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Highlight 2. Financial Performance
Analysis of the Serbian Economy

Milutin Zivanovic!

Financial performance of the Serbian economy has im-
proved in 2017. Part of the improvement was the result
of more efficient performance of the core business, while
the rest was due to changes in external factors, such as
the strengthening of the dinar, the reduction of inte-
rest rates, the change in prices on global markets, the
rise in real estate prices in Serbia. Some of the external
changes, such as interest rate reductions, were the result
of improving macroeconomic stability and the business
environment, and will benefit the economy in the lon-
ger term. Other exogenous changes that have affected
the improvement of the economy (fluctuations of the
exchange rate, changes in prices on global markets) are
cyclical in nature and their impact on the operations of
the economy in the future is uncertain. If we observe
three basic dimensions of financial performance, the
most successful sectors in 2017 were the information
and communications sector and the mining sector. The
least successful sector in 2017 was the agriculture sector,
primarily due to the large drought that hit Serbia in the
observed year. If we compare the financial performance
of companies according to their size, the most succe-
ssful group of companies in 2017 were small enterprises,
while the least successful were micro-enterprises.

Financial Performance Analysis
of the Entire Economy

Dynamics of financial performance of the economy is
analysed on the basis of indicators of liquidity, solvency
and profitability. The paper analyses only the perfor-
mance of the real sector of the economy, using the Busi-
ness Registers Agency data.
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Liquidity Analysis

If we assess the liquidity of the economy on the basis of
a current ratio?, we can conclude that we can conclude
that the short-term financial security of the economy
slightly improved in the observed period. However, it
remains at a relatively low level, since the value of the
indicator in all observed periods was less than 1. This
means that enterprises on average were unable to cover
their short-term liabilities with working assets. In the
period 2013-2016, the value of this indicator did not
significantly change considering that it was moving in a
relatively narrow interval of 0.89 - 0.91. A more signifi-
cant leap was recorded only in 2017 compared to 2016,
when its value rose from 0.91 to 0.95. This somewhat
more significant general liquidity jump was the result
of a faster growth of working capital than the growth of
short-term liabilities of the company. If we use a quick
ratio® for liquidity analysis, then the numerator, instead
of the total working capital®, contains only one part of it,
monetary assets. This is a more rigorous and more rea-
listic liquidity indicator compared to the one previously
used, since it removes inventories from the nominator as
the least liquid form of working capital. Analysing the
movement of this indicator, we conclude that the level
of liquidity of the economy in 2017 (0.65) was at the
almost identical level in which it was in 2013 (0.64). It
should be pointed out that, although the value of this
indicator remained unchanged in the analysed period,
the structure of monetary capital in its nominator did
not remain the same. Particular attention should be
paid to the constant decrease in the share of short-term
financial placements in the structure of monetary capi-

2 Current ratio represents the ratio between the working capital and
short-term liabilities, and it shows how many dinars of working capital
cover each dinar of shor-term liabilities.

3 Quick ratio is the ratio between the monetary capital and short-term
liability and it shows how many dinars of monetary capital cover each
dinar of short term liability.

4 Working capital, in addition to monetary capital includes inventory as
well. We need to stress here that in addition to receivables, short-term
financial placements and cash and cash equivalents, we also included in
the monetary capital prepayments and deferred expenses.
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tal with the simultaneous increase in the share of cash
and cash equivalents. In 2017, the value of short-term
financial placements was by 3.34% lower than in 2013,
while the value of cash and cash equivalents in the same
period increased by as much as 49.75%. Such a change
in the structure of monetary capital could be related to
the trend of continuous interest rate cuts. While this
change positively reflects on the current liquidity of the
economy, it can negatively affect profitability in the long
run, since it is obvious that enterprises are accumula-
ting an increasing amount of cash that is not placed and
which does not yield any returns.

By comparing the previous two indicators, we can
conclude that the increase in the liquidity of the eco-
nomy in the analysed period, as indicated by the current
ratio, was primarily the result of an increase in the share
of inventories in the structure of working capital. The-
refore, the quality of the liquidity growth indicated by
this indicator is questionable. If in the future there is
no significant increase in efficiency in terms of inven-
tory management and the management of receivables (a
higher level of collection of receivables with a shortening
of the collection period), a significant improvement in
the position of the liquidity of the economy cannot be
expected. In addition, it is necessary to continue with
the trend of shortening the period of payment of obli-
gations to suppliers and to develop a scenario for the
impact of possible weakening of the domestic currency
on the growth of short-term financial liabilities that,
with all other circumstances unchanged, would adver-
sely affect the liquidity of the economy.

Graph 1. Dynamics of the economy’s real sector
liquidity in Serbia, 2013 - 2017
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Solvency Analysis
Net Working Capital (NWC)® shows which part of the

working capital is financed from long-term sources of
financing. NWC can be used as one of the indicators of
long-term financial security of the economy. Although

5 Net Working Capital is calculated as a difference between long-term
sources of finance and fixed assets.

there are different factors that determine the amount of
NWoC, it starts from the fact that the higher the value of
this indicator, the better the position of the economy’s
solvency. If we analyse the movement of the NWC in
the real sector of the domestic economy for the period
2013-2017, we can conclude that in all observed years
the value of this indicator was negative, which would
mean that part of the fixed assets® were continually fi-
nanced from short-term sources. As of 2016, its value
began to increase and became less negative. If such a
tendency continues in the future, we can expect an im-
provement in the long-term financial security of the
economy. However, in order to be able to speak of the
sustainability of such a trend, we need to look at what
are the main sources of the NWC increase in 2016 and

2017.
The increase in NWC in 2016 and 2017 was the result

of the faster growth of long-term sources of financing in
relation to the growth of investments into fixed assets. If
we look at the growth leverage of long-term sources of
financing, we see that they primarily lie in the growth
of own capital, since its share in long-term funding has
increased from 65.3% in 2015 to 66% in 2016, and fi-
nally to 67.1% in 2017.

In 2016, the increase in own capital was mostly due to
the increase in core capital. Assuming that this was a
fresh inflow of capital, due to the establishment of new
or recapitalisation of the existing economic entities, this
represents an extremely positive tendency. Considering
that in 2016, 3% more companies in Serbia operated
compared to 20157, we can conclude that the increase in
the share capital was primarily due to the establishment
of new economic entities®. Also, we should keep in mind
that, according to the data of the Business Registers
Agency (BRA), the increase in the number of compa-
nies in 2017 was by 4,114 units lower than in 2016, as
indicated by twice as small increase in the share capital
in 2017 compared to 2016. Consequently, this source
of increasing own capital and solvency of the economy
cannot be counted on permanently. This is an obvious
consequence of insufficient improvement of general bu-
siness conditions such as legal security, administrative
efficiency, level of corruption, etc.

Unlike in 2016, in 2017, the growth of own capital was
primarily the result of the increase in undistributed
profits and the reduction in losses from previous years,
which was the result of the higher profitability of the

6 Fixed assets include: Intangible assets, Property, plant and equipment,
Biological assets, Long-term financial placements and Long-term
receivables.

7 In 2016, 8,429 new companies were established, while in the same year
5,442 enterprises ceased to operate.

8 This was, among other things, the result of a simplified and accelerated
procedure for the establishment and registration of legal entities.
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economy in 2017. However, we should take into account
the growth sources of the profit that is retained in the
enterprise and used to cover the losses incurred. Na-
mely, the growth of the net profit realised at the level of
the real sector of the economy in 2017 was the result of:
(1) a sharp increase in gains from financing, that is, the
growth of positive exchange rate differences that aro-
se due to the strengthening of the domestic currency
and (2) further decline of the interest rates. Thus, the
growth of business results contributed to the growth of
the net profit and solvency of the entire economy to a
much lesser extent. This further means that the solvency
in 2017 was influenced by factors that are largely inde-
pendent of enterprises and which companies operating
in the Serbian economy can hardly influence. Some of
the external changes, such as interest rate reductions,
are the result of improving macroeconomic stability,
and it is expected that the economy will benefit from
them in the long run. Other exogenous changes that
have influenced the improvement of solvency, such as
volatility of the exchange rate, are cyclical in nature and
their impact on the economy’s operations in the future
is uncertain.

As noted earlier, fixed assets investment grew at a lower
rate than long-term sources of financing, which led to
the value of NWC being less negative. If we look at
changes in the structure of fixed assets from 2013 to
2017, we can notice that the biggest changes occurred
in the positions of property, plant and equipment and
long-term financial placements. While the share of real
estate in total assets has steadily increased from 45.89%
in 2013 to 48.51% in 2017, the share of long-term finan-
cial placements in total assets has declined steadily from
10.12% in 2013 to 7.32% in 2017. Based on the changes
in the structure of fixed assets, we can conclude that the
investments of companies were partially diverted from
financial to real assets °. Potential reasons should be so-
ught in higher rates of return that companies can expect
trom this type of investment, as well as in the consequ-
ences of administrative reforms of 2015, which have led
to simplification of procedures regarding the issuance
of construction permits. The chronic underdevelopment
of the domestic financial market, which offers compa-
nies very limited opportunities for investing in finan-
cial assets, with a constant decline in interest rates, has
obviously led to reduced allocation of free cash flows to
financial assets.

9 We should keep in mind that the growth in the share of property, plant
and equipment in fixed assets, among other things, is due to the growth
of their market value.

Graph 2. Net Working Capital in billions of RSD,
2013-2017

0
-100
-200
-300
-400
-500 -444
-600

-593

-700 =57

800 717 719

m Net working capital

Source: Author’s calculations using BRA data

In addition to NWC, one of the basic solvency indi-
cators is the debt-to-equity ratio that indicates the re-
lationship between debt and equity. The value of this
indicator in the period 2013-2015 increased from 1.7
to 1.8, which means that in the observed period the in-
debtedness of the economy grew. In 2014, compared to
2013, total liabilities increased by 211.9 billion dinars.
In the same period, the value of own capital decreased
by 27.9 billion dinars due to the large increase in lo-
sses at the level of the entire economy, which, among
other things, should be attributed to the consequences
of the floods that affected some areas of Serbia in 2014.
In addition, the cause of simultaneous growth in total
liabilities and losses should be sought in the weakening
of the domestic currency, which caused the occurrence
of increased negative exchange rate differences and cost
of interest for loans taken in foreign currencies. In 2015,
compared to 2014, total liabilities increased by 239.3
billion dinars, with the structure of liabilities growth
being slightly different from that recorded in 2014 in
favour of the growth of short-term liabilities. Unlike in
2014, when the value of own capital declined, in 2015, a
slight increase of 35.7 billion dinars was recorded. This
growth was primarily due to the increase in profits as a
result of the stalled weakening of the domestic currency
and the growth of revaluation reserves (growth in the
market value of real property, plant and equipment),
which presents a signal of the real estate market reco-
very. However, since in 2015, the increase in liabilities
continued to be higher than the increase in own capital,
the indebtedness of the economy continued to grow.

In 2016 and 2017, the relative indebtedness of the eco-
nomy began to decline primarily because the increase
in own capital in these two years was greater than the
increase in liabilities. In 2016, the value of indebtedness
ratio amounted to 1.72. In the mentioned year, the value
of own capital increased by 420.4 billion dinars, while
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Graph 3. Indebtedness Ratio and Own Capital to Liabilities Ratio, 2013 - 2017
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the value of total liabilities increased by slightly less -
359 billion dinars. In 2017, the value of the indebted-
ness indicator was additionally reduced to 1.6. This
year, the value of own capital increased by 440.9 billion
dinars, while the value of total liabilities increased by
a much lower amount of 130.1 billion dinars, which
contributed to the accelerated decrease in the level of
indebtedness. We wrote about the factors that contribu-
ted to the increase of own capital in 2016 and 2017 and
their long-term sustainability in the section referring to
the analysis of the NWC. On the other hand, if we ob-
serve the increase in total liabilities in these two years,
we can notice that the growth of total liabilities in 2017
was far lower than the growth recorded in 2016. This
was largely due to the strengthening of the domestic cu-
rrency against the euro and the dollar, which has led to
the value of foreign currency liabilities denominated in
dinars becoming smaller.

One of the solvency indicators used in the financial
analysis of companies is coverage ratio' that should re-
veal the company’s ability to cover the incurred cost of
interest from the achieved business result. This indica-
tor speaks much more of an economy’s solvency than
the one previously analysed, since it is under much less
influence of branch characteristics. In the period 2013-
2014, the value of this indicator declined. In 2013, its
value was 2.78, only to reach its lowest value of 2.64 in
2014 for the entire analysed period. Such a low value
of interest coverage ratio in 2014 was to a large extent
the result of the rapid growth of the cost of interest
due to the growth of indebtedness. As previously no-
ted, growth in indebtedness has contributed to the ra-
pid weakening of the domestic currency in relation to

10 The interest coverage ratio represents the relationship between the
business result and the cost of interest, and shows the extent to which the
cost of interest, arising as a result of the use of borrowed funds, is covered
by the business result (profit) of the enterprise.

the currencies in which most domestic companies have
their long-term and short-term liabilities (primarily the
euro, the dollar and the Swiss franc). In the observed
year, financial expenses amounted to 504.1 billion di-
nars, which was 50% more than in 2013. Although in
2014, the companies achieved a positive business result
in the amount of 370.8 billion dinars (which was 4.9%
more than in 2013), it was not sufficient to cover the
increased financial expenditures.

In the period 2015-2017, the value of the indicators was
in constant growth, which indicates improvement in the
economy’s solvency position. In 2015, its value was 3.3,
in 2016, 5.22, reaching its maximum value in 2017 in
the amount of 5.83. Although the value of the men-
tioned indicator in the observed period was constantly
increasing, it should be emphasised that the sources of its
growth by years were not identical. The growth in value
recorded in 2015 compared to 2014, was largely owed
to the reduction of cost of interest (a decrease of 12.9%)
due to the stabilisation of the domestic currency and a
further decline in interest rates, rather than the increase
in operating income (a 9% increase). On the other hand,
if we look at the growth in the value coverage ratio in
2016 compared to 2015, we see that it was largely due to
an increase in business profits (a 25.3% increase), rather
than the decrease in the cost of interest (a 20.7% de-
crease). While both increases indicate an improvement
in the economy’s solvency, higher quality of growth lies
behind the increase that is more likely to contribute to
the growth of business profit than the reduction in the
cost of interest. Especially if we know that what prima-
rily impacts the interest are interest rates and exchange
rates for loans taken in foreign currency. If we look at
2017, we can notice further increase in the coverage of
interest ratio by business profits, which contributed to a
simultaneous increase in business profits (4.8%) and a
decrease in the cost of interest (6.2%).
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Graph 4. Coverage of interest by business profit ratio,
2013 -2017
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Profitability Analysis

At the very beginning, we analyse the profitability of
the economy using operating income margin'' that sho-
uld point to the trend in the profitability of company’s
core business and, at the same time, the ability of the
company to create value by performing its core business.
In the period 2013-2016, this rate recorded a constant
increase. Looking at the graph, we can notice that the
operating income margin increased from 4.37% in 2013
to 5.56% in 2016, primarily due to the fact that opera-
ting revenues in the observed period grew at a higher
average rate (4.1% ) compared to operating expenses
(3.6%). However, in 2017, there was a slight decline in
the profitability of the core business, bearing in mind
that the profit margin was slightly lower than in 2016,
amounting to 5.43%. In the observed year, operating
income grew at a lower rate (7.18%) compared to ope-
rating expenses (7.32%). What should be noted when
the operating income is concerned is that, unlike all the
previous years covered by the analysis, in 2017, revenues
from sales of products and services grew at a higher rate
(9.05%) compared to sales revenues of goods (5.43%).
Such movements are a signal of refocusing from the
growth based on trade in goods, on the production of
industrial goods and the development of service activi-
ties such as information communication technologies,
tourism and catering, professional activities, etc.

Although the reasons for the mild decline in business
profitability will be clearer once we go down to the level
of analysis by sector, since each sector of the economy
has its own specificities that determine core business
characteristics and, therefore, the sources of business
results, we will present some general conclusions here.
A slight decline in operating income of 0.2 percentage

11 The rate of business gain is the ratio between business profit and
operating income.

points in 2017 resulted from a fall in the volume of agri-
cultural production that arose as a result of the drought
that hit Serbia in 2017. This led to a decrease in agri-
cultural business income and a simultaneous increase in
agricultural product prices. The increase in agricultu-
ral product prices has affected the increase in operating
expenses of those enterprises from the manufacturing
industry that use agricultural products as inputs in their
production process. In 2017, there was a rise in the pri-
ce of oil and oil derivatives, which, for the part of the
manufacturing industry that used these raw materials as
primary inputs, had a very negative impact on the busi-
ness result. The growth in the price of oil and oil deri-
vatives also had a negative impact on the business result
in the transportation and storage sector. The drought
that hit Serbia in 2017 affected not only the agricultural
sector, but also the electricity supply sector, since the
production of electricity at hydropower plants was lower
and was compensated for from more expensive energy
sources. Drought and high temperatures did not favour
the water supply sector, as there was an increase in exce-
ssive water consumption and a rise in water losses in the
water supply process.

For the analysis of the overall profitability of the eco-

nomy, we use net income magin which should actually

Graph 5. Business and net result in billions of RSD,
2013-2017
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show how much the net gain are realised for each rea-
lised dinar of operating revenues. Although there are
other indicators that can measure total profitability,
this indicator has been chosen to analyse its disparity
in terms of the direction and intensity of changes that
exist between the business and the net result and which
is characteristic of the domestic economy by comparing
it with the rate of business profit'?. In fact, for real sector
companies in Serbia, it is characteristic that segments
of a non-business result have a much greater impact on

12 The net result, in addition to the business result, is also affected
by other components, such as positive and negative exchange rate
differences, interest income and expense, asset value change, gains and
losses from the sale of assets...
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overall profitability. This means that the overall profi-
tability of the economy has a greater influence on the
factors, which the enterprises themselves cannot influ-
ence and which can often obscure the (non)ability of the
company to create value by performing the core busine-
ss. For this reason, the net result represents a considera-
bly more volatile value than the business result.

In 2013 and 2014, net income margin was negative, with
the value of -1.62% in 2014 and lower than in 2013,
when this rate was -0.38%. Thus, although in these two
years there was a growth in operating income margin,
which implies strengthening the core of the business,
the net result rate was not only negative, but further re-
duced. The increase in losses at the level of the entire
economy in the period 2013-2014 was the result of the
weakening of the dinar. The depreciation of the dinar
against the currencies in which the largest number of
our companies borrowed resulted in a sharp increase in
negative exchange rate differences, as well as cost of in-
terest on loans taken in foreign currency. In addition,
a significant amount of write-offs of impaired receiva-
bles also affected the decline in overall profitability. In
2015 and 2016, the profitability of the company’s core
business and overall profitability moved in the same di-
rection as a result of simultaneous strengthening of the
conjuncture, greater operational efficiency of the com-
pany, stabilisation of the domestic currency and lower
write-off of receivables. The rates of net profit in 2015
and 2016 were 1.69% and 2.06%, respectively. Althou-
gh in 2017 there was a slight decline in operating inco-
me margin relative to 2016, net income margin recor-
ded a significant jump from 2.06% to 4.47%. Growth
in total profitability came first as a result of an increase
in financing gains owing to the strengthening of the
domestic currency and the consequent emergence of
positive exchange rate differentials on foreign currency
liabilities. The increase in the overall profitability of the
economy in 2017 was further influenced by the reduc-
tion of expenditures based on the write-off of impaired
receivables, but also the increase in other results, which
is by definition of a once-oft character.

Financial Performance Analysis
by Individual Sectors

In the second section, the focus is on the analysis of fi-
nancial performance by activity. The analysis covered
the last two years, 2016 and 2017, taking into account
only those activities that had a significant impact on to-
tal economic trends (all activities that in 2017 achieved a
minimum of 100 billion of total revenues with the excep-
tion of the accommodation and food sector). A special
emphasis will be placed on the analysis of movements in

the manufacturing industry, bearing in mind that it re-
presents the core of the industry and the overall economy.

Liquidity Analysis

The sectors that recorded the most visible progress in
terms of short-term financial security include: mining,
information and communication and construction. In
the observed sectors there was a noticeable increase in
the current and quick ratios. Such a growth in liquidity
can be regarded as high quality since it was the result of
simultaneous growth of both of these indicators. This
guarantees that the improvement of short-term finan-
cial security is not the sole consequence of stockpiling
inventories as the least liquid form of working capital.
'The most noticeable worsening of the liquidity position
in 2017 compared to 2016 was in the electricity supply
sector and the transportation and storage sector.

If instead of changing the liquidity position, we compa-
re the individual sectors according to the achieved level of
liquidity, as a criterion for comparison, we use a quick ra-
tio. This is why it represents a more rigorous test than the
current ratio, and in addition it is affected less by branch
characteristics. The best position of short-term financial
security in 2017 was achieved by information and commu-
nication sectors (0.91) and mining (0.79). The lowest values
of the used indicators are present in the sector of hospita-
lity industry (0.49) and the electricity supply sector (0.52).
However, it should be emphasised that the structure of the
monetary capital of these two sectors differs, and in this
sense, the low values of a rigorous liquidity indicator need
to be interpreted differently. In contrast to the electricity
supply sector where 60% of monetary capital are recei-
vables, the housing and food sector accounts for 44% of
monetary capital, while the rest relates to short-term fi-
nancial placements and cash as liquid assets. In addition,
the collection time for housing and food sector services is
2.5 times shorter than the electricity supply sector, which
additionally speaks in favour of a better liquidity position
in which this sector is located.

If we focus on the manufacturing industry as the core of
the economy, we can notice that the current ratio recor-
ded a significant increase in 2017 compared to 2016 and
is exactly at the level of the economy’s average, while the
quick ratio remained at almost the same level, below the
economic average. This again leads us to conclude that
the growth of liquidity was primarily the result of the
accumulation of inventories as the least liquid form of
working capital, so the change in liquidity in this sector
should be interpreted in this light. What is worrying is
stagnation in terms of inventory turnover speed, as well
as in terms of the period of collecting receivables and
settlement of liabilities to suppliers.
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Solvency Analysis

When analysing the change in the position of solvency
of individual sectors, changes in the debt-to-equity ra-
tio and ratios of interest coverage by business gains are
unified. The sectors that have achieved the most signi-
ficant improvement in long-term financial security are:
mining, information and communication, and whole-
sale and retail trade. If we exclude wholesale and retail
trade, we can notice that the remaining two sectors were
also leading in improving the liquidity position and
in terms of the absolute liquidity level in 2017, which
places them in the sectors with the best perspective in
terms of short-term and long-term financial security.
The decrease in indebtedness was positively influenced
by a significant increase in own capital as a result of the
increase in undistributed profits. However, what should
be kept in mind are the different sources of unalloca-
ted profit growth identified in the above sectors. In the
mining sector this growth was primarily caused by the
growth of business profits *, while in the information
and communication sector and wholesale and retail sec-
tor it was the result of an increase in financing gains. In
support of strengthening the position of solvency, the
increase in interest coverage by business gains is identi-
fied in all three sectors.

'The most noticeable decline in solvency in 2017 com-
pared to 2016 was identified in the sectors of agricul-
ture and electricity supply. Although in both sectors
the debt-to-equity ratio remained at approximately the
same level with the tendency of a slight decline, covera-
ge ratio, which shows the ability of enterprises to cover
interest expenses from the business gains, was in a sharp
decline due to a sudden decrease in the business gains.

Bearing in mind that the level of indebtedness of the
sector, observed in isolation, does not reveal much about
its solvency, and that its level is largely determined by
the branches, for the ranking of the sector in terms of
long-term financial security, the primacy was given to
the interest coverage ratio. Starting from this point of
view, with all other conditions unchanged, the most sol-
vent sectors in 2017 were the information and commu-
nication sector (16.77) and the mining sector (8.55).
High level of solvency was also shown by the wholesale
and retail sector (7.92) as well as the water supply sector
(7.50), although we should keep in mind that the who-
lesale and retail sectors are far more indebted than the
water supply sector. The least solvent sectors in 2017,
with all other conditions unchanged, were construction

sector (2.07) and hospitality industry (2.18), although

13 This is particularly positive considering that R&D investments, which
are crucial in this sector for improving long-term financial performance,
are mainly financed from internal sources.

in the observed year they recorded growth in coverage
of interest by operating profits. The low solvent sectors
for 2017 include agriculture (2.82), although it should
be kept in mind that the low value of interest coverage
ratio in the agricultural sector was the result of a drastic
decline in the business profits of a reduced volume of
activities due to drought.

If we take a special look at the manufacturing industry,
given its previously mentioned importance, we note that
the indebtedness in 2017 compared to 2016 has decrea-
sed, which is a positive tendency in terms of long-term
financial security. However, in spite of this, this sector
belongs to the most indebted sectors, immediately be-
hind wholesale and retail trade. Coverage of interest by
operating profits remained virtually unchanged (5.99)
and was above the economy’s average (5.83), which is
good considering the high level of indebtedness previo-
usly indicated.

Profitability Analysis

'The three sectors that achieved the highest growth of bu-
siness profitability in 2017 compared to 2016 were: mi-
ning, hospitality industry, and professional and scientific
activities. The increase in the operating profit margin in
the mining sector was largely due to the growth in ope-
rating revenues resulting from the increase in the price
of oil, petroleum products and industrial metals (alu-
minium, copper, iron, etc.), as well as greater operatio-
nal efficiency that allowed business expenses to grow at
a lower rate compared to operating income. The rise in
core business profitability in the housing and food sec-
tor contributed to a higher growth of operating revenues
in relation to operating expenses. It is assumed that the
increase in business revenues of 22.5% was mostly due to
the increase in the number of tourists, having in mind
that, according to the Statistical Office of the Republic of
Serbia, the number of tourist arrivals and tourist nights
increased by 10.5% in 2017 compared to 2016. Sector of
scientific and professional activities registered growth of
operating income margin from 6.15% in 2016 to 7.06% in
2017, which makes this activity one of the more profitable
in the real sector of the Serbian economy.

'The growth of the profitability of the core business, alt-
hough to a lesser extent, has been identified in the sec-
tors of construction and wholesale and retail trade. It is
assumed that the administrative reforms of 2015 that
led to the simplification of procedures regarding the
issuing of building permits along with the continuation
of the downward trend in interest rates and rising real
estate prices, enabled further improvement of the profi-
tability of the basic business of the construction sector.
However, we assume that the delay in significant infra-
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Table 1. Selected indicators of liquidity, solvency and profitability for individual sectors, 2016-2017

Liquidity analysis Solvency analysis Profitability analysis
Current ratio Quick ratio Debt/Equity ratio Coverage ratio Oerating ratio margin Net income margin
2016 2017 2016 2017 2016 2017 2016 2017 2016 2017 2016 2017

Agriculture 0.95 0.98 0.57 0.57 0.79 0.74 4.27 2.82 5.80% 3.50% 2.60% 3.00%
Mining 0.95 1.1 0.72 0.79 1.84 1.56 33 8.55 7.50% 12.50% 5.40% 10.90%
Manufacturing 0.87 0.95 0.56 0.58 3.2 2.4 5.96 5.99 6.30% 6.00% 2.90% 5.60%
Electric power industry 0.68 0.63 0.57 0.52 0.69 0.67 6.36 5.19 11.90% 6.60% 3.30% 5.80%
Water industry 0.73 0.73 0.57 0.56 0.57 0.63 7.28 7.5 8.20% 6.30% 3.30% 3.80%
Building and Construction 0.88 0.94 0.54 0.59 1.75 1.82 1.55 2.07 3.60% 3.80% 2.30% 1.50%
Retail, Wholesale and Distribution 1.02 1.07 0.62 0.65 3.36 2.91 6.63 7.92 3.10% 3.60% 1.10% 2.40%
Transportation 0.84 0.79 0.74 0.7 0.83 0.83 5.69 54 5.70% 5.10% 3.20% 3.70%
Hospitality industry 0.65 0.63 0.51 0.49 1.81 1.91 1.76 2.18 2.60% 3.60% 4.50% 2.80%
IT and Telecommunications 0.95 1.03 0.83 0.91 2.04 1.87 13.55 16.77 12.20% 11.80% 8.40% 11.40%
Profesional and Scientific Services 0.91 0.94 0.75 0.76 1.66 1.69 5.36 6.61 6.10% 7.10% 5.80% 6.20%

Source: Author’s calculations using BRA data

structure projects has led to the growth of this sector
being lower than planned. If the wholesale and retail
sector is analysed, we can conclude that profitability
growth was not the result of a larger sales volume, sin-
ce the turnover of goods in 2017 decreased. Therefore,
sources of profitability growth should be sought in some
other factors, such as: (1) contraction of assortments and
redirection of sales on goods with higher profit margins,
and (2) strengthening of dinar which has led to impor-
ted products being cheaper, where the decline in prices
of imported products has not been transferred to consu-
mers, given that the consumer price index in 2017 was
3%, which is 1.4 percentage points more than in 2016.

'The largest decline in business profitability was identifi-
ed in the electricity supply sector. The main causes of a
sharp decline in business profits in the electricity supply
sector should be sought in the growth of operating ex-
penses that were not accompanied by a corresponding
increase in operating revenues. The increase in opera-
ting expenses in this sector, according to the IMF re-
port, was the result of a decline in electricity generation,
which appeared in early 2017, which was compensated
by the import of electricity that is more expensive in the
winter months. This situation is a result of unfavourable
weather conditions and long-term weaknesses in EPS
planning and management. In addition, in order to en-
sure regular and secure supply of customers, the lack of
production in hydroelectric power plants resulting from
drought was compensated by more expensive energy
sources and purchasing electricity on the stock exchan-
ge where prices showed a significant increase in 2017.

The decline in profitability of core business has also
been identified in the following sectors: agriculture; wa-
ter supply; transportation and storage; information and
communication; and manufacturing, ranked from the
highest to the lowest profitability recorded. In the agri-
cultural sector, this situation was the result of a drastic
fall in the volume of agricultural production due to extre-
mely unfavourable agro-weather conditions. In the water

supply sector, the decline in the profitability of the core
business was caused by the fact that water consumption
decreases from year to year in both households and the
economy, and the processing of water decreases accordin-
gly. On the other hand, only 65% of the water consumed
is revenue-generating water, while the rest is water that
is not invoiced and thus does not generate income, even
though it increases business expenses. The faster growth
of operating expenses in relation to operating revenues
in the transportation and storage sector was due to the
14.5% increase in fuel and energy costs due to the increa-
se in the price of oil and oil derivatives on the global mar-
ket. In the information and communication sector, there
was a very slight decrease in operating income margin.
According to the RATEL report, in the Serbian market,
unlike the EU market, revenues continued to grow, but
it is possible that lower growth rates of revenues can be
explained by trends that are present in the markets of the
EU countries. As of 2013, for the vast majority of EU co-
untries, there has been a downward trend in revenues in
this sector due to the decline in revenues from voice and
fixed telephony services.

If, instead of a relative change in business profitability
in 2017 compared to 2016, we observe the level of busi-
ness earnings per sector, we can notice that the highest
rates of operating profits were recorded in the sectors of
Mining (12.46%) and Information and Communication
(11.81%), while the lowest profit margins were recorded
in the Agriculture sector (3.53%) and the Wholesale
and Retail sector (3.56%).

In all sectors, growth in the net profit margin was re-
corded, primarily due to exogenous factors, with the
highest growth being identified in the accommodation
and food, mining and construction sectors. The highest
net profit margins were recorded in the information and
communication sectors (11.42%), and mining (10.92%).
Interestingly, these two sectors have swapped first two
places in relation to the previous situation when ranking
was done according to the rate of business gain. The
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explanation lies in the greater indebtedness of the in-
formation and communication sector in relation to the
mining sector and, consequently, the greater impact of
positive exchange rate differences on the net income of
the information and communication sector in relation
to the mining sector. The lowest net profit margins were
identified in construction sector (1.48%) and wholesale

and retail (2.40%).

Although in the manufacturing industry business pro-
fits rose in absolute terms in 2017 compared to 2016, its
share in operating income (operating profit) decreased
from 6.31% to 5.98%. However, it should be noted that
in this sector, the slightest decline in business profitabi-
lity has been identified in relation to all sectors that re-
corded a decline in operating income margin. The main
reason for the faster growth of operating expenses in
relation to operating revenues should be sought in the
rise in raw material prices, especially for the part of the
manufacturing industry that uses oil and oil derivatives
and agricultural products as the main raw material. In
contrast to operating income margin that experienced
a decline in 2017, the share of net profit in operating
revenues rose from 2.93% to 5.56%. As has been poin-
ted out several times in the past, this disparity between
business growth and net result has emerged as a result
of an increase in financing gains. At the manufactu-
ring process level, positive exchange rate differentials in
2017 were even 200% higher than in 2016. In addition,
almost one third of net results were other income that
arose as a result of the sale of assets above its book value
and which are by definition of one-off character.

Financial Performance Analysis Depending
on the Company Size

In the third section, we analyse the performance depen-
ding on the company size. This is to determine whether
there are significant differences in relation to the menti-
oned characteristics between enterprises depending on
their size.

Liquidity Analysis

Except micro enterprises, all other groups of companies
classified by size have made improvements in terms of
the position of short-term financial security. Although
in relative terms medium-sized enterprises recorded the
most significant improvement in terms of liquidity po-
sition, in absolute terms the highest values of the selec-
ted indicators, in both 2016 and 2017, were realised by
small enterprises. The liquidity of large companies in
2017 was at a similar level as in 2016 with a slight im-
provement. The level of liquidity of large enterprises was
slightly below the economy’s average and below the le-
vel of liquidity of small and medium enterprises. What
can positively aftect the liquidity of large companies in
the future is shortening the period of inventory turnover
and the collection of customer receivables, which are the
biggest issues in this group of companies compared to
other groups. Also, what is observed in large enterpri-
ses, which can positively aftect the liquidity of the entire
economy in the future, is a slight improvement in the
financial discipline, which is reflected in the shortened
period from the moment obligations toward suppliers
occur to the moment they are settled (shortened by 19
days).

Solvency Analysis

Judging by the movement of the selected solvency indi-
cators, we can conclude that major companies recorded
the most significant improvement in terms of long-term
financial security in the period 2016-2017. Strengthe-
ning the solvency situation was present in medium and
small enterprises. The indebtedness of medium-sized
enterprises was reduced in 2017, but still remained sli-
ghtly above the average of the economy. Coverage of
cost of interest by business profits increased in 2017,
however, despite this, the indicator was below the eco-
nomic average. The indebtedness of small enterprises
decreased in 2017 and was below the economic avera-
ge. Coverage of the cost of interest by operating profits

Graph 6. Real sector liquidity observed by company size, 2016 — 2017
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Graph 7. Real sector solvency observed by company size, 2016-2017
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increased from 8.10 in 2016 to 8.47 in 2017. Such high
values of this indicator, position small businesses far
above the economic average and rank them in the most
solvent group of companies. Micro companies were not
only the least liquid, they were by far the least solvent as
well. The indebtedness indicator increased significantly
in 2017 (12.32) compared to 2016 (7.89). This high value
of indebtedness indices is extremely worrying and su-
ggests that micro enterprises are largely over-indebted.
The fact that the loss higher than the amount of capital
shown in 2017 at the level of all micro-enterprises (858
billion dinars) was higher than the sum of losses above
the level of capital of all other enterprises (686 billion
dinars), speaks enough about the problematic position
of this group of companies. Coverage ratio by business
profits remained unchanged in the two years observed.
With a value of 1.67, this group of companies confirms
the poor prospect of long-term financial security.

Profitability Analysis

What is interesting is that micro enterprises were the
only ones to achieve growth of core business profita-

bility in 2017. Regardless, in the two years observed,
these companies had the lowest business profit and were
the only ones to report a negative net result. This in turn
resulted in negative net profit margins of -4.3% in 2016
and -1.73% in 2017. All other groups of companies re-
corded a slight decline in business profitability in the
period 2016-2017. The highest rate of business profit
in 2017 was recorded in the group of small enterprises
(6.09%). So, this group was not only the most liquid and
most solvent, but it also achieved the highest level of
“healthy” profitability.

All groups of companies recorded growth in the net pro-
fit margin. The biggest leap in the net profit margin was
realised by large companies. This group of companies
made such a significant leap in the net profit margin that
it jumped from its third position in 2016 to the first posi-
tion in 2017 in terms of the value of this indicator. It sho-
uld also be noted that these groups of companies have an
unusual situation that the net profit margin rate in 2017
(6.2%) was higher than operating incomerate (5.96%),
which would mean that other components of the results
additionally increased the business gains, so the net profit
in 2017 was greater than the business gains.

Graph 8. Real sector profitability observed by company size, 2016-2017
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