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Executive Summary

The IMF’s most recent member has high economic potential. The economy is taking off, with strong
investor interest in tourism. Driven by strong FDI and accelerating credit, GDP growth is projected to
exceed 7 percent in 2007 and remain strong in 2008, unemployment has fallen sharply, and public debt
and inflation remain low.

But strong growth is masking rising vulnerabilities. The economy is showing clear signs of
overheating; the current account deficit at 37 percent of GDP has reached levels that demand vigilance;
bank credit has accelerated with an aggressive push for market share, straining the ability of banks to
adequately assess loan quality; inflationary pressures are on the rise despite euroization; wages have
accelerated as the labor market tightens; and real estate and equity prices have soared.

Policy options are limited. Euro adoption precludes an exchange rate adjustment, but rapidly rising
private debt raises the possibility of solvency problems related to real estate and asset market exposures,
especially if declining competitiveness stunts Montenegro’s tourism potential. With few other available
policy levers, the procyclical 2008 budget is a concern. Staff stressed the need for a strong fiscal stance,
and strengthened banking supervisory powers. The signing of the pre-accession agreement with the EU
provides an opportunity to boost structural reforms to remove restrictive labor practices, ease energy
bottlenecks, and improve the business climate.

The authorities are more sanguine about the risks. They view the widening imbalances as private
sector driven, and point to large nation building needs that limit the scope for fiscal policy to contain
demand pressures. The Central Bank is taking measures to strengthen supervision and dampen credit
growth, but noted that its powers are limited given delays in passing key banking legislation through
parliament.

Montenegro has accepted the obligations of Article VIII, Sections 2, 3, and 4, and the Fund staff have not,
as yet, undertaken a thorough analysis of Montenegro’s exchange system.
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Main Sources of Economic Statistics for the Republic of Montenegro

Data in the Staff Report reflects information received by October 31, 2007. In most cases,
more recent data can be obtained directly from the following sources:

Statistical Office of the Republic of Montenegro http://www.monstat.cg.yu

Central Bank of Montenegro http://www.cb-mn.org

Ministry of Finance of the Republic of Montenegro  http://www.vlada.cg.yu/minfin
Montenegro Stock Exchange http://www.montenegroberza.com
New Securities Exchange http://www.nex.cg.yu

Institute for Strategic Studies and Prognoses http://www.isspm.org

International Financial Statistics

CBM
EPCG
ISSPM
KAP
MONSTAT
MTFP
WTTC

List of Acronyms

Central Bank of Montenegro (Centralna Banka Crne Gore, CGCG)
Electric Power Company of Montenegro (Elektroprivreda Crne Gore)
Institute for Strategic Studies and Prognoses, Montenegro

Aluminum Factory in Podgorica (Kombinat Aluminijuma u Podgorici)
Statistical Office of the Republic of Montenegro

Ministry of Tourism and Environmental Protection
World Tourism and Travel Council

ADRIATIC
SEA

© 2006 Encyclopaedia Britannica, Ine.




I. Too MUCH OF A GOOD THING?

I. Independence and huge tourism potential has _—_
. A . Montenegro: Main Indicators, 2007
generated strong 1nve§t0r 1nt‘e?'est in Montenegro. The last |2 opulation (in thousands) 625.2
five years have seen price stability restored through the Per capita GDP (in US$) 5,112
adoption of the euro as sole legal tender; notable progress in | nemployment rate 118
. ] - ) Inflation (average) 3.5
fiscal consolidation; restructuring of the banking sector; Fiscal revenue/GDP 50.7
: : ot A : Fiscal balance/GDP 54
progre‘ss 1n Prlvatlzatlon, and a favorable resolution of the‘ Government DebU/GDP 105
state liabilities of the former union that left Montenegro with  [Trade (GNFS)/GDP 136.8
. e i FDI/GDP 24.4
low. debt (Elgure 1). The authorltles. vision is to create a CA dofici/GDP 370
business friendly, open economy with low taxes and minimal g

state interference.

2. But strong growth, and the exuberance it has generated, has brought its own
problems. Foreign direct investment has snowballed, targeting mainly real estate and the
tourism sector. Furthermore, aggressive competition for market share has led to an explosion
of bank lending. In response, asset prices have been rising sharply, with the stock index
shooting up, and real estate prices rapidly reaching those in wealthier neighboring countries.
The resulting wealth effect has fueled pent-up consumer demand, widening external
imbalances.

3. Euroization limits policy options to manage the boom. Strong import-related
revenue growth has generated fiscal surpluses, but the authorities have been reluctant to let
the fiscal stabilizers work. Income taxes have been cut sharply, and the 2008 budget is
expansionary. With monetary policy discretion curtailed by use of the euro, the Central Bank
has moved to tighten prudential regulations, but lacks effective enforcement powers.
Structural bottlenecks have also been quick to emerge. Restrictive labor regulations, a
decapitalized electricity sector, and a difficult business environment threaten to put a brake
on growth if unaddressed. The unofficial economy is large at an estimated 30 percent of
GDP.

II. BACKGROUND

4. The economic expansion is proceeding at full strength. Real growth is expected to
be 7' percent in 2007, up from 6’2 percent in 2006. The tourism sector is picking up, with
large inflows of FDI generating strong construction activity. However, the manufacturing
sector is stalling, partly due to disruption in electricity supply. Domestic credit has
progressively replaced FDI as the main driver of demand.



Figure 1. Montenegro: A Good Start to Independence, 2007
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Signs of overheating are becoming more pervasive....

The labor market has tightened. Unemployment
has fallen sharply from 20 percent in 2005 to

12 percent in September 2007 and inflows of
temporary workers doubled during the tourist
season 2007 compared to the previous year.

Wages have grown rapidly. Gross wages
increased at an annual rate of 26 percent in
September, driven by tourism and construction.
Public sector wage policy has been lax, with a
30 percent wage increase in the last quarter

of 2007.

Inflationary pressures have increased despite
euroization. Retail prices shot up during the
summer, partly related to the region-wide drought
and hikes in electricity and telecom tariffs, and the
end-year inflation rate is expected to reach

5 percent, compared with under 3 percent in 2006.

Credit expansion has overtaken FDI in
size as demand stimulus
(In percent of GDP)

2005 2006 2007

FDI 21 24 24
Credit expansion 5 24 58

Source: IMF staff calculations.

Gross Wage Increases in Selected Sectors|
(Annual percentage change)

2006 QllI-07
Economy wide 155 26.1
Growth sectors
Construction 30.1 67.6
Tourism 18.1 50.7
Financial intermediation 170 236
Other sectors
Electricity 26.3 4.0
Industry 16.9 447
Public administration 16.8 158
Health care 11.8 104
Education 7.3 8.0

Source: Statistical Office of Montenegro.

Real estate and stock market prices have soared. Partial data suggest that land
values have already reached levels comparable to those in richer neighboring

countries. Meanwhile, notwithstanding a significant correction, stock prices have
tripled since end-2005 and market capitalization was 172 percent of GDP at end-

November 2007.
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6. ...and vulnerabilities have been building up:

o External imbalances have widened. The brunt of the strong demand pressures has
been borne by the current account deficit, and Montenegro’s competitive edge is

eroding fast.

o Credit growth has accelerated. Exceptionally rapid credit growth could mask
nonperforming loan (NPL) problems, test the capacity of the young banking system

to prudently assess and manage credit risks, and weaken private sector balance sheets.

o Fiscal risks have increased. Large restitution claims amounting to well over
10 percent of GDP threaten to reverse the impact of the Paris Club debt write-offs at
end-2006. Boom-related fiscal surpluses and large privatization receipts have raised

the appetite for spending.

o The asset price boom raises the specter of a correction. The FSAP raised concerns
regarding low disclosure requirements, infrequent reporting, and financial safeguards.

A correction of stock market and real estate prices, partly fueled by the rapid credit
expansion and possibly amplified by the shallowness of the market, could generate

strong balance sheet effects.

The widening current account deficit is increasingly debt financed.

7. The financing of the current account deficit is shifting. The current account is
estimated to widen to 37 percent of GDP in 2007, from 31 percent in 2006 (Figure 2). Large
current account deficits are not uncommon in small states experiencing booms, and the euro
peg shelters the economy from currency crises. From a savings-investment perspective, the

widening of the deficit initially
reflected high investment (spurred
by FDI) and very low savings
(associated with FDI-driven wealth
effects from real estate sales).
However, tourism investments have
not yet been fully reflected in
earnings (Box 1), eroding
competitiveness limits
diversification of the export base,
and increasingly imports are being

fueled by pent-up consumer demand.

Private external debt is estimated to
rise from 19 percent of GDP at end-
2006, to 30 percent at end-2007.

40

35

30

25 1

20 A

External Balance and Its Financing

(In percent of GDP)

-
—|
4 Other investments
Imports (RHS) /?
N .
— / FDI
CAw«deficit
FDI / Import of
’
B— - — _ — ppssenger carfs
/
/*
a | —
2004 2005 2006 2007 proj.

Source: Authorities; and Fund staff estimates and projections.

90

I 80

I 70

I 60

I 50

L 40

I 30

I 20



Figure 2. Montenegro: Developments in the External Sector, 2007

The high current account deficit... ...reflects high investment,...
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Box 1: Montenegro: A Tourism Enclave? v

Tourism has fast become the main pillar of Montenegro’s economy. The contribution of
travel and tourism economy in overall GDP rose from 15 percent in 2004 to 21 percent in
just three years. According to World Travel and Tourism Council (2007), Montenegro is a
leading emerging tourist destination.

Despite rapid growth, the tourism sector is becoming an enclave in Montenegro. Hotels
catering to international visitors rely on imported inputs, including a significant portion of
labor. As a result, the tourism sector is characterized by high leakage. Meanwhile,
developments in non-tourism related industries have been sluggish, and productivity has not
shown any notable improvement, indicating weak linkage of tourism with the rest of the
economy.

Available data on tourism suggest some inconsistencies between tourism goals and policies.
Montenegro is targeting high-end customers. However, these tend to stay in resort hotels,
resulting in high leakage-low retention of tourism earnings.

To achieve its target of tripling the travel and tourism sector by 2017, Montenegro must not

only focus on increasing the number of beds and extending the season, but also improving
infrastructure, especially roads, electricity and water supply.

Impact of tourism on the rest of the economy appears

limited.
200 (2002-100) %0 Travel &Tourism estimates and targets 2007 2017 % change
7% T&T Industry employment (000) (L) 149 26.2 76%
T Tounst a{““ 1330 No. of beds (000) (K) 338 860  141%
1280 T&T Industry GDP (mil euro) (Y) 2120 6640 213%

140 +
Manufacturing

index Industr.ial + 230
. / ’f“_’d_“f‘_"’_rj_ . | ;g0 Toachieve this target, labor will need torise by 76%, capital by 141%, and
T e T Construction the efficiency of labor by 35% 1/.

...... - working hours + 130

80

+ + + + 80 . f . . . . .
2002 2003 2004 2005 2006 1/ Based on estimates using CRS production function with capital and labor as inputs.

Source: MTEP and WTTC, 2007
Sources: MTEP and WTTC, 2007.

" The role of tourism for Montenegro’s development is examined in an accompanying Selected Issues Paper.
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Credit growth has soared

8. Monetary developments have been dominated by large capital inflows and
aggressive bank competition. Unlike in many other countries in the region, credit expansion
was initially financed from domestic sources, especially the proceeds of asset sales (real
estate) to nonresidents. Recently, however, foreign credit lines and banks’ own funds have
had an increasingly large contribution to credit expansion. Declining interest rates due to
intensifying competition and expectations of improving economic prospects have also
stimulated demand for credit. Aggressive competition among banks for market share has
fueled credit supply, with two banks managing to multiply their loan portfolio by tenfold
within a year, one partly financed by a shift in public sector deposits to the bank.

At 190 percent (y-o-y in September 2007), credit has been expanded notably faster than
suggested by historical convergence dynamics (Box 2). Higher effective reserve
requirements and stricter prudential requirements have only dented credit expansion at best.

Spread of Average Interest Rates on Loans to Private

Companies over 12-month EURIBOR

Counterparts of Credit Growth 12
(Change in percent of GDP) Banks' Total Loans
2004 2005 2006 20071, 10 | (right scale, in millions of euro.
Private sector credit 54 52 243 59.1
o/w a. Deposit liabilities 25 102 242 395 8/
b. Net foreign liabilities 19 -34 3.7 143
c. Own funds 01 09 21 39| 4] (Slgfie::a:lv‘i;%zg:t‘;‘ EURIB
d. Claims on CBCG 02 34 67 33 NP
Memo item: 4
Net monetary stimulus (b+c-d) 1.8 -59 -09 149
Sources: Authorities and Fund staff estimates. 2
v January-September, annualized.
0 i

WB2VOWAaAEE>2CSSDAE2TANaES >CS
oé’omom“%m:%:mgowowmﬂ-msg
20ZAIuU=2<=57InwOza =<5
[ 5] ©
[/} el rl

Source: Central Bank of Montenegro.
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Box 2. Rapid Credit Growth "

The credit-to-GDP ratio has risen rapidly during the past three years. At 79 percent, the ratio has already
reached a level comparable to that in the Baltic countries but the pace of increase has been much faster.

The financial sector has been rapidly deepening... and credit/GDP is now at the top among transition economies.

Credit to Private Sector/GDP in Selected Credit Boom Episodes "

80 @ LAT
0 MNE Startof _End of Creditat  Creditat
8 Oy et Country Boom Boom  Duration Start End
g 60 Crisis Countries
5] Argentina 1990 1995 6 9.2 19.7
% 40 Brazil 1993 1995 3 13.3 47.0
9] i ouT @ CRT Mexico 1987 1994 8 12.3 38.7
= @ HUN P
3 Philippines 1988 1998 11 16.1 48.0
S | Turkey 1995 2000 6 18.5 23.7
. 20 ¢aB
g . & TUR Uruguay 1992 2002 11 252 65.9
s ROM F%L @ MAC Non-crisis countries
@ SLK
% 0 Py Greece 1995  ongoing 12 31.9 88.7
z RUS o Indonesia 1984 1993 10 142 443
< SR8 Ireland 1995  ongoing 12 61.1 182.6
g 0r Portugal 1987  ongoing 20 61.4 157.0
S @ CzC Spain 1998  ongoing 9 84.1 164.4
ey
(@] 40 N N N N N N N | Booms in selected CEE countries
Hunga 1994  ongoin 13 26.4 55.9
0 10 20 30 40 50 60 70 80 gary going
Latvia 1997  ongoing 10 9.7 86.8
Private Sector Credit / GDP, in percent, 1995 1/ Lithuania 1998  ongoing 9 11.0 432
Macedonia 1999  ongoing 8 20.9 29.7
Ukraine 1997  ongoing 10 2.4 47.3
Source: IMF, International Financial Statistics. Montenegro 2005 ongoing 2 18.2 79.0
1/ MNE 2003-07, and SRB 1998-2007. Sources: IFS and IMF staff calculations.

1/ Adapted and updated from Hilbers et al. (2005)

Is credit growing too rapidly? Out-of-sample estimation, drawing on historical convergence dynamics, suggests
that credit-to-GDP exceeds its equilibrium level for the current stage of development, and the banking sector’s
distance to default, measured by the Z-score, has declined slightly.

Distance to default in CEE countries, 2001-06 Private Sector Credit / GDP in Selected Transition Economies
7-score 1/ Country Actual Predicted 1/ Deviation Change 2/ Predicted 3/ Excess
15 Estonia 77.4 80.8 -3.4 12.9 7.3 55

@ BEL Latvia 86.8 75.3 114 13.6 6.9 6.6

5 | CZE HRV Romania 26.3 49.6 -23.3 4.0 4.8 -0.8

® @® TUR
RUS L Y Montenegro 4/ 62.4 46.1 16.3 15.4 5.2 10.1
-5 FrPoL [ ] LAT *
® ® ur ® MNE
ROM BIH EST Source: IFS, WEO. Based on Schadler et al. (2005); IMF staff calculations.
-15
@ MoL 1/ Based on VECM of credit/GDP, log of GDP per capita at PPP and real interest rate
25 | @ sk 2/ Actual average change in credit/GDP in 2003-06
@ UKR 3/ Average predicted short-run change in 2003-06
-35 . . . . . . ! 4/ 2005-07 data, adjusted for the underground economy and the wealth effect from assets sales.
0 10 20 30 40 50 60 70

Cumulative Change in Private Sector Credit / GDP

Sources: IFS, MCM database on FSls; and IMF staff calculations.

1/ The Z-score computes the number of standard deviations the return to
capital must fall for equity to be depleted. It is measured by Z=(k + m)/s,
where k is equity capital as percent of assets, m is average return as percent
on assets, and s is the standard deviation of the return on assets. A lower
score is associated with a higher probability of insolvency risk.

" Financial convergence in Montenegro is examined in an accompanying Selected Issues Paper.
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Fiscal policies have recently slipped

9. The boom has contributed to fiscal surpluses (Figure 3), but the authorities have
been I‘elllctant to allow the ﬁscal Consolidated General Government Fiscal Position, 2005-07:Ql-lIl
stabilizers to work fully. The general 2005 2006 2007: QI-QllI
. Prel. Prel. 1/
government balan(.:e improved to (i percentof GOP)
7 percent of GDP in the first three Republican budget
. Total revenues and grants 241 28.1 25.6
quarters of 2007’ Compared with Total expenditures and net lending 252 24.7 17.7
2% percent of GDP in 2006. Revenues Overall balance 1.1 35 7.9
d d VAT . - d Primary balance 0.0 4.6 8.8
Surge . ue to On 1mports, an Social Funds - Overall balance
expenditures were kept under control. Pension -0.6 0.1 0.3
. Health 0.1 -0.3 -0.1
However, the cut in the PIT tax to Employment oA o o1
15 percent in the beginning of the year ge"ﬁf’f_me;‘ F;nd 82
. estitution Funi .
(Wlth a further cut to 9 percent planned Local governments - Overall balance 0.1 0.2 -0.5

by 2010) added to demand pressures, and  |consolidated
weakened the impact of the automatic Overall balance 18 24 69

. Primary balance -0.6 3.6 7.7
Stablhzers' Source: Montenegrin authorities; and Fund staff estimates
and projections.
1/ In percent of annual GDP.

10. The revised 2007 budget, adopted in October, would reduce the surplus to
4% percent of GDP. The rectification raises

. . Fiscal balance with revised 2007 budget
spending substantially on both goods and 9

(In millions of €)

services and capital investment. In addition, 80

a general public sector wage increase of €0 7
30 percent has been announced, which will :g H
be implemented in steps starting from 0l ey = D |_| ‘ D B 5 N 5
October 1, 2007. However, staff estimate that -20 H 1
capacity constraints are likely to contain 'gg | ]
expenditures and improve overall fiscal U a2 a3 a4 ol Q2 a3 a4
performance to 5% percent of GDP 2006 2007

(Table 3) Source: Montenegrin authorities and staff estimates.

11. The level of public debt is set to increase. Public debt is projected to increase to

40 percent of GDP in 2007 mainly due to large restitution claims and additional
compensation for foreign currency deposits seized during the Milosevic regime (Appendix I).

12. Performance could be further undermined by weak controls in the wider public
sector, despite improvements in central budget implementation. The 2008 organic budget
law will, for the first time, include the social funds, which will fall under the spending
authorization of the central government. However, spending by municipal governments is
unconstrained due to substantial privatization revenues; and the state-owned enterprise sector
is loss making after taking into account the quasi-fiscal operations of the electricity company,
amounting to an estimated 2 percent of GDP in 2006.

80
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...allowing for increased capital spending and debt
repayment.
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Figure 3. Montenegro: Consolidated Fiscal Developments, 2004—-07

Booming tax revenues and privatization
receipts...

B Tax revenues
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Sources: Montenegrin authorities and Fund staff estimates.
1/ Includes Paris Club debt reductions and assumption of restititution liabilities.

(Percent of GDP)

...have shifted the budget into surplus...

@ Overall balance
OPrimary balance

| BN

2004 2005 2006 2007

... reducing overall debt levels. 1/

B Domestic @ External ODeposits

A Y

7
2
2
2
2
2
2
2
2
g

A Y
M.

AN

[
i
b

2004 2005 2006 2007




14

Structural barriers to growth are pervasive:

13.  Electricity shortages pose a serious threat to growth. Electricity demand is
growing fast while production is hampered by dilapidated production and distribution
facilities, and chronic operating losses in the state-owned electricity company (EPCG) that
have precluded investment in the sector. The situation is complicated by a distorted tariff
structure that overcharges commercial consumers (to offset implicit subsidies worth

2 percent of GDP to the private aluminum complex (KAP), governed by a long-term
contract). Household charges are not particularly low by regional standards, but are well
below costs, contributing to EPCG losses. The increase of electricity tariffs in July 2007 has
not been sufficient to bring EPCG to profit.

Electricity tariffs are high in Montenegro, especially for commercial users
(Electricity tariffs in euro per MWh, in 2006)

Industrial Users, excl. KAP Commercial Users Residential Users

Serbia Bulgaria Serbia

FYROM Serbia FYROM

Turkey Bulgaria

Bulgaria

Romania Turkey

Bosnia

Kosovo Bosnia

Turkey

Albania Montenegro

Kosovo

Croatia FYROM Romania

Croatia Kosovo

L

Romania

it
[miie

Albania Bosnia Croatia
0 50 100 0 50 100 150 0 50 100
Source: USAID.
14. Restrictive labor legislation, too, is a drag on the local economy. Excessive

employment protection, a fairly high tax wedge, and low wage flexibility are major
deterrents to labor market participation, especially in the formal economy, and encourage the
employment of temporary foreign workers, especially in tourism and construction.

15. The business climate remains weak. The reduction of corporate taxation, the
speeding up of licensing and the adoption of a laissez fare attitude have bolstered the
attractiveness of Montenegro as a business location. However, interference by municipalities
remains pervasive, incomplete zoning regulations raise the effective cost of investment, and
public administration is weak.
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III. PoLiCcY DISCUSSIONS

Against this background, the discussions focused on policies to manage the

upswing and prevent a hard landing, complete the transition to a market economy, and
reduce vulnerabilities.

The potential growth outlook is strong, but staff expressed concerns about the
impact of overheating and eroding competitiveness on external sustainability.
Staff and the authorities concurred that near-term prospects are positive, with strong
tourism potential, but differed on the assessment of risks.

The CBM shared staff concerns regarding the extremely fast credit growth.
There was agreement that the enforcement powers of the CBM need to be
strengthened, and prudential supervision tightened further.

There was less agreement on the use of fiscal policy to counter the boom. Staff
emphasized the importance of a countercyclical fiscal stance, but the authorities
pointed to high nation-building needs. Staff stressed the importance of a
comprehensive medium-term expenditure framework to create space for public
investments.'

Discussions on policies to promote growth were mixed. There was agreement on
the need to strengthen labor and business legislation to increase the flexibility of the
economy and reduce grey market activity, but less agreement on energy policies and
privatization.

The authorities were more sanguine about the need for measures to offset
vulnerabilities. Nevertheless, progress has been made on limiting restitution
compensation, which is the main source of contingent fiscal liabilities, and
strengthening financial markets

" The fiscal framework is discussed in an accompanying Selected Issues Paper.
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A. Medium-Term Framework

17. Growth potential is high, but with risks. The good prospects for tourism, as

demonstrated by WTTC
projections and
phenomenally high FDI,
provide a firm basis for
strong growth over the
medium term. However,
current macroeconomic
policies are adding to
overheating pressures
and increasing downside
risks and, together with
the slowing of reforms,
are denting growth
potential and impeding

Medium-term Macroeconomic Framework, 2005-15

2005 2006 2007 2008 2009 2012 2015

Prel. Est. Proj.
Growth rates
GDP (real) 40 65 75 72 55 4.7 4.5
Inflation (ave) 34 21 35 47 441 3.0 3.0
Exports (euro) 126 256 256 216 9.9 9.1 7.7
In percent of GDP
Fixed investments 16.0 294 292 277 257 202 197
Domestic savings -1.8 -71 -107 -84 -71 32 5.7
Fiscal balance -1.8 24 54 23 1.3 21 -28
Privatization receipts 84 40 26 21 2.1 14 0.0
Gross public debt (end of period, stock) 41.6 37.7 405 386 359 293 299
Current account (before grants) -89 -30.7 -37.0 -33.0 -29.5 -21.3 -124

Sources: Ministry of Finance; and Fund staff estimates and projections.

economic diversification by eroding competitiveness.

18. Short-term growth prospects remain positive, despite overheating. Staff
projections are close to those of the authorities with growth of about 7 percent in 2008, as
tourism picks up, and demand continues to be buoyed by strong FDI and credit growth
(although less than in 2007). Both expected inflation to inch up in the face of wage pressures.
The current account deficit is projected to narrow to 33 percent of GDP in 2008, due to a
pick-up in tourism earnings, and less strong demand due to weakening wealth effects and
policies to rein on credit growth.

19. The boom is expected to slow over the medium term (Figure 4). Medium-term
growth prospects are where the authorities and staff differ. The staff see competitiveness
erosion and the slow pace of structural reforms moderating potentially higher growth rates
from strong tourism expansion (Box 3) to levels lower than expected for the current stage of
transition. Both agree that the current account would narrow as the demand shock peters out,
as credit markets are quickly saturated given the already high credit-to-GDP ratio (Box 2),
and narrowing investment opportunities lead to the unwinding of FDI inflows. But staff
stressed that labor costs have been rising very rapidly compared with the experience of other
transition countries; and that wage moderation and reforms facilitating broader-based growth
were indispensable for a soft landing.' The current account would become increasingly debt
financed, with private external indebtedness doubling from 30 percent of GDP at end 2007 to
59 percent by 2012 (Appendix II).

' The macroeconomic adjustment to the large FDI inflows is discussed in more detail in the accompanying

Selected Issues Paper.
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Figure 4. Montenegro: Macroeconomic Framework, 2005-15
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The slow reform scenario is driven by lower FDI, weaker private investment, and
smaller gains in labor force participation and unemployment reduction.
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Box 3. Montenegro’s Competitiveness and External Sustainability

Montenegro’s high current account deficit largely reflects transitory demand pressures, as
confirmed by macroeconomic balance analysis, which implies a correction as the demand shocks
unwind. Competitiveness indicators do not provide clear evidence of overvaluation but rapidly
rising labor costs point to the need for productivity enhancing structural reforms to preserve
competitiveness.

I. Price and cost competitiveness

Competitiveness indicators give mixed signals. The RPI-based REER shows little movement
compared to other countries in the region, but the statistics are distorted by price repression. The
average net wage is currently at middle range compared to other neighboring countries; however, it
has been rising rapidly, and the wage-based REER suggests erosion of competitiveness. The
internal terms of trade rose in 2004 but have stabilized since.

I1. Tourism prospects: do costs matter?

Surveys have shown that tourism is not particularly sensitive to local costs, especially the type of
enclave tourism resorts being established in Montenegro, which depend heavily on imported inputs
and labor. Tourism recelpts' more than doubled Assessment of business climate

from 2003 to 2006. According to the World Travel ~ 2007¢cpi 1/ 2008 Doing Business __ 2007-08 GClby 2/

. . d T Intl. i

and Tourism Council, Montenegro ranks 3™ in speed " Tensparenyint. - byIFC World Economic Forum

. . . Countries rank Countries rank  Countries rank

of growth of tourism in 2007. This suggests that the = 5— TR o >

importance of competitiveness is more to foster Malta 33 Namibia 43 CzechRep. 3

Dubai/lUAE 34 Bulgaria 46  Slovenia 39

broad-based growth, and ensure that the local Botswana 38 Botswana 51 Siovak Rep. 4

: B it Cyprus 39 Slovenia 55 Latvia 41

economy benefits from tourism-related activities. s 2 Tuke 5 Pos 6

Greece 56 Belize 59  Turkey 53

Namibia 57 Trinidad & Tobago 67 Croatia 57

III. Macro-balance approaCh Turkey 64 Montenegro 81 Greece 65

The macroeconomic balance approach suggests that  Bulgaria 64 Vietnam 91 Ukraine 72

. . . Croatia 64 Croatia 97 Romania 74

the large current account deficit will decline as FDI  tijgagatobage 79 Gresce 100 Botswana 76

moderates, which is not unusual for transition Montenegro 84 DubailUAE . Montenegro 82

. Th derlvi bal hich adiust Belize 99 Malta ... Serbia 9N

economies. The underlying balance, which adjusts Vietnam 123 Cyorus " Macedonia o
for transitory factors, is rough]y equa] to its Source: Transparency International, World Bank, World Economic Forum

1/ Corruption Perception Index

equilibrium level but a gap is expected to emerge 2/ Global Compefitveness Index

reflecting eroding cost competitiveness due to rapid

wage increases and slow productivity growth. The equilibrium current account balance is based on
economic fundamentals such as fiscal balance, old-age dependency ratio, population growth,
relative income, and ratio of NFA to GDP.

IV. Institutional indicators

Various indicators of the business climate rank Montenegro consistently at the middle of the group.
Montenegro ranked 84 out of 179 in the Transparency International’s Corruption Perception Index,
and 81 out of 177 in World Bank’s Doing Business Index. The 2007 Freedom House report shows
deterioration, in large part due to the lack of transparency in privatization.
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20. Staff cautioned that a harsher landing is clearly possible. Disillusion with current

policies or diminished expectations could trigger a more abrupt private sector adjustment
choking off private investment and discouraging FDI. Euroization rules out a currency crisis,
but reliance on wage correction would be painful, especially if rigidities in labor markets are
not addressed. The authorities acknowledged that overheating could result in a “hard
landing,” but remained relatively sanguine about the risks of a disorderly adjustment and
expected that after the adoption of the constitution the reform effort would regain
momentum. Staff emphasized the downside risks including excessive restitution claims,
potential volatility of the large FDI inflows, wage increases in excess of productivity growth,
and an abrupt weakening of private sector balance sheets due to a shift in expectations.
Public debt is not a source of vulnerability as confirmed by sustainability analysis

(Appendix I).
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Box 4. FSAP Recommendations and Follow-up

The Central Bank of Montenegro is in the process of implementing an action plan to follow-up the
FSAP, as described in the FSSA. The main findings of the FSAP were:

. Rapid credit growth has strained banks’ capacity to underwrite loans prudently, and eroded
capital adequacy and profitability.

. Banking supervision is robust, but the legal framework needs to be strengthened through
adoption of the banking law, and enhanced enforcement powers.

. The buoyant stock market is poorly supervised and may pose a reputational risk.

While the CBM has moved quickly to restructure supervisory practices and address specific
vulnerabilities by tightening capital requirements, approval of the banking law has dragged.

Central Bank of Montenegro: Action Plan 1/

Measure in Action Plan Status of Implementation

Change the organizational structure of CBM: Adopted by the CBM council in March 2007
Increased specialization
Integration of on-site and off-site supervision
Development of portfolio management

Thematic controls of banking sector: Included in Work Plan for 2007, currently underway
Credit risk
Liquidity risk
FX risk
Operational risks
Supervisory Development Plan for 2007-10 To be finalized by end-2007
Consolidated Supervision Started for a number of banks.
Banking Law and Central Bank Law Pending parliamentary discussion
Measures to address bank-specific vulnerability Several banks were required to strengthen their capital.
Credit Registry: Data exchange with banks has yet to start. Expected to be fully operative by end-2007

Broaden access to information by banks
Include additional information in line with Basel Il
Charge a fee to access information

1/ As of October 31, 2007.

B. Safeguarding Financial Sector Stability

21. The central bank has moved to tighten credit, but lacks sufficient enforcement
powers. The absence of a lender of last resort arrangement in Montenegro suggests the need
for higher liquidity ratios. The authorities noted that they recently had raised effective reserve
requirements to 14 percent (on average), which is high by international standards. They had
also instructed some banks to strengthen their capital, and the average capital adequacy ratio
at 18.7 percent appears to be at a comfortable level. CBM representatives noted that the
turmoil in international financial markets had not been felt in Montenegro. The CBM has
been following up on FSAP recommendations (Box 4), has been monitoring banks very
closely, and has prepared regulations refining (effectively tightening) loan classification
rules, but lacks effective enforcement powers. Staff agreed that the banking system is
reasonably well supervised but noted that its resilience has not been tested in a downturn and
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the rapid credit growth has been taking its toll on banks’ financial indicators, especially

regarding liquidity (Table 5).

22.

Staff noted that euroization still leaves some limited room for maneuver in

controlling credit growth. Staff noted that expanding the base of calculation of reserve

requirements to include all non-capital liabilities would discourage banks’ recourse to foreign
financing and reduce moral hazard. Moreover, relatively high concentration of risks, and the
inexperience of some banks, argued for above average solvency rates. The CBM argued that
the pending refinements in loan classification obviated at this stage the need for higher
minimum solvency ratios. Direct credit controls were also discussed but rejected by the CBM
on efficiency and enforceability grounds.

23. There was agreement on a number of structural measures to check credit

growth and strengthen the financial system. These included acceleration of the approval of
the laws on the central bank and banks to provide, among other things, CBM supervisors
with effective enforcement powers and immunity in the discharge of their duties; and to
facilitate strengthened supervision, a tightening of loan-to-income and loan-to-value ratios,
and the development of early warning systems for systemic macro risks, particularly for bank
exposure to the stock market and real estate sector. Improved access to the Credit Registry
would also enhance risk management practices at banks.

Loan concentration is high.

Bank capitalization remains at comfortable levels...
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24.  Exuberance on the stock market is a concern. The authorities have requested Fund
technical assistance to help strengthen governance.

C. Fiscal Framework: Balancing Growth and Stability
Medium-term fiscal framework.

25. Staff and authorities agreed that implementation of two key elements of the
medium-term fiscal framework would bolster policy credibility:

o Fiscal policy should be anchored on a medium-term target. The target to reduce
gross debt to below 30 percent of GDP by 2012 can be achieved with, on average, a
small primary surplus over the medium-term (Appendix I).

o Downsizing of the public sector. The authorities plan to reduce current spending to
make room for further tax cuts, and higher public investments. They have yet,
however, to formulate concrete public sector reforms that would lend credibility to
these plans. Staff recommended the development of a medium-term fiscal framework
to reconcile spending needs.

Fiscal policy in 2007-08: leaning against the wind

26. Staff argued for a countercyclical fiscal stance. Notwithstanding their medium-
term objective of downsizing the public sector, the authorities’ immediate plans were
predicated by nation building expenditure and prior commitments to reduce tax rates. As a
result, the revised budget for 2007 and preliminary 2008 budget would add additional fiscal
stimuli to the domestic economy. Reductions of
social contribution rates, large public wage Structural balance (in percent of GDP)
. . : : 2006 2007 2008
increases, and increases in spending are —

Prel. Pro;j.
estimated to add 3’2 percent of GDP to demand !
. Overall balance 24 54 23
in 2008. Staff recommended a re-assessment of Primary balance 36 66 33
the policy package to aim for an unchanged Revenues 449 507 489
primary balance. But apart from scaling back a  [Expenditures 42.7 452 466
proposed abolition of municipal surtaxes and Cyclical adjustment 55 74 77

Primary balance (structural) -1.9 -0.4 -4.0

doubling the real estate turn-over tax, the Fiscal impulse 04 15 26

authorities felt bound by political

considerations and already announced policy Sources: Montenegrin authorities; and Fund staff
estimates and projections.
changes.

27. Staff suggested that strong fiscal performance should be used to implement
difficult but essential public sector reforms. Staff noted that tax reductions and wage
increases will be difficult to claw back when the economy slows, and fiscal space will be
needed when large infrastructure projects are ready to be executed. Staff proposed the
following:
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o Public administration reforms should accompany the announced wage increases.
Montenegro is not alone in the region in facing the challenge of keeping qualified
staff in the public sector as private sector wages increase. The answer is a reform of
pay scales and streamlining of the public sector to allow pay to better match skills.
The public expenditure review conducted by the World Bank provides useful
recommendations for public sector reform.

o Reassessing tax reforms. With tax rates already low by international standards,
further reform should be undertaken with care and aim at strengthening the revenue
base, and preventing distortions by eliminating exemptions and preferences.

o Increased control of the broader public sector. Staff recommended that the
government more actively exercise its ownership rights in public enterprises and
strengthen control of local government spending decisions. In addition, staff proposed
to transfer public sector deposits to the central bank to avoid fueling bank credit.

28. The authorities concurred with the importance of enhancing the monitoring and
reduction of fiscal risks. The government is currently considering the possibility of
financing large infrastructure projects through Private-Public Partnerships (PPP), in
particular, regional highways. Staff pointed out that while PPPs could be an attractive means
of financing they could also generate substantial fiscal risks; and stressed the need to
introduce a sound legal and institutional framework, as suggested in earlier technical
assistance. The government is contemplating prepayment of restitution claims, and while the
discount could be sizeable, staff strongly advised against this due to the potentially sizeable
negative impact on domestic demand and risk of unequal treatment of claimants.

D. Boosting Structural Reforms

29. The authorities stressed their commitment to structural reform but indicated
that forging the necessary consensus is not easy. They noted that they had made
considerable progress in privatization and establishing the legal basis for a business friendly
environment.

30. Staff emphasized the importance of energy reforms to prevent shortages. Staff
stressed that adjustment of electricity tariffs toward market levels was critical for reducing
quasi-fiscal losses of about 2% percent of GDP, and attracting much needed private
investment into the sector. The authorities were less convinced of the importance of tariff
reform and privatization. However, World Bank staff consulted were concerned that the
electricity company had neither the resources nor the know-how to undertake the large
investments needed. In addition, the tariff increase of July 2007 was barely sufficient to
cover operating costs and regulators explained that it included no allowance for return on
capital. More positively, the authorities have completed the financial unbundling of EPCG’s
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operations into generation, transmission and distribution and were expecting to open up the
market in early 2008.

31. The authorities were in the process of a comprehensive reform of labor
legislation. They explained that the new draft law incorporated key provisions from
international conventions. Staff stressed the need for flexibility in collective bargaining
(especially allowing separate agreements for individual sectors and opt out clauses),
facilitating job mobility, and reducing non-wage costs, which were among the highest in the
region.

32. The authorities confirmed their commitment to improving the business
environment. Staff acknowledged that significant progress had been achieved in improving
the business environment but stressed the need for further progress, especially in improving
predictability and limiting discretion, setting timely limits in processing applications,
upgrading the judiciary, and completing zoning regulations at the municipal level. Staff
emphasized the importance of strengthening corporate governance, especially regarding the
timely release of financial statements for listed companies, and noted that failure to do so
could risk the reputation of the young stock exchange.

33. The authorities were committed to combating money laundering and the financing
of terrorism. They explained that the framework for AML/CFT was being upgraded and a new
law would be submitted to parliament in early 2008.

34, Economic policy was hampered by deficiencies in macroeconomic statistics. The
weakest area was the real sector, where the implementation of statistical standards has barely
kept pace with the increasing data demand. The authorities noted that progress was being
made in developing data sources, implementing international standards in statistics
methodology, and developing expertise.

IV. STAFF APPRAISAL

35.  Much is going well. The economy is booming. Euro adoption has delivered low
inflation and anchored expectation, and the discovery of Montenegro as an international
tourist destination has drawn massive FDI inflows.

36. But strong growth is hiding growing vulnerabilities. The economy is overheating.
Rapid credit growth is overstretching banks, and has contributed to ballooning asset prices.

37.  Eroding competitiveness is a concern. Euro adoption precludes an exchange rate
adjustment, but rapidly rising private debt raises the possibility of solvency problems related
to asset markets, especially if competitiveness problems stunt Montenegro’s tourism
potential.
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38.  Policy levers are few, but need to be used. The authorities need to make more
active use of those policy instruments available to address demand pressures, reduce
vulnerabilities, and ensure a soft landing.

39.  Management of the boom falls on fiscal policy. However, the preliminary 2008
budget would be expansionary unless revised. The 30 percent public sector wage increase
and tax cuts would provide an unhelpful boost to an already overheated economy.

40. Tax cuts have been procyclical and potentially destabilizing. Corporate tax cuts,
combined with absence of capital gains taxation, only provide investors with a windfall in a
country with the enormous potential of Montenegro. Strong import-driven VAT growth
should not be seen as providing scope for further tax cuts, as these revenues will eventually
fall as import growth slows. The authorities should review ongoing tax reforms to strengthen
the tax base and fiscal stabilizers.

41.  Fiscal risks need to be contained. Paris Club debt reductions have lowered public
debt, but the central government should resist assuming large restitution liabilities. Recent
efforts to tighten criteria and ensure that property is returned to owners rather than
compensated through government bonds are welcome. The authorities also need to guard
against the assumption of guarantees and contingent liabilities, including PPPs, to solve their
large infrastructure needs.

42. Better budgetary control is crucial. Control over local government should be
strengthened, and state enterprise quasi-fiscal operations brought on budget.

43. Absent monetary policy, the main focus of credit policy should be to strengthen
banking sector supervision. Passage of the banking law is the single most important
measure to allow for enhanced supervisory practices to be enforced. Attention needs to be
given to the monitoring of systemic risks, including real estate prices, and private external
debt. Urgent attention is needed to limit risks associated with the highly capitalized stock
market.

44. Completing the transition to market economy should be kept at the top of the
policy agenda. Progress has been made, but energy and labor reforms, two areas critical for
ensuring sustained growth, have been patchy at best. Privatization momentum, especially in
the electricity sector, needs to be reinvigorated, and more weight given to market-based
policies. Labor flexibility is crucial to ensure competitiveness given euroization. The
authorities’ plans to reform the labor legislation are welcome, but need to address restrictive
practices and ensure sufficient weight is given to both private sector and social partners in the
planned consultative process.

45. The authorities need to address the poor state of the statistics. Important
deficiencies and gaps in the national accounts, fiscal, price, and balance of payments
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statistics undermine informed policy decisions. Reorganization of the statistical agency is
essential if further technical assistance is to be effective.

46. It is recommended that the next Article IV consultation with Montenegro be held on
the standard 12-month cycle.
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Table 1. Montenegro: Selected Economic Indicators, 2003-09

2003 2004 2005 2006 2007 2008 2009
Prel. Est. Proj.
Real economy

Nominal GDP (millions of €) 1/ 1,392 1,651 1,785 1,979 2,204 2,453 2,711
Gross national saving (percent of GDP) 7.8 8.9 7.3 -1.0 -7.8 -5.0 -3.4
Gross investment (percent of GDP) 15.1 16.2 16.0 294 29.2 27.7 25.7
Unemployment rate (in percent) 229 22.3 19.7 135 11.8 a/

(Annual percentage change)
Real GDP 24 4.2 4.0 6.5 7.5 7.2 5.5
Industrial production 24 13.8 -1.9 1.0
Tourism

Arrivals 10.7 17.4 16.6 16.3 19.0 b/

Nights 7.8 14.7 14.3 13.9 224 b/
Retail prices (period average) 7.5 3.1 34 2.1 35 4.7 4.1
Retail prices (end of period) 6.2 4.2 1.8 2.0 5.0 45 4.0
GDP deflator 4.0 4.1 3.6 3.8 4.7
Average net wage (12-month) 22.3 12.3 9.1 15.3 31.0 a/

Money and credit (end of period, 12-month)
Bank credit to private sector 43.2 33.2 138.9 191.3 a/
Enterprises 40.6 30.2 112.2 198.4
Households 49.4 39.7 193.0 180.7
Bank deposits - private sector 23.0 84.2 119.5 129.4 al
(In percent of GDP; unless otherwise noted)
General government finances (cash) 2/
Revenue and grants 41.8 37.8 374 44.9 50.7 48.9 47.7
Expenditure (incl. discrepancy) 46.6 40.5 39.1 42.5 45.2 46.6 46.4
Overall balance -4.8 -2.7 -1.8 2.4 54 23 1.3
Primary balance -3.7 -1.1 -0.6 3.6 6.6 3.3 2.2
Privatization receipts 24 0.7 8.4 4.0 2.6 21 2.1
Central government deposits (end-of-period) 1.6 1.1 41 6.2 8.9 10.7 12.7
Net debt (end-of-period) 3/ 50.3 44.8 37.5 31.5 31.6 27.9 231
General government gross debt (end of period, stock) 51.8 45.9 41.6 37.7 40.5 38.6 35.9
External debt 33.2 29.6 28.9 26.1 22.3 21.4 20.0
Domestic debt 18.7 16.4 12.7 11.7 18.1 17.2 15.9
Balance of payments
Current account balance, excl. grants -11.1 -10.1 -8.9 -30.7 -37.0 -33.0 -29.5
Foreign direct investments 2.8 3.4 21.4 23.6 244 21.3 18.7
External debt (end of period, stock) 41.2 40.4 44.6 44.9 52.8 59.4 63.3
Of which: Private sector 8.0 10.9 15.7 18.8 30.4 38.0 43.3
REER (wage-based; annual average change, in percent)
( - indicates depreciation) 4.4 6.6 7.9 7.4 3.6¢c/
Memorandum:
Aluminum price (€ per tonne) 1,267 1,382 1,526 2,049 1,963 1,747 1,595

Sources: Ministry of Finance, Central Bank of Montenegro, Statistical Office of Montenegro, Employment Agency of Montenegro;

and Fund staff estimates and projections.
1/ There is a break in the GDP series in 2005.

2/ Includes extra-budgetary funds and, from 2006, local governments, but not public enterprises.

3/ Gross debt minus deposits; projected path dependent on privatization receipts.
a/ As of September 2007.

b/ As of August 2007.

¢/ As of June 2007.



28

Table 2. Montenegro: Macroeconomic Framework, 2005-12

2005 2006 2007 2008 2009 2010 2011 2012

Est. Prel. Proj.
Real GDP 4.0 6.5 7.5 7.2 55 5.1 4.9 47
Retail prices (end-period) 1.8 2.0 5.0 4.5 4.0 3.5 3.0 3.0
Gross domestic savings -1.8 -7.1 -10.7 -84 -71 -6.1 -5.2 -3.2
Non-government -41 -148 -222 -173 -154 -128 -11.2 -9.2
Government 2.2 7.7 116 8.9 8.3 6.7 6.0 5.9
Net factor receipts and transfers from abroad 9.2 6.1 2.8 3.5 3.6 3.0 25 2.2
Non-government 9.0 5.9 2.7 3.2 3.3 2.7 2.1 1.8
Government 0.2 0.2 0.1 0.3 0.4 0.4 0.4 0.4
Gross national savings 7.3 -0 -78 -50 -34 -3.1 -2.7 -1.1
Non-government 5.0 -89 -195 -141 -122 -10.2 -9.0 -74
Government 2.4 79 117 9.1 8.7 71 6.4 6.3
Gross domestic investment 16.0 294 292 277 257 23.7 21.7 20.2
Non-government 118 239 230 208 183 15.8 13.5 11.8
Government 4.1 5.5 6.2 6.9 7.4 7.9 8.2 8.4
Non-government national savings minus investment -6.9 -328 -425 -349 -305 -259 -226 -19.2
Savings - investment balance -86 -304 -37.0 -327 -291 -268 -244 -213
Non-government -6.9 -328 425 -349 -305 -259 -226 -19.2
Government -1.8 24 54 2.3 1.3 -0.9 -1.8 -2.1
Foreign savings 86 304 370 327 291 26.8 24.4 21.3
Foreign savings, excluding official grants 8.9 307 37.0 33.0 295 27.2 24.8 21.3
Memorandum items:
Net export of goods and services -17.8 -36.5 -399 -36.1 -328 -298 -269 -234
Nominal GDP (millions of €) 1,785 1,979 2,204 2,453 2,711 2,968 3,222 3,495

Sources: Statistical Office of Montenegro, Ministry of Finance; and Fund staff estimates and projections.
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Table 3. Montenegro: Consolidated General Government Fiscal Operations, 2004-09 1/
(in percent of GDP)

2004 2005 2006 2007 2008 2009

Est. Proj.
Total revenues and grants 37.8 374 449 50.7 489 477
Total revenues 374 372 447 50.6 48.6 47.3
Current revenues 372 37.0 442 499 485 472
Taxes 229 241 280 33.3 328 322
Personal income tax 4.8 4.6 4.7 4.3 4.2 3.4
Corporate income tax 1.0 1.2 0.6 1.8 1.8 1.8
Taxes on property 0.2 0.3 1.3 2.0 1.9 21
Value added tax 96 108 13.8 16.9 16.8 16.8
Excises 3.7 3.7 3.7 4.1 4.1 4.1
Taxes on international trade 2.2 2.3 29 3.1 3.0 3.0
Local government taxes 1.2 1.1 0.9 0.9 0.8 0.8
Other republic taxes 0.1 0.2 0.2 0.3 0.3 0.3
Social security contributions 9.9 9.4 1041 10.1 9.3 8.6
Nontax revenues 4.4 3.5 6.2 6.5 6.4 6.4
Capital revenues 0.2 0.3 0.5 0.7 0.1 0.1
Grants 0.4 0.2 0.2 0.1 0.3 0.4
Total expenditures and net lending 40.3 38.8 427 452 46.6 464
Total expenditures 395 382 422 449 46.5 46.3
Current expenditures 20.2 183 20.3 21.8 226 220
Gross salaries 114 106 10.4 105 114 1141
Other personal income 1.4 11 14 1.4 14 1.4
Goods and services 4.4 4.3 6.6 7.5 7.6 7.5
Interest payments 1.6 1.2 1.2 1.1 1.0 0.9
Rent 0.1 0.3 0.2 0.3 0.3 0.3
Subsidies 0.8 0.6 0.3 0.6 0.6 0.5
Other outflows 0.6 0.3 0.2 0.4 0.4 0.4
Social security transfers 13.8 132 119 121 121 12.0
Other transfers 1.5 1.6 3.7 4.1 4.2 4.2
Capital expenditure 3.0 41 5.5 6.2 6.9 7.4
Reserves 1.0 1.0 0.8 0.7 0.7 0.7
Net lending 0.8 0.7 0.4 0.3 0.1 0.1
Discrepancy (+ expenditure) 0.2 03 -0.1 0.0 0.0 0.0
Overall balance 27 1.8 24 54 23 1.3
Financing 2.7 1.8 -24 54 23 -13
Domestic financing 01 -7.7 -7.0 -64 -50 -3.8
Banking system 00 -29 -37 42 -32 -30
Nonbank 08 -24 -1.0 -0.8 -09 -09
T-bills 10 -16 -0.2 -0.1 0.0 0.0
Frozen foreign currency deposits (FFCD) -0.3 -08 -06 -05 -05 -04
Restitution 0.0 00 -02 -0.2 -04 -05
Domestic arrears -0.6 -20 -19 1.3 09 -04
Foreign financing 1.9 1.0 0.5 -1.6 0.6 0.4
Borrowing 2.0 1.3 1.3 1.3 1.3 1.0
Repayment 01 -03 -07 29 0.7 -07
Privatization receipts 0.7 8.4 4.0 2.6 21 21
Memorandum items:
Overall balance (incl. FFCD and restitution) 29 25 1.7 4.7 1.3 0.5
Primary balance -1.1 06 3.6 6.6 3.3 2.2
Wage costs (net salaries and other personal income) 9.0 8.2 8.3 8.4 9.2 9.2
Gross Domestic Product (millions of euro) 1,651 1,785 1,979 2,204 2,453 2,711

Source: Ministry of Finance; and Fund staff estimates and projections.
1/ Includes republican budget and extra-budgetary funds; and, from 2006, local governments.
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Table 4. Montenegro: Summary of Accounts of the Financial System, 2003—-September 2007
(In millions of euros)

2003 2004 2005 2006 Mar-07 Jun-07  Sep-07
|. Central Bank
Net foreign assets 50.4 60.1 172.9 310.3 3435 4312 517.3
Net domestic assets -49.7 -599 1716 -307.7 -340.3 -4274 -512.5
Net credit to the nonfinancial public sector 24 2.2 -39.2 -57.0 -89.0 -1374 -1914
Net credit to the banking system -30.4 -39.9 -99.2 -233.3 -2324 -266.1 -291.7
Other assets net -21.7 -221 -33.2 -17.4 -18.8 -23.8 -29.4
Central bank fully backed liabilities 0.7 0.2 1.3 2.6 3.2 3.9 4.7
1. Banking system
Net foreign assets 13.4 -18.7 42.2 -30.8 974  -1741 -279.7
Net domestic assets 231.7 319.4 4547 1,048.7 1,314.9 1,689.4 2,051.3
Net assets held in the central bank 36.1 40.2 100.3 233.1 2324 267.2 287.2
Net credit to nonfinancial public sector 23.8 28.5 26.0 23.7 13.6 -16.3 7.6
Credit to the private sector 170.4 244 1 325.6 779.6 1,057.7 1,4129 1,722.0
Other domestic assets 1.4 6.7 28 12.2 11.2 25.6 345
Liabilities to the private sector 2451 300.8 496.9 1,0179 1,2176 15153 1,769.8
Deposits 176.6 217.3 400.2 878.3 1,038.3 1,2925 1,5214
Other 68.5 83.5 96.7 139.6 179.3 22238 248.4
Ill. Consolidated System

Net foreign assets 63.8 41.4 215.2 279.5 246.2 257.2 2375
Net domestic assets 181.9 259.6 283.0 741.0 9746 1,262.0 1,538.8
Net credit to the nonfinancial public sector 26.2 30.7 -13.3 -33.3 -75.4  -153.7 -183.8
Credit to the private sector 170.4 2441 325.6 779.6 1,057.7 14129 1,722.0
Other net domestic assets -14.6 -15.2 -29.3 -5.3 -7.7 2.8 0.7
Liabilities to the private sector 245.8 301.0 498.2 1,020.5 1,220.8 1,519.2 1,7745

Sources: Central Bank of Montenegro; and Fund staff estimates.
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Table 5. Montenegro: Financial Soundness Indicators of the Banking Sector, 2004—June 2007

2004 2005 2006 2007
Dec. Jun. Dec. Jun. Sep. Dec. Mar.  Jun.
Capital adequacy
Regulatory capital as percent of risk-weighted assets 313 283 278 203 168 213 185 187
Capital as percent of assets 204 178 153 143 120 104 10.4 9.5
Asset composition and quality (In percent of total credit)
Distribution of bank credit by borrower
Central government, local government, government agencies 4.5 7.0 5.8 5.2 4.2 3.2 24
Funds 5.9 3.1 2.3 34 2.1 1.8 1.4
State-owned companies 44 5.2 4.9 2.8 2.7 2.6 1.4
Private companies, entrepreneurs .. 582 565 535 515 527 544 56.6
Banks 0.0 0.0 0.2 0.0 0.1 1.3 1.0
Financial Institutions 0.6 0.0 0.7 0.6 0.7 0.3 0.5
Citizens .. 267 275 311 352 363 351 353
Credit Cards 0.5 0.3 0.3 0.3 0.4 0.5 0.7
Other 0.3 0.3 1.3 1.0 0.9 0.7 0.8
(In percent of total credit)
Distribution of bank credit by sectoral economic activity
Agriculture, Hunting, Fishing 1.7 1.3 1.9 1.1 1.3 1.0 1.5 1.1
Mining and Energy 22 3.0 2.7 29 1.3 1.7 24 24
Civil engineering 5.1 5.0 5.0 5.6 8.0 7.3 96 105
Trade 415 287 344 364 290 31.3 233 224
Services, tourism 6.0 9.5 7.7 4.8 8.3 7.8 7.8 7.9
Transport, Warehousing, Communications 2.1 29 4.4 1.5 2.6 1.5 2.4 25
Finance 3.4 0.8 3.0 2.2 29 1.1 2.3 2.1
Real estate trading 0.3 0.4 29 24 0.9 0.8 3.5 3.6
Administration, other public services 4.6 8.1 5.3 5.2 3.5 4.5 6.9 4.9
Consumer loans 262 249 263 310 353 36.6 354 356
Other 6.8 155 6.6 6.8 7.0 6.6 5.0 7.0
Asset quality
Non-performing loans (NPL), in percent of gross loans 5.2 7.0 53 7.0 3.6 29 2.0 2.0
Provisions, in percent of NPL 773 545 674 674 733 78.8 99.0 104.1
Provisions, in percent of total loans 4.0 3.8 3.6 2.7 2.6 2.2 2.0 2.0
NPL net of provisions, in percent of capital 36 113 6.1 5.9 4.7 3.5 0.1 -0.6
Earnings and profitability
Gross profits, in percent of average assets (ROAA) -0.3 2.5 0.8 0.6 11 1.1 1.5 1.4
Gross profits, in percent of average equity capital (ROAE) -1.4 138 5.3 4.6 6.8 6.8 125 116
Net interest margin 1/ 6.9 3.4 5.4 2.6 3.1 3.5 4.0 1.8
Gross income, in percent of average assets 123 103 111 9.5 9.2 8.9 7.6 3.9
Net interest income, in percent of gross income 498 416 483 50.8 50.0 50.6 53.5 53.6
Non-interest income, in percent of gross income 50.2 584 517 492 50.0 494 46.5 464
Net fee income, in percent of net interest income 843 66.7 758 7.1 774 756 63.0 62.0
Trading income, in percent of gross income 83 306 15.0 131 113 1141 12.8 133
Aggregate overhead expenses, in percent of gross income 69.3 572 700 752 704 719 61.1 56.1
Liquidity
Liquid assets, in percent of total assets 242 287 384 28.8 348 358 291 254
Liquid assets, in percent of short-term liabilities 41.0 473 587 43.0 58.0 63.0 48.7 43.0
Deposits, in percent of assets 615 656 701 73.0 734 752 75.0 745
Loans, in percent of deposits 103.0 958 771 88.1 80.7 788 88.6 95.0

Sensitivity to market risk
Original maturity of assets (in percent of total)

Less than 3 months .. 489 56.8 493 46.2 453 373 343
3 months to 1 year .. 254 174 224 238 18.1 189 199
1to 5 years .. 229 220 213 219 256 341 315
Over 5 years 2.8 3.8 7.0 81 11.0 98 144
Original maturity of liabilities (in percent of total)
Less than 3 months .. 522 604 544 439 464 399 4138
3 months to 1 year .. 243 16.0 244 250 225 277 246
1to 5 years .. 223 191 16.8 221 246 250 254
Over 5 years 1.3 2.9 4.5 9.0 6.5 74 8.3

Source: Central Bank of Montenegro
1/ Net interest income in percent of interest bearing assets
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Table 6. Montenegro: Balance of Payments, 2004-12 1/
(In millions of euros)

2004 2005 2006 2007 2008 2009 2010 2011 2012
Est.  Est. Est. Proj. 2/
Current account balance (incl. grants) -120  -154 -601 -816 -802 -790 -795 -785  -743
Trade balance -416 -514  -938 -1,303 -1,487 -1,556 -1,613 -1,663 -1,712
Exports f.0.b. 452 461 559 577 617 664 708 754 805
Of which: Aluminum 184 186 215 235 241 224 214 203 207
Imports c.i.f. -869 -974 -1,498 -1,880 -2,104 -2,220 -2,321 -2,416 -2,517
Services Balance (non-factor services, net) 148 196 216 425 600 667 727 797 893
Receipts 250 330 434 670 899 1,002 1,112 1,237 1,368
Of which: Tourism 172 222 288 518 735 837 945 1,061 1,178
Expenditure -101  -134 -217 -245 299  -335 -385 -441 -474
Net factor income -40 -44 -26 -47 -61 -67 -73 -80 -86
Unrequited transfers, net 188 208 147 108 145 166 164 161 162
Current account balance (excl. grants) -166 -160  -608 -816  -808  -801 -807  -798 -743
Capital and Financial account balance 68 366 645 843 796 763 749 727 689
Financial account 68 366 659 843 796 763 749 727 689
Foreign direct investment, net 56 381 467 539 523 508 453 414 367
Portfolio investment , net 6 5 -4 6 12 15 19 25 26
Other investments 95 -20 210 298 262 241 277 288 295
Errors and omissions 61 -99 93 46 0 0 0 0 0
Overall balance 10 113 137 72 106 128 106 87 76
Financing -10 -113  -137 -72  -106  -128 -106 -87 -76
Net foreign assets (increase, -) -10 113 -137 -72  -106  -128  -106 -87 -76
Arrears (reduction, -) 0 0 0 0 0 0 0 0 0
Memorandum items:
In percent of GDP
Current account balance 72 -86 -304 -37.0 -327 -291 -268 -244 -213
Excluding official grants -101 -89 -30.7 -37.0 -33.0 -295 -272 -248 -21.3
Trade balance -256.2 -288 474 -591 -60.6 -574 -543 -516 -49.0
Service balance 9.0 11.0 10.9 19.3 245 246 24.5 247 256
12-month growth rates (value)
Export 67.1 1.9 214 3.2 6.9 7.6 6.7 6.4 6.8
Import 379 122 53.7 255 11.9 5.5 4.6 41 4.2
Tourism revenues 264 294 29.8 79.7 419 13.9 13.0 122 1141

Sources: Central Bank of Montenegro; and Fund staff estimates and projections.
1/ BOP compilation methods have been changed in 2006, including the recording system for trade data and treatment of
income transfer of foreign workers. Therefore direct comparison with 2005 may not be feasible.
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Table 7. Montenegro: Indicators of External and Financial Vulnerability
(In percent of GDP; unless otherwise indicated)

2004 2005 2006 2007
Est. Proj.
Financial indicators
General government debt 45.9 41.6 37.7 40.5
Deposit money (percent change, 12-month basis) 1/ -71.4 5324 1065 129.6
Private sector credit (percent change, 12-month basis) 1/ 43.3 334 1394 1745
91 day T-bill yield 1/ 104 5.8 1.2 0.7
External indicators
Exports (percent change, 12-month basis) 67.1 1.9 214 3.2
Imports (percent change, 12-month basis) 37.9 12.2 53.7 255
Current account balance -7.2 -8.6 -30.4 -37.0
Capital and financial account balance 4.1 20.5 32.6 38.2
Of which: Foreign direct investment 34 21.4 23.6 24.4
Gross official reserves (in euros) 60.1 1729 310.3 4323
Central Bank short-term foreign liabilities (in US$) 0.0 0.0 0.0 0.0
Official reserves in months of imports GS 0.8 2.1 2.7 3.4
Total external debt 40.4 44.6 449 52.8
Of which: General government 29.6 28.9 26.1 223
Exchange rate (US$ per euro, period average) 2/ 1.2 1.2 1.3 1.4
REER appreciation (-) (RPI based, 12 month basis) 2/ 3.5 -2.8 -5.3 -4.9
Financial market indicators
Stock market index 115.1 463.1 918.9 23511

Spread of benchmark bonds (basis points, end of period)

Sources: Central Bank of Montenegro, Ministry of Finance; and Fund staff estimates

and projections.

1/ End-September 2007.
2/ End-July 2007.
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Appendix I: Montenegro—General Government Debt Sustainability Analysis

1. The monitoring of general government debt has improved significantly, with the debt
management department of the Ministry of Finance taking a leading role in clarifying and
making public the debt situation.

2. This debt sustainability analysis includes gross public debt that is recognized by the
authorities and covers the general government.' Estimates of the liabilities from the restitution
process are included. Parliament has limited the overall liabilities stemming from restitution to a
maximum of 10 percent of GDP through amendments to the restitution law. For 2007, ca.

€150 million is added to government liabilities. Debt of municipal governments has been revised
upwards on account of recognition of domestic payment arrears (ca. €20 million). The
discussions between Serbia and Montenegro on the division of external debt are not yet final, and
under the current scenario, debt equivalent to €20 million is added in 2007 on account of
assumed debt from the former State Union.> The government has also decided to compensate
confiscated foreign savings of Montenegrin citizens in banks outside Montenegro® and, possibly,
for losses incurred in the pyramid-schemes (additional €18 and €10 million are included in the
current scenario). There is still uncertainty regarding debt of public enterprises from before the
reconstitution of the Union between Serbia and Montenegro that ultimately could become a
liability of the government. Montenegro has also decided to pre-pay World Bank debt. In
September, a payment of €19 million was made, and the current scenario assumes that an
additional early re-payment of €38 million will be effected before the end of 2007.

3. Under the baseline scenario, Montenegro’s debt-to-GDP ratio would decline to below
30 percent of GDP in 2012 (Table 1). The primary balance is projected to improve with the
current upswing in the economy. However, a weakening of the automatic stabilizers through tax
rate reductions and expansion of the public sector will slow the pace of debt reduction. Nominal
interest rates, while low due to the high share of relatively cheap domestic and foreign debt, are
projected to reach 3% percent on account of the government taking on a higher proportion of
debt on non-IDA terms, and robust real economic growth will strengthen the automatic debt
dynamics. Privatization revenues are expected to decrease following the windfall in 2005-08.

4. The standard stress tests were performed using the methodology adopted in July 2005
(Information Note on Modifications to the Fund’s Debt sustainability Assessment Framework for
market access Countries-http://www-imf.org/external/np/pp/eng/205/070105.htm), but with
modifications due to data constraints. Relevant economic information for Montenegro prior

' The central government, social funds (pension, health and employment) and local governments. Debt of state-
owned enterprises is included only as so far it is explicitly recognized as a liability of the government.

? Debt expected to be assumed by the Republic of Montenegro is toward Kuwait, Libya, Czech Republic, and
Slovakia.

? This goes beyond the previous compensation that applied only to foreign savings confiscated by banks in
Montenegro, and, in principle, the Montenegro government will have a claim on the countries in which these banks
reside.
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to 2002 does not exist, and estimates for 2002—06 are used for historical averages and standard
deviations.

5. The standard stress tests result in a slower reduction of debt in the medium-term, but not
a reversal (Figure 1), and the debt path is robust to most adverse scenarios. Montenegro,
however, is facing large risks due to external concentration in trade and uncertainties in real debt
levels; and euroization limits the economy’s flexibility to respond to a shock. To test the limits of
the debt dynamics the standard shocks applied to real interest rate, growth rate and primary
balance was doubled, and 20 percent of GDP was added to the debt stock in 2008, reflecting
possible hidden debt or addition of new liabilities (Figure 2). In this scenario, debt sustainability
is particularly sensitive to growth and fiscal shocks, while less sensitive to interest and exchange
rate shocks (due to the relatively low interest rates on existing debt stock and a small share of
debt denominated in non-euro currencies). Thus, the relatively high sensitivity to changes in
growth and fiscal policy reinforces the importance of continued structural reforms and a prudent
fiscal stance.



36

“Jeak uonoafoid }se| 8Y) JO [9AS] BU} Je uIewwal (SMoj) Bulesio-jqap payuap! JOYI0 pue ‘Sjel }saIsjul [eal ‘Umoib 4ao [eal) Sa|qelien Aoy Jeu) sawnssy /6

“}o0}s }qap pouad snoiraid Ag papIAIp 8injpuadxa }S8IS}Ul [EUILIOU SE PaALS( /8

*d@o 4o Jusosad ul soueleq Alewnd pue ‘sjel }saisjul [eal {Umoib dgo [eas apnjoul sajqelien Aoy syl /.
‘powiad snoiaaud Jo pus Je 1qap wisl-oys snid ‘Jqap 10}aas o1gnd wis}-Buo| pue wnipsw Jo uoleziowe snid ‘Joyep J0joss algnd se pauyaq /9

‘sabueyo ajes abueyoxa sapnjoul auj| siy} ‘suonosfoid o4 /g
*(J+1)30 SE /Z 9J0UJ00} Ul JOJeIaWNU B} WOy PAALISP S| UOKNGLIUCD Bjel aBueyoxe 8yl /i

*B- se uolNquIU0d Ymolb [eas By} pue (B+]) X - 1 SE /Z 9J0UJ00} Ul JOJEUILIOUSP SY} LLOL) POALISP S| UOHNQUIUOD S}el ISaIB)UI [ed) BY] /€

“(4e]10p *S"N J0 BNjeA Aouawund [e20)|

| eseasoul Aq painseaw) uoneldaldap ajes 9BUBYOXS [BUILUOU = 3 PUE ‘JGOp PajeuIuousp

Aouauno-ubia.o) Jo aleys = 0 ‘ajes ymolb 4ao eas = 6 ‘iojelap 4ao Jo a)es ymmolb = x ajel Jsaisiul = J yum ‘oned 1gap pouad snoinaid sawn (LB+x+6+1)/[(1+1)30 + B - (B+1)x - 1)] se paauaq /z

SJUSWUISAO0B [BD0] PUB SPUNY [E100S ‘JUBWUISAOB |eusd Bulpnjoul 4gap SSolS) /|

v b 1’0 (44 oo 99- 9¢- 90 Ll L'e yoyap Aewid
67 1'g TS 4] 601 L'yl 8G6L G1L €L 96 (usouad ui “uojeyep dao Aq pejeyyep) Buipuads Aewid [eai Jo ymoID
9¢ g€ 44 L'y 8'¢ 9¢ (4 (4 00 ¥'e (yusdsad Ui Jojelep Jao) sed uolejul
viL 9Ll L6 102 (yuaodad up ‘Aoualind [BD0] JO BnjeA Jejjop SN Ul @sealdul) uoneroaidde jeuiwoN
1°0- 00 10~ el 0~ z20- 80- Z1l- 9¢ [ (yusouad ul ‘Jojyelap 4ao ul 8bueyd snuiw sjel [eulWOU) djel }sala)ul [eal abelony
g€ ge Se g€ g€ '€ ze Lz 9t ¢l /8 (3usdsad uy) 3gep 2ljgnd uo sje Jselajul [euIWOU BbeIBAY
L'y 6v L'S i} [ G §g9 0v T¥ vz (yueosad ui) ymoib 4ao [eay
00 auljeseq Buikiapun suondwnsse [eosl) pue 9jWou0280I0ewW Aoy
80 181 L'vT 8'¢ce £ov 6'EY goy 2102-2002 Ul (8ouejeq Atewnd juejsuod) abueyo Aojjod ou yjm oLEUSIS
€C 1'2€ 8'8¢ (4474 R4 6'cy S0y /. sebeiane |eouo)sly 418y} Je sajqellen A9 Y)IM OLIeUSdS
9'69 S'0S 0'6 ¥'G.- 866~  99¥C- 6'1L- T2 VvIS 8YL sle|jop 'S’ 4o suol|jiq u|
143 L 20 0¢- 0¢- €8 e vl 9T 14 /9 padu Buoueuly sso19
299 €179 zeL (47 06 6'6. ov8 Z'LLL SIZL g€zt /1 OleJ 8NUBALI-0}-1g8p 10}J08S dlIqnd
10 8'L- 90~ L'e 84 Ly 8¢ 0§ VS Gz /S (€-2) sebueyo jesse Buipnjoul ‘[enpisay
00 00 00 00 00 00 €l- 00 00 Le- (9002 pue €00z Bulinpayasal qni9 siied) Joul0
S0 80 60 60 61 8'6 9T 00 00 00
vi- - S L'z L'z 9¢C- ov- v8 L0 VT (sAnebou) sydieoss uonezienud
80~ 9°0- 90- z'h- 20 €L L2 ¥'8 L0 Lye smoj} Buieasd-jgep paynuapl 1oyl
S0- 20 90- 9I- /¥ uoneroaidap ajes 8BuBYIXS WO UoHNALIU0D
€l G- L 61~ 9C- SC ve- Ly Ve 0T UmoIB 4go B84 WOy UoNGLRUOD YoIyM JO
L0~ L'0- €0 G0 20 20 ¥'0- 90- 8L 0'L- o).l }SaI8jul Bl WOy UOHNAUIUOD YoIym JO
vl SL- 0¢ a4 8¢ L'¢C 6'¢C- €ec €0 Le- /€ [enuaIayIp ymoib/e)el 1saisjul WOy UoRNqUIU0D
vl G- (WAl Ve 8¢ LT e 9'L- 6°0- LY /2 solweuAp jgap oljewony
LSy 9GSy [eR*14 R4 9GSy 474 €ly 08¢ 68 9G¥ alnyipuadxa (ysausjuiuou) Arewid
{5844 Svy V414 L'y 6'8Y 108 6vy v.IE 8.lE 8LY sjuelb pue anuaney
i L 1’0 [ €'e- 99- 9¢- 90 L L€ yoyep Alewud
10" 0} SC 8'G- €9 0¢- L6~ v¥6- G0 L'Ge- (ZL+2+¥) smol Buesid-jqap paynuap|
10" 8'¢- L'e- L2 6')- LT 8¢ ¥y 65 9. 198p Jojoas olignd ur obueyd
6¢C 0¢ [ 9'¢ 6'¢ oY 8¢ v 9Y 'S pajeujwouap Aouauna-ubialoy yaym jJO
tAl €'6¢C 0'0¢ 8'C¢ 6°GE 9'8¢ S0y L'.e 9Ly 66y 81§ /1 199p J0J08s 2l|gnd :auljeseqg
/6 9oueleq
Arewnd
Buizingeys-iqeq cloz 1102 0102 6002 800C 002 900C G00Z +00C €002
suolosfoid lenjoy

(pajealpul 8sIMIBY}0 SSBJUN ‘a9 JO JUddIad)
2102-00Z “domawel Ajjiqeuleisng jqaQ JUsWUIBA0D) [esauas) :016ausjuoly "L d|qel



60

37

Figure A1. Montenegro: General Government Debt Sustainability: Bound Tests 1/
(Public debt, percent of GDP)
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Sources: International Monetary Fund, country desk data, and staff estimates.

1/ Shaded areas represent actual data. Individual shocks are permanent one half standard deviation shocks. Figures in the
boxes represent average projections for the respective variables in the baseline and scenario being presented. Ten-year
historical average for the variable is also shown.

2/ Permanent 1/4 standard deviation shocks applied to real interest rate, growth rate, and primary balance.

3/ One-time real depreciation of 30 percent and 10 percent of GDP shock to contingent liabilities occur in 2008, with real
depreciation defined as nominal depreciation (measured by percentage fall in dollar value of local currency) minus domestic
inflation (based on GDP deflator).
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Figure A2. Montenegro: General Government Debt Sustainability: Bound Tests 1/
(Public debt, percent of GDP)
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Sources: International Monetary Fund, country desk data, and staff estimates.

1/ Shaded areas represent actual data. Individual shocks are permanent one standard deviation shocks. Figures in the
boxes represent average projections for the respective variables in the baseline and scenario being presented. Ten-year
historical average for the variable is also shown.

2/ Permanent 1/2 standard deviation shocks applied to real interest rate, growth rate, and primary balance.

3/ One-time real depreciation of 30 percent and 20 percent of GDP shock to contingent liabilities occur in 2008, with real
depreciation defined as nominal depreciation (measured by percentage fall in dollar value of local currency) minus domestic

inflation (based on GDP deflator).
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Appendix II. Montenegro—External Debt Sustainability

1. Montenegro’s external public debt is low. Since the debt restructuring by Paris Club and
bilateral donors in 2003, which almost halved external public debt to around 33 percent of GDP,
the public external debt has continued to decline. Montenegro also benefited from another debt
write-off by Paris Club creditors in 2006, which contributed to total external public debt falling
to about 26 percent of GDP.

2. The data on private external debt is weak; however, staff and the authorities’ estimates
indicate that external private debt has been increasing rapidly since 2006 which warrants
cautious monitoring. Based on available data so far, private external debt is expected to jump
from 19 percent of GDP in 2006 to 30 percent in 2007. Commercial bank debt accounted for just
under half of the increase, with financial institutions taking advantage of improved access to
international capital markets and foreign bank branches in Montenegro borrowing from
headquarters abroad. The remainder of the increase may partly reflect hidden FDI, with the debt
later converted to equity. The mission has stressed the need to maintain record of private debt
stock.

3. The macroeconomic framework projects real growth to slow down gradually, while the
current account situation improves with a fall in FDI related imports, and strong tourism
earnings. Under the baseline scenario, the debt-to-GDP ratio increases from about 53 percent
in 2007 to 59 percent in 2008 and continues to grow to reach 74 percent by 2012. During this
period, the external public debt declines from 22 percent to 16 percent. Meanwhile, the private
sector is expected to replace the role of FDI and pushing up the private external debt to

38 percent by 2008 and continue upwards to reach 58 percent by 2012. An alternative scenario
with key variables at their historical average shows an improvement in external debt because of
exceptionally high FDI. Scenarios with higher interest and a worsening current account indicate
less favorable debt path, especially for the latter shock. A large real depreciation would boost
exports, and lead to a significant improvement in the debt position.
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Appendix 11

INTERNATIONAL MONETARY FUND EXTERNAL

RELATIONS
Public Information Notice DEPARTMENT
Public Information Notice (PIN) No. 08/XXX International Monetary Fund
FOR IMMEDIATE RELEASE 700 197 Street, NW
January XX, 2008 Washington, D. C. 20431 USA

IMF Executive Board Concludes 2007 Article IV Consultation with
Republic of Montenegro

On January 16, 2008, the Executive Board of the International Monetary Fund (IMF) concluded
the Article IV consultation with Republic of Montenegro.®

Background

Independence and huge tourism potential have generated impressive investor interest in
Montenegro and kick started a recovery with growth expected to reach 72 percent in 2007.
Much of this can be attributed to fiscal consolidation and structural reforms over the last few
years.

But strong growth, and the exuberance it has generated, has brought its own challenges. There
are signs of overheating, with inflation and wages picking up, and the current account deficit
soaring. Vulnerabilities are also building up with rapid credit growth weakening private sector
balance sheets, and an asset price boom.

® Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with
members, usually every year. A staff team visits the country, collects economic and financial
information, and discusses with officials the country's economic developments and policies. On
return to headquarters, the staff prepares a report, which forms the basis for discussion by the
Executive Board. At the conclusion of the discussion, the Managing Director, as Chairman of the
Board, summarizes the views of Executive Directors, and this summary is transmitted to the
country's authorities.

Washington, D.C. 20431 e Telephone 202-623-7100 o Fax 202-623-6772 « www.imf.org
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The current account deficit is expected to widen further in 2007 to 37 percent of GDP driven by
high investment (spurred by FDI, which has hovered around 24 percent of GDP in the past few
years) and low savings associated with wealth effects and credit expansion. The share of
foreign credits in the financing of the current account deficit has risen. Rising labor costs have
been eroding competitiveness.

Rapid credit growth is testing the capacity of the young banking system to prudently assess and
manage credit risks. Capital injections have kept the capital adequacy ratio at 18.7 percent of
risk weighted assets, which is high by international standards. Banking regulation and
supervision is relatively strong. The Central Bank has moved quickly to strengthen prudential
regulations, but crucial bank laws have been delayed.

Strong revenue performance and fiscal consolidation have boosted the fiscal surplus, but tax
cuts have weakened the impact of automatic stabilizers. The public sector wage increase of 30
percent to be implemented in steps starting from October 2007 will provide an additional fiscal
stimulus if not offset.

Executive Board Assessment

<Begin Typing Here>

Public Information Notices (PINs) form part of the IMF's efforts to promote transparency of the IMF's
views and analysis of economic developments and policies. With the consent of the country

(or countries) concerned, PINs are issued after Executive Board discussions of Article IV consultations
with member countries, of its surveillance of developments at the regional level, of post-program
monitoring, and of ex post assessments of member countries with longer-term program engagements.
PINs are also issued after Executive Board discussions of general policy matters, unless otherwise
decided by the Executive Board in a particular case.




Montenegro: Selected Economic Indicators, 2003-07

2003 2004 2005 2006 2007
Est. Proj.

Real economy
Nominal GDP (millions of €)
Unemployment rate (in percent)
Real GDP
Tourism
Arrivals
Nights
Retail prices (period average)

Money and credit (end of period, 12-month)
Bank credit to private sector
Enterprises
Households
Bank deposits - private sector

General government finances (cash)
Revenue and grants
Expenditure (incl. discrepancy)
Overall balance
Primary balance
Gross debt

Balance of payments
Current account balance, excl. grants
Foreign direct investments

Exchange rate regime
Exchange rate, U.S.$/€ (period average)

REER (wage-based; annual average change, in percent)

( - indicates depreciation)

(Percent change; unless otherwise noted)

1,392 1,651 1,785 1,979 2,204
229 223 19.7 13.5 11.8 a/

24 4.2 4.0 6.5 7.5

10.7 17.4 16.6 16.3 19.0 b/
7.8 14.7 14.3 13.9 22.4 b/
7.5 3.1 3.4 2.1 3.5

(Percent change)
43.2 332 1389 1913 a/
40.6 302 1122 1984
494 39.7 193.0 180.7
23.0 842 1195 1294 a/

(In percent of GDP)
41.8 37.8 37.4 44.9 50.7
46.6 40.5 39.1 42.5 45.2
-4.8 2.7 -1.8 24 5.4
-3.7 -11 -0.6 3.6 6.6
51.8 45.9 41.6 37.7 40.5

(In percent of GDP)
-11.1 -10.1 -89  -30.7 -37.0
2.8 34 214 23.6 24.4

The euro is the legal tender
1.13 1.24 1.25 1.26

4.4 6.6 7.9 7.4 3.6¢/

Sources: Montenegrin authorities; and Fund staff estimates and projections.

al As of September 2007.
b/ As of August 2007.
c/ As of June 2007.



