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IMPLICATIONS OF LOW INFLATION IN MONTENEGRO

This paper examines negative repercussions of low inflation in Montenegro in terms of mo-
netary strategies of its fixed exchange rate regime. It starts from the hypothesis that low inflation
causes many economic problems, creating a boomerang effect. Conclusion is that under conditions
of underdeveloped institutional and microeconomic environment, long-term low inflation can con-
tribute to macroeconomic stability. Regardless of the existing monetary-exchange rate regime,
destructive implications of the financial crisis and psychological factors had negative impact on the
sustainability of low inflation environment.
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Mimo /IpamkoBud, CJ}OﬁOZlaH JIaKn'j )
MO2KJINBI HACJIIJIKW HU3bKOI IH®JIAILIII B YOPHOI'OPII

Y cmammi onucano moxcauei necamueni Hacaioxu Hu3vkoi inghaauii ¢ Yoprozopii 6 Kon-
mekcmi aKmyaabHuUX MOHEmapHux cmpameeiii Kpainu ma @iKcoeanozo 6ailomHoz20 Kypcy.
Bucynymo zinome3sy npo me, wio Husbka ingpasauiss npuzeo0umo 00 3HaAMHUX eKOHOMIMHUX NPoOaeM
i moxce mamu «egpexm 6ymepaney». Ilokpokoeo 0oeedero, uio 6 ymosax Hepo36UHEHO20 IHCMU-
myuiiiH020 ma MiKpOeKoOHOMIMHO20 Cepedosuula Mpueala HU3bKa IHpAAUIA CNpUsE MAKPOEKOHO-
Miunili cmabiavnocmi. B moii ace wac, decmpyxmueni nacaioxku ghinarncoeoi Kpusu ma Hu3Kka ncu-
X040214HUX (DAKMOPI6 HUHAMb He2aMUGHUT 6NAUE HA CIITIKICIMb HU3bKOIHpAAUIIHOT cepedu.
Karouosi caosa: inasuis; degpasyis; MoHemapra nOAIMUKA; PelCUM BANOMHO20 KYPCY; MAKPO-
CeKOHOMIYHA NoAImuKa.

Taba. 1. Jlim. 14.

Mumo /Ipamkosuy, Crodoman JIakmy

BO3MO2KHBIE ITOCJIEACTBUA HU3KOU NHOJIALINN
B YEPHOI'OPUU

B cmamove onucanvt 603moJcHbIE He2amuHble NOCACOCMEUS HUSKOU UHpaAyuu 6
Yeprozopuu 6 KOHMeEKCMe AKMYA1bHbIX MOHEMAPHBIX CIpame2uti CMpanvt U QUKCUPOBAHHO20
eaaromnozo Kypca. Bvideunyma sunomesa o mom, umo nuskas ungasauus npueodum K 3Hauu-
MEeAbHbIM IKOHOMUMECKUM Npobaemam u moyxcem umemv <d@gexm Gymepanza». Ilowazoeo
00KA3aH0, ¥MO 6 YCAOGUAX HEPA3GUMON UHCHMUMYUUOHAALHOU U MUKDPOIKOHOMUMECKOU CPedbl
0AUMEAbHAS HUSKAS UHPAAUUS CNOCOGCMBYen MAKPO3KoHOMuYeckol cmaburvnocmu. Ho ¢ mo
e epems, decmpyKmueHbsle nocAe0cmeus (PUHAHCO6020 KPUSUCA U PAO NCUXOA0LUMECKUX (PaK-
MOp08 uMelom He2amueHoe 6AUSHUE HA YCMOUHUBOCHTb HUSKOUHDAAUUOHHOU cpedbl.
Karouesvte caoea: unpasyus; depasyus; MOHemMapHas NOAUMUKA; PEHCUM BANIOMHO20 KypCd;
MAKPOIKOHOMUMECKASL NOAUMUKA.

Introduction. The strategic choice of a monetary policy implies an adequate
choice of nominal anchor, i.c. publicized nominal variable, which serves as a target.
Nominal anchor promotes price stability influencing the value of money and reduc-
ing inflationary expectations. Consistent monetary strategy helps stabilize inflation
expectations at the desired level. The choice of optimal strategy, which may incorpo-
rate the elements of different approaches, mainly depends on specific circumstances
of individual countries: size, foreign trade relations, financial structure etc. There is a
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consensus among economists that the determination of sustainable (trend) inflation
rate is the only long and profound influence that monetary authority can have on the
economy.

Montenegro has opted the exchange rate targeting. Some countries from the
same region have chosen the policy of inflation targeting, which implies greater focus
on the dynamics of domestic aggregate demand (in relation to the restriction of
money supply) and prefers rationale in relation to adaptive inflationary expectations.
Euroization, as a strategy of monetary policy in Montenegro, is based on the regime
of pegged (fixed) exchange rates. This strategy implies the absence of monetary poli-
cy and exchange rate policy.

After high inflation rates, recorded in the first years of the post-conflict period,
until the dissolution of the Federal Republic of Yugoslavia, inflation in Montenegro
was high. In the period 2001—-2006, inflation rate decreased from 28% to 2.9%. In the
period after 2006 it dropped from 2.9% to 0.7% (Table 1).

Table 1. Inflation rates in Montenegro, 2006-2014, %
(Statisticki godisnjak 2006-2014, www.monstat.org)
Years 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014
Inflation rate 2.9 4.3 8.8 3.5 0.7 3.5 4.1 2.2 -0.7

The presented statistical framework does not represent a solid basis for reaching
final conclusions about low inflation effects. Statistics does not indicate any satisfac-
tory effects of economic environment and implementation of economic politics.
Numerous analyses and studies failed to sufficiently analyze the relevant factors that
the determine relation between low inflationary environment and economic social
problems: the decline of living standards, the persistence on destructive economic
models (quasi-neoliberal type), irrational behavior of state regulation institutions,
exponential growth of debt, growing poverty, low coverage of imports by exports,
uncollectibility of bank loans, low consumption, drop in investments etc.

The most widespreaded and the simplest measurement of inflation is CPI. But
the problem with it is methodological inconsistency, diversity and wrong choice of
consumer basket, and probably the susceptibility to political influence on shaping the
actual indicators. V. Draskovic (2008: 498) points out that Montenegrin statistics is
still in its infancy and does not provide reliable information on personal and invest-
ment spending, some aspects of trade offer, sectoral growth rates etc.

Theoretical approach: academic and ideological profile of inflation definition. In
an effort to define and "justify" inflation, economists have emphasized its causes or
consequences. Complexity and heterogeneity of inflation enables its precise defini-
tion. I. Perisin (1985) has emphasized the consequences, defining inflation as a
process of self-supported and differently caused price increases, which gradually,
sooner or later, after the advancing stimulating effects of rising prices, leads to declin-
ing of living standards for most people, the exhaustion of national sources of foreign
exchange, deterioration of foreign exchange balance and the exchange rate of nation-
al currency and disordered market. All this in continuity impeding the functioning of
economy, causing new disruption in distribution system and economy.

Citizens Economic Thought has offered its interpretation of inflation causes,
based on excessive demand (demand pull of inflation). Inflation theory of demand
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(monetary inflation or purchasing power inflation) starts from the hypothesis that
excessive aggregate of monetary demand in relation to commodity funds leads to
prices increase. The problem arises with inadequate action of the monetary system,
which creates too much unconvertible money, thus increasing prices. Specific causes
of inflation are: covering budget deficit through government borrowing from central
bank, credit expansion over the available savings level, unblocking the part of mone-
tary volume and activating the hoarded money, rapid increase in nominal national
income and inflationary gap.

According to "monetarist version", inflation is always and everywhere a monetary
phenomenon, which occurs through faster growth of money quantity, then the growth
rate of production. Thus, the quantity of money in circulation is in direct relation to
the general price level. The essence of inflation, consists in overcoming demand over
supply.

The essence of Keynesian (income) approach to inflation of demand (inflation-
ary pressures) is to overcome the corresponding commodity funds at the market,
using any form of spending. Measures of monetary and fiscal policy are recommend-
ed for repressing inflation. In the middle of the last century there was an opinion that
inflation always comes from increasing costs of production factors, especially wages.
In the context of the inflation costs theory prices rise (cost push inflation).
J.M. Keynes rejected the classical curb inflation and recommended active economic
policy in order to strengthen the effective demand. According to him, prices are the
function of inclination towards liquidity (and interest). Discrepancy between invest-
ment and savings is the main cause of inflation, where interest rate plays the main
role. In case of insufficient propensity to consumption, the interest rate is very high,
and a tendency towards liquidity is excessive. Monetary policy should strengthened
the first and weaken the second and the third. J.M. Keynes was the proponent of a
mild inflation, with the emphasis on psychological factors as primary ones, while the
importance of monetary factors is not decisive. In a state of full employment, new
issue of money leads to rising prices. The interest rate affects the cost, without inter-
mediation in the quantity of money. The increase in production costs is the initial fac-
tor of increased inflation.

In terms of class theory on the causes of inflation, O. Eickstein (1981) pointed
out the primary importance of core inflation, which depends on wage trends and ca-
pital costs. Shock inflation is caused by changes in specific prices (oil, agricultural
products). Demand inflation is determined by the degree of capacity utilization and
unemployment. Similarly, anti-inflation measure is proposed as price control by the
government. The problematic nature of these theories comes from the fact that
increase in production factors costs is the cause of inflation, providing that it is
accompanied by an increase in the quantity of money in circulation. Also, monetary
policy is primarily focused on the regulation of aggregate demand, not production
costs.

The main cause of contemporary inflation C. Levinson (1974) sought in the ori-
entation of multinational companies on their own fund sources for the purposes of
financing the active role of capital in new investments. By increasing prices, compa-
nies increase the overall accumulation and become the bearers of inflation. He par-
ticularly emphasized the dominance of American capital in multinational companies.
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By focusing attention on relations in production, he tried to prove that changing the
position of employees in funds disposition and profits distribution should contribute
to lower inflationary pressures and stable development. C. Levinson has pointed to
stagflation as the coexistence of inflation and high unemployment. Thereby, he points
to the limited impact of monetary and fiscal policies that are inefficient as anti-infla-
tionary instruments. In his opinion, inflation in capitalist countries was the result of
economic and political influence on prices formation, i.e. the relation between big
capital and state authorities.

According to many authors, employees' demands for wage increase is a result of
the increased living costs. New economic conditions imposed the simultaneous
action of inflation and high unemployment. This was contrary to the generally
accepted theory that mild inflation reflects positively on economic development, i.e.
that employment growth can be achieved by accepting inflation. C. Levinson (1974)
rejected the correlation between the growth of nominal wages and unemployment
(Phillips curve). That correlation emphasized the false dilemma: commitment to
higher inflation rate or to lower rate of employment.

After the 1970—1980s, when inflation was the biggest enemy, came the period of
sustained fall in the aggregate price level (deflation). Contrary to the conventional
view, historically speaking, deflation has often been associated with strong economic
growth and satisfactory productivity ("good deflation"). Also, a drop in prices did not
always characterize the phases of recession. Relatively recent experiences suggests
that deflation is more of a symptom rather than the underlying cause of economic
hardship, i.e. stable and moderate deflation does not result in deflationary spiral.
Considering that rapid growth of monetary aggregates in the end transformed into
inflation, traditional monetarist approach to solving the problem of deflation is cited
as an important option for central banks in underdeveloped countries. The drop of oil
prices further makes the deflation realistic.

L. Ball (1999) and L. Svensson (2000) explained how standard small open-eco-
nomy inflation targeting models embody a central role for the exchange rate in the
transmission from monetary policy to inflation. Typology of possible alternative mon-
etary policy responses to targeting was presented by L. Leiderman, R. Maino and
E. Parrado (2006: 5).

Inflation in the context of fixed exchange rate regime — the example of
Montenegro. Dilemmas of strategic choice, transmission mechanism and adequacy
of instrumentarium are the focus of theoretical and empirical analysis of monetary
policy. The exchange rate regime does not impact fully numerous positive and nega-
tive characteristics of the observed state in economy. Consistent strategy helps stabi-
lize inflation expectations to the desired level. The question is: how much reduction
of inflation can bring macroeconomic benefits, by jeopardizing economic growth and
significantly weakening fiscal balance at the same time, amid further social repercus-
sions?

At the initial stage of euroisation in Montenegro (since 2002), the economy was
characterized by slump inflation: the rate of economic growth was 1% and below, with
the inflation above 10%. It enabled more funds in the hands of the state and "entre-
preneurs"”, while population was forced to accept reduced participation in their dis-
tribution. The behavior of privileged social groups, big companies, monopolies and
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associations were the decisive factor in price trends, as well as decision making of state
bodies. Due to increased confidence in euroisation, after hyper-inflation and other
market distortions, the remonetization process was surging. The share of money sup-
ply in GDP was growing. The rate of inflation, measured by the retail price index, sig-
nificantly reduced. Inflation was usually the result of cost and structural (imported)
inflation (CBM, 2010). Adequate reaction was achieved through restrictive fiscal
(discretionary) policy, which limited the aggregate demand as a generator of counter-
cyclical effect. Demand inflation began in 2007, and fiscal policy had required count-
er-cyclical character. That is why Montenegro suffered one of the sharpest deteriora-
tion of the current account worldwide.

The cost of losing flexible monetary and exchange rate policy is still present. The
crisis has indicated that the loss of the said flexibility was not offset by long-term be-
nefits of low inflation, convertibility and stable currency. The share of money supply
in GDP increased after the introduction of euroisation. In the period of 2003—2007,
share of M2 in GDP increased 4 times. The Central Bank in its official publications
after 2007 did not disclose the height of monetary aggregates. Typical was the inflexi-
bility of prices downwards with inadequate resilience of international capital flow in
relation to interest rates. Due to the lack of surplus in payment balance, the amount
of money was small, so high interest rates and GDP level were adapted. This has
threatened the liquidity of economy and budget. The consequence for the economic
system is the increase in government debt (30.06.2015) to the level of 2.16 bln EUR,
which is 60.3% of GDP (Statisticki godisnjak 2015, www.monstat.org).

In this low-inflationary setting, already fragile institutions of the system were
destroyed. During the crisis and practically deflationary scenario a bubble of bad
(non-performing) loans at the level of around 1 biln EUR (with interest) was created.
Bank placements were significantly reduced. The lending interest rates were unjusti-
fiably high, and the passive ones were unacceptably low. Under the conditions of low
inflation in the euroized regime, interest rates should be much lower, and the role of
monetary authorities should be proactive. This protectionist approach to the whole
economic system have effected public finance (budget), the financial system, all
industries and external economic relations.

The benefits of low inflation should have been reflected in terminating the redis-
tribution of national wealth, which naturally occurs under inflation. Montenegrin
reality points to structural poverty and key redistribution in favor of those who made
their fortune during the wave of hyperinflation (the 1990s) and "privatization" (the
2000s). Unemployment is the most realistic indicator: about 180,000 working age
people are not employed and do not have income, household debt is over 1 bin EUR.
Under the current socioeconomic circumstances there is almost no chance to exit the
spiral: devastated economy — unemployment — indebtedness — poverty — lack of per-
spective. On the other hand, low, stable and sustainable inflation has preserved and
multiplied the assets value of "financially sophisticated" subjects and strengthened the
pseudo-elite status for less than 5% of population.

Privatized companies have exhausted public finance and reduced unemploy-
ment. The deficit of significant investment does not enable the employment growth.
Average and minimum wages are low, and huge percentage of population is at the
poverty level or below. Taxation of labor is significant, while corporate tax rates are
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low. The share of public spending in GDP is high, as current expenditure, which pre-
vents institutional participation in regulating the economy. There is no active and
integrative industrial policy. A large number of budget users by the total number of
employees is discouraging. The vast majority of youth is at risk of economic and social
exclusion, with potentially serious consequences of demographic and social nature.

Continuous set of economic problems has become long-term due to: a) long and
uncertain duration of negative trends in the economy; b) the inability to solve all eco-
nomic problems using monetary and fiscal policies; c) crucial reliance on capital
flows, specifically on foreign direct investment, determined by selective political
decisions; d) destructive relation with key institutions of the economic system;
e) problematic foundations, efficiency and sustainability of "solutions", such as fiscal
consolidation, financial liberalization, macroeconomic stabilization, the abolition of
business barriers etc.

Conclusion. The aim of low inflation should correspond with the absence of
major macroeconomic disturbances. This goal is set in accordance with the assump-
tion that by 2016 structural reforms and prices liberalization will not be completed,
nor institutional and structural convergence towards the European Union. Our analy-
sis clearly shows that low long-term inflation does not lead to satisfactory economic
results in Montenegro. On the contrary, maintaining inflation at a low level has led to
many economic and social consequences. The following stands out: the low level of
GDP along with its extremely slow growth, high external and internal indebtedness,
economic uncompetitivenes, high unemployment, rate unsatisfactory level of eco-
nomic freedom, high barriers in business and significant economic control by power-
ful networks.

Intensified effects of psychological factors are not measurable, but they realisti-
cally predict future problems in functioning of the whole economic sistem. The focus
remains on expectations, forecasts, reducing the tendency to consume and increasing
migrations to Western Europe.

Inflationary-deflationary environment in Montenegro has been influenced by
internal and external factors. Although, it is not possible to precisely define their
actual relationship, we can identify 3 significant factors of influence: the dominant
political and geopolitical influence on economic trends and performance in a long
period, particular interests based on criminogenic (primarily corruptive) forms of
operating and paternalistic attitude of international financing institutions.

In Montenegro, realistically there are many potential sources of inflation. They
are generated in various deficits, economic and structural disproportions, monopolies
and other negative economic phenomena. Without recovery in foreseeable future,
Montenegro will face intensified inflation and further crisis development. Possible
price increases for food and energy would automatically affect the development of
inflationary spiral. Besides must not neglect the poor methodology of calculating
inflation by official national statistical authorities (Monstat).

Adaptive effects of macroeconomic policy are weak, because of pretentiously
and unduly emphasizing the role of monetary policy in creating economic growth.
This bypasses the objective institutional responsibility for creation and implementa-
tion of the overall macroeconomic policy, which currently has intolerable quasi-
neoliberal character.
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In addition to poor domestic demand and problems with foreign demand, low
inflation has indirectly affected (through the reduction of economic activity) the cre-
ation of chronic problems in the banking system. This is primarily related to the over-
load of non-performing loans and high interest rates followed by strong competition
in banking environment. When foreign direct investments are reduced, the growth in
money supply is slow. That was temporarily maintained by the additional borrowing.
In such a situation, relatively high imports present an extremely dangerous exhaust
valve for balancing the aggregate demand, and thus provoking an outbreak of infla-
tion and economic bankruptcy. Dominant borrowing and policy of banks' required
reserves are the proof of limited effects on fixing the exchange rate and the existence
of inconsistent development strategy and corresponding quasi-neoliberal economic
policy.
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