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PROSTORNA ANALIZA I REGIONALNE RAZLIKE 
TRGOVINSKOG SEKTORA U REPUBLICI SRBIJI 

Rezime: Srbija je po pitanju regionalnih razlika u samom evropskom vrhu, a 
trgovina se u tom kontekstu posmatra kao jedna od delatnosti koja može 
pozitivno uticati na uravnoteživanje tih razlika. U tom smislu, od posebne je 
važnosti poznavanje njene prostorne difuzije.Uzimajući u obzir promenu 
metodologije statističkog praćenja u periodu 2005-2009, u radu je prikazana 
prostorna analiza trgovinskog sektora kroz različite indikatore njenog 
razvoja: osnovne pokazatelje prostornih i prirodnih uslova (teritorijalne 
jedinice, homogenost prostornih jedinica), dinamičku statističku analizu 
demografskih faktora (gustina naseljenosti, depopulacija) i ekonomske 
kategorije (zarada, promet na malo). GIS analiza je bila osnov za seriju 
tematskih karata koje su korišćene za vizuelizaciju prostorne strukture 
trgovine, ali bez upuštanja u analizu poslovno finansijskih performansi i 
konkurentske prepoznatljivosti. 

Klju čne reči: GIS analiza, razvoj trgovine, trgovinski geoprostorni 
indikatori, regionalne razlike. 
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Companies are facing different and often conflicting demands of a number
of stakeholders. This problem is particularly evident when defining the primary 
objective of company's business. Although objectives such as profit maximization, 
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Companies often define the general business objective as the 
shareholder value maximization. For such an objective appropriate measures 
are those that take in account the amount, dynamics and risk of expected 
cash flows of the company. The aim of this paper is to determine the place 
and role of performance measures in the efforts of managers to maximize 
shareholder value. The performance measures are, in that regard
understood not only as criteria for performance evaluation, but also as 
instruments to guide and motivate managers and employees in the company. 
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Introduction 

Companies are facing different and often conflicting demands of a number
of stakeholders. This problem is particularly evident when defining the primary 
objective of company's business. Although objectives such as profit maximization, 
company’s growth and development and market share increase are often stressed, 

objectives is sufficiently comprehensive to ensure that the 
requirements of all stakeholders are met. Some authors (Lazonick and O'Sullivan 
2000; Rappaport 2006; Stančić 2007; Todorović 2010) suggest that majority of 
modern companies as a general objective (mission) of their business indentify 
maximization of shareholder value, usually defined as the present value of future 
free cash flows. Shareholder value maximization is considered to be objective 
sufficiently comprehensive to ensure the satisfaction of the requirements
stakeholders (Jensen 2001; Bloxham 2003; Stančić 2006), and is a cornerstone of 
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In basis of all value creation models are several factors that determine the 
amount and the present value of expected cash flows. These are return on invested 
capital (ROIC), weighted average cost of capital (WACC), expected company 
growth rate and planning period (the period during which the company expects to 
generate positive spread between the return on invested capital and weighted 
average cost of capital) (Arzac 1986; Arnold 2005). Value is created when a 
company succeeds to achieve a positive performance spread, ie. when ROIC 
exceeds WACC. Negative performance spread is reliable sign that current business 
activity destroys value of a company. The amount of value created or destroyed is a 
product of invested capital and the performance spread. 

The request to maximize shareholder value is connected with a necessity of 
abandoning of traditional accounting measures (net profit, profit margin, 
accounting rate of return, etc.) and reorientation to contemporary cash flow and 
value measures (economic value added, market value added, cash value added 
etc.). In business practice, managers still usually use measures based on accounting 
data (according to Ayadi et al. 1996; Krstić 2003; Fitzgerald 2007). Although this 
approach is simpler, it results in only partially accurate indications and suboptimal 
decisions, since accounting data weakly correspond with factors determining 
shareholder value (Stern 1974; Stewart 2003; Rappaport 2005, 2006; Čupić 2011). 
This is confirmed in many empirical studies suggesting that value measures are, 
more significantly than accounting measures, related to shareholder returns 
(Finegan 1991; Lehn and Makhija 1996; O'Byrne 1996; Wortington and West 
2004; Wet and Toit 2007). In this relation, Stančić (2005) suggests that, unlike 
accounting measures, contemporary value measures take in account cash flows, as 
well as key financial and non-financial factors that determine amount of created 
value.   

Management should establish a performance measurement system 
consistent with the objective of shareholder value maximization. The selected 
measures should allow measuring historical and forecasting future performance, 
consider the expectations of key stakeholders and provide clear guidance to 
managers and employees in connection with the activities to be undertaken in order 
to maximize value. The diversity of decisions to be made and the diversity of 
situations in which they are made do not entitle the managers to rely only on one 
measure, neither only on value and cash flow measures, but on the integrated 
performance measurement system. 

The Importance of Performance Measures for Value Maximization 

Although, in 1890 Marshall (see Marshall 1947) promoted the idea that the 
growth of equity should be a basic requirement that is placed before the company, 
and that the cost of equity, as opportunity cost, should be included in the overall 
cost of capital, companies have more decisively directed their actions towards the 
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objective of shareholder value maximization only over the last 30 years (according 
to Lazonick and O’Sullivan 2000; Jensen 2001; Todorović 2010). It was supposed 
to wait for almost a century for this idea to become widely accepted in theory and 
practice of corporate governance. Change of the company target orientation was 
followed by the development of contemporary performance measures, which are 
largely determined by the real cash flows and cost of capital. Todorović (2010) 
points out that contemporary performance measures are particularly useful because 
they show to managers how they can create value, while Kaličanin (2005) points 
out that these measures provide the motivation for managers in the selection and 
implementation of those options that maximize value.   

Given the importance of performance measures to achieve the objective to 
maximize shareholder value, numerous authors have studied development of 
performance measures. Vernimmen et al. (2009) emphasize that the various 
variants of accounting earnings (net profit, earnings per share - EPS, earnings 
before interest and taxes - EBIT, earnings before interest, taxes, depreciation and 
amortization - EBITDA) were used predominantly to the mid-1980s, when they 
were replaced with profitability indicators (return on equity – ROE, return on 
invested capital – ROIC, cash flow return on investment – CFROI). Only since the 
mid-1990s, when the Value-Based Management (VBM) began getting more and 
more followers, value measures gained on importance (economic value added– 
EVA, total shareholder return – TSR).  

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

Creating and maximizing shareholder value, as an objective of financial 
management, includes the use of performance measures that can objectively 
quantify changes in value of the company. Performance measures should help in 
finding a link between past achievements and long-term company health, on the 
one side, and its intrinsic value, on the other side. That is, as Dobbs et al. (2005) 
point out, performance measures should answer the following three questions: 

1. How much value is created in the previous period (as it is expressed in the 
financial statements)? 

2. To what extent does the company have the capacity to create new value in 
the future and which risks can prevent the value creation? 
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3. Is the assessment of the current market value of the company complied 
with the value that is created and one that should be created? 

Although the estimate of the past achievements of the company seems as a 
task that can successfully be completed by applying the accounting indicators 
(EBIT and net profit), due to the possible manipulation of the accounting data that 
is often not the case (according to Rappaport 2005; Stančić 2005; Čupić 2011). In 
addition, numerous empirical studies have not confirmed the reliability of these 
performance measures (Finegan 1991; Wet and Toit 2007). It is more likely that 
measures, such as ROIC, economic value added and economic profit, which are 
directly associated with the process of value creation, will provide a better 
assessment of past performances (Dobbs and Koller 2005; Čupić 2010). 
Nevertheless, considering the complexity of value measures, simpler accounting 
measures are considered to be a solid assessment of past achievements and are 
widely used in practice (Krstić 2003; Fitzgerald 2007).  

The evaluation of company’s health, or its long-term ability to create value, 
cannot rely on accounting measures (Ivanišević 2008), nor only on ROIC and 
growth rate. For this purpose, it is necessary to analyze the key value drivers that 
determine the value creation process in short, medium and long term. This is 
possible to do by the use of specific measures, which should allow for evaluation 
of contribution which products, staff and processes give to company's efforts to 
create shareholder value. Dobbs and Koller (2005) divided these measures into four 
groups as follows: 

1. Short-term measures include measures of sales productivity (market share, 
customer loyalty, the pace of store opening, etc.), operating-cost 
productivity (production costs, delivery costs, etc.), and capital 
productivity (turnover ratios, assets management, etc.). 

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

3. Long-term measures indicate the company's ability to maintain its position 
in the current business and to identify and exploit new business areas. The 
company has continually to measure and assess the challenges, such as 
new technologies, changes in consumer habits, which could jeopardize its 
current position in the surrounding. It is difficult to define these challenges 
more precisely, so companies must rely more on qualitative measures. 
They must analyze opportunities to cooperate with other companies, to 
enter new markets, etc.  

4. Organizational health measures should help in the assessment of 
company’s capacity (staff, their skills, organizational culture, etc.) to create 
shareholder value in the future.  
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All four groups of measures allow the analysis and evaluation of relevant 
value drivers influence on ROIC and growth rate, and indirectly on the discounted 
value of expected cash flows and market value of the company. In ideal conditions, 
on the efficient market, share price and other market indicators would be sufficient 
to assess the performances and company health (Stančić 2006). Since it is not so, 
managers and investors, in order to measure the market value of the company, as a 
result of the appropriate combination of value factors, should rely on several value 
measures, such as market value added, or total shareholder return (according to 
Stančić 2007). All performance measures should be linked to value drivers and 
market expectations, in such a way to provide an insight into a company's ability to 
create value on sustainable (long-term) basis.   

For large, complex companies, except this time dimension, the space, intra-
organizational dimension of performance measurement is also important. 
Multilevel companies, with a number of business units, must rely on numerous 
measures adapted to the needs of various organizational levels. Measures 
appropriate to the needs of the company, or those of business units, can hardly be 
used at lower organizational levels, and vice versa. For this reason, Meyer (2002) 
points out that in these companies, particular attention should be given to adapting 
and combining the measures in a following way: 

• cascade down of aggregate measures useful for the company level and in 
business units (e.g., EVA, TSR), in order to convey expectations and 
guidance on managers and employees at the operational and working group 
level and 

• roll up the specific value measures useful at the operational and working 
group level (e.g., customer satisfaction, cash cycle), in order to indicate the 
consequences of their actions for the business units they belong to and the 
company. (Meyer 2002, 28-31) 

Performance measures, in addition to control functions, which include 
measurement of past and assessment of future achievements, have another two 
important functions: 1) developing and directing function, as they are an important 
helpful tool for defining corporate and business units strategies and allocation of 
resources to alternative use and 2) motivational function, as they allow 
measurement of achievements of managers and other employees within the 
compensation system. If, for example, the company's ability to create value 
depends primarily on the efficiency of current assets management, managers 
should focus on improvements that will result in increasing the turnover rate of 
individual current assets items. For this purpose the management should have 
appropriate measures directly related to current assets (turnover ratios, turnover 
period etc.). In such a way specified measures, directly linked to value drivers, can 
serve as a solid basis for measuring the contributions of employees and managers, 
at various organizational levels, to implementation of general corporate objective.  
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Meyer (2002) points to seven basic requirements that managers and 
investors set before the performance measures (Figure 1). Demands placed before 
measures in small and simple companies, are shown outside the organizational 
pyramid, while the additional requirements of particular importance for large and 
complex companies are shown within the pyramid. Requirements related to the 
measurement of past achievements and long-term company health are shown at the 
top of the pyramid, since the measures which meet these requirements are useful at 
the corporate level. Requirements in terms of motivating and directing are shown at 
the bottom of the pyramid, since the measures that meet these requirements are 
useful for business units, managers and employees. 

Exhibit 1: The seven purposes of performance measures 

 
Source: Meyer 2002, 31 

The Reasons for Establishing a Performance Measurement System 

Companies that as a general objective of their business activities consider 
the shareholder value maximization, should pay special attention to development of 
the financial information system that will allow measurement of the value created 
and motivate managers and employees to create value (Stančić 2007a). Since these 
tasks cannot be met by a single measure, no matter how comprehensive it is, 
financial theory has long been debating on the criteria an ideal measure should 
meet (see Myers 1996).  

Morin and Jarrell (2001) emphasize that for the selection of appropriate 
performance measures, it is necessary to develop criteria for comparing various 
measures. They suggest the following six criteria: 1) Measuring accuracy – the 
degree to which measure takes into account amount, dynamics and risk of expected 
cash flows; 2) Suitability for strategic decision making - ability of a measure to 
assess effectiveness of planned strategies and serve as a basis for strategic decision 
making; 3) Performance measurement and compensation –suitability of the 
measure to provide an accurate evaluation of employees achievement, to be used as 
a basis for compensation, and to motivate employees to undertake only the 
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activities that maximize value; 4) Complexity - ease of calculating and 
communicating a measure to external users, operational managers and employees; 
5) Usefulness at different organizational levels - applicability of a measure at 
different organizational levels, as well as possibilities for the decomposition of a 
measure to value drivers appropriate to lower organizational levels; 6) Robustness 
- ability of a measure to reliably evaluate the performance of the company in 
various stages of company development (establishment, growth, maturity, decline), 
different stages of economic cycles (expansion or recession) and or different 
conditions in the financial market (bull or bear market).  

Based on the criteria developed by Morin and Jarrell, and taking into 
account the findings obtained by some other authors (Damodaran 1999; Helfert 
2001; Bouwens and Spekle 2007; Wet and Toit 2007; Cwynar 2008; Todorović 
2010), Table 1 shows the results of the analysis of the performance measures that 
are in theory and in practice often discussed and used. Criteria are given 
horizontally and numbered like in previous passage. Plus (+) sign indicates that the 
particular measure meets the criterion, and the minus (-) sign that the measure does 
not meet the criterion, while the question (?) sign indicates that measure partially 
and  only in specific situations meet the specific criteria. From Table 1 it can be 
concluded that most criteria are met by the total business return (TBR) and 
shareholder value added (SVA), and the least by EVA and CFROI. 

Table 1: Comparability analysis of the performance measures 

Performance 
measures 

1 2 3 4 5 6 

ROА - - - + + + 
NPV + + - - + + 
APV + + - - + + 
EVA - - - ? + ? 
SVA + + + - + + 
MVA ? + ? + - - 
IRR ? - - + + + 
CFROI - - - - + + 
TSR + + ? + - - 
TBR + + - + + + 

By analogy with the approach Stančić and Stancic (2010) applied for 
assessing measures of liquidity, alternatively it is possible to identify the following 
six criteria an ideal performance measure should meet: a) applicability regardless 
of purpose and time horizon; b) ability to comprise all the key value drivers; c) 
selectivity, i.e. doing away with any factors which are not influencing the value 
creation; d) feasibility of direct measuring the performances; e) ease of assessing 
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the performances on the basis of data available to both outside and inside analysts; 
f) comparability of the quantified performances in a given time and place.

Although it is unlikely that any 
requirements of all defined
the advantages and disadvantages of different measures. Based on 
framework managers can decide to use several performance
strategic decision making, and the other to assess th
Morin and Jarrell (2001) 
value measure increases (exhibit 2). Thus, measures relatively complex for 
calculation and communication, such as shareholder value added (SVA), net 
present value (NPV) and adjusted present value (APV), provide relatively accurate 
assessment of the value created. However, since they include the application of 
methods of discounting expected cash flows, they 
by managers whose performances are evaluated on the basis of these measures and 
almost useless for asse
employees (according to 
calculate and communicate, such as ROA
they are based solely on accounting data that 
actual cash flow (according to

Exhibit 2: Accuracy and complexity of several performance measures

Source: 

In terms of organizational level at which they can 
they will provide reliable guidelines, or in terms of usefulness for the different
stakeholders, Helfert (2001
considering the following three groups of stakeholders: managers, 
creditors. Managers are interested in the business and investment efficiency, the 
efficiency of employees, adequate use of resources, all in the context of the goal to 
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maximize shareholder value and the successful implementation of corporate and 
operational strategies. Shareholders are interested in the returns that the company 
earns and expect increasing profits, cash flows and dividends, which together 
should contribute to increasing their wealth. Creditors are interested in liquidity 
and cash flows of the company, leverage and the value of asset in order to assess 
company's ability to respond to their obligations.  

Feltham and Xie (1994) list several factors that aggravate the measurement 
of the created value and are causing the use of set of measures. They describe these 
factors as follows: a) actions of managers and employees are not directly 
measurable, b) full consequences of the manager's actions are not observable, 
because they are not precisely limited in space and time, c) due to the influence of 
uncontrolled factors, it is difficult to assess the actual effects of the undertaken 
activities, d) managers and employees do not always act in accordance with the 
interest of the company and shareholders. Bouwens and Spekle (2007) similarly 
pointed to three potential drawbacks of individual performance measures. These 
are: a) insensitivity, b) noise and c) incongruity.  

Performance measures should help managers to make decisions about 
future activities, as well as to measure the effects of these activities. In order to 
fulfill their purpose, measures should be sensitive on the activities initiated and 
implemented by managers. If they are insensitive, they will not be able to provide 
reliable and objective information necessary for making decisions and assessing the 
decision effectiveness. In that case, measured value will be different from the 
created value. For example, if managers assess the success of a shop based on the 
revenues, it is possible they will not notice the success of sellers measured by 
customers’ satisfaction. In perspective, increasing customers’ satisfaction can 
affect the increase in sales and shareholder value. 

The difference between created and measured value may arise as a result of 
the impact of uncontrolled factors (noise), which managers and employees did not 
affect. Manager can contribute value creation by eliminating some unnecessary 
expenses. However, if the manager's contribution to the value creation is estimated 
based on the amount of net profit, it is possible that his/her contribution to the 
reduction of costs will not be identified due to the influence of uncontrolled factors, 
such as increasing prices of raw materials. 

Performance measure is incongruent if it leaves the possibility that 
managers will undertake activities that are not consistent with the general 
company’s objective and if it positively evaluates such activities (see Cwynar 
2008). For example, if the measure of manager’s success is the amount of dividend 
payments, they can be encouraged to fully distribute current profit, although this is 
not congruent with the goal of shareholder value maximization. Thus, while 
insensitivity and noise cause the difference between created and measured value, 
and affect managers’ bonuses (Baker 2002), incongruence cause the differences 
between desired and achieved results.  
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It is unlikely that one measure can at the same time be deprived of all the 
deficiencies. Congruent measure is often insufficiently sensitive and is influenced 
by uncontrolled factors. For example, the share price is congruent with the 
objective of shareholder value maximization, but it is under the influence of 
uncontrolled factors and is insufficiently sensitive to the activities of operational 
managers. By contrast, ROA is usually sensitive to activities of operational 
managers, and incongruent with the general business objective (see Merchant 
2006). Also, a perfectly goal congruent measure can help managers make the best 
decision, but they probably will not make the maximum effort in the 
implementation of this decision if the measure is under the influence of 
uncontrolled factors. That is, managers may be inclined to use sensitive and 
measures without noise, even if they are incongruent, only not to jeopardize their 
bonuses (Baker 2002). Therefore, it is recommended to use a set of measures, 
where primary performance measure should be congruent, and additional measures 
should be sensitive and without noise (Feltham and Xie 1994; Baker 2002; 
Bouwens and Spekle 2007). In this way, managers will make the right decisions, 
and the outputs and compensations will be accurately assessed. 

Establishing Performance Measurement System 

Performance measurement system can be defined as a set of measures, 
allowing managers to face large number of business activities and their complexity, 
and to timely and properly focus on key value drivers. This system should meet the 
different information requirements, indicate the efficiency of material and 
intangible resources usage and measure the contribution of employees, managers, 
and parts of the company to implementation of the overall company objective. 
Design of performance measurement system is a very complex task, which 
involves selecting and defining the appropriate set of performance measures, their 
connecting with each other, and with internal and external environment. Each 
dimension of performance measurement system should be designed in a way that 
will ensure consistency throughout the system, and achievement of objective to 
maximize shareholder value.  

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

When establishing performance measurement system one should take into 
account the following requirements: 

• Simultaneous realization of long-term and short-term goals. Although 
managers should be focused on a long-term value creation, a necessary 
condition for the realization of this goal is survival of the company in the 
short-term. Performance measurement system should therefore enable the 
measurement of effects of long-term, strategic decisions and short-term, 
operational decisions. 

• Harmonization of interests of shareholders and managers. 
Shareholders are trying to find mechanisms that will motivate managers to 
make only those decisions that will maximize shareholder value. Usually it 
is a system of management compensation, in basis of which are 
performance measures that will be used to estimate the amount of 
compensation appropriate to accomplishments.  

• Harmonization of activities at different levels in the company. Since 
managers at lower organizational levels sometimes make decisions that are 
inconsistent with the objectives defined at the company level, a problem of 
reaching intra-company goal congruence may arise. Performance 
measurement system should synchronize activities of all parts of the 
company and provide guidelines for action.  

When designing a performance measurement system one should also have in mind 
the characteristics of organizational culture, requirements of all stakeholders and 
the necessity of vertical and horizontal connection of different measures.  

Rappaport (2005) points out that there is no greater impediment to good 
corporate governance and long-term value creation than short-term earnings 
obsession. He shows that improvements in the form and content of company’s 
financial statement, as well as incentives designed to defer a part of managers’ 
rewards until some of the uncertainty surrounding their performance can be 
resolved are promising ways of alleviating this obsession, ultimately leading to 
more shareholder friendly management behavior and more allocatively efficient 
market. Also, companies often create measurement system that does not measure 
intangible assets, which are key value drivers in most companies (Marr 2004). 
Companies can avoid this oversight by indentifying direct causal links between 
value drivers and performance measures. 

Although it is not necessary, nor possible, that all of the performance 
measures meet all specific requirements and criteria, it is necessary to include 
congruent, sensitive and measures without noise (Feltham and Xie 1994; Bouwens 
and Spekle 2007), as well as financial and non-financial measures (see Ittner and 
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Larcker 2003), in the performance measurement system. In such a way, the 
management of the company should be able to convey to managers at lower 
organizational levels and other employees, expectations of shareholders in terms of 
value creation, to motivate them to fully contribute to company’s success and to 
reward them in accordance with the contribution. 

A number of approaches to performance measurement system design is 
developed (see Ghalayini and Noble 1996; Neely et al. 1996, 2000; Artley and 
Stroh 2001; Dobbs et al. 2005). Тhe most prominent among these approaches are 
the Balance Scorecard (Kaplan and Norton 1992), integrated performance 
measurement (Nanni et al. 1992), performance measurement in service businesses 
(see Brignall and Ballantine 1996), and the performance prism (Neely et al. 2001). 
Despite some differences, they are all based on several common phases of 
performance measurement system development. Keegan et al. (1989) have 
systemized these phases as follows: a) defining the strategic goals of the company 
and its decomposition in order to define the goals of business units and to direct 
management activities, b) selecting performance measures relevant to the entire 
company and lower organizational levels and c) communicating expectations in 
terms of value creation and appropriate performance measures to managers and 
employees and periodic checks of the performance measurement system.  

Figure 3: Targets, incentives and rewards 

 
Source: Arnold (2005) 

Arnold (2005) suggests a solution for establishing a performance 
measurement system shown in Figure 3. This solution indicates the importance of 
selecting the goals and measures that meet the needs of the organizational level at 
which they are used. Senior management use external performance measures, 
which recognize and convey shareholder expectations. These measures are 
generally highly congruent, and are framework within which other performance 
measures should range. Since the external measures are not sufficiently sensitive 
and are affected by uncontrollable factors, at the level of business units more useful 
are internal performance measures, which are closely related to the value drivers. 
At the level of business functions, where operational managers have no authority in 
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terms of defining objectives and strategic solutions, as a measure of contribution to 
the value creation, useful are simpler performance measures and certain value 
drivers (customer satisfaction, cost of output, etc.). 

Figure 4: Which measure matter 

 
Source: Ittner and Larcker (2003) 

Approach presented in Figure 3 is in line with the Performance Planning 
Value Chain (PPVC), developed by the Center for Business Performance at 
Cranfield School of Management (Marr 2004; Neely and Jarrar 2004). PPVC 
suggests that organizations should build business models of causal relationship 
between the chosen drivers of strategic success and outcomes. Companies can use 
these causal maps (value driver maps) to visualize links between different aspects 
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and analysis. In addition, causal maps can help companies to select performance 
measures directly tied to the company’s objective and strategy. Figure 4 shows an 
example of such a cause-and-effect map developed by one very successful fast 
food chain (see Ittner and Larcker 2003). The diagram explains how better 
employee selection and staffing should lead to higher employee satisfaction and 
improved employee performance. The latter should increase customer satisfaction, 
ultimately leading to sales growth and shareholder value maximization.  

Wang Laboratories has developed the Strategic Measurement Analysis and 
Reporting Technique (SMART), with the objective to devise management control 
system with performance measures designed to define and sustain success 
(according to Ghalayini and Noble 1996). At the basis of this system is the desire 
to establish a clear and strong link between corporate goals and performance 
measures. SMART system can be presented as a four-story performance pyramid 
(see Figure 5). On top of the performance pyramid is company's vision, i.e. general 
objective of the company's business and key strategies for its achievement. At this 
level managers of all business units are assigned a role in realizing the vision and 
necessary resources. At next level, the vision is further divided by using market 
and financial measures. Third level defines specific business goals and priorities 
for small business units and business functions, such as customer satisfaction, 
flexibility and productivity. At the level of departments and work centres, goals 
and measures are broken down on more specific business criteria, such as quality, 
delivery, processing and cost. These more specific criteria, in the basis of the 
pyramid, allow for successful realization of the vision and defined strategies. 

Figure 5: The performance pyramid 

 
Source: Ghalayini and Noble (1996) 

While most financial consulting firms claim to possess an ideal 
performance measure, i.e. to own a measure which ideally corresponds with the 
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objective of shareholder value maximization, they all ultimately propose the use of 
a set of performance measures (see Ameels et al. 2002). For example, in consulting 
firm Stern Stewart & Co. insist on connection between market and economic value 
added (Stewart 2003), the Boston Consulting Group on correlation between the 
total shareholder return (TSR), total business return (TBR), cash value added 
(CVA) and key performance indicators (KPI) (Stelter 2000), and L.E.K Consulting 
and Alfred Rappaport stress the link between shareholder value added (SVA) and 
value drivers specific for different companies (Kunz and Lucatelli 2000). Starting 
from the premise that there is no perfect measure, Jim McTaggert from Marakon 
and Charles River Associates proposed to all companies to rely on three basic 
performance measures, namely:  

• Economic profit or economic value added. Such measures allow 
assessment of the company's success at present. However, company should 
not rely only on these measures when assessing the profitability of 
individual transactions. 

• Market value added. In contrast, this measure allows assessment of a 
company's ability to continue to create shareholder value. 

• Total shareholder return. This measure allows comparison of the company's 
success in relation to the overall market (according to Leahy 2000). 

McTaggert suggests that these measures are tightly linked, and that they can help 
companies to eliminate unsuccessful operations in order to maximize shareholder 
value.  

Despite some examples of successful use of value-based measures (Lloyds 
TSB, Coca Cola, Cadbury), empirical research regarding the use of performance 
measures and performance measurement system approaches show that companies 
are still considerably relying on accounting measures (for a review of empirical 
research on this subject see Ittner and Larcker 2001; Lueg and Schaffer 2010). 
KPMG study show that 90% of value oriented companies in the sample was still 
using earnings based measures in 1999, while only 35% was using SVA and EVA 
(according to Kaličanin 2006). Marr (2004) find that majority of 359 surveyed 
United States companies using formal performance measurement methodology rely 
on the Balance Scorecard (BSC) as their main methodology, while a small minority 
rely on EVA methodology. Bouwens and Van Lent (2007) find on a sample of 81 
business unit managers from the Netherlands that they are evaluated on the basis of 
ROI (68%), EVA (18%), CFROI (11%), or SVA (3%).  

Conclusion 

Although it is subject to intensive debate in theory and practice only last 
thirty years, the value concept is not that new idea. More or less explicitly, 
companies have long been governed bearing in mind the objective of maximizing 
the value (wealth) for the shareholders and all stakeholders. In the 19th century, 
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Alfred Marshall emphasized the need for full respect for the interests of 
shareholders, while many U.S. companies during the 1950s clearly defined the 
value added maximization as a goal which more fully than profit takes into account 
the requirements of different stakeholders. Today it can be argued that in the basis 
of a requirement to maximize net profit, as a goal that has long been advocated as 
the only and best, was a requirement for maximizing value added. True, net profit 
is goal and measure insufficiently comprehensive to take into account the interests 
of shareholders and other stakeholders. 

The value concept places in the forefront the need for integrated approach 
to managing the company, which includes the definition, implementation and 
evaluation of strategic and operational decisions with respect to the objective of 
shareholder value maximization. The performance measures, developed keeping in 
mind the objective of value maximization, are theoretically based on the analysis of 
real cash flows and relevant value drivers, with full consideration of cost of capital, 
the time value of money and total risk. These measures are a key link to the value 
concept implementation and business improvements. 

Numerous deficiencies of basic accounting measures and ratios have 
spurred efforts to design and develop measures that will in greater extent be in line 
with the objective of shareholder value maximization. However, there is no 
measure that meets all the requirements that an ideal measure should meet. 
Companies must therefore rely on the performance measurement system in order to 
meet different information requirements, enable assessing the efficiency of use of 
material and intangible resources and enable assessing the contribution of 
employees, managers, and parts of the company to implementation of the general 
objective of the company. 

References 

1. Ameels, A., Bruggeman, W., Scheipers, G. (2002) Value-Based Management Control 
Processes to Create Value Through Integration: A Literature Review. Vlerick Leuven 
Gent Management School Working Paper Series No. D/2002/6482/18. Gent: Vlerick 
Leuven Gent Management School. 

2. Arnold, G. (2005) Corporate Financial Management. Pearson Education Limited. 
3. Arzac, E. (1986) Do Your Business Units Create Shareholder Value? Harvard 

Business Review, 64(1): 121-126. 
4. Artley, W., Stroh, S. (2001) The Performance-Based Management Handbook: 

Establishing an Integrated Performance Measurement System. U.S. Department of 
Energy and Oak Ridge Associated Universities. 

5. Ayadi, F., Dufrene, U., Obi, P. (1996) Firm performance measure: temporal roadblocks 
to innovation? Managerial finance, 22(8): 18-32. 

6. Baker, G. (2002) Distortion and risk in optimal incentive contracts. Journal of Human 
Resources, 37(4): 728-751. 

7. Bloxham, E. (2003) Economic value Management (Applications and Techniques). John 
Wiley & Sons, Inc. 



A Choice of Performance Measurement System in the Shareholder Value Oriented Company 

97 

8. Bouwens, J., Spekle, R. (2007) Does EVA add value? In: Hopper, T., Horthcott, D. and 
Scapens, R. (ed.) Issues in Management Accounting: 245-269. Pearson Education Ltd. 

9. Bouwens, J., Van Lent, L. (2007) Assessing the Performance of Business Unit 
Managers. Journal of Accounting Research, 45(4): 667-697. 

10. Brignall, S., Ballantine, J. (1996) Performance Measurement in Service Business 
Revisited. International Journal of Service Industry Management, 7(1): 6-31. 

11. Cwynar, A. (2008) Goal-Congruence of Various Versions of Residual Income. 
Ekonomski horizonti, 10(1-2), pp. 23-32. 

12. Čupić, M. (2010) Ocena značaja četiri varijante rezidualnog dobitka za ostvarenje cilja 
maksimiziranja vrednosti za akcionare. Ekonomski horizonti, 12(2): 113-132. 

13. Čupić, M. (2011) Usaglašenost računovodstvenih merila sa ciljem maksimiziranja 
vrednosti za akcionare. Ekonomske teme, 49(1): 123-136. 

14. Damodaran, A. (1999) Value Creation and Enhancement: Back to the Future. NYU 
Working Paper No. FIN-99-018. 

15. Dobbs, R., Koller, T. (2005) Measuring long-term performance. The McKinsey 
Quarterly 2005 Special edition: Value and performance: 16-27. 

16. Dobbs, R., Leslie, K., Mendonca, L. (2005) Building the healthy corporation. The 
McKinsey Quarterly, Issue 3: 63-71. 

17. Feltham, G., Xie, J. (1994) Performance Measure Congruity and Diversity in Multi-
Task Principal/Agent Relations. The Accounting Review, (69)3: 429-453. 

18. Finegan, P.T. (1991) Maximizing shareholder value at the private company. Journal of 
Applied Corporate Finance, 4(1): 30-45. 

19. Fitzgerald, L. (2007) Performance measurement. In: Hopper, T., Horthcott, D. and 
Scapens, R. (ed.), Issues in Management Accounting: 223-241. Edinburgh Gate: 
Pearson Education Ltd. 

20. Ghalayini, A., Noble, J. (1996) The changing basis of performance measurement. 
International Journal of Operations & Production Management, 16(8): 63-80. 

21. Helfert, E. (2001) Financial analysis tools and techniques: a guide for managers. 
McGraw – Hill Companies, Inc. 

22. Ittner, C., Larcker, D. (2001) Assessing Empirical Research in Managerial Accounting: 
A Value-Based Management Perspective. Journal of Accounting and Economics, 32(1-
3): 349-410. 

23. Ittner, C., Larcker, D. (2003) Coming Up Short on Nonfinancial Performance 
Measurement. Harvard Business Review, 81(11): 88-95. 

24. Jensen, M. (2001) Value maximization, shareholder theory, and the corporate objective 
function. Journal of Applied Corporate Finance, 14(3): 8-21. 

25. Kaličanin, ð. (2005) Menadžment zasnovan na vrednosti: teorijska osnova, akcionarski 
zahtev i concept. Economic Annals, 165: 165-184. 

26. Kaplan, R., Norton, D. (1992) The Balance Scorecard – Measures that Drive 
Performance. Harvard Business Review, 70(1): 71-79. 

27. Keegan, D.P., Eiler, R.G., Jones, C.R. (1989) Are your performance measures 
obsolete? Management Accounting, 70(12): 45-50. 

28. Kennerly, M., Neely, A. (2002) A Framework of the Factors Affecting the Evolution of 
Performance Measurement Systems. International Journal of Operations and 
Production Management, 22(11): 1222-1245. 

29. Krstić, B. (2003) Neki aspekti sistema merenja performansi preduzeća. Ekonomske 
teme, 41(3): 155-162. 



Predrag Stančić, Milan Čupić, Vladimir Stančić 

98 

30. Kueng, P. (2002) Performance Measurement Systems in Service Sector: The Potential 
of IT is not Yet Utilised. International Journal of Business Performance Management, 
4(1): 95-114. 

31. Kunz, R., Lucatelli, A. (2000). The Real Worth of Shareholder Value. Economic 
Briefing No. 17. Zurich: Credit Suisse Economic Research. 

32. Lazonick, W., O’Sullivan, M. (2000) Maximizing shareholder value: a new ideology 
for corporate governance. Economy and Society, 29(1): 13-35. 

33. Leahy, T. (2000) The Holly Grail of Shareholder Value Measurement. Business 
Finance, February 1: 67. 

34. Lehn, K., Makhija, A. (1996) EVA and MVA as performance measures and signals for 
strategic change. Strategy and Leadership, 24(3): 34-38. 

35. Lueg, R., Schaffer, U. (2010) Assessing Empirical Research on Value-Based 
Management: Guidelines for Improved Hypothesis Testing. Journal of 
Betriebswirtschaft, 60(1): 1-47. 

36. Marr, B. (2004) Business Performance Management: Current State of the Art. 
Cranfield School of Management and Hyperion Solutions. 

37. Marshall, A. (1947) Principles of economics: an introductory volume. London: Alfred 
Marshall Macmillan. 

38. Merchant, K. (2006) Measuring General Managers’ Performances: Market, Accounting 
and Combination-of-Measures Systems. Accounting, Auditing and Accountability 
Journal, 19(6): 893-917. 

39. Meyer, M. (2002) Rethinking Performance Measurement – Beyond the Balanced 
Scorecard. Cambridge University Press. 

40. Morin, R., Jarrell, S. (2001) Driving Shareholder Value: Value-Building Techniques 
for Creating Shareholder Wealth. McGraw-Hill. 

41. Myers, R. (1996) Metric Wars. CFO: The Magazine for Senior Fnancial Executives, 
12(10): 41-50. 

42. Nanni, A., Dixon, R., Vollmann, T. (1992) Integrated Performance Measurement: 
Management Accounting to Support the New Realities. Journal of Management 
Accounting Research, 4(Fall): 1-19. 

43. Neely, A., Jarrar, Y. (2004) Extracting Value from Data – the Performance Planning 
Value Chain. Business Process Management Journal, 10(5): 505-509. 

44. Neely, A., Adams, C., Crowe, P. (2001) The Performance Prism in Practice. 
Measuring Business Excellence, 5(2): 6-12. 

45. Neely, A., Mills, J., Platts, K., Gregory, M., Richards, H. (1996) Performance 
Measurement System Design: Should Process Based Approaches be Adopted? 
International Journal of Production Economics, 46-47(1): 423-431. 

46. Neely, A., Mills, J., Platts, K., Richards, H., Gregory, M., Bourne, M., Kennerley, M. 
(2000) Performance Measurement System Design: Developing and Testing a Process-
Based Approach. International Journal of Operations and Production Management, 
20(10): 1119-1145. 

47. Neely, A., Yaghi, B., Youell, N. (2007) Enterprise Performance Management: The 
Global State of the Art. Cranfield School of Management and Oracle. 

48. O'Byrne, S. (1996) EVA and Market Value. Journal of Applied Corporate Finance, 
9(1): 116-125. 

49. Rappaport, A. (2005) The economics of short-term performance obsession. Financial 
Analysts Journal, 61(3): 65-79. 



A Choice of Performance Measurement System in the Shareholder Value Oriented Company 

99 

50. Rappaport, A. (2006) Ten ways to create shareholder value. Harvard Business Review, 
84(9): 66-77. 

51. Romanek, B., Lee, D. (2006) E-Communication to Shareholders outside the Offering 
Process. University of Toledo Law Review, 37(2): 387-402. 

52. Stančić, P. (2005) Kreiranje nove vrednosti preduzeća – imperativ savremenog 
finansijskog menadžmenta. U: Novićević, B. (ur.), Računovodstvo i poslovne finansije 
u savremenim uslovima poslovanja – stanje i perspektive, Zbornik radova sa 36. 
Simpozijuma SRR Srbije: 258-272. Beograd: SRR Srbije. 

53. Stančić, P. (2006) Savremeno upravljanje finansijama preduzeća. Ekonomski fakultet 
Univerziteta u Kragujevcu. 

54. Stančić, P. (2007) Finansijski aspekti kreiranja i merenja vrednosti preduzeća. U: 
Mikerević, D. (ur.), Mesto i uloga računovodstva i finansija u novom korporativnom 
okruženju, Zbornik radova sa 11. Kongresa SRR Republike Srpske: 307-328. Teslić: 
SRR Republike Srpske. 

55. Stančić, P. (2007a) Podobnost finansijskih izveštaja kao informacione osnove za 
upravljanje finansijama preduzeća. U: Čanak, J. (ur.), Računovodstvo i poslovne 
finansije u savremenim uslovima poslovanja, Zbornik radova sa 38. Simpozijuma SRR 
-Srbije: 7-25. Beograd: SRR Srbije. 

56. Stančić, P., Stančić, V. (2010) Financial Liquidity Management. In: Paszek, Z. (ed.), 
Poland – Serbia: The Challenges of the Scientific Cooperation: 257-269. Krakow: 
Andrzej Frycz Modrzewski Krakow University. 

57. Stelter, D. (2000). New Perspectives on Value Creation: A Study of the World’s Top 
Performers. Retrived from http://www.bcg.pt/documents/file13590.pdf. 

58. Stern, J. (1974) Earnings per share don’t count. Financial Analysts Journal, 30(4): 39-75. 
59. Stewart, B. (2003) How to fix accounting – measure and report economic profit. 

Journal of Applied Corporate Finance, 15(3): 63-82. 
60. Strenger, C. (2006). Best Practice for Dealing with Non-Controling Shareholders – An 

Institutional Investor’s Perspective. OECD Policy dialogue 2006 – Corporate 
Governance in India. Retrived from http://www.capital-governance-
advisory.com/060223StrengerOECDIndia.pdf.pdf. 

61. Todorović, M. (2010) Poslovno i finansijsko restrukturiranje preduzeća. Beograd: 
Centar za izdavačku delatnost Ekonomskog fakulteta u Beogradu. 

62. Vernimmen, P., Quiry, P, Dallocchio, M., Fur, Y.L., Salvi, A. (2009) Corporate 
Finance – Theory and Practice. Chichester: John Wiley & Sons Ltd. 

63. Wet, J. and Toit, E. (2007) Return on equity: a popular, but flawed measure of 
corporate financial performance. South African Journal of Busines Management, 38(1): 
59-69. 

64. Worthington, A. and West, T. (2004) Australian evidence concerning the information 
content of economic value-added. Australian Journal of Management, 29(2): 201-224. 

 

 



Predrag Stančić, Milan Čupić, Vladimir Stančić 

100 

IZBOR SISTEMA MERILA PERFORMANSI U PREDUZEĆU 
ORIJENTISANOM NA STVARANJE VREDNOSTI ZA AKCIONARE 

Rezime: Preduzeća opšti cilj poslovanja često definišu kao maksimiziranje 
vrednosti za akcionare. Ovako definisanom cilju su primerena merila koja 
uvažavaju iznos, dinamiku i rizik očekivanih novčanih tokova preduzeća. Cilj 
ovog rada je da, imajući u vidu ključne faktore stvaranja vrednosti, odredi 
mesto i ulogu merila performansi u nastojanjima menadžera da maksimiziraju 
vrednost za akcionare. Merila performansi su, pri tome, shvaćena ne samo 
kao kriterijumi za ocenu uspeha, već i kao instrumenti za usmeravanje i 
motivisanje menadžera i zaposlenih u preduzeću. 

Ključne reči: vrednost za akcionare, prinos na uloženi kapital, stopa rasta, 
merila performansi, sistem merenja performansi. 
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VIABLE SYSTEM MODEL IN (RE)DESIGNING  
AN ORGANIZATION – CASE STUDY 
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Abstract: Viable Systems Model (VSM), as the main methodological tool of 
Organizational Cybernetics, is one of the most relevant tool for 
organizational complexity management and designing an efficient and 
adaptable organization. The Model is based on a few fundamental cybernetic 
ideas: feedback, feedforward, black box, variety, recursion. Bringing 
together implementation, coordination, contol, development and identity, 
VSM can be creatively used in a valid diagnosing and (re)designing of the 
contemporary organizations. Consequently, a possible application of VSM in 
the process of (re)designing organization is illustrated in a Case study - the 
company "XYZ".  

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

1. Introduction 

Contemporary organizations are faced with the changes growing in 
importance in the environment as well as with tendencies that threaten their 
existence and development. Certain systems approaches to organizational 
designing are important for understanding organizational viability. In this sense, 
this paper deals with Organizational Cybernetics as a systems approach to 
designing complex, adaptable systems, such as modern companies. The research 
focuses on the Viable System Model (VSM), which is the basic methodological 
tool of Organizational Cybernetics.  

The research goal is to demonstrate theoretical, methodological and most 
importantly the applicable potentials of VSM in the process of organization 
(re)designing. In fact, the goal is to specify the manners in which VSM can help 
managers identify, completely understand and apply fundamental cybernetic 
principles of managing complex, adaptable systems. 

                                                 
∗ University of Kragujevac, Faculty of Economics, e-mail: dejanaz@kg.ac.rs 
UDC 330.46, review paper 
Received: 10.11. 2011. Accepted: 25.02.2012. 



Dejana Zlatanović 

 102 

This research is based on the following key hypothesis: If the Viable 
System Model, through the processes of diagnosing and (re)designing, is applied 
in the management of organizations, more efficient goal achievement is provided; 
also, learning and adaptability of an organisation are encouraged.  

First of all, the paper introduces basic theoretical and methodological 
features of VSM, as well as the procedure of its application in (re)designing 
organizations. In addition, the "XYZ" company is examined in conceptual 
framework of VSM, possible recommendations for redesign are identified, as well 
as certain strenghts and limitations of Model application in (re)designing the 
"XYZ" company. 

2. Viable System Model – key theoretical and methodological features 

Starting from human body and the relevant cybernetics laws, S. Beer built 
a model that consists of five major subsystems identified in brain and body, and the 
appropriate feedback loops and information flows. It is the Viable System Model, 
which is the model of the key characteristics that each viable system must have 
(Beer, 1994 a; 1994 b; 1994 c).  

In order for a system to become viable and develop successfully, it must 
possess the following features (Petrović, 2010, 388-389): 

• Firstly, these systems must possess the capability to solve problems. It 
means that they can respond not only to some usual events, such as 
customer orders, but also to some unusual, untypical events like the 
emergence of new technologies. Bearing in mind that contemporary 
environment is characterised by pronounced turbulence and uncertainty, 
the capability of a system to also respond to some unanticipated stimuli, is 
a key feature of the viable system. As a result, the system can confront not 
only inner interruptions and errors, but to adapt to environmental actions as 
well. These systems, also, grow and develop, since, according to their 
experience, they can learn what their optimal response to a stimulus is. So, 
the key features of each viable system are adaptability and learning.  

• Also, contemporary organisations, viewed as viable systems, do not 
operate in a vacuum, but they are inextricably linked to the environment 
they operate in. Survival and development of organisations will depend on 
their capability to adapt to demands of the environment or to put them 
under their own control. Changes in environment affect work, manner of 
management and organisation of a company. Therefore it is necessary to 
identify, anticipate and evaluate them. The basic assumption for this is a 
continuous exchange of correct and timely information with the 
environment. Any attempt to artificially isolate the system from the 
environment would lead to negative consequences and it would preclude it 
of achieving its basic purpose – survival.   
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• Finally, in addition to multiple, bilateral couplings between the system and 
the environment, meaningful, dynamic, relatively autonomous subsystems 
that the system is split into, are linked to each other and are in constant 
interactions with each other. 

Organisations can possess the above features only if they possess high 
complexity, that is, complexity above certain "complexity barrier".  

Theoretically, of particular importance for the Model are the principles that 
it is based on, such as the Law of Requisite Variety and the principle of recursion. 
Variety is the cybernetic measure of complexity, i.e. the number of potential 
systems states (Beer, 1994 b, 35). If the subject of observation is contemporary 
organizations, the problem is  great difference in variety between the organization, 
its environment and the process of managing it. As a rule, environment is much 
more complex than organization, and the organization is more complex than the 
process which manages it. In order for the management to control the system and 
the system to persist in the changeable environment, their varieties must be 
balanced. The above means that the Law of Requisite Variety must be respected, 
and it says: "Only variety can absorb variety" (Beer, 1994 a, 86). That further 
means that the variety of highly variety systems must be decreased and the variety 
of low variety systems must be increased. This process, defined as variety 
engineering, can be effective if organizations deal only with the part of the 
environment that causes obstacles that the organization must react on in order to 
persist. It is the so called residual variety of environment. The analogous also 
applies to the organization and its management, for which the residual variety of 
organization is relevant, that is, the variety which is not absorbed by the processes 
of self-organization and self-regulation (Espejo et al, 1996, 106-107).  

In addition to the Law of Requisite Variety, the theoretical core of VSM is 
the principle of recursion. The principle of recursion concerns the fact that systems 
are hierarchically arranged, and that organizational forms of higher system levels 
can be repeated in their parts. In other words, the same principles of VSM can be 
used for modeling the subsystems of an organization, the organization itself and 
supra system that the organization is a part of (Schwaninger, 2004, 518).  

Namely, as a functionalist systems approach, Organisational Cybernetics 
and VSM - its key methodological tool, imply that, in organisations, there is a 
general agreement about direct and indirect goals which are to be pursued. They 
insist on exploring the interior of the system in order to reveal those features of 
system design necessary for them to be more efficient as time passes, that is, to be 
viable and to develop in turbulent environments.  The concept of efficiency of 
system functioning refers to the fact that the explored system "does the things in 
the right way". It means that the system is able to determine and implement 
appropriate manner of its own functioning and choose and use the means which are 
appropriate for achieving the established indirect and direct goals of its functioning 
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(Petrović, 2010, 270). In this regard, for the Viable System Model, in addition to 
mentioned cybernetic principles – the Law of requisite variety and recursion - 
feedback, feedforward and black box are also relevant. 

In this context, primarily negative feedback is of particular importance. 
Negative feedback results in balancing effects in functioning of subsystems, that is 
the system, and presents the basic instrument of their self-regulation, that is self-
control, in which, by selecting and implementing certain responses to changes, 
identified exceptions are eliminated from achieved results while purposeful 
behaviour of subsystems, that is the system, is provided. (Jackson, 2003, 7). 

As a specific, relevant expression of internal regulation, feedforward 
control of organisation implies certain response, system's reaction the aim of which 
is to prevent disproportion between a future, real condition and certain referent 
condition of the system. In this sense, contemporay companies are not only 
adaptive, feedback systems, but also are able to behave proactively. It means that 
organizations can create the changes in order to be viable and adapt to the changes 
in the relevant environment (Petrović, 2010, 106). 

Black box presents such an instrumentarium of cybernetics in which the 
studied phenomenon, process, problem, is viewed as a system whose internal 
organisation, that is the structure, researcher knows nothing about. The only 
available information relates to inputs and outputs of the viewed system, which 
means that the researcher is expected to identify essential features of the manner 
the system functions and reach relevant conclusions about its arrangement, that is 
the structure, by establishing functional relations between the achieved results 
(outputs of the relevant system) and presumptions for achieving those results 
(inputs of the system) (Beer, 1994 a, 45). 

 VSM functions on the idea that an organization can be conceptualized as 
an organism with developed intellectual capacities which enable systems thinking, 
vision and strategy of persistence in the state of constant changes of environment. 
Accordingly, VSM includes the following five functions - Ill. 1 (Broclersby and 
Cummings, 50): the implementation function, that is, operational elements which 
directly interface with the external environment; coordination function which 
ensures that operational elements work harmoniously, control function which 
allocates resources to the operational elements; intelligence, i.e. development 
function which considers the system as a whole – its strategic potentials, threats 
and future direction; the identity function which conceives of the purpose or raison 
d’être of the system.  

For understanding VSM, of great importance is to precise vital features of 
five mutually connected, functional segments (Petrović, 2010, 395-396):  

The components of the S1 segment are operational elements of the system, 
which are responsible for one of the five functions included in VSM - 
implementation. Operational elements are the core of recursive model and ought to 
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have a high level of autonomy to be able to adapt to demands of environment. The 
S2 segment coordinates operational elements, ensuring their harmonious operation. 
The control function is represented by the S3 segment and because of that the 

system maintains internal stability. To complement the control function, the S3
∗

 
segment occurs, which, through its audit channels, enables the control function to 
perform necessary audits of the operation of operational elements. The intelligence 
function is represented by the S4 segment. This function is a necessary requirement 
for system adaptability because: it gathers all the relevant information from the 
environment, both internal and external, and sends organizational response to the 
environment. Lastly, the S5 segment represents the identity function. In this 
segment the mission or raison d’être of the system is defined, that is, the policy of 
organization is determined and its modification is performed.  

Illustration 1: Conceptual framework of VSM   

 
Source: (Brocklersby and Cummings, 1996, 51) 

Also, of particular importance for the Model are communication channels 
and information flows, which are presented by the lines of orders and control, audit 
channels, vital information regarding the problems in operations and relevant 
information concerning opportunities and threats from the environment (Petrović, 
2003, p. 79).   

In the process of VSM application in (re)designing an organization, three 
relevant sub-processes can be distinguished (Flood, 1996, 149-157): system 
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identification, system diagnosing and redesigning (when required). System 
identification starts with specifying the purpose or reason of the organization 
existence. Identification can help detect the following entities of triple recursive 
level: system in focus - recursive level 1, supra system of the system in focus - 
recursive level 0, the operational elements of the system in focus - recursive level 2.  

After the identification in the process of VSM application is carried out, 
the sub-process of system diagnosis follows. It is conducted through careful 
analysis of, primarily, the S1, S2, S3, S4 and S5 segments of the system in focus, and 
then by the analysis of all information channels, transmitters and control loops. 

One starts with studying the S1 segment, the parts of which are presented 
through the operational elements of the system, that is, organizational divisions. In 
studying the S2 segment one starts from the fact that the coordination function is 
necessary when the operational elements themselves cannot adequately respond to 
the changes that occur in the environment, but what must be performed is the 
coordination of their processes with the processes of other operational elements. 
The study continues in the S3 segment by which the function of control is 
represented. During this process one must respect the fact that the control is the 
next management function; it is necessary when coordination cannot manage a 
changeable situation on a long-term basis. Studying the S4 segment which 
represents the intelligence function, one must respect the fact that this function 
serves to collect all the relevant information from both external and internal 
environment. In this manner, it performs a kind of SWOT analysis (Strengths, 
Weaknesses, Opportunities and Threats). The diagnosing must also include the S5 
segment, that is, the identity function. Since it deals with formulating the purpose 
and indirect goals of organization, the knowledge, achieved through the function of 
intelligence, that formal purpose is not adequate any more, is of particular 
importance. With the study of this segment the process of system diagnosing ends.  

The mere application of VSM in designing a system or an organization 
does not mean it is devoid of all the flaws and errors. These errors are revealed and 
specified through diagnosing. Errors can occur in all the segments and levels, such 
as errors in determining the level of recursion, inadequate estimation of importance 
of the parts of the S1 segment, inadequate identity of the created in the S5 segment 
and the like. When some of the mentioned errors are revealed in an organization, 
one starts redesigning the system which is the last sub-process in VSM application 
(Flood, 1995,157-161). The first step in redesigning a system is a diagram 
presentation of the identified problems of organization. Then, their examination 
and analysis are performed. Thereat, of great importance is the formulation of 
certain procedures: the procedure for the processes of operational elements and 
procedure for management functions. Therefore, diagnosis and resulting analysis, 
i.e. described redesign, ensure appropriate and complete tool kit which deals with 
the problem of designing an efficient and adaptable organization.   
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3. The ″XYZ″ company as a viable system 

The paper focuses on the research of the ″XYZ″ company1, whose main 
service is the transportation of passengers in urban, suburban and intercity traffic. 
Additional services are trade, tourist agency, craft and repair services, business 
services (vehicle technical inspection) and other (services such as driver training 
for all categories). In this sense, organizational structure of the Company is 
illustrated in the following picture: 

Illustration 2: Organizational structure of the ″XYZ″ company  

Legal, general and
personnel affairs service

General maintenance
division

DEPARTMENT OF LEGAL, GENERAL
AND PERSONNEL  AFFAIRS

FINANCE 
DEPARTMENT

DEPARTMENT OF ECONOMIC
AND COMMERCIAL  AFFAIRS

TRAFFIC EXPLOITATION 
DEPARTMENT

TECHNICAL
 DEPARTMENT

Claim settlement
division

Finance operative
division

Accountancy division

Business unit
YZ ELECTRIC"X "
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Purchase service
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Center for driving training

Marketing service BU Urban transport

BU Suburban transport

BU Intercity transport

BU A

BU B

Bus station  1

Bus station 2

Bus station  3

Bus station 4

Tourist agency

Preparation service

Aggregate repair division

Service

Maintenance service for passenger 
vehicle program

Vehicle repair service

Vehicle repair division

Tin and ironmogery works
division

Precise mechanics division

Military program division

TOP MANAGER 
GROUP

CONTROL 
SERVICE

Traffic control division

Technical control division

Security division

Company YZ "X "

 

3.1. System identification 

The study of the respective company in the conceptual framework of VSM 
starts with specifying its mission. The mission or the main purpose of business 
operations of the company could be specified as follows: 

″We want to provide the best quality of transport to our clients. Our 
aspirations are directed towards satisfying the needs and expectations of our clients 
in the best way possible, providing a comprehensive transportation system – urban, 
suburban and intercity transport and services that support it.″ 

                                                 
1 In order to protect the identity, the company which is researched in this paper is marked as ″XYZ″. 
The data were gathered from the relevant documentation of the Company, as well as through 
interviews with relevant managers and employees.    
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According to the purpose of the company and relying on VSM and its 
application, the following levels of recursion can be determined: 

• System in focus – recursive level 1. It is the system which ensures 
achievement of pre-determined purpose, and which is represented by the S1 
segment. In this case, it is about the Traffic Exploitation Department, 
which is the system in focus, that is, recursive level 1. Parts of the S1 
segment, more precisely its operational elements, could be determined as 
follows: urban, suburban and intercity transport.  

• High-order system, whose subsystem is the system in focus – recursive 
level 0. The ″XYZ″ company as a whole, represents this level of recursion 
and, in conceptual framework of VSM, it could be split into: core business 
– the Traffic Exploitation Department, Core business supportive services 
and Future affairs.  

• The viable units of the system in focus – recursive level 2. Each of the 
determined operational elements - urban, suburban and intercity transport, 
could further be divided into different lines: line 1, line 2, line 3, etc. 

The determined recursive levels can be presented as follows: 

Illustration 3: Recursion levels in the ″XYZ″ company  

Company XYZ" "

Core business

Core business 
supportive 
services

Future business
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Department
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Intercity transport
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Line 1

Line 2
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3.2. System diagnosis 

Urban, Suburban and Intercity transport as operational elements of system 

After the identification phase, the phase of diagnosing of each of the 
separated segments and corresponding management functions (coordination, 
control, intelligence and identity) follows. The operational elements of the system 
responsible for purpose implementation are: Urban, Suburban and Intercity 
Transport. Urban transport can also be denoted as Public Urban Transport of 
Passengers (PUTP). In late 2005 the institution of integrated transport is introduced 
in PUTP. In other words, the City Council established an Agency that dealt with 
tickets pricing and their sale. The agency sells single and monthly tickets for all the 
user categories: workers, pupils and students, pensioners. The ″XYZ″ company as 
a passenger carrier receives compensation from the City per car day. This means 
that the exploitation of a bus per day is charged. PUTP has 38 buses at its disposal, 
whereas car day price for a ″solo″ bus differs from car day price for an articulated 
bus. The ″XYZ″ company holds 29 lines in urban transport. In Suburban transport, 
it holds over 80 lines, in Intercity transport - 10-15 lines, and since 1997 the 
″XYZ″ company has been engaged in international transport as well. 

In the diagnosing of this segment, of particular importance is to identify 
the problems that operational elements face with in their operation, to determine 
local and prospective environments, to specify the indicators of functioning and to 
determine localized management for the respective segment. Some of the key 
problems that the determined operational elements face with are various financial 
limitations (e.g. great costs of amortization due to unfavorable age vehicle structure), 
then problems closely connected to seasonal influences ("snow in winter – Force 
Majeure"), which requires additional investments in equipment and the like.  

As for the localized management of the S1 segment, it is necessary to 
emphasize that for the lines maintenance in all types of transport the key role is 
played by dispatchers, who are responsible to business unit managers. Business 
unit managers are inferior to the Traffic Manager, and he is directly responsible to 
the Top manager. In the study of this segment it is also possible to determine 
appropriate indicators of functioning. In each of the elements of this segment the 
key indicator of successful operation is the volume of services performed, and it is 
expressed by the mileage and the number of passengers transported. The data are 
taken from individual travel orders filled in by the drivers, whereas the number of 
passengers is recorded from the lists filled in by conductors, that is, from the 
records of the number of sold tickets.  

Determining local environments of operational elements can be performed 
through, primarily, identification of key direct competitors (companies "A", "B", 
"C", etc.) and indirect competitors (taxi services). Since this is the company which 
does not use electrically-driven vehicles in Urban Transport, then the future 
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environment of this segment is connected to the development of electrical 
transport, and the development of vehicles that respond to ecological demands, and 
which are, at the same time, economically more rational. Future environment of 
this segment is also connected to the development of traffic infrastructure.  

Coordination function 

When studying the coordination function, the attention should be paid to 
both, coordination in each of the separated parts of the S1 segment, and 
coordination of operational elements themselves. Operation coordination in each of 
the operational elements is the responsibility of dispatchers. Their responsibility is 
to monitor and coordinate the functioning of different lines. The key document, 
that is, the basic procedure through which the transport takes place is the schedule 
for both, work days and weekend. In case of a breakdown or some other problem, 
driving personnel informs the competent dispatcher. If it is a short-term problem 
(e.g. less serious breakdown on a vehicle) the dispatchers deal with it by sending 
another vehicle and driving personnel and/or by repairing the breakdown on the 
vehicle. If there are long-term problems, the information is sent to the competent 
managers, and further through the hierarchy.  

When it comes to the coordination between the operational elements in 
question - urban, suburban and intercity transport - the following can be 
emphasized: Separated operational elements are complete, relatively independent 
units. Each of the elements has its own capacities, employees, management. Since 
the role of the coordination function is to deal with short-term problems in 
operational elements, their fluctuations or conflicts, it can be stressed that, in the 
company in question it is present ad hoc. The thing is: A problem can occur in one 
operational element – for instance, a bus breakdown in Urban transport. In case that, 
at that very moment, there are no available buses from Urban transport, a bus from 
Suburban transport is sent, for example. All those who are responsible for normal 
traffic operation, starting from the driving personnel, dispatchers and business units 
managers, are willing to ask for and give help to another operational element. 

Therefore, one can conclude that there is a willingness of local managers to 
cooperate and provide the cohesion of the elements. Information flows or 
communication channels are of relevant importance for the cooperation between 
the operational elements. There were situations when the information flows were 
such that it took much time for the information to reach those who were supposed 
to make decisions, which required the responses to certain claims to be very slow. 
Since this is a business activity where the time is one of the key factors, radio 
communication is introduced in buses in order to improve communication 
channels, and since 2005 local communication network was also introduced 
through which the employees could exchange the relevant information between 
themselves. However, in spite of certain aspects of cooperation and mutual help 
between operational elements, it is necessary to expand coordination.  
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Control function 

Control is the next management function which is to be diagnosed in the 
VSM application. The control in the examined company is a continuos activity 
which is quite important for undisturbed conduction of the company‘s basic 
purpose. In the organizational chart one can see that it is singled out into a special 
company service – Control service.  

The control in the Company can be divided as follows: First of all, for the 
transport safety and normal course of process of particular importance is vehicle 
technical inspection, that is, the control of technical condition of buses, which is 
performed by Technical Control Service. Vehicles are subject to this kind of 
control twice a year. Additionally, vehicles are subjected to an extraordinary 
technical inspection if necessary. Particularly important segment of the control 
concerns the control of vehicle travel speed. Such kind of control is performed by 
Workshop for tachographs. Speed adjustment is carefully monitored and one must 
be careful not to deviate from the established standards. The activities of driving 
personnel and fieldwork conductors are also controlled, and it is the responsibility 
of Internal control. This segment may be joined by the Claim Settlement Office 
which organizationally belongs to the Finance department which controls and 
monitors selling tickets and fare collection by conductors.  

The diagnosis of this function can be continued by examining the ways of 
performing the allocation of resources between different operational elements. 
Resource allocation in the "XYZ" company is different for PUTP, that is, for public 
transport compared to suburban and intercity transport. Namely, in PUTP, the City 
Council directly manages the lines and has the right to entrust transport with 
various carriers, that is, it has the right to choose carriers among those who apply 
for the tender calls that it itself invites. Work equipment and driving personnel are 
provided by the Company. Money from the fare collection goes to the City 
Council, and the "XYZ" company receives compensation for transport performed in 
form of car days.  

In contrast, in Suburban and Intercity transport the lines are provided on 
the basis of agreeing schedules made by the Serbian Chamber of Commerce. The 
respective company performs the transportation with its own facilities and driving 
personnel and gets the income from fare collection.  

In the line with the above, one can conclude that the resources allocation is 
an issue that is not entirely the responsibility of the Company, especially when it 
comes to PUTP. To achieve more efficient Urban transport, it is necessary to 
provide active assistance from the Municipality in the form of certain subventions, 
donations and the like in order to provide the long-term PUTP operation. More 
attention should be paid to the manner in which decisions are made concerning 
resources allocation, that is, to questions how and why certain allocations are done. 
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Because of the fact that, according to VSM, the integral part of this 
segment is also the audit of the functioning of operational elements, the diagnosis 
of the function of control also includes the examination of certain audit channels. 
In the ″XYZ″ company, external audit of financial reports is conducted. Of relevant 
importance is also the Plan and Analysis Department, which keeps records of the 
most significant inputs (fuel, oil and grease, car tires, spare parts and the like), as 
well as the records of the physical volume of services presented through mileage 
and the number of passengers.  

Examining the manner in which this segment applies authority, it can be 
said that the function of control is, in a certain sense centralized, which does not 
imply weakness in the respective company. Namely, since this is a business 
activity where the safety of passengers is in the first place, it takes rigid, but 
explicit procedures that must be followed in order to meet this goal. For example, 
during vehicle technical inspection, and tachograph check, it is necessary to follow 
certain standards, that is, procedures. Accordingly, this is the function which 
represents the support to the implementation of the established policy and stability 
maintenance, that is, providing quality and reliance of transport.  

From the above considerations, it is evident that there are three relatively 
autonomous units: Urban, Suburban and Intercity transport. They are operationally 
connected to each other, primarily through overlaps in the markets they serve, and 
through the technology they share (e.g. certain types of vehicles, repair services, 
workshops for tachographs, etc.). Of particular importance for the viability is to 
provide their cohesion, i.e. to achieve a level of unity between these parts. 
Accordingly, what is important is following: monitoring their activities (audit of 
the operational elements), negotiating the program which is to be realized and 
resources, as well as the strong coordination function, as integral segments of 
cohesive mechanism. From the previous diagnosis of operational elements, the 
coordination and control functions, one can conclude that some of these activities 
are present in the company, such as ad hoc cooperation between operational 
elements in the event of a breakdown on one of the vehicles. Monitoring activities 
are primarily embodied in the control function (sudden vehicle controls and 
fieldwork driving personnel). Yet, it is necessary to develop these activities 
according to VSM recommendations, that is, recommendations that would provide 
viability of the company.  

Intelligence function 

The intelligence function is supposed to gather all the relevant information 
on opportunities, threats, strengths and weaknesses of the company, that is, to 
conduct a kind of SWOT analysis. The key opportunities of the Company ought to 
be searched for in electro-transport. Also, the opportunities of the Company are 
closely related to the construction of local roads, highways and motorways. Except 
the already said, one can observe opportunities that relate to the segment of 
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Intercity, i.e. international transport. These are, for instance, transport of students 
on excursions or the transport of passengers/tourists with tourist organizations.  

The main threats can be identified through legal and illegal competition 
(firms that do not pay their dues, employ pensioners, stop outside bus stops, etc.). 
Also, a threat for the Company can even be a regulation on mandatory introduction 
of vehicles with Euro engines, which would require significant assets for the 
renewal of vehicle fleet. 

The strengths of this company are reflected in the quality personnel 
(primarily high-quality driving personnel), number of facilities available (the most 
important ones are definitely bus stations), good technical department and other 
quality services provided. In other words, the key strength of this company is that it 
has a complete transportation system and accompanying services (vehicle technical 
inspection, driver trainings for all categories, repair vehicle service, etc.). 

Finally, certain weaknesses can be identified, such as high costs of 
depreciation due to unfavorable age structure of the vehicles and lack of financial 
resources. 

The study of the intelligence function in the Company can start with the 
following question: Is there such a function in the Company at all? The function 
which deals with market research, estimation of the necessity of certain lines, 
introduction of new lines, is the function of marketing. Also, there is a special unit 
in the Company called ″XYZ-electric″, which deals with one of the greatest 
opportunities of this company – electro-transport. Besides, some of the issues 
related to further development of the company are the responsibility of the highest 
management bodies.  

When diagnosing this function, the following questions may be asked: Is 
the function of intelligence up to date with the strengths and weaknesses of the 
operational elements, as well as with opportunities and threats in the relevant 
environment? Also, are these pieces of information available to all the relevant 
parts and management functions? Does one care for the future and is this function 
open to new ideas? Is the gathered information useful for establishing policy and 
identity of the company, etc.? In the context of previous issues it can be 
emphasized that the intelligence function – according to the conception and logics 
of VSM – in the respective company is insufficiently developed. In other words, 
some of these issues are dealt by different functions and parts in the company, such 
as marketing, ″XYZ-electric″ unit and others. In a certain sense, some of the 
relevant pieces of information are present in the company, but they are scattered 
throughout the architecture of the system and it takes long time to make them 
available to those who make decisions.                             
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Identity function 

The identity function is a special management function which ought to be 
diagnosed in VSM application. It is a function used for determining the vision of 
the company, that is, for formulating the policy and goals to be achieved through 
the company business operation. This function is the responsibility of the highest 
management bodies in the ″XYZ″ company - the Assembly and Board of Directors. 
The Assembly consists of the representatives of shareholders. In order for a 
shareholder to become a member of the Assembly he must possess at least 1250 
shares. Then, the Assembly elects and appoints the members of the Board of 
Directors, which reviews the company activities, makes relevant decisions and 
gives guidance and recommendations to the Top manger, who makes final 
decisions. The Board of Directors, also, appoints the Top manager, who is obliged 
to implement decisions of the Board of Directors. Therefore, there is a hierarchy in 
decision making and management.  

In the diagnosing of the identity function one should start from the following: 
Is there a clear vision and specific course of action? According to the knowledge 
reached during the research of this company, one can conclude that such a vision 
exists, that is, it can be stressed that the company intends to continue providing the 
quality transport system, as well as to become the leader in the industry.  

Also, the study of the identity function can be continued through 
examination procedures which would lead to a change of the formulated policy if it 
were found out that the activities that enable the achievement of the set goals 
cannot be coordinated and controlled or if the information concerning threats and 
opportunities were such that it is necessary to change the formulated policy. This 
issue is closely related to the effectiveness of other contemplated management 
functions. The effectiveness of this function will depend on their effectiveness. 
Since it is necessary to further develop the function of coordination and the 
function of intelligence, it can be said that such kind of procedure in the respective 
company does not exist. However, it is necessary to emphasize that decisions are 
made with respect to various pieces of information available to the Board of 
Directors and which concern the complete company business operations. The 
Computer Center has an important role in the integration of the relevant 
information in the respective company. This center receives information from 
different parts of the Company. 

Except the above, it should be stressed that this segment ought to be 
engaged in the improvement of the corporate culture and strengthening the team 
spirit and cooperation between the employees. Value systems, opinions, interest of 
all the relevant stakeholders, both internal (primarily the employees) and external 
(primarily service users) must be respected in establishing a clear identity and 
policy of the company. Involving relevant stakeholders in the formulation process 
of the Company policy will provide a greater commitment to its implementation.  



Viable System Model in (Re)Designing an Organization – Case Study 

115 

Some of the key problems in the functioning of the company in question, 
in conceptual framework of VSM, are presented on Illustration 4. 

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

In order to resolve problems identified in the diagnosis of "XYZ" 
company, it is necessary to analyze them carefully and specify relevant 
recommendations for the potential re-design of the Company. Firstly, when it 
comes to internal problems of the company, it is necessary to expand the 
coordination between the operational elements, to improve the cooperation 
between the coordination and control functions. Thereat, of particular importance 
are certain procedures, as well as relevant coordination teams which would 
improve the coordination function. For example, one of the methods are regular 
meetings of coordination teams composed of managers of each of separated 
operational elements, where the key problems they are faced with would be 
discussed; this would prevent the coordination function to represent ad hoc activity.  

Illustration 4:  Diagnosis of ″XYZ″ company in conceptual framework of VSM 
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control of each operational element. In that sense, continuous feedback mechanism 
as the key cybernetic tool of self-control is necessary, which would ensure constant 
comparison of achieved results with planned goals, relevant discrepancies would 
be identified and corrective actions to be undertaken would be determined. Also, in 
strengthening this segment it is necessary to develop audit channels, for instance, 
control of service quality. Therefore, here we talk about internal or the so called 
"inside and now" complexity of the respective company, which requires certain 
cohesion mechanism, which ensures that different operational elements function as 
an effective whole. The function of cohesion requires certain support in order to 
decipher reports received from these organizational parts, that is, to rightly 
interpret their current worries, the manner in which they face them, and their 
readiness to take certain risks. Accordingly, certain communication channels are 
necessary, through which the information from higher levels would be transmitted 
to certain programs which are to be realized, and information from lower levels 
should be transmitted upwards in the sense of achieved results and implementation 
of certain safety policies. Additionally, it is necessary to minimize the use of direct 
orders and supervisions, to expand monitoring activities, to stimulate negotiation 
process concerning various programs and resources and to improve the 
coordination function, as integral elements of the cohesion mechanism. Of certain 
importance is also the development of information system on the principles of 
VSM. The above is necessary in order to ensure that different operational elements 
function as an effective whole. 

Except the above, the problems that are not entirely the responsibility of 
the company itself, should be considered. This is "outside and then" sort of 
problem such as illegal competition. Solving these problems requires active 
support from the state in terms of more rigorous sanctions for this kind of 
competition. Also, greater support from the City Council is necessary in 
strengthening PUTP in the form of different donations, grants and the like. In this 
regard, there are also issues of resource allocation, first of all in PUTP, which are 
only partly the responsibility of the company. The problems that arise in winter 
conditions are due to, on the one hand, the need for additional equipment and 
increased fuel and lubricants consumption. On the other hand, problems arise due 
to poor road conditions. This sort of problem the company should solve in 
interaction with the relevant city departments and central government services for 
road maintenance and the like. In other words, these problems suggest the need for 
stronger and better interaction between the Company and the relevant environment 
in order to restore huge complexity of the environment. So, a proper adaptation 
mechanism which deals with both, the so-called "outside and then" issues and 
identity issues, is necessary. 

The possible organization redesign might refer to the following: Firstly, 
active involvement of local managers of operational elements in the intelligence 
and the control functions, improvement of communication and change of the 
management philosophy. Better communication between local managers and their 



Viable System Model in (Re)Designing an Organization – Case Study 

117 

integration into a comprehensive intelligence function would have positive effects 
both for the individual parts and the whole company. Also, in order for some of 
these opportunities to be used, it is necessary to intensify activities aimed at further 
development (electro-transport, for instance). In this sense, adequate attention 
should be paid to the "XYZ-Electric" unit, as well as to its intensive 
communication with the relevant environment, that is, competent institutions. In 
the context of the openness of this function to new ideas it is necessary to 
emphasize the importance of continuous monitoring techniques and technology 
development and readiness to accept and develop new technical achievements. 
Also, one of the challenges of the respective company concerns the manners in 
which the environmental pollution problems could be solved (e.g. purchase of the 
so-called Euro engine). 

Finally, as for the identity function, certain recommendations could be 
directed to encouraging wider stakeholders participation in deciding on the identity 
and formulating appropriate company policies, which would encourage the more 
effective implementation of adopted policy. Of certain importance is development 
and expansion of proper corporate culture, that is, encouraging self-discipline, self-
control, strengthening the team spirit, cooperation and community, focusing on the 
interests of the whole rather than the interests of its individual parts. In fact, a 
holistic view of the company is necessary, according to which each part is viewed 
from the viewpoint of the fact that it belongs to the whole.  

Respecting the above, it can be concluded the following: Each of the 
operational elements (Urban, Suburban and Intercity transport) should be a viable 
system, with all the relevant functions (coordination, control, intelligence and 
identity) distributed in all recursive levels. In this 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 considerations related to the "XYZ" 
company, one can conclude that it is a relatively efficient company. In other words, 
there is a high utilization of capacities in the respective company, primarily high 
utilization of technical capacities (e.g. vehicles and related equipment). Common 
indicators of efficiency in achieving the basic purposes in the researched company 
are the mileage and the number of passengers transported.  

Within the conceptual framework of VSM, three levels of goals 
achievement can be distinguished (Beer, 1994 c, 164): (actuality or what the 
organization achieves with existing resources, capability - what the organization 
can do with its resources and limitations and potentiality or what the organization 
should do through resources development and limitations removal) and three 
indicators of the system functioning (Productivity – it is achieved when comparing 
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actuality to capability, Latency - the relationship between capability and 
potentiality and Performance - the relationship between actuality and potentiality). 
Accordingly, and relying on certain information obtained by the Company, it is 
possible to display the respective levels and indicators of achieved functioning 
(Ill.5.): 

Previous analysis and research of the "XYZ" company in the conceptual 
framework of VSM were intended to show specific features and potential 
advantages and disadvantages of direct Model application in the respective 
company. Since it is a tool with highly diagnostic potential, VSM could contribute 
to easier and faster detection of various problems that the respective company 
faces. Also, the Model could contribute to the detection of some hidden resources 
within the company and to help their possible activation. For example, greater 
engagement and involvement of highly qualified personnel in different types of 
activities concerned with coordination, control, intelligence and identity. 

Illustration 5: Measurement system for Suburban transport for the first six months of 
2010 expressed according to the number of passengers transported 
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VSM can be a valuable help and support for the respective company in 
designing and implementation of the relevant information system. Namely, various 
information concerning the current system operation, information concerning its 
opportunities and threats, that is, the future of the Company, and their timely 
availability to decision-makers would significantly improve the viability of the 
company. In other words, this model could reconcile certain requirements for 
stability with the requirements for changes and adaptation in the respective 
organization. Thus, an extraordinarily efficient and adaptable organizational 
structure could be provided. In fact, VSM application in the respective company 
could help continuous studying and improvement of the organization; it could also 
contribute to building the necessary recursiveness, i.e. provide the necessary 
variety required for effective management. 
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Limitations of this model application in the "XYZ" company can be 
observed in the context of various objections and critiques primarily directed to 
VSM. One of the main critiques concerns the fact that the purposeful role of 
individuals in organizations is insufficiently respected in VSM. Thus, the insistence 
on serving the purpose encourages the so-called "innate control", not "innate 
motivation". This may be verified through observations of the "XYZ" company as 
a viable system. Precisely, the study of the "XYZ" company as a viable system 
begins by identifying its basic purposes. In the respective case, it is the transport of 
passengers as a basic, primary activity of the company. Further research of the 
Company is subjected to basic, identified purpose, that is, to examining whether 
and how it is achieved. Therefore, the focus is on exploring the alternative manners 
in which to reach known, pre-set goals, not on how to set these goals. 

Namely, the aim is to encompass the relevant stakeholders and companies 
through the S5 segment, that is, through established identity, and one of the 
recommendations for the possible redesign of the company concerns the wider 
participation of all the relevant stakeholders. That is, the involvement of 
shareholders and other stakeholders in defining different immediate goals for the 
already established purpose. 

Also, the Model suggests certain autonomy of elements and their 
establishment as a viable system (primarily due to the principle of recursion). 
Nevertheless, this model does not provide guidance on how the wider participation 
can be achieved. In fact, we should start from the fact that the key components of 
social systems are human beings, whose behavior is determined primarily by their 
self-interests. Therefore, emphasis must be placed on managing negotiation 
processes between different interest groups in organizations, their views and value 
systems. 

 Finally, when it generally comes to VSM application in (re)designing 
organizations, of certain importance is to emphasize that despite the limitations, 
VSM is one of the most commonly applied models in the development of effective 
and adaptable organization. In fact, numerous case studies elaborated in the works 
of various authors, have shown broad applicability of the Model in organizations of 
all sizes and properties (Broclersby and Cumings, 1996, 51-57; Flood, 1995, 161-
171; Jackson, 2003, 101-106; Stephens and Haslett, 2011). In this context, VSM is 
applied as an appropriate diagnostic tool, which, primarily, enables the 
identification of the key organizational problems. Also, the basis for redesigning 
respective organizations is provided. VSM has been successfully applied in the 
management of a state. In this sense, it could be emphasized VSM application in 
Chile in 1971 (Beer, 1994 d, 423-452). 
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6. Conclusion 

Critical evaluation of theoretical, methodological and practical potentials 
of VSM, as the key methodological tools of Organizational Cybernetics, 
demonstrates that Organizational Cybernetics, provides a better understanding of 
organizational complexity, design and structure, stability and change, control and 
coordination. Namely, based on the understanding of an organization as a system 
that simultaneously seeks to develop and adapt itself in a turbulent environment, 
Organizational Cybernetics helps continuous learning and improvement of the 
organization, contributes to providing the necessary recursiveness, i.e. supplies 
management entities with the required variety. 

Thus, Organisational Cybernetics and VSM, according to their 
philosophical and theoretical fundaments, belong to the functionalist systems 
paradigm. In this sense, VSM enables the identification of relevant exceptions in 
the functioning of organisation from the key cybernetic principles, and  
implementation of certain changes in all the aspects of organisation contributes to 
more efficient achievement of defined goals. Also, trying to balance demands for 
stability with demands for changes, the model provides continuous reconsideration 
and adaptation of the organisation.  

However, the emphasis placed on organizational design can prevent the 
adequate attention to be paid to common beliefs, i.e. to organizational culture. It is 
considered that VSM does not pay enough attention to power implementation in 
organizations. In practice, this model can be easily converted into a tool of 
autocratic control that serves the interests of powerful groups because it does not 
provide any mechanisms for democratically determined purposes or for facilitation 
the debate on the nature of the purpose it serves.  

Nevertheless, it is a successful methodological tool of organisational 
analysis and making organisational changes, which enables more efficient goals 
achievement and encourages studying and adaptability of organisations; all this can 
confirm the key hypothesis in the paper. 
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MODEL SISTEMA SPOSOBNOG DA OPSTANE  
U (RE)DIZAJNIRANJU ORGANIZACIJE – STUDIJA SLU ČAJA 

Rezime: Model Sistema Sposobnog da Opstane (SSO model), kao ključni 
metodološki instrument Organizacione Kibernetike, predstavlja jedan od 
najznačajnijih instrumenata upravljanja organizacionom kompleksnošću i 
kreiranja efikasne i adaptibilne organizacije. U koncepcijski okvir Modela 
ugrañene su neke od fundamentalnih kibernetskih ideja: feedback, 
feedforward, black box, varijetetnost, rekurzija. Povezujući implementaciju, 
koordinaciju, kontrolu, razvoj i identitet, SSO model se može kreativno 
primeniti u validnom dijagnostikovanju i (re)dizajniranju savremenih 
organizacija. U radu će, shodno tome, biti predstavljena studija slučaja koja 
ilustruje moguće neposredno koriščenje SSO modela u procesu 
(re)dizajniranja preduzeća "XYZ". 

Klju čne reči:  Organizaciona kompleksnost, Organizaciona Kibernetika, 
Model Sistema Sposobnog da Opstane, (Re)dizajniranje Organizacije 
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Abstract: Eastern European countries, including former Yugoslav countries, 
have marked economic development rates much higher than they were in 
developed countries. Development was primarily based on foreign resources 
that were secured through donations, foreign direct investments or foreign 
banks’ loans. However, the achievement of sustainable economic growth 
cannot be feasible without the mobilisation of domestic financial savings that 
is done by institutional investors. Although they appeared later than banks, 
institutional investors as financial institutions considerably contribute to 
capital market’s deepening and development and by that they also facilitate 
economic development. We analyse the role of institutional investors, 
investment funds, pension funds and insurance companies, as sources of 
long-term financial resources for sustainable economic development. We 
denote their position in the financial system structure, parallels of their 
development in former Yugoslav countries, diverse impact of the world 
economic crisis on institutional investors, and specify reasons of their lesser 
successful emerging and business in the Serbian financial market. 

Keywords: insurance companies, investment fund, pension fund, global 
financial crisis 

Introduction 

Institutional investors are financial institutions that institutionally invest 
collected capital and, at the same time, join the individual risks of small investors. 
This helps in ensuring a better balance between risk and return than is generally 
available through direct investments of individual investors. Institutional investors 
have a number of common characteristics, but that does not mean that they are 
homogeneous. Generally, institutional investors are different in terms of the 
contractual relationship with the owners of capital, or the rules that determine the 
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distribution of risk and return as well as in terms of defining their duties. The most 
important institutional investors are pension funds, insurance companies and 
investment funds.  

The subject of this research are institutional investors - insurance, pension 
and investment funds in the financial market of Serbia. The aim of this paper is to 
explore the implications of the global financial crisis in the shallow and 
underdeveloped Serbian financial market and  performances of institutional 
investors in that market. Simultaneously, performances of institutional investors in 
the financial markets of Serbia and former Yugoslav countries will be displayed in 
the period before and after the beginning of the global financial crisis. The 
expected outcome of the paper is to identify the factors and reasons of weak 
performances of institutional investors in the Serbian financial market. 

2. The Importance of Insurance Companies as Institutional Investors 

Since the mid of the twentieth century, insurance companies, as 
mobilizators of financial savings, are increasingly appearing in the financial market 
as institutional investors. The degree of institutionalization of financial savings and 
the role of insurance companies varies from country to country. It is particularly 
expressed in developed countries like the USA, the UK, Germany and others, 
where the insurance sector mobilizes huge capital and plays an important role in 
the financial markets. Investment function of insurance and reinsurance companies 
ensure that the premiums are collected in advance and can be invested until the 
need for payment of costs and claims connected with the insured cases (Njegomir 
2010, 50-68). In this way, insurance and reinsurance companies are an important 
element in the structure of the financial system. Their investment portfolio is based 
on the collected premiums of life and non-life insurance. Because of their 
importance, functions and characteristics as institutional investors deserve adequate 
attention. 

Insurance and reinsurance companies, by participating in the financial 
market as institutional investors, contribute to improving not only the financial 
markets, but also the overall economic development (Skipper, Kwon 2007). 
Insurance companies achieve their financial  function (Kočović, Šulejić 2002, 36) 
and create funds, so that insurance premiums are paid in advance, and claims based 
on the damages are paid out successively during the year. Here appears surplus of 
funds that through the market, directly or indirectly, can be directed in financing of 
reproduction. However, the main motive for investing from the aspect of insurance 
company is additional liquidity and profitability as a way to increase security for 
policyholders and returns on capital employed (ROCE) for the shareholders. For 
insurance companies, investments are extremely important, because they affect 
their profitability, solvency and credit rating.  
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2.1 Insurance in Serbia and the Former Yugoslav Republics 

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

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

 2004 2005 2006 2007 2008 

Serbia 

The growth of life insurance 
premiums  

82.98% 63.41% 24.32% 29.95% 14.88% 

The growth of non-life insurance 
premiums  

-5.11% 17.99% 18.14% 15.92% 2.90% 

Slovenia 

The growth of life insurance 
premiums  

40.66% 8.35% 16.31% 12.69% 5.48% 

The growth of non-life insurance 
premiums  

5.96% 5.49% 9.25% 8.45% 7.13% 

Croatia 

The growth of life insurance 
premiums  

17.32% 22.35% 15.41% 14.47% 4.15% 

The growth of non-life insurance 
premiums  

8.20% 9.24% 11.44% 9.23% 10.08% 

Bosnia 
and 
Herzegovi
na 

The growth of life insurance 
premiums  

83.64% 9.50% 25.03% 36.45% 20.98% 

The growth of non-life insurance 
premiums  

8.21% 12.66% 6.18% 8.43% 11.36% 

FYR 
Macedonia 

The growth of life insurance 
premiums  

0.38% 3.24% 5.85% 48.01% 55.76% 

The growth of non-life insurance 
premiums  

4.04% 3.19% 19.94% 10.35% 3.66% 

Source: Calculations by the authors; Data obtained from: Insurance Supervision Agency, 
Croatian Financial Services Supervisory Agency, the National Bank of Serbia, Insurance 

Agency of Bosnia and Herzegovina, the National Bureau for insurance of Macedonia 

The impact of the crisis on the insurance and reinsurance sector in Serbia 
in the previous period was much milder than in the banking sector. This is proved 
by a significantly larger number of banks affected by  the financial crisis  in 
comparison with insurers and reinsurers (25 banks in Serbia in 2008 had financial 
problems). The reasons for the different impact of the crisis arise from the specific 
business of insurers and reinsurers. Cash inflows are based primarily on the 
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insurance premiums and they are relatively independent of trends in the financial 
markets. Payment of claims are based on the realisation of loss events regardless of 
the will of the insured. Insurance companies base their  business  on lower financial 
leverage,  their investments are of long-term nature, i.e. without exposure to short-
term fluctuations and regulatory supervision is more rigorous. Also, unlike banks, 
insurers and reinsurers apply much stricter criteria in accepting risk and the 
possibility of a spiral effect, when the bankruptcy of a company causes the 
bankruptcy of others, in the insurance and reinsurance sector is almost completely 
excluded,  in contrast to the banking sector. Despite the less impact, the crisis has 
short-and long-term impact on the business of insurers and reinsurers and because 
of the complexity of their business, it should be analysed from various aspects. The 
key aspects to be considered are impact of financial crisis on the acceptance of risk 
in the insurance coverage, investment activities and risk transfers. 

The development of the insurance industry follows economic development, 
as confirmed in the case of Serbia (Marović et al. 2009, 24). Hyperinflation in 1993 
had the most destructive impact on the insurance industry as it had almost 
completely eliminated all the accumulated funds of insurance companies. Also, 
until the introduction of the Insurance Law in 2004, the insurance market had been 
poorly regulated, so thus numerous insurance companies offered only the services 
of obligatory liability insurance by vehicle registration (Njegomir 2010b, 272-306). 
Funds of collected insurance premiums were not managed adequately, that resulted 
in a number of claims that have never been paid although they were justified. As a 
result, public confidence in the institution of insurance has been destroyed. 
However, after the introduction of new regulations and redirection of supervision 
to the National Bank of Serbia, all insolvent insurance companies were liquidated 
so that the total number of companies for a period of two years fell from 36 to 19. 
Regarding that the generall economic conditions were improved, and public 
confidence in the institution of insurance partially restored, the insurance industry 
started to mark an increase in gross premiums during the entire period 2004-2008. 
However, the relative premium growth fell in  2008 primarily due to a significant 
slowdown in non-life insurance premiums. Although the trend in life insurance 
premiums almost halved, the growth of non-life insurance premiums is nearly five 
times decreased during the financial crisis. This trend followed by an increase of 
costs and damages resulted in a negative result from operating activities of 
accepting risks in insurance coverage. The more significant impact of the financial 
crisis on this result was avoided thanks to the structure of the risks, accepted in 
insurance coverage. In fact, the largest share in gross premiums had obligatory 
liability insurance, while the share of "crisis-sensitive" type of insurance, such as 
credit insurance, general liability and professional liability insurance, were less 
than 2%. Transactions of the financial market in Serbia are realized by the 
Belgrade Stock Exchange (BSE), where the most traded securities include shares 
and bonds. Although BELEXline index, (general index of the Belgrade Stock 
Exchange) recorded a sharp fall in 2008, insurance companies achieved positive 
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investment results. During 2008, the investment results of insurance companies 
were even better than in 2007. The reason for unusual investment results under the 
conditions of the financial crisis was a conservative approach to investing. 

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

  
2004 2005 2006 2007 2008 2009 

Investment of 
assets covering 
technical reserves 

Bank deposits n.a. 13.00% 28.00% 27.00% 30.00% 27.00% 

Cash n.a. n.a. n.a. n.a. 20.00% 21.00% 

Premiums 
receivables 

n.a. n.a. n.a. n.a. 12.00% 10.00% 

Government 
securities 

n.a. n.a. 14.00% 10.00% 10.00% 16.00% 

Shares n.a. n.a. 17.00% 20.00% 7.00% 8.00% 

Real estate n.a. 30.00% n.a. n.a. n.a. n.a. 

Other investments n.a. 57.00% 41.00% 43.00% 21.00% 12.00% 

Investment of 
assets covering 
mathematical 
reserves 

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. 

Government 
securities 

n.a. n.a. n.a. n.a. 71.00% 72.00% 

Shares n.a. n.a. n.a. n.a. n.a. n.a. 

Other securities n.a. 33.00% 57.00% 69.00% n.a. n.a. 

Exchange traded 
bonds 

n.a. 30.00% n.a. n.a. n.a. n.a. 

Other investments n.a. 37.00% 27.00% 19.00% 10.00% 8.00% 

Technical reserves (in millions of EUR) 145.42 267.84 365.82 498.51 581.26 632.85 

Relative year on year changes of 
technical reserves 

n.a. 84.18% 36.58% 36.27% 16.60% 17.60% 

Investment returns (in millions of EUR) n.a. 9.59 13.13 17.25 52.01 51.08 

Relative year on year change of  
BELEXline index (start date 2004-09-30) 

n.a. 68.29% 36.01% 44.12% -68.72% 9.47% 

Source: calculations by authors; data obtained from the National Bank of Serbia  
and  the Association of Serbian Insurers; n.a – not available 
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Available data for the investment of assets covering technical reserves are 
not fully transparent and comparable by years. Only data for the largest share of 
investments are available and other investments are included under "other 
investments". 

As shown in the table, the largest share in investment portfolios of non-life 
insurance companies have bank deposits, cash, receivables on the base of  
insurance premiums and government securities, while shares have almost 
negligible participation in the portfolio structure. In the case of life insurance 
companies, the government securities and bank deposits are dominated. Although 
in the recent years a trend of increasing participation of shares in the investment 
structure has been noticed, in 2008 insurance companies reduced the participation 
of shares as riskier investments in the current financial crisis. 

In spite of the financial crisis, the insurance industry in Serbia in 2008 
realized a higher profitability rate than in year 2007. Also, return on assets and 
return on equity were increased compared to 2007 for the industry as a whole, 
although the total level of capital fell by 8.2%. However, due to the expansion in 
the volume of life insurance contracts, insurance companies that operate mainly 
this type of insurance made a negative profitability (-0.44%) in 2008. Business 
conditions of insurers became worse in 2009 due to the economic recession. Gross 
premiums in the first six months of 2009 declined by 0.73% (National Bank of 
Serbia). Similar to the situation in 2008 non-life insurance premiums fell by 3.77%, 
while the life insurance premiums increased by 25.53%. The total damage 
increased by 13.21%, which could imply that the industry generated a negative 
result from insurance operations. We think that the recession conditions have more 
negative impact on the life insurance than on the non-life insurance considering 
that the value of claims from life insurance increased by 58.85% and from non-life 
insurance by 10.19%. 

Although data availability is limited, it is clear that the structure of the 
portfolio of insurance companies in Serbia is inadequate regarding the possibility 
of generating returns. This conclusion applies especially if one bears in mind that 
most of the debt securities are government bonds.1 Further development of the 
financial system, especially of financial instruments should contribute to the 
similarity of investment portfolio of domestic insurance companies to investment 
portfolios of insurance companies in developed countries.  Thus, the domestic 
insurance companies would be able to give full contribution to the economic 
development of a country. 

 

 

                                                           
1 Serbian government debt to the citizens for their former unpaid foreign currency savings 
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Table 3: Yield on investments of insurance companies in Serbia  
and the countries of the region, 2004-2008 

2004 2005 2006 2007 2008 

Serbia n.a. 5.06% 2.84% 3.20% 10.65% 

Slovenia 6.52% 4.72% 3.93% 5.81% 0.63% 

Croatia 4.90% 3.90% 4.50% 5.70% 1.88% 

Bosnia and 
Herzegovina 

8.50% 4.40% 1.90% 2.40% 0.60% 

FYR 
Macedonia 

6.91% 5.10% 1.20% 3.00% -2.60% 

Source: calculations by authors; data obtained from Insurance Supervision Agency, 
Croatian Financial Services Supervisory Agency, the National Bank of Serbia, Insurance 

Agency of Bosnia and Herzegovina, the National Bureau for insurance of Macedonia 

The table above shows that insurance companies during the reported period 
realized  positive investment returns with a tendency of reducing it in  2008, with 
the exception of Serbia, where growth of return on investment is realized. An 
exception is the insurance sector of FYR Macedonia, where for the first time in the 
reported period a negative return on investment was realized. Due to relative 
underdevelopment of domestic financial markets insurance companies still do not 
have great importance in Serbia and other countries of the region, although they 
consistently achieve positive results from the core business, providing services of 
insurance coverage. 

3. Investment Funds as Institutional Investors 

Investment funds or commonly used term mutual funds are financial 
intermediates that collect the savings of individual investors and place collected funds 
in the financial markets. According to Gitman and Joehnk (Gitman, Joehnk 2003, 
541) when investors buy shares in a mutual fund, they become part owners of a 
widely diversified portfolio of securities. They appeared later than the banks, but as 
financial institutions they contribute significantly to the deepening of capital markets 
and its development (Njegomir, Ćirić 2010). There are many benefits offered by 
investment funds: professional management, diversification of the portfolio, ease of 
(re)investment. The owners of capital should also know that investing in mutual funds 
is generally recommended as a long-term investment, i.e. for a period of at least three 
to five years. Given that the funds offer higher yields than those which can be 
achieved by savings in banks, to them the higher risk is imminent. Investors must be 
aware of the fact that funds do not guarantee a specific rate of return, or the 
government’s guarantees for the funds. But they must respect legal regulative and 
decisions of the Securities and Exchange Commission, which is their supervisor. 
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3.1 Investment Funds in Serbia and the Former Yugoslav Republics 

The first investment funds in the financial market in Serbia have emerged 
nearly three years ago and it was expected much from them. Funds increased the 
number of financial intermediates, and the expected rate of return was several 
times higher than the interest rates on deposits offered by commercial banks. 
Experiences from the region also confirmed the expected rate of return of 20 to 
30%. A large number of capital owners decided to invest capital in investment 
funds, as newness in the local financial market. But after the first successful year 
and generated positive returns of domestic investment funds, the financial crisis 
happened and knocked the value of indexes at all stock exchanges, as well as at the 
BSE.  That further reflected value of investment units of all investment funds and 
caused their negative yields. Changes in the legislative field of investment funds 
should reduce funds dependence on the fluctuation of the domestic stock exchange. 

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

Fund Type Return in 
year  2009 

 
(in %) 

Return from 
fund 

establishing 
(in %) 

Market share 
at end of the 

Q1-2010. 
(in %) 

Market share at  
2010/11/30  

(in %) 

Delta Plus Balanced + 2,01 -28,59 21,26 21,99 

Triumph (Hypo) 
Balance 

Balanced + 7,63 + 29,15 4,00 2,25 

Erste EURO 
Balanced 35 

Balanced +16,37 +27,86 3,30 3,56 

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 

Ilirika Global Growth +9,26 -55,66 2,05 2,75 

Focus Premium Growth -13,56 -74,77 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 novčani 
fond 

Money market +6,83 +21,77 - n.a 

Raiffeisen Cash Money market +7,25 + 7,25 - n.a 

Source: calculations by authors; data obtained from www.investicionifondovi.com 
n.a – not available 
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From the table above it can be seen that at the end of 2010 in the financial 
market of Serbia operated 15 investment funds, and at the end of the first quarter of 
same year 13 investment funds operated. Eight out of 15 funds had growth of net 
asset value of the fund as a long-term investment objective. Four funds were 
money market funds and they invested in short-term debt securities and cash 
deposits. Three funds were balanced, i.e. invested in both stocks and bonds. Nine 
investment companies were licensed by the Serbian Securities and Exchange 
Commission. The total value of investment funds’ net assets at the end of the first 
quarter (Q1) of 2010 was around 1.1 billion dinars (RSD), or about EUR 11 million 
(www.kamatica.com). Investment funds’ net assets at the end of 2010 were RSD 
933 million, or about EUR 8.7 million, indicating a decrease in net assets of 
investment funds. Although the global financial market is gradually recovering, 
local financial market is still shallow and underdeveloped, and reflects 
accumulated problems in the real sector of a country. 

In September 2008 in the Serbian financial market there were 10 funds 
with total net asset value of RSD 3 billion. The first fund was established in 
February 2007 and until the economic crisis in October 2008, funds had recorded 
the positive rate of return. They expected the returns achieved in the Croatian 
financial market after the establishing of funds, and they ranged from 20 to 30%, 
even 60% return in one fund (Croatian Financial Services Supervisory Agency). 
But the effects of the global financial crisis have drastically affected the shallow 
and volatile financial markets not only  in Serbia, but in all countries of the region. 
Stock exchange indexes fell down, as well as securities demand and negative 
returns were marked during the entire  2009. The table above shows negative rates 
of return of even 75% and value of fund’s shares was consistently lower than their 
value at the establishment. Law changes are proposed in order to provide higher 
level of investor protection, to prevent suspicious transactions, to increase 
transparency of companies, which would to some extent help investors in making 
decisions. Due to the effects of the global financial crisis and unflexible law 
regulations,  funds on domestic financial market have not yet justified the 
expectations and trust of the capital owners. On the base of next facts, it is realistic 
to expect recovery of the investment funds sector and new interests of investors: a) 
the recovery of investment funds at the global level began more than a year ago, b) 
an important amount of citizens’ capital is still out of financial flows, and c) time is 
important factor for investing because the most profitable are long-term 
investments in funds.  

When we look at the situation in the region, the first investment funds 
emerged in Croatia and Slovenia in the second half of the nineties, after process of 
mass voucher privatisation (MVP), as in most former European socialist countries. 
Today, in Croatia 128 open-end funds operate with total net asset value of about 
EUR 2 billion. The latest figures (November 2010) show that money market fund 
are dominated by 40%, then by equity funds, mixed funds, and bond funds. Except 
open-end funds, there are also 4 closed-end investment fund, and 4 real estate 
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closed-end funds with total value of net assets of approximately EUR 200 millions. 
Three years ago, in March 2007 in the Croatian financial market there were 77 
open-end investment funds with a net asset value of about EUR 3 billion and 4 
closed-end investment fund with a net asset value of about EUR 500 millions. 
Despite the global financial crisis that especially affected less developed countries 
and economies, the absolute number of investment funds in Croatia increased by 
51, but the value of the assets of all 128 funds decreased by one third. 

The total value of investment funds in Slovenia in February 2010 was 
around EUR 1.8 billion and EUR 1.98 billion in October 2010 (Securities Market 
Agency of Slovenia). Around EUR 1 billion or more than half of the total value of 
all the funds is invested in foreign issuers equities, and only about EUR 300 
million is invested in home issuers equities. This fact also points out shallow 
financial markets and the lack of qualitatve home issuer securities. According to 
the data at the end of October 2010 there are 130 investment funds (97 equity 
funds, 16 mixed, 11 bond funds and 2 money market funds) in Slovenian financial 
market. In January of the same year there were 128 investment funds in 
comparison with 127 funds at end of the year 2008 and 110 funds at the end of year 
2007. This shows that during the global financial crisis absolute number of 
investment funds in Slovenia increased,  but net asset value of funds was 
significantly reduced.  Net assets of Slovenian investment funds at the end of year 
2007 was nearly EUR 3 billion, and one year later was halved. In 2009, the net 
assets value of funds was slightly increased for approximately EUR 350 million 
and reached EUR 1.85 billion. That amount of the funds net assets was kept in the 
first quarter of 2010, while at the end of the third quarter of 2010  rose to EUR 1.98 
billion. During this period funds had positive net inflows, but in 2010 net inflows 
were negative. In terms of types of funds, equity funds are dominant with 
approximately 80% of total funds number, while in 2006 was only 52% equity 
funds. Slovenia is one of the 24 members of EFAMA (European Funds and Assets 
Management Association), and 167 investment funds in Slovenian financial  
market are from the European Union. There are also three investment companies 
with total assets of EUR 276 millions. It should be noted that out of 2 million 
citizens of Slovenia about 350,000 invest in mutual funds. 

In Republika Srpska there are 3 open and 14 closed-end funds (Komisija za 
hartije od vrednosti Republike Srpske). Most closed-end investment funds were 
previously operating as privatization investment funds, but they are transformed 
into closed-end funds. Three open-ended funds are mixed type funds. On the 
financial market of Montenegro (based on data from September 2009) there are 
seven mutual funds (Securities Commision of Republic of Montenegro), which 
increasing the total number of funds by one, compared to May 2007. For three 
years only one new fund is established, that also signalizes shallow and under-
developed market and lack of “blue chips” securities, as same as in other former 
Yugoslav countries. Individual capital owners and institutional investors too, do 
not have a lot of possibilities for investing. In FYRM Macedonia there were six 
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investment companies at the end of year 2009 that managed funds net assets value 
of around EUR 2.5 million, in 9 open-end and 13 private investment funds 
(Securities Commision of FYR of Macedonia). Much better fund results were 
achieved in 2009 compared to 2008, and returns were up to 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 normal functioning of capital 
markets, especially in periods of great disbalance between capital supply and 
demand. Pension funds similar to insurance companies have regular and automatic 
cash inflows. In order to protect funds’ members’ contributions and to enlarge 
them, pension funds invest collected sums on investment markets (Rakonjac Antić 
2010, 97). Results of pension funds depend on portfolio diversification. Most state 
pension funds operating on the model of "pay as you earn"  (Stickney et al. 2010, 
523), which means that the current generation of employees allocate a part of 
monthly earnings to the pension fund in order to raise funds for paying out 
pensions to the current retirees. It is based on the principle of the mutual 
generational solidarity. The other alternative is "fund plans" means accumulation of 
a particular fund based on contributions paid by its members. After a certain 
period, the fund will have enough funds to pay pensions or other benefits to its 
members. In the financial markets of developing countries, pension funds usually 
have preferential tax treatment in terms of corporate tax and capital gains tax in 
order to support their greater share in the financial market. 

Figure 1 Pension funds’ real returns in 2008 in OECD countries 

 

Source: OECD Pensions at a Glance 2009, 
(obtained from http://www.oecd.org/dataoecd/10/26/43060101.pdf) 
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Pension system of every country was influenced by the financial crisis. 
Private pension funds in the OECD countries lost 23% of their value in 2008, 
worth a heady US$ 5.4 trillion. Economic output is falling and unemployment is 
rising, putting pressure on the finances of public pension schemes as well 2.  

Based on Figure 1, it can be seen that in all OECD countries, pension funds 
have recorded a negative rate of return during 2008, although the financial crisis 
culminated only in the last quarter of that year. In Ireland is recorded a negative 
rate of return as high as 37.5%. 

4.1 Pension Funds in Serbia and the Former Yugoslav Republics 

The introduction of the two pillar based pension system in Serbia in 2006 
was a key milestone in its development and reform (Lisov 2006, 158-167). Unlike 
mutual funds, pension funds in Serbia are more successful in the keeping value of 
investment units, because the law regulation is more restrictive than to investment 
of pension funds. It enables better and safer investment of pension funds in 
comparison to mutual funds. Pension fund is by law disabled from investing too 
large percentage of their assets in risky securities, such as shares are. Thus, during 
the crisis pension funds recorded a smaller decline in value of investment units in 
comparison to mutual funds. It is important to emphasize that despite the bad 
situation in which the institutional investors are, investment companies are actively 
seeking to develop the industry and make it close to the citizens. 

In Serbia, there are six licensed investment companies to manage voluntary 
pension funds. The net assets value of 9 voluntary pension funds in November 2010 
was approximately EUR 95 millions (National Bank of Serbia, www.nbs.rs). 
However it is considered that the market of private pension funds is still 
undeveloped. If we observe the currency structure of voluntary pension funds 
portfolio, 2/3 of investment are in domestic currency (RSD) and 1/3 in foreign 
currency (EUR). Most investments are in home issuers securities, particulary in debt 
securities - treasury bills and government bonds, considering that the voluntary 
pension funds are by law prevented from investing large amounts of capital  in risky 
securities. In this period there were about 170,000 pension funds’ members in the 
accumulation phase, and 52,000 active members who regularly pay the monthly 
payment. That is a very small number of memebers compared to the population in 
Serbia (7.2 million) and number of employees (about 1.9 million). This means that 
only about 10% of employees invest in the voluntary pension funds and that there is 
still a lack of interest of the population for investment in pension funds. Some of the 
reasons are the lack of information and confidence, low living standard of citizens of 
Serbia, with an average monthly net income of EUR 350. It should be noted that the 
system of obligatory pension insurance based on intergenerational solidarity survives 
only thanks to the regular budget funding (40% ), while expenditure for pensions 
represent 14% of gross domestic product (GDP). 
                                                           
2 Pensions and the crisis http://www.oecd.org/dataoecd/10/26/43060101.pdf 
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In order to compare development of pension funds sector in the former 
Yugoslav republics, this paper represents data for each country. Slovenian pension 
funds have about 250,000 members. Net assets value of the funds is about EUR 
750 million (Securities Market Agency of Slovenia) and investment portfolios are 
mostly invested in bank deposits and loans. In Croatia there are 6 open-end 
voluntary pension funds with 164,000 members and 15 closed-end funds with 
17,000 members. Since 2003, there are also 4 obligatory pension funds, which are 
the second pillar 3 in the Croatian insurance system. In November 2010 obligatory 
pension funds had about 1.5 million members, and the net assets value of EUR 5 
billion (Croatian Financial Services Supervisory Agency). Net assets value of 
open-end funds in the same period was around EUR 200 million. Majority of 
pension funds in the region invest more in domestic than in foreign securities, 
mostly in government bonds as less risky securities. The same situation is with the 
Croatian pension funds. The Croatian state supports investing in pension funds and 
contributes about EUR 160 per year to those who invest monthly up to EUR 30 in 
the voluntary pension fund. In Montenegro there are only two voluntary pension 
funds (Securities Comission of Republic of Montenegro), while in Republika 
Srpska there is reserve pension fund. In FYR Macedonia there are two open-end 
voluntary pension funds (MAPAS). 

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

Due to the underdevelopment of capital markets and the BSE, state as well 
as companies and entrepreneurs have to borrow capital from international and 
domestic banks, by very risky and not favorable conditions. The capital market is 
important because it allows the flow of capital, but also because it is an alternative 
to bank loans. At the BSE there are no financial instruments such as corporate 
bonds, nor the less risky government securities, or municipal bonds. The 
government securities would support the development of the Serbian capital 
markets. The biggest crisis of the BSE occurred when foreign investors withdrew 
their investments. 

Considering  only one stock exchange (Belgrade Stock Exchange - BSE) in 
the Serbian financial market it is proposed to develop alternative financial markets. 
On the BSE prime market there are only 4 local companies and 3 more companies 
(one of them is a bank) on the standard market (Beogradska berza), and most of the 
other (about 1600 companies ) are in the unregulated market.  Those 1600 
companies will not soon become public companies whose shares will be traded 
publicly, so that they should be withdrawn from the stock market. In the prime 
market are only government bonds issued on the base of former government debt 
to the citizens. There are no bonds on the standard market and on the unregulated 

                                                           
3 Employees are required to allocate 5% of their monthly income 
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market is only one issuer of the bonds (one local bank).  Due to lack of audit firms 
(only 35) and the Certified Auditors (200), financial reports are late and usually 
their audits for companies that are not active in the stock market are not required. 
Also, corporate governance in Serbia is at a very low level and most of the 
companies publish financial reports only to fulfill its legal obligation and to avoid 
sanctions. Companies in Serbia still not take seriously the importance of the 
availability of financial reports to the public. Through financial reports companies 
increase the degree of transparency of their business, because current and potential 
investors as external users of financial information only by those reports can find 
out performances of the some company. The obligation of the audit of financial 
statements has its purpose in an independent and objective verification of the 
accuracy of these data and in increasing the reliability of the financial reports. 

It is necessary to change legislation. From the point of the organizers of the 
stock market, liberalization of the financial markets is desirable, but with the use of 
stronger control and protection mechanisms, in order to increase confidence and 
security of investors. By this reorganization of undeveloped local financial market 
considerable funds are required, which are otherwise scarce. The capital market is 
still shallow and there is a lack of the so-called "Blue chip" shares and municipal 
bonds. Although privatization of state companies began over a decade, has not yet 
been fully completed. Serbia is the only country in the region that has not applied a 
mass voucher privatization (MVP) (Ćirić 2008, 129). Other methods of 
privatization that are carried in Serbia were also slow down and delay the 
emergence of institutional investors in the Serbian financial market. Capital inflow 
from the privatization of the few remaining state companies is mainly directed at 
current consumption and the foreign direct investments (FDI) are becoming smaller 
per years, as it can be seen from the table. 

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

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 

50,0 165,0 475,0 1.365,0 966,0 1.550,0 4.264,0 2.523,2 2.716,9 1.864,8 1364,1 

Source: European Bank for Research and Development (EBRD) - Transition Report  

Without strengthening the capital market, the greater presence of 
institutional investors and other financial intermediates, the capital of domestic and 
foreign owners needed for financing the real sector cannot be immobilized. 
Without that there is no sustainable economic development of a country.  

Emergence of municipal bonds (or popularly called “munis”) was expected 
during 2011. They represent a great way for cities, municipalities and local 
governments to supply capital necessary for various projects, by issuing bonds with 
different maturities. Municipal bonds are very attractive to investors because of 
their relatively low risk and satisfying return. We should also bear in mind the fact 
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that in commercial banks there are EUR 6.3 billion foreign currency savings of 
Serbian citizens. It is estimated that another EUR 1 billion is by the citizens, out of 
financial flows, which is a good signal for institutional investors. 

6. Conclusion 

The growing institutionalization of financial savings followed by the 
growing importance of the role of pension and investment funds and insurance 
companies represents the most important change in the financial markets in recent 
times. By mobilization of fragmented capital of individual owners and its 
investment, institutional investors contribute to economic development and 
creation of social welfare, and at the same time realize their primary goal -profit 
maximization with a certain tolerance of risk. It is in the interest of not only 
institutional investors but also the insured, shareholders, economy and society as a 
whole. This is particularly important in less developed countries where there is 
permanent "hunger" for capital. 

Without the development of the financial market, especially the capital 
market, the greater presence of institutional investors and other financial 
intermediates, capital of domestic and foreign owners, required for financing the 
real sector cannot be immobilized, and without that there is no sustainable 
economic development of a country. Problems arising from the shallow and 
underdeveloped financial market in Serbia, further overloaded by the influence of 
the global financial crisis, neutralized a good start of newer institutional investors 
such as investment and pension funds are. Additional difficulties are very bad 
situation in the real sector, high dependence on imports, weak and volatile local 
currency, a large number of unemployed and pensioners and other users of social 
benefits, then the non-confidence of the population resulted from a bad experience 
with the banking system during the nineties, and the lack of information about the 
benefits of investing to institutional investors, as well as the lack of “blue chips” 
securities and municipal bonds. All of this resulted in negative returns of 
institutional investors on the Serbian financial market, although they recorded 
positive returns before the beginning of the global financial crisis. Also emerging 
of new institutional investors is slowed and there is now significant interest of 
capital owners for investing in institutional investors. 
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RAZLOZI SLABIJEG USPEHA INSTITUCIONALNIH 
INVESTITORA NA FINANSIJSKOM TRŽIŠTU SRBIJE 

Rezime: Zemlje Istočne Evrope, uključujući i zemlje regiona bivše 
Jugoslavije, poslednjih godina beležile su stope ekonomskog rasta znatno 
veće nego razvijene zemlje. Dosadašnji razvoj je, prvenstveno, bio baziran na 
stranim sredstvima plasiranim bilo kroz donacije, strane direktne investicije, 
kredite inostranih banaka. Meñutim, obezbeñenje održivog ekonomskog 
razvoja nije moguće bez mobilizacije domaće finansijske štednje koju 
ostvaruju institucionalni investitori. Iako se pojavljuju kasnije u odnosu na 
banke, institucionalni investitori kao finansijske institucije značajno 
doprinose produbljivanju tržišta kapitala i njegovom razvoju a time i 
ukupnom ekonomskom razvoju. U radu analiziramo ulogu institucionalnih 
investitora - investicionih fondova i osiguravajućih društava, kao izvora 
dugoročnih sredstava finansiranja održivog ekonomskog razvoja. Ukazujemo 
na njihovu poziciju u strukturi finansijskog sistema, paralele njihovog 
značaja u razvijenim i zemljama regiona bivše Jugoslavije, različitost uticaja 
svetske ekonomske krize na osiguravajuća društva i investicione fondove, 
njihove specifične karakteristike i strukturu investicionih portfelja. 
Klju čne reči: ekonomski razvoj, institucionalni investitori, osiguravajuća 
društva, investicioni fondovi 
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