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Abstract

The Government of Mongolia has implemented an IMF program under the Extended Fund
Facility agreement (EFF) since May 2017. Under the program, the government will decrease
its expenditure and increase taxes to achieve debt sustainability via fiscal consolidation and
stable growth. At the same time, the government has faced challenges with rising fuel price
and its subsidies because of its commitment of fiscal consolidation to the IMF. This research
uses the PEP standard static CGE model to examine the impact of fiscal consolidation on the
Mongolian economy under various conditions. Moreover, we utilize a poverty
(microsimulation) model to analyze those impacts at a household level. The paper has two
parts: (1) the impact of fiscal consolidation under pessimistic and optimistic mineral
commodity price scenarios; and (2) the government’s alternative policies on fuel subsidy
given fiscal consolidation. The former shows that the impact of fiscal consolidation on
Mongolia’s economy is closely tied with international commodity prices. The latter shows
that the effect of increased fuel price on the economy depends on the government’s reaction.
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1. Introduction
The Mongolian economy is highly reliant on the mining sector as it has contributed around
94% of exports and over 20% of budget revenue, on average in the recent history, according
to the National Statistical Office (NSO). Historically, the economy thrived amid the
commodity boom in 2010-2013 and GDP growth peaked at 17% in 2011. Since 2013,
however, economic growth has slowed and bottomed at 1% in 2016 as China’s economic

slowdown reflected in the prices of mining commodities and foreign direct investment

(World Bank Group, 2016).

The government efforts to mitigate the effect of the adverse shocks through higher budget
deficits (Figure A) resulted in unsustainable public debt reaching about 95% of GDP in 2016
(Mongol Bank). Given the payback time of Euro and Chinggis bonds, declining international
reserves and downgraded credit ratings, a possible crisis in the currency market was a ticking
time bomb and hence the government initiated and reached an agreement with the IMF. In
May 2017, the government entered an Extended Fund Facility (EFF) agreement with the IMF
under which the government will receive a total of USD 5.5 billion (IMF’s loan of USD 435
million, the People’s Bank of China’s RMB 15 billion swap line and USD 3 billion of budget
and project support from the ADB, WB, Japan and Korea). Under the EFF, the government
will cut its expenditures and increase taxes to achieve debt substantiality and stable growth.
In other words, the fiscal consolidation is a critical element of this program, including a cut in
non-essential expenditures, a move toward progressive taxation, pension and public financial
management reforms, and steps to strengthen and better target the social safety net. A number
of fiscal reforms, including an independent fiscal council, will help bolster the budget

discipline.

According to the IMF projections, the overall budget deficit, which accounted for 11.3% of
GDP in 2014, will fall to 1.5% of GDP by 2022 (from MNT 2.4 trillion in 2014 to MNT 677
billion in 2022 — i.e., a 72% decrease) if the Mongolian government stays committed to the
fiscal consolidation under the EFF program (Figure A). The first part of this paper examines
the impact of the fiscal consolidation through decreased government expenditure (spending
on goods and services, transfers to households and capital expenditure) on the economy.
Given the high volatility of mining commodity prices, we simulate the fiscal consolidation

under alternative prices.



Under the EFF, the structure of the budget is to be adjusted. One of the adjustments is on fuel
subsidies, which is required to ensure the flexibility of the consumer price. The government
of Mongolia pursues stable retail price of fuel which is fully imported by adjusting the excise
tax levied on it. However, the government has a dilemma now as fuel price is rising yet it
needs to be commited to the fiscal consolidation. The second part of this paper analyzes the

government actions in response to the rising fuel price.

For the both sets of analyses, we employ the PEP standard single-country static CGE model
(PEP-1-1) calibrated to the Mongolia’s 2014 Social Accounting Matrix (SAM) with 23
commodities/activities, a representative household, government and the rest of the world. We
also use a poverty (microsimulation) model in a top down approach to examine the impact of

the shocks on the income distribution and poverty.

The paper is organized as follows. The next section provides literature review. Section 3
describes the methodology and data used. In the section 4, the scenarios dealing with the
fiscal consolidation and fuel price shock are considered. In addition, we present the
household level poverty indicators in all scenarios. The last section concludes and proposes

policy recommendations.

2. Literature Review
Computable General Equilibrium (CGE) modelling has been extensively used for policy
analysis. CGE models are in a class of economy-wide models which provide industry
disaggregation of the whole economy (Dixon and Jorgenson, 2010). This framework helps
understand interrelationships between economic actors and accounts for transmission

mechanisms of policy and external shocks (Dixon and Rimmer, 2002).

Fisher et al., (2011) could be considered as the first to have developed a CGE model for the
Mongolian economy. Their global CGE model, MINCGEM, similar to GTEM and GTAP
models in many aspects — is a recursive dynamic multi-region and multi-sector general
equilibrium model. The model is used to analyse the economic impact of Oyu Tolgoi copper
mine in Mongolia and it is found that the impact would be significant and positive on the
Mongolia economy. Lkhanaajav (2016) develops two CGE models (ORANI-G and
MONAGE) to analyze the impacts of the recent mining boom in the Mongolian economic
context. According to him, the mining boom results in a massive increase in Mongolia’s

terms of trade and the boom stimulated the employment of labor and the overall performance



of the economy. Recently, Baatarzorig, Galindev and Maisonnave (2016) calibrates the PEP-
1-1 model to a 2010 Mongolian SAM and examines the impact of the rapid expansion of the
mining sector and a decrease in copper price on the economy. It finds that a rapid expansion
in mining sector has positive effect on the economy and insignificant Dutch disease effects on
the other sectors due to structure of the Mongolian economy while the second shock is a
significant risk factor. On the fiscal policy, one could refer to the following contributions.
Altan-Od, Bumchimeg, and Davaadalai (2011) uses a DSGE model to examine the impact of
mining revenue on the macro economy under alternative budget and monetary policies.
According to them, the government revenue from mining should be allocated more towards
capital expenditure rather than current expenditure to ensure the long-term sustainable growth
of the economy. Bauer et al., (2017) examines the impact of the IMF’s EFF program and
commodity market condition on the Mongolian economy by developing a semi-structural
macroeconomic model (Mongolia Macro-fiscal Model). The study finds that the program has
a small negative effect on GDP growth in the short-run while improving the debt
sustainability substantially. It also finds that the Mongolian economy and debt sustainability

is are vulnerable to world commodity prices.

Under the EFF, the Mongolian government is obliged to introduce a formula that ensures
flexibility in fuel price. Cooke et al., (2014) finds that the removal of the 2013 fuel subsidy
would have a negative impact on the household welfare in Ghana. Akinyemi et al., (2017)
uses a dynamic energy-environment CGE model calibrated to a 2006 Nigerian SAM to
analyze the response of the agricultural sector to different ways of removing subsidy on
imported fuel. The main finding is that a complete removal will improve the agricultural
sector despite the increase in the price due to higher cost in the short-term. Rahiminia and
Moghadam (2015) analyzes the impact of fuel subsidy targeting on the micro and macro-
economy in Iran. They consider a case where indirect subsidies are removed completely and
replaced with direct subsidies to households, manufacturing and service sectors and the
government. They find that higher direct subsidies to household are associated with higher
growth, inflation rates and lower balance of payments. Breisinger et al., (2012) studies the
direct and indirect effects of a fuel subsidy reform on growth and poverty in Yemen by using
a dynamic CGE model and a microsimulation model. They find that the most suitable reform
design is to phase out the fuel subsidies and directly transfer the savings to the poorest

households, productivity-enhancing investments in infrastructure and fiscal consolidation.



3. Methodology and Data

We use a static Computable General Equilibrium (CGE), a modified version of the PEP-1-1
model (Decaluwé et al., 2013) calibrated to a 2014 Mongolian Social Accounting Matrix
(SAM). We construct the SAM using data from 2014 including the Supply and Use Table
(SUT), Household Socio-Economic Survey (HSES), the balance of payments, and the
government budget data from the National Statistical Office (NSO).

The PEP 1-1 model is described fully in Decaluwé et al., (2013). In brief, however, activities
has a nested structure and each level uses a production function with constant returns to scale.
Specifically, at the first level, production is modeled by a Leontief function composed of
value added and intermediate consumption. At the next level, value added is specified by a
function with constant elasticity of substitution (CES) between composite labor and
composite capital. Each activity can produce multiple commodities which are aggregated by
a constant elasticity of transformation (CET) function. Finally, the amounts to sell
domestically and export are governed by a CET function and relative prices. On the demand
side, the consumption of a commodity is a CES function of domestic and imported quantities.
A representative household’s demand for commodities are governed by a linear-expenditure
system (LES). This is saving-driven-investment model so that the sum of household,
government and the foreign savings determine the amount of investment. The investment
demand distinguishes between gross fixed capital formation and changes in inventories.
Government expenditures are exogenous. The demand for commodities for investment and
government spending purposes is a fixed fraction of total expenditure respectively. The
numeraire is the nominal exchange rate. The modification that we consider in the PEP-1-1
model is that the government budget deficit which is fixed to replicate the fiscal
consolidation. Therefore, depending on additional shocks and the government’s reaction,

government expenditures could be either exogenous or endogenous in this model.

The detailed SAM is a square matrix with 80 columns and rows. The accounts of the SAM
consist of 23 sectors and 23 commodities, two production factors (capital and labor), three
types of institutions (households', government and the rest of the world), three types of taxes
(income tax, import duties and taxes on commodities) and savings (investment) accounts

divided into savings-investment and changes in inventories (Table 1).

" In the SAM, firms and households are combined into one agent named ‘Household’. In that sense, ‘Household’
refers to the private sector.



Table 1. Accounts in the SAM

Notes: The names of sectors and commodities represent broader activities and a larger set of
commodities. Here we clarify a few of them as the rest is self-explanatory. Water represents water
supply, sewerage, waste management and remediation activities. Accommodation represents
accommodation, food, and beverage services. Information represents information and communication.
Professional represents professional, scientific and technical activities. Administrative represents

Sectors (23) Commodities (23) Institutions (3)
1. | Agriculture Agriculture Households (H)
2. | Coal Coal Government (GVT)
3. | Crude Oil Crude Oil Rest of the world (ROW)
4. | Metal Ore Metal Ore
5. | Other mining Other minerals Taxes (3)
6. | Mining service Electricity Income taxes (TD)
7. | Manifacturing Manifacturing Import duties (TM)
8. | Electricity Construction Taxes on commodities (TT)
9. | Water Trade
10. | Construction Accomodation Factors (2)
11 | Trade Transportation Labor (Lab)
12. | Transportation Financial activities Capital (Cap)
13. | Accomodation Real State
14 | Information Professional services Savings-Investment (3)
15. | Financial activities Information Investment (INV)
16. | Real State Administrative Changes in inventories (VSTK)
17. | Professional services | Public administration
18. | Administrative Education Capital accounts (3)
19. | Public administration | Health Households (Cap-H)
20. | Education Water Government (Cap-GOV)
21. | Health Art, entertainment Rest of the world (Cap-ROW)
22. | Art, entertainment Other service
23. | Other service Fuel

leasing or rental services, support services, sanitation, and other similar services.

Table 2 shows the macro SAM as a share of nominal GDP, which was 22.2 trillion MNT in
2014. Household consumption, government current expenditure, investment, exports and
imports were 56.6%, 13.0%, 35.2%, 51.6% and 56.4% of GDP respectively. The economy
was relatively more intensive in capital (55.4%) than in labor (35.3%). The sum of them

(90.7%) is the share of total value added in GDP and the remaining 9.3% is from import taxes

—TM (1.6%) and commodity taxes — TI (7.7%).




Table 2. Mongolian Macro SAM 2014 (percent of GDP)

Lab | Cap H [ GVT | TD | ™ | TI | ROW | Sec Com | GFCF | VSTK | TOTAL
Labor 0.4 34.8 353
Capital 0.03 55.3 55.4
Households 339 49.1 10.4 24 95.7
Government 4.7 134 16 7.7 0.3 0.5 0.0 28.2
TD 134 134
™ 1.6 1.6
TI 7.7 7.7
ROW 1.4 6.3 1.5 0.8 56.4 66.4
Sectors 185.8 185.8
Commodities 56.6 @ 13.0 51.6 95.1 20.1 28.6 6.6 268.2
GFCF 196 1 4.1 11.6 352
VSTK 6.6 6.6

TOTAL 353554 ] 957 282 134 | 1.6 | 7.7 | 66.4 | 185.8 | 2682 | 352 6.6

Note: Lab — labor, Cap — capital, H — households, GVT — government, TT — indirect taxes on commodities, TM —
import duties, TD — direct taxes, GFCF — gross fixed capital formation, VSTK — inventory changes, ROW — rest
of the world, Sec — sectors, Com — commodities.

Production structure

In Table 3, we show the production structure of the Mongolian economy. Column Labor
shows the share of labor income by sectors — those employed by the trade (22.5%), public
administration (9.4%) and education sectors (10.4%) receive the highest shares of labor
income. Regarding the capital income (Column Capital, Table 4), the agriculture, metal ores,
manufacturing, trade and real estate sectors account jointly for about 68% of total capital
income. The agriculture, metal ores and trade sectors have the highest shares in total value
added (14.9%, 13.1% and 12.7% respectively) (Column Value added, Table 4). Some sectors
have high value added coefficient (agriculture, trade, financial activities, real estate,
education, health, entertainment) while the others are more intensive in intermediate
consumption (Column Value added/total output, Table 4). Expansion in sectors with high
value added will generate more employment and income than the others. However, the later
categories will have a higher multiplier effect. It can be seen also from the last two columns
of Erreur ! Source du renvoi introuvable. that the agriculture, crude petroleum, metal ores,
manufacturing, trade, information, finance and real estate sectors have a relatively high
degree of capital intensity as their capital income shares are jointly above 70%. The coal
sectors have significantly high capital intensity at about 62.5%. The remaining sectors, on the
other hand, are more labor intensive. Specifically, the public administration, education,
health, art and entertainment sectors are mainly financed by the government and are much

more labor intensive.

Table 3. Production structure of Mongolia in 2014 (%)



. Factor intensit

Sector Labor  Capital ;ilagzs \";acl)ltielt 23?;3/ Labor Capitzﬁ
Agriculture 3.8 219 149 71.5 9.7 90.3
Coal 1.5 1.5 1.5 27.9 37.5 62.5
Crude oil 0.1 35 2.2 39.3 2.6 97.4
Metal ore 8.6 16.0 13.1 40.7 25.2 74.8
Other mining 0.3 0.1 0.2 28.9 63.9 36.1
Mining service 0.8 0.8 0.8 34.4 40.2 59.8
Manifacturing 6.2 11.9 9.7 36.4 245 75.5
Electricity 24 1.0 1.6 37.1 59.0 41.0
Water 0.7 0.3 0.4 35.0 61.8 38.2
Construction 5.4 4.6 4.9 22.0 42.0 58.0
Trade 22.5 6.5 12.7 64.7 68.4 31.6
Transportation 8.0 39 5.5 40.0 56.3 43.7
Accomodation 1.6 0.6 1.0 38.6 63.5 36.5
Information 2.2 2.7 2.5 54.0 34.3 65.7
Financial services 3.8 6.0 5.2 78.3 28.8 71.2
Real State 0.6 11.7 7.4 75.9 3.0 97.0
Professional services 3.5 1.9 2.5 55.1 53.4 46.6
Administrative 1.5 0.7 1.0 33.3 56.4 43.6
Public administration 9.4 1.4 4.5 59.9 80.4 19.6
Education 10.4 1.6 5.0 76.5 80.6 19.4
Health 4.5 0.5 2.1 60.6 85.0 15.0
Art, entertainment 0.9 0.2 0.5 62.1 74.3 25.7
Other service 1.5 0.5 0.9 45.1 64.1 359

Total 100.0 100.0 100.0 49.7 50.3

Trade structure

Table 4 shows the trade structure of the economy. The main exported commodities are coal,
crude oil, metal ores and manufacturing commodities which contribute 8.3%, 10.1%, 51.5%
and 15.2% of total export, respectively (Column Export, Erreur! Source du renvoi
introuvable.). On the other hand, the main imported commodity is manufacturing,
contributing the highest share of imports at approximately 56% (Column Import, Erreur !
Source du renvoi introuvable.). In terms of export intensity, the mining commodities are
mostly exported while the other commodities are mostly consumed domestically (Column
Export Intensity, Erreur ! Source du renvoi introuvable.). The import penetration ratio is
higher for manufacturing goods, professional services, accommodation (including food and
beverage) and fuel while the other commodities are mostly produced domestically (Column

Import penetration ratio, Erreur ! Source du renvoi introuvable.).



Table 4. Trade structure of Mongolia in 2014 (%)

Export Intensity Import
Commodities Export Import /ex tax Penetration
and margin/ Ratio
Agriculture 4.1 0.9 11.3 3.0
Coal 8.3 0.0 80.3 0.2
Crude oil 10.1 - 99.4 -
Metal ore 51.5 0.0 99.4 0.5
Other minerals 1.1 0.2 57.7 17.4
Electricity 0.0 1.9 0.1 20.0
Fuel - 17.8 - 100.0
Manifacturing 15.2 56.1 27.8 60.9
Construction 0.3 1.3 0.8 3.6
Trade - - - -
Accomodation 2.7 5.2 62.4 77.7
Transportation 3.2 2.1 13.1 10.0
Financial services 0.2 2.1 2.1 16.8
Real State 0.1 0.3 0.4 1.9
Professional services 2.1 8.4 19.8 51.5
Information 0.2 1.3 2.9 17.5
Administrative 0.2 0.2 2.2 2.5
Public administration - - - -
Education 0.1 1.4 0.9 11.7
Health 0.0 0.8 0.5 13.5
Water - - - -
Art, entertainment - - - -
Other service 0.6 0.1 16.8 3.0
Total 100.0  100.0

Demand structure

Erreur ! Source du renvoi introuvable. gives the structure of demand for each commodity
by domestic consumers. Construction is mainly used for investment purposes and public
administration, education, water and health are mainly consumed by the government.
Electricity, mining, financial services, administrative and professional commodities are
mainly consumed intermediately, with their individual intermediate consumption shares at
91.7%, 101.3%, 85.4%, 80% and 79% respectively. Crude oil is not used domestically, while

trade is a 100% margin commodity and 4.3% of transportation is a margin commodity.



Table 5. Structure of demand (%)

Commoditics HousehO.Id Governm§nt Intermedigte Margin GFCF  VSTK Total
consumption consumption consumption demand
Agriculture 23.9 - 39.1 - 18.7 18.3 100.0
Coal 11.2 - 96.8 - - -8.0| 100.0
Crude oil - - - - - 100.0f 100.0
Metal ore - - 63.9 - - 36.1 100.0
Other minerals 1.0 - 101.3 - - 2.3 100.0
Electricity 8.6 - 914 - - -1 100.0
Fuel 17.8 - 78.4 - - 3.8 100.0
Manifacturing 39.1 - 454 - 11.9 3.7 100.0
Construction 0.3 - 26.0 - 73.6 - 100.0
Trade - - - 100.0 - - 100.0
Accomodation 66.9 0.2 32.9 - - - 100.0
Transportation 25.2 0.1 70.3 43 - -1 100.0
Financial services 14.6 - 85.4 - - - 100.0
Real state 61.8 - 38.2 - - - 100.0
Professional services 3.1 5.8 79.0 - 12.2 - 100.0
Information 58.2 1.2 40.6 - - - 100.0
Administrative 20.0 - 80.0 - - - 100.0
Public 3.3 88.9 7.7 - - - 100.0
Education 43.2 53.8 3.0 - - - 100.0
Health 34.2 59.2 6.5 - - - 100.0
Water 15.0 55.8 29.1 - - - 100.0
Art, entertainment 32.7 49.0 18.2 - - - 100.0
Other service 61.7 0.4 38.3 - - -0.4 100.0

Private agents’ income, consumption and savings

Labor and capital constitute the main source of household and firm income (Table 6).

Households spend over half of their income on consumption, save about 20.4% and pay

13.9% as direct taxes.

Table 6. Structure of household accounts (%)

Household and firm income

Household and firm expenditure

Wages

Capital income
Transfers from government
Transfers from ROW

Total

354
51.3
10.8

2.5

100.0

Consumption 59.2
Direct taxes 13.9
Transfers to the government 4.9
Transfers to ROW 1.5
Savings 20.4

Total 100.0

In terms of investment/savings, private sector (households and firms) and foreign savings

account for the main source of investment finance in 2014 (88.4%) while government savings

is constituted of a relatively small proportion of total saving with 11.6% (Table 7).

Table 7. Investment/savings structure (%)
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Savings-Investment
Households / Firms 55.5
Government 11.5
Rest of the world 32.9
Total 100.0

Government activities

The main sources of government revenue were direct taxes (personal income taxes and

corporate taxes) and taxes on products constituting 47.3% and 27.4% respectively (Table 8).

On the other hand, the government spent most of its revenue on education, public

administration, health services and others as current expenditure, which jointly accounts for

46.1% of total government expenditure. It also transferred 36.7% of its expenditure to

households through the social security and social assistance funds in the form of

reimbursement, repression reimbursement and other current transfers. The remaining

government revenue is recorded as savings in the SAM and is destined to cover its capital

expenditure.

Table 8. Structure of budget revenue and spending (%)

Government revenue

Government expenditure

Transfers from households 16.7 | Transfers to households  36.7
Direct taxes /TD/ 47.3 | Transfers to ROW 2.8
Import duties /TM/ 5.7 | Public consumption 46.1
Export taxes 0.0 | Savings 14.4
Net taxes on products /T1/ 27.4
Transfers from ROW 1.1
Net taxes on production 1.8

Total 100.0 Total 100.0

4. Scenarios and results of simulations

We consider two sets of simulations. The first set deals with the fiscal consolidation under the

IMF’s EFF program though three scenarios given the high dependency of the economy on

. . 2
commodity prices.

= Baseline scenario: We assume that the budget deficit decreases by 72.4% to reflect

the government’s target under the EFF for the year 2022. Government’s capital

expenditure decreases by 18.4%. The world prices of copper and coal remain at their

2014 values.

* See Appendix A for the historic and projected price of copper and coal which are the main exporting

commodities.

11



Scenario 1 (pessimistic commodity price): In addition to the government actions in
the baseline scenario, the world price of copper decreases by 29% (reflecting its
lowest price between 2000 and 2016) and the world price of coal decreases by 13.4%
(reflecting its lowest price between 2010 and 2016) in comparison to their 2014
values.

Scenario 2 (optimistic commodity price shock): As opposed to the pessimistic
scenario, the world price of copper increases by 29% (reflecting the 2011 price) and
the world price of coal increases by 76% (reflecting its expected 2017 price) in

comparison to their 2014 values.

The second set of simulations deals with the options that the government could face in

response to the rising fuel price. Under the EFF program, the government is required to

ensure the flexibility of the consumer price. As presented in the previous sections, fuel is

entirely imported. Fuel and petroleum products imports constitutes about 15% to 20% of total

imports each year. As a main input in the transportation, mining and manufacturing sectors

and part of household consumption (about 4.3%), the price of fuel has a significant impact on

consumer price index. Hence, the government of Mongolia controls the retail price through

. .. 3 . .
excise taxes and subsidies.” However, there could arise a conflict between the government’s

action on the face of rising fuel price and the fiscal consolidation. In this context, we consider

the following three scenarios:

Scenario 3 (no intervention): In addition to the fiscal consolidation in the baseline
scenario, the import price of fuel increases by 15 %®. The government does not change
the excise taxes on fuel and lets the domestic price of fuel adjust — i.e., there is no
government intervention.

Scenario 4 (tax intervention): As opposed to Scenario 3, the government adjusts
(decreases) the excise taxes on fuel to keep the domestic price stable and yet commits
to the fiscal consolidation plan.

Scenario 5 (tax intervention + foreign borrowing): Reducing the excise taxes on
fuel to maintain a fixed retail price results in budget deficit which requires more
reduction in its expenditures. However, the government sticks to the fiscal

consolidation plan in the baseline scenario by borrowing from abroad to finance the

? See Appendix B for more on fuel in Mongolia.

* This is based on the crude oil price forecasts by various institutions summarized by www.knoema.com and the
assumption that the import price of fuel would follow the change in oil prices. The projections can be found in
the below link. https://knoema.com/yxptpab/crude-oil-price-forecast-2017-2018-and-long-term-to-2030

12



additional budget deficit. The closure rule is then specified that the fiscal

consolidation plan is fixed and the foreign savings is endogenous.
In terms of the closure rules, we make the following assumptions.

e The nominal exchange rate is the numeraire;

e The world prices are exogenous according to the small-country assumption;

e The current account balance is fixed (except scenario 5). Given that both the current
account balance and the nominal exchange rate are fixed, the equilibrium of foreign
trade is reached through the flexibility of domestic prices and resulting adjustments in
the real exchange rate;

e The capital stock of each sector is fixed and sector specific while labor is mobile
between sectors;

e We consider the Keynesian (a short-run) closure according to which the nominal

wage is fixed so that the level of employment is determined endogenously.

Results of baseline scenario

Macroeconomic results

The fiscal consolidation to achieve the target budget deficit has a negative impact on many
macroeconomic indicators. The government should reduce its spending on goods and services
by 25.7% (e.g., 3.6% decrease/year over eight years), reduces transfers to households by
24.2% (e.g., 3.5% decrease/year) in addition to the simulated reduction its capital expenditure

by 18.4% (2.6% decrease/year).

As the government is the main consumer of education, health, public administration, art and
water, as the demand falls in these sectors, so do production and employment. At the same
time, government savings increase by 128% contributing to a 12.5% increase in total
investment which has a positive effect on employment. The net effect on total employment is
a decrease of 4.7%. This in turn leads to a decrease in household income, consumption and
savings by 4.1%. The domestic price decreases by 0.4% because of a decrease in total
demand. Foreign trade is relatively stable — i.e., exports decrease by 0.2% while imports

decrease by 0.03%. Real GDP declines 1.8%.
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Table 9. The changes in macroeconomic variables (%)

Government spending -25.7
Government transfers to households | -24.2
Government capital expenditure -18.4
Tax income of Government -1.9
Government savings 128.3
Total investment 12.5
Employment -4.7
Household consumption/ savings -4.1
Consumer price index -0.4
Total export -0.2
Total import -0.0
GDP at market price -1.3
Real GDP at basic price -1.8

Source: Simulation results

Sectoral results

Figure 1 shows the changes in production and employment by industry in the baseline
scenario. Accordingly, the production of sectors in which the main user is the government
decreases between 7% and 21%. Employment in these sectors declines by 10% to 26%. At
the other extreme, the production and employment of the construction sector which is highly
intensive in capital and accounts for 59% of demand for investment purposes, increase by

9.8% and 24.3% respectively. In other sectors, production and employment decrease slightly.

Figure 1. Changes in production and employment by sectors (%)
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Figure 2 shows the changes in the local demand and local price by commodities in the
baseline scenario. The local demand for public administration, health, and education products
decrease by 13% to 21%. On the contrary, the demand for construction commodity increases

by 9.8%.
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Figure 2. Changes in local demand and local price by products (%)
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Figure 3 shows the changes in the export and import by commodities in the baseline scenario.
Export and import of education and health products decrease which could be caused by the
decrease in production and the decrease in the demand for these commodities. The increase in
the export of real estate products and the decrease in their import could be explained by the
decrease in local prices. The increase in the import of construction is related to the increase in
domestic demand. In the case of agricultural commodity, export decreases while import

increases due to the increase in their local prices.
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Figure 3. Changes in export and import by commodities (%)
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Results of alternative scenarios
Pessimistic and optimistic commodity price shocks
The impact on the economy of the fiscal consolidation to achieve the target budget deficit
varies depending on the world prices of Mongolia’s export commodities. As government
revenue changes in the optimistic and pessimistic scenarios, government expenditure need to

adjust in order to bring the budget deficit to the target level.

Macroeconomic results

As Table 10 shows, if the prices of export commodities are low, the negative impacts of the
fiscal consolidation are much worse on the economy than in the baseline scenario. On the
contrary, the fiscal consolidation can be much softer if the world prices of coal and copper

are high.

Pessimistic Scenario (Sce 1): Real GDP falls by 8.7%. Because tax revenue decreases by
18.7%, government spending, transfers to households and government capital expenditure
have to fall by 46.9%, 44.2% and 18.4% respectively to achieve the target budget deficit.
Household income, consumption and savings decrease by 23.5% due to a 20.9% decrease in
employment. As a result, despite increased government savings, total investment increases
only by 1.7%. The local price level decreases by 6.2% reflecting a decrease in total demand.
These actions have relatively large impact on foreign trade. Total export decreases by 20%
due to the lower world price of major export commodities. Total import decreases by 15% for

which the main reason is the decrease in total demand (Table 10).

Table 10. Changes in macroeconomic variables (%)
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Baseline Pessimistic | Optimistic
(Sce 1) (Sce 2)
Government spending -25.7 -46.9 -10.9
Government transfers to households -24.2 -44.2 -10.3
Government capital expenditure -18.4 -18.4 0.0
Tax income of Government -1.9 -18.7 19.7
Government savings 128.3 128.3 196.7
Total investment 12.5 1.7 334
Employment 4.7 -20.9 12.2
Household consumption/ savings 4.1 -23.5 19.3
Consumer price index -0.4 -6.2 5.8
Total export -0.2 -20.1 24.9
Total import 0.0 -15.1 18.7
GDP at market price -1.3 -20.7 23.5
Real GDP at basic price -1.8 -8.7 4.4

Source: Simulation results

Optimistic Scenario (Sce2): The impact of positive price shocks more than offset the
negative impacts of the fiscal consolidation and real GDP increases by 4.4% (Table 10). In
this scenario, as government revenue increases by 19.7%, government capital expenditure
remains at its 2014 value while spending on goods and services and transfers to households
decrease by 10.9% and 10.3% assuming that the government stay under the IMF agreement.
Government saving grows by 196.7% reflecting the increase in government revenue and a
relatively smaller reduction of government expenditure. As a result, total investment
increases by 33.4%. Production in the sectors that are highly dependent on government
spending decreases by relatively smaller amounts than in the baseline scenario. On the other
hand, production in other sectors increases due to the growth of total investment. As a result,
employment increases by 12.2%, household income, consumption and savings grow by
19.3%. The local price level increases by 5.8% due to the growth of demand for almost all
commodities. The total export grows by 24.9% mainly because of the increase in total
revenue from coal and copper sales. The total import increases by 18.7% because of the

increase in total demand.
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Sectoral results

Figure 4 shows the changes in production and employment by sectors in the pessimistic and
optimistic scenarios. Production in public administration, health, art, education and water
sectors decreases between 24% and 40% in the pessimistic scenario (Sce 1). As a result,
employment in these sectors decreases as well. These decreases in production and
employment are larger than those in the baseline scenario. In the optimistic scenario (Sce 2),
only the public administration sector’s production decreases by 8% among the sectors that are
highly dependent on government spending, while the remaining sectors all experience an
increase in production. In almost all sectors, employment increases in this optimistic

scenario.

Figure 4. Changing of production and employment by sectors (%), (Sce 1 and 2)
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Figure 5 shows the changes in local demand for commodities and their local prices. The
domestic demand for public administration and water decreases due to the decrease in
government spending in both scenarios. The adverse price shocks (Sce 1) influence
negatively on local demand and local price in almost all commodities, the opposite happens

in response to the positive price shocks.
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Figure 5. Changes in local demand and local price by products (%), (Sce 1 and 2)
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Exports of commodities increase except for the mining commodities, health and education
while imports of almost all commodities decrease in the pessimistic scenario (Sce 1 in Figure
6). In the optimistic scenario, exports of commodities other than coal, metal ore and
construction decrease as their local prices are higher. On the other hand, imports of almost all

commodities increase due to the increase in domestic demand and relatively cheaper foreign

prices.
Figure 6. Changes in export and import by commodities (%), (Sce 1 and 2)
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Fuel price shock under alternative policy scenarios

In the model, “fuel” commodity is composed of coke oven products, refined petroleum and

nuclear fuel. From the SAM one can find the following characteristics of fuel commodity.

The main users are households, mining of metal ores and land and water transport
services accounting for 18%, 14% and 19% of total domestic demand
respectively;

78.4% of fuel is used as intermediate input. Activities which use fuel most

intensively as an intermediate input are land and water transport, warehousing,

postal service, air transport services and some mining activities;

e 100% of domestic use of fuel is imported;

e Households spend 4.3% of their consumption budget on fuel.

Macroeconomic results

Table 11 presents the impact of the fuel price shock on major macroeconomic indicators for

each of the three simulations, in comparison to the baseline scenario. In the “no intervention”

scenario, the impact is reflected by larger decreases in employment, GDP, government

spending and household consumption than in the baseline. In the “tax intervention” scenario,

the government expenditure has to fall more than that in the baseline scenario as reducing the

excise tax on fuel decreases. However, the changes in employment, GDP and consumption

are almost the same as those in the “no intervention” scenario. In the “foreign borrowing”

scenario, the impact the fuel price shock is reduced at the cost of increasing its foreign debt.

Table 11. Changes in macroeconomic variables (%)

Baseline | No intervention Tax intervention | Foreign borrowing
Private consumption -4.1 -6.7 -6.9 0.3
Government spending -25.7 -28.0 -35.1 -25.7
Total investment 12.5 11.1 11.0 33.2
Government savings 128.3 128.3 128.3 128.3
Foreign savings 0.0 0.0 0.0 55.5
Total exports -0.2 -0.3 0.0 -0.9
Total imports -0.0 0.3 0.4 9.9
GDP at market price -0.9 -3.6 -3.7 0.7
GDP at basic price -1.8 -2.9 -3.0 0.1
Consumer price index -0.4 -0.3 -1.2 1.5
Employment -4.7 -1.5 -7.8 0.4
Government revenue -2.3 -4.1 -9.8 -2.5

Source: Simulation results
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It can be seen from Table 12 that if the government does not intervene, it earns 187 billion
MNT through the excise tax. If it wants to stabilize domestic fuel price, it has to spend over

160-170 billion MNT on fuel subsidies.

Table 112. Government receipts from indirect taxes (subsidies) on fuel, million MNT

Baseline | No intervention | Tax intervention | Foreign borrowing
(Sce 3) (Sce 4) (Sce 5)
174,484 187,765 -163,230 -179,810

Source: Simulation results

No intervention scenario (Sce 3): As fuel is used as a final consumption good by
households and as an intermediate input by almost all production activities of mining,
transportation, and manufacturing, increased import price of fuel will bolster further the
negative impact of the fiscal consolidation on many macroeconomic indicators such as
private consumption (-6.7%), government revenue (-4.2%), employment (-7.5%) and GDP (-

2.9%) (Erreur ! Source du renvoi introuvable.).

An increase in import price of fuel results in a reduction in total demand. Since fuel is not
locally produced, drops in the volume of imports are of less magnitude than changes in
prices. As the import price of fuel increases, the price paid by domestic users increases. It is
through these linkages that the international fuel price shock transmits to the Mongolian
economy. Fuel is particularly important in the land and water transport services and mining
of metal ores. Higher fuel price leads production cost and price of transport services to
increase; in turn, this affects several other sectors/users. The impact is higher for activities
that are more intensive in transport services in their production process or with higher
transport margins. However in the Mongolian case we observe that transport margins are low,
making this transmission channel negligible, except for other mining products. Domestic
price of transport services is higher so that demand shifts, to a certain extent, to imports —

1.e.., imports of passenger and freight transport services rise.

In most sectors, production and employment decline (Figures 7 and 8). As a result, overall
employment decreases which leads to a decrease in household nominal income by 6.7%. Real
income of households fall more sharply than the baseline scenario since the relatively lower
decrease in consumer price index (-0.3%), and household consumption of almost all

commodities diminish.

A 128.3% increase of government savings is due to the relatively lower decrease of

government income versus higher contraction of expenditures. Although household savings
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fall, increasing government savings compensate the decrease and total investment
experiences 11.1% increase. Overall, to achieve the budget consolidation target and ensure
the flexible price of fuel, government have to contract its current expenditure by 28% (2.3%

more than baseline scenario).

Tax intervention scenario (Sce 4): As the government maintains the domestic price of fuel
through subsidies, the government has to cut its expenditure more (current expenditure by
35.1%) to achieve the target budget deficit as its current revenue falls due to the negative
excise tax on fuel. This leads to lower government saving and total investment than those in
the baseline and “no intervention” scenarios. Despite the fact that domestic fuel price is
constant, a large amount of public expenditure cut is required to result in a contraction of
public services — i.e., public administration, water, health and education. This in turn will

affect lower labor demand and consumption of intermediate inputs as well as prices.

Overall, most sectors experience a greater decrease in production and employment (Figure 7
and 8). Thus, overall employment falls which in turn leads to decreased household nominal
income. Real income of household falls less sharply as prices decrease and household
consumption of almost all commodities fall. Due to the decreased demand for all purposes

except investment and price decrease, GDP falls by 2.9% in real terms.

Foreign borrowing scenario (Sce 5): Here we assume that the current account balance is
endogenous to capture the idea of increasing foreign borrowings to stabilize the effect of the
fuel price shock on the government budget given the fiscal consolidation plan in the baseline
scenario. It has to borrow from abroad so that foreign saving increase by 55.5% which
increases investment finance. As a result, the government achieves its budget deficit target

without changing the fiscal consolidation plan (Table 11).
Sectoral results

Figures 7, 8, 9 and 10 show the microeconomic impact of the shock and fiscal consolidation

under the “no intervention”, “tax intervention” and “foreign borrowing” scenarios. In the last

scenario, the impact is reduced.
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Figure 7. Changes in production by sectors (%), (Sce 3,4 and 5)
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Figure 8. Changes in local consumer price by commodities (%), (Sce 3, 4 and 5)
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Figure 9. Changes in export by commodities (%), (Sce 3, 4 and 5)
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Figure 10. Changes in import by commodities (%), (Sce 3, 4 and 5)
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S. Household-level consequences
In this section, we analyze the impact of the fiscal consolidation under the alternative
scenarios on poverty. We use the poverty module in the IFPRI extended standard recursive
dynamic CGE modeling system, version 2.00 (Lofgren et al., 2003).° It is a top-down
approach that uses macro-economic and sectoral results from a CGE model and applies those

changes to household level using the household survey data.

> We adjust it to out static CGE model.
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Consumption of all commodities by each survey household are computed using Household
Socio-Economic Survey (HSES)-2014 data and the changes in consumption of commodities
in the CGE model are applied to the consumption of commodities by survey households.
Since we have only one representative household in the CGE model, we apply the same
change in consumption of commodities in the CGE model to the consumption of each
household in the survey. Using this data, per capita expenditure of all households is computed
and compared with the official poverty line which was reported by the NSO as 146,650 MNT
in 2014 to compute poverty indicators (poverty headcount ratio, poverty gap index and

poverty severity index).

The HSES is a nationally representative survey, which aims to evaluate and monitor the
income and expenditure of households, update the basket and weights for consumer price
index and offer input to the GDP by final consumption method. In 2014, totally 16,174
households participated in the survey. Out of this, 22% were from Ulaanbaatar, the capital
city of Mongolia, 33% were from province centers, and other 45% from rural areas. It was
found that 676,104 people have expenditure under the poverty line — i.e., 23.4% of the

Mongolian population was poor.67

Distribution and density functions of monthly per capita consumption are shown in the

following figures.

® Our poverty measures are slightly different from the official figures reported by the NSO. For example, the
official poverty rate was 21.6% as opposed to 23.4% in our calculation. We believe that the differences can be
explained by the data processing.

" On regional basis, the poverty rate was 19.6% in urban areas whereas almost 30% of rural population was
under the poverty line. This implies that poverty is more prevalent, deeper and more severe in rural areas. Also
it is observed that the lower educated households head, the higher poverty rate. For instance, poverty depth of
households with primary, secondary and tertiary level educated heads were 10.2%, 6.1% and 1.2% respectively.
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Figure 11. Distribution function of per Figure 12. Density functions of per capita
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The distribution function is more vertical around the poverty line implying that if the poverty
line changes slightly to right hand side, head count ratio will increase greatly. Whereas the
density function illustrates that population is highly concentrated near the poverty line. Figure
13 shows the Lorenz curve. The Gini index is 0.33°, which is implying inequality was high in

2014.

Figure 13. Lorenz curve, 2014
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® The Gini index is roughly computed as the area below the Lorenz curve.
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We examine the impact of the shocks in the scenarios on the poverty indicators in terms of
regional, educational and population decile basis. The simulation results are described in the

following section.

Simulation results

In the baseline scenario, we consider the poverty indicators as government decreases the
budget deficit by 72.4% from —11.5% to -1.5% of GDP. A direct impact of the fiscal
consolidation declines government demand in public sectors (which are highest labor-
intensive sectors) and household transfers. Thus, it decreases the household’s income by

4.1% through decreased employment (total labor income) and transfers.

As a result, the national poverty incidence increases by 2.1% up to 25.6% and the poverty
depth index increases by 0.7% compared to 2014 level. In other words, the average
consumption of people under the poverty line is 6.6% less than the poverty line. The poverty
becomes more severe in rural areas reaching 32.8% of poverty rate, 8.2% of poverty depth

and 3% of poverty severity (Table 12).

In the baseline, only 3% of total consumption is consumed by the poorest 10% of population
while the richest 10% of population uses more than one fourth of total consumption. We
observe that consumption shifts towards the poorest population because of the shock. This is
because the consumption of commodities used relatively more by the richest people (real

state, accommodation, transport equipment etc.) decreases slightly more.

Table 122. Number of poor people and poverty indicators, %

Number of National Urban Rural

poor

people PO | P1 | P2 | PO |Pl| P2 | PO | Pl |P2
Baseline 740,707 [ 256 | 6.6 | 25|21.4 |58 | 23[328| 823.0
Pessimistic (Scel) 1,043,630 | 36.1 | 10.2 | 28.6 | 30.3 | 8.8 | 10.0 | 46.1 | 12.8 | 2.7
Optimistic (Sce 2) 513,908 [ 17.8 | 42| 15|153 (38| 1.4 |22.1| 49|17
No intervention (Sce 3) 785,138 [ 27.1 | 7.1 | 277|228 |62 | 25|347| 8832
Tax intervention (Sce 4) 777,111 [ 268 | 7.1 | 2.7|226|6.1| 24 |344| 87|32
Foreign Borrowing (Sce 5) 702,520 [ 243 | 62| 23[203 (54| 2.1|312| 76|27

Note: PO — Poverty incidence (%), P1 — Poverty depth (%), P2 — Poverty severity (%)

Source: Simulation results

As shown in Table 12, the poverty indicators of rural households are found to be greater than
urban households proving that the poverty is more prevalent, deeper and more severe in rural

areas.
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In the optimistic scenario with higher commodity prices (76% and 29% increases in coal and
copper prices), poverty declines for all level households and poverty incidences decreased by
7.8% to 17.8% (Table 12). However, the percent change of improvement relative to the
baseline scenario was lower than the variation of poverty indicators in the pessimistic
scenario. In particular, when coal and copper price fall by 13% and 29%, the poverty rate
reaches 36.1% at the national level. In other words, 4 of each 10 people is lives under the
poverty line. This represents that about 370 thousand people are moving under the poverty
line. On a regional basis, poverty incidence in rural and urban areas jump up to 30.3% and
46.1% respectively (Sce 1). Especially for a household with a primary educated head, poverty
incidence is 53.2% as opposed to 40.2% in the baseline scenario (Table 13). Moreover, in the
pessimistic scenario, almost 30% of total household consumption is allocated to richest 10%
of population while only 2.2% goes to the poorest 10%. In other words, inequality of
household income increases significantly. Thus it can be concluded that when the external
environment is not pleasant, the fiscal consolidation could have more adverse impact on
poverty. In the last three scenarios dealing with the fuel price shock, the changes in poverty

indicators are relatively smaller compared to those in the previous three scenarios (Table 12).

Table 13 shows the poverty indicators by education level of household head. Poverty is more
prevalent among households with low-educated heads. Those households are likely to be

more affected by the negative shock (Table 13).

Table 13. Poverty indicators by education level of household head

Primary Secondary Tertiary

PO P1 P2 | PO Pl | P2 | PO | Pl | P2
Baseline 402 | 10.8 | 42| 248 | 64| 24| 65| 12|04
Pessimistic (Scel) 532 | 162 | 6.8 | 36.5| 100 | 40| 10.7 | 23| 0.7
Optimistic (Sce 2) 282 69| 25| 173 | 41| 15 391 06| 0.2
No intervention (Sce 3) 422 | 11.6 | 45| 26.6 69| 2.6 69| 14|04
Tax intervention (Sce 4) 419 | 114 | 45| 26.2 6.8 | 2.6 69| 13|04
Foreign Borrowing (Sce 5) 383 ] 10.1 | 39| 235| 60|22| 6.1 1.1]03

Note: PO — Poverty incidence (%), P1 — Poverty depth (%), P2 — Poverty severity (%)

Source: Simulation results

Table 14 shows poverty indicators by population groups with different level of per capita
consumption (deciles). All people in the first 2 population deciles are living under the poverty
line. Except for the optimistic scenario (Sce 2), more people move under the poverty line in
decile 3. Poverty becomes deeper in Sce 1 than the others. In Sce 5, the poverty indicators are

better than those on the “no intervention” and “tax intervention’ scenarios.
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Table 14. Poverty indicators by decile, %

Baseline Pessimistic (Sce 1) Optimistic (Sce 2)

PO P1 P2 PO P1 P2 PO P1 P2
Decile 1 100.0 423 21.0 100.0 52.7 28.6 100.0 356 144
Decile 2 100.0 16.0 4.0 100.0 312 100 776 6.6 0.8
Decile 3 55.9 1.1 0.2 100.0 15.8 2.7 0.0 0.0 0.0

Decile 4 -10 0.0 0.0 0.0 60.5 2.7 0.2 0.0 0.0 0.0
No intervention (Sce Tax intervention (Sce Borrowing (Sce 5)
PO P1 P2 PO P1 P2 PO P1 P2

Decile 1 100.0 459 222 100.0 457 220 100.0 423 19.2
Decile 2 100.0  21.3 4.8 100.0 209 4.7 1000 16.0 2.9
Decile 3 71.2 4.4 04 684 4.0 0.3 336 1.1 0.1

Decile 4 -10 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Note: PO — Poverty headcount ratio (%), P1 — Poverty depth index (%), P2 — Poverty severity index (%)
6. Conclusions and policy implication
This paper examines the economic impact of the fiscal consolidation as agreed by the
Mongolian government and thee IMF under the EFF using two sets of scenarios — the first
set deals with different international commodity prices while the second set considers
alternative government policies in the face of rising world fuel price and the fiscal

consolidation — at the macro and micro (household) level.

The first set of scenarios suggest that the economic impact of the fiscal consolidation is
closely tied to international commodity prices. At the household level, for example,
implementing the fiscal consolidation during periods of low commodity prices causes severe
poverty and inequality. To offset the negative impact of the fiscal consolidation, the policy
should be implemented when external environment is favorable. As the Mongolian economy
is heavily reliant on the mining sector and cannot influence global commodity prices,
government measures are essential in protecting the economy from uncertainties in the

commodity markets.

Some measures such as an effective management of the country’s Fiscal Stability Fund and
maintaining low public debt could provide a safety net for the economy. Fiscal consolidation
through government’s current expenditure is likely to have a negative effect on the provision
of the basic public services such as water, education and health which are important services

for long-run economic growth and hence need to be protected.

The results of the second set of scenarios show that increased fuel price will further worsen

the negative impact of the fiscal consolidation. In particular, the most adverse impact is
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displayed in the scenario with subsidizing the fuel price through further cut in government
expenditure. However, at the household level, government’s no intervention strategy results
in more severe poverty and more inequality. Thus, at the macroeconomic level, if the
government wants to implement the fiscal consolidation when fuel price increases, it is
better to direct the EFF fund towards reducing the impact. This helps the government to

protect households, employment and production against the negative price shock.

The household level consequences also reveal that the negative external shocks results in
higher inequality in the economy. Rural and lower educated households, especially, are the
most vulnerable to the negative shocks. It is important that policy makers are aware of the
consequences of the shocks and consider the inequality and poverty issues which may arise

due to their policies.
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Appendix

Figure A. Budget deficit (% of GDP)
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Appendix A. Introduction of coal and copper prices

Figure Al. Coal price (USD per ton)
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Figure A2. Copper price (USD per ton)
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Appendix B. Introduction of Mongolian fuel

Mongolian consumption of petroleum products has been increasing in recent years. (Figure

B1)

Figure B1. Consumption (import) of petroleum products, thousand tonnes
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Source: Mongolian customs office

According to Mineral Resource and Petroleum Authority, Mongolia imports 100% of its
domestic demand for refined petroleum products (auto gasoline, diesel etc.) mainly from
Russia (more than 95% of total import). This implies that the economy is highly dependent
on global fuel price (in particularly, Russian fuel price) which has fluctuated significantly in

recent years (Figures B2 and B3).
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Figure B2. Change of autogasoline price, Figure B3. Change of diesel price, %
%
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It can be seen that the border price has been following the global oil price. However, the
domestic price has fluctuated relatively less. This is due to the government interventions with

the excise taxes on fuel to mitigate the impact of the fluctuations (Figure 4).

Figure B4. Domestic price vs price at border and excise taxes on autogasoline (2010-

2017)
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EXCISE TAX ON GASOLINE, ¥/ EXCISE TAX ON DIESEL, ¥/1

500 600
400 500
400
300
300
200
200
100 100
0 0  S—
NN S P A P P SN 4,\" 4,@ <
>Ny Ny NN AP S S P
R T R F&e S ESs

S S S S )
Autogaxsoline Below9b octan\
e Autogasolina above 90 octan

e Diecsel
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The price consumers pay has not been always constant. But it has been relatively more stable
compared to the border price due to the government interventions. The excise taxes per unit
were stable before 2012. However, from 2012 to 2014, the global price increased
significantly. During this period, the government decreased the excise taxes and financed the
fuel importing companies’ losses with subsidies under the Strategic Import Financing
Scheme (SIFS) program to stabilize the domestic fuel price. Since then, the global price
started to fall and the government increased the excise taxes until 2016. The government

decreased the tax rate twice due to the increased global price in 2017.

The government increased the excise taxes on fuel in July and October 2017 to comply with
the fiscal consolidation under the IMF’s Extended Fund Facility (EFF) Program. However,
the further increase in the global oil price has made it hard for the government to maintain the

stable domestic price under the commitment to the fiscal consolidation.
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