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Mechanism of Financing SMEs in Serbia as Mid-transition Economy

SME financing is a rather complex and almost a rhetoric topic. In Serbia as a country which approached the privatization process that lead to a tycoon model, the stalemate is inevitable. General leap service and empty promises of reform and not so reform oriented governments for the last two decades did not make any real change in financing SMEs. Loans and grants from many international donors and agencies have being syphoned to the sector in such large quantities and also in the many empty handed press conferences and public venues paved with unfulfilled promises. In practice, the situation is more than grim, since most profitable SMEs are in the desperate needs for loan funds, but the interest rates and other costs are more than intolerable from the financial point of view. This paper is a form of vivisection what is really going on, taking into account the fact that Serbia is knocking at the door of new election in 2013. Promises, promises, inflation of promises and ever rising deficits of delivery and results is more than obvious. This research shall shed some more analytical light on the real financial performance of the sample of small group of SMEs in Serbia, in the region of Podrinje, relatively close to Republic of Srpska. Model of business performance metrics and management as well as benchmarking created by us shall be tested on the real financial statement data, followed by the extensive review and analysis of the real profitability and liquidity factors of those enterprises. Business, operational and financial performance of the SMEs in Serbia, region of Podrinje, shall be viewed in the light and optics of stimulation of the local and regional economic growth, and growth of employment.
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Financing Growth of the Start-up SME-s in Serbia - Forgone Opportunities in the Lost Decade: 2001-2011
The beginning of so called "new era of democratization, economic and social reforms" has being envisaged in the heads and minds of many progressive people and radical intellectuals in Serbia  during the prolonged period of more than two decades after the Tito (1980) and the end of the Slobodan Milosevic era (2001). More or less, some kind of political consensus and intellectual compromised common ground has being created in a strategic orientation towards the market and strong democratic institutions based on the rule of law, with an eye on joining EU, also with a strong notion to reintegrate Serbia's society and isolated economy into the regional and global institutions. In that context in the early years of the first decade of the 21st century, at least on the declarative verbal front, the Government of Serbia opted strategically to enter into radical economic reforms, especially at the SME sector, as some kind of a growth propulsor, that has being in accordance with prescriptions of the international donors, aid agencies and foreign governments, also in a harmony with financial and technical assistance guidelines and strategic policy options. Expectation gap on both sides at that moment was not as visible as it is the case nowadays. Some of the key proposed strategic options almost ten years ago have being the following now and then (Ljutic, 2003, pp.2-14): 
· Adoption and harmonization of the Serbian SME sector regulation by adopting and almost transplanting with some small cosmetic alterations the American model (SBA Act) an at that time new liberalized regulation of the sector.

· Strong protection of the more than weak SMEs from very strong government at that time (which unfortunately is not nowadays very strong but more than gigantic and omnipotent in controlling anything and everything regarding material and financial more than scarce resources). 
· Orientation to create a new system of financial institutions which shall service additionally the financial needs of the existing and emerging SMEs in Serbia. 
Serbia economic growth strategy still see the only window of optimistic opportunity to integrate into EU, while establishing excellent political, diplomatic and economic ties with first of all USA and also with other OECD countries. In that context some of the main perspective areas have being and still are:
· Unquestionable orientation to develop SME sector in Serbia.
· To create a strong but lean institutional infrastructure supportive to the SMEs, within the framework of the long term strategic growth vision and policy

· Harmonization with the EU standards and regulation of the SME sector, as a prerequisite of negotiations of joining as a candidate country EU.

· Global reintegration by adopting the foreign policy orientation of friendly relations with USA, taking into accounts the globalization trends and influences, especially of the WTO and of the OECD. 

Table 1 Economic Forecast for Serbia 2011/2012
	20101) 
	2011
	2012

	 
	 
	 
	 

	GDP per capita, current prices [dinar] 
	416,495
	457,653
	503,161

	Real GDP growth rate [%] 
	1.6
	2.7
	3.6

	Monthly gross wage per employee [dinar] 
	47,450
	51,552
	56,582

	Monthly gross wage, growth rate [%] 
	7.5
	8.6
	9.8

	Real gross wage, growth rate [%] 
	1.2
	0.1
	2.5

	Labour productivity, growth rate [%] 
	6.6
	2
	2.2

	Employment, growth rate [%] 2) 
	-5
	0.7
	1.4

	Registered unemployment rate [%] 3) 
	26.9
	26.4
	25.5

	Average inflation rate, consumer prices [%] 
	5.9
	8.4
	7.1

	Budget balance [% of GDP] 
	-3.5
	-4
	-3.4

	 
	 
	 
	 

	1)2010 partly estimated

2) Total employment excluding agricultural producers.
3) Unemployed persons as percentage of unemployed persons plus total employment. 


Source: http://www.vojvodina-cess.org/index.php?mediumid=2&pagid=143&stukid=923&action=register Accessed: 30.07.2011

Based on the conclusions previous data of eminent economics professor Josifidis from the State University of Novi Sad, the unresolved problems of economic growth and policy for the current decade shall still be even more pronounced unemployment and sluggish domestic and foreign investments. On the other hand the main "lobby group" which protects the interest of the big businesses owned by the Serbian tycoons and ex-Milosevic, or why "ex" captains of the socialist industry who are nowadays proponents of the liberal capitalist ideas, gathered on the very beautiful mounting in Serbia named Kopaonik. In beautiful hotels, while spending lavishly the fruits and results of more than private privatization for them, have being able to create some kind of a document titled "Kopaonik Consensus" which consisted of 11 policy recommendation for 2011, and on the top business forum they have concluded that only sustainable reforms leads to sustainable development (Kopaonik Consensus, 2011, pp. 1-3). Although almost the whole Serbian Government was present there, in that Manifest they did not dare even to mention the SME sector. Based on that fact we could very easily make a certain conclusion that the top officials of Serbian government only mention SMEs and their employees when they meet them in person, and need them to vote for re-election. Serbia has made some progress in the areas of economic reforms and freedoms, but at the institutional front still remains a significant vulnerability and need for a large structural reform and adjustment of the SME sector in its preparation for the future within EU (IMF Executive Board, 2011). Only new supported program by the Government of Serbia could help SMEs to restructure, and complete transition entering a path of more balanced and pronounced growth. Based on the official data from 2008, the share of SME sector in GVA was 59.1%. 67.2% in employment and 45.9 in exports (Government of the Republic of Serbia). Some rather small goals have being in the area of competition development support program for fast growing SMEs, as support project in the area of business services development (1 million Euros), Program for co-financing local initiatives for SME development, including business incubators, (0.5 million Euros), SME support program for introducing e-business (0.5 million Euros), and only 0.1 million Euros for the Program supporting SME's facing financial problems that can jeopardize their survival as a kind of a second chance. Either Serbian SME's are at large very profitable, most of them, or only the negligible number is facing difficulties of illiquidity based on such "very generous support".  

In another study financed by the USAID which have tried to create some kind of a platform for the Serbian post-crisis economic growth and development model 2011-2020, SME sector is non-existing one, that is self-explanatory fact itself, and not any other comment is necessary (USAID, FREN, TEI, 2010). Different observers and analysts could see the same set of objective real data differently, depending not only on the level of objectivity but also based on the prospective interests also. 
Stimulating SMEs Growth
In the official documents issued by the Government of Serbia, its agencies and research institutes, think-tanks and NGOs financed by the same government, the picture is full of colour, vivid, promising, where they express lavishly and generously assessment of their own activities, which is more than positive. In conclusion, there is a prevailing feeling of happiness with the significant progress in strengthening entrepreneurship and creating a competitive sector of small and medium enterprises by creating more favourable legal and regulatory framework, easier access to financial institutions, training of entrepreneurs and employees.  
In recent research (Calic B, 2011, pp. 3-4), as review of current sources of SME external financing have benign included foreign donations, foreign credit lines (e.g. EAR, EU, EIB, Italian Government, etc.). Serbian Ministry for Economics and Regional Development has created the package of support measures of the economic policy. It is a form of grant scheme for SMEs existing at last three years in a row, independently owned, not a part of a holding corporation, and external investors hold less than 50% of equity capital. Grants are in the range of 1.000 to 15.000 Euros for the preparation of the technical and project documentation and between 1.000 and 8.000 Euros for the purchase of computer software (Serbian Ministry for Economics and Regional Development, 2011). They also offer financial support for the entrepreneurship focusing on the increase of the competitiveness, establishment of SME associations and unions, research and innovation, clusters, and also a small credit line for SMEs start-ups.
Serbian Economic and Financial System in the Context of Financing SMEs

Analytically observed the word system is a rather strong definition for the weak, fragmented and poorly coordinated institutions and scattered part of the national economic and financial system. Observations in  retrospect only showed the Serbian economic and financial system at the had a chance at the beginning of the first decade of the 21st century to become well regulated and harmonized with the unwritten but really abiding international standards and practice. In reality the system more or less turned into some kind of deregulated chaos, from a "leap service" of more than attractive promises to a prolonged way to hell. As world globally, and Europe regionally has being entering economic, financial and banking crisis in the last few years, Serbia has lost its manoeuvring time, because instability at the South flanks of the EU (Greece, Italy, Spain, Portugal, who is next?) is not promising the EU shall even negotiate with Serbia as a candidate member country to enter the Union. Unconditional financial aid, grants and donors funds shall be curtailed very soon, so the Serbian government shall face the rude reality of the strong budgetary constraints, still more pronounces as the inflow from the privatization sales is almost nulled.

Review of the Pertinent Legal and Other Regulation Related to SMEs in Serbia
Reforms in the Serbia's financial and banking sector do last almost a decade, but instability and the risk of uncontrolled inflation are not eliminated at all. Banking regulation in Serbia is more or less reformed and based on the EU Directives and BIS Standards, while accounting and audit regulation have adopted the framework of the International Accounting Standards, International Financial Reporting Standards and of the International Standards of Auditing. Such standards based on our prolonged research and studies are more than cumbersome, unnecessary complex and very costly for the SME sector, and any suggestion to the Government, and especially to the Department of Finance is facing with a strong impenetrable wall of silence. On the opposite side, most SME owners and entrepreneurs consider costs of external accounting services as something unnecessary, while paying low monthly fees for external accounting services and outsourcing, but objectively assessed the value of those information is almost next to nothing for their needs in everyday management as well as for any kind of strategic business planning. In the field of fiscal system regulation VAT administration with very frequent reporting and payment of the VAT obligations is a heavy burden for Serbian SMEs since they lack the staff and management administrative infrastructure to support so frequent VAT reporting and payment. At the early 1990 at that time the Department of Economy of Serbia have established a working group to create a draft of the new SMEs law, with an aim to regulate the sector as a US SBA Law as a some kind of Ombudsman regulation, e.g. to protect weak SMEs from the strong government and big monopoly business, also very close to the Government. First so called "Reform Government" of Doctor Zoran Djindjic in early 2003 has an orientation to reform profoundly SME regulation and widely to apply EU related standards, but just after his assassination all the movements and discussions in that direction unfortunately have being stopped at once. 
How to Increase the Awareness of the Serbian Government and the General Public about the Importance of Financing SMEs Growth?

Based on our preliminary intuitive analysis some strategic and operative goals could be contemplated in order to increase the real public awareness of the Serbian government and the general public that SME sector is important for the:

· Economic development and faster growth.
· Employment increase
· Social stability
In theory it is much easier to create any goal, but in real life practically the road to Hell is paved with good intentions. Since Serbia is now facing the done phase of privatization, while at the same time many of the previously privatized enterprises are nocking back at the Government door to be reprivatized since the most of new owners did not have any idea expect to grab the value of the property and to convert the existing industrial sites into profitable new construction grounds. The Government of Serbia could from now on count only on domestic fiscal income, may be they reconsider a possibility to start a creation of viable business infrastructure for the whole economy and especially for the SME sector, that is on the other side time consuming, costly, without any short term effects for the elections to be won. On the other side, life wisdom is teaching us again and again, if we do not mention the real problems in public that could be more than beneficial and profitable for the time being. Serbia's economy is more or less, please read much less, in some kind of reform process for almost two decades. A famous Russian director and intellectual Nikhita Mihalkov directed a film "Moscow Does Not Believe in Tears" and we could also drew a line of similarity that even to mention a word or a concept of "reform" in Serbia, most of the general public would respond with sarcasm and ask you in return: "Could we eat the reforms". The answer is obvious that reforms and especially economic ones are only the prerequisite or pre-condition for the real life positive changes. If the promised changes do not happen in ten or more years, than the support for any kind of reforms shall vanish like it has never existed before. It is very complex and almost insurmountable task to make a profound change from reforms in words to reform in deeds. On this pathway it is necessary and unavoidable the profound and deep structural reform of the public administration and government on all levels, to make a real change not only in perception, but also in the operational level by introduction market orientation and at the same time increasing public trust in the accountability of the government sector, especially the part which serves small and medium size businesses. The previous communist and socialist regimes (1980-2001) have being the real master minders of spin doctors for TV and public charades and shows in public full of unreal promises. This medicine has stopped to be useful at the beginning of 21st century. The Serbian Government could try very hard from now on to create a public impression about very big support for business perspectives and financing SMEs, but this is not viable option any more, since more and more small businesses are stopping operations or going bankrupt since the rising illiquidity in the economy, where the main cause of illiquidity is government and illiquid privatized companies. SMEs in Serbia need new loans, grant schemes, venture capital financing and institutional support, all the elements which are lacking now. For Serbia Government the key question is how to increase the inflow of external capital and bank loans to SMEs, but such a question is much easier to ask than to answer. 
Financial Aid and Grants Schemes of Financing SME Sector in Serbia by the EU countries and the other OECD Member States

We have quoted in our research on of the prominent politicians from the Province of Vojvodina, Mister Nenad Canak, MA,: "Genltemen, where is the money?", his beloved phrase for almost two decades. The real question for the SME sector in Serbia is – Where are hundreds and hundreds billions of dollars and euros of grants, loans and credit lines specially dedicated to finance SMEs in Serbia. The banks really administer credit lines for the SME sector, but when the private consultants contact the banks they are so secretive and not at all cooperative, so there is no any way to find out if these financial support reach at all the final recipients as it has being planned by the international donors. Possible solution is for the grant and finance agencies from the EU to properly audit those projects by their own internal and eventually external independent auditors, but not in any case by the existing auditors of those banks and financial institutions. SME owners and managers are not in an easy position vis-a-vis commercial banks, since most banks "prefer" to finance existing large clients and service with loans the private businesses of their shareholders than to grant to unknown SMEs. If Serbian SME sector does not ask nor the Government for any advice or prescription as it is the case now, it is not good business to give any advice at all. During the whole period 2001-2011 the Serbian Governments acted and reacted as the owners of ultimate wisdom and owners of eternal truth, by knowing everything about nothing, and knowing nothing about everything, that is the ideal of economics as a science. If we assume that the government has been more than knowledgeable and efficient, the result would be well developed, balanced, and strong SME sector which is very capable to enter EU competition and regulatory arena. The time will tell and shall be a better judge than any of us. 

What To or Not to Do Next in the SME Financing in Serbia
Based on our experience with SME sector as management consultants and external auditors for almost two decades we strongly advocate the following next steps necessary to adapt SME sector to EU standards and global competition pressures:
· Finally after many years of postponement to adopt new SME regulation, integral one, simplified based on the US SBA Act with a strong EU flavour.

· Strong protection of the SME from strong Government, unfriendly public administration, court system and big monopolies which are riding hand in hand with the Government

· To create a new system of financial institutions this shall serve additionally the needs of SMEs.
· The only real step forward is to introduce new check-up methodology to check up Government promises with reality.

Analytical Results of the Business Performance of the Sample of SMEs in the Region of Podrinje, Serbia

SMEs in Serbia based on the Law on Accounting are not obliged to audit statutory accounts, but just to file the annual financial statements to the public register (Accounting and Auditing Law, 2006). Since the published data are limited in scope and depth most of such financial data, although from the very beginning unchecked are also limited (Business Registry Agency Law, 2004, 2009). The SME based on that law are not obliged to reveal their full financial data set (e.g. set of financial statements with full report), except to the creditors and investors on theirs demand, but that is covered with the clause of business confidentiality agreement. Such limitations are also extra problem for the proper financial statement and business performance measurement analysis. We have selected the sample of five different SMEs in the Region of the County of Podrinje, Serbia and applied the standard methods of statistical analysis of correlation. We have observed two closely related statistical variables which we considered relevant to determine the correlation relationship between the sources of financing and growth of the selected firms. The period we have covered is 2005-2008, relatively stable with not so much pronounced inflation and economic instability. 

Table 1. Comparative Statistical Correlation Coefficients of the Five SMEs sample, County of Podrinje, Serbia 
	
	Correlation
	Commentary

	SME
	Long Term Obligations/Business Profit
	Long Term Obligations/Income from Sales
	Long Term Obligations /Business Profit
	 Long Term Obligations/Income from Sales

	Klas
	-0.99237
	-0.88486
	Extremely strong relation 
	Very strong relation

	Banja
	0.71293
	0.73576
	Strong relation
	Strong relation

	Fincel
	-0.09292
	0.76230
	No relationship
	Very strong relation

	Toplana
	-0.62417
	0.88462
	Strong relation
	Very strong relation

	Stim 
	-0.68942
	-0.57824
	Strong relation
	Strong relation


Data Source: Original financial statements obtained through a courtesy of the managers of the five SMEs included in the statistical sample, 25 official tables. Data obtained and accessed on 19.04.2010    

We have noticed that SME Klas has an extremely strong correlation relationship between the long term financial obligations and of the business income, e.g. profit, and also income from sales. SME Banja these two before mentioned relationships in both cases is very strong. SME Incel does not show positive relationship between the long term obligations and the profit from business operations, but on the other side it exist a strong relationship between the long term obligations and sales income. SME Toplana the relationship is from strong (correlation of long term obligations and business income) up to very strong as a reflection of the impact of long term debt obligations on the sales income. For the SME Stim it could be observed that both correlations relationships when we have analysed the impact of the long term debt on business profit and income from sales. When we have observed the whole sample consisted of the five SMEs we come to a conclusion that the correlation relationships are from extremely strong (SME 1), very strong (SME 3), strong (SMEs 4 and 5). Based on the previous results we have come to a conclusion that our research has confirmed the hypothesis of the positive influence of the mechanism of the sources of financing on the growth of selected business performance indicators of the analysed SMEs.
Table 2 Comparative Analysis of the Coefficients of Determination of the Selected Statistical Sample of 5 SMEs, County of Podrinje, Serbia

	
	Coefficient of Determination

	Selected SME
	Long Term Obligations /

Business Income
	Long Term Obligations /

Sales Income

	Klas
	98.48%
	78.30%

	Banja
	50.83%
	54.13%

	Fincel
	0.86%
	58.11%

	Toplana
	38.96%
	78.26%

	Stim 
	47.53%
	33.44%


Data Source: Original financial statements obtained through a courtesy of the managers of the five SMEs included in the statistical sample, 25 official tables. Data obtained and accessed on 19.04.2010    

High values of the statistical coefficients of determination are also confirming to us our previous partial conclusions of the statistical correlation analysis that the impact of factors like long term financial obligation on one side and business income, e.g. profit from business operations on the other, are significantly contributing to the high positive results of the harmony of the texted variables X and Y. Calculation of the total rate of correlation for all five analysed SMEs which are included in the statistical sample in the County of Podrinje, Serbia is finally confirming that the correlation relationship is in the area of strong relationship. This fact is confirming additionally our hypothesis that obtaining and supplying the adequate sources of financing for SMEs has a strong relationship with the business growth of the before mentioned five SMEs, and consequently proportionally contribute to the local economic growth in the region. We have also applied the Altman test which is trying to predict eventual bankruptcy and also selected business performance individual measures; as well we have tried to project linear and exponential trends for the period 2005-2012. The before mentioned tests have also confirmed our general conclusions about strong influence of the sources of financing on the SME growth rates determined as profitability.
Conclusion

As in everything else, there at least two ways of thinking and analytical approaches, on at least try to be objective and real as much as possible regardless of the subject of our research that is something we have opted for. On the other side there is a possibility to choose a research subject something that we could be also objective, but the subject is irrelevant in real life, like exploring the technical model of SME financing in OECD countries. This paper have focused to shed some extra light that in Serbia there are no "Angels of Business", even less venture capitalists, that stock markets and financial institutions only serving the financial needs of the SME sector on their Internet pages, while in practice still exist more than harsh reality of more than modest external sources of financing SME operations and growth.
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