CENTRAL BANK OF
MONTENEGRO

CHIEF ECONOMIST'S REPORT
THIRD QUARTER
2005

Podgorica, 2005



PUBLISHED BY: Central Bank of Montenegro
Bulevar Svetog Petra Cetinjskog 6
81000 Podgorica
Telephone: +381 81 665 331
Fax: +381 81 665 336

WEBSITE: http:/www.cb-cg.org

CENTRAL BANK COUNCIL: Ljubisa Krgovic, MS, president
Milojica Daki¢, MS
Krunislay Vukéevié
Goran Knezevié, MS
Petar Draki¢
Radmila Saviéevié
Prof. Franjo Stiblar, PhD

PREPARED BY: Nikola Fabris, PhD, Chief Economist and
Research and Statistics Department

TRANSLATED BY: Lidija Cirovi¢ Popadi¢

DESIGNED BY: Andrijana Vujovié

Users of this publication are requested to make reference to the source of information whenever they use data
from the Report.



CONTENTS

OVERVIEW OF MACROECONOMIC DEVELOPMENTS .......coovoiieiriciciniicieiiecieieceieinesceneeene 7
1. REAL SECTOR DEVELOPMENTS ..ottt 13
L1 ACEIVITIES oot 15
L2U PTICES ot 20
1.3, Labour MATKet.....c.cucueuiiecieiicicieiicictrciet ettt 22
2. MONETARY DEVELOPMENTS .....ooiiiiiieetceeeteeete ettt 27
2.1 MODEY SUPPLY vttt 30
2.2, Banks' LIGUIAILY .vovviiiiicccicicictcteiee ettt 33
2.3. Aggregated Balance Sheet of Banks ........ccccoveeeuriniicininiccininicccccceccesees 35
2.4, MONEtAry ACCOUNLS ...ocviuiiiiiiiiiiiiiicietcte sttt 61
2.5. Banks' Reserve ReQUITEMENTS ........c.couieucuriiiieiniiccieicceecce et seeees 64
2.6. Micro-Credit Financial Institutions (MFIS) ........ccccoeoiiiieieeieniinrrrccccceienenenes 65
2.7. International COMPATISON.......cceeueuiueuiuiuriririririririececeieie ettt senene 67
3. FINANCIAL MARKETS ...ttt ettt 71
3.1 MONEY MATKEE......evviiieiitiieieisi ettt ettt 73
3.2 Capital MATKEL......c.ceuiuiieieieiririrer ettt 75
4. FISCAL DEVELOPMENTS ..ottt 83
4.1, BUA@Etary REVIEW .....covuieiiiiicieiicicietce ettt 85
4.2. Review of Budgetary Funds in the Period January - September 2005.........c.cccceevevererennne. 92
5. EXTERNAL DEVELOPMENTS ..ottt 95
5.1. The Balance of Payments Current ACCOUNE .........cceureeuerriniceeurinicieieineciereeseeciesseeecsessecans 99
5.2. Capital and Financial Transactions ACCOUNL .......c.cceururirirereriririrencieieieieieieieieeeeseeeeseseeenene 115
6. TOPIC OF THE REPORT: OIL SHOCKS AND THEIR IMPACT ON
THE MONTENEGRIN ECONOMY ..ottt 119
7. EU TOPICS ...ttt 125
8. INTERNATIONAL ECONOMY ...coouiiiiiiriiirieieirietrteteteie sttt ettt 133
9. IMPORTANT EVENTS ...ttt ettt 143






Review of macroeconomic developments

2004

1X2005

Procentualna

promjena
REAL SECTOR DEVELOPMENTS
GDP (in current prices in EUR million) 1.555 1162,3
Industrial output index (compared to the same period the year before) 13,8% 1,3%
Forestry (compared to the same period the year before) 6,0% 4,4%*
Construction (compared to the same period the year before) -5,7% 259%*
Revenues from tourism (EUR million) 179,7
Employment
Number of employed people 143.485 148.528**
Number of unemployed people 64.968 51.843
Inflation rate
CPI (compared to December the year before) 1,5% 1,3%
RP| (compared to December the year before) 4.3% 1,4%
Average salaries (EUR, without taxes and contributions) 195 219,39
MONETARY DEVELOPMENTS
M11 (EUR million) 437 568,7
Total deposits (EUR million) 273 406,1 49
Deposits of corporate sector 85,5 124 45
State deposits 46 69 50
Central government Il 26,8 144
Agencies and institutions of Central Government 12 17
Funds and municipalities 23 25,3 10
Deposits of financial institutions 31 42 35
Deposits of citizens (savings) 79 1414 79
Other deposits 31,5 29,7 -6
Total loans (EUR million) 281 3399 21
Loans to economy 176 210 19
Loans to state 19 254 34
Central government 9 3 -67
Agencies and institutions of Central Government 04 13 225
Funds and municipalities 9 21,1 134
Loans to banks and financial institutions 4 1,8 -55
Loans to private citizens 74 92,3 25
Other loans 8 10,4 30
Turnover in stock exchanges (EUR million) 427 125,37
NEX Montenegro stock exchange 239 90,3
Montenegroberza stock exchange 18,8 35,07
Stock exchange indices
NEX20 2523,15 7516,28
NEX PIF 1603,51 3894,69
MOSTE 115,13 336,932
Average interest rate on 28-day T-bills 8,83%
Average interest rate on 56-day T-bills 8,62% 2,38%
Average interest rate on 91-day T-bills 9,70% 2,24%
Average interest rate on 182-day T-bills 10,15%
FISCAL DEVELOPMENTS
(EUR million)
Origin revenues 372,8 314,0
Total expenditure and net borrowings 384,2 2973
Surplus/deficit of the state -11,4 16,6
Financing 9,6 26,5
Grants 6,9 0,1
Revenues from privatization 3,5 111,2
Net borrowing -09 -84,7
EXTERNAL DEVELOPMENTS
Balance of current account (EUR million) -143 -42
Trade balance -431 -355
Balance of services (tourism +transport+fin.services+other services) 140 173
Y%trade deficit other balance ratio 67 88
Capital and financial balance
Balance of current account -% of GDP (in EUR) -9,7 =3[0
Money reserve (EUR million)
Frozen FX savings (EUR million) 123
External debt (EUR million) 5024

*Data for August 2005, **Data for July 2005
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OVERVIEW OF MACROECONOMIC DEVELOPMENTS

The first nine months of 2005 were characterized by an
increase in economic activity. An increase was recorded in
industrial production, tourism, forestry, and construction
industry, and a fall in transportation. Monetary and financial
indicators have been continuously increasing, and fiscal policy
is still led on a sound basis. However, the current account
deficit deteriorated in relation to last year's.

According to estimates by the Secretariat for Development,
gross domestic productin the reporting period amounted to
EUR 1.162,3 million, a nominal increase of 7.5%, and a real
increase of 3.8%. These developments provide a sound basis
for GDP growth to exceed 5% by the end of the year.

Retail prices rose by 1.4% in comparison with end-2004. A
very positive tendency is that the Montenegrin economy has
managed to absorb a negative shock — the great increase in
oil prices (retail prices of petrol have increased 26.31% on
average since the beginning of the year) without any effects
on the movement of prices. The somewhat higher level of
the retail prices index in the last twelve months (3.7%) is
a consequence of the high increase in prices in December
2004 (1.6%). The cost of living index showed a similar trend,
amounting to 1.3% in relation to the year-end 2004.

The positive trends in the monetary sphere, present in the
first two quarters of the year, continued. All the important
monetary indicators recorded their highest values since the
records began. The monetary aggregate M21 rose by 43%
since the beginning of the year, banks potential by 34.2%,
loans granted by 20.8%, and total deposits by 48.6%.

A remarkably high growth was recorded in the savings by
private citizens, 78.4%, and in the last twelve months the
increase amounted to 122.5%. Numerous reasons led to

this increment. First, there is the regained credibility of
the banking sector so that savings stuffed in “mattresses”
enters official banking flows. Then, there is an increase in
citizens' earnings arising from privatisations, i.e. sale of
shares, payment of frozen foreign currency deposit bonds, a
high increase in revenues from tourism, and a higherincrease
in salaries than in the cost of living.

A fast growth in lending activities is a positive trend since
deposits have grown faster than loans. The loans/deposits
ratio was 83.7%, which shows that total deposits are much
higher than loans granted. Taking into account that the
contribution of loans granted to GDP amounted to 29.2%
(102% in the Eurozone), it is obvious that there is more space
for the continuation of this trend.

Private citizens and the state represent net depositors, and the
corporate sector is in the position of a debtor. This structure
can be assessed as favourable because the citizens' and the
state’s consumption generates non-productive effects, and
in the case of citizens, these are often imported products. On
the other hand, if the corporate sector takes loans to finance
investment and current assets, this will lead to anincreasein
economic activity in the forthcoming production cycle.

The banking system was at a very high level of solvency. The
average amount of available assets in this period amounted
to EUR 151.9 million and the average discharged debts EUR
19.4 million.

In the first half of the year, industrial production fell by
3.2%. However, the third quarter brought “a powerful”
growth so the increase in the first nine months of this, in
relation to the same period of the previous, year amounted
to 1.1%, and the annual rate of increase was no less than
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9.3%. The reasons for the recovery of industrial production
should be sought in the fact that the production in the Coal
Mine “Pljevlja” was restarted, the Thermal Power Plant
“Pljevlja” worked to almost full capacity in the third quarter,
production in Steelworks Niksic started, and the tourist
season was very successful, generating an important effect
of increased demand. However, one should be aware of the
fact that a large number of industrial enterprises have low
productivity, redundancies, poor solvency, and a low level
of competitiveness. Therefore, it is essential to accelerate
and finish the privatisation process in all enterprises where
it has not yet been carried out.

The planned fiscal deficit for this year amounts to 2.1%, which
is much below the upper limit foreseen by the Maastricht
criteria (3%). Thus, the actual contribution of budgetary
deficit to GDP is lower than in many members of the EU. Fiscal
discipline is extremely important because in the conditions of
aeuroised economy it represents one of the mostimportant
prerequisites for system sustainability. Important effects on
therelatively satisfactory results in the domain of fiscal policy
were a “good” tourist season, growing economic activity, the
positive effects of decreased tax rates (profit tax and personal
income tax), and additional efforts made by the tax and
customs authorities in the collection of outstanding debts.
Also positive is the downtrend in state indebtedness arising
from Treasury bills and bank loans. The trend of the faster
growth in public expenditure than GDP growth represents
too much of a burden for the economy and citizens. Long-
term policy should be directed towards a decrease in public
consumption, and the achievement of a balanced budget or
aslight budget surplus.

Compared to the same period the year before, the number of
tourists who visited Montenegro and tourist overnight stays
in this period increased by 16.8% and 14.7%, respectively. The
very high rate of increase in the number of foreign tourists
(47%) is very important taking into account the problems
in the balance of payments. Foreign tourists now represent
one third of the total number of tourists, whereas last year
they made up one quarter.

" Data for the first nine months are not available.

Revenues from tourism amounted to EUR 190.7 million, which
represents anincrease of 18%. Encouraging is the fact thatin
the last few years we have achieved two-digit growth rates,
but this should in no way mean that we should be satisfied. It
is necessary to make an additional effort to prolong the tourist
season after the “summer peak”, improve the infrastructure
and the quality of the accommodation capacities.

Road transportis on a downtrend, while air transport and the
turnover in ports are on an uptrend. As for the transportation
via railways, transportation of goods is on the increase, and
the transportation of passengers is decreasing. The economic
activity in forestry recorded a growth of 4.4% in the first
eight months of the year', and effective working hours in
the construction industry increased by 8.5%. Unfortunately,
data on domestic trade and agricultural production are not
available.

The growth in economicactivity also had a positive effect on
the labour market. The number of employed people in July
was the highest in the last two years (data for August and
September were not available during the preparation of this
report), and the number of unemployed was 14% lower in
September this year than in the same month last year.

Interest rates on Treasury bills are on a further decline,
ranging between 1.06% and 2.88%. The current interest
rates are comparable with those in the Eurozone. The reason
for the fall in interest rates is a lower offer of T-bills on one
hand, and the growing credibility of the state and a favourable
credit rating, on the other hand. It is reasonable to expect
that this fall will have a positive effect on the movement of
banking interest rates.

Compared to the same nine-month period last year, turnover
in the stock exchangesincreased by 563.4%. The mainreasons
for this growth are: the privatisation of Telecom Montenegro,
fewer issues of T-bills that provided more available funds for
investing through stock exchanges, the transformation of
privatisation funds into investment funds, a greater interest
by foreign capital, and so on.
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The current account deficit amounted to EUR 42.3 million,
being EUR 26.2 million higher than in the comparative period.
The culprits for such movements should be sought in the high
visible trade deficit. Although the surpluses recorded in all
other balance of payments sub-balances were higher than
those last year, the increase was not sufficient to compensate
for the increase in the foreign visible trade deficit.

The main reason for the deterioration of the visible trade
imbalance is the low competitiveness of domestic producers.
More specific reasons are the increase in the prices of oil in
the world markets, the reduced export of steel owing to
problems in the steelworks in the first half of the year, and
an increase in electricity imports due to the fact that in the
first half of the year the thermal power plant “Pljevlja” did
not work for almost three months. Substantial imports of cars
should also be added to these reasons, of which most were
for the Serbian market, and they were imported through
Montenegro because of low customs duties and more liberal
customs regulations. The main reason for the deterioration in
the external imbalance is also a powerful growth in demand
occurring due to the faster growth in salaries than in GDP,
a high increase in consumer loans, substantial revenues
from private citizens through the sale of shares and tourism
revenues.

The structure of visible trade was unfavourable because low-
processing products were those mainly exported and over
two thirds of imports were made up of consumer goods,
whereas the import of equipment was on a downtrend. The
growing integration of the Montenegrin economy into the
world economy can also be assessed as positive. Total foreign
trade in this period amounted to EUR 1.576 million, while in
the comparative period it was EUR 1.423 million.

The characteristics of small economies, such as the
Montenegrin, are that any problems or remarkable results
in only a few enterprises can have a significant effect on the
overall situation in foreign trade, causing fluctuationsin the
balance of payments in various months.

An extremely positive tendency is the increase in foreign direct
investments, whose net amount was EUR 248.4 million, being
more 6.7 times higher than in the comparative period. Even
if the privatisation of Telecom Montenegro were excluded,
FDIwould still be three times higher than last year. Portfolio
investments also increased, amounting to EUR 5.9 million,
which is three times more than a year ago.

On the basis of the overview of the Montenegrin economy, and
the available data for the reporting period, it can be assessed
that the macroeconomic developments in the Republic by the
end of 2005 will continue in the direction envisaged in the
economic policy for the year.

11
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REAL SECTOR DEVELOPMENTS

The available indicators of economic activities in the first nine months
point to a higher volume of industrial output, a larger turnover in
tourism, the construction industry, and forestry, butalso to a slowdown
in transportation.

According to the estimates of the Secretariat for Development, the
nine-month GDP was EUR 1.162,3 million, which is a 7.5% nominal
growth in relation to the comparative period. The estimate of a 3.8%
real growth was obtained by applying the GDP deflator (an increase in
retail prices) of 3.7%.

RN Activities

Industrial production

Anincrease inindustrial production started in the second, and continued
throughout the third, quarter, resulting in 1.3% higher output than in
the comparative period.

Regardless of the lower production of coal, lignite, and peat of 15.2%
(due to very low production in the Coal Mine “Pljevlja”), the mining and
quarrying sector recorded a growth of 9%.

Monstat data shows a 5.9% increase in manufacturing industry. This
growth is the result of higher production in six branches that accounted
for 11.6% of total industrial output (increases in the manufacturing of
food and beverages of 3.1%, leather and footwear of 41.9%, wood and
wood products of 2.7%, chemicals and chemical products of 381%,
machinery of 58%, and furniture of 13%). Observing certain branches that
recorded higher production in the reporting period, it can be seen that
positive movementsin the food industry recorded constant and powerful
growth since February (the average increase rate was 8%), which can be
estimated as very positive. The production of wood and wood products
also registered a high average rate of increase, over 100%, but great

Table 1.1 - GDP in the period January- September,
EUR million

Percentage change
2004 2005
nominal real
GDP 1.081,2 1162,3 7,5% 3,8%

Source: Montenegrin Secretariat for Development

The reporting period was also characterized by a decline in the number
of unemployed people.

oscillations in this branch were noticed over the months, and the same
occurred in the manufacturing of chemical products and furniture. Afall
in another eleven branches, which accounted for 56% of total industrial
production, varied between —72.9% as recorded in the manufacturing
of textile fabrics, and -0.5% in the manufacturing of other non-metal
minerals. High insolvency and obsolete technology characterised most
of the enterprises dealing with the aforementioned manufacturing
which, in addition to the existence of strong foreign competition on one
hand, and poor purchasing power of the population on the other hand,
significantly hindered the manufacturing of finished products. Lagging
behind in the production of basic metals (aluminium), which accounted
for 43% of total production and 45% of total visible exports, amounted
to 3.1%. This fall in production was due to a continuous increase in
the prices of energy sources and other imported raw material, which
has an adverse effect on the solvency of the Kombinat aluminijuma
Podgorica (Aluminium Plant Podgorica) and its operations. Another
reason for this fall can also be the unfinished process of privatisation
of the Aluminium Plant.

15
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Graph?1.1 - Industrial output
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The production of electricity, gas and water supply was 12.6% lower.
The main culprit for this were frequent interruptions in the work of
the thermal power plant TE “Pljevlja” which was out of order for 106
days (three and a half months) during the reporting period due to the
solvency problems of the coal mine in Pljevlja. Only at the end of July
were the financial assets provided for the sustainability of production

in the coal mine, and sufficient amounts of coal for an uninterrupted
production of electricity later on. High rates of increase in the production
of electricity, gas and water supply of 11.7% and 35.3%, respectively,
were recorded in August and September. Since a stppage in the thermal
power plant of fifteen days is planned for October, due to the usual
preparations for the winter period, it is reasonable to expect another
fall in electricity production.

Graph 1.2 - Industrial production by sectors, @ 2000 = 100
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The annual increase in industrial production in September amounted
10 9.3%.

In spite of the growth achieved in the reporting period, Montenegro's
industry is still characterized by high insolvency, obsolete technology,
redundancies, insufficient productivity, and the slow transformation
of enterprises.

Tourism

The number of tourists who visited Montenegro in this period was
776,500, which is a 16.8% increase in relation to the same period of 2004.

Graph 1.3 - Industrial production @ 2000 = 100
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The number of visits increased in all destinations, whereby 17% and 6%
more tourists visited seaside resorts and mountain resorts, respectively.
Also, the European Basketball Championship held in September, one
of whose hosts was Podgorica, had an effect on the 20% increase in
the number of tourists in the central area of Montenegro. There were
6% more domestic tourists, and a positive trend was the increase in
the number of foreign tourists of 47%. These developments had a
positive effect on the change of the structure of tourists in relation to
the comparative period since the contribution of foreign tourists rose
from 26% to 33%. Looking at the summer months, i.e. the period from
June to September, it can be seen that tourist arrivals grew by 19%, and
the number of foreign tourists by 51%.

2005

Graph 1.4 - Tourist arrivals in the period January- September
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In relation to the comparative period, over five million tourist overnight
stays, or 14.79% more were achieved in this year's nine-month period.
Domestic and foreign overnight stays increased by 9% and 31%,
respectively.

In the structure of foreign tourists, the largest contribution was of those
from Bosnia and Herzegovina (17%), then Russia (16%), and the Czech
Republic (13%).

The results achieved indicate that the efforts made for the preparation of
the summer tourist season yielded positive results. The road infrastructure
was improved, urban sanitation was at a higher level than in previous
years, the tidiness and safety of the beaches, and the quality of the service

in catering, and a more active implementation of programs related to
the development of new forms of tourism started (countryside tourism,
wellness tourism, nautical tourism, extreme tourism, and the like). The
return of tourists shows that Montenegro has a great potential for the
development of tourism, butin order for it to become highly competitive
in the European market numerous complex and important tasks should be
completed. First of all, better conditions should be created for attracting
renowned investors and green field investments, which again should
be supported by improvements in legislation, legal safety, and the
resolving of property rights between the state and private owners and
the corporate sector, provide better information to potential investors
on the conditions and investment opportunities. This would create
conditions for building high-class tourist services, the employment of
a great number of people, and attracting of high-solvency tourists.

Graph 1.5 — Tourist overnight stays in the period January —- September
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Forestry

Anincrease in production in this field since April successfully compensated
for the lower production in the first quarter when there was almost no
wood cutting due to bad weather and heavy snows. Thus in the first
eight months of the year, 4.4% more wood products were produced
than in the comparative period, whereas the production from April until
August was 10% higher.

Construction Industry

The activities in the construction industry also recorded positive
movements. The value of performed construction work in the reporting
period amounted to EUR 40 million, being 2.5% nominally higher than
the year before. Observed through effective working hours, this is an
increase of 8.5%.

Taking into account the fact that the statistical coverage of construction
activities is very poor, and that a great number of enterprises are not
included in the calculation of total performed construction work, it is
assumed that the achieved value of production in this field is higher. This
is confirmed by data on loans granted for construction activities which
recorded an annual rate of increase of 66% at end-June. Also, of total
retail loans at end-June, 12.7% were for residential construction.

Transportation

Monstat data for the first eight months of 2005 points to a slowdown
in total transportation activities. The transportation of passengers and
goods in road transport were 28% and 9.6% lower, respectively. This
can be partly explained by bad weather conditions in the first quarter
of the year, and more intensive work on the reconstruction of certain
road sections before the beginning of the tourist season. Also, illegal
activities of certain carriers were very obvious, especially from the
capital to the municipalities on the north of the republic because the
existing bus lines do not meet the needs of passengers travelling to
these destinations.

The transportation of passengers and freight in air traffic was 3.5% and
4.8% higher, respectively. A larger volume of transported passengers
was evident from June to August, resulting in 10% more passengers
transported in these months than in the same months last year, which
is the result of a better tourist season. If it had not been for an unusual
slowdown in the first quarter (the closing of the airport in Podgorica due
to bad weather, and the strike in the Serbian airline JAT), the turnover in
air traffic would have recorded a much higher rate of increase. Intensive
activities on the implementation of the project “Modernisation of Airports
in Podgorica and Tivat” also contributed to air traffic being restricted
to certain times in the day.

Data on the transportation of goods and passengers via railways shows
that 189% less passengers were transported due to the poor condition of
transport capacities and the reconstruction of certain railway sections.
A larger turnover in ports of 4% contributed to the increase in the
transport of goods of 39.7%. Of total turnover in ports, 58% referred
to exports, and 42% to imports.

However, the comparison of the balance of payments data on
transportation revenues leads to the conclusion that transportation
activities are accelerating. Theoretically, this discrepancy could be
accounted for by adowntrend in the volume of domestic transportation,
and a growth in international transportation. This is partly true, but the
discrepancies are too large to be justified by this factor. The reasons
should be also sought in the difficulties regarding statistical coverage
of transportation, and significant contribution of the grey economy to
this field.

The general conclusion is that the transportation infrastructure in
Montenegro is still at a relatively low level, and that it may represent
a serious impediment to future economic development. Substantial
financial assets should be invested in its modernisation and connecting
to the Furopean transportation flows. Therefore, itis essential to prepare
a detailed strategy for a long-term development of transportation in
Montenegro that will take into account structural changes in the economy,
and encourage overall economic development and progress.
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s 1.2

An increase in the prices of goods and services of 0.3% in September
in relation to the previous month caused monthly inflation of the
same amount, which is the highest monthly rate of increase with the
exception of April when the general level of retail prices rose by 0.4%.
The three main categories that contributed to the September inflation
are agricultural products, liquid fuels and lubricants, and financial
services.

Agricultural products increased by 2.1%, contributing 38.9% to total
monthly inflation, primarily due to the higher prices of seasonal vegetable
ofno less than 43%. Higher prices of oil in the world market pushed up
by the Katrina hurricane that hit the Gulf of Mexico affected the prices of
liquid fuels and lubricants in Montenegro, resulting in their increase of
6.3%in September, which is the highest monthly growth since May 2004.
The contribution of this category to total monthly inflation was 31.8%.
In the category of services, the prices of obligatory vehicle insurance
recorded its third growth this year in September of 1.44% (1.33% in
March and 2.55% in June). Also, the price of technical vehicle inspection
rose by 43.6%, so the aforementioned categories contributed 43% to
the total September inflation. The movement of prices of insurance and
technical inspection of vehicles point to the lack of an adequate market
in this field, and to the activities of certain monopoly structures, which
could represent a threat for future increases in prices.

Graph 1.7 - Retail prices
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The nine-month inflation amounted to 1.4% (measured by the retail
priceindex in September in relation to end-2004). Due to their increase
in September, the prices of services grew faster than the prices of goods.
The comparison with the previous year shows a more accelerated
growth in the prices of goods in relation to a much slower increase in
the prices of services.

The average monthly rate of increase in retail prices amounted to
0.2%.

The largest contributors to inflation, 31%, were the prices of beverages
which rose 8% in the reporting period, followed by the prices of liquid
fuels and lubricants’ contribution of 27% and a growth of 26.3%, and
agricultural products that increased by 4%, accounting for 26% of
inflation. Higher prices of services contributed 21% to total inflation.

Astill volatile oil market represents a threat for growth in the general level
of prices in the forthcoming period. Also, attention should be directed
towards the suppression of monopoly and to oligopoly behaviour of
certain market participants with a view to preventing further pressure
on inflation.

The annual inflation rate was 3.7%, mainly due to the increase in the
prices of telecommunication services of 100% in December 2004, which
resulted in a high inflation rate in that month of 1.8%,

Annual increase rate

6.07
5.071

4.01

0.0
o |
— =

5ol

sllelz

2004

EEFESEEEEEE

2005

Source: Monstat

20



REAL SECTOR DEVELOPMENTS

Graph1.8 - Retail prices (percent change September/December)

Source: Monstat
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Table 1.2 - Retail prices (per cent increase)

1X 2002 1X2003 1X2004 1X2005
Xl112001 XI12002 X112003 XI12004
TOTAL INDEX 8,6% 6,6% 1,9% 1,4%
GOODS 8,3% 4,8% 0,9% 1,3%
- Agricultural products 18,8% -2,4% -6,9% 4,2%
- Industrial products 76% 5,3% 1,4% 1,1%
- Beverages 9,7% 0,1% 1,3% 8,0%
SERVICES 10,4% 15,0% 5,9% 1,5%
Source: Monstat
Table 1.3 - Contribution of certain categories (goods and services) to the inflation
[ Total | Weight | contribution
10000 100%
1 GOODS 8108 79%
11 Agricultural products 514 169%
12 Industrial products 7594 63%
121 Industrial food products 3246 7%
122 Beverages 526 31%
123 Tobacco 514 0%
124 Industrial non-food products 3308 25%
12473 Liquid fuel and lubricants 141 27%
2 SERVICES 1892 21%
21 Professional 131 7%
22 Public utility 248 0%
23 Financial and other services 316 18%
24 Educational 114 1%
25 Public protection services 65 0%
26 Transportation and PTT services 1018 -4%

Source: Monstat and CBM calculations
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The cost of living grew by 1.3% in the nine-month period. Much
above the average grew the expenses for transportation and PTT services
(7%), and tobacco and beverages (6.3%). A slower increase recorded
the apartamental expenses (0.9%), those for culture and entertainment
(08%), clothes and footwear (0.6%), and food (0.4%). The annual
increase in the cost of living amounted to 3.2%.

The increase in producers’ prices of manufactured products
decelerated, but was still faster than the increase in retail prices and
the cost of living. The average monthly increase fell from 0.4% to
0.1%, so the producers prices were 2.6% higher than at end-2004.
Observed by certain sectors, the pricesin the mining and quarrying rose
5.3% due to the higher prices of coal, lignite and peat of 9.3%. In the

manufacturing industry, increases were recorded in the prices of food
products and beverages (2.3%), basic metals (5.2%), wood and cork
products (14%), and furniture (27.6%). Higher prices of basic metals,
which were a consequence of an increase in the prices of aluminium in
the world markets, had an effect on the prices of intermediate goods,
causing their growth of 3.8%.

Changes in the producers prices of manufactured products partly
affect retail prices and the cost of living. However, since the prices of
basic metals had the strongest effect on the producers' prices, this did
not affect retail prices because intermediate goods are not included in
their calculation. The changes in the prices of consumer goods in this
quarter were insignificant, so there was no pressure on inflation from
this side either.

Graph 1.9 - Retail prices and producers’ prices (monthly per cent change)
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mlabour Market

Monstat data shows a significant increase in the number of employees
since April this year. Thus their number in July amounted to 148,528,
which is the highest number of employed people in the last two years.
However, due to a great fall at the beginning of the second quarter, the
average number of employed in the first seven months of 2005 was
0.3% lower than in the same period the year before. Anincrease in the
summer months is usual, so due to a better tourist season in July 2%
more people were employed than in the same month in 2004. Data for
August and September are not available, but taking into account that

Jul |Aug|Sep|Oct|Nov

= = Retail prices
- Producers prices

Dec| Jan Feb|Mar|Apri\| Maj | Jun | Jul |Aug|Sept

2005

all tourist destinations had a good season, and that this year's season
was longer that last year's, the aforementioned months are expected
to show a further growth in the number of employees.

The number of people registered in the Employment Bureau's records
showed a downtrend in 2005, amounting to 51,843 in September, which
is 14% less than in the comparative month. The average number of
unemployed was 16% lower than in the comparative period. This was
due toa good tourist season, the measures undertaken in the employment
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Graph 1.10 - Number of employees in Montenegro
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sector, and the removal of fictitiously registered unemployed people
from the records. Thus, from January to September, 18,285 newly
employed were registered, of which 4,891 were employed during the
season. Also, 494 projects of self-employment were implemented in
this period, which opened 894 jobs.
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Average salaries recorded a slight growth in this year, increasing in the
third quarter by 13% and 5% in relation to the first and second quarters,
respectively. The average salary in September was EUR 336.53, and the
average salary without taxes and contribution amounted to EUR 219.39.
Compared to 2004, salaries rose by 6.2% in the first nine months of 2005,
and salaries without taxes and contributions by 7.6%. However, since the
costof living in the same period rose by 2.2%, we come to a real growth
in the aforementioned salaries of 4% and 5.4%, respectively.

Graph 1.11 - Number of unemployed people in Montenegro
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Graph1.12 - Real wages movement (monthly increase rates)
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Box 1.1 - Personal income taxes and contributions

Personal income tax in Montenegro is calculated using the progressive method. With a view to creating more favourable
conditions for economic development and encouraging entrepreneurship, the Montenegrin Government opted for a gradual
decrease in personal income taxes and contributions during 2004 and 2005. This leads to a great freedom in the economy, having
a stimulating effect on both economic and employment growths, i.e. the transferring of the grey economy into the formal
economy, and opening of new jobs.

Thus, the new legal solutions enabled the reduction of tax rates from 17%, 21% and 25% in 2003 to 15%, 19% and 23%. Also,
the contributions paid by employers for pension and disability insurance and health care fell from 12% to 9.6% and from 7.5%
to 6%, respectively. The contributions for unemployment insurance did not change, 0.50% for both employees and employers.
Therefore, liabilities for contributions paid by employers fell from 20% to 16.1%.

Table 1 — Changes in taxes and contributions on salaries

Contributions changes
Year In EUR Tax rates changes Pension and
Disability Fund Health Care Fund
Up to 61 0%

2003 61 -202 0 euros + 17% on the amount over 6leuros Employee 12% Employee 7.5%
202 - 354 24 euros +21% on the amount over 202 euros Employer 12% Employer 7.5%
over 354 55.9 euros +25% on the amount over 354 euros
Up to 65 0%

Jan. - July 2004 65-218 0 euros + 17% on the amount over 65 euros Employee 12% Employee 7.5%

e 218 - 381 259 euros + 21% on the amount over 218 euros | Employer 12% Employer 7.5%
over 381 60.25 euros + 25% on the amount over 381 euros
Up to 65 0%
July - Dec. 2004 |65-218 0 euros + 16% on the amount over 65 euros Employee 12% Employee 7.5%
Y ’ 218 — 381 24.40eur+20% on the amount over 218 euros Employer 10.8% Employer 6.5%
over 381 57 euros +24% on the amount over 381euros
Up to 65 0%

From Dec. 2004 65-218 0 euros + 15% on the amount over 65eur Employee 12% Employee 7.5%

’ 218 - 381 22.9 euros +19% on the amount over 218 euros Employer 9.6% Employer 6%
over 381 54 euros +23% on the amount over 381 euros
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These legal changes resulted in the reduction in total labour costs. The analysis of the effects of the new legal solutions was

performed on the average salary in 2004 of EUR 302.9.

Table 2 - Calculation of salaries

2003 Ja;(')é:'y J“%gfc' 2005

| Salary (monthly, in EUR) 302.90 302.90 302.90 302.90
Il | Taxes and contributions paid by employee 105.83 104.31 101.96 96.62
Il Total contributions 60.58 60.58 60.58 60.58
Pension and Disability Fund 36.35 36.35 36.35 36.35

Health Care 2272 22.72 22.72 2272
Unemployment insurance 1.51 1.51 1.51 1.51

% Personal income tax 45.25 43.73 41.38 36.04
V | Salary without taxes and contributions 197.07 198.59 200.94 206.28
VI | Taxes and contributions paid by employer 70.27 67.75 60.73 54.78
Pension and Disability Fund 36.35 36.35 3271 29.08

Health Care 22.72 22.72 19.69 18.17
Unemployment insurance 1.51 1.51 1.51 1.51

Local tax 15% (15%*1)* 9.09 6.56 6.21 541
;\%Asggtc;téc;rgoo(fdg%%%ndent trade unions of 061 061 061 061

VIII | Total costs(l1+V+VI) 37317 370.65 363.63 357.68
Contribution of taxes and contributions to total costs |  4719% 46.42% 44.74% 42.33%

Source: Central Bank of Montenegro calculations

* Local tax has been in effect since 2004, amounting to 15% for the municipalities of Podgorica and Cetinje, and 13% of the calculated
tax for other municipalities. In 2003, 3% was charged on a gross salary for public utility services.

The contribution of taxes and contributions to total labour costs on the salary of EUR 302.9 fell from 47.19% to 42.3%, and the
salary without taxes and contributions increased by 4%. Employers’ liabilities for taxes and contributions declined by 22%.
The structure and movements of costs of labour and salaries are very important characteristics of the labour market. They are
closely connected to both labour demand and supply, representing an important determinant of economic growth, so the
reduction of costs should be positively assessed.

The comparison of the contribution of taxes and contributions to total labour costs on the average salary in 2004 in the EU 15
countries and the selected countries shows that Montenegro and Serbia have the largest tax burden which is somewhat larger
than the in the new EU countries, but significantly larger than in the EU 15 countries.
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Graph 1 - Contribution of taxes and contributions to total labour costs
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In addition, it should be taken into account that the average salary in Montenegro has been included in the aforementioned
analysis, but if we considered salaries higher than the average, the situation would be more unfavourable due to the progressive

taxation of salaries.
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Overview of monetary developments

The increase in the main monetary indicators continued in the third
quarter recording their maximum amounts (since the current records
of the data series started), along with the high nine-month, and annual,
rates of increase:

Table 2.1 - Rates of increase of some monetary
indicators

Description/Period )I()I(I 22%(())2 ll;(( 288451
Money supply M21 +43% | +46,4%
Banks’ potential +34,2%| +439%
Total loans +20,8% | +41,7%

Loans to corporate sector +197%| +333%
Loans to private citizens +241%| +40,8%
Total deposits +48,6% +59%
Deposits by corporate sector +452%| 4+ 58,6%
Deposits by private citizens +784% | +1225%
Allocated reserve requirements +62%| +59,6%

The tourist season had asignificant effect on the increase in the monetary
indicators. Seasonal changes characterised the money supply, deposits,
financial assets, and the allocation of reserve requirements.

The money supply M21, to the amount of EUR 781.5 million, was 46.4%
higher than a year ago, which is the result of an increase in deposits.

Total deposits with banks were 59% higher than in the comparative
period, whereas deposits by private citizens rose by 122.5% and the
annual increase in deposits by the corporate sector was 58.6%. Banks’
borrowings were 18.4% higher than at end-September 2004. An increase
in main resources resulted in an increase in banks' lending activity, so
their receivables for loans granted at the end of the reporting period
recorded an annual growth of 41.7%. The growing lending activities
ofbanks is not worrying since the average monthly increase was 2.1%,
and banks' total receivables for loans granted made up 29.2% of GDP.
Also, the average monthly increase in total deposits surpassed the
aforementioned growth in total loans, amounting to 4.6%, and the
loans/deposits ratio was 83.7% for the entire banking system. The
maturity structure of deposits recorded positive changes, so that term
deposits rose 33.7% in twelve months, and the contribution of long-
term loans to the structure of total loans is on the increase.

Banks deposited EUR 85.7 million with foreign banks, and with the
Central Bank EUR 141.1 million.

At the end of the reporting period, the Council of the Central Bank
adopted the Regulation on the Minimum Standards for the Liquidity
Risk Management in Banks that prescribes the methods of identification,
measurement, control and monitoring of the liquidity risk to be in force
asof 1 January 2006.

The Privatisation Council of the Montenegrin Government enacted the
Decision on the privatisation of Niksicka and Pljevaljska bank through
a public tender.

Box 2.1 - Leasing

Besides the obvious advantages in relation to other sources of financing for the leasing users themselves, on the micro-level,
economic theories and experiences hold that leasing offers significant macroeconomic benefits, which was neglected in professional

literature and discussions on this subject until recently.
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Leasing activities affect the entire macro-economy: GDP growth, the (un)employment rate, investments, and monetary aggregates.
0f course, one should be careful when analysing, and always take into account the diverse nature, as well as the mutual effects of
micro-variables. The first direct effect is that on employment. Some 48,000 people are employedin the European leasing industry
today, which is not insignificant. The second, indirect (and far more important) effect is the encouragement of investments through
a decline in costs of financing enterprises. Also, it has been confirmed that there is a negative correlation between the rate of
increase in leasing operations and the unemployment rate. The third effect relates to the stabilising (counter-cyclical) role of
leasing. To wit, when investments and an economy start “falling”, leasing activities have a stimulating effect on the recovery of
the economy. The fourth effect is the financing small and medium (new) enterprises, which is of great importance especially to
transitional economies. To wit, besides the fact that leasing helps these enterprise “grow”, itis important that small and medium
enterprises exist because they embody the entrepreneurship spirit and the culture of capitalism more than other enterprises
(giants and corporations), and this is what is necessary to accelerate the transition process.

However, it should be taken into account that leasing activities bring with them some negative effects. Firstly, leasing contributes
to deterioration in the current account deficit since most of the leasing items are imported. Secondly, as a consequence of the
previously mentioned, there were outflows of euros from Montenegro. Thirdly, foreign debt, seen in a broader context, would
increase. And fourthly, if passenger vehicles were to be the main contributors to total leasing items (as consumer goods) — which
is the practise in Serbia and some of the countries in the region — this would partly diminish the positive effect of initiating
investments.

Yet, generally accepted opinion is that the positive effects outweigh the negative ones, especially in the conditions of relatively
low economic activities, as currently the case with Montenegro. The 10 new EU member countries (especially Slovenia, Hungary,
Slovakia, the Czech Republic, Poland, and Estonia) have recorded extremely high increase rates in their leasing markets in the
last few years, which is certainly due to their being undeveloped leasing markets. Positive tendencies have also been present
in other, less developed countries in the region. In the first six months of the year, Croatia (16 leasing companies) recorded
some EUR 0.5 million leasing operations, and in 2004, the leasing enterprises had been second in the amount of total assets of
financial institutions (5.7%), being in front of insurance companies, but far behind banks (81.6%). Romania recorded an increase
in leasing operations of some 19% in 2004 in relation to the previous year. This country, as well as Serbia, Turkey, Albania, and
Macedonia, as enacted laws on (financial) leasing, and almost all of them have their national leasing associations. The leasing
market in Serbia is still underdeveloped. However, Serbia has the National Leasing Association (12 leasing companies), the Law
on the Financial Leasing (enacted in 2003), and some eminent financial houses operating on in its territory, such as Hypo Alpe-
Adria-Leasing, Raiffeisen Leasing, S-Leasing, HVB Leasing and KB Leasing.

Itis obvious that Montenegro is late in this sense. However, the following leasing companies were registered and started their
operations (with orders, for the time being) in the third quarter: Porsche Leasing, LB Leasing, Hypo Alpe-Adria-Leasing and
S-Leasing. An enactment of the Law on Leasing could have positive effects, but it is not crucial since almost all of the most
developed countries do not have a specific law that regulates leasing activities, but follow the provisions of the Law on Trade,
i.e. the Law on Obligatory Relations. Therefore, the primary factor is the continuation of regaining trust in the legal and the
judicial systems of Montenegro.

S ¥ Money Supply

The money supply M21 amounted to EUR 781.5 million at the end of ~ The M21 money supply grew monthly at the average rate of 4.3%,
the reporting period, which represents the maximum amountsince the - which is a greater increase than in the same periods in 2003 and 2004
current records of the data series started. when it amounted t0 0.7% and 0.9%, respectively.
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Table 2.2 - Money supply M21, at end-months, EUR thousand

2003. 2004. 2005. Change per cent
1X'05. IX'05.
IX Xl IX Xl IX XII'04. X 04,
Mo 302,7 284,9 292,3 290,9 3258 12 1,46
Banks' deposits with CBM 52,7 349 42,3 409 75,8 85,33 79,20
Estimate of cash in circulation 250,0 250,0 250,0 250,0 250,0 0 0
M1 433,8 386,1 417,2 430,7 5379 24,89 28,93
MO 302,7 2849 2923 2909 3258 12 11,46
Demand deposits in EUR 1079 83,1 110,5 130,2 1976 51,77 78,82
Demand deposits in other currencies 23,2 18,1 14,3 9,5 14,6 53,68 2,10
M11 4461 402,6 425,0 4371 568,7 30,11 33,81
MO 302,7 2849 292,3 2909 325,8 12 11,46
Demand deposits in EUR 119,6 98,8 175 136,3 2278 67,13 93,87
Demand deposits in other currencies 23,8 189 15,2 99 15,1 52,53 -0,66
M2 507,4 460,8 5174 535,5 692,6 29,34 33,86
M1 433,8 386,1 417,2 430,7 5379 24,89 28,93
Term deposits in EUR 70,3 71,2 974 98,1 1454 48,22 49,28
Term deposits in other currencies 32 35 28 6,8 93 36,76 232,14
M21 530,9 494,3 533,7 546,5 781,5 43 46,43
M11 446,1 402,6 425,0 437 568,7 30,11 33,81
Term deposits in EUR 81,5 88,2 105,8 102,6 203,5 98,34 92,34
Term deposits in other currencies 33 3,5 2,8 6,8 93 36,76 232,14
Graph. 2.1 - Increase rates of M21, in %
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The moreintensive average increase in 2005 was led by the highmonthly  The average annual increase in M21 was 36.1% for the nine-month
increase of M211in March (24.5%) induced by the increase in term deposits  period, while this average in the previous year amounted to 1.6%.
after the inflow of funds from the privatisation of Telecom Montenegro  The annual increase at the end of the reporting period amounted to
to the Government's account with the Central Bank of Montenegro. 46.4%.
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Graph 2.2 - Money supply M21, EUR thousand
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The comparison of the M21 in the previous two years shows a similar
increase trend. Since growth decelerated after the main tourist season,
we expect that the similar trend will continue until the end of the year
unless thereis another inflow of privatisation funds to the Government's
account with the CBM.

Observed by quarters, a 13.1%increase of M21 was recorded in the third,
in comparison with the first, quarter, i.e. 7.6%in relation to the second
quarter. The respective rates of increase for the previous two years are
shown in Table 2.3. Source: (BM calculations

The structure of the M21 has changed in the last two years in favour
of term deposits which accounted for 27.2% of this money supply.

Table 2.3 - Increase rates of M21, lll quarter in
relation to | and Il quarters, in %

veor | Matmrer T Moo
2003. 6,5 11
2004. 10,0 73
2005. 13,1 76

Vi

Vil Vil IX X Xl Xl

This percentage at the end of the same period the year before amounted
10 20.3%, as shown in Table 2.4.

However, the money supply M11 remained the main contributor in M21
in the third quarter, EUR 568.7 million, which is 34% more than in the
comparative period in 2004,

Note: Monetary base (MO0) is comprised of banks deposits with the
(BM-Payment Operations (banks’ giro accounts and allocated reserve
requirements, excluding the part banks keep as treasury bills) and the
estimated amount of cash in circulation. Monetary aggregate M1
is comprised of M0, demand deposits by the non-banking sector with
banks and the CBM-Payment Operations, in EUR and other currencies,
excluding deposits by the central government. Monetary aggregate
M11 comprises M1 plus the central government’s demand deposits in
EUR and other currencies. Monetary aggregate M2 includes M1 and
the non-banking sector’s term deposits with banks, in EUR and other
currencies, excluding deposits by the central government. Monetary
aggregate M21 comprises M11 plus the central government’s term
deposits in EUR and other currencies.

Table 2.4 - Structure of money supply M21, in %

- . 2003. 2004. 2005.
Description/Period X | X X | v X
M21 100,0 100,0 100,0 100,0 100,0
M11 84,03 81,45 79,64 79,98 72,77
Term deposits in EUR 15,35 17,84 19,82 18,78 26,04
Term deposits in other currencies 0,62 0,71 0,54 1,24 1,19

Source: (BM calculations
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Graph 2.3 - Money supply M21, EUR thousand
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S RABanks' Liquidity

The first three quarters of 2005 were characterized by a satisfactory
liquidity of banks, on the whole. The level of banks" liquid assets in the
country and abroad (the average being EUR 117 million) were always
higher than their accounts payable (the average being EUR 17.2 million),
which created surpluses to an average amount of EUR 99.8 million.”

Banks' total assets available for payments fluctuated in this period from
EUR 64.5 million and EUR 185 million, and the main contributors were
assets available for domestic payments.

IX X ‘ IX ‘
2004

At end-September, these assets amounted to EUR 184.5 million, of
which 59% were those available for domestic payments, and 41% to
assets available for international payments.

Observed by quarters, the highest level of average assets available for
payments was recorded in the third quarter, EUR 151.9 million.

The level of liquid assets in relation to short-term liabilities® was above
the prescribed level of 10% for the banking system as a whole during
all three quarters of the year.

Table 2.5 - Available assets and discharged debts at end-months, EUR thousand

o . 2003. 2004. 2005.
Description/Period
Xl IX Xl 1l Vi IX
Available assets 79.578 108.945 100.727 101.620 142.239 184.531
Discharged debts 22.746 18.016 24.380 20.649 26.511 26.147
Surplus/deficit 56.832 90.929 76.347 80.971 115.728 158.384

Source: Banks in Montenegro

? Source: Banks reports on daily liguidity
3 Source: Banks™ decade reports on liquidity
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Graph 2.4 - Available assets and discharged debts, EUR thousand
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Table 2.6 — Average quarterly balance of available assets and discharged debts, EUR thousand

2005.
Description/Period
| quarter Il quarter Il quarter
Available assets 84,359 115,126 151,923
Discharged debts 13,531 18,937 19,475
Surplus/deficit 70,828 96,189 132,448

Graph 2.5 - Banks’ liquid assets and short-term liabilities, monthly average, EUR thousand
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Banks' total assets at the end of the reporting period reached their
highest level since the monitoring of data started, amounting to EUR
596.2 million.

During the three quarters, banks' total assets grew at an average rate
of 3.4%, the highest monthly rate of increase was achieved in May,
8.6%, and the lowest in April (0.6%), although a fall of 1.6% was
recorded in January.

Observed by quarters, total assets in the second quarter were 15%
higher than in the first, and those in the third quarter were 11% higher
than in the second quarter of the year.

The comparison of banks total assets at the end of the third quarters
in the period 2002 — 2005 shows that the highest annual increase was

EXAAggregated Balance Sheet of Banks®

achieved in 2005, 43.9%, while compared to 2002, this is a 84.5%
increase.

In relation to the third quarter of 2004, only one bank recorded a fall, while
other banks recorded increases in their total assets, of which the highest
annual increase amounted to 85.4%, and the lowest was 19.4%.

The aggregated balance sheet of banks at the end of the third quarter
of 2005 shows that all balance items, except receivables for purchased
securities, recorded an annual increase, and the structure of the balance
changed. Thus, the contribution of monetary assets and deposits with
depository institutions rose from 29% to 34%, that of total deposits
from 62% to 68%, and other liabilities from 3% to4%, while the
greatest decline in contribution was recorded in total capital, from
22% t0 17%.

Table 2.7 - Aggregated balance sheet of banks, at end-months (EUR thousand), and rates of increase

2004 2005 IX 05 |1X 05 IX
X [ xi mo [ owi | x| xio4 | o4

1.inMS$[>i|:c\S;cie:)|'I)1/Sassets and deposits with depository 183| 1076 1107| 1536| 2029 88.5%| 71.5%
2. Loans 2399 281,5 3039 336,6 3399 20.8% | 41.7%
2.1. Loan loss provisions -10,6 -11,2 -10,6 -12,9 -126| 11.6%| 184%
2.2. Net loans 2293 270,2 2933 323,7 3273 211% | 42.8%

3. Securities 224 239 23,8 17,7 16,1 -324% | -279%
4. Other assets 469 45,3 40,0 41,6 51,01 12.5% 8.8%
5. Provisions for other assets items 24 2,7 -0,8 -0,8 11 -583% | -54.1%
6. TOTAL ASSETS 414,5| 4444| 4670| 5358| 596,2| 34.2%| 43.9%
1. Deposits 2554 273,2 2991 3514 406,1| 48.6%| 59.0%
1.1. Demand deposits 1314 151,5 165,3 197,0 2402 58.6%| 829%
1.2. Term deposits 1241 121,7 133,8 1544 165,8| 36.3%| 33.7%

2. Borrowings 55,0 59,5 60,8 63,7 65,1 93%| 184%
3. Other liabilities 12,2 209 18,3 251 23,81 139%| 953%
4. Total capital 919 90,8 88,8 95,5 101,31 11.6%| 10.2%
5. TOTAL LIABILITIES 414,5| 444,4| 4670| 5358| 596,2| 34.2%| 43.9%

Source: Banks in Montenegro

* Preliminary data for September 2005
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Graph 2.6 - Banks' total assets (EUR thousand), and monthly rate of increase (right axis, %)
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Table 2.8 - Increase in banks’ total assets by quarters, in %
Description/Period 2005
/Xl Vi/iN IX/VI

Banks' total assets 5 15 11

Source: (BM calculations

Graph 2.7 - Banks' total assets (EUR thousand) and annual increase, end of the third quarter, 2002 - 2005
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Source: Banks in Montenegro and (BM calculations
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Table 2.9 - Structure of aggregated balance sheet of banks, %

2004 2005
IX Xl 11} VI IX

1.i¢]/\scsirt1$aorr>]/sassets and deposits with depository 79 2 2 79 34
2.Loans 58 63 65 63 57
3. Securities 5 5

4. Other assets 11 10 9 8 9
5. Provisions for assets items -3 -3 2 -3 2
6. TOTAL ASSETS 100 100 100 100 100
1. Deposits 62 61 64 66 68
2. Borrowings (total) 13 13 13 12 1
3. Other liabilities 3 5 4 5 4
4. Total capital 22 20 19 18 17
5. TOTAL LIABILITIES 100 100 100 100 100

Source: Banks in Montenegro

The currency structure of certain items in the aggregated balance sheet
shows the main contribution of the EUR. Thus, 99% of receivables for
loans granted were in euros, 93% of deposits were in euros, and banks

borrowed in euros.

During the nine months, an increase in monetary assets and banks’
deposits with depository institutions was remarkable, amounting to
EUR 202.9 million at end-September.

Table 2.10 - Currency structure of certain items in banks’ aggregated balance sheet, in %

Description/Period X 2005
EUR Other currencies
Cash and deposits with depository institutions 92 8
Loans 99
Loans to the corporate sector 99 1
Loans to private citizens 100 0
Loans to general Government 95 5
Loans to banking and financial institutions 100 0
Other 100 0
Deposits 93 7
Deposits by the corporate sector 96 4
Deposits by private citizens 90 10
Deposits by general Government 98 2
Deposits by banking and financial institutions 91 9
Other 93 7
Banks' borrowings 100 0

Source: Banks in Montenegro
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Within this item, 44% (EUR 89.4 million) were monetary assets, and
56% (EUR 113.5 million) deposits with depository institutions.

Monthly movement of this balance sheet item was determined by the
change in demand deposits, both recording the same level of movements,
as shown in Graph 2.10. In the comparative period of 2004, after July
and August, when these two categories recorded positive movements
due to the tourist season, their fall came in September. This year, both

categories rose in September, and this positive trend is expected to
continue in the forthcoming period.

Within the category “Deposits with depository institutions”, the largest
contributors were deposits with foreign banks/financial institutions,
58.7%, while deposits with the CBM contributed 39.3%, and those
with domestic banks 2%.

Graph 2.8 - Monetary assets and deposits with depository institutions (EUR thousand), and annual

increase rate
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Graph 2.9 - Monetary assets and deposits with depository institutions, EUR thousand
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Graph 2.10 - Monthly increase in monetary assets and deposits with depository

institutions (MAD) and demand deposits (DD)
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Source: Banks in Montenegro and (BM calculations

The first three quarters of 2005 were characterised by an increase in
total loans, so banks' total receivables for loans granted in this period
amounted to EUR 339.9 million.

Table 2.8 - Total loans, EUR thousand

e o v e vt oA A Y
2002 2003 2004 2

005

The average monthly growth in loans in this period was 2%.

2004. 2005.
| Il 1] \Y | Il

quarter | quarter | quarter | quarter | quarter | quarter | quarter
Financial institutions 0,5 0,6 0,1 39 2,1 19 1,8
Banks 0,0 04 0,0 1,0 0,5 0,0 0,0
Other financial institutions 04 0,2 0,1 29 1,6 19 1,8
Non financial institutions 141,9 159,8 163,2 184,3 202,3 218,4 2194
Public non financial institutions 16,2 18,1 14,0 18,2 21,7 22,6 21,4
State owned enterprises 13,9 14,0 94 10,5 12,9 14,9 14,1
Public owned organizations 23 4,0 47 77 8,8 77 74
Other non financial institutions 125,7 141,8 149,2 166,1 180,6 195,8 1979
Privately owned enterprises - domestic 121,2 136,7 142,8 159,3 174,7 189,5 1919
Entrepreneurs 4,6 51 55 58 41 44 4,2
Foreign enterprises 0,0 0,0 1,0 1,0 18 19 19
General Government 15,7 12,4 10,8 18,8 23,0 27,5 254
Central Government 12,3 8,2 6,3 9,2 6,8 34 3]
Agencies and institutions of central Government 0,6 0,5 0,5 04 04 1,2 1,3
Local Government - Municipalities 1,2 1,5 14 1,7 2,0 30 3,7
Government funds 1,6 23 2,6 75 13,8 199 174
Private citizens 58,1 65,0 65,6 74,4 76,3 88,0 92,3
Non profit organizations 0,0 0,1 0,1 0,2 0,2 0,8 0,9
Other 0,0 0,0 0,0 0,0 0,0 0,0 0,0
TOTAL 216,3 238,0 239,9 281,5 303,9 336,6 3399

Source: Banks in Montenegro
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Graph 2.11 - Total loans and their monthly increase
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Such an increase in loans cannot be regarded as worrying, especially if
taking into account the fact that total loans made up 29.2% of GDP in
the reporting period. In the same period of 2004 they made up 23.7%,
and 18.3% at end-2004 when this percentage in Croatia amounted to
62%, 46% in Slovenia, and the non-weighted average for the Eurozone
was 102%.

Table 2.12 — Real growth of GDP and loans
(total), in %

| 2003. | 2004. [IX2005.
Real GDP growth 23 37 38
542 | 360 | 403

Real growth of loans

Source: (BM calculations

Ahigh rate of increase in loans (Table 2.12) can be explained by the great
demand for loans due to their almost non-existence in the period prior
to the banking system reform (especially housing loans and consumer
loans). On one hand, due to low wages and the need to renew household
appliances (consumer durables), and the need to resolve housing needs,
there is a greatly inelastic demand for retail loans. On the other hand,
the corporate sector needs loans for the procurement of current assets,
replacement of equipment, and financing liquidity problems. There is
still more room for an additional increase in loans™ contribution to GDP,
but only if accompanied by an increase in deposits.

The average monthly increase in loans of 2.1% was accompanied by an
average growth in loan loss provisions of 1.7%.

Loan loss provisions amounted to EUR 12.6 million, of which the main
portion, 53.1% referred to provisions for loans granted to privately owned
enterprises. Also, 32.6% referred to state owned enterprises and public
organisation, 10.6% to private citizens, 2.2% to entrepreneurs, 1.4% to
general Government, and 0.01% to banks and financial institutions.

At the same time, loan loss provisions made up 3.7% of total loans.

Table 2.13 - Loan loss provisions/total loans
ratio, in %

2002 2003 2004 2005
Description/Period
Xl IX | Xl IX | Xl IX
Loans loss provisions/ 30 | 41|33 | 44|40/ 37
total loans

Source: Banks in Montenegro and (BM calculations

The increase in banks lending activity was enabled by a growth in
deposits with banks, and borrowings which banks mostly take from
foreign banks/financial institutions.
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Graph 2.12 - Total loans (right axis) and loan loss provisions, EUR thousand
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Table 2.14 - Sectoral structure of deposits, EUR thousand
2004. 2005.
1X Xl IX
Description/Period - - .
deposts| deposts| Tt | deposts | deposts| Tt | deposts | deposis| 1%
Financial institutions 8,3 23,6 31,9 10,7 19,9 30,6 17,6 24,4 42,0
Banks 33 174 20,7 6,0 12,3 18,3 4.4 8,2 12,6
Other financial institutions 5,0 6,2 1,2 47 76 12,3 13,2 16,2 294
Non financial institutions 61,3 33,6 94,9 69,6 34,0 103,6 91,5 49,7 141,2
Public non financial corporations 189 12,3 31,2 11,5 134 24,8 124 10,7 23,1
Other financial corporations 424 21,2 63,7 58,2 20,6 78,8 79,2 39,0 118,2
Privately owned enterprises - domestic 38,5 20,0 58,5 53,9 16,8 70,7 719 31,4 103,3
Entrepreneurs 13 0,0 13 1,1 0,0 1,1 2] 0,0 2,1
Foreign enterprises 2,6 12 3,8 3,2 3,8 70 52 76 12,8
General Government 19,7 32,2 51,9 18,1 28,1 46,2 439 25,2 69,1
Central government 5,7 6,4 12,1 6,2 45 10,7 23,8 3,0 26,8
égigfﬁs;‘f nstitutions of central 67 98 165 64 63 127 122 48 170
Local Government - Municipalities 14 0,1 1,5 1,8 0,2 2,0 39 0,0 39
Government funds 59 15,8 21,7 3,7 171 20,8 4,0 174 214
Private citizens 30,0 33,6 63,6 40,1 39,2 79,3 75,5 65,9 141,4
Non profit organizations 4,6 0,9 5,6 51 0,2 53 8,2 0,4 8,6
Other 7,5 0,2 7,7 79 0,4 8,3 3,5 0,3 3,8
TOTAL 131,4 1241 255,4 151,5 121,7 273,2 240,2 165,8 406,1

Source: Banks in Montenegro

The sectoral structure of total deposits at the end of the reporting period
changed in relation to the comparative period of, and the end of, 2004

in favour of deposits by private citizens that accounted for 34.8% of

total deposits.

The nine-month and the annual changes of deposits are shown in
Table 2.16.
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Table 2.15 - Sectoral structure of total
deposits, in %

Table 2.16 - Rates of increase in deposits, in %

Description/Period )I()I(I %54 %‘
2004. 2005.
X Xl X Financial institutions 37,2 31,4
Financial institutions 5] 2] 103 banks 513 | 593
——— Other financial institutions 1391 1614
Non-financial institutions 371 379 34,8 Non financial institutions 36,4 489
General Government 203 169 170 Public non financial corporations 71 26,1
Private citizens 24.9 290 34,8 Other financial corporations 50,1 85,7
Non-profit organisations 2,2 19 2,1 Privately owned enterprises - 461 765
Other 300 30| 09 domestic / '
Entrepreneurs 93,8 61,0
TOTAL 100 100 100 Foreign enterprises 829 234,2
General Government 49,4 33,2
Source: Banks in Montenegro and (BM calculations Central government 1505 | 1206
égencies and institutions of central 339 28
The average monthly increase in total deposits amounted to 4.6% overnment —
Local Government - Municipalities 94,0 170,1
in the reporting period, with a fall being recorded only in January. Covernment funds 27 16
The average monthly increase in deposits which was higher thanthe  “priyate citizens 784 | 1225
corresponding increase in loans in the first three quarter of 2005iS  Non profit organizations 63,0 54,4
assessed as very positive. Other -54,3 | -50,8
TOTAL 48,6 59,0

In the period 2002 — September 2005, the amount of total loans granted
was lower than deposits and borrowings.

Source: Banks in Montenegro and (BM calculations

Graph 2.13 - Total deposits and monthly increase in total deposits, EUR thousand
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However, regardless of the fact that the total quantity generated for
the main sources of lending activity was sufficient to meet the growing
demand forloans, in certain months (the second and the third quarter of
2004, and the first four months of 2005) deposits were below the level of
loans granted which is the reason why banks borrow from foreign banks/
financial institutions that have partial ownership of these banks.

The total loans to deposits ratio significantly changed in the period
March 2002 — September 2005. Thus, their average in this period was
83.5%, whereby the maximum quotient was registered in February
this year, 106.5%, and the minimum in March 2002, 48.5%. At the end
of the third quarter this year, this ratio for the entire banking system
amounted to 83.7%.

Graph 2.14 - Granted loans, deposits, and banks™ borrowings, EUR thousand
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Graph 2.15 - Total loans and deposits, EUR thousand
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Graph 2.16- Total loans/deposits ratio, %
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Graph 2.17 - Maturity structure of total loans, %
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The maturity structure of total loans has improved remarkably since
2002 in favour of long-term loans which accounted for 50%, while
their contribution at end-2002 was only 17%.

Of total deposits, demand deposits made up 59.2% and term deposits
40.8% at the end of the third quarter. In spite of an increase in term
deposits, annually being 33.7%, demand deposits recorded higher
rates of increase, being 82.9% higher at end-September 2005 than in
the same period the year before.

Unlike previous years, when a fall in demand deposits was usual in
September after an increase in the months of the main tourist season,
this year, an increase in these deposits continued in September, and
such a trend is expected in the forthcoming period.

While the movement of demand deposits was mainly determined by
seasonal effects, with strong oscillations, term deposits showed a stable
upward trend. In the first nine months of 2002, 2003, 2004, and 2005,
term deposits recorded the same.
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Graph 2.18 - Demand deposits and term deposits, EUR thousand
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Graph 2.20 - Term deposits, 2002 - IX 2005, EUR thousand

v 2002 2003

1600004 —— —2004— — 2005 _ _—_——— - -

140000- .

1200004 — — — -

100000 — — — — — —_

80000

e0000{

400004

200004
0

o v v v v vl KX

However, the contribution of certain categories of term deposits to total  contributors remained term deposits of up to one year, their contribution
deposits changed in comparison with last year. Although the main  fell from 29.2% in December 2004 to 25.6% at end-September this year,
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whereas the contribution of term deposits of up to three years rose from

2.9% 10 7.5%, which can certainly been viewed as positive.

Most of the term deposits of up to three years were deposited by private

citizens, 40.5%, then by privately owned enterprises, 26%, and financial

institutions, 22%.

Graph 2.21 - Maturity structure of total deposits, %
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Box 2.2 - Concentration in the Montenegrin Banking System

The concentration of the banking system can be analysed by using the market concentration indicator CR (Concentration Ratio)

and the Herfindahl-Hirschman index (HHI).

The indicator of the market concentration shows the contribution of the largest (one, two, three, and so on) banks in the entire
banking system. Thus, the largest banks can be determined on the basis of their assets, deposits, and/or capital.

Table 1 - Concentration in the banking sector of Montenegro — Index of concentration

CRa: Assets CRk: Net assets (VI 2005) CRd: Deposits
1bank | 3 banks | 5banks | 1bank | 3 banks | 5banks | 1bank | 3banks | 5banks
2002 22% 59% 75% 19% 53% 71% 30% 72% 90%
2003 27% 59% 78% 18% 50% 74% 33% 67% 85%
2004 31% 60% 77% 18% 47% 65% 37% 62% 82%
IX'2005 37% 63% 80% 20% 49% 67% 45% 68% 85%
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From end-September 2002 to September 2005, banks™ assets increased by EUR 255.8 million or 75%. One bank increased its
market share from 22% to 37%, i.e. five banks that accounted for 75% of total assets of banks at end-2002, at end-September
this year they made up 80% of total assets of all banks. Looking at the concentration according to deposits, it can be seen that the
domination of one bank grew, from 30% at end -2002 to 45% of total deposits with domestic banks at the end of the reporting
period. A different picture is obtained when observing the banking system concentration according to total capital.

Bigger countries and those with a developed financial sector (with a larger contribution of non-banking financial institutions)
have less concentrated banking sectors, and in the last few years, a decline in the number of banks and an increase in the value
of assets have been evident in transitional countries. Therefore, the extremely high value of the CR5 concentration index in
Montenegro is not surprising since it includes 50% of the total number of banks.

Table 2 - Concentration index - assets (5 banks)

Country | CRa 5:2003.
Montenegro 78%
Croatia 71%
Macedonia 71%
Slovenia 67%
Czech Republic 66%
Romania 62%
Poland 52%

Country CRa 5:2004.
Montenegro 77%
Germany 221%
Belgium 84,3%
Czech Republic 64%
Estonia 98,6%
Spain 419%
Holland 84%
Poland 50,2%
Slovenia 64,1%
Slovakia 66,5%
Finland 82,7%
Non-weighted average for EU25 59%

Source: ECB, EU banking structures, October 2005

The most commonly used measurement of market concentration is the Herfindahl-Hirschman index, which is calculated as the
sum of the market share squares of all banks, and it can be calculated according to assets, deposits, or loans. The HH Index of
concentration (assets, deposits, loans) shows a monopoly if amounting to 10,000, i.e. perfect competition is 0. If the HHI is lower
than 1,800, it means that there is no monopoly, and if falling to lower numbers, it means that there is a large number of banks
with small market shares.
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Table 3 - HH Index, Montenegro banking system

| 2002. | 2003. | 2004. [ 1x2005.
HHI assets 1552 1531 1641 1964
HHI deposits 1965 1,892 1991 2485
HHI loans 1950 1,526 1699 2165

The value of the HH index for the concentration of assets rose from end-2002 to 412 units at end-September. At the same time,
the HH index for the concentration of deposits and loans increased by 520 and 215 units, respectively.

Inthe case of deposits with domestic banks, it can be seen that there is a concentration since the HHI for this category was higher

than 1,800 during the observed period. The same conclusion is drawn in the case of the HHI for loans, while the same index for
assets shows the existence of concentration in 2005.

Table. 4 - HHI -assets

Country | HHI assets: 2003
Montenegro 1.531
Croatia 1.271
Macedonia 1.842
Poland 754
Estonia 4.733

Country HHI assets: 2004
Montenegro 1.641
Belgium 2.100
Czech Republic 1.103
Germany 178
Estonia 3.887
Spain 482
France 623
Italy 230
Luxemburg 304
Hungary 795
Austria 552
Poland 692
Slovenia 1425
Non-weighted average for EU25 1.171

Source: ECB, EU banking structures, October 2005

The concentration is closely connected to market size, so some smaller countries have a higher degree of concentration due to
the presence of several larger banks.
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The aforementioned indicators of concentration measure the concentration as the contribution of any bank, i.e. a group of
banks in overall banking sector. It should be stressed that there is no optimum degree of banking market concentration, and
the concentration may disturb the operation of the market.

In many countries, the central bank plays an active part in the protection of competition in the banking system, i.e. itis responsible
for the measurement of concentration and competition in this sector with a view to preventing too much of a concentration
and the creation of monopoly. It is possible for the body authorised for securing sound competition in the banking sector to be a
part of an institution in charge of these activities pursuant to the pertinent antimonopoly law, or the central bank. Montenegro
still has no antimonopoly regulation.

Competition in the banking sector would be monitored through the control of concentration, i.e. bank mergers and absorptions
that can be horizontal, vertical, and conglomerated. The Central Bank gives licenses for various forms of concentration in the

Montenegrin banking system.

The debt of the corporate sector for loans taken from domestic banks
amounted to EUR 210.1 million at the end of the reporting period, which
was 33.3% more than at end-2004. At the same time, banks owed EUR
124.1 million to the corporate sector for received deposits, so the net
debt of the corporate sector was EUR 86 million.

The loans/deposits ratio has been constantly over 100 since 2002, which
means that the corporate sector has been taking more loans than it has
deposited with domestic banks.

Table 2.17 - Loans/deposits ratio of the

corporate sector, in %

2002

2003

2004

2005

Xl

Xl

X | xu

IX

Loans/deposits | 1082] 1391 ] 2014] 2054] 1693

Source: Banks in Montenegro and (BM calculations

Graph 2.22 - Loans and deposits (Montenegrin economy), EUR thousand
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Table 2.19 - Deposits and loans by the state

For granting loans to the corporate sector banks also use credit lines for owned companies, EUR thousand

the development of small and medium enterprises, mainly from foreign
financial institutions.

Description/ | 2002 | 2003 2004 2005
. ) . Period
However, from May 2005 the annual rates of increase in deposits were ‘ Xl Xl IX Xl IX
higher than the annual rates of increase in loans granted to the corporate Deposits /4| 95| 184 137] 188
sector (Graph 2.23). Loans 84 12,4 94 10,5 14,1
Deposits-Loans -1,0 -3,0 9,1 3,2 4,7
Looking at the privately owned and state owned enterprises separately Loans/Deposits | 1140 131.2] 509] 769] 751

from entrepreneurs, it can be seen that privately owned enterprises

Source: Banks in Montenegro and (BM calculations
were net debtors,

Table 2.18 - Deposits and loans by private Entrepreneurs were net debtors at the end of the reporting period.
sector, EUR thousand

Table 2.20 - Deposits by the corporate sector,

Description/ | 2002 | 2003 2004 2005 EUR thousand
Period X | Xl IX Xl IX
Deposits 653| 816| 585| 70,7| 1033 Description/ 2004 2005
Loans 703| 1141 142,8| 1593| 1919 Period IX Xl IX
Deposits-Loans -50| -326| -84,2| -886| -88,6 Deposits 13 1,1 2,1
Loans/Deposits 107.6| 140.0| 2439| 2253| 1857 Loans 55 58 4,2
Deposits-Loans -4,2 -4,7 2,1
Source: Banks in Montenegro and (BM calculations Loans/Deposits 4255 5416 2025
State owned enterprises were net depositors, Source: Banks in Montenegro and (BM calculations

Graph 2.23 - Annual growth rate of loans and deposits by the economy, in %
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The average monthly increase in loans granted to the corporate sector
during the three quarters of 2005 of 2% was lower than that to private
citizens (2.4%). The annual growth in loans to the corporate sector was
33.3%. Data on industrial output shows that it was 1.3% higher than
in the comparative period of 2004, while the nominal growth of GDP
was 7.5% (a 3.8% real growth). This means that the increase in loans
granted to the corporate sector was not accompanied by an increase in
industrial production, which was expected since the main contributors
in these loans remained short-term loans, but they do not support the
investment activity of the economy.

Table 2.21 - Maturity structure of loans to
corporate sector, in %

Description/ 2004. 2005.
Period X o Loxn [ om [ owi [
Short-term 64 63 57 53 51
Long-term 36 37 43 47 49
Total 100 100 100 100 100

Source: Banks in Montenegro and (BM calculations

Since most of the enterprises involved in industrial production are illiquid
(textile, chemical industry, and the like), funds received from banks are
used for liquidity maintenance and not for investments. Actually, most of
the loans to the corporate sector are granted to non-production activities.
Thus, according to data for June this year®, most of the loans were granted
to trade undertakings (28.72%) and services, and tourism and catering
(9.469%). However, the substantial lending activity had a positive effect
on the volume of tourism activities, but it cannot be determined how it
reflected on the volume of turnover due to the lack of data.

Inthe case of deposits by the corporate sector, there is the possibility of
decline in the forthcoming period since economic entities are allowed
to have accounts with international banks in accordance with the Law
on Current and Capital Transactions. This means that domestic banks,
facing foreign competition, will have to pay a lot of attention to retaining
current, and attracting prospective, clients.

The debt of private citizens for loans taken from domestic banks
amounted to EUR 92.3 million at the end of the reporting period, and
the amount of total deposits by private citizens with these banks was
EUR 141.4 million. This means that private citizens were net depositors
of domestic banks to the amount of EUR 49.1 million. This has been the
situation since October 2004, and before that they were net debtors since
the loans they took from banks were higher than their deposits.

Graph 2.24 - Loans and deposits to private citizens, EUR thousand
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Such movements of deposits by, and loans to, private citizens resulted
in a decline in the loans to deposits ratio to 65.3% at the end of the
reporting period.

Table 2.22 - Loans/ deposits ratio of private
citizens, in %

maturing in 3 years rose from 10.1% in the third quarter of 2004 to

18.6% in the reporting period.

Table 2.23 - Maturity structure of loans and

deposits of private citizens, in %

o . 2004. | 2005.
Description/Period
2002 | 2003 2004 2005 IX | X | X
Xl Xl 1X | X 1IX Loans to private citizens
Loans/Deposits | 1004 1108] 1032] 938] 653 short-term loans 477] 473| 333
Long-term loans 523| 526| 66,7
Source: Banks in Montenegro and (BM calculations Deposits of private citizens
Time deposits 472| 505| 534
_ . y Term deposits 52,8| 495| 46,6
Also, dgposns by private citizens grew faster than loans granted, as Term deposits up to 3 months 01| 120| 75
shownin Graph 205, Term deposits up to 1 year 798| 758| 733
) _ N Term deposits up to 3 years 10,1 M1y 186
The maturity structure of the loans granted to private citizens shows Term deposits over 3 years ool 02| o6

the main contribution of long-term loans, and the main contributor
to deposits by private citizens were demand deposits, 53.4%. As for
term deposits, predominant were those with a maturity period of up
to one year (73.3%), while term deposits maturing after 3 years were
the smallest contributors. Regardless of their large contribution to term
deposits, deposits maturing in one year contributed less than in the
comparative period of 2004 (79.8%), while the share of term deposits

Theincrease in loans granted to private citizens was slower than in the
comparative period. To wit, in the nine-month period of 2005 these
loans grew at a monthly average of 2.4%, and the corresponding rate

last year was 3.2%.

Graph 2.25 - Annual growth rate of loans and deposits of private citizens, in %
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Box 2.3 — Private Citizens' Borrowing

Any calculation of citizens™ indebtedness with financial institutions requires, in addition to debt with domestic banks, the
consideration of their indebtedness with micro-credit financial institutions (MFls).

Private citizens owed banks and MFIs EUR 92.3 million and EUR 16.1 million, respectively, at the end of the reporting period. If
we calculate the loan debt to the number of citizens ratio®, debt per capita amounted to EUR 174.8.

0f the total debt of private citizens, 66.7% referred to long-term loans, whereas the corresponding amount in the comparative
year was 52.3%.

According to data for June 20057, 46% of loans granted to private citizens were cash loans, 43% earmarked loans, and 11% mortgage
loans and financial leases. In the structure of earmarked loans, 24% were loans for the purchase of cars, 16% housing loans, 13%
loans for the renovation of housing/business premises, 19% for the purchase of consumer goods, and 28% were loans for other
purposes. Cash loans remained the main contributors because citizens mostly use these loans to overcome the gap between
their monthly salaries and consumption since the average salary without taxes and contributions amounted to EUR 219,39, and
the consumer basket EUR 261,1 in September this year.

Graph 1 - Salaries and loans of private citizens, monthly increase
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Graph 1shows that loans to private citizens recorded higher rates of increase in those months that salaries recorded low increases
or falls.

Although the increase in deposits can be partly explained by a larger volume in the capital market, the activities of this market
also lead to (to a lesser extent) an increase in loans that private citizens use for investments, i.e. trading with securities.

No significant changes are expected by the end of the year in the basis and maturity structure of loans to private citizens.

8 Source: Monstat, 2003 census
7 Source: CBM — Bank Supervision Department
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Graph 2.26 - Loans to private citizens, monthly increase, in %
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Regardless of a more moderate increase in relation to the previous year,
the growing trend of loans to private citizens is expected to continue in
the forthcoming period.

Graph 2.27 - Loans to private citizens, EUR thousand
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Box 2.4 — Deposits by Private Citizens

The increase in deposits by private citizens in the previous period continued in the third quarter of the year.

Table 1 - Deposits by private citizens, EUR thousand

L . 2004 2005
Description/Period
Xl 1] Vi IX
Demand deposits 40,064 43,573 57,907 75,527
Term deposits 39,211 49,661 58,679 65,890
Term deposits up to 1 year 34,775 34,753 41,907 53,238
Term deposits over 1 year 4,433 14,902 16,771 12,652
Total 79,275 93,234 116,585 141,417

Source: Banks in Montenegro

Table 2 shows that the average monthly rates of increase in deposits in all three quarters of 2005 were higher than in the same

periods of 2004.

Table 2 — Average monthly rate of deposits by private citizens, by quarters, in %

| quarter Il quarter IIl quarter
2004 19 35 6,5
2005 59 76 70

From March to September this year deposits by private citizens rose by 51.7%, and the three-month growth from June to

September amounted to 22.1%.

Table 3 — Growth of deposits by private citizens, in %

Il quarter Il quarter

| quarter Il quarter
2004 338 20,7
2005 51,7 22,1

These deposits, amounting to EUR 141.1 million, accounted for 12% of GDP in the reporting period, which, even with theirincrease,

still makes up a small contribution.

Since there was no significant increase in salaries without taxes and contributions in this period, i.e. an extremely low monthly
average increase of 0.0004% was achieved (due to drastic falls in January (-18.7%) and May (-8.30%), the reasons for the average
monthly increase in deposits of 6.8% should be sought elsewhere.
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Graph 1 - Salaries without taxes and contributions, and deposits by private citizens, monthly increase
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In twelve months deposits by private citizens rose by EUR 77.8 million. The increase can be partly explained by a growth in
revenues from tourism (property owners™ arrangements made with tourist agencies), and an increase in transfers to private
citizens from abroad (compensations to employees, pensions, remittances, and other transfers) of over EUR 30 million or 40%
in relation to the comparative period. Also, the capital market has become very attractive for the local population that has been
making profit by selling shares and bonds. An increase in foreign direct investments (e.g. sale of property) also affected the

increase in deposits by private citizens.

Taking into account the investments in tourism and the approaching winter tourist season and the attractiveness of the capital
market, it is reasonable to expect that deposits by private citizens will continue to grow in the forthcoming period.

The debt of Central Government institutions with domestic banks for
loans taken amounted to EUR 3 million at the end of the third quarter,
and their deposits EUR 26.7 million.

Also, banks™ account receivables for treasury bills amounted to EUR 9
million, so the total of banks' receivables form the Central Government
was EUR 121 million. If only the aforesaid receivables and liabilities were
taken into account, then it can be concluded that the Central Government
was net depositor with domestic banks at the end of the third quarter.
The Central Government’s borrowing from domestic banks has recorded
asignificant decrease since the end of the first quarter this year after the

8 Source: Strategy for Managing Montenegros Public Debt 2005 — 2007

inflow of funds from the privatisation of Telecom Montenegro and the
defining of the Strategy for Managing Montenegro’s Public Debt 2005
— 2007 which set the guidelines for “the elimination of the most perilous
categories of domestic debt — treasury bills and bank loans. . ."®

Until May this year deposits were lower than total Central Government’s
borrowing with domestic banks, making it a net owner of domestic
banks. Additionally, it should be stressed that the Central Government
does not have at its disposal the total amount of deposits with banks to
settle its liabilities because a part of these deposits serves as collateral.
Also, a part of these deposits are deposits for loans that certain Ministries
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Graph 2.28 - Loans and deposits of central government, EUR thousand
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Graph 2.29 - Loans, Government T-bills and deposits by central government, EUR thousand
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of the Central Government have obtained from international financial Table 2.24 - Loans to deposits ratio of central
institutions. Thus, 53% of these deposits’ made up earmarked deposits, government, in %

i.e. loans from international institutions that could not have been used

forthe settlement of the Government’s current liabilities, such as the EI8 2002 | 2003 2004 2005
loans for the reconstruction of roads and railways, and the energy sector; Xl | Xl IX Xl IX
loans received from the government of Japan for health care services, Loans/Deposits 346| 1182| 517| 858| 115

the USA government loans for agriculture, and the like.

The loans/deposits ratio in the period January 2004 — September 2005
was lower than 100.

? Source: The Montenegrin Ministry of Finance; data for September 2005 were not available.
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Atthe end of the third quarter this year, 88.7% of deposits were made up
of demand deposits, and the maturity structure of loans granted to the
Central Government shows the major contribution of short-term loans
(60%). Of total deposits, 98% were deposits in EUR, and the Central
Government's borrowings from domestic banks were mainly in euros
(54.6%), then in other currencies (45.4%).

The Government funds’ debt for loans taken amounted to EUR 174
million, and deposits totalled EUR 21.4 million, so that these funds
generally represented net depositors at the end of the third quarter.

However, a different picture is obtained when considering each of the
funds separately since 83.3% of total loans granted to Government funds
referred to the Pension and Disability Fund, and the remaining 16.7% to
the Health-Care Fund. The structure of deposits by the funds s different:
59.6% were deposits by the Pension and Disability Fund, 7.3% by the
Employment Bureau, and 13% by the Development Fund.

The debt of the Pension and Disability Fund arising from loans taken
amounted to EUR 14.5 million, and the Fund’s deposits EUR 12.7 million,
50 that their difference of EUR 1.8 million represented a net debt with
domestic banks at end-September.

Graph 2.30 - Loans and deposits of government funds, total, EUR thousand
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Graph 2.31 - Loans and deposits of Pension Fund, EUR thousand
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In the structure of deposits by the Pension and Disability Fund, term
deposits accounted for 99%, and demand deposits 1%. Loans maturing
in one year were granted to this Fund, of which 34% were short-term
loans; the remaining portion were borrowings for overcoming illiquidity
problems for pension payouts which are not granted by signing a loan
agreement, but by a transfer of funds (deposits) of the Fund for pension
payments which banks then return to the term deposit account of the
Fund after an inflow of funds to the Fund’s main account. The Fund uses
its term deposits to surmount problems arising from the payment of
liabilities, and returns these funds not later than on the 12" day of the
following month.

The Employment Bureau took a loan from one bank in March, so during
the entire month it became a net depositor of domestic banks.

The Health-Care Fund owed banks for loans taken the total of EUR 2.9
million, whereas its deposits with banks amounted to EUR 4.3 million.
The loans taken were short-term, and in the structure of deposits, 53%
were term deposits.

The Development Fund did not take loans from any domestic bank during
the reporting period, but it had deposits with them to the amount of
EUR 2.8 million, of which 90% were term deposits.

Graph 2.32 - Loans and deposits of Employment Bureau, EUR thousand
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Graph 2.33 - Loans and deposits of Health-Care Fund, EUR thousand
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Banks were net depositors during the entire period 2002 — September
2005 since they used loans from domestic banks rarely or only in small
amounts. The difference between banks™ deposits and loans was EUR
12.5 million at end-September this year. To wit, banks deposited EUR
12.5 million with domestic banks, and loans granted to banks amounted
to EUR 26,000.

As for other financial institutions, the difference between their
deposits (EUR 29.4 million) and loans received (EUR 1.8 million) of EUR
27,6 million represents net savings.

At the end of the first quarter, deposits by other financial institutions
increased remarkably, which is again connected to the privatisation
of Telecom. To wit, there was an inflow of funds in that month to the
account of a broker house in the form of a commission charged mainly
for operations regarding the privatisation.

The debt of non-residents for loans received from banks amounted to
EUR 1.97 million in this period, and their deposits with domestic banks
EUR 40.2 million, of which 50% were term deposits.

As for banks liabilities at end-September, deposits were five times
higher than borrowings.

Graph 2.34 - Loans and deposits of Development Fund, EUR thousand
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Graph 2.35 - Loans and deposits of other financial institutions, EUR thousand
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Banks™ borrowings (short-term and other) amounted to EUR 65.1
million, being 9% higher than at end-2004, and the annual rate of
increase was 18.4%.

The total capital of banks totalled EUR 101.3 million at the end of the third
quarterthis year. Capital and reserves accounted for 91.1% of this amount,
and the remaining share referred to the positive prior year result.

Within the item capital and reserves, 91.6% was banks share capital,
5.6% reserves, and 2.8% the accumulated result of the previous
period.

Atthe end of the third quarter, only one bank recorded a decline in total
capitalin relation to the end of, and the comparative period of, 2004 due
t0 a negative financial result in the current period. At the same time,
other banks recorded an increase in their total capital.

Table 2.25 - Total capital of banks, EUR thousand

The ownership structure of banks capital at end-September this year™
shows that 24.66% was state-owned capital, 33.16% privately-owned,
and 42.17% foreign capital, which did not represent a significant change
in comparison with end-2004. The structure will change remarkably
after the announced privatisation of Podgoricka bank.

Foreign capital was the major contributor in four banks, whereby in
two banks its contribution was 100%. As for the banking system as a
whole, share capital from foreign sources accounted for 36% of total
share capital of domestic banks, wherein the major contributors were
Opportunity Transformation Inv. INC, USA, then Nova Ljubljanska bank,
DEG, and Korosk bank Slovenj Gradec. There were also the FMO, the IFC,
the EBRD, and A Bank Ljubljana, and so on.

Only one bank recorded a negative financial resultin the reporting period
to the amount of EUR 0.5 million.

2004 2005 Change,% Structure,%
IX 2005 IX'2005
X Xl X XIl2004 | Ix2004 | X200
Total capital 91,897 90,765 101,316 1.6 10.2 100
Capital and reserves 89,253 91,881 92,317 0.5 34 9.1
Profit/Loss, current year 2,644 -1,116 9,000 2404 89

Source: banks in Montenegro and (BM calculations

XA Monetary Accounts

Net foreign assets' were positive, amounting to EUR 28.1 million due
to domestic banks' claims on non-residents being higher than banks'
liabilities to non-residents.

During the previous year, with the exception of January, net foreign assets
were negative due to the liabilities to non-residents being higher than
the corresponding claims. Positive movements of net foreign assets were

0 Source: CBM— Bank Supervision Department

recorded in the reporting period, positive amounts being recorded in May
and the entire third quarter. This was due to an increase in banks cash
inflows and deposits with foreign banks. To wit, banks™ claims on non-
residents were 75.3% higher at end-September 2005 than a year ago.
This growth was caused by an increase in banks™ deposits abroad that
accounted for 68% of claims on non-residents, being 83.9% higher
than in the comparative period.

" Net foreign assets = claims on non-residents — liabilities to non-residents, in the country and abroad

6l
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Banks deposits with foreign banks amounted to EUR 85.7 million. Banks™ claims on non-residents for loans granted amounted to EUR
1.97 million, of which the main portion, 94.6%, referred to loans that

Inthe structure of these deposits, the largest contributors were interest-  one bank granted to foreign companies, and the remaining were loans

bearing deposits, 77.7%, and 22.3% referred to the correspondent  granted to private non-resident citizens.

account.

Table 2.26 - Monetary accounts, EUR thousand

Description/Period 2003 2004 2005
Xl 1] Vi IX Xl 1 Vi IX

Net foreign assets 13,2 -6,4| -28,0 -5,6 -18,7 -22,2 -3,5 28,1
Claims on non-residents 569 52,4 46,4 715 62,0 68,9 91,7 125,3
Liabilities to non-residents 43,8 589 74,4 770 80,6 91,1 95,2 971
Net domestic assets 163,4 176,2| 200,6| 201,3| 236,0| 2558| 2821 290,7
Domestic loans 2317 246,6 278,0 2790 3194 338,3 3799 384,8
Net claims on the central bank 36,1 324 34,6 441 40,2 40,0 59,0 75,2
Net claims on the central Government 57 29 6,3 -6,0 09 -4,0 -22,0 -35,1
Claims on other sectors 1899 21,3 2371 2409 2783 302,3 34291 3447
Other items (net) -68,2 70,4 775 777 -83,5 -825 -978 -94,1
Liabilities included in money supply 176,6| 170,0| 172,5| 1957| 2173| 233,6| 2786| 318,38
Deposits included in money supply 176,6 169,0 172,5 195,7 2173 2336| 2786| 3188
Transferable deposits 954 93,8 94,2 108,8 124,4 136,1 158,1 180,3
Term deposits 80,7 74,7 777 86,0 919 96,5 119,5 1371
?negﬁg;iizp(?;?;r then shares included in 0,0 09 00 00 00 00 00 0,0

Source: Banks in Montenegro and (BM calculations

Graph 2.36 — Banks’ deposits with foreign banks, EUR thousand
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Banks debt to non-residents amounted to EUR 97.1 million, of which
549 was to foreign banks/financial institutions for received loans, and
41.5% to deposits by non-residents with domestic banks.

Foreign banks/finandial institutions receivables for loans granted to four
domestic banks amounted to EUR 56.8 million, which was 17.2% more
than in the comparative period. Some 87.5% of this amount was for
long-term borrowings. The creditors in question were Nova Ljubljanska
bank, LHB Interfinance, the KFW, the EBRD, and the OIKO —institutions
owing share capital in domestic banks.

Non-residents deposited EUR 40.3 million with domestic banks, which
is 41.3% more than in the comparative period. Observed by sectors,
35.4% were deposits by non-resident private citizens, 31.7% by foreign
companies, and 20% were deposits by foreign banks. The maturity
structure of these deposits is balanced — 50.1% were demand deposits,
and 49.9% term deposits.

Graph 2.37 - Foreign borrowings, EUR thousand
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Net domestic assets amounted to EUR 290.7 million at the end of the
third quarter. Within this category, banks claims on the Central Bank
grew steadily over the nine months due to an increase in the banks
settlement accounts and allocated reserve requirements in the Central
Bank account, reaching the amount of EUR 75.2 million.

Banks net claims on the Central Government were negative due to the
banks’ liabilities being higher than the claims, amounting to —EUR 35.1
million. Within the claims, the amount for loans granted and purchased
treasury bills fell, while the liabilities for received deposits fluctuated
in this period.

Banks claims on ather sectors', which include claims for loans and
shareholding, amounted to EUR 344.7 million, or 43.1% more than
a year ago.

Bank's liabilities included in the money supply amounted to EUR 318.8
million, thus being 62.9% higher than in the comparative period.

44.000
x| x [xa [xa

Source: Banks in Montenegro
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2005

2 Other sectors include all resident sectors except the central Government and banks: other financial institutions, state funds, local government-municipalities,

public and other non-financial corporations and other resident sector.
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X2 Banks Reserve Requirements

Reserve requirement instruments did not change in the reporting
period.

Deposits that make up the base for the calculation of reserve requirements
oscillated between EUR 141.8 million and EUR 234.5 million, the average
being EUR 180 million. At the same time, deposits that do not make up
the base averaged EUR 143.6 million, the highest level being recorded
at end-September, EUR 167 million.

Observed by quarters, the highest level of deposits that comprise the
reserve requirement base was recorded in the third quarter, EUR 215
million, on average.

Applying the current reserve requirement rate banks allocated EUR
53.8 million as at 30/09/05, which is EUR 20.7 million or 62% and
59.6% more than as at 2004 year-end and in the comparative period,
respectively. (Annex B, Table 12)

Graph 2.38 shows that deposits excluded from the base were constantly
below those included during the reporting period, but their growth
was obvious as well,

Thesstructure of allocated reserve requirements did not change in the first
three quarter of 2005, and the situation at end-September was that 74%
was allocated to the reserve requirement account in the country, 15%
as Government T-bills, and 15% to the Central Bank of Montenegro’s
international account.

Aftera decline in Government borrowing through issuing Treasury bills,
the reserve requirement portion that banks keep in T-bills has reduced
as well, as has the contribution of this item in the structure of allocated
reserve requirements. Compared to the first two quarters of the year,
the allocation of reserve requirements to the CBM international account
also fell in favour of the (BM account in the country.

At the end of September, seven banks used the opportunity to keep
25% of their reserve requirements in Treasury bills; none of them used
their reserve requirement funds for liquidity, and all of them fulfilled
their reserve requirements obligations.

The Central Bank calculated and paid banks in September the interest
on allocated reserve requirement funds to the amount of EUR 11,096.
The amount for the entire reporting period was EUR 84,924.97.

Table 2.27 - Allocated reserve requirement average base, EUR million

2004

2005

Description/Period

I quarter Il quarter

Ill quarter

I quarter Il quarter Il quarter

Base average 13 12

140 147 178 215

Graph 2.38 - Allocated reserve requirements, deposits included in, and those excluded from the reserve

requirement base, EUR thousand
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Table 2.28 - Structure of allocated reserve requirements at end-months, in %

2004. 2005.
Description/Period
Xl 1] Vi IX
Reserve requirement account in the country 31 44 64 74
In T-bills 23 24 16 15
Reserve requirement in the CBM international account 46 32 20 1

Box 2.5 — Reserve Requirement Instrument

The reserve requirement instrument at the end of the third quarter of 2005 was characterized by:

Reserve requirement rate : 23%;

Reserve requirement base: The average weekly balance of demand deposits and term deposits up to 30 days;

Allocation of reserve requirement: To the CBM account in the country, the CBM account abroad, up to 25% in Treasury bills of the

Republic of Montenegro.;

Interest rate on allocated reserve requirements: The Central Bank calculates and pays a 1% annual interest on 25% of allocated

assets to the Central Bank reserve account;

Conditions for using reserve requirements for liquidity: Banks may use not more than 50% of their reserve requirements interest-
free for liquidity if they return the funds on the same day. The CBM charges monthly interest of 12% annually on any deficient

amount.

XA Micro-Credit Financial Institutions (MFls)™

The total assets of the two micro-credit financial institutions (Agro Invest
and Alter Modus) fluctuated during the first three quarters of 2005,
reaching the amount of EUR 17.1 million at end-September, which was
21.9% more than at the year-end 2004, and the annual rate of increase
was 23.8%. Of the total assets of the MFIs, Agrolnvest accounted for

67% and Alter Modus 33%. Regardless of the smaller contribution to
total assets of the MFIs, Alter Modus achieved higher rates of increase
during the reporting period (31% in relation to end-2004, and 31.3%
in relation to the comparative period of 2004) than Agrolnvest (the
respective rates being 17.8% and 20.4%).

B In May 2003, the Central Bank of Montenegro issued permission to the nongovernmental association “Alter Modus” and the nongovernmental foundation
“Agrolnvest” to perform their activities in accordance with the Regulation on Micro-Credit Financial Institutions. At the beginning of October 2005, the (Bm
licensed a Micro-credit financial institution “Agrolnvest VFI” Ltd. founded by “Agrolnvest” NGO Podgorica (significant founder of MFIs), and “Vision Fund

Agrolnvest” Ltd. Podgorica.
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The structure of MFl assets shows the main contribution of total loans
(94.4% at end-September).

The MFIs loan receivables totalled EUR 16.1 million, which is 17.8% more
than at end-2004, and the annual increase was 23.8%. The MFIs loans
grew at an average monthly rate of 1.9%, the highest increase being
in the second quarter. To wit, the average monthly increase in the first
quarter was negative, -0.8%, due to a fall in lending in March of 3.6%;

the corresponding rate in the second and the third quarters being 5.9%
and 0.5%, respectively. Of total loans granted, net loans, to the amount
of EUR 15.9 million, accounted for 98.8%, and the remaining portion
referred to loan loss provisions (EUR 180 thousand).

Of total MFIs loan receivables, 69% were those of Agrolnvest, and
33% of Alter Modus. The total amount of loans was granted to private
citizens.

Table 2.29 — MFIs’ total assets at end-months, EUR thousand

Description/ 2003. 2004. 2005.
Period Xl 1} VI IX Xl I VI IX
Alter Modus 2.800 3458 3.782 4.255 4.262 4.783 5437 5.587
Agrolnvest 8.452 8.731 9.322 9.521 9.728 9.847 10.968 11.464
Total 11.252 12.189 13.104 13.776 13.990 14.630 16.405 17.051
Source: MFls in Montenegro
Graph 2.39 - MFIs’ total assets, EUR thousand
18.000 — === Alter modus C—Agroinvest —— Tatal
Source: MFls in Montenegro
Table 2.30 - MFIs’ total loans at end-months, EUR thousand
Description/ 2003 2004 2005
Period Xl 1} VI IX Xl I ) IX
Alter Modus 2,728 3,206 3,685 3,739 4,237 4,783 5,350 5,027
Agrolnvest 7,668 8,127 9,046 9,269 9431 8,562 10,494 11,073
Total 10,396 11,333 12,731 13,008 13,668 13,345 15,844 16,100
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Graph 2.40 - MFIs’ total loans at end-months, EUR thousand
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In the maturity structure of MFIs loans, most were short-term loans,
81% at end-September.

The MFIs™ cash assets amounted to EUR 0.8 million or 4.79% of total MFIS
assets at end-June, whereas fixed assets and other assets totalled EUR
339 thousand or 2% of total assets.

XA nternational Comparison™

In countries of Central Eastern Europe (CEE), excluding Russia and Ukraine,
some 400 banks operate, with total assets of nearly EUR 440 billion at
end-2004. Including Russia and Ukraine, this increases to 2,000 banks
with total assets of over EUR 650 billion. At the same time, 2,287 banks
operate in the Furozone.

Observed by countries, the smallest number of banks operated in
Estonia, 6, and the largest number, again excluding Ukraine and Russia,
operated in Poland, 54.

Data on the degree of intermediacy, i.e. the contribution of banks™ total
assets to GDP, shows that there is still more room for the development
of the banking system in Montenegro. This percentage for Montenegro

TRRRRNR

I

Inthe MFIs liabilities, other liabilities amounted to EUR 6.8 million or 40%
of total liabilities, and grants totalled EUR 294 thousand or 1.7%.

2005

The MFIS total capital was EUR 9.2 million or 54% of total liabilities
at end-September 2005. Of this amount, EUR 4.1 million or 45% was
donated capital, EUR 1.5 million or 17% donations, and the retained
earnings (from the previous year and the current period) amounted to
EUR 3.5 million or 38% of total capital.

amounted to 28.9% at end-2004 (51.3% at the end of the reporting
period), but in other countries of CEE it was much higher (see Table
2.31). The average total assets to GDP ratio for CEE, without Ukraine and
Russia, amounted to 74%, 59% including these two countries, and the
average for the Eurozone was 206%.

Loan receivables of Montenegrin banks accounted for 18.3% of GDP at
end-2004 (29.9% at end-September 2005), while in other CEE countries
this percentage ranged between 18%, as in Romania, and 62%, as in
(roatia. The average for the CEE countries, excluding Ukraine and Russia,
amounted to 34%, with these two countries it was 31%, and the average
for the Eurozone was 102%.

" Source: www.ba-ca.com "BA-CA Comparison of banks: International Banks in the New Europe 2004/2005, July 2005. and the Central Bank of Montenegro
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Table 2.31 - Banks' total assets, % of GDP, 2004. Table 2. 32 - Total banks’ loans as percentage
of GDP, 2004.
Country | Assets/GDP
Poland 65% Country | Loans/GDP
Hungary 82% Poland 30%
Czech Republic 96% Hungary 41%
Slovakia 88% Czech Republic 33%
Slovenia 92% Slovakia 29%
Estonia 96% Slovenia 46%
Latvia 107% Estonia 47%
Lithuania 47% Latvia 51%
Croatia 109% Lithuania 29%
Bulgaria 66% Croatia 62%
Romania 38% Bulgaria 35%
Serbia 35% Romania 18%
Bosnia and Herzegovina 73% Serbia 20%
CEE, without Ukraine and Russia 74% Bosnia and Herzegovina 45%
Ukraine 39% CEE, without Ukraine and Russia 34%
Russia 43% Ukraine 29%
CEE total 59% Russia 27%
Euro-area 206% CEE total 31%
Euro-area 102%

The average annual increase in loans in the period 2000 — 2004 for all

CEE countries (without Russia and Ukraine) amounted to 15% and that Table 2. 33 - Average annual growth in loans,
for the Furozone was 4%. The highest average rates for these four years 2000 - 2004.
were recorded in Bulgaria and Romania, 45% and 43%, respectively,
whereas negative values were recorded in the Czech Republic and Average annual growth
Slovakia. -1%. Country rate.ofloans, 2000-2004,
/ in local currency
) ) ) o Poland 7%
At the same time, the average annual increase in deposits with banks m %
ungary
was lower than that ofloans, 12% in the CEE countries (excluding Russia Czech Republic 1%
and Ukraine), and the other way around in the Eurozone — the average Slovakia 1%
increase in deposits for the four years was higher than the corresponding Slovenia 16%
increase in loans, 6%. Additionally, total deposits with all banks in CEE Estonia 29%
countries accounted for 31% of GDP, and 73% of GDP in the Eurozone. Latvia 38%
The corresponding percentage in Montenegro amounted to 17.8% (24% Lithuania 33%
at the end of the third quarter of 2005). Croatia 21%
Bulgaria 45%
Private citizens borrowings and deposits, per capita, are shown in Romania 43%
Table 2.35. Private citizens™ debt per capita in Montenegro amounted serbia : 9%
to EUR 120 at end-2004 (EUR 148.8 at end-September 2005), while i(é‘:“a,atad Fielzzkegfwma ] 18%
their deposits per capita amounted to EUR 127.8 (EUR 228 at end- Rus’si\;\“ out Trainean 15%
September this year). Ukraine 35%
Russia 36%
In all CEE countries, with the exception of Estonia, per capita deposits CEE total 24%
by private citizens were above the level of per capita loans granted to Euro-area 4%

private citizens.
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Table 2.34 - Deposit in % of GDP (2004) and the
average annual growth in deposits (2000 — 2004)

Table 2.35 - Loans and deposits of

population, per capita, EUR

Average annual

Loans | Deposits

Deposits/ growth in total Poland 688 1272
Country GDP | deposits, 2000-2004,  —2" '
in local currency Hungary 1185 2073
Poland 39% 6% Czech Republic 966 3.262
Hungary 40% 13% Slovakia 625 1.961
Czech Republic 64% 6% Slovenia 1.586 4908
Slovakia 539 4%, Estonia 1.545 1.292
Slovenia 51% 13% Latvia 860 832
Estonia 44% 17% Lithuania 373 811
Latvia 31% 28% Croatia 1979 2.687
Lithuania 27% 21% Bulgaria 287 91
Croatia 60% 18% Romania 135 415
Bulgaria 39% 24% Serbia [l 221
Romania 249% 38% Bosnia and Herzegovina 352 352
Serbia 20% 49% CEE, without Ukraine and Russia 640 1.331
. Ukraine 53 142
Bosnia an;l 41% 31% :
Herzegovina Russia 120 387
CEE, with.out Ukraine 43% 12% CEE total 308 710
and Russia Euro-area 12.398 | 13.556
Ukraine 23% 44%
Russia 16% 39%
CEE total 31% 19%
Euro-area 73% 6%
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mMoney market

Three auctions were held in September, one of 56-day and two of 91-
day T-bills, while there were no auctions of 28-day or 182-day T-bills.
EUR 3.5 million worth of T-bills were offered and sold, but demand
was much higher, EUR 11.2 million. The interest that buyers earned
from the purchase of T-bills in this month amounted to EUR 14,980.95,
which is much lower than in previous months. (Annex C, Tables 13,
14,15,and 16)

Auctions of 56-day T-bills

The 47™ auction of these T-bills was held in September, and both the
offered and sold amounts equalled EUR 1.5 million, but demand was
much higher, EUR 4.6 million. Six domestic and foreign banks participated
inthe auction. The value of 56-day T-bills sold in this month was much
lower than in the same month last year.

The average weighted interest rate was 2.88%, which represents a fall
in relation to previous 56-day T-hills auctions during the year, being
the lowest rate ever achieved. The interest that buyers eamed from
this auction amounted to EUR 6,693.19.

Auctions of 91-day T-bills

The 181 and 19™ auctions of 91-day T-bills were held in September, and
bothissued and sold amount was EUR 2 million, being much lower than
demand, EUR 6.6 million. Of 12 participants in these auctions, eleven
were domestic banks, and one domestic insurance company.

The value of 91-day T-bills sold in September was lower than at the
beginning of the year. It gradually fell from March, the month when it
reached its highest level, as seen in Graph 3.2.

Graph 3.1 - Sold amounts and interest rates on 56-day T-bills in September 2005
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The achieved weighted interest rate on these T-bills in September

am

ounted to 2.24% and 1.06% in the 18™ and 19 auction, respectively.

The interest that buyers earned from the purchase of 91-day T-bills
amounted to EUR 8,287.76.

Graph 3.2 - Sold amounts and interest rates on 91-day T-bills in September 2005
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Box 3.1 - The Level of the Budget Indebtedness against T-bills at End-September 2005

The amount of short-term all-maturity T-bills issued in the reporting period amounted to 105.9 million, of which EUR 103.8
million were sold. Total demand for issued T-bills was EUR 143.95 million, i.e. some 36% more than the issued amount. Taking
into account that T-bills are sold at a discount of the total amount of T-bills sold, the Budget received revenues to the amount
of EUR 102,171,248.28, the Government’s account payables to the buyers for interest on these financial instruments amounted
to EUR 1,628,751.72.

At end-September, the gross debt of the Government's Budget for sold, but outstanding short-term T-bills (including interest)
amounted to EUR 12.5 million, of which EUR 12.2 million was principal, and EUR 0.3 million was interest. This means that the
repaid amount for both T-bills sold and the corresponding interest was EUR 89,671,248.28.
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Graph 1 - OQutstanding amounts of T-bills, as at end-months
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mapital Market

The turnover achieved in both Montenegrin stock exchanges
(Montenegroberza and NEX Montenegro) in the reporting period
amounted to EUR 125.4 million, representing a growth of 563.4% in
relation to the same period last year, whereas the number of transactions
increased by 129.4%. Total turnover in the reporting period was
larger even than the turnover in both Montenegrin stock exchanges

W% V VI Vil Vil IX

achieved in 2004, no less than 192.4%. The market capitalisation
in both stock exchanges on 30 September 2005 amounted to EUR
2,185,097,272.10.

Theincrease in both turnover and the number of transactions came as the
result of several factors. Primarily, the state-owned telecommunication

Table 3.1 - Comparison of total turnover and number of transactions on stock exchanges in Montenegro

Comparison of total turnover and number of
transactions on Stock exchanges in Montenegro for

Comparison of total turnover and number of transactions on
Stock exchanges in Montenegro for

August/ September 2005 September 2004 / September 2005
August 2005 | September 2005 | Changein % | September 2004 | September 2005 Changein %
Total
10.593.222 10.557.779 -0,33 1.973.656 10.557.779 4349
turnover
Number of 9513 10.742 129 6.117 10.742 756
transactions

Comparison of total turnover and number of
transactions in Stock exchanges in Montenegro for
period January-September 2004 / 2005

Comparison of total turnover and number of transactions on

Stock exchanges in Montenegro
for period 2004 /Jan-Sep 2005.

Jan-Sep 2004 Jan-Sep 2005 Change in % Total 2004 Jan-Sep 2005 Change in %
Total 18.896.928 125.365.674 5634 42.880.211 125.365.674 192,4
turnover
Number of 33782 /7512 1294 57353 7512 351
transactions

Source: (BM calculations
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company Telekom Crne Gore was privatised in the first quarter, resulting
in a capital market turnover of EUR 40 million. Also, the enactment
of the Law on Investment Funds brought about the transformation
of privatisation funds in investment funds which were, unlike their
predecessors, allowed to invest cash in securities in the exchange
market. Thus, such a large inflow of funds into investment funds from
the selling of their share in Telekom (most of the funds had shares)
was used for reinvesting in the capital market. The motive of this was
primarily for capital expansion in enterprises whose shares are held in
the portfolios of the funds. The increase in demand for shares initiated
by the investment funds was accompanied by an increase in demand
by other participants in the capital market that had received revenues
from the sale of Telekom shares. The increase in turnover in the stock
exchanges was partly conditioned by the implementation of rules
adopted this year prescribing the obligation on a buyer of the majority
block of shares to buy minority blocks of shares at the same price. Also, the
reduced sale of short-term Treasury bills, resulting from a change in the
public debt management policy of the Republic, left room for investing
large amounts of available financial assets in available securities in the
capital market. Additionally, the sale of frozen foreign currency deposit
bonds (FFCD bonds), although at a discount and mainly because of lower
taxes and a wish to obtain shares of some state-owned enterprises,
resulted in substantial inflows of cash to a limited number of market
participants. This liquidity surplus created solvent demand, mainly for
shares. The overall increase in demand for stock resulted in a growth
in the prices of shares, which also attracted foreign capital. Thus, in the
EUR 125.4 million capital market turnover, EUR 69.6 million was made
up by investments by foreign buyers (of which some EUR 44 million
referred to the purchase of Telekom shares).

The number of transactions rose by 129.4% and 35% in relation to the
comparative period of 2004 and 2004, respectively. A cyclic component
in the movement of the number of transactions was evident in 2005, and
itwas undoubtedly governed by the increase in the prices stock. It was
characterized by the lowest level of transactions in January, followed a
gradual uptrend (very sharp in March due to the sale of Telekom shares),
then a steady downtrend during June and July, and a rise in August
and September. Taking into account the increases in the prices of stock
and the number of transactions, it can be considered that, for the time
being, a seasonal component is responsible for the cyclical nature of
movements in the Montenegrin capital market.

The purchasing of shares for speculative purposes, aiming at their further
sale at higher prices, is carried out by domestic and foreign companies
as well as large investors. They do not conceal their intentions, but
make them public. Their demand significantly affects the increase in
the prices of shares because small investors cannot affect the increase
of the price of capital. On the other hand, these small investors can enjoy
the benefits of increased prices since the assets they have acquired
during the privatisation process, which used to be of small value, can
be sold at relatively high prices. To wit, the prices of certain shares
grew by hundreds of percents: for example, the shares of Budvanska
rivijera (the Budva Riviera) at end-September 2005 (on the last day of
the month) were 1,472% higher than at end-January the same year.
At the same time, shares of Luka Bar (Port Bar) rose by 900%, those
of Elektroprivreda AD Niksic (Electric Power Industry) by 895.7%,
Jadransko brodogradiliste AD Bijela (Adriatic Shipyard) by 450%, and
so on. (Annex C, Table 17)

Graph 3.3 - Total number of transactions on Montenegrin stock exchanges in the period January -

September 2004/2005
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Graph 3.4 — Turnover on Montenegrin stock exchanges in the period January-September 2002 -2005
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Box 3.2 — Regional Connection of Stock Exchanges

The project of the informational connection of stock exchanges was initiated by the Ljubljana stock exchange, and it was activated
in October 2003. The estimates made at the time suggested that the connection of seven stock exchanges of the former SFRY
republics intoa common information system would enable capital trading to the amount of EUR 16 billion, performed through the
intermediation of 170 brokers. Besides the Ljubljana SE, the Montenegrin stock exchanges Montenegroberza and NEX Montenegro
joined the project, then Belgrade SE, Macedonian SE, Sarajevo SE, Banja Luka SE, and Varazdin SE. This project enables direct
monitoring of exchange trading through the Internet portal www.sem-on.net.

This connection of the regional stock exchanges has resulted in an increased turnover in almost all markets included in the project,
improved information transparency and issuers” business operations. However, it should be stressed that the total turnover in
stock exchanges included in the project is greatly influenced by the ongoing privatisation processes in most of the republics, and
the trading of shares of enterprises undergoing privatisation is performed in stock exchanges, as was the case with Telekom Crne
Gore. Whatis very important regarding this regional cooperation is that it caused a convergence and harmonisation of operating
standards in all the markets involved, owing to discussions and the exchange of experiences among the stock exchanges.

Graph 1 - Value of turnover in SE included in the regional project of informational connection during
2003, 2004, and January — September 2005, EUR million
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Source: Reports of the regional SE included in the project, except of the Sarajevo SE and VaraZdin SE, for which data are not available
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With a view to achieving better effects in future it is necessary to continue with the harmonisation of operating standards in
the markets included in the joint information system. This primarily involves the quality of financial reports of issuers and other
related information that would prevent any market manipulations. A significant contribution in this respect is expected from
Ljubljana SE, since this is the Slovenian SE, a country that has already entered the European Union, whichimplies the introduction
and observance of stricter rules of procedure existing in well organised markets.

Stock Exchanges

The total turnover in the Montenegrin Montenegroberza and NEX
Montenegro stock exchanges in the period January — September 2005
amounted to more than EUR 125.3 million, achieved through 77,512
transactions. With regard to turnover, this is an increase of 563.4% in
relation to the same period last year (EUR 18.9 million), and a 129.4%
growth intransactions (32,170 transactions last year). The total turnover
in this period was EUR 106.5 million higher than in the comparative
period.

The average monthly turnover and the number of transactions in this
period was nearly EUR 14 million and 6,459.3, respectively.

Although very impressive in the reporting period, the capital market
growth is basically still having negligible effects on the external financing
of enterprises in Montenegro. To wit, by the directissuing of shares, the
enterprises-issuers acquired only EUR 6.33 million worth of capital (arising
from offering and pre-emption rights). If this amount is compared to
loans granted to the corporate sector by Montenegrin banks (EUR 210.1
million), i.e.long-term loans (some EUR 103 million), it can be concluded
thatbanking loans still remain the primary source of external financing
of the Montenegrin economy. The enterprises also used foreign loans as
afinancing source, mainly from foreign banks, to the amount of EUR 49.1
million in the reporting period. This means that the so-called internal

Table 3.2 - Total turnover and number of transactions on Montenegroberza stock exchange in the

period January - September 2005

5005 Months Turnover in EUR Structure of turnover by types of market materials

Primary | Secondary Total Shares (1) % (1) Bonds (2) | % (2) | Shares (3) % (3)
January 0 2491410 2491410 1.782.903 716 331.716 13,3 376.790 151
February 0 10.870.303 | 10.870.303 | 8.317.818 76,5 1978477 18,2 574.006 53
March 11.964 43177914 | 43.189.878 | 41.734.407 96,6 1.081.036 2,5 374.435 09
April 136.310 20.281.514 | 20.417.824 19.324.159 94,6 142.866 0,7 950.799 4,7
May 0 13.237539 | 13237539 | 7.744.795 58,5 4.805.625 36,3 687117 52
June 0 7152.308 7152.308 5.489.345 76,7 0 0 1.662.963 233
July 0 6.855.411 6.855.411 5.581.955 81,5 468.872 6,8 804.584 1n7
August 1.551.757 | 9.041.465 | 10593222 | 8522014 804 962.418 91 1.108.790 10,5
September 115.023 10442756 | 10.557.779 8.236.389 781 1.120.793 10,5 1.200.597 11,4
Total 1.815.054 | 123.550.620 | 125.365.674 | 106.733.785 10.891.803 7.740.081
Average 201.672,7 | 13.727.846,7 | 13.929.519,4 | 11.859.309,5 1.210.200,3 860.009

Source: NEX - Montenegro and Montenegroberza stock exchanges
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Graph 3.5 - Total turnover and number of transactions on Montenegroberza stock exchange for period

January - September 2005
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financing through the issuing of shares accounted for a mere 4.16% of
total external financing in this period. This is unsatisfactory since the debt
financing of business operations still prevails in the domestic economy.
Total debt financing of the economy is through crediting, but enterprises
in the corporate sector still do not issue bonds as debt securities.

Although guided by speculative demand, the capital market increase,
primarily an increase in the prices of shares, has an indirect positive
effect on the business operations of enterprises whose shares recorded
apriceincrease. This increases their value and rating (although it seems

reasonable that the relation of the rating to prices should be opposite),
which also affects their ability to provide better conditions in creditor-
debtor relations. However, this valuation of enterprises according to the
movements of their share prices and led by the speculative demand is
amatter of the individual assessment of the valuer, and is significantly
influenced by the anticipated privatisation processes. With a view
to providing better and more stable grounds for the assessment of
Montenegrin enterprises, it is necessary to provide a better quality
processing of financial reports of enterprises and assessment of their
creditworthiness until the completion of the privatisation process.

Box 3.3 — Quotation of Frozen Foreign Currency Deposit (FFCD) Bonds

By a Decision of the Ministry of Finance, the entire class of EUR 150 million (nominal value being EUR 1 =1 FFCD bond), whose
issuer is the Republic of Montenegro, was quoted in the official listing, the so-called A list, of Montenegroberza stock exchange
on 26 September 2005. Since the process of entering the quotation implies the fulfilment of obligations prescribed by the rules
of a stock exchange where the security enters the quotation, the very security itself, its characteristics and trading become
open and public, i.e. transparent. Since the securities in question are issued by the Republic of Montenegro, their quotation in
the stock exchange represents a positive signal to foreign investors and international financial institutions and organisations.
Although FFCD bonds were liquid even before the quotation in Montenegroberza SE, the quotation should have a positive effect

on their rating and the price.
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Table 1 - Bond prices of the frozen foreign currency deposits, end-months, in the period of January-
September 2005.

| 31.01.05. [ 28.02.05. | 31.03.05. | 30.04.05. | 31.05.05. | 30.06.05. | 31.07.05. | 31.08.05. | 31.09.05.
FFCD2005 | 09000 09000] 09100] 09100] 09250
FFCD2006 | 07601| 07600| 08000 08000| 08431 08431| 08302 08501 08657
FFCD2007 | 06876 06700| 07000| 07050| 08000| 08000 07102| 07101| 07501
FFCD2008 | 05800 07000| 06100| 06100| 06500 06500| 06003| 06005| 07268
FFCD2009 | 05300 07000| 06100 05601 06686 06686| 06004 06004| 07267
FFCD2010 | 05000 07000| 06100| 05601 06685 06685 06004| 06000 07266
FFCD 2011 05000 07000| 06100| 06101| 06694 06694 06004| 06000 07266
FFCD2012 | 05000 06999| 06100] 06100| 06689 06689| 06004 06000 07334
FFCD2013 | 05000 07000| 06100| 06100| 06794| 06794| 06001| 06000| 07309
FFCD2014 | 05000 07000| 06100| 06000| 06800 06800 06001| 06000 07309
FFCD2015 | 05000 06999| 06100| 06100| 06800 06800 06001| 06000 07309
FFCD2016 | 05000 06999| 06100 06100| 06800 06800| 06001| 06000| 07293
FFCD2017 | 05000 06999] 06100] 06100] 06500 06500] 06001 06000] 07314

Source: NEX - Montenegro and Montenegroberza stock exchanges

Exchange Indices

The Montengroberza stock exchange index MOSTE grew from the  Crne Gore (Electric Power Industry of Montenegro), Rudnik uglja Pljevlja
beginning of the year by 221, 7472 points or 192.5143%. The increase  (Coal Mine Pljevlja), Luka Bar (Port Bar), and Budva Riviera (Budvanska
was mainly affected by the increased prices of shares of Elektroprivieda  rivijera).

Graph 3.6 — Index MOSTE in the period January - September 2005
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Source: Montenegroberza stock exchange
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The NEX 20 index recorded a growth of 4993,13 points or 197.893%.
Its increase is an indicator of the effect of the capital inflow from the
privatisation of Telekom Crne Gore on other shares in the market, primarily
of Elektroprivreda Crne Gore (Electric Power Industry of Montenegro).
The shares of Luka Bar (Port Bar), Budva Riviera (Budvanska rivijera),
Plantaze (Plantations), HTP Korali, Trebjesa — Niksic, Brodogradiliste
Bijela (Shipyard Bijela), and Duvanski kombinat Podgorica (Tobacco
Plant Podgorica) also grew.

Graph 3.7 — Index NEX 20 in the period January - Sep
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Box 3.4 — Transformation of Privatisation Funds into Investment Funds and Joint
Venture Funds

Privatisation-investment funds are still operating in Montenegro although some of them have already announced their
transformation into investment, i.e. joint venture, funds. According to Securities Commission data, this institution has taken
into consideration the requests submitted by one company for involved privatisation-investment fund management for the
transformation into a company for investment fund management, and two privatisation-investment funds are being licensed
as joint venture funds.

Since the enforcement of the Law on Investment Funds in July 2004, and especially since May 2005, the investment funds have
recorded a continuous increase in the prices of their investment units. Unlike the prior legislation (the Decree on Privatisation
Funds and specialized Privately-Owned Management Companies), the current Law has enabled the privatisation-investment funds
(PIFs) to invest their capital in the additional purchasing of shares and property of the enterprises whose shares they already hold
in their portfolios, thus increasing their capital and influencing the management of those enterprises. This opportunity itself
would affect on anincrease in PIFs’ investments if it had not been for the sale of Telekom (G shares and the inflows of money in
PIFs arising from the sale of Telekom shares they kept in their portfolios. This inflow has enabled an increase in demand for FFCD
bonds with a view to their further exchange for shares and other property of enterprises which the Government, in the meantime,
has made available for trading through a special decision. These changes have allowed an increase in the funds’ investments and
the value of their assets, and accordingly, an increase in the prices of their investment units, as shown in the following Graph.

Graph 1 - Prices of investment units of PIFs, January — September 2005, end-months
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An additional incentive to an increase in the prices of investment units will be the announced transformation of certain funds
into joint venture funds since the Law on Investment Funds allows them, unlike privatisation and investment funds, to take
loans from banks. This additional financial stimulus should affect an increase in investment by joint venture funds, and due to
anincrease in the prices of shares in the domestic market (provided that they are the major contributors in their portfolios), and
an increase in their assets and the prices of their investment units (money inflows in privatisation and investment funds come
only from the sale of shares in the privatisation process, and earning from price variances between the purchase and the selling
price of certain shares). However, it should be taken into account that increases in the prices of shares in the Montenegrin market
are primarily driven by the privatisation process, and only in a small number of cases by an actual increase in a company’s value
due to improved performance.

82



4. FISCAL DEVELOPMENTS






FISCAL DEVELOPMENTS

Budgetary Review

Atend-July this year, the Montenegrin Parliament adopted the Amended
Law on the Budget of the Republic of Montenegro for 2005 (Official
Gazette of RoM”, no. 46/05) which, after the revision, increases the
planned budget by EUR 11.6 amounting to EUR 5034 million.

The reasons for passing this law are: the change of the structure and
achievement of planned revenues until the end of the current year (an
increase in the primary budgetary revenues), a decline in transfers
to the Pension and Disability Fund form the Republic budget, the
implementation of the Law on Salaries of Civil Servants and State
Employees as of 1 January 2005, the allocation of a part of current
budgetary reserve funds as decided by the Montenegrin Government,
as well as new investments in infrastructure (the construction of the
Kolasin-Matesevo road).

With the revision included, the primary budgetary revenues are estimated
at EUR 4354 million, being EUR 6.6 million higher than those envisaged
in the Law on Budget for 2005. The main changes in the structure of
planned revenues are: an increase in revenues from VAT (EUR 11.8
million), corporate income tax (EUR 7.8 million), excise duties paid in
production (EUR 1 million), and other republic revenues (EUR 8.3 million).
A reduction in revenues is expected in personal income tax (EUR 6.3
million), tax on turnover of property and rights (EUR 1.7 million), tax
on international trade and transactions (EUR 4.8 million; these being
customs duties), other taxes and dues (EUR 0.5 million), and revenues
from capital (EUR 2.3 million). Revenues from the sold property, according
to the revision, amount to EUR 39.6 million, which is EUR 33.6 million
more than planned, and other borrowings and loans are EUR 29 million
lower, amounting to EUR 24.7 million.

As for budgetary expenditure, the new Law foresees an increase in
expenditure for gross salaries of EUR 1.1 million, other employees
earnings and compensations of EUR 0.4 million, material and services
of EUR 3.9 million (of which EUR 2 million are expenditure for the
maintenance of the Republic's buildings), expenditure for subventions of
EUR 0.6 million (subventions for public enterprises). Capital expenditure
is EUR 8.3 million higher, amounting to EUR 36.2 million according to
the revision. Most of this amount is designated for the construction
of the Podgorica — Matesevo road, and investment maintenance of
infrastructure (maintenance and repair of main roads, bridges, and
tunnels). Funds for borrowings and loans increased by EUR 1.1 million,
of which EUR 0.6 million is for the Ministry of Finance, and EUR 0.5
million for the Directorate for the Development of Small and Medium-
Size Enterprises. The revised funds for debt repayment increased by
EUR 4.6 million, to be used for the repayment of debts with financial
institutions. Planned funds for previous years' outstanding liabilities of
EUR 0.4 million are designated for financing a part of personal income
of employees of the Ministry of Internal Affairs. On the other hand,
the budget revision foresees a reduction in expenditure for grants
and social benefits of EUR 4 million (the reduction implies the transfer
of funds to the Pension and Disability Fund) in accordance with the
enacted Decree on the Method of Calculation and Allocation of Funds
provided to the Pension and Disability Fund from the Budget (“Official
Gazette of RoM", no. 22/05). Funds for interest payables were reduced
by EUR 4.2 million, amounting to EUR 15.3 million, and those for current
budgetary reserves by EUR 1.6 million, amounting to EUR 10.1 million.
Since the budgetary revenues for the first six months of the year reached
the planned amount, it has created the opportunity to release current
budgetary reserves and use them in accordance with the Government's
decisions. These measures will provide the balance in public expenditure
until the end of 2005.
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Box 4.1 - Fiscal deficit

The Montenegrin fiscal deficit in cash'® amounted to EUR 6 million at end-September this year, i.e. 0.5% of GDP for the first nine
months of 2005.

Table 1 - Budgetary deficit as % of GDP

Country/Period Estimate
2004 2005 2006
Montenegro* 2.2 2.1 -1.8
Bosnia and Herzegovina -0.1 0.0 =
Croatia -49 -5.0 -4.5
Macedonia 2.1 23 2.1
Romania -1 -1.0 -1.3
Bulgaria 1.7 1.0 0.5
Albania -4.9 -4.9 -4.2

Source: www. ba-ca.com
* Source: Ministry of Finance of Republic of Montenegro

Graph 1 - Budgetary deficit as % of GDP
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It is obvious that Montenegro belongs to the group of countries with a lower fiscal deficit with a tendency towards further
decline. However, it should be taken into account that the deficit/surplus to GDP is not the only important indicator, but also the
contribution of public expenditure to GDP. A euroised economy does not offer the possibility of a long-term financing of fiscal
deficit, therefore, the balancing of the fiscal deficit should be strived for.

B Fiscal deficit/surplus is calculated as the difference between source income and total expenditure less foreign and domestic loan repayments.
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Total budgetary revenues (preliminary data) in the reporting period
amounted to EUR 437.2 million (including those from privatisations),
which is 38.6% more than in the same period last year, but also 13%
lower than planned for 2005, after the revision.

The structure of budgetary revenues shows the major contribution of
regular budgetary operating revenues of EUR 315 million or 71.8%,
which represents 72% of the plan for the current year. These revenues
increased 15.3% in relation to the comparative period, indicating their
planned collection dynamics, and financing budgetary expenditure are
from real sources. (Table 4.1)

Table 4.1 - Budgetary revenues of the Republic of Montenegro, EUR million

Planned Jan-Sep | Realization Jan- | Realization Jan-Sep 9% of realization in relation to
PERIOD 2005. Sep 2004. 2005.
DESCRIPTION Planned for | Realization in
Amount | %share | Amount | %share | Amount | %share 2005. Jan-Sep 2004.
4:2 4:3
1 3 4 5 6

1.Taxes 284,36 90,48 | 245,81 89,91 291,5 92,50 102,51 118,59
1.1.Personal income tax 45,67 14,53 4418 16,16 46,78 14,84 102,43 105,89
1.2.Corporate income tax 16,17 514 11,49 4,20 16,61 5,27 102,72 144,56
;iggggg trfghizd turnover tax 136|043 145|053 1,65 0,52 121,32 113,79
1.4Turnover tax 189,02 60,14 | 160,31 58,64 193,27 61,33 102,25 120,56
- excise duties 49,71 15,82 45,09 16,49 49,28 15,64 99,13 109,29
- VAT 139,31 44,33 115,22 42,14 143,99 45,69 103,36 124,97
1.5.International trade tax 29,6 942 2748 10, 05 30,48 9,67 102,97 110,92
- customs 28,47 9,06 25,35 9,27 294 9,33 103,27 115,98
- transit 113 0,36 2,13 0,78 1,08 0,34 95,58 50,70
1.6.0ther taxes 2,54 0,81 09 0,33 2,71 0,86 106,69 301,11
2.Dues 4,91 1,56 5,28 1,93 4,92 1,56 100,20 93,18
3.0ther Republicincome 21,96 6,99 19,51 714 14,49 4,60 65,98 74,27
4.Capital income 3,06 0,97 2,8 1,02 3,06 0,97 100,00 109,29

5.Loan repayment revenues 1,18
TOTAL INCOME 314,29 | 100,00 273,4| 100,00 315,15 100,00 100,27 115,27

Source: Montenegrin Ministry of Finance

Box 4.2 — Structure of Budgetary Revenues

Revenues from sold property amounted to EUR 111.1 million, being three times higher than planned for this year due to the sale of
the majority block of the Government shares in Telekom Montenegro. According to the Ministry of Finance data, borrowings and
loans are two times lower than in the comparative period last year, amounting to EUR 10.8 million or 44% of the plan for 2005.
Borrowings and loans refer to those received from financial institutions, EUR 2.2 million, other borrowings and loans of EUR 8.6
million, but there was no international borrowing in this period. Revenues from loan repayments were 57% higher than in the
comparative period, amounting to EUR 1 million, and whereas grants amounted to a mere EUR 64 thousand or 2% of the plan.
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Some 92.5% of reqular budgetary revenues came from taxes, EUR 291.5 million, being 25% lower than planned, and 18.6% higher
than in the comparative period. The increase in these revenues was the result of improved collection of all taxes, especially VAT
and excise duties that recorded an increase in EUR 33 million or 20.5%.

Revenues from VAT rose by 25% in relation to the comparative period (or EUR 28.8 million), amounting to EUR 144 million or
76.2% of the plan for the current year. These revenues accounted for 45.7% of revenues from taxes. The revenues from excise
duties totalled EUR 49.3 million or 80% of the plan, showing an increase of 9.6%. In their structure, excise duties on imported
goods increased by 13.6%. Uptrends were present with revenues from personal income tax, a 5.9% increase (EUR 2.6 million),
corporate income tax, 44.5% or EUR 5.1 million, property tax and tax on turnover of property and rights, 13.9%, and tax on
international trade and transactions which increased by 11% or EUR 3 million (as a result of increased revenues from customs
duties), amounting to EUR 30.5 million, which is 78.2% of the plan. Other taxes grew not less than 188%, including a remarkable
increase of revenues from motor vehicle tax of 220%. A negative trend was recorded with other Republicincome which amounted
to EUR 14.5 million or 35% of the plan, which represents a fall of 25.7%

Revenues from fees and duties were received to the amount of EUR 4.9 million or 74% of those originally planned, being 6.7%
lower than in the comparative period. Registration fees contributed 77% or EUR 3.8 million, and tourist tax only EUR 1,800. Much
lower revenues from tourist tax were the consequence of the Law on Tourist Tax which prescribes the revenues from tourist tax
to be reallocated to tourist organisations (80% to local and 20% to the National Tourist Organisation).

According to the Ministry of Finance, source budgetary revenues amounted to EUR 315.2 million (including income from loan
repayments), being EUR 0.9 million or 0.3% higher than planned. All categories of revenues from taxes recorded increases, mainly
due to the very successful tourist season, positive effects of reduced tax burden (profit tax and personal income tax), and an upward
trend in economic activities. In addition, the increase in budgetary revenues speaks of greater financial discipline and the more
efficient operation of the tax and customs authorities in the collection of overdue and outstanding liabilities of tax payers.

Graph 4.1 - Structure of budgetary revenues, January-September 2005
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Total budgetary expenditure (preliminary data) in this period
amounted to EUR 405.2 million, being 7% lower than revenues. After
the budget revision the expenditure amounted to 80.5% if the plan,

being 30% higher than in the same nine months last year.

period. (Table 4.2)

The structure of total expenditure shows a the main contribution of
regular budgetary expenditure of 69.3% or EUR 281 million, which is
36% less than planned for this year, and 10% less than in the comparative

Table 4.2 - Realization of budgetary expenditure of the Republic of Montenegro, EUR millions

% Difference

o Plan s : . % Of realization
Description Realization - IX Realization in re[athn to in relation to
|-1X2004. 2005. |-1X2005. realization, plan, I - IX 2005.
| - 1X 2004.

Gross salaries 103,2 120,3 13,8 10,3 -55
Net salaries 574 68,6 68,1 18,6 -0,7
Compensations for utilization of goods 19 2,1 1,8 -4,7 -13,7
Personal income tax 13,7 14,3 12,6 -8,0 -12,0
Contributions 30,2 353 31,3 3,6 -11,4
Other income and compensations 8,9 93 70 -22,0 -25,5
Expenditures for material and services 31,1 48,1 36,2 16,4 -24,8
Interest paid 177 12,2 14,1 -20,2 15,7
Rental expenses 1,2 14 1,3 6,4 9.2
Subsidies 6,1 52 4,8 21,3 -73
Grants and social benefits 77,1 106,5 88,3 14,5 171
Other expenditures 07 14 11 60,3 -204
Capital expenditures 95 25,7 14,5 51,7 -43,6
EXPENDITURES 255,6 330,2 281,0 10,0 -14,9
Borrowings 4,8 6,2 4,7 2,3 -239
Reserves 1,2 12,8 12,8 14,7 -0,2
Debt repayments 399 331 95,5 1395 188,4

Deposit for restitution 11,1
TOTAL EXPENDITURES 311,4 382,3 405,1 30,1 6,0

Source: Montenegrin Ministry of Finance

Box 4.3 — Structure of Budgetary Expenditure

The Government continued with debt repayment in the reporting period and allocated EUR 95.5 million, which is 106.3% more
than envisaged with the revision plan for this year. Compared to the same nine-month period last year, EUR 55.6 million or
139.5% more debts were repaid. Some 109% more loans to financial institutions, 150.1% more to non-financial institutions, and
193% more foreign loans were repaid in this period. Loan repayments arising from given guarantees were somewhat lower than
in the comparative period, but also 38% higher than planned for this year. As for other liabilities, EUR 6 million or 44.6% were
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repaid. The Government allocated EUR 4.7 million or 60% of the plan (revised) for borrowings and loans, the same as last year.
Loans and borrowings were also taken by public and other enterprises, but substantial funds were spent for other borrowings
and loans, EUR 3.4 million. Some EUR 12.8 million or 16.4% more than planned was allocated for budgetary reserves (permanent
and current). As for prior years™ outstanding liabilities, the Government allocated EUR 100 thousand, and EUR 11.1 million for
restitution and reparation of land.

In this period, EUR 113.8 million or 71.3% of the plan for this year was allocated for the largest expenditure item, gross salaries,
whichis 10% more than in the comparative period. In the structure of this expenditure, the largest contributors were net wages
and salaries (60%), contributions (27.5%), and personal income tax (11%). Compared to the same period last year, EUR 10.7 million
or 18.6% was allocated for net wages and salaries, 3.6% more for contributions, whereas expenditure for personal income tax
was 8%. Increased expenses for net wages and salaries show that they represent the priority of the budgetary expenditure. In
regular budgetary expenditure and total expenditure gross salaries accounted for 40% and 28%, respectively.

However, most of budgetary expenses increased comparing with those in the same reporting period last year. Expenses for
material and services rose by 16.4% (a substantial growth recorded expenses for current maintenance and contracted services of
37% and 24%, respectively), rents increased by 6.4%, and other expenses grew by 58%. Expenses for grants and social benefits
increased by 15%, amounting to EUR 88.3 million, whereby transfers to the Government sector rose by 20%, social benefits by
14.3%, and subventions to individuals by 22%. Funds allocated for capital expenses amounted to EUR 15 million, which represent
an increase of 52%, of which the main portion referred to the acquisition of fixed assets, 71% or EUR 14 million. On the other
hand, the Government reduced expenses for subsidies by 21% (EUR 1.3 million), and other personal income and compensations
by 22% or EUR 2 million. Interest payables amounted to EUR 14 million or 92% of the revised planned amount and 20% less than
in the comparative period.

Compared to planned expenditure for the reporting period (EUR 382.3 million), total budgetary expenditure increased by 3%,
amounting to EUR 394 million (excluding expenses for restitution), because of the increased debt repayments. The Government
reduced regular budgetary expenditure by EUR 49 million or 15%, so almost all expenditure categories recorded a fall, except
expenses forinterestand budgetary reserves. The most was social benefits, material and services, personal income, other employee
benefits, and capital expenditure. Grants and social benefits were EUR 18.2 million or 17% lower, whereby a significant reduction
was made in budgetary transfers to the Government sector, by 24% or EUR 15 million less, subventions to individuals, by 18% or
EUR 1 million, and to non-profitable and non-governmental institutions, by 13% or EUR 1.2 million. Other employee benefits and
compensations to employees were reduced by EUR 2.3 million (26%), and expenses for material and services by EUR 12 million
(25%). The allocated amount for gross salaries of employees was EUR 113.8 million or EUR 7 million less than planned due to the
payments of prior months salaries in the following months (late payments of salaries earned in the previous month which were
paid in the subsequent month). Capital expenses were EUR 11.2 million or 44% lower than planned. The Government allocated
EUR 1.5 million or 24% less for borrowings and loans (to publicand other enterprises, and for other loans and borrowings). On the
other hand, asignificantincrease of 188% or EUR 62.4 million more than planned were recorded in expenses for debt repayments
that amounted to EUR 95.5 million, which has positive effects on the reduction of Montenegro's public debt through regular
servicing of liabilities arising from foreign and other loans.

Observing the surplus/deficit as the difference between total revenues  recorded a surplus in the reporting period of EUR 1214 million. (The
reduced for loans and borrowings and total expenditure reduced forloans ~ Methodology for the Calculation of Surplus/Deficit, “Official Gazette of
and borrowings and principal repayment, the budget of the Republic ~ RM”, no. 40/01). (Annex D, Table 18)
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Graph 4.2 - Structure of budgetary expenditure, January-September 2005
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Box 4.4 — Less of the Grey Economy in Tourism

The effects of the excellent tourist season in the period July - September 2005 resulted in increased source revenues, especially
those arising from the collected VAT. Besides this, the effects are shown in the increased number of tax payers involved in tourist
activities.

The Action Plan and the Operative Plan for Monitoring the Tourist Season, enacted by the Tax Administration in February this
year, specifies the activities and the procedures with regard to the registration and the termination of the registration for
persons involved in any seasonal activity. The shortened registration procedure and the effective campaign and control by the
Tax Administration resulted in the achievement of the objective set, explained by this institution with the motto: “less tax,
more tax payers.”

People that registered for performing any of the stand-alone activities during the season enjoyed the status of entrepreneurs
and were issued temporary certificates, and data updating in the tax register was performed for the already registered private
citizens — who rent accommodation. In the reporting period, a significant number of people registered as performing this activity,
which had not been the case until that time.

Since the beginning of the official summer tourist season, 1June 2005, the total of 2,485 tax payers was registered, of which 935
registered for performing seasonal activities, and 1,550 as offering rented accommodation. Compared to the same period last
year when 671 tax payers were registered for performing activities during the summer tourist season, this number increased by
270% this year, whereas no tax payers were registered for bed rental that year.

Graph 1 - Number of tax payers, seasons 2004 and 2005
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91



CHIEF ECONOMIST‘S REPORT THIRD QUARTER 2005

The largest number of tax payers was registered in Budva (920), then Ulcinj (582), Bar (415), Herceg Novi (340), Tivat (155) and

Kotor (73).

The Pension and Disability Fund received revenues to the amount
of EUR 127.8 million, which is 4.8% more than in the comparative
period of 2004, owing to an increase in revenues from contributions
and transfers from the budget. In the structure of total revenues, those
from contributions (corporate and non-corporate sectors) amounted to
EUR82.8 million or 64.8%, being at the same level as last year. Transfers
from the budget increased by 16%, amounting to EUR 33.5 million or
26% of total revenues. Other revenues were 50% lower, amounting to
EUR 0.6 million. Revenues from share capital recorded a growth of 72%,
amounting to EUR 5.3 million. With a view toits liquidity maintenance,
the Fund provided funds from loans taken from commercial banks to
the amount of EUR 5.5 million or 4.3% of total revenues.

TheFund's expenditure was EUR 1 million lower than revenues, amounting
to EUR 126.7 million. Compared to the same none-month period of 2004,
this is an increase of 7%. Substantial contributors were expenses for
pensions of EUR 103.3 million or 82%, which is again 7% more. The
contributions for health-care insurance were 9% higher, totalling EUR
13 million, and compensations and allowances increased by 36%. On
the other hand, expenses that fell were those for other compensations
(18%), material expenses (2%), pensions (17%), professional services
(30%), and capital investments and current maintenance (28%). The
aforementioned resulted in a surplus of EUR 1 million.

The estimated operating result of the Health Care Fund'® in the
reporting period is a surplus of EUR 1 million (total revenues amounted
to EUR 69.5 million, and total expenditure EUR 68.5 million). Compared
to the same period last year, revenues increased by 5.5% or EUR 3.6
million. The main contributors were revenues from contributions —

16 The estimate made by the Health Care Fund.

-ﬂ Review of Budgetary Funds in the Period January — September 2005

43.3% or EUR 30.1 million from the corporate sector (an increase of
3.7%), 27.7% or EUR 19.3 million from the non-corporate sector (a fall
of 11.6% or EUR 2.5 million), and 1.8% or EUR 1.2 million from stand-
alone companies (an increase of 16%). Revenues from the Pension
and Disability Fund totalled EUR 13.68 million, being EUR 2 million or
17.6% higher than in the same nine-month period the year before, and
Budget transfers amounted to EUR 4.3 million, showing an increase of
no less than 147%.

Revenues from farmers were nearly eight times higher, amounting
to EUR 0.2 million, those from the Employment Bureau 26% higher,
whereas other revenues recorded an increase of 21%, amounting to
EUR 0.8 million.

Expenditure to this fund was 3.5% higher than last year. The largest
contributors were expenses for reqular activities and medicines, 92%.

The Employment Bureau received revenues of EUR 13 million,
which is 48% more than in the comparative period of 2004. The main
contributors were revenues from contributions, EUR 3.5 million, showing
anincrease of 229%. Revenues from the sale of shares were EUR 2.6 million,
nearly seven times more than in the comparative period, those from
employment tax for non-residents increased by 12%, and a substantial
increase showed other revenues which amounted to EUR 0.3 million
(EUR 3 thousand in 2004). Transfers from the Budget totalled EUR 1.8
million, 13% less than a year ago. Revenues from repayment of loans
for selt-employment were EUR 2.3 million, and loans with commercial
banks amounted to EUR 1 million.
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Expenditure of the Bureau amounted to EUR 11.5 million, soit recorded a
surplus of EUR 1.5 million. However, it should be taken into account that
the Bureau's outstanding liabilities as at 31 September 2005 amounted
to EUR 6.6 million. Ofthis amount, EUR 5 million were liabilities for assets
provided from the Budget for financial provision of trainees, and EUR
1.6 million were the Bureau's liabilities (funds provided for trainees,
training of employees, and other liabilities).

The Development Fund received revenues of EUR 297 thousand in
the reporting period, and expenditure amounted to EUR 224 thousand,

producing a surplus of EUR 73 thousand. (Annex D, Table 19)
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Resume

The current account deficit for the first nine months of 2005 amounted
to EUR 42 million or 3.6% of GDP. The main characteristics of current
transactions during the period were: a deepening in the imbalance in
Montenegrin foreign trade, but also an increase in the positive balance
in the sub-balances of services, factor income, and current transfers.
The coverage of foreign trade deficit with the surpluses achieved in the
current account sub-balances amounted to 88% or 6% less than in the
same period of 2004. Total visible trade amounted to EUR 983.1 million
or 4.2% more than in the comparative period.

The import/export coverage was 47%, which is some 9 and 3 index
points less than in the comparative period and the second quarter of
2005, respectively.

The invisible trade sub-balances recorded increases in surpluses of
21% with services, 50% with factor income, and 9.5% with current
transfers.

Foreign direct investments totalled EUR 253 million, which is 6.7 times
more than in the comparative period. Most of the investments were
in services, 74%, then in the sale of property, 12.6%, and in financial
services, 11.6%.

Net foreign borrowing (loans) was 4.5% higher. The inflow of foreign
loans was 2% lower than in the period January — September 2004, as
was principal repayment, 13.5%.

Table 5.1 - Balance of payments quarterly data for 2004 and 2005, EUR thousand

2004 2005
| Il 1] \% | Il 11

A.CURRENT ACCOUNT (1+2+3+4) -74,568 | -19,551 | 77,176 | -110,927 | -34,501 | -68,899 | 61,062

1. GOODS -103,453 | -67,272 | -95,230 | -153,668 | -67,773| -125,107 | -162,521

1.1. Exports 102,005 | 121,338 | 115710 112947 | 95369| 100,529 | 117954

1.2. Imports 205458 | 188,610 | 210940 | 266,615| 163142 | 225636| 280,475

2. SERVICES -4,855| 18,678 | 129,040 358 | -1,546| 20,597 | 154,121

2.1.Revenues 16,576 | 44,039 | 156,246 27,713 21,004 50,938 | 189,527

2.2. Expenditures 21,431 25361 | 27206 27,355 22,550 30,341 35,406

3. FACTOR INCOME 14,837 | 14,077 | 29,483 27,758 | 22,763 | 23,671 41,150

3.1. Revenues 26,198 | 29470 | 35931 43,770 30,475 47141 49,195

3.2. Expenditures 11,361 15,393 6,448 16,012 7,712 23,470 8,045

4. CURRENT TRANSFERS 18,903 | 14,966 | 13,883 14,625 12,055 11,940 | 28,312

4.1. Transfers to Montenegro 21,538 17412 16,886 17,658 15,522 16,636 32,610

4.2. Transfers from Montenegro 2,635 2,446 3,003 3,033 3,467 4,696 4,298

B. CAPITAL AND FINANCIAL ACCOUNT 44,407 | 38,727 | -3,052 70,620 | 58,014| 99,682 | -13,456
1. CAPITAL ACCOUNT

2. FINANCIAL ACCOUNT (142+3+4+5) 44,407 | 38,727 | -3,052 70,620 | 58,014| 99,682 | -13,456

1. Direct investments - net 9,343 | 21,467 5575 14182 | 161,244 51,487 | 35,647

2. Portfolio investments - net 149 607 1,222 3,546 7,883 2,855 -4,838

3. Other investments - net 13,598 | 16,505 | 30,092 34,328 -673 45,074 45,074

4. Changes in net foreign assets of commercial banks 19,569 8,479 | -22,481 13,103 =780 | -22,536 12,486

5. ggslrgge in CBM reserves (assets deposited in foreign 1748| -8331| -17460 5461 | -100660| 22,802| -55969

C.NET ERRORS AND OMMISSIONS (A+B) -30,161 | 19,175| 54,399 | -20,582| 23,513 | 30,783| 47,606
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Observing the currency structure of transactions, it can be seen that
more than 85% of cash inflow from international transactions were
in the EUR, while this percentage was somewhat lower with cash
outflow, 83%.

Although the USD is much less present in Montenegrin trade and
finandial transactions than the EUR, its movement in the world currency
markets has an adverse effect on business activities of some domestic
companies, such as Kombinat Aluminijuma Podgorica (KAP- Aluminium

Plant Posgorica), Brodogradiliste (Shipyard), and Luka Bar (Port Bar),
due to the special kind of goods they produce, i.e. contracts in the
USD. During 2004, 63% of total KAP's expense were paid in the EUR,
but aluminium was sold in the USD. At end-December 2004, the USD
reached its lowest value in the previous three years (1 USD = 0.7335
EUR as at 29 December 2004), more precisely, since January 2002, when
1USD = 11654 EUR. During 2005, the USD/EUR rate ranged between
0.7342 and 0.8408 euros for one US Dollar.

Graph 5.1. - Currency structure of money transactions with abroad in 2005
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Table 5.2 - Comparative table of balance of payments current account, in USD and EUR

USD thousand EUR thousand
I-IX 2004 I-1X 2005 Index I-1X 2004 I-1X 2005 Index
A. CURRENT ACCOUNT (1+2+3+4) -21,684 -55,822 257.44 -16,124 -42,338 262.58
1. GOODS -325,873 -443,063 135.96 -265,224 -355,401 134.00
1.1. Exports 415,783 395,980 95.24 339,148 313,852 92.54
1.2. Imports 741,656 839,043 113.13 604,372 669,253 110.74
2. SERVICES 174,020 210,774 121.12 142,862 173,172 121.22
2.1. Revenues 264,674 322,110 121.70 216,860 261,469 120.57
2.2. Expenditures 90,654 111,336 122.81 73,998 88,297 119.32
3.FACTOR INCOME 71,572 110,418 154.28 58,486 87,584 149.75
3.1. Revenues 112,390 159,808 142.19 91,687 126,811 138.31
3.2. Expenditures 40,818 49,390 121.00 33,201 39,227 118.15
4. CURRENT TRANSFERS 58,597 66,049 112.72 47,752 52,307 109.54
4.1. Transfers to Montenegro 68,520 81,745 119.30 55,836 64,768 116.00
4.2. Transfers from Montenegro 9,923 15,696 158.18 8,084 12,461 154.14

According to preliminary data, the current account deficit for the first
three quarters of 2005 amounted to EUR 42 million, which represents
an increase of EUR 26.2 million in relation to the same period in 2004.
Ifforeign assistance were to be excluded, than the deficit would be EUR

AR The Balance of Payments Current Account

Table 5. 3 - Balance of payments current account in relation to GDP, EUR thousand

29 million higher. The current account deficit was mainly affected by
the trade deficit. However, surpluses achieved in other current account
sub-balances covered some 88% of the foreign trade deficit, while this
percentage in the comparative period amounted to 94.7%.

1-1X 2004 1-1X2005 Index % BDP*
A. CURRENT ACCOUNT (14+2+3+4) -16,124 -42,338 262.58 -3.6%
1. GOODS -265,224 -355,401 134.00 -30.6%
1.1. Exports 339,148 313,852 92.54 27.0%
1.2. Imports 604,372 669,253 110.74 57.6%
2. SERVICES 142,862 173172 121.22 14.9%
2.1. Revenues 216,860 261,469 120.57 22.5%
2.2. Expenditure 73,998 88,297 119.32 7.6%
3. FACTOR INCOME 58,486 87,584 149.75 7.5%
3.1. Revenues 91,687 126,811 138.31 10.9%
3.2. Expenditure 33,201 39,227 118.15 3.4%
4. CURRENT TRANSFERS 47,752 52,307 109.54 4.5%
4.1. Transfers to Montenegro 55,836 64,768 116.00 5.6%
4.2. Transfers from Montenegro 8,084 12,461 15414 1.1%

Source: Central Bank of Montenegro, preliminary data

* Refers to the first nine months of 2005
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Observed as a percentage of GDP, the current account deficit amounted
10 3.6%. The level of deficit was mainly influenced by the movements
in the third quarter, primarily a strong seasonal influence in tourism,
which caused the current account decrease stated as the percentage
of GDP in relation to the annual average. The sub-balance of goods
recorded a deficit of 30.6% of GDP. It can be expected that this deficit
will remain at almost the same level as GDP in the years to come. The
expected increase in domestic production should reduce the contribution
of consumer goods, but also an increase in intermediate goods and
production equipment in total visible imports, as well as the improved
offer of domestic products in tourism (which also represents a kind of
exports). The balance of services accounted for 14.9% of GDP.

A surplus in the current account was recorded in the third quarter
owing to surpluses in the sub-balances of services, factor income, and
transfers which exceeded the foreign trade deficit by EUR 61 million. A
comparison of the current account balances in the third quarter of 2004
and 2005 shows a fall in this year's surplus of 21%. The main reason for
thisis a higher increase in the visible trade deficit than in the surpluses
achieved in the other current account sub-balances. The visible trade
deficitin the third quarter of the current year was EUR 67 million larger
than in the same period last year, whereas the surplus in the current
account invisible trade sub-balances was EUR 51 million higher this year.
The main reason for such developments is the low competitiveness of
domestic products which, together with a growing domestic demand
partly conditioned by loans granted to residents and partly by positive
movements in tourism, led to increased visible imports.

5.1.1. Visible Trade

Montenegro's visible foreign trade in the reporting period amounted
to EUR 983.1 million, of which EUR 313.8 million were exports, and
EUR 669.2 million imports. The total volume of foreign trade was 4.2%
larger than in the comparative period of 2004. The foreign trade deficit
amounted to EUR 3554 million, and the coverage of imports by exports
was 47%. In the third quarter of 2005 this coverage was the same as in
the fourth quarter of 2004, 42%, which represented the lowest coverage
in both 2004 and 2005.

Thereasons for the fallin exports can be found in the low competitiveness
of the domestic economy, and in the larger consumption of domestic
products through tourism because a substantial portion of the increase
in agricultural production this year was compensated by the increase in
domestic demand (resulting from the campaign ““Let's buy domestic
products” and the promotion of the “National Cuisine”). The increase
inimports was mainly due to the movements of oil prices in the world
markets, and an increase in construction and tourism that were financially
supported by a growth in loans granted to private citizens and the
corporate sector, and partly by foreign direct investments (a considerable
portion of the foreign direct investments make up the Government
budget revenues not invested during the reporting period.

The available data on visible exports shows a fall of 7.5%. The average
quarterly exports in 2005 were EUR 104.6 million, and that in the
comparative period amounted to EUR 113 million. Observed quarter-on-

Graph 5.3 - Import/export coverage, 2004-2005, in %
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quarter, exports in the third quarter of 2005 were 2% higher than in the
comparative quarter of 2004, and 23.7% and 17.3% higher than in the
first and the second quarters of the current year, respectively.

The average quarterly importsin 2005 amounted to EUR 223.1 million,
which is 2.3% more than in 2004, while exports were rather balanced.
A remarkable impact on the imbalance of imports was caused by the
import of oil and oil derivatives. To wit, 43% of the total import of oil
and its derivatives was imported in the last quarter of 2004; 58% of

total nine-month import of this commodity in 2005 was imported in
the third quarter. Also, products classified under “Miscellaneous finished
products” have a significant influence on the fluctuation in imports.
Some 75% of the total import of this group last year was in the fourth
quarter, and 61% more was imported in the reporting period than in
the entire 2004. One of the reasons is a different coverage of these
products, which is explained in more details in the chapter Structure
of exports and imports by commodities.

Graph 5.4 - Visible imports and exports in 2004 and 2005, EUR thousand
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Graph 5.5 - Quarterly increases in visible imports and exports in 2004 and 2005, in %
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Structure of Exports and Imports by Commodities

Apoor diversification of products characterizes the structure of exports.
For example, item “Manufactured products classified by materials”
accounted for 58.5%, and the five largest groups by the SITC nomendlature
made up 70%, of total exports (non-ferrous metals, iron and steel, cork
and wood, beverages, and fruit and vegetables). The largest contributors
to exports are low-processing products, which means that the export of
raw material and semi-finished products dominates, while the export
of finished products is insignificant.

Table 5.4 - Visible exports by SITC¥, EUR thousand

I-1X I-1X
ITEM 2004. 2005.
0 | Food and live animals 29,631 26,885
1 | Beverages and tobacco 32,042 23,032
2 | Crude materials, except fuels 21919 23,035
3 Minergl fuels, lubricants and related 2847 5012
materials
4 Animal and vegetable oils, fats and 176 207
waxes
5 | Chemicals and related products 12,068 7845
6 I\/\anufactured goods classified by 201669 | 183708
materials
7 | Machinery and transport equipment 32,848 29,399
8 | Miscellaneous manufactured articles 5752 14,714
9 Other products and transactions not 196 16
mentioned
Total 339,149 | 313,852

Source: Data from the customs declarations
*SITC- Standard International Trade Classification

The analysis of visible transactions must involve an analysis of both
exports and imports. Falls in both exports and imports were recorded
in some sectors, which can be explained by a larger consumption of
domestic products, and less interest in trading some products, i.e. their
re-export. Additional problems are the processing of the customs data
and its quality, which remain unsolved.

The comparative data shows that Montenegro reduced the export of
products from the group “Products classified by material”, by EUR 17.9
million or 9%, due to the lower export of aluminium and bars, treads
and moulded steel of EUR 12.2 million and EUR 5.5 million, respectively.
If we observe the export of aluminium in its selling currency, the USD,
then the exported value is USD 177 million or USD 9 million less than
in the same period 2004. The lower production of steel products (bars,
treads, and moulded steel) of Zeljezara Niksic (Steelworks Niksic) in 2004
had an effect on exports in 2005.

A fall in export of EUR 9 million or 28% was obvious in the sector
“Beverages and tobacco”, but the import of these products fell, by EUR
4million or 13%. The investments by the Ministry of Agriculture, Water
Management and Forestry in the production and repurchase of tobacco,
stricter control of sale, the suppression of the grey economy in this field,
and the implementation of the Law on the Use of Tobacco Products had
an effect on the lower import of tobacco products for the purpose of
re-exports, and an increase in production in domestic manufacturing
industry (the manufacturing of tobacco products rose 26% in the first
six months of 2005).

Graph 5.6 - Movements of prices of aluminium and oil in the world market
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Graph 5.7 - Visible exports by SITC in the period January - September 2005
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Box 5.1 - Factoring

The non-competitiveness of the domestic economy and the lack of current assets for financing export activities are the two most
limiting factors for any increase in the export of domestic products. Factoring is one of the ways to make it easer for an export
company to market its products on international markets and provide current assets for continued production.

The name “factoring” comes from the word “factor”, which, in legal terms, means an agent, a commissioner, or a middleman. A
factoring contract originated from a contract on commission and represents a kind of banking lending activity. It first appeared
in the United States as a result of the need for financial assets in certain branches of the economy. A factoring contract is signed
between a bank (the factor) and its client which is usually an export enterprise. Here the bank assumes the responsibility of
the client’s outstanding accounts receivable from a third party and their collection, and to lend money to the client with the
appropriate remuneration. These are usually short-term accounts receivable.

The result of such contracts is the acceleration of the turnover of goods and services. The exporter (the factor's client) obtains
money immediately after the shipment of goods, and submits the invoice to the bank-factor. Thus, exporters reduce their
expenses since now they can finance the subsequent production cycle from their own funds, instead of taking a loan. Also, an
export company is enabled to settle its liabilities to suppliers on time, and its balance improves as the indebtedness decreases.
Moreover, the company's competitiveness improves because it sells goods on deferred payment.

Banks in Montenegro still do not provide this kind of service. It would be very useful if the Serbia and Montenegro Export Credit
Agency, existing at the level of the state union of SCG, provided this kind of service at acceptable conditions. In addition, the
establishment of such an agency at the Republic level should also be taken into consideration.

Visible imports in the reporting period amounted to EUR 669 million,  period last year, this year'simport of consumer goods and intermediate
being 10.7% higher than in the same period in 2004. goods rose by 24.8% and 33%, respectively, and the import of equipment

fell by 31%. The increase in loans to the corporate sector and private
In the structure of visible imports, consumer goods accounted for 68.6%,  citizens of 33.3% and 40.7%, respectively, is one of the reasons for a
24.6% intermediate goods, and 6.8% equipment. Compared to the same  growth in domestic demand which, due to the insufficient domestic
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supply, reflected in the increased imports. The worrying factis that more
than two thirds of the imported goods were consumer goods, and that
this percentage is on the increase.

Table 5.5 Visible imports by SITC*,

EUR thousand
ltem I-1X I-1X
2004. | 2005.
0 | Food and live animals 128,548 | 107,768
1 | Beverages and tobacco 29,743 25815
2 | Crude materials, except fuels 5893 | 15480
3 Minergl fuels, lubricants and related 72567 | 97912
materials
4 Animal and vegetable oils, fats and 7083 7006
waxes
5 | Chemicals and related products 65934 | 61,082
6 Manufactured goods classified by 88,831 95873
materials
7 | Machinery and transport equipment 131,566 | 143,291
8 | Miscellaneous manufactured articles 74,203 | 115,025
Other products and transactions not
9 ) 2 0
mentioned
Total 604,372 | 669,252

Source: Data from the customs declarations
*SITC- Standard International Trade Classification

Observed by the SITC nomenclature, products mainly imported were
from the machines and transport equipment group, EUR 143 million
or 9% more than in the comparative period, of which EUR 36.9 million
were passenger cars (31% more)m and this remarkable share was
intended for the Serbian market, followed by household appliances of
EUR 8.3 million, cooling and heating equipment and telecommunication
equipments of EUR 8 million each.

The value of the imports of the group food and live animals recorded a fall
of EUR 20.7 million. The activities of the Ministry of Agriculture, Forestry
and Water Management, the Directorate for the Development of Small
and Medium-Sized Enterprises, in cooperation with domestic banks
(credit lines for farmers), the European Agency for Reconstruction, the
GTZ (Development Agency owned by the German Government), the CHF,
the IRD, and the assistance by the Governments of Holland, Luxembourg,
and Italy, resulted in an increased production and diversification of
agricultural products, which caused a fall in their import. The import
of meat and meat products fell from EUR 26.8 million in the first nine
months of 2004 to EUR 23.3 million in the same period this year, and
theimport of fruit and vegetables fell by some EUR 6 million. The import
of cereals and cereal products (flour) fell from EUR 26.3 million to EUR
19.8 million. Apart from an increase in production, this was due to the
increase in customs duties on the import of flour that was introduced
in November 2004 and was in effect for 100 days.

Some EUR 97.9 million was allocated for the import of mineral fuel
and lubricants, which represents an increase of 35%. The import of
electricity, oil and oil derivatives made up 96% of total imports of this
sector. The import of electricity increased by 11%. The import of oil and
its derivatives amounted to EUR 54.6 million, which is an increase of
53.6%. The average quarterly import of these items in 2005 and 2004
amounted to EUR 18.2 million and EUR 11.9 million, respectively, being
more stable in the second year. The reasons for the fluctuating import
of oil in the current year are numerous: primarily, the movements of oil
prices in the world markets, as well as the diminishing of the price risk
by the production of more oil supplies than demanded. Also, a better
tourist season, the increased purchase of passenger vehicles (by 31%
- the purchase of cars on leasing and taking loans), and the increased
export of oil products (EUR 3.2 million in 2005) are additional reasons
for the real increase in imports.

Box 5.2 - Electricity

Developed countries have been investing more and more money in research, development, and to obtain energy from renewable
resources. The European Union has set an objective that the share of renewable sources contribution in total consumption by

the year 2010 will be 12%.

Each year, Montenegro faces an increasing shortage of electricity. In 2003, EUR 46.5 million worth of electricity was imported, EUR
48.8 million in 2004, and EUR 39.6 million in the reporting period. In 2004, total electricity production amounted to 3,186 GWH,
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and consumption was 4,510 GWH. Of the total power, 868 MWh, 76% referred to hydroelectric power plants, and the remaining
24% to the thermal power plant Pljevlja. The envisaged reconstruction of the hydroelectric power plant Piva worth EUR 50 million
will be performed in cooperation with the KfW Bank. The project was chosen by the “4 E Fund” for renewable power sources.

The lack of electricity could be partly compensated by renewable sources (solar energy — especially in the coastal area and the
middle part of Montenegro, or wind energy). The anticipated increase in the prices of electricity in Montenegro, a reduction
in transmission and distribution losses, as well as more efficient control and collection of electricity bills from enterprises and
households would have a direct effect on a reduction in the electricity deficit, and thus the dependency on its import. Also, the
implementation of the national energy strategy and the state’s encouragement for employing renewable energy sources (through
a decrease in customs duties, tax relief, and the like) would lead to a more rational consumption of electricity.

Graph 5.8 - Available energy, consumption and balance in the period 1995 - 2004
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Source: Elektroprivreda Crne Gore (Electric Power Industry of Montenegro)

Graph 5.9 - Quarterly import of oil and average by quarters in 2004 and 2005
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The highest increase in imports, 162.7% (from EUR 5.9 million in the
nine-month period of 2004 to EUR 15.5 million in the reporting period),
was recorded in the sector “Raw material, except fuel”. The main reason
for this is an increase in the import of iron and steel scraps of EUR 8.3
million.

The increase in the import of products from the group “Miscellaneous
finished products” of EUR 22 million was primarily due to the statistical
records. To wit, within this group, the import of products from the sub-
group “Miscellaneous products NN” rose from EUR 12.1 million in the
same reporting period of 2004 to EUR 45.6 million in 2005. At end-

2004 and during 2005 the Customs Authority implemented Article
89" of the Law on Customs of the Republic of Montenegro (“Official
Gazette of RoM”, no. 7/02), prescribing that various small-value goods
shall be levied at the same customs rate and classified under the same
sub-group. This accelerates the customs clearance procedure, but any
insight in the structure of these products is not possible on the basis of
the available data. The contribution of this sector in total imports rose
from 12% in 2004 to 17% in 2005. Many of the products belonging
to other sectors are classified into this sub-group and labelled under
the same code making the analysis and time comparability of data
impossible, which, in addition to the non-updated nomenclature, also
prevents the comparison of data with other countries.

Graph 5.10 - Visible export by SITC in the period January — September 2005.

Chemical products 9%

Products classified by materials 14%

Mineral fuels and lubricants 15%
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Box 5.3 - Port Bar — A Free Zone

Port Bar, situated in the midst of the corridor of important freight and passengers flows (Budapest-Belgrade-Bar-Bari-Ancona),
has significant prerequisites for the implementation of development programs that are of importance for Montenegro.

Port Bar was established at the beginning of the previous century, in 1906, and the project of the Free zone in this town dates
from the time of the Principality of Montenegro. The idea of the Montenegrin visionaries on the establishment of the Port Bar

" The Law on Customs of the Republic of Montenegro (,0fficial Gazette of RoM", no. 7/02) Article 89 prescribes: “If the shipment consists of goods marked under
more than one tariff label, and the classifying of such goods and the fulfilment of the customs declaration would involve additional work commitments and
costs disproportional to the charged customs duty, a customs office may, following the proposal by the submitter of the customs declaration, allow for the
customs duty on the entire shipment to be calculated by classifying the goods under the tariff number of the goods whose import customs duty is the highest.”
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Free zone was implemented almost a century later with the enactment of the Law on Free Zones. The law has created conditions
for more favourable business activities, free movements of capital, goods and labour, significant benefits with regard to taxes,
dues, and customs relief. All the regulations are in line with European Union legislation, making it easier for foreign investors to
understand the business environment, and providing them with equal opportunities for organising their business operations
in the zone, and the equivalence regarding ownership rights, and the greater safety of their investments.

Among the advantages the Free Zone Port Bar offers to its users are a direct road connection from the main Adriatic route, a
railway network directly connected to the railroad Belgrade-Bar, and the immediate vicinity of the customs post.

The Free Zone Port Bar officially commenced its operations on 18 April 2005, following the decree from the Customs Administration
of Montenegro on the fulfilment of the technical requirements for the functioning of the Free Zone regime.

The favourable business conditions generated interest from both domestic and foreign business partners, resulting in the signing
of a contract on business operations in the Free Zone with the company Ocean Blue (with Norwegian capital), which was the first to
openaplantin Port Bar. This enterprise has leased a part of the refrigeration plant with a view to organising imports, warehousing,
repacking, and sale of frozen fish and other products, employing in the first phase some twenty people for the repacking of fish.
They started building a factory for the processing, preserving, salting, and storing of frozen fish, as well as their trading, with a
manufacturing capacity of some 15,000 tonnes per year, and an employment opportunity for some 150-200 people.

Some twenty requests for the performance of various business activities have also been submitted — for the placement of
construction material, the creation of fuel tanks and organising the trade of fuels, reparation, additional upgrade of industrial
machines, and so on.

The opening of the Free Zone and warehouses are of greatimportance for the foreign trade and transit operations, as well as for
the creation of more favourable environment for foreign investments, attracting foreign capital, technology, know-how, and
to increase the level of employment and foreign trade. By relieving them from customs and tax burdens in the production for
export, users of the free zone increase their competitiveness in other markets.

Structure of Exports and Imports by Countries

The analysis of visible trade by countries shows that the main foreign
trade partner of Montenegro was Serbia (and Kosovo), the volume of
trade being EUR 357.7 million, followed by Italy with EUR 143.6 million,
Slovenia with EUR 72.3 million, and Greece with EUR 60.7 million, which
all together accounts for 65% of the total foreign trade volume in 2005.
Some 75% of total visible trade in the reporting period was achieved with
the countries of the former Yugoslavia, Italy, Greece, and Albania.

The structure of visible exports was remarkably affected by the export
of aluminium, steel products, fruit and vegetables. A redirection of the

aluminium export from the Swiss market to other markets (e.g. Slovenian)
had a significant effect on the structure of exports by countries. In
the reporting period, this item was mainly exported to Italy, EUR 74
million, Greece, EUR 26.3 million, Serbia and Kosovo, EUR 18.9 million,
and Slovenia, EUR 15.2 million. Steel products were mainly exported to
Serbia and Kosovo, EUR 18.9 million, and Great Britain, EUR 3.6 million.
The export of fresh fruit and vegetables to Serbia and Kosovo amounted
to EUR 13.3 million. The severest fall of exports to Serbia and Kosovo
was recorded in the sector “Beverages and tobacco”, but this was due
to the redirection of the export to other destinations.
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Table 5.6 - Structure of exports and imports by countries, | - 1X 2005, EUR thousand

Foreign trade partners | Total trade | Export Import Deficit 510:;{;?;232 Icnc:\?;':é:(%o;z
Serbia and Kosovo 357,741 241,529 116,211 125,318 36.39 4811
Italy 143,564 56,835 86,729 -29,894 14.60 152.60
Slovenia 72,316 48,460 23,856 24,604 7.36 49.23
Greece 60,715 31,302 29413 1,889 6.18 93.96
Croatia 49,981 45,401 4,581 40,820 5.08 10.09
Bosnia and Herzegovina 41,388 26,431 14,957 11,474 421 56.59
Germany 33,529 32,724 805 31919 341 246
Switzerland 30,404 27,852 2,552 25,300 3.09 9.16
Austria 29,926 29,058 868 28,191 3.04 299
Hungary 18,351 13,215 5136 8,079 1.87 38.86
G. Britain 12,665 7,368 5,297 2,071 1.29 71.89
Russian Federation 9,817 8,730 1,087 7643 1.00 12.45
FYR Macedonia 9,751 8,359 1,392 6,967 099 16.65
Netherlands 9,506 8,156 1,350 6,805 097 16.56
Albania 4,941 1,905 3,036 -1,131 0.50 159.36
Other 98,509 81,927 16,582 65,344 10.02 20.24
TOTAL 983,104 | 669,252| 313,852 355,400 100.00 46.90
Source: Data from the customs declarations
Table 5.7 - Structure of exports by countries, EUR thousand
EXPORTS I-1X 2004 I-1X 2005 Index Difference
339,149 313,852 92.54 -25,297
Serbia and Kosovo 136,795 116,211 84.95 -20,584
Italy 83,861 86,729 103.42 2,868
Greece 34,712 29413 84.73 -5,299
Slovenia 1,738 23,856 1372.30 22,118
Bosnia and Herzegovina 12,429 14,957 120.34 2,528
Egypt 147 7,361 5018.24 7,215
Great Britain 1,965 5,297 269.54 3,332
Hungary 4,204 5136 12218 932
Croatia 6,043 4,581 75.80 -1,463
Albania 3,920 3,036 7744 -885
Switzerland 24,891 2,552 10.25 -22,339
Cyprus 3,639 1,826 50.18 -1,813
FYR Macedonia 839 1,392 165.95 553
Netherlands 3,235 1,350 41.73 -1,885
Austria 355 868 244 .31 868
Germany 1,959 805 4111 -1153,5
Other 18,416 8,482 46.06 -9934,5

Source: Data from the customs declarations
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Graph 5.11 - Montenegro’s largest export partners in the period January — September 2004/2005
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The most imported products were oil and mineral oils, then passenger
vehicles, electricity, medicines, and so on. Some EUR 24 million worth of
grease and oil, or 46% of total import of these products, was imported

Italy, Ukraine, Croatia, Bosnia and Herzegovina, Bulgaria, Albania, and
50 on. Passenger vehicles were imported mainly from Italy (EUR 8.5
million), then Hungary, Slovenia, and Croatia.

from Greece, and the rest was imported from the Russian Federation,

Table 5.8 - Structure of imports by countries, EUR thousand

I-1X 2004 I-1X 2005 Index Difference
IMPORTS 604,372 669,252 110.74 64,880
Serbia and Kosovo 209,742 241,529 115.16 31,788
[taly 52,721 56,835 107.80 414
Slovenia 49,712 48,460 9748 -1,252
Croatia 43,284 45,401 104.89 2,117
Germany 28,581 32,724 114.49 4,143
Greece 25,693 31,302 121.83 5,609
Austria 24,982 29,058 116.32 4,076
Switzerland 13,002 27,852 214.21 14,850
Bosnia and Herzegovina 18,483 26,431 143.00 7948
Hungary 10,797 13,215 122.39 2,418
Russian Federation 278 8,730 3134.94 8,452
FYR Macedonia 5,570 8,359 150.07 2,789
Netherlands 7460 8,156 109.32 695
Great Britain 24,975 7,368 29.50 -17,607
Other 89,090 83,832 94.10 -5,258

Source: Data from the customs declarations
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Graph 5.12 - Montenegro’s largest import partners in the period January — September 2004/2005
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Box 5.4 - The Processing of Data by Partner Countries

In the analysis of data on imports and exports by countries it often points to differences among trade partners. These occur
because of the incorrect fulfilment of customs declarations, and also to methodological differences as well. There are many

principles of tracking countries:

- the consignation principle (countries of shipment and destination);

- the trade principle (a country of the buyer, i.e. the seller);

- the financial principle (countries of payment and collection), and

- the commodity principle (countries of production and consumption).

In cases when different principles are applied, the comparability of data is almost impossible. Also, differences occur in the so-
called “middleman’s business”, or “over-the-third-country trading”, which is the case when goods cross more countries to reach

its country of destination.

5.1.2. Services

Besides visible trade, the current account is also made up of transactions
from services with foreign countries thatinclude transportation, tourism,
financial, and revenues and expenditure from other services.

Revenues from services in the reporting period amounted to EUR 261
million and they increased by EUR 44.6 million or 20.6% in comparison
with last year's nine-month period.

Expenditure to services was FUR 88.3 million and it increased by
EUR 14.3 million or 19.3%.

The balance of services was positive, amounting to EUR 173.2 million,
being EUR 30.3 million or 21.2% higher than the surplus achieved in
the comparative period.
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Graph 5.13 - Structure of revenues from services in the period | - X 2004/2005
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Source: The Central Bank of Montenegro statistics on foreign payment operations

Graph 5.14 - Structure of expenditure for services in the period | - IX 2004/2005
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Transportation revenues amounted to EUR 45 million, which
represents an increase of EUR 10.6 million or 30.9%. The largestincome
was from the marine transport, followed by air traffic, and transportation
via railways.

Observed by its percentage contribution to total income from transport,
the highest growth was recorded in the income from air traffic (from
23%in 200410 30% in 2005). To wit, in the reporting period, 27 airlines
were active (1 domestic, T Serbian, and 25 foreign airlines), and in 2004
this number was 21. In addition, new international flights were opened,
and the number ofinternational flights by the domestic airline increased.
This led to an increase in air traffic related services (storing, packaging,

other cargo services, navigation, maintenance and cleaning of transport
equipment, commissions and fees to agents dealing with passenger and
cargo transport). The increase in income from marine, and transport
via railways was due to a greater volume of transactions with Serbia.
Compared to January-September 2004, the income from transportation
services from Serbia and Kosovo in marine transport rose by 73.6%, i.e.
from EUR 1.9 million to EUR 3.3 million. Also, the income from services
in transport via railways increased by 240%. The reasons for such a high
increase in revenues from marine and transportation via railways are
numerous: an agreement was signed by the Railways of Montenegro
and Serbia with Port Bar on containerised transport (the container
block train on the Bar-Belgrade route), then a Chinese program for the
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Table 5.9 - Transport revenues, EUR thousand

Type of transport I-1X2004. | % contribution I-1X 2005. % contribution | 2005/2004
Marine 25,141 7314 29,384 05.33 116.88
Railways 576 1.68 1,125 2.50 195.31
Air 7,894 2297 13,594 30.22 172.21
Road 756 2.20 876 1.95 115.87
Other 5 0.01 0 0.00 0.00
TOTAL 34,372 100.00 44,979 100.00 130.86

Source: The Central Bank of Montenegro statistics on foreign payment operations

transport of goods to the markets of the former Yugoslav republics, the
so-called “high cube” containers, was redirected to Port Barin September,
and a gradual takeover is planned for the entire program envisaged for
the markets of Serbia and Kosovo, Bosnia and Herzegovina, and other
republics (until a few years ago, the transport was performed over the
Slovenian Port Kopar, and after Slovenia's joining the EU in 2004, it was
redirected to Croatia — Port Rijeka). Also, the Railways of Montenegro
and Serbia signed an agreement with Port Bar on the common railway-
port tariff (harmonisation of joint commercial operation conditions of
all three enterprises by allowing special privileges for attracting goods
to this transport route), which lowered the prices of these operators,
causing turnover growth. In addition, the former Sartid from Smederevo
(now U.S. Steel Serbia) returned to this transport route after 10 years.
This company used to be the biggest business partner of Port Bar. The
repair of the railways network through Serbia, and the increase in
the number of ships in the domestic fleet also affected the growth in
income from transport.

Table 5.10 - Transport expenditure, EUR thousand

Total transportation expenditure amounted to EUR 26.1 million,
being 16% higher than in the comparative period of 2004.

The main reason for the increase in expenditure is more passengers and
carqgo transported by air and via railways (services by other railways,
international airports, overflight fees, and other expenditure).

The balance of transportation services was positive, amounting to
EUR 18.8 million or 59% more than in the comparative period.

The estimated income from tourismin this period amounted to EUR 190.7
million, being EUR 29.5 million or 18% higher than in the comparative
period in 2004. Of this amount, EUR 82.8 million are from tourists
from “the rest of the world”, and EUR 1079 million from tourists from
Serbia. The surplus amounted to EUR 183 million or 17% more than
the year before.

Type of transport I-1X 2004. % contribution 1-1X2005. % contribution | 2005/2004
Marine 4,447 19.77 4,094 15.67 92.06
Railways 537 2.39 2,400 9.19 44693
Air 10,908 48.50 12,363 4733 113.34
Road 6,542 29.09 7,259 2779 110.96
Other 55 0.24 3 0.01 545
TOTAL 22,489 100.00 26,119 100.00 116.14

Source: The Central Bank of Montenegro statistics on foreign payment operations
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Other revenues from services in this period totalled EUR 22.7 million
or 20.3% more than a year ago. The highest growth was recorded in
revenues from PTT (postal) services, EUR 9.2 million, but compared to
the previous year, this is a fall of 5%. The opening of new forwarding
agencies and a larger number of transactions caused an increase in
revenues from forwarding services of 207% (amounting to EUR 2
million). An increase was also recorded in revenues from intellectual
services (licenses, patents, projects), 46% more than in the same nine
months of 2004,

Expenditure to other services amounted to EUR 48.7 million, recording an
increase of 16.3%. In the structure of these services, the main contributor
was expenditure for investment work in the country, EUR 30.6 million
or 32.8% more than a year ago. This increase was due to the building of
road and aero infrastructures in Montenegro. Increases in expenditure
were also recorded with payments for the participation in fairs, and
advertising and propaganda (Montenegro tourism commercials and
other). Expenditure for the import of software amounted EUR 3.3
million, which represents a fall of 41%. The increase in the prices of
PTT services for domestic traffic had an effect on international traffi,
afall of 26.5%.

Graph 5.15 - Revenues from other services in the period | - X 2004/2005
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Graph 5.16 - Expenditure for other services in the period | - IX 2004/2005
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The balance of other services in this period was negative, - EUR
259 million, and this deficit was higher than in the comparative period
by 13%.

The balance of goods and services was also negative, - EUR 182.2
million, which represents a deterioration of 48.9% in relation to the first
nine months of 2004. The main cause lies in the deterioration of the
trade sub-balance of EUR 90 million.

5.1.3. Income

The third item in the balance of payments current account are revenues
and expenditure based on the ownership of production factors. It
includes compensation to employees (salaries, wages, pensions, disability
pensions, remittances), and revenues and expenditures from interests,
investments, and dividends.

Income earned from abroad in the reporting period amounted to
EUR 126.8 million, which is an increase of EUR 35 million or 38%. The
increase occurred due to the increased inflow of funds arising from
compensations to employees from abroad of EUR 32 million or 37.7%.
Most of the inflows come from Germany, Italy, Greece, the USA, Great
Britain, Switzerland, Cyprus, and the Russian Federation, and. These
are revenues from Montenegrin residents who are temporarily working
abroad, primarily seafarers sailing on foreign ships (Italian, Greek,
Cyprian, British), then construction and other workers in Germany, the
Russian Federation, and the like. Revenues from Serbia for individuals
were EUR 2.8 million or 43% more a year ago. The upward trend of
these revenues continued in the third quarter of the current year, and
compared to the first quarter and the same quarter of 2004, they grew
by 56% and 64%, respectively. The main reasons for the growth in the
inflow of compensations to employees are a growing inflow of funds
through banking channels as a result of improved statistical recording.
These also include only a part of transfers sent to citizens in Montenegro
from their relatives who have been working abroad for a longer time
because sometimes it is difficult to distinguish income revenues from
transfers. Interest income increased due to term linking the deposits of
our banks with foreign banks.

Income expenditure totalled EUR 39.2 million, which is EUR 6
million or 18.2% more than in the comparative period. Expenditure
for compensations to employees increased by EUR 5.8 million.

Interest expenses rose to EUR 19.1 million from EUR 17.4 million in the
corresponding period of 2004, i.e. by 9.6%. Expenditure for dividends
amounted to EUR 9.6 million or 8% less. The increase in total income
expenditure was primarily due to better statistical coverage, i.e. the
regained confidence in the banking system so that more and more
transactions have entered the banking channels, and less in cash. An
increase in interest expenditure was because of the growing inflow
of loans in the last few years, and accordingly, increased interest
repayment.

The balance of income was positive, EUR 87.6 million, being EUR
29.1 million or 49.8% higher than the surplus achieved in the nine-
month period of 2004,

5.1.4. Current Transfers

As for current transfers, a downtrend in foreign grants that had been
present for the last few years, continued, whereas other transfers
increased in relation to the same period of 2004. In the structure of
expenditure to current transfers, the main contributors are payments
to foreign experts, artists, schools, language editors, and costs of our
political representatives abroad.

Revenues from current transfers totalled EUR 64.8 million, being EUR
8.9 million or 16% higher than in the comparative period. Transfers to
Montenegro from abroad amounted to EUR 26.5 million, which is an
increase of EUR 6 million or 29%. Most of this amount was made up by
pensions, EUR 17.3 million or 15% more than a year before. An inflow
of foreign aid was EUR 5.8 million, which is 63% or EUR 9.9 million
less. Current transfers also included the aid received through non-
governmental and humanitarian organisations to the amount of EUR
32.5 million or 64.8% more than in the comparative period. Over 600
non-governmental organisations have been registered in Montenegro
since 2002, among which are some international organisations
(the EAR, the IRD, the FAQ, HELP, the OSCE, the Red Cross, and the
UNHCR) that are providing assistance to Montenegro through non-
governmental organisations, whether cash or material assistance through
the construction of various objects. It should be taken into account that
most of the employees in these organisations are citizens of Montenegro.
The increase in participation fees and membership fees is explained by
the participation of foreign companies in tenders for the privatisation
of Montenegrin companies.
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Expenditure for current transfers amounted to EUR 12.5 million, being
54.1% higher than in the same period the year before. In the structure
of this expenditure, the main contributors were payments to foreign
experts, artists, schools, language editors, and costs of our political
representatives abroad. Foreign experts are mainly hired by tourism
and telecommunication companies.

The capital-financial balance recorded increases in foreign and portfolio
investments. The value of net direct investments (inflow less outflow)
was EUR 248 4 million or EUR 212 million more than in the comparative
period. Observed by quarters, the value of net foreign direct investment
in the first quarter of 2005 was EUR 162 million, EUR 53 million in the
second, and EUR 38 million in the third quarter.

Most of the investmentsin 2005 were in services, 74%, then in financial
activities and property.

The value of directinvestments in the reporting period totalled EUR 253
million. In addition to the privatisation of Telekom Crne Gore, most of
the inflow in the service sector was from the sale of hotels.

The balance of current transfers was positive, EUR 52.3 million,
being EUR 4.5 million higher than a year ago.

EFA Capital and Financial Transactions Account

Portfolio investments amounted to FUR 5.9 million, showing an increase
of EUR 3.9 million, but since this is preliminary data, it is possible that
a part of the investments recorded as portfolio, were actually direct,
investments. Observed by quarters, portfolio investments in the period
January — September 2005 were lower than in those in the period
January — June. The explanation for this is the correction of data after
determining that a part of portfolio investments actually belonged
in the category of foreign direct investments (share owners acquired
more than 10% of total shares of the companies involved). Therefore,
the amount of portfolio investments in the third quarter reduced the
same amount that direct investments increased.

As for other investments, loans fell by EUR 2.3 million, and repaid loans
were at the level of EUR 32 million or EUR 5 million less than in the
comparative period.

Graph 5.17 - Inflow of foreign direct investments by quarters in 2005
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Source: The Central Bank of Montenegro statistics on foreign payment operations
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Graph 5.18 - Structure of foreign direct investments in 2005
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Source: The Central Bank of Montenegro statistics on foreign payment operations

Table 5.11 - Foreign direct investments in Montenegro, 2004 — 2005, EUR thousand

Investment 1-1X2004 | % contribution I-1X 2005 % contribution | 2005/2004
In production 1,499 397 4518 1.78 301.40
In services 30,729 8148 187,492 74.03 610.15
In financial organisations 1,126 299 29,269 11.56 2599.38
Sale of property 4,359 11.56 31,970 12.62 73343
Total 37,713 100.00 253,249 100.00 671.52

Source: The Central Bank of Montenegro statistics on foreign payment operations

Net foreign assets of banks were EUR 79 million higher than on 31
December 2004. At the same time, the CBM reserves in international
accounts on 30 September 2005 were EUR 93.7 million higher than on
31 December 2004, and the comparison of 30 September 2004 and 31
December 2003 shows a growth of EUR 17.8 million.

The net errors and omissions item has a residual position in the balance
of payments and is a compensating difference between the balance of
the current account and capital-financial account. They amounted to EUR
102 million, and in the same period of 2004 they were EUR — 62 million.
Arelatively high discrepancy between the inflow and the outflow was

due to credits-in-kind and commercial loans (different timing in the
movement of goods and cash), the inflow of funds arising from foreign
investments and the depositing of these funds with domestic banks, cash
payments, the inability to identify goods that inflow as presents, direct
investments, or financial leasing, but also due to the implementation of
the IMF methodology itself since it is adjusted to countries with their
own currencies. Such a high net errors and omissions item existed in
the majority of the EU countries when they accepted the EUR as their
legal tender, for example, Austria, Denmark, France, Germany even
had a 9.9 times higher net errors and omissions item than its current
account balance in 2001.

116



EXTERNAL DEVELOPMENTS

Box 5.5 - Methodological explanations of the balance of payments

The balance of payments is prepared pursuant to the methodology prescribed by the International Monetary Fund (Balance of
Payments Manual, 1993). The sources of data are: Republic of Montenegro Customs Office, MONSTAT, Electric Power Industry
of Montenegro, the Ministry of Finance, commercial banks, and the Central Bank of Montenegro. The balance of payments is
given in USD and EUR. Identical sources of data are used for both currencies, and thus the transactions included are the same.
Recalculation of the transaction values from the original currency to the reporting currency is performed by: using the mean rate
of exchange of the Central Bank of Montenegro on a transaction day, using monthly and annual mean rate of exchange of the
Central Bank of Montenegro, and using a daily mean rate of exchange at the end of the period with evaluation of transactions
whose change is monitored.

The revision of data from 2004 was performed at the beginning of 2005. To wit, during the previous year, it was technically
impossible to monitor visible transactions between Montenegro and Serbia on the basis of data from the Customs Office of
Montenegro, i.e. customs declarations. Until 2004, the source for monitoring these flows was only the data of commercial banks
on completed international payment operations, that is, the ITRS.

The registering of transportation services uses banks™ data on completed international payment operations.

Data on revenues from tourism is obtained on the basis of the number of tourist nights (data from Monstat) and estimated average
daily spending. At the beginning of 2005, the model for the assessment of revenues from tourism was corrected by including both
2003 and 2004. Data on tourism expenditure is obtained on the basis of international payment operations.

Financial services (insurance and reinsurance, representative and mediation commission fees, and commission fees and expenses
for banking operations) are tracked on the basis of the foreign payment operations statistics. Other services include investment
work in foreign countries, PTT and communication services, forwarding services, expenses for the maintenance of representative
offices, computer and information technology services, author’s fee, and fees for licence issuance, as well as other business
services. The data is obtained from foreign payment operations statistics and banks' reports.

Income statement comprises data from foreign payment operations statistics on compensations to employees, payments, and
charged dividends. The source of data is banks’ reports. This statement also includes pensions, which are from the methodological
point of view seen as transfers, but due to the inability of banks to record this item separately, we record them together with
other income. The annual correction of both revenues and expenditure is consequently performed. To wit, it was noticed that
pursuant to the Instructions for the method of performing foreign payment operations item 897 - withdrawn assets and issued
nostro cheques from foreign exchange accounts of resident private citizens was recorded as an outflow of foreign currencies from
the country, which was the case before the introduction of the EURO as the legal tender because all foreign payments could be
made only in foreign currencies. However, with the introduction of the euro it was concluded that almost all the money is spent
in the country. Furthermore, item 797 - deposited cash and cheques in foreign currency accounts by resident private citizens now
represents depositing of assets by residents to their foreign currency accounts who manage them freely, which is not a part of
the balance of payments statistics.

Current transfers include data from international payment operations statistics, the Ministry of Finance, and the estimate of the
unregistered transfers. The survey conducted in commercial banks showed the amount of pensions that come from abroad and
has been until now a part of the compensations to employees, and thus have been excluded from factor income and included
in transfers.
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Direct and portfolio investments are tracked on the basis of data from foreign payment operations statistics and conducted polls.
Other investments include inflows and outflows arising from credits, and the basic of their recording is the payment operations
statistics and the Central Bank of Montenegro statistics on credit relations with foreign countries.

The correction of loans on the annual level was performed, which was necessary due to the error detected in the report of one
commercial bank and which relates to the classification of these transactions.

The Central Bank of Montenegro's reserves comprise funds deposited with international banks and the cash in the CBM vault.
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In the last 30 years, the world scene has been impacted on by several
oil price surges, known as the “oil shocks”. Taking into account the
importance of this commodity, whether as a semi-finished product or
an end product, the effects of the volatility of this market very quickly
impinge upon the entire economy of a country. The fluctuation in the oil
market represents a beacon and provokes various reactions by economic
subjects in the domain of inflation targeting and the rate of increase in
the total economy. The history of oil market developments points to the
conclusion that the price of this product is not purely the result of the
movementon the side of supply and demand, but very often dependant
upon non-economic factors and regulatory restrictions.

The chronology of the major events that have left their mark on this

market is shown in Graph 6.1.

Such a high increase in oil prices currently suits the producers, but
the entire consumer world is “shaken.” The increase of some 50% in
the international market affects all import-dependant economies, as
well as Montenegro. Graph 6.2 shows the effect of oil price rises on

Montenegro's imports.

Graph 6.1 - Major events and real world oil prices, 1970 - 2005 (prices adjusted for CPI for all urban

consumers, 2005)
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Graph 6.2 - Oil trade balance in Montenegro, USD
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The direct effect, reflected in deterioration in the trade balance, becomes
an alarm signal to pay more attention to this issue in order to avoid
the adverse consequences of imported inflation, increased costs, and
afallin the competitiveness of the Montenegrin economy. In favour of
this argument are forecasts that the price of oil may fall slightly in the
forthcoming period. (Annex F, Table 21).

Qil products have a significant contribution in the purchasing prices
of a number of final products whose increases affect inflation. In the
methodology for the calculation of the retail price index used by Monstat,
oils products are unrealistically weighted and unadjusted to actual
consumption in the Republic. Therefore, it is very difficult to identify
the real impact of the past rises in oil prices and the cost of living stated
in official records. In most countries, the structure and weights of the
consumer basket are adjusted annually in accordance with the household
survey. In the methodology applied by Monstat, the contribution of the
oil price increase in the consumer basket is measured by the weight of
amere 14%, which is one of the lowest weights.

The adverse effects of oil shocks on the Montenegrin economy are
reflected in the following:

1. Potential inflation and a decrease in living standards;

2. Lower economic activity due to an increase in production
costs;

3. Lower competitiveness of Montenegrin products owing to the
increased costs arising from higher purchasing prices;

4. A pressure on interest rates. This is manifested through two
transmission channels. The first is through an increase in the
forecasted inflation rate that affects an increase in the nominal
interest rate at the system level; the second is an increase in
the risk premium that banks charge to companies due to
their reduced liquidity and the degradation of their solvency
following deteriorations in their balance sheets and income
statements.

5. High demand for oil and oil products diminish the investment
opportunities. The restructuring of the economy and transition

Table 6.1 - Oil contribution in total basket of goods and services for inflation calculation in different

countries
1 2 3 4 5 6 7
Country - - -
Slovenia | Croatia Serbia | Montenegro EU UK Luxemburg
QOil contribution 8.2% 4.86% 8.31% 1.41% 4.5% 2.8% 9.5%

Source: Central Bank of Montenegro
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entail alarge volume of direct investments requiring raw energy
material. “Dead weight cost”, irrational costs due to oil price
increases decrease the funds available for this purpose and
the volume of investments. Besides the threats to investment
consumption, there is the actual consumption of this energy
source. The high import of cars in Montenegro represents
an additional source of demand, and accordingly, induces
additional costs.
6. Deterioration in the balance of payments current account.

However, in the case of Montenegro, an extenuating circumstance s that
it does not have a developed industry that is highly dependant on the
import of oil. The opportunities a euroised economy has at its disposal
in order to adjust to external shocks, whether those related to oil prices
or any other commodity, are very limited. Faced with such shocks, an
economy must deal with real losses/gains without the opportunity to
mitigate them through exchange rate adjustments. Of course, besides the
exchange rate, there are other alternatives available to adjust situations
of asymmetrical shocks and a balance of payments deficit.

The following options stand out as representing the options for
Montenegro to adjust to the oil shocks:

The first solution is to increase productivity thus generating income
that would balance the expenses arising from increases in the prices
of energy sources.

A substitute for the aforesaid is a reduction in salaries with a view to
reducing costs. However, taking into account a relatively low level of
the living standard, anticipated resistance by workers and trade unions,
as well as a potentially adverse effect on productivity, this measure is
only theoretically, but not practically, a real possibility.

The following alternative implies the intervention through the fiscal
sphere of the economy with a view to mitigating the effects ofincreased
costs. Changes in the fiscal sphere can be made through a reduction
in levies on oil and its derivatives directly through a decrease in VAT
and/or excise duties, or the lowering of other taxes that are embedded
in the purchasing price, e.g. a lowering of personal income taxes and
contributions. The Montenegrin authorities consider the last option as
acceptable since they believe that the results of such an action could
produce long-term benefits to the development of entrepreneurship
in this country. However, in case of any larger “oil impacts”, a decrease
in the tax burden should nevertheless be considered as an option since
the import price of oil derivatives account for 29% and 43% in the retail
price of unleaded petrol and eco-diesel petrol, respectively.

The following option implies the growing utilization of alternative energy
sources Montenegro is abundant with: solar energy, wind power, the
wave power, biomass, and the like.

Finally, the current trend in the world in the implementation of energy-
saving technologies should also be followed. Foreign directinvestments
should represent a very significant channel for the inflow of these
technologies.
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After the positive feasibility study, the process of joining the EU has
become a very topical issue. The largest enlargement of the EU occurred
in May 2004, and a number of countries are on their way to the EU
(Graph 7.1). The road to Brussels is a long one and requires numerous
harmonisations that have to be fulfilled, but the candidate countries are
all more or less aware of the conditions. That is why the time a country
has to “spend” on its way to the European Union varies, and depends
primarily on the ability of the country's authorities and citizens to adjust
to European living and working standards.

The opening position on the way to the European Union is to gain the

position of an aspirant which is achieved through the strengthening
of relations with the EU though bilateral cooperation in various fields,

Graph 7. 1 - Rapprochement to the EU

and by obtaining trade preference from the Union. The status of “an
aspirant” s currently held by Ukraine, Moldavia, Iceland, Russia, Norway,
and Switzerland.

The new Ukraine government has defined EU entry as its primary
objective. Russia has promoted its cooperation with the EU at a recently
held summit where they agreed on four common subjects related
to the economy, freedom, security and justice, external security and
research, and education and culture. In Norway, ten years after the
rejection, rapprochement to the EU is topical again. More and more
citizens of Switzerland have also become interested in joining the
EU. Some 56% of the Swiss have declared that they are for the free
movement of labour from the new ten EU countries, which is certainly
a step forward in relations.
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During the process of joining, an EU aspirant has to fulfil certain criteria
incorporated in contracts and other documents of the Union, as well as
some specific requirements defined by the EU member countries and
the Council for potential members. In order for a country to join the EU
it has to prove that it respects the principles and the values the EU is
based on. These are the principles of freedom and democracy, respecting
for human rights and fundamental freedoms, and the rule of law. Also,
candidate countries must fulfil the Copenhagen Criteria:

- political- the stability of institutions quaranteeing democracy,
the rule of law, human rights, and respect for, and protection
of, minorities;

« economic— the existence of a functioning market economy
with the capacity to cope with competitive pressure and market
forces within the EU;

- institutional — the ability to take on the obligations of
including adherence to the aims of economic, political, and
monetary union.

An applicant country submits an official request for membership of the
EU Council. The European Commission makes the assessment of the
capability of the applicant to meet the membership responsibilities,
known as the “Opinion”, which represents the Council's report. After the
application has been officially accepted, the country receives the status of
a candidate country. The Council, representing all member countries,
gives a unanimous vote, and the Commission conducts the negotiation
process with the applicant, helping the country to solve any problems
thathaving arisen during the negotiations. The work of the Commission
is coordinated by the Director General for enlargement.

During the process of the EU enlargement, the Acquis'® was divided
into 31 chapters, of which each refers to a different area. Each chapter
is closed for the accession country separately in accordance with the
access criteria for the policy in question.

Currently, in this phase of joining the EU are Turkey and Croatia. After the
long-standing preparations, and in the case of Turkey these were ten-
year preparations, Croatia and Turkey have made another step toward
EU membership, commencing the negotiations on 3 October 2005. As
for Turkey, progress monitoring is to be performed in the fields of science

and research, followed by education and culture. This screening process
will take about a year, after which the other chapters will be negotiated
on avoluntary basis. Croatia submitted the application for membership
on 21 February 2003, expecting the negotiations to begin in March
2005, but it finally got the green light on 3 October 2005, the same as
Turkey, after confirmation by the Hague Tribunal of its full cooperation.
The next step is the screening of the implementation of the European
legal framework the Acquis, in the country's legislation, after which the
voluntary opening of the 31st chapter starts.

A country undergoing the accession process is expected to accept the
Acquis in full, and implement numerous contracts and rules from the
agreements in Rome, Maastricht, Amsterdam, and Niece. During the
process, the Commission works directly with the applicant. The pre-
accession strategy and the access cooperation is based on the timetable
of short-term and long-term priority fields in which the applicant must
make progress with a view to fulfilling the accession criteria. For achieving
these objectives, the Union provides financial assistance to the applicant.
“The road map” enables the measurements of the country's progress
in the harmonisation.

The Commission prepares Reqular reports and Progress reports using
them to give the final assessment for the conclusion of the accession
treaty. All EU countries ratify the accession treaties. After the accession
negotiations are over, the country in the process may hold a referendum
that will enable its citizens to vote on EU membership.

Romania and Bulgaria concluded negotiations in April 2005, waiting for
the ratification process in the EU countries and accession on 1 January
2007. However, both of the countries have yet to fulfil a number of
requirements. Romania, for example, has not fulfilled the requirements
regarding the reform of the judiciary system, the suppression of corruption,
the improvement of security, better protection of children's rights, and
the rights of Romanies. Bulgaria is expected to developiits legal system,
suppress organised crime and corruption, increase the competitiveness
of its economy, and close the nuclear power station Kozloduj.

Due to the instability of the region, the EU has developed a special
strateqy towards countries of the Western Balkans (Albania, Bosnia
and Herzegovina, FYR Macedonia, Serbia and Montenegro, and Croatia),

18 Acquis communautaire includes contracts, requlations, policies, and directives prepared by the EU institutions, and approved by the Court of Justice. The Acquis
Is divided into 31 chapters of policies that have to be »closed« in order for negotiations on the accession of candidate countries to be concluded.
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called the Regional Approach. According to the strategy, these countries
are given special conditions relating to the development of regional
cooperation, the respect for democratic principles and human rights, the
rule of law, the protection of minorities, and reforms to be implemented
with a view to achieving a market economy. The Regional Approach has
accomplished a lotin improving bilateral relations among the countries,
but it has been improved by a new initiative called The Stabilisation
and Association Process. The Process involves three stages:
the preparation of a Feasibility study, negotiations on
accession, and the signing of the Stabilisation and Association
Agreement. The conditions have been expanded in order to respect the
Dayton Agreement and the cooperation with the International Criminal
Tribunal in the Hague. In return, countries of the Western Balkans will

obtain asymmetrical trade privileges, economic and financial assistance,
assistance with regard to democratisation and the development of a
cvil society, humanitarian aid, cooperation in the judiciary, and the
development of political dialogue. The European Union has allocated
substantial funds for the implementation of the aforesaid in the form
of financial assistance programs.

The Commission monitors the progress though the Annual Reports for
each member country, the Regional Report, and the newly introduced
mechanism known as the European Partnership, similar to the Accession
Partnership designed for countries of Middle and Eastern Europe. The
main objective is the achievement of the lasting stabilisation in the
entire region, and the association of these countries to the European

Table 7.1 - Western Balkans Countries in Association process to EU

DYNAMICS OF THE WESTERN BALKANS
ASSOCIATION COUNTRIESCONTENT/ . . . .
OUTCOMEPROCESS Croatia Macedonia SCG BiH Albania
A technical WG which assesses | February, 2000 January 24 Established High Level
the state of play in economy, 1998 - December |in 1998 -EU | Steering Grou”
1. CONSULTATIVE legislative and politics Cooperation | 2000 Road Map'?
TASK FORCE in respective countries, Agreement
resulting in common with the EU
recommendations.
Commission Report on 24 May 2000 16 June March November June 2001
2. the feasibility of initiating 1999 2005 2003
FEASIBILITY REPORT negotiations for the SAA
Negotiations on the political | 20 November 2000 |24 January | 10 October January 2003
3 dialogue, general principles, 2000 2005
’ regional cooperation, etc.,
II\II\IEIES-{:QT’\:OOI\TS establishment of »Four
freedoms, incl. transitional
periods.
Association instrument for the | 29 November 2001 |9 April 2001
4. Western Balkans countries -10 | (Entered into force: | (Entered
CONCLUSION OF headings on institutional and | 28 January 2002) into force:
THESAA cooperation aspects 1 June 2001)
5. Operative implementation of | National National
IMPLEMENTATION | SAA elements according to Programme for Action Plan
OF THE SAA agreed phases?’! 2003 2003

¥ £U Road Map, published in 2000, is actually a timetable containing 18 mandatory steps Bosnia and Herzegovina must take before the commencement of

negotiations.

0 High Level Steering Group — was formed after the negative Feasibility Report adopted by the Commisssion in 1999 according to which Albania is not capable of

assuming the contractual obligations with the European Union.

1 Intensive harmonization of the domestic legislation to European standards (100,000 pages of various requlations that should be enacted), the establishment
of the institutions that will implement new requlations; the respect for human rights and the freedom of opinion; attune a country to sustain economically

competition of other EU member countries.

129



CHIEF ECONOMIST‘S REPORT THIRD QUARTER 2005

Union. The prospect of joining the EU is an incentive itself for the efficient
implementation of reforms. The accession, however, is individual, thus
some countries make faster progress than others, depending on the
assessment of the fulfilment of the conditions.

Table 7.1 shows the current stages of the accession process of countries
of the Western Balkans.

The Former Yugoslav Republic of Macedonia applied for membership
on 22 March 2004, but it has not yet obtained a positive answer. Serbia
and Montenegro got the green light on 10 October 2005 to start with
negotiations on the Stabilisation and Association Agreement. The
conclusion of the agreement is expected in some ten months. Albania
has not submitted an official request for membership yet, and the signing
of the SAA is expected next year. Bosnia and Herzegovina is expected
to start negotiations on the SAA by the end of 2005.

After the completion of the Stabilisation and Association Process, the
countries of the Western Balkans must undergo the Process of the
EU association. The last stage of the road is entering the Eurozone
or the European Monetary Union. The membership of the EU does
not automatically imply entry to the European Monetary Union. The
Maastricht Treaty states that if a country wants to become a member
of the EMU, it has to fulfil certain convergence criteria, known as the
Maastricht Criteria. Earlier experiences regarding monetary unions
have been different. Monetary unions were created without any special

prerequisites and in a very short time. The EMU is a specific kind of
monetary union that was created based on the principle of gradualism
and convergence. Gradualism is required for the fulfilment of the condition
of convergence, and in the case of the first 12 countries of the monetary
union it lasted for 12 years. The convergence criteria — the Maastricht
(riteria that candidate countries must observe in order to enter the
EMU are as follows:

The inflation rate must not be higher than the average of
the three lowest inflation rates of the member countries of
1.5%;

The fiscal deficit must not exceed 3% of GDP;

Pubic debt must nor exceed 60% of GDP;

« Acceptthe exchange rate mechanism of the Furopean Monetary
System without any devaluation of the currency two years prior
to entering the EMU;

« Thelong-term interest rate must not exceed 2% of the average
recorded in three countries with the lowest inflation.

The new exchange rate mechanism, established in 1999, replaced
the old European Monetary System that became outdated with the
introduction of the euro. The ERM Ilis a framework used for the member
countries to peg their national currencies to the EUR, and bring their
economic indicators in line with the Maastricht Criteria. The pegging of
national currencies to the EUR is important because any exchange rates
fluctuations may create problems in the internal market. The ERM Il is

Time line for convergence
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avoluntary mechanism based on the central rates with the established
marginal fluctuations of =15% in relation to the central parity. Twelve
countries of the EU became a part of the EMU on 1 January 2002. Denmark
is currently in the ERM II, while Sweden and Great Britain opted out of
it. The ten countries that became members of the Union on 1 May 2004
are on their way to accomplishing the convergence criteria and entering
the EMU. Estonia, Lithuania, and Slovenia became parts of the ERM 1l on
27 June 2004, expecting to enter the EMU by the end of 2006. Cyprus,
Malta, and Latvia joined the ERM Il on 2 May 2005, and after fulfilling
the convergence criteria regarding exchange rates, expect to enter the
EMU at the end of 2007.
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Last year's expansion of economic activity has been assessed as the
largest in the last three years. Therefore, it is reasonable to expect a
moderate slowdown in economic growth in 2005, but with rates higher
than the current trend (some 4.25%). The recent data shows that total
growth slowed up in the second quarter of the year, partly due to the
continuous increase in oil prices. High oil prices are currently one of
the major sources of instability both for the Eurozone and the global
economy. Inflation, generally, remains low, although slightly higher due
to oil price rises in the world markets.

The quarterly report of the European Commission on the Economic and
Financial Affairs in the EU was published at the beginning of October
2005, indicating that the earlier forecast on this year'sincrease in GDPin
the Eurozone fell from 1.6%to 1.2% (a 2.1% increase was recorded in the
previous year). Real GDP growth in this zone slowed down, increasing by
0.3% in the second quarter, while GDP in the same period in the EU 25
rose by 04%. The pace of economic growth, however, remained stable in
the last four quarters. Compared to the same quarter last year, GDP in the
Eurozone and the EU 25 in the second quarter this yearincreased by 1.1%
and 1.3%, respectively. The economic activities in the second quarter
were mainly the result of changes in supply which accounted for 0.1% of
the GDP rate of increase. The contribution of other componentsin the real
growth was very poor, or none whatsoever. Private consumption slightly
fell due to the influence of the high oil prices on households confidence
and disposable income. Investment spending improved in the second
quarter, but still remained relatively low. Despite a powerful rebound

of exports, which grew by 2.1% in relation to the previous quarter, it
still gave no positive contribution to GDP growth in the second quarter
since imports also increased at a similar pace. s

Inflation in the Eurozone in September rose to 2.5% from 2.2% in the
previous month, thus exceeding the level of 2% set by the European
Central Bank. In the second quarter of the year, the current account
recorded a deficit of EUR 13.3 billion, resulting from deficits in the
sub-balances of income (EUR 25.5 billion) and current transfers (EUR
16.1 billion) which were only partly covered by surpluses in the sub-
balances of visible trade (EUR 18.8 billion) and services (EUR 9.5 billion).
However, the balance of payments situation differs greatly from country
to country. Germany had a remarkably high current account surplus of
EUR 80 billion (3.7% of GDP). Belgium, the Netherlands, Austria, and
Finland also recorded surpluses, but only that of Finland matched the
surplus recorded in Germany. Other countries of the euro area recorded
asubstantial deficit. In the cases of Portugal, Greece, and Spain deficits
were similar to that of the USA. Employment in the euro area rose by
0.2% in the second quarter in relation to the previous one, which was
due to an expansion in employment in the industrial sector (including
the construction industry). Unemployment remained relatively high,
representing one of the major problems. The highest unemployment
rate since 1933 has been recorded in Germany, 11.7%, followed by
France, some 10%, and ltaly, around 8%, and on average in the entire
Eurozone it was some 8.5%.

Table 8.1 - Components of growth in euro zone (percentage changes in comparison to the previous period)

| Q32004 | Q42004 | Q12005 | Q22005
GDP 0.3 0.2 0.4 0.3
Private consumption 0.2 0.8 0.2 -0.1
Government consumption 0.4 -0.3 0.5 0.3
Gross fixed capital formation 0.5 0.4 -0.2 0.2
Changes in inventories (% of GDP) 0.0 0.0 0.0 0.1
Export of goods and services 1.3 0.5 -0.7 2.1
Import of goods and services 2.5 1.4 -1.4 2.1

Source: European Commission, Economic and Financial Affair
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Table 8.2 - Selected macroeconomic indicators in euro zone

[ 2001 | 2002 [ 2003 [Apr-05 ] May-05 [Jun-05 [ Jul-05

Balance of current account (EUR billion) 2.0 44.9 18.1 0.8 1.9 -1.0 -5.9
Net direct investment (EUR billion) -104.6 -11.01 -18.4 -6.4 3.3 -9.9| -80.1
Inflation- HICP (annual change in %) 2.3 2.3 2.1 2.1 1.9 2.1 2.2
Unemployment (%) 8.0 8.2 8.4 8.8 8.7 8.7 8.5
Interest rate (3 months) 4.3 3.3 2.3 2.1 2.1 2.1 2.1
Exchange rate EUR/USD 0.90 0.95 1.13 1.29 1.27 1.22 1.20

Source: European Commission, Economic and Financial Affairs

Economic growth was experienced in the three largest new EU members.
In the Czech Republicand Hungary, GDP rosein the second quarter 10 5.1%
and 4.1%, respectively. The growth was mainly supported by exports,
and in the case of Hungary, by investments, too. In Poland, however,
a GDP increase was lower than in the aforementioned two countries,
amounting t0 2.8%. Itis envisaged that GDP growth will remain relatively
strong in the Czech Republic and Hungary, and somewhat weaker in
Poland. In all three countries, inflation was stable in August, primarily
supported by favourable developments in the prices of food and a
recent appreciation of their currencies. The annual HICP inflation in
the same month stayed almost the same: 1.4% in the Czech Republic,
3.5% in Hungary, and slightly higher in Poland, 1.8%. Macroeconomic
indicators in the EU 8 were relatively favourable in the third quarter of
2005 in spite of the adverse external environment and minor instability
induced by political elections. The current account deficit remained high
in Hungary (around 8% of GDP), moderate in the Czech Republic and
Slovakia, and low in Poland. The Slovenian current account recorded a
surplus in this period. Net foreign investments (FDI) increased in the
(zech Republic and Slovakia (partly due to privatisation), Hungary, and
Estonia, but they fell in other countries of the region.

Growth in Great Britain rose by 0.5% in the second quarter in relation
to the previous one. Despite a slight improvement, private consumption
remained rather “poor”. Households™ consumption was still under the
negative influence of the higher interest rates from the previous period.
Itis expected that real GDP will be much lower this year than in 2004
when it reached 3.2%. The current account recorded a deficit of £ 3.1
billion in the second quarter (-1% of GDP), while in the first quarter in
amounted to £ 7.3 billion (-2.5% of BDP).

The GDP in the USA recorded an annual rate of increase of 3.3% in
the second quarter, showing a slowdown in relation to the previous
quarter when it amounted to 3.8%. Substantial demand for cars,

business equipment, and in the real estate market contributed to the
GDP expansion in the second quarter. It is envisaged that the GDP
growth in the third quarter will be supported by a powerful growth in
consumer spending in June and July, encouraged by a boom in the auto
industry. Hurricane Katrina caused a large loss in production due to the
disrupted economic activity in the region. Italso led to a lower supply of
energy goods, resulting in price increases, especially the price of gas. The
direct effects of Katrina dampened growth in the third quarter, but the
main effect will be obvious in the fourth quarter. On the other hand, the
recovery and rebuilding of the hurricane-affected area should increase
GDP growth next year and restore the level of economic output from
the previous period. The upsurge in prices of fuel pushed CPl inflation
103.6% in August in relation to the previous year. In the second quarter
of the year, CPlinflation fell to 2.9% from 3.0% in the previous quarter.
Core inflation (excluding energy and food) showed a similar trend, falling
from 2.3% to 2.2%. The current account deficit fell from USD 198.7
billion to USD 195.7 billion, amounting to 6.3% of GDP.

Real GDP in Japan rose in the second quarter by 0.8% in relation to the
previous quarter. Regardless of a remarkable fall in exports (especially
t0 Asia), the recovery was mainly encouraged by the growth in domestic
demand. Private consumption improved in the first half of the year, and
indicators of consumer confidence continued to be favourable on the
whole. Foreign investments were also significant contributors to GDP
growthin this period. In spite of the unfavourable production indicators in
Julyand August, the overall outlook for the Japanese economy remained
favourable, although deflationary pressures are continuing to ease.
Deflation in Japan caused by the higher prices of oil fell in the second
quarter of the year. Looking ahead, the economy is expected to grow
owing to the expansion of exports, an increase in corporate profits and
investments, while an increase in demand is envisaged on the consumer
side due to improved conditions in the labour market.
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Table 8.3 - Selected macroeconomic indicators in EU 8

Rgéi(l:)}ric Estonia | Hungary | Latvia [Lithuania| Poland | Slovakia | Slovenia
3Q04 4.6 8.3 3.9 8.8 5.6 4.9 5.3 5.0
GDP 4Q 04 4.6 6.6 4.1 8.4 7.2 4.0 5.8 4.3
10 05 4.7 7.2 2.9 7.4 4.4 2.1 5.1 2.6
2Q 05 5.1 10.0 4.1 1.6 8.4 2.8 5.1 5.2
3Q04 -6.4 -12.1 -9.0 -13.0 -8.7 -4.3 2.8 -0.8
Current account 4Q 04 -5.2 -12.7 -8.8 -13.1 -7.7 -4.4 -3.5 -0.9
deficit (%GDP) 1Q05 -4.0 -12.6 -8.9 -13.3 7.2 3.5 -4.3 -1.0
2Q 05 3.7 -10.8 -8.1 -11.3 -6.5 2.2 -5.6 0.1
3Q 04 3.2 4.0 7.0 7.4 2.4 4.5 7.5 3.6
i 4Q 04 3.1 4.6 5.9 7.3 3.1 4.4 6.3 3.4
Inflation CPI
1Q 05 1.6 4.6 3.6 6.7 3.1 3.6 2.8 2.6
2Q 05 1.6 3.5 3.8 6.5 2.4 2.3 2.5 2.3
3Q 04 2.4 7.6 5.2 4.4 3.4 4.2 3.0 1.2
Foreign direct 4Q04 4.2 9.3 4.6 5.1 3.4 5.2 2.9 1.6
investment (%GDP) | 1Q05 4.3 16.6 4.8 5.6 3.1 4.4 2.0 1.2
2Q05 8.0 25.1 5.5 4.6 2.1 3.6 3.4 0.8
3Q04 8.2 10.0 6.1 10.0 10.6 18.2 17.5 5.9
4Q 04 8.2 8.5 6.3 10.3 10.6 18.0 17.1 6.4
Unemployment
1Q 05 8.4 9.5 7.1 9.9 10.2 18.9 17.5 6.8
2Q05 7.8 8.1 7.1 9.2 8.5 18.1 16.2 5.8
Sourece: Eurostat
Graph 8.1- OECD real growth, change in percents
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Economic growth in China continued to be very strong in the first
half of 2005, growing by 9.4% and 9.5% in the first and the second
quarter, respectively (GDP in the first half of the year reached the value
of USD 812.3 billion). Especially remarkably was an increase in export
demand, while a growth in imports remained slow. Regardless of the

higher prices of raw material and energy goods, inflation continued its
downward trend in this period.

Growthin the restof Asia decelerated in the first half of 2005, but “more
powerful” production expansion should be expected in the second half
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of the year due to the strengthening of domestic demand and a powerful
upturn in the IT sector.

South East Europe is one of the regions that still experiences the
most dynamic growth. GDP increase was not based on a growth in
productivity and export oriented branches, but on a strong domestic
demand encouraged by a large inflow of transfers from abroad and
an increase in consumer loans. The envisaged GDP rate of increase in
2005 is 5.1%. The current account deficit in all the countries of this
part of Europe remained relatively high, and according to this year's
assessments, it will range between 4.5% and 23% of GDP in Croatia
and Bosnia and Herzegovina, respectively, amounting to some 9%
for the entire region. A large problem of this region remained a high

Table 8.4 - Selected macroeconomic indicators in %

unemployment rate which varies between 6.0% in Romania and 41%
in Bosnia and Herzegovina. The following table shows the forecasts of
the most important macroeconomic indicators in countries of South
East Europe in 2005.

Interest Rates

In its October Bulletin, the ECB indicated that the main culprit for the
recent inflation increase was the growth in oil prices. According to
Eurostat's assessments, the annual HICP (Harmonised Index of Consumer
Prices) inflation was 2.5% in September, while in the previous two
months it was 2.2%. Itis also obvious that the HICP inflation will remain
high in the short term. On 3 November, the ECB retained the primary

| GDP growth rate |

Unemployment rate

Current account deficit Inflation rate

Albania 6.0 15 -5 3.0
Bosnia 5.8 41 23 30
Bulgaria 55 11.5 -9.0 4.0
Croatia 35 18 -4.5 32
Romania 55 6.0 -8.7 8.0
Serbia 5.0 325 -13.7 16.0

Source: South East Europe in the Spotlight

Graph 8.2 - New loans at floating rate or up to 1 year initial rate fixation (percentages per annum

excluding charges, period averages)
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interest rate at the same level (2%) for 29 months in a row, aiming
at supporting economic growth in the 12 countries of the Eurozone
regardless of the threat of inflation.

In the USA, the Federal Open Market Committee (FOMC) decided to
raise interest rates to 4%. The opinion prevailed that the disruptions
caused by Hurricane Katrina and the high enerqy prices have temporarily
weakened production and employment. The FED also added that the
overall increase in energy and other prices may push inflation, noticing
that core inflation (CPI excluding food and energy goods) was relatively
low, while the long term forecasted inflation looks stable. The FED intends
to increase the rate to a neutral level that will not be over-stimulating

for the economy, or slow down its growth. Although the Central Bank
has not pinpointed the level, economists mainly expect the FED to “halt”
when the interest rate reaches the level of 4.5%.

The discount rate of the Bank of Japan has not changed since September
2001, amounting to 0.10%. A change in its monetary policy may occur
sometime during 2006, which largely confirms the expectations of
economists for a positive interest rate.

The threats of revived inflation due to il price rises had a crucial effect
on the Bank of England's decision to maintain it basic interest rate at
the level of 4.5% after lowering it by 0.25% in August with a view to
encouraging consumer demand and positive economic activity.

Graph 8.3 - Movements of FED reference interest rate
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Graph 8.4 - Discount interest rate of Bank of Japan
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Table 8.5 - Major Central Banks

Central Bank Cll:]:frzzggggt Last Change M’e\:lgétng
Federal Reserve (FED) 4.00% 11/01/05 hike 25 bp 12/13/2005
European Central Bank (ECB) 2.00% 06/05/03 cut 50bp 11/03/2005
Bank of England (BOE) 4.50% 08/04/05 cut 25bp 11/10/2005
Swiss National Bank (SNB) 0.25% - 1.25% 09/16/04 hike 25bp 12/15/2005
Reserve Bank of Australia (RBA) 5.50% 03/02/05 hike 25bp 12/06/2005
Bank of Canada (BOC) 2.75% 09/07/04 hike 25 bp 12/06/2005
Reserve Bank of New Zealand (RBNZ) 7.00% 10/27/05 hike 25bp 12/08/2005
Bank of Japan (BOJ) 0.00% 01/20/04 change in cash target 10/31/2005

Source: The SNB reviews monetary policy at least once a quarter

Exchange Rates

The US Dollar/EUR exchange rate increased by some 3 cents in favour
of the EUR at the beginning of September 2005, reaching the value of
USD 1.25 = EUR 1. However, the EUR depreciated after that, and this
weakening in relation to the American currency was supported by
data on the current inflow of US portfolio investments in July, as well
as substantial differentials between the USA and the Eurozone interest
rates. On 5 October, EUR Twas worth USD 119, which is 2.1% less than
atend-August, and 3.9% below its average value in 2004.

Graph 8.5 - EUR/USD exchange rates

As for the YEN/EUR exchange rate, the EUR remained relatively stable
in relation to the Japanese currency in September. At the end of the
month, the EUR was 1.2% above its average in 2004.
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Graph 8.6 - EUR/YEN exchange rates
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0il Prices

The prices of oil continued their growth. Immediately after Hurricane
Katrina, oil prices recorded their highest level, dropping soon afterwards
to the previous level mainly due to interventions from the USA reserves.
Itis estimated that the Hurricane caused a haltin the production of fuel
of some 1.5 million barrels a day (mb/d), and destroyed some 20% of
the American manufacturing facilities, inducing an increase of over 30%
in the price of gas in the USA. Any shortage of gas in the USA induces
increases in its price in Europe because it is a USA export product. On 30
September, Brent was traded for some 63.5USD/bl. Since end-2004, the

price of oil in US Dollars increased for nearly 60%, and over 70% in the
EUR. The current level of real oil prices and the pace of their recent rises
remain below the oil shocks experienced in 1970°s and early 1980's.

The IMF Study from 2000 drew up a hypothesis that an increase in the
crude oil price of USD 10 per barrel reduced the global GDP growth by
some 0.5% for four years in a row. This time, such a quantity ratio has
not come true since the estimated fall of the global GDP since 2002 has
been 3% although the oil price over the period rose by USD 40.

Graph 8.7 - Oil prices (1 January 2002 - 26 September 2005)
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IMPORTANT EVENTS

July 2005

The Commission for the Division of Assets and Liabilities of the Former
SFRY decided on the division of USD 221.3 million worth of deposits
of the former National Bank of Yugoslavia held with non-American
commercial banks.

The Montenegrin Parliament adopted the Law on Capital and Current
Transactions With Abroad, the Law on the Implementations of Requlations
Prescribing the Protection of Intellectual Property Rights, and the Law
on the Bill of Exchange.

The Montenegrin Government decided upon, and the Parliament adopted,
the Proposed Budget Revision for 2005, increased by EUR 11.2 million,
amounting to EUR 502.95 million.

As the fiscal agent of the Montenegrin Government, the Central Bank
of Montenegro started paying the second instalment of frozen foreign
currency deposits to former savings depositors of Montenegrobank and
Yugobank, to the amount of EUR 530.

The representatives of the Montenegrin Government and Government
Funds signed the Contract on the sale of 65.43% of state shares in the
Kombinat Aluminiuma Podgorica (Aluminium Plant Podgorica) to the
Eagle Capital Group company, and the Cyprian Salomon Enterprises, and
the Privatisation Council of the Montenegrin Government accepted the
Report of the authorised Tender Commission on the this privatisation
and the respective Contract. The new owner offered a discount of
debts to the creditors of this company. However, the conclusion of this
transaction requires the approval of at least two of the three largest
creditors of this company.

The Agency of Montenegro for Economic Restructuring and Foreign
Investments called all interested parties to submit their offers for
purchasing 36.96% of shares of state funds in the Niksi¢ Mill »Muharem
Asovics, including additional capitalisation. Also, the Agency extended
the deadline for submitting offers for the sale of Thermal Power Plant

Pljevlja, and 31% of the state capital in the Coal Mine Pljevlja. The tender
documentation for the Coal Mine was purchased by five companies :
the Czech CEZ, the Russian RUSAL and the BELON Group, the German
VERBUNT, and the Italian ENEL.

The Business Court in Podgorica announced an international tender for
the sale of the Hotel Galeb (owned by the Ulcinj Riviera).

The minority shareholders of the Niki¢ Bauxite Coal Mines invited the
Russian company Rusal to negotiate on the sale of the block of shares
they have formed.

The Shareholders Assembly of the privatisation-investment funds
Eurofund and Monet enacted the decision on the transformation of these
funds from investment funds into joint investment funds.

The authority over the pricing of electricity passed from the Government
to the Energy Regulatory Agency.

August 2005

A relatively small number of important activities in the Montenegrin
economy were recorded in this month which is usual for this summer
month since the Government bodies and organisations are on a collective
holiday.

The Montenegrin Electric Power Industry formed a multimember team
for the preparation of a request for the increase in the prices of electricity,
and submitted it to the Energy Requlatory Agency, It was decided that
there will be no electricity price increases in the next three months, but
major changes in future, after the introduction of a new tariff system,
can be expected for the electricity price for households.

Bids for the sale of 57.3% of shares of the hotel-tourist enterprise Boka
were submitted by the Hungarian companies Hunguest Hotels and Arago,
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and Euroil and IGN Consortium, the Croatian "Lavcevic", The Russian
Slovenian Alliance and the Czech PQ Consulting. After the additional
clarifications it had asked for, the Tender Commission for Tourism rated
as first the bid placed by the Czech company PQ Consulting.

Members of the Club of minority shareholders of the hotel-tourist
enterprise Korali sold their 400,000 stake or some 12% of the total
number of shares of this enterprise to one of the owners of the (zech
company PQ Consulting.

Only a Singapore company Aman Resorts submitted an offer for the 20-
year lease and management of the Montenegrin hotels Sveti Stefan (Saint
Stephen), Milocer, and Kraljicina plaza (the Queen's Beach).

September 2005

The Montenegrin Government adopted the Proposals of the Law on the
Financial Lease and the Law on the Takeover of Shareholding Companies,
as well as the Draft Contract on a Strategic Partnership with the Microsoft
Company that will cost the state USD 2.36 million to be paid in three
annual instalments.

A Montenegrin delegation participated in the World Bank and the
International Monetary Fund Annual Meetings.

The Government enacted the decision to abolish customs duties on
goods originating form Kosovo.

Representatives of the Government, employers, and the Confederation
of Independent Trade Unions of Montenegro began negotiating about
the signing of the collective agreements and defining the methodology
of the minimum wage. They also decided to form a work group for the
preparation of steps necessary for the establishment of the Labour
Fund that is to be set up to solve the problem of redundancies in
enterprises.

The Central Bank of Montenegro, as a part of the enabling requlations
of the Law on Capital and Current Transactions with Abroad, enacted a
requlation specifying that any person entering or exiting Montenegro
may carry on them cash to the value of EUR 2,000 without reporting
it to the administration body authorized for the customs procedures
in advance.

The Montenegrin Ministry of Finance offered in the stock exchange 46.5%
of shares of the capital of Lutrija Crne Gore (Montenegro Lottery), and the
majority owner became the Montenegrin bookmaker chain Korner.

Interest in the purchase of Thermal Power Plant Pljevlja, owned by
Elektroprivreda Crne Gore (Electric Power Industry of Montenegro),
and 319% of state capital in Rudnik uglja Pljevija (Coal Mine Pljevlja)
was shown by the Russian Electric Power Industry RAO UES, the Swiss
Unibalans, and the American company Washington Group, while the
(zech electro-energetic association Belon Group and En+Group Limited
registered for the purchase.

Twenty five offers were submitted for the sale of military facilities on
eight locations in Montenegro. The Governing Board of the Fund for
the Reform of the Defence System of the State Union of Serbia and
Montenegro selected the companies with whom it will sign contracts
on the sale of six military properties in Heceg Novi to the amount of
EUR 9.2 million.

Three bids were submitted for the purchase of the Hotel Galeb in
Ulcin.

The Montenegrin Ministry of Finance enacted a decision specifying that
future trading with frozen foreign currency deposits will be performed
only on the Montenegroberza stock exchange due to a legal restriction
which stipulates that securities may be quoted on one stock exchange
only.

An extraordinary shareholders meeting of Montenegrobank enacted
a decision on the merger of Euromarket bank, the elaboration on the
economic vindication of this merger, and other acts necessary for the
merger of these two banks.

Afrench bank Societe Generale was the only one to submit a bid to the
tender for the sale of 64.4% of shares of Podgoricka bank.

The Shareholders Assembly of the Lovcen Insurance selected a new
seven-member Board of Directors consisting of the representatives of
state funds and the Slovenian Triglav Zavarovalnice with its associated
companies.

With the decision enacted by their shareholders, privatisation-investment
funds HLT and MIG were transformed into joint investments funds.

146



ANNEX






ANNEX

Annex A. Real sector developments

Table 1.
Preview of macroeconomic developments
2004 2005 (chain index)
DESCRIPTION X1/XI | 1l 1 1\ Vv VI VII VI IX X Xl X1
Industrial output (index) 1266 73.0| 91.3| 131| 89.7| 1054| 1023 | 1041 | 98.5| 103.3
Cost of living (index) 101.6] 100.1 | 100.1 | 100.2| 100.5| 100.3 | 100.3| 99.0| 100.2| 1004
Retail prices (index) 101.8 | 100.1 | 100.1| 100.2| 1004 | 100.2| 100.2 | 99.8| 100.1| 100.3
Source: Monstat
Table 2.
Industrial output
o 22004 = 100 LEVEL INDEX
Co;tnz'f;éﬂon 2004 2005 IX 2005 | IX2005 | |-1X 2005
VIl IX -IX | VI IX I-1X | VIII2005 | 1X2004 | [-1X2004
Industry-total 100.0 | 86.5 | 95.7| 95.7 | 100.8 | 104.6 | 96.9 103.8 109.3 101.3
Mining and quarrying 6.0 98.7|179.7| 90.1| 141.2| 159.7| 98.2 11311 889 109
Mining and quarrying of en. producting mat. 23[ 1183|1287 96.2| 1262 1151 | 816 91.2 894 84.8
Mining of pit coal, lignite and peat 23[ 1183|1287 96.2| 1262 1151 | 816 91.2 894 84.8
Mining and quarrying exept energy produc. mat. 37| 8642115 86.2| 150.5| 1875(108.6 124.6 88.7 126.0
Mining of metal ores 29| 984 | 885 822 1298 131.8]109.3 101.5 1489 133.0
Other mining and quarrying 08| 452636.9|100.3 | 222.2| 380.1 | 106.2 1711 59.7 1059
Manufacturing 676 98811023 | 96.3| 1153 | 111.7]102.0 96.9 109.2 105.9
Manufacture of food products, beverages, and tobaco 9111306 9341|1003 | 102.2| 107.2| 989 104.9 114.8 98.6
Manufacture of food products baverages 6.3| 1159 819]103.5| 1439| 132.8106.7 923 162.1 103.1
Manufacture of tobaco products 2.8(164.2| 119.7| 92.8 69| 486| 809 7043 40.6 87.2
Manufacture of textiles and textiles products 15| 33.9(196.2( 999| 342 91.2| 851 266.7 46.5 85.2
Manufacture of textile fabrics 02| 678[1531| 715 470| 362| 194 77.0 236 271
Manufacture of wearing apparel and fur 13| 295(201.8(1036| 325| 984| 936 302.8 48.8 90.3
Manufacture of leather and leather products 0.1 133.3| 452.2 | 398.7| 1891 88.2 1419
Manufacture of wood and wood products 1.6]1296| 1511 895 182.8| 203.1| 919 1. 134.4 102.7
Manufacture of paper, publishing, and printing 0.8[100.3| 96.1(100.6| 1844 | 1076 128.8 584 112.0 128.0
Manufacture of celulose paper and paper products 0.2]105.8] 113.5| 95.2| 209.5| 160.0| 184.9 764 141.0 194.2
Publishing, printing and reproduction 06| 983 90| 102.5| 175.5| 89.2|109.1 50.8 99.1 106.4
Manufacture of coke and oil derivates 21| 539| 413| 571 2653 | 3370|2746 127.0 816 480.9
Manufacture of chemical products and fibres 01| 60.6| 8451064 | 526| 1046| 89.3 1989 123.8 839
Manufacture of rubber and plastic products 6.0[100.6 | 100.1 | 995| 1273 | 744| 99.0 584 74.3 99.5
Manufacture of other non-metal minerals 448 970(103.1| 970| 1075| 1041 | 94.7 96.8 101.0 97.6
Manufacture of metal and metal products 431 97111027 973 | 106.7| 102.7 | 943 96.3 100 96.9
Manufacture of basic metals 171 946| 113.3| 882 | 1284 138.5(104.8 1079 122.2 118.8
Manufacture of metals products, exept machinery 06| 484| 484| 864 121.0| 103.0| 1283 85.1 212.8 148.5
Manufacture of other machinery and equipment 01| 503| 671] 932 1343| 839 923 62.5 125.0 99
Manufacture of transport equipment 0.7| 42.6|124.8(104.6| 133.3| 105.0| 936 78.8 84.1 89.5
Manufacturing N.E.C. 011883 | 1425 971| 1943 | 3673 | 110.1 189.0 257.8 1134
Electricity, gas, water supply 264 525| 59.8| 955| 546 739| 835 135.3 123.6 874

Source: Monstat
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Table 3.
Industrial production
Total Mining and quarrying Manufacturing Electricity, gas, water supply
annual | monthly annual | monthly annual | monthly annual | monthly
2000=100 | growth | growth |2000=100| growth | growth |2000=100| growth | growth [2000=100| growth | growth
rate rate rate rate rate rate rate rate

2001. 99.3 -0.7 88.5 -11.5 101.6 1.6 93.9 -6.1

2002. 999 0.6 95.1 7.5 103.9 2.3 87.7 -6.6

2003. 102.3 24 96.5 14 101.8 2.1 103.1 17.5

2004. 116.4 13.8 91.5 -5.1 115.1 13.1 124.7 21.0
Jan 78.2 -16.0 -33.8 749 529 -39.3 76.2 -5.6 3.2 873 -38.0 -39.6
Feb 874 -17.2 14.0 90.0 51.8 20.1 99.5 -14 30.7 56.7 -57.2 -28.8
Mar 99.6 -12.8 11.8 72.7 -84 -19.2 107.1 1.3 7.6 87.8 -40.8 45.0
Apr 103.4 32 -5.6 49.6 571 -32.8 1144 14.4 6.8 519 -39.2 -40.8
Maj 80.6 216 -14.3 719 -18.4 44.8 104.5 -4.0 -8.6 17.2 -81.0 -66.9
o Jun 95.5 22 18.3 1004 10.6 39.6 108.2 2.8 35 58.5 -4.6 2404
Jul 105.5 24.5 10.5 113.0 619 12.5 1114 9.6 2.8 86.9 103.1 148.6
Aug 93.5 52 -11.2 133.0 234 17.7 95.6 -11.6 -14.1 75.7 150.6 -129
Sep 107.6 18.2 15.0 126.1 -18.6 -5.1 110.5 1.1 15.6 93.7 95.7 23.7
Oct 117.8 174 9.5 120.8 2.7 -4.3 11.3 4.0 0.6 134.9 75.7 440
Nov 116.3 10.0 -14 122.2 35.6 1.1 108.4 7.8 -2.6 135.8 9.1 0.6
Dec 120.1 1.6 33 66.0 -46.5 -459 99.7 -0.6 1.6 164.0 19.7 20.7
Jan 65.7 29.0 -16.0 46.3 -38.2 -299 86.2 13.1 -21.8 124.2 423 -26.3
Feb 72.3 279 133 66.8 -25.8 441 97.2 23 13.1 1639 189.3 10.7
Mar 86.8 14.3 -0.3 770 59 15.2 107.3 0.2 10.1 144.1 64.1 -17.8
Apr 106.7 -11.3 -26.8 56.4 13.6 -26.8 95.6 -16.4 -11.0 58.8 13.2 -59.1
May 63.2 04 31 56.1 -22.0 -0.5 984 -59 3.1 40.2 134.2 -31.6
Jun 97.6 7.5 26.9 98.1 -2.3 74.2 11.7 3.2 13.5 79.2 354 96.7
2003. Jul 131.3 1.5 -1.3 100.7 -109 3.0 105.6 -5.2 -54 89.7 3.2 134
Avg 98.4 6.9 -1.3 210.7 584 109.3 97.8 23 -73 719 5.0 -19.7
Sep 127. 1.1 -3.3 177.3 40.6 15.8 98.8 -10.6 1.0 66.4 -29.2 -79
Oct 138.2 -11.1 8.4 103.9 -14.0 -41.4 113.2 1.7 14.6 166.8 23.6 10.1
Nov 1279 -10.8 -1.0 88.6 -27.5 -14.8 104.5 3.6 -7.7 1059 22.0 29.2
Dec 122.0 1.6 17.7 751 13.8 -15.3 101.9 2.2 6.9 164.8 0.5 55.7
Jan 65.6 -0.1 -174 56.3 21.5 25.2 85.0 -14 -239 124.2 0.0 -4.1
Feb 69.8 -3.5 94 71.7 74 27.6 95.4 -1.8 12.7 151.5 -7.6 2.3
Mar 859 1.1 23 46.1 -40.1 -35.6 123.3 14.9 289 103.9 -279 -359
Apr 154.4 44.7 7.0 583 34 26.3 117.2 22.5 -53 150.3 155.7 4511
May 92.3 46.0 -2.2 53.8 -4.1 -7.8 113.3 15.2 -3.0 190.8 374.2 0.2
o Jun 113.7 16.5 -0.3 1014 33 876 117.6 53 1.6 129.6 63.7 -13.9
Jul 139.3 6.1 -93 100.0 -0.7 -1 119.3 13.0 2.8 77.0 -14.2 -40.6
Aug 98.6 0.2 -6.2 904 -57.1 -9.6 114.0 16.5 -3.8 65.2 3 -15.1
Sep 145.7 14.6 10.6 164.3 -7.3 82.1 118.2 19.6 3.6 74.5 12.3 139
Oct 148.3 7.3 14 102.1 -1.7 -37.9 1234 9.0 4.5 173.3 39 14.4
Nov 152.7 194 10.1 88.3 -0.3 -3.7 121.6 16.3 -1.5 1404 325 64.7
Dec 156.5 28.3 26.6 166.9 122.1 88.2 128.1 25.7 154 198.4 204 41.5
Jan 744 13.3 -27 61.5 9.3 -63 101.1 19 -27.8 130.6 5.1 -16.3
Feb 66.0 55 -8.7 42.8 -40.4 -304 104.2 9.2 34 114.1 247 -26.7
Mar 89.7 4.5 13.1 83.8 81.7 96.1 117.6 -4.6 12.6 129.2 24.4 5.8
April 135.3 -124 -10.3 61.6 57 -26.5 114.6 -2.2 -29 95.3 -36.6 -26.1
2005 | May 87.0 -5.7 54 70.3 30.8 14.3 119.2 5.2 43 129.5 -32.1 75
Jun 110.0 -3.2 2.3 108.4 7 534 122.0 3.7 0.2 100.3 -22.6 -1.9
Jul 1534 10.1 4.1 106.0 6.0 -19 137.1 14.9 139 79.0 2.7 211
Aug 114.8 16.5 -1.5 1294 43.1 22 133.0 16.7 10.1 67.8 4.0 1.7
Sep 159.3 9.3 3.8 146.1 -11.1 13.1 1291 9.2 -3.1 92.1 23.6 35.3

Source: Monstat and CBM calculations
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Table 4.
Industrial output
| Il [} \" ' Vi Vil | vl IX X X1 Xl
Chain index 730( 91.3| 1131| 89.7| 1054| 1023 | 104.1| 98.5| 103.8
22004 =100 98.5| 899| 101.7| 91.2| 96.1| 983| 102.3| 100.8| 104.6
Same month in the preceding year 113.3| 945| 1045| 876| 943| 96.8| 110.1| 116.5| 109.3
The same period in the preceding year 103.5| 1039| 995| 984| 982 100.1| 100.2| 101.1
Table 5.
Retail prices
| ] [} vV ' Vi vil | vl IX X X1 Xl
Chain index 100.1] 100.1| 100.2 | 1004 | 100.2 | 100.2| 99.8| 100.1 | 100.3
22004 =100 102.6| 102.7| 102.9| 103.3| 1034 | 103.7| 103.5| 103.6| 1039
Same month in the preceding year 103.7| 103.5| 103.6| 1039 103.6| 103.8| 103.5| 103.5| 103.7
The same period in the preceding year 103.6| 103.6| 103.7| 103.6| 103.7| 103.6| 103.7| 103.7
December 2004 = 100 100.1| 100.2| 1004 | 100.8| 101.0| 101.2| 101.0| 101.1| 1014
Table 6.
Cost of living
| ] [} vV ' Vi vil | vl IX X X1 Xl
Chain index 100.1| 100.1 | 100.2| 100.5| 100.6| 100.3| 99.0| 100.2 | 1004
@ 2004 = 100 101.5| 101.7| 101.8| 102.3| 1029 103.2| 102.2| 1024 | 102.8
Same month in the preceding year 101.2| 101.2| 101.3| 101.8| 102.0| 1029| 102.7 | 102.7 | 103.2
The same period in the preceding year 101.1| 101.2| 1014 | 1014 | 101.7| 101.7|{ 102| 102.2
December 2004 = 100 100.1| 100.2 | 1004 | 1009 101.5| 101.8| 100.8 101 | 101.3
Table 7.
Producers’ prices of manufactured products
| ] [} \" v Vi vil | vl IX X X1 Xl
Chain index 100.1| 100.2| 102.2| 98.5( 100.5| 100.8| 100.0| 100.1| 100.2
22004 =100 100.2| 1004 | 1026( 1011 | 101.6| 1024 | 1024 | 102.5| 102.6
Same month in the preceding year 103.6| 103.3| 102.5| 1004 | 100.5| 101.7| 101.5| 101.3| 102.1
The same period in the preceding year 103.4| 103.1| 102.4| 102.1 102| 101.9| 1019 1019
December 2004 = 100 100.1| 100.3| 102.5| 101.0( 101.5| 102.3| 102.3| 1024 | 102.6

Source: Monstat
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Table 8.
Prices
Retail prices Costs of living Producer's prices of manuf.
products
Total Goods Servicies Total Total
annual monthly annual monthly annual monthly annual monthly annual monthly

growthrate | growthrate | growthrate | growthrate | growthrate | growthrate | growthrate | growthrate | growthrate | growthrate

Jun 219 3.2 19.3 09 34.4 14.1 22.1 3.0 13.1 0.3
Jul 234 24 18.6 0.5 453 104 21.5 0.4 15.5 1.1
Avg 24.8 2.7 20.5 3.2 44.9 1.1 233 2.7 19.7 1.6
Sep 25.6 2.0 214 2.0 453 1.8 23.5 1.3 18.6 -1.2
Okt 251 0.5 209 0.6 44.8 0.1 22.8 0.5 194 -0.5
Nov 25.0 2.8 21.5 3.5 41.5 0.0 24.3 3.7 12.7 1.2
Dec 28.0 3.5 25.6 4.0 39.5 1.7 26.5 2.5 15.1 4.1
Jan 20.3 1.7 19.0 0.6 26.5 6.9 18.3 1.3 73 0.6
Feb 19.7 0.9 18.7 1.1 24.5 0.3 18.0 1.3 6.0 1.1
Mar 19.8 0.6 19.2 0.8 223 0.0 18.2 0.9 79 1.0
Apr 20.8 1.6 20.6 2.0 21.6 0.1 19.7 2.0 7. -0.2
Maj 21.3 14 21.1 1.6 219 0.3 194 1.7 6.6 0.4
2002. Jun 20.7 0.8 21.2 09 18.2 0.2 19.1 0.8 3.8 24
Jul 194 0.1 20.7 0.1 13.5 0.2 17.6 -1.0 24 -0.3
Avg 173 0.3 18.2 0.3 13.0 0.8 15.8 04 09 -0.6
Sep 16.1 0.9 16.9 0.8 12.6 14 15.5 0.9 3.8 14
Okt 15.7 0.3 16.4 0.3 12.7 0.2 15.1 0.2 4.2 -0.1
Nov 12.8 0.3 12.4 0.0 14.7 19 11.0 0.1 39 0.1
Dec 9.4 0.1 8.7 0.1 12.7 0.0 9.2 0.5 0.7 -0.3
Jan 84 0.8 84 03 84 2.8 84 0.5 -0.7 -0.1
Feb 8.0 0.5 75 0.2 10.3 2.1 7.2 0.1 -1.5 0.0
Mar 8.0 0.6 6.8 0.1 13.8 3.2 6.5 0.2 -0.7 1.8
Apr 9.7 3.2 8.1 3.2 173 3.2 7.7 3.1 3.8 3.8
Maj 8.5 0.2 0.6 0.2 174 04 6.1 0.2 29 0.0
2003, Jun 8.0 0.3 6.0 04 171 0.0 6.6 1.3 6.7 09
Jul 8.3 0.3 5.8 -0.2 19.8 24 6.9 -0.8 7.2 0.2
Avg 8.0 0.1 57 0.1 189 0.0 6.7 0.2 79 0.0
Sep 74 0.3 5.2 04 174 0.2 0.3 0.5 6.7 04
Okt 71 0.1 5.0 0.1 17.2 0.0 6.3 0.2 7.0 0.1
Nov 6.8 0.0 5.0 0.0 15.1 0.0 64 0.1 7.3 0.2
Dec 0.7 0.0 5.1 0.2 14.3 -0.7 0.2 0.3 8.2 0.6
Jan 5.2 0.1 4.2 0.1 10.3 0.2 5.2 0.1 6.3 -0.2
Feb 5.7 0.5 4.5 0.2 11.1 23 54 0.2 6.9 0.5
Mar 5.5 0.1 49 0.1 8.4 0.2 5.8 0.1 8.7 3.3
Apr 2.3 0.1 1.7 0.2 5.0 0.0 2.6 0.0 6.3 0.6
Maj 2.7 0.6 1.7 0.2 74 2.6 2.8 0.4 6.7 0.3
2004, Jun 24 0.0 1.3 0.0 75 0.1 0.9 -0.6 5.5 -04
Jul 2.1 0.0 1.5 -0.1 5,0 0.1 0.9 -0.7 57 0.2
Avg 2.1 0.1 14 0.1 5.0 0.0 0.8 0.1 6.0 0.3
Sep 2.0 0.2 1.2 0.1 52 0.3 0.3 0.0 4.9 -0.6
Okt 24 0.5 1.3 0.2 7.1 1.8 0.3 0.3 4.6 -0.1
Nov 2.5 0.1 1.2 0.1 7.8 0.0 -0.1 0.1 4.0 0.0
Dec 4.3 1.8 1.1 -0.1 18.1 9.5 1.5 1.6 3.6 -0.4
Jan 37 0.1 09 0.1 16.5 0.0 1.2 0.1 36 0.1
Feb 35 0.1 09 0.1 15.0 0.0 1.2 0.1 33 0.2
Mar 3.6 0.2 1.0 0.2 15.2 0.2 1.3 0.2 2.5 2.2
April 39 0.4 13 0.4 15.6 0.3 1.8 05 04 -1.5
2005 | Maj 36 0.2 14 0.3 12.8 0.1 20 0.6 0.5 0.5
Jun 3.8 0.2 1.6 0.2 13.2 04 29 0.3 1.7 0.8
Jul 3.5 -0.2 1.3 -0.3 13.1 0.0 2.7 -1.0 1.5 0.0
Aug 35 0.1 1.3 0.1 13.1 0.0 2.7 0.2 1.3 0.1
Sep 3.7 0.3 14 03 13.2 0.3 3.2 04 2.1 0.2

Source: Monstat
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Table 9.
Tourism
2004 2005 Index Structure
IX 1-1X IX I-1X :;((,% % IX 1-1X
Total 92.867 | 664.675| 108.434| 776.452 116.8 116.8 100.0 100.0
Arrivals domestic 61.366 491.710 65.528 521.740 106.8 106.1 60.4 672
foreign 31.501 172,965 42906 254.712 136.2 1473 396 328
Total 521.615| 4.399.814| 642.826| 5.047.199 123.2 114.7 100.0 100.0
Nights domestic 316612 | 3.241.875 381984 | 3.530.354 1206 1089 594 699
foreign 205003 | 1157939 |  260.842 | 1.516.845 127.2 131.0 406 30.1
Source: Monstat
Table 10.
Number of employed and unemployed people
L o [ m v [ v [ wvi | i Vil X | x | x Xil
Employed*
2001. 114536 | 113.500| 113542 | 113.663 | 113.943| 114137 | 114106 | 114.024| 115077 | 114.755| 114.170| 113.744
2002. 113.594 | 113.597 | 113953 | 113.663 | 113.943| 114137 | 114422 | 113.684| 113526 | 113.676| 113.679| 113.425
2003. 112,637 | 112.846 | 112317 112132 111738 112648 | 112.905| 112647 | 111461 | 110911 | 110387 | 109.639
2004. 108562 | 107359 | 108.634 | 109.623 | 109.642 | 109.863 | 110.886 | 111.158 | 110.049| 109.696 | 110.055 | 108.228
2004#%* | 142081 | 142.834 | 142361 | 143.224| 143.845 | 146,696 | 145160 | 142.634 | 143447 | 143113 | 143992 | 142438
2005.%%% | 142145 | 142072 | 141298 | 140959 | 142.248 | 145.852| 148528
Unemployed**
2001. 81.238| 82158 82453| 83.091| 82629| 82140| 81.823| 80.686| 80.952| 80.668| 80440 81.069
2002. 80.385| 81360| 81.510| 81961 | 81.602| 81.041| 81.116[ 80.830| 80.809| 80.183| 79.894| 76.293
2003. 76.584| 76.077| 76.165| 74976| 73.520| 69735| 66951 | 66.277| 67664| 71023 | 72.544| 68625
2004. 69573 | 71419| 72378 72202 68993 | 64572| 60993| 60771| 60447| 59930| 59387| 58950
2005. 59115| 58774| 58075| 57557| 56.772| 55199| 53.683| 52494 51.843

*Source: Monstat
** Source: Employment Bureau
*** New methodology applied
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ANNEX

Table 12.
Review of calculated and appropriated reserve requirements, EUR thousand

Licensed banks

1 2 3 4 5 6 7 8 9 10 1
Hipotekarna | Podgoricka | Crnog. | Euromarket | Niksicka | Pljevaljska | AtlasMont | Montenegro- | Opportunity | Komerc.bank | TOTAL
bank bank kom. bank bank bank bank bank bank bank - Budva (1-10)
2.767 5.752 11.382 3.146 839 354 2.856 2484 699 1.984| 32.263
2.596 5.750 10.973 3.070 804 346 2.625 2.522 694 1.940| 31.320
2004.| Decembar 2.557 5.799 11.080 3.081 758 315 2498 2677 695 1989 31.449
2.651 5.794 11.442 4.612 654 298 2.605 2.361 669 2.022| 33.108
2.570 6.048 10.361 5.059 580 404 3.010 2.401 716 2017 33.166
2.682 6.158 10.683 4.671 691 437 2972 2.381 701 2073 33.449
2.837 6.173 10.950 5.279 627 315 2722 2353 734 2.119| 34.109
January 2.510 5.847 11164 5.029 583 307 2738 2415 769 2.183| 33.545
2.382 5.554 11.046 4.629 511 317 2.835 2401 717 2230 32.622
2.342 5.672 11.053 4.229 626 288 3.281 2321 783 2.214| 32.809
2.119 5.886 11.562 3.824 541 326 3.326 2.239 881 2.337| 33.041
February 2.191 5.833 11.728 4.095 485 338 3.066 2.226 891 2.390| 33.243
2.185 5.880 12.01 3.888 555 295 2970 2927 962 2.334| 34.007
2.284 5.968 12136 3954 645 249 3.307 2.896 1.043 2.299| 34.781
2.261 5.980 11.608 4.140 655 236 3.007 2612 1.157 2.239| 33.895
Marct 2.043 5927 11.666 4.322 496 227 2.870 2.608 1.515 2.257| 33.931
1.986 6.050 12.022 4.237 475 229 2.880 2469 1.750 2.338| 34.436
2.104 5931 12.250 4.772 560 243 2.670 2496 1.704 2.229| 34959
2.278 5908 16.032 4.359 673 258 2.540 2.672 1.592 2.085| 38.397
. 2.154 6.020 13.424 4.170 503 245 2442 3.152 1.492 2077 35.679
Aprl 1.948 5.898 13.497 3.621 470 240 2.668 4148 1373 2.323| 36.186
1.656 6.129 13.514 3.858 489 233 3.026 5.327 1.338 2.342| 37912
1.526 6.380 16.305 3933 554 283 3.201 3.900 1.397 2.286| 39.765
1.583 6.321 17.685 4.313 562 255 3.224 3.606 1.603 2404| 41.556
2005. May 1.503 6.209 16.405 6.667 593 257 3.560 3.548 1.759 2414 42915
1.408 6.244 16.314 6.251 548 239 3.744 3.585 1.830 2579 42.742
1.410 6.473 16.492 5.631 517 238 4117 3.597 1.901 2711 43.087
1.490 5.909 17.285 5.626 635 229 4.281 3.698 1.780 2.758| 43.691
June 1454 5.756 17492 6.044 585 231 4.509 3.692 1912 2.706| 44.381
1483 5.721 16.424 5.580 600 322 4.789 3936 1.999 2.780| 43.634
1.429 5.677 15.786 5.820 609 379 4.356 4417 2112 2.763| 43.348
1.399 6.096 16.772 5.550 680 361 4419 4.982 2173 2.840| 45.272
1.418 6.160 16.325 5.297 667 352 4.203 4.631 2435 2937| 44.425
July 1.390 6.175 16.740 5.394 671 319 3978 4.513 2.604 3.104| 44.888
1563 6401 17231 5290 668 324 4124 4606 2760 3110| 46.077
1.561 6.362 17.717 5.287 693 345 4.251 4.750 2.845 3.106| 46.917
1.552 6.359 18.730 5.348 772 391 4.294 4.569 2.750 3112 47.877
August 1.659 6.375 20.219 5.243 768 396 4.570 4.612 2511 3.338| 49.691
1.762 6.690 21.682 5.202 865 414 4.660 4.580 2439 3361 51.655
1.868 6.884 23211 5.549 830 427 4.665 4415 2492 3405| 53.746
1.949 7173 23335 5.550 825 415 4.548 4.421 2.366 3.358| 53.940
September 1.779 6.932 22.101 5.578 811 331 4.489 4.360 2311 3325 52.017
1.659 6.624 22792 5.705 824 289 5.022 4.371 2.553 3339 53.178
1.589 7.212 22.642 5.549 825 296 5410 4.272 2.715 3.293| 53.803

Source: Central Bank of Montenegro
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Annex C

Table 13.
Auctions of 28-day T-bills

2004 2005
Demand Issued Sold T-bills |n:§tr25t Demand Issued Sold T-bills |n:§trgst

(EUR thousand) sold (%) (annual %) (EUR thousand) sold (%) (annual %)
January 12,162.00 12,000.00 | 12,000.00 100.00 10.10 8,200.00 8,700.00 8,200.00 94.25 8.89
February 11,225.00 12,500.00 11,225.00 89.80 10.71 9,200.00 8,500.00 8,500.00 100.00 9.00
March 11,647.00 12,000.00 11,647.00 97.06 10.72 9,700.00 9,000.00 9,000.00 100.00 9.22
April 15,027.00 17,000.00 15,027.00 88.39 10.73 8,800.00 5,000.00 5,000.00 100.00 8.33
May 15,840.50 16,000.00 15,840.50 99.00 10.49 4,300.00 1,000.00 1,000.00 100.00 4.50
June 15,555.00 15,000.00| 15,000.00 100.00 10.45
July 15,132.00 15,500.00 15,132.00 97.63 10.48
August 16,559.00 16,000.00 | 16,000.00 100.00 10.45
September | 18,812.00 16,100.00 16,100.00 100.00 992
September 12,962.00 13,500.00 12,962.00 96.01 9.59
Total 144,921.50 | 145,600.00 | 140,933.50 40,200.00 32,200.00 31,700.00

Table 14.
Auctions of 56-day T-bills
2004 2005
Demand Issued Sold T-bills Interest Demand Issued Sold T-bills Interest
(EUR thousand) sold (%) (anrr,it; %) (EUR thousand) sold (%) (anrrﬁ,t; %)

January 3,788.00 5500.00|  3,788.00 68.87 10.22 5,600.00 5,600.00 5,600.00 100.00 8.78
February 3,403.50 450000  3,403.50 75.63 1048 4,700.00 5,000.00 4,700.00 94.00 895
March 2,568.00 450000 256800 57.07 10.80 6,400.00 6,000.00 6,000.00 100.00 935
March 5,000.00 5,000.00 5,000.00 100.00 938
April 3,095.00 4,00000|  3,095.00 77.38 10.63
April 2,873.50 3,00000|  2,873.50 95.78 10.82
May 419750 4,00000|  4,000.00 100.00 10.57 6,400.00 4,000.00 4,000.00 100.00 830
May 6,100.00 5,000.00 5,000.00 100.00 7.63
June 4,000.00 4,00000|  4,000.00 100.00 10.19 3,300.00 1,500.00 1,500.00 100.00 545
July 4,499.00 450000  4,499.00 99.98 10.41 6,900.00 3,000.00 3,000.00 100.00 357
August 7152.00 500000 5,000.00 100.00 998 3,950.00 1,000.00 1,000.00 100.00 296
September | 5,524.00 5500.00|  5,500.00 100.00 978 4,600.00 1,500.00 1,500.00 100.00 2.88
Total 4110050 |  44,500.00| 38,727.00 5295000 3760000  37300.00

Source: Central Bank of Montenegro
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Table 15.
Auctions of 91-day T-bills

2004 2005
Demand Issued Sold Tobills In::;:St Demand Issued Sold Tobills |n:§trzst

(EUR thousand) sold %) | (annual %) (EUR thousand) sold (%) | (3nnual %)
January 2,000.00 2,000.00 2,000.00 100.00 8.65
February 0.00 0.00 0.00 0.00
March 2,000.00 2,500.00 2,000.00 80.00 9.03
March 2,500.00 2,500.00 2,500.00 100.00 10.20
March 4,800.00 5,500.00 4,800.00 87.27 9.68
April 2,500.00 2,000.00 2,000.00 100.00 8.61
May
June 3,800.00 1,000.00 1,000.00 100.00 6.88
June 2,000.00 2,000.00 2,000.00 100.00 10.90 1,600.00 1,000.00 1,000.00 100.00 5.59
June 2,000.00 2,000.00 2,000.00 100.00 10.97 6,200.00 2,000.00 2,000.00 100.00 5.82
July 1,900.00 1,000.00 1,000.00 100.00 4.82
August
September 2,000.00 2,100.00 2,000.00 95.24 10.90 3,100.00 1,000.00 1,000.00 100.00 2.24
September 9,128.00 5,000.00 5,000.00 100.00 9.80 3,500.00 1,000.00 1,000.00 100.00 1.06
Total 15,128.00 11,100.00 11,000.00 33,900.00 21,500.00 20,300.00

Table 16.
Auctions of 182-day T-bills
2004 2005
Demand Issued Sold T-bills |n:§tr25t Demand Issued Sold T-bills |n:ae::St

(EUR thousand) sold (%) (annual %) (EUR thousand) sold (%) (annual %)
January 3,500.00 3,600.00 3,500.00 97.22 9.88
February 3,200.00 3,000.00 3,000.00 100.00 8.95
March 1,000.00 1,000.00 1,000.00 100.00 8.95
April 2,100.00 2,000.00 2,000.00 100.00 948
May 3,100.00 2,000.00 2,000.00 100.00 8.69
June
July 3,500.00 3,500.00 3,500.00 100.00 10.82 2,100.00 1,500.00 1,500.00 100.00 3.82
August 1,900.00 1,500.00 1,500.00 100.00 4.30
September
Total 3,500.00 3,500.00 3,500.00 16,900.00 14,600.00 14,500.00

Source: Central Bank of Montenegro
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ANNEX

Table 20.
Annex E Balance of payments of Montenegro, EUR thousand
January-September
2004 2005 e IBirrarence
1 2 3

GOODS
Total exports 339.148 313.852 92,5 -25.296
Total Imports 604.372 669.253 110,7 64.881
Goods trade balance -265.224 | -355.401 134,0 -90.177
SERVICES
Total Transportation Revenues 34.372 44979 130,9 10.607
Total transportation Expenditures 22489 26.119 116,1 3.630
Transportation services balance 11.883 18.860 158,7 6.977
Total Revenues from Tourism 161.197 190.740 118,3 29.543
Total Expenditures to Tourism 4.951 7573 153,0 2.622
Tourism balance 156.246 183.167 117,2 26.921
Revenues from Financial Services 2.379 3.005 126,3 626
Expenditures to financial services 4.711 5.927 125,8 1.216
Financial services balance -2.332 -2.922 -590
Revenues from other Services 18.912 22.745 120,3 3.833
Expenditures to other services 41.847 48.678 116,3 6.831
Balance of other services -22.935 -25.933 113,1 -2.998
Revenues from services 216.860 261.469 120,6 44.609
Expenditures to services 73.998 88.297 119,3 14.299
Balance of services 142.862 173.172 121,2 30.310
Total balance of goods and services -122.362 | -182.229 148,9 -59.867
Income
Income revenues 91.687 126.811 138,3 35.124
Compensation of employees 91.348 126.139 138,1 34.791
Interest income 324 672 2074 348
Received dividends 15 0 0,0 -15
Investments abroad
Income Expenditures 33.201 39.227 118,2 6.026
Compensation of employees 5.284 10475 198,2 5.191
Interest expenses 17438 19.116 109,6 1.678
Paid dividends 10.479 9.636 92,0 -843
Investments abroad (estimate)
Balance of income 58.486 87.584 149,8 29.098
Current transfers
Revenues 55.836 64.768 116,0 8.932
Transfers to Montenegro from abroad 20.481 26497 1294 6.016
Foreign assistance 15.630 5.766 36,9 -90.864
Foreign assistance, over NGO and humanitarian organization 19.725 32.505 164,8 12.780
Expenditures 8.084 12.461 1541 4.377
Transfers from Montenegro to abroad 8.084 12.461 154,1 4377
Balance of current transfers 47.752 52.307 109,5 4,555
Total revenues 703.531 766.900 109,0 63.369
Total expenses 719.655 809.238 1124 89.583
TOTAL BALANCE OF CURRENT ACCOUNT -16.124 -42.338 262,6 -26.214
CAPITAL AND FINANCIAL ACCOUNT 77.851 144.240 185,3 66.389
Capital account
Capital transfers
Financial account 77.851 144.240 185,3 66.389
Direct investment 36.385 248.378 682,6 211.993
Equity capital 36.385 248.378 682,6 211.993
Reinvested earnings and undistributed branch profits 0 0
Portfolio investment-net 1.978 5.900 3.922
Other investments 60.195 62.925 104,5 2.730
Loans 97.196 94937 97,7 -2.259
Repaid loans 37.001 32.012 86,5 -4.989
Change in Net Foreign Assets -2.898 -79.285
Change in CBM foreign reserve assets -17.809 -93.678
Net errors and omissions 61.727 101.902

Source: Central Bank of Montenegro
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Table 21.

Foreign direct investment in Montenegro, by country 01.01-30.09.2005, EUR

Total Production Services Real estate g:;i:lcz

1=2+43+4 2 3 4 5
Austria 4.640.322,58 - 3.997.925,00 241.647,58 400.750,00
Australia 65.000,00 - - 65.000,00 =
Bosnia and Herzegovina 2.733.337,07 = 2.629.946,07 103.391,00 =
Republika Srpska 1.327.725,78 - 1.327.725,78 - -
|zrael 134.893,00 14.955,00 64.938,00 55.000,00 -
Irska 2.142.200,00 - 2.101.200,00 41.000,00 -
Grecce 27.38392 - - 27.383,92
ltaly 103.391,64 - - 103.391,64 -
France 235.000,00 100.000,00 - 135.000,00 =
Bulgaria 700.000,00 - 700.000,00 - =
Cyprus 3.081.360,21 300.000,00 514.415,21 2.266.945,00 =
Letonija 1.537.343,00 = 1.248.448,00 288.895,00 =
Germany 4.537477,62 - 406.191,06 4.131.286,56 -
USA 1.690.157,62 - 1.122.199,00 567.958,62 -
Russian federation 10.817.015,86 100.000,00 124.618,75| 10.592.397,11
Hungary 147.668.444,34 -| 14766844434 -
Slovenia 22480.213,65 683.225,00 839.370,85 22.03515 | 20.935.582,65
Serbia 3.256.811,68 33.249,10 37399222 1.004.570,36 | 1.845.000,00
Switzerland 8.200.341,17 - 2.527.031,00 4.323.760,17 |  1.349.550,00
Sweden 367.434,00 - 134.872,00 232.562,00 =
United Kingdom 29.854.610,93 500.000,00| 19.033.626,00 5.582.746,93 | 4.738.238,00
Latvia 400.000,00 - 400.000,00 - -
Estonia 1.727.651,00 = = 1.727.651,00 =
Croatia 522.999,00 - 522.999,00 - -
Luxemburg 581.867,02 = 581.867,02 = =
Lichenstein 1.097.108,29 - 1.097.108,29 - -
BRJ Macedonia 35.000,00 = = 35.000,00 =
Japan 2.363.229,99 2.363.229,99 - -
Norway 77.000,00 = = 77.000,00 -
Netherlands 132.669,00 = = 132.669,00 =
Ukraina 88.174,87 - - 88.174,87 -
Hongkong 74.875,00 = 74.875,00 = =
Virgin Islands 103.000,00 103.000,00 - - -
Kyrgiz Republic 124.562,50 - 124.562,50 -
Gibraltar 320.689,00 320.689,00 = = =
TOTAL 253.249.289,74 4.518.348,09 | 187.491.792,59| 31.970.028,41 | 29.269.120,65
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ANNEX

Table 22.
Annex F IMF estimate on changes of oil prices in the future ( price in $ per barrel)
11/2/2005 Exp Avg: 1/
Wit . Brent? Dubai WTI Brent Dubai Future
(West Texas light)
2/ 3/ 4/ APSP
Feb 4796 45.56 39.82 4796 45.56 39.82 44.56
Mar 54.17 53.08 45.58 5417 53.08 45.58 50.93
Apr 52.96 51.86 4710 52.96 51.86 4710 50.64
May 49.81 48.67 45.00 49.81 48.67 45.00 47.81
Jun 56.39 54.31 50.98 56.39 54.31 50.98 53.89
Jul 58.67 57.58 52.85 58.67 57.58 52.85 56.37
Aug 64.96 64.09 56.63 64.96 64.09 56.63 61.89
Sep 65.54 62.98 56.54 05.54 62.98 56.54 61.69
Oct 62.36 58.52 53.67 62.37 58.52 53.67 58.19
Nov’05 59.80 58.83 51.88 59.87 58.76 51.73 56.79
Dec’05 59.75 58.38 5211 59.84 5840 52.00 56.74
Jan’06 60.49 58.88 52.16 60.54 58.84 52.06 57.15
Feb 60.92 59.37 52.35 60.96 59.32 52.24 57.50
Mar 61.20 59.72 5245 61.22 59.66 5241 57.76
Apr 6140 5997 52.67 6141 59.92 52.63 5798
May 61.52 60.10 52.78 61.51 60.04 52.73 58.09
Jun 61.58 60.17 52.85 61.56 60.11 52.79 58.15
Jul 61.63 60.25 52.92 61.60 60.19 52.87 58.22
Aug 61.65 60.32 5298 61.61 60.26 5293 58.27
Sep 61.66 60.36 53.01 61.62 60.30 5297 58.30
Oct 61.67 60.35 53.00 61.62 60.28 5295 58.28
Nov 61.63 60.34 53.00 61.57 60.26 5293 58.25
Dec 61.58 60.32 5298 61.50 60.23 5291 58.21
Jan’'07 6144 60.22 52.89 61.35 60.12 52.80 58.09
Feb 61.34 60.10 52.78 61.24 59.99 52.69 5798
Mar 61.25 59.97 52.67 61.14 59.86 52.57 57.86
Apr 61.15 59.84 52.56 61.04 59.72 5246 5774
May 61.03 59.71 5244 60.91 59.59 52.34 57.61
Jun 60.91 59.58 52.33 60.79 5945 52.22 5749
Jul 60.77 5945 52.21 60.64 59.32 52.10 57.36
Aug 60.62 59.32 52.10 60.49 59.19 51.99 57.22
Sep 60.47 59.19 5199 60.33 59.05 51.87 57.09
Oct 60.31 59.06 51.87 60.17 5892 51.75 56.95
Nov 60.15 58.93 51.76 60.00 58.79 51.64 56.81
Dec'07 59.99 58.80 51.64 59.84 58.66 51.52 56.67
Dec'08 58.54 5732 50.34 58.37 5716 50.20 55.24
Dec'09 5719 56.36 49.50 57.01 56.18 49.35 54.18
Dec'10 56.24 56.18 49.34 56.04 56.00 49.19 53.74
Dec'l 55.69 56.02 49.20 5549 55.83 49.04 53.46

Source: IMF

"WTI - West Texas Intermediate — prices of crude oil are published according to the prices achieved in the place Cushing in the state Oklahoma, which is main
spot for crude oil trade in the USA. The price achieved in Cushing is a benchmark for many other types of raw oil all over the world, as well as a benchmark for
term trade with oil on NYMEX.

2 Brent — In Europe Brent quality of oil s reference for quality of oil sourced from the North Sea. Each market demands reference in order to establish prices of
oil for different qualities. Ol of Brent quality, among rest, is obtained from following oil fields in the North Sea: Magnus, Gulfaks, N. Alwin, Troll, frigq, Bruce,
Heimdal, IClaymore.
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