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In the course of Q1 the
decline in seasonally
adjusted public
revenues continues
against the previous
quarter

Revenues from taxing
consumption fall, while
revenues from taxing
production factors rise

6. Fiscal Flows and Policy

In the course of the first quarter of 2010, public revenues still posted a downward trend in
real terms. Seasonally adjusted consolidated revenues of the government sector fell by 2.7%
in Q1 2010 against the previous quarter. Compared with Q1 2009, the real public revenues
fell by 4%. Such developments resulted from a significant decline in revenues from taxes
on consumption. At the same time, the fall in real spending slowed down, falling by 5.4%
compared with the same period last year, while the decline in two previous quarters stood at
3.2% and 9.2% respectively. Compared with the previous quarter, seasonally adjusted public
spending rose by 2.3% in real terms. The consolidated deficit of the government sector in
Q1 amounted to 24 billion dinars or 3.3% of quarterly GDP in Q1. However, considering
that under the influence of the seasonal component the deficit in the first quarter of the year
usually tends to be significantly lower than in other quarters, the Q1 results indicate that
the consolidated deficit for 2010 will be above plan. The negative trend in public revenues
continued in April when the budget revenues of the Republic of Serbia fell by 5% against
the same month of 2009, mainly due to the real decline in revenues from excise duties and
non-tax revenues. The budget spending of the Republic of Serbia in April fell by 10% in real
terms against the same month of the previous year, due to a significant decline in spending
on workers’ salaries and spending on purchases of goods and services. As a result of those
developments, deficit of the budget of the Republic of Serbia in April stood at 12.4 billion di-
nars (while the average monthly deficit of the budget in Q1 2010 stood at 7.3 billion dinars).
The public debt of Serbia at the end of Q1 2010 stood at 10.27 billion euros (around 31.1 % of
GDP), which is some 420 million euros (around 1.2% of GDP from 2009) higher compared
with Q4 of the last year.

General Trends and Macroeconomic Implications

In the course of Q1 2010, seasonally adjusted revenues of the consolidated government sector
continued to decline compared with the previous quarter, with the decline larger in Q1 at 2.7%.
The consolidated public revenues in Q1 2010 fell by 4% in real terms against the same period
last year. Q1 2009 was one of the worst quarter of that year (with real decline of 12.6% against
Q1 2008), which makes the picture of public revenues developments at the start of 2010 even
worse.

Looking at particular taxes, Q1 marked a turnaround compared with the previous quarter, with
all revenues from taxing consumption falling, while revenues from taxing production factors
rising in comparison with the previous quarter. Such results indicate negative trends in con-
sumption and domestic demand, because revenues from taxing consumption are very flexible to
consumption. Real seasonally adjusted revenues from VAT fell by 4.6% in Q1 compared with

the previous quarter, while revenues from excise duties fell by 12.3% and revenues from customs

Graph T6-1. Serbia: Seasonally Adjusted Real ~ duties by 5% against Q4 2009. It is our estimate
(Quarterly) Revenues and Spending of the that such steep decline in revenues from excise
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Seasonally adjusted public spending in Q1 rose
in real terms (for the first time since Q2 2009)
by 2.3% against the previous quarter. The public
spending growth against Q4 2009 was largely
the result of higher spending on purchases of
goods and services (4.7%), spending on subsi-
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Source: Calculations by the author.
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In Q1, seasonally
adjusted public
spending grew
against the previous
quarter

Consolidated deficit
in Q1 stood at
around 24 billion
dinars

Serbia’s budget
revenues and spending
significantly fell in April

Excise duties on fuel are
relatively high, but the
capacity for their cut is

limited

Spending on employees as well as spending on pensions posed a real decline by 2.2% against the
previous quarter, which is mainly owed to a nominal freeze of public sector wages and pensions.
Compared with Q1 of the previous year, the consolidated spending of the government sector in

Q1 2010 fell by only 1.4% in real terms, while the decline in 2009 ranged between 3.2% and

9.2%, illustrating a slowdown in the real decline of public spending.

As aresult of the listed developments, the consolidated deficit stood at 24 billion dinars in Q1, or
roughly around 3.3% of (quarterly) GDP in Q1. Considering that the first quarter deficit is usu-
ally lower than in other quarters due to seasonal components, the results achieved in Q1 indicate
that the consolidated deficit in 2010 will be above the planned 4% of GDP. A significant decline
in revenues from taxes on consumption had a crucial impact on the deficit generation, while the
impact of the spending growth was weaker.

Table T6-2. Serbia: Consolidated General Government Fiscal Operations™, 2006-2010

2006 2007 2008 2009 2010
Q1-04 Q104 Q1 Q2 (o5} Q4 Q1-04 Q1 Q Q3 Q4 Q1-04 Q1
in billions of dinars

| TOTAL REVENUE 8658 1,0020 2694 2814 2833 3118 11459 2588 267.1 2070 3236 1,147 2666
11 TOTAL EXPENDITURE 8884 -1,0315 2540 2958 2866 3593 11957 2703 3063 3151 3562 12479 2860
11l *OLD" DEBT REPAYMENT, NET LENDING AND RECAPITALIZATIONS 109 153 73 52 27 39 191 09 63 8 4 204 45

of/w Netlending” -109 -153 73 52 27 39 -19.1 09 63 58 74 204 45
IVTOTAL EXPENDITURE, GFS (I1+111) 8993 -1,0468 2614 3010 -2893 3632 12148 2712 3126 3209 3636 12683 -2906
V CONSOLIDATED BALANCE (1+1V), GFS definition” 335 582 80 196 59 513 689 124 455 239 400 1218 239
VI FINANCING ( FREN's definition) 1196 242 7.9 122 02 175 135 289 402 114 8638 167.3 8.1
VII ACCOUNT BALANCE CHANGE (V+VI) 86.2 340 16.0 318 57 338 554 164 53 124 468 454 -159
VIIl TOTAL REVENUE/GDP (%) 24 419 435 407 403 27 417 385 360 390 a1 387 366
IX TOTAL EXPENDITURE/GDP (%) (44.0) 3.7 422) (@3.5) @11 (49.7) (443) (404) @2.1) 422) 462) 428) (399)
X CONSOLIDATED DEFICIT/GDP (%) (6) (1.9 13) 28 08 (7.0) @5) (1.9 61 @1 (5.1) @n 33)

Source: Table P-10 in Analytical Appendix.

1) Includes all levels of government (central, provincial and municipal) and their budget beneficiaries and social security organizations (Serbian Pension and
Disability Insurance Funds, Health Insurance Funds, National Employment Service, but not public enterprises and the NBS.

2) The item corresponds to the item “Net acquisition of financial assets for policy purposes”in the PFB (in accordance to GFS 2001), i.e. to the item “net lending’”
or“lending minus repayment”in the IMF presentation (i.e. GFS 1986). It comprises loans to students, financing of the National Corporation for Housing Loan
Insurance and the like.

3) See Table P-10 in Analytical appendix and/or Box 2.

"

Figures on revenues and spending of the Serbian budget for April 2010 show that budget reve-
nues of the Republic fell by around 5% in real terms against the same month of the previous year.
'That decline is largely owed to a real decline in revenues from excise duties, which (despite multi-
ple increases in excise duties over the past year) fell by 5% in April 2010 against the same month
of the previous year. Also, real revenues from personal income tax fell (by 4%). VAT revenues in
April 2010 posted a real growth of 11% against the same month of the last year. The decline in
seasonally adjusted real revenues from VAT by 3% in April 2010 against March, indicate a con-
tinuation of a negative trend. The spending of the budget of the Republic in April fell by 10% in
real terms against the same month of 2009, mainly due to a significant real decline in spending
on goods and services (33%) and a significant real decline in spending on employees (9%). As a
result of described developments, the budget deficit of the Republic in April 2010 stood at 12.4
billion dinars (while the average monthly budget deficit in Q1 2010 stood at 7.3 billion dinars).

Data on revenues and spending of the state in the first four months of 2010 indicate that budget
revenues underperformed, mainly due to declining revenues from excise duties and VAT. A mul-
tiple increase in excise duties (first of all on crude oil derivatives) over the past year, along with an
increase in global crude oil prices — led to a significant increase in prices of crude oil derivatives,
which as a result had a falling consumption of those products and to some kind of tax arbitrage.
That is why it has become an issue whether it is possible to lower excise duties on crude oil de-
rivatives in order to steer retail prices lower. But as excise duties constitute a significant compo-
nent of budget revenues, it is assessed that a cut in those excise duties could take place only if a
significant increase in other excise duties or taxes was to take place to offset the decline. Despite
opinions that lower excise duties would lead to higher consumption of crude oil derivatives and
to higher revenues from excise duties, there is no such exact evidence.



Quarterly Monitor No. 20 « January—March 2010

No conditions metto  Speaking of public spending, a possibility to unfreeze public sector wages (and even pensions)
unfreeze public sector already in the course of 2010 is mentioned all the more frequently, even though the agreement
wagesand with the IMF says those two forms of spending need to be frozen throughout the year. In a

pensions in 2010 situation when budget revenues are below expectations, the government manages the deficit
most intensively through a cut in real spending on wages to public sector workers and pensions

(through nominal freeze). It is therefore believed that unfreezing of nominal wages and pensions

(even if the announcement of such moves only creates expectations) would have a very negative

impact on the stability of public finances, i.e. on achieving the deficit target. Namely, based on

movements in Q1 2010, when revenues were below plan, it is estimated that the fiscal deficit,

even without an end to the nominal freeze in public sector wages and pensions, will reach 4.8%

of GDP, which is 0.8 percentage points above the planned deficit. Having this in mind, the

agreement reached during the fourth revision of the stand-by arrangement with the IMF in May

2010 is seen as appropriate, with the nominal freeze in public sector wages and pensions staying

in place throughout 2010.

Table T6-3. Projected Fiscal Deficits in Central
and Eastern European Countries in 2010

Projected fiscal deficit (% of GDP) The impact of recession on public finances
129 in Central and Eastern European countries

t;]ttf:/l:jinia 86 remains very pronounced in 2010, so that
Poland 76 the average planned fiscal gap in 16 observed
Mortenegro 1 countries is around 5.5% of GDP, which is

_ ' close to the average deficit achieved in 2009.
Romanlla 63 Compared with other countries of Central
Slovenia 6.1 and Eastern Europe, Serbia ranks 11 (of 16
Slovak Republic >8 countries) by the size of its planned fiscal
Albania 56 deficit in 2010 (around 4.8% of GDP). That
Czech Republic 21 means that it is expected that Serbia is likely
Bosnia and Herzegovina 5 to achieve a somewhat better fiscal result in
Serbia 4(4.8% 2010 compared with other countries of the
Hungary 38 region, just like in 2009. Due to continued
(roatia 27 negative trends in respect to public revenues,
Macedonia 25 some countries of Central and Eastern Euro-
Estonia 24 pe (Romania and the Baltic countries) have,
Bulgaria 18 as part of fiscal stabilisation, been forced to
Average s significantly cut nominal wages to public

sector employees, and also to cut down the
number of employees.

* Official estimated fiscal deficit in Serbia in 2010 amounts to 4% of GDP. How-
ever, based on the trends in Q1, it is expected that the total fiscal deficit will
be 4.8% of GDP. Therefore, it is may also be expected that projected deficits in
other countries are somewhat underestimated.

Source: IMF Regional Economic Outlook: Europe, May 2010.

Analysis of Particular Taxes and Public Spending Items

In Q17 revenues Taxation of consumption resulted in shrinking revenues in Q1 2010 again. Seasonally adjusted
from taxation of  real revenues from VAT in Q1 fell by 4.6% against Q4 2009, which indicates the decline in de-
consumption fell again  mand (first of all domestic demand). The same pace of decline was seen in real seasonally adjusted
revenues from customs duties (5%). Real seasonally adjusted revenues from excise duties posted a
12.3% fall against Q4 2009. It is estimated that this decline resulted from an overall shrinking of
demand, additional fall in consumption of products subject to excise duties (crude oil derivatives,

first of all) due to a significant price increase and widening tax evasion and arbitrage.
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...while revenues
from taxes on
production factors
slightly grew

Seasonally adjusted
public spending on
purchases of goods and
services and subsidies
risein Q1

Table T6-4. Serbia: Seasonally Adjusted Quarterly Indices of Real Public Revenues (previous
quarter =100)

Consumption taxes Production factors taxes
Public revenues K K j K K ) . K
VAT Excise duties  Customs duties Personal income tax Social security contributions Corporate income tax
Q32008 96.4 94.4 102.1 93.7 99.0 100.7 95.6
Q42008 98.7 96.3 97.2 89.8 103.7 100.2 91.9
Q12009 95.6 96.6 107.0 86.5 90.5 96.2 83.9
Q22009 97.4 92.0 99.3 89.4 96.0 98.8 89.5
Q32009 103.6 109.7 1139 93.1 101.2 97.8 105.3
Q42009 98.0 100.6 103.5 95.2 95.2 95.0 91.8
Q12010 97.3 95.4 87.7 95.0 101.5 102.7 101.2

Source: Calculations by the author.

Unlike developments in the previous quarter, revenues from taxes on production factors posted
a mild growth in Q1. Real seasonally adjusted revenues from personal income tax and social
contributions rose by 1.5% and 2.7% respectively against Q4, which can be the result of tax ad-
ministration efforts to improve collection.

Real seasonally adjusted revenues from corporate income tax rose by 1.2% in Q1 against Q4,
which can be mainly attributed to the fact that payments of the corporate income tax for the
previous year are due in March of the ongoing calendar year.

Table T6-5. Serbia: Seasonally Adjusted Quarterly Indices of Real Public Expenditures (previ-
ous quarter = 100)

Public expenditures Staff expenditures Purchase ofgoods and Subsidies Pensions CaplFaI
services expenditures

Q32008 92.5 97.5 96.2 58.1 1024 92.1
Q42008 104.1 99.9 100.7 141.1 105.1 974
Q12009 94.7 95.0 95.0 733 102.0 76.0
Q22009 103.1 100.5 103.4 96.9 98.2 110.5
Q32009 98.8 99.4 94.4 116.6 100.8 95.9
Q42009 94.7 98.1 99.9 76.4 98.9 98.2
Q12010 102.3 97.8 104.7 112.2 97.8 112.6

Source: Calculations by the author.

Real seasonally adjusted spending on employees in Q1 was 2.2% below the previous quarter and
spending on pensions fell by the same percentage. Such developments resulted first of all from
a nominal freeze of public sector wages and pensions. This measure represents, in fact, the key
instrument to cut public spending and maintain the fiscal deficit under control, because spending
on employees and spending on pensions account for almost 60% of total public spending.

Real seasonally adjusted spending on purchases of goods and services rose in Q1 by 4.7%, spen-
ding on subsidies by 12.2% and capital spendings by 12.6% against the previous quarter. Such a
result was partly caused by the fact that all three mentioned categories of spending in the previ-
ous quarter posted some decline, making the comparison base lower.
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Table T6-6. Serbia: Consolidated General Government Fiscal Operations™, 2006-2010

in billions of dinars. real growth, in%
2007 2008 2009 2010 2007 2008 2009 2010
Q14 Q-4 Qi @ @ Q4 Q1-Q4 Q1 Q-4 Q1-4 [ @ 53 [ Q-4 Q
| PUBLICREVENUES. 10020 1,1459 2588 267.1 297.0 3236 1,1465 266.6 86 33 126 137 42 5.0 87 40
996.5 1,145.9 2588 267.1 297.0 3236 1,146.5 2666 93 38 -126 137 42 5.0 87 -40
9954 1,143 2583 2662 2962 3183 11392 265.7 79 35 126 137 42 63 9.1 42
8700 1,0004 2298 2371 2569 2765 1,0003 236.1 80 37 -108 129 54 63 88 43
1158 1365 309 335 336 355 1335 311 84 63 53 -108 87 -165 -108 60
207 390 128 56 61 67 312 17 52.1 185 22 372 254 273 270 152
2655 3017 694 67.9 761 835 2969 719 106 25 136 -199 58 5 102 35
2603 3017 69.4 67.9 761 85 2969 79 88 45 -136 199 58 15 102 35
986 110 24 307 384 a3 1348 272 65 07 62 49 188 26 116 39
57.4 648 15 17 "7 132 480 95 186 18 294 374 345 278 324 231
2703 3127 734 797 809 848 3188 98 96 43 41 45 6.1 122 70 233
luding offsets with SOF” 2698 3127 734 797 809 848 3188 749 141 45 4.1 45 -6.1 122 7.0 49
328 356 74 81 103 114 37.1 26 17 23 205 -168 61 100 49 625
Nor 1254 1427 285 201 393 19 1388 07 74 26 246 -195 47 67 13 978
53 14 03 05 00 00 09 00 17032 768 254 32 -89.8 -83.4 414 -1000
HITOTAL EXPENDITURE 10315 11957 2703 -306.3 3151 3562 1,248 286 89 a5 32 59 05 92 48 14
1. Current expenditures 9195 -1,0896 2590 2864 2920 3179 1,155 272 69 69 26 46 25 74 33 20
Wages and salaries 2383 2032 703 756 738 822 -3020 722 94 109 38 7.1 53 75 60 43
Expenditure on goods and services -168.1 1812 359 472 -46.2 582 -187.4 307 16.1 28 38 29 65 8.1 57 31
res 179 7.2 58 45 7.1 50 24 80 444 133 134 559 288 334 190 202
637 778 1.0 147 187 186 63.1 12 76 101 247 398 29 398 -260 53
-4093 -496.8 1328 1391 1393 1452 -556.4 1374 65 95 24 33 57 22 22 38
-259.9 3310 945 966 97.1 992 -387.3 -97.1 7.1 149 150 7.7 61 03 67 43
221 235 32 52 69 87 240 42 1 43 309 355 356 96 -7 214
121 -106.0 -3 200 230 382 925 136 293 147 143 213 192 220 204 122
il "0LD" DEBT NET! 153 191 0.9 63 58 74 20 5 -53.9 123 -88.6 103 971 747 24 3564
IV TOTAL EXPENDITURE, GFS (Il+11l) 1,068 -1,214.8 272 3126 3209 -363.6 1,268 291 9.2 46 56 56 14 83 48 02

Source: Table P-10 in Analytical Appendix.

1) See footnote 1) in Table T6-2.

2) Retail sales tax/VAT minus new tax credits to enterprises.

3) Social contributions reduced by refunds between Pension Fund, Serbian Development Fund and enterprises that are debtors of the Pension Fund.
4) QM’s estimate, for details see Table P-10 in Analytical appendix.

5) Refers to the current expenditures on pensions.

6) Capital expenditures exclude projects financed from abroad (apart in 2004, see footnote 16 in Table P-10).

7) See footnote 2) in Table T6-2.

Note: Real growth is obtained comparing 2003 constant prices quarterly data.

Public Debt Analysis

Serbia’s public debt rose At the end of Q1 2010, Serbia’s total public debt stood at 10.27 billion euros (31.1% of GDP?)
by around 420 million and that was roughly 420 million euros higher than at the end of 2009.
euros (or 1.3% of 2009

‘ There are, however, indications that the mentioned amount of the public debt (10.27 billion)
GDP)in Q1

does not include all the categories of government liabilities (such as debts by local governments,
arrears in payments for purchases of goods and services, etc.), so that it is estimated that the real

amount of the public debt is higher by several percentage points of GDP.

Even though the total public debt rose in absolute terms in Q1, according to official figures by
the Ministry of Finance, the share of public debt in GDP fell in Q1 by 0.2 percentage points. It is
estimated that in this case, the comparison base was an estimated GDP value for 2010. However,
if this public debt growth figure (of 420 million euros) is compared with 2009 GDP, it can be
concluded that public debt rose by 1.3 % of GDP in Q1.

'The public debt rose mainly due to additional borrowing abroad (credits from the International
Bank for Reconstruction and Development designed to help the development of the private and finan-
cial sectors and public finance management, as well as borrowing from other international financial
institutions), and to a lesser extent due to issuing sovereign guarantees for public sector borrowing.

Box 1. The Use of Funds Raised Through Borrowing

Beside the volume of new borrowing and the relative indicator of the country’s indebtedness,
the public debt sustainability and the public finance sustainability depend on how the funds,
raised through borrowing, are being used. When the funds raised through a public debt issue are
used for public investment, net assets of the state will not change and the impact of transferring
the debt burden to future generations is smaller, while in case of financing current consumption
with new borrowing — the impact is the opposite. Therefore, starting from this QM issue, the
analysis of Serbia’s public debt will include an indicator of spending of the funds, raised through
borrowing for the needs of public spending and public investments.
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Since capital spending in Q1 stood at 140 million euros (13.6 billion dinars) and new borrowing
in the same period reached 420 million euros, it can be concluded that most part of the new
debt, around two thirds, was being used to finance current spending, while only one third of
funds raised through additional borrowing in Q1 was used to finance public investments. After a
period of continued public debt decline since 2000, it resumed growth at the end of 2008, when
the first significant effects of the crisis on Serbia’s public finances were felt. Compared with the
entire crisis period from the start of Q1 2009 till the end of Q1 2010, approximately two thirds of
funds raised via new borrowing were used to finance public consumption, and only around one
third for public investments. Such a structure of spending of the funds raised through additional
borrowing is very unfavourable, because it represents the spending of the current generations
at expense of future generations, which deteriorates the country’s net assets.

O£10.27 billion euros in total public debt, 8.77 billion euros refers to direct government liabiliti-
es, while 1.5 billion euros refer to its indirect liabilities. Of the government’s direct liabilities, 4.1
billion euros represent domestic debt and 4.67 billion euros represent external debt. Even though
net liabilities based on Treasury Bill issues rose by around 25 billion euros against the end of
2009 (at the end of Q1 the outstanding stock stood at 120 billion dinars), the almost unchanged
value of the domestic public debt shows that additional borrowing in the local market was spent
on servicing other liabilities to domestic creditors, which partially offsets a crowding-out effect.

Table 6-7. Serbia: Public Debt, 2000-2010

in billions of EUR

31.12.2000. 31.12.2005. 31.12.2006. 31.12.2007. 31.12.2008. 31.03.2009. 31.07.2009. 30.9.2009. 31.12.2009. 31.03.2010.

1. Total direct debt 14.2 9.6 86 80 79 80 85 85 85 88
Domestic debt 4.1 43 3.8 34 32 32 37 3.8 4.1 4.10
Foreign debt 10.1 54 4.7 4.6 4.7 4.8 48 4.7 44 4.67

Il. Indirect debt - 0.66 0.80 0.85 0.93 0.96 12 14 14 15
1Il. Total debt (I+11) 14.2 103 9.4 8.9 8.78 8.93 9.70 9.87 9.85 10.27
Public debt / GDP 169.3% 50.2% 36.2% 29.4% 25.6% 28.9% 31.4%' 32.0% 31.30% 31.10%

Source: Ministry of Finance of the Republic of Serbia.

Even though the level of the public debt is moderate for the time being, it is believed that its
sustainability will be exposed to numerous pressures. Dissatisfactory results in budget revenue
collection and a consequently relatively high fiscal deficit indicate a need for further borrowing in
the coming period. Also, further significant borrowing is expected from international financial
institutions for infrastructure projects, as well as borrowing by public enterprises (e.g. Serbian
Railways - Zeleznice Srbije) for the purchase of new capital equipment. This should be increased
for growth in indirect state liabilities resulting from de-nationalisation. The dinar depreciation
against the euro also has a negative impact on public debt sustainability. Besides, borrowing in
international financial markets at an interest rate linked to EURIBOR (or some other bench-
mark rate) currently results in a moderate value of interest rates due to record low of EURIBOR.
But with global economic recovery, benchmark rates are expected to rise, pushing spending on
interest rate payments significantly higher. To that respect, caution and restrictiveness are reco-
mmended in public spending policy in the coming period (wage and pension policies first of all)
as well as in selecting priority among infrastructure projects to be financed by new debt.





