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Abstract: This paper examines the key determinants of inflation in Montenegro under conditions of 

full euroization during the period 2008–2025. Despite the extensive theoretical and empirical 

literature on inflation, the role of domestic and external factors affecting inflation in small euroized 

economies remains insufficiently explored, particularly with regard to the aggregate demand 

transmission channel and the fiscal impulse in the case of Montenegro. The analysis is based on a 

regression specification using annual data, including lagged inflation, real GDP growth, euro area 

inflation (HICP), changes in oil prices, and the fiscal impulse measured as the change in the primary 

balance expressed as a percentage of GDP. The findings indicate that imported inflation from the euro 

area is strongly associated with domestic price dynamics, although the empirical specification does not 

allow strict separation between imported inflation effects and common global shocks. Although the 

fiscal impulse displays a positive sign, it does not exhibit stable statistical significance across different 

model specifications and robustness checks. The empirical results suggest that inflation in 

Montenegro, as a small and open euroized economy, is largely driven by external factors, while the 

inflationary effect of fiscal policy through the aggregate demand channel remains inconclusive and 

sensitive to model specification. 
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1. Introduction

In 2022, Montenegro experienced the largest price disturbance since the introduction of the 

euroization regime. After several years of relatively stable inflation, domestic prices increased 

sharply, largely mirroring the inflationary trends observed in the euro area and the global rise 

in energy prices. However, as the annual inflation rate reached as much as 17.2%, which was 

roughly twice the European average, the question inevitably arose as to what the key 

determinants are that influence the price level in small open economies that lack monetary 

autonomy. 

The implementation of official euroization in Montenegro, introduced not through a formal 

agreement with the European Central Bank but rather as a unilateral decision, implies a 

number of advantages and disadvantages associated with such a monetary regime. One of the 

key disadvantages of this institutional framework is the complete loss of monetary 

sovereignty, that is, the inability to respond to external shocks through the instruments of 

monetary policy and exchange rate policy (Lakić, Šehović, & Ćetković, 2016). 

Within the standard monetary framework, the causes of inflation are explained through 

demand-pull inflation, cost-push inflation, and structural inflation theories. In essence, the 

monetary theory of inflation suggests that inflation is always and everywhere a monetary 

phenomenon. Such an approach, however, assumes the existence of a monetary authority 

capable of actively managing the nominal anchor of the economy. In a situation where control 

over money supply, interest rates, and the exchange rate is absent, the question arises as to 

which factors predominantly influence the formation of the price level. This is particularly 

relevant in the case of small economic systems characterized by a high degree of openness, 

where domestic economic development is strongly influenced by external shocks. 

The existing literature suggests that in economies without monetary sovereignty, inflation is 

primarily determined by a combination of external, real, fiscal, and structural factors. The high 

import dependence of small open economies implies that domestic inflation often reflects 

imported price shocks related to energy and food. Increases in global prices, i.e., the 

emergence of external shocks, affect exchange rates and the relative adjustment between 
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domestic and imported prices, which subsequently translates into domestic inflation (Galí & 

Monacelli, 2005). Similarly, changes in the prices of energy and food exert a strong impact on 

inflation in economies that import these commodities (Cashin et al., 2017). The pace of GDP 

growth and productivity may also contribute to inflation differentials among euroized 

economies (Andersson et al., 2009). 

In line with the Fiscal Theory of the Price Level (Woodford, 2001; Cochrane, 2023), the real 

value of public debt must be at least equal to the expected present value of future primary 

surpluses; otherwise, the adjustment will occur through changes in the price level. In other 

words, if fiscal policy becomes unsustainable, prices will inevitably adjust. Structural factors, 

particularly those related to rigidities in labor and product markets and institutional 

constraints on competition, may also exert an important influence on the level of inflation 

(Angeloni & Ehrmann, 2004; Reinhart et al., 2003). 

Despite the extensive theoretical literature, the scope of empirical research focusing on small 

and highly open euroized economies remains relatively limited, particularly when it comes to 

precisely quantifying the effects of external price shocks, real economic activity, and 

discretionary fiscal policy expressed through the fiscal impulse on domestic inflation. The case 

of Montenegro, which represents an extremely small and highly open economy, provides a 

particularly suitable context for examining these effects. This constitutes the main motivation 

for conducting our study. 

Although a number of recent studies have addressed inflation dynamics in Montenegro from 

different perspectives, they do not provide a comprehensive empirical assessment of the 

influence of both external and internal determinants of inflation under the current euroized 

monetary regime. Baćović (2025), relying on the quantitative theory of money framework, 

investigates the impact of fiscal measures in a euroized regime, focusing particularly on 

changes in household disposable income and their contribution to inflation following tax 

reforms. This approach provides a detailed insight into the income channel of fiscal 

transmission in the short run. However, the question of fiscal influence through broader 

macroeconomic determinants, while simultaneously controlling for external factors over a 

longer time horizon remains open. 
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Ivanović (2023), on the other hand, analyzes the role of external factors and euro area inflation 

using PCA, SVAR, and time-series models for the period 2011–2022, but without quantifying 

the fiscal impulse expressed through changes in the primary balance. Fabris (2025) examines 

the theoretical aspects of the monetary framework and the nominal anchor but does not 

provide an empirical quantification of inflation determinants in Montenegro. 

A clear research gap can therefore be identified, as the existing literature largely focuses on 

short-term income and wage effects of fiscal measures, while lacking a comprehensive 

assessment of both internal and external determinants of inflation over a longer period. In 

particular, there is a lack of analysis in which the fiscal impulse is examined within a broader 

macroeconomic specification that simultaneously controls for inflation inertia and real 

economic activity. 

Accordingly, the primary objective of this study is to empirically quantify the external and 

internal determinants of inflation in Montenegro during the period 2008–2025, focusing on 

inflation dynamics, external price transmission, and fiscal policy. Using a quantitative 

approach based on the estimation of a dynamic regression model, the study examines and 

measures the impact of lagged inflation, euro area inflation, oil price movements, real GDP 

growth, and the fiscal impulse (expressed as the change in the primary balance relative to 

GDP) on inflation developments in Montenegro. 

The paper is structured into five sections. The introduction outlines the context, the 

importance of the research topic, and the identified research gap. The second section reviews 

the relevant literature. The third section describes the methodology and data used in the 

analysis, while the fourth section presents the empirical results and discusses their 

implications. The final section provides the main conclusions, highlights the relevance of the 

findings, and outlines the limitations of the study together with recommendations for future 

research. 
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2. Literature Review

Previous research on the phenomenon of inflation has developed several theoretical 

approaches that serve as a basis for explaining changes in the price level. Monetarists 

consistently link inflation to the money supply, arguing that rising prices result from faster 

growth of the money supply relative to output growth (Friedman, 1968). In contrast, 

Keynesian economists view inflation as a consequence of imbalances between investment and 

savings, assigning a central role to interest rates (Lakić, Šehović, & Drašković, 2016). Scholars 

associated with the Fiscal Theory of the Price Level (FTPL) emphasize fiscal policy, particularly 

public debt, as an important determinant of the price level, highlighting the importance of 

coordination between monetary and fiscal policy (Leeper, 1991; Sims, 1994; Woodford, 1994). 

New Keynesian models suggest that inflation depends primarily on inflation expectations and 

the output gap, with nominal rigidities and expectations playing a crucial role (Woodford, 

2003). Mishkin (2007) identifies policy credibility and inflation expectations as key 

determinants of inflation. Inflation dynamics can also be strongly influenced by external 

shocks, particularly those related to energy and food prices (Blanchard & Galí, 2007). This is 

especially relevant for small open economies, which tend to react more quickly to external 

shocks. As a result, inflation in such economies often has a pronounced imported component, 

since internal policy instruments are less effective in mitigating external price pressures. 

Unlike economies with monetary sovereignty, dollarized and euroized economies place much 

greater reliance on fiscal policy, which becomes a key channel of macroeconomic adjustment 

(Berg & Borensztein, 2000). Minasyan et al. (2023)/check the reference examine the 

determinants of inflation in Western Balkan countries using an extended Phillips curve 

framework and an SVAR model, distinguishing between external shocks and domestic factors. 

Carrillo-Maldonado and Díaz-Cassou (2023) analyze the impact of external shocks on inflation 

in the Andean countries, with particular attention to the constraints associated with Ecuador’s 

dollarized economy. The International Monetary Fund (2024) develops a macroeconometric 

model for the dollarized economy of the Democratic Republic of Congo, providing insights into 

the factors influencing inflation and macroeconomic stability. 
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In the context of the aforementioned theoretical approaches, it is important to emphasize 

that the empirical specification in the paper does not represent a structural model based on a 

single theoretical framework, but rather a reduced-form specification aimed at capturing key 

transmission channels characteristic of small euroized economies. In this way, the model 

integrates elements of different theoretical approaches, without the ambition to fully test any 

of them individually. 

Empirical studies suggest that in economies with high import dependence, fiscal impulses may 

have a pro-inflationary character. The relationship between fiscal deficits and inflation is 

particularly pronounced in developing countries and those experiencing high inflation (Catao 

& Terrones, 2005). However, the literature does not provide robust evidence confirming the 

presence and intensity of this relationship in dollarized or euroized economies. 

Makena (2020) empirically examines the determinants of inflation in the fully dollarized 

economy of Zimbabwe and finds strong evidence of the influence of external factors, while 

domestic factors appear to play a role only in the short run. Ponsot (2025) investigates the 

costs and resilience of unilateral euroization in the case of Kosovo, focusing on the 

institutional and macroeconomic implications of losing monetary autonomy and being tied to 

the monetary policy of the issuing country. 

Recent studies on inflation in Montenegro can broadly be divided into several approaches. 

One group of studies emphasizes the dominant role of external factors and imported price 

shocks. For example, Mitrović-Mijatović and Ivanović (2017), analyzing inflation differentials 

between Montenegro and the euro area, show that Montenegro’s openness, overheating of 

demand reflected in rising real estate prices and broader monetary aggregates, as well as 

excise tax increases and external shocks, such as rising oil prices and the global financial crisis, 

have influenced inflation dynamics. Bojaj and Đurović (2020) empirically analyze and forecast 

the determinants of inflation in Montenegro using forecast combination methods for the 

period from January 2006 to December 2016. 

A second group of studies focuses on fiscal measures and their income and distributional 

effects, particularly through the analysis of tax reforms that affected household disposable 
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income (e.g., Baćović, 2025). Đurić et al. (2026), examining the effects of the fiscal reform 

program “Europe Now!” on inflation in Montenegro, conclude that although inflation 

remained high, the relative contribution of the reform was moderate, especially when 

compared with the substantial increase in average wages. 

A third group of studies focuses primarily on the institutional and monetary framework of the 

euroized regime, without providing a quantitative assessment of inflation determinants (e.g., 

Fabris, 2025). 

Although the aforementioned studies approach inflation in Montenegro from different 

perspectives and contribute significantly to understanding certain transmission channels, a 

comprehensive empirical assessment of inflation within a unified dynamic framework is still 

lacking. In particular, there is a lack of analysis that simultaneously incorporates external 

shocks, inflation inertia, domestic economic activity, and discretionary fiscal policy expressed 

through the fiscal impulse, covering a longer time period that includes several structurally 

different economic phases, including both the post-crisis and post-pandemic periods (2008–

2025). 

With regard to the fiscal dimension, there is a particular lack of analysis focusing on the 

aggregate demand channel and the import channel of fiscal policy in conditions of high 

openness within a euroized economy, since previous research has primarily examined the 

income and wage channels. Addressing this gap represents the main research contribution of 

this study. 

3. Data and Research Methodology

3.1. Data and Sources 

The empirical analysis is based on annual data covering the period 2008–2025, which includes 

several distinct macroeconomic phases: the post-crisis period following the global financial 

crisis, the fiscal consolidation phase, the shock caused by the COVID-19 pandemic, and the 

post-pandemic inflationary surge. All variables are expressed on an annual basis. 
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The inflation rate (CPI) is measured as the annual percentage change in the consumer price 

index, based on data from MONSTAT. Inflation in the euro area (HICP_EA) refers to the annual 

change in the Harmonised Index of Consumer Prices for the euro area, obtained from Eurostat 

and the European Central Bank. Changes in oil prices (Brent %) are measured as the annual 

percentage change in the average Brent crude oil price, based on data from the World Bank. 

Real GDP growth represents the annual percentage change in real gross domestic product, 

using data from MONSTAT. The fiscal impulse (FI) variable is constructed as the annual change 

in the primary budget balance expressed as a percentage of GDP. Formally, it is defined as: 

FIt = − ∆ (Primary balancet % GDP). Under this definition, a positive value of the fiscal 

impulse indicates expansionary fiscal policy, while a negative value reflects a restrictive fiscal 

stance. 

3.2. Research Methodology 

Following the standard theoretical framework used for modelling inflation in small, highly 

open and euroized economies, inflation is specified as a function of inflation inertia, external 

price shocks, the cyclical position of the economy and discretionary fiscal policy. However, the 

empirical specification should be understood as a reduced-form model informed by these 

theoretical approaches rather than as a structural test of any single framework. 

A dynamic regression specification is employed, with the baseline model defined as: 

𝜋t =  𝛼 + 𝛽1𝜋t−1 + 𝛽2HICP_ EAt +  𝛽3Brentt +  𝛽4GDPt +  𝛽5 FIt +  𝜀t (1) 

where: 

𝜋t - annual inflation rate in Montenegro (CPI); 

𝜋t−1 - lagged inflation capturing inflation inertia; 

HICP_ EAt - inflation in the euro area; 

Brentt - annual change in oil prices (Brent); 

GDPt - real GDP growth rate; 
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FIt - fiscal impulse measured as the change in the primary balance as a percentage of GDP; 

𝜀t – error term.  

The lagged inflation variable allows testing the presence of inflation inertia, while euro area 

inflation and oil price changes capture the external transmission channel of inflation. Real GDP 

growth represents the cyclical position of the economy, whereas the fiscal channel is captured 

through the fiscal impulse variable. It should be noted, however, that the fiscal impulse 

represents only an imperfect proxy for discretionary fiscal policy and may not fully capture all 

transmission channels, particularly in a small open economy with volatile output and the 

presence of one-off fiscal measures. 

To test the robustness of the results, an alternative specification is estimated in which the 

fiscal impulse variable 𝐹𝐼𝑡is replaced by the primary balance as a percentage of GDP (𝑃𝐵𝑡): 

𝜋t =  𝛼 + 𝛽1𝜋t−1 + 𝛽2𝐻𝐼𝐶𝑃_ 𝐸𝐴t + 𝛽3Brentt +  𝛽4GDPt +  𝛽5 PBt +  𝜀t (2) 

Given the relatively small number of observations and the use of annual data, the model is 

estimated using the Ordinary Least Squares (OLS) method. However, it should be emphasized 

that in dynamic specifications that include lagged dependent variables, OLS estimates may be 

biased in small samples. Therefore, the results should be interpreted as indicative reduced-

form associations rather than as precise causal effects.  

Several diagnostic tests are conducted to verify the reliability of the estimated model. These 

include tests for multicollinearity (Variance Inflation Factor (VIF)), heteroskedasticity 

(Breusch-Pagan test), autocorrelation (Durbin-Watson statistic), and normality of residuals 

(Jarque-Bera test). While these tests do not indicate major violations of standard assumptions, 

they do not eliminate concerns related to small-sample estimation and potential 

multicollinearity among external variables such as euro area inflation and oil prices. The 

results of the diagnostic tests are presented in Table 1. 
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Table 1: Diagnostic tests of the regression model 

Test Test statistic p-value

Maximum centered VIF 2.701 – 

Breusch-Pagan (F statistic) 1.282 0.334 

Breusch-Pagan(Obs*R²) 6.267 0.281 

Durbin-Watson 2.452 – 

Jarque-Bera 1.304 0.521 

Source: Authors' calculation. 

In addition to the baseline regression analysis, the study examines the dynamic relationship 

between fiscal policy and inflation using the local projection method proposed by Jordà 

(2005). This approach provides a flexible framework for estimating impulse response functions 

without requiring the full specification of a vector autoregressive system. The local projection 

specification is defined as: 

𝜋t+ℎ =  𝛼ℎ +  𝛽ℎ𝐹𝐼𝑡 +  𝛾ℎ𝑋t +  𝜀t+h (3) 

Where 𝜋t+ℎrepresents inflation at horizon ℎ, 𝐹𝐼𝑡 denotes the fiscal impulse, and 𝑋𝑡is a vector 

of control variables including lagged inflation, euro area inflation, oil price changes, and GDP 

growth. The coefficient 𝛽ℎcaptures the response of inflation to a fiscal shock over different 

horizons.  

Given the small sample size and annual data frequency, the local projection analysis is 

restricted to short horizons (h = 0, 1, 2) in order to preserve degrees of freedom and reduce 

estimation noise at longer horizons. Accordingly, the local projection results should be 

interpreted as supplementary and exploratory, as the limited number of observations leads 

to wide confidence intervals and low statistical precision, particularly at longer horizons. 
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4. Research results and discussion

4.1. Baseline model results 

The results of the OLS estimation of the baseline model are presented in Table 2. The model 

includes lagged inflation (inflation_lag), external factors (HICP_EA and Brent%), real economic 

activity (GDP growth), and a fiscal policy indicator (fiscal impulse – FI). 

Table 2: OLS estimation results of the inflation model in Montenegro (2008–2025) 

Variable Coefficient Standard error t-statistic p-value

Fiscal Impulse 0,206 0,124 1,658 0,123 

Euro area inflation 2,098*** 0,299 7,015 0,000 

Lagged inflation -0,290** 0,124 -2,339 0,037 

GDP growth 0,103 0,109 0,945 0,363 

Brent oil price change -0,019 0,024 -0,776 0,453 

Constant -0,678 0,602 -1,127 0,282 

R2 = 0,891 

Adjusted R2 = 0,846 

F-statistic = 19,653

p (F-statistic) = 0,000021 

Source: Authors' calculation. 

Notes: ***, ** and *indicate significance at the levels of 1%, 5 % and 10 %, respectively. 

Based on the results reported above, the regression model is statistically significant, as 

indicated by F-statistic (p < 0.01). The coefficient of determination (R²) of approximately 0.891 

indicates that the model captures a substantial share of the variation in inflation in 

Montenegro within the observed sample. However, given the relatively small number of 

observations and the dynamic specification employed, the high R² and adjusted R² values 

should be interpreted with caution, as they may partly reflect small-sample overfitting rather 

than strong explanatory or predictive power. 

The results clearly indicate that euro area inflation exerts a strong and statistically highly 

significant influence on domestic inflation (p < 0.01). The estimated coefficient of 2.098 
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suggests that a one-percentage-point increase in euro area inflation leads to an increase of 

approximately two percentage points in inflation in Montenegro. However, this result should 

be interpreted with caution, bearing in mind that the estimated coefficient may reflect not 

only imported inflation, but also the influence of global shocks that simultaneously affect both 

Montenegro and the euro area through movements in commodity prices and global demand 

conditions. Due to the limitations of the empirical specification, the obtained result is more 

appropriately interpreted not as an exclusive effect of the external environment, but rather 

as an indicator of strong external co-movement. The statistical significance of lagged inflation 

at the 5% level and the negative coefficient (-0.290) require caution in interpretation. Rather 

than indicating the absence of classical inflation persistence in the observed period, as might 

be concluded at first glance, the negative coefficient may reflect mean reversion following 

large shocks. This is particularly important given the small sample and the pronounced 

inflation fluctuations, especially in certain periods. Therefore, it can be concluded that the 

estimated coefficient is likely influenced by short-term dynamics rather than structural 

characteristics of inflation. 

Furthermore, real GDP growth does not appear to be statistically significant, indicating that 

the cyclical position of the domestic economy did not exert a measurable influence on 

inflation dynamics during the observed period. Changes in oil prices carry a negative sign, but 

the coefficient is not statistically significant. With respect to the fiscal impulse, the positive 

coefficient is consistent with theoretical expectations that expansionary fiscal policy may 

contribute to higher inflation, particularly in a small and open euroized economy. However, 

the lack of stable statistical significance at conventional levels suggests that the results remain 

inconclusive regarding the strength of the fiscal transmission channel through aggregate 

demand. 

Overall, the results indicate that inflation in Montenegro between 2008 and 2025 was 

primarily driven by external price developments, while domestic real and fiscal factors played 

a more limited role. 
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4.2. Dynamic analysis: Local Projections 

To further explore the dynamic effects of fiscal policy on inflation, impulse responses obtained 

from the local projection estimates are examined. Given the limited sample size and the use 

of annual data, the analysis is restricted to short horizons ranging from 0 to 2 years in order 

to preserve degrees of freedom and reduce estimation noise at longer horizons. This allows 

only a cautious assessment of the short-term dynamic effects of fiscal shocks on inflation. 

The estimated coefficients are reported in Table 3, while the corresponding impulse response 

function is illustrated in Figure 1. 

Table 3. Local projection results: response of inflation to a fiscal impulse 

Horizon Coefficient Standard Error Lower Bound Upper Bound 

0 0.034 0.263 -0.285 0.353 

1 -0.382 0.426 -1.218 0.454 

2 -0.351 0.428 -1.190 0.487 

Source: Authors' calculation. 

Notes: Confidence intervals are reported at the 95% level. 

The results indicate that the response of inflation to a fiscal impulse remains statistically 

insignificant across all considered horizons. In each case, the confidence intervals include zero, 

indicating that the estimated responses cannot be statistically distinguished from zero at 

conventional significance levels. 
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Figure 1: Impulse response of inflation to a fiscal impulse 

Source: Authors’ calculation. 

Note: The solid line represents the estimated impulse response of inflation to a fiscal shock, while 

dashed lines indicate the 95% confidence intervals. 

The impulse response pattern shows a small positive contemporaneous response, followed 

by a negative response in the subsequent periods. However, the estimated pattern is not 

stable, and the wide confidence intervals point to a high degree of estimation uncertainty. 

Therefore, these movements cannot be interpreted as statistically robust evidence of a 

dynamic inflationary effect of fiscal shocks.  

Taken together, the results from both the baseline regression and the dynamic local projection 

analysis point to the same cautious conclusion. The local projection estimates provide only 

supplementary and exploratory evidence, suggesting that the inflationary role of fiscal policy 

through the aggregate demand channel is difficult to identify precisely within the available 

data. Accordingly, these results should not be interpreted as evidence of the absence of a 

fiscal effect, but rather as reflecting the limited statistical power of the model in a very small 

annual sample. At the same time, the results remain consistent with the broader finding that 
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inflation in Montenegro is more strongly associated with external price developments, 

particularly inflation in the euro area, than with the domestic fiscal variable included in the 

model. 

4.3. Robustness Check 

To assess the stability of the results obtained from the baseline model, several additional 

analyses were conducted using alternative model specifications. The objective was to examine 

whether the conclusion regarding the influence of fiscal policy remains unchanged when the 

fiscal variable is modified or when specific crisis years are excluded from the sample. More 

specifically, in addition to the baseline specification, the following model variations were 

estimated: a specification excluding the inflation spike in 2022; a model excluding the 

pandemic period (2020–2021); a specification in which the fiscal impulse variable (FI) is 

replaced by the primary balance (PB); and a model estimated without including real GDP 

growth among the explanatory variables. The results of these robustness checks are presented 

in Table 4. 

Table 4: Robustness checks of the fiscal policy effect on inflation (2008–2025) 

Baseline 
model 

Model 
excluding 2022 

Model excluding 
2020-2021 

Model including PB 
instead of FI 

Model 
excluding GDP 

Fiscal Impulse 
(FI) 

0,206 0,0172 0,241* - 0,140 

Euro area 
inflation 

2,098*** 1,375** 2,297*** 2,234*** 2,161*** 

Lagged inflation -0,290** -0,125 -0,316** -0,319* -0,282**

GDP growth 0,103 0,111 -0,109 -0,036 - 

Brent oil price 
change 

-0,019 -0,003 -0,024 -0,019 -0,009

Primary balance 
(PB) 

- - - 0,098 - 

Constant -0,678 -0,009 -0,366 -0,190 -0,562

Observations 18 17 16 18 18 

R2 0,891 0,649 0,915 0,868 0,883 

Source: Author’s calculation. 



178 

Across all model specifications, the conclusions obtained from the baseline model remain 

broadly stable. The fiscal impulse retains a positive coefficient in each estimation, although its 

statistical significance varies across specifications. In particular, in the specification that 

excludes the pandemic period 2020–2021, the fiscal impulse becomes statistically significant 

at the 10% level. This may suggest that the role of fiscal policy becomes more pronounced 

outside periods of severe macroeconomic disruptions. At the same time, the alternative fiscal 

variable represented by the primary balance does not appear to be statistically significant. 

This indicates that the aggregate demand channel of fiscal policy did not play a dominant role 

in shaping inflation dynamics during the observed period. In contrast, euro area inflation 

remains highly statistically significant in every specification, reinforcing the conclusion that 

external price developments represent the key determinant of inflation in Montenegro. 

4.4. Discussion 

The empirical findings of this study indicate that the external channel, represented by euro 

area inflation, is the most important determinant of inflation in Montenegro. In contrast, the 

domestic fiscal channel, analyzed through changes in aggregate demand and the 

government’s budget position, does not exhibit a statistically robust effect within the current 

specification. A similar conclusion applies to the domestic real channel. 

The strong influence of euro area inflation on domestic price dynamics suggests that in small 

economies that have relinquished monetary sovereignty and adopted a euroized monetary 

regime, the external channel of imported inflation becomes extremely important. The 

absence of statistical significance for oil price changes should not be interpreted as evidence 

that oil shocks are irrelevant for domestic inflation. Given the possible correlation between oil 

price movements and euro area inflation, the estimated coefficient may partly reflect 

multicollinearity, making the separate effect of oil prices difficult to identify precisely within 

the current specification. 

The lack of statistical significance of real GDP growth indicates that the cyclical position of the 

economy, as captured in the baseline model, did not represent a relevant determinant of 

inflation and therefore did not exert a decisive influence on price dynamics during the 
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observed period. Possible explanations for this result may be related to the structural 

characteristics of highly import-dependent economies such as Montenegro. In such 

economies, increases in aggregate demand tend to translate more strongly into higher 

imports rather than higher domestic prices. This reduces the domestic inflationary effect but 

at the same time increases the sensitivity of these economies to price impulses originating 

abroad. If production capacity is limited and GDP is strongly dependent on the service sector, 

the obtained findings become even more theoretically consistent. 

The positive sign of the fiscal impulse is consistent with the basic proposition of the Fiscal 

Theory of the Price Level, which suggests that the price level may reflect the fiscal position of 

the government, particularly in situations where independent monetary policy cannot be 

conducted. However, the lack of statistical significance of this variable indicates that this 

channel had a limited influence on domestic inflation during the analyzed period. It should 

also be emphasized that these conclusions refer specifically to the budgetary, i.e. aggregate 

demand channel of fiscal policy, and not to the wage channel or to changes arising from fiscal 

decisions that affect household disposable income and the cost structure of the economy, as 

these mechanisms were not the focus of the present analysis 

5. Conclusion

The aim of this paper was to examine the key determinants influencing inflation in 

Montenegro under conditions of full euroization, using a regression specification based on 

annual data. The analysis shows that inflation dynamics in Montenegro during the period 

2008–2025 were primarily driven by external price developments, while fiscal policy, captured 

through the government’s budgetary position and the aggregate demand channel, did not 

exhibit a statistically robust and stable association with inflation across specifications, making 

the estimated fiscal effect difficult to interpret conclusively. 

The empirical finding regarding the role of external factors, reflected in the strong association 

between euro area inflation and domestic price movements, is consistent with previous 

research on this topic. By analyzing these external factors within a comprehensive framework 

that simultaneously considers both internal and external determinants over a relatively long 
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time period, this study provides additional evidence on the strong role of external price 

developments associated with euro area inflation. In other words, the findings indicating the 

strong association between euro area inflation and domestic inflation, together with the 

inconclusive results regarding the fiscal transmission channel through the budgetary position, 

contribute to the literature on the Fiscal Theory of the Price Level and on macroeconomic 

adjustment in economies that lack monetary autonomy. 

The positive sign of the fiscal impulse, combined with the absence of statistical significance, 

except in the specification excluding the pandemic period, suggests that inflation may partly 

reflect the fiscal position of the government. However, given the lack of stable statistical 

significance across specifications, the results cannot be interpreted as robust evidence either 

for or against a meaningful fiscal transmission effect during the observed period. A similar 

conclusion applies to the real GDP growth variable, whose statistical significance was not 

confirmed. 

The obtained results may also have important policy implications, particularly for the design 

of economic policy in small open economies that have adopted full euroization. The results 

suggest that the scope of domestic stabilization policies may be constrained in a euroized 

economy. However, this conclusion should be interpreted with caution given the limitations 

of the empirical analysis. In that context, the findings point to the potential importance of 

strengthening the structural resilience of the economy, promoting economic diversification, 

and reducing import dependence. An additional contribution of this study lies in the 

separation of the budgetary aggregate demand channel from other potential transmission 

mechanisms of fiscal policy, allowing for a clearer understanding of the effectiveness of this 

specific fiscal policy channel under a euroized monetary regime. 

Although this research provides useful insights into the determinants of inflation under a 

euroized monetary regime, several limitations should be taken into account when interpreting 

the results. 

First, the lack of quarterly data for some of the variables required the use of annual data with 

a relatively limited number of observations, which reduces the precision of the estimated 
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determinants of inflation, particularly during periods characterized by extreme shocks. 

Another important limitation concerns the identification strategy. The empirical specification 

does not allow strict identification of exogenous imported inflation shocks, meaning that the 

estimated coefficient on euro area inflation may partly capture common global shocks 

affecting both Montenegro and the euro area, rather than pure imported inflation alone. 

Furthermore, fiscal policy was analyzed only through the channel of the government’s 

budgetary position. Therefore, caution is required when interpreting the results in a broader 

fiscal policy context, as only one transmission channel of fiscal policy was examined. Finally, 

despite the inclusion of robustness checks, the reliance on a linear regression specification 

does not allow for the identification of potential nonlinear effects on inflation that may arise 

in the presence of major external shocks or structural changes. 

For this reason, future research aimed at extending the findings of this study could rely on 

dynamic econometric models, higher-frequency data such as quarterly or monthly series, and 

a more detailed analysis of fiscal policy transmission channels in small open economies 

operating under a euroized monetary regime. 
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