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GREEN FINANCING IN SERBIA - CHALLENGES AND OPPORTUNITIES?

Ivana Ostojié¢
Institute of Social Sciences, Centre for Economic Research
Kraljice Natalije 45, Belgrade, Serbia
e-mail: iostojic@idn.org,rs

Abstract: Policymakers are faced with the challenge of achieving sustainable development
and avoiding further environmental degradation. With the establishment of national green
investment banks, as well as the rapid growth of the green bond market, the interest in green
financing grew in the last decade. The regulatory framework, successfully formulated
strategies and their effective implementation, as well as the involvement of the private sector
and the creation of a larger market, are key factors for attracting green investments.

The primary objective of this paper is to analyze the trends of green financing in the Republic
of Serbia, the available sources of green financing, the challenges that the banking sector
faces when defining the offer of green financial instruments, as well as the challenges of the
sector of micro, small and medium enterprises and entrepreneurs as potential users of green
loans. The paper analyzes to what extent banks in Serbia "green™ the sector of micro, small
and medium enterprises and entrepreneurs, approving loans for green projects with an
ecological dimension. The concluding considerations of this research showed that the process
of green transformation of the banking sector of the Republic of Serbia requires both financial
and regulatory incentives that contribute to the achievement of sustainable development goals
through the rational use and preservation of natural resources and the reduction of
environmental pollution.

Key words: green financing, green loans, green projects, green investments, micro, small and
medium enterprises, banking sector, sustainable development

INTRODUCTION

Green finance refers to the two-way interaction between the environment, finance and
investment. Interest in green financing has been growing over the last decade, and one of the
reasons is the establishment of national green investment banks, as well as the rapidly
growing green bond market (1SO, 2022). Hohne et al., (2012) define green finance as "an
investment in sustainable development projects and initiatives, ecological products and
policies that encourage the development of a more sustainable economy.” Green finance
includes climate finance but is a broader concept. In addition to adapting to climate change
and mitigating its negative consequences, it may also include "other environmental goals, for
example, industrial pollution control, water sanitation or biodiversity protection.” Volz et al.,
(2015) define green finance as "all forms of investment or lending that take into account
environmental impact and improve environmental sustainability.” A key element of green
finance is sustainable investment and banking and decisions on investment and lending are

The paper was written as part of the 2023 Research Program of the Institute of Social Sciences with the support
of the Ministry of Science, Technological Development and Innovation of the Republic of Serbia.
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based on the assessment of risks and harmful effects on the environment, as well as the
assessment of compliance with environmental sustainability standards. Selvapandian,
Jeiapaul&Gunabalan (2022) define green finance as a new technology that supports low-
carbon environments and point out that renewable energy sources or green resources are the
most suitable options to promote economic growth and environmental sustainability. The
authors detect long-term financing, project development risks, minimum return values and
lack of capacity as the main risks of the green finance management system. Jinru et al., (2022)
identify the key role of green financing and logistics in the adoption of sustainable production
and the circular economy and conclude that green financing and green logistics have a
significant and positive effect on sustainable production and the circular economy. In
addition, the authors emphasize the importance of integrating green financing into
procurement and strategies for the production of green goods and the promotion of circular
economy goals. Ma and Chang (2023) examine the link between green innovation which is
the core of enterprise green transformation and green finance, finding that green finance
fosters green innovation and sustainable development. Green financing significantly increases
the number of green patent applications in underdeveloped countries, which is very important
for green development promotion. The authors conclude that green financing has, especially
for emerging economies, a key role in the promotion of green innovations. Emerging
countries urgently need to develop a foundation for green innovations and sustainable
development. Building on previous research, another study examines the role of green
technology innovation and green finance in reducing CO, emissions and confirms a
significant negative impact of green technology innovation and green finance on CO,
emissions (Sharif et al., 2022). The authors point out that with the representation of green
financing and green technology policies, countries could meet the goals of sustainable
development such as Affordable and clean energy (SDG 7) and Climate action (SDG 13).
Zheng, Du & Wang (2022) explore the bi-directional co integration relationship between
green finance and renewable energy development and indicate that the renewable energy
development promotion through green financial instruments is an effective approach to
achieve the goal of carbon neutrality. Research also shows that green financing promotes the
development of renewable energy in the long run.

The basic idea of the energy efficiency concept is the use of less energy for the same unit of
gross domestic product, with the sustainability of product quality, which results in energy
transformation that is reflected in the reduction of energy use and the elimination of
environmental pollution. In 2021, the main obstacles preventing the opening of negotiation
Chapter 15 related to the field of energy have been removed in Serbia and “the negotiating
position for the energy chapter represents the candidate country’s achievement in the
harmonization with the acquiscommunautaire, the program of future harmonization, as well as
an overview of existing and future administrative capacities for harmonization” (MEI, 2021).
In addition to development finance institutions, such as the German Development Bank
(KfW), the International Finance Corporation (IFC) and the European Bank for
Reconstruction and Development (EBRD), support for the sustainable energy-efficient
development of Serbia, based on renewable energy sources is also provided by the Global
Environment Facility (GEF), the Green for Growth Fund (GGF), the Instrument for Pre-
Accession (IPA), the Western Balkans Sustainable Energy Financing Facility (WeBSEFF),
Western Balkans Investment Framework (WBIF).
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Since it signed the Addis Ababa Action Agenda on Sustainable Development until 2030,
Serbia is expected to make significant efforts and mobilize available resources to reduce the
rate of poverty, economic and social inequality, the negative effects of climate change through
intensive ecologically sustainable investments and the entry to the green transition
(Ristanovi¢, 2021). In addition, Serbia is also a candidate country for accession to the
European Union, whereby Chapter 27 deals with issues of environmental protection and the
consequences of climate change. Despite the 48% increase in allocated funds for the
environment in 2020, their further growth and the adoption of more ambitious environmental
goals targeting zero carbon emissions are needed. The rules on environmental impact
assessment should be strictly followed and priority should be given to projects with the most
significant positive impact on the environment with transparent procedures for their selection
and implementation (European Commission, 2022). Whether Serbia is on the green path and
whether there are incentives and support programs for the green transition will be examined
below by presenting the results of research to what extent banks in Serbia "green™ the sector
of small and medium enterprises by approving loans for projects with an ecological
dimension.

GREEN FINANCING IN THE BANKING SECTOR
OF SERBIA-EMPIRICAL RESEARCH

With over 300 signatory banks representing almost half of the global banking industry, the
UN Principles for Responsible Banking are the world's most important sustainable banking
framework that aims to accelerate the global green transition. Through these Principles, banks
align their strategy, decision-making process, lending and investments with sustainable
development goals and international agreements such as the Paris Climate Agreement (UNEP
Fl, 2022).As of March 2021, addressing climate change and enhancing gender equality were
the most prominent social and environmental sustainability goals among banks that were
signatories of the Principles for Responsible Banking worldwide. Then follows financial
inclusion and decent employment included in the sustainability strategies of 76.4 percent and
72.9 percent of signatories respectively.
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Graph 1. Main social and environmental goals included in banks' sustainability strategy
worldwide, 2021
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The culture of responsible banking encourages doing business with clients that promote
sustainable practices and enable economic activities that create prosperity for both current and
future generations. In fulfilling that goal, green financial instruments provide support. The
development of green financial products is encouraged by the knowledge of the seriousness of
the environmental challenges that the world is facing, the country's efforts to achieve
sustainable development goals, legislation and regulations in the field of environmental
protection as well as the adoption of legislative measures prohibiting unsustainable business
practices (Ostoji¢, 2022).Since green growth represents a new paradigm of economic growth,
green financial products are improved over time and become more diverse, as a result of
financial innovations and the adoption of green economy principles (Ostoji¢, 2023).Financial
institutions with green financial instruments achieve numerous benefits, which are reflected in
the strengthening of the market position and the growth of market share, the growth of
profitability, building a base of loyal users of new financial products and services, the creation
of partnerships with external stakeholders from the sphere of ecology, building a stronger
image through socially responsible business activities (Noh, 2018).

A sustainable financial service should contribute to the realization of benefits not only for the
client but for the entire society. A green loan is a form of financing that allows its holder to
use borrowed funds exclusively for the achievement of environmental goals. Green loans
should have clearly defined positive implications for the environment that can be quantified
and valorized. Projects financed from green bank loans are selected and evaluated in
compliance with prescribed environmental standards. An important element is the obligation
of timely reporting on the environmental results of the implementation of financed green
projects, through qualitative and available quantitative indicators, such as energy capacity,
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produced electricity, reduced greenhouse gas emissions, etc. The countries that are the global
leaders in issuing green loans are the USA, Great Britain, Australia, France, Germany, Japan,
China, India, Canada and the Netherlands (Bergedieck, Maheshwari&Ugaz, 2016).Among the
largest European banks, with the highest value of sustainable financing of 35 billion euros,
Deutsche Bank stands out.

Graph 2.Value of green financing by Europe's largest banks, 2020
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In the following, the incentives and support programs for the green transition will be analyzed
based on practice research in domestic banks and companies whose operations are based on
the achievement of a sustainable development model. The subject of the research is the
representation of green financing in the Serbian banking sector and the analysis of the
advantages of entering the green transition process, which leads in the direction of the
development of a low-carbon economy and the reduction of the carbon footprint. In addition
to the standardized questionnaire with closed questions, an interview of banking experts and
company representatives was also used as a research method. The cross-sectional study design
involves the collection of data from respondents from different organizations at the same
time. To measure the respondents' attitudes a Likert scale, that provides five possible answers
to a question, was used. The total number of respondents is 150 and consists of banking
experts and employees in micro, small and medium enterprises and entrepreneurs.
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Graph 3. The main business problem of domestic micro, small and medium enterprises and
entrepreneurs is the lack of access to finance
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In addition to achieving measurable positive results in improving the environment, small and
medium enterprises will be further encouraged to use green loans from banks if they have
more favorable conditions and additional benefits such as effective interest rates, available
capital, technical assistance, repayment period, grace period, necessity of security
instruments, return of part of invested funds, etc. Analyzing the results of the conducted
empirical research, it was confirmed that the biggest business constraint faced by domestic
micro, small and medium enterprises and entrepreneurs is the lack of financial funds (28% of
respondents agreed with this statement, while 55% strongly agreed).

Graph 4. State incentives that promote green investments in the sector of micro, small and
medium enterprises and entrepreneurs are sufficiently represented
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The research confirms that the state does not sufficiently encourage green entrepreneurship
through subsidies or tax breaks to reward environmentally oriented business practices, as only
4% of respondents agreed that state incentives promote domestic green investments. Although
there is demand for green loans, companies need more information on the principles of green
financing, green transition, green inclusive growth, as well as green projects.

Graph 5. The demand for green loans demand is significant
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Green loans to the sector of micro, small and medium enterprises and entrepreneurs in Serbia
are approved in euros, with a variable interest rate linked to EURIBOR and increased by
interest margin. The components of the interest margin are the cost of capital (the cost of the
bank’s financing sources), the risk premium and the banking margin. Banks provide financial
funds from parent banks or international financial institutions, most often the European Bank
for Reconstruction and Development (EBRD) or the European Investment Bank (EIB) under
certain conditions. The risk of premium depends on the company's financial situation and
established indicators of financial stability, profitability, liquidity, indebtedness, etc. Also,
depending on the specific bank, a grace period ranging between 6 months and 24 months is
provided.
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Graph 6. Bank credit lines for green financing are sufficiently represented in Serbia

6%

28%

56%

0% 10% 20% 30% 40% 50% 60%

Agree mUndecided ®Disagree ® Strongly disagree

Source: Authors' calculations

According to the opinion of only 6% of respondents, there is a satisfactory offer of green bank

credit lines in Serbia. The most common obstacle for companies to invest in green projects is
a poor offer of financial products, an underdeveloped capital market, demanding banking

procedures, as well as high interest rates on loans.

Graph 7. An obstacle for companies to invest in green projects is the poor supply of financial
products and the underdeveloped capital market
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A very instructive example of a company's greening strategy is Ireland. The Green Business
Initiative significantly improved the environmental results of small and medium enterprises
and facilitated the path to green transformation, which involved a dedicated approach to
introducing companies to resource efficiency possibilities, defining business segments for
potential savings, visiting companies, preparing documentation, providing technical and
advisory assistance, developing programs and support tools for the implementation of circular
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economy initiatives, connecting companies, organizing seminars, training and encouraging
knowledge exchange (European Environment Agency, 2016).

Graph 8. An obstacle for companies to invest in green projects is demanding bank procedure
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In the domestic banking sector, loans for the improvement of energy efficiency are
dominated. The share of respondents who agreed or strongly agreed with the statement that
the high interest rate on green loans is one of the obstacles to encouraging green investments
and sustainable economic development is 70%, while 75% of the respondents believe that the
green loan approval process is too demanding for domestic micro, small and medium
enterprises and entrepreneurs.

Graph 9. High interest rates on green loans are an obstacle for companies to invest in green
projects
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Only 14% of respondents among banking experts confirmed that the bank where they are
employed approves green loans to micro, small and medium enterprises and entrepreneurs,
with the share of approved green loans in the bank's total loans less than 10%. This speaks in
favor of the statement that green financing in the Serbian banking sector is below its potential.

Graph 10. The investment climate in Serbia favors green financing
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Source: Authors' calculations
Over 60% of respondents believe that bank green financial instruments, such as loans for
financing sustainable development projects, contribute to the improvement of the domestic
financial system, while the share of respondents who agree with the statement that the

investment climate in Serbia is not conducive to green financing of domestic companies
amounts to 60%.

Graph 11. Green financing contributes to the improvement of the domestic financial system
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How necessary green investments are, shows researches in which the emissions of harmful
gases in Serbia have been increasing for years and that they significantly exceed the average
of the European Union. In addition, revenues from environmental taxes have increased twice
compared to 2015 and reached a value of about 6 billion dinars. It is a devastating fact that for
years no taxpayer has contributed to the reduction of its environmental footprint through more
responsible business activities (NALED, 2021). Guided by these facts, the Serbian
Environmental Protection Agency proposed in 2017 the collection of environmental fees in
accordance with the environmental pollution caused by companies through their operations,
and not in relation to the size of the company and the activity it is engaged in, because this
ignores the actual company's impact on the natural ecosystem. In this way, two positive
effects would be achieved: the reduction of the ecological footprint and the growth of funds
for investments in green projects (Environmental Protection Agency, 2018).

DISCUSSION

The recognition of the acuteness of environmental problems by the population of certain
countries is followed by an appeal to government agencies to fight more actively against the
causes of climate change (Lobanov, Zvezdanovi¢ Lobanova & Zvezdanovic¢, 2023).1 n order
to contribute to mitigating the negative effects of climate change, the banking sector took part
in the green transition through the approval of green loans intended for financing companies
that demonstrate their environment responsible behavior through sustainable development
projects. The conducted research should provide answers to what extent green financing is
represented in the domestic financial system and whether the current investment climate in
Serbia favors green financing. Access to finance is the main driver of entrepreneurial
initiatives and economic growth. Timely access to finance determines the survival and growth
of micro, small and medium enterprises and entrepreneurs. According to Rajamani et al.,
(2023), the results of the research confirm that the attributes of the firm, the sources of
financing and the life cycle of micro, small and medium enterprises and entrepreneurs have a
significant positive impact on their access to finance. Examining the views of respondents,
micro, small and medium-sized enterprises and entrepreneurs in Serbia are at a disadvantage
when it comes to access to finance, which slows down their growth. On the other hand, this
sector as a carrier of creativity and innovation, is extremely important since it contributes to
the creation of new job opportunities, the growth of tax revenues, promoting economic growth
and well-being. If micro, small and medium-sized enterprises and entrepreneurs have access
to the required amount of funds at the required moment at a low-interest rate, with fewer
procedures, this would help them meet their financial needs.

In the research, which, in addition to the questionnaire, also included interviewing
representatives of the private sector, it was determined that the obstacle to green financing in
Serbia is the insufficient information of companies about green loans. Companies need to be
provided with additional information about green projects that can lead to more efficient use
of resources and significant savings in their operations, as well as about the preparation of
project proposals and their implementation. This particularly refers to micro-enterprises and
entrepreneurs. According to Sheikh et al., (2023) understanding the conditions and
requirements of green projects as well as setting green goals for banks effective in applying
green financing as a key factor in achieving sustainable entrepreneurship and the emergence
of clean industries. The promotion of green entrepreneurship is not sufficiently represented in
Serbia. The state does not encourage green growth and green investments through support in
the form of subsidies or tax incentives, nor by allocating sufficient budget funds for the
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improvement of the environment. The Green Fund, whose establishment was one of the
conditions for opening Chapter 27, does not finance environmental projects, which was the
purpose of its establishment in 2016. All this indicates that in the current situation, there is a
lack of credible institutions that would financially support and manage green projects in
Serbia (European Commission, 2022). The OECD report on the progress of small and
medium-sized enterprises presents the results of the application of green economy principles
in small and medium-sized enterprises through strategic environmental policy frameworks
and green incentives and instruments. Serbia achieves poor performance (2.21/5), which has
not been improved for years. The goals of supporting the green transition were an integral part
of the Strategy to support the development of small and medium-sized enterprises,
entrepreneurships and competitiveness for the period from 2015 to 2020, as well as the
National Environmental Protection Program, but they were not specified through action plans.
As the OECD recommends, the establishment of a coordinating body for the "greening" of
small and medium-sized enterprises would contribute to the improvement of green financing,
whereby this role could be assigned to the Development Agency of Serbia (OECD, 2019).

Of the green loans, the domestic banking sector is dominated by loans for improving energy
efficiency, while loans for green projects of renewable energy sources, as well as loans for
projects with a measurable impact on reducing the carbon footprint, are represented in a much
smaller proportion. When interviewing representatives of the banking sector, it was found that
as the most common reason for low interest in including green loans in their offer, bank
experts cite a lack of professional staff who will evaluate green projects and monitor their
implementation, as well as the economic profitability of green projects. On the other hand,
representatives of micro, small and medium enterprises and entrepreneurs state that green
loans are an expensive source of financing. This type of financial arrangement requires the
company to prepare specific documentation in the form of an elaborate. If the company's
employees do not have the qualifications to prepare studies and accompanying
documentation, they have to hire external staff with the necessary knowledge to fulfill green
project requirements and create a business plan with estimated positive impacts on the
environment, which makes this arrangement financially less favorable. The approval of a
green loan is also associated with more complicated banking procedures, since the banks have
to perform additional assessments, checks and analyses, and often hire consultants for these
specific issues. All the above factors contribute to the growth of green loan interest rates.
However, the most important factor affecting the green loan interest rate is the cost of
financing sources used by banks (not the risk premium based on the company's financial
results).

CONCLUSION

Economies should strive to use their potential for sustainable production towards achieving
zero carbon emissions. Due to the scarcity of natural resources, enterprises must focus on
green production resources by relying more on the circular economy. As assessed by the
Fiscal Council, a significant increase in investment in environmental protection is a budget
priority in the coming years. This is supported by the fact that a responsible attitude towards
the environment is one of the basic postulates of the European Union, which Serbia is trying
to access. Since these investments are mandatory, any postponement of inevitable green
investments may cause more serious consequences (freezing wages and pensions, increasing
taxes) and will be implemented in a far less favorable fiscal environment. According to the
estimates of the Fiscal Council, an increase in public investments in environmental protection
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by 1.3% of the gross domestic product (500 million euros) would accelerate the economic
growth of Serbia in the short run by at least 0.5% (Fiscal Council, 2018).The regulatory
framework, successfully formulated strategies and their effective implementation, as well as
involving the private sector and creating a larger market, are key factors for attracting green
investments.

It can be stated that the offer of green loans in the domestic banking sector is not at a
satisfactory level and that the current conditions for green financing of companies do not
represent a profitable financial option. In addition to charging high-interest rates on loans
related to the achievement of sustainable development goals, banks currently do not have
different green financing instruments and the offer is reduced mainly to green loans for
improving energy efficiency. Green financing is not yet sufficiently represented in Serbia and
improvements are needed both on the supply side and on the demand side. As the awareness
of the importance of the circular economy and the necessity of more intensive involvement in
the green transition process grows, so will the demand for green sources of financing, as well
as the variety of available green financial instruments. It is necessary to provide incentives for
green investments in the form of subsidies, grants, tax breaks and credit guarantees from
international development finance institutions, but also to adopt and apply regulations in the
field of green financing promptly.
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