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Executive Summary

Republic of Serbia is characterized by high fiskatdening of wage income, which
weakens the competitiveness of the economy inioelatith the surrounding countries.
Reduction of fiscal burdening of wages would pesily influence the employment, in
the sense of saving the existing and opening of markplaces, as well as on the
increase of the low wages. Increase in the numbevookplaces and higher income
would increase domestic demand which would consetuenprove the business sector.
In order to reduce fiscal burdening of the wagea gsustainable manner it is necessary to
conduct appropriate reforms in the public sectooider to reduce the expenses: the
reform of the pension system and pension fundymeff health security fund, as well as
the reform of public administration and local sgiivernment.

Serbian Association of Employers therefore recondaehe following actions:

1. Reduction of wage tax and social security cbaotions of 40%, from the current 60%

to 40% of the net wage

2. Fiscal unburdening of low wages through thedase of non-taxable amount to equal
the gross minimum wage.

3. Expansion of support measures for the IT setttarover other economic activities,

especially the labour-intensive industries (texigather and footwear industry, etc.)

4. Urgent implementation of necessary reforms afsmm and health security systems,
through which those sectors could “absorb” the mneoreduction caused by the

aforementioned reduction of fiscal burdens.

Thelssue of High Fiscal Burdening of Wages

The amount of tax and social security contributioegresent one of the fundamental
issues that inhibits the economic development ef Republic of Serbia. Serbia is
characterized by the high level of wage tax andtrdmutions, similar to the level
observed in the developed countries of Western fgjrovhose economies are
characterized by the significantly higher levelppbductivity, expressed in higher gross
value added per employee.

Loss of competitiveness due to unproportionallyhHegpour costs especially effected the
increase in the unemployment. In the annual suofeyp00 companies performed by the
USAID Business Enhancement Project 96% of the sv&ompanies stated that wage
tax and contributions have a negative impact onnlegs. The recent survey of Serbian
Association of Employers, which focused in-depthtlom issues which fiscal burdens of
wages cause to the economy identified a high infteehat the amount of wage tax and
contributions have on the employment. In the sum@yducted in over 200 companies,
59% of the companies stated that they are unaldenfwoy new workers due to the high
amount of taxes and contributions, while 28% st#tatl they are forced to further reduce
their number of workers.



Also, there is a clear influence of high tax andtdgbutions on the wages in the business
sector during the recession. 95% of the surveyetpenies stated that the amount of tax
and contributions are a barrier to the increassataries.

International Comparison

Total fiscal burden on wages in the Republic ofb&ermeasured according to the
EUROSTAT methodology, which evaluates the sharen@dme tax and social security
contributions in total labour costs, calculated @6 of an average wage in the business
sector, amounts to 38.44%, which is equal to tlegesbf 62.44% of net wage, placing
Serbia in the same rank as Slovenia (38.5%) andm2dn and Spain (37%). It is
important to notice that the Republic of Serbia bigmificantly higher fiscal burden on
labour than 10 ,new*“ EU Member States (36.5%), emy compared to Poland
(34.6%) and Slovakia (36.9%), which are the coestrihat achieved high industrial
growth by joining the EU. When comparing Serbiahwebuntries in the West Balkans
region, we come to the conclusion that fiscal bomig of low wages in Serbia is at a
similar level to Croatia (38.4%), while they aregrsficantly higher compared to
Macedonia (30.9%) and Albania (34%).
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Tax Reform of 2013 and the Influence on Fiscal Burdening of the Wages

Ministry of Finance and Economy of the RepublicS#rbia conducted a tax reform in
2013, which in one segment influenced wage taxatigrreducing the wage income tax
and increasing the compulsory social security douations for pension fund, while
simultaneously increasing the non-taxable amounvage from 8,776 RSD to 11,000
RSD. This tax reform, while essentially fiscallyutial, contributed to a slight reduction
of wage taxation (to 38.08% according to the EURA®BTmethodology). However,
considering the low fiscal unburdening of the wagess hard to expect this reform to
have an observable effect on the labour market.



Influence of the Reduction of Wage Tax and Contributions

Reduction of fiscal burdening of the wages wouldeha direct positive impact on:

Employment in the Republic of Serbia. Reduction in labour costs would
positively influence on the competitiveness of thesiness sector, improve the
business environment and provide the preconditiéms the increase of
investments aimed at opening of the new workplatése business sector.
Wages. In the recent survey of Serbian Association ef Bmployers conducted
on the sample of 200 companies 32% of the respdsidetated that they would
use the funds “liberated” through the reductioriigtal burden on wages entirely
for the increase in the employee wages. In additdfb of the respondents stated
they would use a part of those funds for the irmeeaf employee wages. This
position of the employers can be understood byrigawi mind the fact that wages
in the business sector were either kept at the daved of had a real drop since
2010, which additionally deepened the inequalityMeen the employees in the
private and public sector. Through this increasesalfries, employers would
partially reduce the discontent of the employeassed by low wages and bad
social situation.

Minimum wage policy. The reduction of tax burden on lower than average
wages would contribute to the increase of net wagdsch would reduce the
pressure of Trade Unions for the increase of minimvage.

Keeping of the current and creation of the new workplaces, which would
contribute to the increase of domestic demand amdexjuentially improve the
business sector.

On the other hand, reduction of fiscal burden ogegawould have a negative influence

on:

Budget of Republic Pension Security Fund. Currently, 48.9% of annual income
of pension fund consists of transfers from the Bady the Republic of Serbia
(Financial Report for 2012). Reduction of contribns for pension security

would negatively impact the financing of the pensfand and demand higher
budgetary expenses to ensure regular payment sfqren On the other hand, we
should keep in mind that the current pension systethe Republic of Serbia is

not sustainable: the current employee-pension& natthe RoS is 1:1.1, while

the pension fund estimates that the sustainabieigaf:3. However, that ratio in

the current demographic situation would imply frhployment, which shows the
need for changes in the pension policy and restrimng of the pension fund in

order to make the pension system in RoS sustain8gebian Association of

Employers considers that the necessary reform e@fpénsion system and the
restructuring of the pension fund must be impleraéin a way that would enable
the creation of preconditions for the reduction amintributions for pension

security.



e Budget of Republic health insurance fund. Currently, 69.94% of annual income
of health security fund comes from the social ségwontributions. The current
healthcare system in the Republic of Serbia is idensd ineffective and
expensive, and the reforms in the past decadeaagely considered to be a
failure. This signals a need for a more seriousrmfof the healthcare sector
which would reduce the costs and increase thei@fity of the healthcare system,
and thereby create the preconditions for the reolucof social security
contributions.

* Budget of the Republic of Serbia and budgets of units of local municipal
governments. Keeping in mind that the Government of the RotBoduced the
changes in the legislation which turned 80% of meotax into the income of
local self-governments, the effect of the reductidrwage tax on the Republic
budget will be relatively insignificant. The redfext of the reduction of wage tax
would be felt by the local governments, which geter58% of their current
income through income tax.

Proposal of the Possible Reforms

Serbian Association of Employer’s 2013 Survey @& llusiness sector identified that the
company owners in the Republic of Serbia hold thi@ion that it is necessary to reduce
the fiscal burden of the wages for 40% comparedtieéacurrent level. The employers feel
that such level of tax and social security contiidns would provide competitive labour

costs in relation to the surrounding countrieswadl as create the conditions for the
salary increase in the real economy.

However, simple reduction of the wage taxation woabntribute to the growth of
already high budget deficit. Serbian AssociatiorEofployers acknowledges that it is at
presently impossible to conduct without jeopardizine solvency of the public sector.

On the other hand, in 2013 Ministry of Finance d@bcbnomy introduced support
measures for the IT industry, which also include thduction of labour costs in the
covered field through the introduction of speciedgedure for calculation and payment
of contributions for compulsory health and unempieynt insurance, based on the
reimbursement of actual costs of using these sesvithrough this measure the fiscal
burden of net wages would reduce for 24 pp, to 48@ébian Association of Employers
proposes the monitoring and evaluation of thesesarea in order to estimate the effects
on the Healthcare fund and the budget of Natiomaplgyment Agency, in order to
consider the gradual extension of these measutég tther types of economic activity.

One of the possible directions of wages taxatidicpds the introduction of measures for
increase of progressivity aimed at the reductiofiscl burden on low wages. According
to the SAE survey, a slight majority of the emplsyegrees with introduction of
progressive taxation rates on the income tax. diicion of this measure would
contribute to greater wage equality and higher egghility of most vulnerable groups
on the labour market.



Other possibility for the increase of tax progresgiis the raising on non-taxable amount
of wages to the level of gross minimum wage. Thengption of minimum wages from

taxation would create possibilities for the growtd lowest wages and higher
employment in labour-intensive industries, while thfluence on the compulsory social
security funds would remain limited.

Finally, there is a possibility of the reduction fafcal burden of wages in individual
economic activities. This option would imply thetexsion of support measures aimed at
the IT industry to other economic activities, esak on the labour-intensive sectors
(textile industry, leather and footwear industrg, e

Rationale for the Proposed Measures

Reduction of wage tax and compulsory social secaontributions is necessary to stop
the current trend of the reduction of the lossotifsjin the business sector. Together with
stopping the drop of employment in the real econamghort term it would contribute to
the increase of wages in the private sector andawgpthe social position of low-income
employees. In medium- and long-term the competiiégs of the economy of the
Republic of Serbia would improve, especially regagdthe surrounding countries,
contribute to the positive perception of the bussneenvironment in Serbia, and
consequentially create the conditions for the opgoif new jobs in the economy through
the increase of the investments.

Negative effects of the reduction of fiscal buradrwages can be prevented through the
reform of the afflicted sectors; primarily the pemsand health insurance systems, but
also of the public sector, including the state adstiation and local self-governments.
Here it is very important to analyze the effectshef Government’s support measures for
IT industry on the Republic Health Insurance Fundyrder to consider the possibility of
their extension to other economic activities.

The second possibility is the compensation of tiss lof income of social security funds
through the redistribution of the income comingnirdhe income tax and increased
financing of the social security funds from the Rleljz budget. We remind that
redistribution of 80% of citizen income tax to floeal self-governments was a temporary
measure to compensate the losses of budgetaryfarsan® the local governments.
Taxation reform of 2013 introduced the calculatdmproperty tax for legal entities based
on the method of fair or market value, which wibnt¢ribute to the increased revenues of
the local governments from this source. In thigatibn is it possible to consider a new
change to the citizen income tax, which would agaimpletely become a revenue of the
central authorities, which would use the incomepkus to finance the social security
funds.

Finally, it is necessary to conduct the reform e pension fund, which has the most
significant influence on the fiscal burden of thages (approximately 53% of total wage
burden). Reform of pension security system is resrgdue to the unsustainability of the
current pension policy. Having in mind the high idiéfof the pension fund which is



currently being covered through the budgetary teassof the Republic of Serbia, we

consider that the government must immediately st@teforms in this sector, in order to
create the preconditions for the sustainabilityh&f compulsory pension security system
and reduce the pressures to retain the currentlévgh of fiscal burden on wages.



