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Business Survey: Serbia 2014

Introduction

This report provides the results of the 2014 USAID 8kfRy of Businesses in Serfdihis annual survey

is conducted to assi government in initiating and implementing economic reforms, assist the private
sector in advocating for key reforms, and to monitor whether reforms are being implemented and are
delivering desired impact3his survey is distinct from all others becawa$¢he large sample size of 1,000
firms representative in terms of size, location, and sector, tyedr time series, and the breadth of the
guestionnaire, all of which make it a powerful tool to inform advocacy that influences gol&ing.

The surveyesults show that businesses are fairly optimistic.
Graph 1. Future Expectations

m Decrease No change Increase

2011 42% 52%
Introduction of new 2012 5204 39%
products/services
2013 58% 35%
2014 56% 31%
2011 35% 51%
Net profit 2012 43% 34%

2013 16% 45% 36%
2014 15% 37% 43%
2011 58% 31%

Number of 2012 66% 19%

employees 2013 67% 20%
2014 61% 26%

Some areas improved in 2014, including businesses getting information about and participating in
reforms, and procedures for payment of wage taxes and contributionssdne areas got worsgemost
notably access to finance and the cost of obtaining construction permits.

The survey shows that there have been some important improvements over the four years of the survey
(2011 to 2014). The biggest areas of improventeve been corruption, inspections, management time
dealing with regulations, and quality of pubpdvate dialogue. On the flip side some things have gotten
worse, particularly court procedures and availability of finance.

Conducting and analyzing retsubf a survey of this size and complexity is a big challenge, and many people
made great efforts to ensure that this survey is of maximum value to the Government of Serbia, Serbian
businesses and their assations, donors, and the medi#psos StrategiMarketing worked tirelessly to

ensure that the sample was correct, the interviews were properly conducted, the questions tested and
revised, and the results were presented in an understandable way. The USAID BEP staff thoroughly
analyzed the results in thareas in which they work. The 1,009 surveyed businesses spent an average of
50 minutes each to thoughtfully consider and respond to the interviewers' questions. The resultis a survey
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that presents a picture of the regulatory, economic, and finanamirenment that Serbian businesses
deal with, priorities for the government to improve that environment, and whether current efforts to
improve these issues are having the desired impact.

Executive Summary

USAID's Business Enabling Project (USAIDpBIER)tes competitiveness and private sected growth.
The project assists the government and businesses in Serbia to remove policy, legal and regulatory
obstacles that impede investment, growth and job creation.

To assist the government in initiatingnplementing, and monitoring economic reforms, USAID BEP
conducts an annual survey of enterprises and entrepreneurs in Serbia. This helps the government conduct
reforms that will maximize investment, growth and job creati@his survey is distinct from labthers
conducted in Serbia because of the large sample siasa#d time series, and the breadth of the
guestionnaire, all of which make it a powerful tool to inform advocacy that influences poéking. The

survey was conducted by Ipsos Strategic lkdting through facdo-face interviews with 1,009 businesses
between September 3 and October 1, 2014. The businesses are representative of all registered businesses
in Serbia, and are stratified according to region, sector, and size.

The 2014 survey reals that the business environment in Serbia didn't improve much in the past year
Most areas of the regulatory
environment improved slightly or

Progress of Reforms in 2014

were unchanged. The areas wit Signifigant Improvement nge Improvement

the most negative impact are para i Informat|on apqut r.efor.ms 9 Parafiscal charges -

fiscal charges, wage taxes ar 9 Business patrticipation in i Wag_a t_axes_ and contributions
! reforms 9 Administrative procedures

contrlputlon.s VAT’_ . tgx 9 Procedures for payment of 9 Court procedures
administration, and administrative wage taxes and contributions| { Inspection surveillance
procedures. But there was a sma 1 Type of collateral required by| § Construction permits (time)

reduction in the percentage of banks 1 Labor law

businesses stating that pafescal 1 Customs and trade procedure]
charges (from 73% to 69%), wac { Customs duties

taxes and contributions (from 72% 1 Excise taxes

to 69%), and administrative 1 Service in financial institutiong
procedures (fron 66% to 61%) had No Improvement Worse

a negative impact on their | q Tax administration 1 Access to finance

business. While business licenst | § Payment transactions { Construction permits (cost)
and inspections showed a sligh | 1 Business licenses 1 Fairness in public procuremer
increase in the number of | 1 Corruption 1 VAT rate

businesses that found them tc | 1 Inflation { Exchange rate volditly

have a negative impact, they arc | T Shadow economy

still the least burdensome, at 299 | 1 Bank interest rates and fees

and 27% respectively 1 Amount of collateral required
by banks

The macroeconomic environment also basically remained unchanged, at least in the opinion of the
business community. Although inflation is only running at 1.8% (October 2014oygear)}, 88% of
businesses rated inflation as having a negative impawcaking it the most negative factor for the fourth
year in a row. Exchange rate volatility was rated as having the second most negative impact (83%).

1 National Bank of Serbia.



Indicators regarding corruption improved significantly in 2013, and in 2014 they are generally unchanged
Thus it appears that the gains in reducing corruption were not lost, but there has not been further
improvement. For example, about 17% of businesses in both years reported that corruption has a large
impact on their business (down from 41% in 2011 38% in 2012).

Access to finance worsened in the past year. Business borrowimpdumaed, with only 36% of businesses
dzaAy3d SEGSNYIFE FAYLFYyOAYy3IS 3R FSNIF IS Fyydzad £ 062 NN

When asked for their reaction to specific reforms made during the past year, businesses rated
consolidated payment of taxes and contributions trpasitively and increase of VAT rate most negatively.

GRAPHD2. Evaluation of Implemented Measures

= Negative (1+2) = Neutral Positive (4+5) ~ Not applicable = Don't know/ Refusal
Increase of VAT rate [ EENEGEGEGENEGG N 25702060
Increase of penalties for tax violationNC20 N 40% L 17% A%1%
Amendments to the Labor law/j IS S270n T 23% 1w
Amendments of procedures for certification of health cardSIISSEI 2275y 32% 0%
Inclusion of tax inspectors | IS NS 2% 2%%
Adoption of stimulating measures for employmeriiijilial Sy 27% 2486
YSYRYSyGa 2T LINE OSR (ENEENT2ZNIIHRBENE (i NF 8R2 Y B9k
Process of registration real estate rightS8g G206 20% | 10% 11%
9EGSyaArzy 2F (KS RSIR{ A BEIT2RIG2ZIN (KS a5z A aa A
Submission of annual financial report to Business RegiSiijg 267 41% 5%
Submission of tax decisions by majiige IINEEIN 51% 0%

Consolidated payment of taxes and contributior{§i NI 58% 0486

Perhaps because of some successful reforms and others that are in progress, businesses continue to be
more and more optimistic about the future. Brig the last three years we have seen an increase in the
percentageof businesses that expect to make profits (from 34% in 2012, to 43% in 2014) and that plan to
hire more workers (from 19% in 2012, to 26% in 2014). Further good news for employniexit45%

of large companies expect to increase the number of employees, though on the other hand 22% of large
companies expect to decrease the number of their employees.

We now present some of the most important findings from the 2014 survey, broken dgwarea:
business demographics; corruption and transparency; regulatory framework; taxes and charges;
macroeconomic policy; and access to finance. We conclude with recommendations based on the survey
findings.



Business Demographics

The companies thatook part in the survey are reflective of the total population of Serbian firon82%

small companies, 6% medium, and 2% l&ge. /x> KF R GdzNYy 2 @SN 2@0SN) emnnzInn
profitable in 2013, and 88% have been operating for at least nine years.avEnage firm has 22.7

employees. We only surveyed businesses with at least three employees.

Women are underrepresented in firm ownership and managemenEmployment of women in the
surveyed firms is close to the national average of 42% of employeeéritiein the USAID BEP survey
have 36% female employees. In companies registered as entrepreneurs, women make up 50% of
employees. But men continue to dominate in firm ownership, as illustrate@raph 03 Numbers are

similar for management: only 27% managers are women.

GRAPH3. Ownership Share Among all Surveyed Firms

= Men own more than 50%

Men and women have equal share (50%:50%)

Women own more then 50%

Most employees have permanent contractenly 25% of firms hire temporary workers. This number may
or may not increase with the recent Labor Law amendments that provide foetdigdterm contracts

and encourage movement from informal to formal employment, but also make hiring permanent workers
less burdensome and risky (e.g. severance rationalized, grounds for unlawful termination narrowed).

As in previous years, few firmare exporting 92% of products and services are sold in Serbia, and most
firms sell only in their own municipality. Most exports go to the former Yugoslavian republics.

Only 12% of firms are members of business associatiofi$is is similar to 201and represents a big
decline from the 36% membership in 2011. Members of business associations rate the associations higher
in providing training and information (37% positive) and organizing business fairs and marketing support
(33% positive) than in adeating to the government for regulatory reforms (17% positive).

Corruption and Transparency

The positive perception about reduced corruption carries over from 201Bhe number of businesses
that believe thatcorruption affects them a lot decreaseddm 41% in 2011 to 16% in 2013 and%ih
2014. Reports of giving money or gifts or using private connections also decreased since 2011. This

2The sample of large companies is a bit higher thartaked population so that we could get a large enough
sample of large companies to be representative.



success in reducing corruption is also reflected in other survéust there has not been improvement
from 2013 to 2014.

GRAPH4. Effects of Corruption on Business

It affects a lot 2011 41% 38% 20%
2012 33% 41% 26%
Sometimes it affects
2013 [Ji698) 38% 46%
Does not affect at all 2014 - 42% 42%

More than half of the businesses believe that transparency and predictability in doing business has
improved, which continues a positive trend. 89% of businesses report that they are good oeethyoy
excellently informed about the changes to laws and regulations. Businesses also have a significantly better
understanding of the Government's economic growth strategy: 53% now understand it fully or partially,
compared to only 22% in 2011. ThéEs also been a positive trend in businesses' ability to participate in
reforming laws related to the business environment, with those finding improvement increasing from 4%
in 2011 to 14% in 2014, and those disagreeing decreasing from 76% in 2011 to2(BP4.i

There was a setback in perceptions of factors that contribute to winning public tendekger significant
improvements in terms of the importance of best offers compared to connections and corruption in 2013,
the 2014 survey shows backslidimgnly 10% of surveyed companies have significant experience in public
tenders, which amounttd 6 2 dziT ewn dH O0Aff A2y |[yydZdtfeo

GRAPHDS. Factors in Winning Public Tenders

3.1
The best financial offer_ 33

3.8
. 5.7

2.7

The best technical capacity and experiem— 28

3.1

- 20
41 2011

I 3.7
31 m 2012
I : 2013

3.9 m 2014

I se

3.1
N 32
3.2

Bribing members of the tender pane_ 31

6

2.
I s

Connections with political parties

Private connections

3 Serbia improved from 80to 72"din Transparency International's global survey for 2013. In World BEnkésprise Survey
2013 9% of 360 interviewedotnpanies see corruption as a major constraint to doing business, and in the World Economic
ForumGlobal Competitiveness Survey 2@didnd that 11.9% of respondents identified corruption as a major constraint.



Regulatory Framework

Most businesses in Serbia are not spending more time and money in dealing with regulatory issues, and
management is spending less time on these issués 2011, 56% of businesses spent more money on
dealing with regulatory issues than in the previous year; in 2014 28% reported spending more more than
in the previous year. In 2011, 47% of businesses reported spending more time in dealing with regulatory
issues; in 2014 the number is down to 22%. But it is difficult to declare this a success since only 5% of
businesses say they spent less money and 9% report they are spending less time on regulatory issues.
Perhaps the best way to describe the situatistthat things aren't getting better, but aren't getting worse

for most businesses.

GRAPH6. Money Spent in Dealing with Regulatory Issues
During the last 12 months has your company spent more or less money dealing with regulatory issues compaiirizeforge
that?

More money 2011 56% 40% 4%
2012 47% 50% 3%
The same amount of
mone
Less money
2014 - 66% 5%

GRAPH)7. Time Spent in Dealing with Regulatory Issues

During the last 12 months has your company spent more or less time dealing with regulatory issues, comparing to year before
that?

More time 2011 47% 49% 3%

2012 37% 56% 7%
The same amount

of time
2013 - 66% 3%

Less time

2014 69% 9%

There is somewhat better news in terms aofmeé management spends in dealing with regulatory
requirements, with 57% saying that management spends less than 20% of work time dealing with
regulatory issues (compared to 46% in 2011). The respondents were also asked whether they agree or
disagree thathe burden of laws and regulations decreased in the last 12 man#69 disagreed; 37%

were neutral; 17% agreed. As shown in Figure 7, there has been a steady improvement in responses to
this question since 2011.



GRAPH8. Burden of Laws and Regulaitis

The burden of laws and regulations decreased in the last 12 months

Disagree (1+2) Neutral Agree (4+5)
2011 82% 16% 2%
2012 71% 22% 1%
2013 NGEO 30% 7%
2014 G 37% 17%

Administrative procedures are among the most problematic areas for busines§68s of businesses say

that administrative procedures are a burden on their business, rankingast out of 14 aspects of the
regulatory framework. The most burdensome administrative procedures in terms of duration are
obtaining licenses and certificates, tax administration, and registration/deregistration of employees.
Paying taxes and contributiorfer employees and VAT procedures are most burdensome in terms of
frequency. But it should be noted that 41% of surveyed businesses did not answer the question on the
most burdensome procedure in terms of duration, and 46% did not answer in terms of fregue
Administrative reforms are welcomed by the business community: 58% of businesses positively evaluated
the consolidated payments of wage related taxes and contributions (and only 7% rated this negative).

Inspections continue to get less burdensom@&usiness managers spent an average of 12 hours during
the past year in dealing with inspections, compared to 34 hours in 2012. The most frequent inspections
are market, labor and tax. 27% of businesses assessed inspection oversight negativelyqsimei24%

in 2013); so there is sustained improvement since 2012 when nearly 69% assessed inspection oversight
negatively. A majority of respondents believe that inspectors are polite andnailed, and that relevant
regulations are accessible andaie These good results are due to reforms and restructuring in certain
inspectorates, particularly market and food safety inspectorates. These inspectorates and others are
moving to riskbased inspectiorfgwhich will be required under the future Law tmspection Oversight)

which make inspections more efficient and effective and less burdensome. But other reasons for less
burdensome inspections are cause for concern since inspections are needed to protect citizens and the
market: low staff capacity, l&cof vehicles and gasoline, and other financial constraints. The most
problematic aspects of inspectors' work are protection from unfair competition, bribery to avoid a fine,
and poor coordination.

4 USAID Competitiveness ProjeReport on Inspctions in the Republic of Serlfzd14) shows that more than half of
interviewed inspectorates asserted that they conduct or are in the process of introducifgasskl inspections.
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GRAPH9. Rating the Inspection System

| agree 52y Qi 1 ysRéfusal Not applicable m | disagree
Inspectors are polite in dealing with businesses 76% 4% 6%-
Inspectors are well trained 70% 6% 6%-
Regulations on inspection controls are accessible 60% 12% 7%-
Regulations on inspection controls are clear 58% 9% 6‘V_
LyallsoG2Na KF @S I gt NNI y ([IF 2N ESERBSA LT vos Zoiresg
LyallsO0GAz2ya LINEGARS Ay FENNE GRS R om0 NREso)

The complaints mechanism is effective 34% 32% 7%_

Inspections effectively protect us from unfair competition 30% 16% 7%_
Ly 2NRSNJ G2 Llhaa (kS O2y (INRHEE A (i 26200z | 7ok PSRN
LyalSoaazya FNB yz2id 55t t[[0268NRA y 535S R | [ieiRINIRE SR

¢KS AyallSodzNa I NB 2703y 2BESNER «23o.8 | Tl iNSIS0EN

Constructionpermitting showed some improvement, but it is still unreasonably expensive and time
consuming While World Bank Doing Business showed no improvement in terms of number of
procedures, time and expense involved in obtaining a construction permit (forehaase in Belgrada)

our survey shows that businesses see some improvements on the ground. In 2014, businesses that
constructed a building in the past two years reported an average time to obtain the permit of 8.2 months,
down from 9.3 months in 2013, 1fonths in 2012, and 19 months in 2011. Most of this year's
improvement comes from Belgrade, where the time to obtain a permit went from 14 months in 2013 to
8.5 months in 2014. But as the graphic below demonstrates, businesses that constructed g bhaitdin

feel that the costs and time are reasonable.

GRAPH0. Rating Construction Permitting

Bl R2y Qi |»BoBkiow | agree

Costs related with construction permits are modera_ 15%
onstruction permits can be obtained in a reasonable time_ 41%
Construction permits are now easier to obtain than fi
years ago

Simplification of construction perm_lttlng would enable m 9% 66%
to expand my business

The system for enforcing judgments has not continued the improvement that businesses saw last year
As a result of major reforms in the system for enfonemt of judgments, the perception of the
enforcement system improved significantly from 2011 to 2013. But in 2014 businesses have become more
pessimistic about enforcement, with 66% of businesses that used the system rating the system poor or
very poor conpared with 34% rating it good, very good, or excellent. This is down from 2013's numbers
of 61% poor or very poor and 39% good, very good, or excellent. 36% of businesses that started an
enforcement action have been unable to enforce the debt; 27% tvek a year to enforce; and 36% took

5World Bank Doing Business 2015 ranks Serbit #8689 countries imbtaining construction permits.
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less than a year. We should note that only 30% of businesses actually used enforcement, which could
indicate that they can collect debts outside the system or that they have no confidence in or can't afford
using the gstem.

The 2014 Labor Law amendments have not yet had much of an imp&#cently adopted changes to

the Labor Law are expected to significantly improve labor flexibility and stimulate employment (they were
enacted less than two months before this surwegs conducted). 26% of businesses plan to increase the
number of employees in the coming year, and only 10% plan a decrease, though 61% of businesses stated
GKFG GKSe R2yQl LIy (2 OKIFy3dS G(KS ydzyoSNge2 T SYLJX
regulatory constraint on hiring: 69% rate them negatively. 40% rate labor law procedures and
requirements negatively. While the main reason that businesses did not hire workers was market
conditions (64%), 12% of firms cited the amount of taxessardal contributions, with 7% citing labor law
issues like limited fixed term contracts, excessive paperwork, severance pay, and restrictions on firing.
The share of temporary employed workers decreased from 11% to 9%, while permanently employed
workers ncreased from 89% to 91%.

Taxes and Charges

Respondents believe that taxes are the factor with the most harmful impact on their busindsss not
surprising that fiscal issues continue to be listed by business as negative, as demonstrated inCrigure 1
Wages taxes and contributions, VAT, and tax administration lead the list of problematic areas, along with
parafiscal charges which are in effect hidden taxes. There is a consensus that the increase of VAT was
the most troublesome government measureat was implemented in the past year, but the basic 20%

rate is relatively low compared to EU countries and does not represent an objective threat to
competitiveness (though the lower rate for food, drugs, and other selected categories is on the high side
compared to EU countries). Nonetheless, it appears that further shift by the government from income to
consumption taxation will meet some opposition from the business community.

GRAPH.L. The Most Negative External Factors
Please assess the impactloé following elements on your business

Other obligatory (quasi-fiscal) charges (communal tax etc.)
Wage taxes and contributions

VAT
Positive

m Negative Grey economy

Tax administration

Administrative procedures

Parafiscal charges continue to be burdensomeAs shown in Figure 10, businesses rank {hiacal
charges as having the most negative impact on their business. Administrative fees, motor vehicle fees,
and firmarina were rated the most burdensome. This is not surprising since the Law on Republic
Administrative Fees contains nearly 230 tariff numbers, which encompass several differenirfsese

cases more than 10. These results are similar to findings MADUBEP and NALED's analysis on the
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financial impact of pardiscal fees and chargtand Treasury data on the largest amounts of paid-teon
fees and charges (except for motor vehicles which has a smaller fiscal impact than the survey would lead
us to bdieve).

Tax Administration has made some important reforms but remains problematicBusinesses rate
consolidated payment of taxes and contributions and service of tax bills by mail as two of the three most
important reforms made in the last year. Buill$61% of businesses cite tax administration as having a
harmful impact on their business.

Macroeconomic Policy

Businesses believe that inflation, exchange rate volatility and interest rate volatility are the most
damaging macroeconomic factors thiéir competitiveness While it is understandable that these factors

are of great concern to businesses due to their direct impact on bottom lines, official statistics on these
factors seem to contradict businesses' perceptions. In September 2014, wikesuthiey was conducted,

the inflation rate was 2.1% yean-year, and it has been consistently within the target rate during 2014.
Exchange rates have not been unduly volatile in 2013 and 2014; in fact they were less volatile than in 2011
or 2012. Interest rates have been consistently dropping during the past year, and the most recent key
policy rate is 8%, down from over 12% in 2011 and 9.5% at the end of. 20M@netheless, when asked

to list the top three factors to be improved, the most frequertswers were 1) exchange rate volatility,

2) wage taxes, 3) inflation.

VAT rates and wage taxes and contributions are perceived as the biggest fiscal policy threats to business
competitiveness ¢ KS af 26 SNE ! ¢ NI GS 6 Lhdfr pjrdBlit categdtlesfie Ra > R
been increased from 8 to 10% in January 2014, which put Serbia among the EU countries with the highest

Gt 26SNE !¢ NIGS® Ly GKIFIG aSyasS (GKS LISNOSLIAZ2Y 27
VAT rate in Serbiéapplied to all other products) of 20% is relatively low in comparison to other EU
countries (but a bit higher than Bosnia and Herzegovina, Macedonia, and Monteliggrm) does not

represent an objective threat to competitiveness of Serbian businessageWaxes and contributions

were rated as having the fourth most negative impact on businesses. International comparison supports

this perception: while the tax burden on average salaries in Serbia is in line with other European countries,
taxes on wagebelow the average are high. Serbia has the fifth highest tax wedge among the thirty
countries examined on the lowest incomes (33% of average gross Wage).

GRAPH2. Impact of Fiscal Policies

Negative Neutral Positive
2011 86% 13% 1%
Inflation 2012 91% 8%.%
2013 GG ITITEUUIIIIIIIIIR oozt
vy o0 |
2011 65% 32% 3%
VAT rates 2012 68% 29% 3%

2013 e 20%
2014 | 2 /om—/o

6 USAID BEP and NALEBalysis of Business Percept@Results of Survey on Pafescal Charge014.
7 National Bank of Serbia.

8 National Bank of Serbia.

9 National Bank of Serbia.

10www.vatlive.com

11 World BankDoes Formal Work Pay in Serhia08.
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Exchange rate 2011 80% 18% 2%
volatility 2012 85% 13% 1%
2013 IR iammZreseoA
gy - | v

2011 40% 57% 4%
2012 34% 61% 5%
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Customs duties

Excise taxes 2011 27% 70% 3%
2012 33% 62% 5%
2013 s T s g7
2014 I RS Y

Businesses want lower taxes, but emphatically oppasgy reduction in transfers, subsidies, incentives,

or other budget items that benefit businessesThey oppose such budget cuts even when the premise is

that such cuts could help to reduce their taxes. Inthe 2011 survey, cuts to most transfer progreams we
supported by over half of respondents; but now opposition to spending cuts has grown across the board.
For example, in 2011, 54% of businesses supported cuts in price subsidies; in 2014, only 28% support such
cuts. In 2011, 53% supported cuts in sdiz&d inputs; in 2014 only 30% support such cuts. Interestingly,
significantly more businesses would support cuts in training for businesses this year (35%) compared to
2013 (24%).

GRAPH.3. Estimate ofpercentageof Firms Paying Contributions

Accordingo your estimate, whapercentageof employers in your industry pay contributions for employees?

it 72.8
Pay full contributions M
O N 73.8
Pay only partial [ 15 » 2013
contributions [l 14 = 2014

o121

Pay no contributions at aII-
12.2

The gray economy remains a major problem for business62% of businesses state that the shadow
economy has a negative impact on their business operatiofwo recent studies show that about three
fourths of businesses report a decline in their annual revenues due to unfair compéfitRiradow
activity doesn't appear to have been reduced in the past year: respondents state that the same
percentages of enployees in their industry pay partial or no contributions on employees' salaries. Thus it
is no surprise that when asked to rate the most important reform, survey respondents listed reducing
shadow economy number one.

12 USAID BEP and Foundation for the Advancement of Econdth&S§hadow Economy in Serbia: New Findings and
Recommendations for ReforiRebruary 2012.
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Access to Finance

Business borrowng continues to decline and most businesses do not use external financiég% of
businesses did not use external financing, up from 31% in 2011. 49% of businesses stated that they had
no need for credit. The main reasons that those who needed fingrtithnot borrow are 1) used owners'

equity instead of a loan, 2) bank products were not suitable for my needs or risk profile, 3) bank
NEIljdZANSYSyida GF{1S G22 YdOK GAYSkO2aio ¢CKS | @SNI :
O2YLI NBR in2012. 6 KSnh@SNI IS F2NJ 42t S LINPLINASG2NE A&
€ Mm@ these numbers show why introduction of miefimance and other notbank financial
institutions are so important, since commercial loans at this size do not fitshdmlsiness models.
Manufacturing companies borrowed only half as much from banks as they did in 2098 of businesses

believe that the financial sector can play an important role in economic growth, so there appears to be
opportunities to increase agrnal financing.

Most financing is from owners equity This is the case regardless of the size or sector of the firm, or
whether it is registered as an enterprise or as an entrepreneirms that do borrow externally still
mainly use own funds: foush firms, 62% of their financing is own funds.

Banks remain the largest external funding source, but bank financing is declinidfthe 36% of firms

that use external funds, the averagercentageof financing coming from banks is 24.7%, down from
27.1% in 2013. Financing from family and/or friends increased from 6.5% in 2013 to 9.7% in 2014. At the
same time, quality of bank services is rated higher than last year and 90% of businesses stated that it is
easy to get initial information about loanfefings. Businesses in South and East Serbia and Sumadija and
West Serbia are much more likely to borrow from banks than those from Belgrade and Vojvodina.

Overdrafts are the most common form of bank financingAlmost 30% of borrowers use overdrafts a

the most frequent type of financing, followed by over 25% using term loans most frequently. This
continues the trend that we saw in previous years to use stesrh bank products. This is despite many
other products being available and overdrafts havihe highest interest rates. Other bank and Amank
products, including letters of credit, leasing, and factoring, were rarely used. In contrast, leasing is the
most popular external source of financing for SMEs in Europe, with 40% of companiesusadgasing

in 2010 One problem may the small average loan size (see above), which banks can only provide
through consumeypriented loan products like overdrafts rather than commercial lending.

Real property and machinery and equipment are most commty required as collateral. The most
common types of collateral requested by financial institutions were "land/buildings" (48.4%), and
"machinery and equipment, including movables" (45.9%). This reflects what appears to be a positive
trend: the percentageof land and buildings required is decreasing over time, while machinery shows a
trend of steady growth. This is particularly good news for SMESs since they often have limited real property
to use for borrowing. Additional good news is that personaktsof the owner are being less and less
requested as collateral by financial institutions, indicating that creditors are looking at the business as an
independent economic entity separate from the owner. Land and buildings were least required as
collateral in Belgrade (35%), and most required in Sumadija and West Serbia (60%). Apparently banks in
Sumadija and West Serbia can't get enough collaterttiey also require the most machinery and
equipment (64%, compared to Belgrade's 31%).

13 Oxford Economic§he Use blLeasing Amongst European SIVMExL1.
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GRAPHA. Requiral Collateral
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Land, buildings 58
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Other 13
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Businesses believe that banks are owallateralizing. Although less survey respondents state that
meeting collateral requirements is difficult (45% in 2014 compared to 57% in 2013), 38% contend that the
value of collateral required by b&a is more than 1.5 times the amount of the loan (20% think that it is in
excess of 2 times). 28% believe that the value is 1.2 to 1.5 times, and 20% believe that it is 1 to 1.2 times
the loan amount (14% refused to respond).

Loans are primarily used foequipment and inventory. Businesses mainly use bank loans for
acquiring/improving equipment or machines (35.8%), and increasing inventory (26%). Money borrowed
from family and friends is used mainly for acquiring/improving equipment or machines (34:15%4a)so

for paying VAT and other government taxes (20.8%).

Interest rates and fees are the biggest obstacles to increased lend#@§6 of companies who need credit
believe that interest rates and fees are inadequate for their negtiss is similar tgrevious years' results.

76% rated securing adequate collateral as inadequate for their needs. Based on this survey as well as
focus groups previously conducted by USAID BEP, it appears that the lack of borrowing from external
sources is a result of ¢hhigh costg high interest rates and fees.
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GRAPH.S. Suitability of Finance

Negative ratings on suitability of finance
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Conclusions and Recommendations

The survey shows that there is much more work to do to develop a business environment thatagyesou
private sector growth. Based on the survey results, we have the following recommendations for the
government, business community and other stakeholders:

Remove pardiscal charges These charges, which in effect are hidden taxes, are ranked andbie
negative issue for businesse69% say that they have a negative impact on their business. 139ipeah
charges were eliminated in 2012, and in 2013 the Government began an effort to draft a new Law on
Charges for Utilization of Public Goods thaiuld eliminate unfounded charges and mandate proper
calculations (relating to the actual administrative cost or value of the service or right) for legitimate
charges. That effort has stalled in the past few months and needs to be revived, along with weff
amend the law on Local Sé&bvernment Finance.

Intensify efforts to fight the shadow economy The shadow economy has a negative impact on 62% of
businesses, ranking fourth in the list of negative factors. The government has undertaken s@ageidcr
inspections already. A new inspections law, which has been drafted, would enable all inspectorates to
tackle the shadow economy in an efficient and effective manner. Other important efforts include
improvement of tax administration, improving liglily by restructuring, privatizing or liquidating less
making public enterprises, and banning the sale of new manufactured goods at farmers and flea markets.

Reinvigorate anticorruption efforts. Businesses saw significant results in the fight agagmstigtion in
2013, and there was no backslide in 2@Iut also no improvement. In particular the government should
focus on egovernment solutions and other tools for transparency and accountability, more dialogue with

17



the business community, and ensugi that corrupt practices are fully investigated and subject to
appropriate sanctions.

More focus should be put on reforming public administratipfrom businesses' standpoint this means

less unnecessary red tape and morg@aernment. 45% of survey remplents disagreed with the
statement "public administration's work is more efficient now than a year ago"; only 16% agreed with this
statement. Administrative procedures were cited by 60% of businesses as having a negative impact. In
order to have a potive impact on businesseasand citizens; public administration reform needs to go

from strategy development to actual change in the way government institutions are run, with a new
serviceoriented culture.

Expand efforts to simplify business interactionith the government Two of the three most popular
reforms undertaken during the past 12 months relate to simplification of administrative procedures:
consolidated payment of taxes and contributions, and submission of annual financial report to only the
Business Registry as opposed to multiple government bodies. On the other hand, tax administration and
administrative procedures were rated among the five most negative impacts on business. The
government should thus focus on administrative improvemehts save businesses tinggparticularly

using egovernment solutions.

Renew efforts to improve and widen public procuremegtand public perception of the procurement
system The 2013 law helped to significantly improve businesses' perception of thedactmlved in
procurement decisions, but in 2014, perceptions deteriorated. The law has not changed but perhaps
implementation has not gone as well as it could. There is certainly room for improvement on the only 2.7
average number of offers and 10% lmisinesses reporting significant experience with public tenders.
Thus, the government should review implementation of the Law on Public Procurement. After that review
the government should assure the public and business community that the review wasdralel changes

will be made to ensure a consistently fair and even playing field for bidders on government procurements,
and that more bidders are welcome.

Enact and implement the Law on Inspections Oversighhspectorates have successfully reduced the
burden on businesses by restructuring and improving operations, and should continue in that direction to
make improvements sustainable. But they are still not particularly efficient and effective, particularly with
regard to combatting the shadow economyComprehensive inspections reform is needed to make
inspections more transparent, ridkased, proactive, and more oriented to combatting the shadow
economy.

Enact and implement the Law on Planning and Construction and related legislatiGosts and time
related to obtaining construction permits remain excessive and enacting the new legislation is the first
step in reducing both. Implementation will be extremely challenging as one stop shopspanahigting

need to be established and the roles of numes@overnment institutions and public enterprises need to

be changed, reduced, or eliminated.

Place renewed attention on use of public enforcement officers to improve enforcement of judgments
Businesses do not appear to be benefitting sufficiently fromlew Professional Enforcement Officers.

Most cases have been for utility bill collection, though banks are starting to use PEOs more frequently,
with success. The Ministry of Justice and the PEOs themselves should increase publicity about this new
way d enforcing judgments and improve marketing.

Increase investments in infrastructure Only 13% of businesses agree that "the state of infrastructure
that is necessary for doing your business has improved," while 42% disagree.

Accompany tax reform with a excellent communications campaign When asked what change of
regulations they hope most for, businesses listed: 1) reduction of taxes, contributions, fees; 2) reduction
of VAT. Legal and regulatory and administrative reforms were ranked much lowsne&es rank para

fiscal charges, wages taxes and contributions, and VAT as the three most problematic issues for
businesses. Many economists recommend that the tax burden be further shifted from income to
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consumption, but since many businesses are égatn VAT, the government should explain the impact
of the shift in terms of improving competitiveness and incentivizing investment and employment.

Increase communications about reductions in inflation and exchange rate volatilBysinesses still rank
exchange rate volatility as a problem and a priority to improve in order to improve their businesses'
competitiveness. Inflation is ranked third (after wage taxes). While many businesses (and citizens) are no
doubt sensitive to these issues due to thHeutoization" of the Serbian economy and loans and inputs
denominated in Euros, inflation is low, and the exchange rate has been relatively stable. The government
and NBS should make more efforts to publicize these facts, while slowly "Dinarizing" tteergcon

Reforms seeking to stimulate lending should focus on factors that are causing high interest rates and
fees. Businesses cite interest rates and fees as the biggest constraint to borrowing. Indeed, Serbia has
higher interest rates than other marketiue to several factors, including uncertain collection due to
problems in enforcement of unpaid loans and foreclosure on collateral, costs of regulatory compliance,
and poor economies of scalé.

Strengthen Extrajudicial Enforcement of Mortgage®©nemajor risk factor that is causing high interest
rates is the nearly nofunctioning nonjudicial foreclosure of mortgages, which is supposed to make the
collateral enforcement faster and less expensive. Both laws and procedures in tedigal mortgag
foreclosure process need improvement. The government needs to strengthen extrajudicial enforcement
of mortgages by defining a settlement process for junior liens, streamlining the appeals review process,
clarifying the status of unregistered propertypnovements, and ensuring compliance with the law that
prohibits motions for delay or cessation of the foreclosure process.

Provide businesses with training and education on financial managemerit appears that many
businesses do not understand how towgtture borrowing to increase profits. Businesses should seek to
use less expensive and more appropriate means of financing their businesses, as there is currently
overreliance on owners' equity and overdrafts.

Allow non-bank financial institutions (NBFIg) invest and lend in Serbia With bank lending declining

and with bank's having difficulty serving the micro and small business market, it is important to allow
NBFIs to do business in Serbia. It would make the most sense to first allow otwlgpust taking NBFIs

so that there is no risk to financial stability in Serbia and supervision can be minimal.

Professionalize valuation of collateral Businesses believe that banks tend to esefateralize.
Uncertain values also are a risk factor thatises the cost of finance to be high. The NBS is developing an
immovable valuation database for valuers to use. The MoF is developing a new Law on Valuatiih that
setnational standards for property valuation, as well as laws and bylaws to goverabher profession

Methodology

In order to achieve the aims of this survey and adequately measure the success of the Project, it was
necessary to establish a baseline against which reform progress can be measured. Bearing in mind that
the Serbia Busass Survey 2014 is a follayp study, surveys in 2011, 2012 and 2013 were used as a
baseline, with special care taken that all methodological and sampling procedures used in the study are
complementary to those applied in the previous two surveys.

The 2014 business survey was conducted market research agenclpsos Strategic Marketing, in
cooperation with the USAID BEP team, in the period between Septefard October 1, 2014.

14 USAID Business Enabling ProjEttancing the Growth of Small and Medium Sized Enterpretical Issues and
Recommendations for Serbi2012.
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Interviews with the representatives of companies and businesses were corfilR a ¥ OS (2 FI

average duration of interviews was 50 minutégerviews were conductedith people whooccupy the
highest positionsn the company: owners, directors and finance directors

For the purposes of this research, ISM designed a saofipégjal entities that allows comparison of the
results between waves, and at the same time accurately reflects the current business landscape in Serbia
in terms of business size, industry and regibime target population wadlgrivateactive businessntities

(both enterprises and entrepreneurs) currently operating in Sedsayprised of 3 or more employees.

The sample was built using the list of all business entities (enterprises and establishments) registered at
the Serbian Business Register (20I2e sample size was0D9enterprises and entrepreneurs.

GRAPHSG6. Sample structure
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As can be seen in the graph tel which compares the structure of the sample used in the current
research with those used in previously done waves of research, caigalfitir mutual comparison were
particularly hard to achieve since the structure of the sample in 2011 was deviated in terms of size, while
samples from both 2011 and 2012 were formed in a way that overestimates the share of entrepreneurs
with 3 or more enployees in the population of business units in Serbia. Comparison with the previous
wave conducted in 2013 is absolutely possible since the sample was designed in the same way.

In order to verify if the constructed nationally representative sample allowsparison of new data with

the data collected in 2012 and 2012, ISM staff weighted the data gathered in 2012 and 2011 in terms of
the most relevant variables (business region, industry and size). The weighting procedure was performed
in the way that wouldmatch the structure of a nationally representative sample planned to be built in
2013, and 2014 afterwards. After weighting the data from 2011 and 2012, answers to a number of
attitudinal questions were compared on the weighted and the unweighted datase¢sults of the
analyses undertaken suggested that the data collected in 2012 and 2011 are robust, and that in principle,
sample structure does not seem to be a factor that highly influences the comparability of the results.
Accordingly, the sample strugte envisaged for the current research remains comparable to data
gathered in 2012, and with certain limitations to data from 2011. These limitations are surpassed
throughout this research by analyzing trends separately on various relevant subsamplesetessary.
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GRAPH.7. Sample structure across waves
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The instrument used in this survey was a questionnaire based on the instruments used in previous years

of research, with improvements designed in a way that does not disadshparison of results over the
last three years. The majority of questions were old questions used in the previous wave of the survey;

only 5 questions were eliminated, and 15 new questions were added.
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The complete methodology of this survey is depidtechore detail in the table below.

Method of data collection

Sample universe

Sample frame

Sample type

Selection procedure

Respondent selection

Post stratification

Faceto-faceinterviews in company offices
Private enterprises and entrepreneurs in Serbia with 3 or more employees

List of all business entities (enterprises asiablishments) registered at the Serbian
Business Register (2012), Serbia

T 80849 active companies

i 20679 active entrepreneurs

Size of frame list:

] 37301 active business
entitieswith 3 or more employeesn total:

a 32304active companies

a 4727 active entregneurs?s

Information available in sampling frameame of the company, phone number,
municipality, region, economic activity (NACE classification), number of employees,
financial details from balance sheets, legal status

Representative, onatage stratified sample

Stratification is done according to:

wwS3AA2Yy o6n NBIA2Y A0
w902y2YAO0 | OGA@GAGE 2F odzaAiySaa SyuGaAadas:
w{ATS 60 3INRdzIE o0& &aAl So

SRSWR (Simple Random Sample With Replacement) within strata

CompaniesOut 0f32304active companies with 3 or more employe8894of them were
randomly selected in order to obtain at least 850 in the final sample

EntrepreneursOut of4727active entrepreneurs with 3 or more employe&84 of them
were randomlyselected in order to obtain at least 150 in the final sample

Within each selected company, the interview was done with owners and managers of
business entities.

Based on: region, economic activity of businesities and size

15There are 48545 companies with less than 3 employees and ¥8Bpreneurs with less than 3 employees
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Sample size

Sampling error

Fieldwork

1009 business entities:

1
1

Margin error n=1000  +3.3%

31d Septemberg 1t October, 2014

880 companies
129 entrepreneurs
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Business Demographics

Size of Companies

Other than the first USID BEP survey 2011, the sample has a largeumber of small size companies

than medium and largeThe 2014 sampleconsistsof 92% small6% medium and 2%arge companies.

29% of companies had turnover of less tlkd®0,000while 18% had turnover greatéinane m a At f A2y |
more than 20 employee3he data for the last two years indicates that total value of assets remains similar

across these two waves of research which corelates with the type of business. ComperiagMithand

2012,the 2013 and 2014urveysreveal somewhat more companies with large business assets.

Tablel. Total operating assets owned by companies (balance sheet assets)

2011 2012
[ Saa GKIy 13% 27%
SisSSy emnzInn 14% 18%
SGisSSy eonzZnn 7% 8%
SG6S8SSy epnzInn. 17% 10%
5d68SSy emnnznan 27% 26%
SG6SSYy epnnzy 20% 9%
a2NB (Kl 2% 2%
Average 1.000,190 1.257,043
Table2. Company turnover
2011 2012
[ Saa GKIy 7% 10%
.Si6SSYy emnzInn 13% 18%
.Si6SSYy e€onzZnn 9% 11%
.806S8Sy epnznn. 12% 9%
SigS8yisamn | Yk 34% 26%
SG6SSyYy epnnxs 9% 7%
a2NB (Kl 16% 19%
Refusal - -
Average 1.257,043 1.034,450

Operating History

Analysis of the operating histoyf the interviewed lisinesses in the 2014 survey revealed a similar
structure as in previougears Importantly, the majority of business entities that took part in the survey
(88% of them) have been operating for at least 9 years from the moment of interviewirtgrms of
business results, nearly nine out of ten businesses (89%) operated with a profit in the yeati21=1
similar to findings in th@revious three years.

16 Data onturnoverare based upon respondents se#fports. The missinglata were filled in according to the Serbian Business
Register Agency (for all the business units that are obliged to subesieédata).



Employment and Gender in the Labor Force

Nearly onehalf of all companies making up the samprepoyed up to five stafl26%employed>5 to 10
staff and 15%employed more than 20There are an average @R.7 staffper company, with an average

of 7.8women and 14.8nen.Women represent 50% of the workforce in enterpreneloms for other types

of bushesses the averageasound 31% This is lower than the average for Serbia: the Statistical Office of
the Republic of Serbia reported that in 2013, 42% of total employees in Serbia were women.

Types of employment contrast Most are PermanentTemporaryDeclining

Businesses rarely hire temporary workers, 75% of them don't have these types of contracts. Half of the
businesses have between 1 and 5 employees (43%), and 26% between 6 and 10.

84% of businessek I @S 2yt & & LIS NMahdyorByy10% aveowtivder21aad$ af those hired
on different types of contract (piecework contract, contract on temporary and occasional jobs, contract

on professional training, contract on representation and mediation, contract on additional johs).
number temporaily employed has been decreasing.

GRAPHS8. Number of Permanent Employees
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GRAPHS9. Number of Temporary Employees
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There are substantially fewer women in managing positions and governing structures than therenare me
Women only occupwpne third ofthesepositionsg this has been basically unchangsidce 2011A 2013
study by FRENhowed that women entering the labour market faced high barriers and needed to be
better qualified than men to access employment. Eveough working women in Serbia generally have
higher gualifications than men, a woman with the sataba characteristics as a man earns 11% 1éss.

GRAPHR20. Ownership Share among all Survey Firms

® Men own more than 50%
Men and women have equal share (50%:50%)

Women own more then 50%

GRAPR1. Ownership: Enterprises and Entrepreneurship

® Men own more than 50%
Men and women have equal share (50%:50%)
Women own more then 50%

Total 8% 13%
Enterprises 7% 11%
Entrepreneurs 8% 28%

Most of the interviewed businesses are majority owned by men: in 78#keabmpanies, men have more
thantwo-thirds of the ownershipf the businessThisis similarto the results in the2013survey Women
control a very smajpercentageof enterprises (11%), but they control slightly more than a quarter (28%)
of all entrepreneurships.

Market Sructure

17Souce Gender pay gap in the Western Balkan countries: Evidence from Serbia, Montenegro and Macedonia report
2013(FREN and UN Women)
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GRAPR2. Markets and Sales
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92%o0f sales aren SerbiaThis has been the pattern in each of the prior two surv@yse survey results
show that firms are still unable or unwilling to export much, and in fact they mainly sell in their
hometowns.This is quite troubling since the domestic market is smallrandt firms will be unable to
significantlygrow unless they exporit appears that many riins are reluctant to trade outside their
traditional market where they trust that contracts will be honored. Others may be simply unable to
compete outside of Serbia or their home market. Those that do export are still quite conservatinag or
not be verycompetitive internationally since 61% of exports go to countries in the former Yugoslavia.

GRAPR3. Market structure: Where are Goods and Services Sold?

Hometown of your
business

National market 67%
(teritory of Serbia)
92% Other
towns/regions

33%

Former Yugoslavig
61%

Other countries
8% Other countries
(the EU, Russia...
39%

¢CKAA &SI NR& & dzNI nestciimpanies dd hovgfk witiKgdvénfment Kddiésonly 26%

sell to GoS, and this numbleas beerdecreasing since 2011. Of tB&% ofcompanies that do wrk with

the public sector, 49%do less than 10% of their business with the state, and another 29% do between
10%- 30%.
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Business Asociations VeryLow Membership; Mediocre Services

yyi: 2F o0dzaAySaasSa R2y Qi o0Sftf2y3a (2 ligsmilaaznRofHaa | a3
Although large firms and service companies reported modestly greater membership, the numbers are still
very low

When they do join associations, the most popular is$leebian Chamber of Commeragith xx% of firms
reporting membership5% of companies reported membership in the Serbian Union of Employers and
another 4% in the Business Association Internatidmahsport Businesses from South and East Serbia
are most likely to become membersf associations A1%9, while few businesses in Vojvodina join
associationsg%9.

GRAPR4. Membership in business associations

2011 64% 36%
Not a member of an association
2012 82% 18%
2013 87% 13%
Member of an association
2014 88% 12%

The survey asked companies to evaluateoaisgion performance against three impact indicators:
Advocacy; Market Development; and, Training & Education. A majority of respondents were mostly
neutral across all three parameters. They think that chambers are not very successful in Advocating to
the Government for the regulatory reforms, but associations proved to be better in Education and
Information disseminatin than in 2013. Over the four years of surveyes can see slight increase in
average marks in all the aspects of the business assmtmtctivities.

GRAPH25. Business associationgerformance

m Negative Neutral Positive Don't know/ Refusal

Advocating to the Government for the regulator

0, 0, 0,
reforms 50% 17% 7%
Organization of business fairs and support in placem 0 0
of products 42% 33% 4%
Training, education and information disseminati 35% 37% 50
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Policies, Laws & Regulations

Promoting Transparency and Fighting Corruption

In 2012, the gvernment announced thatdhting corruption is one of itmajor goals. Shortly thereafter

the governmentstarted multiple criminal investigations against businessmen, of which the case against
58tGlF |1 2f Mioflaved 428 P8R0 Aa GKS o0S8aid l1yzseyod ¢KS al SN
concrete actonsNB a dzf G SR Ay | (Qé&deptigh®f carrfiptian dziBérlylaSEhé Bange was
AUNR|{Ay3Ite akKz2ey Ay GKS fFad &SI NDa { dNDitgaly ¢KS vy
affectsthem decreased from 41% in 2011 and 33% in 2012 to only 16% in 2013. This year, thamsults

almost identicat; 17% of surveyed businesses claim that corruption affects them highly. A small difference

is shown among those who answered that corruptimmetimesaffectsbusinesseg 42% in 2014 versus

38% in 2013, and those who claim thatides not affecthem at all¢ 42% this year and 46% in 2013.

However, this difference betweeR013 and 2014s staistically almost insignificant angle can freely

02y Of dzZRS GKI G GKS ST 7T S-Coiruption2dfive @i Still Sranghs NaGefrgy G Qa |
0dzaAYySaasSaQ LISNALISOGAGS 2y O2NNHzLIiA2y AYy {SNDAI ®
Fd ¢NIyaLl NByOe LYGSNYyFraGA2ylFtQa [/ 2NNHzZLIJiA2y t SNDOSL
HaMo ® Ly ¢NIyaLl NB guddy for 2018 SShidia siokedl 42| up severalmoirgsdront the

prior year, and enough to push it from8@ 72" out of 177 countries surveyeld According to the World

.y 1 Qa 9y i S NLIRNaeSsed{irdMElp 3084, 1819wof 360 interviewed congsasee

corruption as a major constraint to doing business. The World Economic Forum Global Competitiveness
Survey 2013 still underlines corruption as the third major constraint to doing business, right after the
inefficient government bureaucragnd accss to finance. However, when we take a look at the actual
percentageof respondents who picked corruption as a major constraint, we cartleeéigure is only

11.9%.

It is interesting to mention that the survey carried out by URHDPDecember 2013 on @&presentative
sample of citizens is showing that the citizens, when asked directly about the level of corruption in the key
institutions, havea somewhat different perspective than the businesses. 56% and 58% of respondents
believe that the Parliament anihe Government of Serbia ate a certain extent or very corruptwhile

80% of the citizenbelieve thatpolitical partiesare to a certain extent or very corrupt

GRAPIH26. Effects of corruption on business

To what extent corruption in public administration affect
your business?

Effects of It affects a lot 2011 41% 38% 20%
corruption on 2012 33% 41% 26%
business Sometimes it affects
38% 46%
Does not affect at all 42% 42%

18 Transparency International. Corruption Perceptions Index 2012 & 2013.

19World Bank Enterprise Survey 2013

20WEF Global Capetitiveness Survey 2013

21LUNDP and CESID Attitude of Serbian Citizens Toward Corruption Research Dec 2013
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Corruption takes many form#cluding bribery, blackmail and the use of private and party connections.
The first two are reportedly on the wane. This year, 95% of businesses said that they were never
blackmailed by a public servant, and 90% responded that they did not give giftsinin exchange for a
service. Compared to the013results,the answers are very similaBut compared to 2011, there is a

significant decrease in paying the bribe¥ 2 dzZNJ @ SI NA 32 2yf & cd> alkAR (K
while 25% answered that$ & ¢ SNB LI & & ThaNoddBahk Enterpibd Suiveyosts slightly
different picture:m o ® 0’2 2 F o0dzaAy SaasSa o0StASPS GKIFIG aGKS 02 VYL

2NJ IAFda (G2 Lzt A0 2FFAOALI f &isgéttthg \b&d in dage bhsetdingR2 y Sé =
government contract (40%) and getting construction permits (15%). The UNDP survey shows that citizens

are facing and/or practicing bribery more oftéhan we find in the BEP survey of busines@¥56 of

interviewed ciizens had direct or indirect bribing expemiee in the second half of 2013

GRAPR7.Blackmail by a public servant

Have you experienced blackmailing byublic servant in
administrative procedure in 20137

Blackmail by a public

Yes, we had to pay

2011 4% 8%

88%

2012 29%6% 92%

servant Yes, but we didn't pay
2013 1% 5% 94%
No, | have no such
experience 2014 19%4% 95%

The use of private connectiomecreasedcompared to 2011 and 2012, but the number of those who
rarely use it did grow from@% in 2013 to 27% in 2014, while those who never use it slightly decrease
68% compared to 72% in 201But there is a perception of more corruptiom securing a government
contract¢ 34%of respondents who havexperience with public tenderselieve that private and party
connections are the way to winThere is also a perception of corruption in inspections of businezs¥s:
of respondents perceive bribery as a regular part of inspections oversight.

GRAPRS8. Private connections

Have you ever used some private connections in dealing with

public administration issues?

2011 21% 33% 46%
Regularly
Re[t)orted uset.of Rarely 2012 10% 40% 51%
rivate connections
P 2013 8  20% 72%
No, never

68%
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The gwernment exhibited both commitment and conviction, and the effects are evident in the data.

| 26 SOSNE GKS LRAAGAGBS GNBYR YR SydKdzaAlay TFTNRY
decreasing. 2015 malye a crucial year in which government actiamsinactions determinghe way

businesses perceive corruption, effects of corruption to doing business in Serbia, and the willingness and
strength of the Government to strike back.

Closely connected to corruption perceptmis the perception of trangarency and predictability of doing
business. There is a continuing positive trend in the way businesses see the level of transparency and
predictability for doing business in Serbia. Answering the question on whether they agree that these two
key criteriafor doing business increased in the last 12 months, 55% of entities replied that they
agree/partially agree, which shows 10% higher trughefbusiness community in certainty athrity of

the business environment thaim 2013 and 30% higher than irD21. Businesses also have a significantly
better understanding of the GoS econongoowth strategy: 53% understanid fully or partially, as
opposed to only 22% in 2011.

GRAPR2S.

To what extent you agree or disagree with the following
statements?

Disagree (1+2) Partially agree Agree (4+5)
Transparency and predictability for doing 2011 76% 20% 4%
business in Serbia increased in the last 12 2012 73% 19% 8%
months 2013 INNSSEIN 6% (9%
2014 |NSVIEN 41% 14%

Towhat extent you agree or disagree with the following

statements?
Disagree (1+2) Partially agree Agree (4+5)
| am aware and understand th&oS 2011 78% 17% 5%
economic growth strategy for businesses 2012 58% 28% 14%
2013 s 35% 15%
2014 G 42% 21%

Public procurement

Effective anticorruption policyincludes establishment of an efficient and transparent procedure in
concluding contracts with the Government. This is why, throughout the last decade, public tenders are
continuously one of the most important and most controversial issues in Serbia.Julatwy framework

has changed several times, and the latest law, adopted in 2012, had been implemented for only 16 months
at the moment of doing this Survey.

According to the Public Procurement Directorate, the total contracted value of all publienemd2013
is 2.2 billion EUR, which equals 7.2% of GDP. However, the Survey repeatedly shows that the majority of
Serbian companies (72%) have no experience with public tenders, and that only 10 % of surveyed entities
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have a significant experience. Thist O2y aAadSyd 6A0GK FTAYRAYy3Ia NBfF (GSF
most respondents are reportedly not engaged in public sector contracting, and they do not sell to national

or local governments. This leads to a tentative conclusion that 2.2 biliGhigdistributed among 10% to

15%% of Serbian businesses. On the other hand, the Public Procurement Directorate reports that the
average number of offers per one contract in Serbia is only 2.7, which is significantly less than average 4+

in EU and regimal countries.

Does your company have experience in public tenders?

Base: Total target population

Enterprise .
2ntrepreneurship Industry Region
3 k)
(]
. wn
Q 3 g %) [} © '% @
2 S = @ @ k= c E g O = =
S o k3] S 9 © o c .8 1] © = o
5 s | & 8 |5 S s% - |E § 3
E £ |2 F 8|8 g §go 5 2 2
c < > o
w > E | 5
n o
1009|880 129  B46 360 303 B90 255 220 144 D28 62 19
0.46 0.08 0.09
b2> 65 R2 71.8 71 76| 67 76 73| 67 81 81 73 64 56
experience
Yes, we have some| ;- g 18 15| 21 14 19| 20 14 14 24| 18 16 17
experience
Yes, we havealoto ., 11 9| 12 10 13 H 9 27
experience

al

When we break down the 28% that have some or a lot of experience by the size of the company, not
surprisingly 9% of small, 20% of medium and 27% of big caegpéout of total interviewed per each
category) participated in tenders.

Looking regionally, the numbers are more interesting: the region of South and East Serbia has the most
extensive experience with public procurement. Only 13% of Belgrade baskd%aof Vojvodina based
respondents have significant experience, while géscentagegoes up to 22% in South and East Serbia.

In addition, only 18% and 20% of the entities from Vojvodina and Sumadija and West Serbia have
experience with public tenders,hile in case of South and East Serbia 46% of entities participated in public
procurements.

Among the total of 28% of businesses that have participated in public tenders, the majority of 51% says
that it takes the best financial offer to win. However, resgents also identify less virtuous means to win
an award: exploit personal or political connectian®4%, or resort to briberg 5%.

GRAPH29. Winning public tenders

Which of the circumstances contributes the most to winning ir
public tenders?
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I s

The best financial offer 51%
45%

I o

Connections with political parties 19%
20%

.
Private connections 14% m Total
19%
Enterprises
-
The best technical capacity and experience in

oo 7% Entrepreneurs
similar jobs

3%
5%
5%

8%

Bribing members of the tender panel or othe-
relevant persons

GRAPHBL. Private/political connectionsby region and by size
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Thefigures on bribing and using connections are lower than in the previous years, but nonetheless the
survey results continue to reflect the mistrust and cynicism. When looking at the answers from the
regional point of view, Belgrade, surprisingly, has test percentageof entities that believe in major
influence of private/political connections 20%, as opposed to 58% in Vojvodina, 46% in Sumadija and
West Serbia, and 36% in South and East Serbia. Also, such perception or experience affects mostly small
¢ 44%, and mediurB2% companies, versus only 15% of big companies with the same views.

Unfortunately, the best technical capacity and experience in similar jobs keeps almost the last place
among the proposed answersonly 6.5 % of respondents pickedidhcriteria as the prevailing one in
winning the tender, while 34.2% say that this never or rarely contribute to winning. Even though the law
does not oblige the Government to decide solely or mainly based on the best price criteria, it seems that
this iswhat prevails in practice. This may mean that members of tender committees are not skilled
enough, or simply feel more comfortable and less prone to corruption accusations if they take a solid,
numeric criteria as the main in decisiomaking. On the othenand it may also mean that the Government

is not getting the best, or even good, services that fit its real needs.
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Regulatory Framework

Information about Regulations
Businesses in Serbia know about developments in the regulatory framework today thetteintany of
the previous four years.

GRAPHR2. Information about regulations

How well are you informed about regulatory
changes to laws and regulations in Serbia?

Very poor = Poor = Good = Verygood = Excellent

2011 6%10% 35% 32% 17% 16 49
2012 12% 43% 28%  11%
Totall .’ Y Y 18 39
2013 490% 42% 30%  13%
2014 8% 42% 3%  13% L =
11 47
2011 4%9% 31% 36% 20% 13 56
Enterprises 2012 468% 40% 35% 13% 12 48
2013 :[010% 41% 31% 14% 13 a5
2014 0 0
2% 41% 3% - 9 57
26 33
0, 0, 0, 0, 0,
2011 | 13% 13% 41% 22%  11% 25 29
Entrepreneurs 2012 (9% 16% 47% 21% 8% > >
2013 5% 17% 51% 19% 8%
2014 EHATA% 51% 27% 6% 16 33

8% of respondents said they are good, very good or excellently informed about the changes to laws and
regulations. Compared witk013 there is al2 %increasen enterprisesvho say that they are very good

or excellently informedand a6 %increase among entrepreneurshe dfference between enterprises

and entrepreneurs is striking: 57% of enterprises (including 82% of big enterprisels¢gayd very good

or excellently informed, compared with 33% of entrepreneurs. This clearly inditdadé¢<fforts to
educateand informbusinesses should be targetatentrepreneurs

Businesss thatmade aloss in 2013 less often stated they have gémadwledge about changes in the
regulatory environment than those who made profit. Businesses based in South East Serlassfeel
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informed compared to other regions. Belgrade busiesdsel better informed that businesses in any
other region. 50% of optiists (firms that stated that they expect increases in profits, employees, and
products) consider themselves to bell informed, as opposed to only 37% of pessimists.

dzaAy 884840 . A33840 /2y08SNyaA

Asin previous years) dza A y Biggestantersare financial impositions by the government: notably
parafiscal charges, wage taxes and contributions and VAT, followed by administrative challenges: tax
administration and various procedures.

GRAPHB3. Businesses concerns

Please assess the impact of the following elements on'
business

7%

Other obligatory (quasi-fiscal) charge_ 5%

74%
—— 70
81%

0,
Wage taxes and contributions_ 7%

2%

I oo 2011
0
E— 1% T
VAT o
66% 2013

I— 67
49%

P 639
Tax administration 63%

65%

I 62%

62%
strati S 70v
Administrative procedures 0%

66%

I 61%

m 2014

Although VAT increased this reporting period, there is only onepecentincrease in respondents who
reportanegative impact of the VAT on their businesses. Perception of the impact of théisiaicharges
improved byseven%from 2011, which is0 be expectedjiven the2012reforms. There was aignificant
decline inthe number of businesses who report negative impact of wage taxes and contributions (from
81% in 2011 to 69% in 2014is hard to explain this decline, but perhaps it is a resldusinessedeing
happy aboutsimplification of the procedure for payingage taxes and contributiord they aresimply
satisfied that no increase in titax and contributiorrates has been introduced.

Inthe last three years, 62 to €bof firms reported mgative impact of the workf the Tax Administration,

up from less than half of respondents in 20Ihe rumber of business stating negative impact of
administrative procedures is on a steady decline since 2012, when it was at the level of 70%,ito 61%
2014 But in2011 it was 62a
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Money and time (is money) spent on regulatory issues

There is a continuindeclinein businesses who report more money spent on dealing with regulatory issues
than in the previous yeat from 56% in 2011 to 28% in 2014. However, it is difficult to dedlais a
success, since only 5% of busirsssy they spent less money on dealing with regulatory issues than in
previous year. Technically, one could interptee results as further deterioration of our business
environment, since significantly more bsinesses report more regulatory burden compared with the
previous year than report less.

GRAPHB4. Money and time spent on dealing with regulatory issues

During the last 12 months has your compgispent more
or less money dealing with regulatory issues comparing
year before that?

More money 2011 56% 40% 4%

2012 47% 50% 3%

Money

The same amount of

money
2013 63% 4%

Less money

2014 66% 5%

During the last 12 months has your company spent mol
less time dealing with regulatory issues, comparing to y
before that?

More time 2011 47% 49% 3%

2012 37% 56% 7%
The same amount of

time

Time

m Less time

2014

69% 9%

As for time spent oealing with regulatory issugthe results are more ecouragingg or less disturbing,
depending on whethethe focus is on theurrent result or trends. Namely, 22% of businesses surveyed
report more time spent than in the previous year (down from 47% in 2011 and 31% in 2013) and 9% report
less (up from 3%niboth 2011 and 2013).

A dmilar questionii KI & T2 O0dzaSa 2y &9fite tndldagerheyftltirBeSpEat@n dedlingS o
with regulatory requirementy indicates a somewhat brighter picturgenior managers are spending less

and less time dealing wittegulatory issuess7% of respondents say management spends less than 20%

of their work time dealing with regulatory issues (up from 46% in 2011 and 55% in 2013).
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GRAPHEB5. Senior managers' money and time spent on dealing with regulatory issues

M More than 50% of work time # From 20 to 50% of work time  From 10 to 20% of work time ™ Up to 10% of work time

100%
9%

° 129
90% o 18% 7
80% |
0,
70% - 33% 35%
42%
60% | 44%
50% -
aoi | - 28%
30% 29%
20% -

10%

0%

2011 2012 2013 2014

Thereis one interesting observation here. When asked to complagesituation today with situation a

year ago (time or money spent on dealing with regulatory issues), businesses are rather critical, and
indicate that sitiation now is worse than it wasuBwhen we compare answers to the same questions
asked in 2014 and in previous years (how much management time they burn on dealing with regulatory
issues), without asking them to refer to previous years, results are observably more positive. It might be
that our business respondents afme with giving objective assessments, as long as they are not in the
risk of praising the government.

Responses on the time and money spent on regulatory issues can be checked with the question on the
overall burden on lawsral regulations. For the first time since we started the survey in 2011, we have
more people who agree or partially agree thithe burden has decreased compared with the previous
year. In 2011,82% of respondentslisagreed that there waslecrease in theburden of laws and
regulations, while onl¢#7%disagreein 2014. However, among other 54% with more positive view& 37

only partially agreethat there was a reduction in the burden, while only 17% of respondagtseor fully
agreethat the burden of laws ad regulations decreased in the last 12 months.

GRAPHEB6. Overall burden on laws and regulations

To what extent you agree or disagree with the
following statements?

Disagree (1+2) Partially agree u Agree (4+5)

2011 73% 20% 6%
2012 73% 20% 7%
2013 e 29% 7%
2014 Gz 32% 15%

The access to finance for your business is
improved in the last 12 months
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Disagree (1+2) Partially agree Agree (4+5)

2011 82% 16% 2%
The burden of laws and regulations 2012 71% 22% 1%
decreasedn the last 12 months 2013 G 30% 7%
2014 VGO 37% 17%
Disagree (1+2) Partially agree Agree (4+5)
Business ability to participate in reforming 2011 80% 16% 4%
laws related to the business environment 2012 72% 22% 1%
has improved in thdast 12 months 2013 G 30% 7%
2014 TGRS 37% 16%

What do we wantANe are not sureWhen do we want itANe want it Now!

Asked about the change of regulations they hope most fothe& moment,a large number of our
respondents offered no answer whatsoever (37%). Others have a more clear idea: reduction of taxes,
contributions and fees and reduction of VAT is a priority for 28% of businesses.

GRAPH7. Change of regulationdusineseshope most for at this moment

Reduction of taxes, contributions, fee{j| | | | | | N NN 7o
Reform of charging VAT/ reduction of VAJIEEGzG 11%

Arrangement of laws, regulations, reform{jj I 8%
More efficient/ simpler administration/ e-busines<jj | 7%

The Labor Law [l 6%
Change of tax systemJJJj 4%
52¢6yaArl Ay3 3INBe SOz2yz2vedjmect 2e1t O2yLISGArdAzyk al
.SuaSNI FAaort Lt AOCek|rsgel yOALE RAAOALE AySk LI
Exemptions/ subsidies/ favorable credit- 2%
Employment exemptions ] 2%
/ dzai2Ya LINRBOSRdANBA | yRJUBRYAyAadGNI GA2y F2NJ AYLEN

None | 5%
Dot know Refusal [ -2

General improvements in the regulations, better administration and introduction-8éwicesare the
priorities for15% of respondents. Next on the list, with the support of 6% of respondentise ichange

of the Lalor Law. It is difficult to tell Wwether this stems from lack of information on the content of changes

of that law enacted iduly 2014r from the view that changes did not respond fully to the needs of some
businesss. The axt concrete item on the lissidealing with informal (grey) economy. It will be interesting

to see how this issue is reflected in the survey next year, given bold announcements about dealing with
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the grey economy and some actions that have been already implemented (such as assigmirsjaf
for the Tax Administration's field controls).

Taxes

Survey respondents remained critical tbe tax-related regulatory framework. In all four years of the
survey, an overwhelming majority of businesses has reportedvifagie taxes and contiutions and VAT
negatively impact their businesses. Furthermore, there is consensus among the survey attendants that
the increase ofhe VAT rate is the most troublesome government measure that has been implemented in
last twelve months.

GRAPHSS.

Different aspects of regulatory frameworkand their influence on business in Serbia

Please assess the impact of the following
elements on your business

Other obligatory (quasi-fiscal) charges (communal tax etc.)
Positive Wage taxes and contributions

m Negative VAT
Grey economy

Tax administration

Administrative procedures

Payment transactions including time and money
Monopolies

Labor law procedures and requirements

Court procedures and requirements

Obtaining of the business licenses and related requirements
Inspection surveillance

Obtaining of construction permits and related requirements

Customs and external trade procedures
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GRAPHEB9.

Please evaluate how the following Government measures,

Evaluation Of implemented Government measures implemented in the last 12 month, affected business

environment, using marks from 1 to 5, where 1 means Very
negative, while 5 means Very positive.

® Negative (1+2) ® Neutral = Positive (4+5) Not applicable 1 Don't know/ Refusal

Increase of penalties for tax violations

Amendments to the Labor law

Amendments of procedures for certification of health cards
Inclusion of tax inspectors

Adoption of stimulating measures for employment

Amendments of procedures for registration and deregistration of... -_

Process of registration real estate rights

Extension of the deadline for for the submission of the VAT returns -_

Submission of annual financial report to Business Registry

Submission of tax decisions by mail -_
Consolidated payment of taxes and contributions -_

¢CKS af26SNE +!¢ NIGS oOoFLIWIXASR FT2N F22RaX RNHAAZ
FNRBY vy (2 wmME: AY WHydzZ NB wamnI gKAOK Llzi { SNDBAL
rate. In that sense, the perception oéspondents is justified. On the other hand, the basic VAT rate in
Serbia (applied to all other products) of 20% is relatively low in comparison to other EU countries, and
does not represent an objective threat tbe competitiveness of Serbian businesg¢seethe comparison

of basic VAT rates inlseted countries of the region in thable below). On the other hand, the statistics

on number of payments and time spent, reveal that &lated administratie procedures represent a
compettive disadvantag for Serbian businesses.

Ease of Paying Taxes: Value Added Tax (VAT)

Country Number of payments Time (hours) Statutory tax rate
Croatia 1 52 25%
Slovenia 1 74 22%
Hungary 1 96 27%
Poland 12 100 23%
SERBIA 12 105 20%

Source: World Bank Daj Busines Report for 2015

The dissatisfaction of Serbian businesses with the regulatory framework related to wage taxes and
contribution is, to a certairdegree supportedby hard data and international comparison of the tax
wedge?. According to the Widd Bank study from 2038 the tax wedge oraveragewage in Serbia is in

line with that of OECD and neighboring countries, but it is relatively higpwetr wage levels.The tax

wedge at 3300f the average gross wage in Serbia is the fifth highest arti@ntirty countries examined
(seeGraphbelow). The tax wedge at 506 of the average gross wage in Serbia is the ninth highest.
Considering that around 63% of workers in Serbia have wages below the average and around 20% of

22Tax wedge expresses the costs of social security contributions by employers and employees and the personal income tax of
employees as a share oftéd labor costs.
23 Does formal work pay in Serbia? , World Bank, 2008
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workers receivehe minimumwagée?, it is understandable that the surveyed businespesceivethe
labor-related fiscal burden as@mpetitivedisadvantage.

GRAPH!O.

Tax wedge for a single with no children at 33 percent of average wage for select countries
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Source: "Does formal work pay in Serbia", Johannes Koett! - Author's calculations based on OECD Tax & Benefit Model

The high tax wedge at lower wage level is the consequence of the low degree of progressivéatass in

taxah 2y AY {SNDBAF® G2 KAES Ay Yzaild 2GKSNJ O2dzytiNASas |
for many countries, by over 1Percentagepoints between 33 and 10% of average wage level in

Serbia, labor taxes increase by only gecentagepoiy’ Gt @ @ = | O O 2 dilRBankfihdinge (G KS 2

Thus, any potential government measures for redutirggtax burden on labg should take into account
the progressiveness of the taxation, along witledificationof the schemes for social contributions, and
aninevitable increase of VAT.

With regard to tax administrationGraph39. above shows that introduction of the unified system for
paying wage taxes and contribution is popular. 58%espondents’positively evaluated consolidated
payments of wage relatl taxes and contributions. Extension of deadline for submission of VAT returns
follows with the 54% of positive evaluations and submission of tax decisions by mail is on the third place
with the 51% of positive evaluations. On the other, black side @fil, is the increase of the VAT rate,

with 70% negative evaluation, followed by increase in penalties for tax violations (32%).

24 Tax Policy in Serb@lLooking Forward, FREN, June 2009
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ParaFiscal Charges

Among thefactors that have an impact on doing business, the lowest evaluated are different changies,
among them the mandatory netax levies, fees and charges (69% negative rating), as well as taxes and
contributions (69%), followed closely by value added ¢aXxAT (65%), tax administration (61%) and
administrative procedures (60%)he sirvey also sbws thatthe change in regulationthat the business
sector in Serbia most hopédoris the reduction of costs in the form of reduced taxes, fees and charges
(17%).

Graph41. The Burden of Paréiscal Charges

= Not burdensome (1+2)- 5 2 y Q (i =|Rg¢fisa = Not applicable = Moderately burdensomes Burdensome (4+5

Charges for use of water resource_l 14% _—
Environmental charges_ I 12% _—
Fees for registration of motor vehicle_ I 8% _—

Businesses report that administrative feeand fes for registration of motor J@cles are the most
burdensome.Just the Law on Republic Administrative Fees contains nearly 230 tariff numbers, which
encompass, as a rule, several different fes®me of them more than terThey are followed by tsiness

name display fee, whicis perceived amore burdensomé Y2y 3 o0dzaAySaa Ay ~dzYk RA2
and South and East SerbMext is thdand use charge, which wabolished since January 1, 2014, but

amounts defined in the resolutions enacted hetyears before the cancellation are still burdensome to
businesses. Naturally, it is expected that this burden will decrease over the time.

Graph42® | 246 2y SNRdzd A& G(KS GCANNINXYIKé 0068 NBIA2YVE
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Charges for use of water resources and environrabrmharges are generally not reported to be
burdensome. This is probably because most of the surveyed firms are small and clustered in trades and
services, and so they are not subjected to these-teonimpositions.

Comparing to the2013 surveyesults, his survey shows the same or substabtially similar burden of
businesses caused by pdiscal fees and charges, leading to conclusion that inpé& yearlittle has

0SSy R2yS Ay (GUKA&a | NBlFI® ¢KSaS NBa&dzZ G&sanatysiston £ | NHS I
financial impact of pardiscal fees and charges, conductad aquestionnaire to businesses, with some
SEOSLIiA2y & NBIFNRAYy3I o6dzaiySaa yl dfeveRlargetdiuidéntof SS= 6
big businesses caused by this fe&ehise,! { ! L5 . 9 treQuits largiaiyId@réspond to official

Treasury data on the largest amounts of paid #iax fees and charges, with some exceptions regarding

fees for registration of motor vehles, where these data shaavsomewhasmaller burén caused by this

fee comparedo other fees and charges.

Administrative Procedures

While there has been some improvement in the last two years, businesses continue to rate administrative
procedures as among the most negative aspects of the regulatamyefivork.

NEGATIVE ratinger various aspects of regulatory framework that influence business in Serbia (across
waves)

*due to unequal number of missing values in 2011, 2012, 2013 and 2014 surveys, percentages were
recalculated to exclude missing valierder to achieve comparability
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GRAPHI3. Administrative procedures
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Asked more specifically about the most burdensome administrative procedures due to their duration and
frequency,mostbusinesses are in the darkd1% of surveyed businessdid not answer the question on
most burdensome procedure in terms of duration and 48k not answer the question relating to
frequency. 7%and 8% respectively answered "none".
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GRAPHI4. Most burdensome administrative procedures due to their durati@md frequency
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Among those who provided answers, obtaining licenses and certificates is the burden number one in terms
of duration. Tax administration and registration/deregistration of employees are on the second and third
place, respectivelyPaying taxes and contributions for employees is on the top of the list with regards to
the frequency, followed by VAT and other tax administration procedures.

Inspectiors

The 2014 Business Survsigows thatthere is a continued deease in theadministrative burden to
businesses caused by inspection oversignt2014, lisiness managers spend less time in dealing with
inspections, which leaves them more time and energy to deah wivelopment of their business.
Management spent 1Bourson average dealing with inspectianB1 2012 management spet hours

¢ so there has been an approximately titirds reduction in this burden.

This decrease in burden of inspections is reflectedusiness perception of inspection oversigtst a

obstacle for doing business in Serbiay & LSO A2y & YIylF3aSR G2 NBGFAY 12
business perception of negative ratings for various aspects of regulatory framework that influences
business in Serbidhe 2014esults show that 28%fdusinesses assessed inspection oversight negatively

45



(very similar to 2013 25% negative), showing sustainable improvement comparing to 2012 (43%
negative).

These improved results are likely the resuliaofombination of a lack of resources in thepestorates

and reforms and restructuring that certain inspectionsidertook. One reason for alleviation of the
administrative burden of inspections is a lack of resources for staff and human resource development,
lack of vehicles and gasoline, amtther financial constraints that inspections face.

Some inspectoratesparticularly market inspection and food safety inspections, coretiotformsin
accordance with good international practice and EU standaMarket inspectionwhich isone of the

three biggest inspectionssonductedcomprehensive restructuring of their operations, ahdppears that

this reform isSNBEFf SOG SR Ay { KA @he 81&ketNdspecoild $ias OriplemeRied daimié a ©
aspects of ristbased inspection, madmore efforts in pevention andconductedcontinuous professional
development and trainings. This approgbvidesbetter protectionto the public whileat the same time
reducing administrative burdenonbusinesses.The USAID Competitiveness projestiows that other
inspectorates are also reforming4% ofinterviewedinspectoratesasserted thathave introducecr are

in process of introducingisk-based inspectionsUnder the future Law on Insption Oversight, all
inspectorateswill be required to introduce and develojsk-based inspection.

Table3. Inspection Statistics

2011 2012 2013 2014
Average amount of fines imposed HMHY €eMcpp €eycy € 2022
Average amount of time (in hours) spent by management 70 34 17 12
Average number of visits in the year before 5.5 4.8 3.1 2.2
Average number of visits in the current year 6.0 3.8 2.1 1.6

Unfortunately, the survey results show that inspections continue to be pehalsed, and have a long
way to go to become compliandmsed. Anost 40%of businesseseported that nspections are often
ordered or required to find a reasa collect the fine or initiatea penalty procedure. There has also
been asignificant increasa average fines imposed as result of inspection oversjdiyt about2.3 times.
Large Belgradbasal enterprises paid the greatest average fines, with rural entreprengadiculaty
traders, paying the least.

Graph45. Amount of fines imposed as the result of inspection: Average values
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As expected, the most frequent inspections were the thre@ésy: Market Inspection, Labor Inspection

and Tax Inspection. Accordingtiee results2 ¥ G KS ! { ! L5 / 2 YLIS{, Ahésk e/ S 4 &
inspections in total oversee implementation of 337 pieces of legislation and regulation, and cover all
businesssubijects.

Graph46. Most Frequent Inspections in 2013 and 2014

I 269

Market inspection
P 33%

I 239

28%

I 25%0
26%

Labour inspection

Tax inspection

I 1
Sanitary inspection 11%

8%
Bl 3%

3%
B 2%

3% = 2013

Traffic inspection
Environmental inspection

Building inspection
g Insp 206

. 204 2014
2%

B 3%
B 2%

Communal inspection
Tourist inspection

Veterinary inspection

9y O2dzNy Ay It &x | & iR30148INGody o réshhonde@d bliBv@ that ideNddtsrs ate
well-trained, and that relevant regulations are accessible and clesppraximately threefourths of
businesses report that inspectors are wiedined and politeifi the 2013 surveit wastwo-thirds), while

60% believe that regulations are clear and easily accessible.

58% of respondents answered that inspections hawearrantthat is providedto inspected businesses
These data precisely correspond withe USAID Competitiveness Pro@@ R G aK2gAy 3
interviewed inspections stated that they act undearrants

Nearly half of the interviewed businesses respondedt tinspections provide information, advice and
technical assistance to enable businessetiniely comply with the regulationswhichshows results from
efforts invested in strengtheninipe prevention role of inspections.

When it comes to honesty andtegrity among the ranks of inspectorbie majority of businesses report
that they paid no bribe or other gratuity, while 22% paid a bribe, which is consistent with findings from
NALED, UN and other independent research and surv@ye third also reporta& that the complaints
mechanism is effective. Providing businesses with a mechanism to report dissatisfaction omdwitogmg

is at the core of corruption prevention, and it is critical to promoting efficiencyteargparency

Businesses are greatly troullS R 0@ (GKS 3INr & SO2y2Yeész FyR R2yQi

protecting them from unfair competition. 1@y 30% of interviewed businesses reported that inspections
effectively protet them from unfair competition. And businesses state ttreg grey economy as the
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fourth biggest problem for doing business (62% negatiVé)s a systematic approach, with close
coordination and cooperation among inspectorates and other government institutions, is needed to
combat the gray economy.

Another big isse is inspection coordinatio941% of interviewed businesses believe that inspections are

well coordinated, while, on the other hand, accordingtte USAID Competitiveness Project, 20% of
inspectoratesassess coordination as good and 80% as good enough.

Graph47® 9 @l f dzf GA2Y 2F AYyalLISOu2NBQ 62N]

| agree 52y QG 1 y-Reéfusal Not applicable = | disagree

Inspectors are polite in dealing with businesses 76% 4% 6%-
Inspectors are well trained 70% 6% 6%-

Regulations on inspection controls are accessible 60% 12% 7%-
Regulations on inspection controls are clear 58% 9% 60/_
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The complaints mechanism is effective 34% 32% 7%_

Inspections effectively protect us from unfair competition 30% 16% 7%_
Ly 2NRSNJ G2 Llhaa (kS O2ydNRWMe 4 A (i 2620z | FANISENARV NN
LyallSoaazya FNB yz2id o5t t] O268NRA y 535S R | [ RINIHSENIRG:

¢KS AyallSOiaNBE FNB 27038y 2BESNBR k35 I el NEBOvE 2

While a continuous reduction in the number and frequency of inspections is welcome news, we should
remain aware that inspections are necessary to protect citizens and the markettfidngsis a continuing

need forinspections reform to make inspections more transparent-baked and more oriented toward
combatting illegitimate economy.

Construction permits

Serbiaachieved what many houglt impossiblec to furtherfaf £ 2y G KS 2 2 NI R listt y 1 Qa
from 1839 place in the 2014 edition to 186in edition for 2015. Bew Serbia are two countries with

raging wars and Eritrea. Does our Business Suaegboratethese abysmalesults inthe Doing Business
report?

We firstnote thatthe numberof respondents to the construction permitting battery of questions is limited
to the businesses that were engaged in constructing a building in prewiaugears, which is a fraction,
4.5%o0f the total number of respondents. Howevehe number of busineses who reported negative
effects of too complicated construction permitting procedure is six times bigger than number of
businesses that were involved in a constructidhis is good illustration of the huge multiplicative impact
that construction sectohas on other industries.

Probably most interesting question is how long it takes businessebtiin a construction permit. The
average time for 2014 Survey respondents is 8.2 mogtewn from 9.3 months in 2013, 12 months in
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2012 and 19 in 2011However, there is one important consideration here: in 2013, wh@naverage

time for the whole Serbia was 9.3 months, it took 14 months to obtain the construction permit in Belgrade
(about twice as much time as it took businesses in Vojvodifiag2014 Survey results paista brighter
picture for the City of Belgrade: 8.5 months as opposed to the national average of 8.2 matithsiore

than in Vojvodina (7.7 months), but less than in Sumadija and Western Serbia (8.8 months).

Graph48. Constructionpermits
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The graph above shows that 85% of respondents consider costs related with capstrpermits
excessive. This & increase from 81% in 2018n the other handthe number of respondents who see
time needed to obtain the permit as reasaivle increased from 2013 byp@rcentagepoints, to 41% still
well under 50%.

How do these results transpose to the real lif®ata of the Republic Statistics Office show that number

of construction permits issued in the 12 month prior to our sun@gptember 2018 August 2014) was

7,561¢ just under 5% bigger than the number of permits issued in the same period a year eahligiis
KSFHfGiKe 3INRGUKI o0dzi KIFINRfe& Sy2dzaAK 3IAGSY {SNDAlFQa vy
constructbn permits issued in 2008.

Enforcementsystenga G Af f adzy RSNJ O2y a (i NHzOG A 2y é

Over the lasfew years, a great deal of effort has been madéncreasethe effiGenO& 2 T syseiDb A I Q&
for enforcement of court judgments and other enforceable documeritéis resulted iran improved
perception of the enforcement system in general. For example, the number of businesses that negatively
rated enforcement in Serbia plunged lbygquarter (20 points) during the 2014 2013period.

However in 2014 the improveemts in the survey results came to a halt. Businessssome more
LISAAAYAAGAO 02dzi GKS STFFAOASYyOe 2F (GUKS SyF2NOSYS
we proposedc W @ S NE- totaldegyallddd economic insecurity; court decisions moeenforced, and 2)

Y LJ2-Bdaland economic insecurity; some decisions are enforced and some ayeakeup two thirds

of all the answers. This indicates the rather high level of mistrust of the judiciary, as the number of
companies that believehey enjoy legal and business security and that court decisions are mostly
enforced, i.e. that there is perfect legal and business security, stands at an almost negligible 1%.
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Graph49. Enforcement system
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When analyzed further, however, one can observe that the number of respondents giving evaluations is
very limited, since less than a half of business provided a valuable answertl@naspondents that

RARY QiU FAYR (GKS ljdzSadAazya LI AOFKotSY NBFdzZASR G2
answers indicate more positive results.

The level of negative impressions is especially strong within the category of manufgatornpanies,

where almost half of the companies interviewed rated the system as poor or very poor. Data is additionally
confirmed once combined with the period of time needed to enforce, where 17% of total number of
manufacturers (with even every thirdiReA dzy & AT SR 2y S0 ¢SNBy Qi Fo6fS G2
better with the service providing companies, where only one in a four stated how enforcement system is
poor.

Table3: ratings of the enforcement system by sectoiig 6)

Industry
Manufacturing Trade Services
Very poor 16 11 6
Poor 29 25 16
Sum- 45 36 23
Good 16 13 15
Sum + 4 3 5
Very good 3 3 3
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Excellent 1 1 2

Not applicable to our business 26 36 43
52y Qi 1y2e 9 10 12
Refusal 0 1 3

We can note thathe impressions are quite similar across all regions (Vojvodina at 40% of negatives,
~umadija and West Serbia 39%, South and East &d&%),exceptin Belgrade, where least negative
opinions were stated (27%)Such an outcome is to some extent logiaa@ncerning the level and
importance of businesses operating in the capital city. One may conclude that enforcement infrastructure
in Belgrade is remarkable and well structured, but also that the local businesses are more familiar with
the best practices ahtools valuable in enforcing claims (e.g. the Professional Enforcement Officers).

Table4: regional ratings of the enforcement system (in %)

Region

il e ands\;Jer;dgaerbia and I?gztt gerbia
Very poor 8 13 12 15
Poor 19 27 27 27
Sum- 27 40 39 42
Good 15 16 12 15
Sum + 5 3 4 3
Very good 4 8 2 1
Excellent 1 1 2
Not applicable to our business 38 26 36 37
52y Qi 1y2¢ 12 14 9 3
Refusal 3 1

The negative perception of the enforcement systenadslitionally mitigated by the responses on the
duration of the enforcement procedure. Although when asked about the time needed to enforce, most
businesses (every third one) responded that they did not enforce the debt (still in the procedure), and one
third of respondents took from 6 months to three years, we must note that one fifth of companies that
did attempt enforcement managed to successfully collect their claims within only 6 months. Combined,
we see that majority of the companies enforced claimthinithree year period of time.

28 Oly SYLKI&ATS G(GKFG SyYyGdNBLINBySdNE NBLNBASY(d GKS

need to attempt enforcement, suggesting that they are collecting (tld@d may be because, as previously
discussed, they raly trade outside their municipality)
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GRAPHO. Time needed to enforce a claim
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Finally, we must add that despite the mostly negative responses, the level of optimism expressed by the

businesses remains steady at 30% of total respondents.

Hiring and Labor Law

The BEP Survey results on number of data more or less reflect the statistics on all employers registered in
Serbia. According to the statistics, 64% of businesses in Serbia employ up to 3 employees, 17%employ 3

5 employees, and 19% of §inesses employ more than 5 employees.

The BEP Survey does not include

businesses with three or less employees, and the sample is set forth in the folignajoiy

GRAPH1. Businesses included in BEP survey

Up to 5 employees

From 5 to 10 employees

. 14%

2011
= 2012
2013
= 2014

Types of employment contracts: PermaneVS Temporary
Many peoplein Serbigbelievethat employers mostly employ workers with fixgdrm contracts, and
permanent contract is usually considered to bédaeam come true& However the results of this

survey showthat the oppositeis true. Tlere aresignificantly more permanently employed workers, and
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this has been the case in all years of the BEP Sumdgct, nine out of 10 workers are permanently

SYLX 28SRo® /| 2YLI NBR G2 HnmoX (KA& &S| Ndpdrag dzNIDSe a
employed workers (from 11% to 8.9%), and an increase in the average share of permanently employed

(from 89% to 91%)Smaller firms tend to have less temporary employees

GRAPH2 Temporary employed workers, 2014
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GRAPH3. Permanently / Temporary employed
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However, recently adopted changes to the Labor Law, are expected to significantly affect Labor Law
flexibility and to stimulate more employmentThe Labor Law changelso make it easier to hire shert

term employees and increase the maximum length of filexth contracts from one year to two years,
which should lead to an increase in temporary employment which should mainly benefit young workers.
Since the Survey wasnducted in September 2014, businesses were not able to evaluate with certainty
the influence of adopted changes, or the level of impediments to hiring.

GRAPH4. Employees with contract but without employment relationship
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No employees with contract, but without employmen
. . 84%
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Between 1 and 5 employee. 12%

Between 5 and 10 employeei 2%
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We also exploredhow many people work based on contracts withan employment relationshige.g.
internships, services contracts, etcIn other words, do the employers misuse this type of contract as
well? However, the vast majority of employers (84%) said they had rgarees with contract without
anemployment relationship.

The 2014 Survey shows little change in the levels of employment. In 2013, most firms reported they have

no intention to increase employment in 2014And in fact in the 2014 survey 61% of besises stated

GKFG 0KSe& RARYQUO OKIFy3aS ydzYoSNJ 2F SyLi 2e8SSa Ay I
employers who decreased number of employees (20% of employers who decreased number of
employees).

GRAPHS5. Changes in the number of employge
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Staffing decisions are tied to the economic outlook, but they are also influenced by labor policy and law.
TheWorld Economic Forur@lobal Corpetitiveness Repontanks labor market efficiency in Serbia 119

out of 144 economies.For hbor market flexibility, Serbieanks91st, which is way behind Albania (87),
Romania (77), Bulgaria (45), and Macedonia (21), but still better than Croatip @dmnany (104)and

Austria (95).{ SNDOD Al Qa @¢2NBRIG LRaAldA2ya Ay GKS NBLRZNI | NB
capacity to attract talent (143).

O

Thus it is no surprise that in the 2014 Survey, businesses rate Labor Law proceduegguinedhents as

still negatively impacting their businesses, but wages and contributions affect them more negatively
(although somewhat less than in previous survey (72%). Also, 74% of businesses say that wages taxes and
contributions affect negatively tthe competitiveness of their business, and it is a red light to the policy
makers in Serbia.

GRAPH6. Impact on business
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Labor law procedures and requirements
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GRAPH7. Impact on business competitiveness
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Wage taxes and contribution

Businesses that have not hired new people state two main reasons fomihaeed for new workers, and
amount of taxes and social contributions.
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GRAPHS8. Reasons for not hiring new workers
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In terms of the burden of administrative procedures in hiring, the duration of registration and
deregistration of employees starmit ¢ this burden is worse than last year. This is puzzling, having in mind
that Serbia now has a fully functioningsystem: the Central Register. However, it could be explained by
cynicism toward reforms, i.e. difficultly accepting that the reformsraad and will be londasting¢ the
Business Survey 2015 will show whether businesses have accepted and appreciate this reform.

Speaking of administrative procedures burden, in terms of frequency, contributions and taxes for
employees dominate, and its gative impact seriously increased comparing to the previous year.

GRAPH9. Administrative procedures
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But as already mentioned, in July 2014, Serbia adopted aaudiest to implementchanges to the Labor
Law, and this should lead tmprovements in labor market efficienciPerhaps this is the reason th26%
of employers plan to employ new workers in 2015.
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GRAPHS0. New employees

m Decrease No change Increase
2011 | 58% 31%
Number of eployees 2012 66% 19%
2013 67% 20%
2014 61% 26%

Collective bargaining one of the most important issues in the labor legislation, and the one that could
cause ollapse of the Labor Law reform. But it is clear that there is little employer representation for
collective bargaining (or other social dialogue). In fdme,only representative association for collective
bargaininghasonly 5% of employeras members It seems clear that there should be no sector level or
national level collective bargaining with this level of representativeness (and in fact it would apfxear to
nearly impossible for any chamber or association to meet the 50% threshold for extension of a sector level
collective bargaining agreement).

GRAPHs1. Members of associations

Serbian Chamber of Econom_ 22%

Business Association International Transp' 5%
Serbian Union of Employer. 5%
Association of Auto Schools of Serb- 5%
Belgrade Chamber of Econom. 4%
Serbian Chamber of Engineer. 4%
YUTA/ Association of Tourist Organizatior. 3%
Federation of Accountantsl 3%

DK/REF I 2%

Evaluating Government measures, implemented in the last 12 month, 5PUsiiesses stated that they
are neutralin terms of the effect othe amendments to the Labor Lawhis is not surprising, because the
survey was conducted in September 2014., barely a month and a half after the amendments staeed to
implemented. Althoughit is encouraging tha23% positively evaluated the adopted changes to the Labor
Law,better results are expected in the next survey.
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GRAPHb2. Government measures
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The reform thatbusinesses recognized and appreciated the most in last 12 hsoist consolidated
payment of taxes and contribution58% of businesses evaluattds reform positively On the other
hand, only 2®6 of businessgsositively ratethe adoption of stimulating measures for employmerithis
may mean that businesses eitheot informed well enough about the measures, or those measwerse
not stimulating enough.

When asked about reforms that they most desire, surveyesinessesated highest a decrease iaxes,

contributions and feesThis is not surprisingincethey identified wage taxes and contributions as one of
the biggest obstacles for hiring and one of the most burdensome issues for doing business.

GRAPHS3. Improvement of reforms
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Improvingthe business environment Expectations andPrioritiesfor the Future

We have measured level of optimisof Serbian businessdsy asking them about their expectations in
terms of introduction of new products, hiring new gae and profits. Irtwo out of these three criteria,
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there is an observable optimism. For the last three years, we see an increase of businesses who expect to
make profits within next 12 months: from 34% in 2012 to 43% in 2014, but still below 51% wereteasu
back in 2011. It is similar with hiring expectations: 26% or respondents stated they plan to employ more
people, which is up from 19% in 2012, but still under 31% level in 20all. 31% of businesses surveyed
expect to be introducing new products Wih next 12 monthg down from 52% in 2011 and 35% in 2013.

This raises concerns in termm§where this expected growth in other segmentgizng to come from.
Hopefully it will comdrom improvement in productivittand access to new markets

GRAPHs4. Expectations in the next 12 months

And now | will ask you about your expectations in the next 12 mor
regarding various aspects of business, and | kindly ask you to tell
if you expect iarease, decrease or no change in that area/aspect.
What are your expectations for the next 12 months regardihg

m Decrease No change Increase
2011 6% 42% 52%
Introduction of new 2012 | 9% 52% 39%
products/services 2013 : 58% 35%
2014 56% 31%
2011 14% 35% 51%
. 2012 23% 43% 34%
Net profit .
2013 45% 36%
2014 37% 43%
2011 11% 58% 31%
\ b . 2012 15% 66% 19%
umoer o 2013 67% 20%
employees
2014 61% 26%
m Decrease No change Increase Refusal
2014 38% 44% 4%

Digging deeper into the datave see that big companies expect a more volatile year ahead than smaller
businesses: 45% of big companies expect increase in the number of employees, while 22% expect decrease
in the work force. For the all surveyed businesséle numbers are more modest: 26 and 13%. Big
companies expect either increases or decreases in their work forces, and less than a third expects to keep
same number of employee®©n the othethand morethan 50% of medium sized enterprises and around

60% of small enterprises and entrepreneurs expect to keep same level of staff through the nexthear.
manufacturing sector i the worst condition as 13% of its businesses expect to have to cut om thei
employment numbers, compared to 8% in the trade and services sectors.

There are many daunting problems for businesses in Serbia, but six of them starithese six problems
are recognized as priorities by more th@@%oof all businessg participatiry in this survey.
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GRAPHS5. Problems for business in Serbia

Other obligatory (quasi-fiscal) charges (communal tax etc.) 3
Positive Wage taxes and contributions
m Negative VAT
Grey economy
Tax administration 4
Administrative procedures g5
Payment transactions including time and money 11
Monopolies 3
Labor law procedures and requirements 11
Court procedures and requirements 3
Obtaining of the business licenses and related requirements 12
Inspection surveillance 14
Obtaining of construction permits and related requirements 4
Customs and external trade procedures 5

ThedBig Siklist is a combination of overly cumbersome administrative procedures and fiscal impositions,
with quasifiscal chargesaving both of these elements. Theeg economy is aexception in this sense,

as it is not relatedo eitheran administrative procedure or a financial impositidhis rathera symptom

of the other problems and fustration expressed by businesses that the government hasowmised on
ensuring the everplaying field for allmarket participants. Monopolies,ranked in the8" position, are
another form of the same problem.

Looking a bit deeper into the answers on the top priomtyquasifiscal charges; we can see that
enterprises tend to complain aboit more often than entrepreneurs do. This is probably reflection of the
fact that entrepreneurs goan exemption from payindirmarina ¢ one of most unpopular paréiscal
impositions. For similar reasortbe results show that manufacturing companiesspiasifiscal charges
as less of problem thanthe services sector doedt is also interesting to observe that business outside
of Belgrade more often report negative impact of péisccal charges than their colleagues in Belgrade do.

While previous dia is more focused on Government's responsibilitiestfierbusiness environment, we

also surveyed businesses on economic factors that influence their competitiveness. We simply asked them
which of the listedtems should be improved firsh order to impove your business and what would be

the first item to be improved.

GRAPHS6. Ways to improve business

Which of the listed items should be improved firstly in
order to improve your business? What would be the firs
item to be improved?
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ity
Exchange rate volatility 23% 5204

|
Wage taxes 19% 5206

; I 15%
Inflation 0 48%

I 11%
VAT rates 39%

llliquidity constraints MM 8% 21%

0,
VAT advanced payment- 7% 19%

ity I 6%
Interest rate volatility 25%
Lack of NBFIs (Non-bank financial institutiong 3% 9%

Poor access finance_3% 13% m First answer

iec M 3%
Customs duties 9% All three answers
B 2%

Asset price volatility 7%
; 1 1%
Excise taxes 2%

miss | 1%

Somewhat surprisingly, exchange rate volatility is the single most frequently cited priority and the one
most like to be among first three pridies. A related probleminflation, isrankedthird, and it is among

first three picks for almost half of respondents. If we would add up mentions of illiquidity constraints and
lack of nonbank financial institutions to the poor access to finances, wald/bave that category at the
fourth place on our chart.

One conclusion seems to emergéusinesses hope for the growth in Serbia to come either from lower
taxes or from improving administration and removing regulatory impediméntoing business. Gine
the fiscal situation, one could argue that there is only one way forward.

MacroeconomidPolicy & Finance

The survey asks businesses how 12 key macroeconomic factors affect their competitivenelss.
responses from all four years of the survey gemeral common theme that businesses cherigtability

and loathe unpredictabilityln each of the past four years an overwhelming majority of businesses have
reported that inflation, exchange rate volatility, and interest rate volatility are the nuzshaging
macroeconomic factors to their competitivenesdn the fiscal policy @&, the VAT rates andage taxes

and contributions are perceived as the biggest threats to businesses. llliquidity constrains and limited
access to finance fall into the tlicategory of threatto businesses. Such perceptions are only to a certain
extent supported by hard data.
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