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PROSTORNA ANALIZA | REGIONALNE RAZLIKE
TRGOVINSKOG SEKTORA U REPUBLICI SRBIJI

Rezime: Srbija je po pitanju regionalnih razlika u samowopskom vrhu, a
trgovina se u tom kontekstu posmatra kao jedna edtrmbsti koja moze
pozitivno uticati na uravnoteZivanje tih razlika.ttim smislu, od posebne je
vaznosti poznavanje njene prostorne difuzije.Uzugiap obzir promenu
metodologije statistkog praenja u periodu 2005-2009, u radu je prikazana
prostorna analiza trgovinskog sektora kroz t#eli indikatore njenog
razvoja: osnovne pokazatelje prostornih i prirodnislova (teritorijalne
jedinice, homogenost prostornih jedinica), dingi statistétku analizu
demografskih faktora (gustina naseljenosti, depampja) i ekonomske
kategorije (zarada, promet na malo). GIS analizdile osnov za seriju
tematskih karata koje su koféhe za vizuelizaciju prostorne strukture
trgovine, ali bez upusStanja u analizu poslovno rfgigkih performansi i
konkurentske prepoznatljivosti.

Klju ne rei: GIS analiza, razvoj trgovine, trgovinski geopoost
indikatori, regionalne razlike.
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A CHOICE OF PERFORMANCE MEASUREMENT SYSTEM
IN THE SHAREHOLDER VALUE ORIENTED COMPANY

Predrag Stanéi¢”
Milan Cupié®
Vladimir Stangié¢”

Abstract: Companie often define the general business objective as
shareholder value maximization. Fsuch an objectivappropriate measure
are those that take in account the amount, dynamias risk of expecte
cash flows of the compe. The aim of this paper is teettrmine the plac
and role of performance measures in the effortsnahagers to maximi:
shareholder value. The performance measures are,thiat regarg,
understood not only as crita for performance evaluatigrbut also a:
instruments to guide and nivate managers and employees in the comg

Key words: shareholder valu, return on invested capitalgrowth rate,
performance measur, performance measurement system.

I ntroduction

Companies are facing different and often conflgtittmands of a numt
of stakeholders. This problem is particularly ewdeshen defining the primau
objective of company's business. Although objestisech as profit maximizatio
company’s growth and development and market shmmease are often stress
none of theseobjectives is sufficiently comprehensive to ensuhat the
requirements of all stakeholders are met. Sonthors (Lazonick and O'Sullive
2000; Rappaport 2006; Staé 2007; Todorov 2010 suggest that majority «
modern companies as a general obje (mission) of their business indent
maximization of shareholder value, usually defimesdthe present value of futt
free cash flows. Shareholder value maximizatiorcossidered to be objecti
sufficiently comprehensive to ensure the satiséactf the requiremen of most
stakeholders (Jensen 2001; Bloxham 2003;&td200¢€), and is a cornerstone
valuebased management approi
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In basis of all value creation models are sevexetors that determine the
amount and the present value of expected cash .flbiaese are return on invested
capital (ROIC), weighted average cost of capitalAQC), expected company
growth rate and planning period (the period dusiigch the company expects to
generate positive spread between the return onstegecapital and weighted
average cost of capital) (Arzac 1986; Arnold 2008alue is created when a
company succeeds to achieve a positive performapcead, ie. when ROIC
exceeds WACC. Negative performance spread is telggn that current business
activity destroys value of a company. The amountatdie created or destroyed is a
product of invested capital and the performanceaspr

The request to maximize shareholder value is cdedegith a necessity of
abandoning of traditional accounting measures (pedfit, profit margin,
accounting rate of return, etc.) and reorientatmrcontemporary cash flow and
value measures (economic value added, market \added, cash value added
etc.). In business practice, managers still usuedy measures based on accounting
data (according to Ayadi et al. 1996; KésB003; Fitzgerald 2007). Although this
approach is simpler, it results in only partialicarate indications and suboptimal
decisions, since accounting data weakly corresperitl factors determining
shareholder value (Stern 1974; Stewart 2003; Rapp2p05, 2006 upi¢ 2011).
This is confirmed in many empirical studies sugigpgsthat value measures are,
more significantly than accounting measures, rdlate shareholder returns
(Finegan 1991; Lehn and Makhija 1996; O'Byrne 19@6rtington and West
2004; Wet and Toit 2007). In this relation, St@n(2005) suggests that, unlike
accounting measures, contemporary value measkesnaccount cash flows, as
well as key financial and non-financial factorsttdatermine amount of created
value.

Management should establish a performance measotersgstem
consistent with the objective of shareholder vatoaximization. The selected
measures should allow measuring historical andcésiing future performance,
consider the expectations of key stakeholders amdige clear guidance to
managers and employees in connection with theitieivo be undertaken in order
to maximize value. The diversity of decisions to rhade and the diversity of
situations in which they are made do not entitke ittmnagers to rely only on one
measure, neither only on value and cash flow measuwut on the integrated
performance measurement system.

The Importance of Performance Measuresfor Value M aximization

Although, in 1890 Marshall (see Marshall 1947) potedl the idea that the
growth of equity should be a basic requirement ih@laced before the company,
and that the cost of equity, as opportunity cdsbusd be included in the overall
cost of capital, companies have more decisivelgaligd their actions towards the
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objective of shareholder value maximization onlgiothe last 30 years (according
to Lazonick and O’Sullivan 2000; Jensen 2001; Todigr2010). It was supposed
to wait for almost a century for this idea to beeowidely accepted in theory and
practice of corporate governance. Change of thepaom target orientation was
followed by the development of contemporary perfamge measures, which are
largely determined by the real cash flows and obstapital. Todorou (2010)
points out that contemporary performance measusepaticularly useful because
they show to managers how they can create valuge Whlicanin (2005) points
out that these measures provide the motivationmfanagers in the selection and
implementation of those options that maximize value

Given the importance of performance measures teeehhe objective to
maximize shareholder value, numerous authors hawdies development of
performance measures. Vernimmen et al. (2009) esighahat the various
variants of accounting earnings (net profit, eagsimper share - EPS, earnings
before interest and taxes - EBIT, earnings befoterést, taxes, depreciation and
amortization - EBITDA) were used predominantly b tmid-1980s, when they
were replaced with profitability indicators (retuom equity — ROE, return on
invested capital — ROIC, cash flow return on inmesit — CFROI). Only since the
mid-1990s, when the Value-Based Management (VBMjahegetting more and
more followers, value measures gained on importgercenomic value added—
EVA, total shareholder return — TSR).

Helfert, similarly indicates that until the 1990the performance of
companies and managers often were evaluated doasie of data and indicators
from the income statement. Prevailing belief wast thhe efficiency and
profitability of asset management will be maximizédhe profit margin and/or
absolute amount of profit is maximized (Helfert 2D0Since it has become clear
how this belief can be devastating to the survaral development of the company,
managers began to rely more on indicators of tlie cd return in order to
simultaneously monitor profitability of a companyida efficiency of asset
utilization (Helfert 2001; Bloxham 2003). This was important step towards the
development of more complete approach to performaneasurement and the
revision of accounting and financial information.

Creating and maximizing shareholder value, as gactibe of financial
management, includes the use of performance meashet can objectively
quantify changes in value of the company. Perfomeameasures should help in
finding a link between past achievements and |lemgrtcompany health, on the
one side, and its intrinsic value, on the otheesithat is, as Dobbs et al. (2005)
point out, performance measures should answeptlmving three questions:

1. How much value is created in the previous periadit(#gs expressed in the
financial statements)?

2. To what extent does the company have the capacityete new value in
the future and which risks can prevent the valeation?
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3. Is the assessment of the current market value eofcdmpany complied
with the value that is created and one that shbeldreated?

Although the estimate of the past achievementh@tbmpany seems as a
task that can successfully be completed by applyivegg accounting indicators
(EBIT and net profit), due to the possible manitiataof the accounting data that
is often not the case (according to Rappaport 288&gi¢ 2005; Cupié 2011). In
addition, numerous empirical studies have not cordd the reliability of these
performance measures (Finegan 1991; Wet and TOif)20t is more likely that
measures, such as ROIC, economic value added ambraic profit, which are
directly associated with the process of value a@eatwill provide a better
assessment of past performances (Dobbs and Kolt&5;2Cupi¢ 2010).
Nevertheless, considering the complexity of valueasures, simpler accounting
measures are considered to be a solid assessmgatsiohchievements and are
widely used in practice (Krst2003; Fitzgerald 2007).

The evaluation of company’s health, or its longrtebility to create value,
cannot rely on accounting measures (lvani8&008), nor only on ROIC and
growth rate. For this purpose, it is necessaryn@yae the key value drivers that
determine the value creation process in short, unedand long term. This is
possible to do by the use of specific measuresglwshould allow for evaluation
of contribution which products, staff and procesge® to company's efforts to
create shareholder value. Dobbs and Koller (208&Jed these measures into four
groups as follows:

1. Short-term measures include measures of sales giraithy (market share,
customer loyalty, the pace of store opening, etaperating-cost
productivity (production costs, delivery costs, .ptcand capital
productivity (turnover ratios, assets managemeat).e

2. Medium-term measures include measures of commehaalth (brand
strength, customer satisfaction, etc.), cost atrechealth (opportunities
for cost reductions and low cost competition) asdea health measures
(property maintenance, modernization, etc.).

3. Long-term measures indicate the company's abdityaintain its position
in the current business and to identify and expieitv business areas. The
company has continually to measure and assesshtikerges, such as
new technologies, changes in consumer habits, wdockd jeopardize its
current position in the surrounding. It is diffictd define these challenges
more precisely, so companies must rely more onitqtise measures.
They must analyze opportunities to cooperate witiero companies, to
enter new markets, etc.

4. Organizational health measures should help in tlssessment of
company'’s capacity (staff, their skills, organipathl culture, etc.) to create
shareholder value in the future.
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All four groups of measures allow the analysis amdluation of relevant
value drivers influence on ROIC and growth rate] andirectly on the discounted
value of expected cash flows and market value @tttimpany. In ideal conditions,
on the efficient market, share price and other etairkdicators would be sufficient
to assess the performances and company healthtiG2006). Since it is not so,
managers and investors, in order to measure thketnealue of the company, as a
result of the appropriate combination of value dest should rely on several value
measures, such as market value added, or totattebider return (according to
Starti¢ 2007). All performance measures should be linledalue drivers and
market expectations, in such a way to provide aight into a company's ability to
create value on sustainable (long-term) basis.

For large, complex companies, except this time dsim, the space, intra-
organizational dimension of performance measuremisntalso important.
Multilevel companies, with a number of businesstsjnnust rely on numerous
measures adapted to the needs of various orgamiahtilevels. Measures
appropriate to the needs of the company, or thbseaiginess units, can hardly be
used at lower organizational levels, and vice vefsa this reason, Meyer (2002)
points out that in these companies, particulamtitie should be given to adapting
and combining the measures in a following way:

» cascade down of aggregate measures useful forothpany level and in
business units (e.g., EVA, TSR), in order to conexpectations and
guidance on managers and employees at the opeagiot working group
level and

e roll up the specific value measures useful at therational and working
group level (e.g., customer satisfaction, cashedyah order to indicate the
consequences of their actions for the business timy belong to and the
company. (Meyer 2002, 28-31)

Performance measures, in addition to control famsti which include
measurement of past and assessment of future acdmews, have another two
important functions: 1) developing and directingdtion, as they are an important
helpful tool for defining corporate and busines#austrategies and allocation of
resources to alternative use and 2) motivationaictian, as they allow
measurement of achievements of managers and othptoyees within the
compensation system. If, for example, the compaaplity to create value
depends primarily on the efficiency of current #&ssmanagement, managers
should focus on improvements that will result icrgasing the turnover rate of
individual current assets items. For this purpdse management should have
appropriate measures directly related to curresetas(turnover ratios, turnover
period etc.). In such a way specified measuresctlyr linked to value drivers, can
serve as a solid basis for measuring the contdbstof employees and managers,
at various organizational levels, to implementatdbgeneral corporate objective.
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Meyer (2002) points to seven basic requirements thanagers and
investors set before the performance measuresré-igu Demands placed before
measures in small and simple companies, are shaugide the organizational
pyramid, while the additional requirements of par@r importance for large and
complex companies are shown within the pyramid. Uteqents related to the
measurement of past achievements and long-termamyriealth are shown at the
top of the pyramid, since the measures which ntestet requirements are useful at
the corporate level. Requirements in terms of natitng and directing are shown at
the bottom of the pyramid, since the measures riiest these requirements are
useful for business units, managers and employees.

Exhibit 1: The seven purposes of performance measures

Lookback Lookahead

Cascadedown

Compare

Compensate Motivate

Source:Meyer 2002, 31

The Reasonsfor Establishing a Performance M easurement System

Companies that as a general objective of theirmessi activities consider
the shareholder value maximization, should payiapattention to development of
the financial information system that will allow asrement of the value created
and motivate managers and employees to create (Biagi¢c 2007a). Since these
tasks cannot be met by a single measure, no matter comprehensive it is,
financial theory has long been debating on thesgaitan ideal measure should
meet (see Myers 1996).

Morin and Jarrell (2001) emphasize that for theeci#n of appropriate
performance measures, it is necessary to deveitgriarfor comparing various
measures. They suggest the following six critetjaM easuring accuracy — the
degree to which measure takes into account amdynémics and risk of expected
cash flows; 2)Suitability for strategic decision making - ability of a measure to
assess effectiveness of planned strategies ane asra basis for strategic decision
making; 3) Performance measurement and compensation —suitability of the
measure to provide an accurate evaluation of erap®gchievement, to be used as
a basis for compensation, and to motivate employteesindertake only the
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activities that maximize value; 4LComplexity - ease of calculating and
communicating a measure to external users, opaedtinanagers and employees;
5) Usefulness at different organizational levels - applicability of a measure at
different organizational levels, as well as podsiés for the decomposition of a
measure to value drivers appropriate to lower deggional levels; 6)Robustness

- ability of a measure to reliably evaluate thef@ganance of the company in
various stages of company development (establishrgeowth, maturity, decline),
different stages of economic cycles (expansion emession) and or different
conditions in the financial market (bull or bearrket).

Based on the criteria developed by Morin and Jaregld taking into
account the findings obtained by some other autfibesnodaran 1999; Helfert
2001; Bouwens and Spekle 2007; Wet and Toit 20@vyr@ar 2008; Todorovi
2010), Table 1 shows the results of the analysih@fperformance measures that
are in theory and in practice often discussed asddu Criteria are given
horizontally and numbered like in previous pass&des (+) sign indicates that the
particular measure meets the criterion, and theusnff) sign that the measure does
not meet the criterion, while the question (?) digglicates that measure partially
and only in specific situations meet the spedafiteria. From Table 1 it can be
concluded that most criteria are met by the totagitess return (TBR) and
shareholder value added (SVA), and the least by BN CFROI.

Table 1: Comparability analysis of the perfor mance measures

performance 1 2 3 4 5 6
ROA - - - + + +
NPV + + - - + +
APV + + - - + +
EVA - - - ? + ?
SVA + + + - + +
MVA ? + ? + - -
IRR ? - - + + n
CFROI - - - - + +
TSR + + ? + - -
TBR + + - + + +

By analogy with the approach Stah and Stancic (2010) applied for
assessing measures of liquidity, alternativelg pdssible to identify the following
six criteria an ideal performance measure shouldtn® applicability regardless
of purpose and time horizon; b) ability to compradethe key value drivers; c)
selectivity, i.e. doing away with any factors whiare not influencing the value
creation; d) feasibility of direct measuring thefpemances; e) ease of assessing
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the performances on the basis of data availabb®tio outside and inside analys
f) comparability of the quantified performancesigiven time and plac

Although it is unlikely that anyperformance measure wisatisfy the
requirements of altlefinec criteria, they ar@ useful framework for understandi
the advantages and disadvantages of different mesasBased oithe selectior
framework managers can decide to use several psafan measurese.g. one for
strategic decision making, and the other to asthe effects of earlier decisiol
Morin and Jarrell(2001) suggest that as complexity incregstge accuracy
value measure increases (exhibit 2). Thus, meastelegively complex fo
calculation and communication, such as shareholddéne added (SVA), n
present value (NPV) and adjusted present value jAp\vide relatively accura
assessant of the value created. However, since they dwelthe application ¢
methods of discounting expected cash flows, ican besubject to manipulatio
by managers whose performances are evaluated drasiee of these measures
almost useless for assing the performances of operational managersotret
employees dccording taDamodaran 19990n the other hand, measures eas
calculate and communicate, such as F or ROE, can be very unreliable sir
they are based solely on accounting datamay have little or no conction with
actual cash flowdccording t Stargi¢ 2007).

Exhibit 2: Accuracy and complexity of several performance measur es

Accuracy
A

;
TBR

IRR. CFROI O
—-_\_\_—,_,_o———'_/
@&

ROA, ROE
EPS
Compler);ity

Source:Adaptated from Morin and Jarrell 2001, 340

In terms of organizational level at which they be used in the belief th
they will provide reliable guidelines, or in terrmo$ usefulness for the differe
stakeholders, Helfert (20) has classified the bektrown performance measul
considering the following three groups of stakebaodd manager:sshareholders ar
creditors. Managers are interested in the businadsinvestment efficiency, tt
efficiency of employees, adequate use of resouatem the context of the goal
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maximize shareholder value and the successful mrmgt¢ation of corporate and
operational strategies. Shareholders are interéstdte returns that the company
earns and expect increasing profits, cash flows @in@tlends, which together
should contribute to increasing their wealth. Ci@di are interested in liquidity
and cash flows of the company, leverage and thgeval asset in order to assess
company's ability to respond to their obligations.

Feltham and Xie (1994) list several factors thajragate the measurement
of the created value and are causing the use of se¢asures. They describe these
factors as follows: a) actions of managers and eyagls are not directly
measurable, b) full consequences of the managetisna are not observable,
because they are not precisely limited in spacetiamel c) due to the influence of
uncontrolled factors, it is difficult to assess thetual effects of the undertaken
activities, d) managers and employees do not aleaysn accordance with the
interest of the company and shareholders. BouwadsSpekle (2007) similarly
pointed to three potential drawbacks of individpatformance measures. These
are: a) insensitivity, b) noise and c) incongruity.

Performance measures should help managers to madsichs about
future activities, as well as to measure the effeftthese activities. In order to
fulfill their purpose, measures should be sensitivethe activities initiated and
implemented by managers. If they ameensitive, they will not be able to provide
reliable and objective information necessary fokimg decisions and assessing the
decision effectiveness. In that case, measuredevaill be different from the
created value. For example, if managers assessutioess of a shop based on the
revenues, it is possible they will not notice thecess of sellers measured by
customers’ satisfaction. In perspective, increasaugtomers’ satisfaction can
affect the increase in sales and shareholder value.

The difference between created and measured valyerrse as a result of
the impact of uncontrolled factoradise), which managers and employees did not
affect. Manager can contribute value creation hsniahting some unnecessary
expenses. However, if the manager's contributiadhdovalue creation is estimated
based on the amount of net profit, it is possiblet this/her contribution to the
reduction of costs will not be identified due te influence of uncontrolled factors,
such as increasing prices of raw materials.

Performance measure iscongruent if it leaves the possibility that
managers will undertake activities that are notstant with the general
company’s objective and if it positively evaluatesch activities (see Cwynar
2008). For example, if the measure of manager’'sesgis the amount of dividend
payments, they can be encouraged to fully disteilouirrent profit, although this is
not congruent with the goal of shareholder valueximiation. Thus, while
insensitivity and noise cause the difference betmereated and measured value,
and affect managers’ bonuses (Baker 2002), incemgel cause the differences
between desired and achieved results.
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It is unlikely that one measure can at the same b deprived of all the
deficiencies. Congruent measure is often insuffitjesensitive and is influenced
by uncontrolled factors. For example, the shareepiis congruent with the
objective of shareholder value maximization, butisitunder the influence of
uncontrolled factors and is insufficiently sengitito the activities of operational
managers. By contrast, ROA is usually sensitiveattivities of operational
managers, and incongruent with the general businbgsctive (see Merchant
2006). Also, a perfectly goal congruent measuretedp managers make the best
decision, but they probably will not make the maxim effort in the
implementation of this decision if the measure isder the influence of
uncontrolled factors. That is, managers may beinedl to use sensitive and
measures without noise, even if they are incondrumarly not to jeopardize their
bonuses (Baker 2002). Therefore, it is recommertdedse a set of measures,
where primary performance measure should be congraed additional measures
should be sensitive and without noise (Feltham Xnel 1994; Baker 2002;
Bouwens and Spekle 2007). In this way, managefsmiake the right decisions,
and the outputs and compensations will be accyragsessed.

Establishing Perfor mance M easur ement System

Performance measurement system can be definedsas ef measures,
allowing managers to face large number of businessities and their complexity,
and to timely and properly focus on key value dsvd his system should meet the
different information requirements, indicate thefiogfncy of material and
intangible resources usage and measure the cdidribaf employees, managers,
and parts of the company to implementation of tkerall company objective.
Design of performance measurement system is a wergplex task, which
involves selecting and defining the appropriateasgierformance measures, their
connecting with each other, and with internal amtemmal environment. Each
dimension of performance measurement system shmuldesigned in a way that
will ensure consistency throughout the system, aciiievement of objective to
maximize shareholder value.

The key characteristic of successfully designedopeance measurement
system is to establish the harmony between thepeaince measures on the one
hand, and general objective and strategy of thepaoyy on the other hand.
However, one of the fundamental mistakes compamggee is failing to link their
measurement systems to the company’s strategyer(lind Larcker 2003; Marr
2004). In the global study of enterprise perforneameanagement, Neely et al.
(2007) find that companies still see measuremesitsys as tactical not strategic.
Companies identify assessing performance, aligmngployee behaviours and
improving operational efficiency as the most impatt roles of measurement
system, while they identify external reporting, igtating strategy and strategic
planning as the least important roles. Ittner aradcker (2003) suggest that
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companies that fail to link measurement systemotopany’s strategy and value
drivers allow managers to choose and manipulatesonea for making themselves
look good and earning bonuses. They also suggatstdmpanies should develop a
causal model based on the hypothesis in the sicgtzm.

When establishing performance measurement systenstoould take into
account the following requirements:

» Simultaneous realization of long-term and short-term goals. Although
managers should be focused on a long-term valugtione a necessary
condition for the realization of this goal is swali of the company in the
short-term. Performance measurement system shbetdfore enable the
measurement of effects of long-term, strategic gless and short-term,
operational decisions.

e Harmonization of interests of shareholders and managers.
Shareholders are trying to find mechanisms thdtmadgltivate managers to
make only those decisions that will maximize shalddr value. Usually it
is a system of management compensation, in basisvtith are
performance measures that will be used to estintlaée amount of
compensation appropriate to accomplishments.

« Harmonization of activities at different levels in the company. Since
managers at lower organizational levels sometimasendecisions that are
inconsistent with the objectives defined at the pany level, a problem of
reaching intra-company goal congruence may ariserfoffnance
measurement system should synchronize activitiesllofparts of the
company and provide guidelines for action.

When designing a performance measurement systerahongd also have in mind
the characteristics of organizational culture, nemaents of all stakeholders and
the necessity of vertical and horizontal connectibdifferent measures.

Rappaport (2005) points out that there is no greatpediment to good
corporate governance and long-term value creatlan tshort-term earnings
obsession. He shows that improvements in the famth @ntent of company’s
financial statement, as well as incentives desigioedefer a part of managers’
rewards until some of the uncertainty surroundihgirt performance can be
resolved are promising ways of alleviating this esston, ultimately leading to
more shareholder friendly management behavior aack mallocatively efficient
market. Also, companies often create measuremestérsythat does not measure
intangible assets, which are key value drivers mstrcompanies (Marr 2004).
Companies can avoid this oversight by indentifyitigect causal links between
value drivers and performance measures.

Although it is not necessary, nor possible, thatodlthe performance
measures meet all specific requirements and @ijtétriis necessary to include
congruent, sensitive and measures without noiséh@éife and Xie 1994; Bouwens
and Spekle 2007), as well as financial and nomfired measures (see Ittner and
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Larcker 2003), in the performance measurement ysta such a way, the
management of the company should be able to cotwemanagers at lower
organizational levels and other employees, exgeatabf shareholders in terms of
value creation, to motivate them to fully contribub company’s success and to
reward them in accordance with the contribution.

A number of approaches to performance measurenysténs design is
developed (see Ghalayini and Noble 1996; Neelyl.el$96, 2000; Artley and
Stroh 2001; Dobbs et al. 2009)he most prominent among these approaches are
the Balance Scorecard (Kaplan and Norton 1992)egmated performance
measurement (Nanni et al. 1992), performance measmnt in service businesses
(see Brignall and Ballantine 1996), and the pertoroe prism (Neely et al. 2001).
Despite some differences, they are all based omrakevommon phases of
performance measurement system development. Keegaal. (1989) have
systemized these phases as follows: a) definingttla¢egic goals of the company
and its decomposition in order to define the gadlbusiness units and to direct
management activities, b) selecting performancesores relevant to the entire
company and lower organizational levels and c) camioating expectations in
terms of value creation and appropriate performaneasures to managers and
employees and periodic checks of the performana@surement system.

Figure 3: Targets, incentives and rewards

External value metrics:

Senior TSR, WAI, MVA,
management MBR

Discounted cash flo

SBU

SVA, EP, EVA
Management
Operational Operating value driver
. e.g. cost of outpt
functions

customer satisfactio

Source:Arnold (2005)

Arnold (2005) suggests a solution for establishiag performance
measurement system shown in Figure 3. This solutidicates the importance of
selecting the goals and measures that meet thes ioédlde organizational level at
which they are used. Senior management use extparébrmance measures,
which recognize and convey shareholder expectatidigese measures are
generally highly congruent, and are framework witlihich other performance
measures should range. Since the external meaargesot sufficiently sensitive
and are affected by uncontrollable factors, atdkel of business units more useful
are internal performance measures, which are glosédted to the value drivers.
At the level of business functions, where operationanagers have no authority in
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terms of defining objectives and strategic solwgiaas a measure of contribution to
the value creation, useful are simpler performamsasures and certain value
drivers (customer satisfaction, cost of output,)etc

Figure 4: Which measure matter
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Source:lttner and Larcker (2003)

Approach presented in Figure 3 is in line with Berformance Planning
Value Chain (PPVC), developed by the Center forimaes Performance at
Cranfield School of Management (Marr 2004; Neeld alarrar 2004). PPVC
suggests that organizations should build businesdeta of causal relationship
between the chosen drivers of strategic succes®aicdmes. Companies can use
these causal maps (value driver maps) to visuliike between different aspects
of their performance, and as a communication tédtitegic intent and tool to
guide company’s data (sales, consumer behavionosgia trends, etc.) collection
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and analysis. In addition, causal maps can helppaoms to select performance
measures directly tied to the company’s objective strategy. Figure 4 shows an
example of such a cause-and-effect map developednbyvery successful fast
food chain (see Ittner and Larcker 2003). The diagrexplains how better
employee selection and staffing should lead to drigtmployee satisfaction and
improved employee performance. The latter shoutdeisse customer satisfaction,
ultimately leading to sales growth and shareholdére maximization.

Wang Laboratories has developed the Strategic Meamnt Analysis and
Reporting Technique (SMART), with the objectivedevise management control
system with performance measures designed to dedme sustain success
(according to Ghalayini and Noble 1996). At theibad this system is the desire
to establish a clear and strong link between cagogoals and performance
measures. SMART system can be presented as atéoyrgerformance pyramid
(see Figure 5). On top of the performance pyrasicbimpany's vision, i.e. general
objective of the company's business and key siegdgr its achievement. At this
level managers of all business units are assignetean realizing the vision and
necessary resources. At next level, the visiorurthér divided by using market
and financial measures. Third level defines spedifisiness goals and priorities
for small business units and business functionsh sas customer satisfaction,
flexibility and productivity. At the level of depanents and work centres, goals
and measures are broken down on more specific émssicriteria, such as quality,
delivery, processing and cost. These more specifteria, in the basis of the
pyramid, allow for successful realization of theign and defined strategies.

Figure5: The performance pyramid

Objectives Measures
Market Financial Business
measures measures units
Customer Business
satisfaction Fleksibility Productivity “\operating units

Departments and

Process c work centres
time ost

Quality Delivery

Operations

Source:Ghalayini and Noble (1996)

While most financial consulting firms claim to pess an ideal
performance measure, i.e. to own a measure whigallydcorresponds with the
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objective of shareholder value maximization, thikyilimately propose the use of
a set of performance measures (see Ameels etGl).20or example, in consulting
firm Stern Stewart & Co. insist on connection beswenarket and economic value
added (Stewart 2003), the Boston Consulting Grouarrelation between the
total shareholder return (TSR), total businessrnef’BR), cash value added
(CVA) and key performance indicators (KPI) (Stel2&00), and L.E.K Consulting

and Alfred Rappaport stress the link between sluddeh value added (SVA) and
value drivers specific for different companies (Kwand Lucatelli 2000). Starting

from the premise that there is no perfect measline,McTaggert from Marakon

and Charles River Associates proposed to all compaio rely on three basic
performance measures, namely:

* Economic profit or economic value added. Such nregsuallow
assessment of the company's success at presentvelpwompany should
not rely only on these measures when assessingpibiability of
individual transactions.

* Market value added. In contrast, this measure all@assessment of a
company's ability to continue to create shareholdére.

e Total shareholder return. This measure allows coisga of the company's
success in relation to the overall market (accgrttn_eahy 2000).

McTaggert suggests that these measures are tigiitgd, and that they can help
companies to eliminate unsuccessful operationgderaio maximize shareholder
value.

Despite some examples of successful use of valsedomeasures (Lloyds
TSB, Coca Cola, Cadbury), empirical research reéggrthe use of performance
measures and performance measurement system apgsosttow that companies
are still considerably relying on accounting measuffor a review of empirical
research on this subject see Itther and Larcked;2D0eg and Schaffer 2010).
KPMG study show that 90% of value oriented compamethe sample was still
using earnings based measures in 1999, while @ty ®as using SVA and EVA
(according to Kalianin 2006). Marr (2004) find that majority of 35@rgeyed
United States companies using formal performancasorement methodology rely
on the Balance Scorecard (BSC) as their main metbgg, while a small minority
rely on EVA methodology. Bouwens and Van Lent (2007d on a sample of 81
business unit managers from the Netherlands tlegtdhe evaluated on the basis of
ROI (68%), EVA (18%), CFROI (11%), or SVA (3%).

Conclusion

Although it is subject to intensive debate in tlyeand practice only last
thirty years, the value concept is not that newaid®lore or less explicitly,
companies have long been governed bearing in nhi@dlbjective of maximizing
the value (wealth) for the shareholders and akedtalders. In the 19th century,
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Alfred Marshall emphasized the need for full reg¢péor the interests of
shareholders, while many U.S. companies during19®&0s clearly defined the
value added maximization as a goal which more filln profit takes into account
the requirements of different stakeholders. Todaan be argued that in the basis
of a requirement to maximize net profit, as a gbat has long been advocated as
the only and best, was a requirement for maximizialgile added. True, net profit
is goal and measure insufficiently comprehensivake into account the interests
of shareholders and other stakeholders.

The value concept places in the forefront the Heeéhtegrated approach
to managing the company, which includes the da&fimjtimplementation and
evaluation of strategic and operational decisioiith nespect to the objective of
shareholder value maximization. The performancesomres, developed keeping in
mind the objective of value maximization, are thedigally based on the analysis of
real cash flows and relevant value drivers, withdansideration of cost of capital,
the time value of money and total risk. These messsare a key link to the value
concept implementation and business improvements.

Numerous deficiencies of basic accounting measarg$ ratios have
spurred efforts to design and develop measuresiiliah greater extent be in line
with the objective of shareholder value maximizatidHowever, there is no
measure that meets all the requirements that aal ioheasure should meet.
Companies must therefore rely on the performanaesorement system in order to
meet different information requirements, enableessisng the efficiency of use of
material and intangible resources and enable asgedbe contribution of
employees, managers, and parts of the companyglementation of the general
objective of the company.
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|1ZBOR SISTEMA MERILA PERFORMANSI U PREDUZECU
ORIJENTISANOM NA STVARANJE VREDNOSTI| ZA AKCIONARE

Rezime: Preduzéa opsti cilj poslovanjaesto definiSu kao maksimiziranje
vrednosti za akcionare. Ovako definisanom ciljupsumerena merila koja
uvaZzavaju iznos, dinamiku i rizikkekivanih no¥anih tokova preduza. Cil;
ovog rada je da, imajuu vidu kljuéne faktore stvaranja vrednosti, odredi
mesto i ulogu merila performansi u nastojanjima atera da maksimiziraju
vrednost za akcionare. Merila performansi su, pmé, shvéena ne samo
kao kriterijumi za ocenu uspeha, ¢ve kao instrumenti za usmeravanje i
motivisanje menadZera i zaposlenih u preduze

Kljuéne regi: vrednost za akcionare, prinos na uloZeni kapitalpa rasta,
merila performansi, sistem merenja performansi.
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VIABLE SYSTEM MODEL IN (RE)DESIGNING
AN ORGANIZATION — CASE STUDY

Dejana Zlatanovi"

Abstract: Viable Systems Model (VSM), as the main methoialogpol of
Organizational Cybernetics, is one of the most vate tool for
organizational complexity management and designarg efficient and
adaptable organization. The Model is based on aftewlamental cybernetic
ideas: feedback, feedforward, black box, varietgcursion. Bringing
together implementation, coordination, contol, depeent and identity,
VSM can be creatively used in a valid diagnosing é&e)designing of the
contemporary organizations. Consequently, a possipiplication of VSM in
the process of (re)designing organization is ilfagtd in a Case study - the
company "XYZ".

Keywords: Organizational Complexity, Organizational Cybeiinst Viable
System Model, (Re)designing Organization

1. Introduction

Contemporary organizations are faced with the changrowing in
importance in the environment as well as with tewtges that threaten their
existence and development. Certain systems apmoadh organizational
designing are important for understanding orgaitinat viability. In this sense,
this paper deals with Organizational Cybernetics aasystems approach to
designing complex, adaptable systems, such as mamenpanies. The research
focuses on the Viable System Model (VSM), whichthie basic methodological
tool of Organizational Cybernetics.

The research goal is to demonstrate theoreticahodelogical and most
importantly the applicable potentials of VSM in tipeocess of organization
(re)designing. In fact, the goal is to specify thanners in which VSM can help
managers identify, completely understand and agplydamental cybernetic
principles of managing complex, adaptable systems.

“ University of Kragujevac, Faculty of Economicseil: dejanaz@kg.ac.rs
UDC 330.46, review paper
Received: 10.11. 2011. Accepted: 25.02.2012.



Dejana Zlatanovi¢

This research is based on the following key hypsithelf the Viable
System Model, through the processedgiaignosing and (re)designings applied
in the management of organizations, more efficggal achievement is provided,;
also, learning and adaptability of an organisatimencouraged.

First of all, the paper introduces basic theorétimad methodological
features of VSM, as well as the procedure of itpliagtion in (re)designing
organizations. In addition, the "XYZ" compang examined in conceptual
framework of VSM, possible recommendations for sigie are identified, as well
as certain strenghts and limitations of Model agtion in (re)designing the
"XYZ" company.

2. Viable System Model — key theoretical and methadogical features

Starting from human body and the relevant cyberadtiws, S. Beer built
a model that consists of five major subsystemstifiedh in brain and body, and the
appropriate feedback loops and information flowss fthe Viable System Model,
which is the model of the key characteristics tath viable system must have
(Beer, 1994 a; 1994 b; 1994 c).

In order for a system to become viable and devslagessfully, it must
possess the following features (Petépw010, 388-389):

» Firstly, these systems must possess the capatilitgolve problems. It
means that they can respond not only to some usughts, such as
customer orders, but also to some unusual, untygeants like the
emergence of new technologies. Bearing in mind tt@attemporary
environment is characterised by pronounced turlmgleand uncertainty,
the capability of a system to also respond to sonaticipated stimuli, is
a key feature of the viable system. As a resudt,siystem can confront not
only inner interruptions and errors, but to adaptivironmental actions as
well. These systems, also, grow and develop, siaceprding to their
experience, they can learn what their optimal raspdo a stimulus is. So,
the key features of each viable system are addipgand learning.

» Also, contemporary organisations, viewed as viabystems, do not
operate in a vacuum, but they are inextricablydohko the environment
they operate in. Survival and development of orgations will depend on
their capability to adapt to demands of the envirent or to put them
under their own control. Changes in environmengciffivork, manner of
management and organisation of a company. Theré@fésenecessary to
identify, anticipate and evaluate them. The bassumption for this is a
continuous exchange of correct and timely inforomatiwith the
environment. Any attempt to artificially isolate ethsystem from the
environment would lead to negative consequencestamauld preclude it
of achieving its basic purpose — survival.
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* Finally, in addition to multiple, bilateral couplis between the system and
the environment, meaningful, dynamic, relativelyoamomous subsystems
that the system is split into, are linked to eattrepand are in constant
interactions with each other.

Organisations can possess the above features Pty possess high
complexity, that is, complexity above certdaomplexity barriet.

Theoretically, of particular importance for the Mbare the principles that
it is based on, such as the Law of Requisite Viaaed the principle of recursion.
Variety is the cybernetic measure of complexitg. ithe number of potential
systems states (Beer, 1994 b, 35). If the subjeabeervation is contemporary
organizations, the problem is great differencedriety between the organization,
its environment and the process of managing itaAsile, environment is much
more complex than organization, and the organimaiiomore complex than the
process which manages it. In order for the managetoecontrol the system and
the system to persist in the changeable environntheir varieties must be
balanced. The above means ttis Law of Requisite Varietyust be respected,
and it says: "Only variety can absorb variety" (BekE994 a, 86). That further
means that the variety of highly variety systemsintne decreased and the variety
of low variety systems must be increased. This gssc defined awariety
engineering can be effective if organizations deal only withe part of the
environment that causes obstacles that the orgamizanust react on in order to
persist. It is the so called residual variety oimnment. The analogous also
applies to the organization and its managementwfoch the residual variety of
organization is relevant, that is, the variety whig not absorbed by the processes
of self-organization and self-regulation (Espejalett996, 106-107).

In addition to the Law of Requisite Variety, thedhetical core of VSM is
the principle of recursion. The principle rgfcursionconcerns the fact that systems
are hierarchically arranged, and that organizatiforans of higher system levels
can be repeated in their parts. In other wordss#mee principles of VSM can be
used for modeling the subsystems of an organizatto: organization itself and
supra system that the organization is a part diy@ainger, 2004, 518).

Namely, as a functionalist systems approach, Osg#ional Cybernetics
and VSM - its key methodological tool, imply that, organisations, there is a
general agreement about direct and indirect goaishware to be pursued. They
insist on exploring the interior of the system imder to reveal those features of
system design necessary for them to be more effieie time passes, that is, to be
viable and to develop in turbulent environmentshe Ttoncept of efficiency of
system functioning refers to the fact that the ergud systendoes the things in
the right way. It means that the system is able to determine iamplement
appropriate manner of its own functioning and cleoaisd use the means which are
appropriate for achieving the established indiesxt direct goals of its functioning
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(Petrovt, 2010, 270). In this regard, for the Viable Systelodel, in addition to
mentioned cybernetic principles — the Law of retj@ivariety and recursion -
feedback, feedforward and black box are also rekeva

In this context, primarily negative feedback is pErticular importance.
Negative feedback results in balancing effectaiirctioning of subsystems, that is
the system, and presents the basic instrumenteaf $kif-regulation, that is self-
control, in which, by selecting and implementingtam responses to changes,
identified exceptions are eliminated from achievexbults while purposeful
behaviour of subsystems, that is the system, igiged. (Jackson, 2003, 7).

As a specific, relevant expression of internal tagjon, feedforward
control of organisation implies certain respongsiem's reaction the aim of which
is to prevent disproportion between a future, ialdition and certain referent
condition of the system. In this sense, contemparampanies are not only
adaptive, feedback systems, but also are ablehavieeproactively. It means that
organizations can create the changes in order taale and adapt to the changes
in the relevant environment (Petréy2010, 106).

Black box presents such an instrumentarium of cydes in which the
studied phenomenon, process, problem, is viewea agstem whose internal
organisation, that is the structure, researchemwknaothing about. The only
available information relates to inputs and outpaftghe viewed system, which
means that the researcher is expected to idergdgreial features of the manner
the system functions and reach relevant conclusabsit its arrangement, that is
the structure, by establishing functional relatidretween the achieved results
(outputs of the relevant system) and presumptiansathieving those results
(inputs of the system) (Beer, 1994 a, 45).

VSM functions on the idea that an organization lbarconceptualized as
an organism with developed intellectual capacivbich enable systems thinking,
vision and strategy of persistence in the stateooktant changes of environment.
Accordingly, VSM includes the following five functis -1ll. 1 (Broclersby and
Cummings, 50): thémplementatiorfunction, that is, operational elements which
directly interface with the external environmemrpordination function which
ensures that operational elements work harmonipusintrol function which
allocates resources to the operational elementsjligence, i.e. development
function which considers the system as a wholes-stitategic potentials, threats
and future direction; thelentity function which conceives of the purpose or raison
d’étre of the system.

For understanding VSM, of great importance is tecize vital features of
five mutually connected, functional segments (Refd010, 395-396):

The components of the Segment are operational elements of the system,
which are responsible for one of the five functiomgluded in VSM -
implementation. Operational elements are the cbreaursive model and ought to
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have a high level of autonomy to be able to adajpleinands of environment. The
S, segment coordinates operational elements, enstivaigharmonious operation.
The control function is represented by the sBgment and because of that the

system maintains internal stability. To complemt@ control function, the .S
segment occurs, which, through its audit chanmlaples the control function to
perform necessary audits of the operation of ofmeral elements. The intelligence
function is represented by the Segment. This function is a necessary requirement
for system adaptability because: it gathers all rdlevant information from the
environment, both internal and external, and samdanizational response to the
environment. Lastly, the Ssegment represents the identity function. In this
segment the mission or raison d’étre of the systedefined, that is, the policy of
organization is determined and its modificatiopesformed.

lllustration 1: Conceptual framework of VSM

Ideg;itiy META-SYSTEM

Intelligence
S4

Audit T
S3* Control S2

Coordjnation

Future
environment

Local
environments,

N

$1 OPERATIONAL
ENVIRONMENT ELEMENTS

Source:(Brocklersby and Cummings, 1996, 51)

Also, of particular importance for the Model araroounication channels
and information flows, which are presented by thed of orders and control, audit
channels, vital information regarding the probleinsoperations and relevant
information concerning opportunities and threatsrfrthe environment (Petrayi
2003, p. 79).

In the process of VSM application in (re)designargorganization, three
relevant sub-processes can be distinguished (FIA886, 149-157):system
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identification system diagnosingand redesigning (when required). System
identification starts with specifying the purpose reason of the organization
existence. Identification can help detect the folleg entities of triple recursive
level: system in focus recursive level 1lsupra system of the system in foeus
recursive level Gthe operational elements of the system in fecasursive level 2.

After the identification in the process of VSM aippltion is carried out,
the sub-process of system diagnosis follows. Icemducted through careful
analysis of, primarily, the ;SS,, S5, S, and § segments of the system in focus, and
then by the analysis of all information channeisnsmitters and control loops.

One starts with studying thg Segment, the parts of which are presented

through the operational elements of the systent,isharganizational divisions. In
studying the $Ssegment one starts from the fact that the cooridimdtinction is
necessary when the operational elements themsedwemt adequately respond to
the changes that occur in the environment, but viast be performed is the
coordination of their processes with the procesdesther operational elements.
The study continues in the, Segment by which the function of control is
represented. During this process one must respectatt that the control is the
next management function; it is necessary whendioation cannot manage a
changeable situation on a long-term basis. Studyimg § segment which
represents the intelligence function, one musteesthe fact that this function
serves to collect all the relevant information frdmth external and internal
environment. In this manner, it performs a kindWOT analysis (Strengths,
Weaknesses, Opportunities and Threats). The diagnosust also include the, S

segment, that is, the identity function. Sinceaald with formulating the purpose
and indirect goals of organization, the knowledgshieved through the function of
intelligence, that formal purpose is not adequaty aore, is of particular

importance. With the study of this segment the @ssmf system diagnosing ends.

The mere application of VSM in designing a systamaom organization
does not mean it is devoid of all the flaws andrsirThese errors are revealed and
specified through diagnosing. Errors can occuilithe segments and levels, such
as errors in determining the level of recursioadieuate estimation of importance
of the parts of the Ssegment, inadequate identity of the created irS{tsegment
and the like. When some of the mentioned errorg@realed in an organization,
one starts redesigning the system which is theslasiprocess in VSM application
(Flood, 1995,157-161). The first step in redesigni system is a diagram
presentation of the identified problems of orgaiima Then, their examination
and analysis are performed. Thereat, of great itapoe is the formulation of
certain procedureghe procedure for the processes of operational efesmmand
procedure for management functiofi$erefore, diagnosis and resulting analysis,
i.e. described redesign, ensure appropriate anghletentool kit which deals with
the problem of designing an efficient and adaptabd@nization.
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3. The”XYZ" company as a viable system

The paper focuses on the research of”%¥Z” company, whose main
service is the transportation of passengers innyriiaburban and intercity traffic.
Additional services are trade, tourist agency, tceafd repair services, business
services (vehicle technical inspection) and otlseryices such as driver training
for all categories). In this sense, organizatiogglcture of the Company is
illustrated in the following picture:

lllustration 2: Organizational structure of the "XYZ'" company

[Company "XYZ" ]

Traffic control division
TOP MANAGER CONTROL . ..
GROUP — SERVICE Technical control division

Security division

DEPARTMENT OF LEGAL, GENERAL FINANCE DEPARTMENT OF ECONOMIC TRAFFIC EXPLOITATION TECHNICAL
AND PERSONNEL AFFAIRS DEPARTMENT AND COMMERCIAL AFFAIRS DEPARTMENT DEPARTMENT

Legal, general and Claim settlement — Marketing service — BU Urban transport — Preparation service
personnel affairs service division
™ Plan and analysis division — BU Suburban transport — Aggregate repair division
General maintenance Finance operative
division division [— Purchase service — BU Intercity transport [— Service
Accountancy division [~ warehouse division — BUA — Maintenance service for passengel
vehicle program
[— Fuel station division — BUB
— Vehicle repair service
— Center for driving training — Busstation 1 : o
— Vehicle repair division
| Bus station 2

- - — Tinand ironmogery works
Business unit |- Bus station 3 division
"XYZ ELECTRIC'
— Bus station 4 — Precise mechanics division

'— Tourist agency

— Militarv proaram division

3.1. System identification

The study of the respective company in the conegftamework of VSM
starts with specifying its mission. The missiontloe main purposeof business
operations of the company could be specified dsvist

"We want to provide the best quality of transportowr clients. Our
aspirations are directed towards satisfying thels@ad expectations of our clients
in the best way possible, providing a comprehensamsportation system — urban,
suburban and intercity transport and servicesshpport it”

1 In order to protect the identity, the company wihis researched in this paper is marked»a6z .
The data were gathered from the relevant docunientatf the Company, as well as through
interviews with relevant managers and employees.
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According to the purpose of the company and relyangVSM and its

application, the following levels of recursion das determined:
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System in focus — recursive level 1. It is the systwhich ensures
achievement of pre-determined purpose, and whidkpisesented by the S
segment. In this case, it is about the Traffic Brption Department,

which is the system in focus, that is, recursiveelel. Parts of the ;S

segment, more precisely its operational elememisldcbe determined as
follows: urban, suburban and intercity transport.

High-order system, whose subsystem is the systefocus — recursive
level 0. The”XYZ"” company as a whole, represents this level of sswur

and, in conceptual framework of VSM, it could bditspto: core business
— the Traffic Exploitation Department, Core bussesipportive services
and Future affairs.

The viable units of the system in focus — recurdexesl 2. Each of the
determined operational elements - urban, suburbdrrdercity transport,

could further be divided into different lines: lideline 2, line 3, etc.

The determined recursive levels can be presentéallaws:

lllustration 3: Recursion levels in the”XYZ" company

Company "XYZ'

_/N> Traffic Exploitation

Core business Department
supportive
services Urban Transoprt,
Suburban transpol

Intercity transport

Lines

Line 1

lll

Lines

Line 1

Line 2

Line 3

Line 4

Lines

Line 1

Line 2
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3.2. System diagnosis
Urban, Suburban and I ntercity transport as operational elements of system

After the identification phase, the phase of diagmg of each of the
separated segments and corresponding managemectiofisn (coordination,
control, intelligence and identity) follows. Theeayptional elements of the system
responsible for purpose implementation are: Urb8npurban and Intercity
Transport. Urban transport can also be denoteduddicPUrban Transport of
Passengers (PUTP). In late 2005 the institutiontegrated transport is introduced
in PUTP. In other words, the City Council estal#idhan Agency that dealt with
tickets pricing and their sale. The agency sefiglsiand monthly tickets for all the
user categories: workers, pupils and students,iqeers. The’XYZ"” company as
a passenger carrier receives compensation fronCitiyeper car day. This means
that the exploitation of a bus per day is charg®ddTP has 38 buses at its disposal,
whereas car day price for"aolo” bus differs from car day price for an articulated
bus. The’XYZ" company holds 29 lines in urban transport. In $lodonl transport,
it holds over 80 lines, inntercity transport- 10-15 lines, and since 1997 the
"XYZ" company has been engaged in international tranapavell.

In the diagnosing of this segment, of particulapéamance is to identify
the problems that operational elements face witth@ir operation, to determine
local and prospective environments, to specifyitickcators of functioning and to
determine localized management for the respectagment. Some of the key
problems that the determined operational elemexts fvith are various financial
limitations (e.g. great costs of amortization duenfavorable age vehicle structure),
then problems closely connected to seasonal irdegerf"snow in winter — Force
Majeure"), which requires additional investmenteduipment and the like.

As for thelocalized managemendf the § segment, it is necessary to
emphasize that for the lines maintenance in akgypf transport the key role is
played by dispatchers, who are responsible to basimnit managers. Business
unit managers are inferior to the Traffic Managerd he is directly responsible to
the Top manager. In the study of this segment @l$® possible to determine
appropriateindicators of functioningln each of the elements of this segment the
key indicator of successful operation is the volwheervices performed, and it is
expressed byhe mileage and the number of passengers trangpboftee data are
taken from individual travel orders filled in byethrivers, whereas the number of
passengers is recorded from the lists filled indoynductors, that is, from the
records of the number of sold tickets.

Determining local environments of operational elataecan be performed
through, primarily, identification of key direct mpetitors (companies "A", "B",
"C", etc.) and indirect competitors (taxi serviceSince this is the company which
does not use electrically-driven vehicles in Urbaransport, then the future
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environment of this segment is connected to theeldgwment of electrical
transport, and the development of vehicles thaiaed to ecological demands, and
which are, at the same time, economically moreonali Future environment of
this segment is also connected to the developnidrdaftic infrastructure.

Coordination function

When studying theoordination functionthe attention should be paid to
both, coordination in each of the separated paftsthe S segment, and
coordination of operational elements themselve®r&in coordination in each of
the operational elements is the responsibilitgisbatchersTheir responsibility is
to monitor and coordinate the functioning of diéfiet lines. The key document,
that is, the basic procedure through which thespart takes place is tisehedule
for both, work days and weekend. In case of a ldeak or some other problem,
driving personnel informs the competent dispatcHeit.is a short-term problem
(e.g. less serious breakdown on a vehicle) theattbprs deal with it by sending
another vehicle and driving personnel and/or byairgpy the breakdown on the
vehicle. If there are long-term problems, the infation is sent to the competent
managers, and further through the hierarchy.

When it comes to the coordination between the djper@ elements in
question - urban, suburban and intercity transporthe following can be
emphasizedSeparated operational elements are complete, vadlatindependent
units. Each of the elements has its own capacities, erapgymanagement. Since
the role of the coordination function is to dealthwishort-term problems in
operational elements, their fluctuations or cotdlidt can be stressed that, in the
company in question it is present ad hoc. The tisn@ problem can occur in one
operational element — for instance, a bus breakdowirban transport. In case that,
at that very moment, there are no available buses Urban transport, a bus from
Suburban transport is sent, for example. All thab® are responsible for normal
traffic operation, starting from the driving perseh dispatchers and business units
managers, are willing to ask for and give helprtotaer operational element.

Therefore, one can conclude that there is a witlesg of local managers to
cooperate and provide the cohesion of the elemdnfsrmation flows or
communication channels are of relevant importamcettie cooperation between
the operational elements. There were situationsnwthe information flows were
such that it took much time for the informationréach those who were supposed
to make decisions, which required the responsesrtain claims to be very slow.
Since this is a business activity where the timers of the key factors, radio
communication is introduced in buses in order tgoriome communication
channels, and since 2005 local communication né&tweas also introduced
through which the employees could exchange thevasteinformation between
themselves. However, in spite of certain aspectsooperation and mutual help
between operational elements, it is necessarygareicoordination
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Control function

Control is the next management function which is to be misgd in the
VSM application. The control in the examined compa a continuos activity
which is quite important for undisturbed conductioh the company's basic
purpose. In the organizational chart one can saeittis singled out into a special
company service — Control service.

The controlin the Company can be divided as follows: Firsalbffor the
transport safety and normal course of process gicpiar importance isehicle
technical inspectionthat is, the control of technical condition ofsles, which is
performed by Technical Control Service. Vehicles aubject to this kind of
control twice a year. Additionally, vehicles arebgcted to an extraordinary
technical inspection if necessary. Particularly amant segment of the control
concerns theontrol of vehicleravel speedSuch kind of control is performed by
Workshop for tachographs. Speed adjustment is érehonitored and one must
be careful not to deviate from the establisheddsteds.The activities of driving
personnel and fieldwork conductasse also controlled, and it is the responsibility
of Internal control. This segment may be joinedthg Claim Settlement Office
which organizationally belongs to the Finance depant whichcontrols and
monitors selling tickets and fare collectiby conductors.

The diagnosis of this function can be continueckgmining the ways of
performing the allocation of resources betweenedsfit operational elements.
Resource allocation in the "XYZ" company is differéor PUTP, that is, for public
transport compared to suburban and intercity trarisNamely, in PUTP, the City
Council directly manages the lines and has thet righentrust transport with
various carriers, that is, it has the right to d®eoarriers among those who apply
for the tender calls that it itself invites. Worgugpment and driving personnel are
provided by the Company. Money from the fare coitec goes to the City
Council, and theXYZ' company receives compensation for transport pesdd in
form of car days.

In contrast, in Suburban and Intercity transpod lihes are provided on
the basis of agreeing schedules made by the Se@hamber of Commerce. The
respective company performs the transportation ugtlown facilities and driving
personnel and gets the income from fare collection.

In the line with the above, one can conclude thatresources allocation is
an issue that is not entirely the responsibilitytttd Company, especially when it
comes to PUTP. To achieve more efficient Urbansjpart, it is necessary to
provide active assistance from the Municipalitythie form of certain subventions,
donations and the like in order to provide the loeign PUTP operation. More
attention should be paid to the manner in whichisilees are made concerning
resources allocation, that is, to questions howveimgicertain allocations are done.

111



Dejana Zlatanovi¢

Because of the fact that, according to VSM, theegrdl part of this
segment is also the audit of the functioning ofrapenal elements, the diagnosis
of the function of control also includes the exaation of certain audit channels.
In the”XYZ" company, external audit of financial reports iadwacted. Of relevant
importance is also the Plan and Analysis Departmehich keeps records of the
most significant inputs (fuel, oil and grease, tiags, spare parts and the like), as
well as the records of the physical volume of smwipresented through mileage
and the number of passengers.

Examining the manner in which this segment appiehority, it can be
said that the function of control is, in a certagnse centralized, which does not
imply weakness in the respective company. Namadlyesthis is a business
activity where the safety of passengers is in th& place, it takes rigid, but
explicit procedures that must be followed in orttiemeet this goal. For example,
during vehicle technical inspection, and tachogreipéck, it is necessary to follow
certain standards, that is, procedures. Accordjntilis is the function which
represents the support to the implementation otttablished policy and stability
maintenance, that is, providing quality and rel@n€transport.

From the above considerations, it is evident thate are three relatively
autonomous units: Urban, Suburban and Intercityspart. They are operationally
connected to each other, primarily through overiaphe markets they serve, and
through the technology they share (e.g. certaiegypf vehicles, repair services,
workshops for tachographs, etc.). Of particular angnce for the viability is to
provide their cohesion, i.e. to achieve a level unity between these parts.
Accordingly, what is important is followingnonitoring their activities (audit of
the operational elements)egotiating the progranwhich is to be realized and
resources, as well as the stroogordination function as integral segments of
cohesive mechanisnfrrom the previous diagnosis of operational eldésjethe
coordination and control functions, one can corgltltht some of these activities
are present in the company, such as ad hoc coaperbetween operational
elements in the event of a breakdown on one of/¢iécles.Monitoring activities
are primarily embodied in the control function (ded vehicle controls and
fieldwork driving personnel). Yet, it is necessay develop these activities
according to VSM recommendations, that is, reconttagans that would provide
viability of the company.

I ntelligence function

The intelligence functiois supposed to gather all the relevant information
on opportunities, threats, strengths and weaknesfkdéise company, that is, to
conduct a kind of SWOT analysis. The layportunitiesof the Company ought to
be searched for in electro-transport. Also, theoojymities of the Company are
closely related to the construction of local roddghways and motorways. Except
the already said, one can observe opportunities rislate to the segment of
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Intercity, i.e. international transport. These dog,instance, transport of students
on excursions or the transport of passengers/tswish tourist organizations.

The mainthreatscan be identified through legal and illegal coritpmt
(firms that do not pay their dues, employ pensisnstop outside bus stops, etc.).
Also, a threat for the Company can even be a réganlan mandatory introduction
of vehicles with Euro engines, which would requsignificant assets for the
renewal of vehicle fleet.

The strengthsof this company are reflected in the quality parss
(primarily high-quality driving personnel), numbef facilities available (the most
important ones are definitely bus stations), goachnical department and other
quality services providedn other words, the key strength of this comparpa it
has a complete transportation system and accompasgivices (vehicle technical
inspection, driver trainings for all categorieqai vehicle service, etc.).

Finally, certain weaknessexan be identified such ashigh costs of
depreciation due to unfavorable age structure efvighicles and lack of financial
resources.

The study of the intelligence function in the Compaan start with the
following question: Is there such a function in tiempany at all? The function
which deals with market research, estimation of tieeessity of certain lines,
introduction of new lines, is the function wiarketing.Also, there is a special unit
in the Company calledXYZ-electri¢, which deals with one of the greatest
opportunities of this company — electro-transp@&esides, some of the issues
related to further development of the company heeresponsibility of the highest
management bodies.

When diagnosing this function, the following quess may be asked: Is
the function of intelligence up to date with theesgjths and weaknesses of the
operational elements, as well as with opportuniaesl threats in the relevant
environment? Also, are these pieces of informatiwailable to all the relevant
parts and management functions? Does one carbdduture and is this function
open to new ideas? Is the gathered informationuligef establishing policy and
identity of the company, etc.? In the context obvywus issues it can be
emphasized that the intelligence function — acemydo the conception and logics
of VSM — in the respective company is insufficigndeveloped. In other words,
some of these issues are dealt by different funstemnd parts in the company, such
as marketing,”XYZ-electri¢ unit and others. In a certain sense, some of the
relevant pieces of information are present in tbmgany, but they are scattered
throughout the architecture of the system andkégalong time to make them
available to those who make decisions.
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I dentity function

The identity functioris a special management function which ought to be
diagnosed in VSM application. It is a function uded determining the vision of
the company, that is, for formulating the policydagpals to be achieved through
the company business operation. This function ésrésponsibility of the highest
management bodies in thEYZ" company - théssembly and Board of Directors
The Assembly consists of the representatives ofesloéders. In order for a
shareholder to become a member of the Assembly ust possess at least 1250
shares. Then, the Assembly elects and appointsnémabers of the Board of
Directors, which reviews the company activities, ks relevant decisions and
gives guidance and recommendations to the Top mawgeo makes final
decisions. The Board of Directors, also, appoingsTop manager, who is obliged
to implement decisions of the Board of Directorkefiefore, there is a hierarchy in
decision making and management.

In the diagnosing of the identity function one ddatart from the following:
Is there a clear vision and specific course ofoaétiAccording to the knowledge
reached during the research of this company, onecoaclude that such a vision
exists, that is, it can be stressed that the coynpdends to continue providing the
quality transport system, as well as to becomdéetiater in the industry.

Also, the study of theidentity function can be continued through
examinatiorproceduresvhich would lead to a change of the formulatedaydf it
were found out that the activities that enable dloshievement of the set goals
cannot be coordinated and controlled or if the rimi@tion concerning threats and
opportunities were such that it is necessary tmghahe formulated policy. This
issue is closely related to the effectiveness dkiotcontemplated management
functions. The effectiveness of this function wikpend on their effectiveness.
Since it is necessary to further develop the fumctof coordination and the
function of intelligence, it can be said that skald of procedure in the respective
company does not exist. However, it is necessagniphasize that decisions are
made with respect to various pieces of informatimailable to the Board of
Directors and which concern the complete companginess operations. The
Computer Center has an important role in the imtidgm of the relevant
information in the respective company. This cemexeives information from
different parts of the Company.

Except the above, it should be stressed that #gsnent ought to be
engaged in the improvement of the corporate culame strengthening the team
spirit and cooperation between the employees. Vaygems, opinions, interest of
all the relevant stakeholders, both internal (primahe employees) and external
(primarily service users) must be respected inbdistdng a clear identity and
policy of the company. Involving relevant stakelesklin the formulation process
of the Company policy will provide a greater comment to its implementation.
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Some of the key problems in the functioning of tleenpany in question,
in conceptual framework of VSM, are presentedliostration 4.

4. Potential re-design of the "XYZ" company

In order to resolve problems identified in the diagis of "XYZ"
company, it is necessary to analyze them carefalhd specify relevant
recommendations for the potential re-design of @mmpany. Firstly, when it
comes to internal problems of the company, it ixessary to expand the
coordination between the operational elements, mpraove the cooperation
between the coordination and control functions.réag of particular importance
are certain procedures, as well as relevant coatidm teams which would
improve the coordination function. For example, @fighe methods are regular
meetings of coordination teams composed of managkreach of separated
operational elements, where the key problems theyfaced with would be
discussed; this would prevent the coordination tiencto represent ad hoc activity.

lllustration 4: Diagnosis of’XYZ " company in conceptual framework of VSM

Insufficient involment Inadequate
of stakeholders in goals cqQrporate culture
and policy formulation (i
o o Identity Inadequate procedures
Insufficient communication for the informations
with the relevant ehchange
environ t T l -
; Insufficient attention
Intelligence paid to the manner in
Euture which the resorces are
environment  Unintegrated T l /allocated Centralized and
intelligence function ———— partially bureaucratic
Control j&/ Coordination
p

Insufficient develo-
pment of audit channels ']

Ad hoc cooperation

Urban / between operational

: transport elements
environ- management

T 1 Absence of
coordination procedures

Suburban

SrL;lr)]L;r transport Managers willingness
[ managemen g to cooperate

< Intercity
Intercity transport
transpa } managemen

As for the control function, what could be empheadizas a
recommendation for strengthening this segment gdfethe strengthening of self-
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control of each operational element. In that seosetinuous feedback mechanism
as the key cybernetic tool of self-control is neagg, which would ensure constant
comparison of achieved results with planned gaalgvant discrepancies would
be identified and corrective actions to be undemakould be determined. Also, in
strengthening this segment it is necessary to dpvalidit channels, for instance,
control of service quality. Therefore, here we talbout internal or the so called
"inside and now" complexity of the respective compawhich requires certain
cohesion mechanism, which ensures that differeatatjpnal elements function as
an effective whole. The function of cohesion regsiicertain support in order to
decipher reports received from these organizatiqueats, that is, to rightly
interpret their current worries, the manner in vahibey face them, and their
readiness to take certain risks. Accordingly, éeraommunication channels are
necessary, through which the information from higlegels would be transmitted
to certain programs which are to be realized, afdrination from lower levels
should be transmitted upwards in the sense of aetlieesults and implementation
of certain safety policies. Additionally, it is rexsary to minimize the use of direct
orders and supervisions, to expand monitoring #ietsy to stimulate negotiation
process concerning various programs and resourcel ta improve the
coordination function, as integral elements of ¢bbesion mechanism. Of certain
importance is also the development of informatigetesm on the principles of
VSM. The above is necessary in order to ensurediffatent operational elements
function as an effective whole.

Except the above, the problems that are not epttred responsibility of
the company itself, should be considered. This astside and then" sort of
problem such as illegal competition. Solving thgs®blems requires active
support from the state in terms of more rigorouacsans for this kind of
competition. Also, greater support from the City uBoil is necessary in
strengthening PUTP in the form of different donasiogrants and the like. In this
regard, there are also issues of resource allogdtrst of all in PUTP, which are
only partly the responsibility of the company. T@blems that arise in winter
conditions are due to, on the one hand, the neeadditional equipment and
increased fuel and lubricants consumption. On therchand, problems arise due
to poor road conditions. This sort of problem thempany should solve in
interaction with the relevant city departments aedtral government services for
road maintenance and the like. In other words glpesblems suggest the need for
stronger and better interaction between the Compandythe relevant environment
in order to restore huge complexity of the envirenin So, a proper adaptation
mechanism which deals with both, the so-called sidet and then" issues and
identity issues, is necessary.

The possible organization redesign might referhi following: Firstly,
active involvement of local managers of operatioglaiments in the intelligence
and the control functions, improvement of commutice and change of the
management philosophy. Better communication betieesl managers and their
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integration into a comprehensive intelligence fiorcwould have positive effects
both for the individual parts and the whole compa#ikgo, in order for some of
these opportunities to be used, it is hecessanteasify activities aimed at further
development (electro-transport, for instance). lirs tsense, adequate attention
should be paid to the "XYZ-Electric" unit, as wells to its intensive
communication with the relevant environment, ttatdompetent institutions. In
the context of the openness of this function to ndeas it is necessary to
emphasize the importance of continuous monitorchitiques and technology
development and readiness to accept and developtegwmical achievements.
Also, one of the challenges of the respective camppaoncerns the manners in
which the environmental pollution problems coulddméved (e.g. purchase of the
so-called Euro engine).

Finally, as for the identity function, certain reemendations could be
directed to encouraging wider stakeholders padiop in deciding on the identity
and formulating appropriate company policies, whiabuld encourage the more
effective implementation of adopted policy. Of e@émtimportance is development
and expansion of proper corporate culture, thanspuraging self-discipline, self-
control, strengthening the team spirit, cooperaéind community, focusing on the
interests of the whole rather than the interest#sofndividual parts. In fact, a
holistic view of the company is necessary, accgdmwhich each part is viewed
from the viewpoint of the fact that it belongs e twhole.

Respecting the above, it can be concluded thewviollp Each of the
operational elements (Urban, Suburban and Intettysport) should be a viable
system, with all the relevant functions (coordiaati control, intelligence and
identity) distributed in all recursive levels. Inis manner, we can create efficient
and adaptable organization.

5. Strenghts and limitations of VSM application
in (re)designing the "XYZ" company

Taking into account the previous considerationgteel to the "XYZ"
company, one can conclude that it is a relativéfigient company. In other words,
there is a high utilization of capacities in thepective company, primarily high
utilization of technical capacities (e.g. vehicksd related equipment). Common
indicators of efficiency in achieving the basic pases in the researched company
are the mileage and the number of passengers trdedp

Within the conceptual framework of VSM, three levebf goals
achievement can be distinguished (Beer, 1994 c): 1@4tuality or what the
organization achieves with existing resourceapability - what the organization
can do with its resources and limitations gadentiality or what the organization
should do through resources development and limitat removal) and three
indicators of the system functioninBroductivity— it is achieved when comparing
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actuality to capability, Latency - the relationship between capability and
potentiality and Brformance- the relationship between actuality and poteityjal
Accordingly, and relying on certain information ailnted by the Company, it is
possible to display the respective levels and atdis of achieved functioning
(Nn.5.):

Previous analysis and research of the "XYZ" compianthe conceptual
framework of VSM were intended to show specific tieas and potential
advantages and disadvantages of direct Model apiglic in the respective
company. Since it is a tool with highly diagnogiimtential, VSM could contribute
to easier and faster detection of various problémas the respective company
faces. Also, the Model could contribute to the diét& of some hidden resources
within the company and to help their possible ation. For example, greater
engagement and involvement of highly qualified perel in different types of
activities concerned with coordination, controtgifigence and identity.

lllustration 5: Measurement system for Suburban transport for the first six months of
2010 expressed according to the number of passengéransported

Rotentiality

2778410 passengers Latency
A Y

Capebilly 0% O>»| reromae

2778410 passengers ny J (0573
Productivity
_ J 0,78

Actuglity

1778410 passengers

VSM can be a valuable help and support for theeedge company in
designing and implementation of the relevant infation system. Namely, various
information concerning the current system operatioformation concerning its
opportunities and threats, that is, the future red Company, and their timely
availability to decision-makers would significantijnprove the viability of the
company. In other words, this model could reconciégtain requirements for
stability with the requirements for changes andpgation in the respective
organization. Thus, an extraordinarily efficientdamdaptable organizational
structure could be provided. In fact, VSM applioatin the respective company
could help continuous studying and improvemenhefdrganization; it could also
contribute to building the necessary recursivenéss, provide the necessary
variety required for effective management.
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Limitations of this model application in the "XYZEompany can be
observed in the context of various objections aritiques primarily directed to
VSM. One of the main critigues concerns the faett tthe purposeful role of
individuals in organizations is insufficiently resgied in VSM. Thus, the insistence
on serving the purpose encourages the so-callahténcontrol”, not "innate
motivation". This may be verified through obsergat of the "XYZ" company as
a viable system. Precisely, the study of the "XYdmpany as a viable system
begins by identifying its basic purposes. In thepeetive case, it is the transport of
passengers as a basic, primary activity of the emmpFurther research of the
Company is subjected to basic, identified purpdsat is, to examining whether
and how it is achieved. Therefore, the focus igxploring the alternative manners
in which to reach known, pre-set goals, not on hoaet these goals.

Namely, the aim is to encompass the relevant stdétels and companies
through the S5 segment, that is, through estaldisbentity, and one of the
recommendations for the possible redesign of thapemy concerns the wider
participation of all the relevant stakeholders. fThg, the involvement of
shareholders and other stakeholders in defininfgréifit immediate goals for the
already established purpose.

Also, the Model suggests certain autonomy of elémeand their
establishment as a viable system (primarily dueht® principle of recursion).
Nevertheless, this model does not provide guidamceow the wider participation
can be achieved. In fact, we should start fromféoe that the key components of
social systems are human beings, whose behavitatésmined primarily by their
self-interests. Therefore, emphasis must be plamedmanaging negotiation
processes between different interest groups innizgtons, their views and value
systems.

Finally, when it generally comes to VSM application (re)designing
organizations, of certain importance is to empleasimt despite the limitations,
VSM is one of the most commonly applied modelshim development of effective
and adaptable organization. In fact, numerous saghies elaborated in the works
of various authors, have shown broad applicabilftthe Model in organizations of
all sizes and properties (Broclersby and Cumin§96151-57; Flood, 1995, 161-
171; Jackson, 2003, 101-106; Stephens and Ha&dtt). In this context, VSM is
applied as an appropriate diagnostic tool, whichimarily, enables the
identification of the key organizational problemdso, the basis for redesigning
respective organizations is provided. VSM has baarcessfully applied in the
management of a state. In this sense, it couldnfyghasized VSM application in
Chile in 1971 (Beer, 1994 d, 423-452).
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6. Conclusion

Critical evaluation of theoretical, methodologi@ald practical potentials
of VSM, as the key methodological tools of Orgatimaal Cybernetics,
demonstrates that Organizational Cybernetics, gesvia better understanding of
organizational complexity, design and structurabidity and change, control and
coordination. Namely, based on the understandingnobrganization as a system
that simultaneously seeks to develop and adapf itsa turbulent environment,
Organizational Cybernetics helps continuous legrmamd improvement of the
organization, contributes to providing the necessacursiveness, i.e. supplies
management entities with the required variety.

Thus, Organisational Cybernetics and VSM, accorditey their
philosophical and theoretical fundaments, belongthle functionalist systems
paradigm. In this sense, VSM enables the identifinaof relevant exceptions in
the functioning of organisation from the key cylksio principles, and
implementation of certain changes in all the asgpettorganisation contributes to
more efficient achievement of defined goals. Alsging to balance demands for
stability with demands for changes, the model gtesicontinuous reconsideration
and adaptation of the organisation.

However, the emphasis placed organizationaldesigncan prevent the
adequate attention to be paid to common beliefsta. organizational culture. It is
considered that VSM does not pay enough attentigpowver implementation in
organizations. In practice, this model can be gasiinverted into a tool of
autocratic control that serves the interests of gy groups because it does not
provide any mechanisms for democratically deterohipgrposes or for facilitation
the debate on the nature of the purpose it serves.

Nevertheless, it is a successful methodological twfo organisational
analysis and making organisational changes, whiables more efficient goals
achievement and encourages studying and adapfadjilitrganisations; all this can
confirm the key hypothesis in the paper.
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MODEL SISTEMA SPOSOBNOG DA OPSTANE
U (RE)DIZAINIRANJU ORGANIZACIJE — STUDIJA SLU CAJA

Rezime: Model Sistema Sposobnog da Opstane (SSO modda)klk&ni
metodoloski instrument Organizacione Kibernetikeedstavlja jedan od
najzn&ajnijih instrumenata upravljanja organizacionom kbsksnogu i
kreiranja efikasne i adaptibilne organizacije. Un&epcijski okvir Modela
ugraiene su neke od fundamentalnih kibernetskih idejaedlback,
feedforward, black box, varijetetnost, rekurzijamvBzuji implementaciju,
koordinaciju, kontrolu, razvoj i identitet, SSO nebdse moZe kreativho
primeniti u validnom dijagnostikovanju i (re)dizagnju savremenih
organizacija. U radie, shodno tome, biti predstavljena studijaaja koja
ilustruje mogde neposredno kokénje SSO modela u procesu
(re)dizajniranja preduza "XYZ".

Klju éne refi: Organizaciona kompleksnost, Organizaciona Kibétagt
Model Sistema Sposobnog da Opstane, (Re)dizajri@njanizacije
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THE REASONS FOR LESSER SUCCESS OF INSTITUTIONAL
INVESTORS IN THE SERBIAN FINANCIAL MARKET

JelenaCiri ¢”
Vladimir Njegomir ™

Abstract: Eastern European countries, including former Yugesiountries,

have marked economic development rates much hitjiaer they were in
developed countries. Development was primarily Base foreign resources
that were secured through donations, foreign direetestments or foreign
banks’ loans. However, the achievement of sust&nabonomic growth
cannot be feasible without the mobilisation of dsticefinancial savings that
is done by institutional investors. Although theypeared later than banks,
institutional investors as financial institutionrsiderably contribute to
capital market’s deepening and development anchhay they also facilitate
economic development. We analyse the role of utistital investors,

investment funds, pension funds and insurance coiegaas sources of
long-term financial resources for sustainable eaoro development. We
denote their position in the financial system stunue, parallels of their

development in former Yugoslav countries, diverspact of the world

economic crisis on institutional investors, and@fyereasons of their lesser
successful emerging and business in the Serbiandial market.

Keywords: insurance companies, investment fund, pensiord,figiobal
financial crisis

Introduction

Institutional investors are financial institutiotisat institutionally invest
collected capital and, at the same time, join titgvidual risks of small investors.
This helps in ensuring a better balance betwednans return than is generally
available through direct investments of individiralestors. Institutional investors
have a number of common characteristics, but tbas chot mean that they are
homogeneous. Generally, institutional investors diféerent in terms of the
contractual relationship with the owners of capitalthe rules that determine the
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distribution of risk and return as well as in terafiglefining their duties. The most
important institutional investors are pension fyndssurance companies and
investment funds.

The subject of this research are institutional §teEs - insurance, pension
and investment funds in the financial market ofo&erThe aim of this paper is to
explore the implications of the global financialists in the shallow and
underdeveloped Serbian financial market and pedoces of institutional
investors in that market. Simultaneously, perforogsnof institutional investors in
the financial markets of Serbia and former Yugoslauntries will be displayed in
the period before and after the beginning of thebal financial crisis. The
expected outcome of the paper is to identify thetois and reasons of weak
performances of institutional investors in the $arlfinancial market.

2. The Importance of Insurance Companies as Institional Investors

Since the mid of the twentieth century, insurance@mganies, as
mobilizators of financial savings, are increasingpearing in the financial market
as institutional investors. The degree of instituéilization of financial savings and
the role of insurance companies varies from coutdrgountry. It is particularly
expressed in developed countries like the USA, UWke Germany and others,
where the insurance sector mobilizes huge capitdl@ays an important role in
the financial markets. Investment function of irswe and reinsurance companies
ensure that the premiums are collected in advandecan be invested until the
need for payment of costs and claims connected twéhinsured cases (Njegomir
2010, 50-68)In this way, insurance and reinsurance companiesarimportant
element in the structure of the financial systemmeiflinvestment portfolio is based
on the collected premiums of life and non-life irece. Because of their
importance, functions and characteristics as iutgtital investors deserve adequate
attention.

Insurance and reinsurance companies, by partiogpat the financial
market as institutional investors, contribute tgpioving not only the financial
markets, but also the overall economic developn{&hkipper, Kwon 2007).
Insurance companies achieve their financial famctiKosovi¢, Sulejé 2002, 36)
and create funds, so that insurance premiums &ldrpadvance, and claims based
on the damages are paid out successively duringeae Here appears surplus of
funds that through the market, directly or indigotan be directed in financing of
reproduction. However, the main motive for invegtirom the aspect of insurance
company is additional liquidity and profitabilitysa way to increase security for
policyholders and returns on capital employed (RDEIE the shareholders. For
insurance companies, investments are extremely riano because they affect
their profitability, solvency and credit rating.
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2.1 Insurancein Serbia and the Former Yugoslav Republics

Approximation of the growing importance of insurancompanies in the
region shows the table in which premium of life andn-life insurance are
represented in the period 2004- 2008. Non-lifauiasce premiums in Serbia in
2004 declined due to regulatory changes. In tpertig period, in all countries the
continued growth of premiums in life and non-lifesirance are manifested with
some noticeable slowdown in 2008 thanks to fignsiof the global financial crisis.

Table 1: Changes in life and non-life insurance pmaiums in the period 2004-2008
in Serbia and the countries of the region

2004 2005 2006 2007 2004
The growth of life insurance 82.98% | 63.41%| 24.32% 29.95% 14.84%
) premiums
Serbia 'y growth of non-life i
€ growih ofnon-ile INSUrance 1 ¢ 1105 | 17.00%| 18.14% 15929  2.90%6
premiums
The growth of life insurance 40.66% | 8.35% | 16.31% 12.69% 5.48%6
] premiums
Slovenia The growth of non-life insurance
9 e insu 5.06% | 5.49% | 9.25%| 845% @ 7.13%
premiums
The growth of life insurance 17.32% | 22.35%| 15.419% 14.47%  4.15%
) premiums
Croatia h wih of life i
€ growih ot non-ile INSUrance 1 ¢ 5006 | 9.24% | 11.44%4 9.23%  10.08p6
premiums
Bosnia The growth of life insurance 83.64% | 9.50%| 25.03¢ 36.45% 20.98%
and premiums
Herzegovi | The growth of non-life insurance
g 9 8.21% | 12.66%| 6.18%| 8.43%  11.366
na premiums
The growth of life insurance 0.38% | 3.24% | 5.85%| 48.01% 55.76M6
FYR premiums
Macedonia -life i
Thegrovvthofnon life insurance 4.04% 319% | 19949 10.35%  3.66%
premiums

Source:Calculations by the authors; Data obtained frorauteance Supervision Agency,
Croatian Financial Services Supervisory Agency Nh#onal Bank of Serbia, Insurance
Agency of Bosnia and Herzegovina, the National Burfor insurance of Macedonia

The impact of the crisis on the insurance and uearsce sector in Serbia
in the previous period was much milder than inliheking sector. This is proved
by a significantly larger number of banks affectegd the financial crisis in
comparison with insurers and reinsurers (25 bankSeirbia in 2008 had financial
problems). The reasons for the different impaadhefcrisis arise from the specific
business of insurers and reinsurers. Cash inflomes beased primarily on the

123



JelenaCiri ¢, Vladimir Njegomir

insurance premiums and they are relatively independf trends in the financial
markets. Payment of claims are based on the rdafisaf loss events regardless of
the will of the insured. Insurance companies bhse# tbusiness on lower financial
leverage, their investments are of long-term rgtue. without exposure to short-
term fluctuations and regulatory supervision is endgorous. Also, unlike banks,
insurers and reinsurers apply much stricter cateén accepting risk and the
possibility of a spiral effect, when the bankruptoff a company causes the
bankruptcy of others, in the insurance and reinggaector is almost completely
excluded, in contrast to the banking sector. Dedpie less impact, the crisis has
short-and long-term impact on the business of grsuand reinsurers and because
of the complexity of their business, it should bbalgsed from various aspects. The
key aspects to be considered are impact of finhodi&s on the acceptance of risk
in the insurance coverage, investment activitiesréask transfers.

The development of the insurance industry folloasn®mic development,
as confirmed in the case of Serbia (Maéaeti al. 2009, 24). Hyperinflation in 1993
had the most destructive impact on the insurandrsiny as it had almost
completely eliminated all the accumulated fundsirgurance companies. Also,
until the introduction of the Insurance Law in 20€4# insurance market had been
poorly regulated, so thus numerous insurance coimparfered only the services
of obligatory liability insurance by vehicle regition (Njegomir 2010b, 272-306).
Funds of collected insurance premiums were not gethadequately, that resulted
in a number of claims that have never been paltafth they were justified. As a
result, public confidence in the institution of umance has been destroyed.
However, after the introduction of new regulati@m redirection of supervision
to the National Bank of Serbia, all insolvent iremure companies were liquidated
so that the total number of companies for a peoiotivo years fell from 36 to 19.
Regarding that the generall economic conditionsewnproved, and public
confidence in the institution of insurance paryiakstored, the insurance industry
started to mark an increase in gross premiums glahie entire period 2004-2008.
However, the relative premium growth fell in  2008marily due to a significant
slowdown in non-life insurance premiums. Althoudje ttrend in life insurance
premiums almost halved, the growth of non-life nasice premiums is nearly five
times decreased during the financial crisis. Tresd followed by an increase of
costs and damages resulted in a negative resutt fsperating activities of
accepting risks in insurance coverage. The morgfgignt impact of the financial
crisis on this result was avoided thanks to thacttire of the risks, accepted in
insurance coverage. In fact, the largest shareréassgpremiums had obligatory
liability insurance, while the share of "crisis-s#ive" type of insurance, such as
credit insurance, general liability and professloligbility insurance, were less
than 2%. Transactions of the financial market irrbie are realized by the
Belgrade Stock Exchange (BSE), where the most draeeurities include shares
and bonds. Although BELEXIine index, (general indeixthe Belgrade Stock
Exchange) recorded a sharp fall in 2008, insuramrepanies achieved positive
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investment results. During 2008, the investmentltesof insurance companies
were even better than in 2007. The reason for wusvestment results under the
conditions of the financial crisis was a consem@atpproach to investing.

Table 2: Investment structure and trends in the valme of technical reserves and
investment returns of insurance companies in Serbia the period 2004-2009

2004 2005 2006 2007 2008 2009
Bank deposits na. | 13.00% 28.00%27.00%| 30.00%| 27.00%
Cash n.a. n.a. n.a. n.a. 20.00p6 21.00%
Premiums n.a. n.a. n.a. n.a. 12.00p6  10.00%
Investment of receivables
assets covering
technical reserves | Covernment n.a. na. | 14.004610.00%| 10.00%| 16.00%
securities
Shares n.a. na. | 17.009%20.00%| 7.00% | 8.00%
Real estate n.a. 30.009 n.a. n.a. n.a. n.a.
Other investmentd n.a. | 57.00% 41.00%| 43.00%| 21.00%| 12.00%
Bank deposits n.a. n.a. 16.00% 12.00%| 19.00% 20.00%
Cash n.a. n.a. n.a. n.a. n.a. n.a
Receivables n.a. n.a. n.a. n.a. n.a. n.a
Investment of Government na. | na | na | na| 71.00 72.00%
assets covering securities
mathematical Shares n.a. n.a. n.a. n.a. n.a. n.a
reserves
Other securities n.a. 33.00% 57.00%| 69.00% n.a. n.a.
Exchange traded | 5 | 30.00% n.a. na. | na n.a.
bonds
Other investments n.a. 37.00% 27.00%| 19.00%| 10.00% 8.00%
Technical reserves (in millions of EUR)| 145.42 | 267.84| 365.82 49851 581.26 632(85
Relative year on year changes |of . | g4 1804 36.58%| 36.27%| 16.60%| 17.600
technical reserves
Investment returns (in millions of EUR)| h.a. 9.59 1313] 1725 5201  51.08
Relative year on year change f . | gg2904 36.010%| 44.12%| -68.72%| 9.47%
BELEXIline index (start date 2004-09-30)

Source:calculations by authors; data obtained from théadal Bank of Serbia
and the Association of Serbian Insurers; n.a -amatlable
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Available data for the investment of assets cogetathnical reserves are
not fully transparent and comparable by years. Q@lalta for the largest share of
investments are available and other investments imckided under "other
investments".

As shown in the table, the largest share in investmortfolios of non-life
insurance companies have bank deposits, cash,vabbes on the base of
insurance premiums and government securities, wbhares have almost
negligible participation in the portfolio structurén the case of life insurance
companies, the government securities and bank depmre dominated. Although
in the recent years a trend of increasing partimpaof shares in the investment
structure has been noticed, in 2008 insurance coiepaeduced the participation
of shares as riskier investments in the curresiniomal crisis.

In spite of the financial crisis, the insuranceusily in Serbia in 2008
realized a higher profitability rate than in ye&0Z. Also, return on assets and
return on equity were increased compared to 200#he industry as a whole,
although the total level of capital fell by 8.2%owever, due to the expansion in
the volume of life insurance contracts, insurancmganies that operate mainly
this type of insurance made a negative profitabi(i0.44%) in 2008. Business
conditions of insurers became worse in 2009 duadgceconomic recession. Gross
premiums in the first six months of 2009 declingd®73% (National Bank of
Serbig. Similar to the situation in 2008 non-life insucarpremiums fell by 3.77%,
while the life insurance premiums increased by 2%5 The total damage
increased by 13.21%, which could imply that theustdy generated a negative
result from insurance operations. We think thatrezssion conditions have more
negative impact on the life insurance than on the-life insurance considering
that the value of claims from life insurance ina@s by 58.85% and from non-life
insurance by 10.19%.

Although data availability is limited, it is cledhat the structure of the
portfolio of insurance companies in Serbia is inp@de regarding the possibility
of generating returns. This conclusion applies egflg if one bears in mind that
most of the debt securities are government borfélsither development of the
financial system, especially of financial instrurtsershould contribute to the
similarity of investment portfolio of domestic imsunce companies to investment
portfolios of insurance companies in developed twes Thus, the domestic
insurance companies would be able to give full wbouation to the economic
development of a country.

! Serbian government debt to the citizens for tigimer unpaid foreign currency savings
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Table 3: Yield on investments of insurance compangein Serbia
and the countries of the region, 2004-2008

2004 2005 2006 2007 2008

Serbia na. | 5.06%| 2.84%| 3.20%| 10.65pb
Croatia 4.90% | 3.90%| 4.50%| 5.70%  1.88%

Bosnia and g 5005 | 4.409%| 1.90%| 2.40%|  0.60%
Herzegovina

FYR | 6.91% | 5.10%| 1.20%| 3.00% -2.60%
Macedonia

Source:calculations by authors; data obtained from Inscea®upervision Agency,
Croatian Financial Services Supervisory Agency Nh#onal Bank of Serbia, Insurance
Agency of Bosnia and Herzegovina, the National Burfor insurance of Macedonia

The table above shows that insurance companiesgdtiré reported period
realized positive investment returns with a temgenf reducing it in 2008, with
the exception of Serbia, where growth of returnimwvestment is realized. An
exception is the insurance sector of FYR Macedamigere for the first time in the
reported period a negative return on investment wadized. Due to relative
underdevelopment of domestic financial marketsrgusce companies still do not
have great importance in Serbia and other countfidhe region, although they
consistently achieve positive results from the dmusiness, providing services of
insurance coverage.

3. Investment Funds as Institutional Investors

Investment funds or commonly used temmutual fundsare financial
intermediates that collect the savings of individaeestors and place collected funds
in the financial markets. According to Gitman amghihk (Gitman, Joehnk 2003,
541) when investors buy shares in a mutual funely thecome part owners of a
widely diversified portfolio of securities. They @gared later than the banks, but as
financial institutions they contribute significantb the deepening of capital markets
and its development (Njegomi€iri¢ 2010). There are many benefits offered by
investment funds: professional management, diveaitibn of the portfolio, ease of
(re)investment. The owners of capital should atsmkthat investing in mutual funds
is generally recommended as a long-term investmentpr a period of at least three
to five years. Given that the funds offer higheelgs than those which can be
achieved by savings in banks, to them the higls&risiimminent. Investors must be
aware of the fact that funds do not guarantee aifgpeate of return, or the
government’'s guarantees for the funds. But theyt mespect legal regulative and
decisions of the Securities and Exchange Commissibich is their supervisor.
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3.1 Investment Fundsin Serbia and the Former Yugoslav Republics

The first investment funds in the financial markeSerbia have emerged
nearly three years ago and it was expected much them. Funds increased the
number of financial intermediates, and the expectdd of return was several
times higher than the interest rates on deposisresf by commercial banks.
Experiences from the region also confirmed the etquerate of return of 20 to
30%. A large number of capital owners decided tee$h capital in investment
funds, as newness in the local financial market. &ter the first successful year
and generated positive returns of domestic investriends, the financial crisis
happened and knocked the value of indexes atagk €xchanges, as well as at the
BSE. That further reflected value of investmenitauof all investment funds and
caused their negative yields. Changes in the kgisl field of investment funds
should reduce funds dependence on the fluctuafitmeadomestic stock exchange.

Table 4: Market share and return of investment fund in Serbian financial market
in period 2009-2010

Fund Type Return in | Return from | Market share | Market share at
year 2009 fund at end of the 2010/11/30
establishing Q1-2010. (in %)
(in %) (in %) (in %)
Delta Plus Balanced +2,01 -28,59 21,26 21,99
Triumph (Hypo) | Balanced +7,63 +29,15 4,00 2,25
Balance
Erste EURO Balanced +16,37 +27,86 3,30 3,56
Balanced 35
Fima Proactive Growth +10,15 -60,28 19,80 21,81
Delta Dynamic Growth - 6,59 -66,57 3,09 3,31
Raiffeisen Akcije | Growth -16,22 -73,99 17,69 4,14
Citadel Triumph | Growth +5,10 -36,78 6,82 6,46
Kombank InFond | Growth -1,72 -27,80 9,41 10,29
llirika Global Growth +9,26 -55,66 2,05 2,75
Focus Premium | Growth -13,56 -14,77 3,12 2,97
Raiffeisen World | Growth +3,79 + 3,79 - n.a
Erste Cash Money market +7,95 +9,22 6,53 15,4
Fima Novac Money market +6,91 +12,68 1,78 1,75
Citadel noeani | voney market|  +6,83 21,77 : na
fond
Raiffeisen Cash | Money market +7,25 +7,25 - n.a

Source:calculations by authors; data obtained from wwwesticionifondovi.com
n.a — not available
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From the table above it can be seen that at theo2R010 in the financial
market of Serbia operated 15 investment funds aatite end of the first quarter of
same year 13 investment funds operated. Eight folls dunds had growth of net
asset value of the fund as a long-term investméjctve. Four funds were
money market funds and they invested in short-tdeht securities and cash
deposits. Three funds were balanced, i.e. investéth stocks and bonds. Nine
investment companies were licensed by the SerbmrurBies and Exchange
Commission. The total value of investment fundd’' asets at the end of the first
quarter (Q1) of 2010 was around 1.1 billion din@$SD), or about EUR 11 million
(www.kamatica.com). Investment funds’ net assetthatend of 2010 were RSD
933 million, or about EUR 8.7 million, indicating @ecrease in net assets of
investment funds. Although the global financial kedris gradually recovering,
local financial market is still shallow and underdl®ped, and reflects
accumulated problems in the real sector of a cguntr

In September 2008 in the Serbian financial markete were 10 funds
with total net asset value of RSD 3 billion. Thestfifund was established in
February 2007 and until the economic crisis in ®eta2008, funds had recorded
the positive rate of return. They expected thernstiachieved in the Croatian
financial market after the establishing of fundsd ahey ranged from 20 to 30%,
even 60% return in one fund (Croatian Financialvi8es Supervisory Agency).
But the effects of the global financial crisis halmastically affected the shallow
and volatile financial markets not only in Serlidat in all countries of the region.
Stock exchange indexes fell down, as well as siesirdemand and negative
returns were marked during the entire 2009. Thietabove shows negative rates
of return of even 75% and value of fund’s shares eansistently lower than their
value at the establishmemhtaw changes are proposed in order to provide higher
level of investor protection, to prevent suspiciowiansactions, to increase
transparency of companies, which would to somengxielp investors in making
decisions. Due to the effects of the global finahdirisis and unflexible law
regulations, funds on domestic financial markewehanot yet justified the
expectations and trust of the capital owners. @rbtiise of next facts, it is realistic
to expect recovery of the investment funds seatdrreew interests of investors: a)
the recovery of investment funds at the globalllé&egan more than a year ago, b)
an important amount of citizens’ capital is stilit@f financial flows, and c) time is
important factor for investing because the mostfifade are long-term
investments in funds

When we look at the situation in the region, thestfinvestment funds
emerged in Croatia and Slovenia in the seconddidlie nineties, after process of
mass voucher privatisation (MVP), as in most forfBaropean socialist countries.
Today, in Croatia 128 open-end funds operate withl thet asset value of about
EUR 2 billion. The latest figures (November 201Qpw that money market fund
are dominated by 40%, then by equity funds, mixed§, and bond funds. Except
open-end funds, there are also 4 closed-end ineestfund, and 4 real estate
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closed-end funds with total value of net assetppiroximately EUR 200 millions.
Three years ago, in March 2007 in the Croatiannfired market there were 77
open-end investment funds with a net asset valugbotit EUR 3 billion and 4
closed-end investment fund with a net asset vafuabout EUR 500 millions.
Despite the global financial crisis that especiallfected less developed countries
and economies, the absolute number of investmerisfin Croatia increased by
51, but the value of the assets of all 128 fundsedesed by one third.

The total value of investment funds in SloveniaFebruary 2010 was
around EUR 1.8 billion and EUR 1.98 billion in Ot 2010 (Securities Market
Agency of Slovenia). Around EUR 1 billion or moteah half of the total value of
all the funds is invested in foreign issuers eqsijtiand only about EUR 300
million is invested in home issuers equities. Tfast also points out shallow
financial markets and the lack of qualitatve hossuér securities. According to
the data at the end of October 2010 there are 1@&&siment funds (97 equity
funds, 16 mixed, 11 bond funds and 2 money markadd) in Slovenian financial
market. In January of the same year there were ih28stment funds in
comparison with 127 funds at end of the year 20@B14.0 funds at the end of year
2007. This shows that during the global financiakis absolute number of
investment funds in Slovenia increased, but neetavalue of funds was
significantly reduced. Net assets of Sloveniaregtment funds at the end of year
2007 was nearly EUR 3 billion, and one year latasvkmalved. In 2009, the net
assets value of funds was slightly increased farapmately EUR 350 million
and reached EUR 1.85 billion. That amount of thedfunet assets was kept in the
first quarter of 2010, while at the end of thedhjuarter of 2010 rose to EUR 1.98
billion. During this period funds had positive neflows, but in 2010 net inflows
were negative. In terms of types of funds, equitywds are dominant with
approximately 80% of total funds number, while @08 was only 52% equity
funds. Slovenia is one of the 24 members of EFAMArppean Funds and Assets
Management Association), and 167 investment funmdsSlovenian financial
market are from the European Union. There are thisge investment companies
with total assets of EUR 276 millions. It should heted that out of 2 million
citizens of Slovenia about 350,000 invest in mutuats.

In Republika Srpska there are 3 open and 14 clesddunds (Komisija za
hartije od vrednosti Republike Srpskéjost closed-end investment funds were
previously operating as privatization investmenmds, but they are transformed
into closed-end funds. Three open-ended funds arxedmype funds. On the
financial market of Montenegro (based on data fi®eptember 2009) there are
seven mutual funds (Securities Commision of Repubfi Montenegro), which
increasing the total number of funds by one, coegao May 2007. For three
years only one new fund is established, that ailgoalzes shallow and under-
developed market and lack of “blue chips” secisijti@s same as in other former
Yugoslav countries. Individual capital owners andtitutional investors too, do
not have a lot of possibilities for investing. IIYRM Macedonia there were six
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investment companies at the end of year 2009 thatged funds net assets value
of around EUR 2.5 million, in 9 open-end and 13vate investment funds
(Securities Commision of FYR of Macedonia). Muchttéie fund results were
achieved in 2009 compared to 2008, and returns wpréo 35%. In 2010, the
number of open-end funds was reduced to six funds.

4. Pension Funds as Institutional Investors

Pension funds are also very important for the nbforectioning of capital
markets, especially in periods of great disbalaheeveen capital supply and
demand. Pension funds similar to insurance compdrage regular and automatic
cash inflows. In order to protect funds’ membershtributions and to enlarge
them, pension funds invest collected sums on inveist markets (Rakonjac Agti
2010, 97). Results of pension funds depend onglmrtfliversification. Most state
pension funds operating on the model of "pay asgamn” (Stickney et al. 2010,
523), which means that the current generation obpleyees allocate a part of
monthly earnings to the pension fund in order tseaunds for paying out
pensions to the current retirees. It is based an ghinciple of the mutual
generational solidarity. The other alternativefimt plans" means accumulation of
a particular fund based on contributions paid sy members. After a certain
period, the fund will have enough funds to pay jmrs or other benefits to its
members. In the financial markets of developingntoes, pension funds usually
have preferential tax treatment in terms of corfgtax and capital gains tax in
order to support their greater share in the firgnoiarket.

Figure 1 Pension funds’ real returns in 2008 in OED countries
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Source:OECD Pensions at a Glance 2009,
(obtained from http://www.oecd.org/dataoecd/10/3660101.pdf)
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Pension system of every country was influencedHhgy ftnancial crisis.
Private pension funds in the OECD countries losk23f their value in 2008,
worth a heady US$ 5.4 trillion. Economic outpufafling and unemployment is
rising, putting pressure on the finances of pupéinsion schemes as well

Based on Figure 1, it can be seen that in all OEQINtries, pension funds
have recorded a negative rate of return during 2@@Bough the financial crisis
culminated only in the last quarter of that yearlreland is recorded a negative
rate of return as high as 37.5%.

4.1 Pension Fundsin Serbia and the Former Yugoslav Republics

The introduction of the two pillar based pensiostsgn in Serbia in 2006
was a key milestone in its development and refdtisof 2006, 158-167). Unlike
mutual funds, pension funds in Serbia are moreesstal in the keeping value of
investment units, because the law regulation isemestrictive than to investment
of pension funds. It enables better and safer tmst of pension funds in
comparison to mutual funds. Pension fund is by thsabled from investing too
large percentage of their assets in risky secsriach as shares are. Thus, during
the crisis pension funds recorded a smaller dedtinelue of investment units in
comparison to mutual funds. It is important to eagbe that despite the bad
situation in which the institutional investors arejestment companies are actively
seeking to develop the industry and make it clogée citizens.

In Serbia, there are six licensed investment coiepan manage voluntary
pension funds. The net assets value of 9 voluggangion funds in November 2010
was approximately EUR 95 millions (National Bank Strbia, www.nbs.rs).
However it is considered that the market of privatension funds is still
undeveloped. If we observe the currency structdrevatuntary pension funds
portfolio, 2/3 of investment are in domestic cuoger(RSD) and 1/3 in foreign
currency (EUR). Most investments are in home issgecurities, particulary in debt
securities - treasury bills and government bondssidering that the voluntary
pension funds are by law prevented from investamgd amounts of capital in risky
securities. In this period there were about 170,080sion funds’ members in the
accumulation phase, and 52,000 active members etolarly pay the monthly
payment. That is a very small number of memebenspaced to the population in
Serbia (7.2 million) and number of employees (aldof@tmillion). This means that
only about 10% of employees invest in the volunfaysion funds and that there is
still a lack of interest of the population for isment in pension funds. Some of the
reasons are the lack of information and confidelwse living standard of citizens of
Serbia, with an average monthly net income of EGRB. & should be noted that the
system of obligatory pension insurance based @ngeherational solidarity survives
only thanks to the regular budget funding (40% hjlevexpenditure for pensions
represent 14% of gross domestic product (GDP).

2 pensions and the crigistp://www.oecd.org/dataoecd/10/26/43060101.pdf
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In order to compare development of pension funatosen the former
Yugoslav republics, this paper represents datadch country. Slovenian pension
funds have about 250,000 members. Net assets wéliee funds is about EUR
750 million (Securities Market Agency of Slovena)d investment portfolios are
mostly invested in bank deposits and loans. In ftaothere are 6 open-end
voluntary pension funds with 164,000 members andclbSed-end funds with
17,000 members. Since 2003, there are also 4 tdiigpension funds, which are
the second pillaf in the Croatian insurance system. In November 2id@atory
pension funds had about 1.5 million members, ardntt assets value of EUR 5
billion (Croatian Financial Services Supervisory egy). Net assets value of
open-end funds in the same period was around EUR2illion. Majority of
pension funds in the region invest more in domettam in foreign securities,
mostly in government bonds as less risky securifibe same situation is with the
Croatian pension funds. The Croatian state suppwésting in pension funds and
contributes about EUR 160 per year to those whestmnonthly up to EUR 30 in
the voluntary pension fund. In Montenegro there arly two voluntary pension
funds (Securities Comission of Republic of Montewgg while in Republika
Srpska there is reserve pension fund. In FYR Mauedthere are two open-end
voluntary pension funds (MAPAS).

5. The Reasons for Difficulties in the Developmertdf Serbian Capital Markets
and Insufficient Presence of Institutional Investos

Due to the underdevelopment of capital marketstaedSE, state as well
as companies and entrepreneurs have to borrowatdpmim international and
domestic banks, by very risky and not favorabledaitons. The capital market is
important because it allows the flow of capitalt blso because it is an alternative
to bank loans. At the BSE there are no financiatriments such as corporate
bonds, nor the less risky government securities, mamicipal bonds. The
government securities would support the developn@nthe Serbian capital
markets. The biggest crisis of the BSE occurrednamioeeign investors withdrew
their investments.

Considering only one stock exchange (Belgradek3fxchange - BSE) in
the Serbian financial market it is proposed to ttgvalternative financial markets.
On the BSE prime market there are only 4 local camigs and 3 more companies
(one of them is a bank) on the standard marketdetiska berza), and most of the
other (about 1600 companies ) are in the unregllabarket. Those 1600
companies will not soon become public companiessehshares will be traded
publicly, so that they should be withdrawn from #teck market. In the prime
market are only government bonds issued on the dfakemer government debt
to the citizens. There are no bonds on the stanuartet and on the unregulated

® Employees are required to allocate 5% of their tigrincome
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market is only one issuer of the bonds (one loaaklp Due to lack of audit firms
(only 35) and the Certified Auditors (200), finagicreports are late and usually
their audits for companies that are not activehimm $tock market are not required.
Also, corporate governance in Serbia is at a vewy level and most of the
companies publish financial reports only to fulfi§ legal obligation and to avoid
sanctions. Companies in Serbia still not take sshothe importance of the
availability of financial reports to the public. idugh financial reports companies
increase the degree of transparency of their bssjri#cause current and potential
investors as external users of financial informatimly by those reports can find
out performances of the some company. The obligatiothe audit of financial
statements has its purpose in an independent ajedtivb verification of the
accuracy of these data and in increasing the it#jabf the financial reports.

It is necessary to change legislation. From thetpafi the organizers of the
stock market, liberalization of the financial maskes desirable, but with the use of
stronger control and protection mechanisms, in rotddncrease confidence and
security of investors. By this reorganization oflaweloped local financial market
considerable funds are required, which are otheratmarce. The capital market is
still shallow and there is a lack of the so-call&tlie chip" shares and municipal
bonds. Although privatization of state companiegdmeover a decade, has not yet
been fully completed. Serbia is the only countryhia region that has not applied a
mass voucher privatization (MVP)Cigi¢ 2008, 129). Other methods of
privatization that are carried in Serbia were adow down and delay the
emergence of institutional investors in the Serffiaancial market. Capital inflow
from the privatization of the few remaining statempanies is mainly directed at
current consumption and the foreign direct investisi¢-DI) are becoming smaller
per years, as it can be seen from the table.

Table 5: Foreign Direct Investments (nett) in Serka 2000. — 2010. godine in US$ millions

2000 | 2001| 2002 2003 2004 2005 2006 2007 2008 200910 2

50,0| 165,0f 4750 13650 966,0 1.550,0 4.264,0 ¥5pP2.716,9| 1.864,8 13641

Source:European Bank for Research and Development (EBRIDansition Report

Without strengthening the capital market, the greapresence of
institutional investors and other financial intediaes, the capital of domestic and
foreign owners needed for financing the real secannot be immobilized.
Without that there is no sustainable economic apraknt of a country.

Emergence of municipal bonds (or popularly calleaifis”) was expected
during 2011. They represent a great way for citiesnicipalities and local
governments to supply capital necessary for vanpagects, by issuing bonds with
different maturities. Municipal bonds are very attive to investors because of
their relatively low risk and satisfying return. \8bould also bear in mind the fact
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that in commercial banks there are EUR 6.3 billforeign currency savings of
Serbian citizens. It is estimated that another Bllion is by the citizens, out of
financial flows, which is a good signal for institinal investors.

6. Conclusion

The growing institutionalization of financial sags followed by the
growing importance of the role of pension and itwent funds and insurance
companies represents the most important chandeifirtancial markets in recent
times. By mobilization of fragmented capital of iWidual owners and its
investment, institutional investors contribute tocomomic development and
creation of social welfare, and at the same tinadize their primary goal -profit
maximization with a certain tolerance of risk. & in the interest of not only
institutional investors but also the insured, shal#ers, economy and society as a
whole. This is particularly important in less deymd countries where there is
permanent "hunger" for capital.

Without the development of the financial marketpezsally the capital
market, the greater presence of institutional itarss and other financial
intermediates, capital of domestic and foreign awneequired for financing the
real sector cannot be immobilized, and without tH@#re is no sustainable
economic development of a country. Problems aridimgn the shallow and
underdeveloped financial market in Serbia, furthegrloaded by the influence of
the global financial crisis, neutralized a goodtstd newer institutional investors
such as investment and pension funds are. Addltidifficulties are very bad
situation in the real sector, high dependence gmoits, weak and volatile local
currency, a large number of unemployed and pensosmed other users of social
benefits, then the non-confidence of the populatesulted from a bad experience
with the banking system during the nineties, aml#itk of information about the
benefits of investing to institutional investors, &ell as the lack of “blue chips”
securities and municipal bonds. All of this resdlten negative returns of
institutional investors on the Serbian financialrked, although they recorded
positive returns before the beginning of the gldbancial crisis. Also emerging
of new institutional investors is slowed and thexenow significant interest of
capital owners for investing in institutional intes.
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RAZLOZI SLABIJEG USPEHA INSTITUCIONALNIH
INVESTITORA NA FINANSIJSKOM TRZISTU SRBIJE

Rezime: Zemlje Isténe Evrope, ukljguju¢i i zemlje regiona bivSe
Jugoslavije, poslednjih godina belezile su stopeneknskog rasta znatno
vece nego razvijene zemlje. Dosadasnji razvoj je, pstaeeno, bio baziran na
stranim sredstvima plasiranim bilo kroz donacifearse direktne investicije,
kredite inostranih banaka. Matim, obezbédenje odrzivog ekonomskog
razvoja nije mogée bez mobilizacije donde finansijske Stednje koju
ostvaruju institucionalni investitori. lako se pdjaju kasnije u odnosu na
banke, institucionalni investitori kao finansijskenstitucije zn#&ajno
doprinose produbljivanju trziSta kapitala i njegavorazvoju a time i
ukupnom ekonomskom razvoju. U radu analiziramo wlatgstitucionalnih
investitora - investicionih fondova i osiguravéju druStava, kao izvora
dugora@nih sredstava finansiranja odrzivog ekonomskogomzwkazujemo
na njihovu poziciju u strukturi finansijskog sistamparalele njihovog
zn&aja u razvijenim i zemljama regiona bivSe JugogaviazItitost uticaja
svetske ekonomske krize na osigura¥ajurustva i investicione fondove,
njihove speciftne karakteristike i strukturu investicionih porjéel

Klju éne reti: ekonomski razvoj, institucionalni investitori, igsravajuta
drustva, investicioni fondovi
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