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6. Fiscal Flows and Policy

Fiscal deficit in Q4
totals RSD 105.2 billion
(about 10.6% of the
quarterly GDP)

Consolidated fiscal
deficit in 2014 stands at
6.6% of GDP

6. Fiscal Flows and Policy

Fiscal deficit in Q4 2014 was very high due to a steep single rise in net budget borrowing
(due to assume of previous debts of Air Serbia, for financial rehabilitation of banks etc.). Ho-
wever, without this effect included, increase in fiscal deficit in Q4 relative to the preceding
quarters was below the season-specific due to a notable rise in revenues and low dynamics in
capital expenditures. Intensified activities against shadow economy and dinar depreciation
pushed up the revenues. Yet, to maintain the positive trends in public revenues, these inten-
sified activities against shadow economy need to be accompanied by a systemic reform in in-
spection services. It will be possible to give judgments about whether the recovery in budget
revenues is sustainable only when the data for the first half of 2015 is available. Consolidated
fiscal deficit in 2014 (including “below-the-line” expenditures) is estimated at about 6.6%
of GDP, which is much below the projections made in October (by 1.3% of GDP), but still
much above the sustainable level. This discrepancy between the actual deficit and the targe-
ted level came from a notable rise in revenues in Q4 and inadequate expenditure planning
and ineflicient spending (for example capital expenditures). Although the arrangement with
the IMF increases the chances of a more considerable reduction in fiscal deficit in the follo-
wing three years, it does not guarantee the success, because implementation of some adopted
measures (such as public sector rightsizing, deciding the status of public and state-owned
companies) is both technically and politically demanding. Public debt totaled EUR 22.8
billion (70.7% of GDP) at the end of 2014, and along with the debt of local governments it
reached 72.8% of GDP. Public debt rose by EUR 2.7 billion in 2014 due to large fiscal deficit
and dinar to euro and dinar to dollar depreciation. If fiscal deficit and other macroeconomic
indicators meet the projections in 2015, public debt, along with the debt of local govern-
ments, will reach 79% of GDP at the end of the year.

General trends and macroeconomic implications

Consolidated fiscal deficit in Q4 2014 totaled RSD 105.2 billion, which is approximately 10.6%
of the quarterly GDP.' This large fiscal deficit in Q4 primarily came from a steep rise in net
budget borrowing (to clear liabilities of Air Serbia taken up in the agreement on strategic part-
nership, and for financial rehabilitation of banks). Without this effect included, increase in fiscal
deficit in Q4 relative to the preceding quarters was below the season-specific due to a rise in
public revenues and low dynamics in capital expenditures.
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1 As of January 2015 the Ministry of Finance have started publishing monthly reports on consolidated public expenditures which
include expenditures on activated guarantees, expenditures on financial rehabilitation of banks etc. (which were previously treated
as off-balance expenditures, or so called “below-the-line” expenditures). Accordingly, from this issue on, QM analysis of fiscal trends
will be based exclusively on data about the total consolidated fiscal deficit, inclusive of the foregoing expenditures. Term fiscal deficit
will therefore refer to deficit inclusive of so called “below-the-line” expenditures. The Ministry of Finance has also published a series of
revised monthly data on fiscal deficit now including so called “below-the-line” expenditures, which allows y-o-y comparison of data
on consolidated public expenditures and fiscal deficit. Inclusion of all expenditures in consolidated balance of the public sector and
systematic monthly reports on these expenditures considerably increase budget transparency.
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Public Procurement Law). However, given that the budget revision was adopted in October,
this discrepancy of almost 20% (in only two months) is unacceptably large and indicates that the
methodology used for macro fiscal projections, budget planning, execution and monitoring was
inadequate.

Primary fiscal deficit (deficit without expenditures on interest payments) totaled about 3.7% of
GDP, meaning that expenditures on interest payments make more than 55% of consolidated
fiscal deficit. This indicates that expenditures on interest payments are an important driver of
fiscal deficit. Consequently, fiscal deficit could become self-generating in the future.

Consolidated fiscal deficit in 2014 was by 1.3% of GDP (or by RSD 50 billion) below the tar-
geted level due to the influence of multiple factors, the most significant being the following: 7)
inadequate expenditure budgeting, and lack of systemic government control over the dynamics
in procurement of goods and services and public investments, i7) tax revenues in Q4 were above
the projected level thanks to intensified activities against shadow economy? (see: Highlight 2:
Randelovi¢), iiz) dinar to euro depreciation, and especially dinar to dollar depreciation, which
on one hand pushed up revenues from VAT and excise on imports, as well as custom duties, and
on the other hand caused an increase in expenditures on interest payments for public debt deno-
minated in foreign currency, 7o) drop in world oil price, v) highly inefficient execution of public
investments, vi) and possibly, postponement of some procurements (goods and services and/or
capital expenditures), slowdown in VAT refund etc.

Data show that a consolidated fiscal surplus of RSD 16.5 billion was achieved in January, which
usually occurs in this month because of the influence of seasonal factors. To be more specific, in five
out of seven preceding years consolidated budget was in surplus in January. However, the surplus
recorded in January 2015 is somewhat larger than the season specific, primarily due to dividend
payment of RSD 7.6 billion made by Telekom. Although revenues from VAT were quite large in
January (VAT payments made by small taxpayers), by eliminating the influence of inflation and
seasonal factors, we will see that there was no significant rise in these revenues relative to the pre-
ceding months. This suggests that these more welcome fiscal trends detected during the preceding
months leave no room for giving up on some of the announced measures for fiscal consolidation.

Graph T6-2. Serbia: Consolidated public
revenues and public expenditures (GDP%)

Graph T6-3. Serbia: Real seasonally adjusted
fiscal deficit (in 2013 prices)
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A range of fiscal consolidation measures which are a part of the three-year program with the
IMF adopted in February 2014 and which are intended to reduce the deficit by about EUR 1.4
billion by 2017 is included in 2015 Budget. Measures designed to reduce fiscal deficit by 4.75%
of GDP altogether are envisaged in the arrangement with the IMF, which is a step closer to
sustainable public finance. Since the arrangement does not define the precise amount of the
targeted deficit for 2017 but only sets the cumulative amount of the necessary reduction, me-
dium term dynamics in public debt will depend on which amount of 2014 deficit is subject to
reduction — actual or targeted. If the actual 2014 deficit (6.6% of GDP) is used as the base, and
if the arrangement is fully implemented, fiscal deficit may narrow to about 2% of GDP in 2017,

2 In the IMF’s Article IV they conclude that the rise in revenues from VAT was caused by the rise in electricity imports in the second half
of 2014. This explanation is not plausible because revenues from VAT are affected by the overall consumption of electricity in Serbia
and not by its origin.
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and debt-to-GDP ratio may be stabilized. If, however, the targeted 2014 fiscal deficit (7.9% of
GDP) is used as the base, fiscal deficit may narrow to about 3% of GDP by 2017. In that case,
rise in debt-to-GDP ratio would be slowed down rather than stopped, and fiscal consolidation
would have to continue in 2018 to stop it.

Given that 2014 deficit is partly a result of much lower spending on goods and services and capital
projects than planned, which is unsustainable in the long run, and taking into account the risk that
some of the measures envisaged in the arrangement might not be fully implemented, the second
scenario (2017 fiscal deficit at 3-3.5% of GDP) appears to be more likely. In that case, fiscal conso-
lidation would have to continue in 2018 to reduce fiscal deficit to about 2% of GDP, which would
first stabilize public debt (as GDP percentage) and then push it downwards. This is also necessary
for successful conclusion of EU accession negotiations at the end of the current or at the beginning
of the following decade. Fiscal consolidation program incorporates so called “hard” (controllable)
measures, some of which have already been introduced (wage and pension reduction), while some
are to be implemented (public sector rightsizing, making large public enterprises self-sustaining
etc.), and so called “soft” (not fully controllable) measures (battle against shadow economy etc.).
Wage and pension reduction is one of the measures that are easy to introduce from the aspect of
administrative procedures, but whose implementation is a tough political decision. On the other
hand, public sector downsizing by 10%, comprehensive reforms in public companies and resolu-
tion of state-owned and public enterprises in a timely manner, are both politically and technically
demanding measures. Therefore, credibility and success of the program of fiscal consolidation will
depend on government’s persistence in implementing these measures. Although the arrangement
with the IMF increases the chances of success, it does not guarantee success.

Full implementation of fiscal consolidation might, after making negative impact on economic
activity in 2015 (due to drop in consumption), should produce positive effects on growth in the
succeeding years by restoring investors’ trust in Serbia (which would lead to rise in investments
and net exports, but which requires improvement of business environment). However, through
partial implementation of fiscal consolidation, its negative effects on GDP would remain, and it
would fail to boost investments and exports in the succeeding years.

Analysis of the dynamics and structure of public revenues and public
expenditures

Q4 2014 saw a moderate real rise in seasonally adjusted consolidated public revenues (by 2.1%)
relative to the preceding quarter. There was a notable real y-o-y rise in these revenues (by 5.4%),
as well. Sharp increase in revenues from VAT, and rise in non-tax revenues were the main causes
of this growth. There was a moderate real rise in total public revenues in 2014 (3.2%). It was driven
by rise in revenues from VAT (caused by reduction in shadow economy and VAT rate increase),
revenues from corporate income tax (caused by tax rate increase in 2013) and revenues from social
security contributions (caused by increase in social security contribution rate and reduction in sha-

Graph T6-4. Serbia: Dynamics in real dow economy).
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asonally adjusted) in revenues from gross domestic VAT (by 4.8%), moderate decrease in VAT
refund (by 2.7%) and moderate rise in VAT on imports (by 3.2%).

Accordingly, this rise in revenues from VAT in time of decreasing economic activity was caused
by the following: 7) intensified activities against shadow economy (mainly through tighter controls
on retail trade of goods and services — in shops and hospitality establishments) which pushed up
gross domestic VAT and VAT on imports 77) moderate real dinar to euro depreciation and strong
real dinar to dollar depreciation, which boosted revenues from VAT on imports, and 7i7) more re-
strictive VAT refund policy (right to VAT refund is restricted by clearance of any other tax debt)
and slowdown in exports, which slightly slowed down VAT refund. It is economically justifiable to
restrict the right to VAT refund by clearance of any other tax debt. At the same time, VAT refund
to taxpayers who qualify for the refund must be done smoothly and efficiently, within the legal
term, in order not to impair their liquidity. This especially applies to export oriented businesses.

Real seasonally adjusted excise revenues went down in Q4 relative to the preceding quarter (by
2.7%). 'There was a real y-o-y drop in these revenues (by 2.4%), as well. Total excise revenues
from tobacco products and alcoholic beverages went down. However, there was a real rise in
excise revenues (by 1.6%) in the whole of 2014 relative to 2013. A big step forward in reduction
of illegal sale of petroleum products was made in Q2 (through fuel marking). On the other hand,
it was not until Q4 that the activities against illegal sale of tobacco and tobacco products were
intensified, meaning that this measure could not produce any fiscal effects in that period.

Custom revenues (real seasonally adjusted) fell slightly in Q4 relative to Q3 (by 1.3%), and y-o-y
decrease in these revenues was somewhat larger (7.3%). In time of almost completely liberalized
foreign trade (with EU) and stagnant imports, this drop in custom revenues can be attributed
to a slowdown in imports, and changed structure of imported goods, regarding their type and
country of origin. Namely, goods that are subject to lower custom duties and goods imported
from the signatory countries to free trade agreement with Serbia dominate. At the same time,
it dinar had not depreciated in Q4, drop in custom revenues in this period would have been so-
mewhat larger. On the other hand, real dinar depreciation discourages imports, producing thus
unfavorable long-term eftects on custom revenues.

Seasonally adjusted revenues from personal income tax and social security contributions went up
moderately in Q4 relative to the preceding quarter (by 1% and 0.5% respectively). There was a
notable real drop in revenues from personal income tax (by 8.1) and a sharp real rise in revenues
from social security contributions (by 3.1%) in 2014 relative to 2013. This occurred primarily
because tax rate for wages was reduced and social security contribution rate was increased. Given
that revenues from social security contributions went up regardless of the rate increase, we belie-
ve that the measures against shadow economy contributed to this rise, because through reduction
in shadow economy the share of wages that are paid legally increases, as well as the number of
formally employed (prevention of illegal sale of goods and services prevents employers from ma-
king under the table salary payments).

Graph T6-5. Serbia: Trends in real consoli- Graph T6-6. Serbia: Trends in real consoli-
dated seasonally adjusted revenues from dated seasonally adjusted revenues from tax
consumption taxes on consumption (RSD on factors of production (RSD billion, in 2013
billion, in 2013 prices) prices)
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‘There was a considerable real rise in revenues from corporate income tax (17.1%) in 2014 relative
to 2013, mainly because corporate income tax for 2013, when the tax rate was increased from
10% to 15%, fell due for payment in 2014. However, rise in these revenues was smaller than the
relative increase in tax rate, which could be attributed to decreasing profitability and liquidity
of businesses. Real seasonally adjusted revenues from corporate income tax in Q4 went down
relative to Q3 (by 2.7%), and suffered a considerable y-o-y decrease (by 18.1%), as well. This can
be attributed to decreasing profitability of companies, leading to downwards revisions in tax
advance payment, or to illiquidity (and consequential rise in tax arrears).

There was a considerable real rise in other tax revenues in Q4 (by 9.3%). These revenues were
slightly higher than in the same period 2013 (by 0.5%), as well. Total other tax revenues in 2014
were moderately higher than in 2013 (by 3.1%). This is mainly attributed to increase in property
tax rate, after abolition of construction land usage fee.

Non-tax revenues (real, seasonally adjusted) went up considerably in Q4 relative to Q3 (by 20%)
because additional solidarity tax was collected in accordance with the order granted by the Tax
Administration, and NIS paid dividend at the end of November.? Solidarity tax slightly pushed
up non-tax revenues in 2014 relative to 2013 (by 1.5%). Although the government counts on large
inflows of revenues from dividend payments by public enterprises in 2015 and in the succeeding
years, this is not sustainable in the long run, because if they use a larger share of their profits for
dividend payments, these enterprises may not be able to invest sufficiently in their fixed assets.
Consequently, capital base of their business activity might be impaired in the medium term.

Real seasonally adjusted public expenditures went up considerably in Q4 2014 relative to Q3
(by 2.9%). There was a substantial real y-o-y increase in these expenditures (by 36%), as well.
'This rise in public expenditures in Q4 was caused by a single sharp increase in borrowing from

the budget, to clear liabilities of Air Serbia
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Real seasonally adjusted expenditures on goods and services increased sharply in Q4 relative to
Q3 (by 12.9%). There was a strong real y-o-y rise in these expenditures, as well (by 19.1%). Total
annual expenditures on goods and services were much higher than in 2013 (by 6.2%). Expen-
ditures on goods and services rose mainly at the central government level because at the end of
the year the government realized that the actual deficit would be smaller than projected in the
budget revision, which made room for some previously postponed procurements and clearance
of procurement arrears. Since the drop in these expenditures in the preceding quarters was offi-
cially attributed to problems with implementation of the Public Procurement Law, rise in these
expenditures in Q4 could indicate that these procedural problems have been overcome.

Real seasonally adjusted expenditures on subsidies went up considerably in Q4 relative to the
preceding quarter (by 13.9%). Y-o-y rise in these expenditures was even steeper (by 41.9%). Such
trends in expenditures on subsidies are explained by specific dynamics in agricultural subsidy

3 Although solidarity tax was abolished in November, at the end of the year the Tax Administration started granting the orders for
clearance of solidarity tax for those public sector employees from whose income solidarity tax had not been deducted and paid.
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payments and implementation of new subsidy programs approved in the revision of 2014 budget.
Total annual expenditures on subsidies were much higher in 2014 than in the preceding year (by
13.2%), primarily because budget subsidies became the main source of finance for the RT'S and
radio and TV subscription fee was abolished, and direct budget support to Srbijagas was appro-
ved (instead of guarantees on loans to this company). Given that expenditures on direct and
indirect subsidies in Serbia exceed 3% of GDP, which is two to three times higher than in other
European countries, increase in these expenditures (even if it is caused by temporary factors) is
not economically justifiable.

Expenditures on interest payments (real seasonally adjusted) considerably increased in Q4 relati-
ve to Q3 (by 19.3%) because large amount of euro-denominated bonds fell due. Additional cau-
ses of this increase are growing public debt and moderate dinar to euro depreciation, and strong
dinar to dollar depreciation. Total annual expenditures on interest payments were by 19.3%
higher than in 2013 due to growing public debt (and consequential increase in principal, but also
in interest rates) and dinar depreciation. Even if fiscal consolidation program is implemented
fully and persistently, rise in debt-to-GDP ratio will probably continue after 2017. Therefore,
upwards trend in expenditures on interest payments is expected to continue, though the ECB’s
quantitative easing program makes room for cheaper borrowing in euros in the following period.

Real seasonally adjusted expenditures on public sector wages fell considerably in Q4 relative to
Q3 (by 4%), and y-o-y decrease in these expenditures was even steeper (by 6.5%). Total annual
expenditures on wages went down (by 3.1%), which is economically justifiable. These expenditu-
res decreased in Q4 because all public sector wages over the minimum wage have been reduced
by 10% as of November. Additionally, increased number of employees took retirement at the
end of 2013, to escape being subjected to new retirement regime, which includes more stringent
retirement requirements and penalties for early retirement. The foregoing wage cut, increased
natural outflow of employees, and public sector downsizing by 10% in the following three years,
should reduce expenditures on employees to economically justifiable and long-term sustainable
level. Although this process might provoke a backlash from many sides, the government needs
to be persistent and must not give up on any of the measures. Otherwise, credibility of the fiscal
consolidation program would be seriously impaired.

Expenditures on pensions (real seasonally adjusted) went down slightly in Q4 relative to Q3 (by
1.4%). There was a slight real y-o-y drop in these expenditures (by 2%), as well. These expenditu-
res decreased because all pensions above the average have been reduced by 22% as of November.
Expenditures on pensions are expected to keep falling in Q1 2015, as well, though at a slower
pace, due to increased inflow of new pensioners at the end of 2014. Total annual expenditures on
pensions were almost stagnant (real y-o-y drop of 0.1%) due to rise in the numbers of pensioners,
negative real pension indexation and reduction in above-average pensions at the end of 2014. Af-
ter successful implementation of parametric reform in the middle of 2014, and pension reduction
in November same year, expenditures on pensions as a % of GDP are expected to decrease gra-
dually in the following years. However, it will take much longer to reach the sustainable level of
these expenditures, equaling about 10% of GDP, because a considerable number of pensioners
have been exempted from the pension cut.

There was a strong drop in capital expenditures (real seasonally adjusted) in Q4 2014 relative to
the preceding quarter (by 8.5%). On the other hand, more money was spent on capital projects
in this quarter than in the same quarter last year (by 25.2%) — mainly from the central govern-
ment budget. Total annual capital expenditures were by 12.7% higher than in 2013. Although
they grew considerably, capital expenditures accounted for only 2.5% of GDP in 2014. However,
this ratio needs to be almost two times higher to make some notable improvements in public
infrastructure. This also indicates that current expenditures accounted for almost 60% of the
consolidated fiscal deficit. Given that fiscal deficit is financed through borrowing, future gene-
rations will have to pay off a large portion of this debt. Low dynamics in capital expenditures
in the preceding quarters was attributed to complicated public procurement procedures. This is
unjustifiable, because the valid procurement regulations have been in force for almost two years,
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which is sufficient time to overcome the difficulties and get used to new procedures or to elimi-
nate possible shortcomings by amending the regulations.

Fiscal trends by government levels

Central government, the AP of Vojvodina and local self-governments overspent their budgets
in Q4 2014 (by RSD 45.9 billion, RSD 0.4 billion and RSD 2.5 billion respectively). Health
Insurance Fund of the Republic of Serbia has been running deficit since Q2, which widened to
RSD 6.7 billion in Q4, because the rate for health insurance contributions was reduced. Ho-
wever, since the public sector wages have been reduced, this deficit is expected to narrow in the

following period.

Central government budget deficit in 2014 totaled RSD 204.1 billion, which is by RSD 20 bil-
lion below the amount targeted in the budget revision adopted in October. At the same time,
sub-central government levels (local self-governments and AP Vojvodina) were running budget
surplus of RSD 9.5 billion. This surplus is even larger than in 2013 (RSD 7.6 billion), which leads
to conclusion that there is a systemic disequilibrium in distribution of competences and revenues
among different government levels, namely sub-central government levels are given more revenue
than competences. Accordingly, this disequilibrium needs to be eliminated and distribution of rev-
enues needs to be organized systemically so that sub-central government levels receive a predictable
amount of revenues which would encourage them to behave economically efficient.

Table T6-8. Serbia: Fiscal surplus (deficit) at different levels of government (bn. RSD, current
prices)

National
Budget of Employment Vojvodina Localself-
Year Republic Pension fund Service Health fund budget governments
2010 -108.0 -1.0 -0.1 1.9 -9.6 -11.5
2011 -144.3 0.2 1.3 2.1 -0.7 -15.6
2012 -213.0 -0.4 0.8 4.0 1.1 -0.3
2013 -194.4 -1.2 -0.5 8.7 1.3 6.3
2014 -204.1 3.6 2.0 0.2 1.0 8.5
Q12014 -77.5 0.3 0.0 6.1 1.8 4.5
Q22014 -51.5 0.9 0.8 3.0 2.1 3.5
Q32014 -30.4 0.0 0.8 -2.1 -0.4 -0.4
Q42014 -44.7 2.4 0.4 -6.7 -2.5 1.0

Source: QM calculations

Box 1. Privatization of spas and property rights disputes between
the Republic of Serbia and the Pension and Disability Insurance Fund

Privatization of spa hotel and tourism enterprises has been postponed at the end of 2014 be-
cause some of them are subject to property rights disputes between the Pension and Disability
Insurance Fund and the Republic of Serbia. Namely, the Pension and Disability Insurance Fund
has sued the Republic of Serbia for ownership of these enterprises, on the basis of investments
made by the Fund in 1970s. Such disputes usually last for almost a decade (and sometimes even
longer), and since the assets of these enterprises have been blocked, some spas are falling into
decay and some that have great potential have been closed down. The property in dispute is
estimated at tens of millions of euros, and the Pension and Disability Insurance Fund receives
EUR 2 billion from the budget of the Republic of Serbia every year to service pensions. Accordin-
gly, the question arises as to whether such sues are legitimate, given that the sued party every
year gives to the plaintiff non-repayable funds whose value exceeds the value of the property in
dispute several tens of times.
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central government
are growing, and
expenditures of local
self-governments are
going down

Serbia’s public debt
amounted to EUR 22.8
billion (70.7% of GDP)

at the end of 2014...

...and along with the
debt of local self-
governments it totaled
72.8% of GDP

These disputes could be settled in a relatively short term. Namely, the Republic of Serbia could
use a monthly transfer payment from its budget to the Pension and Disability Insurance Fund
to buy the property rights on the property in dispute. This property would thus become eco-
nomically active through privatization and investments in development of tourist facilities. This
solution would be welcome from the aspect of regional inequality, as well, because these spas
are mostly located in undeveloped parts of Serbia (Niska Banja, KurSumlijska Banja, Sokobanja,
Vrnjacka Banja etc.).

There was a real y-o-y rise in revenues in the central government budget in Q4 2014 (by 9.2%),
mainly due to increase in revenues from VAT, revenues from personal income tax, non-tax re-
venues and donations (for flood relief). There was a real y-o-y rise in revenues in the budgets of
local self-governments (by 7%), as well, mainly due to a strong increase in revenues from proper-
ty tax (by almost 77%), donations for flood relief and transfer payments from the budget of the
republic. Integration of construction land usage fee into property tax did not cause a decrease in
total revenues from these items in the budgets of local self-governments, which is good. Steep
real y-o-y fall in revenues collected in the budget of the Health Insurance Fund of the Republic
of Serbia continued (by 14.1%), because the rate for health insurance contributions was reduced
from 12.3% to 10.3%, as of July, and transfer payments from the central government budget rose
considerably.

There was a real y-o-y increase in central government expenditures in Q4 2014 (by 11.5%), mai-
nly due to a considerable rise in expenditures on goods and services, subsidies, capital expenditu-
res and other current expenditures. Expenditures on goods and services and capital expenditures
probably increased because spending on these items was postponed in the preceding quarters
(after the change at the post of the Minister of Finance), and then accelerated at the end of the
year, when it was clear that the budget deficit would be below the targeted. Additionally, the go-
vernment paid oft some of the arrears from the previous years, which is economically justifiable.
There was a slight real y-o-y increase in expenditures of the Health Insurance Fund, due to a
strong rise in other current expenditures and expenditures on goods and services, which went up
probably because some procurements could not be postponed any longer and procurement arre-
ars from previous years were paid off. At the same time, sharp real drop in capital expenditures
of the Health Insurance Fund continued, because reduction in the rate for health insurance con-
tributions pushed down the inflow of revenues from these contributions. There was a real y-o-y
drop in all categories of expenditures of local self-governments in Q4, which is economically
justifiable, although it is unfavorable that the largest cut was made in capital expenditures. This
could be partly because the Public Procurement Law stipulates that local self-governments must
provide the whole amount of funds needed for specific capital project before starting it.

Trends in public debt

Serbia’s public debt amounted to EUR 22.8 billion (70.7% of GDP) at the end of 2014, and was
by EUR 640 million larger than at the end of Q3, and by EUR 2.7 billion larger than at the end
of 2013.

Including the debt of local self-governments, public debt amounted to 72.8% of GDP at the end
of 2014, which is in line with the projections presented in the previous issues of QM. Increase
in public debt in 2014 exceeded consolidated annual fiscal deficit by EUR 500 million, becau-
se of additional borrowing needed to service fiscal deficit in 2015 (loan from the United Arab
Emirates etc.), and dinar depreciation against euro and dollar. In the same period, debt-to-GDP
ratio increased by 11.3% of GDP, which exceeded its absolute growth. This is attributed to real
decrease in GDP, moderate real dinar to euro depreciation (by 3.4%), and strong real dinar to
dollar depreciation (by 17.3%) caused by euro to dollar depreciation. Rise in debt-to-GDP ratio

would be even larger if the data on GDP were not revised upwards in the meanwhile.
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Downwards trend

in indirect debt
continues, but it is
expected to rebound

Table T6-9. Serbia: Public debt dynamics 2000-2014

Amount at the end of period, in billions EUR
2000 2005 2006 2007 2008 2009 2010 2011 2012 2013 Q12014 Q22014 Q32014 Q42014

|. Total direct debt 14.17 9.62 8.58 8.03 785 846 1046 1236  15.07 173 17.7 18.0 19.5 20.2
Domestic debt 41 4.26 3.84 341 316 405 4.57 5.12 6.5 7.0 75 7.7 8.0 8.2
Foreign debt 10.06 536 4.75 4.62 469 441 5.89 7.24 8.6 10.2 10.3 103 1.5 12.0

II. Indirect debt - 0.66 0.80 0.85 0.93 1.39 171 21 2.60 2.81 28 27 26 25
lll. Total debt (I+11) 14.2 10.3 9.4 8.9 8.8 9.8 122 145 17.7 201 20.5 20.7 22.1 22.8
Public debt / GDP? 169.3% 50.2%  36.2% 29.4% 25.6% 31.3% 41.5% 45.1% 59.3% 63.8% 62.3% 63.0% 66.8% 70.9%

Publicdebt/GDP (QM)*  169.3% 52.1% 36.1% 29.9% 28.3% 32.8% 41.9% 44.4% 56.1% 59.4% 60.6% 61.2% 67.6% 70.7%

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: Ministry of Finance and QM calculations

Downwards trend in indirect debt detected in the preceding three quarters continued in Q4, thou-
gh at a slower pace (EUR 80 million in Q4). In the whole of 2014 indirect debt shrank by EUR
270, which is praiseworthy but unsustainable, because key generators of indirect public debt (go-
vernment guarantees to Srbijagas and other public/state-owned companies, financial rehabilitation

of banks etc.) have not been eliminated. Gi-

Graph T6-10: Trends in public debtin Serbia (% ., that the transition to company financing
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Source: QM calculations place in 2014 — government guarantees were
partly replaced by direct subsidies.

Box 2. Currency structure of public debt and foreign exchange risk manage-
ment

Dinar denominated public debt accounted for about 1/5 (21.5%) of the total public debtin 2014',
and the remainder of the debt was denominated in foreign currencies, mainly in euros (42.2%)
and dollars (30.9%), while the share of public debt denominated in other currencies was much
smaller. From 2008 to 2014, share of dinar denominated public debt increased eight times, and
the sharpest rise was recorded between 2008 and 2011 because in that period fiscal deficit was
mainly financed through issuance of dinar-denominated treasury bills. However, sustainability of
public debt is highly exposed to foreign exchange risk because the share of national currency in
debt portfolio is still small. There has been a considerable increase in dollar-denominated public
debt as of 2011, and the sharpest rise was recorded in 2012 and 2013, when the government
launched several issues of Eurobonds denominated in dollars. At the same time, share of euro-
denominated public debt has been shrinking as of 2008. Dollar-denominated public debt incre-
ased considerably and euro-denominated public debt decreased mainly because borrowing in
US dollars was more available and cheaper than euro-denominated loans due to the Fed’s loose
monetary policy and its quantitative easing program lasting for years, alongside with Eurozone
crisis and less available borrowing in euros. Additionally, repayment of a considerable part of old

1 Data for 2014 refer to the end of November because these were the only available data when the analysis was made.
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debt denominated in euros (old foreign currency savings etc.) pushed down the share of euro-
denominated public debt.

The only way to eliminate foreign exchange risk would be to borrow in national currency exclu-
sively (in which revenues are collected). However, this is impossible because of the lack of capital
Graph T6-11: Serbia: Currency structure of n domes.t'c maf"et' Trends. n e?(Change
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Public debt will amount  Debt-to-GDP ratio will continue to rise in 2015 due to poor health of public finance, and real
to 79% of GDP atthe  GDP shrinking in 2014, depreciation of dinar against euro and dollar, and possible issue of go-
endof2015 vernment guarantees to public companies, because restructuring of large users of these guaran-
tees has not begun yet. Given the level of public debt at the end of 2014, and expected trends in
economic activity and fiscal deficit by the end of 2015, and expected further slight depreciation
of dinar against euro, and assuming that borrowing in advance (to obtain funds for the next year)
will remain within the expected level, 2015 public debt is estimated at 77% of GDP, and along
with the debt of local municipalities, it is targeted at 79% of GDP.

Appendices

Annex 1. Serbia: Consolidated General Government Fiscal Operations”, 2008-2014 (nominal
amounts, bn RSD)

2008 2009 2010 2011 2012 2013 2014
Qi @ @ Q Q104 Qi @ @ Q Q1-Q4
| PUBLIC REVENUES 11935 12008 12784 13626 14721 3464 380.1 3867 4249 15381 3529 4033 4076 4570 16208
1. Current revenues 10431 11392 12157 12979 13938 3273 3613 3676 4050 14613 3349 3837 3854 4368 1,5408
Taxrevenue 10004 1,0003 10565  1,1310 12259 2964 3218 3258 3525 12964 3013 3487 3448 3750 13699
Personal income taxes 1365 1335 139.1 150.8 353 382 398 359 42. 156.1 322 35.1 369 422 1465
Corporate income taxes 390 312 326 378 548 184 110 154 158 607 155 298 142 132 727
VAT and retail sales tax 3017 2969 3194 3424 367.5 873 987 946 99.9 3806 936 970 1017 173 4096
Excises 110, 1348 1524 1709 181.1 425 537 523 563 2048 429 552 584 56.0 2125
Custom duties 258 480 443 388 358 73 79 82 9.1 325 73 75 7.8 86 312
Social contributions 3127 3188 3230 3466 3789 934 997 1077 176 4183 993 109.8 1107 1206 4403
Other taxes 356 37 46.0 435 426 93 109 116 17 435 107 143 15.1 172 573
Non-taxrevenue 00 1388 159.2 369 379 309 396 419 525 349 337 350 405 617 00
2. Capital revenues 14 09 03 20 87 19 05 06 05 35 04 06 04 06 20
00
1 TOTAL EXPENDITURE -1,2655 1,328 -1,419.5  -1,526.1 ,7173 3926 4248 -452.8  -479.9 -1,750.2  -421.0  -4483  -447.4  -5622 -1,878.9
1. Current expenditures -1,089.6 055 -12248 -1,3248 14799 3509 3850 3954 4186 -15498  -3817 3936  -3980 4547  -1,6280
Wages and salaries 2932 3020 -308.1 3425 3747 938 -981 975 -1034 3927 -95.7 97,9 964 986  -3886
Expenditure on goods and services 1814 1874 2025 233 2357 497 553 -60.0 719 -2369 -50.9 -58.3 -60.2 874 -256.8
Interest payment 172 1874 342 448 682 189 275 272 209 945 355 286 268 242 1152
Subsidies 778 224 779 805 Q115 190 220 284 318 1012 194 237 279 461 1170
Social transfers -496.8 63.1 5792 6090 6525 324 -1730 1726 1795 6876  -1707  -1724  -1728 1810 6968
o/w: pensionss) -331.0 5564 -3940 4228 4737 1200 -1246 1253 1282 4980 1250 1269  -1280 1281  -508.1
Other current expenditures 235 3873 229 317 374 71 9.1 96 A1 369 96 126 140 75 537
2. Capital expenditures -106.0 240 -105.1 A1 1263 -134 176 267 264 -84.0 139 253 237 337 -96.7
3. Called guarantees 16 22 27 33 37 24 A 16 29 79 34 59 82 121 297
4.Buget lendng 193 240 300 250 382 80 39 110 128 356 52 58 03 -44.1 554
111 CONSOLIDATED BALANCE 720 1271 1410 -1635 2452 -462  -447  -66.1 550 2121 -68.1 -45.0 398 -1052  -258.1

Source: QM
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Annex 2. Serbia: Consolidated General Government Fiscal Operations”, 2008-2014 (real
growth rates)

2013 2014
2008 2009 2010 20m 2012
Q Q2 Q3 Q4 Q1-Q4 Q1 [e2] Q3 Q4 Q1-Q4
| PUBLIC REVENUES 33 -8.9 -1.5 -4.6 0.6 -5.7 -3.5 -2.6 0.1 -2.2 -0.8 43 35 54 3.2
1. Current revenues 35 -9.1 -15 -44 0.1 -6.2 -29 -28 17 26 -03 43 28 57 33
Taxrevenue 37 -8.8 -25 -4.1 1.0 -4.2 =21 -34 29 -17 -1.0 64 38 43 35
Personal income taxes 6.3 -10.8 -39 -29 21 -49 -123 -189 -11.6 -122 -17.8 -135 08 -17 -8.1
Corporate income taxes 185 -27.0 -36 39 35.1 -282 -79 396 449 29 -18.0 165.3 -95 -18.1 174
VAT and retail sales tax 25 -10.2 -07 -4.0 0.0 =21 -06 -6.2 -52 -38 43 -36 54 151 54
Excises 0.7 116 4.2 0.6 -12 95 201 -109 82 51 -17 08 9.5 24 1.6
Custom duties 1.8 -324 -14.9 2215 -14.0 -15.3 -20.5 -16.9 -93 -156 -44 -7.0 -6.9 <73 -6.5
Social contributions 43 <70 -6.5 -39 19 -30 -44 6.7 109 26 36 29.1 28.1 0.5 3.1
Other taxes -23 -49 145 -15.2 -88 -14.2 -15.6 0.2 102 -5.2 121 8.2 08 44.1 292
Non-tax revenue 26 -11.3 58 -6.1 -6.2 -22.0 -94 2.1 -54 -87 6.0 -13.1 -5.1 15.1 15
2. Capital revenues -76.8 -414 -66.8 468.2 304.5 1594 -63.6 -31.7 913 -63.0 <796 176 -27.7 6.0 -333
IITOTAL EXPENDITURE 5.0 -4.8 -1.7 33 43 -9.1 -9.8 23 -4.2 -0.3 4.4 37 -3.0 14.8 5.2
1. Current expenditures 6.9 -33 22 3.1 4.1 <72 52 30 -1.0 27 6.0 04 -1.2 6.5 29
Wages and salaries 109 -6.0 -59 04 20 =21 -57 0.0 =21 26 -06 -20 -30 -6.5 =31
Expenditure on goods and services -57 -03 43 15 -134 -203 4.5 4.0 -6.6 -0.1 34 -16 19.1 6.2
Interest payment -2.8 -5.7 -03 174 419 9.8 86.3 95 26.7 28.8 829 22 -34 136 193
Subsidies -133 19.0 406 74 291 -24.7 -20.7 359 -29.5 -156 -0.8 6.0 -38 419 132
Social transfers 10.1 -26.0 139 58 -0.1 -6.4 -25 -12 17 =21 24 =22 -18 -12 -07
o/w: pensions5) 95 22 -39 39 44 -4.8 -4.1 -1.6 1.2 -2.3 15 0.0 02 -20 -0.1
Other current expenditures 14.9 6.7 -6.1 239 99 -196 -295 124 106 -84 311 36.2 43.1 55.0 426
2. Capital expenditures -43 -6.7 -11.8 53 6.0 -529 -29.0 -16.6 -46.7 -382 14 415 -12.8 252 127
3. Called guarantees 2835 =22 =27 -33 -37 136 822 3243 1846 248.7 40.7 439.8 417.0 3105 267.8
4.Buget lendng 133 -24.0 -30.0 -25.0 -382 53.0 -79.8 347 49.3 44.2 -36.1 455 -97.4 2374 522

Source: QM

Annex 3. Serbia: Real annual rates of growth in public revenues and public expenditures, by
the levels of government

Q4 2014/Q4 2013
Consolidated  Budgetof  Health Local self-
budget Republic Fund _ governments
A Total publicrevenues (1)+(11)+(111)+(1V) 6.0 9.2 -2.4 6.1
| Current revenues (1)+(2) 5.7 8.8 -14.1 3.2
1. Tax revenues 4.3 6.3 -16.9 7.0
1.1. Customs -7.3 -7.3 - -
1.2. Personal income tax -1.7 13.7 - -8.3
1.3. Corporate income tax -18.1 -19.5 - -
1.4. VAT 15.1 15.1 - -
1.5. Excise duties -2.4 -2.4 - -
1.6. Property taxes - - - 76.8
1.9.0ther taxes 0.5 53 - 59
1.10. Social security contributions - - -16.9 -
2. Non-tax revenues 15.1 24.3 103.6 -8.0
Il Capital revenues 5.96 - -71.0 5.6
lll Transfers from the other levels of government - - 28.7 16.5
IV Donations 241.4 312.9 - 50.2
0.0
B Total public expenditures (1)+(11)+(111)+(1V) 7.6 14.5 24 -18.1
| Current expenditures 6.5 11.5 25 -13.7
1.1 Wages -6.5 -5.2 -8.3 -9.8
1.2. Goods and services 19.1 4.8 10.8 -13.0
1.3 Interest payments 13.6 16.4 -100.0 -13.7
1.4 Subsidies 41.9 64.9 0.0 -13.6
1.5 Social insurance and social assistance -1.2 -1.3 16.0 -19.4
1.6 Transfers to the other levels of government - 13 - -
1.7 Other current expenditures 55.0 103.9 2411.3 -18.3
Il Capital expenditures 25.2 56.2 -45.0 -37.5
Il Strategic reserves 1852.5 - -49.9
IV Net lending 192.4 95.2 - -90.9

Source: QM




