GOVERNMENT OF SERBIA

Second Progress Report on the
Implementation of the Poverty Reduction
Strategy in Serbia

August 2007



An introduction to the Second Progress Report on the
Implementation of the Poverty Reduction Strategy in Serbia

August 3", 2007.

Looking forward: rapid transition and more solidarity for the poverty reduction in Serbia

Poverty Reduction Strategy represents the plan of the Government for taking Serbia swiftly through the
transition while at the same time taking into consideration the needs of the poorest and the people who are
not able to use the opportunities that transition brings. The Strategy was adopted in 2003 and is aiming to
reduce by half the poverty in Serbia by 2010. In that sense the Poverty Reduction Strategy is an ambitious
but realistic plan.

Herewith we have the Second Progress Report on the Implementation of the Poverty Reduction Strategy.
The Report gives an overview of results which have been achieved as joint efforts of the Government,
local self-government, National Assembly, non-governmental organizations and international partners, as
defined by the Strategy. Besides, the Report points out the impact of the aforesaid programmes and
activities on the quality of life of the citizens of Serbia and outlines recommendations for the following
period.

Many things have been achieved, many more initiated, but there is still a lot of work ahead of us. We can
not accept the fact that 9% of the Serbia population lives in poverty and especially the fact that the
poverty level in central Serbia is 2,5 times higher than in Belgrade. Therefore, we have to continue with
the rapid implementation of the Poverty Reduction Strategy recommendations.
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Bozidar Djeli¢
Deputy Prime Minister
Government of Serbia
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1. INTRODUCTION AND BACKGROUND

1.1. Background

1.1.1. This document represents the Second Progress Report on the Implementation of the Poverty Reduction
Strategy (hereinafter: PRS) in Serbia which is submitted by the Government to its citizens and international
development partners.

1.1.2. The report covers the period from mid-2005 until the end of the first quarter of 2007".

1.1.3.  The social and political context in which the report was developed was marked with a few important events
which significantly influenced the speed and scope of reform processes. May 2006 was characterized by the
suspension of negotiations on the Stabilizations and Accession Agreement, as well as the dissolution of the State
Union of Serbia and Montenegro and the establishment of two independent countries. Furthermore, this year saw
the adoption of the new Constitution of the Republic of Serbia and the announcement of elections for the National
Assembly of the Republic of Serbia. Parliamentary elections were held in January 2007; but the Government was
not established until mid-May.

1.1.4. The Government adopted the PRS paper for Serbia in October 2003. The new Government confirmed its
commitment to the implementation of the PRS in February 2005, when the then Deputy Prime Minister was tasked
to regularly inform the Government on the implementation and coordination of the PRS implementation process in
cooperation with the Deputy Prime Minister’s Poverty Reduction Strategy Implementation Focal Point (hereinafter:
PRS IFP). The same decision and competency of the newly appointed Deputy Prime Minister was ratified by the
newly elected Government in May 2007.

1.1.5. The PRS is complementary with the objectives and efforts within the European Integrations process in the
Republic of Serbia. The Multi-annual Indicative Planning Document of the European Commission 2007-2013
recognizes the PRS implementation process as complementary with the European Integrations process and in
particular focuses on the EU support for the PRS implementation at the local level.

1.1.6. The Second Progress Report on the Implementation of PRS in Serbia refers to the Report on the Progress in
Achievement of Millennium Development Goals in Serbia 2006.

1.1.7. The main objective of the Poverty Reduction Strategy is to reduce poverty in Serbia by half by the year
2010. The main recommendations/strategic directions towards this aim are as follows:

*  Dynamic economic growth and development with an emphasis on job creation within the private sector;

* Preventing the emergence of new poverty as a consequence of economic restructuring and rationalization of
public administration;

» Efficient implementation of existing and development of new programs, measures and activities directly
targeting the poorest and most vulnerable social groups of the population.

1.1.8. The principle of wide participation characteristic of the PRS drafting process has lived through the
implementation process as well. The implementation of the PRS has involved the key actors, and the line ministries
are bearing the highest responsibility as the main implementation partners.

1.2. Principles and Main Indicators of the PRS Implementation Process

1.2.1  The Poverty Reduction Strategy Paper for Serbia is implemented in line with the following principles:

*  Mainstream poverty reduction efforts, i.e. become an integral part of the regular work of the Government (line
ministries, central government institutions and bodies, local self-governments) and its partners according to
their respective mandates and responsibilities.

* Active involvement of all stakeholders in the PRS implementation process, relying on the success of the
consultative process characteristic of the PRS preparation process, emphasizing active involvement of civil

! The First Progress Report on the Implementation of Poverty Reduction Strategy in Serbia was adopted by the Government in
October 2005 and covered the period from the beginning of 2004 until the second half of 2005.
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society organizations, private and public sectors, as well as the representatives of vulnerable groups into
implementation, monitoring and evaluation processes.

* Ensure the consolidation of European Integration and PRS implementation processes as the main pillars of
Republic of Serbia’s overall reform framework, in order to consolidate efforts primarily within public
administration bodies.

* Change the way the Government “does business” by achieving transparency through a well-defined planning
process (including more efficient coordination and prioritization).

e Implementation of the PRS at the local self-government level: through the participation and cooperation of
representatives of local self-governments, the non-government and private sectors and donors as one of the
preconditions for the successful implementation of the PRS at the local self-government level in accordance
with public administration reform and the decentralization process.

* Support partnership building in the PRS implementation with the aim of improving coordination and
information sharing, in order to ensure the synergic effects of activities directed at poverty reduction.

1.2.2  The main success indicators of the PRS implementation process in the previous period have been:

a. PRS indicators have been integrated in: Memorandum on Budget and Economic and Fiscal Policy; plans
and budgets of key line ministries through the development of Annual Operational Plans (GOP Process); National
Investment Plan; Needs of the Republic of Serbia for International Assistance 2007 — 2009; local strategic plans’;
Multi-annual Indicative Plan Document of the European Commission (MIPD 2007-2013); as well as in the key
donor-supported projects (European Commission/European Agency for Reconstruction, United States Agency for
International Development, World Bank, UK Department for International Development, Kingdom of Norway,
and Swedish International Development and Cooperation Agency ).

b. Involvement of key partners and an established network of partners: a wide network of partners in line
ministers; established a mechanism for cooperation between the Government and the NGO sector through the
programme titled Civil Society Focal Points; support has been provided to municipalities in relation to PRS
implementation through developing and implementing local strategic plans; cooperation has been established and
impact with regard to programmes of key international donors; the Corporate Social Responsibility (CSR) concept
has been promoted as a means for involving businesses in the PRS implementation; cooperation has been
established with key Committees in the National Assembly and the PRS Implementation Forum of the National
Assembly has been initiated.

c. The PRS is a widely recognized document’; 75% municipal officials are fully or partially acquainted with
the contents of the PRS*; 5000 partners regularly receive updated information (1-2 times a month) on the PRS
implementation and activities of various partners (line ministries, donors, MPs, journalists, NGO, local self
governments); Newsletters on the PRS implementation which promote activities of all partners are distributed in
180,000 copies every two months; quarterly surveys are conducted on the visibility of the PRS implementation
process’; the Review of Potential Domestic and Foreign Funding Opportunities has been prepared and is updated
on a quarterly basis (review of calls for proposal, programmes).

d. Improvement of the planning, budgeting and reporting processes through: establishing the mechanism
of developing Annual Operational Plans as a basis for planning at the level of six pilot line ministries; planning at
the central Government level and preparation of the outcome-oriented Annual Work Programme of the
Government; initiating the introduction of budget development based on programme classification through clear
linkages between programs and budget allocations in five line ministries; initiating the harmonization of
international assistance programming with the budget calendar; synchronizing the preparation of the Annual Report
on the Work of the Government with the preparation of the Second Progress Report on the PRS Implementation in
Serbia in the data collection stage.

e. Improved monitoring and reporting system: The revision and redefining of PRS indicators, in order to
meet the requirements linked to monitoring of the PRS implementation process, as well as the Millennium

? 87% municipalities have developed a strategic plan — 65% take into account the PRS recommendations

? 29% of Serbian population was aware of the PRS in September 2006, in comparison to 13% of population in September 2005
(Strategic Marketing, September 2005/6).

4 Strategic Marketing, April 2007.
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Development Goals and the social inclusion process. The indicators have been integrated in the annual plans of
ministries as a basis for monitoring the progress with regard to PRS policy implementation. The Government has
adopted the Framework for Monitoring National Millennium Development Goals in Serbia.

1.3. Contents of the Report

1.3.1. The Report represents outcomes of the PRS implementation in the course of 2006, as well as the
statistical poverty indicators and the analysis of budget resources and international assistance.

1.3.2. Outcomes of the PRS implementation achieved by the Government of Serbia are presented through
sector reports which are based on the reports submitted by state institutions, as well as on the reports of various
independent, non-government institutes and organizations. The Report has been organized in such a way as to
follow the structure and recommendations of the PRS document. An overview of economic trends in the previous
period has been provided in the chapters which deal with macroeconomic indicators, fiscal policy and measures
linked to transition towards market economy. The priority PRS areas in the previous period — employment, social
policy, health and education — have been covered in the respective chapters. The report takes into account the
regional, rural and urban poverty aspects, as well as the impact of environment to the quality of living. An analysis
of budget and donor resources is provided in order to assess the scope of resources allocated for the implementation
of measures linked to poverty reduction.

1.3.3. The Report was prepared over a period of six months and included consultations with public
administration representatives, independent experts, representatives of civil society and international partners. A
wider public had the opportunity to comment the first and second drafts of the Report. The preparation and
consultation process included the organization of focus groups, workshops and web-based consultations in order to
provide an opportunity for a wider group of stakeholders to share their views of the achieved progress.

1.3.4. The density of data is not consistent in all the chapters of the Report, due to the lack of availability of
certain data. There was an effort during the preparation of the report to name the key projects implemented by
means of international assistance resources as illustrative examples of joint work of various actors. A lot of good
examples had to be omitted since there is a large number of initiatives and due to the limited space available.
Furthermore, the Report is not written with gender-sensitive language, since official administration and legislation
still do not recognize it.

1.4. Resume of the Report

1.4.1 Macroeconomic Framework and Factors of Sustainable Economic Growth

Macroeconomic stability and medium-term balance are the prerequisites of stable economic development, hence
poverty reduction as well. In the reporting period, the following results within the macroeconomic sector have been
achieved: macroeconomic stability was sustained in 2006, which is in line with the targets of the 1* Pillar of the
PRS.

A relatively solid economic growth reflected in 5.7% GDP growth was achieved in 2006. Inflation rate was
reduced to 6.6% at the annual level at the end of 2006, which represents a significant drop when compared with
17.7% at the end of 2005. The budget was in balance during most part of the year. Towards the end of the year
budget expenditures grew expansively, primarily through spending of privatization proceeds used for National
Investment Plan-related projects and rebalance of the 2006 budget. The current account deficit deepened in 2006
despite the fact that export rates grew higher than import rates.

The year 2006 saw a high level of foreign investments, the largest part being from privatization and additional
capitalization of the banking sector. Net direct foreign investments reached the amount of 4,387 billion USD in
2006. The privatization of the banking sector has almost been finalized, wherefore the reform of this sector enters
the final stage. The significant real and nominal appreciation of the Dinar together with potential fiscal imbalance
could affect the competitiveness of economy rendering imports cheaper and exports more expensive, thus
negatively affecting the balance of the current account in the forthcoming period.

In the medium run, risks lie in insufficient exports growth, insufficient domestic savings, large rise of foreign debts
and a low level of investments compared to GDP.



1.4.2. Fiscal limitations in PRS implementation

The extensive reform of public finances in Serbia commenced at the outset of transition, in the year 2001.
Significant tax reforms have been carried out in the area of revenues, and modern models of income and
expenditure taxation have been introduced. When it comes to expenditures, important legal and operative steps
have been taken towards achieving a transparent fiscal system, aligned with European standards, and towards
rationalizing the public administration. Conditions for further development of a decentralised fiscal system in the
Republic of Serbia have been created as well. The reform of public finances resulted in their consolidation, both on
the level of the republic budget and on the level of the consolidated state sector.

Despite these achievements the public expenditure management system of the Republic of Serbia needs to be
improved by strengthening the link between policies and allocation of budget resources and by introducing the
performance dimension by applying the improved programmatic budget classification across Government.

In the forthcoming period, the greatest fiscal challenges will be: further rationalisation and modernisation of the
public sector and redistribution of public expenditures in favour of economically more efficient expenditures,
which would stimulate stronger dynamic economic growth and development. Since the most important tax reforms
have already been carried out, parameter reforms of tax rates can be expected regarding revenues aimed at
achieving a stimulating and regionally competitive tax system and at sustaining the achieved fiscal stability.

1.4.3. Building Strong Public Institutions

The new Constitution of the Republic of Serbia was ratified in the referendum held in October 2006 and introduced
a number of novelties, primarily in view of regulating the issues of courts, selection of judges, status and authorities
of the High Judicial Council, and territorial regulations, primarily the local government. The adoption of the new
Constitution resulted in the demand for adoption of some new and revision of some of the existing systematic laws
in the following period.

The implementation of the public administration reform and the judiciary reform was continued as key priorities of
the European Partnership 2006. The Law on Civil Servants came into effect in 2006. This law should ensure
employment and promotion of civil servants on the basis of their performance, i.e. it will lead to the creation of a
public administration in which the principles of professionalism and depolitisation are strengthened. The High
Commissioner Council was established, tasked with defining the level of professionalism, knowledge and skills
evaluation in the course of engaging new employees, stipulating the methodology of their testing and criteria for
their appointment, as well as elaboration of the code of conduct for civil servants. A Human Resources Department
was established to perform all tasks related to human resource management and professional development (1,358
civil servants attended different training sessions in the course of 2006). The Anti-corruption Council and the
Government did not meet in 2006 and the Council lacked information whether the Government considered the
Council’s reports.

The Government passed the Draft Law on Anti-corruption Agency in October 2006. The Agency should be an
independent and autonomous body accountable to the National Assembly. This Draft Law was withdrawn from the
parliamentary procedure by the Government Conclusion 05 number: 06-3159/2007-001 dated June 14™ 2007. The
Law envisages closing down of the Republic Board for Resolving on Conflicts of Interest, since its competences
are taken over by the Anti-corruption Agency. The Government, being the founder of the Anti-corruption Council
as a temporary advisory body, is responsible to determine relations between the Council and the Anti-corruption
Agency. The status of the Council is not regulated by the Law since it is an advisory body established by the
Government decision; accordingly its status is defined by the Government decision and not by the law.

The adopted Law on Ombudsman for Citizens establishes the Ombudsman as an independent state institution
tasked to defend citizens’ rights and control the work of the state administration institutions. With a certain delay
the institution of Ombudsman was established on June 29" 2007 (previously defined deadline for the selection of
the Ombudsman was March 2006). The adopted Law on State Audit Institution establishes this independent state
institution accountable to the National Assembly, and the State Audit Institution is expected to perform wide range
of auditing the work of state institutions, local self-governments, political parties, and to a certain degree even
individuals. This institution should have been established by May 2006 at the latest. The Government passed the
Draft Law on Ombudsman for Children.

The National Judiciary Reform Strategy was adopted in May 2006, and was followed by the adoption of the Law
on the Training of Judges, Public Prosecutors, Deputy Public Prosecutors and Judge and Prosecutor Assistants that
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envisages mandatory training for the newly elected judges, judge and prosecutors assistants has been introduced,
which was not the practise so far. The level of the judiciary system efficiency is still not satisfactory in 2006
according to the European Commission’® — above all in conducting and resolving in civil proceedings. The data
related to the Public Prosecutor’s Office are more satisfactory, where in more than half of the cases the time
elapsed from the moment when the criminal charges have been filed until the moment the charges are finally
brought, is not longer than three months. The delay in the establishment of the Administrative Court and the
Appellate Court , introduced in the judiciary system by the Law on organisation of courts, adopted in 2001, had a
negative effect on the efficiency of the court proceedings, in particular of the Supreme Court of Serbia.

In the domain of local self-government the most important event in 2006 was the adoption of the Law on Financing
Local Self-governments and respective decentralization preparatory activities i.e. transfer of competencies in three
important areas: education, primary health care and social welfare protection.

1.4.4. Transition to a Market Economy: Establishing Conditions for Private Sector Development

When comparing the transition process of the Republic of Serbia with relevant countries it becomes obvious that
the Republic of Serbia has been able to catch up with some of the other Balkan countries (Bosnia, Albania,
Montenegro) in the post 2000 period, while candidate countries (Croatia and Macedonia) are well advanced in this
process. The transition process in new EU member states has come significantly further in most areas (the
exceptions are small-scale privatization and price liberalization). The biggest problems represent the areas of
competition policy, financial markets and infrastructure regulation.

According to the official statistics, economic growth expressed through the estimated growth of real GDP
amounted to 5.7% in 2006. This was in accordance with the foundations and the objectives of the Strategy, which
had projected the economic growth rate at 4-5%. However, the growing economy has not resulted in increased
employment opportunities so far, at least for a very wide range of demographic groups. The growth is primarily the
result of the increased productivity fuelled by strong domestic demand and increase in exports. Since 2001, exports
have grown strongly from a low base and increased its share in GDP. However, exports remain low relative to GDP
and their growth reflects activity only in a few sectors. Problems with competitiveness are preventing a much
broader use of potential. Furthermore weakening the competitive advantages, total labour costs are high in the
Republic of Serbia, according to the International Monetary Fund, seen in the regional context.

Foreign direct investment reached the record influx of over four billion EUR in 2006, but there was still insufficient
Greenfield investment as the strong driving force of economy, employment and small and medium enterprises
(SME) development. In 2006, a total of 337 companies were privatised with 58,811 employees, which represents a
slight drop in comparison with the previous year, when 342 companies employing 63,619 people were privatised.
Four public utility companies were privatised. In spite of being recognized as one of the priorities in the previous
report there was no positive progress in restructuring and privatization of socially-owned companies.

The trend of SMEE sector taking over a part of the lost employment with predominantly large enterprises
continued, but there will be no considerable increase of employment rate before the restructuring and privatization
process of socially and state owned enterprises is finalized. This can be seen from the comparative analysis of the
performance ratio of private enterprises to the rest of the economy (according to the Republic Statistical Office
data, the private enterprise sector reached 61% of the GDP in 2005, having gone up from 38% in 2004 as a result of
the privatization process). The structure of the economy has been changing rapidly, with the services sector
reaching almost 63% of GDP in 2006, with strongest growths in trade, transportation and telecommunications and
financial intermediation.

The 2006 the World Bank’s Doing Business Report shows a considerable increase in the Republic of Serbia’s
international trade and borrowing, while the employment rate and business start-ups dropped in comparison with
the previous period. According to the European Bank for Reconstruction and Development, Serbia made progress
during 2006 in the auctioning and privatization of state and socially owned companies as well as in competitiveness
developing policies. Corruption still represents a serious problem and is largely the result of weak protection of
ownership rights.

Two important strategic documents were adopted during 2006: the Strategy for Encouraging and Developing
Foreign Investment and The 2006-2012 Serbian Economic Development Strategy.

® The European Commission Annual Report for 2006 on the Progress of Serbia in the Process of Stabilisation and Association
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When relating to the legislative changes, the new Constitution created legal possibility for private ownership of
urban building land, which was not the case before; the institution of debt write-offs has been introduced
(Amendments to the Privatization Law and the Bankruptcy Law); a number of laws concerning creating conditions
for economic growth and improved business climate were passed; with the establishment of the Commission for
Protection of Competition the Republic of Serbia started meeting the criteria of the European Commission
regarding competition protection.

1.4.5. Increased Employment Opportunities

According to the basic employment indicators Serbia is at the very bottom of the European scale. In 2006 there was
a 21.6%’ unemployment rate, which represents a slight drop by 0.2% in comparison to 2005. Only 27.2% of the
total population (2,028,854 people®) or 53.5% of the active labour force is employed, which is 2% lower than last
year. The administratively recorded total unemployment rate’ continues to rise (28, 05%), which is approximately
3.2% higher than at the end of 2005.

The structure of the unemployed continues to be unfavourable - it is characterized by long-term unemployment
which has deepened in recent years; the dominant share being the young population and women, especially among
the unemployed (with secondary school education), the unemployment rate of vulnerable groups (Roma, refugees
and IDP, disabled) is twice that of other population groups, and additional problem represents big regional
differences at the labour market.

Structure of unemployed persons, 2004 -2006"

% Unemployment Long-term Share of young Unemployed Unemployed
rate unemployment (15-29) in total females males
(over 1 year) unemployment
2004 19.5 76.6 434 24.1 15.9
2005 21.8 77.8 40.9 274 17.6
2006 21.6 80.6 39.0 25.5 18.6

One of the major causes of the large growth of the unemployment rates were the layoffs of surplus employees in
the process of privatization and restructuring of state and socially-owned companies, which can be expected in the
next period as well.

In order to create new employment opportunities, considerable support was provided to the development of the
private sector and creation of new jobs through: various credit lines for small and medium enterprises (Republic
Development Fund, “Start-up” programme for beginners, micro credits for employment, credits for support of
women entrepreneurship), establishment of business incubators, financial support and counselling services to future
entrepreneurs by organizing seminars, providing consultancy services, organizing business stock exchanges,
supporting their participation at the Fair of Entrepreneurship etc. However, although there are positive economic
results and a notable increase in employment rate in the private sector, the growth of the private sector is not yet
strong enough to create a sufficient number of employment opportunities in order for the influx of redundant
workers to be absorbed, and at the same time to influence the decrease of the unemployment rate.

The active labour market policy measures contributed to the development of a more efficient labour market due to
the effects of newly introduced measures. In 2006, the measures covered approximately 80% of the total number of
unemployed people registered at the National Employment Service (NES), while approximately 40% more people
found new employment than in 2005, in spite of the fact that the investments in active measures in 2006 were
reduced to 0.3% of the total budget expenditure from 0.33% in 2005.

In order to align the education system with the economic needs, additional training programmes are implemented
which are focused on the needs of a particular employer. The functional primary education of adults requires more
flexible forms of a retraining system as well as consultations with employers in order to increase the number of
people included in the system. The NES reform continued, and basic principles of the new organization were
defined. A model and indicator for monitoring the effects, and the effectiveness of the NES operation were
developed, which also envisions monitoring consumer satisfaction with the services.

7 The rate of unemployment among the group aged 15-64 is comparable to the EU rate. According to LFS, the rate of
unemployment of the total population is 20.9%
¥ Annual average, except for individual farmers
® According to the National Employment Service (NES) methodology
12 Source: RSO, Labor Force Survey
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In 2006, the Government of Serbia adopted the Amendments to the Law on Income Tax and the Amendments to the
Law on Mandatory Social Insurance Contributions, in order to correct structural anomalies which were caused by
the regressive income taxing, and the most important result of new tax regulations is removing the regressive tax
for 98% of the employed. These changes in legislation provide strong incentives for employers to employ young
workers (less than 30 years of age) and people over 45 and women over 50 years of age.

Improved employment opportunities for vulnerable groups resulted in 208 people with disabilities employed, 90
unemployed Roma received self-employment subsidies, solutions were found for 1613 employees before they were
made redundant and 13 transition centres were opened. A public works program was introduced, and a total of
1.500 people registered with NES were engaged on public works.

1.4.6. More Efficient Social Protection and Better Status of Pensioners and the Elderly

The previous period was marked by the implementation of the Strategy of Social Welfare Development. Strategies
aiming at vulnerable target groups were adopted as well: the National Ageing Strategy, the Strategy of
Improvement of the Status of people with Disabilities and the Strategy for Combating Trafficking in Human
Beings. Also, the National Strategy against Violence, the Strategy for Birth Promotion, the National Plan of
Activities for Improvement of the Status of Women and the Promotion of Gender Equality (2007-2010) have been
developed.

The institutional framework for the improvement of professional work and the quality of services in social
protection was set up by establishing and operationalising the Republic Institute for Social Welfare and the Institute
for Social Welfare of AP Vojvodina.

Some of the important elements of reform, such as building of the control mechanisms, defining standards, as well
as regulating the issue of licensing and accreditation in social protection, have not become systematically regulated
yet and remain challenges in the forthcoming period.

Preparatory activities have been undertaken and the financing of the projects from National Investment Plan (NIP)
funds has started. Realisation of projects which support local self-government units in developing the social
protection services has started. The support is aimed at helping in local level social policy planning (drawing up
strategic plans), creation of plans, establishing implementation bodies which will be in charge of development and
realisation of social protection strategy and monitoring its implementation. Up until now, only 14 municipalities
have adopted strategic documents pertaining to the social protection area.

Criteria for exercising the right on Family Financial Support (MOP) relatively well target the poor, but coverage
with this type of assistance is relatively limited, as 73% of the poorest are not entitled to MOP. It is necessary to
redefine the amount of MOP in the year 2007, in order to make it sufficient for satisfying the basic essentials.

In 2006, work on de-institutionalization and transformation of residential institutions has continued, which has been
significantly contributed by development of family residence. From 2005, children accommodated in foster
families outnumbered the institutionalised children and amounted to 3,196 children. In 2005 and 2006, around 460
children left social protection institutions, in order to be accommodated in foster families and returned to biological
families, or to become self-sustainable for life in the community. However, the problem of insufficient
accommodation in foster families of children below the age of three and children with developmental problems still
exists. A high percentage of Roma children and youth accommodated in social care institutions (30%) causes worry
and calls for the development of special measures of support to families from this target group.

Obvious progress has been made in improving the status of disabled people (financing of supported independent
living projects, daily activities in a protected environment, etc, from the Ministry of Labour, Employment and
Social Policy, as well as from the Social Innovations Fund), but a systemically regulated support service directed at
the inclusion of the disabled is still lacking (thus far, support services such as personal assistance and housing in a
supportive environment have been ensured only in the form of pilot projects). The Law on Prevention of the
Discrimination of the People with Disability.

The year 2006 was marked by an increased number of registered cases of family violence, for which social
protection does not yet have adequate professional capacities and modalities of temporary accommodation of the
victims of family violence. When the victims are women living in poverty, without free legal representation and
material assistance to cover the costs of court procedures (amounting to RSD 40,000 on the average) and without
fast (efficient) procedures, there is no effect in their protection.

Only 9% of the elderly aged 70 or more use some of the rights/services/programmes of the out-of-institution
support programme, because the existing capacities for providing for this type of service are still insufficient. They
12



are used to a greater extent by chronically ill elderly people and by interviewees with higher incomes. Services of
out-of-institution protection of the elderly, financed/co-financed by local self-government units are provided in 58
municipalities in the Republic of Serbia.

The process of consolidation and integration of three funds for pension and disability insurance is under way. The
Law provides for the administrative consolidation to be completed by 1 January 2008 and financial consolidation is
to be completed by 1 January 2011. Amendments to legal regulations which came into force on 1 January 2006
introduced mandatory financing of the difference between the lowest pension and the pension calculated in
accordance with general regulations (provided it is lower than the lowest pension) from the budget of the Republic
of Serbia. Application of amended regulations resulted in a reduced share of direct subsidies from the budget
(which are being used for covering scarce funds for the payment of Republic Fund for Pension and Invalid
Insurance for Farmers) from 58% of total fund revenues in year 2005 to around 24% in year 2006, while the share
of direct subsidies in the total expenditure of the Republic Fund for Pension and Invalid Insurance for Employees
amounted to 36% in 2006.Republic. The payment of the public debt to beneficiaries of pensions from the Republic
Fund for Pension and Invalid Insurance for Farmers started in November 2006. The debt is being paid in four equal
annual instalments and shall be completed in 2010, including an 8.5% annual interest rate. The payment of public
debt to beneficiaries of pensions from the Republic Fund for Pension and Invalid Insurance for Employees started
in December 2005, with the same annual interest rate. Payment of the last, sixth instalment of the public debt was
envisaged for February 2008.

1.4.7. Health Care towards Poverty Reduction

Many citizens’ health status indicators show positive trends in comparison to the ‘90s but life expectancy at birth,
as one of the basic indicators of citizens’ health, is unfortunately still considerably lagging behind the European
Union average. In addition to that, some unacceptable differences can be observed between health indicators of
particularly vulnerable groups and general population.

In late 2005 a set of system laws was adopted: the Law on Health Protection, the Law on Health Insurance, the Law
on Chambers of Medical Workers. In early 2006, a number of bylaws were passed relating to the healthcare
institution network plan, detailed conditions for performing medical services in healthcare institutions and other
forms of healthcare, and internal organization of healthcare institutions, etc.

Towards the end of 2006, the manner and the procedure of exercising rights pertaining to health insurance were
defined as well as the content and the scope of the right to health care. Partial rationalization of the number of
employees in the health sector contributed to a better efficiency of health care service delivery, and the work on the
Strategy for the Development of Human Resources in Healthcare continued together with the activities concerning
development and implementation of guides to good clinical practice, development of the quality control system and
the pilot project on accreditation that started in hospitals. New models of financing of primary and secondary
health care using models of capitation and diagnostically similar groups, were worked out in detail, but their
application, even though recognized as a priority in the previous period, is still applied as a pilot project and
remain a challenge for the near future.

A number of strategic documents were adopted: the Development Strategy for Youth Health in the Republic of
Serbia, the Strategy for Controlling Tobacco, the Strategy for Improving Mental Health and the Strategy for the
Improvement of the Position of people with Disabilities in the Republic of Serbia. Development of local plans of
actions according to the needs of the local communities and establishment of implementing coalitions would
contribute to more efficient implementation of national strategies at the local level.

The RIHI investments in primary health care were reduced, but it should be noted that the budgetary funds
earmarked by the Ministry of Health for primary health care went up from 15% to 36% in the same period. This
reduction in the RIHI investments in primary health care were achieved due to the rationalization of medicaments
used at the primary health care level, rationalization in use of diagnostic, specialised-consultative and other
services as well as reduced number of health and non-health workers engaged.

First preventive medical centres for early diagnostics of diseases by way of carrying out integrated activities of
primary health protection. Accessibility of healthcare services, especially among the poorest stratum of the
population, is limited due to the considerable payments required from the beneficiary. Serbia is one of the countries
where “paying out of the pocket” comprises the largest part of private health costs (85%), and the share of health
costs in the total household final consumption expenditures registered an upward trend. For the first time a set of
National Health Accounts (NHA) was produced with a view to enable the monitoring of health care costs for the
vulnerable and the poorest groups of population.
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The ratio of the poorest to the general population is much higher when it comes to not using medical services
because they have to be paid for. The Law on Health Insurance from 2005 recognises different categories of people
whose mandatory health insurance is paid from the budget of the Republic of Serbia: population groups that are at
higher risk of contracting diseases, individuals that require treatment aiming at preventing, eradicating early
diagnostics and treatment of diseases of higher socio-medical importance, as well as individuals within the socially
vulnerable population groups (for the first time the Republic of Serbia is obliged to pay mandatory health insurance
for these categories of beneficiaries providing them status of the health insurance beneficiary and rendering them
equal rights and obligations as other health insurance beneficiaries in the Republic of Serbia have) . However funds
allocated for this category of beneficiaries are not sufficient''. In spite of the fact that the legislation acknowledges
the needs of vulnerable groups, part of the population still does not exercise the rights that are guaranteed by law,
and a specific problem represents the inclusion in the health care system of people without residence. Important
improvement can be seen in allocation of budget funds earmarked for the realization of programmes aiming at
improvement of health status of vulnerable groups. Programmes targeting the Roma population are realized in
cooperation with nongovernmental organizations.

On the other hand, the number of people who buy medications in pharmacies has dropped, and the number of those
obtaining medications on prescription went up.

The National Investment Plan provided 311 million EUR, which was earmarked for investments in infrastructure
and procurement of equipment in the health sector, and part of the funds were earmarked for refurbishment of
medical centres in Serbia.

The new Law on Financing Local Self-Governments that came into force on January 1%, 2007 stipulates
competencies of the local self-government in providing primary health care, which should in addition to additional
sources of financing, contribute to the more even distribution of funds across various levels of health protection.
The corruption index in the area of health care services has slightly dropped in comparison to 2005, but it is still
very high (3.9 out of 5).

1.4.8. Education and Poverty Reduction

Despite the fact that the number of illiterate people halved in between censuses, thus being reduced to 3.4%, and
that there is a trend of a significant decrease in the number of illiterate youth aged 15-24, overall, the educational
structure of the population is still inadequate. The educational level of women from rural areas and the Roma
population is especially inadequate.

The Preparatory Preschool Programme (PPP) has been introduced for the first time into the Republic of Serbia
education system as mandatory and a free-of-charge programme for all children in the year preceding entry into
primary school. The programme covers around 78,000 children, but, unfortunately, no data is available on the
participation of children from vulnerable groups. The coverage of children with total preschool education is still
low and it will represent a formidable challenge in the forthcoming period. Only 14.4% of rural children, 7.0% of
the poorest and 3.9% of children from Roma settlements, aged three to five, have been covered. The network of
preschool institutions is unequally distributed on the territory of Serbia and it is inadequate for the needs of the
country.

Despite the legally provided, mandatory, universal and free-of-charge primary education, 5% of children do not
enrol elementary schools at an adequate age. Only 66% of the Roma children enrols elementary schools at an
adequate age and it is estimated that only 30% of them completes the primary education. The dropout rate is high
for other vulnerable groups as well, therefore it is necessary to develop mechanisms preventing dropout of children
from schools and providing for their return into the regular schooling system.

The secondary school coverage of the young population aged 15-18 amounts to 76%-86%. The coverage of
children from vulnerable groups, especially from the poorest population and those living in Roma settlements, is
significantly lower.

The Strategy of Development of Secondary Vocational Education in the Republic of Serbia and Strategy of
Development of Adult Education in the Republic of Serbia, adopted in the end of 2006, have a special importance
for the Poverty Reduction Strategy, as they create conditions for productive employment. The introduction of new

" There was 1.129.999 beneficiaries registered in 2007 within the above mentioned category which required the total of
17.588.503 dinars for their health insurance from the Budget of the Republic of Serbia. However the Budget Law for 2007
earmarked only the amount of 3.100.000 dnars for this purposes..
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educational profiles into secondary vocational schools is being continued. The possibility of accreditation of
schools for implementing adult education programmes has been given, and five regional centres for continual
education have been established. The informal education system is still insufficiently recognised, utilised and
linked with the formal education system.

After adoption of the new Law on University Education, in the end of 2005, the implementation of the Bologna
process has continued.

The National Education Council and the National University Education Council have been established and started
to work.

Working documents, which are by their nature instruments for quality insurance in education, have been adopted at
all educational levels, such as: instruments for self-evaluation and external evaluation, standards of pupils' results at
the end of the primary school, standards for accreditation of faculties.

Progress has been made in developing the system of educational statistics and tools for monitoring the
implementation of strategic documents. Preparations are being finalized for the introduction of Information System
in the educational system of Serbia, implementation of which will provide for increase in the efficiency and
effectively of the educational system, the DevInfo system has been upgraded, national indicators for monitoring the
realisation of Millennium Development Goals (MDGs) have been defined and indicators for PRS implementation
monitoring have been revised. Established systems should be supplemented by data on vulnerable children groups,
which are not available at the moment (Roma children, children with developmental problems, displaced children
and children of readmission returnees).

The professional advancement of teaching stuff for work with children from vulnerable groups has continued.
Funds from the National Investment Plan have been earmarked for IT equipment and Internet connections, for
professional advancement of teachers and for improvement of conditions in schools.

There is a discrepancy between the existing network of educational institutions and demographic, socio-economic
and educational needs of the population, therefore its optimisation along with safeguarding the rights of all
segments of the population to quality education is still ahead of us.

The upward trend of budget resources allocated for education did not go at an expected pace, and in 2006, the
share of education in GDP amounted to 3.5%, so scarce financing of education remains one of the main
impediments to development of the sector.

1.4.9. Regional, Rural and Urban Aspects of Poverty

Article 94 of the new Constitution expresses commitment of the state to “take care of regional development.” The
Government has adopted the National Strategy of Economic Development of Serbia for the period 2006-2012,
which contains basic guidelines of the regional development of the Republic of Serbia’s, and afterwards the
Strategy of the Regional Development of Serbia for the period 2007-2012. The recommendations are aimed at the
removal of regional disproportions which are now 1:7 at the district level and 1:17 at the municipal level. The
population of rural areas is 2.5 times poorer than the city population and it is in a much worse situation regarding
physical and social infrastructure.

Key resources of regional policy in the Republic of Serbia are the Serbian Development Fund, allocated to local
self-governments pursuant to the Law on Financing Local Self-Governments, incentive funds distributed by the
Ministry of Agriculture, Forestry and Water Management and, as of 2006, the National Investment Plan.

Incentive funds from the Serbian Development Fund are granted under more favourable conditions in undeveloped
municipalities in which the national income amounts to 50% of the Republic average, and the most favourable
conditions are given to municipalities in which the national income is below 1/3 of the Republic average.

Fiscal decentralisation is one of the possible solutions for the problem of undeveloped municipalities. The Law on
Financing Local Self-Government envisages RSD 29.7 billion, to be transferred to cities and municipalities in
2007. The Law prescribes stabilisation of the transfer scope by connecting to percentage of GDP, thus providing
for predictability in the forthcoming several years, as well as the more equal income disbursement. This Law
authorizes local self-government units to establish the tax rate and collect the property tax.

One of the necessary steps to be undertaken by municipalities is the drawing up of local development strategies.
Results of mapping existing local strategies and bodies for their implementation in all municipalities in the territory
of he Republic of Serbia have shown that 140 municipalities have developed strategic plans, while 27 have not yet
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started this process. The total number of strategic or action plans which have been developed or are being
developed by municipalities is 396, out of which 157 have been adopted.

Two important laws in the domain of rural development were adopted - the Law on Farmland and the Law on
Organic Production, while the Agriculture Law and the Law on Plant Health are being drafted and they should be
adopted by the end of the year. Adoption of the new Agriculture Development Strategy of Serbia marked transition
from the price support to credit support, investment support, subsidizing input and rural development. Income
support measure for non-commercial farms was adopted in 2006. Its objective was to reduce the discrepancies
between farmers who can be competitive and contribute to their own income and those who, due to their old age or
because they live in areas that are less suitable for farming cannot significantly produce for the market. In 2006,
marginal or less favourable areas were defined and beneficiaries from these areas were given the opportunity to
have a higher share of grants when using funds through the measures for rural development, which increased the
investment in these areas. The amounts of grants are increasing every year and they reached 2.6 billion RSD in the
year 2006. In addition to the funds of the Republic, AP Vojvodina and many other local self-government units have
formed their own agrarian budgets.

The National Investment Plan identifies 17 key sectors and nearly all of them are also covered by the Poverty
Reduction Strategy. Out of 1.6 billion EUR, envisaged for spending on projects in 2006 and 2007, 824 million
EUR can be identified per municipality.

Housing is an acute problem for many citizens of the Republic of Serbia, especially for socially vulnerable
population groups. The 2005 Housing Sector Study has depicted the situation of housing sector in the Republic of
Serbia and represents a necessary basis for future housing policy. Adoption of the Law on Social Housing will
represent the first step towards the systemic regulation of this area.

1.4.10. Environmental Aspects of Poverty Reduction

The largest number of laws pertaining to the environment has still not been harmonized with EU regulations and
the implementation of the adopted regulations is inefficient, this being the result of insufficient and inadequate
institutional capacities. The level of investments in the environment is low (0.3% of the GDP in 2004 and 2005,
while the projections for 2006-2009 are 0.4% of the GDP), while financing from the industry and private sector is
insufficient. The system of economic instruments is still insufficiently developed and does not provide a sufficient
enough stimulation for the reduction of pollution.

The new legal framework for environmental protection, which is in harmony with the EU Directives, was
established in 2004 with the adoption of the Law on Environmental Protection, the Law on Strategic Environmental
Impact Assessment, the Law on Environmental Impact Assessment and the Law on Integrated Environmental
Pollution Prevention and Control. The proposed National Program for Environmental Protection is undergoing the
adoption procedure in the National Assembly. Its realization will be carried out according to action plans, whose
drawing up is under way. The National Strategy for Sustainable Development is being drawn up and is expected to
be completed by autumn 2007. Also in process is the drafting of the National Strategy for the Sustainable Use of
Resources and Goods and the National Strategy for the Introduction of Cleaner Production.

The Environmental Protection Fund and Environmental Protection Agency have been established within the
Ministry for Environmental Protection and have started working. Funds for financing programs and projects of
importance for APV have been established at the level of Executive Council of AP Vojvodina. They also include
projects in the area of environmental protection.

Access to the water supply and sewage infrastructure is still insufficient for the general population, especially for
vulnerable groups, which causes health problems, especially in poor city districts, often located near poorly
maintained waste dumps. Around 30% of the drinking water supply in the territory of the Republic of Serbia does
not satisfy the quality standards (67% in Vojvodina), while 76% of the Belgrade population and only 15% of rural
population has a connection to the public sewage system.

The sewage systems have been inadequately maintained over a longer period of time, without adequate
investments. Out of the total amount of sewage waste water, only 5.3% is released to the recipients following
adequate purification. The largest cities in the country — Belgrade, Novi Sad and Nis, do not have a plant for the
purification of utility waste waters. In 2006, systems for the collection, transport and purification of waste water
were built and they form parts of regional systems. Collectors and waste water purification devices were
constructed in 20 municipalities.

16



In 38 municipalities, inhabited by 16.5 of the Serbia's population, waste dumps are located at 500m or less from
settlements. There is also a large number of illegal waste dumps, which are not being controlled. The National
Waste Management Strategy envisages the closing down or re-cultivation of the existing waste dumps and the
construction of 29 regional (for a number of municipalities) sanitary waste dumps, with recycling centres and
transfer stations. Only around 60% of generated communal waste is collected in an organized manner, only in
urban environments. In 2006, the Environmental Protection Fund co-financed the drawing up of projects for the
rehabilitation of waste dumps in 22 municipalities, as well as the performing of works in seven municipalities. The
Fund also co-financed the drawing up of projects for regional waste dumps and participated in the financing of
three projects for the construction of regional sanitary waste dumps for a number of municipalities.
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2. POVERTY STATISTICS

2.1. Poverty Measuring

2.1.1. A detailed poverty profile represents a key data source for developing strategic measures directed at
reducing specific poverty phenomena and facilitates the social inclusion of the most vulnerable groups.

2.1.2. The Republic Statistical Office (RSO) has taken over the formal responsibility for monitoring poverty
statistics, and the new role of the RSO in the domain of poverty statistics is regulated in the Draft Law on Official
Statistics.

2.1.3. There have been two stages linked to poverty measurement activities in the Republic of Serbia. The
first stage was characterized by two consecutive Surveys on the Living Standard of the Population (SLSP)
conducted in 2002 and 2003 at the request of the Government and with professional assistance provided by the
World Bank. The Poverty Reduction Strategy was drafted in the period 2002/2003 based on the key poverty-related
findings obtained from the SLSP.

2.1.4. In order to collect a set of data fully comparable with the 2002/02 data, an agreement has been reached
between the Government and international partners that the Republic Statistical Office conduct the Survey on the
Living Standard of the Population in 2007. The data were collected in May and June 2007. The first results are
expected towards the end of 2007 and shall constitute a foundation for assessing the impact of PRS and revision of
PRS measures and activities.

2.1.5. The second stage was initiated with the adoption of a strategic decision in 2004 to base poverty
statistics on the data obtained from the Household Budget Survey (HBS) which is regularly conducted by the
Republic Statistical Office. The decision ensures full national ownership and indispensable long-term continuity in
monitoring the poverty data.

2.1.6. Poverty in the Republic of Serbia was analyzed in 2006 based on the household consumption. It is
widely accepted in countries undergoing transition that consumption is a best indicator of living standards'®. The
analysis represented in the report represents results of the work of the Poverty Measurement Working Group
established by the Republic Statistical Office.

2.2. Poverty in 2006 based on Household Budget Survey

In 2006, 8.8% of the population in the Republic of Serbia was categorized as poor, in view of the fact that their
consumption per consumer unit was, on the average, below the poverty line which amounted to 6,221 Dinars a
month per consumer unit. The poverty depth was 2.1%, which indicates that if the state were to mobilize funds to
the amount of 914.5 million CSD on a monthly basis (2.1% of the poverty line for each person, either poor or not)
and direct them towards the poor, poverty would be eliminated, provided that assistance to the poor is impeccably

' In the first place, in conditions of widespread grey economy, income is often understated and households are not willing to
reveal their “illegal” income sources. It is similar with some other revenues, such as remittances from abroad which are rarely
reported as an income source. Furthermore, consumption represents a more effective indicator, since expenditures tend to be
more stable over a period of time in comparison to revenues, primarily due to irregularity of salary payments. Finally, one of
the main reasons for represents a significant share of own agricultural food production of a number of households which may
not be expressed through financial revenues.

Household consumption is defined as a sum of food expenditures and other current expenditures which include purchased
products, own production and presents. Imputation of the value of services by using durable consumer goods, as well as the imputation
of rent for flat or house owners was left out from the analysis due to deficiency of necessary data in HBS for their calculation.

Thus defined consumption was deflationed by regional indexes of food prices which were obtained from HBS.

Since the consumption data was collected at the household level in order to determine the level of the welfare of the
population, the total household consumption has to be distributed between household members on the basis of certain criteria
in ordert o obtain units of equal consumption and/or consumer units. The report relies on the modified OECD scale according
to which an adult household member represents a consumer unit, another adult 0.7, and children up to 13 years of age have a
ponder of 0.5 (represent half a consumer unit).
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targeted. The population of other regions in comparison to urban regions is considerably poorer. The region with the
largest share of the poor is central Serbia>. Most vulnerable are households with six or more members, children up to 18
years of age, the elderly (65 and over), households whose primary wage earner is the woman and where the primary wage
earner has finished only primary school or has not graduated primary school.

Main Poverty Indicators in 2006

2.2.1. Poor is considered every person in the Republic of Serbia whose income is below poverty line amounting to
CSD 6,221 a month per consumer unit (existential minimum required for satisfying the minimum living needs)"*.

222, In 2006, 8.8% of the population of Serbia was categorized as poor (Table 1), in view of the fact that their
spending per consumer unit was on average below the poverty line which amounted to CSD 6,221 a month per consumer
unitl5.

2.2.3. The poverty depth was 2.1%, which indicates that if the state were to mobilize funds in the amount 2.1% of the
poverty line for each person, either poor or not, and direct them towards the poor, poverty would be eliminated, provided
that assistance to the poor is impeccably targeted.

224, Poverty severity, an indicator taking into account the fact that a number of the poor population have fallen
deeper into poverty and/or further below the poverty line than others, accounted for 0.8%.

2.2.5. It can be concluded on the basis of this data that the poverty depth and intensity are not high, which is in
accordance with the relatively low inequality in Serbia.

Table 2.2.5. Poverty indicators in the Republic of Serbia in 2006 (%)16
(standard errors are presented in brackets)

Poverty line = 6221 dinars a month per spending unit
Index Gap Intensity
(RO) R1) R2)
Urban areas 2.3 1.3 0.5
(0.66) (0.27) (0.16)
Other areas 133 3.1 1.2
(1.15) (0.39) (0.22)
Total 8.8 2.1 0.8
(0.63) (0.23) (0.13)
Poverty by Regions
2.2.6. The population of other regions is significantly poorer in comparison to the population of urban regions'’. The

poverty index of other regions was almost two and a half times higher than the poverty indexes of the urban population
(13.3% to 5.3% respectively), and was around 50% higher in comparison to the average of national average.

2.2.7. Poverty depth and severity of other regions was also statistically higher in comparison to urban regions.

2.2.8. The region with the largest share of the poor is central Serbia (Table 3). The poverty risk in this region is 21.6%
larger than the average poverty risk of Serbia’s population] 8. Within this region, a considerable difference in the poverty
of urban and other areas is noticeable.

" Due to the fact that there is no official legal regional division for the purpose of this Report we use territorial division of the
Republic of Serbia into Authonomous province of Vojvodina, Belgrade and Central Serbia (comprising Serbia without
Authonomous provinces and Belgrade). There are mainly no data available for Kosovo and Metohija.
" Detailed overview of calculating the poverty line is given in Appendix 1.
'3 If the standard poverty index error is taken into account, the real poverty index ranges between 7.5% and 10.1% (with a 95%
statistical certainty).
' The source of data provided in all the tables in the chapter is the Household Budget Survey 2006.
17 According to the RSO, all settlements are divided into urban and other settlements (which are not urban, whose centre of the
settlement is not built according to the urban plan)
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2.29. The situation is similar in the Autonomous Province of Vojvodina whose poverty index is somewhat below the
national average.

2.2.10.  Other areas of central Serbia and AP Vojvodina are exposed to a high risk of poverty compared to the average
for the entire population (60.9% and 53.9% respectively), while the populations of urban areas in both regions are in a
much more favourable position since their poverty risk is below the national average.

Table 2.2.10. Poverty indicators by regions in the Republic of Serbia in 2006 (%)

Percentage of Relative UG O] Structure of
the poor overty risk ezl the poor
P P y population P
Belgrade 4.3 -51.2 214 10.5
Urban areas 3.8 -56.6 17.2 7.5
Other areas 6.3 -28.9 4.2 3.0
AP of Vojvodina 8.7 -0.9 26.7 26.5
Urban areas 4.9 -44.2 14.9 8.3
Other areas 13.6 53.9 11.8 18.2
Central Serbia 10.7 21.6 51.9 63.0
Urban areas 6.6 -24.8 23. 8 17.9
Other areas 14.2 60.9 28.1 45.1
Total 8.8 - 100.0 100.0

2.2.11.  The population of other areas of central Serbia, which was the most vulnerable, accounted for 28.1% of the
total population and for almost half of the overall number of the poor (45.1%).

2.2.12.  The population of urban areas in Belgrade, Vojvodina and central Serbia were in the most favourable position,
since their poverty risk was much lower than the national average.

Poverty by Type of Household

2.2.13.  When poverty is observed according to the size of the household, it can be noticed that poverty does not
increase with an increase in the number of household members (Table 3), save in the case of households with six or more
members which are the most vulnerable (poverty risk of 96%).

Table 2.2.13. Poverty indicators according to the type of household in the Republic of Serbia in 2006 (%)

Percentage Relative SLCELE0 Structure of
of the poor | poverty risk overal.l the poor
population
One member 8.6 -2.5 5.7 5.5
Two members 8.7 -1.8 14.8 14.5
Three members 5.2 -41.6 17.4 10.1
Four members 5.7 -35.8 27.1 17.4
Five members 8.3 -6.1 15.9 14.9
Six members and more 17.3 96.0 19.1 37.6
Total 8.8 - 100.0 100.0

'8 The relative poverty risk is the ratio between the poverty index for various groups and the poverty index for the entire
population, expressed in percentage points. When the poverty risk for various groups of the population is examined, it is

possible to learn which groups of the population are the most vulnerable.
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Poverty by Age

2.2.14.  When observed according to age, the percentage of the poor is largest among children up to the age of 18 (some
12%). Their poverty risk was by almost a third higher than the national average (Table 4). They accounted for 23.7% of
the total population and for almost a third of the total number of the poor.

Table 2.2.14. Poverty indicators according to age in the Republic of Serbia in 2006 (%)

Percentage of Relative UG 0! Structure of
the poor poverty risk overal.l the poor
population
Age
Children up to the
age of 13 11.6 314 16.8 22.7
Children 14 — 18 11.7 32.5 6.9 9.1
Adults 19 —24 7.2 -18.1 9.2 7.9
Adults 25 — 45 8.4 -5.2 28.3 28.1
Adults 46 — 64 7.0 -21.0 24.7 18.9
Aged 65 and more 10.0 13.4 14.1 13.3
Total 8.8 - 100.0 100.0
Children/adults
Children 11.6 31.7 23.8 31.8
Adults 8.2 -7.5 76.2 68.2
Total 8.8 - 100.0 100.0

2.2.15.  The following category with an above average poverty risk are the elderly (65 years of age and over). Namely,
10.0% of the elderly (65+) lived below the poverty line of 6,221 dinars by consumer unit, so that their relative poverty risk
was by 13.4% larger than the national average.

Poverty by Gender and Marital Status of the Head of the Household

2.2.16.  Households with the woman as the head of the household were somewhat more vulnerable than other
households (Table 5), since their relative poverty risk was slightly higher than the average (9.3%).

Table 2.2.16. Poverty indicators according to gender and marital status of the head of the household
in the Republic of Serbia in 2006 (%)

Percentage

Relative

Structure of

Structure of

of the poor poverty risk pO(;,lfll;l ililon the poor

Gender

Male 8.6 -2.4 79.5 77.6

Female 9.6 9.3 20.5 22.4
Marital status

Single 8.8 -0.8 3.0 3.0

Married 8.7 -1.1 76.1 75.2

Divorced 9.9 12.4 4.4 4.9

Widowed 9.0 2.0 16.5 16.9
Total 8.8 - 100.0 100.0

2.2.17.

The households whose head is divorced are under a somewhat higher poverty risk than the average (12.4%),
but their share in the overall structure of the poor population is relatively small (4.9%).
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Poverty by Education of the Head of the Household

2.2.18.  Households whose head have not finished primary school are under higher poverty risk (Table 5). The
households whose heads have finished primary school are also under a high poverty risk, 55.5%. These two groups
account for 66% of the overall poor population.

Table 2.2.18. Poverty indicators according to the education level of the head of the household in Serbia in 2006 (%)

Percentage Relative S CLE Structure of
of the poor | poverty risk overal.l the poor
population
Unfinished primary school 21.0 138.1 16.6 39.5
Primary school 13.7 55.5 17.0 26.5
Secondary school 5.5 -38.0 51.3 31.8
Two-year post secondary school 0.6 -93.3 7.0 0.5
University education 1.8 -79.1 8.1 1.7
Total 8.8 - 100.0 100.0
2.2.19.  Only 0.6% of the households where the head has finished post-secondary school education, i.e. 1.8% of the

households whose head had university education, were poor.

Poverty by Socio-Economic Status of the Head of the Household

2.220.  The percentage of the poor according to the socio-economic status of the household head considerably differs,
as seen in Table 7. The largest percentage of the poor was registered among households whose head was inactive, but was
not a pensioner. The households whose head was unemployed had a relatively high poverty risk (66.4% above average).

Table 2.2.20. Poverty indicators by the socio-economic status of the household head in Serbia in 2006 (%)

Percentage of Relative SITEITE O Structure of
the poor poverty risk overa!l the poor
population
Self-employed 10.2 15.4 15.3 17.7
Employed 5.2 -40.9 36.9 21.8
Unemployed 14.7 66.4 7.1 11.8
Pensioners 8.8 -0.7 36.9 36.7
Inactive others 28.2 219.8 3.8 12.0
Total 8.8 - 100.0 100.0

Poverty by Main Source of Income of the Household

2.2.21.  Households whose main source of income derives from agriculture activities are exposed to a considerable
poverty risk. The next category according to the vulnerability level includes households whose main source of income is
pension.

Table 2.2.21. Poverty indicators by to the main source of household income in Serbia in 2006 (%)

Percentage of Relative LI O] Structure of
the poor poverty risk overa!l the poor
population
Public sector 4.8 -45.9 29.0 15.7
Private sector 7.1 -20.1 274 22.0
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Agriculture 11.5 29.8 11.7 15.2
Pensions 10.2 15.8 26.2 30.2
Other 26.3 198.2 5.7 16.9
Total 8.8 - 100.0 100.0

2.2.22.  Household members who live in a housing space of less than 10 m2 have a poverty index of 30.6%, which is
considerably above the national average (247.1%). Their share in the total structure of the poor is 26%.

2.2.23.  When observing the type of heating, it may be concluded that households using solid or liquid fuel for heating
are under an above average poverty risk. The largest share in the structure of the total population is that of households
using solid fuels (60.4%), which account for the largest part of the structure of the poor (85.4%).

Table 2.2.23. Poverty indicators according to certain housing characteristics and the possession of durable goods in

Serbia in 2006 (%)
Percentage of Relative TG O] Structure of
the poor poverty risk overa!l the poor
population
m’ per household member
Less than 10 30.6 247.1 7.5 26.0
More than 10 7.1 -20.0 92.5 74.0
Type of heating
Central heating 2.7 -69.8 17.5 53
Electricity 3.5 -60.1 7.9 3.2
Solid fuel 12.5 41.4 60.4 85.4
Liquid fuel 13.5 52.9 0.5 0.7
Combined 4.4 -50.2 6.5 3.3
Gas 2.7 -69.1 73 2.3
Television set
Possesses 8.5 -4.0 97.5 93.6
Does not possess 22.9 160.1 2.5 6.4
Telephone
Possesses 5.6 -36.4 84.2 53.5
Does not possess 25.9 193.9 15.8 46.5
Washing machine
Possesses 5.9 -33.5 87.4 58.2
Does not possess 29.3 232.9 12.6 41.8
Total 8.8 - 100.0 100.0

2.2.24.  Households that do not possess a television set, telephone and washing machine were exposed to a much larger
poverty risk than compared to the households that possess the mentioned goods. Households in possession of a telephone
and a washing machine are under a poverty risk which is by a third lower than average.

Relative Poverty

2.2.25.  The relative poverty line has been set at 60% of the median of the average spending per consumer unit, and
amounted to CSD 7,171 on average a month per consumer unit in 2006 (Table 10). According to this poverty line, in
2006, 14.4% of the population of the Republic of Serbia was poor, since their monthly spending per consumer unit was
below 7,171 dinars.
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Table 2.2.25. Poverty indicators in the Republic of Serbia in 2006 (%)
(standard errors are presented in brackets)

Poverty line = 7,171 dinars a month per spending
unit
Index Gap Intensity
(RO) (R1) R2)
Urban area 9.5 2.1 0.8
(0.80) (0.31) (0.19)
Other areas 20.6 4.9 1.9
(1.45) (0.47) (0.27)
Total 14.4 33 1.3
(0.77) (0.27) (0.16)
Inequality Measures

2.2.26. The most frequently used inequality measure is the Gini coefficient whose value is calculated according to
spending per consumer unit and amounted to 28 in the Republic of Serbia in 2006.

2.2.27.  The inequality level in the Republic of Serbia is close to the average for the group of East European economies
in transition'”. Especially interesting for us are comparisons with neighbouring countries which also conducted household
surveys that were very similar to the Serbian survey according to the manner in which they were conceived and the
definition of the welfare aggregates. Bosnia and Slovenia have a lower inequality level (27 and 26 respectively), while in
Macedonia, Bulgaria and Croatia (29, 33 and 26 respectively) this level is higher than in Serbia.

2.2.28.  Another inequality measure is the share of 25% of the poorest households in the population’s total
consumption, which amounted to 11.1%.

' Source: Biljana Bogicevic, Gorana Krstic, Bosko Mijatovic, Branko Milanovic — Siromastvo i reforma finansijske podrske
siromasnima (Poverty and Reform of Financial Support to the Poor), 2003
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3. TRANSITION AND REFORM FRAMEWORK FOR POVERTY REDUCTION

Implementation of the Poverty Reduction Strategy related activities continued in the year 2006. Support to the PRS
implementation was provided, apart from the public administration institutions at the national and local level, by
international development partners and civil society organizations. The aim of this part of the Report is to present
the main achievements and results of the implementation process, but also to provide an analysis of areas which
require further improvements. Furthermore, this section of the Report identifies the key challenges in the
forthcoming period with regard to the PRS implementation process.

The report findings are based on the reports of the responsible public institutions but also on a number of
independent surveys and reports produced by public institutions, international funding institutions, donors and civil
society organizations.

Significant progress has been achieved in systematising and mapping PRS indicators and data sources, capacity
building within public administration in relation to monitoring and reporting, which together provided for results-
based reporting processes. However, further efforts need to be invested into building monitoring and reporting
capacities which are to enable a functional system based on impact assessment. An additional weakness is the lack
of a sufficient number of reports that deal with analyzing the impact of different policies and legislative
interventions.

The contents of chapters presented have different level of data density and space given depending on data
availability and importance given to particular topics recognized as priorities for PRS implementation.

3.1.Macroeconomic Framework and Factors of Sustainable Economic Growth

Economic growth

3.1.1. Official estimates show that Serbia’s economy grew 5.7% during 2006. This GDP growth is somewhat
lower than in 2004 and 2005 when it amounted to 8.4% and 6.2% respectively. The achieved growth in 2006 is in
line and even exceeds the rate envisioned by medium-term sustainable framework from the PRS which envisions
real growth by 4.5% in 2006.

Table 3.1.1. Production and Investments’

2001 2002 2003 2004 2005 2006*

GDP, in million Euros 13186 16812 18009 19724 21108 25262
GDP per capita, in Euros 1757 2242 2407 2643 2837 3354
GDP, annual growth rate 5.1 4.2 2.5 8.4 6.2 5.7
Investments, GDP percent share .. 13.4 14.4 19.6 18.7 17.9

* RSO estimates

3.1.2. However, as the employment data does not indicate the increase in new employment, it can be concluded
that the economic growth was achieved predominantly through productivity growth. This productivity growth
stems in a large part from the restructuring of the ineffective part of economy.

*% Republic Statistical Office of the Republic of Serbia
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Investments share in GDP

3.1.3. From 2001 to 2006, the investment level compared to the GDP has experienced an upward trend.
Nevertheless the level of investment has been below the target specified in the PRS and level needed to
ensure stable growth in the medium term. In 2006, according to RSO estimates, the investment level increased
to 17.9%21 of GDP, which is below the target of 19,5% specified in the PRS (the strategy target is that by 2010 the
level of investment compared to GDP should reach 25%).

Table 3.1.3. International relations>>

2001 2002 2003 | 2004 2005 2006

Current Account Balance Deficit, -354.1 -1339.9 | -1355.5 | -2197.1 | -1804.8 | -2891.6
in million EUR
g;‘(f/regtl)‘;cc"“m Balance Deficit, 27% | -8.0% | 75% | -11.1% | -8.6% | -11.4%

0
Exports worth, in million EUR® 1809.4 | 23379 | 2607.0 | 2991.4 | 40062 | 5146.2
Imports worth, in million EUR 35313 | -5753.9 | -6414.7 | -8302.1 | -8285.1 | -10096.3
Exports/Imports coverage ratio 51.2% 40.6% 40.6% 36.0% 48.4% 51.0%
Exports share, in % GDP 13.7% | 13.9% | 145% | 152% | 19.0% | 20.9%
Imports share, in % GDP 26.8% | -342% | -35.6% | -42.1% | -393% | -40.9%
FDI, in million EUR, net 1843 5015 | 1197.8 | 773.4 | 1248.0 | 4077.0
FDI, in % GDP* 1.4% 3.0% 6.7% 3.9% 59% | 16.1%
Foreign debt, in million EUR 12608.85 | 10767.5 |10906.99 | 10354.51 | 13064.02 | 14884.6
Foreign debt, in % GDP 95.62 64.05 60.57 52.50 61.89 58.92
i?lfojv 18%111:) foreign private debt, 17.84 1383 | 1398 | 1644 | 2535 | 3351

0
i?lfojv lgg}; foreign public debt, 77.78 50.21 4659 | 36.06 36.55 25.41

0

Payment balance-current account

3.1.4. The current account balance deficit in 2006 was 11.4% of GDP which is extremely high and exceeds
the deficit of 8.8% of GDP envisaged in the PRS. The deficit deepened during second half of 2006 due to
accelerated rise in import. The exports are also marked by higher, very solid annual growth rate, but applied on a
lower base. In the exports structure a large part constitute the raw materials.

3.1.5. CSD appreciation during the second part of 2006 did not have any major impact on the rise in imports,
but it is possible to have had an effect on imports increase towards end 2006 and on the medium term. Within the
next period, due to a large influx of foreign capital, Dinar appreciation will continue to be a realistic possibility.
This could influence adversely the competitiveness of Serbia’s economy and result in the deepening of foreign
trade deficit. An important factor for improving exports in the future is to attract foreign direct investments
in the field of export-oriented activities.

3.1.6. In the medium term, even a large deficit can be sustainable if funded from foreign direct investments
(FDI) and grant assistance from donors, and not by taking loans abroad. In 2004 and 2005 FDI was not sufficient to
cover the payment deficit, while in 2006 this was the case. However, FDI inflow during 2006 is predominantly
related to the sale of successful privately-owned and state-owned enterprises, and not Greenfield investments which
would have been far more desirable from the aspect of medium-term sustainability of payment deficit.

! According to FREN’s estimate the investment level is 19,5% of GDP
22 The source: RSO, NBS
3 According to the RSO, the exports of goods are worth EUR 5102.4 million. The difference is caused by foreign exchange
differences and corrections for Montenegro which were conducted according to the NBS data
** According to the RSO, imports of goods amounted 10462.6 mill EUR. The difference is caused by foreign exchange
differences and corrections for Montenegro which were conducted according to the NBS data
* According to data from Ministry of Finance FDI share in EUR is 17,6% and FDI gross is 4.436 billion Euro. The difference
is caused by foreign exchange differences and corrections for Montenegro which were conducted according to the NBS data
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Foreign direct investments

3.1.7. Significant FDI influx started in 2003 when foreign strategic partners invested a total of 1200 million
Euros worth into large industrial complexes by means of privatization. During 2003 and 2004 there was a
slowdown in FDI influx: € 770 million in 2004 and € 1,250 million in 2005. The year 2006 was a record year for
FDI influx since the beginning of transition, amounting to € 4.08 billion or 16,1% of GDP. This influx exceeds
by far the 5.5% target in the PRS, thus representing a positive boost to Serbian economy. Still, most of the increase
in FDI inflow came from the privatization of banks and a few large enterprises, as well the takeover of control
package of shares of successful privately-owned enterprises through the portfolio investments market.

3.1.8. The Greenfield investments, i.e. investments into completely new capacities, constituted a small part of
the FDI for 2006. In the short term Greenfield investments are in most cases more attractive than privatisation since
it generates new employment opportunities faster. The competitiveness in attracting Greenfield investments in the
region is very high so the Republic of Serbia needs to make substantial efforts in this regard.

3.1.9. The Foreign investors’ perception of the Republic of Serbia as a politically risky investment country is
one potential cause for the lack of Greenfield investments. Serbia’s credit rating with international rating agencies,
which also indicates that particular country’s level of risk for foreign investments, has retained the BB- status in
2006 according to the credit rating agencies Standard & Poors and Fitch. Serbia was assigned this credit rating in
2005.

3.1.10. The protection of property rights and effective judiciary system are also of great importance to
improving conditions for the influx of foreign investments. According to the White Paper for 2007, which was
prepared by the Foreign Investors Council, the foreign investors in the Republic of Serbia face the lack of qualified
personnel with modern skills. In view of this, in order to boost the capacities for the absorption of foreign
investments, it is necessary to identify those educational areas which need strengthening in order for the
educational structure of the available human resources to be more in keeping with the market demands.

Foreign debt

3.1.11.  Serbia’s foreign debt at the end of 2006 reached a level of 58.9% of GDP which represents maintenance
in the relative level of overall foreign indebtedness in comparison with the previous two years. The Strategy
envisages the level of foreign debt of 61.1% GDP share, which is insignificantly higher than the achieved towards
the end of 2006. The Strategy also envisages a reduction to 51.1% GDP share by 2010. The main reason for a rise
in foreign debt in 2006 is the rise in private debt (through banks and local enterprises taking loans abroad) -
reaching 33.5% in 2006 (while in 2005 it was 25.4%). The public foreign debt has been reduced from 36.6% in
2005 to 25.4% of GDP at the end of 2006.

3.1.12. The rise in private debt is to a large degree fuelled by liberalization of capital account and entry of
foreign banks that improved access to loans through domestic banking systems as well as through direct cross
border lending to domestic enterprises.

Monetary policy, prices, foreign currency exchange rate

3.1.13.  During 2006 the NBS maintained a rather restrictive monetary policy directed at the main goal the
NBS was tasked with — stability of prices. The measures undertaken by NBS in the first half of 2006 with the aim
of reducing the money supply, as well as the strong nominal appreciation of the Dinar (in particular in the second
half of 2006), resulted in the reduction of inflation and inflation expectations, wherefore inflation amounted to
6.6% by the end of 2006. Another factor for successful curbing of inflation lies in the fact that still a large share of
prices is under administrative control in total prices (around 50% of total prices). The cost of electric power, which
is in Serbia half the price of the cost in the region, is especially important from the aspect of influence on other
prices and the standards of living. It is realistic to expect that the rise in price will be approved in the forthcoming
period. The release of administratively controlled prices, first of all the price of power in the forthcoming period,
can have a negative effect on the poverty rate, but on the other hand it is inevitable from the aspect of efficacious
functioning of power systems.

3.1.14. Curbing inflation is important from the aspect of macroeconomic stability and raising the level of new
investments. It is also important from the aspect of poverty as high inflation rates normally have the largest
negative impact on the living standard / consumption of the poor and socially vulnerable categories of the society.
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Table 3.1.14.a Foreign currency exchange rate and prices26

2003 2004 2005 2006

Dinar currency exchange rate to EUR, annual average 64,9743 72,6215 82,9188 84,1879
Dinar currency exchange rate to EUR, end of period 68,3129 79,8900 85,5000 79,0000
Currency exchange rate index, 12-month nominal 107,1 111,8 114,2 101,5
Currency exchange rate index, 12-month real 97,8 103,8 103.,9 103,0
Retail prices, year on year rate 7,8 13,7 17,7 6,6
Life costs expenditures, year on year rate 13,1 17,0 6,0

Table 3.1.14.b Monetary sector’’

2003 2004 2005 2006
M2, 12-month real growth rate, in % 18.7 16 20.8 29.8
1;32??;;, non-government sector, 12-month nominal growth 251 443 513 178
Loans to non-government sector, in % of GDP 20.3 239 29.6 29.5
Loans to households, in % of GDP 2.5 4.7 7.6 10
Loans to enterprises, in % of GDP 17.8 19.2 22 19.5
NBS foreign currency reserves, net, in EUR millions 1833 2237 3995 8352
New foreign currency savings, in EUR millions 1021 1386 2224 3300
Foreign currency deposits to M2 (indicator of 'eurization") 49.0% 54.7% 58.1% 55.7%
Share of state owned banks in total assets of banking sector 50.09% 37.37% 25.06% 14.9%

3.1.15.  On 31 August 2006, the National Bank of Serbia switched the monetary policy framework from
exchange rate peg to the so called inflation targeting policy of which was introduced. This framework entails an
increasing use of referential interest rate of the Central Bank - interest rates on 14-day repo transactions - as a basic
means for reaching the targeted goal for the annual inflation. Unlike former framework which relied on a more
active role of NBS on the foreign exchange market, the new monetary policy announced much more floating of the
exchange rate and successive retiring of NBS from interventions on the foreign exchange market (except in cases
of preventions of destabilizing irregular fluctuations).

3.1.16. The targeted inflation was established within a 7-9% interval in 2006 and set to 4-8% in 2007. The new
framework for implementation of monetary policy entails a high level of credibility in the National Bank’s goals
and boosting the public’s expectations regarding the attainment of the set inflation goal.

3.1.17.  During 2006 the NBS has improved its capacity for implementing responsible monetary policy and for
supervising the banking sector. At the same time the introduced polices entails further strengthening of capacity
within the central bank for developing corresponding models for forecasting and monitoring the effects of
monetary policy measures. More specifically there is the need to develop analytical capacities by developing
quality models for projections and for the analysis of monetary policy’s transmission on real value and prices.
Administrative measures (obligatory reserves and prudential measures with the view of monetary policy) should be
used cautiously only when market instruments have been exhausted since they lead to unwanted consequences —
such as circumventing the domestic banking system and direct foreign loan taking for domestic economy.

3.1.18.  Even in 2006 Serbia’s economy remained highly “euroized”. Foreign currency deposits make 50% of
the total monetary mass. High level of “euroization” reduces the achievements of monetary policy as the effects of
its measures are limited to dinar component of the monetary mass.

3.1.19. New foreign currency savings shows stable growth in 2006 as well. Its level has reached € 3.3 billion
which represents an increase by 1.1 billion compared to the end of 2005 reflecting continuous rise in the trust in the
home banking sector.

3.1.20.  For successful monetary policy and maintaining macroeconomic balance the relation between fiscal
and the monetary policy is of great importance. Should the fiscal policy envision be greater expenditures than the
current budgetary revenues, inflationary pressures ensue, especially if that fiscal expansion is directed at
expenditures (and not investments). In order to curb inflationary pressures, the monetary policy can by means of its

*® Source: Republic Statistical Office, National Bank of Serbia
" Source: National Bank of Serbia
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restrictiveness curb the growth of economy’s private sector. In this respect the public should be aware of possible
consequences of excessive public expenditures.

Financial sector reform

3.1.21.  During the year 2006 a total of 3 state-owned banks were privatized (Vojvodjanska Bank, Panonska
Bank, Niska Bank) and the privatization of the Kredi Bank is ongoing. Thus the state ownership over the banking
sector was reduced down to 14.9% of total active capital at the end of December 2006. Based on this it can be
concluded that the bank privatization procedure is in its final stage, since only several smaller banks remain to be
privatized which is likely to be performed on the stock market instead in tender procedures, as has been the case. A
considerable amount of state ownership remains in the capital of a large bank - Komercijalna Bank. In 2006 the
Komercijalna Bank entered into strategic partnership with the European Bank for Reconstruction and Development
(EBRD) by means of additional capitalization. Around 80% of total liquid assets of the banking sector are owned
by foreign banks. The majority of the private share of the banking sector is favourable from the aspect of financial
efficiency of financial intermediation and the banks’ market activities. It is considered that it improves the stability
and credibility of the banking system. An efficient banking system, however, enhances the economy results.

3.1.22.  The reform process in the financial sector has made the greatest advancement and is making final
crucial moves and establishments of the necessary legal and regulatory framework However, in the forthcoming
period, it is necessary to work actively on improving the implementation of the legislation and the strengthening of
capacities within the banks and NBS to achieve high-quality monitoring of: credit risk, operative risk and currency
risk. Effective legal system, which is the protection of creditors’ rights and respecting private property, is of
extreme importance for a better functioning of the financial sector.

3.1.23.  In the previous period, a separate department was established within the NBS which was tasked with
supervising and controlling insurance companies and voluntary pension funds. The Securities Commission is
in charge of the supervising of private investment funds. The expanding insurance and non-banking financial
services market will represent a challenge to regulatory bodies in the forthcoming period.

3.1.24.  In order to achieve better functioning of the banking sector, and to prevent emergence of bigger risks of
non-payment of debts it is necessary to raise the public awareness through better knowledge and understanding of
financial services and functioning of financial markets. The former contributes to strengthening market discipline
of actors on the financial market, thus reducing the risk of debt overload of citizens and bankruptcy of
companies. In the previous period, the NBS invested efforts in this field by establishing the Consumer Protection
Centre targeting beneficiaries of financial services, which became operational in 2007.

Priorities in the Forthcoming Period
Short-term Priorities

* Continue negotiations for signing the Stabilization and Association Agreement and negotiations for accessing
the World Trade Organization (WTO).

* Maintain macroeconomic and fiscal stability:

0 Sustain the achieved level of stability through harmonized monetary and fiscal policy.
0 Strengthen institutions and better protection of private property and creditors.
0 More active policy for attracting foreign direct investments, in particular Greenfield investments.

* Improve the Republic of Serbia’s credit rating with international rating agencies.

* Increase competitiveness and reputation of the Republic of Serbia among potential FDIs by reducing
administrative and operational burden of foreign companies already operating in the Republic of Serbia in
order to encourage further investments.

»  Strengthen the institutional capacities for implementing a responsible macroeconomic policy including evaluate
impact of implemented policies in order to identify and review different policy options aimed at avoiding
unforeseen and unwanted effects — more focus to be paid to the design of institutions.

* Strengthen the capacities within NBS for the implementation of efficient monetary policy within the newly
established framework (The Path to Targeting Inflation).

*  Within the financial sector reform, special emphasis should be on strengthening competition between financial
intermediaries, transparency of their operation as a precondition for strengthening market discipline.
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* Strengthen the information base for the analysis of macroeconomic framework and its interaction with other
sectors. Coordinated management of data bases and the work of all institutions collecting economic data to
improve the quality of the data and improving the methodology.

Mid-term priorities

* Following becoming a member of the WTO and signing the Stabilisation and Association Agreement with the
EU to start negotiating for full membership of the EU.

e Strengthen the legal system, especially in the domain of liquidation procedures and the protection of property
rights and creditors’ rights.

* Improve conditions for new Greenfield FDIs by developing a stable and understandable legal framework, good
transport infrastructure, corresponding physical infrastructure, labour force which possess up-to-date and
competitive skills and knowledge, low work costs, low taxes and an understandable tax system.

e Create a conducive environment for attracting foreign investments as a precondition for further increase of
capital base of economy and development of production potentials, as well as the technological level; improve
the absorption capacities”™ for FDIs; develop and implement strategy for attracting FDI, focusing on
comparative advantages within identified sectors.

*% The absorption capacity is related to the level of employment capacity level of the labour force.
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3.2. Fiscal limitations in PRS implementation®

Tax System in Serbia from the Standpoint of the PRS

3.2.1 By the end of 2006, the most important tax reforms have been carried out in the Republic of Serbia and a
modern tax system which includes taxation of expenditures with value-added tax, corporate income taxation in line
with international standards and income taxation based on the gross salary concept has been completed®. In
comparison with neighbouring countries and the EU, the present level of tax rates in Serbia is competitive; it
stimulates FDI and dynamic economic growth, thus supporting the objectives of the 1% Pillar one of the PRS”".

Table 3.2.1. Tax rates in specific countries

Sl Value-added tax rate Corporate income tax Fiscal bu.rdgl on
rate salaries
Austria 20% 25% 38.6%
Bulgaria 20% 10% 34.9%
Great Britain 17.5% 30% 26.4%
Greece 19% 22% 34.4%
Estonia 18% 22% 38.9%
Italy 20% 37% 27.8%
Ireland 21% 12.5% 15.7%
Latvia 18% 15% 40.0%
Poland 22% 19% 41.9%
Hungary 20% 16% 41.5%
Germany 19% 25% 45.4%
Slovenia 20% 25% 39.8%
Slovakia 19% 19% 38.8%
Turkey 18% 20% 41.8%
France 19.6% 33.3% 32.6%
Croatia 22% 20% 39.8%
Czech Republic 19% 24% 41.9%
Spain 16% 35% 33.6%
Sweden 25% 28% 46.2%
Serbia 18% 10% 38.5%

3.2.2 Successful introduction of the Value-Added Tax (VAT) in the year 2005 represented a significant step
towards improving the environment for achieving sustainable and dynamic economic growth and development of
entrepreneurship, key objectives of the 1% Pillar of PRS, because the system of the sales tax has been replaced by
an economically more efficient system. However, from the standpoint of the PRS, there is a negative aspect of
introducing the VAT: consumption of ‘social’ goods (food items, medicines) that have not been taxed by sales tax
are now being taxed by reduced rate in the VAT system, thus additionally burdening the budgets of vulnerable
population groups. This kind of taxation of the above mentioned goods is justifiable from the point of taxation
efficiency, and potential alleviation of the consequences of this kind of taxation could be achieved by increased
transfers from the budget to the most vulnerable population groups.

3.2.3 In the year 2006, a decrease in direct income tax rates has continued, with the aim of achieving an
economically more efficient tax system, able to support economic growth and objectives of the 1* Pillar of the PRS
to a greater degree. In that way, the average fiscal burden of employees’ salaries has been reduced from 73% to
62% of net salary’®. Likewise, newly introduced tax exemptions for employment of vulnerable unemployed

** The institution that bears greatest responsibility for implementation of PRS objectives with respect to fiscal restrictions is the

Ministry of Finance of the Republic of Serbia.

3% System reform which is yet to be done is the eventual replacement of a cedular income tax system with a synthetic one,
provided that the necessary preconditions for successful introduction of the synthetic system are created.

*! Dynamic economic growth and development represent PRS Pillar 1 objectives

32 Source: Ministry of Finance

3 Calculated by using OECD method, as a total amount of taxes and contributions in relation to total employer’s expenditure
(gross salary + contributions paid by the employer).

** Alongside the tax cut, efforts have been made to try to dampen the regressive nature of fiscal burden on wages in the

Republic of Serbia.
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population groups (young, invalids, transition losers) support the realization of objectives of the 2™ and 3™ Pillar of
the PRS™.

3.2.4 The Law on Financing Local Self-Governments, adopted in 2006, established an exact and predictable
system of transferring funds to local self-governments and enabled local authorities to conduct services falling
within their competency in a more efficient manner. From the standpoint of the PRS, the most important element of
this law is the introduction of the ‘equalizing transfer’ which should earmark additional transfer funds from the
republic budget to small and underdeveloped municipalities in Serbia that have so far has received less transfers per
capita than most other municipalities. Since a significant portion of vulnerable population around the poverty line is
concentrated in underdeveloped municipalities, these transfer assets should make possible the definition and
implementation of wider local development and poverty reduction strategies and more efficient realization of
objectives of the PRS. Also, adoption of the Law on Public Debt in the year 2005 enabled local self-governments
to incur long-term debts for the purpose of infrastructural investments.

Public Expenditures in the Republic of Serbia from the Standpoint of the PRS

3.2.5 In April 2006, a detailed analysis of projects and central government expenditures (Republic Budget and
compulsory social insurance organizations) from the standpoint of the PRS has been made, in order to determine
the percentage of public expenditures which supports realization of PRS objectives. Based on results of this
analysis, total expenditures of the consolidated state sector’® which support PRS objectives’’ have been estimated.

Table 3.2.5. Share of PRS Expenditures in GDP and Public Expenditure™

Previous public Projected public
expenditure expenditure

2004 | 2005 | 2006 | 2007 | 2008 | 2009

Pillar 1- % GDP 7.6 7.4 7.5 8.3 8.1 8.1
Pillar 2- % GDP 7.6 7.3 7.5 7.3 7.3 7.2
Pillar 3- % GDP 14.8 | 14.5 14.2 134 | 133 | 129

Total PRS % GDP 30.0 29.2 29.3 29.1 28.8 28.3

Pillar 1 % public
expenditure

Pillar 2 % public
expenditure

Pillar 3 % public
expenditure

Total PRS % public
expenditure

18.8 19.4 19.7 22.1 222 22.7

18.9 19.1 19.5 19.6 20.0 20.2

36.7 37.8 37.1 35.8 36.4 36.0

74.4 76.2 76.3 77.5 78.6 78.9

3.2.6 It can be noticed that the share of public expenditures which supports the achievement of objectives of the
First PRS Pillar has been constantly rising over the years. Namely, by rationalizing the state administration and
decreasing non-discretionary spending, public resources have been freed for increasing public investments has been
opened, thus creating preconditions for faster economic growth and supporting the objectives of the First PRS
Pillar. Due to planned realization of the NIP, continuation and acceleration of this trend is expected.

* Prevention of new poverty is captured under PRS Pillar 2 objectives. Efficiently dealing with existing poverty and
vulnerable groups are the objectives of PRS Pillar 3

%% Foreign aid and donations realized parallel to the republic budget and local self-governments’ budgets have not been
included in expenditures of the consolidated state sector.

37 Dynamic economic growth and development represent PRS Pillar 1 objectives, while prevention of new poverty is captured
under PRS Pillar 2 objectives. Efficiently dealing with existing poverty and vulnerable groups are the objectives of PRS Pillar
3.

3% Source: Revised Memorandum on Budget and Economic and Fiscal Policy for 2007 with Projections for 2008 and 2009
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3.2.7 A modest growth of expenditures of the Second PRS Pillar over the years comes as an effect of transition
acceleration and restructuring process, which demanded additional assets to provide for redundant workers in the
social and public sector.

3.2.8 In spite of the expected lowering of the poverty level, due to planned greater scope and more significant
social welfare funds in the years to come, significant expenditure reduction of the Third PRS Pillar cannot be
expected in the forthcoming period. In order to identify risks and challenges in the realization of planned PRS
expenditures from Table 3.2.5, it is necessary to analyse planned public expenditures in the forthcoming period in
more detail.

Table 3.2.5: Consolidated Public Expenditures — Functional Classification, in % GDP”*’

Previous public expenditure Projected public expenditure
2004 2005 2006 2007 2008 2009
Total expenditures 40.3 38.2 38.4 37.5 36.7 35.9
1. General public 35 3.0 3.1 2.7 22 2.1
services
2. Defence 2.8 2.4 2.3 2.4 2.4 2.4
3. National security 2.7 2.4 23 2.2 2.0 1.9
4. Economic affairs 3.9 3.7 4.1 4.1 4.1 4.1
5 Environmental 0.3 0.3 0.3 0.4 0.4 0.4
protection
6. Building and
communal 2.0 1.7 1.7 1.9 1.9 1.8
services
7. Health 6.3 6.1 5.9 5.7 5.4 5.1
8. Recreation, culture | ; 0.7 0.6 0.5 0.6 0.6
and religion
9. Education 3.2 32 3.5 3.5 3.6 3.9
10. Social welfare 15.0 14.8 14.5 14.0 14.0 13.6
\Net pensions 11.0 10.9 10.6 10.4 10.1 9.8
Social welfare 3.2 33 3.7 3.6 3.8 3.9
Capital investments 2.6 1.9 2.9 4.4 4.8 5.2

3.2.9 A planned decrease in the share of public expenditures in GDP primarily stems from of the rationalization
of the public administration, especially in the sectors of general public affairs, health and national security. This
rationalization opens the room for increasing public expenditures and raising the quality of services in some other
areas, such as education. Planned realization of the NIP shall make possible more significant scope of public
investments in the forthcoming period, which should support economic growth and a more balanced regional
development.

3.2.10 The World Bank identified Family Material Support (“Materijalno obezbedjenje porodice” - MOP) as
the most efficient social welfare programme in the Republic of Serbia and suggested increased reliance on this
programme as a priority in the forthcoming period, as opposed to other untargeted and inefficient social welfare
forms in Serbia. However, due to the poor current coverage with this programme (only 3% of poor families in the

3% Source: Revised Memorandum on Budget and Economic and Fiscal Policy for 2007 with Projections for 2008 and 2009
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year 2005) and low level of compensation, in order to implement more efficiently the objectives of the Third PRS
Pillar, an increased amount of social welfare funds will be necessary in the forthcoming period, together with the
rationalization in the social welfare sector.

3.2.11 Although the pension system is part of the social insurance system, not social welfare, state pensions are
of great importance for Third PRS Pillar, because more than one half of households that receive them are socially
vulnerable. Planned decrease in the share of pensions in the public expenditures in the forthcoming period, in spite
of demographic ageing of the population, comes as an effect of changes to the Law on Pension and Invalid
Insurance, adopted in the year 2005. It is expected that the share of average net pension in the average net salary
(65,8% in 2005 and 64.7% in year 20006) is for the first time going to be less than 60% in the year 2007. Also, strict
indexation of pensions based only on the costs of living, would lower this rate to 50% in the year 2010 that is 40%
around the year 2015. This development would endanger a significant part of the elderly population in the Republic
of Serbia. For that reason, the presumption of sustainable decrease in public expenditures for pensions is the
greatest unknown fact when it comes to planned public medium-term expenditures.

Implications of Fiscal Balance to PRS

3.2.12 The position of public finances in Serbia has been significantly strengthened in the last six years: big
fiscal deficits from the beginning of transition period have been transformed into surpluses, while total share of
state sector in Serbian economy has been decreased — thus opening the way to a stronger growth of private
entrepreneurship40. Economic structures of public revenues and expenditures have also become better: scope of
economically inefficient expenditures, like subsidies, has been lowered, while the share of economically more
efficient indirect taxes in public revenues has been increased. The level of foreign public debt has decreased
drastically — from 78% of GDP in the year 2001, to 25% of GDP by the end of the year 2006. Realized fiscal
results and plans for the period to come significantly exceed minimum medium-term fiscal results identified in the
PRS.

Table 3.2.12. Consolidated revenues, expenditures and balance of the Republic of Serbia*!

Realization Projection

2002 2003 2004 2005 2006 2007 2008 2009

Revenues 39.9 40.3 41.2 40.1 39.7 383 36.8 36.7
Expenditures 43.0 41.4 40.3 38.2 384 37.5 36.7 35.9
Balance -3.1 -1.1 0.9 1.9 1.3 0.7 0.1 0.8

Forthcoming priorities
Short-term priorities

* To establish a management framework capable of supporting more responsible management of public finances,
incorporating the performance dimension to public programmes and be results and objectives driven.

* Sustain achieved fiscal stability — especially on the level of the republic budget - which is of key importance for
the continuation of the PRS implementation. From the aspect of fiscal planning, beginning of new and the
expansion of existing projects, within Pillars Two and Three of the PRS, represents discretional public
expenditures, which are the first to be targeted in the case of fiscal instability and lack of revenues.

*  The challenge in the year 2007 will be a significant loss of revenues based on decreased fiscal burdening of the
salaries, in parallel with an increase in legal scope of transfer funds to local self-governments and AP
Vojvodina.

%0 The expansion of fiscal spending and decrease in projected surpluses in the medium-term is primarily the result of the
introduction of National Investment Plan.

! Source: Revised Memorandum on Budget and Economic and Fiscal Policy for 2007 with Projections for 2008 and 2009
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Mid-term priorities

* Incorporate the extent and scope of National Investment Plan expenditures into a sustainable macroeconomic
and fiscal environment.

* Finance the socially acceptable level of pension insurance and social protection in the Republic of Serbia.

* [Establish enhanced system of the public expenditure management with dominant role of the systems for
planning and control of public expenditure and evaluation of all expenses related to the Government policies
including the PRS.
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3.3. Transition to a Market Economy: Building Strong Public Institutions

3.3.1. The new Constitution of the Republic of Serbia was ratified in the referendum held in October 2006. In
the context of this section of the Report, the Constitution has introduced a number of novelties, primarily in view of
regulating the issues of courts, selection of judges, status and authorities of the High Judicial Council, and
territorial regulations — primarily the local government.

3.3.2. Having welcomed the fact that a new constitution in the Republic of Serbia has finally been adopted, the
European Commission for Democracy through Law (Venice Commission) indicated in its opinion issued on the
Constitution of the Republic of Serbia that there are gaps regarding the procedures for adopting and amending the
wording of the Constitution, the position of representatives, the role of the National Assembly in judiciary
appointments, as well as the complexity of regulations relating to territorial organization. With regards to this
opinion, the special attention should be paid in the following period to the legislation stipulating these issues in
compliance with the Constitution.

3.3.3. The adoption of the new Constitution resulted in the demand for the prompt (by the end of 2007 if
possible) adoption of some new and revision of some of the existing systematic laws relevant for this Report — e.g.
legislation related to the territorial organization, local self-government, local elections, status of the capital city,
ombudsman for citizens, citizens rights to be informed, courts and judges, public prosecutors*”. System legislation
regarding territorial organization and local self-government as well as the legislation regulating local elections and
status of the capital city will be fully aligned with the Constitution of the Republic of Serbia®. According to the
Article 5 of the Constitutional Law for the Implementation of the Constitution of the Republic of Serbia, the
Amendments to the Ombudsman for Citizens was adopted**.

3.3.4. The implementation of the Public Administration Reform Strategy — phase 2 continued in 2006, aiming
at: creating a better institutional environment and framework for policy coordination supporting the Strategy
implementation; raising the awareness of civil servants and a wider public awareness regarding the priorities and
advantages of the public administration reform; securing management and organizational development through
analyses and recommendations and support to the development of administrative districts.

3.3.5. In December 2005 the Department for Monitoring and International Cooperation was established
within the General Secretariat of the Government, tasked, among other things, to coordinate the development of the
Annual Work Programme and the Report on the Work of the Government. The Work Programme for 2006 was
prepared, as well as the Report on the Work of the Government for 2005, according to the Instructions for the
Preparation of the Annual Work Programme and the Report on the Work of the Government.

3.3.6. Towards the end of June 2005, the Twinning Project lasting for 2 years was initiated in the General
Secretariat of the Government, financed by the European Union (France and Lithuania as partners in the Project).
The Project should support the strengthening of capacities for enhancing the Government decision making process,
establishment of the direct links between policy priorities and budget as well as upgrading the quality of laws and
other regulations. The project produced a Report on the Situation Analysis with Recommendations (Blue print),
resulting from the assessment of the current organisation, with recommendations for strengthening functions of
strategic planning, monitoring and evaluation of the work of the Government, as well as the policy coordination
and decision-making processes.

3.3.7. The Law on Public Administration, pursuant to the Public Administration Reform Strategy
recommendations, came into effect in 2005. After the referendum for independency of Montenegro held in May
2006, and the dissolution of the state union of Serbia and Montenegro, a number of public administration
institutions and bodies were transferred from the federal level to the level of the Republic of Serbia. For example,
together with a dozen of other renamed bodies and institutions established by the Government®, the new Office for
Human and Minority Rights was established (instead of the previous Ministry for Human and Minority Rights).
However, due to the lack of the parliamentary majority needed to pass the amendments to the Law on Ministries,

2 Constitutional law for the implementation of the Constitution of the Republic of Serbia, Official Gazette of the Republic of
Serbia, No. 98/06.
BOfficial Gazette of the Republic of Serbia, number 98/06
“ Official Gazette of the Republic of Serbia, number 54/07
* Decree on the status of certain institutions of Serbia and Montenegro and services of the Council of ministers, Official
Gazette of the Republic of Serbia, No. 49/2006.
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the Ministry of Defence and the Ministry of Foreign Affairs operated without a legal basis in the period from June
2006 to May 2007.

3.3.8. The Law on Civil Servants*® came into effect on 1 July, 2006. This law should ensure employment and
promotion of civil servants on the basis of their performance, i.e. it will lead to creation of a state administration in
which the principles of professionalism and depolitisation are be strengthened. The Law distinguishes between civil
servants, whose jobs are related to the scope of work of state institutions, and employees who are entrusted with
supporting and technical jobs. During 2005 and 2006 the Government of Serbia passed a number of by-laws* in
order to enable the implementation of the Law on Civil Servants and all the state administration bodies were
required to adopt new Rulebooks on Internal Organization and Systematization of Jobs, entailing new job
descriptions and thereon classification of jobs related to specific tasks and not individuals.

3.3.9. The same Law provided for the establishment of the High Commissioner Council, a body tasked with:
defining the level of professionalism, knowledge and skills evaluated in the course of engaging new employees,
stipulating the methodology of their testing and criteria for their appointment, as well as elaboration of the code of
conduct for civil servants. The Council comprises nine members appointed by the Government for the period of 6
years — four of them are experts in the fields related to the work of state administration and five are civil servants.
The Council was established in May 2006.

3.3.10. By the Government Decree®® and with a view to improve human resource management the Human
Resources Department was established. The Department performs all tasks related to human resource
management: among other activities it publishes and conducts the internal and external recruitment procedures for
filling in senior and executive posts, prepares and monitors proper implementation of HR plans, provides expert
assistance to administrative bodies related to HR management and internal organisation, maintains Central Human
Resources Registries on civil servants and employees, assists civil servants in issues related to their deployment
and their work in project groups and assist the administrative bodies in recruitment procedures, prepares draft
proposals for general professional advancement training programme of civil servants and organizes trainings in line
with the adopted curricula.

3.3.11. Article 180 of the Law on Civil servants stipulates that public recruitment processes for senior employees
should be finalized by July 1, 2007. The National Assembly of the Republic of Serbia adopted the Amendments to
the Law on Civil Servants* establishing May 31, 2008 as the new deadline for the public recruitment processes
for the senior employees.

3.3.12. With a view to professional advancement of civil servants, 41 training sessions for employees in the
public administration sector were attended by 1,358 civil servants, and was organised in the period from May ‘06 —
December ‘06. Special attention was paid to trainings for the implementation of regulations (Law on Civil
Servants, Decree on Preparation of HR Plan in Public Administration, Decree Conducting Internal and Public
Recruitment of Posts in Public Administration and the Decree on Appraisal of Civil Servants), capacity building for
categorization and systematisation of job posts and trainings for human resources management.

3.3.13. The Law on the Salaries of Civil Servants and Employees™ came into effect on 1 January 2007. The
starting point of the Law is that a salary being the fundamental employment right should reflect both the
complexity and level of responsibility of the tasks performed (as per the new concept of posts linked to jobs and not
to individuals), as well as the work performance (as per the concept of job promotion). The Law regulates all types
of remuneration (salaries, benefits and other receipts) of civil servants and employees”".

3.3.14. The Anti-corruption Council continued working in 2006 dealing with privatization, granting the use of
radio and TV frequencies, liquidation and commercial courts, National investment plan, etc. Most of the citizens’
petitions were related to privatization (35%) and liquidation (36%). In the report for 2006> the Council gives

 Official Gazette of the Republic of Serbia , No .79/05, 81/05 —correction, 83/05 — correction)

47 More information available on the website of the Human resource management office (www.suk.sr.gov.yu).

“ Official Gazette of the Republic of Serbia, No 106/05.

Y Official Gazette of the Republic of Serbia , No 64/07

0 Official Gazette of the Republic of Serbia, No 62/06, 63/06 — correction.

! The salary of civil servants and employees consists of two elements: the base salary and the allowances. The novelty
introduced by the Law relates to the coefficients calculation: for salaries of civil servants deployed at higher level it is
determined by the salary category of the position and for the executive level it is defined by the salary group of the salary
category of the job post. The positions are categorized into salary categories ranging from 1 to 5, while the executive posts are
categorized into salary categories ranging from 6 up to 13. The base salaries of staff are also categorized into salary categories
— a total of six.

>2 More information on the website of Anti-Corruption Council www.antikorupcija-savet.sr.gov.yu.
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disturbing information that in the course of that year they did not have a single meeting with the Government of
Serbia which means that the Council had no information whether the Government was considering the Council’s
reports.

3.3.15. The Draft Law on the Anti-corruption Agency was adopted in October 2006. The Agency should be an
independent and autonomous body accountable to the National Assembly. It is tasked with: monitoring of the Anti-
corruption Strategy implementation, conflict of interest resolution and maintenance of the registry of political
appointees and their property, issues related to financing of political parties, on civil servants and employees, deals
with petitions related to the corruption, etc. The Law envisages closing down of the Republic Board for Resolving
on Conflicts of Interest.

3.3.16. The Serbian European Integration Office (SEIO) initiated the project ,,Strengthening of Institutional
Capacities in the Process of European Integrations“. The analysis of institutional capacities of the state
administration bodies was conducted within the framework of this project and the capacity building needs
identified for civil servants in the process of EU integration. The plan of training has been prepared and
implemented since December 2006. Within the same framework an Action plan for strengthening the institutional
capacity of the Republic of Serbia for EU the integration process has been developed. The Action plan identifies
the following institutional priorities in the field of state administration: strengthening the Serbian European
Integration Office, reinforcement of EI units in the line ministries, special organizations and other Government
institutions and finally improvement of the cooperation between various structures in charge of EU integration.
Other priorities are related to the strengthening of institutional capacities of services dealing with the civil servant
system. Finally, institutional priorities related to the judiciary system require full implementation of legal provision
on the organisation of courts, implementation of the anti-corruption strategy, strengthening of the autonomous
prosecutors and improvement of the jail conditions and training of the staff working in juvenile delinquent homes.
The Public5 3adminis‘[ration reform and the Judiciary reform both represent key priorities of the European partnership
from 2006™".

3.3.17. In order to ensure a more successful and efficient implementation of the reforms, the Government launched
the initiative to implement the project: Towards a More Efficient Implementation of Reforms, the so-called
Joint Project™ in January 2005. The project aims to enhance the capacities of the line ministries for annual
operational planning (GOP) as well as medium term planning that links strategic goals with available resources and
clear indicators for monitoring the realization and impact of Government policies. This will provide conditions for
an improved system for objective based planning and budgeting and results based monitoring and reporting. In
2006 six line ministries prepared the GOP for 2007 and four out of these prepared the budgets for 2007 based on
programmatic classification. These plans were used as a basis for the preparation of the Annual Work Programme
of the Government and for the “Needs assessment of the Republic of Serbia for international assistance in the
period 2007-2009”. More than 200 civil servants have been trained in implementing the new planning
methodology. It is intended that all line ministries use the new methodology and prepare their GOP for 2009.

3.3.18. In 2006 two independent institutions established in 2004, continued with their work — Republic Board for
Resolving on Conflicts of Interest and Commissioner for Information of Public Importance™— their mandate
is partially or fully linked with the monitoring and control of the work of state institutions. While the Republic
board will be closed down upon passing of the Law on Anti-corruption Agency, as mentioned above, the
Constitutional Law envisages revision of legislation on public information accessibility and selection of the
Commissioner at the first session of the National Assembly of the Republic of Serbia after the elections.

3.3.19. The adopted Law on Ombudsman for Citizens and the Law on State Audit Institution has not been
fully implemented’. The deadline for the selection of the Ombudsman, tasked to defend citizens’ rights and control

> The translation of the EU Council decission o January 30, 2006 on principles, priorities and conditions of the European
partnership with Serbia and Montenegro including Kosovo can be found on the website of the Serbian European Integration
Office (Www.sei0.Sr.gov.yu).

>* The implementation of pilot projects was initiated by the Deputy Prime Minister’s PRS Implementation Focal Point, the
Serbian European Integration Office, the General Secretariat of the Government, Ministry of Finance, Ministry of International
Economic Relations and the Ministry of Public Administration and Local Self-Governments. The line ministries involved in
the project as of 2005: Ministry of Health, Ministry of Trade, Tourism and Services, Ministry of Economy, Ministry of Labor,
Employment and Social Policy; Ministry for Capital Investments and Ministry of Education and Sports have been working on
annual operational planning as of 2006.

> For more information see: www.poverenik.org.yu

*% Law on Ombudsman for Citizens (Official Gazette of the Republic of Serbia , No 79/05), Law on supreme state audit institution
(Official Gazette of the Republic of Serbia , No 101/05).
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the work of the state administration institutions as an independent state institution, was in March 2006. The
Supreme state audit institution is expected to perform wide range of auditing the work of state institutions, local
self-governments, and political parties, and to a certain degree even individuals. This institution should have been
established by May 2006 at the latest. The Amendment to the Law on Ombudsman for Citizens was adopted,
aligned with the Constitution of the Republic of Serbia. National Assembly of the Republic of Serbia passed the
Decision on the selection of the Ombudsman for Citizens on June 29, 2007.

3.3.20. The draft/final model of the Anti-discrimination Law’’ has been drafted, which is of great importance for
the human rights aspect and represent a main anti-discrimination law.

3.3.21. Towards the end of 2005, the airport-based Readmission Office was established and the Draft Strategy for
Reintegration of Returnees was developed based on the readmission agreement™. The airport office, which was
established in order to provide the returnees with the most important information immediately upon returning to the
country, was planned to comprise a legal expert and a social worker, who are to inform the returnees of their rights
in regard to the legal and social systems and ways to get engaged in society. In the course of 2006, 375 returnees
arrived to the country through Nikola Tesla airport, 150 arriving in March alone. It is interesting that only 30% of
returnees seek assistance with the airport office, which indicates an unfavourable position of the office which is
located in the transit area, wherefore returnees are not able to return to the Readmission office once they have
checked in at the passport control office. The highest number of returnees comes from Germany, and 61% are from
Central Serbia by origin, 21% from Kosovo and Metohija, 18% from the territory of AP Vojvodina. There are more
men (71%) among returnees than women (29%). Children account for as much as 26% of returnees and, according
to ethnical structure, Roma account for the highest number of returnees (59%), then Serbs (13%), Albanians (13%)
and representatives of other nations and ethnic minorities™. Furthermore, the Manual for Acting within the
Integration of Returnees® and the Brochure for Returnees upon Readmission®”.

3.3.22. The Fund for the Development of the Non-Profit Sector in the Autonomous Province of Vojvodina
continued to provide support throughout 2006 to civil society organizations. Since it was established in 2003, four
competitions have been organized and over 126 projects submitted by citizen associations at the territory of AP
Vojvodina. They have been implemented in the area of employment, civil society promotion and civil rights
affirmation, as well as the implementation of activities envisaged in the Action Plan for Youth Policy in
Vojvodina®.

3.3.23. In July 2006 the Government adopted the Draft Law on Ombudsman for Children, envisaging that this
should be an independent state institution in charge of protecting and promoting the children rights. The Law is
currently in the parliamentary procedure.

3.3.24. As mentioned above the new Constitution of the Republic of Serbia envisages a number of improvements
in regulation of courts and the selection of judges. The Constitution specifies the establishment of High Judiciary
Council (further referred to as Council) as an independent and autonomous body that provides and guarantees
independence of courts and judges. According to the Venice commission, the fact that the National Assembly plays
a crucial role in the selection of the Council members could represent a threat in the sense that political parties
could control the courts. Bearing this in mind, special consideration should be given to the process of selection of
the Council members. The public attention was drawn by the Constitutional solutions regarding the election and re-
election of judges that can have a negative influence on the independence of courts, in spite of the fact that it can be
interpreted as a means of lustration in courts.

3.3.25. The National Strategy of Judiciary Reform, adopted in May 2006 by the National Assembly, is aimed at
establishing the rule of law and legal security, and regaining the public confidence in the judiciary system through
the principals of independence, transparency, accountability and efficiency. The Strategy foresees a standardized
system of education and professional development for court functionaries stipulated by the Law on Training of
Judges, Public Prosecutors, Deputy Public Prosecutors and Judge and Prosecutor Assistants® that was adopted in
mid 2006. The Law provides preconditions for organised obtaining and improving of theoretical and practical skills
and knowledge needed for independent, expert and efficient performance of the court functions. The mandatory
training for the newly elected judges, judge and prosecutors assistants has been introduced, which was not the

°7 Competent institution is the Service for Human and Minority Rights in cooperation with the UNDP.

%% The document was drafted with support of SIDA.

> According to the data of the SCG Ministry of Human and Minority Rights of January 2006.

% Both have been developed with support of the Migration, Asylum, and Refugees Regional Initiative (MARRI).
%! The document development was supported by the Embassy of the Netherlands and the UNDP.

82 For more information visit www.fondrnps.org.yu

8 Official Gazette of the Republic of Serbia, No 46/06.
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practise so far. The training program is prepared and the training delivered by the Judiciary Centre for Training and
Professional Advancement, but the Strategy foresees establishment of the National Institute for Judiciary Training
by 2008. The institute will provide a standardized elementary and constant multi-level professional development
training system for judiciary employees.

3.3.26. With the support of the Programme for the Reform of the Court Administration of the Commercial
Courts in the Republic of Serbia® the Commercial Court in Belgrade and Novi Sad started using the software for
the full processing of cases (ABP). This enables direct access to all the necessary information follow up of
individual suit status. The aim is to lessen any delays in settling the suit, improve the transparency of the work of
courts and considerably reduce the opportunities for negligence and corruption. This would lead to increased public
confidence in the judiciary system providing better conditions for foreign and domestic investments.

3.3.27. The Law on the Organisation of Courts®, adopted in 2001, introduced the Administrative Court and the
Appellate Court to the judiciary system. These courts should have become functional on January 1, 2007.
Nevertheless, due to the fact that required conditions were not provided in 2006, the Government of Serbia
submitted in July 2006 the Draft Amendments of the Law on the Organization of Courts to the National Assembly
of the Republic of Serbia delaying the deadline for the establishment of the courts until September 2007. The
abovementioned Draft Amendments were withdrawn from the parliamentary procedure®, and in accordance with
the Article 6, paragraph 1. and 2. of the Constitutional Law of the Republic of Serbia®’, courts continue with their
work until the legislation stipulating their organization and competencies are aligned with the Constitution. The
courts that have not started working until the Constitutional Law came into force will start with their work in
accordance with the above mentioned legislation. The new Law on the Organization of Courts is expected by the
end of 2007 and the beginning of the work of the Administrative and Appellate Court by the beginning of 2009.
This delay had a negative effect on efficiency of the court proceedings, in particular of the Supreme Court of
Serbia, which is additionally burdened with 4300 cases from the Court of Serbia and Montenegro that ceased to
exist.

3.3.28. Legal assistance is a means of providing efficient access to justice for all, which represents one of the
human rights and as such is being carefully protected in the practice of the European court for human rights. The
national Strategy for judiciary reform sets provision of legal assistance in civil and criminal proceedings according
to clearly set criteria of the financial capacity of the client, as one of its main long-term objectives (2010-2011). In
the meantime the comprehensive legislation on legal assistance was not adopted, in spite of the fact that the
respective specialized organisations have designed models of such legislation. In September 2006, the Secretariat
for the Implementation of the Strategy published a comparative legal analysis of the institute of legal assistance
with an overview of international legal sources and current legal practise in Serbia.

3.3.29. Aiming to provide access to justice for the poor, the Ministry of justice, in cooperation with the UNDP,
launched the project “Establishment of Effective and Sustainable System of Free Legal Assistance in the
Republic of Serbia”®. The projects objective is to establish an effective and economically available system of
legal assistance, financed and managed by the state, for those who can not afford to pay for legal services.

3.3.30. The European Commission annual report for 2006 on the progress of the Republic of Serbia in the process
of stabilisation and association points out that the level of the judiciary system efficiency is not satisfactory —
above all in civil court. The listed causes were: lack of sufficient financial resources and limited judiciary
capacities.

3.3.31. The data related to the average duration of the law suits for some specific suit — e.g. pronouncing of
measures for the fight against domestic violence® - show that decisive and concrete measures have to be taken in
the following period in order to improve the efficiency and effectiveness of judicial proceedings.

% Project financed by the US Agency for International Development (USAID).
Y Official Gazette of the Republic of Serbia , No. 63/01 — the Law was revised and amended five times (Official Gazette of the
Republic of Serbia , No . 42/02, 27/03, 29/04, 101/05, 46/06)
% Government Conclusion 05 No: 06-3159/2007-001 of July 14, 2007
57 Official Gazette of the Republic of Serbia , No 98/06
8 Programme financed by the Swedish Agency for International development and cooperation (SIDA) in the amount of over
1.2 million USD for the period 2007-2009.
% Duration of the proceedings in pronouncing measures for protection against domestic violence — inefficient and expensive
process (Tanja Ignjatovic, Vanja Macanovic, Autonomous Women Centre, 2007)
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3.3.32. The data related to the Public Prosecutor’s Office’ are more satisfactory, where in more than half of the
cases the time elapsed from the moment when the criminal charges have been filed until the moment the charges
are finally brought, is not longer than three months, and in almost 75% of cases it is not longer than 6 months.

3.3.33. The most important event in 2006 in the domain of local self-government was the adoption of the Law on
Financing Local Self-governments’', which came into force at the beginning of 2007. The new system of
financing of local self-governments requires: stabile transfer limits linked to the GDP percentage, thus providing
financial predictability in the following couple of years; fair distribution of revenues, as a direct support to the
small and undeveloped municipalities; defining property taxes as a basic source of revenue for the local self-
government; establishment of the Commission for financing local self-government, the first consultative body that
comprises of representatives from both central and local government level. The consultative process of the
preparation of this Law — where the Ministry of finance worked together with the Standing Conference of Towns
and Municipalities, the national associations of local self-governments — can be taken as a model case on how
reform oriented strategies and regulations should be prepared.

3.3.34. On the other hand the new Constitution and the Constitutional Law require revision and alignment of all
systematic laws in this field — laws on territorial organization, local self-government, local elections and the capital
city. Two additional regulations should be added to this list — regulations on the local self-government property and
the position of local employees. These regulations were awaiting adoption in the Assembly even before the
Constitution was ratified.

3.3.35. The Ministry for Public Administration and Local Self-government has initiated the following projects
“Support for drafting of the Law on Local employees”, “Support to the establishment of Ombudsman office, as a
special support to the work of local self-government administration” and “Engagement of experts in order to
conduct training for the classification of job posts”. Unfortunately these projects have so far not resulted in
development of relevant regulations.

3.3.36. Preparations for decentralisation i.c. the transfer of competencies in three important areas: education,
primary health care and social welfare protection were conducted during the period covered by this Report. Since
the beginning of 2007 towns and municipalities have taken over the right to establish institutions in these areas.
However there is still a considerable influence of the central level predominantly through mandatory approval for
nomination of the directors of these institutions and providing financing of the staff salaries.

3.3.37. Finally, the Government of Serbia passed the Draft Law on Territorial Organization in December 2006,
giving the town status to 12 municipalities. In January 2007 the same Law was amended giving the town status to
another 3 municipalities. However, the public experts stress that these two Laws together with other legislation
related to the local self-government should not be passed by the National Assembly before a clear and
comprehensive decentralization strategy is designed, giving guidance as to what is to be the desired system of local
self-government - in particular the number of levels and types of local self-governments — aligned with the
European standards in the same area. It is worth mentioning that Serbia is one of the five member countries that
have not ratified European Charter on Local Self-government, the most important European document in this area.
In May 2007 by the Government Conclusion the Draft Law on Territorial Organization of the Republic of
Serbia was withdrawn from the parliamentary procedure. It is worth mentioning that the Republic of Serbia is one
of five member countries of the Council of Europe that have not ratified European Charter of Local Self
government, the most important European document in this field. The Law on Ratification of the European
Charter of Local Self — government, as the most important European document in this field, is in the parliamentary
procedure and is expected to be adopted by July 2007.

Priorities for the forthcoming period

Short-term Priorities

* Harmonize legislation with the provisions of the new Constitution — primarily in the field of justice and
territorial organization — and find legal solutions to overcome possible deficiencies.

» Strengthen the existing independent institutions for monitoring and control of public administration institutions
and establish new institutions (primarily the Ombudsman for Citizens and Supreme State Audit Institution)

7 Status of public prosecutors — statistical analysis: Role, efficiency and overall activities of the public prosecutors seen from the statistical
perspective, Centre for peace and democratic development, June 2006.
" Official Gazette of the Republic of Serbia , No 62/06.
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Develop management and strategic planning skills. Advocate for active cooperation between various ministries
and various cross-sector projects with emphasis on the clearly defined analysis of achieved outcomes. A rigid
and strictly sector-based distribution of work is predominant, resulting in overlapping and inefficient usage of
resources. Furthermore, the quality control is quite weak and formal and there is no cost-benefit analysis
(analysis of costs in regard to the achieved impact) based on ex-ante defined objectives and priorities.
Strengthen institutional capacities for the EU integration process, especially within the line ministries and other
state institutions and offices. Special attention should be paid to the principles of the European partnership in
the field of public administration and judiciary.

Adopt the Law on Associations.

Mid-term Priorities

Continue reforms in areas of public administration, judiciary and anti-corruption and the start up of the
comprehensive local self-government reform. It is essential that all legislation deriving from the adopted
reform strategies are passed and that they provide conditions for full implementation of the existing legislation
(primarily Law on Civil Servants, Amendments to the Law on Civil Servants and Draft Amendments to the
Law on Organisations of Courts). Special attention has to be given to the efficiency and effectiveness of the
judiciary system and equal access to justice for all.

Improve central policy coordination and coordination of activities at the central Government level and between
different levels of governance and application of appropriate mechanisms for consultation of relevant
stakeholders in the process of designing and implementing reform related strategies and regulations.
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3.4.Transition to a Market Economy: establishing “Conditions for Private Sector
Development”

Progress in Transforming the Serbian Economy:

Graph 3.4.a - Data from the Transition Report by the
European Bank for Development and Reconstruction

3.4.1 Transition, to a large degree, represents the

deregulation of the economy and the transformation from 4.00

the state-owned and state-planned economy to the 3.50 1

privately-owned economy. This process however depends 2'28

critically on many aspects beyond simple privatization, 200

such as zoning and construction regulations, taxation 1.50 -

policy, labour regulations, removing the obstacles for 1.00 - El —
foreign trade and investments, development of sound 0.50 1 | [
financial system, development of infrastructure, modern 0.00 - ‘
educational system etc. A significant progress in all of SSSS S S S S S S S
these and other fields is needed if the creation of sound, q@i@i@g@i@i@:@i@;@;’@:V\‘Z@Q’
prosperous and dynamic economy is wanted. 0@2@2@:@:§:€@$@2@2@3@2@°

3.4.2 Serbian transition is to a large degree specific, e}\\e‘i\e}i@i@i@g\6@&6@\6@@@}}0@@

taking into account the wars and the overall heritage of SR \é®§2§2§®o®e§zo®e

the 90’s In addition, the history prior to 1990 is very N

different from other socialist countries. Although cross
country comparisons are always biased to some degree, it is valuable to look at how far the Republic of Serbia has
gone in the past six years and to compare that progress with other transition countries by using two generally
accepted sets of indicators — EBRD’s Transition Report and the World Bank’s Doing Business Report.

343 Data from the EBRD Transition Report shows that the Republic of Serbia and other former Yugoslav
republics had a much better Transition Score in 1989 than any other region. Although the average score in South
East Europe and Central East Europe countries has increased in the 1989-2000 period from 1.21 to 3.09, the
Republic of Serbia has actually experienced reduction in the score from 1.52 to 1.48 in the same period. In the post
2000 period the Republic of Serbia has caught up with other transition countries: while average growth in 2000-
2006 has been from 3.09 to 3.6, the Republic of Serbia has experienced growth from 1.48 to 2.7. The Republic of
Serbia has been able to catch up to some of Balkan countries (Bosnia and Herzegovina, Albania, Montenegro) in
the post 2000 period, while candidate countries (Croatia and Macedonia) are still around half a point away. New
member states are full point away. It should be noted that this one point is a lot on a scale where maximum
difference is three points.
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Graph 3.4.b. Gaps — Data from EBRD Transition Report”
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Table 3.4.3. The sector breakdown in 2006
Securities
LAV | Sl Enterp.Price P . |markets & |Overall
: scale [scale 3 Comp. Banking 5
Region . . restru- (libera- 3 non-bank |infrastr.|Average
priva- |priva- . |. . |Forex [Policy [reform .
.. . .. |cturing|lisation financial |reform
tisation [tisation system Ay
institutons
Former YU
2006 Average 3.13 3.73 2.53 | 4.07 4.00 1.93 3.07 2.27 2.53 3.03
Member 2004 | 3 o6 | 433 | 343 | 433 | 433 | 324 | 381 3.43 324 | 3.78
2006 Average
Other SEE
2006 Average 3.56 3.89 2.56 | 433 4.33 2.45 3.11 2.11 2.78 3.23
Serbia
2006 Average 2.67 3.67 2.33 | 4.00 3.33 1.67 2.67 2.00 2.00 2.70

3.4.4 Comparing the Republic of Serbia to the group of countries that joined the EU in 2004, it can be concluded
that the republic of Serbia is more than one point behind them on almost every issue (the exceptions are small
scale privatization and price liberalization). The biggest problems are in the areas of competition policy, financial
markets and infrastructure regulation. Another way to look at the progress of Serbia is to compare it with the score
of other countries in 1997, in their seventh year of transition.

Table3.4.4. The sector breakdown - seventh year of transition

Large [Small Trade RS
g Enterp.Price . |markets & |Overall
. scale [scale . Comp.Banking 2
Region 8 c restru- libera- . non-bank |infrastr.Average
priva- |priva- o e Forex [Policy reform .
Gy . . |cturing lisation financial |reform
tisation [tisation system AT
institutons
Former YU
2006 Average 2.20 3.53 1.87 3.47 327 | 1.47 | 2.07 1.60 1.73 2.36
Member 2004 | 3 65 | 424 | 286 | 419 | 414 | 257 | 314 | 276 | 243 | 3.33
2006 Average

2 px Yugoslav republics: Bosnia and Herzegovina, Croatia, Macedonia, Montenegro, Slovenia

EU member countries 2004: Check Republic, Estonia, Hungary, Lithuania, Latvia, Poland, Slovak Republic. Other

South East European countries: Albania, Bulgaria, Rumania.




Other SEE

2006 Average 2.67 3.44 2.11 3.89 4.00 | 2.11 2.45 1.89 1.67 2.69
Serbia

2006 Average 2.67 3.67 2.33 4.00 333 | 1.67 | 2.67 2.00 2.00 2.70

3.4.5 The Republic of Serbia is better than former YU republics in 1997 but this is to be expected since the
whole region and especially Bosnia and Herzegovina and Croatia was recovering after conflicts. Compared to other
SEE countries at that time Serbia is slightly in front. However, new member states were on average more than 0.6
points ahead of Serbia.

3.4.6 Doing Business Report which is being produced by the World Bank does not allow for the same kind
of historical comparison. However, data from 2006 are somewhat indicative. The Republic of Serbia is ranked
better than former Yugoslav and other SEE countries. However, it seems that more progress is needed before the
Republic of Serbia catches up with the new member states. It should be noted that the high average score for new
EU member states is driven by an exceptionally high score for Baltic countries, so that the Republic of Serbia is
actually comparable to the Czech Republic (52), Slovenia (61), Hungary (66) or Poland (75).

Table 3.4.6. From the WB Doing Business Report

Country Ease of Doing Business Rank
Former YU Average 88
Member 2004 Average 41
Other SEE Average 74
Serbia Average 68

Overview and analysis of changes in strategic frameworks

34.7 As regards to the seminal strategic documents, two strategies were passed in 2006: the Strategy for
Encouraging and Developing Foreign Investment and The 2006-2012 Serbian Economic Development
Strategy.

3.4.8 The Strategy for Encouraging and Developing Foreign Investment (adopted on 9th March 2006)
clearly and in detail explains the problem of insufficiently developed and defined legal framework related to the
foreign investors, and addresses actual laws and articles of the laws that required amendments in order to improve
the investment climate in Serbia. In the areas that are still not legally regulated respective laws and bylaws were
suggested. The Action plan, as integral part of the Strategy, states precise deadlines for adoption of the required
legislation as well as other measures needed in order to improve the condition in the above mentioned areas
(corruption, definition of required education profiles). The Strategy describes in detail introduction of the “One-
stop Shop” primarily aiming at reducing the field of opportunities for corruption at national and local level.

349 The Strategy for Economic Growth of Serbia (adopted on November 9, 2006) creates the solid basis for
the Government economic growth policies. The strategy defines three fundamental development priorities: 1)
creation of investment ambiance to attract foreign, primarily Greenfield investment; ii) development of
infrastructure, i.e. transport, energy and telecommunications networks; and iii) strengthening the connection
between education and the demands of the labour market. In late 2006, the Implementation Action Plan was
adopted.

3.4.10 The Draft Strategy for Steady Regional Development was developed in January 2007 and the Draft Law
on the Support to Steady Regional Development has been prepared and is awaiting formal approval. More
information can be found in chapter on Regional, Rural and Urban Aspects of Poverty.

Overview and Analysis of the Changes in Legal Framework

3.4.11 The new Constitution created a legal possibility for private ownership of urban construction land, which
was not the case before. New regulations concerning urban building land will considerably increase the offer and,
consequently, the competition on this market, which used to be under the exclusive monopoly of the state. In
addition, this will lead to a significant development of the building sector and higher influx of FDI. During 2006,
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the Strategy for Privatisation of Farmland and Construction Land was produced and the Task Force is
drawing up the text of the Law.

3.4.12 In the first half of 2006, significant progress was made in cooperation between The Republic of Serbia and
the European Union. Negotiations concerning trade liberalisation under the Stabilisation and Association
Agreement finished in mid 2006. Liberalisation of the import of oil derivatives remains an outstanding issue,
though. Also, following four rounds of negotiations, CEFTA was signed on 19 December 2006. It is expected to
enter force in the autumn 2007.

3.4.13 With a view to improving the business climate”” in Serbia, the following laws were passed: the Law on
the Market of Securities and Other Financial Instruments, the Law on Company Takeovers, the Law on Investment
Funds, Amendments to the Law on Financial Leasing, Decision on the Establishment of Serbian Accreditation
Body and the Decision on the Establishment of the Institute of Standardisation.

3.4.14 Amendments to the Privatisation Law and the Bankruptcy Law allow for faster and more efficient process
of the restructuring of large state owned companies. The institution of debt write-off has been introduced (for the
claims due by 31.12.2004) as a legal obligation of state creditors. This increased the interest of foreign investors in
privatisation in Serbia and improved its effects.

3.4.15 The following laws concerning creating conditions for economic growth’ were passed: the Law on Special
Authorisations Concerning Efficient Protection of Intellectual Property Rights and the Law on Arbitrage. Based on
the Law on Foreign Trade Operations, regulations concerning anti-dumping measures, compensatory measures and
safeguard measures against excessive exports have been passed. In addition, the following documents have been
prepared: the Draft Law on Industrial Parks, the Direct Investment Bill, the Draft Law on Factoring, the Draft Law
on Property and Other Real Rights, the Draft Law on Building Land and Construction, the Draft Law on
Denationalisation (including privatisation of urban building land), the preliminary Draft Law on Space and Urban
Planning and a Model solution concerning work procedures of interconnected institutions.

3.4.16 Although it was passed in 2005, the Law on Protection of Competition really came into effect in 2006,
when members of the Anti-Monopoly Commission were appointed. With the establishment of the Commission for
the Protection of Competition”, the Republic of Serbia started meeting the criteria of the European Commission
regarding competition protection. Effective application of the Law should be based on the comprehensive
Government regulations that are still pending. Serbia still lacks bylaws that represent the basis for effective
implementation of this law as well as the amendments to the Law laying down the measures to be taken against the
agreements that are restricting competition. The amendments should also impede the abuse of the dominant
position in all cases where competition is threatened. The Government passed a Regulation on the relevant market
criteria assessment and the Regulation on the content and manner of submitting application to obtain authorisation
for merger (concentration). The Commission lacks financial resources and its statutory authorities are so broad that
instead of focusing on important issues of competition protection at a broader level, it risks spending significant
resources on numerous cases of marginal importance.

3.4.17 A new Law on Mortgage was adopted in 2006. It introduces certain useful novelties but also gives rise to
dilemmas that need to be clarified. The Law introduced possibility to use “the right to land” as security / subject of
mortgage in cases where the land is of free legal disposal to the borrower i.e. the right of construction, pre-emptive
right of construction, or disposal in state/social ownership. This gives a significant flexibility and extends the
possibility of financing on the basis and rights related to real property owned by a natural or a legal person.
However, although this idea is good, it will be difficult to implement in practice. Namely, the Law provides for a
new legal form as a basis for mortgage: not the right of ownership, but the right of construction or the right to pre-
emptive construction. Therefore, it is the right to create something in the future. This provision is correct in as
much as these rights have a certain value that may be converted into financial parameters. The problem is that
mortgage is levied on real estate and not on rights. Therefore, this relevant new element of the Law is difficult to
apply in practice on the basis of other regulations stipulated for by the Law. Even though this idea is good per se, it
should be realized in some form of securities or derivatives based on the future construction of real estate.

73 At the initiative of the Ministry of Economy
™ At the initiative of the Ministry of International Economic Relations
> Envisaged under the Law on Competition Protection (Official Gazette of Republic of Serbia, No. 79/05, of 16 September 2005), and
constituted by the election of its bodies on 3 April 2006, which was three months overdue.
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Economic Growth and Structure of Economy

) ) o . Graph 3.4.c - Real GDP and GV A growth rates in
3.4.18 According to the official statistics, the economic Serbia in 2002-2006 (in %) - (RSO)
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3.4.19 The economic growth was primarily due to the
increase in productivity caused by improved
organisational processes and greater investment in capital assets, rather than by increased employment, which is
why the relation between economic growth and employment is different from the one envisaged in the Strategy.
Economic development caused the growth of salaries and salary mass, resulting in the increase in tax collection and
social contributions in 2006, and consequently creating bigger opportunities for implementing policies aimed at
redistribution.

3.4.20 The growth was fuelled by strong domestic demand and increased export - rough estimates indicate that
about two thirds of growth is due to domestic demand and about a third due to increase in exports.

3.4.21 The structure of the economy has been changing rapidly, with the services sector reaching almost 63%
of GDP in 2006, with strongest growths in trade, transportation, telecommunications and financial intermediation.

Table 3.4.21 — Share of all sectors in GVA (%), 2000-2006"

Structure of Gross Added Value, % Year

2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006
Agriculture, forestry and fishing 13,6 15,5 14,9 13,6 15,0 13,5 12,9
Industry 26,1 24,5 23,7 22,4 22,1 21,2 | 20,8
Mining 1,9 1,7 1,7 1,7 1,6 1,6 1,6
Manufacturing 20,5 19,2 18,5 17,1 17,2 16,3 16,1
Production and distribution of
electricity, gas and water 3,7 3,6 3,5 3,6 3,3 3,3 3,1
Civil Engineering 4.5 3,7 34 3,7 3,6 34 3,5
Services 55,8 56,3 58,1 60,2 59,3 619 | 62,8
Retail and wholesale trade; maintenance 6,6 7,1 8,1 8,9 9,6 11,1 11,5
Hotels and restaurants 1,1 1,1 1,1 1,0 1,0 0,9 0,7
Transportation, stocking and
telecommunications 7,0 7,9 8,0 8,6 9,2 10,8 12,9
Financial intermediation 5,6 5,1 5,6 6,0 6,1 6,8 7,5
Real estate, renting 15,8 15,6 15,7 15,9 14,9 14,6 14,1
Other public utility, social and personal
services 19,6 19,5 19,7 19,7 18,5 17,6 | 16,1
Gross Added Value 100,0 | 100,0 | 100,0 | 100,0 | 100,0 | 100,0 | 100,0

6 As defined by law, VAT performance in Serbia is measured using cash flow method. In the first year of its implementation, most of the
companies that overpaid the VAT opted for tax credit instead of cash payback, so stock of tax credit accumulated throughout the year. In the
second year of VAT implementation, stock of tax credit stabilized and companies started to opt more for cash payback. Since cash flow
method is used, the performance of VAT in the first year apparently looked better than it actually was, while in the second year
it looked worse than it was. If accrual method is used for measuring VAT performance, we see that the difference in VAT
performance in the first and second year is very small. See Quarterly Monitor of Economic Trends and Policies, issue 7,
published by FREN (www.fren.org.yu) for detailed analysis of this issue.

T Source: RSO
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3.4.22 The share of individual sectors in the economic growth is observed as the share of all sectors in the
growth of non-agricultural Gross Value Added (GVA), making just under three-quarters of GDP (Tables 3.4.22.
and 3.4.24.).

Table 3.4.22. — GDP in constant prices in 2002 and the share of selected components’®

Share in GDP, in %

GDP in constant GVA Non-agricultural Taxes minus

prices in 2002 GVA subsidies
2002 1,020,117 85.5 72.8 14.5
2003 1,045,570 84.5 73.0 15.5
2004 1,133,833 84.4 71.7 15.6
2005 1,204,210 83.8 72.5 16.2
2006* 1,267,741 84.8 73.7 15.3

* Estimate

3.4.23 The sector of Tranmsport, warehousing and connections, led by the excellent performance of the
telecommunications sector, had the largest share in the economic growth in 2006. Although this sector had a share
in the non-agricultural GVA of about one-quarter, it was responsible for nearly a half of its total growth (Table 10).
Also, the sector of Retail and wholesale trade and Financial intermediation have made a significant contribution to
the growth. The share of Processing industry in the non-agricultural GVA was about one-fifth and, unlike the year
before, it contributed significantly to the total growth. On the other hand, the share of the sector Other services,
including public administration, health, education, utility services etc, was negative in 2006.

3.4.24 As discussed earlier, the data clearly indicate (Table 3.4.24. and 3.4.25.) that the sector of services
contributed significantly to Serbia’s economic growth despite that Serbian public still pays great attention to the
industrial production. During the 1990s, a considerable portion of industrial production that used to be the carrier of
Serbia’s economic growth (textile industry, automotive industry, engineering, etc.) was shattered by international
sanctions and isolation. In the same period, there were global changes in the international distribution of labour
(Asian countries, especially China, became leaders in the industrial production in the aforementioned branches of
industry).

Table 3.4.24. — Real growth of GDP and selected components”’

. Other community,
Electricity, gas Wholesale Y

Gross . Mining Manufacturing . Transportation, . 5 Real estate social and personal
domestic Non-agricultural and industry and water Construction  and retail Hotels and storage and Financial business services (health care
GVA . production industry trade; restaurants o brokerage ! N !

product quarrying . communications lease education and government
and supply repairs administration)
Real growth rate (percentage)

2002 4.2 18 -0.2 -2.9 -1.6 -7.4 14.9 0.6 2.3 11.8 1.8 1.7
2003 25 2.8 5.1 -6.0 31 10.8 11.6 -1.8 9.5 9.1 25 15
2004 8.4 6.6 1.3 8.8 0.1 35 17.0 -0.6 15.8 9.9 14 1.8
2005 6.2 7.3 3.4 -0.1 5.2 2.0 22.0 -2.8 23.4 17.4 35 0.5
2006* 5.3 7.1 4.0 5.2 2.1 12.4 9.1 -2.9 26.5 14.6 2.2 -2.7

* estimated

3.4.25 Research conducted by Centre for Advanced Economic Studies (CEVES) and FREN™ found that various
service providers in Belgrade (small and medium enterprises, not including state-owned companies) generated
about 11% of Serbian GDP. What was particularly important was that these companies recorded high productivity
— about twice as high as the average of the total domestic economy. The productivity of the information and
communication technology (ICT) companies and engineering companies was three times as high as the overall
domestic economy average.

¥ Source: RSO
7 Source: RSO
% Understanding Belgrade Services Sector, Belgrade, January 2007
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Table 3.4.25. — Share of selected components in non-agricultural GVA and the share in growth of non-agricultural
GVAY

Other community,

. Mining  Manufacturing Electricity, gas . Wholesal_e Transportation . . Real estate social and personal
Non-agricultural : and water ~ Construction and retail Hotels and ' Financial . X

GVA andv industry production industry trade; restaurants storagg anq brokerage business, services (health care,

quarrying and supply repairs communications lease educatlon,_gove_rnment
administration)

Share in non-agricultural GVA (percentage)
2002 100.0 2.0 22.7 4.3 4.4 8.4 1.3 9.3 6.0 18.4 23.1
2003 100.0 2.0 21.7 4.1 4.0 9.5 1.3 9.4 6.6 18.4 23.1
2004 100.0 2.0 19.8 4.1 4.3 10.3 1.2 10.0 7.0 18.4 22.8
2005 100.0 1.9 20.2 3.9 4.2 11.3 1.1 10.9 7.2 17.5 21.8
2006* 100.0 1.8 18.8 3.8 4.0 12.8 1.0 12.5 7.9 16.9 20.4
Share in growth of non-agricultural GVA (percentage)

2002 100.0 -0.2 -36.0 -3.6 -17.6 67.6 0.4 11.8 38.2 18.2 21.1
2003 100.0 3.7 -47.1 4.6 15.7 40.0 -0.8 325 21.9 16.7 12.9
2004 100.0 0.4 26.5 0.1 2.3 26.5 -0.1 23.9 10.6 3.8 6.1
2005 100.0 0.9 -0.3 2.8 1.1 34.0 -0.4 34.9 17.2 8.3 1.6
2006* 100.0 1.0 13.9 1.1 7.0 16.6 -0.4 47.0 16.4 5.2 -7.8

* estimated

3.4.26 A comparative analysis of the performance ratio of private enterprises to the rest of the economy is
shown in Table 3.4.26. According to the RSO data, the GDP of the private enterprise sector reached 61% in 2005,
having gone up from 38% in 2004. Such a high rate is mostly a result of the privatisation process. When agriculture
and entrepreneurs are added to the private sector, its share is even higher, but the available data used below does
not include these values.

Table 3.4.26. — The performance ratio of the private sector to the rest of the economy®

. GDP at
Number of Number of Employees GVA at basic GVA per mark:t
enterprises employees per enterprise priceé) employeel) pricesl)
2004
Total 75,477 1,182,944 15.7 571,950,059 483 766,793,331
Private ownership 66,411 407,700 6.1 202,963,581 498 293,296,000
State ownership 455 162,908 358.0 111,296,858 683 109,346,997
Other @ 8,611 612,336 71.1 257,689,620 421 364,150,334
2005
Total 75,430 1,117,892 14.8 723,653,521 647 986,393,377
Private ownership 68,495 607,030 8.9 416,562,903 686 599,848,956
State ownership 485 183,076 377.5 166,479,294 909 201,698,470
Other @ 6,450 327,786 50.8 140,611,324 429 184,845,951

1) Iin thousands of dinars
2) public, mixed and cooperative ownership

81 Source: RSO
82 Source: RSO
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Growth without increased employment

3.4.27 The growing economy has not resulted in increased employment opportunities, at least for a very wide
range of demographic groups. The following table summarizes the main trends™.

Table 3.4.27 - Employment by ownership®

Republic of Serbia - Employment by ownership

Sep-01 Sep-02 Sep-03 Sep-04 Sep-05 Apr-06 Diff
2006/2001
Total Employment 2,787,858 | 2,736,087 | 2,710,161 | 2,678,509 | 2,654,136 | 2,600,776 | -187,082
Non-private * 1,529,650 | 1,418,750 | 1,315,617 | 1,231,843 | 114,579 | 1,050,151 | -479,499
(other forms of
ownership)
Private Sector 1,258,208 | 1,317,337 | 1,394,544 | 1,446,666 | 1,539,557 | 1,550,625 | 292,417

Of which non-farm 566,479 629,502 720,673 804,946 952,849 963,917 397,438

Sep-01=100
Total Employment 100 98.14 97.21 96.08 95.20 93.29 -6.71
Non-private * 100 92.75 86.01 80.53 7.49 68.65 -31.35
(other forms of
ownership)
Private Sector 100 104.70 110.84 114.98 122.36 123.24 23.24
Of which non-farm 100 111.13 127.22 142.10 168.21 170.16 70.16

3.4.28 The Table 3.4.27 shows a large decrease in non-private employment (of nearly 500,000 people), which is
expected, due to privatization and restructuring processes. In total the number of jobs generated (or transferred to)
the private sector (300,000) is lower than the number of lost jobs in the non-private sector (other forms of
ownership). This trend is normal during the first three or four years of transition, but the lack of improvement after
6 years of transition demonstrates that there are deeper problems in the Serbian labour market.

3.4.29 It can be expected that the employment rate will not grow until the restructuring and privatisation of
socially- and state-owned enterprises have been finalised. The total number of people employed in Serbia at the end
of 2006 dropped to 2.026 million from 2.067 million in 2005*°. The number of the employed with legal entities
continued to fall (from 1.536 million in late 2005 to 1.447 million in late 2006). At the same time, the number of
entrepreneurs and the number of employed in this sector continues to grow (from 531.000 at the end of 2005 up to
578.000 at the end of 2006).

Privatisation process

3.4.30 In order to achieve sound and sustainable employment growth it is necessary to finalise the restructuring
and privatisation of state-owned and socially-owned companies, the majority of which are directly subsidized
by the state (budgetary subsidies amount to 6% of GDP), adversely and artificially maintaining the unproductive
employment and threatening the dynamic and competitive segment of economy.

3.4.31 Although recognised as a priority in the previous report, no constructive headway was made in 2006
towards the restructuring and privatisation of public utility companies. These companies are still very costly
for the State (about 500 million EUR per year through subsidies, uncollected tax and debts) and they still lack
sufficient financial resources for modernisation and improvement of the quality of services which, as they are now,
additionally hamper economic growth. Furthermore, they are a substantial source of environmental pollution,
which will have negative and expensive consequences in the process of the republic of Serbia accession to the
European Union. In this regard, at the initiative of the Ministry of Economy, a resolution has been passed ordering
public utility companies to pass strategic development plans and restructuring programmes that the Government
will adopt for each company individually. In 2005 and 2006, the procedure of unbundling the non-core activities
started in all these companies.

% Republic of Serbia Selected Issues, IMF Country Report No. 06/382, October 2006
% Source: RSO
% The data refer to September 2005 and September 2006, when half-yearly analyses were done. Half-yearly analyses are much
more relevant than the monthly ones.
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3.4.32 In 2006, a total of 337 companies were privatised (Tables 3.4.32a and 3.4.32b). They used to employ
58,811 workers (just under 3% of the total number of the employed in the Republic of Serbia). This is a slight drop
in comparison with the previous year, when 342 companies employing 63,619 people were privatised. Four public
utility companies were privatised. As regards large economic systems (mostly public and socially-owned giants)
that were envisaged for restructuring and privatisation (74 companies), so far about half of them have undergone
the process (about 50 companies were privatised but in the meantime some of them were restructured and
unbundled, so that relative to that number about a half of them were privatised).

Table 3.4.32 — Results of privatisation of enterprises to date®

a) Number of privatised companies b) Number of employees in privatised
companies
800 Capital market 90,000 Capital market
700 | m Auctions 80,000 M Auctions
600 | 111 H Tenders 70,000 21,929 H Tenders

500 60,000+

50,000 1
400 -

40,000 -
300 -
30,000+
200
20,000+

100 4
10,000 J8

0
2002

3.4.33 In 2007, the privatisation of socially-owned companies should finally come to an end (the original
deadline was March 2007, but it has been extended until the end of the year). There are 1,108 socially-owned
companies with a total of 239,628 employees (of which 107 companies have over 500 employees and 1,001
companies have fewer than 500 employees). In addition, there are about 400 socially-owned enterprises that are
bankrupt, as well as around 100 local public utility companies that are in the process of privatisation (e.g.
veterinary stations and the like). The plan is that those socially-owned enterprises that do not find buyers within the
set deadline should go bankrupt. Finalisation of the privatisation of socially-owned enterprises is extremely
important for the continuation of stable economic growth. Privatisation of these companies will efficiently utilise
the usable resources that they possess, and the rest of the economy will be relieved from subsidizing unproductive
companies that are unable to handle market competition.

Foreign Direct Investments

3.4.34 Foreign direct investment reached the record influx of over 4 billion EUR in 2006, but there was still
insufficient major Greenfield investment as a true driving force of economic, employment and SME
development, which would develop around and in symbiosis with new big Greenfield industries. However a
significant influx of the Greenfield investments has been registered in the period 2006 / first quarter of 2007, and
interest of the foreign investors in this type of investment has considerably increased. FDI in 2006 was a result of
great proceeds of privatisation

Government’s interventions in Economy

3.4.35 Regarding the abolishment of subsidies and the lessened role of the state in the area of economy,
budgetary funds earmarked for the credit support to the economy were cut down by about 18% in comparison to
2005.

3.4.36 In the summer, the Government adopted the Budget Revision for 2006, thus increasing the fiscal spending
in the second half of 2006, and the National Investment Plan (NIP). The NIP envisaged the expenditure of 30
billion CSD in 2006 and around 65 billion in 2007. The financing of NIP was supposed to come from the

% Source: Agency for Privatisation
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considerable proceeds of privatisation. In 2006, instead of the envisaged 30 billion RSD only 12 billion RSD was
spent, primarily due to the lack of administrative capacity to process all the received requests. It is likely that the
fiscal spending through NIP boosted industrial production in the last quarter.

SME and new enterprises

3.437 The Agency for Business Registers started registering entrepreneurs on 1 January 2006. The earlier
records kept by the Republic Bureau of Statistics contained a great number of entrepreneurs who were not really
active and whose number was impossible to estimate. Consequently, it was impossible to compare the data before
the year 2006. High number of newly established entrepreneurs in 2006 (the newly established entrepreneurs
account for as much as one-fourth of the total number of entrepreneurs) is probably a result of the latest legislation.
The records of entrepreneurs have become much more reliable.

3.4.38. Recent research of ICT sector in Serbia concluded that the sector had great potential®’. In addition, it was
found that these companies were already recognised internationally in some market niches with a great potential for
further development (primarily in the development of financial and similar software). One of the issues pointed out
is that the majority of companies in this sector are relatively small, and that in order to increase international
competitiveness it is necessary to either encourage the establishment of larger companies or to develop a
coordination body that would provide logistic support for a joint appearance of several companies in order to
compete for bigger international contracts. Liberalisation of the telecom market is identified as a key condition for
further development, with RATEL (Republic Telecommunications Agency) playing the key role in this process.
In this view, further development of this government agency is suggested, so that it can handle the pressures of
potential monopolists.

3.4.39 SMEs account for 99% of the total number of enterprises in Serbia in 2005, Considering that no new data
is available, it can be assumed that the situation was similar in 2006. This means that about 84,500 registered
enterprises in the republic of Serbia belongs to the group of small and medium enterprises (in 2005, there were
about 75,000 enterprises in the SME sector). When 182,218 entrepreneurs are added to this number, it becomes
obvious that the SMEE sector absorbs about 99.6% of total economic entities.

Table 3.4.39 — The number of registered enterprises and entrepreneurs in 2005 and 2006%

Established in Total number Established Total number
2006 registered in in 2005 registered in 2005
2006
Business 11,265 85,460 10,600 76,827
enterprises
Entrepreneurs 45,426 182,218 / /

3.4.40. The SMEE sector accounts for 59.2% of total employment in 2005. The total share of the SMEE sector in
the Gross Value Added of Serbian economy was 54.1% in 2005, whilst in 2004 it was 51.8%. SMEEs accounted
for over 90% of GDP in 2005. The number of employees, GVA and the profit generated by the SMEE sector
as a ratio of total values in the Serbian economy showed growing trends both in 2004 and 2005 (Graph 3.4.¢).

3.4.41. In spite of the considerable economic growth, the employment rate was not going up but down. On the other
hand, the number of entrepreneurs and their employees continued to grow (from 531 thousand in late 2005 to as
many as 578 thousand in late 2006). Obviously, the trend of SMEE sector taking over part of the lost
employment with predominantly large enterprises continued.

%7 The USAID research of ICT sector in Serbia was conducted in late 2006
% Source: Agency for Small and Medium Enterprises
% Source: Agency for Business Registers and RBS
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Graph 3.4.e — The share of SMEE:s in total economy in Serbia in 2004-2005 (in %) *°

* O
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Statistics and data quality

3.4.42. One of the obstacles to creating better development policies directed at the service sector is statistical
monitoring. In fact, the series monitoring the production of services are usually unreliable, insufficient and
unadjusted to the changes that took place last year. In order to create quality development policies that would
generate good results it is necessary to form new series and, more importantly, to develop new, more reliable
methods of sample-based monitoring (as opposed to the all-inclusive, comprehensive monitoring that used to be
required).

3.4.43. A significant advancement towards the development of statistical monitoring and research of SMEE
sector took place, establishing a more reliable instrument for the creation and monitoring of the implementation of
development policy in this sector. The report on the situation in SMEE sector was prepared methodologically, in
compliance with the Eurostat indicators and integrated data for the entire sector, including both enterprises and
entrepreneurs.

Priorities for the Forthcoming Period

Short-term priorities

* Finalize the process of privatisation of socially-owned companies. Companies that fail to be sold should file for
bankruptcy.

* Reform of regulations linked to town construction land and the reform of regulations linked to property owned
by the Republic of Serbia.

* Continue the development of industrial zones and technology parks, and improve the communication and
transport infrastructure.

* Redefine NIP, with a clear focus on capital projects of national importance

*  When creating development policies, more attention should be paid to the development of services, especially
the knowledge-based ones (telecommunications, programming, engineering design etc.).

» [Establish a reliable statistical database on the services sector (in particular the knowledge-based services:
telecommunications, programming, engineering design etc.) in order to enable the monitoring of current trends
and their fluctuations, as well as the identification of bottlenecks that could be removed by directed policies
and the evaluation of results achieved by the implemented measures.

% Agency for SMEs, the 2006 Annual Progress Report
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Mid-term priorities

* Develop human and social capital and further reform of education with the aim of increasing the quality of
education and adjustment of education profiles to the demands of new knowledge-based economy. The lack of
adequately educated profiles is one of the aspects that foreign investors identify as an obstacle to the further
influx of foreign investment.

*  Strengthen the rule of law and more efficient protection of ownership rights. Invest efforts towards creating a
more agile judiciary, combating corruption and harmonization of laws and by-laws.

e Strengthen institutions — strengthen the measures for combating corruption rooted in the system, raise
capacities of public administration further reform, modernization and proper functioning.

* Raise the competitiveness of domestic economy — further investments, raise the technological level of domestic
industry, create adequate business environment, develop the private sector, and increase the exposure to the
international and domestic competition.
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4. STRATEGIC DIRECTIONS OF POVERTY REDUCTION IN SERBIA

4.1. Increased Employment Opportunities

4.1.1. According to the Labour Force Survey (LFS), a total of 2.630.691 people were reg