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Political Factors

The Republic of Serbia is ruled in accordance to a constitution, which was adopted by a referendum
in October 2006. The Serbian parliament is the lawmaking body of the country. The political risk
associated with doing business in Serbia is still high compared to other countries from the region. The
primary issues of concern in Serbia revolve around the stability of the weak coalition government in
Serbia and its response to Kosovo'’s declaration of independence on February 17, 2008."

Historical Overview

Before the fall of the socialist regime, Serbia was a part of the Federal Republic of Yugoslavia. In
2003, the F.R.Y. parliament adopted a new Constitutional Charter establishing the state union of
Serbia and Montenegro. In 2006, the Republic of Montenegro declared independence and the
parliament of Serbia stated that the Republic of Serbia was the continuity of the state union, rendering
the two republics independent and sovereign countries.

The end of the 1990s was marked by the authoritarian regime of the Yugoslav President Slobodan
Milosevic and his party - Socialist Party of Serbia. In 2000 mass street protests forced Milosevic to
concede defeat and was replaced by Vojislav Kostunica (Democratic Opposition of Serbia) together
with the Democratic party of Serbia. However, those reforms did not stabilize the situation in the
country. Organized crime escalated and led to the assassination of the Prime Minister Djindjic in
2003. The chaos was not tamed until the election of the new president Boris Tardic in 2004, who was
reelected for a second mandate in 2008.

Ruling Party

In the beginning of 2007 a new governing coalition was elected - Democratic Party (DS), the
Democratic Party of Serbia (DSS), and the G17+. It collapsed in March 2008. The elections that took
place in May 2008 formed a new government, which won parliamentary approval by a slim margin on
July 7th. It contains as many as seven parties and holds 128 out of the 250 parliamentary seats.
Leading the new cabinet will be the Serbian President Boris Tadic's Democratic Party (DS) and the
Socialist Party of Serbia (SPS). DS official and former Finance Minister Mirko Cvetkovic will be the
new prime minister. The opposition will include former Prime Minister Vojislav Kostunica's Democratic
Party of Serbia and the far-right Serbian Radical Party, which have 108 MPs combined.

According to the prime minister, this cabinet will focus on Serbia’s European future, rejection of the
independence of Kosovo, strengthening of the economy, fulfilment of social obligations and stronger
crackdown on corruption and crime.

Kosovo

In 1998 violence flared in the autonomous province of Kosovo in Serbia. The Kosovo Liberation
Army, supported by the majority ethnic Albanians, came out in open rebellion against Serbian rule.
NATO launched air strikes in Kosovo and Serbia in March 1999. The UN took over administration of
the region after Serbian forces had been driven out. Kosovo declared independence on 17 February
2008 after the failure of UN-brokered talks on the status of the province.

Foreign Relations

Serbia, as a successor state of the F.R.Y, has its seat in international organizations, such as the
Organization for Security and Cooperation in Europe (OSCE) and the UN. It is actively participating in
International Monetary Fund and World Bank projects. In 2003, Serbia was admitted to the Council of
Europe. Serbia has also indicated its desire to join the EU and NATO's Partnership for Peace. It

* http://wvww. buyusa.gov/serbia/en/doing_business.html
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signed the Stabilization and Association Agreement with the EU on April 9™ 2008, overcoming one of
the key initial hurdles for EU membership. Serbian President Boris Tadic has stated that Serbia is
now seeking to become an official candidate for EU membership.

However, no EU states will ratify the treaty, nor will Serbia start receiving any trade and VISA
benefits, or financial and economic incentives that come with the SAA until it is seen to be fully co-
operating with the International Criminal Tribunal for Yugoslavia (ICTY).2 In 1993 the UN Security
Council established the ICTY to try those responsible for violations of international humanitarian law
on the territory of the former Yugoslavia since 1991. Since the fall of Milosevic, EU and US foreign aid
has steadily increased although there are congressional restrictions based on Serbia's need to meet
its international obligations to the ICTY. In that “tense” subject Serbia has already made some
significant progress. On July 21%, 2008 Radovan Karadzic, accused by the Tribunal for war crimes
against humanity and genocide during the Milosevic authoritarian regime, was arrested by the local
authorities.

VISAs

Since 1 January 2008, Serbian citizens enjoy the benefits of a VISA facilitation agreement with the
European Union. This agreement provides simplified conditions for VISAs, including a waiving of a
VISA fee for a broad range of categories of citizens including students, sportsmen and sportswomen,
cultural workers, journalists, people visiting family members living in the EU, people in need of
medical treatment, economic operators working with EU companies, etc. Up to 80% of the Serbian
citizens can currently be exempt of a VISA fee. People who pay for VISA are charged the special
reduced rate of EUR 35 instead of EUR 60. On May 7™, 2008, European Commission (EC) vice-
president Jacques Barrot officially presented a roadmap on VISA liberalization with Serbia. The
roadmap outlines the steps that Serbian authorities need to take, so as to achieve VISA-free travel for
Serbian citizens. It sets clear requirements for the reforms to be implemented in key areas, such as
security of documents, border management, fight against illegal migration, fight against organized
crime and corruption, and fundamental rights.?

Financial Incenti ves — Regulations

The Serbian state is trying to provide favorable investment atmosphere. State grants are offered for
Greenfield and Brownfield projects in all industries, except for trade, tourism, hospitality and
agriculture. Eligible companies are those involved in manufacturing activities, internationally
marketable services sector, and research and development. Favorable tax policy is implemented,
including 10% corporate profit tax, exemption from corporate profit taxes for period of 10 years in
some cases (investment over EUR 7,5 million or at least 100 employees on indefinite contracts). VAT
tax is 18% standard and 8% lower rate (for basic food stuffs, daily newspapers, utilities etc).*

Trade Partners and Agreements

As a party to the Central European Free Trade Agreement, Serbia’s exports enjoy preferential trade
access also to OECD countries under their various Generalized System of Preferences schemes.
CEFTA integrates the countries of the South East Europe, thus creating a possibility for companies to
place their goods customs free to a market of close to 30 million people. Such access is granted also
to other Eastern European and Central Asian countries under bilateral trade agreements. Serbia is
the only country outside the CIS that has a free trade agreement with Russia, providing access to
another market of 150 million people.

2 http://www.m arketresearch.com/m ap/prod/1793154.html

% http://europa.eu/rapid/pressReleasesAction.do?reference=IP/08/717 &format=HT ML&aged=0&language= EN&quiLanguage=en

* http://www.s iepa.sr.gov.yu/site/en/home/1/brief_guide/serbia_on_your_location_list/tax_system/
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Preferential status in trade with EU and USA is an additional incentive for investors as they can freely
export to these markets.” The Stabilization and Association Agreement with the European Union
would grant reciprocal preferential market access, but its effectiveness is suspended for political
reasons.® Serbia is expected to become a member of the World Trade Organization by the end of
2008.

The major foreign trade partners in export during 2007 were the following: Italy - 12.4%, Bosnia and
Herzegovina - 11.8%, Montenegro - 10.8%, Germany - 10.6%. The major foreign trade partners in
import during 2007, on the other hand, were the Russian Federation - 14.3%, Germany - 11.8%, Italy
- 9.7%, and China - 7.3%.’

Economic Factors

Economic Growth

In 2007 the Serbian economy managed to continue its positive performance by reaching 7.5% growth

for the year. This number marks a significant increase of 1.8% in comparison to the 5.7% growth in

2006.% The steady increase in the GDP of the country has been a trend ever since 2001 after the

periods of stagnation in the 1980s, decline in the 1990s amid the FRY breakup, and collapse and

8.0% hyperr nflation in the 1999-2000 period.
Wi
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Figure 1. GDP of Serbia — real change in % against previous year (2006-2010)

GDP Based on Pu rchasing Pow er Parity

According to IMF estimates, the purchasrng power parity (PPP) in Serbia has been growing in a
moderate pace in the 2004-2008 perrod

® http://www.siepa.sr.gov.yu/sitelen/home/l/investing_in_serbia/liberalized_trade/

® http://info.worldbank.org/etools/wti2008/docs/brief165.pdf

" http:/iwww.s iepa.sr.gov.yu/sitelen/home/1/importing_from_serbia/foreign_trade_data/foreign_trade_by countries/

8 http://uk.reuters.com/article/topNews /idUKL0335379 20080203

® http://www.imf.ora/external/np/ms/2006/06 2706.htm

10 http:/Aww.limun.hr/en/main.aspx?id=305693

™ http:/mww.wiiw.ac.at/pdf/FC2_presse_eng.pdf

*2 http:/Avww. buyusa.gov/serbia/en/doing_business.html

3 http:/vww.imf.ora/external/
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Figure 2. GDP based on purchasing-power-parity per capita in Serbia in USD (2004-2008)

Inflation

Serbian inflation is high in comparison to other countries from the region. This sends a clear message
to the domestic and foreign investors that the country still experiences macroeconomic disorder.*
According to the Vienna Institute for International Economic Studies, this year’s inflation in Serbia will

amount to 12% if there are no sharp
14,0% price increases on the global market

12.0% Ll Nl and will drop to 8% annually by
i e T 100% 2010."° The consumer price index
! K 8,0% rose by 6.1% for the first half of 2008
8,0% 0% * which  refute the government's
6,0% - economic plan predicting a rise in
4,0% inflation of 6.5% for the whole year.™
20% Inflation in Serbia in June 2008 was
0,0"/ 1%. The highest price increase was
o : A : Q ; A ; A recorded in industrial non-food
&@' & @@ﬁ @Qﬁ Q@’a products which amounted to 2.2%,
A driven mainly by the rise in fuel

P P P prices."’

Figure 3. Consumer prices in Serbia — change in % against previous year (2006-2010)

 http:/Aww.i mf.org/external/np/ms/2006/06 2706. htm

5 http:/ww.limun.hr/en/main.aspx?id=305693

18 http:/Aww.s eeurope.net/2g=node/15982

7 http:/Avww.s eeurope.net/2g=node/15982
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FDI

After attracting EUR 3.5 billion of FDI in 2006, the cumulative level of FDI in Serbia sharply decreased
to EUR 2.2 billion in 2007. This drop in FDI was due to a slower pace of privatization following
Parliamentary elections at the beginning of 2007 and a six-month delay in forming the government.
According to the European Bank for
Reconstruction and Development

4.000- P 3304 (EBRD), even with the lower number,
3500} Serbia is ranked fou_rth in Sou_theast
3,000/ g Europ_e, after Bulgaria, Romania a_nd

2 500 2000 Croatia and _before Bosmg,

€ 2000] 1265 Montenegro, Albania and Macedonia
1500 in total 2007 FDI. FDI counted for
1000] roughllg 10% of Serbia's GDP in
500 2007.” The leading foreign investors

1 in the country are Dblue-chip

-
il

0

Banca Intesa, InBev, and many

' A T A ' companies and banks, such as
,9& ,ﬁ? f Telenor, Philip Morris, Mobilkom,

others."
Figure 4. FDI in Serbia (2005-2008)
Current Account D eficit
00% . . . . Despite the obvious improvement in
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6’00': remains a great concern.®® That is
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10,0% A% . . . ,
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14!0,,'," T e 2% energy and food.”~ FDI is covering
16’0,,’," 135% of the shortfall as of 2007.
18’0.,'," YR However, the continued uncertainty
o 4 & IS & and growing risk aversion in
& & international markets could lead to a
P $ ¢'§' @Q/ & ternational ket ld lead t
$ o r@'\ change, which can have devastating

effect on the Serbian economy.?
Figure 5. Current account deficit of Serbia in % of GDP (2006-2010)

Interest Rates

In response to mounting inflationary pressures, the National Bank of Serbia raised the key policy rate
three times in Q1 in 2008. After two revisions by 75 basis points, the key policy rate was raised by
300 basis points to 14.5% p.a. by the end of March.?

Higher interest rates on the EU capital market lead to higher interest rates for credits in EUR in
Serbia. The European Central Bank has increased the reference interest rate from 4% to 4.25%.

'8 http:/Avww. buyusa.gov/serbia/en/doing_business.html

19 http:/ww.siepa.sr.gov.yu/sitelen/home/l/investing_in_serbia/strong_fdi_figures/

20 http:/Avww. businessmonitor.com/businessforecasts/serbia.html

2 http:/ww.wiiw.ac.at/pdf/[FC2_presse_eng.pdf

22 http:/Avww. businessmonitor.com/businessforecasts/serbia.html
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European banks include this measure in their interest rates, which will also be reflected in the interest
rates for domestic loans (as Serbian citizens mainly incur debt in EUR). At the moment it can be
expected that banks will mcrease their interest rates, mainly for housing loans and short-term loans in
EUR with variable interest rates.”

Employment Grow th

The economic transition in Serbia has brought deep changes in the structure of the job market. The
current unemployment rate is about 20% and this number is not expected to change dramatically in
the years to come.? This forecast is backed up by the latest data which shows that during the period
January-April 2008 there was a decrease in the number of employees by 0. 8%.%°

According to the International Monetary Fund, Iabor market institutions discourage employment,
which continues to fall even as output rises strongly Almost two-thirds of the employment is now in
25,0% the private sector, where labor

209%  438% P turnover is on average much higher

20,0% — o : than in the public sector. Serbia still
- has large potential labor supplies

because only about 50% of the
10,0% working-age (15-64) population is
employed. Employment rates are low

15,0%

aee according to the Organization for
0,0% . , : , Economic Co-operation and
Qéo 06'* & QD D Development standards for most
¥ v @ﬁ’ @g’ ,\& demographic  groups, esgemally

P » » youths, women and the elderly.

Figure 6. Unemployment in Serbia (2006-2010)

Employed Persons by Education Attainment
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Figure 7. Employed persons by education attainment
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% hitp:/ww.wiiw.ac.at/pdf/[FC2_presse_eng.pdf

% hitp:/ww.razvoj.sr.qov.yuw/SED/2008/Maj/SED_0805_e.htm

7 http://vww.i mf.org/external/np/ms/2006/06 2706. htm

28 hitp://ww. oecd.ora/dataoecd/48/59/40841888.pdf

9 http://reports.aiidatapro.com/SS/Statistical_Yearbook 2007.pdf
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