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Analytical and Notation Conventions

Values

The data is shown in the currency we believe best reflects
relevant economic processes, regardless of the currency
in which it is published or is in official use in the cited
transactions. For example, the balance of payments is
shown in euros as most flows in Serbia’s international
trade are valued in euros and because this comes closest
to the measurement of real flows. Banks’ credit activity
is also shown in euros as it is thus indexed in the majo-
rity of cases, but is shown in dinars in analyses of mo-
netary flows as the aim is to describe the generation of
dinar aggregates.

Definitions of Aggregates and Indices

When local use and international conventions differ, we
attempt to use international definitions wherever appli-
cable to facilitate comparison.

Flows — In monetary accounts, the original data is
stocks. Flows are taken as balance changes between two
periods.

New Economy — Enterprises formed through private
initiative

Traditional Economy - Enterprises that are/were sta-
te-owned or public companies

Y-O-Y Indices — We are more inclined to use this index
(growth rate) than is the case in local practice. Compa-
rison with the same period in the previous year informs
about the process absorbing the effect of all seasonal
variations which occurred over the previous year, es-
pecially in the observed seasons, and raises the change
measure to the annual level.

Notations
CPI - Consumer Price Index

Cumulative — Refers to incremental changes of an ag-
gregate in several periods within one year, from the be-
ginning of that year.

H — Primary money (high-powered money)
IPPI — Industrial Producers Price Index
M1 - Cash in circulation and dinar sight deposits

M2 in dinars — In accordance with IMF definition:
cash in circulation, sight and time deposits in both di-
nars and foreign currency. The same as M2 in the accep-

ted methodology in Serbia

M2 - Cash in circulation, sight and time deposits in
both dinars and foreign currency (in accordance with

the IMF definition; the same as M3 in accepted metho-
dology in Serbia)

NDA - Net Domestic Assets
NFA - Net Foreign Assets
RPI - Retail Price Index

y-0-y - Index or growth relative to the same period of
the previous year

Abbreviations

CEFTA - Central European Free Trade Agreement
EU — European Union

FDI - Foreign Direct Investment

FFCD - Frozen Foreign Currency Deposit

FREN - Foundation for the Advancement of Econo-

mics

GDP - Gross Domestic Product
GVA - Gross Value Added

IMF - International Monetary Fund

LRS — Loan for the Rebirth of Serbia

MAT - Macroeconomic Analyses and Trends, publication
of the Belgrade Institute of Economics

NES - National Employment Service
NIP — National Investment Plan
NBS - National Bank of Serbia

OECD - Organization for Economic Cooperation and
Development

PRO - Public Revenue Office

Q1, Q2, Q4, Q4 - 1st, 2nd, 3rd, and 4th quarters of
the year

OM — Quarterly Monitor

SORS - Statistical Office of the Republic of Serbia
SDF — Serbian Development Fund

SEE - South East Europe

SEPC - Serbian Electric Power Company

SITC - Standard International Trade Classification
SME - Small and Medium Enterprise

VAT - Value Added Tax



From the Editor

An economy ridden with high inflation, a weakening di-
nar and a high debt “drives off” foreign investors and is
condemned to low output growth. Low economic growth
is further exacerbating all of Serbia’s economic and social
problems — from high unemployment and the resulting
poverty, to the needed reduction of the budget deficit.

The main response to the currently high inflation and
unstable exchange rate that the Government has at its
disposal is to decrease public spending. Specifically, in
2011 the consolidated fiscal deficit has to be reduced
from 5% to 4% of the GDP and at the same time the
public investment should reach 4% of the GDP, impl-
ying that current expenditure and tax revenues are in
balance. Cutting the deficit and directing public spen-
ding towards investments would mean that the Gover-
nment is complying with the legally binding fiscal rules,
i.e. that it will embark on reducing the medium-term
deficit to 1% of GDP in the 2011 pre-election year as
well. The speed of Serbia’s future growth depends upon
the credibility of this program, as a low state deficit is
crucial for reducing the financial country risk and for
the resulting investment growth.

The inflation in Serbia is high and accelerating vigoro-
usly. It is likely to reach 11% in this year, but if we look
at the second half of the year, or the last four months —
the inflation rate is around 15%. This is the alarmingly
high inflation level which should be decreased to the
4.5% target in 2011. While it is highly doubtful whet-
her such a reduction can be achieved, it is certain that
the inflation will spiral out of control unless the fiscal
deficit is reduced. The good news is that the impending
public pension and wages increase will apparently be li-
mited to 2% instead of 6%, which is what it should have
been, based on the inflation rate in the second half of
the year. This measure has partially contained the wave
of populism of a part of the Government, which has
sought to unfreeze wages and pensions, first in June,
then in October, eventually imposing a bad compromise
to unfreeze these in January. A full wage and pension
indexation (around 6%) in January would cause a new
wave of inflation.

The dinar is depreciating despite the fact that NBS has
sold around €2.4 bn in 2010. The cause is the exter-

nal deficit which, despite having been halved compa-
red to the pre-crisis level, could not be covered with
the now substantially reduced foreign capital inflows.
A reduction of the fiscal deficit and public spending is
needed to keep imports and external deficit under con-
trol, thus preventing further pressure on the fall of the
dinar. Foreign capital inflows, essential for the stability
of the dinar, will critically depend on the credibility of
the Government’s fiscal policy, i.e. on whether the latter
will comply with the IMF agreement concerning the
2011 deficit. An additional €2.5 bn, i.e. 8% of the GDP,
in foreign capital is required annually and Serbia could
achieve this provided that it pursues a responsible fiscal
policy and implements the required reforms.

'The Government has agreed with the IMF to reduce the
fiscal deficit to 4.1% in 2011, but the last minute decision
questions the credibility of deficit reduction as 2011 un-
folds. The main reduction consists in not indexing wa-
ges and pensions to the full inflation rate, however this
will not suffice. It is now becoming clear that in order to
reduce the deficit and curb inflation, it would have been
much better to begin unfreezing wages and pensions in
April, as initially agreed. Public investment will amount
to a maximum 3% of the GDP, which is insufficient, in
view of its importance for immediate economic recovery
and future economic growth.

However, the main danger in 2011 is that the arrival of
proceeds from Telekom’s privatization and the approa-
ching elections might revive ideas on stimulating eco-
nomic activity by increasing government spending and
deficit. This would ignite inflation, increase the external
deficit, lead to a further depreciation of the dinar and
prolong the spiraling growth of the public debt which
increased from the pre-crisis 25% to almost 40% of the
GDP. Then foreign and domestic investments would si-
gnificantly decrease, economic growth would come to a
halt and solving the key problem — high unemployment

— would be impossible.

In contrast to the previous scenario, compliance with
fiscal rules would ensure, in the next five year period,
a reduction of the state deficit to 1% of the GDP, thus
strongly underpinning sustainable economic growth. In
fact, there are already some indications in 2010 that the



From the Editor

GDP growth has been led by net exports growth, as ex-
ports grew by 21%, and imports only by 8% in the first
ten months. The dinar exchange rate played a significant
role in this, in other words the decrease of the unit labor
costs, denominated in euros, during the crisis signifi-
cantly increased the competitiveness of Serbia’s econo-
my. The foregoing gives hope that the future growth in
Serbia can be founded on growth of exports and dome-
stic savings (i.e. net exports). The same model of growth
has been proposed in EBRD’s latest Transition Report,
as well as in a recent domestic study on Serbia’s new

model of economic growth 2011-2020.
Highlights 1 (Randelovi¢, S. and Arsi¢, M.) examines

the recent budget realignment for 2010, but more im-
portantly — the basic elements of the 2011 budget and
its sustainability. This is important because of the previ-
ously expressed position that a reduced budget deficit in
2011 has to be the Government’s main response to the
current economic instability. Highlights 2 (Arsi¢, M.)
analyzes the effects of the current policy of subsidizing
investments in Serbia and matches it against the alter-
native, i.e. creating a favorable investment climate and
equal conditions for all investors through adequate re-
forms. This second road is longer and more arduous for
the Government, nevertheless it is the only one that wo-
uld ensure the required lasting growth of investments.

Spotlight on 1 (Levitas, T.) analyzes the impact of the
suspended enforcement of the Law on Financing of
Local Self-Government on the manner in which re-
venues and expenditures are managed by local self-
government. The author examines the macroeconomic
impact of the suspension of the Law, the way in which
local self-governments responded to the new situation
and gives recommendations for improving the system of
financing local self-government in Serbia. Spozlight on
2 (Avljjas, S. and Molnar, D.) is an attempt to analyze
two types of services that are in the jurisdiction of local
self-governments — construction and reconstruction of
local highways and roads and solid waste management —
and the impact of the reduction of funding allocated to
municipalities in 2009. Spotlight on 3 (Gies, D.) explains
what microloans are, what their purpose, sources and
role are in Serbia. The author presents the results of stu-
dies on the reasons for taking microloans, their use and
alternative (cheaper) sources of funding, gives recom-
mendations and conclusions about ways for improving
microloans and emphasizes their potential importance
for Serbia’s overall economic development.

W&(MJT
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TRENDS

1. Review

The emergence of Serbia’s economy from recession is marked by divergent economic trends. As
the recovery in economic activity is gaining momentum, so is inflation, while at the same time
foreign capital inflows are decreasing. In the forthcoming period the co-existence of these trends
will not be feasible. Successful economic recovery requires a stable macroeconomic environment
— or else it will be debilitated by escalating internal and external instabilities. The latest data on
the accelerating inflation growth in November and a sharp downturn of industrial production in
October are very alarming.

The reduction of the consolidated state deficit in 2011 to 4.1% of GDP, as agreed with the
IMF and coordinated with the recently adopted fiscal rules, is a step in the right direction. A
reduction in public spending would deflate the pressure on prices, exchange rate and public debt
growth, thus significantly aiding economic recovery.

Inflation is high and threatening to spiral out of control. In the first eleven months of 2010, it
has reached 10%, already exceeding, by two percentage points, the upper bound of NBS target
band for the whole year (8%). The acceleration of inflation in the second half of the year was
largely influenced by food prices, but already by October and November other prices too reached
an almost identical growth rate (see Section 5. “Prices and the Exchange Rate). By the end of
the year, total inflation is likely to reach around 11%, thus positioning Serbia (together with
Ukraine) among the countries with the highest inflation rates in Europe.

The elevated inflation level from August to November is particularly alarming. If we annualize
the inflation rate of the last four months, it would exceed 15%. This is the actual level of inflation
with which we will be entering 2011 and which needs to be contained now. Achieving the NBS
inflation target for 2011 set at 4.5% = 1.5% seems a difficult challenge to attain from this angle.

'The balance of payments current account deficit in 2010 will be EUR 2.5 bn, i.e. around 8% of
GDP (see Section 4. “Balance of Payments and Foreign Trade”). Although this current account
deficit cannot be considered particularly high for Serbia, given that in the pre-crisis period it
had even reached six billion euro (18% of GDP), there are difficulties in financing it in 2010. In
the pre-crisis period, foreign capital inflows were higher than the current account deficit, so the
NBS foreign currency reserves increased and the dinar strengthened. In 2010, the capital inflows
dwindled to the extent that they are not even sufficient to finance a current account deficit which
is 60% lower compared to the one before the crisis. Consequently, NBS foreign currency reserves
are shrinking and the dinar is weakening. Since the beginning of the year, the dinar depreciated
against the euro by 11.5% in nominal terms and 2.5% in real terms.

The Gross Domestic Product is likely to grow by 1.5% in 2010, thus compensating for only abo-
ut half of the production drop from the previous year (see Section 2 “Economic Activity). The
economic recovery in Q3 has continued at a slightly faster pace compared to the previous quarter.
'The seasonally adjusted GDP grew by over 0.8% compared to the previous quarter which would
equate to a solid annual growth pace of around 3.5% at an annual level. The non-agricultural
GVA, which is a more reliable indicator of economic activity growth, has been recovering even
faster and its annual growth rate in Q3 would amount to around 4.5%.

It is possible that the labor market has begun to react positively to the evident recovery of econo-
mic activity (see Section 3. “Employment and Wages®). Preliminary data indicate that the dec-
line in employment in the second half of 2010 has significantly slowed down in comparison to
the previous quarters. Nevertheless, we are always very cautious in assessing employment trends.
The latest statistics on poverty are worrisome, as they indicate that unfavorable labor market



1. Review

trends and unemployment growth in the past two years have had an impact on the increase of
the poverty rate of the population from 6.1% in 2008 to 8.8% in 2010.

Exports are a key driver of economic recovery. In the first ten months of 2010 exports grew by
21% in comparison to the same period last year. At the same time, imports had a significantly
smaller year-on-year (y-o-y) growth rate amounting to 8.2%. Hence, the trade deficit decrea-
sed and net imports are still positively contributing to GDP growth. Due to a faster recovery
of exports than that of other macroeconomic aggregates, the structure of Serbia’s economy has
changed. The share of exports of goods and services in the GDP reached 35% in Q3 and was by
five percentage points higher than before the crisis.

The current dinar value is conducive to exports growth. The unit labor costs (ULC) calculated
in euros indicate that Serbia’s price competitiveness significantly increased compared to the pre-
crisis period, mostly owing to the depreciation of the dinar (see Table T2-5). In 2010, EUR-
ULC returned almost to 2005 levels, compensating for the loss of price competitiveness which
resulted from the appreciation of the dinar in the period from 2005 to 2008. Perhaps this could
also be linked to the fact that Serbia recorded a much faster economic recovery compared to its
neighbors, where fixed and low-flexibility exchange rates are predominant.

However, the opportunity that presents itself for a relatively quick economic recovery could very
easily be missed, if the country fails to ensure medium-term economic stability. To accomplish
this goal it will firstly be necessary to carry into effect the planned budget for 2011, which entails
reducing the fiscal deficit to 4.1% of the GDP and changing the structure of public spending in
favor of a greater share of investments (see Highlights 1 “Serbia’s Revised 2010 Budget and 2011
Fiscal Policy “).

The first necessary step has been made towards achieving the deficit target for 2011. The increase
of public pensions and wages in January will amount to only 2% after all, instead of the unsusta-
inable 6% (which is how much it would have been if the pensions and wages had been adjusted
for the inflation rate in the second half of 2010, as planned). In addition, an agreement was re-
ached to freeze subsidies at the nominal level from 2010, which was nevertheless relativized by
the fact that it does not apply to all subsidies, as important state incentives and subsidized loans
are exempted from the freeze.

However, the aforesaid reduction of spending will still not suffice to achieve the deficit target for
2011. Therefore some exacted fiscal policy decisions had to be taken. There will be a higher than
planned increase in cigarette excises as of January 1% and the remaining adjustments will be achieved
in the least desirable way — by decreasing public investments. Although it was announced that public
investments in 2011 would amount to 4% of GDP, their effective level is not likely to exceed 3%.

Reducing government spending is also necessary because of the fast-growing public debt. The
public debt at the end of October exceeded 38% of GDP and is recording a vigorous growth (see
Section 6. “Fiscal Flows and Policy®). Since the beginning of the year, the public debt’s share in
the GDP increased by seven percentage points and since the beginning of the crisis by as much
as 13 percentage points. The relative growth of the public debt in 2010 was primarily influenced
by the fiscal deficit, but also by the continuation of the depreciation of the dinar (given that the
largest portion of the debt is denominated in euro while the GDP is realized in dinars). The
growth of the public debt also contributes to the increase of the external debt which is very close

to the limit of 80% of GDP.

The rapid growth of the public debt is exerting a negative impact on the country’s credibility
and increasing the country risk to foreign investors/creditors. The consequence of an increased
country risk is a high interest rate on loans, which in turn affects the whole economy. We note
that Serbia’s EMBI (index used for assessing the investment risk in emerging markets) is twice
higher than the average in emerging Europe and only lower to that of Ukraine and Belarus. The
amount of Serbia’s public debt is also restricted by law to a maximum 45% of GDP and we are
now less than seven percentage points away from reaching this limit. The upward trend of the
public debt must therefore be reversed.
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'That is why it is best to use Telekom sales proceeds for an early repayment of a portion of the pu-
blic debt. The worst solution would be to use these proceeds for current spending. Furthermore,
it would be contrary to the fiscal rules adopted. However, this scenario cannot be entirely ruled
out, especially as the following year is a pre-election year. Loosening fiscal policy in this case
would further raise pressure on prices and depreciation of the dinar and decrease chances for the
much needed foreign capital inflows. Under these circumstances monetary policy would be for-
ced to strongly increase its restrictiveness, which would eventually debilitate economic recovery.

Serbia: Selected Macroeconomic Indicators, 2004-2010"

Annual Data Quarterly Data
2009 2010
2004 2005 2006 2007 2008 2009
Q1 Q2 Q3 Q4 Q1 Q Q3
Prices and the Exchange Rate y-o-y”
Consumer Price Index . . ; 65 17 84 10.1 87 7.9 5.9 44 40 65
Retail Price Index 10.1 165 127 6.8 109 10.1 9.8 29 9.4 92 72 6.9 7.9
Real f dinar/euro (avg. 2005=100)" 100.5 100.0 92.1 839 797 84.1 86.0 843 826 835 853 86.1 87.8
Nominal x dinar/euro (period average)” 7262 82.92 84.19 79.97 81.46 93.90 93.71 9417 93.24 94.47 98.60 10130 105.15
Economic Growth y-o-y, real gruwthz’
GDP (in billions of dinars) 1,381 1,684 1,962 2302 2723 2,815 . . . . . . .
GDP 83 56 52 69 55 31 43 45 22 17 04 20 17
Non-agricultural GVA 64 6.8 75 87 57 28 37 37 22 18 06 24 26
Industrial production 71 08 47 37 11 121 -17.0 -17.8 -106 38 28 69 37
Manufacturing 9.7 0.7 53 42 07 -15.8 226 216 -146 5.4 46 7.1 47
Average net wage (per month, in dinars)” 14,108 17,478 21,745 27,785 29174 31,758 30,120 31,808 31,737 33,366 31,924 34,192 34,372
Registered Employment (in millions) 2047 2056 2028 1.998 1.997 1.901 1.958 1.901 1.882 1.861 1.838 1815 1.807
Fiscal data in % of GDP y-o-y, real growth
Public Revenues 412 421 24 42.1 M5 386 126 -134 42 5.0 -4,0 25 36
Public Expenditures 400 39.7 427 428 437 427 34 6.0 03 9.2 14 31 32
in billions of dinars
Overall fiscal balance (GFS definition)”’ 175 148 -335 582 -68.9 1218 124 -45.5 239 -40.0 24,1 312 288
Balance of Payments in millions of euros, flows”
Imports of goods -8,302 -8,286 -10,093 -12,858 -14,964 -11,052 2755 -2,680 -2,705 2913 2,658 -3,036 3,175
Exports of goods 2,991 4,006 5111 6,444 7416 5977 1,291 1,538 1,547 1,602 1472 1,870 1,933
Current account” -2197 -1,805 -3,137 -4,994 -6,089 2,041 978 -246 -344 -472 -760 -597 517
in%GDP” -11.6 -8.6 -12.9 -17.2 -18.2 6.8 -14.4 33 44 60 -10.9 7.9 68
Capital account” 2377 3,863 7,635 6,126 6,180 2174 991 275 3n 537 689 585 498
Foreign direct investments 773 1,248 4,348 1,942 1,824 1372 643 251 113 366 284 136 176
::f::s’fjfsm“ 349 1,675 4240 941 1,687 2363 240 880 716 1,007 367 321 313
Monetary data in millions of dinars, e.o.p. stock’
NBS net own reserves” 103,158 175,288 302,783 400,195 475110 578,791 502,606 489,062 528,439 578,791 563,529 547,249 493,899
NBS net own reserves®, in mn of euros 1,201 2,050 3833 5,051 5362 6,030 5303 5234 5,681 6,030 5,652 5,287 4,684
Credit to the non-government sector 342,666 518,298 609,171 842,512 1,126,111 1,306,224 1,215,843 1,218,702 1,245,735 1,306,224 1,389,783 1,523,040 1,583,687
FX deposits of households 110,713 190,136 260,661 381,687 413,766 565,294 450,852 461,401 482,827 565,294 604,783 651,132 681,704
M2 (y-0-y, real growth, in %) 104 208 306 278 29 9.8 32 21 09 9.8 15 146 103
Credit to the non-government sector 273 286 103 24.9 252 52 217 164 118 52 63 173 16.7
(y-0-y, real growth, in %)
Credit to the non-government sector, in % GDP 239 296 286 350 420 458 459 458 445 458 482 516 525
Financial Markets
BELEXIine (in index points)”’ 1,161 1,954 2,658 3,831 1,198 1312 844 1173 1,548 1,312 1,307 1,238 1,226
Turnover on BSE (in mil. euros)"” 4237 4988 1,166.4 2,004.4 884.0 4437 61.2 726 558 2540 494 46.3 395

Source: FREN.

1) Detailed data (monthly series) given on internet page: www.fren.org.rs.

2) Unless marked differently.

3) The calculation is based on 12-month averages for annual data, and three-month averages for quarterly data.
4) Data for 2008 represent adjusted figures based on a wider sample for the calculation of an average wage. Thus, the nominal wages for 2008 are comparable with nominal values for 2009
and 2010, but not with previous years.
5) We monitor the overall fiscal result (fiscal balance according to GFS 2001) — Consolidated surplus/deficit adjusted for “budgetary lending” (lending minus repayment according to the old

GFS).

6) The Republic’s Statistics Office has changed its methodology to calculate foreign trade. As of 01.01.2010, Serbia started implementing the general system of trade, in line with recommenda-
tions from the U.N. Statistics Department, which represents a wider concept than the previous one, offering better adjustment to criteria given in the Balance of Payments and the System of

National Accounts. For a more detailed explanation see QM20, section 4, Balance of Payments and Foreign Trade.
7) The National Bank of Serbia changed its Balance of Payments methodology in Q1 2008. The change in methodology has led to a smaller current account deficit and a smaller capital account
balance. For a more detailed explanation see QM12, section 6, Balance of Payments and Foreign Trade.
8) The NBS net own reserves represent a difference between net foreign exchange reserves of NBS and the sum of foreign exchange deposits of commercial banks and foreign exchange
deposits of the government. See section Monetary Flows and Policy for more detail.
9) The value of index on a last day of the monitored period.
10) The total turnover value at the Belgrade Stock Exchange includes the values of traded shares and foreign currency savings bonds. The mid-exchange rate for the monitored period was
used to calculate the dinar turnover values in the stock market into euros.
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2. Economic Activity

Economic activity
continues recovering
inQ3

Y/y growth assessed at
around 1.7%

2. Economic Activity

Economic activity continued recovering in Q3 2010. The GDP rose by around 1.7%, and
the non-agricultural GVA by around 2.6% year-on-year. Estimates based on the flow of
seasonally adjusted non-agricultural GVA indicate that the economy will grow by over 4%
per annum, putting Serbia at the forefront of the region. These data should, however, be in-
terpreted with caution, because economic activity in Q3 was still 2% lower than before the
crisis, and will at this rate need another six months to reach the pre-crisis level. Recovery of
production is still concentrated in the export-oriented sectors, while some of the activities
focusing on the domestic market continued declining in 2010 (e.g. construction). This is why
a major share of the economy, and the population, is still not feeling the positive effects of
having overcome the recession. Although the continued high growth of exports in Q3 is the
chief engine of economic recovery, domestic spending has recorded a rise as well. The GDP
structure is visibly changing due to the depreciation of the dinar and the growth of exports
— exports of goods and services in Q3 exceeded 35% of the GDP, i.e. were more than five
percentage points higher than before the crisis. Unit labor costs measured in euros indicate
the significant impact the depreciation of the dinar has had on the increase of the price com-
petitiveness of the national economy. Industrial production grew by 4.1% y/y in Q3, while
seasonally adjusted indices indicate that it grew at a faster rate than in Q2. Economic activity
will probably continue speeding up in the forthcoming quarter, but QM nevertheless does
not expect GDP to grow by much more than 1.5% in 2010

Gross Domestic Product

According to QM’s preliminary estimates' based on available data on economic activity results,
the GDP grew by around 1.7% y/y in real terms in Q3 (Table T2-1). The non-agricultural GVA,
which QM considers a more reliable measure of economic activity, recorded a y/y growth of

around 2.6% in Q3.

'The recovery of economic activity that began in the latter half of 2009 continued in Q3, as the
seasonally adjusted GDP quarterly growth indices indicate.? Viewed from this perspective, the
GDP grew over the previous quarter by slightly over 0.8%, which would correspond to a solid
growth rate of around 3.5% per annum. If economic activity continues increasing at a similar

pace in the next quarter, GDP growth may slightly exceed 1.5% in 2010.

Economic recovery is probably somewhat faster than the one indicated by the GDP growth
trend. The rate of economic recovery would stand at a relatively high 4.5% a year if agricultural

production, which fell in Q33 is excluded from the GDP.

Seasonally adjusted indices indicate that, regardless of its visible recovery, the value of the GDP
was still around 2% lower in Q3 than before the crisis. If this rate of growth continues, the pre-
crisis production level will be reached in mid-2011, which is in conformity with QM’s estima-
tions (made in 2009) that economic activity would not reach its 2008 level before 2011.

1 The methodology used to estimate the GDP is based on the methodology of the Statistical Office of the Republic of Serbia (SORS).
The real growth of gross value added of individual sectors of the economy is estimated by activity and the tax component is added to
the sum of these estimates. Modifications of the SORS methodology are partly related to the indicators on the basis of which sectoral
growth is estimated and which the QM authors consider to be more reliable indicators of real sectoral growth in specific cases (e.g.
cement production in the construction industry). Also, given that QM authors have fewer indicators at their disposal than the SORS,
their estimate also includes indirect indicators which are not a composite part of the official statistical methodology. QM authors also
conduct deeper analyses of trends in individual sectors and a demand analysis.

2 To ensure comparability, QM derived seasonal adjustment by applying the X12 ARIMA methodology that is also used for seasonally
adjusting industrial production.

3 Exogenous factors (the weather) affect agricultural production the most, wherefore the non-agricultural GVA is a more reliable
indicator of the underlying trend of economic activity.
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Table T2-1. Serbia: Gross Domestic Product, 2005-2010"

Y-o0-y indices .Base GDP
index share

2009 2010 Q1/10
2005 2006 2007 2008 2009 2009

Qi Q Q3 Q4 Q1 Q Q3” Q1/02
Total 105.6 105.2 106.9 105.5 96.9 95.7 95.5 97.8 983 100.4 102.0 101.7 1375 100.0
Taxes minus subsidies 110.2 99.8 109.5 103.8 943 920 90.4 96.4 97.8 100.6 1028 102.0 147.0 158
Value Added at basic prices 105.0 106.4 106.5 105.9 97.4 96.4 96.5 98.1 98.4 100.4 101.9 101.7 131.8 84.2
Non agricultural Value Added 106.8 107.5 108.7 105.7 97.2 96.3 96.3 97.8 98.2 100.6 102.4 102.6 1415 87.8”
Agriculture 95.1 99.8 922 108.6 100.7 99.9 101.4 100.8 100.6 99.7 98.4 97.0 106.4 12,23‘
Manufacturing 99.9 105.6 104.8 101.2 84.7 793 79.9 86.0 93.0 102.0 105.7 104.4 99.5 13,77
Construction 102.0 107.7 110.8 1015 85.7 90.0 86.4 83.6 827 87.5 88.1 92.0 1141 32Y
Transport, storage and communications 1234 1293 1201 1125 106.5 103.8 106.7 107.8 107.4 107.8 106.6 106.0 309.6 17,93‘
Wholesale and retail trade 1220 1103 119.9 106.8 91.1 926 90.8 91.7 89.5 933 1013 104.0 209.8 12,77
Financial intermediation 11.9 1122 115.6 1135 104.3 1053 1053 103.7 103.0 105.2 106.9 106.5 1847 5,17
Other 102.1 100.6 1015 103.6 101.2 101.3 101.3 101.7 100.5 100.1 100.2 100.0 1132 35,33’

Source: SORS

1) At constant prices in 2002.
2) QM estimate.

3) Share in GVA.

Observed by activity, most areas recorded a y/y rise in production (Table T2-1). A y/y decline
was recorded in Agriculture, Construction and Electricity Production and Distribution*. Agri-
culture declined over Q3 2009 due to the lesser production of wheat than last year, while some-
what more auspicious trends were noticeable in construction as its decline was lesser than in the
previous quarters. Wholesale and retail trade spearheads the sectors that have been recovering;
its growth accelerated the most over Q2.

The y/y growth of domestic and export demand is given in Table T2-2. Q3 evidences a quite
rapid recovery of aggregate demand, which grew by around 6.2% in real terms y/y. When total
demand is observed by components, domestic demand shows a 3.2% and export demand an

18.5% rise in real terms over the same period in 2009 (Table T2-2).

Table T2-2. Serbia: Growth of Aggregate Demand and Components, 2005-2010

2009 2010
2006 2007 2008 2009
Q1 Q2 Q3 Q4 Q1 Q2 Q3
Y-o0-y indices
GDP 105.2 106.9 105.5 96.9 95.7 95.5 97.8 98.3 100.4 102.1 101.7
Aggregate demand 109.3 110.3 107.1 91.9 91.5 85.2 87.4 93.9 100.2 105.0 106.2
Domestic demand 106.0 106.9 105.6 94.0 94.9 86.1 89.4 94.1 98.7 102.3 103.2
Export demand 1251 1256 1133 83.3 784 81.8 79.7 933 106.9 116.0 118.5

Source: QM based on NBS and SORS data

'The considerable lead export demand had over the other observed aggregates in Q3 has led the
OM to conclude that exports are still the main engine of economic recovery. Q3, however, also
saw a major y/y increase in domestic demand (Table T2-2).

Despite the high growth of exports, the relatively high y/y rise in imports in Q3 resulted in the
negative share of net exports in GDP annual growth (the trade deficit was higher in Q3 2010
than in Q3 2009). 'This data may only at first glance appear to clash with QM'’s assessment that
export demand, rather than domestic demand, is the main engine of economic recovery. If the
import of energy-generating products, which strongly grew in Q3, were to be excluded from to-
tal imports, net exports would be recording y/y growth and continuing to positively affect over-
all production growth. The value of imported energy-generating products is largely dependent
on the change in their prices in the international market and the business policies of a limited
number of national importers, rather than a reflection of essential changes in national economic
aggregates.

Exports in euros are the only GDP component approximating the pre-crisis level in 2010. On
the other hand, the GDP measured in euros (due to the depreciation of the dinar since the onset
of the crisis) was as many as 15% lower in Q3 2010 than in Q3 2008. This is why the share of
exports in the GDP has changed substantially, which may be indicating that Serbia will come
out of the crisis with a different structure of the national economy. Namely, the exports of goods

4 Due to its minor share, electricity production and distribution is under Other in Table T2-1.




12

2. Economic Activity

Unit labor costs
stabilizing...

...at a much lower level
than last year

Competitiveness visibly
greater than before the
crisis

Graph T2-3. Serbia: Aggregate and Domes-  and services reached 35% of the GDP in Q3,
tic Demand to GDP Ratio, 2001-2010 i.e. over five percentage points more than in the
pre-crisis period.

160
Graph T2-3 shows (aggregate and domestic)
demand to production ratio. The spending to
140 - production ratio (domestic demand to GDP ra-
tio — the bottom line on Graph T2-3) warrants
particular attention. Spending exceeded pro-
1.20 1 duction by 16.4% in Q3. This indicates a relative
O increase in spending over Q2, when this per-
Q1/01 Q2/02 Q3/03 Q4/04 Q1/06 Q2/07 Q3/08 Q4/09 centage stood at 14.5%, but also that (notwith-
— hgaregate demandl)  Domestc demand standing the rise) domestic demand was still at
PO an unusually low level for the national economy.
1) Aggregate demand = domestic demand + exports. FOI', in the years preceding the crisis — the dif-
ference between spending and production usu-
ally exceeded 20%. The structure of economic recovery, based more on the growth of exports
than of domestic demand, indicates that the drop in domestic demand compared to production
caused by the crisis will probably be more permanent in character.

1.50 +

Unit Labor Costs® (ULC), both those measured in dinars and those measured in euros, stabi-
lized in Q3 at a level similar to the one in Q2 (Graphs T2