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Law of Mongolia on Investment Banking

On January 20, 2023, the Mongolian Parliament has approved a new law — “Law of
Mongolia on Investment Banking” (the "Act "). The Act’s objective, according to the bill
sponsors, is to permit, and regulate, banks specializing in financing of long-term
economic projects in Mongolia. The Act has entered into force on March 1, 2023.
However, establishment of such banks under the Act is subject to, and thus will have to
wait for, a set of secondary legislation to be adopted by the Mongolian financial regulators
— the Bank of Mongolia and the Financial Regulatory Commission of Mongolia. These two
agencies, whether separately or in tandem, are required by the provisions of the Act to
publish additional regulations addressing requirements and procedures for establishing,
restructuring, or liquidating an Investment Bank or issuing or acquiring shares in an

Investment Bank.

This summary highlights some of the key features of the Act.

I. Definition of, and activities permitted to, an Investment Bank

According to the Act, a bank providing mid- and long-term financing to projects in

Mongolia is an “investment bank” for the purpose of the Act (the "Investment Bank").

Such mid- or long-term financing can be provided by an Investment Bank by way of the

following eight (8) activities:

1) Provide loans,

2) Issue guarantees,

3) Conduct payment settlements,

4) Purchase and sell securities and financial instruments (whether from international

or domestic capital or money markets),
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5) Purchase and sell foreign currency,
6) Underwriting,!
7) Securities custodian,2 and

8) Financial and investment advice.

The activities in 1) through 5) above will be licensed and regulated by the Central Bank of
Mongolia which is the regulator of Mongolian commercial banks ("BoM"). Those in 6)
through 8) above will be licensed and regulated by the Financial Regulatory Commission

of Mongolia, the regulator of capital markets ("FRC"), upon consultation with the BoM.

In addition, the Act does not contain any restrictions on the ability of the Investment Bank
to take collateral to secure obligations of its borrowers/customers. This means an
Investment Bank can take security over any permitted assets under Mongolian law,
including mining rights (mining licenses). However, in response to concerns that a
foreign-owned Investment Bank may take as security, and accumulate as a result of
default and enforcement, too many mining rights in Mongolia, the Act specifically
requires the Investment Bank to dispose, during the enforcement process, of such mining
rights to a Mongolian-incorporated entity only. Such disposal must be done by way of an

auction.

The Act expressly prohibits an Investment Bank from engaging in any activities other than

in 1) through 8) above.3

L FYI - “Underwriting” is defined in Mongolian regulations as “activities including providing
professional services to a securities issuer on the basis of a contract concluded for a public offer
of its securities, and buying a contractually-agreed amount of those securities that remain
unsold following an offer of the same on the primary securities market.”

2 FYI — “Securities custodian” is defined in Mongolian regulations as a custodian entity offering
“the deposit of securities, and providing services connected with exercising other rights of
ownership evidenced by the securities.”

3 A quick note on the terminology — the use of term “investment bank” in the Act may be somewhat
misleading. Functions of an investment bank as meant by the Act would appear to slightly differ
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II. Restrictions on Investment Bank

The Act contains several notable operational restrictions on an Investment Bank or its

shareholder(s) as follows:

e An Investment Bank cannot issue a loan for a term less than 2 (two) years,

e Also, the total loan assets of an Investment Bank cannot exceed ten (10) times its
equity capital,

e Similarly, a single borrower cap is three (3) times the Investment Bank’s equity
capital,

e Next, total aggregate of guarantees and securities held by the Investment Bank is
limited to five (5) times its total equity capital,

e In addition, the Investment Bank can only issue securities through private
placements (i.e., to qualified investors),

e The minimum capital of an Investment Bank will be set by the BoM based on
factors such as “security of national economy, state of the economy, level of
foreign investment, national balance of payments, exchange rate of local
currency, solvency of the banking sector, specifics of the investment banking
operations, needs for project financing in the banking sector [of Mongolia] and
other relevant factors” 4

e An Investment Bank cannot take deposits or offer interest-bearing account or
source funds by any similar fashion,

e Also, the Act suggests that an Investment Bank can hold up to 20% of total shares

in its borrower/customer for up to five (5) years, which shares will be non-voting.

from those of a conventional investment bank - arranging capital raising for and providing
advisory services to corporate clients as well as arranging M&As.

4 FYI, the original bill set the minimum share capital of an Investment Bank at MNT500 billion
(approx. USD150 million)

Page 5 of 15



It is understood that at the end of the fifth year, the said shares will be sold back to
the borrower/customer. The exact meaning of this restriction is expected to be
further described in a separate regulation to be jointly published by the BoM and
the FRC,

e Aninfluential shareholder of an Investment Bank (holding >5% of the total capital)
may not transfer any of its shares in the bank to another person without prior

approval of the BoM.

ITI. Establishment of an Investment Bank

Only a foreign financial institution (e.g., a foreign bank) duly licensed in its home country
can establish an Investment Bank in Mongolia under the Act (the "Parent"). The Parent
must meet an extensive set of requirements. For instance, the Parent must comply with
the generic requirements applicable under the Banking Act of Mongolia to anyone who
wishes to establish a commercial bank. In addition, the Act prescribes specific
requirements applicable to a Parent of an Investment Bank. Some of the key requirements
— under both the Act and the Banking Law — are highlighted in Annex of this report.

IV. Role of BoM and FRC

The Act is short in size — it is 8 (eight) pages only. Such brevity is achieved by way of
delegating a set of important powers to BoM and/or FRC, in addition to their licensing of

the Investment Bank, as follows:

e As mentioned, it is the BoM who will set the minimum capital of an Investment
Bank upon consideration of various factors such as “security of national economy,
state of the economy, level of foreign investment, national balance of payments,

exchange rate of local currency, solvency of the banking sector, specifics of the
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investment banking operations, needs for project financing in the banking sector

[of Mongolia] and other relevant factors”,5

e Also, the BoM and the FRC will jointly publish specific requirements with respect

to the following aspects of the Investment Bank:

©)

©)

o

Capital,

Liquidity,

Supervision,

Credit operations,

Guarantee operations,

Any other requirements and ratios that the BoM and the FRC deem

appropriate.

e Likewise, the BoM and/or the FRC will adopt additional regulations as to

requirements and procedures for establishing, restructuring or liquidating an

Investment Bank or issuing, acquiring or transferring shares in an Investment

Bank.

Other matters with respect to an Investment Bank which are not expressly addressed by

the Act or the secondary legislation (to be adopted by the BoM and/or the FRC) will likely

be governed by the existing applicable legislation of Mongolia. For example, matters such

as information disclosure, governance, structure, accounting, oversight, taxation,

insolvency etc. will be largely governed by the applicable legislation of Mongolia (e.g., the

Banking Act, the Company Act, Securities Markets Act, Investment Act, Bankruptcy Act

etc.)

V. Licensing

5 FYI, the original bill as presented to the Mongolian Parliament set the minimum capital of an
Investment Bank at MNT500 billion (approx. USD150 million).
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Licensing of an Investment consists of two types: (i) a license to establish an Investment
Bank and (ii) an operational license per each permitted operation set out in Section I (Key

activities permitted for an Investment Bank) above.

The license in (i) above will be issued by the BoM. The operational licenses in (ii) above

are to be obtained from the BoM or the FRC, depending on the specific operation.

If a prospective Parent is a foreign state-owned financial institution, in addition to and
before the license from the BoM the applicant Parent must obtain an approval from the
Government of Mongolia (as represented by the Ministry of Economy and Development
of Mongolia). This requirement applies to not only establishing an Investment Bank, but

also acquisition of >33% of the total capital of an Investment Bank.

VI. Governance and Structure

An Investment Bank can be incorporated as either a limited liability company® or a closed
joint stock company.” The Act requires that the Investment Bank have a Board consisting
of at least five (5) directors, two (2) of whom must be independents. As for any other
matter related to governance or structure, provisions of the existing Banking Law or the

Company Law, as applicable, will need to be followed.

VII. Entry into force

® Closely-held companies. FYI — most commercial banks in Mongolia, except for “systemically

important” ones, are set up as “limited liability companies”. The “systemically important” banks

are required to offer a portion of their shares (5-10%) for public floating by Dec 31, 2023.

" FYI - Key difference between a “closed joint stock company” and an “open joint-stock company”

under Mongolian law is the following:

e shares in an "open joint-stock company" are listed on a stock exchange and are freely traded by
the public,

¢ shares in a "closed public company" are not listed or traded on a stock exchange, but are instead
registered with a securities depository and traded in the closed market.
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The Act becomes effective from March 01, 2023. As mentioned above, establishment of

any Investment Bank in Mongolia pursuant to the Act is subject to, and thus will have to

wait for, a set of secondary legislation yet to be adopted by the BoM and the FRC at the
date of this advisory (please see “III. Role of BoM and FRC” above).

Concluding observations of KhanLex:

In general, the mission of the Investment Bank resembles that of the Development
Bank of Mongolia — i.e., invest in large-scale long-term infrastructure and
industrial projects,

It remains to be seen how the Act will be received by the investor community and
whether there will be an interest in establishing, or investing into, an Investment
Bank in Mongolia,

A substantial set of additional, secondary regulations will need to be published by
the BoM and/or FRC to complement the Act. It is these secondary regulations
which, to a significant extent, will address “the devil in the details” and which will
go a long way in shaping success or failure of the Act.

This is why we believe a proper implementation of the Act will largely depend in
equal measure on the capacity of the BoM and the FRC.

The Act does not impose any restrictions on foreign ownership of an Investment
Bank. On the contrary, it requires that any (substantial) investor of an Investment
Bank should be a foreign financial institution duly licensed by the relevant
regulator in its home jurisdiction, in good standing and in compliance with

international banking standards and practices.
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e The local authorities in Mongolia reportedly expect that foreign banks who have
had a representative office in Mongolia for some years now are likely to apply for
a license to establish an Investment Bank in Mongolia.8

e As the BoM and the FRC enact the secondary legislation to further enable
implementation of the provisions of the Act (please see “III. Role of BoM and FRC”
above), KhanLex will be updating this publication reflecting the key features of the
secondary regulations of the BoM and the FRC.

8FYI — as of today, three foreign banks run representative offices in Mongolia — Bank of China,
ICBC and MUFG.
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ANNEX

Summary of requirements and qualifications that a foreign financial
institution wishing to establish an Investment Bank
in Mongolia must meet

1. Requirements for a Parent under the Banking Act of Mongolia

e must be able to report its financial statements on an annual basis or at shorter
intervals, in accordance with the laws and regulations of its home jurisdiction;

e its financial operations must be able to be subject to regular supervision by the
authorities in accordance with relevant laws and regulations;

e its financial statements must be subject, at least once a year, to an external audit,
whether licensed under the laws and regulations of Mongolia or an internationally
recognized and reputable auditor;

e cash invested in the bank’s paid-in capital must be lawful income of the Parent (and its
related party/ies, if applicable) as indicated in its financial statements filed with the

authorities of its home jurisdiction.

2. Documents to be submitted to Bank of Mongolia when applying to
establish a bank

Parent(s) and shareholder(s) of a bank must furnish the following documents to the BoM:

Completed application form for a license to establish an bank;

Shareholders agreement (not applicable in the event of a sole shareholder);
Charter of the bank;
Feasibility study for the bank;
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Name and address of Parent(s) and influential shareholders (>5% shares) of the bank,
and audited financial statements of the most recent three years of their related parties;
Description of management, personnel, technical facilities and premises of the bank;
Evidence of the capital invested in the bank, lawful origin of the funds.
Decision/authorization by the competent body of the Parent’s jurisdiction to establish
and operate an Investment Bank in Mongolia;

Other additional documents/info that the BoM has requested.

3. Further considerations by the Bank of Mongolia

While reviewing an application for a license, the BoM verifies whether the following

requirements are met:

whether the Parent of the Investment Bank is a foreign financial institution (e.g., a
foreign bank) duly licensed in its home country;

whether, in the event the solvency or the capital adequacy of the Investment Bank are
in breach of the ratios set by the BoM, the Parent is committed to contribute sufficient
additional capital in the Investment Bank in order to ensure the latter meets the capital
requirements;

whether internationally accepted principles and standards are applied in the home
country of the Parent in supervising and regulating financial institutions, including
banks;

whether in the last five years, a banking license of the Parent was rescinded due to
breaches of the laws of its home country or another country or whether the Parent has
faced any solvency or financial difficulties;

whether the Parent or its management have been convicted of crimes of money

laundering or terrorist financing;
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whether the bank’s capital is paid in cash and is sufficient to run consistent, stable and
efficient banking operations;

whether the professional qualifications (skills, knowledge, education and experience)
of the Chief Executive Officer, Board of Directors and senior managers of the bank are
sufficient for conducting fair and profitable operations of a bank, and whether the Chief
Executive Officer and the Board of Directors satisfy applicable fit-and-proper criteria;
whether the bank may have an adverse impact on the country’s economic security;
whether there is sufficient evidence that the cash invested in the bank’s capital is
obtained from lawful activities in compliance with the legislation on money laundering
and terrorism financing;

whether establishment and/or operations of the bank may in any way be related to, or

increase the risk of, money laundering or terrorism financing.

If you wish to receive further information about the banking regulations in

Mongolia, please contact:

Partner — B.Enkhbat

@ +976-99111061
g EnkhbatB@khanlex.mn

Senior associate — O.Namuun

) +976-99997088
namuun@khanlex.mn
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DISCLAIMER:
KhanLex Partners LLP is a limited liability partnership, incorporated in accordance with Law of
Mongolia on Legal Status of Lawyers (2012), as amended, and is authorized to conduct professional legal

activity under Mongolian law.
This publication does not necessary cover core or important issue of the topic and it is prepared only with

intention to provide general information to our clients and/or other interested persons. This publication

does not constitute legal advice under professional activity of lawyers.
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