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Trends

In Q3, a fiscal surplus of
RSD 16.2 billion (1.2%
of GDP) was achieved

In the first ten months,
the surplus was RSD
47.7 billion - higher
than planned, but lower
than the last year’s

6. Fiscal Trends and Policy

Moderate growth of public revenue and spending continued in Q3, with a consolidated
fiscal surplus of RSD 16.2 billion (1.2% of quarterly GDP). Public revenue growth in Q3
was fuelled by solid tax revenue growth (from all taxes except VAT), while non-tax revenue
continued to moderately decline, even though it was still higher than initially planned. The
increase in public spending in Q3 was due to the moderate growth of all current spending
(except interest and subsidies) and the strong growth of capital spending. In the first ten
months of 2019, a consolidated fiscal surplus of RSD 47.7 billion was achieved (1.1% of
GDP), due to the solid growth of both revenue (all types) and spending (current and capital).
If the current trends continue, the fiscal result in 2019 could be close to equilibrium. The
fiscal framework for 2020 foresees an adequate fiscal deficit (of 0.5% of GDP), with a slight
improvement in the structural characteristics of the fiscal policy, through increased public
investment and a slight reduction in the fiscal burden on labour. However, the planned faster
growth of wages, higher than economically justified, neutralised part of the fiscal space,
which made it impossible to make a significant step forward in improving the structure of
public spending. The planned increase in public investment to 4.5% of GDP is adequate,
but in order to have a positive impact on economic growth, it is necessary to move from
discretionary to methodologically founded selection of investment projects, and to improve
the efficiency of their realisation. At the same time, there were no concrete measures in the
economic and fiscal framework for 2020 to improve public sector efficiency. Public debt at
the end of Q3 was EUR 23.9 billion (about 52% of GDP), which was about EUR 930 million
more than at the end of 2018, primarily due to government borrowing to provide funds for
the purchase of the Komercijalna Banka shares. If current trends continue, public debt could
reach around 52-53% of GDP by the end of the year.

Fiscal Tendencies and Macroeconomic Implications

In Q3, the year-on-year real growth of public revenue continued, as well as of public spending,
both compared to the same period of the previous year and in relation to the previous quarter!.
Consequently, a consolidated fiscal surplus RSD 16.2 billion was achieved in that quarter (1.2%
of quarterly GDP), while the primary surplus amounted to RSD 43.6 billion (about 3.1% of
quarterly GDP). Similar trends continued in October, when a strong real year-on-year growth of

both public revenue and public spending continued (by 13.9% and 12.9% respectively).

In the first ten months of 2019, a consolidated surplus of around RSD 47.7 billion was achieved
(around 1.1% of the 10-month GDP), while the primary surplus amounted to about 3.4% of GDP.
Considering the usual annual dynamics of public revenue and public spending from previous
years, the plan for 2019 and realisation in
the period January-October, it is estimated
that the fiscal surplus achieved in that
a8 period was higher than planned by about
40 - "y i f v 10-12 billion dinars. This was primarily the

FEEF 1i result of better realisation of public revenue
, in relation to the plan, both tax and non-
tax. However, in the first ten months of
2019, public spending was also higher than

Graph T6-1. Serbia: Consolidated fiscal balance
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Source: QM calculations

1 Real growth rates of all variables compared to the previous quarter of the current year were calculated on the basis of seasonally
adjusted data.
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Public revenue
continued to grow
in Q3...

...thanks to
increased tax
revenue, which
was the result of

a faster growth
ofincome and
spending than GDP

Non-tax revenue
continued to decline...
but is still high

than planned, albeit lower than in the same period last year, when the surplus was about RSD

65 billion.

In Q3 2019, public revenues continued a year-on-year growth, amounting to 4.4%, which was
slightly faster than in the previous quarters, primarily due to continued strong growth of tax
revenues, while non-tax revenues declined. In the first nine months of 2019, public revenue
achieved a real year-on-year growth of 5%, which represents a net result of tax revenue growth
(by 6.2%) and a moderate non-tax revenue decline (by 4.7%).

Tax revenue in Q3 increased by 5.8% in real terms compared to the same period of the previous
year, which was close to the growth achieved in the previous quarter. And compared to Q2,
the tax revenue was 1.1% higher. In the first nine months, tax revenue achieved solid moderate
real growth of 4.9%, which is slightly higher than the real growth of Gross Domestic Product.
The growth was recorded in all tax revenues, but it was the most pronounced in income tax and
corporate income tax, while the lowest growth was from VAT.

'The year-on-year increase in tax revenue in Q3 was a result of strong growth in compulsory social
security contributions (by 8.7%) and excise taxes (by 13.5%), as well as income taxes, corporate
income taxes and customs duties, while revenues from VAT recorded a moderate yoy decline (by
2.4%). In Q3 tax revenue growth was slightly faster than GDP growth, which was due to, among
other things, faster growth of income and spending. Therefore, the strong growth of revenue
from income tax and social contributions was the result of growth of wages and employment.
'The growth of revenue from excise tax can be a consequence of the low base effect, as in Q3 2018
the excise tax revenue recorded a significant decline. This conclusion is also indicated supported
by the fact that excise tax revenues in Q3 were 0.8% lower in real terms compared to Q2 of the
current year. Due to irregular dynamics, estimates of trends in excise duty collection can be given
only based on data for several quarters. In the first nine months, excise tax revenue increased
by 4.9% in real terms, which was in line with trends in spending and tax rates. The increase in
customs revenue, which was over 10% in Q3 (and about 7.4% in the first nine months of 2019),
was primarily due to a significant increase in imports. In conditions of growth in retail trade
and imports, the decline in VAT revenues in Q3 could be ascribed to higher returns, as well as
to the effects of some one-off factors. However, in the first three quarters of 2019, VAT revenue
recorded a real year-on-year growth of 3.1%, which was slower than the growth of retail trade
and imports. Since the effects of temporary and one-off factors in the long-term may not provide
a proper explanation for these dynamics, a slower growth in VAT revenue than expected could
also signal a decline in collection efficiency, which is often the case in election periods.

In Q3, the decline of non-tax revenue continued by 5.3%, so in the first three quarters of 2019,
a real 4.7% year-on-year decline of tax revenue was recorded.? Although the decline in non-tax
revenue, to the extent that it was a consequence of the decline in the collection of dividends
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earnings in fixed assets.

2 Inflows from concession fees were generated in April 2019, of which RSD 2.5 billion was reported as non-tax revenues, and RSD 42.2
billion as an inflow from a source of funding (“below the line”). Therefore, the growth of non-tax revenue in Q1 cannot be attributed
to this transaction.
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Public spending,
both current and
capital, is growing

Trends

Planned fiscal deficit for
2020 is adequate...

...but the improvement
of structural
characteristics of

the fiscal policy is
insufficient

In Q3, the trend of accelerating the growth of public spending continued, which increased in
real terms by 5.7% yoy, owing to the moderate growth of current spending (by 5.1%) and the
strong growth of capital spending (by 14.9%). Spending on goods and services (by 15.9%), as well
as employees (8.3%) and pensions (by 6.3%) were most responsible for the increase in current
spending, while spending on interest and subsidies declined.

In the first nine months of 2019, public spending recorded a significant year-on-year growth
(by 6.6%), which was slightly faster than the growth of the economy. This is estimated to be
economically unfavourable, since public spending in Serbia is still higher in relative terms than in
comparable countries of Central and Eastern Europe. The growth of public spending was driven
by a strong increase in capital spending (by over a quarter), but also by current spending - primarily
for goods and services, salaries and pensions. Only subsidy spending recorded a moderate decline
(by 2.7%), while interest spending almost stagnated, which is considered positive. The overall
estimate is that the public spending structure has improved in the first three quarters, but some
types of current spending (goods and services, salaries and pensions) are growing faster than
economically justified, and plans for 2020 indicate that similar trends will continue.

Capital spending continued strong year-on-year growth in Q3, so that between January and
September, these expenditures increased by about 26.6% compared to the same period last year,
amounting to approximately 3.9% of nine-month GDP. Growth of capital spending in 2019 is
judged to be economically justified when it comes to increasing investment in infrastructure.
However, since the Government does not publish detailed data on the structure of capital
spending, the extent to which this is the case cannot be confirmed.

Considering the existing dynamics and the announced one-off measures (on the spending side)
that will be implemented in Q4, it is estimated that in 2019, the fiscal result will be close to
equilibrium. Given that the Serbian economy is growing relatively slowly, it is estimated that
there is significant room for creating fiscal incentives through the transition to a mild deficit
policy and a significant improvement in the structural characteristics of the fiscal policy.

The fiscal strategy for 2020 envisages a deficit of the consolidated state sector of 0.5% of GDP.
'The Budget Law adopted at the end of November, which foresees a budget deficit of 0.3% of
GDP, is in line with the projected deficit of the consolidated state sector. The projected level of
tax revenues in 2020 is estimated as realistic, i.e. relatively conservative. The planned consolidated
fiscal deficit is assessed as adequate, taking into account developments in economic activity and
the level of public debt. In addition, the fiscal framework for 2020 foresees a further increase in
capital spending to 4.5% of GDP and a slight reduction in the fiscal burden on labour, which
is also assessed as positive. Return to the systematic indexation of pensions according to the
so-called “Swiss formula” is also assessed as economically adequate, since in the past few years
Serbia was one of the few European countries to apply the principle of discretionary (politically-
motivated) decision-making regarding indexation. Consequently, the projected increase in
pension spending in 2020 is estimated as sustainable. On the other hand, the projected increase
in the salaries of public sector employees, on average by 9%, is higher than the expected growth
of economic activity, and as such is assessed as inadequate, i.e. politically motivated.

Although the budget for the coming year envisages a certain improvement of the structural
characteristics of fiscal policy (increase in the share of public investments and reduction of the
fiscal burden on labour), the opportunity was missed to make this improvement more significant,
since part of the fiscal space was used for higher wage growth. Increasing public investment
to 4.5% of GDP is only a necessary but not sufficient condition to have a positive impact on
economic growth. In order to achieve that impact, public investments need to be maintained at
that level for a longer period of ten years, while maintaining fiscal deficits at up to 1% of GDP,
and increasing the share of infrastructure spending in total public investment.

In addition, a (methodologically based) system of selection of investment projects is needed,
which would ensure that only those projects that are unambiguously economically and socially
viable are financed from limited public resources. Also, it is necessary to improve the system of
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Public debt at the end
of Q3 was EUR 23.9
billion (52% of GDP)

Borrowing is done
under fa Borrowing

is carried out on
favourable terms - due
to the good situation in
international markets
and the achieved
macroeconomic
stability

Real appreciation of the
exchange rate had a
slight effect on the debt
reduction

contracting and supervision of project implementation, in order to reduce losses on unjustified
transaction costs and increase the efficiency of implementation.

Improving the efficiency of planning and realisation of public investments is only one of
the segments in which the efficiency of the public sector needs to be significantly improved.
For long-term sustainable and dynamic growth of the economy, it is necessary to maintain
macroeconomic stability permanently, but also to significantly improve the efficiency of the state
through structural reforms, i.e. of the public sector in all its segments, especially in the areas of
justice, administration efficiency, education and healthcare. The relatively poor results of Serbian
students on the PISA tests are a consequence of the systematic and long-standing underestimating
of the importance of education, both in terms of allocating budget funds for education and in
affirmation of the value system in a society where education is of little importance.

Public Debt Trend Analysis

At the end of Q3 2019, Serbia’s public debt stood at EUR 23.9 billion (52% of GDP), including
non-guaranteed debt of local self-governments, about 52.8% of GDP, which was about EUR 390
million more than at the end of Q2 and about EUR 930 million more than at the end of 2018.
Growth of public debt in Q3 was not caused by fiscal movements, but was a result of government
borrowing to provide funds to repay the principal of part of the existing public debt during
Q4, as well as to purchase the shares of international financial institutions in the Komercijalna
banka’s capital, which was realised in November.

Tabela T6-3. Serbia: Public debt dynamics 2000-2019 (bn. of dinars)

2000 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 Q12019 Q22019 Q32019

1. Total direct debt 14.2 7.9 85 105 124 15.1 173 20.2 224 227 214 215 219 220 224
Domestic debt 4.1 32 4.1 46 5.1 65 70 82 9.1 838 9.1 94 9.5 9.6 97
Foreign debt 10.1 4.7 44 59 72 86 102 120 134 139 124 12.1 124 125 127

Il. Indirect debt - 0.9 1.4 1.7 2.1 2.6 2.81 2.5 24 2.1 1.8 1.5 1.5 1.5 1.5
11l Total debt (1+11) 14.2 8.8 9.8 122 145 177 20.1 22.8 248 248 232 230 234 23.6 239
Publicdebt /GDP (QM)* 169.3% 28.3% 32.8% 41.9% 444% 56.1% 559% 66.2% 70.0% 68.0% 57.8% 53.7% 53.9% 53.5% 52.0%

1) According to the Public Debt Law, public debt includes debt of the Republic related to the contracts concluded by the Republic, debt from issuance of the
t-bills and bonds, debt arising from the agreement on reprogramming of liabilities undertaken by the Republic under previously concluded contracts, as well
as the debt arising from securities issued under separate laws, debt arising from warranties issued by the Republic or counterwarranties as well as the debt of
the local governments, guaranteed by the Republic.

2) Estimate of the Ministry of Finance of the Republic of Serbia

3) QM estimate (Estimated GDP equals the sum of nominal GDP in the current quarter and three previous quarters)

Source: QM calculations based on the MoF data

Two Eurobond issues realised in June and November, amounting to EUR 1.55 billion, with
a yield rate of 1.5% (on ten-year bonds issued in June) and 1.25% (on ten-year bonds issued in
November), are rated as successful. Favourable borrowing conditions were largely influenced
by the general positive conditions on the international financial market (which is also reflected
in the fact that other countries in the region are borrowing under similar conditions), and the
macroeconomic stabilisation achieved in the previous period had a positive effect. Thus, due to
the achieved macroeconomic stability, the Serbian EMBI index is low, i.e. lower than in Turkey,
Romania and Hungary, and close to the
value of this index for Croatia, and slightly
higher than in Poland.

Graph T 6-4. Serbia’s public debt trends (% of
GDP)
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Public debt at the If there are no major real fluctuations in the exchange rate and the fiscal balance moves within
end of the year could  the expected limits, if the economy grows by about 3-3.5% and there are no major new advance
amount to about borrowings, the public debt at the end of the year could amount to around 52- 53% of GDP,
52-53% of GDP  while, if there are no unforeseen events, it could drop to below 50% of GDP the following year.

Appendices

Trends

Annex 1. Serbia: Consolidated General Government Fiscal Operations, 2010-2019 (bn RSD)

2018 2019
2010 2011 2012 2013 2014 2015 2016 2017
Q @ Q4 Q104 Q1 Q @ Q1-03

| PUBLIC REVENUES 12784 11,3626 1,4721 1,538.1 11,6208 1,694.8 1,842.7 19734 473.8 5269 5369 567.7 2,105.3 526.0 552.2 568.0 1,646.2
1. Current revenues 12157 12979 13938 14613 1,540.8 1687.6 18333 19649 4725 5251 5343 5587 20906 5244 5494 5650 16388
Taxrevenue 1,056.5 11310 12259 12964 13699 14636 15858 17179 4200 4564 4653 4805 18222 4594 4959 4987 14540
Personal income taxes 1391 150.8 353 156.1 146.5 146.8 155.1 167.9 40.1 406 482 505 1794 445 513 50.5 146.3
Corporate income taxes 326 378 54.8 60.7 727 627 804 1118 229 446 229 221 1125 333 425 269 1027
VAT and retail sales tax 3194 3424 367.5 3806 4096 416.1 4535 4793 1103 1256 1397 1242 499.8 1287 1282 1382 395.1
Excises 1524 1709 181.1 2048 2125 2358 265.6 2799 769 62.2 75 794 290.0 69.8 742 815 2255
Custom duties 443 388 358 325 312 333 364 39.7 10.0 104 109 124 436 108 13 121 343
Social contributions 3230 346.6 3789 4183 4403 505.7 5275 719 1425 1535 1538 1700 619.7 1522 1678 1693 4894
Other taxes 46.0 435 426 435 573 633 67.3 5674 17.2 195 184 221 771 20.1 206 20.1 60.8
Non-tax revenue 159.2 369 379 349 1709 2240 2475 2470 524 68.7 69.1 782 2684 65.1 535 66.3 1848
I TOTAL EXPENDITURE -1,419.5 -1,526.1 -1,717.3 -1,750.2 -1,878.9 -1,844.0 -1,899.7 -1,921.1 -470.1 -496.8 -515.5 -590.7 -2,073.0 -514.1 -545.2 -551.9 -1,611.1
1. Current expenditures -12248  -13248 -14799 -15498 -16280 -16966 -1,717.9 -17453  -4348 -4516 -4539 -5070 -1847.2 -4749 -4873 -4834 -14456
Wages and salaries -308.1 -3425 -3747 -3927 -3886 -419.2 -417.7 -4263  -1160 -1174 -1159 -1196  -4688 <1238 -1288 -1272  -3798
Expenditure on goods and services -202.5 -233 -235.7 2369 -256.8 -257.6 -283.6 -301.6 -664 -850 -826  -109.3 -3434 <723 -91.0 -97.0 -260.3
Interest payment -342 -44.8 -68.2 -945 -115.2 -1299 -131.6 -1212 -420  -221 -308 -13.7 -108.6 -46.1 -239 -274 -974
Subsidies 779 -80.5 -1115 -101.2 -117.0 -1347 -1127 -1133 <179  -290 -230 -397  -1097 <232 -248 214 -694
Social transfers -579.2 -609.0 -652.5 -687.6 -696.8 -7100 -7168 7201 -1803 -1828 -1818 -201.0  -746.0 -1944  -1927 -1908  -5780
o/w: pensions5) -394.0 -422.8 -473.7 -498.0 -508.1 -490.2 -494.2 -497.8 -1286 -1302 -1296 -1369 -5252 -1403  -1400 -139.5 -419.9
Other current expenditures -229 -317 -374 -36.9 -53.7 -453 -55.6 -62.7 -121 -153 -19.7 -23.7 -70.8 -15.1 -26.2 -195 -60.8
2. Capital expenditures -105.1 -111.1 -1263 -84.0 -96.7 -1145 -1393 <1339 -289 397 -54.0 <768 1993 -36.1 -534  -628 -1523
3.Called guarantees -27 -33 -37 79 -29.7 -30.1 -39.1 -288 -4.0 -4.5 -7 -4.1 <197 23 -28 -36 -86
4.Buget lendng -300 =250 -382 -356 -554 -27 -3.3 <132 24 -11 -05 =27 -6.8 -07 -1.7 -21 -4.6
(CONSOLIDATED BALANCE -141.0 -163.5  -245.2 -212.1 -258.1 -149.1 -57.1 523 3.7 301 214 -23.0 322 1.9 70 162 35.1

Source: QM calculations based on the MoF data

Annex 2. Serbia: Consolidated General Government Fiscal Operations, 2010-2019 (real
growth rates, %)

2018 2019
2008 2009 2010 201 2012 2013 2014 2015 2016 2017

Q1 Q2 Q3 Q4 Q1-Q4 Q1 Q2 Q3 Q1-Q3

| PUBLIC REVENUES 33 -8.9 -15 -4.6 0.6 2.2 32 3.1 7.5 4.0 3.6 2.7 5.4 6.5 4.6 8.4 25 4.4 5.0
1. Current revenues 35 -9.1 -15 -44 0.1 -26 33 33 74 4.1 33 24 5.1 57 4.3 84 23 43 4.9
Taxrevenue 37 -8.8 -25 -4.1 1.0 -17 35 03 72 52 70 038 36 5.1 40 6.8 63 58 62
Personal income taxes 6.3 -108 -39 -29 21 -122 -8.1 -1.2 45 5.1 53 -19 85 6.8 48 82 235 34 1.2
Corporate income taxes 185 =270 -36 39 351 29 174 -150 269 350 195 -106 32 27 13 418 68 161 114

VAT and retail sales tax 25 -102 -0.7 -4.0 0.0 -38 54 02 7.8 26 -0.9 33 74 -12 22 139 -0.2 24 3.1
Excises 07 116 42 06 -12 51 16 94 114 23 16.7 -62 -108 87 16 -114 16.6 125 49
Custom duties 18 -324 149 215 -140 -156 -6.5 59 8.1 58 55 59 73120 78 6.0 61 101 74
Social contributions 43 -70 65 -39 19 26 31 21 32 38 82 59 68 76 7 43 70 87 6.7
Other taxes -23 -49 145 -15.2 -88 -52 292 89 5.1 44 20 36 11 135 52 137 35 78 8.1
Non-tax revenue 26 -113 58 -6.1 -6.2 -87 15 279 93 -3.1  -163 173 169 94 6.5 211 -238 -53 -47
IITOTAL EXPENDITURE 5.0 -4.8 -1.7 33 43 -0.3 52 -32 1.9 -1.7 5.6 37 9.5 4.9 58 6.8 7.3 5.7 6.6
1. Current expenditures 6.9 -33 -22 31 4.1 -27 29 -14 02 -1.2 27 .1 55 26 38 6.7 55 5.1 57
Wages and salaries 109 -6.0 -5.9 04 20 -26 31 97 -14 09 114 6.6 6.4 73 78 42 73 83 6.6
Expenditure on goods and services -5.7 -03 43 15 -6.6 6.2 -1.1 89 33 81 14.9 11.8 11.2 11.6 6.2 4.7 15.9 9.0
Interest payment -28 -57 -03 174 419 288 193 7112 02 -106 -128 -145 -37 218 121 72 54 -124 05
Subsidies -133 19.0 40.6 74 291 -156 132 136 173 -23 -6.6 6.7 23 150 -5.1 264 -162 -83 -27
Social transfers 101 -26.0 139 58 -0.1 =21 -07 05 01 2.1 17 0.6 2.5 1.5 1.6 53 31 36 4.0
o/w: pensions5) 9.5 22 -39 39 44 -23 -0.1 -48 -03 -2.2 28 27 21 6.2 34 6.6 5.1 6.3 6.0
Other current expenditures 149 6.7 -6.1 239 99 -84 426 -167 214 96 -10.1 10.6 268 55 107 223 67.0 -22 266

2. Capital expenditures -43 -6.7 -11.8 53 6.0 -382 127 168 203 -6.7 1368 9.6 775 329 459 221 317 149 219
3. Called guarantees 2835 -22 -27 -33 -37 2487 2678 0.1 285 -285 -523 -234 47 505 -329 442 -400 -506 -460
4.Buget lending 133 -240  -300 -250 -382 442 522 951 208 2839 622 -610 -837 18 -493 -704 557 2972 114

Source: QM calculations based on the MoF data

3 Including the non-guaranteed debt of the local self-governments



