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Industrial policy has acquired a
particularly important role af-
ter the strong impact of the
2020-21 COVID-19 pandemic
and the urgency of the green
and digital transitions, placing
many new issues on the agen-
da that will require long-term
planning and strategic action
by governments.
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Serbia will also need to adapt
to this new agenda, by adopt-
ing a new type of industrial
policy. Rather than focusing
primarily on attracting foreign
investors, Serbia’s post-pan-
demic economic recovery will
have to rely much more on in-
ternal sources of growth - in-
cluding human capital, SMEs,
entrepreneurship - since some
of the main external sources
that have fuelled growth may
soon dry up.

%

Instead of a growth model
that relies primarily on out-
ward processing FDI with lim-
ited linkages to the domestic
economy, Serbia needs to im-
plement a more elaborated
industrial policy that would
promote the digital and ener-
gy transition, as this is likely to
facilitate Serbia’s potentially
best performing sectors to be
integrated into global value
chains.
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Introduction’

Serbia has done remarkably well in 2020, despite the global
downturn caused by the COVID-19 pandemic. The Serbian
economy has registered a mild 1 percent GDP reduction, the
lowest among all the Western Balkan countries. Serbia has
also attracted substantial foreign direct investments (FDI) in
2020 amounting to 6.2 per cent of its GDP, despite a global
decline in FDI flows throughout the world. Serbia’s current
Economic Reform Programme is based on optimistic projec
tions of a very strong economic rebound in the forthcoming
years. Are these signs that Serbia may indeed have much
stronger economic growth over the medium term and that
“it's time has finally come?” (Udovicki, 2021).

These excellent results ought to be viewed in a longer-term
perspective, however, since a few years of much faster
growth may not be sufficient to secure Serbia’s catching up
with the more developed parts of Europe. It should be re-
called that Serbia’s growth performance over the past dec
ade has been illusory. The three recessions - in 2009, 2012
and 2014 - have practically annulled the positive growth
achieved in the other years, so the average GDP growth rate
during 2009-2019 was just over 1 percent (as compared to 6
percent during the 2001-2008 period), much lower than in
the other Western Balkan countries (see Figure 1). The return
of strong GDP growth in 2018-2019 (around 4 percent) was
interrupted by the COVID-19 pandemic in 2020. Regarding
the level of economic development, Serbia in 2019 was still
at 41 percent of European Union (EU) average GDP per capi-
ta (in Purchasing Power Standards, Eurostat statistics). Ac-
cording to the author’s rough calculations, Serbia is one of
the few countries that has still not reached its pre-transition
1989 real GDP.

In order to narrow the income gap with respect to the more
developed countries in Europe, Serbia will need to achieve
much higher growth rates over the next years. This objective
will have to be supported by a more adequate industrial pol-
icy. The paper outlines the key elements of a new industrial

1 I'would like to thank Will Bartlett for useful comments on an earlier
version of this paper
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Figure 1
Real GDP growth in the Western Balkans
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policy that could potentially help achieve faster economic
growth, based on a major reliance on Serbia’s internal sourc-
es of growth. In the next section 2, some definitions of key
concepts of industrial policy are briefly recalled, given that
the interpretations of industrial policy differ widely. In section
3, the main achievements and failures of industrial policy im-
plemented by the Serbian government during the last dec
ades are analysed. In section 4, the most important elements
of a different type of industrial policy in Serbia are outlined.
The last section contains the main conclusions.
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1 THE MULTIPLE MEANINGS
(AND MISUNDERSTANDINGS)
OF INDUSTRIAL POLICY

The concept of industrial policy has evolved continuously
during the post-Second World War period. The rapid trans-
formation of our economies and of related economic objec
tives has brought major changes in the conceptual frame-
work and the types of instruments of industrial policy used
by policy-makers, in both the national and European Union
context. Since we are often confronted with different inter-
pretations of industrial policy it is useful to briefly recall the
key objectives and definitions of industrial policy.

One of the possible definitions suggests that industrial policy
has at least two broad aims: (1) to improve the efficiency of
individual firms and sectors, which normally involves restruc
turing and investment; and (2) to achieve structural change,
using policies that favour more dynamic and productive ac
tivities generally, irrespectively of the sector or industry in
guestion (see EBRD, 2008). In both cases, industrial policies
can be horizontal or vertical. Horizontal policies provide the
framework in which firms and industries operate and where
market mechanisms ultimately determine survival and pros-
perity. Horizontal measures include the protection of proper-
ty rights, improvement of the business environment, major
transparency of transactions, or more specific measures such
as general incentives for attracting foreign direct investment
(FDI), providing support to SMEs, or developing national re-
search strategies. Vertical policies are targeted to specific
firms or sectors and have been used to support both failing
industries and those considered to have potential for expan-
sion. Vertical measures include providing loans, infrastructure
provision, tax incentives or trade protection for specific firms,
sectors or regions, but also the establishment of special eco-
nomic zones or the provision of ad-hoc incentives for specific
foreign investors.

The main motivation for pursuing horizontal industrial policy
is the existence of market failures, which can be of different
types. Information failures derive from a lack of information
or discrepancies in access to information, which often result
in a divergence between private and social returns. Coordi-
nation failures can appear whenever a project/industry re-
quires large investments and high fixed costs that deter po-
tential entrants, or when new activities bring wider spill-over
effects since some projects require simultaneous investment
in different sectors. Market failures can also be the conse-
guence of lack of knowledge spillovers; for example when
markets do not provide sufficient incentives for private in-

vestment in research because of the public good, intangible
character of knowledge and its risky nature (Tagliapietra and
Veugelers, 2020). In addition, private producers often require
specific inputs including legislation, accreditation, R&D and
infrastructure, that need to be provided by public authorities
(EBRD, 2008).

There has recently been a revival of interest in industrial poli-
cy especially after the strong impact of the global financial
and economic crisis, both among academics and in public
policy debates. Most scholars agree that the main objective
of industrial policy is not to “pick winners”, but to identify
externalities and address market failures by appropriate gov-
ernment measures (see Rodrik, 2008, 2014; Chang, 2009;
Lin and Monga, 2010; Lin, 2012; Greenwald and Stiglitz,
2012; Warwick, 2013; Stiglitz and Greenwald, 2014; Moran,
2014; Cerovi¢, Nojkovi¢, Uvali¢, 2014). During the past dec
ade, there has been increasing acceptance of the need for
state intervention and a more focused, vertical, industrial pol-
icy, although this is sometimes contested on purely ideologi-
cal grounds. Most recent studies on industrial policy ac-
knowledge both theoretical reasons for state intervention
rooted in market failures, and the implementation difficulties
rooted in government failures. Moran stresses the need for
an interventionist state with a mechanism for selecting in-
dustries and providing packages of public sector support to
address coordination externalities (Moran, 2014). Rodrik
(2014) argued for a new industrial policy to be a “process of
institutionalised collaboration and dialogue rather than a
top-down approach” in which the government picks sectors
or firms and transfers money to them. The private sector
should be a stakeholder in such collaboration, alongside gov-
ernment and civil society (Bowles and Carlin, 2020); in such a
bottom-up policymaking, civil society, trade unions, activist
groups and citizens initiatives ought to be as engaged as the
private and public sectors. These arguments seem highly rel-
evant for a country like Serbia, where important stakeholders
are frequently not actively involved in devising economic pol-
icies.

Mazuccato (2011) goes a step further to argue in favour of
designing an industrial policy for activities that do not yet
exist, introducing the concept of an “entrepreneurial state”.
The notion of the entrepreneurial state implies that not only
should the state step into the economy, promote existing in-
dustries and solve their market failures, but also that govern-



ment agencies should act as market creators. She proposes a
“mission-oriented” approach to industrial policy, giving as
examples of such missions the UN Sustainable Development
Goals (Mazuccato, 2018). Meeting these goals requires new
policies and instruments that go beyond fixing failures in ex-
isting markets.

A common factor in most definitions of industrial policy is
that it targets a set of economic activities to achieve long-
term benefits for society, that today go beyond short-term
economic issues. Industrial policy ought to be based on a
broader multi-dimensional objective, which can be captured
in the notion of long-term social welfare (Tagliapietra and
Veugelers, 2020, pp. 13-14).

The European Commission has also continually changed its
approach to industrial policy (see Bartlett, 2014; Tagliapietra
and Veugelers, 2020). The initial period (1950 - 1980) was
characterised by interventionist policies, when European gov-
ernments mainly used vertical industrial policies to support
selected industrial sectors and build national champions that
were considered to be strategic and promising. During the
next phase of liberalisations in the second half of the 1980s,
government intervention was mainly seen as detrimental for
economic growth so it was replaced by a laissez-faire ap-
proach within which industrial policy was to be limited to set-
ting the right general framework. The measures for the com-
pletion of the EU Single Market focused on competition policy
and reducing state aid, while structural reforms such as priva-
tisation were to reduce the role of the state, along with the
creation of a business-friendly investment climate (Bartlett,
2014). In the 1990s and 2000s, a consensus was built around
the horizontal approach to industrial policy, where EU indus-
trial policy was to ensure the right framework conditions
through the use of internal market and competition instru-
ments and by stimulating R&D and innovation (Tagliapietra
and Veugelers, 2020). The measures of horizontal industrial
policy also included support for small and medium sized en-
terprises (SMEs) through the creation of decentralised busi-
ness networks and industrial clusters, as well as regional inno-
vation systems. The 2000 Lisbon Strateqy stressed the
importance of the knowledge-based economy and knowl-
edge transfer from public research and higher education insti-
tutions to the business sector as the basis for improving EU
competitiveness, to be obtained through increased expendi-
ture on R&D, promoting Information and Communication
Technologies (ICT) and developing innovation poles linking
regional centres, universities and businesses.

After the strong effects of the global economic crisis, the
European Commission announced a new approach to indus-
trial policy (European Commission, 2010). In order to en-
hance the global competitiveness of the EU, the Commission
called for the reindustrialisation in the EU, stressing the im-
portance of manufacturing (European Commission, 2013;
Uvali¢, 2014; Damiani and Uvali¢, 2018). In addition, it pro-
posed an EU-level industrial policy, in an attempt to create
European champions to compete against companies from
China, India and other emerging economies. Industrial policy
in the EU should now be based not only on existing horizon-
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tal measures, but also on sector-specific policies. The new
industrial policy targets certain industrial sectors that are re-
garded crucial for strengthening EU competitiveness, includ-
ing space technology, clean and energy efficient motor vehi-
cles, transport equipment, healthcare, environmental goods,
energy supply industries, security industries, chemicals, engi-
neering, transport-equipment, agro-food and business ser-
vices. One of the common characteristics of these industries
is the focus on advanced technologies and the application of
highly skilled labour (Bartlett, 2014).2 Similarly, the Europe
2020 Strategy, in addition to horizontal measures, also stress-
es the sector-specific dimension of industrial policy, identify-
ing the above-mentioned sectors for development at the
European level.

Industrial policy has acquired an even more important role
today, after the strong impact of the 2020-2021 COVID-19
pandemic and the urgency of the green and digital transi-
tions. Due to the current crisis, a new economic, social and
ecological paradigm has emerged. The new perspective ele-
vates the industrial policy discussion out of the realm of strict
economic goals such as competitiveness, productivity and
GDP growth, to include broader societal goals that involve
climate stability, health, poverty prevention, the creation of
quality jobs and reduced inequality (Tagliapietra and Veugel-
ers, 2020).

As a response to the pandemic, the European Commission
adopted A New Industrial Strateqy for Europe in March 2020,
that lays the foundations for an industrial policy that will sup-
port the twin transition (green and digital), make EU industry
more competitive globally and enhance Europe’s strategic au-
tonomy (see European Commission, 2020a). The Strategy
seeks to strengthen Europe’s global competitiveness, pave
the way to climate neutrality and shape Europe’s digital fu-
ture. The European Parliament has also adopted a Resolution
in November 2020, stressing that the European Union needs
a new industrial strategy to attain the objective of climate
neutrality by 2050 at the latest and to support the dual green
and digital transition, while maintaining and creating quality
jobs. The new industrial strategy should also strengthen Eu-
rope’s global leadership and reduce the Union’s dependence
on other parts of the world in strategic value chains.

The Next Generation EU initiative will be the cornerstone of
the first phase of the Union'’s industrial recovery from COV-
ID-19. It will dedicate substantial resources to combating cli-
mate change and environmental damage. The Next Genera-
tion EU initiative has placed many new issues on the agenda
that will require long-term planning and strategic action by
governments. The climate change policies and the environ-
mental goals of the Green Agenda add further complexity to
industrial policy. In addition to tackling market failures as the
core of classic industrial policy, green industrial policy must
also address market failures associated with climate change
and environment degradation.

2 The new industrial policy draws on the provisions of the Lisbon Tre-
aty, Art. 173 TFEU on industrial policy (see Bartlett, 2014).



In the Western Balkans, the process of EU integration during
the past fifteen years has guided the candidates and poten-
tial candidates in adopting laws and regulations in line with
EU principles and norms. As part of the conditionality of the
EU accession process, it is the more liberal market interpreta-
tion of industrial policy that has been transposed to the
Western Balkan countries. A horizontal approach to industri-
al policy has dominated also after 2010, despite the reliance
in the EU on more direct vertical forms of industrial policy. In
the Western Balkans emphasis has been placed on the crea-
tion of competitive market-based economies through market
liberalisation, privatisation, anti-trust legislation, reduction of
state aid, further improvements in the business environment.
This type of horizontal industrial policy has left the Western
Balkan economies vulnerable to adverse spill-over effects
from the EU and has not facilitated the post-crisis economic
recovery (Bartlett, 2014). Until fairly recently, the European
Commission’s recommendations also to Serbia have contin-
ued to reflect a rather liberal approach to industrial policy
(see European Commission, 2020b).
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ACHIEVEMENTS AND FAILURES
OF INDUSTRIAL POLICY IN SERBIA

After the political changes in Serbia in 2001, industrial policy
mainly consisted of horizontal-type measures. This is in part
understandable, given that the adverse political and eco-
nomic conditions that prevailed throughout the 1990s led to
the postponement of many market-oriented economic re-
forms, while the government maintained a very strong role in
the economy (Uvali¢, 2010). At that time, a hyper-liberal
model seemed the safest way to radically break with the past
and leave behind the negative legacy of the Milosevic¢ re-
gime. Economic reforms from 2001 onwards included a new
privatisation law aimed at privatising and restructuring a
large part of the economy, along with efforts to attract FDI,
liberalise foreign trade and economic activities. A series of
measures were introduced to improve the business environ-
ment by simplifying or eliminating unnecessary administra-
tive procedures.

Despite the strong orientation of the government towards
liberal pro-market policies, the economic and institutional re-
forms after 2001 were not able to achieve many of the de-
sired objectives. Given that there were substantial delays in
implementing privatisation and in the meantime some 30
percent of deals were cancelled because the new owners
failed to respect their legal obligations, the government has
continued to extend state subsidies to firms that have still not
been privatised, as well as to some strategically important
state-owned enterprises. Anti-trust legislation was adopted
only in 2005 and the Competition Commission was set up in
2006, but was not given sufficient implementation power.
During the 2001-2008 period, Serbia has attracted substan-
tial FDI, but foreign capital has gone predominantly into the
non-tradable service sectors - retail trade, banking, telecom-
munications, real estate, in this way contributing only indi-
rectly to the restructuring of the industrial sector of the econ-
omy (Uvali¢, 2010; Estrin and Uvali¢, 2014).

Structural problems that were inherited from the 1990s
proved particularly difficult to address, let alone resolve. The
key structural problems include (1) high and rising trade defi-
cits due to the relatively low competitiveness of Serbian prod-
ucts on foreign markets; (2) long-term problems on the la-
bour market, due to structural factors and lack of aggregate
demand for labour that have led to high unemployment, low
employment and participation rates and the diffused infor-
mal economy; and (3) the long process of deindustrialisation

of the Serbian economy, that by 2010 reduced industrial pro-
duction to 50 percent of its 1989 level. It was naively believed
that economic liberalisation and privatisation, in a stable
macroeconomic environment, supported by foreign investors
and donors’ financial assistance, would lead to rapid restruc-
turing and modernisation of the Serbian economy, thus not
requiring a specific industrial policy. The policies applied were
in line with the EU horizontal approach to industrial policy.
What was missing was a longer-term strategy of economic
development that would offer a clear vision of where Serbia
was heading and what were the measures of industrial policy
needed to achieve the desired objectives (Uvali¢, 2010).

In the meantime, Serbia signed a Stabilisation and Associa-
tion Agreement with the European Union, obtained candi-
date status and started its accession negotiations. As part of
the negotiations framework, Serbia has been developing an
industrial policy in line with its obligations, as envisaged in
Chapter 20 of the Acquis Communautaire. After the severe
effects of the global financial and economic crisis, the Serbi-
an government adopted an ambitious Strategy and Policy of
Industrial Development for the 2011 - 2020 Period in June
2011 (Government of Serbia, 2011). This document of over
200 pages proposed a new model of economic development
that was to be based on three main objectives: (1) strong in-
vestment growth; (2) export-orientation of industry; and (3)
increase of employment in industrial sectors. Although some
priority sectors were mentioned, the core of Serbia’s industri-
al policy essentially remained horizontal, consisting of various
measures in 13 main areas: corporate governance, educa-
tion, technological development, research and development,
information and communications technology (ICT), employ-
ment, competition, restructuring and privatisation, foreign
direct investment, entrepreneurship, regional development,
protection of the environment and energy efficiency. Al-
though in 2011 the mainstream view, that vertical industrial
policy is unacceptable, had already been abandoned, this
was not the case in Serbia where the focus of the institution-
al capacity-building effort was on attracting FDI, selling do-
mestic companies and expecting that investors would do the
restructuring job (Udovicki, 2021).

Industrial policy in Serbia over the past ten years has contin-
ued to provide general measures of support to enterprises,
promote innovation, offer some investment incentives and



eliminate administrative procedures to make the business en-
vironment less burdensome. The Ministry of Economy and
the Serbian Chamber of Commerce have been helping SMEs
with specific measures of export promotion and information
about access to foreign markets. Favourable loans and guar-
antees for SMEs have been provided by the Ministry of Econ-
omy and the Development Fund through joint programmes
with commercial banks. Serbia participates in the EU’s
COSME programme for SMEs, which provides financial sup-
port for the purchase of production equipment, for start-ups
and for development projects. In order to encourage innova-
tive firms, the Serbian Innovation Fund was set up to provide
finance for innovative projects (though the resources have
been rather limited). Four Science and Technology Parks have
been created in Serbia: in Belgrade, Novi Sad, Ni§ and Cacak.

The main focus of recent industrial policy in Serbia, however,
has been to attract FDI through improved legislation, the cre-
ation of special economic zones (called “free zones” in Ser-
bia) and direct government subsidies. The new Investment
Law adopted in 2015 aims to additionally stimulate foreign
investments by extending national treatment to foreign in-
vestors, allowing the transfer or repatriation of profits and
dividends, providing guarantees against expropriation, allow-
ing customs-duty waivers for equipment imported as capi-
tal-in-kind and enabling foreign investors to qualify for gov-
ernment incentives (Bartlett, Krasnigi and Ahmetbasi¢, 2019).
The free zones, established as export-processing zones with-
in duty-free areas, have attracted a relatively large amount of
new FDI, mainly in the motorcar and components industries,
which are often aimed at export markets. The incentives of-
fered for the creation of free zones have led several munici-
palities to establish such zones, competing for investors by
offering a range of incentives and subsidies to attract both
domestic and foreign businesses (Avlijas and Bartlett, 2011).
Some 14 free zones have been created in Serbia hosting 221
firms by 2017 (Bartlett, Krasnigi and Ahmetbasi¢, 2019). The
Serbian Development Agency (RAS) has provided investment
subsidies to foreign investors located either inside or outside
free zones, depending on the level of municipal develop-
ment, the size of investment, the number of jobs created and
level of development of the municipality. An additional sub-
sidy is available for labour-intensive companies that employ
more than 200 workers. Subsidies in the manufacturing sec
tor may be granted for investment projects valued above
100,000 euros that employ at least ten workers. All large in-
vestors can benefit from an investment subsidy package
(grants for eligible costs of investment, subsidies for new
employment, local subsidies). Investors that have negotiated
agreements with RAS received an average subsidy of 9,000
euros per job created in 2014, 7,000 euros in 2015, and
5,000 euros in 2016. These programmes have benefited
companies located both within and outside free zones (see
Bartlett, Krasnigi and Ahmetbasi¢, 2019).

What have been the overall results of such industrial policies?
Table 1 gives an overview of the Serbian Government’s pro-
jected objectives set in 2011 (see Strateqy and Policy of In-
dustrial Development for the 2011-2020 Period) and their
actual fulfilment by 2017. The data reported show that the
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2011 Strategy was based on over-ambitious targets; except
for the increase in manufacturing employment, none of the
other strategic objectives has been fully realised. GDP growth
has been one sixth, while investment one fourth, of the pro-
jected growth rates. The most striking underperformance
regards productivity growth that amounted to only 2.7 per-
cent for the whole 2011-2017 period, as compared to the
projected 50 percent increase.

Table 1
Serbia’s strategic objectives, 2011- 2020 (projected and realised)

Hejdisd erorie Realised growth rate

Objectives g(r)c;\qvfgorate (%), (%), 2011-2017
GDP growth rate 5.8 0.9

Investment 9.7 2.4

Domestic final demand 4.7 0.5
Consumption 3.5 0.1

Exports of goods 14.2 10.7
Manufacturing industry 7.3 33

Construction 9.7 0.0
E:gg{?g;ir:itnig 0.38% per annum 0.4% per annum
R

Source: Government of Serbia (2020), pp. 12-13, based on data of the Statistical Office of
the Republic of Serbia and estimates of the Serbian Ministry of Economy.

The Serbian government has also set excessively ambitious
targets regarding FDI. The projections were based on unreal-
istic estimates, as confirmed by data in Table 2. Although this
was one of the government’s top priorities, not a single tar-
get has been entirely realised by 2017. The under fulfilment
of these objectives was partly due to external factors - the
unfavourable external environment after the global financial
and economic crisis that also influenced a general reduction
in global FDI.

E)?‘I:i;n Direct Investment objectives (projected and realised)
Indicator Projected, Realised,
2011-2020 2011-2017
Net FDI - total (€ bn) 227 12.7
Net FDI - Average annual share of GDP (%) 5.8% 5.3%
FDI in manufacturing industry - total (€ bn) 9.1 4.5
FDI into manufacturing (% share in total) 8:1?";%?0) 31.1%

Source: Government of Serbia (2020), p. 15, based on data of the Statistical Office of the
Republic of Serbia and estimates of the Serbian Ministry of Economy

Despite the underfulfilment of many objectives, Serbia’s eco-
nomic policies have produced some positive results. Among
the main achievements has been strong export growth, con-
firming Serbia’s improved export competitiveness and a
switch to a more export-oriented growth model. During the
2012 - 2019 period, the ratio of exports of goods and services
to GDP more than doubled, reaching 50 percent of GDP by
2019, thus making Serbia the second most open economy
among the Western Balkans (after North Macedonia). Serbia’s
strong export growth has been the result of a combination of
three groups of supply-side factors (Uvali¢, Cerovi¢, Atanasije-



vi¢, 2020). First, after the implementation of severe austerity
measures aimed at fiscal consolidation, local firms looked for
new markets abroad due to the low purchasing power of the
domestic market. Second, foreign firms that have invested in
Serbia, attracted primarily by low labour costs and high gov-
ernment employment subsidies, have mostly been producing
products for exports; in fact, foreign companies comprise
most of the top 15 exporters today. Third, export growth has
also been supported by local entrepreneurship and a strong
increase in exports by local ICT companies (that, however, are
not sufficiently present on the local market).

The incentives offered to foreign investors have ensured a
steady entry of FDI, on average more than 6 percent of GDP
per annum during the past decade. The inflow of FDI has also
displayed a more favourable sectoral structure - around 30
percent of total FDI went into manufacturing. Some of the
most important labour market indicators have also improved
(unemployment, employment). Measures to support innova-
tive SMEs have contributed to Serbia being classified among
the “moderate innovators” in the EU’s Innovation Score-
board in 2020. Serbia’s expenditure on R&D has increased to
0.92 percent of GDP by 2019, which is less than half of the
EU average of 2.2% but higher than in the other Western
Balkan countries; about two fifths of this expenditure has
been made by the private sector. The country’s rank in World
Bank’s Ease of Doing Business has significantly improved
with respect to previous ranks (44th rank in 2020), though
some sub indicators remain problematic (getting electricity -
rank 94, or paying taxes - rank 85). These are all positive re-
sults, but they do not seem to have fuelled much faster GDP
growth (at least until 2018).

Serbia has recently prepared a new Strategy of Industrial Pol-
icy for the 2021-2030 Period adopted by the government in
March 2020 (Government of Serbia, 2020a). The new Strate-
gy aims at replacing the current model of competitiveness
based on cost advantage deriving from cheap low- skilled
labour, with a model based on a skill-based advantage,
namely knowledge-based industries (European Commission,
2020b). The main priority of industrial policy is to achieve
dynamic, smart, sustainable and inclusive growth, but now it
is explicitly recognised that industrial policy should incorpo-
rate both horizontal and vertical (sectoral) policies. The Strat-
egy is based on a mix of horizontal measures aimed at the
development of SMEs, entrepreneurship and competitive-
ness, and vertical policies based on the Smart Specialisation
Strateqy adopted in February 2020 (Government of Serbia,
2020b). Contrary to the previous approach that was not sec
tor-specific, four sectors have now been identified as sectors
with the highest growth potential: food processing, wood
and furniture, rubber and plastic, and machinery and equip-
ment. Horizontal industrial policy will focus on education,
innovation, digital transformation, investment, infrastruc
ture, internationalisation, the circular economy and an appro-
priate business environment. Vertical industrial policy will rely
on the Smart Specialisation Strategy and will target both tra-
ditional industrial sectors that can improve comparative ad-
vantages and new industrial sectors that can increase value
added of goods and services.
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The final priority areas of the Smart Specialisation Strategy of
the Republic of Serbia adopted in February 2020 are the fol-
lowing: (1) food for the future; (2) information and communi-
cation technologies (high-knowledge content services); (3)
future machines and manufacturing systems (mid-tech man-
ufacturing such as metal processing, machine construction,
rubber/plastics); and (4) creative industry (see Government of
the Republic of Serbia, 2020b). A new programme of sup-
port of industrial enterprises has also been planned to enable
their greater inclusion into value chains of multinational com-
panies. The aim of the programme is to offer enterprises in
the chosen targeted sectors financial support for the devel-
opment of their capacities and harmonisation of quality
standards, in order to facilitate their inclusion into global sup-
ply chains. The planned measures also aim to increase effi-
ciency of the instruments for the Strategy’s implementation
and provide better coordination of industrial policy among
Serbian line ministries. The Action Plan for implementation of
the Strategy has been drafted and is currently in the process
of consultations.
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INDUSTRIAL POLICY FOR SERBIA?

In order to achieve faster economic growth, Serbia needs a
long-term strategy of economic development sustained by a
new type of industrial policy that would need to include dif-
ferent but coordinated measures in several important areas
- rather than focusing primarily on attracting foreign inves-
tors, as has been the case to date. Post-pandemic economic
recovery will have to rely much more on internal sources of
growth, since some of the main external sources that have
fuelled growth, primarily FDI, are likely to dry up at some
point in the future. In view of diminishing privatisation op-
portunities in Serbia and the volatile nature of FDI, a greater
reliance on domestic sources of growth will be essential.

The new industrial policy in Serbia will need to encompass
both horizontal measures aimed at improving firms’ compet-
itiveness, and vertical measures to support priority sectors,
along with structural change and technological upgrading of
the Serbian economy. Contrary to the Strategy for the 2011-
2020 period, the new Strateqy of Industrial Policy adopted in
2020 explicitly stresses that both horizontal and vertical
measures of industrial policy are necessary.

In our view, the new industrial policy will need to pay particu-
lar attention to the following policy areas which could poten-
tially strengthen Serbia’s internal sources of growth, making
it less vulnerable to unpredictable interruptions in external
capital inflows:

1. higher investment rate and better targeting of priority
sectors;

2. investments in human capital (education, R&D, innova-
tion);

3. more adequate support of local SMEs;

4. specific measures to encourage networks between do-
mestic and foreign companies; and

5. promotion of the digital and energy transition.

1. Increasing the investment rate
and better targeting of priorities

As known from traditional growth theories and many theo-
ries of economic development the key condition for econom-
ic growth is a minimum rate of investment, a hypothesis that
has been firmly confirmed by extensive empirical evidence
from many countries worldwide. Socialist Yugoslavia has
achieved very fast economic growth rates for over thirty

years, to a large extent thanks to investment rates that were
close or over 30 percent of GDP.

By contrast, Serbia has had a relatively low investment/GDP
ratio during the past decade, well below the 25 percent of GDP
that is considered the threshold for sustained high growth and
below the 30 percent recorded by emerging markets at similar
levels of development (Keki¢ 2018). During 2009-2019, Serbia
has had the lowest average investment rate (18.25 percent)
among all the Western Balkan countries. During this 10-year
period, Serbia’s investment rate was also lower than the EU’s
average rate (20.66 percent), despite the EU being more than
twice as developed (in terms of GDP per capita) than Serbia
(see Figure 2). If these trends continue, this difference in invest-
ment rates risks to undermine Serbia’s growth prospects and
quick convergence with EU income levels.

Figure 2
Average Gross Fixed Capital Formation (% of GDP), 2009-2019
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Despite government plans to increase the investment/GDP
ratio from 18.6 percent of GDP in 2010 to 28 percent in
2020, this objective has not been realised. Only in the last
two years has Serbia’s investment/GDP ratio somewhat in-
creased, to 22.5 percent in 2019.

Relying primarily on foreign investors to increase Serbia’s in-
vestment rate has been a short-sighted and risky policy. Al-
though FDI throughout the last decade represented around
30 percent of total investment and over 6 percent of GDP,
contributing to growth, increasing employment and exports,
policies in favour of FDI have neglected the importance of
internal sources of growth. In a wider context, even the best
public policies to attract FDI may not be able to eliminate
some disadvantages of the Western Balkan countries includ-
ing Serbia, that originate from small size, fragmentation, lack




of economies of scale or political risk (Estrin and Uvali¢,
2014). Favourable public policies in Serbia will not be able to
stop foreign investors moving elsewhere, once labour costs
increase and privatisation opportunities are exhausted.

The government should explicitly offer the same type of in-
vestment incentives to both domestic and foreign enterprises
and avoid discriminatory practices. Although legally this is
already the case, there is ample informal evidence that for-
eign investors continue to receive generous public support,
while domestic firms, particularly SMEs, are in a much less
favourable position. According to recent estimates by Labus,
the unintended side-effect of the growth of FDI during 2010
-2017 was the reduction of domestic investment (Labus,
2019). Major incentives should be offered to domestic private
enterprises to invest their profits locally, both through tax
and other favourable provisions and a more predictable busi-
ness environment.

Higher investment is necessary by both the private and the
public sector. During 2011-2015, public investment has been
very low, 2.3 percent of GDP on average, increasing only
slightly thereafter (Bajec, 2018). The Serbian Fiscal Council
has convincingly argued that public investments in Serbia
would need to increase to at least 6 percent of GDP. The re-
sources could be secured by cutting other budgetary ex-
penditure (e.g., subsidies to loss-making enterprises). Better
governance and management of public investment financed
with international resources must also be ensured, in order to
speed up the implementation of important infrastructure
projects (roads, railways, energy).

Considering the high priority attributed to investment in in-
frastructure by the EU’s Economic and Investment Plan for
the Western Balkans (see European Commission, 20200),
public investments could be an important driver of industrial
policy that could also attract additional private funding. Ser-
bia has already had some positive experiences of vertical in-
dustrial policy backed by public investment (see Bartlett et al,
2017). The United Arab Emirates’ commercial investment in
Serbia has focused on four key sectors: aviation, urban con-
struction, military technology and agriculture, chosen to re-
flect different strategic imperatives. \Whereas investments in
agriculture and military technologies are part of a strategy of
risk mitigation in respect of food security and military securi-
ty, the investments in aviation and construction form part of
a wider strategic policy of economic diversification in antici-
pation of the post-oil economy. Although some of these in-
vestments have been criticised in Serbia because of their lack
of transparency, allegations of corruption, and lack of public
debate over plans to transform downtown Belgrade (Bartlett
et al, 2017), public investment made in the Serbian defense
industry - one of the most successful and innovative indus-
tries powered by public investment - could be seen as a good
example of vertical industrial policy.

A higher investment rate could have a strong multiplier effect
on GDP growth (Labus, 2019). In devising the right instru-
ments, Serbia’s sectoral priorities should be considered and
the variable impact of investments in various sectors (see La-
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bus, 2019; Atanasijevi¢ et al. 2021). The government needs to
influence much more the sectoral structure of investment, in
order to facilitate structural change towards higher produc
tivity sectors. Recent FDI into the manufacturing sector in
Serbia has mainly been directed into low and medium-low
technology industries that produce low complexity products
(Atanasijevi¢ et al, 2021). The choice of priority sectors must
also take into account investment efficiency of different sec-
tors, as recently calculated for Serbia by Nikoli¢ and Kovacevi¢
(2019).

Empirical evidence has shown that governments that want to
use FDI to diversify and upgrade their production and export
base should not merely sit back and wait to see what interna-
tional market forces bring; on the contrary, sector targeting
by investment promotion agencies (not simply opening to
FDI) can double FDI flows into the chosen sectors and result
in higher unit-value exports (Moran, 2014; Estrin and Uvali¢,
2016). Serbia’s comparative advantages should be translated
into specific measures of targeted industrial policy, building
on the main findings of the recently prepared Smart Special-
isation Strategy, but closely coordinated with the other meas-
ures described further below.

2. Investing in human capital
(education, R&D, innovation)

There is limited awareness in Serbia about the importance of
human capital for economic growth. In the current phase of
Serbia's development, economic growth will crucially de-
pend on the development of the knowledge-based econo-
my, requiring more investment in science, R&D, education at
all levels (including skills, life-long training, re-qualifications)
and innovation. These are the most important sources for
increasing productivity and economic competitiveness in the
long run. Although the 2000 Lisbon Strategy aimed at mak-
ing the EU the most competitive knowledge-based economy
by stimulating the “knowledge triangle” - Research, Educa-
tion and Innovation - has encountered difficulties in its imple-
mentation, there is no doubt that the Strategy has drawn
public attention to the importance of “smart growth”, lead-
ing to the adoption of specific policies for these important
areas. Serbia should also place human capital development
among the top government priorities. Although Serbia has
implemented fundamental reforms of its higher education
institutions in line with the Bologna Process, these reforms
have not been fully satisfactory as they have not yet reduced
the high level of graduate mismatch or eased the transition
to work for higher education graduates (Uvali¢ and Bartlett,
2016). There have even been some recent setbacks, since in
February 2020 Serbia’s membership in the European Associ-
ation for Quality Assurance in Higher Education (ENQA) was
suspended.

One of the main constraints on economic growth in Serbia is
the supply of skilled labour that is insufficient to meet the
demands of new (foreign) investors. There is a mismatch be-
tween educational profiles of the labour force and labour
demand by enterprises that have been complaining about
the lack of skills of certain professions (Uvali¢ and Bartlett,



2016). Without the right labour skills, the Serbian economy
will not have the absorptive capacity necessary to attract fu-
ture investments and to assimilate and gain access to foreign
knowledge (Estrin and Uvali¢, 2016). The quality of human
capital and skills are key intangible assets that affect a coun-
try’s ability to take advantage of technology developed else-
where. Serbia still does not have an organised well-defined
system to stimulate innovative activities and wider networks.
In order to strengthen competitiveness, additional measures
should be implemented to improve labour skills, stimulate
innovation and knowledge transfer.

3. SME sector development

Another key internal source of growth are SMEs, which rep-
resent more than 99 percent of all Serbian enterprises, 66
percent of employment, 57 percent of value added and 39
percent of exports. Serbia had the largest number of SMEs
per inhabitant in 2017 among all Western Balkan countries,
but their contribution to exports is still lower than in the oth-
er countries in the region (see GRETA, 2021). The SME sector
could be a key instrument in Serbia for increasing competi-
tiveness, employment, productivity and economic growth in
the future.

Yet the SME sector still faces various barriers to growth and
expansion in Serbia - including financial, institutional and
competition barriers. SMEs should be ensured better access
to finance under more favourable conditions (lower interest
rates, less stringent collateral requirements) in order to be
able to expand their activities. Recent survey evidence sug-
gests that SMEs in Serbia are reluctant to borrow from banks
to undertake new investments (though this is similar to other
countries, as SMEs mainly finance their investments from re-
tained earnings). SMEs often use outdated technology, but
do not have sufficient capital to modernise their capacities,
which is one of the reasons why they are rarely included into
international supply chains. SMEs should also be offered
more appropriate technical assistance, market information,
help in accessing external markets and internationalisation.
Serbia still lacks specialised business-related services for
SMEs. SMEs need a more transparent institutional environ-
ment and should be better informed about regulatory and
legal changes.

In addition to financial and institutional barriers, SMEs in Ser-
bia are also strongly constrained by competition barriers.
SMEs face unfair competition from large enterprises that in
some sectors have maintained strong market power due to
guasi-monopolistic positions and/or insufficiently rigorous
application of competition policy. Well defined rules are not
always implemented regarding state aid, due to strong polit-
ical pressure for financial assistance which is channelled pri-
marily to state- owned enterprises and large foreign investors
(European Commission, 2021). In addition, SMEs also face
strong competition from firms operating in the informal
economy, where unregistered entrepreneurs, by avoiding the
obligation to pay taxes, have a competitive advantage over
firms in the formal sector.
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4. Spillovers: cooperative networks
between local and foreign firms

Additional measures are needed to stimulate the creation of
cooperative networks between foreign and domestic firms in
Serbia. Several recent studies on Serbia have provided evi-
dence that there are not many linkages between foreign
companies and domestic firms, resulting in limited technolo-
gy spill-overs from foreign firms to the Serbian economy
(Bartlett, Krasnigi and Ahmetbasi¢, 2019; Atanasijevic et al.,
2021). The import intensity of production (measured by the
import/export ratio) in foreign firms operating in free zones
in Serbia is extremely high (96.8% in 2017), implying few
linkages to the local economy (Bartlett, Krasnigi and Ah-
metbasi¢, 2019). The top 15 exporters in Serbia are mainly
foreign-owned firms, but they continue to import parts and
other inputs from abroad since local products lack quality
standards or are more expensive. The lack of innovative ca-
pacity and appropriate skills among the workforce within
domestic firms is another factor that hinders their effective
engagement with foreign-owned companies and with new
export market opportunities in the EU. Estrin and Uvali¢
(2016) have found that FDI in the Western Balkans has had
very limited, if any, spillover effects on value-added, employ-
ment and exports in most manufacturing sectors of the
Western Balkan countries.

In order to take advantage of the opportunity offered by free
zones, the government should introduce new measures to
facilitate the development of local supply chains (Bartlett,
Krasnigi and Ahmetbasi¢, 2019). The stronger integration be-
tween domestic SMEs and foreign companies can be en-
sured both through stronger incentives for collaborative net-
works and specific programs assessing needs of foreign
investors, facilitating contacts with local suppliers, improving
skills and training of the local labour force and improving
R&D capacity (Atanasijevic et al., 2021).

5. The green and digital transition

The Economic and Investment Plan for the Western Balkans
(EIPWB) adopted by the European Commission in October
2020 will support economic recovery in the Western Balkans
through investments and support to competitiveness and in-
clusive growth, sustainable connectivity, and the twin green
and digital transition, providing 9 billion euros in the form of
grants over the next seven years and an additional guarantee
facility to stimulate potential investments of up to 20 billion
euros (European Commission, 2020¢). Industrial policy will be
crucial in achieving these aims, both in the EU and in the
Western Balkans (see Uvali¢ and Cvijanovi¢, 2018). The new
Agenda will require the modernisation of enterprises, invest-
ments in the industrial eco-systems and innovation, adoption
of additional export prerequisites and development of skills.

Serbia should make best use of EU assistance and funding
opportunities offered through the EIPWB and its eight Flag-
ship initiatives. In order to benefit from the investment pack-
age, Serbia should urgently adopt specific policies regarding
some of the priorities of the EIPWB - in addition to those for



building infrastructure (the first 3 Flagships) - in the area of
renewable energy (Flagship 4), transition from coal (Flagship
5), “renovation wave” (Flagship 6), waste and waste water
management (Flagship 7) and digital infrastructure (Flagship
8) (see further below). The current economic, health and so-
cial crisis could be an opportunity for Serbia to introduce spe-
cific measures of support to enterprises to implement the
main goals of the green and digital transition, and to use this
occasion to impose stricter norms regarding environmental
standards on foreign companies.> These measures could
strengthen the competitiveness of Serbian firms on EU mar-
kets and facilitate their inclusion into global supply chains.

Current indicators suggest that Serbia is at the very begin-
ning of these two transitions, especially the green transition.
The energy sector is the main source of pollution in Serbia,
responsible for 80 percent of the country’s greenhouse gas
emissions and for the alarmingly poor air quality levels (Euro-
pean Commission, 2021). Serbia’s competitiveness continues
to be hampered by a polluting and inefficient energy sector
that is characterised by high carbon intensity, outdated infra-
structure, intensive use of coal and low energy efficiency.
About 66.4 percent of domestic electricity production in Ser-
bia comes from coal (lignite), 28.4 percent from hydropower,
1 percent from gas, and 4.2 percent from wind, small hydro,
biomass and solar together. Major investments are needed
to modernise the country’s energy infrastructure and to re-
duce carbon emissions. Serbia for now lacks a coherent long-
term strategy that combines energy and climate targets.

Serbia’s transition to more sustainable green sources of ener-
gy must be urgently addressed, not only on paper but also in
its implementation, using EU funds provided for these pur-
poses. There are many measures that can facilitate the low
carbon transition and increased use of renewable energy
sources (EIPWB's Flagships 4 and 5). The “renovation wave”
(EIPWB's Flagship 6) could facilitate the renovation of Serbia’s
public and private buildings to meet minimal energy perfor-
mance standards; this could make a very significant contribu-
tion to the reduction of greenhouse gas emissions, improve
the living standards of citizens and health standards. Sustain-
able and reliable ways of managing water supply, wastewa-
ter and waste disposal (EIPWB's Flagship 7) are equally im-
portant for the protection of the environment and health of
Serbian citizens.

There is limited awareness currently among businessmen in
Serbia about the importance of the environment and climate
change policies in general, particularly regarding the ques-
tion of waste management and the circular economy. Some

3 Not only Chinese and Asian companies, but also firms from the EU
seem to be ignoring environmental standards in Serbia. The latest
alarming story is from Beocin, where a cement factory was sold to
the French company Lafarge in 2002; this was at that time conside-
red one of the most successful privatisations in Serbia (see Uvali¢,
2010, p. 189). In the meantime, Beocin has become one of the most
polluted Serbian towns, since the company decided to substitute na-
tural gas with the cheaper but highly health-damaging cox petrol,
so the town has seen an increasing number of deaths due to cancer
(see lvanovi¢, 2021).
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associations in Serbia have been recently involved in develop-
ing enterprises “greening” policies by providing information
and guidance to firms on adopting environmental norms,
but this must be done on a much larger scale. Although large
investments are being planned for the protection of the envi-
ronment, the government should offer substantial technical
support and the right incentives to firms to start implement-
ing the necessary measures.

In the area of digitalisation, the further development of na-
tional broadband infrastructure is extremely important, par-
ticularly in the rural areas, as this could positively influence
the economic development of underdeveloped regions.
Somewhat surprisingly, according to the Serbian government
(2020), a large number of SMEs does not plan projects in the
area of digital transformation. The main reasons are their low
profitability due to limited demand for digital products on
the domestic market and the lack of labour skills needed for
sales on international markets. Such an attitude may have
changed in the meantime, as a consequence of the COV-
ID-19 pandemic.
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CONCLUDING REMARKS

The limited impact that Serbia’s industrial policy has had on
accelerating economic growth over the past decade sug-
gests the need for a more interventionist role of the govern-
ment. Many would argue that the Serbian government al-
ready intervenes excessively in the economy and that the
safest recipe is to continue with pro-liberal market reforms.
There is no doubt that Serbia needs additional economic re-
forms that come under the umbrella of horizontal industrial
policy, but this should be carried out in parallel with a more
targeted industrial policy, directed towards key economic ob-
jectives. The current agenda of industrial policy for increasing
Serbia’s competitiveness should include both national priori-
ties based on Serbia’s comparative advantages partly identi-
fied in its Smart Specialisation Strategy, and measures to im-
plement the twin green and digital transition. In this way,
Serbia’s potentially best performing sectors could more easily
be integrated into global value chains that have recently been
identified as EU priorities. The challenge for Serbia today is to
engage with the new agenda that includes these multiple
objectives.

Instead of a growth model that relies primarily on outward
processing FDI with limited linkages to the domestic econo-
my, Serbia needs to strengthen its internal sources of growth
that so far have not been sufficiently recognised and sup-
ported, yet do have the potential of contributing to faster
longer-term economic development - including human capi-
tal, SMEs, entrepreneurship. Relying primarily on foreign in-
vestors to increase Serbia’s investment rate and to restructure
and modernise its economy has been a risky and short-sight-
ed policy that has not led to a fast and much-needed techno-
logical upgrading of the Serbian economy. Foreign investors
may soon move to other regions that offer lower costs and
other advantages. This is an opportunity for Serbia to imple-
ment a more focused industrial policy aligned both with its
own development objectives and the current EU targets re-
garding the green and digital transition.

For such policies to be successful, Serbia needs a deep trans-
formation of government institutions. The new role of the
state requires not just less government, but a different role of
the government (Uvali¢, 2010). The quality of government
institutions is essential for enforcing laws, collecting taxes,
supervising the financial sector, but so is the quality of non-
state institutions. Markets will not function well if they are
not competitive, if competition authorities do not ensure fair
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competition, or if there are barriers to firm entry and expan-
sion; enterprises will not function well if corporate govern-
ance is poor, or minority investors are not protected by a
well-functioning judiciary and legal system. Most important-
ly, the current “predatory state” often pursuing narrow inter-
ests of the minority in power must be transformed into a
“developmental state” (or an “entrepreneurial state” to use
Mazzucato's term), in which the state’s pursuit of economic
growth would be guided primarily by national interests, to
the benefit of all Serbian citizens. The combination of a
“predatory state” and weak governance institutions can be
detrimental for firm performance and economic growth in
the long run (Estrin, 2020), as confirmed by many examples
worldwide (some Latin American countries are among the
best examples). When institutions are weak and governance
ineffective, agency problems will also beset private firms,
which may suffer from managerial aggrandisement and
dominant shareholders expropriating minority shareholders
(Estrin, 2020). The role of the state in Serbia needs to be re-
defined in order to improve the quality of both its public and
private institutions.
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INDUSTRIAL POLICY IN SERBIA

Towards major reliance on internal sources of growth

%

The limited impact that Serbia’s indus-
trial policy has had on accelerating eco-
nomic growth over the past decade
suggests the need for a different indus-
trial policy, that would place major em-
phasis on increasing the investment
rate, targeting priority sectors, increas-
ing investment in human capital (edu-
cation, R&D, innovation), offering more
adequate support to local SMEs and
further developing specific measures to
encourage networks between domes-
tic and foreign companies.

EBERT-

STIFTUNG

%

The current agenda of industrial policy
for increasing Serbia’s competitiveness
should include both national priorities
based on Serbia’s comparative advan-
tages identified in its Smart Specializa-
tion Strategy and measures to imple-
ment the twin green and digital
transition.

More information about this subject:
www.fes-serbia.org
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Although large investments are being
planned in Serbia for the protection of
the environment, the government
should offer substantial technical sup-
port and the right incentives to firms to
start implementing the necessary
measures. In the area of digitalization,
the further development of national
broadband infrastructure is extremely
important, particularly in the rural are-
as, as this could positively influence the
economic development of underdevel-
oped regions.




