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tober (meaning that they will not produce much effect in 2014). Therefore, fiscal consolidation
measures cannot be expected to reduce the public debt below the foregoing level at the end of the
year. However, strong fiscal consolidation would produce considerable positive eftects on public
debt dynamics in the following years.

ANNEX

Annex 1. Serbia: Consolidated General Government Fiscal Operations”, 2008-2013 (nominal
amounts, bn RSD)

2012 2013 2014
2008 2009 2010 2011

Q1 Q2 Q3 Q4 Qe QL Q2 Q3 Q4 Qr QL JaApil

| PUBLICRE/ENUES 11459 11465 12234 13025 3126 3397 3551 3980 14054 3300 3624 360.1 4064 14678 3367 4644
1.Curert revenues 11431 11392 12157 12979 3117 3377 3540 3904 13938  X7.3 3613 367.6 4050 14613 B/ES5 4619
Tarevenue 10004 10003  1p565 11310 2763 2081 3156 3359 12259 2064 3218 3258 3525 12064 DLY 4171
Pasnal iranetaxes 1365 1335 1391 1508 *8 a2 414 467 653 382 398 359 421 156.1 322 446

Caporateincanetaxes 390 312 26 78 29 109 103 107 548 B4 10 154 158 607 155 211

VAT and retail sdestax 3017 2969 319.4 3424 n7 01 944 1033 3675 &3 BT U6 999 3806 936 1289
Exies 1101 1348 1522 1709 A6 2086 549 510 811 425 537 523 563 2048 429 600
Customduties 648 480 “3 388 77 90 a3 98 »8 7379 82 91 325 72 99
Seial cattributions 3127 3188 230 3466 89 %6 945 1039 3789 W4 W7 1077 1176 4183 ®8 179
Other taxes 356 371 460 35 97 117 108 104 26 93 109 116 117 435 107 147
Non+axrevenue 1427 1388 1592 1669 B4 206 384 545 1679 309 396 419 525 164.9 336 448
2.Capial revenues 14 09 03 20 06 13 08 60 87 19 05 06 05 35 04 15

00

1I TOTAL EXPENDITURE 11957 1248  -1329.9 -14359  -3628  -3911  -3892 4631  -16062 -3643 4026 4221 4450 -16339 3972 5374
1.Curert expendtures -1089.6  -1155 -1224.8 -13248 -3375 3686  -359.3 -4146 -1479.9 -350.9 -385.0 -3954 -4186 -1549.8  -3834 -517.2
Wageandsdaries 2932 -3020 3081 3425 855 944 912 1036  -3747 -88 981 -975  -1034 3927 925  -126.9

Expendture on goodsandsavices 1812 -1874 2025 2163 512 629 538 677 2357 497 553 600 719 2369 552 752

Interestpaymert 172 1874 342  -u8 154 134 233 62 682 -189 275 -272 209  -945 355  -457

Stbsdies 778 224 779 -805 226 252 196 442 41115 4190 -20 284  -318 1012 194 256
Saaltranskrs -496.8 631 5792 6090  -1549 1611  -1635 -1730  -6525 -162.4 -1730 -172.6 -1795 -687.6  -1706 -228.7
olw:pensiongs -BLO 5564 -3940  -4228  -125  -117.8  -1192  -1241  -4737 -1200 -1246 -1253 -1282 -4980  -1250 -167.6

Other curert expendtures -85 3873 22.9 -317 79 117 80 98 374 71 91 96  -111 369 102  -151

2.Capial ependtures -106.0 -240 4051 1111 253 225 300 486 1263 134 -176 267  -264 840 138 202

0
111 "OLD' DEBTREPAYMENT ,GOVERNMEBITNET

L ENDINGANDREAITALIZATONS -19.1 20 299 249 47 57 23 39 -166 31 39 41 16 12.7 52 -84
IV TOTALEXPENDITURE GS(11+11) 12148 -12683  -1359.8 -1460.8  -3675  -3967  -3016  -4670  -16228  -3673 -4065 -4261 4466 -16465 4025 5459

Izvor: QM

Prilog 2. Srbija: medugodisnje realno kretanje konsolidovanog bilansa sektora drzave",
2008-2014.

2012 2013 2014
2008 2009 2010 2011
QL Q2 Q3 Q4 Q4 Q Q@ @ & QQ4 QL JaAp
| PUBUCREVENUES 33 87 -15 -46 17 48 08 -32 06 -5.8 -32 -27 0.1 -30 0.6 -09
1.Curentrevenues 35 91 -15 44 17 45 09 44 01 -6.2 -29 -28 17 26 01 06
Tarevenue 37 88 25 41 19 53 19 -4.4 10 42 21 34 29 -17 -08 -09
Paonal icanetaxes 63 -10.8 -39 -29 46 46 13 -16 21 -49 -123 -189 -116 -122 -17.8 -181
Coporateincanetaxes 185 -270 36 39 515 39.9 254 15.0 35.1 -282 -79 06 49 29 -180 -18
VAT anl retail sdestax 25 -10.2 -07 -40 -40 69 09 -37 00 21 06 62 52 38 43 -16
Exbes 07 16 42 06 57 30 85 -7.0 -12 95 201 -109 82 51 17 36
Customduties 18 324 -149 215 -186 86 -11.4 -176 -14.0 -153 -20.5 -169 93 -156 44 60
Saial contributions 43 70 65 39 48 61 07 -34 19 30 44 67 10.9 26 42 39
Other taxes -23 -49 145 -15.2 -9.7 76 -12.0 -192 88 -14.2 -156 02 10.2 -52 125 164
Nan-taxrevenue 26 -11.3 58 61 01 -11 -190 43 62 22.0 -9.4 21 54 87 58 20
2.Capial revenues -768 414 -668 468.2 1241 9.1 1767 373.3 3045 159.4 -636 317 913 630 796 -461
IITOTAL EXPENDITURE 45 48 -7 33 10.3 92 29 15 43 -10.4 -6.6 15 58 55 62 27
1.Curent expendtures 69 33 22 31 82 93 -17 14 41 72 -5.2 30 -10 27 64 21
Wagsandsdaries 10.9 -6.0 -5.9 04 6.6 63 57 14 20 21 57 00 -21 -26 -39 -26
Ejpendture ongoodsandsevices -5.7 -0.3 43 94 15.0 -23 -114 15 -134 20.3 45 40 -6.6 82 6.4
Interest payment -2.8 -5.7 -0.3 17.4 48.1 66 B4 24 419 98 863 95 26.7 28.8 829 249
Stbsdies -133 190 406 74 426 56.4 -362 89 21 24.7 -207 *H9 295 -156 07 59
Sciltranskers 10.1 -260 139 58 38 29 -0.3 -6.1 -0.1 -6.4 -25 -12 17 21 23 -09
ofw:pensiorts) 95 22 -39 39 84 74 31 05 44 -48 -41 -16 12 23 15 04
Other current expendtures 14.9 67 61 29 -17.1 36.8 12.2 11.8 99 -19.6 -295 124 106 84 98 B6
2.Capiial expendtures -4.3 -67 -118 53 48.7 83 -14.9 23 60 -529 29.0 -166 467 382 09 21
1l "OLD' DEBTREPAYMENT, GO/ ERNMETNET
LENDINGAND REEAPITALIZATIONS 123 24 352 -25.6 -183 -452 -54.7 -263 -37.9 -417 -37.6 632 -585 -290 666
IV TOTALEXPENDITURE GFS(II+111) 46 48 -1.1 -38 9.8 7.7 -35 12 36 -10.8 -7.0 18 -6.2 5.7 6.7

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

Q1 2014/Q1 2013

Consolidated  Budgetof  Health Local self-

budget Republic Fund governments
A Total publicrevenues (1)+(11)+(111)+(1V) -0.6 33 -1.8 -16.1
| Current revenues (1)+(2) -0.1 33 -2.8 -15.8
1. Tax revenues -0.8 0.4 -1.7 -13.3
1.1. Customs -4.4 -3.8 - -
1.2. Personal income tax -17.8 -3.6 - -21.6
1.3. Corporate income tax -18.0 -16.7 - -
1.4. VAT 43 5.0 - -
1.5. Excise duties -1.7 -1.0 - -
1.6. Property taxes - - - 12.0
1.9.0ther taxes 12.5 -3.3 - 31.8
1.10. Social security contributions 4.15 - -1.7 -
2. Non-tax revenues 5.8 35.8 -51.8 -25.0
Il Capital revenues (79.61) - -54.1 -79.6
Il Transfers from the other levels of government - - 0.6 -5.6
IV Donations -0.1 -11.0 - 26.5
B Total public expenditures (I)+(11)+(111)+(1V) 6.2 123 2.8 -9.7
| Current expenditures 6.4 11.3 29 -7.9
1.1 Wages -3.9 2.5 -18.9 -3.6
1.2. Goods and services 8.2 -6.1 30.5 1.1
1.3 Interest payments 82.9 89.2 18.3 4.1
1.4 Subsidies -0.7 12.3 0.0 -27.7
1.5 Social insurance and social assistance 23 183 11.0 -17.2
1.6 Transfers to the other levels of government 0.0 1.1 - -
1.7 Other current expenditures 39.8 67.8 557.8 4.0
Il Capital expenditures 0.9 21.1 -57.6 -24.3
Il Strategic reserves 0.0 -60.2 - -39.4
IV Net lending 66.6 66.3 - -63.5

Source: QM
Indeks potrosackih cena (Q1/Q1)
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Inflation at low level
but monetary policy
remains restrictive

Despite indisputable
risks, a speedier and
stronger relaxation
of monetary policy is
justified

7. Monetary Trends and Policy

Inflation has been stable for the past two quarters at about the lower level of the target cor-
ridor but the National Bank of Serbia (NBS) is still implementing its restrictive monetary
policy. The main elements keeping inflation at alow level are control of the exchange rate and
a drop in domestic demand. The strong interventions on the foreign currency market create
the impression that the NBS has quietly moved from the model of target inflation and a ma-
naged floating exchange rate to a visibly firmer foreign currency exchange regime. There is
justification to ask whether it is appropriate to control inflation by keeping the exchange rate
almost at a setlevel in condition of a still high current deficit and outflow of capital? Loans to
the economy have continued their two year trend of dropping strongly — at the end of the first
quarter the y.o.y. loan drop in real terms stood at —8.3%. The banking sector placement to
the enterprises and households saw their greatest quarterly drop of 577 million Euro which
was partly caused by the revoking of the license of the Univerzal Bank late in January. Along
with the drop in placements to the enterprises and households, domestic banks also recorded
a drop in foreign sources for new placements because of the drop in domestic deposits and
the repayment of bank debts to their head offices abroad. The negative trends are continuing
in the number of bad loans which rose to 22.3% of the overall credit stock in Q1 with all seg-
ments of debtors seeing the situation deteriorate.

Centrala Bank: Balance and Monetary Policy

Inflationary pressure in the first four months of 2014 was very low, the economy was in stagna-
tion and the credit activities of banks dropped. Despite that the NBS continues to be cautious in
relaxing monetary policy. The key policy rate was lowered early in May from 9.5% to 9% and it
exceeded the y.o.y. inflation several times over — that inflation rate mainly stood at between 2%
and 2.5% in the past six months. Arguments in favor of keeping the restrictive monetary policy
in place can be found in the strong depreciation pressure over the first quarter, the high liquidity
of banks and worrying tendencies in public finances which the government still has not defined
response to. Also, investor confidence in the macroeconomic stability of Serbia is low which is
confirmed by the withdrawal of banks from REPO placements in the pre-election period during
the first quarter. Business banks lowered their placements in REPO bonds by 183 million Euro
in Q1 despite the fact that inflation stood at 2%, the key policy rate at 9.5% and the bank liquidi-
ty was high. The funds withdrawn from REPO bonds were used by banks to buy hard currency
with the aim of protecting themselves from a possible depreciation of the Dinar. The behavior
of the banks showed that their decisions depend of expected trends in the Dinar exchange rate
more than on expected inflation and Dinar interest rates.

'The monetary policy in conditions of high euroization must balance on the sharp edge between
inflation control, Dinar exchange rate con-
Graph T7-1. Movement of key policy ratein  trol and attempts to stimulate credit activities

select countries 2008-2014 among banks which means economic activity as
j: well. We believe that as long as Serbia has an

" independent central bank and monetary policy,

" the NBS besides conducting inflation control,
L should try to influence credit activity through
=" T\\_\ monetary policy including GDP trends. Con-
SN, sidering the fact that inflation has been close to

‘_\\ the lower limit of the target corridor with the

economy in stagnation and credit activity drop-

) " S T S ping, we believe that it is justified for the NBS
Source: Central banks of select countries to lower the key policy rate further. It is not cer-
tain that a lowering of the key policy rate would

Q1 @2 @3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1
2008 2009 2010 2011 2012
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affect the interest rates of business banks but it is fairly certain that it would affect a depreciation
of the exchange rate. A moderate depreciation of the exchange rate would cause an increase in
inflation within the frameworks of the target interval, deteriorate the balance position of foreign
currency debtors but would also caused a delayed improvement of price competitiveness for Ser-
bia and a rise in exports. Given the situation when domestic demand is still significantly greater
than the GDP, a rise in exports would be the main stimulator of economic growth on a healthy
footing along with a rise in investments. The possibility and need to lower the NBS key policy
rate is indicated by comparisons with key policy rates in Euro countries which conduct a policy
of target inflation and have a flexible exchange rate (Graph T7-1). Also, the rate used for REPO
auctions is 1-2 percentage points lower than the key policy rate which shows that it is possible to
lower the key policy rate. Eliminating the difference between the key policy rate and interest rate

Table T7-2. Serbia: NBS interventions and foreign currency reserves 2012-2014

for auctions would remove the divergent signals the NBS is sending to the market.

2012 2013 2014
Mar Jun Sep Dec Mar Jun Sep Dec Mar

Repo stock (in milions of euros) 1,055.98 111.98 2.29 354.16 678.86 663.82 832.03 966.40 783.96
NBS interest rate 9.50 10.00 10.50 11.25 11.75 11.00 11.00 9.50 9.50
NBS interest rate m -2.77 -5.74 1.1 6.95 331 13.24 10.38 4.38
NBS interest rate -18.43 -7.27 -6.50 -3.99 19.25 12.85 12.83 9.25 5.28

NBS interventions on FX market (in

-498.50 -1288.80 -1348.30 -1343.30
milions of euros) 10.00 -215.00 -140.00 375.00 -800.00
INCREASE cumulative, in % of initial M2"
NBS own resreves? -17.6 -45.4 -35.6 -6.0 12,5 7.1 17.9 43.2 -21.4
NDA 2.4 61.3 65.8 413 -153 -3.9 -16.2 -31.3 19
Government, dinar deposits” -5.1 6.1 43 -43 1.0 -1.2 -4.7 -19.9 -0.3
Repo transactions” 22 53.7 59.3 40.2 -16.0 -14.7 -23.8 -30.7 42
Other items , net” 5.3 1.5 23 5.4 -0.3 12.0 124 19.3 -2.1
H -15.2 15.9 30.2 353 -2.8 33 17 120 -19.5
o/w: currency in circulation -3.3 -4.0 -1.4 -1.6 -3.9 -0.7 1.0 5.4 -3.6
o/w: excess liquidity -13.6 -1.6 -1 5.4 0.6 2.1 1.4 44 -14.3
in millions of euros, cumulative from the beginning of the year
NBS, net -1070.60 -2087.45 -2383.97 -1050.95 30.01 -992.01 -1041.50 943.97 -230.19
Gross foreign reserves -1138.11 -2090.09 -2536.57 -1324.15 -385.77 -1576.91 -1822.60 240.33 -344.35
Foreign liabilities 67.51 2.64 152.60 273.20 415.78 584.90 781.10 703.63 114.16
IMF 58.24 -6.44 138.99 258.95 401.14 568.40 759.83 695.60 112.50
Other liabilities 9.27 9.07 13.61 14.25 14.65 16.50 21.27 8.03 1.66
NBS, NET RESERVES-STRUCTURE

1. NBS, net -1070.60 -2087.45 -2389.97 -1050.95 30.01 -992.01 -1041.50 943.97 -230.19
1.1 Commercial banks deposits 459.45 740.45 1030.19 907.59 911.80 967.01 1058.25 240.42 -132.58
1.2 Government deposits 263.40 488.43 683.75 28.63 -811.79 47.05 209.55 -359.83 -41.34
1.3NBS own reserves -347.74 -858.58 -670.03 -114.73 130.02 22.06 226.30 824.56 -404.10

Has NBS informally
changed to policy
of firmer control of
exchange rate?

(13=1-11-12)

Source: NBS.

1) “Initial M2” designates the state of the primary money at the start of the year, ie the end of the previous year.

2) Definition of net own reserves NBS is given in section,,Monetary trends and policy , Frame 4, QM no. 5.

3) Government designates all levels of government: republic level and local government level.

4) This category includes Treasury Bonds NBS (BZ), and repo operations.

5) Other domestic assets net includes: domestic loans (net debts to banks, not including BZ and repo transactions; net debts of enterprises) together with
other assets (capital and reserves; and items in balance: other assets) and corrected by exchange rate.

By observing the inter-bank foreign currency market from the start of this year, we see two pe-
riods in which the NBS behaved differently in terms of interventions. In the first period which
lasted up to the elections, the NBS intervened strongly by selling hard currency (800 million
Euro net) which prevented a weakening of the Dinar. The quick forming of the new government
had a positive effect on stopping depreciation pressure and in April the NBS bought 150 mil-
lion Euro on the inter-bank foreign currency market to decrease the excessive strengthening of
the Dinar. Strong interventions on the inter-bank market and a high key policy rate practically
blocked the depreciation of the Dinar which indicates that the NBS informally changed from a
policy of a managed floating exchange rate to a policy of a stronger control of the exchange rate.
In conditions of high euroization, maintaining the exchange rate a an almost fixed level is an
efficient way to control inflation but that could prove to be an inadequate policy when that fixed
exchange rate is maintained at a level which suits the high deficit in the current account. Perse-
vering with that policy over a longer term means that the NBS is acting in a way similar as the
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The money mass M2
has decreased since the
start of the year...

... because of a
reduction in the Dinar
part of the M2

Aty.o.y. level the M2
growth rate slowed
down to 1.9%...

... while loans to the
non-government sector
dropped even

more to -8.3%

Graph T7-3. Serbia: NBS interventions on
interbank foreign exchange market

currency board and that monetary policy could
have similar advantages and flaws as the ones
typical for currency board. The difference lies in
the fact that there is no explicit promise to keep
the exchange rate at a fixed level which means
that the NBS is keeping open the possibility of
depreciation, and the price for that possibility
is the risk premium for the change in the ex-
change rate. Bear in mind that in highly euro-
ized economy (as is Serbia’s) this risk premium
is high even when the possibility of depreciation
is not significant.

Q@ @ 4 o @ G 0 0o @ 3 0 0 @ G o o
2010 2011 2012 2013 2014

= Buying Selling e Net

Source: NBS

Due to the extensive interventions aimed at
preventing a greater depreciation of the Dinar and the repayment of loans to the International
Monetary Fund (IMF), the NBS net own reserves in Q1 recorded a drop of 404 million Euro
(in Q4 2013, the net own reserves were increased by 598.26 million Euro). That sale of hard
currency on the market caused a drop in primary money levels which in Q1 dropped by 19.55%
from the level of the start of the year. That drop was eased minimally by a growth of domestic net
assets (NDA) by 1.86% compared to the value of primary money at the start of the year. The gro-
wth of the net domestic assets is owed solely to the fact that in Q1 business banks reduced their
placements in REPO by 183 million Euro or 4.25% of the primary money at the start of the year.

Monetary System: Structure and Trends of the Money Mass

Compared to the level at the start of the year, the money mass M2 recorded a drop of 1.5% in Q1
(a growth of 0.6% was recorded in Q4 2013, Table T7-5), which is due completely to the drop
in net domestic assets by 1.6% of the value of M2 at the start of the year. Unlike the previous
quarter, the net domestic assets in Q1 recorded a minimal rise of 0.2% which was not enough
to compensate fo the drop in the NDS and consequently the M2 money mass. Compared to the
same period of the previous year the M2' money mass recorded a nominal growth of 4.23% and
after a correction by the inflation rate the money mass growth rate stood at a y.o.y. 1.9%. The
thing that causes the most concern is the downwards trend in credit to the non-goverment sector
which has been evident since mid-2012. That drop has continued without any slowdown and in
Q1 it stood at a nominal —6.1% y.o.y. while the real downwards rate is even higher and stands at
—8.3% y.o.y. (Table T7-5).

The recorded drop in credit to the non-government sector was caused by the constant drop in
credit to the enterprises which in Q1 stood at —15.4% at y.o.y. level. Measures to stimulate credit
activity proposed after the new government was

Graph T7-4. Serbia: money mass trends as formed could partly improve the situation in
percentage of GDP, 2005-2014 this segment. We don’t know how much these
500 measures can cover all the endangered sectors
of the Serbian economy. Namely, to avoid the
dominance of political interests over economic
logic, decisions to approve subsidized loans will
1500 be taken only by business banks on the basis of
I NS o W their own analysis of the credit abilities of po-
TtweSeessssms  (oitial clients. In terms of efficiency, this is de-

it s R R B B R s s finitely the better option compared to the solu-
tion in which the government takes the decision

on approving subsidized loans. The government

30.00 A

25.00 Mﬁ

22000

5.00

@t Real M2/GDP  esililes Dinar part of M2

Source: QM calculation

1 Monetary aggregate M2 in section Monetary Trends and Policy includes the more narrow aggregate M1, savings and times deposits
as well as foreign currency deposits in business banks. Because of that the aggregate M2 which we observe is equal to the monetary
aggregate M3 in NBS reports.
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should be included in defining areas where credits should be placed, that is setting the minimum
level of funds which have to be placed to small and medium-sized enterprises, investment loans
and similar. If that framework is not introduced, business banks could be tempted to approve
subsidized loans to big debtors in order to move them to a better category so that their reserves
for assessed losses would get lowered. That would mean that favorable subsidized loans would
once more go to problematic companies and those loans would not be available to small and
medium sized enterprises which are doing health business.

Table T7-5. Serbia: growth of money and contributing aggregates, 2012-2014

2012 2013 2014
Mar Jun Sep Dec Mar Jun Sep Dec Mar
y-0-y,in %

m2" 14.0 18.1 13.8 9.6 8.2 4.5 6.1 4.6 4.2

Credit to the non-government sector” 14.4 14.0 16.6 9.8 1.9 -0.5 -4.4 -4.5 -6.1
Credit to the non-government sector”, adjusted”

8.6 4.6 7 3.8 1.6 0.6 -4.1 -5.0 -8.2

Households 57 33 3 2.5 3.0 29 29 2.6 20

Enterprises 10.1 53 9.1 4.4 0.9 -0.6 -7.6 -8.8 -13.4

realy-o0-y,in %

m2" 10.1 12.0 3.4 -2.2 -2.6 -5 1.2 23 1.9

Credit to the non-government sector” 10.5 8.1 5.9 -2.0 -8.2 -9.2 -8.9 -6.5 -8.3
Credit to th - t sector?, adjusted”

redit to the non-government sector”, adjuste: 49 12 36 81 87 82 85 70 103

Households 2.0 -2.4 -7.2 -9.2 -7.5 -6.1 -1.9 0.4 -0.3

Enterprises 6.3 -0.5 1.7 7.5 9.3 9.3 -11.8 -10.7 -15.4

in bilions of dinars, end of period

m2" 1,499.7 1,5886  1,607.6 1,641.7 1622.7 1659.8 1705.8 17193 1691.4

M2" dinars 445.0 444.6 467.4 480.6 478.8 492.5 519.5 547.6 516.4

Fx deposits (enterprise and housholds) 1,0547  1,1440 1,402 1,161.1 11438  1167.3 11863  1169.3 1175.0

cumulative, in % of opening m29

m2" 0.1 6.1 7.3 9.6 -1.2 1.1 3.9 4.6 -1.5

NFA, dinar increase 5.6 -4.5 -7.9 0.2 7.2 2.7 5.2 10.6 0.2

NDA 5.7 10.5 15.2 9.4 -84 -1.6 -1.3 -6.0 -1.6

Source: NBS

1) Money mass: components — see Analytical and Notation Conventions QM

2) Loans to non-government sector — loans to enterprises (including local government) and households.

3) Trends corrected by exchange rate changes. Corrections made under assumption that 70% of loans to non-government sector (both households and
enterprises) are indexed against the Euro.

4) Initial M2 designates state of M2 at start of this, ie end of previous year.

Graph T7-6. State of money mass in

permanent prices, 2005-2014
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The nominal growth of the M2 of 4.23% at
y.o.y. level is due to the growth of M1 by 2.91
percentage points, which explains more than
2/3 growth of the M2. A positive contribution
to the growth of M2 came from hard curren-
cy deposits with 1.92 percentage points while
savings and timed deposits continued their ne-
gative influence on the growth of M2 with -.6
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percentage points in Q1.

aws | wos | o | om | aws | we | wn | ww | s |

@=e==M2 n constant prices  e@mDinar part of M2

Source: QM calculation

Banking sector: placement and sources of financing

As in the previous year, placements to the enterprises and the households recorded drops which
in Q1 stood at 577 million Euro. The overall drop in placements by the banking sector in Q1 is
somewhat less and stands at 343 million Euro (in Q1 2013, banks placed 123 million Euro and
in the same period of 2012 409 million Table T7-8), and was caused by increased loans to the
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The enterprises and
households

continued repaying off
debtsin Q1 ...

... while the only growth
of placement was
recorded on the basis
of net loans to the
government

government in that period. The drop in overall placements is primarily the consequence of the
critical state of the enterprises in regard to financial sustainability of operations. Funds to subsi-
dize loans to the enterprises were completely exhausted early in 2013 and the government failed
to implement the sorely needed reform of the public sector and regulatory framework to secure
conditions for the economy to recover. In virtually unchanged conditions and with no financial
injection in the form of subsidized loans for liquidity and turnover funds, the enterprises repaid
more than a billion Euro in 2013. That negative trend continued in 2014 when in Q1 alone the
enterprises lowered its debts by twice the amount of the average repayments per quarter in the
previous year, that is 570 million Euro (in Q4 2013 the enterprises lowered its debts by 312 mil-
lion Euro which at that moment was a record at quarterly level). The drop in credit activities was
due in part to the fact that the Univerzal Bank Belgrade lost its license late in January which me-
ant that its placements were excluded from the balance of the banking sector but even then the
rest of the sector recorded a drop in credit activities. Credit placement to the households which
increased slightly in 2013 also saw a drop in Q1 by 7 million Euro. At the same time, banks wit-

Frame. Crediting the government and non-government sector

Following the first drop in credit activities due to the effects of the financial crisis in 2008, the
Serbian government subsidized loans program quickly showed positive effects in terms of the
growth of new placements to the enterprises and the households. However, without reforms in
the public sector and a new labor law instead of a return to the old path of economic growth,
we only saw a short delay of the inevitable crisis of liquidity. In periods between the end of one
and start of a new series of subsidized loans, there was an evident drop in credit activities which
shows that the enterprises are unable to take out loans under market conditions and that busi-
ness banks are not interested in taking some risks and offering better credit conditions (Picture
T7-7).The first problems were noticed in 2012 when in Q3 alone the amount of newly approved
loans exceeded the debt repayments of the enterprises and households to domestic banks. In
2013, when funds for subsidized loans were completely exhausted, there was a constant nega-
tive growth of credit placement. In the past five quarters, the enterprises repaid 1.6 billion Euro
more than it took out new loans from business banks.
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Picture T7-7. Growth of government loans to the enterprises and households in Serbia
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In the same period the net placements to the government were mainly positive. In 2013, pla-
cements to the government* increased to reach almost 400 million Euro along with a lowering
of the debts of the enterprises in the balance of the domestic banking sector. The increased
exposure of the banking sector to the government with a constant growth of bad loans in the
economic segment additionally complicated the position of both the state and business banks.
Unless the government implements all necessary measures of fiscal consolidation in the coming
period there is a latent danger of a public debt crisis which would spill over into the banking
sector if the government is unable to service its dues on time.

* Government includes all levels of government: republic level and local government level.
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hdrew some 176 million Euro from REPO placements which decreased the overall placement
of the banking sector in Q1 even further. Due to the increase of loans to the government by 411
million Euro, the overall drop in credit placements in this period eased significantly but the que-
stion is how long the banking sector in Serbia will resist this negative trend in credit withdrawal.

TableT7-8. Serbia: bank operations - sources and structure of placement, corrected” trends, 2012-2014

2012 2013 2014

Mar Jun Sep Dec Mar Jun Sep Dec Mar

in millions of euros, cumulative from the beginning of the year

Funding(-, increase in liabilities) 672 692 472 -384 109 341 213 420 578
Domestic deposits 589 146 15 -459 4 -56 -325 -394 240
Households deposits -49 -189 -296 -578 -87 -132 -252 -423 45
dinar deposits 30 69 36 n 16 -34 -110 -279 27

fx deposits -79 -258 -332 -589 -102 -98 -141 -144 17
Enterprise deposits 638 336 3n 120 91 76 -73 29 195
dinar deposits 362 304 230 99 -1 -1 -109 -162 210

fx deposits 275 31 81 21 102 87 36 191 -15
Foreign liabilities 3 345 335 127 357 406 588 806 358
Capital and reserves 80 200 123 -52 -252 -9 -50 8 -20
Gross foreign reserves(-,decline in assets) -199 3n 164 284 -278 -104 84 -304 193
Credits and Investment " 409 -424 201 521 123 -169 -67 42 -343
Credit to the non-government sector, total 309 136 784 589 -23 -348 -551 -875 -577
Enterprises 375 161 4 552 -1 -463 -728 -1,018 -570
Households -36 -25 42 37 48 115 177 143 -7
:::m:’;)‘;l‘s';“h NBS (Repo transactions and 28 o4 1,082 701 32 319 9 68 176
Government, net” 128 385 470 632 -175 -140 -8 290 411

MEMORANDUM ITEMS
Required reserves and deposits -552 -418 -451 -265 -17 -87 -443 -134 -2
Other net claims on NBS” -199 -20 -42 58 -154 -85 118 44 -136
o/w: Excess reserves -187 45 54 10 -151 -96 60 38 -156
Other items® 150 222 56 146 100 50 54 -22 -289
Effective required reserves (in %) 22 23 23 23 25 24 22 23 23
Source: NBS

1) Calculating growth is done under the assumption that 70% of overall placements are indexed against the Euro. Growth for original Dinar deposit values is
calculated based on the average exchange rate for the period. For foreign currency deposits - as the difference calculated on the basis of the exchange rate
at the ends of periods. Capital and reserves calculated based on Euro exchange rate at ends of periods and do not include effects of exchange rate changes in
calculating balance remainder.

2) NBS bonds include government and treasury bonds NBS which are sold at repo rates and at rates set on the market for permanent auction sales with a due
date longer than 14 days..

3) Net crediting of the government: credits approved to the government are lowered by the government deposits in business banks; the negative prefix
designates a higher growth of deposits over credits. Government includes all levels of government: republic level and local government level.

4) Other NBS debts (net): difference between what NBS owes banks on basis of cash and free reserves and debts to NBS.

5) Items in bank balance: other assets, deposits by companies in receivership, inter-bank relation (net) and other assets not including capital and reserves.

6) Effective mandatory reserve designates participation of mandatory reserve and deposits in sum of overall deposits (households and the enterprises) and
bank debts abroad. Basis to calculate mandatory reserves does not include subordinate debt because it is unavailable

Graph T7-9. Serbia: growth of new credit to Graph T7-10. Serbia: overall credit debt in
the enterprises and households, 2005-2014 % of GDP, 2007-2014
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See footnote 1in Table T7-5. Source: QM calculation

'The negative trends continued in Q1 in terms of business banks sources for new placements. Al-
though a drop in sources for new placements is characteristic for the start of the year (in Q1 2013 a
drop in those sources by 109 million Euro, in Q1 2012 a drop in those sources of 672 million Euro,
Table T'7-8), there is cause for concern over the fact that in the previous year that trend spread to
the entire year. The lowering of sources to finance placement is party due to the drop on the account
of domestic deposits by 240 million Euro. That drop was caused by the withdrawal of enterprises
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deposits totaling 195 million Euro while the remaining 45 million Euro were withdrawn from the
accounts of private individuals. In terms of structure, withdrawals were almost completely from
Dinar accounts while the foreign currency accounts of the enterprises and households dropped
by just 2 million Euro. Sources for new placement in the remaining part were decreased because
of the debt repayment of business banks abroad. In 2013, banks lowered their debts to their head
offices abroad by 806 million Euro and another
358 million in the first three months of this year.
'That withdrawal of capital is also an indicator of
the confidence of foreign investors who have a
oo 'N/““V’N much more realistic image of the international
o /\/ position in terms of evaluating the business ca-
pacities of the Serbian economy. The decrease in
/ the number of sources for new placements com-
/ bined with the drop in credit placements means
that the domestic banking sector is adapting to a
eRELRFE] i s i A i A i Rk} 'm""arwlzlialmrwlzl:zlmm lower level of economic activity and is an addi-
T tional brake for the already debatable prospects

Source: NBS of economic growth in 2014.

Graph T7-11. Serbia: level of foreign
currency deposits, 2005-2014
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Table T7-12. Serbia: participation of bad loans by type of debtor, 2011-2014

2009 2010 2011 2012 2013 2014

Dec Mar Mar Jun Sep Dec Mar Jun Sep Dec Mar Jun Sep Dec Mar

balance at the end of period
Corporate 1214 1402 1439 1623 1744 1707 1772 1926 1904 1906 2262  27.77 3113 2776 2867
Entrepreneurs 1.21 158 1566 1575 1699  17.07 1605 1847 1756 1592 1679 1819 2086 2082 2111
Individuals 6.69 671 6.79 7.1 74 124 757 769 805 832 844 837 814 859 87
’;i’lri‘:“:“;l;frg;pt ByNPL(in o 1.94 2,09 246 264 263 267 271 297 3.19 3.87 447 482 409 4048

Source: QM calculation

Bad loans continue  The revoking of the license of the Univerzal Bank a.d. Belgrade late in January because of the
growing ... untenable under-capitalization is another indicator of how serious the situation is in the Serbian

banking sector and of the problems stemming from bad loans which can no longer be ignored. In

Q1 the overall participation of bad loans calculated using QM methodology increased to 22.33%

which means that the growth trend which started in 2008 is continuing (Graph T7-13). In the

... with deterioration overall structure of bad loans, the greatest contribution came from bad loans to companies which
registered in all three increased by 28.67% (in Q4 2013 that stood at 27,76%, Table T7-12). A somewhat lesser deterio-
segments  ration was noted in the entrepreneur and private individuals segment in which there is no sign that

this trend is about to stop. An attempt to decrease the participation of bad loans by relinquishing

debts fallen due to persons outside the financial

Graph T7-13. Serbia: participation of bad sector obviously was not successful enough. Sin-
loans in overall placement, 2008-2014 ce there were no better solutions and the Serbian
e government and NBS were not ready to tackle
2 the problem seriously, it seems that the revo-
" /‘/v king of the licenses of business banks will be-
. H/ come common practice in the Serbian banking
s P A" system. Solving the problem of bad loans in the
° J : banking sector will demand a more active role to

’ be played by the government and NBS not just in

RS P Pt P e e e |QZ|03|Q4IZQ1 creating the regulatory framework but in directly
208 | 2009 200 a1 w02 w3 b initiating the sale or restructuring of companies

=== Ratio of non-performing loans to total loans

which to a large extent generated the rise in bad
loans in Serbia.

Source: QM calculation
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8. International Environment

The global recovery is continuing but the developed countries, especially the USA and Eu-
rozone, recorded lower than expected growth in Q1. Financial markets stabilized in develo-
ping countries but economic activity continues to be relatively low level. China is implemen-
ting structural reforms which have slowed down growth while Russia is probably already in
recession because the sanctions imposed by the West. The FED is slowly preparing for the
end of its aggressive monetary policy while the European Central Bank (ECB) is doing the
opposite and introducing unconventional measures to prevent deflation and a strengthening
of the Euro. Inflation is dropping globally. Geopolitical risks are increasing. The US and
European Union will probably sign a trans-Altlantic agreement later this year while China
and Russia have already signed an energy agreement.

The World

According to the latest International Monetary Fund predictions, the growth rate for the world has
dropped slightly (by 0.1 percentage point) for this and the next year. Growth in 2014 should stand
at 3.6% and at 3.8% in 2015. There were no changes of predictions for developed countries which
should see a growth of 2.2% this year and of 2.3% next year. The predictions for developing coun-
tries for 2014 was lowered by 0.2 percentage points to 4.9%. The biggest reduction was for Russia
which the IMF says is probably already in recession and instead of the earlier 1.9% it should see a
growth of just 0.2% in 2014. The prediction for Eastern Europe was lowered from 2.9% to 2.4%.

The IMF defined the three currently greatest dangers to global growth — possible negative ef-
fects on growth of low inflation in developed countries, increased risks in developing countries
and a higher level of geopolitical risks. The danger of low inflation (and even deflation) is the
highest in the Eurozone while the risk of capital fleeing and slower growth is a trait of develo-
ping countries with high current and budget deficits. The geopolitical situation is growing more
complicated and the relations of the West with Russia and China are deteriorating. Namely, the
trans-Atlantic agreement will probably more deeply integrate the US and EU while Russia and
China and have signed an energy agreement. Financial markets in the developing countries have
stabilized temporarily and the outflow of capital has been stopped but growth continues to be
relatively low level.

East European countries suffered the negative consequences of the continuing crisis in the Ukra-
ine but those were less than expected. There were no higher costs of loans because of the geo-
graphic proximity of the Ukraine. Moreover, the opposite happened but for different reasons:
since the interest rate on state bonds were lowered on the outskirts of the Eurozone, investors
looked for higher income and raised the demand for state bonds in Eastern Europe which caused
a drop in the cost of loans in the region. Also, the rise in the GDP in Eastern Europe in the first
quarter was higher than predicted. Favorable credit conditions and a faster growth of the GDP
meant that many states sold bonds with a longer due date to improve the time structure of their
public debt. Risk assessment agencies increased the ratings of several East European countries.

'The recovery in Eastern Europe could have a positive effect on Serbia’s exports but the continu-
ing crisis in the Ukraine could have a negative effect on the Serbian economy. The first negative
effect of that crisis on the Serbian economy is the uncertainty over the construction of the So-
uthern Stream gas pipeline. The construction of the Southern Stream was to have been one of
the biggest investments in Serbia this year but the delay will have a negative effect on overall
investments and will weaken the already low level of economic activity. If the Ukrainian crisis
does not end soon, we can expect rising EU and US pressure on Serbia to impose sanctions on
Russia. From the point of view of the economy, choosing one side or the other in the Ukrainian
crisis would mean that Serbia faces a choice of two bad options — worsening relations with the
EU and US or deteriorating relations with Russia.
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The Eurozone

The GDP growth rate in Q1 in the Eurozone was less than expected (0.2%). Growth was slow
in Italy (-0.1% q/q), Portugal (-0.7% q/q) and the Netherlands (-1.4% q/q). Germany recorded
the fastest growth (0.8% q/q), France stagnated (0% q/q) and Spain recorded a higher rate than
expected (0.4%) and continued its recovery. A divergence appeared again in the growth by co-
untry but that is most probably temporary. The divergence was caused by the mild winter and in
places construction activity was high while energy production was low. That caused the growth
in the Netherlands to be low since that country’s energy sector is significant while the constru-
ction industry showed increased activity in Germany because of the good weather. However,
Germany is expected to see a drop in exports because of the slowdown in China and the looming
recession in Russia. And it wasn’t only the weather that defined results. In Spain, domestic de-
mand was strong and growth speeded up while in France, because of fiscal consolidation, private
spending was low. The slowing of growth in the Eurozone, especially in Italy, is a bad signal
because it will have a negative effect on Serbia’s exports.

'The ECB lowered the key policy rate from 0.25% to 0.15% and the rate on bank deposits with the
central bank from 0% to —0.1%. Both measures were expected because they had been announced
earlier but their effects are uncertain since deposits are at a low level while the key policy rate was
already close to zero even before the changes. Cheap credit was offered to commercial banks and
the sum will be defined by the amount of credit which commercial banks place with companies.
Unlike the FED, the ECB cannot simply implement quantitative easing. First, the choice of
country from which bonds will be bought is a political issue and second, the mechanism of quan-
titative easing would have less effect in the Eurozone because companies are financed through
banks and not through the financial market. What is more important than those measures is the
fact that the ECB lowered the predicted inflation rates, sending a signal to investors to make
realistic assessments of the risk of deflation and that it will react to prevent the consequences.
'That ECB policy prevents the Euro from growing stronger but for now the ECB is not buying
unconventional measures such as buying bonds because that is certainly not necessary yet. Ove-
rall inflation in the Eurozone dropped in the first quarter and then rose slightly in April. But,
in May it dropped again to just 0.5% at annual level which is far below the 2% target. Services
inflation had the highest value (1.1%) while the prices of energy and industrial goods stagnated
in May (0%). Base inflation dropped from 0.7% in April to 0% in May.

Unemployment in the Eurozone dropped slightly from the start of the year from 11.8% in Janu-
ary to 11.7% in April. The lowest was in Austria (4.9%) and Germany (5.2%) while the countries
on the outskirts saw unemployment start to drop — Greece (26.5%), Spain (25.1%) and Portugal
(14.6%). The Eurozone saw the trend of dropping unemployment rates among the working po-
pulation continue and it dropped from 70.3% at the start of the crisis to 68.3% in 2013 while the
unemployment rate for the segment of the population between the ages of 55 and 64 constantly
rose. The cause of that is the increasingly low level of youth employment. The European Union
2020 strategy plans to increase the average employment rate to 75%. The lowest employment rate

is in Greece (53.2%) and the highest in Sweden (79.8%).

In Q1, the Eurozone trade balance surplus stood at 43.9 billion Euro which is just 0.2 billion less
than in Q4. The continued slowing of exports and imports in Q2 lowered predictions of growth
in the Eurozone.

The United States

For the first time after three years, the US has recorded a negative quarterly growth rate — 1.0%.
Personal spending was at a similar level as in the previous quarter but the drop in supply was
significant as did the negative effects of net exports. Private citizens are maintaining their level of
spending with lower savings which means that once the labor market recovers and personal in-
come increases, they will have to save more and the recovery will be at a lower level than planned
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to date. Exports have dropped and imports have risen slightly so that net exports in Q1 lowered
the growth rate by 0.9%.

Economists expected weak growth primarily because of low temperatures and accumulated su-
pplies in Q3 but that low level of growth was a surprise. All growth components, except for
personal spending, showed negative growth. Cause for concern comes from the slowing down
of business investments and the construction sector. Data will show soon whether the slowing
down is just temporary as most economy experts thing or if it means a end of the recovery. Un-
like economists, investors are fairly skeptical and that is shown by the interest rate on 10 year
US bonds which has dropped from 3% to under 2.5%. The difference in perception is easiest to
demonstrate with the fact that no economist covered by a Bloomberg poll has predicted that the
rate will be under 3% by the end of the year and the fact that the average prediction was 3.25%.
Time will tell whether the caution of the investors was justified and if the economists are right
in regard to the continuing recovery, the people who have been buying bonds since the start of
the year will suffer losses. The US FED continued lowering the monthly amounts of bond pur-
chases in Q1 and is expected to discontinue this unconventional measure by the end of the year.
It is uncertain when it will start raising its key policy rate and investors want that to be as late as
possible with the market reacting negatively to a statement by the FED chief that the key policy
rate could be raised six months after the end of quantitative easing. Overall inflation in the US
has started rising and in April it stood at 2% with the same trend present in base inflation which

rose from 1.6% in February to 1.8% in April.

Unemployment dropped from 6.6% at the start of the year to 6.3% in April which is the lowest
rate in the past five and a half years but the participation of the labor market is the lowest since
1982 for the workforce aged 25 to 54, the age span when they are the most productive. That
situation is complicated by the FED policy which can no longer just be defined by unemploy-
ment and inflation rates in a situation when participation is at a very low level. Unless there is an
increase in participation on the labor market, personal spending will not be able to support the
growth of the GDP. It is possible that the raising of the key policy rate will be postponed until
participation on the labor market increases.

'The trade deficit is growing and in April it stood at 47.2 billion Dollars which is the highest
deficit since April 2012. Imports are rising while exports stagnate because of the slowdown in

Europe and China.

Central and Eastern Europe

Croatia recorded a negative GDP growth rate (-0.4%) at annual level in the first quarter which
is the 10th consecutive quarter in which the Croatian GDP has dropped. Short term indicators
show a rise in exports, a drop in imports and continued weakening personal and investment
spending. Fiscal consolidation is lowering personal spending, investments are not recovering and
export growth is modest with the recent floods cutting down agricultural production. Croatia
is also recording a slight deflation during the first quarter (April and March —0.1%, February
—0.2%) but no negative effects are expected from the drop in prices because that is probably a
passing occurrence since it was caused mainly by the drop in prices of raw materials on the world
market. Liquidity is at a sufficient level in Croatia and there will probably be no further lowering
of the key policy rate. Structural reforms to raise competitiveness are needed to bring the country
out of recession better than stimulation of aggregate demand by lowering the key policy rate.
'The Fitch and Moody’s agencies lowered their prediction ratings into the negative because public
finances are in danger due to low growth levels and the lack of reforms. Despite that, a successful
auction of 8 year bonds worth 1.25 billion Euro, instead of the planned one billion, was held in
May thanks to investor interest.

Hungary had a GDP growth rate of 3.5% at annual level in Q1 primarily because of strong
industrial production and construction. The processing industry showed a growth of 9.6% and
construction of 25.2%. EU funds eased the realization of infrastructure work. Hungary has no
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problem with inflation (in that country inflation in Q1 was close to zero), the national currency
the Forint has grown stronger, investors are interested in state bonds and since the ECB will
lower its key policy rate conditions will be created for the Hungarian Central Bank to continue
its aggressive reduction of the key policy rate. The central bank lowered its key policy rate from
2.7% in February to 2.4% in May, cutting it down in several installments. We can expect the
key policy rate to be brought down to the level of 2.2% but the aggressive monetary policy will
probably be discontinued at the end of the year. The Forint has strengthened against the Euro.
The S&P Agency upgraded its prediction rating for Hungary from negative to stable. The unem-
ployment rate is expected to rise by 0.2 — 0.3 percentage points (it stood at 8.1% in April) because
the government program of public works, which is an instrument of social policy, is ending.

'The GDP growth rate in Romania stood at 3.8% at annual level in Q1 which is the highest gro-
wth rate in the European Union. The causes of that high rate are a recovery of personal spending
and net exports. The Romanian central bank will probably start lowering the rate of mandatory
reserves because of low inflation to stimulate credit for companies in the domestic currency. In
April, loans in domestic currency rose by 6.1% at annual level. Romania has managed to success-
fully place 30 year Eurobonds and has increased the average due date of its debt. The national
currency the Leu reached its highest level last summer (4.4 Leu to the Euro). The S&P Agency
raised Romania’s rating to the level of investment grade and the Moody’s Agency changed its
prediction rating from negative to stable because the external debt and budget deficit are being
reduced. During a visit by US Vice-president Joe Biden, an agreement was reached on wider coo-
peration with the aim of increasing American investments in the Romanian economy because
the US investor presence in the country is very low.
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Highlight 1. First steps and the announced

economic measures of the Government
Milojko Arsi¢

Elements of the Government’s economic program are
contained in the expose of the Prime Minister, later
statements of the Prime Minister and members of the
Government and also in first adopted laws and sub-
laws. Announced economic measures can be grouped
into four interrelated areas: fiscal consolidation, public
sector reform, improving economic environment and
antirecession measures. General assessment is that the
announced fiscal consolidation is not sufficient and that
additional savings measures are needed. Public sector
reform, excluding a few exceptions, has not yet been
developed and so the evaluation of the Government’s
plans is not possible. So far, the announced economic
reforms are the most ambitious, but these first need to
be operationalized through laws and then implemented.
When it comes to antirecession measures the authors
teel that the announced programs of mass constructi-
on of cheap housing and subsidized loans, with certain
adjustments, are generally well placed, while the conti-
nuation of generous subsidies for employment and in-
vestments, as well as tax breaks for new employment, are
neither economically efficient nor fiscally sustainable. In
order to revers unfavourable economic trends in public
finances and the economy of Serbia it is necessary for
the Government to adopt additional measures of fiscal
consolidation, realize announced economic reforms and
prepare, and then implement the public sector reforms.

Postponement of the IMF visit from June to Septem-
ber indicates that there are still significant differences
between the Government and the IMF with regard to
economic policy and reforms. Considering the scale
of problems Serbia is facing, support for the IMF and
other international organizations is necessary to avoid a
debt crisis, and there are strong arguments in favour of
concluding a stronger arrangement with the IMF.

1. Fiscal consolidation

'The Government has planned high fiscal deficit of 7.1%
of GDP for 2014, which is the highest planned fiscal
deficit in Europe. High fiscal deficit and fast-growing
public debt present the biggest macroeconomic risks in
Serbia, which directly affect growth of interest rates, net
outflow of foreign capital from Serbia and thus also in-
sufficient investments and absence of economic growth.

Already in the period of adoption of the budget it was
clear that the fiscal deficit could be somewhat higher be-
cause there were strong signals that GDP will stagnate
instead of a planned growth of 1%, and it was unlikely
that the planned additional revenues from combating
the grey economy will be realized in the year when the
parliamentary elections are held. Lower inflation than
planned and growth of tax debts due to the financial
problems in companies influenced the additional fall
in revenues and via this the growth of deficit in rela-
tion to a plan. Based on the trends from the first four
months we have estimated that the fiscal deficit in 2014
will amount to around 8% of GDP. Floods which Serbia
faced during the second part of May (more detail on
effects of floods in Highlight 2) will have direct effect
on the decline in tax revenues of about 0.2% of GDP
and will also probably influence a rise in total expen-
ditures, and as a consequence the fiscal deficit in 2014,
without additional measures of fiscal consolidation, will
be over 8.2%.

The Government’s representatives, in the first month,
have announced the measures for fiscal deficit reducti-
on, but also measures which will affect its growth. The
most important measures for fiscal deficit reduction are
the reduction of public sector wages, fight against the
grey economy and elimination of unproductive spen-
ding. Taken as a whole these measures will contribute
to the fiscal deficit reduction in 2014 of 25-30 billion di-
nars (about 0.7-0.8% of GDP). Reduction of public sec-
tor wages by 10% starting from the middle of 2014 for
now represents the most important measure of savings,
which by the end of the year would bring savings of
about 12 billion dinars. However, the net effect of these
measures will amount to 7-8 billion dinars due to the
fact that simultaneously with the reduction of wages a
solidarity tax is being abolished. If in the second half of
the year decisive measures are taken to combat the grey
economy, the increase in revenues on that basis of about
10 billion dinars can be expected. Due to the extension
of the deadline for restructuring of the companies cer-
tain savings will be achieved in the retirement benefits,
but in this case it is merely a transfer of expenditure
from this to the coming year.

In the first few months the Government adopted seve-
ral measures for elimination of unproductive spending
in public sector, such as a reduction in costs for com-
pany cars, reduction in official travels and other savings
on goods and services. Mentioned savings individually
observed have more symbolic significance while their
cumulative balance significance is modest. However, it
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The impact of timing and delays on the
effects of fiscal consolidation

In the expose of the Prime Minister and also later sta-
tements from the members of the Government it was
announced that the savings measures, but also pro-
grams which will as a consequence have additional
expenditures (different kinds of subsidies, etc.), will be
put into effect by the middle of the year. The estimate
of the effects of the fiscal policy was done considering
this, still not valid, official announcement. However, in
early June unofficial information appeared in the me-
dia that the planned savings will be delayed for 2-3
months. If this happens the effects of fiscal policy will
be proportionally lower than estimated. Also, it is possi-
ble that expenditures, and thus the fiscal deficit would
be by 0.2-0.4% of GDP lower than the estimated 8.2%
of GDP if the perennial practice of State’s delays in the
settlement of obligations or their transfer to next year
continues.

appears that these savings are not conducted in a syste-
matic way, but are ad hoc measures, which are imple-
mented in the short term with the aim of gaining poli-
tical points. It is estimated that in the best case savings
arising from the abolition of unproductive spending will
amount to several billion dinars.

In addition to these savings the Government in the
second part of the year plans additional expenditures,
such as expenditures for subsidized loans (payment of
debts but also new subsidies), expenditures for subsidies
for employment and investments and also expenditures
for reparation of the damages of flooding. In sum, the
above mentioned measures will increase total expendi-
tures by about 15-20 billion, which means that they will
neutralize the largest part of the so far planned savin-
gs. Thus the net effect of government measures in the
second half of the year will be a reduction of the fiscal
deficit by only 10-15 billion dinars, which is about 0.3-
0.4% of GDP. The aforementioned savings are modest,
given the size of the deficit Serbia is facing, as well as
the necessity for its fast reduction. Such savings will not
bring the trust of investors, regardless that these are
structural measures whose effect will be transmitted
to the following year. Thus, the fiscal deficit needs the
additional savings, which includes all expenses, to de-

crease by at least 1% of GDP in this year.

Based on the aforementioned we conclude that the so far
adopted measures of fiscal consolidation are insufficient.
Unless the Government implements additional savings
measures, the fiscal deficit in the next few years will re-
main at a very high level, and public debt will continue
with its rapid growth. In such circumstances, the risk of

a public debt crisis will be high. Macroeconomic effects
of slow fiscal consolidation will be unfavourable because
the insufficient fiscal consolidation would decrease pu-
blic spending, but that decrease would not be suffici-
ent to gain the trust of private investors and to increase
private investments. Decrease of public spending would
be followed by a fall in private investments and private
consumption through the withdrawal of foreign capital
from Serbia and other, which would mean additional
fall in GDP and employment. It could be said that this
course of events is already happening in Serbia, because
the Government in the last two or three years has been
already implementing a certain insufficient measures of
fiscal consolidation, whit delays and inconsistency in
their implementation.

Fiscal consolidation would have a much greater chan-
ce of success if at its beginning a strong austerity me-
asures, which would significantly decrease fiscal deficit
already in the first year, would be implemented, with
simultaneous adoption of measures that will guarantee
continuation of the reduction of fiscal deficit in the co-
ming years. In this scenario also GDP would decrease
at the beginning of consolidation process, while unem-
ployment would increase because private investors wo-
uld wait for a while to be convinced in the persistence of
government in the implementation of the consolidation.
Based on the experiences of a large number of countries
it follows that up to two years of consistent consolidati-
on is needed in order to gain the confidence of investors,
which is essential for the growth of private investments
which should be the main driver of GDP growth and

employment in the coming years.

Large savings needed for significant reduction of fiscal
deficit are hardly feasible, if already in this year expen-
ditures for pensions are not reduced, either by making
the nominal pension reduction or by taxation of the
pension amounts above the minimal level. In addition
to reducing pensions and salaries considerable potential
for savings in the short term is in the reduction of direct
and indirect subsidies paid by the State to cover losses
and debts of Srbijagas, Zelezara Smederevo, GSP Beo-
grad, as well as on the basis of subsidizing companies in
restructuring process. Also, it is necessary to reconsider
the justification for granting generous subsidies for in-
vestments and employment, as well as the granting of
tax incentives. Systematic and gradual decrease in the
number of employees in the public sector and the appli-
cation of parametric reforms of pension systems can
achieve significant savings in the next few years.
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2. Public sector reforms

The objectives of the reform of the public sector are to
increase the quality and availability of public services
and to eliminate unproductive or fiscally unsustaina-
ble spending. Public sector reform should include all
tunctions of the state, but from the point of economic
development reforms of the pension system, state and
local administration, justice, education and health are
especially important.

'The government has released the plans for the reform
of the pension system, which should take effect in the
next year. The most important changes in the pension
system are the introduction of actuarial penalties for
early retirement in the amount of 4% per year, as well
as the increase in retirement age for women from 60 to
63 years. Pension system reforms will contribute to the
improvement of its fairness, and in a period of several
years they will have a positive impact on the fiscal defi-
cit reduction. However, the pension system reforms will
bring significant savings in the long run, so it is nece-
ssary to reconsider the one-time reduction of pensions
or introduction of taxes on pensions.

Education reforms are crucial for the economic deve-
lopment of Serbia because educated work force could be
one of several important comparative advantages of the
country. The new Minister of Education in a number
of public appearances expressed mainly general and ba-
sic views, with some concrete ideas for improving the
quality of primary education and some segments of se-
condary education. Although the effects of changes in
the education system are long-term, it is necessary to
start with these changes as soon as possible, and it is im-
portant that these changes cover all levels of education,
from primary to doctoral studies, and that they include
both state and private education.

When it comes to primary and secondary education,
it is important that the Ministry and the Government
propose measures as soon as possible to improve the qu-
ality of education, the objectives they want to achieve
and the dynamics of their achievement. In addition it
is necessary to answers to some key questions within
the reform, such as: in which way will the schools be
encouraged to educate students for the market demand,
when will the rationalization of the school network final
begin, whether and when will the secondary education
become compulsory, whether and under what circum-
stances will the state finance the private schools of qu-
ality, how to encourage more objective assessment and
prevent inflation of excellent students, etc.?

In the case of higher education it is necessary to present
a plan to increase the quality of education at state uni-

versities, but also to introduce stricter requirements for
accreditation in order to prevent overproduction of poor
quality diplomas in primary, master’s and doctoral stu-
dents at private universities. In the case of state univer-
sities, the state as the owner could initiate changes that
would lead to the situation in which basic and doctoral
studies in the course of a decade could catch up with
the state universities in small European countries such
as Austria, Belgium and the Netherlands'. Government
intervention in the case of private universities is justified
because the students and their parents are not suffici-
ently informed about the quality of educational institu-
tions, and in this case market solutions are not effective,
at least in the medium term. An additional problem is
that students who complete poor quality universities are
massively employed in the public sector, thus reducing
the already low quality of state institutions. By hiring
graduates of mentioned universities, the State sends a
signal to new generations of students that the quality
of the university is not important, which is the reason
why many students will decide to enrol a less quality but
easier universities.

Experience of a large number of countries around the
world suggests that the existence of good institutions
is crucial for the economic development. Competent,
dedicated, uncorrupted and not excessively costly state
administration has a key role in making good laws and
bylaws and in their consistent implementation. Histori-
cally, Serbia has not had much success in the formation
of good institutions. Since gaining independence in the
second half of the 19th century up until now the sta-
te administration was characterized by incompetence,
corruption, etc. Creation of good institutions is a ne-
cessary condition not only for a long-term sustainable
economic development, but also for the stability of a
democratic society - poor institutions discredit the de-
mocratic system, and citizens often turn to autocracy.

Although institutions are created gradually it is impor-
tant the society works on their improvement every year.
However, regarding Serbia this is not the case, it could
be said that there is a zigzag motion where the peri-
ods of improvement and decoration are loosely linked to
personal characteristics of relevant ministers and other
government officials. Improvement of state institutions
requires reduction of the influence of political parties on
the work of state bodies, change in the employment and
advancement policies in order to stop the negative se-

1 In the previous issue of the Quarterly Monitor prof. Branko Urosevic
formulated a proposal to elevate doctoral studies at the faculties of
economics to the advanced world level with the available modest
resources. A similar approach could be applied to other universities in
Serbia.

2 In the recent history corruption in Serbia was probably the smallest in
the period of socialism.
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lection which is in force for many decades, promotion of
commitment on the job as one of the core values of the
civil servants, introduction of systematic measurement
of performance, supress corruption, etc.

3 Economic reforms

The current economic system represents a fundamen-
tal limit to the long term sustainable rapid economic
growth in Serbia. It imposes unproductive costs and
creates high risks on the economy, which impedes the
functioning of the economy and discourages investment
and employment. Inadequate economic system is an
important cause of poor placement of Serbia on inter-
national lists of competitiveness and business conditi-
ons (list of the World Economic Forum and the World
Bank), which even got worse during the last 2-3 years.

Reforms of the economic system in Serbia were signifi-
cantly slowed down in 2006th and at the beginning of
the economic crisis they were pushed aside. Instead of
the economic system reform the Government focused
on direct incentives to stimulate investment and em-
ployment and solving problems of individual compani-
es. Such policy was completely inadequate since Serbia,
unlike other countries, entered the crisis without built
system of market economy. Weaknesses of the econo-
mic system the Government for several years has been
trying to compensate with generous, but economically
inefficient and fiscally unsustainable subsidies for inves-
tments and employment. The results of such policy were
very modest - investments were low, employment is de-
creasing, while economic activity is mainly stagnant.
'The lack of reforms combined with the prolonged rece-
ssion has led to the expansion of illiquidity and insol-
vency of companies and banks, which were threatening
the current functioning of the economy and its growth,
and secondarily were transferred onto the government
through the cost of rehabilitation of the banking system
which has so far reached 800 million euros, or about

2.5% of GDP.

During the second half of the previous year ambitio-
us reforms of the economic system have been anno-
unced, including the reform of the Labour law, the
Construction Law, the Bankruptcy Law, completion of
the restructuring of former public companies and re-
structuring and partial privatization of public compa-
nies. Because of the elections held in March 2014 the
announced reforms were left out, but after the formati-
on of the Government it was confirmed that economic
reforms are at the top of the list of priorities. Adoption
of laws which improve economic environment, as well
as concrete moves to restructure public companies and
completion of restructuring of former public companies,

along with the willingness to adopt additional measures
of fiscal consolidation, will represent a key test of the
Government’s reform orientation.

In addition to the adoption of laws it is necessary to
develop a new credible plan that would guarantee that
the restructuring of the former public companies will be
completed within a reasonable time, but not later than
the middle of the next year. To ensure continuous mo-
vement towards this goal it is necessary to accurately
determine the quarterly targets which would determi-
ne for how much companies the restructuring process
will be completed by the end of October, for how much
by the end of the year, etc. From the perspective of the
fiscal consolidation,it is particularly important that, no
later than by the end of the year, the status of Zelezara
Smederevo Steel plant is resolved, because it is a com-
pany that is, with Srbijagas, the single largest user of
indirect state aid. By the middle of the next year the pri-
vatization of all enterprises that are under the jurisdicti-
on of the Privatization Agency should be put to an end.

Public companies in Serbia for a long period of time
have created losses, and some of them have had serio-
us problems with liquidity and solvency. Problems from
public enterprises are transferred on the State, which
covers part of their losses and repays part of their loans,
and on the private companies to which public compa-
nies owe. From the standpoint of the budget, priority
is the restructuring of the companies which lead to the
growth of government expenditure, and here from the
standpoint of balance significance the most important
company is Srbijagas, followed by Serbian Railways
and GSP Belgrade. Also, there are indications that the
financial position of EPS is rapidly deteriorating. It is
therefore important that the Government gets out as
soon as possible with a plan to restructure the public
companies, whereby the priority would be on afore-
mentioned companies that bring the highest cost to the
environment.

'The Government has announced its readiness to priva-
tize some public companies and financial institutions
owned by the state, which among other things raises
the question how will the revenues from privatization
be used? In the period from 2006 to 2008 the state used
revenues from privatizations to, in the long term unsu-
stainably, raise pensions and salaries in the public sector,
launch a massive program of subsidies and reduce taxes.
Irresponsible decisions made at that time created the
largest part of the fiscal imbalance Serbia is now facing.

In the current circumstances, it is unlikely that the go-
vernment will use the revenues from privatization to
increase public expenditures and fiscal deficit, but there
is a risk that the revenues from privatization are used
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for disposal and mitigation of fiscal consolidation. Such
behaviour of the Government would be myopic and
irresponsible, because the problems in public finance
would pile up further. It is therefore important that by
the middle of this year decisions are made that would
ensure that the fiscal deficit is significantly reduced in
this and the next few years, regardless of whether the
state will earn revenues from privatization or not. If the
state strongly decreases fiscal deficit then it would be
justified for privatization revenues to be used for its fi-
nancing because the asset position of the state would
not deteriorate —how much the state assets decrease, due
to the privatization, that much its debt would be redu-
ced. When evaluating the feasibility of use of privatiza-
tion revenues to finance the fiscal deficit it is necessary
to bear in mind that the average interest rate at which
the government borrows are higher than the profit rates
that public companies achieve over a longer period.

4. Antirecession measures

Strong drop of investments, a real decline in the volume
of lending activity, decline in employment, stagnation
of the overall economy followed by a recession in many
sectors justify the use of antirecession measures in Ser-
bia. Given that the typical stimulants which are used in
large developing countries, such as lowering the interest
rates of the Central Bank or fiscal stimulus, in Serbia as
a small and open evroized economy, are not effective,
it is necessary to use atypical stimulants. The need for
government stimulants is further reinforced by recent
floods, which have caused a relatively large damage to
public and private property. It is therefore necessary to
integrate the measures for the flood damage restorati-
on with antirecession measures. Although economic
incentives are justified it is necessary to bear in mind
that these are temporary measures with limited range,
which are intended to mitigate the recession, but that
the long-term prospect of Serbian economy depends
on economic reforms. Therefore the temptation to push
economic reforms aside again due to the antirecession
measures and measures for the flood damage restoration

should be avoided.

Until now the Government has announced three key
antirecession measures, and these are tax and direct
budget subsidies for employment and investment, subsi-
dies for lending and mass construction of cheap apar-
tments. State investments, in-kind subsidies and subsi-
dized loans for flood damage restoration could be added
to these measures.

The most controversial of these measures are high tax
subsidies for new employment, as well as the generous
budget subsidies for investments in jobs. Tax subsidies

for new employment in Serbia have been applied since
2011, but their effect was more than modest. This type
of subsidies was popular around the world, but it proved
to be ineffective. Additional problems with the use of
these tax incentives are that they create distortions in
the tax burden of jobs that create identical incomes, and
that they open room for various types of legal tax avoi-
dance and fraud.

Granting generous budget subsidies for investment and
employment represents a return to the policy of subsidi-
zing that was implemented until the middle of the last
year, with the only difference being that now granting
subsidies is limited to two years. These types of subsi-
dies attracted a number of investors in the past, as was
very strongly promoted by the media, but the results
of these policies at the macro level were weak because
total employment and investment declined. Investors
who receive budget funds, beside those, use generous
tax incentives, such as multi-year exemption from cor-
porate income tax and exemption from some local duti-
es’, as well as in-kind subsidies in the form of free land.
Granting of such subsidies at the macro level is probably
counterproductive, because in this way the fiscal defi-
cit increases, and so do the macroeconomic risks, and
attracting of several investors with fiscally unsustainable
subsidies discourages large number of other investors
from investing in Serbia.

Therefore, the policy of encouraging investments sho-
uld primarily be based on improving the economic envi-
ronment, while subsidies should be limited to in-kind
subsidies and tax incentives. Generous subsidies like
arranging of locations and similar would only be gran-
ted in the case of large value investments.

Given that the lending activity for more than two ye-
ars has had a large real decline, granting subsidies for
loans represents extorted but reasonable measure. The
application of this measure with relatively small go-
vernment funds (several billion dinars) encourages
crediting of about 100 billion dinars. For companies
that are in financial problems, state subsidies increase
the willingness of banks to offer them once again re-
financing of old, hard performing loans. However, in
this case, subsidized loans only “buy time”, but the big
problems these companies face are not being solved. It
is therefore essential that the owners of these companies
are further “pressed” to take serious steps to solve the
problems they face, such as selling part of the company,
recapitalization, etc. - if the owners are not willing to
take such steps then the bankruptcy is the only solu-
tion. Given that a large part of the subsidized loans in
the past was approved precisely to these companies, and

3Inseveral cases investors were even freed from contributions on salaries.
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that in the meantime they did not take any steps to solve
the essential problems, it is estimated that it is necessary
to reduce the amount of subsidies that are approved for
refinancing of old loans and thus further boost pressures
on the owners of these companies.

Limiting the percentage of subsidies intended for refi-
nancing of old loans would create space for the increa-
sed availability of loans for healthy, especially small and
medium enterprises, where high interest rates are the
main obstacle for the use of bank loans. With subsidi-
es that reduce interest rates bank loans would become
cost-effective for a wider range of companies. In this
case also, subsidies are only a temporary measure, and it
is essential to eliminate systemic causes of high interest
rates in Serbia.

Finally a part of subsidized loans could be focused on
the households, entrepreneurs and companies who have
suffered from flood damage. In the case of households
subsidized loans would be approved for the rehabilita-
tion of damaged houses, purchase of furniture and ho-
usehold appliances and repairs on agricultural mecha-
nization. In the case of entrepreneurs and companies
subsidized loans would be used for the rehabilitation of
damaged business premises, renewal in inventories, etc.
Loans to entrepreneurs who have suffered damage wo-
uld contribute to the renewal of economic activity and
employment in the shortest period possible.

Important antirecession measure announced by the go-
vernment is the mass construction of cheap apartments.
Realization of this program is economically and socially
justified because it will enable productive employment
of several thousands of workers, and also it will provide
the opportunity for several thousands of households to
solve their residential issue. Mass construction of apar-
tments with the implementation of at least some of the
announced investment programs, and recovery from
floods, would help the recovery of the construction in-
dustry, which is in a deep recession.

Details of the program of mass construction of apar-
tments contained in the speech of the Prime Minister
and later statements by the representatives of the Go-

vernment largely coincide with the proposals outlined
in the last issue of QM*, but there are some differences.
In both proposals, cities and municipalities would pro-
vide free construction land, which would significantly
affect the reduction in final apartment prices. The difte-
rence between the two proposals is that according to our
proposal future buyers would bear the minimum costs
of construction land, while according to the proposal of
the Government those costs would be borne by the local
communities. As a result, the final price of apartments
according to the proposal of the Government would be
about 400 euros, while according to our proposal about

500-600 euros, and in Belgrade perhaps slightly more.

We still think that the free allocation of construction
land is sufficient and large subsidy for future buyers of
apartments, and that it is not justified for the costs of
construction land to be transferred to local governments,
i.e. all citizens. Here we remind that the ultimate cost of
any subsidy is borne by the citizens, and that the state
is only an intermediary in that process. In this parti-
cular case, this means that according to the proposal
of the Government all people, including the poorest, as
well as those who for decades have been saving to buy
apartment at a price of 1000 or 1500 euros for m2, wo-
uld subsidize one part of citizens to buy apartments at a
price of 400 euros. There should also be some limits in
the case of these subsidies, according to our assessment
this means that future buyers should pay the costs of
the construction of apartments as well as the minimum
cost of construction land. In this case, monthly rate for
repayment of the loan would amount to just over 200
euros, which is bearable for a family with the average
income. This rate implies much less waiver from that
borne by the majority of families who over the past 15
years purchased apartments at market prices. Given that
the mass construction of apartments contains a conside-
rable amount of subsidies, it is necessary to give priority
to the purchase of apartments to families with unsolved
housing issue.

4 See p.66-67 in QM35
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