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Editorial

The selection of the papers for this issue of tharjal Economic Themes
shows the variety of topics. Most of papers focughe field of international trade
and finance. The paper entitléithe Impact of the World Economic Crisis on
Foreign Investments and the Trade Flows in the ®&esBalkanswritten by
Danijela Jaimovi¢, Predrag Bjeli and Ivan Markow represents a comprehensive
research on the channel through which the econdefiect has been transferred
from the external environment to the region of ¥estern Balkans. The changes
in the level of foreign trade activity as well asforeign direct investment (FDI)
have been identified as key to decrease in econauiivity in the region.
Complimentary in one part with the latter is thee@rch presented in the pajpée
Influence of Fiscal and Monetary Policy of Exteriigdlance in Serbidy Zoran
GrubisSi and Marija Matetic. The paper analyzes the presence of a persistant
current account deficit and budget deficit and mdes inadequately managed
fiscal and monetary policy as a cause, which diassihe problem as chronic in
nature and not acute. Hence, both of papers wilirbbably of interest to the same
readers. The paper that followsAsComparative Analysis of the Impact of Foreign
Direct Investments on the Structure and Speciatinadf Serbian and Hungarian
Exportswritten by Sdan Boljanowvt. The author analyzes the connection between
sectoral direction of foreign direct investment aggport specialization and
contributes to this issue of Economic Themes byessfully combining various
policies for enhancing national competitivenessthi@ paper under a provocative
title Get Over or Game Oveffhe Rise and Fall of the EMWlarko Malovt and
Srdan Marinkové give a comprehensive qualitative analysis of tingent situation
that the European Union finds itself in. Considgtiine problem diagnosis, the paper
has many similarities with the previous two papbegause it points to the issue of a
lack of real convergence and to the nature of teblem regarding the balance of
payment imbalance within the European Union. Thalyais makes a significant
breakthrough in alternatives discussion based @apiparatus of game theory.

Aleksandra Pra®vi¢'s paper entitledinstitutional and Political Determinants
of Economic Developmeatthough it does not fall exclusively into the trei
area of economic policy, it sheds light on lesce®ed phenomena that shape the
process of decision-making. Without such analygels, not possible to explain
why in practice we divert from recommendations wfgpeconomic theory.

On this occasion there are a number of contribatioom the field of financial
markets. All the three following papers represeuecfic empirical research but
with different methodology employed. The paper teadiStructuring of Optimal
Investment Portfolio of Voluntary Pension Fund byaktic Network Process
written by Predrag Mimovi Milena Jaksi and Violeta Todoroviis the paper that



fills in the gaps in the methodology of optimizatjoexperimenting with the
application of the analytic network process as @ehof multiple-criteria decision-
making. In his paper entitleBynamic Interactions among International Equity
Market: A Serbian PerspectivEldin Dobati¢ analyzes causality between changes
in the relevant set of stock market indices, with application of the Granger’s
causality test and other methods. Almir Allihaditi his paper entitledpplication

of the CAPM Model for Securities Pricing in the @apMarket of Boshia and
Herzegovinaanalyzes the possibility of application of thessiaal CAPM model.

It has been proved that, with some limitations @né®specially in less developed
countries, this model has certain power to explhie yield structure in the
analyzed stock market. Aside from contributing he field of empirical tests of
economic theory, the findings presented in theseetlpapers will make better
consideration of flows in the region’s capital matkpossible.

There are some interesting contributions in théd fief business science
published as well in this issue. The paper entitlEohployees’ Characteristics as a
Factor of Business Quality Improvemerity Radenko Milojevd, Marija
Andelkovi¢ Pest and Gorica Boskoviis also investigation in which the theory is
supported by empirical findings. This is the reasdwy the paper makes a very
complete and persuasive guideline for human resomanagement. This thematic
field is also covered in the paper entitedme Aspects of Marketing Organic Food
Productsby Jovan Babovj Aleksandra Nikolt and Vuk Raievi¢. The paper will
be useful because of its complete state analysiel®s a set of specific ideas for
advancing marketing in the segment of marketsdoicaltural products.

Organic agriculture is the topic that reappearthnpaper entitle€hallenges
to Organic Culture in Bulgaridy Marina Nikolova. The paper is a rather complete
development analysis of this sector in Bulgariathwdetailed representation of
efforts that the EU and Bulgaria make for the psgoof its advancement and thus
can be useful to a wider reading audience. The rp&sémation of Money
Laundering Prevention and Terrorism Financing ire tBankswritten by Ljiljana
Fiat is an intriguing research in the current bang since neglected field of
science. The Editor is pleased that the journaklscted as a means of scientific
promotion of the best parts of otherwise extensesearch, which is the case of
this but also some other papers in this issue.

This issue of the journal includes two book reviewkich leads us back to
good practice of initiating discussion on the intpad new monographic
publications. Through finding reflection in sciditiperiodicals, these publications
are given encouragement and provided a wider rgaalidience.

Editor-in-Chief

Prof. dr. S#an Marinkove
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UDC Abstract: This economic downturn has largely influenced the
339.727.22 domestic economic stability of the Western Balkan economies. This
338.124.4 paper will focus on impact of the world economic crisis on the
Original Western Balkan economies and especially on their international
scientific trade and investment flows. Since this region 1is closely
paper economically tied with the European Union, the crisis spread to the

region very quickly through decreasing of regional exports to the
EU market and through downward trends of foreign direct
investments inflows to the region. The Western Balkan economies
have low competitive position in the European and world market
but this crisis has even further eroded their position. During the
crisis time, all regional countries have found themselves in very
fragile and vulnerable position, facing very low levels of FDI and
diminishing export values. The paper will also examine how the
changes of the FDI inflows in the period before and during the
crisis have influenced the competition level of the region.
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Introduction

The world economy is characterised by more thanr egeeat
interdependence of national economies. Interndtimae remains the main
link between national economies in the world. Hogrexountries do not trade
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only in goods, but more and more they trade inisesy intellectual property
etc. One of important links between national ecaesnm globalised world is
the exchange of private capital in the form of fgnedirect investments (FDI).

Rising interdependence among national economies ggeat source of
acceleration of economic development. However,mdutihe period of crisis, in
certain economies, particularly highly develope@srthe crisis spreads much
faster to partner economies due to the high leffeconomic cooperation. Two
main channels for spreading of the crisis from pagonal economy to others
are international trade and exchange of foreigactlinvestments.

The global economic crisis of 2008 spread very kjyiand the local
American financial crisis became a global one imthe. The most important
indicator of global crisis was the fall in world goet that started in the second
quarter of 2008. In just 6 months, by the end @&ahe world export reached
the level that was recorded in the second quaftgf@5. In just 6 months, the
volume of world exports dropped to the level thaswecorded 4 years ago.
The world exports started bouncing back in the séauarter of 2009 and this
was the first sign of the global trade recoveryt Bie¢ recovery of most of the
national economies in the world is still not loogniespecially due to the large
extent of the protectionist measures introducetthénform of non-tariff barriers
by the majority of national economies.

Figure 1: Total world exportsin the period 2005-2009, quarter data (Q1 2005 = 100)
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The inflows and outflows of foreign direct investm® in most cases
supplement exports and imports of goods and servesmong countries.
Developed countries are most important origins Bf But also most important
destinations. Developing countries and transitia@intries finally opened for
FDI inflows after 1990 but have not been very sastid in attracting FDI so far.
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In this paper we will focus our attention to théeefs of the 2008 global
economic crisis on economies in the Western Balkemthese economies, the
crisis was transferred from their trading partnéinspugh decrease of exports
and FDI inflows, but they are also facing theieimal economic crisis. Having
in mind that these countries received substantiauat of foreign capital in the
period 2000-2008, it looks that capital inflow haitébuild sustainable sources
for development. Development of the Western Ballansitries still relays on
the capital inflows to a great extent, but next &vaf investments should
contribute more to the sustainability of growth.eTdim of this paper will be to
analyze character and structure of the FDI inflawat regional countries
received and its impact on growth and export angbimof goods and services..

1. Effects of the world economic crisis on trade in the Western
Balkans

The Western Balkan economiediave been exposed to their internal
economic crisis resulting from economic transfotioratof their economies,
macroeconomic instabilities, government mismanageéms well as political
reasons, such as wars, sanctions etc. This situb#s left this countries less
developed than they were before the breakup of Slag@ in 1990. The
dissolution of the Yugoslav market was followed bpgecific process of
transition to fully functional market economy. Maagonomic sectors could not
survive new conditions in world markets while sootber successful sectors
were privatised in a manner that did not improwartefficiency. This resulted
in great structural changes of trade patternseiMestern Balkan economies.

The economies in the region of the Western Balkarpbrt much less than
their economic potential measured by export peit@agr some other basic
indicators. Their export predominantly consistscommodities and low value
added labour intensive manufactures. They are fas#tfi great trade
imbalances and with majority of their trade pargnérey experience high and
augmenting trade deficits.

With the appearance of the world economic crisi2@#8 the already small
value of the Western Balkans’ exports started mimish. The spill over of the
global economic crisis to national economies of Western Balkan region
happened just few months after the crisis appeiaréte United States. This is
the proof that the Western Balkan economies amfgigntly integrated in the
global economy but more through imports and inflofvFDI than through
exports to the foreign markets. Trade opennesieo¥Nestern Balkan economy

! The term Western Balkans is used to describe thepgof countries including Albania, Bosnia
and Herzegovina, Croatia, Montenegro, MacedonighiSand the customs territory of Kosovo
defined under UNSCR 1244. Moldova is not in the foofighe author’'s attention but it is
included in some data that represent CEFTA trade.
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is generally high, above 50%, excluding Albania weh& was around 40%
(Gauwaite Wittich, 2005, p. 3). The fall of the Western Bafls’ exports in 2008
was significant and it was not recovered for mdsthe regional economies
even until 2010. The Western Balkans’ exports hdeelined by 10 per cent
(Croatia) and close to 50 percent (FRY Macedonid BINMIK/Kosovo).
Exports of goods manufactured in the Western Balkaronomies declined
much faster than agriculture exports, except ine tase of Albania and
Montenegro (Handjiski, Lucas, Martin and Guerin1@0p.10).

Figure 2: Total exports of the Western Balkan economies
during the global economic crisis (quarterly datain million EUR)
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Source:Data of Bank of Albania, Bosnia and HerzegoviratiStical Agency, Croatian
National Bank, Statistical Office of Montenegro,tidaal Bank of Serbia,
National Bank of FRY Macedonia.

The European Union (EU) is the main export marketdll the Western
Balkan economies. Usually, more than half of expatft all Western Balkan
economies are destined to the EU single markegpo case of Montenegro
and UNMIK/Kosovo. This high level of dependencetbé Western Balkan
export on the EU market is further stimulated by Ebde preferences and
prospects of EU membership of all the Western Bakkeonomies. However,
this export dependence was a main channel forfelan§economic crisis from
the EU market to the Western Balkan economies. &rhpirical research has
shown a direct link between diminishing demand lie Western Balkans’
export and the fall in their industrial producti@lovii¢, 2010, p. 473). The EU
IS an important trade partner of the US and thenioml crisis in the US has
caused significantly lowered demand for import dfe tEU's products.
Diminishing of export earnings has caused that Bohmanies also curtailed
their imports, including imports from the Westerallgans.
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Figure 3: Structure of exports of the selected Western Balkan economies
by main export markets, 2009
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Source Authors’ calculations based on national stat@tagencies data.

Apart from disruption in foreign demand for gootle second important
channel for transmission of global crisis to thestéen Balkan economies was
the decline in foreign direct investment inflows. 2008 and particularly in
2009, FDI inflows to all developing and transitibm@untries have declined
sharply, particularly in the region of the West&alkans. The decline was
around 50% if we compare 2009 and 2008 as a baseegpeept in Albania and
Montenegro due to large privatisation deals in 2(8&nfey, 2010, p. 5). The
Western Balkan region is dependent on foreign abhpihd during the crisis
foreign companies cancelled many new projects aed withdrew the capital
that was already invested in short-term projecisoAmany countries in the
Western Balkans have given up from the privatisatibtheir large state-owned
enterprises since they could not obtain a goodepdaring the crisis. Only
partial foreign investments came with an aim totaunspresent long-term
projects. Other channels for transmission of crisage included decline in
foreign remittances to the Western Balkan regiah @ssudden stop for internal
lending to foreign affiliates in the Western BalkariGligorov, Havlik,
Landesmann, Pdschl, Richter et al, 2010, p. 91arifpom diminishing export
and reduced inflow of FDI, some authors have oleskite effects of reduced
remittances and reduced bank credit lines (BadlatdtPrica, 2011, p.12).

An interesting fact is that during the crisis, deelof the Western Balkan's
export to other Western Balkan countries was fas dramatic than decline of
the Western Balkans’ exports to the EU. Generalport of the Western
Balkan economies to EU fell by 20% on average009 comparing to 2008
export levels, except in FRY Macedonia and Montemeghere this decrease
was more significant. The decline of exports imargegional CEFTA 2006 trade
was as low as 12% or 16%, except in Albania andattro This means that
crisis hit the Western Balkans a bit later than B¢ so CEFTA was a good
place to keep exporting. However, during the reppue 2010, all Western
Balkan countries, except Croatia, had significahtigher export growth rates in
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its exports to the EU markets than to the CEFTAG20@rket. Considering the
import side, the import flows bounced back fastethe intraregional CEFTA
trade than in the trade of the region with the EU.

It is very hard to fully estimate influence of wréconomic crisis to the
Western Balkans since apart from this global cugisch can be perceived as
factor of global importance, there are many othaetdrs of regional and
country specific importance that have oppositeat$feWest Balkan economies,
even if they are underdeveloped and with expoxveheir economic potential,
are significantly integrated into the world econoriiyiey were in the second
wave of transmission of the global crisis. The isrisame to the Western
Balkans true diminishing export to the EU marked #mough reduced inflows
of FDI from most important investment partners.

2. Effects of the world economic crisis on FDI inflows in the
Western Balkans

The Western Balkan countries started their proogéssansition later than
other countries, with more problems and challenfjgszessary changes have
reflected on political, institutional, economic ansocial environment,
demanding fresh capital while domestic sources Weriged. Initiated changes
have become very important with European aspiratioh these countries,
where future membership requires additional costs réaching European
standards in all directions.

The level of domestic savings in the Balkans isifficient for financing of
radical changes. The EU Funds are differently atsgl to countries and depend
on their competency to use them, so that finanfiom external sources are
necessary, especially from FDI as their main corepts The role of FDI in
the process of transformation and association aftr@eand Eastern Europe
countries is crucial. These investments have slyormgntributed to the
formation of investment, technology transfer, fisgiing access to the foreign
markets, strengthening the private sector and ioreatf market economy, as
well as the elimination of macroeconomic imbalandeiserited from the
previous centrally planned system. (Jacimovic, 2@07.25) While the flow of
FDI has been very generous to Central and EasteropE in the last decade,
only a small part was directed to Southeast Eurbgftow of foreign direct
investment in the period 1991-2002 is presentélchivie 1.

The data indicate a very low level of inflows ofedit foreign investment in
the Balkans. Inflow of investment in early 1990ssviasignificant, because of
war in the region. Providing a relative politicahdaeconomic stability, the
inflow in the period 1995-2000 was increased sigaiftly (about 10 times)
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and it reached level of 3-4 billion USD on the mwil level and this volume of
funds with minimal oscillations will be present ili2004.

Table 1: Inflow of FDI in the Western Balkan countries, 1991-2002
(in million dollars)

1991-96 | 1998 1999 2000 2001 2002
AL 58° 45 41 143 207 213
BA -1 56 154 147 130 321
HR 216 932 1,467 1,089 1,561 981
MK 15 118 32 1,777 442 77
RS and ME 66 113 112 25 165 475
Total 370 3,832 3,666 5,208 4,475 3,652

e- Estimation, 1991-1996 — average data for period.
Source:UNCTAD, FDI/TNC database (data 2003).

The expansion of capital flows across the worldhie period 2005-2007
affected a significant increase of capital floncwuntries of the Region. Inflow
of foreign direct investment was significant andl lpositive effects on entire
economic and political environment of countrieshie Region. Single largest
absorber of foreign capital was Croatia, as thetrdeseloped country of the
Region with the best results of integration. Langéow of foreign capital was
recorded in Montenegro, which had one of the highescapita FDI inflows in
Europe.

The process of privatization was the main enginelie inflow of foreign
investment in the Western Balkan region, and thilkow predominantly was
directed into the sector of services, such as: inghkelecommunications, trade,
energy and partly in real estate. Investments idustrial sector were
significantly lower than share of the sector ofvgms in foreign investment.
Dominant investors were EU member countries.

The structure of investment implies that dominanfiioiv of capital in the
region was more oriented by motive to provide duafiternational services to
the domestic market, such as banking, telecommtioiicand retail sector and
real estate and less in tourism and other expatmd services. Small number
of investments is oriented toward industrial sectwhich had influence on
increasing of export and increasing of competitess) which has similar
effects on countries of Central Eastern Europer@yi2011, p. 5).

The financial crisis affected these flows, whererdase of foreign direct
investment with most of the countries in the Regi@ppened in the third
quarter of 2008, while Albania and Montenegro aehika slight increase in
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investment in 2009 (Table 2). On the regional l@edrease of FDI inflow was
dramatically low for 47% in 2009 (Bo#;i2010, p.21)

Table 2: FDI flowsto the Western Balkan region in the period 2004-2010

2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011

AL 278 213 250 | 481 | 675| 698 793 742
BA 567 | 493 611 | 1517 725| 361 174 313
HR 950 | 1468 | 2765| 3670 41934 1876 29% 1048
MK 261 77 345 | 506 | 400| 181]| 159 304
ME 53 384 293 | 673| 625| 944] 574 201
RS 772 | 1268 | 3392 2513 2018 1410 1003 1949
Southeast | a0, | 3903 | 7864| 9360| 863G  546p 2998 485y
Europe

SourceVienna Institute for International Economic Stedatabase on Foreign Direct Investment

It is interesting to analyze trade flows for thensaperiod of time. In pre-
crisis period, all Balkan countries have experigntiee intensive increase of
trade flows since overall they doubled in 2008ameparison with figures in the
early 2000s. The impact of crisis was evident i02@nd trade values
significantly deteriorated. It is important to pbwut, despite this positive trade
dynamics in the region before the crisis, that tfagle structure has stayed
problematic. The import values almost doubled efigures for most of the
countries, showing that the economies in the regiervery import oriented.

Constantly present problem in trade balance inregjional countries is
caused by low level of competitiveness of thesentties and serious
development disbalances. The FDI inflows hadn'tugid significant changes
in domestic markets, regarding the export oriesectors of economies, since
most of FDI went in service sector, while exporhadmics mostly depended on
general marker (demand) expansion, during the tfnglobal prosperity. The
structural changes didn’t occur for most countriegjarding improvement of
export structure. (Mencinger 2007, p. 7; BeckerAfa@ssenbacher, 2011, p. 9)

According to some authors (Mencinger, 2003, 20077,pCocozza 2011,
p.16 and Kinoshita 2011, 12) FDI influence trad&bee by affecting exports
and imports. Whether the effects of FDI on tradéatee are positive or
negative depends on the sectoral structure of &fl,strong links between FDI
and manufacturing subaccount (Aizenman and Noy52p05, Walsh, 2010, p.
12 and Mitra 2010, p. 3). One would expect positeféects on the trade
balance, if the major aim of FDI is to take advgetaf cheaper labor in the
host compared to home country, and negative, ifnlagor aim of FDI is to
acquire new markets. (Menzinger, 2007, p. 10) @leshort and long run
effects of FDI on current account deficit are clpdinked to the effects that
FDI have on domestic savings and economic growth.
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The deficit of current account in Western Balkanrddes had been financed
by net FDI to a large extent. (Becker and Weisseméa 2011, p. 11)
Considerable FDI inflows had effected strongly ttezionomic development but
didn’t result in sustainable increase of exporivii#s. The question that is now
in front of countries in region is: Did FDI inflowsith their sector distribution
contribute more to expansion of domestic consumghan to increase of export?
The authors will try to answer this question inti3aof the paper.

3. Analysis of nature of the relationship between FDI and some
important economic variables during the crisis

First precondition for determining the existenced anature of the
relationship between FDI inflow and export of goadsl services, import of
goods and services and GDP/capita is obtainingitie series of quantitative
data. In this case, the sources of data have bagwonal banks of Southeast
European Countries and Vienna Institute for Intéomal Economic Studies for
FDI inflow and export and import of goods and seesi and IMF for
GDP/capita.

Table 3: FDI inflow (in million EUR) and GDP/capita (in USD current prices)
in Southeast Europein the period 1995-2011

FDI inflow GDP/capita
Al BA HR | MK | ME RS Al BA HR MK ME RS

1995| 54 / 84 7 894 / 4967 2270 /

1996 | 72 / 393 9 984 / 5208 2233

/
/
1997 | 42 / 479 51 / 701 / 4400 1883
/
/

1999 | 39 166| 1363 83 1197 1546 4368 1837 / 1444

1°)

2000 | 157 159| 1141 283 56 1190 1469 4909 786 / 5211

/
/
/
1998 | 40 60 839 134 / 891 1434 4804 17196 / 2p39
/
/
/

©

1
2001 | 231| 133| 1468 49 198 1327 1523 5195 1705 3 189524
2002 | 141 282| 1138 112 76 521 14B8 1753 5974 186186 202012

N

2003 | 157 338 1762 100 44 1300 1852 2197 7691 23583 P 2613

2004 | 278 567 950] 261 53 77R 2344 2603 9441 2717 7 333169

2005 | 213| 493| 1468 77 38 1268 2602 2783 10086 298828 | 3391

ot

2006 | 259 611 276% 34 496 3392 2858 154 11235 32433 | 3958

w

2007 | 481 1520 3679 50 683 2513 3393 801 13383 8 BWr59| 5277

w

oo

2008 | 665 684 4219 40 656 2018 4102 733 15758 482800 | 6458

N

o1
[uny
o
Q
©

2009 | 717 180| 241% 14 1410 3819 4867 14324 0 455464 | 5438

2010 793 174 295 159 574 1003 37(15 4255 13776 445383 | 5142

4
2011 | 742 313| 1043 304 401 1949 3992 4618 14457 500817 | 6081

Source:National Banks, Vienna Institute for InternatioBalonomic Studies and IMF
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The intention of the authors has been to use thgelst available time series
but that was not possible in all cases. It candas $n Table 3 that there are no
data for FDI inflow for Bosnia and Herzegovina (fitve period 1995-1997),
Montenegro (for the period 1995-2001) and Serhia fffie period 1995-1999)
and for GDP/capita for Bosnia and Herzegovina (f@ period 1995-1997),
Montenegro (for the period 1995-2000) and Serlna tfie period 1995-1997).
As for Table 4, there are no data for export angloirhof goods and services for
Bosnia and Herzegovina (for the period 1995-19®0ntenegro (for the period
1995-2000) and Serbia (for the period 1995-1996) Of the reasons is that,
for example, the National Bank of Bosnia and Heoxitp was established in
1997 so the earliest data that could be providetbris1998. Similarly, the
National Bank of Montenegro was established in Ma2001 so the earliest
data could be provided is for that year.

It should be mentioned that data for GDP/Capite2faitl are based on IMF
estimates.

Table 4: Export and import of goods and services (in million EUR) in Southeast
Europein the period 1995-2011

Export of goods and services Import of goods and services
AL BA HR MK [ ME RS AL BA HR MK | ME RS
1995 | 232 / 5396| 1071 / / 601 / 7083  14p3
1996 | 296 / 6370| 104 / / 85 / 7891 14116

1997 | 200 / 7105| 1219 / 291 704 li 10071 1484 / 4206

1998 | 262 | 1003 7622 128 / 3206 837 3413 9396 1798 /4230
1999 | 511 | 1216 7644 137 / 1776 1040 4142 9170 1802 2837
2000 | 760 | 1715 9411 177 / 2231 1645 43512 10403 2473 3798
2001 | 937 | 1824 1080 156 38 2693 1986 878 1205674 P 780 5023
2002 | 961 | 17200 1112 145 48 3135 2187 D12 1374928 P 815 6387

2003 | 1028| 1939 13138 153 46 3847 2277 313 1512302 | 710 7206

4475 2610 704 1612669 | 970 9543

2005 | 1497| 2858 15269 204 69 5329 3115 B74 174R948 | 1168 9612

2006 | 1788| 3591 16961 239 88

2007 | 2207| 4153 18271 307 11 8686 4292 656 2137822 ( 2306| 15578

Bl |[ClTO[NNNTFETD®

2008 | 2605| 4654 19848 338 12 10170 4967 812 42862138 | 2880| 19397

2009 | 2522| 3949 1631% 255 977 8461 4452 792 1784693 | 1949| 13982

b
B
v
h
0
9
2004 | 1294| 2373 14240 1709 70
0
3
0
5
0
7

2010 | 2923| 473q 17713 318 1104 10060 4773 402 71774605 1960| 15284

2011 | 3153| 5270 18801 3979 1324 11471 5260

4
5
5
5
6

6948 3478 6463 1953877 | 1680| 11970
7
8
6
7
8

355 11875563 | 2099| 17323

Source:National Banks, Vienna Institute for InternatioBalonomic Studies
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In order to determine the existence and naturd@frélationship between
FDI inflow and export of goods and services, impargjoods and services and
GDP/capita we need to do correlation and linearession analysis. A
correlation coefficient gives a numerical summafyhe degree of association
between two variables (see more: Buxton, 2008, popr'be linear regression
summarizes the relationship between two variattlespnly in specific setting:
one of the variables helps explain or predict ttheio That is, linear regression
describes the relationship between an explanatarjable and a dependent
variable (see more: Moore, 2007, pp. 115-149).

Looking at Table 5 and correlation coefficient ¢olu we can reach to
several conclusions. First off all, there is a a@ierievel of positive association
between FDI inflow and export of goods and servigegport of goods and
services and GDP/capita in all these countriesoi®EcAlbania has the highest
association between these variables which is almlose to perfect positive
correlation.

Table5: Correlation and linear regression analysis of the FDI inflow, export and
import of goods and services and GDP/capita in Southeast Europe
in the period 1995-2011 (explanatory variable: FDI inflow)

Dependent Linear Regression results Correlation
Country | ariable X Intercept Slope R | coefficient
coefficient coefficient
Export G&S 299.42 3.56 0,93 0,96
AL Import G&S 17 950.49 5.73 0,89 0,94
GDP/capita 904.63 4.3 0,88 0,94
Export G&S 2286 1.58 0,17 0,41
BA Import G&S 14 5169.8 2.23 0,28 0,52
GDP/capita 2317.2 1.39 0,17 0,41
Export G&S 8569 2.76 0,44 0,66
HR Import G&S 17 9626.4 3.28 0,58 0,76
GDP/capita 5503.5 2.2 0,37 0,61
Export G&S 1392.8 3.2 0,33 0,57
MK Import G&S 17 2021.9 4.56 0,30 0,55
GDP/capita 2338 2.83 0,14 0,38
Export G&S 630.98 0.6 0,43 0,66
ME Import G&S 10 935.87 1.6 0,56 0,75
GDP/capita 2987 4.32 0,57 0,75
Export G&S 3604.3 2.1 0,39 0,63
RS Import G&S 12 6496.6 3.48 0,44 0,67
GDP/capita 2183.1 1.22 0,43 0,66

Source:The author’s calculations based on data from Tébkexl 4
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Third, Bosnia and Herzegovina has the lowest agBoni Fourth, FYR
Macedonia has the lowest individual value for datren coefficient of 0.38 for
FDI inflow - GDP/capita. Fifth, these results inalie that there is a need to
perform Linear Regression analysis to determine rthure of relationship
between these variables.

Looking at the results of the linear regressionlyamis in Table 5 some
conclusions can be reached. First, in explaining thsults of the linear
regression analysis we need to start from the gsisomthat there is no
possibility that the FDI inflow in these countriesuld be equal to 0, so there is
no need to explain the intercept (“a”). Second,yanl the case of Albania
coefficient of determination @Rproves that the linear regression equation is
reliable. About 90% of the association between gkarof the FDI inflow and
export of goods and services, import of goods amdices and GDP/capita is
explained with the linear regression equation.hé DI inflow in Albania
would increase by 1 million EUR we could expect tiee export of goods and
services, import of goods and services and GDR&ayiuld increase by 3.56
million EUR, 5.73 million EUR and 4.3 USD curreniges respectively. Third,
the influence of increase of FDI inflow on import goods and services is
higher than influence on export of goods and sesvia Albania. Fourth, with
few exceptions in all other cases the coefficifndetermination is lower than
0.5 which indicates that the equation is not rédiand that it could not be used
for explaining the association between these veesab

Having in mind these findings, we need to find aywa make the
correlation and linear regression analysis morebkd in the case of Boshia
and Herzegovina, Croatia, FRY Macedonia, Montenega Serbia. One of the
options could be to divide the time series to pisis and crisis period. If we
assume that one effect of the world economic cosidd be the change in the
relationship between these variables, we needt®yrdse eventual association
between them before and after 2008.

Based on the results of the correlation and limegression analysis of the
FDI inflow, export and import of goods and servieesl GDP/capita in Bosnia
and Herzegovina, Croatia, FRY Macedonia, Montenegnd Serbia in the
period 1995-2007 (Table 6) we can identify sev@atterns. First, except for
FDI inflow - GDP in FRY Macedonia, there is a hitgwvel of correlation
between variables in all other cases and counti&sond, like already
mentioned, in explaining the results of the linesgression analysis we need to
start from the assumption that there is no postsiltiat the FDI inflow in these
countries could be equal to 0 so there is no neaxkplain the intercept (“a”).
Third, except for FDI inflow - GDP in FRY Macedonia all other cases
coefficient of determination @Rproves that the linear regression equation is
reliable. This coefficient has the values from 5fvFDI inflow — import G&S
in the case of FRY Macedonia to 91% for FDI infledimport in the case of
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Montenegro. That is the percentage of the assonidietween changes of the
variables which is explained with the linear regies equation. Fourth, if the
FDI inflow in these countries would increase by illion EUR we could expect
that their export of goods and services would iasesfrom 0.87 to 3.71 million
EUR, import of goods and services would increasenf2.14 to 4.02 million
EUR andGDP/capita would increase from 0.98 to 4.33 USDramur prices.
Fifth, the influence of increase of FDI inflow omport of goods and services is
higher than influence on export of goods and sesbvic

Table 6: Correlation and linear regression analysis of the FDI inflow, export and
import of goods and services and GDP/capita in Bosnia and Her zegovina, Croatia,
FRY M acedonia, M ontenegro and Serbia in the period 1995-2007
(explanatory variable: FDI inflow)

Linear regression results .
Country | yarcple | N | Ttercept | Siope | o | coeficient
coefficient | coefficient
Export G&S 1320.8 2.12 0.80 0.89
BA Import G&S | 10 4257.7 2.56 | 0.82 0.90
GDP/capita 1437.2 1.84 | 0.86 0.93
Export G&S 6024.5 3.71 | 0.73 0.85
HR Import G&S | 13 7606.9 4.02 0.73 0.86
GDP/capita 3644.5 2.51 | 0.67 0.82
Export G&S 1209 241 0.53 0.72
MK Import G&S | 13 1728 3.36 | 0.51 0.71
GDP/capita 2030.1 1.74 | 0.19 0.43
Export G&S 477.44 0.87 0.83 0.91
ME Import G&S | 6 655.26 214 | 0.91 0.95
GDP/capita 2395 432 | 0.84 0.91
Export G&S 2534.7 1.7 0.79 0.89
RS Import G&S | 8 5119.5 2.81 0.72 0.85
GDP/capita 1656.1 0.98 | 0.71 0.84

Source:Author’s calculations based on data from the s&Bland 4

In the period of the economic crisis (Table 7) tbsults of correlation and
linear regression analysis of the FDI inflow, expand import of goods and
services and GDP/capita in Bosnia and Herzego@neatia, FRY Macedonia,
Montenegro and Serbia are significantly differdritst thing that draws the
attention is that there is a negative correlatietnieen variables in Montenegro.
In the case of FDI inflow - import G&S the corrétat is so small that there is
no need to do linear regression analysis. In tike c& FDI inflow - GDP/capita



14 Jacimovié et al./Economic Themes, 51 (1): 1-20

the coefficient of determination is lower than Guhich indicates that the
equation is not reliable and that it could not bsedi for explaining the
association between these variables. In the casebifinflow —Export G&S
80% of changes is explained with the equatiorhéffDI inflow in Montenegro
would increase by 1 million EUR we could expect tiee export of goods and
services would decrease by 4.43 million EUR

Table 7: Correlation and linear regression analysis of the FDI inflow, export and
import of goods and services and GDP/capita in Bosnia and Her zegovina, Croatia,
FRY Macedonia, Montenegro and Serbia in the period 2008-2011
(explanatory variable: FDI inflow; N = 4)

Linear Regression results .
Country | yefcble | Tiercent | Sove | | coefficent
coefficient | coefficient
Export G&S / / / 0.21
BA Import G&S 6739.6 3.26 | 0.73 0.85
GDP/capita 4220.6 0.81 | 0.77 0.88
Export G&S / / / 0.40
HR Import G&S 16749 1.37 0.71 0.84
GDP/capita 13684 0.45 | 0.85 0.92
Export G&S 2493.8 31 | 041 0.64
MK Import G&S 3815.8 4.1 0.62 0.78
GDP/capita 4295.6 1.66 | 0.62 0.79
Export G&S 1453.6 -4.43 | 0.80 -0.89
ME Import G&S / / / -0.17
GDP/capita 7454.5 -0.94 | 0.36 -0.60
Export G&S 8091.3 1.22 | 0.23 0.48
RS Import G&S 10244 3.91 0.63 0.79
GDP/capita 3848.1 1.21 | 0.94 0.97

Source:Author’s calculations based on data from the s&aBland 4

Second, in the case of FDI inflow - export G&S iodRia and Herzegovina
and Croatia the correlation is also small thateghierno need to do the linear
regression analysis. Third, except for FDI inflowxport G&S in Serbia, there
is a high level of correlation between variableslinother cases and countries.
Fourth, as mentioned before, in explaining the Itesaf the linear regression
analysis we need to start from the assumptiontkiesie is no possibility that the
FDI inflow in these countries could be equal tooQtlsere is no need to explain
the intercept (“a”). Fifth, except for FDI inflow export G&S in FRY
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Macedonia and Serbia, in all other cases coeffic@ndetermination (B
proves that the Linear Regression Equation isbigialhis coefficient has the
values from62% for FDI inflow — import G&S in the case of FR\Wacedonia
to 94% for FDI inflow - GDP/capita in the case of Sarfihat is the percentage
of the association between changes of the variatitésh is explained with the
Linear Regression equatioBixth, besides Montenegro, if the FDI inflow in
these countries would increase by 1 million EUR awelld expect that their
export of goods and services would increase fro2 10 3.1 million EUR,
import of goods and services would increase frod7 1o 4.1 million EURand
GDP/capita would increase frod45 to 1.65 USD current prices. Seventh, the
influence of increase of FDI inflow on import of ats and services is higher
than influence on export of goods and services.

In the end we could conclude that there is a dopmt level of positive
correlation between FDI inflow, export of goods e®tvices, import of goods
and services and GDP/capita in Southeast Europeeiperiod 1995-2011 and
that if the FDI inflow in these countries would irase we could expect that
their export of goods and services, import of gomas services and GDP/capita
would increase too. Additionally, based on the ¢featihat could be expected as
a result of the increase of FDI inflow, we couldhclude that the influence of
increase of FDI inflow on import of goods and seed is higher than influence
on export of goods and services.

Conclusion

The world economic crisis spread to all cornershefworld. The Western
Balkans is a region well integrated into global remoy and it felt this crisis
through diminishing exports to its traditional erpmarket, such as the EU, and
through reduction of FDI inflows to the region frats traditional investment
partners, usually developed countries. Our regemdn export much below its
economic potential and its export includes agrigaltand commaodity products,
so the effects of the crisis were less damaging thaleveloped countries. But
due to lack of capital for economic development high dependence on FDI
inflow the crisis spread through repatriation afeign capital and abandonment
of large investment projects. An interesting faeswhat crisis affected region’s
trade with the EU more than the intraregional tradehe Western Balkans.
This gives us a good argument to foster regionapemation and integration, to
speed up the economic growth in the region.

The Western Balkan region depended extensivelynbiow of FDI in the
past decadelhe first effects of direct capital inflow were sificantly positive
for Balkan countries, which lead to high (long esteel and necessary) growth
rates, low inflation, increasing of employment astdbility in fiscal balance.
However, in period of expansion, these countrie®lpursued deficit in current
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account of payment balance, which did not repreaagtsignificant problem,
because deficit was covered with significant infl@i foreign investments.
Increasing trade deficit during prosperity timerntin deficit of smaller scale
during crisis, what was just result of necessarysiohg to the situation of
shortage of export incomes and low level of FDIsci2ase of inflow of foreign
direct investments has slowed down economic dewedop of the Balkan
countries, and had strong influence on slowingrofagh in countries of Central
and Eastern Eurofieputting the regional countries in very severatpreomic
position during crisis time.

Constantly present problem in payment balance,céapein trade balance,
is caused by low level of competitiveness of thesentries and serious
development disbalances ¢{iraovi¢, 2012, p. 15). Structure of investment
implies that dominant inflow of capital in the regi was more oriented to
provision of quality international services to datie market, such as banking,
telecommunication and retail sector and real esate less to increasing of
competitiveness in tourism and other export-origrgervices. Limited number
of investments was oriented toward industrial sectehich had positive
influence on increase of exports and competitivendike in the case of
countries in the Central Eastern Europe (Mitra,12@l 25).

The significant inflow of capital in the region Hasl to expansionary external
trading policy, where import and export increasedngly, while this dynamics
were more significant at import side. The inflow fafreign investments in
Western Balkan countries, have significantly infloed the increase of import,
and less the export activities of these counthiwseasing imports which have not
been matched by export growth, for the most regiooantries have produced
trade balance deficits which confirms Konoshiteésearch that FDI in the
tradable sector is associated with higher expants EDI in the non-tradable
sector is associated with higher imports (Kinosta@il, p.21)

The authors tested Kinoshita conclusions for ttetk& countries, and
based findings on the results of the correlatioth larear regression analysis of
the FDI inflow, export and import of goods and se#s and GDP/capita in
Bosnia and Herzegovina, Croatia, FRY Macedonia, teloegro and Serbia in
the period 1995-2011. Based on generated resultsoweluded that there is a
significant level of positive correlation betweeDIFnflow, export of goods
and services, import of goods and services and GIpRa in the Balkan in the
period 1995-2011 and that if the FDI inflow in thesountries would increase
we could expect that their export of goods andisesy import of goods and
services and GDP/capita would increase too. Aduilfly, based on the change

2 These countries have experienced large inflowBSMifin period of transition, which
were generator of changes, high growth and pretiondof their development toward
full membership in EU.
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that could be expected as a result of the increddeDl inflow, we could
conclude that the influence of increase of FDIanflon import of goods and
services is higher than influence on export of goadd services for the all
countries in Balkan.

This draws to conclusion that inflow of foreign @stment has stimulated
domestic consumption more then the growth of coitipetess of export for all
regional countries. We could also say that theoredias serious problems in
terms of export manufacture competitiveness.

Minor influence of FDI on export manufacture conifpetness can be
explained by sector structure of FDI. Investmentshe industrial sector were
significantly lower than share of the sector ofvims in foreign investment.
The process of privatization was the main enginetli@ inflow of foreign
investment in the Western Balkan region, and thffow predominantly was
directed into the sector of services, such as: ibgnkelecommunications,
trading, and energy and partly in real estate.

Factors of attraction are significantly differemh@ng the sectors and they
should be taken into consideration seriously aresgmt in new development
strategies of countries through focussing on deretnt of respective sectors
and strategies for attraction of foreign investmarihe region.

Numerous studies have indicated on character afaeni@ policy applied by
countries that are successful in attracting ofifprecapital (Bevan and Estrin,
2000, p. 18, De Melo and others 1996, p. 13, Medevand Schoor, 2005, p.
11, Garibaldi and others 2001, p. 22 and Kinoshitd Campos, 2003, p. 17)
which analyzes the determinants of foreign diregestment to CEE countries.
Other countries like the Balkan countries triecdopy the model of growth and
transformation, building growth model on FDI inflow

Recent researches indicated that when it comeadors of attraction of
foreign investments, extremely important role haextors in which these
investments go (Walsh and Yu, 2010, p. 24 and M&E4.0, p. 7). We should
have in mind that FDI inflows are dominant in seevisector for the Balkan
countries, but on other hand that there is a neestiulate FDI inflows in
manufacturing sector.

Future EU enlargement process of Western Balkantdes will speed up
reforms and improve perspectives for more growibnbed structure of FDI.
The improved environment will affect new capitalamws which will contribute
to more self sustainable growth, less vulnerabldutare fluctuations in the
world economy.
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UTICAJ SVETSKE EKONOMSKE KRIZE NA
MEDUNARODNE INVESTICIONE I TRGOVINSKE
TOKOVE U REGIONU ZAPADNOG BALKANA

Apstrakt: Skorasnji privredni pad je znacajno uticao na stabilnost
nacionalnih privreda Zapadnog Balkana. Ovaj rad ima za cilj da ukaze na
uticaj svetske ekonomske krize na zemlje Zapadnog Balkana, sa posebnim
osvrtom na njihovu spoljnu trgovinu i tokove investicija sa svetom. Bududi da
je ovaj region blisko ekonomski povezan sa Evropskom unijom, kriza se
prenela na region veoma brzo kroz smanjenje izvoza zemalja regiona na
trziste EU 1 kroz pad ulaznih tokova investicija u zemlje Zapadnog Balkana.
Zemlje Zapadnog Balkana imaju nizak nivo medunarodne konkurentnosti na
evropskom 1 svetskom trzistu, a svetska ekonomska kriza je jos vise pogorsala
njihovu konkurentnost. Tokom krize sve zemlje regiona Zapadnog Balkana su
se nasle u nepovoljnoj poziciji, usled pada stranih direktnih investicija 1
smanjenje izvoza. Rad Ce istraziti i uticaj promena u prilivima stranih
direktnih investicija, pre 1 posle krize, na stanje konkurentnosti zemalja
regiona.

Kljuéne reéi: SDI, konkurentnost, trgovina, privredni rast.
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Introduction

Current account deficits, for which economic thedoes not recommend
funding, occurs when the imbalance caused by exeessxpansion of
aggregate demand, and when the imbalance is ofafmedtal character. In
studies of the IMF (IMF, 2009) high on the realelinbsorption, ie. increased
domestic demand as the main reason of excessiventwaccount deficit, are
the Baltic countries - Romania and Bulgaria. Seibiat the top of the pyramid
in the group of countries where are Poland, MaciedoBoshia, Croatia,
Hungary. However, the IMF's conclusion is that therent account deficit is
not the result of Serbian absorbent booms, aseraliove mentioned countries,
but the result of the productivity shock. This gaeph seems contradictory to
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the measures applied to limit demand in the lemtdsby arrangement (IMF,
2011) in which Serbia entered. In the short teim, reason of advised policy
could be found in the current request for correctibthe growing fiscal deficit
in the short term after a sharp drop in capitdbing due to the global economic
crisis. The fiscal deficit is the theory of twinsfitit reflects the current account
deficit. After presenting the theoretical and enggil concerns regarding the
causal relationship of twin deficits, examining ithactions and existence in
Serbian macroeconomic model. On the other handetaon policy has been
restrictive for many years in order to maintain theney supply under control,
and controlling credit expansion. The expansion coédit activities can
encourage the growth and convergence process,thiieasame time has a
negative effect on the appreciation of the excharage, inflation increased
activity due to the growth of investment and prvatonsumption, and
accordingly the deterioration of the current acc¢ablroad. In the second part
of the test is a direct link between increased itngegrams and the current
account deficit. Result of tight monetary policydaa real appreciation of the
exchange rate, which discourages exports more sikgeand worsening trade
balance. Restrictive policies aimed at reducingregate demand, gives the
result as long as the indirect effect of reduciggragate demand does not lead
to lower domestic production. This paper definesframework of a
comprehensive analysis of fiscal and monetary potiche deepening crisis of
the balance of payments. Incoherent macroeconoaticypmay be held liable
only up to a certain limit. The beginning of thartsition process has generated
great expectations in terms of growth and developn#dl transition economies
recorded a high current account deficits usingifgoresavings as a source of
economic growth, and could be the reason that thmesfundamental
macroeconomic circumstances changed. One of trdafoental features of the
transition process is the sudden inflow of FDI ¢fgn direct investment), which
play an essential role in the creation and finamoinexternal imbalances.

1. The Role of FDI in the Design and Financing of the Current
Account Deficit

The modern view of the deficit in the current bakans to be viewed as a
discrepancy of capital balance, that is, the ctirmenount is seen only as part of
capital account imbalances. The main lever for egta growth in the past
decade has been based on attracting FDI (whosen&ds recorded in the
capital and financial account). In the period fr@®00 to 2011 years, FDI
amounted to 14617.1 billion. Net FDI flows to th@l2th amounted to 1,826.9
million euros, portfolio investments 1,619.1 mitlieuros and other investments
1,107.1 min. Thus, capital inflow in the previowsays, primarily due to foreign
direct investment, trade credit, and debt of thielipisector. Compared with the
previous year, net FDI inflows increased by aboutillion euros, which is
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significantly less than the pre-crisis years. Beicgmwveaker capital inflows,
with the withdrawal of deposits and net repaymehindustries and banks,
indicating the growing problem of financing the mnt account deficit. FDI
certainly affect the growth of imports, as foreigmestors imported equipment,
raw materials, and the like to run the productioocpss. It is therefore clear
that the termination of FDI inflows coming in amsificant reduction in imports.

Irrespective of the positive effects of FDI on gtbwand hence the current
account, also dependent on the sectoral compo%ifiéiDl and its interaction
with domestic investment. Flows in the primary sectay have limited
beneficial spillovers, because they often involvegm projects rarely use
domestically produced intermediate goods. FDI @ tanufacturing sector, on
the other hand, tend to have a significant impaciG®P growth because of
stronger linkages between this sector and theofetste economy. You FDI in
the service sector have limited effects. Growinficden Serbia during the first
decade of the twenty-first century is characterizegd a high share of
components of final consumption and insufficienttipaation of investment in
fixed assets. It is estimated that 1/3 of FDI werthe tertiary sector. Expansion
realized the transport and telecommunications, etrafinancial services.
Comparing Serbia with neighboring countries andEhkaverage is observed
adverse technological structure and certainly Ihware of industry in GDP
(Serbia 22.1 % of GDP, Environment 31.1 % of GDR®9). Analysis of the
marginal coefficient and the coefficient of effio@y investments are showing a
declining trend of investment efficiency compares the initial years of
transition. The reduction efficiency is manifested a higher amount of
investment necessary to achieve GDP growth. Infsgmit effect on FDI share
of fixed investment in GDP is common for most tiias country. A large part
of the funds obtained from the sale of capital lstax foreigners went into
consumption rather than capital formation. Thus wasated a negative
relationship between FDI and current account (Mg#in2003), so we can say
that we have come to indirect causes of high cuaecount deficit.

A positive effect is also important motive for gntof multinational
companies in foreign markets. You should expecositipe effect on the trade
balance if the main target of FDI to take advantafjeheap labor in the host
country, and negative if the objective of FDI init® to conquer new markets.
Also, the entry of multinational companies in amdlitto raising competitiveness
can cause the elimination of domestic competitifha monopoly is a
multinational company that its profit is from thevtier country the situation is
deteriorating. Motive of the presence of such camgmin the market may be
bypassing customs, the use of transfer pricesafoctits and then the effect of
eliminating competition gaining intensity. Capitaiporting country must take
care not to provide too many tax breaks to foreigmpanies because then there
is the so-called crowding out (crowding out) of dimtic investment. Excessive
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competitive power of multinational corporations ueds the ability of local
firms to undertake new investment.

2. Examination of the Degree of Correlation of Twin Deficits

In theory, the frequent disputes over the size aciility correlations of
twin deficits. The rule of causality increased disdeficit to increase in the
current account deficit is promoted with certairceptions. In this field of
activity following the presentation of the theocali and empirical concerns
regarding the causal relationship of twin deficggamining their actions and
existence in Serbian macroeconomic model.

At the outset it should be noted that the viewstofexistence speculate
about the causal relation of these deficits. Rieardequivalence rule goes
against stance on correlated twin deficits. When ghvernment reduce taxes
and increase its deficit, consumers anticipate ttieg will later be faced with
higher taxes to pay off the national debt to besired. In anticipation of this,
they increase their personal savings. And contrggvernments reduce
government spending affect the private sector ¢cease spending. However, the
challenges to Ricardian equivalence are relatetiedollowing objections : the
link between the current deficit and future taxesot predictable, people are
short-sighted, intergenerational altruism is not significant. Rule Ricardian
equivalence will not find a place in the logic ofesage economic entities in
Serbia, and in the hereafter will be towered caanggeiment. Another approach
promotes the idea that a greater effect on thesguaccount is the productivity
shock than the fiscal deficit. The empirical anialyen the example of 21 OECD
countries in the period 1960-2003, (Bussiere, .e2805), the productivity shock
has a larger effect than the fiscal deficit in¢bherent account deficit of about 10%.

Several studies discussed below deteminiSu thinkbryt the twin deficits.
A recent study by the IMF (IMF, 2009) examines guogential implications of
the current account to the continuing fiscal stusyinot only in the short term
but in the long and medium term. Due to the dynanait capital flows need
several decades to observe the effects of changes ffiscal deficit. The study
was conducted in an appropriate fiscal and monetagtel. In the study it is
assumed that consumers plan their budget in a heny time horizon for
several hundred years (the fantastic time frame been designed for the
fulfillment capabilities Ricardian equivalence).eleecond condition is that the
interest rate is unchanging values in the long td@rhe results showed that the
continuous increase in the fiscal deficit of 1%GIDP, if not accompanied by
fiscal deficits in the rest of the world, leadirmd deterioration of the current
account of 0.5 % in the short run and 0.75 % inldimg term for countries the
size of the U.S. and 1% for small economies.
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Another study (Corsetti and Muller, 2005) in theotfactor model with two
economies suggests a divergence between the tiaitsldbut do not rule their
common cyclical dynamics. The transmission of thedet deficit is a major
determinant of openness of the economy and thdspmrse of fiscal shocks.
For a given repetition of the fiscal shock, theslepen economy and a longer
period of time greater crowding in private inveshtijeas well as the
deterioration of the current account. Also, thepoese of foreign trade in
closed economies tends to be weaker in the shockesased spending. A key
reason is the downturn in investment in closed ecoes.

In the example of the United States in the VAR noithe flexible exchange
rate, the study authors Kim and Roubini (2007) aleme to divergent results
attributing the transmission effects of fiscal dié on the current account
deficit economic cycle. Moreover, the empiricalulés show that the budget
deficit improves the current account deficit angréeiation of the exchange
rate in the short term. These results are conti@rgll theoretical models. A
more detailed analysis shows that the improvenretité current account result
in part rikardijanskog response of private savingse fall in domestic
investment (the crowding-out effect is probablyeault of increasing interest
rates), and the resulting real depreciation of mamdepreciation. The current
account deficit is more a result of the shock andhtput, that is induced by the
shock of productivity.

Republic of Serbia, achieved a fiscal deficit foe tfirst time in 2009.
exceeded the limit prescribed by the Maastrichtedd for the level of fiscal
deficit (3%). The fiscal deficit in 2010. continudse trend from the previous
year with a deficit of 4.6%. So, after the stalitian of public finances and
achieving a surplus in 2004. and 2005. governnugficit increase in the
period 2005-2011. Share of deficit to GDP incredsenh 1.9% in 2006. year,
to 5.7 in 2011. Surpluses in 2004. and 2005. yéauld be seen in the
relationship with the IMF. Serbia since the begigniof transition until
February 2006. years had in place agreements hethMF that required strict
adherence. Due to the need for fiscal consoliddtidhe period to 2005. Serbia
leads relatively responsible fiscal policy, whichsulted in a significant
improvement of the fiscal results. The relativelgrhdeficit in 2009. year is the
result of falling revenues due to recessionarydseand oversized spending
(particularly in the area of expenditure on pensjomwhile the tendency on
current account deficit during this period is ogmosMost of the mentioned
deficits is financed by borrowing, issuing treashifis in the domestic financial
market and therefore can be concluded that mosteofiscal deficit topped in
the public debt.

Serbia before the crisis, in the period of 2006 id &f 2008 led the pro-
cyclical fiscal policy, which means that in goothéis when tax revenues were
above the average made fiscal deficit and signifigarivatization revenues
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spent on its cover (Basic, 2007). Much of the rereefrom privatization is
neutralized through government spending. In a ssmpltertemporally model
fiscal expansion with increased government spenaidgces the resources that
the private sector can initiate an external defi@onsumers borrow on
international markets to smooth the consumptionmasgdluctuations in wages
between disposable income and permanent income. Maedel-Fleming
model, expansionary fiscal policy raises the diaptes income and domestic
demand and leads to the appreciation of the exehaatg, which influences the
negative trade balance. Direct link between theettiraccount deficit and fiscal
deficit is sought from known relationships of basiacroeconomic entities:

TB=S-1-(G-T)

TIt should be noted that the previous relationghipentity that can only be
accepted with a valid economic model. The data tmatneed for defining
relationships between the "twin" deficits are sgvand investment (SI). Will
also use the data on fiscal deficit (G - T) anddiment account deficit (TB).

Table 1: Relation of the fiscal deficit and current account deficit

2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011

S-l -12,1 | -87 | -10,2 | -16,0 | -21,4 | -7,1 -7,2 -7,6
G-T 0,8 0,9 -1,9 -2 -2,5 -4,5 -4,8 -5,7
B -138 | -88 | -10,1 | -17,7 | -216 | -7,2 -7,6 -11,0

Sourceln formula are used NBS data (fiscal deficit) @vié (SI), Republic of Serbia:
Seventh Review and Inflation Consultation UndeiStaand-By Arrangement; Republic of
Serbia: Request for Stand-by Arrangement - StaibReStaff Statement, Press Release, and
Statement by the Executive Director for the ReputfliSerbia. Series: Country Report. 11/311

The budget is not in deficit 2004th and 2005th yeeanrd therefore it is
impossible to claim the existence of twin deficithe current account showed a
significant increase to 2009th and a crisis, witile fiscal deficit only then
escalates. Relationship can not be considered Icamshthe cause is not just a
fiscal deficit as low domestic savings has a deeisole in creating the deficit.
The current account deficit is the result of lowrgistic savings, is less likely to
be sustainable than that which is the result ofi ngdes of domestic investment.
Indirect relationship between the fiscal deficidahe current account we find
in the following way - fiscal expansion is hard ge® inflation under control
and this resulted in loss of competitiveness of ¢#eenomy, discouraging
exports and the growth of the current account defic
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Serbia is in the regime of flexible exchange rdwsce the beginning of
2006), and the effect of fiscal expansion has édrtigthan nominal real
significance. In developing countries increasedisexpansion of 1% increase
in GDP of 0.79 %, the rest is overflowing on impodand consumption. If a
country has a high foreign debt, for fear of credii a multiplier effect is also
reduced. The share of public investment as a stfaBDP in Serbia is among
the lowest in the region (except for Hungary anddtle). Achieved percentage
of public investment in Serbia is unsatisfactorywegi the revenue from
privatization. The current structure of public emg#ure does not provide
sustainable economic growth in the long term. Aaothad indicator of the
composition of public expenditure share of capiaénding, which fell from
8.7% in 2005-2008. year to 7.4 % in the 2009th .y@ablic investments have a
significant impact on output growth in developinguatries than in developed
economies. In developing countries increase puiliestment by 1 % leads to
an increase in production of 0.6% in the first geraand in the medium term
the increase is about 1%. The rule is that cowtndransition and developing
countries need to stimulate economic activity tigiouincreased public
investment, not current public spending. Thus, #uustment should be
achieved through re-composition of public expendituSince the main
components of public spending wages and pensidres,atjustment more
difficult. Serbia is one of the recorder by the aimioof participation of payroll
expenditures to GDP among the countries of CeatrdlEastern Europe. In the
period 2001-2008. was a dynamic growth in net eai(13.7 %). Annual
wage growth is much faster than the growth of GBRB%) and productivity
growth (6.0%). The growth rate of net income inopei 2009-2011. year
recorded a modest 0.3%. It is known that when ttenemy grows, workers
expect an increase future revenue as a resultcogédeed current consumption.
(Tobin, 1967; Farrell, 1970 ; Summers, 1981). Agtias a component of
aggregate demand, salaries in the public sectogtuaen faster than the growth
of aggregate demand, causing an imbalance. Althsalginies in the public sector
accounts for about 20 % of the total value of ingdt can be said that to some
extent affected the movement of imports throughdinect impact on imports of
consumer goods and by providing a basis for cgrditvth and the appreciation
of the dinar (llic, 2010). The limitation of thisshd and reduce administration has
already agreed in the loan agreement with the I8t&n@-by arrangement 2009).

3. The Expansion of Consumer Credit and the Impact on Imports

The expansion of credit activities can encourage trowth and
convergence process, but at the same time has ativegffect on the
appreciation of the exchange rate, inflation inseebactivity due to the growth
of investment and private consumption, and accgidithe deterioration of the
current account abroad. Enhanced emission credijsaiso lead to a banking
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and financial crisis. According to empirical studidemirguc-Kunt and

Detragiache (1997), the initial value of the loaiavgth of 10% will increase the
likelihood of financial crises by 5.5%. A study cutted by the IMF (2004)
showed that in 75-80% credit growth in the economag associated with the
emergence of banking and currency crises. Forstiidy is an important link
between credit growth and consumption trends. Mestnt empirical studies
(Coricelli and Masten Masten, 2004) showed thetimiahip between the
dynamics of change in loans and consumer trends @and should be
compared with the data in Serbia, drawing on tret that the elasticity of

demand for loans is low, probably due to the layuilility in the economy. The
impact of loans on the balance of payments simplgdmparing time series of
consumer goods and retail loans showed no cowalati

Figure 1: Relation of consumer loans and imports of consumer goods
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The appropriate relationship is not found betweensamer loans and
imports of consumer goods. The share of importsasisumer goods in total
imports has been relatively stable. It cannot bechaed credit boom
significantly change the structure of imports amdttloans are the main
generator of growth in imports. In the followingadysis, we added the non-
aligned products, by destination.

Degree of correlation between credit and importca@isumer goods with
non-aligned products by purpose shows a link thghtbe relevant. Loans show
steady growth, but imports respond to the contyactn economic activity in
2009. Therefore we conclude that the relationskigvéen the growth in imports
of consumer goods and other economic variablegaager than the impact of
loans to households. We should consider the effiectedit inflation on balance
of payments. The scenario may be as follows: higivth in private sector credit,
which together will lead to significant growth immestic demand, it will cause
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deterioration of the already high current accoueficit, and is likely to put
pressure on inflation; NBS reacts by increasingrast rates and restricting credit
growth leading to suppression of the private sebjothe state and slowing its
growth. Rising interest rates will encourage apiptem of the dinar, which will
further worsen the current account deficit. Redeasicow that the nature of
Serbia's inflation inertia is autonomous in relatito the corporate loans.
Moreover the conclusion that the loans have atdtioh impact. (Vukovic, V.,
2008). It is estimated that credit growth in Setida the development dimension,
as many investors because of the risk aversion nfimma direct to credit
financing. The share of loans of the economy adsolan about 25%, 14% of the
population and GDP, which means a total shareasfdan Serbian GDP, is about
40%. GDP. Real growth of loans since 2003. to 28@9bia was about 33% per
year, of which the corporate sector about 17% &84 df the population. Growth
in loans in 2010. of 23.5% is still high comparednieighboring countries. In
comparison with EU countries and most countrieSeéntral and Eastern Europe,
the share of loans in the gross domestic producbesbia is lower than in
Bulgaria (60% of GDP), Croatia (49% of GDP) (Sagsal. 2007). Credit growth
may be due to the need of providing funds to fieaimvestment and financial
deepening. This credit growth is not threatenirgrtiacroeconomic stability, but
rather helps the growth and development, produgtiexport.

Figure 2: Relation of consumer loans and imports of consumer goods
and non-aligned products, by destination
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4. Monetary causes of external imbalances

By identifying the applied exchange rate regimethwihe corresponding
nominal anchor we found a significant correlatiorthwthe current account
deficit. The growing current account deficit didtneeact to the changed
framework of the monetary regime. Since the intodidun of conventional fixed
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parity to the end of the third period, the growtldeficit, especially the balance
of trade in goods and services, is obvious.

Changes in nominal anchor 2006th year, did not gtagptrend. Monetary
regimes are the reason for the deficit if they argeason of appreciated
exchange rate. The NBS achieves inflation targedtigpn on the exchange rate
which is not optimal because in this case themsoidree float. If there is an
overflow of the depreciation rates on prices NB&cte by reducing aggregate
demand and raising the repo rate, attracting darté@pital and thus influence
the exchange rate appreciation. And other tramsi@oonomies with current
account deficit problem have different solutionstérms of monetary and
exchange rate regimes.

Figure 3: Theidentified sub-periods of exchange rate regime and monetary policy
in Serbiain the period 2001:1-2009:01

Din/eur

98.0000 - P ipotperiod il potperiod

93.0000 *

|

88.0000 —I Devizni &nrs kae

83.0000 —l nomingino sidro

78.0000 7 o

73.0000 i 3 |

| Inflacions

£8.0000 | fargetiranfe 7l

£3.0000 i e 2 ]

58.0000 T T T T I T e e e e e e e e T
DA q’.\ q’f\ ~ .3,’-" N LA :\bf- A ""4,'\ —'I.A‘ L YR L2

SEFITFTSTSE TS S

Source:Puiar, E., (2010) Upravljano fluktuiranje deviznog $aiu rezimu inflacionog
targetiranja u tranzicionim ekonomijama sa osvransrbiju, Ekonomski fakultet Subotica.

It remains to deal with inflation as a monetary ipdr@enon and its impact
on balance of payments. Unambiguously is knowntpescorrelation between
inflation and current account balances - inflatiocreases the demand for
domestic products (if there is a substitute fordoistion of export goods). But
in our case, low import elasticity effect is quitdferent. Any excess aggregate
demand over supply creates inflationary gap mateétein the form of growth
of price.In one country prices grows faster thaicqs in the second, and the
country is facing balance of payments difficulti@ie current account deficit
in 2005. and 2008 occurred due to inflation monetauses.

According to the chart, inflation reached threekse2005, 2008. The rapid
rise of inflation 2005th year, we can associatéhwatstrong inflow of foreign
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capital and current account deficit that causedathization. The growth in
reserve money in the absence of adequate stadlizats caused inflationary
pressure. The increase in net foreign assets dfittienal Bank of Serbia, lead
to the creation of base money, and the effect afetary multiplication is then
transmitted to other monetary aggregates, whichirameasing faster than the
demand for money. That stimulates inflationary gpuess and inflation.
Sterilization, however, does not always produce désired results. Although
the central government was able to sterilize al8dd of monthly changes in
net foreign assets, sterilization of reserve masayot complete, so that there
was a higher growth in reserve money through thaetawy multiplier and the
higher growth of money supply. The central bank faked to significantly
affect the decrease in net domestic assets angthusent monetary expansion,
which resulted in the acceleration of inflation [{€2005). The solution for this
problem is to be sought in capital controls. In 08nd 2005. Serbia has the
highest inflation rates in the region. In fact, ooé the conditions for
considering inflation the main culprit for defi@h current account is that the
rate of domestic inflation is higher than abroatjoh coincides with the reality
of the Serbian economy at the moment. The most efang zone is a
combination of inflation and deficit because in theg term, this combination
of internal and external imbalances is unsusta&abl

Figure4: Coreinflation in the period 2002-2011

M Core inflation

Source:Author's view according to NBS data

Monetary policy in a decade of transition has netrb successful in
achieving price stability as the main objectivenwdnetary policy. Serbia in all
the years of the transition period had high inflatieven in 2009. (6.6%) when
there are powerful deflationary pressures due doiged demand. Inflation in
Serbia in all years was above the level in comgareduntries.
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Table 5: Inflation in the neighboring countries, the end of the period of 2008, %

Serbia Monte | B Macedonia | Croatia | Bulgaria | Romania | Hungary
negro | H
8.6 7.2 3.8 4.1 2.8 7.2 6.3 3.5

Source:IMF, WEQ, 2009.

5. The Cause of the Increased Absorption-Deficit: Appreciation
of Real Exchange Rate

During the ten-year transition process, the exchamngte is formed
predominantly on the basis of trade laws and hat flustuated freely.
Appreciation of the exchange rate lasts from thgirieng of the transition
process and the causes are largely of fundamdrdaehcter. The main impact on
appreciation had the nature of the transition msceicrease productivity, BS
effect (Josifidis, Sugiand Becker, 2009). How we can add the inflow of,FD
expansionary fiscal policy, tight monetary polibBS intervened in the foreign
exchange market whenever it is estimated that ttmed the stability of
financial markets. Besides the repo interest rate used the rate of required
reserves and the foreign exchange market intexenith terms of expansionary
fiscal policy and moderately restrictive monetao}igy, exchange rate was not
realistic. To finally reach the long-sought conabmsthat the appreciation is
direct cause of external imbalances in the pastnogther words, would the
optimal exchange rate depreciation led to a deeredsuch a (de)balance is
necessary to examine the fulfillment of the Markhalner theorem. The
answer depends on a priori judgments, and the aabitetermination. In order
to improve the trading account, value of export$oiral currency must exceed
the percentage of real depreciation, which wouldhgecase if the elasticity of
exports is greater than one. If the elasticities @ot large, relatively drastic
devaluation is necessary to correct the small tcefeits. If we rely on the
study of NBS (Zdravkovic and Tasic, 2008), expagsmore responsive to
changes in world demand rather than to depreciaidhe real exchange rate
(5% depreciation), while imports is inelastic taanges in real exchange rates.
Alternative options related to the depreciation tbhé real exchange rate
(Malovi¢, 2008) proposed 30% reduction in value. The lagfithis extreme
proposal for small countries with low credibilit§ monetary authorities and the
rich history of devaluation is that timid devalwatiis creating expectations of
future devaluations. (Krugman, 2010). Also ML cdiadi is assumed, relying
on prior is that devaluation is successful if thepot value exceeds the value of
aggregate demand or absorption. We recall on egigtioduction gap of Serbia,
and it is not possible in the short term to dirabsorption of imported to
domestic products, and devaluation would worsernbtdiance making imports
expensive. Countries with based export on primandypcts, are risking that
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devaluation does not play a role that is expecfeatiem. In the literature there
is a prevailing opinion that every percentage ofadigation "pull” inflation 0.3-
0.4%. Trade-off in Serbia is low inflation, not teed current account deficit.
Money supply has a major impact on production bgeduigher interest rates in
the short term can cause great damage because dirited self-financing
business. If we add that the supply of importediiaps foreign, the increase in
imports due to devaluation has an additional cossgure. Depreciation costs
are high due to the high euroisation that wouldl lém an increase of debts
already burdened economy. The problem of the defmn be seen from the
angle and lack of export diversification and negati low-price
competitiveness, structural problems of the economy

Conclusion

External imbalances in Serbia is mainly the resuiit inappropriate
macroeconomic policies. Pro-cyclical fiscal polidyring the entire transition
process led to a significant reduction in resouraed the crowding-out of
domestic private investment. This Keynesian mofleconomic regeneration is
not recommended to Serbia by the IMF. Any furthiéerapt to "stimulate" the
economy would not be sustainable in the currentirenment of
macroeconomic. In the future the perception of tgurisk management will
be the key responsible fiscal policy and publictd€eviation of reducing the
budget deficit and further growth of public debultbaffect the strengthening
of inflation, risk premium and the growth of aggaég demand. On the other
hand, the restrictive policy, in charge of the mthn in aggregate demand will
have effect until the direct effect of reducing oriprestrictions due to higher
demand from indirect stimulation increased impavtich occurs due to the
reduction of domestic production. In this regardterathe absorption of
limitations in the short term, a necessary condifiar the further development
of the increase novostorene values. In the long,téris necessary to reduce
the production gap that shows no significant flatitns over the years (there
are clear indications that the current accountcdefis a result of the
productivity shock, before rising absorption).

Obviously, the external imbalance is independenthefapplied exchange
rate regime and monetary policy, pointing to thetfthat it is structural
problem. By identifying the applied exchange rategimes with the
corresponding nominal anchor we did not find a ificgnt correlation with the
current account deficit. The deficit did not retxtthe changed framework of
the monetary regime. The impotence of monetarycpdb highlighted by its
"original sin", the high euroisation, and stronghdamental process. The
monetary causes of the current account imbalanaesed by inflation of
demand are only the manifestation of endogenowsdéss.



34 Grubisié, Marcetié¢/ Economic themes, 51 (1): 21-35

We found a correlation between changes of credihdoand consumption
trends. Degree of correlation between credit anpoms of consumer goods
with non-aligned products by purpose shows a lim&t tmight be relevant.
Loans show steady growth, but imports respond écctintraction in economic
activity in 2009. Therefore we conclude that théatrenship between the
growth in imports of consumer goods and other egonwariables is stronger
than the impact of loans to households. The eftdcthe appreciation is
relativized with respect to the incompletenesshef Marshall-Lerner criteria.
The problem of the deficit can be seen from thepective of under-diversified
exports, and unfavorable, low-price competitivenegsictural problems of the
economy. The exchange rate is only a reflectiaim@fentire economy.
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UTICAJ FISKALNE I MONETARNE POLITIKE
NA EKSTERNU NERAVNOTEZU U SRBIJI

Abstract: The beginning of the transition process has generated great
expectations regarding the growth and development, increasing the
absorption, which is reflected through deterioration of current account.
Almost all transitional economies record high current account deficits using
foreign savings and borrowing for financing domestic consumption and this
is the reason for external imbalance. But after the global economic crisis
and the current account reversal Serbia still has higher current account
deficits comparing to other countries in the region. This paper examines the
reasons for high absorption and current account deficit and the role of
monetary and fiscal policy in maintaining external imbalance in Serbia.

Keywords: current account, absorption, FDI, fiscal deficit, loans, monetary
policy
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Introduction

Serbia like other countries of Southeast Europsed#’s economic growt
on a high level of consumption, growth of servideank’s credit expansion al
foreign borrowing. Permanent current account deficia result of the trac
deficit, which is a rflection of the lack of competitiveness. In the tpésreign
direct investments in Serbia were mostly aimedrafitable activities that ar
marketoriented and belong to the tertiary sector: finahservices, wholesa
and retail trade, real estatelecommunications. In this way, foreign dir
investments not only doesn't contribute to creatioh conditions foi
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strengthening the export sector but also have ecd{throw credit expansion)
and indirect impact on the consumption generatind the creation of the
current model of economic growth, which has a riegampact on the trade
balance.Unlike Serbia and other Southeast Europeantries, the transition
economies of Central Europe, such as Hungary an@€tiech Republic, were in
the transition period much more successful in etitng foreign direct
investments in the manufacturing sector (mainly cgxpriented greenfield
investment) which contributed to solving the problef permanent trade
deficits and changes in the export’s structurespetialization.

Foreign direct investments can influence the chamgxports structure and
specialisation directly and indirectly. Direct iéince occurs when the products
of enterprises with foreign ownership differ frohetexisting structure of a host
country’s export.Foreign direct investments makeirgct impact on exports
structure throw spillover effects: demonstratiorieet, transfer of modern
technology and knowledge, creation of human capimareasing the level of
competition as well as the inclusion of domestippdiers of inputs into global
distribution network. In addition, multinational ropanies in the home country
can lobby for preferential treatment of host comstrexports, which could
reduce the costs of entry into foreign markets domestic producers and
influence the volume of exports (Vuk32006, 11). Impact of foreign direct
investments on the structure and specializatioexpiorts depends on several
factors such as: level of stock of foreign directdstments, type of foreign
investments (greenfield investments directly affactease in the level of gross
investments as opposed to acquisitions and purshratated to the process of
privatisation where there is only a change in owhig), the sectoral
distribution (only investments in the tradable sechay affect the change in the
exports structure), type of technology that compsanwith foreign ownership
use in the production and absorption capacity af@kiic enterprises.

The impact of foreign direct investments on the aetg structure and
specialisation will be analysed on the basis of gamative analysis of the
impact of foreign direct investments on the struetand specialisation of
Serbian and Hungarian exports. The choice of Hyngsra country with which
to perform comparative analysis of Serbian expamtscredited to the following
factors: large stock of foreign direct investmenmthjch especially in the initial
period of transition were directed in the manufaow industry, investments in
the manufacturing sector was aimed at those aeswithich are export oriented
and act as multipliers of the general economic lauglness activities (such as
investments in machine building, electrical indystautomotive industry),
investments in the manufacturing sector were precamtly greenfield
investments that directly affect the increase alével of gross investments.
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1. Comparative analysis of the impact of foreign direct
investments on the structure of Serbian and Hungarian exports

Before the start of the transition process leveioogign direct investments
in Hungary and other Central and Eastern Europatdes was negligible and
therefore their importance and participation irdé&af these countries. After
dissolution of the Council for Mutual Economic Astsince and the start of the
transition there was a significant drop in tradeoagithe Central and Eastern
European transition countries and also a changlergeographic orientation of
trade flows. The European Union became an impottadtng partner which is
best illustrated by the fact that in the 1984 shafrdotal exports of these
countries which went to the European Union was 20%hin 1993 it was about
60%.Success in Western markets, where the levebmipetition and demand
for quality are at a much higher level than in &igion countries, depended
largely on the ability of countries to carry ouethhange of exports structure
and specialisation, and foreign direct investmead B very important role in
that processlin the initial transitional recession participatiai European
transition countries in world merchandise expodh from 3.1% in 1990 to
2.7% in 1991, while since then it is permanentlyvgng (Stanig 2008, 330).

The reorientation of Hungarian exports began dg aarthe eighties and was
dramatically accelerated at the start of transi(inrL990 one third of Hungarian
exports went to the EU while in 1996 more than2adf exports went to EU).
Hungary, in it's initial phase of transition hadratted a significant level of
foreign direct investments (which is more importgneenfield investments) in
the industrial sector, which were export-orientsctan best be seen frdfigure
1.From Figure 1 we can clearly see the increadedrshare of foreign enterprises
total exports (from 10.41% in 1989 to 74.21% in 7199

Figure 1: Hungary's export in the period 1989-1997
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Countries that have more success in attractiooreidgn direct investments
in the tradable sectors (the"tradable”foreign difeeestments are considered to
be those that target manufacturing sector, agumltand mining) can
significantly improve their trade balance becausly this type of investments
are export-oriented and may affect export expanaiah change in the exports
structure and specialisation.

The relationship between foreign direct investméntshe production of
tradables (“tradable™ FDI) and exports when coastof Central and Eastern
Europe are considered is shown in Figure 2 andb#sed on data of foreign
direct investments stock at the end of 2009 andrsmf goods made in that
year. Tradable foreign direct investments stockercent of GDP is calculated
on the basis of the data about foreign direct itnmests stock in percent f GDP
(source -Unctadstat) and data about sectoral loigion of foreign direct
investments (source — central banks of Central Bat European countries),
while data about exports in percent of GDP weretwad from the World
Bank’s statistics.

Figure 2: Relationship between "tradable" FDI and exports
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Source The author's calculation based on data from Uistéd
(http://unctadstat.unctad.orghdWorld Bank( http://www.worldbank.org/

Pearson’s correlation coefficient is r = 0.785 (b6 p <0.05) which means
that very strong positive correlation between \a#da exists.Coefficient of
determination is’r= 0.616 which means that 61.6% of variation of akmpf
goods can be explained by foreign direct investmstuck (regression equation
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shows that changes in foreign direct investmeiatskgby 1% increases the level
of exports by 1.83%).From figure it can also beeobad that Serbia is among
the countries with very low level of “tradable” &agn direct investments stock
to GDP ratio and low ratio of export compared OR5(only Albania has a
smaller tradable stock of FDI relative to GDP). iary, Slovakia, Czech
Republic and Estonia, which have the largest safckradable” foreign direct
investments relative to GDP have the highest espartelation to GDP.From
Figure 3 which shows the structure of foreign direct inmastts stock in
Serbia and Hungary at the end of 2009 we can ssestbck in the case of
Serbia “tradable” foreign direct investments acdeuior only 23.7% of total
stock (20% manufacturing, 3% mining and agricultQré%), whereas in the
case of Hungary the share of “tradable” foreigrectiinvestments in the total
foreign direct investments stock is 36%. Beside ithdirectly affects the export
expansion, “tradable” foreign direct investmentoaiave the impact on the rise
of the level of competition and the possibility ltking domestic suppliers of
inputs into global distribution network.

Figure 3: A comparative overview of the foreign diect investments stock in Serbia
and Hungary, the year 2009
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Depending on the type of the industry of investragander influence
are the type of technology transferred to foreifjiidtes and the possibility of
diffusion, i.e. technology spillovers to domestions (either horizontally or
vertically), which has important implications fdret structure and specialization
of host countries export. Industries that utilizégghh technology have
participation of over 30% of total production in &#16 countries in Western
Europe, while in the case of the Central and Eadierropean countries only
half fulfill this criterion (Olteanu 2006,3).Tehragical structure of foreign
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direct investments stock in the manufacturing itighipresented in Table 1,
was obtained from the data on the structure of dfoek of foreign direct
investments by sector at the end of 2010 (for Gedbta from NBS on foreign
direct investments inflows by sector in the perfiaan 2004 to 2010 was used)
and technological clasification of manufacturingl @aervice sectors used by the
OECD (OECD, 2003).From Table 1 we can see that Higngzas much more
successful in attracting foreign investments ths¢ high and medium-high
technology while in the case of Serbia, the biggésire of investments are in
those industries which use low technology.Bettehmelogical structure of
foreign direct investments stock means that therea itransfer of modern
technology, thus creating conditions for positigehinology spillover effects.As
estimated by the World Economic Forum, in the acuredition of the Global
Competitiveness Report's (WEF, 2011), Hungary isked 11" on the
technology transfer from foreign direct investmentdike Serbia who is on
110" place out of 142 countries.

Tabela 1: Comparative review of the technologicalteucture of foreign direct
investment in the manufacturing industry

Serbia Hungary
High technology 2.01%| High technology 2.01p%
Medium-high technology 34.199 Medium-high techngiog | 34.19%
Medium-low technology 27.149% Medium-low technology | 27.14%
Low technology 36.66%| Low technology 36.66%

Source:The author's calculations, based on data from tii@Nal Bank of Serbia
(http://www.nbs.rs) and Hungarian National Bankgtitwww.mnb.hu/)

By attracting these types of foreign direct investts, Hungary has
managed to change not only the structure of exgmrtsalso the structure of
imports, which can be seen by analyzing the datenfifable 2 and Table
3.From Table 2, we can see that in the period ft®0 t01995 there weren’t
any significant changes in the exports structur@sibcal changes in the
structure of exports were made during the periadnfrl995-2000 when the
share of finished goods in total exports increaBeth 65.9% to 86.1% of
which is particularly impressive growth in the g¢haf machinery and transport
equipment from 25.2% to 59.6%. Changing the strectf export toward
products with higher level of processing and highialue-added demands
application of modern production processes, aptisaof new technologies,
implementation of modern methods of managementcanttol, which was the
case of Hungary was enabled by high inflow of fgmedirect investments in
industry  (about 40% of the total inflow of foreiggirect investments in
Hungary in the period of 1990-1996 represent invests in the industrial
sector). Presence of large multinational comparaesl their access to
distribution channels had a major role in the ipooation of production
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facilities located in Hungary in the internationqbduction and trade network
(as an example of such companies, we can state Biilips, General Motors,
Volkswagen, General Electric, Suzuki, etc.)

Table 2: Structure of Hungarian exports by main SITC Revision 3 product group

1990 1995 2000 2005 2004
All food items 22.8 20.7 7.3 6.2 7.5
Agricultural raw materials 2.8 2.3 1 0.6 0.6
Fuels 3.1 3 1.6 2.6 2.5
Ores and metals 5.9 4.8 2.2 1.9 1.5
Manufactured goods 62.8 65.9 86.1 85 87.9
Chemical products 12.4 11 6.1 7.9 8.2
Machinery and transport equipmgnt25.6 25.2 59.6 59.7 62.2
Other manufactured goods 24.7 29.7 20.4 17.5 17.4
Not specifie 2.6 3.3 3.7 0 0

Source UNCTAD 2000-2010.

From 2000 to 2009, as it can be seen from Tabtbe?e were no significant
changes in the exports structure.Slight increasiesishare of finished goods in total
exports from 86.1% to 87.9% was recorded, of wkhehshare of machinery and
transport equipment increased from 59.6% to 62206h a phenomenon can be
seen as a natural process and is consenquence fdcththat the structure of
Hungarian exports closed to its full potential vihis best illustrated by the fact that
Hungarian exports became very similar to the egprticture of Western countries.

Table 3: Structure of Hungarian imports by main SITC Revision 3 product group

1990 1995 2000 2005 2009

All food items 7.6 5.7 2.9 4.1 4.9
Agricultural raw materials 3.6 3 4.5 1.1 1
Fuels 14.2 11.9 1.8 10.1 10.1
Ores and metals 3.8 4.3 2.7 1.4 2
Manufactured goods 70.4 75.1 83.p 775 81.9

Chemical products 14.9 14.9 8.6 9.] 1q

Machinery and transport equipment20.8 30.1 50.9 49.8 51.5

Other manufactured goods 34.6 30,5 243 19.5 2D.4
Not specifie 0.4 0 4.2 5.3 0

Source UNCTAD 2000-2010.

Changes in the structure of exports required pusvichanges in the
structure of imports which can be seen from TahlgnBke the exports,
structure of imports changed in the early stagerarisition (1990-1995) of
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which is particularly noticeable increase in tharghof machinery and transport
equipment in total imports from 20.8% to 30.1%.sTpbhenomenon is expected
because the transition economies of Central andteEasEurope were
characterized by high non-productive capital st@pkysically and morally
obsolete machinery and equipment) and the imporha@fiern machinery and
equipment was a precondition for reducing the teldgical gap and increasing
the competitiveness.The fact that import of modéechnology did not
immediately lead to changes in the structure obespcan be explained by the
fact that for the construction of new productiorcilies (or upgrading
theexisting) and for starting a production, appietpr time is needed.The
biggest changes in the structure of Hungarian itsporiginated in the same
period of time as drastic changes in the struatfirexports (in the period from
1995-2000). Share of machinery and transport eceiiprose from 30.1% to
50.9%, which was not significantly changed durihg period from 2000 to
2009 and also applies to the structure of impata whole.

Unlike Hungary, which managed to significantly imope the
competitiveness and thus improve exports struct@erbia hasn't been
successful in that process.Structure of Serbiarxman be seen in Table 4.
Exports structure in 1990 (data from 1990 are edlab the SFR of Yugoslavia
and for 1995 and 2000 to SR Yugoslavia) was fatebéhan exsisting export
structure is 20 years later.Deterioration of Serbéxports structure in the
period from 1990-2000 was a consequence of therglepelitical, social and
economic situation and the sanctions of the Unitiadions.Unlike Hungary,
which in the first 10 years of transition, dramalig improved the structure of
its exports, the transition process in Serbia, nalgas of the inflow of foreign
direct investments has not lead to changes intthetsre of exports which can
be seen by looking at data relating to the peniochf2000-2009.

Table 4:Structure of Serbian exports by main SITC Revision 3 product group

1990* | 1995** | 2000** | 2005 2009

All food items 7.3 28.2 17 19.8 22.8
Agricultural raw materials 4.3 4 5.7 3 1.5
Fuels 2.5 2.1 0.3 3.7 4.7
Ores and metals 8.9 14.8 15.6 9.2 7.1

Manufactured goods 76.7 49 61.4 64.2 62.5
Chemical products 9.6 9 8.4 11 7.9

Machinery and transport equipment 29.9 12.1 12.5 9.9 17.8

Other manufactured goods 37.2 27.9 40.5 43.3 36.8
Not specifie 0.3 1.9 0 0.1 1.4

*SFRJ,**SRJ
Source UNCTAD 2000-2010.



Boljanovié¢/Economic Themes, 51 (1): 37-57 45

Unlike Hungary, where a significant level of grdetdf investments was
recorded,in Serbia, the largest share of foreigmedtments inflow is related to
the privatization process, which can be seen froguré 4, which doesn't
contribute to direct rise of the gross investmdetel since there is essentially
only a change in ownership. Unfortunately, the awfl of capital throw
privatization, was not used for investments purppgewas used primarily for
consumption, and in this way, never came to th@entlinfluence of this type
of foreign direct investments to the level of grdmsestments. Successful
restructuring of privatized enterprises can causenarease in the level of
productivity, output and exports, but there arenmany positive examples in
practice, when it comes to Serbia. Also these invessts do not contribute to the
creation of a new vertical links with local compasisince existing cooperation
and coordination routine significantly reduces s@std its unlikely that change in
ownership of the company will lead to rupture ofdeterm business relationship
and therefore domestic enterprises are not verivatet to significantly improve
product and service quality, efficiency and proolutgyt

Figure 4: FDI inflows in the period 2000-2007 by tge of investment

B Privatization
@ Greenfield

B Bronfield

O Capital market

50%
Source Petrove, Stankow 2009,18

Unfavorable technological structure of foreign dirvestments stock with
a low absorption capacity of domestic firms dudote investments in research
and development (by ratings of the World Econonaouf, Serbia is ranked in
136" place on domestic enterprises technology absorpéeel) and poor
cooperation of domestic suppliers of inputs witlmefgn affiliates did not
contribute to significant positive technology spilér effects or the inclusion of
domestic suppliers of inputs into global distrilbatinetwork.By comparison of
Tables 2 and 4 it can be seen that the structuBedfia’s exports at the end of
the first decade of the 21st century is very simtitathe structure of Hungarian
exports 20 years ago and that Serbian competitbgeisebased on the products
of a lower level of processing and less value added

! Foreign affiliates to a large extent use input #ire not available in Serbia, the sample of 27
major exporters among foreign owned enterprisesdastrial sector in 2010 recorded exports of
2837 million USD and imports of 2445 million USCSeurce: calculation based on data obtained
from Serbian Chamber of Commerce, on author’s petseqaest
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The structure of imports, as in the case of exjgoniuch worse than it was
20 years ago, which can be seen from Table 5.

Table 5: Structure of Serbian imports by main SITCRevision 3 product group

1990* | 1995* | 2000** [ 2005 2009
All food items 12 14.2 9.3 7.1 16
IAgricultural raw materials 4.7 4.1 3.5 1.5 1.3
Fuels 17 13.9 20.1 19.4 14.8
Ores and metals 3.6 7.1 3.6 6.2 3.8
Manufactured goods 62.3 59.8 57.8 65.5 55
Chemical products 12.5 14.3 14.6 14 12.7
Machinery and transport equipment 26.6 194 21.1 25.7 20.3
Other manufactured goods 23.2 26.1 22.1 25.8 22
Not specifie 0.4 0.9 5.7 0.3 9.1
Source UNCTAD 2000-2010. *SFRJ,*SRJ

At the beginning of the transition process, incecad the share of
machinery and transport equipment in total imperés expected to occur, in
order to modernize production facilities and redueehnological gap to
developed countries. However, the data in the tabiggest that this didn't
happen, because the share of machinery and trarespapment is constantly
around 20% of total imports. Analyzing the datalef imports structure in the
period from 2000 to 2009, it could be seen thatehe even a deterioration of
the imports structure since there is a reductiothefshare of fuels and raw
materials required for industrial production, btitshould be noted that the
global economic crisis had an impact on this trend.

For production of quality and price-competitive gwots of a higher level of
processing (finalisation) it's necessary to use enodechnology that leads to
increase of supply, reduce of production costs.ensfficient use of production
factors, improvements of products and increasexport revenues. Figure 5
shows the technological structure of exports of gdum and Serbia, which was
made on the basis of data on the structure of expgrcommodity groups SITC
(for used methodology see Hungarian National Bad(9234-35). Products that
are based on the use of resources and low teclynategharacterized by a lower
level of finalisation and lower value added whileogucts based on high
technology are characterized by a higher levelirdliBation and higher added
value which has an impact on the total value obetsp

Looking at Figure 5, it can be seen that, in theeaaf Hungary, quality of
exports was greatly improved in the period from 32900 where especially
noticeable is the growth of products based on nmedind high technology and
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decline the share of products produces by usingtémlknology. In the period

from 2000-2010 qualitative improvement in the expostructure was also

recorded (which we could not discern just by logkat the exports structure by
main SITC product groups) by increasing the shéneraducts based on high
technology. In the case of Serbia, big differenompared to the technological
structure of Hungarian exports can be seen as pmsiucts are based on
resources and the use of low technology. In 2000u&70% of Serbian exports
were based on products of lower phase of finatisatvhile in 2010 share of

these products was just under 60% (for comparisoklungary in 2010 the

share of these products is below 20%) It could denghat there was a slight
improvement of the quality of Serbian exports, #me same conclusion can be
obtained by looking at the share of products basetligh technology (saw a
slight increase from 5.80% to 7.74%).

Figure 5: Technological structure of Hungarian andSerbian exports
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Source The author's calculations based on data from adtstat
(http://unctadstat.unctad.org) and UNComtradep(Httomtrade.un.org/db/)
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Serbian export growth in recent years hasn't beeoorapanied by
significant qualitative improvement of it's struptubut by forsing products in
whose production a low technology was used andsthiation is reminiscent of
the beginning of the eighties, when the balanc@ayfiments crises promoted
policy of “export at all costs”. Comparing the teckogical structure of Serbian
exports to Table 1 (technological structure of iigmedirect investments stock in
manufacturing industry), many similarities could ¢&en since, in the case of
foreign direct investments, most of the investmeavese in sectors that use low
and medium-low technology. Because of its expdriscture, Serbian country
is like other CEFTA countries, vulnerable to a €priwar" with competitors
from other regions. Broadening the industrial bemed deepening the
liberalization of service sector (liberalizationriseded in order to increase the
competitiveness of the manufacturing sector) shtndlda key element of the
strategy of sustainable development for Serbia éd€evic 2009,76).



48 Boljanovié¢/Economic Themes, 51 (1): 37-57

According to the Heckscher-Ohlin's model, dependindhe availability of
factors of production (land, labor and capital)e tountry will export those
goods whose production uses more factor that isigdnt, and will import
goods whose production is increasingly using facttrat are rare in the
country. Given the fact that countries in transitis characterized by an
abundance of cheap labor and rich natural resopitcssexpected that exports
of these countries will be mainly composed of paiduvhose production is
dominated by the simple use of labor and natusdueces.Factor intensity of
Hungarian export in the initial phase of transgiticonfirmed the Heckscher-
Onhlin hypothesis stating that most of the expodssisted of products that are
labor and resource intensive.Drastical turn to potglthat are capital-intensive
and human capital intensive is formed due to tifeow of foreign direct
investments that have brought the capital in orttertake advantage of
significant level of highly skilled labor that wasailable at low cost (relative to
labor costs in Western countries).

The factor intensity of exports of Hungary and $erwhich as well as
technological structure of exports, represents asmre of the quality of
exports, but from a slightly different angle) isosm in Figure 6.In order to
create Figure 6 Legler-Schulmeister methodology used (Jefferson Institute
2003,118-119), with an emphasis that this methagolse used exclusively for
the analysis of the factor intensity of exports nm&nufacturing sector (the
analysis does not include the export of primarywsé¢c

Figure 6: Factor intensity of Hungarian and Serbianexports
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Source:The author's calculations based on data from Wdistia
(http://unctadstat.unctad.org) and UNComtrade(Httomtrade.un.org/db/)

Resource-intensive sectors include high share otwdgiral and mineral
raw materials (primary products), labor-intensieeters are characterized by
low-skilled labor (such as production of textildeather, paper, footwear),
human capital-intensive branches of the industrieghich highly skilled labor
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is necessary for the production (work of scientistsgineers, researchers), in
capital intensive industries are classified acewdio this methodology,those
capital intensive industries that are not clasdifees resource-intensive and
intensive human capital.

From Figure 6, it can be seen that factor intensitidiungarian exports is
much more favorable.In the period from 1995-200@gré was a major
improuvement in the factor intensity of Hungariagperts, while during the last
decade there has been no drastic changes in ther fatensity of both
Hungarian and Serbian exports.Factor intensity exbfan exports, dominated
by labor and resource intensive products, is umtMe and is characteristic for
undeveloped countries.

Given the previously mentioned indicators, we canctude that Hungary,
in its transition, due to the reforms, privatizati@nd especially foreign direct
investments have made changes and the transitiatrwfture of its exports
towards products of higher degree of finalisatithede drastic changes of
exports structure occurred in a relatively shortqukof 5 years. “The transition
process” in Serbia is characterized, on the othadhnot by transition but by a
stagnation in changes of both imports and expottsctsire.From this
perspective, we may ask why transition was caroatl at all if industry’s
competitiveness is at the same level as befor&dsition and how is possible
to achieve better results in the future. Will Sarbike countries that have had
more success in transition, achieve a drastic ahangxports structure towards
increasing share of products with higher degredirddlisation in the next
period? The answer to this question largely depamdghe inflow of foreign
direct investments, their types and sectoral dhistion. Since the possibility of
foreign direct investment inflows related to prization tapers over the time, it
is necessary to activate the premium quality forelgect investments, export-
oriented greenfield investments but current treindthe global economy and
slow construction of the appropriate business enwitrent for foreign
investments doesn’t inspire great confidence inbi@&r ability to attract
significant levels of greenfield investments in tiext period.

2. Comparative Analysis of the Impact of Foreign Direct
Investments on Specialisation of Serbian and Hungarian Exports

According to the theory of absolute advantage dmed by Adam Smith,
countries should specialise in exporting those petsl in which production
have an absolute advantage over the other countBggcialisation in
production of certain products depends on the abgitly of natural, human and
technical resources that country posess. More hadinof Western countries
have specialized in manufacturing that uses highraedium-high technology,
while it's the case with only 1/3 of the total nuenlof countries in Central and
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Eastern Europe (Olteanu 2006, 3). Multinational pames, thanks to the
benefits that certain regions provide, are more ame tempted to locate
certain stages of the production process in diffieoceuntries, which leads to a
specific type of specialization - specialization kyoduction stages.
Intermediate goods (spare parts, components) caxeted to the country of
a multinational company or in any of the countrisere next stage of the
production process is located. The country, dependin the available factors,
either specialize in the production of basic prdguof lower stages of
finalization, manufacturing subassemblies and pa#pital goods or assembly
of the final product.

Table 6: Ten SITC commodity groups with the largesshare in Hungarian exports

Year: 1995 Year:2008-2009
in % of in % of
SITC Description exporty SITC Description exports
Telecommunicate
334 |Petroleum and mineral oils 3.72  7@4uipment part nes 11.6D
Other meat and edible meat offal, LI;ternaI combustion enging
012 |fresh, chilled or frozen 3.72 71Part nes 8.10
713 |Internal combustion engine part|nes27 | 781| Passenger cars and race| c& 20
784 |Motor vehicle parts and accessqries21 | 752 | Computer equipment nes 4.10
Television video receive
773 |Electrical distribute equipment nes2.72 | 761 |project 3.90
Motor vehicle parts and
851 |Footwear 2.53] 784ccessories 3.70
542 |Medicines including veterinary 2.2f 772 Elewticircuit equipment 2.50
Electrical distribute
842 |Women coats, overcoats 2.26  7@8uipment nes 2.50
Medicines including
778 |Electrical machinery apparatus ne.23 | 542 \veterinary 2.50
Electrical machinery
684 |Aluminium 2.15| 778apparatus nes 2.2(
TOTAL 28.08 TOTAL 47.30

Source Unctadstat (http://unctadstat.unctad.org) and GAND 2010

One way of analyzing the degree of country's expspecialisation is
observation of group of products with the largdsdrs in total exports.In the
case of Hungary and Serbia, 10 SITC commodity gsamiph the largest share
in total exports will be observed, as shown in €al® and 7. From Table 6 it
could be concluded that there has been increaspeaialisation of Hungarian
exports. The share of 10 SITC commodity groups Withlargest share in total
exports increased from 28.08% (in 1995) to 47.30%2008-2009). It could be
seen that 9 out of 10 commodity groups belongghdSITC sector (machinery
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and transport equipment) as opposed to 1995 whindooommaodity groups
were from 7th sector which confirms previous firglirabout changes in exports
technological structure and factor intensity.Aldo could be seen that 4
commodity groups from 7th sector which in 1995 wamaong the 10 largest in
the share of exports maintained and increasedliare in total exports, which
suggests that throw FDI inflows there has beenemse in specialisation and
better use of existing comparative advantages. @omipe advantages of
Hungary, thanks to the foreign direct investmentsdustrial sector drastically
changed, which resulted in a change in the typethaedlegree of Hungarian
exports specialisation.

On the other hand, looking at Table 7, it couldcbacluded that there was a
reduction in specialisation of Serbian exports

Table 7: Ten SITC commodity groups with the largesshare in Serbian exports

Year: 1995* Year: 2008-2009
in % of in % of
SITC Description exports|SITC Description exports
Flat-rolled products of iron
682 | Copper 8.24| 67®r non-alloy steel 7.70
Fruit, fruit preparations
058 |(excluding fruit juices) 4.86| 68&opper 3.60
Wheat (including spelt) and Fruit, fruit preparations
041 |meslin, unmilled 3.84| 05#excluding fruit juices) 2.80
122 |Tobacco, manufactured 348  GREbber tyres, etc. 2.40
684 | Aluminium 3.41 | 893Articles, n.e.s., of plastics 2.3D
Flat-rolled products of iron
673 |or non-alloy steel 3.07| 85Footwear 2.20
044 |Maize unmilled 2.41 | 044Maize unmilled 2.20
Clothing accessories of
821 |Furniture and parts thereqf 2.40 8d&tile fabrics 2.10
Electrical distribute
773 |equipment nes 2.39] 68Aluminium 2.10
Wood, simply worked, and Flat-rolled products of iron
248 |railway sleepers of wood 2.27 67t non-alloy steel 2.00
TOTAL 36.32 TOTAL 29.40
*SRJ

Source Unctadstat (http://unctadstat.unctad.org), UNCT2ZIL0

Proportion of 10 commodity groups SITC with thegkest share in total
exports decreased from 36.32% (1995) to 29.40%820602009), indicating
that after the foreign trade liberalization theras tbeen a diversification of
exports. Absence of a recognizable export produggissts that country haven't
mastered the production and sale of a particuladymt group and that there
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was no increase exports competitiveness.In the danee this phenomenon

points to the lack of any export strategy.From €ablit could be seen that
structure of Serbian exports is dominated by prtdwf lower degree of

finalisation which confirms previous findings abdethnological structure and
factor intensity of exports. Lower specialisatioh Serbian export has some
positive sides and they are reflected in a reduistdof exposure to a drastic
decline in export activity due to external shocksl éhe corresponding decline
in demand for specific export products.Given thaidation of the deepening of
global economic crisis, fall in the industrial pumtion at the global level could
be espected which will reduce demand for raw malgedand intermediate goods
and their prices will fall. Therefore, negative iagp of this phenomenon on the
valuation of Serbian exports could be espected tlaisdhegative impact would

be even greater in the case of a higher degregpofis specializatian

Table 8: The share of 10 commaodity groups with th&argest share in exports
(2008-2009) in total world trade

Serbia Hungary
in % in %
Description 2000| 2005| 2009 Description 2000| 2005| 2009

Flat-rolled products of irof Telecommunicate

or non-alloy steel 0.47 0.64 | 0.48 lequipment part nes 3.50 344 3/08
Internal combustion

Copper 0.52 0.61] 0.70 |engine part nes 1.08 1.08 0.84

Fruit, fruit preparations Passenger cars and rag¢e

(excluding fruit juices) 0.09 0.10| 0.11 |cars 477 4.67 3.5

Rubber tyres,etc. 0.390.42| 0.46 | Computer equipment Ne3.12 | 2.64| 2.11
Television video receive

Articles, n.e.s., of plastics| 0.850.82| 0.80 |project 0.45( 0.5 0.68
Motor vehicle parts and

Footwear 0.73 0.63] 0.65 |accessories 224 234 1.83
Electrical circuit

Maize, unmilled 0.14] 0.11] 0.16 |equipment 151 1.36 1.29

Clothing accessories of Electrical distribute

textile fabrics 0.20 0.17| 0.17 |equipment nes 0.68 0.59 0.%9
Medicines including

Aluminium 0.79] 0.76 | 0.64 |veterinary 1.19 199 249

Flat-rolled products of irof Electrical machinery

or non-alloy steel 0.30 0.33| 0.30 jJapparatus nes 1.62 1.42 1p7

TOTAL 4.49 | 4.60| 4.48 TOTAL 20.16/19.97/17.70

Source:Author's calculations based on data from Unctadsta
(http://unctadstat.unctad.org)

The analysis of share of commodity groups with lHrgest share in
exports in total world trade, which is shown in Teal8 (analysis covered
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commodity groups with the largest share in exprt2008-2009) shows that

commodity groups that have the largest share ingditian exports have much

higher share in total world trade, which means dleshand for such products on
a worldwide level is much higher than those comiyodroups that have the

largest share in Serbian exports.In the case dfi@eexport it could be seen

that there was no drastic change in the shareesketbommodity groups in total

world trade from 2000 to 2009 despite the globahetnic crisis so it could be

concluded on that basis that elasticity of demamdHese commaodity groups is
not high.Also we can see that there is no tradegwho participate more than

1% in the total world trade.In the case of Hurgarexports, it could be seen
that, due the global economic crisis, there has lzeeertain decrease in the
share of some product groups (primarily telecomigations equipment, cars,

machine aop units, parts for motor vehicles) imltetorld trade, which means

that demand for these product groups is elastidevibr example in the case of

drugs (which has the lower elasticity of demandydrhas been increase in their
share in total world trade.

As one of the methods for analyzing the degreepetislisation on the
sample of total exports, in the literature HerfiatiiftHirshmann concentration
index is used. Concentration index takes valuesvdmt O and 1.When
concentration index value is closer to 0, spe@tbs is lower because there is
a wide dispersion of an observed phenomenon. Ctratiem index of export is
obtained by using the following formula:

no (x)
2. T’| -l/n

i=1 1

1 N

Hj - concentration index of exports of the country- value of exports of
certain products; X - value of total exports, rumber of products.

Concentration indices for the countries of Censnadl Eastern Europe are
shown in Table 9.Indices were formed using the datathose commodity
groups (SITC, rev. 3) who have a valuation of etgpanore than $100,000 or
share in total exports of at least 0.3%. From T&blee can see that Serbia has
the lowest concentration index value of all therddas in 2009 which indicates
presence of low specialisation and export diverstiyall countries generally,
due to scarce resources and the size of the dameatiket can’t develop all
economic sectors and achieve the diversificatiorexgforts, but opt for the
development of those industries in which they camieve comparative
advantage (it is a labor and resource intensiveusigs). Indices of
concentration of these countries are generallydrigls can be seen from Table
9 in the example of Montenegro and Macedonia aguatcy with the highest
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index of concentration in 2009. A little lower ce@mtration indices of countries
with advanced export structure are explained byf#oe that these countries
produce a wide range of finished products thatwalloem to have a superior
position in the world market compared to other ¢oas.Structure of exports
dominated with products of higher degree of firalan enable these countries
to have better valuation of exports and export rdifieation reduces exposure
of these countries to changes in the global marketbia, given to its
characteristics, should belong to the group of t@smwith a greater degree of
exports concentration and the fact that it haddivest index of concentration is
not a sign of a competitiveness of Serbian econanaywide range of products
that can be offered to the world market but lack esfport strategy and
distinctive products. From Table 9 it could be atsen that the concentration
indices for most countries deteriorated compared2@00 which could be
expected given the increase in the current accalgficits, which have
promoted a policy of “export at all costs”.

Table 9: Indices of concentration and export divergication
in Central and Eastern Europe

Concentration indicies Diversification indicies
Country 2000 2009 2000
Albania 0.251 0.121 Albania 0.251
B&H 0.211 0.105 B&H 0.211
Bulgaria 0.129 0.107 Bulgaria 0.129
Czech 0.085 0.101 Czech 0.085
Montenegro 0.274 Montenegro
Estonia 0.219 0.132 Estonia 0.219
Croatia 0.140 0.094 Croatia 0.140
Letonia 0.209 0.078 Letonia 0.209
Lithuania 0.162 0.170 Lithuania 0.162
Hungary 0.124 0.138 Hungary 0.124
Macedonia 0.183 0.255 Macedonia 0.183
Poland 0.077 0.083 Poland 0.077
Romania 0.132 0.097 Romania 0.132
Slovakia 0.152 0.158 Slovakia 0.152
Slovenia 0.105 0.126 Slovenia 0.105
Serbia 0.104 0.066 Serbia 0.104

Source:Unctadstat (http://unctadstat.unctad.org)

Export diversification index shows how much struetaf country’s exports
differs from the structure of average exports atworld level.Diversification
index also takes a value between 0 and 1, wheresalloser to 1 indicate a
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larger difference from the average structure of oexp at world
level.Diversification index represents modified dén-Kreinin index for
measuring the similarity of trade and its obtaitgdmeasuring the absolute
deviations of the share of product in country’saxp in relation to its share in
total world trade, which is represented by formula:

E |)';J.J,. — |
S, =

4 “

where K - share of product i in country’s j total expotis; share of product i
in total world trade.

From Table 9, it could be seen that countries \ailvanced structure of
exports have smaller value of diversification indekingary as a country with
the most advanced structure of exports in this gralong with the Czech
Republic has the lowest value of index). Serbian®ng the countries with the
highest index of export diversification (higher éxdof diversification only have
Albania, Bosnia and Herzegovina, Montenegro andddania), which could be
expected given the unfavorable structure of Serbigorts.

Based on the analysis of the share of 10 commaudyps with the largest
share in exports, the index of concentration anerdification, it is clear that
foreign direct investments can play an importate o the changes of exports
specialization and resolving the problems relabefdreign trade deficit. When
role of foreign direct investments in solving theldems of the current account
deficit is considered it should be emphasized tihetepatriation of profits from
foreign investments can lead to significant capitatflows from the country
thus making income account deficit main cause ofecl account deficit. This
phenomenon is especially present in those countvids a large inflow of
foreign capital and in which also includes many pamnies with foreign
ownership that are considered to have reachednfalket potential, so the
lower part of the profits is reinvested while dierdls and distributed profits
make up a larger part.For these reasons in addiiaitracting foreign direct
investments in the industrial sector, it is necessa create conditions for
domestic investments in industrial sector, for ¢amiion new and
modernization of existing production capacities amctease in the level of
absorption of domestic enterprises (better linkifiggcience and economy and
investing in research and development) which wdesdd to the creation of new
jobs and creation of human capital.



56 Boljanovié¢/Economic Themes, 51 (1): 37-57

Conclusion

Comparative analysis of the structure of the Serbiad Hungarian exports
by major product groups SITC, technological struetand factor intensity of
exports has shown that the current inflow of fomedjrect investment, in the
case of Serbia, did not significantly affect theampe in the export structure.
This phenomenon is the result daAck of foreign direct investments
compared to most transition countries in Centrad ddastern Europe,
unfavorable sectoral distribution (only Albania had lower levels of “tradable”
foreign direct investments) angpes of foreign investments(most of the
foreign investments are acquisitions and purchasesompanies in the
privatization process). Also, thechnology used by companies with foreign
ownership in the manufacturing process and #hsorptive capacity of
domestic firms are such that there is no basis for the emergehamore
powerful positive effects of technology spillovés illustrated by the example
of Hungary, the existence of highly educated pedplea prerequisite for
attracting investment in those sectors that araegusigh and medium high
technology, so one of the preconditions for futahanges in the structure of
Serbian exportsare investments in education anearels, scientific and
development research centers and linking sciendeeonomy.

Analysis of the participation of 10 commodity greupith the largest share
of exports, concentration and diversification irdicshowed that the level of
specialization of Serbian exports declined sineeltéginning of the transition
process. Changing the export structure and speai@ln is not possible without
the use of modern technology, improvements in lgdoductivity, investment
in research and development, creation of humantaiapnd use of modern
knowledge in the field of marketing and logistiEsreign direct investment can
play a significant role in this process in if thiirm and sectoral distribution are
in line with the needs of the Serbian economy. $twent in modern
technology and equipment, new production proceasewell as the positive
effects of technology spillover in the industry ceontribute to solving the
problem of Serbian export specialization that magkite dispersed export
structure without recognizable products. With aichmf possible production
processes in the national economy, intense inflbfereign direct investmenty
in industrial capacity could determine the futuneection and degree of export
specialization. Delays in the construction of atahle environment for
attracting foreign investments, and the global ecain crisis, do not inspire
much confidence in the possibility of Serbia toraat significant levels of
export-oriented greenfield investments in the niedwre that would help in
solving the problem of a permanent trade deficit.
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KOMPARATIVNA ANALIZA UTICAJA
STRANIH DIREKTNIH INVESTICIJA NA STRUKTURU
I SPECIJALIZACIJU SRPSKOG I MADARSKOG IZVOZA

Apstrakt: Strane direktne investicije mogu uticati na strukturu i specijalizaciju
izvoza zemlje domadina direktno, ukoliko se proizvodi preduzeéa sa stranim
vlasnistvom razlikuju od postojeée izvozne strukture, i indirektno, putem efekata
prelivanja. Uticaj stranih direktnih investicija na strukturu i specijalizaciju izvoza
zemlje domadina zavisi od nivoa 1 vrste stranih direktnih investicija, sektorske
distribucije, tehnologije koja se koristi u proizvodnji, kao i apsorpcione sposobnosti
domacdih preduzecéa. Strane direktne investicije u Srbiji su u prethodnom periodu bile
u najvetoj meri usmerene u trziSno orijentisane aktivnosti koje pripadaju
tercijarnom sektoru sto nije doprinelo reSsavanju problema sa permanentnim
spoljnotrgovinskim deficitom. Cilj rada je da na osnovu komparativne analize uticaja
stranih direktnih investicija na strukturu i specijalizaciju srpskog i1 madarskog
izvoza ukaze na znacaj stranih direktnih investicija za podizanje nivoa izvozne
konkurentnosti 1 odredivanje stepena izvozne specijalizacije koja pozitivno utice na
valorizaciju izvoza i resavanje problema sa spoljnotrgovinskim deficitom.

Klju¢ne reci: strane direktne investicije, struktura izvoza, specijalizacija izvoza,
konkurentnost
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Abstract: After two decades of being a monetary unification
gospel, EMU is at a brink of dissolution. The FEuropean
(Monetary) Union, including its political significance and
economic future has been hanging in balance ever since the May
of 2010, most recently reaching the very end of the rope. This
paper attempted to discern historical and constructional origins of
the Eurozone crisis, layers or ingredients of the ongoing peril as
well as to identify a short-term technical policy response,
necessary for avoiding the imminent break-up of the EMU. Last
but not least, the article developed a game theoretical pay-off
matrix in order to consider the menu and tentative likelihood of
representative agents’ available strategy pairs, that in turn
revealed three distinct equilibria, one of which will decisively
shape the immediate outlook and ultimate fate of the Eurozone.
However, the current pairs in the core vs. periphery pay-off
matrix of apparently pursued strategies do not lead to the
desirable, superior Nash equilibrium. Out of three bargaining
equilibria possible, only two are Nash-stable and only one
associated with EMU’s survival. It is hard to say whether the
EMU will be lucky and wise enough to weather this crisis. It is
easy to say that feasible macroeconomic solutions won't be
pleasing for many of its members.
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“We must reflect, time and again, why are we togeth Europe?”
-Angela Merkel-

“(...) Because | think we need to decidetiviewe’re going to be one player or
eight tennis balls”

-Sir Peter Ustinov-

Introduction

The E(M)U is and always has been a highly politma&ature. As such, it
seems to have been driven by notorious discretiorerthan by any recognized
piece of economic theory or level-playing-fieldes) at all times and instances
except when it really did not make any sense tmlyirstick to them. Both
retrospect and prospect of European monetary wtiegr have repeatedly
illustrated this trait (Malovic, Djukic and Redzepa 2011). As a consequence,
after two decades of being a primer in monetarggrdtion, successful launch
and immediate benefits of the common currency yritem EMU is at a brink of
dissolution. Orderly Greek default and the biggbsitit swap in the history of
sovereign indebtedness did not solve the mattetl atjuite to the contrary, it
pushed the Eurozone crisis in its ever more comaiekmost dangerous phase.
Many other peripheral Eurozone members are in deepming troubles
themselves, and rest assured, Greek debt cridigesilrface again in the late
2013. The immediate questions that arise are: ®dtb survive at all? What
does it take for the euro to survive? Would all toerent Eurozone members
survive the euro’s survival?

By briefly reviewing the rise, along with the comsttional flaws of the
Euro project, as well as by elaborating the stmattieconomic and political
ingredients of the Eurozone crisis, this paperrying to address the game
theoretical reasons for sequential, ‘too little tate’ approach in dealing with
the crisis. In parallel with normative analysissthaper identifies the three item
policy package asine qua norfor averting the break-up of the EMU.

The rest of the paper is organised as follows: i@ecR deals with
constructional flaws of the EMU which have been tiogs shadows on
otherwise stellar success of the euro in its egelyrs, section 3 touches upon
origins of the crisis, section 4 introduces threeni financial policy package
required for the crisis resolution, while the sagtb wraps up with game theory
considerations which might stall or prevent the lengentation of optimal
policy mix. Section 6 concludes.
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The Rise of the EMU and the Flaws of Maastricht

For the casual observer, the first decade of eadoleen nothing short of a
thundering success. At least until the global fewancrisis mutated into the
Eurozone crisis, indisputable benefits of the EM&lev elimination of currency
risk as well as cross-currency conversion costsiveming and subsiding
reflation (falling to 2% on average), great moderatvith dropping long term
interest rates to half of what they used to behm late 1990s, steady and
almost perfectly balanced public finances with fdydour times lower deficits
(if any) as compared with the 1990s, internatiop@ignorage and politico-
economic weight of the euro as a rising global mesecurrency and, more
importantly, invoicing currency in internationalatte and, lastly, greater
competition, wider variety coupled with often lowerices of goods and
services in the Euroland (European Commission, RQ@8reover, one could
also argue that the sheer growth in size and velateight of the EMU, from 11
members in 1999 to 17 in 2012 is a clear-cut sfgguocess (Jovanovic, 2012).

Be that as it may, the Maastricht criteria, astekbone of Europe’s common
currency and the Eurozone, are actually rathetrarity designed. From their
onset, times and again, they've been only briaflfilled and often manipulated
with. In order to qualify for the Eurozone, apad having to be a member of the
EU, each candidate country must conform to at keastvell-known convergence
criteria- defined 21 years ago in the famous Mt reaty.

Nevertheless, those nominal Maastricht criteriaticaated with
ostentatious numerical precision, clearly disregdranuch of the optimum
currency area scientific legacy pioneered by Mund@61) and introduced set
of indicators instead, which actually scream ‘adbnit’ in multiple respects.
They are not supported by any other coherent mieeeonomic theory either, it
IS unclear why specific numerical targets were eha®r where it is clear - the
reasoning is painfully too linear, to put it mildilyonly to culminate with
evident (and arguably deliberate) absence of realvergence criteria,
calibrated ones at least.

Inflation convergence thresholds aim at enforchmgy®&erman-style “culture
of price stability” in both short and longer runasop monetary priority in the
E(M)U. This in turn bears consequence also for argk rate criterion, to be
discussed later. Inflation criterion, nonetheléssjumerically arbitrary beyond
reasonable doubt. These rules of thumb, even iespondent to EU’s reality
ones upon a time, nowadays pertain to no moredrastic ego-centrism of the
strongest founders and their obsolete arithmetic.

1 Although one is bound to remark that, he himselél iramatically altered the theory of
optimum currency area in 1973 as opposed to hid 1@éce, clearly inspired by demise of the
Bretton-Woods international monetary system and édsament of pegged exchange rate regimes
(De Grauwe, 2006).



62 Malovié, Marinkovié/Economic Themes, 51(1): 59-83

Similarly, fiscal criteria too were arbitrarily dgaed, often unfulfilled and
patently window-dressed. Baldwin and Wyplosz (20@)ind that the EMU’s
budget deficit criterion has been set as equivadénihe usual German golden
rule for annual public investment (the only accblgecause of budget deficit
for them at the time) which typically amounted tome 3% of GDP.
Cumulative public debt ceiling, again, has beerpginted at 60% of GDP,
according to one school of thought, simply becahs¢ was the average EU
debt level back in 1991 when Maastricht criteriaeMaeing formulated.

Finally, the last, but not least binding, criteribxes the value of national
currency before finally melting it into the eurohieh leaves us with one-size-
fits-all-monetary policy, no interest rate nor eanbe rate as previously
available national instruments at hand.

While it doesn’t explicitly quantify them, Maasthic Treaty indeed does
mention, albeit in a low key, additional so-calkedl convergence criteria, such
as the position and size of the balance of payndisexjuilibria, developments
in unit labour costs and other price indices, emplent rates etc (Lawa
2004). These valuable and meaningful criteria, aédated (for a change) to
theoretical pillars of the OCA theory, up until pbei of months ago have been
virtually forgotten even in academic circles, muess in European bodies and
general discourse, precisely because they have egee been called upon let
alone applied in the case of the current Eurozoasaloers, young nor old.

Contents of the Crisis: A Day in Life or a Chronicle of the Death
Foretold?

Political unwillingness to deploy non-trivial elente of (quasi)fiscal
federalism stems from heterogeneity of politicad aaconomic interests of
Eurozone particles, but also from cultural heritagd the deep-rooted crisis of
trust across the E(M)U (Eichengreen, 2011; Jovano2012) While the
Eurozone’s monetary affairs were centralised, figrdicies were left in the
national domain. Now, every macro textbook swifthwveals how formidably
hard it becomes to run such a monetary union infdle of asymmetrically
spread adversity. Hence, the objective of the tédifity and Growth Pact was
to keep the Eurozone on track by means of rigiaigdsed fiscal prudence. To
put it bluntly, even back then, Germany mistrusitadl, let alone others to
come, in budgetary affairs. Many economists, likedman (2011a), Feldstein
(2011) as well as Corsetti and Pesaran (2012), Wienwagree that indeed some
degree of budgetary integration is a necessaryitomdor smooth running of a

2 In the international coordination game of suchesind sensitivity, there are trust deficits
between politicians and their electorate, betweerofone and the rest of the EU (e.g. Britain),
between Eurozone’s core and periphery, betweenlanaMU members and the two biggest
ones, between Germany and arguably everyone else et
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currency union after all. Nonetheless, it is cursbere to envisage a full-
fledged fiscal federalism as modality likely to \wan the context of the EMU,
due to stark differences in economic structure gagklopment level among the
members (which require taxing etc. to remain natigrerogative in order to
preserve the euro after EMU members have beenwvaepof all the other
economic policy instruments available for fine nmito indigenous national
circumstances) as well as due to the historicallyted international mistrust
within EU in respect to each other’s prudence teritions even. Furthermore,
full-fledged fiscal federalism at this stage is aball necessary; it would be too
expensive and ultimately detrimental for finanabilisation in today’s fragile
Eurozone (Gross and Mayer, 2011). Even so, theeoumsystem of unified
monetary policy and separate fiscal policies isalggwnsustainable as wélit
instigated “(...) profligate expenditure policies the countries with weak
stability culturé that profited from the” initially “high credibilit (i.e. lower
interest rates) of the common currency. Once inktie countries could not
counter financial difficulties on their own” (Jowavic, 2012, p. 5). And yet, it
would be too hypocritical to blame it all on Soutie’s fiscal profligacy and
absolve the Eurocrats and other Northerners frapamsibility of knowing that
all along, irrespective of whether they were judeitating it or even horse-
trading from the constellatichLuckily, it is possible, advisable and efficient t
cut the middle ground in this matter, as we shappse in the next section.

The second layer of the crisis, the so-called taiisis or simultaneous
explosion of balance of payments (hereafter BoRjalances, budget deficits
and subsequently sovereign indebtedness, is welknin international finance
theory. However, in a financial/capital accountwiethere are also some
important portfolio insights from defining BoP (Jkguilibrium, and namely:
Sufficient is but a glance at Eurostat’'s budgetaitedis well as public debt-to-
GDP ratio time series from 1999-2007 to become awaat the usual culprits
(namely GIIPS countries) do not lead, let alone opmlise those charts! From
applied econometrics we know that twin-deficits acedetermined hence the
causation is likely to work in both directians

3 For counterfactual example, contemporary Africaonetary union and the East Caribbean

monetary union operate under supranational fisdakr(Wyplosz, 2011).

* For instance, in the face of falling macro-vitaireeks were used to pocketing™&nd 14'
monthly installment of their annual salary, Transpay International’s corruption index ranks
Greece 80th in the world, and, in September 20ELGreek Treasury had carried out only 31 of the
75 tax audits of high-income individuals promisedthe year as a whole (Pisany-Ferry, 2012).

® Anecdotal evidence of Goldman Sachs’ cross-cuyraweaps that helped the fiscal window-
dressing in Greece, as well as highly remuneratéads landed to French and German companies
as reflection of accumulating budget deficits ia MU’s periphery, were probably crowned by
the Siemens’s out-of-court settlement whereby Gargiant agreed to pay Greece some €170
million compensation for alleged bribery of logaliticians key to the commissions the firm
won over there in the past (Financial Times, M&@8h2012).
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B=S-I= (T-G) +S-I 1)
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Here B notifies BoP imbalance$ stands for aggregate savinds, for
government spending; for fiscal revenueS for private sector savings,for
investment D" and D® for external and internal component of public délis,
interest rater discount factort time operator anél debt installment in a given
EMU member state. This capital-account view retds eventual current
account deficit has to be financed by surplus afregate investment in the
country over domestic accumulation, itleat capital/financial account balance
countervails the sum of net government and prigatgngs. Similarly, if one
abstracts from foreign exchange reserves depletia,capital gain/loss and
alike marking to market phenomena, external sogaredlebt could be
approximated as the sum of discounted BoP defieis time decreased for the
gross transfer of resources to creditors (portibprincipal plus the interest).
Net transfer of resources is obviously smallertfier amount of new borrowing,
and has to be less than confiscation and reputdtmmishmeniK* obtainable
by creditors, in order to make default an infersbrategy. Having said that,
distinction between domestic and foreign soveralgbt becomes ever more
blurry, since with more integrated European finahamarkets for many
Eurozone member states more than half of their govent bonds outstanding
are still held outside the country of issue (Deure, 2010). In a nutshell, we
might be witnessing BoP crisis as much as if nahprdial to the sovereign
debt crisis in EMU.

In terms of relationships (1) and (2), availablatistics reveals a rather
interesting genesis as represented in the Graplarhely that German current
account surplus in the 1999-2011 interval reprasarmrirror image of the sum
of current-account deficits in GIPS. Now, during frocess of accession to the
Eurozone, some economically weaker member cour(fieesnstance, Greece,
Ireland, Portugal and Spain) experienced a rapicease in credit availability
fueled by the fast convergence of interest ratesingBGra, 2010). Hence, a
typical ‘German explanation’ is that an abrupt atelady build-up of current
account-deficits in EMU periphery is just a mirronage of cheap credit
bonanza from the Eurozone core which fed the domesiport demand
(Young and Semmler, 2011). Obviously, in many cages still horrendously
hard to detect which international transactionsaa®nomous and which may
be compensatory in the J.E. Meade’s dichotomy,cheinces are that strong
euro disarmed peripheral EMU members of their pgoenpetitiveness and
fully exposed them to mighty German (but also FRhniDutch and Austrian)
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manufacturing industries, thereby enabling the ton@crease its export
surpluses at the expense of the E(M)U’s periphery.

Graph 1: Current Account Balances:Bgermany=| >Baips|
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Although Corsetti and Pesaran (2012) clumsily dssmsuch a
conclusionon empirical grounds of weak cross-country coriefabetween
external deficits and excessive risk premia onrtgevernment bond yields,
Blanchard (2011) and De Grauwe (201i@jer alia, assert that risk premium
jumps may well be either the by-product of finahc@ntagion, or the corollary
of sovereign’s inability to print and reflate itsvo currency. Spain (and to
lesser extent Ireland and Portugal) did amass loAtlank loans from the core
in the run up of their real estate bubbles, butialbty W. European banks had
their cut in those windfall gains too, perhaps ewb&yger than confused and
suddenly uncompetitive industries in the EMU’s pkery. Consequently,
Greece, Portugal and Spain have run massive trefitdts], starting with euro
launch and almost to the penny equal to Germam sadpluses! Although they
were not just lazy spenders, for they have simehasly achieved surpluses in
trade in services, services they have traditionb#en good at, new realities
brought about by monetary union could not overtin final result. Sluggish,
but price competitive Germany grew solely througluctural current account
surplus, originating largely from the Euro projeatd her compatibility with
common monetary policy formulated in Frankfurt.addition, one should bear
in mind that since the introduction of the euranso40-65% of German trade
has been directed into the Eurozone, whereas rp@&§l8l ends up in the EU
and its candidate/accession countfi€sir the greatest part of euro’s existence,

61t is also worth pointing out that the overall Bmone’s BoP with the rest of the world is by and
large in balance (Lapavitsasalia,2010; Young-Semmler, 2011).
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German growth has been somewhat anémitiile her once vastly superior
technology has slackened faced with flat investsyemgh unemployment and
stagnant consumption at home (Lapavitsaalia, 2010).

Moreover, in an analytically brilliant but conclusly biased paper by Sinn
and Wollmershaeuser (2011), the authors illusftetehow important this trade
financesui generishas been for Germany: once (back in 2008) Germahksba
and exporters felt the heat and refused to rolldbheir claims/lend to the
importers from the periphery, the ECB (read: effedy Bundesbank) decided
to step in and continue with financing of GIIPS Bd&ficits with respect to
Germany via so-called Target loans. Target bakace interest bearing 10U
flows between the ESCRhat measure outside money created vis-a-vis loans
extended by the BoP surplus state’s central bartkeédBoP deficit country’s
central bank. Although this mechanism in a way espnts a discrete rescue
facility before the rescue facility, it is auton@tit protects German exporters’
interest and it does not amount to a gift sind®d to be repaid in accrued stim.
Further still, more volatile financial and capitalcount flows between Germany
and GIIPS occasionally alter the direction but the logic or origins of the
current account imbalances, in other words, thdbisay that recent massive
capital flows back to Eurozone’s core are alsdyartgineered by constructional
flaws of the EMU itself. Hence, we’d characterize &isguided if not
hypocritical Sinn’'s and Walmershaeuser's (2011) cksion that Germany
should discontinue her overextended support toEf&)’s indebted periphery,
even more so as most of the funds used for Tapgesl(and German domestic
boom) came from vast EU capital supply fleeing tkatme crisis-stricken
periphery into the safety of German financial asdsétter German banks and the
rest of the private capital from the core had tlggirin once remunerative and
prestigious endeavours in the EMU’s periphery, tbegided to leave without
sharing the bill, sticking to super-safe domestieestment for a change. As a
consequence, Bundesbank and German tax-payers begsre lured in those
stealth bail¢° This outcome, from an international point of viagralmost fair,
since if unsuccessful in bailing in the banks axpbeters- Bundesbank has after

7 ...yet slowly gaining momentum over time by almostlasively relying on price competitive
exports within the EMU. Thus, the “sick man of Eped has now moved to outperform the
Eurozone average growth since the second quard1df (Young-Semmler, 2011).

8 Thus, one wouldn’t find them on the ECB balancessistnce they're supposed to cancel each
other out, but on national central bank’s accoumiderintra-Eurosystem Claims and Liabilities
and in BoP statistics und@ther Financial Transactions with Non-Resideptssition (Sinn-
Wollmershaeuser, 2011).

® To clarify, if the credit-receiving state should lgankrupt, all EMU members would be liable to
pay to, say, German exporters via Bundesbank, ipgstion to their capital shares in the ECB
(Sinn-Wollmershaeuser, 2011).

10 For the record, before 2007, in fair weather tinBzsdesbank was a net-debtor in the Target
payments network, i.e. has been printing moneyamat by other EMU members’ national
central banks (Jobst, 2011).
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all been protecting the interests of German busegsit is additionally
reasonable since any more pronounced restrictibiiarget balances would hit
Germany first. Therefore, although perhaps not ghthe Target, Bundesbank’s
reaction is primarily insufficient at this stagetbé Eurozone crisis.

But, before proceeding to the last layer of the Edpredicament, let us
reflect upon the banking crisis. Once internatiomalerbank market is
convinced that there's a non-negligable possililit§efault, interest rates shoot
up, until market access is lost altogether, wherealitor-banks' shares
plummet way below their book value. Systemic risbank runs and cascaded
failures of financial intermediaries thus presenltikelihood to account for.
Furthermore, balance sheet mismatches of leveragtiies provide the most
direct quantitative indicators of potential instipj much more so than BoP
deficits, though the deficits and debts may well besymptom that deeper
financial threats are gathering (Obstfeld, 2012)yway, provided that indebted
government doesn’t suffer from the so-called oddjisin, and if anything the
EMU certainly doesn't, there are two simple waysléal with a sovereign debt
overhang: to reduce payments by restructuring thlet dncluding possible
partial forgiveness oto inflate your way out of the debt noose. Alas, thare
also two problems with thesabsent fully-functional political union, the EMU
IS not a sovereign, European banks are largelyrgedeby national regulations
and yet they expanded their balance sheets asas/¢lieir risk taking all over
the EMU (Goodhart, 2011), and in both cases, ttterbdpposition to removing
the debt overhang in the Eurozone came from madtniyppean bankers, who
claimed that it would wreak twofold havoc in glob&@ihancial markets
(Acemoglu and Johnson, 2012). Firstly, as the stgwgs, banks were the
primary creditors, and the large losses they mag fa any restructuring are
bound to trigger a domino effect, with waves ofgs@ssm stirring up interest
rates and ruining other borrowers’ prospects. Sdigonbanks would
additionally suffer because they had sold insuragzenst default, the so-called
CDS. If these swaps were to be activated, the bawdsgld incur further
crippling losses (Acemoglu and Johnson, 2012). 8 we face the
Armageddon after the Greek (orderly) default altmgse lines? Nothing of the
kind. Banks did not have to take considerable h#stcsince they were
effectively compensated by official sector invohamfor much of the nominal
forgiveness they provisionally agreed to, depositareed be- are pretty much
covered by national deposit insurance schemes fwtlie to moral hazard
concerns ought to be pan-European though), the’serious domino-effect
on horizon as yet anyway, while borrowers’ prospelt deteriorate indeed but
for exactly the opposite reasons: because Eurochatse to protect their banks
rather than their sovereign states and the EMU afa@e. To add insult to
injury, even though the whole quantitative easingsuropean discrete version,
two big LTRO shots from ECB liquidity guns) ideasuaeant to prevent banks
from going bankrupt and buy them time to delever@ug restructure, generous
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liquidity injections coupled with no sign of tumby dominoes have been read
as encouragement not to deleverage too much taw sBanks in France, the
UK, Ireland, Germany, and Spain have already uadgilans to slash a total of
€775 billion of assets in the next year, accordim@loomberg (Chassarst
alia, 2011). However, the EBA tests indicate that appnately one-third of
banks sampled needed stronger capital reservesetd the June of 2012
deadline (Kinsella-O’Sullivan, 2011). Moreover, gidg by the last year's
research from Morgan Stanley, thus far recordeeveeaging appears to be just
a game theoretical foreplay, whereby only whendédily cornered by their
sovereigns and supranational authorities, Europaaks would have to reduce
their balance sheets by 1.5-2.5 trillion € over ¢berse of the next 18 months
to meet more stringent capital requirements. Coetpdo their likely future
losses, European banks have raised relativelg Iidfpital since the onset of
LTRO — and much of this has been creative accogntather than truly loss-
absorbing equity (Acemoglu and Johnson, 2012)etrospect, even if cut and
dry bailing in of the too-big-to-fail European banivas not always entirely
feasible, bailing them out had to establish a lotarsupervisory attachments.

Finally, the last ingredient of the Eurozone crisighe crisis of the Euro
itself. Despite the fact that ECB’s foreign exchamgserves are way too large
for classical speculative attack to be succesfdultfe time being), lack of real
convergence in the EMU represents clear and presanger for common
currency’s survival. This is the case both in theef of asymmetric shocks and
symmetric shocks with asymmetric adverse effeatsugihout EMU (Baldwin
and Wyplosz, 2009). Whatever the sources of BOPfiaodl imbalances, they
ultimately translate into real currency appreciatitn a currency union, this
means rising inflation differentials (Corsetti amsaran, 2011). Ironically,
peripheral countries have joined the euro at uistezllly high rates of exchange
to begin with, proverbially to control for inflatip thus signing away some of
their price competitiveness on the outset (Lapasigsd alia, 2010). Moreover,
Germany’s unrelenting wage moderation was tantamtmuneal exchange rate
depreciation vis-a-vis periphery of the EMU, siheg unit labour costs rose (if at
all) at lower rate than in fact any other E(M)U nimmn (see Table 1). Hence,
Germany’s beggar thy neighbour policy has beenctffdy adding to the
organic asymmetry of macroeconomic shocks hittirgEMU. When confronted
with sticky prices, the nominal exchange rate regmés the only easy way of
adjusting a country’s price competitiveness to givagconditions: in a monetary
union, however, if an asymmetric trait in a shockws, the common currency
float cannot insulate all members simultaneouskid®in and Wyplosz, 2009).
Therefore, if nominal exchange rate adjustment aado the trick, members of
monetary union must resort to somewhat coordinatm exchange rate
manipulation to maintain economic and politicalrhany!
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Table 1: Unit Labour Costs in Selected EMU Member$1996-2010)

EU(27)=100 Aggregate rise in unit labour costs%in
Germany 8

France 15

Portugal 24

Spain 35

Italy 37

Greece 59

Source The Economist (2012), www.economist.com

As evident from Table 1, during the years of eagyay, wages and prices
in south rose substantially faster than in northtled EMU. Hence, one
shouldn’t be surprised that Corsetti and Pesar@fhl(?have found the highest
cross-country correlation between sovereign debisiscrand inflation
differentials among the Eurozone’s core and itipbery™

This price level/reflation divergence needs to eeersed, either through
falling prices in the EMU periphery, rising pricesthe EMU’s core or some
combination thereof (Krugman, 2011). As outlineddraph 2, nominal wages
and general domestic price levels are the onlyeudignts of a real exchange
rate that union members can still tackle to scratodir own back. Their
common central bank, the ECB, holds the authooitmake a collective choice.
For as long as it cares more for EMU’s core, it Wiep the nominal exchange
rate unaltered, which would initially fix the reakchange rate at it§® level
too. This constellation is fine for the core bubaarable for periphery which
faces excess supply as measured by the 1-2 distdgpetetically, if the ECB
cared exclusively for GIIPS, it would allow for noral depreciation of the euro
which would (under sticky prices) render the realhange rate at its mutu&f®
level. This outcome is very comfortable for GIlIP$it bmelts the price
competitiveness of the EMU's core towards GIIPS dmening potentially
inflationary excess demand in the Core, as meashyethe distance 9-10.
Finally, if the nominal euro exchange rate floateely, it should depreciate but
not all the way t&fy. As originally elaborated by Balwdin and Wyplo2009),
it would decline to an intermediate level wich @mponds with real
depreciation onta,®, so that outcome remains linear combination ofesgc
supply for GIIPS and excess demand in the EMU'g,cas measured by the
distance 4-5 or 6-7. In reality, however, thosdatises need not be equal and

11 After the introduction of the euro, cumulated atibn differentials relative to Germany were as
high as 21% for Greece, 16% for Spain, 14% foralrd| 12% for Portugal, and 8% for Italy
(despite the low Italian growth rate). For compamiscumulated inflation differentials across
states in the US rarely exceed 8% over a perio@0s20 years (Corsetti and Pesaran, 2011;
Feldstein, 2011).
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such adjustments might still be insuficcient: evleough real exchange rate is
correct on average, it may nevertheless bee toagtior GIIPS and too weak
for the EMU's core, which may be overheating.

However, the EMU's core is not quite overheating géhough their real
exchange rate is less overvalued than GIIPS's.ilyiécksuch an adjustment to
economic imbalances remains asymmetric with stilsmof the pressure
applied to BoP deficit countries, coordinated atient of domestic price
levels may be administered additionally. Problerthlhat is German insistence
that this kind of exercise would topple down pallyfuwon price
competitiveness of the EMU’s core not only vis-a-tfie GIIPS, but alseersus
the rest of the world — an outcome with potentiahtake Germany poorer in
relative and the entire Eurozone in absolute teitherefore, at last, Germany
seems to be uttering readiness to participate @ téhin-crisis adjustment
burden, but not in the adjustment manouvres (Weidr2@12). In absence of
somewhat higher inflation in the BoP-surplus coestirsay, at least 4-5% a
year, much along the lines of the classical Hunma&chanism, adjustment
would require tremendous deflation in the crisisrtdges to solely bring about
a huge relative decline in production costs overeti As rightly pointed by
Krugman (2013, in practice, such deflation could be achievedy at the
expense of high unemployment and social upheavak therefore unclear
whether the current strategy of combining fiscadtauty and deflation is even
politically feasible (while it's quite clear it ibeing economically disastrous),
which in turn explains the huge uncertainty hangiagr the entire EMU.

Graph 2: An Asymmetric Shock in the EMU
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All considered, the EMU is in the gravest crisieeand the way things are
going at the time of this writing, it is not in tlsfightest inconceivable for the
Eurozone to fall apart by late 2013. In the enthefday, it wouldn’t be the first
time for currency unions to effectively break: E®IS crisis of 1992 is a child
poster of what could happen when Germany’s polidietaich themselves from
other members’ needs. Similarly, it would not be ftiirst time for EMU
members to default either: Gianvigt alia (2010) remind that, among the
member states of the Euro area, Austria, Greecan&wy, Italy, Portugal and
Spain have each experienced at least one caseearkgn default since 1824.
Most of these defaults occurred during the Goldn&tad. This is crucial,
because the Gold Standard, like membership in thezéne, implied that a
national government could not revert to high inflat to rid itself of an
excessive debt burden except by leaving the Gaddstrd. The only chance to
repay the debt is to become competitive enoughata @ BoP surplus. That
requires becoming cheaper — a task relatively dasycountry exits from the
euro, but formidably difficult if it stays in (Sin2012).

Policy Proposal for Avoiding the Break-Up

In a nutshell, Brussels’s official response to Engozone crisis so far has
been enforcing the fiscal compact as well as fognaind subsequent beefing up
of the so-called EFSF (European Financial Stabitdgility). These efforts fall
anywhere from being semi-legal, inefficient, ingtifint to ill-conceived or
dead-wrong even.

Supplementing obsolete and creatively interpretéabifty and Growth
Pact with additional set of fiscal rules, budgetatgndards and constitutional
“debt breaks”, won't do much good at this nexteartinal phase of the EMU
crisis’® The fact is that quantitative restrictions on jmtdorrowing would
cause misery without reassuring the markets. We Ipdenty of examples of
countries (Japan with public debt-to-GDP ratio 88% and 600% of total debt,
Britain close to 100% public with 950% total debt®&DP) with astounding
deficits and debts not charged significant let alpanitive risk premia, while
there are countries (Spain with a debt-to-GDP raiti69%) that have conducted
their fiscal affairs prudent, yet they are forcedgay prohibitively high premia.
Since Eurozone members can’t print money even iremergency, they're
subject to funding disruptions, downgrades andtabfiow reversals just like
emerging market countries have been (De Grauwd))20he truth being that
we need some sort of cross-subsidisation eithénénform of fiscal or quasi-

12 Germany alone defaulted on its sovereign debettinees in the past 100 years.

13 |Instead of fighting for automatic countercyclistdbilisers, fiscal compact once again fought for
automatic penalties for undisciplined southernrmagt. That notwithstanding, fiscal compact does
recognise and leave room for ‘structural budgetisfabove cyclically tolerated 0.5% of GO,
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fiscal transfers. Bullying the EMU’'s periphery int@vernight fiscal
consolidation would be precisely the worst thingdtg both for them and the
Eurozone as a whole. After all, as Blanchard (2Qddtyectly asserts, global
investors proved to be schizophrenic about fiscalsolidation and growth.
They typically react positively to news of fiscabrsolidation, but then react
negatively later, after consolidation has led tawdo growth — which it often
has. All in all, insisting on severely limiting gennment expenditures (and
consequently budget deficits) in a situation of plelepression, high foreign
debt and sky-rocketing unemployment in the EMU'sijgeery, is a recklessly
bad idea: to say the least, public sector cutbtmdasy do not solve the problem
of yesterday’s fiscal profligacy (Stiglitz, 2011\ccording to Ball et alia
(2011), who empirically analyse 173 fiscal retraneint episodes over 30 years,
fiscal restriction does exactly the opposite: dases growth, lowers wages and
raises (particularly long-term) joblessness.

On the other hand, and unlike loud reaction of ilegdvorld economists
against fiscal consolidation, just a handful of deraics stood up to German
insistence on using the EFSF primarily as the wadkmption fund. Indeed, the
EFSF has chosen to provide abundant liquidity toogean banks, but at the
same time pretty much has kept clear of the GliRR@1®igns’ needs. Economic
costs of such a political decision as well as tleainhazard (both on behalf of
banks and the Eurocrats themselves) it pertainartofairly straight-forward.
Hence, we shall argue against EFSF as the covdrditing-out systemically
important banks, but rather for using the EFSFagtrmanent fiscal or quasi-
fiscal rescue fund focused on sovereign debt ssakibn*

But what might, then, be the more functional akirre? What would be
the contents of the short-term policy package tnatld enable credible and
sustainable exit from the Eurozone crisis withodtirg the EMU itself? In our
opinion, durable economic policy response must idiately deploy at least
three sets of life-support measures:

First of all, an inevitable the ECB’s issuance af@eara la Brady bonds,
up to the 60% of the battered countries’ pre-ci@&BPs, in accordance with the
habitual (if not entirely theoretically founded) B&richt criterion. Akin to
Holland’s and Varoufakis’'s (2011) idea, this I0Wtah wouldn't amount to
any kind of international fiscal transfer, i.ewibuld not imply putting European
hands (of the poorer catholic-orthodox South) imédional taxpayers’ pockets
(of the richer but also thriftier protestant NortMoreover, creating Eurobonds
spawned and guaranteed by the ECB wouldn’t reptekdst write-off or moral
hazard either, since Modigliani-Miller theorem do¢seally apply here: ECB'’s
credibility and firepower alters the financial appef the summed up obligation

14 Bailing-out banks is most of the time considerahhyre expensive than bailing-out sovereigns.
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to the benefit of both the EMU’s periphery and cdtamely, this could merely
be the tranche transfer, since member states weuidin liable all along, not
only for the principal but also for servicing thegrest on their sovereign debts,
albeit at much lower rate. Needless to say, the BR@uld be in a position to
capture fairly deep discounts at which many diskdssovereigns’ bonds
currently trade. Thereby, Brady like European boddfer from Muellbauer
(2011) proposal in two important traits:ith)our opinion, it would be dangerous
to enforce different spreads to nominally mutuaigebt this late and this deep
into indebtedness game andti2¢re’s no obvious need for conditioning spreads
on the effort to cut down unit labour costs, sinodateral taken against- and/or
financial market reaction to remaining two classdéspublic debt do that
automatically ever since the crisis broke out. Enpeesumably still not ready
for price level adjustment after shielded under hsw jointly assumed
Eurobonds mechanism would have to be forced oth@fEurozone anyway.
This last eventuality aside, such a measure waoait the EMU with additional
two by-products: it could support longer term fisocesponsibility and would
likely attract massive international capital infevirom overseas, so as to
increase liquidity in the EMU and strengthen thakshposition of the euro as
the world currency number 2. For as long as Gernsaimybornly dismisses the
joint Brady bonds idea, EMU as a whole is acceilegatowards the point of no
return. Ironically, all of her chief concerns witlspect to the ECB’s lender of
last resort imperative, in regard to legality otlsua measure, moral hazard
concerns and its independence, have been expediyissed already by
Wyplosz (2011b). In contrast to the ongoing conundrthis simple measure,
involving the ECB’s Brady bonds issuance to cove¥o6of the EMU’s public
liabilities, if introduced credibly, could on itsmo reduce default risks of all
member states (apart from Greece, which would upigally still be some 25-
35% over the threshold) to loosely manageable $evel

The second measure, in terms of public liabilisgseeding the Maastricht
60% threshold up to 100% of the pre-crisis debemtapplicable, asks for non-
trivial fiscal or quasi-fiscal transfers on the ratery union level, according to
pre-determined fixed weights and distributed adgdms quality collateral (gold
bullion, SDR, non-Euro foreign exchange reservExed weights ought to be
determined through proxy for the level of asymmedfyshocks hitting the
Eurozone members (e.g. inflation differential), iluatructural adjustment and
real convergence deem such transfers unnecesskeyirLthe US, then, and
only then, EMU members should have more or lessnoad budgets and
receive modest federal transfers strictly in themfoof infrastructure loans
(Feldstein, 2011). Absent real convergence acrd&s rhonetary union,
somewhat larger fiscal transfers are imperativattosurvival. As hinted in the
opening sentence, there are two alternatives ty oat those transfers, pending
on the extent of political consensus possible. sidas fiscal transfers would
require collecting some percentage of nationakfisevenue into the common
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purse of EFSF/ESM (European Stability MechanismpEone’s supranational
vehicle to inherit and succeed the EFSF in 2013pet distributed to needy yet
diligent union members. The other, less ambitiolterrzative would aim at
monetary expansion instead, in other words, forB@8 to expand its balance
sheet so as to supply the EFSF/ESM with funds yodut discounted national
sovereign bonds in the secondary markets. Thisldlamain be done -provided
that SGP guidelines are met- against the top gqualdilateral, which is
obviously insufficient to fully insure the ECB imd event of default, but
significant enough to prevent moral hazard andbeeditely engineered debt
repudiation and euro exit by the national soverrigonsiderable opposition to
this measure comes from the German monetary caatsery and southern
fiscal profligacy fable: the former is not good fanybody and at all times,
while the latter is not the only or principal citpin fact, the EMU badly needs
a bit of inflation in its core and weaker Euro,cgirtoday’s devil to curb is not
inflation but anemic growth, huge unemployment aoderall financial
instability quite unimpressed by the low inflatiamerit (Stiglitz, 2012).
Considerable novelty of this quasi-fiscal altermatihowever, lies in the ability
of the ECB to utilize those repurchased sovereigndb for further credit
securitization: by enabling EFSF/ESM to issue EeampCDO derivatives and
resell those loans back to private investors andnfiial intermediaries! The
beauty of such an expansion of the ECB’s balaneetsiwould be in the fact
that it would finally be achieving quantitative gggrather than credit easing,
but at the expense of the global financial markather than the EMU’s
taxpayer. European CDOs would consist of the sspfy-ESB (European
Safety Bond) tranche guaranteed by the ECB and tmi@abanks primarily and
junior risky tranche presumably desired by hedgwl$y vulture funds, country
funds and alike. The original proponents of thisirdpidea are Harald Uhlig
and several academics from the LSE (Euro-nomicsi@rqUhlig, 2011).
However, our proposal departs from theirs in sdvenportant respects: 1)
unlike Euro-nomics group, we don't think it's sanefeasible to convert the
entire sovereign debts outstanding into ESM’'s sstnthbonds if we are to
maintain its credibility and develop the market gmpranational CDOs in the
aftermath of financial crisis brought about by dretrivatives; 2while Euro-
nomics people furiously reject any (quasi)fiscahsfers or cross-subsidisation
and consider it not only undesirable but unnecgssader their proposal’s
design, we think mutual guarantees and ‘federdlisstéind-by rescue
mechanisms are not only unavoidable this late éngime, but are already with
us. CDOs by design imply sharing the reputation sordewhat mutualising the
risk involved, and to the extent its cash-flow wkk is separable, its super-
safe senior tranche would be implicitly cross-sdisgid. In the end of the day,
global trend of rising public liabilities (which earding to Bank of
America/Merril Lynch exploded from 11 trillion US& 2001 to 31 trillion US$
in the end of 2011) reestablished a secondary markese biggest players are



Malovié, Marinkovié¢/Ekonomic Themes, 51(1): 59-83 75

not institutional investors nor hedge funds, bubtd banks themselves-
therefore, cross-subsidisation (or joint risk begyi write-offs, official aid and

partial forgiveness are tacitly indigenous to seignm debt restructuring, even
when countries in question do not belong to thernomcurrency area. While
essential benefit of Euro-nomics idea is preservedflCB’'s super-guarantee
would assume ESBs only, while total exposure shdadeturned to private

investors, another convenience of our variatioedsnomical-if the object of

quasi-fiscal transfer is only the debt in exces$®fand up to 100% of GDPs,
the cost of the whole operation should be much to¥e a matter of fact, back
of the envelope calculation shows that, with angk]uhis transfer shouldn’t

amount to more than several percentage pointsecEMU’s GDP. Lastly, our

proposal distinguishes itself from the Bofinget alia (2011) European

Redemption Pact, because it doesn’'t prescribe plegialising sovereigns
suffering from debt overhang with differentiatedesgals is going to help either
them, or the credibility of nominally joint ESM iss, as well as because it
doesn’t administer ESM responsibility for the emtdebt over 60% of EMU

members’ GDPs.

Third component of this three-item short-term ppligackage implicitly
deals with managing debts over 100% of distressgdZ6ne members’ GDPs.
Although those ‘red bond’ portions formally remahe sole responsibility of
the debtor countries, following Holland and Varddi$a(2011), we support
growth-oriented supranational financing mechanisichestrated by the EIB
bond issues, which could implicitly vouch for GIIBS (and other
underdeveloped EU members’) future repayment chpabi the spirit of
Lisbon Treaty guidelines and the so-called EuropBacovery Programme,
European Investment Bank as its investment armahlready began with more
aggressive involvement in growth- and recovery-dumive projects, recently
quadrupling the size of its outstanding balancenfrd997. The EIB should
continue to be funded by its own (jointly guaradjebonds and to a smaller
degree from European bonds debt service. The HEi®ld enhance its
investment in rigorously appraised projects inabgdi co-financing
infrastructure, equity stakes in high tech stad;upducation, SME loans,
environmental protection and regional developm@&hie underlying rationale
being that reputation of the EIB and profitabildfits growing portfolio ought
to be credible guarantor for private investors paging its recovery oriented
EIB bonds. More balanced growth and structural rrefoin underdeveloped
regions of the EMU are in any case perfectly allgmeth the EIB’s original
mission. Finally, it would be advisable to tempdyadecrease the mandatory
co-financing participation of recipient countridfsom 50% to say maximum
20%) or at least abolish the inclusion of sovergidtiB-related co-investment
expenditures in public debt and budget deficitsati
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Whatever happens, the E(M)U members urgently needth, TFP rise
and technological advances that would enable tiiame more comprehensive
growth is under way, every public debt is just amber. But in order to
overcome the sovereign debt crisis, the EMU wilvéhgo simultaneously
address the remaining three layers of the crisiés TS a monumental and
challenging task, for success of which outlinedgyopackage represents but a
kick-off. Immediate outlook and possible stratedivelopments beyond the
outlined tripartite response are briefly discusseithe next section of the paper.

Game-Theoretical Considerations and Immediate Outlook for
the Eurozone

Short term and long term payoff matrices may weffed drastically,
especially depending on whether countries thatedxibor were kicked out
remain outside the EMU alone or several others &goin them. Both the
EMU's core and its periphery have a lot to loseusthd=urozone fall apart.
However, in medium run, it appears that periphéaypds to gain more than the
core countries by leaving the EMU, although voiarthe core often nag about
profligate Southerners costing them too much with@ontributing too
significantly. Both might be wrong, of course. lede if it happened, exit from
the euro would prove to be a messy affair, tecigicpolitically, and no less
financially. Sadly, the EMU’s demise is at presentpossible scenario, as
national leaders are reclaiming their jurisdictioas the expense of the
Community method and its institutions, blunt natilem and tacit
protectionism are on the rise, while political pligm is threatening to reinstate
back the border control within Schengen area.

Be that as it may, the EMU’s periphery is adviseccarry out so-called
fiscal devaluation, i.e. reach out for mild fis@pansion cocktail of VAT
increase and uniform cut in payroll taxes (Faghialia, 2011), and yet the
EMU’s core is still mercilessly pressing for fiscakstriction. Under the
circumstances, short term payoff matrix and stiatelikely to be chosen by the
EMU’s core and periphery economies, are cruciabipahdent on the inbound
(zm from the peripheral country’s point of view) anek tbutbound %, from the
core member’s viewpoint) transfer size. Namelyyjated that

22 Tum CmF <. EnCORE (5)

holds, i.e. the core’s share of the cost of fisadjustment of the EMU’s
periphery doesn’'t exceed the core’s benefits irsgme value terms, one can
suppose that battered peripheral countries (hereafter GIPS) may negotate
(quasi)fiscal transfer and thereby pass some ofitslal adjustment costs onto
Eurozone’s cor@n members, due to potential negative externalityiragisrom
peripheral mth country’s default, in as much as the EMU’'s &b is
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considered a common good (Fahrholz-Wojcik, 2012)weler, we depart from
the Fahrholz-Wojcik model by establishing the faling propositions:

an CmF =7, CmF — CanSf (6)
CmF'EmGIPS'Cm TnSfS (I_g) PDmGIPS/YmGIPS:C()nSt. (7)

Since every indebted government has to tie dowmrntmary surplus by
making sure that, in present value terms, respegiwlic debt grows more
slowly than its respective tax base, they won'talie to credibly commit to
repaying more than right hand-side of (7), as opgde the present value of
their effective costs, net of their own benefinfr being part of the EMU and
the bail-out transfer from the core, on the lefbdhaide. In addition, both the
EMU'’s core and periphery would necessarily compareonly their costs vis-
a-vis their benefits while being in the Eurozonet &lso their individual shares
in the costs of preserving the EMU against thailiviiualised losses from its
hypothetical dissolution:

CmF_ EmG'PS-rm CmF =(1- 7v) CmF_ Emelps <351_,;m(3|Ps_|_ CmF(a)+,0) (8)

C (w+p) = K* 9)*°
me CmF =1, CmF — CnTr‘ISf (10)
T CmF_EnCORE <4__’>anCORE+ CmF(l'CO'p) (11)

Relationships (8) and explanatory(9), thus, depict ‘stay or leave’
considerations of heavily indebted EMU members, laviielationship(11)
confronts costs of maintaining with costs of dissw the EMU from the
Eurozone’s core country viewpoifit.

Evidently, it is profoundly cumbersome to grasp rbem countries’
preferred strategies and subjective weights atthdbetheir own and their
counterparties’ deliberations. Table 2 sketchegtrerally available strategies
for the representative agents from the union’s @ové periphery, as well as
possible outcomes from pairs pursued.

Once again, it is immediately visible that EMU meard encounter
multiplicity of likely equilibria, two of which aresaddle-point stable (only one
of which implies Eurozone’s survival though!), wenihe third mostly preferred
thus far nevertheless represents inferior, temgpia@nd increasingly unstable
phenomenon.

15 » corresponds to confiscating ability of internatiboreditors, whereas captures reputational
consequences of sovereign debt repudiation anithg@xite EMU.

18 Both (8) and (11), on right hand-sides, contaiedone benefits of E(M)U membership as
opportunity costs of their giving up the EMU.
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Like most bargaining games, negotiating the sizel &&rms of the
(quasi)fiscal transfer takes place step by stdperathan in one shot. Both
parties — the powerful core (say, Germany) andatbaker periphery (such as
GIPS) — apparently keep their exit clauses opefeast in theory. They could
both decide to leave the monetary union and endanggyone’s — including
their own — growth, reputation and long-term progge

It should be in the interest of both parties tomtein this bluff as a realistic
alternative while the equilibrating transfer is rggiplayed out. Only after both
sovereign parties test each other’s limits in gathe imminent proximity of
exercising the threat, somehow (more or less) éngdgxpayers as well as the
too-big-too-fail banks in the process, solution Idouinally be met.
Consequently, markets tend to get increasingly yess the bargaining
proceeds, and bounce on a resolution, yet onlyttferwhole pattern of this
(quasi)fiscal transfer negotiation to repeat itsatfain if neither of Nash
equilibria has been chosen. However, amidst thsisciof trust bargaining
parties often fall pray of the so-called Prisonelilemma, thus failing to reach
mutually beneficial first best solution. Or any @idn at all. History of human
conflict remains the crown witness and the fairmirag of such failures.

Table 2: Generally available strategies for the EMU core and periphery

CORE GIPS | CONSOLIDATE DEFAULT STALL
AND ADJUST AND EXIT

OFFISH — LOW OR NC& Worse for GIPS | NASH EQ. Bad for GIPS
Better for CORE | Worst for Both | (Failed Bluff?)

LAVISH- HIGH ¢ NASH EQ. Unwise for Best for GIPS
Best for Both GIPS Worse for
Worst for CORE
CORE
STALL Worst for GIPS | Bad for CORE | WEAK EQ.

Best for CORE (Failed Bluff?) | Bad for Both

Understanding changes in the desirability to eserdhe exit clause is
critical in predicting the outcome of this entireerme-wracking, iterative
bargaining process. In fact, there’s neither tinte Bconomic rationale to
procrastinate any longer. Germany has to decitleereio accept the significant
fiscal transfers or to allow for the expansionamyn@tary policy and Eurobonds
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(co-financing the bailouts again), thereby deptawja the Euro more
significantly. Weaker Euro should be in all memberterest.

Indebted sovereign in the EMU cannot endure théhdapd length of fiscal
consolidation and structural adjustment imperativeder asymmetric and
dysfunctional monetary union of the day. Governrsetfiat can borrow at
unprecedentedly low rates (currently close to 0%eial terms over 10 year
bunds in the case of Germany) simply must playrth@e in supporting the
aggregate E(M)U demand. Banks could and should thelm along that path,
big time. Belcerowicz (2012) argues against baitimgm out if national deposit
insurance schemes’ reserve isn’t binding, sincénigabut banks and bailing
out sovereigns are two diametrically differing eiges. At present practice,
sovereign bonds still yield much higher returnsntieanks’ recap loans, are
nolens-volensacceptable as collateral with the ECB, and are iyl
guaranteed if things go wrong: such a carte blastioalld be knocked out of
the private banking sector hands and with a pesaity at that.

Finally, we seriously doubt in credibility or vidity of Euro sabbaticals and
the like palliative solutions, which propose tengrgrexiting and reentering the
EMU at one’'s own convenience. Political arm twigtipprocedural window-
dressing and financial sleight of hand simply waidt this time. Get over or
game over — it's for leaders of the E(M)U to detide

Conclusion

This paper attempted to discern historical and ttoasonal origins of the
Eurozone crisis, layers or ingredients of the onggieril as well as to identify
a short-term technical policy response necessaryavoiding the imminent
break-up of the EMU. Last but not least, the astideveloped a game
theoretical pay-off matrix in order to consider thenu and tentative likelihood
of representative agents’ available strategy paitsch in turn revealed three
distinct equilibria.

Proposed three-item policy package addresses niiastecissues raised.
ECB has been obsessively enchanted with low ioftatieal, every bit as much
as national leaders in the EMU’s core have beemh W¥igcal austerity. The
essence of our policy response relies on thudiflasking consensus that both
of those ideas are recklessly erroneous. Main te&kgs hence, cluster around
the imperative of Brady like pan-EMU bonds to loviee servicing cost of the
legitimate debt segment, minimal but resolute (gfissal transfer which
would ideally bail in the principal beneficiarie§ the monetary union and
growth-inducing EIB bonds to pull the EMU’s wheelst of recessionary mud.

Should the EMU prove incapable of reaching the eaf@antioned policy
consensus, the only alternative for several coemtriould be to opt out of the
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Eurozone. That would reduce the monetary unionamething of a more
manageable size and decrease the extent of asyynwietmacroeconomic
shocks affecting the area. That would, howeverghaprecedented corollaries
for the irrevocable success planned out by the igao technocrats and the
Franco-German axis. Let alone the formidable corigglewith which the
responsible, orderly exit would have to be codified

Regrettably, due to the so-called Prisoner’s dilareffect of intra-EMU
bargaining process and false security of unsudinsimultaneous stalling,
partial break-up of the Eurozone at the time of thiiting seems to be much
more likely than achieving the critical mass ofdgijfiscal federalism required
for superior Nash equilibrium.

It is hard to say whether the EMU will be lucky amge enough to weather
this crisis. It is easy to say that feasible macooemic solutions won't be
pleasing for many of its members. Incoherent resgsro crisis have already
cost the Eurozone’s taxpayers twenty four monthdespair and quite a few
Euros more. Eurozone’s economies might easily éaiather decade to get back
to normal. Yet, for health to kick in, one must koone’s illness in the eye,
accept the diagnosis and start the treatment aogbydOh yes - even prior to
that, one has to be unambiguous in regard to @mve’sresolution to recover.
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PREVAZICI ILI ODUSTATI: USPON I PAD EMU

Apstrakt: Nakon sto je tokom dve decenije olicavala jevandelje monetarnog
ujedinjenja u praksi, EMU je na rubu raspada. Evropska (monetarna) unija,
ukljucujuéi njen politicki znacaj 1 ekonomsku buduénost, nalazi se na
prekretnici jos od maja 2010, odnedavno dosegnuvsi sam kraj ,uzeta za
spasavanje“.Ovaj clanak pokusao je razabrati istorijske i1 konstrukcione
uzroke krize u Evrozoni, slojeve ili sastojke nevolje koja je u toku, kao 1
identifikovati kratkoroc¢ni, tehnicki odgovor makroekonomske politike
neophodan za izbegavanje pretecteg raspada EMU. Konacno, ali ne najmanje
vazno, ¢lanak je u duhu teorije igara razvio matricu isplativosti, kojom se
uzimaju u obzir raspoloziv meni i preliminarno izgledni parovi dostupnih
strategija, matricu koja je zauzvrat identifikovala tri osobene ravnoteze,
jedna od kojih ¢e odlucujuée oblikovati neposredne izglede i dalju sudbinu
Evrozone. Medutim, aktuelni parovi o¢ito odabranih strategija u ,jezgro vs.
periferija“ matrici isplativosti nesumnjivo ne vode pozeljnoj, superiornoj
Nashovoj ravnotezi. Od tri mogucée pregovaracke ravnoteze, samo dve su
stabilne u Nashovom smislu a samo jedna od njih obezbeduje opstanak
EMU. Tesko je reéi hoée i EMU biti dovoljno sreéna i dovoljno mudra da
prebrodi ovu krizu. Lako je reéi da izgledna makroekonomska resenja nece
biti ugodna za mnoge njene clanice.

Kljucne reci: kriza u Evrozoni, kriza evra, neravnoteza platnog bilansa,
evropski javni dug, evropsko finansijsko participiranje, (kvazi)fiskalni
transferi.






m: ECONOMIC THEMES (2013) 51(1): 85-106

http://www.eknfak.ni.ac.rs/src/Ekonomske-teme.php

INSTITUTIONAL AND POLITICAL DETERMINANTS
OF ECONOMIC DEVELOPMENT

Aleksandra Prascevié

University of Belgrade, Faculty of Economics, Serbia
P4 alja@ekof.bg.ac.rs

UDC Abstract: The paper discusses the major issues of institutional
330.34: and political instability impact on economic development. Among
338.124.4 the factors that lead to differences in the achieved level of
330.342 economic development between the countries, and the differences
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discusses the issues of defining institutions, differences between
economic institutions, political institutions and political power.
The paper discusses the possibility of integration of the endogenous
growth theory with endogenous economic policy (developed in
political macroeconomics) in order to consider economic policy that
will have an impact on economic growth on the basis of agregating
the preferences of voters in a single economic policy that is
politically motivated (primarily according to opportunistic motives).
In this context, it is considered that the existence of political
instability that produces uncertainty regarding the viability of
institutions, as well as future goals and measures of economic
policy, will have the impact on the reduction of economic growth.
This paper discusses an example of the major institutional change
that occurred in the former socialist countries that have opted for
economic transition and building a democratic society. In this
regard, the paper considers the institutional factors that
contributed to the success of the transition process, as well as the
factors that are dictated by differences in building the institutional
framework in these countries.
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1. Introduction

The economic science has, from its early days, Ipeeoccupied with the
question ofwhich factors determine wealth, i.e. the level efelopment of a
nation, or a countryThus, the most famous work of the founder of atats
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political economy, Adam Smith (1723-1790), entitle&h Inquiry into the
Nature and Causes of the Wealth of Nati(h&76). Economists have dealt with
this issue primarily for the purpose of establighithe determinants that
promote economic development, in an attempt totifyetine causes which lead
to the fact that countries are at different levalglevelopment, and suggest to
the policymakers the ways and instruments to stiteutconomic development.

Among the many factors that have been connectedh witonomic
development during the development of economic ghgucertainly of great
importance today are those relating to the devedspnof economic and
political institutions and their impact on the aeuuation of physical and
human capital, but also the encouragement of irffrmvaand use of new
technologies, as previously defined, the most itgmbrfactor of economic
development of a country. Unlike factors such asggaphic differences or
cultural factors that can be used to explain tlilerdinces between countries in
the available technologies, or the differencesha ltevel of investment in
physical and human capital, institutions are thedamental factor of the
differences in economic development between caestri

The development of modern theories of economic ldpweent can be
observed in the context of two phases — the fingt, @resent in the theory and
practice from the mid-1950s to the early 1970staedsecond phase — from the
mid-1980s to the present (Helpman 2004). It ishis second phase that the
factors related to the socio-economic structuresecanto focus as the
determinants of economic development. Namely, tidiee emphasis on the
accumulation of productive inputs was replaced bfoeus of fundamental
factors, such as technological or institutionaltdes, which could explain the
differences in the amount of income per capitajnothe rates of economic
growth achieved in different countries, more acmlya This allows us to
understand why some countries are poor - becauwse hthve dysfunctional
institutions, but a much more complicated and diffi question is why
countries accept and opt for such dysfunctionditut&ns.

The formation and development of institutions &gextl as the key source of
transformation of the Western European countrigsnmodern economies based
on knowledge and its application in the developnadntew technologies. The
protection of property rights and encouragement fbe processes of
modernization required the existence of appropipaléical institutions which
could limit the impact of those interest groups tthaere opposing
modernization because of their own interests. Thibg institutions of
developed economies played the key role in stirmgahnovation and the use
of new technologies. The accumulation of capitaj &nowledge, as well as
investing in the development, would not be possitihout the protection of
property rights and the institutions that promdte tule of law, adherence to
contractual obligations and limit the influence graver of those who define
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the rules. That is why institutions emerge as thetdr in the protection of
individuals from one another, but also as the faathich protects individuals
from the actions of the state itself.

Political macroeconomics is a macroeconomic digtépthat tends to see
macroeconomic trends in the context of politicfluiences that affect them, and
the most important among them is the influence ditipal electoral cycles.
The most important macroeconomic indicators sucharagnflation rate, an
unemployment rate, or the rate of growth of incqemonomic growth) record
cyclical fluctuations that may be related to po#tifactors, and even more so
the choice of economic policy goals by policy makerhis is due to the fact
that the policy makers (governments) are politisiasho win voters’ support
for a particular policy in elections. In electionsters chose according to the
results of economic policy makers, as well as wirtlown party affiliation
(Downs 1957). This is why economic policymakers #mgng to present
economic results better than they really are, avedrgoters’ preferences in
relation to unemployment, income and inflation, atiey economic policy
based on opportunistic motives of achieving victoryhe upcoming elections
(Nordhaus 1975). In addition to opportunistic metithat equate the behavior
of policy makers, regardless of their party or idgecal affiliation, it is
important to note that when creating economic polpolicy makers can focus
on their party goals - to improve the position lmbge segments of the society
which belong to a certain party or which supporpaticular party in the
election (by voting for it). Thus, it happens theft-wing parties have as their
goals lower unemployment rate and greater equialilgcome distribution, and
right-wing parties have opposite goals because thegress a variety of
potential voters (Hibbs 1977). This is the essesfdbe well known scheme of
the politico-economic model (Snowdon, Vane 199)iclw shows the basis of
numerous models of political macroeconomic cycles.

A key limitation of political abuse of economic @yl is the rationality of
voters and their awareness of the real motivesotifigpans, which prevents
policymakers from deceiving voters by pre-electaranipulation. However,
even in the case of rational, rather than naivergothere are sources of abuse
that are primarily related to the information asyetm that exists between
voters, on the one hand, and policy makers, orother hand, in relation to
their competence in terms of economic policy makiRggoff, Sibert 1988,
Rogoff 1990). In addition, an important limitingctar leading to significant
politically generated fluctuations is the electonahcertainty resulting in
political instability, which becomes more importawith greater differences in
economic objectives between political rivals whanpete in elections (Alesina
1987). Therefore, as a way to overcome the posalilise of economic policy,
there are different institutional arrangements WHimit political influence of
the policy makers, especially in the area of maygpalicy in the way that it is
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left to an independent central bank, as well asofbgrall commitment to
rejecting the discretionary rights and accepting #tonomic policy making
rules. Fiscal policy, which is still in the handé governments - politicians,
remains the most likely source of economic polibyise, which is why there
are political budgetary cycles.

Although the analysis of macroeconomic policy ise@thte for the
countries with developed parliamentary democradyappened to be applicable
to transition economies as well, characterized bg political system of
transition to a consolidated democracy. The twoc@sees of economic and
political transition proved to be interrelated adde to the faults characteristic
for a political system in transition, as well a tbosts economic transition
imposes on the entire society, the most to the ggbpthe abuse of economic
policy for political purposes is more present thandeveloped democracies
(Brender, Drazen 2005). The economic and politi@telopments in Serbia,
characterized by extreme political instability ssidwing economic reform, as
well as frequent mismanagement of fiscal policydolitical purposes, but also
the acceptance of the model of economic developrhased on aggregate
demand and aggregate domestic consumption, whahdas opportunities for
misuse for political purposes, fit these charasties.

1. The importance of institutional changes

Changes, with economic consequences, have odcinréhe history of
mankind and can be regarded as the way in whicingtigutional development
influences economic growth and development. Thrs & applied even to the
oldest forms of organization of human society, whbe development of
agricultural production had to be designed togettidr the appropriate system
of ownership and property rights. At first, thisssgm was based on communal
property, and then evolved towards the separatioth® state and private
property, causing significant economic changes. Gbidapse of the Roman
Empire, just as the Industrial Revolution latem t& observed in the context of
significant institutional and organizational chasgevhich occurred in both
cases. Of course, history can be seen throughigb® and downfalls of nations
and empires, the success or failure of an orgdoirmdtsolution are related to
the progression or regression of societies, wlelghiological progress is a
necessary condition but not sufficient for succése key role, however, is that
which institutions play in promoting economic amntial development.

The dominant influence of institutions on economiowth requires their
clear definition and distinction between the ingignal characteristics -
economic institutions, political institutions andlitical power (Acemoglu
2010, 111). Institutions can be defined as thee§wf the game in society, or
more formally, are the humanly devised constraititat shape human
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interaction” (North 1990, 3). Economic institutioskape the motives of key
economic players in a society, affecting investmienphysical and human

capital, as well as in technology, but also deteemthe organization of

production. Economic institutions influence thefeliénces in the degree of
effectiveness and the potential of a country faneenic growth, but also the

differences in the distribution of profits betweadividuals and social groups.

Economic institutions are the result of collectol®ices that a society makes.
In terms of the choice of economic institutionsgréhare conflicts of interest
between different groups and individuals.

Economic institutions have the following charadics: they regulate
economic behavior in a way that in the short terayrbe conflicting with
individual preferences; they derive from common estptions that are the
result of tradition, trust, legal frameworks anc tlike; the best results are
obtained if economy is perceived as “a game thaeptayed” in which most
transactions happen many times; work for all indlixgls in the same way,
regardless of the identity of the economic entinducting a transaction
(anonymity). Institutions thereby provide key ecomo functions: protection of
property rights and contracts; the existence, diperand regulation of banks
and financial markets; social policy and social usitg (labor market
institutions); clear tax policy that can be conside fair, predictable and
imposed on all economic entities; the policy of petition, industrial policy
and trade policy; the trust between economic agéntst and honesty actions
of public institutions (lack of corruption, the ibility of law enforcement and
the like) (Hare 2001, 5-6).

Taking into account the characteristics of econdmstitutions, they can be
considered specific public goods that market caprmtide, and those provided
by the market, would be regulated by the state dcoalance with public
interest. Therefore, the role of the state in theatton and functioning of
institutions is high. At the state level, politipkays crucial role in deciding on
these matters.

Political power occurs as a decisive factor in kéag conflicts over the
choice of economic institutions and in their shapiRolitical powerde jure
(formal) originates from the political institutiorisat determine constraints and
motivations of key players in the political spheféus defined political power
involves the form of a government (democracy vediastorship) or the scope
of limitations for politicians or political elite§.hede factopolitical power may
be in the hands of those who were not allocateti pasver through political
institutions, but rather through their ability tonpose their desires and
motivations to the whole society using differenttinoels. This ability can
originate from their economic power, or the ecormmesources available.
(Acemoglu 2010, 112).
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There are different approaches to defining insahg. One of the most
common is that institutions cannot be identifiedhwbrganization. In the
terminology of the game theory, institutions are tales of the game, while
organizations are the players themselves. Orgammzatan comprise groups of
individuals who may have a common interest. Thetioa is limited by the
rules of the game, although they, in turn, influeettee evolution of these rules.
(North 1990) A broader concept of defining insiitas includes the previous
one, but also includes their definition in socigland political science, so that
they represent a system of institutional elemeagsjonphysical factors that are
created by mankind, who together generate regulant behavior. These
institutional elements are exogenous to the indafsl whose behavior they
affect, and include rules, beliefs and organizatidrne rules determine effective
behavior of individual players. Even when thera &rong formal structure of an
organization, individuals still have to be motiviteo obey the rules. This
becomes especially important for the sustainabdityhe institutions in which
there is an informal structure, in which the playeeed to know that certain
actions, i.e. certain behavior will be followed Iy reward or punishment.
Individuals thus decide on accepting the ruleseghging in expected activities
in order to secure the best outcomes in a giveitutienal structure.

Institutional analysis often involves contextualadcter of institutions,
which, on the one hand, explains that more than greip of different
institutions may be created in certain circumstanaed, on the other hand, that
the emergence of certain institutions and theitasnability and development,
stem from historical development, because theeehsstorical causality in the
evolution of institutions.

2. Models of influence of political instability on economic growth

Palitical instability is included in economic models a factor that influences
the decision-making of individual economic agemsd @olicy makers in a way
that they do not choose the optimal solution. Aliiiio political instability can be
defined in different ways - from frequent changegavernment - policy makers,
regular - in elections, or irregular — in upheavadsrevolutions, through ethnic
and political conflict in the society, it has twanportant characteristics
(Carmignani 2003, 1). The first is the inability tesolve conflicts within
institutional frameworks, which is why economiceddogical or ethnic problems
and conflicts are resolved through violence, pmity motivated murder, or
revolution, which is typical for non-democratic sd®s. The other is connected
with certain political events that cause instapéihd uncertainty. Such events are
frequent changes of government or electoral s@pribat occur as a result of
increased differences in interests and objectietwden political rivals, as well
as changes in the preferences of the voters. &atdbility is present in the semi-
democratic and in democratic societies.
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The impact of political instability on economic déepment is reflected in
generating uncertainty about the stability of iitbns, as well as about future
economic policy of the government (inflation ratésy burdens, government
expenditure, exchange rate policy, the amount gfeagate demand). This can
affect the security of property rights, the inflaf funds from abroad, capital
productivity, which in turn influences the decissonf economic agents to
invest, but also on the decisions of economic pal@akers themselves, which
can be triggered by the abuse of economic policyriter to increase their
chances of staying in office or to tie the next ggovnent’s moves to their
current decisions. The greater probability of Igsin the elections, the more
encouraged are policymakers to abuse economicypolic

One of the important consequences of politicalaipidity is the one it has
on economic growth. If we start from the well-knowaw classical production
function, which for firmi reads as follows (Carmignani 2003, 3-5):

Y, = AK)(KL)™ 1)

political instability affects the part of the incemY;), which remains the
companyi, so that increased instability leads to increaseckrtainty whether
the company is able to remain the owner of itsrenticome. This affects the
amount of expected profitn;j via the probability ¢) that the company will
appropriate thd part of the income (8 A < 1):

E(r5) = -0 +0A)Y, —wL = (r +9)K, (2)

The intensity of political instability, or uncentdy, as a universal index of
political uncertainty is: (1-o+0A)=p, (0 < p < 1), and influences the
decisions of entrepreneurs and investors, basedeinperception of the extent
to which they will be able to appropriate the raadi profit. The reduction in
economic activity can be expected as a result strost of economic agents,
i.e. political instability, which in more generalerature is not linked only to
political choices and uncertainty about winning éhections (when can changes
in economic policy occur), but also about guarasfee property rights and the
rule of law in general (the anti-corruption andidnist laws). All of this applies
to the wider context of the development of institng and their impact on
economic development. It may be formally preseiedhe equation of profit
maximization of a firm, with technological limitaths presented in the
following production function:

r=paALl™ -9 (3)

Including households that maximize their intertenapautility into the
model brings the problem of maximization to thelwabwn Euler equation:
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c_1 1 _
~==(r-p)==|paAl"" -5 - (4)
TP =, [p p]
According to this equation, higher index of poklfianstability causes a
lower rate of economic growth, reducing the accatioh of capital, as well as
consumption and income growth.

The development of endogenous growth theory focaesegolitical and,
within them, the institutional factors that affeeconomic development,
guestioning whether the poor countries actuallysehithe low rate of economic
growth and how economic policy can play a crucialerin economic
development. Economic policy, in fact, cannot beetaas exogenous in the
model because it is not a random variable, defiogidide the system. It is
actually the result of decisions, determined byb#eate and specific goals, of
individuals and groups who have motives (goals) eeslrictions similar to
those of economic agents in microeconomic optiroramodels. Therefore,
the need arises to associate the theories of endogegrowth with the theory
of endogenous economic policyPersson, Tabellini 1992, 5). This would
provide an appropriate analytical framework for gidering the factors of
economic growth and development, with the aim ehidying the reasons why
the differences in economic policy have the domiredfect on the differences
in the levels of economic development among coestriThis requires the
analysis of political motives and political institns. The distribution of
political power in the society is endogenous. Iis ttontext, we consider the
effects of economic growth on the protection of gamy rights, primarily
through the influence of the motives of investarintvest.

This analysis can be performed without direct imeabent of political
institutions and mechanisms of political influeroghere there are two groups
of ahents, those who invest and those who consantejnadequate protection
of property rights affects the motivation to redmsite resources between them
in favor of consumption, which reduces accumulationd growth (Benhabib,
Rustichini 1991). Direct involvement of the poléicprocess and mechanisms
of policy formulation is also possible, when théesefs of political conflicts are
considered in relation to the size (portion) of ilgome to be redistributed in a
democratic society. In this case, with the presaigational voters, the result,
in the form of equilibrium tax rates, depends am phesence of inequality in the
society (Meltzer, Richard 1981). In the overlappg@merations model (Persson,
Tabelilni 1991), redistribution is bad for growtmd greater inequality causes
slower growth, unless that redistribution meanatgreinvestment in education
(Perotti 1990, Saint-Paul, Verdier 1993). Anotheyup of theories analyzes the

! This is what the theory of macroeconomic polidgtiag to the formulation and implementation
of economic policy is often called in the modelattinclude preferences of politicians arising
from their opportunistic or partisan motives.
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functional distribution of income and its impact economic growth (Alesina,
Rodrik 1991, Bertola 1990), unlike previous modalsvhich the distribution of
income was related to determining the equilibriufrth@ general income tax,
functional distribution affects the cross-sectdfetlences in tax rates.

Therefore, political institutions occur as a deasifactor for the
aggregation (reduction) of conflicts that existvizetn individual interests into
one public policy that is implemented. Becausehd,tin democratic societies,
income tax depends on the degree of inequalityeptesn contrast to the non-
democratic societies where inequality does not sesrdy cause taxes in favor
of income redistribution. However, cross-sectorfedénces in taxation, in
democratic societies, like in non-democratic regymeay primarily stem from
the influence of certain interest groups that calpby and exercise various
forms of pressure. Thus, the differences in taxatim not arise from the
differences in the number of those who experierastipe or negative effects
of taxation, but from the question who and whatugsoare more or less taxed
and what is their political influence. Consequentiygher growth is achieved in
those democracies which have achieved greater iggiralthe distribution,
which is not true for non-democratic society. Ore thther hand, higher
concentration of power and influence of land owr{as example, as one of the
factors of production) results in slower growthgaelless of whether it is a
democratic or a hon-democratic society.

3. An example of the influence of institutional and political
changes in transition economies

The countries that have started economic and gallitransition, in order to
build market economic system and a democratic sodmave in fact changed
two important factors for economic development e- plolitical institutions and
the distribution of economic resources in the dgciBoth elements are usually
relatively stable and slow to change, but the itemmswas a chance for this.
Political institutions occur as results of colleetichoices, and their evolution is
determined by the distribution of political power the society, which is why
they are relatively unchangeable. Political insimios allocatede jure political
power, and those who have the political power ftuémce the evolution of
political institutions seek to maintain politicadstitutions that secure political
power for them. The allocation of resources in Whame group is richer than
others secures e factopolitical power, so it uses economic and political
institutions to its advantage, in order to maintdie initial disparity. However,
the “shocks” such as transition, have the potent@l change political
institutions, which results in changes in economititutions and economic
growth. The two most important market institutioage: the protection of
property rights and the rule of law.
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Political instability is more pronounced in the rdeveloped democracies:
transition and semi-democratic political regifadsis transition economies that
have the characteristics of such political regimds)e the development of the
market economy system is implemented in parallél ¥ie process of building
a democratic political system. These two processesur as mutually
conditioned, so that the success of economic refatepends on the stage of
development of the democratic system. At the same, tbecause of the costs
that economic reforms, especially in the early etagmpose in the form of
increased unemployment and reduced income, it Imsppiat further
implementation of economic reforms depends on ipalitdecisions made by
economic policy makers, who, depending on theiroojymistic motives - to
remain in power, can choose slower reforms or atyacdrtain policy measures
in order to ensure greater public support in edesti This is precisely why
some political forces occur as the main culpritslofv progress in economic
transition in some countries (Cerovic 2012, 395).

The decision to develop market economy in formetiadist countries
coincided with the choice to develop a democradilitipal system. The third
great wave of democratizatibhappened in the 1990s, in these countries, with
the fall of the Iron Curtain and the collapse of #ocialist economic system.
Although it is possible to develop a market econamithin a non-democratic -
authoritarian regime, the changes that occurredthiese countries were
ideological in nature, since they implied a breakhwtheir previous non-
democratic system and an intention to developipalitnd economic systems
in the spirit of democratic European tradition. Mo$ these countries were
strongly motivated to join the European economid palitical integration (the
European Union). All these and joining the EuropBaion in particular, meant
that the development of democratic systems in thesentries was
predetermined, as one of the main goals to be asthie

At the same time, the benefits of the developméatademocratic system in
the center of which is an individual with his/heghts, because: “a system of a
representative government by majority rule in whsome individuals rights are
nonetheless protected from interference by thee statl cannot be restricted
even by an electoral majority” (Dunleavy, O'Led887, 5) should have been
significant incentive for the support for the refer despite the initial costs that
affected the poorest segments of the populationribst. The initial effects of
the economic reforms taken were the decline innme@and economic growth.
The decline in income compared to that achieved1®®9 in these countries

2 Classification was made by Gasiorovski: democrasiemi-democratic, authoritarian, and
transition regimes (Gasirowski 1993, 2). The cfasstion of Freedom House is similar, based on
the development index of the democratic system.

% The first two waves were: before WWI and after WWiwith the abolishment of the colonial
system (Acemoglu, Robinson 2006).
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was between 10% and 20%, with the exception ofr anfare drastic drop of
nearly 30% in Estonia, or up to 45% in Russia. Sachrastic drop in income
levels was unprecedented in economic history, aed @igher than that which
occurred in the capitalist countries during the ar@epression in the 1930s,
when the cumulative drop in income in the USA w&862 Also, it took 10
years to almost all the countries to achieve tleenme level from 1989 (except
for Russia, where it was achieved as late as 16200

Figure 1. Changesin the production function of economiesin transition
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Source:Gartner 2009, 254

As part of a comprehensive amount of literature lidgawith the
determination of the reasons for the drop in incdh@ occurred in the early
stages of economic transition (transition - tranmsfational recession), lists a
wide range of factors for this phenomenon: systematisons (Kornai 1994,
Blanchard, Kremer 1997), external trade shocks (iRatB94) and errors of
economic policy (Calvo, Coricelli 1993, Taylor 19972 he factors that caused
the drop in income originated both from the aggregiemand and aggregate
supply sides. The fall in aggregate demand in ntitea stage of transition was
accompanied by a recovery of income in the |latgges that originated from the
aggregate supply side - primarily due to changegéhnology (Figure 1). On
the other hand, the drop in income can be explaiyeithe factors of aggregate
supply - from the changes in relative prices du¢htoneed for removing the
distortions accumulated in the socialist periock thecessary technological
changes with respect to changes in the structumazfuction, as well as the
factors of disruptions in supply chains between preducers within an
economy, and the necessity of opening to the wordket. Thus, the factors
that caused transitional recession are combinedileBisituation is true when it
comes to the factors that explain the economicdseand economic recovery
during the transition, as well as the significaiftedences that can be observed
in realized GDP growth rates across the transgimnomies (Table 1).



96 Prascevié¢/Economic Themes, 51(1): 85-106

Table 1: Performance and results determinersin transition economies

The factorsthat predominantly Thefactorsthat deter mine growth and
determine growth and perfor mance of performance of transition economiesto
transition economies a lesser extent

Certain initial conditions (past
experiences with the market and marke
institutions)

Certain initial conditions (pre-transition
reforms, having natural resources)

Structural reforms (restructuring of the

. . . The speed of the reforms
companies, the financial sector reforms

The possibility of penetration and Ownership and privatization

competition

Macroeconomic stability One digit inflation rates
International trade, export Foreign currency exgearates
Lack of wars and conflicts The production factquuits
:2?:::3::32: and development of Institutions with good practice

Capital account convertibility and trade

Political restrictions
control

Good management and effective capac

t3f)emocra<:
of the state y

Source:Turley, Luke P 2011, 263

4.1 The influence of distribution inequality on economic growth in
transition economies

Countries in transition had the unique opportutatydirect their economic
and political reforms towards achieving the goal @pid economic
development, following the conclusions of very esige writings on the
impact of political factors and income distributiona country on its economic
development. According to these findings, countviéh greater equality in the
distribution of income (or total stock of capital of a country) manage to
provide rapid economic development, and thus imgudwing standards. This
fact corresponds to the requirement that the ecanoeforms are conducted so
as to avoid widening of the gap between the riahthe poor, and to strengthen
the position of the middle class, which would cang the basis for sustainable
economic development.

One of the channels of the impact of inequalityhi@ distribution of income
and wealth on economic growth is through the palitand institutional system.
Since endogenous growth models include the impaa tng-term economic
growth, the government’s decisions become impoffetbrs and mechanisms
that lie behind the choice of economic policy. Amahem, the key ones are
political and economic factors that determine trengformation of political
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preferences of the population (voters) in the ekattprocess, the choice of
economic policy by the politicians in power. Foe timethodological framework
for analyzing the impact that the distribution eicome and wealth policy
(ownership of the production factors - capital, hyg skilled labor and

technology) have on economic growth, which can alsapplied to transition
economies, we can use the Alesina and Rodrik méaliglsina, Rodrik 1994). It

allows us to connect the concepts developed inhinary of endogenous growth
with the macroeconomic concepts related to the tquesf the impact of

preferences of most voters on tax rate (model pbdpnistic political cycles).

This model proves that the inequality in the owhgrsof the factors of
production (there is a distinction between accutedlaand non-accumulated
factors) leads to slower economic growth. Growthdetermined by the
expansion of the capital stock (accumulated fagtavkich is determined by
individual decisions on the amount of savings. Bes/ (and goods) provided
by the state are financed from the tax on capitaicimulated factors).
Everybody benefits from low taxes on capital, badividuals differ with
respect to the preferred ideal tax rate, or, sihedfects capital accumulation,
there are differences in the preferred rate of eson growth. Individuals who
receive income exclusively from capital prefer taximize the growth rate of
the economy, all other favor higher taxes and logrewth rates. The lower the
income from capital (all forms of physical capitdhuman capital and
technology), relative to income from labor (ungddl labor), the higher
preferred ideal higher taxes, and the lower the ahteconomic growth. These
individual preferences are aggregated through enanpolicy, resulting in a
particular fiscal policy. Taxes on capital in thisodel refer to any form of
redistributive policies that transfer income to kithsd labor, while reducing the
motivation for accumulation.

According to the well known models of political nnaeconomics, policy
makers are trying to formulate economic policiesneet the preferences of the
so-called median voter, and thus increase theinads of gaining public
support for the economic policy they advocate, amudease their chances of
winning the elections (opportunistic motif of theligcians). Thus, if we
maximized the equality of income distribution, tiwsuld mean that the stock
of capital available to median voter is also ineegh which would generate a
lower equilibrium tax rate, preferred by the polityakers, and thereby secure
higher economic growth rate.

Can economic policy still resist the demands fatistibution that will
obviously reduce the rate of economic growth? Tinaer is that it cannot if
the majority of the population is affected by threlgem of uneven distribution
of the production factors. This will have an impact the stated fiscal policy,
even in the situation of a non-democratic - a dictal regime, because the
politicians in power always opt for higher taxesl &wer growth rates, in order
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to avoid the descent from power. Even those dicgteegimes for which voting

in elections is not an important determinant whiemosing economic policy must
take into account the needs of the society andiscanflicts. However, given the
nature of a dictatorial regime, the tax rate chdsera dictatorial regime, and
consequently the rate of economic growth, dependhenpreferences of the
dictator — a technocratic regime favors minimiziadistribution and maximizing

growth, a populist regime has opposite preferences.

Conflicts in the society over the distribution hawegative effects on
economic growth - the greater the inequality in disribution of income and
wealth, the lower the rate of growth (Alesina, Rikbdt994, 477). The link
between growth and distribution is determined tgy tbdistribution policy. At
the same time, an indicator of the redistributiotiqy does not necessarily have
to be just tax on capital (accumulated factors mfdpction), but it can be a
much broader concept that also takes into accherfollowing: the progressive
income tax, the introduction of legislation on mmim wages, trade restrictions
and limitations on capital flows, the structuregofzernment expenditure.

When it comes to determining the distribution ofaltle and ownership of
resources, it is also a very complex task that tee into account different
indicators — the Gini coefficients (including théenGindex for land ownership,
which is a very approximate indication of the disition of wealth), the initial
level of income per capita (to discuss the posgtbdf convergence) and the
rate of primary school enrollment (initial indicati of the level of human
capital). However, the distribution of wealth, reszes in an economy, does not
remain constant over time, but is influenced bygdho In this way, a vote for a
particular policy at present affects the rate avwgh in future periods, as well
as the distribution of income and wealth in theufet Future choices of the
society depend on the decisions made in electiodayt Therefore, when
deciding, voters must take into account the dyngmoblem of a social choice.

The model proves that there are two channels taasmit negative impact
of inequality on economic growth:

1. the impact of growing inequality on the growth edistributive policies,
2. the negative effect of redistributive policies aowth.

The model defines redistributive policies verydly, because it can relate
to those elements which do not limit, but rathee thpposite — encourage
economic growth. Such redistributive policies theticourage investment
(additional taxation of high profits, but in cenasituations also receive
transfers to cover losses), as well as investnmeatiucation and human capital
would otherwise be suboptimal if left solely to tHecisions of households.
Also, we should take into account that insufficiemiume of redistributive
policies when they are necessary, i.e. when thexeirequalities because of
which a large part of the population is facing deeonomic conditions
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(poverty), can result in different forms of expriapion of wealth, through the
use of non-institutional solutions: theft or revidns. Both ways have negative
effects on investment: increasing the risk of itwent, or increasing the
resources that are used to protect property rights.

All of the above components of the analysis of ithpact of inequality in
the distribution of economic growth are also aggiie to transition economies,
especially if we take into account that it wasfita@sition that implied a change
in the previous ownership structure of resources @ the fact that its most
important element was privatization. Therefore, tire early stages of the
transition, there was an increase in inequality amleasing poverty in the
countries that before the transition recorded tveett inequality in the world,
and in just a few years, they had an alarmingly Iimgquality - comparable to the
countries with the highest inequality in the world.addition to privatization,
which had strong effects on the distribution ofome and wealth, changes in
government spending that originated from the ttaorsifrom a socialist to a
capitalist economic system, were also very imporiangrowth and distribution.
In socialist economies, there were principles afadity and redistribution, which
implied significant social costs for the state thmbvided a high level of
education (free of charge), health and social car¢hat the circumstances under
which the transition began conditioned that thebjmms of distribution and
inequality and poverty were not considered a psidor the policy makers, and
for the public as well, who at first was not awafe¢he changes in the distribution
that the introduction of market economy would bring

The pre-transition, socialist system was charadrby: universal access to
health care and education, official absence of pgyveofficial absence of
unemployment, substantial equality in income distiion, high participation
rates of women, small differences in the amounvages, small accumulation
of wealth by individuals, universality of transfgpayments (pensions,
unemployment benefits and benefits for low-inconaenifies and the like)
(Turley, Luke 2011, 99). Market reforms, howevearois widened inequalities
in the society, its divisions and increasing poyémtthe countries in transition.
This was patrticularly present in some of them,drample in the republics of
the former Soviet Union, among which, accordingtite poverty index, the
most prominent ones were the countries of Centsh Awhere the poverty
index between 1993 and 1995 exceeded 60%, as cednfmaother countries in
transition in Central Europe, where it was of ali¢#tin the same period.

Inequality, measured by the Gini coefficient, iraged during the first years
of economic transition, although there were veryked differences between
the countries that coincide with success of thentiis in the implementation
of transition, as well as with the level of econorgrowth realized. Thus, the
countries of Central Europe registered low growthnequality and the Gini
coefficient remained within the limits that are qmamable with the developed
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economies of Western Europe, ranging from 0.19.28 Q while the countries
of Central Asia recorded extremely high percentagafsmore than 50%. The
situation was similar in most countries of the fernSoviet Union that were
close to 50% (in Russia the coefficient was 48%)ictv ranked them among
the countries with the highest inequality, suchsasie countries in Asia and
Latin America. (Milanovic, 1998)

It is possible to observe a significant correlati@iween the actual economic
growth and the changes in measured inequality @imé coefficient), so that
during the first 8 years of transition (1990-9Te tcountries with better growth
performance registered lower growth in inequaktgdne, Prasad, 2000).

The reasons for such a drastic difference betweetransition economies,
which had significant effects on economic growte aumerous, and they are
primarily related to the historically conditionetktitutional conditions in which
the transition started — the lack of strong instius and traditions of
democratic government, which led to the fusion ofitgal and economic
power, freezing reforms, increased corruption acapture” of the state. The
decisive role in this belonged to the interest geou financial and industrial
oligarchs, who were able to see themselves as sloserthe process of
implemented reforms (economic transition and theeligpment of democratic
society), which is why they used their power torpsmany instruments and the
policy measures that resulted in an increase of dven economic well-being
and further increase of their political power. Téhe@gere the reasons why in the
transition economies, which did not have an appatgrdevelopment strategy,
relevant institutional structures, there was aidedh income, rising inequality
and poverty. Such negative economic trends haweirflsienced the reduction
of support for the reform transition process, adl we the building of a
democratic society that the public mistakenly lablehs the perpetrators of
these developments. Instead, because of the pdwadigiduals and interest
groups who in the conditions of insufficient denaia reforms overpowered
the institutions, the solution appeared in the fafna less democratic regime -
but with clear preferences in the area of econagnawth and development,
reducing poverty and inequality, as well as strodjstributive policies. Such a
regime could secure adequate support from the vatesse position improved
by introducing a strong personality as the heasgtate ("the ruler” in the form
of the president or the prime minister). Such aangXe is Russia, where the
acceleration of economic reforms, economic growtiti eeduction of the Gini
coefficient happened under the leadership of Viadiratin. At the same time,
in spite of favorable economic indicators, theres l@en no corresponding
progress in the development of a democratic sqcsetyhat Russia still belongs
to the group of consolidated authoritarian regiff@eedom House).
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4.2 Initial conditions, the development of a democratic political system
and economic growth of transition economies

In the second decade of the implementation of ew@ndransition (the
second generation reforms) the role and importahdestitutions are becoming
increasingly important. Similar conclusions cando@wn for the development of
a democratic political system. This is especiattyportant for those former
socialist countries that have the goal of joining European Union, whose results
in the development of democratic systems diffemftbose countries that did not
have such a goal. Determining the sequence of efghge reform process gets an
extra dimension if we include the development afemocratic system, when it
becomes important to what extent the developmeatdg#fmocratic system can be
stimulating, or the opposite - a limiting factoranonomic transition.

Taking into account that a democratic politicaltegsrequires that economic
policy, and beyond that - economic reforms, mustehthe support of the
majority to be formulated and implemented, in tlomtext of macroeconomic
policy, it could be concluded that in the first ppathey should develop market
institutions and undertake unpopular reforms, &t tomplete democratization,
without fear that the political process will be dge stop the reforms, primarily
due to opportunistic motives of the policy maketswvant to remain in power.
For this, they would be willing to give up some amefis that could create
significant costs to the voters, and thus redued tthances of rewinning the
election. However, in determining the sequence olvea of economic and
political reforms, they must be aware that empiriegsearch suggests that the
introduction of a democratic system increases tplarity and support for the
transition to a market economic system, but theositp is not true. (Grosjean,
Senik, 2008) Democracy facilitates economic libeation, because those
individuals who support free market economy arthetsame time also those who
advocate personal freedom and a democratic pokystem.

After more than two decades since the start ofsttam, it can be
concluded that it is impossible to determine a uaigath - a trajectory of the
reform that should have been followed and that @dnd universal for all the
countries. The differences between countries in réferms, including the
democratization process, were conditioned by hstbdifferences that existed
in the pre-communist period in the areas of: caltutevelopment, political
tradition, an economic and social development. Heurhore, an important
defining difference emerged, the geopolitical gosibf the country.

However, the factor of globalization and especidlig desire to join the
European Union promoted similarities and harmoiunadf different policies, the
construction of similar institutional frameworks line with EU standards and
rules. Thus, some of the factors conditioned thatpath of reforms implemented
by countries are divergent, and other factors mihden similar, convergent,
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indicating a universal path of reforms requireddauccessful implementation of
economic transition and building a consolidated aematic system.

The analysis of the indicators of successful raéiim of economic
transition, building a democratic society and thesuiting economic
development suggests that the countries which leacaped the existence of
some form of “institutional vacuum” were more swssfel. In this, the forms of
“institutional vacuum” were different, the same way their causes, among
which are: lack of tradition in developing markestitution, and the institutions
of a democratic political system, the fusion ofremmic and political power, and
their abuse by powerful individuals or interestugs, political factors of tearing
multinational states and the formation of new stétellowed by war conflicts).
In addition to these - internal factors, of patécuimportance was also an
external factor - which group of countries, deterai by the enlargement policy
of the European Union, a country belonged to (20gtelecky, 38):

1) the countries invited to join the EU,

2) the countries that are given the chance to applyad¢cession to the EU in
the foreseeable future (after realizing certaiomes and the fulfillment of
the conditions)

3) the countries whose accession was never considered.

Depending on the classification, some countriesehpiedefined trajectory of
the reforms to be implemented, and the institutismese primarily “imposed”
from outside. Although this development, where diesire to join the European
Union meant the imposition of institutional solutsofrom outside, may indicate a
limitation of economic policy, and politics in geak including autonomy in the
conduct of general policy, still, these countriesrevmuch more successful in
implementing the reforms and building a democrsygstem. This is indicated by
the data on actual results of the developmentouatry's democratic system, the
realized rate of economic growth, incoper capitaand the like.

Countries that did not “import” institutional argements were confronted
with many more limitations that included the choafenstitutions (the direction
of their development) which were predominantly ueficed by political factors
(political power -de jureandde fact9. Other important choices were made based
on this one: the choice of the economic developmertdel and the choice of the
economic policy model. Since exogenous factorsatadimect these choices to a
significant extent, which take place over a longeriod of time, during which
inevitably there are periods of aggravated econguogition of certain segments
of the society, as well as possible bad macroecanmticators, it is possible to
abuse elections for the purposes that do not ale@ysibute to the well-being of
the society and economic development. This is whycepts of political
macroeconomics that indicate possible abuse ofoasicnpolicy for political
purposes are even more important than in thosetriesinvith developed market
and democratic institutions.
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Table2: Typeof political regime, BDP (nominal) per capita and EU member ship (for 2011)

Country Type of political GDP EU
regime (nominal) per M ember ship
(democracy capitain USD
index)
o Estonia 1.93 16,568 Da
(O] .
S Slovenia 1.93 24,900 Da
g Latvia 2.14 13,618
£ The Czech
(]
g Republic 2.18 20,436 Da
% Poland 2.21 13,469 Da
% Lithuania 2.25 13,262 Da
£ Slovakia 2.54 17,644 Da
© Hungary 2.61 14,050 Da
Bulgaria 3.07 7,308 Da
Romania 3.43 8,875 Da

" Croatia 3.64 14,182 Ne
.g Serbia 3.64 5,725 Ne
© .
g Macedonia 3.82 5,162 Ne
£ Montenegro 3.82 7,317 Ne
e] R
° Albania 4.04 4,020 Ne
o
=) Bosnia and
) Herzegovina 4.32 4,654 Ne
c .
8 Ukraine 4.61 3,624 Ne
z -
g Georgia 4.86 3,210 Ne

S 2 Moldova 4.96 1,969 Ne

2 E Armenia 5.43 3,076 Ne
CcC oD
2 E g Kyrgyzstan 6.11 1,070 Ne
0n = O .
E % ‘; Tajikistan 6.14 836 Ne
Hoc Russia 6.14 12,993 Ne

g Kazakhstan

22a
g gg % 6.43 11,167 Ne
B33 L
5 5 Azerbejan 6.46 7,106 Ne
_.‘.5 'E - Belarus 6.57 5,845 Ne
2 E 2 Turkmenistan 6.93 5,078 Ne
c < =
ST Uzbekistan 6.93 1,559 Ne

Source:Freedom House, MMF
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5. Conclusion

Institutions are mechanisms that shape economiavi@hand the interactions
among economic agents; these are the rules of dhge gn market economies.
Successful market economy system (capitalism) is the consequence of a
spontaneous action of economic agents, but is thdupt of well-designed and
implemented institutional arrangements that allowifs maintenance, reproduction
and development. Institutions are therefore pdetiu important for generating
economic growth, economic growth depends on thel lef their development.
Economic transition, as a major institutional clregrgmong the greatest in the recent
economic history, required the development of appate credible institutions,
which took time, and which depended on the traditibprevious existence of market
economy institutions (in the pre-socialist periodhd the adopted standards and
schemes of social behavior. Countries were moreesstul in the implementation of
transition, achieving higher growth rates, if tteayided being caught in the so-called
institutional vacuum between the previous, sodiaistem and the new market-
oriented one, and if they established and impleeteiihe institutions effectively
enough. A specially significant feature of this gges was the development of a
democratic system that was happening in paralléh wconomic transition, and
which was supposed to encourage not only the esdtai@nt of relevant institutions,
but also to be a form of a reward for the citizésrsaccepting certain, initial losses
which inevitably came with the introduction of aineconomic system (the initial fall
in income, rising unemployment rate, the growttingiquality and the phenomenon
of obvious poverty). The development of institufoim the countries with poor
tradition in their development was adversely affdcty the strengthening of
individuals and interest groups that integratedtipal and economic powers, abusing
the mechanisms of the democratic system in ordeapioropriate even greater
economic and political power. In such circumstanties elements of acceptance of
an authoritarian system, with clear preferencdharfield of economic development,
improved living standards, reduced poverty and uaéty, occurred as socially
acceptable and preferred by the public.

The endogenous growth theory can be integratedtiviththeory of endogenous
economic policy, where the key question is the egmfion of preferences of the
public - the voters into the economic policy of tlgovernment. Political
macroeconomics, which considers the effects palijicnotivated decisions of the
policy makers have on macroeconomic trends, camagdpdied in the analysis of
economic growth as well. This analysis is primadtncerned with the impact of
political instability on slower economic growth digeincreased uncertainty about the
stability of institutions, the future economic mglimeasures, which cause a reduction
in investment and foreign capital inflows. Besides results of political instability,
reducing the preference of the majority to a sireglenomic policy can lead to the
choice of redistributive policies that reduce tlerof economic growth. These
tendencies are impossible to resist if there igifiignt stratification and poverty in
the country.
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INSTITUCIONALNE I POLITICKE DETERMINANTE PRIVREDNOG RAZVOJA

Apstrakt: U radu se razmatraju vazna pitanja uticaja institucija 1 politicke
nestabilnosti na privredni razvoj. Medu faktorima koji dovode do razlika u nivou
dostignute ekonomske razvijenosti izmedu zemalja, su 1 razlike u nivou razvijenosti
institucija. U radu se najpre razmatraju pitanja definisanja institucija, razlike izmedu
ekonomskih institucija, politickih institucija 1 politicke moé¢i. Rad razmatra 1
moguénost integracije teorija endogenog privrednog rasta sa teorijama endogene
ekonomske politike (razvijene u okviru politicke makroekonomije), kako bi se
formulisana ekonomska politika, koja ¢e imati posledice na privredni rast, analizirala
na osnovu sumiranja preferencija glasaca u jedinstvenu ekonomsku politiku koja je
politicki motivisana (prvenstveno oportunistickim motivom). U ovom se kontekstu
razmatra kako ¢e postojanje politicke nestabilnosti koja proizvodi neizvesnost u vezi sa
odrzivoscu institucija, kao 1 sa buduéim ciljevima i merama ekonomske politike, uticati
na smanjenje privrednog rasta. U radu se razmatra i primer velike instiucionalne
promene do koje je doslo u bivsim socijalistickim zemljama koje su se opredelile za
ekonomsku tranziciju i izgradnju demokratskog drustva. S tim u vezi se razmatraju
institucionalni faktori koji su doprinosili uspesnosti procesa tranzicije, kao 1 faktori
koji su opredeljivali razlike u izgradnji institucionalnih okvira u ovim zemljama.
Kljuéne reci: institucije, politicka nestabilnost, politicka makroekonomija, ekonomije
u tranziciji
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Original appropriate class of securities that should make the optimal
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Introduction

We live in a changing world in which global comgien has created and
facilitated the development of new financial praduand services. In a dynamic
and unpredictable environment on a daily basiggtiestion is imposed whether
the time is right to invest and if so for which rforof investments should one
decide.In an effort to get the answers, it is nemgsto define the objectives that
want to be achieved by investing. Investors' pegfees (liability or aversion to
risk) a priori determine the shape and structurgnagstments. It is evident that
the investor in finding the optimal combination weeén return and risk is not
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interested in investing in a security. High tramseccosts increase the possibility
of achieving the loss and therefore he is investing set of securities of various
types and characteristics. If a set of securiegiven in which it can make a
selection, portfolio theory allows the investor decide which combination of
securities gives the best profitability for a givewel of risk.

Concerning that superannuation is one of the nmygbitant investments of
each individual, in order to prevent poverty in @de and ensure consistent
energy at all stages of life cycle, the subjecamdlysis will be the optimization
of the investment portfolio of the voluntary pemsiond using analytic network
process. The voluntary pension fund as a type wésiment fund collects
voluntary pension contributions and do their inue=tt to ensure private
pensions. These institutions which are introducetha third pier of the current
system of pension and disability insurance hasianta make the pension
system persistent to demographic changes andégssndent on the estate.

2. Literature review

Structuring an effective investment portfolio, imder to maximize the
investor's utility, usually involves two phases (stan, Zopounidis 1995; 1997):
1) the evaluation of securities so as to choos@diniolio that best satisfies the
preferences of investors and 2) specification efdapital amount which will be
invested in each of the securities selected in fttet phase. Theoretical
foundations of the traditional portfolio theory,ded@ on the mean variance was
set by Markowitz, (1952; 1959), but many researshafter him, such as
Jacquillat (1972), Zeleny (1977; 1982), Colson &edy (1979), Spronk &
Halerbah, (1997), etc., focused their attentiontbe multiple criteria nature
of the problem, proving that multicriteria paradigiRoy 1988) provides an
adequate methodological evaluation support of alkal securities, in purpose
of forming an efficient portfolio. Studies of thpsoblem were mostly focused
on the modeling and investor presentation of pedicnd objectives, with the
appropriate  mathematical model. The model describktsthe relevant
performances of the securities and provides the@rall evaluation, whereas
securities with the best score are selected fos#tmend phase of the analysis.
The investor, as the decision maker, specifieobjectives and criteria for the
portfolio construction, through an iterative antenactive process that identifies
a portfolio which best represents its investmentcpo It is known that the
companyWilshire developed the computer programs with which itasgible to
specify any combination of portfolio investmentfiege programs begun from
historical data and with the help of subjectiveuatinents perform an optimal
evaluation of future prospects.
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3. Methodology

The analytic network process (ANP) (Saaty 2001)aiselatively new
theory that extends the concept of the Analyticrafiehy Process (AHP) (Saaty
1980) on the cases where there is interdependentdéeadback information.
Although the AHP and ANP conduct the prioritiesy domparing pairs of
elements of decision making, among them there ameesdifferences (Saaty
2005). The first is reflected in the fact that AkdPa special case of ANP,
because generalizing the access of the supermainiceduced in the AHP
concept, ANP allows interactions and feedback usters (inner dependence)
and between clusters (outer dependence). This de&dmcludes the most
complex relationships, especially when the riskd ancertainties are present.
Second, the ANP is non-linear structure, while &t#P is hierarchical and
linear structure, with the aim at the top level dine alternatives at the lowest
level (Saaty 1999). Basically, the AHP model isranfework for deciding
which assumes a one-way hierarchical relationstepwéen the level of
decision making, where the elements of a lowerllegmpare in relation to the
elements of a higher level, while ANP model doesraquire strict hierarchical
structure, so the comparison of two-way pairs $® @lonsequent. The first part
consists of a control hierarchy or network critexial subcriteria that control the
interactions in the system which studies them. 3&eond part is a influence
network, among the elements and clusters, wherab#NP model can have
one or greater number of networks. This networlgearfrom criteria to criteria
and for each control criterion the supermatricdirafting effect is processing.
Finally, each supermatrice is weighted with prioif its control criteria and
the results are synthesized through adding allctiverol criteria. In addition,
the problem is often studied through the contratrdnichy or a system
consisting of the benefits, costs, possibilitiesl aisks. Synthesized results of
four control systems are combined by calculating thtio of the product
benefits and possibilities and product of costs @skk, in order to determine
the best outcome. Occasionally, the other formalas can be used in order to
combine the results (Saaty 1999).

The procedure of applying ANP model of decision mgkhas five steps
(Saaty 2001):

1) Decomposition of the problem. Decision problem is decomposed into its
main components.

2) Theformation clustersfor the evaluation. After defining the objectives of
decision making, it is necessary to generate tt@ls for the evaluation as
follows the criterion, subcriterion and clustereattative.

3) Structuring the ANP model. ANP is applied to different decision
problems in the field of marketing, health, poBtienilitary issues, society,
predictions, etc. His prediction proved accuraténipressive applications
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in the field of economic trends, sports events affter events, whose
outcome became known.

4) Paired comparation and priorization. In this step it is necessary to
compare pairs of elements of decision making, dt agethe synthesis of
priorities for all the alternatives. When the pdi@mparison in the ANP
model is performed, the questions are formulategiims of domination or
influence. If the registry element is known, whafithe two elements being
compared in relation to it, has a greater impacts(imore dominant) in
comparison to the registry element? Or, which @sétwo elements is
under the higher influence of the registry element?

5) Sensitivity analysis of solutions. It is possible to finally make decision and
sensitivity analysis in terms of the impact whide@ding to the importance
of some criteria or subcriteria on a given soluti@s the final outcome, and
by analyzing to determine how big or small theskciators are.

The main advantage of ANP lies in its use of thelescomparisons 1-9
(Saaty 2010, 10), which include all types of theeiiactions, which creates
presumptions not only to make better decisions, dab for the accurate
predictions. So far, this concept has been shovecessful with the use of
expert knowledge, in predicting economic eventertspresults, business, social
and political events. On the other hand, althougmynproblems of decision
making, particularly prediction, are studied throbuANP, it does not
necessarily imply that the application of the ANPd®l always gives better
results than using the AHP hierarchy. In fact, ¢hare problems that allow the
application of both models.

The analytic hierarchy process and analytic netvpodcess, can be used to
solve the problem of choice under the conditionsirafertainty (Omkarprasad,
Kumar 2006) or as an instrument for prediction. Pphablem of choice usually
involves the performance evaluation of alternatieerses of the action, while
the prediction using the AHP / ANP, focuses on pleeformance of relative
distribution of probable future outcomes.

Dyer & Forman (1991) suggest three primary areggediction, where the
AHP could be applied. First, the AHP could be usedcombine results of
several forecasting technigues, in order to obtirtomposite prediction.
Second use is when the AHP is used in the seleofidtine optimal method or
techniques for predictions. Third, the AHP can Iseduas expert opinion to
predict. Therefore, the AHP application in predintican be viewed from two
aspects: AHP prediction - the evaluation of therahtive future outcomes and
the AHP optimization prediction process.

The successful application of the Analytic Hiergrérocess (AHP) and its
extensions, the Analytic Network Process (ANP) aor®mic forecasting was
demonstrated by Saaty and Vargas (1991a; 1991ty &901), Gholam-Nezhad
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(1987; 1995), Saaty & Gholam-Nezhad (1981), Saaiaiano (1979), Blair et
al. (1987), Blair et al. (2010), Ulengin & Ulendit994), Saaty (2005), Niemira &
Saaty (2004), Yuksel (2005) Azis (2010), Voulgauaa al., (2004). In addition,
the analytic network process has proved very safideis ranking and selecting
projects, which was demonstrated by Meade & Pregkf)02) as well as Lee &
Kim, (2000), then in strategic decision making, K&a(2003), and production
planning Karsak et al. (2002), optimal planning,Z&u Momoh, (2003) etc. A
good review of the AHP applications were given @ajdya & Kumar (2006).

Table 1 Scale of relative importance that isused in the AHP / ANP models

The importance of the Definition Explanation
relative intensity
1 Equal importance Two activities equally
contribute to the aim.
3 Moderate importance of | The experience and the
one over the other evaluation slightly favor one
activity over another.
5 Essential or strong The experience and the
importance evaluation highly favor one
activity over another.
7 Demonstrated importance One activity is strongly

favored and its dominance is
demonstrated in practice.

9 Extreme importance The evidence that favors ope
activity in comparison to the
other is of the highest possibje
order of affirmation.

2,4,6,8 Moderate values between When compromise is needed.
two adjacent evaluation.

Reciprocity of above If one activity has one of the

nonzero numbers. above numbers, (for example

3) in comparison to the other
activity, then the second
activity has reciprocal value
(i.e. 1/3), when is compared
with the other.

Source: Saaty, T., and Kearns, K., Analytical PlanningeTrganization of Systems,
The Analytic Hierarchy Process Series, Vol. 1V, 3987.

3. The ANP structuring model of the efficient investment portfolio
of the voluntary pension fund

3.1 Description problem

The subject of analysis is voluntary pension fumat tvants to optimize its
investment portfolio. The investment process ingslthe investment funds
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with an aim to satisfy investors expectations. Teeision about portfolio

structure is made depending on the current sitagio the financial market, the
tendency in security price movements, the expextatin the near and distant
future and also from the investment objectivesheffund. The main objectives
which the Fund manages are long-term stabilitytgqmtiton of weaker domestic
currency and the optimal growth in comparison ketarisk. The circumstances
in the economic environment are extremely unfaverabow priced securities,

worsen bank balance and companies and the viotatistl present the main
starters of the problem of the adverse selecti@hraaral hazard. All that for

the result has decline of the investment activitgreasing unemployment, the
deficit growth in balance of payments and declineaggregate demand, in
regard to reduce the economic growth rate. Theis®ye, among to the basic
goals, is whether and when during the year can atxibee economy out of

recession, because it will have a decisive infleepa the structure of the
investment portfolio.

Accordingly, the decision making process involves fiollowing stages:

e analysis of the macroeconomic environment and nha&deditions,

< information analysis on possible forms of investinen

« investment analysis form in terms of profitabilityth the fulfillment of
investment principles

« supply analysis of certain financial instruments

The construction of optimal investment portfolioclides that: a) the
expected return and risk influence decisions ofitlrestors and b) the investor
has aversion towards the risk. A rational invedioes to avoid the risk,
accordingly between two alternatives with the saxgected yield will choose
which one is burdened with a lower risk. He/sheni ready to accept
additional risk if it is not compensated by the iiddal yield, i.e. the risk
premium. The future risk yield is measured with dlotual statistical dispersion
in comparison to expected return. The absolutésstatl measure of dispersion
is standard deviation and if the standard deviai®rhigher, the investor
uncertainty is even greater. According to the rlle standard deviation is
higher for the series with higher yields, and lovier a series with smaller
yields and such as that it can only be used whens#ries with the same
arithmetic mean are compared. If you want to compdifferent series with
arithmetic mean using the coefficient of variatievhich represents a relative
measure of dispersion and shows the risk per fieikpected return.

Principles reserved by the fund during the secsstgction in the portfolio are:

1. Security principle - the securities of companies with high crediingatare
selecting, which is determined by a reputable gatigency.

2. Theprinciple of diversification - investing in securities of various types and
characteristics in order to reduce investment liisis best for the security
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b)

yield to be inthe negative correlation, meaning that the eventual reduction of
security yield will be compensated by the otherusgc yield. If the
correlation is lower the greater impact of divacsifion is on reducing
variability, in other words the investors are legposed to the risk.

Principle of maintaining liquidity - it is possible to quickly and easily sell
securities at a relatively stable and standardiree. In order for the price to
be stable, it is necessary that financial markae Isufficient depth and width.

Taking into consideration the security principle fand invests in:

e Debt securities issued by the government and ddrerek
e Securities issued by legal persons with full gusrarf the state
» Securities of the International Financial Instibuis

In accordance with the principle of diversificatiaghe fund is managed by
the following criteria:series of securities (Class AAA to BB, that means
the securities are at stake which have investmemd not speculative
characteristics)date of delivery (in the portfolio the securities of different
expire date are included, so that the investorsimaously accomplish the
yields), licensor (highly ranked companies in field of the constimtt
industry, processing industry, petrochemical indygtroviding services of
financial intermediation - banks and the other depesit institutions, etc.),
location (attractive) and invests in:

a) Bank deposits of at least two banks

b) The actions of successful companies whose finarstatements are
audited by an authorized auditor and who gave @&iw®®pinion, the
shares of the class A with whom at least 90% ofkimgr days have
been traded/was traded.

¢) short, medium and long term bond

d) quoted shares on major World Stock Markets

e) cash deposits of the banks (the criteria for thekbselection are
quarterly financial statements, the interest raécivbank pays on the
cash deposit)

f) investing in property (land, buildings, specialtpasf the building, etc.,
and the criteria are that the property is registenethe public records,
that the transfer of the ownership is not limitétkt the property is
insured from all the risks, without mortgage, rigbf use, etc.).

Bearing in mind that during the diversification ffolio of securities

already in the portfolio from 15 to 20 shares ngstsmatic risk is reduced to
zero, the investor is not interested in the ovepalitfolio risk but only in
systematic one. The measure of systemic risk gartfe the beta coefficient
that shows how the actual portfolio of concretetfpio is modifying in
relation to the yield of some market portfoliothke beta is lesser than one yield
of a specific portfolio it changes more slowly thasarket portfolio return, so
that the investors exposure to risk is lesser.
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¢) In accordance with the principle of liquidityetliund invests in transaction
money with the banks

3.2 Construction of the ANP model and paired comparison of model elements

Starting from the given theoretical assumption® tlescription of the
problem and taking into account the real statehefanvironment, for selection
need of the optimal investment portfolio of a hyyaical voluntary pension
fund, the ANP model was set up, whose structugeven in the following way:

e ClusterPrediction factors: includes the primary factors which like criteria
should be taken into account during the forecagtisgeconomic scenarios.

e ClusterPeriods out of the crisis; Suppose that the specified time frame is
one financial year, so that cluster 1 includesradtiive periods out of the
economic crisis and recession which coincide whth quarters as well as
the possibility for the economy to remain in crigis. recession.

e Cluster The global financial context: includes factors in reference to,
subcriteria such as international political relaip the global financial
integration, the expected movements of the worldericies and the global
financial crises, which may affect the evaluationovement of
macroeconomic indicators and predicting the sththebeconomy.

* ClusterAggregate Supply Factors: includes subcriteria such as labor costs,
capital costs, material costs and technology.

e Cluster Aggregate Demand Factors: includes subcriteria such as
consumption, investments, inflation expectationst exports, fiscal and
monetary policy.

* Cluster Criteria: includes criteria in relation to those on whichet
alternatives are compared, i.e. for the alternativaluation. These criteria
are formulated according to the safety principldssersification and
liquidity maintenance and include: date of delivesgecurity, location,
liquidity and issuer.

¢ Cluster Alternative: includes the investment alternatives such aste,sta
municipal, corporate and mortgage bonds, stockseigiv securities,
certifications of the bank deposits, property ammhay transaction with banks.

In Figure 1, we see the ANP model for optimizing thvestment portfolio
of the voluntary pension fund, whose structure =ie®f clusters, elements and
connection between them. These connections presegtarrows, indicate the
direction of influence between the element modetsan arrow from the cluster
prediction factors is directed towards the cluster tie aggregate demand
factor, it means that some of the factors in the clustesggfegate demand is
under the influence of an element from the clustegprediction factors. Two-
way arrow means that there is also feedback infdomai.e. mutual influence,
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such as the case of feedback between ¢éh@gs out of the crisis clusters and
the cluster of subcriteria of the primary prediction factors.

Figure 1 The ANP model structuring of the investment portfolio
of voluntary pension fund

o 2 THE GLOBAL FINANCIAL CONTEXT o [

ol 7 PREDICTION FACTORS [

This complex model of selection in the conditiorfisuncertainty contains
the predictions of economic scenarios, because wdwmne evaluation is
considering as: what is more important it date elfivery or stability, the need
for forecasting the economic scenario becomes riae obvious, since the
answer may depend on the economic environment winichd arose as a result
of that. The need to involve the scenarios in tiPAevaluation model often
becomes apparent. The importance of different task$ alternatives may
depend on the specific future conditions, whicbften difficult to predict and
can be modeled by the ANP, which enables the ceraidn of alternative
decisions under different circumstances. It is @lgssible to form the advanced

model for performing possible scenarios, whichudel these factors that could
be used to clarify these uncertainties.

For that reason the economic environment scenhaes been defined with
cluster 1, as shown in Figure 1. Priorities for toenponents of a cluster 1 can

be based on historical data or expert evaluatioodmgparing pared elements of
decision making with well known current conditions.

The primary factors of the economic forecastinghaces does not have an
equal relative weight, in comparison to predictignals, as well as the
subcriteria which incorporate does not have theakguportance, so it is also
necessary to make such comparisons. In our probteen,components of
clusters 1, in this case I-IV quarters and the seiom, are compared with
respect to factors in aggregate demand, supplygioloal financial context.
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However, the question could be formulated in tH¥ang way: when the first
quarter is observing, will the working expensescapital costs have greater
importance? Or, whether in the case of continuimigisc and recession,
international political relations would have gredtaportance in comparison to
global financial integrations? Therefore, betwgmmiods out of criss and
aggregate demand clusters,supply and global financial context, there is also
feedback information, so it is also necessary tkasaich paired comparisons.

Paired comparisons are based on AHP/ANP methodolWggn comparing
factor pairs, the ratio of the relative importanpegference or probability of
these factors, depending on need can be determihédratio does not have to
be based on a standard scale such as meters agihkik, but only presents the
relation of the two factors being compared. In sogiteations it will be a
subjective evaluation, but in the other the conguariis possible. These
questions and answers in both directions help teraéne the real priorities of
decision makers, for all the problem elements.

Sometimes it can happen that between the individii@tnatives exists the
so-called internal dependence. If it makes sensskahe question whether on
the real estate contract the state and municipatidaffects more, it must be
taken into consideration this dependence and alsmake such comparison.
Paired comparison of the element models, eachethisr elements within the
same cluster, or between different clusters, ndynparform, according to scale
comparison 1-9 (Table 1)

When the evaluation for each segment model is jparated, the information
are synthesized in order to achieve the generfdnerece of alternative outcomes.
This synthesis provides a report that ranks trezradtives (outcomes) in relation
to the general purpose. The report includes aldétaanking that shows how
each alternative is evaluated in relation on eatérion.

We will assume that all the necessary comparisomsnade in accordance
with established theoretical principles and thailteis, concerning the optimal
hypothetical structure of the investment portfolis,follows:

Figure 2 Element priorities of the ANP model of structuring an investment
portfolio of the voluntary pension fund

Name Normalized according to the cluster  Limited
| Quarter 0.086095 0.21277
Il Quarter 0.081511 0.20144
Il Quarter 0.069448 0.17163
IV Quarter 0.074774 0.18479
Recession 0.092806 0.22936
1 Politics and International Relations 0.029831265

2 Global financial integration 0.040860 0.17514
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3 The expected value of the major world currencies 0.086935
4 Global financial crisis

1 Working expeses
2 Capital costs

3 Material costs

4 Tehnology

1 Consumption

2 Investments

3 Inflation expectations

4 Net exports
5 Fiscal policy
6 Monetarypolicy
1 Date of delivery

0.37263
0.075972 0.32564
0.018404 0.21483
0.031676 0.36975
0.012496 0.14586

0.023093 0.26956
0.013057 0.15241

0.013713 0.16007
0.008662 0.10111

0.012877 0.15031
0.018881 0.22039
0.018479 0.21570
0.015077 0.15809

2 Stability 0.024359 0.25542
3 Location 0.011944 0.12524
4 Liquidity 0.027984 0.29343
5 Issuer 0.016003 0.16780

1 Municipal bonds
2 Stocks
3 Corporate bonds

4 Certificates of deposit

5 Foreign securities

6 Banking transactions

7 Government bonds
8 Property

9 Mortgage bonds

1 Aggregate demand
2 Aggregate supply

3 Global financial context

0.013100 0.1873
0.009417 81®
0.0114.03 959
0.011116 0.11656
.0131214 0.14905
0.008631948
0.012904 0.13531
0.007249 0.07601
0.007428 0.07789
0.000000 0.00000
0.000000 0.00000
0.000000 0.00000

Table 2 Hypothetical structure of the investment portfolio of voluntary pension fund

Alternatives Normalized | dealized Rank _
values values alternativs
Municipal bonds 0.1374 0.9222 2
Shares 0.0988 0.6630 6
Corporate bonds 0.1196 0.8027 4
Certificates od deposit 0.1165 0.7821 5
Foreign securities 0.1490 1.0000 1
Banking transactions 0.0895 0.6004 7
Governments bonds 0.1353 0.9077 3
Property 0.0760 0.5102 9
Mortgage bonds 0.0779 0.5226 8

3.3 Results interpretation

Figure 1 shows the obtained priorities of the elethmeodel in two ways: as
they appear in supermatrice (limited column) andnabized according to the
cluster. It is estimated that the greatest impaxt the evaluation of the
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investment portfolio is to have a scenario, so tih& economy remains in
recession, whose priority is 0.22936, which cowddrierpreted as a probability
of 22.936% that the economy will remain in recessiothe next financial year.

Regarding the relative importance of criteria inmparison to which the

investment alternatives are evaluating, in the exdndf the economic scenarios
the highest relative importance has the liquidity29343).

Table 1 provides a possible alternative to the ramid obtained priorities
show the structure of investment portfolio, in termf formulated criteria,
bearing in mind that the economic scenarios thadlefmed as a probable out of
the crises and recession by quarter I-IV or the aEthe economy in recession.
The column of idealized value shows the resultgldny by the highest value, so
that the highest rank has the priority 1,0. Theyet in the same proportion as
in the column of normalized values and can be jpm&ged as follows in the
context value according to the rank: municipal somatings are 92,22% of
foreign securities, the government bonds are 90,/étirg etc.

From the viewpoint of the required structure ofdstment portfolio, the
priority of the best alternative ranked-foreignw#ties, could be interpreted in
terms that 14,90% of portfolio should be composgd foreign securities,
13,74% of the portfolio should be composed by mipaicbonds, etc. The
results of a sensitivity analysis by changing tigmificant element of a higher
level, i.e. registry element, it may more or leigmiicantly influence the order
of importance and the observed alternative evaoatshowing what is the
alternative performance in terms of each critenid how these alternatives are
sensitive to changes in the importance of criteria.

Table 3 Sensitivity analysis of criteriafor structuring the investment portfolioin
relation to the growth of relative importance of (probability) recession factors.

Input | Matrix: Date of
Value | Recession delivery Stability | Location Liquidity Issuer
0,0 1.00E-04| 1.86E-01 2.74E-O 1.38E-p1  2.15E{01 87H-01
0.2 2.00E-01| 1.70E-0]1 2.63E-Q 1.30E-D1 2.61E{01 76H-01
0.4 4.00E-01| 1.53E-01 2.52E-0 1.23E-p1  3.07E{01 65H-01
0.6 6.00E-01| 1.37E-01 2.41E-Q 1.16E-D1  3.52E{01 53H-01
0.8 8.00E-01| 1.21E-01 2.30E-Q 1.09E-p1  3.98E{01 42H-01
1,0 | 1.00E+00[ 1.05E-01 2.19E-O 1.01E-pP1  4.44E4{01 31H-01

NENEREREE

From Table 3 shows an increase of relative impeogan.e. estimated
probability scenario that the economy will remaim recession, it does not
significantly influence the priorities of definediteria for structuring an
investment portfolio: there is a noticeable inceepgority in the liquidity from
0.215 to 0.444, at the same time with decreaseifyricalue of other criteria.
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On the other hand, it is evident that if the ecopagoes out of recession,
regardless of the period (priority scenarios ofession equals 0.0), the most
important evaluated criterion becomes stabilityjolhs the highest priority of

0.274, and then 0.215 liquidity, etc.

Tables 4a and 4b, show how the growth of the redatmportance of
liquidity criteria (in the context of economic seeios!) affects the structure of
investment portfolio. It is notable that in theustiure the municipal bonds are
dominating whose shares in the structure increfaeps10.3% to 39.7%, while
the share of other investment alternatives decsesigaificantly, provided that
the smallest decline in the state is, from 14.1%0® %, and corporate bonds
from 12.3% to 10.6%.

Finally, it should be noted that, if the solutiensensitive to factors in the
model, for which there are no available data, rteetbllect the necessary data
and return to the element model evaluation thrabglpaired comparison.

Table 4a. Sensitivity analysis of alternative options dueto change
of relativeimportance of the liquidity factors.

Input Ma_tr?x: Municipal Shares Corporate Certificatgs

Value Ligidity bonds bonds of deposits
0,0 1.00E-04 1.03E-01 1.01E-01 1.23E-01 1.22E-01
0.2 2.00E-01 1.62E-01 9.73E-02 1.17E-01 1.12E-Q1
0.4 4.00E-01 2.21E-01 9.40E-02 1.11E-01 1.03E-01
0.6 6.00E-01 2.79E-01 9.07E-02 1.06E-01 9.30E-(Q2
0.8 8.00E-01 3.38E-01 8.73E-02 9.98E-02 8.33E-(2
1,0 1.00E+00 3.97E-01 8.40E-02 9.40E-02 7.36E-(2

Table 4b. Sensitivity analysis of alter native options dueto change
of relative values of the liquidity factors.

Foreign Bankin Government Mortgage
securi?ies transactigns bonds Property bor?dsg,]
1.56E-01 9.31E-02 1.41E-01 7.90E-02 8.12E-072
1.44E-01 8.68E-02 1.31E-01 7.39E-02 7.55E-02
1.32E-01 8.06E-02 1.20E-01 6.88E-02 6.99E-02
1.20E-01 7.43E-02 1.09E-01 6.37E-02 6.42E-02
1.07E-01 6.81E-02 9.88E-02 5.86E-02 5.86E-02
9.52E-02 6.18E-02 8.81E-02 5.35E-02 5.29E-07

Conclusion

Bearing in mind the numerous and different critenia factors that need to
be taken into account, structuring of the optimakstment portfolio shows the
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complex, multicriteria problem, which requires theethodology of at least
identical level of complexity, in order to succesbf include all relevant
aspects of the problem.

Portfolio must constitute a large number of semsitwhose yields are
moving in different direction. It carries out infldgrent ways: by purchasing
programs in various industrial branches, prograrmthmse of different companies
of the same branch, investment expansion in diffegeographical areas, timely
classified purchase during different periods, teleg portfolio of the offensive
and defensive securities, concerning the secunitith the beta coefficient less
than one and beta coefficient greater than onhignwvay two important goals are
achieving: higher portfolio yields from the indivdl security sum and a lower
risk portfolio from the sum of different securitid3esigned efficient portfolio is
not given once but it should be continuously maeioand modified in order to
protect from the cyclical trends in the economy.

The main advantage of the Analytic Network Proces8ects in the fact
that enables decision maker to successfully idemtifd analyze the effect of
different, measurable and immeasurable factorbéndecision making process
and to quickly respond to contextual informationl an effectively incorporate
them into decision-making process.

Prediction models are closely related to choiceatind. Whenever there are
several possibilities, on each of them severabfacaffect, the predictive model
can be used. For the alternative evaluation in sasks it may be useful to first
construct separate models for the prediction of@rmore alternatives, to assess
what is likely to happen if the alternative outcoamhieves. In this regard, it is
possible and useful to conduct sensitivity analggescquired results.

The proposed framework for the support of an affitinvestment portfolio
construction can easily further extend or modifyprder to adapt better to the
specific problem and context.
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STRUKTURIRANJE OPTIMALNOG INVESTICIONOG
PORTFOLIJA DOBROVOLJNOG PENZIONOG FONDA
PRIMENOM ANALITICKOG MREZNOG PROCESA

Apstrakt: Tradicionalna portfolio teorija, polazeéi od nekih osnovnih
pravila, nedovoljno precizno i ¢esto subjektivno vrsi selekciju adekvatnih
klasa hartija od vrednosti koje treba da ¢ine optimalni investicioni portfolio.
S obzirom na visekriterijumsku prirodu donosenja odluka u finansijskom
menadzmentu, u radu je predlozena 1 demonstrirana moguénost
metodoloske podrske Analitickog mreznog procesa u izboru i konstrukeiji
optimalnog investicionog portfolija na primeru dobrovoljnog penzionog
fonda, kao hipotetickog investitora.

Kljuéne reci: visekriterijumsko odlu¢ivanje, finansije, investicioni
portfolio, dobrovoljni penzioni fond, efikasnost, optimizacija, neizvesnost,
trziste, analiticki mrezni proces, poredenje parova, verovatnoca.
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1. Introduction

Serbia is slowly becoming a part of the global ficial system after a
period of economic isolation. One of the main stepsthis road was the
establishment of the Belgrade stock exchange aprasentation of the Serbian
institutional equity market. After changes of thedual of privatisation from
2001, the Belgrade stock exchange began trade pdpgers. That was the
beginning of new era in the business of the Belgrsidck exchange. Serbia
now has interactions with all regional equity maskgamitas, Kenourgios and
Paltalidis, 2006). For the last few years, the tgyment of the financial market
in Serbia has opened a new era of the mobilityirafricial resources, whereby
the flow of private capital has assumed an increpsble as a source of finance
for this market. This paper indicates how strong ifmpact is using correlations
and Granger causality test between indices of negi¢Croatia, Slovenia and
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Hungary) and equity market indices of developedntaes (Germany and the
USA) and Serbian equity market index.

The equity market has traditionally been viewed as indicator or
"predictor” of the economy (Comincioli and Wesleyd®96). The equity
market as an indicator of economic activity, howewi#oes not go without
controversy. Sceptics point to the strong econognamvth that followed the
1987 equity market crash as a reason to doubtdbgyemarket’'s predictive
ability. Given the controversy that surrounds thjeiy market as an indicator
of future economic activity, it seems relevantdegarch this topic further.

In his study Kasa found (1992) that benefits fromtelinational
diversification indicated by low correlations mag bverstated for investors
with long-term investment horizons if equity maskedire moving together.
Studies have employed co-integration techniquesxfdore whether there are
linkages and long-term co-movements between botbrging and developed
markets (Hasan et al., 2008; Wong et al., 2004LeRestudies detected the
relationships among developed and CEE emergindyemarkets. Gilmore and
McManus (2002) “find that the Czech, Hungary andaRd are not co-
integrated with the US equity market during theigukispanning from 1995 to
2001". Also, the correlations among returns of ¢hesarkets seem to be very
low. The main conclusion is that US investors candjit from investing in
these emerging markets both in the short and liong horizon. In their recent
empirical work, Gupta and Donleavy (2009) “argueattilihe increasing
integration among financial markets gradually redubenefits derived from
international diversification”.

Li and Majerowska (2008) examined the linkages ketwthe developed
German equity market and the emerging markets ifandoand Czech
Republic, using daily stock returns from Januarg8.8 December 2005, they
found evidence that the two emerging markets aigklydinked to the German
equity market. But Syriopoulos (2007) “shows thatoag run relationship
among German and several CEE equity markets éasitsin the period before
the accession of these CEE countries into Européidon than in the post
accession period”.

Radovt, Marinkovic and Stankow (2011) in their research paper
investigated the ,behavior” of the stock marketSerbia for the period before
and during the financial crisis using VaR (ValueRask) methodology. Their
study involved the daily stock market returns foie tperiod June 2005-
December 2010. The results which obtained indicéttes the stock index
returns of BELEX 15 are highly volatile especiaflyring the financial crisis
period. These results also confirmed a number ledragtudies that have shown
that the financial crisis (at its peak) had a digant effect on the increase in
volatility, and therefore the risk to invest in mosf the equity markets
worldwide, especially in the emerging equity masket
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The rest of the paper is organised as follows:ha hext Section, the
methodology is reviewed. The data are briefly pnéegk in Section 3, Section 4
discusses findings, and the final Section 5 coredutie paper.

2. Methodology

Simple linear correlation coefficient or the Pearsoefficient (the Pearson
product moment correlation coefficient) is the aiaace expressed in units of
standard deviation of both variables. It is caltaedaas the ratio between the
covariance and the product of standard deviatidnisoth variables, and the
equation is:

_Z(X=X)(Y-Y)
~ h-ssy

(1)

Or otherwise using the current values of varialesd Y by the following
equation:

o n> xY) - X))
N X2 = X)) - (X Y)?)

where is: n-number of observations
> X-total value of the variable X
> Y-total value of the variable Y
(>X?-total valaue of the variables X
(>X)%-square of the total value of the variable X
(> Y?-total value of the squares of the variables Y
(>Y)%square of the total value of the variable Y
> XY- total value of the variables X and Y

)

Simple linear correlation coefficient indicates ttegree of dependence
between variables, and it determines the size digpe (distribution) data
around the regression line. If variables are nebeisted, dispersion around the
regression line is great. With increasing linedatienship, the dispersion is
reduced and the graph becomes flatter. If the tar@ables absolutely agree, all
the data lie on the regression line.

The correlation coefficient has a value rangingnirel to +1. If variables
are not related, r is zero. When higher valuesnolependent variables x, and
correspond to higher values depending on the véiab and conversely,
decreasing the value of independent x, and deargaailues of the dependent y
- it is a positive correlation (r>0). Conversely, hen higher values of
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independent variable x, corresponding to lower ealof dependent variable vy,
and decrease the value of x independent growthrdiepe y values - it is a
negative correlation (r<0).

“Granger causality” is a term for a specific notimincausality in time-series
analysis. The idea of Granger causality is a venpke one:

“A variable X Granger-causes Y if Y can be betteedicted using the
histories of both X and Y than using the history @flone’

X =ﬂo+§ﬁj X, +gkat-k+ut 3

Yfﬂf%ﬁ%—ﬁgykxt“”‘ ()

Summary, if the variable X can help to predict &eotvariable Y, then we
say that X Granger causes Y or vice versa, if tireable Y can predict variable
X, then we say that Y Granger causes X. If thigatibn occurs, then we say
that between the variables X and Y exists a bitioeal or “full causality”. If
variable X causes variable Y, and Y does not caas@ble X, and vice versa,
and when the variable Y causes X and X does natecaariable Y, then we say
that between these two variables in both casegssedigdirectional causality.
Finally, if the variable X does not cause Y varegland if variable Y does not
cause X, then we say that these two variablestatistgally independent and
between them there is no causality.

The null hypothesis that the variable X (e.g BELEX) does not cause (in
the Granger sense) variable Y (e.g, SBI TOP) ictefl if the coefficientk in
equation (3) is significantly different from zerbtained using a standard F test
(5). Similarly, we can say that the null hypothdhgst the variable Y (SBI TOP)
does not cause variable X (BELEX 15) is rejectethd coefficientyk from
equation (4) is significantly different from zeMidirectional causality exists if
both coefficientsik andyk along different from zero.

_(RSS-RSS)/K
RS¢, /[[In-2k-1] 5)

F

3. Data analysis

To provide updated results, this study uses dé#dgitng data of six selected
equity markets, namely, Serbia, Croatia, SloveHiangary, Germany and the
US, covering the period from October 4, 2005 to #¥aidl8, 2009 (Figure 1-6).
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In this study, the conventional stock returns foese markets are calculated
from the following indices:

e BELEX 15 blue chip index for Serbia,
« CROBEX for Croatia,

* SBITOP for Slovenia,

e CETORP for Hungary,

« DAX for Germany, and

* S&P 500 for the USA.

These four years are very interesting becausenmabindices reached their
highest historical values in 2008 and in 2009, beeaof the impact of the
world economic crisis, dropped substantially. Befqroving the potential
causality and their effects, we will show correda8 between BELEX 15 and
other indices. Because of the differences in wayklays between the Belgrade
equity market and other equity markets in the negithe numbers of
observations are also different. The numbers oéagions are in the range of
900 to 957. The estimations with these observatiocisde percentile changes
in ROI values.

These ROI values represent two variables usedtimatsons. Before we
use the test for direct Granger causality, we g8t correlations between ROI
values of BELEX 15 as a represent of the Serbiantyegnarket and other
indices from US, German, Hungarian, Croatian amay&lian equity markets.
Table 1 shows summary data for the estimated nwmrKdiere are several
methods for testing the flow of information androovement of prices in stock
markets across the countries.

In this paper, the emphasis is given to test tterdependencies among the
equity market in Serbia with equity markets of ocggil countries (Croatia,
Slovenia and Hungary) and equity markets in thecbiged world (Germany
and USA) through the following:

(i) Descriptive statistics, (ii) Correlations ariil) (Granger causality

Descriptive statistics for the stock indices’ retrare given in Table 2.
These include the distribution of the mean, thadaed deviation, the skewness
and the kurtosis. A careful examination reveals tiwa Slovenian equity market
offers the highest return at a reasonable riskllevygproximately, at the same
level of risk, the Serbian market is offering négatreturns. The stock markets
of the US, Croatia and Hungary are exhibiting ageraegative returns for the
period under study. The Slovenian market appeabe tiess risky, whereas the
standard deviations of the other markets, except tf the US, are not
significantly different. Only the Serbian and Gemmaquity markets are
positively skewed. The negativity of the skewnessseen as a sign of

! Return on investments-calculated like log differlesween 2 values of stock market index.
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nonlinearity in the dynamics of stock markets. éilthe displayed skewness
statistics have asymmetric distributions. Serbiash German are skewed to the
right, as shown by the positive statistics andotillers are skewed to the left

(negative skewness).

Table 1: Data summary

Domestic
Country Index name Currency market
capitalization (in
USD millions)*
1. Serbia BELEX 15 Dinar 11 490.5
2. Croatia CROBEX Kuna 26 619.0
3. Slovenia SBITOP Euro 12 140.9
4. Hungary CETOP Hungarian forint 30 036.6
5. Germany DAX Euro 1292 355.3
6. USA S&P 500 Dollar 11 837 793.3
* Data are for 2009
Source:World Federation of Exchanges
Table 2: Descriptive statistics of daily returns
Index N. obs M ean Std. Dev. Skewness | Kurtosis CV
BELEX 15 957 -0.00047254 0.018441 0.19990 9.0158 39.p25
CETOP 941 -0.00026888 0.022135 -0.75381 7.8903 82.321
CROBEX 910 -0.00010675 0.018449 -0.21067 8.8507 172.83
SBITOP 896 0.00019236 0.015468 -0.52237 7.2370 80.411
DAX 957 0.00002268 0.016467 0.21088 7.6612 72¢.17
S& P 500 942 -0.00022801 0.078846 -0.46473 425.75 34%.80

Source:Author’s calculations

Kurtosis provides a measure of the “thickness’hef tails of a distribution
relative to the normal distribution. For normaltdisution, kurtosis is usually
equal to three. All daily stock returns have exdasgosis, which means that
they have a thicker tail and a higher peak thanoamal distribution. The
coefficient of variation (C.V.) measures the degvéegolatility of relative daily
market returns. For the developed markets (the W8 &ermany), the
coefficients of variation are higher on averagenttteose for all other countries,
except Croatia. Overall, based on the coefficiédntasiation, the figures seem
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to indicate that the Serbian stock market hasdhstllevel of volatility relative
to the all other countries.

Figure 1: Stock index returnsfor BELEX 15 during from October 2005 to August 2009
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Figure2: Stock index returnsfor CROBEX during from October 2005 to August 2009
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Figure3: Stock index returnsfor SBI TOP during from October 2005 to August 2009

Flot of variable: SBITOP
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Figure4: Stock index returnsfor CETOP during from October 2005 to August 2009

Plot of selected variables (series)
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Figure5: Stock index returnsfor DAX during from October 2005 to August 2009

Plot of variable: DAX
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Figure 6: Stock index returnsfor S& P 500 during from October 2005 to August 2009

Plot of variable: S&P
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4. Results

The values of correlation suggest the extent ddalge between the indices.
The correlation of coefficient is used to measure extent of association
between the stock markets. It shows how changeaénindex affect the other,
where a higher correlation leads to a higher coanmant between the indices.

Table 3: Thevaluesof the correlation coefficient r and t-test of significance
for the given indices pairs

t-test’ of
Pearson . .
. correlation Marginal values for
i ' correlation coefficient r t-test®
Variable pairs coefficient r OeITIC
significance

1. BELEX 15 and CROBEX 0.269441 8.43084 0d-1.960 do +1.960
2. BELEX 15 and CETOP 0.212676 6.67047 od -1.960 + do 1.960
3. BELEX 15 and SBITOP 0.302916 9.50381 od -1.960 + do 1.960

4. BELEX 15 and DAX 0.152455 4.76959 od -1.960 + do 1.960
5. BELEX 15 and S&P 500 0.023419 0.71858 od -1.960 +.960

Notes:italic correlations are significant at p<0.05
Source:Author’s calculations

As shown in Table (3) BELEX 15 have positive valoéshe coefficient of
correlation with other indices. Except in the cabéhe U.S. financial market, t
test which measure the significance of the coiatoefficient in all other
cases reject theHhypothesis. That means that all markets with Koegtion of
the U.S. market, show a statistically significaositive correlation with equity
market in Serbia. That means that the growth ofehequity market indices
lead to correlatively increase of stock exchangéexnBELEX 15. It can be
concluded that equity market in Serbia has a tadgive relationship with
regional markets, as well as with the largest econin Europe - Germany,
which was expected. The highest value of the caticel coefficient BELEX 15
has with Slovenian SBI TOP index. This result ipented for many reasons,
and one of the most important is the relationsldwieen two economies as a
result of large number of investments which jushedrom Slovenia. Slovenia,
in the last 10 years, is the second most importeseistor with about 1.6 billion
investment in the Serbian economy. In Serbia, algerate more than 500
Slovenian companies. Positive correlations withitggmarkets in Croatia and

2 with 0.05 level of significance

3This value depends on the number of observatior or the Student's t distribution, which in
our case for all index pairs greater than 450 hst the Student's t distribution corresponding to
the infinity df values.
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Hungary, although not overly large (21 and 26%)renprecisely by Cohen
(1988) small, are not expected.

Onay’s (2006) study confirmed results of correlasidrom this paper that
regional equity markets do not have strong relatigms between each other
His results indicate a low degree of correlatiotwieen the regional equity
markets. Low rate of correlation with European émtgeconomy and most
important export partner of Serbia, the German tgqmarket is also not
expected. That means that the strong connectiomebet the two economies
does not have a great impact on the interconnectmtween their equity
markets, which the value of the correlation coeffit confirms. There is no
statistically significant correlation with the U.8quity market in the final
analysis, which is not surprising. Serbia's ecomoanientation to Europe and
Russia is in favor of the insignificant correlatiomhich indicates that in this
period the U.S. equity market does not have toohmugact on the price
movements of the Belgrade Stock Exchange.

The low correlation among transitions countriesigyquarkets may be due
to factors such as the lack of free trade and tla@lequate information of
foreign securities. We must know that the Serbiguitg market index BELEX
15 was established later than other regional arition indices, especially the
indices of developed countries. The low correlaionsome way could be the
result of this fact. Additionally, low correlatiotetween all countries from this
study with the US and Germany as representativedeeéloped markets are
also confirmed by the working paper from Egert &odenda (2007).

The existing correlation between the markets urstady implies their
interdependence, but it does not reveal the doeadf the influence, apropos
the causality between the markets. Therefore, tlea&t rstep which is
qualitatively more significant and determines tiveation of causality between
variables, is determining causality between thens wentioned in the
methodology, the study will use method of direca@rer causality test using
appropriate equations. First, it is necessary fmee hypothesis which will be
tested. According to the null hypothesis X doesazatse Y. In other words, all
coefficients are jointly equal to zero, and thesm@ative hypothesis is that at
least one coefficient is different from zero. StamblF-test and p-values are
used to test the null hypothesis. The model usethase estimations is the
method of least squares. All calculations useda Significance level.

As Table 4 shows, empirical results find the evaderf unidirectional
causality from Hungarian to Serbian and from equitgrket in Germany to
equity market in Serbia. This indicates that CET&®&nger causes BELEX 15.
We can also say that the past values of CETOP qirpisent or future values

4 The study investigates a co-integration betweenCtoatian, Bulgarian, Romanian and Turkish
equity markets and reveals very low correlationsmgthe markets.
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of BELEX 15. The results of this causality showoaty interdependence
between the two equity markets. Also, the pastesalof DAX predict present
or future values of BELEX 15.

Table 4: Results of Granger-Causality Tests

Null Hypothesis Obs. F-statistic Probability Decision
o gféaﬁifgﬁgétex 908 3.5083 0.0304 Rgject
CROBEX does ot Sranger | gog 16.1431 1.E-07 Reject
Gfai'égxgiﬁs‘l"&r%P 932 1.3266 0.2185 | Accept
CETOP docsnot Sranger | g3p 4.1489 2.9326e-05| Reject
Griﬁ;:éissg%g e | 892 2.6914 00300 | Reject
= —ggu';jgﬁ_"&irg‘"ger 892 5.4712 0.0002 | Rgect
o a"ngé—ézsseeg%t( 948 1.6205 0.1048 | Accept
DA%S;%ET&ETSW 948 5.6057 1.E-07 Reject
Griﬁ;g%;fsgg Mo | 941 0.0831 0.7732 |  Accept
& ngfsg%ifgxig‘ger 941 1.5866 0.2081 | Accept

Notes:The results that we can see in this table areveddirom software specialised in
work with time series estimations: E-view 7 softeiar

Source:Author’s calculations

These evidence of two unidirectional causality atsans that CETOP and
DAX are first move and BELEX 15 follows it, but \uita certain delay. The
paper found two bidirectional or “full” causalityetween the Serbian and
Croatian and Slovenian markets. This means thaigdsin the prices of the
Serbian equity market predict changes in the prickshe Slovenian and
Croatian equity markets and vice versa. The caysali this two cases is
expected if we know that the majority of foreigrvéstors in the Serbian
economy are from Croatia and Slovenia (Serbian ®eammf Commerce, 2008)
and causality results only confirm that. Paper dbdmd evidence of causality
only for the Serbian and US equity markets. Exgiana could lie in the fact
that the Serbian equity market is still not intégdawith the developed world
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financial markets. A possible explanation of thifedence in results could be
the specifics of the analysed data, as the Gracmésality test is sensitive to
time-series properties (e.g., lag length).

5. Concluding remarks

The empirical evidence presented in this paper estggthat there are
significant relationships between some of the gguiarkets with equity market
in Serbia. First, paper tested a possible cormelatpefficient between BELEX
15 and all other equity markets index pairs. Thmilts show that the Serbian
market showed statistically significant positivaretation coefficients with the
Croatian, Slovenian, Hungarian and German equitykets. All of them are
positive, so if one of them increases, this meduad values of the Serbian
equity market index increase as well. The resutimfthe correlations testing
show that the Serbian equity market and, indiredtig whole economy have
the strongest interaction with the Slovenian eqongyket.

Second, paper tested causality possibilities betwadex pairs. Results
show that in some index pairs, we had one kindaokality between them. We
conclude that BELEX 15 predicted CROBEX and SBI TBRo, we conclude
that CROBEX and SBI TOP predicted changes in BELESX Therefore, this
paper found evidence of bidirectional Granger cltyshetween the equity
returns in Serbia and equity returns in Croatia Sladenia.

The results from correlations and causality esionatsuggest that regional
and developed equity markets and the Serbian ematket had different size
of relationships. The results support the view thatglobalisation of the world
economy has enhanced their interrelations.
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DINAMICKE INTERAKCIJE MEPUNARODNIH TRZISTA
KAPITALA: PERSPEKTIVA SRBIJE

Apstrakt: Ovaj rad istrazuje prirodu i1 obim interakcija izmedu srpskog
trzista kapitala i1 izabranih regionalnih 1 razvijenih trzista kapitala.
Koristeéi najnovije podatke sa odgovarajuéih indeksa berzi koji obuhvata
period 2005-2009. godina, trziSne meduzavisnosti ¢e se meriti pokretanjem
kros-korelacionih testova. Rezultati pokazuju statisticki znacajne korelacije
izmedu srpskog 1 nemackog trzista kapitala, kao i1 slovenackog 1 hrvatskog
trzista kapitala. Pre svih, najveéi koeficijent korelacije je dobijen izmedu
povraéaja na akcije u Srbiji i Nemackoj. Pronadeni su dokazi o postojanju
dvosmerne kauzalnosti izmedu srpskog, hrvatskog i slovenackog trzista.
Takode, rad je pronasao postojanje jednosmerne kauzalnosti usmerene od
madarskog 1 nemackog trzista ka srpskom trzistu kapitala.

Kljuéne reci: analiza vremenskih serija, korelacija, pravicnost indeks,
meduzavisnost
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1. Introduction

Sharpe (1963, 1964) and Linter (1965) developed @dem for the
evaluation of a capital asset pricing model. TheP®Ris a linear equilibrium
model of return on investment explaining returngronisk free rate of return
using the covariance of the individual investmently through their covariance
with the overall market. The inclusion of the ris&e investment model implies
that a rational investor chooses a linear comhnatif the market portfolio and
risk free investment, depending on his preferertoegards risk (Aljinove,
Marasové, Sego 2011, 153). The research subject of thigmpapmonitoring
price movements of most liquid shares in the in8&6X — 30 and BIRS, as
well as market indexes themselves. The researatrgtive period from January
2009 to December 2011 and it is linked to the staté of the observed stock
index. The paper is structured in three parts. Titet part describes the
particular model and the assumption on which ibéased. The second part
analyzes the possibility of application and presehe result of the research.
The final part lists the conclusions as a resuthefstudy.
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2. CAPM model and assumptions

The CAPM model is more of a theoretical model and widely used by
analysts, investors and corporations. This raibes dbvious question: Is it
correct what the CAPM assumes that securities witligher beta coefficient
guarantee a higher yield? The model is based orfdllewving assumptions
(Popovic 2000, 181-182):

e Capital markets are efficient only if investors wal informed.

e Transaction costs are ignored.

e Taxation is ignored.

e There are not investors big enough that could affecprice of financial
instruments.

« There are risk-free financial instruments that gwevestor can include in
their portfolio.

» Equal expectations for future return of all investo

« Existence of a single period in which the yieléxpected.

« All financial assets are marketable.

e Itis possible to borrow an unlimited amount withisk-free interest rate.

The CAPM model is based on the assumption thatjained risk premium
of individual financial assets depends on the doution of risk assets and an
investor's total portfolio. The risk premium of afssis equal to the beta
coefficient, because it is known that the contiitiutof an individual security
risk of a well-diversified portfolio depends only systematic risk as measured
by beta coefficients. If we compare the relatiopdetween the risk premium
and systematic risk of the market portfolio, we eoro the following
expression (Bodie, Kane, Marcus 2009, 208 -209):

Evan =% _ Epoy-Ty
1 B

wherek,.y; is yield market 5, n — yield certain shares; - risk free interest rate,

(1)

Ao — beta coefficient certain share. A rearrangerétiie equation (1) reveals
CAPM relations between the expected return and beta

E(r) = T+ Bn [E(T:HJ - T}J (2)

The equation (2) clearly shows that the rate ofirretof any financial
instrument exceeds the risk free rate for the pmium, which is obtained
when the measure of an instrument of systematiqlista) is multiplied by the
risk premium (benchmark) of the market portfolimvestors with a risk
aversion measure the risk of the optimal risky fjotict with standard deviation.
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Therefore, the risk premium of an individual segudepends on how much
security increases the risk of the total portfolibe CAPM model confirms the
assumption that the risk premium of a securityiieatly proportional to the
beta and the risk premium of the market portfdlie, risk premium is equal to

ﬁ[E(TMj - '-'}'J-

The relationship between the expected return atalibehe security market
line — SML. Therefore, the SML shows the risk pnemmiof an individual
instrument as a function of its risk. The apprdprimeasure risk of every security
is not their standard deviation, but the contrimutiof a portfolio standard
deviation, which is determined based on the obsemveta instrumerit. A
securities market line is the benchmark for evatgainvestment performance.
For an investment risk, measured by beta, SML shbw/sequired rate of return
that will compensate investors for the risk andestinent, as well as the time
value of money. According to the CAPM model, allcwdties in market
equilibrium must be at SML. Underestimated sharesabove the SML line of
securities. The expected return of these sharbfier than predicted by the
CAPM. Overvaluing shares are below the SML linseaturities.

2.1. Coefficient beta

The coefficient beta measures the intensity of ghann share return to
changes in the total yield of share market. In otherds, it explains how the
observed rate of return will change if the ratetttd return market portfolio
changes by 1. This means that individual securdmgribute to the overall risk
of a diversified portfolio, depending on the vabféhe coefficient beta.

As the market portfolio i = 1, if the share hagf = 1, it will increase the

risk portfolio, and if there ig = 1, it will reduce the portfolio risk. Generally,

the coefficient beta is calculated as the ratiorc@fariance of return on j-th
share and the variance of return on overall mavideich can be mathematically
expressed by the following equation (Aliho&2011, 238):

£ov

The same coefficient can be expressed using thi#&iaeet of correlation
on vyield the j-th share and yield of the overallrked. In this case, the
correlation coefficient should be multiplied by traio of a standard deviation
of return of the share and return on the market:

1 SML can be applied to a portfolio and individsaturities.
2 The difference between the expected and acttebfaeturn of a share is called alpha.
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fi=—p 7w (4]

The coefficient beta is often calculated in ordeptedict the rate of return
of certain financial assets. When the beta caledldty regression equations,
historical data are used, and as such the betaotdetect changes in a future
beta. Empirical evidence proves that a valid dtedik phenomenon called
regression toward the middle is valid for coeffit® beta. This means that
securities have a high beta, i.e. at one timeerfikure they will generally have
a lower beta. Conversely, securities with a lowetabi.e.f < 1 will have a

higher beta in the future. In this study, beta Wwél adjusted so that the score of
sample is multiplied by 2/3 and the value of 1 8, Whereby the adjusted beta
Will be: (Beajusrea = 2/3 * Prisreriear) (Bodie, Kane, Marcus 2009, 218).

3. Capital market in B&H and application of the CAPM model

The capital market in Bosnia and Herzegovina wasated in 1999, by the
adoption of a regulatory framework and establishn@hinstitutions — the
Securities Commission and the Registry of Secasritie the Federation of
Bosnia and Herzegovina, the Commission for Seesraind Central Registry of
Securities in the Republic of Srpska. Subsequemtlyjng 2000 and 2001,
investment funds management companies became igpatatnd in 2002
trading began on the Sarajevo Stock Exchange anmgiaBhuka Stock
Exchange, established by professional intermediarierokerage houses.

The capital market in Bosnia and Herzegovina isamtearly stage of
development, so it is still not a serious form ofahcial intermediation or
source of financing for companies. The establishna operation of the
capital market in B&H has been carried out in atrekly short period of less
than ten years and with the lack of tradition anduaderdeveloped economic
base. The practice of operation and developmerdapftal markets and the
experience of institutions and participants in tmarket, made it necessary to
change the rules governing the market and the sxfopf the new Law on
Securities Market and Law on Funds, which entemémiforce in early 2008.

In addition to these general conditions, the statu characteristics of the
capital market in B&H are illustrated by the follmg indicators. During 2011,
the capital market in B&H registered a substaritiatease in turnover on the
Sarajevo Stock Exchange and Banja Luka Stock Exgghabut the given
increase was not accompanied by an increase inemaspitalizatiori. The
market capitalization on the Sarajevo Stock Exckaregorded a decline in
value of almost 60.6%, while the market capital@abn the Banja Luka Stock

® The total market capitalization of the SarajevocgtExchange and Banja Luka Stock Exchange
in 2011 amounted to 31.2% of GDP.
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Exchange recorded a slight growth of 2.8% overprevious year. The total
turnover on the Sarajevo Stock Exchange in 201luatad to EUR 125.157.663,
representing an increase by EUR 69.64 million,25.9%. A turnover increase is
the consequence of the issuance of debt securiiereasury bills and bonds. In
2011, at the Banja Luka Stock Exchange, a turnofdtUR 217.532.701 was
made, representing an increase by 141.41% comfag&i 0.

A number of securities traded on the SASE was %Botisand and it
decreased by 25.7%, while on the BLSE it was 2lth®usand, which
represents an increase by 33.5%. On the capitdtethar B&H, ten indexes
track the movement of share prices, out of whictedhare monitored and
published by SASE, six are monitored and publishgdBLSE, and one is
monitored and published by the Vienna Stock Exchanigh a different time-
period. Primarily, this paper will analyse the shamdexes SASX- 30 and
BIRS, as well as the index BATX.

Small transitional markets, including the marketB&H, have several
common characteristics affecting the applicationspécific models for the
evaluation of financial assets. General restrictiare related to (1) dominance
of particular securities in the market, (2) low rhen of securities listed on
stock exchanges and (3) low liquidity of securities

Due to the low liquidity of the majority of sharés the B&H stock
exchange, the theoretical model CAPM, i.e. the rapsion of the model, is
slightly simplified. The selected shares are shafe®mpanies within the stock
market index SASX- 30 and BIRS with a market cdigi¢ion higher than the
median market capitalization, as well as a listinghe stock exchange of B&H
for more than 12 months. The shares of companies,BH Telecom* Ltd.
Sarajevo (BHTSR), ,JP Elektroprivreda“ HZHB Most@iPEMR), ,Fabrika
duhana“ Ltd. Sarajevo (FDSSR), ,JP ElektroprivreBad“ Ltd. Sarajevo
(JPESR), ,PBS" Ltd. Sarajevo (PBHBR), ,Tvornica amta Kakanj“ Ltd.
Kakanj (TCMKR), ,IK banka“ Ltd. Zenica (IKBZRK2), Solana“ Ltd. Tuzla
(SOLTRK3), ,Telekom Srpske* Ltd. Banja Luka (TLKM-R) and
.Banjalucka pivara“ Ltd. Banja Luka (BLPV-R-A).

3.1. Data

The research in applying the CAPM model coverspiigod from January
2009 to December 2011, for a total of 1095 dayes, 768 working days.
Analyzed initial data are related to monthly pnmevements of selected shares.
For the analysis of market trends yield, analysiswsed based on the
movement of stock index SASX — 30 and BIRS, as a&lhe index BATX.

The stock index SASX — 30 is a price index, i.aiddend index is not
taken into account when calculating the index. BB X — 30 index aims to
provide investors and analysts with a general ass&st of developments in the
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most liquid part of the Sarajevo Stock Exchanges ifdex composition may
include only symbols of issuers that are primdi#ited on the free markéfThe
initial value of SASX- 30, i.e. the base valueli®00 index points, while the
starting date of the index is 31 March 2009. Thaposition of SASX-30 on 29
January 2012 consists of 30 companies with thevatig structure:

Table 1: Composition of SASX - 30

No. Symbol Issuer Initial Price
1. BBRI9R Bimal Béko 9.50

2. FRESR Feroelektro d.d. Sarajevo 1.20
3. ISPSRK2 InterSped d.d. Sarajevo 27.0
4. JPUMR JP Uborak d.d. Mostar 99.94
5. LSLBRK3 LjetiliSte Slana banja d.d. 4.00
6. MZTJR Mlinpek — Zitar d.d. Jajce 1.10
7. PAKCRK3 Pak Centar d.d. Sarajevo 8.50
8. PBSBR PBS d.d. Sarajevo 95.00
9. PRDGRK3 Pobjeda rudet d.d. Gorazde 2.90
10. STVKRK4 Saniteks d.d. Velika KladuSa 5.00
11. UMISRK?2 Unis d.d. Sarajevo 5.60
12. FAMSR Famos d.d. Sarajevo 3.00
13. RZRVR Rudnik Zeljezne rude d.d. Vares 0.25
14, SOSOR Sarajevo osiguranje d.d. Sarajevo 6.10
15. BORBRK3 Bor banka d.d. Sarajevo 11.11
16. METZRK2 Metalno d.d. Zenica 8.00
17. HTKMR JP HT d.d. Mostar 11.50
18. RMUKR RMU Kamengrad d.d. Sanski Most 70.00
19. TCMKR Tvornica cementa Kakanj d.d. Kakanj 1.00
20. BHTSR BH Telekom d.d. Sarajevo 20.00
21. ENISR Energoinvest d.d. Sarajevo 5.60
22. FDSSR Fabrika duhana Sarajevo d.d. Sarajevo 7666.
23. HDGSR Hidrogradnja d.d. Sarajevo 3.50
24. IKBZRK2 IK Banka d.d. Zenica 127.30
25. JPEMR JP Elektroprivreda HZHB Mostar 32.00
26. JPESR JP Elektroprivreda BiH d.d. Sarajevo £5.9
27. PBHBR Postbank BH d.d. Sarajevo 49.79
28. RMUBR RMU Banowi d.d. Banowi 26.00
29. SOLTRK3 Solana d.d. Tuzla 12.92
30. SPKMR Sipad komerc d.d. Sarajevo 7.11

Source:Sarajevo Stock Exchange (www.sase.ba)

The primary index of the free market (SASX — 302011 recorded a rise
by 2.66% compared to the 2010. Likewise, the valfiSASX — 10 index
dropped by 16.18% compared to the year before.

4 Primary free market is a sub-segment of therfiagket Sarajevo Stock Exchange.
® SASX — 10 is the benchmark index of the Sarajtaxk Exchange/Securities exchange, which
tracks the movement of prices of the top ten comegan the market (excluding investment funds), as
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The stock exchange index in the capital markethef Republic Srpska
includes the best shares of companies and bankasltestablished on 1 May
2004. The number of shares that constitute the Bil&x may vary from 5 to
15, depending on the criteria they meet for théusion of shares in the index
of BIRS. The number of issuers whose shares aheded in BIRS depends on
the number of issuers in the official stock excleangarket and the number of
issuers that meet the requirements for the composiof BIRS. The
composition of BIRS may include the shares of issubat meet general
requirements and criteria for the inclusion of sisam the BIRS, except for
shares of investment funds. The composition of BHRS index on 18 May
2012 included 20 companies with the following stiove:

Table 2: Composition of BIRS index

No. Symbol Issuer Price of Shares
on 18/05/2012

1. BIRA-R-A Bira® a.d. Zvornik 0.013

2. BLPV-R-A Banjaldka pivara a.d. Banja Luka 0.499

3. BOKS-R-A Boksit a.d. Mili 0.899

4. BRVU-R-A ZTC Banja Vrdica a.d. Testi 0.551

5. CIST -R-A | Cistoéa a.d. Banja Luka 1.03

6. DEST —-R-A Hemijska industrija destilacije a.d. lles 0.407

7. EKBL-R-A Elektrokrajina a.d. Banja Luka 0.301

8. ELBJ-R-A Elektro — Bijeljina a.d. Bijeljina 03

9. ELDO —R-A Elektro — Doboj a.d. Doboj 0.628

10. HEDR-R-A Hidroelekrane na Drini a.d. ViSegrad 0.48

11. HELV-R-A Hidroelektrane na Vrbasu a.d. Mrkanji 0.558
Grad

12. HETR-R-A Hidroelektrane na TrebiSnjici a.d. Trgbi 0.475

13. KDVO-R-A Dunav osiguranje a.d. Banja Luka 73.02

14, KRJIN-R-A Krajina GP a.d. Banja Luka 2.95

15. NOVB-R-E Nova banka a.d. Banja Luka 0.734

16. RFUM-R-A Rafinerija ulja a.d. Modta 0.18

17. RITE — R-A RITE Gacko a.d. Gacko 0.2

18. RNAF-R-A Rafinerija nafte a.d. Brod 0.08

19. RTEU-R-A RITE Ugljevik a.d. Ugljevik 0.25

20. TLKM-R-A Telekom Srpske a.d. Banja Luka 1.43

Source:Banja Luka Stock Exchange (www.blberza.com)

During 2011, the BIRS stock fell in value by 8.34%hereby on 31
December 2011 the value of the BIRS index was &3&7points. The highest
value was reached on 8 April 2011 of 1.220,96 pointhile the lowest value
was of 821,15 points on 23 December.

measured by market capitalization and trading feqy. This index is not restricted to one market
segment. Other issuers with a quotation and fremrinarket can be included in its composition
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The BATX is capitalised on weighted price infl@omposed of liquid and
highest capitalised shares traded on the Sarajewb Banja Luka Stock
Exchange. The index is calculated in real time wilues expressed in EUR,
USD and BAM. As it was already mentioned, the BATXa price index
weighted by market capitalization in index partaoips. The structure of the
index at the last part of the amended sectionsisposed of the following
companies: BH Telecom (25.22%), Bosnalijek (19.06%abrika duhana
Sarajevo (9.64%), JP Elektroprivreda BiH (13.78%pva banka a.d. Banja
Luka (6.83%) and Telekom Srpske (25.47%). Theistadate for the listing on
the Vienna Stock Exchange was 1 December 2009.

If we compare the value of the BATX index on 30 teegber 2011 with the
value on 30 September 2010, a minimal decline énrétative amount of 3.4%
may be recorded. The following table follows thedency of stock market
indices in the region (SRX, EUR, CROX EUR) with BATX index.

Table 3: Comparison of index trends in the regiondr 12 months of 2009, 12
months of 2010 and 12 months 2011

No. Months and | SRXEUR [ CROXEUR BATX EUR
Year
1. 12/2009. 287.73 1.241,95 944.18
2. 12/2010. 264.78 1.337,04 827.37
3. 12/2011. 162.50 971.79 684.48
Performance 2011(3-2/2); -38.63% -27.32 -17.27%

Source:http://en.indices.cc/indices/statistics/ (13.07120

Comparing the index value in the region for th& inth of 2011 with the
12" month of 2010, it is observable that the BATX hiael smallest drop in the
value index (-17.27%), followed by the Croatianioagl! index — CROX of
27.32% and the index of Serbia —SRX with the driop863%.

3.2. Calculation of price movement of shares and market indices

Based on the data on movement of share pricesonk starket, average
monthly returns on stocks for the period from 20@9 2011 have been
calculated for all ten shares of stock indices initlhe SASX — 30 and BIRS.

® The index in which the price is determined by phiee of individual shares, weighted by the
total market value. If the share price is an indemponent, its effect on the index as a whole is
proportional to the share price multiplied by thener of shares of a company. This means that
changes in price affect the index more if the comydzas a higher value.
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Because of incomplete data and because it is a yamg capital market,
dividends paid are not taken into account.

According to Damodaran, risk premium in emergingkets with political
risk, countries of Eastern Europe and South Ameisc@stimated at 8.5%
(Damodaran 2002, 49). Since in B&H there is nocidfi statistics tracking and
calculating a risk free rate of return, a weighitgdrest rate on treasury bills of
the Federation B&H of 2.20% and interest rate feasury bills in the capital
market of the Republic of Srpska of 3.2020% is teikethis papef.

Monthly price movements of the observed shareschvhre the subject of
the analysis, show that in principle the trendsludre price in the market were
followed with slight fluctuations. Basic elementd the analysis of the
movement in share prices of the selected companéshown in the following

table:

Table 4: Market parameters of price movement of company shares of SASX — 30
and BIRS for period 1 January 2009 - 31 December 20

ELEMENT{ BHTSR| JPEMR] FDssR JPESR PBSBR TCMKR IKBZMGLTRKB TLKM-R{ BLPV-RA

A‘fi;"’;ge -0,0459 | 0,0436| 00571 -0,0677 01840 00082 -0,0800,6346 | 0,0717| 0,2759

G/‘if’lgztgrg -0,0604 [ -0,0193[ -0,001Q -0,0941 0,09JL -0,0324 0FvL| -0,0014( 0,0006| 0,001}

Standard
Deviatio 1,709 3,667 2,957 2,309 4,759 2,64 2,132 17,321 4831, 7,418

n
Variance 2,951 58,199 | 374,411| 24,075 211,608 6,19 528,045 6,249 0,035 0,016

Min 8,13 EUR[2,53 EUFP3,31 EUF (9,21 EURP5,56 EUF (9,84 EURBO0,67 EUF|5,01 EUR| 0,48 EUR 0,08 EUR
Max  [13,97 EUFB7,07 EUFp5,21 EUF[18,95 ELRp1,13 EUF|18,41 EUFf3,11 EUF[12,01 EUF|0,91 EUR| 0,28 EUR

Range
Max and [171,83% | 295,85%| 279,75% 205,756 200,04% 187,J9% ,3838 | 239,72%]| 189,589 350%

Min
Source:Calculation by Author (data on price trends on$iagajevo Stock Exchange,
software package: MATLAB 7.0)

For investors, a very important analysis is thelyamma of the change in
share returns and market portfolio, which is thiejestt of this paper. Average
yields of company shares were calculated basedawements in share prices
for the period of 768 working days, according ttedan prices.

From the table above, it is observable that thédsy average yield was
recorded with shares of the company of Solana Mukla (SOLTRK) of
0.635% and the rate of the risk measured by a atdndeviation of 17.32%.
The second place by the highest rate of returnriskdoelongs to the company
shares of Banjatika pivara Ltd. (BLPV-R-A), which recorded an averageld
of 0.276% and a standard deviation of 7.42% fordiven period. If we look

" A temporary symbol of treasury bills of the Fediera B&H is FBHTZ204 and the due date is
24 October 2012. A symbol for treasury bills in tapital market of the Republic of Srpska is RS
12 — T03, maturity 18 January 2013.
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the price range, the data show that the highesferan prices was realized in
the shares of Banjalka pivara Ltd. (350%), followed by the shares of JP
Elektroprivreda HZHB Mostar (295.85%), shares & frabrika duhana, Ltd.
Sarajevo (279.75%). Basic parameters of the movewfeshare index of the
Sarajevo Stock Exchange (SASX-30, BATX, and Banjaa_Stock Exchange
— BIRS) are shown in the table below:

Table 5: Parameters of index value share movement
for the period 1 January 2009 - 31 December 2011.

ELEMENTS SASX-30 BIRS BATX
Average Yield

-0,027 -0,017 -0,056
Standard Deviation

0,437 0,723 0,846
Min

878,09 KM 801,27 KM 333,13 KM
Max

1.098,38 KM 1.220,96 KM 492,13 KM
Range Max and Min

125,08% 152,38% 147,73%
Variance

3.381 8.994 4.835

Source Calculation by Author (Data on Price Trends om 8arajevo Stock Exchange,
and Banja Luka Stock Exchange Software Package: IMYSBT7.0)

Figure 1: Monthly movement of share prices in compsition of SASX-30 and BIRS
for 1 January 2009 - 31 December 2011 period.
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By looking at the table above, it may be noted #tiathree indices recorded a
negative value of average daily returns in thisigoerCircumstances of this
development were primarily affected by a macroeowooenvironment of
business, as well as the global financial crisise Tighest range between the
minimum and maximum values was recorded at the Biie&k index, as well as
the value of variance, which directly points toighler investment risk in a given
index in relation to the previous two. Volatilitf the SASX — 30 index was
lower, because the variance was lower and thusitske The tendency of the
observed share price movements of companies isrshgihe following chart.

From the data obtained, the correlation coefficimiatrix of shares within
the index SASX — 30 and BIRS was calculated forglegod 1 January 2009 -
31 December 2011.

Table 6: Matrix of correlation coefficients for shaes within SASX — 30
and BIRS indices for 1 January 2009 — 31 Decembef21 period

BHTSR | JPEMR| FDSSH JPESR  PBSBR  TCMIKR IKBISZTRKITLKM-R-A|BLPV:R-A

BHTSR| 1.000 0.083 0.051 0.059 0.074 0.036 0.086 0.013 25%0.0 0.024
JPEMR| 0.083 1.000 0.101 0.115 -0.071 0.039 0.012 0.007 .020| 0.074
FDSSR| 0.051 0.101 1.000 0.075 -0.001L -0.051 0.027 -0.9170.023 -0.023
JPESR| 0.059 0.115 0.075 1.000 0.054 -0.029 0.087 -0.004 .10 | -0.001
PBSBR| 0.074 -0.071 -0.001 0.054 1.00 -0.002 0.087 0.0010.207 -0.001
TCMKR| 0.036 0.039 -0.051 -0.029 -0.00p 1.000 0.0%2 -0.90%0.018 0.016
IKBZRKZ 0.036 0.012 0.027 0.037] 0.037 0.052 1.000 -0.082 0250.[ 0.002
SOLTRK] 0.013 0.007 -0.017 -0.004 0.001 -0.005 -0.0B2 1.0000.025 -0.002
TLKM-R-4 0.025 -0.027 -0.023 0.109 0.207 0.01f8 0.025 -0.09251.000 -0.083
BLPV-RA 0.024 0.074 -0.023 -0.001 -0.001L 0.01f7 0.002 -0.9020.083 1.000

Source:Calculation by Author

By looking at the correlation coefficient matrix,may be observed that the
majority of shares positively correlated with eather slightly and a number of
shares have a negative correlation, which provalegpod opportunity for a
diversification. In the reporting period, the stgest positive correlation is
evident between the shares of PBS Ltd. SarajevoTafekom Srpske (0.207),
while the strongest negative relationship is visilidletween the shares of
Telekom Srpske and Banjalucka pivara Ltd. (-0.088)ich is illogical because
they belong to the same market segment.

3.3. SML model and beta coefficients

Market shares of a company's lines can be displaigethe SML model of
individual shares, i.e. via where is the slopé¢he right and - intercept on
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the right y- axis. The slope and intercept of masgkeares of a company’s line is
displayed in the Table 7

Table 7: Slopes and intercepts of company share meeat lines

BHTSR JPEMR FDSSH JPESH PBSBRCMKR | IKBZRK2[ SOLTRKJLKM-R-A | BLPV-R-A

a | 01214 0,1587 0,0908] 0,1274 -0,3626  0,5193  0,6B0r,4186 | 0,0239( 1,5084

b |-0,0004 0,0005 0,0006 -0,0007 0,0018 0,0001 @®00® 0,0009| 0,0007 0,003%

Source:Calculation by Author

The Table above shows estimates of a regressige slad intercept of
company shares. The maximum slope of line direcbbrthe market is in
shares: SOLTRK3 and BLPV-R-A, and the lowest is itheshares: PBSBR,
TLKM-R-A and FDSSR. The slope coefficient is measlby risk aversion and
a higher slope makes aversion to risk higher, wttie intercept b shows the
size of yield when the market return equals zero.

In this paper, the calculation of the beta coeffitiwas obtained using a
regression analysis of the data on rates of rdturevery share separately and
for the corresponding stock market index. Likewsdjusted beta coefficients
were calculated for shares of companies. Tabléu8tiates the calculation of
adjusted beta coefficients and beta coefficients.

Table 8: Beta coefficients and adjusted beta coéffents for company shares

BHTSR| JPEMR FDSSH JPESH PBSBR TCMKBZRK2[SOLTRK3TLKM-R-A| BLPV-R-A

£ 0,12144| 0,15868| 0,09079 0,12764 -0,36257 0,519368072( 1,41862 0,02398 1,50845

£ 0,414298 0,439119( 0,393853 0,41842 -0,575p4 O,67Fl15387143 1,27907¢ 0,34938 1,338“:6

Source:Calculation by Author

Based on the calculation, it may be noted that omty shares, SOLTRK3
and BLPV-R-A, have a value higher than 1, whileestshares show tendency
to slower changes in relation to market changdbeshave a beta less than 1.
The shares of other companies have a beta valwevhkl The data on risk
premiums adjusted to beta coefficients are predeantthe Table below:

Table 9: Risk premium and adjusted beta coefficienbf company shares

BHTSR| JPEMR FDSSH JPESFlE PBSHBR TCNAKIBZRK2 SOLTRKBTLKM-R+4 BLPV-R-A

Prrfzri‘l‘('f 1,80% | 1,89% | 1,74% 1,82% 0,73% 2,68%  3,04%  4,6/% 19,4 7,39%
g | om 0,44 0,39 0,42 058 0,68 0,7 1,28 0,45 1,84

Source:Calculation by Author
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As it is observable from the Table above, sharegsetbeta coefficient is
the highest have the highest risk premium, i.e.tgtmof the following shares:
BLPV-R-A and SOLTRK3. The shares whose values endas to the market
value, i.e. whose value of beta is equal to 1, lswdlar market yields, except
the risk premium for shares with beta values lothan 1.

The CAPM implies that the risk premium of any séguor portfolio equals
the product of the market portfolio risk premiundareta coefficients of given
securities. A securities market line shows therrethat investors demand as a
function of the beta coefficient of their investrhefhe yield of the CAPM is
the security risk premium proportional to the betefficient. Thus, the CAPM
is the required rate of return for individual stsaom the SML line. In this paper,
the CAPM gives the following required rates of ratfor the observed shares
obtained by a regression analysis.

Table 10: Average annual and monthly return of compny shares by CAPM

Stope pc

CAPM BHTSR JPEMR FDSSR JPESR PBSBR TCMILR IKBZBRRTRK3[TLKM-R-A[BLPV-R-A

mjes&no | 2,47% 2,56% 2,41% 2,49% 1,40% 3,35%0 3,71% 5,34193,28% 8,06%

godisnje 29,64%| 30,72% 28,92%  29,88p6 16,80%  40,20%4,52% | 64,08%| 39,36% 96,72%

Source:Calculation by Author

According to the CAPM model, an average monthlylemate of return is
the highest with the following share symbols: BLRVA, SOLTRKS,
IKBZRK2 and TLKM-R-A. The required rates of returange from the lowest
yield (1.40%) to the highest yield (8.06%). Theuieed rates of return per year
are at a high level owing to a high volatility dfage prices in the capital market
of Bosnia and Herzegovina. A deviation of an averahare return of
companies in relation to the required return (CAPM))illustrated by the
following table:

Table 11: Deviation of return of company shares fron CAPM

BHTSR JPEMR FDSSR JPESH PBSBR TCMII(R IKBZRBQLTRK3 TLKM-R-A BLPV-R-A

| 2,53% 2,58% 2,41% 2,58% 1,319 3,38% 3,81%0 534% 79,2| 8,05%

Source:Calculation by Author

The following symbols of shares have the highesitp@ deviation from
the CAPM: BLPV-R-A, SOLTRK3, IKBZRK2 and TCMKR. Th#éollowing
chart shows the average deviation of return of @mgshares in relation to the
SML line.
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Chart 1: SML direction
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Source:Calculation by Author (Data on Price Trends on$lagajevo Stock Exchange,

and Banja Luka Stock Exchange Software Package: IMYST7.0)

4. Research results

The elaborated analysis in this paper indicatedab@wing characteristics

of the selected company's shares, as well as tok sharket in Bosnia and
Herzegovina:

The highest risk in terms of share price movemétgompanies are with
the following symbols: SOLTRK3 (17.32%), BLPV-R-&K.42%), PBSBR
(4.76%) and JPEMR (3.57%), while the following syisbhave the highest
risk in terms of movements of share market indeBsTX (0.85%) and
BIRS (0.72%).

The following share symbols had the highest avesagie in this period:
SOLTRK3 (0.63%), BLPV-R-A (0.27%) and PBSBR (0.18%)

The following shares had the lowest average yield®ZRK (-0.08),
JPESR (-0.07%) and BHTSR (-0.04%). A very dynamivement of share
prices in the capital market on Bosnia and Herzegobegan in the early
2005 and lasted until 2007, when the trend wasaoepl by a downward
trend in the late 2008. The impact of the globalnemic crises and the
overall macroeconomic environment in which to platte trade of
securities are taken as main factors for the falslware prices, which
resulted in the withdrawal of foreign and domestieestors, and finally a
fall in share prices.

The average monthly returns of selected sharesramilet indices are at a
very low level, i.e. their values are differenthging from negative to
positive values.
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« The SML model shows shares that have an aversioiskpdepending on
the size of a true coefficiemt In this research, out of 10 selected shares,

seven have a positive intercept on the axis and a positive meaning to
give a return when the market return is zero.
« An adjusted betaf*) with the share symbols SOLTRKS3 and BLPV-R-A is

higher than 1, which is a more pronounced movenoérd share return
given in relation to the movement of the marketdie

e Using the CAPM model, the required rates of retiamnall ten shares of
selected companies are obtained and they areather high monthly level.
The calculated deviation from the CAPM points te tlact that all the
shares of companies are overvalued.

5. Conclusion

Despite all limitations, the CAPM model provideg@od tool for making
decisions on investment in securities. Almost ailveistment funds and
significant investors use a modern portfolio theorymodels, which are its
direct extensions. The financial market in B&H iga@ung market, 10 years in
existence, characterized by a small humber of #&xsrsmall capitalization
relative to GDP and the lack transparency and digyiof certain shares. This
research takes into account the fact that therdvavestock exchanges in the
B&H market (Sarajevo Stock Exchange and Banja L&kack Exchange),
within a small market in transition, such as B&hpital market.

The research shows a high volatility, i.e. volatibf share prices during the
observed period. Likewise, the research has coafirthe basic settings for a
connection between the size of yield and risk: higher return is associated
with higher risk and vice versa. Given the volgtilof price movements, the
CAPM model requires a high rate of return of indival shares due to slower
reaction to changes in the market.

Looking at risk shares as measured by a standavéhtib® and beta
coefficients, it may be noticed that there is a@airrcorrespondence between
the average rate of return of shares with the@izearket share return.

The CAPM model is used extensively in developedriial markets and it
is expected that the development of domestic dapitarket, as well as
continuing the process of ownership transformatwat,increase the usefulness
of this model. Having in mind that investors oftese the CAPM model to
determine the purchase price, it is useful to ktiogvreal achievements of this
model, as the same cannot be uncritically applied,rejected a priori.
Therefore, it is necessary to clarify this vergatihodel, understand its
limitation and differences in the share price atdi for the model and the
value of shares obtained by other models to deterithie cost of capital.
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PRIMJENA CAPM MODELA U VREDNOVANJU
FINANSIJSKE IMOVINE NA TRZISTU KAPITALA BIH

Apstrakt: CAPM model predstavlja odnos ocekivanog prinosa 1
sistematskog rizika (pojedinacne) investicije, $to dalje znaci, uzimajuéi u
obzir generalni stav da se investitori na trzistu ponasaju sa averzijom
prema riziku (engl. risk averse), da visi nivo sistematskog rizika obezbjeduje
1 vis$i nivo ocekivanog prinosa i obrnuto. U ovom radu se istrazuje moguénost
aplikativne primjene CAPM modela u vrednovanju najlikvidnijih dionica
kompanija u sastavu indeksa SASX-30 1 BIRS-a.

Kljuéne reci: ocekivani prinos, beta Kkoeficijent, sistematski rizik,
nesistematski rizik.
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Abstract: The word quality is usually associated with the
quality of products, processes or business operations. However,
quality can be seen at the level of employees as individuals. This
kind of quality is known as personal quality. The main
assumption of this paper is that the quality of employees, as
individuals determines the quality of business, as a whole. The
aim of this paper is to show that the self-evaluation and self-
control of employees represent the basic condition and the first
step towards personal quality improvement. This paper briefly
presents a model of modern quality management, which
emphasizes the importance of personal quality. Before
demystifyng personal quality, the paper points out employees’
contribution to business improvement. Finally, the last part of
the paper refers to the research results concerning presence of
certain elements of quality management model in Serbian
enterprises, as well as the contribution of personal quality to
implementation of the mentioned model.

Keywords: management, quality, employees, personal quality,
check list.
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Introduction

In the last two decades, organizations have faiggtfisant changes in the
environment. Consumers are becoming more demanclmgpetition is intense
and the pace of technological change is fastethén portfolio of available
resources and capabilities each organization témdsdenity those that will
facilitate the struggle for the market, whetherist about firms, banks,
universities, insurance companies, etc. In accamlasith the technical and
technological developments of modern society, mdsessary to continuously
promote research and development processes in rdecrease the quality of
business (and as a result - quality of productssamdices). Employees should
be commited and fully involved in the process oélgy management, which
means that: they have power, they are motivated thegt have relevant
information at their disposal.

The basis of competition usually includes qualitgliability, price and
delivery time, although the quality mostly stands as a source of sustainable
competitive advantage. The reason for this view e®ifiiom the fact that the
reputation of poor quality lasts long and it ischém be changed. In this sense,
modern approach to management is focused on gualitsovement, as a factor
of business excellence.

Contemporary models of quality management are nomseiHowever, they
have some common characteristics: they promoteitguad a dimension of
competitiveness, emphasize the importance of cemtie quality improvement,
and observe quality in terms of meeting consumenasels and the like. The
fact is, however, that the quality viewed in iswlatis not sufficient to ensure
competitive advantage in modern conditions. In thigard, modern conditions
assume usage of the quality management model vihathdes the effects of
quality improvement, but also the determinants wéliy improvement with
emphasis on personal attributes or characterigtiemployees. One model that
is based on continuous quality improvement appraachemployees attributes,
as quality improvement determinant, is the "4P +3ntdel, developed by
Auckland (Oakland, 2004, 35).

Models and awards for quality management

The organization is excellent, if all of its stakéders are satisfied and,
thereby, their satisfaction is provided in an et way. Business Excellence
has become synonymous for a competitive advantbgeganizations and Total
Quality Management — TQM a way for achieving examtlresults in the future
or a way for providing sustainable competitivene@sier time the term
"business excellence" has replaced the terms ‘tgtuaind "TQM".
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In that sense, there are models of business emcellewhich lead
organizations to improve their performance andduieve the performances at
the level called “world class”. Managers of comgmsniin Serbia must
understand that the quality improvement and effiiciese of resources (with the
emphasis on process management and the respapsibiill employees), even
without major financial investment, can achieve agee business results
(Kljaji ¢, 2009). To provide this, enterprises have to ensur appropriate level
of business culture since it facilitates the acaepe of the new concept of
quality, new management strategies and philosophesvell as creating and
implementing their own model of business excellence

Quality Award, established by the Union of Japané&ssentists and
Engineers — JUSE in 1951, is based on a TQM apbrddids award is named
after E. Deming, an American statistician, profesand consultant who,
although known for his work in the United States bacome particularly well
known in Japan, where since 1950 he has been tagghp management how
to improve design, product quality and sales, thhoistatistical methods
(Phelps et al, 2010). In gratitude to the Demirfigendship and contribution to
the development of Japan, Deming’s Prize was asteddl in 1951. The criteria
under which the applicants have been evaluatecbased on Deming’'s 14
points (Reid et al, 2000).

The American response to the Japanese qualityueolwas: (1) blocking
of imports from Japan - which has not caused comssiand public sympathy,
nor has contributed to increasing the competitisenef U.S. companies, (2)
joint ventures - in which the Japanese partnerusaslly the dominant role in
the production, and American in marketing (whiclkrgga better result from the
prohibition of imports from Japan), (3) improvinget quality by copying the
Japanese experience - where the results generatly unsatisfactory, and (4)
introduction of Malcolm Baldrige Quality Award (Madlm Baldrige National
Quality Award ) — in the 1980s, when the qualitycdme a fashion hit in
America. In August 1987, the U.S. Congress intreduthe well-known State
law 100-107, which was launched through the prajatied “Baldrige National
Quality Program”, within which was established tif®rementioned Quality
Award, which is still awarded to U.S. companies dotstanding performance
(www.baldrige.nist.gov).

The European Foundation for Quality Management @ERvas founded in
1988, by 14 European multinational companies, tithaim to create a modern
management model for improving the performanceEwbpean companies to
increase their competitiveness in world marketearily compared to the U.S.
and Japanese companies. In 1991, European FounétatiQuality Management
introduced the European Foundation for Quality Mgmaent model and
established the Quality award the first time it w&grded in 1992. This model
assumes that excellence can be provided throughtyqué leadership and
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strategy of the company, which can be realized eovith adequate resources,
processes and employees. If these five elemert®i($ indicate the success,
then the results, which are reflected in satisfactdf customers, employees,
shareholders, society and the company as a whdlebavcloser to ones that
those stakeholders were expected (Andjelkovic Retsat, 2005).

The Fund for Quality Culture and Excellence - FQSEa national non-
profit organization, which manages the national rawfar business excellence
in Serbia — “Oscar for Quality” and creates a mddeimplementation quality
management principles and tools in practice. ThedRor Quality Culture and
Excellence is a member of the European Foundator@iiality Management
since 2003 and, since the very beginning, it furdmvances its own model of
excellence (which is based on the European Fowrdafor Quality
Management model). In this sense, the Oscar falituas a national award
for business excellence, designed according t@titeria of European Quality
Award, is awarded to the profit and nonprofit ongations, as an independent
and neutral award for outstanding results achigndtie field of development
and improvement of quality and business excellém&erbia.

“4P+5C” quality improvement model

Mentioned models for quality management, are piilgnaiocused on
implementation of principles and philosophy of diyalmanagement. Therefore,
they may be used or supported with other modelgdatity management. One
of them is the "4P+3C" model for quality managemavihile the models upon
which the awards are established show where thelggns concerning quality
and business excellence arise, “4P+3C” model sthmmsthey can be resolved,
and emphasizes the elements that are a base feolthieon of every problem.

This model assumes that quality of the processéseisleterminant of the
quality of products and services for internal oteexal customers (users), and
consequently the determinant of the satisfaction ather constituents
(stakeholders). In this sense, the quality of ttoegss affects the performances of
the company as a whole. On the other hand, thetyual the process is
conditioned by the quality of planning, and theliuaf people (employees), or
their knowledge, skills, abilities (Oakland, 20@8,8). Thus, it may be said that
the planning, people and processes are the keyeetsrfor ensuring quality of
products and services, and the condition for imppwerformances at the
enterprise level. These four elements are the Ipasiulates of the model, which
may be called “4P” model, considering the firstdet of the elements.

Planning in function of quality management implikat the importance of
improving quality has to be stated in the missiod aision of the company,
and consequently, that the strategy for quality rowpment has to be
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formulated and organizational structure transformiadorder to support
continuous quality improvement. Planning also imesl the construction of
process and product quality in terms of their desig

Processes are the link between organizational ahitse enterprise, as well
as between the enterprise and its external coesti&uprimarily customers and
suppliers). They combine the skills and resourcea certain way to ensure
value creation for customers. In order to increeakie for customers it is
necessary to establish a system for continuouspsamprovement, in terms of
decreasing time, reducing costs and increasingtgual

When it is about employees the emphasis is on teakypwnnovation and
continuous learning and training. Continuous lesgnand development of
employees are the conditions for their involvemémi the process of
improvement.

The last element of the model refers to measuhagey performances and
taking actions for their improvement. When it comesperformance as a
postulate of the model the main idea is establisitmef performance
measurement system, such as the Balance Scoredate, when it is about
processes, the main idea is establishment of amy$br their continuous
improvement. Starting from the fact that the resafteach employee directly or
indirectly affect the satisfaction of customers péygees have to be introduced
with the importance of measuring and improving periance at the individual
level.

These four postulates are “hardware” of the mdalearing in mind that the
hardware is useless without software, the abovéauladss have to be upgraded
with the “software” that includes culture, commitmheand communication, or
“3C” (see Figure 1). These three elements makentiodel different from the
quality management models that are the basis fer awards for quality
management. This model suggests that employeesapjttopriate knowledge,
skills and commitment are the basis for providilg tresults within other
elements that constitute the “hardware” of the rhode

Culture is an element of support for continuousrismpment of operations
and is referred to as a business or organizaticuiadre. Value system and the
way that employees’ behave as elements of busougse must be in function
of quality improvement. In that case, businessuceltmay be called quality
culture. Quality culture means that employees perfthe activities as they are
their owners, and in doing so, employees who perftite following activities
as viewed as internal customers, whose satisfastionld be provided.
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Figure 1:"4P+3C” quality management model

Communication

Commitment
Performances

People Processes

Source:Oakland, Oakland, 2001

Employee commitment is a condition for providingittouous improvement
of operations. However, employees’ commitment isddmned by their
motivation and involvement into the improvement cass. Employees’
commitment to a large extent depends on the raktiip with their superior
(manager) and, therefore, it is desirable thatnia@agers act as leaders or role
models for employees. Managers have to guide ardtdand not only to give
instructions to the employees and monitor theifgperance (Summers, 2009, 54).

Communication between employees must be free, degsr of their
position or the hierarchical levels. Employees neethlk to each other about
strategy of the company, operations they perfornoblpms that they are
encountered, because it is easier to solve prob&rdsprovide improvement
when employees talk about them.

The company has to establish cooperation relatipastvith customers,
because it is the only way to identify their wishesd requirements. The
demands of consumers must be the basis for stingt(designing) of products
and processes. Managers have to foster cooperaitiortustomers and provide
a continuous adjustment of value proposition adogrdo changed or new
customer demands.

Considering that the activities connected to qualinprovement are
directed towards the customers’ satisfaction, they an essential and critical
element of the model. Although customers’ satigfacican be classified as
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performance, due to the importance of their satigia for the sustainability of
competitive advantage, it is desirable to obserustamners as a separate
element of the model. Thus, the model becomes “@P+4bdel.

This model can be improved by adding another “@t tefers to costs, in the
sense that in the process of selection of supplpgise is not the only element
that should be taken into account, but the totatscmcurred in connection with
the procurement and usage of materials. Total coseddition to the purchase
price of materials, include the costs of qualitptcol and the costs of inadequate
material quality. Costs of material quality contreler to quality assurance, while
the costs of inadequate material quality occuhéndase of returning the material
due to the poor quality. With quality, reliabilignd delivery time, costs are a
significant determinant of customers’ choice (siggiife 2).

Figure 2:"4P+3C+2C” quality management model

Costs anc
Customers

Culture + Commitment
+

Communication

Planning + Processses + People
+
Performances

The elements identified as “3C” represent the cotime tissue of the
quality management model, since they ensure trsguni¢planned) and realized
(processed) quality corresponds to the qualityufest that customers expect
and to cost efficiency that the company wants tueas@. The original model
shown in Figure 1, in the spotlight places the grenfinces while, according to
the improved model, performances are the basiseftsuring customers’
satisfaction keeping in mind that these are théopmances at the process level.
In this sense, the original model becomes “4P+3C+@C"4P+5C” model.
Presented “software” of the model (culture, comroation, commitment) is
actually a manifestation of the characteristicseaiployees, as part of the
“hardware”. Proceeding from this, “software” can Ilwdbtained through
improving the personal and individual qualitiesiod employees.



162 Milojevié et al./Economic Themes, 51 (1): 155-172

The role of employees in quality improvement process

The role of technology, and in this regard of engpls’ education for usage
of the same, in the companies that are focused uatityy becomes more
pronounced. The research and development functientd be in function of
quality improvement through continuous improvemehtusiness processes,
products and services. In this way the opportuitee improving the market
position may be created, because experience shuatsat large number of
defects (75%) that occur on a given product (amdeflore the highest cost),
mostly are rooted in research and development pspcer during product
defining, planning, developing (Stojilikovic, 199@3). In later stages, the
percentage of error emergence is lower, or mistatked occur during
production, mostly occur as a result of previouslgde mistakes. That is why
the greatest opportunities for product quality ioy@ment and costs reduction
are in the research and development process, dédlse when the product is
already at the market. Thus, education for reseaaod development
increasingly takes on the dimension of the edunafitw quality, because the
quality is still the leading factor of competitieglvantage in the global market.
It must be based on the basic principles of managémnd marketing, quality
management and information technologies, becaugdrothis way businesses
and the economy as a whole, can occupy a stabigopas the market.

ISO 9000 standards, namely 1ISO 9004, contain vewy frovisions that
explicitly refer to employees or to human resourcHsis standard regulates
only certain segments of the human resources tbatribute to quality
improvement.

However, the key to success is not in obtainingifastes confirming the
implementation of the appropriate standards, btherain promoting the
learning process by managers, through it sinitietsupporting and facilitating.
According to Juran (Juran, 1989), the most imparéement of change in the
development of modern Japanese business conceptawaassive training
program. Japan's experience in implementing quaitgle, in which all
employees are included, may be transferred, witloyt investment, into the
practice of any business. In this concept classjoality control disappears, but
the employees involved in the implementation otaiaractivities control the
perpetrator of the previous activity, which preefurther operation on already
defective unit, and enables the correction of idiedt non-conformities, if that
is technically possible.

Speaking to a group of directors from the Uniteat&, in 1988, Konosuke
Matsushita said: “We will win, and you will lose Your companies are based
on Taylor principles ... You firmly believe that @b management means
executives on the one side and workers, on the sttle: on the one side man
who thinks, and on the other man who might just kwdfor you, the
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management is the art of transfering the ideasti@dands of the workers ... For
us, management is putting the intellect of therenéibor force in the service of
the company” (Brown, 1996, 197). This ferociouaektof Matsushita offered the
greatest challenge to the traditional approachradyzction: the transformation of

the syndrome “us and them” to a holistic managenagmroach. Under this

approach the success of quality improvement depemoafsrily on the degree of

authority employees. This means that the quality tembe a concern of all

employees, and they, depending on the degree lobrityt must master certain

tools and techniques related to quality improvement

In addition, the employee would be able to takgatives to improve quality,
esspecially quality of the activities they perfoiifrthey are aware of their skills
and abilities, and faults and mistakes. If qualgynot incorporated at the
individual level, it will never become a part ofetiicompany culture. Therefore,
quality must begin with individuals, or at the pmral level. In this sense, it can
be said that employees who embrace quality assaparvalue and commitment
will have greater chances to achieve or exceed gwal to fulfill the expectations
that others have towards them. In doing so, ihjgartant to note that the personal
quality has to be promoted by managers, who hatgtdight the importance of
quality management through personal example.

Personal quality improvement

Personal quality is based on personal charactarisfi individuals. Those
characteristics define the personality of the eygds as individuals and
essentially a way of their behavior. For exampddiability and patience are the
employees’ characteristics that make them desirai@enbers of the teams.
Apart from these, desirable characteristics includenesty, perseverance,
flexibility, kindness, intelligence, leadership tlemsiasm and good humor.

Personal quality involves the use of quality comcemd quality
management in everyday life and work of individualtie importance of
personal quality comes from the fact that the qualf the business as a whole
is determined by the quality of individuals - empes who are involved in it.
Personal quality is based on the philosophy of modpiality management
concepts, or on the view that everything that sthdod done, should be done
without a mistake. This philosophy means that eawiployee may perform
better the activities that are entrusted to him/her order to ensure the
satisfaction of those who interact with him/her (@se the results of his
work),but also to ensure their own satisfaction.pioving the work of
individuals provides the significant savings of Fpenal resources of employees
(primarily time), but also of company’s resourcés.this sense, improving
personal quality is tightly connected to the ati#uof employees that
continuous search for a better way for realizatibactivities is necessary.



164 Milojevié et al./Economic Themes, 51 (1): 155-172

Identification of better ways for realization oftiaiies includes previous
identification of the mistakes and defects thatuncxs results of the mistakes.
However, the fact is that the word “defect” has ateg connotation for the
employees in the sense that they would rather t@eg of what has been done
properly, but what was done wrong or unnecessagy, thie most of employees
commonly perform activities in the right, and nat the wrong way and,
therefore, it is easier to practice counting of thistakes or errors. Counting
errors may be uncomfortable for employees, bug the only way to note their
existence and to become aware of them. Countigsels also precondition for
their avoidance or reduction in the future. Througkioiding mistakes
employees provide personal satisfaction and becausea pleasant feeling
when the operations are implemented without erorgithout their repetition
or solving problems that occur as a result of tiners.

Acceptance of the concept of a personal qualityiges the context where
quality is a part of business culture. In this gemmersonal quality represents a
springboard for providing quality culture. The cept of personal quality is
very important for self-evaluation. The results s#fif-evaluation can have a
much stronger effect on behavior change and the employees work,
compared to traditionally used sanctions that ctrova the superiors.

Personal quality checklists enable employees tatera habit to follow and
improve the activities which will enable them tali@ease the level of personal
quality, and quality of work of employees with whothey interact, and
consequently the quality of the enterprise as deviiRersonal quality checklists
are suggested by Roberts (Harry Roberts) and Seiges (Bernard
Sergesketter), professors of statistics and qualaypagement at the University
of Chicago. According to them, each employee whoés his own personal
quality checklist must share their work habits i@ groups (Roberts et al,
1993): habits that contribute to reducing the nundjedefects and habits that
enable the reduction of activity. Habits from tlivstfgroup should be rejected,
because in this way an employee avoids or redueasion, stress and
frustration: rejection of these habits, also cdmiies to time savings. These
habits are most often associated with activitieg gre not performed correctly
the first time (and therefore should be correctedepeated), or performing
activities that are not necessary (activities tlahot add value). Habits that can
be classified into the second group are thoseghatild be adopted, because
they, although involve additional time and effdinally contribute to easier and
faster performing of the activities. These habit® aisually related to
information concerning methods for performing aiti#g, continuous learning,
accepting advices and suggestions and the like.
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The role of employees in improving quality of Serbian enterprises

The need for demystification of the presented mod®l quality
improvement, and highlighting the role of employa@esprocess of quality
improvement occurs as a result of neccessity abi&erenterprises’ inclusion
into the world economic flows, increased and infieats competition and the
need to establish long term cooperation with doimestd foreign with partners
(for example, in form strategic partnerships). fdey to provide a place at the
global market, either alone or in collaborationhaibreign partners, enterprises
in Serbia have to be familiar with models and cgitgen which successful
businesses are based worldwide. In order to anahepresence of certain
elements of the “4P+3C” model in the companieserbta empirical research
was conducted. The research comprises 60 compahi@ssen randomly. This
sample may not be entirely representative, butnyn @ase it is informative
because based on it one can estimate if the mamabeompanies in Serbia are
aware of the importance of continuous quality iny@rment and, in particular,
of contribution of employees or of the need for ioy@ment of employees’
personal quality.

Table 1 shows the results of descriptive statistregarding the
representation of the elements of the mentionedeirfod quality improvement.
It seems that the process orientation is preserithencompanies in Serbia,
because the highest average mark (scale from }litor6corded for the claims
related to processes, such as: “business processeislentified” (4.15) and
“methodology for process performances measuretisedéfined” (4.05). For
these claims standard deviation is the lowest, Wwhmeans that answer of
managers are pretty consistent (less deviate) cmup#@o the answers
concerning the other claims.

Such statistics could lead to the conclusion thaicgss orientation is
present in the Serbian economy. However, this caimh cannot be accepted
without reservation, because it is suspected teatrtanagers have given higher
marks for the claims related to the processes anfdpnances (as elements of
the model) in order to highlight their presence relation to allegations
concerning the other elements of the model, whielsgnce is at the extremely
low level.

Claims related to employees and communication lGaeents of the model)
had the lowest average rating (3.12 both), whicla ibig handicap for the
companies in Serbia, because continuous trainimgnpiioyees and exchange of
knowledge and experience through free communicasien prerequisite for
creating intangible resources as the basis for etithge advantage in modern
conditions. Bearing in mind that all “C” model elents represent attributes of
employees (communication, culture and commitmeanty that they got very
low average marks in the empirical analysis, pramgothe personal quality
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concept, at all hierarchical levels, is very sight. In addition, the
implementation of the personal quality concept nmatsirt from the highest
hierarchical levels, and managers have to giversopal example in order to
show that one should start the introduction of ¢esn by changing
himself/herself first (“first sweep in front of oisehouse”).

The approach of command and control is still vencmpresent in Serbian
enterprises, and, therefore, the communication thaans “friendship at a
distance” for now seems unrealizable. Also, the @mgyment of employees
and funds for their training and education arethetthing that the companies in
Serbia could boast of. If one takes into accouetftitt that knowledge is the
only in exhaustible resource or the resource taatbe constantly upgraded and
enlarged, and complemented with experience andsskilis not difficult to
understand why it is important to invest in tragimnd development of
employees. In this regard, funds for training amdetopment of employees
should be viewed as an investment rather than@enses.

Table 1: Assessment of the claims concerning presenof “4P+3C” model elements

Std.

Claims Aver. | Me | Mo Freq. | .. Histogram

Improving the . "
quality is a part of| 3,56 | 3,50 | 3,00 25 1,18 : -
the strategy

Business processes .
have been 4,15 | 4,00| 5,00 25| 0,96 : -
identified :

Employees
continuously ’
improve their 3,12 | 4,00| 3,00 19 1,15 ¢~
knowledge and

skills

Thereis a
methodology for
measuring process
performance

405 | 400| 400 34| 084 "
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Claims Aver. | Me | Mo |Freq. (?éc\i/

Histogram

Value system is
transparent and
respected by
employees

3,98 | 400| 4,00 29 0,915“

The system of
compensation is i .
motivating and | 3,64 | 4,00 4,00 25| 1,13 ¢
leads to employees
commitment

Communication
between employeés .
is free at the 3,12 | 4,00 3,00 31| 0,99 i«
horizontal and .
vertical level

Since the development of employees and employdes'acteristics that
refer to communication are the elements of the inaité the lowest average
marks, according to managers in, managers werel @skeate their personal
characteristics, trying to be as objective as [ssiThe results obtained by
descriptive statistics are presented in Table 2:

Table 2: Evaluation of presence of employees’ desible characteristicts
(personal quality)

Claims Prosek Me Mo Frek. (?td'
ev.
|Affability | 445 || 500 | 500 | 35 || 077 ]
|Availability | 43 || 500 | 500 | 34 || 0,95 |
|Persistence | 4,35 | 5,00 || 5,00 || 34 || 0,95]
[Flexibility | 420 || 400 | 500 | 29 || 079 ]
[Enthusiasm | 427 | 4,50 || 5,00 || 30 || 0,92]
[Sense of humor I 4,19 | 4,50 || 5,00 || 30 || 0,90
|Confidentiality | 393 || 400 | 5,00 || 23 || 1,02 |
Sincerity | 387 || 400 | 5,00 || 26 || 0,98 |
[Kindness | 375 || 400 | 5,00 || 23 || 0,97 |
Self-control | 361 || 400 | 5,00 || 17 || 1,10 |
Respect other people’s 3,56 4,00 3,00 19 0,99
opinions ' ’ ’ ’
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Based on data presented in Table 2, it can be woed! that managers
believe that their personal values are: affabilty45), availability (4.38) and
persistence (4.35). In the middle of the table #exibility (4.29), enthusiasm
(4.27) and a sense of humor (4.19), while the lowated are the following
characteristics: honesty (3.87), courtesy (3.7%/f-control (3.61) and
respecting other people’s opinions (3.56). As gaishow, it is quite obvious
that there is need for the improvement of persqnality. It is expected that the
improvement of personal characteristics of manadeus then of the other
employees, may contribute to the improvement ofroamication as one of the
“C” elements of the model, but also to the improeetof knowledge and skills
of employees as one of “P” elements of the modélpse presence in the
Serbian economy is evaluated with the lowest marks.

Bearing in mind that the desirable characterist€semployees are the
elements of their personal quality, it is assumkedt tthe improvement of
personal characteristics will have a positive intpac the “software” of the
model, or on “C” elements of the model, as thewnteelto the employees as
individuals and enterprise members. In this setise, analysis concerning
descriptive statistics is complemented by usj2gtest. The following two
hypotheses are defined for the application of téss:

« Ho: there is no correlation between average maarhents that make the
“software” of the model and the average marks opleyees’ personal
characteristics, and

e H1: there is a correlation between average mamdeyhents that make the
“software” of the model and the average marks oplegees’ personal
characteristics.

Values of the characteristics (average marks ofetements that make the
“software” of the model and the average marks oé tBmployees’
characteristics) have been polarized. In Tableh8, feature “elements” zero
indicates an average marks less than 3 and oneeaage mark 3 or more. The
same is done for the feature of the “charactes’tizero indicates an average
marks less than 3 and one an average marks 3 @).nidre basis for grouping
companies into two categories (those with the aeemmark less than 3 and
those with an average mark 3 or more) was thetlfiattcompanies in which the
average marks for elements and characteristichigher than 3 already have
been taking actions to improve business quality, that the observed elements
and characteristics of employees are already etatively satisfactory level.

The results ofy2 test show that, for the significance level 0.@ljs
necessary to reject the null hypothesis. This tabse the realized value is less
than 0.01 (0.001 <0.01), which means that betwlenobserved features, in
this example, the average marks of elements th&erttee “software” of the
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model and the average mark of employees’ charatitey; there is dependance
(Table 3).

Table 3: Establishing the relations between averagearks of the elements that make the
“software” of the model and the average marks of eployees’ personal characteristics

elements
0 1 total
Employees’ 0 8 15 33
characteristics 1 22 5 27
total 30 30 60

»* test statistics: 11.2856

Number of degrees of freedom):(1
Tabulation value (significance level): 6.635
P-value: 0,001

Conclusion: H is rejected at the risk of 0.,01

Contingency coefficient: 0.429

As the maximum relationship strength is 0.707, ieams that the
contingency coefficient, which is equal to 0.429jicates a strong relationship
between the observed features. This result repiei@nfoundation of the claim
that the improvement of personal characteristiceraployees can provide a
positive impact on the elements that make the Viso#” of the model
(communication, culture and commitment) and, consatly, on the other
elements of the model (if the idea that three elgmare the connective tissue
of all resources and the base for providing thelltesof the elements that
constitute the “hardware” of the model - plannipgocesses, performance,
employee, is accepted).

The results ofy2 test will be checked through future research,ctwhs
planned on the same sample, after 6 months, beeringnd that each of the
surveyed managers has a task to record the marfgerebnal quality on the
weekly basis, in order to identify the trends, #mgl impact on the elements of
the “4P +3 C"the model. Certainly, one of the obka of this research is
subjectivity of the respondents, but given the agndty of the survey, it is
expected that this subjectivity is minimal, and ténms of statistical analysis,
negligible.

Conclusion

Today, when at the economic scene remain only &sl flexible
companies, it is important to strive for changesticwally, with the task of
producing quality and cheap products, by increatiiegefficiency of business
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processes and procedures with final aim to ensustai®able growth and
development. The company must hbmmmitted to long-term quality
management, including qualiffanning and quality improvement. Long-term
commitment to continuous quality improvement inesha change of business
culture so that it promotes the philosophy of “zero deféar proper conduct
of activities for the first time (quality at the wwge). Such a culture involves
teamwork and establishing a freemmunication between employees and
between company and its consumers and supplieze. d&immunication is also
a condition for successful implementation ppbcess orientation and process-
based management. Investingemployee development and empowerment is a
condition of their inclusion into the process ofntiouous improvement.
Continuous improvement is in function of increastmgtomer satisfaction, and
companyperformances in general.

Improvement of the business cannot be achieved owttipromoting
teamwork at all levels of the company, and ensuifirggcontinual participation
of employees at all levels, too. This is in comptia with the expectations that
the company has towards employees — to take ansiildy for the activities
they perform, to be team players and to increaséetrel of personal quality.

Bearing in mind that managers should act as leaden®se behavior
consciously or unconsciously employees imitatis, desirable that the initiative
for the improvement of personal quality and therfation of personal quality
checklists starts right from them. Managers mustize that the personal
quality is the basis for providing quality of thetigities at each workplace, and
consequently, the requirement for providing busingsality. In this sense,
promotion of the quality concept should not be rdgd as an activity for
influencing the employees, but as something thatilshbe done and provided
together with the employees.

The importance of personal quality indirectly isitoned through models
accepted as the basis of quality awards, since iureaources are very
“valuable” criteria. EFQM model especially emphasizthe importance of
employees and their attributes in terms of knowdedikills, communication,
experience, because it incorporates the dual steicf the points. Specifically,
employees are included in the model as a factam driver of the expected
results, and as a result in the sense of thesfaation and commitment. When
the managers of enterprises in Serbia realize tieete of appreciation and
development of all seven elements of the “4P +3nGtlel, it is more likely that
they will launch the initiative for the implemeritat of modern concepts of
quality management, in order to achieve businessliexce.
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KARAKTERISTIKE ZAPOSLENIH KAO FAKTOR
UNAPREDENJA KVALITETA POSLOVANJA

Apstrakt: Kada se govori o kvalitetu, obi¢no se ima u vidu kvalitet
proizvoda, procesa ili poslovanja preduzeéa. Kvalitet se, medutim, moze
posmatrati 1 na nivou zaposlenih kao pojedinaca. U tom slucaju govori se o
licnom 1ili personalnom kvalitetu. U radu se polazi od pretpostavke da je
kvalitet zaposlenih, kao pojedinaca, determinanta kvaliteta poslovanja
preduzeéa kao celine. Cilj rada je da pokaze da je samoevaluacija i
samokontrola zaposlenih uslov 1 prvi korak ka unapredenju licnog kvaliteta.
U radu je ukratko prezentovan jedan od savremenih modela upravljanja
kvalitetom koji upravo istice znacaj licnog kvaliteta. Pre demistifikovanja
ideje licnog kvaliteta, u radu se ukazuje na doprinos zaposlenih (kao
pojedinaca) unapredenju kvaliteta poslovanja. Konacno, poslednji deo rada
prikazuje rezultate istrazivanja zastupljenosti pojedinih elemenata modela
upravljanja kvalitetom u preduzeéima u Srbiji, kao 1 doprinosa li¢cnog
kvaliteta implementaciji navedenog modela

Kljuéne reci: upravljanje, kvalitet, zaposleni, licni kvalitet, cek lista.
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UDC Abstract: This paper addresses and examines some aspects of
658.8: marketing organic food products. Our aim was to analyze production
631.147 and trade flows and create a marketing model for organic food
Review paper products. More than 1.8 million producers in 160 countries all over

the world are involved in organic production. In 2009, there were
37.2 million hectares of land under organic production, with a
growing trend at the rate of 12%. In 2010, the world turnover in
organic products amounted to USD 58.9 billion, showing a rising
trend at the rate of 10.9%. The turnover in vegetables, worth USD
19.5 billion, participates with a 33% share in the total market value.
Leading market segments in the world market for organic products
are fruits and vegetables, bread and grains, beverages, milk and
meat. Organic agricultural products are of high quality, safe, and of
higher nutritive value. Organic products contain more minerals,
particularly potassium, calcium, iron, magnesium, phosphorus and
vitamin C, and less nitrates than conventional products. Costs of
organic production are higher and differences are stimulated by
premiums. The share of traditional channels with retail chains for
the distribution of organic food is increasing, while the share of
specialised and other distribution channels is decreasing. The
potentials lie in stimulating the development of high quality,
certified, safe, and strictly controlled organic food, as well as its
production and processing. It is extremely important to focus on the
legislation related to marketing, development of recognizable
brands, broader product assortments, as well as attractive designs
for domestic, regional and global markets
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Introduction

The demand for organic products led to the devetopnof organic
production, thus adding the ecological aspecti¢oalready present economic
and ethical dimensions of production. Organic potslumarketing implies the
placement of certified organic food products in tharket, in order to meet
consumer needs, generate profit and preserve tii@ement.

Sustainable organic agriculture is a way of préidacwhich improves the
quality of our living environment in the long ruas well as the resources on
which the whole production is based. Furthermdrsatisfies the human need
for food and fibres is economically viable and ioyes the quality of life of
farmers, their families and society as a whole {¢,aB., 2008). Organic
agriculture implies a method of sustainable, irdégpl, ecological production
which brings high quality, safe, strictly contrallend certified food, “from
field to market”, in order to meet consumer neg@serate profit and preserve
the environment (Babo#i2008). Organic production is based on the primesipl
of health, ecology, fairness, nurturing and welfare

According to Kotler, “marketing is the delivery ofistomer satisfaction at a
profit” (Kotler, 2000). Demand is the essentiahedmt of the organic food market.
The rising demand for organic food products shdod analyzed from the
perspective of advantages of high quality, safe aartified food to conventional
food products. Organic production requires thatipeers observe ecological and
ethical principles in production and provide constsrwith high quality, safe and
certified products in order to generate profit preserve the environment.

When determining cost-efficiency of organic prodmet in comparison
with conventional one, the factor of additional kityaof organic products
should also be taken into account. However, theedti;ydemand for organic
food products is satisfied by import, due to st/ levels of organic production
in Serbia. The good quality of soil, water and amall agricultural holdings,
regional distribution of organic production, as has appropriate organisation,
supply management and financial incentives- all reggnt important
prerequisites for the development of organic foamipcts.

Research indicates that the consumption of orgaoid is influenced by a
number of factors, such as: consumer income, ptoguice, personal
motivation of consumers, the degree to which comsanare informed about
products, product safety, quality, taste of progduptoduct range, availability,
distribution channels and consumer habits. It is=Beary to educate consumers
and intensify promotional activities related to amg products and their
characteristics and advantages. Some authors einphiat there is a growing
demand for products in approved packages and wittificates and logos for
organic products (Baba¥i2008, Vlahow, 2010, Leifert, 2010).
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Research aim and method

The aim of this research is to observe and anglyaguction and trade with
organic products, to create a marketing model “friiebd to market” and
discuss certain aspects of marketing mix of orgarmducts.

The research method applied in this paper was gatwve and qualitative.
Statistical publications, scientific studies, resbhapapers and all available
literature related to the topic were used in tharse of our research. When
trying to determine the economic efficiency of arga production, in
comparison with conventional production, the faotéradditional quality of
organic products should also be taken into account.

Marketing model for organic food products

The production of safe organic food has been stipdl by law and implies
controlled and certified production “from field tmarket”. The proposed
marketing model has both theoretical and practicglortance, particularly
when put in the context of strict control and dardition of production process-
all the way from the purchase of production inpthspugh the very process of
organic production, buying and selling, processprgduct commercialization,
organic products’ distribution channels and, fipalto the consumers or
buyers.Na razvoj proizvodnje organskih proizvod&wtmikroekonomski i
makroekonomski faktori. U mikroekonomske faktoreadggju reonizacija
organske proizvodnje, dobawjainputa za organsku proizvodnju i preradu,
kanali distribucije, finansiranje, ekonomika i dogli efekti organske u odnosu
na konvencionalnu proizvodnju i preradu. U makroekoske faktore spadaju
zakonodavna regulativa, subvencije, &t sluzbe, inspekcija, sertifikacija
proizvoda i informisanost potroa¥a o0 prednosti potro3nje organskih
prehrambenih proizvoda (Sudarg\v2010, Babow, 2008, 2011).

Table 1. Marketing model for organic products

PURCHASE MARKET
MARKETING RESEARCH, INPUTS, TRANSPORT,

-DOMESTIC AND STORAGE, QUALITY CONTROL
INTERNATIONAL-

Resources, agro-technology, products, transporageo
ORGANIC AGRICULTURE own consumption, direct sales, quality control, and
certification.

BUYING AND SELLING Products, sales, transport, storage, quality cbntro

PRODUCTS

PROCESSING ORGANIC Resources, food technology, products, transporage
PRODUCTS quality control, certification.

COMMERCIALIZING Transport, storage, commercial technology, pregarin

PRODUCTS products for sale, quality control.
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DISTRIBUTION CHANNELS Direct channels: farm sales, standing order, greenmarkget
AND MARKETING OF sales, fair sales, organic product stores and sitofasm
ORGANIC PRODUCTS holdings.

Indirect channels: wholesale and retail sales.

Wholesale: product purchase, transport, storage,
wholesale, tourism and catering, large consumetail r
sales, quality control.

Retail: organic product sales in supermarkets and
hypermarkets, organic food shops, organic foododist
stores, specialised shops, health food shops, Setipyy
organic teas, spices and herbs, eco-stores sdHiing
products, meat and eco-bakeries, quality control.
Soecial channels: supplying hotels, restaurants, cafes,

canteens and cafeterias, schools, kindergartespijthts,
the military, eco-tourism, quality control.

Import and export: products, transport, storage, trade,
buyers, quality control.

SALESMARKET

Delivery of satisfaction to consumers
-BUYERS (CONSUMERS)- y

Both micro and macroeconomic factors influence tevelopment of
organic production. Microeconomic factors includegional focusing of
organic production, suppliers of inputs for organic production andgassing,
distribution channels, economic and additional fieef organic production as
opposed to conventional production and procesditgcroeconomic factors
involve legislation, subsidies, expert servicespattion services, certification
of products and awareness of consumers about tentgdes of consuming
organic food products (Sudaréy2010, Babow, 2008, 2011).

World trends and flows in organic production and trade

In 2009, organic production was organised in 160ntdes all over the
world, covering the area of 37.2 million hectarescl(gding the soil under
conversion) with a growing trend at the rate of 1(@gure 1)

The largest share of areas under organic produittitotal agricultural areas
was in the European Union — 4.7% (Europe 1.9%), Bagania this share was
2.8%, Latin America 1.4%, and other regions hadeshanging from 0.1 — 0.9%.

Over a ten-year period, areas under organic pragugicreased 3.4 times
(Figure 2). In the last three years, areas undgaindc production dynamically
increased in South America by 34.3%, in Asia byl%¢.in North America by
22.7%, in Europe by 22.4%, in Africa by 11.1% amdQceania by 0.8%.
Oceania has the largest area of land under organiguction, amounting to
12.2 million hectares, while Europe and South Agwtiave 9.3 million and
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8.6 million hectares, respectively. Such rise ieaaunder organic production
resulted from a growing demand for organic produatsl the intention of
producers to produce high quality, safe, certifiedd and attain larger profits

and protect the environment

Figure 1. Regional distribution of organic production areasin 2009
7.19% 2-8% m Oceania

32 6% = Europe

9.6% . .
M Latin America

= Asia
Northern America

23.0% Africa

24.9%
Source: FiBL & IFOAM Survey 2011

Figure 2. Changesin areas under organic production globally
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Source: FiBL IFOAM and SOEL 2000 — 2011.

Figure 3 Countrieswith largest areas under organic production in 2009
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Source: FiBL IFOAM Survey 2011. (000 000 ha)
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Figure 4 Predominant cropsin organic production in the period 2008-2009
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Source: FiBL/IFOAM Survey 2011, based on data from governtag
the private organic sector and certifiers

The number of organic food producers grew overldise two years by 0.4
million (Figure 5). More than three fourths of pucdrs are in Asia, Africa and
Latin America. In India the number of producers lded. As for European
countries, Italy and Spain have the largest nunabeorganic food producers.
Experts estimate that the number of certified predslis over 1.8 million. Regional
distribution of producers indicates that 40% ofnthare in Asia, 28% in Africa,
16% in Latin America, 14% in Europe, 1% in North émga and 1% in Oceania.

Figure5 Changesin the number of producers of organic food globally
2.0

1.5

1.8
1.4
1.2
1.0 0.9
0.7
0.5
0. 04 04 o4
o 1NN -

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
Source: Fibl, IFOAM & SOEL 1999 - 2011.

Million producers

[42]

Based on the previous analysis of changes in tmebau of areas under
organic products, organic production may be saigtord a dynamic growth in
the world. Total agricultural areas in most cowsrhave also seen a dynamic
increase. The trend shows that in most countriégrevthere are conditions for
production, organic production has been organi$ée. number of producers
has grown dynamically, and more than two thirdsheim are from developing
countries (Willer, H., 2011).
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In the European Union, organic food production cevihe area of 8.4
million hectares (9.3 in Europe), which makes 4.@Ptotal agricultural areas.
In 2009, the market value of production was EUR4 I8llion, with a growing

rate of 5%.

Figure 6. Changesin areas under organic production in Europe
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Figure7. Countrieswith largest areas under organic production in Europe
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Areas under organic production in Europe have se@mnamatic growth.
Over the last ten years, the areas increased iane25 times (Figure 6). The
largest annual increase in such areas was record&guhin and ltaly (Figure 7).
Dynamic growth in trade in organic products wasleut particularly in France
and Sweden, at the rates of 19% and 16% respactiVee largest per capita
consumption, of over EUR 130 annually, was recordtedDenmark and
Switzerland. The largest market shares of orgaradyction were in Denmark,
Austria and Switzerland.

In 2010, organic food producers in the world hamirmaover of USD 58.9

billion in the global

market. The turnover had almsly grown in comparison
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with 2006 at the rate of 10.9%. With revenues oDU.5 billion, vegetables
had a share of 33% of the total value of the marRetjections for 2015 say
that the expected turnover in organic food willvberth USD 88.6 billion, with
the annual growth rate of 8.5%. Leading market ssgsnglobally are fruits and
vegetables, bread and grains, milk and meat (Dataarp 2006, 2011). The
achieved growth in trade indicates that there igreat demand for organic
products which are of higher quality and safer donsumption, compared to
products from conventional production.

Figure 8. Organic production structurein the EU in 2010 (%)
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European producers recorded market sales of orgaoducts worth USD
24.7 billion, with a growing trend at the rate 08% in comparison with 2006.
The largest turnover in organic food was recoraethe German market, EUR
5.8 million, while in France and England it was EBRmillion and EUR 2
million respectively. In Denmark, Austria, Switlard, the share of organic
food in the food market is larger than 5%. Orgar@getables market is worth
USD 6.6 billion and has a share of 26.6% in tradeomanic products.
Estimates say that by 2015 the trade in organid f@dl grow at the rate of
8.3% and reach USD 36.8 billion. Organic productketinvolves fruits and
vegetables, bread and grains, milk and dairy prizduteat and processed meat,
and other organic products (Figure 8).

The European Union has an active policy of devalpmrganic agriculture,
stimulating increase in production and introductafrstandards, indications and
labels, and supplying financial support for farmet® produce organic products,
and also for research, education and marketingar@zgagriculture provides
social and ecological benefits in addition to pcotey the environment.

In terms of market segmentation of the Europearariogfood market,
Germany has the largest segment of 29.4% of tted toganic food market,
followed by Great Britain (19.9%) and France (14)1%hile other countries
account for 36.7% of trade in the European orgéoud market.

The European Union organic food market is hetereges. Countries differ
in terms of income, culture, development and maigewth. Thus, Great
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Britain imports organic products, Italy is an exgorand in Austria they satisfy
their own needs. The largest turnover in organicfis present in Germany, but
their per capita consumption is small. Denmark thashighest consumption of
organic food per inhabitant. Germany imports 50-6if%he total consumption

of organic products. Strong growth in consumptibémmanic products is seen
in France, Great Britain and Italy. The organicdonarket share is identical in
Germany and the Netherlands and amounts to 1.58teodverall food market

(Wier, Calverley, 2002).

Figure 9. Shar e of domestic production and importsin organic food consumption (%)
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A generally shared opinion is that the demand fgaoic products is on the
increase. Market share of organic products is figeht, and organic food
consumption makes just a small part of the totasamption of food.

In 2010, organic food producers in the USA achiesédrnover of USD 28.7
billion. In the period from 2006 to 2010, trade wrdynamically, at the rate of
11.6%. Turnover in vegetables was worth USD 10l@ij which equals 38% of
the total market value. Estimates say that orgaraducts will increase at the rate
of 14% by 2015. Packaged organic food is one ofdbtest growing segments of
food industry. The USA favours the developmentreéfmarket through national
standards and funds to support research, educatidnmarketing for organic
products (Dimitri and Oberholtzer, 2006, 2009). TH& organic product market
is supplied by larger farms, larger producers, witlality distribution of organic
products. Large multinational companies pay spettahtion to organic products
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and create new ones, acquire companies and cradteships with companies
that have organic brands (Sheel, 2004, Richtel9200

In Asia, the organic food turnover was USD 3.5idll in 2010, which
presented an increase of 16.2% compared to 20@6eTin vegetables resulted
in revenues of USD 1.3 billion, which is equivalémB35.8% of the total market
value. The largest producers of organic food ar@m&hnd India. The expected
turnover by 2015 is USD 5.3 billion and the expdaise of the market is 8.9%.
Organic production in Africa takes up 1 million k@es and involves a large
number of producers. The biggest producers are digarunisia and Ethiopia,
which are also exporters or organic food. Australiadominantly produces
organic fruits and vegetables, grains and livestdckSouth America organic
agriculture occupies 8.6 million hectares. The ileggroducers are Argentina,
Brazil and Uruguay. Organic products in these cdemtinclude organic
tropical fruits, grains, coffee, cocoa, sugar arghin

Nutritive value, price, promotion and distribution of organic
products

Organic agricultural products are high qualityfesand have a higher
nutritive value. A research study conducted in tH@A showed that organic
products contain 63% more potassium, 73% more ¥25% more calcium and
60% more zinc than products from conventional petida (Mirecki, N. 2008).

Table 2 Difference in nutritive contents of organic and conventional products, in ppm

Product K Ca P Mg Fe Na Vit. C
mg

String +58 +63 +6 +02 +63 +25

beans

Cabbages +11 +36 +4 +0.2 +48 +43 +43
L ettuce +168 +31 +17 +0.2 +57 +55 + 17
Tomatoes +67 +33 +8 +0.2 +53 +19

Spinach +116 +76 +16 +0.2 +32 +49 + 52
Total +420 4239 +51 +10 +253 +191 +112
Source: Fruhwald, F., Bioholmi, Ekime, Budapest, 2008. tidlzal Quality of Organic

Versus Conventional Fruts Vegetables and Graimgjnia Worthington, M.S., Se.D.,
C.N.S. Calculated by authors.

Organic products in the above table contain 115% ppore minerals and
112 mg more vitamin C than conventional productmdvhl content in organic
products is seven times higher compared to coramatproducts.

Aesthetics of organic products leads to a growdegiand. Selling style
becomes a new selling trend when a product becavitedy accepted by the
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consumers. Design is an important factor for saleademark and brand are
protected signs of the producer, organic produsgjon and country. They
influence the buyers’ trust and confidence in tlwedpct. Packaging is an
important factor for the recognizability of prodsiciVell designed packaging
attracts the attention of the buyer on an emotitsadl, as well as in terms of
technology and marketing.

Price is an important component of sales and expiodrganic products,
and must be acceptable for producers and consurakie. However,
consumers must be ready to pay for a high quahty safe product a price
which is higher than the one for a conventionatpa.

Table3. Comparativeanalysisof pricesfor organic and conventional products ($/kg)

2004 2005 2006 2007 Average Index
Milk Org. 3,22 4,18 4,26 4,42 4,02 196

Con. 1,72 2,05 2,16 2,28 2,05 loo
Eggs Org. 4,21 4,06 4,00 - 4,09 296
Con. 152 1,26 1,36 - 1,38 100
Carrots Org. 2,09 2,08 2,20 - 2,12 136
Con. 153 1,58 1,59 - 1,56 100

Source: ERS Calculations using Nielsen Homescan data.

Costs in organic production are higher, and theycampensated for by a
premium of USD 6. Due to a growing demand for naitld milk products, the
sales are increasing dynamically due to factorsh sas. product quality,
education, income, health and the environment agdrdless of product price
(USDA, Economic Research Service calculations eld¢in data).

Promotion is an important medium of communicatietween the producer
and the consumer which should lead to the creaticafavourable perception
of the product and make sales more dynamic. Promatind advertising should
serve the function of the quality of organic producas well as protect
consumer health and the environment. They creaténthge of a product and
its producer and thus contribute to their popwanwhile at the same time
informing the buyer about product characteristiedogo serves to distinguish
one organic product from others and is a sign @hanged quality of products
from organic production.

Distribution involves all activities from the prockr to the buyer, for the
purposes of marketing and channelling of goodssatidfying consumers’ desires.
Distribution should be carried out through spes@li sales channels to special
places on the shelves in wholesale and retail shenpd also in the form of
doorstep delivery. Organic food products are albksléo consumers in health food
stores, hypermarkets, through direct sales, osliogs and catering facilities.
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Figurel0. Dynamicsof organic dairy products  Figure 11. Retail pricesand premium
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Source: Nutrition Business Journal, 2009. Source: USDA, Economic Research
Service calculations of Nielsen data.

Costs in organic production are higher, and theycampensated for by a
premium of USD 6. Due to a growing demand for naitkd milk products, the
sales are increasing dynamically due to factorsh sas. product quality,
education, income, health and the environment agdrdless of product price
(USDA, Economic Research Service calculations eldéin data).

Promotion is an important medium of communicatietween the producer
and the consumer which should lead to the creaticmfavourable perception
of the product and make sales more dynamic. Promatnd advertising should
serve the function of the quality of organic producas well as protect
consumer health and the environment. They createnthge of a product and
its producer and thus contribute to their popwarwhile at the same time
informing the buyer about product characteristiedogo serves to distinguish
one organic product from others and is a sign ehanged quality of products
from organic production.

Distribution involves all activities from the protkr to the buyer, for the
purposes of marketing and channelling of goodssatidfying consumers’ desires.
Distribution should be carried out through spes@li sales channels to special
places on the shelves in wholesale and retail slhopsalso in the form of doorstep
delivery. Organic food products are available tastmners in health food stores,
hypermarkets, through direct sales, online shoggatering facilities.

In 2010, organic food distribution in the USA wasreed out via traditional
channels (54%), health food stores (39%) and disat#s, exports and also
through specialised stores (7%) (Figure 12). Tlaesbf traditional distribution
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channels increased, whereas the share of orgasdcstales in health food stores
and through direct sales decreased (Dimitri, 22069.,0TA, 2011b).

Figure 12 Distribution channelsfor the sales of organic productsin the US mar ket
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Izvor: Dimitri & Greene. 2002: 3: OTA. 2011b

According to Vaclavik (Vaclavik, 2009), in the Epean Union the share of
traditional channels with retail chains for distiilon of organic food has a
tendency of dynamic growth, while the share of sgsed and other channels
of distribution is decreasing. In 11 countries itathains have a share of 30%,
the share of specialised stores is 52% and alf atirennels account for 18%. In
15 countries retail chains have a share of 75%gialmed stores 15%, and 10%
are all other distribution channels.

Figure 13 Share of distribution channelsin the sales of organic productsin the EU.
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Organic food products in the EU are sold via tiadal channels, namely in
supermarket chains, specialised stores and otlséribdition channels. Sales
through traditional channels appeared simultangouwsth the increase in
organic production or with households convertirgrfrconventional to organic
production (Stipevi¢, 2010, Figure 13).

Share of traditional channels with retail chains dicstribution of organic
food shows a growing tendency, while the share pdciglised and other
distribution channels is decreasing.

Marketing and legislation of organic production in Serbia

Production of safe food is regulated within thetsgsof organic production
of food and involves controlled production “fronelfi to fork”, i.e. “from field
to market”.

As for recognising organic products, since in oourdry there are still no
specialised points of sale intended exclusively tfos kind of products, the
advice is that, regardless of where you go shoppimdarge supermarkets or
health food stores, you should look for the indaat'organic product” and the
mark or a logo of a certifying body responsible foonitoring the entire
production process. In Serbia the Ministry of Agliare guarantees that every
product bearing this indication was produced ire liwith the principles of
organic production.

Products that have not yet received the statusgdnic product because
their production is undergoing conversion may bier indication for such
products on the market. They are not completelamigbut are moving in that
direction, and the indication for them reads: “Rmdunder conversion to
organic farming”.

The establishment of inspection and certificatipstesm by a large number
of individual and independent organisations enaliiedcreation of brands and
trademarks that inform consumers that the givenlymbhas been produced in
line with the organic agriculture standards detaediby a specific certification
body. The emergence of a large number of standzadsed confusion with
consumers and decreased their trust.

In the EU, the first legislation to be adopted was Regulation from June
2007 (Council Regulation (EC) No 834/2007) thatteors general rules for
organic production related to its use and indicetjageneral rules of organic
agriculture for plant production (conversion, stlling, sowing, planting,
fertilisers, protection agents...), then labellipgycessing, packaging, transport,
distribution, marketing, list of allowed agents,spection system, trade,
organisation of inspection and certification seegicrules for imports from third
countries and data on certification applicationsisTRegulation that contains
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rules for production, marking and inspection of tmest important animal
species is the document with guidelines for each mBEmber state for
establishing their own certification scheme, insipecsystem and accreditation
system for accrediting each certification body g EU level the decision was
made that all inspection and certification bodie®manisations must be 1SO
65 and ISO 39 accredited. The EU Regulation foawig production defines
the support scheme for farmers in organic agricellas well as programs for
promoting organic agriculture. In more precise trit defines amounts
allocated out of the total budget for organic faagticulture, for educating
farmers, for scientific research of organic productnd for transfer of know-
how to the farmers, as end-users of research.

Serbian Law on organic production and organic pctslrom 2010 lays
down the rules for production, processing, storagesport, trade, labelling of
organic products and other related issues, anddtienal mark for labelling
certified products was selected. Rulebooks wergvrap based on the Law,
dealing with methods for organic plant and livektpooduction and processing,
appearance of the indication and national markdetraequirements and
methods, method of record keeping, packaging, gtorand transport,
obligations of legal persons, certification, indpeclDs and regulation on
incentives. The national association for developanganic production, called
“Serbia Organica”, was established.

Considering natural resources that Serbia has, nmrgaroduction is
undoubtedly a comparative advantage of Serbia apdesents a significant
factor associated with economic, social and enviremtal issues in agriculture.
Serbia has great potentials to promote its prodoadf all kinds of vegetables,
plums, raspberries, sour cherries, pears, applesegsed vegetables and fruits,
meat and meat products, cheese, honey, medicinas laed spices, and other
final products of organic agriculture and procegsihis necessary to increase
the supply of diverse and high quality range ofdoicis made by processing
vegetables and fruits, grapes, milk and meat, grairedicinal herbs and other
industries.

As for sales, according to the available data, mgyébod is predominantly
sold in the so-called health food stores, hyperetatkgreenmarkets, large
stores and through home sales. Eco-products amrtegpin small quantities,
despite the fact that Serbia has the necessaryitiomsd for a significant
increase in export of organic products.

Production economics and government incentivegnguertant factors for a
faster development of organic production and fer elkpansion in the range of
organic processed products. It is necessary tlmtupers and processors get
organised into business organisations, businesgiations and clusters. Stable
and permanent business relations should be estefilibetween the organic
food producers, processors and buyers or consumers.
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Conclusion

The demand for organic food products is obvious shows a constant
growing trend in the world. Marketing of organicogducts should be analyzed
in terms of advantages of organic products and th&ility in comparison with
conventional food products. Organic products’ mankemodel implies strict
control of all activities, from field to market amdnsumers. Organic products
are of high quality, but production costs are higined it is necessary to provide
subsidies per hectare and per head of livestoakder to promote agro-eco-
business in organic production.

Analyses show that there are 1.8 million produ@erganic agriculture in
about 160 countries all over the world. Organicdpiiion in the world is
organised on the area of 37 million hectares. Wtmmpared to the previous
year, it is evident that total area under organmimdpction increased by 12%.
The turnover in organic food in 2010 was worth abd8D 58.9 billion, with
the growth rate of 10.9% compared to 2006.

It is necessary to organise organic productioncgssing and distribution in
Serbia, and develop assorted high quality, safeijfied range of organic
products, to provide financial incentives for protion, and to shape organic
products in line with consumer requirements andhess all of which is
intended to generate profit and protect the enwnemt.

Organic products must be certified, labelled, paekl in appropriate
packaging, distributed by appropriate mode of fpanswith the accompanying
documents (product tags and labels, certificataslity control certification),
appropriately stored and placed into trade channels
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NEKI ASPEKTI MARKETINGA ORGANSKIH
PREHRAMBENIH PROIZVODA

Apstrakt: Predmet rada je razmatranje nekih aspekata marketinga organskih
prehrambenih proizvoda. Cilj rada je izucavanje kretanja proizvodnje i prometa
i kreiranje modela marketinga organskih prehrambenih proizvoda. Organskom
proizvodnjom bavi se preko 1,8 miliona proizvodaca u 160 zemalja sveta.
Povrsine pod organskom proizvodnjom u 2009. godini iznose 37,2 mil. ha 1 imaju
trend povecéanja po stopi od 12%. Svetski promet organskih proizvoda u 2010.
godini iznosi 58,9 milrd. dolara sa trendom poveéanja po stopi od 10,9%. Promet
povréa u vrednosti od 19,5 mlrd $ ucestvuje sa 33% u ukupnoj vrednosti trzista.
Vodeéi trzisni segmenti organskih proizvoda u svetu su voce 1 povrée, hleb 1
zitarice, pic¢a, mleko i meso. Proizvodi iz organske poljoprivrede su kvalitetni,
bezbedni i1 vise nutritivne vrednosti. Organski proizvodi sadrze vise minerala,
posebno kalijuma, kalcijuma, gvozda, magnezijuma, fosfora i vitamina C, a
manje nitrata. Troskovi organskih proizvoda su veéi 1 razlike se stimulisu
premijama. Udeo tradicionalnih kanala sa trgovackim lancima distribucije
organskih proizvoda imaju tendenciju poveéanja, a smanjuje se udeo
specijalizovanih i ostalih kanala distribucije. Perspektiva je u stimulisanju
razvoja kvalitetnih sertifikovanih zdravstveno bezbednih i strogo kontrolisanih
proizvoda iz organske proizvodnje 1 prerade, markenting legislativa,
prepoznatljive marke, Sire lepeze proizvoda, Zeljenog dizajna za potrosace na
domacéem, regionalnom i globalnom trzistu

KljuCne reci: proizvodnja, promet, marketing, markenting legislativa,
sertifikovani organski proizvod, nutritivna vrednost, trgovacki lanci
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UDC Abstract: Organic agriculture has become considerably popular
631.147 in Bulgaria since the country joined the EU. Following the global
(497.2) trends, characterized by increasing production and cultivated
Review paper lands due to increased demand of organic produce on the world

and European markets, organic agriculture is continuously
expanding. The development of organic agriculture is one of the
priorities of the Ministry of Agriculture and Food which works
towards developing the trend of increasing the number of organic
farmers and organically cultivated lands as well as improving
the diversity of the organically bred livestock and cultivated
plants. Under the conditions of an economic crisis, organic
agriculture is one of the few sectors which are developing fast
and are reporting an improvement. In 2010, the organically
cultivated lands increased two times compared to 2009 and the
number of farmers in this sector went up by 756%. The favourable
market conditions also helped preserving the determined trend
of increasing the cultivated lands in 2011 (26 622 ha). Currently,
at the Bulgarian market 80 % of the local production is exported
as raw materials.
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Introduction

When managed efficiently, agriculture could giveagsiderably good resul
rather than when it is considered entirely as aycbon process. Agriculture
capable of securing not only clear water and ptmtecof biodiversity, fol
example,but has to be managed in a way that also secueesustainabl
management of soil resources. With reference t§ thi achieve these gog
organic agriculture depends on biologically justfintegrated systems, i.e. ¢
— plants - animals.
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Agroecology involves the efficient organization amdanagement of
agrosystems. It aims at effective use of natursbueces and obtaining yields
through minimum anthropogenic energy and maximuoteation of natural
resources, namely soil fertilityStancheva, 2000). The main objective of
agricultural ecology is to find the formula for rohing the characteristics of
cultivated plants to the respective growing cowodisi SO as to obtain high,
quality and economical yields.

Organic agriculture is a sustainable method for managing the complex
dynamics among plants, animals, waters, soils,ctasand the remaining
microfauna in a manner that secures the sustaimk#sielopment of crops and
bred animals. Mulching, compost use, green mamaese planting legumes as
catch crops, biological protection from harmful @ngsm and diseases are the
main methods for sustaining soil fertility and csopith minimal dependence
on external energy. This type of regenerating afjtice increases the economic
return not only of land, labour and capital butoats other production factors
such as water and energy. It meets the needs afdommunities and supplies
markets with necessary products.

A key factor of this regenerating approach is tiversity of the agricultural
systems which involves both agricultural crops hretl animals.

Figure 1 Organically Integrated Soil — Plant - Animal Cropping System
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A good example of ecological plant-growing is orgaagriculture (the
notion of biological agricultureis presented in the article by the following
terminology — biological production, bioproductidnglogical farming, organic
agriculture, biological production of agriculturgroducts, agroecological
activities) whose obijective is long-term sustaifigbbf healthy soil. Organic
farmers use techniques such as crop rotation, gresmring, composting and
biological control of harmful organisms. Compulsamsrtification excludes or
strictly limits the use of mineral fertilizers ammksticides, plant stimulators,
livestock antibiotics, food additives or genetigattodified organisms.

From the international review of recent developraeint the agricultural
science and technology it could be concluded thanymagroecological
practices have already improved and provide prowisesults. Even wheat
yields and production costs are comparable to thsseciated with traditional
and conventional production systems where yieléslawver than the average
ones. These agroecological practices could be ditapeto the industrial,
intensive systems for the majority of years ana adeovide better yields in
years with low rainfalls (National Academy of Sates, Washington DC, 2010;
IAASTD, Washington DC, 2008). For example, in order secure food
resources in Africa there are approximately 530 68fanic farmers (this is
approximately half of the organic farmers worldwideho cultivate 900 000
hectares of certified organic agricultural land (8#4vorld cultivated land).

The agricultural business and food industry woitwhave started to pay
greater attention to the benefits of agroecologicattices. The quick increase
of market demand for organic and ecologically @edi products attracts the
attention of an increasing number of business taoves The number of public
— private partnerships which connect the initiagif@ sustainable food supplies
with the management of water resources and bicgliyealso rises.

The production and consumption of organic foodiheseased considerably
on a worldwide scale for the last 40 years. A grauiumber of people realize
the benefits of organic agriculture for their hkalthe protection of the
environment and the human treatment of animals.

Today, biological agriculture is practiced by alinds million and 400
thousand farmers who cultivate organically appratety 35 million hectares
agricultural land in 154 countries around the woAa increasing number of
customers look for the organic food label when glivogp or eating. As a quality
brand, organic farming is unique with the fact tiheé same production
processes are applied by a great number of agmallproducers in many
countries and what is controlled is not the findshpeoduct but the production
process.
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1. Organic Production — A Good Practice for the Sustainable
Development of Bulgarian Agriculture

Bulgaria is one of the countries with the richegildmical diversity in
Europe. In addition to the positive effect on itsdiversity and the protection
of the environment, the transition to organic prithn offers great
opportunities for supporting the economic and daeaelopment of rural areas
(Gerganov, Nikolova et a2009).

The territory of Bulgaria can be provisionally dled into 14 agroecological
regions based on geographical location, climateglyoctivity and conditions for
growing different crops according to the qualitydgroductivity of land. With
reference to the average agricultural scale, treme three categories of
agricultural land. The relative percentage of gquodlity lands is 0.57. It is 0.36
for average quality lands and only 0.07 for pooaliy lands (see Table 1).
Table 1 shows that for more than half of the agstmgcal regions the values
of the land quality assessment vary from 62 to @@ly one of the regions
belongs to the poor quality lands category wheeesthitability of the ecological
conditions for growing sugar beet, sunflower, capples, vineyards (24-40
points), lucerne (18-23 points) and oriental toloa@d®-38 points) is the lowest.

Table 1. Agroecological regions in Bulgaria

Agroecological region Soil Bonitation Group
Good quality Average Poor quality
lands quality lands lands
Lom — Svishtov region 69 -
Ruse — Silistra region 78 -
Pleven — Pavlikeni region 82 -
Lovech region 62 -
Mezdra- Sliven region 59
Veliko Tarnovo — Preslav region 69 -
Elena — Smyadovo region 43
Botevgrad — Gabrovo region - 39
Middle Balkan region 47
Karlovo — Kazanlak region 49
Sliven — Straldga region 66 -
High — mountain region 48
Isperih region 69 -
Novi Pazar region 70 -
Relative percentage 0.57 0.36 0.07
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Dividing the country’s territory into agroecologiceegions reveals the
excellent opportunities for developing organic protibn as a result of the
favourable climate and soil diversity which, inntudetermines the wide range
of products that could be cultivated organically.

Sustainable agriculturés the most modern and perfect form of ecological
(bio or organic) agriculture. The concept of “susthle” development has
become a starting point for the development of lizdd economic and social
policy with reference to the environment not onliglally but also at a regional
and sector level.

In Bulgaria, there are prerequisites for the dgwelent of sustainable
agriculture which is effective, competitive, usefusocially important,
regenerating, protecting the resource and envirotattg-friendly.

Bio-agriculture and the other integrated agroedoklg activities are
particular practices whose objective is the suataandevelopment of the rural
areas in Bulgaria and the country as a whole. Toeyd lead to stabilization of
the ecological systems, protection and developneénthe natural and soll
resources and rural economy recovery.

Bio-production is a priority for the Bulgarian gauenent. Prerequisites for
this are favourable soil and climate conditionstle country for growing
agricultural products including organic ones. Acting to data from the
Ministry of Environment and Water (MEW) over 80% agjricultural lands are
suitable for organic production.

Organic production meets the requirements not ohlthe consumers but
also creates opportunities for a more environmbnatétiendly and healthy
lifestyle. In addition to this, organic agricultui® a possibility for developing
an alternative and profitable business for a greamber of innovative
entrepreneurs.

2. Present State and Development of Organic Agriculture
in Bulgaria

In Bulgaria there are favourable conditions for throduction and
expansion of this modern production method (Fig. Zhe complete
synchronization of the Bulgarian legislation in #yghere of agroecology with
the EU laws opens the European markets for theaBialg organic products.

As an instrument of sustainable local developmerdganic agriculture in
Bulgaria has started to develop more intensely dffte country’s accession to
the European Union in 2007. This is due mainly ttee complete
synchronization with the European legislation ie gphere of ecologically —
friendly agriculture and the possibilities of theeasures under the Rural Area



196 Nikolova/Economic Themes, 51(1): 191-208

Development Program (2007 — 2-13) which offer ficiahsupport. Over the

last years, the more significant initiatives focneasing the motivation for

developing organic farms are the introduction ahaue, recognizable sign — a
logo (July 2010) which is compulsory for all goqueduced in the EU, and the
introduction of the bio-wine product which givethountry possibilities for

development in this sector together with the reinginSouthern European
countries (see Fig. 3).

Figure 2 Prerequisites for the Development of Orgais Agriculture in Bulgaria

PREREQUISITES

soil diversity and fertile soils

determining biologically clean reduced use of
‘ l areas mineral fertilizers in small farms ‘
‘ increased demand for organic higher prices of organic necessity of alternatives for the |
‘ products product: ; ‘
local people in the rural areas !
1 Necessity of diversification of 1
: agricultural production :

synchronization with European legislation

Organic farming is a specific method of agricultwhich supports the
ecological balance and the products are cultivejethaximum preservation of
balance in the soil — plant — animal system and nléural cycles of
development(Yancheva, Manolov 2003). Organic farming is alseryv
important for the sustainable development of raralas and the protection of
the environment.
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Figure 3 Prerequisites for Increasing the Motivation to Devéop Organic Farming
after Bulgaria's Accession to the EU
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Organic agriculture is also a benchmark for qualitnlike traditional
farming, it is characterized by strict control. Wh& controlled, though, is n
the final product but the process of organic preidacitself. The production ¢
organically clean food from plant origin requiresrhers to adhere to clea
defined stadards. The channel from the farm to the end consisrentrollec
and certified by an independent control body whgchertified by the Ministn
of Agriculture and Food (MAF). The certifying orgaations in the country al
involved in independent conl and certification of organic productic
according to the requirements

e Ordinance 22/2001 concerninorganic production of plants, pla
products and food of plant origin and the methddsdicating it on ther;

» Ordinance35/2001 concerning organiireeding of animals and the orga
production of animal products and food and itsdation on ther;

 Law enforcement of the Common Market Organizati¢@MO) of
Agricultural Products in the E;

* Regulation2092/91 of the European CommissioBC, replaced by
Regulation(EOQ) Ne 834/2007 from January 200@hich is constantl
detailed and supplemented with further regulatiarisch determine
thorough rules for applying Regulati834.

The beginning of organic production in the Bulgarian agricultural
sectorwas set up in 1987 by the establishment of the -ecological Centre ¢
the Agricultural University in Plovdiv where a denstration organic farm we
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opened. The “Bioselena” Foundation of Organic Agjtire was also

established and the first market stall for orgdhicproduced vegetables
appeared in the Plovdiv market. The “Hir" baby fdeecame the first organic
product in Bulgaria sold in the mass market. Dgyitine period 2000-2003 the
national organic products label was introduced iar2D01 the Feast of Organic
Agriculture was celebrated for the first time. D02 the Measure for supporting
organic agriculture was developed under the SAPA&Rgram by the EU.

Later in 2009 the first advertisement of organiodowas broadcast on
Bulgarian TV. The same year the Bulgarian OrganiodBcts Association
(BOPA)* was established and was followed by the Associatiothe Organic
Products Traders (AOPT)which was set up in 2010. According to date from
the control organizations, the certified producsir®rganic products for 2010
were 820. In the registers of the Ministry of Agilicire and Food for 2011 their
number increased to 1054 operators (including predy food processing
companies and traders) who produce, process orringant and animal
products in an organic manner (see Table 2).

Table 2. Distribution of Certifying Bodies and Cetified Operators

Years 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011

Approved
Control
Bodies
(number)

Certified

Operators 29 51 111 214 | 339 | 311 | 476 | 820 | 1054
(number)

*Data from the Ministry Of Agriculture And Food -nAual Agricultural Reports 2004—2011

The data includes 10 Bulgarian and internationalifging organizations
which have the right to control the organic produtin Bulgaria. Three of the
certifying organizations are juridical persons whiseven of them are
representatives of international certifying orgatians which are based in EU
member countries (Nikolova, 2011).

! The Bulgarian Organic Products Association (BOBAR branch organization which unites
organic farmers. The association was establishédeaénd of 2009 and it has over 80 members,
including certified farmers, institutes and comganihttp://www.bgbio.org/

2 The association (AOPTyas established in 2010 as a branch organizatidrrepresents trade

companies which work for the development of orgammeducts market in Bulgaria, http://abt-
bulgaria.org/
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3. Trends and Challenges to Organic Agriculture in Bulgaria

The activities of the organic farmers in Bulgarévé increased significantly
since 2007. This is facilitated by the fact timature parksalready have the
possibility to certify part of their territories fowild plants (forest fruit,
mushrooms, herbs, etc. which are harvested frontogically clean areas,
certified by the controlling organizations). Inighway the nature parks can
benefit from the protection and management of thasas. According to
representatives of the Bulgarian “Organic Producta%sociation, the
establishment of &uropean network for food independermmuld unite the
efforts not only of small farmers but also of bigmpanies for organic products.
The objectives of this network are to attract merskfeom Bulgaria and the
other Balkan countries.

The Bulgarian producers’ interest in organic prditurc rises constantly.
This is due to the increased demand for organidymts on a worldwide scale.
Most of the production is exported and Bulgariammiers are very well
accepted both in the European and world market.

It could be seen from Table 3 that the total hundderganic farmers, food
processing businessmen and tradesmen registetieel Ministry of Agriculture
and Food at the end of 2011 is 1,054 which is pez@Po more compared to
2010. The agricultural areas dedicated to orgaaimihg which are under
control (in transition or after the transition) raathan doubled in 2010. These
areas reached 26 622 ha in 2011 and are still ggpwihey have increased
more than five times for the last six years beimgesmger 5 952 ha in 2006.

Within the plant-growing sector in organic farming in Bulgaria grain
crops, perennial-plant stands and industrial crgpsvail. The most important
industrial crops are oil plants, aromatic, meditiptants and fodder and
tuberous biocrops. There is a growing interestrimming nut crops because
there is demand for such crops in the world market. example 56% of the
hazelnuts were grown according to organic farmirgghods in 2010 and the
rest were grown according conventional methods.leT&shows the areas
dedicated to biocrops in transition or after thensition for a period of three
years (2009 — 2011)

3 The information is based on data from the annepbts of controlling persons who certify
organic farming Balkan Biocert Ltd; CGC Bulgaria Ltd; C@rtification JSC; Seres Ltd; Lacon
Ltd; BCS Oeco- Garanti Ltd; Control Union CertificatsodSC; Institute of Control of organic
farming produce JSCSCEPT European Certification Organization JSC).
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Table 3. Areas dedicated to organic farming (in trasition or after the transition)

Area i Area after Total area (ha)
rea in the
Type of cro i transition
- . (ha) (ha) 2009 | 2010 | 2011
2010 2010
Scr:'” Y 3909 1429| 2758| 5339 6521
Fresh vegetables,
mel_ons, strawberries and 208 220 243 428 670
cultivated mushrooms
(total)
Industrial crops
including oil-bearing 2715 2198 2102 4913 5845
rose (Rosa damascene)
Fodder crops from
arable lands (green 357 3428 343 3786 996
plants) including alfalfa
Perennial plants 3348 2 447 2 688 5795 6 443
Permanent meadows and 4 g4 2550| 2317| 3611| 4491
pastures
Fallow land 1341 375 1762 1716 1513
Total 12 956 12 697 1232] 25648| 26622
Wild plants* 0 546 195 40142¢ 546195 543655

Source:Ministry of Agriculture and Food based on data friive annual reports of the
controlling persons of organic farming

In 2011, areas dedicated to perennial plants graegording to organic
farming methods, increased by 11% compared to Z0i8se areas amounted
to 6 443 ha in 2011. The trend toward nut crop gngveontinues. There is an
increase in interest in nuts, hazelnuts, almondscestnuts. There is also an
increase in the areas dedicated to apple treas, tpees and apricot trees which
are registered in the system of control in 2011th&t same time the system of
control registers a decrease in the areas deditatgdkrry trees.

Areas dedicated teegetableghat are grown according to organic farming
methods amount to 670 ha in 2011 — they increage®4b ha compared to
2010. The increase is due to the fact that 292f faatichoke were included in
the system of control for the first time. Areas idated to tomatoes and
cucumbers remain unchanged while areas with wateloma and melons
decrease in 2011 (www.mzh.government.bg).

It is interesting to point out that a new crop whis not traditionally
associated with Bulgaria, i.e. olive trees wasudell in the system of control
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for the first time in 2011. This shows that orgafécmers make efforts to
diversify the crops grown in their farms

The possibility to certify certain areas mature reserves and parkis
Bulgaria, wherewild fruit, mushrooms and herlz®ould be gathered, resulted in
an increase of theertified ecologically clean areasFor the last two years such
areas have increased to more than 540, 000 ha.

Organic livestock breeding develops at a slower rate compared to plant-
growing but nevertheless it could be stated tha dlemand for organic
livestock breeding products is growing especiallgdocts connected to sheep
and goats. In general, a positive trend in livdstbeeding can be identified
that is particularly strong in some categoriesrifrals such as bees, cattle and

goats (Table 4).

Table 4. Number and type of organically bred livesick
(in transition or after the transition) in 2009, 2010 and 2011

Total Number
Type

2009 2010 2011
Cattle 272 364 976
Pigs 104 117 -
Sheep 5831 6 698 6 648
Goats 2732 2773 3397
Bees (number of bee colonies 41 089 46 429 58 855

In 2011, the number ofattle bred according to organic farming methods
increased two and a half times compared to theigurewear and reached 976.
It should be mentioned here that an organic farrth vi#00 buffalos was
registered for the first time in Bulgaria.

The number obee coloniegrew from around 46 000 to almost 59 000. In
other words the number of bee colonies increase@78¢ compared to 2010
according to the data from the system of contréle Thcrease is due to the
demand for organic honey in the European market.

In 2011, more than 10,00¢heep and goatare bred according to organic
farming methods in Bulgaria. The number of orgaltychred goats grew by
more than 20% compared to the previous year. Sameers have also shown
interest inorganic poultry-raising A list of slowly growing species of poultry
can be seen on the Internet site of the Ministragificulture and Food. Those
species are meant to be raised according to orfmmiing methods.

The analysis in Table 4 shows that the greatestase is in the number of
cattle and beegrown according to organic farming methods. Assult of the
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significant increase in the number of organicaligcbcattle it could be expected
that a similar increase in the production of orgacheese and yoghurt will be
seen in Bulgaria.

The growth in the number of the bee colonies by l#%ulted in an
increase in the production adrganic honeyin 2011. This is a logical
consequence of the development of organic bee+kgefishould be borne in
mind that Bulgaria has a long tradition in orgabie-keeping and different
varieties of certified organic honey have been pced over the years.
Bulgarian organic honey is of very high quality ahtas been exported to the
world market. The boom we are witnessing is dugh® demand for high
quality organic produce worldwide and to the inoezd of the European Union
Programme for the Development of Rural Areas.

The analysis of organic farming in Bulgaria shoWwattthe production of
beehoneyis the most widely spread. Next is the productibressential oils,
herbs andforest fruit as well as nuts — walnuts, hazelnuid almondsThere
are some market-gardeners who grow vegetableshbirttumber is not great
compared the overall picture.

Unfortunately, at this stage of the implementatminthe tasks that are
included in the National Plan for the DevelopmehOoganic Farming 2007 -
2013 (NPDOF) little progress has been made. Tlectite to achieve 3% of
organic farming production by the end of 2013 ikkery to be attained since at
the end of 201brganic farming production is less than 1%.

As regards the legislation, the Ministry of Agricue and Food provides
the legal framework for the development of orgdaitning in Bulgaria. Basic
international standards for organic farming weroghuced in 1980 and their
implementation throughout the world is still goirap. They contain the
minimal requirements that should be met in the petidn and trade in organic
products. These international standards serve dmsss for the national
standards according to the regulations of the EappUnion that were
accepted in 1991. The implementation of the EU leggns led to a significant
growth in organic farming and trade in organic proel in the member states.
These regulations have undergone numerous chandesnagendments, one of
the most significant being the introduction of thegulations in organic
stockbreeding in 1999. At the moment, the efforésfacused on the regulations
on organic wine.

Several directions could be outlined the challenges that organic
farming in Bulgaria faces

* improvement of the rules and regulations;
« participation in international fairs and exhibit®to promote Bulgarian
organic products (with the assistance and coaperaf the Ministry of
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Agriculture and Food, Bulgarian Organic Productssd@dation
(BOPA), Association of the Organic Products Trad&®PT), etc.);

e increasing the total number of organic farmers;

* opening of farmers’ markets in large towns;

* specialized organizational structures;

e organizing cooperative farms consisting of sev@ralducers aiming
at producing finished products and keeping the ddgealue to
Bulgaria.

As a whole the organic farming sector has seerpi evelopment and
a considerable growth. There has been an incrdab@086 of the number of
the producers and the amount of the productiorterlast two years. The
rise in the number of the farmers who choose o#&miming methods is
mainly due to the increase in the demand for orgd&aiming products on
the market and the ongoing campaign with the sloffaood Quality
Matters”.

At present 80% of the domestic agricultural produch theBulgarian
marketare exported as raw materials and 80% of theHadsproducts that
are sold in the specialized shops are imported foatside the country. This
negative point could be eliminated only if the imediate unit offood
processingis developed. For the time being the existing fgodcessing
companies are not ready to start organic produchiecause they should
undergo heavy certification procedures which enwitra funding and
additional equipment. It would be easier for thgamic farmers themselves
to combine their efforts and creapecialized organizational structures

Funding of organic farming in Bulgaria from 2007 to 2013 is carried
out according to Measure 214 Subsidies for Org&aiaming, Sub-measure
Organic Farming, directions: Organic Plant-growingnd Organic
Beekeeping all of which form Priority Axis 2 of theational Plan for the
Development of Rural Areas. Under this measure thegority of the
Bulgarian organic farmers who are in transition tmve completed their
period of transition apply for subsidies. The impéntation of this measure
is regulated by Ordinandé& 11 of 2009 stipulating the terms and conditions
for the implementation of Measure 214. Applicante abliged to observe
certain requirements towards organic farming in toerse of five years.
Their costs for consulting services are met so that transition between
conventional and organic farming is facilitated bSidlies for organic plant-
growing are paid on the basis of the number of drest of land and
subsidies for beekeeping are paid on the basiseohtimber of bee colonies.

The sixth amendment to the National Plan for thedd@pment of Rural
Areas provides higher levels of compensation paymé&r organic farmers
which is an additional incentive for the growththe sector of the organic
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farming production. The annual amount of the sulesidor organic farming
according to the last amendment to Ordinance hasvn in Table 5:

Table 5: Subsidies for Organic Farming

In transition organic
Crops
(Euro/ha) (Euro/ha)
field crops including fodder 250 197
meadows and pastures 120 120
vegetables including cultivated
mushrooms and potatoes 547 446
4. perennial plants, vineyards
. . 729 613
and oil-bearing rose
aromatic and medicinal plants 448 327
beekeeping / bee colonies 18,4 18,4

Other measures of the National Plan for the Devatog of Rural Areas
that could help organic farming in Bulgaria are:

* Measure 121 for modernization of farms and fadibtaof the transition
between conventional farming and organic farming;

* Measure 142 for providing support to organic famsrterset up their own
organization;

e Measure 111 for vocational training in the sectasrgainic farming .

The new regulations of the European Union incluuke $o-called “green
subsidies” These will be given for preserving theimnment and as additional
incentives for organic farming alongside the ordmsubsidies. Out of 2,378
million BGN public funds the largest sum - 40% wii# given for organic plant-
growing under Measure 214. Next in line come thedfufor preserving local
breeds that are under the threat of extinction% 2®d third comes the funding
for the preservation of agricultural lands thatéavhigh natural value - 20% of
the total funding (Agricultural report 2011).

The main reasons for the difficulties in applyingeédsure 214, which are
also outlined in the interim reports about the iempéntation of the Rural Areas
Development Program are as follows:

« still a small number of applicants;

« slow processing of application forms;
e great number of rejected applications;
« high level of sanctions.
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Some drawbacks in the Farm Animals Register wemoved in 2010 in
order to overcome these difficulties. A list of wlgrowing breeds of poultry,
suitable for organic breeding, was approved in Bug It includes certain
breeds of hens, ducks, turkeys and geese.

Measure have also been undertaken to increase pghlkcamts under
measure 214 and the faster processing of subnafiplications. As a result, in
2010, 1 781 applications were filed. This 23% mooenpared to 2009 and is
due to the active information campaigns done thnouy the country
(Agricultural report 2011).

Adhering to the Law enforcement of the Common Mai®eganizations
(CMO) of Agricultural Products in the EU, the Mitrg of Agriculture and
Food keeps a register of the certifying people lie tsector of organic
production. They are granted this right by the stiei of Agriculture and Food
and their names can be found on the website of\timstry. A novelty in
certification is the fact that certain restaurasusl hotels are allowed to offer
organic food. The first hotel in Bulgaria which hragseived such a certificate is
the Sheraton, Sofia.

The steps organic farmers have to complete in otddre certified are as
follows

« Farmers file a request to the certifying organtmatistating their
willingness for voluntary certification;

* The certifying organization sends back a packetoacuments;

* Farmers study the necessary documents, fill irafh@ication forms and
send them back to the certifying organization;

e The certifying organization studies the applicatifmm, evaluates the
request and checks the enclosed documents;

« Farmers receive a proposal for signing a contrittt avprice offer;

e Farmers accept the contract, sign and transferstime for the first
inspection;

e The certifying organization chooses an authorizexsqn to do the first
inspection and sets a date for the initial chegk up

e A contract is signed if after the initial inspectidhe particular farm
meets the requirements for organic production. Tdren enters the
system for control and certification of the orgapioduction;

e Farmers pay the entire sum according to the priteof the certifying
organization.
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Conclusion

It can be said that the development of organic fiagnin Bulgaria is one
of the priorities of the Ministry of Agriculture dnFood and it works toward
maintaining the trend, characterized by increading number of organic
farmers, the land they cultivate and the rangergfwoic products they offer.
The benefits of organic products for the human baslyvell as the benefits of
this method of production for the protection of tmamvironment and
preserving the natural resources are popularize@ iswod more.

Organic production in Bulgaria has increased dravaly after the
countries accession to the EU. Following the glotsehds of expanding
production and cultivated lands due to rising detsnaforganic products on
the world and European markets, organic farmingthe country is also
expanding.

The rising interest in organic production is Buigas based on the global
increase of demand for such products as well ashenfavourable market
conditions. A considerable part of the productisrexported and is very well
accepted on both the world and European market.

In a situation of an economic crisis, organic agtiore is one of the few
sectors that are developing fast and are repomiggificant growth. In
comparison to 2009, the cultivated lands almostbtknl — from 12 322
hectares they increased to 25 648 hectares in 28tlthe same time, the
number of organic farmers and companies operatintpis sector increased
by over 75%.

Because of the favourable development of markb&s outlined tendency
continued in 2011, too. The cultivated lands redck@ 622 hectares. This is
also a result of the fact that the issues of depiatphealthy eating habits and
sustainable use of natural resources have becopmmrity of an increasing
number of people and communities both in Bulgand tne EU.
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IZAZOVI ORGANSKOJ POLJOPRIVREDI U BUGARSKOJ

Apstrakt: Organska poljoprivreda je postala znacajno popularna od kada se
zemlja pridruzila Evropskoj uniji. Prateéi globalne trendove, koje
karakterise povecana proizvodnja i obradiva zemlja zbog poveéane traznje
organskih proizvoda u svetu i1 evropskim trzistima, organska poljoprivreda
se konstantno Siri. Razvoj organske poljoprivrede je jedan od prioriteta
Ministarstva za poljoprivredu 1 hranu koje radi na razvijanju trenda
povecanog broja poljoprivrednika koji uzgajaju organsku hranu i1 obraduju
organski obradivo zemljiste, kao 1 na poboljsanju raznovrsnosti organski
uzgajane stoke 1 kultivisanih biljaka. Pod wuslovima ekonomske krize,
organska poljoprivreda je jedan od malog broja sektora koji se brzo razvijaju
1 pokazuju poboljsanje. U 2010, organski obradivo zemljiste se povecéalo dva
puta u poredenju sa 2009. godinom i broj poljoprivrednika u ovom sektoru je
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dostigao 75%. Povoljni trzisni uslovi su takode pomogli ocuvanju odredenog
trenda povecanja obradivog zemljista u 2011. godini (26.622 ha). Trenutno
na bugarskom trzistu, 80% lokalne proizvodnje se izvozi kao sirov materijal.

Kljuéne reci: organska poljoprivreda, organska proizvodnja, trendovi,
izazovi, subvencije za razvijanje organske proizvodnje
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the estimation of the degree of harmonization the system in
Serbia with 40+9 FATF's Recommandation (Methodology FATF
40+9) and the Directive 2005/60/EC of the European Parliament
and of the Council of 26 October 2005 on the prevention of the use
of the finansial system for the purpose of money laundering and
terrorist financing, i.e. with the Third Directive, first of all when
bank sector is concerned.
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1. Introduction

The initiative for coordination in the internatidnaombating money
laundering appeared in 1980s, as a part of thggitng against illigal drug
trading and with recognition that phenomenon asegy \dangerous one for
stability of some economies. From then, internaia@ommunity accepted a lot
of conventions, recommendations and directives,thadRepublic of Serbia is
obliged to be in accordance with them. Among thestmmportant are the
recommendations from the Financial Action Force Maoney Laundering-
FATF' and the Directive 2005/60/EZ of the European idant and the
Council from 26th October, 2005 on preventing te tig finansional system in
the purpose of money laundering and terrorism firan(lll Directive).

1 Also known as a Groupe d’Action Financiere sul&nchiment de Capitaux (GAF) http://fatf-gafi.org
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2. Standards of Money Laundering and Terrorism Financing
Prevention: The FATF Recommendations and the Third Directive
from the European Union

The Financial Action Task Force was establisheBdris, in July 1989, on
the proposal of the Group G-7, i.e. economicallystmdeveloped countries in
the world, with purpose to analyze money launderprigblems and give
recommendations to prevent them. The Group consis?d countries and two
international organizatioﬁsover 20 observers, out of which five are regiona
agencies for money laundering prevention, and ri@e 15 other international
organizations and agencies.

The Group accepted in 1990 (and amended in 1996 20@8) the
document, called “The Forty Recommendations foudgjling against Money
Laundering”, with which the general strategy inuggling against money
laundering was fortified. The FATF's Recommendaticare based on the
background of the UN Convention against illegal gdrand psychotropic
substances trade, accepted in 1988, and on thefldirections for the bank
supervision which the Basel Committee publishedDatember 12th, 1988.
The members of the Task Group were obliged to aihylge recommendations,
and they were recommended to the other countnes,Soon after the event of
September 11th, 2001, at the extra the FATF's mgglield in Washington on
29th and 30th October, 2011, the Special Recomntiendawere brought,
presenting global efforts in discovering, prevegtiand stopping routes of
terrorism financing. The FATF Recommendations idelusystem of the
criminal legislation, the field of prosecution onga financial system and its
regulations, as well as the international coopematiThe most significant
recommendation for all countries is that their @niah legislation has to be
changed, so that money laundering becomes a cadrbe punished, along with
the bank’s obligation to identify the account’s usend increase mutual
cooperation both in national frame and on the irgtonal plaf

2 Members of the FATF are the following countriesl anternational organizations: Argentina,
Australia, Austria, Belgium, Canada, Denmark, Europeaommission, Finland, France,
Germany, Greece, Italy, and Council for the Bay Coatgan, Honchoing, China, Island, Ireland,
Japan, Luxemburg, Mexico, Holland, New Zeeland, gy, Portugal, Russian Federation,
Singapore, South Africa, Spain, Sweden, Switzerldnakey, Great Britain and USA. The list of
all members and observers can be found on the FAEBsite: http://www.fatf-gafi.org
Members_en-htm

3 At the FATF plenary meeting in Paris on Februadghl 2012, new recommendations were
created under the title: the International Stanslaad Combating Money Laundering and the
Financing of Terrorism&Proliferation of the weapoftw mass distruction.. With the new
recommendations the former 40 recommendations wantegrated with 9 special
recommendations for the combating terrorism firagcand introduced the recommendation for
estimation of the risk on the national level. Treblem of the distribution of the weapons for
mass distruction is treated, too.



211 Fijat/Economic Themes, 51(1): 209-225

Most of the FATF member countries apply the stadslaagainst money
laundering and terrorism financing. The FATF sefgyafollows the countries
which do not accept cooperation, because theréharenost money laundering
activities in them, and there is a danger of spnepd to the other countries.
The FATF collaborates with the United Nations-UMternational Monetary
Fund-IMF, World Bank Group and other internatioogdanizations in order to
induce all countries into applying these standards.

The member countries of the FATF supervise applyiofj the
recommendations by double approaches: a) anndasehation and b) detall
process of mutual estimation, in accordance witheuntry which becomes a
subject of the control in its region. Besides thise FATF examines the
measures in all countries, which are taken for tleeommendations
implementation, to consolidate general strategyoimbating money laundering,
and it issues reviews of the undertaken measures@several countries. For
the promotion in conducting, as well as in estioraf the standards in money
laundering and terrorism financing prevention, vénportant role have the
regional organizations of the FATF (FSRBs) which arganized on continents.
MoneyVal Board Committee of Experts on the Evahmtof Anti-money
Laundering Measures and the Financing of Terrorismn charge of 28
countries, including all states of former SFRBy entering the Council of
Europe, the Republic of Serbia is subordinatechéoprocedure of multilateral
estimation of the applying the laws from the figifimoney laundering and
terrorism prevention, which are put in effect ie frame of the MoneyVal

According to the MoneyVal's Report, the Republic $rbia attained a
good level of harmonization with the FATF recommatiwhs. Concerning the
implementation of the FATF (the nucleus of the reneendations are R1, R5,
R10, R13, SPIl and SPI1V) it is evaluated in théofwing way:

* The aspect of crime action of the money launderfRd) — it is
generally in accordance;

* Criminalization of the terrorism financing (SPIl) & is partly in
accordance;

« Due diligence and keeping the evidence (R5) — itpatly in
accordance;

4 The MoneyVal-a members are: Albany, Andora, JemmaiAzerbaijan, Bosnia and
Herzegovina, Bulgaria, Croatia, Cyprus, the Czech Repubstonia, France, Gruzia, Hungary,
Lichtenstein, Litva, Malta, Moldavia, Monako, Hatiéd, Poland, Rumania, Russia, San Marino,
Serbia, Slovakia, Slovenia, Macedonia and Ukraine.

® The MoneyVal's evaluators team visited Serbia friglay 11th til 16th, 2009 during the third
circle of the evaluation. On the 31st MoneyVal'setireg the report on evoluation was adopted,
and on 34th regular session in 2010, was defendeddopted the report on improvement of the
combating money laundering and terrorism finandioig the Republic of Serbia. More about
MoneyVal see on the website of the National Bangerbia www.nbs.rs.
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* Reporting the suspicious transactions (R13) — itgenerally in
accordance;

* Reporting the suspicious transactions connectéaetderrorism (SPIV)
—itis generally in accordarite

It is estimated that the banking system clearlyeusidnds its obligations
from the Law on Money Laundering and Terrorism Ririag Prevention.
About 97-99% of all reports on the suspicious taatisns to the organ in
charge of money laundering prevention come fronkban

In the field of money laundering prevention, therdaean Community is
active member of the FATF's process. The memberth@fEuropean Union
regulated the actions of money laundering and fiero financing in the
directives 91/308/EEC 2001/97/EE, 2005/60/EE (1, 11 i Ill) and by order¥’.
The Directives, although done within the Europeaym@unity, have wider
geographical influence, and some of the regulatewen the global dimension.
Regarding that these directives have a specialifisignce for the new
candidates joining the EU, the Republic of Serbiglemented into its Law on
Money Laundering and Terrorism Financing Directifiesn the Il Directive
EU in 2009, and in the former laws from the saneddfithe directives from |

® The Estimation of fulfilment of the FATF criterias well as the Report on the progress, see on
the website of the Ministry of Finances — Admirtima for money laundering prevention
www.apml.org.rs.

" Council Directive of June 10th, 1991 on preventidrthe use of the financial system for the
purpose of money laundering (91/308/EEC), (Officidburnal L166 of 28.06.1991.)
www.unicri.it/.../Money/Council%20Directive%2091_308se%200f%20Financial%20System
%20for%20Money%20Launderi.

® Directive 2001/97/EC of the European Parliament ahdhe Council of 4 December 2001
amending Council Directive 91/308/EEC on preventibthe use of the financial system for the
purpose of money laundering (Official Journal LI¥¥/ of 26.06.2003.), www.hm-
treasury.gov.uk/d/Transnotemlr03_16.pdf.

° Directive 2005/60/EC of the European Parliamert afthe Council of 26 October 2005 on the
prevention of the use of the financial system fo¥ purpose of money laundering and terrorist
financing, 2005. (Official Journal L309/15 of 25.2005.), http://eur-
lex.europa.eu/LexUriServ/LexUriServ.do?uri=0J:L:300

10 _Regulation No 1781/2006 on information on the pageompanying transfers of funds fromf
the 15th November 2006, eur-lex.europa.eu/LexthifexUriServ.do?uri=0J:L:2006).
-Regulation EC No 1889/2005 of the European Parlianaerd of the Council of the 26th
October, 2005 on controls of cash entering or lgavithe Community, eur-
lex.europa.eu/LexUriServ/.../2005/I.../_309200534:200090012.pdf.

-The Commission’s Directive 2006/70/EC laying downaswres for Directive 205/60/EC of the
European Parliament and of the Council regardinght definition of ,politically exposed
person“ and the technical criteria for simplifiedstomer due diligence procedures and for
exemption on grounds of a financial activity condcon an occasional or very limited basis,
kzpeu.seio.gov.rs/Revidirani_NPI_2009-10.doc.).Baréint and of the Council as regards the
definition of ,politically exposed person* and tiechnical criteria for simplified customer due
diligence procedures and for for exemption on gdsuaf a financial activity conducted on an
occasional or very limited basis, kzpeu.seio.géResgidirani_NPI_2009-10.doc.).
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and Il Directives were incorporated. The principfehe EU member countries
is the full implementation of the directives, andsoa the FATF
recommendations, the European Council Conventicth @thher appropriate
directives and orders.

3. Criminal Act of Money Laundering and Terrorism
Financing in the Republic of Serbia

Criminal action of money laundering in the FeddRepublic of Yugoslavia
was defined for the first time in the Criminal Lasn Money Laundering
Prevention in 2001. The Law on Money Launderingz&n¢ion from 2005 (Act.
2 and 4), comparing with the Criminal Code (Act R34&as not in accordance,
because it envisaged a special part which was coedeto the money
laundering during ownership transformation. By tasv from 2009, definition
of the money laundering is in accordance with thémial Code of the
Republic of Serbia. Money laundering, accordinght Law from 2009, Act 2
(1) understands:

1) Conversion and transfer of the property acquired bgiminal act;

2) Hiding or inaccurate presenting the real naturgimr place of staying,
movements, possession, disposition, ownershipgbigiin connection with
the property which had been obtained by a crindal

3) Acquiring, keeping or using the property obtaingdlcriminal act.

The Criminal Code and the Law on Changes and Amentsnof the
Criminal Code regulated:

1) Prison from six months up to five years and the etary fine for
somebody who makes conversion or transfer of higgheperty, knowing
that it originated from a criminal action, in orderhide or falsely present
illegal origin of the property or falsely presehetfacts about the property,
knowing that the property originated from a crintiaet;

2) Prison from one to ten years and the monetaryifittee amount or the property
from the previous paragraph exceeds a million sechiundreds dinars;

3) The person who commits an action from the paragrdpéind 2 of this Act,
will be punished according to the regulations fritre paragraphs 1 and 2
for the property which he had provided by himseling money laundering;

4) The person who commits actions given ad 1 and théngroup, will be
punished from two to twelve years in prison, anthwlie monetary fine;

5) Up to three years in prison, if somebody commitgiminal act from the
first two paragraphs, and he could and was obligekhow that money of
the property presented the profit from a crimiraian;

6) The responsible person in a legal entity, who @oesminal action from 1,
2 and 5 of this Act, will be punished with the firegulated for that action,
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if he had known, i.e. could know and was obligedkrtow that the money
or property were profit acquired by a criminal aati

Regardless of the form of the criminal action, ¢oert is obliged to punish
(with prison or the monetary fine) and to declane security measure of
confiscating money and the profit which had beea #ubject of money
laundering*’.

A criminal action of money laundering is explicithgtablished in all crime
approaches, i.e. that the previous criminal actoavnrmoney laundering can be
any criminal act from which the profit originateand it generally follows
material elements given in Act 3 of the Wien Cortian and Act 6 of the
Palermo Convention. The previous criminal action mbney laundering
includes “every criminal action” from the Crimin@bde, and certain number of
actions from the Penal Statute, which were previcimminal actions for the
money laundering covers all necessary categoritiseadictions (except two out
of twenty definite categories of criminal actioms)ich are included in the Law
of the Capital Marker from 2011, in Act 281 and P&2The criminal action
does not encompass explicitly self-laundering,aalth it is explained, first of
all by court practice, as well as the obligatorgtinction by the Republic
Prosecutor's Office from 2008. Responding forms drticipating in
performing ancillary offences are envisaged, too.

Terrorism financing is treated as a separate cahantion in Act 393 of the
Criminal Code from 2005 which came into power omuday 1st, 2006. However,
Act 393 does not treat terrorism financing by agaaization or by a terrorist by
themselves. According to Act 391 of the Criminal d€ofrom 2009, the
international terrorism is treated as it also cdigldlone and punished as follows:

1) Everybody who has intention to make harm to a wraiountry or to an
international organization, to kidnap somebody or do some other
violence, to provoke an explosion or fire, or todertake any other
generally dangerous actions or to threaten by uskregnical, bacterial or
other similar means, will be imprisoned from thtedifteen years.

11t is estimated that the value of confiscated nyooe the macro level is low. Fabre, 2003,
(according to Beare, E., M., Schneider, S., 2006nesed ,that less than one percent of 100
billiards narco-dollars, which are laundered pearyavas cought by special organizations, being
almost powerless in facing with the criminal groygspared to sacrify 40% of their income in
order to realize profit in legal economies” Yéigtproperty confiscation showed as the most
successful in combating money laundering and ézgdrcrime. Money which is confiscated in
Luxemburg and in the procedures of money laundepirevention, is deposited in Anti-drug
fund to fight drugs&psychotropic substances. The af that Fund is to help in combating all
forms of crimes connected to psychotropic substwreactice of the Great Britain, Belgium and
other European countries showed that there wasafoe the regulation in a special Law

2 These are to forbid market manipulation and istcading
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2) Also, if due to the action from the previous paegulr, one person or more
people died, or if it was done by the organizethoral group, the actor will
be imprisoned from five to fifteen years.

3) If the actor from the paragraph 1 of this Act igesson with a premeditation
murder or if he/she is the organizer of a crimigedup, he/she will be
imprisoned for minimum ten years or with the seagenf thirty to forty
years in prison.

4) That one, who prepares a criminal action from taeagraphs 1 to 3 of this
Act, will be imprisoned from one to five years.

5) Under the preparation, it is understood providingm@paring the means for
performing a criminal act, planning or organizinghathe others, in order
to perform the criminal act or some other actiofith which the conditions
for a criminal action are provided.

By Act 392 of the Criminal Code, taking hostageseigulated, and by the
Act 393 the terrorism financing and the sanctiarsperforming these criminal
actions. The means will be confiscated, as it iatioaed in Act 393, paragraph
3 of the Criminal Code, in the case that somebddytlte criminal action or
terrorism financing, international terrorism anckimg hostages, and it is
predicted the punishment of ten years in prisoritfat criminal.

4. Law on Money Laundering and Terrorism Financing Prevention

In order to make accordance with the changes ointieenational standards
in this field, and as to the FATF 40 Recommendaticombating money
laundering and 9 special recommendations combatimgprism financing
(Methodology FATF 40 + 9), Directive 2005/60/EStbé European Parliament
and the Council on preventing of using financiadteyn for money laundering
and terrorism financing, i.e. Third Directive, Wanss Convention CoE ETS
198, Directive 2006/70/EZ which regulates the messdor conducting the
Directive 2005/60/EZ of the Commission from the It August, 2006,
Regulation No. 1889/2005 on the controls of caspoirnand export from the
Community, and the UN Convention on the Suppressiothe Financing of
Terrorism), the Law on Money Laundering and TeswriFinancing Prevention
was accepted in 2009. The Law regulates as follows:

¢ Including demand for the terrorism preventing amstavering in the
financial system of the Republic of Serbia;

e Making unique list of the responsible persons;

* Measures of knowing and following the customer &émel preventive
approach, based on the degree of risk;

e Obligation to conduct the measures in the foreimmtries;
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* Obligation to appoint an authorized person withutag education of
employees and internal control;

« Entrusting definite actions to the third persons;

+ Limitation of the cash business;

¢ Competence and tasks of the Board which is resplentir the money
laundering and terrorism prevention;

« Return reporting to the responsible person;

e Transfer physically transferable means of paymeves the state border;

« Protection of the reported information in a goagtr

« Obligation for keeping evidence and statistics;

« Define supervising board for some sectors;

* Regulating effective, proportional and preventive§.

In accordance with the FATF's Recommendation 5, lthes defines its
approach to money laundering and terrorism finagcimased on the risk.
During the MoneyVal's official visiting the finarli institutions, they were not
all prepared for the preventive approach to comiationey laundering, on the
basis of the risk estimation. By the Law, regardithg demands from the
FATF's Recommendation 6, the obligation for theafinial institutions is thus
regulated to determine whether the client is atipally exposed person-PEP,
and in accordance with that, to apply intensive suegs. The corresponding
banking system, before passing the Law on Moneyntlating and Terrorism
prevention, the FATF's Recommendations 7 were agtiliated, i.e. the banks
were not obliged to consider the system againsteynéaundering and terrorism
financing at their correspondents; there were esgiwe obligation that all
financial institutions had to understand completalye nature of the
corresponding business, i.e. to find out the in8tih reputation and quality of
its supervising, including also whether it was thbject of investigation for
money laundering and terrorism financing, i.e. theasures of supervising
board. Only the Law from 2009 included the obligatiwhich financial
institutions had to report during their establishiée. when they intended to
lead the loro corresponding relationship.

After the survey, the corresponding relationshipoalncludes keeping
.,payable through accounts”, in a way that “thepoesible person cannot
establish loro correspondence relationship withoeeign bank or similar
institution, on the basis that the foreign instdotcan use the account of the
person for direct business with his/her clients.’atcordance with the FATF's
Recommendation 9, the responsible persons canorelggents or the third
parties to take identification data of the cliemdaprocedure of checking,
applying the due diligence (CDD) in the businesthle customer, under the
condition that the basic responsibility for the ritication of the client and
checking are in the charge of responsible persam lvas the obligation for the
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client, and relies on the third party. It is regaththat the authorised person
must not entrust the measures of knowing and fafigwhe customer to the
third person if the customer is off-shore legalitgrir anonymous association.
The third person also must not be from a countricviis on the list of those
not applying the standards in the field of moneyntZering, off-shore legal
entity or quasi bank. In that case, the third peiiscobligated to hand over all
information and copies of the documents in conpactiith the client’s final
party immediately, on the request of the respoasgdrson. A prohibition of
making the business relationship is envisaged imesaases when the
responsible person cannot make the business redhtp via the third person
(for example if the third person was checked anthdébout the identity of the
customer without his/her presence; if the respdagbrson did not get earlier
all documents about the identification of the cuosto, etc.).

Within the Law’s frame from 2009 and further, be&fdhe official visiting,
there were not regulated, in accordance with th& & Recommendations 5,
the obligations of collecting detailed informatiabout the person who gives
directive, in the case of domestic money trangigrrchecking the identity of
the person who gives the directive; at least whes an electronic transfer of
amount of 1,000.00 Euros and more, what was naacicordance with the
Special recommendation VII. There is the sanctanfirms which deal with
money transfer in the case that they do not futfidligations from the Special
recommendation VII. After the MoneyVal’s officialsiting, the changes and
amendments to the Law from 2009 were regulatedy wispecial attention to
the risk of money laundering which came out frone thew technological
accomplishments making possible anonymity of thetamer (for example the
electronic and telephone banking, the bankomateusangl others) as well as
unusual transactions, in sense of the FATF Recordatem 11, when it is
about complex and unusual high amounts, charaeteriy unusual way of
doing, value or connection).

5. Harmonization with the Third Directive of the European Union

The Law from 2009 is in accordance with the regolet in Act 3 of the
Directive on the definition of the real customedwner®. The obligation of
verification of the real customer’s owner is regeth i.e. physical persons who
are the owners of more than 25% of the propertygtwiheans that the present
owner’s part is increased from 10% in accordandé wie Third Directive of
the European Union. The responsible person isaltiged to verify the other
legal entity’s owners, if the other legal entitysh26% of the ownership of the

13 Regulations on identification and verification betreal owner are in acts 3 and 36, and the
Chapter Il which is related to the principle of diifgence of the client party, as well as in the
introduction ad points 9-13, 23 and 39..
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customer who is the legal entity. Further verifigatof the real owners is not
necessary if the owner of the customer is a stoakpany. It is regulated by the
Law that it does not need to send the notarizedmeatations, but only review
the website of the Agency for business registers] the total collected
documentation will be decreased with that.

Responsible persons ought to have the establisbiddes and procedures
based on the risk for the clients and/or transastidhis policy understands
separated approach to the clients from the riskarfey laundering and the risk
of the terrorism financing. Classification will havto follow CDD measures,
current supervising and revision which are divitbgdcategories of the clients
and transactions, so that the responsible persondeaide to terminate the
business relationship or not. There are four granfpmoney laundering and
terrorism financing risk: the risk of the respomsilperson with the client,
country, product and the risk based on the preveyerience and knowledge
of the responsible person about the client. Simalet strengthened measures
are regulated for the due diligence. The legal &ahthe Republic of Serbia
satisfies the definition of politically exposed gens from the Third Directivé
It is regulated in the Law of the legal entity foriminal actions, limited
payment of goods and services in the amount of0D5Buros or more (in
several connected transactitns

6. Estimation of the Applying Money Laundering and Terrorism
Financing Prevention in the Banking Sector of the Republic of
Serbia

In each country with the effective banking systdmanks must make
thorough financial reviews in order to prevent tiee of their institutions for
money laundering and terrorism financing. Optimahndition for money
laundering is weak AML laws, technology which isrd®ping and inconsistent
international bank standards. Applying the AML/CFagulations, which are
applied to the financial systems, vary a lot amtimg countries in the same

1 Act 2 of the 1st Directive 2006/70/EZ explicithpid that under the term of the politically
exposed persons is considered physical personsanhon exposed public functions and their
closest family members for which is known that tlaeg collaborators of these persons. Measure
of more due diligence for the persons who stoppedgdexposed public function, some of above
mentioned, in a period of at lest a year, authdrebject is not obliged to apply and to take this
person as a politically exposed one

BMore about the 11l Direktive see ad Fijat, Lj., Rait, M. (2010), on the harmonization of the
Il Directive with Law from 2009 in the document rgyress report and written analysis by the
Secretariat of Core Recommendations 1, at the websft the Ministry of Financy —
Administration for Money Laundering Prevention wwayml.org.rs
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region. Therefore, with entering of the biggestkgroups into the Republic of
Serbia, first of all from Austria, France, ltalydaGreece, it was expected that
the integrity of these standards will improve, asllvas that the supervising
mechanism regarding conducting money laundering tengrism financing
prevention will be emphasized. According to thesinational standards, it is
expected of the domestic banks with the foreignitahgo conduct the
procedure Know your Client-KYC in the same way #tssiin the original
association, and that there would be some diffe®me the responses of the
banks to the questionnaire Anti Money LaunderingiAMepending on
applying recommended the FATF's measures in thgimai country, in
comparison with the local regulations.

The analysis was done in 2008, during applying tia&v on Money
Laundering Prevention from 2005 and 2010 and gftessing the Law on
Money Laundering and Terrorism Financing from 2009.

The sample was appropriate, made of 14 banks ad® af Serbia in 2009,
what was 40% of the total number of the banks. [Taienber of the employees
in all banks was 30,954 and the banks which ansiMeae 16,952 employees,
l.e. they presented 54.77%. On September 30th, 204@ were 33 active
banks in the Republic of Serbia. The questionnaas repeated and there were
11 banks (One Serbian state bank and two foreigrksbavith the Austrian
capital did not participate) what was 33.33% of bl number of the banks
which had business in Serbia. These banks had A 2@ployees, and the total
number of the employees in the banks was 30,87éhéend of the second
quarter in 2010), so that participating banks, Wwhanswered, were presented
with 40.19%. According to the above mentioned negtion of fulfilment of the
FATF's Recommendations in the banks, regardindnéorésult of the research
in 2010, related to 2008, was for 11 banks.

The responsible and authorized persons for AML frdomestic and
domestic banks with the foreign capital participaite the questionnaire. These
banks were, as follows: The European Union (Ausffiance, Holland, Italy,
Greece and Hungary), USA and the banks in whospepty partially entered
the European bank for renewal and developfient

The questionnaire “Anti Money Laundering” includdee estimation of the
applying the following FATF's Recommendations, rega the financial
institutions:

16 By the Law, responsible persons need to name tiwrzed person and his deputy, conditions
which authorised person has to fulfill (act 39-41})s also forbidden to give any data about these
persons to unauthorised persons, which could beollgm during sending questeniere. These
regulations were implemented, according to theriatigonal standards, in their internal files for
the domestic banks with the foreign capital betbeeLaw from 2009.
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1. Recommendations 5 to 8 (obligatory verificationtbé client, including
fortified reduced measures);

2. Recommendation 6 (politically exposed persons);

3. Recommendation 7 (establishing relation with thekisabusiness);

4. Recommendation 8 (prevention of miss usage of thehnblogy
development for the schemes of money launderingemarism financing);

5. Recommendation 9 (relying on agents or third psitie

6. Recommendation 4 (confidential and trusting dealofgthe financial
institutions);

7. Recommendation 10 and Special recommendationskeéBping evidence
and rules of the electronic transfers’ data);

8. Recommendation 11 and 21 (unusual, suspicious #ued wansactions);

9. Recommendation 13 and Special recommendation [Vsp{sious
transactions and other kinds of reports).

According to the above mentioned there were 48 togres with the
possibility to answer with “Yes” or “No” or offereahswers.

The following Figures show the degree of fulfilmef the procedures via
the AML questionnaire in the research of 2010 eflation to the research from
2008

Figure 1.1 Percent Relation of Fulfiling the Procedres Envisaged by the FATF’s
Recommendations from AML Questionnaire among the Teted Banks
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As it can be seen from Figure 1.1, the percentpplyéng the procedures
recommended by the FATF, included in the AML guastiaire, the research
from 2008 varies between 42% and 91%, although rabshe tested banks

" Detalje u vezi ankete videti u doktorskoj diseijtdgijat, Lj., 2010., str. 163-183.
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applied between 50% and 60% checked procedured1Aksted banks in 2010
fulfilled more than 50% of the AML procedures, aeaen 5 banks more than
80% of the tested procedures.

It could be concluded that the general situatioths Republic of Serbia,
during the testing period, was not satisfactorygarding the existing
international AML/CFT frame at the time of condagtthe anquette, because
it was not in accordance with the internationahdtads. Implementation of
mentioned standards is regulated by the Law on Molb@undering and
Terrorism Financing Prevention from 2009, whosespasand applying have to
improve system of combating money laundering anmariem financing.

Figure 1.2 Differences between Foreign and Domestiganks in Relation to the
Procent of Fulfilment of the FATF's Recommendations
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As it is seen from the Figure 1.2, the percentutffiinent of the procedures
recommended by the FATF, which are related to trevemtion of money
laundering and terrorism financing, increased @ fibriod between two testings
at both domestic and foreign banks. One can nditieedecrease in the risk of
money laundering and terrorism financing at forelganks according to the
Recommendations 10, 11 and 21 and Special Reconatiemd/|l by the FATF.

As it can be seen from Figure 1.3 most of the batglsted in 2008
envisaged more than 25% of the procedures reconedebyd the FATF and
tested via the AML questionnaire.

Nevertheless, it is noticed that the banks withtAais and Greek capital
envisaged higher number of the AML measures, eslhea@onnected to the
Recommendations 10, 11, 21 and the Special Recodatien VI, than the
other tested banks.
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Figure 1.3 Differences among Tested Banks in the Ré¢ion to the Countries of
their Origin in the Research from 2009.
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Serbia 74% 25%| 75%|45%| 29%)| 100%| 75%| 36%| 56%| 36%| 94%| 75%| 59%
USA 57% 25%| 50%|40%| 0%| 0%)| 50%| 33%| 25%| 19%| 100%| 50%| 42%
Hungary 80% 25%| 50%)|40%| 0%| 100% 100%| 44%| 50%| 19%| 100%| 50%| 56%
Italy 57%| 25%)| 50%|60%)| 0%| 100%| 50%| 22%| 25%| 38%| 100% 50%| 46%
Greece 85% 100%] 100%]| 40%| 83%)| 100%| 100% 100% 75%| 94%| 100% 100% 88%
France 83% 63%| 75%)|70%| 0%| 100%| 50%| 50%| 63%| 60%| 100%| 100% 69%
Austria 100% 75%| 75%]|80%]|83%| 100%| 100% 78%| 100% 88%| 100% 50%| 91%
Figure 1.4 Differences among the Tested Banks in Ré¢ion to the
Countries of their Origin in the Research from 2010
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As it can be seen on the Figure 1.4, the degrespplying the AML/CFT
measures, recommended by the FATF, was much mgmwed in the period
between two testing, so that in the test from 2@® most tested banks
envisaged more than 50% of the measures direotetbhey laundering and
terrorism financing prevention, tested with the ANjliestionnaire.

On the example of the countries from which the ifprecapital was
imported into the banking sector of Serbia, thediste accordance with some of
the crucial recommendations. Regarding the recordaten 5 (knowing your
client) the least are in accordance the banks thighlitalian capital (68%), and
the most of the banks with the Austrian capital98It is also noticeable that
the banks with Hungarian and American capital stitl not envisage any
measures connected to the business with the tengbps (only by explanation,
because they do not have business with them),ugthall the other banks did
that in the certain level.

PP5| PP6| PP7 PP8 PR9 PP4 PP10 PPPY1| PP21 PP13 PP14 SlJM
Serbia 77% 88% 81% 809 33% 100% 75% 45% 63% 469 94% 75% 669
USA 95% 100% 509 100% 0% 100% 100% 100% 100% 100% 100% 100% 909
Hungary 75% 100% 100% 100% 0% 100% 100% 100% 100% 100% 100% 50% 829
Italy 68% 75% 50% 60% 33% 100% 100% 33% 50% 38% 100% 100% 599
Greece 88%100% 100% 100% 67% 100% 100% 100% 100% 100% 100% 100% 939
France 83% 100% 759 90% 349 100% 75% 95% 100% 69% 100% 100% 819
Austria 98% 100% 100% 100% 83% 100% 100% 78% 100% 100% 100% 50% 959

7. Conclusion

The Republic of Serbia is in the process of jointhg European Union.
During 2009 and 2010 a few laws were passed and ts orders of
responsible organs, which have an influence ongmtion and stopping of the
organized criminal, money laundering and terorigmaricing. In order to
harmonize with the demands of the MoneyVal's Cortemitwithin the
European Council, according to the Report aboutlrd circle of evaluation
of the Republic of Serbia (detailed estimationtfad FATF's criteria, as well as
the measures which are neccesary to be undertaim@h)n order to improve the
legal frame, Law on Money Laundering and TerorismafRcing is passed, and
also made some changes in the Criminal Code.

The lawful frame of the Republic of Serbia consisfscriminalization
money laundering which will fulfill internationaltandards. The principle of
criminaliztion is based on the approach that thevipus criminal act for money
laundering may be every criminal act from which eathe profit (all crime
approach) and mandate for freezing, taking andiscetion of the iligally



224 Fijat/Economic Themes, 51(1): 209-225

aquired income. Some orders about punishments @regn laundering were
changed, too. It is necessary to avoid failureagplying the orders regarding
especially to the incriminalization the terrorisinancing actions, the freezing
mechanism and permanent confiscation of the prppkris also important to
create the measures for fulfilment of the Resofu® 1267 (199) and further
Resolution SB 1373 (2001) and those after them.

According to cundacted anquette and our informaticoncerning the
group of banks with least expressed, medium andeegpd money laundering
risk, domestic banks and domestic banks with thmeida capital were tested.
Yet, until the passed directive from 2009, the mbatmonized with the
demands and the EU's standards were the domestics beith the foreign
capital. Estimation of harmonization with the imational standards also shows
that a great number of countries, from which theifp banks had come, are
not completely in accordance with the key recommaéinds of the FATF.
Since the Republic of Serbia is not a member oBteall these policies could
not be implemented directly but in accordance wilte local laws. Some
positive effects of the corporation value, credtethe foreign banks on money
laundering and terrorism financing, as well as itagonal frame in the
Republic of Serbia, formally in accordance with th&ernational regulations,
are not suficient for the money laundering andrieno financing control. Under
the conditions of economical and political recipbtependence in the world,
pressures and encouragments for acceptance ofMheaAd the CFT processes
are not sufficient, but cooperation and partnersiipll subjects are necessary,
especially among the financial institutions whicbkres identified like the main
places for money laundering and terorism finangimgvention, independent
whether they are domestic or domestic banks wighfoneign capital. Trust in
the bank sector depends a greal deal on truseof¢bnomy and the citizens in
their banks, i.e. that they do their functionsha frame of directives, respecting
high ethical and profesional standards with whibk monetary stability is
provided and create business ambient for the fiahmoarket development,
attracting the foreign capital and faster econohdeaelopment.
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OCENA SPRECAVANJA PRANJA NOVCA
I FINANSIRANJA TERORIZMA U BANKAMA

Apstrakt: zrazena nestabilnost savremenog sveta u ekonomskom,
politickom 1 drustvenom pogledu donela je nove izazove. Jedan od izazova,
svakako najvecih, su pranje novca 1 finansiranje terorizma. Pranje novca
¢ini isplativim kriminal, zbog toga Sto omoguéava prekrsiocima da plasiraju
dobit 1z svojih kriminalnih dela. Takode, moze biti upotrebljeno i1 za fondove
teroristickih aktivnosti. Predmet 1 cilj rada je utvrdivanje stepena
usaglasenosti sistema u Srbiji sa 40+9 preporuka FATF-a (Methodology
FATF 40+9) i Direktivom 2005/60/EZ Evropskog parlementa i Saveta od 26.
oktobra 2005. godine o sprec¢avanju upotrebe finansijskog sistema u svrhe
pranja novca 1 finansiranja terorizma, tj. Trecom direktivom (Third
Directive), pre svega kada je bankarski sektor u pitanju.

Kljuéne reci: krivicno delo, pranje novca i finansiranje terorizma, FATF
preporuke, III Direktiva EU, banke
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A new book by the author NadeZda Silaski has beéfighed by the Centre
for Publishing at the Faculty of Economics, Univgr®f Belgrade. Scientific
monograph entitled "The Serbian language in Treomsifis a scholarly work on
the use of English words in the Serbian languagede@ for the economic
science, which clearly indicates the subtitle o$ tmonograph. This is a study
in development economics which necessitates thetatoof foreign terms,
especially from the English-speaking areas in tbdem Serbian language. The
author who is a professor of English at the Uniweref Belgrade is a
connoisseur of economic terminology.

The processes of globalization of the world econohmgve major
consequences for the development of the natiormiaeny, have a significant
impact on the harmonization of business conditiorteese national economies,
the tastes and habits of consumers in differenhitims, but these processes
also lead to harmonization of economic concepts tenths used in different
languages. Economic science in Serbia, and in niedler economies of the
world in general, is under the strong influencdaoéign scientific circles, most
important being those in the Anglo-American-spegkiterritory. This is
especially true in my closest scientific field tdmational economy.

Researchers, often faced with the problems of timergence of new
scientific concepts, cannot find the right termdiscribe this concept well, so
following the line of least resistance, tend toeqatathe terms of speaking areas
whose references are used, and that is usuallyofhghe speaking area.
Sometimes researchers are not familiar enough thighterm so they cannot
recognize its meaning, and sometimes even feel ttiattext looks "more
professional” if it is full of words of foreign @in and incomprehensible to
most of the public. This is of course wrong, butistnecessary to know
economic science and the Serbian language welderdhat a term denoting a
concept in English is correctly translated intoldtam.
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The central part of the book is divided into sewin parts, except for the
introductory discussion and the concluding remalrkshe first part of the book
colleague Silaski gives the most important reagonshe use of anglicisms in
the economy. The second segment is devoted to typbasglicisms used in
economic terminology. Synonymy in the economy irb&a and English is the
third part of the book, and the fourth part is dedoto terminological
synonymy in the Serbian language. In the fifth mdrthe book, Dr. NadezZda
Silaski compared the anglicisms in economic terfoigy in Serbian and
Croatian language, which is very interesting knawithat our western
neighbors care about the purity of language andnmainuse of foreign words.
The sixth part of the book is entitled Strategy Toanslation of Metaphorical
terms from English to Serbian. The last part of skeenth segment by Silaski
considers the standardization of terminology ofkeng and management.

As we have already pointed out, in order to be ss&ful in the English
translation of economic texts, one must not onlysgess the linguistic
knowledge, but must be familiar with economic cqiseand categories and
understand them well, because the meaning of aitetranslated, not the term.
Professor Nadezda Silaski is proficient in the Efgllanguage, but also
someone who mastered economic terms, someone frbomw learned
economic business language, as well as economsténdeed, this is revealed
in the monograph, which indicates how the termshef English langusge, in
order to improve economics, migrated to the Serl@iaguage. This manuscript
is important tutorial for those who want find thght way to master translation
and standardization of terms in the field of ecorsmiThis is becoming a huge
need, and since | was involved in many internatipnajects, | saw that there is
a limited number of people who can translate tezdireconomic texts. What |
find particularly significant is that all of heraiins are exemplified in the
language.

Based on all the above, we have one important whet promotes
linguistic science in Serbia in the area of its lmggon in the field of
economics. Scientific work of Dr. Silaski will ke significant contribution to
the consideration of anglicisms and their diffigufitting into the Serbian
language. This impressive (I believe this is amzgim) monograph will serve to
all students, researchers, and professional trtanslafacing the English
economic issues.
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The editorial book titled “The Role of Contemporaanagement and
Marketing Methods in Improvement of Competitiveneshe Companies in
the Serbia within the Process of Its Integratiothis European Union” consists
of 20 scientific papers written by 31 authors frBraountries and 4 universities.
The book has 494 pages and it is structured ingees that broadly address
contemporary business challenges. The chapters aoxaxiety of topics within
the fields of management, marketing, commercial agament, tourism and
international business. A special focus has be¢ropuhe Serbian economic
environment, where several field-based papers exaihie practice of Serbian
companies. The book was reviewed by three promipmfessors from Serbia
and Croatia: Morilo Milisavljevi¢, PhD, NikSa Alfirewé, PhD, and Tomislav
Hernaus, PhD.

The first book chapter, entitled Management, caag$ six papers dealing
with the following subjects: organizational culturénternational human
resource management, organizational learningmiskagement, leadership and
quality management. Based on the fact that thentwgonal culture is a very
popular concept in the field of organizational babg Janéijevi¢ analyzes the
content and features of the organizational cult@ed the strategies and
methods for changing the organizational culturds T especially important if
one considers that the organizational culture igféactive tool for controlling
and directing the behavior of employees. The autlasrexplained in detail the
tools that have great utility value in terms of mgjiag the culture in practice in
different companies. Boggvic-Miliki¢ deals with staffing in terms of the
internationalization of the business through exjmmsf cooperation between
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companies from different countries. Internatiormahf ventures (IJV) as a way
of entering the international market have many athges, but it also creates a
number of challenges for human resource managentm. of the biggest
challenges is staffing activity because research $laown that it has a
significant impact on the success and sustainglfiiJV. In this context, it is
concluded that the staffing policy and practiceudtide an integral part of the
process of planning, negotiation and the creatfanternational joint ventures,
whilst avoiding the many problems associated withep human resource
management activities. Organizational learning lammvledge transfer between
organizations are an important factor in establighiand maintaining a
competitive advantage in strategic alliances. Alekairi ¢ and Burton are using
the case study to analyze the impact of organizatidesign on this process by
presenting several propositions regarding the iogighip between
organizational structure and organizational leaynin alliances. From the
aspect of management practice, the conceptual fwarkedeveloped by the
authors can be a useful tool to manage the prafesganizational learning in
accordance with the relation between the partnersthie alliance and
characteristics of organizational structure. StojairAleksic and Babd
analyzed the key characteristics of a successdglelebecause previous studies
have shown strong links between the leadershigsskil managers in the
organization and organizational performance. Théh@a researched the
personal features of the general type, cognitive mental characteristics, and
psychological characteristics, as well as the sowfcleadership capabilities.
Despite the view that it is difficult to define wersal characteristics and
attributes of successful leaders, the fact thatdesafrom various organizations
have many common features. In this part of the haakimportant areas with
strong practical implications are analyzed. Thestfilssue relates to the
accounting-based measures of risk, and IvaniSend Todorovd were
researching possibilities of accounting-based nreasof risk in function of
substitute for market-based beta metric. The astlsoggest that accounting
standard setters need to require from companieg mxplicit accounting of
disclosures variables that indicate risk. The impatation of quality systems
IS an important proposition for maintaining compeg¢iness in the domestic and
international markets, especially in sophisticatetkets such as the European
Union. Babt has researched the effects of the application ntégrated
management systems, such as quality managemenranental management,
food safety, etc. It is revealed that the impleragah of various standards and
integrated management system enables continuousrovuempent of
organizational performances. This conclusion haarcpractical implications
and suggests the profitability of investments ine thmplementation,
development and maintenance of quality systems.

The second part includes papers in marketing fieldted to key account
management, advertising, internet and media andntoncations. Gligorijed
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and Miti¢ examine key account management as a hew markagijmgach and a
response to increasing global competitive pressures authors create KAM
development model, which is the basis for the stati)KAM development.
Using survey technique they identify the presencd quality of the basic
elements of KAM process and nature of relationdiepveen business buyer
and seller. BoSkovi and Popov deal with the application of nonparametric
methods in the analysis of treatment effect andetfext of the advertisements
order in making marketing decision in banks. Theahats analyze bank
competition in Serbia, importance of bank markettwstomer expectation and
treatment effect in sequence and propaganda. Thegluded that economic
propaganda is very efficiency model for communimadi with clients, largely
due to the development of technology and infornmatiechnology, the fields
with the biggest innovation booms today and idexfigture growth tendencies.
The purpose of Filipodis study is to develop research design for the
investigation of the effects of the Internet comioations aimed at the
millennial generation. The Internet communicatioase gaining in their
relevance continuously and shaping the new landscap marketing
communications between companies and consumespitinof the fact that this
interactive medium plays a significant role in tihees of modern people in
general, the author notes that its importance e enore apparent in the case of
younger generations. In order to apprehend the calmepsive picture of factors
that determine the efficiency of Internet advensithe following issues were
analyzed in the paper: characteristics of the haerweb advertising and its
outcomes, uses and gratifications theory, marketipgeals and millennial
generation. Building on these findings, researcldeh@nd the corresponding
experiment are proposed and discussed.

A part titted Commercial Management contains thpsgers with the
following research topics: trade management dewvedop, marketing, key
account management, and supply chain managemewmtethoand Stojkovi
explain retail transformation, new approaches imketang theory, changes in
the marketing mix of retail trade, challenges irvaleping new marketing
strategies in micro retailing, challenges in depilg strategy of category
management, and CRM and social component in netaiketing. The authors
concluded that the classic marketing concepts shoeillovercome and that they
should be replaced by new approaches that alloterbatcess to customers.
Bogett and Petkowi address the issue of developing key accounts en th
commercial portfolio management. They argue thgtdecount management is
necessity for the current business momentum, inmojuthe complexity and
dynamism of the strategy and tactics. The chandiuginess environment
requires active management portfolio of key accaunbe aim is to have up to
date customer list and adequate adaptation ofubmdéss process requirements
of the selected customers. Development of key adcpartfolio in times of
crisis includes combination of experiences and pesttices. In addition, it also
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respects local peculiarities and business issubsy Tconclude that in the
situation of high liquidity crisis, both in privasind public sector, the financial
aspects of the analysis of business partners, @nstiort and long term, are
especially important in the selection and treatmainkey accounts. Supply
chain management covers many important segmetsngbany functioning. In

accordance with this fact, ¢hnovi¢c and Mijuskové explained the key

components of the supply chain, role of distribmtio supply chains, factors
that influence distribution network design, maimpdg of distribution network
design, and problems in practice.

Tourism part covers three papers with the followiagics: activity based
tourism, market segmentation, and promotion inisoar In the past few years,
Serbian tourism has shown significant growth thiotlge promotion of tourism
and the promotion of domestic destinations. Becaxfsthis, papers in this
section offer a range of useful and practical ginds for the improvement of
Serbian tourist offer. After analyzing stakeholdetsevi¢ deals with mapping
activity-based tourism stakeholders in Western i@exsing focus groups
method. Djordjevd and Petro\d examine efficiency of different media usage in
promotion activities of travel agencies. A salédarism is one of key activities
in modern conditions of operation. Travel agenaigs various media in sales of
travel packages in order to increase sales — veshgtinted media, electronic
media and personal sales. Assessment of efficieficglifferent media and
personal sales is significant to improve efficierafy promotional activities,
optimize marketing expenses and define adequatketiag strategy. In travel
agencies expenses for promotion of travel pack@gesent one of the most
significant items in total operational costs. Baseda case study of a travel
agency, the paper analyzes efficiency of differemdia. Djordjevt and
Veljkovi¢ analyzed influence of brand to customer decisiomaking,
significance of brands in travel decision makingd ssignificance of tourist
market segmentation. Based on empirical researgfast statistically proven
that segmentation of tourists based on significaotalifferent brands of
participants is more precise than traditional \#Hga (demographic and
geographic primarily). By applying adequate stetitmethodology, segments
of tourist service customers were defined, withitltons making regarding
application of obtained results.

International Business part contains five paperauded on the following
topics: business internationalization, internatidrede, export competitiveness,
exchange rates, and financial crisis. Rakita andkMa¢ analyzed China's
automotive industry in order to explain better #nolutionary approach to
internationalization and "step by step" method.liBj@and Popo-Petrovi
explained the changed role and overall importarfcéeseloping countries in
international trade at the beginning of the newtwsn The authors concluded
that developing countries after 2008 have becomendw engine of growth of
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the world economy. Mladenaviinvestigates the presence and type of non-
linear properties in the euro based real exchaatgeim the following countries
from Central and Southeastern Europe: HungaryCiderh Republic, Poland,
Romania and Serbia. Results show that strong remdiity exists in three cases
(Poland, Hungary and Serbia). Smooth changes cuedomly determined
regimes represent the appropriate form of captutiteg identified non-linear
behavior in real exchange rate. Estimated spetiics: strongly outperform
standard linear specification when in-sample fosdng was done. The
contemporary world economy is characterized by rth#ual intertwining of
investment and trade flows that has led to the gemare of new export forms.
Stojadinové-Jovanovt point out new trade flows and the possible wayd an
direction in conducting analysis of export competitess. Jamovi¢ has
analyzed the impact of the financial crisis on cetityenes of the Western
Balkans. She concluded that developing model basidon external financial
sources, such as FDI and loans, it is not sustraig term.

By the analysis of the literature in each sectiboan be concluded that the
relevant sources were used, which enabled exceliedérstanding of basic
concepts with their reaffirmation in the recengiéture sources. In this way, the
required consistency and quality of the works asached, with the
simultaneous analysis of certain specific issued mblems related to the
observed concepts.

The benefit of this book is that all researchewived in the fields that are
contained in the book, but managers who are coedenith everyday practical
problems. In this sense, the book provides a goodefine for solving
problems related to human resource management,s sal®motion,
internationalization of business and tourism dewelent. This is especially
important if one considers that the book integrétesefforts of many authors in
order to improve the competitiveness of Serbian manmes in order that they
readily welcome the process of integration of Seiio the European Union.

The book is written in English language. All wotke characterized by an
objective and rigorous scientific approach. Readpuplic is indebted to
Professor NebojSa Jdijevi¢ that has done the great work in the role of editor
of this edition, especially if one takes into aaabthe heterogeneity of the
issue. Despite the reported diversity of conterd egsearch, the works are
skillfully integrated into one book with clear andeful theoretical and practical
implications.
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