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.1 Economic framework

The development model of Montenegro in the first years afigependence was based on the growth

of domestic consumption that was allowed by the high inflows of foreign accumulations in the form of
foreign direct investment and bank loans. The outbreak of the crisis caused a decline in the economic
growth of the cantry. Montenegro, as most economies after the global economic and European debt
crisis, had a hard, but relatively successful recovery period. There was due to the economic policy of
fiscal consolidation and improvement of investment environment. Thétseduhis policy are foreign

direct investment at an average level of 13% of GDP after the crisis outbreak and cuts in public spending
to 44% of GDP in 2014. However, although the economic growth has been recovering, the new reality
in the internationaknvironment clearly indicates that the peesis development model is no longer

able to provide the rate of economic growth that Montenegro recorded in thenses period and

which it aims to get closer to in the coming period. The crisis that Momeeglerwent in recent

years has not been reflected only in slowing down its real economic growth (at an average of 0.5% since
2009), but also in the reduction of its letegm potential growth to 2.5%.

A key challenge for Montenegro, similar to all tHeeottountries in the region, is how to again increase
economic growth and to reduce or even completely eliminate those key obstacles that prevent the
country from developing its potentials. The framework for the advancement is theAHamtc
integration The concept of economic policy of Montenegro, as a candidate country, in addition to the
measures by which we strive to achieve fiscal stability and sustainability, is supported by a package of
structural reforms which will have a direct impact on insirgaithe competitiveness of the Montenegrin
economy, will be monitored and will accelerate the economic growth.

The focus of economic policy in 2015 and in the medium term will be removing obstacles to economic
growth and development and, consequentlyré@asing the competitiveness of the economy. The primary
goal of economic policy is to create new jobs and raise living standards of all inhabitants of Montenegro.

In accordance with the new requirements of the European Commission in the economic didflogue w
countries candidates for EU membership, the Government has undertaken, seriously and responsibly,
the preparation of economic policy for the period 2218 7 through théeconomic Reform Programme
20152017instead of the formePreAccession EconomimoBramme which dealt with fiscal policy as

the main instrument of economic policy in Montenegro and structural reforms with Ffiacabimpact.
Economic governance will, since this year, put the emphasis on sectoral and structural reforms. The
Economic Bform Programme will be a document prepared on an annual basis and recognized as the
Work Programme of the Government.

In accordance with the Guidance of the European Commission for NERPs for 2015, this document
comprises two parts. Part | provides an @iew of mediurderm macroeconomic framework and fiscal
policies and structural reforms that have mafiszal impact. Part 1l covers structural reform measures
which are sectoral in nature and are of most concern for improved competitiveness of Montanegro
consequently strengthened growth. In accordance with this division, the work on this report was
divided: coordination was assigned to the Office of the Deputy Prime Minister for Economic Policy and
Financial System; Part | of ERP was coordinated Mirtietry of Finance, and Part 1l by the Ministry of
Economy. Short time for the preparation, given by of the European Commission, did not diminish the
responsibility of the coordinators and team members in presenting consistent economic governance.

Apartfrom the highway project, most of the started development projects will experience expansion
starting from next year. This primarily refers to the construction of tourist complexes of Kumbor, Lustica
and Blue Horizon, connection of Montenegro to Italy liynsarine power cable, construction of a
marina at Porto Montenegro, hotels in Podgorica, Petrovac and Igalo and in other coastal cities.
Investments in tourism infrastructure will encourage winter tourism in the northern region. In the



coming year, investant related activities of the state will focus on the choice of investors and creation

of optimum conditions for the implementation of the projects such as the second block of the thermal
power plant, a new block of the thermal power plant, explorationilohnd gas in Montenegro (off

shore and on shore), tourism projects such as Queen's Beach in Dubovica and privatization of the Park
Hotel in Bijela, and full utilization of a number of tourism sites.

Macroeconomic framework

At the end of 2013, we projeaethe beginning of investment cycle in 2014 and, in accordance with
that, the economic activity that would not only mean recovery of Montenegrin economy after the crisis,
but also higher growth rates. The real GDP growth of 3.5% projected in the bas®sgasdased on

the implementation plan for initiated development projects. Inherited structural problems in the
country, caused by lack of adaptability to new market conditions after the crisis, as well as reduced
economic activity in the internationabmtext, influenced the nonealization of planned investments.

The dependence of the Montenegrin economy on, among other things, weather conditions proved to
exist in 2014 again. Hydrological conditions did not provide the growth of electricity procagiion
2013, but their occurrence in the summer months resulted in the weaker growth in the number of
tourists and overnight stays. On the other hand, reduced final consumption caused by the lower
disposable income, along with low bank lending activitiyein€ed the slowdown of economic activity

and consequently the emergence ofrtdnth deflation. The result of these trends was the estimate of
real economic growth at the rate of 2% in 2014.

Montenegro will have a faster economic growth at a rate of 132815 and 3.8% in the medium term.

The main assumptions of the projected growth are: the credit growth of 4.5% driven by lower lending
interest rates, high level of FDI at 13.d245DPR a slight increase of household consumption at 2.3%,
the growth of inestment in fixed assets at 11.1%, mostly from the capital budget, and the growth of
exports of goods and services of 5.1%.

Fiscal policy

For several years now, the Government of Montenegro has been planning the public finances not only
for the next yearbut also, through indicative plans, over a medium term, thereby taking account of the
consistency of public finance policy. In addition, instability of the economic environment and structural
adjustments of the Montenegrin economy have imposed the need fowgrowth scenario, ie. the
scenario involving the outturn of identified economic and political risks.

The objective of the Government in the period 2@D37 is to conduct fiscal policy of reducing current
spending, but increasing investment in infirasture, so that the public debt could be financed from
economic growth, and in the interests of establishing its downward trend.

The largest capital expenditure, but also a development opportunity, is the construction of the highway.
Start of constructin of the highway will impact negatively on the public finance balance in the medium
term. Public finance deficit is projected at its highest of 5.3%in 2015 when public spending would reach
48.2% of GDP, and by 2017 it would slightly drop to 4% of GDékefillitavould in the first few years

be financed from loans and borrowings, and the government debt would increase to 69.1% of GDP in
2017. The government was fully aware of the consequences when bringing such a big decision.
However, the highway representot only cost, but also the involvement of all the factors of the
economy, which encourages a more intensive investment cycle and had a positive impact on the
competitiveness.

The highway is a project that can change the course of economic growth sekbpmeent of
Montenegro for the better and for the benefit of present and future generations. The highway will solve
the problem of missing and safe road infrastructure, create a better connection of the northern,
underdeveloped and central/southern devedal regions, build a better connection with the rest of
Eastern Europe, connect the port of Bar to the Danube region, foster the growth of the tourism sector,



agriculture and trade. That is enough reason for the government to believe in the benefits of the
highway, but also enough obligations and responsibilities for the consolidation of public finances and
structural reforms that need to create preconditions for the growth that can bear the burden of this
important decision.

The growing pressure on puldiicances has been put by pension and health systems. Aging population,
increased life expectancy at birth, eadyirement benefits and preferential conditions for retirement

have resulted in worsening dependency rates and led to the growth of pensendéxpe up to 11.3%

of GDP. Such trends are evidence that pension reforms in 2004 and 2010 are not sufficient and that the
sustainability of the pension system must be worked on continuously. The government is considering
several aspects of pension refgrprimarily with respect to parameters towards stipulating stricter
conditions and reviewing a list of tasks eligible for the privileged and early retirement. However, at this
point, any systemic pension reform would carry high transition costs, angtuation of growing debt,

such decision must be responsibly and profoundly considered.

On the other hand, on the revenue side, significant efforts are made to increase fiscal discipline. The
primary goal is to reduce informal economy as a barrier toeoangrowth. The increase in revenue
collection is also necessary in order to maintain competitive tax rates and a positive impact on the
budget balance. Revenue growth in the medium term is projected on a conservative basis (lower than
GDP growth) and exccordance with the intention of the Government to maintain competitive basic tax
rates.

Structural reforms

As fiscal policy measures in Montenegro are crucial, but not sufficient, structural reforms set forth in
2015 ERP will become a priority on #enomic policy agenda in the medium term. The goal of
structural reforms, macrfiscal and sectoral, is to increase the competitiveness of the Montenegrin
economy. Structural reforms were part of the economic policy agenda since the period of transition.
However, a consistent approach to systemic change and fiscal consolidation in the context of overall
economic policy has been intensified in the ERP-20153.

The first part of the ERP provides a detailed overview of obstacles to the economic growth of
Montenegro which are of national or horizontal character. In accordance with the identified barriers,

structural reforms are identified in the areas of production market and business environment, financial
stability, labor market and public finances.

In addiion, the economy is facing a number of obstacles that can be categorized as obstacles of sectoral
character. These are obstacles arising both from a relatively narrow economic structure of Montenegro
and the existing characteristics of human resourcespdmygical infrastructure. In line with this, the
Government has recognized the areas within which it is possible to implement measures that will have
a direct impact on the growth of competitiveness: (1) Transport policy, (2) Growth and development of
SMEs (3) Education and structural unemployment, (4) Business environment, (5) Strengthening the
country's external position, (6) Spatial planning and environment protection, (7) Development of rural
infrastructure and (8) the development of electronic seszice

Choice of measures that (i) correspond to the priorities of the Government of Montenegro and (ii) are
structured in accordance with the requirements of the European Commission will fully align national
priorities and recommendations of the European Cssion in order to increase the competitiveness of
the Montenegrin economy as a precondition for growth:

| Physical capital

1. Priority measure no. 1. Construction of a priority Smoktaiesevo section of the B&oljare
highway;

2. Priority measure no.2: Pramation of spatiaplanning documents for the AdriafionicHighWay;

3. Priority measure n@®: Modernisation of the railway network;
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Priority measure nal: Connection oénergysystems of Montenegro and Italy iiyderseecable

5. Priority measure no. ®itility infrastructure enhancement;

Priority measure no6: Construction and reconstruction of infrastructure in rural areas (water
supply and road infrastructure);

o

[ Human capital
Priority measure no. 7: Enrolment policy reform at university educiasbitution;

Priority measure nd@: Program of Professional Training of Persons with Acquired Higher Education
Priority measure no9: Construction of Tehnopolis Innovation and Entrepreneurship Centre in
Niksic;

© © N

Il Better industrial structures

10. Prioritymeasure no. 10: Financial support to SME sector;

11. Priority measure no. 11: Enhancement of institutional and administrative capacities for the support
of SMEs;

12. Priority measure no. 12: Enhancement of tourist offer in the North of Montenegro through
construction of required ski infrastructure;

IV Good business environment

13. Priority measure ndl3: Strengthening institutional framework for contract enforcement;

14. Priority measure no.4t Improvement of building permit issuance process through the upgrading
of existing IT solutions;

15. Priority measure no.5tOnline accessibility of public services and implementation ofinformation
system for the exchange of data fratate authority registers;

V Trade integration

16. Priority measure no.at Increase of competitiveness of companies through harmonization with the
international standard and improved quality requirements;

17. Priority measure no.7t Promotion of agriculturalnal food products: Project EXPO 2015;

18. Priority measure no. 8& Improvement of institutional framework for the promotionand
encouraging investments with the emphasis on manufacturing industry

The aim of implementation of the reforms is to increase thepaiitiveness of the economy, primarily

in areas that Montenegro identified in the Montenegro Development Directions- 201 namely:

tourism, energy, agriculture and industry. Consistent implementation of measures that remove
obstacles to growth opens ugpportunities for new jobs, and thus employment growth and wage
growth based on productivity. Although the first part of the ERP offers a package of structural reforms
with direct fiscal impact, this does not exclude that the package of sectoral "pringgsure has no

fiscal impact. Consistency in designing ERP policies is reflected precisely in the measurability of the cost
of implementation of selected measures and their impact on the accelerated growth in the medium
term.



1.2 Macroeconomic framework

The world economy recorded a growth rate of 3% in 2013 . The projected growth rates are slightly
changed in comparison to the previous ones, so the projected growth rate for 2014 is 3.6% and for 2015
it is 3.9%. The envisaged strengthening of economieitgam the world is based on the growth of
advanced economies. The main risks facing the world economy are related to: instability in the markets
of emerging economies, deflationary tendencies and weak economic growth in the European Union,
lower inflaticn than expected in developed economies, as well as geopolitical risks (Ukraine, Middle
East).

For emerging markets, which make up two thirds of the total world growth, projections have been
reduced compared to the previous ones, due to a weaker performar2@l4 (China, Brazil, Russia)

and weaker prospects for the coming period. The drop in oil prices by about 40% since June 2014 will
act as a powerful stimulus for growth in importing countries, as it will increase the disposable income

of households andeduce the cost of production companies. On the other hand, the oil price will
decrease the level of income in producing countries (OPEC and Russia), and thus have a negative impact
on the projected growth rates in these countries.

The growth projectionsf the EU and the Eurozone are particularly uncertain, due to need for further
fiscal consolidation and debt reduction in the most heavily indebted countries, combined with low
growth rates or stagnation, high unemployment and strong deflationary tendencie

The SEE region had a weaker growth than expected, which is partly a result of heavy floods in the first
half of the year and the specific problems of the countries. Montenegro has also recorded lower growth
than expected, primarily due to the delay betannounced investment cycle, but also the spillover
impacts from closer and wider environment.

Tablel GDP growth projections for SEE countries

2012 2013 2014 2015

South East EuropeeU 0,1 2,3 1,7 2,1
Bulgaria 0,6 0,9 1,4 2,0
Croatia -2,2 -0,9 -0,8 0,5
Romania 0,6 3,5 2,4 2,5
South East Europenon-EU -0,6 2,3 1,0 2,4
Albania 1,1 0,4 2,1 3,3
Bosnia and Herzegovina -1,2 2,1 0,7 3,5
Kosovo 2,8 3,4 2,7 3,3
FYRMacedonia -0,4 29 3,4 3,6
Montenegro -2,5 3,5 2,3 3,4
Serbia -1,5 2,5 -0,5 1,0

SourcelMF



This document took into account (technical) assumptions about the movement of main parameters
from the projections of the European Commission, which are given in Table 2:

Table2 External macroeconomic environment

2013 2014 2015 2016

USD/EUR exchange 1,3281  1,3324  1,2678  1,2678
Nominal exchange rate 8,4 4,5 -2,6 0,0
Global GDP growth, excluding EU 3,6 3,7 43 4,5
EU GDP growth 0,0 1,3 15 2,0
World import volumes, excluding EU 3,1 2,9 4,9 5,6
Oil prices (Brent, USD/barrel) 108,8 102,6 91,0 92,8

SourceEuropean Commision

[.2.1 Recent economic developments

[.2.1.1 Gross domestic product

After Montenegro had the economic growth of GDP of 3.3% in 204 3rowth trend continued in

2014. According to preliminary MONSTAT data, in the first quarter of 2014, GDP grew at a real rate of
1.5%, in the second quarter recorded a slower growth of 0.3%, while in the third quarter the growth
amounted 1.3%. According these data the growth rate for three quarters was 1.1%, which is
significantly lower than the annual rate of 3.5% projected in the previous PEP. This reduction in growth
rates was caused by the delay of the biggest investment relating to the comstratthe highway,

which in addition to other investments was the key assumption of the previous scenario. According to
estimates by the Ministry of Finance, given the growth of economic activity in the second half of the
year of around 2.8%, the GDP growate for 2014 should reach 2%. It is estimated that, at an annual
level, the growth will be favourably influenced by the sectors of construction (although there was a
decline in the value of completed construction works in the third quarter), retad,tradl estate, and
adversely influenced dominantly by electricity production. Maintenance of production in Aluminium
Plant (KAP), with the growth in aluminium prices and a drop in value of the euro (growth in aluminium
prices in euro amounted to almost @4 will reduce the negative contribution of the industrial
production sector. Decreased production of electricity caused by the high base from the previous year,
will lead to lower GDP between 1 and 1.2%, which will depend on the dynamics of produl&dash
quarter of 2014.

MONSTAT still does not follow GDP from the expenditure side on a quarterly basis. However, based on
available indicators, we estimate that household consumption will slightly go up by about 1.1%, due to
increased real wages (by4®) and pensions (0.2%), with growth in loans to individuals for
approximately 1% and stable level of transfers from abroad, and employment growth.

980AYIFGSR F208NYYSy(iQa &LISYRAY3 KER I &t A3IKGE Ay
gross eamings, other income and material and services.

We estimated investment growth to be around 3.5%, based on the significant growth in the construction
sector.

Net exports of goods and services will have a favourable contribution to GDP of 0.3%, basezkdn redu
exports of goods, stable imports of goods and growth in revenues from services, which will set off the
adverse contribution of the reduced exports of goods.

On the supply side, the most important influence on the GDP formation comes from the following
sectors:



Tourism (20% of GDP together with related sectors in)2@L#mulative indicators of tourism turnover

in the period Januar@ctober 2014 point to slightly weaker growth in this sector compared to the
previous year, with a registered growth of 1.#¥both indicators yo-y. Slightly lower growth rates

were affected by adverse weather conditions in July, in which 25% of total revenues on an average are
normally achieved. Tourists from Russia, which have the largest share in the total numberigitvern
stays (27.1%), recorded an increase of arrivals and overnight stays of 6.0% and 8.9%, respectively.
Second in importance, tourists from Serbia (21.7% share) had a decreased number of arrivals (5.4%) and
overnight stays (2.6%), while tourists from Ulegwith a share of 5.2%) recorded a drop in arrivals of
1.2%, but the growth in overnight stays of 5.7%.

Industrial production (9.8% of GDP in 201#}he period Januar@ctober 2014 it decreased by 11.0%

compared to the same period last year, prityadue to the decline in production of electricity. By
AaSOG2NEX INBoOGK ol a NBO2NRSR Ay (KS aSOG2NJ 2F by
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production is the result of several factors: the high base from the previous year; long overhaul of Pljevlja
Thermal Power Plant.

Retail sales (trade accounted for 12.9% of GDP in 28d4)en months of 2014 retail sales recorded a

low but stdle growth during the entire period. Total turnover (current prices) for the ten months was
higher by 2.7%-g-y. In terms of constant prices, real growth was 4.2%. Although growth in retail sales
does not correspond to the stagnation of pensions and wagean be attributed to growth in the
tourism sector, as well as a slight increase in loans to individuals. The fall in sales was recorded in non
specialized stores, which have the largest share in total retail sales, while in all other activities, sales
increased compared to the same period last year, such increase being dominantly influenced by the
growth of retail sales in specialized stores.

Transport (4.2% of GDP for 2p1According to Monstat preliminary data, for the period Janruary
September 2014an increase was recorded in transport of passengers at the airports by 2.5%, an
increase in transport of goods and passengers by rail of 1.2 and 27.4%, respectively, an increase of
passengers in road transport by 14.7%, the growth of goods in maritinepdrd by 18.4% and growth

of provided mobile telephony services by 10.9%. The decline was recorded in the number of passengers
in maritime transport by 0.2% and transhipment of goods in ports by 21.9%.

Construction (4.6% of GDP for 2014)ticators for onstruction sector indicate growth in activity in the

first half of the year, but a decline in the third quarter of 2014. The value of construction works in
JanuarySeptember 2014 increased by 6.3% compared to the same period last year, while executed
effective hours of work decreased by 5.4%.

[.2.1.2 Inflation

Price trends in the period Januadgtober 2014 were marked by deflationary trend. The decline in the
annual rate of inflation, which started in 2013, continued in 2014, primarily as a result of fallisg pric
of food from high levels in 2013, while energy prices recorded milder oscillations and a slight decline
over the period. Deflation is a result of imported inflation combined with weak growth in disposable
income. The annual inflation rate, measured iy ¢consumer price index (CPI) in October 2014-was
0.5%, while the average rate for the period Jan@etober amounted te0.8%. The movement of the

main CPI categories (food, fuel, electricity), which make up about half of total household consumption,
showed mild fluctuations during the period, with only food and fuel prices recording a continuous
decline compared to last year. The price of electricity decreased in the third quarter, while fuel prices
rose in the second quarter due to the higher crudepdites on world markets. Producer prices in
October 2014 increased by 1.0% compared to October 2013, while in J@utalogr remained at the

same level as in the previous year.



By the end of the year, slight slowdown in deflationary trend is expectidtheiannual inflation rate
in December 0f0.5%.

[.2.1.3 Salaries and unemployment

According to data from the Labour Force Survey, in the second quarter of 2014, the activity rate for the
population aged 1564 was 62.8% and it was higher by 3.9 percentage gharighe average for 2013,

i.e. by 3.1 percentage points compared to the second quarter last year. At the same time, increasing
employment trend continued so that, according to the same source, the number of employees
increased by 6.7% compared to the saguarter in 2013, while the employment rate increased from
47.4% in 2013 to 51.1% in 2014. Unemployment rate for the populatiorGf athounted to 18.6% in

the second quarter of 2014 and was by 1 percentage point lower than the average for 2013. Youth
unemployment rate, for those aged-P4, remains high, and, in the second quarter of 2014, amounted

to 32.5%, which was by 1.9 percentage points lower than in the comparative period (34.4%). According
to the Employment Agency of Montenegro, at the end ef tthird quarter of 2014, the number of
unemployed stood at 31,584 (women 48.3%), i.e. 1.9% more than in the same period of 2013. This is
explained by the fact that a certain number of inactive persons registered at the Employment Agency
with a view to geihg included in active employment policy programmes (Professional Training
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478, which is a decrease of 0.8%Yy. The average net salary in October 2014 compared to September

2014 grew by 0.3% in real terms, while in annual reaidet increased by 0.4%. The average pension

AY hOiG20SNJ I Y2dzyiSR (2 € HTn®m 0OpT ®oy: NuthFerdf S NI 3¢
pensioners in September 2014 amounted to 109,320 and was higher by 1.2% than in September 2013.
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The banking sector preserved stability for the first ten months, although a high levelp#nfanming

loans and the lack of bank lending continue to be an issue. Banking business is characterized by the
growth of capital and deposits on an anrsis, and the absence of reviving lending due to high credit
NAalz a ¢Sttt a ¢S]l INROGK Ay SO2y2YAO I OQUADAU
which represents an increase of 7.3% compared to the end of 2013, or 7.0% at anewatudhk

structure of deposits remains to be dominated by retail deposits with a share of 57.7% and a growth of
CPTs LISNI Fyydzyd ¢2aGFt t2Fya YR 20KSNJI NSBOSAGIof S
by 0.8% compared to the previous month,lelon an annual basis the decline amounted to 2.0%- Non
LISNF2NXYAY3I f2Fya FY2dzyGSR (G2 € odyodd YAf P Omc dn
compared to the end of 2013, or 9.1% at an annual level. At the end of October 2014, there wére 13,81
Ayazt @gSyid SydAdAaSas 2dzi 2F cuHZnmdegp €S3AFE SYyGAGASaH
is 10.5% more than in December 2013.

[.2.1.5 Balance of payments

Current accountDuring the nine months of 2014 the current account deficit increased.#%oldue to
increase in foreign trade deficit and decrease in surplus in the accounts of primary and secondary
incomes. Exports of goods decreased by 10.3% due to the decrease of production, and this entailed the
export of electricity and aluminium. Expodfselectricity decreased by 65%y, while at the same

time the export of aluminium and aluminium products fell by 15.8%. Imports of goods remained at the
same level. The coverage of imports by exports of goods amounted to 20.7%, which is 2.4 percentage
points lower than the same period in 2013.

The surplus in the services account increased by 5.4% compared to the same period in 2013, as a result
of growth in service revenues by 2.8% but also the fall in expenditure by 3.5%. Service revenues



increased pgmarily due to revenue growth achieved in the field of tourism. Estimated revenues from
G2dz2NAAY | Y2dzyGSR (2 € cpy®dn YAt ® 2Nl Hdm: Y2NBE (K

Table3 Balance of payments

janualy - septembe 2013. janualy-september 2014.

A.CURRENT ACCOUNT (1+2+3+4 -229.935 -267.562
1. Goods** -996.182 -1.027.738
1.1. Export, f.0.b. 298.952 268.172
1.2. Import, f.0.b. 1.295.134 1.295.910
2. Services 632.540 666.477
2.1. Revenues 887.108 912.152
2.2. Expenditures 254.568 245.675
3. Primary income 44.466 15.094
3.1. Revenues 160.445 166.398
3.2. Expenditures 115.980 151.304
4. Secondary income 89.242 78.605
4.1. Revenues 136.275 130.671
4.2. Expenditures 47.033 52.067
B. CAPITAL AND FINANCIAL ACCi 39.828 -43.441
B1. Capital account 475 -6
B2. Financial account 39.353 -43.434
1. Direct investments net 275.619 256.408
2. Portfolio investments net -27.089 110.062
3. Other investments net -188.142 -299.734
4. Change in CBM reserve -21.034 -110.170
C. NET ERRORS AND OMISSION:¢ 190.107 311.003

Izvor: Centralna banka Crne Gore

Accounts of primary and secondary incomes had surpluses. The surplus on the account of primary
incomes is 66.1% loweroyy. The main reason for reducing the surplus is itfeeease in total
expenditures by 30.5%, due to higher outflow arising from dividends and employee compensations,
O2YLI NBR (2 Hnmod® hdziFt2¢ FINRAAYI FNRY RADGARSYR.
than in 2013. The surplus on the accountemfomdary incomes was 11.9% lower due to lower inflow of
transfers to Montenegro by 4.1%, but also higher outflow of transfers by 10.7%, in relation to 2013.

Capital and financial accoumt JanuarBeptembet 2014, the net inflow of foreign direct invesmts

FY2dzy SR (G2 € Hpcdp -Ddidbed 2014y thelinktSnflowISNBréigR diréét y dzi NEB
investment rose by 12.4% compared to the same period last year. Monthly FDI inflow was extremely
KAIK Ay {SLIISYOSNI 6e ppPdPc YAf PO YR hOG20SNI 6e p
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a result of government borrowing by issuing Eurobonds in the international capital market. The source

of significant growth of the asset position ither investments is related to the increase in deposits:
Fo2dzi € mMoT YAf® NBFSNA (2 (GKS SadAYIFIGSR OF aK K
aSIYSyQa SINyAy3aazr ¢gKATS | o02dzi € MHp YAt ® NBFSNI
the other investments account are characterized by decreased liabilities of the government sector and
banks under borrowings, and increased liabilities of other sectors (economy). The outflow of funds

dzy RSNJ LR NI T2t A2 Ay@SadyYsywas relatedzaddyeiredirranciiig2zandethe mp ¢ ®d ¢
purchase of part of bonds issued in 2010 and 2011.

The item net errors and omissions is the residual between the current account and the financial and
capital account.The value of net errors and omissionsinthéniny2 y i Ka 2F wnamn NBI OK
which is an increase of 63.6%-y.

! Balance of payments data for the first three quarters of 2014, CBM
2 Data from monthly statements on FDI issued by CBM.
3 Capital and financial account shows the source of funding the current account deficit.



[.2.2 Macroeconomic projections for the period 202617

The macroeconomic projections for the period 2@0A.7 anticipate real GDP growth of 3.5% in 2015,
3.8%in 2016, and 4.0% in2@7 a2 y i Sy SaANer Qa S02y2yé A& SELISOGSR
the period 20182017 due to increased investment activity and engagement of the domestic potential,
primarily from the construction sector. We estimate that the implementation of investprejects

worth 100 million euro would have a positive effect on GDP growth rate of 2.0% through direct,

indirect, and imputed effects. It is also expected that tourism and complementary sectors such as trade,
transport, and mining and quarrying/Jivgtrongly contribute to growth over the projected period, with
reliance on agriculture as the substitution factor for food import and increased exports. The sine qua
non for enhancing the economic activity is expected moderate increase of credit sdpjeoatverage
projected GDP rate of growth over the period is 3.8%, which is above the current potential GDP growth

of 2.5%).

[.2.2.1 Real sector
The 20182017 macroeconomic scenario is based on the following components:

1 Household consumption will be affected bglight increase in salaries and an increase in the
number of employees, reinforced by positive impetus from tourism income; however, real growth
will be lower than the real rate of GDP; Estimated growth in household consumption will be 2.3%,
but it is expeted to pick up in the last two years of the cycle.

1 Gross fixed capital formation will grow at an average rate of 11.1% over the medium term, in line
with the pace of implementation of investment projects. Strong contribution will come from the
capital budjet that will be used for financing the highway section project. We estimate that the
impact of construction of the highway section on the formation of GDP will be at the level of at
least 10% of GDP, which will reflect not only on an increased contnilmitgross fixed capital
formation, but also on household consumption.

1 The share of government spending will rise slightly, coupled with the implementation of fiscal
consolidation measures. An average growth of 1.5% is based on fiscal projectionsdipatanti
that there will be no increase in expenses for salaries and other allowances, and that there will
be a slight increase in expenditure for material and services and other components of government
spending.

1 Foreign direct investments (in companieanks, and real property) will average around 13.4%
of GDP over the period 200917; such a high FDI rate is based on the implementation of a part
of the announced investments in infrastructure, tourism, energy and agriculture projects.

9 Corporate and retacredits will grow at the average rate of 4.5%, in accordance with the nominal
GDP growth and taking into account strong multiplication effects that the investment cycle will
have on other sectors. Credit growth will be primarily driven by lower leratzg the declining
trend of which was recorded towards the end of 2014

1 The export of goods and services will rise at the average rate of 5.1% over the peri@d 015
and it is projected that the growth in export of services (foreign tourists spendith outpace
the growth in export of goods, and the latter should be driven by the recovery of the metal
industry, as well as a growing export of agricultural products and a stable electricity generation.

1 The import of goods and services will grow &t élverage rate of 5.0% over the mediterm,
with an increase in merchandize imports due to investment needs (import of building material
and equipment) and an increase in the import of construetetated services (the highway

4 Overview of investment projects, as identified by relevant ministries on the principles of certainty and conservative estimates,
was made in January 2015 and is given in annex to this document.

5 Credit growth of 3.9% in 2015, or the average annual growth of 4.5% by 2017, was seen as realistic by the CEOs of major banks

l.j

in Montenegro and the Bankersd Association of Montenegro at_a mee



construction and other pregts). These projections have excluded the-oifiempact of food
imports that relates to re@xport in 2014, but they have also taken into account a significant
decline in the value of import of oil derivatives due to lower oil prices in the world miBnkse
adjustments reduced the growth rate of imports that would otherwise be higher.

1 Employment will gradually increase throughout the period (1% a year, on average) as a result of
growth in economic activity.

1 Unemployment, as measured by the ILO methoghpl will progressively decline from 19.4% in
2014 to 17.2% in 2017, as a result of growth in economic activity, especially in the sectors of
construction and mining and quarrying (necessary material for the highway purposes).

Table4 Macroeconomic projections 2012017
Montenegro: Macroeconomic projections, 2616

2013 2014 2015 2016 2017

b2YAYylLFf D5t Ay YA 3.327 3.393 3.547 3.737 3.964

Nominal growth 5,7 2,0 4,5 54 6,1

Real growth 3,3 2,0 3,5 3,8 4,0

Inflation (at yeatend) 2,2 -0,5 1,0 15 2,0
(u % BDR)

Core items:

Current account deficit -14,6 -14,2 -13,3 -13,8 -14,6
Export 41,8 41,1 41,3 41,2 40,8
Import 62,1 60,4 59,5 59,7 59,9
Other 5,7 51 49 4,7 4,4
Household consumption 80,6 80,3 78,8 77,9 77,0
Gross investments 18,1 19,2 20,1 21,7 23,6
Governments spending 21,6 19,7 19,3 18,9 18,5
GDP deflator 2,2 0,0 1,0 15 2,0
(realne stope rasta % )

Real GDP growth 33 2,0 35 38 4,0
Domestic demand 2,9 11 2,6 4,0 45
Household consumption 0,8 0,5 1,6 2,6 2,7
Gross investments 0,3 3,5 8,0 12,1 13,3
Governments spending -4,9 15 1,3 15 1,8
Export -2,1 0,4 4,0 3,5 31
Import -6,8 -0,7 2,0 4,0 4,4

100,0
J2RAO0Oy2A Nrad dzz: 12 yAiaes
Core assumptions:
Employment growth 3,0 0,8 1,5 1,2 0,8
Unemployment (LFS) 19,5 19,4 18,2 17,6 17,2
FDI % GDP 9,7 10,7 11,6 14,7 13,9
Domestic loans (corporate 5,0 1,7 39 4,6 52
Export growth 0,1 0,4 5,0 5,0 52
Import growth -4,7 -0,8 3,0 5,6 6,5

Source: Ministry of Finance. Montenegro


file:///C:/Users/radovan.zivkovic/Dropbox/Radovan/Svi%20radni%20folderi/PEP%202014-2018/NERP%20radovan/Macro%202014-2018%20%20NERP.xlsx%23RANGE!G97

The projected GDP growth includes the following components on the productian side

91 Projected growth in the agricultural sector in the period 22047 will average 3.8%. Such a
significant projected growth is based on the assumption of increased investnagmicinture
and growth of credit support to this sector over the projected period, as well as a gradual
substitution of imports by increased domestic production
1 The mining and quarrying sector will grow at an average annual rate of 6.3% over the medium
term as a result of increased activity due to increased demand for materials necessary for the
highway project (stone, gravel separations, and road base material)
1 Manufacturing industry will experience weak growth of 1.5% in the upcoming period, assuming
that KAP production has remained at the 2013 level.
9 Electricity production will have a slight increase of 3.0%, whereby hydro power plant production
will increase due to the low base in 2014 and a stable power generation from the thermal power

plant.

1 Constuction will experience the strongest growth due to the expected investment boom,

averaging around 16%.

Participation of domestic construction companies will

have

multiplication effects on the related industries: trade, transport, financial and insurance
sevices, small manufacturing services, and the like.
1 This scenario envisages a growth in the accommodation and food services that account for 5.0%
of the tourism industry. Completion of tourism investments will increase the offer of high
category accommoden facilities, which is the prerequisite for the strengthening of
contribution of this sector to GDP growth.

Table below gives an overview of real rates of growth, contributions to growth, and share in GDP over
the mediumterm, by the aggregateroduction sector:

Table5 Production sectors

Real growth rate in %

Share in GDP growth in %

2015 2016 2017 2015 2016 2017
Agriculture 3,0 4,0 4,5 0,2 0,3 0,3
Industry 15 3,2 29 0,1 0,3 0,3
Construction 12,0 20,0 16,0 0,5 1,0 0,9
Services 3.2 2,6 2,9 2,0 1,6 1,8
Taxessubsidies 4,0 4,0 4,2 0,7 0,7 0,7
GDP 3,5 3,5 3,8 3,5 3,8 4,0
[.2.2.2 Potential growth
az2zyiSySaNerQa SO2y2Yeé ¢Syl GKNRBAAK I 0622Y -LISNAZ2R

2008 average8.7%) and a doubldip recession caused by the financial crisis (a decline of 5.7% in 2009)
and the euro area crisis impact and spillover to peripheral countries (a decline of 2.5% in 2012, with
growth of economic activity in 2013 and 2014). Montenegroemy did not rerun the 2008 GDP

level before 2013, which means that the douBip recession in this period annulled the economic
growth that had been made during the boom period.

Such volatile movements in a relatively short period of time make dudliffo determine a precise
position of the economy in the business cycle. These restrictions are amplified by short series or the lack
of data although the results and analyses reflect essential trends. An analysis of the position in the
business cycle waperformed based on the HP filter. Owing to the projected growth rates over the
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and 2012 and moderate growth rates in 2010, 2011, and 2013. Risks tha¢meaulge and materialize
on this journey are a negative impact of a weak economic activity in the euro area and countries in the
region, internal structural weaknesses, and a need for fiscal adjustments.

In the period 2002014, the average
rate of growth amounted to 3.1%,
while potential growth rates displayed
noticeable declining trends. These
trends were the result of problems
with failed privatisations andelayed
construction of hotel facilities that
have been privatised but not yet in
operation, then the closing of
unsuccessful manufacturing
companies, and problems in the

— repro-chain in the metal industry. The
S EEESLSES PSS current rate of potential growth
-------- Realni BDP u cijenama 2010 HP filter stands at som 2.5%.

Figurel Potential GDPHP filter, 2010 = 100
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Another important factor of the potential decline is the reduced funding sources, particularly from the
EUbased parent banks. Less funds available for financing in parent banks immediately reflects in
reduction or withdrawal of capital from thesubsidiaries. Reduction in funding resources manifests
through rigid funding conditions. We expect strong investment activity in transport, tourism, energy,
and agriculture in the future period will increase capital stock and thus influence on an inorease
potential rates of economic activity. Additional impetus to the potential growth will come from the
implementation of structural reforms in the labour market and the removal of bottlenecks to stronger
economic growth that involve various types of busiearriers.

Growth factor of economic activity that relates to the workforce has several limiting elements. Fhe long
term problem is the aging of the population, and consequently the availability of workforce for the
growth of economic activity, and ateatial pressure on the sustainability of the pension and health
insurance systems because there is a significant problem of sustainability of these two subsystems at
this point.

Structural unemployment is also a significant problem that reflects in trmatéh of labour supply

and demand in the sense that the supply of occupational and educational profiles does not match the
SYLX 28SNBRQ RSYIYyR® { iNHzOGdzNI f dzySYLX 28 YSyid Aa @A
been on the records of the Emplognt Agency for more than one year, which reduces their chances

of reemployment. The unemployed over 40 years of age account for 44% of the total number of
unemployed people, while those aged over 50 make up 30%. The unemployed that have been on the
records of the Employment Agency for more than one year account for 58% of the total unemployed
people.

The main source of growth on the demand side is linked to the growth of domestic demand, especially
gross fixed capital formation related to a strong impétwslving the implementation of announced
investments, primarily the construction of the highway section. A smaller contribution to growth will
come from growth in household consumption and government spending.

Net exports will have a negative share inghodue to a stronger growth and a higher share of imports
in relation to exports.

[.2.2.3 Inflation

Euroised economies have limited possibilities for leading monetary policydue to the lack of emission
function, influence on reference interest rates and excharage. in such limited circumstances,



objective of monetary policy of the Central Bank is the maintenance and promotion of financial stability,
including the maintenance and promotion of a healthy and stable banking system. The instruments for
implementing nonetary policy have been significantly strengthened and expanded following the
adoption of the Law on the Central Bank of Montenegro in July 2010. In addition to the reserve
requirement instruments and shetérm liquidity loans, and open market operati@msl institute of a

lender of last resort were introduced. The resources for this purpose are significantly restricted,
however, the Central Bank widened the room for manoeuvre, both for preventive and routine activity,
and for acting in times of crisis.

During 2014, the Ministry of Finance, with the expert assistance of Slovakia and UNDP, developed a
model for the projection of inflation, which is based on the historical data on the movement of inflation
and includes exogenous variables which are mentiognédble 2:

The index of food prices and their projections for the future period,

1 Oil prices in 2014, price growth projections for 2015.
9 Euro/dollar rate projections.
1 Dinar/euro projections and historical trends.

By the end of the year, slight slowdoimrdeflationary trend is expected, with the annual inflation rate

in December 0f0.5%, although even lower rates of inflation can be expected due to the reduction in

prices of petroleum products both in 2014 and 2015. In such unstable conditions, batskd o
assessment results, we corrected the model and projected slightly lower inflation rates. Inflation rates

have been corrected due to a much stronger fall in oil prices in 2014 than that provided for under the
technical details in the introductory p&t¥ G KS R2O0dzySydz +a ¢Sttt la |yl¢
next year.

Initial assumptions of inflation forecasts for 2014 are:

1 Crude oil prices dropped below $ 90/bbl in October this year, with a tendency to fall in the
medium term.

1 The euro exchage rate is about 1.25 USD/EUR. The effects of the adoption of new measures
by the ECB, related to quantitative and credit support, could influence the further depreciation
of the euro in the coming period.

1 The stabilization of food prices, with potentikiglist increase due to the natural disasters that
have befallen the region, as well as the impact of the announced redirection of exports of
agricultural production from Serbia to Russia.

1 By the end of the year, increases in administratively controlledspocnew tax burdens are
not expected.

For the period of 2012017, inflation projections are based on the projection of inflation trends in the
EU, so we have projected a gradual rise in prices that should stabilize in 2017 at around 2%.

[.2.2.4 External sectoand its midterm sustainability

Current account balance of a country reflects competitiveness that economy of the country has in
international trade. High current account balance, measured by its participation in GDP, points to weak
competitiveness of the Montenegrin economy, as covetdgaport by export shows that there is no

offer of imported goods or its price is more favourable than the one produced in Montenegro. Current
account deficit is also a difference between savings and investment in the national economy and its
high-levelshows that investment level is financed from external sources either through indebtedness
of the country, corporate industry or banks. Main negative contribution to the current account deficit
refers to the balance of goods but it has been partially agtjusy surplus on the account of services,
primary and secondary income. On the -salbount of primary income we expect increased outflows
related to payments of salaries and A@sident dividends depending on the ownership structure,



owner's business paly and dynamics of net foreign investments. Current account deficit is largely
covered by foreign direct investments and country borrowing at international capital maxistence

of yearslong deficit points to deep external imbalance where deficit ifupdoy foreign direct
investments inflow, sovereign indebtedness or private sector indebtedness represents only a temporary
solution.

Structure of FDI inflows per country and type of investment shows that major part of investments relates
to real estate aguisition (42%) and intesompany transactions (39%) while only a small part relates to
investments in companies and banks (19%). These patterns should be changed intémmragla
consequence of strengthened investment cycle and structural reformshwe addressed both in
chapter 3 of Part | of ERP and in the whole Part Il. FDI structure per countries shows that participation
of Russia in inflows mak28% of overall investments, while the major part (79%) relates to real estates.
High participatiorof real estates in FDI clearly indicates vulnerability in financing current account deficit
due to the change in external environment and possibility for funds withdrawal as well as availability of
real estate for sale. Amount of foreign exchange prawsi® not a restricting factor for goods import
considering the quantity of money in circulation as Montenegro economy belongs to euro area and
companies do not buy out foreign exchange from the Central Bank. The amount of international
reserves of Montengro covers for three months value of import.

However, the structure of current account deficit and its financing represents a risk that may lead to
deterioration of payment balance position due to the following events:

9 Decrease in tourism income due to dese in tourist arrivals from countries either affected
by crisis or being in war conflicts (Russia, Ukraine), or decline in economic potential of the
region. This would lead to current account deficit deterioration.

91 Decrease in FDI inflows due to poditior financial instability in countries from which capital
originates (Russia), which would have impact on deterioration and decrease in sources for
current account deficit financing.

9 Instability on world financial markets that may lead to increasdde pf sovereign borrowing
and decrease in demand for riskier securities which would also decrease sources of current
account deficit financing.

Materialization of all these risks at the same time, or their combination, would lead to the need for
sharp agustments of the public sector, along with decreased import and multiplying negative effects
(decrease in public revenues), as well as decrease in economic activity growth rates.

Macroeconomic scenario for the period 26A®17 envisages high current accodeficit and it would
amount to about 14.6% of GDP at the end of the period caused by stronger growth in import of goods
necessary for carrying out investments in infrastructure along with simultaneous growth in service
revenues and mild fall in surplus the accounts of primary and secondary incomes.

Base miderm scenario envisages stable income from salaries of employee wittesidants and
remittances of nomresidents, and potential increase in transfers from Montenegro related to dividends
and empoyee salaries. Although balance of payment position is deteriorating, it is primarily the
consequence of cyclic movements caused by strong investment cycle.

Basic macroeconomic scenario for the period 20057 envisages strong FDI inflow that will, & th
medium term, amount to 13.4% of GDP in average, which will be sufficient to cover imbalance on the
current account. Sources of such a strong investment inflow are projects in the sector of energy, tourism
and infrastructure.

Competitiveness of Montendgr economy measured by real effective exchange rate shows
deterioration of the position due to fall in the value of currency basket of the main Montenegrin trade
partners and strengthening of competitiveness measuredby unit labour cost.REER analysis was
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The biggest effect on nominal and real effective exchange rate is exerted by Serbia, Russia and Ukraine
as they are using their own currencies. The graph shows that the beginning of conflicts in Ukraine led to
sharp fall in the value of rubléryvnia and dinar and that had a significant impact on decrease of
competitiveness expressed by this indicator. Fall of dinar has double impact as it reduces available
income representing the source of tourist expenditures, while, on the part of goodd, éxpeeases

the value of goods and, on the part of import decreases the value of imported goods. Since there is no
significant decrease in food prices, it is assumed that this theoretical pattern is modified in a way that
the value of import and expor calculated in euro and does not affect the changes in goods prices.

Since increase in competitiveness is not possible to reach through currency devaluation (use of common
Figure3 Unit labor cost coefficient currency), necessy adjustments must be
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structural reforms although stagnation of salaries

is obvious in the European environment as well.

0,60 -

0,58 - Analysis of competitiveness that is made based

unit labour cost (ULC) shows that price
competitiveness isimproving although reliability of
analysis is limited due to change in data source for
the number of employees (2010) and fight against
grey economy i.e. legalization of employnfent
Projected mcrease in competitiveness will be
achieved through a growth of GDP in the medium
term, which will be faster than the combined
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6 Coefficient shows the share of gross wages in GDP outturn, thus he coefficient of 0.62 indicates that for each euro of GDO gross
wages have share of 0.62 euro



growth of employment and salaries. Employment growth will be encouraged in the medium term (1%)
through increase in demand caudgdstronger investment cycle, while low growth of salaries is caused
by high unemployment rate and thus significantly higher supply than demand.

Table6 Indicators in tourism industry

Year 2006 2007 2008 2009 2010 2011 2012 2013 2014
Real growth rate of tourism revenues 1866 623 86 -6,0 4,5 88 -0,3 0,4 2,4
' SNI IS G2dzNRA &G aLJ 285 405 455 435 437 451 447 444 449
Average tourist stay (days) 6,2 6,4 6,6 6,3 6,3 6,4 6,4 6,3 6,4
Average daily spending in euro 458 629 694 696 693 706 703 704 70,2

Average tourist spending in 2010 prices 346 478 514 451 437 437 416 404 408

One of sectors in which Montenegro may increase competitiveness and which may be one of sources
of faster growth in the future period is tourism sector. Previous results and their analysis have shown
that average spending by tourists is decreasing sina® 9a consequence of the doudip recession

in source countries for Montenegrin tourism. In 2014, expenditures by tourists have slightly increased.
The improvement in the tourism supply relates to construction of new attractive facilities,
reconstructon of the existing and construction of new infrastructure, along with higher quality supply
of complementary tourist services and facilities. Construction of facilities in Porto Montenegro and
Lustica Bay represent an example that building of high categpacities not only attracts higind
clientele but contributes to broader development of local communities (Tivat). Previous trend of fall in
average income per tourist shows that it is necessary to continue with the implementation of measures
and poliags directed towards modifying growth models from mass to elite tourism in order to ensure
strengthening of participation of this industry in total economic activity.

In business environment, price competitiveness is an important element that determinkeéh of
competitiveness of tourism in a country. The tax rates are one of the key factors that determines the
price competitiveness in tourism. VAT rate, as well as other taxes in Montenegro, are competitive
compared to neighbouring countries. On thénext hand, the need to strengthen the stability and
sustainability of public finances does not allow the reduction of tax rates, at this stage of the economic
cycle.

Research shows that the most developed tourist countries (best practices) have a caripeétiof
taxation since they create favourable conditions for businesses operating in the tourism industry and
provide affordable offer of hotel and hospitality services.

According to the report, "Competitiveness Index of travel and tourism in 2013"; (WdEld Economic
Forum) the steady growth of tourism is significantly driven by price competitiveness in the travel
industry and tourism. According to the same report, Montenegro is positioned on'‘th@at@ out of

140 countries measured. Since thstleanking in 2011, it fell on the list by 4 places.

Another segment that represents an obstacle to faster growth of this industry is its reliance on a smaller
number of source markets, and in recent years these were the countries of our region andliRussia.
order to diversify demand, it is necessary to reduce transportation cost through engagement of low
cost airlines, with the application ofincentive pricing policy for airport fees and passenger services and
incentive measures in tourism, especiallyha period outside the main tourist season, which would
make Montenegro more attractive destination due to increased price competitiveness and remove
vulnerability of relying on a small number of destinations.

Improvement of fiscal position by running daus expenditure policy will reduce negative prospects of
risk materialization related to financing the current account deficit.



It is not possible to analyse the net international investment position since CBM does not have necessary
data for such assessmts.

[.2.2.5 Financial sector

Persistently high level of ngperforming loans is still one of potential risks for the financial stability that,

due to its complexity, has become a problem of systemic character. In the peric@ @B0)%anks

transferred and/or eld nonLJISNF 2 N¥Ay 3 | aasSia Ay GKS @Fft-dzS 27
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by 9.0% on the annual level. Since the reduction of the volume of NPLs repkegectiallenge in the

following period, of particular importance will be the implementation of the solutions stipulated by the

Law on Voluntary Financial Restructuring of Debts to Financial Institutions. With adoption of this Law,
which is in parliamentargrocedure, implementation of specific strategy for reduction of NPL level is
expected, which will contribute to the revival of lending activity and consolidation of real economy.

Figure4 Loans and deposits Restrictive lendingpolicy of banks led to an
2.600 increase in general liquidity level, which had an
2500 [] impact on the liquidity and solvency parameters

] - M — trend above the prescribed level. However, these
2.400 nizinls — : : . .
funds were not in the function of lending aimed at
2.300 L development projects as bankssea their lending
2200 //’ activity_ on.their own percep'Fio_r_l of the general
N operating risk and client credibility and they have
2.100 NS .
been largely oriented towards the state sector as
2.000 a less risky client.
IX X XI X | I v v v vl Vvl IX X
E=total loans total deposits An increasing rise in inteompany debts and
SourceCBCG increased illiquidityn economy is obvious, so that

22.1% of all registered economic entities have blocked accounts. Compared to October last year, the
number of blocked accounts increased by 8.8%. In the continuous blockade up to one year were 2,335
debtors, whose blockedyuUR& ' Y2dzy 4 (2 € ccodp YAfX GgKAOK YI 1S
blocked funds, while 11.484 judgment debtors were blocked for longer than a year, for the amount of

€ nMmcPdPm YAf P gKAOK YIFI1Sa ycow: 2F (GKS G204Ff of 2

In October, weightedverage effective interest rate on total loans amounted to 9.28%, which is by 0.29
p.p. lower compared to the previous month. This means that the banks started to follow the
recommendation of the Central Bank, to a certain extent. The Council of the |Ceatda of
Montenegro appealed to banks to continue decreasing interest rates and concluded that it would
continuously monitor the interest rates developments and take appropriate measures when needed.
Additionally, the Central Bank again submitted a recendation to the Government of Montenegro

for prescribing themaximum contracted interest rate to prevent concluding of usurious contracts.

Considering the increase in lending activity of banks in September and October and decrease in
weighted average effeiwe lending rates on newly approved loans as well as potential entry of three
more banks on the market, growing lending activity of banks can be expected, and under more
favourable terms, in 2015. Namely, strengthened competition on the banking markéd sbsuwit in

further fall in lending interest rates and more versatile offer of loan products mostly to corporate clients.
Under the present macroeconomic conditions, and the present and announceddatgenvestment
projects, there is enough room fohd development of bettercooperation between banks and
businesses under much more favourable conditions and at a higher level.



[.2.3 Lowgrowth scenario

Alternative scenario forecasts moderate growth in economic activity of 2.1% in 2015, followed by a
growth simliar to the central scenario but from a lower base, as follows: 3.1% in 2016 and 3.3% in 2017.
As with the central scenario, there will be a moderate growth of the Montenegrin economy in the period
20152017, due to increased investment activity and engamerof local resources, primarily in the
construction sector, with positive effects in indirectly related sectors. In this scenario, it is anticipated
that there will be no significant implementation of other investments in tourism and energy or that this
contribution will be well below the one foreseen by the base scenario. In relation to the central scenario,
it is anticipated that the tourist industry will have a weaker growth due to a significant reduction in
tourist arrivals from Ukraine and Russiae da the crisis in that region. This would have a negative
impact on the related sectors of trade and transport. Agriculture will be positioned as a factor of food
import substitution and increased exports, but to a lesser extent than in the central iscéerte
average projected GDP growth rate for the period 2BA%7 would amount to 2.9%, which is close to

the current potential GDP growth rate.

The scenario assumptions and external factors:

9 Strong impact of the largest investment project in Montenegtating to the construction of
the highway section will have a dominant influence on economic activity developments in
Montenegro in the medium term. The value of the project exceeds 20% of GDP in 2014 prices.
Construction phase, which will last four yeassfinancially covered with a grace period of six
years. Bearing in mind the impact of implementation of such a project on the growth of
economic activity and the fact that the financing has been ensured the assumptions on GDP
impact are the same as ftite central scenario.

9 The current situation in financial markets is favourable with respect to interest on borrowings
and demand, although instabilities in 2015 may lead to disturbances in the form of rapid
increases in the cost of borrowing and @astersion by investors. This scenario implies the low
likelihood of materialization of this risk for macroeconomic and fiscal stability in the medium
term.

i The unstable situation in Ukraine and the economic crisis experienced by Russia because of
sanctiondrom western countries combined with a strong decline in revenue due to lower oil
prices, result in a significant reduction in tourist arrivals from these countries, so the tourism
sector in this scenario would record a fall in tourist arrivals from th@setries by over 20% in
the following year. Certain substitution would occur in the form of diversification of the market
and increase in the number of tourists from other countries. According to our estimate, this
reduction in tourist arrivals would caua drop in tourism revenues by over 6%.

1 LYygSaidiz2NBRQ OldziAzy RdzS G2 AyaildloAtAiide NBEFGS
exporting countries would delay the start of announced investments in tourism and energy, or
completion of the starté projects.



Table7 Macroeconomic projectiorgdow-growth scenario

Montenegro: Macroeconomic projections under igmawth scenario 20147

2013 2014 2015 2016 2017
Nominal GDP in millian 3.327 3.393 3.483 3.634 3.807
Nominal growth 5,7 2,0 2,6 4.4 4.8
Real growth 3,3 2,0 2,1 3,3 3,2
Inflation (at yea#end) 2,2 -0,5 0,5 1,0 15
(u % BDR)
Core items: -14,6 -14,2 -14,7 -15,4 -16,5
Current account deficit 41,8 41,1 40,9 41,2 41,2
Export 62,1 60,4 60,6 61,4 62,4
Import 5,7 51 5,0 4.8 4,6
Other 80,6 80,3 78,8 77,9 77,0
Household consumption 18,1 19,2 21,5 23,3 25,7
Gross investments 21,6 19,7 19,3 18,9 18,5
Governments spending
2,2 0,0 0,5 1,0 15
GDRdeflator
(realne stope rasta %)
33 2,0 21 33 3,2
Real GDP growth 2,9 1,1 2,5 3,7 4,0
Domestic demand 0,8 0,5 0,3 2,1 1,9
Household consumption 0,3 3,5 14,5 11,9 13,6
Gross investments -4,9 1,5 0,0 1,0 1,0
Governments spending 2,1 0,4 1,6 4,0 3,3
Export -6,8 -0,7 25 45 49
Import
J2RA0Y2A NI ad dzz: 12 yAeS
Core assumptions:
Employment growth 3,0 0,8 1,2 0,9 0,8
Unemployment (LFS) 19,5 194 18,5 18,0 17,7
FDI % GDP 9,7 10,7 11,8 11,0 10,5
Domestic loans (corporate and retail) 5,0 1,7 2,2 3,7 4.0
Imports growth 0,1 0,4 2,1 5,0 4.8
Exports growth -4,7 -0,8 3,0 5,6 6,5

Lowgrowth scenario includes the followiaements:

1 Household consumption will be influenced by the slight increase in salaries and increase in the
number of employees, with negative contribution of a weaker tourist season. The average real
growth rate would be around 1.4%.

1 Gross investments in fixed assets will grow at an average rate of 13.3% in the medium term, in
accordance with the implementation timeframe of investment projects. Strong contribution will
come from the capital budget through which the highway projecbeifinanced.

1 The share of government spending will stagnate, and at the same time fiscal consolidation
measures will be implemented due to weaker revenues caused by the decline of tourism earnings,
and thus lower revenue collection.

1 The current accountaficit would be worsened as a result of strong imports for the purposes of
the highway construction and weaker growth in revenues from tourism. The average rate of
deficit would amount to 15.5% of GDP.
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The export of goods and services will rise at an geaite of 3.0% in the period 2026817, and
it is projected that the growth in export of services (foreign tourists spending) will stagnate while
the export of goods will grow.

The import of goods and services will rise by 4.0% in the medium term, ieest@sed imports
of goods related to investments (import of building materials and equipment).

Foreign direct investments (investments in companies, banks and real estate) in the period 2015
2017 will be around 11.1% of GDP on an average. These raidsaoé Based on the assumption

that investments in infrastructure will be activated, but also that other investment projects will
be delayed or slowed down.

Employment will gradually increase throughout the period (by 1.0% per year on an average) as a
reault of growth in economic activity, primarily that related to the construction sector and related
sectors.

Unemployment, measured by the ILO methodology, shall be progressively reduced, from 19.4%
in 2014 to 17.7% in 2017, as a result of growth in econaatigity, especially in the sectors of
construction and mining and quarrying (necessary materials for the purposes of the highway).

Inflation would have slightly lower values than in the base scenario and would amount to about
1.5% at the end of the pedo

|.2.4 Differences between the scenarios

The importance of the infrastructure investment project and its definite start, and conservative
projections of growth in the base scenario made the differences between the base agohvativ
scenarios not significaThe current situation in financial markets is very favourable in terms of demand
and the level of interest rates that are significantly lower for Montenegre320@oints or %) than
those applicable at the time of borrowing (around 7.5%). Othles neentioned would not be able to
produce effects that would significantly lessen the impact of the investment cycle.

The following table gives the basic differences between the scenarios:

Table8 Differences between scenarios

2015 2016 2017

b2YAYylFf D5t Ay e 64,4 102,7 157,3
Nominal growth 1,9 1,0 1,3
Real growth 1,4 0,5 0,8
Inflation (end of year) 0,5 0,5 0,5
GDP deflator 0,5 0,5 0,5

1 The lowgrowth scenario would cause the reduction of nominal GDPdekel ¢ oHn YAf @

period 20152017.

In the same period, the nominal rate would be reduced by 4.2% and the real rate by 2.6%. The
fall in the real rate would be lower than the nominal due to lower inflation and lower deflator

in the lowgrowth scenariohtan in the base scenario.
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|.3 Fiscal Framework

[.3.1 Fiscal policy strategy and mediienm objectives

For Montenegro, as a small, Euroised and extremely open economy, the number of possible
combinations of economic policies is limited. Under the conditions vehewantry has not all monetary

policy instruments available, the significance of fiscal policy is even greater given that it is the only one
from the set of policies that may actively contribute to the achievement of economic and general social
goals. Rgmnsible fiscal policy management has been and remains a strategic goal of Montenegro.
Fiscal stability is not only a precondition of the overall economic stability antetamgeconomic
growth, but availability of international financial markets alse@ddp on it. Finally, stable public finance

of Montenegro is also significant in the context of EU membership negotiations.

The strategic longerm goal of Montenegro in the area of public finance still remains the reduction of
public debt, i.e. its share IGDP. This strategic goal may be achieved through the mixture of trends of
these two macroeconomic categories. The Government of Montenegro is confident that this goal is
targeted in a more qualitative way through creation of conditions for and encoueagefraccelerated
economic growth, which under Montenegrin conditions implies significant infrastructure investments.
The fact is that in the medium term such investments may have adverse effects on fiscal indicators such
as deficit and public debt, but the long run through higher economic growth rates they also affect
increase of public revenues, which creates conditions for stabilisation of public finance and share of
public debt in GDP.

In this context it is necessary to interpret the decision of Montenegro to implement the strategically
significant highway construction project, which will together with other lasgale investments that

are already osgoing and financed by private capjtnot only increase the economic growth but also
change the course of the overall development of the country.

The fact is that the construction of the higlay will temporarily increase deficit, which in the scenario

not implying the construction of tHegh-way would record surplus already in the next year, and this is
therefore an indicator of responsible fiscal policy management. As a result of the project
implementation, the government debt will go up too. Expressed as a GDP share it will rezathiits p
2018 (69.9% GDP), and thereafter it will have a descending trend. In the alternative scenario (without
the construction of the higlvay) the debt does not exceed the Maastricht limit of 60%, but even with
the borrowings for highwvay construction itemains lower than the average debt in the EU and Euro
area.

In order to limit the consequences of the envisagedaffidiscal effect of the higlwvay construction,
additional efforts are made to consolidate public finances on one side, and create pigsmEalfar
additional investment spending on the other. In this context, the Government will pursue the following
basic fiscal policy goals in the coming medierm period:

I implementation of restricted spending measures, particularly with regard to
currentexpenditures;

1 reduction of expenditures, through implementation of rationalisation policy regarding the
number of public sector employees, the modalities of which are under consideration;

9 further improvement of fiscal framework in view of developing bssineew investments and
harmonious economic development;

1 continuation of intensive fight for reduction of grey economy and reduction of tax receivables;
and

9 increase of transparency of public finance and its adjustment to the EU Acquis, with special
focus on introduction of ESA2010.



Relevant regulatory framework has already been adopted for the purpose of achieving the mentioned
goals. The key legal document in that direction id_tihe on Budget and Fiscal Responsibitiypted

in April 2014. Among otih¢hings, the Law defines planning and executing of the budget in the way that
public debt does not exceed the limit of 60% GDP. Although the basic logic of the Law is that budgetary
expenditures should be covered by revenues, it still provides the fibssibéxceeding the limit in the
situations when the funds are used to finance projects of national interest and if they are approved by
the Parliament. The higlvay construction meets the set criteria through creation of assumptions for
more rapid develpment of the North, better use of natural and economic potentials, as well as better
connecting of the Port of Bar with regional markets.

Another significant fiscal strategy pillar of Montenegro is tax reform. The basic conceptual solutions are
included m the document titledAnalysis of specific tax policy aspeatsform outlooksadopted by the
Government in December 2014. The document envisages amendments to a set of laws in view of (a)
increasing the level of public finance sustainability and rastgitiie public debt growth, (b) distributing

tax burden in the way to support the growth to a larger extent and (c) underpinning and improving
investment ambiance and competitiveness of Montenegrin economy. Proposals included in this Analysis
address somef the key fiscal goals that Montenegro has set as priorities for the coming mgium

period, and detailed description and quantification of measures are presented in tsectidn 4.3.
Proposed measures are not a part of fiscal scenarios, givethdyatnply amendments to the specific
pieces of legislation, which is envisaged for 2015.

Budget revenue side measures will also be accompanied by systemic measures on the expenditure side.
The basic goal is to regulate public sector wage system andigstaimgterm sustainability of the

pension system. In the context of EU joining, the Government will continue to pay special attention to
the costs directly incurred by the harmonisation with the Acquis.

Similarly to previous years, this year two fisceharios have been prepared based on macroeconomic
scenarios presented in section 2. The following table shows the basic data from both macroeconomic
and fiscal scenarios:

Table9 Fiscal migerm framework

. Execution Estimate Base scenario Low growth scenario
Macroeconomic framework
2013. 2014. 2015. 2016. 2017. 2015. 2016. 2017.
GDR/2 YAY Il £ o067 33270 3.393,0 3.547,0 3.737,0 3.964,0 3.482,7 3.634,4 3.807,0
GDP, nominal growth 5,7 2,0 4.5 54 6,1 2,6 4.4 4.8
. GDP, real growth 3,3 2,0 3,5 3,8 4,0 2,1 3,3 3,2
Macro-economic
indicators Inflation 2,2 -0,5 1,0 15 2,0 0,5 1,0 15
Employment growth (%) 3,0 0,8 1,5 1,2 0,8 1,2 0,9 0,8
Current account deficit
(% GDP) -14,6 -14,2 -133  -138 -14,6 -14,7 15,4 -16,5
. . Execution Estimate Base scenario Low growth scenario
Fiscal framework (in % GDP)
2013. 2014. 2015. 2016. 2017. 2015. 20186. 2017.
Source public revenues 43,0 44,0 42,9 41,4 40,3 42,7 41,8 41,4
Public expenditures 48,3 447 48,2 46,4 44,3 49,1 47,7 46,1
. L Deficit/Surplus -5,3* -0,7 -5,3 -5,0 -4,0 -6,4 -5,9 4,7
Fiscal indicators
Interest 2,1 2,2 2,3 2,2 2,0 2,3 2,2 2,1
Primary deficit/surplus -3,2 15 -3,1 -2,8 -1,9 4,1 -3,7 -2,5
Government debt (% GDF 58,0 57,7 63,2 67,0 69,1 65,2 70,6 74,1

*in line with the methodology used in the Law on Budget Final Account, explained in footnote 7.



[.3.2 Public Finances 2014

Public finances, after the third quarter of the current year, are in the zone of mild surplus amounting to
0.3% ofannual GDPPublic sector revenugsecord an extremely good collection and are by 2.8% higher
than planned, and 6.4% than the ones generated in 2013. On the other hand, public expenditures were
below the plan by 3.3%.

In 2014, the application of thKk A AKSNJ +! ¢ NI GS 2F mMd: YR GONRAAA
exceeding average of 15% continued, while pensions were not adjusted in line with the established
formula in the current year.

At the same time, additional efforts were made to suppresg gconomy and increase tax discipline.

In spite of good collection of revenues in this year and significant exceeding of the plan (which is also
NBl 82ySR o0& &adzmaidlyaAlffe LINUZRSY(G | LLINRIFOK Ay |
Program), reenue side of the budget would have had even better performance had there not been

delay in the announced investment cycle, somewhat slower economic growth, or deflationary trend of
prices in the first half of the year.

[.3.2.1 3.2.1Public finances in the peridadnuary September 2014

tdzof AO NBEGSydzSa F2N) GKS FANRG ¢ Y2yhiKa 2F GKA& @
Revenue increase was mostly contributed by revenues in respect of value added tax, personal income

tax and contributions thaxceeded the plan by 3.4%, 9.0% and 7.9% respectively. These data indicate
GKFGZ AY FTRRAGAZ2Y (G2 (GKS 3INRGUGK RdzS (G2 KAIKSNI +!
significant reduction of grey economy in the domain of labour market dwegr collection of
contributions and income tax), as well as in the domain of general consumption (value added tax).
Lagging behind in relation to the plan is recorded with regard to revenues in respect of excise (6.8%),
which causes doubt that there hasem increase in grey economy in the excise goods market.

tdof AO SELISYRAGINBE 6SNB 268N Ky LI IyOFIOR o6& ||
million or 31.3% of annual GDP. In the structure of expenditures the greatest share iststilltoela

gross wages and social care transfers amounting to 9.2% GDP and 10.8% GDP, respectively. Thus
narrowed fiscal space in the consumption domain signalises that significant changes are required in the
social care system and public sector employmeratddition to the mentioned, 2.1% of estimated GDP

has been invested so far through capital expenditures of public sector, and interest on current debt has
been paid in the approximate amount of around 1.9% GDP.

In the relevant periodpublic finances have SY SNJ G SR & dzNLJX dz& 2 FPrimauy1 ®p YA f
surplus (taking away interest expenses) amounted to 2.3% of estimated GDP.

The following Table shows public finance outturn after the third quarter of 2014.

7 Deficit estimate is related to cash deficit and as such, in methodological terms, it has not been adjusted to the deficit that is
adopted through the Law on th e Budget Final Account. The difference in cash and modified deficit arises in the itemrepayment
of liabilities from previous period which in the process of budget consolidation is divided into the portion that is calculated as
current budget expenditure ( portion of expenditure that increases cash basis deficit) and the portion that belongs to the Debt
Repayment, and as such is not included in the deficit calculation. In this document only cash basis deficit is used, except dr
2013, which is in accordancewith the Law on Final Account of the Budget for 2013.

8 In methodological terms, public sector, in sense of public finances, is defined as a consolidated account of the central andlocal
government levels, i.e. revenues and expenditures of the central budget increased by the revenues and expenditures of local
self-governments, and reduced by transfers between these two government levels (central budget transfers to municipalities).
After the completion of the procedure and full implementation of ESA 2010 me thodology, the coverage of public sector will
change, so public enterprises on local and state levels, companies under majority ownership of the state, etc. will be incluakd.



Tablel0Public finance execution after third quarter 2014

Annualb Ay YAT T AZ2Y 3.393,2 3.327,0
L 2014 Plan Deviation 2013 Deviation
Public financeg after 3rd quarter =
Y? %GDP € Y7} %GDP €mill % € YA %GDP € YA %
Public revenuesf which: 1.0724 31,6 1.0434 30,8 28,9 2,8 1.008,0 30,3 64,4 6,4
Personal income tax 93,6 2,8 85,9 2,5 7,7 9,0 81,5 2,4 12,1 14,9
Value added tax 352,0 10,4 340,4 10,0 11,6 3,4 317,8 9,6 34,1 10,7
Excise 117,8 3,5 126,5 3,7 -8,7 -6,8 120,6 3,6 -2,8 -2,3
Local tax 47,4 1,4 40,8 1,2 6,6 16,3 45,6 14 1,8 4,0
Contributions 284,8 8,4 263,9 7.8 20,9 7.9 264,3 79 20,5 7,8
Public expendituresf which: 1.061,9 31,3 1.098,1 32,4 -36,2 -3,3 1.106,2 33,2 -44.3 -4,0
Gross wages 311,2 9,2 315,1 9,3 -3,9 -1,2 302,9 9,1 8,3 2,7
Interest 66,0 1,9 57,3 1,7 8,7 15,2 63,1 1,9 2,9 4,7
Subsidies 12,3 0,4 14,7 0,4 -2,3 -15,9 10,3 0,3 2,0 19,8
Social care transfers 368,1 10,8 374,1 11,0 -6,0 -1,6 357,0 10,7 111 3,1
Capital budget 72,7 2,1 100,9 3,0 -28,2 -28,0 56,6 1,7 16,1 28,4
Guarantees 15,3 0,4 0,0 0,0 15,3 103,1 31 -87,8 -85,2
Surplus/deficit 10,5 0,3 -54,6 -1,6 65,1 -119,2  -98,1 -3,0 108,7 -110,7
Primary surplus/deficit 76,5 2,3 2,7 0,1 73,8 -35,1 -1,1 111,6  -318,3
Debt repayment 243,4 7,2 167,8 49 75,6 45,1 181,1 5,4 62,2 34,4
Financingof which: 232,9 6,9 222,4 6,6 10,5 4.7 279,3 8,4 -46,4 -16,6
Borrowings from abroad 99,9 2,9 4,8 0,1 95,1 129,6 3,9 -29,7 -22,9
Borrowings in theountry 194.,4 5,7 171,0 5,0 23,4 13,7 104,6 3,1 89,8 85,9

Taking into account that the central budget makes almost 90% of public finances, and that revenues of
such segment of the state are available on monthly level, available data for eleven shonththat

GKS NB@SydzSa 2F (GKS OSydNIrft o0dzZRISG FY2dzyld (2 emX
L I YYSR® wS@SydzS INRBGgGK OGNBYR O2YyGAYydzSR AYy HAMD
million in relation to 2013. The achievedu may also be partly attributed to the co# effect from

October of the current year, as emphasised in Figure 5 and is related to the implementation of the
Parliament conclusion based on which 4ioiancial assets of the state and the share in theeyainip

of the Elektroprivreda Crne Gore A.D. (Montenegro Power Plant) have increased, and concurrently the
receivables of this company due from the state that were incurred at the time of difficulties in Kombinat
Aluminijuma (Aluminium Company) have beeftied.

Figureb Overview of the budget execution

158,16
Fiscameasures from previous period Octoberrevenues significantly overshoot plan and
(a)fee on SIM cards, electric counters, cable TV and smoking zones  last year execution because of collection of tax debt.
150,00 is abandoned on Janaury 1st, 2014 Itis interpretedas oneoff event.

(b) supresion of shadow economy measures
(c) crisis PIT on force since February 2013
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1.3.2.2 Public finance outlooks by the end 2014

tdzof A0 NBESSydzS3 Ay Hnmn FNB S&AGAYFUSRhiby3.5KS | Y2
higher than in 2013 and by 4.3% in relation to the plan. Estimated public expenditures will amount to
eMIpmMpodmM YAfEd yR gAff 0S KAIKSNI o0& HOT: AY NBf
FAYLFyOSa ¢ A t3tmill.lavtzndké 0.7%1GDP,ewhila estimated primary surplus is at the level

of 1.5% GDP.

Increase of revenues will result from:

w increase of revenues in respect of value added tax in 2014 by 0.8% in relation to the planned and
gAftt | Y2dzy( wiich is eomqurgedtly anYnarédagedy 7.1% in relation to the execution
in 2013. The reason of higher collection is the increase of VAT rate from 17% to 19%, economic
activity growth and intensive fight against grey economy;

w increased collection of contriiuA 2 y a3 G KAOK gAtf | Y2dzyd (G2 enuny®
higher by 7.7% in relation to the planned, or by 7.5% in relation to 2013;

w increase of revenues in respect of personal income tax by 12.1% in relation to the plan, so it will
I Y 2 dzy ( 5.8indill. & 41096 of estimated GDP.

Adverse effect on revenues will result from:
WwNBE@SydzSa Ay NBaLISOL 27 SEOAASST $KAOK gAff | Y2dz
to 'Ehg planned level; }
wFSSazx sKAOK gAfft | Y2ldeeiby ivAa% o relatidrcto theplant & | YR g A f

¢KS FY2dzyd 2F LIzt AO SELISYRAGINBEA Ay Hnamnn A& Sa&i
relation to the plan for 2014, expenditures will be higher by 2.7%, mostly due to the repayment of
guaranteesyf U KS | Y2dzyld 2F emp®o YAftd onom’> D5t0 | yR
by 1.7%, which is the consequence of increased number of persons entitled to social care benefits during
this year, and also increased expenses in respect of thi& googram for former employees of the
Kombinat Aluminijuma (Aluminium Company). At the same time, subsidy item has increased too,
because based on the conclusion of the Government the allocation for financially threatened families
has increased throughettlement of electricity bills. On the other side, the total expenditures will be

lower by 4.5% in relation to 2013, mostly as a consequence of the large base from previous year
(expenditures in the previous year are significantly higher due to calledntess for Kombinat
Aluminijuma (Aluminium Company).

tdofAO FAYFYOS RSTAOAG F2NI unmn Aad SaGAYHGSR G2
NEBflGA2y (G2 GKS LIy GKS RSTAOAG A& t26S &

Given the time of adoption of the Pragn (January 2015), it is certain that the central budget cash basis
RSTAOAG Ay #0B.4mil or 3.@apf éstBridtedeGDP, which incorporates in its calculation
the overall expenses for repayment of liabilities from the previous period. Durinigikpment of

the Final Account Law, the deficit will be adjusted by the amount of repayment of outstanding liabilities
and net increase of liabilities.

4

LY wnmn GKS RSo6dG NBLI&YSyld Aa LIFYYSR (2 | Y2dzyi
AYRAOFGSEa (GKS ySSR T2NJ 02NNBGAy3IA Ay (GKS | vY2dzi
GAff 0SS NBE{IGSR (2 02NNBSAYy3IA FNBY [ ONBFRZ GKAC
remaining amount are the proceeds from privatisafiof (G KS | Y2dzyd 2F emmdn YAf

9 Revenues have been estimated based on revenues generated in the period January August 2014 and this amount does not
include payment of around 045 mill. of tax debt in October of the




Tablell Public finance estimate for 2014

AnnualGDB A Y YATf f Az 3.393,2 3.327,0
L . 2014 2013 Odstupanje Plan 2014 Odstupanje
Public finance estimate for 2014
YAt d %BDP YAf d %BDP YAf ¢ % YAfd %BDP YAf d %
Public revenuesf which: 1.492,9 44,0 1.431,9 43,0 61,0 4,3 1.442,2 42,5 50,7 85
Personal income tax 135,8 4,0 124,2 3,7 11,6 9,4 121,1 3,6 14,6 12,1
Value added tax 459,7 135 429,2 12,9 30,5 7,1 455,9 134 3,7 0,8
Excise 162,5 4,8 161,4 4,9 1,0 0,6 1711 5,0 -8,7 5,1
Local tax 64,7 1,9 66,6 2,0 -1,9 -2,9 51,0 15 13,7 26,8
Contributions 428,4 12,6 398,5 12,0 29,9 7,5 397,8 11,7 30,5 7,7
Public expendituresf which: 1.515,1 44,7 1.586,5 47,7 -71,4 -4,5 1.474,9 43,5 40,3 2,7
Gross wages 423,3 12,5 407,0 12,2 16,3 4,0 4225 12,5 0,8 0,2
Interest 74,6 2,2 71,3 2,1 3,3 4,6 76,7 2,3 2,1 2,7
Subsidies 21,4 0,6 18,2 0,5 3,3 17,9 19,6 0,6 1,8 9,2
Social care transfers 507,1 14,9 483,4 14,5 23,7 4,9 498,8 14,7 8,3 1,7
Capital budget 143,8 4,2 124,4 3,7 19,4 15,6 136,8 4,0 7,0 51
Guarantees 15,3 0,4 107,2 3,2 -92,0 -85,8 0,0 0,0 15,3
Surplus/deficit -22,3 -0,7 -176,5 -5,3 154,3 -87,4 -32,7 -1,0 10,4 -31,9
Primary surplus/deficit 52,3 1,5 -105,2 -3,2 157,6 -149,7 44,0 1,3 8,3 19,0
Debt repayment 311,2 9,2 2255 6,8 85,7 38,0 220,4 6,5 90,8 41,2
Financingof which: 333,5 9,8 402,0 12,1 -68,5 -17,0 253,1 7,5 80,4 31,8
Borrowings from abroad 102,4 3,0 151,3 4,5 -48,9 -32,3 6,0 0,2 96,4
Borrowings in the country 194,2 5,7 1914 5,8 2,7 1,4 228,0 6,7 -33,8 -14,8

[.3.3 Public Finance Outlooks in the Period 202917

1.3.3.1 Fiscal policy directions for the period 2@18017

Public debt also remains in the focus of fiscal policy in the coming mesfiunperiod, while the needs

for funding of projects that ensure economic growth in the long run are taken into account. In this view,
reduction of public finance deficit is set #® primary fiscal policy goal, including spending
rationalisation mechanisms and increase of budgetary revenues.

In 2013, systemic fiscal consolidation measures were introduced, and their implementation continues
in the following period too. Thepllection of tax forms has improved, but tax debt is still high.

In that direction, fiscal policy will continue to implement, which will be adjusted to the principles of
predictability and responsibility, as well as fiscal rules set in the Law on Budiféd@al Responsibility.

The tax system reform model envisages the change in the taxation structure, which implies transition
towards the taxes with a weaker adverse effect on economic grétthis way the growth potential

will be released, which togeer with reforms in other areas would undoubtedly contribute to efficient
commercialisation of domestic resources, strengthening of competitiveness of economy, and achieving
of higher economic growth rates and increasing standard of living of citizens.

Taking into consideration the macexonomic assumptions from the previous section, a set of
additional fiscal assumptions is envisaged which serves as the base for the estimate of public finances
for the period 201% 2017

0n line with the conclusions of the Economic Policy Reformsd Going to Growth, 2009, OECD

11 The solutions from the recently adopteddoc u ment oO0Anal ysis of spec¢ilfPoiokst dorpoleif oy mdsphavt
taken into consideration during the development of these projections because they imply amendments to the current legislative
solutions, then subsequent public consultations and adoption in the Parliament. The adoption of legislative bases for
implementation of tax reform is envisaged for 2015.
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continuation of intensive fighagainst grey economy, with the focus on labour market and
excise goods market;

GONRAAE (Gl EE NBYFLAya Ay STFSOG Ay wHnwmp (22T
value added tax will amount to 19% in the coming tyegr period, while lower tax rates (0%

and 7%) on specific goods will be hetal;

the measures of reduction of discretionary spending will continue to implement for all items
where savings are possible to be achieved;

the measure of nomdjusting pensions will cease to be in effect. According to the current and
projected macreecanomic indicators having effect on the pension amounts (average wage and
inflation), in 2015 pensions should be adjusted downwards (reduced), due to somewhat lower
average wage in relation to the previous year and negative inflation rate. However, in 2015
there will be no adjustment of pensions, as to protect the standard of pensioners;

Fo2f AAaKAY3 GKS LINF OGAOS 2F aNBGANBYSyYy(d dzy RSNJ

currently the most important infrastructure project in the state, the higly section Smokovac

AAAAA

¢al U SPvlidhe executed during the time horizon of the projection, and will be funded
through capital budget, the borrowings from Chinese Exim Bank in the value of 85% of

investment and contributions of Montenegro amounting to 15% of the project value.

Followng high nominal revenue growth rates in the previous years, in the coming raediareriod

their stable growth is expected. The designing and adopting process of the budget for 2015 has been

prepared in accordance with the principles prescribed by dlwedn Budget and Fiscal Responsibility

implying mediurtterm fiscal framework and setting the spending ceilings for spending units, and also
observing of introduced fiscal rules (Maastricht rules regarding debt and deficit and two national rules
related tothe obligation of creating primary surplus and growth of current and capital expenditures

related to growth rates in real sector of economy).

Proposal of the central budget for the following year envisages smooth financing of all commitments of
the state,including expenditures for the higtay and repayment of liabilities in respect of Eurobonds
issued in 2010. Simultaneously, the central budget for the following year will finance structural reform
processes in the areas of pension system, labour mdr&alth system, social care system, tax policy,
transport, etc.Reform processes related to the EU accession, reforms in the areas of education and
labour market, as well as regional and rural development will be also supported through European
projectsandF dzy Ra | Y2dzyiAy 3 (2 | NRdz2®R7.¢ mmo YAffd Ay

The Government of Montenegro has adopt&dalysis of specific tax policy aspeagtsutiooks for

reform which envisages amendments to the policies and regulatory framework that regulate public
finances and tax system. Through implementation of the adopted analysis, the Ministry of Finance will

address two out of four fiscal policy goalfiscal framework will be improved for development of
business, new investments and harmonious economic ai@vent, and it will also affect reduction of

grey economy and reduction of tax receivables. In this direction, models are considered for subsidising
interest rates for loans of development nature that are placed by the Montenegro Investment

Development Futhin cooperation with commercial banks.

The activities that the Ministry of Finance undertakes also target other fiscal policy goals mentioned in
the first part of the section. Current expenditures are reduced, while capital investments increase and
such dforts can be also seen in the medium term through the Budget Law for 2015 which follows the
established fiscal rules. Tax system transparency and predictability are ensured through publication of

all relevant information, mediusterm analysis and plansrf@ector reform. In parallel with the

mentioned, the Ministry of Finance, together with the Central Bank and Statistical Office, is actively
working on applying ESA 2010 methodology in the statistical system, including public finance as its

integrated part

0 F



Tablel2 Comparison of fiscal scenarios

AnnualGDB A Y YA f A2 3.327,1 3.393,2 3.547,0 3.737,0 3.737,0 3.482,7 3.634,4 3.807,0
estimate baseline scenario low growth scenario
. . . 2013 2014 2015 2016 2017 2015 2016 2017
Comparison of fiscal scenarios
YA %GDP € YA %GDP € YA % € YA %GDP € YA % € YA % € YA %GDP € YA %
Public revenuesf which: 1.431,9 43,0 1.492,9 44,0 1.520,8 42,9 1.547,8 41,4 1.596,7 40,3 1.487,4 42,7 1.520,0 41,8 15773 41,4
Personal income tax 1242 3,7 135,8 4,0 139,9 3,9 1888 3,6 137,2 3,5 137,8 4,0 131,7 3,6 136,3 3,6
Valie added tax 429,2 12,9 459,7 13,5 480,2 185 4923 13,2 508,5 12,8 463,1 13,3 476,9 13,1 496,0 13,0
Exése 161,4 4,9 162,5 4,8 167,7 4,7 171,9 4,6 177,6 4,5 164,5 4,7 169,4 4,7 176,2 4,6
Loal tax 66,6 2,0 64,7 1,9 66,6 1,9 68,0 1,8 69,3 1,7 66,6 1,9 68,0 1,9 69,3 1,8
Cortributions 398,5 12,0 428,4 12,6 417,5 11,8 4279 11,5 4421 11,2 409,5 11,8 421,8 11,6 438,7 11,5
Pubic expendituresof which: 1.608,4 48,3 1.515,1 44,7 1.709,4 48,2 1.733,7 46,4 1.754,5 44,3 1.709,4 49,1 1.733,7 47,7 1.754,5 46,1
Gross wages 407,0 12,2 423,3 12,5 415,4 11,7 417,8 11,2 421,0 10,6 4154 11,9 417,8 11,5 421,0 111
Interest 71,3 2,1 74,6 2,2 79,9 2,3 80,4 2,2 80,9 2,0 79,9 2,3 80,4 2,2 80,9 2,1
Sulsidies 18,2 0,5 21,4 0,6 21,8 0,6 22,3 0,6 21,5 0,5 21,8 0,6 22,3 0,6 21,5 0,6
Sogal care transfers 483,4 14,5 507,1 14,9 505,5 14,3 516,2 13,8 526,3 13,3 505,5 14,5 516,2 14,2 526,3 13,8
Captal budget 1244 3,7 143,8 4,2 324,1 9,1 333,6 8,9 338,9 8,6 324,1 9,3 333,6 9,2 338,9 8,9
Guarantees 107,2 3,2 15,3 0,4 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0
Surplus/deficit -176,5 -5,3 -22,3 -0,7 -188,6 5,3 -185,9 -5,0 -157,8 -4,0 -222,0 -6,4 -213,7 -5,9 -177,2 -4.7
Primary surplus/deficit -105,2 -3,2 52,3 1,5 -108,7 -3,1 -105,5 -2,8 -76,9 -1,9 -142,1 -4,1 -133,3 -3,7 -96,3 -2,5
Debt repayment 286,0 8,6 311,2 9,2 455,7 12,8 436,3 11,7 245,0 6,2 4557 13,1 436,3 12,0 245,0 6,4
Financingof which: 462,6 13,9 333,5 9,8 644,3 18,2 622,2 16,7 402,8 10,2 -677,7 -19,5 -650,0 -17,9 -422,2 -11,1
Borrowings in the country 151,3 4.5 102,4 3,0 5,0 0,1 15,0 0,4 15,0 0,4 677,7 19,5 650,0 17,9 422,2 111
Borrowings from abroad 191,4 5,8 194,2 5,7 637,0 18,0 607,9 16,3 391,1 9,9 5,0 0,1 15,0 0,4 15,0 0,4
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[.3.3.2 Baseline Fiscal Scenario

On the bases of mediuterm fiscal policy directions described in the previous section and base-macro
economic growth scenario, the Ministry of Finance has designed the base fiscal scenario for medium
term, which will be legalised i.e. become operational through the annual Budget Law.

Public finance source revenuésy’ (G KS YSRAdzY GSNY gAff NIy3aS FTNRY
mill. in 2017, or from 40.3 to 42.9% of estimated GDP. The main budgstanye pillars remain value

added tax and contributions, and significant portion will remain to be related to personal income tax, as
well as excise which will record constant growth, as a result of the obligation of Montenegro to
harmonise its excise poy with the European Union members.

Public expenditures) the coming threg/ear period will be relatively high, taking into account that the
construction of the higlvay section Smokovaa I 4§ SOS@2 gAft 0SS FAYlIYyOSR (K
ofthecenN} f JI2BSNYYSyidod Ly y2YAyYylLt G(SN¥yas SELISYyRAGA
eMITpn®p YAff® AY HAMTI A®PSd FNRY nyodw: (2 nndo
evident that with the exception of expenses for the higly, esidual expenditures record stagnation

or only insignificant increase of nominal expenditures, which is in line with the principles of
rationalisation at all government levels. During this perapital budgetvill amount to around 9% GDP

on average in e individual year, and, with the exception of expenses for thevegh they will

remain on almost the same level as in 2014.

Responsible spending of budgetary funds still remains the leading paradigm of the government budget
management, and therefora) the coming period everything will be done so the discretionary spending
would be rationalised and finally reduced.

Public finance deficitill be relatively high in the coming period, as a result of investments into the fixed
capital of the state, as desbed in the previous paragraphs. With the exception of these expenditures,
as it can be seen in the Figure, public finances would already in the next year transit to the zone of
positive operating and generate surplus. In 2014, public finance will réeficd of 0.7%.

Public finance trends are presented in the Figure below:

Figure6 Public finances projection 2012017

- 900,0
1.700,0 -
- 700,0
1.600,0 -
~ 500,0
1.500,0 -
- 300,0
1.400,0 -
~ 100,0
1.300,0 -
==——-1
1.200,0 - E - -100,0
right axis
1.100,0 T -300,0
2012 2013 2014e 2015f 2016f 2017f
I Deficit [ Deficit excl highway and guarantees
Revenues O Expenditures

«+««O-++ Expenditures excl highway and guarantees



1.3.3.3 Fiscal longrowth scenario

Fiscal low growth scenario is based on the macanomic low gywth scenario the main assumption

of which is the deterioration of foreign political situation that would result in the delay in foreign
investments, the stagnation of the remaining economy, whereas the execution of thedyigitoject
would continue duéo already defined arrangement.

On the other side, fiscal resilience ratios show tt  Figure7 Public finance deficit, comparison of scenarios
in the fiscal scenario the revenue side is subjec 0,00
external impact, while on thexpenditure side of
the budget, particularly under Montenegr
conditions where the budget dominantly serves ;4 o9 -
finance nomresilient expenditures like wages ar
pensions, adverse external trends have no me-150,00 -
impact. The expenditures pattern where thensig
of the crisis are identified includes automatic fisc
stabilisers  (subsidies and unemployme 25000
transfers), which do not make a significant porti 2014e 2015f 2016f 2017f

of expenditures (around 1% GDP), and abortion of individual infrastructure projects. In the coming
period, due to its commitments, and the need to invest in the infrastructure and thus facilitate
preconditions for development of its potentials, Montenegro will not stop the construction of the high
way, not even in the case of the low growth scenario.
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In case bmacraeeconomic low growth scenario, the revenue side will be adjusted by around 2% in
relation to the base scenario, which would be the result of overflow of the mentioned adverse impact
from real sector. Simultaneously, there will be adjustment of idéficthe same amount (given the
described characteristic of expenditures implying their marginal resilience to the impact of the cycle).
In the scenario of low economic growth, the shortage in public finances would amount to around 6.4%
GDP, with the not¢éhat the increase of this indicator also results from the reduction of nominal GDP.
Such small difference between the base and low growth scenarios is the result of prudential approach
in revenue planning in the base scenario, which was also the methgamdlcommitment in the
previous Program particularly taking into account the size of economy and distinctive subjection to
various external and internal factors.

Mediumterm public finance framework, in case of low growth scenario, would look like Figiine
where it can be clearly seen that public finance surplus is to be achieved only in 2016, excluding the
effect of highway construction, while according to the base scenario balancing is projected in 2015:

Figure8 Meduim tem fiscal framework under the conditions of low growth scenario
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[.3.4 Structural balanceé

Potential gross national product of economy has been calculated iethick Prescottffilter. Such
estimate is quite unstable due to (a) short series of data whiclodenable a high level of correlation

of fiscal and macreconomic parameters and (b) significant fluctuations of indicators. Instability in
economic growth caused a large humber of fiscal adjustment measures aoff events the exact
effect of which wa to be estimated, while they were to be excluded from structural deficit calculation
given that they make a cyclical and afeevent component.

On the revenue side, cyclical components representing the measures of fiscal adjustment on the side of
directand indirect and other revenues have been exempted. Noted should be corrections to indirect
revenues, given that major changes took place in this categdmange of excise rates every year,
change of VAT rate, and in addition to this, reduction ofggegomy, which was first effected through
increase of VAT revenues. During the period of economic growth the revenues were higher than the
structural ones, while in the so called business cycle low side they were lower, which is an expected
result taking rito account the previous trends where public revenues in the periods of economic
expansion grow higher than the growth rate of economy. After 2013 significant amendments to the
regulation framework were madea set of fiscal measures for recovery of pufitiances commenced

to apply. In addition to this, grey economy was reduced, i.e. the number of regular payers of tax liabilities
increased, which certainly had a positive impact on public revenues in spite of the slowdown in
economic growth. In the mediuterm, projected revenues will be higher than the structural ones, as a
result of further application of introduced fiscal measures.

When expenditures are taken away from revenues, corrected byfbrimidgetary events such as
payment of guarantees, andlsa other cyclical components/automatic stabilisers (subsidies,
unemployment transfers, and the like) a picture is obtained where structural deficit is nominally lower
than the generated deficit, which corresponds to relevant macmomic projections thiahow that

since 2008 economy has been below its potential performance. Although the calculation of potential
GDP outturn shows than only at the end of the projection horizon we will be above the economy
potential (which is explained by the investmentieyhat will give a new momentum to our economy

like in the period 20062008), because of the application of temporary fiscal measures and fight against
economy, outturn in public finances exceeding the structural will be achieved already in thiagear, a
also in the years to follow.

Figure9 Structural deficit (% GDP)
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12 Structural deficit calculation methodology is adjusted to the methodology published in the document Mourre, Isbasoui,.
Paternoester and Salto, The cyclicallyadjusted budget balance used in the EU fiscal framework: an update, European
Commission, March 2013 and implies top-down approach, with adjustment of one -off events.



[.3.5 Government debt and guarantees

[.3.5.1 Government debt in 2014

The Law on Budget and Fiscal Responsibility introduces the rules that government debt should be
publishedquarterly within 90 days following the end day of the fiscal year. The Law also sets out that
government debt, in addition to the central government debt includes the debt of-stated
enterprises, while public debt, in addition to the mentioned govemtnadebt, includes the debt of
municipalities together with the debt of municipal enterprises.

The mentioned Law also sets out fiscal rules in the area of public debt, i.e. it envisages that budget
planning and executing are carried out in the way thatipud#bt does not exceed 60% GDP. At the
same time, the Law envisages activities that need to be undertaken in case that public debt exceeds
such amount.

.dzRASG [+ 6 wnmn Sy@ral3aSa o02NNBgAy3Ia Ay (GKS | yz2d
within the envisaged framework. During the year, the Government of Montenegro carried out two
AaadzsSa 2F o02yRa Ay GKS G2a4Ff FY2dzyd 2F €oHO®dPM Y
million in the international market. The issue of bonds inrnkermational market was partly used to
NEFAYLFYOS I NRdzyR eyodo YAftA2Yy 2F (GKS 2dziadl yRA)
issued at the interest rate of 5.375%.

LY FTRRAGAZ2YI AYy wnmn GKS FdzyRa ¢ S NS forRiffeiedntdzNAE S R
infrastructure projects, which are financed from loan facilities with international financial institutions

(EBR, EIB, KfW, WB). The mentioned funds have been used for improvement of water supply and other
utility infrastructure, road infrasticture, areas of agriculture, land administration and energy efficiency.

LY wnmnI I FrFrOAftAGE ¢la airA3alySR gAGK GKS 22NIR .
and Waste Management Project.

At the end of October 2014, the total governmien RS o6 | Y2dzy G SR (G2 emMZdcndp
According to the projections of further debt repayment, and disbursement of funds, the government
RSodG A& SELSOGSR d GKS SyR 2F wnwmn (2 FY2dzyd G2
the menioned debt will be related to the domestic debt, while foreign debt will amount to around

45.9% (Table 11).

In October 2014, a loan facility was signed with the Chinese Exim Bank in the amount of US$ 944.0

O NPdzyR e€ecyy YAff ®0 3 ofthaNdonstamfidd ofytte highmi: secich. TieK S G €
NBYFAYAY3I mpz 2F GKS (20Ff LINRP2SOG O fdzS ol NRdzyR
or arrangements with financial institutions, issue of bonds or bills.

The mentioned loan is concludeat the period of 20 years, with interest rate of 2% and grace period

of 6 years. As regards the disbursement of funds, taken is the projection that the funds will be disbursed
Ay GKS FY2dzyd 2F enwnn YAtfA2Yy | énBslwilldve kaoiSat SE O
the beginning of 2015, when the commencement of works is expected.

Government debt structure analysis has identified that around 9.4% of the total debt is denominated in
foreign currencies. The mentioned liabilities are relatedlebt repayment in the amount of US$
33million to the Paris Creditors Club (mostly the debt assumed from the SFR Yugoslavia), CHF 22.3
million (CHF1.8 mill. to the Paris Club and CHF20.5 mill. to the EugdRaiload Transport), and
NOKO.3 mill. Also, ¢hstate has liabilities towards the World Bank, expressed in special drawing rights
(SDR), and they amount to around SDR 51.6 mill.

Given that in the previous period there has been significant rise of dollar (around 7%) and Swiss frank
(around 15%) in refimn to euro, the liabilities denominated in these currencies have gone up too. SDR



RSO0l KIFa Ifaz2 NBO2NRSR 3INRgUOUK 6SdNB Kl a gSI1SySH
given that it is calculated in relation to the selected world curreteisket.
EXIM Bank loan currency risk related to financing of thewdgtsection has a more complex timetable.

The loan, although not yet in effect, has been signed as a dollar amequtvalent to 85% project

@t dzS FY2dzy G Ay 3 (29 mil. Tihe Agreknieht dhas Beld chnilidddyinRhe ancount
of US$944.0 million.

As regards the value of performed works, the Design and Construct Agreement, entered into by the
Montenegro Ministry of Transport and Maritime Affairs and Chinese CRBC, estahlghmyments

will be made according to the fixed exchange EUR/USD rate, so it excludes currency risk from the works
execution stage.

Currency risk may arise at the beginning of loan repayment. Although grace period of this loan is 6 years,
the Ministryof Finance has already commenced active enquiry of the possibility of hedging in respect
of this risk, which will be specified by the moment of repayment commencement.

[.3.5.2 Base scenario of government debt trends in the period ZY

Budget Law 2015 envisage 6 2 NNRB g Ay 3a F2NJ 6§KS YSydiA2ySR &SI N A
2T GKS YSYGA2ySR |Y2dzyli 6eodd YA twdisechoAwiINBf I G SR
Fdzy RSR Ay (GKS FY2dzyG 2F ewnnc YAf tedicfinangiy. 6 KS NB Y

In addition to the mentioned borrowings for 2015, according to the repayment schedule of liabilities,
AAAYATFTAOLIY(l FdzyRaX F2NJ RSodG aSNBAOAy3dAsx gAff o065 1
FY2dzy i A& NB RId8En&IRnedusly, deficy is expested to be reduced so the need for
additional financing will be reduced too.

Exim Bank loan will be implemented up to the level of execution, i.e. depending on the dynamics of
project implementation, and each disbursemehfunds during the year will be recorded as a part of

debt stock. In the period 20l6H nMT Sy @A al 3SR Aad RA&A0dAINESYSyd 27
other infrastructure projects.

Disbursement of funds for implementation of the RaBoljare highway project, priority section
Smokovaca l G F OS@2 gAff AAIYATFTAOFIYyGf & &ZHSACOHrdingdad t A O R
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Tablel3 Government debt trend in the period 202019, baseline scenario

Year 2014 2015 2016 2017 2018 2019
GDP 3.393,0 3.547,0 3.737,0 3.964,0 4.205,00 4.440,00
Domestic debt 360,90 283,75 209,39 148,55 159,09 139,09
Foreign debt 1.558,00 1.908,15 2.24551 2.539,35 2.728,81 2.728,81
Stateowned companies 40,00 50,00 50,00 50,00 50,00 50,00
Total government debt 1.958,90 2.241,90 2.504,90 2.737,90 2.937,90 2.917,90

Total government debt/GDP 57,73% 63,21% 67,03% 69,07% 69,87% 65,72%

As shown in Table 13, government debt is expected to increase to 63.2% at the end 2015. In the period
until 2018 the debt is expected to achieve its peak, and then the government debt is anticipated to
amount to around 69.9%. The highest pressure on dehtltwill be exerted by disbursement of funds

for highway construction financing. After the construction period, the debt is expected to have a
descending trend.

Because of the size of funds required for budget financing in 2015 and 2016, finantiagreillided
through issue of bonds, while the borrowing procedure for 2017 and 2018 will be considered. In 2019,



taking into account the repayment of bonds issued in 2014, it is likely that there will be a new issue of
bonds.

Due to high leap of debt, ihé period 201% 2018 it will be necessary to have fiscal policy that will not
allow additional burdens and will lead to surplus generating. As to that, particularly important will be
economic growth and inflow of foreign investments, as well as exeaftitarge projects that will
ensure dynamic growth in view of mitigating high level of debt and deficit.

Taking into account the financing level of public finance demands, the Ministry will be additionally
exposed to internal and external risks as regarasessful implementation of the mentioned plans.

One of the most important risks is that the state will have restricted possibility to access international
market, i.e. funding sources. In this sense, the greatest risk is borne by escalation of thre¢Russia
Ukrainian crisis, potential significant financial crisis in some of the European countries, specific measures
by the European Central Bank or FED or disruptions in the financial market due to the current oil price
trend.

Viewing the current situationdsed on the analysis of the mentioned risks, i.e. the communication with
financial institutions that took part in the issue of bonds, major changes are not expected that would
lead to closing of the market, or preventing of Montenegro to access markassara bonds. The
mentioned situation might take place only in case of large scale conflicts or crisis to the extent that
would bring about financial crisis of several European Union countries.

The mentioned is also supported by the fact that Montenegro successfully issued bonds in the
international market in 2010 and 2011 in spite of economic and financial crisis that dominated the
world. The situation was even more difficult due to weak f@whleconomic situation in the country at

that time, and the fact that the country for the first time appeared in the market which caused additional

risk that the issue might fail. Additional circumstance that made the situation difficult was the
borrowingsdl f dzS éewnn yR emyn YAffdr NBaLISOGABSteox
Of course, taking into account the above reasons the price of issued bonds was proportionally high, but
the funds for timely settlement of obligations were pd®d, and thus such activities are considered
successful.

In line with the mentioned, the currently existing risks might lead to an increase of the borrowing price
and potentially would increase the costs of bond issuance by 1% to 2%, but it is umitkbigytivould
have such effects to disable the country to provide funds in the market.

At the same time, in view of reducing exposure to the situation in the international market, negotiations
are ongoing with international banks regarding bilateral agements, as well as the analysis of the
domestic market, as a plan B should the adverse scenario take place.

1.3.5.3 Debt profile under low growth scenario

Should the low growth economic scenario take place and revenues reduce in line with the fiscal low
growth senario, the mentioned changes will have significant impact on debt trend. Reduction of
revenues, on one side will require additional means of borrowing, for the purpose of providing funds
for deficit financing, and on the other side the mentioned reduatioeconomic growth will reflect on

GDP trend by years, which will affect additional increase of debt viewed at as GDP percentage.

In that case, as shown in Table 14, according to the projections the debt will go up to 74% GDP by the
end of 2017 while exméing its peak in 2018, like in base scenario.



Tablel4 Government debt trend for the period 2012014, low growth scenario

Year 2014 2015 2016 2017
GDP 3.393,0 3.482,7 3.634,4 3.807,0
Domestic debt 360,90 283,75 209,39 148,55
Foreign debt 1.558,00 1.937,15 2.304,51 2.620,35
Stateowned companies 40,00 50,00 50,00 50,00
Total government debt 1.958,90 2.270,90 2.563,90 2.818,90
Total government debt/GDP 57,73% 65,21% 70,55% 74,05%

[.3.5.4 State guarantees
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After the giarantees were called in the previous period, the risk of contingent expenditures in this
respect, particularly those that might cause fiscal disruptions, is significantly reduced. In 2014, three
guarantees were called and paid for companies Rudnik B@Raitaite Mine)b A { OA 6 = -BarSf A2 Yy A &
and publishing company Pobjeda 2 RI2 NA OF @ ¢ KS G2GFf FY2dzyd 2F LI A
mill.

Of all the guarantees shown in Table 13, the highest risk is related to the guarantees issued to the
cStREPVY LY FNF &G NHZ 1dzNI owl Af gl & LyTFNI &dNuzOG dz2NB  /
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into with EBRD and Czech Export Bank, there is relatively small chance that guarantees will be called,
and in that case the state would assume the loan arrangements and repayment according to the already
specifed conditions.

Loan facilities entered into by Montenegro Airlines, for which the state issued guarantees, have not
been an issue so far, given that the company rescheduled the current obligations and postponed the
repayment period.

As regards the abovd,is estimated that the domestic guarantees balance at the end 2014 will not
AAIAYATFAOLyGfte OKFy3dS FyR gAff Y2dzyd (G2 I NRdzyR ¢
remain at the same level.

In 2014, guarantees are planned intheamd® e np YAft A2y S 2F GKAOK €HnN
the loan facility between the Crnogorskl Elektroprenosni Sistem (Montenegrin Electricity Transmission
System) and European Bank for Reconstruction and Development (EBRD) for the project of mgnstructi
OrotS 0SG6SSy (GKS YdzyAOALI ftAGASEA 2F ¢AQGFG FyR tf
the EBRD and Montenegrin Solidarity Housing Fund for the project of apartments construction, the
execution of which is postponed for the current year

For the purpose of improved state guarantees management and reduction of risk in public finances, as
emphasised in the previous program, Montenegro carries out strict control over the issue of state
guarantees, with the condition that they will be isswedly for infrastructure projects, and for loan
facilities identified to contribute to economic development of the country.

As regards the above, the Budget Law 2015 envisages issue of guarantees in the total amount up to
emMmnm®dc YAttt A2YyZ |a F2tt26aY



for loan facility between the Montenegrin Transmission System (MTS) and European Bank for

Reconstruction and Development, for Tigat f 2S @t 21 /6t S t N22SOGZ Ay
mill.;
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construction of housing units for education workers of Budva Municipality imtberda up to
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for the project of InvestmerDevelopment Fund of Montenegro with Abu Dhabi Fund,
Agriculture development through the support of Abu Dhabi Fund (ADMAS), in the amount up
G2 epllndn YA

Tablel5Review of foreign guarantees

AMOUNT DISBURSEI Debt stock
CREDITOR  LOAN BORROWER ng"l‘_:'NG (mill. '(‘\U'Vé%l)JNT BY 30 Sept as of 30
EUR) 2014 (EUR) Sept. 2014
EIB European roads project Monteput 17.05.2004. 24,0 24,0 20,8
EIB Energy system reconstruction /'i'gktmp”‘"eda CC 15.08.2002. 11,0 8,0 5,7
EIB Airport modemisation ézreAemdrom' Cme 57 03.2004. 12,0 12,0 9,1
Small and mediursized enterprises .
EIB . Commercial banks  02.07.2009. 90,0 90,0 70,4
through commercial banks
EIB Railway infrastructure modernisatio ZICG 20.12.2010. 7,0 1,1 11
TotalEIB 144,0 135,2 107,1
EBRD Airport modernisation \(];Ij)reAerodroml crme 12.12.2003. 11,0 10,2 3,8
Project of regional water suppl JP Regionaln
system construction ¢ southern Vodovod ¢ first 09.11.2007. 8,0 8,0
branch, phase 1 tranche
Project of regional water suppl JP Regionaln
EBRD system construction ¢ southern Vodovod ¢ second 16.05.2008. 7,0 7,0 12,4
branch, phase 2 tranche
Project of regional water suppl JP Regionaln
system construction ¢ southern Vodovod ¢ second 3,0 3,0
branch, phase 1Annex trancheexpanding
Project of_ railway infrastructure Wt ¢St 2Sd 8.11.2010. 40
reconstructiong phase 3 third tranche
EBRD . . . St 281 yAG6] 36 32
é
Project of railway infrastructure Lo o iqura” AD, 12.10.2012. 10,0
reconstructiong phase 3 Annex .
Podgorica
. . ¢St 2S8ST yAas]
EBRD Project ~ of urgent  raiway \eocrukwra AD, 11.12.2009. 15,0 128 11,7
reconstruction 2 -
Podgorica
Project of procurement of electric
EBRD motor  units and  diagnostic Zeljeznicki Prevoz AL 8.11.2010 13,6 12,5 11,3
equipment
EBRD Credit line for protection of deposits Ejr?gs't Protection 8.11.2010 30,0 0,0 0,0
EBRD Pljevlja interconnecting cable CGES 09.06.2014. 20,0 4,5 4,5
Total EBRD 121,6 61,6 46,9
Kfw EPCG SNXz0 A OF EPCG 15.12.2003. 3,6 34 0,6
KfW EPC&iva EPCG 28.12.2007. 16,0 6,3 55
KW EPCG ¢ substation  Podgoriea ppo 20.07.2007. 5.4 48 31
Ribarevine
EPCQ@ Replacement of filters in TP
Kfw Plievlja and expanding of substatic EPCG 11.12.2008. 15,0 14,3 12,8

PodgoriceRibarevine



Erste Banka Erste Banka 24.06.2009. 15,0 15,0 4,7

KW NLB NLB 26.10.2009. 16,0 16,0 7,3

KAW Interconnecting cable ggteffg"oprenosn 08.05.2013. 25,0 6,8 6,8

Total KfW 96,0 66,6 40,8

EXIM China Procurement and overhaul of vesse Crnogorska Plovidba 21.01.2010. 47,4 37,7 37,7

EXIM China Procurement and overhaul of vesse Barska Plovidba 29.01.2013. 46,4 25,8 25,8

Total EXIM 74,5 63,5 63,5

WTE . Waste water project Opstina Budva 16.03.2010. 29,3 29,3 29,3
Wassertechnik

Total WTE 29,3 29,3 29,3

Abu Dhabi fund Water supply project 35 dovod Regionain 07.04.2010. 10,6 8,4 7,4

Total Abu Dhabi 8,4 8,4 7,4

g;iﬁh Expori IFtaci)lvmv;a))lletion of Podgoriea Niksic Z1CG 12.12.2011. 5.0 5.0 4.0

Total Czech Export Bank 5,0 5,0 4,0

369,5

298,9
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[.3.6 Sensitivity analysis and comparison withphevious program

The main risks in fulfilment of fiscal projections, whether political or economic, may have positive or
adverse implications. The review of risks by fulfiiment of the given projections is presented in the
following table:

Tablel6 Overview of Fiscal Risks in the-kéian

Positive Adverse

1 Invitation to NATO membership in 2015 will incre
confidence of western investors and tourists wh
will positively affect economy of Montenegro;

1 Progress on the wayo the European Unio
accession will condition increase of confidence

. ] . 1 Continuation of the crisis in the Eastern Europe r
investors, more stable business environment 4

induce an adverse impulsgeduction of interest of

Political access to EU funds; investorsfrom that region to make investments in o
1 Continuation of the political crisis in the East country, which has not taken place yet;
Europe and Near East may represent a positive
with regad to execution of the base scenario, d
to the fact that the capital from that region is mov
out and placed in other, safer destinations;
1 Measures and instruments of fiscal policy speci| { Structural weaknesses of the economy;
in the Analysis of specific aspects of tax sys{ { Unsustainabl@ension system;
depending on their character may have positivg § Social pressure;
adverseeffect on fulfilment of projections; 1 Increase of the price of highiayconstruction
potentially up to 10%;
I Multiplicative effects of the commencement of t § Further postponing of the commencement and/
E . highway construction and execution of annound delays in execution of investment projects v
conomic . . " ) : _
investments represent a risk to positive adjustm threaten the presented macreconomic scenario, an
of revenue projection; therefore fiscal projections for the medidt@rm
period;
1 Continuation of efforts to reduce gregonomy and| § The amount of geernment debt is an advers

achieve results in that field, will increase tax b
that will contribute to budgetary revenues to g3
additional momentum;

economic pressure on fulfilment of projections, a
increase of government debt has adverse effect on
borrowing conditions in international market;

Ly NBflIGA2y G2 GKS fFad &SIk NRAfrom NRBvMlyear, pupik O2 y a
revenues in 2014 significantly exceeded the plan, and thus were above the estimate given in the last
8SI NRa R20dzySyidod ¢KS Yzzad airx3ayAFAOLyld RSOAFGAZY
contributions as well as personatome tax. Improved collection of indirect and direct tax forms imply

that this deviation is the result of the fight against grey economy, which brought about increase in the
number of legally employed persons, and thus increase in the collection ohgleirscome tax and
contributions. Also, the growth of collection is the result of the growth of economic activity in the
country.

The following Figure clearly shows comparison to previous Programs, in nominal amounts. Conservative
access in projecting plib finance revenues and implementing fiscal measuresdftirsettlement of

tax debt and amendments to the regulatory framework) which encouraged collection of revenues
caused the projections from 2012 and 2013 to be significantly exceeded.



Figurel0 Revenue analysi®xecution and comparison to he previous Programs
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Montenegro actively worked on fulfilment of such goals, and tlceess can be noted already in the

current year. Grey economy, identified as one of the key public finance problems has been successfully
targeted, while efforts are continued to be made to suppress such anomalies. Based on the previously
described revenuside of the budget the successfulness of implemented measures can be easily
determinedc value added tax growth suggests the reduction of grey economy in general consumption,
whereas the growth of personal income tax and contributions indicate the redwftgrey economy

in the labour market. After comprehensive activities and increase of coverage of tax audits, business
entities have reported significantly higher debt towards the state than was the case previously, which
affected increase of tax deb2frY | NP dzy R eoun YAff ®dT |4 Llzof AAKSR
eEpHN YAff® ompdoe: D5t 0 gKAOK Aa Ada Fyzdya Ay i

In accordance with the set goals, business environment has been improved, which was also noted by
the World BankDoing Bginessreport, where Montenegro progressed by 6 places. Fiscal incentives
aimed at balanced growth have been introduced through exemption of newly founded companies from
tax, incentive interest rates by Investment Development Fund for businesses indandieped
municipalities and the like. Further implementation of these measures is anticipated in the following
period too, through execution of the conclusions fromAmalysis of specific aspects of tax system

[.3.7 Sustainability of Public Finances

Montenego is implementing reforms that need to ensure ldagn sustainability of public finances.

One of the most important reforms in Montenegro is the reform of the state pension system. Namely,
longer life expectancy, low population growth rate and low r&ective labour force, caused the need

for age limit for retirement to gradually move to 67. In addition, the pension adjustment formula has
been changed. In the previous period, Montenegro has solved its burning social issues through
amendments to legislmn which allowed mass early retirement of persons employed with a part of
public sector and with companies that are brought to the edge of survival through restructuring,
bankruptcy, privatisation or unsuccessful business policy. In that way, the nompensioners
increased, which now, threatens sustainability of public finances with the effect of annual increase of
pensions. In 2015 the pension freezing measure will cease. Given the high deficit of the Pension and



Disability Insurance Fund activitwdl be undertaken in the coming period to find a model that will
ensure a higher level of pension system sustainability.

Largescale reform is also taking place in the health sector, with the credit support by the World Bank.
Efforts are directed to ratimlisation of the health sector and improvement of efficiency of this system,

as well as general health of citizens. To that end, health care institutions are consolidated in regional
health care centres, the primary health care level reform is gettingleted and efforts are made so
illness prevention and early diagnosis become more focused on than hospital treatment of citizens in
need of health care. In the coming period, special attention will be paid to monitoring of procurement
of sophisticated medal equipment given that the procurement of new equipment frequently fails to
give expected results, and therefore the relevant investment is not reasoned according to the
cost/benefit analysis. In the next year, citizens will be enabled to procure ptiescrmedicines in

private pharmaceutical institutions at expense of the Health Care Fund. Positive fiscal effects of health
care system reforms frequently are not visible in the medium term, but through the mentioned
improvements savings will be achievadhe long run through lower number of citizens who are in
need of hospital treatment or secondary and tertiary health care form.

For the purpose of further improvement of fiscal discipline and creation of #dongustainable wage
system, amendment®tthe regulatory framework governing public sector salaries have been initiated.
The new law would specify the way of establishing salaries for all public sector employees, which will be
conditioned by deficit level trends or financial results of pubtierprises and companies that are under
majority ownership of the state, while a unified method of salaries calculation for performance of the
same jobs would be ensured at the same time.

The execution of the social welfare records project will hdgagterm impact on public finances, as

specified in the previous PEP. Namely, in order to improve allocation of funds for social and child care,
achieve greater fairness and efficiency, and reduce system administering costs, the Government has
initiated K S A YL SYSy (Il A2y 2F (GKS LINR2SO0Y mgfRi@dAlIt 2§
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phase. Its full implementation is expected from the next year.

All the fiscal consolidation measures that were introduced in the previous period and will be applied in
the following period are aimed at establishing of ergn sustainability of the public finance system.

[.3.8 Institutional features

The main amendmentggarding the budget system in Montenegro in 2014 are related to adoption and
coming into force of the Law on Budget and Fiscal Responsibility. Adoption of this law enables further
improvement of the public finance system through enhancement of fiscalngibjlity, transparency

and mediurterm and longterm sustainability of public finances. Also, this law is aimed at
enhancement of responsibility for legal use of budgetary funds through improvement of the control and
oversight in view of ensuring fisc&@dpline.

The Law on Budget and Fiscal Responsibility envisages adoption of fiscal strategy for the period of the
Government ternt? Based on the fiscal strategy the Government adopts Fiscal Policy Guidelines which
establish the main fiscal goals to be iaghd in the medium term. Maximum level of budget
expenditures that is obligatory for the state budget law for the first year and indicative for the second
and third fiscal years is determined by the expenditures ceiling. Expenditure ceiling growthtrage fo

13 This provision of the Law will be applied after the Parliamentary elections, after which new Government with full four-year term
will be established



current budget and the budget of state funds must be lower than the planned GDP real growth rate, i.e.
for capital budget and budget provisions it may not be higher than the GDP nominal growth rate.

In addition to the above, this law introduces flsesponsibility criteria based on which meeting of
conditions established by numerical fiscal rules is analysed. In case of deviation from the established
debt and deficit levels, the Government needs to establish fiscal policy measures to ensure the set
budgetary surplus/deficit level.

Provisions of the Law on Budget and Fiscal Responsibility have been harmonised with the European
Commission Directive 85/14 introduced have been numerical fiscal rules, mediamm fiscal
framework, schedule of documemea projection development has been harmonised to the European
semester and methodological provisions of this Directive, as well as the dynamics and form of budget
data publication. For full adjustment to the mentioned Directive lacking is consistent anpdéion of

ESA 2010 methodology and adoption of definitions and coverage of public finances envisaged by such
methodology.

In line with the provisions envisaged by the Law on Budget and Fiscal Responsibility the Montenegro
Budget Law 2015 has been estsitdid, which meets the criteria based on which fiscal policy is planned
and implemented, and are related to the provisions that:

9 primary budget cash surplus should be generated;

1 the level of current expenses and transfers should be lower than the curremues and
donations;

1 borrowing policy should be responsible, with increased attention paid to the profession rules in
view of ensuring fiscal sustainability.

The mentioned criteria have been met excluding the calculation of expenses related to the beginning of
highway project implementation. Investment in the highy construction and other elements of
public works will condition increase of deficit, whilés itmportant to note that the planned capital
investments have distinctive development feature, so, as such, they create assumptions for stronger
economic growth and development and contribute to increase of GDP level, which, further, creates the
base forreduction of deficit and public debt level as the two most significant fiscal parameters.

According to the Law on Budget and Fiscal Responsibility the State Audit Institution assesses the
application of fiscal responsibility criteria within the annuabrethat is submitted to the Parliament.

Based on the assessment by the State Audit Institution, the Ministry of Finance gives to the Government
and the Government to the Parliament a proposal recovery plan for exceeding numerical limits, in
accordance wit this law.

Continuation of implementation of measures directed to the public revenue growth primarily through
the reduction of grey economy level, reduction of tax receivables, tax discipline fostering and tax system
enhancement remains one of the prigg& in the years to come. Investment framework consisting of
established working bodies of the Ministry of Finance, Administration for Inspection Affairs, Tax
Administration, Customs Administration, Police Administration and other relevant institutidinsiesn
working in line with the adopted action plan for suppression of grey economy.

For the purpose of consolidating public expenditures related to locajeadfnment, the Ministry of
Finance undertakes activities directed to improvement of reguldtarmework which will provide
greater powers to local sejovernments in collecting tax, and also sanctions for violation of the
provisions of the law, while insisting on preserving their financial and management independence,
according to the decentralisan principles, as it is specified in the relevant legal documents of the
state.

At the meeting held on 4 December 2014 the Government of Montenegro adopted the Brief on the
public finance stance and number of employees on the local level and, wittl tedhis, conclusions



relating to the rescheduling of tax debt of municipalities and possibility of converting the municipality
debt through functional assets in view of reducing burden on public finance of loga\sgiiments.

In addition, in the compg period a loan reschedule model will be designed for municipalities having
lower fiscal capacity, in sense of longer maturity and lower interest rates, through the mechanism of
the Equalisation Fund.

The Government gave recommendations to localg®irnments, public companies and institutions
founded by municipalities, with evident redundancy, to urgently undertake measures to optimise the
number of employees within the established standards in order to rationalise expenditures in that
respect.

The metioned conclusions assign the Ministry of Finance and the Ministry of Interior Affairs to do Local
Selfgovernment Sustainability Analysis with the assistance of the reference international organisation,
particularly from the aspect of the number of emyes and the current local infrastructure in view of
obtaining relevant recommendations which would serve as the base for determination of the lecal self
government financing policy. Based on the given recommendations, the Ministry of Finance will prepare
amendments to the Law on Local S&tfvernment Financing the adoption of which is envisaged in the
Montenegro Government Work Program 2015 by the end of the second quarter.

At the end of December, the Government of Montenegro adopted the Proposal LawliAgie Law

on Tax on Immovable Property. The objective of the mentioned law is to improve fiscal policy and ensure
plentiful revenues to local sadfovernment units and create assumptions for more rapid development

in the areas of tourism, agriculturechnonstruction, with special accent on the northern region.

Amendments to the Law on Local $&tfvernment Financing are envisaged in 2015.
The proposed solutions:

91 provide conditions for establishing a comprehensive database through introduction of an
obligation for notaries, courts and other state authorities to submit to the local self
government units where the immovable property is located the documents (contracts,
decisions and the like) based on which title over an immovable property is acquired o
changed, as well as the deadline for submission of the mentioned documents, for the
purpose of timely, efficient, complete and qualitative taxation of immovable property,

9 increase lower limit of the rate of immovable property tax from 0.10% to 0.25%e of t
immovable property market value, which will result in achieving a larger scope of
immovable property tax revenues,

9 provide possibility to local sejbvernment units to introduce higher or lower tax rate in

relation to the tax rate established for sgecimmovable property categories and specify

in details the immovable property that is subject to taxation at higher or lower rate, all in

view of eliminating business barriers in the area of tourism, i.e. encouraging elite tourism,

developing agricult@d activity and preventing illegal construction,

reduce exemptions,

introduce fines for noffiling and norpaying tax liabilities (for notaries, responsible person

in the court or state authority, legal entities, entrepreneurs and natural persons).

= =

For he purpose of enhancing public debt management, within the State Treasury the preparations for
implementation of the software for debt tracking isgwming, which will enable easier debt tracking, its
recording and reporting. Also, the preparation of theat8gy for transit of public sector to accrual
accounting is omgoing, which will be considered by the Government of Montenegro in the first quarter
2015, which is an integrated part of the process of introducing ESA 2010 methodology in public finances.

In 2014, IPA authorities undertook activities directed to further capacity strengthening, improvement
of the current legislation and institutional framework and final preparation for conferring



responsibilities over praccession funds management. Takirtg account the achieved progress, as
well as the measures undertaken in view ofimplementing recommendations from audit reports, the
European Commission in 2014 made a Decision on conferring responsibilitiesdocgggion funds
management in case of Opgional Program Regional Development 2@023 within IPA component

Il and the Decision on conferring responsibilities forgmeession funds management in case of
Operational Program Human Resources Development-2012 within IPA component V. In
acordance with the mentioned, the bodies involved in the implementation of operational programs for
IPA components Ill and IV, have undertaken all the required activities related to the preparation for
decentralised management, such as preparation of omeratiidentification forms, financial plans,
procurement plans and other.



|.4 Structural Reforms underpinning the Macro
Fiscal Strategy

Reforms in all areas of the economic system are a prerequisite for ensuriAgriongustainable

economic growth and devagdment of the country.In this Chapter are presented those reforms having
AAAYATFAOLIYdD AYLIOG 2y (GKS 0dzRISGZI gKAES RANBOGS
competitiveness.Whereby, we will briefly discuss reforms implemented in 2014 withsaoforeforms

that Montenegro is to carry out in the forthcoming meditgmm period.At the same time, a
summarised and individual overview of budget effects is also presented, that the structural reforms are

to generate in identified policy areas.

[.4.1 Obstates to growth and the Macreconomic Structural Reform Agenda

At the present, there is no uniform methodology for a comprehensive analysis of obstacles to a faster
economic growth.However, by using various methodologies, starting from e@mmomic and $cal

analysis, through institutional and sectoral, up to the ragonomic analysis based on the behavioural
analysis of some legal entities and households, in essence these obstacles may be divided into two core
groups.One group is made of ma@wonomicobstacles, such as those in the field of public finances

and financial systems, and horizontal obstacles such as for example obstacles in the labour market area
and business environment area.Second group of obstacles are those more of sectoral or naorimeco
nature.Both groups of obstacles are tightly intertwined, which is sometimes making difficult or even
prohibiting their classification in one or another group.Key challenges Montenegro is facing at the
macroeconomic level and also in other horizoatahs are pertaining to the fiscal stability and stability

of the financial system, and specifically of the banking system within it.Moreover, certain improvements
are also possible and desirable in areas pertaining to the labour market flexibility amesdus
environment.Obstacles to development with an emphasis to specific sectors are discussed in the
Chapter 4.2 of the second part of ERP.

Fiscal stabilityMontenegro is an economy that, as a result of taking over euro as its own currency, has
fiscal pakcy as only macroeconomic policy to respond to external shocks and impact the business
environment.lt is understandable that as a result of that, a policy of maintaining thtetamdiscal
stability is of foremost importance for a letegm stable econome growth and development of the
country.The fiscal responsibility is momentous for creating conditions for faster growth of the private
sector and for better and higher quality accessibility to international sources of capital, both for the
state and foiits entities.

Deep economic crisis that has affected Montenegro in previous years had substantial negative impact
on the public finances of the country.Under such conditions, energetic and politically unpopular
economic policy measures were undertaken,ciwhivere aimed at increasing the public finances
revenues and consolidation of expenditures.
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conditions to establish a public debt reduction trendclesing the segment that pertains to the
construction of the highway.Even though the budget deficit will be relatively high in the forthcoming
period, due to the construction of the priority section of the highway, it will be at the path to
sustainabilityas this is an investment that will be enhanced by raising the economic growth of the
country over a long run.At the same time, its realisation will contribute to a more balanced development

of the country, followed by a better connectivity of Montenegithwountries in the region.



Fiscal stability represents a challenge for Montenegro, not over a medium term but also over a long
term.Therefore, it is necessary to commence the pension system reform, whereby the key objective
should be to reduce the pressuat the State Budget posed by payment of pension benefits.More space
would be opened in the budget, in this manner, for investments, which have a key role in increasing the
economic growth of the country over a long term.The pension system reform ieaéssary in terms

of the longterm sustainability of public finances, considering the ageing of population of Montenegro.

Stability of the financial system, and of the banking system withire imost recent crisis, which is not

yet over, has clearly pged that a macrdiscal position of the country and the stability of its banking
system are intertwined.Exceptional fast credit growth, which was the basis for a fast economic growth
of Montenegro in years preceding the crisis, was abruptly interrupt@@09.Volume of the banking

loans was decreased in the following years, both due to reduced demand by the real sector, as well as
because of considerably unfavourable terms under which the banks were willing to approve new or the
refinance old loans.In ddion, due to reduced readiness of parent banks to finance their banks in
Montenegro, those were forced to adjust their credit activity to reduced volume of available lending
funds.Withdrawal of deposits from some banks in the country represented amaddiproblem as

well at the time immediately after the outburst of the crisis.

In 2014, the banking sector in Montenegro was stabilised and is recording again a mild growth in lending
activity.Nevertheless, a high share of Ad$ NF 2 NY' A y 3 balahcy sheefs Yontitey tp BeQ
present, which is a consequence of numerous reasons, including also slow handling of insolvency
proceedings, as well shortcomings of the legal framework that drives the debt restructuring
processes.Under such circumstancesjis are increasingly oriented towards lending to households,
while sizeable segments of the entrepreneurial sector either do not have access to bank loans or have
rather restrictive lending terms.Accessibility of financing and its price are one of therkeyntal
obstacles for a faster economic development of Montenegro in the forthcoming period.This is especially
important obstacle for development of a large number of small and mesizad enterprises.

Economic policy measures that will be used foth&r stabilisation of the banking system and its
efficient intermediation between net savers/depositors and net investors in the national economy are
very different, and there is also a difference in their time horizons.Over a short term, a priority is
certainly the strengthening of the capital base and liquidity position of banks, which is one of the
conditions for efficient resolution of the high nparforming loans problem.The second condition is
efficient solutions concerning the realisation of cellat and faster court proceedings.Other than that,

the Central Bank will continue to strengthen the supervision of the banking system, and with
improvements in the field of the macfimancial stability.

Labour market flexibilitQualified and flexiblebour force is a key element that features the business
environment prone to development of national and foreign business entities.Large disproportion
between outputs of the educational system, i.e. supply at the labour market and profile in demand on
that market represents a considerable challenge for Montenegro.Results of such disproportion continue
to remain high unemployment rate, which is to a large extent structural in nature and particularly high
among youth.Demand for labour force was further redlidue to negative effects of the crises on the
economic growth in recent years.

Even though Montenegro is generally ranked rather favourable in terms of the labour market flexibility
if compared to other countries in the region, thus it does not represeateworthy obstacle for faster
economic growth, there are several areas with room for considerable improvements.The following have
been identified as obstacles to doing business in this area, precisely areas where improvements are
possible: rigidity otollective bargaining agreements, or wage bargaining; and rigidity in the area of
openending term employment.Apart from regulations directly affecting the labour force flexibility
there are regulations in some other areas that have an important inflummaedividual initiative to

take part in the labour market, as well as to the initiative of companies to employee.Those are primarily
regulations in the area of pensions and various types of social transfers.



Improvements in the business environm@gtfa as the business environmental quality is concerned,
Montenegro has evidenced important results, which have continuously improved over the previous
years.According to the Doing Business 2015, in the overall rank Montenegro has advanced by 6 positions
(from 429 to 36", out of 189 ranked countries).At the same time, Montenegro is therhaked
country in the region, afteFYRMacedonia.lts performances are above average within the regions in
many fields, such as for example, getting electricity.On therohand, there are areas where
Montenegro has still lot of room for improvement of the business environment.Even though there is an
improvement of 27 positions if compared to the previous Report, the slow paste in getting construction
permits is identifid as particularly important obstacle (having score of 63 out of possible 100,
Montenegro is ranked 1838out of 189 countries).Moreover, a room for improvement is identified as
wellwith the indicatoenforcing contractéscore of 50 out of possible 100nkad 138').Rather complex
legislation in some areas and their frequent changes are not contributing to the business environment
quality.

1.4.2 Key areas of Macreconomic Structural Reforms

In order to create conditions for a lotgrm sustainable growth and delopment, as mentioned in the
Chapter 4.1, structural reforms need be carried out with the objective to ensure fiscal stability and
financial system stability, and especially of the banking sector within it.Furthermore, reforms having as
the objective taincrease the labour market flexibility and improve the business environment are also
required.

[.4.2.1 Product Market and Business Environment
1.4.2.1.1 Privatisation and Restructuring of Statened Enterprises

In 2014, activities in the field of privatisation were iegirout in line with the Decision on the
Privatisation Plan for 2014, dated 30 January 2014.Tenders were carried out for sale of share capital of
0KS LYBNRA§dzY8&aNtyROSIIRNG S 1 2 0WBi&RE SHyarIf romO G S
Bijda.After the fourth failed tender for sale of thelriatic Shipyard capital and lack of interest for such
privatisation model, it was decided that an investor is to be sought via a restructuring through a
bankruptcy (programmed bankruptcy), who will irransitional period keep the core activity of the

Shipyard, with a reduced number of employees, while will at the same time invest in the activity of
overhaul of yachts and mega yachts.As far as the InstiRitd] { A Y2& a Afaz2 ARFAOS NY SR
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utilisation of tourism sites and realisation of capital projects fall under the competence of the Council

for Privatisation and Capital Projects, and the following tenders are active in this segeditéran

cabliagk, D21 I NI 2 902f2R3AS +Nry2a2Ayl>X Y2t OAy wmcnn |
and Design of the priority section of the Banljare Highway was concluded (priority secBamokovac
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Power Plant Pljevlja are at their final stage.

TheCouncil for Privatisation and Capital Projaglispropose the Privatisation Plan for 2015, which will

be submitted at the beginning of 2015 to the Government for adofBearing in mind the experience
from previous years, it is expected that failed tenders will be carried forward from the present into the
new privatisation plan, which will be oriented towards projects where planning documents are
completed and propeytlegal relations settled.

As far as the future ownership structure of statened companies is concerned, the Government opted
for a position that the State should remain the majority owner irCiim®gorski elektroprenosni sistem
(Montenegro Electricityransmission Systg¢nfAerodromi Crne Gordifports of Montenegne 13. Jul



Plant&® AD Vineyards and fruit plantations compan@rnogorska plovidbalpntenegro maritime
shippingcompany), and Barska plovidba AD Bar (maritime shippingompany).Eve though the
Government has signed a Contract on Recapitalisation and Partial Privations of the Elektroprivrede Crne
D2 NS5 ! 5Elebticity ®awier Gbhmpgnin 2009, with a possibility of transferring the majority
package of shares to the Italian pantna the meantime a Memorandum of Understanding was signed
whereby it is stated that A2A waives the right to acquire the majority ownership.Negotiations are
currently underway on continued cooperation through a shareholders contract and new management
cortract. The Privatisation Plan will seek a new majority private owner for all other companies.

The Law on Publrivate Partnership a proposal of the Law to be adopted by the Government in Q1
2015¢ will provide prerequisites to create a regulatory arddifational framework for identification of

PPP projects, award of PPP contracts, and oversight of their implementation.A choice of a PPP project
will be conditioned by its fiscal sustainability.Establishment of the Agency for Investments is envisaged,
which will issue consent to proposal of projects for PPP, among other.The Law will cover all forms of
publicprivate partnerships and will be aligned with the new EU Directive on concessions as one form of
PPPs.

It is not possible to estimate budgetary effeatf privatisation in 2015.1f commenced/planned
privatisation processes are finalised it is obvious that those would have a positive effect on budgetary
revenues.

1.4.2.1.2 Improving the Business Environment

Reforms in the area of improving the business environmentonstantly being implemented.During

2014, reform activities were directed towards, among others,reducing the costs of obtaining a
construction permit, realisation of activities in overcoming the problems of lack of liquidity in the
economy (Proposal tfie Law on Voluntary Financial Restructuring of Debts with Financial Institutions

is in the parliamentary proceducamore details in the Chapter 4.2.2), application of the RIA (Regulatory
Impact Assessment) to laws and secondary legislation, prepa2afion 1 KS aAyAaiNB 2F CA
concerning the validity of the RIA analysis, as well as its impact on the business environment.

The World Bank has also recognised the efforts in implementationof reforms, which was evidenced in

the Doing Business 20i&port, whereby Montenegro has advanced by 6 positions in the global rank,

from the 429to 36", out of 189 ranked countries.Even though a significant effort was made under the
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implemented in the field of reducing fess for delivery of municipal utility services were recognised, as

well as abolition of fees to municipalities for obtaining urdemelopment and technical conditions,

there is considerdb room for improvement.

The implementation of reforms and continued advancement in commenced administrative procedures
will be a priority for the period 201%017.In this respect, the following activities are planned to be
carried out:

1 Reform of the pubti sector;

1 Improvement of state in the area of issuing construction permits, through implementation of
one-stop shop for issuing construction permits at the localgamlernment units;

T wSIFtAalrlGA2y 2F (GKS OGKANR LKIFa$sS tAgFvolinar at 2R:

restructuring loans, issued to retail and corporate sectors;

Introduction of full electronic registration of enterprises;

Improvement of the situation in the area of registration of enterprises and enabling registration

in all branch officesf the Tax Administration;

1 Simplification of procedures in the area of enforcing contracts, by improving efficiency, reducing
costs and duration of proceedings;

=a =4



1 Simplification of procedures in the area of paying taxes, by creating options for electronic
payment of majority of taxes;

1 Monitoring implementation of activities envisaged under the Public Administration Reform

Strategy, especially in the segment pertaining to the area of the state administration;

Continued implementation of recommendations setH in the Legislative Guillotine; and

Continuation of activities concerning the RIA implementation; and

Fiscal incentives concerning the relief from an obligation to pay public revenues during a

construction phase in the sectors of tourism, agricultamed energy (more details in the

Chapter 4.2.4.1, page 52).
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Fiscal effects of the measures could not be guantified.

.4.2.1.3 State aid

During 2014, intensive activities to improve the legal framework governing the state aid policy were
implemented.To that end, andabed on the European Commission recommendations set in the
Screening Report, the Decree on Detailed Criteria, Conditions and the Manner of Awarding the State
Aid was supplemented to define that the rules set forth by the European Union regulationspply to a

on the state aid.In line with the said Decree, the Ministry of Finance has adopted the Rulebook on the
List of the State Aid Rules, which has published 7 EU legislation in this area, and a Rulebook
Supplementing the Rulebook on the List of the StadeRAlles is in preparation, which will publish
additional 6 EU legislation.While additional supplements are planned during 2015, by publishing another
set of EU legislation.

Total awarded state aid in Montenegro in 2013 was 100.3 million euro (3.03%) @R epresents

the highest ever allocation of the state aid since it is monitored in Montenegro.A reason for that is the
calling upon guarantees issued to KAP in 2009, which were paid out in 2013, of 102.7 million
euro.However, if paid guarantees agrcluded, the state aid in 2013 was 17.5 million euro, which
represents only 0.53% of GDP and is approximately at the same level as allocations in EU 27+1.

Having in mind that the Commission for the State Aid Control issued ten (10) decisions on compliance
of the state aid with the Law on the State Aid Control and one decision whereby the reported state aid
is not considered the state aid within the meaning of the Law, in the period from January to mid
December 2014, which mainly addressed the award obmagaid in a form of fiscal incentives and
interest rate subsidies, it is expected that the state aid in Montenegro for 2014 will be considerably
lower relative to the comparative period.However, the final position could not be established until the
Annud Report on the amount of awarded state aid is completed, which will be available in June 2015.

It is not possible at this moment to quantify the fiscal effects of measures.

1.4.2.1.4 Public procurement

Activities to strengthen the public procurement system havealstinued in 2014.Implementation of
activities falling with the competence of the Public Procurement Administration, pertaining to the
preparation and monitoring of implementation of the public procurement legislation, monitoring,
analysing and achievitige public procurement system, was provided for in terms compliance with the
European Unioacquis

In order to improve the legislative and institutional framework, administrative capacity, increased
oversight, more efficient and effective control, cotrap reduction and ultimately in to order to
protect more successfully funds of taxpayers and citizens, the Law Amending and Supplementing the
Law on Public Procurements was adopted, which includes key EU Directives (Directive 2004/17/EC,
2014/18/EC, and iective 81/2009/EC).In line with the updated Montenegro Accession Programme



and supporting action plan, a new law on public procurements will be adopted during 2016/17, whereby
the Directives 24/EC/2014 and 25/EC/2014 will be transposed into our legislati

By signing the agreement on 29 October 2014, Montenegro became a member of the Agreement on
Government Procurement (GPA) in the World Trade Organisation.

The public procurement policy will be aimed, in the forthcoming period, at increasing transparency
effectiveness and cosfffectiveness of public funds spending.To that end, the Project of introducing a
comprehensive electronic system will be implemented, which will be financed from the IPA funds.At the
same time, in line with financial possibilitiestivities aimed at strengthening the administrative
capacities of authorities in charge of public procurement activities will be also carried out.

It is rather difficult to quantify precisely budgetary effects of implementation of the public procurement
policy, even though sizeable savings on the budget expenditure side are estimated.
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1.4.2.1.5 HighwayBarBoljare (priority section Smokovad- 4t SOS @J2 0

Construction of the priority section of the B2wljare Highway will start in the first half of 2015 and will last

for four years, thus the realisation of this project will have important impact on the growth of economy and
on budget expenditures in the ped covered by the ERP (2626817).Contracted value for the design and

euro, of which 689.0 million euro (85% of funds) will be secured from the BXk\blan (repayment period

20 years, including a grace period of six years, with annual interest rate of 2%), while the State will provide
the rest of 120.6 million euro (15% of funds).

A very data that investments of 100.0 million euro per annum, inghie¢p20152018, will result in GDP in
2018 that will be 10% higher than the one in 2014, is sufficient description of the effect of this investment
on the GDP growth in Montenegro.

Budget effects of implementation of this project are presented in patienTable 17.Namely, total

costs for realisation of this project are distributed in equal amounts in all years of implementation, as it
is not possible to have more precise planning of time schedule for its realisation.On the other hand, it is
not possibldo quantify revenues that would be generated by the realisation of this project.The Budget
revenues will be primarily increased on the account of involvement of the national construction
industry, which consequently affect an increase of employmentsséitor.However, indirect benefits

are much higher, which are observed in the form of a laogde investment spending generation, with
multiplier effects on the overall economy.

1.4.2.2 Financial stability

Financial system in Montenegro is pronouncedly @amkric, as out of all sectors (banking sector,
insurance sector and capital markets), the banking sector has a key role, if observed in terms of value
of assets and overall impact on the economy.

The Financial Stability Council, which performs a macmertial oversight of the financial system
functioning, has assessed that the financial system is in a stable state, and that the level of system risk
is moderate.Potential risks to financial stability, in the forthcoming period, could origin freavepill

of negative shocks and geopolitical tensions from the international environment and slowad
economic activity in the EU and EMU countries, with which Montenegro has a dynamic economic
cooperation; fiscal sustainability and public debt management; higent account deficit of the
balance of payments; growing illiquidity of the real sector with negative implications on the state of the
banking sector, as well as high level of-performing loans and interest rates in the banking sector.



1.4.2.2.1 Banking sector

Satisfying level of the stability is characteristic the banking sector status, but it is burdened with the
Gol f !l apegdformind loayis? gle to the fact that is largely driven by the illiquidity of the real
sector.In October 2014, 13,819 judgment d@btwere blocked with debt amounting to 482.6 million
euro, which represents an enormous burden even for much stronger economies then the Montenegrin
one.The real sector illiquidity spiral has naturally also caught the banking sector, manifesting itself in
constantly high share of ngrerforming loans in total loans and receivables (at the end of October was
16.5%).In order to resolve this problem, in the period 20084 the banks have removed and/or sold
non-performing assets to parent banks and factodampanies in the amount of around 670.0 million
euro, of which as high as 50% was sold in 2011, but the problem reappeared with not lesser degree of
intensity. Therefore, activities to strengthen the regulatory and supervisory framework for 4gg&tm
resolution of both norperforming loan and thus accumulated financial debt in the broader sense were
intensified during 2013/2014.

The key systeth S@St Ay adNHzySyd F2NI NBSazf @Aay3d (GKSasS LINRO
I LILINE I OK ¢ LJINIR & Sniplermenteil K [iDeK withs the new Law on Voluntary Financial
Restructuring of Debts with Financial Institutions.The financial restructuring of debts could be carried
out only for loans of debtor classified by banks into the classification groupk @ an for loans in

arrears of up to 270 days with MFIs or leasing companies, expect for loans classified in these groups
that were sold and redeemed.The Law sets certain tax incentives both for debtors and for creditors that
could be exercised only fdre first financial restructuring of a debt.Everyone else, national and foreign
creditors, including also foreign banks can as well take part in the financial restructuring, in addition to
the financial institutions.Implementation of adopted solutionsaaititribute to: incentivising recovery

of debtors or users of mortgage loans in financial difficulties; preserving the stability of the financial
system and enabling access to new sources of financing to provide stimulus for economic recovery and
growth.TheLaw will be applied for two years from the day of its entry into force.

In November 2013, under the same project and in line with amendments and supplements to the
Decision on Minimum Standards for Credit Risk Management in Banks, banks were obldmuigo: a
special strategies for dealing with nparforming loans over a three year period; set annual operational
objective to execute those strategies; and report on quarterly basis to the Central Bank on their
implementation.From submitted strategies ofnlka for dealing with neperforming loans, one could

draw a conclusion that at the end of 2016 the growth of-performing loans will be stopped and they

will be reduced on aggregate level.

In 2014, supervision of banks and MFIs was strengthened and itngkemented through 12 esite

targeted controls of banks.Upon the demand of the Administration for Prevention of Money Laundering
and Terrorism Financing, two extraordinary targeted controls of banks were carried out.In order to
continue with a succesdf crossborder cooperation with supervisors of parent banks having their
subsidiaries operating in Montenegro (five from EU member states and one from country outside of
EUV), the supervisors of the Central Bank have participated in six supervisorg.colRQfet, there was

a high interest for establishment of new banks in Montenegro.A licence for operation of one new bank
was issued in May, while three additional requests are in the decision making process for licensing of
new banks.

Regulatory activite in 2014 were directed towards the further harmonisation of the regulatory
framework with the EldcquisThe Central Bank Council has adopted 12 new enabling regulations in
November in the field of payment operations that will be applied from 9 Januafy, 2th
commencement of application of the new Law on Payment Operations.The Law on Voluntary Financial
Restructuring of Debts with Financial Institutions is in the parliamentary procedure and the new Law on
Banks and new Decision on Capital Adequacynapeeparation.in October 2014, the Central Bank
Council has adopted a Decision on Medals and Tokens Similar to Euro Coins, which harmonises the
legislation with the European Union regulations in the area of ensuring the protection of euro against



counterfdating and stipulates penalty measures in form of fines andlikresanctions against entities
in breach of this Decisions (Directive 2182/2004 supplemented with the Regulation (EC) No 46/2009).

In line with the timing set forth under the Negotiation Bogifor Chapter & Financial Servic¥sand

new regulatory framework of the EU, which entered into force in July 2013 (Basel Ill), activities
concerning the further harmonisation of laws and enabling legislation with relevant EU regulations will
continueThe priority activity pertains to the drafting of the new Law on Banks and supporting enabling
regulations.Moreover, as part of the Vienna Initiative, Montenegro, together witfFEhomember

states having financial systems largely dependent on financapgmwith head offices in EU, is
successfully finalising activities to formalise cooperation&@B and EB#Reason for this being as the
decisions of competent European authorities concerning supervision, management, recovery and
liquidation of banks add affect their financial stability.By signing the Memorandum of Understanding,

a platform will be created to improve cooperation among supervisors, exchange information, and find
solutions for potential problems, as well as a format for adequate regegsemof all countries in the
procession of decisiemaking under the Single Supervisory Mechanism (SSM), especially in the work of
supervisory colleges.

It is not possible to measure direct budgetary effects of the banking sector reforms, while the indir
effect of the banking sector stability or its instability are rather versified, and in addition to that have
also a quantitative relevance due to a high share of the banking system in the overall financial sector.A
stable banking system, as a preredai$or economic growth, along with the creditworthiness of the
country, has a direct influence on the quality of accessibility to international financial markets.

1.4.2.2.2 Capital markets

In 2014, the first initial public offering (IPO) of corporate bondsuasessfully completed, and for the

first time there was a trade with the State bonds.An increase was recorded in secondary trade (245%),
stock exchange indexes (15.68%), and market capitalisation (5.40%).An amount of 205.0 million euro of
capital was raed on the market.A limiting circumstance relates to the issue and trade of Treasury Bills
outside of the capital market system.

The Securities Commission has prepared a draft Law on Capital Markets and draft amendments to the
Law on Takeovers, which wik I3ent to the Government procedure at the beginning of the next
year.Enabling legislation necessary for implementation of the Law on Investment Funds was
adopted.The Securities Commission has implemented and established an automatic exchange of data
with the Commission for Prevention of Conflict of Interest.

Alignment of legislation with the EU regulations will continue in 2015.The Law on Capital Markets will
be implemented and relevant enabling legislation will be adopted to that end.

Medium term horizonsi based on the obligation from the Negotiation ChapterPhancial Services,
primarily concerning the drafting of the Law on Alternative Funds.The Commission will continue to
strengthen institutional and administrative capacities, with strong reliand€Dmand to achieve high
degree of automation of business processes.

It is not possible to estimate budgetary effects of planned programmes and measures.

1.4.2.2.3 Insurance

Continuous stability is the characteristic of the Montenegrin insurance market, along rwith a
established growth trend.However, in terms of the structure and level of generated premium, it is still

140n 24 September 2014, DG MARKET has made positive assessment of the final draft of the Negotiating Position for Chapter &
Financial Services, adopted at the sessm of t he Government of 9 October 2014 and c
procedure.

5European Banking Authority.
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markedly lagging behind the European average.The slowdown of the Montenegrin economy growth has
also reflected, to a certain degree, on results inittearance sector in the form of more moderate
growth in value of the written premium at the market in 2013.Gross insurance premium has recorded
a growth in 2013, with a declining trend concerning the market concentration, and generating positive
financialresult at the level of the overall insurance market.Gross written premium at the insurance
market of Montenegro was 72.8 million euro in 2013 and recorded a growth of 8.7%, if compared to
the previous year.Gross written premium per capita in Monteneg® M4 .4 euro in 2013, which
continues to be considerably below the EU member state average in 2011 (according to estimates 1,942
euro).According to the preliminary data, the gross written insurance premium at the end of Q3 2014
remained at approximately s level as the one in the comparative period, with an increase of share
of life insurances.

As part of the regulatory activities during 2014, activities were directed predominantly towards further
alignment of regulations with the EU directive.To that emal with the objective of alignment with the
Directive 2001/17/EEC, the draft Law on Bankruptcy and Liquidation of insurance Companies was
prepared, which is currently in procedure of obtaining an opinion from the European Commission.Its
adoption is planed in 2015.A set of enabling regulations was adopted in order to ensure full
implementation of legal instruments.That has improved the regulatory framework of the insurance
sector and has provided for additional alignment with standards from EU directives

Activities of the Insurance Supervision Agency will be directed towards further alignment with the EU
standards in the forthcoming period.The Agency has commenced with drafting of amendments and
supplements to the Law on Insurance, which will providmmakent with missing provisions from the
Solvency |, required for harmonising operations of insurance companies at the national level until
Montenegro joins EU.Furthermore, preparatory activities to draft the new Law on Insurance will also
commence in 2015yhich will transpose the Solvency Il into the Montenegrin legislation.A team would
be established as well, which will deal with issues of implementing the Solvency Il into the Montenegrin
legislation.

In addition to the abovementioned and as far as tlggslative segment is concerning, the Agency will
make changes to the Rulebook on Proceedings upon Complaints of Insured and the Guidelines for
Analysis of Risks from Money Laundering and Terrorism Financing, and will also prepare a Rulebook on
the Contentof Annual Report on Operations.Activities commenced in 2014 with respect to alignment
with the Directive 91/674/EEC, which governs the obligation of annual reporting and introduces new
balance sheets for insurance companies, will be continued as well.

It is not possible to estimate budgetary effects of planned programmes and measures.

1.4.2.3 Labour Market

A trend of mild recovery of the labour market, which commenced during 2013, has continued in
2014.However, challenges continue to be present, which primarilfaiperto: longterm
unemployment, high unemployment rate of youth (especially university graduates), regional differences
in employment and unemployment levels, insufficient employment of labour force in seasonal jobs, and
unregistered work.Problems in thelabour market are a consequence of structural nature of
unemployment, conditioned by change in structure of economy (from production based to services
based) and cyclical character of unemployment, caused by impacts of the global economic crisis.

Observig the labour market supply and demand ratio over a-math period of 2014, as well as
number of hired nosresidents, one could not claim with confidence that there is high degree of
mismatch between supply and demand at the level of educational cohatsding to data of the
Employment Office, during this period predominant demand was foqoahfied and sermgualified

5Draft Program for Reform of Employment Policy and Social Policy 20142020.



labour force to carry out seasonal jobs in tourism and construction industry, and it was considerably
higher that the supply; whilehé demand for professions with secondary, lower tertiary and higher
education was lower and sizeably lower that the supply.However, these findings need to be observed
carefully, having in mind the procedure for employment of foreigners, whereby for poofessgith

higher qualification level a degree validation needs to be obtained. Likewise, the fact that employers
continue to prefer labour force from the neighbouring countries is indicative and leads to a conclusion
that there are mechanisms for the warkforeigners to be made cheaper than the work of local labour
force.However, in spite of that, structural mismatch of supply and demand remains asta@riong
challenge of the Montenegrin labour market.Results of measure in the domain of education reforms
both implemented and planned, should be to reduce the skills gap, which is increasingly becoming a
natural consequence of introduction of new technologies and new organisational structures, and what
is rather important, a consequence of adjustment taghér completion level.

Realisation of the professional development programmes for persons with higher education level in its
second cycle for 2013/2014 provided jskills training for 3,945 university graduates with employers

in the private and public stor, with an exception of the state administration authorities.The
programme envisages a third cycle for 2014/2015 as well, for which the 2015 Budget allocated around
8.5 million euro.

The Decree on Subsidies for Employment of Specific Categories ofRelisibe in application in 2015

as well.During the previous twear period of implementation, an average of around 5.5 thousand
persons was hired for a certain number of months during a year, whereby the incentives amounted to
5.6 million euro and 2.8 iffion euro respectively annually.

The General Collective Bargaining Agreement was signed at the end of March 2014, which enabled
easier firing of employees by introducing provisions concerning the terminationof labour contracts.

Generally, the labour lesjative is improved extensively, both in terms of harmonisation with the EU
standards, as well as in order to reach higher labour market flexibility.Further alignment process will be
in line with the negotiation dynamics for the Chapter 19 and the Aclaomfér this Chapter, which is
expected to be adopted in the forthcoming period.

Key challenge of further development and improvement of the labour market outcomes is insufficiently
developed private sector, apart from the flexibility, which points teed to carry out additional
activities to advance the environment for investments and doing business.

Obijectives for the future labour market refoane set based on the labour market analyses, which
pertain to'’:

1. Aligning the education system with the labonarket requirements, in order to overcame the
knowledge and skills supply and demand gap;

2. Strengthening of active labour market policies; and

3. Increasing the labour market flexibility.

In order to achieve the set objectives, the measures that pertathetdollowing will be carried out
continuously:

1 Develop qualifications matching the labour market needs, and which are aligned with the
principles of the National Qualifications Framework;

1 Increase labour force participation in the difmg learning progtmmes and education of
adults;

1 Improve professional development of youth;

"Objectives are compatible with recommendations of the Mini sterial Meeting of May 2015 and Montenegro Progress Report of
October 2014.



1 Improve the design and implementation of active measures by strengthening the monitoring
and evaluation model for existing active labour market policy measures;

Increase funds forrfancing active employment policies; and

Improve legislative framework on the labour market in order to increase further the labour
market flexibility and mobility.
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The budgetary effects of proposed measures are presented in the Table 17.

[.4.2.4 Public Finance R&am
1.4.2.4.1 Tax System Reform

Realisation of the fiscal consolidation measures, set in order to cure the public finances, has resulted in
better collection of budgetary revenues and evident improvement in tax discipline in 2014 as well.Since
the implementation othese measures over a longer term bears a risk that could slowdown future
growth and development, via negative effects on the competiveness of the economy, the ircentive
type measures were also implemented in parallel.

The reforms activities carried outiihg 2013 and 2014 have resulted in an increase of revenues in
excess of 90.0 million euro, which has contributed, alongside the spending rationalisation, to the
recovery of public finances and creation of conditions for improvement of standards fizeaisc

A series of fiscal incentives was introduced in 2014, in addition to the consolidation measures
implementation, and so as follows:

1 For new enterprises and new employment in the northern municipalities of Montenegro, tax
holiday for personal incontax and corporate profit tax payment for a period of 8 years and
for payment of tax on personal earnings of newly employed persons for a period of 4 years;

1 Approval of a discount to taxpayers who make aafhpayment of liability for corporate profit

tax;

Write-off of interest for oneoff repayment of the tax debt;

Higher level recognition of standard costs (from 30% to 70%) for those leasing private

accommodation in the tourism sector;

1 Right to refund the full excise duty value for mineral oils useadncultural and forestry
machines, snowplow machines, as well as part of the paid excise duty for fuel used for heating
and commercial or industrial purposes.
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In order to overcome illiquidity of business operations, a special form of incentive wag ghanid)
2013 and 2014 providing a possibility to net out tax liabilities against the taxpayers assets/property,
which was used to collect tax debt in arrears of approximately 10.0 million euro.

In the forthcoming period, the Government will continue tate and implement tax policies based on
the principles of competitiveness, predictability and consistency, which will ultimately promote
Montenegro as an attractive investment destination.To that end, a metditmm strategy for fiscal
policy implementatio was defined, and has established at the same time core objectives of the tax
system reform:

1 Ensure the public finances sustainability and limit the public debt growth;
1 Reduce tax burden; and
1 Improve investment environment and competitiveness of the Mogdgein economy.

Ensuring the public finances sustainability, while limiting the public debt growth, will be provided by
stipulating new earmarked sources during 2015 for repayment of the debt for construction of the
Highway, and so as follows:



Increase esise duties on alcohol, carbonated drinks, tobacco and tobacco products;

Introduce tax on coffee and gains from games of chance;

Stipulate earmarked fees for retail price of fuel 0.05 euro per litre to finance part of costs for
construction of the Highway;

1 Narrow down the grey economy zomeintroduce criminal liability for payment of wages
gAGK2dzG LI eAy3 GFES&E YR O2yGNROdziA2yaT NBI
which will be financed revenues generated by its implementation undearbhcprivate

partnership approach.
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In order to achieve a balanced budget, for 2015 the tax policy reform envisages:

1 Reduction of the higher personal income tax rate by 2 pp (from 15% to 13%);
91 Increase of the health insurance contribution rate by 0.5 pp.

In order to improve the investment environment and competitiveness of the Montenegrin economy,
fiscal preferences are envisaged for investments in the following sectors:

9 Highend tourismg hotels with 5 or more stars;
9 Production of food products, expect fible primary agricultural production;
1 Capital investment in the energy sector.

Investments in these sectors would provide investors with an entitlement to a holiday from payment of
the VAT, customs duty, municipal utility fees, charges and fees, in ardee fesources to be utilised

in the best, most efficient and fastest manner.This would release a potential for growth, which would
along with supporting reforms in other areas, undoubtedly contribute to a more efficient capitalisation
on resources, ant a faster achievement of the Montenegro economic policy objeg8uengthening

the competitiveness of the economy, achieving higher economic growth rates and increasing the
standard of living of population.

The budgetary effects of proposed measunes@esented in the Table 17.

1.4.2.4.2 Pension System Reform

Key reforms of the pension system, which were carried out in the previous period, were directed
towards ensuring the sustainability of the first pillar of the pension system.

Even though aware of the fatttat the pension system of Montenegro is not sustainable, and having in

mind adverse demographic trends, conditions at the labour market, as well as general state of the
national economy and neighbouring economies, and even broader, which to a grehiaéeernhe

economy of Montenegro, it is estimated that the reforms in this area should be implemented in the
forthcoming period.In this respect, the efforts of the Government will be directed towards finding a new
pension system model, which would be meelaying on individual responsibility for old age, respecting

the social security standards arising from ratified international conventions, along with abolishing
LINEPAAAZ2Y A OGKFG LISNIFAYSR (2 aNBGOGANBYSyYyd dzyRSNJ Y

During 2013 an@014, as a result of the fiscal consolidation, the pension benefits were not adjusted
according to the applicable formulae for adjustment, which has proved to be the best solution for
adjusting pensions after detailed analysis.

Considering that the meastr 2F GFNBST Ay3a LISyarzy oSySTaAGagég o
adjustment of pensions will be applied from January 2015.Bearing in mind trend of parameters for
pension benefits adjustments, i.e. decline of the consumer prices index and reductioravérhge

wage in 2014, if a current formulae for adjustment is to be applied, the pensions benefits should be
reduced.However, in order to preserve standard of the oldest population, the Government has
proposed that a protection mechanism is to be introdutteough amendments to the Law on Pension



and Disability Insurance, resulting in no adjustment in case of negative parameters for pension benefits
adjustment.
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effects caused by postponing the regular pension benefits adjustment in 2015 are presented in the
Table 17.

1.4.2.4.3 Healthcare System Reform

Healthcare policy is determined by a necessity to secure sustainable and stable development of the
healthcare systemyhile being aligned with trends in developed countries.To that end, the reform of
the healthcare system is directed towards the connection and integration into a functional unit covering
primary, secondary and tertiary health care levels, whereby it willige accessible, quality and
efficient healthcare system and consequently higher quality of the health of population.Bearing in mind
that the costs of healthcare are continuously going up and that healthcare systems are hardly self
sustainable, it is nessary to carry out activities creating conditions for a higher sustainability of the
healthcare system, which includes that priorities and their implication on the system of public finance
of Montenegro are set based on the information about health.Irt tleapect, activities in the
forthcoming period will aimed at:
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for acute hospital treatment will create a higher transparency in financing, which will be aligned with
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as better quality of the hethicare services within the available funds.To that end, the Health Insurance

Fund has developed a grouper, as part of the ICT support in introduction of system for payment of acute
conditions under the DR Diagnosiselated Groups and continues with aties on its
implementation.

2. Strengthening the specialdynbulatorycare activity, acute and neatute hospital treatment and
treatment of patients in sameay hospital#\ll hospitals have ambulatecare facilities in specialised
fields, as well amisubspeciality fields developed in the general hospital, in addition to hospital
treatment, which enables better accessibility, efficiency and cheaper medical treatment.By increasing
the number of patients treated in ambulatecgre facilities a numberf those referred to hospital is
reduced and consequently number of hospital treatment days and in relation to that a possibility of
intra-hospital infections is also reduced, which leads to the reduction of hospital costs.

The Clinical Centre of Montenegdras introduced treatment of patients through eday hospitals in
several clinics, and in cooperation with the community health centre, has opened a specialised
ambulatory care facilities in Danilovgrad, which has resulted in reduction of travel eXpepségsnts.

3. Implementing the development programme for a palliative care at the nationalPes#rving,
preventing and improving the health of citizens include also development of an appropriate model for
organisation of the palliative care.In thaspect, the Ministry of Health has established cooperation
with the National Society for Oncology and Palliative Care of Croatia and collected data that represent
a good basis for drafting of a development programme for this area.However, activigesldwaed

down since the model for organisation of palliative care in Montenegro is not yet developed; precisely
prerequisites to pilot a model in one environment are not yet created.

4. Implementing national and international clinical guidelines and es$tiagl clinical directions,
standards, protocols and professional rules based on scientific evidelugted set of national
guidelines has a slow implementation, thus the Ministry of Health will undertake adequate activities and
in that respect monitorteir implementation dynamics.The clinical guidelines (good practice guidelines)
assist medical doctors and patients in making decisions about an appropriate health care in a specific
clinical situation, which will enable rational planning, or controleaittnent costs.



5. Reform of the primary healthcare for the entire territory of Montenggrpart of the primary
healthcare reform, which in principle is completed, segments that affect the implementation of the
caption with a selected medical doctor Wl strengthened.Funds will be provided from the new World
Bank loan that will be approved for continuation of the healthcare system reform.

Activities to implement the cancer screening (colorectal, cervical, and breast) are carried out
continuously.Iln 2015 screening for early detection of harmful use of alcohol and cancer in children is
planned to be introduced.

6. Rationalisation of the Healthcare institutions Network as an optimal spatial distribution of capacities
of public healthcare institutions andncessionairelst accordance with the Law on Health Care, which

is in the parliamentary procedure and its adoption is expected at the beginning of 2015, activities
concerning the rationalisation of the Healthcare network will commence, and one of ithigescivill

be also to establish eight healthcare centres.

7. Development of quality standards and indicams: of the conditions for a good quality and efficient
work of healthcare institutions is permanent improvement of the clinical practice ofhbaadt
practitioners by methods of constant improvement in quality of services.This continuous process
includes collection, observation and comparison of performances (results of work) against the
performance indicators aligned with the international staddaAreas for improvements are
recognised, problems indentified and causes leading to them analysed and possible solutions defined,
including an implementation plan, based on the obtained data.A reliable precondition and efficient
mechanism for assessirgetclinical practice success is provided through collection and comparison of
quality indicators.

8. Development of the accreditation programccreditation Authoritg Monitoring the accreditation
efficiencyAccreditation represents a voluntary procedaagried out upon a request an entity engaged

in health care line of business in line with the accreditation standards according to legal provisions of a
given country or international recommendations (WHO), to professional associat®klug,
ESQH).An@l f dzt GA2Yy F2NJ GKS DSYSNJI f | 28 LIA G § bAlOAD
accreditation process and the Action and Financial Plan forZDii5was also prepared.

9. Assessment of healthcare technologi€sordination in application of healthcaeehnologiedew
technologies are generator of cost increase in the health sector, thus introducing them represents a risk
to financial sustainability of the healthcare system.To that end, the Ministry of Health will establish a
working group to assess jif&bility for introduction of new technologies in diagnosis and treatment,
upon adoption of the Law on Health Care.

10. Regional development centre for chronic-e@nmunicable diseaseBhe Regional development
centre for chronic notommunicable diseasethat operates as part of the Public Health Institute and

is part of the South Eastern Europe Health Network, has prepared a plan of activities for next two years
and is at the same time the Centre for Control of ChronicGmnmunicable Diseases at thegtional

level.

11. Accessibility of prescription medicines2015, conditions will be created for citizens to be able to
take prescription medicines in private pharmacies as well. This will improve the healthcare accessibility,
and will enable control dtinds allocated for medicines.

1.4.2.4.4 Public Sector Wages Policy

The Reforms of the wage system in the public sector will be carried out since the level of wages needs
to be aligned in all segments of this sector, while respecting the same principleffidais,
administration employees at the state and local level, enterprises with majority state ownership and
local seHgovernments, as well as the regulatory agencies and other institutions and bodies carrying out
public services.The objective of suymdlicy is to define, in a uniform manner, setting and exercising



rights to wage, wage compensation and other earnings of the public sector employees, securing funds,
as well as other matters relevant for exercising these rights.The reform of this segchetes also a

need to consolidate the regulatory framework (laws, decisions, decrees, collective bargaining
agreements, statutes and other regulations) governing the area of wages, remunerations and other
earnings of the public sector employees.In addito the key objective aimed at introducing a new
uniform concept for calculating wages for all segments of the public sector, a separate focus is placed
on: the segment concerning the control of the public sector wages policy; correcting inequalities in
wages, depending on the branch of government, and aligning the wage level with the level of
responsibility; increasing transparency of the wage system as well as increasing the level of fiscal
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wages in the public sector for work at same or similar tasks and job positions requiring the same level
or sublevel of qualifications; wage transparency; and their fiscal sustainability.

Principal solutions of theublic sector wage policy reform pertain to:

1 Introducing mechanisms for realistic planning of wages during the planning stage of the Law on

Budget and based on fiscal and magoonomic parameters;

Simplifying the system for increasing or decreasing tibiqpsector wages;

Establishing the equality principle for calculation of wages for all public sector employees, in

line with the education level, degree of responsibility and job complexity;

1 Making equal wages for key persons by the branches of goveti(iegslative, executive and
judiciary);

1 Making equal level of wages for ministers with the level of wages of members of the Parliament
and key positions in the judiciary;

1 Reuvising the policy for payment of remunerations for working groups and workieg bbthe
Government, abolishing supplements and others wage increases;

1 Reducing costs and lowering misuse of the wage system by unifying data on wages and
introducing provisions that supplements include all increases (overtime work, shift work, and
workon days of public holidays);

1 Improving the financial situation in the stade/ned enterprises and local sglbvernment
units.
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It is not possible to quantify fiscal effects of the wage policy reform at present, since the negotiations
among all interestegarties are underway.lt is expected that it will be neutral, since the focus of the
reform is quality, increased transparency and realistic planning of wages.

1.4.2.4.5 Division of Competeas and Resources among Variagels of Administration

The local seljovenmentunits carry out activities within their competences, which are stipulated by
the Law on Local S&ffovernment.Those are the tasks having direct or common interest for the local
population, as well as tasks conferred by a law or assigned by a iegulthe Government.As
opposed to countries in the region, municipalities in Montenegro do not have competences in the
health and education sector.

The Law on Local S@bvernment, Law on Financing Local-Gelfernment and special laws
introducing speific tax forms (taxes, fees, charges, and other) that either entirely or in part are allocated
to the budget of municipalities, govern the local-gelfernment financing system.

The fiscal decentralisation degree in Montenegro is determined based omdieators, share of
revenues of the local sejovernment in GDP and share of public spending at the local level in the
consolidate public spending, which have mainly increased in the previous period continuously, but not
to an extent that would translatato a high decentralisation degree.



One of the objectives of the public sector reform, defined by the Public Sector Reform St@dtegy
2016, in the area of the local sglbvernment reform, is the higher level of functional and fiscal
decentralisationalong with adjustments of financial and material resources of locai@egfnments
with tasks they are performing.

To that end, the decentralisation process should continue, primarily in the fields of education, primary
healthcare, social and child weka employment, as well as in other areas of interest for the local
population.In that respect, a detailed analysis of possibility to introduce a polytypic model for organising
local segovernments, which includes transfer of additional competencesesmlirces to local self
government units, which meet clearly defined conditions, while the locaj®efnment units having

lower development potential and capacities will keep or reduce the scope of existing competences.

[.4.2.4.6 Administrative Reform

Reorganisiion of the Public Sectoln the period covering Q3 of 2013 and Q1 and Q2 of 2014, when
201 activities should have been implemented, in accordance with the Action Plan for Implementation
of the Plan for Internal Reorganisation of the Public Sector, ®btiastwere completed, 46 partially
completed, while 80 activities were not completed.As far as the entire public sector is concerned, there
was a reduction in the number of employees by 36, which is sizeable departure from the planned
number(1,387).In ader to optimise the number of public sector employees, reduce labour costs and
to provide for better allocation of human resource, financial and technical resources, activities in line
with solutions set forth in the Plan of Internal Reorganisation oPthmic Sector will be carried out in

the forthcoming period.Activities envisaged by this document will be intensified in order to avoid usual
delays against set deadlines.

First findings in the area of the civil service system indicate that the LawiloBeBrants and State
Employees and supporting enabling regulations is implemented in the practice, however there are
certain problems that primarily refer to the lack of data completeness of the Central Human Resources
Records and system of human resosrg#anning.In order to create prerequisites for the public
administration authorities to deliver quality services to citizens, entrepreneurs and other entities
(simplification of administrative procedures, higher degree of protection of parties, intradafte
government), the Law on Administrative Procedure will be adopted (the Law is in the process of being
adopted by the Parliament of Montenegro).The analysis of conditions in organisations exercising public
authorities (public agencies, public serdice F YR 20 KSND A& Odz2NNByidf & dzy RS
determine possible problems as well as to issue recommendations for improvement of the
conditions.First findings show a high diversity in status and functioning of organisations with public
authorisations, as well as that there is no satisfying degree of control over legaldyairugriateness

of their work.

Activities concerning the amendments and supplements to the Law on Logab%aifiment are in
progress, objective being to improve the leffaimework for successful functioning of local -self
government (public nature of work of local sghivernment, financial sustainability, human resources
management, etc), precisely to regulate in more complete and precise manner legislative assumptions
for rights of citizens to be exercised at the localgelfernment level.In line with the Law on Regional
Development, majority of municipalities have adopted strategic development plans.Loeal self
government units that are late with the obligation to adsipategic development plans, which are one

of the assumptions for creating conditions for their faster development and for use of funds from the
IPA funds, will adopt their development plans in 2015.

Bearing in mind the share of wages in total Budget redip&res, as well as sizeable difference in the
level of wages of the public sector employees, in accordance with the Reorganisation Plan, activities
concerning the adoption of a comprehensive legal framework for calculation of wages of public sector
employees are underway (draft Law is being aligned with the trade unions).



Financial management and conti@f users of the budgetary funds have appointed persons to establish
and develop financial management and control (75 at the central and 14 at the local level), 30 users of
the budgetary funds have developed action plans for implementation of activitiegromg the
establishment, implementation and development of financial management and control, adopted by
managers of entities (28 at the central and 2 at the local level), 60 budget users have adopted internal
rules and procedures in the form of books prbcedures (51 at the central and 9 at the local
level)Internal audit:All public sector entities at the central level that were obliged to do so have
established an internal audit unit.They have assigned 37 internal auditors.Some 32 users of the
Montenegro Budget funds have conferred the internal audit tasks to the internal audit unit of another
entity based on an agreement.In such manner, entities of the public sector have established the internal
audit function that covers more than 95% of the MontewweBudget funds.An office for internal audit

was established in 13 municipalities (which have 23 internal auditors), out of 15 municipalities where
such obligation exists.70 internal auditors in the public sector were certified so far, of which 45 have
acquired CIPFA certificates and 25 national certificates.Activities in the internal financial control area
will be focused on strengthening the management responsibility, improving the financial management
and further human resources strengthening of intemalit units, in terms of number of auditors and

their professional development, in the forthcoming period.

It is not possible to quantify budgetary effects of proposed measures.

[.4.3 Budgetary Implications of Major Macroeconomic Structural Reforms

The Tablel7 provides an overview of quantified fiscal effects of those structural reforms or structural
policy measures that have been presented in details in previoushsyber.In terms of the
methodology, the table is composed based on inputs obtained forfispsegments of structural
reforms, and which could be quantified.Quantified reforms/measures essentially demonstrate what
would be the change in budget revenues or expenditures due to introduction of specific structural
reform/measures if compared to thstuation where such reform would not be put in place, thus if
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Structural reforms/measures have impact both on the Budget expenditures and on its revenue side. As
far as the budgetary expenditures are concerned, ting ingplementation of specific structural reforms

is monitored by certain increase in expenditures, due to preparation and implementation of individual
reforms.Increase of budgetary expenditures caused by structural reforms/measures in the table is
marked vith sign plus (+), and if the reform causes a decline in expenditures then it is marked with sign
minus ¢).

As it could be noted in the Table, it is estimated that in the summary effect in 2015 of envisaged
structural reforms/measures will cause an insean budgetary expenditures of 227.1 million
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lower and will amount 226.8 million euro in 2016 and 226.7 million euro in 2017.The most notable
increase of bdgetary expenditures in the field of structural reforms will be the costs for the
construction of the Highway section Smokaeat 6§ SOS@2 | yR AYyONBIFasS Ay
implementation of new economic policy measures in the labour market area is andétieehe large

item.

Structural reforms/measures may have impact on the revenue side of the Budget as well, and most
often in the form of increase in revenues, such as in the case of introduction of new forms of taxation
or increase of tax rates, and thesee also cases where a structural reform may cause reduction of
budgetary revenues, as is the case of reduction or abolition of some tax rates.Increase in budget
revenues caused by a structural reform/measure in the table is marked with sign plus {#jhand
reform causes a decline in revenues then it is marked with sign minn2015, it is envisaged that



due to introduction of structural reforms/measures, principally due to the tax reform, the total volume

of the Budget revenues willbe by 31.8 M f A2y SdzZNP KA IHKBE N2 NXKI §O8zy RENZ & &
budgetary effect on the revenue side will also continue in the next two years, whereby the envisaged
volume for 2016 is 31.1 million euro and 31.2 million euro for 2017.

Considering that thentreasing of the budgetary expenditures is going to exceed the increase of
revenues, it is reasonable that Montenegro will record a net negative effect of structural reforms as far
as the national budget is concerned.Such negative net effect is estinoalbed196.1 million euro in

2015, 195.7 million euro in 2016, and 195.5 million euro 2017, which are primarily a consequence of
high expenditures for financing of the highway and inability to quantify positive budgetary effects for
majority of the plannedeforms. Finally, it should be emphasized that only direct fiscal effects are taken
into account, while the indirect effects are not covered here i.e. those expressed through impact in
increase/decrease of the economic activity for specific fiscal categorie

Tablel7 Budgetary effects of planned reforms

Highway BARBOLJARE

2014 2015 2016 2017
Construction of the Highway section Smokovact G SOS @2
Net Budget impact -206,000,000 -206,000,000 -206,000,000
Direct impact on Budgetamgvenues
Direct impact on Budgetary expenditures 206,000,000 206,000,000 206,000,000
Labour Market
2014 2015 2016 2017
Active employment policy
Net Budgetary impact -2,200,000 -3,200,000 -4,600,000 -4,900,000
Direct impact on Budgetamgvenues 1,000,000 1,400,000 2,000,000 2,100,000
Direct impact on Budgetary expenditures 3,200,000 4,600,000 6,600,000 7,000,000
Ensuring social safety of unemployed persons
Net Budgetary impact -8,800,000 -9,600,000 -9,600,000 -9,600,000
Direct impacton Budgetary revenues 2,200,000 2,400,000 2,400,000 2,400,000
Direct impact on Budgetary expenditures 11,000,000 12,000,000 12,000,000 12,000,000
Legislatiorg Labour Law
Net Budgetary impact 800,000 300,000 300,000
Direct impact on Budgetamgvenues 800,000 300,000 300,000

Direct impact on Budgetary expenditures

TOTAL BUDGETARY IMPACT OF THE REFORM IN TH

LABOUR MARKET AREA -11,000,000 -12,000,000 -13,900,000  -13,900,000

TAX REFORM

Excises

Net Budgetary impact 9,000,000 9,000,000 9,000,000
Direct impact on Budgetary revenues 9,000,000 9,000,000 9,000,000
Direct impact on Budgetary expenditures

Personal Income Tax

Net Budgetary impact -4,000,000 -4,000,000 4,000,000
Direct impact on Budgetary revenues -4,000,000 -4,000,000 4,000,000
Direct impact on Budgetary expenditures

Contributions for Health Insurance

Net Budgetary impact 2,700,000 2,700,000 2,700,000
Direct impact on Budgetary revenues 4,200,000 4,200,000 4,200,000
Direct impact on Budgetamxpenditures 1,500,000 1,500,000 1,500,000

Fee for the highway

Net Budgetary impact 9,000,000 9,000,000 9,000,000
Direct impact on Budgetary revenues 9,000,000 9,000,000 9,000,000
Direct impact on Budgetary expenditures

Tax on coffee and gairfer the games of chance

¥These are envisaged fiscal effects of the fiscal reform proposed

PolicydRef orm Perspecti veso6, enaidDesambed 20b4ywhithhisenot €ntirelyetramslated into legislative
proposals, which should be adopted by the Parliament of Montenegro.



Net Budgetary impact 3,200,000 3,200,000 3,200,000
Direct impact on Budgetary revenues 3,200,000 3,200,000 3,200,000
Direct impact on Budgetary expenditures

Suppressing the grey economy

Net Budgetary impact 5,000,000 5,000,000 5,000,000 5,000,000
Direct impact on Budgetary revenues 5,000,000 5,000,000 5,000,000 5,000,000
Direct impact on Budgetary expenditures - - - -

TOTAL BUDGETARY IMPACT OF THE TAX REFORM 5,000,000 24,900,000 24,900,000 24,900,000

REFORMS INHE AREA OF THE HEALTHCARE SYSTEM

NET BUDGETARY IMPACT REFORMS IN THE AREA

HEALTHCARE SYSTEM -1,200,000 -1,000,000 -700,000 -200,000
Direct impact on Budgetary revenues
Direct impact on Budgetary expenditures 1,200,000 1,000,000 700,000 200,000

PENSION SYSTEM

Pension adjustments

Net Budgetary impact 11,000,000 -2,000,000
Direct impact on Budgetary revenues
Direct impact on Budgetary expenditures -11,000,000 2,000,000

TOTAL NET IMPACT OF PROGRAMMES AND MEASIL 3,800,000 -196,100,000 -195,700,000 -195,500,000
Direct impact on Budgetary revenues 8,200,000 31,000,000 31,100,000 31,200,000
Direct impact on Budgetary expenditures 4,400,000 227,100,00 226,800,000 226,700,000
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.5 Implementation of the Economic Policy
Guidance

This chapter describes the response of Montenegro to the economic policy guidance adopted at the
regular annual Joint Ministerial dialogue of 6 May 2014, attended by ministers of economy and finance
of the EU member states and candidate countries, reptasea of the European Commission, the
European Central Bank, as well as representatives of central banks of candidate countries.

[.5.1 Public Debt; Impact on the Public Debt of the Construction of the Highway
Priority Section Smokovacl 6§ SOS @2 T L 0blidNiRagck Vrahspar&ndy t

The public debt reduction is the strategic objective of Montenegro in the area of public finance, precisely
reduction of its share in GDP, which could be achieved with different combinations of twe macro
economic categories.Orw# them, which is assessed as being realistic having in mind the conditions in
Montenegro, is based on an accelerated economic growth, which is not possible without sizeable
investments.The fact is that such investments may have an adverse effect oimdisesbrs over a

medium term, such as public finance deficit and public debt, while over-telonghey can, by virtue

of increasing the economic growth rate, consequently increase public revenues, create conditions for
stabilisation of public financ@s> Ay Of dzZRAy 3 I f &2 adF NI 2F (GKS NBRdzL

The Law on Budget and Fiscal Responsibility (entered into force in May 2014) stipulates the fiscal rules
concerning the deficit and public debt level, which are aligned with thetitdascriteria. The Law
defines, amongst other, the budget planning and execution is such manner that the public debt will not
exceed 60% of GDP.Even though the logic behind the Law is for budgetary expenditures to be covered
by revenues, it does howevenable certain exceptions.Thus, it is possible, in accordance with Article

21 of the Law, to breach the limit in events when funds are used for financing projects of national
interest and approved by the Parliament (the Law on Highway was adopted on &Be26d?).The
assessment was that the BBwoljare Highway construction project, precisely construction of its priority
sectionSmokovaca I 4§ SOS @23 YSSGa (GKSaS NBdZANBYSylaobl YS¢
impetus to the growth and development@tonomy, over a short and medium term, by increasing the
public financed investments, while in the long term faster development of the Northern region, better
utilisation of natural and economic potentials and better connectivity of the Port of Bar gibmak

markets using this facility for export and import of goods.

The cost for the design and construction of the Highway priority section is 809.6 million euro, of which
689.0 million euro (85% of funds) will be provided from the Exim bank loan (repgyenea of 20

years, including a grace period of six years, with annual interest rate of 2%), while the State will provide
the remaining funds of 120.6 million euro (15% of funds).Works will commence at the beginning of
2015, after the Chinese partner ddops a main design.The contractor, Chinese com@&GECRBC

has the obligation to complete the design and construction oHigaway priority section within 48
months, as well as to engage domestic construction industry and other related lines ofddisine
realisation of 30% of the total investment.

The fact is that in the next four years, due to model of financing the Highway construction, the public
finance deficit will increase temporarily (to around 5% per annum).Namely, the public financeavould b

Ay OlFasS 2F ay2 LINR2SOG¢ aOSylFNAR2 NBO2NR | &dzNLlJ d
fiscal policy management in Montenegro.The debt will rise solely as a consequence of the project, from

the present close to 60% to almost 70% of GDEOL8, and after that it takes a downward trend.In

z A -
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GDP, but even with the loan for the highway construction, it remains below the average public debt
level in the Euro area and the EU.

The Government of Montenegro has already acted against increased risks linked with the realisation of

the Highway project and has done so with measures both at the revenue side and expenditure side of

the Budget.As far afi¢ revenue side of the budget is concerned, the Government has adihaed

Analysis of Certain Tax Policy AspeBtsforms Prospedts December 2014, which contains conceptual

solutions for planned tax reform.In line with this document, a set of lalvsendimended with aim to

(a) increase the degree of public finance sustainability and limit the public debt growth, (b) reallocate

tax burden in such manner to purport growth more extensively, and (c) improve the investment
environment and competitivenes$ the Montenegrin economy.Proposals contained inXhelysiare

also quantified and results are presented in the Table irckapter 4.3.1t should be emphasized that
GK2a$S LINRLRalfa FNBE y20 AyOfdzZRSR Ay GKS FAaOlFf L

Measures at the revenue side of the Budget will be accompanied with a preparation of dggetm
measures aimed at the expenditure side of the Budget, in the forthcoming period.A principal objective
of these measures will be to govern the public sector wagerayahd to establish a pension system

that would be sustainable not only over a short run but also over a medium and long term.Within the
EU accession context, the Government will continue to place a special attention to costs directly arising
from the aligmment with the EldicquisEven though the construction of the Highway in the period 2015
2017 will not affect the reduction of the annual capital budget volume for other investments in
comparison to 2014, a special consideration will however be on thegaoikiheir priority.

[.5.2 Revision of the Oldge Pension Benefits Indexation System; Public Sector
Reorganisation Plan; and Reform of the Public Sector Wages System (more
details in sectiod.2.4 Public Finance Refgrm

Defined model for pension benefitgljustments will be kept in the forthcoming period, since the

analysis has shown that the existing formulae is a good solution over a long term.During 2015, after the
RdzNF GA2y 2F FAAO0FE O2yazftARFOA2Y YSIRHUNDE Ky &H s
and 2014, pension benefits would have been reduced due to negative parameters making the formulae
(consumer prices index and average wage in 2014).However, in order to preserve standard of the oldest
population the Law on Pension and Disgtlitisurance will be amended (the Law is in the parliamentary
procedure) in such manner that the pension benefits will not be adjusted in case of negative parameters.

Even though aware of the fact that the pension system of Montenegro is not sustainddi@yving in

mind adverse demographic trends, conditions at the labour market, as well as general state of the
national economy and neighbouring economies, and even broader, which to a great extent affect the
economy of Montenegro, it is estimated that tteforms in this area should be implemented in the
forthcoming period.In this respect, the efforts of the Government will be directed towards finding a new
pension system model, which would be more relaying on individual responsibility for old age, while
respecting the social security standards arising from ratified international conventions.At the same time,
0SYSTAGA GKFG LISNIFAYSR (2 GNBIANBYSY(d dzy RSNJ Y2N
In order to optimise the number of public sector employeesduce labour costs and to provide for
better allocation of human resource, financial and technical resources, activities in line with solutions
set forth in the Plan of Internal Reorganisation of the Public Sector are carried out.Tasks were not
implemerted in line with the planned time schedule so far, thus it is necessary to intensify activities
concerning the implementation of the said Plan.

Bearing in mind the share of wages in total Budget expenditures, as well as sizeable difference in the
level ofwages of the public sector employees, in accordance with the Reorganisation Plan, activities



concerning the adoption of a comprehensive legal framework for calculation of wages of public sector
employees are underway (draft Law is being aligned with &k tunions).

1.5.3 Improving the Business Environmentt & [ SIA &t GA DS D d&z
Reducing/Abolishing Fee for Equipping Buildable Land and Finding Solution for
Sustainability of Public Finances at the Local Level

According to data of the latest World Bank Rgptire Doing Business 2015, in the overall rank
Montenegro has advanced by 6 positions, frorf #236", out of 189 ranked countriegven though a
AAAYATFAOLIY(G STFF2NI 6+ a YFIRS dzy RSNJ G KS "oyd88A Ol {2 NJ
position), where the reforms implemented in the field of reducing fess for delivery of municipal utility
services were recognised, as well as abolition of fees to municipalities for obtainindevbiopment

and technical conditions, there is considerablem for improvement.To that end, activities to simplify
procedureswill be intensified,as well as to create anidhplement the onestop shop for issuing
construction permits at the local sgjbvernment units.

Bearing in mind the need to ensure the fisaadtainability of municipalities, while retaining the need

to improve the investment environment, the fee for equipping buildable land, as one of the key levies,
will be gradually abolished in the period from 2016 to 2020.Criteria and limits for the tofh tlum fee

will be set until such time the fee is abolished.This will leave room to municipalities for consolidation
and replacement of revenues.Tax on immovable property will be increased, as a tax that has lowest
negative effect on the economic growth,order to improve finances at the local level.

{AYyOS GKS ! QGA2y tfly TF2N LYL®veydlopied ((7AVRy20R2F GKS
reviewed on 12 September 2013) and as of Q2 of 2014, 987 recommendations out of 1,446 accepted
recommendaibns were realised (realisation degree is 68.3%).Realisation of 172 recommendations is
envisaged for 2015, while the remaining recommendations will be realised during 2016 and 2017.

1.5.4 Aligning Educatidf and Skills with Labour Market needs; Establishintgibet
CooperatiormamongBetween Educational Institutions and Economy; Introducing
Higher Labour Market Flexibility through Distinct Collective Bargaining
Agreement for the Public and Private Sectors

Structural mismatch of supply and demand remains as aéomgchallenge of the Montenegrin labour
market.One of the labour market reform objectives is to align the education system with the labour
market needs, in order to overcome gap between the supply and demand and knowledge and skills.The
following measurewill be continuously realised with the aim to achieve the abovementioned objective:

a) Development of the National Qualifications Framework (NIDIE)of the strategic objectives in
the education policy is development of vocational education and carrietati@, in order to
develop professional competences for easies labour market entry and successful carrier

¥Legislative 0 Gposthnalgsis of effedis of psovisions ofehe existing legislation 8 amendments to or abolishing

legislation with objective to shorten deadlines, minimise administrative costs and streamline procedures.
20 The Education Sgtem reform and its alignment with the labour market needs is addressed in series of strategic development
documents: Study on Labour Market Needs from the Higher Education (adopted in December 2013); Strategy of Vocational
Education Development in Montenegro 2015-2020 (adopted in December 2014); Plan of Education of Adults 20152019 adopted
in December 2014). The Lifelong Entrepreneurial Learning Strategy 20152019, along with the Action Plan is also adopted, which
is a contribution ot the development of human resources and increase of the human capital, and consequently to the development
of competences aligned with the labour market needs.



b)

development, which is carried out, among other, through development of standard
occupations, standard qualifications and modular education progran(fioe elementary,
secondary and higher vocational education) and special programmes, which are taking into
account the labour market needs.A need for missing skills and qualifications will be established
through cooperation of all partners based on retgveesearch, data and forecasts for
development of specific sectors, and consequently the labour market needs:8eetor
commissions will establish a need for all types of qualifications, which will be composed of
representatives of employers and theigsaciations, trade unions, institutions engaged in
development of education, competent ministries, universities.

Lifelong learning and education of adulf$te concept of liféong learning is exercised through
formal education, informal and formal learning.ldiag learning is not a staralone system
operating in parallel with the formal education; rather the formal education is part of the life
long leaning.Valuing knowledge, skills and competences of individuals who have acquired them
in various contexts (ethe-job, informal and formal learning) will improve the structure of the
available labour force and thus reduce the structural unemployment.

Advaning the jobskills training of youthThe Program of jebkills training of university
graduates is carried out in accordance with the Law orSRdls Training of Persons with
University Degree.The Program enables persons with university degree witheupgrience

at certain education level to acquire knowledge, skills and competences to carry out
independently activities and tasks, that will enable them faster participation in the labour
market.In order to advance knowledge, skills and competencasipendent carrying out of
activities and tasks for persons having acquired second and third level vocational education
under NQF, the activities concerning the preparation of the Program feakillsbtraining of

the Secondary School Graduates are uwdg.Likewise, programmes relating to the
employment of youth during the season are implemented as part of the active employment
policy measures, the objective being to resolve temporarily problems of their unemployment,
for them to acquire job experiendenore detail in Part Il of the document, itern Fuman
Capitalg Education and Structural Unemployment).

Social partners and the social dialogue participants are involved in the process of defining the

development strategies and objectives for changesiéneaducation from the very beginning of the
education system reform.In that respect, they are also involved in the deaiaking process through

sectoral commissions, council for qualifications, the National Education Council, school boards and
other prdessional bodies.Representatives of employers and employees are participating in working
groups for development of new standard occupations and are members of the body that adopts

them.Representatives of the Chamber of Economy of Montenegro, the UniommbyEr of

Montenegro, the Trade Union of Education Sector and the Trade Union Confederation of Montenegro
are participating in accreditation of educational programmes and training programmes through

representatives in competent councils.

Improvement of tle onthe-job education with employers, which will include both students and
teaching staff, will represent a particular challenge in the forthcoming period.

The new General Collective Bargaining Agreement was signed in March 2014, which covers both the
public and private sector and which has opened space for increasing the labour market

flexibility.Introduction of provisions concerning the employment contexchination enabled easier
firing of employees.There are 19 sed@vel collective bargaining agreements, in addition to the
General Collective Bargaining Agreement in practice in Montenegro.



[.5.5 Implementing the Voluntary Restructuring Programme (so c&lledgorica
Approach) in order to Resolve Problems of N&& NF 2 NY Ay 3 [ 2 YV a
Balance Sheets

The Central Bank of Montenegro and the Ministry of Finance, in cooperation with the World Bank, have
prepared the Proposal of the Law ®&oluntary Financial eRtructuring of Debts with Financial
Institutions (the Law is in the parliamentary procedurepas of the Project for resolution of nen

performing loans, s® 1 f t SR dat 2RIZ2NAOI ! LILINR I OKEé oLy a G NHzYSy (i &
legal framework tht supports and incentivises real restructuring intloécourt proceedings of
economically viable economic entities, which will eliminate reasons for their bankruptcy, which as a rule

puts both creditors and debtors in much harder position.The finamsi@licturing, within the meaning

of this Law, means that debtoreditor relations between a debtéegal person (business entity and
entrepreneur) or natural person (user of a mortgage loan), which are suitable for financial restructuring,

and creditorsare to be regulated again, while having entitlement to certain incentives.

The implementation of s®F f t SR at 2RI2NAOF ! LIINRF OKé gAff 0SS L
Law, which is expected at the beginning of 2015.However, the very implememthtiom Project is

based on the voluntary principle, as well as that any other creditor of the debtor could participate in the
financial restructuring process, in addition to banks and other financial institutions (MFIs and leasing
companies), thus it isoh possible to give a precise estimate on the share ofpssforming loans
(classification group C) which could be restructured in accordance with this Law.

In the mealtimeunder the same project and in line with amendments and supplements to the Decisio

on Minimum Standards for Credit Risk Management in Banks from November 2013, the Central Bank
has obliged banks to: adopt special strategies for dealing witipeidorming loans over a three year
period; set annual operational objectives to execute ¢hstsategies; and report on gquarterly basis to

the Central Bank on their implementation.From submitted strategies of banks for dealing with non
performing loans one could draw a conclusion that at the end of 2016 the growth -pierfonrming

loans (NPLs)ilvbe stopped and they will be reduced on aggregate level.

In line with the abovementioned, it is estimated that the voluntary restructuring that would be carried

out in line with the said Law and an increased activity of banks, taking place in accaevilance
NBIljdZANBYSyYyGa F2N¥Y GKS /SYyGaNIrf . Fyl1Qa NBIdzZ | GA2Y 3
and ultimately result in their reduction over the coming period, which is the objective and interests of
potentially interested parties the Lawtésgeting.

[.5.6 Finding a Sustainable Solution for the Kombinat aluminijuma Podgorica (KAP)

After adoption of the Decision of the Commercial Court in Podgorica in declaring bankruptcy of the
debtor Kombinat aluminijuma Podgoriéduiminium Plant Podgorigahe bankruptcy administrator has
published two announcements for sale of assets, in accordance with the Law on Bankruptcy.

Four offers were received at the first announcement for collection of offers in writing for purchase of
assets of KARIn bankruptcy gublic opening of offers in writing under this public announcement was

R2yS 2y wmn WFydzNE wamn0OX YR (GKS F2ft26Ay3 0O2Y]
Politropus Alternative DOO Tivat, Getsales Ltd London, and Alemani Trade DOO Beograd.The
bankruptcy administrator has made a decision to accept only the offer of Politropus Alternative DOO

Tivat for purchase of part of assets of KAP, and to issue the second public announcement on sale for the
remaining assets.

One offer was received at thecsmd Announcement for collection of offers in writing for purchase of
assets of KARIn bankruptcy (public opening of offers in writing under this public announcement was
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has offered total purchase price of 28.0 million euro (opening price at the second announcement),
under the terms described in more details in the offer, and plans to invest 76.0 million euro and employ

300 employees.The bankruptcy administratas made a decision to accept the offer of Uniprom DOO
bA{OAGZ YR KFa &aA3aySR | LWz2NOKFA&AS FyR altsS 02yl
2014.

After the purchase and sale contract was concluded, the former owner of KAP, the Central European
Aluminium Company (CEAC) has initiated the court proceedings.The company Uniprom has paid in 4.0
million euro and the bankruptcy administrator has extended the deadline for payment of the remaining
24.0 million euro for six months (until mid March 2015l uhe court proceedings in Nicosia and
before the Commercial Court in Podgorica are finalised.It is expected that the sale will be completed
within that deadline.

Regardless of the assets sale process, in order to sustain the production processy poggisgent
reduction of the bankruptcy estate and consequently to protect interest of creditors and other persons
having interests linked with KAP (employees, shareholders), the bankruptcy administrator has signed a
Contract on Business and Technicag@oation with Uniprom in July 2014.

After taking over the management based on the Contract on Business and Technical Cooperation,
Uniprom has commenced with certain reconstructions, while it is expected that the investments will
continue even after the & procedure is completed.At present, 533 persons are employed and the
monthly production is 3,440 tons.

e



Il PART

Sectoral structural reforms
to promote competitiveness angrowth



|l.1Introduction

[1.L1.1 Sectoral Obstacles to Economic Growth of Montenegro

Development model of Montenegro in years following immediately upon its independence was based
on the strong domestic consumption, which was enabled by high inflow of foreigmaation, both

in form of foreign direct investments as well as in the form of banking loans.The outburst of the crisis
led to a national economic growth downturn.Even though an economic growth was generated in recent
years, new reality in the internatial environment has clearly showed that the development model that
existed before the economic crisis could not produce any longer the economic growth rates
Montenegro recorded in the period before the start of economic crisis and which is strivingdacppr

in the forthcoming period as well.

The crisis Montenegro has gone through in recent years has not only reflected on the reduction of its
economic growth outturn, but also on reduction of its kkeign potential growth.Key challenge for the

country, lke is the case in all other neighbouring countries as well, is the issue on how to regain higher
SO2y2YAO0 3INRGUOUK NIraGdSaz 2N K2g G2 NBY2@S [3lFAy i
prominent development of potentials for faster economic growth.

The Chapter 4.1 of Part | of the Montenegro Economic Reform Programme f@@FL&ERP) provides

a detailed overview of those constraints to the economic growth of Montenegro having horizontal
nature.These primarily refer to obstacles in the area ofipdislance and financial sector.Moreover,

the economy is facing also a series of constraints which couldbeclassified as sectoral obstacles.Those
are chiefly obstacles arising from relatively narrow economic structure of Montenegro, as well from the
existirg characteristics of the human capital and physical infrastructure.

A systemic expansion of the production and export base of the economy needs to take place in order
for Montenegro to take a longerm stable economic growth path in the forthcoming pefioghort of

goods, especially if metals are excluded, has rather low share in the national GDP and is considerably
lower if compared to many more developed small countries.Thus there is pronounced need in
Montenegro for production diversification of the ecomy. The World Bank analysis (Country Economic
Memorandum, 2013) confirms that the potentials for growth of the Montenegrin export of metals and
consequently of revenues generated from this segment, are rather limited.lIt further indicates that even
though there is room for diversification of production in some argakar example being the agro
industry and its connection with the tourism sectotheir potential in terms of revenue increase is
relatively limited.

The human potential quality is the keyraknt to enunciate competitive advantages of Montenegro in

the forthcoming period.The existing education system is still to a certain degree steered towards
employment in the public sector.In order for the country to continue on the path of diversifioation
economy and export expansion, further changes will be needed, both in the very education system but
Ffaz2 FYy2y3a (GKS &d0dzZRSydiaQ 2NJ LlzLIAt 4Q LINBFSNByOS
strengthening of the human resources potential, not onlythat level of human resources with

university education, but also at the level of various vocaticnadils profiles.

In order to reduce differences in development among specific regions of the country and in order to
improve its connectivity with neighbadng countries and the EU, Montenegro should considerably
improve its physical infrastructure as well, chiefly in the transport and energy sectors.Construction of
the new transport infrastructure, especiallythe highwayconnecting the Coastal Region of &gpaten
with the North is of the key relevance to invigorate cohesion of the country.Good quality transport
connectivity with the North of the country is a prerequisite for faster development of this region,



particularly in the areas of tourism and agricudtuand thus the increase of economic growth of the
entire country.

Montenegro has notable, but insufficiently utilised, potentials in the energy sector.New investments,
both in electricity generation facilities and in good quality facilities for elegtiiaitsmission to the
Western Europe and regional electricity market, will contribute to its full utilisation.

Active use of information and communication technologies is of utmost importance for a small country
like Montenegro.ICT could bring a substdrg@ntribution in cementing the competitive capacities of

the country, improving the investment climate and bolstering the innovation potentials of the
country.The World Bank analysis mentioned above, points out that the investments in infrastructure of
information and communication technologies and related human resources profiles have large potential
in terms of invigorating the economic growth and creating high quality jobs.

[1.1.2 Montenegro Sectoral Structural Reforms Priorities based on its Strategic
Documats and dialogue with the EU

Montenegro has defined its strategic objectives in the area of economic development for the next
mediumterm period in two core documents.FirstDevelopment Directions of Montenegro for the
Period 2012016 (MDD}, isthe GovBly) YSy 1 Qa R2 OdzYSy & KI @Ay 3a GKS 2062
of the mediumterm investment and development plan, which will propel the realisation of
development priority which would encourage economic growth in the country.The PRCG has identified
tourism, energy, industry, agriculture and rural development as priority sectors of Montenegro
development.Primary objective of the second strategic docurpeéSauth East Europe Development
Strategy by 202@ndaction plan for its realisationis to reach higland sustainable economic growth,

and by doing so to purport higher economic growth in the region, increase prosperity and create new
jobs, all by heightening regional cooperation and link with the EU.The Strategy is clearly oriented
towards improvement othe South East Europe competitiveness and defines a holistic development
pattern for the region, while striving to stimulate key leegn growth factors: innovation, skills and
higher trade in goods in the region.Apart from these two strategic docunibats, is also a series of
sectoral strategies linked to these two umbrella documents.

Save for sectoral priorities of Montenegro contained in its strategic documents, EU documents are key
inputs for defining the priorities in this segment of the National Economic Reform Programme (ERP).Out

of them, the especially important are t@®nclusios of the Joint Ministerial dialogue of May 2014, the

OdNNB LIStY /2YYAA33a4A2Yy Q&4 a2yiSySaNeB t NEPaINBaa wSLRNI
Montenegro 20142020These three documents provide a set of assessment on the present state of the

M2y GSySaNrQa SO2y2YeaoLy (GSN¥ya 2F (Kz2aS R20dzySyl
assessments of the European partners about obstacles to development Montenegro is facing and
recommendations for their removal, precisely on how to create conditradreasing international
competitiveness and by doing so for a faster economic growth.



[l.2Macroeconomic context and scenario

[1.2.1 Main Characteristics of the Macroeconomic Scenario for the Period¢Z2l

This chapter provides an overview of macroecongrogections for the period 2018017, which is
presented in details in the swudhapter 11.2.2 of the ERP, but also includes the effects of structural
reforms, both those in the macroeconomic sphere (see chapter 1.4 of Part | of the ERP) and those of
sectorl nature (see Chapter Il of this Part of ERP).The latter one refers principally to envisaged loans
to small and mediursized enterprises (SMEs), growth of investments and increase of export of goods
and services (which will be supported by envisaged unessin the area of energy, tourism,
encouraging investments, SMEs development, etc).

The following table provides a selection of several core data on the macroeconomic projections of
Montenegro for the period 2018017, while the complete table is contathin the subchapter 1.2.2

of the Part | of ERP.As presented in the said table, even though a notable national economic growth is
envisaged due to investments in the years to come, it will be accompanied with much slower growth of
employment, thus the is® of further unemployment reduction will continue to remain one of the key
economic issues of the country that should be under a special lens.

Tablel8 Macroeconomic projections 2013017
Montenegro: Macroeconomic projectior)1517

2013 2014 2015 2016 2017

b2YAYyIlt D5t Ay YA 3.327 3.393 3.547 3.737 3.964

Nominal growth 57 2,0 4,5 5,4 6,1

Real growth 3,3 2,0 3,5 3,8 4,0

Inflation (at yeatend) 2,2 -0,5 1,0 15 2,0
(u % BDR)

Core items:

Current account deficit -14,6 -14,2 -13,3 -13,8 -14,6
Export 41,8 41,1 41,3 41,2 40,8
Import 62,1 60,4 59,5 59,7 59,9
Other 57 51 4,9 4,7 4,4
Household consumption 80,6 80,3 78,8 77,9 77,0
Gross investments 18,1 19,2 20,1 21,7 23,6
Governments spending 21,6 19,7 19,3 18,9 18,5
GDP deflator 2,2 0,0 1,0 15 2,0
(realne stope rasta % )

Real GDP growth 33 2,0 35 3,8 4,0
Domestic demand 2,9 11 2,6 4,0 4,5
Household consumption 0,8 0,5 1,6 2,6 2,7
Gross investments 0,3 3,5 8,0 12,1 13,3
Governments spending -4,9 15 1,3 15 1,8
Export -2,1 0,4 4,0 35 3,1
Import -6,8 -0,7 2,0 4,0 4.4

100,0
F32RA0y2A NYad dzzz 12 yAres

Core assumptions:
Employment growth 3,0 0,8 15 1,2 0,8
Unemployment (LFS) 19,5 19,4 18,2 17,6 17,2
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FDI % GDP

Domestic loans (corporate
Export growth

Import growth

9,7
50
0,1

-4,7

10,7
1,7
0,4

-0,8

11,6
3,9
5,0
3,0

14,7 13,9
4,6 5,2
5,0 52
5,6 6,5

SourceMinistry of Finance of Montenegro

[1.2.2 Connectivity and Interdependency of Structural Reforms at Macro and Sectoral

Level

Presently there is no uniform methodology that would comprehensively analyse obstacles to economic
growth of the country.However, by using various methodologies, rangimgnfracreeconomic and

fiscal analysis, through institutional and sectoral analysis, up to the-esiocnomic analysis based on

the behavioural analysis of some legal entities and households, these obstacles may be divided into two

core groups.One group isaae of macreeconomic obstacles, such as those in the field of public

finances and financial systems, and other horizontal obstacles as for example obstacles in the labour
market area and business environment area.Second group of obstacles are moreoil sect
microeconomic nature.Both groups of obstacles are tightly intertwined, which sometimes makes it

difficultor even preventing their classification in one or another group.Furthermore, in terms of the
methodology it is not quite clear, in the firsapé, how to decide what is an obstacle to development,

FYR aSO2yR K2¢g (2 |ljdzZ yaarTe
factors to faster economic growth, but only some of them are a serious obstacle to economic
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growth.Theirreduction or even elimination would have a strong positive effect on the economic activity

of the country.Moreover, reduction/elimination of obstacles to growth has also a time dimension.While
the reduction/elimination of certain type of obstacles is aiaéto faster achieving higher economic

growth rates, reduction/elimination of some other may have positive effect on the economic growth

only over a mediurterm or even a longerm.

Subchapters 1.4.1 and 1.4.2 of the Part | of ERP present structtoahsehaving a mactfiscal effect

and define key obstacles to growth and increase of competitiveness at the-fisaatdevel, while this

part of ERP discusses sectoral reform measures more of ago@romic or sectoral character, which

also have as avbjective to remove obstacles to economic growth.As already noted, sometimes it is not
possible to make a precise distinction between them.In such context, the case of the highway
construction is a typical example.Even though this is undoubtedly a $eutujesct, it also has rather

important macreeconomic implications.Similar situation is with some reform measures in the area of

improving the business environment.

a d.



II.3Sector Reform Measures Implemented and
Planned in view of Achieving Economic Policy
Objectives 20142017

This section consists of seven s@gotions, where the first two are of methodological nature and they
provide information regarding the selection process of priority measures through which, in the coming
period, the Government of Moahegro will pursue reduction or elimination of the most significant
obstacles to strengthening its international competitiveness and thus create conditions for higher
economic growth. The structure of the remaining five-seittions is integrated and thaye essential
subssections relating to the main economic policy sector measures in the areas of physical capital,
human capital, better industrial structures, business environment and trade integration.

[1.3.1 Selection of priority sector reforms/measures

Phasel: Articulation of priority sectors i.e. topical units for the National Economic Reform Program 2015
2017

Based on national strategic documergsdtionll.11.) and taking into account positions, conclusions

and recommendations included in EU documesgstionll.1.2), at the meeting held on 20 November

2014, the Government of Montenegro established the proposal of the following eight sectors i.e. topical

units with priority status in the preparation of the second part of ERP 20Tfarisport Policy,. SME

Growth and Development (access to financing, clusters, regional connectivity), 3. Employment and
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Position of the Country (strengthening export cépes; FDI promotion, trade integration), 6. Spatial

Planning and Protection Policy, 7. Rural Infrastructure Development, and 8. Electronic Service
Development (radidroadcasting digitalisation).

Phase 2: Selection of sector priority measures

The basigoal of this phase is to determine how to select economic policy measures through the
application of which Montenegro would efficiently respond to sector issues that are in national and EU
documents identified as the key for improvement of internationadpetitiveness of the country. It is
about how to: (isolve the problem of structural disbalance in the labour market (high unemployment of
the youth and londgerm unemployment), (i) improve research and innovation for the purpose of
development as to stngthen competitiveness of domestic companies, (iii) make business environment
simple and predictable through further efforts in fighting corruption, (iv) strengthen external position of
the country through fostering export capacities and integration aftdh@grin business into the joint
market, (v) build infrastructure to support expansionof economic growth.

Given that the ERP preparation guidelines require the document to focus on narrow selection of sector
measure$ for encouraging economic growth, tiieRP top priority measures have been determined
based on it. The following criteria have been used for selection of priority measures: (i) priority measure
is a response to one or several significant obstacles to faster economic growth of Montenegreddentif
either within the ERP preparation, relevant EU documents or documents by some other organisations,

Al t hough the European Commi ssion Guidelines do not specify clear]l
it can still be understood that it implies a specific economic policy measure (investment, administrative measure, legal measire,
program including a combination of several measures i.e. package of measuresp which has a committed way of implementation
and the time horizon. So, the measure may not be a sector strategy/action plan as a whole, but some of the specific measures
significant for implementation of such strategy/action plan. _—



for example the World Bank, (ii) priority measure should have direct impact on improvement of
international competitiveness of Montenegro, (iii) prioritgasures should be selected in a way that

from each of the five segments identified in the European Commission (EC) Guidelines at least one
measure is selected, and (iv) priority measures should be selected in a way that from each of the eight
sectors i.etopical units set by the Government as priority for ERP at least one measure is selected.

The following Table on one side shows how the priority measures selected by the Government in the
context of ERP preparation are included in the structure envisggédte European Commission
Guidelines for preparation of the subject document, and on the other side how such priority measures
correspond, i.e. respond to assessments or recommendations given in the EU documents.

Tablel9Linkbetween priority measures selected for ERP preparation and relevant European documents

Segments according tc
the EC ERP Preparatic
Guidelines

Priority measures selected in the conte
of ERP preparation

EU relevant assessment or recommendation

Physical capital

Priority measure no. 1: Construction of
the highway Ba#Boljare- priority section

Priority measure no. Rteparation of
spatiatplanning documents for the Adriatic
lonicHighway.

Priority measure no. 3: Railway network
modernisation.

Priority measure no. 4: Execution of the
project of undersea cable connecting
energy systems of Montenegro and Italy

Priority measure no. 5: Utility
infrastructure enhancement

Priority measure no. 6: Construction ant
reconstruction of infastructure in rural
areas (water supply systems and road
infrastructure).

- Build infrastructure to support extensive economy growth

4+ NPINB&&d NBLRNI L opX / KFLIGISNI mn
investments in all transport areas and further hanisation with the EU

safety standards and int@perabilitg @ 0

t N2PINBaa wSLER2NI Llbun 6a902y2Yeé A4
service and energy sectors are strengthened, while older activities such as
metallurgy and transport are under restrdeNA y' 3 € 0 ®

-t NPIANBaa wSLRNI LI ot / KFLWGSNI mp
third energy package should be accelerated. Legislation regarding
mandatory oil reserves and Action Plan on renewable energy sources has
y2i 688y FR2LIISR 28i¢ ®0
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investments and substangelated further efforts are required in order

to ensure the harmonisation with the EU Acquis and the implementation

of the Acquis in the area of the environmény R Ot A Yl 1S OKI
-t N2INBaa wSLER2NI LPooX / KFLIGSNI mwm
agriculture and rural areas should be adopted and capacities shou
additionally strengthened to ensure future implementatidRARD program an
deveR LI 2 SNI £t OF LI OAGASA F2NJ AYLX S

Human capital

Priority measure no. 7: Enrolment policy
reform at university education
institutions

Priority measure no. 8: Program of
Professional Training of Persons with
AcquiredHigher Education

Priority measure no. 9: Construction of
Innovationg Entrepreneur Centre
¢SKy2LR2tAa Ay bajc
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necessary to make additional efforts in the area of research, developmen
innovations in order to foster competitiveness of domestic busir
organisations, as well as efforto build the required infrastructure to suppo
sustainable expanding of economy. Implementation of education reform in ¢
to decrease skills gap, strengthening of active labour market policies, as \
introduction of higher flexibility in the Baur market through special collecti
agreements for public and private sectors are essential for reductio
dzy S Y LI 2 sand&iapter 4Darea of employment policies p. 41

Better industrial
structures

Priority measure no. 10: Financial suppt
to the SME sector

Priority measure no.11 Enhancement
ofinstitutional and administrative
capacities for SME support

Priority measure no. 12: Enhancement «
tourist offer in the north of Montenegro
through construction of required
infrastructure in ski resorts

- P. 23¢ Public sector support schemes to small and meesizrad

enterprises are still limited

P. 33 Administrative capacities and support measures should be
strengthened to efficiently use programs of financial andfirancial

support to SME.

- Progess Report p. 42Limited progress has been achieved in the are¢
entrepreneurship and industrial policy.

Good business
environment

Priority measure no.3t Strengthening
institutional framework for execution of
contracts

t NEINBaa wSLRNI LD um o6&{AYLX SNJI |
further efforts to suppress corruption are required for improvement of busir
SYBANRBYYSYy(éood
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Priority measure no.4t Improving the
process of issuing building permits
through upgrade of the existing ICT
solutions

Priority measure no.5t Online
availability of public services and
implementation of information system fc
exchange of data from registries ofstate
authoritiS & Q

Priority measure no.6t Increase of
competitiveness dbusiness organisation
through harmonisation with the
requirements of international standards
and quality improvement

Priority measure no.71 Promotionof Progress Report p. 24 (Strengthening of external position of the country thi
Trade integration agriculturaifood products: project EXPO gyport capacities strengthening and integration of Montenegrin businessi
2015 joint market)

Priority measure no.8t Improvement of
institutional famework for the
promotionand encouraging investments
with the emphasis on manufacturing
industry.

SourceMinistry of Economy

[1.3.2 Uniform structure of texts in the following sections

In line with the EC Guidelines, this Section will be organised into 5 segrysical Capital, Human
Capital, Better Industrial Structures, BetBersiness Environment and Trade Integragjevhere each
of these segments will be the subject of one of the following Seations. Each of the mentioned sub
sections will have the following basic structure:

1 Core problemsg economic growth obstacles

1 Coe objectives

1 Economic policy measures aimed at achieving the set objectives

f Nt NA2NRGE YSI&adz2NBal oLINBaSyiGSR Ay | dzy AF2NXY )

[1.3.2.1 Psysical capital
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Good physical infrastructuig a precondition for fast economic growth and country development. Not
only that it facilitates physical connectivity between its citizens living in different areas but also is a
precondition for various forms of international cooperation. In additiogh-tuality physical
infrastructure strengthens country attractiveness as a tourist destination, a location of interest for
foreign investors and a location for ICT business implementation. Understandably, weaknesses in
physical infrastructure simultaneoysinply obstacles on the way to faster economic growth.

TransportMontenegro is facing objective problems on the road to qualitative transport infrastructure.
Its topography by itself is a major financial challenge not only for new investments, bubralso f
infrastructure maintenance, primarily in the areas of road and railway transport. Insufficiently
developed transport infrastructure results in inadequate quality of transport services, relatively high
maintenance costs, inadequate level of traffic safethich consequently has adverse impact on
economic growth. In addition, inadequate transport infrastructure is one of the key factors causing
regional differences in Montenegro, as well as difficulties to active inclusion of the country in the



economic ows of the region. Air connectivity is limited, particularly out of season, and that has
significant impact on competitiveness of Montenegrin tourism.

Energyinsufficient connectivity of energy system of Montenegro with energy systems of the countries
from the region and the EU have adverse effects on security of supplying buyers in Montenegro,
possibility of export of available surplus electricity and participation in the regional and EU market. It is
one of the reasons why hydro potential, the main egergsource in Montenegro, may not be
sufficiently exploited in commercial terms or contribute more to economic development of the country.

In this segment of physical infrastructure the country also encounters some other challenges such as
insufficient inesting in the current energy capacities, big electricity transmission and distribution losses
and high power intensity. All the mentioned points out the necessity for higher investments in the
energy sector of Montenegro.

Utility infrastructure:Due to sanding inadequate utility infrastructure management and insufficient
investments in its construction and reconstruction (particularly in the areas of water supply and waste
and waste water management) for a longer period of time, the equipment and itistelldave
become dilapidated and obsolete in technological terms. Such relation towards the utility equipment
and infrastructure has resulted in lower quality of services and higher aoptsformance of the
activities. In the last several years, thewéies of the Government of Montenegro related to providing
technical and financial support from international financial institutions to municipalities, have facilitated
the condition in these areas to start changing for the better.

The following segment of physical infrastructure where Montenegro, similarly to other neighbouring
countries, is facing significant problems is rural infrastructure. Question is about the utility
infrastructure, i.e. local roads, water and electricity $yppewage and water purification and waste
management. Although these problems are present in all parts of the country, they are still the most
distinct in rural areas.

nt Kéaaxort /FLAGIEEZ .+FaA0 hoaSOlA@Sa

Transport:Development of an efficient transpaystem is one of the key conditions for achievement

of better competitiveness and socedonomic development. The basic objective of transport
development according to the Montenegro Development Directions-2043uc 0 a550 A aa KA 3|
and efficient tansport, increased efficiency and mobility of transport, qualitative development of
transport infrastructure, improvement of environmental protection, enhancement of transport safety

2F J22RAEA YR LIS2L) S¢d ¢KAa 2 &Ri6t0dMotdedegio dranspiut f &€ O2
Development Strategy, as well as the objectives of the SEE 2020 Development Strategy. According to

the MDD 20123016, together with some other activities, transport is a precondition for growth and
development, so it is a s®r that will require significant investments financed from both public and

private sources.

Energy:According to the Montenegro Development Directions 2PAB86, in addition to tourism,
industry and agriculture, energy is one of the basic driving fatésture economic growth and
development. As the main objectives in the energy area this document envisages: ensuring security in
electricity supply, development of competitive energy market and sustainable energy development,
grounded on accelerated buational exploitation of own energy resources with observance of
environmental protection principles, increased energy efficiency and use of renewable energy sources
to a greater extent. Energy development is of special significance for increase ofitbeemgss and

export capability of Montenegrin economy.

Utility infrastructure The level of utility infrastructure equipment capabilities of cities and settlements,
particularly in the areas of water supply and waste and waste water management, is thee of
prerequisites for comprehensive implementation of relevant laws and regulations that have been
harmonised with the corresponding EU Acquis pieces which gives contribution required for efficient



integration process of Montenegro in the community of [Baem countries.According to the MDD
20132016, the construction of the waste water purification plants, the reconstruction of the current
water supply systems, construction of sanitary landfills and other infrastructure for managing both
communal and hazdous waste, as well as adequate functioning and maintaining these capacities,
contribute to increased quality of utility service provision, and therefore competitiveness of different
areas of the country. According to the MDD 2Q036, the construction ofvaste water purification
plants, reconstruction of the existing water supply plants, construction of sanitary landfills and other
infrastructure for management of communal and hazard waste, as well as adequate functioning and
maintaining of such capaciie contribute to increased competitiveness of different areas of the
country.

In regards to the utility infrastructure in rural areas, through a-@esigned rural development policy

the rural area may provide good quality of life and work, where youwgewill see their opportunities

to carry out agricultural and related activities or even activities from other sectors. This would enable
the reduction in the village depopulation trend to a great extent. In that sense, the construction of water
supply ad other infrastructure in rural areas has big significance.
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TransporiThe achievement of the transport sector objectives set in the Montenegro Development
Directbns 2013 2016 and other strategic documents is planned through application of different sets
of economic policy measures. The most important one icdonstruction of road infrastructure with
accent on highways connecting Montenegro to neighbouringtdeanT he first among them is the Bar

¢ Boljare highway that is to connect Montenegro with Serbia and further to the European corridor no.
X. The construction of the first section of this higly Smokovag! @&l 6§ SOS@2 &aK2dz R 02
in 2015 and its one of the priority measures of this ERP, through which the country strives to increase
its international competitiveness and economic gro(pifiority measure no. 1: Construction of the Bar

¢ Boljare HighWay, section Smokovaa | i S QiSt@@iDelov). The second priority infrastructure
project in the road sector infrastructure is the construction of the Montenegrin section Adriatic
highway, but its implementation has not been specified yet in terms of timing. The preparation of
spatiatplaming documents for this higlvay is of special significance for further activities on the
construction commencement of this exceptionally important infrastructure prqyeoriy measure 2:
Preparation of spatigllanning documets for Adriatielonic Hifp-Way, detailed below).

Another set of measures in the area of road infrastructure construction is included Bottleneck

Resolution Progranwhich envisages that in 2015 activities are to continue on implementation of the

project of constructing bpasses around cities as follows: Golubovci phas@dlgorica, Boulevard

. S6AdIROF YR w20F2S8S LKIF&AS w FyR LINR2SOGa GKFEG FN
of technical documentation for kyasses: Herceg Novi, Budva, Bar.

An important meaure in execution of the strategy in the road area is alsdtterial and Regional

Roads Reconstruction Progréinenvisages reconstruction at nine locations on arterial and regional
roads in Montenegro, as well as six locations related to the new arterial roads reconstruction and
rehabilitation program for the purpose of better connecting of specific uddeeloged areas to the

main arterial roads and tourist centres and access roads leading towards the border crossings to Kosovo,
Albania and Bosnia and Herzegovina. The reconstruction financing is envisaged from the budgetary
funds, as well as the loan from ther&oean Bank for Reconstruction and Development (EBRD) and the
European Investment Bank (EIB) specifically for projects that are already in the procedure with these
banks. The new program envisages reconstruction and rehabilitation of arterial road$eimgtheof

around 100 km at 16 locations that will be executed in the period 220%7. In 2015, after the project
documents have been completed the works are planned to commence at 6 locations.

Moreover, further construction/reconstruction of road irdtaicture will be executed through the
Program of reconstruction of several intersections on regional and arterialimosldgtenegro as a



measure aimed at eliminating bottlenecks. In 2015, the intersection in Sutomore and intersection on
the road Bar, Ulcinj at the turning point towards Bar hospital will be reconstructed.

The fifth set of measures included in tAmgram of Investment coating of regional and arterial roads
envisages that every year 40 to 50km of regional and arterial roads should dxk ddest budget 2015
envisages 2,500,000.00 euro for this purpose.

In addition to the very construction and modernisation of the road infrastructure, Montenegro also
plans specific measures directedmprovement of traffic safety and environmental praiec. The key
implementation elements of these measures include adoption and implementation of two rulebooks.
The first one is the Rulebook on detailed conditions and method of taking exam to verify knowledge
acquired during training and additional traigjlamount of costs of taking the exam to verify knowledge
regarding regulations from the area of road traffic, training and additional training, the form and
contents of the professional driver license and certificate of passed verification knowledgByxtaen.
middle of 2015 the procedure of announcing public invitation for selection of a legal entity to provide
training for professional drivers will be completed, and professional driver licenses are planned to be
issued starting from 1 January 2016. dheer rulebook is thd&kulebook on technical requirements for
imported vehicles or vehicles for the first time placed on the market in Montefilegradoption of the
rulebook is envisaged for the first quarter of 2015, and its implementation by the #relsaime year.
Budgetary funds that are required for implementation of these rulebooks cannot be fully estimated at
this stage. The effects of the rulebook introduction will be measurable after the legal entities in respect
of both rulebooks have been seted, which will create conditions for implementation of the
mentioned set of measures. In the medium term the effect will reflect on the fact that the country will
have significant revenues in respect of training of drivers and issuance of profesSin@l 8§ NB Q A OSy
as well as issuance of vehicle type certificates and confirmations for homologation of individual vehicles.

In the area of railway transport, the key measure is the continuation of the process of railway
infrastructure modernisatiofpriority measure no. 3:dfway network modernisatian detailed beloy
Investing in network modernisation would make the railway transport become an increasingly attractive
alternative to road transport, not only from the aspect of economic efficiencyidufram the aspect

of safety and achieving environmental area objectives. In this context, it is necessary to improve railway
transport capacities through mutimodal maritimerailway transportation.

Measures in the area aiir transport infrastructure awstruction and reconstructioshould contribute

to greater efficiency and safety in air transport and improvement of flow of passengers and quality of
their servicing. All this directly serves to increase competitiveness particularly in the area of. tourism
According to the Montenegro Airports Development Master Plan, these measures will be implemented
in the period by the end of 2017 through: (i) expanding and reconstructing operating areas at the
airports Podgorica and Tivat, then (ii) constructing newiteal building at the airport Tivat with
supporting infrastructure. In the last 12 months, the implementation of the measure related to
examination of the condition of operating areas and platforms at both airports. The obtained findings
make the baselingfor development of technical documents for this project. The funds for
AYLX SYSy Gl GAzy 2F GKSasS LINRB2SOGa Ay GKS Gz2aGFft Y
far, but negotiations with EBRD are in the process in view of determining loaniagonditions.

In the area of maritime transport, as a significant set of measures identified, Regulation on

navigation safety, human life protection and environmental protection atTéesme measures will be
implemented through two key elementuring the period 20162017. The first one is the adoption of

laws and enabling regulations from the area of maritime transport in view of harmonising with the EU
Acquis and international maritime organisation standards and recommendations, andeherghs
Ay@SaiaAy3a Ay GKS aSltgrftt Ay t2NL 2F . INWP . lF&aSR 2
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period 20142017.



EnergyMontenegro Bergy Development Strategy until 2030 has been developed for the purpose of
long-term planning of energy development. Implementation of this Strategy for the &&rida; 2020
includes measures that can be classified into four sets:

The first set of meases includegstablishing a lega¢gulatory framework harmonised with the relevant

EU directives, through adoption of laws and enabling regulatiémisin this set of measures the Draft
Energy Law has been prepared, which will transpose the EU thiglygreckage directives, Directive
2009/28/EC on renewable energy sources, Directive 2005/89/EC on security of electricity supply and a
part of Directive 2012/27/EU on energy efficiency in power generation, transmission and distribution.
Adoption of the Ergy Law is planned by the end 2015. Draft Action Plan for securing mandatory oil
derivatives reserves has been prepared, and its adoption is expected in the first quartdmh20l&w

on mandatory oil and/or oil derivatives reserves and the Law on trasismisystems for cross border
exchange of electricity and natural gas are envisaged to be adopted by the end 2015. National Action
Plan for exploitation of energy from renewable sources until 2020 and Action Plan for energy efficiency
for the period2013-2016 have been adopted, and their implementation is in process now.

The second set of measures incluithetitutional framework enhancement through establishment of a
central authority to manage mandatory oil derivatives reserves and strengthen capdc¢hisurrent
institutions. Establishing of the Central Authority for mandatory oil derivatives reserves is the basic
precondition for resolution of this issue. This Authority will be initially established within the Ministry of
Economy, as a separate @epnent within the Energy Directorate, while subsequently it is planned to
be strengthened and potentially become a separate institution. The first task of the Central Authority
will be to prepare the Law on mandatory oil reserves, and amend the cumgesiation on the needs

of providing the reserves. Thereafter, the Authority will work on the preparation of all procedures that
include data gathering, reserve planning, tender procedures etc. and their implementation.

The core of the third set of meassrancludesadoption and implementation of action pla#sioption

of the Action Plan implementing FVear Energy Development Strategy is envisaged by the end 2015.
The adoption of the National Action Plan for development and use of remote heating avaling ¢

and highefficient cogeneration is envisaged by the end 2017. The Action Plan for providing mandatory
oil derivatives reserves has been submitted to the EC for opinion and its adoption is excepted in the first
guarter 2015. National Action Plans émrergy efficiency are adopted for the period of three years and

the next one will be adopted in the second quarter 2016 for the period-2018.

Finally, the fourth set of measures includes investments in rehabilitation and construction of new
facilities for power generation, transmission and distribution, as well as investing into programs and
projects of increased energy efficiency. While some energy investment projects are already in process,
like the projects of construction of small hydro power fdaand windmills and projects of increased
energy efficiency, other large and for Montenegrin economy very significant projects in the area of
power generation and transmission are in various stages of preparation. These projects include the
construction @ the Unit 2 of the Thermal Power Plant Pljevlja, the {Adiiatic Gas Pipeline and
Undersea cable to connect energy systems of Montenegro and lItaly.

Execution of the projects of construction of small hydro power plants, windmills and Unit 2 of the TPP
Plievlja is planned in view of better exploiting available energy potentials, increased electricity
generation and security of supply, as well as increased competitiveness and export capability of
Montenegrin economyThe significance of these projectsubstantially affected in positive way by the
project of construction of the undersea cable to connect energy systems of Montenegro and Italy
Accordingly, as priority measure aimed at elimination of obstacles to increased competitiveness of
Montenegrin eonomy specified is the investment in the construction of undersea cable between
Montenegro and Italypfiority measure no. 4=xecutiorof the project of connecting energy systems of
Montenegro and Italy by an undersea cabletailed below).




Utility infrastructure: For the purpose of loagrm planning of utility infrastructure development and

creating conditions for implementation of EU Directives in the area of waste and waste water
YEYylF3SYSyids 6KAOK KI @S 06S02YS olther deshanding finarkidl | o8 R
requirements, strategic planning documents have been produced that specify investment activities in

all the municipalities in Montenegro until 2029. A large number of infrastructure projects has been and

is implemented in accdance with these planning documents.

Utility infrastructure construction is mostly financed from the loans from international financial
institutions such as KfW Bank, European Investment Bank, European Bank for Reconstruction and
Development, the World B&rand other, with which several loan facilities have been arranged in the
previous period. A large portion of funds has been provided from the EU funds and the State and local
selfgovernment budgets.

In cooperation with the KfW Bank, since 2004 the pwjeocx9y'KI yOSYSyld 2F &1 GSNJ
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been provided.

One of the key activities within the project "Enhancement of water supply and waste water drainage on
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completion should contribute to utility infrastructuemhancement in Montenegro in 2015 as support

to increased competitivenesgriority measure no5; Utility Infrastructure Enhancement ).

Inadequate or nosexistent infrastructure is an important feature of rural areas in Montenegro,
particularly in distahmountain areas. In order to prevent depopulation, exploit available natural
resources in view of general improvement of conditions of living for rural population and increasing
their competitiveness, Montenegro strives to implement the program of improvad, water supply

and electricity infrastructure in rural areas of the country. Reconstruction and construction of rural
AYFNF aGNHZOGdzNE A& LINAYEFENREE FAYFYOSR FTNRBY (KS ¢
development and infrastructure caindNHzO. Bpedifié projects are implemented in cooperation with
local seHgovernments and inhabitants of the areas to which investments are related. Municipalities
submit priority lists to the Ministry of Agriculture and Rural Development (MARD), wdichsad on
criteria (project value, number of agriculture households with number of agriculture population,
number of heads of cattle, planted areas, number of katuns (summer mountain pastures)and number
of farmers coming to the katuns, ranked with aniaddal requirement that they submit reports on the
MARD funded investments executed in the previous year, if any, and thus allocating the support.
Investments are executed with the assistance of the funds from the MARD, legalveetiment and
participaion of applying local communities. The program of supplying electricity to katuns is
implemented through Public Invitations announced by the MARD and funded by the Ministry of
Economy.
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implemented for many years and will continue to be implemented in the coming period according to

the established procedur®©ne of the key projects to be executed in the coming period is presented in

the continuation of this sectiopiority measurano. 6:Constructiorand reconstruction of infrastructure

in rural areas (water supply systems and road infrastructliree possibility of using the International

Fund for Agriculture Development (IFAD), which is a part of the UN system to be expected in 2015, will
partly condition the change of implementation methodology but with the same result, ra. ru
infrastructureimprovement.




Physical Capital Priority Measures
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lonian Highway3) Railway network modernisatiody Execution of the project of connecting energy

systems of Montenegro and Italy by an undersea c¢abje€Enhancing the utility infrastructure;
6)Constructionand reconstruction of infrastructure in rural areas (water supply systems and road
infrastructure).
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Contribution of the measure to the removal of obstacles to economic growth and increased
competitiveness of the countifigh-way Bar- Boljare (SEEFOroad direction 4) should connect
az2yiGSySaANR FNBY (G4KS ! RNAFGAO /2Fad @Al GKS OF LR
Belgrade road to TENcorridor X with Romania and Central Europe. At the same timew&idarg

Boljare will connect the major regional centres Sarajevo (Bosnia and Herzegovina), Tirana (Albania) and
SkopjelfYRVacedonia). Itis the reason why this project has important strategic role for the whole Region.
The highway will also connect thed#iatic ports with the Danube porf€orridor 7 and Corridor 10) and

further with the entire network of PaBuropean corridors. At the same time it will be the shortest
connection between Hungary and Romania via Serbia and Montenegro with the soutlyeamdtal
Albania. The higlvay Belgrade Southern Adriatic has a wide catchment area with around 4.7 million
citizens.

The Highway Baig Boljare project is the most important priority of the Government of Montenegro and
one of the elements of our integrati strategy towards the European Union, which will facilitate increased
and safer mobility of people, goods and services. This transport communication will fully connect the Port
of Bar with the rest of European corridors, which will then be able to le#et the needs of Kosovo and
Serbia, and thus contribute to the economic and political stability of the Western Balkans. ThayHigh
BarBoljare project is also specified as a project, which once executed, will enable more balanced regional
development 6 the country, exploitation of natural resources, tourism development, better transport
connectivity and the overall economic development.

Measure preparation/implementation current stance supported by relevant indidatorstruction of

the highway BasBoljarec priority section Smokovdc @tad 6§ SOS @2 onmlY 2y 3I0I GA
the basisof intea G I 4 S F INBSYSyd oa! INBSYSyid o0S0G¢SSy GKS
D2OSNYYSyild 2F GKS tS2L) SQa wSLlzft A O rastfuctureKA Yy 2
O2yailiNHzOGA2Yyé0d ¢F1{Ay3a Ayidz I 002 dzy i 0 KI G iKS
infrastructure projects only on the concession basis, it had to be amended as to enable the execution

of the specific Higlwvay BaiBoljare project and it exactly the highway construction project that is the

subject of the Amendments to the mentioned inttate agreement. On 26 February 2014, the
Government of Montenegro, i.e. line Ministry of Transport and Maritime Affairs and China
Communications Consiction Company Ltd. (CCCC) and China Road and Bridge Corporation (CRBC)
signed the Design and Build Contract of-Baljare Higkway Priority Section Smokovaddt 6

al tS0S@25 IyR 2y on hOG206SN) Hamn GKS D2e@BdNY Y Sy i
Chinese EXIM Bank signed the Preferential Buyer Credit Loan Agreement, related to funding of
execution of the subject project. The mentioned agreements have been provided to the Parliament of

22 South East Europe Transport Observatory/ http://www.seetoint.org/



Montenegro for informative purposes together with the Rysal Law on B&aBoljare Highway, which

has been submitted for adoption. Proposal Law onB®dare Higkway regulates the following in a
special way: expropriation procedure, method of development and review of technical documents,
conditions for buildig permit issuance, conditions for performance of preparatory works, tax and
customs exemptions, all for the purpose of efficient work on the construction of the mentioned high
way section. On 8 December 2014, the Parliament of Montenegro adopted the BawBmijare High

Way which is the fulfilment of the basic precondition for commencement of the implementation of the
above mentioned agreements, and the following have been published in the Official Gazette of
Montenegro: the Law on B#&oljare HighWiay,Design and Construction Agreement with CCCC/CRBC,
the Preferential Buyer Credit Loan Agreement with the Chinese EXIM Bank.

Envisaged timetable for measure implementafimsign and construction of the Bawljare Higihway

¢ priority section Smokovdc @#Mé 1 SOS @2 gAft GF1S ny Y2y(iKao
Contribution of the measure to achievement of the targets set in the South East Europe (SEE)
Development Strategy 202Dontribution of this measure to implementation of the National Action Plan

for the SEE 2020 Strategy is3e® i SR G KNR dzZAK (KS RAYSy&aArz2y L d&¢ NIy
DNR G GKE O

Potential/specific risks to the implementation of the meadRigks may relate to potential amendments
to the schedule and quality of performance of works, which might affexpletion date and costs.

Direct and possible indirect impacts of the measure on the budget/other financing sources (IPA, loans,
own funds, etc)the total value of design and construction of theBaljare Higiway¢ priority section

Smokova¢ Dlad 1SSA2 Aad eyndpIprtTIopcdmn 2dzi 2F S6KAOK €Hn
The financing structure envisages that 85% of the total project value should be funded by the loan from

the Chinese Exim Bank, with whom the loan arrangement was ushereit i@tober 2014. The

remaining 15% of the total project value will be provided through the Budget. Given that the
construction of the BaBoljare Higkway will be one of the key links in encouraging economic growth

of Montenegro in the years to come, theoject will have positive indirect impact on budgetary
revenues.

Description of envisaged impacts and expected tifilmgronstruction of the most difficult Higlay

Bar¢ Boljare section is the most relevant Montenegro economic policy measure for tigaoedium

term period. The execution of this project will create possibility for significantly easier communication
between the relatively undeteveloped North and more developed Central and Coastal Region of
Montenegro. In addition to increased interr@nnectivity within the country implying creation of
assumptions for reduction of regional gaps, the project will also be a significant step towards better
connectivity with Serbia and qualitative connectivity with the European transport corridorss #filth

gain its full relevance when the BaBoljare Higiway gets fully constructed.

Similar to all large infrastructure projects, the time horizon of the project effects is extremely long, so
its economic cosbenefit analysis should be consideredhiat context.

Priority Measure 2: Preparation of spatial planning documents for Addaidn Highway

Measure description and its classificatidiitis measure is primarily related ttee adoption of the
detailed spatial plan for the Adriadisnian Hip-Wayand it is a precondition for implementation of the
investment, i.e. investments in the construction of the Addatidan HighWVay section through
Montenegro.

Contribution of the measure to the removal of obstacles to economic growth and increased
competitiveness of the countidriaticlonian Highway should connect Montenegro with Bosnia and
Herzegovina and Croatia, and on the other side with Albania and Greece and contribute to substantially



greater integration of the Montenegrin space into ahdrt its connectivity with regional and European

road network Therefore, this project has important strategic role for the entire region. Thevhigiwvill

connect Western and Eastern Europe, and at the same time it will be the shortest land connection
between the Western Europe countries and Greece and Albania. This road direction should make
accessible more than has been the case so far, tourist destinations on the coast, both for the European
users and local needs

The Adriatidonian HighWay is aroun®4.40km long on the territory of Montenegro.

TheAdriaticlonian HighWay Project is an important priority of the Government of Montenegro and
one of the elements of our European Union integration strategy, which will facilitate greater and safer
mobility of people, goods and servicekhe Adriaticlonian HighWay Project is also identified as a
project whose implementation will facilitate more balanced regional development of the country,
exploitation of natural resources, tourism development, better {parisconnectivity and overall
economic development.

Measure preparation/implementation current stance supported by relevant indidatdested Spatial
Plan for Adriatidonian HighWay is currently under development in phase 1, and it is in the form of a
proposal.

Envisaged timetable for measure implementatiatuption of the Detailed Spatial Plan for Adriatic
lonian HighWay is planned for March 2015.

Contribution of the measure to achievement of the targets set in the South East Europe (SEE)
DevelopmentStrategy 202@ ontribution of this measure to the execution of the National Action Plan
implementing SEE 2020 Strategy is reflected through the dimension | Transport within the pillar
Sustainable Growth.

Potential/specific risks to the implementation dfet measurdRisks may be related to potential
amendments to the timetable for completion of the plan development, which potentially would impact
the deadlines for commencement of project documents development and construction development.

Direct and posslb indirect impacts of the measure on the budget/other financing sources (IPA, loans,
own funds, etc)n 2015, the funds intended for completion of this measure are projected in the budget
of the Ministry of Sustainable Development and Tourism and willisint@ approximately EUR 14,000

in 2015, while for implementation of this measure of detailed spatial plan development the budget for
2014 paid out EUR 261,000 out of the total EUR 275,000.

Description of envisaged impacts and expected tifimgugh impleentation of this measure, the
Ministry of Sustainable Development and Tourism intends to create preconditions for the
commencement of execution of this important infrastructure project for Montenegro.

Like for any large infrastructure project, the tinmihon of effects of this project is extremely long, so
in this context it is necessary to consider its economichmsefit analysis.

Priority measure n@: Railway network modernisation

Measure description and classificatidihe mentioned priorityneasure is of investment nature.

Contribution of the measure to the removal of obstacles to economic development and strengthening
competitive capacity of the countty the previous years intensive activities have been undertaken on
execution of the tracloverhaul projects, financed from the loan facilities with the EBRD, EiB, pre
accession funds, and, of course, the Budget of Montenegro. Around 40% of ¥Bdmizzck has been
overhauled so far, and it has contributed trains operating at designed sjg&&f + ND y A OF {2
and reduction of travel time and delays, and also the reconstruction of a part ofsafgtsl system

Y



has been covered, as well as telecommunication equipment and replacement of a part of contact
network. Within the track overhautwo platforms in the border station Bijelo Polje have been
electrified, which contributed to increased capacity of this station. In the coming period, intensive
activities will be undertaken on implementation of other projects for which the funds have bee
LINE GARSR YR IINB NBfIFIGSR (2 GKS 2@SNXKFdzA 2F 0N
development of designs and performance of works on rehabilitation of 16 steel bridges, rehabilitation

of 5 tunnels, rehabilitation of 12 slopes, performante&arks on disassembling and setting up new EVP
CtNB0o2SOAO0F® ' GKS alyYS GAYSZ IOUAGAGASE I NB dzyF
track for which the funds have not been provided yet. In addition, after several years, operatéficof t

has been established on the completely overhauled track Poddoiich OA 8 ® LYy | RRAGAZ2Y
levels in railway traffic, the basic objective of this measure is to increase speed of operating trains,
eliminating slow travels, reducing dedaf trains, increasing capacity of intersecting stations, all for the

purpose of increased competitiveness of railway transport and increased quality of passengers and
goods carriage services. The overhaul of the track VeBaicavill significantly impat¢he business

operations of the Port of Bar, given that this port is located at the very entrance to the Adriatic Sea and

is directly connected to the railway network of Montenegro.

Measure preparation/implementation current stance supported by relendidgtorsThis measure will
be executed through continuation of the track overhaul frerg t  OAyYy (G 26F NR& . I NE |
slides, tunnels, slopes, railway stations.

Envisaged timetable for implementation of the meastiie: measure will be implementéa 2015,
including continuation of specific activities in the years to follow.

Contribution of the measure to the SSE 2020 Development Strategy t@gettsbution of this measure
to implementation of the SEE Strategy objectives is related tothefp{lladza G F Ay 6t S DNR g (0 Ké¢
L G¢NFyaLR2NIéd

Direct and possible indirect impacts of the measure on the budget/other financing sources (IPA, loans,
own funds, etche planned funds for implementation of programs and projects under this measure
amount toEUR 12,060,000 in 2015.

Potential/specific risks to measure implementatitwiential risks are related to the possibility that not
all the funds required for implementation of programs and projects will be ensured after 2015.

Description of envisaged imgia of the measure and expected timiafiects of this measure will be
measurable after the implementation of the program, implying very reconstruction or construction of
railway infrastructure. In general, they will be related to increase of speedvedyraitaffic, and also
higher flow of passengers and goods, which has multiple effects on economic business too.

Priority measure no4: Execution of the project of undersea cable connecting energy systems of
Montenegro and ltaly

Measure description andassificationThe mentioned priority measure is an investment for execution
of the project of undersea cable connecting energy systems of Montenegro and Italy.

Contribution of the measure to the removal of obstacles to economic developmestrangthening
competitive capacity of the countrigxecution of the project of undersea direct current cable connecting
energy systems of Montenegro and ltaly is envisaged to contribute to: 1) the construction of
substantially better and stronger transmiss network in Montenegro; 2) the establishment of direct
connection of Montenegro to the EU electricity market; 3) the positioning of Montenegro as an
important energy hub in the region; 4) encouraging of investments in new electricity sources,
particulaty renewable energy sources. In view of integrated approach this project will contribute to
increased competitiveness and will be an incentive for investments in the energy sector not only of



Montenegro but the entire region. Also, this is an extremelyomapt infrastructure project in
Montenegro, given that its execution will ensure substantially more reliable and stronger transmission
network, a 400 kV network ring will be formed which is significant from the aspect of system stability,
Montenegro willreceive 20% of transmission capacity and cable congestion revenues, more reliable
supply of electricity to the Montenegrin Coast will be ensured and the risk that transmission network
may be a bottleneck for development of that part of Montenegro willéagralised.

Measure preparation/implementation current stance supported by relevant indicdtoesproject of

undersea direct current cable connecting energy systems of Montenegro and lItaly envisages: 1)
construction of an undersea direct current cablghwecapacity 1.000 MW between Italy and
az2yiSyYySaANR SAGK LISNIFAYAYy3I O2y@SNIAYy3I FIFOATAGAS
obligation of Terna); 2) construction of the substation 400/110/35 kV Lastva, 400 kV power lire Lastva
Pljevlja and imoduction of the existing 400 kV power line Podgefisebinje in SS Lastva (investment

Ol £t dzS§ SEOSSRa& emnp YAfttA2Yy FyR A& (GKS 20t A3l GAZ2
(CGES), while in some of the subsequent phases the constructionlkdf gover line towards Serbia

and/or Bosnia and Herzegovina is envisaged. Taking into account that the project i.e. construction of
envisaged infrastructure is implemented by CGES on the Montenegrin side, credit funds from EBRD and
KfW have been providearf the project execution. International tenders have been implemented
according to the EBRD rules, and with the approval of these banks, contracts have been signed with
contractors for all three parts of the project, as follows: 1) SS 400/110/35 kV Rast08; kV power

line LastvaPljevlja, sectionLaste®2 S@2T o0 nnn 1% {12258 QI CAPEGOHNA2Y D2
Activities that are currently undertaken are: providing land required for project execution, preparation

of project documents Ythe contractor, terrain preparation in segments where conditions have been

etc. .

Envisaged timetable for implementation of the measurensive activities on the project are planned
in 2015 and beyond.

Contribution of the measure to the SEE 2020 Deweént Strategy targetShe envisaged measure is
fully compliant to the key strategic objectives from the National Action Plan implementing SEE 2020
{ONF 0S38 GAGKAY GKS LIAf I qIny]SdxEBiRIEAD | 6 S DNR UK Z

Potential/specific risks to maae implementationGiven that an extremely complex investment project

is in question, it is understandable that the project execution is conditioned by different risks. Among
other things, it is a project that envisages construction of 400 kV poweritmée length of around

150 km on very demanding terrain, then it envisages construction of a substation, and laying of undersea
cable which is by itself an extremely complex part of the project and depending on the problems that
the contractors encounteduring the execution, there is a risk of delay and effects on the project
implementation schedule.

Direct and possible indirect impacts of the measure on the budget/other financing sources (IPA, loans,

own funds, etc)The value of the part of the projektY L SYSY 1SR o6& / D9{ Aa I LILINI
while the part of the project implemented by Terna (including infrastructure facilities in Italy, undersea
OrotS YR FIOAtAGASAE Ay az2y(iSySaNRUOL Aa hgRdzyR €y
GKS / D9{ KIa&a LINRPOJARSR ONBRAG FdzyRa FTNRBY YTF2 0OeHp
comes from subscription of shares by Terna from new issue in the process of capital increase, whereby
Terna became the owner of 22.0889% shagtahof CGES, while the state of Montenegro remains

the owner of 55% of share capital. According to the plans, the funds envisaged for implementation of
GKS LINR2SO0 Ay Hnamp FY2dzyd G2 FNRBdzyR ewn YAffAz2
implementation pace. Investments in 2015 and in the coming period are related to performance of
works on all three parts of the project as follows: SS 400/110/35 kV Lastva; 400 kV power line Lastva
Plievija, section Last¢2 S@2 T nnn {1 + ¢J2 @S i FHj@ROad gy 2S@2



Description of envisaged impacts of the measure and expected tiftlingoroject of undersea direct
current cable connecting energy systems of Montenegro and Italy will ensure fostering of energy system
in Montenegro, estdishing of direct connection with the EU electricity market and positioning of
Montenegro as an important energy hub in the region. Also, this project will havieiangffects on
encouraging investments in the construction of generation capacities imieNEgro and creating

better conditions for electricity generation, which will contribute to increased competitiveness and
export capabilities of Montenegrin economy.

Priority Measure no. 5: Utility Infrastructure Enhancement

Measure description and ckification:The mentioned priority measure is an investment measure, and
in the focus of the measure in 2015 is the enhancement of a part of utility infrastructure, i.e. completion
of the construction of water supply infrastructutéerceg Novi) and wasteater management (Herceg
b2@A YR bA{1OAGLO®

Contribution of the measure to the removal of obstacles to economic growth and increased
competitiveness of the countiairough implementation of the projects of the construction of water
supply and sewage infrastture in Herceg Novi Municipality and the waste water purification plants
will contribute to systemic improvement of the system of water supply and drainage of waste waters,
and thus increased quality of utility services, as well as better preservdtitthie @nvironment.
Increased level of utility services contributes to increased competitiveness of these areas and interest
of investors to invest.

Measure preparation/implementation current stance supported by relevant indiqaforsie Project in

Herceg Novi comprises the construction38.3km of water supply and sewage network, 13 pumping
stations,1 undersea discharge outlet and construction of the waste water purification plant with the
capacity of 65,300 population equivalent (PE), and the prbjgtt b A { OA 6 Ay Of dzRSa GKS
waste water purification plant with the capacity of 103,000 PE and reconstruction and construction of

the main incoming collector in the length of 1665 m. Based on the developed project documents, a
contractor haseen selected in the tender procedure. The works on construction of the water supply

and sewage network are contracted according to the FIDIC red book, and the works on the construction

of the plant according to the FIDIC yellow book. The completiore afothstruction works is expected

by the beginning of the summer tourist season, and release of the system into operation by the end
20150 HO ¢ KS O2yaidNMzOGA2y 2F GKS 61 aidS o6+ GSNJ LIzNA F)
Investment Banklodnda F2ftf2¢6ayY emHdcp YATEAZ2Y F2NI g2Njaz |
far, around 90% works have been completed and complete equipment has been delivered and most of
which has been installed. A part of the waste water purification planid@®wmechanical purification

of waste waters, and it was released into operation on 18 September 2014. The waste water purification
plant is planned to be fully completed by the middle of 2015.

Envisaged timetable for measure implementatibhe measure iplanned to be implemented by the
end 2015.

Contribution of the measure to achievement of the targets set in the South East Europe (SEE) 2020
Development Strategynsuring qualitative infrastructure enables achievement of the objectives
specified in the $E2020 Strategy, and the mentioned measure is directly related to the-Pillar
Sustainable Growth (Infrastructuemvironment and competitiveness).

Potential/specific risks to the implementation of the measarthe period of project implementation,
the problems that might represent potential risk for its execution have been resolved. Smaller delays by
the contractor are possible.



Direct and possible indirect impacts of the measure on the budget/other financing sources (IPA, loans,

own funds, etc)l) The funds required for implementation of the project in Herceg Novi amount to
eHpOdTN YAfTEA2Y |a F2f{ft26aY endoy YATEAZ2Yy F2NJ 02y
for the construction of the plants and segments of water supply and sewatyvork ¢ plant
O2yailiNHzOGA2Y eydyn YAffA2Yy FYRGIKS O2yaiNHzOGAz2Yy
2dzif SG FyR ¢l GSNJ adzldLif @8 ySGg2N] Ay GKS |Y2dzyld 2-
I'NBE LINBPQJGARSR AYy (EK$OlI ¥REByD2PENY MBPPoc2FYAALYISYSIAN
¢KS FdzyRa Ay (GKS FY2dzyd 2F e€eodpy YAfTtA2Yy @gAff 0
R2Y Il GSR emppZtpn F2N) 6KS O2yaidNHzOGA2y 2F GKS as
implementation of the measure for the projectliterceg Novi are provided from the loan and donation

(for consulting services) by KfW Bank, Municipality budget and Budget of Montenegro. There remains
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Description of envisaged impacts and expected timimgresilt of this measure is the construction of

two waste water purification plants and 35.3 km of water supply and sewage network. The execution of
GKS YSYyiA2ySR LINR2SOG Attt IFFSOG 0SUGSNI SYygaNRy
level of utility services, and in the long run increased competitiveness and encouragement of
investments in the construction of new capacities.

Priority measure no. @Construction and reconstruction of infrastructure in rural areas (water supply
systems and roaithfrastructure).

Measure description and classificatibine mentioned measure is primarily of investment nature. The
basic precondition for further rural development, prevention of depopulation and exploitation of
available natural resources is the presence of qualitative infrastructure. However, pooreoishemnt
infrastructure is the feature of rural areas in Montenegro, particularly in distant mountain areas. Taking
into account the activities directed at fostering competitiveness of agricultural producers in
Montenegro it is necessary to work further amal infrastructure improvement. Rural infrastructure
support measures that are funded from the budget of the Ministry of Agriculture and Rural
Development, through development and investment programs facilitate achieving of the objective,
through reconstuction of the existing infrastructure and construction of the new infrastructure where
necessary (local roads, water supply systems, supply of electricity using solar panels, etc.).

Contribution of the measure to the removal of obstacles to economicajeaeht and strengthening
competitive capacity of the countBroviding of qualitative infrastructure in rural areas ensures
achievement of the basic objective of agriculture development as specified in the Agriculture
Development Strategy 2042020 and Motenegro Development Directions 202816, which is
related to ensuring adequate standard of living for rural population and increased competitiveness.
Better infrastructure in rural areas would significantly improve the quality of life of citizens, and thu
mitigate the depopulation trend, and increase competitiveness of rural areas. Exploitation of natural
resources of these areasll leadto an increase inGO#etter road infrastructure will facilitate the flow

of goods in the direction productiemarket,which will affect trade deficit, decrease the gap between
urban and rural areas and increase the possibility for creation of new jobs.

Measure preparation/implementation current stance supported by relevant indicaterdvinistry of
Agricultureand Rufa 5 S @St 2 LIYSy G da! w50 GAGKAY Ada | OGADAG]
RSOSt2LIYSyid 2F @GAftF3ASEAlIYR AY TN aGdNUHzOGdzZNE O2y aid N
and Water Management Projects Incentive Program (water supplstimoftture). Measures are
implemented in cooperation with local sglbvernments, local communities, villages and population

from the area to which investment is related. Upon the request by the MARD, municipalities submit



priority lists in the rural infrasicture area. Investment is implemented in partnership relationship of
the ministry, municipality and citizens. The program of supplying electricity to mountain pastures
(katun) is carried out through Public Call announced by the MARD and financecenatoopvith the
Ministry of Economy.

Envisaged timetable for implementation of the meastire:measures will be implemented in 2015 with
the possibility of continuation in 202®17. The Action Plan implementing Agriculture and Rural Areas
Development $ategy 201%; 2020 envisages implementation of this measure through IPARD Il program
from 2018.

Contribution of the measure to the SSE 2020 Development Strategy fargeising of qualitative
infrastructure in rural areas facilitates achievement of ctibjes set in the SEE 2020 Strategy, and the
YSYiA2ySR YSIFadaNBE Aa RANBOGE& NBf I (Sédirongenti K S
FYR O2YLISGAGAOBSYySaasuo

Potential/specific risks to measure implementatitmiential risk to implementation ¢fie measure is
lack of finances by other partners, unresolved propletal relations, etc.

Direct and possible indirect impacts of the measure on the budget/other financing sources (IPA, loans,
own funds, etc)n 2015, the funds intended for the purpasfdmplementing this measure are projected

in the budget of the Ministry of Agriculture and Rural Development, and are in the amount of
F LILWINREAYI GSt& eynnZnnnd

In regards to providing additional funds for development of rural infrastructure, Montenegro ha
commenced the membership procedure with the International Fund for Agriculture Development

(IFAD). After accessing IFAD, the possibilities of financing local infrastructure through the resources of

this Fund will be considered.

Description of envisagethpacts and expectedtiming:hrough implementation of this measure, the
Ministry of Agriculture and Rural Development strives to complete the commenced projects, commence
and execute new ones regarding construction and reconstruction of rural infras&uictusrder to
improve quality of life in rural areas. Anticipated results of this measure in 2015 are works on around
20 local water supply systems of which the completion of works on construction or reconstruction is
expected for 10 water supply systerAsound 600 households are expected to be supplied by water in
2015. In regards to financing of building, filling and clearing roads in 2015, around 30 projects are
expected to be supported in almost all municipalities of Montenegro.

[1.3.2.2 Human capital
CorepNRof Syakz2oalul Ot Sa G2 SO2y2YAO INRBGUK AY

Human capital quality is one of the key drivers for increasing ofinternational competitive capability of
Montenegro and is one of the most significant preconditions for Montenegro to leeanraxpororiented
economy.

Education and reduction of structural unemploymesttder the conditions of economic recovery in
2014, the labour market is still characterized by problems attributable for markets in the region and
wider, and the most distinct ones are laiegm unemployment, which causes structural unemployment
and highunemployment rate of the youth, regional gaps in employment and unemployment levels,
insufficient employment of labour force on seasonal jobs and illegal empldynidre problems in the
labour market result from the structural nature of unemployment, d@wmed by the change in

2 Draft Program of Employment Policy and Social Policy Reform 20142020.
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economy structure (from production towards services), and cyclical nature of unemployment, caused
by the global economic crisis effects.

Structural mismatch of supply and demand remains a-termg challenge of Montenegrin labour
market. The result of measures in the education reform domain, implemented and planned, should be
the reduction of skills gaps, which is an increasing natural effect of the introduction of new technologies
and new organisational structure and, which is ipalarly important, adjustment to the higher
competition level, so the measures of professional training of persons with acquired higher
educationare of major importance in that sense.

Research and developmentccording to the World Bank Report, Montereedirects around 0.4% of

its GDP to the sector of research and development, which is higher than the average of 0.33% in the
countries of the Western Balkans, but less than the EU average of 2.03%. Although, this percentage is
low, it has increased in compson to the previous years (from 0.13% in 2010 to 0.41% in 2011). In
addition to the size of funds directed for this area, questionable is also their structure where budgetary
funds dominate, and private sector funds for research and development ardoweryn order to
effectively use the knowledge fund in the state and release innovative potential, Montenegro should
continue the commenced trend of increasing investments in the science and research on national level.
In the following period further worik needed on the development of the system for statistical tracking

of resources oriented for research and development, as well as setting up a system for innovation
statistics. It includes progress in respect of institutional and political reforms iamatifyr undertaking

further strategic steps in achieving the three key objectives set in the reviewed Sdreddarch
Activity Strategy 2012016, as follows: (i) Development of scientifisearch community in
Montenegro in view of increased efficignand development of knowleddmsed community, (ii)
Fostering bilateral and multilateral cooperation (including cooperation with science diaspora) and (iii)
Cooperation between academic and economic sectors.

/| 2NB 202S0GA@®Sa Ay GKS aS3avySyd nildzyly [/ FLAGLE

Education and reduction of structural unemploymeftcording to the Montenegro Development
Directions (MDD) 2013016, the basic objective in this area is increased quality of education and
increased employment of economically active population, paatiguyoung persons. This objective is
fully compliant with the goal specified in the country sector strategy, as well as with the objectives of
the SEE 2020 Development Strategy.

Research and developmenhe basic objective in the science area set inMRD 20132016 is
increased quality of scientifiesearch work and better connectivity of sciertiisearch work with
economy. This objective too is also compliant to the objective specified in the sector SBenéficch
Activity Strategy, as wel she objectives set in the SEE 2020 Development Strategy.

902Yy2YAO0 LRtAOE YSIadaNBa AYSR i I OKAS@OAyY3

Education and reduction of structural unemployméatitenegro plans to achieve the set objectives in

the sctor of education and structural unemployment specified in the MDD 2@B.6 and other

strategic documents applying different sets of economic policy measures.The most important among

them certainly is theEnrolment Policy Reform in Tertiary Educatistitlitions and Program of

professional training of persons with acquired higher educatiothage arehetwo WLINRA 2 NA & Y S| &
of this ERP through which the country strives to increase its international competitiveness and economic
growth (Priority meaure no 7Enrolment Policy Reform in Tertiary Education Institutiosd LINK 2 NR (i &
YSHEAdZNBQ y2¢ yY tNRPIANIY 2F IINPFSEEA2YEdetail@dNF Ay Ay :
below).

Another set of measures in the area of education and reduction of structural unemployment refers to
the development of qualifications adequate to the labour market needs in accordance with the National
Qualification Framework (NQFhese measures will coibbute to the development of a competitive




society through education and increased employment of economically active population. It will be
achieved through the cooperation of all partners, in the way that the needs for lacking skills and
qualifications W be identified based on relevant research, data and projections of specific sectors and,
accordingly, the labour market needs. The needs for all types of qualifications will be identified by sector
committees, composed of the representatives of empleyard their associations, unions, institutions
engaged in education development, competent ministries and universities. The Law on national
qualifications framework, with which the other education regulations are harmonised, envisages clear
mechanisms foensuring quality in development and acquiring of qualifications, which will ensure their
relevance for the labour market. These measures will be implemented by the end 2018. Envisaged
effects of this set of measures are: improved education offer in ainegf Montenegro, improved
availability of acquiring various types of qualifications, which, by contents and scope, enable an
individual better possibility employment and mobility in the labour market, as well as improvement of
competences of the teachjrstaff.

In further enhancement of education process and reduction of structural unemployment, significant are
also the measures driicreased participation of labour force in the-lifag learning and adult education
programs.The concept of lifdong learning is implemented through formal education,-fismal and
informal learning. Lifong learning is not an isolated system running in parallel with the formal
education, but formal education is a part of ldiig learning.This measure will contribute to the
development of a competitive society through education and higher employment of economically active
population in the way that each individual will understand better the importance of permanent
professional training fobetter professional and personal development and better employability and
competitiveness. Also, these measures will increase social inclusion of adult citizens, employed and
unemployed, through the lifong learning activities. Evaluation of knowledgilssand competences

of individuals, acquired in different contexts (on work,-faamal and informal learning) will improve

the structure of available labour force and thus the structural unemployment will be decreased.
Envisaged effects of these measuaee improved education structure of labour force, improvement of
their mobility. The measures will apply in the period 22Q80.

Research and development: this area the key is economic policy intervention directed at
encouragement of scientific exegite and increase of the quality of scientiisearch organisations

The key measure within this set of measures is related to establishment of an excellence centre relevant
for development of scientifi;esearch activity and financing large researcntgra The funds for

AYLX SYSy Gl GAz2zy 2F GKAA YSIFAdz2NBE NS Sy@gAaalaSR Ay
2017. The envisaged effect of this measure is improved research environment directed to scientific
excellence including internatiored intersector mobility.

Another set of measures includel®ser connectivity between science and economythis context

particularly significant is the construction of an innovafioyf 4 NS LINBy SdzNJ OSY i NB & ¢ SK
important for further conectivity between science and econorpyidrity measure 9: construction of

the innovatiorS y' i NB LINB v S dzNJ O S v {i. Nifs méasuBeiis/irRlind2witiitiiie sStrabedicdl PGA 6
introducing Science and Technology Park (STP) in Montenegro, which erfiabgescience and

technology park should be designed as a networking structure that will be seated in Podgorica and have
three decentralised unitsL Y LJdzf &S OSy G4 NBaszx a F2ft26ayY Ay bAiiOA
to the improvement of thexisting and creation of new higlachnology goods and services and thus
contribute to increased competitiveness and the overall economic development of the country. At the

same time, the measure will in general enable increase of research and innoegizmities and

therefore increase the number of successful projects in large European programs (H2020) in the period
from 2014 to 2020.

t NA2NRGEe YSIada2NBa Ay (GKS asS3ayvySyd al dzyky [/ I LA

The segment Human Capital presents through the selection processsiectiam 11.3.1. three identified
LINR 2 NA G & Y S ErsoteaNd polcy ref&rh vit Iertiaryd education institutionBProgram of
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Priority measure no. 7: Enrolment policy reform at tertiary education Institutions

Description and classification of the measiings measure is a measure combining the administrative
and in certain segments the investment measure. Deaigh implementation of an adequate
enrolment policy in line with the development objectives of the State and strategic development sectors
is of essential importance over a long term for positioning, organisation and operation of the entire
system.The higkst responsibility in designing the enrolment policy lays with the tertiary education
institutions.The enrolment policy should be aligned with the mission of the actual tertiary education
institution, precisely to be focused on what is the best for stuglettgiven time and to ensure
conditions for achieving the best and required knowledge, skills and competences, in other words the
learning outcomes or to be aligned with actual labour market needs.This measure also includes a better
guality connection ofhe secondary and tertiary education in such manner to take into account, in
addition to the general score of a candidate at the matura esago(idary education exit exapand
technical exam, whether a candidate has taken tests at the matura exam ecktmecal exam from
subjectmatters relevant for appreciating the selected study program at the time of valuating the
enrolment at the faculty.

Contribution of the measure to the strengthening of competitive capacity of the colmtryneasure

will contritute to further redesign of the existing study programmes, creating new and possible
termination of study programs or qualification with lower interest, all aimed at aligning them with the
labour market needs.The measure will contribute to raise the awssanethe need to produce human
resources that will be easier employed, in other words, which will have knowledge and skills upon
completion of a specific study program that will be needed at the modern market.This will create
competitive human resourceat not only the regional level, but also even border, facilitate improved
labour market flexibility in countries in the region and EU, and thus building an image for the tertiary
education system of the country.

Measure preparation/implementation curreraace supported by relevant indicatdrsiine with the
information from the Employment Officer concerning the supply and demand for specific qualification,
a number of students enrolled at the study programmes whereby once completed would acquire skills
where there is a long term mismatch between the supply and demand was reduced.Such a trend will
continuein the forthcoming period as well, and a good indicator for planning the enrolment policy will be
from data obtained as part dieProgramme for joiskils training of persons with university education,
which is a direct input to tertiary education institutions and to all relevant stakeholders responsible for
designing the tertiary education policy.This Programme is a good indicator not only in tetraktyf g
study programmes and for graduated students, but also for their preferences for employment
regionally.

Envisaged timetable for implementation of the measiimes measure should be implemented
continuously, in close cooperation of the tertiary edigratinstitutions, relevant ministries, the
Employment Office, the Chamber of Economy, and the Union of Employers.Preparation of regulations
concerning better quality in connecting the secondary and tertiary education is planned for 2015 and
2016, while theenrolment under the new regulations for 2017.

Contribution of the measure to the SSE 2020 Development Strategy tangétsaentation of this
measure will contribute to meeting the National Action Plan for SEE 2020 Strategy, $altaarth
Growth, preaely the implementation of activities under the DimensiqrEmployment.



Potential/specific risks to measure implementatitiential risks to implementation of the measure are
concerning the inconsistency in implementation of the enrolment policy agamsabour market
needs.

Direct and possible indirect impacts of the measure on the budget/other financing sources (IPA, loans,
own funds, etc):unds are allocated from the Budget of Montenegro, IPA IV funds, as well as from the
2y3A2Ay3 t NP aDOlAAYVARKBERI] BRK FT2NJ Lyy2@8FdA2y | yR
World Bank loan for implementation of the enrolment policy.

Description of envisaged impacts and expdit@dgEnvisage effect of this measure is the human
capital development through quiring knowledge, skills and competence aligned with the labour
market needs, rational enrolment aligned with the kbagn strategic objectives of Montenegro,
reduction of the number of unemployed persons having tertiary education, establishment regidnal
broader fluctuation of the labour force with university education.

Priority measur@: Program of professional training of persons with acquired higher education

Measure description and classificatidine subject measure is of combined nature, i.e. administrative,
and investment from a specific aspect. Employment of young persons is a constant challenge to inclusive
development of the society and basic generator of competitiveness and growth. ThanPafy
professional training of persons with acquired higher educaionplemented in accordance with the

Law on professional training of persons with acquired higher education. The Program provides the
possibility for persons with acquired higher edisrawith no work experience at a specific education
level, to acquire knowledge, skills and competences for independent performance of work and tasks,
which will enable them sooner involvement in the labour world. Activities on preparation of the Program
of professional training of high school students are undertaken for the purpose of improving knowledge,
skills and competences for independent performance of work and tasks for persorecquitred
vocational education of the second and third NQF léls, within the measures of active employment
policy there are programs implemented with regareéneoployment of young people during the season

for the purpose of temporary resolving of problems of their unemployment, acquiring work experience
and practice

Contribution of the measure to the removal of obstacles to economic development and strengthening
competitive capacity of the countiiyhis measure will contribute to the achievement of the development
objective, i.e. development of a competitive soctbtpugh education and higher employment of work

able population, in the way that persons with acquired university education should acquire through
practical training that takes place through this program and active employment policy programs specific
knowledge and skills that will facilitate their easier subsequent inclusion in the labour world.

Measure preparation/implementation current stance supported by relevant indicatbes:current
implementation stance of the measure includes undertaking ofitéetiwf the third cycle of the jeb

skills training of persons with acquired university education. Also, the Draft Law$kildobraining of
Persons with Acquired Vocational Education has been prepared and after the approval by the EC has
been obtainedurther procedure for its adoption will commence.

Envisaged timetable for implementation of the measlmgzlementation period of the measure is 2015
with the planned continuation beyond.

Contribution of the measure to the SSE 2020 Development StrakegysThe implementation of the
measure will contribute to execution of the National Action Plan implementing the SEE 2020 Strategy,
LIAE €N G{ YI NIl DNRPgGKES ADPSd O2YLI SGA2Yy 2F | OGAQA

Potential/specific risks to measure implensign: The potential risks for the measure implementation
are related to the provision of required and sufficient funds for completion in the medmamperiod,



while on the other side the risk may reflect on potential absence of future labour force diemdn
creation of new jobs that will absorb the potential human capital.

Direct and possible indirect impacts of the measure on the budget/other financing sources (IPA, loans,
own funds, etc):or programs aimed at improvement of professional capabilitigégeyouth, the funds

are allocated from the Budget of Montenegro. For the Program of professional training of persons with
acquired higher education EUR8.5 million has been allocated for 2015.

Description of envisaged impacts of the measure and expttiedy Envisaged effects of this measure
include human capital development, through acquiring of knowledge, skills and competences which will
contribute the unemployed persons to become more competitive in the labour market, which finally
contributes tathe reduction of the unemployment rate of the youth and these effects can be expected
in the mediumterm period, i.e. & after the implementation of the measure.

Priority measure n@: Construction of Innovatie® Y i NEBLINBY SdzNJ / SYGNB G ¢ SKy 2 LR

Measuredescription and classificatioht:is an investment measure for construction of an innovation
SYGUGNBLINBY SdzNJ OSY(iNB G¢SKy2LR{AAEDPLY HAMHYE GKS D2
introducing the Science and Technology Park (STP) in Montewbipi,is designed as a networking

structure that will be seated in Podgorica and have three decentralisedcuimitsulse centres, as
F2tt264Y Ay bATOAGXE . INIYyR tfaSgtal o
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or service, which will thereafter be placed in the market, and this will be an ideal opportunity for
everyone with good ideas and entrepreneurial spirit. Also, conditions will be created for strengthening

of the cooperation between acathic and scientificesearch institutions from one side and private

sector on the other, in view of strengthening innovative activities.

Contribution of the measure to the removal of obstacles to economic development and strengthening
competitive capacitpf the country:s¢ SKy 2 LJ12f A &d¢ YI & KI @S YdzZ GALX S LI2:
innovative, scientific and business environment in Montenegro, given that it will support creating and
attracting new SME and consolidation of the existing ones and becats tfwill have impact on
2LISYAy3 2F yS¢g 22043 YR (GKS 20SNIftf SO2y2YAO RS
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of the reconstructed building of the MHtNE / dzf GdzNF € / SYiNB Ay DbAlOA
approximately 2,000 m2. In this building there will be office premises for up to 20 micro arsizedall
enterprises, a large meeting hall and 3 laboratories, as follows: 1) Biochemical laboranohyst2pl

RSAAIY 02N G2NESE YR o0 5FdF OSYiNB® Ly FRRAGA
also have a Congress Centre.

Measure preparation/implementation current stance supported by relevant indicabersvinistry of
{OASYOS Aad AYLXSYSyidAay3a GKS LINRP2SOG 2F SallofAack
bAlTOAG AY O22LISNI GA2Y AGKY (GKS aAyAadNB 2F ! ANR
Development Fund, Directorate for®é A O 2 2NJ a YR bA]1OAG adzyAOALJ f A
stance implies undertaking of activities on establishing the Innovation entrepreneur centre
GCSKYy2LRtA&E AY bATOAG YR GKS GSYyRSNI LINE OSRdzNB

Envisaged timetable for irgmentation of the measuréfter the tender procedure has been
completed, the finalisation of construction works is planned in 2015. The Innovation entrepreneur
OSYiGuNB a¢SKy2LRtAaé gAff O02YYSYyOS 2LISNI GAY3I AY H



Contribution of the measure to the SSE@MDevelopment Strategy targeteplementation of the
measure will contribute to fulfilment of the National Action Plan implementing SEE 2020 Strategy, within
GKS LIAETETFNI a{YI NI DNRgiIKeés ADPSd O2YLI SGA2Yy 27F (K

Potential/specifi risks to measure implementatioRotential risks of the measure are related to the
timetable of tender procedures and performance of construction works and acceptance of the new
organisational concept by SME.

Direct and possible indirect impacts of theasure on the budget/other financing sources (IPA, loans,

own funds, etcjhe Ministry of Science financed the development of the Detailed Design in 2014 with
ennInnn FyR AYAGAFE OFLAGIE 2F a¢SKy2hR0050aé¢ Ay
FNB LINPPARSR FT2N¥Y GKS /FLAGEHE . dzRISG 2F az2ydSyS3
.dzR3ISG 2F a2y l(GSySaANRP F2NJ 2LISNIXGA2ya 2F a¢SKy2LRf
gAftt FAYIFIYOS a¢SKy2LRftAaé gAGK epnnIZnnnd

Descriptim of envisaged impacts of the measure and expected tirling: measure is expected to
facilitate generation and commercialisation of innovative ideas. Also, the measure will bring about
improvement of the existing and creation of new high technology gadiservices and so contribute

to increased competitiveness and overall economic development of the country. At the same time, the
measure, in general, will facilitate increased research and innovative capacities and therefore increased
number of successf projects in large European programs (H2020) in the period from 2014 to 2020.

[1.3.2.3 Better Industrial Structures (small and medisized enterprises, tourism)

[ 2NB LINRPof Syakz2o0aidlOfSa (2 SO2y2YAO ANRGUK A
Develomnent of small and mediwsized enterprisesin Montenegro small and mediusized

enterprises (SMEs) are active in very diverse segments of economy. SMEs make 99% of the total number

of enterprises; they participate with about 67% in the overall employarehtheir contribution to GDP

is 60%. As such, SMEs make the foundations of the economic development of the country and
competitiveness of Montenegrin economy will largely depend on the competitiveness of SMEs. A large
number of SMEs are active in tradeytism, consulting, and construction, but also in agriculture and
processing industry. If Montenegro wishes to improve its industrial structure and to extend its export

base, it has to make particular efforts in developing SMESs in tourism and teeldasad activities, e.g.
agriculture and processing industry.

In addition to this, the SME sector in Montenegro faces all the problems related to the business
environment and explained in more details in the-sblpter of this ERP that deals particularly with

this topic (3.2.4). On top of these general problems, the SME sector is also faced with additional
problems specific for their sector. These primarily refer to the limited support schemes from the public
sector to the SME sector, as well as to the ingafftly developed administrative capacities and support
measures aimed at using the programmes of financial andimancial support to SMEs in the most
effective way.

TourismMontenegrin tourism possesses a huge development potential. This is confiyrited\WTTC

2013 report where Montenegro is ranked as the first among 184 countries according to two criteria:
the speed of its growth in 2014 and the long term growth forecast (2024). However, in order to
achieve competitiveness and to see these faséx coming true, Montenegro has to undertake certain
activities aimed at overcoming several obstacles. Some of the key obstacles include the lagndf high
accommodation, insufficiently developed tourism infrastructure and diversification of touridocsp

and short tourism season based on the "sun and beach" offer. It is also necessary to undertake certain
activities in order to improve air access to the destination beyond the peak summer season, as well as
to work on the further development of theauntain tourism (in the North of Montenegro), better



training of people employed in the tourism and catering sector and better participation of the local
population.
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According to the Monteneg Development Directions 202816 (MDD), the core objective of the SME
sector development is a competitive SME sector in the entrepreneurial economy based on knowledge,
technology innovations and modernized capacities. This objective is in full complidhcthe
objectives of the SME sector development defined in the SME Development StrateeB0PB11
particularly the strategic goals related to the strengthening of financial support, competitiveness and
support to startups. It is also in line with tt&trategy for Enhancement of Competitiveness at the Micro
Level 20122015, Strategy for Sustainable Economic Growth through Introduction of Business Clusters
20122016, Strategy for Lifelong Entrepreneurial learning ZI®; as well as with the Natiodadtion

Plan (NAP) for the SEE 2020 Strategy for-2018, i.e. with the national priorities that will contribute

to achieving one of the key targets of the SEE 2020 Strategy in the "Sustainable Growth" segment
raising the level of competitiveness of thidvate sector. Montenegro is also implementing the Small

Business Act (SBA) and the measures and activities that are in line with the SBA recommendations, that
are, in their turn, complimentary to the reform measures within the ERP.

TourismbDue to its inportance for the increase in the number of SMES, generating new jobs, increasing
the standard of living and balancing regional development, tourism has been recognized as one of the
top priority branches of Montenegrin Economy. According to the MDD-20 the core objective

of this sector is to increase revenues and employment, which can be aclm&edlia through the
improvement of the tourism infrastructure, i.e. of the overall quality of the tourism offering.

Economic policy measures aimed ehiaving the set objectives in the segment of "Better
industrial structures”

Development of small and meditsized enterprisedviontenegro plans to achieve the goals set for the
SME sector in the MDD 202816 and other strategic documents through varigimips of economic
policy measures. The most important among them are the financial anfinaocial measures of
support to SMEs to achieve competitiveness and growth of econpriosity measureno. 10:Financial
support to the SME sectand priority meaureno. 11 Enhancementf institutional and administrative
capacities for SMEs suppatescribed in more details below).

TourismMontenegro plans to implement various economic policy measures to achieve the goals set in
the tourism sector in the MDD023-2016 and in other strategic documents, particularly the Strategy
for Development of Tourism by the end of 2020. Among the most important measures are those that
refer to development of tourism infrastructure and other infrastructure aimed at raisen¢etiel of
competitiveness and growth of economy. This will also impact the increase in the number of SMEs and
the reduction of regional imbalances. That is why it is particularly important to build the necessary
infrastructure in the ski resorts in the o of Montenegro(priority measure no. 12: "Enhancement of

the tourist offer in the north of Montenegro through construction of required infrastructure in ski
resorts",described in more details below). In addition to this measure, a measure of geperéhime

for the development of tourism and for raising its competitiveness is also the improvement of air
accessibility of the destination.

Another set of measures in the field of improvement of competitiveness of tourism intaixgmlicy
reforms in tlis field (hrough the introduction of the reduced VAT rate of 7% for all hospitality services
in hotels and restaurants and abolishment of property tax for hospitality facilitsls with 3, 4 and

5 starts that operate 12 months a year and have ar@drcategory in line with the Decision on the
Priority Tourism Sites); amendments to the legislative framevariendments to the Law on Tourism
and its secondary legislation (for the further harmonization with thedtjuisaimed at improving
competitiveness); as well dbe improvement of credit support to the development projects in tourism



at NA2NARAGEe YSIF&adaNBab Ay (GKS asS3ayvySyid 2F b. Sads

There are three priority measures identified within the segment "Better industrial structiiaésiave

been selected through the selection process presented in thelsafiter 3.1 of this chapter: "Financial
support to the SME sector"; " Enhancement of institutional and administrative capacities for SMEs
support " and "Enhancement of the touridfes in the north of Montenegro through construction of
required infrastructure in ski resorts ".

Priority measurendlO: Financial support to the SME sector

Description and classification of the measuneroved availability of funds is a significant factor for
improving competitiveness of the SME sector. This measure is consistent with the SME Development
Strategy 2012015 in terms of the strategic goals related to the strengthening offinancial support,
competitiveness and support to business start ups. It is also in line with the recommendations of the
Small Business Act.

Contribution of the measure to the strengthening of competitive capacity of the cdurttmng: area of

SMEs development the contritian of this measure is aimed at designing better industrial structures
for providing support to the dynamic SME development through improving the financial support. In the
field of financial support to the SME sector, the reform process should in the fotufocused on
improving the availability of funds and instruments, in terms of the types and scope of available funds
and favourable conditions for as broad range of target groups as possible.

Current stateof-play of the preparation/implementation ohé measure, supported by relevant
indicatorsNational institution for providing support to SMEs is the Investment Development Fund (IDF).
Credit support is aimed at small and medisized enterprises, farmers, the young, beginners and
women in business. The terms and conditions for the credit suppdinis type are more favourable

than the market conditions in terms of the interest rate level, loan repayment period and grace periods.
At the same time additional incentives have been ensured for the investments in the North of
Montenegro and less deloped areas and for the employment of more than 5 people, as well as for
the loans that are approved with the guarantee of some of the commercial banks. By 31 December
2014, the amount of the approved 279 loans was 41.5 mdliéss for the factoring arrgements the

total amount of 29.7 millior of claims were purchased within the 28 factoring arrangements for
domestic producers, and the sectors of trade and services.

In addition to the above measures, there are several programmes aimed at providiimyiaost
support to the strengthening of competitiveness of Montenegrin SMEs. These programmes support
innovations, introduction of standards, and development of clusters and they are mostly supported
within the state aid support system. With aim to granfiimgncial support to entrepreneurs, micro,
smalland mediurd AT SR Sy G SNIINAaSax a YSYoSNBR 2F OfdadasSN
through purchase of equipment, the Programme for encouraging development of clusters in the
Northern region ad less developed municipalities of Montenegro for 22026 allocated grants in the
amount of 0.045 millioe to 6 clusters in 2013/2014. The Programme for increasing local and regional
competitiveness through harmonization with international standardbdemess for the period 2014

2016 also approves grants aimed at meeting international standards for obtaining accreditation for
assessment of conformity, as well as for implementation of the standards/recertification.

Envisaged timetable for implementatiof the measur&he measure of improving financial support to
SME sector will be implemented in the period 2Q037, with the planned innovations related to
availability of funds and instruments for financial support to SMEs. Since the financial support
programmes for SMEs (loans, factoring, grants) and the limited budget funds for their implementation
are not sufficient for any significant increase in business performances of SMEs, additional support is
expected from international sources. This impliew credit arrangements with international financial



institutions (EIB, EIF, EBRD, etc.), and involvement of financial intermediaries in the implementation of
the COSME programme financial instruments. There is a possibility to ensure guarantees and counter
guarantees for financial institutions (guarantee funds, banks, leasing companies) through the
instruments of the credit guarantees within the COSME programme. The goal is to ensure more
financing for SMEs through loans and leasing. Within IPA progranmmiet#csupport in designing the

grant scheme for improving competitiveness is planned (IPA 2014) and accordingly later on support in
direct implementation of the grants for the improvement of competitiveness of SMEs (the beginning of
implementation is expeed end 2015/beginning 2016).

Contribution of the measure to the SEE 2020 Development Strategy tarngeksmentation of the
planned measures of financial support will contribute to the achievement of the goals defined in the
Montenegrin National ActioRlan for the SEE 2020 Strategy for 2014/2015 within the pillar "Sustainable
Growth", Dimension KCompetitiveness.

Potential/specific risks in the implementation of the meadure:potential risks in the implementation
of the measure of financial supptotSMESs include signing the agreements on guarantee arrangements
of financial institutions within the COSME programme and absorption capacities of SMEs.

Direct and possible indirect impact of the measure on the budget/ other financing sources (IPA, loans,
own funds, etc.Regarding to national resources of funding, implementation of measures of financial
support to SMEs in 2015 will require funding in the amount of approx. 80,1 million EUR. Estimates are
that the financing from the IDF and the state budgmitinue in the same or slightly higher amount in

the coming years, which indicates that the amount of funds for 2016/2017 year will be at least at the
level of financial allocatiaff for 2015. The possible signing of new agreements of financial imstguti

in terms of available programs and initiatives for Montenegro, it can be expected a greater scope and
easier access to finance for SMEs.

Description of the foreseen impacts of the measure and the expected tithiagffects of the planned
financial spport measures on the SME sector will include: contribution to the increase in the number
of SMEs, i.e. establishment of new enterprises, new employment, improvement of business
performances, innovativeness and competitiveness of SMEs. The impact ofathresecovers the
period 20152017.

Priority measurgl: Enhancement of institutional and administrative capacities for SMEs support

Description and classification of the measumgoroving the institutional and administrative capacities

for providingsupport to the SME sector is a segment of a comprehensive anedimgtsional non
financial support to SMEs. Among other things, it assumes providing support services to the businesses
in the field of provision of information, advice and support in distaibg a business and improving its
operation with a view to enhance competitiveness of SMEs in the market. An important precondition
for availability and quality of the provided advisory services is the strengthening of administrative
capacities of the noviders of services to SMEs and development of clusters, through trainings. The
priority measure 8 includes such activities in 2015. This measure is consistent with the SME
Development Strategy 202015, i.e. with its strategic goals that refer to theesgthening of
competitiveness and support to starps, and also with the recommendations of the Small Business
Act. In addition to that, according to the Progress Report recommendations, administrative capacities
and support measures should be strength@rso that the programmes of financial and +ioancial
support to SMEs can be used as effectively as possible, and the measuresireinual support to
development of clusters and other structures to support businesses should be continued.

24 Most of them from the loan agreements of IDF with internatio nal financial institutions.



Contribuion of the measure to the removal of obstacles to economic development and to the
strengthening of the competitive capacity of the coumtmprovement of the measures of ndéinancial

support to SMEsinarea of strengthening institutional and administicpacities is aimed at a ensuring

more dynamic development of the SME sector. The goal of reform process should be to achieve the
models of institutional support to businesses and to strengthen capacities of the employees on the local
level to provide serges of business advice for establishment and further development of SMEs.
Internationalization of SMEs, in terms of better business connections and their breakthrough to new
markets, will be improved through the use of the services (Enterprise EuroperkletiEN
Montenegro) within the COSME programme.

Current stateof-play of the preparation/implementation of the measure supported by relevant
indicators:Construction of the Regional Business Centre (RBC) and incubator in Berane, as well as the
improvemerts to the institutional capacities for the support to SMEs have been started within the IPA
2011 project "Establishment of the Regional Business Centre and Incubator in thdEdgbrf
Montenegro". EEN Montenegro continuously provides services of suppadnternationalization of

SMEs. In addition to this, certain activities on the strengthening of capacities for supporting cluster
development have been initiated within the IPA 2011 project: "Strengthening of competitiveness of the
small and mediursizeenterprises in Montenegro through cluster development".

Envisaged timetable for implementation of the measiine: measure of improving institutional and
administrative capacities for supporting SME sector will be implemented in 2015. It will be fatused o
building the institutional infrastructure and strengthening of the capacities for providing support
services to businesses (trainings) within the Regional Business Centre and Berane incubator, as well as
on the strengthening of the capacities for devetgmt of clusters through trainings for cluster agents

and members of clusters. From 2015 on, the scope of the provision of the services of the EEN
Montenegro is planned to be in line with the planned measures of the COSME programme. It is expected
that inthe period 201582017, through IPA programmes (specifically IPA 2014), Montenegro implements
the activities aimed at strengthening administrative capacities for innovating and implementing SME
policy and more efficient use of the COSME programme and atbgragnmes of support to the SME
sector in various segments, taking into account the SBA recommendations. Technical support for
designing and implementing the grants for improvement of competitiveness of SMEs is also planned
through IPA 2014 and will be itepented in 2016 and 2017

Contribution of the measure to the SEE 2020 Development Strategy tangétsnentation of these
measures will contribute to meeting the goals defined in Montenegrin National Action Plan for SEE 2020
Strategy for 2014 and 201\Within the pillar Sustainable Growth, dimensiorompetitiveness. These
measures include implementation of the measures defined in the SME Development Strategy 2011
2015, Strategy for Enhancement of Competitiveness at the micro leveR2@%Jand ensuing advisory
support to startups.

Potential/specific risks in the implementation of the meashrgential risks that can slow down the
implementation of the measures of néinancial support to SMEs include possible unavailability of
funds for implemerdtion and the level of participation of the providers of advisory services to the SME
sector.

Direct and possible indirect impact of the measure on the budget/other sources of financing (IPA, loans,
own funds etc.)mplementation of the measure of ndimancial support to SMEs in 2015 will require
funds for strengthening of the capacities for provision of support services to businesses in the form of
national contribution in the amount of 0.025 millierand IPA 2011 projects (development of RBC,
incubatorsand support to clusters) in the amount of 0.22 milkoMhe planed amount of funds from

IPA 2014 for designing and implementing the grants for improvement of competitiveness of SMEs in the
period of 20162017 (IPA 2014) amounts to 0.3 @il



The amounbf funds planned for 2016 and 2017 is on the level of approximately Oelfrorh the
national sources The planned amount of the financial support for 2016 and 2017 amourggrbmil
IPA 2014 funds and it will include key activities in the implementafithe Small Business Act (SBA)
recommendations.

Description of the foreseen impacts of the measure and the expected duratients of the planned
measures should contribute to the following: construction of mtenicipal infrastructure for
supporting SMEs in the form of RBC and incubator; further strengthening of administrative capacities
for providing advisory services to small and meekimad enterprises and clusters with a view to
supporting the establishment and further growth; as asglthe increase of the absorption capacity for
using the financial support instruments and other programmes of support to SMEs. Impact of the
measures covers the period 202617.

Priority measure 12: Enhancement of the tourist offer in the north of Mg through construction
of required infrastructure in ski resorts

Description and classification of the measuirés obvious that currently there is an imbalance in the
regional distribution of the tourism offering in Montenegro. The North is in I#ss 'favourable”

LRAAGAZY (GKIFIYy GKS O2Fadrf NBIA2YD b2gl RIead a2yl
Y

FYR aWF@2NRGIF6FE Ay ¢loftal 1 avy2tl OAYy wmnpné Ay
in Berane operates from time tine.

Given the natural preconditions and insufficiently used potentials of the North, Montenegro has set the
goal to improve the quality of services in the existing ski resorts as well as to build new ski resorts. Thus,

in 2015 the priority measure iKtS  LJ | YY SR 02y aid NHzOGA2Y 2F GKS Ay TN
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investment measure.

Contribution of the measure to the removal of obstacles to economic development and strengthening
competitive capacity of the countiijhe project of constructing new ski resort facilities and investing into
the exising ones has been recognized as a priority for 2015. Montenegro envisages investments that
will contribute to the improvement of the overall business environment in the North of Montenegro
through the extension of the tourism season. These activities direeiwith the Montenegro Tourism
Development Strategy by 2020, and the Regional Development Strategy fe&Q2M5

Current stateof-play of the preparation/implementation of the measure supported by relevant

indicators Project documentation has beengmaredfor the projects of the skiresorisY 2 f  OAY mMc
I.
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Envisaged timetable for implementation of the measurgilementation of this investment is planned
forthe period 2015+ nmdp A UGKAY GKS Ydzt GAF yydzZ € OFLAGEE o
GKAA FY2dzydzX € cXcoppXm2016. Aa LI IYyySR G2 6S Ay@dS

Potential/specific risks in the implementation of the meas@®en the geographic features of the
locations for the ski resorts and the possibility for the snow to remain there for a couple of months a
year, there is a potential risk of delays in the envisaged timetable of the implementation of the projects,
whichcould lead to the delay in the final works on the projects.

Direct and possible indirect impact of the measure on the budget/other sources of financing (IPA, loans,
own funds etc.p015 Law on Budget allocates the funds for the implementation of the arotke
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construction of the skiing infrastructure in the ski ceaté2 f  OAY mMcnné Ay Y2t OAa
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are planned for the construction of theOOdzY dzt + GA2y 1S Ay GKS t20FGA
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total amount of the funds allocated for the investment in the ski resorts infictate in 2015 is
6,695,000.0@.

Description of the foreseen impacts of the measure and the expected durafidementation of this
measure will contribute to the increase in the competitiveness of tourism in the North and to the
reduction of regionalifferences in Montenegro. It will also create preconditions for the increase in the
number of SMESs, increase in the revenues from tourism and related activities, increase in the number
of employees in the North of Montenegro, as well as to the increabe dludget revenues from VAT,

profit tax, etc. These investments will make Montenegrin tourism product more competitive in
comparison to the tourism product of the countries in the region. But they will also have a similar impact
on the overall tourism offring of Montenegro and ensure that Montenegro is in the future promoted

as a genuine yeaound destination.

11.3.2.4 Good Business Environment
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Strengthening of theegulatory framework through better transparency and establishment of closer
cooperation between citizens, sectors of economy and Government authorities improves the overall
guality of life and social cohesion in the country. If inadequate, regulatorgvirarkiin any country has

a negative impact on the market competitiveness and contributes to operations that are outside of the
legal framework. Regulatory reform and improvement of the business environment create a better basis
for development of entreprezurship, establishment and development of small and medizsd
enterprises, new investments and jobs in the private sectors. Montenegro is still characterized by
insufficiently short deadlines for execution of contracts and insufficiently clear angdrans
procedures, certain fiscal burdens that should be further reduced, insufficiently efficient procedures
before administration bodies, problems with electronic communication and online application
procedures, as well as the necessity of further refoh public administration and increasing its
efficiency in servicing citizens and economy.

The efforts invested in the reform aimed at improvement of business environment have been
recognized by the World Bank. This resulted in the progress of MonténdigedDoing Business Report
2015. In the global ranking presented in this report, namely, Montenegro has improved by six positions
- from the position 42 to the position 36 among 189 countries. The most significant progress has been
achieved within the igicator "issuing construction permits" where the World Bank has recognized the
reforms implemented in the field of reduction of fees for providing utility services and abolishment of
the fees to municipalities for issuing urban and technical developmeguireenents. Still, in order to
remove the obstacles for improvement of competitiveness in this field, Montenegro has to continue the
process of simplification of the procedures for issuing construction permits, and to ensure faster
execution of contractsmprovements in the field of inspection supervision, development of electronic
services, harmonization of legislation in the field of services with the Services Directive, as well as in the
implementation of the remaining recommendations from the GuikotihRegulations.

Core objectives in the segment of "Good Business Environment"

One of the priorities and an important economic policy instrument for strengthening the capacities of
Montenegrin economy is the improvement of its business environment. @ydatiourable business
environment, regardless of whether it is aimed at strengthening entrepreneurial ventures or at
attracting new investments, contributes to the economic development of the state, i.e. to the GDP
growth. At the same time, competitiversesf economy is decisive for its position on the international
level, in terms of its attractiveness for foreign investors.
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Montenegro plans to achiewhe goals in the field of good business environment defined in the MDD
20132016 and in other strategic documents by using various groups of economic policy measures.
Among them, particularly important is the "Guillotine of Regulations" as thestxandysis of the

impact of the existing regulations. It is the basis for amending or repealing certain pieces of legislation
with a view to shortening deadlines, minimizing administrative costs and simplifying the procedures. In
the period between the adoptioaf the Action Plan for the implementation of the recommendations
envisaged in the "Guillotine of Regulations” (it was adopted in 2012 and revised in 2013) and the end of
the lll quarter of 2014, out of the total number of 1,446 recommendations, 987 reendations were
implemented (implementation rate 68.3%). It is envisaged that 172 recommendations will be
implemented in 2015, while the remaining recommendations are to be implemented in 2016 and 2017.

In the process of development of this year's ERP) tfieclatest information about the obstacles in the
business environment, particular attention was dedicated to the following: mac&effexecution of
contracts priority measureno. 13: Strengthening institutional framework for execution of contracts,
presented in details below);improvement of the proceduresssuming construction permitpriority
measure no. 14: Improving the process of issuing building permits through upgrade of the existing ICT
solutions presented in details belgwand online wailability of public servicgriority measure no.
15.0nline_availability of public services and the implementation of the information system for the
exchange of data from the registries of state authorjliesented in details belgw

The second groupfomeasures aimed at improving the business environment is related to the
integration of inspections in the field of education, sports, archiving, cultural goods and cultural
heritage, as well as in the field of preventing money laundering and finandiodster, into a single
administration for inspection affairs. In this way Montenegro wants to improve the efficiency of work
of the inspection bodies and to ensure their uniform practice; to use in a better way its human and other
resources and to relax esomic and other entities that are subject to supervision. The measures in this
group include improvement of the information system that will support the work of certain inspections
(standardization of procedures in the work of individual inspections;rigransingle data base that will
ensure higher quality planning of the inspection supervision including the risk analysis, high quality
statistics on the published inspection supervision, as well as the improvement of the horizontal and
vertical communicatin).

The third group of measures in this field includes activities of harmonization witlacties
communittairein the fields related to the free provision of services and protection of competition. In
that context, the important activity was the adoptiof theAction plan for transposition of the Services
Directive in the internal markeBy the adoption of the horizontal Law on Services, which transposes the
fundamental provisions of the Services Directive into the national legislation, Montenegro will establish
a general and legal framework for the services that the Directive referste. tBe services market

very dynamic, this will also ensure the rules for its development and for the emerging services.
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Using the selection process presented in the-chdipter 3.1, the Geernment has identified three
"priority measures" in the segment "Good Business Environment": "strengthening institutional
framework for execution of contracts”, " Improving the process of issuing building permits through
upgrade of the existing ICT sabuis " and "online availability of public services and the implementation
of the information system for exchange of data from the registries of the state authorities".

Priority measur@o. 13: Strengthening institutional framework for execution of confract

d.



Description and classification of the measdafigh a view to increasing competitiveness of economy
through the process of execution of contracts, the Government of Montenegro opted for a radical
reform of the system of execution by introducing publitboezement officers (bailiffs) whose status,
competences and organization of their activities is regulated in the Law on Public Enforcement Officers
adopted in December 2011. Adoption of this law is one of the key elements of the measure aimed at
contributing to more efficient execution of contracts. That is why this measure can be classified as a
legal measure.

Contribution of the measure to the removal of obstacles to economic development and strengthening of
the competitive capacity of the countAs forthe implementation of the Law on Public Enforcement
Officers, the Ministry of Justice timely adopted the secondary legislation, organized the exam for public
enforcement officers and published the call for their appointment, adopted the decisions on their
appointment and conducted the procedure for admission of their offices. In cooperation with the OSCE,
the Ministry of Justice also organized 6 training conferences for public enforcement officers and
continuously provided expert support aimed at strengthgrtheir activities and the activity of their
Chamber. The Rulebook on the number of positions and official seats of the public enforcement officers
provides for the total number of 32 public enforcement officers for the territory of Montenegro. So far,
the Ministry has published four public calls for public enforcement officers and got 37 candidates, out
of whom the Ministry appointed 29. Thus, there is an adequate number of appointed public
enforcement officers, which contributes to better efficiencyhim enforcement of contracts, which in

its turn contributes to higher competitiveness of economy and attracts investments.

Current stateof-play of preparation/implementation, supported by relevant indicataraddition to the

Law on Public Enforcementfiders, and with a view to improving the enforcement system, the Ministry

of Justice composed a Proposal Law on Amendments to the Law on Enforcement and Securing of Claims
which was sent to the Parliament of Montenegro for adoption. The key goal of t#relarants is to
improve the existing law in terms of changing the functional competence for deciding upon legal
remedies lodged against the decisions of public enforcement officers. According to the amendments,
the complaints against the decision adoptedtombasis of an enforcement document shall be decided
upon by an individual judge, while the complaints against the decision based on an authentic document
shall remain within the competences of a thjadge panel. In this way the individual judgesaisib

have power to decide upon complaints against the decisions of the public enforcement officers adopted
on the basis of an enforcement document. This will contribute to better efficiency of the enforcement
procedure.

Envisaged timetable for implemeritat of the measureThe measure will be implemented in 2015,
while certain activities will continue in 2016 and 2017.

Contribution of the measure to SEE 2020 Development Strategy targé¢snentation of this measure
is related to the pillar "IntegrateB NB ¢ 4 Kh> RAYSYyaiazy . I b/ 2YLISGAGAGBS

Potential/specific risks in the implementation of the meadure:identified risks are related to the
possibility of untimely implementation of the planned reforms.

Direct and possible indirect iragt of the measure on the budget/other financing sources (IPA, loans, own
funds, etc.Jmplementation of this measure does not require any additional funds from the state
budget.

Description of the foreseen impacts of the measure and expected thnirgrdnents to the Law on
Enforcement and Securing of Claims and implementation of the proposed reforms are aimed at
improving the existing solutions, which will lead to a faster, highality and more efficient
procedures.

Priority measure ndl4: Improving tle process of issuing construction permits through upgrade of the
existing ICT solutions




Description and classification of the measuneproving the process of issuing construction permits
through upgrade of existing ICT systems that will integratgpatlal information, i.e. enable easier
implementation of investments, as well as the construction of the infrastructure for municipal utilities,
energy, transport and other infrastructure. This measure is of administrative character.

Contribution of the raasure to the removal of obstacles to economic development and strengthening of
the competitive capacity of the countrimproving the existing ICT system in the area of spatial
development and construction of structure®Jnidocs, and using thegovernment portal and EDMS
archive¢ Origami(e-plans, econstruction permit, a@rchives, a@nspection) will make the business
environment simpler and more predictable, while the transparency of the process will ensure
implementation of the measures provided for the Action Plan for preventing and combating
corruption.Upgrade of the existing systems will consolidate all the data related to spatial planning and
construction of structures and make them accessible to the public, potential investors and
others.Moreoer, the advancement of this system will improve the business environment for all and
reduce administrative procedures in provision of public services.

Current stance of preparation/implementation of the measure supported by relevant indicattmtes:
plannng documents have been published in the edal of the Ministry of Sustainable Development
and Tourism and GIS is currently being integrated with the documentation base, andervied for
exchange of data with the Chamber of Engineers will be mepited through the integration project.A
service for electronic filing of requests for issuing wtbavelopment and technical requirements is in

a test phase at the-government portal, in accordance with the Law egoEernment.All requests
lodged with he Ministry of Sustainable Development and Tourism by parties concerning the area of
spatial development and construction of structures could be lodged electronically after amendments to
legislation governing the area of spatial development and constnuatistructures.

Envisaged timetable for implementation of the meastire:following activities are planned for 2015: (i)
adoption of the Rulebook on detailed contents and manner of keeping the Central Register of planning
documents, (ii) establishment tife Central Register of planning documents, (iv) adoption of the Law
on Spatial Planning and Construction of Structures which will define electronic operation on the level of
spatial development and construction of structures; (v) adoption of the secofetsisjation for
electronic operation, and (vi) implementation and development of the information system that will
support electronic operation.

Contribution of the measure to the SEE 2020 Development Strategy targetst the key pillars defined

in the SEE 2020 Development Strategy is "Governance for Growth" aimed at developing good business
environment and providing public services necessary for economic development, i.e. Dimension N
"Effective Public Services".

Potential/specific risks in the implemtation of the measur@he information system is to connect a
large number of authorities, both at the state and local level, and institutions that participate in the
process of issuing construction permits needs to be developed in accordance with the Epatial
Development and Construction of Structures.Pursuant to provisions of the Lagoeerament, the

state authorities and the state administration authorities will exchange data through an Integral
Information System for data exchange, while gdbenmunication with other institutions taking part in

the construction permits issuing process will take place through the upgrade of the existing information
system.As an umbrella institution, the Ministry of Sustainable Development and Tourism with need t
connect: 23 local authorities responsible for the activities of spatial planning and construction of
structures, the Administration for inspection affairs, the Water Administration, the Administration for
Protection of Monuments of Culture, all regionelits and the central office of the Real Estate
Administration, all regional units and the headquarters of the EPCG, the Public Company Maritime
Domain Management, the Public Company National Parks of Montenegro, the Environmental
Protection Agency and tHecal level authorities responsible for the environmental protection affairs,

23 local enterprises that manage water supply and sewerage infrastructure, the Agency for Civil Aviation



Safety, the Telecommunication Agency and the Directorate for Transwoetfdre, one of the
potential risks is the very implementation of this information system, i.e. ensuring the funds for
connecting so many entities.Another problem is the time in which it will be possible to publish all the
planning documents in the Cenltragister of planning documents.

Direct and possible indirect impacts of the measure on the budget / other sources of financing (IPA, loans,
own funds, etc.):Funds for implementation of this measure are request from the Budget.The
implementation is envaged for 2015, 2016 and 2017 (the prices amount will be submitted after IT
experts have completed evaluation)

Description of foreseen impacts of the measure and the expected timinguction of the electronic
operation will first ensure that planning documents development and development of the technical
documentation will not be prepared in the voluminous paper form, meaning thattgem®tion
contributes to reduction of costsjmprovement in work efficiency and simplification of
procedures.Furthermore, contact between investors and employees in the administration is avoided in
this manner and the very procedure is transparent, which eliminates corruption.

Priority measure nol5:Online availability of public services and implementation of the information
system for exchange of data from the registers of state authorities

Description and classification of the measurethe context of a strong domination of information
technolaies further modernization of public administration is a must. The goals of the adoption of the
Law on Electronic Administration are: simpler communication of citizens and economic entities with the
state administration; more efficient exercise of righgstie users of the state administration services
and development of preconditions for the administration to be a service to citizens and economy
through establishment of G2B and G2C services. Implementation of this law should contribute to the
removal of dministrative barriers, since the users of the state administration services will be able to
communicate with the administration at any time and from any place, while establishment of the
information system for the exchange of data from the registersaié stuthorities will impact the
efficiency of the collection of data from the state authorities that they cadbeoffician the procedure

for the exercise of the rights of their users. This practically creates the conditions for electronic issuance
of construction permits, electronic registration of companies, and electronic issuance of certificates in
the field of civic rights, etc.

Contribution of the measure to the removal of obstacles to economic development and strengthening of
the competitive capcity of the countryThe opportunity offered to citizens and economic entities to
communicate with the state and local administration through one electronic point (electronic
government portal), which is regulated in the legislative and technical wayesreasier access to
services of the state administration. On one side, this contributes to the strengthening of the respect
for human rights and improvement of the business environment, and to more efficient proceeding of
the authorities on the other. Ezblishment of the information system for the exchange of data between
state authorities through more efficient communication between institutions (improvement of the G2G
segment of electronic administration) will also lead to the simplification and tedfielency of the
procedures.

Current stateof-play of the preparation/implementation of the measure supported by relevant
indicators:Electronic administration portal, as the central point of access to the administration services,
has been in operationirece 2011. Through this portal the technical conditions for development of
electronic administration in Montenegro have been created. This field is regulated in the Law on
Electronic Administration. The goal is to encourage development of electronicsdhtion through
inspection supervision, because electronic administration is a key precondition for the improvement of
business environment through the removal of administrative barriers. The electronic administration



portal currently includes 70 dime services provided by 24 institutions. With a view to ensuring full
"automation” of the work of the state administration and development of G2G services, Montenegro
plans to establish a single information system for the exchange of data between the iidiosystems

of the state authorities. Given the fact, namely, that, in the process for exercising the rights and duties
of their users, the state bodies and the state administration authorities are obliged to collect ex officio
the data about the facts thdhey keep the official records of according to the law, the establishment

of the information system will significantly simplify and accelerate such collection of data contributing
in such a way to the efficiency of the procedure. In addition to thisjnipdementation of this
information system will lead to the increased efficiency of the public administration

The envisaged timetable for the implementation of the measiiceprding to the Law on Electronic
Administration, all the authorities that commioate with citizens and economic entities are obliged to
ensure that all the services that they provide in the conventional way are also available electronically.
They have to ensure this within 18 months from the day of coming of the Law into effeebiibgri

2016) if it is in compliance with the laws that stipulate the work of their core activities. The strategic
goal is to have 200 state administration services in the portal by the end of 2016. The legislation has
created the conditions so that the giset in the Strategy for Development of Information Society-2012
2016 is not only achieved, but even exceeded. In 2015 the priority will be the services that are most
attractive for citizens and businesses. The single information system for the exchdatgebetween

state authorities will be implemented by August 2016.

Contribution of the measure to the SEE 2020 Development Strategy tangeksmentation of this
measure is connected to the pillar "Smart Growth", Dimensiddidital Society in thedtional AP for
the SEE 2020 Strategy.

Potential/specific risks in the implementation of this measLine: experience related to the provision of
administration services in an electronic way shows that the risks connected to this measure include:
resistance of the state authorities and local-gelfernment to changes, since they are reluctant to
make thetransition from the counter system to the dine world; norcompliance of the Law on
Electronic Administration; lack of inspection supervision; long tender procedures for development of
the information system for the exchange of data from the registettseadtate authorities.

Direct and possible indirect impact of the measure on the budget/ other financing sources (IPA, loans, on
funds, etc.)The required budget funds amount to 500,@0fbr the first stage of development of the
information system (ISpff the exchange of data between the state authorities. These funds are for
2015, while no additional funds are required for development of the electronic administration in the
part that refers to provision of services through the electronic administrptidal.

Description of the foreseen impact of the measure and the expected tiflingenvisaged effects of the
measure are: an easier access to the administration services; faster and more efficient exercise of the
rights by citizens and commercial emsti and lower administrative barriers. These effects will be
continuously visible as they depend on the pace of establishment of the state administration at the
electronic administration portal. More efficient communication between institutions will biewsov

from the moment of release of the IS for the exchange of data between the state authorities.



[1.3.2.5 Trade integration

Core problems /obstacles to the economic growth in the segment of "Trade Integration”

Montenegro is a very small and open market econmmgre the overall export (of goods and services)

in 2013 made only 44% of the GDB, while the current account deficit in the balance of payment made
14.6% of the GDP. All of this indicates to significant weaknesses of the external sector of Montenegrin
ecoromy. Thus, for example, if only import of goods is analysed, its share in the GDP (12.1% in 2013) is
among the lowest in the region. However, if services are added, primarily tourism, then the share in the
GDP is significantly improved, but it is stiitreély low in comparison to some other small EU countries.
The value of Montenegrin export is relatively low, which is not the only problem. The problem is rather
that export is very concentrated. While metal, electricity and food products dominate éxpbé of

goods, tourism determines the overall trends in the field of services. These characteristics clearly show
that Montenegro has a very narrow production base of goods and services, which is largely a
consequence of a relatively low internationahnpetitiveness. This makes the country additionally
sensitive to international trends in this field. In addition to this, the merchandize trade of Montenegro
with abroad is characterised by a high dependence on imports. Certain specific features are
charageristic also for the financial part of Montenegrin balance of payment. It is dominated by foreign
direct investments (FDI), but in their structure there is a high share of the investments in property and
it is realistic to expect that it will not remain that level in a long run.

On the basis of the above it can be concluded dirsification of expolit one of the key challenges

of the country in the future period. This is even more important since the export of metal will be further
reduced, whileghe export of food and drinks is related to objective production restrictions. Export of
electricity shows a growth trend, but it also depends on the season and trends in the prices of electricity
in the world market. Tourism definitely has huge potestfakr further growth, particularly in the
context of its orientation to higend tourism, but in this context it is necessary to have in mind its large
dependence on other sectors, i.e. factors of influerfirst of all, availability of the adequate ploa
infrastructure, good business environment and quality of the human factor. The seconthgliesige

for Montenegro is related to foreign direct investmer@sice in the future they are to remain the key
source of financing of the current accounfiidié in the balance of payment, the key challenge is to
change the FDI structure in terms of increasing the share of investments into the productive segments
of national economy.
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Strategic goal in thsrea is to enhance international competitiveness of Montenegrin economy and to
reduce the negative impacts of external imbalance on the economic development of the country.
Operationally speaking, national objectives in this segment are to increasevensifydexport, and to

create conditions for the stable FDI inflow into production sectors of Montenegrin ecohothat
context, EU integration process is perceived as one of the key segments for achieving these objectives.

Economic policy measures &hieving the goals set in the "Trade Integration” segment

Montenegro has significant potentials for the increase of both "traditional" export and export of new
productsand to increase FDI. Achieving these objectives requires active economic polieg orient
primarily to the removal of various barriers in all the segments we tackled in the fechaptiers above
(3.2.1- 3.2.4). The enhancement of international competitiveness of Montenegrin economy will thus
require better connections with the region armoader international environment through the
establishment of high quality physical infrastructure. It will also requiregoiglity labour, which is the
objective that can be achieved with the support of the education system adapted to the demands of
economic entities. Montenegro also has to continue working on the removal of the remaining obstacles
in the business environment segment and with maintaining of the flexibility in the labour market. All of



these are "infrastructural preconditions" that veilable Montenegro to strengthen its integration into
international and financial flows.

In the context of its WTO and CEFTA membership, and particularly in the process of EU integration,
Montenegro will continue removing the remaining trade barriers, tikese related to the
standardizatior{priority measure no. 16: increasing competitiveness of business organisations through
harmonization with the requirements of international quality standards and quality
improvemenipresented in more details below) bding of products etc.

The set of measures related to tbentinuation of the process of harmonization of technical legislation
with the EU legislation and implementation of EU standaifl®¥e particularly important in the future
period. Both of these sets of measures are of key importance for the inclugibontégnegro in the

free movementof goods in the single EU trade market, harmonization of technical legislation and
mutual recogrion. Strategy for the implementation of the Btiuisin the field offree of movement

of goods 20142018 defines the dynamic for the implementation in this field. Timely harmonization with
the EU legislation is not only a condition for the concludingegbtmtions in this field but, above all,

the instrument that will ensure development of economic activities and the increase of competitiveness
of production aimed at easier access to theEU single market. This contributes to the development of
more favouable envirmment for FDI. In accordance tbe Strategy and the Action Plan for its
implementation for 2015,the adoption of approximately 58 laws and secondary legislation pieces for
certain groups of products is planned. The proposal law on budget férall@tates 2.8 millioa for

the implementation of the Strategy.

Amending the Customs Law and adopting the Decree on the conditions and maaoguinhg the

status of an authorised economic entityontenegro continues the process of liberalizatiotradle in

this field. World Bank, EC, and OECD reports recognize the administrative barriers to trade, such as long
time and a large number of documents required for customs cleargamld Bank Report for 2014,
Progress Report for Montenegro for 201ECD Report on administrative trade barriers for 2013). The
envisaged changes in the Law will additionally harmonize national legislation with the EU legislation in
this field, which will create a framework for simplifications in the customs proceduoesitidh of the

status of an authorized economic entity ensures simplification of the customs procedures and lowering
of the costs, which will lead to higher competitiveness of companies. The activities on amending the
Law and adopting the Decree are cuthgin progress.

In addition to the legislative and institutional approximation, Montenegro is also working on some other
economic policy measures that are aimed at stimulating export and strengthening of international
competitiveness. These are the insirents like development i.e. strengthening of the links between
agriculture, processing industry and tourism, as well as promotion of the agricudtudlafloodstuffs
products as well as other products. Bearing in mind the basic feature of the agricuburiaod
processing industry in Montenegraliversity of productionbut in small production series,the need to
provide support to producers to ensure better promotion of their products is recognized. This is
primarily due to the fact that domestic proders cannot finance these activities themselves. Through
the rural development measures, funds are allocated in the budget and used to promote agricultural
products and agriculture. Goals of this measure are to increase competitiveness of domestic products
in the domestic and international markets, but also to establish and strengthen the link between
agriculture and tourism. According to the defined requirements the entities entitled to support are
those that deal in production and processing of agricultpraducts, local communities, non
governmental organizations and registered associations in agriculture. This measure can also support
advertising through various communication channels. Priority is given to the activities of provision of
information within the registered quality schemes. Support is given in the form-firfianacing of the
activities, like participation in local, regional and international fairs. Within the ERP 2015, the priority
measure within this set of measures is the participatiaghenfair EXPO 20priority measureno. 17
Promotion of agricultural and foodstysfeducts: project EXPO 20afesented below).




Another set of measures in the field of trade integration, aimed at contribution to the increase of
competitiveness, is reled to the promotion and encouragement of foreign and domestic direct
investmentsDirect investments are important generators of economy, and in order to strengthen them,
which will consequently influence development of SME sector,employment and inaf@asduction

and export, Montenegro has to continue with the improvement of the business environment.
Montenegro currently has an active policy of promotion of foreign investments which is institutionally
supported through the activities of the Montenegiinvestment Promotion Agency(MIPA). These
activities will become stronger in the future period, and therefore new institutional solutions are
envisagedpriority measureno. 18: Improvement of the institutional framework for the promotion and
encouragemenof investments with an emphasis on the manufacturing indystegented below).

With a goalto improve new investment development policies , the projects designed in 2014 were aimed
at strengthening managerial capacities within the business zones anidgl@romotional activities. In

line with this, the "Programme for strengthening capacities of the local municipalitiesin the field of
management and promotion of business zones" has been prepared. The key goals of this project are to
attract foreign invetments, as well as to simplify the process of establishing and managing business
zones in the local municipalities in Montenegro. It envisages development of a new legislative
framework aimed at attracting investors. In addition to this, a programmegpbsihas been designed.

Its aim is to ensure subsidies if the investors meet thedpfimed criteria when they express their
interest to invest in Montenegro. The measures proposed for the improvements include amendments
to the legislation, changes inghnstitutional framework and adoption of the Decree on encouraging
direct investments and Decree on business zones. Adoption of these legislation pieces is expected in
2015.
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Using the selection prose presented in the suthapter 3.1, the Government has identified three
"priority measures” in the segment of "Trade integration™: "increasing competitiveness of business
organizations through the harmonization with the international standards and qgoatitgvement”;
"promotion of agricultural and food products (EXPO 2015) and "Improvement of instittréomaork

for the promotion and encouraging of investmewith an emphasis on the manufacturing industry

Priority measur@o. 16: Increasingompetitiveness of business organizations through the harmonization
with the international standards and guality improvement

Description and classification of the measuféis measure is an administrative measure that is
implemented through subsidies. émhational community and European Union recognize
standardization as a precondition for taking part in the international and European integration flows
and the basis for removing technical barriers in trade, i.e. ensuring free flow of goods and services.

The existing quality infrastructure in Montenegro is composed of the line ministries, Institute for
Standardization of Montenegro, Accreditation Body of Montenegro,Bureau of Metrology, as well as
other institutes and laboratories that deal with the exartiovaof product quality.

Contribution of the measure to the removal of obstacles to economic development and strengthening of
the competitive capacity of the countynong other things, this measure should contribute to the
strengthening of export capa@s through the increase of competitiveness and improvements of the
quality of products. Implementation of standards is significant for raising the competitiveness of
companies, and economy in general.

Current situation /implementation of the measure sugpdiby relevant indicatorgs very small number
of economic entities in Montenegro have the certificates for different types of standards and therefore
the Government of Montenegro adopted the Programme of strengthening regional and local



competitivenesstrough the harmonization with the requirements set in the international standards
for business operation for the period 202@16. The goal of this Programme is to ensure support to
companies, particularly from underdeveloped municipalities and from thté&éio region, to increase

their competitiveness as much as possible through the harmonization with the requirements set in the
international quality standards for products. Support is also provided through théddpet, since it
contains the Programmér enhancing competitiveness of agriculture. This programme supports
improvements in the quality of agricultural products through the introduction and certification of the
system of quality and food safety management, as well as through the supporttwers that take

part in some of the quality schemes (organic production, geographical indication of the product origin,
etc.)

Envisaged timetable for implementation of the measiiree programme of increasing regional and local
competitiveness through haronization with the requirements of international standards of business
operation and the Programme for strengthening competitiveness of agriculture provide support for the
improvement of the quality of products. These programmes will be implemented petioel 2014

2016. They contain the following components:

1 Support to SMEs in terms of reimbursement of costs for accreditation of the bodies for
conformity assessment;

9 Support to SMEs in terms of reimbursement of costs for the implementation of
standardgcertification/re-certification

1 Support for improving the quality of agricultural products, which will continue after 2016 too.

Direct and possible indirect impacts of the measure on the budget/other financing sources (IPA, loans,
own funds, etc)The budjet funds required for the implementation of the first two components in 2015
amount to 100,00@ (the assessment is that approximately the same amount will be allocated in 2016).
The amount of cca.185,000 is planned for the Programme of support to impny quality of
agricultural products in 2015.

Contribution of the measure to the Strategy SEE 2020 taif@tsmeasure is aimed at supporting the
implementation of the National Action Plan for the SEE 2020 Strategy and it is related to the pillar
"Sustanable Growth", Dimension K "Competitiveness".

Potential/specific risks in the implementation of the measiites risks in the implementation of this
measure include insufficient activity of the producers on the recognition of advantages brought by
introduction of the quality standards and schemes. New integration processes of Montenegro
(accession to WTO and EU) will bring to even stronger changes in the conditions for economy. The
conditions will be more liberal and therefore require stronger competitiserof the products. This
means that companies have to be aware that if they fail to meet the quality standards they will be
excluded from international markets.

Description of the foreseen impacts of the measure and the expected fiiningeffects of the
implementation of this measure are reflected in the increase of the number of SMEs that have
introduced international standards of business operation, enhancing thus their competitiveness and the
compliance with the compulsory standards in the field otifeafety. These effects can be achieved
already in 2015. In the future period Montenegro should continue working on the promotion of the
producers who introduce the stalledquality schemes for agricultural products.-itn effect of this
measure includéhe growth of production of the companies certified for various standards and increase
of exports.



Priority measureno. 17: Promotion of agricultural food products: EXPO 2015

Description and classification of the measur¢he fair Expo Milan 20Montenegro will be presented

within the BieMediterranean cluster focused on the topics related to health, harmony and beauty. The
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presentation will behe healthy food, ecology and tourism. This is the measure that actually combines
several other measures.

Contribution of the measure to the removal of obstacles to economic development and strengthening of
the competitive capacity of the countryhe corribution is reflected in the implementation of the
following promotional goals: (1) distributing information about Montenegro; (2) distributing
information about Montenegro as an ecological state; (3) raising awareness of the international
community aboutMontenegro as a destination; (4) creating the brand of Montenegro as a tourism
destination; (5) presenting Montenegrin natural potentials/intact nature, clean rivers and lakes, sandy
beaches, mountain ridges, forests; (6) presenting Montenegro as a syfiongrganic food, healthy

food and clean water, drinking water; (7) presenting Montenegrin products that have the status of
organic food; (8) presenting companies and products with the collective trademark "Good from
Montenegro".

Current stateof-play of the preparation/implementation of the measure, supported by relevant
indicators The construction of Montenegrin pavilion is currently in progress. A part of it, according to
the project, will be the kitchen for preparation of the selected traditionaltetoegrin dishes. It will be

an opportunity to inform the guests about our high quality agricultural products that will be used for
the preparation of the dishes. Participating in this World exhibition is going to promote Montenegro as
a destination worthigiting and attractive for investing. Although the majority of visitors in the exhibition
and our pavilion will be the Italians, visitors are also expected from a large number of other countries
since lItaly is one of the five most visited tourism countrigie world. Particularly important will be

the visits of the state and business delegations from all over the world.

Envisaged timetable for implementation of the measuige exhibition takes place from 1 May to 31
October 2015.

Direct and possible iidct impacts of the measure on the budget/other financing sources (IPA, loans,
own funds, etc.)The envisaged costs of financing the presence of Montenegro in EXPO Milan 2015
amount to 1,800,00@. The Government paid 500,08dor the costs of renting the pavilion from its
Budget for 2014. A number of Montenegrin companies should secure the rest of the funds.

Contribution of the measure to the SEE 2020 Development Strategy amgetgution of this measure
to the implementaibn of the National AP for SEE 2020 Strategy is linked to the pillar "Integrated
Growth", Dimension C "Integration into the Global Economy ".

Potential/ specific risks of the implementation of the measirepotential risk has been identified.

Descriptim of the foreseen impacts of the measure and the expected tiffiiigis a particularly good
opportunity to present Montenegro and to open the space for improvement of international
cooperation, as well as for increasing the trade exchange with the hosirg@nd other participants

in the fair and for attracting new tourists.

Priority measureno. 18: Improvement of the institutional framework for the promotion and
encouragingofinvestments with an emphasis on the manufacturing industry

Description and aksification of the measur@ his is an administrative and legal measure aimed at
defining new development and investment policies. Ministry of Economy in cooperation with the UNDP
started developing this project in order to define mechanisms for attgaogw investments, related

@)



particularly to business zones and incentives to investors. This measure is aimed at: strengthening
managerial capacities within the business zones; defining promotional activities for attracting foreign
investments; and simplifyg the process of establishing and managing the business zones in the local
selfgovernment units in Montenegro.

In addition to the activities of the Ministry of Economy, and with a view to improve the institutional
framework for promotion and stimulatiasf investments wiht a special emphasishoetal processing,

wood processing and food processing industrg cabinet of the Deputy Prime Minister for Economic
Policy will propose to the Government the Law on Pérlicate Partnership. This Law will lbegosed

in the first quarter of 2015 and it will envisage the establishment of an Agency for Investments.
Establishing of this Agency will bring to the centralization of the state activities aimed at supporting
investments.

Contribution of the measure ttv¢ removal of obstacles to economic development and strengthening of
the competitive capacity of the countrihis measure will contribute to the improvement of the
institutional framework on the central and local level as well as of the system of ieséatiinvestors,

which will make Montenegro a more attractive place for domestic and foreign invespesnentation

of the Decree, precisely utilising funds for investment incentives will additionally enable financing of
investment projects providing f@pening of new jobs and strengthen the Montenegrin economy and
manufacturing industry, as it is established under the Action Plan for the Development of Manufacturing
Industry of Montenegro 2012018.

Current stateof-play of the preparation/implementation of the measure, supported by relevant
indicators At the moment ttwo decrees are drafted: decree on business zones and decree on
encouraging direct investments. This process started in 2014. The Ministry of Economy prop@sed to th
Government the decree on encouraging direct investments in January 2015, while the decree on
business zones will be proposed by the end of the first quarter 2015). . The process of drafting the
Proposal Law on PubRgivate Partnership is also in praggeThe Deputy Prime Minister the economic
policy and financial system will propose this law to the Government in the first quarter of 2015.

Key characteristics of the decrees which areproposed by the Ministry of Economy in 2015 include:

91 Proposal of thddecree on Encouraging Direct Investmed#&ines financial incentives for new
investments in Montenegro. It is aimed at improving the business environment of the state and
increasing competitiveness of economy. Thus, the adoption of this decree is aatteacting
new investors, increasing the level of employment, particularly in underdeveloped areas of
Montenegro, and at reducing of regional differences. Implementation of the provisions
stipulated in the Proposal Decree will directly influence potantiaktors that plan to find their
position in Montenegrin market. It will be done through ensuring adequate subsidies that will
depend on different praefined criteria in line with the state aid rulesrthermore,
implementation of the said Decree is egfeal to affect also thenanufacturing industry sectors,
since the Decree will provide subsidies to investors interested for development-effective
investment projects, and the Decree defines precisely area in which the said subsidies could be
usedThe goal of this decree is to regulate the conditions and the mode of development through
attracting and encouraging foreign investments, and through setting the criteria for allocation
of funds for encouraging direct investments, and the pace for paynfi¢ié dunds. All of this
is to contribute to raising competitiveness and generating new jobs.

1 Proposal Decree on Business Zotefines the conditions for opening of business zones in
Montenegro, as well as the classification of business zones baseslragirtitegic importance,
their establishing, maintenance and management. All of this is aimed at providing support to
the SME sector particularly in manufacturing industry through larger direct investments,
generating of new jobs and more balanced redideaelopment.



In addition, an important element of the measurd&reposal Law on PRRich is to be proposed to

the Government by the Deputy Prime Minister for Economic Policy and Financial System, and which
proposesestablishment of the Investment Agethat will put the activities of several institutions in this

field under one roof. This authority will be in charge of privatization, promotion of investments,
improvement of competitiveness, PPPs, monitoring investment agreements andhvassment
adivities.

Contribution of the measure to the SEE 2020 Development Strategy 1argetsution of this measure
to the implementation of the National Action Plan for the SEE 2020 Strategy is related to the pillar
"Integrated Growth" and its dimension @tégration into the Global Economy".

Direct and possible indirect impacts of the measure on the budget/other financing sources (IPA, loans,
own funds, etc.)Funds envisaged in the 2015 Law on Budget for the implementation of the Decree on
stimulating dir® G Ay @SaidyYSyida | Y2dzyd (2 € mMYAftAZ2Yy®D

Potential/specific risks in the implementation of the meastweential risk of the changes contained in

the Decree on stimulating direct foreign investments lies in the possibility that investors/economy in
variousmunicipalities will not have sufficient absorption capacity to use the opportunities offered by
the decree. As for the proposal law on PPP, i.e. proposal to establish the new Agency, there is a
possibility that further discussions will be required withim Government about the optimum solution

for putting the competences of several institutions under the same roof.

Envisaged timetable for implementation of the measiitee measure will be implemented in 2015.

Description of the foreseen impacts of the @ and the expected timifgipact of this measure will

be seen in the development of a competitive business environment for attracting investments, which
will have a direct impact on increasing employment, production and export.All this will contrithee t
introduction of new knowledge and technologies in the metal processing, wood processing and food
industry, precisely to the increase of the competitiveness of the economy, which will also affect an
improved image of the country.This measure willadfé: increase in investments and production in

the manufacturing industry, such as the introduction of green production and high operating standards.



ILAINSTITUTIONAL ISSUES AND STAKEHOLDE
INVOLVEMENT

First chapter of this Part of the ERP presents theswdocument is based on several strategic national
documents Montenegro has lately prepared and adopted.This principally refers to the following
documents: the Development Directions of Montenegro 28086 and the South East Europe
Development Strategpy 2020, as well as to numerous sectoral strategies and to the Regional
Development Strategy 2042020.Broad public consultations were held about drafts of those
documents, both with professional circles and social partners, as well as with local coasmurthie
beginning of 2013, a conference was held in Podgorica about the draft Development Directions of
Montenegro for 2012016, where all stakeholders have taken part.

In September 2013, a round table was organised by the Ministry of Economy andgtbeaRe
Cooperation Council (RCC) about the draft South East Europe Development Strategy by 2020, whereat
the representatives of the state administration authorities, localggelernment units, associations of
employers, norgovernmental organisations,dhEU Delegation to Montenegro, and other relevant
stakeholders in this segment, have taken part; while in April 2014, a round table was held, with the
OECD support, about the National Action Plan for implementation of the said Strategy in 2014 and 2015,
which was also attended by all previously mentioned stakeholders that have provided important inputs
for the further improvement of the draft document at the time.The Regional Development Strategy
20142020 was also a subject of broad consultations in 2@4#h, representatives of local self
governments, the state administration authorities, representatives of the economy and non
governmental sector, in form of three round tables, as well as of the public consultations that lasted 40
days.

The content of th@revious chapter is amply based on directions contained in the previously mentioned
strategic documents of Montenegro, which have undergone broad public consultations with various
groups of stakeholders.From the operational point, the draft text for Paftthe ERP was prepared
based on the consultative process carried out through cooperation among line ministries, thus the
priority measures were identified and articulated through structure of the working group for
development of the ERP for 2015, whialas appointed by the Government.Certain informal
consultation were carried out with some stakeholders outside of the Government, such as the Chamber
of Economy and like, about the concept for the Chapter 3 of this Part of the ERP.

As it is known, the EC i@ance for NERP was submitted to the Government of Montenegro only in
October 2014.This practically meant that there was much less time to produce ERP, which is to be sent
to the EC by the end of January 2015, then it was the case in previous yearsdmtjme of EFP/PEP,

even though ERP is much more comprehensive conceptually then the preceding documents.Likewise, it
is important to mention as well that a preparation of Part Il of ERP is essentially a brand new document
in a dialogue of candidate couists with the EC and EU as whole, which implied adjustments in the very
organisation process for preparation of this document in the country by comparison with the process
which was established for preparation of EFP/PEP.

Consultations with various stakdtiers groups about the very draft of the document were limited, due

to objectively very limited time available for preparation of-yl@ar ERP, as well as due to certain
methodological dilemmas concerning the preparation of Part Il of the documentsHighantatives

of the Government have presented a new concept of the economic management, as well as priority
areas at the evenMontenegrin Economy in 2014, with proposals for measures for the business
environment advancemenbrganised by the Chamber BEonomy and during the evenalks to EU
organised by the EU Delegation to Montenegro.In line with consultations with the EC during the ERP
preparation, in particular during the meeting held on 11 and 12 December 2014 in Podgorica about the
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weeks before it was planned for adoption at the session of the Governpasmt so was subject to
suggestions from the wider public.

As it was mentioned in the EC GuidanceNiBRP, work for Part Il could be considered this year as a
pilot phase, and not only in terms of the content but also in terms of the document
preparation.Certainly, as the Guidance for the document preparation become available earlier in the
forthcoming yars, the ERP development process will commence in timely manner and thus create
prerequisites for a more comprehensive consultations process.
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