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6. Fiscal Trends and Policy

In Q2, the strong growth of tax and non-tax revenue continued, so the collection of total
public revenue was significantly higher than planned, while public spending recorded a mo-
derate decline, mostly within the planned scope, and a similar dynamic continued in July as
well. In the period January-July 2017, the consolidated fiscal surplus was 73.5 billion dinars
(2.9% of GDP). Growth of tax revenue is still widespread since all forms of tax revenue are
growing, except for the excise tax, and the biggest impact on the growth of total revenue
came from higher collection of tax on profit, as well as on social contributions and perso-
nal income. Non-tax revenue continued its growth, even though it was planned to reduce
it by a quarter compared to the previous year. Total public spending was as planned, but
capital spending in the first seven months of 2017 recorded a year-on-year decline of 18.4%
and was only 2.2% of GDP, which was by around 7 billion dinars less than planned. Poor
realisation of capital spending is considered negative from the perspective of stimulating
economic growth. Fiscal result of the first seven months of 2017 was better by around 80
billion dinars compared to the plan, thanks to the three groups of factors — improved trade
ratio and decreased cost of capital on the international market, which affected the increase
of profitability of the economy. Second, increased collection of non-tax revenue, and finally,
lower realisation of capital spending. If the trends from the previous part of the year conti-
nue, we could have a fiscal surplus of around 0.5% of GDP in 2017. Having a fiscal surplus in
the period when the economy is growing at a rate that is significantly lower than expected, is
considered unfavourable. The recommendation is to significantly increase capital spending
in the coming period and thus decrease the restrictiveness of fiscal policy, so that the fiscal
deficit can stabilise at a level of 0.5-1% of GDP. Public debt at the end of 2017 was 67.8% of
GDP, which is by around 6.6% of GDP less than at the end of 2016, primarily because of the
real appreciation of the dinar against the dollar and euro, as well as because of the positive
current fiscal trends.

Fiscal Tendencies and Macroeconomic Implications

Inthe firstseven In Q2, strong real growth of public revenues continued and a moderate growth of public spen-
months 0f2017,a  ding, compared both to the previous quarter and to the same period of the previous year. Growth
consolidated surplus of  of almost all revenue categories (except excise tax) continued in July as well, while public spen-
73.5 billion dinars was ~ ding continued its decline, so the consolidated fiscal surplus in the first seven months of 2017
realised (2.9% of GDP)  was 73.5 billion dinars (around 2.9% of the seven-month GDP). If we exclude revenue from inte-
rests, we get a primary surplus in this period of around 155 billion dinars (around 6.2% of GDP).
Having a fiscal surplus in the period when the economy is growing at a rate that is significantly
lower than expected, is considered unfavourable. The recommendation is to significantly increase

capital spending in the coming period and thus decrease the restrictiveness of fiscal policy.

Strong growth of tax  Graph T6-1. Serbia: Consolidated Fiscal Bal- A significant real year-on-year increase of
revenue continued  ance and Primary Balance (% of GDP) tax revenue (by 6%) was realised in Q2 2017,
which is a continued trend from the previous
quarters. Seasonally adjusted tax revenue in-
creased considerably in real terms and com-
pared to the previous quarter (by 2.4%).
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'The growth of tax revenue was widespread,
since the real increase was recorded in almost
all types of tax revenue, except in excise tax.

Observed in real terms, the biggest year-on-
year growth in Q2 was recorded in revenue
from company profit tax (51.9%), which is
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Especially strong
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continued a mild
decline, primarily due
to reduced spending on
wages, pensions and
interest

the result of a strong growth in profitability of the economy in 2016, which in turn was the result
of improved trade ratio (decreased energy costs) and decreased cost of financing on international
financial market. A big impact on the growth of total tax revenue came from the strong increase
in revenue from social contributions, which were higher in Q2 2017 in real terms by 5.1% com-
pared to Q2 2016. The strong real growth of revenue from social contributions and profit tax in
this period was the result of a moderate increase in wages and employment, and probably actions
combatting informal employment. In Q2, there was a decelerated growth of revenue from VAT,
since this type of revenue was higher by only 0.3% in this quarter compared to the same period
of the previous year. After a mild decline in Q1, non-tax revenue in Q2 had a real year-on-year
growth again (by 3.1%), which indicates a continued policy of aggressive collection of dividends
from public enterprises.

In July 2017, there was a mild real year-on-year decline in tax revenue (by 0.6%) due to a consid-
erable decline in revenue from excise tax (by 15.5%), while in other tax categories the dynamic of
the previous months continued, and non-tax revenue recorded a strong increase (30.1%). There-
fore, tax revenue in the first seven months of 2017 was higher in real terms by 5% compared to
the same period in 2016, primarily because of the strong relative growth of revenue from profit
tax (45.9%), as well as a considerable relative and absolute growth of revenue from social con-
tributions and personal income tax (by 4.5% and 5.1%, respectively), while revenue from VAT
recorded a mild real decline (by 1.6%), primarily due to a significant decline in revenue from
excise tax on cigarettes, which could indicate a renewed rise in grey economy when it comes to
the trade of these excise products.

Therefore, it is estimated that the significant growth of tax revenue realised in the period Janu-
ary-July 2017 is the result of the increase in profitability of the economy (brought about by the
improved trade ratio and favourable conditions of financing), and moderate growth of formal
employment and wages. The relatively slow real growth of revenue from VAT is consistent with
the data on low growth of economic activity in the first seven months of 2017.

Non-tax revenue in the period January-July 2017 recorded a significant year-on-year real growth
(by 5.2%), even though it was planned that non-tax revenue in 2017 should be reduced by almost
a quarter compared to 2016. This was aftected by the continued policy of aggressive collection of
dividends from public enterprises in 2017, which had negative effects on investments and long-
term business performance of these enterprises, as well as by the collection of nearly 9 billion

dinars in dividends from NBS.

In Q2 2017, public spending continued its
Graph T6-2. Serbia: Consolidated Public mild real decline compared to the same period
Revenue and Public Spending (% of GDP)' of the previous year (by 1.7%), while it nearly
50 stagnated in the previous quarter (-0.2%). The
. decrease of total public spending in Q2 was
© ’G\/& the result of reduced spending on interests
N (due to unbalanced payment dynamic), and
continued mild decline of revenue on wages
and pensions, while spending of goods and
services, subsidies and capital spending recor-
ded a growth in Q2. There was a considerable
real year-on-year decline in spending in July
(by 4.4%), primarily due to the decline in ca-
pital spending and subsidies.
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In the period January-July 2017, consolidated public spending was by 1.9% lower in real terms com-
pared to the same period of the previous year. Year-on-year decline was recorded in all spending
categories except in procurement of goods and services. The highest relative year-on-year decline
in this period was recorded in capital spending (by almost one fifth), while a moderate decline

1 Public spending* is adjusted for once-off spending on subsidies and pensions in December 2014 and 2015.
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Capital spending from
January to July 2017
was lower by one fifth
compared to 2016

The fiscal result in
January-July 2017 was
by around 80 billion
dinars better than
planned...

...because of the
growth in profitability
of the economy, more
aggressive collection
of non-tax revenue,
and poor realisation of
capital spending

Fiscal balance ora
minor surplus could be
realised in 2017

For faster economic
growth, fiscal deficit
should be kept at a level
of 0.5-1% of GDP...

was realised in spending on interests (by 4.2%), primarily due to more favourable conditions of
borrowing, which were the result of general decrease in interest rates on the international financial
market, as well as of the reduced country risk thanks to fiscal stabilisation. Low indexation of pen-
sions and moderate indexation of wages in the public sector at the beginning of 2017, as well as the
continued policy of employment freeze, have all led to continued year-on-year real decline of wages
and pensions, which significantly contributed to the mild reduction of total spending in this period.

Even though capital spending planned for 2017 was supposed to be by around 6% higher than
in the previous year, in the first seven months of 2017, it recorded a real year-on-year decline by
18.4% and was only 2.2% of the seven-month GDP. In absolute terms, capital spending in the
first seven months of 2017 was by around 7 billion dinars lower than planned. Since the decrease
in capital spending was recorded in summer months as well (e.g. in July 2017, it was lower in real
terms by 54% compared to the same month of 2016), the poor realisation of capital spending
cannot only be attributed to bad weather conditions at the beginning of the year, but is probably
also the result of poor planning and inefficient implementation of infrastructure projects. As
was stated several times in previous issues of QM, increase of capital spending to 4-5% of GDP,
which would bring it to the average level of Central and Eastern Europe, would have positive
effects on economic growth, not just in the period of its realisation, but also in the period of
exploitation of finished infrastructure objects.

Starting from the internal dynamic of public revenue and public spending in the previous years,
it is estimated that the fiscal result realised in the first seven months of 2017 was better than
planned by around 80 billion dinars, more than half of which (around 50 billion dinars) was
thanks to the higher collection of taxes, about one third (around 30 billion dinars) was thanks
to the higher collection of non-tax revenue, while public spending (except capital spending) was
realised according to plan.

The biggest contribution to the higher collection of taxes than planned was made by the strong
increase in revenue from profit tax (the plan was surpassed by almost 25 billion dinars), and
higher collection of taxes than planned was realised in all other types of revenues as well. It
is our conclusion that the positive deviation of tax revenue from the plan can mostly be expla-
ined by three groups of factors - 7) improved trade ratio and decrease in cost of capital on the
international market, which aftected the growth in profitability of the economy, i7) collection of
a large amount of dividends (9 billion dinars) from NBS, and 7i7) poorer realisation of capital
spending. The factors that influenced the growth in profitability of the economy are exogenous
and probably temporary, while aggressive collection of non-tax revenue and poorer realisation of
capital spending were also unfavourable mechanisms for reducing the deficit, because they had
a negative effect on the overall level of investments in the country, on the performance of public
enterprises, and on future economic growth.

If the trends in the dynamic of public revenue and public spending realised in January-July
2017 continue for the rest of the year as well, and if the state does not again take on obligations
without guarantees of public and state enterprises, the consolidated state sector could realise a
surplus of around 0.5% of GDP (around 20 billion dinars) in 2017. Favourable fiscal trends lead
to increased pressure and promises regarding the reduction of taxes and increase of spending (e.g.
big increase of wages and pensions). Realisation of these ideas and promises would probably not
have a considerable effect on the fiscal balance in the current year, but the effects of it would show
in 2018 when they start being implemented.

Considerable reduction of fiscal deficit and stopping of the growth of public debt in the previous
three years are estimated as positive from the perspective of securing long-term sustainability
of public finances. However, realising considerable fiscal surplus, which was 2.9% of GDP in
the first seven months of 2017 (and primary surplus was as high as 6.2% of GDP), in conditions
of a very low GDP growth rate (see Economic Activity), indicates that the fiscal policy is too re-
strictive. Therefore, the fiscal policy in the coming period should be designed to ensure further
decrease of public debt, and to stimulate economic growth. In the coming period, a consolidated
fiscal deficit of 0.5% and 1% of GDP would ensure further decrease of public debt.
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Since the state will probably realise fiscal balance or minor surplus in 2017, the fiscal room of
1-1.5% of GDP should be used primarily to significantly increase capital spending, while current
spending on wages and pensions should increase at a rate that would not be higher than the
nominal growth rate of GDP (3-5%). Possible higher growth of wages and pensions in the public
sector would mean a reduction of fiscal room for increasing capital spending or deficit, which
would in both cases have negative effects on the dynamic of future economic growth.

Public Debt Trend Analysis
At the end of July 2017, Serbia’s public debt was 23.8 billion euros (66.8% of GDP). When we

include the debt without guarantees of local self-government units, it amounts to 67.8% of GDP,
which is by around 1 billion euros less than at the end of 2016.

In relative terms, the debt at the end of July 2017 was by around 6.6% of GDP lower than at the
end of 2016, because there was no need for net borrowing in this period due to the realised fiscal
surplus, as well as the mild growth of GDP. Observed by debt structure, there was a reduction
in the direct debt in the period January-July (by around 750 million euros), as well as the indirect
debt (by around 250 million euros).

'The significant reduction of public debt in the period January-July was the result of the appre-
ciation of the dinar exchange rate against the euro and dollar, as well as of the favourable fiscal
trends, which is why there was no need for additional net borrowing in order to finance the fiscal
deficit in the current period. The exchange rate of the dinar against the dollar in this period
appreciated by around 15%, and considerable real appreciation was also realised against the euro
(by around 5%). Considering the currency structure of Serbia’s public debt, the appreciation of
the dinar against the euro and dollar affected the nominal decrease of public debt by over a bil-
lion euros, which neutralised most of the negative effects of the changes in the exchange rate on
the level of public debt at the end of 2016. Part of the reduction of the public debt in the period
January-July could be considered temporary, since it is realistic to expect in the mid-term a mild
real depreciation of the dinar against the euro, while the change in the exchange rate against
the dollar could be even more significant due to the strong volatility of the euro exchange rate
against the dollar.

Appreciation of the dinar against the euro and dollar also affects the mild decline in the cost of
interest, since around 80% of Serbia’s public debt is denominated in foreign currency. In 2016,
the implicit average interest rate, which is a ratio of cost of interest and the amount of public
debt, was around 4.3% in Serbia, which is estimated as negative, compared to other comparable
countries. Maturity of expensive loans from the previous period and their refinancing under cu-
rrently more favourable conditions will affect the moderate decrease of implicit average interest
rate in the coming period. Factors affecting Serbia’s more favourable conditions of borrowing are
the overall decrease of interest rates on the international capital market due to the expansionary
Graph T6-3. Serbia's Public Debt Trends (% of GDP) monetary policy of ECB and the
Fed, as well as the realised sta-
% bilisation of public finances. We
should therefore use the current
favourable conditions on the fi-
nancial market and refinance
some of the existing expensive
loans, as well as to ensure funds
for financing payments of matu-
red debts in the coming period.
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rowing by the state, while the strong appreciation of dinar affected the more considerable reduc-
tion in the absolute amount of the debt. Since the movement of the exchange rate in the coming
period is unpredictable, in order to have a stabilisation and further reduction of the debt, it is
necessary to stabilise the consolidated deficit at around 0.5-1% of GDP, and to make a significant
progress in restructuring public enterprises (primarily EPS and Srbijagas), as well as privatising
state-owned companies (petrochemical complex, RTB Bor, Galenika, Prva Petoletka, etc.), in
order to avoid creating new losses and their spill-over to the consolidated state balance.

Annex

Annex 1. Serbia: Consolidated General Government Fiscal Operations, 2010-2017 (bn RSD)

2016 2017
2010 20m 2012 2013 2014 2015
Q2 Q3 Q4 Q1-04 Q1 Q2 Q1-02 VIl
| PUBLIC REVENUES 1,278.4 1,362.6  1,472.1 1,538.1 1,620.8 1,6948 4147 460.8 476.9 4903  1,842.7 449.9 503.8 953.7 1,133.7
1. Current revenues 12157 1,297.9 13938 14613 1,540.8 1687.6 4133 4588 4725 488.7 18333 4480 5023 9504  1130.1
Taxrevenue 1,056.5 1,131.0 12259 11,2964 1,369.9 14636 3532 405.0 4053 4222 1585.8 3864 4449 8313 986.7
Personal income taxes 1391 150.8 353 156.1 146.5 146.8 345 377 405 424 155.1 375 407 782 93.6
Corporate income taxes 326 378 54.8 60.7 727 62.7 133 311 18.1 178 80.4 189 49.0 67.9 76.6
VAT and retail sales tax 3194 3424 367.5 380.6 409.6 416.1 1038 1149 127 1220 4535 109.6 1195 2291 2763
Excises 1524 1709 181.1 204.8 2125 2358 574 65.5 752 675 265.6 64.9 652 1300 159.9
Custom duties 443 388 358 325 312 333 86 8.7 9.2 99 36.4 93 9.7 19.0 222
Social contributions 323.0 3466 3789 4183 4403 5057 1205 1308 1326 1436 5275 129.6 1424 2720 3187
Other taxes 46.0 435 426 435 573 63.3 15.1 163 169 19.0 67.3 16.6 184 351 394
Non-tax revenue 159.2 36.9 379 349 1709 2240 60.1 53.8 67.1 66.5 2475 61.6 57.5 119.1 1435
IITOTAL EXPENDITURE -1,419.5 -1,526.1  -1,717.3 -1,750.2  -1,878.9 -1,844.0 -430.7 -462.9 -463.1 -543.0 -1,899.7 438.2 471.5 909.6 1,060.2
1. Current expenditures -1,2248 -13248  -1,4799 -15498  -1,6280 -1696.6 -403.9 -4195 -4164 -4782  -1,7179 4157 425.1 8407 9788
Wages and salaries -308.1 -3425 -3747 -3927 -388.6 -419.2 -99.8 -1046  -103.7 -109.5 -417.7 1025 108.2 2107 2451
Expenditure on goods and services -202.5 -233 -2357 -236.9 -256.8 -2576 -57.5  -67.2 -68.4 -90.6 -2836 60.5 72.8 1332 157.6
Interest payment -34.2 -44.8 -68.2 -94.5 -115.2 -1299 -459  -32.0 -316 -220 -1316 474 254 728 822
Subsidies -77.9 -80.5 -111.5 -101.2 -117.0 -1347 -180  -241 -20.4 -50.2 -1127 189 26.6 455 511
Social transfers -579.2 -609.0 -652.5 -687.6 -696.8 <7100 -1719 -1763  -1783 -190.3 -716.8 1745 1784 3529 4108
o/w: pensions5) -394.0 -4228 -4737 -498.0 -508.1 -4902 -1221 -1238  -1232 -1252 -494.2 1231 1246 2477 2888
Other current expenditures -229 -317 -374 -36.9 -53.7 -453 -107  -153 -139 -15.7 -55.6 19 137 256 320
2. Capital expenditures -105.1 -111.1 -1263 -84.0 -96.7 -1145 -174 -312 375 -53.1 -1393 120 355 47.5 55.8
3. Called guarantees =27 -33 -37 <79 -29.7 -30.1 -87  -112 -8.2 -11.0 -39.1 83 58 141 153
4.Buget lendng -30.0 -25.0 -382 -35.6 -55.4 -27 -06 -1.0 -1.0 -0.7 -33 22 5.1 73 103
CONSOLIDATED BALANCE -141.0 -163.5 -2452  -2121 -258.1 -149.1 -16.0 -2.1 13.8 -52.8 -57.1 1n7 323 44.1 735

Source: QM calculations based on MF data

Annex 2. Serbia: Consolidated General Government Fiscal Operations, 2010-2017 (real
growth rates, %)

2016 2017
2010 2011 2012 2013 2014 2015
Q1 Q2 Q3 Q4 Q1-Q4 Q1 Q2 Q1-Q2 vl
| PUBLIC REVENUES -1.5 -4.6 0.6 -2.2 3.2 317 7.4 7.8 9.2 5.6 7.5 53 55 54 4.9
1. Current revenues -15 -44 0.1 -26 33 33 73 79 8.6 5.8 74 52 56 54 50
Taxrevenue -25 -4.1 1.0 -17 35 03 7.1 9.2 75 4.8 7.2 6.1 6.0 6.1 50
Personal income taxes -39 -2.9 2.1 -122 -8.1 -12 45 5.2 6.8 16 45 56 4.1 48 51
Corporate income taxes -3.6 39 351 29 174 -150 12 193 55.8 434 26.9 376 519 478 459
VAT and retail sales tax -0.7 -4.0 0.0 -38 54 02 6.4 14.1 32 77 7.8 24 03 13 1.1
Excises 4.2 0.6 -1.2 5.1 1.6 94 222 13.8 16.6 -29 11.4 9.6 -4.0 23 -1.6
Custom duties -149 =215 -14.0 -15.6 -6.5 59 74 9.6 10.2 54 81 52 6.6 59 6.6
Social contributions -6.5 -39 19 26 31 -2.1 27 32 37 29 32 44 51 47 45
Other taxes 14.5 -15.2 -8.8 -5.2 29.2 89 109 0.7 -28 127 51 7.0 9.5 83 6.9
Non-tax revenue 58 -6.1 -6.2 -8.7 15 27.9 85 -1.1 159 12.8 93 -0.5 3.1 12 5.2
IITOTAL EXPENDITURE -1.7 33 4.3 -0.3 52 3.2 57 4.9 23 -3.7 1.9 -3 -1.7 -15 -19
1. Current expenditures -22 3.1 4.1 -27 29 -14 37 27 0.4 -5.1 0.2 -0.1 -22 -12 -1.0
Wages and salaries -5.9 04 20 -2.6 -31 -9.7 -04 -04 -04 -45 -1.4 -0.4 -0.2 -0.3 -0.7
Expenditure on goods and services -0.3 43 15 -6.6 6.2 -1.1 1.3 135 42 77 89 2.1 4.5 34 36
Interest payment -03 174 419 28.8 19.3 11.2 116 -26 -34  -104 02 02 -235 -9.6 -4.2
Subsidies 40.6 74 291 -15.6 132 13.6 -53 05 -200 -262 -173 1.8 6.9 4.7 -0.8
Social transfers 139 58 -0.1 -2.1 -0.7 05 16 0.8 1.0 -37 -0.1 -1.5 -24 -2.0 -2.3
o/w: pensions5) -39 39 44 -23 -0.1 -4.8 -0.5 0.2 -0.2 -0.8 -0.3 -2.2 -2.9 -2.6 -2.6
Other current expenditures -6.1 239 9.9 -84 426 -167 30.0 218 399 40 214 78 -14.1 -5.1 -0.1
2. Capital expenditures -11.8 53 6.0 -38.2 12.7 16.8 64.1 30.7 253 36 20.3 -332 97 -55 -184
3. Called guarantees 27 33 37 2487 2678 01 253 360 82 434 285 -79 -502 -317 -30.1
4.Buget lendng -30.0 -25.0 -38.2 442 522 -951 277 199 437 -33 208 2439 3728 3251 4025

Source: QM calculations based on MF data




