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The discussions with the authorities of Serbia and Montenegro {SM, formerly Federal
Republic of Yugoslavia) for the first review under the Extended Arrangement (EA) were
held in Belgrade and Podgorica during October 23—November 7, 2002 and January 29—
February 12, 2003.

The staff team-—Mr. E. Zervoudakis (head), Mr. B. Horvath, Ms. X. Li, Ms. K.
Alexandraki (all EU1), Ms. L. Cui (PDR), and Ms. M., Fouad (FAD)—was assisted by
Mr, J. Charap, the Fund resident representative, and cooperated closely with World
Bank staff. Mr. S. Antic, Advisor to the Executive Director for SM, attended the
discussions.

The SM representatives included: (a) at the federal/union level, Deputy Prime Minister
Labus (head of the SM delegation); (b) in Serbia, Finance Minister Djelic, Social Affairs
Minister Matkovic, Privatization and Economy Minister Viahovic, Energy and Mines
Minister Udovicki, International Economic Relations Minister Pitic, and National Bank
of Serbia (NBS) Governor Dinkic; and (¢) in Montenegro, Finance Minister Ivanisevic
and Chairman of the Central Bank Council Krgovic.

SM accepted the obligations under Article VIIL Sections 2, 3, and 4 on May 14, 2002.
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I. INTRODUCTION

1. On May 13, 2002, the Executive Board approved an extended arrangement (EA) for
Serbia and Montenegro (SM) in the amount of SDR 650 million (or 139 percent of quota,
Appendix I). SM has made two purchases, first upon Board approval of the arrangement and
subsequently in August upon observance of the end-June 2002 performance criteria (PCs)
and completion of a financing assurances review (considered by the Board on a lapse-of-time
basis). The third and fourth purchases are contingent on completion of the first review under
the arrangement The first review could not be completed by January 2003 as originally
envisaged owing to the delayed adoption of a new constitutional framework, which
forestalled implementation of a prior action (parliamentary approval of a revised Serbian
budget, currently expected by early April 2003); in other respects, program implementation
has been broadly on track.

2. In the attached letter of Aprii 1, 2003, and the accompanying Memorandum on
Economic and Financial Policies, the authorities outline policies for the period ahead,
proposing PCs, indicative targets and structural benchmarks (SBs) through end-2003
{Appendix VI}. On this basis, they request completion of the first review.

3. The World Bank is involved closely in SM’s reconstruction efforts (Appendix II).
Contingent upon policy performance, the Bank envisages concessional lending of up to

$540 million for FY 2002-04 (predominantly in adjustment loans). Of this amount, -

$214 million has already been approved, in support of fiscal consolidation, private and
financial sector development, and social sector reforms. An interim Poverty Reduction
Strategy Paper (PRSP) was considered by the Boards of the Fund and the Bank last August,
and a full PRSP is expected to be completed by mid-2003.

4, While a new constitution has normalized relations between Serbia and
Montenegro, politica] stability in Serbia has been tested by the assassination of Premier
Djindjic on March 12. The new constitution replacing FRY by the state union of “Serbia
and Montenegro” came into force on February 4, 2003 (Box 1). Meanwhile, the federal and
republican parliaments resumed work last November after a hiatus of several months, which
had contributed to delays in passing reform legislation and ratifying loan agreements. This
followed, in Serbia, political realignments that appear to have averted early elections and
extended the life of the government; and, in Montenegro, parliamentary elections that
returned the governing coalition to power with an absolute majority. The governing coalition
in Serbia selected Mr. Zivkovic, a close associate of Mr. Djindjic, as the new Premier with
the rest of the cabinet left essentially unchanged. The new government introduced a state of
emergency through end-April to fight organized crime and political extremists and stressed
its intention to ensure continuity in economic policies.

! The first review includes the second and third financing reviews under the arrangement (all
purchases are subject to quarterly financing reviews).



Box 1. The New Constitutional Framework for Serbia and Montenegro

The new constitution for the state union of “Serbia and Montenegro™ (SM) provides for common
defense and foreign polices; acknowledges the existence of different monetary, exchange, customs,
and tax regime$ (consistent with a free trade area); and envisages harmonization of the economic
systems of the two states with that of the EU. Serbia will continue to use the dinar, while Montenegre
will use the enro as its sole legal tender. The National Bank of Yugoslavia (NBY) became Serbia’s
central bank and was renamed National Bank of Serbia (NBS). Montenegra’s Central Bank,
established in late 2000 and recognized by the new constitution, deals primarily with banking
supervision. Each state will maintain customs controls to safeguard its customs and tax collections and
contribute to the union budget, proportionally to its share in total GDP.' SM will be responsible for
FRY’s external debt, with the debt servicing burden being internally allocated between the two states.

An assembly of 126 deputies (91 from Serbia and 35 from Montenegro) elects SM’s President and
S-member Council of Ministers (for Defense, Foreign Affairs, Foreign Economic Relations, Internal
Economic Relations, and Human and Minority Rights). Pending a decision by the Council of
Ministers, the Ministry of Foreign Economic Relations has been designated as SM’s fiscal agent
vis-a-vis IFIs, while the NBS will perform the role of the depository and handle financial transactions
with the Fund. Under the constitution, after three years, each state may choose to gain independence
following a referendum.

1/ Montenegro accounts for about 7 percent of SM’s economy.

. RECENT ECONOMIC DEVELOPMENTS

5. Impressive progress has been made in lowering inflation, while the growth target
was broadly met (Table 1, Figures 1-2). Twelve-month inflation (retail prices) in SM
declined by almost two-thirds to 14 percent by end-2002, against a 20 percent target. In
Montenegro, which uses the euro as legal tender, inflation remained relatively high

(9 percent), reflecting increases in administered prices and, given the dinar’s stability vis-a-
vis the euro, “imported” inflation from Serbia. According to preliminary estimates, SM’s real
GDP rose by 32—4 percent in 2002, broadly as targeted; however, it remained at about one-
half of its 1989 level, owing to capacity constraints after a decade of disinvestment and war
damage. Industrial output rose by just 1% percent, notwithstanding a recovery since Q2

of 2002, while growth in services was higher than forecast.”

6. The current account deficit widened in 2002 by more than envisaged under the
program. Exports in 2002 grew by 2034 percent in dollar terms (13 percent in euro terms) but
remained at a historically low level, reflecting in part economic restructuring and still limited

? Official data may underestimate industrial cutput growth owing to incomplete coverage of
new private firms. The stronger export performance supports this assertion.




access to networks abroad (Figure 3). Imports grew faster (30% percent in dollar terms and -
24 percent in euro terms) reflecting mainly the larger-than-expected impact on domestic
demand of a higher fiscal deficit and rapidly increasing credit to the nongovernment sector, as
well as a further real appreciation of the dinar.’ Notwithstanding higher-than-expected
private remittances, the current account deficit (before grants) widened by 3 percentage
points to 13 percent of GDP in 2002 (9 percent after grants), compared with a program target
of 12 percent. Based on preliminary data, the trade deficit narrowed sharply in January—
February 2003, reflecting a decline in the volume of imports and buoyant exports compared
to a year earlier. :

7. Foreign reserve accumulation in 2002 exceeded program expectations owing to
large private capital inflows. Notwithstanding a shortfall in official financing, the capital
account was in a larger-than-expected surplus, entirely on account of private infiows. These
included capital transfers from workers living abroad; reverse currency substitution and
placement of foreign banknotes with local banks, which were facilitated by the euro
conversion; and FDI inflows. The latter more than tripled to $562 million in 2002, on account
of both greenfield investments (40 percent of the total) and privatization receipts, covering
about two-fifths of the after-grants current account deficit. Official foreign reserves almost
doubled to $2.3 billion (3.4 months of imports) by end-2002, against a target of $1.6 billion.

8. Rapid remonetization continued under conditions of improved market
confidence, but conditions have weakened in early 2003. Real reserve money has doubled
over the past two years in an environment of declining inflation and market interest rates
(Figure 4). Meanwhile, the dinar has appreciated in real terms by about 44 percent against the
euro (50 percent against a $/€(30/70) basket) since end-2000, when multiple exchange rates
were unified at the rate prevailing in the parallel market and a managed float was adopted.
The interbank foreign exchange market has been in surplus for most of this period, although
net sales by the National Bank of Serbia (NBS) have occurred in recent months, These
developments are apparently explained by a strengthening of money demand and the roughly
unchanged NDA of the NBS, owing in part to limited government borrowing. The
remonetization has facilitated a surge in bank credit to the economy (a real increase of

31 percent during 2002, equivalent to 3 percent of annual GDP). While this may be a
welcome development after a long period of stagnation, its pace contnbuted to the widening
trade imbalance and raises concerns about the quality of new lending.* Meanwhile, market
sentiment seems to have changed in early 2003, as reflected in some NBS foreign reserve
losses (by around $150 million, to $2.1 billion on March 20, or 3.2 months of prospective

? Consumer and investment goods imports both registered strong increases.

* About % of the new lending was accounted for by households, another two-thirds by private
enterprises, and the remainder (under 10 percent) by state and socially-owned enterprises.
About 20 pereent of total lending, largely to export-oriented firms, is denominated in—or
indexed to—the euro.
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imports) and a faster nominal depreciation (3 percent against the euro, in contrast to a broadly
stable rate in 2001-02). Besides the peak in the trade deficit in late 2002, delays in foreign
assistance linked to completion of the program review, and the effects on confidence of the
Serbian Premier’s assassination have contributed to these developments.

9. Fiscal performance has been broadly in line with the program. According to
preliminary estimates, the overall deficit in SM reached 5 percent of GDP in 2002, slightly
less than targeted (Tables 7A-D).” This represents an increase of about 3% percentage points
from 2001, when the deficit had been constrained by a shortfall in foreign financing and
privatization proceeds. Revenue increased by 3! percentage points of GDP—or by

2 percentage points more than programmed-—reflecting the full-year impact of tax reform in
Serbia and the effects of buoyant domestic demand on sales tax and customs receipts.
Expenditure increased by 7 percentage points reflecting higher capital spending as well as
transfers and subsidies, in part to support bank and enterprise restructuring.® Higher-than-
programmed privatization proceeds not only offset a shortfall in foreign financing but also
allowed the govermment to reduce its indebtedness to domestic banks by the equivalent of

vz percent of GDP in 2002 (the program allowed for govemment borrowing from banks of up
to ¥4 percent of GDP).

10.  Progress in structural reform has been satisfactory, despite delays in observing
structural benchmarks. Liberalization of the foreign exchange system last May paved the
way for acceptance of obligations under Article VIII of the Fund’s Articles of Agreement.
Electricity prices in Serbia were raised by 50 percent on July 1, 2002 in fulfillment of a
structural PC (Appendix VI, Annex C). Another structural PC was observed with the
abolition of the payments monopoly of ZOP (the domestic payments service system) on
January 1, 2003, which removed a key impediment to enhanced financial intermediation.
Privatization proceeds reached $420 million in 2002, almost twice the program amount. Ten
out of 12 SBs for the period through end-December 2002 have been implemented, albeit with
some delay owing to limited implementation capacity and the disruption of legislative
activity for several months. The two remaining SBs refer to the adoption of pension

® The target of 5.3 percent of GDP reflects an upward revision of nominal GDP since 2000;
the original EA target was 5.7 percent of GDP,

¢ Expenditure was broadly as programmed in nominal terms but higher than targeted in
relation to GDP by 1% percentage points, owing to the effects of inflation overperformance
on nominal GDP. In Serbia, overspending—on subsidies, purchases of goods and services,
and transfers to the Pension Fund—was offset by lower interest payments, social benefits,
and capital expenditures, as well as surpluses at the federal and local government level. In
Montenegro, higher-than-budgeted spending on net wages necessitated cuts in discretionary
spending and led to the accumulation of some arrears, particularly in the government’s
confributions to social funds. Inadequate data on budgetary arrears in Montenegro, pending
the full implementation of the Treasury, have complicated monitoring of budget execution.



legislation in Montenegro and of a new National Bank Law in Serbia and are expected to be
met by end-April and end-December 2003, respectively.

III, POLICY DISCUSSIONS

11.  The authorities and the staff reached a common assessment of the policy
achievements so far and the challenges ahead:

. Regarding stabilization, while impressive progress has been made in lowering
inflation and strengthening foreign reserves, significant risks remain, notably a
growing external imbalance that requires policy correction. The imbalance has
stemmed mainly from a larger-than-expected impact on domestic demand of the fiscal
stimulus and rapid credit growth in 2002, In addition, although the sharp real
appreciation since end-2000 reflects at least in part the correction of an initial
undervaluation (see below), the current margins of competitiveness are testing the
capability of the economy to maintain a balanced growth process. Moreover, the
nature of some of the private capital inflows remains unclear, and there is a risk that
they may be suddenly reversed. The recent assassination of the Prime Minister has
heightened risks further, notwithstanding the authorities’ demonstrated commitment
to policy continuity.

. Regarding structural reform, significant progress has been made toward putting in
place a market-oriented legal and institutional framework and toward economic
restructuring, while protecting vulnerable groups through increased social spending.
However, ahead is still the more difficult stage: following the success in privatizing
some of the (few) profitable enterprises, there is now a need to restructure insolvent
enterprises prior to privatization and to enforce bankruptcies, requiring difficult
decisions on employment.

Against this background, the authorities and the mission agreed that an appropriate response
to the growing external current account imbalance and intensified reform efforts were key to
keeping the economy on the path of sustainable growth, even though political pressures for
policy relaxation were building up.

12. The authorities’ economic objectives for 2003—consistent with the updated
medium-term framework—envisage continued disinflation, sustained growth, and a
strengthening of the external position (Text Table 1).

. Growth of 3Y2—4Y: percent in 2003 would reflect a further recovery in industry and
sustained growth in services, based on the investment and restructuring of recent
years, offsetting restructuring-induced temporary output losses.

. The inflation target of 9—11 percent for 2003 is ambitious—when taking into account
administered price increases—but achievable. Monetary and wage policy targets are
based on the lower end of the target range.
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. The projected decline in the current account deficit (before grants) to 11 percent of
GDP in 2003 would reflect import deceleration and continued export recovery, in
response to tighter credit conditions and fiscal stance. The current account deficit is
expected to be financed by foreign grants, official loans, FDI, and private capital
inflows; the latter are conservatively projected to decline by two-thirds in 2003.

. Official foreign reserves are targeted to exceed the equivalent of 3.8 months of
projected imports by end-2003.

Text Table 1: Key Macroeconomic Objectives and Policies, 20012005

2001 2002 2003 2004 2005
Actual Prog. Prel. Est. Prog. Proj. Proj. Proj.
(Percentage change)

Real GDP Growth 5.5 4.0 4.0 503%-4% 5.0 5.0
Inflation (end period) 39.0 20.0 14.2 120 911 7.0 50
Of which : Montenegro 24.0 120 9.4 8.0 8.0 50 3.0

(In percent of GDP)

Domestic investment 13.5 15.4 16.1 17.6 16.5 17.4 18.9

Domestic savings -8.6 6.4 7.0 -3.4 -3.5 0.9 2.2

National savings 8.0 72 7.2 8.1 83 9.5 12,5

Current account deficit (before grants) (In billions of USS)

US$ billion 1.1 1.6 2.0 1.7 22 20 1.8
In percent of GDP 1/ 9.7 12.0 12,8 11.6 11.0 94 79
Excluding net interest payments {percent of GDP) 1/ 2.0 2.8 1.7 9.2 8.9 7.1 54
Gross official reserves 1.2 1.6 2.3 2.1 2.7 31 35
In months of projected imports 24 3.0 34 35 3.8 4.1 4.4
(In percent of GDP)
Fiscal Deficit 1/ 1.4 53 5.0 49 45 4.3 3.9
Government credit from the banking system 0.7 0.5 0.5 0.5 0.0 0.6 0.9
(In percent of year-beginning reserve money)

NFA growth 86.8 24.6 52.4 12.8

NDA growth 23 119 4.2 0.0

Reserve money growth 89.1 36.5 48.1 12.8

Sources; SM authorities; and IMF staff estimates.
1/ Program [igures are adjusted to reflect the official revision of the GDP series.

13.  Consistent with these objectives, the 2003 program features some fiscal
tightening and strict NDA limits. The fiscal deficit is envisaged to decline by

0.5 percentage points to 4.5 percent of GDP in 2003, as lower current spending will make
room for higher investment as well as a lower tax burden. Monetary policy will aim at
slowing down the growth in bank lending. In the context of limited elasticity of capital
inflows to domestic credit conditions, this fightening is unlikely to put undue pressure on the
exchange rate. Wage bills in public enterprises will be contained in line with projected
inflation.

14,  Ambitious structural reforms are envisaged for 2003. They cover fiscal areas (tax
policy and administration, expenditure management, and streamlining of social spending),
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bank privatization, restructuring of large insolvent conglomerates, and enterprise
privatization; for the latter, procedures will be streamlined to render financially weak
enterprises more attractive to strategic investors.

15.  The public sector and external debt sustainability outlook has not changed
significantly from April 2002 (EBS/02/73, 4/26/02). Debt ratios are expected to improve
steadily over the next 10 years under the baseline scenaric, while debt service ratios would
increase until 2009 and decline gradually afterwards, partly reflecting the increased debt
service after the end of the grace period offered by the Paris Club (Appendix IV). This argues
for a steady buildup of official reserves to guard against possible risks. Some of the external
sustainability indicators have improved compared to the April projections, but this reflects
mainly the larger-than-programmed real appreciation of the dinar that has raised dollar GDP.
The fiscal sustainability indicators have also improved somewhat and suggest that the path of
the debt-to-GDP ratio remains sustainable (Appendix V, and Figure 4).

A. Fiscal Policy

16.  Fiscal policy will be tightened in 2003 (§11-14).” The authorities decided to lower
the fiscal deficit target to 42 percent of GDP in 2003 (Text Table 2). Domestic borrowing
will be eschewed except for seasonal budgetary needs, and the deficit will be financed
externally and by privatization proceeds of 2.7 percent of GDP and 1.8 percent of GDP,
respectively, The next review mission (May 2003) will assess whether using any excess
privatization proceeds for restructuring and investment needs would be consistent with the
program’s economic objectives.

7 Henceforth, unless otherwise noted, references to paragraphs pertain to the MEFP in
Appendix VL '
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Text Table 2. Consolidated General Government Fiscal Operations in 20002005 1/

(In percent of GDP) 2/
2000 2001 2002 2003 2004 2005
Prel. Prog. Prel. Prog. Proj. Proj.
Total revenue 36.7 389 403 425 40.5 411 40.6
Tax revenue REN 35.5 375 39.4 378 384 79
Nontax revenue 3.6 3.5 2.8 3. 2.7 27 27
Capital revenue 0.0 0.0 0.1 0.0 0.0 0.0 0.0
Total expenditure and net lending 37.6 4}.3 5.7 47.5 45.1 45.4 44.5
Purchases of goods and services 17.4 17.4 16.5 18.3 17.5 i7.3 16,7
Of which : Wages and salaries 24 9.5 9.4 104 0.2 10.2 1.0
Interest payment 0.6 0.7 1.7 1.0 1.1 1.5 1.6
Subsidies 2.1 3l 4.0 43 32 29 2.6
Transfers to households 14.3 16.4 18.9 19.5 19.4 19.2 18.7
Capital expenditure 31 1.6 15 34 34 4.0 4.4
Other 0.2 1.0 1.0 1.0 0.5 0.5 0.5
Unclassified spending (incl. stat. discr.) 3/ 0.0 0.1 0.0 0.6 0.0 0.0 0.0
Overall cash balance 0.9 -1.4 -5.3 -5.0 -4.5 -4.3 -39
Financing 09 1.4 5.3 5.0 4.5 43 39
Domestic financing 0.2 0.7 0.6 -0.5 0.0 0.6 0.9
Foreign grants 0.7 0.7 0.9 1.1 0.7 0.6 0.4
Net foreign financing 0.0 0.0 2.5 1.8 2.0 19 1.5
Budgetary loans 0.0 -0.2 1.4 1.0 0.2 0.6 03
Project loans 0.0 02 1.1 0.8 1.1 1.3 12
Privatization receipts 0.0 0.0 1.2 26 1.8 1.1 1.0
Memorandum items:
Social spending 4/ 20.5 21.8 229 235 234 23.2 22.7
Overall cash balance excluding project spending -0.9 -1.2 -4.2 4.2 <34 -3.0 =27
Overall cash balance of:
Serbian general govemment -0.2 -0.9 -5.0 -4.7 -4.1
Montenegrin general government -0.7 0.4 04 -0.3 -0.4
Overall cash balance of general government
in Montenegro (in percent of its GDP) -6.7 4.7 -4.7 -4.0 -5.6

Sources: Federal and Republican Ministries of Finance; and IMF staff estimates.

1/ Consolidated general government includes union (previously federal) level operations, the republican and
local governments, the social security funds and the extrabudgetary programs, except for local governments in
Montencgro for which data are not available.

2/ Expressed in terms of GDP of Serbia and Montenegro excluding Kosovo.
3/ Difference between the deficit calculated from financing data and the reported deficit from above-the-line data.
4/ Includes severance package for laid-off workers due to enterprise reform and bank restructuring.

Serbia

17.  The 2003 fiscal program in Serbia envisages continued fiscal consolidation
together with a lowering of the tax burden (§15-17). The revenue/GDP ratio is projected
to decline by 2.2 percentage points of GDP, as a result of tax relief measures to stimulate
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investment and reduce distortions in financial transactions; a projected decline in the
consumption tax base in relation to GDP; and conservative estimates reflecting the effects of
the payments system reform and enterprise restructuring.” Noninterest current expenditure
would decline by about 2.7 percentage points of GDP, mainly on account of reduced
subsidies. Wage spending would decline slightly in relation to GDP, reflecting “corrective”
real increases of basic wages in three sectors (education, health, and judiciary), which wouid
be offset by wage restraint in other sectors and employment cuts mostly at the former federal
level. In response to the mission’s concerns about the government wage increases, the
authorities noted the need to improve the quality of public services and the stricter limits on
wage bills in state enterprises, where average wages are significantly higher. Expenditure
includes temporary outlays of some 0.2 percent of GDP associated with the state of
emergency.

18. The above spending target will be achieved in part by keeping spending
commitments below budgetary allocations (§17). The Finance Minster has publicly
announced such cuts of 0.7 percent of GDP in accordance with provisions of the systemic
budget law and has a good track record of maintaining spending commitments below
budgeted allocations when financing is not available. In addition, in light of the uncertain
macroeconomic outlook, as well as concerns about the effects of the payments system reform
on tax revenue, the authorities will contain discretionary spending commitments strictly in
the first half-year.

19. Fiscal reforms in Serbia will enhance tax administration and the role of the
treasury (§18-19). The recently established Large Taxpayers Unit (LTU) in Belgrade will be
strengthened and new LTUs will be established for three other cities (SB-monitored). Tax
identification numbers became operational in January 2003. The disruptions to revenue
collection following the elimination of the domestic payments service (ZOP) in January 2003
have been addressed and revenue returned to normal levels by February. In the expenditure
management area, the treasury is expected to gradually cover all direct budget users (SB-
monitored) and incorporate a full payroll system.

Montenegro

20.  Montenegro’s fiscal program for 2003 entails an adjustment effort of %2 percent
of GDP (¥921). The projected increase in the fiscal deficit by 1% percentage points of GDP
{to 5.6 percent of GDP) in 2003 compares with a new burden—stemming from increased

¥ Corporate income and financial transaction taxes will be lowered (0.5 percent of GDP), the
extra-profit tax will be abolished (0.3 percent of GDP), basic food items will be exempted
from the 20 percent sales tax (0.2 percent of GDP), and some regional tariffs will be lowered
(0.1 percent of GDP), At the same time, selected excise tax rates and administrative/custorns
fees will be raised (each 0.3 percent of GDP). Finally, the tax base for pension contributions
will be widened (0.1 percent of GDP). '
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contributions to finance union-level spending—of around 2 percent of GDP. Adjustment to
this new burden will be achieved by containing current spending, especially subsidies,
lending to enterprises, and wages; the latter will be implemented in part through
retrenchments that were otiginally envisaged to take place in 2002. Revenue is projected to
rise in relation to GDP as a result of tax reforms and customs harmonization with Serbia (see
below), although staff noted that the revenue projections were subject to some downward
risks. The deficit will be financed mostly by privatization proceeds and foreign assistance,
with borrowing from banks [imited to 0.6 percent of Montenegro's GDP. The government
will not incur new indebtedness to the CBM (an outstanding obligation to the CBM of

€14 million was ehiminated in February).

21 Fiscal reforms in Montenegro will focus on tax policy and the pension system
{(f22). A VAT is expected to be introduced in April 2003. The staff cautioned that leakages
could result from delays in registering VAT payers and in establishing proper border controls
with Serbia, as Montenegrin exports would be subject to a VAT refund. A new pension law
to be adopted scon will raise the retirement age and change the indexation formula (SB-
monitored). Finally, all revenue from customs and indirect taxes as well as privatization
proceeds will be channeled to the state budget, while the strengthening of the Treasury would
improve expendifure management. These measures will enhance fiscal transparency and help
prevent new expenditure arrears.

B. State Enterprises

22, State enterprise profitability will improve through wage restraint, pricing
measures, and operational streamlining (923-24). The wage bill in 7 large state enterprises
will be allowed to rise in line with projected inflation, as in 2002. By end-April 2003, the
Serbian government will approve restructuring plans for these enterprises, aimed at
streamlining operations and reducing overstaffing. Electricity prices in Serbia will be raised
by at least 20 percent in mid-2003 to enable the electricity company to recover current costs
(structural PC-monitored), while an independent energy regulator will be established by end-
2003.” Montenegro raised electricity prices on April 1, 2003.

C. Moaonetary and Exchange Rate Policies

23.  Monetary policy in Serbia will be geared to achieving the ambitious inflation
target (§25). During 2003, reserve money is targeted to rise by 13 percent driven entirely by
increases in NFA (Text Table 3). The NFA targets reflect a projected decline in capital
inflows in the form of reverse currency substitution and new foreign currency deposits with
local banks, which were boosted last year by the euro-conversion. Authorities and staff

? The authorities are also considering the option of (a) a somewhat lower but earlier
electricity price increase and (b) cost-cutting measures to eliminate EPS losses. If they choose
this option, they intend to request a modification of the structural PC in the next review,
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expected that the envisaged tightening of credit policy—in part through higher reserve
requirements and a shift of government deposits to the NBS—would not exert undue upward
pressure on the exchange rate. Given uncertainties about money demand, the NBS will stand
ready to keep NDA under the program ceiling and safeguard its foreign reserves.

Text Table 3. Monetary Indicators, 2000-2003

2000 2001 2002 2003
Dec, Dec, Sep. Dec. Program
Act, Act.  Target Act Orig.  Act. April  June  Sep. Dec.
Target

(Cumulative contribution to reserve money growth based on monthly average, in percent)

NFA I/ 147.7 86.8 189 520 246 524 157 3.2 6.3 12.8
NDA 1/ -56.6 23 104 -85 11.9 -4.2 14.0 77 4.4 0.0
Reserve money 1/ 91.1 89.1 293 435 36.5 481 -1.7 44 107 12.8

(Cumulative change during the year based on monthly average, in percent)

Currency in circulation 1/ 520 1316 309 488 450 494 5.2 22§23 14.1

{Cumulative change in millions of U.S. dollars from year-beginning; end-Dec.-previous year exchange rate)

NFA 306.6 1150 3023 153.0 3549 -1840 650 300 91.8
Gross official reserves 684.5 373.0 7571 476.0 8647  -341 934 3307 388.0

{Cumulative percentage change from year-beginning)
Memorandum items:

Retail prices 113.5 39.0 15.7 99 200 142 25 6.1 7.3 9.0
Velocity {GDP/Reserve money) 2/ 376 25.7 w174 15.0 18.2 21.5 19.7 18.7 19.0
Cunmnlative change -31.6 325 =262 294 18.3 B.7 30 44

Sources: National Bank of Serbia; and IMF staff estimates and calculations.

1/ In 2000 to 2002, actual changes are based on monthly averages with end-year data as the base. Adjusted for changes
in the reserve requirement and bank closures.
2/ Based on estimated annualized monthly GDP and monthly average reserve money.

24,  The Kkey issue in Serbian exchange rate policy is the balance between
safeguarding the external position and supporting disinflation (]26).

. Regarding external competitiveness, the real exchange rate has appreciated by 45—
50 percent on the basis of consumer prices since end-2000, and by even more on the
basis of wage costs, albeit from a very low level (Figure 2). This, together with the
relatively modest export performance and the widening current account deficit above
the program target, suggest that the initial undervaluation of the dinar has been at least
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climinated, thereby possibly jeopardizing the economy’s ability to pursue balanced
growth. But there is still no conclusive evidence of large currency overvaluation:
wage data may be biased by data distortions;'” the export performance reflects in part
ongoing restructuring and supply lags; and the surge in imports stems largely from an
excessive increase in domestic demand—owing to pent-up demand for imported
goods after many years of sanctions, and the larger-than-anticipated impact of the
fiscal stimulus and bank lending to the nongovernment sector. Indeed, the sudden
slowdown in imports in early 2003 suggests the influence of domestic demand
factors.

. Regarding disinflation, exchange rate stability has played an important role in
stabilizing price expectations and, by hardening budget constraints, in enterprise
restructuring.

Against this background, the authorities have decided to address domestic demand growth by
tightening fiscal and credit policies. They will also keep exchange rate policy under close
review, taking into account trade and wage developments as well as conditions in the
interbank foreign exchange market. Exchange rate policy will be a key focus of the next
review (in mid-2003).

D. Trade Policy

25.  Serbia and Montenegro will harmonize their trade systems, while converging
them toward that of the EU (§27). Serbia has higher import tariffs but fewer QRs than
Montenegro. The Serbian and Montenegrin authorities intend to agree by end-April 2003 on a
timetable to harmonize their trade, customs, and excise regimes by end-2005 at the latest.
Serbia eliminated all export quotas in early 2003 and Montenegro intends to do so by end-
March 2003. Import quotas are to be eliminated by end-2004.

E. Bank Reform

26.  The main focus of bank reform in 2003 will be privatization and supervision
(928-29). Following the acquisition of controlling stakes in 16 banks (accounting for more
than one-half of total bank assets) through debt-for-equity swaps in late 2002, the Serbian
government has undertaken to offer three of these banks for sale by end-2003 and most of
them by mid-2004 through transparent procedures, with World Bank technical assistance. In
the run-up to privatization, control mechanisms have been put in place to preserve the banks’
value. In Montenegro, the privatization of Montenegro Bank, formerly the largest bank in the

19 The officially reported average real wage growth (23 percent in 2002) is probably
overstated, reflecting data problems. Survey-based data point to real wage growth of around
10 percent, compared with average productivity growth of about 8 percent.
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state, is being finalized. In addition, stricter prudential regulations will be enforced in both
states and IAS will be adopted also for Serbian banks. After some delay, legisiation was
adopted last November, enabling the CBM to supervise offshore banks in line with
regulations applicable to onshore banks, with a view to terminating off-shore operations in
Montenegro.

F. Enterprise Restructuring and Privatization

27.  Privatization is expected to accelerate, Privatization in Serbia is pursued through
tenders of large socially owned enterprises, auctions of smaller ones, and divestiture of
remaining mincrity stakes (§31). With the groundwork laid in 200102, privatization is set to
accelerate in 2003, generating proceeds of about €550 million according to the Privatization
Ministry (up to €1 billion if a mobile phone license is offered for sale). By end-2003, almost
half of the socially owned enterprises are expected to have been offered for sale. To address
the difficulty of attracting strategic investors in financially weak large enterprises sold
through tenders, the authorities have lowered the length of guaranteed post-privatization
employment from 35 years to one year (also applicable to small enterprises sold through
auctions and to the large conglomerates subject to restructuring). Montenegro seeks to match
its 2002 privatization performance, generating income of €70 million (Y32).

28.  Public enterprise restructuring will continue in 2003. The process covers

49 enterprises with over 150,000 employees. After taking stock of the companies’ assets,
legal obligations and the magnitude of overstaffing, management and emplovinent changes
are implemented with a view to preparing the majority of thiese enterprises for privatization.
With a view to preserving social peace, retrenchments involve substantial up-front budgetary
costs {estimated at €100 million for 2003). The authorities envisage completing this process
by end-2004.

29. A broad array of measures seeks to create an environment conducive to the
emergence of a vibrant private sector. A new enterprise bankruptcy law, prepared with
World Bank assistance, will streamline exit procedures and strengthen the position of
creditors, contributing to an orderly reallocation of inefficiently used assets. This would
supplement the adoption of a liberal labor law in late 2001. The creation of a real estate
cadastre currently underway will facilitate the emergence of a real estate market. -

IV. FINANCING ASSURANCES

306. Following the December 2001 Paris Club agreement, the authorities have sought
restructaring agreements for the remainder of eligible debt.!’ Negotiations with other
official bilateral and London Club creditors are underway, with the authorities aiming for

! As of end-January 2003, 14 out 17 bilateral agreemernts with Paris Club creditors have
been concluded or initialed. '
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terms broadly similar to those in the Paris Club agreement (66 percent NPV reduction).
However, the prospects for an early agreement with the London Club remain unclear as these
creditors have offered a NPV reduction of about 30 percent. Meanwhile, a detailed
reconciliation of London Club debt data was achieved in February 2003.

31.  Overall, the external financing outlook remains satisfactory (Table 3). The current
account deficit is projected to decline in 2003. Excluding scheduled Fund purchases, total
grants and loans are expected to reach $1.1 biilion, including $333 million of budgetary/BOP
assistance, which is expected to be secured based on existing commitments or indications
from key donors. These inflows, together with FDI, other capital inflows and some further
assumed debt restructuring, are expected to allow this year’s financing needs to be covered,
including a projected increase in gross official reserves to $2.7 billion (3.8 months of
imports) at end-2003. In addition, the authorities have requested budgetary/BOP assistance
from the EU and other donors to cushion the possible impact of the Serbian Premier’s
assassination on FDI and other private capital inflows. In the context of the second review,
the next mission {in May) will reassess external prospects and the need for additional
assistance.

Y. CONDITIONALITY

32.  Policy conditionality is focused on areas of macroeconomic importance (Y34).
PCs and SBs have been proposed through end-2003. Annex B to the MEFP (Appendix VI)
lists quantitative PCs and indicative targets, while Annex D contains prior actions, structural
PCs and SBs. Structural conditionality focuses on: (i) tax policy and administration, public
expenditure management, and further social benefit and pension reforms; (i) bank
privatization and payments reform; and (iii) state enterprise restructuring. The Fund’s
conditionality is closely coordinated with that of the World Bank (Appendix II). The focus of
the next review will be the execution of the budget and the payment system reform, exchange
rate policy, and progress in bank and enterprise restructuring and privatization.

VI. STAFF APPRAISAL

33.  Serbia and Montenegro’s economic and policy performance has remained good
under the current EA, but daunting challenges lie ahead. Macroeconemic policies need to
be carefully calibrated to address potential risks to macroeconomic and financial instability,
while the task of economic restructuring will be increasingly difficult. The recent
assassination of Serbia’s Premter has highlighted the challenges facing reform.

34, 2002 witnessed further achievements in stabilization and reform, but it also
ushered in new risks. Firm macroeconomic policy implementation contributed te rapid
disinflation, a strengthening of foreign reserves, and a continued recovery in output and
exports, albeit to levels that remain historically low. Meanwhile, some of the consequences of
the initial gains in stabilization and improved confidence—real currency appreciation, the
rapid remonetization of the economy, and the increased dependence on private BOP inflows
to finance a higher trade deficit—are also potential sources of risk, underscoring the need for



-19-

cautious policies. Despite good progress in structural reforms, a lot remains to be done. In
addition to legal and institutional reform, major steps were taken to implement economic
restructuring, with the closure of large banks in early 2002 and a good start in privatization
that generated higher-than-expected receipts. However, as the privatization process shifts
from relatively profitable companies to insolvent ones, continued success will require great
resolve to tackle difficult decisions on restructuring in a fiscally prudent manner. The Serbian
authorities, under a new Premier, have appropriately emphasized the need for policy
continuity and intensified efforts to strengthen the rule of law by rooting out organized crime.

35.  The envisaged tightening of fiscal policy is appropriate. The authorities have
responded properly to indications of excessive growth in domestic demand by lowering the
fiscal deficit target below the level envisaged under the medium-term fiscal framework.

The 2003 fiscal program hinges on a number of commitments that should be adhered to on a
timely basis, in light of risks related to the macroeconomic outlook and to the revenue effects
of payment and tax system reforms. In this regard, staff welcomes the authorities’ intention to
contain discretionary spending commitments below program levels until the revenue
prospects clarify; to have all privatization proceeds channeled through the budget; and to use
any excess privatization proceeds to reduce the government’s net indebtedness, pending
assessment of macroeconomic prospects in the context of the next review. In Montenegro,
staff notes the return of the budgeted wage bill to more sustainable levels, although this
would require firm actions to implement retrenchments; and the extension of the coverage of
the budget to include previously off-budget operations.

36.  Monetary and exchange rate policies in Serbia face new challenges. The NBS has
succeeded in raising confidence in the dinar. However, the correction of the initial currency
undervaluation through nominal exchange rate stability, the buoyancy of domestic demand,
and the persisting uncertainty about money demand underscore the need for caution. Staff
therefore welcomes the NBS’s intention to tighten credit conditions and support an
improvement in external competitiveness with a view to achieving the inflation objective and
safeguarding its foreign reserves. In light of the rapid increase in credit to the enterprise
sector during 2002, bank supervision should be vigilant and more proactive, with strict
enforcement of prudential regulations to ensure that new lending remains sound.

37.  The structural reform momentum should be maintained in 2003. The staff
welcomes the authorities’ commitment to address delays in the adoption of reform legislation
that led to nonobservance of some structural benchmarks, and notes the need to avoid new
slippages. The authorities” plan to privatize the 16 nationalized banks, while ensuring proper
governance in the meantime, is key to establishing a healthy banking system. In this regard, it
will be important to set the stage through the early sale of the government stakes in a few
large banks to reputable strategic investors. The streamlining of privatization procedures
should help ensure investor interest in financially weaker enterprises and maintain the pace of
privatization. Finally, the envisaged normalization of economic relations between Serbia and
Montenegro under the new constitutional framework—mnotably by harmonizing the trade,
customs, and indirect tax regimes—should help strengthen the fiscal systems and improve
economic efficiency in both states.
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38.  The staff recommends completion of the first review under the extended
arrangement, including the financing reviews. The SM authorities have broadly adhered to
the implementation of the program supported by the EA, making further progress in
stabilization and reform. They have also been negotiating in good faith with their London
Club and other creditors with a view to restructuring their debt on terms comparable to those
granted by the Paris Club. The external financing of the program is adequate. Moreover, the
authorities have adopted economic objectives and policies for 2003 that are consistent with
further progress toward sustainable growth and a viable external position.
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Figure 1. Serbia and Montenegro: Selected Economic Activity Indicators,
1992-2003 1/
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Source: Federal Institute of Statistics and National Bank of Serbia.

1/ Data before 1991 refer to the territory of the Republics of Serbia and Montenegro; after February 199% indicators
refer to the territery excluding Kosovo.

2/ Growth rates for 1990-94 refer to Gross Social Product (GSP), which excludes public and other services.

3/ The data exclude farmers and other self-employed. Including self-employed, the private sector accounted for
about 45 percent of total employment in 2002.

4/ In 1997 the official statistics began to track employment in small enterprises excluded from other surveys.

5/ 2002 data up to June.
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Figure 2. Serbia and Montenegro: Prices, Exchange Rates, and Wages
January 1997 - January 2003 1/
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Sources: Federal Institute of Statistics; National Bank of Serbia; and IMF staff calculations.

1/ Data after February 1999 exchude Kosovo.

2/ Differences between official and parallel market rates have been negligible since December 2000.

3/ The official exchange rate includes a premium which was applied in most but not all official transactions between
May-November 2000, The exchange rate was unified on December 5, 2000.

4/ Real index obtained by applying the SM retail price index and the Eurozone CPI to the average paraliel market
rate, and since December 2000 the official exchange rate. Increase denotes appreciation,

5/ Owing to a change in the definition of wages to include fringe benefits, the increase in the level of wages may be
overestimated from June 2001, Until December 2000, the euto wage is based on the parallel market exchange rate.
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Figure 3. Serbia and Montenegro: Exports and Imports, 1997-2003
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Figure 4. Serbia and Montenegro: Real Reserve Money, Foreign Reserves, and Reserve Money

Growth in Serbia, December 2000 - 2003
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Sources: National Bank of Serbia; and IMF staff estimates and calculations.

1/ Reserve money is adjusted to be comparable with the 20 percent required reserve ratio and widening of the reserve
base, implemented in April 2002,

2/ Weighted average of monthly interest rates of Commercial Paper, Bank Bills, and Certificates of Deposit.

3/ NFA is at Dec. 01 exchange rates and excludes BIS assets allocation and write-off related to bank closures.
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Table 1. Serbia and Montenegro: Selected Economic
and Financial Indicators, 20002003 1/

‘2003

2060 20201 2002
Prog.  Prel est. Prog  Rev. prog.
Rezl economy
(GDP, in billions of DIN 3317 71.8 1,043.5 1,008.5 1,268.4 1,2255
Average net real wage, 1997 =1{0 103 115 142
Average net wage in Euro 56 2 149
(Percent change)
Reel GDP 30 5.5 4.0 4.0 5.0 3 -4k
Industrial producticn 111 0.0 3.0 1.7 .
Retail prices {period average) 699 9.1 263 212 143 12-13
Retail prices (end of period, 12-menth) 1135 90 20.0 14.2 12.0 G-11
Unemployment rate {in percent) 273 278 e
(Percent of GDF)
General government finances 2/
Revenue 6.7 189 40.3 425 394 40.5
Expenditure 378 40.3 457 46.9 448 45.1
Cash balance -0.9 -1.4 =53 =50 5.0 -4.5
Foreign grants 0.7 0.7 0.9 1.1 1.0 0.7
Foreign loans (net) 0.0 0.0 2.8 1.8 2.3 2.0
of which foreign financed projects 0.0 0.0 i1 0.8 1.2 1.1
Privatization receipts 0.0 0.9 12 2.6 i2 1.5
Domestic financing {(Net} 0.2 0.7 0.4 -0.5 (.5 0.0
Commitrment batance 3/ -2.9 -l14 -5.3 -5.0 -5.0 -4.5
(Percent change)
Money supply (end-o-period) 4/
M1 R5.2 114.4 45.0 80.3 11,
W2 61.4 79.1 49.5 76.8 1.9
Balance of payments {In billions of U.S. doilers)
Merchandise exporis 1.9 2.0 22 24 25 3.0
Merchandise irrports -27 -4.3 5.6 -6.3 -6.1 74
Trade balance -1.3 -2.8 233 -39 -3.5 -4.4
Current account balance, after grants -0.3 -0.5 -1 -1.4 -1.3 .16
{in percent of GDP) -39 -4.6 a7 -8 G -8.9 8.2
Current account balance, before grants 0.6 -1.1 -1.6 -2.0 -1.7 2.2
In percent of GDP) =71 9.7 ~12.0 -12.8 -11.6 -11.0
Foreign debt (vear-end) 5/ 11.4 1.6 8.6 9.5 8.3 i0.4
Gross official reserves 0.5 1.2 1.6 2.2 2.1 2.7
(In menths of imports of goads and services) 1.2 24 3.0 34 13 3.8

Sources: Federal Statistical Office; National Bank of Serbiz; Federal and Stare Ministries of Finance; and IMF staft estimates,

1/ With the excepticn uf foreign debt, data exclude Kosovo. Program figures in percent of GDP are adjusted for an upward
revizgicn of the GDP series since 2009 by 6.6 percent.
2/ Fiscal operations cf all levels of government, except for Montenegro where it exchides local governments.

3/ Excludes arrears of local governments and inferest payments due bui not paid on foreign debt still under restructuring.

4/ Excludes Montenegro.

5/ Figures reflect the first phase of the Paria Club debt reduction in 2042 and assurne comparable treatment from other

offizial bilateral and commereial creditors.
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Table 2. Serbia and Montenegro: Balance of Payments, 1997-2005
{In millions of .5, dollars, unless otherwise indicated)

1997 1598 1999 2000 2001 2002 2003 2004 005
Original  Prel. Est. Revised Revised Revised
Prog. Proj. Proi. Proj.
Trade balance 2,670 -1815 L5619 1,788 1,934 3318 3,908 4,404 43714 .4,341
Expares Lo.h. 2,756 3,033 1,676 1,923 2,003 2,250 2412 2,972 3,459 3,978
(percent growih) 10.1 -44.7 14.7 4.2 123 20.4 232 16.4 15.0
Razorded 1,677 2,358 1,497 1,723 1,903 2,250 2278 2,907 3,459 3,978
Unrecorded 79 175 179 2060 180 0 137 64 0 ]
Lmports Lo.b -4,326 -4,849 -3,298 =3,711 -4,837 5,567 -6,320 +7,375 -7,833 -8,318
(percent growih) 0.5 -32.1 126 30.4 15.1 30.7 16.7 6.2 6.2
Services (non-factor services, net) 456 493 138 il 417 521 92 421 507 605
Receipts RI8 914 471 524 40 %04 829 1,021 1,144 1,281
Expenditure 362 421 243 =293 =323 -382 -537 -600 637 677
Net factar income 25 ] -41 -1 =16 <300 =118 -330 =360 -431
Of whick: Net interest 25 8 -41 Il .26 =300 ~L15 =330 -3489 -43]
Eamings 59 57 43 53 48 82 62 99 L1s 13l
Payments 1/ 234 -4 =B =42 =74 =383 177 429 483 <562
Private remittances, net kil 635 668 848 1,324 1,450 1,719 2,114 2,254 1,408
Inflows 662 1,033 943 1,132 1,699 1,925 2,085 2,499 2,629 2,783
Recorded 465 688 561 632 1578 1,919 2,317
Unracorded 197 345 447 500 120 170 182
Cutflows -352 +378 -280 <284 <374 475 =370 =375 =375 -37§
Current account balance, before granis -L179 -660 -764 «610 -L119 -1,646 -2,012 -2,189 -1,982 1,759
{fn percent of GDP} 2 1.7 -4.8 7.5 a1 9.7 -12.0 128 -11.0 -5.4 7.9
Official grants 3/ ¢ 0 0 271 5491 351 524 0 1] i
Fareign direct investment, net 4/ 740 113 112 25 165 400 562 731 798 BES
Foreign loans, net 283 -10 -25 130 374 577 536 215 263 164
Medium and long term, oet 54 15 12 213 299 I0R 378 135 182 84
Disbursements 128 50 29 227 332 560 421 240 268 289
OF which ; Official creditors 3/ 205 421 43 135 i} 0
Amertizaton 1/ ~74 23 .17 -14 -33 =52 -43 -105 B8 -204
Short term, net 229 <35 «37 .33 75 0 158 80 20 20
Other capital inflows 5/ 133 78 Kl 49 629 50 082 282 50 50
Commercial banks, net =274 -250 <144 -55 =55 =50
Capital account balance 1,162 181 117 285 %4 777 1,936 1,184 1,055 1,431
Errors and omissions «103 278 410 267 239 290 230 2350 250 250
Overall balsoce -1 -201 -237 183 605 -118 778 785 -617 477
Financing 220 01 237 -183 -5,981 -4,181 -885 -4,737 =247 456
Net foreign assets (increase, -) 18 115 11 =246 =395 -164 -BL6 -140 =247 =456
Central Bank, net =195 -184 -Bl6 -140 247 =458
Gross forsign reserves (increase, -) €/ 18 115 i =227 -523 -476 1,111 -387 -402 =407
Of which: IMF purchases 152 128 k)] 295 272 340 136
Gross foreign liabilities (increase +} ] 0 0 =19 123 112 295 248 155 -49
Arrears (feductien, -) 7/ 202 86 126 6 -5,587 -4,018 -39 -4,597 o} 0
Financing expected / to be secured 300 0 324 £51 822
Official grants 3/ 245 0 420 ils 115
Officiat borrowing {excluding IMF) 3/ 35 1] 395 538 567
Residual gap 53717 4,10% 76 4,668 72 112
Arrears settlement with creditors 7/ 5377 4,018 39 4.597 ] a
Debt relief from creditors 0 92 7 71 72 94
Memoranduro ltems:
Current account balanes, afler grants -1,279 ~560 764 -339 «528 -L,050 -1,387 -1,760 -1,667 <1444
(I percent of GDP) 2/ 77 -4.8 .75 -39 4.6 7 -8.9 -8.9 7.9 -6.5
(ross international reserves, USD mm {end pericd) 289 518 1,169 1,645 2,280 2,667 3,069 1476
in months of prospective imports of goods & services 0.9 1.2 24 3.0 34 13 4.1 4.4
Disht service, cash 108 74 101 56 107 43 i83 438 £82 &858
{in parcent of GDP) 2/ 07 0.5 1.0 0.6 0.9 2.5 12 2.5 3z k)
Principal 74 25 17 14 33 52 43 130 271 390
Intersst 34 4% Rd 42 74 291 140 358 411 468

Seurces: SM autharities, and IMF stafi estimates.

1/ Up to 2001, figurss indicate debt service actuelly paid. For 2002 and onwards, dsht service recarded above-the-line is after the 51 percant debt reduction granted by bilaterat and

commercial ereditors, but befors the capitalization of moratoritm intereat (the =ffect of the lalter is recoried 35 "debst telief from creditors™}.
2 Frogram figures are sdjusted to reflect the afficinl revision of the GDP series,
3/ Official grants and loans recorced above-the-line ars amounts based on aleady secured commitments; amaunts expected fram new pledges are shown below-the-fine,
4f For 2003 net of the paymenl on Telekom Srbifa,

§/ For 20032003, ineluding sales of forefzn exchangs nate by the public (smount sbove the level implied by trend growth) reflecting currenay substimtion. For 2603 also inchading the $60 million mflowa

carresponding fo the urifreczing of the acoounts held abroad by 8M banks,
6/ Repreganting changes in gross reserves of curment exchange rates.
7 Wegatiations ars on-gaing to clear all remaining externai arrears (to the IFC, the London Chab, other commerc:al creditorz, and on short-term debi),
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Table 3. Serbia and Montenegro: External Financing Requirements and Sources, 1998—2005
(In millions of U.8. doliars)

1993

1592 2000 2001 2002 2003 2004 2003

Eat. Proj. Praj. 2roj

1. Gross financing requirements 720 -$18 1,074 -7.261 3,24 7303 -2,654 ~2,555
External oumrent account defiot (exchuding official transfers) -660 -764 -671 2,118 -2,012 -2,186 -1,582 -1,739
Debt amnortization =50 -54 -47 -3 -43 -168 -36 2204
Medium- and long-term debt =25 -17 -14 -3 -43 -108 .35 ~204
Short-term dabt 1/ -35 -37 .33 a 0 +] Q bl
Repayment of arrears ¢} 0 b -5,586 -39 -4,597 0 o}
(iross reserve ncourrulation ¢ 0 W27 -523 -1,111 -387 -402 -407
TMF repurchases snd repayments 0 ¢ -129 0 0 25 -185 -185

2. Financing 720 218 1,074 7,261 3,204 6,136 1.3%1 1,486
Official grams 2/ v} o] 27 591 624 0 o} ]
Fareign direct inveaiment (net] 113 112 25 165 562 731 798 B&R
Digbursernent ftom private creditors 78 30 43 202 238 185 148 369
Medum end long-term firancing 78 k1] 49 127 78 105 258 28%
Shart-term finencing and other capital inflows ] G 0 75 158 80 80 4y
Disbursement from official creditore 2/ 56 pric} 227 205 343 138 Q 0
Multileteral 3/ 205 283 135 0 J

Cther 0 £ o} o 3

IMF disbursement 0 4] 150 128 255 1} o ¢
Accumulation of arrears (exeaptional) 43 126 52 il 0 0 ] o
Debt Relief 0 o 0 5,375 76 4,597 0 d
Other flawa 4/ 393 5Z1 290 594 1,068 457 245 250

3. Financing Gap 0 i) 1 L} a 1,167 1,264 1070
Dxpected disbursemens of grants from donors 2/ 0 [v] 4] Q 0 429 315 3t3
BEU 0 ul 0 0 0 52 o o
Others (moa:ly official bilateral creditors) [} o] 0 u} 0 379 315 318
Expected dishursemen: of loens from donars 2° a ] b} g 4] 667 875 643
Worid Banl ] G s} 0 3] 36 200 16G

IMF bl L] 4] 0 0 272 340 136
BBRD 3] Q ¢ o] 9 13C §05 105

EIB 0 G 0 0 0 128 Qs 105

EU 0 a o] 1] 0 57 o] 4]
Others (mestly offictal bilateral creditors) [ a 1] 0 ¢ 43 125 137
Tebt relief 1} 4] [ 4] g 71 72 g4

4, Residusl Financing Gap (] L] 0 [} [ 0 1} 18

Sources: SM autharities, and IMF staif estimetes.
1/ Criginal maturity of less than ! year

2/ Officiel grants and loans recorded ebove-the-line are amounts tesed an alreacy secured commitments; emounts expected fram new piedges are shawn below-the-line,

3/ Not including amortization of the debt to IMF.

4/ Includes cther capital inflows, errors and omiesions, and change in net foreign assets of commercal banke.



‘Table 4. Net Foreign Assets of National Bank of Serbia-—Actual and Program Floors, December 2001~ December 2003

{In millions of U.S. dollars a! program exchange rates, end of peried)

2001 2002 2003
Dec. June September Wov. December Jan Feb Apiil  hme Scp. Pec
Ex. Ratc Act. Prog. Act. Frog. At End-02 Ex Rates Pret. Prel.
4 Unig. EQF Avp.
Net foretgn assets of the NBS 1/ 797 1,138 913 1,364 1,306 950 1,411 1,613 1.535 1,544 1,467 1,443 1,571 1,681 1,795
Net foreign assets of the NBS for program purposes 3/ 583 127 699 386 874 736 938 1,069 1,018 1008 932 885 1,004 1.00% 1,161
Gross foreign asscts 1,169 1,697 1,542 1926 1928 1645 2034 2,280 2,202 2211 2,134 2246 2373 2611 2,668
Gold .
Foreign currencies
Foreign exchange accounts abroad
Rescrve-telated liabilities (-} 3 560 629 622 622 695 622 667 667 667 667 803 803 930 913
Gross reserve liabilities for program purposes (-) h1.13 571 843 1,040 1,054 909 1,095 1,211 1,184 1,203 1,203 136 1,369 1,512 507
IMF 272 460 520 522 522 595 522 567 567 567 567 03 103 830 813
Onher 100 100 HX) 100 190 140 o 100 100 100 o 100 100 100 100
Loan from China deposited by a closed bank 100 100 100 100 100 100 100 100 100 100 160 100 100 too 100
Adjustments for program putposes 214 411 214 418 432 214 473 544 517 536 536 558 566 581 594
Fuoreign currency Habilities to domestic banks 214 41 214 418 432 244 473 544 517 516 336 558 566 581 594
Forex deposits from commercial banks 116 9 2 7 5 2 5 [ b 6 6 6 6 [ 6
Unpaid interest 4 6 3 4 1 3 2 2 1 2 2 2 2 2 2
Short-lerm loan from commercial banks 0 0 0 1] 0 0 ¢ ¢ 0 4 0 0 (] 1] 1]
Required reserve and payments refated deposits 71 386 208 398 417 208 453 526 500 518 520 540 548 563 376
Transaction and transitory depusits 21 10 (] 9 9 1] 13 10 10 10 ] 10 10 10 0
Old obligations commercial banks 0 0 a ¢ 1} o 0 0 0 0 0 0 0 0 Q
Forcign currency liabilities to nonbank 1] 0 0 0 4 0 U 0 [} ¢
non-government residenrs 0 0 1] i) 1] [ 0 0 U] [i} 0 [1] i] 0 0
Net Forcign assets of commercial banks of Serbia 3/ 580 778 859 753 749 916 709 9 727 09 725 735 752 766
Gross reserves 640 Rag 930 832 310 987 783 783 801 783 799 809 826 840
Reserve tiabilities 59 91 71 79 81 71 74 74 74 T4 74 74 74 74

Sowrces: National Bank of Serbia; and IMF stafl estimaies and caleulations,

t/ Exclude frozen assels and liabilities of Serbia; undivided assets of SFRY; and, in 2001, BIS gold and foreign cwsvency deposits allocated 1o FRY in June 2001,

2/ Program fpures are floors.
3/ At current exchange rates.

4/ At end-Dec. 2001 exchange rates; inctudes BiS pold and foreign curmency deposits allocafed lo FRY m June 2001 ; reclassitied lishrirmes o domestic banks; excludes liabilities to and of

closed banks and undivided hiabilities belong to SFRY.
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Table 5. Balance Sheet of the Natuonal Bank of Serbia, December 2001-December 2003 1/

{In mullions of dinurs

; end ol period}

2001

2002 _ 3403
frec Taec 0I ER Jnpe S Ni \i Diec ol January FeBruary Aprit June Sep- Der
EoF  EOP 9 EOF Avg Frog, EOP AVE EQP Avp Orig EGP AvE _Fod 02 T Rausg Frad Adj Prcl Adj Program
Prog, EDP Avg EQP AvE e Avi
Ady Adi
Nel fo1 tipn assets2/ 133 15.477 49,189 4741 7279 59935 61386 59113 58,67 49,830 63491 GLID GT0TF £0,051 59,466 62,720 5,998 35815 50443 SKOGT 63506 GTET
Mel rnrcig:_a 25581 it curo willion 2 651 R4 w03 TS 004 1D 00 283 B3 1063 954 1056 976 996 050 920 935 220 944 1033 3,103
Giues fareign assers W 63,623 2100 114,867 113,088 104,340 230,333 {31628 13046E 129,797 FILIIE M7604 132324 134,438 122879 130,409 133,51 §25.891 126,758 126,926 1R (51666 156814
Linuns regenes: Liabilities (-) 4¢ 65,756 39001 65,674 65,166 ATNAZ T39T T0.242 TS TLITL 61480 119 72,704 71420 69826 S943 CTHLIEZ -70,%43  -ruadd CI6ABY BUGTT BEIM9 $HYIE
Nel domestic assets 5/ 41,494 1,864 4461 7,936 A191 4424 M 13 1613 1666 54Ty 146 §253 1,185 A1 4,842 34 6720 9,744 ER T 885 1085
Domestic credit Vit 1AR 9,082 9,935 3,058 LXEL 14,984 14,211 . . .
Met eluims on government 0% 5,568 94T 5,108 #2326 9,571 EYYH t6,368 14,772
Chaims 19,138 13.m5 11551 21,57 19,585 26730 70,720 .
Diar credits 10,638 15,085 11351 21,574 19,0540 20,720 20,110 24,076 22632
Forcign crency credits ¥,508 1] L] L] bl u L] .
Li s {-) -10,093 -1.53 8,075 12,466 1Ay =il 143 -11,231 <1658 -T.ER4
Vinar liabiliies =313 -3 7M 23,439 -5.310 ey -5, k1) 4,121 -3,40% 3392
Farcign carccocy babilities -6,980 -4 TR 4,586 Sh156 5,791 6,027 B 150 4,233 1,308
et claims oriznks 144,646 1448 319 451 b2 3,828 5,683
{hairas 146,423 4,24% 5,607 4,101 4,110 T3 0% - .
Revuuase to required reserves, 2,786 169 118 Y64 22 4377 437 -551 2,190
Diber dinar credity [Ror] 1.740 1,769 1655 1,037 i a2
Foreign cureacy credils 142317 2336 2,750 2610 23531 2409 2,169
Forsipn cotrency credics io euro miflion 1426 k) 44 4 39 40 36
li:b_ ies {-) -7 -7 5,308 - 4,552 . -5,U32 -LE20 1,820 - .
L which: Siock of MBS bills -715 1S S521 0 -5,187 -4 25T 454y 4,736 4,975 1,549 -1,54% 1513 1323 462 -2.785%
Nel claims on the st of (he coobumy 2,46 A kU £7 -§HO #6 -#16 -
(Raims 3,455 1,649 1,014 1,014 [RA TS 1,014 [KOF)
Irinar credis 4,453 1,049 1014 [RUEY [ RUE Luia L4
Forcige curreocy credits 20 @ o [ i ) o - -
Liabilities ¢-) -1,609 -1.084 -934 -1.621 -L,B -1L330 1.930
inar depastts -1,60% -10M 584 i,621 1,894 “BEHE 1430
Dilier asscis, net 115,244 -z EA VT - . 362 . 6,106 . A, 054 ... 1958 .. .. - . . .
Reserve money(in dinar) 41,341 41,341 53,650 SO,B58 41,088 63768 60,462 39441 56,689 574%6 69324 61,335 65313 6L3% 67,188 57,362 §B,157 62,583 ST B3V 7781 69,663
Currency in circuistion 15,324 23,324 22722 3619 1749 40,446 17671 37342 F232 3020 4301 IRERT 41T 3T RIT 37,684 3B,275 15867 16,152 3750 39,673 41687 43,146
Resarve deposits 16,037 15,017 0%1d 20219 23589 IA%4 iLTM 2,120 45T 20976 25,605 23,408 25,605 11408 29,286 15,117 12485 M3 27.4R3 4279 250104 25947
Renuized reserves 10,3N8 BITL 19,7% 10470 17672 13,078 12,740 15,346 15152 12,127 15,343 15,689 15,843 17,690 17,274 15812 19.729 19316 18,147 19,130 14456 1).085
SBonfRT (+) ar exiess { ) in reguired reserves & 186 69 L1138 -140 0 -84 485 722 g o 4377 401 4347 103 S5 1,261 190 L1697 ¢ v 0 ]
Tscess soserves 77 5,739 1846 10,122 9,769 3907 10,836 10019 6,783 205 EXCER N S A I Al - Rl 1202t 13328 2756 1827 4,534 5,098 5614 5831
Alemorandum jtems {12 months peowdl roles, wnless athereise indicated)
Heserve Diukay, huecinad 8/ 1161 1270 1329 LETN IR R I LA .Y LN 36.5 77 77 FEY 73 37 4.5 Ny 257 12 ] 18
Reserve moucy, real B/ 555 926 97.6 546 50 €49 5.0 B4 23 468 283 ity oF 157 Y 94 EA a3 is
Cutrency in cinlxtivn, oomizal YILE 1286 1404 04 1363 137 £1.6 353 450 26 494 158 543 [k Jo4 15 296 133 B.1
Canency in circulsriog, reud G6.6: 50y 10e -l44 919 997 §9.8 69.2 W3 311 38.8 275 354 7 9.3 124 iy L& 4.6
Required resavay, npmina! B 370 78 152 721 521 694 533 4.9 R 2.7 134 N 1t5.7 177 LU 552 303 12.5
Reyguired sesaves, real &/ 417 5609 . 164 419 w7 6.7 10 288 698 68.8 108.3 51.2 ERE 947 2.2 i 163 3z
Velociry {based vh anoualized woothly GDF) 25 182 8.2 256 16.3 174 183 164 173 8.0 18.2 170 169 158 is4 196 125 187 (LX)
Excess reserves, oomina 4.1 - 1718 . 48 1286 tlod 753 340 04 244 A5 128.5 1332 LB (LA ot4 4140 -3l -40.3
Encess seserves us a share of resewve depasils {peent) 35.7 454 LT UK 5.0 453 41 ELR 25 3E.7 ma 33.0 384 244 a0 457 123 267 0.0 210 223 7%
Cagh in ciiculativa as share of qustierdy G {percmu} (1Y 14.7 74 171 159 151 151 154 17.4 150 1.9 158 140 141 139 14.2 144 4.1
Stock of NBS bills 25 share of reserve money (percent) 7 a7 a2 66 22 (Y] 83 . 27 20 412 44 -

Sources” Mutionaf Bank af Serbiy;, aud IMF sialT estieates and calculigyis

14 Al proprem cxchange rates
2/ Program figures are floons.

¥ Exclude frozen asscts of FRY; undivided assees of SFRY; and 200) Gguses al constant exchunge rates alse cxcludes BIS gold and foreign currency Jepesits allocated to FRY o June 2001

4/ Exclude long-term labilities and undivided liabilities of the SFRY . lucluding fercign-tarmency denominared liabilities 1o resident banks and non-povernmant tesidcats,
5/ Program figurcs are ceilings. [t will be manitosed as a monthly averge as defined in fie Technical Memonndum of Understanding fiom Seplember 2801 onwards
6/ Rescrves that banks are vequired to held i MBS accound 201 to satisfy the dinar reserve equirement.

¥ Comprise halanees in Giro aceounts, business sccounts,cash 10 comemercial bank vauls, deposits al overnight accounts o NBS.
8/ the growth rates of ieserve maney {1 dinar) are adjusled for chunges in dinar resetve i

including

94 At end-Dec. 241 exchange raws; inchedes IS gold and foscipn cunsicy deposits ailocated t FRY in fune 20801 ;

and excludes widivided asgers and liabslities of SFRY. The dinar required weserve is adjusted Lo be consistent with the new reserve requircment ingplemenied on April 11, 2002

i early 2000,
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Table 6. Monetary Survey of Serbia, December 2001 December 2003

{En millivms of dinars; end of perind}

2001 2012 2003
Deeomher June September Nov. Dee, Apnl Jutie Sep. Dec.
Dz 01 Prog. Act Fiog. Act Fnd-02
RBxch. faw 4/ Orig Fx. Rajes
Adi.

Net Foreign Assets 1/ 66,783 93,17 124664 112,835 134,783 4420 133,002 137,440 136,996 127,995 135,593 142,484 143,702
(NFA in curom.} 1,138 1,561 2018 2,008 2,257 2,251 2104 2302 2,217 2,07% 2,21t 2,313 2,417
Assets 106 014 122,375 168,100 167,274 1B177S LSt 7RI 183,927 10,694 179,621 187,710 202,719 206,534

NBS 65,623 .10 IE4.B63 104,341 130,333 a6 111,31 137,614 134,49] 132,479 139,997 154,000 157,376
Commercial tanks 40,426 43,275 83,237 62913 50946 Sh,044 66,801 46,313 46,203 47142 47,753 43,19 49,358
Liabilitics (-) 2/ -39, 266 -29,196 43,436 47,389 46,99 47,093 45,068 46,486 43,697 51,717 -S1,717 -53,204 454,232
NDsS (7,686 25173 -17.R61 42,585 42,114 42,111 40,264 42115 -39,313 -47,153 47,352 54,870 -53.K67
Commercial banks -21,580 4,023 5575 4,805 4,585 4,981 -4,k03 4,375 4,365 4,165 4365 4365 4,365

Net Dococsthc Assets 3/ 50,582 14,646 26,042 15,144 at419 42,325 12,955 53,213 5,468 51,460 63,233 63,231 64,332

Domwstic crodit 233,366 97,006 106,716 128,556 136,366 143,425 145,664
Met credif to gevernment 3/ 4,567 1,258 4518 3,301 1510 -11,365 670 -LA56 10,72 a58 1,628 2472 19,172
Credit 25,5384 15,429 20,712 25,496 25,183 25,247 25,198 .
Dinar credit 12,859 16,154 19,476 . 24,095 23,424 . 23,497 23,497
NBS 19,681 13,085 17,551 - 21,574 13,585 20,720 20720 .
Cormuesial banks 178 3,069 1,925 254 3,719 . 2,777 2,117
Forcign cunency aredils 10,125 215 1,2% L4 1,759 1,150 LI
Has 3,508 [ ] - [t} 0 .- o 0 N
Cemmercial banks 1617 b2 1,236 1,4¢H 1,759 - 1,750 1,701 . .
Liabilitics -i4,417 15,174 25,231 33,406 -36,348 26,713 15370 -
Tinar liabilitues -LL010 -§1,052 -18,208 . -M,Ri6 -23,962 . 19,530 -19,510
NBS 3113 -3,734 -3,489 KT -5,666 5,122 -5,122
Comenercinl banks 7,897 BrA -12,716 W -1R506 -3.296 - 14,408 -14,408 . " .-
Fowvign currency deposits -7 407 -,t19 9,026 8,590 -7.183 15,840
NBS 5,980 3,743 4,386 156 £,027 6,027 . ,
Commersiot banks 427 336 4,440 . -1,434 L1 . -1,156 9,813 . .
Shont-term govenment credits o banks ~168 -6 E02 -8 23 - -
Purchased bonds for repaying frozen depasit 152 214 4% 609 563
Credit in the nen-govermment sector 5/ 228,799 96,515 [i1,283 136,354 147,156 144,364 155,356 172,663 171,666 176,763 186,565
Heuscholds 5,121 437 1,139 11,778 14,538 15,02 16,02 -
HNou-profit and other seciors 29,998 2,698 ENE: 3,555 4,081 3,851 3,576
Enterprises o dinas 46,557 40,456 SLI67 0,013 76,308 W,E92 70,892 - .
Enterprises in forcign cutreocy 143,225 45,064 48,738 51,008 52,258 51,560 54,567
Enterprises in {Ciigh eurrency (eune million) 239 B34 208 854 375 BT i.081 -
Other items, net -182,784 -§2,350 80,668 1,077 04,840 50,212 92196 42,196 92,198 82,196 57,196

Broad Mosey (M1) 117,365 107,825 150712 132,128 176,261 176,745 183,198 190,654 190,464 189,365 199,227 205,715 213,034
Dinar-denominatcd M2 57,264 59815 82,158 60,319 102,429 59,462 89,010 10,768 119,708 197,260 115,695 126,507 124,850
M1 57,803 52,686 72,830 51,148 90,199 85,575 77,792 94,981 94,943 92,187 99,754 14,346 108,206

Currency outside banks 15,324 25,524 32,732 17,499 40,446 37,312 38,720 41,718 43,719 38,577 43,108 45,860 4850
Dernand deposit 32479 17,361 40,094 33,650 50,053 48,263 41,073 51,262 51,262 £3,646 56,661 SAAIT 59,337
Tine and savings deposits 9451 .27 LXY] 9,170 11,530 13,887 15,218 15,727 15,727 15074 15,932 14,161 16,684
Forcign cumency depogit (noiy frozen) 50,101 47.512 68,554 8,318 73,832 77,283 75,184 70,546 18,756 82,108 #3,531 BR208 88,145
Foreigt currency deposit {not-Frozen), (euro million) 834 802 1,148 1,126 1,237 1,294 1,276 1339 1,297 1,335 1,358 1,385 1,433

Memorandum items:

t2-monihs growth rates {in percont)
Broad Moncy (M2) 79.1 100.7 55.2 96.6 8.9 49,5 768 40.0 322 6.7 g
Dinar-denoninated M2 1064 R8.7 10.7 2E.0 &6 450 24.8 452 40.8 176 128
M1 1144 95.0 11.2 9.8 74.1 45.0 .3 413 3o FEN] t3.9
Cuimeney owside banks e 128.6 04 L33 4.6 450 76 0.4 nz 15.9 118
Fotcign cuwmency deposits 1173 1M wes 423 55.2 66.9 ELE 218 5.4 105
Velewity (M) 134 12.2 185 83 10.8 122 1.6 = 1.7 1% 12 n3
Muleiptier (Tlinar M2/Reserve money) L6 [E 15 L& 17 1.5 1.8 . 1.8 1E& 15 LB
Ciwircacy/Dinar depasits (in pereenty 6504 - 66.2 40.9 653 60.0 0.2 653 653 56.2 59.4 616 643
Required reserve saliv (cffective, in percent) 4.6 - 218 41.3 2i.1 2.7 23 7 267 267 267 26,7 26.7
Ezpess rescrvesDinar depasits (in porent) 137 0.5 138 17.5 109 154 14.6 1.6 6.6 7.0 27 7.7
Forcign exchange doposivTime depusis 513 13 8.6 62 36 6.4 it - 54 52 53 53
Diimur inalcd M2/ lized hly Gl 14 B4 5.3 o8 21 B8 10.0 9.1 X 2.5 2.5

Suurces: Mational Hank of Serbia; and IMF st estimates and caloulativns, -

1/ Foreign exchange denominated itettes converted at parallel nasket cxchange rates g b0 hane 2000, at YUD 30 = DM for 5

2 Excluding undivided liabilitics of the SFRY and, fom 2002 omwands, liabilities to banks in liquidarign.

¥ Program figures arc cedlings

A Atend-Dec 00 exchange rates: mctudes BIS gold and foveizn eurrenicy deposits allocated o FRY in Jure 2001 and
3/ {tata at 200t exchange rates exclide & billion dinar of credit e nongovemmenl secior that were added to balance sheet during 2202,

h s therafier.

her and at progr

assets and listk

of SFRY.

- 0¢



Table 7A. Serbia and Montenegro: Consolidated General Government ¥iscal Operations in 2001-2003 1/

Caonsclidated Generul Govemnment Brcludieg Montenegro Consolidated General Goverurnen [ncluding Montenepre

2001 2002 2008 mo1 2w nm 2008 2002 2003 oM 200 2003
Prel  Badget Prel  Prog Prel  Budget . Prel Prog Prel.  Budpet Prel Prog Prel Budget  Prel Prog

(Rilbion dinars) (Percent of GDP}Y (Billion dirars) B {Percent of GDP} 2/
Total revenne 271 3921 462.7 4531 359 e 0.0 318 300.4 4210 4283 4967 3z9 40.3 425 40.5
Current revenue 2771 3909 4027 4631 159 15 40.0 LER 3004 4193 42813 456.6 35y 40,2 425 405
Tax revenue Bie 676 328 4319 129 352 J7.0 352 2187 3211 396 4631 355 3735 %4 3138
Persenal income tax 329 486 534 638 43 4.7 53 52 362 531 5.2 68.5 4.7 51 57 5.6
Social security confributions 767 1617 9K 9 1195 99 81 a8 9.7 854 122 1071 129.7 111 LIRS 10.6 1¢.6
Corporate incore tax 34 44 43 4.6 04 04 a4 24 a4 46 50 55 04 04 43 04
Retail sales tax 721 106.4 110.8 1295 93 10.2 11.0 10.6 7538 1i0.5 1162 137.6 28 106 11.5 1.2
Fxcises 26.2 48.1 453 582 34 1.6 4.5 4.7 284 503 48.7 523 N 4.8 43 31
Taxcz on inlemnationat trade 0.0 0.0 0.0 oo o0 0.0 0.0 090 0.0 1143 00 LIL) 0.0 a0 R4 0.0
and operatims 143 n7 M6 283 19 21 24 23 160 239 2.0 313 21 23 2.7 26
fher taxes 218 6.0 355 280 a6 34 35 23 286 354 58 282 37 35 16 23
Fxtealiudgetary taxes a0 0.0 00 o0 090 0n [eXs] o0 0.0 2.9 0.0 0o 0.0 0.0 0.0 0.0
MNontax revenue 35 40 0.0 31.2 10 23 e 25 26.6 238 S 335 35 28 kR 27
Capital reverine 06 t2 ne 0.0 oo 01 G0 20 0.0 1.2 0.0 al 00 1.t 0.0 o0
Total expenditure and net lendmg 2839 444.2 450.6 5163 36.8 426 44.7 421 3102 476.5 418.6 3524 40.2 457 415 451
Current expenditure 266.7 3993 4078 4718 LX) 383 40.5 RS 2906 4294 4342 504.7 76 41.2 43.1 41.2
Expenditure on gonods and services 1234 1588 1723 1999 16.0 15.2 171 163 1345 1724 184.5 214.7 174 6.5 123 175
Wapes and salaries 65.4 391 051 114.0 85 8S 95 93 73.0 936 143 125.0 9235 94 164 16.2
Other purchases of poods and scrvives 58.0 697 T 850 15 5.7 T 10 6l.6 FER B2 807 80 A 2.0 T3
Interest payment 56 16.5 23 12.0 a7 146 09 1.0 57 18.0 9.6 13.2 o 17 1.6 11
Subsidies and other cuerent transfers 1377 241 226.7 2598 178 21.5 25 202 1504 290 240.1 276.8 19.5 ne 33 24
Subsidies 2.1 404 425 8.0 10 39 4.2 3i 239 42.0 4317 3Ry 3t 4.0 43 3.2
Transfers to honsehalds (EX:3 183.7 1B4.0 219 14.8 174 18.3 1.1 126.5 1979 156.4 2379 16.4 18.9 19.5 1549
Capital expenditure 0.8 58 334 392 14 14 3.3 3z 12.0 37.0 345 412 16 35 34 34
nf which: financed by praject loam Go 119 15 137 oo 1.1 oy 11 09 11.9 19 14.1 0.0 1.1 08 11
Ueneral reserves G.(r 9.0 L8 45 00 09 0.2 04 04 93 3 51 01 0% 03 04
Lending minus repayment 63 0.0 0.6 09 03 LA (1A ] 01 12 08 11 13 09 ol 01 o1
Met transfer to other levels of government 0 o 0.0 [v1H] .0 0.0 0o a0 0.0 0.1 0.0 0.0 00 00 0.0 0.0
Net tragafor from Montenegro ] 00 Q0 26 00 049 00 G2 00 0.0 040 08 0.0 (U] 2.0 00
Unciaesifisd spending {incl. stat. discr.) . a6 01 63 0.0 a1 o0 0.6 0.0 0.6 G0 6.2 o0 1 0.4 L1X3 Ly
Overall balance -14 -52.2 472 -50°F -1.0 -5.0 4.1 -4.1 -10.5 -55.6 -50.2 -55 8 -13 -53 -5.0 4.5
Forehpm granls 34 18 96 12 04 07 10 06 54 bE 11.3 g5 07 a9 11 a7
Cveralt balance including prants 4.0 444 316 <434 0.5 43 =37 35 51 459 -3%.0 412 k6 -4 4 -39 B
Financing 40 a4 376 414 0s 43 17 35 st 458 190 472 07 14 39 19
Domestic financing 4.0 56 19 00 us 0.5 02 0.0 51 44 A8 05 a7 04 05 0.0
Hank financing 53 75 -1.9 00 07 07 42 o0 58 63 Ag 08 07 06 05 0.0
Non-bank financiug -k2 -18 Qo 06 -2 0z oo oo -0.7 -19 Qo 00 -0 -0.2 0.0 o0
Farcign Pmancing 0.0 275 172 231 on 26 17 19 0.0 285 i7.6 4.8 0.0 27 1h 24
Privahzation receipis 0.0 it4 223 203 09 11 12 17 00 129 26.1 21.8 00 1.2 26 18

Sources: Federal and Republican Ministries of Finance; and TMF stafT estimates.
1/ Censolidated general government inclades the Uuion (former federat), the republican, and locs! governments (except for Montenepro), the sacial security funds and the extrabudgetary programs.
2/ Frpressed in terms of GDP ol Serbix and Montenegro excluding Kasovo,
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Table 7B. Federal Republic of Yugoslavia: Federal Government Fiscal Operations, 1999-2002
(In percent of GDP) 1/

1999 2000 2001 2002
Actual Actual Prelim. Budget Prelim.
A, Total revenue and grants {I+2) T3 71 6.4 6.3 71
1 Total revenue [1.1+1.2-1.3) 73 7.1 6.4 6.3 7.1
1.1 Current revenue {1.1.1+1.1.2} 73 7.1 5.4 6.3 7.1
1.1.1 Tax revenue (1.1.1.1+1.1.1.2+1.1.1.3) 6.1 6.4 56 53 6.1
1.1.1.1 Tumover {retail sales) tax 2.4 2.2 335 23 27
1.1.1.2 Taxes on international trade and operations 2.3 2.2 1.9 2.1 2.4
1.1.1.3 Excises 0.3 02 0.2 0.9 0.9
1.1.1.4 Extrabudgerary taxes 1t 1.7 6.0 o.c 0.4
1.1.2 NMNontx revenue 1.2 Q.7 0.3 2.9 1.0
1.2 Capital revenue 0.0 0.0 0.0 0.0 0.0
1.3 Transfers from other level of government 0.0 0.0 0.0 0.0 0.0
2 Grants 0.0 0.0 0.0 0.0 0.0
B. Total expenditure and net lending (1+2) 7.3 71 6.2 6.3 6.9
1. Total expenditure (2+3+4) 7.3 7.1 6.2 6.3 6.9
2 Current expenditure (2.142.2+2.3) 7.3 7.1 5.7 5.1 58
2.1. Expenditure on goods and services (2.1.1+...+2.1.4) 6.5 6.2 4.0 32 40
2.1.1 Wages and salaries 0.7 1.0 1.7 17 1.7
2.1.2 Employer contribution 07 1.0 0.0 0.2 0.3
for pension funds 0.0 0.0 0.0 0.2 €0
for health msurance 0.¢c 0.0 0.0 0.1 0.0
for unemployment insurince 0.0 0.0 0.0 0.0 0.0
2.1.3 Severance payments 0.0 .0 0.0 Q.0 0.0
2.1.4 Other purchases of goods and services &1 43 2.3 i3 2.0
2.2 Interest payment G.1 0.0 02 0.0 0.0
2.3. Subsidies end other current transfers 0.7 o9 t.4 1.9 1.5
2.3.1 Transfers to households 0.0 0.0 0.5 0.7 0.7
Disability benefit 0.0 0.0 0.3 0.2 0.3
Gther 0.0 0.0 0.0 0.1 0.0
Repayment of FFCD 0.0 0.0 6.2 03 0.3
2.3.2 Subsidies 0.0 0.0 6.0 0.1 9.0
2.3.3 Cugrent trangfers to other levels of govermmen: 0.7 0.9 6.9 1.1 1.1
Repuhlican budget a.0 C.0 0.9 0.0 0.0
Local Budgets 0.0 0.0 6.0 0.0 0.0
Pension Funds 0.2 0.2 0.2 03 0.4
Health Fund 0.0 0.0 0.0 0.0 0.0
Labor Matket Fund (A 3.0 0.0 0.0 0.0
Pension transfer to Military Pension Fund 0.6 a7 0.7 0.6 07
2.3.4 Other current transfers 0.0 0.0 0.0 0.1 0.0
3. Capital expenditure 0.0 0.0 0.5 0.9 1.0
4. General reserves 0.0 0.0 0.0 C.4 0.2
Qverall budget balance 0.0 0.0 0.2 0.4 0.2
statistical discrepancy 0.0 0.0 -0.1 0.9 0.0
Financing 0.6 0.0 -0.3 04 -0.1
I Domestic financing (net) (1.1+1.2) 0.0 0.0 -0.2 0.0 0.1
1.1 Banking system (1.1.1-1,1.2) 0.0 0.0 -0.3 0.0 0.0
1.2 Nonbenk 6.0 0.0 0.0 0.0 0.0
Memorandum iteras:
Arrears 0.0 0.0 6.0 0.0 G.0
Tatal expenditure: 73 7.1 6.2 6.3 6.9
Amy 0.0 0.0 18 34 37
Federa] Administration 0.0 0.0 1.8 2.4 22
Nominal GDP (billion dinars) 1929 381.7 771.8 1,043.3 1,006.9

Sources: Federal authorities; and IMF staff estimates and projections.
1/ Expressed in terms of GDP of Serbia and Montenegro (formerly FRY) excluding Kosovo.
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Table 7C. Serbia: Republican Govemnment Fiscal Operations, 1999—2003

{In percent of GDP) 1/

1999 12000 2001 2002 2003
Budget Prel. Pref. Preg.

Jm.-Dec  incl Unien Budget Proj.  inel.Union

A Toeal revenue and grants {1+1) 9.1 128 146.2 18.1 18.5 25.6 18.3 18.4 238

1 Total revene (1.1+1.2) 9.1 29 1558 17.3 17.6 24.7 17.5 17.8 pER]

1.1 Current revenue {1.1,1+1.1,2) 5,1 12.9 15.8 17.3 17.6 247 175 17.8 23.2

§.1.1 Tax revenue (1.1.1.1+...+1.1.1.8) 21 14 14.8 16.4 16,7 228 i6.7 15,8 214

1.1.1.] Perscnal income tax 36 32 4.1 4.3 4.4 4.4 4.1 4.3 4.

1.1,1.2 Corporate income tax .5 ¢3 04 04 0.4 0.4 0.3 0.3 0.2

1.1.1.3 Tumover (retail sales) tax a1 32 4.9 6.5 a7 9.4 7.3 7.3 9.2

P.1.1.4 Excises 0.5 21 32 3.7 3.6 4.3 g 4.0 4.7

1.1.1.5 Property taxes 04 2 13 0.8 1.0 10 03 0.3 0.3

1.1.1.6 Other taxes Li 2.5 0.5 0.7 0.6 0.6 0,7 05 0.3

1.1.2 Nontax revenus o0.c 1.3 1.0 0.9 0.9 19 0.8 1.3 18

1.2 Capital revenue 0.0 6.9 Q.0 0.0 0.0 0.0 0.0 0.9 0.0

2 Girants 0.0 0.0 9.4 a7 1.0 1.0 0.8 0.6 0.6

B. Total expenditure and net lending (1+...+6} 8.1 15.2 17.0 224 2 Fi B 213 11 27.3

1. Total expenditure [ 2+3+4} 9.1 13.2 16.2 224 2.1 25%.0 212 220 172

2 Current expendimure (2.1+2.242.3) 8.7 1.5 15,7 15.4 20.2 271 194 19.2 215

2.1, Expenditure on goods and services [2.0.1+..42,1.4) 7.8 54 6.7 6.6 5.9 59 6.2 5.1 6.2

2.1.1 Wages and salaries .7 3.5 35 39 5 3.5 3.3 36 1.6

2.1.2 Employer conribution 1.2 0.9 a.7 1.0 0.8 0.8 08 0.3 0.8

2.1.2.[ Contribugion 0.0 0g 0.0 0.7 7.6 0.5 .7 0.7 0.7

2.1.2.2 Tax 0.q 0.0 Q.0 0.3 0.2 62 0.1 0.1 0.1

2.1.4 Other purchases of goods and services .9 2.0 2.4 1.6 1.5 1.5 1.6 1.6 1.6

2.2. Interest paymeut 22 0.1 0.1 1.5 Q.7 07 09 0.9 2.9

2.3. Bubsidies and other current transfers 0.0 0.0 8.9 11.3 13.8 206 123 12.2 16.4

2.3.0 Subsidies 0.0 0.4 28 29 14 14 2.3 2 2.2

2.1.2 Transfers to houscholds 0.8 50 2.8 3.0 32 32 35 3.5 3.5

Of which: Repayment for frozen foreign currey deposit ¢.o 1.9 0.3 0.8 0.6 0.6 1.0 1.0 1.Q

2.3.3 Current transfess to other levels of government c.0 0.0 34 5.4 71 14.0 6.5 6.6 107

Federal budget 0.0 5.9 0.0 0.0 0.0 6.9 .8 0.0 4.2

Republices budget 0.0 0.0 0.0 0.0 g0 0.0 0.0 4.0 0.0

_ocal Brdgets 0.0 90 a1 a1 t.3 1.3 1.0 10 10

Pension Funds o a0 2.8 4.2 4.9 4.9 43 44 4.4

Health Fund €.0 0.0 0.3 0.5 0.4 0.4 0.5 0.5 0.5

Labor Market Fund 00 0.0 0.1 .2 03 0.3 0.4 03 0.3

3. Capital expenditure 0.7 1.3 0.5 24 19 1.9 14 22 12

O which: Budget for recovery and reconstruction a0 0.0 0.0 1.t 0.7 8.7 0.0 11 1.1

4. Genera!l reserves 0.0 0.0 0.0 0.8 0.0 6.0 0.4 0.6 04

5. New Serbian expendinire 0.0 .0 0.0 0.0 0.0 a.0 0.4 0.0 1.2

6. Lending minus repayment 0.0 8.0 0.3 0.0 0.1 0.1 0.1 0.1 0.l

Overatt budget balance excluding grants 0.0 0.0 -1.2 XY 4.6 4.4 W38 -4.2 w4

Overall budpet bzlance including grants (A-B) 0.0 -3 -0.8 -4.3 =3.6 -3.5 3.0 A6 X

Overall budget balance excluding grants and project Innm' 4.0 b.G -1.2 3.9 -39 =37 «3.8 31 34

Statistical Discrepancy/Gap 4.2 0.0 a.1 Q0.0 0.4 04 +Xi} 0.0 0.0

Financing (1-2+3} 0.2 6.3 0.5 4.2 4.1 3.9 3o 36 3.5

| Domestic Enancing (zet} {1.1-1.2) 0.2 0.3 0.9 0.5 0. 0.0 0.8 0.1 04

1.1 Banking system (1.1.1+1.1.2) 0.2 0.2 11 0.8 0. 0.0 0.8 0.1 00

t.2 Nonbank 0.0 0.l 02 0.1 0.0 0.0 a0 0.0 0.0

2 Foreign financing (net) (2.1-2.2) 0.0 0.0 0.0 24 1.7 1.7 1.0 15 1%

2.i Program 0.0 0.0 0.0 L4 L0 1.0 o 05 0.9

2.2 Project 0.0 0.0 0.0 L1 0.7 0.7 0.0 11 1.1

3 Privatization recsipts 2/ 0.0 0.0 1] [.1 2.2 b i3 .7 17
Memorandum items:

Naminal GDP (bitlion dinars) 1929 3%1.7 771.8 1043.5 1006.9 1006.9 12259 12259 12259

Sources: Ministry of Firance of Serbia; and IMF staff estimates.

1/ Expressed it terms of GDP of Serbia and Montenzgro excluding Kosovo.

2/ Tozal privatization receipts accruing to the republican government.

3/ Revenues of the federal govemment, classified ag wansfer for the sake of comparability with 2003.



Table 7D. Montenegro: Consclidated Fiscal Operations 2001-2003

(As a percent of GDP)

2001 2002 2003
Ouicome Prel. Est Program
Total revenue 38.0 36.5 36.9
Current revenue 380 "365 36.9
Tax revenue 328 342 4.4
Personal income tax 54 45 5.0
Social security contributions iC8 118 1.2
Corporate income tax 0.6 1.8 1.0
Retatl sales tax 1/ T3 87 1%
Excises 44 45 4.6
Taxes on itemnationz] wade and operations 43 31 3.3
Other taxes 0.4 g 0.2
Exmrabudgetary taxes (o] 0.0 0.0
Nontax revenue il 24 25
Capiwl revenue ] 0.0 a1
Total expenditure and net lending 423 40.6 39.7
Current expenditure 33.6 373 363
Net wages, salares and allowances 55 104 10.4
Payroll Tax u5 2 1.7
Employer contributions Lo 0.0 0.0
Purchases of geods and services 59 2.9 17
Interest payment 0.1 1.0 13
Subsidies and other current transfers 0.7 201 18.7
Subsidies to enterprises 12 20 i1
Transfers to households 12.5 18.1 17.7
Other non-interest current expendifure 0.5 .7 05
Cupitsl expendibure 2.0 1€ 2
General reserves 0.6 1.0 02
Net Lending I 0.7 U4
Transfer to the Union Budget 0.0 0.0 2.9
Overall balance -4.2 -4 -85
Discrepancy 0.4 03 Do
Overall balance befure grants -4.7 -4.3 -5.6
Foreign grans 3l 22 1.4
Overall balance including grants -1.6 21 4.2
Financing 1.6 2.1 4.2
Domestic financing 16 15 05
Bank financing 0z 3.5 06
Nonbank finencing C.B 0.0 00
Net Forelgn Financing 0.0 0.5 19
Program 06 6. 1.5
Project 0.0 0.6 c.4
Amortisation 0.0 0.7 09
Privatization receipts 0o 5.1 37
Memorandum item
1,048 1250 1,400

Montenegro GDP {Euro million)

Source: Montenegrin Ministry of Finance,

1/ From FY2002 onwards, retail sales tax includes revenues that were redirected to the Ammy

and the Railway.
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Table 7E. Montenegro: Republican Government Fiscal Operations, 2001-2003

(In percent of GDP}
2001 2002 2003
Jan.-Dec.
Budget ]ané-s]?ec‘ Budget  an.-Dec. (comparablie Program Budge:
" with 2063) 1/

A Total revenve and grants (142} 20.9 233 239 263 26.7 26.7 174
1 Towl! revenue (1.1+1.2) 1840 219 21.6 1B.1 4.4 253 258
1.1 Current revenue §1.1.1+1.1.2} 18.0 ne 216 1E.1 24,6 253 258
1.1.1 Tax revenue (1121411 1.2+111.53+1.0.1 ) 16.3 17.% 16.7 164 229 232 237

1.1.1.1 Personal income 53 54 5.4 4.5 5.3 5.1 5.4

1.1.1.2 Tumaver (retail salesj tax 53 56 5.0 4.2 2.6 8.9 70

1.1.1.3 Execises 32 34 7 4.1 4.5 4.6 5.2

1.1.1.4 Taxes on irternational tade and transactdons 0.0 a0 2.6 2.2 3l 33 3.7

1115 Other 1axes 1.7 2.6 0.3 0.4 0.4 6.2 6.2

1.1.1.6 Corporate income taxes 2.0 0.0 0.5 1.0 1.0 1.0 11

1.1.2 Nontax revenue 1.7 40 4.2 L7 1.7 2.1 21

1.2 Cagita) revenue 4.0 Q.0 0.0 .6 0.0 1] G0

2 Grants 29 1.4 2.3 2.3 2.2 1.4 1.7
B Total expenditore and net lending (1+2) 21.6 24.3 258 20.8 13.0 237 4.6
1 Tetal expenditure (1.1+1.2) 21.6 237 248 12.9 22.2 23.1 24,0
1.i Current expenditure (1.1.1+1.1.2) 12.8 218 235 18.5 20.7 k1 2.0
1.1.0 Interest 0.0 g1 1.5 1.0 1.1 i.3 1.8

1.1.2 Non-interest {1.1.2.1~1.1.2.241.1.2.3-1.1.2.4) 19.8 21.8 2.6 17.4 16.6 19.5 20.2
1.1.2.1 wages and salaries 1.2 10.3 10.8 8.3 9.1 10.9 10.9

Net Wages 2/ 52 4.8 5.0 55 55 o 50

Allawantes 11 1.0 L1 1.0 1.0 1.1 1.1

PIT 1.2 1.2 1.2 0.6 1.3 1.2 1.2

Contributions 14 32 3.3 1.2 1.2 3.3 33

1.1.2.2. Goods and Services 37 3.3 4.3 33 33 2.9 kR

1.1.2.3 Transfers and Social benafits 1o individuals and NGOs 3.0 1.9 3.1 259 39 4.1 4.1

1.1.2.4 Subsidies to enterprises 1.1 1.2 2.1 1.5 24 1.1 1.2
1.1.2.5 Cither non-inerast sxpenditure 0.8 1.1 1.3 1.3 1.3 ¢.9 09

1.2 Capital expenditure 1.7 1.8 1.3 L$ 15 2.0 20

2 Net lending 00 0.6 1.0 0.8 0.8 0.5 0.6
L Net transfer to other levels of government 0.0 0.3 0.8 0.7 5.0 6.6 6.6

1 Transfers to the PIO 0.0 .1 0.0 .0 42 31 3t

2 Transfers to the Health Furd 0.0 .1 01 .4 0.4 0.2 0.2

3 Transfers to the Employment Fund 0.0 0.2 03 0.3 01 Q4 04

4 Transfers to the Union Budget 0. 0.0 0.0 0.0 0.0 2.8 26
Overasll balance (cash) (A-B-C-A.Z) -6 -2.8 -4.7 -3.4 -3.4 -5.0 54
D Discrepancy 0.3 0.2 1 X0] 1.1 11 e a0
Overall budged balance before grants {cash) (A-B-C-A.2-D) 1.9 -3.0 4.7 4.5 4.5 -5.0 5.4
Overall budget balance after grants {cash} (A-B-C-I)) -1.0 -1.6 =24 -2.3 2.3 -3.8 «3.8
Financing (1+2+3) 1.0 1.6 24 2.3 2.3 3.5 38
| Domastic financiag (net) (1.1+1.2) 0.0 L6 -14 -2.6 -2.6 0.0 0.2
1.1 Banking system (i.1.t+1.1.2) 0.0 0.8 1.4 26 2.6 0.0 0.2
1.1.7 Ceatral Bank of Montsnegro [Iki] 1.6 -1.4 0.3 G.3 -1.0 0.0

1.1.2 Commercial banis DG 0.2 0.0 -2.8 -2.8 1.9 0.2

| 2 Nonbank 0.0 0.8 .0 0.C C.o 0.0 0.0

2 Foreign dinancing (net) (2.1-2.2 o0 0.0 1.8 0.6 G.6 1.9 1.5
Z.1 Disburzsemenis 0.0 0.0 1.8 0.4 G.6 1.9 1.9
2.2 Amottization L] 0.0 0.0 0.0 0.0 0.9 0.0

3 Privatization receiprs 10 0.0 1.9 4.3 4,3 1.7 5.7

Memorandum items:

Gross wage bill on 2 commitment basis 1:.2 101 10.8 i1.5 11.5 199 109
Narminal GDP (Eure million) 1,049 1,049 1,250 1,250 1,250 1,400 1,400

Source: Montenegrin Ministry of Finance.

1/ [ncludes sales taxes that were carlier redirected to Pension Fund, Railway and Army; and assumes Zull payment of payroll tax by the rovermment to 1tself on

behalf of its empioyees.

2/ In 2003, the reported wage bill excludes wagss of employess of the University of Montenegro; these are now included in "Trarsfers”.,
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Table 8. Serbia and Montenegro: Macroeconomic Framework, 2000-2005

2000 2001 2002 2003 2004 2005

Prel. Proj. Proj. Proj.

GDP (I3N billion) g2 772 1,007 1,226 1,402 1,565
GDP (US$ miltion) 8,603 11,577 15,656 19,867 21,102 22341

(Percent change)
End-period inflation {RPI) 113.5 35.0 142 9-11 7.0 5.0
GDhp 5.0 5.5 4.4 3k-44 5.0 5.0
{(In percent of nominal GDFP)

{Cross domestic savings 227 -7.2 -0 -3.5 -0.2 2.2
Non-govemment -1.4 -7.8 -1.6 28 -2.2 -G.d
Govemment 1.8 0.6 0.1 G3 1.3 2.6

Net factor recerpts and transfers from abroad 12.0 16.3 142 (1.5 10.4 10.3
Non-government 12.3 15.6 14.6 12.8 1.5 119
Government 0.7 0.7 -0.3 -1.0 -1.1 -1.6

Gross national savings 10.3 9.1 7. 813 95 125
Non-government 7.9 7.8 7.6 9.0 3 11.5
Government 24 i3 -0.4 -0.7 0.2 1.0

Gross domestic investment 1/ 14.2 13.6 16.1 16.5 17.4 183
Non-government 12.2 11.7 122 12.5 13.2 14.2
Government 3.1 1.6 3.6 34 4.9 4.4

Savings-investment balance 1/ -19 -4.6 -89 -8.2 -7.9 -6.3
Non-govertunent -4.2 -39 -4.6 -4.0 -3.9 -2.8
Government -0.7 -0.3 ~4.0 -4.0 -3.8 -34

Foreign savings 35 4.6 8.9 3.2 79 6.3
Foreign savings including cofficial grants 7.1 9.7 2.8 1.0 94 7.9

Net exports of goods and services -16.9 -20.9 =231 -20.0 -18.3 -16,7

Sources: Data pravided by the Federal Bureau of Statistics; Ministry of Finance; and IMF staff projestions.

1/ Components do not add up to the total as a result of inveniory changes.



Table 9. Serbia and Montenegro: Indicators of Capacity to Repay the Fund, 2000-2011

2008

2009 2001 2002 2003 2004 2003 2006 2007 2009 2010 2011
Projections 1/
Fund repurchases and charges 2/
In millions of SDRs 7.9 10.3 333 159.7 161.4 46.5 68.4 140.7 2028 173.1 94.5
In millions of U.S. dollars 10.2 13.6 453 217.5 219.9 63.4 5932 191.7 2163 235.9 128.8
In percent of exports of goods and NFS 0.4 0.4 1.1 4.7 4.2 1 14 27 35 2.8 1.4
In percent of debt service 9.6 6.8 23 31 256 5.8 6.9 12.3 i5.9 14.8 9.1
in percent of quota 1.7 2.2 7.1 341 345 9.9 14.6 301 434 37.0 20.2
In percent of pross official reserves 0.9 0.6 1.7 7.1 6.3 1.7 2.5 4.9 6.8 54 28
Fund credit outstanding
In millions of SDRs 116.9 216.9 416.9 598.2 708.5 668.8 641.7 5017 466.7 275.0 108.3 16.7
In millions of U.S. dollars 1542 280.2 551.0 Bld4.6 964.7 911.1 874.6 806.2 635.9 3747 147.6 227
In percent of guota 25.0 46.4 B9.{ 1279 151.5 143.0 1372 126.5 99.8 58.8 232 36
In percent of GDP 1.8 24 35 4.1 4.6 4.1 3.7 33 24 1.3 0.5 0.1
In percent of gross official reserves 29.9 240 242 305 31.4 20.2 24.1 215 16.3 9.2 34 0.5
Memorandum itemns:
Exports of goods and NFS (millions of USS) 2,547 2,743 3,241 3,993 4,603 5,259 5,879 6,484 7,104 7,786 8,487 9,253
Debt service, after debl reliel (inillions of US$) 56 107 201 488 632 858 1,088 1,354 1,557 1,735 1,594 1414
Cuota {milkrons of SDRs) 468 463 468 468 468 468 468 468 468 468 468 468
QGuota (millions of US$) 617 604 618 637 637 637 637 637 637 637 637 637
Gross official reserves {millions of US$) 516 1,169 2,280 2,667 3.0069 3,476 1.626 3,751 3.895 4,058 4,403 4,639
GDP {millions of UJS5) 8,603 11,577 15,656 19,867 21,100 22,341 23,433 24,630 26,715 28,920 31,277 33,793
U.S. doHar per SDR 1.32 129 1.32 1.36 1.36 1.36 1.36 1.36 1.36 1.36 1.36 1.36

Sources: SM authorities; and IMF staff estimates.

1/ As of end-January, 2003

2/ Arrears to the Fund of SDR 1! million were cleared on December 20, 2000,

- Lg
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Table 10. Serbia and Montenegro: Stock of External Debt at December 31, 2002 1/
(In millions of U.S. dollars)

Total Of which: Arrears
Creditor Debt Principal Interest Late Total

Inierest Arrears

Total stock of external debt 11,839 2,647 1,358 3 4,596
Multilateral creditors 2/ 2,701 75 &35 55 194
IMF 563 0 0 0 0
IBRD 2,175 0 0 0 ¢
DA 168 0 0 ] 0
BEUROFIMA. 158 4] 0 0 0
IFC 213 75 65 55 194
EIB 114 0 0 0 0
Buropean Comrrunity 235 0 0 0 0
EURCFOND-CER 31 ¢ 0 0 0
EBRD 44 ¢ 0 0 0
Official bilaterzl creditors 3,295 191 143 7 409
Paris Club 2,690 0 1 0 1
Other official bilateral creditors 3/ 605 191 141 76 408
Commercia! creditors 3,822 1,578 1,053 461 3,00
Leondon Club 2,442 973 9132 152 2,037
Other commercial ereditors: convertible currencies 1,196 447 1135 309 870
Cther comrercial creditors: non-convertible currsncies 1284 139 25 0 134
Short-term debt 4/ . 1,020 804 97 0 901
Trade arrears related to oil and gas imporis 5/ 513 416 97 0 513
Cther short-term debt 508 388 a 0 188

Sources: SM authorities, and IMF staff estimates,

1/ Debt figures reflect the effect of the debt rescheduling agreement of November 2001, which envisaged phased
NPV reductions in Paris Club debt of 64 percent in fotal (of which 51 percent came into force upon approval of the
current Extended Arrangment in May 2002),

2/ In February 2002, debt owed to the MIB (§11 miilion of non-govemment debt) was transferred to a commercial crediter,
3/ Regular and late interest calculated in accordance with terms of criginal agreements.

4/ Debt is not owed by government and does not have government guarantees.

5/ Overdue obligations (trade credits) owed to oil and gas enterprises in Russia and China.
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Table 11. Serbia and Montenegro: Indicators of External Vulnerability, 1997-2002 1/
(In percent of GDP, unless otherwise indicated)

1997 1998 1999 2000 200 2002

Financial indicators
Public sector debt 119.1 123.2 84.5
Broad money {percent charge, |2-month basis) 219 69.4 67.6 61.4 79.1 76.8
Private sector credit (percent change, 12-month basis) 128.4 63.6 7.6 453
Weighted interest rates {percent per month, December) 2/ 6.3 7.0 3.9 6.8 EX:; 24
Retail prices (percent per annum, end of period}) 49.9 113.5 39 14.2

External Indicators
Exports {trecorded exports, percent change, 12-manth basis in USH) 1935 24.0 44,7 4.7 104 16.5
Imports (percent change, 12-month basis in USE) 17.0 1.0 -32.0 14.4 30.4 07
Terms of Trade (percent change, ! 2-month basis) -1.6 -4.4 .0
Current account balance, before grants 1.7 -4.8 -7.5 =71 -9.7 -12.8
Current account balance after grants and FDI =32 -3.8 -6.4 3.6 23] 253
Errors and omissions -0.6 20 4.0 EN! 2.1 1.5
Gross official reserves {in USS million) ™. 326 293 5156 1,169 2,280
{(in months of imparts GS of the following year) 1.1 0.9 1.2 2.4 34
Central Bank short-term foreign liabilities {in US$ million) 3/ 0 0 0 ] 160
Gross reserves af the banking system (in US$ million) ... T4 65% 882 1,809 3,063
(in months of imports GS of the following year) 26 1.¢ 2.1 32 4.6
Short term foreign lizbilities of the commercial banks (in US$ million) v 349 59 T4
Foreign currency liabilities of the cornmercial banks (in US$ million) 871 713 1,409
Official reserves/Broad money (M2) (percent) I8 30 50 73 72
Officizl reserves/reserve money (percent) 59 126 164 191 199
Short term external debt by original maturity (in US$ million) 4/ 1,048 1,021 Qg7 1,053 1,026 1,020
Short term external debt by remaining maturity (in US$ million) 4/ 1,673 1,038 1,001 1.186 1,069 1,150
Shert term external debt to reserves by original maturity (in percent) 3131 3370 223.4 87.7 447
Shart term external debt ta reserves by remaining maturity (in percent) 131.9 1498 1307 56.7 333
Share of short term external debt 1o total debt by original maturity (in percent} 10.7 9.7 9.2 10.1 8.6 8.6
Share of short term external debt to total debts by remaining maturity (in percent) 13.0 98 9.1 104 390 97
Total external debt (in US$H millions) 9,770 10,539 10,744 11,403 11,048 11,839
Of which : Public and publicly guaranteed debt 5/ 8,722 9,518 9,757 10,25¢ 10,922 10,918
Tatal external debt (in percent of exports of G&S) 267 500 448 435 365
Extemal interest payments, cash basis (in percent of exports of G&S) 1.6 2.7 4.3
External amortization payments, ¢ash basis (in percent of exports of G&S) o 0.0 12 1.3
Exchange rate, official (per euro, end of period) 3 12 12 59 61 61.5
Exchange rate, parallel (per euro, end of period} 5 i6 21 30 31 51.5
REER (annual average, Februgry-December 1994 = 100) 6/ 100.4 917 66.9 514 82.0 91.5

Seurces: SM authorities; and IMF staff estimates.

1/ All stocks are measured end-of-period. Excludes Kosovo, except for external debt.

2/ Weighted average of interest rates on commercial paper, bank bills, and certificates of deposit.

3/ Excluding IMF and liab:lities to domestic residents. Tn 2002, NBS assumed short-tem external debt of commercial banks of $100 million.

4/ Includes overdus obligations on debt refated to imports of cil and gas. Short-term extzrnal deht by remaining maturity atso includes
amaortization due in the follow:ng year on medium- and long-terr debt.

5/ Assuming all long- and medium-term external debt of banks anc enterprises is government guaranteed.

6/ Increase denotes appreciation.
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Table 12. Serbia and Montenegro: Schedule of Purchases
Under the Extended Arrangement

Amount of Purchase

Available on In millions In percentf Conditions/Status
or after of SDRs of quota 1/

1. April 13, 2002 50.0 10.7 Purchased.

2. August 15, 2002 50.0 10.7 Purchased.

3 Wovember 15, 2002 50.0 10.7 Observance of end-September 2002 performance
criteria and completion of semi-annual review.

4, February 15, 2003 50.0 10.7 Observance of end-December 2002 performance
criteria and completion of financing assurances
review.

3. May 15, 2003 50.0 10.7 Observance of end-Apri! 2003 performance criteria
and completion of semi-anmual review (including
financing assurances review),

6 Augnst 15, 2003 50.0 10.7 Observance of end-June 2003 performance criteria
and completion of financing assurances review.

7. November 15, 2003 50.0 10.7 Observance of end-September 2003 perfortmance
criteria and completion of semi-annual review
(including financing assurances review).

8. February 12, 2004 50.0 10.7 Gbservance of end-December 2003 performance
criteria and completion of financing assurances
TEVIEW,

9. May 15, 2004 0.0 10.7 Obssrvance of end-March 2004 performance
criteria and completion of semi-annual review
(including financing assurances review).

10. August 15, 2004 50.0 10,7 Observance of end-June 2004 performance criteria
and completion of financing assurances review,

11. November 15, 2004 50.0 10.7 Observance of end-September 2004 performance
criteria and completion of semi-anmual review
{including financing assurances review).

i2. February 15, 20035 50.0 10.7 Observance of end-Decermber 2004 performance
criteria and completion of financing assurances
TeVIew,

i3, May 15, 2005 50.0 10.7 Observance of end-March 2003 performance
criteria and completion of semi-annual review
{including {inancing assurances review).

Total 6350.0 136.0

1/ The quota is SDR 467.7 million.
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APPENDIX I

Serbia and Montenegro: Fund Relations

As of February 28, 2003
I. Membership Status: Joined: 12/14/1992; Article VIII accepted May 14, 2002
II. General Resources Account: SDR Million %Quota
Quota 467.70 100.00
Fund Holdings of Currency 884.64 189.15
Ill. SDR Department: SDR Million %Allocation
Net cumulative allocation 56.66 100.00
Holdings 0.66 1.16
IV. Outstanding Purchases and Loans; SDR Million %Quota
Stand-by arrangement 316.93 67.76
Extended arrangements 100.00 21.38
V. Financial Arrangements:
Type Approval Expiration Amount Approved  Amount Drawn
Date Date
EFF 5/14/02 5/13/05  SDR 650.0 million SDR 100.0 million
Stand-by 6/11/01 5/31/02  SDR 200.0 million SDR 200.0 million
Emergency Post-
Conflict Assistance 12/26/00 SDR 116.9 million SDR 116.9 million
VI. Projected Obligations to Fund:
Under the Repurchase Expectations Assumptions’ (In millions of SDR)
Forthcoming
2003 2004 2005 2006 2007
Principal 18.75 139.71 139.71 27.08 33.33
Charges/Interest 8.27 9.77 6.17 3.64 2.96
Total 27.02 149.48 145.88 30.72 36.30
VII.  Safeguards Assessments:

Under the Fund’s safeguards assessment policy, the National Bank of Yugoslavia
(now NBS) was subject to a safeguards assessment with respect to the Extended
Arrangement approved on Mayl3, 2002, which is scheduled to expire on May 13,
2005. A safeguards assessment of the NBY was completed on November 29, 2001.
The assessment concluded that substantial risks may exist in the financial reporting
framework, internal audit mechanism, and system of internal controls as reported in
EBS/02/73 (4/26/02). The proposed remedies by the mission are being implemented.

! This schedule presents all currently scheduled payments to the IMF, including repayment expectations where
applicable and repayment obligations otherwise. The IMF Executive Board can extend repayment expectations
(within predetermined limits) upon request by the debtor country if its external payments position is not strong

enough to meet the expectations without undue hardship or risk.
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Serbia and Montenegro (SM) accepted the obligations under Article VIII as of May 2002. The
currency of Serbia is the Serbian dinar. On January 1, 2001, Serbia adopted a managed float
system. During 1994-99, the dinar was officially pegged to the DM; for most of the period,
multiple exchange rates were in effect. Montenegro has adopted the euro as its sole legal

The last Article IV consultation was held on May 13, 2002.

VIII. Exchange Arrangement

tender.
IX. Last Article IV Consultation
X. Technical Assistance
Department Timing
FAD February 2001
FAD March 2001
FAD April 2001
FAD November 2001
FAD June-July 2002
FAD September 2002
MAE November 2000
MAE December 2000
MAE February 2001
MAE April 2001
MAE July 2001
MAE QOctober 2001
MAE February 2002
MAE March 2002
MAE December 2002

Purpose

Tax policy and administration

Public expenditure management

Tax administration

Install a new resident advisor on tax
administration

Tax administration

Treasury reform follow-up

Diagnostic mission

Diagnostic mission:

Monetary policy instruments

Bank supervision

Payments system

Foreign exchange operations and reserves
management

Development of money and securities markets

Banking supervision and restructuring

Diagnostic mission:

Bank restructuring

Monetary and foreign exchange dev.
Banking supervision and restructuring.
Diagnostic mission:

Monetary policy instruments

Bank restructuring

Payments system

Foreign exchange operations and reserves

Management

Development of money and securities markets

Payments system reform.

Reform in foreign exchange regulations and
monetary policy instruments; development
of capital market

Integrated reform policies for a market-based
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financial system

STA February 2001 Money and banking statistics
STA May 2002 Money and banking statistics
STA July 2002 Multi-sector mission

XI.  Resident Representative

Mr. Joshua Charap took up his position as Resident Representative in March 2001.
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Serbia and Montenegro: IMF-World Bank Relations

Partnership in Serbia and Montenegro’s Development Strategy

1. On May 8, 2001 the World Bank’s Board approved the succession of the Federal
Republic of Yugoslavia (FRY) to SFRY’s membership in the International Bank for
Reconstruction and Development (IBRD). FRY membership in the International
Development Association (IDA) was confirmed on June 11, 2001. Following constitutional
changes, FRY completed its transition to Serbia and Montenegro (SM) on February 4, 2003.
The government of SM and its two constituent republics of Serbia and Montenegro have
highlighted recent progress in structural reform and stabilization, and outlined their medium-
term development strategies, in an Interim Poverty Reduction Strategy Paper (I-PRSP). This
document, accompanied by a Joint Staff Assessment (JSA), was discussed by the Board of the
Bank on August 8, 2002, and simultaneously considered by the Board of the Fund on a lapse
of time basis. The full PRSP is expected to be completed by end-2003.

2. In the context of a program supported by a three-year Extended Arrangement (EA) the
IMF takes the lead on macroeconomic (fiscal, monetary, and exchange rate) policies aimed at
facilitating sustainable growth. In addition to macroeconomic targets, the Fund has
established structural performance criteria and benchmarks in areas such as tax
administration, payments system reform, banking reform, financial markets, foreign trade
policy, and energy tariffs. Working together with bilateral donors, the Fund has also provided
technical assistance in the first three areas.

3. As outlined more fully below, the Bank has complemented the Fund’s work through
support to structural reforms. In areas of direct interest to the Fund, the Bank leads the policy
dialogue in: (i) public expenditure management; (ii) macroeconomically important sectoral
reforms (e.g. in the energy sector), (iii) pension, health and social assistance reform; (1v) the
restructuring and privatization of enterprises; and (v) legal reforms with a bearing on the
business environment, including labor markets. The Bank and Fund have jointly led the policy
dialogue in the financial sector, including on the restructuring and privatization of banks, and
in foreign trade. The Bank’s program of investment lending, representing about 20 percent of
planned commitments and covering a range of sectors, is described more fully below.

Bank Group Strategy

4, The World Bank Group’s operations assist the Government in achieving its overall
goals of: (i) restoring macroeconomic stability and external balance; (ii) stimulating near-term
growth and creating the basis for a sustained supply response; (iii) improving social well-
being of the most vulnerable and building human capacity; and (iv) improving governance
and building effective institutions.

5. The first stage of World Bank assistance commenced even before SM’s membership.
In view of its urgent needs, and concurrent with the arrears clearance process, the Bank
established in May 2001 a Trust Fund for FRY (TFFRY) using US$30 million of IBRD
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surplus net income to provide grant financing for selected priority activities. Five grants
totaling US$30 million have been approved under the TFFRY and are currently under
implementation. These grants, which were important in laying the foundations for the IDA-
financed program, included (i) a private sector technical assistance grant for Serbia, (ii) a
financial sector technical assistance grant for Serbia, (iii) a social protection grant for Serbia;
(iv) an electric power emergency reconstruction grant for Serbia, and (v) an environmental
infrastructure grant for Montenegro.

6. The second stage of assistance began on May §, 2001, when the Bank’s Board of
Directors endorsed a first Transitional Support Strategy (TSS) for SM.! The TSS contained a
three-year IDA envelope of up to $540 million for SM on a temporary and exceptional basis,
with actual lending to depend upon performance against agreed benchmarks. It was envisaged
that up to 80 percent of the program could support policy-based lending. A first year program
of lending, economic and sector work and technical assistance was outlined. The Transitional
Support Strategy Update, discussed by the Bank’s Board on August §, 2002, confirmed the
overall approach (including the focus on policy-based lending), and laid out the Bank’s
program for FYO03. A full Country Assistance Strategy (CAS) is expected to be completed in
late 2003, following completion of the full PRSP.

7. Given the extensive de jure and de facto devolution of responsibility for economic
policy to the member state level, the program of adjustment lending is focused at this level.
So far, three operations have been approved. In Serbia, a multi-sectoral Structural Adjustment
Credit (SAC) (approved in January 2002) was designed to enhance fiscal sustainability
through reforms of public expenditure management, the energy sector, social protection, labor
markets, and health care. A parallel Private and Financial Sector Adjustment Credit (PFSAC)
(approved May 2002) focused on the growth promotion agenda, assisting the government in:
(i) strengthening the financial system through the liquidation of troubled banks and an
improved policy and regulatory environment; (ii) privatizing and restructuring socially-owned
enterprises; and (iii) improving the investment and business climate. In Montenegro, a single
multi-sectoral Structural Adjustment Credit (approved in August 2002) supports reforms
critical to fiscal sustainability as well as economic growth in the areas of public expenditure
management, pensions, energy, labor markets, and the business environment.

8. The Bank’s program for FY03 envisages strong continuity in this agenda. In Serbia, a
proposed Social Sector Adjustment Credit (negotiated December 2002), supports further
reforms in pensions, health and labor, while enhancing the focus on social assistance and
poverty monitoring. A proposed PFSAC II (under preparation for Spring 2003) continues the
reform agenda begun under PFSAC I. In Montenegro, a proposed multi-sectoral SAC 1l is
planned for fall 2003, Policy content remains to be determined, but is expected to focus on
key reforms to enhance growth potential.

' A plan to clear SM’s arrears to the World Bank was approved with the membership
packages that provided for the exceptional consolidation of SM’s arrears and principal not yet
due into a new package of IBRD loans. These Consolidation Loans were approved by the
Board on December 13, 2001, and became effective in early-January 2002.
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9. The Bank’s program of adjustment lending has been underpinned by analytical
studies. In June 2001, the Bank, working together with the European Commission and the
federal and republican governments, completed an Economic Recovery and Transition
Program (ERTP), which was presented to the Donor Conference held the same month.” In
2002, the Bank focused on three complementary studies—a Public Expenditure and
Institutional Review (PEIR), a Country Financial Accountability Assessment (CFAA), and a
Country Procurement Assessment Review (CPAR). Studies of the agricultural (Serbia) and
environmental areas were also completed. The Bank is now focusing its analytical work on
improving the monitoring and analysis of poverty. Recently completed Poverty Household
Surveys for both republics will lay the foundations for a Poverty Analysis to be completed in
the first half of 2003. In 2004, the Bank plans to complete a Country Economic Memorandum
{CEM) focused on the agenda for sustained growth and employment creation.

10.  In both republics, a program of selective investment lending has been designed to
assist the authorities to tackle critical impediments to effective public sector management and
private sector development, improve social policy and underpin reforms initiated under the
Bank-supported adjustment programs. A Trade and Transport Facility for Southeast Europe
and an Export Finance project have been approved which cover both Serbia and
Montenegro’s needs. In addition, IDA is supporting a Serbian Education project, a Serbian
Enterprise and Bank Restructuring Technical Assistance operation and a Montenegrin Energy
Efficiency Learning and Innovation Credit. Three other investment projects are under
preparation for FY03 (Serbia Health Reform, Serbia Labor Markets Learning and Innovation
Credit, and Montenegro Environment, and five for FY04 (Serbia Transport Rehabilitation,
Serbia Energy Efficiency, Serbia Real Property Registration and Cadastre, Serbia Public
Expenditure Capacity Building, and Montenegro Health Sector Reform). As of December
2002, 8 IDA credits totaling about $214.26 million had been approved for SM, with
adjustment support comprising 80 percent of the total.

11.  Since SM became a member of IFC in May 2001, 4 projects have been approved, two
in financial markets and two in manufacturing, totaling for about US$30 million. In addition,
new project development for SM is under way in garment-textiles, agribusiness mechanical
industry, pharmaceuticals, retail distribution, and tourism. IFC is also exploring possibilities
for public-private financing partnerships in infrastructure. MIGA has initiated programs in
two areas: (i} guarantees for projects in SM (demand for MIGA coverage is currently in the
area of US$200-US$300 million, representing projects in manufacturing, finance and
infrastructure sectors), and (ii) investment marketing services. MIGA undertook a detailed
assessment of the technical assistance needs of the Serbian Investment and Export Promotion
Agency (SIEPA), and has proposed a program of assistance to support the start-up phase.

Bank-Fund Collaboration in Specific Areas

12.  As part of its overall assistance to SM, the Bank combines lending, analytical work
and technical assistance to support policy reforms, with a focus on the following areas:

? Federal Republic of Yugoslavia—Breaking with the Past: The Path to Stability and Growth, World Bank
Report No. 22267-YU.
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13.  Public expenditure management. SM’s weak systems of public financial
management had long contributed to macroeconomic instability, a lack of transparency, and
the inefficient use of public resources. In response, the governments of Serbia and
Montenegro have prioritized reforms and institution building in this area. The Bank is taking
the lead with a multi-pronged assistance program, which the Fund is complementing with
policy conditionality and technical assistance. The Bank’s program began with the completion
in 2002 of the PEIR, CFAA, and CPAR (see above), which in turn helped to define significant
public expenditure management components in the first SACs for Serbia and Montenegro. In
Serbia, key reforms supported by the Bank included the adoption of the Law on the Budget
System (Organic Budget Law), the first steps toward introducing a treasury system, and
enhanced inspection, auditing and procurement procedures. In Montenegro, where legal and
institutional reforms had reached a more advanced stage, key reforms include the
establishment of a more comprehensive multi-year framework for budget preparation,
continued implementation of the interim treasury system, and improvements in the internal
audit. In Serbia, the Bank anticipates supporting the institutional strengthening agenda
through preparation of a proposed Public Expenditure Capacity Building Project which could
focus on implementation of an extended treasury system, as well as capacity building in debt
management, public procurement and selected anti-corruption activities.

14.  Energy sector reform, The combination of low power prices and collection rates, a
decade of underinvestment and lack of maintenance, and war-related physical damage, led to
power shortages and left SM with loss-making and inefficient electric utilities. As the largest
single source of quasi-fiscal pressures, the power sector became an area of particularly close
collaboration between the Bank and the Fund. While the Bank has taken the lead in
developing the policy agenda, the sector’s fiscal impact has also motivated limited but strong
conditionality in successive Fund arrangements. The Bank program has combined support for
policy reforms with investment loans/grants for critical needs in both Serbia and Montenegro,
improved financial management and technical assistance. The SACs for both republics
focused on improving the financial position of the republican power utilities through
measures to enhance revenues (phased tariff increases and improved collections) or reduce
operating costs (e.g. control of the wage bill). Progress in achieving tariff rate targets is being
monitored closely both by the Bank and the Fund. In parallel, the electric power emergency
reconstruction grant for Serbia under the TFFRY supported urgent repairs, improvements in
the financial management of the electric power company, and legal and policy advisory
services. The recently approved Montenegro Energy Sector Learning and Innovation Credit,
will assess consumer response to the introduction of remote electricity metering and introduce
automated billing and demand side management, facilitate the eventual privatization of
distribution services and lay the basis for institutional strengthening in the energy sector.

15.  Pension, health and social assistance reform. The state pension systems of both
Serbia and Montenegro account for about one-third of consolidated public spending, and
pension spending as a share of GDP is high by regional standards. Chronic arrears on pension
payments and large budgetary transfers to the pension funds in both republics were further
evidence that reforms were required to improve pension system financial balance and overall
medium-term fiscal sustainability. This created a synergy between Bank and Fund programs.
The Bank has taken the lead, including initial pension reforms in its adjustment operations in
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both republics, and providing required technical assistance through the social protection grant
under the TFFRY. The key elements of pension reforms were parametric adjustments to
retirement ages and indexation rules which would bring immediate fiscal savings relative to
the no reform scenario. The Fund has provided supporting fiscal analysis and included related
structural benchmarks in its successive arrangements in SM. The recently negotiated SOSAC
for Serbia supports the next reforms of the pay-as-you-go system, as well as preparatory steps
for a more comprehensive revamping of the pension system. The proposed second SAC for
Montenegro could includes a similar pension reform component.

16.  In Serbia, the SAC also included initial reforms of the health care system designed to
begin restoring fiscal balance in that sector, as a basis for improving its functioning and
ability to provide basic health care services for all citizens. To this end, the SAC supported
the introduction of modest co-payments, adoption of a more limited essential drugs list, the
addressing of structural inefficiencies in the delivery system, and the laying of foundations for
a new policy and legal framework. The proposed SOSAC will continue and deepen this
reform agenda. The Bank’s involvement in the health care sector in Montenegro has so far
focused on analytical work, most recently under the PEIR. Further planned support includes a
health project scheduled for FY04.

17.  In Serbia, the Bank’s work on reforming other components of the social safety net
began with conditionality and technical assistance under the social protection grant under the
TFFRY. The SAC supported pilet reforms to enhance the equity and coverage of the main
program of social assistance (the so-called Material Assistance to Families), to improve the
management of donor funds for such pregrams, and to begin development of a new Law on
Employment regulating benefits for unemployed workers. These reforms are now being
completed and deepened under the proposed SOSAC. The SAC for Montenegro also
supported the enactment of a Law on Employment.

13.  Restructuring and privatization of enterprises and banks. Beginning in late 2000
in Serbia, and earlier in Montenegro, SM has been engaged in far-reaching reforms of the
enterprise and financial sector. In Serbia, the initial focus in the enterprise sector was on
creating a transparent legal and institutional framework for privatization to attract strategic
investors. The agenda in the banking sector focused on the need to address the deep
insolvency of the banking sector in a permanent and fiscally responsible fashion. The Bank
and the Fund have worked closely together to support the needed policy reforms, with the
Bank taking the lead on the enterprise sector and sharing leadership in the banking sector. The
Bank program has combined sectoral adjustment credits focused on these themes with parallel
projects to provide technical assistance. The Bank has worked closely with the Fund to
formulate the benchmarks in the PFSAC (and the proposed PFSAC I - FY03), which
complement and reinforce the elements of the EA related to financial sector strengthening.
Fund conditionality under the EA has focused on facilitating a brisk pace for privatization,
ensuring that all privatization proceeds flow transparently through the budget, and putting in
place control mechanisms in banks prior to their privatization. Under the TFFRY, the Bank
provided early support through private and financial sector technical assistance grants. This
work will be continued under the recently approved Privatization and Restructuring of Banks
and Enterprises Technical Assistance Project. For reasons of selectivity and given the strong
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role of other donors, the Bank has so far not had a major involvement in these areas in
Montenegro. However, the proposed second SAC for Montenegro may support selective
reforms in these areas.

19. Legal reforms with a bearing on the business environment. The Bank has taken the
lead on business environment and general private sector development. The SAC for
Montenegro supports the adoption and initial implementation of the enterprise law,
bankruptcy law, and law on secured transactions. The PFSAC for Serbia supported enactment
of laws on foreign direct investment and an SME agency, amendments to federal and
republican enterprise laws, and preparation of a law on secured transactions. In addition, the
SACs in both republics emphasized reforms of the legal framework for the labor market,
promoting employment creation through greater flexibility, and promoting the financial
sustainability and effectiveness of unemployment benefit programs. This complements Fund
conditionalities related to securities and accounting legislation, and rationalizing employment
clauses in social programs associated with privatization and enterprise restructuring. In FY02,
the Bank prepared a diagnostic study of Serbia’s legal judicial and institutional framework; a
small grant supports the improvements in court administration.

Prepared by World Bank staff. Questions may be addressed to Ardo Hansson at
473- 9499; or Nancy Cooke at 473- 8727.
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Serbia and Montenegro: Statistical Issues

1. Serbia and Montenegro’s (SM) statistical database uses definitions that are not in line
with international standards, as they were developed to accommodate national characteristics
and because they were not updated during the recent decade when the country was isolated
from international developments. The authorities have, therefore, requested that the Fund
send a mission to prepare the data module of the Report on the Observance of Standards and
Codes (ROSC), which would include a comprehensive data quality assessment, as a basis for
further technical assistance.

2. A multisector statistics mission visited Belgrade and Podgorica during July 10-31,
2002. The mission found that there was a critical need for Serbia and Montenegro to improve
the quality of existing macroeconomic statistics by developing comprehensive data sources
and by implementing sound statistical techniques. To streamline data compilation, federal
statistics could be derived from information compiled on the two member states, without
undertaking separate data collections, as is currently the case. To strengthen SM’s statistical
infrastructure, there is a need for relevant official agencies to work together in setting
priorities, developing action plans, and coordinating statistical initiatives in a systematic
manner. Except for monetary statistics for Serbia compiled by the National Bank of Serbia
{NBS) as discussed in Section D below, SM does not report data to STA and does not have a
page in International Financial Statistics.

A. Real Sector

3. Real sector statistics are compiled and published by the Federal Statistics Office
(FSO), the Statistics Institute of Serbia (SIS), and the Statistics Institute of Montenegro
(SIM). The FSO has been compiling national accounts statistics for the FRY, Serbia, and
Montenegro since 1997. Current price estimates of GDP by activity and by expenditure
approach are available for 1997-2000. In addition, a full sequence of accounts (generation of
income account, allocation of primary income account, secondary distribution of income
account, use of income account, and capital account) for the total economy and by
institutional sectors is also available for 1997-2000. Generally, the methodology follows the
System of National Accounts (1993 SNA), but there are problems with the scope of the
accounts and the basis for recording that are not broadly consistent with the international
standards. Also, the data sources are in need of improvement, given the closure, from
January 8, 2003, of the Clearing and Payments Service of Yugoslavia (ZOP), which used to
collect information from annual balance sheets and profit/loss statements from all legal
entities. This was a key input to the national accounts. The statistics techniques used for the
national accounts compilation need further improvement. A major problem is the lack of
estimates for the informal activities. Statistical agencies are aware that improvements are
needed, particularly in source data. These issues are being addressed in a master plan for the
improvement of economic statistics, which is being developed with the assistance of
EUROSTAT.

4, The FSO and SIS compile and disseminate, respectively for the union and Serbia,
retail price indices (RPI), cost of living indices (COLI), producer price indices (PPI), and
unit-value price indices for imports and exports. In Montenegro, the SOM compiles a RPI
while the Institute for Strategic Studies and Prognoses, a nonprofit institution, also publishes
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its own series based on surveys of household consumption. While the frequency and
methodology of observation appear adequate, weighting, data storage, and dissemination
could be improved.

B. Balance of Payments

5. Balance of payments statistics are currently compiled by the NBS and the Central
Bank of Montenegro (CBM). Principal data sources are customs data on merchandise trade
as processed by the FSO and information of foreign exchange transactions provided by banks
and exchange bureaus. These are complemented by data from the Ministry of International
Economic Relations on external grants and loans. The NBS keeps appropriately detailed
records of external debt held by commercial banks, the government and itself. While the data
compilation procedures appear appropriate, some components of the balance of payments
suffer from substantial underrecording owing to the large proportion of foreign exchange
transactions carried outside official channels. Since 2001, the NBS has expended
commendable efforts to improve its estimation of actual flows based on existing data.

6. However, the union’s balance of payments statement is incomplete because not all
information covers both constituent states and the statement shows large net errors and
omissions. Although currently there is no balance of payments statement for Serbia, the NBS
could compile such data by using existing information from the union’s statement, adjusted
for imports and exports of Montenegro and financial flows pertaining to transactions between
the two constituent states covered under the financial account of the union’s statement. Close
coordination between the NBS and the CBM will be needed to compile balance of payments
data for the union.

C. Government Finance

7. Fiscal statistics for Serbia are compiled by the Serbian Ministry of Finance and for
Montenegro by the Montenegro Ministry of Finance. Principal data sources are the budget
execution reports of the spending Ministries and first-level budget units and—until end-
2002—ZOP reports. Revenue data are more timely and reliable than expenditure data, which
are compiled with longer delays.

8. Data on the general government are not compiled, but, several initiatives will permit
eventual development of these statistics. These have included: (1) the new budget laws
provide ministries of finance with the legislative authority for budget execution, borrowing,
1ssuing of guarantees, debt management, and budget accounting and reporting for all levels
of government in the republics; (2) the establishment of a Treasury in Montenegro and in
Serbia will facilitate the collection of sound source data for government finance statistics;
and (3) the application of classifications set forth in the Government Finance Statistics
Manual 2001(GFSM 2001) by the Serbian and Montenegrin Ministries of Finance for
producing data on central government operations. In addition, new charts of accounts will be
introduced at the federation level by January 2003.

9. During 2001, the government in Serbia made an effort to bring the existing budget
reporting system in line with GFS methodology, but full compliance will require, inter alia,
full implementation of the new chart of accounts (generally consistent with the classifications
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of the GFSM 2001). Data on expenditure arrears are less reliable due to the lack of basic
treasury functions in the existing system of expenditure management.

10.  Fiscal data for the central government of Montenegro are based on the new GFS
classification and are available on a timely basis. Data for the social security funds are
reported directly by the funds and are available only with major delays and are not based on
GFS classification. A new chart of accounts was introduced in Montenegro in 2001 and
needs to be fully implemented at the local level. No data are available for local governments.

11.  The multisector mission recommended that (1) data on the republics be consolidated
to produce information for the federation in accordance with international guidelines;

(2) mechanisms be developed quickly to ensure the availability of source data for the
compilation of government finance statistics following the discontinuation of data provision
by the Clearing and Payments Service of Yugoslavia (ZOP) from January 8, 2003; (3) new
charts of accounts be adopted at all government levels; (4) the classification of government
debt be improved; and (5} government finance statistics be compiled and disseminated to the
public and reported to STA for publication in the International Financial Statistics (IFS) and
the Government Finance Statistics Yearbook.

D. Monetary Accounts

12.  Monetary and financial statistics are compiled by the NBS and the CBM following
broadly the methodology set forth in the Monetary and Financial Statistics Manual. The July
2002 multisector statistics mission found that the authorities have made good progress in
implementing the recommendations of the 2001 and 2002 STA missions. Nevertheless
problems persist related to inadequate disaggregation of the resident sector, especially the
government sector, and the lack of clearly defined criteria for distinguishing residents and
nonresidents in financial statistics. Although there is a methodological break for data prior to
January 2002, the chart of accounts used since January 2002 will facilitate the production of
consistent time series in the future. The NBS and CBM plan to introduce changes to their
charts of accounts to provide additional details for the government sector, thereby increasing
the accuracy and reliability of the data. With reference to periodicity and timeliness of data
for the financial sector, both the NBS and the CBM meet the GDDS recommendations.

13. For the first time in over a decade, on November 29, 2002, the NBS reported to STA
monetary statistics for the Republic of Serbia. The data included analytical accounts of the
NBS, other depository corporations, and the banking system, as well as data on interest rates,
compiled based on the recommendations made by the past three STA missions on monetary
and financial statistics in 2001 and 2002. The data series included monthly data for January
2002-October 2002, annual data for 1998-2000 and quarterly data for 2001. In March 2003,
the NBS sent to STA monetary statistics for December 2002.



Date of
Latest
Observation

Date
Received

Frequency of
Data

Frequency of
Reporting

Source of
Update

Mode of
Reporting

Confiden-
tiality

Frequency of
Publication

Table 13. Serbia and Montenegro: Core Statistical Indicators

(As of February 28, 2003)
Exchange Inter- Central Reserve Broad Interest Retail Exports/ Current  Govermment Gross External
rates national Bank Money Money Rates Price Imports Account Balance Domestic Debt/
Reserves Balance Index Balance Product Debt
Sheet Service
Feb. 27, Feb. 26, Dec. 31, Feb. 21, Dec. 31, Jan. 31, | Jan., 2003 Dec. 31, Dec. .31 Jan.-Dec., 2000 Dec. 31
2003 2003 2002 2003 2002 2003 2002 2002 2002 2001
Feb. 27, Feb. 28 Feb. 26, Feb. 25, Feb. 26, Feb. 27, Feb. 15, | Feb. 2003 | Feb. 2003 Feb. 2003 July 2002 | Feb. 2003
2003 2003 2003 2003 2003 2003 2003
Daily Daily Monthly Daily Monthly | Monthly | Monthly Monthly Monthly Monthly Annually | Monthly
Daily Daily Monthly Weekly Monthly | Monthly | Monthiy Monthly Monthly Monthly Annually Monthly
NBS NBS NBS NBS NBS NBS FBS FBS NBS Ministries FBS NBS
of Finance
of Serbia
and
Montenegro
Reportto | Reportte | Reportto | Reportto { Reportto | Reportto | Website | Website Website Report to Website NBS
the Fund the Fund the Fund the Fund the Fund | the Fund the Fund
Public Confi- Confi- Confl- Public Public Public Public Public Public Public Confiden-
dential dential dential tial
Daily Monthly Monthly Monthly | Monthly Monthly | Monthly Monthly Monthly Annually Annually Monthly

...ES...

I XIANAddY



_54 - APPENDIX IV

Serbia and Montenegro: External Debt Sustainability Analysis

1. This note (a) updates the medium-term balance of payments projections of EBS/02/73
(4/26/02) and (b) applies the standardized framework of SM/02/166 (5/28/02) to conduct
stress tests.

A. Medium-Term Balance of Payments Projections

2. The baseline scenario assumes that: (a) exports will grow at an annual average rate of
17 percent in the first half and 10 percent in the second half of the 10-year projection period,
(b) imports will grow at the same rate as nominal GDP; (c¢) FDI will rise steadily, reflecting
progress in privatization and improving business environment; (d) commercial borrowing
will increase steadily as the business environment improves; (e) official borrowing will
increase moderately, with declining program support being offset by increasing project
support; (f) there will be no IMF support after the current arrangement; (g) the London Club
creditors and non-Paris Club official creditors will provide debt relief in early 2003 on terms
comparable to those of Paris Club creditors; and (h) gross international reserves will build up
to around 4.2 months of imports of goods and services.

3. Under the baseline scenario, the debt ratios improve over the next 10 years, although
the improvement is more modest in the first half of the period. The debt-to-GDP ratio will
average around 49 percent in the first 5 years and around 37 percent in the next five years.
Debt service ratios, on the other hand, will increase until 2009 and decline gradually
afterwards, partly reflecting the increased debt service after the end of the grace period
offered by the Paris Club and other bilateral creditors. The rise of debt service ratios in the
latter half of the projection period argues for a steady buildup of official reserves in carly
years to guard against possible risks, while keeping on schedule with the country’s external
obligations. The results are broadly similar to those in EBS/02/73, except that debt ratios are
somewhat improved, mainly reflecting the larger-than-projected real appreciation of the dinar
which raised dollar GDP.

4. Under an alternative scenario, it is assumed that FDI inflows will be half the amount
projected under the baseline, owing mainly to shortfalls in privatization receipts, and that the
import, export, and GDP growth rates are not affected. The resulting financing gap is
assumed to be filled by additional commercial borrowing. On these assumptions, both the
debt and debt service ratios would worsen significantly. It should be noted that, notwith-
standing their many benefits, FDI inflows give rise to financial obligations to foreign
investors, and cannot replace increased export capacity as the key determinant of a country’s
external debt sustainability.

B. Stress Testing Applying the Standardized Sustainability Framework

5. The challenge in applying the standard framework to SM is to find plausible shocks
based on its own historical data. The historical data show large variations due to the breakup
of former Yugoslavia, the sanctions, and the Kosovo war, and thus could not provide useful
indication of plausible shocks in the future. In light of this difficulty, 2002 projected outturns
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was used to replace historical averages, and the 19962001 data for 4 countries in the region,
namely Albania, Bulgaria, Croatia and Romania, were used to derive the standard deviation.

6. If real GDP growth, nominal interest rate, dollar deflator, non-interest current
account, and non-debt inflows are set as the estimates of the 2002 outturns, the external debt
ratios would decline much faster than in the baseline case, owing to the more favorable GDP
deflator and nominal interest rate in 2002 than in the outer years. This suggests that the
baseline scenario may be relatively conservative.

7. Applying shocks to the parameters, the stress tests indicate that higher debt burden
stemming from shocks to the external current account deficit, and/or a significant economic
downturn would both increase the debt ratios substantially, before the ratios improve slightly
following the end of the shocks. On the other hand, shocks to the interest rate and GDP
deflator from the 2002 level do not have a significant impact on the debt ratios. The former
reflects the fact that the interest rate in 2002 is relatively low, partly associated with the
delayed start of debt service to the Paris Club creditors, while the latter reflects the still
relatively high inflation in 2002. Owing to the starting conditions, stress tests for the interest
rate and the GDP deflator do not cause major deviations from the baseline projections. The
combination of smaller shocks of all the above variables would yield somewhat higher debt
ratios than the baseline. Finally, a large one-time real depreciation would substantially
worsen the debt ratios.



Table 14. Serbia and Montenegro: External Debt Sustainability Framework, 1998-2007

(In percent of GDP, unless otherwise indicated)

Artesf . Prieliony
1993 [y 2000 L] | 2002 Zpn3 2004 2005 2008 X0t
1. Hasekii Term B i
Externa] debt 5.9 105.8 1325 103.2 154 SLi L) B %3 4“9
Change in extemal dobt 16,9 X 68 293 276 235 1] 32 A 24
Ideatificd oxismat debt-creating flows (4+3+11) 153 137 266 253 174 3.1 26 [ 07
Crurent alwlnnnl deficit, excluding interest pryments 44 6.7 b6 9.0 120 92 74 5B 43 36
Deficitin balance of goods and services -66.4 560 761 =68 4.5 £0.2 620 612 6.0 £7.8
Exponts 28.4 211 C 196 137 . 3.1 201 8 FLE] 25.1 26.4
lmports -31.9 348 465 MK - -41.8 At | -40.1 -40.3 409 415
Net non-dehi eroting copital milows {nepative) .8 -1 -0 -1.4 -6 37 -3.8 -3y -7 -7
Ned fimeign direct investment, equity LF L1 X 14 36 3.7 3% 19 17 3.7
Net portfolio investment, equity 2.0 a0 0.0. 0 1)) Bo oo 0.0 0.0 0.8
Autumatic debt dynamics 1/ 1.7 241 - 20.3 314 26,0 126 -1 09 0.1 0.2
Contribution frum nominal interest rate 0.4 OB 0.5 0.6 0.y i.8 L9 21 247 24
Contribution fram real GOT growth 4.7 186 EXS 54 3.0 2.4 2.5 -2.5 .24 22
Contribution from price and exchange otz changes 2/ 16.0 B7 2.1 216 | -8 131 Eil] 0.4 . bt a0
Residual, incl. changy: in gross fomeign assets (2-3) 16 K] ¢l 35 100 . -154 B E 43 347 21
Extemal debt-to-caports ratic (in percent) 267.0 $00.4 4477 4356 3653 2594 ‘2449 w4 869 1705
Gruss external Iinm:iug weed (in billines of US dellars) 3/ 17584 15185 16241 23378 323 34668 137286 34093 1500.9 A575.7
in pacent af GLP 2.7 1y 1.9 0.2 129 176 16.F i34 151 i4.7
Key Macroecomomic sad External Asswumptions
Real GDP prowth {in percent) 67 %0 50 55 40 40 5.0 5.0 5.0 50
GDP defiater {change in domestic currmcy} 220 0.8 £8.5 9.7 255 - 16D 8.9 6.3 48 1.5
Howninal extemal inierest ate (in percent) n5 s 0.4 0.6 12 0 40 42 - AL 5.5
Growth of exports {US dollar lzms, in percent) 4 456 186 2 18.2 3.2 153 14.3 L8 103
Growth of imparts (US dollar terms, in pereent) 1.6 329 132 i A 16.3 6.2 62 6.5 6.5
1L Stress Tests Ior Exleraal Debt Ratio
1. Real GDP growth, neminat inierest tate, doliar deflaior, non-interest cumrent accouny, and non-debt inflows are at 2002 level in 20032007 ’ 58 507 45.1 Mz 334 MA
2. Nominal interest vate is at 20612 level plus two standard deviations in 2003 and 2004 156 523 s 49.9 167 442
3. Real GDP growith iy at 2007 |evel minus twa miandard devistion in 2003 and 2004 5.6 23 ] 681 [T 615 b
4, Change in US dollar GDP deflator is at 2002 lovel minus two standard devistions in 2003 and 2004 756 - A5 56.8 535 50.4 485
5. Non-iplercdl cunent account is at 2002 level minus twe slandand deviations in 2003 and 2004 : 758 1.2 krs 653 . G2 &4
6. Combinxtion of 2-5 using one standard deviation shocks 756 . 6.8 [S5.] 6.4 5831 - §6d
7. Ome time 30 paent nominal depreciation in 2003 5. 3.2 i%6 e 159 e
Statistics of the kry variables msed far styess testing 2002 outtum Suandand 47 Average
Pred Dcvistion___ 200207
Current aceoust doficit, ¢xchuding intérest payments 120 31 kA |
Met tan-debt creating capital inflows s ‘18 17
Nositinal gxtersal interest rale (in percent) 5/ 24 06 iz
Real GOP growth {in pocent} 4.0 53 47 )
GOF deflotor in US dalluss (change in percent) 306 111 LR

0z -

1/ Derived as [t - g {1+ g) + sl IO 14 g+p+gp ) fimes previous period debt stock, with 1 = nominal effactive interest rate on external debt- change in domestic GIP deflator in 15 dodbay terme,
2 = real GDP growih mate, & = nominal epprecistion (kacase in dollar vahie of domeslic quroncy), and a = share of domcstic-currency dencminaied debt in Inul cxu:nmi debt.

2/ The contribution from price and exchange mte changes is defined apf1+g) + eaf I+r)J(1-+g+p+ep) times previous peried debt stockp 1 with d ic currencyet- 0)

and riving inflation (based on GDF deflator). ’

3 Defined as curment aceount doficit, phis amorhration on medivi- and long-torm debi, plus short-term debA st endt of previous period.

4/ The average of standard deviation anlbmm, Bulgenia, Croatis, and Romianis betwees 1996 and 2601
5 Modificd the t i by adj Y the end-2001 debit stock by the amount of bifaleral delt 1o be reduced. This wonld give a more rearonabic besis for projection forward.
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Table 15. Serbia and Montenegro: Medium-Terin External Sustainability, 2000-2011

Average Average

2000 200 2002 2003 004 2005 2006 2007 2008 2000 2010 011 200306 2007-11
S (In millions of UJ.S. dollars, untess indicated otherwise)
Export growth (US$ tetwns, in pcrceﬁt) I/ 151 10.4 204 232 16.4 150 130 il.0 10.3 10.3 9.5 93 16.9 0.1
Import growth (USS terms, in percent) 126 304 307 167 6.2 6.2 6.5 6.5 6.1 5.3 6.3 6.3 8.9 63
Cuwrrent account balance, before grants 610 -1,119 2012 2189 -1982 -1,759 1,590 -1486 -1,303  -1,022 907 -627 .
percent of GDP -7 2.7 -12.8 -11.0 2.4 19 -6.8 -6.0 4.9 -3.5 -2.9 -1.% 88 -3.8
Current account balance, afler grants -3319 -52B 0 -13RT - ,760. -1,667 -1444 1340 -1,286  -1,103 -822 Bity) -426 .
percent of GDI' -39 -4.6 -8.9 -89 -79 -6.5 -3 -5.2 4.1 2R 2.3 -1.3 12 -3.1
Gross official reserves 516 1,169 2,280 2,667 3,069 1476 1,626 3,751 3,895 4,058 4.403 4,639
in months of imports of geods and services 12 24 34 3.8 4.1 44 43 4.1 4.0 4.0 4.7 4.1 4.2
External debt 2/ . - - 11,839 10,358 11,232 11,169 10,985 11,052 10,077 10,719 10,594 10,649 .
As percent-of exports of goods-and services 0 0 365 259 244 212 187 i70 155 138 125 115 2257 14_0.5
As percent of GDP 0 0 76 52 53 50 47 45 41 17 14 32 506 317
As percent of government revenue 0 0 178 129 130 123 iis 112 03 93 84 79 1242 94.3
External debt service 3/ 56 107 201 488 682 B5R 1,088 1,354 1,557 1,735 [,594 1,414 S e
As percent of exports of goods and services 22 16 6.2 12.2 14.3 16.3 18.5 20.9 219 223 128 15.3 15.5- 19.8
As percent of GDP 06 09 i3 25 32 18 4.6 55 58 6.0 51 .4.2 35 53
As percent of govemment revenue 1.8 24 3.0 6.} 79 9.5 114 13.7 14.6 15.0 2.7 10.5 8.7 13.3
Sensitivity ﬁnalnysis
Lower foreign direct investment scenaric 4/ _ . :
Liebt service to exports of g&s 13.0 16.5 18.6 214 241 254 20.0 2246 19.2 174 234
Debt to exports of g&s 269 260 235 214 202 189 174 164 155 255 176.7
Plebt 1o GDP 54 57 55 54 53 50 47 44 42 55 47.4

Sources: SM authorities, and TMF staff estimales.

1/ Reéorded exporis only.

2/ Incorporates the phased 66 percent debt reduction offered by the Paris Club, with comparable action provided by other official bilateral and commercial ereditors.
3}/ Besides the phased 66 percent debt reduction offered by the Paris Club, assumes a 60 percent capitalization of moratorium interest for the 2002-2005 period (as per the
Paris Club agreement). Debt scrvice projections for other official bilateral and cormmercial creditors are based on the assumption of comparable treatment.

4/ Foreign direct investment is assumed to be only half of of that under the bascline scenario (on account of a worsencd global environment),

and gap-filling borrowing fiom commercial creditors is utilized to cover the emerging financing gaps. Exports and GDP are assumed unchanged from the baseline
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Serbia and Montenegro: Public Sector Debt Sustainability Analysis

1. Under the baseline scenario for fiscal debt sustainability analysis, SM’s debt-to-GDP
ratio would decline steadily from 84'% percent of GDP in 2002 to 50% percent of GDP in
2007 (Table 16). The debt-to-revenue ratioc would decline by 68 percentage points over the
same period, from 193% percent in 2002. This baseline scenario is broadly unchanged from
the one presented in EBS/02/73 (4/26/02), although the debt-to-GDP ratio in 2003 falls more
sharply than previously (owing mainly to the larger-than-programmed real currency
appreciation) and therefore, by 2007, the ratio is 9 percentage points of GDP lower than
envisaged earlier. The scenario assumes a gradual fiscal adjustment during 2002-2007.
Current primary spending would gradually decline as a share of GDP, while allowing for a
small increase in real terms. This decline reflects the consequence of structural reform in
public enterprises and the social security system, as well as a general reduction in the size of
the government. As the revenue-to-GDP ratio would drop slowly, the primary deficit
gradually falls from 2.2 percent of GDP in 2002 to reach near balance in 2007. Privatization
receipts are projected to remain high in the coming three years (although below the
authorities’ expectations), then decline to lower levels.

2. Using the standardized methodology set out in SM/02/166 (5/28/02), but with
modifications due to data constraints, stress tests were conducted. Because data prior to 2000
are either incomplete or unavailable, and because SM underwent a series of structural breaks,
it was not possible to use historical averages or standard deviations. As a result, and as
explained in Appendix IV, the 2002 projected outturn was used to replace historical
averages, and the 1997-2000 data for 4 countries in the region, namely Albania, Bulgaria,
Croatia and Romania, were used to derive the standard deviation. All stress tests show that
even if the debt-to-GDP ratio peaks following a temporary shock, it reverts to a declining
trend thereafter.

3. In the first stress test, real GDP growth rate, real interest rate, and the primary balance
remain at the 2002 level. This scenario resuits in a much faster reduction in the debt-to-GDP
ratio, which would decline by 63 percentage points of GDP by 2007. This is due mainly to
nominal and real interest effects which were more conservative under the baseline scenario.
This also indicates that the baseline scenario is rather conservative. A similar test, but using
regional standard deviation instead of the 2002 outturn also yields a very similar result to the
baseline scenario.

4. Most stress tests, namely (i) higher real interest rates in 2003-2004, (ii) lower GDP
growth, (iii) lower primary balance; (iv) a 10 percent increase in other debt-creating flows;
and (v) a 30 percent real depreciation in 2003 would not result in an increase in the debt
stock from its 2002 level, but would make the debt-to GDP reduction slower than under the
baseline scenario.

5. One test only, the real depreciation of 30 percent in 2003, would increase the debt-to-
GDP ratio from its 2002 level in the depreciation year; the ratio would be declining thereafter
through the projection period, but would still be higher than its starting level in 2007.
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Table 16. Serbia and Montenegro: Public Sector Debt Sustainabiiity Framework, 2001-2007

(In percent of GDP, unless otherwise indicated)

Actual Prel. Projections
2001 2002 2003 2004 2005 2006 2007
1. Baseline Medium-Terim Projections
1 Public sector debt I/ 123.2 845 621 58.9 54.1 517 50.7
Of whick : Foreign-currency danominated 113.3 77.6 £0.9 53.8 49.6 471 44,1
2 Change in public sector debt 17.7 <387 2224 -3.2 -4.8 2.5 £.9
3 Idenified debt-creating flaws (4+7+12) -25.1 -40.0 -15.5 -1.1 -0.8 2.0 0.2
4  Prmary deficit -0.2 2.2 2.8 2.2 1.9 13 0.8
5 Revenue and grants 39.6 417 41.2 41.7 410 409 40.3
€ Primary (noninterest) expenditure 38.5 45.9 44.0 419 439 422 411
7 Automatic debt dynamics 2/ 249 -39.7 =17.0 -2.2 -1.9 -0.8 0.6
3 Con:nitntion from intarést rate/growth diffarential 3/ 2526 -28.1 -143 «6.3 -4.6 -3 -2t
9 Qf which: Contribution from real interest rate 497 244 -10.9 16 -1.9 0.6 . 0.2
10 Of which: Contribution from real GDP grawth -2.9 238 3.5 2.7 -2.6 2.5 -2.4
It Centribution fromn exchange rate depreciation 4/ 27 -11.5 2.5 4.2 27 23 1.6
12 Oter identified debt-creating flows G.0 2.6 -1.3 aN| -0.8 0.3 0.0
13 Privatization receipts (negative) 0.0 -2.6 -1.3 -1l -0 0.5 o0
14 Recognition of implicit or-contingeat liabilities 0.0 0.0 0.0 0.0 0.0 0.0 0.0
15 Othet (specify, e.g. bank recapitelization) 0.0 0.0 0.0 0.0 0.0 0.0 0.0
16 Residual, inchuding asset changes (2-3) 427 1.4 -6.9 -2.0 ~4.0 -2.5 -1.2
Public sector debt-lo-revenue ratio 1/ 310.8 1935 1507 1412 1319 1262 1258
Grass flnancing need 5/ 1.2 4.9 5.0 4.8 49 4.6 4.3
In billions of 1.5 dollars 0.1 0.8 1.0 1.0 1.1 1.1 1.1
Key Macroeconamic and Fiscal Assumptiens
Real GDP growth {in percent) 5.5 4.0 4.0 5.0 5.0 50 50
Average nominal interest rate on public debt (in perceny) 6/ 14 0.9 1.4 2.7 3.0 3.7 4.2
Average real interest rate (flominal rate mitus change in (ADP deflator, in percent) -90.3 -24.8 -14.9 6.2 -33 -1 0.7
Inflation rate (GDP deflator, in percent) . 91.7 257 16.5 8.9 6.3 4.3 33
Grewth of real primary spending (deflated by GDP deflator, in percent) 123 0.7 0.2 48 2.6 33 2.4
I1. Stress Tests for Public Debt Ratio
1. Real GDP growth, real interest rate, and primary balance ace at 2002 projection in 2003-2007 84.5 57.1 45.8 318 259 212
2. Real interest rate is at 2002 projection plus two standard deviations in 2003 and 2004 84.5 67.6 63.9 159 56.4 £5.4
3. Real GDP growth is at 2002 projection minus two standard deviations in 2003 and 2004 84.5 69.2 7239 679 654 64.5
4, Primary balance is at 2002 projection minus two standard deviations in- 2003 and 2004 84.5 65.1 65.4 603 57.8 56.8
5. Combination of 2-4 using cne standard deviation shocks 84.5 67.1 63.4 54.1 47.3 42.1
6. One time 36 percent real depreciation in 2003 7/ 84.5 121.0 1158 1692 1659 1044
7. 10 percent of GDP increase in other debt-creating flows in 2063 84.5 72.1 68.6 63.5 60.9 589
Variables used for stress tests Sundard 2002 Average
Deviation 8/ proj. 2002-07
Primary deficit 1.8 23 i3
Real GDP growth (in percent) 44 4.0 4.8
Mormizal interss: rate (in percent) &/ 111 ERE. 2.7
Real interest ra {in pereent) 7.9 238 9 -8.3
Inflation tate (GDP deflater, in percent) 6.7 257 11.0
Revenue to GDP ratio 2.5 43.7 41.5

1/ Consolidated governments of Serbia and Montenggro, Covers gross axternal debt, and net domestic debt,
2/ Derived as [(f - n(1+g) - g + ae{1+))(1+g+n+gn)) times previous period debt ratio, with r = interes: rate;n = growth rate of GDP deflator; g = real GDP growth rate;
o = share of forsign~currency denominated debt; ande = nominal sxchange rate depreciation (measured by increase in local currency value of U.S, doller).

3/ The real interest rate contribution is derjved from the denominator in footnote 2/ as t - ¢ {1+g) and the real growth contribution as -g.
4/ The exchange rate contribution is derived from the numeralor in foomote 2/ asue(t-).
5! Defined 25 public sector deficit, plus smortization of medium and long-term public sector debt, plus shori-lerm debt at end of previcus period.

& Derived as nominal interest expenditure divided by previous period debt stock.

7/ Real depreciation is defined a¢ nominal depreciation (measured by pereencage all in doller value of local curmency) minus domestic inflation (based on GDP deflator).
8/ Using average date for Albenia, Bulgaria, Croatia, Komania, 1997-2001, subject to availability,

9/ Caleulated excluding debt written off and domestic arrears stock.
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April 1, 2003

Mr. Horst Kohler

Managing Director -
International Monetary Fund
700 19" Street

Washington DC 20431

Dear Mr. Ké6hler:

Firm implementation of our medium-term economic program supported by the Fund under
the current extended arrangement has ensured significant progress toward lowering inflation
as well as setting the foundation for sustainable growth, improved iiving standards, and
external viability. To ensure continued progress, we have updated our economic and policy
targets for 200303, as described in detail in the attached Memorandum on Economic and
Financial Policies, to reflect the latest developments. On this basis, we request completion of
the first review under the current extended arrangement, including a financing assurarces
review.

We believe that the policies and measures described in the attached memorandum are
sufficient to achieve our program objectives, but we stand ready to take timely additional
measures and seek new understandings with the Fund, as necessary, to keep the program on
track. We will remain in close consultation with the Fund in accordance with the Fund’s
policies on such consultations, and will provide the Fund with all information that it requests
to assess the implementation of the program. The program will continue to be reviewed by
the Fund on a semiannual basis, with the second review expected to be brought to the IMF
Board in June 2003. Implementation of the general government budget and the payment
system reform, exchange rate policy, and progress in bank and enterprise reform will be the
main subjects of the second review. The third and fifth reviews will focus in particular on the
annual budgets and financial programs for 2004 and 2003, respectively. Moreover, each
purchase under the arrangement wiil continue to be subject to a review of the fihancing of
the program.

Yours sincerely,
Branko Lukovac /s/

Minister of Foreign Economic Relations
Serbia and Montenegro

Bozidar Djelic /s/ ' : ' Mladjan Dinkic /s/ -

Minister of Finance . Governor

Republic of Serbia National Bank of Serbia
Miroslav Tvanisevic /s/ o Ljublsa Krg_oﬁc /s/
Minister of Finance Chairman

Republic of Montenegro Central Bank of Montenegro
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SERBIA AND MONTENEGRO
MEMORANDUM OF ECONOMIC AND FINANCIAL POLICIES, 20032005

April 1,2003

I. INTRODUCTION

1. This memorandum updates the Memorandum of Economic and Financial
Policies (MEFP) attached to the Letter of Intent of April 26, 2002. The memorandum

(a) reports on economic performance and policy implementation under the government’s
three-year program of stabilization and reform supported by the IMF under an Extended
Arrangement (EA) approved on May 13, 2002; (b) updates the key economic and policy
objectives of the three-year program; and (c) describes policy measures adopted recently and
envisaged during the remainder of 2003. Annexes A and B, attached to this memorandum,
contain information on the quantitative performance criteria and indicative limits for this
period under the EA. Annexes C and D contain information on the structural performance
criteria and benchmarks as well as prior actions. Annex E updates a detailed list of structural
policy measures envisaged to be implemented during the EA. Annex F (Technical
Memorandum of Understanding) defines the performance criteria and indicative targets and
describes the reporting arrangements.

2. Economic performance was generally favorable in 2002, even though a faster
than programmed growth in domestic demand warrants close monitoring. Annual
inflation declined by almost two-thirds to 14 percent by end-2002 compared with a program
target of 20 percent. Real GDP is estimated to have grown by 3%2—4 percent in 2002, driven
primarily by increasing activity in services. Industrial production has recovered since

April 2002 and rose by 1.7 percent in 2002. The external current account deficit (before
grants) reached $2.0 billion (13 percent of GDP), compared with an original program target
of $1.6 billion (12 percent of GDP), reflecting mainly a stronger-than-expected domestic
demand for consumer and investment goods that was offset partly by higher private
remittances. The higher deficit in dollar terms was due in part to the valuation effect of the
decline in the dollar vis-a-vis the euro, the main currency for foreign transactions. The
overall balance of payments registered a surpius of $0.8 billion, $0.7 billion higher than
targeted, owing to buoyant private capital inflows, including FDI. The foreign exchange
reserves of the NBS reached $2.3 billion (3.4 months of projected imports of goods and
services) at end-2002.

3. Macroeconomic policies have been implemented firmly. All quantitative
performance criteria at end-September and end-December 2002 were observed. The fiscal
deficit in Serbia and Montenegro (SM} amounted to about 5.0 percent of GDP in 2002
compared with the program target of 5.3 percent (on the basis of the revised GDP), while the
government reduced its net indebtedness to the banking system by the equivalent of
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14 percent of GDP (the program allowed for net borrowing of )2 percent of GDP).!
Revenue/GDP was more than 2 percentage points higher than programmed in Serbia, while
higher-than-expected privatization proceeds were used to offset a shortfall in foreign
financing and reduce government indebtedness. In Montenegro, revenue was broadly in line
with the program, while higher-than-budgeted net wage spending led to some accumulation
of arrears, mainly towards the social funds. The NBS’s NDA and NFA targets at end-
September and end-December 2002 were comfortably observed, while the indicative target
for wage bill growth in large state enterprises was exceeded by about 1 percent at end-
September and end-December 2002 (Annex A). In addition, the indicative ceiling on the
NDA of the banking system was exceeded at end-September and end-December 2002 owing
to the more-rapid-than-envisaged remonetization of the economy and extension of bank
credit to the nongovernment sector.

4, Structural reform has advanced despite delays in the observance of some
benchmarks. In May 2002, SM’s foreign exchange system was further liberalized with the
adoption of a new foreign exchange law and implementing regulations, and the SM
authorities accepted the obligations under Article VIII of the Fund’s Articles of Agreement.
In July, the average price of electricity was raised by 50 percent in Serbia, reducing sharply
the need for budgetary subsidies to the electricity company. Work is advancing on the
resolution of four large banks that were closed at the beginning of 2002 and on the
privatization of 16 banks. In a major reform of the payments system, on January 1, 2003, the
payments monopoly of ZOP (the domestic payments service system) was abolished, allowing
commercial banks to initiate and settle interbank payments without the mandatory
intermediation of any institution or agency. Privatization of large enterprises through tenders
has progressed, and auction procedures were streamlined to accelerate sales through this
method. In Montenegro, progress was made in improving public expenditure management,
and in privatization. Out of the program’s 12 structural benchmarks through end-

December 2002 ten have been implemented, albeit often with some delay owing to limited
implementation capactty and to political developments in Serbia and Montenegro, which
disrupted the legislative activity of the federal and republican parliaments for several months
(Annex C). The remaining two structural benchmarks are expected to be also met in 2003,

5. The process of debt restructuring continues, with implementation of the
agreement with Paris Club creditors and regularization of other debt. Bilateral
agreements have been concluded or initialed with 14 Paris Club creditors, with three
remaining to be signed. Arrears of about €32 million to Eurofund, the only remaining
multilateral creditor to which the SM government owed arrears at end-2001, were
restructured in April 2002. Discussions with the London Club and other official bilateral

! The projection of nominal GDP in 2002 has been raised by 2.8 percent since the adoption of
the program in early 2002, reflecting the net effect of new higher official estimates of
nominal GDP in 2000 and lower-than-projected inflation in 2002. The fiscal deficit target in
the original program was 5.7 percent of GDP.
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creditors are ongoing, with the SM authorities continuing their efforts to obtain debt relief on
terms similar to those agreed by the Paris Club creditors.

6. Relations between Serbia and Montenegro have been reformed on the basis of a
new constitutional charter, which established the Union of Serbia and Montenegro. The
charter, which came into force on February 4, 2003, acknowledges the status quo, including
different monetary, exchange, customs, and tax regimes in the two constituent states. At the
same time, it facilitates a streamlining of common administrative institutions and fosters a
convergence in the economic systems of Serbia and Montenegro as they both harmonize their
systems with that of the EU. The Serbian and Montenegrin authorities have agreed to resolve
inter-state trade issues regarding customs, excises and VAT, and to adopt appropriate
changes to institutions and policies to reflect the new constitutional charter.

II. EcoNoMIC AND POLICY OBJECTIVES FOR 2003-2005

7. The economic objectives for 2003—-2005 have been updated to take into account
recent developments and revisions to the national accounts (Table). They are consistent
with the achievement of sustainable growth, low inflation, and a viable external posttion.

. Real GDP is projected to grow by 3%2-4% percent in 2003 and 5 percent in 2004-05
reflecting increased domestic and foreign investment, as well as improved incentives
stemming from enterprise restructuring and progress in privatization.

o Inflation should converge toward EU levels over the medium term, with the target
for 2003 revised to reflect the favorable developments over the past year.

. The external current account deficit in SM is expected to decline as a share of GDP,
as imports decelerate and exports recover to their historical levels. While the role of
FDI inflows will increase as the privatization program and structural reforms reach an
advanced stage, additienal financing of about $0.9 billicn annually is expected from
bilateral donors as well as multilateral agencies including the EBRD, and EIB, and
the World Bank during 2003-2005.

. Official foreign reserves are targeted to rise steadily, ensuring a strong external
position in anticipation of a peak in debt servicing obligations in the second half of
the decade.
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Serbia and Montenegro: Key Macroeconomic Objectives and Policies, 2002-2005

2002 2003 2004 2005
Prel. Est. Rev. Prog. Rev. Proj. Rev. Proj.

{Percentage change)

Real GDP Growth 3%4 3%-4% 5 5
Inflation (end period) 14 9-11 7 5
Of which: Montenegro 9 8 5 4
(In billions of US$)
Current account deficit (before grants) 2.0 2.2 2.0 1.8
In percent of GDP 12.8 11.0 9.4 7.9
Gross official reserves 23 27 3.1 3.5
In months of projected imports 3.4 3.8 4,1 4.4
{In percent of GDP)
Fiscal deficit 5.0 4.5 43 39
Of which: Serbia 4.7 4.1
Montenegro 0.3 0.4
(in percent of Montenegro’s GDP) 3.6 5.6 . .
Fiscal deficit, excluding foreign-financed 4.2 31 30 2.7
project spending
Government credit from the banking system -0.4 0.0 0.6 0.9
8. The policies for 2003 will be guided by the updated macroeconomic framework.

Given the uncertainty surrounding macroeconomic prospects, policy targets will be kept
under close review and amended, if necessary to attain the economic objectives.

. The fiscal deficit is targeted at 4.5 percent of GDP in 2003, compared with an
estimated outturn of 5.0 percent of GDP in 2002, with a view to containing the
external current account deficit and supporting disinflation. The deficit will be
financed largely by concessional foreign assistance and privatization proceeds, with
no recourse to domestic financing except for seasonal budgetary needs.

. Monetary and exchange rate policies will be geared to lowering inflation while
suppotting economic recovery by safeguarding competitiveness. Excess bank lending
will be curbed by a tightening of credit policy and a strengthening of banking
supervision. Developments in the foreign exchange market and in the export sector
will be monitored closely and exchange rate policy will be assessed regularly.

. Wage policy in the state sector (government and major state enterprises) will
continue to serve as an inflation anchor and as a means of encouraging a streamlining
of employment to raise productivity.
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9. The structural reform agenda in 2003 will aim at building public institutions,
streamlining the state sector, and accelerating privatization. Further fiscal reforms are
planned in tax policy, notably preparations to introduce the VAT, in tax administration, and
in expenditure management with the increasing role of the Treasury. The finances of the
pension fund and the targeting of social services and transfers will also be improved. In the
banking sector, the key objectives are a substantial strengthening of banking supervision and
the timely implementation of the bank privatization program. Accelerated enterprise
privatization is expected through a further streamlining of procedures to attract strategic
investors.

10.  The PRSP process will continue to serve as guidance for the government’s
economic program. An interim PRSP was completed in June 2002, and a full PRSP will be
completed by mid-2003. In this connection, a recently completed household survey in Serbia
will help determine the poverty line and better target social assistance. Social spending will
continue to be protected to ensure a viable social safety net against restructuring costs
throughout the restructuring process, while its effectiveness will be enhanced through
improved targeting of benefits.

A. Fiscal Policy
Overview

11. Fiscal policy in 2003 aims to contain the external imbalance, while continuing to
support restructuring and an adequate social safety net. The expenditure/GDP ratio is
projected to decline by 2.4 percentage points to 45.1 percent in 2003, Noninterest current
spending will be contained through structural reforms in the budgetary and enterprise
sectors—involving the streamlining of the civil service as well as limiting spending on
subsidies, disability pensions, and other social benefits—while capital spending will rige,
reflecting increased budget allocations and accelerated implementation of foreign-financed
projects. On the revenue side, the focus will be on improving tax administration and bringing
an increasing share of private activity into the formal sector. As a result, the overall fiscal
deficit is projected to decrease by 0.5 percentage points to 4.5 percent of GDP in 2003. To
ensure transparency and accountability, all privatization proceeds will be channeled to the
budget and spending will follow normal budgetary procedures. Excess privatization
proceeds, after covering any shortfall in foreign budgetary financing, will be used to reduce
net government indebtedness and—if consistent with achievement of economic objectives
and in consultation with the Fund in the context of program reviews—to cover investment
and restructuring costs.

12, Constitutional reform will have implications for institutional arrangements and
trade relations. Savings will be realized through the streamlining of (formerly) federal
institutions and the elimination of the duplication of functions. At the same time, the budget
in Montenegro will have to cope with the planned annual transfer of over €40 million to
finance joint functions such as defense and foreign diplomatic representation, proportional to
Montenegro’s share in union GDP. The Governments of Serbia and Montenegro have
reached understandings on their trade relations that would formalize the existing customs
borders between them, consistent with a free-trade area regime. Agreement has also been
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reached on a broad plan to harmonize the trade, customs, and indirect tax systems over the
next three years. A precise timetable for these measures will be agreed by end-April 2003 (to
be monitored as a structural benchmark).

Union

13.  The federal budget for 2002 is estimated to have registered a surplus of

0.2 percent of GDP. Revenue overperformance permitted a front-loaded retrenchment of
about 1,900 federal employees and a settlement of arrears from previous years to suppliers
and the pension fund.

14.  The budget of the Union for 2003, to be financed entirely by transfers from
Serbia and Montenegro, will be streamlined and in balance. The budget will involve a
reduction in the expenditure/GDP ratio (relative to the federal budget)-—even after allowing
for a transfer of the obligation to service frozen foreign currency deposit (FFCD) bonds as
well as other functions to the Serbian budget—and will be financed entirely by transfers from
Serbia and Montenegro. Net savings of about 0.2 percent of GDP are expected from layoffs
and other measures to eliminate the duplication of functions at the Union and Serbian levels.
Defense spending (excluding transfers to the military pension fund) will decline by

0.3 percentage points to 3.4 percent of GDP in 2003.

Serbia

15. The Serbian government is preliminarily estimated to have run a deficit of

4.7 percent of GDP in 2002, compared with a program target of 5.0 percent. In the
republican budget, revenue was about 0.4 percent of GDP higher than programmed, while
spending was higher than in the program, as lower spending due to the aforementioned delay
in disbursements of project loans was offset partly by higher allocations for transfers and
subsidized lending to support restructuring. Higher-than-anticipated privatization receipts
helped offset a shortfall in foreign financing. Local governments had a surplus of 0.2 percent
of GDP.

16.  The 2003 republican budget brings Serbia closer to attaining its medium-term
fiscal objectives while supporting external adjustment and growth. It lowers the share of
current noninterest expenditure while creating room for additional spending on debt service,
infrastructure investment, and the social costs of restructuring. In addition, the budget
supports growth by lowering the tax burden, especially on labor and corporate investment, by
1.5 percentage points of GDP. In particular, the CIT rate was lowered by 6 percentage points
to 14 percent, and investment and employment credits were provided against this tax. Some
basic goods (cooking oil, fat, and sugar) were exempted from the sales tax to assist the poor.
The extra-profit tax will be phased out, while the financial transactions tax may be lowered
and streamlined during 2003. Moreover, the excise tax on gasoline, diesel-fuel, and coffee
will be raised as of April 1, 2003, generating additional revenue of about 0.3 percent of GDP.
In addition, administrative fees will be raised, yielding 0.3 percent of GDP, and the tax base
for contributions to the Pension Fund will be widened in the context of the pension reform,
yielding another 0.1 percent. To minimize the potential disruptions resulting from the
elimination of ZOP, the Serbian authorities have relied on the newly created Public Payments
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Agency to support the treasury and have strengthened the Public Revenue Agency (PRA) by
transferring additional staff from the ZOP. On the expenditure side, the budget envisages that
wages will remain broadly constant as a share of GDP as real wage increases granted to the
education and other sectors will be offset by containing other wages in line with targeted
inflation and by reducing overstaffing and other inefficiencies; the latter will be based on a
careful review of the payroll by the Ministry of Finance in cooperation with relevant line
ministries. Subsidies and transfers will be reduced, notwithstanding the assumption by the
government of FFCD bond repayment obligations from the federal budget, on account of the
substantial reduction of subsidies to public enterprises (by almost 1 percent of GDP). Capital
spending will increase, mostly driven by the availability of foreign financing.

17.  The fiscal program incorporates adjustments to the 2003 budget to ensure fiscal
sustainability and attainment of the fiscal deficit target. Contingency areas have been
identified where expenditure commitments will be maintained below budget allocations by
about 0.7 percent of GDP in the absence of revenue overperformance, in line with the
provisions of the organic budget law (Article 34). These include: personnel costs,
concessional lending for restructuring, subsidies to the railways and the road fund, and social
transfers. On the basis of cautious revenue projections to reflect possible adverse effects from
the implementation of a payments reform on January 1, 2003, discretionary budget spending
in 2003 Q1 and Q2 will be maintained below the prorated annual allocation, thereby limiting
total budgetary spending during the first half of the year fo 45 percent of the total annual
allocation. The Serbian government stands ready to adopt a supplementary budget should the
deficit target or the program’s macroeconomic targets be put at risk.

18. Tax reform continues. In tax administration, the Law on Tax Procedures and
Administration was adopted by parliament in November 2002. The reorganization of the
PRA has involved the introduction of a modern computerized system, the establishment of a
Large Taxpayer Unit (LTU) in Belgrade—which is gradually becoming operational—and
plans for additional LTUs for Nis, Novi Sad, and Kragujevac by end-September 2003 (to be
monitored as a structural benchmark}. The implementation of a single taxpayer identification
number has started from January 2003 to facilitate tax and social contribution administration.
Tax administration will also be improved through the introduction of fiscal cash registers, for
which a subsidy is allowed for in the budget. In addition, technical preparations are underway
for the introduction of the VAT in Serbia—the key remaining tax policy reform—by

January 2005.

19.  Further progress is also envisaged in expenditure management and policy.
Building on the 2002 introduction of the new GFS classification, budget reporting and
monitoring should improve substantially in 2003, facilitating the conduct of fiscal policy. In
September 2002, a Treasury with cash management, debt management and central
accounting divisions has been established. As of January 2003, the Treasury has begun
following budget execution. Most line ministries and other direct budget users (DBUs) were
brought under the treasury single account by April 1, 2003 with the remaining DBUs
expected to be brought under the account by end-June 2003 (to be monitored as a structural
benchmark). A centralized payroll for all DBUs will be established by end-December 2003
(also to be monitored as a structural benchmark), to streamline payroll spending and generate
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savings. Preparations to move towards commitment accounting have begun, with a view to
its implementation by 2004. The targeting of social welfare benefits has improved
substantially with the tightening of means-testing for child benefit allowances. A pension law
is currently under preparation with technical assistance from the World Bank, envisaging a
tighter eligibility requirement for disability pensions, and a change in the formula for pension
benefits that will reduce the accrual rate, lengthen work history to strengthen the link
between contributions and benefits, and incorporate recent reforms at the federal level
regarding pension age and indexation into republican legislation. Costs for the health fund
have been reduced by introducing new criteria for medical service contracts, and with the
adoption of a positive drug list eligible for state-subsidized purchase. The ongoing reform of
social welfare programs will further streamline social spending through improved targeting.
The planning and policy analysis capacity of the Serbian Ministry of Finance will be
strengthened, including through support from USAID.

Montenegro

20. The fiscal deficit was broadly in line with the program, although implementation
was complicated by the accumulation of arrears, owed mostly by the government to
itself. Revenue was broadly in line with the program after allowing for (a} lower non-tax
revenue caused by delays in the inclusion of some spending units in the new treasury system
and (b) the nonpayment of payroll taxes by the government to itself on behalf of its
employees. A higher than budgeted net wage bill has led to the incurrence of arrears in
contributions to the social funds and necessitated cuts in discretionary spending (including
subsidies and investment). The preliminary 2002 consolidated government cash deficit
(before grants) was €50 million (4 percent of Montenegro’s GDP), compared with a program
target of €58.5 million (4.7 percent of GDP). Privatization proceeds, which reached

€70 million, were the main financing source in 2002. Of this amount, €14 million was
deposited with the Central Bank of Montenegro (CBM) on February 15, 2003 with a view to
repaying an outstanding liability and safeguarding the integrity of the financial system.

21.  Montenegro’s 2003 budget aims to underpin fiscal sustainability by containing
non-interest current expenditure in relation to GDP. At the state level, a net increase in
non-discretionary expenditures in 2003, amounting to around 2 percent of Montenegro’s
GDP (resulting mainly from the envisaged transfer to the Union budget of over €40 million,
has required containment of (non-interest) current spending to prevent the build-up of
excessive budget deficits now and in the future. In this context, the government has explicitly
linked the implementation of the envisaged increase in public employees’ wages to a
reduction in their number by 3,500 (i.e., by over 10 percent) in 2003, In addition, in the
absence of revenue overperformance, expenditure commitments (in the areas of contractual
services, subsidies to agriculture, and lending to enterprises) will be kept below their
budgeted allocations by €6 million. Consolidated revenue (excluding grants) will be higher
as a share of GDP, largely because of the introduction of VAT as of April 1, 2003 as well as
the harmonization of some indirect taxes and import duties with Serbia. Montenegro’s
consolidated general government deficit (before grants) is targeted at €79 million

(5.6 percent of Montenegro’s GDP) in 2003, to be financed by foreign grants (€20 million)



- 69 - APPENDIX VI

and loans (€26 million), privatization proceeds (ali of which will be channeled through the
budget to enhance transparency), and borrowing from domestic commercial banks.

22.  Fiscal reforms in 2003 will concentrate on launching the VAT, improving
Treasury operations, and reforming the pension system. On the revenue side, the key
reform will be the introduction of the VAT in April 2003, with the revenue impact to be
ensured through the establishment of effective customs controls at Montenegro’s borders. A
new property tax—important in providing revenues to local governments—will also be
introduced in 2003. On the expenditure side, further improvement in the functioning of the
Treasury is envisaged, especially in the area of expenditure reporting, arrears menitoring, and
debt management. The adoption of a new Pension Law—which may require amendments to
the state budget—will be another key element of fiscal reform in 2003. Tt will shift the
indexation of pensions from wage changes to a weighted average of price and wage changes
(with the weight of wages not to exceed 50 percent) and raise the minimum retirement age by
5 years in a phased manner.

B. Wage and Pricing Policies

23.  Wage bills in state enterprises wili continue to be controlled strictly to contain
inflation pressures, and encourage restructuring through labor shedding. The wage bill
in state enterprises rose by about 27 percent in 2002, in line with the originally programmed
(annual average) inflation. In 2003, the wage bill in state enterprises will be kept constant in
real terms on the basis of the targeted rate of inflation, implying a maximum year-on-year
increase of 13% percent. By end-April 2003, the government of Serbia will approve
restructuring strategies for the 7 large state enterprises aimed at improving their profitability
through cost-cutting and streamlining measures (to be monitored as a structural benchmark),
and will begin implementing these strategies from end-June 2003. Employment reductions
would allow correspondingly higher average wages under the wage bill ceiling, properly
adjusted for the spin-off of activities. Wage restraint in state enterprises will have a strong
signaling effect for the remainder of the economy. Private companies are already facing a
hard budget constraint, while new labor laws in both Serbia and Montenegro stipulate lower
compulsory severance pay, as well as liberalized employment contracts and wage
determination.

24.  Substantial progress has been made to bring administered prices for electricity
closer to full cost-recovery levels, and this objective will be attained by 2004. Electricity
prices in Serbia were raised by 50 percent in mid-2002 to an average of about US¢3.1 per
kWh. At the same time, generation, transmission and distribution costs were contained and
the current collection rate was increased to over 80 percent of billings. With a view to fully
covering operational costs as well as a portion of investment and debt servicing outlays, the
average electricity price will be raised further by at least 20 percent in dinar terms by July 1,
2003 (to be monitored as a performance criterion). As a result, budgetary subsidies to the
electricity company (EPS) will be reduced to well under 0.1 percent of GDP in 2003 (DIN
0.7 billion) compared with 0.4 percent of GDP in 2002. To facilitate further restructuring of
the electricity sector, non-core activities in EPS will be spun off. In addition, accounting
separation of key profit centers is envisaged by mid-2003 which, together with strengthened
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management control over core activities, would pave the way for effective cost control and a
subsequent restructuring of EPS, In Montenegro, electricity prices were raised on April 1,
2003 to 4.6 € cents/kWh for all users other than the aluminum plant (KAP).

C. Monetary and Exchange Rate Policy

25.  Monetary policy in Serbia will seek to curb excess bank lending and lower
inflation, with reserve money growth driven entirely by increases in NFA. In particular,
end-2003 NDA of the National Bank of Serbia (NBS) will remain at its end-2002 level.
Reserve money will be targeted to increase by 12.8 percent. Consistent with this policy
target, the reserve requirement was raised by 3 percentage points to 23 percent as of March 1,
2003 and some government deposits will be shifted to the NBS. In the event of higher-than-
projected NFA, the NBS will consult with the Fund staff on the implications for credit policy
and—if the NFA overperformance does not appear to reflect increased money demand—will
maintain NDA below the program ceiling to avoid overshooting the reserve money growth
target. The NBS will conduct auctions of its securities in quantities consistent with the NDA
target, and accept the resulting interest rates. Although the rapid expansion of credit to the
non-government sector after many years of stagnation represents a welcome development, it
also poses potential risks for the inflation objective as well as the soundness of the banks’
loan portfolios. Accordingly the NBS will follow credit developments closely and, through
its supervision department, strictly enforce prudential regulations to ensure that new lending
decisions are sound.

26.  Exchange rate policy in Serbia will safeguard the external pesition while
continuing to support disinflation. The stability of the nominal exchange rate of the dinar
against the euro since the beginning of 2001 has contributed to the substantial reduction in
inflation, while the NBS was a net purchaser in the interbank foreign exchange market (1.e.,
excluding autonomous net foreign exchange inflows such as cash foreign assistance and
privatization receipts) in 2002. During 2003, exchange rate policy will ensure the right
balance between the inflation and external objectives, while aiming at a continuation of the
disinflation process. The adoption of a new foreign exchange law in May, following which
the SM authorities accepted Article VIII of the Fund’s Articles of Agreement, has
contributed to a deepening of the foreign exchange market, which nevertheless remains
relatively thin. One of the two remaining restrictions subject to approval under Article VIII
(Sections 2, 3 and 4)—pertaining to the transfer of profits abroad—was eliminated through
an amendment of the Law on Foreign Investment in December 2002. (This was originally
envisaged by October 30, 2002.)

D. Foreign Trade System

27. The systematic removal of trade barriers will continue in both Serbia and
Montenegro. Following the mid-2001 elimination of most quantitative trade restrictions and
the reform of the tariff system at the federal level, all export quotas have been eliminated in
Serbia and the remaining insignificant ones in Montenegro will be eliminated by end-April
2003. This will be followed by the elimination of all quantitative import restrictions in Serbia
and Montenegro—other than those maintained for health, environmental and security
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reasons—by end-2004. Besides fully harmonizing trade relations between Serbia and
Montenegro, free trade agreements will be signed with neighboring countries.

E. Bank Restructuring and Financial Sector Supervision

28.  Bank reform in Serbia emphasizes restructuring and privatization. Following the
acquisition of shares by the Serbian government of 16 banks under the laws on Paris and
London Club debt-for-equity conversion and on frozen foreign currency savings, the
authorities have formulated and begun to implement a strategy through the Bank
Rehabilitation Agency (BRA) for their efficient transfer to private ownership, with technical
assistance from the World Bank. The strategy was adopted by the Government of Serbia in
February 2003 with a view to offering controlling stakes in most of these banks to reputable
strategic investors by mid-2004. Tenders offering majority or controlling stakes for one bank
will be launched by end-June 2003 and for another two banks by end-2003. In the meantime,
with effect from December 15, 2002, the NBS and the government have put in place
monitoring and control mechanisms (including a government-appointed management board
and the obligation to undergo audit in March 2003 and submit monthly reports on cash flow
and profit) to preserve the value of state-owned banks prior to their privatization. Regarding
banks under the explicit control of the BRA, rehabilitation expenditures will be maintained
within the fiscal envelope agreed under the program. The BRA has made significant progress
in asset resolution of the four large banks closed in Fanuary 2002 and has prepared a
rehabilitation plan for Niska Banka.

29. Strengthened financial sector supervision and regulation will complement the
bank restructuring measures. The NBS has moved toward enforcing its stricter prudential
regulations in line with international standards. These include asset classification and
provisioning, through both on-site and off-site supervision. The banking supervision
department will also cooperate with the monetary and research departments with a view to
compiling high-frequency data on banking system developments to enable a timely response.
The NBS will increase the frequency and depth of on-site inspections, while a new
recommendation will be issued regarding asset classification in general, and the treatment of
loans provided in the course of privatization in particular. The supervision department will be
developed to move from compliance-based toward risk-based supervision, with a view to
strengthening the latter and over time making this the organizing principle for banking
supervision. In this connection, the NBS will assign responsibility for supervision of each
bank to an individual supervisor. A new Accounting Law has been adopted, which prescribes
IAS as the permanent accounting framework for all banks, including the NBS (monitored as
a benchmark); bank preparations for implementation of this measure are well advanced. A
Supervisory Development Plan (SDP), prepared with the assistance of the World Bank and
bilateral donors, has been adopted. The CAMEL rating system will be piloted and formally
adopted. A new Supervisory Council will be established to increase management oversight of
banking supervision.

30. In Montenegro, bank restructuring has been accompanied by measures to
strengthen supervision. The sale of Montenegro Banka is expected to be completed by end-
April 2003. The government will actively seek to collect the claims and negotiate a discount
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on the repayment of the €11.5 million liabilities assumed in connection with the privatization
of Montenegro Banka. The bankruptcy procedure for Jugobanka Podgorica is moving
forward, while Beranska Banka was merged with another bank in December 2002. After
some delay, legislation was adopted in December 2002 to enable the Central Bank of
Montenegro to supervise effectively offshore banks in line with the rules and regulations
applicable to onshore banks (monitored as a structural benchmark). To monitor effectively
existing offshore bank activities, the Ministry of Finance will transfer all the data on off-
shore banks to the CBM by end-April 2003. In addition, a number of decisions have been
passed that raised the minimum capital requirement, prescribed stricter standards on assets
classification and provision, tightened risk assessment regulation, established consolidated
bank supervision, and required reporting by banks of suspicious transactions. Preparations
for introduction of IAS in banks are well underway, and risk-based supervision is being
enhanced. Laws on anti-money laundering and public debt are expected to be adopted by
end-April 2003.

F. Enterprise Restructuring and Privatization

31. The pace of privatization and public enterprise restructuring has picked up in
Serbia. Twelve contracts totaling €173 million for the sale through international tenders of
large socially owned companies had been signed by end-2002, sales of minority state shares
in 48 companies yielded €82 million, and the pace of auctioning enterprises has accelerated
since September, with several hundred sales in the last four months compared with about 20
in the preceding eight months. Total privatization receipts amounted to €332 million in 2002,
In 2003, Serbia will offer for sale through international tenders a further 20 viable large
socially-owned enterprises, 1,000 smaller ones through auctions, and continue the sale of its
minority shareholding stakes. Total privatization revenue is expected to amount to at least
€550 million in 2003. In addition, some three dozen socially sensitive conglomerates are
being restructured prior to privatization to ensure an orderly transfer of ownership and
retrenchment of employment. With a view to facilitating the privatization of less profitable
firms through international tenders, with technical assistance from the World Bank, the
length of guaranteed post-privatization employment has been reduced from 5 years to one
year (as in the case of enterprises offered for privatization through auctions) and the overall
cost of redundancies will be contained. The contribution of the budget (including
privatization proceeds) to retrenchment costs will be limited to the amounts allocated in the
budget for this purpose. To ensure transparency in the privatization and restructuring process,
all privatization proceeds will be channeled to the budget and spending will follow normal
budgetary procedures.

32. Montenegro has moved on from Mass Youcher Privatization of minority stakes
in enterprises to attracting strategic investors through tenders and auctions for
majority stakes in selected enterprises. In October 2002, Yugopetrol Kotor was sold to a
foreign investor for €65 million, in addition to undertakings to invest in the company and
provide severance payments to workers laid off, and total privatization proceeds amounted to
€71 million in 2002. Privatization sales are expected to yield €70 million in 2003; however,
for caution, one-third of this amount has been budgeted.
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33.  Further improvements will be made in the provision of statistical data. The
implementation of the recommendations of the July 2002 multisector statistics mission from
the IMF will help prioritize statistical activities, facilitating carly conversion to the SNA

1993 methodology for compiling national accounts, and improving timeliness. The envisaged
implementation of international standards (BPMS5) for the compilation of the balance of
payment statistics—which has already begun in Montenegro—should improve the coverage
and quality of the external sector data. In addition, efforts to bring the budgetary reporting
system in line with the GFS methodology have continued, and a consistent monetary survey
for Montenegro will be developed shortly.

III. PROGRAM MONITORING

34.  Macroeconomic policy performance under the EA will continue to be monitored on
the basis of quarterly quantitative performance criteria and indicative targets (Annex B).
Progress in structural reform will be monitored through structural performance criteria and
benchmarks on key policy measures (Annex D).
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ANNEX A
Serbia and Montenegro: Quantitative Performance Criteria and Indicative Limits for 2002 Under
the 2002-2005 Extended Arrangement 1/
(In milliens of dinars, unless otherwise noted; end of period)
200 2002
Mar. June Sep. Dec.
Actual Act, Act,  Ovi, Tar,  Tar.w/ Act. Ori. Target  Ori. Target Act.
Adsustor w/ Adjustor
A. Quantilative performance criteria
Floor on the net foreign assets of the NBS 2/ 583 T2 727 €99 699 886 736 736 938
Ceiling on net domestic assets of the NBS 3/ 1,864 -1,296 2,936 6,178 6,178 -024 7,666 3,961 118
Ceiling on net credit of the banking system to
the cangolidated general government 4/ 5/ 1,880 -13,569 4,218 4,650 3,574 -7.,662 7850 1,791 -3.486
Ceiling on contracting or guarantesing by the public sector
of new nonconcessional external debt with
original maturity of more than one year 2/ 6/ 0 i3 0 4] 0 0 0 0
Ceiling on new external debt contracted or guaranteed
by the public sector with an original matarity
of up to and including one year 2/ 7/ 0 0 0 a [ 4 0 0
Ceiling on new gusrantees and the assumption of
enterprise debt to banks by the public sector 8/ 0 Q [ Q 0 0 0 0
Ceiling on outstanding external debt service arears 2/ 9/ 0 0 D 0 0 0 0 ]
B. Indicative targets

Ceiling an net credit of the banking system to

vonsolidated general government of Serbia 4/ 10/ 1,258 -13,889 4,518 3,301 3.301 -7.910 6,730 2,625 -1466

consolidated general government of Montenegro 4/ 10/ 621 320 300 -172 273 248 -401 -1,234 -2,020
Ceiling o net domestic assets of the banking system 11/ 14,646 6,304 26,048 35,616 35,616 41,479 32,155 32,153 53,213
Ceilmg on change in the amears of

the federal govesnment . 0 0 - 0 0

the consolidated general government in Serbia . -1 -12 0 ] -12 0 0 -B9

the consolidated general government in Montenegra e 0 0 4] 0
Ceiling an the wage bill of the 8 largest public enterprises,
cumulative from beginning of year 12/ 18,316 5,485 11,173 17,021 17,021 17,049 23,070 2070 23,306

1/ Cuantitative performance criteria and indicative targets are defined m annex F,
2/ In millions of U.S. doilars.

3/ Monitored on the basis ef menthly averages as defined in Annex F. For Dec. 2002, subject to the same adjustment as for extemal financing of the Serbian government defined in 4/,

4/ For program purposes, the ceilings on net credit of the banking system to the consolidated peneral government will be adjusted downward by the
cummnlative increase in the stock of government debt held by the nonbank domestic public, starting from Jamuary 1, 2002, and upward for any decrease,
The ceilings will also be adjusted fully to the revision of end-2001 figures. In addition, in the event of a budgetary foreign financing shortfall (excess),
which is not offset by higher (lower) than budgeted privatization tevenue, of up to YUD 5 billion, the cailings for Serbia will be adjusted upward (dowtiward)
by 50 percent of the amount of the shortfall (exceas). For Montenegro, in the case of a tmdgetary foreign financing shortfall {2xcess), which is not offset by higher (lower) than
budgeted privatization revenue, of up to TS0 million, the ceilings for Montenegro will be adinsted upward (dowrward) by 50 percent of the amount of the shortfall {excess).
5/ The consolidated general government cornptises the federal, the Serbian republican and local govemments, the Montenegrin republican.
government, the Serbian and Montenegrin social security funds, and the Serbian special extrabudgetary programs.
6/ Excinding loans from the IMF, EBRD, EIB, EU, IBRD, or IFC as well as debt contracted in the context of restructuring agreements. The public sector comprises
the vonsolidated general gavermment, the National Bank of Serbia and the Central Bank of Montenegro.
7/ Exchading normal irnport-related credits.
%/ Excluded is indebtedness arising from the fulfillment of existing guarantees.
9/ Excludes debts subject to restructuring/negotiations. The nonaccurnulation of new external amears is also a continuous performance criterian.
10/ Consolidated Montenegrin gavertunent includes all entities in Montenegro defined under 5/; the rest of entities under 5/ is incfuded in the consolidated Serbian govemment.
11/ Foreign currency denominated loans and deposits at program exchange rates. Excludes Montenegro.
12/ IP Elektroprivreds Srbije, JP Nafma Industrija Srbije, JP PTT Sibije, JP Jugoslovenski Aerotransport, JP Zelenicko Transportna Preduzece Stbije,
IP Radio Televizija Stbije, JP Srbija Surne, and JP Srbija Vode.
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ANNEX B

Serbia and Montenegro: Quantitative Performance Criteria and Indicative Limits for 2003 Under-
. the 2002-2005 Extended Arrangement 1/
(In mllhons of dinars, unless otherwise noted; end of period)

we .. 003
Decamber
=t}
mid-07 Bx. Rates Aptil Tune . Scptember Dectmber
A, Quantitative performance criterla
Floor on the tiet foreign asasts of the NBS 27 3/ 1,069 885 1,004 1,089 1,161
Ceiling on nst domestic assets of the NES 2/ 45 1,185 9,744 5,888 C 888 © o LIBS
Ceiling on net credit of the banking system 1o .
the consalidated general government 2/ &/ 6/ ’ -12,253 62 1,702 -4,752 707
Ceiling an canteasting or guarznte:iﬁé by the public sector
of new nonconcesaional extemnal debt with
ariginal maturity of more than one year 3/ 7/ o i} 0 1} i)
Ceiling &n new exterial debt contracted or guaranteed
by the public sector with an origina| maturity
of up to and including ane year ¥/ 8/ ] [} 0 0 : 4]
Ceiling on new guarentses and the assumption of baok or
enterprise debt ._hy the public sector % i} a ) 4] ] [i]
Ceiling on summnding externa; .d.cbt l.i:rvi:c arccars 3/ 14/ 0 ] 0 g 4]
B. Jodieative tarpets

Ceiling on net credit of tie banking system 1

conastidated general government of Serbia 3¢ 5/ 1/ 10,172 £5% 1,628 -2472 DR Ei N ]

consalidated gensral government of Montensgre 2/ 5/ [1f -1,081 1,620 =4.926 .2,280 .1,535
Ceifing on net domestic assets af the banking syatem 27 12/ 531458 &1 460 63,133 62,231 64,132
Ceiling on change in the arrears af

the federal gavernment 0 1] [t 0 4]

the coneclidated general government in Serbia [} hi) 0 q ]

the coneolidated general govarnment in Montzacgro 0 1] [} q 4]
Ceifing on the wage bill of the 7 largest pubiic enterprises, 23,298 E,030 . 12,261 . 18,584 25,380

cumulative from beginning of year 13/

1/ Quantitative performance criteria and indicative targets are de‘ined in Annex F and evaluated st end-December 2002 sxchange rates for program purposes.
2/ Thess perfornancs criteria witl be adjusted by the amount that revised estimates diffet from the preliminary estimates of 't.'na =nd 2002 putcome;
3/ in millions nf U.S, dobars.
4/ Monitared on the besis of monthly averages as defined in Annex P, Subject to the same adjustment for excess or shorfall in combined budgetary external finarcing
and privasization praceeds for the consolidated Serbian government as deficed in 5/ mxvept that the limit for upward adjustment ia dinar 2500 million.
S/ Fof program pulposes, tie ceilings o net cradit af the hanking system to the consolidated generz| govemment will be adjusted dewnward by +he cumulative
inwrease in the stook of government debt held by the nonbank public {other than that related to the frozen currency deposits), starting from January 1, 2009, and
upward for any decrease, In addition, in the evem of a shertfall in the sum of net foreign budgetary fi financing and privacization prucuck the ceifings will be adjuated upward by 75 percent
of the shortfall subject to the totak adjustment limit of 5 billion dlrar for Serbiz-and €10 million far Mcnt:mgms consolidated gavermment. The .almgs will be adjnsted downward
for the eacess of combinsd net external budgetary financing and p-wamtlon procesds relative to budgeted levels that ars not used (1) to reduce the government external indebtedncss
by more than envisaged under the program, or (2) to cover investrient and restruciucing costs in consultation with the Fund in the context of program reviews.
&/ The congolidated general goverment samprises the Serbian republican and local governments, union level operations, the Mantenegrin republican
governinert, the Serbian and Momenegrin social security funds, and the Serbian special extrabudgetacy programs,
7/ Exzluding |oans from the IMF; EBRD, EIB, EU, TBRI}, or [FC az well as debt contracted in the context of debt restructuring sgreements in the farmework of the
FParia Club and Londan Club. The putlic sestor comprises the consslidated general government, the Nationa] Bamk of Serbla, and the Central Bank of Montenegro.
8/ Excludes normal import-related cradits. X
9/ Bacludes indebtedness arising frem the fulfillment of exiating govemment guarantees.
1O Excludes debts subject 10 restrusturing/negotiations. The nenaccumulation of new wxternal arrears is alsa 2 continugus perfarmance ariterion,
1 1/ Cansalidated Montenegein government includes all entitin in Montehegrd defined imder §/; the rest of entities under &/ i included it tae consolidated
Serbian government. o
12/ Forsign curtensy-denominated lozns and deposits at program cxchange rates. Exeludes Mortensgro.
13/ JP Elektropriviedz Srbije, JP Nafna Industrija Scirije, TP PTT Srbije, JP Tugosloveneki Aerctransport, JP Zelenicke Tranaportne Preduzece Srbije,
TP S1bija Sume, and JP Srbija Vode. The ceiiing will be adjusted downwards to prosate for spin-offs from thess comipanies of activities through the creaticn of new com panies.
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ANNEX C

Serbia and Montenegro: Extended Arrangement, March 2002-March 2005 Prior Actions, -

Structural Performance Criteria, and Structural Benchmarks, March 2002-December 2002

Fropoged

‘Status/ revised

asoourting framework of ali finanajal i.nstLhILi.qm. inplud.‘\:ng the l\B‘Y

implementation date implementation dats
EBS/02/73, April 26/3002 reported :n ERSAOX[39,  Current statvs
- August 2002

1. -Prior Action for Board Consideration

L. Federaticry Subrtission to federal Parljament of praposed new Foreign Exchange Iplemanted Implemented
Law snd eompletion. of draft implerrenting regulations consistent with the key
principles described iv: the MEFF of April 25, 2002

11. Strocturat Performance Criteria
1. Serlia: [ucrease slertricity prices by 50 percent on average, end-he 20032 implemented Implemnented
2, Fedemtion or Sarbia; Bffsctive January 1, 2009, permit commerzial banks o and- Deceraber 2002 Implemented
initiae and settle peyments amang thernselves on behalf of enterprizes and
individuals without the maadatory sntermediation of Z0P.
TIL Stroctural Benchmarks
A Fiscal Sector

1. Serbia: Estabiieh a Large Toxpayers Unit in the Beigrade office. end-Ture 2002 beginning-Cctober 2002 Imglamented

2. Serbia: Adapt the Law on Tax Administration Crganization and the Law on end-June 2002 erd-September 2002 Implementad (Law on Tax
Identification, Contrel and Payment of Public Revenue, (Law on Tax Adiministration Organization, coveting

AdminisTation both areas, was adapted in November
COrganization yet to be 2002, delay was caused by hiatus in
adopted) Parliament's work).

3. Serhiz: Eetablish 8 Treasury in the Ministry of Finance with basie core functicns end-Septembar 2002 Implemented
in cash end debt management

4, Serbie: Create o umified taxpayar tdeatification number. end-Decemnber 2067 Tmiplementzd

5. Moptenegro: Adopt a pengicn law that skifts penston indexation to the Swiss end-December 20062 Adoption delayed, expected to cesur
formula (arithmetic average of wage and price incresses) and raises the inimum by end-Apel 2003
retirerment age by 3 to 5 yenrs in a pheased manner.

B. Financial Sector

1 Montenegro: Adopt legslation to empower CBM to supervise the exicting end-Azril 2002 Expectedto be Implemented in December 2002

offshore banks in line with the rales and regulations applicatils to onskote banks. implemented in Augnet
2002

2. Mectenegro Adept finel deczsicn on the resolution of Montenegro Banka and end-May 2002 Implemented Itnplemented
Jugobanka ad Podgorica, a8 well as Beranska Banka that js vet to be re-licensad
without dirept or irndirect fisenl resources except for appropriate sccial ograms,

3. Fedleration: Adopt a new Law an the National Baxk of Yugeslavia to provide for epd- hmeg 2002 Law on banks wag Expested to be adopted by thy the
& NBY Supesvisory Board and amend the Law on Banks and Other Finanrial smended; Law on NBY  Serbian parliament (under the new
Institutions to establish a regulatory framework in line with international Ternaing 1o be adopted Cuonsutation).
standards,

4. Federation: Publish [AS-basec financial statements of the NEY. end-June. 2003 Implemerntsd Iriplemented

5. Pederatior: Submit draft Law an Securities Markst to Parlizmerd. wid-Jone 2002 tmplemented Implementsd

6. Federation: Decide on (a) privatization plaris for baiks under NBY enhagced ‘tnd-Jome 2002 Implemented, except Mosgtly implemented
supervision and adminisiration and (b) resolution plins for banks urdér control that 8 dezision remains
of the BRA. o : N to be takdn for Borska

Banlca

7. Fedsration: Amend the Accounting Law to adopt IAS as the permanent end-September 2002

Implemenred in Decernber 2002




- 77 -

APPENDIX VI
ANNEX D

Serbia and Montenegro: Extended Arrangement, March:2002-March 2005

Prior Actions, _Structural Performance Criteria, and Structural Benchmarks, J anuary—Decelﬁber 2003

Impl‘eméntation

1I.

IIL

. Fiseal Sector

. Prior Actions for Buaf& Consideration

. Sesbia, Montenegro: Parliamentary spproval of Sexbian and Mentenegrin 'Dudgéts {including provisions for Union-level

cxpenditures)_' for 2003, consistent with pelicy understandings 1 MEFP of April 1, 2003,

Structural ferformancc Criteria

. Serbia: Effective July 1, 2003, increase weighted averape electricity price for sales to end-users by at least 20 percent in

dinar terms from the level prevatling at end-2002.

Structural Benchmarks

. Maontenegro. Adopt a pension law that shifts the indexation of pensions o a weighted averege of changes in wages and

prices (with the weight of wages not to sxcéed 50 percent) and raises the minimum retirement age by 5 years in a phased
manner.

. Serbia, Monteuegra: Reach agresment on timetable for harmonizing at the latest by end-2005 trade, customs, and indirect

tax regimes. -

. Montenegro: Begin reporting quarterly budgetary amears data

. Serhia; Bring all line ministries ard other direct budget users under the treasury single account
. Serbia: Establish Larpe Texpayers Units (LTUs) for Nis, Novi Sad and Kragujevac.
. Serbia: Establish and implement a centralized payroll system under the Central Accounting Division of the Treasury.

. Financial Sector

. Serbis: Adopt new National Bank of Serbis lew to provide for a National Bank Supervisory Board.
. Serbiz: Offer majority ér cantrolling stakes to straiegio investors in at lsast 3 of the banks affected by the July 2002 laws an

Paris and Londen Club debt and frozen foreign currency deposits.

. Foreign trade

. Montenegro: Eliminate all export quctas

. Enterprise restructuring and privatization

. Serhia: Government to approve restructuring strategies for the 7 large state enterprises consistent with a signiticant

improvement in their profitability through streamlining of aperations and cost-cutting,

end-June 2003

end-Agpril 2003

end- April 2003
end-May 20013
end-Tune 2003

end-September 2003
end-Dacember 2003

end-Decamber 2003
end-December 2003

end-April 2603

end-Apiil 2003




Annex E. Serbia and Montenegro: Summary and Timetable for Potential Structural Measures

Under the Extended Arrangement-Supported Program, 2002-2005"

a global tax and reform corporate income tax.

R T R S S T Lead Agency/ | National Agency -
- Policy Area  f Objectives and Targets'| .- Selected Strategies and Measures” Implementation ‘Technical Responsible
R . S S : L : : .. Assistance
1. TFiscal Sector
1.1 Fiscal (a) Broaden the (1) {8, M) Bring all extrabudgetary funds—mnotably 2005-04 [MF/World Bank Serbian and
transparency | coverage of government | the social funds—into the annual budgetary {S) Montenegrin MOF
preparation and approval process. EAR, USAID (M)
(b) Strengthen internal | (1) (8, M) Set up an internal audit office and prepare | 2003 IMF/World Bank/ | Serbian and
audit of budget a plan for annual audits. Bilateral Donors Montenegrin MoF
(2) (8, M) Issue internal audit manuals and standards | 2004
and complete internal audit.
(c) Improve fiscal (1) (8, M) Establish a GFS-consistent fiscal reporting | 20022004 Serbian and
reporting system from all levels of general government: Meontenegrin MoF
» Social funds 2003 (September)
s Local governments 2003 (December)
(2) Begin reporting from local governments to the 2004
Treasury.
1.2 Tax policy (a) Improve the (1) (S) Further reduce the financial transactions tax. | 2003 Serbian MoF
efficiency of the tax
system by broadening (2) (M) Eliminate most of the exemptions introduced | 2003-2005 Montenegrin MoF
the tax base and, as in the six laws on direct and indirect taxes adopted in
appropriate, reducing 2002.
tax rates
(3) (S} Convert the schedular personal income tax to | 2005 Serbian MoF

! Please note that italicized measures are proposed to be designated as structural performance criteria or structural benchmarks under the
Extended Arrangement.

_SL_
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Annex E. Serbia and Montenegro; Summary and Timetable for Potential Structural Measures

Under the Extended Arrangement-Supported Program, 2002-2005"

R R R ER : Lead Agency/ | National Agency
1 Objectives and Targets Selected Strategies and Measures - Implementation Technical Responsible
ﬁ SR Assistance
(4) (S8, M) Introduce a VAT.
+ Montenegro 2003 (April) Montenegrin MoF
o Serbia 2005 (January) Serbian MoF
(3) (8, M) Reach agreement on a timetable for 2003 (April Mont in and
harmonizing at the latest by end-2005 the trade, (ApriD Set:gizgegrm an
customs, and indirect tax regimes. governments
1,3 Tax adminis- | {a) Modernize tax (S) Establish LTUs outside Belgrade for
tration administration to
improve collection and | » Novi Sad, Nis, Kragujevac 2003 (September) Serbian PRA
compliance while
reducing comptiance
costs
1.4 Public (a) Strengthen (1) (8, M) Reorganize MoF and strengthen capacity | 2002-2004 Serbian and
expenditare | government financial along functional lines corresponding to its mandate Montenegrin MoF
management and and responsibilities.
capacity for budget
planning, preparation (2) (8, M) Develop fiscal and budget planning 2003 -2004 Serbian and
and execution functions and build capacity for policy analysis. Montenegrin MoF
(3) Establish (M) and strengthen (S) debt 2003 (April) Serbian and
management capacity. Montenegrin MoF
(4) (M) Begin reporting quarterly budgetary arrears | 2003 (May)
data. Mountenegrin MoF
{5) (S) Bring ail line ministries and other direct 2003 (June)
budget users under the freasury single account. Serbian and MoF
{(6) (S, M) Establish a system of commitment 2003 (June)
control, unify system of making payments, and Serbian and
strengthen control processes and procedures. Montenegrin MoF

_6L_

H XANNY
[A XTANAddV



Annex E. Serbia and Montenegro: Summary and Timetable for Potential Structural Measures

Under the Extended Arrangement-Supported Program, 2002-2005"

fund with an account under the Single Treasury

RN T T T O _ L ‘Lead Agency/ - | National Agency -
‘Policy Area’ . | Objectives and Targets -Selected Strategies and Measures Implementation " ‘Technical-:~. |  Responsible::
Lot ormrnno o : S L . . Assistance .. :
(8) (S) Establish and implement a centralized payroll | 2003 (December}
system under the Ceniral Accounting Division of the Serbian MoF
Treasury.
(b) Civil service reform | (S, M, U) Downsize public sector employment and 2003 (December) World Bank Serbian and
streamline personnel costs. Montenegrin
2. Social Security
2.1 Social (a) Improve expenditure | Bring social funds’ budget execution under the 2003 (December) Serbian MoF and
Security management Treasury. Social Funds
Funds
2.2 Pensions (a) Reform the pension | (1) (5, M) Modify the benefit formula to improve the | 2003 (April) World Bank Serbian and
system to improve link between contributions and benefits, and make Montenegrin
long-term financial redistribution more transparent and consistent with governments, and
viability and facilitate a | available resources. (Specifically, benefits will be Ministry of Social
lowering of payroll based on lifetime wage history instead of the best 10 Affairs in Serbia.
taxes years.)
{2) (S, M) Redesign and tighten eligibility 2003 (April) Serbian and
requirements for disability pensions. Montenegrin govts.
and Ministry of
Social Affairs
(3} (M} Adopt a Pension Law that increases the 2003 (April) Montenegrin
minimum retirement age in a phased manner by government
3 years, and shifis the indexation of pensions to a
weighted average of changes in wages and prices
(with the weight of wages not to exceed 50 percent).
(4) (S) Assess the need for further measures to 2003-2004 Serbian MoF
strengthen the financial position of the pension fund.
(5) (S) Merge the three pension funds into a single 2003 (June) World Bank Serbian govt. &

Ministry of Social
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-Selected Strategies-and Measures Implementation: -+ Technical Responsible
Account in line with the timetable under the World Affairs
Bank’s SOSAC.

2.3 Health {a) Rationalize and (1} (8, M) Improve spending control and encourage 2003 Serbian and
provide cost-effective efficiency in healthcare delivery by refining Montenegrin
public health services contracts for medical services to reduce spending on Health Fund

cost-ineffective treatments and create incentives for
providers to reduce costs and improve collection of
co-payments,
(2) (S, M) Draft new law on pharmaceuticals to (S) 2003 (April) World Bank Ministries of
reduce overlap, clarify roles of the public health (M} 2003 Health and Health
institutions, and to set the framework for a more Funds in Serbia
efficient public health system. and Montenegro
(3) (S, M) Prepare draft of new laws on health 2003 World Bank Ministries of
insurance and healthcare provision that provide for Health and Health
enhanced accountability and governance in Funds in Serbia
consultation with the World Bank. and Montenegro
(4) (S) Develop guidelines for more efficient levels 2003 (September} Serbian Ministry of
of capacity and clear definitions of the roles of Health & Health
different levels in the healthcare delivery system. Fund
(5) (S) Develop master plan for implementing these | 2003 (December) Serbian Ministry of
guidelines. Health & Health
Fund
3. Financial Sector
3.1 Monetary {a) Improve monetary (1) (M) Compile and begin publishing a consistent 2003 (April) IMF CBM
instruments | policymaking monetary survey table.

(2) (S} Facilitate interbank market development by 2003 (June) IMF NBS

automating settlement, deepening market liquidity,
increasing transparency, and building an Electronic
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Serbia to provide for a National Bank Supervisory

Co S I L SIS R I I N L iR - Lead Agency/- - °| National Agency -
.. Policy Area -~ 1:Objectives and Targets:|: © - Selected Strategies'and:Measures: Implementation Technical Responsible -
RS N LI A . B . _ T . Assistance. . o L
Interbank System (ESYSTEM) to integrate the
functions of (i) carrying out monetary policy
operations, (ii) registering interbank money market
operations, and (iii) deposit and settlement accounts
management.
(3) (5} Issue regulations governing interbank money { 2003 IMF NBS
market transactions, auction of treasury bills, and
ESYSTEM operations.
3.2 Central bank | (a) Strengthen internal | (M) Prepare a consistent consolidated Central Bank | 2003 (April) USAID CBEM
structure audit and accounting of Montenegro balance sheet based on [AS
and incorporating all ZOP (internal and external) and
organization Central Bank accounts.
3.3 Banking (a) Ensure soundness of | (1) (M) Transfer the database on existing offshore 2003 (April) CBM/Montenegrin
supervision banking system banks from MoF to CBM to enable effective MoF
monitoring and elimination of remaining offshore
banking activities.
{2) (M) Adopt the Law on Anti Money-Laundering 2003 (April) IMF/USAID CBM/Montenegrin
and issue supporting regulations. MoF
(3) (8) Implement a comprehensive Supervisory 2003 (May) World Bank, NBS
Development Plan outlining medium- to long-term USAID
objectives, and legislative and institutional changes
necessary to achieve these objectives.
{4) (8) Develop consistent operational indicators on | 2003 (June) NBS banking
credit to the non-government sector, and a consistent supervision,
consolidated banking system balance sheet. research, and
monetary depts.
(3} (S) Adopt the new Law on the National Bank of 2003 (December) IMF/WB NBS
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ST S I S SRR o o | Lead Agency/ | ‘National Agency
- Policy Area |-Objectives and Targets - Selected Strategies and Measures Implementation -Technical Responsible
. SR SRR - __ Assistance :
Board,
3.4 Bank (a) Establish a (1) (S) The NBS and Government to put in place 2003 (March) IMF/WB NBS/BRA
restructuring | competitive banking effective monitoring and control mechanisms to
system preserve the value of state-owned banks prior to their
privatization.
(2) (M) Adopt Public Debt Law to pave the way for | 2003 (April) IMF/USAID CBM/Montenegrin
banking nenperforming assets resolution. MoF
(3)(S) Appoint privatization advisors for three banks | 2003 (June) IMF/WB BRA/Serbian MoF
affected by the July 2002 PLC Law and FFDC Law.
(4) (S) Offer for sale three banks affected by the July | 2003 (December) IMF/WB BRA/Serbian Mo¥F
2002 PLC Law and FFCD Law.
3.5 Non-bank {a) Developing {1} (S) Adopt a Law on Secured Transactions and 2003 (April) World Bank, Serbian MIER
financiai financial markets regulations on a Pledge Registry. EBRD, USAID
sector
(2) {S) Adopt legislation to ¢liminate restrictions on | 2003 (April) World Bank Serbian MIER
leasing operations.
(3) (8) Develop a Central Registry to centralize 2003 (April) NBS/Serbian MoF
registration of traded securities.
4. Private Sector Development
4.1 Enterprise (a) Expedite (1) (8} Offer for sale 260 large and 2,700 small 2002-2006 World Bank Serbian Ministry of
privatization | privatization through socially-owned companies and further reduce the Privatization/
tenders, auctions and state’s existing minority share in enterprises. Privatization
sales of minority stakes | e Launch competitive investment tenders for the 2003 (April) Agency
of the state remaining groups of the World Bank pools.
e Offer for sale a further 20 viable large socially- 2003 (December)
owned enterprises through international tenders.
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..... o - - Lead Agency/ i | ‘Nationial Agency: -
Pollcy Area 1 Objectives and Targets Selected S‘rrategles and Measures Impl'ementat;lon Technical - |-~ Responsible -
. s N L T L Assistance .
. Offer for sale a further 800 small soc1al]y owned 2003 (December)
enterprises through auctions.
e Offer for sale a further 70 large and 1,000 small | 2004
socially owned enterprises throngh tenders and
auctions, respectively.
» Offer for sale the remaining 70 large and 500 2005-2006
small socially owned enterprises through tenders
and auctions, respectively.
(2) (M) Offer for sale majority shares in companies 2002-2005 )
to strategic investors through international tenders USAID Montenegrin
Privatization
¢ Offer for sale shares in selected companies 2003 Council
including the tobacco company and hotels.
4.2 Enterprise (a) Create viable (1) (S) Restructure 49 conglomerates (of which 40 2002-2006 World Bank, EAR | Serbian Ministry of
restructuring | companies that can be are in the PA portfolio) prior to privatization under Privatization/
privatized tender or auction procedures: Privatization
Agency
e  Sign contracts with financial advisors for 2003 (May)
8 socially-owned conglomerates in the PA
portfolio to design programs for restructuring
and privatization.
2003-04

Government adopts these restructuring/
privatization programs, and their
implementation begins.

Following the reduction by 40,000 in
employment supported by social programs in
2002, reduce employment in conglomerates
under restructuring by a further 40,000.

2003 (December)

2003 (April)
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centers in EPS.

(2) Strengthen management control over core
activities to achieve effective cost control.

(3) Spin off non-core activities in EPS.

2003 (June)

2003 {December)

T o [ ET T R T T | LcadAgency/ | National Agency
- ~Policy Area  “'}:Objectives:and Targets |-+ i Selected Strategies and-Measures implémentation. Technical ' = |* ~Responsible: -
S L TR O e PT T T ar D U PN - S Assistance
e (S) Government to approve restructuring
strategies for the 7 large state enterprises
consistert with a significant improvement in
their profitability through streamlining of
operations and cost-cutting. 2003 {June)
*  (S) Government will begin implementing the
restructuring strategies for the 7 large state
enterprises.

4.3 Legal and {(a) Strengthen creditor | (1) (S) Implement new bankruptcy law: 2003 World Bank Federal Ministry of
regulatory rights e  Adoptnew law; 20603 (April) Justice/ Serbian
framework «  Establish Bankruptcy Agency to license 2003 (April) Ministry of

individual administrators; Privatization
e  Establish agency to serve as trustee for socially | 2003 (May)
owned enterprises under bankruptey.

5. Sectoral Policies

5.1 Energy (a) Establish financial (1) (3) Increase weighted average electricity price for | 2002-2004 World Bank Ministry of Energy
sector viability sale to end-users to cost recovery levels by the and EPS

middle of 2004:
e increase the price by at least 20 percent in dinar | 2003 (June)
terms,
e increase it further to a cost-recovery level in 2004 (June)
consultation with the World Bank.
(b) EPS restructuring (1) Complete the accounting separation of key profit | 2003 (June)
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RITRRE £ 1SR S (At N e Rt TN R S Lead Agency/ | National Agency
. Policy Area: - - Objectives and Targets:y: Selected Stratégies and Measures Implementation Technical Responsible
Co - O e T . T ' . Assistance L
{c) Create market- (S, M) Design and introduce a legal and institutional | 2002-2003 World Bank Serbian and
conforming regulatory | framework for an independent energy regulator, Montenegrin
framework Ministries of
Energy
6. Trade Policy
6.1 Merchandise | (a) Further liberalize (1) (S) Remove import quotas for steel products and | 2002-2004 World Bank Serbian Ministry of
trade foreign trade regime export quotas on agricultural products, wood and raw Trade
hides:
+  Eliminate all import quotas. 2004 (December)
(2) (M) Remove import quotas and contingency 2002-2004 Montenegrin
licenses for agricultural products, iron, and selected Ministry of Trade
household appliances, and export quotas for
agricultural products, wood and hides:
s Eliminate all export quotas 2003 (April)
» Eliminate all import quotas 2004 (December)
7. Statistical issnes
7.1 Collections Improve the statistical {1) {8, M) Statistics will be reviewed in the context 2002-2005 IMF Federal, Serbian,

of statistics base for of IMF TA missions. and Montenegrin
macroeconomic Statistical Offices
decision-making
Notes:

§ — Serbia; M — Montenegro; U - Union;
CBM - Central Bank of Montenegro;

EPS — Electricity company of Serbia;

IAS — International Accounting Standards;
LTU - Large Taxpayer Unit;

MoF — Ministry of Finance;

NBS — National Bank of Serbia;

PRA — Public Revenue Agency.
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Union of Serbia and Montenegro: Technical Memorandum of Understanding

1. INTRODUCTION

1. This memorandum replaces the Technical Memorandum of Understanding attached
to the Memorandum of Economic and Financial Policies of April 26, 2002. It sets out the
understandings regarding the definitions of quantitative and structural performance criteria
and benchmarks, as well as indicative targets, for the program supported by the Fund under
an Extended Arrangement (EA), as well as the related reporting requirements. The key
changes in this updated memorandum include a revised adjustor on net credit to government,
and the incorporation of changes implied by the new Constitutional Charter.

2. To menitor developments under the program, the authorities will provide the data
listed in each section below to the European 1 Department of the Fund, in accordance with
the indicated timing. The quantitative performance criteria and indicative targets will be
monitored on the basis of the methodological classification of monetary and financial data
that was in place on October 31, 2002, except as noted below. Quantitative performance
criteria and indicative targets for end-December 2002 as well as end-April, end-June, end-
September and end-December 2003 are specified in Annexes A and B of the Memorandum
of Economic and Financial Policies (MEFP).

3. For program purposes, the public sector consists of the consolidated general
government (comprising union operations, Serbian state and local governments, the
Montenegrin state government, the Serbian and Montenegrin social security funds, and the
Serbian special budgetary programs), the National Bank of Serbia (NBS), and the Central
Bank of Montenegro (CBM). The authorities will inform the Fund staff of any new funds or
special extrabudgetary programs that may be created during the program period to carry out
operations of a fiscal nature as defined in the IMF’s 2001 Manual on Government Financial
Statistics, and will ensure that these will be incorporated within the definition of consolidated
general government.

II. QUANTITATIVE CRITERIA: DEFINITIONS AND REPORTING STANDARDS
A. Floor for Net Foreign Assets of the NBS and Program Exchange Rates

4. Definition. Net foreign assets (NFA) of the NBS consist of foreign reserve assets
minus foreign reserve liabilities.

. For purposes of the program, foreign reserve assets shall be defined as monetary
gold, holdings of SDRs, the reserve position in the IMF, and NBS holdings of foreign
exchange in convertible currencies. Any such assets shall only be included as foreign
reserve assets if they are under the effective control of, and readily available to, the
NBS. In particular, excluded from foreign reserve assets are: frozen assets of the
Union of Serbia and Montenegro (SM), undivided assets of the former Socialist
Federal Republic of Yugoslavia (SFRY), long-term assets, NBS claims on resident
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banks and nonbanks, as well as subsidiaries or branches of SM commercial banks
located abroad, any assets in nonconvertible currencies, encumbered reserve assets
(e.g., pledged as collateral for foreign loans or through forward contracts), and
precious metals other than gold. For program purposes, all euro and foreign currency-
related assets will be evaluated at program exchange rates; for 2003, the program
exchange rates are those that prevailed on December 31, 2002. In particular, US$1 =
DIN 58.9848, €1 = DIN 61.5152, and SDR1 = US$1.3595. Monetary gold shall be
valued at an accounting price of US$349.25 per ounce. On December 31, 2002 the
NBS’s foreign reserve assets as defined above amounted to US$2,280 million,
including gold valued at US$114.2 million.

. For purposes of the program, foreign reserve liabilities shall be defined as any
foreign currency-denominated short-term loan or deposit (with a maturity of up to and
including one year), swaps (including any portion of the NBS gold that is
collateralized), and forward liabilities of the NBS—to residents and nonresidents;
IMF purchases; and loans contracted by the NBS from international capital markets,
banks or other financial institutions located abroad, and foreign governments,
irrespective of their maturity. Undivided foreign exchange liabilities of SFRY are
excluded. On December 31, 2002, the NBS’s foreign reserve liabilities, as defined
above, to nonresidents were US$667 million and to residents were US$544 million.

. All assets and liabilities denominated in convertible currencies other than the U.S.
dollar shall be converted at their respective exchange rates against the U.S. dollar
prevailing on December 31, 2002. All changes in definition or in valuation of assets
or liabilities, as well as details of operations concerning sales, purchases or swap
operations with respect to gold shall be communicated to the Fund staff within one
week of the operation.

5. Reporting. Data on foreign reserve assets and foreign reserve liabilities of the NBS
shall be transmitted to the European 1 Department of the Fund on a weekly basis within four
business days of the end of each business week. To facilitate program monitoring, the NBS
will provide the data at the indicated constant prices and exchange rates, as well as at current
exchange rates. The NBS will report if any of the reported foreign reserve assets are illiquid
or pledged, swapped, or encumbered.

6. Adjustors. For program purposes, the floor for net foreign assets will be adjusted
upward pari passu to the extent that: (i) after December 31, 2002, the NBS has recovered
frozen assets of the FRY, assets of the SFRY, long-term assets, and foreign-exchange-
denominated claims on resident banks and nonbanks, as well as SM commercial banks
abroad; and (ii) the restructuring of the banking sector by the Bank Restructuring Agency
(BRA) involves a write-off of NBS foreign-exchange-denominated liabilities to resident
banks. These performance criteria will be adjusted by the amount that revised estimates differ
from the preliminary estimates of the end-2002 outcome.
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B. Ceiling on Net Domestic Assets of the NBS

7. Definition. For purposes of the program, net domestic assets (NDA) of the NBS are
defined as the difference between reserve money (as defined in section E) and net foreign
assets (as defined in section A), with the latter being converted from U.S. dollars into dinars
at the program accounting exchange as specified above. The ceiling is established as the
monthly average of each month with an end-month test date (i.e., the averages of April, June,
September, and December, 2003, respectively). As of December 31, 2002, NDA of the NBS
so defined were valued at DIN 1,185 million (Annex A), The monthly average of NDA for
program purposes will be calculated as the difference of the monthly average of reserve
money and monthly average of NFA. The monthly average of NFA will be adjusted so that
the disbursements of World Bank program loans and EU macro-financial assistance are
counted as if they occurred on the first day of the month in which they were effected.

8. Adjustors. The NBS's NDA ceiling is subject to the same adjustor for excess or
shortfall in combined budgetary external financing and privatization proceeds for the
consolidated Serbian government as defined in Section C, except that the limit for upward
adjustment is DIN 2.5 billion,

9. Reporting. The ceilings will be monitored on the basis of daily data on the accounts
of the NBS, reported foreign reserves assets and liabilities as defined under section A, and
reserve money (as defined under section E), supplied to the European 1 Department of the
Fund by the NBS within four business days of the end of each business week. To facilitate
program monitoring, the NBS will provide daily its foreign reserves liabilities, as well as the
amounts and dates of World Bank and EU macro-financial assistance disbursements at the
current and the agreed constant exchange rates,

C. Ceiling on the Net Credit of the Banking System to the
Consolidated General Government

10.  Definition. The banking system comprises the NBS, commercial banks in Serbia, the
CBM, and commercial banks in Montenegro. The consolidated general government was
defined above.

. For program purposes, net credit of the banking system to the consolidated
general government is defined as all claims other than frozen foreign currency
deposit (FFCD} bonds (i.e., credits, securities, and other claims in both dinar and
foreign currencies) of the banking system on the consolidated general government
less all deposits of the consolidated general government with the banking system,
including foreign currency deposits. Foreign currency deposits and foreign-currency-
denominated credits to the general government will be reported at the December 31,
2002 exchange rates. Net bank credit to the consolidated general government in
Montenegro will be monitored on the basis of data supplied by the Montenegrin
authorities; at end-December 2002, net credit of the banking system in Montenegro to
the consolidated general government in Montenegro amounted to €-33.8 million
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(equivalent to DIN -2,067 million). At end-December 2002, net credit of the banking
system to the consolidated general government so defined was DIN -7,438 million.

11.  Reporting. The ceilings will be monitored using end-month data on the accounts of

the banking system supplied to the European 1 Department of the Fund with a lag not to
exceed three weeks.

12. Adjustors. For program purposes, the ceilings on net credit of the banking system to
the consolidated general governments will be adjusted downward by the cumulative increase
in the stock of government debt held by the nonbank public (other than that related to the
frozen foreign currency deposits), starting from January 1, 2003, and upward for any
decrease. These performance criteria will be adjusted by the amount that revised estimates
differ from the preliminary estimates of the end-2002 outcome. In addition, in the event of a
shortfall in the sum of net foreign budgetary financing and privatization proceeds, the
ceilings will be adjusted upward by 75 percent of the shortfall subject to the total adjustment
limit of DIN 5 billion for Serbia’s and €10 million for Montenegro’s consolidated
government. The ceilings will be adjusted downward for the excess of combined net external
budgetary financing and privatization proceeds relative to budgeted levels that are not used
(1) to reduce the government’s external indebtedness by more than envisaged under the
program, or (2) to cover investment and restructuring costs in consultation with the Fund in
the context of reviews under the EA. Privatization receipts are defined to include all receipts,
including those accruing to extrabudgetary funds. Net external budgetary financing is defined
to include all budgetary grants and loans, less amortization (on a cash basis). The estimation
of the shortfalls (excesses) in the sum of net foreign budgetary financing and privatization
receipts will be based on the following projections (cumulative from the beginning of 2003):

Serbia (In billions of dinars)

end-April end-June end-Sep. end-Dec.
Foreign financing 0.2 7.6 14.8 16.6
Privatization proceeds 5.8 9.0 14,1 20.3

Montenegro (In € million)

end-April end-June end-Sep. end-Dec.
Foreign financing 15.0 35.0 37.8 40.7
Privatization proceeds 0.7 1.1 15.5 23.2

D. Ceiling on Change in Domestic Arrears

13. For program purposes, indicative targets will be set on the change in domestic arrears.
Separate indicative targets will be set for the budget of the Union of Serbia and Montenegro,
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the consolidated general government of Serbia, and the consolidated general government of
Montenegro.

14.  Definition

For the purpose of establishing compliance with this indicative target, the union
budget is defined to comprise all budgetary activities specified in the Constitutional
Charter, including the SM army and the SM pension fund for retired military
personnel. The consolidated general government of Serbia is defined to comprise all
budgetary institutions financed from the Serbian state budget, the Republican Pension
and Invalidity Insurance Fund for Employees, the Republican Pension and Invalidity
Insurance Fund for Self-employed, the Republican Pension and Invalidity Insurance
Fund for Agricultural Workers, the Republican Health Insurance Fund, the
Republican Labor Market Agency, all republican special directorates, and all other
budgetary and extrabudgetary funds created by the government of Serbia existing
before or created during the period of the program. The consolidated general
government of Montenegro is defined to comprise all budgetary institutions financed
from the state budget, the Republican Pension and Invalidity Insurance Fund, the
Republican Health Insurance Fund, the Republican Labor Market Fund, and all other
budgetary and extrabudgetary funds created by the government of Montenegro
existing before or created during the period of the program.

The outstanding stock of domestic arrears comprises wage and pension arrears;
arrears with respect to accrued tax and social security contribution obligations,
including personal income tax and social security contributions of employees
withheld at source; arrears on social entitlement benefits (apart from pensions) to
households; arrears incurred with respect to the purchases of goods and services from
suppliers; and arrears related to the servicing of domestic debt.

The outstanding stock of wage arrears at a particular date are defined as total
accumulated unpaid wages of all employees on the regular payroll of all units
belonging to the parts of the general government as defined above, up to the latest
preceding regular pay date, which have not been settled by the test date. The total
stocks of wage arrears, thus defined, are on a gross basis and are calculated by
summing the wage arrears of all units of government with regard to their own
employees; transfers between different levels of government for making wage or
other payments are excluded from the estimates of these wage arrears.

Pension arrears are defined as total accumulated pensions due but not disbursed by
the pension funds concerned to all pensioners in the pension rolls up to the latest
preceding pension disbursement date.

The outstanding stocks of tax and social contribution arrears at a particular date
comprise total accumulated accrued tax obligations of the parts of the general
government as defined above that have not been paid by the test date. The total stocks
of such arrears are on a gross basis.
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Social entitlement payments, apart from pensions, are defined as all cash payments
due directly to, or on behalf of, the population in accordance with stipulations in the
law and which are not contingent upon the provision of any services or sale of any
goods or assets to the general government by such members of the population in
return for these payments. The stock of such entitlement arrears are defined as total
accumulated payments due but not disbursed by all units of government up to the test
date. Thus defined, these arrears are also on a gross basis and do not include the
netting out of any transfers made between different units of the general government
for the payment of such entitlements.

Arrears to suppliers comprise payments delayed beyond what was explicitly specified
in relevant contracts, or in the absence of such specification, for two months from the
date of submission of bills, for already-effected purchases of goods or services by the
government concermned. These include, inter alia, arrears to utility companies, arrears
incurred with respect to service and maintenance contracts, and payments not made
for the purchase of goods and supplies such as equipment and furniture. These arrears
are also defined on a gross basis and overdue tax and other obligations to the
government of the relevant enterprises are not included in the calculation of the
arrears of the government unless there is mutual agreement on the cancellation of
debts. Netting out of any transfers made between different units of the general
government for the payment of such arrears and obligations are also not taken into
consideration.

Arrears to domestic banks and nonbank lenders comprise all overdue payments
related to financial contracts between the government and domestic banks, nonbank
financial institutions, nonfinancial institutions, and private lenders.

At end-December 2002, the stock of arrears at the union level was estimated at
DIN 0 billion; and the stock of arrears of the consolidated general government in
Serbia was estimated at DIN 44.3 billion.

€ denominated claims on government will be converted at the program exchange rate;
claims denominated in currencies other than the € will first be converted at their
respective program exchange rates against the € . The change in arrears is defined as
the change in the end-period stock of arrears. Changes in wage and pension arrears
will be adjusted for the changes in the average wage and average pension in the
economy relative to their respective values in December 2002.

Reporting. Before the last business day of each month, data on end-period stocks of

arrears for the previous month will be supplied to the European 1 Department of the Fund by
the reporting agency at the union level, the Ministry of Finance of Serbia, and the Ministry of
Finance of Montenegro.
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E. Definition of Reserve Money

16.  Definition. Reserve money is defined as the sum of currency in circulation (NBY
Bulletin, September 2000, Table 3A, column 8) and dinar reserves banks are required to
hold, plus excess reserves of the commercial banks at the NBS, Shortfalls in reserves that
banks are required to hold will be included in required reserves (and therefore in reserve
money), as well as in bank borrowing from the NBS. Reserves that banks are required to hold
were set at 20 percent effective on April 11, 2002 of the base as defined in NBS Decision of
March 28, 2002. As of March 1, 2003 the required reserve ratio was raised to 23 percent.
Subsequent changes in the reserve requirement will be reflected in program definitions. The
amounts that banks are permitted to hold in securities to satisfy the statutory reserve
requirement will be limited to the amount that banks were holding as of December 31, 2000
(DIN 174.1 million). Excess reserves include commercial bank’s (1) balances in Giro
accounts 620, 621, 623, and 625, (2) overnight deposit in account 205 at the NBS, (3) excess
balances (with the shortfall in required reserves counted as negative excess) above required
reserves on account 201 at the NBS, and (4) cash in vaults.

17.  Data on reserve money will be monitored from the daily indicators data of the NBS,
which shall be supplied to the European 1 Department of the Fund weekly by the NBS with a
three-day lag. The end-month data is based on the NBS balance sheet, which is provided to
the Fund with a lag of less than three weeks. On December 31, 2002, currency in circulation
amounted to DIN 43,651 million, while required reserves amounted to DIN 15,843 million,
and excess reserves to DIN 9,824 million. For program and projection purposes, monthly
averages of reserve money and its components were used. On the assumption that the
increase in required reserves would be met through a corresponding decline in excess
reserves, the hypothetical December 2002 average required reserves associated with a

23 percent reserve requirement would have been DIN 17,690 million, while excess reserves
would have been DIN 5,719 million. Data on effective reserve requirements and the deposit
base used in reserve requirement calculations will be supplied to the European 1 Department
on a ten-day basis with a lag of less than a week.

i8.  Adjustors. For program monitoring purposes, reserve money will be adjusted as
foliows. Should the standard reserve requirement increase (decrease) from the level
prevailing on March 1, 2003, the ceiling on net domestic assets would be increased
(decreased) by an amount equivalent to the change in the standard reserve requirement ratio
multiplied by the programmed deposit base used in the calculation of required reserves.
Before making any such changes, the NBS will consult with Fund staff. Required reserves of
banks placed under BRA administration or liquidation will remain part of reserve money for
program purposes.

F. Ceiling on External Debt-Service Arrears

19.  Definition. External debt-service arrears are defined as overdue debt service arising
in respect of obligations incurred directly or guaranteed by the public sector, except on debt
subject to rescheduling or restructuring. The program requires that no new external arrears be
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accumulated at any time under the arrangement on public sector or public sector guaranteed
debts.

20.  Reporting. The accounting of nonreschedulable external arrears by creditor (if any),
with detailed explanations, will be transmitted on a monthly basis, within two weeks of the
end of each month. This accounting will include, separately, arrears owed at the union level,
by the Serbian and Montenegrin governments, and other public sector entities; arrears owed
by Yugoslav Airlines; and arrears owed to Paris Club creditors, non-Paris Club creditors, and
other creditors. Data on other arrears, which are reschedulable, will be provided separately.

G. Ceilings on External Debt

21.  Definitions. The ceiling on contracting or guaranteeing of new nonconcessional
external debt by the public sector with original maturity of more than one year applies not
only to debt as defined in point No. 9 of the Guidelines on Performance Criteria with Respect
to Foreign Debt adopted on August 24, 2000 (Decision No. 12274-(00/85), see attachment to
this Annex) but also to commitments contracted or guaranteed for which value has not been
received. Excluded from this performance criterion are loans from, or other indebtedness to,
the EBRD, the EIB and EU, the IBRD, the IMF, and the IFC. Concessionality will be based
on a currency-specific discount rate based on the ten-year average of the OECD’s
commercial interest reference rate (CIRR) for loans or leases with maturities greater than

15 years and on the six-month average CIRR for loans and leases maturing in less than

15 years. Under this definition of concessionality, only debt with a grant element equivalent
to 35 percent or more will be excluded from the debt limit. Second, with regard to the ceiling
on new external debt with original maturity of up to and including one year owed by the
consolidated general government or guaranteed by the public sector, the term “debt” has the
meaning set forth in point No. 9 of the Guidelines on Performance Criteria with Respect to
Foreign Debt adopted on August 24, 2000 (Decision No. 12274-(00/85). Excluded from this
performance criterion are normal short-term import credits.

22.  Reporting. A debt-by-debt accounting of all new concessional and nonconcessional
debt contracted or guaranteed by the public sector, including the original debt documentation,
details on debt service obligations, as well as all relevant supporting materials, will be
transmitted on a quarterly basis within four weeks of the end of each quarter.

III. OTHER REPORTING REQUIREMENT FOR PROGRAM MONITORING
A. Macroeconomic Monitoring Committee

23. A macroeconomic monitoring committee, composed of senior officials from the
Union Government, Serbian and Montenegrin Ministries of Finance, the NBS, and other
relevant agencies, shall be responsible for monitoring the performance of the program,
informing the Fund regularly about the progress of the program, and transmitting the
supporting materials necessary for the evaluation of performance criteria and benchmarks.
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B. Developments on Structural Performance Criteria and Benchmarks

24.  The authorities will notify the European 1 Department of the Fund of developments
on structural performance criteria and benchmarks as soon as they occur. The authorities
will provide the documentation, according to the dates in Annex B, elaborating on policy
implementation. The authorities will also notify the European 1 Department of the Fund
of any economic developments or policy measures that could have a significant impact
on the implementation of this program.

C. Data Reporting
Production and prices
25.  The following information will be transmitted at the time of their publication:

. The retail price index, the industrial price index, the industrial production index,
wages and employment, and exports and imports.

26.  Any revision to the national accounts data will be transmitted within three weeks of
the date of the revision.

Public finance

27.  Monthly data on public finance will require a consolidated budget report of the state
governments and union level operations, transmitted within four weeks of the end of each
month comprising:

. The revenue data by each major item, including that collected by the state and local
governments, as well as the social funds;

. Details of the recurrent and capital expenditure of the union, state, and local
governments, as well as the social funds; and

. Details of budget financing, both from domestic, and external sources, including total
privatization receipts.

In addition, Montenegro will begin quarterly reporting of the stock of arrears of the
consolidated general government in Montenegro from end-May 2003,

Monetary sector data

28.  The following data will be transmitted on a daily/weekly/biweekly basis within
one/five working days of the end of each day/week.

» Daily movements in gross foreign reserves of the NBS at current and program
exchange rates and gold prices, indicating amounts sold/bought at the auction, in
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foreign exchange offices and on the interbank market, inflows of foreign grants,
inflows of foreign loans, and repayments of frozen foreign currency deposits.

Daily movements in foreign exchange-denominated liabilities of the NBS to (i) non-
residents; (i1) SM banks; and (iii) other SM residents,

Daily movements in liquid foreign exchange assets of SM banks as reported by these
banks to the NBS.

Daily movements in reserve money, indicating currency in circulation, the basis upon
which required reserves are calculated, required reserves, reserves held, and excess

Teserves.,

Outstanding stocks of Treasury bills, and auction details (rates, amounts per maturity
and number of banks participating in the auction per maturity).

Interbank foreign exchange rates and volume of transactions, including rates and
volume of trading outside the fixing session.

Ten-day report on public sector borrowing and lending from commercial banks and
the NBS.

Ten-day report on required reserves and the reserve base.

The balance sheet of the NBS and the consolidated balance sheets of the commercial

banks, including all banks in Montenegro, will be transmitted on a monthly basis within three
weeks of the end of each month. The stocks of government and mandatory and voluntary
NBS securities held by banks and by non-banks, as available to the NBS, detailed
information on interbank money market transactions (terms, duration, and participating
institutions), and interest rate developments will be transmitted on a monthly basis within
two weeks of the end of each month. Credit to government by the banking system is provided
with detailed breakdowns on the union, state, and local governments.

30.

The following data will be transmitted on a monthly basis:

NBS foreign exchange reserves held in accounts abroad, foreign banknotes, and
foreign securities as well as interest income on foreign assets.

Individuals’ foreign exchange savings in top ten banks.

Grants and loans disbursement as well as debt amortization and interest payments.

External data

31.

The data below will be transmitted as follows:
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The interbank market exchange rate, as the simple average of the daily-weighted
average buying and selling rates, will be transmitted on a weekly basis within five
business days of the end of the week;

Balance of payments data on services, private transfers, and capital account
transactions will be transmitted on a quarterly basis within four weeks of the end of
each quarter; and

Detailed monthly data on the volume and prices of exports and imports, separating
out imported petroleum products.
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Executive Board Decision No. 6230-(79/140) (Guidelines on Performance Criteria

with Respect to Foreign Debt) adopted August 3, 1979, as amended by Executive

Board Decision No. 11096-(95/100) adopted October 25, 1995, and as amended on
August 24, 2000

Point No. 9

(a) For the purpose of this guideline, the term “debt” will be understood to mean
a current, 1.e., not contingent, liability, created under a contractual arrangement through the
provision of value in the form of assets (including currency) or services, and which requires
the obligor to make one or more payments in the form of assets (including currency) or
services, at some future point(s) in time; these payments will discharge the principal and/or
interest liabilities incurred under the contract. Debts can take a number of forms, the primary
ones being as follows:

(1) loans, 1.e., advances of money to the obligor by the lender made on the
basis of an undertaking that the obligor will repay the funds in the future (including
deposits, bonds, debentures, commercial Joans and buyers’ credits) and temporary
exchanges of assets that are equivalent to fully collateralized loans under which the
obligor is required to repay the funds, and usually pay interest, by repurchasing the
collateral from the buyer in the future (such as repurchase agreements and official
swap arrangements),

(ify  suppliers’ credits, i.e., contracts where the supplier permits the obligor
to defer payments until some time after the date on which the goods are delivered or
services are provided; and

(iii)  leases, i.e., arrangements under which property is provided which the
lessee has the right to use for one or more specified period(s) of time that are usuaily
shorter than the total expected service life of the property, while the lessor retains the
title to the property. For the purpose of the guideline, the debt is the present value (at
the inception of the lease) of all lease payments expected to be made during the
period of the agreement excluding those payments that cover the operation, repair or
maintenance of the property.

(b) Under the definition of debt set out in point 9(a) above, arrears, penalties, and
judicially awarded damages arising from the failure to make payment under a contractual
obligation that constitutes debt are debt. However, arrears arising from the failure to make
payment at the time of delivery of assets or services are not debt.
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Press Release No. 03/51 International Monetary Fund
FOR IMMEDIATE RELEASE Washington, D.C. 20431 USA
April 16, 2003

IMF Approves US$137 Million Credit Disbursement Under Extended Arrangement with
Serbia and Montenegro

The Executive Board of the International Monetary Fund (IMF) today completed its first review
of Serbia and Montenegro’s economic performance under the Extended Arrangement. This will
enable Serbia and Montenegro to draw SDR 100 million (about US$137 million) under the
arrangement immediately.

The Extended Arrangement was approved on May 14, 2002 for a total of SDR 650 million
(about US$889 million) to support Serbia and Montenegro’s economic program in 2002-2005
(see Press Release No. 02/25}. So far, Serbia and Montenegro has drawn SDR 100 million (about
US$137 million) from the IMF.

Following the Executive Board discussion, Anne Krueger, First Deputy Managing Director and
Acting Chair, said:

“The IMF commends the authorities of Serbia and Montenegro for the impressive further
progress in stabilization and reform achieved in 2002. Firm macroeconomic policy
implementation contributed to rapid disinflation, a strengthening of foreign reserves, and a
continued recovery in output and exports. Significant advances were also made in structural
reform. Equally welcome is the renewed commitment to reform of the new government formed
following Premier Djindjic’s tragic assassination.

“Looking ahead, continued prudence and vigilance in policy implementation will remain
essential to safeguard the authorities’ inflation and external objectives, especially in light of
macroeconomic uncertainties and the challenges remaining in the area of structural reform. On
the macroeconomic front, there is a need for a tightening of monetary policy and further fiscal
consolidation. On the structural front, continued progress will require strong resolve as reforms
move to a more difficult phase. The authorities’ demonstrated commitment to reform augurs well
for achieving these objectives and laying the basis for durable growth, and merits continued
support from the international community.

“Fiscal policy in 2003 will aim not only at containing the external imbalance, but will also

continue to support restructuring and an appropriate social safety net. Owing to the unusual risks
to the macroeconomic outlook and tax collections, the authorities intend to contain discretionary
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spending commitments below the program level until revenue prospects become clearer.
Revenue efforts will focus on improving tax administration and broadening the tax base. Fiscal
transparency and management should improve with the channeling of all privatization proceeds
through the budget and the planned use of any excess privatization proceeds to reduce the
government’s net indebtedness.

“The planned tightening of monetary policy will help lower inflation further and safeguard
foreign reserves. Exchange rate policy should be kept under close review in light of trade, price,
and wage developments and conditions in the interbank foreign exchange market. In light of the
rapid increase in bank credit to enterprises since mid-2002, prudential regulations should be
enforced strictly to ensure that new lending remains sound. The IMF welcomes the further
liberalization of the country’s foreign exchange system and the authorities’ acceptance of the
obligations under Article VIII, Sections 2, 3, and 4 in 2002.

“The authorities intend to press ahead with structural reform. Attracting strategic investors for
the envisaged privatization of the 16 nationalized banks, while ensuring their proper governance,
will be key to building a healthy banking system. The recent streamlining of enterprise
privatization procedures should help attract investor interest in financially weaker enterprises and
maintain the pace of privatization.

“The formation of the state union of Serbia and Montenegro in early 2003 will enhance political
stability and provide a unique window of opportunity for carrying forward the reform process.
The envisaged normalization of economic relations between Serbia and Montenegro under the
new constitutional framework—notably by harmonizing the trade, customs, and indirect tax
regimes as they converge toward EU directives—should help improve economic efficiency in
both states,” Ms. Krueger said.



Statement by Fritz Zurbriigg, Executive Director for Serbia and Montenegro
and Srboljub Antic, Advisor to Executive Director
April 16, 2003

Introduction

1. Our authorities of Serbia and Montenegro welcome the staff report, which presents a
balanced and candid picture of the economic situation. They would like to express their
gratitude to management and the Executive Board for their continuous support over the last
two and half years. During the period of political change, this support has been crucial and
has contributed to the smooth institutional transition,

2. The political process of creating the state union was completed successfully with the
inauguration of the first government of Serbia and Montenegro in March 2003. With a new
Montenegrin government in power since January 2003 and a new Serbian government, that
was quickly formed after the assassination of Prime Minister Djindjic, a window of
opportunity of at least two years has opened to continue to implement the necessary reforms,
The formation of the state union was an important step. It eliminated a major political
uncertainty, by taking into account the broader regional and political considerations, while at
the same time recognizing the political and economic realities. Furthermore, the state union’s
responsibilities were streamlined to provide only essential services.

3. Macroeconomic policies have been firmly implemented. All quantitative performance
criteria were observed. Moreover, the prior action for Board consideration of the first review
under the Extended Arrangement has been implemented with the adoption of the revised
Serbian budget on April 2, 2003. Some temporary delays in the adoption of reform
legislation occurred, stemming mainly from the transformation process into the new state
union and the presidential elections in both republics. However, these were of relatively
minor significance and progress in implementing reforms in most areas has stayed well
within expectations, mainly as a result of strong ownership and a continuous dialogue with
staff. Our authorities stress that the formation of the new political and institutional setup
provides the basis for an acceleration of all reforms. The membership in the Council of
Europe and the prospects for a Stabilization and Association Agreement with the EU create
additional opportunities for fast and lasting reforms.

4. Unfortunately, the assassination of the Serb Prime Minister has considerably
increased the overall uncertainty—with significant negative effects on growth, investment
and budget. However, the authorities are confident that a firm implementation of
macroeconomic policies, together with an adequate support from the donor community and
the IFI’s will improve the situation substantially.

Macroeconomic Developments and Outlook

5. The macroeconomic performance in 2002 was promising. The inflation rate was well
below the program target and real GDP is estimated to have grown between 3% and



4 percent, broadly in line with the target. The service sector was the main source of growth
and industrial production showed signs of recovery. Foreign reserves reached $2.3 billion at
the end of 2002, due to buoyant private capital transfers. However, the fast growing domestic
demand led to a larger current account deficit than projected.

6. In the short run, curbing domestic demand is the main task of macroeconomic policy.
Consequently, the fiscal deficit target has been reduced to 4.5 percent to rein in the current
account deficit. Additionally, excess bank lending will be curbed by a tightening of credit
policy and a strengthening of banking supervision.

7. Looking forward, the authorities are fully aware of the many daunting tasks lying
ahead. With a GDP that lies currently only at about 50 percent its 1990 level, achieving high
permanent growth is the main challenge. Such growth will help to alleviate poverty and to
secure a sustainable external position.

Fiscal Policy

8. Fiscal policy performance has been broadly in line with the Fund program. The fiscal
stance will continue to provide the necessary resources for the large financing needs,
particularly in the social area, while taking into account the need to contain external
imbalances. The expenditure-to-GDP ratio is envisaged to decline by 1.8 percentage points to
45.1 percent in 2003. On the revenue side, the main focus will lie on improving tax
administration and on bringing in a larger share of private sector activity into the formal
economy. As a result, the overall fiscal deficit will be reduced by 0.5 percentage points to 4.5
percent of GDP in 2003, which will also help to slow down domestic demand.

9. The budget on the state union level for 2003, to be financed entirely by transfers from
the republics, will be streamlined and in balance. The adequate comparison with the former
budget shows that expenditures were significantly reduced by layoffs and lower defense
spending (which will decline by 0.3 percentage points to 3.4 percent of GDP).

10.  The Serbian budget tries to reconcile the need for supporting the recovery with the
need to tame inflation, while ensuring the overall goal of fiscal sustainability. The recovery is
supported by an increase in capital spending and a substantial reduction of the tax burden on
labor and corporate investment. Subsidies and transfers are projected to decline due to
significant reductions in the subsidies to public enterprises (by almost 1 percent of GDP).
The government has already identified areas where cuts would be possible should revenues
fall short of expectations.

11. A number of structural reforms, outlined in the Memorandum of Economic Policies,
have been initiated to further improve revenue collection and expenditure management. The
ZOP payment system was successfully abolished, allowing commercial banks to execute
payments without the mandatory intermediation of any institution or agency. The problems
in revenue collection in January 2003 were successfully solved. Treasury procedures have
been further strengthened, and the objective is to have full coverage by end-June 2003. On



April 8, 2003, the treasury started issuing bonds, which should alleviate liquidity
management. Technical preparations are underway for the introduction of the VAT in Serbia,
the last key tax policy reform, by January 2005.

12. Montenegro’s fiscal deficit was broadly in line with the program. A higher than
budgeted net wage made cuts in discretionary spending necessary. The 2003 budget aims to
underpin fiscal sustainability by containing non-inferest current expenditure in relation to
GDP. The slight increase in the planned budget deficit stems mainly from the contributions
to the Union budget. To prevent the build-up of excessive budget deficits, the government
has explicitly linked the implementation of the envisaged increase in public wages to a
reduction in the number of public employees.

13. To improve revenues a VAT has been introduced on April 1, 2003. Furthermore, the
harmonization of some indirect tax and import duties with Serbia will also improve revenue
performance. Additionally, the treasury will enhance expenditure reporting, monitoring of
the arrears and debt management. A new Pension Law is under preparation with objectives to
increase the retirement age and shift the indexation scheme to a more appropriate model.

Monetary and Exchange Rate Policies

14.  In 2002, impressive progress has been made in lowering inflation and strengthening
foreign reserves. For 2003, monetary policy in Serbia will seek to curb excess bank lending
and lower inflation, with reserve money growth driven entirely by increases in NFA. The
auctions of the National Bank of Serbia (NBS) securities will continue in quantities that are
consistent with the NDA target. The NBS will accept the resulting interest rates, thus
fostering the importance of that monetary instrument. Excessive bank lending in the second
half of 2002 and the widening of current account deficit have been tackled by an increase of
the reserve requirement.

15.  During 2003, the exchange rate policy in Serbia will continue to keep the right
balance between disinflation and external objectives by supporting a gradual improvement in
external competitiveness, while aiming at a continuation of the disinflation process. The
stability of the exchange rate has had a decisive role in containing inflationary expectations.
Lately, safeguarding the external position has gained more importance. Developments in
trade, wages and on the foreign exchange market will be monitored closely with a view to
allowing greater flexibility in exchange rate policy.

Privatization

16.  In Serbia, privatization has gained momentum in last quarter of 2002 and a similar
pace is expected to continue in 2003. Revenues from selling state owned enterprises were
above expectations in 2002, For 2003 Serbian authorities expect US$550 million. The
government is confident about the privatization revenue, as streamlining the auction process
and lowering the period of guaranteed post-privatization employment have created better
conditions for investors. In April a tender was launched for selling two tobacco factories,



giving a clear sign that the privatization process is continuing even in times of higher
uncertainty. The selling of one mobile phone operator was postponed to next year, due to the
weak conditions in this specific market.

17.  In Montenegro, privatization has taken place through several channels, combining
Mass Voucher Privatization (MVP) with selling stakes in enterprises through tenders and
auctions. All MVP was properly executed in 2002, while tenders and auctions will proceed
throughout 2003. The successful selling of an oil product distribution company in 2002 has
improved the climate for privatization in 2003.

Conclusions

18.  Serbia and Montenegro are at an important transition point. The outstanding tasks to
reform the country are challenging. The uncertainty after the assassination of the Prime
Minister of Serbia was quickly and successfully addressed, but the negative economic effects
are likely to be significant. The support of the IFI’s and additional donor support, together
with prudent government policies, are needed to tackle the current challenges.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

