f%% Ministerie van Financién
pal he

- aem

Preventing Dutch disease

[ onnaHg eBYHB6C
ypbaA4uunaH COPrmunax Ho

Remco van der Molen
Ministry of Finance
The Netherlands

Pemko BaH oap MorneH
CaHrnmH aam
Henepnang (TonnaHa ) ync

Mongolia EPC — 29 October 2009



Outline Aryynra

« The theory of Dutch  [onnaHp eBYHUU OHON

disease « HepepnaHa yncbiH
fonnaHg eBYMH

 Dutch disease in the . DAwiiH 3acarT
Netherlands Y3YYJIC3H Henee
« Effects on the e 3acruuiH raspblH
economy CaHXYYXuUnrtan

Y3YYJIC3H Heneenen

« Effects on « Bua xapxaH

government 3Ara3pcaH
finances

« Recovering fromthe * MoHrona cypramx
Dutch disease bonox Hb

« Lessons for Mongolia
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Dutch disease in theory(1)

« A Dbooming resource sector
may have harmful effects
on a country’s economy

Four steps:
1. Large inflow of foreign
currency;

2. Foreign currency is spent
domestically;

3. Real exchange rate
appreciates

4. EXport sector becomes
less competitive
(‘deindustrialization’)

fonnaHp eBYMH— OHOM(1)

BbasinarmmH canGapbiH X3T
©COJT YJIC OPHbI 3AUNH
3acrumH Hexuen 6angang
ceper Hemnee y3yyix
oonsowrymn.

HJepBeH ye war:

Mapgaaa BanioT nx
X3IMXKI3raap OpXK Up3x;

Mapgaaa BanoTbIr 4OTOOAbIH
MOHIOH HINKNA XOpBYYITXK
AO0TOOAA00 3apuyynax;

MeHreHnm 6oanT xaHLw ecex

JKCcNopTbIH canbapyyabiH
epcerngex YagBap Oyypax
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Dutch disease Iin theory(2)

« Spending effect: .

« Additional spending
raises price of non-
tradables

 Real exchange rate
appreciation weakens
the country’s traditional
export sector.

e Resource movement effect:

« Inputs are drawn to
booming sector,
causing a declinein
other sectors

« Today: focus on the .
spending effect

[‘onnaHa eBYNH-OHON(2)

3apuyynanTtbiH Yp Hesee:

 HamanT 3apuyynanTt Hb
3aparggarryy 3ynrncumH
YHUWUT ©CreHe

e MeHreHnn 604UT XaHLLUHbI
©COJIT Hb YJIC OPHbI
3KCNOPTbIH ynamxnanTt

canbapyyabir cynpyynaar

XOepoeHre HeOLUNH LWNIMKUITUNH
Yp Henee:

o Xerkunx byn candapt
aHxaapan xaHgax, 3H3 Hb
Oycap canbapt xaanTt 6onox

©Heepnep: 3apuyynanTtbiH Yp
HeneeHpa aHxaaprnaa
TOBNOpPYYNax
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The Dutch economy, the 1960s and early ‘70s

HuaepnaHablH 34MWH 3acar, 1960-aaa oH, 70-aad OHbl 3X33p

e Rapid growth in energy *  JpuMM XY4Huit canbapT
intensive industry YCP3HIyn Xenkun rapcaH

+ Ambitious welfare * Hap xyHA onox racaH
program HUNTMUNUNH XaHINraMXUUH

ToreBJioreeoe

LlannHrmnH xamrumH d6ara
X3MX33, UHOEKCXKYYNanT

« High GDP growth e YHB-HWI NX33X3H ecenT

 Result: wage price spiral Yp AYH: LanvHrbIH YHUIAH
cnupanb
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« Wage indexation and
minimum wages



Gas revenues (in % GDP) baurannmnH xunH opnoro (YHB)
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The Dutch economy, 1973-1977 HwuaepnaHablH 34MNH 3acar, 1973-1977

 First oil crisis, followed by

Fa3pblH TOCHbI 3XHUWX XAMpan 605X

economic downturn; 3AWUIMH 3aCrUIH YHaNTbIr AaryyscaH;
« Government responded with ¢  3acruvuvH rasap xapuy apra Xamxa3
expansionary fiscal policy, _ GONroXx TeCBUWH 3apAanbIr
financed through gas revenues; H3IM3rayynax boanoro 6apbx
 As aresult, 1973-1977 period TYYHMIAra3 6airanuinH XMnH33C OFNICOH
was characterized by: OPFIOroop CaHXYYXYYCaH;
 High inflation 38,7% and *  Yp AyHA Hb 1973-1977 oHbIr Aapaax
wage growth (11,1%) 3YMN33p TOQOPXOMIHO:
through wage indexation - ©naep nHdnaw (8,7%) Gono
 Real exchange rate LanuHrniiH ecent (11,1%)
aPprematlon (spendlng . MeHreHnmn 6o0auT XaHLHbI 6CONT
effect)

e  AwruuH byypanTt
. TeceB caHXyy TUMM 4 Myy OuLL

 Very low profitability

 Not too bad public
finances
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The Dutch economy,

« Second oil crisis,
followed by a recession

« Dramatic rise in social
security spending
e« Strong decline in

employment (through
both demand and

supply)
« Lagging economic
growth

1977-1982 ng-gpﬂaHﬂ.blH SAVIH 3acar, 1977-

[a3pbIH TOCHBLI X0€p AaxXb
XAMpan 6onx 34UMUH 3aCruuH
XAMpanbIr AaryyricaH;

HunrmmnH xamraannbiH
3appan oruomMm ecceH

3acruvH raspbliH 3apaarn Hb
TaTBapaac mall unyy
XypAaautan ecCeH

Yp AYHA Hb TOCBUMH
anpargan ecy 3acruviH
raspbiH ©p UX X3IMX33raap
H3M3rAcC3H

SAWWNH 3aCrMnuH ecenT
yAaalumpcaH
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Labor share in enterprise income

YWUnaBap, ax axymH opnorog xeaesimep (UasnH)-UUH 33/13X XYBb
X3IMXKI3
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Unit Labor Costs HamK X e46e1MepuinH 3apaar
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Real exchange rate BantoTblH 604UT XaHL
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GDP growth: NL versus EU
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Consequences for public finances TeCBWUWH CaHXYYXWNTbIH Yp AaraBapyyAa

e« Sharp rise in public
expenditure: 45% in
1970 to 60% in 1982

« Taxes and social welfare
contributions only
Increased by 3% of GDP
over the period

e (Gas revenues increased
by 3,5% of GDP

* Resulting in high budget
deficits and a surging
government debt,
especially after 1979
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TecBUMH 3apLyynanT Oruom
ecceH : 1970 oHa 45% 6auncaH
Hb 1982 oHpg 60% 60MncoH

TaTBap 00S5IOH HUATMUNH
XamMraanarblH 33N13X XyBb Hb
YHB-un 3% T3aHLU3X
X3MXX33ra3p 6CCOH
BanranMmmH XMnMH opnoro Hob
YHB-nn 3,5% T3HU3X
X3MXX33raap ©CCoH

TecBUMH anpgargang opx,
3aCrMmH raspbiH ©p UX3CC3H
anadHryaa 1979 oHbl gapaa.




Main economic indicators/2AUWH 3aCrMMH  YHACSOH Y3YY2NTYYA
1977-1982

Exchange rate/MeHreHwi xaHiu
GDP growth/[JHB-Hu# eces

Inflation (CPI)/WHdprsum
Contractual wages/l"9paaT LanH

Unemployment rate/AXunryi M TyB LvH
Employment/Axun apxmasr
Labour share in income/Opriorog xefenvepuitH 33nax %

Government financial balance/3T-WiH CaHxyyrMiAH THLAM
Public debt/YncbiH ep

Taxes [TatBap

Government expenditure/3acruiH raspbiH 3aprara
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The result after ten years of high gas revenues
BanranmmH XMMHI3C OSICOH opsioro  eHaep 6amncahO XUMMnMH yp AYH

* Public finances on « TeceB caHXyy TOrTBOPrym
unsustainable path 6OSICOH

e Social security spending HuUrmMniH xamraannbiH
Increased from 13% to sapgan OHB-Hn1 13% -nac
20% of GDP 20% 00K ecceH

e Unemployment rate e  AXUNrynanumH TYBLUWUH 5
increased from 1,6% to AaXWH HIMIrACIH
8.4% e XyBUMUH X3BLUSIMNH awluimr

MaLl 6ara 00oncoH

e JOWWUH 3aCrMnH ecenT
oyypcaH

 Very low profitability of
private sector
e Low economic growth
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The road to recovery

Short term:

« Wage moderation (as of
1982)

« Nominal exchange rate de
facto pegged to Dmark (as
of 1983)

e Result: strong increase in
employment ?as of 1985)

Medium term:

e Restructuring the social
security system

 Restore public finance

« Set up aspecial fund for
gas revenues
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CapraH 60cox 3aM

BorvHo xyrauaaHa;

LlannHrumH ecenTuUnr 3orcoocoH
(1982 oHbI 6ananaap)

MeHreHun xaHwuur 6oamMToOp
Howny mapkTaun yacaH (1983 OHbI
Gamnanaap)

Yp AYH Hb: @XwWs 3pXNanT H3MN33A,
eccoH (1985 oHbl 6ananaap)

OyHAa xyrauaaHpg:
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HunrmmunH xamraannbiH cuctema
OYTUMINH ©epUnenT XUNCIH

TeceB caHXyyr apyYJIKYyYnaH
LUMHIYUIICIH

BanranMmH XMMH33C ONCOH
OpriorbiH Tycram caH 6anryyncas



Wage moderation LlannMHrimmH eepunent
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Social security expenditure
HUMrMMWMH XaMraansbiH 3apaan
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The Dutch experience: summary & lessons (1)
HenepnaHablH Typlinara: xypaaHryu (1)

« Effects of unwise
management of gas
revenues:

o Real exchange rate
appreciation reinforced
the loss in
competitiveness

0o Gas revenues masked
the true state of the
Dutch economy

O Ledtoincrease in
government
expenditure that turned
out to be structural
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BanranumH XMMH33C OJICOH
opnorbIr Xxapuyunarrymrasp
yAMpAacHbl Yp Henee:

0 MeHreHumn 6oauTt xaHL
©CCOH Hb epcenaex
YyaaBapaa angaxan XYpPCaH;

o bBbavranmmH xMNMH33C ONCOH
opnoro Hb HepepnaHAabIH
34MWH 3aCrumH ooauT
6anpan, yyHuu gotop
ooanorbiH anpgaar
XanxaBuunx gangaricaH.

O 3acruuH raspbliH
3apuyynanTbir
HAM3rayynaH oOyTuunH
LUMHX YaHapTau o6onx
MPC3H
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The Dutch experience: summary & lessons (2)
HenepnaHablH Typluiara: xXypaaHrymn(2)
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Spending revenues from
natural resources is
addictive and may have
a profound and lasting
negative effect on the
economy

High inflation, high wage
growth and a strong
Increase in revenues
from natural resources
form a dangerous mix

A social welfare system
that is not well targeted
and overly generous
may easily run out of
control
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BanranunH 6asnraac oncoH
oprorbIr 3apuyynax Hb
3ypwumn 6onox tantam 6a
3AVMH 3acarTt ceper Henee

Y3YYJIH3.
©Hpep nHdpNAU, UANNHIMKUH
UX33X3H ecenT 6a GanranumnH
Gasinraac opox eHAep oprioro
33P3r Hb HUAJNIAMXKTIN
XyBunoap ouvu om.

X3T 3H3pP3HIryHn, 6auraa cavH
OHUIOOrN'YU HUATMUUH
XanamMmxwuuH CUCTEM Hb
XAHaNT TaBuUXan XyHApP3INTan
GonHo.




How to prevent Dutch disease in Mongolia?
MoHron ync fonnaHa eB4YHeeC X3PX3H ypbAuUSiaH COprmnmk 6010x B2

« Bevery cautious in spending or
investing mineral revenues
domestically because of effect
on exchange rate

o Avoid drastic measures
such as wage moderation

Do not use excess revenues
from natural resources for
domesting spending or
investment

0 Excess surplus above
structural balance should
be invested abroad

o Imposing additional
restrictions may be
necessary (e.g. expenditure
rule)

22
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BauranunH 6asnraac oncoH
OpJIoroo A0To0A0A,
3apuyynaxag 6onroomxromn
0anx, 3IH3 Hb BanTbIH
XaHLWWHA Herneenex
mMaragnanrtau

LlanuH ecrex rax mat
HOLITOM apra Xamxa3

aBaxaac 3auyicXumx

BanrannnH 6asanraac oncoH
opJsioroo [oroop[ 3aprnara
OOJIOH XepeHre opyynanTtaHg,
awmrnaxrym 6amx

o Wnyy rapcaH opnorbir
ragaagblH XOepPoeHre
opyynanrtag 3opuyrnax

0 HamanT xaA3raap TOrroox
LWaapanara rapy onsowrym
(3apuyynanTbiH XXypam .M




Thank you for

your attention.

AHXaapan
TaBbCaHA
basdpnanaa

¢ .  Ministerie van Financién
s
Remco van der Molen
Ministry of Finance
The Netherlands

Pemko BaH a3p MoreH
CaHrmmH sam
HugepnaHg ync
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