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Highlight 1. Fiscal consolidation -

alternatives and consequences
Milojko Arsi¢

Based on the trend in the last seven months it is esti-
mated that Serbia’s fiscal deficit in this year will amount
to about 8% of GDP, which will be the largest deficit
in Europe as well as the largest deficit Serbia recorded
since 2000. As a result of this deficit public debt is going
to rise in this year for about 2.5 billion euros, and will
reach 70% of GDP by the end of the year. In this year
the state will spend around one billion euros on cre-
dit interest, which is more than the expenditure for the
army or the police, and as half of the total healthcare
expenditures. If the fiscal deficit is not reduced public
debt will reach close to 80% in 2015, and credit interest
will be 1.15 billion euros.

Despite extremely worrisome trends in the movement
of the fiscal deficit and public debt, the public still de-
bates whether it is necessary to take measures of savin-
gs. There are opinions that the problem of fiscal deficit
can be solved with the economic growth. Representa-
tives of such views argue that the growth of the eco-
nomy would increase employment and consumption,
which would automatically increase tax revenues, thus
with keeping public spending at the current level the
fiscal deficit would be reduced. According to even more
extreme standpoint, not only that Serbia should not re-
duce consumption, but it should even increase it consi-
dering that the economy is still in recession. Increased
government spending, according to these proposals,
would launch the economic growth, which would then
solve the problem of the fiscal deficit. Representatives of
this viewpoint often adduce to the fiscal policies of large
developed countries, like the United States, and the sta-
tements by economists like Krugman and Stiglitz. Also,
it is occasionally argued that Serbia’s public debt of 70%
of GDP is not a big problem, because most EU mem-
ber states have debt which is greater than 80% of GDP.
From the abovementioned it is concluded that due to
the fact that public debt is not a big problem sharp fiscal
consolidation is not necessary. We will try to challenge
previous stances below.

1. Why is the fiscal deficit reduction necessary?

Statement that the problem of high fiscal deficit and
public debt can be solved with the GDP growth can
be challenged with the fact that this did not happen in

some other countries and so chances for this to happen

in Serbia are low. Other countries implemented harsh
austerity measures and increased taxes' instead of wai-
ting for GDP growth to solve the problem of fiscal de-
ficit. The reason that the problem of a high fiscal deficit
cannot be solved with GDP growth is that high fiscal

deficits negatively impact the economy in many ways.

Reduction of a high fiscal deficit is necessary in order to
reduce high macroeconomic risks, and this is one of the
prerequisites for starting up the economic growth. To
what extent macroeconomic risks have become serious
constraint to the growth of the economy is indicated
by the ranking list of the World Economic Forum for
2013-2014, according to which Serbia is on a 136th pla-
ce ranked by the macroeconomic environment, which
is far below the overall ranking of Serbia’s competitive-
ness (101th place). Of course, fiscal consolidation is not
sufficient to trigger Serbia’s economic growth, but if not
implemented it is almost certain that there will be no
growth. In addition to fiscal consolidation, a number of
reforms are necessary for the growth of the economy,
such as the improvement of the economic environment,
public sector reform, and in the period of crisis some
fiscal and monetary stimulus are justified.

Proposition that Serbia, in times of recession, should
increase consumption in order to start the economy
would mean that, in addition to all existing taxes, the
state should further increase the fiscal deficit. In doing
so, representatives of such proposals neglect that Serbia
de-facto has been conducting such policy since 2011 —
public consumption and fiscal deficit were raised faster
than taxes, but the result of such policy was not growth
of the economic activity, but its fall. Even in this year,
in which Serbia has a largest fiscal deficit in Europe,
the economy would, without floods, in best case be sta-
gnant, while its decline would be more likely (see secti-
on on economic activity). Problems of Serbian economy
which limit its growth are not primarily on the demand
side as domestic demand continues to exceed supply.
Representatives of such proposals manipulate the sta-
tements of leading world economists like Krugman and
Stiglitz which refer to big countries (USA, Germany,
and China) whose economies have significantly diffe-
rent characteristics from Serbian, while their fiscal po-
sition is much more favorable. Moreover, the explicitly
Krugman’s statement which he gave during his visit to
Serbia is ignored, according to which his advices propo-
sed for the USA, Germany and others do not apply for

Serbia as a small and open economy.

1 We wrote about this in more detail in QM35
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Justification of implementation of the savings measures
is challenged with statements that with savings the fis-
cal deficit cannot be reduced, not just as a percentage
of GDP, but even nominally?! According to this opi-
nion savings reduce domestic demand, and this leads
to a higher fall in public revenues than a reduction in
spending, and so the deficit rises. Though this kind of
a development is generally (ie. mathematically) possi-
ble, it is highly unlikely, and it is even less likely to be
lasting.? Savings can affect the growth of the fiscal de-
ficit as a percentage of GDP when private investors do
not believe in the persistence of the Government in the
implementation of the austerity measures, and therefore
parallel with the state savings private investments decli-
ne. However, if the Government is consistent in the im-
plementation of fiscal consolidation measures, investors’
confidence will be received, even if it did not exist at the
beginning of the program implementation.

The argument that the level of a public debt of 70%
of GDP is not alarming in case of Serbia, because the
majority of EU member states have public debt which
exceeds 80% of GDP ignores differences between Ser-
bia and the EU member states. EU member states have
better credit rating than Serbia, and therefore they are
borrowing at much lower interest rates than Serbia.> As
a result interest costs for Serbia at a debt of around 70%
of GDP are approximately equal to the costs develo-
ped countries have with a public debt of over 100% of
GDP. When it comes to the relation of the public debt
to GDP, in case of Serbia, an additional problem is that
about 80% of the debt is in euros so each euro deprecia-
tion by 1% leads to an increase in the share of debt in
GDP by about 0.6 percentage points of GDP. The risk
of the public debt of Serbia is also higher because over
60% of the debt* is related to foreign creditors, increa-

sing the risk of a sudden stop of Serbia’s funding.

2. How would fiscal deficit reduction affect the
economy?

Critics of fiscal consolidation as its huge flaw suggest
that it will lead to a further decline in economic acti-
vity, employment and income of citizens. Although this
estimate is correct, it ignores the negative effects that a
lack of fiscal consolidation would have on the economy.

2 Formal requirement for savings measure to affect the growth of the
fiscal deficit is that the fiscal multiplier is greater than its critical value
which is for Serbia is about 1.

3 Serbia occasionally borrows at low interest rates, as is the case with the
Arabian loan, but this should not to blur the fact that the average interest
rate at which Serbia borrows, as in the period of previous also during this
government, is high and are in averaging around 5% annually, in euros.

4 Besides, one part of the public debt refers to domestic banks which are
in foreign ownership.

Box 1. Credibility of fiscal policy and trans-
parency of public finances in Serbia

Official data which are being published every month by
the Ministry of Finance do not include all expenditures,
which should be included according to the internatio-
nal public sector accounting standards. The consequ-
ence of this is that announced expenditures are lower,
and this also means that the announced deficit is lower
than the actual one. This problem in Serbia exists in for
a long period, but it is more and more pronounced be-
cause the expenditures which were not included in the
monthly reports (so called “below the line expenditu-
res”) are growing fast. Expenditures “below the line” in-
clude different positions, such as credits to state owned
companies for which there is a minimal chance that they
will be returned by the company (hence these “credits”
are de facto subsidies, e.g. Zelazara Smederevo), state
guarantees for credits of the public companies (Srbija-
gas, etc.) which are almost certain to be returned by the
state, and other. While the expenditures “below the line”
3-4 years ago were about 05-1% of GDP, now they are
close to 2% of GDP. As a result it is possible at the same
time to find data in the Government documents that
confirm the public debt in this year is around 6% of GDP
or 8% of GDP depending weather the expenditures “be-
low the line” are included or not.

The lack of transparency in public finances is particular-
ly concerning due to the fact that the representatives
of the Government at the end of the previous year an-
nounced that during 2014 data on public finances will,
for the first time, include all income and expenses. It is
confusing that the representatives of the Government
claim that the data on expenditures include the below
line positions, although the data on the website of the
Ministry and in the Newsletter of public finances still do
not include the data “below the line”. The Ministry and
the Government certainly have up to date and comple-
te data on revenues and expenditures, but transparen-
cy means that these data are available on a monthly
basis to all interested: investors, analysts, citizens.

Data on public debt of Serbia are not fully reported ac-
cording to the international public sector accounting
standards. There are differences in the scope of the pu-
blic debt as well as in the method of calculation of its
relation to GDP. Therefore, representatives of interna-
tional financial institutions, private investors and analy-
sts usually correct the official data on public debt, and
as a result in different publications there are different
data on the extent of the public debt of Serbia in euros
and its share in GDP. It is relevant that the Fiscal Coun-
cil more than two years ago published a document in
which it suggested how to adjust the statistics of the
public debt of Serbia with the international practice.
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A lack of transparency about public finances causes the
lack of trust from investors, international financial orga-
nizations and other, in the economic policy of the Go-
vernment. The sensitivity about the problem of the lack
of transparency in the world is particularly increased
after a negative experience with Greece. It is therefo-
re important to include “below the line” expenditures,
in the shortest period possible, in the monthly data on
revenues and that the data on public debt is entirely
published in accordance with international accounting
standards.

Fiscal deficit reduction almost always leads to the reduc-
tion in the economic activity. The mechanism is relati-
vely simple — reduction in government spending cannot
be compensated in the short term with the growth of
other components of demand (private investments, pri-
vate consumption and exports), thus total demand and
GDP decline. Exceptions are very rare and they happen
in situations when some country implements savings
measures together with other reforms which improve
economic environment, and at the same time countries,
its most important economic partners are in expansion.
In such circumstances economic activity does not fall
because a fall in state consumption is compensated with
the growth of private investments, private consumption
and exports. However, this set of circumstances, which
leads to a so called expansive fiscal contraction, happens
relatively rarely, and in recent economic history Ireland
and Slovakia are the most famous examples.

The possibility that expansive fiscal contraction happens
in Serbia is practically non-existent, even if along with
fiscal consolidation other reforms would be implemen-
ted, because its relevant environment is far away from
the expansion. Therefore fiscal consolidation in Serbia
will, as it was the case with most other countries, lead to
certain fall in economic activity. How big this fall will
be and how long will it last largely depends on Serbia,
i.e. the intensity and structure of fiscal consolidation,
and the content of policies and reforms. If fiscal conso-
lidation would be strong and if alongside it the reforms
of the economy and antirecession measures would be
implemented, fall in economic activity could be rela-
tively short-lived and moderate, and would last one to
two years.’

5 The effects of fiscal consolidation and reforms depend on circumstances
that are not controlled by the government, as trends in the international
environment, particularly in the EU. The recovery of the EU would
favorably influence the growth of foreign investments and credits, as well
as the growth in demand for products from Serbia, which would mitigate
the impact of the fall in government expenditure on GDP. In contrast,
possible new recession in the EU would additional boost negative effects
of fiscal consolidation on GDP growth.

The lack of fiscal consolidation would basically mean a
continuation of the fiscal policy from the last few years,
i.e. the continuation of the policy of high fiscal defi-
cit and rapid growth of public debt. The result of such
policy is the stagnation of the economy with stronger
tendencies towards recession, and such policy could, in a
relatively short period of time, end with the bankruptcy
of the state. It is estimated that the delay of fiscal conso-
lidation would result in a drop of GDP of about 1-2%,
with the growing probability that the state goes ban-
krupt, which would lead to a drop of GDP of 5-10%.

Possible bankruptcy of the state would negatively affect
the Serbian economy and public finances in a lon-
ger period of time. The State would not have access
to commercial borrowing for many years, and the due
debts and future deficits would had to be financed by
the loans from uncommercial creditors (international
financial organizations and other states) and the sale of
state assets. It is certain that the amount of uncommer-
cial credits would not be high which would mean that
the fiscal deficit, and thus the expenditures of the state,
would have to decrease significantly in real term. In this
case, the state would simply have no choice - it would
have to decrease the salaries, pensions, subsidies etc., to
the level of available resources, and the available resour-
ces would be more modest than in the case of applicati-
on of fiscal consolidation.

3. Consequences of alternative dynamics and
structure of fiscal consolidation.

From the standpoint of recovery of the Serbian economy
it is more favorable to carry out decisive fiscal consolida-
tion, in parallel with the reform of the economic system.
Implementation of a strong fiscal consolidation, which
would in the next 3-4 years stop the growth of public
debt to GDP ratio, alongside the reform of the economy,
poses a condition for the growth of private investments,
and hence employment and wages in the private sector.
Strong fiscal consolidation with which savings of about
2.5% of GDP in the first year would be achieved, and
then continuation with austerity measures in the next
2-3 years until the fiscal deficit is reduced to below 3%
of GDP, would lead to moderate and short-term drop of
GDP, after which the GDP would begin to grow.

However, such fiscal consolidation is politically un-
popular because it implies that Government decisions
will in the next few years reduce real incomes of a lar-
ge number of citizens (public sector workers, pensio-
ners, recipients of subsidies, etc.) which are financed by
the state. People whose income depends on the state,
along with family members, represent a large percent of
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voters®, and the reduction of their incomes would cer-
tainly influence the decline in popularity of the Go-
vernment. Therefore, the Government is reluctant to
take necessary measures, mitigates the announced mea-
sures, and adopted measures are not implemented con-
sistently.

Partial fiscal consolidation would basically mean a con-
tinuation of a policy which has been carried out for se-
veral years, and such policy has less and less confidence
of investors. Investors have been somewhat understan-
ding for delays of consolidation in the period of the
previous coalition government, but they expected that
after the formation of the new government strong fis-
cal consolidation will be implemented. Furthermore,
such consolidation was announced by the Prime Mi-
nister, and its delay brings into question the credibility
of the Government. Because of a long history of delays
and mitigation of announced measures policy of uni-
form consolidation would probably not quickly gain the
confidence of investors. Therefore, in the case of slower
fiscal consolidation we would at the same time have a
moderate drop in government spending but also the
decline in private investments, because investors would
be restrained.

Delaying or mitigation of fiscal consolidation is pro-
bably a short-sighted policy, even from the standpoint
of political interests of parties forming the actual go-
vernment. Delays in fiscal consolidation lead to the
accumulation of problems and this can lead to a public
debt crisis, followed by a decline in GDP, employment
and income of citizens, including pensioners and public
sector employees. In that case, it is almost certain that it
will lead to a significant drop of support for the actual
government. Therefore, from the standpoint of political
interests of the members of the Government it would be
better that unpopular measures are being implemented
from the beginning of its mandate, in order to provide
positive results in the second half of the mandate, and
be capitalized in the election.

Besides the dynamics of fiscal consolidation an impor-
tant issue is the structure of savings within fiscal conso-
lidation. Savings of 5% of GDP can be achieved using
different methods, and each of these methods has diffe-
rent effects on the growth of the economy, functionality
of the public sector, economic inequality and political
popularity of the government. The structure of fiscal
consolidation will reveal to what extent each of these
goals are taken into account during the process of crea-
tion of the savings measures.

6 The number of pensioners is 1.7 million while the number of employed
in the public sector, including the employees in other state companies, is
about 750 thousands.

From the standpoint of the economic growth it is im-
portant that savings are not being made on the account
of public investments, which are already low, and also
not to reduce the investments in the activities which are
crucial for the economic growth, such as modest inves-
tments in education and science. For the growth of the
economy it would be good to achieve savings mainly on
current expenditures which are oversized in relation to
the strength of the economy, and these are expenses for
employees in the public sector, pensions, subsidies and
other forms of assistance to state owned companies. It
would be good to create certain space for implementati-
on of incentive antirecession measures through savings
on current expenditure. Suppressing the gray economy
could contribute to the reduction of the fiscal deficit,
while it would also affect the improvement of economic
conditions. Abolition/reduction of subsidies which dis-
tort equal conditions for doing business would also be
good for economic recovery.

From the standpoint of the functioning of the public
sector the most favorable savings are the ones which re-
fer to unproductive spending, starting from the aboliti-
on of unnecessary jobs, savings on public procurements,
to abolition of unnecessary institutions. Certain savings
could be made through privatization of some state insti-
tutions, as well as through exclusion from the state fi-
nancing of institutions which offer low quality services.
Certain savings, such as announced highly progressive
reduction of wages, are not good from the standpoint of
efficiency of the labor market and the functioning of the
public sector. Such savings would further foster negative
selection, which exists in the public sector for decades,
reduce the quality of services and encourage corrupti-
on. Well regulated state is crucial for the progress of
the economy and society, and this cannot be achieved
with egalitarianism. Therefore, from the standpoint of
the public sector operation it would be most appropriate
that wages within fiscal consolidation decrease linearly,
with the protection of the minimum wage, and that the
change in relative wage relations are achieved in a syste-
matic way through salary ranges.

Saving measures as part of the fiscal consolidation sho-
uld be designed so that through them the poorest class
of population is protected, and this means that recipi-
ents of minimum pensions and minimum wages, as well
as social assistance recipients, should be exempted from
savings. However it is not justified that the fiscal conso-
lidation introduces progressive reduction of salaries and
pensions, because it would mean de facto redistribution
from middle class (doctors, judges, professors, senior
officers and others.) to poorer citizens.
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From the standpoint of the Government popularity, sa-
vings which affect a small number of citizens - poten-
tial voters are desirable. Undoubtedly the best example
of such savings is a substitute of expensive loans with
cheap ones, but more than once we wrote in the Qu-
arterly Monitor that the potentials of this undoubtedly
good saving measure is more than modest - by replacing
a billion euros of expensive loans with cheap loans sa-
vings of 30-40 million euros per year would be achie-
ved. All measures which abolish unnecessary spending
(excessive use of expensive cars, buying unnecessary
goods and services, and others.) are politically profita-
ble. Some savings which affect a small number of pe-
ople, such as the solution of the status of loss-making
state owned industrial companies, are good from the
standpoint of the economy and the public sector also,
but their influence on the popularity of the Government
is uncertain because of possible strikes. Savings which
would be achieved through high progressive reduction
of public sector wages and pensions are appropriate from
the standpoint of the popularity of the government, be-
cause in this way most employees/pensioners, who are
also voters, are protected, but this would have a negative
impact on the overall functioning of the public sector.

Conclusion

Stalling and indecisiveness of the Government in the
implementation of fiscal consolidation has launched a
flood of proposals challenging the need for fiscal con-
solidation or proposing “light” measures for its imple-
mentation. Contesting fiscal consolidation is not new, it
exists in other countries also and it is a consequence of
the effects of political factors on the economy. Repre-
sentatives of interest groups are trying to avoid, postpo-
ne, or at least reduce the savings which refer to them.
For that purpose assessments that the situation is not so
serious, and thus big savings are not necessary are relea-
sed in public. Savings measures, which should normally
be realized within fiscal consolidation, are proposed,
but their effects are being extremely overestimated in
order to prove that the reduction of wages and pensions
is not necessary. 'Thus, for examples, it is argued that in
Serbia’s government sector has twice as many employees
per 100 citizens than other countries, and that this is a
consequence of employing of 200 or 300 thousands par-
ty activists after 2000. From the above mentioned it can
be concluded that the fiscal deficit can be eliminated
with the lay-off of the party-employed clerks. There is
no doubt that there is a surplus of employees in the pu-
blic sector and that this is partly a consequence of party-
employment, but it is for an order of magnitude smaller
and measured by tens, not hundreds of thousands. There
are also claims that the fiscal deficit can be eliminated

with a more eflicient suppressing of the gray economy.
In this case also, there is an extreme overestimation of
the potential of the gray economy suppressing - possi-
ble additional revenues amount to about 1% of GDP,
and the deficit should be reduced for 5% of GDP. In a
similar way savings which could be realized based on
the replacement of expensive loans with the cheap ones,
abolition of unnecessary agencies or reduction of subsi-
dies to state owned companies were extremely overe-
stimated. Mutual characteristic of previous proposal is
that they would lead to insufficient fiscal consolidation,
and then to prolonged recession, with the possibility of
bankruptcy of the State.

Disposal of consolidation reasonably raises the question
of whether we as a society will in an organized way re-
gulate Public Finances, or will we leave it to disorgani-
zation i.e. bankruptcy? Both choices are legit, although
we believe that the first option is better.
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