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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 eftect 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

For the first time since 2008, Serbia has achieved a so-
lid growth in economy, which is in fact widely spread over
economic activities and is mostly genereted in preffered
manner- in investments and export. Serbia’s economy
growth in 2016 will amount to 2.5-3%, which is at a level
of the expected average for the countries of Central and
Eastern Europe of 2.7%. Although the growth of Serbian
economy will be the highest in this year since the begi-
ning of the crisis, it still reaches only a half of the average
growth rate from the period of 2001-2008, and at the same
time it is significantly lower than the growth some Euro-
pean countries such as Romania or Slovakia will achieve.
High growth rates over an extended period of time are ne-
cessary in order to achieve a significant, and at the same
time sustainable growth of the standard of living. As the
average GDP growth of 6% in the period of 2001-2008
increased the average salary from 100 to almost 400 euros,
thus the growth of 4-5% annually in the long term is essen-
tial for the future to significantly increase the standard of
living. High growth rates are a must for Serbia to make up
for a historic backlog over the next few decades and catch
up with the developed European countries. However, unli-
ke the pre-crisis period, when the growth was mostly ge-
nerated by domestic demand, which led to high external
and internal imbalances, sustainable economic growth in
the future should be based primarily on investments and
export, while domestic demand should increase more

slowly than GDP.

The fact that Serbia is still in the process of reaching mo-
derate growth rates and the Government representatives
are announcing high growth rates in the coming years ra-
ises important question- whether and to what extent have
the conditions for the long-term and sustainable growth
of the Serbian economy been fulfilled? It is quite indispu-
table that in past years a significant progress was achieved
in a number of areas that are important for the economic
growth, but it is also quite certain that the situation in
many areas is still unsatisfactory. A significant progress in
strengthening macroeconomic stability has been achieved:
inflation is low and stable, fiscal and external deficit have
been significantly reduced, while public and external debt
crisis risks have been eliminated for now. However, ma-
croeconomic stability is still fragile and there are risks for
the deficit to increase again due to the problems in part
of non-privatized and non-restructured companies. De-
ficit could increase even if there is an excessive increase
in spending or reduction in taxes. Although year 2000

achieved significant progress in establishing functioning
market economy, the situation in many areas is still not
favorable for economic growth. The judiciary and admini-
stration are ineflicient, corruption is high, infrastructure
is in poor condition, and quality of education is low and
maladjusted to the economy needs... Therefore, it can be
concluded that to achieve a long-term sustainable growth
we need a number of reforms, as well as the insistence on
fiscal consolidation. In the case of Serbia, the stimulus may
come primarily from public investments into infrastructure
and private investments into capacities intended for export.
The growth of domestic current spending stimulates the
economy growth, only under the condition that it is not
excessive in relation to domestic demand.

The latest statistical information suggest to what extent the
economic trends in Serbia are still unstable. After a high
growth rate in the first quarter, the growth in industrial
production and exports slowed down in Q2 and July, and
the external deficit increased. It is therefore estimated that
along with the reforms aiming to improve the economic
ambient, there is also a need for a short-term stimulus to
accelerate the economic growth.

Despite widespread doubts that existed in domestic pro-
tessional and general public two years ago concerning the
fact whether fiscal consolidation will achieve any kind of
success, the results so far exceed the expectations of even
the biggest optimists. Fiscal deficit in this year, even after
the takeover and settlement of some emergent obligations,
such as Petrohemia’s obligations to Nis, will amount to
about 2% of GDP. The deficit in this year will be lesser by
more than 2/3 of the deficit achieved in 2014. While Serbia
had a highest fiscal deficit in Europe in 2014, this year its
deficit will be at the level of the average of EU member
states. The stop of a growth of public debt in relation to
GDP already in this year will be the result of a significant
drop of a fiscal deficit. The results of fiscal consolidation
are yet more favorable if one takes into account that the
economy in the first year of fiscal consolidation achieved
a modest growth, and that in this year it will reach a solid
growth rate.

Although the austerity measures made key contribution
to fiscal consolidation, the contribution of the improved
tax collection becomes increasingly important. Tax reve-
nues stagnated in real terms last year, while in this year it
will increase by about 7% in real terms, which significantly
exceeds the GDP growth and consumption. The growth



From the Editor

of tax revenues, above the growth of tax base, can be par-
tly explained by the increase in tax rates (introduction of
the excise duty on electricity), while markedly highest
contribution came from combating the gray economy. The
effect of suppression of the gray economy on tax collection
existed even in the last year, but it was overshadowed by
the fall in tax bases, especially consumption. It is estimated
that on the basis of the gray economy suppression, tax reve-
nues in the last year increased by 0.5% of GDP, and in this
year on the same basis by over 1% of GDP. Based on this, it
can be concluded that the gray economy in Serbia is at the
moment at the historically lowest level, but a more detailed
analysis suggests that the level of tax collection from 2012
is still not reached!? This result is a consequence of the fact
that there was a significant growth of the gray economy
from late 2012 to mid-2014, which was one of the causes of
the growth in fiscal deficit in that period.

A relevant question is therefore which are the causes of an
increase in gray economy from late 2012 until mid-2014?
Did gray economy increased due to an increase in tax ra-
tes, deterioration in the economy or reduced Tax Admini-
stration efficiency in their work? The impact of the incre-
ased tax rates on gray economy growth can quite likely be
rejected as the tax collection has been increasing for two
years at the same tax rates. Similarly, the growth in gray
economy cannot be explained by the poor economy state
as the growth in tax collection started in the mid-2014,
immediately after the floods, when Serbia was in recession.
Therefore, the reduction in efficiency in tax collection can
be identified as the most likely cause of the growth in gray
economy from late 2012 to mid 2014.

What happened during the aforementioned period with
Tax Administration so the tax collection declined as
much? During that period there was a reduction in Tax
Administration work efficiency on several grounds, such
as the shift of an experienced personnel and setting of the
new ones without sufficient competence. A large number
of managing positions remained vacant for a longer period
of time, as the old directors were replaced, and the new
ones had not been set yet, which led to a slowdown and
blockade in decision-making. In addition, directors and
tax inspectors obeyed the statements of the Government
representatives and Tax Administration management, in
which they were told that they need to rely on voluntary
tax payments, wait for the introduction of modern cash
registers, rather than to implement legal measures for tax
collection and etc. From the mid-2014 the elimination of
some major disruptions in the work of Tax Administration
has been started- some personnel problems have been sol-
ved, punitive policy has been sharpened, enforced collec-
tion of claims has been implemented more resolutely, a
number of inspectors participating in field control has been
increased, some tax procedures have been simplified etc.

The experience with the collapse of Tax Administration
and then with its recovery can serve to pull out more ge-
neral lessons about the economic and political system in

Serbia. This experience shows the weakness of instituti-
ons in Serbia, how easily they give up law enforcement, the
irresponsible leading of the personnel policy within them,
as well as the strength of informal (illegal) impact on their
work. Similar phenomena are present in other institutions,
such as such as the judiciary, public administration, local
government and others, but the consequences are less ge-
neral there than in the case of Tax Administration. The
growth of fiscal deficit and the risk of debt crisis prompted
the government to implement harsh austerity measures,
but also to improve the work of Tax Administration. Alt-
hough Tax Administration in Serbia is still far from well-
organized administrations that exist in developed countri-
es, it was sufficient to implement some partial measures to
significantly improve tax collection. If the systematic me-
asures, such as improving of staft selection, establishing a
modern organizational structure, additional simplification
in tax procedures, better staff training, more efficient an-
ti-corruption policy, more efficient cooperation with other
governmental agencies and other, were implemented, the
results would have been better. Even in the case of other
institutions, the implementation of important partial me-
asures could lead to a significant improvement in relatively
short term, while the implementation of systematic mea-
sures would give even better and longer lasting results.

Labor Force Survey again contains information on the re-
employment trends that are inconsistent with the move-
ment of economic activity and tax revenues. According to
the Survey, total employment in the second quarter grew
by 6.7% or 174 thousand compared to the same period last
year. At the same time the growth of formal employment
is 2.7%, which is higher than data shown by the Central
Registry (growth 0.1%), as well as the growth that would
be expected on the basis of developments in economic ac-
tivity and tax revenues, but the difference is still moving
in the limits of statistical error. However, the growth of
informal employment is as high as 23% (!?), which is in
great discrepancy with the movement of economic activity
and consumption. Additional doubt about the accuracy
of data on the movement of non-formal, and hence total
employment, is caused by the data from the Survey that
most of the increase in informal employment was recor-
ded in the agricultural sector and that it is 83 thousand
or even 26% !? The total growth of formal and informal
employment in agriculture amounted to 106 thousand (up
20%), which is not in accordance with the growth of to-
tal agricultural production, nor can it be explained by the
changes in the structure of agricultural production or pro-
duction technology. Finally, if one would believe in such
strong employment growth in the overall economy, espe-
cially in agriculture, it would result in a large drop in pro-
ductivity, which is unlikely. Therefore, we suggest that the
published data on employment trends in the second quarter
are checked in detail and adjusted to credibly maintain la-

bor market trends. %
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TRENDS

1. Review

At the end of the year, as a rule, we summarize the most important macroeconomic trends that
marked the previous twelve months. Among them, by their significance, two particularly stand
out. Economic activity finally “broke away” from years of stagnation — with growth of around
2.7% in 2016, GDP exceeded its level from 2008 and it is certain that it will continue to grow
in the coming years. That GDP growth is significantly lower than the historical benchmark for
Serbia (average GDP growth was 6% in 2002-2008 period), and it is lower also than the average
of the neighbouring countries (3.5%) - however, it was achieved during the fiscal consolidation
and in economically healthy and sustainable way, which constitutes a good basis for its further
increase. Second important result refers to favourable fiscal trends and strong reduction of the
government deficit to below 2% of GDP. That led to a slight decrease of the public debt to GDP
ratio for the first time since 2008. Stopping the growth of public debt to GDP ratio is one of the
crucial indicators of macroeconomic stabilization, as this eliminates the direct threat of crisis.
However, the public debt is still too high, about 75% of GDP, so fiscal policy in the coming years
will have to be very responsible and cautious. Beside these two particularly important results
from 2016, the remaining macroeconomic developments could be assessed as mainly favourable.
Inflation is extremely low and stable, the average price growth in 2016 was only slightly higher
than 1%, which is perhaps too low for Serbia, as deflation was recorded in five months of 2016.
Current account deficit continues to decline and is now at the level of about 4% of GDP, and
employment is also slowly recovering, although probably much more modest than the latest data

from the LFS show.

'The achieved favourable macroeconomic trends are not only the result of domestic economic
policies, but also favourable regional trends. This is indicated by the fact that along with Serbia
three neighbouring countries (Bulgaria, Romania and Croatia) in 2016 positively surprised with
significantly faster economic growth than expected, on average, by 0.9 p.p, which is the same
as Serbia. External incentives to growth of economies in the region were provided by the global
decline in oil prices, low interest rates for borrowing in euros and solid import growth of the
Eurozone (3.5% in real terms). However, in order for favourable international trends to “raise”
particular economy, domestic economic policies had to create the appropriate conditions. This is
well-illustrated by the fact that countries with the internal problems, such as Bosnia and Herze-
govina and Macedonia, this year did not benefit from the favourable international circumstances.
Their economic growth even fell short of expectations. Probably the Serbian economy would not
teel this favourable economic moment if the Government did not begin a program of macroeco-
nomic stabilization at the end of 2014, which included politically very unpopular measures such
as the reductions in pensions and salaries in the public sector. In addition, we should not forget
important reforms to improve the Labour Law, the Law on Pension and Disability Insurance
and the Law on Planning and Construction, and also an important guarantee of macroeconomic
stability certainly is the concluded precautionary arrangement with the IMF.

It is, however, very dangerous to presume that job is completed with these measures and that it is
now completely certain that Serbia’s economic growth will automatically continue to accelerate
in the coming years with the improvement of other macroeconomic parameters. On the contrary,
favourable international circumstances will not last forever and the Government has to reco-
gnize and take advantage of this good moment for addressing major structural problems of the
domestic economy. Only in this way will it be possible for Serbia’s economic growth to continue
to accelerate and to remain high even when the international situation is reversed - and this is,
sooner or later, bound to happen. Unfortunately, the reforms almost stopped in 2016. Inefficient
public sector, and within it, especially non-privatized state-owned enterprises continue to make
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debt and thereby create fiscal risks. Also, there is no progress in reforming the health care and
education, the judiciary is still very inefhicient, the informal economy is widespread, but there are
many other problems, which are in a little more detail explained in the section From the Editor
of this QM issue. For all these reasons, 2017 could be a very important year for the long-term
prospects of the domestic economy. In it we will see whether the Government will continue to
implement a responsible fiscal policy and, most importantly, finally start implementing the most
difficult reforms that were postponed for years - or will passively wait for the completion of the
Arrangement with the IMFsatisfying with the achieved so far. The latter would have negative
implications for long-term development of Serbia.

'The growth of economic activity in Serbia in 2016 will be around 2.7%. We assess this as a good
result, as economic activity continues to accelerate based on the economically sound and susta-
inable way - with a relatively strong investment growth of about 6% (see Section 2. “Economic
Activity”). GDP growth in 2016, however, is still slightly lower than the average of the countries
in the region, which is about 3.5%, but the Serbian economy is gradually catching up with this
average. Additional approaching to regional trends is expected in 2017, which is predicted to
have continued acceleration of economic growth in Serbia of 3%, and this prediction is also con-
firmed by the analysis of QM. Although at first glance GDP growth of 3% in 2017 seems only
as slight acceleration compared to 2.7% in 2016, it should be borne in mind that during 2016
agriculture had a high growth (around 8%) due to the comparison with the dry 2015, which will
not be repeated in 2017 — and so the planned acceleration of GDP growth is quite satisfactory.
Another reason for satisfaction, if the forecasted growth is achieved, is that it is estimated that in
2017 rebalance of domestic economy will continue in the direction of further increase of invest-
ments and net exports, with a decrease in the share of personal and government consumption in
GDP. For long-term sustainable high economic growth of over 4%, however, there is a need of
a few more years of relatively strong increase in investment in order for their share in GDP to
increase from the current 18.5% to about 25%. The Government could significantly contribute
to this trend by improving investment environment and by continuing with policies that ensure
macroeconomic stability.

Balance of payments trends continue to solidly improve in 2016. (seeSection 4 “Balance of Pay-
ments and Foreign Trade”). Current account deficit will be reduced to only 4% of GDP, which is
the lowest value in the last fifteen years. A high current account deficit in the period 2005-2008,
which at one point exceeded 20% of GDP, was one of the largest and most dangerous macro-
economic imbalances in Serbia, which is why it is very important that this problem is now under
control. It’s also good that the current deficit reduction in 2016 is mainly based on high export
growth of about 10% (with a slightly slower import growth of about 5%). These developments led
to the increase of the coverage of imports by exports to almost 80%, and when we add the trade
of services to the trade of goods (where Serbia has a positive balance in trade with the world),
the coverage of imports by exports grows at over 85%. Also, it is very positive that this, reduced,
current account deficit is completely covered by the healthiest capital inflow from abroad and fo-
reign direct investments. In 2017, we expect the current account deficit to fall below 4% of GDP,
while in the medium-term the objective of the economic policy should be the further gradual
reduction, and then a surplus. Slower growth of domestic demand from the GDP growth, as
well as maintaining the dinar exchange rate at a competitive level could play a key role in that. In
the future the level of the current account deficit is likely to be positively affected by the assessed
economic growth of the Eurozone and negatively by the initiated and expected rise in energy
prices on the world market.

Inflation in 2016 was very low (see Section 5 “Prices and the Exchange Rate”). Average price
increase will amount to 1.1-1.2%, which is the lowest average annual inflation since we have
monitored it. Although the low and stable inflation is economically desirable, mild acceleration
in inflation compared to its current level would be economically desirable, because it would
avoid the risk of deflation - during 2016 there was a fall in prices in even five months. Also, it is
not good for the credibility of NBS that inflation is below the target corridor for too long, and
inflation was last time in the corridor of the NBS in February 2014. For all these reasons it is
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acceptable to expect (and plan) mild acceleration of price growth in 2017. This will, along with
(reasonable) lowering of the NBS target band at 3 + 1.5%, introduce inflation in early 2017 in the
boundaries of the new corridor, in which it should be retained over a longer period.

Developments in the labour market in 2016 are gradually improving, but the true measure of
these improvements is the growth of the registered employment of about 1%, which is monitored
on the basis of the data from the Central Registry of Compulsory Social Security, and not, har-
dly possible, increase in the total employment of 6% shown by the Labour force Survey (LFS).
Namely, the trends of the overall employment and unemployment measured by this survey in
2016, as in previous years, significantly differ from other macroeconomic and fiscal trends, which
is why we express our doubt about their credibility (see Section 3 “Labour Market”). According
to this survey, for several years there has been a strong growth in employment, well above the
growth of production. Although at first glance, strong employment growth and reduced unem-
ployment, as shown by the LE'S, sounds like a positive economic trend, when put into the context
of a much smaller increase of GDP implies a huge reduction in the average productivity since
2012 - which totally relativizes the previous assessment. This, apparently, did not happen, be-
cause exports in the reporting period had a very strong growth. In 2017 we expect a continuation
of mild positive labour market developments and the (actual) employment growth of 1 to 1.5%.
Real wages in 2016 recorded a growth of 2.5-3%, which is in line with movements in economic
activity and it is likely that their growth in 2017 will continue at a similar pace as in 2016. Incre-
ase of wages in 2017 will be affected by the increase of the minimum wage as of January 1, but,
on the other hand, a slight acceleration in inflation will affect their real decrease, so we expect
that the real wage growth in 2017 will be around 3%.

From the fiscal standpoint in 2016 good and important results had been achieved (see Section
6 “Fiscal Flows and Policy”). The general government deficit will be below 2% of GDP, which
is only half of the planned deficit for this year. Also, achieved level of deficit leads do halting of
the growth of public debt to GDP ratio for the first time since 2008. This reduces the chances
for a public debt crisis, which was a real danger two years ago. However, we should bear in
mind that the public debt is still very high (74-75% of GDP) and that it is therefore necessary to
significantly reduce it in order for Serbia to be closer to a sustainable level of public debt (below
40% of GDP) — and for this to happen a period longer than a decade will be required. Also,
behind such large deficit reduction there are no savings on expenditures, but largely unplanned
growth of income. The growth of tax revenues was mainly a result of the suppression of the grey
economy and the consequent improvement of the collection rate, which we single out as one of
the most positive fiscal flows in 2016 and a part of the increase in revenues is owed to better
macroeconomic conditions. However, it is not certain whether a similar pace of increase of pu-
blic revenues could be maintained and continued in the future - certain one-oft payments from
2016 will certainly not be repeated in the coming years, and the increase in tax collection was
achieved without the necessary reform of the Tax Administration, thus it is not certain whether
this will continue. The bad thing in 2016 is that different public sector reforms are late and are
being delayed for the next period.

Budget plans for 2017 envisage further stabilization of public finances and we expect that this
will happen despite of the slow reforms. The stabilization is reflected primarily in planned re-
latively low general government deficit of 1.7% of GDP (75 billion), which will lead to further
reduction of the public debt to GDP ratio. However, it is reasonable to observe such plans from
another angle. Namely, for 2017 new significant savings are not planned - the only new measures
of fiscal consolidation is the amendment of the Law on Local Government Financing, which
will lead to a deficit reduction of only 5 billion. It can be therefore said that the fiscal plans for
2017 are essentially confirmation of the results achieved in 2016, as the budget deficit will be
roughly equivalent to that which would be achieved in 2016. That is why such budget plan for
the next year we consider as insufficiently decisive, especially bearing in mind that there is a risk
of the re-increase of the public debt to cover losses due to the unreformed public and un-privati-
zed state-owned enterprises, the introduction of discretionary measures aimed at reducing taxes
or increasing expenditures, etc. Also, there are additional problems, such as the unsustainable
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finances of some local governments, debts of health care institutions, lack of public investments,
and there is a risk that after the ban on employing in the public sector is lifted vacancies created
during the validity of this measure will be filled (just as, after the reduction of the employment
in the general state it rose again in 2006, immediately after the departure of the IMF). All these
factors indicate that the process of healing public finances in Serbia is not nearly finished and
that fiscal consolidation should not end prematurely.

Serbia: Selected Macroeconomic Indicators, 2006 - 2016

Annual Data

2015 2016
2006 2007 2008 2009 2010 201 2012 2013 2014 2015
o @ [ @ Q @ 5
Economic Growth y-o0-y, real growth”
GDP (in billons of dinars) 20552 23551 27449 28801 3067.2 34076 35842 38764 3985 40435 - . - . .
Gop 49 59 54 31 06 14 El 26 18 08 a7 12 23 1 38 19 26
Non-agricultural GVA 51 69 44 3 02 15 1 16 25 19 19 27 37 22 41 17 21
Industrial production 42 a1 14 126 25 22 29 55 65 82 20 m 132 102 105 24 37
Manufacturing 45 47 1 61 39 04 18 48 4 53 42 73 64 32 65 59 44
Average net wage (per month, in dinars)? nns 2788 20174 31758 34,159 37,976 41377 43032 44530 44437 41,78 w7 4479 46,592 3588 46450 46041
Registered Employment (in millions) 2028 1.998 1997 1901 1805 1,866 1,865 1864 1845 1,99 1,977 1978
Fiscal data in % of GOP
Public Revenues 424 21 a5 386 RE 46 06 30 32 31 69 35 a5 14 74 78 92
Public Expenditures 27 28 37 427 a7 33 36 57 52 32 54 38 a3 26 57 49 23
in billions of dinars
Overall fiscal balance (GFS definition)” 335 582 €89 218 1364 1582 2174 1787 2581 1491 212 142 158 980 160 22 138
Balance of Payments in millions of euros, flows"
Imports of goods” 10093 12858 15917 11,09 1,575 13614 14011 14674 14752 15350 3,648 3869 3777 4,057 3,705 4230 3,037
Exports of goods” 5111 6444 7416 5978 6856 8118 8376 10515 10641 1357 2601 2997 2882 2877 2953 3307 3122
Current accounts’ 3137 499 7,054 2,084 2,037 3,656 3671 2,008 1,985 577 1 279 343 445 369 a7 240
in% GO 129 72 216 72 8 109 116 1 59 48 67 32 39 52 46 3 3
Capital account” 7635 6126 7133 2207 1,553 3340 3351 1,630 1,705 1,205 427 139 23 3% 173 158 n
Forelgn direct investments 4338 1,982 1824 1372 1133 3320 753 1,298 1236 1,804 339 an 510 s1a 459 374 438
NBS gross reserves 4240 941 1,687 2363 929 1,801 1,137 697 1,797 166 m £ 300 213 836 317 332
(increase +)
Monetary data in millions of dinars, e.0.p. stodk?
NBS net own reserves” 302783 400195 475,110 578791 489,847 606,834 656,347 757,689 788293 931320 854636 858972 902526 931320 834003 846969 899959
NBS net own reserves”, in mn of euros 3833 5051 5362 6,030 4609 5895 5781 6605 6486 7649 7,094 7125 7,509 7,649 7,180 6864 7303
Credit to the non-government sector 609171 842512 1126111 1306224 1660870 1784237 1958084 1870916 1,927,668 1982974 1919958 1918917 1929573 1982974 1961626 2009537 2,044,160
FX deposits of households 260661 381,687 413766 565,294 730846 775,600 909912 933839 998,277 1014260 1004948 1010179 995123 1014260 1027439 1048123 1053841
M2 (y-0-, real growth, in %) 306 278 29 98 13 27 22 23 67 55 64 58 26 55 72 73 93
Credittothe non-government sector 103 29 25252 139 05 21 83 2 14 37 2 07 14 16 42 52
(y-0-y,real growth, in %)
Credit to the non-government sector, in % GDP 2856 350 420 458 540 524 547 483 495 484 479 476 76 484 474 94 92
Prices and the Exchange Rate Y-o-y growth?
Consumer Prices Index” 65 n3 86 66 102 70 122 22 18 16 18 19 14 16 06 03 06
Real exchange rate dinar/euro (average 2005=100)" 92.1 89 785 839 880 8043 853 802 818 831 88 830 826 832 8348 8431 8408
Nominal exchange rate dinar/euro” 8419 7997 8146 9390 10290 10188 11303 113.09 17.25 1208 1216 1204 1202 1208 12285 12301 1233

Source: FREN.

1) Unless indicated otherwise.

2) Data for 2008 represent adjusted figures based on a wider sample for calculating the average wage. Thus, the nominal wages for 2008 are comparable with nominal wages for 2009 and
2010, but are not comparable with previous years.
3) We monitor the overall fiscal result (overall fiscal balance according to GFS 2001) — Consolidated surplus/deficit adjusted for “budgetary lending” (lending minus repayment according to the

old GFS).

4) The Statistical Office of the Republic of Serbia has changed its methodology for calculating foreign trade. As from 01/01/2010, in line with recommendations from the UN Statistics Department,
Serbia started applying the general system of trade, which is a broader concept that the previous one, in order to better adjust to criteria given in the Balance of Payments and the

System of National Accounts. A more detailed explanation is given in QM no. 20, Section 4, “Balance of Payments and Foreign Trade”.

5) The National Bank of Serbia changed its methodology for compiling the balance of payments in Q1 2008. This change in methodology has led to a lower current account deficit, and to a
smaller capital account balance. A more detailed explanation is given in QM no. 12, Section 6, “Balance of Payments and Foreign Trade”.
6) The NBS net own reserves represent the difference between the NBS net foreign currency reserves and the sum of foreign currency deposits of commercial banks and of the foreign currency
deposits of the government. More detailed explanations are given in the Section Monetary Flows and Policy.

7) Data for 2004, 2005 and 2006 are based on the Retail Prices Index. SORS has transferred to the calculation of the Consumer Price Index from 2007.

8) The calculation is based on 12-m averages for annual data, and the quarterly averages for quarterly data.




Quarterly Monitor No. 46 « July-September 2016

Y-0-y growth of GDP in
Q32.6%, and in 2017
approximately 2.7%

Seasonally adjusted
GDP higher by 0.3%
compared to Q2

2. Economic Activity

The real y-o-y GDP growth in Q3 was 2.6%, which is at the average level of 2016. In the first
three quarters, GDP grew by 2.7% compared to the same period of the last year, and it is now
quite certain that the total GDP growth in 2016 will be about the same. The growth of econo-
mic activity of around 2.7% in 2016 is a good result, taking into account that there has been
an acceleration compared to 2015, and that within the achieved GDP growth the increase in
investment of about 6% is in the lead. However, international benchmarks show that Serbia
still lags behind its neighbouring countries - average economic growth in the region in 2016
is about 3.5%, and also the structure of GDP in Serbia is still not satisfactory, because with
low share of investment in GDP Serbia is the last in the entire Central and Eastern Europe.
For 2017, the Government has predicted a further acceleration of GDP growth to 3%, and
accordingly planned the budget. QM analysis shows that such trends in 2017 are likely and
desirable, but that there are certain risks, such as possible global recovery in energy prices,
which would not benefit the local economy. We recall, however, that the domestic economy
is still in the process of rebalancing and the changes in the structure of GDP in the direction
of further increasing of investment and net exports and the decrease in the share of personal
and government consumption are more important than the rate of growth in one year. For
a long-term sustainable high economic growth of over 4% it is necessary that the share of
investment in GDP is about 25%, and in Serbia, after two years of somewhat faster invest-
ment growth, this share in 2016 is only about 18.5%. A few more years of relatively strong
increase in investment (growth of 5-10%) is therefore needed in order to create conditions
for long-term high economic growth. The Government could contribute significantly to this
trend by improving its investment environment and ensuring macroeconomic stability.

Gross Domestic Product

According to the SORS estimates, annual GDP growth in Q3 was 2.6%, which is at the average
growth level recorded in the first half of the year. Also, the structure of economic growth in
Q3, observed by both expenditure and production components of GDP, does not deviate signi-
ficantly from the average of the first two quarters, so we can conclude that in Q3 main trends of
economic activities established in the first half of 2016 were stabilized. As there were no major
surprises in Q3, it confirms our outlook set forth in prior editions of QM that GDP growth in
2016 will amount to 2.5-3%. Namely, after the first three quarters of 2016 recorded GDP gro-
wth, when compared to the same period of the previous year, amounted to 2.7%. This growth co-
uld change in the last quarter only if some unusually big changes of GDP occur or in the case of
more significant revisions of previously published data. Since none of that is expected for now we
can, with greater certainty than before, forecast that GDP growth in 2016 will be around 2.7%.

Seasonally adjusted GDP indices show current trends of economic activity on a quarterly basis
somewhat more reliably than the y-o-y indices. Seasonally adjusted GDP growth in Q3 compa-
red to Q2 amounted to 0.3%, which is somewhat less than the usual seasonally adjusted growth
in the previous year, but is still within the expected values. So this indicator, in principle, sug-
gests that there were no excessive deviations from the previously established trends in Q3 (and
confirms our assessment based on the y-o-y index). This is shown even better in Graph T2-1
which presents a longer series of seasonally adjusted GDP growth (shaded periods are recession
-rated based on the Bry-Boschan procedure). Observing the chart trend of seasonally adjusted
GDP, it can be seen that the economic activity in Q3 rose slightly milder compared to the trend
of economic recovery, which was established in mid-2015, but these were most probably normal
fluctuations in the upward trend of seasonally adjusted GDP.
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Finally, pre-crisis
level of production
is permanently
surpassed

GDP growth trend in
2016, with which we
enters 2017 is still
lower than 2.7%, and
amounts to about 2%

Investment and net
exports leading the
achieved GDP growth

Graph T2-1. Serbia: Seasonally adjusted GDP Graph 1 shows that, after the first wave of
growth, 2002-2016 (2008 = 100) the crisis from the second half of 2008, the

economy was not able to establish a lasting
1000 —— W recovery path, and exit its long stagnation.
o Episodes of GDP growth were interrupted

/-/ by recessions, and after 2008/2009 there
. | were two of them. Consequently, the level

— | ofeconomic activity from 2008 could not be
| sustainably surpassed even seven years after

n / the outbreak of the crisis. However, the mid-

2015 saw a start of the recovery of economic
activity that we, unlike previous episodes,
5086600 rated as sus.tainable. The GDP growt'h. in

T i e semontysieacor 2015 was widespread by economic activity,
Source: OM estimates based on SORS and the main drivers of the growth were
investments and exports, which was not the
case in other, temporary episodes of the recovery. This, with relatively favourable regional trends,
suggested that this time growth will be permanent in nature. Data on GDP trends since mid-
2015, until the last available data for Q3 2016 favour this conclusion. It’s been a year and a half
since the beginning of the recovery, but economic growth is still looking quite stable. Therefore,
we estimate that the level of production from 2008 was, in mid-2016, finally permanently sur-
passed, and a direct consequence of these trends is the fact that Q3 achieved the highest (seaso-
nally adjusted) level of production since we have monitored GDP data in QM.

When seasonally adjusted data from the previous two years are “cleansed” from one-off factors
(drainage of flooded coal mines, agriculture), the lasting trends of economic activity are reviled.
Thus, the “clean” data suggest that the pace of GDP growth in 2016 is actually lower than 2.7%,
and that it is little over 2%. This conclusion can be reached from two angles. Average quarterly
seasonally adjusted GDP growth (practically since the second half of 2015) amounted to just
over 0.5%, or about 2.1% per year, which means that this is approximately the trend of GDP
growth with which we will enter 2017. We could conclude a similar thing in an easier way, if we
exclude agriculture from the results of economic activity in 2016, which in 2016 recovered from
the drought from 2015, causing temporary high growth of around 8%. The conclusion which we
made, that we enter 2017 with GDP growth trend of around 2%, indicates that to achieve the
GDP growth rate in 2017 of 3%, which Government forecasts, it would, however, be necessary
to have greater acceleration of economic growth than it might seem at first sight - when the 3%

growth expected in 2017 is compared with growth of 2.7%, which is likely to be realized in 2016.

'The structure of the achieved GDP growth in Q3, as well as in the whole 2016, according to use
(Table T2-2), is in the principle favourable - investment and net exports are growing faster than
GDP growth, while government and consumer spending are growing slower. The most positive
trend in Q3 is certainly a relatively high annual investment growth of 6.2%, which occurred
after a minor slowdown in Q2. Another very good indicator in Q3 is that a double-digit growth
in exports continues, which is the case for nearly two years. Unlike Q2, when the real import
growth of over 11% was slightly faster than the growth of exports, and net exports was negative,
imports in Q3 slowed down to about 6%, causing net exports in Q3 to make a positive contri-
bution to y-o-y GDP growth. Finally, in Q3 private and government spending, although they
have a positive y-o-y real growth, they are mildly slowing their growth compared to Q2. This,
however, suggests that the results of Q2 were uncommon (real growth in government spending
of 4%, for example), rather than there were some significant changes in Q3.
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Table T2-2. Serbia: GDP by expenditure method, 2009-2016

Agriculture and
construction are
the fastest growing
activities in 2016.

GDP growth in Serbia is
still below the regional
average

Y-o-y indices
2009 2010 2011 2012 2013 2014 2015 2015 2016 Share
Qi @ @ o Q @2 @ 2015
GDP 969 1006 1014 990 1026 982 1008 983 1012 1023 1011 1038 1019 1026 1000
Private consumption 994 994 1009 982 994 987 1005 1009 999 1005 1005 1009 1010 1005 747
Stateconsumption 1006 1008 1011 1024 989 994 985 958 968 1004 1007 1026 1040 1012 162
Investment 775 935 1046 1132 880 964 1056 1028 1060 1082 1049 1069 1044 1062 189
Export 931 1150 1050 1008 1213 1057 1102 1129 1108 1102 1074 1122 1110 1105 467
Import 804 1044 1079 1014 1050 1056 1093 1142 1070 1088 1080 1050 1113 1059 564

Source: SORS
Note: The investment includes changes in inventories. Without this, the share of investment in GDP in 2015 would be 17.7%

Significant changes in Q3 compared to previous quarters are not evident even when GDP is ob-
served by activity (Table T2-3). The key growth drivers are still agriculture (which is compared
to the dry year of 2015) and construction, and these are the only two sectors of the economy,
which in Q3 have high annual growth of about 10%. The growth of the remaining activities is
relatively stable at between 1 and 4%. Although in Q3 there are no major changes in the struc-
ture of growth by sectors compared to Q2, perhaps a slight recovery of industry which in Q2
recorded y-o-y decline is noteworthy. However, in this case the cause for such trends should be
sought in Q2, rather than in Q3. The reason for the slowdown of industry in Q2 mainly lies in
the temporary y-o-y decline in electricity production which is compared to the unusually high
production from Q2 2015 (immediately after drying coal mines, a very high production of elec-
tricity for the summer period was established). When we take this factor into account as well,
we see that in Q3 there was not a significant improvement in the trends of the industry, in fact,
achieved growth in GVA of 1.2% (Table T2-3) was somewhat lower than expected, which will

be closely explained in the section related to industrial production.

Table T2-3. Serbia: Gross Domestic Product by Activity, 2009-2016'

2015 2016

2009

2010

2011

2012

2013

2014

2015

Q1

Q2

Q3

Q4

Q2

Total
Taxes minus subsidies
Value Added at basic prices

Non agricultural Value Added

Agriculture

Industry

Construction

Trade, transport and tourism
Informations and communications
Financial sector and insurance
Other

96.9
98.6
96.6

96.7

95.2
96.8
87.1
929
97.0
1026
99.7

100.6
99.5
100.8

100.2

106.4
100.8

976
100.0
103.2
101.9

99.8

1014
101.1
101.5

1015

99.0
97.8
99.2

101.1

82.7
105.6
90.2
993
102.8
920
101.8

102.6
98.9
103.3

101.6

1209
106.0
96.1
102.3
99.9
90.5
100.2

98.2
99.2
98.0

97.5

102.0
924
98.5

101.1
96.1
97.2
99.9

100.8
1009
100.7

101.7

923
103.2
102.7
102.2
101.7
1023

99.8

98.3
102.0
97.5

98.1
914

89.4
101.6
99.3
101.8
99.2

101.2
99.8
101.5

102.7

90.1
1073
108.8
101.3
102.7

99.1

99.0

102.3
101.0
102.5

103.7

939
106.5
109.2
103.6
104.0
105.2
100.8

101.1
100.8
101.2

102.2

932
105.3
101.2
1024
100.7
1039
100.0

1019
101.8
1019

101.7
104.0

107.8
103.0
102.3
1035
1014

Source: SORS
1) In the previous year’s prices
2) Share in GVA

GDP growth in Serbia and its structure is undoubtedly favourable, because they sustainably pul-
led out the economy from years of stagnation. However, in order to have a complete picture of
economic developments in Serbia, it is necessary to analyse them also in the regional context. We
looked at all the neighbouring countries (Bulgaria, Romania, Hungary, Croatia, Bosnia and He-
rzegovina, Montenegro, Albania and Macedonia) and Table T2-4 shows the movement of their
GDP in 2016. Based on the results achieved in the first three quarters of 2016 we can see that
average (weighted) GDP growth of countries in the region in 2016 is 3.6%, and that all of the
observed countries had growth rates of more than 2%. This indicates that the results of Serbia
in 2016, although good, are not spectacular, as the region’s economy is growing slightly faster. It
is particularly interesting to compare the growth of GDP in Serbia and in Croatia because the
growth rates of these two countries in the first three quarters of 2016 were identical (2.7% com-
pared to the same period of the last year). Also for both countries at the beginning of the year,
a similar GDP growth in 2016 of 1.8% (Serbia) and 1.9% (Croatia) was predicted. These data,
along with the fact that other countries in the region during 2016 have recorded generally higher
rates of growth than was originally predicted (Table T2-4), clearly indicate that the improving
economic trends in 2016, is largely regional, not local, trend as it is related not only to Serbia.
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Improvement in
economic trends
in Serbia is partly
a consequence of
regional trends

Serbia holds a record
in the low share of
investments in GDP

In 2017 we expect
GDP growth rate of
around 3%

Table T2-4. The predicted and actual GDP growth in neighbouring countries and the share of
investment in GDP

Q1-Q3_2016/ Forecasted growth rates Share of investment in

Q1-Q3_2015 (beginning of the 2016) GDP (2015)
Albania 3.2 34 246
Bulgaria 34 23 21.0
Bosnia and Herzegovina” 2.0 3.0 18.3
Montenegro” 3.0 47 19.0
Croatia 2.7 1.9 19.5
Hungary 2.1 23 21.7
Macedonia 2.7 3.6 23.1
Romania 49 4.2 24.7
Weighted average 3.6 3.1 21.5
Serbia 2.7 1.8 17.7

Sources: Eurostat and IMF
1) For Bosnia Herzegovina and Montenegro there are no data to Eurostat on current developments in economic activity and the share of investments in GDP,
and for them we used the last assessment of the IMF (October), and available information of their national statistics

In the previous analysis we have shown that an important part of reasons for somewhat better
movement of economic activity in Serbia than expected probably came exogenously, as a con-
sequence of regional trends. The reasons for this should be sought in: 1) low energy prices, which
improved trade in the region and increased real spending; 2) low interest rates that are a result
of the monetary policy of the ECB, which resulted in an increase in credit activity; and 3) the
solid growth of imports of the countries of the Eurozone, which in the first three quarters of
2016 amounted to 3.5% (in real terms). It is good that dramatic changes in these factors are not
foreseen in the coming period, which leaves a good perspective for regional growth. However, it
should be borne in mind that part of the growth of GDP in Serbia which, by all accounts, came
from the outside, can easily be reversed and start to slow down economic growth. It is therefore
crucial that Serbia uses this favourable moment in the international environment for lasting
healing of public finances (deficit reduction and debt restructuring or privatization of state and
public companies), as well as for improving the investment environment, because investment
in Serbia is insufficient. Only in this way the Serbian economy will be ready for the change of
international situation, which will eventually have to happen in the future.

In addition, we presented one of the biggest structural problems of the domestic economy in
Table T2-4 and that is inadequate investments. Observed by low share of investments in GDP,
Serbia is the negative recorder among neighbouring countries. Even when we expand the ob-
served pattern to all countries of Central and Eastern Europe, we will not find any country that
has so low a share of investment in GDP as Serbia. For long-term sustainable economic growth
higher than 4%, Serbia would have to have investments of around 25% of GDP, which means a
third above the current level. The increase in investments will largely depend on the economic
policy of the Government aimed at reforming the public sector, but also to increase the efficiency
of the judiciary, simplifying and speeding up administrative procedures and licensing, control
of corruption, reduction of gray economy and more. These reforms would help to increase the
share of investments in GDP and ensure long-term sustainable and dynamic economic growth
in Serbia regardless the movement of international factors.

Current trends and expected movements of individual components of GDP (personal and gover-
nment consumption, investments, imports and exports) indicate that the GDP growth in 2017
could amount to around 2.8%, which is close enough to the estimates which Government used
while adopting the budget for 2017 (3%). We believe that the official forecast of GDP growth
is generally good, although this growth is not yet guaranteed. The key assumption for GDP
growth in 2017, but also for sustained acceleration in economic activity, is already mentioned
increase in investments. Namely, for the forecast for GDP growth trends we used the assumption
that investments will continue with the real growth in 2017 as in 2016, of about 6%, and similar
growth is planed also by the Government in their forecasts (5.7%). On the one hand, if invest-
ment growth is faster, it is possible that the rate of GDP growth will be somewhat higher than
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Industrial production
slightly accelerated
y-o-y growth in Q3, but
the overall trend is not
entirely satisfactory

Seasonally adjusted
indices confirm the
reduction in the
manufacturing
industry in Q3

3%, which could happen, especially bearing in mind the announcement of the Chinese company
Hest to launch a new investment cycle in the Smederevo steelworks factory. Investments are also
a component of GDP which the government can positively influence through its reform policies,
which is why economic decision makers have a great responsibility, not only in 2017 but also
in the coming years to use good policies to affect permanent increase in GDP. Any attempt of
the Government to accelerate GDP growth rate in 2017 by increasing private and government
spending would give only temporary results, because effective limit to the growth of the Ser-
bian economy is the low level of capital and the low level of international competitive capacity,
rather than the low level of domestic demand. With this, some negative surprises are still pos-
sible which could reduce the anticipated growth of GDP in 2017. The biggest risk for economic
growth in Serbia in 2017 is seen in a possible change of international factors (oil prices, global
instability), and there are some specific local risks related, for example, to a significant decrease
in car production of the company FAS (contract obligation of Fiat expires in 2018) and more.

Industrial production

In Q3, industrial production recorded an annual increase of 3.7% (Table T2-5), which represents
a certain acceleration compared to the previous quarter, when growth was only 2.4%. However,
this increase of the y-o-y growth rate hides some unfavourable trends. In fact, this acceleration
was caused by the growth of mining and, in particular, the production of electricity. Mining
in Q2 had a slight decline of about 1%, which was in Q3 transferred to a growth of 3.4%, and
electricity production in Q2 had y-o-y decline of about 10%, and in Q3 had a growth of 2.1%.
These changes are consequences of the fact that these two sectors were in Q2 temporarily com-
pared with an unusually high production in Q2 2015, and not due to the real improvements in
the trends of production. In fact, in the summer months it is common to overhaul power plants
and to reduce production, which in Q2 2016 has happened. However, in Q2 2015, electricity
production was unusually high for this time of year, because the capacities have already been
rehabilitated during the floods when production was stopped. Therefore y-o-y indices in Q2
temporarily showed a significant decline, which is now lost. On the other hand, a more relevant
assessment of the essential trends in industrial production is provided by a manufacturing indu-

stry, which in Q3 significantly reduced its annual growth from 5.9% in Q2 to 4.4% (Table T2-5).

Table T2-5. Serbia: Industrial Production Indices, 2009-2016

Y-o-y indices Share
2015 2016
2009 2010 2011 2012 2013 2014 2015 2015
Q1 Q2 Q3 Q4 Q1 Q2 Q3

Total 874 102.5 102.2 971 105.5 935 108.2 980 1111 1132 1102 1105 1024 1037 100.0

Mining and quarrying 96.2 105.8 1104 97.8 1053 833 1105 840 1158 1309 1237 1143 99.2 1034 7.0

Manufacturing 839 103.9 99.6 98.2 104.8 98.6 1053 1042 1073 1064 103.2 1065 1059 1044 80.1

Electricity, gas, 1008 956 1097 929 1081 799 1188 870 1290 1410 1349 1209 902 1021 129
and water supply
Source: SORS

Short-term changes in the movement of industrial production and manufacturing industry
(which is especially important, because it is not so much influenced by sector and temporary
factors), can best be seen in the seasonally adjusted data. Graph T2-6 shows seasonally adjusted
production indices of the total industry and particularly manufacturing industry, with the last
available data for October 2016. In the graph we can observe two divergent trends which are
suggested also by the annual indices. Mining and electricity production with their growth hold
seasonally adjusted index of industrial production approximately unchanged compared to Q2,
but manufacturing industry recorded solid seasonally adjusted decline (lighter line on the chart).
Part of this worsening trend of manufacturing industry came as a result of some temporary fac-
tors (for example, production of petroleum products had a big decline due to the rehabilitation
of facilities in NIS), but when we exclude these one-off factors there is no doubt that the trend
of manufacturing industry is in decline. It remains to wait for the results of the remaining two
months of 2016 in order to see whether a growing trend in the manufacturing industry will be
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Graph T2-6. Serbia: Seasonally Adjusted re-established, similar to the one that lasted
Industrial Production Indices, 2008-2016 from mid-2015 to mid-2016, or the observed

slowdown is of lasting nature. Develop-
ments in the remaining two months will not
e change the picture of industrial production

" /\/\r from 2016, but are very important, because

we enter the next year with them.

110
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” \/ In the previous issue of QM we evaluated

(divergent) trends in industrial production
in the first two quarters and concluded that
the actual pace of its growth in 2016 is about
5%, which was also our forecast of growth

seasonally adjusted indices @2008=100

SESSISTHTENSESITSENNSSESS® of industrial production for the year. The
@ 3 per. Mov. Avg. (Industry total) 3 per. Mov. Avg. (Manufacturing) results achieved in the third quarter and
Source: SORS October confirm this estimate, since in the

first ten months of 2016 industrial produc-
tion increased by 5.2% compared to the same period of the last year. It is interesting that the
annual growth of manufacturing industry in the first ten months is identical to total industrial
production growth (5.2%), although, viewed individually by months, total growth in industrial
production and manufacturing industry were uncommonly very different. We entered last few
months with slightly lower annual growth, but this will not significantly affect the results for the
whole year. Annual industrial production growth of about 5% could be called satisfactory, but
it would be very good if, as we have already pointed out, short-term trends with which we enter

2017 are upward.

Observed by use of industrial products, the only group that recorded a decline compared to Q2
of the last year is the energy production, and other groups had fairly balanced growth of 5-8%
(Table T2-7). Energy production in Q3 reduced its decline compared to Q2, but is still in the
zone of negative y-o-y growth. A more detailed analysis of trends in energy production indicates
that the reason for the decline in Q3 was temporary (as it was and in Q2). The main reason for
the y-o-y decline in Q3 was the rehabilitation of facilities at NIS. As a result production of pe-
troleum products in September was temporarily almost completely stopped, i.e. production fell
by over 80% compared to the same period of the last year. The positive trend in Q3 is the acce-
leration of growth in production of capital goods to 4.7% (y-o-y), which is primarily the result
of growth of production of equipment. This special purpose group includes the production of
cars, thus it is heavily influenced by the production of the company’s FAS, which is why it had
a predominantly negative growth rates in the previous year, although investment activity is gro-
wing in Serbia. In Q3 production in FAS only slightly reduced its y-o-y decline compared to Q2,
and so that’s not the main reason for the acceleration of the production of capital goods, which
is why we indirectly conclude that the production of equipment accelerated. Finally, production
of intermediate and consumer products recorded a growth approximately in line with the trends
from the previous quarters (Table T2-7).

Table T2-7. Serbia: Components of Industrial Production by Use, 2009-2016

Y-o-y indices
2009 2010 2011 2012 2013 2014 2015 2015 2016
Q1 Q2 Q3 Q4 Q1 Q2 Q3
Total 874 102.5 102.1 97.1 105.5 935 108.2 98.0 1111 113.2 110.2 1105 1024 103.7
Energy 98.8 97.7 106.2 936 1132 826 1169 88.5 1241 141.7 129.8 1183 943 96.5
Investment goods 793 936 1032 1038 1276 959 103.0 1121 109.1 945 99.0 97.7 1003 104.7
Intermediate goods 784 1092 1022 91.2 99.0 968 1053 99.3 107.8 104.8 110.2 111.2 110.6 108.0
Consumer goods 86.8  102.1 954 1032 1007 100.7 104.0 994 105.6 106.9 99.7 107.4 1039 107.0

Source: SORS




Quarterly Monitor No. 46 « July-September 2016

Construction in Q3
accelerated growth for
almost 10%

The growth of
construction activity
in 2016 is likely
widespread

Construction activity

We estimate that the construction sector in Q3 recorded an annual increase of almost 10%. This
conclusion is suggested by the movement of several different indicators that QM observes when
assessing construction activity. Gross value added of construction sector in Q3 recorded a gro-
wth of 8.5% compared with the same period of the last year (Table T2-3). Also, in Q3 index of
completed construction works in Serbia recorded a real y-o-y growth by 7%. The movement of
cement production is a further confirmation that Q3 truly achieves a growth in the construction
sector of almost 10%, as well as independent indicators that QM monitors to form a more re-
liable estimate. This indicator recorded a y-o-y increase of 9.9% compared to Q3 of the previous

year (Table T2-8).

Table T2-8. Serbia: Cement Production, 2001-2016 ~ Unlike 2015, when the quarterly data
on the growth of construction sector

significantly overestimated the actual
Q1 Q2 Q3 Q4 Total growth of this sector (see Box 1), the
quarterly data for 2016 are most likely

Y-o0-y indices

2001 895 1035 126.9 148.1 114.2 rel )
2002 836 1079 1156 816 991 realistic. Namely, in 2015 the movement
2003 511 94.4 927 94.4 g6 Of cement production was not always in
2004 1188 1074 985 120.1 1080 line with other indicators of construc-
2005 66.1 105.0 105.8 107.4 1016 tion sector, which could suggest that the
2006 136.0 102.7 112.2 1202 1127 real growth of construction was lower
2007 193.8 108.9 93.1 85.0 1044 than the official data showed (which
2008 100.1 103.7 108.1 110.1 1059  eventually the revised data showed).
2009 341 814 86.0 753 744 'This is not the case in 2016 - all indica-
2010 160.7 9.9 9.0 974 101.1 tors that QM monitors when assessing
2011 97.7 101.3 96.2 97.7 983 the movement of construction activity,
2012 107.9 88.3 58.2 84.9 796 including the movement of cement pro-
2013 83.5 78.7 127.6 93.5 94.9 . . . .

duction, consistently point to growth in
2014 136.2 90.3 96.2 104.7 101.5 . .. 0

the construction activity of almost 10%.
2015 779 1124 104.5 108.7 103.1 This h h ther tant
2016 1202 1098 1099 - . s however Qias another umportan

implication - that construction activity
Source: SORS

is recording a relatively strong growth
in the private and public sector. Namely, non-compliance of the cement production with indices
of construction activity is often a good indication of different trends in the investment activity
of the state and the private sector. This is because official statistics of construction activity in the
current time monitors a lot better activities of large construction companies, which are signifi-
cantly influenced by public sector investments, and the index of production of cement in prin-
ciple reflects the entire sector including small private enterprises, individual constructions and
other, which are, objectively, difficult to statistically cover. When these two indices are adjusted,
as is the case in 2016, this could suggest that the growth in construction activity is widespread
i.e. that the activity of large construction companies increases, but also the activity of small and
medium companies, both state owned and private. This is an important and positive trend becau-
se the construction sector accounts for almost half of the total investments, and they are crucial
for sustainable and healthy economic growth of the country.

Box: Revision of the data on construction sector from 2015

Statistical Office of the Republic of Serbia (SORS) made a major review of the data on the gross
value added in the construction sector for the year 2015. The preliminary figures for 2015 showed
that GVA in construction grew at double-digit rates in that year, and that the annual growth of GVA
of this sector in 2015 amounted to 11.1%. However, with the publication of the revised data for
2015 (in the second half of 2016), it turned out that the real growth of construction activity in that
year was only 2.7%. There is, therefore, a huge change in the annual rate of 8.4 p.p. which indicates
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that the current data on this sector are very unreliable, as mentioned several times in previous
issues of QM.

The most likely reason why there has been a major revision of data is that the sample on the basis
of which the SORS follows the construction sector during the year does not include enough small
and medium-sized construction companies, entrepreneurs and households compared to large en-
terprises. Therefore, the current data are biased towards their activities. However, the final SORS
data include other indicators, such as the financial statements of all enterprises (including SMEs),
so they are far more reliable. The problem is, however, that the final data are published with a con-
siderable delay. Thus it can happen that, if SMEs, entrepreneurs and households have significantly
different trend compared to large enterprises, final data are significantly corrected compared to
the preliminary data - which was probably the case in 2015. A particular problem is the strong pre-
sence of the gray economy in the construction sector, which is concentrated precisely in the sector
of small and medium enterprises, with entrepreneurs and in the household sector.

Precisely because of the difficulties in monitoring of current trends in construction, QM regularly
monitors the production of cement, which is a good alternative indicator of trends in construc-
tion sector, because the cement is used in virtually all construction works. Although the proper
methodology is to follow consumption, not production of cement, cement production quite well
reflects the consumption, since the longer overland transport of cement is unprofitable, foreign
trade is relatively small, and information on the production of cement are available in the statistics
of industrial production (consumption is not monitored statistically) . Also, indicators of cement
production are very reliable because of the small number of cement factories in Serbia, so there is
no problem of incomplete coverage. The movement of cement production of course is not ideal
indicator of construction activity and cannot replace official statistics of construction activity. Some
of the problems with this indicator, for example, are when occasional reconstruction in cement
production factories occurs (then the production drops), or with stockpiling (then production
grows). In addition, we take in consideration that some of the cement produced is exported (or
imported), so production is not completely identical to consumption. Finally, cement is not equally
represented in all areas of construction, and so the index of cement production may vary because
of the different movements of different types of construction works.

Despite the shortcomings, we estimate that this additional indicator is very good for an indicative
assessment of the movement of construction activity. Namely, it was cement production which
recorded a growth rate of around 3% in 2015 (Table T2-8) and thus indicated that the real growth of
construction activity is significantly lower than 11%, as at that time presented by the SORS. At that
time, due to the less precise production of cement indicator, we did not much insisted on percei-
ved difference, but now it turns out that it was significant. With the revision of the data on the GVA
of construction sector it was reduced from 11% to 2.7%, which is almost identical to the growth of
cement production in 2015.

In the end, we emphasize the fact that we are aware that there are objective difficulties in the cu-
rrent monitoring of the construction activity - a dynamic establishment of new enterprises, closure
of the old ones, performing one part of business in the grey area, and so on. However, because of
the importance of this sector for policy makers, it is important to increase efforts to advance mo-
nitoring where possible (e.g., improving statistical sample). Construction activity makes up a large
part of the investments in the country, so the revision of data on construction draws the revision
of investment growth. Investments in 2015, according to the revised data, grew at a rate of 5.6%,
which is considerably lower than the previously published data of 8.3%. It is the investment com-
ponent of GDP on which Serbia should base its economic growth, and slower investment growth
means poorer prospects of GDP growth in the medium and long term. Therefore, when defining
economic policies, timely and accurate assessment of the movement in construction activity sho-
uld definitely be taken into account, and the official statistics of construction activity, for now, is not
able to provide such data.
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reached its maximum
since the application of
LFS...

Growth of informal
employment was as
high as 19.8%, while
formal employment
grew by 3.8%.

3. Labour Market

According to Labour Force Survey (LFS), strong positive trends continued on the labour
market in the third quarter of 2016. In the third quarter, unemployment declined by 14%
year-on-year, total employment increased by 7.2%, while formal employment grew by 3.8%
year-on-year. As a result of these trends, the unemployment rate dropped to 13.8%, which is
close to a historical minimum, while the employment rate reached 46.8%, a historical ma-
ximum. Trends in overall employment and unemployment again significantly deviate from
other macroeconomic and fiscal trends, which makes us question their credibility. Howe-
ver, even if the stated data were correct, they would indicate that during the last four years,
including this one, Serbia’s economic competitiveness has considerably deteriorated due to
a decline in productivity — which is in discord with the strong growth of exports in this pe-
riod?! So, for example, the significantly faster growth of employment than growth of GDP,
indicated by LFS, resulted in a decline of productivity by as much as 15% over the last four
years, i.e. adecline of 4.4% over the last year. Sectoral structure of the growth of employment
which is dominated by an enormous growth of informal employment, especially in the sector
of agriculture, adds to the suspicion regarding the reliability of LFS data. Seasonally adju-
sted net wages grew nominally by 3% and by 2% in real terms year-on-year. Trends of real
wages are in line with the trends of economic activity, but in a big discord with the trends of
productivity stemming from the LFS data on employment.

Employment

According to LFS data, Q3 of this year recorded significant improvements in the labour market.
Unemployment rate in the third quarter was 13.8%, which is only half a percentage point above
the lowest value recorded in April 2008. Also, employment rate reached its highest value of
46.8%' since the Labour Force Survey started being conducted.

Compared to the same period last year, the total number of employees in the third quarter incre-
ased by 7.2% (growth by around 190 thousand). The result of that is the increase of employment
rate from 43.4% in the third quarter of last year to 46.8% in the third quarter of this year. Accor-
ding to LFS, growth of the employment rate this year is the continuation of a four-year trend,
according to which the total number of employees between the second quarter of 2012 and
third quarter of 20167 increased by around 650 thousand, while the employment rate increased
by 36%?! Graph G3-1 shows the trends of the employment rate according to LFS in the period
2008-2016, with fully comparable date for the period 2008-2014 and 2014-2016.

Compared to the same quarter of the pre-
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1 Due to a change in methodology, data on employment and unemployment before and after 2014 are not completely comparable.
However, based on the 2014 data, for which there is data according to the old and the new methodology, it can be estimated that the
change in methodology has not had any significant effect on the estimates of the employment and unemployment rates.

2 Similar results are achieved by comparing the second quarter of this year with the second quarter of 2012 — increase in the number
of employees in this case is around 600 thousand, while increase in the employment rate is 34%.
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usual statistical errors. Besides, the strong growth of informal employment, according to LFS,
leads to a high growth of total employment — as high as 7.2%, which is 2.8 times faster than the
growth of GDP. According to LFS data, informal employment rate has been continually incre-
asing during the first three quarters of 2016. In Q3 2016, informal employment rate was 24.1%,
which means that almost every fourth worker in Serbia is informally employed. Even though the
strong growth of informal employment could be explained to a lesser extent by an increase in
share of temporary jobs on the labour market, most of the growth is still not in line with other
macroeconomic data, which is why we question the credibility of this data.

The number of employed in the agriculture sector® recorded a year-on-year growth of 19.6%
in the second quarter and 17.2% in the third. The increase in the number of the employed in
agriculture was realised in both formal and informal sector. In the third quarter, the number of
employees in the formal sector increased by almost 22 thousand, while the number of informal
employees increased by 78 thousand, i.e. by 10.2% and 21.4% year-on-year, respectively. The
share of employees in the agriculture sector* was reduced from 19.9% in 2014 to 18.9%, which is

the average of 2016.

The year-on-year real growth rate of Gross Value Added (GVA) in agriculture, forestry and
fishery has been positive during the first three quarters of 2016. Agriculture was the business ac-
tivity that recorded the highest growth rate of 10.9% in the third quarter. It should also be noted
that production year 2015/16 was marked by very favourable agro-meteorological conditions®,
which certainly contributed to the growth of GVA. Modest year-on-year growth of seasonally
adjusted real net wages in agriculture, in the period Q1-Q3 2016, of 0.2, 2.8 and 0.6%, respec-
tively compared to the large growth of added value in agriculture was the result of the fact that
most of those employed in agriculture are informally employed as unpaid helping members of
the household.

According to LFS, the unemployment rate in the third quarter of this year dropped by 2.8 per-
centage points compared to the same period of the previous year. After the stated reduction, the
unemployment rate is 13.8%, which is by only 0.5 percentage points higher than the minimum
recorded at the beginning of 2008. According to LFS, the unemployment rate has been decli-
ning for the past four years and its cumulative decline in that period is as much as 45%?! During
the same period, Serbia’s GDP (at constant

Graph G3-2Trends in the Unemployment Rate,  rices 2010) increased by 14.5%, which wo-
%, 15+ uld imply a high decline in productivity.
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3 Agricultural business activity includes the sector of Agriculture, Forestry and Fishery and part of the sector of Household as an
Employer relating to agricultural jobs.

4 Sector of agriculture includes agriculture, forestry and fishery.

5 Hydrometeorological Service of the Republic of Serbia, Department of Applied Climatology and Agro-meteorology, Agro-
meteorological conditions in 2015/2016 on the territory of the Republic of Serbia.

6 In the previous issues of the Quarterly Monitor, we have exposed evidence of errors in measuring trends on the labour market.
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Box 1. Trends in Employment and GDP in Serbia and European Countries

Based on numerous macroeconomic research, it is well known that there is a relatively high posi-
tive correlation between GDP trends and employment rates, which means that during the periods
when GDP is growing, the employment rate is growing and vice versa. Growth of employment in ti-
mes of economic growth is usually lower than the growth of GDP, because most of the GDP growth
is the result of growth in productivity, which stems out of technical progress. Contrary to that, in
times of recession, the employment rate declines at a slower rate than GDP. Also, most often the
changes in GDP precede the changes on the labour market, which means that GDP starts to grow
before the employment rate starts to rise. In times when the economy is coming out of a recession,
as was the case in the period 2012-2016, GDP starts to grow first, while employment stagnates or
grows much more slowly.

The following two graphs (G3-3 & G3-4) show the cumulative growth of GDP in the period Q2
2012-Q2 2016 and changes in the employment rate in the same period for EU countries, Serbia,
Macedonia, Norway and Switzerland. Change in GDP is bigger than the change in the employment
rate in almost all countries (red pillars are higher than blue ones). For example, in all 28 EU member
states in the last four years, GDP grew on average by 6.1%, while the employment rate grew by 1.1
percentage points.

Out of the observed 32 European countries, in only three countries (Serbia, Greece and Cyprus), the
GDP and employment rate trends deviate from general tendencies. Deviations in case of Cyprus
and Greece are moderate and can be explained by employment rates declining less than GDP du-
ring a recession. In Greece, the decline of GDP was 3.2%, while the employment rate increased
by 0.3 pp. In Cyprus, both GDP and the employment rate decreased, but GDP decreased by 4.6%,
while the employment rate decreased by 1.8 pp. Serbia is quite different in size and direction of de-
viation in the changes of employment rate and GDP compared to all other European countries. In
Serbia, the cumulative growth of GDP in the observed period was 3%, while the employment rate
increased by as much as 11.6 pp. The direction and intensity of deviation in the changes of GDP and
the employment rate in Serbia during the last four years compared to other European countries is
so large that it adds to the suspicion of the reliability of LFS data on labour market trends. Again, we
stress that if the data on employment trends in Serbia were correct, the productivity in Serbia in the
last four years would have significantly declined, which is almost certainly not the case.

Graph G3-3 Changes in GDP and Employment Rate in Q2 2016 compared to Q2 2012
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Note: Employment rate 15+, GDP reference year 2010
Source: Eurostat and SORS

Trends in employment rates and GDP growth rates over the last year in Serbia again deviated
from the tendencies in all other European countries. If we observe the change in GDP and the
employment rate in the last year, we see that only Serbia and Greece have a bigger change in the
employment rate in relation to the change in GDP. Employment rate increased by 1 pp, while GDP
decreased by 0.4% in Greece. In Serbia, employment rate increased by 3.3 pp, while GDP increased
by 1.9%.
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Graph G3-4 Change in GDP and Employment Rate in Q2 2016 compared to Q2 2015
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Note: Employment rate 15+, GDP reference year 2010
Source: Eurostat and SORS

Note: Data on the employment rate in Q3 2016 is still not available for most EU countries. Country
abbreviations are as follows: Belgium (BE), Bulgaria (BG), The Czech Republic (CZ), Denmark (DK),
Germany (DE), Estonia (EE), Greece (GR), Spain (ES), France (FR), Croatia (HR), Italy (IT), Cyprus (CY),
Latvia (LV), Lithuania (LT), Luxemburg (LU), Hungary (HU), Malta (MT), The Netherlands (NL), Austria
(AT), Poland (PL), Portugal (PT), Rumania (RO), Slovenia (SL), Slovakia (SL), Finland (FI), Sweden (SE),
United Kingdom (UK), Iceland (IC), Norway (NO), Switzerland (CH), Macedonia (MK), Serbia (RS)

Productivity
Table T3-1 shows the trend of Gross Value Added, number of employees (according to LFS)

and work productivity over the current and the previous year. Data shows total values (first part)
and excluding agricultural activities (second part). We see that the year-on-year change in pro-
ductivity, calculated as a ratio of GVA and the number of employees, is negative in the second
and third quarter of 2016. This is the result of a faster growth of employment in relation to the
growth of GVA. Also, the rate of productivity decline is higher if we exclude agriculture. If the
decline in productivity were real, it would imply a need to reduce the real value of wages in order
to preserve the international competitiveness of Serbia’s economy. However, in Serbia wages
are growing in real terms by around 2% annually (see the section on Wages), while exports are
growing at an annual rate of around 10%, which implies that there was no deterioration in the
economy’s competitiveness. The probable explanation for this apparent paradox is that the data
on labour market trends is not reliable.

Table T3-1 Trends in GVA, Number of Employees and Productivity, 2015-2016

2015 2016 Change 2016/2015
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q1 Q2 Q3

Total

GVA (in mil RSD) 6010235 654013.6 6761443 6924679 626950.8 6665919 696683.7 4.3% 1.9% 3.0%
Number of employed (in 000)  2504.1 2587.8 26239 2580.8 2570.7 27615 2814.0 2.7% 6.7% 7.2%
Productivity (in RSD) 240015.77 252729.58 257686.76 26831521 2438833 241387.62 247577.72 1.6% -4.5% -3.9%
Without agrigulture

GVA (in mil RSD) 5517347 597756.8 602569.1 623087.8 5741389 608074.3 615080.5 4.1% 1.7% 2.1%
Number of employed (in 000)  2019.4 2095 2107.2 2076.6 2103.7 2239.1 2265.8 4.2% 6.9% 7.5%
Productivity (in RSD) 273217.14 285325.44 285957.24 300051.91 27291862 271570.85 271462.84 -0.1% -4.8% -5.1%

Source: SORS, LFS for employment, SNR for GVA
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Average wages are
increasing both in real
and nominal terms...

Average wage will
probably continue to
growin 2017...

Wages

Trend in growth of wages in the third quarter continued, but at a declining rate. Seasonally
adjusted net wages increased nominally by 3% and by 2% in real terms, year-on-year. Graph
G3-5 shows trends in the index of nominal and real wages in the period 2011-2016. As a result
of the low inflation rate since the end of 2013, the indices of nominal and real wages are not
significantly different.

Graph G3-5 Nominal and Real Wages Indices, 2011-2016
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We expect average wages to grow during 2017. Minimal net wage per hour as of January 2017
will be 130 RSD?, which is a 7.4% growth compared to 2016°. Observed by business activities,
most of the activities recorded a growth of seasonally adjusted net wages in Q3 2016 compared
to the same quarter of the previous year (Graph G3-6).

Graph G3-6 Year-on-Year Growth Rates of Seasonally Adjusted Net Wages by Business
Activity, Q1-Q3 2016
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Note:

A - Agriculture, Forestry and Fishery; B — Mining; C — Processing Industry; D — Electricity, Gas, Steam and Air-conditioning Supply; E - Water Supply; Wastewa-
ter Management, Controlling the Process of Waste Disposal and similar activities; F — Construction; G - Wholesale and Retail; Repair of Motor Vehicles and Mo-
torcycles; H - Transportation and Storage; | - Accommodation and Food Services; J - Communications and Information; K - Financial and Insurance Activities;
L - Real-estate Activities; M — Professional, Scientific and Technical Activities; N - Administrative and Auxiliary Services; O — Public Administration and Defence;
Mandatory Social Insurance; P - Education; Q - Healthcare and Social Protection; R — Art, Entertainment and Recreation; S — Other Services.

Business activities without a seasonal component in their wages are not seasonally adjusted: D, E, P

The highest growth of wages was recorded in Financial and Insurance Activities — 6.6%, which
is a higher growth than that of GVA of 4.2%. Next are the Communications and Information Ac-
tivities with a 5.9% growth of wages, followed by the Real-estate sector with 5.6% growth. The
real-estate sector recorded a 0.4% year-on-year growth of GVA. Growth of wages in the proces-
sing industry was 3.3%. The processing industry in October 2016 realised a year-on-year growth
of 2.9% compared to the same month of the previous year. Growth of wages in education and
healthcare was 2.1% and 1.3%, respectively, while wages in the public administration remained
unchanged compared to the same quarter of the previous year.

7 The decision was published in the “Official Gazette of the Republic of Serbia” no. 77/2016.
8 Minimal net wages per hour in 2016 was 121 RSD according to the “Official Gazette of the Republic of Serbia” no. 79/2015.
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4. Balance of Payments and Foreign Trade

Current account balance of payments deficit is still relatively low compared to earlier values.
In Q3 2016, itamounted to 240 million euro, i.e. 2.7% of GDP. Such alevel of current deficit
is due to reduced foreign trade deficit, which was the consequence of lower trade deficit and
higher surplus on the Services account. Reduction in the value of trade deficit is the result of
still faster growth of exports than imports, which leads to continued growth of coverage of
imports by exports, which is almost 80%. Still, according to seasonally adjusted data, both
exports and imports are lower compared to the previous quarter, with a significantly more
pronounced import value. During Q3 there was a smaller inflow on the Secondary Inco-
me account and almost unchanged balance on the Primary Income account. Considering
current trends, it is our estimate that the current deficit in 2016 will be extremely low, i.e.
around 4% of GDP. We estimate that the goal of economic policy in the coming years should
be further reduction of current account deficit, followed by a realisation of a surplus. The key
part could be played by a slower growth of domestic demand than of the growth of GDP, as
well as maintaining the dinar on its current course. In the coming period, the level of current
deficit will probably be positively influenced by more favourable estimates of the growth of
Eurozone’s economy, while the expected and already begun increase in energy prices on the
global market will have a negative impact on foreign trade balance. On the financial side of
the balance of payments, there is still a positive tendency of a significant inflow of capital
thanks to a considerable inflow of FDI. What is particularly significant is that the amount
of net FDI inflow, in both Q3 and the first nine months of 2016, has surpassed the amount
of current account deficit, which is expected at the annual level as well. If there are parlia-
mentary elections next year, they will have a certain influence on a temporary deceleration of
inflow of foreign capital.

Q3 2016 recorded a year-on-year decrease in the value of current account deficit compared to Q3
2015. 'The decline of current deficit is the result of the lower value of foreign trade deficit, while
on the other hand, a decrease in net inflow on the Secondary Income account was recorded in the
same period, as well as an almost unchanged balance on the Primary Income account. During
Q3 2016, current account deficit was 240 million euro, i.e. 2.7% of GDP, which is a 1.2 pp of
GDP decline compared to the same period in 2015, as well as a 0.4 pp of GDP decline compared
to Q2 2016 (Table T4-1). Based on existing trends, it is our estimate that the current deficit in
2016 will be low, i.e. around 4% of GDP. We also estimate that the goal of economic policy in
export oriented model of economic development, should be further reduction of current account
deficit, with the aim of realising a surplus in the mid-term. The key role in achieving this goal,
in the domain of economic policy, is played by the policy of controlling domestic demand and
maintaining the course of dinar at a competitive level. In the coming period, the level of current
deficit will be positively affected by a higher growth of Eurozone’s economy (if the expectations
are realised), and it will be negatively affected by the probable further increase of energy prices
on the global market, i.e. general deterioration of very favourable trade ratios from the past, and
certainly depletion of effects on this basis due to a low base.
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Relatively low trade
deficit...

...and a considerable
surplus in trade in
services

Table T4-1 Serbia: Balance of Payments

2014 2015 2015 2016

Q1 Q2 Q3 Q4 Q1 Q2 Q3

mil. euros
CURRENT ACCOUNT -1,985 -1,577 -511 -279 -343 -445 -369 -271 -240
Goods -4,111 -3,993 -1,046 -872 -895 -1,180 -752 -923 -815
Credit 10,641 11,357 2,601 2,997 2,882 2,877 2,953 3,307 3,122
Debit 14,752 15,350 3,648 3,869 3,777 4,057 3,705 4,230 3,937
Services 465 725 136 114 215 260 182 188 273
Credit 3,810 4,273 927 1,004 1,167 1,175 992 1,068 1,267
Debit 3,344 3,548 791 890 952 915 810 880 994
Primary income -1,343 -1,658 -296 -468 -491 -402 -469 -431 -490
Credit 642 682 144 203 165 170 142 185 135
Debit 1,985 2,340 441 671 656 572 611 615 625
Secondary income 3,003 3,349 695 948 828 877 670 895 792
Credit 3,400 3,795 789 1,060 946 1,000 772 1,010 922
Debit 397 446 93 112 17 123 102 15 131
Personal transfers, net n 2,442 2,671 568 758 665 680 521 735 624
Of which: Workers' remittances 1,863 2,077 437 605 523 512 379 577 458
CAPITALACCOUNT - NET 7 -18 4 -1 1 -22 5 -4 -1
FINANCIAL ACCOUNT -1,705 -1,205 -427 -139 -243 -396 -173 -158 -71
Direct investment - net -1,236 -1,804 -339 -441 -510 -514 -459 -374 -438
Portfolio investment -369 289 -474 341 105 317 363 331 -10
Financial derivatives -6 2 2 4 -7 3 0 1 5
Other investment 1,703 141 273 -1 -131 10 760 200 40
Other equity 0 0 0 0 0 0 0 0 0
Currency and deposits 830 -218 69 79 -133 -233 318 20 -19
Loans 757 230 221 -39 -48 97 319 271 12
Central banks 574 153 57 55 26 15 12 7 4
Deposit-taking corporations, 795 434 100 103 10 222 100 197 73
General government -728 -464 63 -220 -86 -221 30 n 16
Other sectors 15 107 0 23 2 82 178 55 -81
Insurance, pension, and standardized 0 0 0 0 0 0 0 0 0
Trade credit and advances 116 129 -17 -51 50 146 122 -91 47
Other accounts receivable/payable 0 0 0 0 0 0 0 0 0
SDR (Net incurrence of liabilities) 0 0 0 0 0 0 0 0 0
Reserve assets -1,797 166 m -32 300 -213 -836 -317 332
ERRORS AND OMISSIONS, net 273 390 80 141 99 70 190 118 171

PRO MEMORIA in % of GDP
Current account -5.9 -4.7 -6.7 -3.2 -3.9 -5.2 -4.6 -3.1 -2.7
Balance of goods -12.3 -11.9 -13.7 -10.1 -10.3 -13.7 -9.5 -10.7 -9.3
Exports of goods 31.8 33.8 34.2 34.7 33.2 333 37.2 383 35.6
Imports of goods 44.1 45.7 47.9 44.8 435 47.0 46.7 49.0 44.9
Balance of goods and services -10.9 -9.7 -11.9 -8.8 -7.8 -10.7 -7.2 -8.5 -6.2
Personal transfers, net 73 8.0 7.5 8.8 7.7 7.9 6.6 8.5 7.1
GDP in euros? 33,420 33,564 7,617 8,632 8,689 8,627 7,940 8,636 8,778

Note: Balance of Payments of the Republic of Serbia is in line with international guidelines stated in the IMF’s Balance of Payment Manual no. 6 (BPM6).
Source: NBS

1) Personal Transfers present current transfer between resident and non-resident households.

2) Quarterly values. Conversion of annual GDP to EUR was done according to average annual exchange rate (average value of official daily middle exchange
rates of NBS).

Trade deficit is still relatively low and in Q3 2016 it was 815 million euro (9.4% of GDP). Such
a level of trade deficit is lower by 1 pp of GDP compared to the same quarter of the previous
year, and by 1.4 pp of GDP compared to Q2 2016. Exports are 35.6% of GDP, while imports
are 44.9% of GDP. Therefore, Q3 2016 recorded a relatively high level of coverage of imports by
exports, i.e. 79.3% which is by 1.1 pp above the coverage recorded in Q2 2016. Reduced value
of trade deficit is the result of the still faster growth of exports than imports. The exports were
3,122 million euro and by 8.4% above the value of Q3 2015. On the other hand, goods in the
value of 3,937 million euro have been imported, which is a year-on-year growth of 4.3%. Both
exports and imports have decelerated their growth in Q3 compared to the previous quarter, but
the deceleration of imports’ growth is much more pronounced.

Seasonally adjusted data confirms this (Graph T4-2), as exports are by 0.4% below the realised
value of Q2 2016, while imports are by 4.8% lower. Favourable trends in foreign trade values
continued in October as well — exports continued their fast growth, while the growth of imports

was negligible.
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Net outflow on the
Primary Income
account almost
unchanged...

... Secondary Income
on aslightly lower level
than last year
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of GDP, which is by 1.7 pp and 2.3 pp of GDP below the levels of Q3 2015 and Q2 2016, re-
spectively. Export oriented development model, which is most suited for small open economies,
requires a continuation in the reduction of foreign trade deficit in the coming years. There is a
belief among part of the local experts that economic growth inevitably leads to a deterioration
in foreign trade and current balance of payments, which is generally speaking wrong. Economic
growth leads to a growth of foreign deficit only if it is dominantly generated by a growth in
domestic demand. However, this is not the case when the growth is generated by exports or by
investments in export oriented production, with domestic demand growing slightly slower than

GDP.

Net outflow on the Primary Income account is almost unchanged compared to the same period
in 2015 and is 490 million euro (5.6% of GDP). 'This is a pretty high value of outflow on this
basis and it is due to the net outflow of investments, which is 6.1% of GDP, out of which 3.9%,
1.3% and 1.2% of GDP are net outflows of direct, portfolio and other investments, respectively,
and a smaller net inflow of 0.4% of GDP based on revenue from forex reserves. Secondary In-
come (net current transfers) is 792 million euros for the observed three-monthly period (9% of
GDP) and is at a slightly lower level than last year. This is primarily due to a lower inflow of
personal transfers, which in Q3 2016 amounted to 624 million euros — 7.1% of GDP, which is by
0.6 pp of GDP below the net inflow of Q3 of the previous year (see Table T4-1).

1 Read more about the importance of net revenue on the Services account in this issue of QM.
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Considerable capital
inflow...

...owed to a significant
net inflow of FDI...

...Which is above the
current deficit level...

...which has led to an
increase in NBS forex
reserves

In Q3 exports were 3.34
billion euros...

...high year-on-year
growth of 9.8% was
recorded...

...with continued
significant growth in
October as well

Inflow of capital during Q3 was 403 million euros? and is primarily owed to the recorded net
inflow on Direct Investment account, i.e. high net inflow of Foreign Direct Investments in the
amount of 438 million euros® (see Table T4-1). Since the beginning of the year, the recorded net
inflow from FDI has been 1,271 million euro. We estimate that the entire 2016 will record a si-
gnificant inflow of FDI, which will be around 1.8-1.9 billion euros. On the Portfolio Investment
account, a net inflow of 10 million euros was recorded, which is primarily due to non-residents
buying seven-year government securities in July, which is mostly the result of the positive IMF
assessment of the arrangement and improved country credit rating*. What is especially signifi-
cant is that net FDI inflow in Q3 as well as since the beginning of the year, is higher than current
account deficit, which is also expected on the annual level for 2016. Still, if there are parliamen-
tary elections next year, they would probably cause a reduction in capital inflow, i.e. they will
affect the readiness of foreign investors to invest in the first half of 2017.

Net outflow of other investments was 40 million euros, as a result of an outflow of financial loans
in the amount of 12 million euros and of trade loans in the value of 47 million euros, as well as
the inflow on the Cash and Deposit account of 19 million euros. NBS deleveraged by additional
4 million euros and the state by 16 million euros net (as a net result of allocated funds to payment
of 200 million euro loans and additional borrowing in the amount of 184 million euros). Finan-
cial institutions continued to deleverage their foreign debts and in Q3, their net deleveraging
amounted to 73 million euros. The business sector increased their borrowing by 81 million euro,
which we see as a sign of their recovery.

High inflow of capital (primarily from FDI) in Q3 2016 was enough to cover the current deficit
and lead to an increase in NBS forex reserves by 332 million euros (Table T4-1).

Exports

During Q3, exports were 3,340 million euros, realising a significant year-on-year growth of
9.8% (Table T4-4). Although slightly decelerating their growth, exports recorded a significant
increase in October with a year-on-year rate of 9.2%. According to SORS data, exports accele-
rated growth compared to the previous quarter®. Seasonally adjusted data in Q3 indicate a mild
decline in exports of 0.4% compared to Q2 2016. Still, significantly high year-on-year rates
indicate a favourable trend, which is mostly due to the recovery of export value of Intermediate
Goods, Capital Goods (especially after excluding export of road vehicles) and Non-Durable
Consumer Goods, which make most of the total exports (these three groups make 83% of total
exported value). As the exports of road vehicles in Q3 2016 were slightly above last year’s level
(year-on-year growth of 0.64%), year-on-year growth rate of export excluding road vehicles was
10.7%. Thus observed exports also recorded an accelerated growth compared to Q2 2016.

Relatively low global energy prices are still affecting export value of energy products. Energy
export value in Q3 was by 17.5% lower than the value of Q3 2015 and is mostly due to the price
level. Once the effect of lower prices is eliminated, the decline of Energy exports amounts to
8.3%. We estimate that the decline in energy exports could be the result of the overhaul of certa-
in facilities in the country. In the coming period, the negative contribution of low energy prices
on domestic exports due to the low base will be depleted, and the effect could even take on an
opposite trend in energy export values if energy prices possibly recover. Still, we should keep in
mind that the share of exports of energy products in total exports is small, and so are the changes
that could affect total export result, occurring due to some shifts in prices.

2 Inflow of capital was 574 million euros including the Errors and Omissions account.

3 Most of FDI were into processing industry, financial sector, construction, trade, real-estate, telecommunication and transport (NBS
Inflation Report, November 2016, p. 21)

4 See NBS Inflation Report, November 2016, p. 21

5 SORS data for imports and exports of goods are different from the NBS data, which we used in the first part of the article, because
they include goods sent for further processing (see Box 1 on changes in calculation methodology of Balance of Payments in QM 37).
Therefore, there is a certain difference in levels of exports and imports, as well as in growth rates, depending on whether the source
of data was NBS or SORS.




28

4. Balance of Payments and Foreign Trade

Trends

All export groups,
observed year-on-year,
recorded a significant
growth in export value

In Q3, as well as in the
coming period, the
value of exports will be
significantly influenced
by global prices and
economic activity in the
Eurozone

In Q32016 imports
decelerated their
growth...

...and in October they
were just 0.7% above
the level of October last
year

...which is mostly the
result of the decline

in the value of Energy
imports due to still low
prices

Table T4-4 Serbia: Exports, Year-on-Year Growth Rates, 2014-2016

Exports
share

2016 2015 2016

2014 2015

in2015 Q1 Q2 Q3 Q1 Q2 Q3 Q4 Q1 Q2 Q3
in% in mil. euros in%
Total 100.0 11,159 12,041 3,079 3479 3,340 5.2 1.1 9.2 6.0 11.0 8.9 9.8
Total excluding road vehicles 88.3 9,621 10,630 2,682 3,049 3,071 6.1 15.2 12.5 8.0 13.5 9.9 10.7
Energy 2.8 414 342 77 100 84 -36.1 -16.0 -0.8 -17.8 24.7 -7.3 -17.5
Intermediate products 339 3,687 4,084 1,048 1,199 1,195 0.9 13.3 13.1 15.7 13.7 1.1 11.9
Capital products 254 2,877 3,064 835 921 763 5.8 42 53 12.3 9.8 9.2 11.6
Capital products excluding road vehicles 13.7 1,340 1,653 438 491 494 12.7 24.0 26.1 31.8 25.8 15.9 18.7
Durable consumer goods 5.5 586 664 156 187 191 8.6 15.2 19.7 9.6 18.0 10.7 6.6
Non-durable consumer goods 23.7 2,614 2,848 721 798 836 12.3 13.5 6.4 4.8 13.9 13.9 9.6
Other 8.6 981 1,040 242 275 271 19.6 32.7 102 -27.5 -85 -6.8 9.8
Source: SORS

All export groups recorded a significantly higher values of exported goods in Q3 2016 compared
to Q3 2015. From Q3 2015 to Q3 2016, exports of Intermediate Goods recorded an 11.9% growth,
Capital Goods recorded 11.6% growth, Other Goods had 9.8% growth, Non-Durable Consumer
Goods had a 9.6% increase, while Durable Consumer Goods had a 6.6% increase. Compared to the
previous quarter, the exports of Intermediate and Capital Goods accelerated their growth, while
exports of consumer goods (durable and non-durable) noticeably decelerated their growth. Such
a high year-on-year growth of intermediate and capital goods, as well as Non-Durable Consu-
mer Goods, is especially important, because the value of these products makes more than 4/5 of
the total export value. Capital Goods Excluding Road Vebhicles recorded a significant year-on-year
growth of 18.7%. An important fact to note is that Ozher Exports, after a negative growth rate in
the first half of the year, recorded a year-on-year growth during Q3 2016.

Since the beginning of the year, the real exchange rate recorded minor fluctuations at a pretty
stable level, so the delayed effect was not significant for the export results of Q3. And let us bear
in mind that in the conditions of productivity increase, a constant real exchange rate means
growth of economy’s competitiveness. In order to assess the economy’s competitiveness, it is im-
portant to have reliable data on productivity trends® and real dinar exchange rate. In Q3, global
grain prices were significantly lower than last year’s (especially of corn and wheat, prices of which
in October 2016 were at a level close to 90% and 75% compared to the same month in 2015,
respectively), which had a negative effect on the realised value of exports in Q3. Despite all this,
a significant value of exports of these products was recorded (especially in exports of corn, which
is at the top of the list of our economy’s export products). On the other hand, compared to the
previous year, there has been a recovery in global metal prices. The latest estimates of Eurozone’s
economic growth in 2017 are more positive, which should make a positive contribution to the
growth of local exports in the coming year.

Imports

Imports in Q3 2016 were 4,224 million euros, which is by 5.0% above the value of Q3 2015
(Table T4-5). According to October data, value of imports was just 0.7% higher than the one in
October 2015. Thus, after imports accelerated their growth in Q3, they decelerated during Q3,
which was pronounced even more in October. In October, all product groups except Non-C-
lassified (i.e. Other Imports in the table) recorded imports that were below last year’s. Seasonally
adjusted data for Q3 indicate that imports were significantly lower compared to the previous
quarter — by as much as 4.8%.

'The value of energy imports is one fifth below the value from the same quarter of 2015. Global
price of energy products is by 10% below the price of Q3 of last year, so the decline of impor-
ted quantities of energy products is 10%. Reduction in the imported quantities can partly be
explained by creating stock in the previous quarter due to the planned overhaul of Pancevo oil
refinery’. Imports excluding energy recorded a year-on-year growth of 8.2%, which also repre-

6 See the section on labour market which analyses the influence of unreliable employment data on calculating productivity.
7 NBS Inflation Report, p. 35



Quarterly Monitor No. 46 « July-September 2016

Foreign debt is 25.8
billion euros, i.e. 76.2%
of GDP

Public sector’s foreign
debt has been at an
almost unchanged level

since the beginning of
2015...

... while the level of
private sector’s foreign
debt is gradually
declining

sents a deceleration of growth of thus observed imports compared to the previous quarter (when
year-on-year growth rate was 11.7%). Trends of imports excluding energy present a better ap-
proximation of trend import growth rate, i.e. growth of imports which could be expected when
energy prices reach the multi-year average.

Aside from the reduction in the import value of energy products, decline in the value of imports
was also recorded in Capital Goods and Durable Consumer Goods. On the other hand, imports of
Non-Durable Consumer Goods, as well as Intermediate Goods recorded a modest year-on-year gro-
wth of 0.5% and 2.4%, respectively. At the same time, imports of goods classified under Other
Imports recorded a high year-on-year growth of 65.4%?.

Expectations are that in the coming period the effects of relatively low global energy prices on
the reduction of import growth will be depleted. Most of the still low value of imports during Q3
could be explained by the still low domestic consumption, while the effect of foreign exchange
rate is negligible. Still, we expect a recovery of imports in the coming period in line with the
expected recovery of aggregate demand primarily from the growth of domestic consumption and
investments in the next year.

Table T4-5 Serbia: Imports, Year-on-Year Growth Rates, 2014-2016

Imports
2016 2015 2016
_share 2014 2015
in2015 Q1 Q2 Q3 Q1 Q2 Q3 Q4 Q1 Q2 Q3
in% in mil. euros in%

Total 100.0 15490 16,388 3,981 4,526 4,224 8.7 5.4 2.5 6.7 2.7 8.7 5.0
Energy 1.4 2,180 1,873 341 382 361 -2.4 -82 -232 -222 -31.7  -164 -20.2
Intermediate products 337 5,156 5,526 1,266 1,457 1,451 2.4 6.0 6.9 13.5 5.4 6.0 2.4
Capital products 24.6 3,757 4,024 792 1,086 901 14.0 3.2 9.8 -1.9 -15.2 3.8 -5.2
Durable consumer goods 2.5 328 416 80 98 88 249 40.6 21.9 19.9 -14.3 -5.3 -6.7
Non-durable consumer goods 153 2360 2,512 517 628 639 9.4 4.8 4.7 1.7 -7.9 6.1 0.5
Other 124 1,709 2,037 985 875 784 23.9 17.2 2.6 421 68.2 47.6 65.4

Imports excluding energy 88.6 13,311 14,514 3,640 4,144 3,863 10.6 7.3 7.0 11.5 7.8 1.7 8.2

Source: SORS

o
Foreign Debt

Foreign debt at the end of June 2016 was 25,820 million euros (76.2% of GDP, Table T4-6).

Foreign debt is by only 6 million euros lower than the one recorded three months earlier.

Trends from the previous quarter are continuing — public sector’s foreign debt has been at an
almost unchanged level since the beginning of 2015, while the level of private sector’s foreign
debt is gradually declining. During Q2 2016, the state borrowed additional 97 million euros. On
the other hand, the private sector reduced its level of foreign debt in this quarter (Table T4-6)
by 90 million euros. The banks deleveraged their long-term foreign debts by 182 million euros,
while at the same time companies increased their borrowing by 92 million euros. The level of
short-term debt is lower by 12 million euros compared to the previous quarterly level, thanks to
the reduction of banks’ short-term debt.

Compared to the situation at the end of June 2015, the foreign debt is lower by 563 million euros.
In this period, the growth of public sector’s foreign debt was 156 million euros, while private sec-
tor reduced its foreign debt by 719 million euros. The public sector especially intensified its bor-
rowing abroad during Q4 2015. Deleveraging of private sector’s long-term debt in the observed
period was 889 million euros. Out of that amount, the banks deleveraged 549 million euros, and
companies deleveraged 342 million euros. Short-term debt was 171 million euro higher at the
end of Q2 2016 compared to the situation at the end of Q2 2015. Banks’ short-term debt was
higher by 96 million euros, and business sector’s by 75 million euros (Table T4-6).

8 The data is published in a way that a significant part of the imported produces are initially classified under Non-Classified Goods
according to their EU purpose (item Other in Table T4-5), only to actually be classified later. That is why we expect there will be changes
in the value of imports by components. We have written about this and about the need to publish more frequently revised data on
imports and exports in the previous issues of QM (see for example QM43).
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Table T4-6 Serbia: Foreign Debt Trend Dynamics, 2013-2016

2013 2014 2015 2016
Mar. Jun Sep. Dec. Mar. Jun
stocks, in EUR millions, end of the period
Total foreign debt 25,644 25,679 26,583 26,383 26,158 26,294 25,825 25,820
o (in % of GDP)¥ 74.8 76.8 80.4 79.8 78.7 78.3 76.2 76.2
© Public debt” 13,120 14,145 15049 14875 14,889 15,295 14,934 15,030
qC) (in % of GDP)‘” 38.3 42.3 45.5 45.0 44.8 45.6 44.1 44.3
|= Long term 13,120 14,140 15,044 14,870 14,884 15,295 14,934 15,030
o/w: to IMF 697 152 108 51 29 15 7 0
o/w: Government obligation 434 463 498 487 485 493 483 488
under IMF SDR allocation
Short term 0 5 5 5 5 0 0 0
Private debt? 12,525 11,534 11,533 11,508 11,270 10,998 10,892 10,789
(in % of GDP)” 36.5 345 34.9 34.8 339 328 321 31.8
Long term 12,328 11,441 11,381 11,346 11,077 10,693 10,547 10,457
o/w: Banks debt 3,219 2,503 2,388 2,279 2,268 2,057 1,912 1,730
o/w: Enterprises debt 9,108 8,935 8,989 9,064 8,805 8,633 8,631 8,723
o/w: Others 1 3 3 3 4 4 4 4
Short term 196 94 153 162 192 305 345 332
o/w: Banks debt 171 57 110 126 151 186 237 222
o/w: Enterprises debt 25 37 43 35 41 119 108 110
Foreign debt, net 3), (in% of GDP)‘” 42.2 47.2 48.6 48.6 47.1 47.4 48.2 48.8

Note: Foreign debt of the Republic of Serbia is calculated according to the “matured debt” principle, which includes amounts of debt from capital and amounts
of calculated interest not paid in the moment of agreed maturity.

Source: NBS, QM

1) Foreign debt of the Republic of Serbia’s public sector includes the debt of the state (not including the debt of Kosovo and Metohija, for loans concluded be-
fore the arrival of KFOR, unregulated debt toward Libya and the clearing debt toward former Czechoslovakia), National Bank of Serbia, local self-governments,
funds and agencies formed by the state, and the debt for which state guarantee was issued.

2) Foreign debt of Republic of Serbia’s private sector includes the debt of banks, companies and other sectors for which no state guarantee has been issued.

3) Foreign debt of the private sector does not include loans concluded before December 20, 2000 for which no payments are done (995.4 million euro, out of
which 433.7 million euro is from domestic banks, and 561.7 million euro is from domestic companies).

4) Total foreign debt reduced by NBS forex reserves.

5) Sum value of GDP of the observed quarter and previous three quarterly values of GDP.
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In Q3 and October,
inflation trend is below
the lower limit of the
NBS target band

5. Prices and the Exchange Rate

In October and in Q3 inflation moved below the lower limit of National Bank of Serbia tar-
getband and at the end of October, it amounted to 1.5%. Low cost pressures in food produc-
tion caused by low price in primary agricultural products in global and domestic market, low
oil prices and slow growth in regulated prices are most significant disinflationary factors
that have influenced the movement of inflation below the target band. Underlying inflation
(measured by the CPI excluding prices of food, energy, alcohol and tobacco) in Q3 and Oc-
tober also moved below the lower limit of NBS target band and the main factors that influ-
enced that were stable and unchanged dinar exchange rate, as well as low import inflation.
National Bank of Serbia continued with the easing of monetary policy in July- key policy rate
was reduced to 4.0% and was not changed in the following months. Given that the inflation
was stabilized below the lower limit of the target band in the long term, as well as that it is not
expected to significantly accelerate in coming years, NBS reduced target inflation by 1 p.p.
to 3 + 1.5%, which is estimated as appropriate policy. By the end of 2016 inflation will move
below the lower limit of the target band, but it is expected that it will be within the limits of
the new target band, where it should be retained. Average inflation in 2016 will amount to
1.2%, while at the end of the year it will be around 2.2%. At the end of Q3 dinar exchange
rate was at nominally unchanged level when compared to Q2 (appreciation of 0.02% ), in
October it slightly appreciated (by 0.1%) and it remained virtually unchanged in November
(depreciation of 0.03%). In July National Bank intervened by buying foreign currency in the
interbank market to prevent dinar appreciation due to increased demand for domestic cur-
rency, which was also done in October. During Q3 and in October, dinar really appreciated
by 0.9%, which is largely the result of the differences in inflation in Serbia and in the coun-
tries of the eurozone, given that nominal exchange rate remained virtually unchanged.

Prices

Year-on-year inflation amounted to 0.6% at the end of third quarter of 2016, which is above the
value at the end of Q2 (Table T5-1). In October, inflation rose to 1.5%, but it is still significantly
below the lower limit of a still valid NBS target band of 4 + 1.5%. On a monthly basis, deflation
still occurs very often- in July 0.1% and in September 0.6%, while inflation in August amounted
to 0.9% and in October 0.7%. Low prices of oil and primary agricultural products as well as low
inflation in international environment during 3 were main disinflationary factors. The decline in
food production costs, caused by the fall in the prices of primary agricultural products in the se-
cond half of the year has disinflationary effect, and so does a good domestic agricultural season.
From the second half of November, when the price of crude oil amounted to relatively low 43
dollars per barrel, its price was in growth, until the beginning of December, when it stabilized
at around 51 dollars per barrel. It is expected that the growth in global oil prices will spill over
to other prices, but the effect will be modest. The oil prices trend in the following period is still
tentative because it is uncertain whether the agreed reduction in production is enough, or will
the countries that are largest oil exporters comply with the agreement.
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Trends

Underlying inflation
was below the lower
limit of the NBS target
band and amounted to
1.6% in October

Since the beginning

of the year NBS target
inflation has amounted
to3+1.5%

Table T5-1. Serbia: Consumer Price Index, 2010-2016

Consumer price index

Base index . 3m moving
(avg. 2006 Y-o0-y growth Cumulatlve Monthly average,
=100) index growth annualized
2010
dec 144.2 10.2 10.2 0.3 11.7
2011
dec 154.3 7.0 7.0 -0.7 25
2012
dec 173.1 12.2 12.2 -0.4 9.9
2013
dec 176.9 2.2 2.2 0.2 -0.9
2014
mar 179.1 2.3 1.2 -0.3 5.1
jun 180.4 1.2 2.0 0.1 2.9
sep 181.2 2.1 2.4 0.7 1.6
dec 180.0 1.8 1.8 -0.4 -2.4
2015
mar 182.4 1.8 13 0.7 5.5
jun 183.8 1.9 2.1 0.5 3.1
sep 183.7 1.4 2.1 0.0 -0.2
oct 183.3 1.4 1.8 -0.2 2.7
nov 183.1 13 17 -0.1 -1.3
dec 182.8 1.6 1.6 -0.2 -1.9
2016
jan 183.8 2.3 0.5 0.5 1.1
feb 183.7 1.4 0.5 -0.1 1.3
mar 183.5 0.6 0.4 -0.1 1.5
apr 184.2 0.4 0.8 0.4 0.9
may 184.3 0.8 0.8 0.1 1.3
jun 184.4 0.3 0.9 0.1 2.0
jul 184.3 1.2 0.8 -0.1 0.2
aug 185.9 1.2 1.7 0.9 35
sep 184.8 0.6 1.1 -0.6 0.9
oct 186.1 1.5 1.8 0.7 4.0
nov 185.9 1.5 1.7 -0.1 0.0

Source: SORS.

Underlying inflation (measured by the consumer price index excluding prices of food, alcoholic
beverages, tobacco and energy products) was also below the lower limit of the target band of the
NBS and at the end of Q3 amounted to 1.7% (Graph T5-2), while in October, it decreased sli-
ghtly and amounted to 1.6%. Stable low underlying inflation (which ranged from 1.6% to 2.2%
in the long term) was greatly contributed by a stable, practically fixed dinar exchange rate, as well
as a fall in interest rates. The growth of underlying inflation should be affected by the continu-
ation of the recovery in domestic demand, as well as the growth of inflation in eurozone coun-
tries (whose low inflation so far exerted disinflationary pressure on the import prices in Serbia,
given that it is expected to grow in 2017). The prices of the most basic metals (aluminum, lead,
zing, tin, nickel, cobalt, etc.) have grown in the past several months, while copper price recorded
a significant leap in November, which continued in December, so it can be expected that these
prices will have inflationary effect in coming months.

Low and stable inflation in the long past period, a slowdown in convergence of regulated prices
to the level of the European Union and the absence of other significant inflationary factors, as
well as the reduction in internal and external imbalance led to anchoring of the expectations of
the price growth bellow the officially targeted corridor. Therefore, the National Bank of Serbia
and the Government of the Republic of Serbia made the decision to decrease the target inflation
rate by 1 percentage point for 2017 and 2018 - from January 2017 target band will amount to
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Relatively low
inflation in Q3

Relatively high monthly
inflation in October

3 + 1.5%, which is more in accordance with the expected inflation trend in future. In previous
issues of QM, we suggested that it could be good for the NBS credibility to either bring inflation
within the limits of the corridor or adjust the corridor according to the expected inflation trend.
Overall, we estimate that the new inflation goal is more adequate for the following years, altho-
ugh we believe that the target band is relatively wide. The key policy rate (KPR) was reduced in
July to 4.0% (Graph T%-3) and it has been kept at this level up until today.

Chart T5-2. Serbia: Y-o0-y Inflation Rate and Chart T5-3. Serbia: NBS Reference Interest
Underlying Inflation and the NBS Target Rate and y-o-y Inflation Rate, in %, 2010-
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Source: NBS and QM estimates Source: NBS

There was a relatively modest increase in prices in the third quarter of 2016, so that inflation
reached 0.2% (Table T5-4), i.e. by months: -0.05% in July, 0.87% in August and -0.59% in Q3
in September. Inflation in Q3 was mostly contributed by the growth in the prices of some food
products (fresh meat prices rose by 8.9%, while prices of milk and dairy products increased by
1.7%, making a total contribution to inflation of 0.71 pp), tobacco (increase by 4.7%, contribu-
tion of 0.22 pp), books (increase by 13%, the contribution of 0.07 pp), products and services from
the group of transport (increase by 0, 3%, contribution of 0.04 pp) and drugs (increase by 1%,
the contribution of 0.03 pp). Drop in prices of vegetables (drop by 16.8%, contribution of -0.82
pp), followed by clothing and footwear (-1.2%, contribution -0.06 pp) and drop in prices of bread
(-0, 5%, the contribution of -0.03 pp) and fruit (-1.3%, contribution -0.03 pp) had disinflationary
effect.

In October, price growth amounted to 0.7%, mainly due to a growth in the prices of food (gro-
wth of 0.7%, contribution to inflation of 0.2 p.p.), out of which the vegetables price increased
the most (growth of 6.7%, contribution of 0.33 p.p.), followed by electricity (increase by 3.8%,
contribution of 0.2 pp) and the price from the group of recreation and culture (growth of 2.5%
and contribution of 0.14 percentage points). A fall in the fruit prices of 4.3% had disinflationary
effect (contribution of -0.09 p.p.), while other groups of products and services had significantly
less impact on the consumer price index.
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5. Prices and the Exchange Rate

Trends

Total and underlying
inflation are at a stable
low level

Until the end of 2016,
inflation will move
below the lower limit of
the target band, while
it is expected to enter
within the limits of a
new NBS target band in
2017

Table T5-4. Serbia: Consumer Price Index: Contribution to Growth by Selected Components

Price Contributio
increasein  ntooverall
November CPlincrease

2016 (inpp.)

Contribution _ =~ Contribution
Price increase

tooverallCPl to overall CPI
increase (in in October increase (in
2016

pp) pp)

price
increase in
Q32016

Share in CPI
(in %)

Total 100.0 0.2 0.2 0.7 0.7
Food and non-alcoholic beverages 321 -0.5 -0.2 0.6 0.19
Food 28.6 -0.6 -0.2 0.7 0.20
Alcoholic beverages and tobacco 73 29 0.2 0.0 0.00
Tobacco 4.7 4.7 0.2 0.0 0.00
Clothing and footwear 4.6 -1.2 -0.1 1.1 0.05
Housing, water, electricity and other fuels 13.7 -0.1 0.0 14 0.20
Electricity 49 0.0 0.0 3.8 0.19
Furniture, household equipment, routine maintenance 4.8 0.4 0.0 0.4 0.02
Health 5.0 0.8 0.0 0.0 0.00
Transport 12.7 0.3 0.0 0.4 0.05
Oil products 5.8 0.4 0.0 0.8 0.05
Communications 5.1 -0.3 0.0 0.1 0.00
Other items 14.7 0.1 0.19

-0.11
-0.68
-0.73
-0.11
0.00
0.92
0.34
0.00
0.25
0.06
0.24
0.36
-0.07

-0.11
-0.22
-0.21
-0.01
0.00
0.04
0.05
0.00
0.01
0.00
0.03
0.02
0.00
-0.01

Source: SORS and QM estimates

Total inflation at the end of Q3 was 0.9% (3m annualized average), while in October, it rose to
4.0% (Graph T5-5). Growth in total inflation was largely contributed by the October increase
in food prices and electricity. Underlying inflation (3m annualized average of inflation excluding
food, alcoholic beverages, tobacco and energy products) at the end of Q3 stood at 1.2%, while in
October increased slightly to 1.3%. The September decline in underlying inflation (from 6.2%
to 1.2%) is the result of the output of a relatively high underlying inflation of 0.6% in June from
the calculation of a 3m average and input into the calculation of a September deflation of 0.6%.

Year-on-year inflation growth can be expected in November and December, as monthly deflation
from November and December of 2015 are left out from its calculation, but it will nevertheless
move below the lower limit of a still targeted band of the NBS until the end of the year. Inflation
will enter within the limits of a new corridor in early 2017. In the following months, price gro-
wth will be slightly influenced by the spillover of the October growth in the price of electricity,
growth in the world price of crude oil and basic materials (whose growth can be expected in the
next year), as well as the recovery of domestic demand, while stable dinar exchange rate, low
prices of the agricultural products and good domestic agricultural season will have disinflatio-
nary effect. Inflation growth in international
environment should also influence the prices
in Serbia, via growth in the prices of impor-
ted products and domestic supplements. As
the NBS showed the willingness to “defend”

Chart T5-5. Serbia: CPl and Underlying Infla-
tion Trend, Annualized Rates, in %, 2010-2016

25,0 ~ . . .

the dinar exchange rate in the previous pe-
20,0 | riod (both in the case of depreciation pressu-
150 res, as well as in appreciation pressures) and

as the same is expected to continue also in
the period until the presidential elections
in 2017, the dinar exchange rate will most
likely continue to be a bit variable, so that
the effect of the exchange rate spillover to
the prices will be minimal. We expect that
at the end of the year inflation will amount
to 2.2%, while average inflation in 2016 will
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Dinar exchange rate
in Q3 and October and
November remained
almost unchanged.

Exchange rate volatility
in Serbia is significantly
lower than in most
countries in the region

Real appreciation in Q3
and October

The Exchange Rate

Chart T5-6. Serbia: Daily RSD/EUR Exchange During Q3, dinar strengthened against the
Rate, 2010-2016 euro by 0.02%, when compared to the end

of Q2 (i.e. by 0.14%, when observed at the

125

level of the quarter intersection), in Octo-

120 A_ -’ ber strengthened by additional 0.1%, while
in November, it weakened by 0.03% (Graph

s J T5-6). Significantly larger changes in the
w exchange rate occurred in relation to the US

110 dollar and Swiss franc. Against the dollar,
dinar strengthened by 1.1% in Q3 and in

105 41— October and November it weakened by 2.2%
and 3.2% retrospectively, while it deprecia-

100 | V ted against the Swiss franc in Q3 by 0.02%
and in October by 1.6% and in November by

95 additional 2.1%. In order to prevent the di-
\@o\;i«\fs\g?,x\jo\g«\fs\gt\\:;&;l«\?&ﬁ&&@&g@%@:&g&%&@ﬁ@&gﬁ* nar appreciation due to an increased demand

for the domestic currency, NBS intervened
by buying foreign currency (mostly in July
and October) at the Interbank Foreign Ex-
change Market (IFEM).

RSD/EUR === 10d moving average

Source: NBS

By observing dinar exchange rate changes in the past four months (Graph T5-7) in compari-
son with the changes in the countries in the region with a similar exchange rate regime, it can
be concluded that there is a significantly greater impact of the Central Bank to the movement
of the exchange rate in Serbia and that the objective was to prevent a major dinar exchange
rate variations. Purchase of the foreign exchange in the IFEM contributed to the reduction of
depreciation pressures, which prevented the deterioration of the economy of Serbia competiti-
veness, which, of course, we assess as positive. Considerably larger fluctuations of the exchange
rates of most other selected currencies when compared to the dinar in recent months can be
explained by the willingness of the central
banks of these countries to allow greater ex-
change rate changes in the economies with a

Chart T5-7. Nominal Exchange Rate Change (in
%) in Selected Countries

too large dinar depreciation in Serbia wo-
uld increase the cost of loan servicing and

15 lower level of euroisation than is the case in
10 l Serbia. Due to a high exposure to the euro,
00 b LI . Il - II —— I jeopardize macroeconomic stability, while
I I I too high appreciation would jeopardize the
competitiveness of the economy. Therefore,

central banks in other countries may imple-

ment measures aimed at achieving a price

and financial stability relatively independen-
tly from the changes in the exchange rate,
while in highly euroized economies this is

only possible in relatively narrow corridor.

Jul-16 Aug-16 Sep-16 Oct-16 Nov-16

m Czech Republic mCroatia m Hungary mPoland m Romania [JSerbia ®AVERAGE

Source: Eurostat, NBS, QM estimates
Note: an increase represents depreciation

During Q3 dinar appreciated by around 0.4%, while in October, it really strengthened by ad-
ditional 0.5 p.p. (Graph T5-8). Given that the nominal dinar exchange rate moved considerably
less, the main factor that led to a moderate appreciation of 0.9% during these for months was a
substantially higher inflation in Serbia when compared with the countries of the eurozone. NBS
interventions in the interbank market prevented a higher real appreciation and consequently gre-
ater loss of competitiveness of Serbian economy. The real exchange rate now has a similar value

as at the end of 2014.
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Chart T5-8. Serbia: Nominal and Real RSD/EUR
Exchange Rate, Monthly Averages, 2010-2016
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Strong upward trend
in revenues and
moderate increase in
expenditures continue
in Q3 resulting in a
consolidated fiscal
surplus of RSD 13.8
billion

6. Fiscal flows and policy

The strong upward trend in public revenues and a slight decrease in expenditures continued
in the period July-October. This resulted in a consolidated budget surplus of RSD 12.4 bil-
lion in the same period. Consolidated fiscal deficit in the first ten months of 2016 was only
RSD 5.8 billion (0.2% of the GDP recorded in the same period). This came as a consequence
of growing revenues and generally efficient control of expenditures. Good fiscal result in
the period July-October, and in the first ten months of 2016, was driven by the steady in-
crease in real tax revenues (though it was somewhat slower than in the first half of the year),
and a considerable increase in non-tax revenues. Increase in almost all types of tax revenues
can be attributed to the increase in relevant tax bases (increase in consumption, income and
employment), and efficient reduction in the size of the shadow economy. Moderate real rise
in public expenditures continued in the period July-October and was primarily driven by
continuation of the strong upward trend in capital expenditures, and a moderate increase in
expenditures on goods and services. However, public expenditures in the aforementioned
period, as well as in the first ten months of 2016, remained within the projected level. If the
current trends continue, consolidated fiscal deficit in 2016 will narrow to 1.5% of GDP (or
to 2% of GDP if the government assumes the debt owed by some state owned enterprises).
Such fiscal result would represent a strong fiscal consolidation (by 2.2% of GDP) compared
to the last year. Public debt (including the debt of local self-governments) totaled 73.5% of
GDP at the end of October. It is expected to reach 75-76% of GDP by the end of the year,
which is similar to the level recorded at the end of 2015. This indicates that the upward trend
in public debt to GDP ratio continuing from 2009 is finally halted through fiscal consolida-
tion measures. However, there is still the risk that the public debt may start growing again
because its main drivers have not been entirely eliminated (assumption of the debt owed by
the state-owned and public enterprises, introduction of discretionary measures allowing tax
reduction or increased spending, and similar) since no notable progress in restructuring and
privatization of these enterprises has been made.

Fiscal tendencies and macroeconomic implications

Q3 2016 saw a considerable year-over-year increase in public revenues and somewhat slower rise
in public expenditures. Accordingly, consolidated fiscal surplus of RSD 13.8 billion, approxima-
tely 1.3% of the quarterly GDP, was recorded in this quarter. This increase in public revenues
was mainly driven by a strong rise in non-tax revenues. Tax revenues went up as well, though
at somewhat slower pace than in the preceding quarters. On the other hand, the aforemen-
tioned rise in expenditures was primarily
driven by capital expenditures, which con-
tinued growing notably in this quarter, and
higher spending on goods and services. Po-
sitive trends in revenues continued in Octo-
ber, while the expenditures were kept under
control. Accordingly, October was another
consecutive month in which a small conso-
lidated fiscal deficit (RSD 1.3 billion) was

T T T T by Ty Ty %y By {\elcorded. According to t}'le preliminary (%a'ta,
2 Vs Oy ovember saw continuation of these positive

: trends, namely the central government bud-
e e get deficit was only RSD 3 billion.

Graph T6-1. Serbia: Consolidated fiscal balance
and primary balance (% of GDP)'
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1 Primary fiscal balance (balance without interests) is the difference between consolidated public revenues and consolidated public
expenditures subtracted by expenditures on interest payments.
2 Estimates for 2016 are based on the official projections made by the Ministry of Finance.
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Trends

6. Fiscal Flows and Policy

In the first ten
months of 2016
consolidated fiscal
deficit stands at
RSD 5.8 billion
(0.2% of GDP)

Strong increase

in tax revenues
continues, though
at somewhat
slower pace than
in the preceding
period

Expenditures keep
growing, but ata
slower pace than in the
preceding quarter...

In the first ten months of 2016 consolidated fiscal deficit was RSD 5.8 billion (0.2% of the GDP
recorded in the same period), while the primary surplus totaled RSD 112 billion (3.2% of the
GDP recorded in this period). This fiscal result is way much better than expected, and is prima-
rily attributed to a strong increase in tax and non-tax revenues.

Tax revenues grew by 7.5% in Q3 2016 compared to the same period last year. This year-over-y-
ear increase was somewhat slower than in the preceding quarter. Real seasonally adjusted tax
revenues in this period remained unchanged compared to Q2 2016. Similarly, real tax revenues
grew by 8% in the first nine months of 2016 compared to 2015. All types of tax revenues went
up. Year-over-year increase in revenues from VAT (7.8%), excise revenues (17.2%), and social
security contributions (3.2%) contributed the most to the total increase in tax revenues in this
period, while revenues from corporate income tax had the highest growth rate. Although there
was a considerable year-over-year increase in revenues from VAT in Q3 2016, these revenues
(real seasonally adjusted) fell by 4.5% compared to the preceding quarter. This could be because

previously postponed VAT refunds were re-

G"’fpl_‘ T6-2: I.'\nnua"y adjusted C-efficiency alized, or perhaps the battle against the sha-
ratio in Serbia dow economy slowed down. Collection effi-
100% ciency of VAT (C-efliciency) kept improving

in Q3, but was somewhat slower than in the
preceding quarter, and remained below the
0% level recorded at the end of 2012. Increase in
85% excise revenues, especially from excise duty
on petroleum products, was probably driven
by reduction in illegal sale of these products,
and increasingly frequent postponement of
70% refund of excise duty on heating oil to en-

FFFFFFFFFFFFFFFFFFFFFFFFFFF terprises. Rise in revenues from personal
income tax and social security contributions
is generally attributed to wage increase and
rise in formal employment.
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Strong year-over-year increase in real non-tax revenues (by 15.9%) was recorded in Q3. These
revenues (real seasonally adjusted) were higher than in the preceding quarter, as well (by 12.9%).
This increase in non-tax revenues came as a consequence of intensified dividend payouts by pu-
blic enterprises. Trends recorded in the first nine months of 2016 indicate a sharp increase in
non-tax revenues (by 8%), although, according to the Fiscal Strategy for 2016, they were suppo-
sed to decrease by 20% in 2016 compared to 2015. This suggests that the government continued
collecting dividend from public enterprises aggressively. However, such policy is a huge threat
to these companies and their business operations in the long-run and, therefore, collection of
dividend from these companies should be scaled down in the following period to enable them
modernize and expand their capacities.

Graph T6-3. Serbia: Consolidated public Real public expenditures slowed down in Q3

revenues and public expenditures (% of GDP)? 2016. There was a slight year-over-year incre-
ase in these expenditures in this quarter (by

N PN 2.3%). On thclt other hand, rez‘ll seasonally ad-

ittt sa===3  justed expenditures decreased in Q3 compared

to Q2 (by 1.4%). Trends in public expenditures

in Q3 were mainly driven by continuation of

the strong year-over-year increase in capital

expenditures (by 25.3%), though at a slower
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real rise in expenditures on goods and services

(by 4.2%), and a notable decrease in expendi-
tures on subsidies (by 20%).
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Source: QM calculations based on the MF data

3 Public expenditures* have been adjusted for one-off payment for subsidies and pensions made in December 2014 and 2015.
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...primarily due to
astrong increase in
capital expenditures,
and expenditures on
goods and services

Fiscal deficit for 2016
might narrow to 1.5%
of GDP...

...astrong fiscal
adjustment (by 2.2% of
GDP) compared to 2015

Total fiscal adjustment
of more than 5%

of GDP made in 2015
and 2016...

... more than a half

of this adjustment
achieved through
reduction in
expenditures on wages
and pensions

...indirect fiscal risks
(related to public
and state-owned

enterprises) have not

been eliminated yet

In the first nine months of 2016 public expenditures grew moderately (by 4.2%). Current expen-
ditures generally were in line with the projections (real increase of 2.3%), while capital expen-
ditures grew steeply (29.8%). According to the Ministry of Finance’s revised projections, capital
expenditures in 2016 will exceed the last year’s by 0.3% of GDP (10% increase), and will total
3.1% of GDP. This is good. However, they need to be scaled up to 4-5% of GDP annually and
kept at that level for a longer period to make a more notable improvement in the infrastructure.
Accordingly, the projected increase in capital expenditures to 3.3% of GDP in 2017 is good, but

insufficient.

If the current fiscal trends continue, consolidated fiscal deficit for 2016 may narrow to 1.5% of
GDP. If the government assumes the non-guaranteed debt owed by Petrohemija, as announced
earlier, and possibly the debt of other state-owned enterprises, consolidated fiscal deficit for 2016
will be larger, and account for 2% of GDP.

'This would be a strong fiscal adjustment compared to 2015 (by 2.2% of GDP), and it would be
achieved through a strong increase in tax revenues (faster rise in income and consumption, incre-
ased excise duties, excise duty on electricity, and reduction in the size of the shadow economy),
increase in non-tax revenues, employee downsizing in the public sector, slower inflow of new
pensioners due to the parametric reform of pensions undertaken in 2014, and a low indexation of
wages and pensions. The aforementioned increase in capital expenditures contributed additional
0.3% of GDP to fiscal deficit. However, this is justifiable and necessary, considering the level of
capital expenditures in Serbia, and their direct and indirect effects on economic growth.

Fiscal adjustment achieved through implementation of the fiscal consolidation programme in
2015 and 2016 totals 5.1% of GDP (2.9% of GDP in 2015 and 2.2% of GDP in 2016). This is a
very good result. The largest reductions in fiscal deficit were made through reduction in public
expenditures and increase in public revenues (3.2% of GDP and 1.9% of GDP respectively).

Such structure of adjustment is suitable.

Observed by individual factors, more than
a half of the fiscal adjustment was achieved
through reduction in expenditures on wages
. and pensions (cumulative decrease in expen-

Graph T6-4: Share of individual factors in fiscal
consolidation in 2016 (% of GDP)
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Source: QM calculations based on the MF data

'The key goal of fiscal consolidation is to reduce fiscal deficit to the level at which it would be
possible to first tackle and then gradually reduce Serbia’s public debt. Reduction in fiscal deficit
down to 1.5-2% of GDP halted the upward trend in public debt which started several years ago.
'The risk that fiscal deficit and public debt may start growing again still remains because restruc-
turing of public enterprises and privatization of state-owned enterprises are not developing at the
necessary pace, and the government keeps covering their losses and assuming their debts at the
end of the year. A more notable progress in restructuring and/or privatization of these companies
is, therefore, crucial to the success of fiscal consolidation. Furthermore, measures that would re-
sult in increased spending (such as increase in wages and pensions larger than GDP growth rate),
as well as the measures aimed at tax reduction (such as the announced reduction in income tax
and contributions) could jeopardize sustainability of the achieved fiscal results. Such measures
should be implemented along with adequate compensatory measures (reduction in some other
expenditures, or increase in some other tax) that would offset their direct impact on the budget.




40 6. Fiscal Flows and Policy
Medium-term fiscal ~According to the new Fiscal Strategy, fiscal deficit is to be reduced to 1.7% of GDP in 2017, and
goals defined in the  further down to 1% of GDP in 2019. Such fiscal goals are adequate, but need to be accompanied
Fiscal Strategy are by a precise set of measures that would help achieve them. This is especially important because
adequate the three-year arrangement with the IMF expires at the beginning of 2018, which increases the
risk that some measures that may push up the deficit (such as tax reduction and/or increased
spending) would be implemented.
(72)
© . .
qC) Trends in public debt
(=l Serbia’s publicdebt Serbia’s public debt totaled EUR 24.1 billion (71.6% of GDP) at the end of Q3 2016, while the
totaled EUR 24.1 non-guaranteed debt of local self-governments increases this ratio to 73% of GDP. Public debt
billion (71.6% of ~ shrank compared both to its amount recorded at the end of Q2 and at the end of 2015 (by EUR
GDP) attheend of = 40 million and EUR 660 million, respectively). In relative terms, this reduction was 0.8% and
Q3... ...or73% of 3% of GDP respectively. Decrease in public debt was larger in relative terms than in absolute
GDPincluding the  amount because GDP grew in this period.
debt of local self- .
In the first three quarters of 2016 Serbia had almost balanced budget, so there was no need for
governments . o .
turther borrowing. Furthermore, no additional guarantees on loans to public and state-owned
) enterprises were issued in this period. Consequently, Q3, as well as the whole period from Janu-
Public debt grew to ary to the end of September, saw reduction in both direct and indirect debt.
74% of GDP at the end ] ) )
of October Real dinar to euro exchange rate remained almost unchanged in the first three quarters of 2016
and, therefore, did not affect the level of public debt. On the other hand, dinar slightly apprecia-
ted against dollar, which had positive impact on public debt. However, dinar to dollar exchange
rate depreciated moderately in October and November (by 4%), and is, therefore, expected to
push up the level of public debt by the end of 2016. Public debt stood at EUR 24.6 billion (72.2%
of GDP) at the end of October, and was by EUR 450 million larger than at the end of Septem-
ber. This increase was to a certain extent caused by depreciation of dinar to dollar exchange rate.
Table T6-5. Serbia: Public debt’ 2000-2016
Amount at the end of period, in billions EUR
2000 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 Q12016 Q22016 Q32016
I. Total direct debt 14.2 9.6 8.6 8.0 7.9 85 105 124 15.1 17.3 20.2 224 221 220 220
Domestic debt 4.1 43 38 34 32 4.1 46 5.1 6.5 70 82 9.1 9.1 87 88
Foreign debt 10.1 54 47 46 47 44 59 72 86 102 120 134 131 133 133
Il. Indirect debt - 0.7 0.8 0.8 0.9 14 1.7 2.1 2.6 2.81 25 24 23 22 2.1
111. Total debt (1+11) 14.2 103 9.4 8.9 8.8 9.8 122 145 17.7 20.1 22.8 248 244 24.2 241
Public debt / GDP (MF) 201.2% 50.2% 35.9% 29.9% 283% 32.8% 41.8% 454% 56.2% 59.6% 704% 75.5% 72.0% 71.9% 70.8%
Publicdebt / GDP (QM)* 169.3% 52.1% 36.1% 29.9% 28.3% 32.8% 41.9% 44.4% 56.1% 59.4% 704% 74.6% 73.2% 72.4% 71.6%
1) According to the Public Debt Law, public debt includes debt of the Republic related to the contracts concluded by the Republic, debt from issuance of the
t-bills and bonds, debt arising from the agreement on reprogramming of liabilities undertaken by the Republic under previously concluded contracts, as well
as the debt arising from securities issued under separate laws, debt arising from warranties issued by the Republic or counterwarranties as well as the debt of
the local governments, guaranteed by the Republic.
2) Estimate of the Ministry of Finance of the Republic of Serbia
3) QM estimate (Estimated GDP equals the sum of nominal GDP in the current quarter and three previous quarters)
Source: QM calculations based on the MoF data
Public debt may total 1f fiscal deficit for 2016 narrows to 2% of GDP and if the government increases borrowing,
75-76% of GDP atthe instead of using the existing government deposits, to finance the deficit in December; and if
endof2016 the revised projections for economic growth are achieved; and if the slight depreciation of di-

nar to euro exchange rate continues (by 0.5%
by the end of the year); and if dinar to dol-
lar exchange rate remains steady; and if the
guaranteed debt does not rebound, Serbia’s
public debt (including the debt of local sel-
f-governments) may total 75-76% of GDP.
Assumption of debt owed by some state-ow-
ned or socially-owned enterprises, or issuan-
ce of new guarantees on their debt, or borro-
wing in advance intended for covering fiscal
deficit in 2017 (for example realization of the

Graph T6-6. Trends in Serbia’s public debt (%
GDP)

Source: QM calculation
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Public debt has been
tackled, but it is still
very large, and its key
drivers have not been
eliminated

loan granted by the UAE) will push public debt above the projected level. On the other hand,

if the government deposits are used for this purpose, public debt will be lower than projected.

Public debt at 75-76% of GDP at the end of 2016 will mean that the government managed to sta-
bilize it in the second year of implementation of the fiscal consolidation programme. This would
mean that the upward trend in public debt has been halted (it totaled 74.6% GDP at the end of
2015). Efficiency and pace of restructuring and/or privatisation of public and state owned enterpri-
ses will be crucial to the dynamics of public debt in the following period. The debt has been halted
at a relatively high level compared to the level of development of Serbian economy (expenditures
on interest payments of almost 3.5% of GDP speak in favoure of this statement). Economic policy
should, therefore, be directed at reduction in public debt much below 60% of GDP in the following
period. This goal can be achieved through further reduction in fiscal deficit down to 1% of GDP,

and restructuring and/or privatisation of public and state owned enterprises.

Appendices

Annex 1. Serbia: Consolidated General Government Fiscal Operations, 2010-2016 (bn RSD)

2015 2016
2010 2011 2012 2013 2014
Q1 Q2 Q3 Q4 Q1-Q4 Ql @ Q3 Q1-Q3
| PUBLIC REVENUES 1,278.4 13626  1,472.1 1,538.1 1,620.8 380.5 4247 4325 4571 1,694.8 4147 4608 4769 13524
1. Current revenues 12157 12979 13938 1,461.3 15408 3795 4227 4306 4548 16876 4133 4588 4725 13446
Taxrevenue 1,056.5 1,131.0 12259 1,296.4 13699 3249 3687 3733 396.7 14636 3532  405.0 4053 1163.6
Personal income taxes 139.1 1508 353 156.1 146.5 325 356 376 41.1 146.8 345 377 40.5 1127
Corporate income taxes 326 378 54.8 60.7 72.7 13.0 259 1.5 122 62.7 133 31 181 62.6
VAT and retail sales tax 3194 3424 367.5 3806 409.6 962 100.1 108.2 1116 4161 1038 1149 1127 3315
Excises 1524 1709 1811 2048 2125 46.3 572 638 68.5 2358 574 65.5 752 198.1
Custom duties 443 388 358 325 312 79 79 83 9.2 333 86 87 9.2 26.6
Social contributions 323.0 346.6 3789 4183 4403 1156 1259 1267 1375 5057 1205 1308 1326 3839
Other taxes 46.0 435 426 435 57.3 134 16.0 17.2 16.6 63.3 15.1 163 16.9 48.2
Non-tax revenue 159.2 36.9 379 349 1709 54.6 54.1 57.3 58.1 2240 601 53.8 67.1 181.0
1IITOTAL EXPENDITURE -1,4195 -1,526.1 -1,717.3 -1,750.2 -1,878.9 -401.7 -438.9 -448.3 -555.1 -1,844.0 -430.7 -463.1 -463.1 -1,356.9
1. Current expenditures -1,2248  -13248 -14799  -15498 -16280 -3838 -4060 -4104 -4963 -1696.6 -4039 -4195 -4164  -1239.7
Wages and salaries -308.1 -3425 -374.7 -3927 -388.6 -988 -1043 -103.1  -1129 -4192  -998 -1046  -1037 -308.1
Expenditure on goods and services -2025 -233 -2357 -236.9 -256.8 -50.9 -588  -65.0 -82.8 -2576  -575 -67.2 -68.4 -193.0
Interest payment -34.2 -448 -68.2 -945 -115.2 -40.6 -327  -324 -242 <1299 459 -320 -316 -109.6
Subsidies -77.9 -80.5 -1115 -101.2 -117.0 -18.7 -238  -253 -66.9 -1347  -180 -24.1 -204 -62.5
Social transfers -579.2 -609.0 -652.5 -687.6 -696.8 -166.7 -173.8 -1748 -194.6 <7100 -1719 -1763  -1783 -526.5
o/w: pensions5) -3940 -422.8 -473.7 -498.0 -508.1 -121.0 -122.8 -1221  -1243 -490.2 -1221  -1238  -1232 -369.1
Other current expenditures -229 -31.7 -37.4 -36.9 -53.7 -8.1 -125 -9.9 -14.8 -453  -107 -153 -13.9 -40.0
2. Capital expenditures -105.1 -1 -1263 -84.0 -96.7 -105 -238  -297 -50.5 -1145 174 -314 -375 -86.3
3.Called guarantees -27 -33 -37 -7.9 -29.7 -6.9 -8.2 75 75 -30.1 -87  -112 -82 -28.1
4.Buget lendng -300 -250 -38.2 -356 -554 -0.5 -0.9 -0.7 -0.7 -27 -0.6 -1.0 -1.0 -26
CONSOLIDATED BALANCE -141.0 -163.5 -245.2 -212.1 -258.1 -21.2 -142  -15.8 -98.0 -149.1  -16.0 -2.2 13.8 -4.5

Source: QM calculations based on the MF data

Annex 2. Serbia: Consolidated General Government Fiscal Operations, 2010-2016 (real
growth rates, %)

2015 2016
2010 201 2012 2013 2014
Q Q2 Q3 Q4 Q1-Q4 Q1 Q2 Q3 Q1-Q3
| PUBLIC REVENUES -1.5 -4.6 0.6 -2.2 3.2 6.9 3.5 4.5 -1.4 31 7.4 7.8 9.2 8.2
1. Current revenues -1.5 -4.4 0.1 -26 33 6.8 33 53 -14 33 73 79 86 8.0
Taxrevenue -25 -4.1 1.0 -17 35 13 -11 1.6 -0.4 03 7.1 9.2 75 8.0
Personal income taxes -39 -29 21 -12.2 -8.1 0.1 -03 0.2 -4.1 -1.2 4.5 52 6.8 56
Corporate income taxes -3.6 39 351 29 174 -1741 -145  -20.1 -87 -15.0 12 193 55.8 229
VAT and retail sales tax -07 -4.0 0.0 -38 54 19 15 4.7 -6.2 0.2 6.4 14.1 32 78
Excises 42 0.6 -1.2 5.1 16 7.1 1.9 76 205 94 222 138 16.6 17.2
Custom duties -149 -215 -140 -15.6 -6.5 9.1 4.0 4.9 59 59 74 9.6 10.2 9.1
Social contributions -6.5 -39 1.9 26 3.1 -1.2 -3.0 -24 -1.8 =21 27 32 37 32
Other taxes 145 -15.2 -8.8 -5.2 29.2 24.1 9.9 124 -4.5 89 109 07 -28 24
Non-tax revenue 58 -6.1 -6.2 -8.7 15 588 490 379 -78 279 85 -1.1 159 8.0
IITOTAL EXPENDITURE -1.7 33 43 -0.3 5.2 -5.4 -3.8 -1.3 -2.6 -3.2 5.7 4.9 23 4.2
1. Current expenditures -22 3.1 4.1 -2.7 29 -4.5 -3.0 -26 36 -14 37 27 0.4 23
Wages and salaries -5.9 04 20 -2.6 -3.1 -129  -113  -106 -4.1 -9.7 -04 -04 -04 -04
Expenditure on goods and services -03 43 15 -6.6 6.2 -1.0 -0.8 6.3 -6.5 -1 1.3 135 42 9.4
Interest payment -03 174 419 288 19.3 13.2 122 19.2 -15 1.2 116 -2.6 -34 2.7
Subsidies 406 74 29.1 -15.6 132 -4.1 -14  -106 433 136 -53 05 -200 -8.7
Social transfers 139 58 -0.1 =21 -0.7 -3.2 -09 -04 6.0 0.5 1.6 0.8 1.0 12
o/w: pensions5) -39 39 4.4 -2.3 -0.1 -4.1 -4.9 -6.0 -4.3 -4.8 -0.5 0.2 -0.2 -0.1
Other current expenditures -6.1 239 99 -84 426 -15.8 -24  -305 -166 -16.7 30.0 218 399 298
2. Capital expenditures -11.8 53 6.0 -38.2 127 -254 74 232 478 168  64.1 307 253 336
3. Called guarantees -27 -33 -3.7 2487 267.8 98.8 34.8 97 -383 0.1 253 36.0 82 235
4.Buget lending -30.0 -250 -382 44.2 522 -909 -852 1263 -984 -95.1 27.7 199 437 296

Source: QM calculations based on the MF data
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7. Monetary Flows and Policy

Inflation remains low
and stable...

... which led NBS to
lower target inflation
level for next two years

7. Monetary Trends and Policy

The long period of low and stable y.o.y. inflation with occasional periods of deflation at mon-
thly level caused the National Bank of Serbia (NBS) to change the target inflation level for
the next two years to 3% while keeping the allowed tolerance band at 1.5 percentage points.
The latest correction of the key policy rate by 25 base points was done in July and the key po-
licy rate currently stands at 4% while the corridor of NBS interest rates vs. the key policy rate
was reduced by 0.25 percentage points to the current +1.5 percentage points. The strengthe-
ning of the appreciation pressure since July caused a change in the direction of interventions
on the inter-banking foreign exchange market (FX market) which in Q3 led the NBS into
position of net buyer of foreign currency to the amount of 475 million Euro, continuing this
in October and November. The buying of foreign currency on the FX market had a positive
effect on thelevel of NBS net own reserves as well as on the creating of Dinar liquidity which
led to a high nominal growth of M2 compared to the same period of the previous year. The
recovery trend in credit activities continued in Q3 but predominantly in the households sec-
tor while the net growth of loans to the enterprises, although positive, was lower compared
to the previous quarter. Along with the positive balance of net placements on the basis of
cross-border loans to the enterprises, the overall net growth of loans to the non-state sector
is currently at its highest level since mid-2012. Along with placements to the enterprises and
the households, business banks increased the amount of funds in REPO placements to 290
million Euro which partly caused a drop in Dinar M2 but not enough to ruin the positive
effects of NBS interventions on the MDT and somewhat higher credit activity. A new rise
in credit potential in the banking sector was recorded in Q3 with the growth of deposits by
the enterprises and the households of 531 million Euro. The NPL segment saw an improve-
ment compared to the previous quarter which can be partly explained with the new measures
adopted by the NBS in August this year. The overall participation of bad loans at the end of
October dropped to below 20% while preliminary data from the end of November show an
additional drop in the participation of NPLs.

Central Bank: Balance and Monetary Policy

'The downwards trend in the y.oy. inflation rate was stopped in Q2 and the inflation rate started
rising to 0.6 in September and 1.5 in October. At monthly level, the inflation rate fluctuated with
deflation at —0.6% in September followed by a monthly rise of prices of 0.7% in October. The
change of direction of the pressure on the inter-banking foreign exchange market (FX market)
from depreciation to appreciation in July allowed the National Bank of Serbia (NBS) to finally
tackle the problem of inflation which has been below the target levels for more than two years by
increasing Dinar liquidity through the purchase of foreign currency. For that purpose, the key
policy rate was corrected by 0.25 base points to the current 4% while the corridor of NBS inte-

Graph T7-1. Deviation from planned inflation rest rate vs. key policy rate was additionally

3 and 6 months in advance of the actual 2013-  reduced by 0.25 percentage points and now
2016 stands at 1.5 percentage points. Following
these changes, the NBS changed the target
inflation rate in August starting from 2017
from the current 4% to 3% while mainta-
ining the same tolerance band for allowed
discrepancies. We feel that the lowering of
the target inflation is justified because in-
flation has been at a stable level! below the
lower level of the existing tolerance band for
* three years. We feel that the risks of inflation

«@= difference 3m == difference 6m

Source: NBS being above the level of the target tolerance

1 Recall that we suggested a lowering of the target inflation level.
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band in the next medium-term period are at a minimum. The lowering of the target inflation to
3% is a step towards stabilizing inflation at the level of around 2% which is characteristic for the
development of a market economy. We assess that it is justified to consider the narrowing of the
tolerance band from the existing +1.5% to +1%.

Table T7-2. NBS interventions and foreign currency reserves 2014-2016

2014 2015 2016

Mar Jun Sep Dec Mar Jun Sep Dec Mar Jun Sep
Repo stock (in milions of euros) 783.96 824.19 387.39 69.48 2.85 168.72 508.19 253.24 246.50 239.12 325.82
NBS interest rate 9.50 8.50 8.50 8.00 7.50 6.00 5.00 4.50 4.25 4.25 4.00
NBS interest rate 438 5.09 6.78 10.63 -1.13 3.08 5.00 6.66 2.60 1.78 3.7
NBS interest rate 5.28 7.08 0.03 -1.94 1133 5.70 6.29 -0.76 -0.34 335 457

NBS interventions on FX market (in
milions of euros) -800.00 -630.00 -855.00 -1620.00 170.00 290.00 730.00 520.00 -555.00  -820.00  -345.00

INCREASE cumulative, in % of initial M2"
NBS own resreves? 312 -4.9 20 6.6 214 225 359 414 -14.89 2497 -10.99
NDA 122 114 7.6 15.6 -18.2 -162 -336 -27.9 1.45 1257 3.16
Government, dinar deposits” 33 146 -24.3 9.5 -53 -0.5 108 7.7 132 8.75 1.1
Repo transactions” 92 65 289 46.0 24 3.4 -145 5.9 0.16 062 -8.86
Other items , net” 03 34 -12.2 -20.9 -15.2 -123 8.2 -14.2 -0.03 3.18 4.58
H -19.0 -16.3 -5.6 9.0 3.2 6.3 23 135 -13.44 -12.40 -14.16
o/w: currency in circulation -5.2 35 0.5 37 -4.7 -3.4 -14 27 -2.16 -0.64 1.29
ofw: excess liquidity 121 -11.6 73 0.6 7.4 8.1 37 145 -9.03 -10.14 -14.77
in milli f euros, ive from the beginning of the year
NBS, net -608.63 725.22 169.79 -778.03 67636 561.44 76245 667.97 -865.84  -1061.63  -784.51
Gross foreign reserves -793.11 -1090.74 -276.23 -1309.69 638.67 440.86 613.29 508.46 -880.04  -1080.32  -807.49
Foreign liabilities 184.49 365.52 446.02 531.66 37.69 120.58 149.16 159.52 14.21 18.69 22.97
IMF 182.35 364.90 446.72 539.97 39.37 106.55 129.87 141.97 8.10 15.09 16.00
Other liabilities 214 0.61 -0.70 -8.31 -1.67 14.04 19.29 17.54 6.10 359 6.98
NBS, NET RESERVES-STRUCTURE

1. NBS, net -608.63 725.22 169.79 -778.03 67636 561.44 762.45 667.97 -865.84  -1061.63 78451
1.1 Commercial banks deposits -125.77 91.72 28.90 610.69 -20.68 -29.93 65.59 100.98 3311 30275 339.40
1.2 Government deposits 14417 541.44 -162.64 48.59 -47.99 107.13 194.81 393.89 65.30 -26.98 98.65
1.3NBS own reserves -590.22 -92.05 36.05 -118.75 607.70 638.64 1022.85 1162.84 -469.43  -785.86  -346.46

(13=1-11-12)

Source: NBS.

1) Initial M2 designates the state of the primary money at the start of this and end of previous year.

2) Definition of net own reserves NBS is given in section 8 Monetary Trends and Policy, Frame 4, QM no. 5.

3) State includes all levels of government: republic and local authorities.

4) This category includes NBS Treasury Bonds (BZ), and repo operations.

5) Other domestic net assets include: domestic credit (net bank debts, not including BZ and repo transactions; net enterprises debts) together with other
assets (capital and reserves; and items in balance: other assets) and corrected by changes to the exchange rate.

Purchase of foreign  The imbalance on the FX market in the form of depreciation pressure was shorty stabilized at the
currencyinQ3 had  end of Q2, only to reappear in July in the form of pressure on strengthening the Dinar exchange
positive effecton  rate. To prevent a potentially higher appreciation of the Dinar exchange rate, the NBS bought
creating primary  Euro on the FX market in Q3 to the value of 475 million Euro, most of which — 355 million
money...  Euro — was bought in July (in Q2 the NBA was a net seller of foreign currency to the amount of

255 million Euro, Graph T7-3). Despite the weakening of pressure in August and September,

..as well as growth of NBS data indicates that appreciation pressure is still present and that led to the purchase of an
NBS net own reserves  additional 195 million Euro on the FX market in October and November. That purchase of
Euro had a positive effect on the creating of money mass and on the increase of NBS net own

reserves. Due to that, the NBS net own reserves were increased in Q3 by 439 million Euro

which partly eased the reduction in the first two quarters (from the start of the year to the end

. . . of Q2 the net own reserves were reduced by
Graph T7-3. NBS interventions on inter-bank- 786 million Euro, Table T7-2). Although it

ing foreign exchange market 2010-2016 seems that the intensity of interventions on
” ©  the FX market in the past were directed to
maintaining the exchange rate below a cer-
tain level, we feel that it was a positive effort
by the NBS to not allow the exchange rate
to strengthen in the period of appreciation
pressure as was the case in Q3. The poten-
tial positive effects of a strengthening of the

i millions of euros
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exchange rate are short-term after which we

mmmm Buying  mmmm Selling  =@=Net ==#=Nominal exchange rate (right axis)

would quickly see a deterioration of the pri-
ce competitiveness of our exports and then a
slowing down of economic activity.

Source: NBS
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Monetary system: money supply structure and trends

Y.0Y.growthof The nominal growth of the M2 money mass speeded up in Q3 and stood at 10.2% y.oy. (in Q2

M2 speeds up in
Q3.

... both in nominal
and inreal
amounts

Growth of M2
generated on basis
ofincrease of M1
and foreign currency
deposits

the growth rate stood at 7.8% y.o.y., Table T'7-5) and as part of it the growth of loans to the non-
government sector continued to rise to 5.9% y.o.y. When corrections for the exchange rate are
included, growth of loans to the non-government sector is somewhat lower and stand at 3.9%
y.o.y. with a much higher growth evident in loans to households of 8.4% y.o.y. while loans to
enterprises are growing at 1% y.o.y. The real growth rates which take into consideration price
changes also confirm the speeding up of the M2 growth to 9.4% y.o.y. which is the consequence
of very low inflation in the past period. Following corrections for inflation, loans to households
recorded the highest growth rate since 2011
which in Q3 stood at 7.6% y.o.y. while data
for the enterprises is much less impressive
and show a real increase of 0.3% y.o.y. When
we look at the change to the money mass
compared to the previous quarter, there is an
evident increase of 3.2% of the value at the
start of the year. Growth at quarterly level
is the result of the Dinar part in the form
of growth of net domestic assets (NDA) of
1.7% of the value of the initial M2 in com-
bination with growth of net foreign assets

(NSA) of 1.5% of the value of the initial M2.

Graph T7-4. Money mass trends as percentage
of GDP, 2005-2016
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Source: QM calculation

Table T7-5. Growth of money and contributing aggregates, 2014-2016

2014 2015 2016
Mar Jun Sep Dec Mar Jun Sep Dec Mar Jun Sep
y-0-y,in %
m2" 4.2 438 6.6 8.7 85 7.8 4.1 7.2 79 7.8 10.2
Credit to the non-government sector? -6.1 -4.5 -1.2 29 58 4.2 22 2.8 22 4.7 59
Credit to the non-government sector?,
adjusted” -8.2 54 -3.7 -0.8 28 1.2 1.7 25 0.6 3.1 39
Households 20 25 3.0 3.6 55 49 38 43 38 58 8.4
Enterprises -13.4 -9.7 -7.3 3.4 12 -1.0 03 13 -14 14 1.0
real y-o-y, in %
m2" 19 35 43 6.7 6.4 58 2.6 55 7.2 73 9.4
Credit to the non-government sector? -83 -5.7 -33 1.1 37 22 0.7 12 1.6 4.2 5.2
Credit to the non-government sector?,
adjusted” -103 6.7 5.8 -2.5 0.8 0.7 0.1 0.8 0.0 26 3.1
Households -0.3 12 0.7 18 34 29 23 2.7 32 53 7.6
Enterprises -15.4 -10.8 9.3 -4.9 -0.8 -29 -1.1 -0.3 -2.0 0.9 03
in bilions of dinars, end of period
m2" 16914 17402 18184 1864.7 18354 1876.1 1893.8 1999.7 1979.6 20232 2087.0
M2" dinars 516.4 5553 587.1 614.5 567.8 595.3 6324 702.6 645.5 685.0 7271
Fx deposits (enterprise and housholds) 11750 11850 12313 1250.2 1267.7 12808 12614 1297.0 13341 13382 13599
C lative, in % of opening m2%
m2" -1.5 14 59 8.6 -1.6 0.6 15 7.2 -1.0 1.2 4.4
NFA, dinar increase 0.2 -0.1 1.7 1.1 3.2 34 3.0 2.7 -2.3 -13 0.2
NDA -1.6 1.4 -5.8 -2.4 -4.7 -2.7 -1.3 4.6 13 25 4.2

Source: NBS

1) Money mass: components — see Analytical and Notation Conventions QM.

2) Loans to non-state sector — loans to the enterprises (including local government) and households.

3) Trends are corrected by exchange rate changes. Corrections are implemented under the assumption that 70% of loans to the non-state sector (households
and the enterprises) indexed against the Euro.

4) Initial M2 designates the state of the M2 at the start of the current and end of previous year.

If the nominal growth of the M2 of 10.2% y.oy. in Q3 is broken down into lesser monetary
aggregates, we see that the greatest contribution of 5.41 percentage points is due to the growth
of M1. This smallest monetary aggregates once again records a greater contribution compared to
the traditionally dominant growth of foreign currency deposits which in Q3 contributed to the
growth of M2 with 5.2 percentage points while savings and timed deposits have made a negative
contribution of —0.4% to the growth of M2.
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Net placements to

the enterprises and
households are positive
inQ3...

... with signs of slowing
down while placements
in REPO increase

Banking Sector: Placements and Sources of Financing

The net placements of banks in Q3 speeded up with growth compared to the previous quarter
when credit activities increased significantly. Business banks recorded a growth of net place-
ments of 703 million Euro in Q3 (in Q2 the growth of net placements stood at 298 million Euro,
Table T7-7). In the overall growth, net placements to the non-government sector slowed down
while net credit to the state and placement into REPO bonds increased which provides a so-
mewhat less good structure of placements compared to Q2. The growth of net placements to the
enterprises and the households in Q3 stood at 297 million Euro (in Q2 the net placements to the
enterprises and households stood at 349 million Euro). The greatest part of the recorded growth
is due to the households segment which recorded an increase of 187 million Euro, while net pla-
cements to the enterprises increased by 110 million Euro. In the structure of newly approved lo-
ans to the enterprises in Q3, highest participation was recorded in loans for current assets, while
the participation of investment loans which can be observed as a source generating the growth of

production is somewhat lower compared to

Graph 17-6. Growth of new loans to the previous quarter. The recorded growth of
enterprises and households, 2009-2016 net placements to the enterprises and house-
= holds slowed down compared to Q2 which

is a slight cause for concern in combination
with data from October in which the seg-
ment of the enterprises repaid 210 million
Euro to domestic banks. For the first time
in the past two years, Q3 saw an increase in
net placements on the basis of cross-border
loans to the enterprises which amounted to
81 million Euro bringing the overall growth
of placements to the enterprises and house-
Source: QM calculation holds from domestic and foreign sources in

L Q3 to 378 million Euro (Graph T7-6).

Following a lack of interest by banks in REPO bonds from the start of the year, Q3 saw a rise
of banks in this type of placement by 290 million Euro which continued in October when the
REPO stock was increased by an additional 91 million Euro (Table T7-7). This neutralized part
of the Dinar liquidity which the NBS created by buying foreign currency on the FX market
because appreciation pressure appeared in July. A higher level of activity was registered on the
basis of loans to the government to which business banks net placed funds for 117 million Euro.
Placements into REPO and increased net loans to the government contributed to the overall
growth of net placements by the banking sector with 407 million Euro which led to the place-
ments to the enterprises and the households not becoming the dominant (more desirable) source
of growth of credit activity.
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= Loans to enterprises Loans to households = Direct foreign liabilities of enterprises @ Total loans to enterprises and households

Improving credit conditions by lowering interest rates continued in Q3. Interest rates, both in-
dexed and on Dinar loans, were reduced compared to the previous quarter with the reduction
most pronounced in newly approved Dinar loans for investments. The real interest rate for Dinar
loans for investments is 2 percentage points lower compared to Q2 and at 5.37% is just 0.14 per-
centage points over the real interest rate for current assets (in Q2 the interest rate for investments
stood at 7.38%, Graph T7-8). The reduction of interest rates on indexed loans in Q3 stood at
between 0.2-0.3 percentage points and because of that it is a new lowest value since we have been
monitoring this data. It is certain that this low level of interest rates will remain in place in the
coming period bearing in mind the extremely low levels of interest across the European Union.
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Trends

Sources for new
placements
additionally increased
inQ3...

... mainly tanks to
growth of deposits to
the enterprises and
households

Table T7-7. Serbia: bank operations — sources and structure of placements, corrected” trends,
2014-2016

2014 2015 2016
Mar Jun Sep Dec Mar Jun Sep Dec Mar Jun Sep

in millions of euros, cumulative from the beginning of the year

Funding(-, increase in liabilities) 578 540 504 678 24 33 -368 -513 377 168 -363
Domestic deposits 240 -32 -382 -460 47 -118 -324 -918 223 -235 -708
Households deposits 45 -105 -149 -250 -1 -104 -114 -282 -16 -235 -362
dinar deposits 27 -51 -75 -143 96 19 -57 -196 3 -75 -154
fx deposits 17 -54 -74 -107 -107 -123 -57 -86 -19 -161 -208
Enterprise deposits 195 72 -233 -210 58 -14 21 -635 239 0 -346
dinar deposits 210 45 -159 -273 168 112 -75 -455 385 222 5
fx deposits -15 27 -75 63 -110 -126 -136 -181 -146 -222 -351
Foreign liabilities 358 396 610 907 36 150 58 225 181 397 427
Capital and reserves -20 176 276 232 158 1 -101 179 -27 6 -82
Gross foreign reserves(-,dedline in assets) 193 215 673 1,019 -150 -115 -262 -497 214 337 284
Credits and Investment" -343 66 -19 -451 -20 149 928 1,252 128 426 1,129
Credit to the non-government sector, total -577 -382 -300 -296 24 -21 165 407 -316 32 329
Enterprises -570 -488 -471 -410 -86 -207 -67 158 -374 -228 -118
Households -7 105 7 14 m 186 231 248 57 260 447
fr':::z;"b‘i‘"g“h NBS (Repo transactions and 176 4133 556 -869 66 100 439 192 7 -14 276
Government, net? 411 581 837 713 22 69 324 653 452 408 525
MEMORANDUM ITEMS
Required reserves and deposits -2 -215 -223 -730 444 605 288 31 -598 -864 -859
Other net claims on NBS® -136 -135 -4 110 -182 -309 -209 -100 -107 160 6
o/w: Excess reserves -156 -162 -9 112 -204 -317 =225 -134 -102 160 3
Other items” -289 -454 -822 -592 -352 -379 -404 -343 0 -204 -175
Effective required reserves (in %)5) 23 22 22 19 22 23 20 20 17 16 15
Source: NBS

1) Calculating growth is done under the assumption that 70% of the overall placements are indexed against the Euro. Growth for original Dinar values of
deposits are calculated on the basis of the average exchange rate for the period. For foreign currency deposits — such as the difference in states calculated
under the exchange rate at the ends of periods. Capital and reserves are calculated based on the Euro exchange rate at the ends of periods and do not include
the effects of changes to the exchange rate from the calculation of the remainder of the balance.

2) NBS bonds includes state and NBS treasury bonds which are sold at repo rates and at rates set on the market for permanent auction sales with a due date of
more than 14 days.

3) Net loans to the state: loans approved to the state are reduced by the state deposits in business banks; a negative prefix designates a higher rise of deposits
than of credit. State includes all levels of government: republic and local authorities.

4) Other debts of NBS (net): the difference between what the NBS owes banks on the basis of cash and free reserves and debits to the NBS.

5) Items in bank balances: other assets, deposits by companies in receivership, inter-banking relations (net) and other assets not including capital and
reserves.

6) Effective mandatory reserve designates the participation of the mandatory reserve and deposits in the overall deposits (households and enterprises) and
bank debts abroad. The basis to calculate mandatory reserves does not include subordinated debt because that is not available.

Graph T7-8. Interest rates on Dinar and indexed loans, 2010-2016
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In Q3 we noted a significant rise in credit potential because of an increase of sources for new
placements which amounted to 531 million Euro (Table T7-7), which increased in October by an
additional 136 million Euro. That increase of sources is due in large part to the growth of dome-
stic deposits of 473 million Euro which continues the positive trend from Q2 when the growth
of domestic deposits was also the main source of growth. The increase in domestic deposits was
caused in large part by the growth of deposits by the enterprises of 346 million Euro including
217 million Euro in Dinars while the rest represents an increase in foreign currency deposits
by the enterprises. The remaining part of the growth of domestic deposits of 127 million Euro
represents an increase of funds in the accounts of the households which also recorded a higher
growth of domestic deposits over foreign currency deposits. We feel that the fact that the growth
of domestic deposits continued in October to 124 million Euro is positive. By increasing funds



Quarterly Monitor No. 46 « July-September 2016

in the accounts of own capital and reserves by 88 million Euro, business banks had an additional
effect on the growth of credit potential in the banking sector. The only negative effect on the
growth of sources for new placements in Q3 came from the repayment of foreign debts by banks
but the amount of 30 million did not have a serious effect on the growth of bank credit potential.

Additional measures A session of the NBS Executive Board in August adopted the Decision amending the Decision
adopted in Augustto  on classification of bank balance sheet assets and off-balance sheet items which should stimulate
resolve problem of non-  banks to more quickly resolve problems with NPLs. The adopted new model says that banks
performing loans  which have NPLs amounting to less than or equal to 10% may calculate the amount of required
reserve for estimated losses in an amount equal to zero. Banks with higher levels of NPLs in the-
Participation of bad  ir portfolios can lower the amount of required reserves by the estimated losses by implementing
loans reducedin Q3  the given formula if that participation is reduced to the next report period, which motivates them

to more efficiently solve the problem of NPLs.

According to data from the Credit Bureau and QM methodology? the reduction of NPLs con-
tinued by 1.94 percentage points and they now stand at 19.06% of overall placements (Graph
T7-11). Viewed by individual category, the improvement is mainly the consequence of a re-
duction in the participation of NPLs placed to corporate sector of 2.7 percentage points which
also represents 75% of the current credit market viewed by value (Table T7-9). The drop in the
participation of NPLs is present in the entrepreneur segment (1.68 percentage points) and is so-
mewhat smaller (0.27 percentage points) in the part of the loans placed with private individuals
despite the strong growth of net placements of new loans in this segment from the start of the
year. Data from the end of October shows a somewhat higher level of participation of NPLs but
it is still one percentage point below the level at the end of the previous quarter®.

Table T7-9. Participation of NPLs according to debtor type, 2018-2016

2009 2010 2011 2012 2013 2014 2015 2016
Dec Dec Dec Dec Dec Mar Jun Sep Dec Q1 Q2 Q3 Q4 Q1 Q2 Q3 Okt
balance at the end of period

Corporate 12.14 14.02 17.07 19.06 27.76 28.67 28.12 26.76 255 25.85 28.63 25.52 24.40 26.89 26.26 23.56 25.21
Entrepreneurs 121 15.8 17.07 15.92 20.82 211 29.77 43.61 43.29 45.19 3491 32.03 29.92 33.03 30.12 28.44 2879
Individuals 6.69 6.71 7.24 832 8.59 8.7 9.22 a4 9.97 10.16 11.60 10.68 10.53 10.95 10.63 10.36 10.22
Ammount of dept by

1.58 1.94 263 3.19 4.09 4.05 4.07 3.81 3.70 372 3.96 361 352 376 375 345 359

NPL (in bilions of euros)

Source: QM calculation

Graph T7-10. Amount of remaining debt in Graph T7-11. Participation of NPLs in overall
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2 For details on the manner of calculating the participation of bad loans see QM 6 - Pod lupom 1: NPLs and Loans in Serbia - What is
the true measure?

3 According to the latest available data from the Credit Bureau in November the participation of bad loans in overall credit was reduced
significantly. In the next issue of QM we will take a detailed look into this reduction if the data for December and January shows that
the reduction is permanent.
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Highlights 1. Exports potential of IT

services in Serbia
Mirjana Gligoric ™, Milojko Arsic >™

A strong growth of services exports, but also high posi-
tive values in the balance of this account were recorded
in the past few years in Serbia, which gives an impor-
tant contribution to reducing the current account defi-
cit. From 2012 to 2015 almost one-third, and in 2015
almost two-thirds of reduction of the current account
deficit is owed to the increase in net services exports.
'This is to a large extent the result of a strong growth
of exports of computer (IT) services, whose level and
dynamics are the primary subject of this Highlight. We
emphasize that, despite the high value of exports of I'T
services, there is potential for its further growth, i.e. the
possibility of doubling exports of these services in the
medium term. In addition, we stress the importance of
turther development and growth of exports of the I'T
sector from the standpoint of balance of payments and
the fact that this sector has a high added value. Further
growth in computer services exports would have signi-
ficant multiple effects, among others it could contribute
to the image of Serbia to be recognized by foreign in-
vestors as a country with high-quality human capital -
rather than a country with cheap labour - which would
lead to a desirable influx of foreign investments from
the standpoint of the quality of economic growth, job
creation (especially for highly skilled workers), incre-
asing productivity, etc. Therefore, the State support to
the development of the I'T sector and the export of I'T
services, through general reforms aimed to improve bu-
siness conditions and educational policy, is particularly
important.

1. Scope and structure of exports and imports of
services in Serbia

The current account deficit in the balance of payments
has recorded significantly lower levels in recent years.
Very often the contribution of reducing the trade deficit
to the reduction of the current account deficit is being
emphasized. The growth of exports of goods, slower
growth of imports of goods, as well as favorable foreign
trade relations and other fundamentally important tren-
ds and circumstances that lie behind such dynamics of
foreign trade flows are being analyzed. The fact that the
reduction of the current account deficit in the last 3-4

1" Faculty of Economics University of Belgrade and QM
2 " Faculty of Economics University of Belgrade and QM

years has been significantly contributed by an increase
of net services exports is emphasized in the public to a
lesser extent.

Graph 1 gives an overview of the level of the current
account deficit and the balance of service account. Alt-
hough service net exports are still at a relatively mo-
dest level, the graph points out their noticeably growing
trend, indicating its potential significance. The impor-
tance of service net exports comes to the fore when the
dynamic of growth is taken into account in the past few
years. Net service exports have contributed to the 27%
reduction in the trade deficit and 29% reduction of the
current account deficit in the period from 2012 to 2015.

In 2015 net service exports had a very prominent im-
portance in terms of current international transactions.
In fact, in 2015 69% of the reduction in the trade deficit
was a result of a surplus in the export of services. Also,
nearly two-thirds (64%) of the total reduction in the cu-
rrent account deficit represents the amount of improve-
ment of the balance in the service account.

Graph 1. Current account and services account
balance, 2007-2015
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Improvement in the balance of services is the result of
an intensive growth in service exports after 2010, whi-
le service imports grew much slower. From 2007, since
National Bank of Serbia data are available according to
the new methodology, Chart 2 shows trends in service
exports and imports in millions of euros. In 2007 and
2008, service imports were above the level of exports,
taking into account that after the levels from 2007 in
the following year, due to the onset of the global econo-
mic crisis, their significant decline was recorded. In the
following two years, service account was almost balanced
(see Graph 3). In 2011, the value of service exports was
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significantly higher than the value of imports. Exports
had especially strong pace of growth since 2012, when
the increase of surplus occurred, which significantly con-
tributed to reducing the deficit in the foreign trade and
the current account balance. The surplus in the balance
of services in Q3 2016 covers a third of the trade deficit
and this surplus amounts to even 3.1% of the quarterly
GDP value. Therefore, we believe that it is important to
explore the potential for the development of the service
sector in Serbia and the growth of services exports. Na-
mely, the question is what are the chances that the strong
growth of service exports will continue in the coming
years? Growth of exports and increase in the surplus of
the balance of services, with the expected reduction of
the trade deficit and standard surplus of the secondary
income account (mainly remittances) would significantly
contribute to further reduction of the current account de-
ficit, and after that to the eventual surplus. Therefore, the
surplus in the services account is an important item of the
current account of balance of payments, particularly from
the perspective of the fact that there is potential for its
turther growth in the future.

Graph 2. Dynamics of exports and imports of services
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Graph 3. Net exports of services in GDP, 2007-2016 Q3
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Based on this dynamic of services exports and imports
growth, Graph 4 provides an overview of the foreign
trade balance for six groups of important services.® It
can be noticed that in three observed years balance of
services for observed groups significantly changes. In
2008 as many as four groups recorded a deficit in the fo-
reign trade, and in 2015 deficit was recorded only by the
tourism services. However, besides the fact that tourism
service imports are still higher than exports, deficit was
reduced in this area also. The deficit was high in 2008
in transport services, lower in 2011, while in 2015 the-
se services recorded a surplus. We especially emphasize
the change in the Telecommunications, computer and
information services (on the Chart named short Tele-
communications and IT), in which, after a small deficit
from 2008, in 2011 a surplus was recorded, which in
2015 reached a very high level. This trend in the ba-
lance of foreign trade of services was also influenced by
international circumstances, but also by inner potentials
of the domestic economy, where the increase in exports
of I'T services is especially emphasized - which is the
subject of the analysis in the remaining part of this text.

Graph 4. Foreign trade balance of services by type of
service
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Note: 1) Telecommunication and IT services are telecommunications, computer and
information services, 2) Finishing, maintenance and repair services are Processing services
on physical inputs owned by others, and Maintenance and repair services not included
elsewhere, 3) Other services include: Financial services, Insurance and pension insurance
services, Trade in goods and services of the country not included elsewhere, Charges for
the use of intellectual property not included elsewhere, Personal, cultural and recreational
services and other business services.

According to the available data of the World Bank for
2015 for 124 countries of the world*, Serbia is on the
66th place in the world by the value of services exports
(according to the value of exports of goods Serbia in

3 See note below Graph 4
4 World Development Indicators, data in current prices in US dollars.
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2015holds 70th place out of 146 countries). In 2014
and 2013, since the data have been available for a larger
number of countries, Serbia’s ranking observed by the
service exports was 74th and 72nd, respectively’. Com-
pared with the neighbouring countries, worse position
have only Macedonia, Albania, Bosnia and Herzegovi-
na and Montenegro, while Romania (37th) and Croatia
(45th place, because of tourism) are ranked high.

Graph 5 shows the structure of service exports by type
of service. Although there have been some changes in
the structure from 2008 to 2016, still, the fact that has
not changed is that the dominant services we export are
in three groups: tourism, transport and so-called other
business services. These three groups make up about
70% of the exported value of all services. Within them
exports of tourism services make more than a quarter of
the value of service exports, and in the observed period
recorded a substantial increase of 4 percentage points
- from 23.3% to 27.3%. On the other hand, the share
of exports of transport services is lower by 1.7 percen-
tage points in 2016 compared to 2008 (from 24.0% to
22.3%).

Graph 5. Structure of services exports
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Note:

1) Telecommunication and IT Services are Telecommunications, computer and information
services,

2) Other services include: Processing services on physical inputs owned by others; Mainte-
nance and repair services not included elsewhere; Financial services; Insurance and pension
insurance services; Trade in goods and services of the country not included elsewhere;
Charges for the use of intellectual property not included elsewhere; Personal, cultural and
recreational services and construction services.

Decrease of the share of exports of other business servi-
ces amounted to 3.3 percentage points during the same
period (from 23.1% to 19.8%). In particular, the graph

shows a significant increase in the share of exports of so

5 According to the export of goods between the countries of the world
for which data is available, Serbia is at the 73rd place in 2013 and 72nd
placein 2014.

called Telecommunications and IT services (full name:
Telecommunications, computer and information servi-
ces), from 6.5% in 2008 to 15.6% in 2016. Thus, in Q3
2016, except these four groups of services, exports of
other groups individually make much lower percentage
of total exports (below 10%). Thus, the sum of exports
of Processing services on physical inputs owned by others,
maintenance and repair services, Personal, cultural and
recreational services, Construction services and Financial
services accounts for 15% of the value of total services

exports (see Graph 5).

This text especially analyses IT services, bearing in
mind the importance of their balance of payments —on
the basis of the value of exports (comprising 15.6% of
the total value of services exports in Q3 2016, see Graph
5), and also on the basis of the realized surplus (total
account surplus in 2015 amounted to 725 million euros
and a surplus of I'T services was 317 million euros). In
addition, we believe that there is a potential for exports
of IT services to achieve rapid growth in the future,
which would have multiple favourable effects on the
Serbian economy in the long run.

2. Recent trends and the relative importance of
exports of IT (computer) services

Information and communication technologies (ICT)
with their rapid development led to revolutionary chan-
ges in the world economy. The latest data of the World
Bank (2014) suggests that the exports of ICT services in
the world amounted to 1.536 billion US dollars®. Serbia
recorded value of exports of ICT services of 1.76 billi-
on dollars and holds 52nd position in 2014 (i.e. makes
0.11% of world exports of these services), while accor-
ding to the data for 2015 holds 50th place. Compared
with neighbouring countries, just Romania and Bulga-
ria are better ranked than Serbia.

Computer services are by scale, but also the pace of
growth, of great importance at the global level. In the
period between 1995 and 2014, according to the World
Trade Organization’, the world’s exports of computer
and information services were increasing significantly
faster than exports of any other service sector - the
growth rate of 18% per year on average. It is estimated
that the value of exports of computer and information
services in 2014 reached 302 billion US dollars. High
growth of exports of these services was recorded in Asi-
an countries (from 8% in 1995 to 29% of total world
exports in 2014, primarily in India and China). Europe
is still the leader in the world, with exports of these ser-

6 Including telecommunication services. Source: World Development
Indicators data in current prices in US dollars.
7 https://www.wto.org/english/res_e/statis_e/its2015_e/its2015_e.pdf
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vices of 58% of total world exports®. In addition, besides
pronounced dynamics of growth of foreign trade, addi-
tional importance of the I'T sector is its resilience during
the crisis.

According to the methodology of Balance of Payments
of the International Monetary Fund’, computer servi-
ces are comprised of services related to hardware and
software, and data processing services. They include:

(a) sales of customized software (however delivered)
and related licenses to use;

(b) the development, production, supply, and docu-
mentation of customized software, including opera-
ting systems, made to order for specific users;

() non customized (mass-produced) software
downloaded or otherwise electronically delive-
red, whether with a periodic license fee or a single
payment;

(d) licenses to use non customized (mass-produced)
software provided on a storage device such as a disk
or CD-ROM with a periodic license fee (non custo-
mized software on storage devices with licenses that
convey perpetual use is included in goods);

(e) sales and purchases of originals and ownership
rights for software systems and applications; (f) har-
dware and software consultancy and implementati-
on services, including the management of subcon-
tracted computer services;

(g) hardware and software installation, including
installation of mainframes and central computing
units;

(h) maintenance and repairs of computers and pe-
ripheral equipment;

(i) data recovery services; provision of advice and
assistance on matters related to the management of
computer resources;

(j) analysis, design, and programming of systems
ready to use (including web page development
and design), and technical consultancy related to
software;

(k) systems maintenance and other support services,
such as training provided as part of consultancy;

(1) data-processing and hosting services, such as
data entry, tabulation, and processing on a times-
haring basis;

(m) web page hosting services (i.e., the provision of

8 Same
9 IMF BPM 6, https://www.imf.org/external/pubs/ft/bop/2007/pdf/bpmé.
pdf

server space on the Internet to host clients’ web pa-

ges); and

(n) provision of applications, hosting clients’ appli-
cations, and computer facilities management.

Telecommunications, computer and information servi-
ces a have significant share in exports and in net exports
in Serbia. Within them, computer services are very im-
portant. The surplus in the trade of computer services
in 2015 covered even 7.2% of the trade deficit, and this
figure is as high as 11.5% for the first nine months of
2016. The exported value of computer services acco-
unts for a significant part of the total value of services
exports: 8.6% in 2013, 9.0% in 2014, 10.6% in 2015,
and even 12.7% in the first nine months of 2016. In
addition, in recent years there was a large increase of
the share of the value of exports of I'T services in GDP
(Graph 6), from 0.4% in 2010, to 1.4% of GDP in 2015
(in the first nine months of 2016 this share amounted to
1.7 % of GDP). In recent years, exports of IT services
has pronounced rapid growth, while on the other hand,
imports recorded minor fluctuations around a constant
level, which has led to a sharp increase in the value of
the realized surplus (Graph 7). Such rapid growth in
exports of computer services, and thereby increase the
surplus represents a significant trend for the balance of
payments. After a deficit of 8 million euros in 2010, the
following years - from 2011 to 2015 recorded a surplus
of 44, 72, 135, 172 and 288 million, respectively. The-
refore, in the period between 2012 and 2015, about a
tenth of the reduction of the current account and the
trade deficit is a result of the increase in the surplus of
IT services.

Graph 6. The share of exports of computer services in
GDP
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Graph 7. The level and dynamics of imports and ex-
ports of computer services
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We believe it is particularly important to expand the
potential that exists in the I'T sector in Serbia. One of
the arguments is the dynamics of the growth of exports
of I'T services, i.e. a possible contribution to balancing
the external imbalances in the future. Also, numerous
effects that the development of IT sector carries, such
as, the development of education, recruitment of skilled
work force, tracking of global trends, the fact that the
exports of IT services proved to be very resistant to
the crisis, and others, indicate its special significance
in terms of providing long-term sustainable economic
growth. These are high value added services that requ-
ire a small initial investment. Also, growth in exports
of computer services could contribute to the image of
Serbia to be recognized by foreign investors as a coun-
try with high-quality human capital - rather than a co-
untry of cheap labour - which would lead to an influx
of foreign investments desirable from the standpoint of
the quality of economic growth, job creation (especially
for highly skilled workers), increase of the level of tech-
nology and productivity in the economy, and others.
Serbia is now comparatively well placed in terms of the
development of the IT sector, but also has significant
potential - skilled workforce.

3. The potential growth in exports of IT services

Countries of the European Union exported I'T services
worth 179 billion dollars in 2013, which was 68% of
the exported value of these services in 10 world’s largest
exporters'. Significant annual growth rates of this EU
exports were also recorded: 6% in 2012 and 9% in 2013.

According to Eurostat data, the total exports of compu-
ter services of the Baltic States, countries of East-central

10 https://www.wto.org/english/res_e/statis_e/its2015_e/its2015_e.pdf,
page 142.

and South-East Europe with Serbia in 2014 amounted
to 9.5 billion euros (Table 1). The average annual exports
growth of these services in the period from 2010 to 2014
was very high and amounted to 16.8%.!" Exports of I'T
services grew at a rate slightly below the average for the
countries of Central and South-eastern Europe (average
annual growth rate for 2010-2014 period of 16.3% and
16.4%, respectively), while the Baltic countries recorded
below-average growth (rate of 18.3%). In Serbia, the
value of exports of I'T services reached very high value
of 344 million euros in 2014 (Table 1) and 455 milli-
on euros in 2015. These exports recorded particularly
high average annual growth rates of 25.5% in the period
2010-2015. So expressed rapid exports growth of the
IT sector in Serbia is obvious, compared with the initial
level, and comparatively, in relation to the dynamic of
growth of these exports in separated European countri-
es. Serbia, in the observed five-year period, observed by
the speed of growth of exports of I'T services, was in se-
cond place among the countries of Central and Eastern
Europe, just behind Lithuania.

Table 1. The value of exports of computer services in
Serbia and selected European countries

Averagle
2010 2011 2012 2013 2014 gal':';‘“‘;:‘h
rate
mil. euros in%
Estonia 146 163 206 217 238 12.1
Latvia 91 17 138 168 184 17.6
Lithuania 28 39 68 87 131 38.6
Total Baltic States 265 320 412 472 553 183
Czech Republic 954 1,309 1,592 1,618 1,757 15.3
Hungary 968 1,002 1,084 1,226 1,375 8.8
Poland 1,054 1,389 1,737 2,064 2,640 229
Slovakia - - - 409 386 -5.5
Slovenia 92 84 109 99 106 35
Total Central Europe* 3068 3784 4522 5416 6265 163
Croatia 152 193 184 176 277 15.0
FYR Macedonia 37 41 51 52 59 1.3
Bulgaria 237 312 391 452 487 18.0
Romania - - - 1,272 1,482 16.5
Total Southeast Europe** 426 546 627 1952 2305 16.4
Serbia 127 7 221 296 344 249
Total Baltic States, Central
Europe, Southeast Europe 3887 4821 5781 8136 9466 16.8

and Serbia***

Source: Eurostat

Note: * The sum for the period 2010-2012 without Slovakia, and in 2013 and 2014 with Slo-
vakia, ** The sum for 2010-2012 excluding Romania, and in 2013 and 2014 with Romania,
***The sum for the period 2010-2012 without Slovakia and Romania, and in 2013 and 2014
with Slovakia and Romania

However, a clearer picture for comparison of selected
countries is obtained when the level of exports of I'T
services is put in relationship to the number of inhabi-
tants and the size of the economy (GDP level). Accor-
ding to the data given in Table 2.,the value of exports
of IT services per capita, we can conclude that Serbia in
2014 was “near the bottom” of the list, among the ob-
served countries. According to the level of this indicator

11 The average annual growth rate of these countries without Romania
and Slovakia, for which no data is available for the initial year of the
observed period.
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in the observed countries, Serbia is just above Lithuania
and Macedonia. Although the growth rate of exports
of I'T services per capita in Serbia is very high, the level
indicates that there is considerable potential for growth
of exports in the future. Estonia, Czech Republic and
Hungary had the highest level of exports of computer
services per capita in 2014. Export of services per capita
in 2014 in these three countries amounts to 162 euros,
which is 3.4 times more than Serbia.

Table 2. Exports of computer services per capita in
Serbia and selected European countries

Averagle

2010 2011 2012 2013 2014 ;:‘J‘w“tah
rate
EUR per capita in%
Estonia 110 123 155 165 181 125
Latvia 43 57 68 83 92 18.9
Lithuania 9 13 23 29 45 40.0
Average Baltic States 54 64 82 93 106 16.8
Czech Republic 91 125 151 154 167 15.1
Hungary 97 100 109 124 139 9.1
Poland 28 36 46 54 69 23.0
Slovakia - - - 76 7 -5.6
Slovenia 45 4 53 48 51 34
Average Central Europe* 65 76 90 91 100 124
Croatia 35 45 43 4 65 153
FYR Macedonia 18 20 25 25 28 1.1
Bulgaria 32 43 54 62 67 18.6
Romania - - - 64 74 17.0
Average Southeast Europe** 29 36 40 48 59 15.8
Serbia 17 24 31 41 48 255

Source: Calculation of the authors based on EUROSTAT data

Note: * The average for the period 2010-2012 without Slovakia, and in 2013 and 2014 with
Slovakia, the average annual growth rate without Slovakia ** The average for 2010-2012
excluding Romania, and in 2013 and 2014 with Romania

Table 3. The share of exports of computer services in
GDP in Serbia and selected European countries

2010 2011 2012 2013 2014 Growth

in % of GDP inpp

Estonia 1.0 1.0 1.1 1.1 1.2 0.2
Latvia 0.5 0.6 0.6 0.7 0.8 0.3
Lithuania 0.1 0.1 0.2 0.2 0.4 0.3
Average Baltic States 0.5 0.6 0.7 0.7 0.8 0.2
Czech Republic 0.6 0.8 1.0 1.0 1.1 0.5
Hungary 1.0 1.0 1.1 1.2 13 0.3
Poland 0.3 0.4 0.4 0.5 0.6 0.4
Slovakia - - - 0.6 0.5 0.0
Slovenia 0.3 0.2 03 0.3 0.3 0.0
Average Central Europe* 0.5 0.6 0.7 0.7 0.8 0.3
Croatia 0.3 0.4 0.4 0.4 0.6 0.3
FYR Macedonia 0.5 0.5 0.7 0.6 0.7 0.2
Bulgaria 0.6 0.8 0.9 1.1 1.1 0.5
Romania - - - 0.9 1.0 0.1
Average Southeast Europe** 0.5 0.6 0.7 0.8 0.9 03
Serbia 0.4 0.5 0.7 0.9 1.0 0.6

Source: Calculation of the authors based on EUROSTAT data

Note: * The average for the period 2010-2012 without Slovakia, and in 2013 and 2014 with
Slovakia, the growth without Slovakia ** The average for 2010-2012 excluding Romania,
and in 2013 and 2014 with Romania, the growth without Romania

Ratio of exports of computer services and the value of
the GDP (see Table 3) suggests that Serbia has better
position within selected European countries. In 2014,
exports of computer services in Serbia accounted for
1.0% of the GDP, based on which Serbia was ranked
as the fifth country of the 13 observed countries, be-
hind Hungary (1.3%), Estonia (1.2%), Bulgaria (1.1%)

and Czech Republic (1.1%). However, according to this
indicator also, Serbia had the largest growth in exports
of I'T services during the observed period, which was

0.6 percentage points of the GDP.

All these data indicate that Serbia is in a good position
when it comes to the level and dynamics of growth of
exports of computer services compared to most countri-
es in transition. However, there are countries in Central
and Eastern Europe which have significantly higher
exports of computer services per capita, as well as in
GDP, such as Hungary, Czech Republic and Estonia,
which in this area could represent a desirable benchmark
for Serbia. Therefore, we believe that there is still a lot of
potential for Serbia to continue to record high growth of
exports of I'T services in the coming years, and to repeat
the success in terms of growth of these services recorded
in previous years. This would provide a significant con-
tribution to balancing the balance of payments in the
tuture. In addition, if the computer services per capita
in Serbia in the coming period grow at a rate of about
25% on average per year, Serbia would reach the current
level of per capita exports of I'T services of Estonia in
5-6 years, and the EU-28 average(which is 318 EUR
per capita) in7-8 years. This indicates the great potenti-
al for further growth and a high level of these services
in the future. Therefore, we estimate that as a result of
favourable trends in the global IT services market, as
well as appropriate policies in the country, Serbia could
double the exports of I'T services in the next few years.

4., Possible measures to encourage exports growth
of the IT sector

The IT sector is one of the few areas of high techno-
logy which does not require a large capital investment
per job, and therefore the potential for its development
exists also in countries which do not have significant
amounts of own capital, as is the case with Serbia. Key
factors for the development of this sector are skilled
workforce, good telecommunication infrastructure and
good overall economic environment. Telecommunicati-
on infrastructure in Serbia follows the world trends so
it does not presents effective limit for the development
of the I'T sector and increase of its exports. However,
increase of the volume of activity and exports growth
of the IT sector requires a continuous increase in the
number of I'T professionals. The increase in the number
of IT professionals is limited from one side by demo-
graphic factors and the percentage of members of the
young generation who have a talent and interest in this
activity, and the capacity of the educational system.
The State can encourage the interest of young people
for information technology by increasing the number of
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students who hold the scholarship of the Government
of Serbia at universities and courses which educate IT
experts. However, increasing the number of trained I'T
professionals will be beneficial for the economy and so-
ciety only if their massive production does not lead to a
decline in the quality of education. Therefore, it is justi-
fied for the State to invest additional funds in order to
increase the capacity of the state universities for educa-
tion of I'T professionals. These investments would inclu-
de recruitment of additional teaching staft, including
experts from abroad, expansion of physical capacities
of some faculties and higher investments in equipment.
Higher investments in education of IT professionals
would be provided by the redistribution of resources
from universities and courses for which there is lower
demand on the market. If the state universities do not
have sufficient human resources and other capacities for
education of I'T professionals, it would be appropriate
to introduce the possibility of scholarships for students
who are receiving IT education in private universities.
Of course, in this case the scholarships would be gran-
ted only to those universities that educate professionals
who are easily employed in the IT sector.

Given that the number of members of the young ge-
neration who can, and want, get the education in IT is
limited, it is reasonable to introduce programs of retrai-
ning and additional training for young people who gra-
duated at the faculties which represent a suitable basis
for working in I'T sector. Retraining could be organized
in the form of specialist or master studies, and the State
support would consist of ensuring budgetary funding
for education, as well as approving additional funds to
faculties for education of I'T experts.

The development of the IT sector, similar to any other
sector, to a large part depends on the general economic
environment in Serbia. Over the past few years there
was a progress in the area of macroeconomic stability,
interest rates dropped, the reform of the labour mar-
ket was realized and a relatively modern tax system has
been introduced. However, general business conditions
in Serbia are still considerably weaker than in the coun-
tries of the Central Europe. According to the rankings
of competitiveness of the World Economic Forum Ser-
bia is on the 90th place while most countries of Central
and Eastern Europe are above the 50th place. Accor-

ding to the rankings of the World Economic Forum’s
Networked Readiness Index (NRI), which measures

the willingness of the country to be included in the I'T
sector, Serbia is better positioned and is on the 75th pla-
ce out of 139 countries of the world. It is relevant that
the position of Serbia on this list has been improved over
the last few years. However, on this list in 2016 Serbia
is ranked lower than the majority of the countries of the
Central and Eastern Europe, as shown by the following
data: Czech Republic (36), Poland (42), Slovakia (57),
Hungary (50), Romania (66), Bulgaria (69). The main
reasons for the relatively modest ranking of Serbia on
the list which measures benefits for the development of
the I'T sector are related to weak general characteristics
of the economic environment (low independence of the
judiciary, weak protection of contracts, weak copyright
protection, underdevelopment of the financial sector),
low overall quality of the educational system, low ability
of the company to acquire and create new technologies,
and others. From the abovementioned, it can be conclu-
ded that the IT sector in Serbia faces the same barriers
for development as other activities (for more details see
From the editor section of this issue of QM). Therefore,
for its development, not only changes in the sector of
education of IT staff are necessary, but also reforms ai-
med at improving general business conditions.
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