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EkonomikaEP

WORD OF EDITOR

e know that ideas have a more powerful influence when they 
are connected with bright people. All papers in this edition 

of Ekonomika preduzeća highlight the ideas of noteworthy 
people.  To arrange the papers in logical order, we gave advantage 

to those covering general issues concerning structural reforms and 
economic recovery in Serbia. After, but with equal importance, we 

present the papers covering more specific topics. 
In my paper co-written with I. Vuksanović we explain the role of politicians in forthcoming 

economic reforms. While becoming politically closer to the EU, Serbia is also becoming economically 
more vulnerable. Apart from taking macroeconomic helicopter snapshot of Serbia’s economic 
position, we also deal with microeconomic perspective of reindustrialization strategy. Without good 
strategist, good strategy remains nothing but a wish list. In our attempt to clarify such a role, we 
analyze skills and mindset politicians need to possess, tasks and challenges they need to face and win 
if they are to get Serbia out of the longest and most dangerous economic crisis in its modern history. 

In the following paper, P. Petrović and D. Brčerević prove that the impact of government 
spending on economic activity in Serbia is not large and that fiscal consolidation would have 
a very limited impact on the reduction of economic activity. Consistently, the authors caution 
that the absence of a strong reduction in public spending would inevitably result in public debt 
crisis and a plunge of GDP. 

In his paper, M. Labus proposes the strategy for closing highly skilled labor supply gap. 
The strategy aimed at enabling the human capital in Serbia to meet high standards of innovation 
and technology based growth is completely in line with necessary reindustrialization strategy. 
Hence, the role of politicians is crucial once again in envisioning and implementing changes. Also, 
the author shows how rising total factor productivity supports fiscal consolidation and keeps the 
debt on sustainable level in the medium run, and boosts economic development in the long run. 

The following paper by D. Šoškić deals with optimal monetary regime in transition 
economies. While elaborating how no monetary regime could play the role of one-size-fits-all 
solution, he analyses good and bad sides of various regimes while situating the role of monetary 
policy in fostering economic growth somewhere between passionate believers who consider it 
crucial  and institutional economists who point out its irrelevance.

V. Vučković and S. Vučković warn of threatening external illiquidity in the light of coming 
debt repayment in 2017. What matters the most is to avoid dangerous rise of budget deficit, so 
the authors suggest the set of prudent answers which include new funding solutions, particularly 
venture capital and venture capital funds.  

In their paper, J. Atanasijević and M. Danon analyze opportunities and risks in the 
agriculture sector in Serbia with respect to financing. The authors show how present financing 
options through commercial loans block innovation in irrigation technology that reduces yield 
volatility and propose different measures aimed at improving the sector’s competitiveness.

Another paper, coming from D. Lončar, deals with framework national strategic planning 
that encourages its acceptability and applicability on all levels. By exploring various models 
of strategic planning of relevant international organizations and other countries, the author 
provides specific suggestions for ameliorating the current model of strategic planning in Serbia.

A. S. Trbovich, A. Drašković-Malešević, and J. Miljković further broaden the topic of 
venture capital in Serbia and its role and significance in economic transition. The authors look 
for the ways Serbia could benefit from various regional initiatives and EU programmes related 
to SMEs, while adapting at the same time its regulatory framework and providing necessary 
education for the SMEs sector.

In his paper, E. Jakopin analyzes regional inequalities and unbalanced economic growth in 
Serbia. The author has tackled various aspects of this issue, proving that transitional stagnation 
and speed of reforms deepened regional inequalities, while the impact of recession provoked 
problem escalation. 

The last paper by G. Petković, S. Lovreta, and R. Pindžo covers the area of consumer 
protection in the so-called dynamic packaging of tourism services in online market. The authors 
provide set of recommendations concerning industrial policies in tourism.

Prof. Dragan Đuričin, Editor in Chief
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Šumpeterova 

K e re : 

From the early 1990s Serbia has been faced with crisis 
because its leadership did not understand the context and 
leading trends in global politics and economics. During the 
first decade of transition, this process was slowed down 
due to geopolitical status quo. After political changes in 
2000, transition accelerated but the economy remained 
heavily burdened by the effects of many misconceptions. 

Meanwhile, global interactive trends, mainly radical 
and sometimes even contradictory in nature, led the world 
to the stage of universal transformative global discontinuity. 
The turn was triggered primarily by the China’s embrace 
of economic globalization in the late 1970s, to be amplified 
by the effective reforms in Central and Eastern Europe 
(CEE) during the 1990s. The global financial crisis 2008- 
as a wrong man-made policy platform from advanced 
economies, have introduced new elements in the changing 
context that have created radically different environment 
for competition between the states, companies and people 
around the globe.



The spillover of the 2008- crisis hit all parts of the 
global economy in one way or another hiking up the 
overall level of risk. This has been a period not only of 
economic disasters, but also of political and geopolitical 
disasters. It has been the period of intellectual disaster 
too because politicians around the world have failed in 
their efforts to implement effective anti-crisis policy 
measures. However, during the crisis some economists 
have learned a lot about what went wrong and what could 
be an adequate policy platform.

Namely, the last global crisis has forced politicians, 
thinkers, scholars and policy makers around the world 
to reexamine their old beliefs about economic theory 
and orthodox policy choices concerning “4Us” in terms 
of  universal market deregulation (including capital 
market), universal cross-border integration, universal 
state withdrawal from the economy, and universal 
implementation of macroeconomic policy tools such as 
inflation targeting. Revisionists view in the post-crisis 
period about adequate policy choices does not mean that 
what we have learned from free market fundamentalists 
is completely incorrect. In fact, it suggests that our 
knowledge is incomplete. Missing ingredient is business 
(or microeconomic) perspective.

With a deeper sense of understanding of the substance 
and net effect of global trends, Serbia’s political leadership 
is now looking for its new place in a transforming world. 
Repositioning is not easy for a country which has not been 
regionally integrated yet, with significant debt burden, 
and, most importantly, without clear vision of future 
development. Being stuck in transition could force Serbia 
against the will of its citizens. Confusion about the way 
the system is heading is a sensitive political issue.

Almost a quarter of a century after the beginning of 
the former system reform triggered by the implosion of 
Yugoslavia and a gradual transformation of its republics into 
independent states, their transition toward the capitalism, 
and, most importantly, accession to the EU, Serbia is still 
in transition. The breakup of the former state and wars 
for its heritage were the worst disaster Serbia has ever 
suffered. During the transition Serbia lost almost 1/3 of 
its output, almost 1/10 of its population and almost 1/5 
of its territory and natural resources. 

The most dramatic decline in Serbia during transition 
was recorded in the real economy, especially in the segment 
of industrial production. The value of industrial production 
in the period 1990-2010 shrank by more than 60%, the 
share of industrial production in GDP fell from 31% to 15%, 
while the number of industrial workers declined from 1.03 
million to 0.30 million. These trends are in stark contrast 
not only to regional trends, but also to the trends that 
existed in Serbia prior to transition. Indeed, in the period 
1960-1990 the industrial production grew at an average 
compound rate of 8% and the economy manifested a solid 
degree of industrialization given that all core industries 
figured in its structure (e.g. steel, automobiles, basic and 
fine chemicals, manufacturing, etc.). What followed in the 
period after 1990 may freely be called deindustrialization. 
Figure 1 depicts two periods in the development of Serbia’s 
economy: the period of industrialization (1960-1990) and 
the period of deindustrialization (1990-2010).

After the serial shocks triggered by deindustrialization 
in the 1990s, in the following years Serbia’s economy 
continually stayed impotent. Also, it almost constantly 
demonstrated insuficiently strong growth dynamics. 
Moreover, the global financial crisis 2008- has deepened 
old fractures of the system. It was a “crisis within the 
crisis”. In spite of economic growth of 3.7% in 3Q 2013, 
during the last five years Serbia still has not attained the 
level of 2008 GDP. Impotent economy with notably weak 
growth dynamics is constantly showing competitive 
disadvantage and lagging behind the regional competitors. 
It is, actually, in regression.

The quest for crisis resolution requires a precise 
diagnosis of the type of crisis and critical success factor 
for its resolution. Our standpoint has two elements. First, 
Serbia’s crisis is multidimensional rather than simple, 
radical rather than incremental, structural rather than 
cyclical. The principal cause of such a crisis is output gap. 
Second, radical economic reforms are remedy for crisis. 
Escape from the crisis calls for adopting a systematic 
approach based on various activities in concert and guided 
by reindustrialization as the great idea.

Ignoring the crises could widen the gap between 
Serbia and other economies, both advanced and emerging. 
A multi-decade spree of wrong privatization, inadequate 



development model toward the so-called “financialization” 
instead of reindustrialization, status quo in the state 
sector instead of radical reforms, macroeconomic policy 
platform focused exclusively on inflation (low and stable) 
rather than output gap (low and stable), and unsustainable 
borrowing are coming to an abrupt end. When an economy 
functions in soft budget constraints (micro and macro) 
mode, when macro double deficits (current account and 
budget) constantly appear and when they are financed 
almost exclusively with debt increase and privatizations 
proceeds, the risk of downsize scenario is increasing. 

Does Serbia matter? Serbia is a microscopic economy. 
According to the IMF database [18], the share of Serbia in 
global GDP for 2012 is 0.053% and the projection for 2013 
was 0.059%. The economy is weak, not vibrant. Serbia is 
landlocked country without significant deposits of natural 
resources and without demographic rent. Also, it is not 
regionally integrated which is partially a cause of its weak 
growth dynamics. As a consequence, economic fundamentals 
are inadequate and the economy is constantly running 
macro double deficits. A weak and unstable economy 
has no core advantage, nothing that is strong enough to 
counter the gravitational pull of universal transformative 
global discontinuity. 

From financial perspective Serbia’s economy is on 
the brink of bankruptcy. From the global perspective, 
Serbia’s economy is irrelevant. If it disappeared today due 

to default, the world would not be different tomorrow. 
But from internal perspective, this scenario is not irrelevant, 
especially for politicians who are the guardians of sovereign 
state. 

The threat of default places a terrible burden on the 
shoulders of politicians. After long-term geopolitical and 
macroeconomic mismanagement, Serbia’s politicians are 
still hostages of short-term problems with an unusually 
long list of open issues. A quest for solutions requires a 
global insight, understanding of the context and trends in 
the global economy and right prioritization of responses. 
It is a challenging process for politicians because they play 
a catalytic role in the process of transforming handicaps 
into opportunities by strengthening civic participation. 

First of all, let us start with an analysis of the context 
on the global level. In the global economy the last two 
centuries were characterized by the rise of Europe and 
North America and the decline, sometimes huge, of Asia. 
Europe was the economic center of the universe, North 
America was a follower in expansion, and Asia was in 
regression. 

Concretely, in 1813 Europe participated with 20% 
in global GDP and with 20% in global population. By 
1913 Europe catapulted its share of global GDP to 35% 

Figure 1: Two economic stages in Serbia: industrialization and deindustrialization
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with 20% share in population. In the same year Asia 
stayed poor and backward participating with 20 percent 
in global GDP and 50% in population. At the same time 
the share of North America stayed stable (15% in GDP 
and 5% in population). 

After the World War II the Western world (Europe + 
North America) was in the driving seat of globalization. 
Especially Europe was the most progressive part of the 
world. The largest share in rapidly increasing global output 
after the World War II Europe attained in the early 1990s. 

At the beginning of the 21st century we are experiencing 
quite the opposite trends. Asia is rising by acquiring a part 
of Europe’s share of global GDP. A massive rise of middle-
income earners is a consequence of the capitalization of 
demographic rent through industrialization which makes 
these nations wealthier, healthier and living longer lives. 

The main characteristic of such a radical turn of the 
last century was a phenomenon of universal transformative 
global discontinuity triggered primarily by the China’s 
embrace of economic globalization in the late 1970s. 
Given that China is the world’s most populous country 
(1.3 billion), its choices in economy, international trade, 
geopolitics, environment, military etc. will have a major 
impact on the world. China that has successfully made 
the transformation in the last thirty years will serve as 
an inspiration both to its citizens and to other economies.

The implosion of the Soviet Union, transition in CEE 
toward the capitalism and accession to the EU as well as 
structural reforms in emerging and developing economies 
such as South Africa, Korea, Brazil, Turkey, etc. supported 

globalization too. Today, all national economies around 
the world are pushing toward participation in global 
markets. We are leaving in a globally integrated world 
which, in spite of being disruptive, can also be productive.  

What was surprising is that the share of Europe in 
global GDP did not much change in the last two centuries, 
despite two world wars, revolutions, civil wars and radical 
reforms like transition. But, at the beginning of the 21st 
century the EU has already seen very large reduction in its 
share of global GDP. It is now down to 20%. It is forecasted 
to drop to 15 percent by 2030. Population share is estimated 
to drop to 7% by 2050. If downward trend in performance 
persists, the EU is going to be a “museum of the world”. 

Following the IMF data base [9, p. 2], we see that 
in advanced economies the output in 1H 2013 was 2.5%. 
Growth in core countries of the EU is about 1%. But, 
the growth in the EU was held back by the very weak 
economies from its periphery. Emerging markets and 
developing economies are projected to expand by about 
5%. In short, the global growth is in low gear and downside 
risks persist because old risk factors largely remain and 
new risk factors have come to the fore. Namely, compared 
to the previous year, developed economies gained some 
sluggish speed, while emerging and developing economies 
have slowed. But, the latter group of countries, however, 
accounts for the bulk of global growth (see Figure 2). For 
example, China as the world’s second largest economy 
projects 7.5% growth for 2014.

Asia is going to be the center of the universe. Shift 
in the balance of power raises a new question about the 

 

Figure 2: Global growth prospects
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impact of the emerging world (Asia primarily) on what is 
happening in Europe. It is quite the opposite in comparison 
with the question relevant a century ago about the impact 
of Europe on what was happening in the world. But, like 
Europe a century ago, Asia is beset with lots of fault lines, 
turbulences and disputes which could trigger a reverse 
domino effect. Maybe the provocative question would be: 
Does Asia 2014 turn into Europe 1914, when turbulence 
such as assassination in Sarajevo precipitated the world 
into the global turmoil?

For almost a whole transition period Serbia’s economy 
has been behind the curve. Currently, all components of 
transition including geopolitical, economic and political 
are still unfinished. Being stuck in transition prevents 
convergence effect. By contrast, the EU enabled a great 
majority of transitional economies from CEE to achieve a 
robust growth in the context of price stability as the core 
benefit which conventional structural policies usually 
provide. In the same period Serbia was in regression due 
to enormous variety of experiments that did not even 
tackle the old fractures of the system. In the meantime, 
some new downside risks have come to the fore, while old 
risks largely remained. 

What happened in 2013? Surprisingly, macroeconomic 
fundamentals are doing pretty good. The data has beaten 
the majority of analysts’ expectations. Macroeconomic 
indicators are much better than a year ago. Growth rate 

for 3Q 2013 was 3.7%. Inflation (CPI base) dropped from 
12.2% in 2012 to 4.9% in 2013. In short, recovery in the 
context of relative price stability is there. 

Unfortunately, the previous data shows dual nature of 
Serbia’s economic reality, the shining upside and the complex 
and unpredictable downside. The progress on the export 
side is clearly insufficiently strong to offset highly depressed 
internal demand. Also, in the background, other legacies of 
the transitional recession still linger and may come back to 
the fore. A great deal of the recovery is based on export, while 
jobless rates have increased even more. Jobless recovery is a 
threat of new relapse of long-term regression. Paradoxically, 
state sector as the largest contributor to the GDP is most 
vulnerable. The worst performers are state-owned companies 
in the sectors with large growth potential (particularly in 
energy sector, telecommunications, infrastructure and 
agriculture). The situation is slightly different in the financial 
sector (state-owned banks and insurance companies), but 
a general trend is the same. 

Can we support the previous qualification with fact 
sheets? The key macroeconomic indicators for the last 
twelve years are presented in Table 1. A general impression 
is that the recovery from transitional recession is gradually 
progressing, albeit too weakly. In the economy with output 
gap, the whole period is marked by macro double deficits, 
high unemployment and growing indebtedness. System 
with such performances is unsustainable.

Another aspect of unsustainability is the absence 
of reserves that could be used if some stress factors start 
to operate. Table 2 provides an overview of vulnerability 

Table 1: Serbia’s macroeconomic indicators, 2002-2013

Indicators 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 Q3 2013
Real GDP growth rate 4.3 2.5 9.3 5.4 3.6 5.4 3.8 -3.5 1.0 1.6 -1.5 3.7
Consumer price inflation, in % 14.8 7.8 13.7 17.7 6.6 11.0 8.6 6.6 10.3 7.0 12.2 4.9
Unemployment rate 13.3 14.6 18.5 20.8 20.9 18.1 13.6 16.1 19.2 23 23.9 20.1
Balance of payments overall, in mil EUR 996 827 343 1,647 4,269 742 -1,687 2,363 -929 1,801 -1,137 -190
Current account balance -671 -1,347 -2,620 -1,778 -2,356 -5,052 -7,054 -1,910 -1,887 -2,870 -3,155 -1,114
Capital and financial account 1,516 2,305 2,791 3,828 7,566 4,739 7,146 2,034 1,819 2,691 2,872 948
Current account balance, in % of GDP -4.2 -7.8 -13.8 -8.8 -10.1 -17.7 -21.6 -6.6 -6.7 -9.1 -10.5 -2.0
Budget deficit, in % of GDP -4.3 -2.4 -0.2 0.7 -1.7 -1.1 -1.9 -3.3 -3.5 -4.1 -5.7 -5.6
Public debt, in % of GDP 72.9 66.9 55.3 52.2 37.7 31.5 29.2 34.7 44.5 48.2 60.0 61.7
External debt, in % 58.7 55.9 49.8 60.1 60.9 60.2 64.6 77.7 85.0 76.7 86.9 81.9
FX reserves, in mil EUR 2,186 2,835 3,104 4,921 9,020 9,634 8,162 10,602 10,002 12,058 10,914 10,444
FDI, net in mil EUR 500 1,194 774 1,250 3,323 1,821 1,824 1,372 860 1,827 232 517
RSD/EUR FX rate (period average) 60.69 65.12 72.69 82.99 84.11 79.96 81.44 93.95 103.04 101.95 113.13 114.18
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indicators. It gives insight into the capacity of the economy to 
mitigate negative effects of various stress factors. Specifically, 
almost all components of operational performances fall below 
the reference point, financial performances are weak but 
gravitate around the reference point, and competitiveness 
is far below the level of pears (the SEE countries).

Let us drill down into vulnerability data. The first 
warning sign is transitional output gap. The level of GDP 
in 2013 (at constant prices) compared to its level in 1989, 
i.e. the last year before the start of transition, is by 29% 
lower. In the same period, former transitional economies 
experienced a significant increase in output level of over 
40% on average. Direct consequence of transitional output 
gap is secular inflationary pressure.

Long-lasting deindustrialization is the main cause 
of transitional output gap. The 2008- crisis exacerbated 
that tendency. In last two years the economy is gradually 
strengthening but the level of industrial production in 
2013 remains slightly below 2008. It is well-known that 
in lower income countries the manufacturing sector is 
the most important tradable sector. Policy makers must 
emphasize industrial output if they are interested in 
balancing current accounts in the long term and maintaining 
external liquidity in the short term. In high income 
countries a relatively small manufacturing sector is not 

so problematic because they have viable service sectors. 
Moreover, export of services and capital inflow can help 
balancing current account deficit. Taking a broader view, 
structural reforms are urgently needed to invigorate the 
anemic growth potential.

Related problem is output gap, i.e. the level of 
economic activity which is below its potential level. 
Output gap is a consequence of high economic risk 
(unemployment and underemployment). Unemployment 
rate is high. In 3Q 2013 it dropped to 20.1% from 24.1%. 
Youth unemployment (15-24 years) is approaching to 
an unacceptably high level of 50%. Excessively high 
structural unemployment threatens to create a lost 
generation. A. Okun index (unemployment + inflation) 
of 25% exceeds by far the reference point. Another 
indicator of vulnerability is the ratio of active population 
to dependents. It stands at 1.1 (=1.1/1.0). This ratio has 
an adverse effect on functioning of the state (pensions, 
health care, education, science, culture, etc.) 

Consequence of output gap is also unsustainable 
current account. Serbia continually had runaway deficits 
in the current account because it did not manage to build 
sufficiently large tradable sector that enables balance in 
the current account. This part of recovery is still a long 
way off. Reindustrialization offers a possible way out.

Table 2: Serbia’s vulnerability indicators, 3Q 2013

Indicators Value Reference point Type of 
vulnerability

Transitional output gap
Okun index (inflation + unemployment)
Macro deficits 

Dependency index 
Youth unemployment

29%
25%

 
2.0%
5.6%
1.1

50%

0%
<12%

 
<5%
<3%
>2

<20%  O
PE

RA
TI

ON
AL

Indebtedness 

NPL ratio
Credit rating

 
61.7%
81.9%

185.8%
21.1% 

BB-/negative
BB-/negative

<45%
<90%

<220%
<10%

investment ranking > BB
investment ranking > BB

 F
IN

AN
CI

AL

Export (goods)/GDP
Currency  change (3Q2013/3Q2012)

Global competitiveness index
Corruption perception index
Ease of doing business
Economic freedom index

33.7%
 

2.4%
8.0%

101st of 148
72nd of 177
93rd of 189
95th of 178

>50%

<-5%
<-3%

65-SEE average
59-SEE average
60-SEE average
62-SEE average

 C
OM

PE
TI

TI
V

E
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A serious warning sign comes from export figures 
(magnitude and pattern). Generally, Serbia’s economy is 
suffering from weak export performance. For 3Q 2013 
Export/GDP ratio was 33.7%. Situation is slightly better 
than in the previous year. Current account deficit dropped 
from 10.5% in 2012 to 2.0% in 3Q 2013. Current account 
improvement is a direct consequence of export hike thanks 
to FIAT project. But the threat of unsustainable growth 
stays unbeaten. Namely, in the period of anemic growth 
in an economy with output gap industrial production is 
shrinking even more than GDP. That said, the other alert 
in the current account refers to an overall fall of imports. 
Namely, in recession the level of industrial production 
is declining rapidly and this usually results in strong 
reduction of imports. This situation leads to further 
output gap increase.

Another warning sign of current account unsustainability 
is the level of FDI. After FDI plummeted in 2012 to EUR 
231.9 million, in 3Q 2013 it slightly recovered reaching 
the level of EUR 517 million. Notably, it is insufficient 
for sustainable development. The other side of the coin 
is sectorial allocation of FDI. Before 2008- crisis there 
was strong investment in financial sector, wholesale, 
retail trade and commercial real estate, while too little 
was invested in manufacturing and infrastructure. By 
contrast, in emerging countries from CEE a sizable part of 
investment went into manufacturing and infrastructure 
[4, p. 294].

Another layer of the onion is indebtedness. Serbia’s 
position as regards the debt level is so far so good. Public 
debt reached 62% of GDP in 2013. This level of debt 
substantially exceeds the reference point of 45%. But, 
the level of total debt of 82% is still below the reference 
point of 90%. 

A more cautious look at this subject reveals that there 
is no room for complacency. As presented in Figure 3, the 
trends in all three categories of debt (internal, external, 
and public) demonstrate visible deterioration. Compared 
to 2010, external debt is almost 70% higher today, while 
internal debt stays at 60% higher level. Along with 
alarmingly high public debt, such an exposure to expensive 
debt undoubtedly signals apparent unsustainability of the 
system, and, most certainly, high probability of default. 
Thinking that these trends will slow down or come into 
reverse would be unrealistic, since there are no other 
sources for maintaining the functioning of economy. 

In the last year debt inflow was intensified through 
tree channels: emission of repo papers and government 
bonds (new debt is 4.3% of total debt), emission of 
Eurobonds (new debt is 8.9% of total debt), and credit from 
Russia (new debt is 1.1% of total debt). Different financing 
channels have different cost of capital. For repo papers it 
is 10.64% on RSD nominal value, for euro denominated 
repo papers and government bonds it is 4.4%, and for 
central bank Eurobonds it is 5.4%. Intensive debt inflows 
and relatively high cost of capital raise the question of debt 

Figure 3: External, internal and public debt tendencies
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sustainability. Credibility of the country in terms of debt 
repayment depends on the difference between growth rate 
and interest rate. If interest rate is much lower than growth 
rate, lender is in a risk-free position because for debtors it 
is easy to repay the loans from their rising income. 

In commercial banks the borrowing system is on 
the brink of collapse because there is a sizable gap in the 
other direction, not only because the level of cost of debt 
is unreasonable high, but also because profit is rising 
more slowly than the cost of borrowing. Consequently, it 
is a new warning sign indicating that some debt may not 
be repaid. The level of NPL officially is 21.1%. In reality, it 
is approaching 1/3 of total gross loans released from the 
banking sector. It is above the average level in the EU. 

The attractiveness of central bank’s short term 
securities has fallen. During 2013 one-week repo rate 
decreased from 11.5% to 9.5%. Moreover, the interest rates 
on deposits have been failing primarily due to the fall of 
prime rate and obligatory reserve.

Large portions of debt inflows went into the 
government debt. In the segment of private debt a large 
portion consists primarily of household borrowing. This 
situation is quite the opposite in comparison with emerging 
transitional economies from CEE in which private debt 
dominates over government one, and company debt over 
household one.

The latest figures for 2013 demonstrate the credit 
crunch in corporate and household debt which led to final 
and investment demand squeeze. This fact is in line with 
the good economic intuition telling that economies with 
higher level of corporate debt have more negative investment 
growth during the crisis and that household spending 
also suffers from the strong decline of household debt.

Additional problem related to investorś  expectations 
is a high level of dependency (more than 80%) in business 
transactions on the euro. We still do not know what to do 
in the countries that are irreversibly dependent on the euro, 
those that have pegged their FX rate to it (FX correction 
based on inflation differential, or the difference between 
inflation in a country in question and the Eurozone).

Looking into structural imbalances we see FX rate 
as a significant factor. The central bank’s policy of FX rate 
constantly encourages floating rate of domestic currency 

(RSD) which is not connected with inflation differential. 
As a consequence, FX rate is significantly overvalued. 
For example, cumulative inflation in the period 2002-
2013 was 198%. In the same period, nominal devaluation 
of RSD was 91.5%, and real appreciation was 20.4%. 
Since the introduction of inflation targeting in 1H 2006 
respective data is: cumulative inflation 75%, nominal FX 
rate devaluation 32.2%, and real FX rate appreciation 
13.1%. Overvalued FX rate hits profitability of exporters. 
Also, it increases importers’ expectations and erodes the 
sustainability of current account.

Interestingly, in the last year FX rate appreciated in 
both terms (2% nominally and 8% really). Namely, RSD has 
been beneficiary because the money created by stimulus 
from developed countries has flowed as investors sought 
out higher returns in emerging markets. But withdrawal 
could prompt a reverse in those flows and put RSD under 
the pressure.   

By definition, in an economy in which import is 
greater than export, FX rate serves as an important tool 
of price control. However, the problem with this policy 
is the absence of an economic anchor in determining FX 
rate (inflation differential relative to the Eurozone, for 
example). Besides, interventions in the foreign exchange 
market are the manifestation of the voluntarism of the 
NBS in using currency reserves, which leads to really 
appreciated RSD.

Economies that have floating FX rate are quite distinct 
from those that have fixed rates. A fixed FX rate provides 
investors with a feeling of security because it eliminates 
the currency risk. 

The current state of money and capital markets is also 
a matter of concern.  They are far from a good shape. They 
are shallow and in retreat. Money and capital markets, as 
the central nervous system of emerging capitalism, have 
been perverted and deformed. Bank-centric financial 
system leads to largely unsustainable current account. The 
level of capitalization of the Belgrade Stock Exchange is 
about EUR 7 billion. During 2013 the market capitalization 
slightly decreased. In the period of rapid privatization 
2003-2007 the capital market was in expansion. In that 
period transitional recession was transformed into brief 
remission. The policy makers with exclusive focus on 



inflation (low and stable) instead on output gap (low 
and stable) lost momentum for reindustrialization. As a 
consequence, inflation targeting supported by monetary 
measures pushed the economy back into recession. Global 
financial crisis 2008- only amplified this tendency.

In the period 2001-2008 Serbia had a high degree 
of economic openness, especially in the financial sector. 
In that period domestic financial intermediaries almost 
disappeared.  Recapitalization of the subsidiary banks 
with capital adequacy problem is the obligation of mother 
bank, not local regulator and government. The banking 
crisis in the EU provokes heightened caution because 
banks are trying to fix their balance sheets and get rid of 
credits through deleverage. 

Normally, the corporate sector is net borrower because 
companies borrow to finance investment. But during the 
2008- crisis, as a consequence of demand squeeze, many 
profit making companies and banks started saving more 
than investing, reinvesting in surrounding markets or 
simply transferring the capital out of the country through 
capital hedge. The withdrawal of capital is significant, 
both in financial sector and real economy. In that way, 
capital account further exacerbates the unsustainability 
of balance of payment. 

Unfortunately, the majority of corporate sector is 
loss making or constantly struggling not to fall into that 
group. In regular circumstances such situations are the 

consequence of competitive disadvantage. In Serbia, it is 
predominantly a result of adverse institutional settings 
(FX rate and cost of capital) and inadequate economic 
policies (inflation targeting). The final consequence is 
permanent illiquidity and lack of suitable financial sources 
to overcome it. When debt is costly and operations do 
not produce enough liquid funds, investment activity 
dies away. 

Figure 4 depicts previous claims. It is obvious that 
the cash flow from operations is insufficient to provide 
debt repayments and investments. The amount of investment 
cash outflow matches the financial cash inflow, which 
means that the only way to finance growth is through 
borrowing channels. According to [12, pp. 45-8] the net 
working capital deficit is the reflection in the mirror of 
illiquidity. All sectors to various extents share the problem 
of lacking operating assets necessary to service short-term 
obligations. The result is additional unfavorable borrowing 
or downsizing which further erodes the competitive 
position of companies and, at the end of the day, increases 
the output gap.

Debt increase has been used primarily for monetization 
of double macro deficits. Therefore, it enabled politicians 
to enjoy “deficits without tears”, buying the time during 
the political cycle and avoiding the great risks related 
to structural reforms. In effect, with the new debt the 
government continually patched a hole in the economy’s 

Figure 4: Corporate sector liquidity problem
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boat. This staggering debt burden increased over the 
levels that had been proven to be prudent, healthy and 
sustainable.

So, where is Serbia’s economy heading? Instead of 
swiping growth aimed at closing the output gap, in 1Q 2014 
Serbia’s economy might face the twilight of debt deflation 
combined with struggle to restore liquidity (external and 
internal). The formal start of accession process to the 
EU at the beginning of 2014 enables Serbia’s politicians 
to refocus themselves from geopolitical and political 
issues to economic reforms. Economy is a driving force 
in political development. Sustainable growth is the most 
efficient way to navigate different financial and political 
stress factors.

 

One policy implication of the previous analysis could be 
the shift from economic growth based on FDI towards the 
economic growth based on the industrial policies formulated 
for priority sectors of the economy. The most pressing 
task at the moment is to stimulate reindustrialization 
as a remedy for serious current account and liquidity 
problems. An absolute must is to create a viable tradable 
sector with anti-import and export goals. 

But, industrial policies have a bad reputation in the 
circles of economics scholars from the West. They are 
viewed mainly as a problematic choice because they lead 
to misallocation of resources and encourage corruption. 
Mainstream economic doctrines (Keynesian encourage 
fiscal state, monetarists, and proponents of supply-side 
economics) share a similar view about arbitrary choice 
of industrial policy. Also, they had deep predilections 
about any anti-crisis program (“let the markets take care 
of themselves”) treating the role of industrial policies in 
sustainable development as marginal compared to market 
forces. Eventually, when the Wall Street (financial sector) 
is in trouble policy makers could unwillingly prescribe, in 
the name of the Main Street (predominantly manufacturing 
and infrastructure) prosperity, active financial measures 
(bailout, financial support, fiscal stimulus, quantitative 
easing, etc.). 

Nowadays there is almost a universal acknowledgement 
in mainstream economics that the crisis 2008- cannot 
be overcome by undertaking the measures that were 
its direct causes (deregulation, deindustrialization, 
securitization, and outsourcing), and that the momentum 
to conceptualize new economic policy platform must be 
maintained. When market forces fail, government comes 
in to pick up the pieces.

Moreover, there is firm evidence that some economies 
have achieved sustainable growth by implementing 
industrial policies [17]. Emerging and developing economies 
successfully direct investments towards the tradable 
sectors, capitalizing on comparative advantage (in the 
earlier stages of economic development) or competitive 
advantage (in the later stages of economic development). 
Our proposals of the reindustrialization strategy presented 
in [4] are conceived bearing in mind a positive experience 
with industrial policies in the emerging economies like 
BRICS1 and “next 11”2 .

In new approach, instead of inflation (low and stable) 
as a dominant tenet of economic policy, some other tenets 
should also be taken into consideration including output gap 
(low and stable), sustainable employment, GDP structure 
(emphasis on the real economy), price parity of other types 
of assets (first of all, FX rate), and establishment of dynamic 
equilibrium between the real economy and financial 
sector (instead of insisting exclusively on financial system 
stability). In order to successfully achieve the extended 
list of tenets, the central bank will have to renounce a part 
of its independence. Namely, the new structure of tenets 
requires a close cooperation between the central bank and 
the government. Also, the new conceptual platform of 
economic policy is conceived as a combination of industrial 
policies and new macroeconomic policies that are based 
on the automatic stabilizers, especially in monetary and 
fiscal spheres. As a result, industrial polices lead, and 
macroeconomic policies follow.

As far as problem of bad governance is concerned, in the 
current stage of accession process to the EU it is reasonable 
for Serbia to combine three elements: (i) the EU support 

Philippines, Turkey, South Korea and Vietnam



in setting up an effective strategy of reindustrialization 
inspired by the EU technological platforms, (ii) making the 
disbursement of the EU funds conditional on the progress 
in implementation of the reindustrialization strategy, (iii) 
and efficient governance of industrial policy portfolio on 
a sector-by-sector basis.

In a time of slow and fragile recovery in the EU, 
Serbia’s economy will have to rely more on domestic 
demand. However, the latest fractures in the financial 
system (NPL hike, primarily) make the launch of sizable 
investment in the private sector almost unfeasible. On 
the other hand, in current circumstances international 
financial markets are very sensitive and governments do 
not have much leeway to raise money for big projects in 
state-owned enterprises. Therefore, financial strategy of 
the government in the following period should be fairly 
conservative and cautious. Joint-ventures with strategic 
partners in priority sectors, concessions (BOT versions) 
in the sectors where Serbia has comparative and/or 
competitive advantages and public-private-partnership 
in utilities seem like feasible alternatives for financing 
reindustrialization.

Reindustrialization means not only rebalancing 
growth away from demand towards investment. It 
also introduces a radical change in conducting hard 
economic policies. Appropriate policy mix and the pace 
of adjustments are determined by the level of output 
gap, nature of vulnerability, inflation pressure, central 
bank credibility, and room for fiscal policy maneuvering. 
Specifically, Serbia has some policy priorities. First, FX rate 
should better respond to macroeconomic fundamentals 
and competitiveness and provide a strong nominal 
anchor. Second, it is necessary to match income and 
expenditure (the principle of hard budget constraints) by 
implementing austerity measures on the expenditure side, 
at the same time eliminating output gap by increasing 
investment spending, which, in turn, fuels the revenue 
growth. These processes are interrelated. Namely, in 
maintaining liquidity (external and internal), apart 
from cost reduction, the expansion of the production 
of tradable goods and services is the best way to reduce 
import and increase export, and consequently, to achieve 
net positive effect on current account and repay the 

outstanding debt. Third, prudential actions should be 
taken to safeguard financial stability, bearing in mind 
legacy risks from former credit boom (level of NPL) and 
new risks from capital outflow.

The ultimate goal of reindustrialization strategy 
is to increase density of relevant economic subjects. In 
the global world sustainability and prosperity of each 
economy depend on density of relevant economic subjects 
even more than on institutional settings and strategy of 
industry leaders. The economy in which the prosperity is 
associated with tabloid media, gambling, plastic surgery 
and similar businesses cannot be sustainable. 

In new policy platform FDI is not considered as a 
basis for sustainable development, since in the medium 
term it adversely affects growth due to the effects of transfer 
pricing, profit repatriation and potential gap in case of exit 
strategy. It is hard to think of any other solution that can 
replace missing FDI with industrial policies. New financial 
arrangements should enable investment without further 
increase in debt. The arrangements that meet the previous 
criterion are: (i) joint ventures up to 50 percent of ownership 
for foreign partner (no casting vote JV), primarily in the 
sectors where Serbia has comparative advantage (energy, 
ICT and manufactoring), (ii) concessions, with a special 
emphasis on the types of arrangements such as build-operate-
transfer (BOT) in infrastructure, metallurgy, transportation, 
logistics, and tourism, and (iii) private-public-partnerships 
(PPP) in utility companies and public services. A particular 
focus should be put on financing by sovereign wealth funds 
(SWF) from the countries with immense foreign currency 
reserves. Today’s global investment arena is marked by a 
dominant role of SWF over FDI.

Reindustrialization includes developing and 
implementing strong industrial policies, supported by 
specific measures. Each priority sector deserves industrial 
policy with specific measures. For example, the key 
measures in the energy sector are as follows: full-cost 
pricing, feed-in tariffs corrections, selection of strategic 
partners, establishing corporate governance in state-
owned companies, and introduction of stimuli for the 
development of new energy and efficiency technologies. 
As far as pricing policy is concerned, the convergence of 
electricity price towards the EU average would automatically 



cause an increase in value of state-owned company Electric 
Power Industry of Serbia (EPS).

To illustrate the previous point we made ad hoc 
valuation of EPS based on publicly available data and 
documents. The valuation is performed by using two period 
DCF method. To get as conservative as possible valuation 
we used the following assumptions: (i) projection period 
2013-20223, (ii) electricity consumption is expected to 
grow at average 0.9% rate p.a., (iii) electricity price forecast 
is taken from U.S Energy Information Administration, 
(iv) all certain and predictable investment projects for 
the projection period are included, (v) cost of equity 
and debt-to-equity estimates are based on Damodaran’s 
database, (vi) cost of debt is based on NBS official interest 
rates for nonfinancial sector, (vii) operating margin and 
net working capital are projected to pass through two 
sub-periods (median level and approaching to industrial 
average), (viii) for terminal period growth rate is projected 
at 1.2% and cost of capital at 11%. 

Ad hoc valuation of EPS is presented in Figure 5. 
The company value is EUR 3.5 billion (according to the 
current value of company debt, equity value approaches 
EUR 3 billion). Hypothetically, if strategic partner intends 
to reach 50% ownership it should increase the equity by 
exactly the same amount. This amount is almost five times 
higher than the amount of FDI in 2013. 

There are three different characterizations of the role of 
politicians in Serbia’s economic future. The author of the 
first one is a famous professor of economics Lj. Madžar4, 
whereas the second one comes from a book of well-known 
economic journalist M. Brkić5. The third one, by colleagues 
of ours, is presented in the strategy of reindustrialization [4].

Our characterization is based on addressing the 
question: Whose job is to find a solution to the possible 

available at the moment of valuation so that it was not possible to include 
this year in historical performance. 

shifts or steady and persistent tendencies of change that increase the 
level of business optimism and spur up the animal spirit [11, p. 169] 

5 Accountability for the achievement of social tenets [1] 

default of Serbia? In our view, it is a job of politicians. Let 
us reiterate that almost each new government in Serbia 
had a near-death experience. Risk of default creates a 
situation where potential flashpoints are so many and are 
likely to grow. Many relevant people could be involved in 
finding exit strategy. But whether that strategy is available 
and where it is heading is primarily a responsibility of 
politicians.

For a long time Serbia has been living below the trend. 
Fractures of the system from the past are so powerful and 
destructive that the shift from “as-is” towards “to-be” 
situation requires strategic shift. Exit strategy enables the 
economy to be not only in harmony with global settings, 
but also to be ahead of the local trends. 

What skills and mindsets do politicians need to 
possess to be strategists? That is, first and foremost, 
strategic sense. In connected and mutually interdependent 
world, strategic sense is the core competence of modern 
politicians. The implosion of Yugoslavia is an example 
that it takes forty five years to build a confidence in one 
national economy and five minutes to ruin it, all because 
politicians made some bad choices. But to avoid an eerie 
sense of déjà vu considering the former state and its 
position in global politics and economy, the idea that a 
small and open economy might drive or heavily influence 
the external world or even its own performance should be 
definitely put out of modern politicians’ minds. These days 
a success of a national economy depends predominantly 
on the context and competitive forces beyond control of 
local political leadership. Strategic audit matters a lot. 
Politicians as proactive leaders and believers in the power 
of politics (as the art of possible) need to focus on what they 
can control, while ignoring or underestimating what they 
cannot. The integration into the EU and implementation 
of radical economic reforms should be at the top of the 
agenda of Serbia’s politicians. 

The previous reflection may be seen as eureka 
moment. It is the fundamental lesson of a paramount 
importance for politicians in Serbia. For ensuring a great 
positioning they must, first of all, understand the context 
and trends. The way they respond to them makes the 
strategy. That means if they fail to grasp the importance 
of core movements, their strategy is based on luck and 



Figure 5: EPS ad hoc valuation
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hope. But, even if they understand context and trends, 
the trick is to find a way to deal with them in the most 
effective way. Understanding the context is followed by 
skillful positioning, deliberate efforts to counter negative 
forces or exploit favorable ones, or even a timely exit. 

In the modern world it is more important to whom 
you are connected than who you are. Accordingly, there 
are gains to be made for an economy from additional 
integration. The accession to the EU is a good vision for 
Serbia. The EU is reasonable destination, among other 
things, because most of Serbia’s exports go there.

Currently the EU is in regression stage. It has already 
seen a significant reduction in its share of the world’s GDP. 
It is now down to 20%. There is a forecast saying that it 
will shrink to 15% by 2030. For Serbia’s economy it is also 
of interest to start doing business with faraway countries 
rather than to focus exclusively on the EU and the former 
Yugoslav republics. Consequently, some politicians should 
not be antagonized by other politicians when looking to 
emerging economies such as Russia, China, Korea, Golf 
states, Nigeria, etc. 

More integration creates a need for more opening. 
The new challenge for Serbia’s economy is how to improve 
its chances of penetrating the new markets that are 
growing at faster pace than those on which it has been 
traditionally focused. A current level of integration in 
the global economy is not final [7]. This is, maybe, an 
opportunity for new geopolitical deals.

Also, leadership matters. Desired result of leadership 
is the vision, something that is not already there. Vision 
and advantage could be used in conjunction with each 
other. Strategy focuses on capitalization on comparative 
advantage or development of competitive advantage. 
Comparative advantage is based on natural resources, 
labor, position rent (near to market), etc. Competitive 
advantage is a long-run sustainable advantage, one that 
accumulates such a powerful lead over competitors based 
on innovation that no one can catch up.

Strategic sense and leadership are inseparable. Step into 
the shoes of leading politicians of trend-setting countries 
such as the U.S., Germany, Russia, China or troublemaker 
ones such as Italy, Greece, Spain and Ukraine. For right 
positioning you must have strategic sense in terms of 

global view, imagination and foresight. Also, you must 
be inspired by the change imperative. Leader is someone 
who understands the context and prevailing trends but 
does not accept reality as it is and has capacity to create 
and cultivate an original vision for repositioning.

Vision is important manifestation of leadership. 
Vision is a clear sense of why economy matters. Every 
single activity of strategy is aligned with vision, so all 
of them and related resources must work in concert to 
support this vision. Namely, implementation is important 
for turning vision into reality. 

Defining a sound and distinctive vision which 
enables sustainable development is essential for Serbia. It 
is the politicians’ way to stake a claim. With it, the other 
subjects have earned the right to play, to take part in the 
game. But winning the game requires more. 

Some people believe that the exclusive task of 
politicians consists of thinking and charming other people 
with their visions. Equally important task of politicians is 
implementation of vision, setting an agenda and putting 
in place the system to carry it out.

A primary task of a leader is to direct attention. To 
do so, leader must cultivate a triad of awareness - focusing 
of himself, focusing on others, and focusing on the world 
[8, p. 52]. Inward focus and focus on others help leaders 
cultivate emotional intelligence. Outward focus can improve 
leaders' ability to formulate great vision.

Vision is where performance differences start. 
Nothing else is more important to the survival and success 
of Serbia’s economy than why it exists (to support welfare 
state or to enable sustainable growth), and what otherwise 
unmet needs (on internal and global markets) it intends 
to fulfill. According to [13, p. 50], vision is about choice, 
and real choice contains, both positive (“we do this”) and 
negative (“by implication, then, we don’t do something 
else”) elements. In the reindustrialization strategy the 
vision is defined for priority sectors (with comparative 
and competitive advantages). From the perspective of 
“positive” element, hard budget constraint (macro and 
micro) in providing finance policy in country with such 
debt burden makes sense. Looking for strategic partners in 
state-owned network technologies and natural monopolies 
also makes sense. “Negative” element in this process would 



be, for example, offering more than 50% ownership to 
strategic partner.

Thinking of strategy as a system of activities driven 
by vision underscores the point. It is the bridge between 
lofty ideas and action. Every politician in Serbia must 
ask themselves whether his or her strategy is based on a 
clearly defined vision to escape default and backed by a 
set of mutually reinforcing activities. If not, it is the time 
to build a new strategy for survival.

Anchored by compelling vision, strategy is actually 
a campaign of national economy in the marketplace 
(global and local), the domain in which it competes, how it 
competes, and what it wants to achieve. Reindustrialization 
strategy is strongly dependent on industrial policies for 
priority sectors. Priority sectors are tradable sectors that 
serve to anti-import and export goals.

Strategy is a roadmap. It needs continuous, not 
intermittent, leadership. The strategist is the one who 
must shepherd this ongoing process, who must stand 
watch, identify and weight, decide and move, time and 
time again. The strategist is the one who must decline 
certain opportunities and pursue others. 

The strategy of reindustrialization is a system of 
activities that underlies Serbia’s economy competitiveness 
and uniqueness. It is the system of activities that evolves, 
moves, and changes throughout three parallel processes: 
fiscal consolidation, elimination of output gap, and 
industrial development [4].

Great strategies and politicians that capture them 
set direction, establish priorities and guide activities. They 
help communicate strategy externally. It is also a matter 
that influences perception about economy and its credit 
rating as well as the way to attract investors.

In strategy formulation a clear priority list is 
important. Excellence comes from well-defined efforts. 
The first step in the implementation is translating great 
idea into the system of actions, where efforts are aligned 
and mutually reinforcing. Also, good metrics make sense. 
Global performance measures like growth rate of GDP 
and vulnerability indicators like the level of NPL indicate 
whether strategy is working, but the key performance drivers, 
tailored to reindustrialization strategy, such as export 
growth of high-ends, reduction of youth unemployment 

rate, are better indication where strategy is directed to. 
They break big aspiration into specific, measurable goals, 
and guide behavior toward what matters. 

Strategy must tackle balancing interests. According 
to [15, pp. 139-140], balance means a “fragile integrity”. 
Politicians cannot remove unmanageable chances from 
human life. But, they can leave the unmanageable 
chances while going from more confident to less confident 
wisdom. By doing that, politician cultivates flexible 
responsiveness, rather than rigid harness. This requires 
shift from absolutism (including enlighten absolutism) 
to democracy by letting go of a range for control and 
being open to rethinking and refashioning the elements 
of strategy through holistic process. 

Implementation of the previous concept in Serbia is 
burdened by some prejudices. We know from the history 
of our nation that when we are in regression stage, we tend 
to look at those who have different strategy (offensive or 
defensive) and think that they must be responsible for 
what is happening to us. When exist a nebulous enemy, 
we should worry about resolution. 

As a consequence, politicians who are following a 
spirit of nation are too reluctant about reforms. Serbia 
desperately needs politicians with reform mindset, true 
believers in the future, ready to take the risk and write 
the pages of history by making brave decisions. Instead 
of politicians that do politicking, Serbia needs strategists 
with the vision who have understood the position of Serbia 
in modern history, and, more importantly, have the idea 
how to participate in it.

People should not be trapped by the myth of super-
politicians. The myth of super-politicians arises from the 
sense of omnipotence, the belief that no situation is too 
complex or too unpredictable to be brought under control 
of politician. This tendency is almost regularly followed 
by the dramatization of problem and glorification of the 
role of politicians. Double macro deficits? Great! New 
labor law? Wonderful! Restructuring of public sector? 
Terrific! Corrupted high level politicians? Fantastic! 
Seemingly, there is nothing of system’s fractures and fault 
lines that could not be overcome or turn into advantage 
by politicians. This is the myth of the super-politicians 
in full force. 
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Advisors providing valuable perspectives and data 
can help politicians develop crafting strategy. But, in 
the end, it is the politician who bears the responsibility 
for setting the country’s course and making the choices 
day after day that continuously refine that course. In the 
absence of the evolution of leading politicians’ competence 
even the wisdom of international advisors with reputation 
for brilliance is not sufficient to improve the rating of the 
economy with bad reputation.

The engagement of super-politicians backed up by 
super-advisors in finding solutions for almost unsolvable 
problems may be the reason for returning to politicking, 
or simulated activism in the implementation of reforms. 
Also, it may be an alibi for unconventional solutions out 
of good economic intuition. This fault line could blame 
democratic process. In an extreme case it could lead to 
absolutism (almost certainly) or, eventually, to enlighten 
absolutism (with smaller probability). 

Each strategy for economic revival, including 
reindustrialization, is a politically unprofitable venture not 
only because the effects are uncertain, but also because it 
occurs in the time horizon that is longer than the usual 
political cycle. Even more, it supposes that there are enough 
politicians with strategic sense, unstoppable energy and 
spot-on sense of style, which for economic turnaround of 
Serbia is not enough. According to [13, p. 131], the reason 
is the existence of profound paradox many strategists must 
manage: stay on the track and reinvent yourself. Namely, 
leading strategy is nonstop responsibility. Only sustainable 
strategy is the one that anticipates change. The only way 
to solve this problem is engagement of institutions and 
expertise in finding sustainable solutions. In short, to serve 
as conceptual platform for economic revival, strategy of 
reindustrialization should be prepared under the lead of 
the Government, and adopted by the Parliament.

Whatever they do, politicians should not underestimate 
the power of context and leading forces. Also, they must 
concentrate on the creation of feasible strategy that 
matters, by creating an economy that could be sustainable 
in their mindset. 

Mindset is important. But mind setting is critical. 
Reindustrialization strategy emphasizes a few things 
that politicians could do to change current mindset and 

align it better with the imperatives of the future economic 
development.

First, whatever they do, politicians should promote 
the sense of reality. What Serbia really needs, it is realism 
instead of empty rhetoric. Our mindset might have 
something to do with perception, how vulnerable our 
economy really is. Right diagnosis is the first step in 
promoting optimism. Napoleon put it this way “Define 
reality, give hope”. If you accept previous, it follows that 
the place to start is inside us. We need to change our 
mindset before we negotiate the EU accession road map, 
establish new institutional settings and economic policy 
measures which foster reindustrialization.

Sense of reality is important for goal setting. 
S. Milosevic’s vision for Serbia as “Switzerland of the 
Balkan” in the early 1990s and Z. Djindjic’s vision of 
post-industrial society one decade later have evolved 
in the meantime into “transitional Greece” (IMF) and 
“by-the-way economy” (Anonymous), respectively. 
Statements of the great majority of Serbia’s politicians are 
not anchored in reality, being mostly without strategic 
sense, generic by nature, and uninspiring for relevant 
people (technocrats). Anchored by clear and compelling 
purpose, politicians in Serbia must leave their background 
and empower themselves by expertise of knowledgeable 
people and relevant institutions. 

Second, politicians must be aware of the choices 
they are making. They need to start with the facts about 
the EU when they begin to negotiate the integration 
process. In economic policy choice the key issue is the 
compatibility argument. If you are in the accession 
process to the EU, you must have some monetary and 
fiscal alignments (for example, stable and competitive 
FX rate). Also, technological development should be 
complementary with the EU technological platforms. 
This is really important. 

In today’s 18-country Eurozone approaching toward 
the banking union the main pillars of economic policy 
platform are as follows: global market integration through 
regulatory set-up, financial market regulation, active role of 
the European Central Bank in consolidation and stability 
of financial system, and more active role of the state in 
inclusive economic development (primarily in technological 
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development). In new context, for approaching to the EU 
the inflation targeting is not enough. 

But integration is not panacea for our structural 
imbalances. Without understanding of the principal causes 
of crisis, vulnerability of our position and feasible solutions, 
politicians just engage themselves in stereotyping and 
exaggeration. That usually does not help at all. Attempting 
to do too many things at once makes it difficult to do any 
of them well.

Third, they must be solution providers. Unspecified 
view is not trucking solution. Speaking about reforms 
politicians eagerly tell you the “what” but forget the 
“how” − the critical activities and resources that enable 
the economy to realize its comparative and competitive 
advantages. It is by looking at the “how” that ordinary 
people gain confidence in what politicians are doing. The 
strategy, moreover, is not about writing a statement that 
sounds good. It is writing a statement that is good, that 
really captures future and which is feasible.

The shortage of technocratic elite, particularly in 
natural monopolies and network technologies, is a matter 
of fact. Few state-owned companies from these sectors are 
explicit about the future goals. In what markets will they 
operate? To what extent and how quickly can they grow? 
How will they differentiate themselves?

Solutions depend on circumstances. If you are from 
a small country with a lot of emigrants, you should think 
of your diaspora as a valuable asset. For example, the top 
people from ICT industry have spent significant time living 
and working in the US and Canada. What seems to be 
missing is that these repatriates could be used for strategic 
purposes as cross-border connectors and deal makers, 
not as the sources of funds and/or top level politicians.

Fourth, politicians must relieve themselves of balkanization 
syndrome. They must be integrator, not disintegrator. 
Balkanization syndrome is key explanatory element of 
national culture in Serbia. Political party balkanization 
is not exception to the rule. Particularly, balkanization is 
evident in its full capacity in coalition government. For 
example, the main political parties from the last government 
offered extremely different views about the role of the 
state in the economic future of Serbia. On the one hand, 
there is a strong intention that the state should continue to 

provide a platform for social protection. Unfortunately, this 
view drives the economy into conundrum because double 
deficits after double deficits in the long period of time are 
in contradiction not only to sustainability of welfare state, 
but also to sustainability of any other development models. 
On the other hand, there was strong intention from other 
partner that the state as transformative leader is the only 
way for economic revival and sustainable development. But 
the latter view, requires not only a political consensus, but 
also a comprehensive program of reforms.

Fifth, politicians must increase the level of transparency. 
Relevant people and institutions have the right to 
understand key decisions and be involved in decision 
making process. In that context, transparency is not 
simply sending and receiving, nor exchanging data and 
opinions. Namely, transparency forces politicians to listen. 
In connection with the previous is the elimination of the 
arrogance without substance usually coming from the 
top level of state bureaucracy. What politicians should be 
trying to do is to inspire the people who are interested in 
implementing systematic view in building viable, feasible 
and resilient economic policy platform complementary 
with the EU we are striving rather than tearing down 
the present one.

A lot of work in neurology and behavioral sciences 
suggests that what really transforms people is networking, or 
having personal interactions rather than just reading about 
other people’s standpoints and trying to understand them.

Reform mind setting provides that reform process 
passes smoothly and with minimum resistance. On the other 
hand, politicians have to embrace the role of catalysts of 
reform. Namely, politicians should act as a magnet for people 
ready to involve in implementation of necessary reforms. 
Politicians are responsible for agglomeration of relevant 
people into reform teams in a way that creates critical mass 
of expertise and enthusiasm that enable industrial policies 
formulation and implementation for tradable sectors.

As a consequence, we should not go on with the 
previous way anymore when defining economic policy 
platform. Also, no trade-offs in new policy. You cannot be 
everything to everybody, although a lot of weak strategies 
and strategy statements implicitly claim to be that. It 
simply doesn’t work. To avoid the previous approach, 



industrial policies must be defined for priority sectors 
and with the great sense for details. Neoliberal doctrine 
and its supporters could be no more an alibi for inactive 
government in the field of economy as well as platform 
for fully independent central bank.

If we exclude Kosovo issue, probably the most frequent 
subject matter for top Serbia’s politicians in the period 
between two Kopaonik forums was fair and equal treatment 
of all citizens. Standard wisdom says that a cosmopolitan 
politician is somebody who treats all people equally, 
irrespective of whether they are entrepreneurs, workers, 
pensioners or unemployed people. 

We thought it would be interesting to look at the 
manifestation of constant bias of Serbia’s politicians toward 
employees in the state sector and pensioners. The whole 
discussion about equality treatment strikes as a missing 
point after the question: What is going on with people 
most relevant for economic revival such as entrepreneurs, 
thinkers, scholars, and unemployed youngsters? The 
previous leads to semi-philosophical reflection. Politicians 
cannot carry out only what the majority of people wish 
for, but also what is viable for the country’s future in 
the process of its reshaping through entrepreneurship, 
education and employment.

Reform-minded climate largely depends on strategists 
and their readiness to first and foremost consider the 
consequences of political decisions, giving priority to 
the return on investment (ROI) over the return on voters 
(ROV). Time horizon of strategists is much longer than 
horizon of standard political cycle in Serbia. Weak reform 
mindset and focus on short-term issues are typical of 
frequent election countries. From the introduction of multi-
party democracy in 1990, Serbia has passed through ten 
elections and seven of them were premature. 

Instead of politicians that do politicking, Serbia 
desperately needs strategists with the clear and feasible 
vision for sustainable economic development. No matter 
how solid is their political support, or how equitable 
their motives, if they do not get economic reforms right, 
everything else they do is at risk.

In an economy with double macro deficits, continuous 
issuing of debt instruments is not sustainable. It cannot 
eternally compensate for the output gap and fault lines in 
economic policy. Also, it is politically counterproductive 
that the deficits made by one generation are constantly 
debt-financed and thus transferred to the next generations 
and/or re-inflated, i.e. lead to redistribution in the same 
generation between those who save and those who spend 
more than they could.

The future of our future must be brighter than the 
time we are facing today. The exit strategy from crisis 
should not propose redistribution of wealth and factors 
of production, but rather value creation. It will not be easy 
because we must simultaneously eliminate the burden 
from the past and adapt our economy to the nexus of 
transformative global discontinuity challenges.

Reindustrialization as a possible way out from 
transitional recession should be seen as critical not only 
from economic, but also from political perspective. The 
economy is the foundation of a society. Experience shows 
that sustainable economic development and political 
stability at this level of economic development are based 
on the real economy and industrial development.

Naturally, the implementation of reindustrialization 
requires a more complex economic policy platform that 
would create new level playing field for the handshake 
between the government’s visible hand (industrial policies for 
tradable sectors and automatic stabilizers in monetary and 
fiscal spheres) and invisible hand of the market providing 
efficient selection environment for all economic agents. 
In new context entrepreneurs can flourish and they are 
not penalized for failure but can actually learn from it. 

Our proposal is an attempt to restore balance between 
market and government with greater transparency and 
accountability, with short-run actions consistent with 
long-run vision, without irreversibility and asymmetries. 
Reindustrialization is a more dynamic and more sanguine 
way for deepening domestic market and penetrating 
external market niches. It unlocks opportunities for 
sustainable growth. 

Reindustrialization is a way to solve the crisis of 
confidence by enabling Serbia to successfully return to 
industrial economy development model. Without this, 



economics in Serbia will keep the status of “gismo science”, 
a toy in the hands of politicians.

Do we have bright economists? Yes and no. Probably, 
yes. Do we have strategists? We have to see.  
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There is no single answer to the question of what drives 
high and sustainable economic growth. Government 
spending is only one of many factors that have some impact 
on economic growth. This paper offers some economic 
analysis and the survey results which show that in Serbia 
the impact of government spending on economic activity 
is not large. Therefore, its considerable decrease (fiscal 
consolidation) would have a very limited impact on the 
reduction of economic activity. On the other hand, absence 
of a strong reduction in public spending would inevitably 
result in public debt crisis and a plunge of GDP. This is 
why fiscal consolidation is currently the only possible and 
economically feasible fiscal policy in Serbia − even in the 
conditions of slow growth or stagnation.

In the past five years, Serbia had expansive rather 
than restrictive fiscal policy. Despite the odd austerity 
measures such as limiting pension and public sector 
salaries rise, as well as tax rate increases, the true character 
of fiscal policy was reflected in the overall trends of 
fiscal deficit and public debt − and these increased in 
Serbia. The explanation for this partly lies in increased 
government spending for covering losses of public and 
state-owned enterprises and banks, which cancelled the 
above mentioned savings achieved. The interventions 
in the banking sector alone cost the country more than 
800 million euros, and approximately same amount 
government guarantees for borrowings of public utility 
Srbijagas (which represents an implicit subsidy and the 
actual government expenditure). 

Expansive fiscal policy, however, did not solve the 
problems in the economy nor did it spur economic growth. 
Regional analysis (the first section) shows that, in the 
past five years, the average fiscal deficit in Serbia was 
higher by 1.5% of GDP than in the region, and the debt to 
GDP ratio grew almost twice as fast than in comparable 
countries. According to the rate of GDP growth achieved 
in the previous five years, however, Serbia was quite an 
average country in the region. Therefore, fiscal policy in 
Serbia could be evaluated as less prudent than in other 
countries in the region, and by no means as a thoughtful 
economic policy response to the crisis. 

On the other hand, expansionary fiscal policy resulted 
in a situation that Serbia is now seriously threatened by 
a public debt crisis. The size of public debt of more than 
63% of GDP and its growth of over 30 percentage points 
of GDP in just five years indicate that the continuation of 
unchanged fiscal policy is unsustainable. In 2014, the annual 
appropriations of funds for interest payments on the debt 
will amount to around one billion euros − representing 
their increase by more than five times compared to 2008. 
The increasing government borrowing to finance the 
structural deficit, but also for servicing previous debts is 
unsustainable in the medium term. 

To reverse these trends and avoid a public debt 
crisis, we must make a shift in the following years − 
implement fiscal consolidation, and sharply cut public 
expenditure and the deficit. Even that, however, will not 
be sufficient to reduce the debt to GDP ratio and avoid 
the crisis if the problems in the banking sector and the 
performance in public and state-owned enterprises are 
not resolved as well.

Significant reduction of fiscal deficit in the EU, however, 
initiated numerous debates about whether excessive fiscal 
tightening may be counterproductive in times of recession 
and slow economic growth. Namely, the reduction in 
public expenditure (or increasing public revenues), has a 
certain influence on the reduction of economic growth, 
which in some countries (such as Greece, for example) 
in the end may result in an increase, not a reduction in 
the debt to GDP ratio after austerity. In these cases, fiscal 
consolidation is said to be self-defeating, since it produces 
opposite effects to those intended.  

We have however shown that this cannot be the 
case in Serbia (the second section). The standard measure 
that shows how changes in government spending affect 
GDP is the fiscal multiplier. Although there isn’t accurate 
econometric estimate of fiscal multipliers for Serbia, 
there are a number of studies that lend opportunity to 
assess the size of the multipliers in the country with 
similar characteristics as Serbia. Therefore, we can say 
with considerable certainty, that the fiscal multipliers 
for Serbia are significantly lower than those for the EU 
countries and that in times of economic expansion they 
probably range between 0 and 0.2, and may reach 0.5-



0.6 in times of crisis. The relatively low fiscal multipliers 
explain why expansionary fiscal policy in Serbia did not 
bring faster economic growth in the past. 

Analysis, thus, shows that fiscal consolidation 
in Serbia would undoubtedly improve the health of its 
public finances and have a limited impact on economic 
growth. Therefore, the best and most powerful economic 
policy response to slow economic growth and a number 
of problems that the Serbian economy is facing should 
not be sought in the level of public expenditure nor in 
the amount of tax rates. The truly supportive measures 
for growth would be those related to the improvement of 
business environment, reforms (which have been a subject 
of talks for years, but have never been implemented) and 
the attraction of foreign direct investment − and there 
is empirical evidence for this. In Serbia, government 
expenditure can best contribute to economic growth 
by preventing public debt crisis and ensuing collapse of 
output and that means cutting expenditure.  

The escalation of the global economic crisis has significantly 
affected the Southeast Europe region, which resulted in 
the contraction of economic activities with strong growth 
of unemployment, increase in the fiscal deficit and public 
debt growth. Serbia was no exception in this respect, 
and some trends were more pronounced than in other 
countries in the region. In order to analyse the regional 
context of fiscal policy and achieved economic growth 
in Serbia, we have taken a sample of countries that, we 
consider, can be useful in describing regional trends. Apart 
from Serbia, this sample also comprises its neighbouring 
countries: Albania, Bosnia and Herzegovina, Bulgaria, 
Croatia, Hungary, Macedonia, Montenegro, and Romania 
(the Region). The observed indicators for these countries 
were their economic growth, fiscal deficit and public debt 
growth since 2009.    

After 2009, all the countries of the region faced the 
same or nearly the same issues as Serbia. The decline in 
economic activity and particularly pronounced decline in 

public revenues1 resulted in a large increase in the fiscal 
deficit and public debt. Reactions to the deteriorating fiscal 
trends, however, were different in individual countries. 
We wished to explore how fiscal policy in Serbia differed 
from that in the region and if possibly different fiscal policy 
making had an impact on economic growth.

The analysis of regional data indicates that, in the 
past five years, Serbia led less prudent fiscal policy as 
compared to other observed countries. In the past five 
years, Serbia had significantly higher fiscal deficit and 
considerably faster growth of the public debt than other 
countries in the region. Serbia did limit the rise of pensions 
and public sector salaries and it also rose some taxes 
rates (VAT, income tax), but other countries had even 
more aggressive adjustment of public finances. Perhaps 
somewhat extreme, but certainly an indicative example is 
Romania, which increased the VAT rate from 19 to 24%, 
reduced public sector salaries by 25%, froze pensions and 
reduced some of the rights and appropriations of funds for 
unemployment and child benefits. Furthermore, Serbia 
also had an escalation of other problems related to the 
poor performance of public enterprises and local banks 
which contributed to the fact that the national debt grew 
much faster than in any of the neighbouring countries.    

At the onset of the crisis (2009), Serbia had an 
arrangement with the IMF; therefore, in the period of 
2009-2010, it realized a smaller fiscal deficit compared 
to other countries in the region. After that, the trends 
in Serbia diverged from those in other countries in the 
region, as the deficit in Serbia grew, while in most other 
countries it dropped significantly.  

The regional analysis showed that despite significantly 
higher fiscal deficit and much faster growth of public 
debt, GDP growth in Serbia was similar to that in other 
comparable countries in the region. This suggests that, 
if observed separately, government spending in Serbia 
probably does not have as big an impact on economic 
activity, such as for example is the case in developed 
countries − which will be explained in more detail in the 
following parts. Therefore, it is economically justified for 
Serbia to significantly increase fiscal tightening in the 

1 As a result of the change of the growth model that in the pre-crisis period 
relied on domestic demand which generates abundant tax revenues



coming years, since it is already lagging considerably 
behind other countries in the region in terms of the 
implementation of such measures. 

Trends in economic activity in the countries of the region 
were estimated based on the average GDP growth in the 
five-year period of 2009-2013. Despite the slightly higher 
average growth rates of GDP, economic growth of Serbia 
was not significantly different from that in other countries 
of the region. Table 1 shows average GDP growth in Serbia 
and other countries of the region.

Table 1: Serbia and the region, average GDP growth 
rates, 2009-2013

 
Average GDP growth rates  

in the period of 2009-2013 (%)
Albania 2.6
Bosnia and Herzegovina -0.2
Bulgaria -0.4
Croatia -2.4
Hungary -1.1
FYR Macedonia 1.4
Montenegro 0.2
Romania -0.6
Serbia -0.1
Regional average (weighted) -0.6

Republic of Serbia

The table shows that, in the observed period, the 
average growth rate in Serbia was -0.1%, and that three 
countries had higher, while four countries had lower economic 
growth than Serbia, whereas Bosnia and Herzegovina had 
approximately the same growth as Serbia. The realized 
weighted average growth of the entire region was slightly 
lower than in Serbia and amounted to -0.6%. The difference 
in growth of 0.5 percentage points, however, is significant 
only in the long term, and in a period of several years, 
it can be changed by adding one or two years and is not 
considered to be significant. 

A more detailed analysis, on the other hand, also 
indicates that the trend of economic growth in Serbia was 
nevertheless average compared to other observed countries 
and that, in terms of economic activity, Serbia did not 
have much better experience than the region. Namely, the 
higher growth (i.e. smaller decline in economic activity) in 

Serbia can almost completely be explained by exogenous 
factors, which include the investment and the launch of 
production at Fiat Automobiles Serbia. Over the past five 
years, about 2% of the realised GDP in Serbia was the 
result of the investment and net exports of this company, 
which increased the average rate of GDP growth by about 
0.4 percentage points. 

The projections of GDP growth for 2014 are slightly 
lower in Serbia than in other countries in the region. 
According to the EBRD projections of January 2014, it is 
expected that, in 2014, all the countries in the region, save 
Croatia, will have a higher rate of GDP growth than Serbia. 
If we included the forecast for 2014 into the existing data 
for the period of 2009-2013, over the extended period, the 
average growth rate of Serbia would become even closer 
to the regional. Therefore, it could easily be concluded, 
given the arguments outlined in the previous paragraph, 
that from 2009, the trend of GDP in Serbia was essentially 
at the level of the regional average, and that it might even 
be that it was slightly lower.  

In contrast to economic growth, according to which Serbia 
was no different from other countries in the region, in 
the observed five-year period, Serbia’s fiscal deficit was 
noticeably higher than in all other observed countries. 
Similarly to the previous part, Table 2 shows average fiscal 
deficits in the period of 2009-2013 for Serbia and other 
countries in the region. 

Table 2: Serbia and the region, average fiscal deficit, 
2009-2013

 
Average fiscal deficit in the 

period of 2009-2013 (% GDP)
Albania -4.8
Bosnia and Herzegovina -3.3
Bulgaria -1.8
Croatia -4.6
Hungary -1.9
FYR Macedonia -3.1
Montenegro -4.4
Romania -4.6
Serbia -5.3
Regional average -3.8

Source: IMF World Economic Outlook (9), data for Serbia Ministry of Finance of 
the Republic of Serbia



Table 2 shows that, in the five-year period, the average 
deficit in Serbia amounted to 5.3% of GDP and was higher 
than in all other observed countries. Compared to the 
regional average, fiscal deficit in Serbia was significantly 
higher and the difference was 1.5% of GDP.

As with the analysis of the trends in GDP, we 
have analysed data on fiscal deficit to a more detailed 
level, taking into account the methodological and other 
factors that could affect the conclusion of the analysis. 
The definition of fiscal deficit in Serbia is particularly 
subject to different interpretations depending on how 
state intervention “below the line” is treated.2 In other 
countries, we have also analysed the impact of certain 
one-off factors on their average deficit during the 
observed period.3 In addition to all that, we have also 
varied different assumptions for calculating the average 
value of the regional deficit (weighted and unweighted 
average)4. All the analyses have shown that the fiscal 
deficit in Serbia was significantly higher than in all 
other observed countries and that the measure of this 
deviation is around 1.5% of GDP on average per year.

It is important to note that Serbia is also one of the 
few countries in the region in which, with some oscillations, 
fiscal deficit increased since the crisis began. Thus, in 
2009, Serbian fiscal deficit amounting to 4.5% of GDP 
was lower than the average in the region. The trend after 
2009 was that fiscal deficit in Serbia grew, while in most 
other countries (Hungary, Romania) it dropped strongly 
due to the implementation of various programs of fiscal 
consolidation (from 2009 to 2013, Romania reduced its 
deficit by as much as 5 percentage points of GDP).

2 Our intention was to remove any suspicion that methodological factors 

other observed countries. It was one of the reasons why we used the data 

4 In contrast to the economic growth of the region, which we calculated as 
the weighted average of the growth of individual countries, an appropri-

itself already takes into account the level of GDP of individual countries 

The third macroeconomic indicator for Serbia that we 
have analysed in further detail in the regional context 
is the public debt. According to this indicator, Serbia 
was by far the worst in the region (at the wider region 
level, only Slovenia had a similar increase). The reason 
for this deviation lies in larger fiscal deficit, but also a 
large increase in the public debt apart from the deficit − 
to finance the inefficient operations of public and state-
owned enterprises and ruined banks. Table 3 shows the 
change in the debt to GDP ratio in Serbia and the region 
in the period of 2009-2013. 

Table 3: Serbia and the region, increase of public debt 
from 3 December 2008 to 31 December 2013

 
Changes in public debt  

from 2008 to 2013*) (% GDP)
Albania 10.1
Bosnia and Herzegovina 11.1
Bulgaria 0.6
Croatia 28.5
Hungary 6.8
FYR Macedonia 14.8
Montenegro 26.5
Romania 24.5
Serbia 32.5
Serbia (comparative methodology) 31
Regional average 17.4

*) End of period
Source: IMF World Economic Outlook (9), data for Serbia Fiscal Council of the 
Republic of Serbia

Table 3 clearly shows that the increase of public debt 
in Serbia was by far the highest compared to all other 
countries in the region. Compared to the regional average, 
in the period of 2009-2013, public debt growth in Serbia 
was almost twice as high, and stood at 32.5 percentage 
points of GDP compared to 17.4 percentage points of GDP. 

Part of this difference (about 1.5 percentage points of 
GDP) can be attributed to methodological factors. Serbia, 
unlike other countries in the region, has a conservative 
methodology for calculating public debt, which initially 
includes all of the issued government guarantees for debts 
of other legal entities. In other countries, guarantees 
are included in the public debt only if activated (the EU 
methodology) [6]. The largest portion of the guarantees that 
the Serbian government has issued since 2009, however, 
have already been activated (Srbijagas, JAT, Galenika, 

 



Zelezara Smederevo) – thus, they would be included in 
Serbia’s public debt by both methodologies. Only a small 
portion of the guarantees that the government has issued 
since 2009 in the amount of about 450 million euros (about 
1.5% of GDP), have been paid off independently by the 
companies that took the loans (EPS, Fiat Automobiles 
Serbia, the Air Traffic Control) − and these are loans 
that would not be included in the public debt in other 
countries in the region. Therefore, the Table 3 has an 
additional row which includes calculated increase in 
public debt in Serbia since 2009 if Serbia used the same 
methodology for calculating public debt as the rest of the 
observed countries.5

Another exogenous reason due to which public debt 
in the region could increase more slowly than in Serbia 
are the changes in real exchange rates. Namely, Serbia 
and all other countries in the region mainly borrowed 
in euros or dollars. If the currencies of the countries in 
the region had had substantial real depreciation or real 
appreciation − it would have led to a change in the debt 
to GDP ratio irrespective of all other factors. Available 
data6, however, indicate that this did not happen either in 
Serbia or in the region. From 2009, Hungarian currency 
lost about 5% of its real value, the currencies of Romania, 
Bulgaria, Serbia, and Bosnia and Herzegovina remained 
almost unchanged in real terms, and the Croatian kuna 
and Macedonian denar had a real appreciation by about 2%. 
Only Montenegro had somewhat greater real appreciation 
of about 5%. 

Although there are some factors that could affect the 
changes in public debt (government deposits, privatization), 
it can be argued with great certainty that the real reason for 
the more rapid increase of public debt in Serbia compared 
to the region lies in less responsible fiscal policy making. 
As already shown in the previous section (Table 2), in the 
observed five-year period, Serbia had a significantly larger 
fiscal deficit in relation to other countries in the region. 
Larger fiscal deficit in general increases borrowing of the 

5 It is possible that, in the near future, public debts of Croatia and Mon-
tenegro will increase due to assuming the debts of shipyards and the 
Aluminium Plant Podgorica.  

6 The data for the EU member states were taken from Eurostat, and for 
other countries the data of their central banks. We have found no avail-
able data for Albania.

government in order to finance it − and, consequently, 
leads to a more rapid increase of public debt. Fiscal deficit 
alone, however, could not account for all the differences 
in the increase of Serbia’s public debt in relation to the 
remainder of the region. Namely, on average the fiscal 
deficit of Serbia was higher by 1.5 percentage points of 
GDP compared to other countries observed (Table 2) − 
which means that on this ground, in the past five years, 
Serbia’s public debt could have risen by about 7.5 percentage 
points of GDP faster than that in the region.7 However, in 
the observed period, public debt in Serbia increased by as 
much as 14 percentage points of GDP faster than in the 
region (comparable methodology) − which is why we have 
further investigated the causes of this strong increase.     

As shown in the previous part of the paper, a significant 
portion of the extremely high growth of public debt in 
Serbia cannot be explained solely by the high fiscal deficit. 
Based on actual fiscal deficit in the past five years, the 
debt to GDP ratio in Serbia could have increased by about 
25 percentage points.8 The actual increase in public debt 
would, however, have to be somewhat lower than that, 
since, in the past five years, Serbia had about 730 mln 
euros revenues from privatization (sales of NIS, etc.), 
so the government did not have to borrow funds in this 
amount. It follows that, from 2009, almost 10 percentage 
points of the increase in the public debt of Serbia (about 
30% of the total increase) originated independently of 
the fiscal deficit.

Table 4 shows a detailed quantification and ranking 
of all the causes of the strong increase of public debt in 
Serbia over the past five years. Some of them will be 
analysed separately further on in the paper.

First, we are going to explain the one-off and objective 
factors that contributed to the change in the debt to GDP 
ratio in the past five years, these being changes in deposits 
and exchange rate changes. In the late 2013, by means of 
issuing euro-bonds, the government borrowed in the amount 
of USD 1 billion. Since this money could not be spent in 

8 A detailed calculation has been used in this calculation.



the last month of 2013, the year ended with unusually 
high deposits of the state, estimated at around EUR 1.2 
billion. Although we do not have accurate information 
about the actual status of the deposit of the state at the 
end of 2008 (nor for 2013), we estimate that the change 
in the deposit contributed to the observed increase in the 
debt to GDP ratio with around 2.5 percentage points (since 
in 2008, there must have been several hundred million 
euros in deposits). 

The largest part of Serbia’s public debt (about 80%) 
was denominated in foreign currencies, and GDP is realised 
in dinars. Therefore, real exchange rate changes result in 
changes in the debt to GDP ratio. The real depreciation 
of the dinar from end of 2008 until end of 2013, however, 
was only about 1%, meaning that it increased the public 
debt in Serbia by about 0.8 percentage points. Therefore, 
changes in the dinar exchange rates9 and deposits of the 
state did contribute to somewhat faster growth of public 
debt in the past five years, but their impact was lower 
(exchange rate) and temporary (deposits).10

Apart from financing deficit, a significant part of 
the explanation for the growth of the public debt of Serbia 
in the past five years are government expenditures for 
funding inefficient operations of public and state-owned 
enterprises and ruined banks. Compared to the end of 
2008, the share of issued government guarantees in GDP 
increased by 4.3 percentage points of GDP and other “below 
the line” interventions increased the public debt by 2.5 
percentage points of GDP (Table 4). Converted to nominal 

rate against the euro, but it should be noted that a certain portion of 
the public debt is indexed in dollars, so the calculation is not entirely 
accurate.

10 Similar conclusion can be found in [10].

values, this corresponds to an increase in public debt by 
more than EUR 2.2 billion on these bases.

From 2009, there was a rapid expansion in the 
issuance of government guarantees on borrowings of legal 
entities (primarily public and state-owned enterprises – the 
majority of them for Srbijagas). According to the current 
definition of public debt in Serbia, all issued government 
guarantees are included in the public debt. From 2009, the 
share of the guaranteed debt increased by 4.3 percentage 
points, which, in most cases, were implicit government 
subsidies that were used to finance inefficient operations 
of public and state-owned enterprises (Srbijagas, Zelezara 
Smederevo, JAT, Galenika). The fact that the issuance of 
these guarantees really represents actual government 
expenditure was proven in 2013 and in 2014 when the 
guarantees were activated and the state took upon itself 
the obligation of servicing this debt. 

In some other instances, the state directly borrowed 
to help its inefficient public enterprises, and also to solve 
problems at different levels of government, and it was not 
reflected in the deficit. These transactions were recorded 
“below the line”, which, to put it simply, means that they 
increased public debt, and did not increase the deficit. Thus, 
for example, during 2009, the state borrowed 21.1 billion 
dinars [12] so that Public Enterprise “Roads of Serbia” 
could service their arrears to suppliers11. Similarly, in early 
2013, the state took over the liabilities of the health care 
institutions and local self-governments as well. 

The government had an additional expenditure for 
covering the losses made   by the ruined banks. Before 

11 Roads of Serbia were included in the consolidated state although it is a 
public enterprise. Paying off their arrears in 2009 was not booked as a 

Environmental Protection Fund a few years later for that matter either)

Table 4: Serbia, reasons for increase in public debt from 31 December 2008 to 31 December 2013

 
Reasons for public debt increase from 31 December 2008  

(p.p. GDP)
Fiscal deficit 25.3
Issued government guarantees for borrowings 4.3
Off budget state interventions  
(ruined banks, settling defaults, recapitalisation) 2.5

Changes in government deposits 2.5
Changes in exchange rate 0.8
Revenues from privatisation -2.2
Total increase December 2008 - December 2013 32.5

Source: The author’s estimate based on the data from the Ministry of Finance of the Republic of Serbia



closing Agrobanka, PBB, and RBV, the government had 
several unsuccessful attempts of recapitalization, and 
then the expenditure for returning the deposits of the 
closed banks.12 It is interesting to note that a portion of 
the expenditures incurred for closing the banks have still 
not formally affected the public debt, but it will happen 
in 2014. The portion of the expenditure was funded by 
the Deposit Insurance Agency. Therefore, the Deposit 
Insurance Agency lost its funding, so that in 2014, it will 
recapitalize and borrow (with government guarantees) 
about 350 million euros, which will increase public debt 
in 2014. 

In addition to all of the above, over the past five 
years, there were other government interventions that 
increased public debt, but not the deficit as well. Thus, 
during the 2012, the government borrowed the amount 
of 100 million euros to recapitalize Komercijalna banka. 
It is possible that there were some other expenses and 
government interventions that were not recorded as deficit, 
but such an analysis would require additional research. 

At the end of 2013, the debt to GDP ratio of 63.7 % 
(estimated by the Fiscal Council) and its rapid growth 
by over 30 percentage points of GDP in just five years 
indicate that the continuation of unchanged fiscal policy 
is unsustainable. In 2014, the annual appropriations for 
the payment of interest on the debt alone will be around 
one billion euros - representing an increase by more than 
five times compared to 2008. In response to the worsening 
fiscal flows, low economic growth and the absence of 
reform, credit agencies have lowered credit rating for 
Serbia, which makes new government borrowing more 
expensive and increases caution among investors when 
investing in government securities.13 If investors completely 
lost confidence in the ability of Serbia to repay its debts 
(which will inevitably happen at some point should these 

12
paid off insured deposits only (EUR 50000), and before that, it paid off all 
deposits.

13 The latest decrease was in January 2014, when Fitch credit agency low-
ered credit rating for Serbia from B+ to BB-

fiscal trends continue), the government would not have 
enough funds to service its liabilities, which would result 
in a public debt crisis – a plunge of GDP (by more than 
5%), loss of value of the local currency, high inflation and 
a big drop in living standards.    

Despite the obvious need for a shift in fiscal policy, 
public opinion (even that of economists) often is that 
restrictive fiscal policy does more harm than good to Serbia 
and that it deepens the problems. Restrictive fiscal policy 
implies the tax rate increases and restricting the raises of 
pensions and salaries (which were the main measures to 
reduce the deficit used in the previous years). However, 
simultaneous increase in other government expenditures, 
as a rule, is not considered in the same context. Trends 
in the overall deficit reflect the synthetic nature of fiscal 
policy, and as the deficit grows, this is no longer restrictive, 
but expansive fiscal policy. In particular, we would like 
to draw attention to the enormous fiscal problems and 
expenditures that arise due to poor performance of 
public and state-owned enterprises and banks. In 2014, 
these expenses will, for example, be twice the size of 
all the savings that will be achieved by introducing the 
solidarity tax and the increase in the lower VAT rate − 
which best illustrates the fact that the savings (which are 
criticized) in fact was not even achieved, if we consider all 
the revenues and expenditures. With this in mind, it is 
obvious that without straightening the operations of state-
owned enterprises and banks, any implementation of fiscal 
consolidation in the coming years is unlikely to succeed.

The question is whether the controversies in the global 
professional community caused by the implementation 
of fiscal consolidation in times of crisis and slow growth 
could even apply to Serbia. The wrongly interpreted echo 
of these discussions could be recognized in the local public 
as well in the platitude: “austerity or growth”. However, 
neither are austerity and growth two mutually excluding 
concepts, nor does Serbia have much choice with the 
current state of public finances. For Serbia, it could rather 
be said “austerity as a prerequisite for growth”, because 
without austerity, public debt crisis and a sharp drop 
in economic activity are imminent. Despite this quite 
obvious relation, it is our opinion that the causal link 
between reducing public spending and the impact that 



it has on the public debt and economic activity deserve a 
thorough and sound analysis.  

Under pressure from the rapid growth of public debt 
almost all EU countries have launched programs of fiscal 
consolidation. The goal of these consolidations is first to 
slow down and then to reverse the rising trajectory of debt 
to GDP ratio. Significant reduction of fiscal deficit in the 
EU, however, initiated numerous debates about whether 
excessive fiscal tightening may be counterproductive in 
times of recession and slow economic growth. Namely, 
the reduction in public expenditure (or increasing public 
revenues), has a certain influence on the reduction of 
economic growth, which in some countries (such as Greece, 
for example) in the end may result in an increase, not a 
reduction in the debt to GDP ratio after austerity. In these 
cases, fiscal consolidation is said to be self-defeating, since 
it produces opposite effects to those intended.  

Since Serbia is facing similar, if not greater, problems 
of high and rapidly growing public debt, we have analysed 
whether the implementation of fiscal consolidation in 
Serbia can be self-defeating. We have shown that even 
in case of stagnation of economic growth in the coming 
years (zero growth rate), a reduction in fiscal deficit 
undoubtedly has a positive impact on the reduction of 
the debt to GDP ratio - and that, in this respect, there is 
no alternative for austerity.

The dynamic functions between deficit, debt and 
GDP can be derived from a simple identity set: public 
debt at the end of the year is equal to the debt at the end 
of the previous year plus the deficit in the current year. 14

Debt = Deficit + Debt-1 (1)
where symbol „-1“ denotes the level of debt at the end of 
previous year. To get the value as a percentage of GDP, 
we have divided both sides of the equation by GDP. 
Some more exact equation would imply that the deficit 
is further cut into primary deficit and real interest rate 

14
issuance of government guarantees on borrowings by public enterprises, 
but that part of the increase in public debt does not belong to this analy-
sis. Also, for now, we will ignore the possible change in the exchange rate, 

expenditures, but for the purposes of this analysis, it is 
not necessary. Other analyses of self-defeating effects of 
fiscal consolidation also use this correct, but somewhat 
simplified formula [7].
Debt/GDP = Deficit/GDP + (GDP-1/GDP)( Debt-1/ GDP-1) (2)

It is obvious that GDP-1/GDP is in fact inverted growth 
rate which can also be represented as 1/(1+g), where g 
is GDP growth rate in percentage. Now the relation is 
decomposed to basic factors affecting the change in the 
debt to GDP ratio. 

Debt/GDP = Deficit/GDP + ( Debt-1/ GDP-1)/(1+g) (3)
The debt to GDP ratio depends on the size of fiscal 

deficit, debt to GDP ratio at the end of the previous year 
and the rate of economic growth (Gross 2011). 

It is now necessary to examine what happens to the 
debt to GDP ratio if the government implements fiscal 
consolidation, i.e. reduces public expenditure. It is not so 
easy to calculate the impact of austerity on the reduction 
of public debt, as it may seem at first glance, since the 
reduction of public expenditure has multirole effects on 
the deficit and GDP.

First, lower public expenditures decrease fiscal deficit 
and thus directly reduce the growth of public debt. Namely, 
fiscal deficit is the first summand in equation (3), and its 
increase/decrease is reflected in the size of public debt. 

Second, a reduction in public expenditure results in a 
reduction of GDP, which, in equation (3) is the denominator 
of debt (Debt/GDP). Smaller denominator (GDP) means 
that, on this basis, a reduction in government spending 
results in an increase of debt to GDP ratio. 

Third, the reduction in GDP caused by reductions 
in government spending will also reduce government 
revenues (automatic stabilizer) − which will reduce the 
effects austerity has on reducing the deficit.15 According 
to equation (3), increased deficit leads to an increase in 
the debt to GDP ratio. 

From these relations, we can see that the critical 
factor that makes the difference between a successful fiscal 

15

can assume that the tax revenues to GDP ratio will remain constant when 

of GDP.



consolidation and a self-defeating fiscal consolidation is the 
impact reduced public expenditure has on GDP. Namely, if 
the impact of reducing public expenditure on GDP is high, 
then the debt/GDP ratio will grow due to lower GDP, and 
lower GDP will also result in lower revenues and nullify 
a substantial portion of the effects of austerity measures. 
If the impact of reducing public expenditure on GDP is 
lower, the dominant influence on the change in the debt 
to GDP ratio will be achieved through the reduction of 
deficit and the ratio will decline.

The standard indicator which shows how much GDP 
is reduced with a change in public expenditure is the fiscal 
multiplier. The fiscal multiplier tells us by how much GDP 
will change when government expenditure changes by a 
certain amount. For example, if a reduction in government 
spending of 100 dinars results in a decrease of GDP by 50 
dinars − the fiscal multiplier is 0.5. 

Back to equation (3) now. At the end of the 2013, 
the public debt ratio amounted to 63.7% of GDP.16 Let us 
assume, conservatively, that in 2014, the rate of GDP growth 
in Serbia will be equal to zero and that the Government 
decides to implement fiscal consolidation measures 
(austerity) of 1% of GDP during the year. The question we 
are asking is: what is the critical fiscal multiplier for Serbia 
that would, under these conditions, result in increased debt 
to GDP ratio instead of the expected reduction (the limit 
after which there is self-defeating fiscal consolidation)? 

Calculations show that in this case the critical value of 
the fiscal multiplier that would bring Serbia self-defeating 
fiscal consolidation is 1.01 (which is, for example, much 
less than the critical fiscal multiplier for Greece, it being 
less than 0.5). 

This is obtained from the following:
Debt/GDP – Debt*/BDP* > 0 (4)

where* means values of debt and GDP after reducing public 
expenditure by 1% of GDP. Therefore, this inequality 
requires that fiscal consolidation is not self-defeating, 
because the debt to GDP ratio that would be achieved 
without austerity is greater than that which would be 
achieved after austerity.

16 For reasons of conservativism, we have included guaranteed debts of 
companies that will almost certainly pay off their own liabilities (EPS, Fiat, 
APEX, the EIB loans, etc.).

A combination of this relation and equation (3) 
produces the following:
(Deficit/GDP + ( Debt-1/ GDP-1)/(1+g)) - (Deficit*/GDP* +

(Debt-1/ GDP-1)/(1+g*)) > 0 (5)
And the deficit after austerity can also be expressed 

as follows:
Deficit* = Deficit – Δ Deficit (6)   

Where, due to lower orders of magnitude, Deficit/
GDP* ≈ Deficit/GDP. Now, the new equation is as follows:
(Debt-1/ GDP-1)/(1+g)) + Δ Deficit/GDP – (Debt-1/ GDP-1)/

(1+g*)) > 0 (7)
Further on, g* and Δ Deficit may be expressed as a 

function of reductions in government spending and hence 
derive the critical value of the fiscal multiplier for Serbia 
(when the above inequality is equal to zero). We are not 
intending to do this at this point, because the formula 
becomes too large. 

However, we are going to show that the above inequality 
with critical fiscal multiplier of 1.01 satisfies this inequality 
(produces a value of zero). Reducing expenditure by 1% 
of GDP, with this value of the fiscal multiplier, would lead 
to a lower growth rate g by 1.01 percentage points, and 
since in our example the initial growth rate is zero, the 
value of g* becomes -1.01%. The value of Δ Deficit with 
fiscal deficit of 1.01 and reduced public expenditure by 
1% of GDP amounts to 0.646% of GDP.17 Now, the above 
formula produces the following values:

0,637 + 0,00646 – 0,637 / (1 – 0,0101) = 0 (8)
Thus if Serbia had a higher fiscal multiplier than 

1.01 i.e. if the reduction in public expenditure by 1% of 
GDP results in GDP lower by 1.01%, fiscal consolidation 
would be self-defeating. Otherwise, if the fiscal multiplier 
is less than 1.01 - a reduction in government spending 
also lowers debt to GDP ratio. Since the fiscal multiplier 
for Serbia is not greater than 0.5 to 0.6, as we are going to 
demonstrate in the next part of the paper, in Serbia austerity 
undoubtedly improves the health of its public finances. 

Let us recall, nevertheless, once again that the 
critical value of the fiscal multiplier was calculated with 
zero growth rate. In the next three years, the expected 
average growth rate for Serbia is 1.6%, and in that case, 

17



the critical fiscal multiplier would be even higher, which 
is then far above the actual fiscal multiplier in Serbia.

There is no such thing as the multiplier, as it varies with 
its determinants, e.g. the exchange rate regime, size and 
openness of economy, expansion and downturn etc. Hence 
it is not easy to come out with accurate estimate of fiscal 
multipliers. However, there are a number of studies on 
the size of fiscal multipliers which provide a basis for 
assessing the possible value of multipliers in a country 
with similar characteristics as Serbia. Therefore, we can 
say with considerable certainty, that the fiscal multipliers 
for Serbia are significantly lower than those for the EU 
countries and that in times of economic expansion they 
probably range between 0 and 0.2, and may reach 0.5-
0.6 in times of crisis. 

The latest research of the size of fiscal multipliers 
for 10 new EU member states18 [1] was particularly useful 
for determining the approximate size of fiscal multipliers 
in Serbia. Based on a sample of Central and Eastern 
European countries, this paper confirms a number of 
theoretical predictions and empirical findings on the 
size of fiscal multipliers and the impact that they have 
on factors such as the size and openness of the economy, 
the exchange rate regime, the recession, etc. − which we 
are going to compare with Serbia. This study also covers 
separately the period of current Great Recession, hence 
coming out with multiplier estimates that are relevant 
for assessing the effects of fiscal consolidation in Serbia 
during current crisis. 

Small and more open economies have a lower size of 
fiscal multiplier. Economic theory predicts, and empirical 
evidence supports these predictions [8], that greater 
economic openness leads to a lower fiscal multiplier. In more 
open economies, the change in government expenditure 
will transfer more onto imports and less on the increase 
in purchases of local products and hence reduce fiscal 
multiplier. In large economies, however, after an increase 
in imports, there is also a certain increase in exports, so 

18 -
lic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania, Slovakia, and 
Slovenia.

fiscal multiplier does not reduce so much with the openness 
of economy as in small open economies. According to all 
the criteria, Serbia is a small and open economy,19 and the 
fiscal multiplier for both criteria is low. 

Developed countries have higher fiscal multipliers 
than developing countries. A possible reason for this 
result (which is confirmed in empirical research) is 
greater confidence that markets have in developed than in 
developing countries, and they do not “punish” them even 
when their deficits and public debt is relatively high. The 
link between the development of a country and its fiscal 
multiplier is implicitly confirmed by Arsić, Nojković, and 
Petrović [1] because the sizes of fiscal multipliers obtained 
for the EU10 countries are lower than those in developed 
countries and higher than those in developing countries. 
According to this criterion, Serbia would probably have 
lower fiscal multipliers than the EU10 countries. 

High public debt lowers fiscal multipliers. Ilzetzki 
et al. [8] identified public debt of 60% of GDP as the 
limit after which fiscal multipliers lower. In countries 
where public debt is permanently above this limit, fiscal 
multipliers are lower independently of all other factors. 
Serbia exceeded this limit during 2013, and the growth 
of the public debt will inevitably continue for at least the 
next three years (until 2016), and it will therefore have 
lower fiscal multipliers in the coming years.

Flexible exchange rate regime and accompanying 
inflation targeting decrease fiscal multipliers. The plausible 
reason for the great difference in the size of fiscal multipliers 
that are obtained for the countries with fixed exchange 
rate and those with flexible exchange rate is different 
monetary policy that is typically pursued across different 
exchange rate regimes. Countries with fixed exchange 
rates and free capital flows practically do not have the 
freedom of independent monetary policy making. On the 
other hand, countries with flexible exchange rates, as a 
rule have accommodating monetary policy and increase 
interest rates after a fiscal stimulus, thus reducing the 
fiscal multiplier. Empirical evidence strongly supports 
this hypothesis. In the a sample of EU10 countries [1] 

19 The usual criterion of openness of an economy is the trading volume 



under flexible exchange rates fiscal multipliers are low 
and statistically insignificantly different from zero, while 
under fixed exchange rates they are above one. 

In times of crisis, fiscal multipliers rise significantly. 
The responses that private consumption has to a change 
in government spending increases substantially in the 
times of crisis, and that can be explained by the rise in 
the number of households that spend all their revenues, 
and companies that are credit constrained. Therefore, 
in times of crisis, their consumption is more dependent 
on government stimulus. A stronger response of private 
consumption to changes in government spending increases 
fiscal multipliers. There is indirect evidence that in times 
of crisis, monetary policy becomes somewhat looser even 
in countries with flexible exchange rate and inflation 
targeting, which then allows for an increase in fiscal 
multipliers [1]. In the case of Serbia, it should be noted that 
even in times of crisis it maintained quite tight monetary 
policy, which is why we expect this increase to probably 
be considerably lower than in other countries. 

Revenue fiscal multipliers are lower than expenditure 
multipliers. We, however, did not even consider revenue 
multipliers to be relevant for the case of Serbia, since fiscal 
consolidation will have to primarily be implemented at 
the expenditure side rather than the revenue side of the 
budget. There are several reasons for this. The recent 
tax rates increase did not leave much room for a further 
increase of budget revenues, the government expenditure 
is oversized in Serbia relative to comparable countries, 
and a successful fiscal consolidation is implemented by 
reducing expenditures rather than by increasing revenues. 
Table 5 shows basic values of fiscal multipliers obtained 
for the EU10 countries

Table 5 shows that, for the whole observed period, 
the value of (maximum) annual fiscal multiplier for the 
overall sample of countries was 0.58. However, there is a 
great difference resulting from a difference in the exchange 
rate regimes in individual countries. For countries with 
flexible exchange rate regimes, fiscal multiplier is almost 

negligible, and for countries with fixed exchange rate 
regime, it is around 1.74. In times of recession, fiscal 
multiplier increased by about three times in the overall 
sample, from 0.48 to 1.51. Sample size for the crisis 
period does not allowed reliable estimation of multipliers 
under fixed and flexible regime respectively. However, we 
implicitly and roughly assess that, in times of crisis, fiscal 
multipliers for the EU10 countries with flexible exchange 
rate could be around 1.  

As already demonstrated, Serbia shares common 
features with the group of countries from the survey 
with lower fiscal multipliers (a small open economy and 
flexible exchange rate). However, due to higher public 
debt and slightly lower level of development, Serbia would 
have to have even lower fiscal multipliers. Therefore, we 
tentatively estimate that fiscal multiplier in Serbia will 
be almost negligible in times of expansion (0-0.2), and 
that in times of crisis, it can increase to 0.5-0.6 at most. 

There is also some anecdotal evidence to suggest 
that the fiscal multiplier for Serbia is relatively low (even 
in times of crisis). This can be concluded based on the 
data presented in the first section as well. There, we have, 
in fact, shown that despite less responsible fiscal policy 
(considerably higher fiscal deficit and public debt growth) 
compared to other countries in the region − Serbia did 
not have higher economic growth. Also, in some recent 
relevant analyses (Merrill Lynch 2014), fiscal multiplier 
used for Serbia in 2014 and 2015 is 0.6. Although there is 
no detailed explanation how this multiplier is estimated, 
it is entirely consistent with our findings.

In Serbia, fiscal consolidation or great cuts in government 
spending and the deficit would, in the medium term, first 
stop the increase, and then reduce the public debt to GDP 
ratio. The negative impact on economic growth in Serbia, 
which fiscal consolidation may have, is not a good enough 
excuse for its delay − because the alternative is crisis. This 

Table 5: EU10 − An overview of annual fiscal multipliers
Overall sample Fixed exchange rate Flexible exchange rate Recession Expansion

Maximum cumulative multiplier 0.58 1.74 0.13 1.51 0.48
Source: [1]



section illustrates possible trends of public debt in the 
coming years, with and without fiscal consolidation, as 
well as what impact different fiscal multipliers may have 
on the trajectory of public debt. It is evident that even 
with extremely high fiscal multipliers (which certainly 
do not apply to Serbia), fiscal consolidation turnaround 
public debt to GDP ratio trajectory i.e. from increasing 
trend to decreasing one.  

Figure 1 shows trends in public debt with and without 
fiscal consolidation. We would like to note that the graph 
is illustrative and cannot be fully trusted to show the 
correct value of public debt in the coming years. Namely, 
the public debt to GDP ratio is influenced by numerous 
factors that are unpredictable, such as: the dinar exchange 
rate, future interest rates, possible privatizations, economic 
growth rates, as well as the rate of fiscal consolidation 
which would be pursued. Yet, the graph is completely 
reliably in terms of the direction of the debt trajectories 
with and without fiscal consolidation. 

Figure 1: Serbia − Public debt to GDP ratio with and 
without fiscal consolidation

45.0
55.0
65.0
75.0
85.0
95.0

105.0
115.0
125.0

without consolidation with consolidation

2013 2015 2017 2019 2021

2023

2025

Source: the author’s estimate base on the data from the Ministry of Finance

In the first scenario, without fiscal consolidation, 
we assumed that the primary deficit20 in the coming 
years will remain unchanged and that it will be around 
3% of GDP (slightly lower than that expected in 2014). 
In the second scenario (fiscal consolidation) we assumed 
savings of around 0.5% of GDP in 2014 and further 
reduction in the primary deficit by about 1.5% of GDP 
per year until 2017. 

20

The graph shows that the public debt will inevitably 
grow until 2017 − in both cases. Without fiscal consolidation, 
however, it is impossible to stop the growth of the public 
debt to GDP ratio even after 2017, despite high rates of 
economic growth (higher than 4%). Namely, if the primary 
deficit remains unchanged and the appropriations for 
interest rates continue to grow, this means that the total 
deficit shall grow. Higher total deficit increases public debt, 
which then increases appropriations for interest rates, i.e. 
debt becomes self-generating. Although Figure 1 shows 
an increase in public debt without fiscal consolidation 
that significantly exceeds 100% of GDP, it is clear that in 
Serbia crisis would occur much sooner. 

Figure 2 shows how different fiscal multipliers would 
influence the trajectory of public debt if consolidation is 
implemented. The larger fiscal multiplier, by definition, 
hinders the implementation of fiscal consolidation. Figure 
2 shown trajectories of the public debt to GDP ratio with 
different sizes of fiscal multipliers from m = 0 to m = 1.5. 

Figure 2: Serbia − Fiscal multipliers and public debt 
to GDP ratio
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Even with the extreme values   of fiscal multipliers 
that certainly do not apply to Serbia (1.5) in the medium 
term, fiscal consolidation would stop the growth of public 
debt to GDP ratio. Since fiscal multipliers for Serbia are 
relatively low (0.5-0.6 in times of crisis, and 0-0.2 in 
times of expansion), in the long term, the trajectory of 
public debt would probably be close to the trajectory that 
corresponds to the line m = 0.2 in Figure 2.

Although given the current state of public finances 
in Serbia, fiscal consolidation is necessary in order to 



avoid crisis, its impact on economic growth should not be 
ignored (but by no means exaggerated). This is especially 
true in terms of stagnation or recession, because fiscal 
multipliers are higher then, but the same goes for the 
sensitivity of investors to low growth rates as well. For 
multi-year fiscal adjustment, which Serbia is facing, it 
is possible to determine the acceptable pace of fiscal 
consolidation, which would be a combination of the 
largest deficit reduction with minimum negative impact 
on economic growth. In such cases, countries with low 
credibility, such as Serbia, would benefit greatly from 
entering into a multi-year arrangement with the IMF.  
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There are always important and urgent issues, and the 
tendency to switch the order of priority between them in 
favor of current needs. In the Serbian economic context, 
the important issue is related to fiscal consolidation 
and the worrying level of public debt. The urgent issue 
is set in motion by proposals to cure the fiscal deficit by 
restructuring the labor market. More time has been spent 
discussing the labor law and its provisions on firing and 
hiring workers than on reversing the trend of the country’s 
indebtedness. The two issues are interconnected and 
should be addressed jointly and with appropriate timing 
by a sound economic policy. Additionally, priorities in the 
labor market restructuring should be revised in order to 
support growth based on innovation and technological 
progress. 

This paper is based on theory and praxis. The part 
corresponding to theory is represented by the QUEST_
SERBIA model, which is a Dynamic Stochastic General 
Equilibrium (DSGE) model of the Serbian economy. 
It belongs to the family of QUEST models used by the 
European Commission to simulate various structural, 
fiscal and monetary policy issues. 1 The part relating 
to praxis is based on our experience in doing business 
consultancy in Serbia.2 The Serbian economy needs to 
restructure the labor market, but in a different way from 
the one which currently attracts public attention and raises 
many controversies. Our principal position is the following:
1. Successful private companies drive GDP growth in 

Serbia. Promoting growth means supporting growth 

1 This model is developed for the Ministry of Finance of the Republic of 
Serbia in order to improve its forecasting and policy simulation capacity. 

and the USAID program in Serbia. We thank Milica Labus, Jan i’nt Veld, 

very valuable comments, suggestions and assistance. The paper repre-

economic, political and sociological aspects 2013” at the University of 
Belgrade, Faculty of Law. 

or state-owned enterprises (SOEs), and this fact may frame our views. We 
work in part as macroeconomic adviser to the PricewaterhouseCoopers 

leaders, not restructuring failed companies dropped 
out of privatization or loss-making SOEs.

2. The best way to support growth leaders is to lift 
obstacles to a sound business environment, which 
includes a well-functioning labor market.

3. The labor market rigidities in Serbia are a less severe 
problem than the labor market’s structural imbalances. 
There is high unemployment, but successful private 
companies have problems in hiring top quality 
management and a highly skilled work force. Hiring 
and firing of workers, wage negotiation costs and 
minimum wage regulation are of secondary importance.

4. In order to contribute to improving the business 
climate, the government should survey the labor 
market, identify professional skills’ bottlenecks, 
anticipate the future labor demand development 
(looking at the advanced market economies) and 
set forth curriculum changes in the public education 
system to meet development needs based on innovation 
and technological progress.

5. A more flexible labor market will not hurt the business 
environment, but by itself it will not promote innovation 
and the rise of total factor productivity. 

The proposed policy measures address the supply 
side of the economy and will contribute to improving total 
factor productivity. The cost of public borrowing is not 
below 5 percent. There is a simple mathematical principle 
which states that the average GDP growth rate over the 
mid-term should also be at least 5 percent. Otherwise, 
the debt-to-GDP ratio will rise even with no net public 
borrowing. Such a high growth rate is beyond reach without 
a substantial rise of the total factor productivity. Future 
structural reforms should therefore not only reduce public 
spending, but also improve total factor productivity and 
GDP growth. The higher GDP growth, the lower debt-
to-GDP ratio3. This is a missing link in current thinking 
about fiscal consolidation. We consider lifting of structural 

3 Using panel VAR analysis and data on 20 developed economies for a very 
long period of time,  and 

any elevated level of debt... GDP growth, on the other hand, is found to 
-

plies that the negative long-run correlation between the sovereign debt 
and GDP growth is mainly driven by the negative effect of economic 
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imbalances in the labor market as a vital part of the broadly 
defined policy of reindustrialization in Serbia aiming at 
promotion future development. 

We will proceed in this paper as follows. Part II 
underlines the basic characteristics of a DSGE model that 
originated in the QUEST family and indicates how the 
QUEST_SERBIA model is modified to capture fundamentals 
of Serbian macroeconomics. Part III defines the policy 
framework that will be used for policy simulations aiming 
at stabilizing public debt. Part IV reports results of the 
fiscal consolidation scenario, while part V reports similar 
results for the total factor productivity scenario. Part VI 
explains how the latter scenario may be implemented 
through a labor market restructuring. Part VII concludes, 
pointing out the role of government in promoting structural 
reforms in Serbia.

We call our model the QUEST_SERBIA DSGE model of 
Serbia’s economy. It is based on the European Commission’s 
QUEST III model. QUEST III is a global macroeconomic 
model developed for macroeconomic policy analysis and 
research. As a member of the class of new-Keynesian DSGE 
models, QUEST has rigorous microeconomic foundations 
derived from utility and profit optimization and includes 
frictions in goods, labor and capital markets. Ratto et al. 
[5] provide a detailed exposition of the core version of the 
QUEST III model using the euro area data from Q1Y1978 
to Q4Y2007 and Bayesian estimation techniques. We 
strongly suggest to the readers that they read this paper. 
Extensions are described in Roeger and in’t Veld [6], Roeger 
and in’t Veld [7], in’t Veld et al. [1], and Vogel [9]. 

With empirically plausible estimation and calibration 
the Serbian model is able to fit the main features of 
the macroeconomic time series in Serbia in the period 
between Q1Y2003 and Q3Y2013. Figure 1 illustrates the 
basic structure of the model. 4 The QUEST_SERBIA model 
does not distinguish between tradable and non-tradable 
production sectors due to the lack of appropriate data. 
The model adopts hypotheses that tradables and non-

 [9, p. 5].

tradables are treated as perfect substitutes in consumption 
and investment demand. 

Output is produced by profit maximizing monopolistically 
competitive firms, using Cobb Douglas technology with 
private and government capital, corrected for the capacity 
utilization rate, and labor input augmented by technological 
progress. The production function is defined in terms of 
growth rates instead of the factors of production levels. 
Goods and labor markets are subject to nominal and real 
rigidities. Goods and capital markets are internationally 
integrated. Capital is perfectly mobile, so that uncovered 
interest parity (UIP) holds.

Households make savings, consumption, and 
labor supply decisions. There are two different types 
of households: financially unconstrained (Ricardian) 
households, which can optimize only facing an intertemporal 
budget constraint, and liquidity-constrained households, 
which do not have access to financial markets and in each 
period consume their entire disposable income. Ricardian 
households maximize expected utility over an infinite 
period of time subject to the budget constraint, which 
embraces consumption and investment expenditures, 
financial investments in real money balances, domestic 
and foreign bonds, labor and capital income, including 
labor and capital adjustment costs.

Within a process of collective bargaining the trade 
union acts as an agent of households and maximizes a joint 
utility function of the Ricardian and liquidity constrained 
households. The wage rule is set in a sophisticated way 
reflecting the marginal utility of leisure and the marginal 
utility of consumption (the ratio of which defines the 
reservation wage rate), the real wage of both types of 
households, wage adjustment costs, real wage rigidity and 
a mark-up over the marginal product of labor.

The government is subject to an intertemporal budget 
constraint. On the expenditure side the model distinguishes 
among government consumption, government investment 
and transfers (further disaggregated into unemployment 
benefits and pension transfers). On the revenue side, the 
model distinguishes taxes from consumption, labor and 
capital. Tax revenues are linked to their corresponding 
tax bases, via linear tax rates, and are sensitive to business 
cycle fluctuations. There is a debt rule which forces the 



adjustment of taxes and expenditure such that a certain 
defined debt target is reached.

To summarize, households, firms and the government 
make decisions which are consistent with their intertemporal 
budget constraints and first-order conditions of their 
respective optimal positions.

QUEST_SERBIA follows the main lines of the QUEST 
III model’s platform with some substantial differences. In 
our model there are two regions: domestic economy and 
foreign economy, where the euro zone is treated as the 
rest of the world. Differences are due to distinct properties 
of the Serbian economy from the EU economic area. The 
Serbian economy is a small open market economy, which is 
imperfectly integrated into the wider international market. 
Contrary to this, the EU economy is a large open economy 
with full mobility of capital, goods and financial assets. 
Differences in size and adjustment costs due to imperfect 
international integration must be taken into account in 
defining steady-state properties of the Serbian economy. 
We underline the following four fundamental specifics 
of the QUEST_SERBIA model: 
1. There is no full mobility of financial capital across 

borders and households that save income and invest 
in domestic and foreign bonds face no pressure to 
adjust their intertemporal preferences. Therefore, the 

real interest rate in Serbia is permanently above the 
EU real interest rate. Additionally, the real interest 
rate convergence cannot be detected over past ten 
years. This means that the rate of time preference 
in Serbia is permanently lower than in the EU. In 
terms of utility, domestic households value present 
income over future income much more than their 
counterparts in the EU. Quite differently, QUEST 
III assumes that steady state domestic and foreign 
rates of time preference are equal. We cannot do this. 
Hence, there is a permanent gap between domestic 
and foreign rates of time preference.

2. There is also no perfect mobility of goods across 
borders. Due to transaction costs, domestic inflation 
is permanently higher than foreign inflation. In the 
steady state these differences are destined to vanish 
if purchasing power parity holds. However, this 
does not hold in Serbia and QUEST_SERBIA had to 
respect this fact. Therefore, even in the steady state 
the rate of inflation in Serbia is higher than in the 
EU. QUEST III, on the other hand, assumes zero 
difference between these two rates.

3. QUEST III states the trade balance is zero in the 
long run. The Serbian case is quite the opposite; it 
is hard to assume that the Serbian economy will 

Figure 1: Basic structure of the QUEST_SERBIA model
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balance exports and imports over next ten years. 
The steady state value of the trade balance will be 
negative. The only doubt is how negative it will be.

4. Finally, the Serbian economy is a small economy bound 
to grow much faster than large mature economies 
in the world, including the EU. There is no doubt 
that we need somehow to model the convergence 
process in which steady state GDP rate of growth 
in Serbia must be higher than the GDP steady state 
rate of growth of the euro zone. 
These four fundamental distinct properties of the 

Serbian economy were taken into account by modifying 
original QUEST III model codes. The next two specifics 
are more technical than fundamental: 
5. The data set underlying QUEST III model is much 

richer than our data set. The European Commission 
originally estimated the model using quarterly data 
for the period between Q1Y1978 and Q4Y2007, which 
uses 149 data points. In our case, we use only 42 
data points and estimate the model from Q1Y2003 
to Q2Y2013.

6. Parameters are modified to the macroeconomic 
framework of the Serbian economy. In some cases, 
we used the same initial values as in QUEST III. Since 
these parameters are overridden by the Bayesian 
estimation, a possible initial bias is substantially 
reduced if not completely eliminated. For instance, 
the parameter reflecting cost due to sluggish wage 
adjustment is set by QUEST III at the rather high 
level of 12.07. However, the estimated value for Serbia 
is 0.0049. This case illustrates the different behavior 
the two labor markets under the similar model set 
up.5 

We follow the QUEST III modeling approach that fiscal 
and monetary policy is partly rule-based and partly 
discretionary. Therefore, public expenditure and revenue 
partially depend on the policy targets and partially respond 

5 Data for Q3Y2013 were released in December 2013, but are not included 

switch of the base year from 2005 to 2010.

to business cycle conditions. Transfer payments are indexed 
to wages and follow their cyclical fluctuations. However, 
there is a non-cyclical part of transfer payments that is set 
by the government and reflects its generosity in providing 
for non-employment benefits and the public pension fund. 
Fiscal revenue due to personal income tax is also divided 
into a fixed part and a cyclically adjusted part. Lump-sum 
taxes are a surrogate for public borrowing due to higher 
than expected public debt. If the model was opened for 
financial transactions, the government would borrow the 
difference between the target and actual debt. Otherwise, 
the balance should be restored by rising lump-sum taxes. 
Therefore, these taxes serve as a proxy for public borrowing.

Public debt (BG
t) is a complex function which does 

not evolve over time in a simple way. It takes into account 
several factors: (i) the long-run target for the debt-to-GDP 
ratio, (ii) the fiscal policy that sets not only proportional tax 
rates, but also targets for long-run government consumption 
and investment, (iii) fluctuations of the output gap due 
to the corresponding stage of the business cycle, (iv) the 
transfer system which provides income for unemployed, 
retired and disabled people, acting as an automatic 
stabilizer, (v) the monetary policy that governs interest 
rates and effects expected inflation rate, (vi) relative prices 
of consumption and investment goods, (vii) the long-run 
natural rate of population growth, (viii) distribution of 
personal and corporate incomes into wages and profits, 
and finally (ix) the inherited level of the public debt 
accumulated up to the present time. Public debt evolves 
over time according to equation (1): 
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where rt stands for the real interest rate; gt and gpop
t for the 

GDP growth rate and natural growth rate of population; Yt, 
Gt, I

G
t, and Ct are output level, government consumption, 

government investment and private consumption, 
respectively; Wt and Lt are the average wage rate and 
employment level; Pt, P

C
t and PI

t are GDP, consumption 
and investment deflators; linear tax rates are taxSSC, taxpf 

 



and taxVAT for social security contributions, corporate 
income tax and value-added tax; and TRANW

t, TAXW
t and 

TAXLS
t are transfers, personal income tax and lump-sum 

tax that evolve according to the business cycle. 
We skip corresponding equations for endogenous 

variables called for by equation (1) and recommend the 
reader consult the original paper of Ratto et al. [5]. This 
time we only need to indicate that public consumption 
and public investment also have two parts. The first part 
is time invariant and represents fiscal policy priorities 
set by long-run targets on the government consumption 
share in GDP and the government investment share in 
GDP. The second part reflects the state of the business 
cycle and is subject to cyclical fluctuations. We assume that 
the government sets fiscal targets and adapts all related 
fiscal instruments, not explicitly declared in the model, 
to achieve these policy goals. Therefore, the government 
has a great degree of influence over fiscal matters, but 
does not control them entirely. The consequence is that 
public debt may not correspond completely to the path set 
by the fiscal policy. This discrepancy appears as a result 
of many other market factors that contribute to forming 
general equilibrium in the economy or restoring it after 
some exogenous shocks.

Let us reiterate that fiscal matters are not under full 
control of the fiscal authority. On top of that is monetary 
policy pursued by the National Bank of Serbia (NBS). This 
policy may be, or may not be, in full accord with the fiscal 
policy. The reason for this ambiguity is simple. By law, the 
only goal of the NBS is to stabilize prices at any costs. High 
inflationary expectations trigger an even higher increase 
in the repo interest rate. According to Fisher’s equation 
(2) on the real interest rate, this will raise rt in equation 
(1) and push up the public debt. If purchasing power 
parity does not hold, as it is the case in Serbia, and the 
real exchange rate appreciates, the public debt in foreign 
exchange terms will rise as well. Therefore, the monetary 
policy might have the unintended effect of worsening the 
public debt problem.     

rt  = it + πt+1 (2)
There is, however, another unintended effect that 

might go from fiscal to monetary policy and fire back to 
public debt. Let us start with a Taylor-based rule of the 

monetary policy, where it is the nominal interest rate (equal 
to the repo interest rate); (1/β-1) is the real interest rate 
that depends on the rate of time preference β, πtarget is the 
target inflation rate and ζπtarget the target inflation rate that 
evolves under uncertain conditions (since central banks 
tend to change inflation targets); πC

t+1 is expected inflation;  
ўt and gt

ў are the output gap and its rate of change; gt
BG is the 

rate of change of public debt; ζt
i is the monetary shock that 

evolves according to a first-order autoregressive process;  
ilag is the smoothness parameter which reflects monetary 
policy’s aversion to dramatically changing interest rates; 
φπ is the inflation aversion parameter; and φў and φg

ў are 
output stabilization parameters:

it = ilag · it–1 + (1 – ilag) · 
β
1  + πtarget + φπ · (πC

t+1 – ζπtarget) +

φў · ln(ўt–1) + φg ў · gt
ў  + φBG · gt

BG + ζt
i (3)

– 1

We modified the QUEST III monetary rule and 
added the term φBG ∙ gt

BG, where gt
BG is the rate of public 

debt change. Public borrowing crowds out financial funds 
from the private sector, but additionally it drives up 
demand for loans and pushes up the interest rate. Public 
borrowing has an “autoimmunity” defect. It increases the 
cost of borrowing in order to meet the higher demand 
for public financing and, in turn, further increases the 
public debt, not recognizing negative feedback effect. It 
raises the interest rate and triggers the national bank to 
upwardly revise its repo interest rate. In the next release 
of QUEST_SERBIA, we will include financial flows in 
the model and separate financial assets into the dinar 
denominated part and the euro denominated part, with 
corresponding interest rates. In this case, the Taylor rule 
will only reflect interest rate dynamics in the dinar terms. 

The NBS does not set target inflation as a stochastic 
process and does not recognize output gap as a part of 
the Taylor rule. Of course, the feedback effect of public 
borrowing on the interest rate is also ignored. On the top of 
that, the exchange rate policy is left completely ambiguous. 

The QUEST III model does not include a feedback 
effect of the public debt on the interest rate, as we already 
indicated, but it recognizes the effect of net foreign assets 
(NFA) change on the nominal exchange rate dynamics 
through a modified version of a standard UIP condition. 
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We kept this setting and changed the reaction parameter 
to reflect Serbian macroeconomics. However, for the time 
being, we did not fully adjust this equation to Serbian 
circumstances, since this needs a broader data base and 
a new set of variables and equations to encompass NFA 
components, most notably net factor income from abroad 
and net capital inflows. Without this adjustment, the model-
based NFA time series is negative almost all the time.

The government of Serbia tried to consolidate fiscal deficit 
last year and contain the rising public debt, which was 
approaching 60 percent of GDP. Personal income tax was 
reduced, but compensated with an increase in social security 
contributions. These measures are aiming at lowering 
transfer payments to the pension fund and limiting the 
rise of local government revenues and expenditures. Value 
added tax was also upwardly adjusted. Some subsidies were 
cut and public salaries were additionally taxed. NBS, on 
the other hand, slightly reduced the repo interest rate to 
9.5 percent even though inflation substantially declined 
to 2.5% in December 2013. A further cut in the repo rate 
is not envisaged, as explained, due to relatively high 
inflationary expectations.  

We model this policy as it goes, i.e. we set steady state 
fiscal parameters of the model at the level reached at the 
end of the historic period of empirical macroeconomic 
time series (Q2Y2013). We call this scenario the baseline 
or unchanged policy scenario and forecast macroeconomic 
series for the next 20 quarters without any change of the 
fiscal parameters. Results of the simulation are reported 
in Figure 2 as dotted lines6. The fiscal adjustment is 
scheduled on the both the revenue and expenditure sides 
of the public debt. On the revenue side, VAT tax rate is 
increased by 10 percentage points. The share of VAT 
revenue in GDP is increased from 0.1249 to 0.1375. On 
the expenditure side, public consumption and transfer 
payments are also reduced by 10 percentage points. The 
share of public consumption in GDP is decreased from 
0.2067 to 0.1860, while the ratio of transfer payments to 
the wage bill is reduced from 0.2384 to 0.2146. In Figure 

6 
economy. He presented two separate scenarios: one for 5 percentage-
point expenditure-based reduction of public debt to GDP and one for 
5 percentage-point revenue-based reduction of public debt to GDP. His 

-
nomic variables than our results. We suspect that he has averaged out 
shocks taking into account only the uncertainty about parameters. Our 

shocks. Since shocks show a high cyclical pattern, there must be more 

Figure 2: Fiscal consolidation – Baseline scenario (dotted lines) and alternative scenario (solid lines)
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2 only joint effects of the policy measures are reported. 
Of course, the individual effects are different. Generally 
speaking, a tax increase has a smaller impact on the public 
debt reduction than expenditure cuts.

The period’s average debt-to-GDP ratio is 120 percent 
and the quarterly GDP growth rate is negative -0.6 percent. 
It is obvious that such fiscal policy is not sustainable. 
The debt-to-GDP ratio is permanently increasing and 
has reached the point of saturation in the 15th quarter at 
the enormous 150 percent level. The corresponding GDP 
growth rates are declining with two incidental peaks in 
the 12th and 17th quarters. The trade balance is worsening 
with further appreciation of the real exchange rate. The 
fiscal deficit is increasing for the first three years and 
somehow stabilizes afterwards. The overall inflation 
rate fluctuates around 2.9 percent. The real interest rate 
continues to stay high at an average of 6.5 per cent, which 
depresses growth prospects.

We can hardly expect that this hands-off fiscal 
and monetary policy will prevail for a long. Financing 
public debt at a level over 80 per cent of GDP would be 
not realistic even if some easy loans were finalized this 
year. Also, the monetary policy will not be expected to 
change substantially, since the inflation rate is broadly 
within the target zone. Hence, public borrowing will be 
limited much sooner than expected. There are low chances 
for the baseline scenario to go unchanged over the entire 
period of the forecast.

Results of the alternative fiscal consolidation scenario 
are reported in Figure 2 as solid lines. GDP will modestly 
rise at 0.4 percent and the public debt will peak to 100 
percent of GDP after 12 quarters. It will slightly go down 
afterwards. The rate of change of the fiscal deficit will be 
increasing in the first half of the period and decreasing 
in the second one. Inflation will still be broadly in line 
with the targets with the average rate of 3.5 percent. Real 
money balances will improve compared to the baseline 
scenario indicating slight recovery in the aggregate 
demand. The trade balance will also be less negative with 
lower appreciation of the real exchange rate. 

Let us summarize results of the model’s simulations. 
The consolidation scenario is superior to the unchanged 
fiscal policy scenario, but it is not good enough. The level 

of public debt is still unsustainable and much stronger 
fiscal consolidation is needed, compared to what we 
assumed, in order to stabilize public debt at the level 
suitable for regular financing. Broadly speaking, the 
fiscal consolidation policy is a doable option if the right 
size of fiscal measures is adopted. Inside such a policy, 
expenditure-reduction measures should be preferred to 
revenue-increasing measures.

Fiscal consolidation alone will not secure high and stable 
growth and is costly in terms of forgiven output and 
employment, not to mention rising social and political 
tensions, if the right size of adjustments is adopted. From 
a macroeconomic point of view, fiscal consolidation works 
through income and demand channels of the economy. 
Reduction of aggregate demand always has a negative growth 
effect, at least in the initial stage of policy implementation. 
The increasing tax burden destroys incentives to work and 
decouple real personal income from productivity gain. 
There is no doubt that fiscal consolidation is a must for 
the Serbian economy in years to come. The question is 
whether this policy can be supported by measures from 
the supply side of the economy. The supply side policy is 
reflected in the policy of structural and institutional reforms 
aiming at improving the business climate, reducing costs 
and increasing the ease of doing business.

There are many different ways to raise competitiveness 
and improve the supply side of the economy. One is to 
increase total factor productivity. We model this by using 
the Cobb-Douglas production function defined in terms 
of growth rates instead of level in factors of production. 
This is reported in equation (4):

gt = (1 – α) ∙ (gt
K + gt

UK) + α ∙ [gt
LFP + gt

L ∙ (1 + lnht)] +

(1 – αK) ∙ gt
KG (4)

Capital is divided into two parts: private capital and 
capital accumulated by government, with corresponding 
growth rates gt

K and gt
KG, where  αK is the share of the private 

capital stock in the total capital stock. Use of private capital 
is subject to capital utilization rates, which are the model’s 
consistent estimates depending on data and the model’s 
specification of related equations. Labor demand is derived 
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from the first-order condition of households’ maximization 
problems and depends on their intertemporal decisions 
on whether to spend today on consumption or save and 
accumulate capital for tomorrow’s investments. This optimal 
decision sets the labor growth rate gt

L. The labor growth 
rate also depends on the average labor participation rate, 
which is low in Serbia compared to similar economies. 
We set this participation rate at 70 percent even if it has 
recently drifted below that percentage. On the other hand, 
the labor overhead participation rate (lnht) has a tendency 
to rise and additionally worsen labor market conditions. 
This is also taken into account in order to represent the 
overall impact of labor on output, where there is both a 
productive part and an unproductive part of the labor force. 

Total factor productivity is an effect on output that 
is assigned neither to physical capital input nor to labor 
input. It is also called the Solow residual. In our case, it 
is captured by a change in capacity utilization rate (gt

UK), 
and complemented by labor-augmenting technological 
progress (gt

LFP), as defined in equation (5):
Solow residual =  (1 – α) ∙ gt

UK + α ∙ gt
LFP (5)

Since the capital utilization and its growth rate are 
solutions of the model, we rely on policy simulation only 
on the labor channel in equation (5) to model the impact 
of the total factor productivity on public debt. It will be 

subsequently explained how changes in human or knowledge 
capital may practically improve total factor productivity 
in Serbia. Before that, let us focus on the model. Time 
series gt

LFP is a stochastic process, independent from other 
macroeconomic variables and subject to stochastic shocks. 
It is modeled as a random walk with a drift. The drift is 
not equal to zero and depends on the initial conditions 
of some other steady state variables and parameters. Its 
steady state value is derived from equation (4) under the 
assumption that the other growth rates t, t

K, t
L and t

KG  
would be in the steady state, combined with the related 
parameters α and αK. We changed its value for 0.02 in 
order to get the steady state increase in the total factor 
productivity growth of 1 percent. Results are reported 
in Figure 3.

Compared to the fiscal consolidation scenario, 
the total factor productivity scenario predicts higher 
growth rates, lower trade deficit, less real exchange rate 
appreciation, slightly lower inflation and real interest rate 
and, most importantly, lower fiscal deficit and the public 
debt-to-GDP ratio. The period’s average GDP growth rate 
is positive and high (2.9 percent), while the corresponding 
the public debt-to-GDP ratio is 65 percent. All these make 
it superior to the alternative scenario. The point, however, 
is not that improving total factor productivity may have 

Figure 3: Total factor productivity improvements −  
Baseline scenario (dotted lines) and alternative scenario (solid lines)
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better macroeconomic results than the fiscal consolidation 
scenario. The point is that supply-side policy measures may 
be equally as or more effective than demand-reduction 
measures to contain disturbing public debt even with less 
severe external consequences.

Public attention is overwhelmingly focused on the 
demand side of the public debt problem. We propose a more 
balanced approach and consider total factor productivity 
growth as a part of the solution. Caution is, of course, 
needed. Increase in the total productivity growth should 
not be treated as a Deus ex machina solution that can be 
substituted for more painful fiscal consolidation. In our 
view, it is a mid-term complement to immediate fiscal 
consolidations. Fiscal measures can be implemented 
overnight, while changes in human capital are only 
effective after some time. Total factor productivity effects 
have considerable lags. This is evident if one considers the 
paths of GDP growth rates and public debt in Figure 3. 
It takes at least four quarters for these measures to start 
generating positive outcomes.

Serbia’s economy is hampered by a highly rigid and 
protected labor market, as reported by an IMF mission 
sent to Belgrade to conduct Article IV consultation with 
the local fiscal and monetary authorities [2], [3]. Therefore, 
reforms of the labor market were strongly recommended. 
These reforms were intended to foster job creation in the 
private sector and redirect the growth model to export and 
investments. Priorities were given to delinking severance 

payments from lifetime employment, decentralizing wage 
bargaining, simplifying dismissal procedures, improving 
incentives for hiring, and ensuring that minimum wage 
increases should not outpace productivity gains. These 
recommendations were officially accepted, legally converted 
to amendments on related provisions of the Labor Law 
and sent to the Parliament for adoption. However, the 
amendments are still pending due to trade unions’ 
objections and ongoing public controversy.

Reforms of the labor market are at the heart of the 
total factor productivity improvements. They illustrate what 
kind of structural and institutional reforms should be made 
in order to boost total factor productivity. However, the 
recommended structural reforms only partly address labor 
rigidities and overemphasize the firing-hiring problem. The 
World Economic Forum (WEF) in Davos provided a more 
productive scanning of Serbia’s labor market deficiencies 
[8]. We reproduce in Figure 4 detailed findings on the 
7th pillar of the Global Competitiveness Index relating 
to labor market efficiency in Serbia. According to this 
assessment the hiring-cum-firing deficiency is severe, 
but wage flexibility and redundancy compensations are 
not strong obstacles to labor market efficiency. We have 
a particular reason to believe such findings.  

Our model QUEST_SERBIA has a particular parameter 
that reflects costs due to sluggish wage adjustment. It is 
set by the QUEST III model for the EU at the rather high 
level of 12.07. However, the estimated value for Serbia 
is 0.0049. This estimate is broadly in line with the WEF 
findings that the Serbian labor market is more flexible 
than what was reported by other studies. 

Figure 4: Global competitiveness index − Labor market efficiency in Serbia
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Tax disincentives and poor labor-employer cooperation 
have low marks and reveal even greater cause for concern 
than hiring-firing rigidity. There are similarly poor scores 
for the next two efficiency factors: the inadequate pay-
to-productivity relationship and unavailability of highly 
qualified local professionals. The most worrying finding, 
however, is that the Serbian labor market does not attract 
talents or retain them. This is alarming if we recall that 
the WEF classifies world economic development into three 
stages – factor-driven, efficiency-driven, and innovation-
driven stages – where the most developed economies 
have already advanced from the first to the third stage 
of development. Serbia is still in the second stage of 
development and is lagging behind the group’s average. 
Innovation-based development relies on talented people 
and highly professional managers. That is something 
which Serbia needs if intends to go beyond the present 
stage of development.

In a DSGE framework, by using our QUEST_SERBIA 
model, we illustrate how two alternative policies work 
and what effects they may have on managing Serbia’s 
public debt at a sustainable level. Figure 5 has combined 
their simulated effects on the real GDP level and debt-
to-GDP ratio separately as presented in Figures 2 and 3. 
Our conclusion is that fiscal consolidation is a necessary 
means to contain rising public debt, but it will not provide 
growth and employment over the mid-term. It is even 
more worrying that fiscal consolidation policy, both 

public expenditure-reducing policy and fiscal revenue-
increasing policy, must be much harsher than what we 
assumed in our simulations. Otherwise, a rising public 
debt might go out of control.

For us there is no doubt that rising total factor 
productivity policy should complement fiscal consolidation 
policy. Improvements in total factor productivity were 
modeled by using labor-augmenting technological progress. 
This progress can be achieved in practice by restructuring 
the labor market. As far as restructuring is concerned, 
the present fiscal policy addresses wage and labor-to-
employer rigidities. This does not go far enough and will 
not contribute much to improving human capital. We 
propose a complementary total factor productivity policy 
aiming at lifting high quality labor supply bottlenecks or 
obstacles to innovation development. The role of government 
is crucial in triggering such a policy change. There is no 
time to waste, since improvements in labor efficiency work 
with lags. From Figure 5 it is visible that effective reversal 
of negative trends comes after six to eight quarters.

To make our model-based conclusions both more 
practical and realistic, we propose to the government to 
adopt a comprehensive program of restructuring the labor 
market along these lines:
1. Survey the labor market to identify professionals’ 

gaps or highly skilled workers’ bottlenecks, 
2. Anticipate the future development of labor demand, 

taking the advanced market economies as a benchmark 
case, 

3. Set forth curriculum changes in the public education 
system necessary to meet the future labor demand 

Figure 5: GDP and debt-to-GDP ratio − Alternative policy scenarios
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based on innovation and technological progress 
development, and

4. Stimulate (not depress by the public wage policy) the 
public education system to generate labor profiles 
instrumental to future sustainable growth.
This policy is broadly in line with efforts to design 

the reindustrialization policy in Serbia.
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 Monetary policy regimes have been developing throughout 
the past centuries in a way that has been evolutionary 
and gradual. Developed nations have led the path, and 
developing nations have been following. It was not a rear 
occasion that developing nations did not have necessary 
prerequisites for the implementation of developed nations’ 
experiences. However, a lot has been learned and lots of 
improvements have been achieved in monetary policy 
conduct. Certain monetary regimes have been widely 
accepted for a period of time, but have completely gone 
out of fashion in the years and decades to follow. An 
active debate has been going on in the past couple of 
decades concerning the appropriate choice of monetary 
policy for transition countries. However, it is not clear 
what would monetary policy experience and “state of 
the art” of monetary economics suggest the transition 
economies should do. What monetary policy regime is 
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an adequate one for a specific transition country, for its 
level of development and for its type of macroeconomic 
challenges? Various transition countries have opted for 
very different choices. And every country had strong 
arguments for their specific choice. What choices do 
transition countries actually have?

Discretionary monetary policy is a non-rule based, no 
clear goal ad hoc monetary policy in which the government 
via central bank can implement a wide set of unclear, 
frequently and as a rule, politically influenced goals with 
a short run approach to monetary policy conduct. Such 
monetary policy has been widely in place for decades back 
in various developing nations with similar outcomes. 
Discretion of monetary authorities was frequently abused 
by political interest producing policies such as monetization 
of public debt, dual and multiple exchange rates, excessive 
monetary expansion, discretionary lines of credits to 
favored real and financial sector entities etc. Monetary 
policy was frequently misused by political elites in the 
name of development policies but rather for particular 
individual and group interests. In such a framework and 
in those times, credibility of monetary policy was heavily 
compromised in many developing countries. We have seen 
quite a number of episodes of very high inflation, massive 
capital flight, destructive financial crises with depressions 
and prolonged periods of low growth. 

From 2000 to 2006 (formally 2008), Serbia was de 
facto in a regime of discretionary or ad hoc monetary policy 
with unclear goals. In practice, however, predominantly 
exchange rate was a target. Throughout this period, 
exchange rate was relatively stable with relatively high 
internally generated inflation. The consequence of these 
circumstances was a substantial real appreciation of the 
Dinar (especially in a period from 2000 to 2003). At the 
same time, and in the years to follow, the country has not 
experienced any significant increase in productivity. This 
has led to deterioration in country's competitiveness and to 
growing current account deficits (CAD), swiftly reaching 
unsustainable levels. Serbia entered double digit CAD as 
soon as 2004, reaching 21.7% CAD to GDP in 2008. In 

addition, these levels of CAD were mainly based on imports 
of consumption goods i.e. investment contribution to CAD 
was relatively low. Clearly, such policies were leading to 
declining rates of growth with an increase of public and 
private debt. Both consequences were clearly visible from 
2009. Global economic crises has just accelerated and 
emphasized the negative consequences of inadequate 
economic policies and inappropriate structure of GDP 
growth from previous years. 

In spite of Serbian experience with formally relatively 
high level of institutional independence of the Serbian 
central bank, discretionary monetary policy from 2000 
to 2008 produced high real appreciation of the Dinar and 
dramatic increase in euroization of Serbian financial system, 
with detrimental consequences for both macroeconomic 
and financial stability of the country. So, even in the case 
of Serbia from 2000 to 2008, discretionary monetary 
policy was not able to resist politically influenced goals 
with a short-run and short-sited approach to monetary 
policy conduct.

If a country wants to move away from discretionary 
monetary policy, the key challenge and a prior question is 
whether transition countries are capable of setting up an 
institutional framework that will prove to be effective and 
efficient in constraining the discretion of their monetary 
authorities. As an alternative to discretionary monetary 
policy, central banks need to be fully and realistically 
independent from political influences and with a clear 
goal as a strong and effective “nominal anchor”. Nominal 
anchor is a nominal variable used by monetary authorities 
to control inflationary expectations and for reduction and 
stabilization of inflation. 

Legitimate nominal anchors are: exchange rate level, 
monetary aggregate level (level of money), and inflation 
level. Therefore, monetary policy regimes can basically 
be: exchange rate targeting, monetary targeting and 
inflation targeting.  

Still, more as a theoretical concept, nominal anchor 
can also be a specific level of certain chosen prices. 
However, research suggests that tying monetary policy to 
a specific level of prices suggests a rather rigid rule, and a 
mechanism that might promote less output stability i.e. 
less stable GDP growth. This comes from the fact that in 



such a monetary regime price shocks are not treated as 
bygones by monetary policy, but rather as shocks that need 
to be reacted upon. Therefore, a more restrictive monetary 
policy response to bring back the specific prices to their 
targeted level [7] as a byproduct generates larger economic 
contraction then necessary under inflation targeting. 
There are really no available recent global experiences 
with this monetary regime. The only one available is that 
of Sweden in the 1930s [2] that proved to have been rather 
successful. Some recent research suggests that price level 
targeting has certain advantages over inflation targeting 
[15]. And even more recently, certain central banks of 
developed nations debate about implementation of price 
level targeting as an answer to relative ineffectiveness of 
inflation targeting to deflation challenge [1].

Therefore, transition countries are left with a choice 
that some see as a choice between fixed versus flexible 
exchange rates. More precisely, the choice is weather 
nominal anchor is an exchange rate (with hard pegs 
and soft pegs options) – exchange rate targeting, level of 
monetary aggregates (i.e. money) − monetary targeting, 
or level of inflation − inflation targeting. 

Exchange rate targeting, based on exchange rate as an 
anchor, can have several forms. Broadly, we can divide 
them in two categories: soft exchange rate pegs, and hard 
exchange rate pegs [9, p. 356]. 

Soft exchange rate pegs can also be called fixed but 
adjustable pegs. This means that these monetary regimes 
allow occasional devaluations. Fixed exchange rate pegs 
allow for unannounced relatively large devaluations 
with different magnitudes, depending on stability and 
level of current account imbalances. In some cases, 
these devaluations are forced by the markets and come 
as a consequence of rapid FX reserves depletion. In 
some cases, the governments revert to devaluations as 
a preemptive measure to preserve the FX reserves and 
relative competitiveness of the national economy. There 
are situations in which devaluation is de facto a prelude 
to introduction of a flexible exchange rate. However, if 
the government has a long-run record of relatively low 

level of budget deficit and public debt with an economy 
that produces low levels of inflation and current account 
deficit, with sufficient FX reserves, fixed exchange rate may 
operate without devaluations for a long period of time.  

Crawling exchange rate pegs allow for announced 
and predetermined relatively small devaluations in specific 
time frames. They can take various forms, but broadly they 
can take the form of crawling pegs – with fixed exchange 
for a predetermined time horizon, and crawling bands – 
with a small flexibility of exchange rate movements within 
a predetermined fluctuation band around central level of 
exchange rate that is occasionally reset. The magnitude 
of exchange rate devaluations in a crawling regime can 
be based on levels of inflation, current account deficit, 
FX reserves etc. and can be with different frequencies 
within a year

Soft exchange rate pegs leave little room for 
independent monetary policy to react to domestic and 
imported macroeconomic shocks [14]. At the same time, 
they are incapable of delivering a nominal anchor that 
keeps inflationary expectations under control. In addition, 
they cannot eliminate the currency risk component as 
long as devaluations are possible. They are incapable of 
preventing monetary policy misconduct if central bank is 
not really independent of political influences. In addition, 
crawling pegs and bands with their adjusting devaluations 
based on differences in various variables compared to 
the anchor country, with forward looking or backward 
looking calculations of potential devaluations can prove 
to be complicated for the general public to understand 
and follow [6]. 

If the economy has high levels of current account 
deficits, fixed exchange rate can waste FX reserves of the 
country and encourage speculative attacks on local currency 
with possible massive devaluation with overshooting effects 
that can initiate widespread bankruptcies of households, 
corporates, banks and the government [10]. 

Hard pegs can essentially take two forms: currency 
board and full dollarization. Both, if operating properly, 
can provide a strong nominal anchor that can keep 
inflationary expectations low, and can eliminate currency 
risk. They are simple, easy to understand, and eliminate 
the risk of public debt monetization or excessive monetary 



expansion. However, they leave no scope for domestic 
monetary policy and therefore it is impossible to react to 
domestic shocks that are independent of those in an anchor 
country. Devaluations and depreciations of exchange rate 
are excluded as a tool for improvement of competitiveness of 
local economy. Therefore, internal devaluation in terms of 
downward wage corrections remains the only realistic way 
of improving competitiveness in the short run. Similarly, 
external shocks may have a more direct and severe impact 
on GDP growth than in the case of exchange rate flexibility 
and independence of monetary policy.  

Despite all of the disadvantages of exchange rate 
pegs, if a country does not have a developed political and 
financial institutional framework, capable of credible use 
of monetary sovereignty, so to have an independent and 
efficient monetary policy, transparent hard pegs may 
prove to have more benefits then shortfalls for a transition 
economy [11, p. 599]. 

A credible nominal anchor can be level of monetary 
aggregates, i.e. level of money [10]. If by monetary 
targeting a country wants to control inflation, it has to 
focus on three relevant elements: First, reliance on the 
level of monetary aggregates to conduct monetary policy. 
Second, public announcement of monetary targets, so to 
anchor inflationary expectations. Third, an accountability 
mechanism that does not allow substantial deviations 
from targeted monetary aggregates by the central bank. 

Germany and Switzerland have been implementing 
monetary targeting with great success since the early 1970s 
for more than 20 years. It has strong advocates and still 
is an element of monetary policy of the ECB.  It has been 
a monetary regime of choice for many countries in the 
1970s and 1980s. It has enabled the central bank to aim 
inflation which is different than in other countries, and 
it has allowed a certain level of independence in terms of 
monetary policy to deal with internal and external shocks. 

However, some countries have not been as successful, 
since this monetary regime is heavily reliant on constant 
velocity of money. If the velocity of money is relatively 
volatile, even relatively constant and well-targeted monetary 

aggregates can produce inflationary pressures beyond the 
desired level of inflation. This risk can undermine the 
credibility of the central bank and therefore the monetary 
targeting as a regime may prove to be less effective than 
necessary.

 Transition countries that have higher level of 
dollarization (or euroization) may be exposed to high levels 
of volatility in velocity of money, especially in times of 
uncertainty. Therefore, reliance on monetary aggregates 
as a nominal anchor can prove to be insufficient bringing 
inflation down and for keeping inflationary expectations 
under control. Problems that this monetary regime may 
bring upon central banks in terms of their credibility, in 
countries that have relatively young central banks with 
unproven positive track record, can make this monetary 
regime incompatible with transition economies requirements. 

If the country does not have a central bank with 
established credibility, and if the velocity of money tends to 
be volatile, this monetary regime can hardly be perceived 
as an optimal choice. 

Even if some developing countries have publicly 
stated that they have adopted monetary targeting as a 
monetary regime, in practice they have not fully complied 
with strict definition of this monetary regime. Even the 
Bundesbank, as a famous monetary targeting central bank, 
in its monetary policy conduct in certain points in time 
has been behaving as inflation targeting central bank [3]. 

Additional problem of making this policy effective 
in transition economies is the fact that most of them are 
relatively small, with important amount of capital inflows 
and lack of effective monetary instruments capable of 
precise and affective corrections of monetary aggregates 
in short and medium term.   

Declaring the targeted level of inflation and using it as a 
nominal anchor lies in the essence of inflation targeting. 
Inflation targeting, as was the case with monetary 
targeting, allows for independence of monetary policy 
and flexibility of exchange rate. Inflation targeting relies 
on five basic elements:
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First, public announcement of mid-term numerical 
target for inflation. Second, central banks institutional 
devotion to price stability as a primary goal to which 
all other goals are of the second order. Third, monetary 
policy strategy that takes into account movement in 
monetary aggregates, exchange rate and other important 
variables in making decisions concerning monetary policy 
instruments. Forth, transparency of monetary policy and 
communication of the central bank with financial markets 
and the general public about plans, goals and decisions. 
Fifth, increase in central bank credibility concerning 
fulfillment of inflation goals, and mechanism of central 
bank accountability [12]. 

However this regime requires certain preconditions 
to be implemented in transition economies. 

Primary precondition for inflation targeting to be 
successful is full institutional central bank independence. 
In addition, successful implementation of inflation 
targeting in transition economies calls for some additional 
requirements. 

First, introduction of inflation targeting yields 
much better results after succesfull inflation reduction to 
relatively low levels. In other words, inflation targeting has 
much better chance of being successful if implemented on 
relatively stable single digit inflation levels with a several 
years of track record [4]. 

Second, lack of fiscal discipline is incompatible with 
inflation targeting. High budget deficits lead to public debt 
crises or pressures for monetization of public debt with 
pressure on exchange rate and increase in inflationary 
expectations. Therefore, absence of fiscal dominance over 
macroeconomic environment and institutional development 
to ensure fiscal discipline is a must for inflation targeting 
to have a chance to succeed [13]. 

Third, local currency must be in dominant use. Basic 
inflation targeting policy instrument is a local currency 
interest rate. This interest rate should influence savings, 
consumption and investments. If transition economy uses 
other currencies (dollars, euros) in a significant portion of 
financial transactions, reference rate of the central bank 
loses much of its influence over financial transactions, and 
therefore, loses much of its impact on aggregate demand 
and inflation. 

Inflation targeting is not ideal. When targeting 
monetary aggregates or exchange rate, central bank can 
directly influence these variables. When targeting inflation, 
central bank influence is indirect and with a significant 
time lag, i.e. with monetary policy transmission lags. These 
lags can significantly vary from one country to another. 
So the conduct of the inflation targeting regime is more 
complex and therefore may pose a risk to credibility of 
a central bank, especially in transition economies. In 
addition, inflation targeting alone, cannot override the 
dominance of fiscal policy over macroeconomic variables. 
In addition to that flexibility of exchange rate movements 
associated with inflation targeting can cause financial 
stability risks and decrease the stability of business 
environment in the country.

In a variety of potential monetary regimes for transition 
economies, it is not clear what type of monetary regime 
should be appropriate for every transition country. It is 
not just the macroeconomic performance of a country 
that can influence the right choice. Of course, it is 
important to take into account the level and stability 
of inflation, of current account deficit, of budget deficit 
and the public debt. But even more than this, the right 
choice of monetary regime must take into account the 
capacity and the level of development of political and 
financial institutions in a specific transition economy. 
Is it possible to have not just “paper based” but “real life 
based” independence of the central bank? Is it possible to 
establish a nominal anchor that will be supported by the 
political institutions? Can a country have a credible and 
competent central bank responsible for implementation 
of a monetary policy regime? Does the financial system 
dominantly operate within a local currency upon which 
a central bank implements its monetary policy? Despite 
strong argumentation for advantage of monetary regimes 
based on flexible exchange rates and independent monetary 
policy, if the country does not have a developed political 
and financial institutional framework, capable of credible 
use of monetary sovereignty, transparent hard pegs may 

 



prove to have more benefits then shortfalls for certain 
transition economies. 

In the end, it should be clearly said that any monetary 
policy regime alone cannot solve economic problems of 
any transition country. If the economy is balanced and 
with developed political and financial institutions, it is far 
less important whether it has a fixed or a flexible exchange 
rate. For economic success of transition economies, choice 
of monetary regime is of second-order importance to 
development of credible political, financial and monetary 
institutions.   
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In this section, we shall consider the dynamics of key 
indicators of macroeconomic stability: budget deficit, public 
debt, external debt and foreign exchange reserves. The aim 
is to objectively determine their trajectory, depending on 
the current situation, the latest official plans for economic 
policy, as well as projections and forecasts of the relevant 
variables in the next few years.

The general government deficit of 7.1% of GDP (EUR 2.4 
bn), as envisaged for 2014, is too high. First, this is the 
highest budget deficit in the entire Eastern and Central 
Europe and, second, it shall increase by about 0.5% of GDP 
compared to 2013. Even though in October last year the 
Government announced adoption of the package of  fiscal 
consolidation measures, of at least 2% of GDP, the actual 
scale of measures adopted in late 2013 is almost half the 
size and is not sufficient to halt growing deficit in 2014 [1, 
pp. 39-46]. Additional and pronounced deficit decrease 
in 2014, which has to be realized after the establishment 
of new Government, is the first necessary precondition 
for fiscal consolidation.

In the medium term, the frameworks of official 
economic policy are determined by the Fiscal strategy [4]. 
The latest Fiscal strategy, dating back to November 2013, 
envisaged that the general government deficit (including 
off-budget financial transactions) will decrease in 2015 
and 2016 by almost 4 percentage points (p.p.) of GDP in 
total, i.e. from 7.1% of GDP in 2014 to 3.2% of GDP in 
2016. However, the measures behind this decrease are 
not convincing. The largest savings (about two-thirds of 
total savings) are envisaged in allocations for the public 
sector employees and in refinancing of an expensive public 
debt by means of a cheaper one. However, the savings in 
wages are estimated too optimistically since they imply 
reduction of wages and employment, which is hardly 
feasible. Replacement of expensive debt with cheaper one 
would imply that almost all of the funds obtained from 
still uncertain privatization revenues and from more 
favorable bilateral borrowings should be used for early 
repayment of expensive loan and for cheaper financing 

of deficit. Instead of such risky and unbalanced structure 
of medium-term savings, it would be more rational and 
credible to envisage commensurate savings in most of 
the budget items (pensions, subsidies, non-targeted social 
benefits, etc), instead of only in two.

Since the room for crisis avoidance is already 
narrowed, the public and politicians should be prepared 
for additional and painful austerity measures over the 
entire period 2014-2016. Only in this way could the 
trajectory of rising public debt reverse in 2017 – and even 
then only relatively (compared to GDP), while public debt 
will continue to grow in nominal terms after 2017. We 
shall note that it will be necessary over the entire period 
of consolidation to borrow about EUR 5 bn annually in 
order to finance deficit and repay the principal of the 
existing public debt. Mitigating circumstances in 2014 
refer to slightly facilitated borrowing in the said year 
(EUR 3 bn loan from the United Arab Emirates) which, 
at the same time, can be dangerous if resulting in a delay 
in implementation of necessary measures. Gravity of the 
situation which Serbia faces is similar to that of Greece or 
Portugal − the countries implementing a long-standing 
program of deficit reduction. Adjustment will certainly 
take place in Serbia in the forthcoming period, but the 
question is whether to a lesser extent and controlled (over 
a three-year period of painful and politically unpopular 
measures) or uncontrolled (through production drop by 
over 5%, high unemployment growth, strong depreciation 
of the dinar and high inflation).

In the forthcoming period, public debt will continue 
to grow rapidly if stronger fiscal consolidation fails in the 
following three years. Stabilization of debt-to-GDP ratio 
by end 2016 – based on the 2014 budget and measures 
contained within the medium-term Fiscal strategy – is 
unlikely. Despite all efforts to reduce planned fiscal deficit 
in 2014, it is still higher than already high 2013 deficit. 
Bad practice to grant loans, primarily for borrowings to 
public enterprises, not only continued but the amount of 
anticipated guarantees is about 60% higher in nominal 
terms compared to the 2013 Budget Law plan. In addition, 
significant portion of savings in respect of measures 
planned for 2015 and 2016 is questionable, and there 
are also pronounced risks that fiscal adjustment in the 
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medium term will be lower than envisaged. It can be often 
heard in public that the Government can solve problem 
of increasing costs of public debt by using privatization 
revenues for early repayment of debts and by replacing 
expensive loans with cheap ones. However, even though 
gravity of the situation requires that these funds, if 
existing in the forthcoming years, are really used for 
repayment of current debts, this would only result in a 
one-time reduction of the public debt level, but not in a 
reversal of an upward trend. Revenue from sales of state 
assets and favorable loans granted on the basis of bilateral 
agreements can facilitate Government’s funding of state 
liabilities in the next period and can reduce interest 
expenses. However, permanent and sustainable reduction 
of public debt requires sharp reduction of fiscal deficit 
and termination of guarantees issuing. Having in mind 
that slower economic growth of about 1% is expected 
next year, public debt could exceed 70% of GDP by the 
end of next year [4, pp. 58-63].

Serbia has recorded the highest public debt growth in 
the period after the crisis relative to comparable countries 
of Central and Eastern Europe. At the end of 2009, with 
public debt standing at about 38% of GDP, Serbia stood 
at an average level recorded in the observed countries. 
However, over the last four years, debt increased by 
almost 30% of GDP, far more than in other countries, so, 
today, Serbia is a country with the second largest share 
of public debt in GDP (right after Hungary). Extremely 
rapid growth of public debt, reported in the previous 
period, is an important cause of higher interest rates on 
Serbia’s borrowings compared to other countries in the 
region. Hungary’s debt stands at the level of about 80% of 
GDP, but it has remained practically the same in the last 
four years, which sends a clear signal to foreign investors 
that public debt has been brought under control. This is 
certainly most important, although not the only cause of 
lower interest rates compared to Serbia whose debt was 
explosively increasing in the same period. On the occasion 
of the latest issuing of Eurobonds, within a gap of only few 
days, these two countries reported similar interest rate 
of about 6% but with important difference in maturity 
– Hungary issued bonds with a 10-year maturity, Serbia 
with a 5-year maturity.

It is important to know that slow economic recovery 
cannot be a justification for strong public debt growth in 
recent year. Even though economic growth is an important 
determinant that greatly affects movement of public debt 
share in GDP, recession does not characterize Serbian 
economy only. In fact, except for Poland and Albania which 
achieved remarkable economic growth in this period, 
most of other countries have not yet achieved the level of 
real GDP they reported back in late 2008. Therefore, the 
reasons for a record high growth of Serbia’s public debt 
should be sought in weak fiscal consolidation and in 
constant postponement of necessary structural reforms.

The main causes of a rapid increase in Serbia’s 
public debt over the last four years are high fiscal deficit 
and increase in issued guarantees. Since 2009, deficit has 
constantly contributed to public debt increase, whereby 
the public deficits reported in previous two years are of 
particular concern. According to IMF methodology, fiscal 
deficit has been exceeding 7% of GDP for two consecutive 
years, while in other comparable countries, except for 
Albania, it has not been exceeding 5% of GDP. It is also 
indicative that Serbia belongs to a group of countries 
whose fiscal deficit has not reduced even though fiscal 
consolidation officially started back in the second half 
of 2012. On the other hand, contingent liabilities of the 
state (mainly in respect of guarantees issued for loans to 
public enterprises) increased from about EUR 900 million, 
as was the amount reported in late 2009, to about EUR 3 
billion in late 2013, whereby issuance of new guarantees, 
planned for 2014, is projected at about EUR 800 million. 
Therefore, only in respect of issued guarantees, public 
debt has increased over the past four years by EUR 2 bn, 
i.e. more than 6% of this year’s GDP.

In addition to the dynamics of budget deficit and public 
debt, we shall consider the potential development of Serbia’s 
external position. We shall analyze the period by 2017, 
even though certain “lap times” are set depending on 
goals established by 2020 [8]. According to Fiscal strategy, 
time horizon, by definition, lasts for three years, and is 
thus somewhat shorter (by 2016). The first scenario to be 
considered is called baseline scenario, but it is essentially 



optimistic (even though some of the results are certainly 
not such). Growth rates according to this scenario are 
rather high, and the model “jumps” through the external 
position. The second, alternative scenario relies more on 
the Fiscal strategy assumptions, economic growth rates are 
more modest, but the risks are accumulated in insufficient 
economic dynamics and high unemployment.

Projections referred to in the Government Fiscal 
strategy reflect hardly attainable scenario. It is assumed 
that economic growth will be accompanied by high growth 
of investments and exports on the one hand, and low 
growth of imports increase and consumption decline, on 
the other hand. We believe that these dependencies have 
not been set on credible grounds. In our baseline scenario, 
we assume that economic growth is accompanied by 
growth of investments and exports (despite consumption 
drop), but that they also have to be supported by more 
dynamic growth of imports than already envisaged. A 
possible consequence might be the entry into red zone of 
external sustainability indicator, while trends in foreign 
exchange reserves (which are reduced to the value of one-
month import reported in 2017) are particularly critical. 
Alternatively, if assumed that export will grow faster than 
import (and that negative net export will really be reduced 
in accordance with Government plans), we estimate that 
investments will grow much slower than preferred and 
that economic growth, thus unemployment decrease, 
will be missing.

Objective assessment of medium-term prospects 
of the Serbian economy suggests that it will be difficult 
to maintain stability. In any case, external sustainability 
indicators will remain outside the sustainability zone and 
payment of external obligations will be jeopardized. In such 
conditions, arrangement with IMF becomes a short-term 

imperative thus the time has come to consider the need 
for rescheduling payment of obligations in critical years 
(the year of 2017 being the first). Significant narrowing 
of foreign trade deficit partly relaxes country’s foreign 
position, but cannot avoid consequences on the other side 
– small-scale investment and lower economic growth. 
Unemployment will thus remain extremely high, so the 
question regarding social and economic sustainability of 
such economic system will arise again.

We shall further point to characteristics of the 
development scenario referred to in the Fiscal strategy, 
and then of the two other scenarios as well. First, we 
shall point to basic assumptions and results from the 
Government scenario (Table 1). We should primarily point to 
assumptions referring to drop in both personal consumption 
and government spending by 2016, with intact trajectory 
of GDP growth. Consumption drop provides low import 
growth rates with fairly rapid dynamics of export. As a 
result, negative balance of goods and services (net exports) 
almost halves compared to GDP for only three years, and 
as a consequence, foreign exchange reserves at the end of 
the period remain at the same level as at the beginning 
of the period, so there are no problems with external 
sustainability according to the Government scenario.

As for the described dynamics, the projected 
difference between export and import growth rates is overly 
optimistic. More specifically, according to our experience, 
one cannot expect that exports growth will be higher 
than imports growth in the period of three years. On the 
contrary, in only three years after 2000 exports grew more 
rapidly than imports, and the possible explanation is that 
structural breakthrough (and new trends in the observed 
series) occurred during 2013 is not, in our opinion, reason 
enough to make overly optimistic plans.

Table 1: Fiscal strategy projections (real growth rates and %)
2013 2014 2015 2016 

GDP 2.0 1.0 1.8 2.0 
Personal consumption -1.2 -1.8 -0.6 -0.3 
Government spending -3.0 -2.2 -4.4 -3.6 
Investments -3.4 4.7 9.6 8.9 
Exports of goods and services 14.0 6.4 7.0 7.7 
Imports of goods and services 2.3 1.6 3.5 4.6 
Balance of goods and services,% of GDP -11.9 -10.0 -8.6 -7.4 

Source: [4, p. 13]
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When it comes to our baseline scenario, it should be 
said that 2013 reported modest increase in gross domestic 
product, based on export growth, along with decline in 
overall domestic demand, consumption and investments 
within that framework, due to strict reduction of the goods 
and services deficit in balance of payments. Republic 
Statistical Office published annual projection of a 2.4% 
of GDP real growth in 2013. As in the previous cases, 
this estimate is based on some unrealistically assessed 
components − for example, growth of physical volume of 
manufacturing production is taken to assess GDP growth 
in manufacturing industry. However, in final (and correct) 
calculation based on financial indicators, such growth 
will prove to be overestimated, as was the case in past 
few years. Therefore, in this paper we adhere to previous 
estimate that 2013 GDP growth stood at 1.5%. For the years 
to come, we have chosen the scenario according to which 
the target GDP growth rate in 2020 will reach 4%, which is 
conditioned primarily by the fact that real growth of fixed 
investments will remain in 8%-10% rang in the period 2015-
2017. At the same time, it is emphasized that GDP growth 
rate cannot exceed 3% in the last year of this three-year 
period (by 2016) – not even in case the investment cycle 
starts as early as 2014. Another condition is successful 
development of fiscal consolidation, i.e. calling a halt to 
public debt growth and stabilization thereof at the end of 
the period. Gradual increase in investment capital inflow 
is envisaged through foreign direct investment (FDI) and 
investment loans granted to national investors.

When it comes to foreign trade, it is assumed that 
export will maintain dynamic growth at double-digit annual 
rates, but not such high as was the 2013 rate achieved due 
to FIAT and to low base which this export was compared 
with. With about 40% of goods and services share in 2012 
GDP, exports should stand closer to 60% of share in GDP 
in 2017. On the other hand, high investment growth will 

induce significantly faster growth of imports than the 
one reported in 2013, but at the rates lower than export 
growth rates. Starting from 2014, household consumption 
could grow by 1%-2% a year in real terms, but it would 
have to be accompanied by permanent decrease in the 
government spending share in GDP.

Major difference between this scenario and the one 
presented in Fiscal strategy lies in dynamics, i.e. deficit 
share in foreign trade of goods and services (negative net 
export within GDP use). Fiscal strategy has projected 
permanent decrease in that share – from 11.9% in 2013 to 
7.4% in 2016; at a similar investment pace, the consequence 
is a permanent drop in both government spending and 
personal consumption. One can easily observe that the 
target parameter in this case is maintenance of the level 
of foreign exchange reserves. What we rated as unrealistic 
is acceleration of economic growth with a steady decline 
in household consumption throughout the period, which 
would imply simultaneous production growth and drop 
in real wages. The core elements of this scenario are 
presented in Table 2.

The scenario is essentially optimistic because it is based 
on the assumption that investment cycle will start as early 
as 2014 and that fiscal consolidation will be successful. The 
essence of the problem is a negative credit balance with other 
countries. Due to Eurobonds (or loans for covering budget 
deficit), this negative balance is neutralized, so 2013 and 2014 
will report no erosion of foreign exchange reserves; however, 
such an erosion will become more accelerated subsequently, 
and will be particularly pronounced in 2017 on the occasion 
of repayment jump due to maturity of Eurobonds package 
(the second and the third jump in repayment will mature 
in 2020 and 2021). Foreign exchange reserves in 2017 would 
be reduced to the value of one-month import of goods and 
services. The consequences would be external liquidity 
problems and enormous depreciation of the dinar.

 
Table 2: Baseline scenario (real growth rates and %)

2013 2014 2015 2016 2017 
GDP 1.5 1.0 2.0 2.5 3.0 
Consumption -3.3 0.4 0.9 0.8 1.0 
Investments -5.9 6.7 8.3 8.9 8.6 
Exports of goods and services 20.8 10.4 10.4 10.3 12.1 
Imports of goods and services 6.4 9.9 9.4 8.9 10.0 
Balance of goods and services,% of GDP -12.0 -12.5 -13.0 -13.0 -12.5 
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Alternatives to closing the overall balance of payments 
through said reduction in foreign exchange reserves 
would be, first, greater inflow of investment loans and/
or increased net inflow of foreign direct investments, and 
second, refinancing or rescheduling of debt maturing in 
those years. Technically speaking, there is an alternative 
with a lower deficit of goods and services – in case 
investment cycle would be missing − but in such a case 
we should take into account prolonged economic growth 
closer to stagnation and further reduction of household 
consumption, which is certainly not an option to choose.

Net FDI inflow in the presented scenario would 
stand at around 5% of GDP from 2014 onwards (from EUR 
1.7 bn to EUR 2 bn annually). Is there a possibility that 
net FDI might be higher (with possibly greater inflow of 
investment loans) and thereby, at least, to partly neutralize 
the erosion of foreign exchange reserves? In case there 
is, it would hardly be such to eliminate the need for 
rescheduling a portion of maturing obligations. If the 
assumption on FDI growth is questioned, adjustments 
necessary for maintaining external liquidity will be more 
difficult to implement. In such a case, additional risks 
would be activated, and we shall here mention only the 
most important ones.

The first is high foreign debt of the private sector, 
reaching around 80% of GDP. Cumulated public and 
private debt, combined with appreciation of the national 
currency, increases the probability of the external liquidity 
crisis. Recent studies have shown that external credit risk 

significantly increases if country’s foreign debt exceeds 
50% of its GDP [2].

The second is a striking discrepancy of expenditures 
for servicing external public debt. These discrepancies, as 
pronounced in 2017, result from absence of any grounded 
strategy for public debt management over the previous 
years. Huge one-time outflows can, by their nature, 
jeopardize credit rating and country’s credibility through 
activation of the mechanism usually called liquidity shock. 
In order to reduce this risk, it is preferred to abandon the 
presumption that the country will no further borrow 
at the EU market since foreign trade deficit will most 
probably remain high by 2017. Decrease in high variability 
of outflows, on the basis of foreign public debt, reduces 
the probability of liquidity shock. It would certainly be 
preferred to develop and adopt consistent and realistic 
strategy for public debt management.

The third risk to be activated, should the country’s 
foreign liquidity become jeopardized, is the risk of 
accelerated depreciation of the national currency, whose 
effect would be quickly spilled over to inflation. Probability 
of activating the said risk depends not only on the possible 
liquidity shock but also on the level of current appreciation 
of the national currency and the level of current balance 
of payments deficit. The conditions for activation of this 
risk in Serbia definitely exist and they should be taken 
into account.

The Figure 1 shows the dynamics of three important 
indicators of external liquidity according to the baseline 

Figure 1: External sustainability indicators according to the baseline scenario
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scenario. It confirms strong exposure to the aforementioned 
risks. All three indicators reach and exceed critical values. 
Debt servicing against exports of goods and services 
stands constantly above the upper recommended limit 
of 25%, debt servicing through GDP reaches 25% and 
the ratio of foreign exchange reserves to imports of 
goods and services drops to 1 month (foreign exchange 
reserves, worth 6-month imports, is considered a preferred 
minimum limit).

In our second scenario we assume strong reduction 
of negative net exports (as in the Fiscal strategy), but it 
has its price – lower investments. In fact, it is impossible 
to maintain high level of investments, as preferred, 
with low rates of import growth. Therefore, according 
to alternative scenario (see Table 3), we have envisaged 
lower deficit of goods and services − in case investment 
cycle is missing – and, accordingly, defense of foreign 
exchange reserves. However, in that case we should take 
into account prolonged economic growth close to stagnation 
and further reduction of household consumption, as 
well as fewer possibilities for unemployment decrease. 
This certainly is not the option to choose, but we shall 
present here a scenario based on that option. A scenario 
illustrating this option actually starts from decrease in 
share of goods and services deficit as presented in Fiscal 
strategy by 2016, except that we added the year of 2017 
in which such process slows down.

It is assumed here that FDI share in GDP will stand 
at 3% (about EUR 1 bn), while foreign exchange reserves 
in the critical year of 2017 will retain the 3.7-month value. 
As the main consequence, growth rate will be reduced 
to 1.5% by 2020 due to insufficient investment inflow by 
2017. There will be no employment growth!

As for indicators of external liquidity, we mentioned 
that the level of foreign reserves remains at a higher level 

according to alternative scenario, but it is interesting that 
the other two indicators have worse values compared to 
baseline scenario. This is due to lower export growth rates 
(hence the values) in the second scenario.

Part of the professional and general public raises a dilemma 
again: savings or growth. The view is presented that the 
savings (embodied in fiscal consolidation measures) reduce 
economic growth, and that sustainability of economic and 
financial system of the country requires just the opposite 
– measures to stimulate growth. Simply put, it is said that 
current measures, aimed at increase in public revenues 
(most pronounced – VAT increase) and decrease in public 
expenditures (control over expenditures related to the 
public sector wages and pensions,  control over goods, 
services and subsidies expenditures) are not good and that 
they are counterproductive. In this respect, few facts have 
to be mentioned. First, unexpectedly poor collection of 
public revenues is not a consequence of the so-called Laffer 
curve (higher tax rates - lower income), but of growing 
tax evasion [4, pp. 11-15]. Second, consolidation is not a 
matter of choice, but of necessity. To finance deficit and 
service old debts we will need more than EUR 5 bn a year 
in the following couple of years and creditors have already 
expressed the requirement for measures to heal public 
finance; otherwise, we might run out of the necessary 
financial resources and would be forced to undergo more 
painful and severe adjustment. We cannot neglect the 
fact that the IMF and the World Bank have based their 
support (financial and conceptual) mainly on consolidation 
measures. Country’s rating and borrowing costs are closely 
connected to the support of these institutions. Third, the 
proposed measures, i.e. reducing labor levy or abundant 

Table 3: Alternative scenario (real growth rates and %)
2013 2014 2015 2016 2017

GDP 1.5 1.0 1.5 2.0 2.0
Consumption -3.3 -1.8 -0.8 0.2 1.8
Investments -5.9 4.1 3.7 3.1 0.8
Exports of goods and services 20.8 5.7 4.7 4.6 5.8
Imports of goods and services 6.4 1.5 1.5 2.1 4.8
Balance of goods and services,% of GDP -12.0 -10.0 -8.6 -7.4 -7.0



investments from borrowing, would  certainly result in 
an increase in already high deficit (as well as in greater 
risk, instability and costs of public and private sector’s 
borrowing), while the effects on growth of economy and 
revenues would remain completely uncertain. Unfortunately, 
there is no room for expansionary fiscal policy, whereby 
public debt stock and annual liabilities speak in favor of 
the said.

The message of the above discussion is that the new 
Government should not consider adventurous measures. 
Moves that may appear tempting to wider segments of 
population can result in rapid collapse of public finance, 
having thus extensive consequences. Quantitative analysis 
in the previous section of this paper shows that, as early 
as 2017, we shall face severe blow of public debt servicing. 
To reduce the force of such a blow it is necessary to think 
of consolidation as of priority.

This should not lead to a conclusion that economic 
growth is not important and that intensifying thereof is 
impossible. Economic growth would bring higher public 
revenues and would allow consumption and employment 
growth. Answers to the question of how to achieve such 
growth are available, but the problem is that not much is 
done to implement the said. We shall further remind of 
the list of tasks waiting for another Government.

As a matter of principle, we will have to address 
another topical issue. It is a dilemma whether Serbia is hit 
by a wave of (neo)liberalism or, on the contrary, the state 
overly interferes with the economy. This topic deserves 
a separate essay, and we will adhere to our view that 
the great number of economic problems stem actually 
from insufficient application of market mechanisms to 
Serbian economy1. The consequences are reflected in 
accumulated problems in public finance. Losses and 
consequent guarantees in public enterprises, companies in 
pre-restructuring, excessive employment in public sector, 
delay in pension reform, excessive subsidization, control 
over some prices, losses in the banking sector and other 
problems are, more or less directly, the consequences 
of the Government’s excessive interference in social 
developments and persistent neglecting of the market 

[5].

logic (thus every other logic). The common denominator 
for these phenomena is the country’s adulation to narrow 
and wide interest groups (from privileged businessmen 
to various strata of the population–for example, those 
employed in certain cities, trade unions or retirees) and 
avoidance of measures more painful in the short term, 
but inevitable and necessary. It is amazing that almost 
all the instruments of state interventionism have been 
tested in Serbia, but that the market and neo(liberalism) 
are blamed for bad situation!

On the other hand, it should be noted that the 
state failed to intervene where it should have – in the 
development of institutions, infrastructure and environment, 
for providing more dynamic investment and economic 
activities. There is little progress in areas such as starting 
a business, granting construction permits, facilitating tax 
payment,  inspection supervision, bankruptcy proceedings, 
protection of competition, public-private partnerships [6], 
[7], [10]. Inefficient judiciary and protection of contracts 
are also persistent problems. One gets the impression 
that, instead of solving operational problems, it’s easier to 
readdress the (philosophical) issue of savings vs. growth, 
state vs. market. The European Bank for Reconstruction 
and Development noted in its latest report that said issues 
were very important, thus crucial for economic growth. 
EBRD indicated the importance of the broader concept 
of country’s organization, such as the importance of 
democracy, rule of law and mature political institutions, 
as well as specific issues that are often forgotten, such as 
human capital, education and inclusion [1], [3].

When it comes to financing growth, we face several 
problems. First, public resources are not abundant. Capital 
investments are low and declining – they decreased in 2013 
by more than RSD 40 bn compared to 2012. Second, the 
government support to growth has been inefficient thus 
far (through Development Fund and other institutions), 
and shift in this field is not on the horizon. Third, banking 
resources have traditionally been geared towards mature 
loan seekers. However, they can hardly be relied upon in 
the process of developing new economic structure. We shall 
further address the very innovative funding resources in 
detail, and shall make the most concrete contribution to 
the issue of financing development.



Many businesses, especially micro, small and medium-
sized, especially at the early and initial stage of business 
operations, fail to meet the requirements for obtaining bank 
loans, especially regarding debt collateral (particularly in 
terms of mortgage). Also, these businesses often lack credit 
history required in order to obtain the loan. Although 
they have marketable innovative ideas, the difficulty 
arises out of the fact that these businesses often lack 
know-how and skills in the fields of economy, finance, 
marketing, management and business law, necessary for 
placing their ideas on the market in the form of goods and 
services, thus making a profit. On the other hand, due 
especially to increased risk, banks do not generally show 
particular interest in granting loans for business projects 
and ventures of these businesses, but for projects and 
ventures of large companies. At the same time, financial 
resources for the implementation of a significant number 
of business ventures and projects, coming from public 
and international institutional financial resources, are 
rarely available to small and medium-sized businesses 
in the necessary critical mass. The existing investment 
funds are most interested in investing in large corporate 
entities and joint stock companies whose shares are traded 
on the capital market, while neither venture capital nor 
microfinance market are available and developed in our 
country to the extent necessary [12].

Venture capital is an alternative source of financing 
for the target company which is assessed by the venture 
capital fund as having good prospects, innovative and 
entrepreneurial potential and business perspectives to 
develop, grow and become competitive as an important 
economic entity able to generate high return on invested 
capital. After some time, measured in years, when the 
target company develops and achieves business success, 
improves its corporate management and entrepreneurial 
culture, i.e. when it emerges from business crisis or 
undergoes reorganization thus improving its business 
performance and increasing its value and the value of its 
capital with the help of professional, mentoring support, 
know-how and advice provided by the venture capital fund, 

this fund shall determine the most appropriate method 
to terminate the investment  activity and shall leave the 
ownership structure of the target company (disinvestment) 
by selling its stake, i.e. the target company’s shares. Venture 
capital implies an active approach to the target company 
management contrary to classical (traditional) financial 
instruments such as, for example, bank loan in which case 
the commercial bank is interested in repayment of debt 
principal and interest. Venture capital investments represent 
a form of non-public investment (private placements) in 
company’s private equity.

Apart from venture capital, the venture capital 
fund invests and places mezzanine capital in the target 
companies, as a form of financial resources ranked by 
their characteristics between financial liability (debt) of 
the target company as debtor, i.e. financial claim of the 
venture capital fund as creditor and private equity of the 
target company, i.e. between debt (borrowed) capital and 
equity of the target company (examples:  subordinated 
loan, a loan with profit share, i.e. loan with interest based 
on the target company’ profit, convertible shares and 
warrants, etc.). Higher private equity reflects business 
and financial steadfastness of the company and provides 
greater guarantees (but certainly not a complete safety) for 
creditors, enabling them to enforce their claims against 
the company. Higher private equity positively affects 
company’s creditworthiness and business reputation as 
essential requirements for successful operations, and in 
the capacity of guarantee capital substance acts to protect 
company’s creditors as well as those investing in the 
company and members of that company, thus creating 
prospects for new business arrangements, new revenue 
generation and company’s access to new financial resources. 
Combination of private equity increase and provision of 
business support to the company increasing its private 
equity, then further expansion of business network as well 
as mastering new know-how and technology, increases 
the company’s business performance and additionally 
facilitates conclusion of new business arrangements and 
access to new funding sources. By providing mezzanine 
and debt capital the target company gets chance to obtain 
working capital, necessary for sustainable operations and 
development.



Venture capital is highly developed in the world 
(the United States, the United Kingdom, the Netherlands, 
Germany and many other European countries) where 
numerous venture capital funds are operational and 
where economic-financial and legal practice and theory 
are already developed, extensive professional literature is 
available as well as curricula and court cases, and where 
other fields, important in this respect, are developed. 
International development institutions play important 
role in the field of venture capital investments − European 
Bank for Reconstruction and Development (EBRD), 
European Investment Fund (EIF) and International Finance 
Corporation (IFC), as part of the World Bank Group. The 
most important European association of venture capital is 
the European Association of Private Equity and Venture 
Capital (EVCA), which has rich practice.

The Republic of Serbia lacks venture capital. There 
are just few examples of venture capital investments in 
Serbia. A good illustration of the lack of venture capital 
in Serbia is the latest research of the World Economic 
Forum − The Global Competitiveness Report 2013-2014, 
according to which the Republic of Serbia is ranked 
129th of 148 countries in the category of Venture Capital 
Availability. According to the Global Venture Capital and 
Private Equity Country Attractiveness Index 2013, the 
Republic of Serbia is ranked 82nd out of 118 countries 
(economies). An additional concern is that these rankings 
have a tendency to fall, if observed over many years – 
for example, according to the Global Competitiveness 
Report 2011-2012, the Republic of Serbia is ranked 121st 
in the category of Venture Capital Availability while it was 
ranked 70th in the Global Venture Capital and Private 
Equity Country Attractiveness Index 2012, meaning it 
fell by 12 places in a year.

Venture capital in Serbia is not recognized in 
regulatory terms as a special financial instrument and 
legal business, neither are the companies that provide 
such capital. In addition, there is no legal ground set 
by other laws for recognizing holders of venture capital 
and business operations they perform. Thus, there is no 
legal ground to regulate tax and other fiscal and public 
incentives for venture capital. These incentives are the 
instruments necessary for the completion of venture capital 

framework and for greater recognition of this financial 
instrument. Experiences of other countries show that such 
incentives stimulate attraction of the new venture capital 
investments. The lack of legal regulation significantly 
limits participation of venture capital funds in various 
types of programs, projects, competitions, incentives for 
attracting investments and business development. Lack of 
legal regulation prevents greater participation of the public 
finance funds in encouraging the development of venture 
capital, such as financing in the form of the so-called fund-
of-funds in the case when public fund invests resources 
in private fund, or in form of joint investment of public 
and private funds in other private funds or in target 
companies. Lack of legal recognition negatively affects 
the promotion of venture capital in Serbia. Entrepreneurs 
(particularly those managing micro, small and medium-
sized companies as well as family businesses), lawyers 
and economists are neither sufficiently informed about 
nor familiar with characteristics and importance of risky 
venture capital. The above-said diminishes the importance 
of business associations of entities dealing with venture 
capital, and significantly lowers the possibility to attract 
venture capital investments.

During the previous two terms of office, the Ministry 
of Economy announced it would legally regulate the field 
of venture capital, venture capital funds and business 
activities thereof. This should be done through drafting 
and adoption of a special law [9]. In this way, venture 
capital is clearly defined and recognized as a separate 
financial instrument, different and special compared to 
other similar financial instruments, while venture capital 
funds are recognized as special investment and financial 
institutions. Separate regulation in this field brings legal 
clarity and practical usability of norms, thus positively 
affecting attraction of large-scale investments.

The Law should regulate the establishment and 
operations of venture capital funds and management 
companies, then administering of the venture capital 
funds and management companies, supervision over 
the work of these funds and companies, as well as other 
important issues in the field of venture capital funds. 
This Law would stipulate that the venture capital fund 
shall invest and dispose of venture capital under the term 



prescribed by said Law, and shall be allowed to invest in 
target companies and place mezzanine capital, loans and 
collaterals, i.e. loans in the form of guarantees and legal 
entity sureties. This Law should regulate legal form of the 
venture capital fund as a limited partnership, limited liability 
company or joint stock company, along with appropriate 
application of the Law governing companies. The amount 
of the fund’s private equity should be regulated in a way 
to create sufficient substance of guarantee to creditors, 
while not being an obstacle to establishment of funds.

When it comes to founders, members and investors 
in the venture capital fund, the Law should set the terms 
and limitations prohibiting engagement of persons 
convicted of business-financial criminal offences 
and commercial offences, persons subject to imposed 
security measure or protective measure of prohibition 
to carry out the occupation, activity or duty, as well as 
persons whose contract on sales of capital or assets of 
the privatization subject was terminated due to failure to 
perform contractual obligations. The law should provide 
that an investor in the venture capital fund can only 
be a professional client within the meaning of the Law 
regulating capital markets. The Law defines a professional 
client as a client with sufficient experience, know-how 
and competences to independently make decisions on 
investment activities and proper assessment of risk related 
to investment activities, as well as a client who meets the 
requirements stipulated by the Law. Professional clients, 
in terms of all investment services, activities and financial 
instruments, are: persons subject to obligation of getting 
approvals, i.e. supervision by the competent authority for 
conducting business operations in the financial market, 
such as: credit institutions, investment companies, 
other financial institutions whose business operation is 
approved or supervised by an appropriate supervisory 
authority, insurance companies, collective investment 
institutions and their management companies, pension 
funds and their management companies, commodity 
exchange dealers as well as other persons supervised by 
the competent authority; legal entities that meet at least 
two of the following requirements: 1) total assets of at 
least EUR 20,000,000, 2) annual operating income of at 
least 40,000,000 and 3) equity in the amount of at least 

EUR 2,000,000; the Republic, autonomous provinces 
and local self-government units as well as other states or 
national and regional bodies, the National Bank of Serbia 
and the central banks of other countries, international 
and supranational institutions such as the International 
Monetary Fund, European Central Bank, European 
Investment Bank and similar international organizations. 
It should be prescribed that, apart from a professional 
client, investor may be another entity committed to invest 
a certain amount (e.g. at least EUR 50,000) and to provide 
written statement confirming its awareness of the risky 
nature of such investment. Investor may be complex 
venture capital fund (fund-of-funds), as a corporation 
investing financial resources in venture capital funds. 
The Law should provide that financial resources owned 
by the Republic of Serbia, autonomous province and 
local self-government unit (public financial resources) 
may be invested in the venture capital fund, as well as 
that the committee of investors may be established in the 
venture capital fund, whereby the establishment of the 
committee of investors shall be obligatory when public 
financial resources and public-private financial resources 
are invested in the venture capital fund. 

It is very important to define the goal of investment 
activity and venture capital placement in terms of the 
development of business concept in the initial stage of 
target company (seed capital), development of products 
and/or services and initial business operations of the 
target company (initial capital) and development of such 
target company after initial and starting phase, through 
improvement of company’s business capacities, widening 
of its market, further development of products and services 
and/or through investment activity aimed at providing 
additional working capital (development capital).

When it comes to structure of investments and 
placements of venture capital fund, this Law should 
establish the obligation of venture capital fund to invest, 
in the form of venture capital, at least 70% of total financial 
resources invested in the target companies, as well as to 
invest mezzanine capital with economic substance of 
private equity capital. The remaining 30% of financial 
resources should be invested, i.e. placed to target companies 
as mezzanine capital with economic substance of debt 



capital (borrowed capital), loans and collaterals, i.e. loans 
in the form of guarantees and legal entity sureties. The law 
should provide that at least 50% of the financial resources 
invested, i.e. placed by the venture capital fund in target 
companies, shall originate from private investors, i.e. 
from privately-owned financial resources. Furthermore, 
the Law should stipulate a maximum period during which 
the venture capital fund may hold venture capital within 
the target company. Stipulation of such limitations and 
terms is aimed at ensuring compliance with the European 
regulation governing venture capital, control and allocation 
of state aid, as well as with the European funds’ terms of 
financing. At the same time, national regulations have 
to be amended and harmonized in accordance with the 
rules on granting state aid. Venture capital funds are non-
deposit financial institutions, so there is no systemic risk 
like the one related to depository financial institutions, 
thus the reason for prescribing such limitations and 
terms is not of such nature. The real reason lies in the 
fact that venture capital funds will use state aid, including 
tax incentives and public resources, so it is necessary to 
establish the structure of investments enabling to achieve 
investment goal and the purpose of the very Law. In this 
respect, the law and other regulations should impose tax 
and other public incentives for venture and mezzanine 
capital, i.e. for venture capital funds, investors, venture and 
mezzanine capital investments and for target companies. 
Tax incentive of particular importance would be the one 
reducing tax liabilities of the venture capital fund, in 
respect of taxation of capital gain generated by transfer of 
share in company’s private equity through disinvestment, 
because it enables reinvestment of the financial resources 
acquired in such way.

Venture capital fund management should be 
prescribed as an alternative, as follows: by the management 
company or by own (internal) management administration 
of the venture capital fund. At the same time, the Law 
should regulate the contract on venture capital fund 
management, concluded between the venture capital fund 
and the management company, as well as activity and 
management tasks, management duties, private equity 
of the management company and relations in respect of 
joint capital and voting rights of the venture capital fund 

and the management company, terms and limitations 
for founders, members, general manager, governing and 
supervisory bodies of the management company, modeled 
on the terms and limitations prescribed for founders, 
members and investors in the venture capital fund.

Further, pursuant to the EU regulation, this Law 
should stipulate competences of the Securities Commission 
important for supervising the implementation of this 
law and operations of the venture capital funds and the 
managing companies, as well as forms of supervisions, 
preventive measures and elimination of irregularities. 
Securities Commission has already gained extensive 
experience in supervising operations of investment funds, 
of the companies managing these funds, as well as of 
existing financial institutions most similar to venture 
capital institutions. At the same time, the Law should 
regulate reporting of the venture capital funds and the 
management companies to Securities Commission as well as 
compulsory audit of these entities, which enables to obtain 
evidence for expression of an opinion on regularity and 
legality of business operations conducted by the venture 
capital fund, i.e. by the management company.

Through regulation of the venture capital funds it has 
been envisaged to create conditions for implementation 
of new activities performed by the present Agency for 
Export Insurance and Financing (future Agency for 
financing and rehabilitation of the economy). It has also 
been envisaged that this Agency will invest in venture 
capital funds. In this way, the Agency would be a complex 
venture capital fund (fund-of-funds). In this respect, under 
the Ministry of Economy budget section the 2014 Budget 
Law envisaged financial resources in the amount of about 
RSD 33 bn for the purchase of national financial assets. 
The resources within this appropriation are intended 
for the purchase of accounts receivable in the amount of 
RSD 17.4 bn in respect of employment relationship with 
companies under privatization process, as well as for the 
share in equity of the financial institutions dealing with 
loan operations and issuing of guarantees, and share in 
equity of economic entities, in the amount of RSD 16 bn. 
It remains to be seen which of these initiatives will survive 
after establishment of new Government but, in any case, 



a good idea for the promotion of venture capital in Serbia 
should not be rejected.
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K e re : 

Agricultural sector has a traditional importance within 
the Serbian economy, so that it is often regarded as an 
area of great potential. Apart from its importance in 
providing food security for the local population and its 
social, developmental and political impacts on securing 
well-balanced regional development, it also has very 
important economic implications. 

Currently, agricultural sector has large importance 
within the Serbian economy, underlined by its large share 
in total employment (i.e. 19%), GDP (10%, or app. 15% with 
food processing included), and exports (6%, or app. 17% 
with processed food included). It is also one of rare major 
net exporting sectors, with trade surplus increasing almost 
every year since 2004 (surplus attained EUR 210 million 
in 2013, against total trade deficit of EUR 4.5 billion).

The key economic potential resides in its export capacity, 
which may help increase GDP, and lead to balancing of 
the traditionally large trade deficit. Also, given that food 
prices’ share in Serbian consumer price index attains app. 
37% (as of 2013), a higher yielding agricultural production 
might reduce inflationary pressures.2

However, the rising net exports have been result, to 
a large extent, of soaring global prices since 2007. Namely, 
world food prices have been rapidly rising in recent years, 
driven mostly by the increasing global population, changing 
eating habits in emerging economies, and especially by 
the soaring production and demand for biodiesel [12].On 
the other hand, the market was relatively protected with 

yoy, mostly due to effects of a bountiful agricultural season in that year.

import tariffs, while the effects of liberalization require 
a deeper analysis by types of products. It is because the 
foreign markets, such as the EU, where Serbia exports most 
of its agricultural products, except for direct protection 
measures, have numerous standards that are needed to 
be met.

Another challenge faced by all agricultural developing 
economies is their dual nature, underlined by large 
differences between the relatively unproductive small 
scale farms, and rapidly developing industrial agricultural 
sector. Among the largest Serbian companies3, most of 
large investments were registered in agri-food complex 
in recent post-crisis period. 

Agriculture is a business that bears many risks and 
has a long history of policy measures and trade protection 
in developed countries, while Serbia has relatively limited 
budget for support of agriculture. An especially difficult 
task for policy makers is to take into consideration that 
agricultural development needs to satisfy at least two aims 
at a time: to increase production through intensification 
and industrial agriculture, and to provide a decent life 
of rural population and prevent new unemployment and 
depopulation of countryside (rural areas).  

Hence the sector faces a number of risks and weaknesses, 
while the recently presented draft of national Strategy for 
agricultural development is overly comprehensive, and 
may be lacking precision. One of the key weaknesses of the 
agricultural sector is its under financing in comparison 
to other sectors, as only 4.7% of total loans to companies 
relate to agricultural loans. Although the agricultural 
business is generally perceived as risky [12], the share of 
non-performing loans (NPL) to companies in agriculture 
business is at 15.2% comparing to significantly higher share 
of non-performing loans to companies being at 26.1% (as 
of end September 2013). However, the financial sector has 
recently started to see the agricultural sector’s favorable 
potentials and to consider land as good collateral. Thus 
new lending is significantly directed towards agricultural 
businesses, as the agriculture’s development gap is being 
increasingly perceived as one worth financing. 

3 Those that reached position among the 500 largest Serbian companies 

published in 2012 and 2013 [9], [10].



The aim of this paper is to review the opportunities 
and challenges of agricultural development in Serbia both 
from macroeconomic perspective and individual business 
perspective. First, we present main opportunities for increase 
in agricultural output and value added. Further on, we 
describe the current situation and dual nature of Serbian 
farming by presenting (a) recent business trends and financial 
performances of large-scale industrial-style agriculture 
companies as well as (b) a picture of small scale agricultural 
holdings and their way of production, income generation, 
and living standards obtained from the statistical analysis 
of the World bank database from LSMS survey conducted 
in Serbia in 2007. The third section gives an overview of 
the mains risks that agricultural production is facing and 
basic strategies to manage these risks. The forth section 
provides main elements of agricultural and trade policies 
that are relevant for Serbian agricultural competitiveness. 
The main novelty of this paper is the analysis presented in 
the fifth section, where we model several scenarios of corn 
production including alternative financial arrangements 
and investments in productivity increase. The model results, 
based on actual data on inputs, outputs and prices along the 
observed period of six years from 2008 to 2013, provide a 
good base for evaluation of alternative scenarios. Our main 
contribution, besides previously overviewing opportunities 
and challenges for development of agriculture in Serbia in 
the context of increasing market and political integration 
of Serbia into the EU, results from the case study analysis. 
The main messages from the calculation of cash flow in corn 
production are that major improvement in net cash inflows 
stems from improvements in cultivation technologies of 
mercantile corn, while relatively significant improvements 
in average net cash flow are reachable with insurance from 
drought. Irrigation technology may reduce yield volatility, 
but initial investments are financially unsustainable 
with regular commercial loans, which is why we suggest 
shifting to higher value crops, such as seed corn, in case of 
installation of irrigation systems. Finally, we summarize 
the conclusions in the last section of the paper. The main 
overall message from the analysis calls for holistic approach 
in formulating policies aimed at enabling sustainable rural 
development, financing and competitiveness amidst rapid 
global changes and European integrations.

In order to reap full economic benefits from it, Serbian 
agriculture needs to bridge the large production gap, which 
may be decomposed into at least five sources. 

Firstly, according to the 2012 Agricultural census, 
as much as 8% of total agricultural land, or app. 420,000 
ha, remains non-utilized, due to social, economic or 
infrastructural reasons, with only 65% of agricultural land 
actually used for agricultural production (3,4 million ha), 
with the rest being covered by forests, ponds and other 
land (1,5 million ha). 

Moreover, the agro-technical measures are often 
sub-optimal in terms of utilized inputs and cultivation 
techniques, machinery is often outdated (average tractor 
is almost 20 years old). Meanwhile, more advanced and 
more costly practices could significantly increase yields. 

Apart from below-potential utilized agricultural 
area (UAA) and suboptimal agro-technical measures, the 
production itself is highly exposed to weather-inflicted 
shocks, such as droughts, as the total irrigated land covers 
only 100,000 ha, or as little as 3% of the total UAA (against 
20% in Greece and Italy, 13% in Spain, 7% in Netherlands, 
6% in France, and 3% in Hungary), causing significant 
volatility in yields.

Another reason for low productivity is fragmentation 
of agricultural land, with average holding covering only 
5.4 ha, which dampens potential scale effects in farming. 
However, land enlargement and production intensification 
may be confronted with high rate of employment and 
decent life standard of rural population. Thus, although 
highly desirable from output volume perspective, a quick 
rise in agricultural productivity could provoke a rise in 
unemployment, given the large share of agricultural 
employment in Serbian small-scale less productive farms. 4 

Finally, Serbian agricultural production is relatively 
dependent of low value-added crops, such as corn, while 
moving up the value chain would require diversification of 
crop production and larger share of cultivation of higher 
value added crops (such as various types of industrial 

4 As a way of tackling this issue, some researchers advocate for a stronger 
presence of farming co-operatives, as to address both the challenge of 
limited scale economy effects and the aforementioned social challenges 
[7], [8].



crops) as well as increase in livestock breeding, meat and 
dairy production. Besides, a successful agricultural sector 
may serve as a resource base for the higher value added 
activities, i.e. food processing industry, where even current 
capacities are underutilized – according to the Draft of 
the Strategy of agricultural and rural development [6] 
rate of capacity utilization in food processing industry 
is at 65% (as of 2011). 

Bearing the previously stated in mind, we underline 
at least two issues: (i) smaller actual yields in comparison 
with countries with similar geo-climatic potentials, and 
(ii) significant production volatility, depending on the 
weather conditions (e.g. see Figure 1 and Figure 2).

The recent rise in net exports is principally driven by 
the small number of large agricultural farms, with the 
overwhelming majority (92%) of smaller farms falling 
behind. This is because 92% of farms are small scale, 
mostly family-run properties using sub-optimal production 
technologies that are unable to reap benefits of the economy 
of scale effects. As shown in Figure 3, average farm size 
is 5.4 ha, but only 1% of all registered farms have more 
than 100 ha of land (see Table 1).

Figure 2: Average yield in corn production in Serbia and France, 1947-2013
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Figure 1: Average yield by product in Serbia in % of average yield by product France, in 2013

0

20

40

60

80

100

120

140

Sunflower Soybeans Wheat Corn Sugar beet



71

For the purpose of this overview, we used the latest available 
dataset provided by the World Bank from Living Standards 
Measurement Study (LSMS), which was conducted in 
2007, with aim to explore ways of improving the type and 
quality of household data collected by statistical offices 
in Serbia, and thus to foster increased use of household 
data as a basis for policy decision-making. The survey 
consists of representative sample for Serbia including 5,557 
households, of which 41% are agricultural households.5 

5 Which makes Serbia a country with one of the highest shares of agricul-
tural population in Europe (also see [17, p.9]).

We provide a breakdown of surveyed agricultural 
households and obtain the following statistics on presence 
of small farming and the role of agriculture in household 
income generation. A half of households farm only for their 
personal use (i.e. the so-called subsistence farming), while 
the other half obtain some part of their income through 
selling the products at market. Even within the latter 
group, a small minority (7% of all agricultural households) 
obtain all of their income exclusively from agriculture, 
and thus can be truly regarded as market participants, 
while the rest acquire a part of their income from social 
benefits, pensions or wages (see Table 2).

 

Table 1. Agricultural holdings by size categories*

Agricultural holdings by size categories* Small Medium Large Total
Number of holdings 579,965 45,342 6,245 631,552
Utilized agricultural area, in ha 1,486,955 825,013 1,125,458 3,437,426
   in %
Number of holdings 91.8% 7.2% 1.0% 100.0%
Utilized agricultural area 43.3% 24.0% 32.7% 100.0%

*Small farms occupy 0-10 ha, medium 10,01-50, large 50,01 and more

Figure 3: Average household size, in ha
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Table 2. Agricultural households: income, size and land ownership

 

Share of 
households in 

total agricultural 
households

Average 
monthly 

income, in EUR 
per household

Average 
household 

size

Average 
number 

of adults 
(18+)

Average 
number of 

children 

Average 
used arable 
land, in ha

Without any income (only farming for own needs) 11.9% 0.0 2.9 2.5 0.4 1.4
Income from wage, pension or social benefits and farming for own needs 37.8% 310.4 2.8 2.4 0.4 1.1
Income from selling of own agricultural products 50.3% 451.3 3.7 3.0 0.7 3.8
only from farming 6.8% 271.4 3.8 3.1 0.7 5.3
both sources of income (farming and wage/pension/social benefits) 43.5% 479.2 3.6 3.0 0.6 3.6
Total 100.0% 345.2 3.3 2.7 0.5 2.7
Note: 2006 average monthly net wage in Serbia amounted to 260 € 
Source: World bank LSMS Serbia, 2007



Serbian small scale farming is thus characterized 
by numerous elderly households in remote areas, which 
operate with outdated machinery and techniques. Average 
size of agricultural households is 3.3 members (against 
average of 3.1 for all households), with an average used 
farm surface of only 2.7 ha (4 ha in Vojvodina, 2.3 ha in 
Central Serbia). Out of the agricultural households, a 
majority of 85% doesn’t cultivate the whole arable land 
surface that they own, mainly due to economic and socio-
demographic reasons (elderly households), and to smaller 
extent, technological reasons (see Table 3).

Table 3. Reasons why the household did not cultivate 
the total used arable land

 Crop rotation 2.5%
 Lack of financial means 19.7%
 Lack of workforce 28.8%
 Lack of equipment 13.9%
 Economic instability 23.4%
 Other reasons 11.7%

Source: World bank LSMS Serbia, 2007

Agricultural households’ standards of living 
remain relatively modest in comparison with their 
urban counterparts. Namely, minimal wage for which a 
person living in an agricultural household would accept 
to work for is net EUR 200 on average (EUR 250 for non-
agricultural household population, as of 2006), while about 

8% of agricultural households live under the poverty line 
(defined as household monthly consumption at less than 
EUR 110), versus 6.5% with non-agricultural households, 
according to LSMS data.

Large scale, intensive agricultural activity has been 
rapidly developing in recent years. This is driven by heavy 
investments financed by borrowing, IFI support or from 
own funds. Besides, in recent years there was reported 
a growing number of examples of vertical integration, 
i.e. moving the activity along the value chain into food 
processing and/or trade, and increasing regional market 
integration. These companies were the key drivers of the 
growth in agricultural products’ and processed food’ 
exports in recent years (see Figure 4).

According to NIN’s TOP 500 [9], [10], in the period 
between 2010 and 2012, the closely related agricultural 
and food processing sectors had above average profitability 
indicators (see Figure 5), all with a steady rise in number 
of employees. Moreover, the relative importance of Serbian 
agri-complex companies keeps increasing, as suggested 
by their rising number within the 500 largest Serbian 
companies – there were 108 in top 500 in 2012 (22% of 
total) up from 83 in 2011 (17%). 

Figure 4: Agricultural products and food exports
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Agricultural production is associated with various risks 
and these risks are often interconnected. Six types of risk 
are generally considered, according to their source [13]. 
First is production risk, concerning variations in crop yields 
and livestock production, affected by a range of factors: 
weather conditions, climate change, pests, diseases, as 
well as management of natural resources such as water. 
Second are price and market risks associated mostly with 
variability in output price, but also with variability of 
input price and integration in the food supply chain (with 
respect to quality, safety, new products etc.). Third group 
are regulatory risks connected with the impact of changes 
in agricultural policies (e.g. subsidies, regulations for food 
safety and environmental regulations) or trade policies. 
Fourth category of risks is technological risks associated 
with the adoption of new technologies. Fifth group of 
risks may be categorized under financial risks resulting 
from different methods of financing the farm business, 
subject to credit availability, interest and exchange rates, 
etc. Finally, there are human resource risks, associated 
with unavailability of personnel. 

Among these types of risks, production risks (yield 
volatility) and price volatility are usually considered the 
most important by farmers [14]. Both of these are expected 
to increase. On one hand, there appears to be an increase 
in occurrence of extreme weather events, possibly due to 
climate change, which will negatively affect yields [12], [13]. 
On the other hand, long-term supply/demand imbalances 
are possible worldwide, due to structural factors: increased 
protein intake demand – driven by population and 
income growth – combined with scarcity of water (due to 
pollution and increased meat consumption that requires 
more water), arable land and energy. 6 While somewhat 
offset by increasing yields and GMOs, the supply demand/
imbalances combined with weather events are likely to 
lead to tight stocks and increased price variability.

Output price variability is probably one of the biggest 
contributors to the overall risk in agricultural business. 
It arises due to the biological lag inherent in agricultural 
production. Obviously, producers must make production 
decisions months (even years for some crops) before they 
have a product to sell (i.e. before the actual crop prices are 
known). During this period, output prices may change 

6 For more details, see [12]

Figure 5: EBT margin of the 500 largest companies in Serbia*, average by sector of activity, in 2012
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dramatically in response to shocks in supply and demand. 
This may put farmers in a difficult situation, if commodity 
prices decrease dramatically during the production and 
marketing cycle. Due to low elasticity of both supply and 
demand, the responses to price shocks are slow. Since 
2005, food and above all – cereals commodity prices have 
become correlated with crude oil prices as oil has become 
not only the input in agricultural production but also an 
alternative to food, as subsidized biofuel production has 
raised the opportunity cost of selling crops for food (see 
Figure 6). 

Objective of risk management in agriculture may be 
various depending on agent in an economy. Some agents 
may focus on stabilizing food prices, other directly on 
stabilizing farmers’ incomes. Price volatility is a concern 
both at the macro level of governments (e.g. trade bill 
and inflation) and at the micro level, for producers and 
consumers. For example, a drop in commodity prices 
during growing season is negative for farmers but tends 
to benefit consumers. Nevertheless, producer’s objective 
should, besides profit maximization, take into account its 
income stabilization in the longer run including reduction 
in yield and price volatility. This objective has effects on 

investments in agriculture, because higher prices and 
income volatility increase risk premium, which decreases 
the rate of agricultural investments and growth.

Apart from being categorized according to their 
sources, risks can be classified according to the frequency 
of the occurrence of negative events and the magnitude of 
their impact. This kind of risks classification is directly 
related to risk management practice that may be applied. 

Risks associated with frequent events which do 
not cause large losses, such as “normal” fluctuations in 
prices and production, are managed on the farm. Risk 
management starts with decisions on the farm and at the 
household level: which outputs to produce, how to allocate 
land, which inputs and techniques to use. Diversification 
of activities on and off-farm normally contributes to 
reducing risk. The level of the farmer’s integration in the 
food supply chain also affects the degree to which the 
farmer is impacted by price volatility. Vertical integration 
– when the farm controls a commodity across two or more 
levels of activity – typically reduces risks associated with 
a variation in quantity and quality of inputs (backward 
integration) or outputs (forward integration). Vertical 
integration is more common in the livestock sector 

Figure 6: Food price, corn price and fuel price, index, January 2005=100, 1990-2014
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(integration backward into feed manufacturing) or in 
the fresh vegetables sector (integration forward into 
sorting, assembling and packing). Another example 
of farm risk management strategy is accumulation of 
financial reserves. General government policies, such 
as support for agricultural production or social and 
health protection, provide support in mitigation of this 
kind of risks. 

Events which are infrequent but lead to severe 
damage to a whole region (e.g. floods, droughts or disease 
outbreaks) typically fall under the catastrophic layer for 
which some insurance products may help but usually 
a high public involvement is necessary. Between these 
two extreme layers, there are risks with moderate loss 
probability and severity. These risks are well manageable 
by some market solutions as insurance, futures, contracts 
in production and marketing. 

Strategies to mitigate risk may be classified into 
risk transfer (production contracts, futures), risk pooling 
(insurance, cooperatives), and diversification in production 
(different activities or different crops). Different risk 
categories also require different providers: banks, insurance 
companies, governments or public private partnerships, 
and some risks are best managed on the farms by the 
farmers themselves.

The risks associated with agricultural production 
represent an important case for public policy involvement 
targeting, among other objectives, also income stabilization 
of agricultural producers. Hence, public policies in 
agriculture have usually much complex set of objectives 
and instruments. 

Competitiveness of one country’s agricultural and food 
production is directly related to agricultural policy and trade 
policy differences with regard to its trade partners. However, 
rising of local agricultural production competitiveness 
is not the only goal of agricultural policies worldwide 
as agriculture plays a more complex role in a society, as 
mentioned in introductory section. 

The major part of Serbian agriculture and food export 
is directed to the EU (see Table 4). Referring to the EU 
trade and agricultural policy is relevant for assessment 
of the competitiveness of Serbian agriculture. Moreover, 
an overview of the Common Agricultural Policy which is 
one of the major components of common EU budget is an 
excellent illustration of the complexity and evolution in 
time of objectives, principles and instruments of such a 
policy. The EU policy is also relevant from the perspective 
of Serbian integration path toward EU membership 
(candidate since 2012).

The initial case for the Common agricultural policy 
(CAP) dating back to the period of constitution of EEC in 
the late 1950s laid in the argument that a possible failure 
to absorb a high rate of labor exit from agriculture would 
cause a relative and perhaps absolute decline in agricultural 
income for a (then) substantial part of the population, 
which would destabilize society and in any event not be 
socially acceptable. Another political driver to create CAP 
at the time was the wish of EEC6 countries to be largely 
self-sufficient after the war experience of hunger and food 

Table 4: Geographical distribution of Serbian agriculture products and food export

    2004 2005 2006 2007 2008 2009 2010 2011 2012

Imports from Serbia,  
in % of total

World 0.1 0.1 0.1 0.1 0.2 0.2 0.2 0.2 0.2
EU27 0.1 0.1 0.1 0.2 0.2 0.2 0.2 0.2 0.3
CEFTA 7.9 8.2 9.5 12.3 15.9 17.3 16.9 14.2 15.2
Russian Federation 0.1 0.1 0.1 0.2 0.2 0.2 0.4 0.4 0.4
Turkey 0.1 0.1 0.1 0.1 0.0 0.1 0.1 0.1 0.1

Serbian export destinations,  
in % of total exports

World 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
EU27 54.9 54.1 48.6 51.7 41.0 47.8 48.5 51.0 51.8
CEFTA 39.1 36.7 36.8 40.4 52.3 46.0 42.9 40.0 38.3
Russian Federation 2.0 2.2 3.0 3.8 3.8 3.2 5.6 6.2 6.0
Turkey 0.2 0.2 0.3 0.2 0.1 0.2 0.5 0.3 0.2

Source: UNCTAD



shortages. These main cases justified main objectives 
of the agricultural policy but with time its instrument 
became inappropriate which caused a several waves of 
CAP reform. The three principles underlying the CAP are 
a single product market, European Community preference 
(that is, protection) and financial solidarity among the 
Member States. The five main objectives of CAP are: 
increase in agricultural efficiency, market stabilization, 
supply security, reasonable prices for consumers and 
fair standard of living for farmers where the last one was 
paramount among five objectives. CAP has undergone 
several waves of reforms starting from 1992 driven by the 
EU budget quarrels on the overall size of expenditures, 
trade conflicts due to export subsidies and World Trade 
Organization (WTO) driven liberalization pressures, 
CAP intrinsic regulatory failures and a need to pay more 
attention to rural development [11, p. 235]. These reforms 
have in general increased market orientation toward 
agriculture while providing income support and safety 
net mechanisms for producers, improved integration of 
environmental requirements and reinforced support for 
rural development. 

The last CAP reform is adopted in 2013 and concerns 
the next seven-year period. It was mainly driven by economic, 
environmental and territorial challenges [3, p. 2] implying 
that the EU agriculture needs to attain higher levels of 
production of safe and quality food, while preserving the 
natural resources that agricultural productivity depends 
upon. CAP consists of two pillars: first is market management 
and direct payments and second is rural development. 
The reforms concerned its instruments reflecting in the 
reduction of market interventions (quotas, subsidies and 
levies) to only 5% of total CAP expenditure while direct 
payments became the major source of support and most 
of them are decoupled from production (producer instead 
of product support). The most important element of the 
new CAP under this firs pillar is the newly introduced 
“greening” payment: in future, 30% of direct income support 
for farmers will be granted only if they observe certain 
farming practices that are beneficial for the environment 
and the climate rewarding farmers in that way for delivering 
public goods (biodiversity, water quality and availability, 
air quality, landscape etc.).

The second pillar of CAP being rural development 
policy (absorbing about 80% of total CAP budget in 2007-
2013 period) has remained untouched by the last reform. 
It is implemented through national and/or regional rural 
development programs. These last have to be built in more 
strategic approach based upon at least four of the six common 
EU priorities being: (1) Fostering knowledge transfer and 
innovation in agriculture, forestry, and rural areas, (2) 
Enhancing farm viability and competitiveness of all types 
of agriculture in all regions and promoting innovative farm 
technologies and sustainable management of forests, (3) 
Promoting food chain organization, including processing 
and marketing of agricultural products, animal welfare and 
risk management in agriculture, (4) Restoring, preserving 
and enhancing ecosystems related to agriculture, food and 
forestry sectors, (6) Promoting social inclusion, poverty 
reduction and economic development in rural areas [3, p. 9].

Serbian trade policy is directly linked to competitiveness 
of own agricultural and food products. In that respect, the 
most important agreement for Serbia’s agriculture is the SAA 
with the EU. Witnessed by some previous EU enlargements, 
agricultural producers face the most challenges on the 
way to entering the EU, but they also stand to profit the 
most from it upon obtaining full membership. Hence, the 
logic behind procedure of obtaining full membership is to 
shorten the period as much as possible, as prolongation of 
talks incurs additional costs for farmers. Namely, in the 
pre-accession period, a country needs to open its borders 
for the EU products and adapt to the EU strict standards. 
Precisely for this reason, most adhering countries strived 
to make the year of accession to the EU and year of trade 
liberalization coincide, as to avoid the situation in which 
they do not benefit from membership, but have no tariff 
protection. During this sensitive period, the EU provides 
some support (currently under so called IPARD7 funds), 
but it is much smaller than the post-accession support 
under CAP. Serbia’s liberalization with the EU effectively 
occurred in 2014, with the full implementation of SAA 
after six years of gradual reduction of tariffs, following 
Serbia’s unilateral application of SAA. The average tariff 
on agricultural and food products is reduced to 2.49% 
from 22%, while the full membership negotiations have 

7 Instrument for Pre-accession Assistance in Rural Development
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only started in 2014 with full membership unlikely to 
happen in years ahead and probably not in this decade. 
This time gap is particularly risky for the agricultural 
sector, especially with the current level of competitiveness, 
investment capacity and level of average compliance with 
EU standards. Moreover, Serbia found itself in a situation 
where it has liberalized its trade, without completing 
conditions for using any pre-accession (IPARD) funds 
envisaged to facilitate upgrade of level of rural development 
including attaining of the EU standards [17, pp.10-11]. 

Moreover, Serbian agricultural budget is limited in 
absolute terms and in a way also in relative terms. Namely, 
while EU’s agricultural budget has been somewhat smaller 
relative to overall output than Serbia’s in the past decade 
(0.5%-0.4% of GDP in EU against 0.7% of GDP in Serbia), 
share of agriculture in EU’s GDP is substantially lower 
(1.6% of GDP in EU28, against app. 10% in Serbia)

In the past, Serbian agricultural policy was characterized 
by its unpredictability reflected in frequent changes of 
objectives and instruments, effectively nonexistent strategy 

of agricultural development (in spite of having formal 
strategy in some periods in recent past), agricultural 
budget that is below the needs and that’s smaller than 
the budget of competitor countries (per hectare, per farm, 
as a percentage of total state budget or as a percentage of 
GDP), uncertainty as to the size of agricultural budget, 
reactive instead of proactive development approach, 
undeveloped institutions some of which formally exist 
without operating in practice [17]. 

For the purpose of an analysis and illustration of the 
farm business including financing aspect, we take here 
an example of a 100 ha farm in Serbian lowland area with 
high quality of soil. We alternate some technological and 
financial aspects of production using real technological 
inputs obtained from business insiders in terms of 
quantities, current prices as well as yields in the period 
from 2008 to 2013. We include subsidies that were 

Table 5: Assumptions of the model and alternative scenarios

Scenario 1 Scenario 2 Scenario 3 Scenario 4 Scenario 5 Scenario 6 Scenario 7

Average 
technology

Premium 
technology

Premium 
technology with 
insurance (no 
irrigation)

Premium 
technology with 
irrigation - Loan 
10y, 7%

Premium 
technology with 
irrigation - Loan 
5y, 10%

Planting seed corn 
- with irrigation 
-Loan 10y, 7%

Planting seed corn 
- with irrigation 
-Loan 5y, 10%

Sub optimal 
agro technical 
measures 
reflecting average 
cultivation 
method. 

Optimal agro 
technical 
measures applied. 

Insurance against 
drought, premium 
paid all over the 
period.

Irrigation system 
installed at 2,000 
Euro per hectare 
at the beginning 
of the observed 
period.

Irrigation system 
installed at 2,000 
Euro per hectare 
at the beginning 
of the observed 
period.

Stable selling price 
all over the period 
observed (800 
Euro per Tonne).

Stable selling price 
all over the period 
observed (800 
Euro per Tonne).

             

Medium quality 
seed planted and 
lower quality 
and quantity of 
fertilizers applied. 

High yield hybrid 
seed planted and 
optimal quality 
and quantity of 
fertilizers applied.

Insurance 
compensation is 
received in 2012, 
40% of insured 
amount.  

Investment in 
irrigation system 
financed by loan 
with 7% p.a. 
interest rate and 
10 years maturity.

Investment in 
irrigation system 
financed by loan 
with 10% p.a. 
interest rate and 5 
years maturity.

Investment in 
irrigation system 
financed by loan 
with 7% p.a. 
interest rate and 
10 years maturity.

Investment in 
irrigation system 
financed by loan 
with 10% p.a. 
interest rate and 5 
years maturity.

             

Average yield in 
period 2008-2013 
is 5.7 t/ha

Average yield in 
period 2008-2013 
is 8.8 t/ha

Average yield in 
period 2008-2013 
is 8.8 t/ha

Average yield in 
period 2008-2013 
is 12 t/ha

Average yield in 
period 2008-2013 
is 12 t/ha

Average yield in 
period 2008-2013 
is 2.9 t/ha

Average yield in 
period 2008-2013 
is 2.9 t/ha

Output sold in September (no storage) at current price on Novi Sad product market.
Installation of irrigation system provided necessary condition for planting of seed corn (higher value added product).

Size of the farm: 100ha, providing for scale economy in terms of machinery and labour cost. 
No overhead farm cost allocation. 

Received subsidies according to ruling scheme by each year. 
Land is rented by 200 Euro per hectare all over the observed period.

Production costs including (seed, fertilizer, protection, machinery rent, labor, fuel and water) are financed by working capital loan during 7 
months from planting to harvest, with interest rate of 13% p.a.

Source: Author
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effectively paid to farmers along this period according to 
the ruling regulation. We model the cash flow in seven 
different scenarios in order to illustrate the risks and 
opportunities from different technological and financial 
solutions for the same crop farm. The presented model 
is also illustrative from the point of competitiveness of 
the corn production in Serbia as selling prices applied in 
the model were following global price trend being even 
a little bit below prices from Budapest, Paris or Chicago 
market. Table 5 contains main underlying assumptions of 
the model as well as some information that help interpret 
the results such as average yield over the observed period 
while Figure 9 contains applied output prices as well as 
prices from international market for comparison needs.     

The analysis of net cash flow in seven alternative 
scenarios leads to the following main messages (see 
Figure 7 and Figure 8 for illustration). First, the major 
relative improvement in average net cash inflow along 
the observed six years period may be attained by the 
improvement of cultivation technology in mercantile corn 
production i.e. passing from Scenario 1 to Scenario 2 by 
applying higher quality seed, more and better fertilizers, 

protection measures, soil treatment and know how. Second, 
the average technology (Scenario 1) production became 
uncompetitive in 2013 when market prices decreased as 
it resulted in a negative net cash flow. Third, the average 
net cash flow gets additionally improved with insurance 
against drought (Scenario 3) as a significant drop in 
income in 2012 is compensated from insurance benefits 
repaying sum of annual net outflows on insurance 
premium along the observed period. Fourth, although 
yield varies from one year to another in each scenario, 
overall income volatility is mostly affected by market 
price volatility of output which is driven by world trends 
and registered a surge in 2010-2012 period and a drop in 
2013. Fifth, investment in irrigation system decreases yield 
volatility. However, it implies a large initial investment and 
additional annual expenses on maintenance and fuel. We 
modeled two different scenarios of financing of the initial 
investment in irrigation system. All further scenarios 
suppose financing of irrigation equipment installed from 
the beginning of the observed period by an investment 
loan that is being repaid annually. In Scenario 4 and 
Scenario 6, we suppose a loan with fixed interest rate at 

Figure 7: Net cash flow by alternative scenarios in terms of technology and financing : mercantile corn and seed corn
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7% and 10 years maturity. These are terms that are hardly 
obtainable on the market and are rather provided by some 
development or subsidized program. Alternatively, Scenario 
5 and Scenario 7 assume irrigation investment financing 
by a rather commercial loan with 10% interest rate and 
with 5 years maturity. Both loans are hardly bearable for 
mercantile corn producer, though 10y loan repayment 
is resulting in positive net cash all along the period but 
with tiny net cash levels in three out of six years covered 
by the model. Nevertheless, irrigation is a precondition 
for many higher value added crops, and in order to stay 

technologically close to other assumptions of the model, 
we suppose that the observed producer switches to seed 
corn production since the introduction of the irrigation 
system. The seed corn has much stable selling price and 
yield though the yield was somewhat lowered in 2012 
drought season despite irrigation. Both scenarios assuming 
seed corn cultivation result in significantly higher net cash 
that any other scenario. In both Scenario 6 and Scenario 
7, loan repayment is possible without causing illiquidity 
in any of the observed years. The last implication of this 
analysis is that irrigation system investment is worth and 

Figure 8: Volatility of net cash flow and yield, by scenario, standard deviation 2008-2013
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Figure 9: Prices of mercantile corn and seed corn
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bearable in terms of liquidity in the case of higher value 
added crops. The last holds even in the case of commercial 
loan terms. However, some easing of the financial burden 
to agriculture production by participating in risk premium 
and providing longer term financing may additionally 
support the competitiveness of produced crops.

It is worth to note here that typical producer in 
Serbia has no necessarily a free choice of switching to 
seed corn production, as apart from somewhat different 
planting technology, it requires previous agreement with 
purchaser of certified seed and as it is not traded on the 
commodity market. It is, however, used in this case study 
for an illustration of high value added crop planting. Similar 
results may be obtained using vegetables or fruits. These 
high value added crops are generally considered rentable 
and therefore used in practice on irrigated land fields.

Serbia has a large agricultural sector, whose potentials 
are based mainly on high quality arable land, favorable 
continental climate and abundant labor. In order to reach 
its full potentials, Serbian agriculture needs to overcome its 
overall low level of productivity. Although a small number of 
larger producers is already able to compete and participate 
in global markets, as they have already reached critical 
size and have invested in technology, thus reaching high 
productivity levels, most agricultural producers’ activity is 
characterized by old technology, undercapitalized production 
and low value added. The latter suggests a wide room for 
production gains, within a global market that is expected 
to grow in the forthcoming period [12].

Agricultural development and improvements in 
productivity represent a significant opportunity for 
Serbian economic prospects, but it should also represent 
a foundation for investments along the value chain into 
industry and services in order to provide sustainable 
economic development.

However, agricultural policy making process needs to 
aim double objectives. While it is important to stimulate large 
scale agricultural production and competitiveness, policy 
making also needs to take into account the importance of 
small scale farming for the social well-being, as very large 

share of Serbian agricultural jobs are concentrated in small, 
relatively unproductive farms. This issue could partially 
be addressed by encouragement of co-operative farming, 
in order to facilitate higher competitiveness for market-
oriented family farms, via effects of scale economy, direct 
access to markets and pooling of certain risks. However, 
this enablement needs better institutional framework.

Adequate well-designed policy approach is crucial 
given limited resources. In addition to creating the 
appropriate fiscal space, Serbia must build the institutional 
capacity for allocation of earmarked IPARD resources, 
as the recent experience from the new member states 
in the EU shows that insufficient absorption capacities 
of potential beneficiaries is one of the key reasons for 
underperformance of SAPARD (IPARD) programs [15]. 

A major challenge stems from almost complete 
liberalization of trade between Serbia and the EU starting 
from 2014, with the domestic agricultural sector losing tariff 
protection, while in overall it lacks level of standards of its 
European counterpart and enjoys a lower level of direct 
income support. In this context, a start of IPARD-based 
financing (which hasn’t been utilized so far) is essential for 
maintaining and improving the level of competitiveness, 
but also a coordinated public and private investment cycle 
in technology, knowledge and infrastructure.

Agriculture is a risky business for individual producers 
– as we show on our case study of a corn farm – with 
risks mainly connected to price and yield volatility. Well 
understanding of these risks and their recurrence, is the key 
to their mitigation, but also represents challenge for the cash 
flow stability and repayments in case of external financing.

Investments in storage capacities, irrigation, 
specialization in crops, value chain integration toward 
higher value added products, investment in branding 
and marketing, improving the know-how and technology, 
insurance against disasters, as well as fulfillment of the 
ongoing ruling standards, are all necessary for development 
of the agricultural sector.

As self-financing of some of these investments 
may prove to be too heavy for individual producers, 
there is a large need for participation in risk mitigation 
by development agencies, specialized lines, IFIs and 
the state in order to decrease the costs of financing and 
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increase maturity of loans. Moreover, a coordinated shift 
toward higher value added products jointly with efforts in 
branding and marketing in international market may be 
a way toward more sustainable structure of agricultural 
output, able to provide much more stable cash flow and 
ability to bear higher investments financed even from 
commercial loans.
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Planning involves defining goals and ways to attain them, 
through strategies, projects, action plans, policies, rules 
and procedures. Planning is a result of the tendency of 
people to manage future events or to react to them in a 
timely manner. An English proverb says: “Forecast is always 
wrong.” Other authors [17] argue that planning, especially 
by the Government, does not produce the expected result 
due to the complexity and rigid nature of the process, and 
due to the great influence special interest groups have on 
designing and implementing important strategies.

At first glance, it seems that any planning, especially 
strategic planning with longer time horizon, is futile. 
Numerous companies fall into this trap as well and see 
their strategic plans and business plans only as marketing 
documents they hand out to their financial institutions 
and business partners in hard cover, not believing in their 
soundness and potential for implementation. 

However, the initial fault of this approach is the fact 
that forecasting and planning should result in surgically 
precise projections of the future, which is certainly not 
possible. Planning should be understood as a flexible process 
with overall contingent consideration of possible future 
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scenarios and preparation of responses to possible events. 
Plans are also the basis for controlling the attainment of 
the defined goals. Without plans, there are no standards 
for measuring performance of the persons responsible, 
and therefore, no stimulative impulse for improving the 
operations of any organisation. 

Typically, strategic plans are developed by profit 
organisations. During recent several decades, strategic 
planning has become increasingly important for non-
profit organisations as well, including the Government and 
local self-government. Namely, there is a consensus that 
it is necessary for any organisation to define its strategic 
goals, based on a detailed diagnosis of external trade and 
international competence, and then to design a strategy 
to attain those goals. It is also interesting to note that, in 
recent years, state institutions have been taking the strategic 
planning tools from the economy, so that now the use of 
traditional strategic planning tools has become almost a 
standard in developed countries. These are tools such as 
benchmarking, SWOT, portfolio analysis, performance 
management, management by objectives, strategy maps, 
balanced scorecards, total quality management, value 
chain, and value networks, and many other tools.

This paper discusses the topic of national strategic 
planning as a basis for improving competitiveness of a 
country. The aim of this paper is to examine possible models 
for strategic planning and to propose a framework model 
of strategic planning for the Republic of Serbia, given its 
local specifics. The first part presents specifics of national 
strategic planning as opposed to business planning. The 
second part presents public administration models, with 
particular focus on the New Public Management model. 
The third part offers a detailed analysis of the zero strategic 
point of Serbia, current strategic documents and the 
strategic planning process within state administration. 
The fourth part of the paper analyses useful comparative 
strategic documents of national institutions and countries. 
The fifth part proposes an advanced strategic planning 
model for the Republic of Serbia. The last part summarises 
major conclusions of the paper.

There are several major specifics of national strategic 
planning as opposed to business planning. 

Firstly, strategic planning at the national level 
requires longer time horizon, since it is practically based 
on visionary planning. A detailed vision is subsequently 
specified in detailed strategic goals and action plans. In 
terms of planning horizon, there is a tension between 
politicians, who insist on short term results due to short 
election cycles, and national professional technocracy, who 
seeks to also attain goals that require longer time horizons.

Secondly, cascading goals at national level have much 
more levels than in a typical corporation. Goals have to 
be cascaded from the national level down to regional 
level, local self-government, individual state agencies, 
institutions and the like. In other words, the process of 
harmonisation of goals and their implementation on the 
national level is much more complex and demanding. 

Thirdly, there is a major difference in the initial mission, 
which, in this case, is securing room for attaining a higher 
level of satisfaction of the citizens (voters, taxpayers) as key 
stakeholders. As a result of this, the strategies designed and 
implemented by the state administration are significantly 
different from the strategies of companies. Specifically, 
state administration combines two approaches at the same 
time: the political one and the managerial one. It takes 
skill and a strong consensus of political rulers to reconcile 
the two approaches. In practice, this is often a utopia due 
to the usual domination of the political approach over the 
managerial one. The difficult and unpopular strategic 
decisions, for example, are delayed or diluted by means 
of slow or partial implementation. Also, there is an open 
question of what the demands of citizens really are, that 
is, what the demands of different segments of citizens are. 
Very often, the strategic goals of managerial character, 
especially in the period before political elections, are 
overwhelmed or deformed by goals originating as a result 
of political mathematics and goals that are expected to 
bring the largest number of votes and seats.
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Fourthly, the structure, processes, and organisational 
culture in state administration are much more rigid than 
in a typical profit-oriented corporation. This significantly 
complicates the harmonization of strategic goals and the 
subsequent coordination of their implementation, primarily 
because of the tendency to maintain the status quo, and 
not to implement organizational changes.

 Fifthly, such an inflexible context, which is manifested 
in the existence of strong informal groups that hinder even 
the slightest change, significantly complicates the process 
of allocating responsibility to individual subjects as well 
as measuring individual results. For example, what is the 
basis for measuring the success of a minister during the 
period of reconstruction of the Government or that of a 
director of a public enterprise? What are the performance 
indicators and what is the responsibility of the subject 
accountable for a particular goal? In state administration, 
it is very difficult to protect performance indicators and 
the source of information from banal relativism, and it 
is even harder to introduce the logic of differentiated 
remuneration. Very often, the defensive mechanism of 
the people whose performance is being measured is that 
the performance indicator is not good or that the data 
underlying the measurement results are inadequate. In the 
business world, this kind of discrediting happens much 
more rarely, and since they insist on one source of “the 
truth” (for example, business intelligence applications that 
generate automated quarterly reports on the performance 
of managers), which is then used as the basis for variable 
remuneration of managers.

Another specificity of the state strategic planning 
is the fact that strategic plan is funded mainly from 
the state budget and implemented through the use of 
internal administrative resources with the help of external 
consultants. In a situation with limited resources, it is 
necessary to prioritize strategic goals and adjust their 
implementation calendar.

Regardless of the specific problems in the application 
of the concept of strategic planning at the state level, this 
approach becomes inevitable and unavoidable. This is 
especially important for Serbia as a transition economy 
that cannot provide the overall development of the whole 

society without visionary approach on the national level 
and systematic strategic approach. 

The path proposed to Serbia on the road to improving 
national strategic planning is the introduction of adjusted 
New Public Management approach [3]. By adjusted, we 
mean adjusted to local specifics of Serbia, especially in the 
part of the existing capacities of the public administration. 
It is a management philosophy of public administration 
with the idea of modernizing it and making it more 
efficient [2]. Representatives of this approach advocate the 
application of management philosophy from the private 
sector in public administration, to the extent possible. The 
key objective is to establish the smallest possible and most 
efficient state administration that will periodically account 
for the achievement of strategic goals and the fulfilment of 
their action plans and project plans and key performance 
indicators, which are known in advance to all relevant 
representatives of the state administration and which are 
aligned with the state budget. The idea is to divide state 
administration, in line with the divisional model, into a 
smaller number of systems (strategic business units) and 
to stimulate entrepreneurial competition between these 
systems in terms of the achieved performance level. In 
addition, this stimulates competition between public 
systems and private systems. Citizens are seen as atomized 
shareholders (owners of the state) and consumers (users 
of public services). There is always a question of whether 
internal savings can be achieved and whether services can 
be delivered in a cheaper and more efficient manner [9].

By the nineteen eighties, public sector administration 
was considered to be a centralized process, which stems 
from the budgetary framework, and which is implemented 
almost automatically through pre-defined policies and 
programs. The New Public Management approach insists 
on a bottom-up logic, which means that plans are created 
by a large number of stakeholders, such as politicians, 
government officials, business representatives, citizens, 
and many others. In this process, it is always insisted that 
a distinction be made between the entities that create a 



plan and the entities that will implement the plan. In 
considering new plans, there is always the question of 
the effects the implementation of these plans will have on 
the citizens as key stakeholders. Namely, this approach 
always insisted on public value as a key result, which was 
a shocking novelty, considering the fact that never before 
had the Government been regarded as an institution that 
should create value.

This approach argues that state administration strategy 
makes sense only if it respects the so called strategic triangle 
with three key criteria: 1) Strategy creates public value, 2) 
Strategy is legitimate and is politically sustainable, and 
3) Strategy is operationally and administratively feasible. 
Experience has shown that, in practice, the most difficult 
things to reconcile are points 1 and 2, i.e. the managerial 
and political dimensions, respectively.   

Perhaps the best representative of this approach is 
Margaret Thatcher, former Prime Minister of Great Britain 
[15]. In those times of economic stagflation, there was 
great dissatisfaction of the citizens with the former state 
bureaucracy. The then Prime Minister realized the necessity 
of fundamental changes, but that a key condition for the 
success of that change was to provide political support. 
She was aware that state administration is a system that 
vigorously defends the status quo. She therefore assumed 
the role of a “political entrepreneur” and began a general 
reform of the public sector in the areas of organization, 
operational methodology, labour relations, cost management, 
reporting system, evaluations and remunerations, and the 
implementation of public procurements. Each ministry 
and state administration organization set their own goals 
for whose attainment they were responsible. For this 
purpose, the Efficiency Control Unit was formed within 
the Office of the Prime Minister.

This approach was later taken over by other countries 
such as New Zealand, Australia and Sweden, and later on 
America, too. For example, at the beginning of his first 
term, Bill Clinton introduced the National Performance 
Review and the Government Performance and Results Act 
[1]. Also, the OECD established the Public Management 
Committee and Secretariat − PUMA with the aim of 
emphasizing this segment of social development.

An increasing number of authors believe that the 
optimal model of governance is a milder New Public 
Management approach, the so called Neo-Weberian State 
[4], which is advocated by Germany and France, with the 
introduction of managerial logic into the functioning of 
public administration, but with simultaneous reaffirmation 
of the state as an integral managerial subject [7]. Namely, 
extreme New Public Management has shown a number 
of weaknesses and the need for on the fly adjustments. 
For example, one of the weaknesses is the theory on the 
formation of quasi markets between the state and the 
private sector which is certainly not possible in a situation 
of natural monopoly. The same is true for the practice of 
entrusting the provision of certain services to the private 
sector, which often led to a drop in efficiency due to lack of 
capacity or to a significant increase in the prices of services. 
Furthermore, the practice of hiring foreign experts did 
not provide a result within the projects of public sector 
reforms, due to lack of flexibility and adaptability to the 
local context when implementing a new model.  

The foundation for strategic planning is strategic analysis, 
and the definition of the starting point of various relevant 
aspects. Notwithstanding the significant number of 
deficiencies, very often the basis for defining the starting 
point of Serbia is the Global Competitiveness Index (Global 
Competitiveness Index) of the World Economic Forum 
(World Economic Forum)1. Its advantage is the fact that it 
shows integral diagnosis of a state, including a significant 
number of indicators of economic, social, technological, 
environmental, legal, demographic, and political nature. 

 The World Economic Forum ranks countries based 
on competitiveness elements, which are included in 
the calculation of the pillars of competitiveness, which 
comprises the values of the sub-indexes of competitiveness 
and finally the Global Competitiveness Index. The values   
of this index and its sub-indexes and the pillars for Serbia 
in the period of 2010-2013 are shown in Table 1.

1 http://www.weforum.org/
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In short, Serbia’s ranking is not encouraging, and 
it has the worst rankings in the following segments: 
corruption, inefficient administration, political instability, 
inadequate infrastructure and insufficient and expensive 
capital. The quality of strategic planning, as a factor 
of competitiveness, can be placed in the first pillar of 
competitiveness − Institutions, which ranked low. 

Table 2 shows GCI values for Serbia and other 
countries in the region in the period of 2010-2013. It is 
evident that the ranking of Serbia has deteriorated and 
is currently the worst in the region.

There is an unanswered question of whether we have 
defined our starting point given a significant number of 
social contradictions that arise from undefined starting 
point (undefined territorial issue, socialism vs. neo-
liberalism, state strategic partnerships, and many others). 
Resolving these issues is the basis for building cohesion 
in the society, without which it will not be possible to 
reach consensus on key strategic directions of the state 
in the future.

Notwithstanding the fact that starting point is defined 
only vaguely and that discontinuity is more normal than 
exceptional, there is still room for the state to offer and 
set its key strategic directions. Now, we wish to observe 
the position of the state regarding key strategic issues 
and to examine the current strategic documents of the 
Republic of Serbia.

Development Strategies are prescribed by the Law 
on the Government and the Rules of Procedure of the 
Government as documents adopted by the Government. 
Article 45 of the Law on Government2 prescribes that the 
strategy is a means by which the Government establishes 
the situation in a particular field, as well as measures to be 
taken for its development. The Law on State Administration, 
in Article 12, prescribes that state authorities, inter alia, 

2 With the Development Strategy, the Government shall establish the situ-
-
-

Article 45

 

Table 1: The GCI values by pillars of competitiveness

Item no. Index elements 2010-2011 2011-2012 2012-2013 2013-2014
Total position 96 3.8 95 3.9 95 3.9 101 3.8

I Basic requirements sub-index 93 4.1 88 4.3 95 4.1 106 4.0
1 Institutions 120 3.2 121 3.2 130 3.2 126 3.2
2 Infrastructure 93 3.4 84 3.7 77 3.8 90 3.5
3 Macroeconomic framework 109 4.0 91 4.5 115 3.9 136 3.4
4 Health care and primary education 50 6.0 52 5.8 66 5.7 69 5.7
II Efficiency drivers sub-index 93 3.7 90 3.7 88 3.8 92 3.8
5 Higher education and training 74 4.0 81 4.0 85 4.0 83 4.0
6 Efficient goods market 125 3.6 132 3.5 136 3.6 132 3.6
7 Efficient labour market 102 4.1 112 3.9 100 4.0 119 3.9
8 Developed financial markets 94 3.8 96 3.7 100 3.7 115 3.5
9 The ability to harness the benefits of the existing technologies 80 3.4 71 3.6 58 4.1 60 3.9

10 Market size 72 3.6 70 3.6 67 3.6 69 3.7
III Innovation sub-index 107 3.0 118 3.0 124 3.0 125 3.0
11 Sophisticated business operations 125 3.2 130 3.1 132 3.1 137 3.2
12 Innovation 88 2.9 97 2.9 111 2.8 112 2.9

Source: [18]

Table 2: Relative position of Serbia as compared to other countries in the region

Albania B&H Croatia Macedonia Montenegro Slovenia Serbia
GCI Rank GCI Rank GCI Rank GCI Rank GCI Rank GCI Rank GCI Rank

2010 3.9 88 3.70 102 4.0 77 4.0 79 4.4 49 4.4 45 3.8 96
2011 4.1 78 3.8 100 4.1 76 4.1 79 4.3 60 4.3 57 3.9 95
2012 3.9 89 3.9 88 4.0 81 4.0 80 4.1 72 4.3 56 3.9 95
2013 3.8 95 4 87 4.1 75 4.1 73 4.2 67 4.3 62 3.8 101

Source: WEF
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propose to the Government development strategies and 
other measures to shape government policy. The Law on 
Ministries defines the scope of work of all ministries and, 
inter alia, prescribes the obligation to develop the strategy 
in the fields for which the ministry is competent. The 
Rules of Procedure of the Government defines the layout 
of the Government Annual Program of Action and the 
Government Report.  

In the previous period (2001-2013)   a large number of 
strategic documents of the Republic of Serbia were made (the 
author estimates that there about 130 strategic documents) 
that can be grouped by pillars of competitiveness (Table 
3 shows examples of strategies that are predominantly 
adherent to each of the pillars of competitiveness). Each 
strategy, depending on its objectives and planned activities 
for its implementation is related to one of the twelve pillars 

Table 3: Examples of current strategic documents by pillars of competitiveness
Pillar I: 
Institutions

Pillar II:
Infrastructure

Pillar III:  
Macroeconomic 
framework

Pillar IV:
Healthcare and primary 
education

Pillar V: 
Higher education

Pillar VI:
Market efficiency

Pillar VII: 
Labour market efficiency
Pillar VIII: 
Financial markets 
development
Pillar IX: 
The ability to harness the 
benefits of the existing 
technology

Pillar X: 
Market size
Pillar XI: 
Sophisticated business 
operations
Pillar XII: 
Innovation
Source: The author



which, according to the World Economic Forum, determine 
the level of productivity and consequently the achieved 
level of development of a national economy.  

The latest attempt to create an umbrella strategy 
resulted in the National Sustainable Development 
Strategy of Serbia, which was created in 2008, for the 
period of 2009-2017. This strategy sees good geographical 
position, the wealth of natural resources and rich cultural 
infrastructure as key advantages of Serbia. Key weaknesses 
are institutional decapacitation, regional inequalities, poorly 
executed privatization, low level of direct investment, 
underdeveloped physical infrastructure, brain drain, and 
deficit of professional staff, low investment in research and 
education, high unemployment and growing environmental 
pollution.   

This strategy defines the goals and strategic priorities 
within four components. These are: the economic dimension, 
the social dimension, the environment and natural 
resources, and the institutional framework. This strategic 
document defined the vision of Serbia as a country which, 
in 2017, is institutionally and economically developed, 
with adequate infrastructure and fully harmonized with 
the EU standards in terms of its functioning. The Strategy 
sets out five key strategic priorities, which support the 
achievement of the aforementioned vision. These are: 1. 
Membership in the EU; 2. Balanced economic development; 
3. Development of people and their employment; 4. 
Development of infrastructure and balanced regional 
development; 5. Rational use of natural resources. In 
addition to the priorities, the vision is also supported 
by the following strategic principles, which are derived 
from the Declaration on Sustainable Development from 
Johannesburg, The Millennium Development Goals and 
the EU Sustainable Development Strategy. These are the 
following eight principles: 1. Inter and intra generational 
solidarity (meet the needs of the present generation 
without compromising the rights of future generations to 
meet their needs); 2. Open and democratic society (access 
to information and justice. guaranteeing civil rights. 
encouraging public participation in decision-making); 
3. Knowledge-based economy (promote education and 
innovations); 4. Social inclusion (equal opportunities for 
all, minimize polarization and reduce poverty); 5. Triple-

bottom line (link environmental issues to economic and 
social factors); 6. Precaution (protect environment and 
preserve natural balance); 7. Externalities (polluters 
must pay for pollution costs); 8. Sustainable production 
and consumption (reduce pollution while providing 
economic growth). 

The analysis of current policy documents in Serbia 
suggests the following conclusions [3]. Firstly, most of the 
strategies were adopted in 2008-2011. Secondly, most of 
the strategies were adopted by the Government of Serbia, 
and a small number by the National Assembly. Thirdly, 
the implementation period of a strategy is usually from 
one to five years. A quarter of strategic documents did 
not define the period of observation. Such is the case, for 
example, with the Defence Strategy of the Republic of 
Serbia. Fourthly, less than 30% of strategic documents 
have clearly defined action plans, more than 25% 
overlap, less than 10% have a mechanism for monitoring 
and measuring performance. A significant number of 
documents are extensive, outdated, too broadly defined, 
vaguely written, and with too many strategic goals. The 
SIGMA Report recommends that 20% of the strategies 
should be discarded immediately, 33% implemented and 
47% correct and only then implemented [14]. Fifthly, the 
strategic documents are mutually incompatible, as a result 
of the lack of an umbrella strategy document.

The text below deals with the analysis of the current 
strategic planning process in the Republic of Serbia.

Firstly, awareness of the importance of strategic planning 
is not currently present in the Serbian administration. 
Notwithstanding the significant number of initiatives 
(such as the Serbian European Integration Office and the 
General Secretariat of the Government), there is still no 
unique and coherent framework for strategic planning in 
Serbia [10]. Consequently, we have a situation where each 
ministry develops its strategic planning documents (mainly 
development strategies) without any consideration whether 
their goals are compatible with medium and long term 
goals of the state, nor how these goals are aligned with the 
strategic goals of other ministries. Isolated development 
of strategies of individual ministries without consultation 



and cooperation with other departments will not produce 
satisfactory results in the field of   economic recovery and 
improving national competitiveness. 

Secondly, the insufficient resources and inadequate 
administrative capacity have led to the fact that important 
strategic documents are not prepared or that are prepared 
in a completely inadequate way. Sometimes, this is coupled 
with insufficiently qualified foreign consultants, who 
are trying to apply an indigo approach to the strategic 
planning process, which cannot produce a good result [10]. 
Such documents are not aligned with each other and lack 
comparable content and the depth of analysis. The planning 
and the implementation of strategies suffer from problems 
of internal decapacitation due to insufficient training of 
civil servants in the planning, monitoring, evaluating 
and reporting. In addition, these activities are seen as 
an “extra work for the same pay”. The level of quality of 
planning is reflected in the fact that, in 2012, only about 
30% of the points discussed at Government sessions were 
envisaged by the Government Annual Program of Action. 

Thirdly, the regulatory framework is a significant 
problem. Namely, the regulations, which we have mentioned 
earlier, do not define a common framework for planning 
at the national level. The regulations govern only parts 
of the strategic and operational planning (development 
strategies, medium-term plan, annual plan of activities), 
and do not unite them into a single unit. There is no clearly 
defined calendar of submission of plans, but only the final 
deadline by which state administration bodies should 
submit their plans of activities to the General Secretariat. 
These deadlines are often not met in practise. 

Fourthly, in many cases, the strategies adopted by 
the Government lack action plans with defined goals, 
initiatives, responsible subjects, and correlations with 
the budget. Without this segment, the implementation 
of strategies is not possible and the strategic document 
itself loses its meaning.

Fifthly, most strategies, even if they have an 
action plan, do not have an adequate mechanism for 
implementation, monitoring, evaluation and reporting. 
There is no accountability for the implementation of these 
strategies, as they represent a set of wishful thinking, not 
based on an in-depth strategic analysis of the current 

situation, and very quickly, these documents end up in some 
drawer without any intention to be used in any manner. 
In terms of monitoring, the part being monitored is the 
implementation of the Government Plan relating to the 
adoption of legislation. Other segments of the Government 
Plan are not monitored consistently. 

Sixthly, one of the key issues is the absence of 
correlation between planning and budgeting. In practice, 
the predominant planning logic is the inverse logic. First, 
the projections of available funds are made, and then the 
question of what could be done with the available money 
is asked. In addition, according to the Law on the Budget, 
along with their financial plans, state administration 
bodies must also submit medium-term plans, which should 
clarify how public funds are to be used in the following 
three years. In practice, state administration bodies submit 
their financial plans to the Ministry of Finance, whereas 
their medium-term plans are submitted to the General 
Secretariat. These processes are separate and there is no 
coordination between the two.

In summary, the main weaknesses of strategic planning 
in Serbia are the following: the lack of an umbrella policy 
framework, inadequate capacity and lack of motivation 
of administrative staff, inadequate quality of strategic 
documents, mutual incompatibility of strategic documents, 
lack of monitoring and reporting on the implementation 
of the strategy, lack of accountability for the results of the 
implementation of a strategy, and lack of coordination 
between strategic planning and budgeting. 

A key problem that we observed in the analysis stage is the 
lack of an umbrella strategy at the national level, which 
would then cascade down to the levels of sectoral strategies 
and strategies of territorial units. Therefore, in the text 
below we will be analysing benchmark strategies, which 
can be used as a type of guidelines in the formulation of 
future umbrella strategic plan of the Republic of Serbia.

Considering the visionary tendencies of much of the political 
establishment in Serbia, we believe that it is logical that 



the basic document for the creation of Serbia’s umbrella 
strategy should be the EU strategy called Europe 2020: A 
European Strategy for Smart, Sustainable, and Inclusive 
Growth [6].

The creators of this strategy have first conducted an 
in-depth strategic analysis based on which they conclude 
that the crisis has caused the manifestation of a series 
of structural flaws in the Euro zone. The growth rate is 
lower than that of other economic partners due to the 
gap in productivity as a result of inadequate sectoral 

barriers and insufficient use of ICT. It is also noted that 
the employment rate for people between 20 and 64 years 
of age is at a level of only 69%. Finally, they note the fact 
that Europe’s population is aging rapidly, which causes 
increasing pressure on social, health and pension funds 
of individual countries.

European Commission defines three strategic 
priorities (see Figure 1). These are: smart growth (fostering 
knowledge, innovation, education, and digital society), 
sustainable growth (green and resource-efficient production 
while boosting competitiveness), and inclusive growth 
(education, employment and fight against poverty). The 
three strategic priorities are concretized through five 
strategic tasks (strategic targets) for the period by 2020: 

1. The employment rate for the population aged 20-64 
should be at least 75%; 2. 3% of the EU’s GDP should 

reduction of greenhouse gas emissions, renewable energy 
production, and energy efficiency should be met; 4. School 
dropout rate should be less than 10% and at least 40% of 
the population between the ages of 30 and 34 should have 
a degree or diploma; 5. 20 million fewer people should be 
living below the poverty line.

It is clear from the above that the EU insists on the 
following growth drivers: education, innovation, economic 
growth, employment, environmental protection, the fight 
against poverty and social inclusion. These are strategic 
issues that Serbia should consider when formulating their 
umbrella strategy. 

MDGs represent eight development goals established 
following the UN Millennium Summit in 2000 [16]. All 
UN member states and 23 organizations committed to help 
achieve the following goals by 2015: 1. Eradicate poverty 
and hunger; 2. Achieve universal primary education; 3. 
Promote gender equality and empowering women; 4. 
Reduce child mortality rates; 5. Improve maternal health; 

Figure 1: Europe 2020

Strategic priorities

Smart growth
Fostering knowledge
Innovation 
Education 
Digital society

Sustainable growth
Green and resource-
efficient production 
while boosting 
competitiveness

Inclusive growth
Education
Employment
Fight against poverty

Strategic data
 The employment rate for the population aged 20-64 should be 

at least 75%
The 20/20/20 targets in terms of reduction of greenhouse 
emissions renewable energy production and energy efficiency 
should be met
School dropout rate should be less than 10% and at least 40% 
of the population between the ages of 30 and 34 should have a 
degree or diploma
20 million fewer people should be living below the poverty line

Source: [6]



6. Combat diseases; 7. Ensure environmental sustainability; 
and 8. Develop global partnership for development.

Each goal was concretized through tasks and 
initiatives. However, the implementation of these strategic 
goals was subjected a lot of criticism for too broadly set of 
goals, the difficulty of their measurement and monitoring 
and favouring one group of goals over the other (most of 
the money was spent to repay loans and solving problems 
of natural disasters, whereas a smaller portion was spent 
on development projects, education projects, improving 
health, reducing hunger and poverty). In 2010, the goals 
were further specified in view of the deficiencies that were 
identified during the previous implementation.

This US Government strategic document [17] predicts 
that the world will be challenged by growing resource 
constraints. All the world countries have been turning 
their attention toward access to relatively secure and 
clean energy sources and management of chronic food 
and water shortages. Adding over a billion people to the 
world’s population by 2025 will put additional pressure on 
availability of vital resources. Significant growth in demand 
from developing markets, combined with constraints on 
new production, limits the likelihood that market alone 
will repair the supply-demand imbalance and potential 
food and energy price soaring. The already stressed 
energy and food sectors will be further exacerbated by 
detrimental impact of climate change. What is needed 
is stronger financial and policy support from national 
authorities and more coordinated and flexible effort from 
multilateral international organizations. 

Food and water scarcity are closely interrelated with 
climate change, energy, and demography. A sudden switch 
from use of arable land for food to biofuel crops represents 
limited solution that could worsen both the energy and 
food situation. Such a complex syndrome of problems 
could overload decision-makers, making it difficult for 
them to take actions in time. 

The projections suggest that energy and food prices 
will continue to grow after the economy recovers from 
recession. By 2030 commodity prices are expected to be 
for a substantial margin higher than 1997-2013 averages, 

but much lower than maximum prices experienced in 
mid-2008. 

Altogether, the world is faced with many discontinuities, 
some of which are energy transition, demographic and 
urbanization flows, resource constraints and possible 
conflicts over resources, global multilateral institutions 
perspective, destiny of state and liberal capitalism models, 
wealth transfer to the East, and many others.

What are the implications of these trends on 
future policies and trends within Serbian economy? In 
short, Serbia should invest more in primary agricultural 
production and food processing industry in order to 
ensure food security and potentially alleviate trade deficit 
problem. Taking into account abundant natural resources 
and existing expertise, the agricultural productivity and 
production can be significantly increased with better 
access to inputs, efficient use of existing and advanced 
technological solutions and infrastructure development. 

New Budget Law demanded that the state of Croatia defines 
its strategic goals for two years in advance in order to 
analyse the possibility of financing their implementation 
through concrete programs and projects [12].

Strategic goals of the Government are as follows: 1. 
Macroeconomic stability; 2. Justice and the rule of law; 3. 
Promoting knowledge, excellence and culture; 4. Uniform 
regional development; 5. Strengthening social welfare; 6. 
Tourism; 7. Agriculture; 8. International reputation; 9. 
Security of citizens; 10. Health of the nation; 11. Natural 
resources and environment protection. Each of the above 
goals was concretised through performance indicators, 
quantified targets, and concrete project initiatives.     

This strategic document [8] predicts trends and defines 
the strategic goals of Western Australia for the period by 
2050. The vision of the state is sustainable prosperity. Key 
strategic principles, strategic goals, and strategic directions 
are shown in Figure 2.

It is interesting to note that a significant number of 
these principles, goals and directions can be applied to 
the case of Serbia. It just shows that the overall strategic 



framework of states is fairly stable (with some variations 
because, for example, in Serbia the issue of remote 
settlements is not relevant, but certainly the EU accession 
is, an issue which, naturally, is not mentioned here), and 
that key differences emerge in the concretization of goals by 
defining the performance indicators, objectives, initiatives, 
budget base and concrete implementation mechanisms, 
and responsible subjects.

In the last two decades, Serbia has been shaped by political 
turmoils, depopulation, unpredictable economic cycles, 
increased resource requirements, and many other changes. 
The need for proper strategy plan has never been greater. 

It is necessary to create an umbrella strategy document 
based on a vision of the future development of the whole 
society. The umbrella plan document of the Government 

should set priorities top to bottom, in order to develop an 
effective system of state planning (similar to the expose 
of the Prime Minister which determines the basic goals 
of state policy, but the umbrella document must be quite 
a bit more specific). It can be made in the form of a 
National Development Plan or a Sustainable Development 
Strategy that would include an analysis of the comparative 
advantages of the Republic of Serbia, identify development 
opportunities and determine the priority sectors of the 
economy that would be generators of economic development 
of the country. Without an umbrella planning document, 
it is impossible to synchronize the process of creating and 
implementing sectoral strategies. 

An umbrella strategic document should cover two key 
strategic areas: European integration, with improvements 
in the National Programme for Integration of Serbia into 
the EU, and improving economic competitiveness of 
Serbia. This umbrella strategy should be synchronously 
complemented by sectoral strategies of the Government. 
The umbrella strategy should be aligned with the EU 
2020 strategy and its development priorities, as well as 

Figure 2: Western Australia strategy structure
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the planned budgetary framework of the Republic of 
Serbia. The umbrella strategic document should refer to 
the future five-year period with the possibility of annual 
refreshment of the relevant goals, performance indicators, 
targets and initiatives.

It is necessary to create a methodological document 
that would specify a hierarchical flow of the development of 
national strategies and provides clear guidelines for creating 
individual strategic documents and the accompanying 
action plans and monitoring of their implementation.  

In order to properly implement the measures, it is 
necessary to strengthen the office of the Prime Minister 
and the General Secretariat and to create a mechanism for 
horizontal coordination of the planning and implementation 
processes with the Memorandum on the Budget and 
Fiscal Strategy as a document of paramount importance 
in testing the financial viability of the planned activities. 
It is also necessary to ensure better communication in the 
area of strategic planning and implementation, between 
representatives of various ministries, as well as between 
the Government and the National Assembly.

Improving the above weak points and shortcomings 
of strategic planning would significantly improve the 
quality of strategic documents and their synergistic effect. 
What gives us hope that things in this segment can still 
improve are the political support for the reform of public 
planning, recruitment of new educated young people, 
somewhat better coordination between the Ministry 
of Finance, the European Integration Office and the 
Council for Regulatory Reform, the existence of a useful 

GOP software application for planning, monitoring and 
reporting on the Government level and trainings for its 
implementation, constant pressure from the EU to harmonise 
strategic planning and strategic documents with the EU 
standards, as well as the formation of the modern centre 
of the Government in the form of the General Secretariat 
of the Government. Specific guidelines for improvement 
are given in the SIGMA Report (Support for Improvement 
in Governance and Management) [14].

The basis of the strategic planning model should be 
the requirements and needs of the community and the 
citizens. In order to profile the needs clearly, it is necessary 
to define the starting point, i.e. to conduct an in-depth 
economic, social, demographic, technological, political, 
environmental, and institutional and regulatory analysis 
and record the key gaps in the strategic development [5]. 

After the detailed strategic analysis, it is necessary to 
define the vision, mission, strategic goals and key principles 
that should, in the case of Serbia, be under the umbrella 
of the strategic documents of the European Union, which 
were previously discussed. It would be pretentious if the 
author provided the final list of strategic points for Serbia, 
since it is not even the subject of the paper, however, he is 
prepared to give an outline of strategic themes and principles 
that are based on the logic of strategic documents that 
have been previously presented, as well as the specifics 
of Serbian society (see Figure 3).

Figure 3: Strategic themes and objectives for Serbia (the author’s preliminary proposal)
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It is necessary to concretise the defined strategic 
objectives in order to enable their implementation. In this 
paper, we propose the Balanced Scorecard methodology 
that concretises each target in the form of performance 
indicators, tasks and initiatives [11]. The Table 4 shows 
the idea of decomposition of the objective “Employment” 
through individual key performance indicators, tasks 
and initiatives.

The defined strategy map and BSC should be subject to 
public discussion and agreement between the Government 
and relevant stakeholders on individual topics and goals. 

Only in this way is it possible to reach realistic goals, which 
would be established by consensus and which could be 
implemented in the future.  

The strategic plan at the national level must be 
cascaded down to lower levels in order to achieve the desired 
effects on the citizens and the community (see Figure 4). 

When a strategic plan is agreed upon, the next step 
is to design the implementation part that would deal 
with monitoring and reporting, and if necessary, initiate 
re-planning as well. We propose that this should be a 
Government body and that it should operate using the 

Table 4: Example of BSC

Objective: Indicator Task Initiative

Employment Unemployment  
rate in Serbia

Decrease unemployment rate below 15% 
in the next three years

Source: The author

Figure 4: Cascading down a strategy to lower sub-systems
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Project Management Office logic. This centralized unit 
of the Government for planning could be established 
according to the principles of the Department of Planning 
of Western Australia. However, in order to make it 
possible, it is necessary to attract good quality staff and 
implement a training program in strategic planning and 
implementation. It is also necessary to include representatives 
of ministries and relevant bodies and associations in the 
PMO structure in order to reduce resistance to the strategy 
and its implementation.

The paper highlights a few important specifics of state 
strategic planning compared to strategic business planning. 
Some of them are longer time horizons, the complexity 
of the process of harmonization of a great number of 
goals, focus on citizens as key stakeholders, the need to 
combine managerial and political approaches, the rigidity 
of the structure and culture of state administration, 
higher resistance to organizational change, as well as 
the difficulties in allocating responsibility for results and 
measuring performance of individuals and organizational 
units within the state administration.

Serbia has not yet chosen a model of public management. 
Externally, the model of New Public Management is 
being imposed, whose main idea is to equalise the public 
sector with the private sector and to make public sector 
more efficient by introducing the principles of business 
economics. This approach insists on simultaneous 
achievement of three strategic goals: creating public value, 
political effectiveness, operational implementation of the 
defined goals. An alternative model for Serbia is the neo-
Weberian model which starts from the previous logic, 
but with a significant modification of the principles of 
business economics when they are adopted by the state 
administration.  

We have analysed the zero strategic position of Serbia 
based on the index of global competitiveness. The key 
disadvantages are corruption, inefficient administration, 
political instability, inadequate infrastructure, and inadequate 
and expensive capital. There is an unanswered question 
of whether we as a society have defined our starting point 

given a significant number of social contradictions that still 
burden the society and make it difficult to reach consensus 
on key strategic directions of the state in the future. 

A large number of strategic documents were created 
in the previous period. The biggest drawback is the lack of 
an umbrella strategy document. The analysis of the existing 
policy documents has shown several of their flaws. Firstly, 
the strategies are not aligned with each other and there is 
a significant level of overlap, with significantly different 
time horizons. A significant number of documents have 
no action plans, monitoring and reporting mechanisms, 
or responsible subjects. A number of documents have been 
outdated in terms of the concept of writing, extensiveness, a 
great number of general goals. The administrative capacity 
of the state administration staff is inadequate and there is 
no good coordination between the processes of budgeting 
and strategic planning.

This paper analyses strategic documents of relevant 
international organizations and states. The idea was to 
examine the strategic framework that could be a guideline 
in formulating future umbrella strategic plan of the 
Republic of Serbia. The analysis has shown a significant 
homogeneity of strategic goals and the ability to implement 
them in Serbia to a certain extent. 

Key recommendations for improving the process of 
strategic planning in Serbia are the following. It is necessary 
to create an umbrella strategy document based on a vision 
of the future development of the whole society, which should 
cover two key strategic areas: European integration and 
improvement of competitiveness of the Serbian economy. 
The umbrella strategy should be aligned with the EU 2020 
strategy and its development priorities, as well as the 
planned budget framework of the Republic of Serbia. This 
umbrella strategy should be synchronously complemented 
by sectoral strategies of the Government, using the model 
described in detail in this paper. It is necessary to create 
a methodological document that specifies a hierarchical 
flow of the development of national strategies and which 
provides clear guidelines for the development of individual 
strategic documents and the accompanying action plans 
and monitoring their implementation. After alignment 
of the umbrella and lower level strategic documents, an 
important step is to develop the implementation part that 



would perform monitoring and reporting. It is necessary 
to include representatives of ministries and relevant bodies 
and associations in order to make the implementation of 
the strategy faster and more efficient.

What gives us hope that things in the segment of 
national strategic planning can still improve are the political 
support for the reform of public planning, recruitment of 
new educated young people, somewhat better coordination 
between state administration bodies, the existence of a 
useful software application for planning, monitoring 
and reporting on the Government level and trainings 
for its implementation, constant pressure from the EU to 
harmonise strategic planning and strategic documents with 
the EU standards, as well as improving the functioning 
of the General Secretariat of the Government.
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Venture and more broadly private equity finance is in 
early stage development in Serbia, both in the form of 
seed-capital financing for innovative small and medium 
size enterprises and private equity financing in growing 
companies. Banking dominates as source of finance 
with significant drawbacks in terms of cost and required 
collateral, especially hampering potential growth of small 
and medium size enterprises that constitute 99% of all 
businesses in Serbia. This article explores the potential of 
venture capital and private equity finance as an alternative 
source of financing that could facilitate economic growth.

In developed economies, high-growth potential 
businesses have typically relied on financing from sources 
other than traditional lenders such as banks during their 
early growth phases. Venture capitalists usually filled 
this gap by providing capital to early stage ventures with 
good growth potential [48]. The availability of such capital 
has helped to promote the emergence of numerous high-
growth firms in the United Kingdom, United States, and 
several other developed economies. This has led many to 
conclude that venture capital (VC) is a crucial factor in 
fostering a region’s economic growth [22].

Private equity as a financial tool can be informally 
and formally organized. If it is informally organized, 
private equity can take the form of business angels, who 
are wealthy individuals with corporate experience. These 
individuals are ready to invest their money, contacts 
and experience in a particular industry in order to 
profit from an increase in the company’s value. When 
it is formally organized, private equity takes the form 
of private equity funds, a limited partnership where 
investors are limited partners and the fund manager 
serves as the general partner. Once established, a private 
equity fund is looking for companies with a prospective 
future and growth potential [40]. The Serbian Private 
Equity Association (SPEA) gathers private equity investors 
and promotes this type of investment as an alternate 
source of finance.

A venture capital fund is part of the private equity 
industry specialized in financing companies in their 

first phases of growth. Hence, VC funds are professional 
investors willing to take a risk investing in companies 
without a track record and companies that are not listed 
on stock markets. Venture capital can invest in the 
seed phase (research, assessment and development of 

development and marketing) and expansion phase (growth 
and expansion for achieving profitability) [40].Venture 
capital involves a five-step process; (1) obtaining funds from 
limited partners; (2) identifying, analyzing, and selecting 
appropriate entities in which to invest; (3) structuring the 
terms of the investment; (4) implementing the deal and 
monitoring the portfolio firms; and (5) achieving returns 
and ultimately exiting from the investment [32]. VC funds 
must be raised competitively, as are the funds raised for 
leveraged buyout (LBO) and project financing (especially in 

involve investments by limited partners, which are risky, 
illiquid, long-term investments. LBO situations are 
heavily debt-financed and involve firms with large cash 
flows; venture capital involves firms in the early stage of 
their life cycle in situations where debt is not a suitable 

the purpose of venture capital investment is not so much 
to develop and patent a new technology as it is to create 
value and generate wealth for both the entrepreneurial 
team and venture capital pool investors [32].

It is a generally accepted fact that venture capitalists 
(VCs) play an important role in innovation and economic 
development [7], especially in a knowledge economy. VCs 
are usually perceived to be active investors [4] that are 
much more involved in the firms they back than ordinary 
shareholders [39]. This type of behaviour is to be expected, 
given that their own profits are conditional on the firm 
performance. However, empirical research has shown that 
their involvement varies from virtual passivity to active 
participation in the firm’s organization [39], although the 
impact on added value is not always obvious. Some studies 
have shown that VC involvement is positively correlated to 
firm performance [12], [6], while others found no evidence 
of added value and even, in some cases, identified negative 
impacts for the entrepreneur, such as underpricing during 
initial public offerings (IPOs) [17].



Entrepreneurial ventures are considered to be of 
crucial importance for economic growth and development 
worldwide [31]. However, especially in Europe, they often 
lack sufficient availability of and access to funding sources 
to set up, maintain, develop and grow their businesses [26]. 
This problem is extremely acute when banks are reluctant 
to lend money to these companies and/or the formal VC 
market is not highly developed. Unlike other types of finance 
providers, the contribution made by venture capitalists 
(VCs) to the small and medium-sized enterprises (SMEs) 
they fund is not strictly financial in nature. Because they 
have a stake in the firms’ profits and losses, they often 
play an active role as investors, for example by helping to 
introduce business processes and practices conducive to 
long-term development and performance [42]. In recent 
years, researchers have identified four types of strategic 
capabilities over which VCs have an influence. They are: 
(1) product innovation and development; (2) market and 
customer development; (3) networking; and (4) strategic 
human resource management, which helps ensure that 
other capabilities can be deployed adequately within the 
firm by obtaining the appropriate personnel and conditions 
[20]. These capabilities are primarily concerned with 
assessing the internal and external environment, and the 
VCs’ experience and knowledge can be extremely useful 
in this respect [4]. 

More recently, venture capital has started to reach 
into emerging economies, encouraging the establishment 
of local venture capital industries [8]. This has proved 
to be a challenge as many emerging economies are 
undergoing significant economic transition and offer 
little protection for either investors or private property 
[37]. Such an ambiguous business environment adds 
to the already difficult task faced by venture capitalists 
in the selection of firms to fund and monitoring those 
investments effectively [38]. Venture capitalists count on 
a stable institutional regime with a predictable rule of law 
and enforcement regime to facilitate and safeguard their 
investments [11]. In addition to legal stability, venture 
capitalists seek environments with efficient markets for 
corporate control and capital, which readily allow exit 
from ventures as well as systems with minimal corruption 
[48]. This institutional stability and predictability reduces 

uncertainty and risk, and enhances the likelihood of 
success in new ventures.

One of the issues facing countries in the transformation 
from centrally planned into market economies is the need 
to develop small and medium sized enterprises (SMEs). At 
the firm level, transformation involves a shift from public 
to private sector ownership, which can occur either through 
the direct privatisation of former state owned enterprises 
or through the creation of completely new businesses. As a 
consequence, the pace of new venture creation, combined 
with their qualitative characteristics and the type of barriers 
they experience, may be seen as a barometer indicating 
how quickly the process of market reform is occurring. 
A second element in the process of transformation is the 
liberalisation of markets, where central administration 
of prices is replaced by market mechanisms, involving an 
increase in market opportunities for entrepreneurs, as 
well as in the level of competition. A third element in the 
process of economic transformation involves the creation 
of market institutions, such as banks and other financial 
intermediaries, and business and training services. Whilst 
this may create opportunities for entrepreneurs in some 
cases (such as training providers), the absence or slow rate 
of establishment of the basic market institutions can be a 
major constraint on the extent to which the small business 
sector is able to develop [41].

Studies referring to emerging economies in great 
part relate to Latin American and Asian countries 
[49], [30], [46], with relatively few studies investigating 
early internationalization of SMEs from Central and 
Eastern European (CEE) countries. Research suggests 
that entrepreneurship development findings from more 
advanced economies may not be applicable in the context 
of emerging markets [8], [50]. Two key explanations for this 
could be institutional differences and resource constraints, 
resulting partly from different institutional settings and 
histories. Recent surveys of entrepreneurship behaviour 
[14] indicate that the index of entrepreneurial climate is on 



average lower in CEE transition economies, than in Western 
Europe. The same research indicates that entrepreneurs 
in CEE can rely less frequently on entrepreneurial family 
traditions and are on average younger, and therefore also 
less experienced than SME founders in Western European 
countries. Such differences could be ascribed to the fact that 
only since the 1990s has entrepreneurship been officially 
recognized and encouraged in these post-communist 
economies, after a long pause during Communist rule 
that allowed very limited entrepreneurial ventures. 

For most of the 19th and 20th centuries, large 
corporations were considered the primary and driving 
force of economic and technological progress. Large 

and the introduction of innovations, and experienced major 
improvements in production efficiency. The exploitation 
of economies of scale and scope were considered to be 
the driving force of economic development. Beginning 
in the 1970s, however, large manufacturing firms in key 
industries began to lose competitiveness and a number of 
important empirical studies began to document the critical 
role of SMEs. For example, Acs [1] argued that newer and 
smaller firms entered sectors as “agents of change”. Studies 
using direct measures of innovative activity – such as 
measures of new products and processes – replaced older 

not the larger incumbents introduced innovative activity 
[2]. SMEs also began to play an important role as efficient 
providers of intermediate goods and services to large 
firms. Many papers showed that developed countries 
that encouraged entrepreneurship and SMEs had higher 
economic growth [23]. 

Unlike the United States, which experienced a natural 
birth of new, small firms, the SME sector in Eastern 
European countries emerged as a result of the privatisation 
and breakup of large state-owned enterprises, as well as 
through a large number of new, generally very small firms 
that came as a consequence of the market liberalisation 
process. The restructuring and downsizing of large firms, the 
privatisation of public utilities and other large companies, 
the outsourcing of many support services, and the vertical 
fragmentation of production are all forces that promoted 
the creation and expansion of SMEs [23].

Both in the developing and developed world small 
firms have been found to have less access to external 
finance and to be more constrained in their operation and 
growth [5]. Small firms do not only report facing higher 
growth obstacles, but these higher obstacles are also more 
constraining for their operation and growth than in the 
case of medium-size and large firms [5]. Berger and Udell [6] 
found that small and young firms – with generally shorter 
banking relationships – pay higher interest rates and are 
more likely to be required to pledge collateral. Peel and 
Wilson [36] showed that in SMEs have higher costs and 
reduced access to financing because of the information 
asymmetries associated with newer, smaller firms. 

Statistics show that the size of the SME sector as 
measured by the percentage of total employment in Eastern 
European countries is smaller than in most developed 
economies. Although we find in almost every country a 
large number of SMEs as a percentage of total firms, the 
SMEs in Eastern Europe are generally small and hire few 
employees. However, SMEs seem to constitute the most 
dynamic sector of the Eastern European economies, 
relative to large firms. In general, the SME sector comprises 
relatively younger, more highly leveraged, and more 
profitable and faster growing firms. At the same time, these 
firms appear to have financial constraints that impede 
their access to long-term financing and ability to grow. 
They tend to borrow short-term debt, which appears to 
be the prevalent, often only type of financing that these 
firms can access [5]. The Serbian market fully reflects the 
observations made for Eastern Europe.

In a transition context, SME financing is of special 
importance, as small firms play an important role in the 
restructuring process by absorbing employees that lose their 
jobs in privatised, restructured, or bankrupt state-owned 
enterprises [24]. Calvo and Corricelli [10] and Pawlowska and 
Mullineux [35] show that the sharp decline in bank credit 
to Polish SMEs at the beginning of the transition process 
has significantly contributed to the strong output decline 
in this country. At the same time, Carlin and Richthofen 
[12] find that the rapid growth of the SME sector, and 
the availability of sufficient external funding for these 
firms, has contributed to the integration of Eastern and 
Western Germany [19]. Although the emergence of the SME 



sector in CEE has contributed positively to the transition 
process, it is a sector that remains underdeveloped. One 
reason put forward for the SME sector being smaller in 
CEE is that firms have access to expensive finance while 
those that are unable to raise external finance are forced 
to rely solely on internal finance, which is constraining 
their growth [18]. The EBRD Transition Report for 1998 
has recommended that not only must access to finance 
for SMEs be improved, but there must also be greater 
diversification in the range of financial products available 
to SMEs [13]. A similar observation has been made in all 
subsequent EBRD Transition Reports.

Availability of venture capital and stock market 
financing which is related to the level of financial market 
development, is lower as a rule in transition economies 
than mature markets and constitute a restraint for new 
ventures in these markets [9]. In fact, according to Eurostat 
(2009) [15] data, early stage venture capital investments in 
transition economies have been much lower than average 
among the “old” 15 European Union countries. Research 
indicates that the availability of start-up venture capital 
in countries such as Poland, Hungary or Czech Republic 
is very low [33].

Equity financing was severely affected by the financial 
crisis. A sharp decline in venture capital and growth 
capital occurred between 2008 and 2009. In 2010, equity 
funding had not recovered to its 2007 level, despite an 
overall positive economic trend (OECD, 2012a). Countries 
with high growth rates for venture capital in 2011 include 
Denmark (+80%), Hungary (+62%), the Netherlands 
(+56%) and Canada (+30%). On the other hand, a strong 
decrease was observed in Portugal (-80%), New Zealand 
(-62%), Switzerland (-42%), Sweden (-25%) and Ireland 
(-11%). For half of the countries in the OECD Scoreboard, 
the level of equity investments in 2011 was still well below 
the pre-crisis period (2007), averaging about 5% of total 
financing. This suggests that the uncertain economic 
climate continued to act as a drag on equity investment. 
It should be noted, however, that trends in venture capital 
investment are difficult to analyse because of the extreme 
volatility in the data. In particular, just one large deal can 
cause volatility in countries where the market is not very 
developed. Furthermore, for most countries, the data are 

available for venture and growth capital invested in all 
enterprises, irrespective of the size class. Interestingly, 
in 2011 a significant growth in volumes was recorded for 
some countries that collect data specifically on SMEs, 
such as Italy (+ 65%) and Russia (+20%) [34].

The completion of a successful venture capital deal in 
a transition economy must confront two major problems. 
The first concerns the deal’s progression through different 
stages of the venture capital process. The second problem 
relates to corporate governance. The most common 
concern for venture capitalists is an entrepreneur’s use of 
company assets (especially financial resources) for personal 
purposes as well as financial reporting and accountability 
and regulatory compliance [24]. As in developed market 
economies, venture capitalists may not be appropriate for 
all types of enterprises, but they may have a particular role 
to play in supporting those enterprises with significant 
growth prospects. Although classically associated with new 
and/or small firms, venture capitalists have increasingly 
come to play a major role in the financing and monitoring 
of established firms such as management buy-outs and 
turn-around cases. In principle, venture capital firms 
may thus have a role to play in financing and monitoring 
enterprises which have been privatised as independent 
entities and which may need further development capital 
or aid in restructuring, as well as a more conventional role 
in supporting new firms [47].

According to the “Access to Finance” survey released 
by the European Commission and European Central Bank 
in November 2013, access to finance is still among the top 
concerns of the EU’s small and medium sized enterprises 
and younger and smaller firms are the most badly affected. 
About one third of the SMEs surveyed did not manage to 
get the full financing they had planned for during 2013 
and 15% of survey respondents saw access to finance as 
a significant problem for their companies. Companies 
believed that bank financing conditions worsened during 
2013, with respect to interest rates, collateral and required 
guarantees. Reports of loan denials underline the generally 
negative perception by SMEs of bank lending possibilities. In 
total about one third of the SMEs surveyed did not manage 
to obtain the full bank loan financing they had planned 
for during 2013. A total of 13% of their loan applications 

 



were rejected, while 16% of companies received less than 
requested. In addition, 2% of enterprises declined a loan 
offer from the bank because they found the conditions 
unacceptable. Finally, 7% of SMEs were too discouraged 
to ask for a loan, because of anticipated rejection. This was 
particularly the case for young companies: 11% of those 
who have been in business between 2 and 5 years did not 
apply for a loan expecting a rejection. Indeed, younger 
and smaller firms were more likely to obtain only part 
of the finance they request, or to be rejected outright. 
The highest rejection rate was among micro companies 
employing fewer than 10 people (18%) and among SMEs 
active for less than 2 years (28%). In comparison, only 
3% of loan applications from large enterprises (those 
with 250 or more employees) were rejected. Insufficient 
collateral or other bank requirements such as guarantees 
is most often reported obstacle that companies face when 
seeking bank financing, followed by interest rates being 
too high. Alternative, equity financing, was used by only 
5% of SMEs in the survey period. In general, SMEs feel 
less confident to talk about finance with equity investors 
or venture capital than they do with banks. The main 
challenge concerning this source of financing is its lack 
of availability or prices being too high [16].

Access to finance was mentioned as the most 
pressing problem by 40% of SMEs in Cyprus, 32% in 
Greece, 23% in Spain and Croatia, 22% in Slovenia, 20% 
in Ireland, Italy and the Netherlands, compared to 7% in 
Austria, 8% in Germany or 9% in Poland. Rejection rates 
for loan applications were also highest in Greece and the 
Netherlands (31%), followed by Lithuania (24%). Ireland 
(16%), Greece and Cyprus (15%) also accounted for the 
highest share of companies who were so discouraged 
that they did not even apply for a bank loan. About 85% 
of all loans are still derived from banks. Half of the loans 
obtained in the last two years were for less than €100,000. 
While bank financing has decreased overall, the survey 
confirmed that SMEs are still strongly dependent on bank 
financing since banks provided 85% of loans in the past two 
years. More than half of surveyed EU SMEs had recently 
used one or more bank products: 32% of companies used 
bank loans and 39% used bank credit line or overdraft 
facilities. Bank loans are also the preferred option for 

67% of firms looking for an external financing solution 
to facilitate growth [16].

Table 1 illustrates overall decline of bank financing 
for SMEs in developed countries.

Table 1: Growth of SME Business Loans, 2007-2011, 
year-on-year growth rate, as a percentage 

Country 2008 2009 2010 2011
Outstanding SME business loans (stocks) 

Canada  -0.1 3.7 -0.9 5.0
Chile 11.3 6.9 8.8. 13.1
France 4.8 0.3 5.4 5.4
Hungary 10.3 -7.6 -11.1 0.3
Ireland n.a. n.a. n.a. 0.9
Italy 2.1 1.2 6.6 -1.9
Korea 14.4 5.0 -0.5 3.2
Norway 25.7 -7.7 4.2 n.a.
Portugal 9.2 0.9 -1.6 -4.0
Russia n.a. 3.7 21.9 19.1
Serbia 47.0 2.3 7.1 5.5
Slovak Republic 32.4 -0.5 0.1 n.a.
Slovenia 16.6 -2.9 15.4 1.3
Sweden 7.2 20.4 -21.4 n.a.
Switzerland 5.9 5.3 1.3 3.2
Thailand 9.5 7.4 7.2 3.0
Turkey 10.6 -1.6 50.7 29.3
United Kingdom 7.9 3.0 -7.4 -7.4
United States 3.6 -2.3 -6.2 -6.8

New SME business loans (flows)
Czech Republic -14.3 -15.0 -14.8 3.6
Denmark -13.7 -19.2 22.9 -2.4
Finland 2.6 -16.3 -16.5 -4.8
The Netherlands -5.0 -24.2 5.1 17.6
Spain -9.5 -26.3 -20.0 -17.2

Source: OECD, compiled from National Scoreboards [34] 

The European Commission combats problems with 
access to finance using specifically targeted programmes, 
with increasing focus on SME access to finance. In the 
previous European Union financial framework (2007-2013), 
the Entrepreneurship and Innovation Programme (EIP), one 
of the three specific programmes of the Competitiveness 
and Innovation framework programme (CIP), with a 
budget of €1.1 billion for financial instruments, has helped 
to mobilise over €14 billion of loans and €2.3 billion of 
venture capital for SMEs across Europe. Serbia had access 
to this programme but used it to a limited extent. The new 
Multi-annual financial framework for the period 2014-
2020 proposes an increased amount of funding for SMEs. 
For the first time ever, the Commission has proposed a 
dedicated financing programme for SMEs: COSME − EU 



programme for the Competitiveness of Enterprises and 
Small and Medium-sized Enterprises. COSME will have a 
budget of EUR 2.3 billion (at current prices) over the next 
seven years. Moreover, the new research and innovation 
programme, Horizon 2020, will significantly expand 
the budget for SME innovation activities (from less than 
€7 billion for the period 2006-2013, to almost €9 billion 
for the period 2014-2020) and support ambitious SME 
innovation projects that are driven by market insight and 
business potential. In addition, a significant part of the 
Structural Funds will be destined for SMEs and Innovation 
linked to the SBA. A joint financing instrument with the 
participation of the EIB Group will also be dedicated to 
SMEs [14].

COSME will facilitate and improve access to finance 
for SMEs through two different financial instruments, 
available from 2014:

(1) The Loan Guarantee Facility will fund guarantees 
and counter-guarantees for financial intermediaries (e.g. 
guarantee organisations, banks, leasing companies) to help 
them provide more loan and lease finance to SMEs. This 
facility will also include securitisation of SME debt finance 
portfolios. By sharing the risk, the COSME guarantees will 
allow the financial intermediaries to expand the range of 
SMEs they can finance. This will facilitate access to debt 
finance for many SMEs who might otherwise not be able to 
raise the funding they need. From 2007 to date, more than 
240,000 SMEs have already benefited from a guaranteed 
loan or lease thanks to the CIP, the current programme 
supporting business competitiveness.

(2) The Equity Facility for Growth will invest in 
funds that provide venture capital and mezzanine finance 
to expansion and growth-stage SMEs in particular those 
operating across borders. The fund managers will operate 
on a commercial basis, to ensure that investments are 
focused on SMEs with the greatest growth potential.

Micro, small, medium enterprises and entrepreneurs (SMEs 
and entrepreneurship) in the Republic of Serbia are a very 
important segment of business, due to the flexibility of 

the organisational forms and their efficient adaptation to 
frequent changes in the business environment, enabling 
the creation of a large number of jobs. This is confirmed by 
data for the year 2012, with a total number of enterprises 
in the Republic of Serbia amounting to 83,631, of which 
micro enterprises accounted for 86.2%, with 10.7% small 
businesses, 2.5% medium-size and 0.6% large companies. 
An impressive 99% of all companies belong to the segment 
of small and medium-sized enterprises, providing 67% 
of the jobs [34].

From the standpoint of the company, financial 
planning involves many important decisions and dilemmas, 
such as the decision on whether to finance business from 
own or borrowed resources, or how much capital should 
be obtained from bank loans in order to establish an 
optimal capital structure, etc. Micro, small, medium 
enterprises and entrepreneurs can obtain funding from 
various sources such as loans from commercial banks 
and companies legally authorized to offer short-term and 
long-term loans, to finance working capital, fixed assets, 
exports, current liquidity, refinance obligations and loans 
to other banks, overdrafts or investment loans. There are 
leasing companies that provide financial leasing services, 
as well as factoring companies, that are quite important 
for small and medium sized enterprises since they offer 
a way of overcoming the problems of current illiquidity 
and provide fast and secure payment of claims. SMEs are 
relatively informed about these, more traditional, ways of 
financing. However, newer forms of financing for SMEs, 
such as business angels, private equity or venture capital 
are still largely unexplored, with a low level of awareness 
and knowledge about these alternate forms of finance.

Many studies show that companies in Serbia are 
not sufficiently informed about the available funding 
opportunities and different forms of financing. For instance, 
research conducted by USAID in 2011 [44] shows that 70% 
of all SMEs in Serbia are financed from their own sources 
and that 80% of the surveyed enterprises did not plan to 
take a loan in 2012 (see Table 2). This indicates that SMEs 
find loans to be very expensive, and the procedure required 
to get a loan lengthy and complicated. These companies 
frequently lack knowledge in finance; they are focused 
on their primary business (usually trade or production) 



and they consider completing forms and collecting data 
required by the banks to be a challenging task. 

The Figure 1 (data acquired from the World Bank 
website) indicates how high interest rates in Serbia compare 
to those in the Netherlands [43].

According to the Report on small and medium-
sized enterprises and entrepreneurship 2011 [29], there 
are several reasons hampering SMEs’ access to adequate 
financing:

SMEs have difficulty posting collateral that is acceptable 
to lenders. Many SMEs don’t think strategically 
about how to manage and maintain their assets for 
borrowing needs.
A variety of psychological and knowledge-related 
factors affect borrowing behaviour. Risk aversion is 
made worse by loan conditions that require personal 
guarantees and extensive over-collateralization. 
SMEs often lack the capacity to present their business 
to lenders. The challenges are compounded if they 

have limited or no formal credit history, are weak in 
financial reporting and business planning, or cannot 
unwind business finances from their household 
finances. 
The confluence of these constraints has led to a 

large, and possibly widening, financing gap for SMEs that 
has created a serious economic problem. While virtually 
every country in the European Union and many others 
around the world have acknowledged the vital role SMEs in 
driving economic recovery, Serbian SMEs are increasingly 
dependent on economic recovery to survive. Without 
better access to finance, SMEs cannot spread risks that 
undermine macroeconomic stability. At a minimum, 
without better access to finance, SMEs cannot absorb 
public sector job losses or generate revenues that could 
soften the impact of fiscal reforms. Since access to bank 
loans is obviously limited (for a number of factors) it is 
necessary to develop alternative sources of financing and 
venture capital is definitely an ideal tool for many of the 

Table 2: Financing SMEs and entrepreneurs: Scoreboard for Serbia

Indicators Units 2007 2008 2009 2010 2011
Debt            

Business loans, SMEs EUR million 2 861 4 205 4 300 4 603 4 857
Business loans, total EUR million 13 422 17 986 18 155 18 436 18 619
Business loans, SMEs % of total business loans 21.3 23.4 23.7 25 26.1
Short-term loans, SMEs EUR million 1 035 1 403 1 516 1 569 1 405
Long-term loans, SMEs EUR million 1 826 2 801 2 784 3 034 3 452
Short-term loans, SMEs % of total SME loans 36.2 33.4 35.2 34.1 28.9
Government loan guarantees SMEs EUR million 10.6 9.5 2.6 1.7  
Government guaranteed loans, SMEs EUR million   10.5 2.6 2.2  
Direct government loans, SMEs EUR million 21 40.3 370.4 530.8 400.6
Loans requested, SMEs EUR million 3 163 5 132 4 998 6 454 5 245
Loans authorised, SMEs EUR million 2 663 3 948 3 641 4 877 4 058
Loans authorised to requested, SMEs % 84.2 76.9 72.8 75.6 77.4
Non-performing loans, SMEs EUR million 236 457 810 1 010 1 204
Interest rate, SMEs % 14.56 15.76 16.18 14.99 16.31
Interest rate, large firms % 10.97 12.69 12.93 11.79 12.33
Interest rate spread % 3.58 3.07 3.24 3.19 3.98
Collateral, SMEs % of SMEs required to provide collateral on last loan 75.8 80.4 79 79.4 79.4
Equity            
Venture and growth capital EUR million 0.1 1.3   13.2  
Other            
Payment delays % of SMEs waiting more than 60 days for payment     34 31 31
Bankruptcies, total   1 792 1 884 2 173 2 483 2 763
Bankruptcies, total Year-on-year growth rate, %   5.1 15.3 14.3 11.3
Bankruptcies, total per 1 000 firms 18.3 17.8 19.4 22.3 25.9

Source: OECD Scoreboard 2007-2011



SMEs that need long-term financial stability and substitute 
for expensive, short-term loans. 

There is a wide consensus in both the Serbian 
Government and international financial institutions that 
SMEs should drive Serbian growth in the years to come and 
that lending to this segment should be rendered cheaper and 
simpler. Since the onset of economic transition in Serbia 
in 2001, several funding programmes targeting micro, 
small and medium enterprises and entrepreneurs have 
been developed through national support programmes 
and international funding programmes to enable easier 
access to financing for SMEs.

The government has established a range of support 
programmes to help overcome the financing gap, but the 
effectiveness of these programmes for SMEs is not clear. 
As evident in the overview that follows, there should be 
further analysis, leading to a revised approach in structuring 
and delivering public support to SMEs. Many SMEs are 
either not aware of all the available programmes, or have 
had poor experience in dealing with state funds. The 
following are the most important national institutions 
that support financing and advisory services for micro, 
small and medium sized enterprises:

The Development Fund of the Republic of Serbia was 
established by the Law on the Development Fund of the 

Republic of Serbia in 2009 (amended in 2010 and 2012), 
in accordance to which it carries out activities of granting 
loans, guarantees, purchase of securities, acquisition of 
legal-based equity, including the conversion of receivables 
and other activities on behalf of the Republic of Serbia, or 
on its own behalf and on behalf of the Republic of Serbia. 
Development Funding intended to grant priority finance to 
programmes whose implementation results in job creation, 
export promotion, and a faster return on investment. 
The range of services offered by the Development Fund 
includes loans to companies, among which are short-term 
loans for temporary working capital in order to boost 
competitiveness and liquidity of the domestic economy, 
investment loans and loans for working capital, promotion 
of balanced regional development (which is done through 
the Government Programme for the encouragement and 
development of businesses in underdeveloped municipalities 
and government programmes to invest in labour-intensive 
sectors of manufacturing industry in underdeveloped 
municipalities), long-term loans to entrepreneurs, long-
term loans for beginners as well as start-up loans for 
businesses and sole proprietors, long-term loans for women 
entrepreneurship, etc. In September 2013, the portfolio of 
the Development Fund of the Republic of Serbia was made 
public on the website of the Ministry of Economy in line 

Figure 1: Comparison of lending interest rates in Serbia and the Netherlands

Lending interest rate %
  2004 2005 2006 2007 2008 2009 2010 2011 2012

Netherlands 2.80 2.80 3.50 4.60 4.60 2.00 1.80 2.00 1.60
Serbia 15.50 16.80 16.60 11.10 16.10 11.80 17.30 17.20 17.40
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with the transparency of public funding envisaged by the 
Law on the budgetary system [27]. A high-level analysis of 
the portfolio would indicate that many investments were 
made in loss-making state enterprises and to refinance 
troublesome large private enterprises, leading to a conclusion 
that the selection criteria and risk management should 
be strengthened for this institution to reach the intended 
goal of supporting economic development.

The Agency for Foreign Investments and Export 
Promotion (SIEPA) was established based on a Law on 
Foreign Trade, in order to facilitate export of Serbian 
companies and to promote investment opportunities by 
assisting foreign investors to start a business in Serbia. The 
range of services that SIEPA provides to its clients (with 
particular emphasis on supporting small and medium-
sized enterprises) involves providing information on 
foreign markets, connecting Serbian companies with 
potential partners abroad, organising participation in 
trade fairs abroad, organising business meetings between 
local and foreign companies, organising individual visits 
to local companies by foreign buyers, study visits abroad 
and visits to trade fairs, seminars and training for local 
companies, and sector analysis. Until December 2013, 
SIEPA also administered financial incentives for investors 
but the decree providing the legal basis for such incentives 
then expired and no new subsidies to investors have been 
envisaged in the adopted 2014 budget of the Government 
of Serbia. As is the case with the Development Fund, 
further analysis is required to assess the cost and benefits 
of investor subsidies, as a basis for a more effective policy 
in the future to support growth.

The Agency for Export Credit and Insurance of the 
Republic of Serbia (AOFI) is the official export credit agency 
founded by law in 2005. The main activities of AOFI are 
insurance of short-term receivables and export financing 
for Serbian export-oriented enterprises. Advantages of 
AOFI are favourable interest rates and simple procedures 
for exporters’ working capital financing, efficient domestic 
and international factoring services which allow exporters 
to overcome current liquidity problems, export credit 
insurance against commercial risks to foreign debtors 
for goods delivered or services rendered, as well as the 
issuance of guarantees (for participation in tender, refund 

of advance payments, performance bonds, maintenance 
during the warranty period). AOFI’s mission is to increase 
the exports of Serbian enterprises through financing 
and insurance of export projects, which should result in 
increased competitiveness of the domestic economy and 
penetration of new markets. AOFI pursues a strategy to 
improve the conditions of the exporting economy and 
to ameliorate the export structure of the Republic of 
Serbia. Amendments to the Law on AOFI were approved 
by the Government of Serbia in December 2013 but are 
still awaiting adoption by the National Assembly. The 
amendments, when adopted, would enable AOFI to act as 
fund of funds for venture capital funds, and to support them 
financially, with 20-40% stake in their overall financing. 
The Government of Serbia budget for 2014 envisages cca 
35 million euros for this purpose. A working group for the 
Law on Venture Capital is also drafting this complementary 
legislation to regulate venture capital operations in Serbia. 
These legislative changes are required to attract higher 
level of venture capital to Serbia.

The Republic of Serbia Innovation Fund was established 
by Innovation Law in 2006 to encourage and manage 
financing for innovation in Serbia. Innovation Fund has 
a mandate to co-finance innovation through cooperation 
with international financial institutions, organizations, 
donors and the private sector. The international independent 
Investment Committee comprising international industry 
experts from areas of early stage technology development, 
finance and venture capital, entrepreneurship, business 
development and applied science makes the financing 
decisions. Initial administrative and funding capacity was 
built with aid of Innovation Serbia Project, financed by the 
European Union Instrument for Pre-Accession Assistance 
(IPA) funds for Serbia and administered by the World 
Bank. The project includes implementation of financial 

by the Innovation Fund through Mini Grants Program, 
supporting early stage, private, micro and small enterprises 
that have technological innovation, potential for creation 
of new intellectual property, and meet a clear market 
need, as well as Matching Grants Program, designed to 
assist existing micro and small companies to develop their 
research and development activities, establish collaborations 



with strategic private sector partners, attract investors 
and bring their innovation to the market, with the goal 
to increase private sector investment in the technology 
development and commercialization resulting in new or 
improved products and services. Funding is provided 
in conjunction with company trainings in intellectual 
property rights protection and management, business 
development and fundraising. 

Additional support to SMEs, either financial and/or 
advisory, is provided by the National Agency for Regional 
Development of the Republic of Serbia and its network of 
regional agencies, as well as by the National Employment 
Service, Vojvodina Investment Promotion Agency and 
Vojvodina regional funds [For more, see 29].

Donor-funded credit lines have been a more effective 
form of assistance provided to the Serbian business sector. 
Nonetheless, as with government funding, many SMEs are 
not fully aware of these programmes and face challenges 
in accessing support. Many market participants believe 
that access to credit programmes is practically limited to 
larger companies that already have an existing banking 
relationship [29]. The following are the most significant 
international support programmes for financing SME segment: 
World Bank (WB) programmes are a very important 
source of financial assistance to developing countries 
around the world, created to reduce poverty and encourage 
development and growth. According to the World Bank 
data from the 2012, WB financed 39 projects in Serbia in 
the period 2001-2011 in the amount of nearly $2 billion. 
It is important to point out that the micro-credits are 
granted up to the amount of €10,000, while the maximum 
loan amount for small, medium enterprises and start-up 
projects amounts to €50,000.

European Bank for Reconstruction and Development 
(EBRD) has been operating in Serbia since 2001, and in 
the period until the 2011, it has invested over $3 billion 
in Serbia, of which the largest percentage was directed 
to local infrastructure and transport (35%), followed by 
financial institutions (27 %), manufacturing, trade and 
agribusiness (23%), and finally energy (15%). There were 176 
approved projects. EBRD Local Enterprise Facility (LEF) 
is a delegated facility for equity, quasi-equity investments 
and tailor-made debt financing established jointly by the 

EBRD and the Italian Government in 2006 and targeting 
Western Balkans, Turkey, Bulgaria and Romania. Developed 
to support financing needs of dynamic local enterprises, 
LEF has provided €400 million of capital provided jointly 
by the EBRD (€380 million) and the Italian government 
(€20 million), with total cumulative commitment of 
€298.5 million and a total of 114 projects implemented 
by late 2013. Key objectives are as follows: (1) Enhancing 
competitiveness and product quality by strengthening 
market competitiveness and improving the quality of goods 
and services provided; (2) Restructuring by introducing 
new, replicable products and technologies to achieve 
better use of labour, higher productivity and efficiency 
improvements; and (3) Setting standards for corporate 
governance by encouraging investee companies to apply 
higher standards of corporate governance and business 
conduct. The latter is particularly valuable for the market 
development in the Western Balkans.

In addition to investments in financial institutions, 
an important project aimed directly at SMEs is the 
Business Advisory Services Programme (BAS), aimed at 
providing business advice to micro, small and medium-
sized enterprises to improve their business. Research 
conducted by the EBRD for the period 2008-2011 shows 
that the companies that used BAS programme increased 
the number of employees, revenue, productivity, provided 
external investment and they usually reuse consultants 
provided to them by BAS. In addition, financial support 
is also available to finance projects such as: drafting a 
business plan, marketing plan, website development, the 
development and improvement of information systems, 
improving financial accounting and control systems, and 
improving the organisational and management structure.

The European Investment Bank (EIB) is an institution 
that deals with the financing of projects in EU member 
states, the countries that are in the process of European 
integration, as well as partner countries. EIB support 
is reflected in the possibility of providing direct loans 
and credit lines to intermediary banks whose end-users 
are small, medium enterprises and local governments. 
These funds may be used for the purchase, rehabilitation 
or expansion of fixed assets, the development of the 
distribution network in the country and abroad, as well 



as for the providing permanent working capital. EIB has 
been providing favourable credit lines to banks in Serbia 
since 2001.

The Government of the Republic of Serbia received a 
donation in the amount of €15 million from the European 
Union to finance small and medium enterprises and 
entrepreneurs in 2001-2002. After two years, all funds 
were invested in firms, and the timely repayment of 
principal and interest has been established which enabled 
revolving loan fund to continue its operations. By the end 
of 2013, the total European Union funding allocated for the 
SME sector support amounted to €70.4 million (of which 
€50.5 million in grants for development projects and €20 
million invested in credit lines for SMEs). The amount of 
individual loans ranges from €20,000 to €200,000 and 
funds are distributed through intermediary banks. Loans 
are granted for a maximum period of 5 years, with a grace 
period of up to one year. Loans can finance the purchase 
of equipment and machinery for the manufacturing of 
goods, services, construction of facilities to accommodate 
production capacity, with the obligation of the user to 
fund at least 20 % of the project with own funds. As noted 
above, the European Union has also developed the new 
Programme for the Competitiveness of Enterprises and 
SMEs (COSME), the first ever Commission programme 
that is exclusively dedicated to supporting SMEs, and in 
which Serbia will participate. 

Bilateral programmes are also a way in which many 
countries can provide assistance to Serbia by supporting 
private sector development, which is very important from 
the point of view of the possibility of exchanging experience 
and knowledge in order to assist the segment of micro, 
small and medium sized enterprises. In this regard, it 
is interesting to note the donation of the Kingdom of 
Denmark through LEDIB Local Economic Development 
in the Balkans, which aims to support the development of 
the segment of micro, small and medium-sized enterprises 
and entrepreneurship in region of Nis (Nisavski okrug) 
by financing loans for investment and working capital 
through the intermediary bank [30]. There is also an 
Italian SME Credit Line that provides favourable loans 
and partial grants for purchase of Italian equipment [21], 

and a German KfW finance programme, for instance 
supporting investments in energy efficiency.

As underscored by SPEA, venture capital and business angels 
are prepared to take the highest level of risk, expecting 
the highest level of return in comparison with other 
financial sources. This is a very important issue because 
in Serbia, according to the National Bank, 94% of total 
financial assets are concentrated in the banking sector. 
This leads to the conclusion that Serbia is characterized by 
the existence of a financial gap, leaving companies start up 
and expansion phases uncovered. The financial gap poses 
a serious problem for achieving dynamic economic growth 
because it is impossible to obtain further financial resources 
following the initial phases of business development [40].

The first equity finance deal came to Serbia with 
Overseas Private Investment Corporation investment 
in Serbia Broadband (SBB) in late 2000, while the first 
fully private equity deal was made in 2003, with the 
Imlek acquisition by British private equity fund Salford. 
Until 2013 there have been 22 deals reaching a total of 
€280 million. Fourteen private equity funds with 22 
investments reaching €180 million in equity stakes have 
been identified. These funds invested an additional €100 
million in technological improvements, organizational 
changes expanding product lines, and the development 
of marketing and support services. Notable private equity 
investments were also made in manufacturing (U.S. 
Darby Fund invested in copper mill Sevojno and cables 
manufacturer Novkabel as well as bread manufacturing 
Klas) information technology industry (Unicredit bank 
bought equity stake in Comtrade), but also in agriculture 
where EBRD was particularly active, buying equity in 
Victoria Group and Farmakom, and in a couple of state-
owned banks (Komercijalna banka, Cacanska banka). 
There are several benefits in addition to financing, 
obtained by companies that got EBRD as equity partner: 
they improved their corporate governance, became more 
visible for potential strategic partners and acquired 
significant expertise support from EBRD. Nonetheless, 
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in a transition economy impacted by the global financial 
crisis, these companies are still struggling to succeed, which 
also indicates that equity finance is not necessarily more 
successful than bank finance though it increases chances 
for company successful restructuring and growth. Yet, the 
SPEA 2012 research report concluded that equity driven 
companies in Serbia during the financial crisis showed 
performance above average [40].

During the 2009-2011 period when the Serbian economy 
was hit severely by the world economic and financial crisis, 
more then 400,000 people lost their jobs, GDP dropped 
and the demand for Serbian products on regionally and 
globally deceased. According to SPEA, during this period, 
according to the information available to the public, private 
equity backed companies have increased their total assets 
from €814 million in 2009 to €882 million in 2011 which is 
an 8.25% increase. However, if we look at the entire period, 
we can see a drop in total assets, and if we compare the 
years 2011 and 2010, it stands at 8%. An average private 
equity deal in Serbia includes close to €9 million for an 
equity stake and an additional €4.5 million invested into 
the company to improve performance. Looking at the 
sectors, most of deals were closed in food and beverage 
industry (9), followed by IT (6), telecommunications (2) 
and financial intermediary (2). If we look at the size of 
companies, private equity invested in eleven large, five 
medium and seven small sized companies. Only one 
company has gone bankrupt. The biggest growth increase 
was in the telecommunication, broadband and Internet 
sector. These companies have increased their assets from 
€202 million in 2009 to €240 million in 2011. Companies 
involved in food and beverages increased their total 
assets from €594 to €605 million. On the other hand, if 
we look at total equity, in the same period private equity 
backed companies recorded a drop in total equity in 2010 
compared to 2009, and an increase in 2011 compared to 
2010. During the entire period, companies have reduced 
total equity by 18%, falling from €315 million to €257 
million in 2011. Private equity backed companies were 
successful if we look at net revenue obtained from goods 
and services sold, because during this period companies 
increased net revenue from €732,000 to €807,000. At the 
same time, companies recorded a drop in net income 

from €61,186 in 2009 to €32,354 in 2010, and an increase 
to €54,671 in 2011. In terms of employment, private equity 
backed companies have cut the number of employees by 
4.22% in the 2009-2011 period, largely due to the staff 
cuts in the food and beverages industry. Employment in 
financial intermediaries, telecommunication, broadband 
and Internet companies increased by 16.94% in the same 
period. Information gathered from publicly available 
sources shows that eleven out of twenty companies had 
a constant increase in net income. Furthermore, six 
companies were experiencing net income and net loss, and 
two companies are having a constant increase in net loss. 
Along with increase in net revenues, companies increased 
total equity and total assets during the observed period. 
Speaking of employment, three out of twenty companies 
showed an increase while the rest were variable, increasing 
and decreasing [40].

However, when it comes to the SME segment private 
equity investors are usually less interested. The reason is 
that investment requires about the same time and effort to 
produce an analysis and put the structure together, while 
the potential upside (due to small amount to be invested) 
is usually limited in absolute terms. Therefore, venture 
capital appears as much more appropriate mechanism 
to support the development of SME segment, when they 
need long-term financing. The key obstacle in the early 
stage of development of venture capital in Serbia (apart 
from lack of appropriate legislation and practice) is the 
nature of the owners of small business who find it quite 
difficult to surrender part of their ownership to somebody 
they usually do not know well, so building trust among 
parties is of extreme importance here.

As noted above, the Innovation Fund has been an 
important source of capital for innovative companies, 
creating an important basis for future growth, which could 
be aided by the venture capital fund growing out of the 
regional initiative supported by key European financial 
institutions in the framework of Western Balkan Enterprise 
Development and Innovation Facility (WB EDIF), comprising 
a set of complementary measures for improving access to 
finance for SMEs and assisting economic development in 
the Western Balkans. The programme has been launched 
in December 2012 in collaboration with the European 



Investment Fund, the European Commission and the 
European Bank for Reconstruction and Development – 
and the Western Balkan region. The WB EDIF aims to 
promote the emergence and growth of innovative and 
high-potential companies, as well as the creation of a 
regional venture capital markets. The intention is that 
€145 million of initial capital pulled together under WB 
EDIF would translate into over €300 million of finance 
benefitting SMEs based in the Western Balkan countries.

WB EDIF, which is coordinated by the European 
Investment Fund (EIF), consists of four pillars:

(1) WB EDIF Guarantee Facility provides guarantees 
to local financial intermediaries to encourage them to build 
up new portfolios of SMEs loans and thereby improving 
access to finance. It is managed by EIF and there are 
negotiations under way to select the intermediary in 
Serbia based on an issued call for proposals.

(2) Enterprise Innovation Fund (ENIF) supports 
innovative SMEs in the Western Balkans in their early 
and expansion stage by providing equity finance through 
local funds management companies. Private Manager for 
ENIF will soon be selected and fund registered, becoming 
operational in 2014. 

(3) Enterprise Expansion Fund (ENEF) supports 
the expansion of SMEs with a high-growth potential 
established in the Western Balkans. This fund is in the 
process of registration and will be managed by the EBRD, 
becoming operational in early 2014.

(4) Technical Assistance Facility will enable Governments 
of the Western Balkan countries to obtain technical 
assistance under WB EDIF to implement policy reforms 
in order to create a favourable regulatory environment to 
benefit innovative and high-growth SMEs in the region [45].

Private equity investment is at an early stage of development 
in Serbia but demonstrating positive results, confirming 
data presented in the introductory literature overview 
based on data analysis from other, especially transition 
economies. Serbia stands to benefit both from entrepreneurial 
private ventures, as well as important regional initiatives 

supported by the European Union such as the Western 
Balkan Enterprise Development and Innovation Facility 
(WB EDIF), whose innovation and expansion investment 
funds are expected to start operations in 2014. In addition 
to WB EDIF, Serbian companies can benefit from the new 
EU Programme for the Competitiveness of Enterprises and 
SMEs (COSME), the first ever Commission programme 
that is exclusively dedicated to supporting SMEs and that 
will have an equity facility, which will also stimulate the 
supply of venture capital, with a particular focus on the 
expansion and growth phase of SMEs. In addition, equity 
financing, an especially important option for high-growth 
young enterprises, will be stimulated. Education of local 
financial institutions and SMEs in Serbia about how 
these programmes function and how proposals should 
be prepared will be a vital factor ensuring greater success 
of applications to advertised calls for proposals. As an 
important building block in this process, EU-funded 
Integrated Innovation Support Programme, operating 
between October 2011 and December 2013, delivered 
innovation promotion and investor-readiness trainings 
to 462 companies across Serbia. Such trainings should be 
continued, as well as business forums such as the Belgrade 
Venture Forum.

At the same time, a pipeline of possible investment 
projects should be constructed, with the active involvement 
of relevant business associations such as SPEA and the 
Government. The Best Technological Innovation Award 
and the Innovation Fund company beneficiaries may be a 
significant part of that pipeline. Improved management of 
business incubators across Serbia could further strengthen 
the potential project pipeline. In conjunction, the legal 
framework should be upgraded, both by enacting the 
amendments to the Law on AOFI and the Law on venture 
capital funds as discussed above, and by regulatory reform 
to improve the business climate. Indeed, according to a 
recent World Bank report, Back to Work; Growing with 
Jobs in Europe and Central Asia [3, pp. 188-190], improving 
the business environment could yield potentially large 
payoffs in private sector development, both in easing the 
entry of new firms and in facilitating the exit of inefficient 
firms. The report also confirms that access to finance is 
one of the strongest determinants of successful start-ups. 



People who succeeded in borrowing money are 60 percent 
more likely to be actual entrepreneurs, while firms with 
access to credit to finance their investment activities also 
tended to grow faster.

The EU’s Small Business Act (SBA), adopted in June 
2008 and updated in February 2011, focuses on actions 
most likely to aid SMEs cope with the economic crisis. 
The SBA has brought SMEs into the centre of the political 
agenda. EU Member States have taken a significant 
number of policy actions in favour of SMEs (in total some 
2400 measures in the past three years). Furthermore, the 
Entrepreneurship Action Plan, adopted in January 2013, 
sets a comprehensive and ambitious agenda in order to 
reignite the entrepreneurial spirit in Europe. It consist of 
three pillars, (1) the insertion of entrepreneurial education 
and training in all levels of the educational systems, (2) the 
further improvement of the business environment and (3) 
the promotion of entrepreneurship among specific groups, 
such as women, seniors, migrants, the unemployed and 
young people. Serbia, as an EU candidate, also strives to 
comply with the Small Business Act and has used this 
framework, as well as EU 2020 and Regional Western 
Balkans 2020 Strategy, to draft the new Strategy for 
Entrepreneurship and Competitiveness, 2014-2020, which 
is currently in public discussions and awaiting adoption by 
the Government. A crucial part of the draft strategy and 
accompanying action plan relates to access to finance and 
these regulatory measures, if successfully implemented, 
would be conducive to venture capital development.

As the European Commission has concluded, “To 
provide greater, sustained access to finance, it is necessary 
to reduce market barriers that prevent the flow of private 
capital to SMEs. Obviously, in the current economic 
environment, increased risk aversion and deteriorating 
business fundamentals negatively affect access to finance 
for all businesses. But only within the context of market-
based solutions can enough finance be mobilized to serve 
the growth needs of economically productive SMEs.” As 
a struggling transition economy, Serbia needs to focus 
its efforts on enhancing the business environment while 
educating companies – and potential entrepreneurs about 
entrepreneurship, innovation and the role of venture 
capital in facilitating growth.
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One of the greatest challenges for the EU in the period to 
come is how to achieve the highest possible social equality. 
All forecasts suggest that the EU is likely to face rather 
low rates of growth and unemployment in the long run as 
it will be overtaken by countries with dynamic economic 
growth (China, India). Social standard, the social state, 
education, health care, and, in general, social inclusion 
will not be something that can be taken for granted [9, 
pp. 86-98]. Therefore, in the focus of the “new growth 
paradigm” is social equality, and not economic growth. 

The major problem in the EU is the trend of increasing 
inequality [2, p. 9]. Two parallel processes are underway 
– on the one hand inequality among states is in decline 
and, on the other, within states inequalities are growing 
[1, pp. 10-11], [20], [2]. The convergence of states in the EU 
has evolved at the expense of the issue of an ever stronger 
trend of weakening cohesion within states themselves. The 
major directions of the new growth paradigm are focused 
on the well-being of citizens, protection of the weakest 
and reforms of the public sector, and not exclusively on 
economic growth through boosting the output.

The research into interdependence of growth and 
inequality, transition speed and inequality has come up 
against key dilemmas: does more inequality stimulate 
economic growth or not? Does the policy of equal revenues 
stimulate economic growth? Or, does growth in itself 
generate more equality? [20] Theoretically speaking, a 
high level of inequality in revenues, like in Russia and 
Ukraine, is detrimental to growth and the “development 
of a wealthy middle class is of fundamental importance 
for the consolidation of capitalism” [13, pp. 12-13]. High 
levels of inequality can prevent the middle class from 
strengthening as the size of the middle class is important 
for successful transition. Examples of some countries, such 
as Russia, suggest that after privatization some interest 
groups that hamper further transition have been created. 
On the other hand, the middle class has an interest in the 
continuation of reforms and establishment of the rule of 
law. The poor, to the contrary, are in favor of the return 
of communism because their economic position in the 
course of transition deteriorated [8, pp. 7-10]. 

Views that sustaining a degree of balance in income 
is good for economic growth are rather widespread. An 
opposite opinion is that development initially requires a 
sufficient amount of inequality, i.e. welfare needs to be 
concentrated in the hands of the few so that they could 
invest in capital and build up new industries. [14, pp. 
20-26]. Such a view has its roots in a traditional standpoint 
that large industrial systems are the major drivers of 
development. However, the experience of Poland confirms 
the opposite: entrepreneurial activity and comprehensive 
social investments in education and health care have 
become major drivers of growth (in 1996 Poland had 
almost 2 million private entrepreneurs and more than 
125,000 private commercial companies). A response to the 
question as to whether growth generates inequality also 
cannot be one-sided. The experience of Poland stands in 
contrast to that of Russia (the increase in earnings caused 
the abolishment of jobs and created more inequality). 
It can be concluded that the policy of the government 
determines the degree and forms of inequality.  

What is the link between transition speed and 
inequality? There are some cases when sluggish reforms 
caused more inequality (due to large initial macroeconomic 
imbalances). Innumerable regression analyses show that if 
two countries have the same volume of reforms (measured, 
for example, by EBRD transition indicators) and the same 
starting conditions, the country that had by 10% higher 
growth of inequality (Gini coefficient) had a lower rate of 
GDP growth by about 1%. In Czech Republic, which had 
better starting conditions than Poland, Gini coefficient 
rose by 0.03 more than in Poland, while the annual growth 
rate of GDP in Czech Republic was by about 1.6 percentage 
points lower than in Poland. Similar to Czech Republic, 
Hungary saw the growth of inequality and had an average 
annual growth rate of GDP of about 2.4 pp lower than 
Poland [15]. Poland is a typical example of a transition 
country that rapidly completed its reform tasks, boosted 
its economic growth, and reduced inequalities through 
the system of targeted social transfers.

The paper consists of two connected parts: the first 
is centered on transition effects in key dimensions that 
generate the problem of regional and social inequality 
in Serbia, and the second on transition forms of regional 
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disparities and social inequalities in the entire transition 
period after 2001. The recession period since 2009 is analyzed 
in greater detail, the focus being on trends of inequality 
and the position of the middle class. The conclusion sums 
up results of the following tested hypotheses:
Hypothesis 1: Does growth in itself generate inequalities? 
Does regional and social inequality create macroeconomic 
vulnerability?
Hypothesis 2: Do inequalities increase during the period 
of transition reforms?
Hypothesis 3: Has recession led to declining inequalities?

In comparison with most developed global economies, 
the EU as a whole has progressed in the establishment 
of an inclusive and sustainable society, but substantially 
lags in the critical area of smart growth, which raises the 
question about its innovation capacities, the ability to 
raise competitiveness, and its potential to sustain high 
growth and a rising standard of living. Serbia records 
lower scores than other candidate countries (see Table 
1), including the adjacent member states Bulgaria and 
Romania, in almost all the areas included in the index 
of competitiveness Europe 2020 [5]. Although Serbian 
economy has made a lot of progress in its digital agenda 
in relation to 2010 by boosting its performances to the 
level comparable to that of Bulgaria and Romania, it 
takes sweeping reform efforts to enhance the business 
environment, and education and training as the basis 

for smart growth. Still, the first priority needs to be the 
establishment of institutional capacities in the country.  

In the WEF’s Competitiveness Report 2013-2014, 
which includes 148 countries, Serbia is ranked 101st and 
with GDP per capita of USD 4,943 is at the foot of the 
group of 31 countries (GDP per capita of Serbia is among 
the lowest in Europe and 6.5 times lower than the EU-27 
average) which through improvement of efficiency aim for 
boosting the overall competitive position − Serbia is the 
least competitive country in the European continent. Serbia 
records oscillating developments on the competitiveness 
scale – the progress by 2008, followed by the period 2009-
2013 that was marked by continuous inertia of government 
capacities in adopting strategic programs and pursuing 
fundamental reforms that would invigorate economic 
activity and stop the rise in unemployment. Almost all of the 
countries adjacent to Serbia are in the second development 
stage except for Hungary (63) and Croatia (75) which are 
moving to the group of the most robust economies that 
already includes Slovenia (62). On its way to reaching an 
average level of development of the EU, Serbia needs to raise 
the efficiency of state institutions, ensure macroeconomic 
stability, enhance the ease of doing business and foster 
innovation, within which there is not a single indicator 
that demonstrates a competitive advantage.

The first priority must be to build up institutional 
capacities in the country, the area for which the largest 
portion of EU funds is allocated. A substantial room for 
improvement remains in the area of inclusive growth, 
and that with respect to rigidity of the labor market 
(characterized by incompatible productivity and earnings, 

Table 1: Regional competitive position 2013 

Index Europe 2020
Serbia Bulgaria Romania CroatiaRank Value

32 3.53 3.76 3.79 4.01
Subindex A: SMART GROWTH 32 3.45 3.69 3.64 3.86
1. Business environment 32 3.12 3.55 3.44 3.30
2. Digital agenda 31 4.10 4.30 4.08 4.72
3. Innovation 31 2.79 2.96 2.89 3.14
4. Education and training 32 3.81 3.95 4.14 4.27
Subindex B: INCLUSIVE GROWTH 31 3.69 3.98 4.02 3.89
5. Labor market and employment 28 3.53 4.32 4.00 3.55
6. Social inclusion 28 3.85 3.64 4.03 4.24
Subindex C: SUSTAINABLE GROWTH 30 3.49 3.61 3.97 4.83
7. Environment sustainability 30 3.49 3.61 3.97 4.83

Source: [24]



weak employee-employer relations, and a high rate of 
youth unemployment). The labor market needs to be 
flexible in order to ensure reallocation of employees 
from one economic activity to another, fast and at a low 
price, and ensure movement and adjustment of earnings 
without social unrest and strikes. This is particularly 
important for countries that are recovering from the 
global economic crisis.

The analysis of transition competitiveness shows that 
in Serbia no marked changes to its structure have taken 
place, which is why the country fails to reach higher ranks 
in the global rankings that other countries of the region 
boast. Over the past 7 years on average Serbia has been more 
competitive than 30% of countries only, which means that 
it is not only unable to sell its products (on the EU market 
primarily) but also that due to macroeconomic instability 
(rank 136), institutional constraints (126), inefficiency of the 
market of goods (132) and underdeveloped infrastructure 
(90) it is unattractive to potential investors. Knowledge 
as the most important and an indispensible driver of 
economic activity is not appreciated enough, and thus 
Serbia is notorious for its “brain drain” (146th position 
– by the indicator Country capacity to retain talent it is 
better ranked only than Venezuela and Myanmar, and 
147th – by the indicator Country capacity to attract talent, 
it is ahead of Venezuela).

Results Serbia scored this year demonstrate it 
is urgent all state entities acted jointly in speeding up 
structural changes, and undertook priority measures in 
most critical areas, primarily those where sub-indexes 
are ranked above the 120th position (as much as 45 sub-
indexes). Even with 3 pillars with a rank higher than last 
year one can notice that marked improvement has been 
recorded only within one or two sub-indicators, while 
values of other sub-indicators deteriorated.

Serbia is in a very adverse competitive position as 
according to most indicators it is below the average of 
countries that belong to the second development stage, 
which means far from the average of the EU member states 
(see Table 2). Unless there is modernization of production 
capacities and constant investment in education and 
promotion of the expertise of workforce, Serbia cannot 
improve its efficiency in some other economic spheres, nor 

can it reach a higher development degree. In the long run 
human capital and technology are two key factors that 
determine sustainable economic growth and a competitive 
position of an open market economy.

The most critical fields are Institutions (pillar 1), 
Macroeconomic environment (pillar 3), Business sophistication 
(pillar 11), and Innovation (pillar 12), within which there 
is not a single competitive advantage.

Table 2: Most critical fields of Serbia 2013

Pillar Rank
Protection of minority shareholders’ interests 1 144
Burden of government regulation 1 142
Efficiency of state corporations 1 138
Efficiency of regulative in settling disputes 1 137
Volume of HR training 5 140
Buyer sophistication 6 143
Extent of market dominance 6 142
Effectiveness of anti-monopoly policy 6 141
Strength of local competition 6 138
Country capacity to attract talent 7 147
Country capacity to retain talent 7 146
Cooperation in labor-employer relations 7 144
Introducing new technology to a company 9 137
Nature of competitive advantage 11 145
Willingness to delegate authority 11 141

Source: [24]

Structural reforms in the transition region of SEE, after 
slowing down in the crisis period 2008-2009, are still faced 
with major challenges [10]. In 2013 reform stagnation 
continued, and deterioration of transition indicators was 
evident both on the sector and the state level. At the level 
of states, for the first time since 1990 the EBRD analysis 
has shown that the number of deteriorations (of transition 
indicators) surpasses the number of improvements. In the 
field of market and trade three indicators in Hungary and 
two in Slovakia deteriorated, mostly due to a larger stake 
of the state in the energy and insurance sectors, which 
had an adverse effect on the trust of domestic and foreign 
investors. The upgrade was made only in Croatia, in the 
field of large-scale privatization, owing to the sale of several 
shipyards that was a precondition for the EU membership.  

Serbia has not made any considerable progress for 
the third year in a row (see Figure 1). Transition indicators 
remained at the level of 2010, and thus an average transition 
progress grade remained unchanged (3.17), and in comparison 
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with adjacent countries it was higher only than the value 
for BiH (3.00). According to EBRD indicators (see Table 
3), Serbia straggles behind most of the adjacent countries 
in the area of large-scale privatization, governance and 
restructuring of companies, and implementation of the 
competitiveness policy.  

The largest transition lag occurred in large-scale 
privatization, governance and restructuring, and competitiveness 
policy. There are still 419 companies awaiting privatization, 
153 companies undergoing restructuring, and around 900 
companies with the minority share of state-owned assets. 
The transition indicator of governance and restructuring of 
companies in all the countries of the region is at its lowest. 

Although the enforcement of bankruptcy legislation has 
improved, not much has been done when it comes to the 
strengthening of competition and corporate management, 
and thus in Serbia the value of this index is rather low 
(2.3). In the area of large-scale privatization Serbia also 
straggles behind other adjacent countries (index of 2.7; 
for countries in the region it ranges from 3.0 in BiH to 
4.0 in Bulgaria and Hungary). In order for the index to 
reach a higher value, it is necessary for more than 25% of 
assets of large companies to be in private ownership (55% 
of assets of large companies in 2012 were active in only 
16 PE of republic interest). Large-scale privatizations are 
mainly at a standstill. 

 

Table 3: EBRD transition indicators

Serbia Bulgaria Romania Croatia Macedonia BiH Hungary
2001 2012 2001 2012 2001 2012 2001 2012 2001 2012 2001 2012 2001 2012

Large-scale privatization
1.0 2.7 3.7 4.0 4.0 3.7 3.7 3.7 3.3 3.3 3.3 3.0 4.0 4.0

Small-scale privatization
3.0 3.7 3.7 4.0 3.7 3.7 4.3 4.3 4.0 4.0 2.7 3.0 4.3 4.3

Governance and restructuring of companies
1.0 2.3 2.3 2.7 2.0 2.7 2.7 3.3 2.3 2.7 1.7 2.0 3.3 3.7

Competitiveness policy
1.0 2.3 2.3 3.0 2.3 3.3 2.3 3.0 2.0 2.7 1.0 2.3 3.0 3.7

Price liberalization
4.0 4.0 4.3 4.3 4.3 4.3 4.0 4.0 4.0 4.3 4.0 4.0 4.3 4.0

Trade and foreign exchange system
2.7 4.0 4.3 4.3 4.3 4.3 4.3 4.3 4.0 4.3 3.0 4.0 4.3 4.0

Source: EBRD Transition Reports 2001-2013

Figure 1: Transition speed in Serbia, 2001-2013
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Credible measurement of industrial competitiveness 
is particularly pertinent to transition. According to the 
UNIDO’s CIP index1, Serbia is rather low positioned in 
relation to the EU average [22]. The sub-index capacity to 
produce ranks Serbia by 71 positions lower than the EU 
average, the sub-index capacity to export by 31 positions 
lower, the sub-index industrialization intensity by 17 
positions, and export quality by 29 positions lower than 
the EU average in the global rankings.

Reform stagnation is indicated also by the research 
into business environment, and the dynamics of creation 
of a regulatory environment that is conducive to doing 
business. The deterioration of the rank (from 87th position 
in 2012 to 93rd position in the world in 2013) was largely 
due to the raising of VAT, which further boosted costs of 
doing business of companies (see Table 4). On the other 
hand, thanks to major structural reforms some countries 
have managed to improve their doing business and lessen 
the effects of the global economic crisis. 

Table 4: Ranking of transition countries by 
conditions for doing business

2012 2013
Macedonia 36 25
Slovenia 31 33
Montenegro 50 44
Slovakia 43 49
Hungary 52 54
Bulgaria 57 58
Romania 73 73
Croatia 88 89
Albania 82 90
Serbia 87 93
BiH 130 131

Source: [23]

For years now the lowest rank and 182nd position in 
2013 Serbia scored for the process of obtaining licences and 
various permits (for construction, access to electricity, 
telephone, permits from various inspectorates, etc.). A 
very low rank of Serbia is conditioned by high costs of 
issuing construction permits, expressed as % of GNI per 
capita. While in the EU on average it takes 98% of GNI/
capita (most in Ireland, 446%, and least in Slovakia, 7%), 

1 Competitive Industrial Performance Index 2012-2013 through its three 
dimensions and a combination of eight quantitative indicators shows the 
extent to which each country is able to produce and export competitive 
products.

in Serbia entrepreneurs need to pay 14 times higher a 
value than GNI/capita or 1,433% (only 10 countries out of 
Europe have higher costs), while in countries outside the 
EU costs equal: in Montenegro 1,159%, in BiH 1,100%, in 
Croatia 646%, and in Macedonia 512% of GNI/capita [23].

The most relevant international research on the degree of 
reforms in education is PISA − Programme for International 
Student Assessment, which enables the assessment of the 
quality, legitimacy and efficiency of the education system, 
but it also serves to monitor the quality of changes in the 
education system. In many countries data provided by 
PISA tests have become not only key indicators for the 
assessment and monitoring of the progress in the quality 
of education but PISA is also used as the EU indicator of 
social inclusion, IT literacy, and poverty. A large number 
of countries use PISA results as indicators of education 
development and in their strategic documents they plan 
on raising the level of PISA performance (all the OECD 
countries, Japan, Croatia, etc.). In our country, PISA 
performance is used as an indicator in the implementation 
of the Strategy for Poverty Reduction.

According to PISA 2012 (see Table 5), the quality 
of education in Serbia is still below the average of OECD 
countries [18, p. 5], [7], [10], [11], but the difference is 
smaller compared to 2009. Compared to countries of 
the region, reading, mathematics, and science literacy 
of students from Serbia is higher than that of students 
from Bulgaria, Romania, and Montenegro, while it is 
lower than that of students from Hungary, Slovenia, and 
Croatia (see Figure 2).

Despite some positive changes in the period 2006-
2012, there are still major lags in some segments:

In the segment of reading literacy the percentage 
of students who reached the level of functional 
literacy in 2012 was 67%, at the level of 2009 (76.5% 
of girls and 57.2% of boys) but 11.9% of students in 
Serbia were below the first level of literacy (in OECD 
countries 5.5%): 17.8% of boys and 6.0% of girls. In 
comparison with OECD countries reading literacy of 
students from Serbia was lower by 50 points, which 
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is equal to an effect of somewhat more than one year 
of schooling in OECD countries;
When it comes to mathematics literacy, 61% of 
students from Serbia reached the level of functional 
mathematics literacy but 15.5% of students from Serbia 
are below the first level of literacy (9.1% of students in 
OECD countries): 16.5% of girls and 14.5% of boys. 
In comparison with OECD countries mathematics 
literacy of students from Serbia is lower by 45 points, 
which is equal to an effect of more than one year of 
schooling in OECD countries.
As regards science literacy, 65% of students reached 
the level of functional literacy in the domain of 
science, 10.3% of students in Serbia do not possess 
scientific knowledge (in OECD countries 4.8%): 11.1% 
of boys and 9.6% of girls. In comparison with OECD 

countries, science literacy of students from Serbia 
is lower by 65 points, which is equal to an effect of 
1.5 years of schooling in OECD countries.

The comparative research of the quality of life in Europe 
[6] presents the issue of inequality in quite a different light, 
especially after recession blows in the period 2009-2011. 
EQLS not only enables the monitoring of changes in a society 
but it can also determine new trends and developments in 
the future. The research into the quality of life in transition 
countries has been done in the following segments (see 
Table 6): (1) subjective well-being, (2) health and mental 
well-being, (3) living standards, (4) work-life balance, (5) 
public services, (6) trust and tensions, (7) participation 
and exclusion, and major findings thereof are: 

Figure 2: Education reforms in the region 2012 – functional literacy
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Table 5: PISA – changes 2006-2012 in the region

Reading literacy Mathematics literacy Science literacy
2012 2006-2012 2012 2006-2012 2012 2006-2012

Serbia 446 45 449 13 445 2
Croatia 485 7 471 4 491 5
Slovenia 481 -13 501 -3 514 2
Montenegro 422 30 410 10 410 9
Bulgaria 436 34 439 25 446 7
Romania 438 42 445 30 439 11
Hungary 488 6 477 -14 494 -8
OECD average 496 7 494 0 501 0

Source: Author’s calculations on the basis of the [18]



Life satisfaction in Serbia is below the EU average, as 
well as below some countries of the region. The level 
of optimism steadily increases with income, starting 
from 44% in the low income group (the first 25% of 
household distribution) to 68% in the high income 
group (the last 25% of household distribution). 
The proportion of people feeling optimistic about 
the future has a positive correlation with average 
satisfaction with the economic situation in the 
country and with trust in government.
Satisfaction with health is at the level of the EU 
average. Unemployment, poverty and social exclusion 
adversely affect mental health [11]. Mental well-
being of the population increases with income. The 
citizens of Serbia and Bulgaria are least satisfied with 
the standard of living in the EU. The misery index 
(the sum of the unemployment rate and the rate of 
inflation) is among the highest in Europe.
Serbia has the highest proportion of people suffering 
from work-life conflict (80%) of all the countries 
surveyed. This relates to inflexible working time 
arrangements and inefficient work organization. In 
addition, Serbia, like other transition countries, has 
a relatively large proportion of working age women 
(49%) who are not in the labor force.

Of the public services asked about in the EQLS, people 
in Serbia give highest quality rating to childcare 
(6.1), similar to the EU average. The quality of health 
services is rated lower, while the lowest rankings in 
Serbia are given to social services. 
The research has shown that the degree of trust in 
public institutions is largely linked to the perception 
of corruption in the public sector. A relatively low 
degree of trust in local authorities distinguishes 
transition countries from nearly all EU countries 
where people have a greater level of trust in local 
authorities than they do in national institutions. 
With regard to social cohesion, tension is the largest 
between the rich and the poor (48%).  
The perceived social exclusion index is high (higher 

only in Bulgaria, Greece, and Cyprus). The sense of exclusion 
is considerably stronger among older people but the largest 
differences relate to income levels.

The entire area of SEE by its economic strength is at 
below 50% of the EU. Serbia is at 35% of the EU (GDP by 
purchasing power), Bulgaria at 47%, and Romania at 49% 
of the EU (see Table 7).

Table 6: Indicators of the quality of life

Indicators of the quality of life Croatia Mace- 
donia

Monte- 
negro Serbia 

Extremes among 33 surveyed countries
EU-27

Minimum Maximum
Subjective well-being
Life satisfaction (1-10) 6.8 6.7 6.9 6.3 Bulgaria 5.5 Denmark 8.4 7.1
Happiness (1-10) 7.3 7.2 7.6 7.1 Bulgaria 6.3 Iceland 8.3 7.4
Optimism about the future 56% 65% 70% 60% Greece 20% Iceland 87% 52%
Health and mental well-being
Satisfaction with health (1-10) 7.3 7.7 8 7.4 Lithuania 6.5 Cyprus 8.4 7.3
Mental well-being (0-100) 62 68 66 54 Serbia 54 Denmark 70 62.5
Living standards
Satisfaction with standard of living 5.9 5.8 6.1 5.3 Bulgaria 4.7 Denmark 8.3 6.9
Difficulty making ends meet 29% 18% 17% 31% Denmark 3% Greece 50% 17%
Work-life balance
Work-life conflict (% women) 74% 78% 79% 85% Italy 44% Cyprus 86% 59%
Women, economically inactive, willing to work (%) 73% 65% 62% 58% Turkey 57% Iceland 91% 70%
Public services
Cost as a problem to see a doctor 5% 5% 9% 14% G.Britain 1% Greece 28% 8%
Trust and tensions
Trust in local authorities (1-10) 3.3 4.1 3.9 3.3 Serbia 3.3 Luxemburg 6.7 5%
Participation and exclusion
Index of perceived social exclusion (1-5) 2.4 2.4 2.3 2.5 Denmark 1.6 Cyprus 3.0 2%
Civic and political involvement 31% 22% 16% 19% Turkey 8% Iceland 61% 25%

Source: [6]
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The group of medium developed transition countries 
(Hungary, Czech Republic, Poland, and Croatia) is at 
2/3 of the EU, and Slovenia stands out with GDP PPS of 
above 80%. However, intra-regional disparities vary: in 
Serbia they are larger (2.9:1) than economic disparities in 
Slovenia and Croatia (1.5:1 and 1.8:1), and at the level of 
economic inequalities in Bulgaria, Czech Republic, and 
Hungary. The greatest regional economic disparities are 
found in Romania (3.8:1).

Economic downturn and a deteriorated macroeconomic 
balance in the period 2009-2012 affected regional economic 
developments as well, but at various intensities. The 
economic lag of all regions mounted in comparison with 
the EU average (see Table 8).

The Region of Belgrade, as the most developed 
region, is at 60% of the EU, while the Region of Southern 

and Eastern Serbia as the least developed region in the 
EU is at only 21% of the EU. 

One of the greatest challenges of the policy of regional 
development of Serbia is the long-term trend of rising 
regional inequalities and the concentration of economic 
activities in Belgrade and Novi Sad [12]. More than a half 
of employees in Serbia work in these two cities, while the 
share of other economic indicators develops around 2/3 
(see Figure 3). 

The analysis of regional disparities at the level 
of districts (NUTS-3) shows the real scale of regional 
disparities in Serbia (see Table 9). In the period 2006-2012 
extreme values increased slightly, namely the composite 
Development Deficiency Index (DDI − comprises five 
development dimensions and 13 representative indicators) 
shows that the ratio of Belgrade and Toplica districts from 
6.8:1 in 2006 increased to 7:1, i.e. the Region of Belgrade 
was 7 times more developed than the Toplica District. An 
even more worrying trend is that values of DDI for as many 
as 21 districts registered a drop in comparison with 2011.

Figure 3: Regional economic concentration 
− Shares of the City of Belgrade and South Backa area in Serbia, 2012
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Table 7: Transition gap and regional disparities 
(NUTS-2) 2012

GDP per capita (PPS), EU=100

Country national 
level

richest 
region

poorest 
region

richest : 
poorest

Bulgaria 47 75.3 27.2 2.8:1
Czech 79 175.3 66.0 2.7:1
Hungary 66 108.5 39.6 2.7:1
Poland 66 97.0 40.9 2.4:1
Romania 49 111.1 29.4 3.8:1
Slovenia 82 104.7 71.9 1.5:1
Croatia 61 78.3 44.3 1.8:1
Serbia 35 60 21 2.9:1

Source: Author’s calculations on the basis of the Eurostat and RSO

Table 8: The trend of regional lagging - GDP PPS p.c. 
(EU-27=100)

Regions 2009 2010 2011 2012
Belgrade Region 65 61 60 60
Region of Vojvodina 34 33 35 35
Region of Sumadija and Western Serbia 26 24 23 23
Region of Southern and Eastern Serbia 23 22 22 21

Source: Author’s calculations



The analysis of individual and synthesized indicators 
for the measurement of regional disparities provides an 
integral picture of regional development of Serbia [12]. 
Distinctive socio-demographic and economic development 
has several levels – the Danube-Sava concentration, 
the undeveloped area, the developed centre, and the 
underdeveloped periphery (see Figure 4).  

The regional analysis of ranges of extreme values at 
the local level confirms the hypothesis about the reduction 
of regional disparities in times of recession (see Figure 
5). Extreme ranges of representative indicators in the 
transition period in 2008-2012 were in decline but still at 
a high level, and thus in 2012 the range in earnings was 
1:11, the employment rate (8:1), the unemployment rate 
(1:5), and in budget revenues per capita 5:1.

The European Union has promoted regions as places 
most natural to manage economic development, pursue 
an adequate social policy, and take care of environment. 
One of the most important objectives is to boost overall 
competitiveness and it can be achieved only through 
enhancement of regional competitiveness and reduction 
of regional disproportions. Therefore it is necessary to 
thoroughly know, first of all, the economic basis of the 
region (enterprises, sectors, qualifications, and human 
resources), as well as to be familiar with specific factors 
of development of the region in order to be able to make 
this area attractive for investment that would boost overall 
competitiveness. The intertwining of the strategy and 
operational performance of a company, and the quality of 

Table 9: Transition extreme ranges in municipalities 

Indicators 
(Serbia =100)

2001 2008 2012
No. of municipalities

>100% <50% Extremes >100% <50% Extremes >100% <50% Extremes
Earnings per employee 31 43 1:13.4 14 62 1:12 13 58 1:10.7
Employment rate 36 17 7.8:1 18 31 8.8:1 16 20 8.3:1
Unemployment rate 42 20 1:6.7 26 53 1:5.7 33 54 1:4.6
Budget revenues/capita 13 51 16:1 12 45 5.5:1 13 14 4.5:1

Source: Author’s calculations on the basis of the RSO

Figure 4: Development Deficiency Index 2012 Figure 5: Regional distribution of income p.c. 2012 
Development groups

Group I most developed areas (0 - 1,9%)

Group II areas with considerable development potential (2 - 3,9%)

Group III medium developed areas (4 - 4,4%)

Group IV areas with limited development potential (4,5 - 4,9%)

Group V development defitient areas (>5%)

>100%
2/3 - 100%
50% - 2/3
40% - 50%
<40%
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the business environment is a key factor that determines 
regional competitiveness. Levels of productivity, employment, 
investments, the degree of openness of an economy, as well 
as the availability of highly educated population are most 
important for the growth of competitiveness. 

The analysis of regional gross domestic product per 
capita points not only to the degree of development, but is 
also an indicator of regional productivity and efficiency (see 
Table 10). The northern part of Serbia is more productive 
than the southern part, the Region of Belgrade is most 
productive, and the generated GDP per capita is 71.4% above 
the republic average, followed by the region of Vojvodina 
with 2.6% above the average of Serbia, while other two 
regions are far below the republic average.

The greatest contribution to labor productivity in 
2012 was that of the Belgrade Region and the South Backa 
District, the total of 62%. Although GVA per employee was 
below the average of Serbia, the contribution of Nisava 
and Srem districts to overall productivity was rather 
significant compared to other districts owing to a larger 
share in total employment.

Table 10: Trend of regional productivity 

Regions
GDP/capita (Serbia =100)

2009 2010 2011 2012
Belgrade 179.4 177.8 172.2 171.4
Vojvodina 95.2 96.8 99.5 102.6
Sumadija and Western Serbia 71.4 69.9 67.3 67.6
Southern and Eastern Serbia 63.3 63.9 63.1 63.3

Source: Author’s calculations on the basis of the RSO

The regional analysis of external trade balance shows 
that largest shares in exports and imports were of the 
Region of Vojvodina (37.3% and 31.2%) and the Belgrade 
Region (24.7% and 46%), while the share of other two 
regions in exports was about 38.0%, and in imports about 
22.8%. The indicator of export per capita shows that the 
Pirot District stands out.    

The composite indicator of the level of regional 
competitiveness2 for the period 2007-2012 points to:

Large differences in levels of district competitiveness, 
The trend of declining regional disparities to the level 
of competitiveness: the ratio of the highest and the 
lowest value in 2012 was 1:7 (in 2007 1:29),

productivity, exports, investments, and the level of education by districts

In addition to the Region of Belgrade and the South 
Backa District, the most competitive districts in 
2012 were Sumadija District (owing to the growth 
of exports and investments) and the Pirot District 
(owing to an enhanced level of education and the 
growth of exports),
The largest improvement of the level of competitiveness 
was in Bor District (in relation to 2007 by 12 positions),
Of 4 districts in 2007, Jablanica and Pcinja were still 
at the lowest competitiveness level,
Regions with lowest performances are in the south 
of Serbia,
All regions have development potentials, but some 
of them have better preconditions for attaining 
objectives.

Each research of transition inequality is focused on changes 
to income or consumption of the middle class. The middle 
class is a propeller of growth of every economy. The UN 
estimates clearly indicate that in 2050 the share of the 
middle class will equal almost a half of the global output 
[19, p. 14], by far exceeding the group of most developed 
countries G-7. In only ten years the share of the middle 
class in Europe and the US will decrease from 1/2 to less 
than 1/3 of the global output (from USD 1.8 bn to USD 
3.2 bn in 2020). 

Who belongs to the middle class? The definition of the 
UN and the OECD is rather broad and within the middle 
class subsumes everyone who earns or spends in the range 
of USD 10-100 a day. The UN stresses that in large states 
(China, India) this issue is tightly related to the process 
of industrialization of the state and the reason why poor 
states do not develop faster than rich ones. The strongest 
arguments are provided by the Feldstein-Horioka paradox, 
i.e. a long time ago detected high correlation between 
domestic savings and investments (the term paradox is used 
as the capital does not flow to underdeveloped countries 
although the rate of return is the highest). 

The research of inequality and the status of the middle 
class in Europe mainly rely on similar methodological 
models, of which most representative ones are the descriptive 
and the quantile analysis, the Gini coefficient, Theil index, 



and standard deviation [16, p. 7]. The transition analysis 
of family households in Serbia is focused on the change 
of the economic power of households due to various 
economic developments. The income reflects the real 
economic power of households. A balanced distribution 
of income is consistent with the efficiency of economy in 
the long run. Extreme inequality in income distribution 
adversely affects poverty reduction and economic growth 
of the country [21].  

By applying the OECD equivalence scale one can 
approximate an average household income in Serbia for 
the period 2006-2012 (see Figure 6). An average household 
income was rising constantly in the period 2006-2009, 
reaching its maximum in 2009, and then in the period 
2009-2012 it was in constant decline, and thus in 2012 
it was at the level of 2006. In 2012 an average income of 
family households in Serbia fell sharply, a consequence 
of the second recession wave of the economic crisis and 
an economic downturn. 

How did the middle class income develop? The 
standardized categorization of the series of household 
classes includes the first four deciles of income distribution; 
the middle class comprises a part of distribution from 
the fifth to the ninth decile, while the high class relates 
to the part of distribution that belongs to the tenth decile. 

Throughout the transition period the income 
distribution was balanced, as confirmed by the Gini 
coefficient and Theil index, as well as standard deviation 
of income (see Table 11). The second recession wave led 

to higher inequality of income distribution, whereby the 
rise in inequality of 2011/2010 is larger than the rise of 
2012/2011.

Table 11: Indicators of inequality in income 
distribution 

2006 2007 2008 2009 2010 2011 2012

Gini  
coefficient 0.353 0.338 0.301 0.300 0.296 0.299 0.301

Theil  
index 0.242 0.211 0.163 0.151 0.148 0.159 0.158

Standard 
deviation 
(RSD)

17167 15685 12110 11359 10735 12257 10466

Source: Author’s calculations

Recession waves affected the constellation of income 
classes, both in Serbia and in adjacent transition countries 
(as best illustrated by changes to the share of income 
classes, and the ratio of the tenth and the first decile of 
income distribution). On the other hand, the analysis of 
the cumulative relative change of the income in the period 
2008-2012 shows that in Serbia there was no redistribution 
of income among the three income classes. Countries in 
the region experience somewhat different tendencies: 
in Bulgaria and Romania changes were significant and 
related to the redistribution of income at the benefit of 
middle and low income class, while in Hungary a portion 
of the total income spilled from the high to the low income 
class. By analyzing the EU member countries, which have 
“felt” significant effects of the global economic crisis, 
one cannot make a clear conclusion as to changes to the 

Figure 6: Changes to standardized income classes of households
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position of economic classes. In France changes are almost 
non-existent; in Greece, Italy and Spain the high income 
class is growing stronger at the cost of a lower share of the 
low class, while in Germany the middle and low income 
classes grew stronger (see Table 12).   

A very much used indicator of inequality between 
the richest and the poorest household groups (the ratio 
of the value of the tenth and the first decile) suggests that 
Serbia saw a moderate rise in inequality. In Bulgaria and 
Romania inequality in income distribution is decreasing 
(a negative difference in the period 2008-2012), while in 
Greece, Spain, and Italy inequalities increased (see Table 13). 

The Gini coefficient as the indicator of the change 
in inequality in the period 2008-2012 did not change 
markedly in any of selected transition countries, except 
in countries that are hit hardest by the economic crisis 
(Spain, Greece, and Italy).  

Approximation of regional inequalities and income 
and consumption indicates a substantial reduction of 
inequality for all four macro regions (see Figures 7-8). Largest 
inequalities in terms of both income and consumption are 
detected in the region of Vojvodina (Gini 0.276 and 0.305), 
and even larger than differences at the national level (Gini 
0.267 and 0.302). Significantly lower are inequalities in 
the region of Belgrade (the fall in the Gini coefficient with 

Table 13: The ratio of the tenth and the first decile and Gini coefficient 2008-2012

2008 2009 2010 2011 2012 Difference

X/I deciles

Difference

GiniX:I Gini X:I Gini X:I Gini X:I Gini X:I Gini

Bulgaria 11.5 0.359 9.7 0.334 9.6 0.332 11.4 0.350 11.0 0.336 -0.4 -0.023
Hungary 5.3 0.252 5.1 0.247 4.8 0.241 5.7 0.268 6.0 0.269 0.7 0.017
Romania 12.6 0.360 12.2 0.349 10.2 0.333 10.9 0.332 11.1 0.332 -1.5 -0.028
Serbia 7.8 0.307 7.2 0.300 7.4 0.296 6.7 0.299 8.0 0.302 0.2 -0.005
Germany 8.1 0.302 7.1 0.291 7.1 0.293 7.2 0.290 6.6 0.283 -1.5 -0.019
Greece 10.6 0.334 10.6 0.331 9.8 0.329 10.9 0.335 13.9 0.343 3.4 0.009
Spain 10.6 0.319 15.7 0.330 18.8 0.344 16.1 0.345 16.5 0.350 5.9 0.031
France 7.0 0.298 7.0 0.299 7.1 0.298 7.4 0.308 7.1 0.305 0.1 0.007
Italy 8.8 0.310 8.9 0.315 9.1 0.312 10.5 0.319 10.1 0.319 1.3 0.009

Source: Author’s calculations on the basis of the Eurostat (2008-2013) and RSO (2008-2013)

Figure 7-8: Regional inequalities income and consumption
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Table 12: Change of the share of income classes in the period 2008-2012

Bulgaria Hungary Romania Serbia Germany Greece Spain France Italy
Low class 1.0 -1.0 1.2 0.0 0.8 -1.0 -1.8 -0.3 -0.5
Middle class 1.2 0.0 2.4 0.0 1.3 1.3 0.4 0.0 -0.2
High class -2.1 1.0 -3.2 0.0 -1.9 1.2 1.5 0.5 0.6

Source: Author’s calculations on the basis of the Eurostat (2008-2013) and RSO (2008-2013).



income from 0.285 to 0.242, and with consumption from 
0.352 to 0.269), which is particularly significant as in the 
structure of consumption in Belgrade consumption is by 
25% higher and income by as much as 30% higher than 
the average of the Republic. The least developed region of 
Southeast Serbia registered the smallest fall in inequality.

The concept of social inclusion presents an integral part of 
the social process in the EU that aims for including various 
factors and forms of deprivation some individuals and 
groups are exposed to. Social cohesion presents a society’s 
ability to provide for all of its members the access to systems 
that have a crucial impact on human development (health 
care, education, social protection, etc.) in order to create 
conditions for each citizen to develop their full potential, 
which would result in the strengthening of social capital 
i.e. common welfare.

Serbia is characterized by major regional social 
discrepancies manifested through dimensions of social 
exclusion and deprivation. The analysis of the composite 
index of social cohesion3 in 2012 points to the following 
characteristic segments of high regional heterogeneity 
(see Figure 9):

Disparities at the level of Serbia by the composite 
index show that social cohesion of the population 
in the municipality of Sokobanja is four times larger 
than that in the municipality of Zitoradja;

3 Includes 4 dimensions presented through 7 representative indica-
tors. 

Regional disparities in disbursed earnings are very 
prominent (the ratio of municipalities of Lajkovac 
and Arilje is 2.5:1);
An average pension is almost three times higher in 
Belgrade than in the municipality of Malo Crnice;
The access to social welfare services in Uzice is 24 
times more favorable than in Svrljig;
The availability of health care services in the municipality 
of Krupanj is 9 times lower than in Cuprija.
The transition regional analysis for the period 2002-

2012 (see Table 14) shows that only the population of the 
city of Belgrade registers high, above average values of the 
composite index of social cohesion and the highest growth 
trend. Other regions register a drop in the composite index, 
which is particularly marked in the region of Southern 
and Eastern Serbia (-13%). The comparative analysis of 
selected dimensions of social cohesion has shown that at the 
territory of these districts there is a mixture of problems, 
such as: high unemployment, low earnings and pensions, 
the rise in the coefficient of economic dependence, the rise 
in the number of beneficiaries of social welfare benefits, 

Table 14: Social cohesion index 2002-2012 
(Serbia=100)

Area 2002 2008 2012
Belgrade Region 129.2 150.0 141.7
Region of Vojvodina 99.8 90.7 96.4
Region of Sumadija 
and Western Serbia 101.6 86.5 93.0

Region of Southern
 and Eastern Serbia 91.8 81.2 79.5

Districts (25) 97.1 87.1 88.9
Cities (23) 102.1 105.7 106.9
Municipalities (122) 91.6 72.9 73.5
UDA (46) 81.9 65.6 64.3

Source: Author’s calculations

Figure 9: Composite index of social cohesion 2012
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and the fall in the number of newly built flats. Still, a key 
impact on the living conditions of individuals is that of 
differences as to the level of revenues. 

Although all transition models forecast that inequality 
will mount, in practice it varies from country to country, 
depending on effects, the volume, and the speed of key 
transition determinants, changes to distribution of 
earnings, employment, growth of entrepreneurship and 
applied social and regional models. 

Economic growth in the transition period 2001-
2008 in Serbia was among the highest in Europe (an 
average GDP growth rate of 4.9%), but the high growth 
did not stem from any marked changes to the economic 
structure. Growth in Serbia was based on the state of low 
technological equipment, declining employment, and 
inadequately employed labor. The dynamics of structural 
changes since 2001 has not ensured establishment of a 
new industrial structure based primarily on high-tech 
industries that would provide qualitative growth and 
stronger competitiveness of foreign markets [10]. 

On the other hand, high economic growth was not 
conducive to reduction of regional and social inequalities in 
Serbia that have constantly been on a high level (hypothesis 
1). The trend of regional economic concentration in 23 
towns (more than 80% of the total newly created value, 
assets, revenues, income, employment), of which shares of 
cities of Belgrade and Novi Sad equaled more than 60%, 
determined all forms of regional and social inequalities 
in Serbia. The rate of poverty risk is the highest in Europe 
(24.3%), persons aged below 18 are most exposed to the 
poverty risk (30.0%), while the lowest rate of poverty risk is 
registered with people older than 65 (19.5%). The compact 

extremely undeveloped area in Serbia (25 municipalities 
have constantly been extremely undeveloped for more 
than 40 years, which equals 25% of the territory and 11% 
of the population) is faced with intensive processes of 
depopulation (over the last two decades averagely -10,000 
persons a year), extremely high unemployment (more than 
60%), economic backwardness (rising losses, the economic 
share is less than 2%). In a climate of high regional and 
social inequalities, macroeconomic vulnerability mounted 
(hypothesis 1).

The analysis of interdependence of the transition 
speed of structural reforms and inequalities clearly shows 
that in periods of rapid transitional reforms, regional 
and social inequalities increased (hypothesis 2). The 
largest positive leaps of transition EBRD indicators were 
registered in 2002 (0.48), 2005 (0.17), and 2007 (0.15), 
when inequalities were the highest. In the period 2010-
2013 when no positive changes whatsoever were registered, 
inequalities were decreasing. What is also interesting are 
results of interdependence of the coefficient of efficiency 
of privatization, and regional and social inequalities: 
most developed regions had much better coefficients of 
privatization and much better Gini improvements and, 
vice versa, the least developed region of Southern and 
Eastern Serbia had the weakest coefficient of privatization, 
inequality decreased least, and it had the lowest composite 
index of social cohesion (see Table 15). 

Economic recession only further deepened the problems 
in Serbian economy (in the period 2009-2012 an average 
GDP growth rate was at -0.7). A large decrease in aggregate 
demand, the decline in economic activity, and the mounting 
of non-liquidity of enterprises, coupled with an additional 
burden put on debtors through dinar depreciation, have 
led to the plunge of output in the first half of 2009, which 
also created the decrease in the number of the employed 

Table 15: Interdependence of transition and regional inequality

Regions NUTS-2 BDP PPS p.c. 
(EU-27=100)

Coefficient of 
privatization 
(Serbia=100)

Difference in Gini 
consumption 2006-2012

Difference in Gini 
income 2006-2012

Composite index of 
social cohesion

Serbia 35 100.0 0.023 0.051 100.0
Belgrade 60 112.1 0.082 0.043 141.7
Vojvodina 35 112.5 0.070 0.029 96.4
Sumadija and Western Serbia 23 92.2 0.014 0.059 93.0
Southern and Eastern Serbia 21 74.7 0.047 0.015 79.5

Source: Author’s calculations



and earnings, and thus in 2009 the rate of fall of -3.5% 
was registered. Overall labor productivity of Serbia in 
2012 fell to the level of 2009. Regional inequalities in the 
course of recession in the majority of regions decreased, 
although there are differences between most developed 
and least developed regions (hypothesis 3). At the level 
of the state, income inequalities are larger (Gini 0.300) 
than inequalities with consumption that in the course 
of recession decreased (Gini coefficient fell from 0.277 to 
0.267, and Theil index fell from 0.242 in 2006 to 0.158 in 
2012). The most developed region of Belgrade in the course 
of recession lessened income inequalities (Gini from 0.273 
to 0.242), but inequalities in consumption increased (Gini 
from 0.253 to 0.269). In undeveloped regions inequalities 
are falling (the example of Southern and Eastern Serbia 
where Gini of income fell from 0.306 to 0.263). These 
conclusions are supported by the analysis of the trend of 
regional extremes (extreme ranges in earnings per capita 
fell from 1:12 to 1: 10.7, with the unemployment rate they 
fell from 8.8:1 to 8.3:1, and with local budget revenues 
they fell from 5.5:1 to 4.5:1, etc.). 

The analysis of interdependence of transition effects 
and regional-social inequality has its demographic 
dimension as well, since changes to the age structure 
of the population affect redistribution of consumption 
through the raising of the share of public consumption 
on pensions and health care for the elderly, i.e. reduction 
of public consumption for working age population and 
children. The raising of the age limit of the population 
substantially increases challenges in the definition of 
the new social model of the EU. Over the past 50 years 
life expectancy lengthened by 15 years, which directly 
impacts on the health care systems [21]. The focus of the 
new social model of the EU will be on the development of 
a more inclusive labor market, whereby the priority focus 
will be on the young, women, and the elderly. 

Transition development of regional and social 
inequalities in Serbia in the following period will 
depend primarily on: (a) the speed of transition reforms 
(post-privatization restructuring, structural reforms, 
investments), (b) educational reforms [3, pp. 83-84], and 
(c) regional models of endogenous growth [4, p. 38] and 
social inclusion. The focus of structural reforms will 

certainly be on areas where the degree of inclusion gap is 
the largest: institutional reforms [3, p. 90], reforms on the 
labor market, and reforms in education [7, p. 40], [17, p. 12].

By changing the regional economic structure, the state 
forms its future economic development. Over the previous 
period there has been no anticipated reindustrialization, 
the growth of output of tradable goods, and economic 
recovery of Serbian economy. Not only that a more efficient 
economic structure with new, competitive products has 
not been established, but products that were produced 
some twenty years ago are no longer produced. The target 
of regional interventions should be: 

Reduction of regional disparities,
Structural reforms in regions with the focus on highly 
productive export industrial products,
Regional economic diversification so as to improve 
regions’ resistance to external shocks,
Greater social cohesion, and improvement of the 
quality of life,
Maintenance of cultural and social diversity.
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Again, along with the escalation of the economic crisis on 
a global scale “the market vs. the state” issue has gained 
importance, although this question is important even if 
the market is functioning well [30, p. 11]. It can be said 
that the dilemma between government intervention and 
market forces is actually a false dilemma. This attitude may 
arise after reviewing the theoretical literature or based on 
experiences in the implementation of the economic policies 
of developed countries. On the one hand, the efficient 
management of trade flows can be entrusted only to the 
market and competition between retailers in the battle for 
consumers [28]. On the other hand, government intervention 
is necessary, but as a factor correcting market mechanism, 
directing its actions. This is especially important during 
periods of intense modernization, change and increased 
competition. Then, there may be a weakening market 
transparency endangering the interests of consumers [18].

There are a growing number of interested stakeholders 
at the various levels of marketing channel for the 
development of the mediators in the modern economy. 
The point where an integrated management process at the 
macro and micro level starts and ends up is the consumer 
[18]. This applies to intermediaries (traders) in goods and 
services, including tourism services. If we take into account 
the interests of different stakeholders, from consumers 
through intermediaries, manufacturers, service providers, 
and various agents that stimulate transactions, it is logical 
to assume that among them there are potential conflicts, 
especially [15]:

Between different organizational institutions of 
retailing; 
Between the retail methods;
Between retailers and consumers;
Between retailers and their suppliers, and
Cultural conflicts and conflicts related to the 
environment.
Listed conflicts appear in the trade of goods and 

(tourism) services and cause conflicts between corporate 
and public policy. In the new conditions of global and 
unpredictable market, conflicts are manifested in a special 

way and special content. The complexity of disputes 
increasingly creates the need to respect the interests of 
the growing number of stakeholders, both at the corporate 
and the state level. Accelerated concentration and fierce 
competition caused conflict behavior in the following 
segments: the tendency for increasing market share 
to unprecedented proportion, striving for a privileged 
position among the members of the marketing channel, 
and effort to pursue the concentration in order to place 
small traders and small trade formats in a subordinate 
position, up to the extinction.

The retail trade development demonstrates two very 
important trends. First, when it comes to retail goods, there 
is a continuous and strong growth of large-scale retail chains 
simultaneously in a number of different national markets. 
On the basis of growth, purchasing power of retail chains 
strengthens, but on the same basis the distance between 
retail top management from the customers is rising. This 
dissociation from market requests more intense and more 
meaningful fight for customers in order to defend market 
position and achieved level of a turnover that is necessary 
for grown company to survive with high fixed costs [14, p. 
118]. Second, when it comes to sales of (tourism) services, 
retailers remain fragmented and controlled by suppliers, 
often wholesalers (tour operators). The battle for customers 
is becoming imperative in the fragmented retail, largely 
fought at the local level and often at the level of retail 
formats. A number of micro-marketing activities and the 
emergence of multi-channel marketing are increasingly 
coming to the fore [17, p. 213]. 

Modern marketing shifts the focus from simple 
sale to a full accomplishment of the customer’s needs and 
expectations. Thus, the focus is not only on how to sell 
a product or tourist services, but increasingly on how to 
predict and fulfill consumer needs [16, p. 124]. Marketing 
is evolving from traditional mass marketing aimed at 
an average buyer to the specific offer that is directed 
towards the individual customer. The above evolution 
gives rise to the concept of CRM, aimed at attracting and 
retaining customers, as well as fostering good relations 
with them. Individualized relationship with customers is 
expanding as well as the individual treatment of all other 
key stakeholders. This approach produces a rich database 



and enables the retailers of goods and tourism services 
to offer personalized packages [3].

Customers actively participate in the new products 
and services creation, so creating new value, and the 
purchase becomes much more efficient and cost-effective 
[9]. With the development of CRM concepts, new questions 
in the field of legal and ethical standards arise. It becomes 
very challenging to formulate an answer to the question 
whether retailer or travel agency treats all customers 
equally, putting significant effort to provide the best 
service to some customers. This is because it is known 
that some consumers attach greater importance and 
some less. Distinct, individual clients’ treatment opens 
some questions and dilemmas in developing long-term 
relationships with customers and other stakeholders [21].

The latest trend exposed, i.e. individual and 
differentiated treatment of customers, assures us that the 
challenges of the free market functioning are becoming 
more and more complex. The role of public policy in market 
relations regulation, particularly in consumer protection, 
remains very important in addition to the traditional areas 
of regulation, such as competition, support to (small) 
companies, regulation of public procurement, technical 
regulations, and other aspects of the wholesale and retail 
trade [13, pp. 469-481]. Consumer protection has a long 
tradition and is considered to be regulated area of market 
relations. However, market, competition and technology 
development cause that areas that are seemingly long 
settled, request a renewed attention. In the following 
parts of this paper, the analysis will be focused on the 
protection of consumers of travel packages.

Several cases in Serbian and European tourism practice 
imposed the insurance of travel packages as one of the 
very important questions that shape relationships between 
agencies and passengers in contemporary tourism. Let us 
remind the events of the volcanic eruption in Iceland, as 
well as two cases of business failure of local tour operators.

From Wednesday14 to Wednesday 21 of April 2010, 
the ashes thrown into the air by volcanic eruption in 
Iceland caused a collapse in European air space. During 

this week, about 100,000 flights were cancelled. Over 
seven million passengers missed scheduled flights. Total 
damage to the global GDP was about USD 4.7 billion, of 
which only the airline industry and tourism had damage 
over USD 2.6 billion [22, p. 2].

The other case happened at the beginning of July 
2010, when Conte, tour operator from Belgrade, collapsed, 
leaving its’ 92 passengers at the airport in Taba, Egypt, 
but also leaving many others who did not begin vacation 
without their advance payment. “The people who have paid 
for vacation packages to the travel agency Conte will not 
go on a planned vacation. A group of 20 people yesterday 
did not travel to Crete as they found out at the airport that 
they are not on the passenger list for the flight” [29]. After 
the intervention of the Embassy of Serbia in Cairo, Egypt 
hoteliers validated issued vouchers and enable passengers 
to be accommodated in rooms and continue vacations. 
Agency Conte, however, is closed with a loss of license 
for further work [27].

An article in the media of 21 August 2012, began 
with the following sentence: “JAT aircraft received a total 
of 137 passengers, that could not return to Serbia due to the 
unpaid debt of the agency Trinity travel to the Egyptian 
airliner. Visibly gloomy, they told reporters that some of 
them were thrown out of hotel rooms, and while waiting 
to fly to Belgrade, had to cope alone for food and water” 
[1]. The day before, on August 20, Takovo insurance 
company announced the official press release and duly 
informed the passengers that they are collecting claims 
for the payment of damages, up to the total sum of EUR 
25,000, which is secured sum for Trinity travel agency 
Belgrade [31].

The negative consequences of these events for involved 
parties were numerous. On the global level, the damage 
suffered by passengers, airlines, hoteliers and insurers, 
were enormous. Trinity agency and Conte agency have 
lost licenses, which prevents from now on, their owners 
and/or managers the right to continue engagement in 
any travel business in Serbia. The owners of the said 
travel agencies were imprisoned and against them were 
filed criminal charges [2]. Takovo insurance company 
withdrew from travel agency insurance business. A 
number of passengers have been damaged in various ways. 



Those who have traveled, experienced at the end of their 
holiday stress being expelled out from the hotel and faced 
with uncertain returns. Those who have not traveled, had 
neither summer holiday, nor most of their money paid 
in advance. Some travel agencies, that subcontracted air 
tickets through insolvent tour operators, needed to pay 
for the second time for transportation of their passengers, 
and all other agencies have suffered stress that reflected 
in their work. All passengers, after these events went on 
holiday in fear. The state budget paid for non-commercial 
prices for repatriation of Serbian citizens to domestic air 
carrier, and the carrier was not very happy to organize 
non-commercial flight in high season. Lawmakers once 
again faced the requirement that regulations have to be 
adapted so that the risk of tourist trips becomes adequately 
covered. The media began to take a special chronicle of 
passenger complaints and compensation [12].

The international community and states try with different 
acts to regulate the area of organized travelling and the 
protection of participants in these activities. The World 
Tourism Organization of the United Nations General 
Assembly, in Santiago de Chile, in October 1999, two 
years after Istanbul meeting where draft document was 
presented and after careful harmonization process, adopted 
the Global Code of Ethics in Tourism [34] Resolution A/
RES/406 (XIII). This document contains ten principles and 
it is not binding. However, states can voluntarily comply 
with generally accepted and reasonable principles.

Global code of ethics in tourism and its articles 6, 7 
and 8, in particular, provide a basis for the protection of 
passengers’ rights [35]. Article 6 regulates the obligations of 
stakeholders in the organization of tourist trips including, 
among other things, the obligation of the country of 
origin, the host country, and professional organizations to 
ensure that the necessary mechanisms are in place for the 
repatriation of tourists. The same article obliges professionals 
(tour operators, for example) to honestly inform visitors 
of the situation in the target country, the conditions of 
travel, as well as to provide financial compensation in the 

event of unilateral termination of the contract. Article 7 
regulates people’s right to leisure and travel, including the 
right of workers in the framework of employment rights, 
and the right of persons with disabilities, etc. Article 8 
regulates the right of tourists to freedom of movement, 
access to different places without any discrimination, like 
the people of the host country, along with the simplification 
of visa and other administrative regimes. The signing of 
this document by the representatives of the government 
and the private sector is constant and is one of the most 
important activities of the UN Secretary General of the 
WTO, dr. Taleb Rifai [11].

In an effort to develop a more operational instrument 
for the protection of passengers’ rights, the UN World 
Tourism Organization has decided to form a working team 
composed of delegates from different countries [36]. The 
team is preparing a new operational legal instrument for 
the protection of passengers’ rights in case of cancelled 
travel. It is difficult to formulate multilateral document of 
this type which could provide financial obligations of the 
signatory countries governments, so there are difficulties 
in formulating a document with regard to the obligation 
of the national budgets. Working team identified four 
options: a) binding international convention, b) non-
binding guidelines, c) two separate instruments d) a single 
instrument combining a binding and a non-binding part 
[36]. The aim of the group is to formulate a document that 
will be able to provide a minimum level of coverage for 
travelers and tour operators. The group’s task is to examine 
the existing regulations, find a link between them and 
propose a possible upgrade. Due to the presence of a large 
number of members from Europe, on the EC meeting in 
Belgrade it was particularly stressed the need to comply 
with European directives [25].

The European Union is even in 1990 adopted the 
Directive on package travel, package holidays and package 
cruise, which initiated harmonization of the legislation in 
member states in this area [5]. Article 6 provides that the 
tour operator or retailer (agency) compensate passengers 
in case of canceled tour, with two exceptions: the number 
of travelers below minimum number to travel organized, 
and Force Majeure (as was the case of volcanic eruptions). 
Article 7 of the Directive states that tour operators and 



retailers are required to provide proof of sufficient funds to 
refund the money paid and the repatriation of passengers 
in the event of insolvency.

Directive, during its validity period, solved many of 
the incidents, but the development of tourism industry 
in the twenty years has caused the need to update and 
modernize, especially after the advent of Internet sales 
and the emergence of the so-called “dynamic packages”. 
The European Commission has adopted in July 2013 and 
sent to the European Council a new draft directive, after 
the reconciliation that began 2009, which has led to a 
version that protects travelers (and other stakeholders) 
whose participation in the new type of the travel 
arrangements is clearly growing [7]. According to the 
authors of proposal, previous directive is fully protecting 
only pre-arranged traditional package holidays, whose 
participation in trade now is only 23%, partially protects 
users of the arrangements where the agency at a single 
point of sale “packs the package” for the customer (share 
in turnover 17%) and does not protect passengers in the 
case of independent travel arrangements (54%) or in the 
case of combinations arranged via linked websites (6%).

The text of the new Directive is in the process of the 
European Council and upon its completion, it is expected to 
be implemented in the laws of the Member States. Proposal 
of the Directive may resolve a part of the problems already 
present in Serbian tourism [7]. This primarily refers to 
the obligation of the Bidder, provided in Article 4 for the 
required information, regardless of whether it is a pre-
arranged package tour or a package that the customer 
individually assembled. Among the required information 
should be highlighted: the basic characteristics of tourism 
services (destination, category of accommodation, visits 
and excursions included in the price, but also the language 
in which services are provided, access for people with 
limited mobility, etc.), also, the name and address of the 
organizer and seller of the services, total price, payment 
method, the minimum number of passengers, information 
on visas and confirmation that it is a package of services 
within the meaning of this Directive.

Article 11 regulates situations in which due to 
unforeseen circumstances it is not possible to organize 
the passenger service as agreed or return to the starting 

destination. Tour operator is obliged to offer suitable 
alternative services in cases where the planned return is 
not possible, even to bear the costs of their stay up to three 
nights and up to the amount of EUR 100, until alternative 
return is not provided.

Furthermore, Article 15 stipulates that the only 
tour operator or agency (retailer), which participates 
in the formation of assisted travel arrangements, shall 
provide guarantee in case of insolvency in order to refund 
amounts paid in advance or to repatriate passengers. 
Directives from 1990 predicted this requirement for tour 
operators and agencies, which proved to be double burden. 
On the other hand, the need to protect passengers in the 
so-called “assisted travel arrangements”, in which the 
agent advises passengers, was not recognized. Assisted 
travel arrangements (Potpomognuti putni aranžmani) 
are different from the packages because the agent in its 
office or via the Internet, helps the traveler to combine 
services and directs him/her to the various providers of 
individual service contracts, as set out in paragraph (9) in 
the preamble this Directive. The translation in brackets is 
taken from an official document of the European Parliament 
in the Croatian language, which gives the draft opinion 
on this directive [20]. According to proposed Directive, 
the agent in assisted travel arrangements acts as a tour 
operator, and therefore, as responsible, assumes liability 
stemming from that action. Article 17 states information 
that must be disclosed to the passenger when combining 
assisted travel arrangements. Directive brings even more 
simplifications and significant improvements, but those 
are not in the focus of this paper. Just to mention, less 
obligations in printing of various brochures (unnecessary 
cost in terms of online business) or leaving business travel 
out from guarantees (since insurance relationships are 
already based on the contractual relations between the 
two companies).

However, a key problem that Serbian tourists and 
industry stakeholders are faced with, is regulated by the 
previously Directive 90/314/EEC. It is the risk of insolvency. 
In such a situation, usually, tour operator takes money from 
passengers in advance and do not meet its obligations to 
its suppliers, among which are the most sensitive airlines 
and hoteliers. When risk estimate of further cooperation 

 



with such organizer is too high, carriers refuse to accept 
passengers for two reasons. One is to put pressure on the 
tour operator to make the payment, and the other is to 
reduce the risk of new cost if the payment fails. In such 
a situation, as we have already shown, Article 6 of the 
Directive envisages compensation and Article 7 sufficient 
evidence of security for the refund of money paid over. 
How is it regulated by Serbian legislation?

Law on tourism since 2005, as well as after latest 
changes, has regulated the protection of consumers 
introducing travel guarantees [41]. Article 52 of this Law 
stipulates that two types of travel guarantees are condition 
for obtaining the tour operator’s license. First, in case of 
insolvency, tour operator must have either an insurance 
policy or a bank guarantee. Second, in case of damages 
due to failure to meet the obligations to travelers fully or 
partially, tour operator must have one of the three optional 
guarantees, i.e. insurance policy, bank guarantee or cash 
deposit. Article 53 of this Law regulates the area covered 
by the two guarantees. Guarantee for insolvency covers the 
cost of emergency accommodation, food and repatriation 
of passengers. Guarantee in case of any damage covers 
those damages arising from unmet, partially met or 
inadequately fulfilled contractual obligations (e.g., delay, 
loss of connection flight, etc.) Also, this article recognizes 
guarantee beneficiaries: travelers and those who, following 
the prescribed procedure, bear the costs covered by the 
guarantee (repatriation, e.g.). Furthermore, the same article 
refers to the bylaw acts that in details regulate this area.

Bylaw that in details regulates travel guarantees has 
been developed from 2009 and still, it is to be improved. 
The current version is the result of a compromise and 
must undergo some changes [23]. Travel guarantees in 
case of insolvency are regulated by Articles 2-5. The most 
challenging area, the amount of travel guarantees, regulated 
by Article 5, is graded and correlated with turnover: up to 
EUR 50,000 of revenue, insured sum is EUR 25,000, up to 
EUR 100,000 insured sum is EUR 40,000, and so on, to the 
last step where for the annual turnover of more than EUR 
1,000,000, insured amount is EUR 300,000. This article 
has provoked great controversy between lawmakers, on 
one side and business associations and agencies, on the 
other side. Business community requested relaxation of this 

article, arguing that high insurance premiums will turn 
off the small tour operators and increase unemployment.

Not neglecting the interests of the industry, the 
real problems actually arise from unprotected interests 
of consumers, and partially, of the state. Consumers are 
faced with a number of problems. In some cases, insurance 
companies are avoiding the activation of an insurance 
policy (the case of Conte), referring to the statements of 
authorized representatives in the media that “the criminal 
charges have been filed against the responsible person on 
suspicion of cheating and damaging the tourists” [27]. 
According to the Law of Obligations, Art. 920, in terms of 
intent or fraud, preclusion of the insurer’s obligations arise. 
With reference to this provision, insurers postpone any 
payments until it is unambiguously confirmed that it is not 
a crime of intentional fraud of passengers. Bearing in mind 
the length of the investigation and court proceedings in 
Serbia, it is almost like release of the insurer from liability.

In some cases, insurance companies have accepted to 
activate policy, regardless of similar allegations of fraud in the 
media (the case of Trinity). The reason was more to protect 
the image of the insurance company as a solid insurer, but 
a clear legal situation. However, a problem of the amount 
of insurance emerged. Small agencies, that suddenly in 
a single season make huge turnover, remain insured for 
the amount that has to do with last year’s turnover (the 
insurance amount of EUR 25,000). This problem is solved 
for the newly formed agency, with no balance from the 
previous year, which compulsory carries a policy of EUR 
100,000 (which may be barrier to the establishment of new 
agencies). For existing small agency, still there is no solution, 
so that insured amount, however, is hardly enough to cover 
one airplane flight (e.g. Hurghada − Belgrade). It happened, 
however, that risky agency sent by plane several groups of 
tourists. In these planes, some other tour operators were able 
to book a certain number of seats, as subcontractors, paying 
in advance partially or fully to risky agency their obligations. 
Of course, there are also travelers who partially or completely 
fulfilled theirs commitment to high-risk agency. They remain 
without a trip and their money at a time when the agency 
terminates its business. The first problem, the activation 
policy is somehow resolved with the latest amendments of 
the Rulebook. Article 12 envisages that the policy triggers 



the one who bears the cost of default for insured agencies 
(traveler or someone who, for example, hire a plane), and 
the insolvency is determined by the act of any of the several 
state authorities, thus providing the basis for the activation 
policy. When all damaged persons, however, dutifully file 
their claims and the policy is activated, limited amount is 
proportionally divided, so that covers sometimes less than 
10% of the real costs.

Knowing the problems with liability insurance in travel 
business, along with the efforts of the ministry in charge 
of tourism, from 2011, this problem has occupied more 
and more the attention of the travel agencies. YUTA, the 

largest professional association of travel agencies in Serbia, 
in cooperation with the European Association of Tourist 
Agencies, ECTA, began to explore the possibility of forming 
a guarantee fund. In fact, after initial resistance to raising 
the amount of the guarantee, the travel organizers alone, 
realized that confidence of tourists in all agencies has 
been declining since citizens were exposed to frequent 
and deterrent news about the problems that domestic 
tourists are faced with in distant destinations.

The Ministry itself has formed a working group, 
supported by a prominent German expert in this field, 
Professor Wolfgang Richter. One of the first steps was to 
do a comparative analysis of the types of travel guarantees 
in different countries. A cross-country overview of 
instruments made on the basis of preliminary material 
of the working group is presented in Table 1.

Table 1: Overview of the guarantee instruments over the countries

Country Authority
Type of instrument

Insurance Bank 
guarantee

Deposit Guarantee 
fund

Netherlands Authority for Consumers and Markets (ACM) +
Denmark Travel Guarantee Fund +

Italy Department for Development and Competitiveness of Tourism at the Prime 
Minister’s Office +

Swiss The Fund Administrator + +
France Financial Guarantee Supplier + +

Great Britain UK Civil Aviation Authority and Committees approved by BIS  
(Department of Business, Innovation and Skills) + +

Norway The Fund Administrator + +
Austria Federal Ministry of Economy, Family and Youth + +
Croatia State Inspectorate + + +
Sweden The Legal, Financial and Administrative Services Agency + +
Spain DG Tourism of every Region + + +

Slovenia Chamber of Tourism and Catering within Chamber of Commerce and 
Industry of Slovenia + +

Slovakia Slovak Trade Inspection / state supervisory body + +
Romania Ministry of Tourism +
Poland Regional Marshall Offices + +
Latvia Consumer Rights Protection Centre + +
Ireland Commission for Aviation Regulation and the National Consumer Agency + + +
Hungary Hungarian Trade Licensing Office + + +
Greece Greek National Tourism Organization (GNTO) + +
Germany Local competent Trade Office + +
Finland Finnish Consumer Agency + +

Cyprus ACTA (Association of Cyprus Travel Agents) and Ministry of Commerce, 
Industry and Tourism + +

Bulgaria Ministry of Economy, Energy and Tourism +
Belgium Belgian Federation Ministry of Economy +
Czech Republic Ministry for Regional Development (in charge of tourism) +
Malta Malta Tourism Authority −

Source: [38]



Prevailing number, 21 of 26 surveyed countries, require 
agencies to be insured from liability in operations [6]. In 
15 countries, bank guarantees are required, in a way that 
in 14 cases a combination of the insurance policies and 
bank guarantees exists, and only in the case of Norway, 
the bank guarantee is combined with the guarantee fund. 
Only in three cases, holding of cash deposits is compulsory, 
while in the eight most developed countries (Scandinavia, 
Great Britain, Italy, etc.), there is a guarantee fund to 
cover the costs of damaged passengers. Serbian Law on 
Tourism defines precisely the most common combination, 
i.e., insurance policy or bank guarantee, which the tour 
operator shall obtain during the licensing procedure 
and maintain all the time. In addition, when it comes 
to guarantee for damages, the agency, instead of the two 
mentioned instruments, may choose cash deposit. Despite 
the prescribed possibilities, since 2010 there have been 
no cash deposits as a travel guarantee, and only in one 
case a bank guarantee was obtained. So, all other travel 
guarantees were insurance policies.

Travel guarantee amount varies by country. In some 
countries, such as Great Britain, the guarantee is relatively 
low, starting from GBP 6,000 (approximately EUR 7,000) 
as a minimal payment to the Guarantee Fund for the new 
agency. Over time, amount of payment declines, but it is 
accumulated in the Guarantee Fund. Typically, in such 
situations, there is another restriction − a new agency in 
UK cannot make turnover more than GBP 40,000, which 
is to say that from the outset premiums 15% of its risk 
is covered. In Greece, the insurance premiums are low 
(about EUR 11,000) and there are no limits of turnover. 
However, small agencies usually deliver domestic services 
so that risks are lower. In some countries, the prescribed 
amounts of insurance are fixed regardless of the size of the 
agency and may be relatively high (about EUR 120,000 in 
Spain) or a bit softer (EUR 50,000 in Romania). In most 
countries, however, the amount of the guarantee depends 
on the size of the traffic agency and varies from EUR 4,500 
(Poland), EUR 10,000 (Austria) to EUR 30,000 (Norway) 
for small agencies.

In almost all countries guaranteed amount depends 
on the amount of turnover. Very often, the sum insured 
is directly expressed as a percentage of turnover. This 

percentage also, may be prescribed to determine the 
premium payments (2-3% of turnover), or to determine 
the minimal percentage of turnover that has to be 
ensured. Thus, for example, in Slovakia it is necessary 
to insure at least 25% of turnover, while in Belgium the 
obligation to ensure that the amount of 100% of turnover 
from last year.

A large number of different insurance systems have 
similar disadvantages:

Travel guarantee level is based on the last year 
turnover. Germany has solved this lag between last 
year turnover and current insurance by deciding to 
introduce compulsory insurance premiums ranging 
up to 0.28% of turnover.
New agencies may, thanks to the rapid growth, expose 
to a risk both travelers and insurers. Therefore, 
some countries, such as Great Britain, introduced 
constraints on growth.
Large agencies that come to the insolvency problem 
may jeopardize the insurance companies. This 
applies particularly to large markets in which giant 
tour operators are generating turnover of several 
billion EUR. Therefore in Germany, there is the 
upper limit of insurance to EUR 110 million, while 
insurer may require from the insured agencies even 
additional deposits.
Different types of arrangements cause different levels 
of risk. That is why some countries have introduced 
special insurance for tour operators that hire charter 
flights. This practice exists in Hungary, where a large 
tour operator must insure 20% of turnover from 
the previous year, a minimum of EUR 60,000 if it 
arranges charter flights. More stringent rules apply 
in Austria, where tour operator with charter flights 
must cover with warranty 10% of the turnover, but 
at least EUR 363,000. From this harsh demand were 
partially spared only tour operators that occasionally 
“rise” charter flights and prepay the full amount of 
flight to carriers.
One of the biggest disadvantages of a large number 

of national regulations on travel guarantees is the rigidity. 
In fact, it is necessary to bear in mind that the insurance 
of liability is typical business contract that should be 



based on mutual risk assessment. Prescribing the sum or 
percentage of the insurance by the legislator introduces an 
element of arbitrariness in the contractual relationship. 
In the economies with developed market and efficient 
judicial mechanisms, efficient bankruptcy and liquidation 
procedures, insurance companies and banks normally take 
this set of standards as a minimum. In individual cases, 
they are contracting with the insured tour operators even 
stricter insurance requirements. Therefore, insurance 
services are more expensive, the price of the packaged 
travel arrangement is slightly higher, but the security is 
also on higher level. And it’s not just the coverage of the 
passengers which is the ultimate goal. In fact, the higher is 
the security for the manager of insured agency (business 
hedge), the same is that of the providers of guarantees, 
i.e. insurers, banks and guarantee funds.

Finally, the debate on covering damages caused by 
liability from operations generally flows in two directions. 
When it comes to Force Majeure, initial total reluctance 
of insurers to cover unexpected expenses gives way to a 
reasonable division of risk. Pressure is coming from two 
directions: public opinion and lawmakers. So, in a crisis 
situation with the volcanic ash, at the beginning, some of 
the UK insurers even refused to cover travelers’ personal 
insurance policies (Tesco, Cook, etc.), while others (Marks 

general attitude during the eruption in New Zealand, 
two years later, was that the lesson had not been learned, 
and situation repeated like in 2010, when the travelers, 
tour operators and hoteliers themselves bore their risks 
that default insurance did not cover [8]. However, tour 
operators are covered by their travel guarantee and the 
guarantors trying to comply with their policyholders are 
suffering financial pressures. Thus, the British Trust for 
ensuring travel agents (ATTF − Air Travel Trust Fund), 
recorded loss in 2010 in the amount of GBP 31.8 million 
and 2011 as much as GBP 42.3 million. The reason was the 
failure of a large number of the tour operators (41 in 2011 
alone), caused primarily by the revolution in the Middle 
East and previous problems with volcanic ash [37]. And, 
that leads to another direction of discussion about travel 
guarantees, which refers to the risk of insolvency.

Solvency (of banks) is the ability to pay mature 
liabilities, whereas it is important that there is a sufficient 
volume of high-quality assets that can cover total 
liabilities, regardless of when such obligations are yet to 
be paid [10, p. 850]. Insolvency, in general, occurs when 
an individual or an organization is unable to meet its 
financial obligations to the creditor or creditors when 
obligations are due. The term insolvency occasionally 
appears in the laws of Serbia, mostly as taken from foreign 
literature and regulations, which already establishes an 
indirect relationship with the local regulations in this 
area. Listing the reasons for the bankruptcy proceedings, 
legislators in Serbia rather than insolvency introduces the 
concept of permanent disability for payments, threatening 
disability for payments and over-indebtedness, in the 
Art. 11 of the Bankruptcy Law [40].

Permanent disability for payments means that the 
debtor does not pay the due obligations within 45 days or 
suspend all payments within 30 days. Threatening disability 
for payments means that the debtor makes it probable 
that the existing financial obligations will not be fulfilled. 
The very notion of threatening disability for payments, 
as a reason for bankruptcy, introduces subjectivity into 
the realm of the bankruptcy proceedings. Additional 
problems come with the over-indebtedness. For the tour 
operators, which tend to have a disproportionately small 
property in relation to the turnover, almost any delay in the 
payment of the liability might automatically be treated as a 
reason for bankruptcy, according to law. Namely, since the 
criteria are laid down so sharply, in the Serbian economy 
characterized by a decrease in business activity, insolvency, 
business losses and delay in settlement of obligations, 
the major part of the companies would be eligible for the 
opening of bankruptcy [19]. In such circumstances, it is 
almost safe to predict that the opening of bankruptcy 
proceedings is the exception rather than the rule. This is 
exactly what has happened with the trip organizers, where 
the crisis manifested in some indicators always before 
the bankruptcy proceedings, but only after the outbreak 
of the crisis in public, bankruptcy was subsequently 
launched. In such situations, without initiated bankruptcy 



proceedings, the activation of guarantees in the cases of 
Serbian travel agencies is quite difficult. What is the case 
in other countries?

German Civil Code in its article 651 that contains 
sections starting from (a) through (m), regulates the 
relations of parties involved in the implementation of 
package tours, as well as passengers, [4, p. 1600]. For 
this occasion, section (k) is of particular interest, which 
regulates travel insurance. Tour operator shall ensure that 
passengers reimburse the price paid or return to place of 
commencement of travel “in the event of insolvency or 
the filing of the petition to open bankruptcy proceedings 
against the assets of tour operator.” Name of the contract is 
the Contract on insurance of clients’ money. Furthermore 
it is said, in order to meet these obligations, that “tour 
operator is obliged to provide the traveler directly exercising 
the right to insurer clients money and also prove the 
handover of certificates issued or provided by the insurer 
(an insurance policy).” If an intermediary agency delivers 
proof of insurance to a traveler, this agency is required to 
check the validity of this certificate for the entire period 
of the last trip.

This document, certificate of insurance, allows 
passengers that, using it as a kind of security, easily 
“pay” transport to the place of departure from distant 
destinations, even individually, if the reaction of the 
insurance company or other institution fails. In practice, 
however, rarely comes to the individual actions of passengers 
on package tours. Issuer of this guarantee knows that the 
individual arrangements (accommodation or return) are 
rather more expensive than when the same services are 
being organized for the entire group. Therefore, they are 
taking advantage of an efficient bankruptcy procedure. At 
their request, the court shall in a very short period of time 
(which is measured by hours) designate bankruptcy trustee 
who immediately takes office. Respecting its obligation to 
operate in the interest of the company whose bankruptcy 
trustee, he/she immediately responds to the request of the 
insurer and usually hires other tour operators, looking for 
the cheapest way to accommodate and/or return travelers. 
Detail notes on the new accommodation/transport he/she 
urgently sends to passengers, often before they become 
aware that their tour operator is in the problem. Emerging 

costs of accommodation/transportation shall be borne 
by the insurer, which in this way ensures that costs are 
far lower than if the passengers solve it individually by 
purchasing these services.

Even according to German regulations, amounts to 
be paid to passengers may be reduced in relation to the 
amount paid to the tour operator. This happens if the 
reported damage exceeds the maximum insured sum 
of EUR 110 million. However, up to this amount, the 
insurance companies are required to pay the full amount 
of money to insured clients. This mechanism imposes the 
obligation of insurers to be very careful dealing with risk 
assessment of each insured tour operator.

Therefore, in general terms of insurance, which 
define the contractual obligations of the parties, usually 
it is very carefully defined the obligations of the tour 
operator who enters into a contract with an insurer (the 
guarantor of travel). Thus, the contract of one of the leading 
insurers, DRS, Munich, it is emphasized the tour operators 
obligation to make available all required information 
on its operations, to notify any significant changes in 
their operations changing the level of business risk or 
creditworthiness, to notify the insurer of their lending 
activities, not guarantee the other partners based on their 
assets without the knowledge of the insurer, and so on. 
Thus, for example, the tour operator shall, reporting on 
changes in operations which alter the level of business 
risk, be sure to inform the insurer of intent, in addition to 
bus arrangements, if start selling arrangements based on 
charter flights. In the event of such changes, the insurer 
has the right to ask for greater collateral and/or premium, 
to request exclusion from the new risks to their contract 
or to terminate the contract of insurance.

In any case, the insurer becomes an active partner 
in the operations of the tour operator. Insurers shall in 
case of damage pay the full insured amount of money and 
that motivates them to actively monitor the tour operators 
before the crisis and in particular in case of the emergence 
of the crisis. Before the crisis, the insurer estimates 
preventive operation of the tour operator and its exposure, 
focusing primarily on debt, undertaking risky ventures 
(for example, a large group or charter), the mortgage and 
the like. Insurer contract also limits the size of the advance 



payment that the insured tour operator can collect from the 
passengers in order to limit their exposure to risk in the 
event of insolvency. At the moment of crisis, the insurer is 
active participant, making efforts to minimize claims for 
expenses refund, organizing the most economical return 
of travelers who have already left, but organizing and in 
the most economical manner departure of passengers who 
have paid arrangements and expect to travel or to take 
money back. In this regard, the bankruptcy trustee under 
the supervision of insurers urgently gets in contact with 
other tour operators, especially those who are offering 
the same destinations in order to make a deal and serve 
the passengers of insolvent tour operator.

Austrian regulation on travel guarantees, unlike the 
German, regulates stages in insured sum, starting with EUR 
10,000 (for EUR 90,000 turnover in the previous year), up 
to EUR 72.600 for agencies that do not organize charter 
flights, or EUR 363,000 for those which organize charter 
flights. Although the Serbian model of travel guarantees 
is based on this model, there is lack of provisions that 
Austrian regulations provides. First of all, there is lack 
of separation of the tour operators regarding the charter 
flights, with a significantly higher sum insured for more 
risky charter business. Furthermore, there is lack of 
obligations of the tour operators, predicted in Article 
4, paragraph 4 [26], to report the intended change in 
turnover of more than 5% , in which case insured sum is 
connected to the intended turnover (with responsibility 
if the insured turnover is different from the reported). 
Also, taking advance payments from clients for travel is 
strictly regulated. Thus, the advance should not be taken 
earlier than 11 months before the trip, and amounts over 
20% of the price cannot be collected until 20 days before 
departure, followed by delivering to the client travel 
documents. Advance payment over 10% of the package 
price leads to the correction of terms of insurance, caused 
by the higher the risk exposure of the insurer.

Both examples of Germany and Austria indicate 
active participation of the guarantor (the insurer) in the 
assessment and monitoring of tour operators insured 
business. Also, both examples point to a very high level of 
guarantor protection against irresponsible tour operators. 
Tour operators are directed to engage in those business 

activities which they are capable (primarily financially) 
to handle. Consequently, the passengers’ rights, which 
were the starting point, are given the highest level of 
protection.  

During the crisis, which may result in the bankruptcy 
of the tour operator, the choice of actions must be taken 
very carefully and the implementation must be highly 
efficient. Official representatives of state institutions and, 
consequently, the media, must avoid hurried statements 
or actions that may create an alibi for non-fulfillment of 
obligations. This primarily relates to statements about fraud 
of tourists by the tour operators, which may undermine 
some agency on the basis of rumors (sometimes initiated by 
competitors) or delay (even cancel) liability insurer to the 
insurers’ policy activation and payment of compensation 
to passengers.

Rulebook which specifies travel guarantees must get 
a dynamic component that binds to a change of the insured 
sum once contracted turnover exceeds the upper limit of 
turnover. This would mean, for example, the tour operator 
which for the first time exceeds the cumulative turnover 
of EUR 50,000 per year, automatically has an obligation to 
ensure the sum of EUR 40,000. That would prevent small 
agencies, that either independently or with the help of 
business partners, suddenly, in one season contract two, 
three or more flights a week to remote destinations, while, 
at the same time, their insurance policy barely covers the 
repatriation of one group.

It can be implemented in the existing regulations the 
differentiation of the tour operators activities. Thus, it is 
possible to prescribe a lower guarantees for travel agencies 
that organize trips within the country, higher guarantees 
for those that take travelers to foreign countries (bus, 
train, regular lines of air transportation), and a maximum 
guarantee for those who are organizing charter flights.

Among the travel guarantee instruments, the 
guarantee fund as a voluntary instrument of insurance 
may be introduced as complementary and/or in limited 
circumstances, an alternative to existing instruments. 
The establishment of the fund may take some time, until 



the accumulated amount will be sufficient to cover the 
risks of active tour operator. However, such an instrument 
would be good hedging instrument, which, in addition, is 
quick and efficient instrument to protect the reputation 
of businesses and the entire tourism industry.

It is necessary to regulate the issuance of “certificates” 
of insurance or other document to be delivered to passengers 
prior to departure. With this certificate, the customer can 
guarantee the payment of the necessary accommodation 
and repatriation, or to request reimbursement of funds 
in the event of insolvency or bankruptcy proceedings 
against tour operator. This confirmation, clearly and in 
advance regulates the relationship between the three sides 
(passenger, tour operator and institution that issued the 
guarantee). Being in the possession of passengers, allows 
that he/she is protected in distant destinations even if the 
organized repatriation to the country of departure fails.

Under the current regulations regarding the travel 
guarantee, it is useful to change the logic of scale of insurance. 
Instead of the minimum sum insured, depending on the 
turnover of the tour operator, it is better to introduce a 
maximum value insured by the insurance companies, 
obliged to pay the full amount to insured passengers up 
to this limit. This amount, which in Germany is EUR 
110 million in Serbia may be lower, but not below five 
million. This is the amount that actually protects the 
insurance company from bankruptcy, limiting upper limit 
of possible damage. In this case, the insurance company 
would finally start to deal with the risk assessment of tour 
operator’s business, which makes the essence of the issue 
of insurance guarantees. Competition will direct them 
to determining the lower premium, while on the other 
hand, caution forces them to estimate the maximum 
possible sum insured. If the stepwise expression of the 
sum insured is kept, depending on the amount of traffic, 
it is necessary to prescribe the increase of insured sum, 
which has already been mentioned.

Finally, it is necessary to improve the basic regulation, 
in order to stimulate market flows. In case of tour 

operator insolvency, this is bankruptcy procedure. There 
is no guarantee instrument, which could be efficient, if 
there is no authority that can activate it and handle its 
implementation. In the bankruptcy procedure, it is trustee. 
It is essential for the trustee to be appointed very efficiently 
(even in couple of hours), to be obliged and authorized 
to act quickly and to be responsible for the bad decisions 
(including delays). And, not to forget, efficient bankruptcy 
procedure is important to protect interests of consumers, 
which is discussed in this paper, but also the interests of 
the suppliers, business partners and even owners of the 
business. There is no benefit from sophisticated tourism 
legislation, or any other specialized legislation, if the basic 
legislation is inefficient.
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Greek-Serbian Business Council was established in Athens in March 2005. It represents the 
most important Greek companies that operate and have invested in the Republic of Serbia. The 
Council is a permanent forum which is in constant communication with the Greek and Serbian 
government in order to facilitate and improve the economic and commercial relations between the two 
countries. The Council is the only body that has the authority of the Greek government to establish a 
Greek-Serbian Chamber of Commerce in Athens. 
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