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Editorial

This issue, as the previous one, begins with ariboion in the field of
international economics but skillfully combines thigparatus of monetary and
fiscal policy. Because of its multidisciplinaritthe paper entitled The Process
of Convergence Process in EMU 12 by the authogic®BoSkowt, Svetlana
Popovt and Nikola Njegovan is selected to open this isefieeconomic
Themes. Moreover, according to the scientific mddbtogy it applies, this
paper is singled out amongst the published papérgiissue.

Two papers with related and extremely provocatissués follow. The
Impact of National Culture on Organization Learnirammd Knowledge
Management by NebojSa Jéjavi¢ belongs to the order of those papers whose
complex concepts are skillfully interrelated, thempanding the area of our
understanding the interaction between business na@#ons and the
environment. Human resource management is the foenial field the next
paper belongs to. The paper entitled Challengethefinternational Business
Communication and Implication for Human Resourcendgement Function by
Biljanabordevi¢ and Maja Ivanow-bukic¢ is characterized by a slightly narrow
focus. The paper emphasizes the importance ofcuitearal communication
competence in the international business envirobhmérhe paper is
characterized by a very meticulous review of busshgractice centered
research that can provoke the interest for itseigmyond the academic reading
public.

The paper entitled Inflation Targeting: DetermirganPreconditions and
Effects by Milivoje Davidow, Marina Grubor and Husein Mehmedovs a
competent analysis of international experience he fpplication of this
monetary strategy. Comprehensive and carefullycssdereference literature
makes the paper a useful guide to an intriguintgl fe# monetary theory and
policy, which often lack final findings.

The paper entitled Foreign Trade of Mexico and @oation with Serbia by
Milo$S Todorovt and Valentina Milosavljevirepresents a well made case study
in which the authors analyze economic dynamicspdseand structure of
foreign trade relations of this Latin American etafA special attention in the
paper is dedicated to foreign trade relations \liik state and Serbia, which
should make the paper interesting to the domestiding public.

The group of papers that follow belong to the thieni@eld of accounting,
audit and business management. The paper entitiatitf)Control and Public
Oversight of External Audit by Ljiljana Bohiand Milicabordevi¢ represents a
competent analysis of society’s response to theeissf audit statements’



reliability. Being a review of good practice, thaper provides useful guidelines
for states that want to face this problem. The achdnh the audit process is
examined in the next paper entitled Audit Procesldioe Disclosure of Errors
and Fraud in Financial Statements by Silvia KostoVae two papers
complement each other because they both provideljsetive and competent
audit but with a slight difference-the former degliwith the role of a wider
social environment under control of the audit pssfen and the latter with the
ranges of the profession. Tatjana Stevaéis\paper entitled Business Budget -
a Tool for Implementation Companies' Strategic Goalpoints out the
importance of business budget in the implementatibrstrategic aims and
efficient operating activity performance.

The subject of the next paper deals with more ancernmportant issue of
sustainable development. The paper entitled Sthengtg Institutional
Capacity for Effective Management of WEEE — Chajlerfor Sustainable
Development of Countries in the Process of Europeaéegration by Sonja
Jovanowt, Bojan Krsté and Vesna JankaviMili¢ completes the analysis of
institutional solutions for managing electronic teais the EU and the states on
its periphery.

The final contribution to this issue is the papetiteed Organic Food as a
Promising Product in Serbia by Svetislav Milenkoand Jelena TasiOrganic
agriculture has become more and more interestiseareh field and according
to the authors’ analysis an agricultural branch mh&erbia can build
competitiveness for its export offering.

Editor-in-Chief

Prof. dr. Srdan Marinkovié
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UDC Abstract: Analysis of fiscal discipline and convergence in EMU is
336.02 important for several reasons. Empirical studies have confirmed
(4-672EU) the connection between fiscal policy and national macroeconomic
Original performance. Fatas and Mihov showed that governments that use
scientific aggressive fiscal policy, create significant macroeconomic
paper instability, reflected in higher output volatility. Fiscal convergence

stimulates the convergence of economic cycles because it eliminates
specific fiscal shocks. Considering that both Maastricht convergence
criteria and the Stability and Growth Pact require fiscal discipline
before joining EMU, their goal is to bring the countries that are
joining the EU, closer to the optimal currency area. Convergence
criteria require from the future members to have similar economic
policies and to stimulate a more balanced growth and development.
That way, the fiscal discipline and the stronger correlation of
economic cycles will better prepare the candidate countries for the
single currency. Fiscal discipline also affects the financial markets.
Differences between national fiscal policies may slow down the
integration of financial markets, because different national fiscal
positions could mean different sovereign debt risk premiums,
depending on the anticipated budget deficit and public debt.

Received:

07.12.2012.

Accepted: Key words: optimal currency area, convergence, test of hypothese
15.07.2013. with panel data, testing for individual and time effects.

1. Introduction

European integration is a political project whicitludes the process of
economic and financial integration. Monetary intggm was a gradual process
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that started after a relatively long period, asoatiouation of the European
economic integration. The events of the ‘90s hawealed the problems with
efforts to establish the impossible trinity. Namelys impossible to have an
independent monetary policy, fixed exchange ratesfeee movement of goods
and capital, all at the same time. This is why ri@netary union is a natural
extension of the single market. The solution toithpossible trinity is in the

introduction of the common currency, meaning thed members’ exchange
rates are irrevocably fixed, in giving up the awimous monetary policy, which
will be transferred to the supranational level &hé single market. Euro
exchange rate is flexible against other currenaies there is a high degree of
autonomy of the European Central Bank regardingatasy policy.

That is the solution from the Delors’ report whigha way, has a protective
role - ensuring the stability of exchange ratesictvlis an additional incentive
to strengthen the trading between member statesetn highly dependent
exchange rates could've imposed sufficient monetigipline, i.e. not even the
amended version of the Exchange Rate Mechanisnd doae yielded good
results. The single market couldn't have realisgdhiaximum potential without
the single currency. Having a single currency medmasing a greater
transparency of prices, eliminating the currensksj lowering the transaction
costs and increasing the benefits for all membatest Member states had,
except for the anchor country, already lost contnr their monetary policy
due to the mandatory membership in the Exchange Riachanism. This is
how member states can participate in the decisiaking process in relation to
the monetary policy.

The introduction of euro triggered a debate onedhdogenous effects of
monetary integration. A "new" theory of optimum @mcy areas — or
endogeneity approach - emerged. According to Deueaand Mongelli
(2004), creating a monetary union may increase dbgree of economic
integration of member states through trade integratfinancial integration,
greater symmetry of shocks and greater flexibititygoods and labor markets.
Endogeneity approach represents a dynamic impraveaiesarly static theory
of optimum currency areas. While the old theory pams the costs and
benefits using selected indicators over a certaiiog of time, the new theory
analyzes changes generated by the monetary unibile e former focuses
on the issue of identifying countries ready to jaimonetary union, the focus of
the new approach is shifted towards the questiowhait is happening within
the monetary union, and whether and how quicklytheecountries that joined
the monetary union moving towards an optimum cuyerea.

Optimum currency area is an optimal geographiagibrefor an irrevocably
fixed single or multiple currencies. A theory oftiopum currency areas has
identified criteria that a given country or groufpcountries must meet in order
for the accession to the monetary union to brirggrtHong-term net benefits.
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The most important ones (Mundell 1961, 664) relatthe lack of major shock
asymmetry, high degree of labor mobility, wage ifbdity as well as
centralized fiscal policy. States that formed a atary union in 1999 did not
meet those requirements. Labor mobility was limigad language differences
made it difficult to find employment in other coues. Wage and price
flexibility was low and there were large differesda labor market institutions
that affected wage and price movements, even ietkat of identical shocks.
The strong role of labor unions and very high degvé labor protection was
present in certain countries, causing a decreattgeealemand for new workers.
Fiscal policy remained decentralized.

In practice, criteria suggested by the economiorthevere modified. Five
Maastricht criteria are different from those defirtey Mundell in his analysis.
They include convergence of inflation rates, intérates, deficits, public debt
and exchange rate stability. Since these requirtsvae not consistent with the
ones defined by the theory of optimum currency @reaoreover, they weren't
fully met prior to the creation of a monetary uniomhere was a reasonable
doubt whether common currency is a good long-teshati®n for the member
countries of the European Monetary Union. Therefatethe moment of its
creation, the EMU was not an optimum currency akEavever, the view that
monetary union environment would contribute to tgeantegration of the
member states prevailed, primarily through the ghost intra-trade and greater
financial integration.

Contrary to expectations, there was no convergenteeconomic
performance of EMU members. Instead, a proces®lafipation (divergence)
of economic results took place between the two ggoaf countries — the
peripheral or Southern countries and the centréher wealthier countries,
mostly from Northern Europe. The EMU is not a hoemagus area as a result of
that process, and a common monetary policy do&slytsuit it and can have
varied effects on macroeconomic results of indigidrountries. The debt crisis
has accentuated these weaknesses and shown that ahmgnges in the
Monetary Union design are needed, as well as thia$ present form it doesn’t
have long term sustainability. To create and imgetmreform, one has to
understand the differences between the two gro@geuntries that are at the
core of the current crisis.

2. Convergences of Economic Performances in EMU 12

One of the EMU’s goals is to have a more even redidevelopment. That
means the convergence of development levels betwesmber states. The
most common indicator of the countries developnerel is the gross domestic
product per capita. Had that process been realistandard deviations and
coefficients of variation for GDP per capita wowe’ been decreasing over
time. Graf 1 shows the lack of the real converggmoeess:
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Figure 1. Real convergence, GDP per capita (in Euros, 2005=100)
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Until 2003, the achieved development levels, masakby average GDP per
capitd, were slowly converging. After 2003, the trend adntinuous and
significant increase in disparity started. For Narthern countries in the two
decades, the standard deviations of average GDRgpda have mostly been
steady, except during the crisis. This means thwt tonvergence of
development levels hasn't been achieved for th@mugrof countries either,
although the initial differences were smaller thanthe Southern countries, the
divergence did not occur. Contrary to the aforeioeetd, the Southern
countries had larger differences in developmentelkevthat have been
significantly increasing over time. Ireland, whgssformance is closer to that
of the Northern countries, is at the forefront bistgroup, while Portugal,
whose GDP, on average, is half of Ireland’'s GDRjtithe rear. Ireland is the
only country that started going through the congaog process upon joining
the EMU. If we exclude Ireland from the calculatiome can see that the
differences between North and South have been amthstincreasing This
means that during the last decade there was agéivee in development levels
between these two groups of countries.

Until 2007 the Southern countries had, on aver&igher growth rates.
They were hit harder by the crisis, hence, the tiagarowth since 2008.
Northern countries have previously formed suffitieapacity to exit the crisis
faster, and only in 2009 had a decline in econamsitvity, and already in the
following year managed a positive average growtd. ra

'Average GDP per capita for Northern countries miausrage GDP per capita for Southern
countries

2Average GDP per capita for Northern countries miausrage GDP per capita for Southern
countriesw/out Ireland
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Figure 2 Real Convergence, Average Growth Rates
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The value of standard deviation is lower in thetNem countries than in the
Southern countries, i.e. they generate growth ridiats on average, differ less.
(Coefficient of variation for the Northern coungién the observed period, is
5,5% and for the Southern countries it's 31,5% A% without Ireland). Since
the start of the EMU, both groups of countries haliewn mild convergence
tendencies, but the crisis resulted in divergenvenents across the Southern
countries. Although the growth rate of the lead@apnomies of the euro area
were lower compared to the small open economiescakching up process with
the developed states did not happen, except icetse of the Ireland.

The observed countries have a single currency aigée monetary policy,
so convergence of growth rates and highly conneetmshomic cycles are
needed to achieve satisfactory results. Countrigs smaller growth rates will
be better suited with a softer monetary policy tbah stimulate borrowing,
demand and economic activity with lower interes¢saA stimulating monetary
policy isn't appropriate for countries with aboveeeage growth rates. It will
stimulate demand and may lead to excessive fluotaind inflation. Nominal
interest rates in the EMU countries are at a smigael, therefore, higher
inflation in individual countries shall result iower real interest rates. This can
initiate a new economic cycle and lead to divergeat EMU countries and
increase in rates of inflation as well as causedifferences in its levels to last
longer. Considering that the European Central Baak high credibility, the
pressures from the demand may not fully affectpghiees, and a speculative
bubble may start to appear in certain markets -t wfcall the real estate market
and the securities market, as was the case witm $pa Ireland. Bursting of
the bubbles may cause a large scale economic.chisisore severe monetary
policy, that will prevent excessive fluctuation,gbhikes in demand and
inflation, is better suited for countries with higmowth rates. This kind of
monetary policy may, however, have serious consemgsefor the countries
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with low growth rates, because it can cause deflatOf course, monetary
policy on the EMU level cannot be tailored to indival countries, because
there are no instruments to do that, so insteadatlored to the Union average.
This means that it won't fully be suited for thestfgrowing countries or the
countries whose growth is beneath the Union average

The main objective of the ECB is price stabilityefided as the rate of
inflation in the euro zone, below, but close to 8%er medium term. The ECB
cannot focus on the rate of inflation in individ&WU member country because
there are no instruments that could be adaptedrtations in the rate of inflation
among members. The ECB has been quite successhd nealization of its goal
in the past, also achieving a high level of inflatrate convergence among the
member states. However, inflation differentials tile euro zone are still
persisting. In large currency areas, there aradafiferences in the inflation rate
levels. They can be the result of the macroeconamicstment process to
asymmetric shocks, which cannot be completed w@axthange rate when labor
mobility is low. Such inflation differentials haweerelatively short duration and do
not cause major disruptions. However, the causgsmaf different nature when
they lead to serious divergent movements.

Figure 3 Nominal Convergence, Average Inflation Rate (Consumer Pricelndex)

15,0

10,0

5,0

= e
£ 0,0

-5,0

1990
1991
1982
1983
1954
1985
1996
1997
1998
1959
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010

Average inflation, Northern countries

—i— Average inflation, Southern countries

Source: Calculation based on the World Economic Outlodklioiase from September 2011,
International Monetary Fund

The difference in inflation rates among EMU membeountries
significantly decreased and was stabilized at & \@w level after 1980. The
largest decline was recorded in the period precgthia creation of the EMU as
a result of the efforts made by the countries itkeorto satisfy the Maastricht
criteria set. The European Central Bank has brosigtility, independence and
credibility previously unseen in certain membetedaDuring the 1980s, many
countries had problems with high inflation (couesrisuch as Greece, Portugal,
Italy, Ireland and Spain). On the other hand, tteatpst monetary stability was
seen in Germany and the countries “connected” theit Netherlands and
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Austria. Almost all of the observed countries hauecessfully completed the
process of disinflation in the 1990s. Greece hadtlbst problems with inflation
in this period, and to a considerably lesser ex@emtugal, Spain and Italy. These
differences have shrunk in the coming decade vghbieginning of a common
monetary policy (no country exceeded 4% inflatiate). On the other hand, one
of the Maastricht criteria is that the inflationteamust be no more than 1.5
percentage points above the average rate of the Bl member states with the
lowest inflation over the previous year. It is end that this criterion is not
respected even within the EMU, which causes problenthe formulation of a
unigue monetary policy. Greece had the least sscitegontaining inflation,
despite satisfying the Maastricht criteria befaneegng the EMU. Thereatfter, the
rate of inflation begins to rise and reaches acatilevel in 2010. Spain was
above the permitted level until the outbreak of thisis which has restrained
inflation. In the first half of this period, Ireldnexceeded the allowed inflation
rate, achieving stabilization immediately afterveard 2004, but the crisis has
affected the emergence of deflation. Germany'siitth rate was below average
in the same period. Although there was a significaduction of inflation during
the observed period, when measured by the conspne index, with the
exception of the year 2009 inflation remained atweh higher level in Southern
than in Northern countries. The rapid rise in datbor costs (which is not
accompanied by a corresponding increase in pradygtiis an additional
problem, making the South suffer from declining petitiveness comparing to
the North. As a result, these countries have elargrent account deficit on
average, while the North realizes surpluses.

Real GDP growth rates and its standard deviaticosfficients of variation)
represent the general, synthetic indicator of diffiee and compatibility
between economic cycles of the relevant countBesides this, we need the
information on whether the convergence of growttegas the result of the
long-term trend of these rates, or the actual cgeree of economic cycles, or
both. One of the main factors of success of theatawg union, according to the
optimal currency area theory, is the correlatiotwieen the economic cycles. If
economic cycles of EMU member states have highetaiion, a similar
response by the monetary policy will be neededaisecof various shocks and
the consequences of asymmetric shocks will statiettrease. Synchronization
of economic cycles in Euro zone countries can [seted through changes in
output gap that illustrate the cyclical componenthe GDP. Output gap is the
difference between the actual and the potential GBRen GDP is increasing
at a rate slower than the long-term trend, the wWug@ap shall be bigger and
negative. When the growth rate is increasing alitbgdong term trend, output
gap shall be positive. If the differences in theesdf the output gap are getting
larger between the observed countries, then theyatdifferent stages of an
economic cycle. Vice versa, if the differences agetting smaller, their
economic cycles are converging.
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Figure4 Real Convergence, Output Gap Volatility Measured with Standard Deviation
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Source: Calculation based on World Economic Outlook datalfemm September 2011,
International Monetary Fund

Standard deviations of the output gap are smail¢hé Northern countries,
their economic cycles are more in synch and thelyeheonvergence trend until
2007. Higher levels of standard deviation of theépat gap and its strong
growth in the Southern countries from 2003 meart tha differences in
economic cycles are getting bigger. This is creatproblems for the
implementation of the ECB monetary policy whiclb&ng implemented in the
entire EMU and seems less and less suited fordhéh&rn countries.

Inadequate public finance policy can cause inftatwhich leads to real
exchange rate appreciation and loss of competiis®n Therefore, some
authors argue that countries that have not preljioashieved a high and
sustainable level of fiscal convergence shouldvéneadopt the euro (Onorante
2006). Fiscal discipline of monetary union membiates reduces externalities
for monetary policy and lowers the tendency towatdsye government
spending. Lower budget deficits will mean lowerensist rates and lower
inflation. Given the significant spillovers betwesm®mber states fiscal policies
through interest rate channel of the monetary tméggion mechanism, if one
country is pursuing expansionary fiscal policywill increase its interest spread
and the general level of interest rates in theemay union. In addition, the
ability of central banks to maintain the targetedel of inflation is lower in a
monetary union than in the case of independenéstaeducing the budget
deficit will mean a reduction of inflationary press and facilitate the
achievement of monetary stability for the centiaahk

There is a noticeable divergence between two obdegroups of EMU
countries even when it comes to fiscal policy. Nerh countries have a lower
level of public debt on average and tend to corevendnile the South is
characterized by higher public debt and the constemease of disparity. The
Southern countries, on average, have higher budegécits than more
developed members of the EMU.
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Figure5 Fiscal Convergence, Public Debt, % of GDP
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According to Arghyroy and Kontonikas (2011) befdhe crisis, markets
didn’t value macroeconomic factors and internatioisi appropriately, but these
factors were now accentuated during the crisiceSthe beginning of the EMU,
the highest degree of convergence has been achiewed government bonds
market where the spreads have significantly redacetimember states interest
rates on ten-year bonds have converged. Howevsrcdnvergence enabled the
lack of fiscal discipline in Greece and Portugaid anfluenced the creation of
speculative bubbles in Spain and Ireland. Lacksnafket discipline in these
countries has led to the delay of necessary stalateforms and have caused the
divergence of wage and productivity growth whicls lhasulted in a significant
loss of competitiveness and economic divergencedsast the North and South.

The debt crisis started in Greece, on November 2308 result of adverse
expectations on the market, due to significant ewirsy of the country’s
macroeconomic performance. From there it spreadhier EMU members, first
of all Portugal, Ireland and Spain. According togyroy and Kontonikas’
hypothesis on trade convergence, the markets dteataing only the best case
scenario — full convergence, even though macroenanperformance of the
Southern member states kept getting worse. Thectegbenarket pressure on
undisciplined member states, as well as the effectmonitoring of
macroeconomic performances, was absent. The resst the pronounced
economic divergence and change in market behaviaiception of risk started
changing, the market started valuing macroeconompécformance and
punishing the existing imbalances. That's why aanapread convergence isn’t
expected in the future, as long as there are signif macroeconomic
imbalances within EMU.
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Figure 6 Sovereign Debt Spread
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Prior to joining the EMU, all the troubled coungibave had high spreads
on government bonds with the maturity of 10 yearmgared to Germany. That
was the result of market expectations about imffgtiand depreciation of
exchange rates. The market therefore penalizedporesible fiscal policy
through higher premiums for inflation and curremick.

3. Testing for Individual and Time Effects for Chosen Indices

Graphical representation of dispersion measurethéoobserved economic
variables over time is suggesting the existenca pbsitive or negative trend.
However, before making conclusions about the exigteof convergence or
divergence, statistical tests of time series cayemee are required. They
provide us with a higher level of confidence in tda®clusion.

Statistical analysis of disparity in EMU countriess performed on 240
panel data (12 countries, 20 years). Not only thifl data enable the analysis of
structure and dynamics, but the analysis of changesructure over time as
well. The observed elements shall include 12 mensketes of the European
Monetary Union (EMU 12) in the period from 19912010. The countries that
joined the EMU later were not included, becauséhefsmall time series data.
Due to the short time span, the convergence prazes®t be analysed in these
countries, i.e. it's impossible to draw valid carsibns from small time series
data. 12 EMU countries shall include the existingmmbers without Cyprus,
Slovenia, Slovakia, Malta and Estonia. The follogvimdicators were used:
GDP per capita, GDP growth rates, output gap, aomsprice index, nominal
unit labour costs, current account balance, pubbt, budget deficit and
sovereign debt spread.
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Disparities between the observed countries weregiqusly analysed on
selected indicators, using descriptive statistiédl indicators showed
differences between the two groups of EMU membatest— Northern and
Southern, and their tendency to increase and cheweetime. Significance of
these differences and changes over time shall\estigated heretofore, using
relevant F tests for individual and time effectspamel data. Calculations were
performed in SPSS software.

Information panel is a combination of data-secti@mal time series data of
a large number of observations of the same undiffgrent times. When there
are insufficiently long time series of observatiansiumber of units, the classic
evaluating technique cannot be used. This is a wagvoid the problem of
choosing a representative period. Besides, thetegreariability and higher
efficiency rating, carries the less likelihood ofulticollinearity. The two-
dimension structure enables simultaneous analysthanges in the structure
over time (individual and time effects). Test oflividual effects is used for
testing the significance of differences betweernviddal averages (average of
the selected indicators for the entire period 199141999-2010 by country).
The test of time effects is used for testing ddferes between time averages
(average of the selected indicators for all coestéanalyzed by years).

Disparities between the observed countries weréqusy analysed on selected
indicators, using descriptive statistics. All iratiars showed differences between the
two groups of EMU member states — Northern andHgont and their tendency to
increase and change over time. Significance oetldéferences and changes over
time shall be investigated heretofore, using refe¥atests for individual and time
effects on panel data. Calculations were perforim&PSS software.

Table 1 GDP at 2005 Market Prices Per Capita
a. Results of testing for individual effects,rifi@rn countries 1991-2010.

Method df Value Probability
Anova F-statistic (6;133) 122.9363 0
b. Results of testing for time effects, Northeountries 1991-2010.
Method df Value Probability
Anova F-statistic (19;120) 0.752957 0.7568
c.Results of testing for time effects, Southesardries 1991-2010
Method df Value Probability
Anova F-statistic (19;80) 0.803343 0.6967
d. Results of testing for individual effects, Sarticountries 1991-2010.
Method df Value Probability
Anova F-statistic (4;95) 64.02256 0

Source: Calculations based on Eurogtat data, European Commission,
http: //epp.eurostat.ec.europa.eu/portal/page/portal/statistics/search_database on 28.1.2012
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Testing for individual effects means to test fore tlsignificance of
differences between individual averages (average dfosen indicator for the
whole period from 1991-2010 for selected countri@gsting results (segment
a.) show that there are statistically significaiftedences between the observed
countries (Austria, Germany, Holland, France, Befgi Finland and
Luxembourg) in the observed period, on the GDP qagita level. This is
indicated by the value of F statistic = 122.9368joh is significant at the 5%
significance level (p-value = 0.0000<0.05). Testfog time effects means to
test for differences between time averages (of aseh indicator in observed
countries by year). This test shows that the vianaih averages for Northern
countries (segment b.), year after year, has niststal significance. Value of F
statistic is insignificant at the 5% significaneavél: F=0.752957 (p-value =
0.7568>0.05). When considering the Southern castive can conclude that,
based on the results of testing for time effecegifgent c.), variation in
averages, year after year, on the GDP per capitel,ldas no statistical
significance. Value of F statistic is insignificaatt the 1% significance level:
F=0.803343 (p-value = 0.6967). Results of testiog individual effects
(segment d) show that there are statistically Samt differences in the period
from 1991-2010 between the observed countries. é/alfi F statistic is
significant at the 1% significance level: F=64.08%Zp-value = 0.0000).

Table 2 Output Gap, Northern European countries
a. Results of testing for time effects, Northeonintries 1991-2010

Method df Value Probability
Anova F-statistic (19;100) 9.837621 0
b. Results of testing for individual effects, Nwtn countries 1991-2010
Method df Value Probability
Anova F-statistic (5;114) 1.972637 0.088

Source: Calculations based on the World Economic Outlodiallase, September 2011,
International Monetary Fund

Results of testing for time effects show that theation in averages of the
Northern countries’ output gap, year after year,siatistically significant
(observed countries: Austria, Germany, Holland,nEea Belgium, Finland).
Value of F statistic is significant at the 5% sia@nce level: F=9.837621 (p-
value = 0.0000<0.05). Based on the results ofrtgdtir individual effects, we
can conclude that in the period between 1991an@ #tdre are no statistically
significant differences between the observed c@sitin output gap. This is
indicated by the value of F statistic, which is igmificant at the 5%
significance level: F=1.972637 (p-value = 0.0880%).
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Results of testing for time effects show that thariation in average
inflation for Northern countries, year after yeas, statistically significant
(observed countries: Austria, Germany, HollandnEea Belgium, Finland and
Luxembourg). Value of F statistic is significanttae 5% significance level:
F=10.85404 (p-value = 0.0000<0.05). Based on tgstinindividual effects we
can conclude that in the period from 1991-2010 e¢hare no statistically
significant differences between the observed c@miwrith inflation. Value of
the F statistic is insignificant at the 5% sigraince level: F=0.612874 (p-value
= 0.7197>0.05). For Southern countries the resflteesting for time effects
show that the variation in inflation averages dftla¢ Southern countries, year
after year, is statistically significant. This iglicated by the value of F statistic,
which is significant at the 1% significance levél=3.729274 (p-value =
0.0000). Results of testing for individual effestsow that in the period from
1991-2010 there are statistically significant diffieces between the observed
countries with inflation. Value of F statistic ( 5665977) is significant at the
1% significance level: (p-value = 0.0004).

Table 3 Consumer Price Index
a.Results of testing for time effects, Northernrtoies 1991-2010

Method df Value Probability
Anova F-statistic (19;120) 10.85404 0
b.Results of testing for individual effects, Nontheountries 1991-2010
Method df Value Probability
Anova F-statistic (6;133) 0.612874 0.7197
c. Results of testing for time effects, Southern cdasat 1991-2010
Method df Value Probability
Anova F-statistic (19;80) 3.729274 0
d. Results of testing for individual effects, Swern countries 1991-2010
Method df Value Probability
Anova F-statistic (4;95) 5.665977 0.0004

Source: Calculations based on World Economic Outlook dateb&eptember 2011,
International Monetary Fund

Table4 Public Debt as% GDP
a. Results of testing for time effects, Nerth& Southern countries 1991-2010

Method df Value Probability
Anova F-statistic (19;196) 0.626747 0.8833
b. Results of testing for individual effects, Nath & Southern countries 1991-2010
Method df Value Probability
Anova F-statistic (10;205) 67.9376 0

Source: Calculations based on World Economic Outlook databmternational
Monetary Fund, September 2011
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Results of testing for time effects show that theation in average public
debt for Northern & Southern countries, year aftear, is not statistically
significant (observed countries: Austria, GermaHg|land, France, Belgium,
Finland, Spain, Portugal, Ireland, Greece and )italyis is indicated by the
value of F statistic (F=0.626747), which is insfgrant at the 5% significance
level: (p-value = 0.8833>0.05). Based on the resofttesting for individual
effects from 1991-2010 we can conclude that theeestatistically significant
differences between the observed countries witHiputebt. Value of the F
statistic (F=67.93760) is significant at the 5%ngigance level: (p-value =
0.0000<0.05).

Conclusion

The lack of a common fiscal policy is often cons@dkas a major error in the
design of the EMU. The inability to conduct an austmous monetary policy and
exchange rate policy limits the response of merataes to various shocks, such
as recessions. Not all countries will be affectethe same way, which is why the
unemployment rate will vary. Common monetary poliglf not suit everyone. It
can further exacerbate the problem of high unenmpémyt and low output in
certain countries and the problem of excessive ddpaverheating and inflation
in others. The common currency may weaken markgmaks that would
otherwise provide a timely warning of an excespublic debt.

Inflation differentials have been present since lileginning of the EMU
and they represent permanent phenomena for sontkeofmembers, above
others - Greece, Portugal and Spain. Constantapgaeciation of the foreign
exchange rate means the loss of competitivenegbdse countries, which can
cause, together with high domestic demand finabgddans — both private and
public, a more permanent budget deficit and tharxa of payments deficit.
This is not a sustainable situation and these cesntare facing long term
financing problems. During the period when the reasalued the country risks
equally for all EMU members, they were borrowinghwiower interest rates.
However, the markets now focus on the budget def@nd public debt and
require a higher premium due to the poorer creapiacity. This is how the risk
of national currency devaluation, that existed befibey joined the EMU, was
replaced with the risk of the lowering of the natib bonds credit rating.
Empirical analysis doesn’t point to a trend of @asing inflation differentials
in the future; on the contrary the financial crissised the divergence between
EMU members. High level of heterogeneity of theolab market, financial
markets and levels of inflation, shall decreasesdfiectiveness of a common
monetary policy. Other reasons to worry about trdla differentials are the
absence of an adequate adjustment mechanism (Manmdethanism), low
migration and labour mobility, insufficient pay fiility, absence of a strong
single federal fiscal system as an amendment todhenon monetary policy.
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If there is the adjustment mechanism through lalmor capital mobility, price
and wage flexibility, the benefits will outbalanite costs of joining the monetary
union (reduced transaction costs, eliminated cayraisk) even if there is no
centralized fiscal policy. However, the increasecdnomic imbalances between
the North and South indicates that the adjustmesthamism within the EMU
doesn’t work. Labor mobility and price flexibiligre low and only limited fiscal
transfers exist. That was not enough to prevenirttiease of permanent trade
imbalances and the emergence of the sovereigrcdsist

Both short-term and long-term measures are neeaulesblve the current
crisis. Short-term measures are needed to solvadie problem of illiquidity
as well as to sustain the trust of the financiatkegs. In the long run, serious
reforms are needed — structural reforms of cowstiiiat will increase their
competitiveness, enable budget consolidation agt bustainable growth, as
well as institutional reforms at the EMU level. indual EMU members are
responsible for resolving their long-term publicbtlegproblems. Southern
countries have to implement a restrictive fiscalligyp increase their
competitiveness and achieve higher growth ratesy ®hould also lower the
interest on sovereign debt. To increase competiéise they will need an
increase in productivity and a slower pay and pgicevth, in comparison to the
Northern countries. Credible and consistent refpnegrams are necessary to
restore the market trust and lower the interestsovereign debt. Boost in
competitiveness together with fiscal consolidataii enable the lowering of
the current account deficit and thereby the distdavithin EMU.
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PROCES KONVERGENCIJE U EMU 12

Apstrakt: Analiza fiskalne discipline 1 konvergencije u Evropskoj monetarnoj
uniji vazna je iz nekoliko razloga. Empirijske studije su potvrdile vezu izmedu
fiskalne politike 1 makroekonomskih performansi zemlje. Fatas i Mihov
pokazuju da vlade koje koriste agresivnu fiskalnu politiku kreiraju znacajnu
makroekonomsku nestabilnost koja se ogleda u vecoj volatilnosti autputa.
Fiskalna konvergencija podstice konvergenciju privrednih ciklusa jer
eliminise specificne fiskalne Sokove. S obzirom da i kriterijumi konvergencije
iz Mastrihta 1 Pakt za stabilnost 1 rast zahtevaju fiskalnu disciplinu pre
ulaska u monetarnu uniju, njihov cilj je da priblize zemlje koje udu u EU
optimalnom valutnom podrucju. Kriterijumi konvergencije zahtevaju od
buduéih c¢lanica da vode slicnu ekonomsku politiku 1 podsticu balansiraniji
rast 1 razvoj. Na taj nacin ¢e fiskalna disciplina 1 jac¢a korelacija privrednih
ciklusa bolje pripremiti zemlje kandidate za zajednicku valutu. Fiskalna
disciplina utice 1 na finansijska trzista. Razlike u nacionalnoj fiskalnoj politici
mogu da uspore integraciju finansijskih trzista jer razlicite fiskalne pozicije
drzava mogu da znace razlicite premije za rizik na suvereni dug, zavisno od
ocekivanog budzetskog deficita i javnog duga.

Kljucne reci: optimalno valutno podrucje, konvergencija, testiranje hipoteza
panel podataka, test individualnih 1 vremenskih efekata.
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Introduction

Influence of national culture on organizationalrieag and knowledge
management has become an emerging subject of autissal management
research during recent years. The subject emeetivb reasons. First, the
concept of organizational learning and knowledgenagament became an
increasingly important topic in general managemehts is augmented by the
fact that knowledge management was proclaimed tdhbeonly source of
sustainable competitive advantage in contemporaost-ipdustrial and
knowledge-based economies. (Hammel, Prahalad, 198#jesting in
knowledge, information and intangible assets inegahis becoming more
important in practice than investing in tangiblsets (Reinhardt et al., 2003).



252 Janiéijevié¢ /Economic Themes, 51(2): 251-272

On the other hand, the process of globalizationlédgusiness to be usually
run in multicultural contexts. Due to this fact,dwledge about differences
between national cultures is becoming increasingigortant for successful
organization management (Hofstede, 2002). These pgmecesses combined
result in a great interest for processes of crgaéind using knowledge in a
multicultural context. Multinational companies amadliances as forms of
interorganizational integration are particularlgpensible for the popularity of
this topic (Lervik, 2008; Muthusamy, White, 2003he influence of national
culture on organizational learning and knowledgenaggment was first
detected in multinational companies during theirapts to implement the head
office’s knowledge within the subsidiaries. It wieen observed that various
factors can stimulate or obstruct this process, tra difference between
national cultures of the creators of organizatiokmbwledge and national
cultures of its users is among the most importargso Similar problems also
emerged within business alliances. In addition nowedge transfer, it has
been observed that national culture, through itlseg also has an influence on
preferences regarding types and forms of orgaoizatiknowledge, as well as
regarding the nature of organizational learningcpsses. It has been discovered
that different cultures have different approacleethe very process of creation
of organizational knowledge and its usage. Hermmehis day, throughout the
research of national cultures’ influence on orgatianal learning and
knowledge management, two large topics have be#pratfitiated: 1. the
influence of national culture on forms of organiaaal knowledge and on the
organizational learning process; 2. the influende national culture on
knowledge transfer: creating, disseminating, abegrtand using knowledge in
a cross-cultural context.

This paper sets out to develop hypotheses on dégulatween, on the one
hand, various dimensions of national culture, amdthe other, forms and types
of organizational learning and knowledge. The papesf exploratory nature
and will result in generating hypotheses suitabte further empirical
investigation. It is based on certain earlier id@2isagat, McDevitt, McDeuvitt,
2009) about influences that some of Hofstede’s dsimns of national cultures
(Hofstede, 2001) have on forms and processes attioreof organizational
knowledge (Nonaka, Toyama, Byosiere, 2003; NonaR8]). Those ideas are
further developed, deepened and articulated inramereate hypotheses on
relations of certain characteristics of nationafwes and certain forms and
processes of creating organizational knowledge. paper is structured as
follows. First, the dimension of national cultures identified by Hofstede
(Hofstede, 1980, 2001), will be introduced. Thergamizational learning and
knowledge will be defined and its forms and proesessf its creation will be
presented as identified by Nonaka (Nonaka, Toydgasiere, 2003; Nonaka,
1991). Finally, the hypotheses on correlation afegi dimensions of national
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culture with given types of organizational knowled@nd organizational
learning processes will be developed in the commusThe influence of
dimensions of national culture on knowledge trangiemulticultural context
will also be analyzed, and appropriate hypotheskdevdeveloped.

Dimensions of National Cultures

National culture is here understood“asnental programming: the pattern
of thoughts, feelings and actions which every iddizl adopts in childhood
and applies throughout the entire lifetiméfofstede, 2001, 25). In order to
deal with its influence on organizational learniagd knowledge, we must
identify the substantial components of nationalturels that distinguish one
from another. Those components are the dimensidnaational cultures,
usually subjected to research by the authors freenfield of cross-cultural
management. Dimensions of national culture form libeic assumptions and
values that constitute the culture’s substanceinéeits specific nature and
distinguish it from others. The framework for stimty and understanding
dimensions of national cultures, as well as thiest Tlassification, is provided
by Kluckhohn and Strodtbeck (1961). According teithnotion, the basic
assumptions and values that comprise dimensiom&tiénal cultures are, in
fact, the answers to fundamental questions thayesaiety faces. There are, in
fact, a limited number of basic issues that evenpmmunity has to resolve if it
strives to endure and function as a social group. déxample, every social
group has to resolve the issues of power and siatiesms of their distribution
within the group in a certain way. Moreover, eveogial group must solve the
issue of individual-collective relation. Those #ne fundamental issues relevant
for every social group in any given period, withedtose resolution the group
cannot survive as a community. In other wordssatiieties in the world are, at
any time, faced with a limited set of similar oemdical questions and issues to
resolve. On the other hand, the number of exissiigtions to said issues is
also limited. The problem of distribution of powsan, for example, be solved
through one of two basic modes: hierarchical aralitagian. While the former
model implies uneven distribution of power withiretsociety, the latter implies
a balanced one. The question of individual-coliectielation is also answered
through one of two fundamental modes: individualiand collectivism. The
former implies predominance of individual interesiger the collective while
the latter implies the opposite. All the alternatisolutions to the fundamental
problems are always present in every society. Heweall societies prefer
some alternatives over others during certain peridtat is, advantage is
sometimes given to some alternatives over the sthereferred variants of
solving fundamental questions societies face devaito dimensions of their
national cultures. These dimensions create théiomal cultures and figure as a
diferentia specifican relationto other societies.
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Several authors have identified the fundamentaledsions of national
cultures (Schwartz, 1992; Trompenaars, 1993; Hl), 1990; Javidan et al.,
2006). The most prominent among these dimensiomatibnal cultures were
defined in Gert Hofstede’s famous research (Hoéstd®80, 2001). They are
the ones usually used when effects of nationaluellion management are
researched, possibly because Hofstede had themtife@éan From their

fundamental questions of society. Hofstede idesdifiand described four
fundamental dimensions, according to which natienéures worldwide can be
differentiated. These dimensions are bipolar; tioeee every national culture
can be positioned within a continuum between twiveemes of a dimension.
Owing to this methodology, Hofstede was able tontjiiathe position of every
national culture within each dimension. Every nadioculture is given an index
regarding its position within each cultural dimemsi

The dimensions of national culture constitute thasid values and
assumptions shared by members of a national contynabout vital problems
every society faces. Society resolves the questadnauthority and social
inequality by accepting a premise about power disa The question of
individual-collective relation is resolved in loceg the national culture at a
specific position on a continuum between two exgsmindividualism-
collectivism. Social implications of male and femdind its reflection in the
dimension of national culture called masculinityrfieinity. Hence, in this
dimension, every national culture assumes a pasii® a culture of either
masculine or feminine predominant values. Finalhe manner in which a
society reacts to uncertainties, changes, diffagrnd conflicts is formulated
as the level of its uncertainty avoidance, as adsion of national culture.

Power distance indicates the level in which socetgepts the fact that
power found in institutions and organizations isstidlbuted unequally
(Hofstede, 2002, 2001). In other words, power dstaoutlines the level in
which members of a society consider the uneverrildigion of power as a
common and expected fact, so in that society tossequently possible for
very powerful groups and individuals to coexisthwimdividuals who have no
power whatsoever. Power distance reveals the manneghich a society has
solved the problem of distribution of power and spige, varying between
egalitarianism (small power distance) and high ll@feauthoritarianism (large
power distance). Power distance reveals not odyptsition of those in power
but also of those forced to obedience. High powistadce indicates that
unequal distribution of power in a society anddtganizations is considered
normal and natural, and as something that shoul@moould not be changed,
in both groups. Unequal distribution of power i thociety is considered the
only possible and natural state of affairs and ergmuisite for a functional
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society and its organizations. Authoritarian miridpeevails in high power
distance societies, so their level of authoritasianis notably high.

Uncertainty avoidance indicates the level of endamgnt felt by the
members of a society in uncertain, unclear andaliconditions. Uncertainty
avoidance signifies the manner in which societysdeéh fundamental issues of
changes, uncertainty and the unknown. Two extrameers can be given. Some
societies treat changes, uncertainty and the unkrasaa threat, and avoid these
conditions whenever possible. Other societies ecebthanges, uncertainties and
the unknown as an opportunity. In national cultumesh low uncertainty
avoidance, the level of tolerance to uncertainbgnges, risks and ambiguity is
relatively high. Differences are accepted and pEsmuriosity, along with their
willingness to try something new, is relatively figNational cultures with high
uncertainty avoidance do not like changes, newgthimifferences, risks and
uncertainties. These cultures value stability, Qrdamiliarity, repetition,
simplicity. Therefore, formalization and standaadian are preferred, as well as
hierarchy, which are meant to ensure stability @ider in the society.

Individualism—collectivism answers the fundamengalestion that every
society must deal with: the individual—collectivdation. The crucial difference
between individualism and collectivism concernscpplg of the responsibility
for one’s own destiny. Individualism considers gvigrdividual responsible for
himself and his family. Conversely, collectivismn-a family, an organization
and society in general alike — considers the cilleaesponsible for its every
individual. In collectivism, individuals believedkl have the right to expect the
collective to take care of them. In return, theyeowomplete loyalty to the
collective and its leader. In individualism, aniindual assumes himself/herself
responsible for his/her own destiny, and does eettke collective as obliged to
him/her. Individualist cultures base their identibyn the individual, while
collectivist cultures base theirs on the socialtays or the collective.
Individualism implies loose social structure, withwhich every man cares for
himself, and consequently, social ties are not etmgng and families are often
very small or nuclear. Collectivism is charactediz®y strong social structure
with very intensive social relations, and it imgligat individuals are expected
to care not only about themselves, but about atiembers of the collective,
too. In such cultures, families are commonly of éeended type.

Masculinity—femininity dimension of national cularreveals society's
attitude toward doing and being. Cultures with prirg masculinity value
action, accomplishment, results, determination aggressiveness. Since these
values are often perceived as “masculine”, cultimeshich they dominate are
called masculine national cultures. These are th@ng cultures” in which
someone’s value is measured by his/her abilityatm enoney and his material
prosperity. Caring for others is not this cultur@sority. Feminine national
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cultures are those comprised of prevailing valueh sas relationships, quality
of life, balance and harmony. Since these values aiten perceived as
“feminine”, cultures in which they dominate are ledl feminine national
cultures. These cultures prefer harmonious relatiand connections with
natural and social environment.

Organizational Learning and Knowledge Management

Organizational learning and knowledge managememt w@ated and
connected, though not identical, concepts (Chidf)5}. Both concern the same
process, but with somewhat different approachesthisa sense, these two
concepts constitute two representations of the gaoeess or two sides of the
same coin. Both are focused on the process of maguidissemination and
application of organizational knowledge. Howeverhiles the concept of
organizational learning has behavioral and deseeiptharacter, the concept of
knowledge management has managerial and preseriptcharacter.
Organizational learning is focused on discoveremglyzing and describing the
process through which organizational knowledge risated and used. This
process is considered as rather spontaneous. Sgtbeidion is paid to behavioral
aspects of the process: motivations, actions ataglaictions of members of the
organization as participants in the process. Kndggdemanagement is focused on
prescribing or modeling the process of creatingeagting and using knowledge
in an organization. Special attention is paid tonagerial actions required to
enable, support or accelerate knowledge creati@m iarganization. The process
is seen as planned and consciously led. AnalysisflaEnces of national culture
concerns both the organizational learning procedskaowledge management, so
these two terms will be used simultaneously.

Organizational learning and knowledge managemesitltrén changes in
cognitive structures and in behavior of membersanf organization, which
enables an increase in organization’s capacitgaptato its surrounding (McGill,
Slocum, 1994). This means that the process of @a@onal learning has two
basic components: cognitive and behavioral. Legrpiocess implies changes in
mental schemes, actions and behaviors of orgamisitimembers. Through
learning, people do not only modify their own knedde, but they also change
their behavior. Mere change of cognitive structumsich implies a change in
organization’s members’ mindset, is not sufficienconclude that organizational
learning took place. For positive consequencesaoing the organization to
occur, it is necessary that changes in awarendaseérchanges in behavior.

Similar dichotomy exists regarding the nature gfamizational learning and
knowledge management process (Easterby-Smith, &ra999). One group of
authors emphasizes its technical side: procesdingaymation. These authors
see organizational learning primarily as the preceksgathering, processing,
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memorizing, sharing and using information. Oth&rsss social character of the
organizational learning process. In contrast withdividual learning,
organizational learning always implies some sorsadial interaction between
members of the organization. But due to that vetgraction, organizational
learning is able to create knowledge that no imtligi member of the
organization has.

The purpose of organizational learning and knowdedganagement is to
extend the potential behavioral repertoire of oiggion’s members as
individuals and of the entire organization as aleotive (Child, 2005).
Organization thus develops capabilities it did Immte before, particularly those
that enable it to become more competitive in theketa Since learning a new
behavior usually requires unlearning the previonssp in some cases, instead
of adding new modes of behavior, the existing areschanged. This concept
of organizational learning is similar to organipathl routines perspective
(Starbuck, Hedberg, 2003). In fact, organizatidealning can be seen as the
process of developing and applying new rules amgines in an organization.
Acquiring new knowledge, or learning, improves ttepertoire of routines
available to the organization in its response &nges in the environment.

The overview of relevant researches indicates tthet process of
organizational learning and knowledge managemest theee basic stages:
knowledge acquisition, dissemination and applicatigheng, Yang, McLean,
2010). Knowledge can be acquired from internal andernal resources
(Pawlowsky, Forslin, Reinhardt, 2003). Employees members of an
organization constitute resources of its intermadvidedge; such knowledge can
be either preexisting or new. Members of the orzmiion have individual
knowledge that can become a resource for orgaaimdtknowledge, but only if
said knowledge is recognized, identified, articedatsystematized, formalized
and disseminated through the organization. Orgaaiza or its management’s
inability to recognize, articulate and disseminatdjvidual knowledge through
the organization is an obstacle to transformingexisting individual into
organizational knowledge. Organization members’ rnewwledge concerns
their creations, ideas and innovations made inge®es or products. Barrier for
activating this resource of organizational knowkeddten lies in the members’
insufficient motivation to innovate, which is a sgquence of an inadequate
reward system, management style or organizatiarialre. External knowledge
resources can be very diverse and include the &édoahsystem, the market,
the competition, the media, etc. Organization’sogisve capacity or its
capacity to discover, adopt and implement extek@dwledge is a very
important factor for activation of external resasc(Volberda, Foss, Lyles,
2010). The second phase of organizational learaimtgknowledge management
is stabilization and dissemination of knowledge.oltedge stabilization is
performed trough processes of systematization, dbration and
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institutionalization of knowledge and its memorieat Knowledge can be
enlarged during the process, since new knowledge bea obtained through
combination and integration of the existing knovged(Freiling, Fichtner,

2010). Diffusion is an important process for orgational learning and
knowledge management, since organizational knoveléggomes relevant only
if it is available either to all or to the majoriof the organization’s members.
Knowledge is transformed from individual to orgaianal exactly trough
articulation and diffusion. The last phase in thcpss of organizational
learning is implementation of knowledge in orderitqprove organizational
processes and products. There is not much sengenimg organizational
knowledge without implementing it. Implementationr @pplication of

organizational knowledge is manifested through gedn and improved
behaviors of the organization’s members, theirglens, actions or interactions.
Increased level of ability to respond to the densaindm the environment and
increased competitive advantage should result frosnchange.

Two basic forms of knowledge are objective, opemgible or explicit
knowledge and subjective, hidden, implicit, intdngi or tacit knowledge.
Explicit knowledge is expressed in formal and systéc language and can be
used in form of facts, scientific formulas, spemtions, manuals and such.
Explicit knowledge is context-free and as such d¢emn easily transferred,
memorized and transformed. Tacit knowledge is depplsonalized and hard
to formalize. As Polany puts it: “We are able t@Wwnmore than we are able to
tell” (Nonaka, 1991). The difference is precisatyimplicit knowledge, which
contains intuition, guesses, ideas and knowledgexuaressible but applicable.
That is why this knowledge is deeply rooted in activities, routines, ideas and
values. Implicit knowledge always depends on thaexd in which it is created,
and it is not easily transferred and memorized delidknowledge contains both
cognitive and technical elements. Technical elemeritimplicit knowledge
include informal and elusive skills and know-howodaitive elements of
implicit knowledge involve mental models that apedfic for an individual
and that enable him/her to understand the world gertain way. From these
models stem the skills that constitute the techrpeat of implicit knowledge.
Articulation of implicit knowledge is, in fact, therucial way of creating new
knowledge in an organization.

According to Nonaka, the process of organizatideatning is actually the
process of transforming individual knowledge intgganizational one. The
basis for this process is in conversion of two ntgpes of human knowledge,
explicit and tacit, into one another (Nonaka, 19%ihce there are two kinds of
knowledge in an organization, conversions from type into another can result
in four forms of knowledge creation: socializati@xternalization, combination
and internalization.
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The first type of creating organizational knowledgesocialization, which
implies the process of converting tacit knowledge itacit knowledge. Through
this process, the implicit, hidden or subjectivewtedge is transferred from one
member of an organization to another. The trarsf&nowledge from master to
apprentice constitutes a typical example. Verymftee master does not explain
what he/she is doing to his/her apprentice; hedsles not transfer the knowledge
explicitly, but through the process of social iatdion, observation and imitation,
apprentice absorbs his/her master's knowledge.shaying of experience within
the process of social interaction is actually thecess of transferring implicit
knowledge from one individual to another. Therefdhe situation in which the
management, in the course of the process of sobartgin problems, discusses a
market situation with the sales management cotetittan example of
socialization. Socialization as form of organizatiblearning implies very close
and intensive interactions between individualsrgaaizations.

Figure 1 Organizational Knowledge and Learning Forns

Implicit knowledge Socialization »| Implicit knowledge

A

) Externglization
Internalfzation

A 4

Explicit knowledge | Combination Explicit knowledge

Source:Adapted fromNonaka I., Toyama R. , Byosiere P. (2003)
A Theory of Knowledge Creation. In: M. Dierkes, ABerthoin, J. Child, I. Nonaka, eds.
Handbook of Organizational Learning & Knowledg@xford: Oxford University Press.

Externalization is conversion of tacit, subjectiveo objective, explicit
knowledge. This way, the kowledge which lies in dinand hands of the
individuals can be turned into a common good of dhganization. The tacit
knowledge is, then, being articulated through thier@alization process, or, in
other words, from internal, it becomes externals hot always an easy process,
because there are no garantees that some masterpmrfessional, having
extensive tacit knowledge, will also have the witld capacity to articulate it
and form it into explicit knowledge. Articulatiorequires abilities different
from those required for learning, hence a top falt#h often makes a bad
coach, and a good scientist — a bad teacher. Moaelthaphors and analogies
are efficient means of articulating tacit knowledg&€he process of
externalization takes place when, for example cagof experienced industrial
designers using models, methaphors and analogaght dialogue, writes a
manual or a set of rules for sucessfull industiesign.
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Combination is a form of conversion of individualto organizational
knowledge in which elements of explicit and objeetknowledge integrate into
wholes that are more developed, systematical amplex than their individual
parts. Reconfiguration of preexistent knowledgenglavith its combination,
sorting, categorization and systematization caatereaew knowledge. A form
of combination of explicit knowledge is performetieam a company’s strategic
plan is operationalized by making operational pléorsparticular divisions or
sectors. Also, when a professor writes a textbbekshe combines preexistent
knowledge and thus creates new knowledge. Afteptbeess of combination,
explicit knowledge usually becomes more widespraad more accesible to
employees, as well as clearer, more systematicreond convenient to use.

Internalization is a form of knowledge conversiom which explicit
knowledge becomes tacit by employees and managplgireg the elements of
explicitly formulated knowledge in their daily adties. The basic form of
internalization is learning by doing. Trough itagtical application, employees
and managers adopt explicit knowledge as their am¢hincorporate it into their
own mental schemes and routines. That way, thisvledge gradually becomes
a part of employees’ implicit knowledge, and entlisr subconscious. It must
be emphasized that internalization can be performed only by applying
explicit knowledge in a real workplace situatioryt balso by employees’
experiments and practices. Training and teachingmployees can provide
context in which explicit knowledge is acquired ahdn transformed into tacit.
Trough this process, knowledge is enriched and redgxh so that new tacit
knowledge is being produced and, again, articulatedxplicit, so the circle of
knowledge and organizational learning conversiaorspleted.

Influence of National Culture on Preferences Regarding
the Choice of Organizational Knowledge and Learning Type

The basic premise of this paper is that nationdtum through its
assumptions and values, influences organizatior'efegences regarding
selection of organizational knowledge types andapizational learning
processes forms. Therefore, dimensions of natiandiure can influence
organizations to prefer one of the two types ofaaigational knowledge —
explicit or tacit. Also, national culture influerceghe preferences regarding
selection of suitable forms of organizational Iéagn socialization,
externalization, combination, internalization. Thaper starts from Bhagat's
and his associates’ basic ideas which are furtleeldped and articulated
(Bhagat, McDevitt, McDevitt, 2009). According to &jat and his associates,
dimensions of national culture that influence prefiees regarding choice of
organizational knowledge are: individualism—coligsim and masculinity—
femininity (Bhagat, McDevitt, McDevitt, 2009).
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Individualism implies loose social structure andoaer degree of social
interactions. People highly appreciate independandeautonomy and consider
themselves responsible for their own wellbeing.iMigdial identity is derived
from personal qualities, values and competence,froot collective identity.
Attitude towards the collective is rational, tractsanal and calculative, and
people consider themselves independent from thieativle they belong to.
Individual results, achievements and rationalitg amlued, and information
according to which the decisions are made is mosiyitext-free. In
individualist culture, society is seen as a frame dnrestrained exchange of
ideas, knowledge, emotions and goods between fidigiduals. This is why
people in individualist cultures prefer creatingdamsing context-free,
formalized and public information that can be fyeekchanged with other
individuals who need it. For all these reasonspfgein individualist cultures
prefer explicit forms of knowledge. Tacit knowledgeplies relations that are
too close and interactions that are too intensivbd suitable for individualist
values. Explicit knowledge is a form of knowledgeitable for individual
creation, exchange and usage, since it does nolvthe obligation of sharing
mutual emotions, values and ideas of a colleclivéividualist cultures prefer
types of organizational learning that include ecipknowledge: externalization
and combination. With combination, the existing letpknowledge is being
combined into new explicit knowledge, while extdiretion means that
existent tacit knowledge is being transformed irggplicit knowledge.
Combination and externalization are preferred fonmosonly for creation, but
for diffusion and absorption of organizational kriiedge as well. Therefore, in
organizations situated in individualist culturedet dominant form of
organizational knowledge is explicit knowledge, addminant forms of
creation, diffusion and absorption of such orgamrel knowledge are
combination and externalization.

Collectivist cultures imply far closer and moreeinsive relations between
social group members than individualist cultureote base their identity on the
collective they belong to, and feel highly loyalttee collective. In return, when
they need support and protection, they expect amfrtheir social group.
Individual’s attitude towards the collective is dinoal, not rational. Harmony in
a group, consensual decision-making and teamwoek vatued. People are
differentiated as in-group and out-group membershat type of culture, people
prefer creating and using organizational knowledtpat involves close
connections and intensive interactions between regsvdf an organization — and
that is precisely what tacit knowledge is like alrcollectivist culture, the identity
of a social group, made by creating its specifituce, is very important. This
identity constitutes a specific context, the onhedn which knowledge can be
created and used. That is the reason why orgamizdtknowledge in collectivist
cultures has to be context-dependent. By its couependence, tacit knowledge
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emphasizes the importance of collective identityhghly valued in collectivist
cultures. This is what makes it a suitable andeorefl form of knowledge in
organizations functioning within collectivist culas.

Organizations in collectivist cultures prefer forwisorganizational learning
that involve conversion of tacit knowledge: soeiaiion and internalization. Tacit
knowledge lies in routines, practices, work modad ather organizationally
specific competences. It is therefore not a swepitiet members of collectivist
cultures prefer this type of knowledge, since resj practices and work modes
are developed within a collective and as a consexguef its social interactions.
Implicit knowledge is transferred from one membkaaollective to another by
socialization exactly through close relationshipgttusually also imply the
emotional component also. Tacit knowledge, transfefrom one member of the
collective to another, carries the collective iitgnas an important part of the
context. That is why socialization actually condales the collective spirit and
increases the sense of belonging to a social gi®ogalization is therefore the
most suitable form of creating organizational kremige. Internalization implies
internalizing of explicit knowledge; that is, prding it with a certain contextual
meaning. Throughout the process of internalizatmnganizational knowledge
ceases to be contexi-free and, as such, the progfeany group or individual.
Trough a combination of contextual elements andueage, which occurs in the
internalization process, knowledge becomes theeptppf a particular, specific
social group. So, it becomes a part of its colectidentity, and thereby
strengthens the social cohesion of a group aridetdity. That is the reason this
form of learning is also acceptable for membersatiectivist cultures. Therefore,
tacit knowledge is preferred in collectivist cuétar along with socialization and
internalization as forms of creating, diffusing aabsorbing of organizational
knowledge.

Based on the described influences of individualsofiectivism, as a
dimension of national culture, on forms of orgatimaal knowledge and
organizational learning, we may postulate the feitg two hypotheses:

Hi: In individualist cultures, the preferred form afganizational
knowledge is explicit knowledge, and the prefefoeths of organizational
learning are externalization and combination.

H.: In collectivist cultures, the preferred form aanizational learning is
tacit knowledge, and the preferred forms of orgatiémal learning are
socialization and internalization.

Masculinity in national culture implies determirat] aggressiveness,
promptitude, force and efficiency. Doing, successyer, control, achievement
and gaining of material goods are highly apprediait@ organizations belonging
to masculine cultures, people are task-oriented mater accomplishing those
tasks through work or within formal organizatiomaimponent, and not within
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social and informal component. In national cultusits masculine values, people
therefore prefer explicit knowledge. This type ofolwledge is formalized, not

limited by context and it is therefore suitable €éme in work or, in other words,
within formal organizational component. Since tlzeg task-oriented, members
of masculine cultures highly appreciate knowledus helps them accomplish
their goals within business organizational comptnérhey are not very

interested in the social component of an orgaminatind do not value context-
dependent knowledge - and that is the way impkoibwledge is. Masculine

cultures also favor the forms of organizationaliesg that imply conversion of

explicit knowledge: externalization and combination

Contrary to masculine cultures, national cultureghweminine values
highly value relationships, harmony and balancethivse cultures, success is
measured by acceptance by a collective and by geations between members
of a society, and not by material prosperity. Merab& feminine cultures are
focused on maintaining the balance between priifatand career, on harmony
within the collective and sense of content amongnbers of an organization.
They are focused on people, not on tasks. Thergfemple in organizations from
feminine cultures tend to accomplish their goald tasks by operating within
social and informal organizational component. Tikatxactly why, in feminine
cultures, members of an organization will prefeittanowledge. This knowledge
is deeply rooted in context and cannot be usedowitjoining a social group and
accepting its values. This suits feminine cultuneshich success is evaluated by
contextually predetermined criteria. Also, in feman cultures, members of
organizations prefer forms of organizational leagnihat involve conversion of
tacit knowledge: socialization and internalizati®ocialization as a form of
organizational learning implies developing of clesmnections of members in a
collective, which is in accordance with effortsp#fople in feminine cultures to
achieve harmony. Internalization, on the other hands feminine cultures since
knowledge, as the basis of harmonious relatiosdallective, is created through
that process. Based on the described influencemasfculinity — femininity
dimension of national culture on forms of organaadl knowledge and
organizational learning, we can make two hypotheses

Hs: In cultures with masculine values, the preferfedn of organizational
knowledge is explicit knowledge, and the preferf@ans of organizational
learning are externalization and combination.

H,: In cultures with feminine values, the preferrethfi of organizational
knowledge is tacit knowledge, and the preferrech®of organizational
learning are socialization and internationalization

Hypotheses on influences of dimensions of natianédures on forms of
organizational knowledge formulated above can peesented by the following
diagram:
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Figure 2 Influence of National Culture on Forms ofOrganizational Knowledge
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From the description of influences of individual#feotive and masculine—
feminine values on forms of organizational knowlkedghown in the figure
above, it can be concluded that explicit knowledgkebe the preferred form of
organizational knowledge in cultures with a higheleof individualism and the
presence of masculine values. It is also clear theit knowledge will be
preferred form of organizational knowledge in crdsl with a high level of
collectivism and the presence of feminine valuesally, in cultures with
medium level of individualism or collectivism, asellvas in cultures which
combine individualism with feminine values and eotivism with masculine
values, explicit and tacit knowledge are equallsfemred.

Based on the previously set hypotheses on theiomléietween national
culture and forms of organizational learning, we n@ke the following diagram:

Figure 3 Influence of National Culture on Forms ofOrganizational Learning
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From the description of influences of individual#feotive and masculine—
feminine values on forms of organizational knowkedqgesented in the figure
above, it can be concluded that socialization Wwél the preferred form of
organizational learning in cultures with a high dewof collectivism and
presence of feminine values. We can also concluaecbmbination will be the
preferred form of organizational learning in cultsirwith a high level of
individualism and presence of masculine valuesallin in cultures with
medium levels of individualism and collectivism,chuas in cultures which
combine individualism with femininity and collecism with masculinity, the
preferred forms of organizational learning will biaternalization and
externalization.

Influence of National Culture on Inter-Organizational
Knowledge Transfer

The research of knowledge transfer, another majbyjest that concerns
influence of national culture on organizational rieag and knowledge
management, was started because of problems adihatidhal companies and
business alliances (Lervik, 2008; Muthusamy, Wh@05). In multinational
companies, knowledge transfer is always presesbine extent, and usually
flows in the direction from the head office to stsbsidiaries in other countries.
Since subsidiaries of multinational companies grédfinition situated in other
countries and in different cultures, the followinguestion arises: “Can
differences between the national culture origirgatthe knowledge and the
national culture adopting and using said knowledbetruct or stimulate its
transfer?” Subsidiaries are often caught “betweennck and a hard place”.
Head office is pressuring subsidiaries to implemaathods and practices that
had been created by it and than imposed as a stafatathe entire company,
and on the other hand, subsidiaries are underypeef®m the side of the local
context to apply methods and practices common & ltical cultural and
institutional context. So, for multinational compes) the following question
always arises: “To what extent can practices deeslofrom organizational
knowledge of the head office, and transferred tosgliaries, be forced upon
them, and to what extent can subsidiaries be atldaground their practices in
local knowledge created in the local context?” Maty, there are numerous
other factors that influence knowledge transferchsuas institutional,
technological and traditional (Lervik, 2008). Howeey national culture has
emerged as a particularly important factor, noydar the transferring process
itself, but also for recipient organization's atyilito adopt and use the
knowledge. On the other hand, there are businekanads, an inter-
organizational form of connecting several indepemndmmpanies, in which
knowledge transfer is also usually practiced. kt,fehe only — or, at least, the
most important — reason for an alliance sometimes in organizational
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learning and knowledge transfer themselves. Theegaoblems of creating and
using knowledge in cross-cultural context can dguz¢ found in alliances and
multinational companies, but in alliances theyewren more complicated, since
the companies are independent.

Although the research on influence of national welt on knowledge
transfer can be divided into four perspectives \iker2008; Almeida, Grant,
Phene, 2002), here we shall focus on those that tmational cultures of
knowledge source and knowledge receiver as extdawbrs influencing
motivation and ability or capacity to provide amdeive knowledge. According
to this perspective, a national culture can in@ehg chances of a successful
knowledge transfer only if dimensions of giving amdeiving cultures match.
The reason lies in the fact that knowledge is néegr of meaning and it always
contains value orientations. Any information tramefd from one organization
and country to another has a value connotation.rifthese connotations within
objective information are compatible or correspsemebne another, giving and
receiving of knowledge becomes more efficient. Wty differ, knowledge
transfer is more complicated and less efficient.

Building arguments on previously developed hypatsesn influences of
individualism—collectivism and masculine—feminiredues concerning forms of
organizational knowledge and organizational leaynime can now develop the
hypotheses on influences of those dimensions admeltculture on knowledge
transfer. We may assume that knowledge transferldvbve facilitated if
national cultures of knowledge provider and itseieer corresponded in these
two dimensions. If both cultures are individualestd masculine, both will
prefer explicit form of knowledge and externalipatiand combination as forms
of organizational learning. In that case, the oizmtion that creates and
provides knowledge tends to transfer it in a fomwhich it has created it and
believes it to be the most effective — explicit Whedge. It tends to transfer it in
a culturally acceptable way for a receiving orgatian, and trough
combination and externalization. Therefore, orgativn will then shape the
knowledge in models, formulas, documented studpstents, guidelines,
standards and other forms of formalized knowled@¥rganizations in
individualist and masculine cultures will try tatsfer such shaped knowledge
trough formalized methods, too. If the other orgation is set in an
individualist and masculine culture, it will prefer receive knowledge from the
providing organization in an explicit form and tgéu combination and
externalization. Due to provider's and receiverwresponding preferences
regarding forms of knowledge and types of orgaional learning, knowledge
transfer between two organizations in individuadistmasculine cultures will be
efficient. Thus we may hypothesize:
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Hs: When both organizations, the knowledge provided éhe knowledge
receiver are situated in individualist and mascalirtultures, knowledge
transfer will be facilitated and performed predomnitly by transfer of explicit
knowledge trough the processes of externalizatr@hcmbination.

Situation is similar with organizations in collaest and feminine national
cultures. In such cases, the organization providimgvledge prefers tacit form
of knowledge. It creates the knowledge in tacitrfand is accordingly able to
transfer only that form of knowledge. Tacit formlafowledge implies that it is
developed and found in practices and routines, rigarzational culture,
tradition and “that's how we do things around hesghdrome. Little of that
knowledge is usually formalized and published. @izmtions providing
knowledge thus prefer socialization and interndilima as forms of
organizational learning or knowledge transfer. Q@igations providing
knowledge tend to transfer it in tacit form, andotigh intensive contacts,
cooperation, discussions and mutual understan@nganizations that receive
the knowledge, likewise situated in collectivistdafeminine cultures, also
prefer receiving of knowledge in tacit form. Manegyand employees of these
organizations consider tacit knowledge the mostontgmt, and are interested
mostly in absorbing and using that sort of knowkdghe preferred forms of
learning in these types of organizations are saeitdbn and internalization.
Knowledge is most efficiently absorbed through aragion, by working on
joint projects, building trust and with everydayntacts. Since organizations
that create and provide knowledge, also coming franctollectivist and
femininity culture, offer knowledge in tacit forrma through socialization and
internalization, organizations that are receivihgttknowledge will be very
efficient in its absorbing. Therefore, when botlgaizations are situated in
collectivist and feminine cultures, knowledge tfenswill be efficient. Based
on these findings, we can formulate the followiypdthesis:

He: When both organizations, the knowledge provided éhe knowledge
receiver are situated in collectivist and feminicdtures, knowledge transfer
will be facilitated and performed predominantly tognsfer of tacit knowledge
trough the processes of socialization and intezslon.

Knowledge transfer is difficult and inefficient wiethe organization
providing knowledge and the organization receivibhgare from different
national cultures. When the organization that igatng and providing
knowledge comes from an individualist and masculered the organization
receiving it comes from a collectivist and feminiwcelture, problems in
knowledge transfer can be expected. The organizatieating and providing
knowledge will tend to create and transfer it imoof explicit knowledge. On
the other hand, the organization receiving the kadge will appreciate tacit
knowledge more and will prefer to absorb it in sdolm. The organization
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providing knowledge will tend to transfer it thrdugarticulation and

combination, while organization receiving it willamt to adopt it trough the
processes of socialization and internalization.sThill undoubtedly cause
problems, misunderstandings and failures in badinsfier and absorption of
knowledge. The same thing, only reversed, takeseplehen the organization
that creates and provides knowledge comes fromllactigist and feminine

culture and the organization that receives it cofiesn a masculine and
individualist culture. In that case, the organizatithat creates knowledge
usually does it in tacit form and tends to trangfes such, while organizations
receiving and absorbing it expect explicit knowledgOrganizations that
provide knowledge transfer the knowledge throughciadization and

internalization, while organizations that receite knowledge prefer it to be
the result of externalization and combination ashods of organizational
learning. Again, as in the case when the orgamzagiroviding knowledge

comes from collectivist and feminine culture, andjamization receiving it

comes from individualist and masculine culturensfar of knowledge will be

inefficient. Therefore, we can formulate the foliog hypothesis:

H: When one organization is situated in an indiviggiand masculine culture
and the other in a collectivist and feminine cudiuknowledge transfer will be
difficult due to different preferences between faaticipating organizations
regarding forms of knowledge and processes of azgdanal learning.

The described situations in the process of knovdddinsfer may be
summarized as in following table:

Table 1 Influence of Individualism—Collectivism andMasculine—Feminine Values
in National Culture on Organizational Knowledge Transfer

Culture of organization Individualism, Collectivism,
providing knowledge  masculine values feminine values

Culture of organization
receiving knowledge

Individualism, Creating, providing and|  Creating, providing and
masculine values absorbing explicit absorbing tacit knowledge
knowledge through through socialization and
articulation and internalization / absorbing
combination explicit knowledge through

articulation and combination

Collectivism, Creating and providing Creating, providing and
feminine values explicit knowledge absorbing tacit knowledge
through articulation and|  through socialization and

combination / absorbing internalization

tacit knowledge through
socialization and
internalization
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Conclusions and Implications for Further Research

National culture is one of the major factors thatuence organizations’
preferences in terms of choices between forms gdrorational knowledge and
methods of its creation. It is also a very impottictor for determining the
probability of successful knowledge transfer betwesrganizations in a
multicultural context. This means that, in differemational cultures,
organizations will prefer different forms of orgaaiional knowledge and
processes of organizational learning. If their grefices regarding forms of
organizational knowledge and the nature of the rimggional learning process
match, knowledge transfer between the organizatiahde facilitated and its
success will be more probable. If, however, theafgrences toward the types
of organizational knowledge and the nature of timganizational learning
process differ, knowledge transfer will encountéfiailties and will have less
chance of success.

Dimensions of national cultures that are partidylarelevant for
organizational learning and knowledge are thosadifidualism — collectivism
and masculinity — femininity. These dimensions daiee the preferences
regarding selection between explicit and tacit kisolge as the dominant form
of organizational knowledge. These dimensions ditermine the preferences
regarding types of organizational learning, betweexternalization and
combination on one side, and socialization andritiézation on the other.
Studies have shown that it is reasonable to asdghateindividualism and
masculine values within national culture imply mrefnce in favor of explicit
knowledge and externalization and combination asng$oof organizational
learning. Collectivism and feminine values in natibculture imply preference
toward tacit knowledge along with socialization antérnalization as forms of
organizational learning. Knowledge transfer betwegganizations in national
cultures with individualist and masculine valuess ®ell as between
organizations in national cultures with collectivésid feminine values, will be
facilitated and efficient. Knowledge transfer betwean organization from an
individualist and masculine national culture and arganization from a
collectivist and feminine national culture will bdficult and inefficient.

Hypotheses developed in this paper have significaplications in both
theory and practice. Theoretical implications concéhe need of further
empirical research, so that given hypotheses atigrs between national culture
and organizational learning and knowledge can biéeak or rejected. Moreover,
it is necessary to examine the role of other dinomssof national cultures in
shaping preferences in organizational learningkarodviedge. That equally refers
to other two dimensions identified by Hofstede @06 power distance and
uncertainty avoidance, as well as to cultural disimms identified by other
authors (Schwartz, 1992; Trompenaars, 1994; Hailll, H990). Also, this study
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shows it would be worth the effort to examine thituence of national culture on
other forms of organizational learning and knowke@grgyris, Schon, 1978).

Practical implications of this paper are twofoldtsBy, they concern the
managers’ need to customize policies and practitesganizational learning in
accordance with the national culture in which tlaeg located. Secondly, it is
necessary for managers to approach knowledge ¢&ranith more attention and
care when transfer is performed between organizatoperating in completely
different national cultures.

Limitations of this paper are significant. The ffiesid biggest limitation lies
in its exploratory character. This paper is ancatéition and conceptualization
of causal relations between dimensions of nationdtures and forms of
organizational knowledge and learning. Absence ropigcal verification of
hypotheses developed here prevents further gerstiahs of important
conclusions that we made in this study. This papkémitation also lies in the
fact that it explores only two dimensions of natibaultures in terms of one of
several classifications of these dimensions, wiseotiaer classifications, along
with dimensions of national cultures they recognae not included. Also, the
study included only one classification of formsasfanizational learning and
knowledge, while it neglected other classificatioti@t can be found in
literature. (Nevis, Di Bella, Gould, 1995). Finally limitation of the paper also
lies in the fact that it does not include an analyf a possible moderating
effect that factors such as institutional conteatén on the relation between
national culture and organizational learning (Lkn2008).
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UTICAJ NACIONALNE KULTURE NA
ORGANIZACIONO UCENJE I UPRAVLJANJE ZNANJEM

Apstrakt: U radu se istrazuje uticaj nacionalne kulture na preferencije
organizacija u pogledu izbora oblika organizacionog znanja 1 karaktera
procesa organizacionog ucenja. Razvijaju se hipoteze o uticaju vrednosti
individualizma - kolektivizma 1 ,muskih“ - ,zZenskih“ vrednosti u
nacionalnoj kulturi na preferencije u pogledu izbora izmedu eksplicitnog 1
implicitnog znanja u organizaciji, kao 1 na preferencije u pogledu izbora
izmedu cetiri vrste organizacionog ucenja: socijalizacije, internalizacije,
eksternalizacije 1 kombinacije. Takode, razvijaju se hipoteze o uticaju
individualizma — kolektivizma 1 ,,muskih® — ,zenskih“ vrednosti na transfer
znanja izmedu organizacija u razli¢itim nacionalnim kulturama.

Kljuéne reci: nacionalna kultura, organizaciono ucenje, upravljanje
znanjem



ECONOMIC THEMES (2013) 51(2): 273-292

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

CHALLENGES OF THE INTERNATIONAL BUSINESS
COMMUNICATION AND IMPLICATION FOR
HUMAN RESOURCE MANAGEMENT FUNCTION

Biljana Pordevicé
University of Nis, Faculty of Economics, Serbia
X biljana.djordjevic@eknfak.ni.ac.rs

Maja Ivanovié¢-Dukié
University of Nis, Faculty of Economics, Serbia
M maja.djukic@eknfak.ni.ac.rs

UDC Abstract: This paper deals with the challenges of the
659.23 international business communication arising from the fact that
005.96 this process often requires the use of a second language, and
Review paper because the participants in this process may have different stiles

of verbal and nonverbal communication. Different stiles of
communication of business partners have their basis primarily
in various cultures to which they belong. This differences,
however, can significantly impede the process of communication,
and even jeopardize effective decision-making. Knowing that
fact, this paper suggests that the employees included in this
process should posses the specific form of competence —
interculutral communication competence. This form of
competency reflects the ability to communicate effectively
regardless of linguistic and cultural differencies. Necessity that
the employess included in international business posses cross-
cultural communication competencies at the same time imposes
a function of human resoruce management specific tasks. First,
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1. Introduction

Involving organizations at the international busmecene, except the fact
that this situation generates the opportunity tm esignificant returns from
access to cheaper raw materials, cheaper laborntaxtives, expansion of
sales markets etc., generates many challengese Thedlenges are connected
to the fact that by turning out to the internatiomaarket organization’s
representatives meet with business partners whe ¢mm different economic,
legal and social environments which may cause rgiffeway of thinking and
pattern of behavior. However, one of the key cimgiéss of the international
business is related to the vesgmmunicationwith foreign business partners.
This challenge arises not only because of the tiegdn this situation one has
to use non-native language, but also because fefrelit cultural backgrounds
the business partners come. Belonging to diffecatlitires can causes different
styles of verbal or nonverbal communication that be interpreted differently
by the members of the communication process. Coesely, this situation can
slow down the process of making business decisemtk finally, negatively
affects the implementation of international labasks. It is therefore important
that employees who are engaged in these activitiethe enterprise posses
specific form of competencies which is in liter&tucalled intercultural
communication competence.

The importance of having intercultural communicat@mpetence as one
of the key prerequisites for the successful retdima of international
assignments, at the same time creates for the hussource management
function a requirement that in order to adequaseliect the representatives of
organization, formulates appropriate selectionedat In addition, if it's
necessary, this function has to organize adequajgagation, i.e. training for
the employees in order to develop this form of cetapcies. One of the
approaches which attract more and more attentitimeispproach that is based
on the development of the employeesltural intelligence.

Having this in mind, the goal of this paper firstly to point out the key
challenges of international business communicajeamerated by the need to use a
second language, as well as by the diversity ofnaomication styles of the
participants in this process. In addition, the aifihis paper is to emphasize the
importance of proper selection and preparation wipleyees as important
preconditions of effective communication with fgrei business partners and
successful implementation of international assigntmdhe initial assumption is
that the selection of adequate staff and developthgir intercultural
communication competence can enhance internatisahess communication. In
terms of methodology, the authors of the studytwillbased on theoretical sources
and experience the world's best practice, to censiach object and purpose of the
paper and prove the assumption from which theyestam this research.
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2. The Challenges of International Business Communication

Communication is commonly defined as a process hithwvthoughts and
ideas are transferred from one person to anothem¢is, Gold 2005). As
known, this process starts when sender expresséshithoughts in the form
that he/she considers that the recipient will priypeinderstand. When a
message is transformed into the desired formatir{ghdit transmits from the
sender to the recipient in a variety of ways: bycgpe-mail, memos and the
like. After that, recipient decodes the messageimatedprets the meaning of the
symbols which sender used to express his/her thsughe basic assumption
that the information transmitted is properly untleod is that the sender and
recipient have a common grounding (Clark, Brenr@®i). This grounding can
form various elements, such as education, experjebackground, values,
attitudes etc. However, in the process of transfgrinformation can be
deformed under the influence of various factorseyllare in the literature
generally referred to asoise which can be caused by different sources:
different frames of observation, giving a differenéaning to the words in the
message, the delay of information, beautificatiad &ailoring of information,
loss of confidence in sender, etc. (Simic, 2010}, dso the real noise in the
environment, as well as the technological problérrancesco, Gold, 2005).
Described communication process is shown in Figure

/ Figure 1. The Communication Process \

Noise

Receiver

Thought —» Encoding — Transmitting— > Receiving —» Decoding — Understanding

1 J

<

Feedback

N /

Source:Francesco, M. A. and A. G. Gold (2008)ernational Organizational Behavipr
New Jersey: Perason Pretince Hall, p. 70

When we speak aboiriternationalbusiness communication it is, naturally,
the communication that takes place between mendieti§ferent countries. As
they usually belong to different cultures, this dypf communication in
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literature commonly is called intercultural comneation. Due to the fact that
the participants in this process belong to diffeiritures, it is possible that the
message the sender has sent (verbal or nonvesbhdicioded incorrectly, or
distorted or misinterpreted. This can lead to wsimisunderstandings between
participants in this process, which makes this fofracommunication far more
complex than communication between members ofaheeountry.

In international business communication excepitleationed problem may
arise many other problems. First of all, a veryiaer problem can create a
second language used by one or both parties ircdh@nunication process.
Thus, the use of a second language may impede rpomong messages by
sender or create problems in decoding the messadieebrecipient, or create
problems in sending feedback.

2.1. The Use of Language in International Business Communication

As it has been pointed out, one of the challengesternational business
communication is using a second language in comeation. It is estimated
that worldwide there are between 5,000 and 7,086rdnt languages (Gibbs,
2002) although there are opinions that this numbexbout 10,000 (Thomas,
2008). Language diversity imposes an important ctopi cross-cultural
communication, and that is finding a common languémy communication.
That means that at least one participant in thixgss will be forced to use
nonnative language.

Experience tells us that the English language ¥v&rg common option in
international business communication. However, bgedhe English language
has many forms, individuals who are involved ineintational business
communication must be prepared for forms that meyiade from standard
English (British) language.

Using another, non-native language in internationélusiness
communication may for the participants in this gss create other implications
(Thomas, 2008):

« first, the use of another language creates cognitivetefftie fact is
that this kind of communication requires a pers@ingl another
language much more effort, and its long-term usebsaexhausting;

e second speaking fluent second language can create liblitfa person
is very competent in other areas too, which maybeahe case;

« third, a person who in business communication speakgenkanguage
can on the lower linguistic competence of the ragpat replied by
simplifying own terms. This, on the one hand canpriove the
communication between the participants by redutiteg unnecessary
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content, but on the other, simplification of exgieas can be
characterized as ingratiation, which may be negbtiassessed.

Problems with linguistic nature have another din@msBecause of the
language differences, companies which put theidyets on the international
market must take into account whether the namdaeif product or the entire
brand is acceptable in other countries. In thisseerthe example of the
Chevroletis very illustrative since this company in Pueriod=faced with very
poor sale of the car model callidova” because the terms “no va” in the local
language mearisloes not go'(Ricks, 1983).

2.2. Styles of Verbal and Nonverbal Communication Caused by
Cultural Differences

The challenges of international business commupicaian be attributed to
the different styles of verbal communication, tdbese differences have their
main base in different cultures from which the jggsaints in this process come
from, but the much greater influence on this psscleas the national culture
than, for example, the organizational culture. afe with co-authors (1990)
explains that in a way that people enter the omgdinn only after their
nationally based values, attitudes and beliefs hbeen developed, and
organizational norms of behavior and values aresegiently learned through
socialization in the workplace (Hofstede et al. @99 herefore, for the way of
thinking, behavior, and thus the communication ritelinational context of
critical influence is primarily national culture.

Although many authors give their analysis of theib@imensions by which
national cultures differ, in the literature whencdames to this topic is almost
unavoidable Hofstede's classification of nationalture dimensions. Basic
dimensions on which national cultures differ acamgdto this author are:
individualism/collectivism, power distance, riskaddance, male vs. feminine
values (Hofstede, 1980), and later added a fiftheglision - long term vs. short-
term orientation (Hofstede, 1991), and the sixtindulgence vs. restraint
(Hofstede et al. 2010). Knowledge of these dimersireates the basis for the
behavior, way of thinking and communication of igrebusiness partners to be
better understand and thus to avoid many misuratetstgs.

Hall (1976), a mainstay for different styles of commication at the
international level also sees in cultures, whewe dhucial difference is that
whether it is the culture of low or high contextalk 1976). For high-context
cultures is characteristic that they are very stabbhesive, that is slow to
change, and that people rely heavily on traditidnstory, status, etc.
Consequently, the messages that are sent to tpendsnts in this culture
contain a small number of words, because they)greated to understand what
is not spoken and to "read between the lines." mha reason why people in
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this culture with few words can convey a complexsgagle is that "most of the
information is either in the physical context oreimalized in the person” (Hall,
1976, p. 91).

In contrast, in low-context cultures messages ahg tbansmitted by words,
while the influence of context almost completelyclexled. Therefore, the
messages to be adequately conveyed communicatidimsinculture must be
direct, precise, opened and there should not beeplar assumptions. Hall
(1976) in this regard indicates that in the low+eom cultures, information that
IS transmitting must be complete in order to conspé® what is missing in the
context of (internal or external). Which countrtesve the high context culture
and low context culture is shown in Table 1.

Table 1 Cultures of High and Low Context

High-Context Cultures
Japan
Arab countries
Greece
Spain
Italy
England
France
North America
The Scandinavian countries
German-speaking countries
Low-Context Culture

Source: Hall, E., Hall, M. (1990)nderstanding cultural differences: Germans, French
and AmericansYarmouth: Intercultural Press.

Since the participants in international businesaroanication may belong to
different national cultures, with different chaextstics, Gudykunst and Ting
Toomey have identified four different styles of h@rcommunication. These are:
direct vs. indirect, detailed vs. concise, persasalcontextual and instrumental
vs. affective style of communication (Gudykunsty@-Toomey 1988).

a) Direct and indirect communication style differs in the degree of
explicitness of the verbal messagesdirect stylesender is trying to convey
his/her true feelings or views through the appiatprchoice of words, while in
the indirect style sender chooses words to conceal his/her truentselor
attitudes. Direct communication style is charasteriof the individualistic
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cultures while the indirect style is characterisifcthe collectivistic culturés
For example, in the U.S. it is common for an indial to openly express
his/her disagreement by explicit using the term''oothe phrase "l can not do
that", while in Japan, for example, the pharsesis'itpossible” or "this is
basically interesting" are common although somdw@sea negative opinion.

b) Communication styles can loketailed (elaborativepr concise (brief),
too. Detailed style of communication characterizes rich and meaningful
communication that, besides presenting facts, amather elements, such as
descriptions, frequent repetition, metaphors, kts believed that this style is
used by people from Arab countries. In contrast, airconcise style of
communication quantity of used words is much smalléhis style of
communication is used in the Far East (China, Japhailand etc.). Between
these two styles of communication, which are lotate the opposite sides of
the continuum, there is another style that is ndhrke precise style(style
exacting).Precise communication styig the style where the emphasis is on the
use of a small number of precise words to convegsages. This style of
communication is fostered, for example, in Engla@drmany and Sweden. In
these countries, the use of too many words is densil to be an overstatement
or exaggeration, and too few words can lead tousdaih and ambiguity.

c) Personal styleof communication is the style where the emphasaithe
people who are participants in the communicatioacess, rather than on
relationship between them. loontextual styleof communication message
content is such that it emphasizes the relationdeifveen the roles of the
participants in this process. Some of the countviéere personal style of
communication is using are the USA, Australia, Darimand Switzerland,
while the contextual style is used in Japan, In@hana and other countries
with collectivist cultures.

d) Instrumental communication style the style where the sender uses a
goal-oriented vocabulary motivated by the intent@mealize his/her ideas, and
where even "persuading" of the recipient is notleded. In contrast, in
affective stylevocabulary of the sender is process-oriented akdstanto
account the reactions of the message recipietite(she feel comfortable and
the like). The first style is common in the indivaistic cultures (U.S.,
Denmark, Switzerland), while the other is commanciallectivist cultures.

1 As it is knowncollectivism/individualismare the categories that show the level of cohesion
between people of one society, i.e. whether pepfer to work independently or prefer to work
in groups (Hofstede, 1984). Individualistic cultsir@J.S., UK, France, Germany), among the
others, characterizes the fact that individuals fiee to express their own opinions and
consequently they prefer direct communication styleeontrast, in cultures that are characterized
by collectivism (Japan, Mexico, Greece and Serinid)viduals are trying to comply with group
norms and harmonize their views with those of otireup members. Therefore, in the process of
communication they chose words which conceal tpeisonal views and feelings and prefer
indirect communication style.
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As cultural differences may influence the verbamounication between
participants from different countries, they carodifluence how to use silence.
In the collectivist cultures, silence is seen agag to provide better control of
the communication flow and emphasizes the messagdst transmitted, while
in individualistic cultures speech has more valbde®w the use of pauses
(silence) has different meanings in different owtu can be seen in the
following example. The Japanese negotiators in itiiernational business
communicating practice long periods of silence fideo to control the process
of communication. On the other hand, individualsowdome from Western
countries consider pauses in the conversationlaskeof understanding by the
recipient, and usually try to give further inforragt or go to the next topic of
conversation (Graham, 1985).

Besides the fact that in intercultural communigati@rbal communication
styles could be different, different could be tlomverbal communication styles,
too. By nonverbal communication, as well as by vleebal, the message is
sending from the sender to the recipient but nottélk, but by facial
expressions, gestures, tone of voice, use of sjpacky, movements, etc. Some
studies have shown that even 70% of communicatietivden people who
speak the same language is nonverbal (Nollen, 1884yever, there is a belief
that in intercultural communication reliance on werbal component of
communication is even more, because this is a wagdtd meaning to verbal
message that is perhaps more difficult to undetgstaacause of the language
barriers.

Nonverbal communication in international businessniore complex than
nonverbal communication between members of a cpunfhis can be
summarized as follows: the same nonverbal behawaw have different
meanings in different cultures, and different nobe¢ behavior can have the
same meaning in different countries. Thus, for elamin most European
countries nodding means that the agreement is edaathile in Bulgaria, for
example, the same meaning is when the head twmsdide to side.

Other forms of nonverbal communication receive Edemeaning in
international business communication, too. Althosgidies have shown that
basic emotions such as joy, sadness and surpisessxin a similar manner in
culturally different countries, there are differescwhen and why these
emotions express. For example, in countries with power distancepeople

2 power distancendicates the extent to which the unequal distiiisuof power in society is
acceptable. Large power distance indicates thag tisea strong dependence of the subordinates’
relation to the superiors so they are not willingbntradict to them and to deny their views even
if their views are incorrect. This dimension of towé is typical for Japan, Greece, Turkey,
Mexico, Malaysia, the countries of the Western Baskaetc.). In contrast, in countries that are
characterized by low power distance subordinatelsfifee to contradict superiors. This dimension
of culture is typical for the culture of SwitzerlinGermany, Austria, UK, USA, Scandinavia, etc.
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feel uncomfortable, and may be even angry, whenesom emphasizes the
differences in the status of people, while in caestwith high power distance
this is quite acceptable. Example with a smilevisnremore obvious. One study
found that the participants who come from the USW dapan believed that
smiling face is more friendly and sociable than-samling. However, the same
study found that the reasons for smiling in thesentries may be different: in

Japan smile can be used to hide the frustrati@ness, or anger, while in the
U.S. and most other countries smile is used wheaorites to positive feelings.
Due to these differences, the Japanese and Chiaesegenerally very

mysterious to other nations (Morbach, 1982).

One of the forms of nonverbal behavior that is inguat for international
business communication is the use of space andhwpltysical distance
between the participants is considered as appteprigheorists believe that
people in colder climate regions favored greateysjgal distance in the
communication then people from warmer areas. Thezethere is the opinion
that people in South America, Southern and Eadtenope and the Far East,
favored closer distance communication, as opposegebple in Asia, North
Europe and North America who prefer longer distantias believed that these
behaviors are closely related to whether the caitarwhich somebody belongs
is with high frequency of contacthigh-contact culture)r it is a culture with
lower frequency of contactéow-contact culturg In the first type of culture
people are considered as interpersonal colder aré task-oriented and that
the interpersonal contact are less important femthwhile in the second type of
culture people are warmer and interpersonally erlo&Gudykunst, Ting-
Toomey 1998). When we are speaking of America @tdnsidered that in this
country, participants in communication use onehaf four zones. Very close
friends may use intimate zone, which has a distaricé6 cm, for business
situation or for giving instructions participantseuzone of 46 cm to 1.22 m. For
most business situations Americans use social zehieh ranges from 1.22 m
to 3.66 m. Public area is one that is used for &rsituations which are not
common, for example, such as making a speech, and above 3.66
(Francesco, Gold 2005).

Relation tatimeis also conditioned by the culture of the countonf which
the business partners come. For example in thalsdenonochromiacultures
such as Germany relation to time is very strictthis country a delay of only a
few minutes and is considered as an insult. Orother hand, in the so-called
polychromecultures, such as for example in Ecuador, theydelahe meeting
of fifteen or twenty minutes is still considered as "arrival on time"
(Gudykunst, Ting-Toomey 1998). Table 2 summarites results of a survey
regarding the differences in verbal and nonverl@hmunication between
members of the three cultures during the negotigiiocess.
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Table 2 Behavior during the Negotiation Process

Some Individual Tactics as a Percentage of Total Téics

Tactics Japanese Americans Brazilians
Promises
Threats
Recommendation 7 4 5
Warning 2 1 1
Self-disclosure 34 36 39
Questions 20 20 22
Commands 8 6 14

Occurrences in a 30-Minute Bargaining Session

How many times 5,7 9 83,4
they used the word
"no" in 30 min.

Periods of silence 5,5 3,5 0
for 10 seconds or
more

Overlaps 12,6 10,3 28,6
(interruptions in
conversation)

Physical contact 0 0 4,7

Source: adapted according to J. Graham L. (1988k ,hfluence of culture on the
process of business negotiations: An exploratondyst Journal of International
Business Studie46.

Because of these differences Hall (1990) pointstioat for the employees
involved in intercultural communication it is impant that in addition of
knowledge of the official language of a countrg, litistory, system, etc., it is
important that they have knowledge of nonverbalgleme of the specific
country, too. This may enable to avoid many misustdadings in
communication, and at the same time to save moneyime (Hall, 1990 1X).

3. Intercultural Communication Competence Components

Because of the differences in styles of verbal mmaverbal communication
between the employees who are involved in inteonatibusiness organizations
and come from different cultures they should asvgortant dimension of their
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human capital possdatercultural communication competencghis type of
competence actually involves a set of skills that mecessary for effective
communication and interaction with people who arguistically and culturally
different (Alvino, 2005).

Since the intercultural communication competenchéscomplex category
in theory there are numerous attempts to identgykey components. Some
authors believe that this form of the employeesmpetence includes
communication skills, relational skills, as well dhe certain personal
characteristics such as, for example, curiosity¢Bl] Gregresen 2000). Other
authors believe that this form of the employeesmpetence includes
knowledge of other cultures and languages, as agetlertain behavioral skills,
such as empathy, charisma, the ability to managi&@gnand uncertainty, etc.
(Gudyknunst,1998).

One of the most known models that describe comgeredrihe intercultural
communication competence is formulated by Matvead &lelson (2004).
Although their model is related to intercultural nemunication within
international teams, intercultural communicatiormpetence components in
this model are the basis for understanding the édeynents of intercultural
communication competence in general. Key componaeitsintercultural
communication competence, except willingness famork, in their model
are the following (Matveev, Nelson 2004):

a) interpersonal skills,
b) cultural empathy and
c) tolerance of cultural ambiguity.

a) Individuals who possess interpersonal skillaraintegral element of the
intercultural communication competence generallgirabterize willingness to
accept differences in communication styles betwpenple from different
cultures, then, they characterize flexibility isoéving misunderstanding and, in
general, these are individuals who feel comfortalsleen communicate with
members of other nations. The key assumptions¥istesnce of such skills are
the attitudes of the individual which are not etteraric colored. In the case of
ethnocentrism individuals believe that their waytlihking and behavior, as
members of a particular culture, is the only proged morally correct. As a
result, individuals who have ethnocentric oriemtatexpress no flexibility and
do not have the ability to give explanations fohdndor that demonstrate
peoples from other cultures which has establishrrerulture to which they
belong.

b) Cultural empathyis also an important component of intercultural
communication competence. It is believed that thieutal empathy is the most
important  psychological  predisposition  for  effeetiv intercultural
communication. Because empathy can essentiallpteitive and emotional, it
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is important to point out that for the intercultucammunication competence of
employees the greater importance has cognitive tiiypk assumes the ability
to think the way the other person thinks (Abbe, i€)lHerman 2007). In
addition, cultural cognitive empathy allows empleyeo recognize and give
meaning to certain cultural paradoxes. Also, itviifes the ability to recognize
when cultural factors are crucial for shaping ohekavior, and when it comes
from personal or situational factors. Consequeintigividuals who possess this
kind of empathy differences in business partnegr@aches in decision-
making or work do not see as something bad, bgbaething that is different
from their way of thinking and working.

Development of cultural empathy as an integral pafrtintercultural
competence requires continuous learning and engctiie knowledge base of
other cultures. Significant limitation, however, yneepresent some incorrect
generalizations or stereotypes that are assoamthd particular culture.

¢) Tolerance cultural ambiguitin the model that is created by Matveev and
Nelson (2004) is also an important component cérauitural competence of
communication. It reflects the willingness and iapf the individual to deal with
the cultural unknowns, to demonstrate patienceg@adcept cultural differences.

Dealing with the problem of intercultural commurtioa competence,
Young Kim (1991) has also offered a useful theosattiframework for
understanding this form of the employees’ competeSbe indicated that this
type of competence consists of three dimensionesdtlare: (a) cognitive, (b)
affective, and (c) behavioral dimensions (Kim, 1p92ognitive dimension of
intercultural competence refers to the individugkipretative mechanisms or
the structures by which is assigning the meaniogshé messages that are
received, affective dimension refers to individoadtivation, while behavioral
dimension refers to an individual's ability to Hexfble and resourceful in
applying cognitive and affective skills. Knowingese facts, in order the
intercultural communication to be successful, fitshecessary to understand
differences in communication caused by differertucas, then, there is a need
for possessing the ability to overcome such diffeess and barriers and, finally,
there should be desire to use these skills in jp¢Rundstorm, 2005). These
dimensions in some way "cover" all components tdrcultural communication
competence offered by other authors.

4. Importance of the Adequate Selection of the Employees for
the Effective International Business Communication

Presented challenges of the international businessmunication and the
need that employees have to possess intercultanamecinication competence
impose human resources function certain taskseirsghection of the employees
to who the international tasks will be assigned.
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In most cases, as the primary criterion for sedeatif the employees who will
be included in international business is usingrttegihnical competence, i.e. their
professional expertise. However, since the intewcall communication
competencies are very important, besides mentioritatia in organizations are
used many others criteria that are closely assmtiatith this form of
competence: language skills, interpersonal slkatenmunication skills, cultural
sensitivity, etc. According to the results of vascstudies, Franke and Nicholson
(2002) offered the following table that presents thost common criteria for
selection of the employees who will be assignegrnational tasks (Table 3).

Table 3 Overview of the Most Common Selection Critga of the Employees for the
Purposes of the Organization’ International Busines Activities and their Ranking

Europe Scandinavia Great Britain
(Brewster, 1991) (Bjorkmann, Gertsen 1993)(  (Arthur, Bennett 1995)
Selection Rank | Selection Rank Selection Criteria | Rank
Criteria Criteria
Technical 1 Technical and 1 Expertise / 1
expertise professional technical skills
qualities
Language 2 | Past performance 2 Interpersonal skills 2
Family 2 Motivation 3 Personality traits 3
support
Managerial 3 Managerial 4 Intelligence 4
potential Potential
Knowledge 4 Independence 5 Previous 5
organization’s performance
systems
Experience 5 | Communication 6 Managerial skills 6
Skills
Marital Status 5 Knowledge  of 7 Cultural sensitivity 7
languages
Medical status 6 | Ambition and 8 Flexibility 8
commitment
Independence 6 Flexibility 9 Knowledge off 9
languages
Motivation 6 Adaptability of 10 Previous 10
the family international
experience
Ages 6

Source: Franke, J. and N. Nicholson (2002) “Who Shall We d®eultural and Other
Influences on the Rating of Selection Criteria Epatriate Assignments’international
Journal of Cross Cultural Management(D), p. 22.
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When it comes to selection’s methods of the emmsyaho will be
assigned international assignments, practice shitvat for these purposes
organizations generally use standard methods. Hse& equirement for the
selection methods is that they should be in linth e selection criteria, i.e.
they should adequately evaluate characteristicghef employees that are
relevant for their choice.

Table 4 Selection Methods of the Employees for theurposes of International Engaging

Criterion Interview | Standardised| Assessmen| Biography| Proba- | References
tests tcenters | data tion

Technical + + + + +
skills

Communi- + + +
cation
skills

Cultural + + +
empathy
and

tolerance

Tolerance + +
toward
diferences

Language + + + + +
skills

Flexibility + + +
to adapt to
new
situations

Motivation + +

Commit- +
ment

Source:Black, J., Gregersen, H. and M. Mendenhall (1988)bal assignmentsSan
Francisco: Jossey-Bass. (quoted in Jak3fl. (2010) Medunarodni menadZment
ljudskih resursaBeograd Cigoja Stampa, p. 61).

According to the presented table, it could be aahetl that when it comes
to the evaluation of the intercultural communicaticompetence of the
employees the interview is almost irreplaceablehoetof selection. However,
there are other methods such as testing candittatasgh appropriate tests or
assessing them in assessment centers, also hapeoitgnent place. This is
partly caused by the fact that the interview isaglsvassociated with lower or
higher dose of subjectivity in the conclusion. @e bther hand, some methods
are imposed because of their nature. Thus, theee higlief that assessment
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centers will be increasingly used for the selectibemployees for the purposes
of international business because they allow sitimlavarious events that have
emphasized intercultural dimensiand therefore provide adequate assessment
of their behavior in intercultural situations.

5. Training of the Employees for the Purpose of Development
Intercultural Communication Competences

In order to increase the intercultural communicatammpetences of the
employees and provide successful implementatiothefinternational labor
tasks, it is desirable that organizations orgatriaming of the employees who
will be engaged in these activities of the company.

Experience suggests that the area of training ef émployees for the
purposes of international engaging intensively t#s and therefore more and
more new methods and approaches that have beenspbpln designing of
such programs significant progress has been made #iere are fewer training
programs which are based only on informing emplsyabout the specific
culture from which business partners come and ttiexie are more and more
training programs which assume the active partipaof the trainees
themselves. Besides that, traditional training méshwhich are based only on
the provision of specific knowledge about a pafticicountry are inadequate
from different reasons, too. The fact is that dueynamic business conditions
company representatives stay shorter in one déstinand specific knowledge
about a particular country becomes less releval#o,Aglobalization implies
that teams have multicultural composition whichoadsipports the notion that
the knowledge of one country is no longer suffitid@esides that, the lack of
the traditional training programs is the fact thiair starting point was the
assumption that all trainees need the same knoeledg

The basic starting point that should be taken atoount when designing
effective training program for international engamgat according to Earley and
Peterson (2004) is that training programs shouwktd tato account the intensity
of interaction with people of other cultures, tharation of international
engagement, and the nature of the assignment. @lsey add that training
programs should take into account the specific seédhe trainees themselves
according to their strengths and weaknesses (E&dyerson 2004). It is
necessary because all participants do not necelsaaeyequal initial knowledge
about the culture of a country, the same levehtdrpersonal skills or that they
are all familiar with the language of business mend. Accordingly, training
programs, whenever is possible, should be speltjfiatesigned for each
participant individually.
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One possible approach to organizing training pnogrdor the employees
involved in the international activities of the coamy which takes into account
all the above-mentioned principles of effectiveirirag programs, is offered
precisely by Early and Peterson (2004) (FigureTBeir model is based on the
development of theultural intelligencewhich assumes the ability to establish
effective relationships with members of differentltares (Earley, Peterson
2004). Since this form of intelligence is the basisall interactions that have
emphasized intercultural component, this approactdcbe used for designing
training programs that provide development of titercultural communication
competence, too. This is because the culturalligéelce among others things
reflects "a person’s capability of developing eltimovel behavior (e.g. speech
sound, gestures, etc.) if required” (Earley, Pete2004). Cultural intelligence,
on the other hand, has its foundation in the gémeanracept of intelligence and
presents a porfolio of three distinct segments: ag@gnition/cognition,
motivation and behavior (Earley, 2003).

/ Figure 2: Designing an Intercultural Training \

CQ Facet Needs Intercultural Setting Demands

Metacognitive/cognitiv Intensity
(e.g., learning strategies and R | (e.g., alone in new culture
cultural sence making) ‘ or mixed team at home)
tvation Duration
(e.g., culture emphaty, — — (e.g., a weak or a year)
and self-efficacy)

RS . Nature/Type
(e.g., acceptable behavior | GG TR
in culture and mimicry) — £
k Choice of Training Intervention /

Source:Earley, P. C. and S. R. Peterson (2004) ,The #ugultural Chameleon:
Cultural Intelligence as a New Approach to Intetatdl Training for the Global
Manager“,Academy of Mangement Learning and Educat®¢i), p. 110.

/

The basic idea underlying the model of trainingt tlea offered by the
mentioned authors is that prior to the traininggoaon starts, it is necessary to
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identify strengths and weaknesses of the traineagetl get to know the nature
of other relevant factor&egree of interaction with people from other cudgyr
lasting their stay in a foreign environment, et@herefore, if it is determined
that the candidate should develop cognitive ancgoogiitive aspects of his/her
cultural intelligence, then the appropriate tragnprogram is one which provide
generalization of knowledge of the employee, asl W introspection of
learning itself. The point is that the participamts not need only specific
information about a specific country. They should prepared for new
situations that the training program did not apate. Therefore, it is necessary
to organize training which will prepare employees ihductive reasoning and
finding new strategies of behavior in new circumsts.In this regard it is
important "learning about learning" (which leadsth® development of the
cognitive aspect of cultural intelligence).

Training methods that contribute to the motivatioaapect of cultural
intelligence at its core should have a value ocaon. The intention of such a
training program for the employees is to developatmy for other cultures.
However, the limitation may be that the introductiof the cultural norms of
other country can develop empathy for her, but teets not mean that it will
result in effective communication and behavior ifoeeign environment. To
overcome this limitation it is recommended thatiniry programs should
provide development of self-efficacy, and to cdnite to the growth of self-
confidence that trainees can effectively cooperatel communicate with
members of other cultures. For this purpose itgsful to consider training
programs where participant will be exposed to aeseof short, simple, but
controlled situation which involve cultural compaie

When there is a need to develop a behavioral diimensf cultural
intelligence, the authors suggest a dramatic apgpréa organizing trainings
that include role-playing, simulations, etc. Rolaypas a method of training in
this context is very useful because it encouragesuse physical, emotional,
sensory and cognitive processes. It also contsbictéhe development of self-
confidence when interacting with people belongimg different cultures.
Simulations are also very useful because they allewployees better
preparation for the real situation in which thep te.

Since the dimensions of cultural intelligence arriconnected, Early and
Peterson (2004) in the final believe that trainimggrams should be such as to
enable the simultaneous development of all its @spéecause it is a way to
achieve the greatest synergistic effect. In otherds, the positive effects of the
training will be multiplied and result in simultangs development of all
dimensions of the cultural intelligence (EarleytdPgon 2004). At the same
time, development of cultural intelligence will prde development of basic
components of the intercultural communication com@pee especially in a way
they are seen by Kim (1991) as cognitive, motivaland behavioral.



290 DPordevié, Pukié¢ /Economic Themes, 51(2): 273-292

Conclusion

The paper points out that one of the biggest ahgdle of international
business is the effective communication with fanelisiness partners. It is an
integral part of any form of cooperation with thesharing negotiating process and
during a stay in a foreign environment. In this grapre underlined that the
complexity of international business communicat@ms from the fact that in
this process often at least one party is forcedide nonnative language. In
addition, in the process of communication could used different styles of
communication that have their basis in the cultarehich one belongs. This can
lead to misunderstandings between participante shreesame verbal or nonverbal
signals can be interpreted differently. How alkttagether could have a negative
impact on the successful implementation of thertiratiional assignments, there is
an imperative that employees who are involved rhsactivities posses specific
form of competence - intercultural communicatiompetence.

The paper also points out that the need of hauilch sompetencies creates
for the human resource management function a nelspecific tasks. This
function is expected to formulate appropriate g@accriteria which will
provide selection of the competent candidateshiln iegard, it is necessary to
formulate criteria related to language skills, ipgsonal skills, communication
skills, cultural sensitivity, etc. | addition, inrder to develop this type of
competence it can organize training programs. Qleecapproaches advocated
in this paper is training that contributes to thevelopment of cultural
intelligence of the employees because it is thendation of all successful
interactions which have emphasized cultural dinmrsi Therefore, cultural
intelligence is important when it comes to develepimof the international
business communication, too.
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IZAZOVI MEDUNARODNOG POSLOVNOG KOMUNICIRANJA I
IMPLIKACIJE ZA MENADZMENT LJUDSKIH RESURSA

Apstrakt: U radu se govori o izazovima medunarodnog poslovnog
komuniciranja koji proisticu iz cinjenice $to ovaj proces Cesto zahteva
upotrebu nematernjeg jezika, kao 1 zbog toga sto ucesnici u ovom procesu
mogu ispoljavati razlicite stilove verbalne i1 neverbalne komunikacije.
Razli¢iti stilovi komunikacije poslovnih partnera svoje utemeljenje imaju
prevashodno u kulturama kojima pripadaju. Te razlike mogu u znacajnoj
meri da otezaju proces komunikacije, pa ¢ak 1 da ugroze donosenje
efektivnih poslovnih odluka. Imajuéi to u vidu, u radu se ukazuje da se kao
pretpostavka uspesne medunarodne poslovne komunikacije namece potreba
da zaposleni koji su ukljuceni u ovaj proces poseduju specifican oblik
kompetentosti — interkulturalnu komunikacionu kompetentnost. Ovaj oblik
kompetentnosti odrazava sposobnost da se efektivno komunicira bez obzira
na kulturoloske razlike izmedu sagovornika. Neophodnost posedovanja
interkulturalne komunikacione kompetentnosti istovremeno namece
funkciji menadzmenta ljudskih resursa specificne zadatke. Prvo, u cilju
adekvatnog izbora zaposlenih za potrebe medunarodnog poslovanja treba da
definiSe odgovarajuce kriterijume selekcije, i drugo, da u slucaju potrebe za
zaposlene organizuje odgovarajuéu obuku, sa ciljem da se njihova
interkulturalna komunkaciona kompetentnost jos vise poboljsa.

Kljuéne reéi: medunarodna poslovna komunikacija, interkulturalne
komunikacione kompetencije, selekcija, obuka, funkcija menadzmenta ljudskih
resursa.
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as the ultimate goal. In relation to the loosening commitment to
uniform, “softer version” (flexible inflation targeting) implies
coexistence of more goals, but clearly the hierarchy and priority of
monetary stability in the operationalization of monetary policy.
Design, implementation and evaluation of an inflation targeting
strategy involves the establishment of institutional mechanisms
as an effective monetary management attributes: independence
and accountability of the central bank, the absence of fiscal
dominance, the transparency of monetary policy, exchange rate
flexibility, harmony and a shared responsibility of the monetary
and fiscal authorities. Additional conditions concerning the
general economic environment: price stability, the absence of
external and structural dominance, the fiscal balance, the
developed and robust financial sector. The effects of inflation
targeting could be seen as positive, in order to reduce the average
level of inflation, inflation expectations, reducing the volatility of
economic growth, with a neutral impact on the average economic
growth. The empirical analysis also suggests that the “rate of
sacrifice” production during disinflation is lower by as much as 7%
in countries that implement inflation targeting, as compared to
other countries that apply the monetary strategy.
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Introduction

History of economic prosperity has given us mamgsbns”, but the two key
lessons may be: (1) some technological or procassvation basically stood
behind every economic progress, (2) those innawgtibased on the revolutionary
ideas (which sometimes used to be quite obvious;itnisible") were generally
"born" in a richer part of the world, economicadigivanced, innovative, expanding
later to the economic periphery. When strategy mffation targeting was
established for the first time, it was first-classovation in the field of monetary
management, so the first parameter was completay Second parameter is
guestionable, since inflation targeting was esthbli originally in New Zealand,
during the 90-ies of the last century, and later gtvategic monetary innovations
spread to the wealthier and more economically jgmosg$ countries. While not
universally applicable, it could be consideredrze af the best strategic approaches
to the conduct of monetary policy, as evidencedheymassive application of the
strategy, both in developed and in developing c@sand transition economies.
Establishing an inflation targeting regime is a ptax undertaking, where success
is linked with the degree of efficiency in the implentation, but also with
necessary ex ante assumptions. When it comes tterimaptation efficiency,
policymakers must ensure permanent commitmentealtimate objective (price
stability), with the coordination of all efforts @activities of the central bank in that
direction. In addition, the establishment of atetyg for inflation targeting involves
the establishment of a communication strategy, rategly of transparency of
monetary policy to ensure that economic agents (@ewkeral public) were
convinced of the central bank's commitment to low stable inflation. Of course,
management of public expectations in terms of nampettability is most effective
if it is based on trust and credibility of the cahtmonetary institution, which again
is a reflection of the effectiveness in achieving é€x ante proclaimed goals. When
it comes to initial assumptions, inflation targgtiis quite demanding and
sophisticated strategy, since it relies on effecticommunication and
implementation mechanisms, as well as on the sffdggbsychological factors. The
initial conditions for the implementation of inflan targeting are: (1) ex ante
disinflation period that would contribute to theedibility of the central bank's
commitment to price stability, (2) macroeconomimditions that are associated
with a stable economic environment with no inheremtersible shocks, (3)
institutional capacity of the central bank in terofigneasurement, monitoring and
control of inflation, with the development of comnization channels with the
public, and (4) developed financial system withxite and sensitive financial
infrastructure (especially financial markets) whigiti channel monetary impulses
through the transmission mechanism from the ingtnimthrough the operating
objectives, and to the ultimate goals of monetaycy (especially the inflation
rate), (5) developed and efficient coordinationweein monetary and fiscal
authorities that would, as a reflection of the eroic and political consensus,
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eliminate eventual fiscal dominance (which is pattirly pronounced in transition

countries) and synchronize actions of central bamkd governments, when it
comes to measures that may affect the price I8)e§ high degree of de jure and
de facto central bank independence in the fornmiatind implementation of

monetary policy, including autonomy in monetaryigolnstruments, and in terms
of choice of intermediate targets and price stgtak the ultimate goal.

Exploring the effectiveness of inflation targetimy the crisis period is
particularly interesting because this monetaryteyg has become a "global
mainstream" in the area of monetary policy, whenentries in transition couldn't
"resist" it, even though many of them did not hthesinitial conditions necessary
for the effective implementation of this strategly monetary policy. After
transitional changes and turning to market econamgny transition countries
have adopted a strategy of inflation targeting:fitet among them were: Poland,
Czech Republic and Hungary, and in 2006 Serbiaed&ek analyzed the
effectiveness of targeting inflation in OECD coisgrand developing countries,
particularly in the context of the absolute leveldavariability of inflation,
inflation expectations and economic growth. Thipgrais structured in three
parts. The first part focuses on the determinanitslation targeting, the views of
proponents and opponents, principal framework lier design, implementation
and evaluation of the performance of the inflatiamgeting strategy, with
emphasis on two variants - a strict and flexibfeation targeting. Second part of
the paper summarizes the institutional and econawondlitions for the effective
functioning of this strategic monetary alternativeperational mechanism,
communications strategy to build a transparentdible and responsible
monetary policy. The third part is devoted to thepeical analysis of monetary
policy achievements in selected OECD countriesdawveloping countries, with a
focus on critical views regarding the possibleufi@lof the implementation of this
strategy. Furthermore, this part of the paper pteseodified set of lessons and
instructions to target inflation, and suggests mtssdirections of further
evolution of monetary policy in the light of curtdimancial crisis.

Determinants of inflation targeting

History of inflationary trends is cyclic; it inclesd periods of high
inflation, which would in turn be replaced with pmts of price stability.
Taking into account all economic costs of potenitidllationary episodésit
is logical that the selection of the appropriateyl&s’ of monetary policy is
one of the key economic issues in each countryerAfargeting monetary
aggregates and exchange rates, which may be marketthe traditional

! Unrealistic expectations about asset prices,ddiffieconomic planning, suboptimal long-term
decisions of debtors and creditors, suboptimal stment decisions, the distortion of relative
prices, excessive taxation, adverse impact on bditcnarket due to the impact on the nominal
interest rate, reduction in real incomes, econamuertainty etc.
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monetary policy strategies, starting from the 99-9é the last century, many
countries are introducing new strategic monetaymigwork - inflation

targeting. There are numerous controversial ecooaews, when it comes
to the shift from traditional to the strategy oflation targeting. Proponents
of inflation targeting are pointing out that thisragegy is "anchoring”

inflation expectations, allowing stabilization diet economy (King, 2005)
and increasing the accountability of monetary polkiceators (Bernanke et
al, 1999), while skeptics believe that inflatiomgating stabilizes inflation at
the cost of greater volatility of production (Koh2005) and that this
strategy weakens the accountability of the cenbaik (Friedman, 2004).
More specifically, proponents of inflation targegitelieve that it provides
substantial benefits over other operating strategiehile opponents
emphasize its significant shortcomings in the ceintef the numerous
restrictions imposed by the central bank (Batirdxton, 2006).

Table 1: Inflation targeting: arguments pro et contra

Arguments of supporters Arguments of opponents

Inflation targeting can help build credibility ar
faster and more durable "anchoring” of inflati
expectations.

Inflation targeting involves little discretion and
thus unnecessarily hampers economic growth

Inflation targeting can not “"anchor" inflatigh
expectations, as it involves a high level |of
discretion. The other reason is that inflatjon
targeting implies a high level of volatility in the
exchange rate.

Inflation  targeting  provides  appropria
flexibility.

Inflation targeting is not applicable in countries

Inflation targeting implies lower economic cog that did not meet a demanding set of critefia,

in the event of failure of monetary policy. which makes this strategy seems virtuglly
unenforceable in many developing countries. 1[

Source:Truman, 2003, 60.

Inflation targeting, as well as traditional strategis based on the nominal
anchor - inflation expectations - and includes qplieit definition and ex ante
disclosure of future midterm objective of monetaoticy that is uniform and
quantitatively fixed: the rate of inflation, as rseeed by some of the consumer
price indices, in the range of 2-4% per anfumflation targeting is a monetary

2 This quantitative definition reflects the empitigastablished fact that single-digit inflation tinat
range symbolizes price stability, a psychologicatl @conomic determinant of the economic
environment in which economic agents in planning aecision making related to the future
(investment, lending, etc...) are not taking intoaunt future inflation as a relevant factor. Immso
countries which are advanced in the implementaifanflation targeting, the inflation target (rage
is even narrower (e.g. Canada and New Zealand haeeget of 1-3%), while in developing
countries and transition economies, especiallyhim first few years of the implementation of
inflation targeting, that range is much wider, ot@dance with the principle of gradualism in the
introduction and implementation of inflation tariget
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strategy that is characterized by: (1) the pulibcabf official quantitative
targets (or target ranges) with respect to the aateflation, for one or more
successive periods of time, (2) an explicit ackrmgiment that low and stable
inflation is the primary long-term goal of monetaglicy, (3) a strong intention
to communicate with the public about the plans aljgctives of the monetary
authorities, and (4) improving mechanisms for gitkaning the accountability
of the central bank in terms of achieving its staagms (Bernake et al. 1999).
On one hand, many elements incorporated in thectstal framework of
inflation targeting testify to the complexity ofishstrategy, but explicitly
defined goal is much clearer and more recogniztabtee public in relation to
the monetary aggregates, which makes this stratege effective. Design,
implementation and evaluation of an inflation taing regime should be based
on six key principles of (Table 2).

The practical implementation of inflation targetirgglects the controversies
in monetary policy which can be viewed through phiem of eternal monetary
dilemma: rules versus discretion in monetary pollEgny central bank designs
and implements a strategy of inflation targeting ancordance with this
principled framework, with strict commitment to themary purpose, then this
version of the monetary policy is called strictlétibn targeting (full-fledged
inflation targeting). It implies an absolute dommea of inflation target, while
monetary policy becomes short-sighted for the ottigectives of monetary
policy (although some authors believe that this sieer includes the
commitment to the stability of production (outpuBsactice has shown that this
is primarily a theoretic perspective on the stratefyinflation targeting, which
is practically very difficult to implement. On thather hand, many countries,
during the implementation of inflation targeting @masize inflation stability as
the primary goal, but the "radius" of scope of ntane policy incorporates
other objectives (production, exchange rate, fir@nstability, etc...). They
apply a "softer" version of inflation targeting th& often called flexible
inflation targeting (flexible inflation targetingnflation-targeting "light"). In
this case, practical dimension of reality, is fargrconfidentiality in relation to
the rules, to make inflation targeting more compretive and effective
monetary strategy as a function of the total ecaodranefits.
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Table 2: Principles of inflation targeting

Principle Meaning

The primary role of monetary policy is to providenaminal anchor, and paying
Principle 1 | attention to other goals must not be inconsistéttt the nominal anchor - inflatiofy
and inflation expectations.

Effective inflation targeting regime has initial gitive effects on social welfare b
Principle 2 | reducing uncertainty, by "anchoring" inflation egfmions and reducing th
frequency and intensity of cycles of sudden econdormoms and economic failures

O <<

The success of inflation targeting depends on gihbcies that facilitate the task
monetary policy and make it more credible.

=3

Principle 3

Due to the effect of delays within the transmissioechanisms of monetary poligy
and interests for the deviation of inflation frohettarget level and the deviation [of
Principle 4 | output in relation to the potential level, it isither desirable nor possible to "holg"
inflation exactly at the target, and in practicglation targeting becomes targeting jof
anticipated (forecasted) inflatiin

Bearing in mind the possibility of conflict betwed#ime inflation target and othe
Principle 5 | targets, central bankers must have clear objectied sufficient level o
independence from political pressures, in ordectueve these goals.

=

There must be effective monitoring and accountghifiechanisms to ensure that the
Principle 6 | central bankers behave in accordance with publibasit goals and monetary poli¢y
should be based on consistent practice.

It is necessary to develop effective communicatiechanisms, as we are talkifg
about information-inclusive strategy, so that thubljz could be aware of the gogls
and future actions of the monetary authotlties

Principle 7
(author)

Source Freedman, Laxton, 2009, 13, the seventh prinégptibservation by the author

The initial conditions for the implementation of inflation targeting

Inflation targeting is a monetary policy operatistrategy focused on
achieving price stability. In contrast with altetima strategies - particularly
monetary targeting and exchange rate targetingctwhitempt to achieve low
and stable inflation by targeting intermediate &hles, such as the growth rate
of monetary aggregates or the exchange rate ldvéarechored" currency,
inflation targeting involves targeting the inflatisate directly (Batini, Laxton,

3 A practical solution comes from the well-knowneetfof delay, given that monetary policy actions
come into effect with the corresponding time lalgefefore, the goal is to identify future forecaist o
the inflation rate, which would be consistent vitile existence of the effect of the delay, mainthine
by the central bank with current activities in miamg policy. Another theoretical concept that has
largely shaped economic thought and monetary pddidie inability of long-term exploitation of
‘concessions for concessions' between inflationacariput. Any attempt by monetary authorities to
"sacrifice” production in order to reduce the itila ends by returning to the potential production
level (long-term) with higher levels of inflatioma inflation expectations.

“ In this way, there would be a synergy of effortstmnetary policy makers and economic agents
towards achieving its stated aims of monetary paitd monetary policy would specifically involve
its "subcontractors”, economic agents to greathtrdnute to stable economic environment with their
behavior, with low and stable inflation. In otheords, the market would "unconsciously” do a lot for
monetary policy makers. Of course, this "sileribatte” could function if the public has confiderte
monetary policy makers and if the central bankyn@high level of credibility among the public.
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2006, p. 3). Based on this statement, given théhamgsm of transmission from
instrumental variables to the ultimate goals, manepolicy based on inflation
targeting has a better chance of success. Higlwdrability of success comes
from the fact that the central bank targets theeetqul ex-Nate forecasted
(expected) inflation, which is, as an intermediaéable, very clear and "close"
to the ultimate goal. Basically it is the identy the ultimate goal, but what
separates them is the adequate time horizon (yswadl years). However, this
improvement in terms of approaching the intermgdiaariable to the ultimate
goal is necessary but not sufficient conditiontha success of inflation targeting.
Efficiency of inflation targeting, among other ths) depends on the ex ante
fulfiled preconditions in the context of the sagy design, institutional,
operational and economic preconditions. "Indepetigléom the context of the
specific country, there are many necessary presomgptand institutional
requirements in many fields. Premature orientatemards this new monetary
policy framework, without meeting the prerequisitesild cause some risks with
enormous potential economic costs.” (Kirchner, €ra2006, p. 2)

Economic prerequisites

Economic prerequisites are arising from the curkergl of economic system
development, trends in the macroeconomic variabiesements in the period
before the adoption of inflation targeting and rafitat, the level of development of
the financial sector and its stability. It is commthat inflation targeting is
implemented in the period of previously relativetgble economic environment,
particularly in the context of monetary stabilitydeto the principle of gradualism in
defining the inflation target over time.

Economic prerequisites for the implementation dlation targeting are:
(Kirchner, Crook, 2006, p. 5-6)

e A period of low and stable inflation - It is gengraonsidered that the previous
monetary stability is a key prerequisite (currefigtion rate up to 10%), since it
is then possible to gradually place rational ifdlatargets, whose achievement
is increasing the credibility of the central banlttte public.

« Developed and stable financial system - first bfeders to a stable and robust
banking sector that is strong enough to withsthadshocks of interest rate and
exchange rate that are common in the implementatianflation targeting.
“Weak banking sector is particularly dangerous bseéghe central bank will
not be able to increase the interest rate as amatomeinstrument, because it
would probably cause a collapse of the financiatesy. Not only that this
would cause the collapse of the regime of inflatengeting, but would also
cause the collapse of the currency and financiasiscthat would erode the
system of inflation control." (Mishkin, 2004, p.If) addition, financial market
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should be sufficiently sophisticated and liquicbider to contribute to a strong
preference toward price stability, with the guidaon€inflation expectations.

* The absence of external domination - Inflationeting is primarily focused on
achieving internal economic objectives, but musb aake into consideration
the foreign economic (dis) equilibrium of the coynto the extent that the
external position may jeopardize the achievementhef primary goal. If
balance of payments imbalance is expressed, itesausstability in the
exchange market; it can undermine the efforts ef ¢antral bank in the
direction of price stability.

* The absence of structural domination - structuoahidance is usually present
in the developing and transition countries in whighe to internal economic
imbalances and structural mismatches, monetancypddi often forced to
respond to absorb these internal shocks (mainlglgighocks). These shocks
entail coerced actions of the monetary authoritiggch could endanger price
stability and thus the credibility of monetary pgli

e Fiscal balance (author's example) - Primarily edato the budget balance
(desirable condition), or to a controlled and lieabudget deficit (the most
common situation), and the manner of its finan¢imgugh the credit market.
However if funding is the deficit of the generalign inflation character, it may
increase interest rates, performance of the bardaogpr, foreign exchange
market, financial and monetary stability.

Therefore, external shocks play an important rald enay result in huge
volatility of exchange rate, inflation rate anceirst rate in developing economies.
External dominance is defined as the presencegs &xternal shocks that generate
instability in the economy and may jeopardize thiflment of the inflation target.

Institutional Requirements

Institutional Requirements include meeting certanteria relating to the
performance of the central bank, its independerama the executive power, the
efficiency of the instruments of monetary policie tresponsibility for taking
measures and so on. Basically, the central bank emjsy a high level of
credibility in the public, so that the behavior e€onomic agents could be
"modeled" in a way that contributes to achievirg dbjectives of monetary policy.
The implementation of inflation targeting by itsdifes not bring the credibility of
the central bank. “It seems that, for monetarygyatireators, stating of (goals and
plans) is not sufficient by itself, the only waygain credibility with the public is to
earn it" (Bernanke et al. 1999, p. 275) by a cotistammitment to the goal and
success in meeting that goal.” It seems that, tunfately, there is no "free lunch"
for the credibility of the inflation targeting. Tlaly way for achieving disinflation
is a difficult path: inducing losses in productimmd employment in the short term,
in order to achieve long-term economic benefitsttmn basis of price stability."
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(Mishkin 2001, p. 23) Credibility implies publicgoort even when inflation targets
are not achieved, which is extremely important tfa continuity of successful
monetary policy. Institutional requirements ardipalarly related to the following

(Kirchner and Kruk, 2006, p.4, Siklos, Abel, 20p2):

Independence of the central bank - refers to tdepandence of monetary
policy instruments (operational independence), esithee independence of
the target is defined by default, in accordancd wie "spirit and purpose”
of inflation targeting. "This operational independe is absolutely essential
to make the regime (of monetary policy) credibiecs it shows that the
central bank has the authority and ability to uséatruments to influence
operational objective, as a function of achievirg tultimate goal."
(Kirshner, Krauk, 2006, p.4). The intention of ipdadence is logical, since
there is empirically determined inverse proportlmtween the degree of
central bank independence and inflation rates.

The absence of fiscal dominance - the last few diecdave shown that
monetary policy is an extremely powerful tool fortalslizing
macroeconomic performance, but its effectivenesmged due to the
dominance of fiscal policy. "Fiscal stability anttang fiscal regime is a
primary requirement for the implementation of itifta targeting. Fiscal
dominance is a situation in which an irresponsiltgeal policy (high fiscal
deficit) is forcing the monetary authorities to ratire government debt,
causing a rapid money supply growth and high iitffat (Mishra, Mishra,
2009, p.6) Also, the quasi-fiscal activities, suab lending to certain
privileged sectors, either directly by the cenbaihk, or indirectly through a
system of state-owned banks, erodes the credilofityhe central bank,
fosters inflation expectations of the private seetad results in suboptimal
results of the monetary policy.

Transparency and accountability - involves the troston of an effective
communication strategy to transparently and comsikt represent the
"information bridge" between the central bank ahé general public.
"There is a good reason that the central bank ctsntoi a systematic
approach to monetary policy, not only because dvigdles an explicit
framework for decision-making, but also because itseful in explaining
the decisions to the public." (Woodford, 2003) Tparency is built
through the adoption of appropriate mechanismsftrm the public about
the objectives and plans of the central bank, a&spansibility is arising
from operational autonomy in the context of (nochiaving the proclaimed
goal. The most important mechanisms that ensuretraterbank
accountability for performance of the monetary pplare: (1) publication
of regular Inflation reports and reports on mongefaalicy, (2) publication
of special reports and open letters in the casggoificant "missing” of the
target, (3) use of "protective clauses” that redineeresponsibility of the
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central bank in emergency situations, as well dinidg the modalities of

monetary policy reaction to various types of shodqid publication of

extracts from the meetings of monetary policy @esat(5) monitoring by

the executive or the legislative authorities (sud®miain of special reports) ,
(6) monitoring by the supervisory board of the calnbank, (7) shifts in

decision-makers (the governor or board members)tha case of
unsatisfactory performance (Heenan et al. 20061 p.

e Harmony and mutual accountability of monetary asdal policy - as both
monetary and fiscal policy can affect inflationflation targeting implies a
high level of coordination between the two policiEarthermore, since the
objective is quantified by monitoring some of thieg indices and prices of
some products and services are defined and / otrofled by the
government, it is logical that in addition to effiee coordination of
monetary and fiscal policy, there is a divisionresponsibilities for the
(non) achievement of the objectives of monetarycgolAs a reflection of
that harmony, in some countries (Serbia is a goamele), the central
bank and the government conclude an appropriatengement as a
manifest of joint aspirations towards monetary i§itgp which entails
mutual responsibility.

* Flexible exchange rate - Letting the exchange tatdhe market forces of
supply and demand reflects the liberalization & fimancial system, but
also the need to establish the typical "shock ddestrthat would absorb
external shocks. Furthermore, by removing the fpraiurrency exchange
rate from the focus of monetary policy, price dibis becoming more
evident as the ultimate priority of monetary poli@ne of the dangers of
inflation targeting is to refocus the public to teechange rate as being
maybe not so more important, but often as equatiyortant goal of the
monetary policy. However this element of inflatiargeting is often the
subject of criticism for at least two reasons. g-insonetary policy becomes
"short-sighted”, not taking into account the fdwttthe exchange rate can
significantly affect the price level (e.g. througlices of imported goods).
Second, volatile exchange rate causes financighbilgy, and in highly
euroized / dollarized economies it affects the lesicea of nominal debt (in
terms of depreciation), which devastates the perdinice of the financial
sector and endangers the inflation targeting regime

Operational requirements in terms of effective iempéntation are related to
the "technical details" of the process: knowledfjthe transmission mechanism
of monetary policy, effective monetary instrumerttse proper measurement
and disclosure of economic information, definingprpriate measures of
inflation (some of price indices), the definitioh the target (the target range
with midpoint), the publication of the official fecasts of inflation and inflation
expectations.



Davidovié et al./Economic Themes, 51 (2): 293-312 303

4. The effects of inflation targeting - an empirical analysis

Inflation targeting proclaims explicit goal of ardi-class priority (price
stability), and in its more flexible variant alsoomotes the commitment to
other goals (those often being: manufacturing,nionea stability, etc...), to the
extent that realization of these goals does nqigetize the achievement of the
primary goal. Therefore, since the establishmemtftdtion targeting, there is a
new consensus on the scene in the field of monetigy, which is based on a
long-term commitment to price stability. Exclusyinf inflation rate is derived
from several logical economic facts: (1) despite @xistence of monetary
neutrality in the long run, monetary policy in thleort term can have an effect
on the real economy, (2) high and volatile inflativas devastating effects on
the economy, resulting in suboptimal allocation eafonomic resources and
threatening the economic growth, (3) probably tlearest goal of the central
bank in the public eye is certainly the inflatiqd) the proclamation of the
inflation rate as a first-class goal solves proldeof conflicting multiple
objectives and automatically identifies priority aseres when it comes to
monetary instability. Although this favors the rubeer discretion, practical
implementation has shown that medium solution & liest: more than rules,
less than the absolute discretion - limited disonetAccording to Bernanke
(2003) Inflation targeting in practice is a stratdgased on "blind" mechanical
rule, it can be characterized as a regime of "#@thitdiscretion” and
communication strategy that, by focusing on theeetations and explanation of
the strategy to the general public, seeks to anaiftation expectations and
promote price stability, together with the stabibf production and employment.

Although many believe that inflation targeting istra revolutionary idea,
but a reflection of the evolution of monetary pglirom the initial targeting of
monetary aggregates introduced in Germany and &udtmd, the popularity of
this new (or derived) monetary paradigm is cenjamlt of the question.

Table no. 4: Adoption of inflation targeting regimeand target range (target)

Country Time _of Inflation Country Time pf Inflation
adoption target adoption target
New Zealand | 1989. 1-3 Mexico 2001. 3+/-1
Canada 1991. 1-3 Norway 2001. 2.5
England 1992. 2 Peru 2002. 1-3
Australia 1993. 1-3 Philippines 2002. 4+/-1
Sweden 1993. 2 Botswana 2002. 3-6
Finland 1993. S:;ge S Guatemala 2005. 5+4/-1
Spain 1995. i‘;g% SINC€ | |ndonesia 2005. 5+/-1
Israel 1997. 1-3 Romania 2005. 3+/-1
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Country Time pf Inflation Country Time pf Inflation
adoption target adoption target

gzzﬁgﬁc 1998. 2 +/-1 Slovakia 2005. Furo since

Poland 1998. 2.5+/-1 Armenia 2006. 5.5

South Korea | 1998. 3+/-1 Turkey 2006. 5.5

Brazil 1999. 4.5+/-2 Japan 2006. 1-2

Chile 1999. 3+/-1 Serbia 2006. 4.5+/-1.5

Colombia 1999. 2-4 Ghana 2007. 8.5+/-2

South Africa | 2000. 3-6 China 2010. 4

* Thailand 2000. 0.5-3 Uganda* 2011. <5

Switzerland | 2000. 0-2 USA** 2012. 2

Hungary 2001. 3 Russia*** 5-6

Iceland 2001. 2.5 FTuro.z.one 2 and below

(implicitly)

* The Central Bank targets core inflation; ** Feddets specific price Index, so called PCE
(index of personal consumption expenditures), Ruissin a transition period towards an
inflation targeting regime in order to achieve ithftation in the range of 4-5% in 2014.

Source:Web sites of central banks, the IMF

The effects on inflation and inflation expectations

The effects of inflation targeting are most visilifewe compare the
macroeconomic performances in the context of iiatand inflation
expectations, on one hand, and the growth rateaf@DP and its volatility
between countries that have adopted inflation targeand those that apply
other modalities of monetary policy.

Figure 1: The average inflation rate in the OECD ad developing countries
(druge strategije — other strategies, ciljanje infhcije — inflation targeting)
A) Inflation targeting (ciljanje inflacije) vs oth{ B) Inflation targeting (ciljanje inflacije) vs othe
strategies (druge strategije) in OECD countr| strategies (druge strategije) developing count

ies

18 r m 9 r .
=+ Drugestrategije | 80

i 1 =+ Druge strategije 1
= Ciljanje inflacije 4 | |75 |
60
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L o 0
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— Ciljanje inflacije

Source:Svenson, 2010, p.9-10.
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Panel A on the chart shows the movement of theageerate of inflation in
OECD countries that have adopted inflation targetiagime, as compared to
other countries that apply other monetary poliagtegies. Interestingly, the
inflation trend line is almost identical, phasesising inflation and disinflatory
episodes are matched. Even more interesting is ithahe period after the
adoption of inflation targeting, inflation was ovesage lower in OECD countries
that apply other types of monetary policy strategi@ne explanation is that it is
difficult to perform a proper analysis, since it difficult to classify OECD
countries according to criteria of the monetaryiqyolkype, given that many
countries apply some of the basic elements of tioflatargeting, but did not
explicitly declared it. Results of empirical stuslisupport the view that inflation
targeting is not improving poor economic performearigall and Sheridan (2005)
found no evidence in favor of inflation targetimgguing that claim with possible
similar interest rate policies. Also, they strelsattcountries that do not apply
inflation targeting have their monetary policy lthem the Taylor rule, which is
complementary with the mechanisms in the applinatd inflation targeting.
"These results suggest that formal and institutiaspects of inflation targeting -
the publication of targets, reports on inflatiomcreased central bank
independence - are not important” (Ball, Sheridd95, p. 256) for achieving
monetary stability. Angeriz in and Arestis (200&me to similar conclusions
using the multivariate STS models. Although theesst that their findings are
premature, they have come to the conclusion tieasdime downward trend in the
rate of inflation is also found in the countriesittthave implemented inflation
targeting as well as in countries that have implaeg: other monetary strategies.

Panel B presents the results of the same andbygigor developing countries.
We see that these countries had a difficult hisadrynonetary (in) stability, but
that they, after the adoption of inflation targgtisignificantly reduced the average
rate of inflation in comparison to the developirauetries that implement other
monetary strategies. Batini and Laxton (2007) camé¢he conclusion that the
implementation of inflation targeting is associateih lower inflation, lower
inflation expectations and a reduced degree ofbiity of inflation, the lack of
visible negative effects on production, exchange raovement, interest rate,
foreign exchange reserves. Also, the institutioeglirements are not crucial, but
they suggest making institutional mechanisms sbitiflation targeting results in
greater economic benefits. Lin and Ye (2009) caortbe conclusion that inflation
targeting has a large and significant influence reducing inflation and its
variability in 13 developing countries, and thag¢ thenefits of credibility on the
basis of explicit inflation targeting proclamatiane much higher in developing
countries than in developed countries.

When it comes to inflation expectations, empiritaidies certainly speak in
favor of "anchoring the expectations" in terms mifation targeting. Ravenna
(2008) analyzed the impact of inflation targeting monetary stability of
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Canada and came to the conclusion that the mostrieng determinants of low

inflation are the prices of imported goods, andvweaand foreign interest rate.
Furthermore, one might conclude that inflation ¢dirgg reduces the average
rate of inflation by "anchoring" the long-term iafion expectations. Batini and
Laxton (2007), using the index of exchange marketsgure, came to the
conclusion that inflation targeting results in bahreduction in the inflation

rate, and in level and variability of inflation esqiations.

Table no. 3: Elasticity of inflation expectations elative to current inflation

Mode of MP/ Evaluation 1 year 3 years 5 years 6-10 years
Inflation targeting 0.00 0.00 0.00 0.24
Other strategies 0.23 0.12 0.7 0.00

Source:IMF, World Economic Outlook, p. 108

Transmission coefficient of the current to the extpd inflation, as we see,
also depends on the monetary policy regime. Casithat implement inflation
targeting can count on the effect of delay in trassion, because inflation
expectations are anchored, as monetary policy gesvihe necessary flexibility
and the time required for an adequate responsegh@®ather hand, in countries
that do not apply inflation targeting, inflationpeectations react promptly, with
a reduction of transmission rate with the passingnte. "Countries that do not
apply inflation targeting - many of them are foripadr informally targeting the
nominal exchange rate - and are less successfuanichoring inflation
expectations. Furthermore, other factors speaifia fparticular country (other
than monetary policy regime) - such as the degfdabmr market flexibility,
efficiency of fiscal policy - can also affect thate of reaction of inflation
expectations in relation to changes in currenatigh.” (IMF, 2008, p. 109)

Effects on economic growth

The impact of inflation targeting on economic grbws more complex
analytical problem, at least for two reasons. Oa loand, the impact of inflation
rate on economic growth is indirect, through theation of system stability and
"anchoring" of inflation expectations, which can hebeneficial impact on
economic growth. On the other hand, practice has/stthat in the periods of
higher inflation rates, it is necessary to use ranyerestrictions in order to
"sacrifice” economic growth in the short term, latachieve later benefits
arising from price stability. However, "When lowflation is accomplished,
inflation targeting does not endanger the real engn" (Mishkin, 2002, p.151)

Panel A shows the average economic growth and dugeed of its (in)
stability in OECD countries, with hardly visible fefts. Empirical studies
indicate that in this group of countries, inflatitamgeting has a neutral effect in
the context of economic growth, which refutes tleegimistic views about the
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impact of inflation targeting on the real sector toE economy. Ball and
Sharidan (2005) came to the conclusion that imftatargeting neutrally affects
the average economic growth and volatility of tremreomic growth; Fang,

Miller, Lee (2009) have come to the conclusion whéncourages pessimistic
attitudes towards inflation targeting, as they caipevith findings that inflation

targeting reduces average growth in the short (@viich could be in the line

with suggestions of economic theory) and that dreases variability of the
economic growth, but that these effects are offsd¢he long run. Goncalves
and Carvalho (2009) confirmed the existence ofa@ncession to concession"
between inflation and production in disinflationripels, emphasizing that
countries that have implemented inflation targetivaye 7% lower "rate of

sacrifice" of production in comparison to other wtries that apply other
monetary policy strategies, for 1% disinflation.

Figure 2: Inflation targeting and economic growth h OECD countries and developing
countries (druge strategije — other strategies, ginje inflacije — inflation targeting)

A) OECD countries

1. Average economic growth 2. Volatility of econ. growth
6 3
4 o —
. H :
0 ! 0 |
Druge strategije Ciljanje inflacije Druge strategije Ciljanje inflacije

B) Developing Countries

1. Average economic growth 2. Volatility of econ. growth

8 6
" 4
4
0 : 0 |
Druge strategije Ciljanje inflacije Druge strategije Ciljanje inflacije

Source:Svenson, 2010, 12.

Panel B shows the experiences of developing casin the context of
average economic growth and its (in) stability ang@ports the thesis that the
inflation targeting has provided greater benefiisthe developing countries.
Empirical studies generally indicate positive effeof the implementation of
inflation targeting - reducing the volatility of @somic growth, with a neutral
impact on the average economic growth.
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Current Challenges

The global financial crisis has "shaken" the coastm many ways, but there
are also the ones that experienced monetary ilistdi@sides financial stability.
Although it is difficult to judge between extremiews, whether monetary policy is
mostly to blame for the crisis (Taylor, 2010), batt monetary policy has not
produced a crisis (which can often be found in d@halysis of the IMF), it is
certainly appropriate to point out some of challenthat the crisis has imposed on
inflation targeting. Before the crisis, the dominapproach to monetary policy -
that is associated with inflation targeting - isttleentral banks should follow a
simple principle, not to target asset prices cengpt to deflate (puncture) the
bubble, but to apply the strategy "fait accompliatt involves the infusion of
liquidity to avoid a macroeconomic collapse. (lgsit012, p.9) Although the
inflation targeting based on explicit rules regagdihe operational and the ultimate
goal is quite simple, the reaction of central baskeuld be dependent on the
factors that cause disturbances in the area of tangnetability, depending on
whether they are supply shocks or demand shoclesciigis has demonstrated the
impotence of monetary policy in the ex ante prdicyaction (basically there never
was an action), but it could help in redesignirg flamework of monetary policy
on the basis of the following lessons: (1) finahi@ators and conditions can have a
significant impact on the transmission mechanismanetary policy, reducing the
effectiveness of the interest rate as the badimiment, (2) management of interest
rates, is necessary, but not sufficient conditmmiintain financial stability, (3)
The effect of an increase in systemic risk to thenemic activity is largely
dependent on the degree of incorporation of thenfiral sector , leverage in the
financial sector, real sector and households seg@tpin the pre-crisis period, the
central bank insisted on a lower level of resenfedepository institutions, which
proved to be inappropriate in the crisis periojln®netary policy of central banks
should be treated from "short-sightedness" anatwefi from the price stability as
the undisputed goal, on to the financial systeihilgta credit growth control, and
asset prices monitoring. (Davidovic, Zelenovic, @0p.86) What is however,
counter-argument in favor of the use-value of tidgtatargeting is that it reduces
the probability of crisis. "At the 5% significandevel, inflation targeting is
associated with a lower probability of crisis, [ because, more de jure, less de
facto, a flexible exchange rate regime.” (Batirgixton, 2007, p. 489)

Although the aforementioned consensus on the rfolaametary policy is a
disturbance factor in redesigning its operatioffiaiency in crisis, two issues are
particularly interesting: (1) whether the centrahk is able to be more efficient
relative to financial market, in order to recognike proliferation of asset prices
and take countercyclical measures? And (2) whétigepossible to use the interest
rate as an operating instrument in the frameworkftation targeting, to curb asset
prices, or as instrument for "leaning against thedW Both challenges for the
central bank are great, but there is a real pdissibi their overcoming, since it is
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possible to identify trends in the price movemenigssets, and use the interest rate
as a countercyclical instrument (Taylor 2007, Papas 2009). As for the second
challenge, dilemma "lean vs cleansing" has geogralbhdivided policymakers:
while the Europeans and Japanese are for the pmacincept of restraints, the
economists in the United States are mainly for ghesive concept of ex post
response in terms of "greasing” by lowering intemeges. It is the so-called
Greenspan doctrine according to which asset phniaes a special role and that the
central bank should not confront its instrumenite(est rate) to the trends of asset
prices due to specific economic difficulties in tdentification of the balloon, the
economic costs and the like. By supporting thistrilees, with the contribution to
the consensus in terms of commitment to price lgtalzsis the ultimate goal,
Mishkin (2010) emphasizes several lessons: (1déwelopment of the financial
sector has a greater impact on economic activif2omacroeconomic trends are
highly non-linear, (3 ) doctrine of the lower zdérarder of the nominal interest rate
is more problematic than previously thought, any ti# cost of repairing the
consequences of the crisis are very high, (5) tialigy of prices and production
does not provide financial stability. (Mishkin, 2)1pp.22-32) The crisis has
highlighted the need for permanent adaptation ofhetasy policy, situational
approach, adaptations on the go. Also, with regartite degree of globalization of
the economy, we need coordinated action at theabletel, in order to overcome
consequences of the crisis. Or, as pointed outalgloil (2010), during the 70-ies of
the last century, countries have practiced irréviertogic: "Keynes at home, Adam
Smith abroad”, which resulted in poor economic grarnces. When many
countries adopted the concept "Adam Smith botloatehand abroad, there was a
wave of twenty years of unprecedented progresstatlity. In the period of this
crisis, we experienced return of Keynes policiesl @onically it looks like we're
heading to the "Keynes at home and abroad" prmdipive learned the lessons, we
should as soon as possible return to the apprdathdam Smith at home and
abroad". Of course, we can not go completely badke beginning. The world is
different. Policy, including monetary policy, hasadapt this approach to "fight"
the increased globalization (Taylor, 2010, p.12).

Conclusion

Inflation targeting is one of the strategic mongtternatives, which is widely
applicable in developed, and in developing cousitaied in transition economies. It
includes explicit disclosure of quantitative, sendigit numeric goal for the rate of
inflation in a medium-term (usually two or threeagein advance) and an absolute
commitment to achieving the stated goal - a staltel low inflation.
Implementation of inflation targeting should takege after disinflatory period, to
ensure that already achieved monetary stabilitppagive internality; contribute to
strengthening the inflation targeting regime andh®e acceptable results in the
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initial phase of implementation. Furthermore, inecessary to ensure equality of
monetary and fiscal policy so that monetary policyuld not be in the role of
passive actor to absorb shocks that come frompheres of the fiscus. Also, it is
necessary to establish a regime of flexible excharages, which would act as
absorbers of external shocks, as well as a robmahdial sector (especially
banking), which would be resistant to the exteraatl the internal shocks,
contributing to financial stability. Furthermordaet strategy of inflation targeting
implies an instrumental independence of the cebtiak, an effective system of
communication between the central bank and theigpubhnsparency of actions
and plans of the monetary authority, and accoditiafor actions taken and (not)
achieved results. Empirical analyzes clearly indithat inflation targeting resulted
in improving macroeconomic performance in the canté trends and variability
of inflation, inflation expectations and economrowth. In the field of empirical
evaluation of inflation targeting performance,stimportant to emphasize a few
facts. First, the implementation of inflation taigg is not associated with adverse
effects on economic growth (in OECD countries amddéveloping countries),
while there is a noticeable positive effect on itag (reducing volatility) of the
production in developing countries. Other countities have implemented inflation
targeting as a monetary strategy have a lower ifisacrate” during disinflation
(short-run Phillips curve is "steeper”, so that stabilization costs less) compared
to countries that implement other monetary stratedrhird, developing countries
that have implemented inflation targeting recordatkbcrease in the average level
of inflation. Fourth, countries that implement atibn targeting have a lower
transmission coefficient of current to expectethtidn, which implies that inflation
targeting is more effective compared to other mamestrategies, allowing that
factors other than monetary policy regime (the daiarket, fiscal policy) may
contribute to the "anchoring" of inflationary expsions.
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CILJANJE INFLACIJE:
DETERMINANTE, PREDUSLOVI, EFEKTI

Apstrakt: Ciljanje inflacije je prognosticki orjentisana strategija koja, koristeéi
kao nominalno sidro ocekivanu inflaciju, fokusira nisku 1 stabilnu stopu
inflacije (numericki cilj i1li ciljni raspon sa centralnom vrednoséu) kao
ultimativni cilj. U odnosu na striktnu posveéenost uniformnom cilju, ,,meksa
verzija® (fleksibilno ciljanje inflacije) podrazumeva koegzistenciju vise ciljeva,
ali uz jasnu hijerarhijsku lestvicu i prioritet monetarne stabilnosti prilikom
operacionalizacije monetarne politike. Dizajn, implementacija 1 evaluacija
strategije ciljanja inflacije podrazumeva uspostavljanje institucionalnih
mehanizama kao atributa efikasnog monetarnog mehadzmenta: nezavisnost 1
odgovornost centralne banke, odsustvo fiskalne dominacije, transparentnost
monetarne politike, fleksibilnost deviznog kursa, harmonija 1 zajednicka
odgovornost monetarnih i fiskalnih autoriteta. Dodatni preduslovi ticu se
opsteg ekonomskog ambijenta: stabilnost cena, odsustvo eksterne 1 strukturne
dominacije, fiskalna ravnoteza, razvojen 1 robusan finansijski sektor. Efekti
cijanja inflacije mogu se oznaciti kao pozitivni, u kontekstu smanjenja
prosecnog nivoa inflacije, inflacionih ocekivanja, smanjenju volatilnosti
ekonomskog rasta, uz neutralan uticaj na prosecan ekonomski rast. Empirijske
analize takode ukazuju da je ,;stopa zrtvovanja“ proizvodnje prilikom obaranja
inflacije manja za ¢ak 7% u zemljama koje primenjuju ciljanje inflacije, u
odnosu na zemlje koje primenjuju druge monetarne strategije.

Kljuéne redci: inflacija, centralna banka, inflaciona ocekivanja
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1. Introduction

The United States of Mexico (Estados Unidos Mexisarsp.), abbreviated
Mexico, is a country in North America that is bamet on the north by the
USA, in the southeast by Guatemala and Belize énwhst by Pacific Ocean
and on the east by the Gulf of Mexico and Caribligaa.
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Mexico has a population of about 111 million, amdnparing the nominal
gross domestic product (GDP), Mexico is the fourteglobal economy, while
to the GDP measured by purchasing power parityaigked eleventh in the
world. According to the UN report from 2011, MexgEdduman Development
Index was 0.770, and Mexico was the 57th in theldvoHowever, the
distribution of wealth is unequal because thereaaeas with different human
development index in the country; some areas ajklhideveloped countries
such as Germany while some of them are poor likeuli. Furthermore,
Mexico’'s economy is part of the North American Frémde Agreement
(NAFTA), a trilateral trade bloc in the region corging of the US, Canada and
Mexico. Mexico has benefited from the NAFTA,; beimdree market economy,
it has increased its trade with the US and Canadefold.

During the nineties of the last century Mexico wasrked by strong
revitalization of the economy of Mexico, and strévemed all forms of
cooperation and regional integration. That new isputo the Mexican
economy reflected, above all, in the diversificatiprocess of regional
integration, emphasized pragmatism and paralletatipen and intertwinement
between different models of cooperation and intégna In addition, we note
that with reforms was introduced the model of opemket economy (economia
de mercado abierto hacia exterior) that allowed abeess to flexible use of
formal and informal mechanisms, multilateral ankhtieral or trilateral actions
within existing and new regional and sub-regiormdélesne cooperation.

Although the process of economic stabilizationha# early nineties of the
twentieth century, gave the first positive resuftasticularly in the area of
foreign trade, we note that the deep economic mefcare taking place in the
extremely harsh social conditions including an Umteed distribution of the
domestic product.

1. Mexico's Economic Development over the Past Three Decades

Throughout its history, Mexico has gone througheselcrisis, but the most
notable ones that they suffered greatly is durlmg 1994 economic crisis in
Mexico, widely known as the Mexican Peso crisishar Tequila crisis, and the
2008 global financial crisis.

The Mexican Peso crisis in 1994 was caused by thridd's government
decision to devalue the peso. Exchange rate of wasdixed; the government
could borrow by issuing securities in dollars. Mtamg authorities did not
restrict high credit growth. At one point, investavere frightened, began to sell
bonds, so the collapse of a fixed exchange rate mwasgitable with its
consequences. This resulted in a financial crig$ ¢tut the value of peso into
half, create high inflation and set forth a sevezeession in Mexico. The
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country is hit with massive lay-offs and loss oféign investments. Gross
domestic product (Constant Prices, National Cugeme 1995 contracts by
6.22 percent, which was the worst decline in thantty history. Mexico's
economy recovered with the aid of a US$50 billiGildut from the United
States, the IMF and the Bank for International |8etents (BIS).

Figure 1 Mexico’s Economic Growth, 1990-2011, %
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Source:Mexico National Institute of Statistics, Geogrand Informatics,
National Statistics, 1990-2011.

The basic measure of overall economic activitysgrdomestic product, in
the period 1996 — 2008 grew at an average annigabfabout 3.6%. In 2008, the
global financial crisis caused severe economic damann many countries, with
Mexico one of the greatest hit countries in Latimekica. GDP (Constant Prices,
National Currency) contracted by 6.2 percent, tighdst contraction since the
1994 Mexican Peso crisis. As the Mexico's econanyeiavily depended on the
U.S. with 45 percent of Mexico's foreign investmeoine from the US and 80.5
percent of Mexico's exports going to the US, a ifalUS demand for exports
results in decreasing exports and rising unemployimeMexico.

However, thanks to solid economic fundamentalseffalts to diversify the
structure of its foreign trade, Mexico began thecpss of recovery in the second
half of 2009 and for the year 2010, the growth fegupertaining to the Mexican
economy indicate signs of the recovery and havee@sed the growth figures to
5.6%. This upswing was the result of significanipiovement in Mexico’s
exports, automobile production, manufacturing amtrdased imports of
consumer goods. Employment is also on the risepitdess deep divide in
economic distribution, where 32% of the top eartake in 55% of the country’s
total income.
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According to the World Bank data in 2011, Mexicotlie 14th largest
economy in the world, with an estimated nominal G&fRUS$ 1.16 trillion.
National product measured by purchasing poweryparitounted to US$ 1.75
trillion placing Mexico at the eleventh place irettvorld, and GDP per capita
was US$ 15.100.

The economic activity of Mexico presented a positiajectory in 2011, even
though the international economic situation prap#il a less favorable
environment for the economic growth in the counBgrticularly, lower external
demand, especially from the U.S., led to a gradi@kdown of the Mexican
economy in the second half of 2011.

The performance of various sectors of the econafigated the fact that the
slowdown initially stemmed from the external sectodeed, the growth rate
moderation throughout the year was especially ealite in the industrial sector,
reflecting above all manufacturing sector evolution

On the contrary, the services sector maintainedsiye trajectory and only
in the last quarter of the year demonstrated sfjckeceleration. This was due to
the fact that services associated with domesticadencontinued observing
similar dynamism throughout the year, while thospeeially associated with
external demand registered a slowdown similar &t tf the manufacturing
sector during the year.

Regarding the evolution of Mexico's external acdsurduring 2011 it
reflected both the performance of external demanitithe conditions prevailing
in international financial markets. Indeed, as mmasty mentioned, the slowdown
observed in U.S. industrial production led to adged loss of dynamism of non-
oil exports throughout the year. Nevertheless,ititeecase in oil exports, as a
consequence of high international oil prices, al agethe lower imports growth
rate counteracted the above mentioned and resuitéde trade balance and
current account deficits remaining at moderatel$eg€ USD 1,167 million (0.1
percent of GDP) and of USD 8,789 million (0.8 petcaf GDP), respectively.

2. Position of Mexico in the World Economy

Mexico covers almost two million square kilometerhis is the thirteenth-
largest country in the world, and the fifth largesthe United States. Mexico is in
a group of middle-income countries and in impovexgsLatin America is its one
of the most developed part.

Thanks to the abundance of volcanic outbursts, 8éeis rich in non-ferrous
metals namely silver, copper, gold, lead, zinc améder and in the production of
zinc, silver, lead and mercury is among the fimtriries in the world. Mexico is
also the world's 7th largest oil producer in 20@8h 3.001 million barrels
produced per day, and it is the 2nd largest oipseipto US.
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In terms of conditions for agriculture, nature wast generous toward
Mexico. About 1/3 of the total area is desert, sdeserts and rugged mountain
areas, and arable land occupies only 13% of tiabdota. The greater area is the
area of pastures and forests. Arable land is sprgag artificial irrigation.

Mexico has a population of 108.627 million peopdeoh 2010, with a labor
force of 46.99 million people. In 2010, the unenmyphent rate in Mexico is 5.37
percent. Over the past four decades there hassbaege immigration wave of 12
million Mexican citizens who moved to the U.S. dradf of them illegally. It is
estimated that 10 percent of Mexico's populaticth Hh percent of its labor force
is working in the United States. The high migratiate has also generated a huge
inflow of foreign income into Mexico. In 2009, Mieans working in the United
States have sent a total of US$21.5 billion baskéyacontributing to 2.4 percent
of Mexico's GDP.

However, after the crisis in 2008 the Mexicans haatized that it is easier to
get the job in their home country, than in the hbagying United States, so it is
again a balance between the number of Mexican inamig and refugees into the
country. The unemployment rate in Mexico has drdppe4.6% in March 2012,
while that in the U.S. is more than 8%.

Mexico's main economic activities include: metaldustry, mining,
metallurgy, nonferrous metals, agriculture and isoor Industrial products are:
food and beverages, tobacco, chemicals, iron aedl spetroleum, mining,
textiles, clothing, machinery, consumer goods, isour and agriculture: corn,
wheat, soybeans, rice, beans, cotton, coffee, tantatoes, beef, poultry, dairy
products, wood products.

Major export products include: manufactured goadlsand oil products,
silver, fruits, vegetables, coffee and cotton, d@hd main export partners in
Mexico are: U.S. 73.5% and Canada 7.5% (2010).

Mexico imports: metal processing machines, steeldysts, agricultural
machinery, electrical equipment, car parts for mbdg repair parts for motor
vehicles, aircraft and aircraft parts, and the niaiport partners are: the United
States 60.6%, China 6 , 6% and 5.2%, South Ko@&E0j2

Industry is the most important sector of the econarhich operates through
numerous connections to the entire economy. Thestng of Mexico contributes
33.3 percent of the country's GDP in 2010. Indaktiitput in 2011 increased by
2.1% compared to 2010. In the structure of indaistproduction the most
common are: food products, metal industry, enengycnemical industries.

One of the most important sectors in Mexico's itryus the automotive
industry. Many major car manufactures establisimgidl toperations in Mexico,
including General Motors, Ford, Chrysler, BMW, TtyoHonda, Volkswagen
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and Mercedes Benz. Instead of just functioningraassembly manufacturer, the
automotive industry also functions as a centerdgearch and development for
car manufacturing companies.

Electronics is one of the fastest growing sectorslexico and it is the 2nd
largest supplier of electronics to the U.S. aftéin@. In 2007, Mexico is the
largest producers of televisions, ahead of Chind South Korea, and also
became the world's largest producer of smartphoime2009, the Mexican
government's initiative of the PCIEAT, Program tbe Electronics and High
Technology Industry Competitiveness, aims to malexitb one of the top five
global exporters of electronic goods.

In 2010, services in Mexico contribute 62.5 perdenthe nation's overall
GDP, with two of its most important sectors comiingm the tourism and
financial and banking services. According to therd/d@ourism Organization,
Mexico is main tourist destinations in Latin Ameriand the tenth most visited in
the world. For the most visit are deserved cultawradl natural sites, which is
classified as a UNESCO World Heritage Site, andetlaee 31, and in terms of
numbers, Mexico is the first on the continent aimthsn the world. By revenue
from foreign tourism, which is mainly derived frddSA tourists, Mexico is one
of the first countries in the world. Tourism in Mex is supported by 3.3 million
jobs in the country, which makes up 7.3 percenowf labour force, and expects
to contribute 13 percent to the overall GDP in 2012

Mexico has a banking system which is financiallpsg with banks which
are well-capitalized. More foreign companies aréegng its banking sector
with an increasing number of foreign institutionerging with local companies.
The acquisitions and mergers of foreign institutievith local companies have
helped Mexico recover from its currency crisis 894.¢ ¢

The Mexican Stock Exchange is the second largesk gixchange in Latin
America, and forth largest in North America, wittvaue estimated at US$700
billion. It's stock exchange is also closely rafate the US market. Hence,
Mexico's stock exchange is highly influenced by amovements and
developments in the New York and NASDAQ stock exges, as well as any
interest rate changes in the USA.

3. The Volume of Mexico Foreign Trade

Within a context of severe macroeconomic imbalanbésxico opened its
market through unilateral trade liberalization Ire t1980s, joined the General
Agreement on Tariffs and Trade (GATT) in 1986, arafjotiated a series of
regional trade agreements throughout the 1990smimst among them the North
American Free Trade Agreement (NAFTA), and an Asdion Agreement with
the European Union. Today, Mexico is the world’s Rirgest trader and by far
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the most important one in Latin America. It pagates actively in multilateral
trade negotiations, and is still one of the mostagyic participants in regional
trade agreements.

It could be said that the General Agreement onfffaend Trade, and
subsequent participation in the World Trade Orgation (WTO) had not that
important impact on the volume and structure ogifpr trade in Mexico, as well
as the diversification of the market, how many hdad unilateral trade
liberalization and regional initiatives of Mexicmda regional trade agreements
(Regional Trade Agreements - RTAS), including, ofirse, the most important
NAFTA. In September 1993, the United States, Caraaath Mexico signed
NAFTA, which came into force on January 1th in 19Bdis agreement led to the
free trade of goods and services in the entireoregf North America. With
US$40 billion in imports from the U.S. in 1993,tlre time when the agreement
came into force, Mexico was already the third latgeading partner of the USA,
just after Canada and Japan. Implementation of NWBEnefits the United
States by increasing competition in product markatel the markets of
production factors, and by reducing the prices ahynconsumer products in the
United States. From 1994 to 2004, foreign tradesben the U.S. and Mexico has
increased by 166%. Free trade access to the Mexneaiket has enabled U.S.
industry to import labor-intensive components ofdide and to keep the business
in the U.S., which would otherwise probably haw la the benefit of industry in
countries where wages are low. Some jobs that Meh@ve not really got
established in the U.S. but in other countrieshagMalaysia, where wages are
about the same as in Mexico.

However, with the signing of the NAFTA, Mexico'adie economy is heavily
linked to the United States', with as high as 9@%lexican exports went to the
United States. As a result, Mexico's economy seffegreatly during the 2008
global financial crisis and U.S. economic downtwue to a drop in U.S demand
of exports. Mexico's exports to U.S fell from USHID billion in 2008 to $ 184.9
billion in 2009. GDP (PPP) of Mexico also postetkgative 5.25 percent growth
in 2009, a drop from US$ 1.553 trillion in 200848$ 1.471 trillion in 2009.

Mexico has also built an extensive network of fre€e agreements with over
40 countries, such as the European Union, Japaal,lsand countries in South
and Central America. These agreements liberalize ttade tariffs between
countries and regions, and have made Mexico ortleeofost open countries in
the world.

In 2011, Mexico’s foreign trade had shown a vergitie performance, not
only by consolidating its recovery from the effeotshe world economic crisis,
but also by reaching new historical levels. Mexgalso the 15th largest exporter
of goods in the world, and 15th largest importegadds in the world. The export
of products reached almost 350 billion dollars @12, representing an expansion
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of 17.2% in comparison to the previous year andiieg the highest figure ever.
In fact, the export sector was one of the engihes ltoosted the growth of the
Mexican economy, which in 2011 grew at a pace 8P@3.Around 34% of
Mexico's GDP is generated through exports. In teofmsmployment, this means
that one in five jobs is linked to export activitie Mexico.

Imports of products rose 16%, reaching almost US$ Billion and were
covered by exports by 99.6%. The share of foreigdet in GDP in Mexico in

2011 is 61.2%.

Table 1 Mexico Foreign Trade, 1990-2010, Billion UBollars

Goods Services
Year
Export Import Balance | Export Import Balance

1990 26,9 31,1 -4,2 8,0 9,9 -1,9
1991 26,7 38,1 -11,5 8,8 10,5 -1,8
1992 45,9 61,9 -16,0 9,2 11,5 -2,3
1993 51,7 65,3 -13,6 9,4 11,5 -2,1
1994 60,6 79,3 -18,7 10,3 12,3 -2,0
1995 79,3 72,5 6,8 9,6 9,5 0,0
1996 95,7 89,5 6,2 10,5 10,6 -0,2
1997 110,2 109,8 0,5 10,9 12,4 -1,5
1998 117,3 125,3 -8,0 11,3 12,8 -1,5
1999 136,3 142,0 -5,7 11,5 14,3 -2,8
2000 165,3 171,1 -5,8 13,4 17,1 -3,6
2001 157,5 165,1 -7,6 12,4 16,9 -4,5
2002 160,8 168,7 -7,9 12,5 17,4 -5,0
2003 164,9 170,5 -5,6 12,3 17,9 -5,6
2004 188,0 196,8 -8,8 13,6 19,5 -5,8
2005 214,2 221,8 -7,6 15,7 21,0 -5,3
2006 250,0 256,1 -6,1 15,8 22,3 -6,4
2007 272,0 283,2 -11,2 17,1 23,5 -6,3
2008 291,3 308,6 -17,3 17,6 24,7 -7,1
2009 229,7 234,4 -4,7 14,7 23,2 -8,5
2010 298,3 301,5 -3,2 15,2 25,3 -10,1
2011 349,6 350,8 -1,3 15,3 29,5 -14,2

Source:OECD, Country Statistical Profile, 1990-2011.

Mexican trade deficit reached the highest levell&®4 during the Peso
crisis, when was increased 445% compared to 1980eMer, thanks to the
establishment of NAFTA and the increasing demandUd. for Mexican
exports, in 1995 Mexico reached positive recordpreing a surplus of 6.8%.
Mexico maintained a surplus in foreign trade in miet three years, and in the
period of 1998 — 2008 Mexico maintained moderateraye deficit of 7.4
billion dollars. Hard hit by the global financiatigis and the U.S. economic
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crisis in 2008, Mexico's trade balance deficit reedl a new negative record of
17.3 billion dollars, the highest one since 1994.

Figure 2 Mexico Foreign Trade Balance 1990-2011,blJSD
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Source:OECD, Country Statistical Profile, 1990-2011.

Since 2009 Mexico has begun its recovery in ecoo@uiivity, and in 2011
Mexico reduced the trade deficit to US$1.3 billidrhese impressive results
indicate a definite recovery of the Mexican econdnoyn the global financial
and economic crisis and confirm the positive growtjectory of Mexican
economy.

4. The Structure of Foreign Trade in Mexico

In addition to the volume of foreign trade, foramplete analysis of foreign
trade is necessary to evaluate its structural chenatics, as the production
structure of foreign trade, as well as the regitraale structure.

As a result of overdependence of the Mexican ecgnéoom the U.S.,
Mexico has been highly affected by global financtsis and the U.S.
economic crisis due to the drop in demand for Maxiexports. Since 2009 the
Mexican foreign trade structure has been undergpiofpund changes, both in
terms of product structure, and in terms of gedgjgb orientation.

4.1. Production Structure of Foreign Trade in Mexico

Before its accession to the GATT in 1986, Mexicoswa commodity
exporter, in which oil exports represented morentha&o thirds of its total
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exports. Thirty years ago, the export of the ouirded 70% of the total exports
of the country and today, the share of the oil@ebas fallen to 15%. On the
other hand, manufacturing share rose from 24.3%80%. Export of the
manufacturing sector in 1980 was counting 2% of GDRlexico, and today it
is the fourth economic activity of the country. Brsification and higher value
added of Mexican exports has been one of the naajicomplishments of trade

liberalization.

In 2011, the total value of merchandise export artexlito about 350 billion
dollars. The main export goods are manufacturedigjooil and oil products,
silver, fruits, vegetables, coffee and cotton. Bhare of industrial products in
total export was 75%. In 2011, manufacturing etgpovse 13.4%, highlighting
some vigorous industries like automotive (22%) ahd mining-metallurgy
(41%), meanwhile, mining and oil grew 68% and 3%pectively. Not less
important, the external sales of agricultural prddwestablished a new historical
record of 10.6 billion dollars in 2011.

In 2011, Mexican imports of products rose 16%, heag almost 351
billion. While capital goods grew 15%, industrialpplies 15% and consumer
goods increased 25%. Among Mexico's total impoxapital goods and
industrial supplies account for 10% and 75% re$palgt mainly because they
are highly demanded by the Mexican industry in ptdentegrate them in high
value added products to be exported.

Figure 3 Export Structure of Mexico Foreign Trade,bin USD
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Figure 4 Import Structure of Mexico Foreign Trade, bln USD
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Mexico’s foreign trade strengthens even in the diarisis p.2.

As for the commercial services trade, the principatvices item was
tourism accounted for 77.6% of total Mexican exprservices, followed by
transport services for 5.6%, and 16.9% are othemnncercial services. The
growth of the information services sector, inclgdifinancial and business
services, is in line with the dynamic growth ofhieology-intensive industries
and the globalization of world production and tradlbe main services item in
Mexican import of services are transport servicesoanted for 48.3%,
followed by tourism services accounted for 31.2% 28.6% account the other
commercial services.

4.2. The Geographical Structure of Mexico Foreign Trade

Due to the huge losses that Mexico suffered dutireg global economic
crisis in 2008, as a result of excessive economigeddence on the United
States, Mexico has made great efforts to divetsiéygeographical orientation
of foreign trade and in the last three years adudepositive results in its
attempts. In 2006, Mexico was exporting about 9@%sayoods to the U.S. and
now exports less than 80%, with growing exportsatin American countries.
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Table 2 The Largest Trade Partners in Mexico Foreig Trade
EXPORT IMPORT
Country Year USsSD % Country Year uUsD %
1995 65.2 | 82.0 1995 53.8 | 74.3
USA 2005 183.6 | 85.7 USA 2005 118.5 | 53.4
2011 274.7 | 78.6 2011 174.4 | 49.7
1995 2.1 2.6 1995 0.5 0.7
Canada 2005 4.2 2.0 China 2005 17.7 8.0
2011 10.7 3.1 2011 52.2]  14]9
1995 0.2 0.3 1995 4.0 5.5
China 2005 1.1 0.5 Japan 2005 13.1 | 5.9
2011 6.0 1.7 2011 16.5 4.7
1995 0.5 0.6 1995 1.0 1.3
Columbia | 2005 15 | 07 ngetg 2005 66| 3.
2011 5.6 1.6 2011 13.7 3.9
1995 0.9 11 1995 2.7 3.7
Brazil 2005 0.9 0.4 Germany 2005 8.7 3.9
2011 4.9 1.4 2011 129 | 3.7
1995 0.8 11 1995 14 1.9
Spain 2005 3.0 14 Canada 2005 6.2 2.8
2011 4.8 1.4 2011 9.7 2.8
1995 0.5 0.6 1995 0.7 1.0
Germany 2005 2.3 1.1 Taiwan 2005 4.1 1.8
2011 4.3 1.2 2011 5.8 1.6
1995 1.0 1.3 1995 0.4 0.6
Japan 2005 1.5 0.7 Malasya 2005 3.7 1.6
2011 2.3 0.6 2011 5.6 1.6
. 1995 0.4 0.5 1995 0.8 11
United 2005 1.2 0.6 ltaly 2005 35 | 1.6
Kingdom
2011 2.2 0.6 2011 5.0 14
1995 0.3 0.4 1995 0.6 0.8
Holand 2005 0.8 0.4 Brazil 2005 5.2 2.4
2011 1.8 0.5 2011 4.6 1.3
1995 7.6 9.6 1995 6.6 9.1
Other 2005 14.2 6.6 Other 2005 34.7 | 15.6
2011 32.3 9.2 2011 50.6 | 14.4
1995 79.5 100 1995 72.5 100
TOTAL 2005 241.2 100 TOTAL 2005 221.8 1do0
2011 349.6 100 2011 350.9 1do

Source:OECD, Country statistical profile, 1995, 2005, 201
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Among the leading markets for Mexican exports, A& the EU are first
and second, respectively, followed by Canada anda0h the third and fourth
place. Mexico is the third in supplying the U.S.rked, behind China and
Canada. It is worth to highlight that the Mexicamtaamotive industry
consolidates as the first supplier of the U.S. @mehg EU Member States
individually, there are four European countriestle top ten destinations:
Spain, Germany, United Kingdom and the Netherlands.

Main import partners of Mexico in 2011 were: USA9(A% of total
imports), China (14.9%), Japan (4.7%), South Ko{@®%) and Germany
(3.7%). In 2011, purchases from the U.S. accoufdedoughly half of the
Mexico’s imports, while the EU maintained a markaare of 10.8%. Among
Mexico’s main suppliers, Germany maintained itthfiplace and Italy reached
the ninth. Five out of the top ten suppliers weoaf Asia. As a result, in 2011,
Mexico’s trade deficit totaled 1.2 billion dollafthe lowest for the last 14
years), which represented 0.1% of Mexico’s GDP..

Table 3 Mexico Foreign Trade with EU and EFTA, US3nillion

Januar - December 2010 2011 %
Export in EU 14,479.80 19,167.20 32.4
Import from EU 32,622.80 37,773.90 15.8
Export in EFTA 908.6 1,253.10 37.9
Import from EFTA 1,735.50 1,716.60 -1.1

Source Ministry of the Economy Mexico, Trade and Investry 2011.

In particular, Mexican sales to the European Un{&WU) rose 32%,
accounting for 5.5% of the country’s total expoitsfact, since the entry into
force, in 2000, of the Mexico - EU Free Trade Agneet, Mexican exports to
the EU have increased by 250%, while Mexican stalebe rest of the world
grew 152% in the same period. In 2011 imports ftom U.S. accounted for
about 50% of Mexico's total imports, while the Eikds up about 15.8% of
total imports in Mexico. Mexico has also signed reg-Trade Agreement in
2000 with EFTA countries, which entered into fostece 2001, under which
the Mexican foreign trade significantly increaseithvthis regional integration.
In 2001, Mexico's exports to the members of EFTéréased by about 38%,
while imports declined by about 1%.

5. The Economic Cooperation between Serbia and Mexico

Since the establishment of diplomatic relation$946, the overall relations
between Serbia and Mexico were based on commonrstadding and
confidence, and bilateral cooperation in variowsdB. Mexico has been a
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traditional partner, in both of political and ecomo spheres, as well as in the
field of culture and education.

So far, the economic cooperation between the twntcies is mostly on the
level of the conventional trade, unsatisfactoryeinms of volume and structure.
The level of realized foreign trade does not regpugither to capabilities nor to
the needs of the two countries, even if we take coinsideration the difficulties
which our economy has gone through over the pagigyeand the distance that
has a negative impact on the price and product etitiygness in the market.
One of the reasons for this is the lack of infoioratin the Mexican business
community about the conditions and possibilitiesdofng business in Serbia,
which is why most of those who previously had bessrelations with our
country are still reserved in terms of stabilityaecurity in the region.

Figure 5: Trade between Serbia and Mexico, US$ mitins
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Source Chamber of Commerce and Industry of Serbia, ir@gonal Economic
Cooperation, 2012.

Exchange of goods between Serbia and Mexico is stpdith very limited
placement of products on the market and large itefim our side. However,
the greatest concern is our strong export infagipwhich in this exchange, as
well as in the trade exchange with a number ofrdtlagéin American countries,
is one of the main causes of our high trade defiith this group of countries.
Extremely high deficit on our side and the low \&abf exports of our products,
suggests that in the future it is necessary to tkequate measures in the
direction of increasing exports from Serbia.

Trade exchange recorded progressive growth in #dreg from 2005 to
2008, which is always followed by deficit on oudei The most prominent
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deficit Serbia recorded in 2008, amounting to abld8% 22.4 million. From
2005 to 2011, the most Serbian exports to Mexiceewecorded in 2011 in the
amount of US$ 3.5 million. In 2011, the total tramkween Serbia and Mexico
amounted US$ 21.8 million, up by 30% compared tb02@or six months of
2012 the total trade amounted to US$ 11.6 millishich is 7% higher than in
the same period in 2011 of US$ 10.8 million. Théugaof exports to Mexico
amounted to US$ 0.7 million and registered fallasymuch as 70%, compared
to the same period of previous year, when it anedita US$ 2.3 million.

On the other hand, imports from Mexico in the giveeriod in 2012
amounted to US$ 10.9 million and grew by 28%, camgao 2011 when it
amounted to US$ 8.5 million. In trade with Serboa §ix months of 2012,
Mexico is on the 50th place in imports of Serbidjlevin exports it is on the
77th place. The deficit in merchandise trade iwnside in the amount of US$
10.2 million for the six months 2012, recording rawgth of 65% compared to
the same period last year of US$ 6.2 million.

Figure 6 The Export-Import Ratio,
%
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Figure 6 shows the coverage of imports by expdr&eobia. From 2005 till
2008 the export-import ratio was almost equal. F@P08 till 2009 the first
greater increase in this ratio of 10% was noticeatlit in 2010 there was a fall
and the coverage of imports by exports was 7.4%mF2010 till 2011 the
export-import ratio increased by over 19%, and tfoe first two quarters of
2012, this indicator fell by 6.7%.
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Figure 7 Structure of Merchandise Exports from Serlia to Mexico for Six Months
of 2012

B Rubber products
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Source Chamber of Commerce and Industry of Serbia, i@gonal Economic
Cooperation, 2012.

In the structure of merchandise exports from SetbiaMexico for six
months of 2012 the highest precedence have rubtmtugts, followed by
industrial machines for general use, road vehiclegtal products and
miscellaneous products.

Figure 8 Structure of Imports of Goods from Mexicoto Serbia for Six Months of 2012
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Source Chamber of Commerce and Industry of Serbia, i@gonal Economic
Cooperation, 2012.
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Companies that have had primacy in exports are:adMiRuma
(Rumaguma), FKL Temerin, Milo Stamm Indjija Hddserg Belgrade,
Kikinda LBK Foundry, Unior Komponents KragujevacelBrade Elkom, and
Kikinda Kikinda Foundry, Bozen Cosmetics BelgraBe|grade Wrigley.

Figure 8 shows the structure of imports from MexiooSerbia for six
months of 2012, in which the priority had road \a$, electrical machinery,
apparatus and appliances, beverages, scientificcanttolling instruments
and metal products.

Companies that have had primacy in imports are: RBerade, Sbb
Belgrade, Belgrade Comutel, Cooper Tire & Rubbem@any Krusevac
Serbia, Asseco See Belgrade, Belgrade Roche, DiiektBelgrade, Cisco
Serbia Belgrade, Porsche Belgrade, Begram Senetgr&ie.

Mexico and Serbia have traditionally good relatiohast year, Serbia
has celebrated 65 years of diplomatic relationshwitexico and without
hesitation it can be said that Serbia and Mexiomags shared a great
friendship and a common level of understanding af¢heother's political
relations and cooperation in technical and edunatiéssues. However, the
economic aspects of cooperation between the twotdes are necessary to
intensify.

The presence of Mexican companies in Serbia is simon-existent. For
now, the only Mexican giant "America Movil", theddh telecommunication
company in the world, purchased the tender docusnfrtthe purchase of
Telecom. There is a Serbian company operating @ ttdurism sector in
Mexico, near Rivera Maya in Cancun. But in both mioies opportunities are
endless. Mexico is a huge market where Serbian aamp can access a very
frequent market either through co-investments ooubh strategic alliances
with Mexican firms. On the other hand, Serbia hagiy strong competitive
advantage in sectors that are highly dynamic, saglagro-industry and the
pharmaceutical sector. Therefore, there are camditifor closer economic
ties between the two countries.

That means we have to work hard to increase oueti@nd to better
explore the potential of both the economy. In fdaith countries should be
better informed about any changes in the marketstarpersevere in their
efforts to diversify international trade performantn this sense, it would be
a great help to boost economic promotion by théi&argovernment and the
private sector abroad.
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7. Conclusion

The main characteristics of the economic developraéiexico after the
1982, or after the period of the debt crisis, thecalled "Lost Decade" during
the eighties, was the implementation of a compled difficult process of
modernization through economic restructuring ane throduction and
adaptation of laws and principles of free and diabd world economy and
open market. In other words, the last decade oftwemtieth century was a
period of redefined and strengthened the internatiprojection of Mexico in
the form of intense involvement in the process lobglization. Applying the
concept of "an open Latin American regionalism" beswn into a strong and
dynamic process, which led to the restoration okintpnew agreements on
free trade zones or common markets on a bilatériédteral, subregional,
regional or inter-regional level.

Implementation of NAFTA was useful to Mexico in thway that directed
Mexico to the export-led economic growth as a tesuincreased access to the
huge U.S. market and by increasing foreign direste$tment in Mexico.
Mexico has experienced a net loss of employmentiacaime in agriculture,
but these losses were more than exceeded by thgroweth in the industry. In
addition, during the time increasing employmentarpymities and rising wages
in the industry reduced pressure emigrant Mexigatise United States.

Like most other countries, Mexico was not savednftbe negative effects
of still present world economic crisis. Taking irdonsideration the periodicity
of crises in the past, the question is: does tlstohyi of financial crises in
Mexico repeats?

As a consequence of excessive links to the U.Snaeng, Mexico has
passed through a difficult period of adjustmenthe external circumstances.
However, while the USA, the first economic powethe world, with difficulty
managed to overcome the financial crisis 2008-200®@xico recorded
impressive economic performance, leaving behireffiteain rival, Brazil.

Mexico's foreign trade structure is undergoing puoid changes, both in
terms of the product structure, and in terms ofgbegraphical orientation. In
2006 Mexico exported 90% of its goods to the Urgl mow exports less than
80%, with growing exports to Latin American couesi While thirty years ago,
70% of the total exports of the country amountedxport oil, now oil amounts
to 14%, which indicates that the oil is no longee tcountry's main export
advantage. Export manufacturing sector in 1980essted 2% of the gross
domestic product of Mexico, now represents a quateconomic activity in
the country.
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Great economic success of Mexico is attracting rameasing number of
foreign investors, reputable companies like Volkgara and Nissan that have
invested hundreds of millions of dollars to opefactory in Mexico and which
now sell their products around the world.

Based on the impressive economic performance ofiddenecords, it could
be said that the Mexican export-oriented econonfier ahe periodic crises
through which Mexico passed, finally learned pratijcri@assons and more ready
than many other economies met the recovery perfldo, despite the
significant American influx and its impact on theekican economy, Mexico is
going through the current challenges without aifigant decline in economic
activity, which is rare on a global scale.

The recovery of Mexico’'s external trade underscolitss growing
importance as one of the main platforms for woddls production, thanks to
its longstanding manufacturing efficiency, expagdinfrastructure, qualified
labor force and renowned production quality. MoepWexico offers different
kind of incentives in favor of investment and expamtivities, creating the ideal
environment for companies established in the cgumthich take advantage of
the wide network of free trade agreement, whiclvigles preferential access to
the main markets, such as North America, Europe Japmhn, besides the
dynamic economies of Latin America. With all thdsetors and yet in the
context of the current global economic crisis, Mexcontinues improving its
competitive advantage by attracting more leadinmganies in sectors with
high technology, that acknowledge Mexico as thd bemufacturing location
to integrate themselves into the global production.

Parallel with reforms in the industrial sector, M&xhas created favorable
conditions for the adaptation to the logic of inedgpn into the globalized flows
of the world economy. From the perspective of Serparticular significance
may have the fact that Mexico's new economic pdbclgased on a method of
"geographic specialization,” which involves quicktyrns into profitable
transnational production processes. Our conclusidhat the results of these
reforms provide a positive experience, especialyhe area of exports, which
becomes diversified and in addition to traditioegport items - raw materials,
progressively include semi-finished products ineludertain components of
complex products, as well as finished compositelypcts.
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SPOLJNA TRGOVINA MEKSIKA
I SARADNJA SA SRBIJOM

Apstrakt: Meksiko je jedna od najotvorenijih privreda na svetu i ima, pored
mnogih drugih, i sporazum o slobodnoj trgovini sa SAD i1 Kanadom (North
American Free Trade Agreement — NAFTA), koji u pogledu bruto domaceg
proizvoda, merenim paritetom kupovne moéi svojih clanova, predstavlja
najveéi trgovinski blok na svetu. Meksiko je i1 jedna od zemalja $panskog
govornog podrucja koja je pokazala da nije imuna na ekonomske 1
finansijske krize. Danas, Meksiko ima privredu koja se brzo razvija,
rangirana od Svetske banke jedanaesta po veli¢ini u svetu. Na osnovu
impozantnih ekonomskih rezultata koje Meksiko belezi, moglo bi se reéi da
je meksicka izvozno orijentisana privreda, nakon periodi¢nih kriza u koje je
upadala u poslednje tri decenije, konacno izvukla pragmati¢cne pouke i
spremnije od mnogih drugih privreda docekala vreme oporavka. Nakon
kraceg osvrta na privredni razvoj i polozaj Meksika u svetskoj privredi,
sadrzaj rada se pretezno odnosi na istrazivanje intenziteta, obima 1 stukture
spoljne trgovine Meksika, kao 1 na ekonomsku saradnju Srbije 1 Meksika.

Kljuéne rec¢i: NAFTA, ekonomska kriza, izvozno orijentisana privreda,
oporavak, spoljna trgovina, saradnja Srbije 1 Meksika
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UDC Abstract: Quality control of external audit should ensure that the
657.6 audit results meet the expectations of stakeholders and also
Review paper respond to all the challenges the audit faces. The process of quality

control of external audit includes all subjects who have an interest
in the reliability of audit reports and provision of a high level of
audit services: certified auditors, audit firms, professional auditing
organizations and the public. In the early 21 century, the outbreak
of financial scandals and economic crisis has created the need for
increased public oversight over the audit. In this sense, quality
control of external audit has become a subject of interest to
professional organizations, regulatory bodies and governments.
These subjects tighten the monitoring of the audit profession,
establish rules for assurance of audit quality control and impose the
use of high quality auditing standards for all audits.
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Introduction

In the long history of development of the auditfiobincial statements, the
auditor profession has freed itself from public ewgsion by applying
professional ethics, reputation, professional weankg by contributing to the
national economies and fighting for the right df-segulation. However, in the
late 20th and early 21st century, there was a laugiereak of financial scandals
which led to a major economic crisis, but alsoedisignificant issues related to
financial reporting and the audit of the finangthtements. The emergence of
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financial scandals and their far-reaching consecgerdemanded a response
from the profession, the state and the regulaidrsreby, activities are focused
on four key areas: corporate governance, interaatrol system, accounting
system relevant to financial reporting and extermadit. Special attention is
paid to improving the quality of external audit wiishould result in better
financial reporting. The authorities of IFAC, thelavant EU institutions and
regulators in the U.S.A. and European countriegwerolved in improving the
quality of the audit. One of their major activitiesthis regard was the work of
strengthening the regulating of the quality contfchudits.

Starting from the need to respond to the finarsgaindals, to overcome the
effects of the economic crisis, to provide improge@lity of financial reporting
and the audit of the financial statements and ¢ceimse the safety of investors,
the paper will develop into four thematic unitstsEithing to distinguish will be
the importance of ensuring the quality control xtieenal audit and indicate the
standardization of quality control of an audit asegulatory framework for
establishing control of the auditing professiorg #men special attention will be
paid to quality control and public supervision hetaudit in the EU and the
U.S.A.

1. The Importance of Ensuring Quality Control of External Audit

One of the basic conditions necessary for efficigmeration and further
development of a national and even global econ@smyroviding reliable and
relevant information in financial statements. Witlat in mind, the provision of
high quality financial reporting has critical impance and audits have an
especially prominent role in this process. Speglfic in addition to internal
control, the audit committee and internal auditemal audit is an important
link in the so-called quality of financial statentersupply chain. An audit
controls the correct application of accounting dtads, the predefined
accounting policies and procedures and, in accosarith that, expresses its
opinion about the objectivity and fairness of theafcial statements, and,
respectively, whether all statements are prepareaccordance with the laws
and professional regulations. It reduces uncestagmid doubt about the
accuracy of the information contained in the repoprevents deterioration of
the quality of the financial reporting system, e&ses the confidence of the
audited entity and other interested parties andikbe

Contribution of an audit to the entire process wofaricial reporting,
especially to the quality of information contairiadhem, fully justifies the fact
that the quality of the audit stands out as a vemyortant issue. Specifically,
the contribution which an audit provides to thegass of financial reporting
can only be expected if the audit is properly canteld. For these reasons, the
provision of a high quality audit is an object aftarest of professional
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organizations and an imperative for the accounting auditing profession.
However, although many attempts have been madedognition and adoption
of the single - universal definition of the qualdfan audit, it has not happened
to this day. Thus, the quality of an audit impliédelivering adequate
professional opinion, based on the necessary esdand objective judgment.
Ultimately, auditors provide quality service to gtakeholders if they provide
audit reports that are independent, reliable amupated by adequate audit
evidence, (ICAEW 2010, 15). Also, another definiticays that “properly
conducted audit involves gathering sufficient appede evidence to provide a
drawing of conclusions on which to base the audit@port and the adoption of
an objective opinion. Quality of an audit also ud#s adequate and complete
reporting by auditors which enables the Audit Cotteri and the Board of
Directors to properly perform their responsibibti€ Audit Inspection Unit 2005).

The issue of quality assurance is quite compleergithe fact that it is a
phenomenon which is influenced by numerous factbhnsts, the International
Auditing and Assurance Standards Board (IAASB)datks that the quality of
the audit is determined by inputs, outputs, andtiaeél factors (Figure 1).

Figure 1.

AUDIT
QUALITY

Source: (IAASB, IFAC 2011, 4)

In addition to auditing standards according to Whacaditing procedures are
determined, the inputs also include personal skitlsl competencies of an
auditor, their experience, ethical values etc. Alsoimportant input is the audit
process itself, which involves the use of apprdprimethodology, audit tools,
technical support and so on which will enable thdit@ar to make adequate
conclusions based on conducted tests and the paspessment of the evidence
in order to provide an adequate audit report (Fsar@011, 126). Also, a
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significant impact on the quality of audits is ashed by audit outputs, that is to
say the auditor's report and its contents, additiatisclosures, additional
communications achieved with the auditor that maydated to the qualitative
aspects of financial reporting practices of theiteddentity, the shortcomings of
the client's internal control, etc. Finally, theatjty of the audit is conditioned
by many factors such as, for example, the qualftcarporate governance
(emphasizing transparency and ethical behaviogylagions (audit framework
which implies its efficient implementation and arpportunity for the
supervision of the auditor), etc.

In addition to the IAASB, Financial Reporting CoilnFRC) issued a
document in 2006 entitled “Promoting the audit dgyalwhich identifies the
key carriers of audit quality and the existencepostsible threats that can
compromise those carriers. According to the FRE, tiain carriers of audit
quality include:

* the established culture inside of audit firms (stweent and valuation of
high audit quality, providing funds for the congiatton of specific issues,
establishing a reward system for employees who gterpersonal skills
which provide high audit quality, etc.);

« skills and qualifications of auditors (adequatevesance with the client's
business, compliance with auditing principles anthical values,
demonstrating professional skepticism in their wanloviding training for
assistants in the revision, etc.);

- effectiveness of the audit process (audit methagolnd instruments are
properly structured, a provided framework for théceent and effective
collecting of sufficiently relevant and reliable i@ence, adequate
supervision of the work of the auditors, etc.) and

< reliability and usefulness of audit reports (claad unequivocal expression
of opinion on the financial statements, the existenof auditor's
communication with an Audit Committee in relatiom the scope of the
audit, the existence of eventual threats to theepeddence of auditors,
etc.)(The Financial Reporting Council 2006, 17-41).

FCR pointed out that the quality of the audit skdue viewed as a dynamic
category considering that the aforementioned aaridé audit quality change
over time. For these reasons, the FCR updatedatntent and in 2008 issued
the “Framework of Audit Quality”, which is considst to be of a great
assistance to audit firms, the auditing committemsdit stakeholders and
regulators in understanding and raising the renigjgality (Financial Reporting
Council 2008, 1).

The fact that the consequences of poorly perforraedits and biased
financial reporting negatively affect the financiabrkets and the economy, on
the national as well as on the global level, rezpithe control of audit quality to
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be approached very seriously. The importance oit auelity control is that it
reduces the risk of unreliable audits and therefoovides a better and more
objective financial reporting and increases thetapety of investors in the
capital market.

Establishment of an adequate system of audit guadintrol is intended for
minimizing the risk of poorly conducted audits. éffively established audit
quality control system is the basis which shoulduee that the audit results
meet the expectations of stakeholders and alsomdsjp all the challenges the
audit is facing. For these reasons, all subjects Wwave an interest in the
reliability of audit reports and provision of a higgvel of audit services must be
involved in this process. Here, first of all, wevhain mind: an authorized
auditor who signs the audit report, the audit fissuing the audit report, the
audit profession and the public that uses finangttements (Andric,
Krsmanowvé, Jakst 2009, 37). Thus, each of these entities in accmelavith
their interests and responsibilities must take @ive part in the audit quality
control. Only in this way will an audit ensure useonfidence in the reliability
of financial statements. Therefore, audit qualigntcol implies multilayer
mechanism that operates on two levels as interrdhkeaternal control. Internal
audit quality control is conducted at the leveltiog audit firm and the audit
engagement, while external quality control is aehie by professional
organizations and their regulators, and espectallgugh a system of public
supervision..

2. Standardization of Quality Control of External Audit

In the previous part of this paper it was mentiotteat the adoption and
implementation of auditing standards, which highiigbligation to conduct the
audit in accordance with certain audit procedursd methodology, represent
important carriers of audit quality. In fact, indition to providing guidance for
the proper conduct of the audit, the audit starglatdo represent main factors
in securing the control of its quality. More acdebhp, the international
regulatory framework for audit quality control is/gn in the standards issued
by the IAASB as a body established by the Inteomati Federation of
Accountants (IFAC) - the association with the ngghificant influence on the
theory and practice of auditing (Table 1)

As can be seen from the table International stahdarquality control 1 —
“Quality control for firms that perform audit andview of financial statements,
and other assurance and related services” progidgeglines for quality control
at the level of auditing firms, in the sense thaefers to a quality control of all
services provided by the audit firm. Bearing thatniind, in addition to the
traditional audit of financial statements, auditrfs also provide other services
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(inspection, assurance, contractual procedures camapilation of financial
statements, etc.); a need of defining standardpiality control at the level of
individual engagement emerges. So, when it comesaudit of financial
statements, the quality of its control is deterrdibg the International Standard
on Auditing 220 — “Quality control for audit of famcial statements”. The last
official versions of ISQC 1 and ISA 220 came imboce on 15 December 2009.
This is a result of the Clarity Project, realizegthe I1AASB with the aim of
improvement and additional clarification.

Table 1 Structure of IASSB Standards

International standard on quality control 1 (ISQC 1

International Framework for Assurance International

Standards on
Related Services

_ _ ) (contractual
International International International procedures,
Standards on Standards Service Standards on compilation of

Auditing Review Assurance financial

statements, non-
audit services)

Source:(Eilifsen, Messier, Glover, Prawitt 2010, 50)

ISQC 1 indicates the objectives of the quality coistwhich the audit firm
needs to meet, the requirements that must be metder to carry out the
control at the appropriate level and provides dinde to facilitate the
implementation of the standards in practice. Ondtieer hand, the ISA 220
emphasizes the responsibility of the Auditor-Gehardhe implementation of
control procedures at the level of specific audifsfinancial statements.
According to ISQC 1, an audit firm should estabhstd implement an adequate
system of quality control, and according to ISA 2aqditor should adequately
implement quality control procedures to gain assteehat:

« work of the audit firm/auditor is in accordance wjirofessional standards
and applicable legal and regulatory requirements an

* reports signed by the audit firm / auditor are appate in the
circumstances.(IFAC, ISQC 1 pair. 11, 220 IAS pai2010)

ISQC 1 and ISA 220 are organized in a similar mansed suggest
appropriate areas in which auditors and audit ficaus take appropriate action
to promote and ensure a high level of audit qualitytrol. These include:

1. Responsibility for the quality of the audit - aufitn should determine the
person who bears the ultimate responsibility foeg #stablishment and
functioning of the system of quality control as la$ monitoring of the
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system and documentation. Also, it is necessaryensure adequate
communication within the company and to promoteirss culture that
will emphasize the critical importance of achieviadnigh quality service.
In doing so, the engaged auditor is expected tanassesponsibility for the
proper implementation and communication of quatiytrol procedures in
performing specific engagements.

2. Relevant ethical requirements - within the systdngumlity control it is
necessary to establish policies and proceduressiore that the employees
in the audit company comply with ethical requiremsenstressing the
independence of auditors. In doing so, it is impatrtto establish policies
and procedures that will enable employees to rdégzegrircumstances that
may jeopardize the independence and to notify tlevant person to
undertake activities that will eliminate perceivibgleats to independence.
Also, the company needs, at least once a yeahttnoa written statement
from the employees for complying with policies grdcedures that ensure
independence.

3. Acceptance and continuation of the cooperation With client - the audit
firm is expected to establish a quality controlteys that will include
policies and procedures that provide assurancethieancceptance of the
new, as well as the continuation of cooperatiorhweixisting customers is
based on previous reviewing of the firms' competetw perform the
engagement, availability of resources and timen,the act in accordance
with relevant ethical requirements and that clgergttitude is considered.

4. Human resources - a system of quality control ietuestablishing of the
policies and procedures which will provide assueatat the audit firm has
sufficient audit staff with adequate capacity, cetepce, experience, who
will respect ethical principles with the aim of amking the goal of quality
control at the firm level. Besides, for every opiem it is important to
assign the responsibility to the head of the awith the appropriate level
of expertise, skills, authority. Also, the firm ni@ssign appropriate staff to
each operation to ensure a high quality of service.

5. Implementation of engagement - an audit firm shagthblish policies and
procedures to provide assurance that engagememtspenformed in
accordance with professional standards and legad amgulatory
requirements. Also, it is necessary to establishicipe and procedures
relating to: the performance of consultations (al#e their performance
along with the availability of necessary resourdbst the content and
conclusions of these consultations are documented; eengagement
quality control inspection (to determine the pergdr will be responsible
for quality control inspection, to ensure an adegydan, the time period,
the scope of inspection, preserve the independenhche person who
performs the inspection, documentation of thoseensons, etc.).; the
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differences in opinion which may arise betweenghesonnel of the hired
team, the hired team and a consultant, hired teadhthe person who
performs the inspection of quality control, andotesg those differences.

6. Monitoring - One of the conditions which ensurettttee quality control
system is functional, efficient and applicabledsstablish monitoring over
policies and procedures of quality control. Namdlye audit firm is
expected to: assess the functioning of quality robistystem for identifying
potential deficiencies and to give appropriate mew@ndations for their
elimination; communicate perceived deficiencies ssmbmmend corrective
measures to the engaged staff, at least once ag/@aepare and present a
report on monitoring to the top management of tinditfirm. In doing so, it
is important for the responsibility for assessmaeporting and giving
recommendations for overcoming the problems to dssgd to the person
who has the appropriate competence and authortheifirm.

Implementation of the Clarity Project the IAASB hpsovided a great
contribution to the improvement of audit qualityntwl. In addition, the
IAASB believes that, in partnership with all stakkters, it is possible to create
an international audit quality framework that wiprovide continuous
assessment of the adequacy of the standards, @nflttther improvement.

3. Quality Control and the System of Public Monitoring in
Auditing in the European Union

Changes in approach to quality control, public ranmg and self-
regulation in the auditing of the EU, in the fidgicade of the 21st century, were
made as a result of the initiative of professicmad regulatory bodies in order
to respond to the financial scandals that have comised the audit. Also, in
the EU, in order to secure the requirements ofsthgle market, audit quality
control is becoming an important issue for its fagus and the coordinating of
the audit quality in member countries.

The European Commission, as a response to thepseltsf Enron and other
corporate scandals in the U.S., as well as thendiah scandal in the in the
Italian Parliament in 2003, made efforts to imprdkie commercial law and
audit quality in the EU (Stojilko¢i Bonic 2009, 168).0n the 21st of May in
2003 the Commission published two reports. The fieport contained ten
priorities for the harmonization and improvementaaidit quality in the EU,
while the second report focused on the commercab land corporate
governance. Adoption of these statements was duectowards the
development of a single European capital market thedharmonization and
improvement of the audit of the financial staterserithis was aimed at
ensuring of the safety and security in informing tmvestors and other
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interested addressees in the sense that they lgaonréhe accuracy of audited
financial reports and at preventing of the confbtinterests for auditors and
greater protection from corporate scandals.

The Commission issued a Communication from the Cission to the
Council and the European Parliament - Consolidatibthe statutory audit in
the EU~Thus, a plan was set for auditing, commercial wd corporate
governance as a countermeasure to the spreaditite akgulations from the
U.S.A. Commission's plan referred to the regulaiogiated to the auditing of
financial statements, the rules of the performantethe audit, an audit
infrastructure needed to protect the audit qualitywas divided into short-term
and medium-term priorities set out in Table 2:

Table 2 Commission's Plan with Ten Priorities
Short-term priorities
1. | Modernization of the Eighth directive

Consolidating of the regulatory infrastructurefie £U - the establishment of
the Regulatory audit committee

3. | Strengthening of the public monitoring of the aymitfession in the EU

Request for the use of ISA (International Standard#éuditing) for all audits
since 2005.

Medium-term priorities
Improvement of the disciplinary sanctions system
Achieving transparency of audit firms and threstworks

Corporate governance, strengthening of auditneiti@es and internal controls

Strengthening of the auditors independence lam€bde of Ethics

©| o Nlofo

The deepening of the internal market for auglivises

10.| Examination of the auditor's responsibility

Source:(according to Soltani 2010, 167-168)

The aforementioned priorities were amended by tbe@ission's broader
plan of activities related to the amendment andanbaization of commercial
law and corporate governance. The objective of ethastivities was to
strengthen the rights of shareholders, to estabiisiprotection of creditors and
to increase the efficiency and competitiveness airess. The European
Commission has achieved its objectives of harmogitihe legislation in audit
using two instruments. These are the directives r@amiilations. Directives
relating to the audit arthe Eighth Directive, which relates to the audit ofthe

! Audit of Company Accounts: Commission Sets Out Peiorities to Improve Quality and Protest
Investor



344 Bonié, Pordevié¢/Economic Themes, 51(2): 335-353

financial statements (84/253/EEC) and the Council itective (89/48/EEC).
The Eighth Directive, adopted in 1984, can be a®reid the first significant
instrument of the EU in the field of auditing. Thentent of this directive had
been modified several times, but significant charfigdowed in 2006. The lack
of precision of the Eighth Directive is reflectedrficularly in the issue of the
auditor's independence requirements, approval igops responsible for audit
by the authorized bodies (in some countries, ntoma bne body is in charge of
this), as well as in terms of the established exp#es for the conducting of an
audit approved by professional associations, wiadho differences in national
legislation. However, even the new Eighth Directidiel not provide full
harmonization as the EU directives allow membetestéo impose stricter rules
than those provided by the Directive. However, thew directive has
considerably helped in accomplishing of the follogvgoals:

e creation of a single EU market of audit services,
* improvement of audit quality in the EU and
* protection of EU financial markets (AndriKrsmanow, Jakst 2009, 33).

Among the significant issues regulated by the newighth Directive
there are issues of quality control of auditors andaudit firms (internal
control) and public monitoring of audit (external control). 2

The new Eight Directive regulates testablishment of a system of quality
control of auditors and audit firms. System of audit quality control at the
level of the audit firm should be organized to emsiine independence of the
auditor when drawing conclusions. Providing of thedit quality is the main
vessel for convincing the public and regulatorg thaditors and audit firms to
do business with respect to the auditing standandsethical rules. European
initiative for audit quality assurance aims to aeeference level for the quality
assurance systems of the member states. The i$syaality assurance had
been touched upon earlier in the Commission's GPegrer on the role, position
and responsibility of auditors in the EU in 1996 the statement Audit in the
EU, in 1998, in the recommendation of the CommissiQuality Assurance of
Audit in the EU - the Minimum Requirements in 208wever, despite these
attempts to harmonize the quality control in the, H\¢re was still a variety in

2 The new Eighth Directive includes the followingaghers: | Definitions of Terms, Il Education,
Continuing Education and Mutual Recognition of Quedifions, Il Registration of Auditors, IV
Professional Ethics, Independence, Obijectivity, @mmitiality and Professional Secrecy, V
Auditing Standards and Reporting, VI Audit Qualityr@wl , VII Investigatory and Disciplinary
Actions, VIII Public Oversight, IX Appointment of uditors and Termination of Cooperation, X
Special Provisions Relating to Compulsory Audit o tBompany of the Public Interest, XI
International Aspects and XlI Transitional and FiReovisions.
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national quality assurance systems in terms ofsit@pe of quality testing,

mandatory or voluntary implementation of qualityhtol, as well as in terms of

public reporting about it. The new Eighth Directitightens the monitoring of

the audit profession, establishes rules for quaggurance of audits, lists the
rules about the independence and ethics and imgheesse of high quality

auditing standards for all audits. The new directjave the proposal for the
improvement of the quality of work of auditors amatlit firms:

* Inclusion of the principle that the auditor of theup is responsible
for reporting on the audit of the consolidated ficial statements of
the group companies.

* The request for the existence of independent auwiitmittees in all
companies listed on the stock exchange.

e Improving of educational program of auditors, whiahcludes
knowledge of IAS, IFRS and ISA.

» Legislative support for the principle of independemf auditors.

e The obligation for Member States to lay down rd@scompensation
for audit to ensure audit quality and help preve@ provision of
audit services at low fees which would be compeusdiy the
income of non-audit services.

* Introduction of requirements for the Member Stai@sorganize a
system of quality assurance of audit in accordawd@ clearly
defined principles.

* The obligation of member states to introduce eiffecinvestigative
and disciplinary systems.

* The obligation of introducing rules concerning gqgointment and
resignation of auditors and audit firms and theroetiction of
requirements that companies should document tloemaunication
with the auditor or audit firm.

* Introduction of an annual report on the transpayei@udit firms.

* A request that the quality of the audit is inspddaeleast once every
Six years, and at least once every three yearauditors and audit
firms which perform the auditing of companies listen the stock
exchanges in the EU.

The new Eighth Directive deals witthe regulation of the public
monitoring of the audit in EU member states. The request for public
monitoring of the audit should provide quality asswce in auditing and in
expressing opinions. The aim of the mechanism dflipumonitoring is to
increase the level of trust and credibility of ficél reporting. Public
supervision should enable the auditing professioact according to the public
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interest at the highest level of quality. The Ewap Commission has
established standards for the quality assuranderagsand explicitly stated that
these systems and disciplinary regimes must beembed at the national level.
So, the new Eighth Directive requires EU Membertestato organize an

effective system of public monitoring for all awmt and audit firms. The

system should be independent from the auditing eggibn, so that it is

managed by people who possess adequate knowledgexaerience in the

field of auditing, but are not currently working the auditing practice. The
system of public monitoring should provide supaonsover the procedures for
approval and registration of auditors and audim$ir adoption of ethical

standards and internal quality control standamplémentation of continuous
improvement, quality control, and undertaking inigegions and disciplinary

actions. Also, the Directive requires the membatest to establish one or more
authorized bodies to which they will delegate thesponsibilities.

Public monitoring is an essential element in givingdence to the auditing
function. With the development of capital marketstihhe EU the European
Commission has set up the European Group of AwitOversight Bodies
(EGAOB).This group should provide technical expsatifor the successful
implementation of the Eighth Directive, includirgsues related to the adoption
of the ISA, audit quality assurance, relations witle third countries and
inspections. The EU has endorsed the use of theal@AISQC along with the
Eighth Directive and the statements. Also, the peam Commission had in
mind the passing of SOX Act in 2002, the measuféseoSEC and the PCAOB
in the U.S.A. Although the Commission accepts tobalg of SOX Act and
supports many of its measures, the differencedénlegal environment and
culture of the EU require that the United State® @ccept some of the equally
effective European measures. The global marketatava achieved unless the
EU and the U.S.A. recognize the equivalence ofleggty systems of quality
control (Soltani 2010, 177).

In the beginning of the 21st century, the EU redctiee conclusion that
they can no longer accept self-regulation by theoawcting profession and the
public oversight outside the profession is necgsgaprovide protection of the
interests of the users of financial statements @nithe public. It has in some
ways led professional organizations to lose sigaift authority which is
transferred to new bodies to be formed in the sysiépublic oversight of the
audit. One of those transferred authorities isdhality control of the audit's
performance which is carried out by inspectors witperience in auditing, but
not employed by the audit firm, and not by a fellauditor (André,
Krsmanowvé, Jakst 2009, 43). The system of public oversight shottives to
be independent from the influence of auditors anditafirms and must be
regulated by law.
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4. Quality Control and Public Oversight of the Audit in the U.S.A.

In the U.S.A., there is a long tradition of auditatity control. What is a
characteristic of the American system of contraeicsi the beginning of the
development is the existence of multiple forms wdliacontrol. Big financial
scandals in the U.S.A. have contributed to the ¢t of investors' confidence
in the financial statements and their audit soahdit quality control policies
have been significantly amended by the SOX Act faiia2.

Before the enactment of the SOX law, a system dfit aguality control
included: the Securities and Exchange Commissi&CjSthe American Institute
of Certified Public Accountants (AICPA), Securiti®&s Exchange Commission
Practice Section (SECPS), Quality Control Inquiryon@nittee (QCIC),
Independence Standard Board (ISB), Professionalrsigie Board (POB) (a
combination of public oversight and self-regulatioand state boards of
accountancy. The AICPA's Professional Ethics Exee@ommittee (PEEC) was
very significant in the domain of self-regulatiasearch of rule-breaking and
taking disciplinary action. They were responsilde reviewing of misconduct of
individuals. Also, there was the Quality Controfjliry Committee (QCIC), who
was in charge of the review of inadequate firm rgenzent.

In the U.S.A., for the purpose of quality contigénerally accepted auditing
standards are applied (SAS No.25), standards olityqoantrol (SQCS No.2
and No.3) and independence, with respect to thiattiprinciples. Before
Sarbanes-Oxley Act (SOX Act) the American Instituie Certified Public
Accountants (AICPA) had been responsible for thepéidn of these standards,
while after the SOX Act this jurisdiction has beeonferred on the Public
Company Accounting Oversight Board (PCAOB).The Bohas accepted the
adopted standards of the AICPA as interim standaedsl gained the
jurisdiction to adopt the new standards, especihibse related to the area of
audit quality control with the obligation to respethe measures of the
Securities and Exchange Commission (SEC).

Corporate scandals in the United States resultethenmost significant
changes in the audit taking place in the area afityucontrol. Framework of
audit self-regulation was under attack and the gbanwere required in the
sense of the introduction of public supervisionrabe work of the auditors. In
that sense, the SOX Act, Section 103 specificallgrasses the auditing, audit
quality control and ethical rules. This law hasiated significant changes:

» establishmentf the Public Company Accounting Oversight Bo&G@AOB),

« introduction of the oversight role of the audit cuitiee over the external
auditor

» direct involvement of the regulator (SEC, NYSE, NI¥&Q and AMEX) in
audit quality control.
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Before SOX legislation, Professional Oversight Bba(POB) was
responsible for the improvement of audit quality dimancial reporting, public
protection and strengthening of the independenc¢hefauditor.SOX Act
authorized the PCAOB to establish auditing standard, standards relating
to quality control and ethical rules. This was the basis for replacing the self-
regulation framework of the auditing profession. AZIB takes over the
activities which were previously conducted by thECRA, which refer to the
audit quality control and disciplinary actions. Th#pose of the forming of this
committee is the improvement of public interestha issuing of accurate and
objective audit reports. Four duties of this contedtsingled out:

1. registration of audit firms,

2. adoption of auditing standards, quality controhdrds and the standards
of independence,

3. inspections of firms which perform audits and

4. conducting investigative and disciplinary procedure

All audit firms (American and foreign) which perform audits of g@amies
participating in the American financial markets mbe registered with the
PCAOB.

SOX law has given the authority to PCAOB to adopt lte AICPA
standards (auditing, quality control, and independace standards), or to
create standards of its ownThe board adopted Generally Accepted Auditing
Standards (GAAS) developed by the AICPA as intesiandards in April 2003.
The board set its own standards which were injtisthndards for certification.
Also, the board has formed an advisory group fandards which consists of
25 members with experience in accounting, auditcayporate governance,
investment and finance, and which has the task dsistathe Board in
establishing the standards.

SOX Act provides that the PCAOB is to inspect firmswhich carry out
audits. PCAOB conducted "limited inspection procedufer"the four largest
audit firms in 2003, and started with a completpattion in 2004. The board
checks whether there were any violation of thesaled standards adopted by
the board, SEC rules, professional standards alitep@f performance quality
control of the audit firm. SEC and the appropristate regulatory bodies, as
well as the audit firms report about this by theanse of letter response to an
audit firm. If an audit firm fails to resolve thegblem within one year from the
date of reporting, the public is notified.

% The limited inspection procedures implied: the reiev and understanding of the policies,
rules, methodologies and programs for the developroé the firm, visiting administration,
working paper checks in certain areas of seleatelét angagements
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PCAOB is in charge of the conduct of investigationgnd disciplinary
proceedingsinstead of the SEC's practice section (SECPS).Tdueyluct an
investigation and take disciplinary action whenitord violate professional and
ethical rules, and can even deprive the audit fofitke rights to perform audits.

Within its reforms, the SOX Law introduced the direct responsibility of
the Audit Committee for the supervision of the perbrmance of the external
auditor. A change in the focus of the audit committee isithiced in the sense
that it turns from the past to the future. The Audommittee becomes the
channel of communication between the internal andereal auditors,
management, employees and board of directors (Jakg09, 364). An
independent audit is a prerequisite for reliableaficial reporting and audit
committee can encourage independent auditor anttilmate to high-quality
financial reporting. Audit committee recommends @ppment of independent
auditors, and even their replacement if needed|ewthie auditor is directly
responsible to the committee and the shareholdenddy (owners). The Audit
Committee is associated with the external audiborseveral grounds (Soltani
2010, 112-113):

¢ The Audit Committee has the authority to approvefets and terms of
audit engagement, as well as non-audit engagementiicted by auditors
and shall ensure that the audit of financial stateis not compromised;

e The Audit Committee should examine the scope ofitawdrk and the
approach to the auditor after the appointment dftats and to examine the
results of the review with the auditor after finiginthe audit;

« The Audit Committee is directly responsible for tbgersight of the
external auditor, including the resolution of dissgments between
management and the auditor about financial regpriivhile the external
auditor reports directly to the committee and tharld of directors;

¢ The Audit Committee should be informed of all thiicllties encountered
by the auditor in the engagement, including restms (in access to
information, in terms of the conduct of activitiestc.) and significant
disagreements with management;

* The Audit Committee should protect the externalitausl from discharge
which can ensue due to the disagreement with mamageregarding the
issuing of opinions with reserve (for example, isguthe auditor's report
with reserve related to the durability of operasicor as a result of poor
relations with managemeft)

4 Empirical study conducted by Carcel J.V. and NealifT2003 and published in the paper
"Audit committee characteristics and auditor disais following" new "going concern reports”,
showed that if there are directors associated tivigtcompany or members who have shares of the
company in the audit committee, there will be aatge chance of the dismission of the external
auditor who gave a qualified opinion due to proldenith the durability of the business. On the
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SOX Act also implies changes in the supervisory relof theSEC. One of
the significant powers vested in the SEC is re#iddn theprevention and
detection of irregularities, as well as the initigion of disciplinary
proceedings against independent auditors and deciaj which cases will be
prosecuted.Separate sector within the SEC investigates vatatiof the law
on securities and advises procedures of the SEQtathe initiation of
proceedings in a federal court or before the adstriative law judge, and
negotiates settlements on the behalf of the SEC.

SEC has the authority tmonitor the activities and decisions of the
FASB®, in terms of overseeing the establishment of stadslin practice and
whether the standards serve the public interestttagbrotection of investors.
Members of the SEC and FASB work together for inaprg the procedure for
establishing standards including the need for gmgldates. It also supervises
the activities of ASB established by the AICPA to establish auditirapdards
to ensure continuous improvement in the auditiagess.

SEC is engaged ithe supervision of the private sectormaking of the
interpretation related to the accounting standadshe private sectorand
monitoring of international bodies that establish @counting and auditing
standards and the standards of independence.

In the case of financial fraud of a company, whicHisted securities on
the stock exchange, the SEC also investigates thele of the external
auditor. Based on the research SEC may include the auditoo-alefendant in
the proceedings against the company or initiatarség proceeding against the
auditor. There are two basic ways in which the Sakes action against
auditors. The first includes disqualification ofetlwuditor for performing the
auditing profession due to lack of qualificationstegrity, or engaging in
unethical conduct or violation of the law on setieisi (suspension or permanent
disqualification of the audit firm or auditor is ggble). Another way in which
SEC may act against the auditor is to initiate llggaceedings in which an
injunction or an order for suspension and termamatf conducting activities is
being issued. Proceedings against audit firms awiitas that undertaken by
SEC are known as AAER's actions or proceedings hitlwthe Commission
summarizes the accounting and auditing proceduvbigh are codified in a

other hand, if the members of the Audit Committe® miore experienced in management, they
will be less likely to decide on the dismissiontloé auditor. Also, the same study indicated that
clients who dismiss their auditors after issuingin@ms with reserve, also dismiss audit

committee members in a higher percentage thantsligho retain their auditors. This is because
clients who dismiss auditors can also dismiss tigitacommittee members who voted for the

retention of the auditor.

® Financial Accounting Standards Board

® Auditing Standards Board
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series of reports on conducted procedures. Suabnactan have negative
consequences on auditors and their firms becadser than the sanctions of
SEC, they imply the loss of reputation, and badipitp.

SEC can als@ssue warning messages to the auditois order to: provide
quality control of business, indicate the existerfefraud by the client,
maintain independence in the performance and ifottmeing of opinions and to
achieve ethical professional behavior (Feroz, ElgtRastena 2003, 110).

SEC proposed the rules to establish a framework for immpving the
quality of financial reporting by improving public oversight of the audit
processin 2002, which should restore investors' confidence. Fogoh the
special Public Accountability Board (PAB) is alslaqmed, which would be a
substitute for self-regulation to which the accaugtand auditing profession
has been subjected until 2002.

Conclusion

The outbreak of major financial scandals and econamsis in the early
21st century led to serious questioning regardimgnicial reporting and
auditing of financial statements, resulting in agreased oversight of the audit.
The ensuring of audit quality control has becomsuaject of interest for
professional organizations, regulatory agenciesthadtate. The establishment
of an effective audit quality control system isdnsure that the audit results
meet the expectations of stakeholders and intetegséeties respond to the
challenges the auditors face in the audit procésat is why all subjects are
interested in the reliability of an audit reportdatie services involved in the
process: a licensed auditor, an audit firm, praéesd organizations and the
public, including the state.

The importance of quality control is that it redsidbe risk of unreliable
audits which provides better and more objectivarfoial reporting and increases
investors' certainty in the capital market, as veall other stakeholders. Audit
quality control is achieved at two levels as intrend external control. Internal
audit quality control is conducted at the levelttoé audit firm and the auditing
engagement. External quality control is achievedplnyfessional organizations
and their regulators, and especially through aesysif public oversight.

Standardization of audit quality control involvesetestablishing of the
regulatory framework for the successful implememtof audit control. The
most famous standards on audit quality controkamvn as 1SQC 1 - "Quality
Control for Firms that Perform Audit and ReviewFihancial Statements, and
Other Services of Assurance and Related Serviced"I8A 220 - "Quality
Control for Audit of Financial Statements", whosastl official versions
represent a result of the Clarity Project, realizgdhe IAASB.



352 Bonié, Pordevié¢/Economic Themes, 51(2): 335-353

In the EU, the assurance of audit quality contretdmes the subject of
interest of regulatory and professional bodies irdeo to ensure the
requirements of the single market and harmonizeatidit quality in member
countries. Issues related to the assurance of aga#lity control are
incorporated into the Eighth Directive of the EWaare gaining in importance
after the changes made in 2006. With this Directive EU countries have
harmonized their legislation with the use of ISQ@ #SA and compliance with
the SOX Act and the measures of SEC and PCAOBarkls.A. The general
attitude is that the self-regulation of the audjtiprofession can no longer be
accepted and that the supervision at the levelhef audit firm and the
engagement is necessary, as well as public auditsipht. This has led to a
situation in which professional organizations lesfrtain powers that were
transferred to new bodies.

Audit quality control in the United States has agdradition. In U.S.A. the
area of quality control audit is regulated by geflgr accepted auditing
standards, standards on quality control and indég&re standards, with the
code of ethics. In audit quality control systentlie United States and before
the SOX Act were included numerous professionaloizations and their
regulator bodies. Corporate scandals in the Uriiadies resulted in the further
work on improving quality control audit by strengtting public oversight. It is
regulated by SOX Act which has brought changedéédrea of audit quality
control: PCAOB is responsible for the strengthershgublic oversight, insists
on the oversight role of the audit committee arglires direct involvement of
the regulator in the public oversight.
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KONTROLA KVALITETA
I JAVNI NADZOR EKSTERNE REVIZIJE

Abstract: Kontrola kvaliteta revizije treba da obezbedi da rezultati revizije
ispune ocekivanja korisnika revizijskih usluga 1 ujedno da odgovori svim
izazovima sa kojima se revizija suocava. U proces kontrole kvaliteta revizije
ukljuceni su svi u ¢ijem je interesu pouzdanost revizijskih izvestaja 1 pruzanje
kvalitetnih revizorskih usluga: ovlaséeni revizori, revizorske firme,
profesionalne organizacije 1 javnost. Izbijanje finansijskih skandala 1
ekonomske krize pocetkom 21. veka uslovilo je potrebu za pojacanim javnim
nadzorom nad revizijom. U tom smislu kontrola kvaliteta revizije je postala
predmet interesovanja profesionalnih organizacija, regulatornih tela i drzave.
Ovi subjekti poostravaju nadzor nad revizijskom profesijom, uspostavljaju
pravila za obezbedenje kontrole kvaliteta revizije 1 namecéu upotrebu
revizijskih standarda visokog kvaliteta za sve revizije

Kljuéne reci: kontrola kvaliteta revizije, javni nadzor revizije
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Introduction

A series of changes have been introduced into Bialgalegislation
regarding accounting and independent financial tatdie harmonization of
statutory acts that govern these two professiopsiésimproved efficiency and
increased responsibilities for both economic agemtd society as a whole.
Management is obliged to ensure the disclosurenfafrination in financial
statements, while auditors are expected to formopmion and give a
conclusion regarding the reliability of financightements.

The object of this study refers to the factors which determine the
occurrence of errors and fraud in financial stateeand the procedures
applied in audit. The subject is to describe the characteristics of audit
procedures for identifying errors and fraud at easi audit stagesThe
objective of the study is to establish the interdependence between the
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characteristics of errors and fraud in financiakestnents and the possibility for
implementing adequate audit procedures for theintification and disclosure.

The objective of the study may be accomplishedubiylling the following
specific tasks:

» Describe the economic factors which predetermire dbcurrence of
errors and fraud;

» |dentify the essential characteristics of errorsl draud in financial
statements;

* Analyse audit procedures applied for discovery obreand fraud
depending on the stages of the audit process.

The thesis developed in this study is that economic criseseiase the
potential risks of errors and fraud occurrenceimaricial statements. Auditors
should therefore apply adequate procedures at esiegfe stage of the audit
process to identify the factors for untruthful metation of information.

The methods employed in the study include dedugctimtuction, analysis,
comparison, modeling and research. Their main egidin is discussing the
nature and characteristics of main categoriesytsigt acts and in processing
the data collected from the subjects of research.

1. Economic Environment as a Prerequisite for the Occurrence
of Errors and Fraud

Economic environment is a major factor influencitiee behaviour of
economic agents. According to a survey conducteBrimewaterhouseCoopers
(PricewaterhouseCoopers, 2009, 1) [1] in 2009, 86 qent of participating
Bulgarian companies were subject to serious franat @r on several occasions.
78 per cent of those companies claimed that themmagson was the pressure
to achieve certain financial targets and the végigomponent in employees’
remuneration according to the achievement of thasgets. The results from a
survey on the business climate in Bulgaria showt thihen the financial
situation is uncertain, most companies tend to nefmwer results in the
financial statements (National Centre for Publidr@m Research, 2010, 4) [2].
Some of the reasons are [3]:

» Decrease in turnover ( production and/or salesme)u— 85.5 per cent
of respondents;

» Serious delay of receivable payments to the sutveyapany — 51.3 per cent;

e Cancelling already planned expenditures (for exammlrchase of long-
term tangible assets, personnel training, know-hd@®.5 per cent.

As the information presented in financial stateradata starting point for
decision-making by stakeholders, auditors shoutaidotheir attention on the
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economic reasoning behind the modeling of finanogdults. Based on the
above the main schemes for fraud in financial statés most often relate to
presenting an improved or worsened financial dibnahan the real one.

Fraud in financial statements which aim to presamimproved financial
situation could be divided into two categories — qualitatawed quantitative
misstatements. Qualitative deviations might be ¢atidus or ambiguous
names, forgery of figures, etc. Usually, compamesrstate assets and revenue
and/or understate debts and expenditure. Thistsdsuincorrect presentation of
the net earnings per share and portraying a maf#estinancial state than the
real one. Fraud can also be committed by omissiamwuthful presentation of
data in the financial statements, inaccurate dssckoof information, etc.

The schemes applied in committing such fraudulémanicial activities
include: fictitious sales; revenues recognized dvamce, before meeting all
conditions of a sale; sales under conditions; iremtrreporting of sales during
the reporting period; inaccurate application of ffercentage of completion
method; unauthorized deliveries and consignmemisseiic. Indicators for fraud
schemes in the financial statements can be:

- fast growth rate or unusual profitability, espdgigiompared to that of
other companies in the same industry ;

e recurrent negative cash flow from operating adésitor inability to
generate cash from operations, while at the same pirofit and profit
growth is reported;

e substantial transactions with related parties @cisph purpose entities
which are unusual for the company’s business on witterprises and
organizations that are audited by another company;

* substantial and unusual or complicated transactiespecially ones
concluded towards the end of the reporting periudl therefore posing
complex questions as to the application of substawer form rule;

e unusual increase in the number of days for turnoseraccounts
receivable from sales;

* substantial volume of sales to entities whose smisst and ownership
are unknown;

* unusual impetus in the sales of a small numbersséta within the
company or sales accounted for by the head offitleeocompany.

According to the PricewaterhouseCoopers (PricelwateseCoopers,
2009,1) the report quoted earlier, nearly 33 pat of the companies included
in the survey engaged in fraud that resulted inmeiasing their revenue by
reporting fictitious assets or assets they did mwh, capitalization of costs
which should have been expensed, overstating thee \wd available assets by
applying higher market values and reducing thenallmes for current accounts
receivable [4]. Assets which are most often misstadre inventories, trade
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receivables, buildings, equipment and machineryrect receivables, cash,
investments in securities, patents, good-will,iges and know-how, etc.

The indicators of fraud through overstating thestsssalue largely overlap
with the above mentioned indicators of revenueuéradicators are often part
of schemes. For improving the financial situatidwe tentity’s management
actions can focus on:

+ decrease of costs and liabilities;
e assets misappropriation and misuse;
* inappropriate disclosures, etc.

Other fraud indicators might be:

e the dominance of a single person or a small grdupeople in the
management of the entity with no compensatory otsjtr

e unusual increase in the gross margin or a margoeexkng that of
leading companies in the field,;

« provisions for returned goods, customer claims, wtwse percentage
decreases or is different from those of leading mames in the
industry;

The other type of fraud in financial statements cihaim to present a
worsened financial situation of the entity usually relate to taxation and tax
evasion (tax fraud), forthcoming privatization @les of a private company to
other legal or natural persons, bankruptcy annaueog, etc.

2. Characteristics of Financial Statement Errors and Fraud

The term ‘error’ is used to describe unintendeddénsacies, deviations, or
inconsistencies in financial statements, includimg omission or disclosure of
an amount, such as (International Federation obAstants, 2008, 367) [5]:

e errors in the collection and processing of dataessary for the
preparation of the financial statements;

* inaccurate accounting estimate occurring as atresuhegligence or
misinterpretation of facts;

» error in the application of accounting principlegarding evaluation,
recognition, classification, presentation or discie.

The term “fraud” refers to an intended act of omeseveral executives,
persons in charge of the overall management, eraptoyor third parties,
including the use of deception in order to gainaimbr illegal advantage. Even
though “fraud” is a broad legal concept, auditarsus their attention on fraud
which might lead to substantial inaccuracies, dema or inconsistency in the
financial statements. Auditors (including interaalditors) do not engage in the
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legal definition whether fraud has been actuallympotted (International
Federation of Accountants, 2008a, 44).

Auditors are mainly interested in two types of mded inaccuracies,
deviations, and inconsistencies - inaccuraciesjatlenms, and inconsistencies
occurring as a result of fraudulent financial rdimy and inaccuracies,
deviations, and inconsistencies occurring as atresullegal appropriation of
assets. Fraudulent financial reporting [6] involvegended inaccuracies,
deviations, and inconsistencies, including the eiais or disclosures of
amounts in the financial statements aiming at radileg users of the financial
statements [7]. Fraudulent financial reporting nhiigé a result of:

« manipulation, counterfeiting (including forgery) adjustment of
financial records and data or of primary and seapndlocuments on
which the financial statement is based;

* misleading information about events, transaction®tber substantial
information or their intended omission in the fiogh statement;

» intended misapplication of accounting principlegamgling amounts,
classification, presentation and disclosure ofrimfation.

Financial statement fraud often implies the circantion or negligence of
controls on behalf of the management, which migthevise seem to be
working efficiently. The circumvention or negligenof controls on behalf of
executives might employ techniques such as:

« fictitious entries in the accounting records, eggcat the end of the
reporting period in order to manipulate performaresults or for other
purposes;

» inadequate adjustment of assumptions and altehi@agudgments used
in the estimates of accounts balances;

e omission, preliminary or deferred recognition ie fmancial statement of
events and transactions which have occurred dthimgeporting period,;

» concealing or failing to disclose facts which midgf@ve an impact on
the amounts presented in the financial statements;

e engaging in complex transactions and operationsclwiiave been
structured so as to present inappropriately thanfifal situation or the
financial results of the entity;

* changing documents and terms related to substaatidl unusual
transactions and operations.

Fraudulent financial reporting might be the resilthe executives’ efforts
to manage earnings so as to mislead users of fadastatements by
manipulating their perception of the results achitby the entity and its
profitability. Such management of earnings mighrtswvith some insignificant
activities or inaccurate adjustments of assumptams altering the judgments
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by the executives. lllegal appropriation of asgatslves theft of company assets
and is often committed by employees with relativelyall or insignificant
amounts. Top executives, however, may also bewvedain similar activities, as
they have more opportunities for concealing or kagpin secret illegal
appropriation, in ways which are more difficult discover. Assets might be
illegally appropriated through:

« Assignment of proceeds (for example, misappropmatf collected
receivables or diversion of proceeds from unusedwads into private
bank accounts);

» Theft of tangible assets or intellectual propefftyr example theft of
inventories for personal consumption or re-sakelstg scrap metal for
re-sale, entering into agreements with competitbos disclose
technological information against remuneration);

» Payments made by the entity for goods and servitdésh are received
(for example, payments to fictitious suppliers, ocgissions paid by
suppliers to the purchase officers of the entitgxnhange for increased
prices, payments to fictitious employees);

» Use of the assets of the entity for personal nffledexample, using the
assets of the entity as a collateral on persomad®r loans extended to
related parties).

Misappropriation of assets is often accompanied coynterfeited or
misleading papers and documents aiming to condwalfact that assets are
missing or are used as collateral without approg@gproval.

Elements of fraud are (International Federation of Accountants, 200§; 57

1. A motive (pressure, need);
2. Favourable opportunity;
3. Certain organization.

Fraud is committed in favour of a person or enttyboth. The motives
behind fraud might be:

* Financial;

» Character flows/personality weaknesses;
*  Work-related pressure;

* Other types of pressure.

Surveys conducted reveal that nearly 95 per cenallofraud involves
pressure arising due to either financial motivesvimes. (Pricewaterhouse
Coopers, 2009, 4)

Pressure and motives might lead to a substantia¢d@se in the occurrence
of these activities resulting in fraudulent finaalcreporting. Such situation
might arise when due to the pressure to meet masigdctations or desire to
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obtain maximum results-related remuneration, thenagament deliberately
takes positions which result in fraudulent finahcgporting through substantial
inaccuracies, deviations and inconsistencies in fthancial statement, i.e.
fraudulent statements. In other entities the mamagé might be motivated to
decrease earnings substantially in order to miréntées or to report higher
earnings in order to secure bank loans.

Financial pressure is the most common motive faudr Usually, when
managerial fraud occurs, companies increase thetsass their statements of
financial position and the net income in the incostetements. The motive in
such cases is mainly poor liquidity, bad debt nemigles, loss of clients,
shrinking markets, obsolete inventories, etc.

A perceived favourable opportunity for committing fraud is the second
element of the so-called fraud triangle. The mdmetors contributing to
increase in the opportunities for committing framentities include:

» Lack of or bypassing controls preventing and/oredetg fraudulent
behaviour;

» Lack of access to information;

Negligent behaviour, apathy or lack of capacity;

Inability to assess performance quality;

Failure to discipline fraudsters;

* Lack of audit trail, etc.

Fraudsters alwaysrganise their activity in order to minimize the risk of
being identified. This helps them conceal theihdigest behaviour. Employees
often commit fraud in response to employer's lack adequate
acknowledgement of their input or due to their pption that they are not
adequately paid for the work they do etc.

The means for fraud discovery can be divided ino tmajor groups:
incidental fraud discovery and fraud discovery tlylo the systems for risk
management. The most successful method for econtmanicl discovery in
Bulgaria remains internal audit (30 per cent ofuétadetected in 2009).
However, it is an alarming fact that about onedlhaf fraudulent activities in
Bulgaria are detected incidentally (the percentéme Central and Eastern
Europe is 32 per cent, while on a global scale pleecentage is 40).
(Pricewaterhouse Coopers, 2009, 3)

External auditors conducting audit in compliancahwihe International
Auditing Standards should obtain reasonable asserahat the financial
statements contain no material inaccuracies, demmtor inconsistencies,
regardless whether due to fraud or error. The audidannot obtain absolute
degree of certainty that material inaccuraciesjaliens or inconsistencies will
be discovered in the financial statements be disdadue to factors such as
professional judgement, the use of tests, limitetimherent to internal controls
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and the fact that the majority of audit evidenceaiilable to auditors is
convincing rather than persuasive in nature.

In order to obtain a reasonable degree of assurédmeeuditor must retain
an attitude of professional skepticism during thére audit process, take into
account the possibilities for the management néggcontrols, and consider
the fact that audit procedures that are efficiargrrors identification might not
be appropriate within the context of identifiedkrief materal inaccuracies,
deviations and inconsistencies due to fraud. Duieocharacteristics of fraud
this attitude is essential for the auditor espéciahen ascertaining the risks of
substantial inaccuracies, deviations and inconsigégs due to fraud.
Professional skepticism is an attitude which ingplggiestioning and critically
assessing audit evidence. This requires constapfstioning whether the
information and obtained audit evidence imply thesgibility of material
inaccuracies, deviations and inconsistencies diratal.

The best practices recommended for conducting ainaktivities might
involve all or some of the following mechanisms gmdcedures, depending on
the characteristics of the process employed byragpantities:

« Duly record policies, procedures, control mechasigmd monitoring
reports;

» Check lists to verify procedures and basic corgleinents;

» Self-assessments of managers, for example seBsamssat of control;

» Review draft documents before submitting them;

» Process maps that record the sources of separ@esidanents to be
presented, key control mechanisms and the persesppnsible for
each element;

» Subsequent verification of reported problem issues;

» Special or targeted inspections of highly riskympdex or problematic
areas, including critical accounting estimatesgss®ent of reserves,
off balance sheet activities, main subsidiariesntjoentures, and
entities with special functions;

* Reports from the internal auditors on inner conisslies, submitted at
least once a year, or once a quarter where possible

* Regular meetings of the audit committee and thelaisre committee.

The characteristics of errors and fraud descrillex@ have a considerable
impact on the procedures applied by external atgdito

3. Audit Procedures Applied in Identifying Errors and Fraud
in Financial Statements

The role of the auditor regarding errors and freucklated to applying a set
of procedures which should recognize the possibiit their occurrence at
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every stage of the audit process. The Internatidodit Standards defined it as
a key priority of financial statements audit.

A retrospective analysis of the changes introducede International Audit
Standards which regulate audit procedures in respda identified risk of
errors and fraud indicates that once being its gnynobjective, fraud disclosure
has gone beyond the scope of auditor's resportgibili the course of time
(Petrova, 2004, 94). In line with increasing publfiterest in the reliability of
financial reporting, when there are some negatbresequences for information
users more and more frequently the question isdal%here were the auditors
in the first place?” (Johnson, 2010, 1) If discleswf substantial errors and
fraud is a major audit element, then it is not velgar what value-added service
the audit has provided to investors and agentsapitad markets. The aim in
this respect is to fill the gap between the exgemnta of shareholders, investors,
suppliers and customers and the framework in whieh International Audit
Standards put audit procedures and auditors’ repitity.

According to the International Audit Standards, fragement is responsible
for preventing and disclosing fraud and error biraducing a continuously
functioning accounting system and an internal @aynslystem”(International
Federation of Accountants, 2008, 44). We couldrefoee, point out that
auditors should ascertain the degree to which thesesystems could reduce
the risk of error and fraud occurrence and wheithisressential to have them.
The responsibility of the auditor only goes as & accounting for the
possibility of error occurrence and its potentmapact upon the reliability of the
financial statement.

The International Audit Standards define auditoesponsibility in terms of
their objectives, namely:

e To identify and assess the risk of substantial atewis in the financial
statements, which are due to fraud;

* To obtain sufficient and relevant audit evidencewassessed risk of
substantial deviations, due to fraud;

e Torespond adequately to identified and potentald.

As for the responsibility of managers, they shostddy the facts and
circumstances related to (Kostova, 2005, 181):

« The management structure and the possibility ofoengon dominating it;

» The complex character of corporate structures hadrtterdependence
between their components;

* Negligent attitude on behalf of managers to idesdiferrors in the
system, which need to be adjusted.

* High degree of turnover of highly-qualified finane@d accountancy
staff with core functions in the entity;

* Frequent replacement of advisors and auditors.
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Efficient external auditors must be able to recagrpotentially fraudulent
business practices every time they conduct an anditrecommend the control
and procedures required in order to limit the scdlsuch fraudulent activities.
Efficient internal controls are the first form ofgpecting the entity from fraud
(Miller, 2007, 307). An all-inclusive and regularilyspected system of internal
control is essential for preventing and disclodmgges which occur as a result
of fraud; in addition, internal auditors often idénfraud-related problems.

As required by International Audit Standard 315, @nder to gain
understanding of the company and its environmemtjuding its internal
control, the auditor must implement certain riskemsment procedures. As an
element of this activity the auditor conducts tldlofving procedures for
obtaining the information which is used in idenitify risks of substantial
inaccuracies, deviations and inconsistencies dfratal:

* The auditor interviews managers, the persons redgerfor the overall
management of the entity and other persons, whengtappropriate,
and gains understanding about the way in whichgmsrén charge of
the overall management supervise managing procaasesder to
identify and provide answers about fraud risks abdut the internal
control system which the management has establighedrder to
reduce those risks.

* The auditor ascertains whether there are one ag faotors of fraud risk.

* The auditor examines any unusual or unexpectedretdgions, ratios
and trends which have been identified during thple@mentation of
analytical procedures.

e The auditor reviews any other information which htigpe useful for
identifying risks of substantial inaccuracies, @¢ans or
inconsistencies due to fraud.

Substantial inaccuracies, deviations or inconstsésndue to fraudulent
financial reporting occur as a result afer stating the revenues (for example
by recognizing earlier the revenues or reportingtitibus earnings) or
under stating the revenues (for example, by the improper transfer of revenues
to a later period). Therefore, the auditor usuagumes that there is a risk of
fraud in the recognition of revenues and ascertaihieh revenues, revenue
operations or assertions might produce such risksases when the auditor has
not identified revenues recognition as a risk ddcituracies, deviations or
inconsistencies due to fraud, he/she records thsors in support of the
conclusion he/she has made.

Substantial inaccuracies, deviations or inconsi¢snin the financial
statement due to fraud often include manipulatihng process of financial
reporting by making inappropriate or unauthorized entries in the
accounting recor ds during the year or at the end of the period by std)g the
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sums recorded in the financial statement, whichehsy far not been entered
officially in the records.

When elaborating and implementing audit procedutes test the
appropriateness of journal entries, records inleblger and other adjustments
made during the preparation of the financial stataithe auditor:

¢ Gains understanding about the financial reportirag@ss in the entity
and the controls on journal entries and other &ajeists made;

» Evaluates the designed model of controls on jouematies and the
other adjustments and ascertains whether they baea properly
introduced for implementation;

» Makes enquiries to people engaged in financial memp about
inappropriate or unusual activities related to pesing the entries in
the journals and other adjustments;

» Determines the time for conducting the tests;

» Identifies and selects the journal entries andatier adjustments on
which the tests will be conducted.

In order to identify and select the journal entraasl the adjustments on
which the tests will be conducted and to chooseapropriate method for
verification of supporting primary documents foetitems selected, the auditor
takes into consideration the following elements:

« The assessment of risks related to substantiatimacies, deviations
and inconsistencies, due to fraud;

* Introduced controls to be exercised on journal iestrand other
adjustments;

» The financial reporting process in the entity (itke preparation of
financial statements) and the nature of evidenakrttight be obtained,;

* The characteristics of fraud in journal entrieothrer adjustments;

» The character and complexity of accounts;

* Records in diaries or other adjustments process¢side the normal
course of the activity.

When preparing the financial statement, managess fwsponsibility for a
number of evaluations and assumptions which inflaesignificantaccounting
edtimates and the continuous monitoring of the reasonabiitythose estimates.
Fraudulent financial reporting is often implemertte@dugh deliberate inaccuracies,
deviations and inconsistencies in the accountitignates. When inspecting the
accounting estimates to check if they contain biad intent that might lead to
substantial inaccuracies, deviations and incomglgts, due to fraud, the auditor:

* Judges whether the differences between the essmétech are best
supported by audit evidence and the estimatesdaedlin the financial
statement, even if being reasonable when considemearately, exhibit
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contents that may show potential bias or intenbehalf of the entity
managers, in which case the auditor inspects estiaes a whole; and

» Examines in retrospectidhose estimates and assumptions made by the
managers which are related to significant accounting estesa
recorded in the financial statement for the presigeiar. The aim of this
examination is to determine whether there are ardications of
possible biased or intended contents on behalf ahagers. This
examination, however, does not question the prafeak estimates
given by auditors the previous year on the basisindbrmation
available at that time.

If the auditor identifies possible bias or intemt behalf of managers in
defining the accounting estimates, he/gjiges an assessmemthether the
circumstances giving rise to that bias pose a ofskubstantial inaccuracies,
deviations and inconsistencies, due to fraud.

The auditor ascertains whether in determining theoanting estimates
managers seem to have understated or overratpobaitions or reserves in the
same way, so as to aim at leveling the earnings @0 or more accounting
periods. Those actions might also have been takith the intention of
producing a certain earnings rate in order to dectie users of the financial
statement and influence their perception of thaltesaachieved by the entity
and its profitability.

External auditors disclose errors and fraud byewing and assessirtge
adequacy and efficiency of the internal control system, compared to the
degree of potential risk exposure of various segmehthe entity activities. In
assuming this responsibility they should determvhether:

* The environment within the organization encouragesscientious
control and whether the targets and objectives within the
organization are realistic;

* There are written documents to account for aadisitwhich are not
allowed or the assistance required in case sontetivios are disclosed,;

« Communication channels provide adequate and religbbrmation to
managers;

« The appropriate policies for authorizing transawiohave been
introduced and are conducted;

* It is necessary to make some recommendations fableshing or
strengthening cost-effective controls to preveatd.

During the preliminary research related to plantiregaudit, it is necessary to
collect relevant material so as to have an ideth@fhistory of the object to be
audited. Some information about the past of théyemtight be available in the
working documents from previous audits conductethdhe correspondence of
the entity. During the preliminary study the folliogy documents need to examine:
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* Review of previous working documents. This is neaegin order to
gain a better understanding of the approaches eap@nd to get
familiar to the results from previous audits;

* Examine the reports from previous audits. The fdindings from an
audit conducted earlier must be considered, as aglthe degree of
management involvement in undertaking the relevadjusting
measures. In order to give instructions for workother vulnerable
areas, the auditor must study the reports from lainobjects or
functions within the organization. It is importantpay attention to any
controversial issues in a previous report;

* The organization of the object. The auditor mustnexe the
organization scheme of the entity which will be jsgb to audit in
order to understand its structure and responsgsjit

e Other materials related to the audit. It is alsgessary to examine
complementary data from completed, planned or otlyreconducted
audits related to the field.

It is necessary to determine the procedures onhathie collection of audit
evidence will be based to ensure that there aresubstantial inaccuracies,
deviations or inconsistencies in the financial estant. The factors which
influence the volume of evidence relate to:

e The special characteristics of the external enwrant in which the
entity is functioning;

 The specific features of the organization and meamemt of the
economic entity;

In terms of external environment, risk factors el the conditions in the
branch and the economic and regulatory environmenivhich the entity
functions. It is necessary to study possible impactthe financial statement of:

¢ New accounting, legal and regulatory requirementsiciv might
deteriorate the financial situation of the entity;

» Deteriorated relations with suppliers and clients;

» Difficulty faced by the managers in handling conmpet pressure;

* Low adaptability of the entity to the rapidly chamgenvironment;

* A considerable number of transactions with relgiadies beyond the
normal course of the business.

The assessment of the above-mentioned factors sthapauditor with
some preliminary idea about the business and therdependencies in the
branch. After studying those features, managersirdezviewed in order to
assess the characteristics of the organizationtlaananagement, in terms of
reducing the errors and fraud risk in the finanstatement. The objective is to
ascertain whether managers have provided the rsyegserequisites for
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limiting the number of material errors and fraudtire financial statement.
Attention is then focused on:

» Assessment of risk management regarding errorérand;

* The activities undertaken by managers in ordestabdish and ensure the
functioning of internal control systems and accognteporting systems;

» The efficiency of the internal control system.

Those procedures are closely related to the spedifaracteristics of the
entity. In some entities, annual assessments ade mhich are then announced
in the managers’ report. Such activities help theitar assess the control
environment and the risk related to clients [8] ZBkov, 2003, 81). In other
entities, managers’ assessments are nor officidl aae only formally made,
which increases considerably the control risk asiits in an increased number
of substantial procedures in order to minimizedtselosure risk.

The assessment should take into account the fattetinors represent an
unintended action and frequent deviations and isistencies are related to the
low efficiency of the internal control system, thestem of accounting reporting
or poor qualification of the personnel. In suchesasattention is shifted on
managers’ motivation to engage in a real assessafedit the factors which
create conditions for errors and fraud. Auditoramie whether there is
adequate behavioun terms of internal control and accounting. Theiudes
compliance with ethical principles, ongoing morniitgr of the systems, due
adjustment of errors, keeping the accounting pemsiowell qualified, using the
appropriate accounting software, etc.

As a result of the preliminary assessment, theztigies where the danger of
errors or fraud is biggest are identified. Thertlma basis of all the information
collected, certain tests and procedures are iadi#ttat aim to reduce the audit
risk. Those include detailed test and analyticatpdures.

Detailed tests are applied to different accounts and account be&nThe
attention of the auditor is focused on the susb#pfi of assets to
misappropriation. The basic principle applied iattof surprise spot checks.
Those checks give some real idea about the cisiteation and make it possible
to improve the audit quality. The auditor may chargs audit approach and
demand written rather than verbal support of tteoact balances. The aim is to
collect sufficient and reliable evidence in caséemthere are:

« Incomplete accounting records;

* Unsubstantiated transactions;

» Material inconsistencies in the documents relabetié transactions;

» Accounts for suspicious estimates which have nehlieconciled, etc.

Regarding the account entries, documents and recard subject to
verification. The objective is to find out whettetot of adjustments have been
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made and whether all accounting regulations haemn lmbserved. Elaborated
and processed documents, attached supporting dotsifoe transactions and
the availability of required signatures are vedfien cases when there are
significant differences between the accounting mésoand third parties

acknowledgement, the auditor interviews managerigtwbkhould then reply

with a written statement.

In such cases, the auditor must focus his/hertaiteto the verification of
any unusual transactions made at the end of thertiregp period, complex
transactions and accounting treatments, transactwadth related parties and
payments for services which largely exceed themelof the services provided.

The assessment of the IT environment is very ingoortit must be reliable
S0 as to enable the auditor to refer to it. Théofahg circumstances have a
negative effect on the reliability of audit evidenc

* Inability to obtain information from computer files

* Outdated software, not adequate for the purposasaafunting;

* A large number of modifications in the programmebjch have not
been recorded,;

» Inadequate overall reconciliation of computer opens and data base
with the accounts.

According to Sawyer (Sawyegt al, 2003,pp. 282-295), there are six
categories of procedures applied during an audijagement. The first five
relate to measuring and the sixth one is relatedsessing.

Monitoring is a deliberate visual examination which includeentally
comparing the activities traced with existing stmid and assessment.
Monitoring must then be documented. Its qualityl dépend on the experience
and qualifications of the external auditor. Thetdreualifications and the
longer experience he/she has, the more likely ithet he/she will notice
differences from desirable situations. Monitoringually precedes the
verification of facts by means of other proceduras, the latter impedes
successful monitoring. It is conducted during theipinary examination of the
object of audit and the work processes or it migtke place during the
interviews. It might help establish the existenderisks such as inefficient
controls, untapped resources, incompliance witetgaegulations, etc.

Interviews might be made verbally on in written from. This tise
procedure most widely applied in the verificatidroperations. Verbally asked
questions are the most common variety of the prreedand in addition, the
most difficult one. It requires that the auditor gdellful in human relations and
in formulating the questions so as to obtain thestmuseful information. The
external auditor must be able to avoid unnecessantradiction with or
embarrassment of the interviewees. Neverthelegshédnenust pertain to his/her
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objective to find out the truth. This informatiorust be confirmed by at least
one more person. The standardized gquestionnairepenational procedures
helps not only the external auditor but the clieats well. The questions
included in it must be limited to major issues, afgdl and clarified with the
client's management.

The interview is an organised and structured pmceg collecting
information by applying selected strategies foriglquestions and obtaining
answers with information which will then be usedtla¢ next stages of the
verification, fraud investigation and the prepamatiof the report with the
conclusions and findings of the auditor.

Analysis is applied to examine the parts of the whole. liniplemented
through adequate analytical procedures which ametipelly useful regardless
of the subject analysed. Those procedures verifyigents in terms of policy,
contracts, regulations, etc. The analysis inclua@sparisons, reports on trends
and acknowledgement of differences from expecteal. da

Analytical procedures involve vertical and horizzdranalysis as well as the
analysis of ratios. Yet they could be misleadindgoth their user and a lot of
auditors who have not applied them. Analytical pawres are conducted in
order to verify the financial situation and the figedility of the entity. Iltems
put to verification include the possibility for geating cash flows and their
interdependence with reported earnings, growthrofitability in comparison
to other entities in the same field, sale methddk,of inevitable bankruptcy or
deteriorated financial situation, etc.

While conducting analytical procedures severaldiagctvhich might expose
the entity to pressure should be considered. Tboskl be:

» adeclining industry with progressively growingdes;

» deficient capital due to decreasing earnings;

* investment instability and dramatic changes inpitegluct structure;

» the significant dependence of the company on orgeweral products,
one or several suppliers or clients.

Analytical procedures involve examination or congam of the
relationships between two or more indicators ineordo determine the
rationality of each of them. There are six typeswsdlytical procedures which
help identify unusual trends, errors or fraud: gsial of the BSC table;
horizontal analysis or analysis of ratios; vertiaahlysis; analysis of deviations;
analysis of ratios or tags; comparison with othmerative information.

These varieties of analysis are applied when razogn motives or
opportunities for applying financial result managgrnand its results equip the
auditor with some idea about possible risks ordriauglicators.



Kostova/Economic Themes, 51 (2): 355-375 371

Verification is a process of confirmation or comparison. Atimmtiis
focused on documents compliance with statementtseofanagers, outstanding
amounts in the ledger and analytical reports, dekg and orders for deliveries,
approved quantities, production plans, delivery aoceptance certificates.

Investigation is in essence a systematic search for hidden fauts there
IS some violation or other suspicious circumstantieis focused on violations
(crimes). Poorly conducted investigation might haegative legal and punitive
consequences.

Assessment refers to giving an opinion about the work done.isTh
conclusion is based on the adequacy, efficiency effectiveness of the
measures adopted by managers in response to idéritdud risks. Assessment
takes into account the so-called collateral damsgeh as detriment to the
entity’s image, lower confidence in the entity, eteirated relationships with
contractors and decreased staff motivation.

The audit procedures thus conducted are recordim iworking documents
which represent the records made by the exterrditcau/documents, reports,
correspondence and other sample papers). It isnergefeature of all working
documents that they represent evidence used topdikertine results from the
external audit. Those should be stored so thatrétenality of reported
conclusions and recommendations from the audibeasupported.

The working documents of the external audit areotilg records of the audit
work done and might be used as evidence in futuslhéw what was or was not
done during an audit conducted at a specific tifitneir common objective is to
support with documents the fact that audit has lveaducted appropriately and
in compliance with professional standards. The taddi report is a formal
document in which the auditor summarises the wevkte has done and reports
on findings and recommendations based on that iildrl.auditor’s report is the
primary source of information for stakeholders baithin the entity and outside
it, which is based on the results of the externditaconducted.

When as a result of the audit conducted thereaisdfidisclosure this must
be reported to managers through various verbalrittew messages. The report
must contain the conclusion of the external auditbether there has been
sufficient information available for conducting thadit and it must summarize
the findings and recommendations on which this kmmen has been based.
After presenting the Board of Shareholders with ribgort verbally, a written
report may be prepared in order to record the figsliof the audit. The written
report must include all findings, conclusions, maoeendations and measures
adopted to eliminate negative consequences.
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The International Auditing Standards give an intetation how to present
the results of a fraud investigating engagementthEu aspects of reporting
committed fraud include:

« When major fraud can be ascertained, senior masaget the Board
must be informed immediately;

* The results of the investigation might be indicatiof fraud whose
negative effect on the financial situation or tipem@tion results of the
entity for a year or more have not been disclosadieg, while
financial statement have already been elaborated.

» The final results of a fraud-related verificatiomshbe confirmed by a
lawyer before being announced. Special attentiostnibe paid to
submitting the report to lawyers in cases whenetkternal auditor is
willing to guarantee for his client’s rights.

As a result of these additional verifications, ploeential effects of errors and
fraud on the reliability of the financial statemeate identified and the
adjustments which must be made are discussed metmenagers. Depending
on the degree of materiality and the measures addpt managers, the auditor
forms an opinion which is recorded as a conclugidhe auditor’s report.

When inaccuracies, deviations and inconsistenceedaow the materiality
level, the executives must be informed about thessence and the possibility
of their recurrence (Dodge, 2002, 30). Those inmias might be stated in the
auditor’s report in an emphasized of matter pajayis) in order to present real
information to external users of the financial sta¢nt.

When fraud and errors influence significantly theafcial statement, those
must be discussed with the executives so that ¢haybe accurately presented
and adjusted.

The auditor prepares a table with the errors wigoles a reference to
working documents and the contents of the adjudsndimese details are given
in separate columns about the balance sheet amacitae statement. The table
also contains the sums of adjustments and theffeet ethe tax effect and the
amount of error. In case there are unadjusted iahezrors, a qualified opinion
must be given or the auditor may refuse to expmasspinion.

The activities of the auditor might also be relatedvithholding from the
commitment when the entity refuses to make the ssog adjustments
regarding fraud in its financial reporting. Sincaud is a deliberate activity, an
accurate assessment from the auditor is essergiatoawhich level of
management he/she should inform about it.

The concluding procedures conducted by the auititoelation to errors and
fraud disclosure in the financial statement mayehawpreventive effect on the
further development of the audited entity. The praiwe character is in terms if
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undertaking actions whose aim is to prevent fraudnmimize the effects of
committing fraud. Counteracting fraud in financiatatements is more
complicated than countering fraud through misappatipn and misuse of
assets or other fraud, as they are committed byorskvel managers and
owners, usually assisted by auditors, consultarddawvyers.

If in result of inaccuracy, deviation or inconsistg due to fraud or
suspected fraud, the auditor is faced by extraargircircumstances which
make guestionable his/her ability to continue thditathen he/she should:

« Take into account the professional and legal resipdities applicable
under the specific circumstances, including whetbeeport in front of
the person or persons who have hired him/her, soine cases, in front
of the regulators.

» Consider the possibility to withdraw from his/henamitment.

e Should the auditor decide to withdraw, he/she nilistuss with the
appropriate level of managers and the persons amgehof general
management his/her withdrawal and the reasons d¢éthin

On this basis, the auditor determines whether tiseaeprofessional or legal
requirement to report in front of the person orspes who have hired him/her,
or as the case may be — in front of the regulabmut his/her withdrawal from
commitment and the reasons for that.

Conclusion

A distinctive characteristic of the auditor's pregeon is assuming
responsibility in favour of the public. Therefoiiejs not merely a profession
related to meeting the demands of individual ciemtemployers.

Auditors work in circumstances which may put tkrise compliance with
some fundamental principles. It would be impossibléentify every situation
which poses similar threats or to suggest apprtgsdations for alleviating the
threat. Increased staff fraud in audited entitias proved to be an even greater
impediment for the normal conduction of audit pchoes. Those problems
render auditors’ working environment slightly dié@t and demand that
solutions be found to solve related problems.

To conclude with, the role of the auditor in errargl fraud disclosure is on
the one hand related to the compliance with ethpdakiples, and on the other
hand, to high professionalism demonstrated in mespoo changes in the
economic environment in which entities operate. dhéit procedures must aim
at identifying the factors which are indicative efrors and fraud and at
initiating the appropriate activities to reduce iaugk.
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Notes

1. The survey includes 3 037 companies from 54 coemtand 59 leading
entities in Bulgaria.

2. The survey was conducted in the period from Majuioe 2010.

3. The survey included 580 Bulgarian enterprises fdiffierent branches. The
total percentage of responses exceeds 100 pebeeatise more than one
answer could be given to each question.

4. The percentage referred to here is about the ¥&%. 2n comparison, in 2005
the percentage of fraud was 16, and in 2007 fraadumted to 15 per cent.

5. After the revision of the standards in 2009 thelieitpefinition of the term
“error” has become obsolete.

6. The terms “fraudulent reporting” and “fraudulentdncial statement” refer
to cases of financial statements which aim to eeditely mislead users of
those statements about the real situation of tii#esnpresented in those
statements.

7. In as much as the auditor expresses his/her opamsoto the reliability of
the financial statement as a whole, the term ‘fudett financial reporting’
in a more narrow sense will be interpreted as ‘fak@ncial statement’.

8. This is the combination of internal and controkrés both risks refer to the
client.
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PROCEDURE REVIZIJE ZA OTKRIVANJE GRESAKA I
PRONEVERA U FINANSIJSKIM IZVESTAJIMA

Apstrakt: Odgovornost revizora kada je re¢ o otkrivanju gresaka 1
pronevera u finansijskim izvestajima je vazan element posvecéenosti koji oni
pokazuju prema Kkorisnicima informacija. Iako su revizori odgovorni za
iskazivanje razumnog ubedenja da finansijski izvestaji ne sadrze znacajne
devijacije, standardi ogranicavaju misljenje revizora bez eksplicitnih
zahteva da se greske 1 pronevere identifikuju. Ipak, revizori treba da
upotrebljavaju adekvatne procedure da odgovore na unutrasnje i spoljasnje
faktore koji generisu greske 1 pronevere, sto se oslikava na pouzdanost
finansijskih izvestaja. Ovo ¢e doprineti poboljsanju performansi entiteta 1
podié¢i dodatu vrednost sprovedenih revizija.

Kljuéne reci: revizijska procedura, greske, pronevere, identifikovanje
pronevera, odgovornost revizora, finansijska situacija
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Introduction

In contrast to the formulation of the strategy, ethis the process of defining
the goals and major strategic directions, stratgganning is the process of
selecting programs and projects to be implemented @ make adequate
allocation of resources for the successful impleatgon of the set up strategy and
an effective and efficient achievement of goalsat8gic or long-term plans are
drawn up at the level of companies and strategsiness units. These plans
include the financial implications of selected &tggc options that may be related
to the maintenance or expansion of existing faedljtdevelopment of new markets,
diversification of products and processes and so on

By creating a clear idea of the direction that witlove the company's
operations in the next couple of years, the stiatgdan provides a broad
framework for the effective preparation of tactipdns and operational budgets.
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Ignoring the process of strategic planning, shemat budgeting phase can be
loaded with too many strategic questions, infororatind inadequate consideration
of alternatives. Such a dysfunctional environmemt seriously affect the quality of
decisions related to resource allocation.

The budget, as a result of budgeting is an effedtmgtrument for short-term
planning and control. At the same time, the purgdd®idgeting, which consists in
making the strategic plan, coordinating, delegategponsibilities and creating a
basis for the actual performance evaluating, referde concept of the business
budget as an instrument for the realization ofstin@tegic goals of the company.

1. Strategic Planning as a Framework for the Adoption of the
Annual Budget

Strategic planning is a framework for the adoptminthe annual budget,
management development tool, a mechanism thatdar@nagers to look ahead
and asset of comply the managers objectives wélstiategic aims (Anthony, R.,
Govindarajan, V., 2007, 332). The ultimate goathsf strategic plan is to convert
strategic objectives into operational executionjclwiplanning becomes a major
shift in approaching the business activities toglubal strategic direction.

The strategic plan helps companies to properly whaled the implications of
strategic decisions on the short term budgets. tegfia planning creates
opportunities for education and training of managewviewing strategic directions
and their implementation, becomes a source of Weas, and thus the instrument
of management development. Encouraging managedekeotheir time and efforts
to the important long-term problems, not just @ct@nd present day operations,
strategic planning becomes a mechanism for obggvm creating the future of
the companyShaping the strategic goals of a company in theqe® of strategic
planning followed by debates, discussions and natimts, reveals the
implications for the objectives of managers andsegoently made adjusment of
the individual with the strategic objectives of t@mpany as a whole.

The link between business strategy and planningjctwrhas become
particularly pronounced in the early 21st centuB002 g. percentage of
corporations that reported a significant alignma&mnplanning and business strategy
rose from 70% to over 51% recorded in 1997, DresSle 2004, 256) best can be
reflected on the specific examples, such as theviolg (Dressler, S., 2004, 257):

« if the company aspires to innovation strategy, pilag of the funding research
and development projects to be stronger than usual,

« if the company aspires to internationalizationtsegg with multiple entry into
foreign markets, funding new marketing activitiestarget markets must be
relevant part of the plan;
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» if the company aspires to a rigid cost controltsgaes, capital plans must be
carefully studied before the final composition aedification.

Formal strategic planning process is not required relatively small, simple
organizations with an informal understanding of theure direction of the
company enough to make decisions about the alttati resources. Also, in the
stable and the organizations that cannot bringbkdi and rational assumptions
about the future, or do not have enough flexibility adapt to circumstances,
strategic planning loses its importance.

Mid-term or tactical plans cover a period longearttone and less than five
years. These plans are essentially a rough, appatei projection of the key
dimensions of planning, i.e. revenues, costs, tnvests, cash and profits. These
projections are the basis for the focusing of pilagnsystem on annual and
quarterly horizon.

Operational or short-term planning is operatiorsion of strategic and
tactical plan. In this regard, operational planfich arise as a consequence of
previous decisions made in the strategic and &lglans, contain projections of
activities to be undertaken in order to realizelsestiness strateggStevanou, N.,
Malini¢, D., 2003, 446).

Budgetary control in a broader sense compriseptbeess of budgeting or
accounting planning and control based on budgetligBting, as an unvoidable
instrument of efficient enterprise managementhésprocess of preparing data for
careful guidance of activities of the company adowy to the desired objectives,
directions and global development strategies. Tikisactually the process of
translating these goals, directions and strategiesthe detailed financial
projections. In other words, budgeting is a condirsl and dynamic process of
estimating future cash and the business flowsctdeae desired profitability,
maintaining a satisfactory level of liquidity antet maintenance of a healthy
financial structurgNovicevi¢, B., 2003, 18). This projection is estimated tiatre
are sufficient funds to implement the set stratelyg,attractiveness and feasibility
of strategies and establish the ability to creaties for the owners and other
stakeholders of businesses (Maijrb., 2005, 104).

The budget, as a result of budgeting, is a ,nuraéstatement about the future
of the company and the parts” (StevagoW., 1991, 197). This instrument of an
effective short-term planning and control, whiclalerates the profit potential of
the company, is structured so that it points torteeessity of establishing centers
of responsibility for its implementation and evalaa of their performance.
Budget flexibility lies in the fact that they aretnfixed and firmly determined
value, but over time adapting to the changing cealitions.

The purpose of budgeting is to fine finishing of 8trategic plan, coordinating,
delegating responsibilities and creating a basiet@luating actual performance.
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The budget is adopted before the start of the Huglgar, as opposed to the
strategic plan, which is prepared well in advanoeh® basis of information that
was available to top management and with the ussowfe extent global terms.
Therefore, the budget opens up the possibility sifigi the latest information in
consultation with managers at all levels. Partitggaof the overall management in
the preparation of the budget may lead to somensistencies (for example, non-
compliance the production plan with sales plaraltot per some production lines),
but during the budgeting process this inconsisemnaeire identified and resolved.
Adoption of the budget specifies the responsiksitof managers, but also their
power to use funds in a strictly defined purposébaut approval from the senior
levels of management. Although the initial assuongion which the budget is
based may change, it is an excellent foundationbemd¢hmark for the assessment
of actual performance (Anthony, R., Govindarajan,2007, 382).

Studies have shown that lower-level managementicgation in the
preparation of the budget produces a positive effiadche motivation of managers
for reasons of greater acceptance of targets cawséue perception of managers
about the possibility of control, rather than imipgsgoals. Also, participation in
the budgeting process results in effective exchasfgimformation between the
various levels of the organizational structurewadl as many benefits from the
expertise and experience of staff nearest produ@mvironment. Participation in
the preparation of the budget is particularly appiaie in a dynamic environment
where managers of responsibility centers have #és¢ information opus about the
variables that affect revenues, expenses and apgrasults.

Although there is no perfect budget, one that agprates it has the
characteristics of a challenging, but achievabplt is clear that if the planned
size is too high, managers are prone to short-gatmities that are not consistent
with the long-term interests of the company. Alem high planned profits often
mean optimistic estimates of the selling level tban lead to over-allocation of
resources in order to encourage more sales acti@ity the other hand, when
managers are in a position to exceed the amouxgebed, there is ,winning“ and
.positive” atmosphere within the company and reduite tendency to engage in
data manipulation in order to achieve budget. Onhe limitations of the budget
feasibility refers to the ability to decrease oé thmotivational impulse that goes
beyond by the use of bonuses depending on thedétet budget overshoot.

In order for any budget system to be effective, agament must participate in the
review and approval of the budget, in order to éwaisituation of simultaneous
existence of easily achievable budget for one, bindgets that have substantial
tolerances for other centers of responsibility. there is no feedback to top
management, the budget system stops to ensurtfitienestandards of its execution.

Accordingly set out, budgeting as a process reggedting goals and defining
the powers and responsibilities, and the estabksitirof centers of responsibility
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for achieving objectives (cost centers, centerdistretionary expenditure, revenue
centers, profit and investment centers), providif§cient communication on
horizontal and vertical lines of the organizationd acreating the basis for the
operational functioning of motivation system. Thievance of budgeting consists and
on aligning of numerous activities and connecpagial budget in an overall plan,
operating budget, which is an instrument for ttadization of strategic goals. Finally,
by the establishment of a set of financial and fireemcial performance measures, the
result of budgeting are certain standards andrierifer testing the possibility of
execution, i.e. to control of set business - fil@rend investment flows.

2. Making a Business Budget

The crown of the business aspect of planning isbili@ness budget, which
indicates the expected amount of the financialltesi the company for a certain
period. It comprises a set of individual agreedplaf company: sales plan, plan of
sales cost, production plan, plan of the productiosts, plan of sell products cost,
plan of general management and administration casts plan of research and
development costs (Adam, E., Ebertm, R., 1992;:30%3.

Preparing a business budget, plan of businesstsesul profit plan, as it is
called, the ,master” budget does not include sing@wnloading of the value from
individual plans, but it is necessary their mutgalbmbination, tuning and testing
eligibility in terms of resulting scores. For théamning period is set quantified
target result. However, the results derived frodivildual business plans need not
comply with the target outcome of the business.p@me of the instruments of
reconciliation and acceptance testing and adjusthng results of individual
business plans to target result is the analysibrefk-even point, i.e. testing
changes in operating results depending on salesneohnd sales prices changes,
product assortment and cost changes. Thus teste@djnsted operating budget
forms the basis for further testing by the cashvéigplan and the target rate of
return on operating assets and equity (Kewic, B., 2003, 28)

Complete business budget received by the finaln@tation of the individual
budgets must be consistent with the goals of thmepamy. As such, the plan in
which it is defined accountability of managers mspble for its implementation,
is distributed to lower level in the company. Inmpso, managers are forwarded
to those parts of the overall plan that relate specific area of responsibility.

By this basic assessment instrument of operatiransplof responsibility
centers, instrument of coordinate relations betwddierent courses of action,
instrument of creation of target performance messand instrument of evaluate
the ability to reach them, provides a very impartaommunication between
managers and all interested in the future of thapamy, which certainly depends
on the set of strategic objectives and selectedtegfic alternatives. This
communication can be very effective in reducing tiegative impact of the key
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factors associated with uncertainty regarding c@igo prospects. By ,master”
budget automatically becomes the flawless basisafogalization control, it is a
very powerful tool for the realization of estabkshcompanies' strategic goals and
key link between business strategy and value creati companies.

Strategic decision, from whose regular decisioneddpnt elements that make
up a business plan, can be varied. Thus, the inc@pends on decisions regarding
the number, assortment of products, the introdnctd new or elimination of
existing products, as well as decisions about mbdguices in function of the
quality or price of competing products. Cost ofl ggloducts, however, still
depends on the decisions concerning the charaatsrad quality of products but
also of investment in plant and equipment, andareseand development, as well
as the decisions that affect the efficiency of rimé processes, i.e. decisions on
production volume and the series, on capacityridigion cost and the like. As for
the cost of sales and general management and atimiian expenses, their level
will depend on the decisions regarding the levedugdport activity, autsursinga etc.
Finally, the operating profit is a function of tladtractiveness of the company,
shareholders will invest in the company's operatiatcepted and implemented
strategy and the like.

Except for the company as a whole, the business iplanade only for those
organizational units of the company that generatditp and that are responsible
for revenue and expenditure, i.e. for profit cemtamd investment centers. In doing
so, the aims of this course a significant parthef business planning process are a
triple and consisting of (Simons, R., 2000, 77):

« translating the strategy into a detailed plan iatlig the constituent elements
of value creation,

e assess of compliance with the quantity of resowvith needs and strategy
implementation and

e creating and monitoring fundamental interdependerficaconomic goals with
leading indicators of strategy implementation.

The planning process should involve the entire mimgdion and include
frequent interaction between the hierarchical lewalthe organization. Since the
foundation of the planning made in assumptionsretmhow the future will look
like, managers must agree on these assumptionsa@mpt a plan that would,
employees of the company agree on the directiofutoire development of the
planning process, which will facilitate coordinatio between services,
communication and motivation. Given that managees zeld accountable for
achieving the goals of the business plan, theytaies advantage of the availability
of certain information for subsequent evaluatiopefformance, i.e. they can try to
adapt to their advantage the information necestarynaking a profit plan. This
can lead to distortion of the data and jeopardireyyy implementation. For these
reasons, some companies reduce the role and impertaf the plan as an



Stevanovié/Ekonomic Themes, 51 (2): 377-392 383

instrument for the assessment of business perfarenadowever, regardless of
that, the significance of the business result gano big and in more companies is
very popular management tool.

Developing a business plan prior to finding answieys managers to the
following questions: Does formulated and develostchtegies create enough
economic value that would attract investors, aneéthwr the company is able to
finance the strategy set and remain solvent ovelydars? One thing is for sure,
investors will be willing to invest their money gnf they believe they can achieve
the expected return on those assets.

Without a business plan managers cannot assesecthomic impact of
various strategic alternatives and cannot know héretthe formulated and
developed strategy creates value for key stakef®ldé the same time, it provides
an emphasis and understanding of the importan@eloieving strategic goals such
as leadership in the quality of products or sesjiceost, technology and
innovation, creating growth and development of cbmpany and so on (Malihi
S., 2010, 184).

To prepare profit plan, which includes anticipatedenues and expenses for a
period, preceding analysis of profit circuit, toialhnis analysis of cash circuit and
return on equity circuit, which you get an insighto the adequacy of resources for
the implementation of the plan profits. Circles simneously turning are
connected, so that any change in one necessafdgtafthe other variables, as
shown in Figure {Simons, R., 2000, 78).

Adoption of the plan profit usingrofit circuit consists of the following five
steps: assessment of the volume of sales, opetpanses prediction, calculation
of expected profitsglesigning investments in new tools and closingudiraf profit
by testing key assumptiofSimons, R., 2000, 80).

Estimate sales volumieased on estimates of sales representatives,nogisto
surveys and assessment of experts and managers. aBhessment certainly
includes the impact of external and internal fagtdaut is largely present and the
impact of subjectivity. External factors, which abeyond the control of the
company, but are critical to the future of the camp are related to
macroeconomic factors, government regulations, Igupparket, actions of
competitors and changes in demand. In addition xiereal factors, internal
decisions have a major impact on the level of salbgese relate to: product mix
and selling price, marketing programs, the intrdidmcand elimination of products
offered, changes in the quality and characteristcgroducts, production and
distribution capacity, the level and quality of\see, etc.

The prediction of business expengeshe analysis of different categories of
current expenditure. The first category of operataxpenses are variable costs,
which can be reduced by using economies of scedatey operational efficiency,
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the agreement with the supplier of the lower priggeducts redesigning and so
on. The second category of operating expensesnaagying costs that do not vary
directly with changes in sales volume, but ard siit completely fixed. They
make up a growing share of the operating expenfsesnopanies. There are three
types of these costs: specifically (previously wefi) costs (e.g. salaries of
managers), discretionary expenses, whose levelp& do change during the
planning process as well as during the period qistichent (e.g. expenditure on
advertising, training, and research programs, etwd)indirect costs are dependent
on the activity, which cannot be directly connectedthe holders, which vary
depending on the level of certain activities (egpesvision, storage costs, etc.).

The difference in operating income and operatingeeses determines the
amount of operating results that are planned ferabming period. The business
result and result of financing make up the resutaration, from which is deduced
the tax and a net result, available for distributio owners or reinvestment for the
businessEstimate of the expected prafitbased on determining the business and
net results.

Based on the previous steps can make the inconem&at as the most
important part of the business plan. However, i Wwé complete only after it
determines the requirdevel of investment in new assdtéven that the anticipated
level of sales rated by the level of assets aviaassumptions about the required
level of investment must be supported by the plamneestments in assets. In
doing so, managers must consider how investmentgiking capital, and in the
long-term capital assets. The proposed investmprapital assets are in the form
of capital investment plan, which has to reflectl upport the adopted strategy,
because often indicates the company to a limitedfssrategic alternatives.

Feedback looppetween all the components of profit circle suggeat
profit planning process is not linear. Managerseh&w go back and adjust the
variables in the plan to ensure that the plan cefla strategy and that is attractive
from an economic point of view. After determining acceptable level of profit is
performed a sensitivity analysis to changes invtllame of sales or other variables
in the plan, with the aim of monitoring changepiofits, depending on changes in
plan assumptions. It is an analysis of the breanepoint, which is primarily
directed to short-term planning and control of tieleship ,costs - revenue - result*
to alternative volume of activity.

Cash circle illustrates the well-known cycle of the cash trerid the
business: sales of products generate receivalles dustomers that are converted
into cash which in turn can be used for the praoer of supplies, which in turn
can generate additional revenue. However, depemdirnte nature of the business,
may elapse a specific time between the spendinly fasthe purchase of raw
materials and the collection receivables from aqusis. During this period, the
company has to borrow working capital for ongoingemtions and capital
expenditures.
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Figure 1 Profit Planning Circles
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Prediction of the need for cash is important fer thason that the company has
limited cash reserves and borrowing capacity. Thastmintuitive method for
assessing the demands for cash is inflow and eutftrecast from operating
activities in a period, where the formula is ug&iimons, R., 2000, 93)

Need = Cash from customers* - Cash paid to suppliers -r€uir
resources expenditure of operations

* The formula does not include other determinarit€ash benefits, such as
advances from customers, short-term and long-tetob, dashing of long-term and
short-term investments, shares issuing, income fraerest on loans, etc., which
should not be ignored in predicting the need fahca

If required cash for a business according to bssimdan exceeds these limits,
the plan was not viable and must be restated.isrnvtlly the cash plan is emerging
as a test of the admissibility of the business.plan
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Given that investors are closely monitoring theimeton their investment, the
most important indicator of corporate performance ifvestors is the return on
investment - ROI. This measure is one of the besibgates of global financial
performance of companies. However, as the aim efyenanager is wise use of
investment for the benefit of shareholders, adeguakasure of return on
investment is return on equity - ROE, which plagnis enabled by the use of the
circle of ROE. And stock prices and dividend payments depentherability of
the company to a business venture generates prbfite investments of
shareholders. Higher profits and higher ROE, meaonse money to invest in
business ventures, higher dividends to investaghen stock prices and lower
borrowing costs.

Circles of profit, cash and return on equity areduto evaluate the efficiency,
profitability, financial position and consistencyf formulated and developed
business strategy. In order to prepare a plandaiftor each strategic alternatives,
the company uses the first round of profits. Nuraerpartial budget of revenues
and costs are compiled as part of this plan, wiicGhmanagement tool for testing
various business activities from the perspectiveheir impact on the targeted
result. Acceptability of profit achievement shoblel assessed primarily in terms of
the set goals and objectives of an enterprise agakpoint analysis. After initial
testing and adjustment of various budget proposgdgroaches to the analysis of
cash circle to determine the adequacy of resodarethe implementation of the
profit plan and the adequacy of financing of vasiatrategic initiatives. Cash
budget indicates that all anticipated needs fod$upossible finance by the flow of
funds from operations, or whether there is a needfore engagement of long-
term or short-term funding sources. Finally, aneptability test of business budget
is target rate of return on investments and equiy,analysis of return on equity
circuit. In this way, compares the ROE of eachtsgia alternatives and make a
selection of the most attractive of them.

Of course, the economic criterion alone is notisieffit for a full evaluation of
strategic alternatives. Profit plans can be aftactbut the opposite to core
competencies of companies or do not conform wighctirrent position in the market.

3. Activity Based Business Planning

Purpose of the business plan is the guiding of nass operations and
providing of bridging difficulties in achieving thdesired performance. Many
companies identify business plan and projected nicostatement. Such an
approach implies the absence of description of sy activities in order to
achieve the desired financial results. The reasonthese attitudes are related to
management attitudes toward with a formal desespibusiness plan hinders
creativity and causes fatigue by details that glithnge, maybe every week.
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In the mid eighties, activities based costing, andtop of it activities based
management have become very used in many compdihieis.essence consists in
the allocation of resources to necessary activities in this way can be better
managed. Power of activities based managementeistione amplified by Hoshin
business planning cycle (planning, execution, aghaudit), and thus was born a
powerful tool for successful business planning (#/dal, Recardo, R., 2001, 114).

Activities based business planning is the dynamiocgss that in the
foreground emphasis customer requirements and ndietes appropriate actions
and resources, both financial and operational, ssseg for the conduct of these
activities and the timely response to requests frloenmarket sales. It provides a
detailed analysis of the needed resources and c@mopdhem with the existing in
order the efficient and effective use and managérf®@ooderham, G., 2001, 29-
43). Power of the activities based plan is on tmhmunicate targeted levels of
performance necessary to deliver the desired owtphtiyers. These target levels
are helping the company to plan capabilities anterdene the performance
necessary to deliver the required level of outputustomerg¢Sharman, P., 2000,
46). The planning-based activities are considered twm$oof capacity, the level
of activity and the level of resources. A fundanaérfeature of this planning
system as part of the strategic planning procedated to the orientation to the
additional capacity that will be in service of pustion and sales range, scope of
activities and resources (AétiLj., Novicevi¢, B., 2011, 390). The budget, as a
result of activities based business planning, sduags a basis for evaluating of
success in setting and executing operational aategic goals of the company.

Methods that many companies use in order to aclidweader insight into the
business and set achievable plans are: environhsmraa, customer feedback and
analysis of organizational gap (Wade, D., RecaRlg,2001, 119). Information
from these sources is used specifically for theettgpment of a activities based
business plan.

The purpose of the environmental scan is to atkeswarket environment for
existing products or services, the identificatidrcorrent and potential customers,
insight into the development of new products anwises from other industries,
insight into global events and distant future. $w@ag is performed using
marketing research, branch outlets, futuristicckes, trade shows, newspapers and
the opinion of experts.

Dual purpose of customer feedback analyzing is dsess the customers
satisfaction by existing products, but also to reate the probability that a
customer buys back the same or similar producteredf by the company.
Customer feedback is essential for: identifyingrilaites of products and
customers, identifying needs for new products, tifienand prioritize and
incorporate these findings in planning, identifyitigcumenting and responding to
trends, identifying and locating contacts with ouasérs, assessment of obligations
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and responsibility of the company's representaivine contact with the customer
reviews, assessment of response of representatieeistomer complaints and
identify performance that should be rewarded. g purpose we use different
instruments, such as surveys, interviews, focuapgpfeedback from professional
associations, user diaries, the so-called ,mystbopper” and the like.

The purpose of the organizational gap analysis tedt the internal capacity of
the company to meet all claims brought by the sgwtimplementation. Some
examples of internal skills include: identifyingconsistencies in the organizational
architecture, inter-functional cooperation evalatiassessment of horizontal and
vertical efficiency, in view of the possible futumesearch and development
projects, etc.

Activity based business planning consists of fil@gancomponents: determining
of the activities, predictions of outcomes of atigg, creation of target indicators for
the assessment of effort or outcome of the agtimdictions of data sources used to
assess the outcome of the action and accountalailitthe completion of activities
and the quality of their outcom@&/ade, D., Recardo, R., 2001, 121).

Between a typical business plan and activities dap&an there is a
fundamental difference, although both instrumeptspferformance measurement
and assessment of deviations from planned resultsxgl the year. First and
foremost, activities based plan covers all the ssmgy activities identified by
analyzing the causes of these variations and dengatSecond, activities based
plan engaged in the outcome of the action. Thirchais planned performance
measures for all activities and their outcomes. rffouit lists all sources of
information for assessing the performance of eng¥gy Fifth, it identify
accountability and the person responsible for eatiity.

Business plan based on the activities should irchetspectives that are listed
in one of the selected multi-dimensional perforneneasurement systems and a
set of measures wictonnects the plan with formulated and developednkss
strategy. Here we list the minimum requirementbdomet by a quality business
plan based on the activities, consistent with thekn system Balanced Scorecard:
(The most developed of all the performance measemesystem is the Balanced
Scorecard by Kaplan and Norton, who has four petgms. In the early '90s,
before the popularity of the concept of Kaplan-Mortstudies have shown that
there is a wider set of perspectives of the Baldr@®eorecard, with a broad set of
key measures, based on a variety of systemic agpesato research and
performance measurement at the level of the wholergrise. At this point, we
will present the Balanced Scorecard that includes perspectives, Wade, D.,
Recardo, R., 2001, 122-124):

< In thefinancial perspectivenanager and his immediate supervisor determine the
financial outcome of their areas of responsibilityth the financial planning
indicators could include combined ratio, includiragious expenses and receipts.
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« Activities related tocustomer perspectivare directed to increase the number
of contacts with customers, development of custosagisfaction index and
monitoring of characteristics of the product relevéo customers, thereby
contributing to the achievement of the overall obije to maintain existing
and attract new customers.

» Operational excellence, characterizedrigrnal business process perspective
refers to compliance with the standards of quaraiiy quality, costs reduction,
business cycle, etc., with the inevitable of atittéi compliance in this and
other perspectives (e.g. solving a problem relateccustomer effectively
increased productivity).

« Thegrowth and innovatioperspectivdollows the responsibility of employees
for the training and continuous process improveeamd to accept the transfer
of innovations and improvements.

 The perspective of the organizatiomdentify the activities inherent to
leadership, management, employees, technology tectlwe and
organizational structure that are critical to thecess of the company, and are
related to teamwork and cooperation, developinghefquality of leadership
skills, communication quality and performance mamagnt.

The contents of each column of the plan based @dhvities must be clearly
defined in order to meet requirements of succedsfisiness planning. In this
regard, thdist of planned activitigswhich should be under the direct control of the
employee, is long and variable. Each activity hasiltimate outcomeproduct or
service (for example, output of activity ,sympathith the customers” is satisfied
customer). Although it seems obvious, most managees surprised in the
consideration of identifying (or underreport) enyges with the outcome of the
activities. Planning measuressuch as activities performance standards and thei
outcomes are usually expressed in the form ofgatih as ,reduction of scrap by
23% for 3 months* or ,growth satisfaction withim@onths“.Data sourcesndicate
where they come from the collected information, ameere they will still accrue.
Thus, the data source information related to tearkvaod cooperation should be
the observation of the team members, as well agbfk from the managers.
Sources are also diaries, audits, reports, sunedgs,Rating column of results
indicates the degree to which individuals perforntleelir duties, achieved their
goals and meet projected financial performance esfopmance measures in the
field of human resources.

The Components of a Business Plan Based on theitles Shown in Table 1.

To reach their full potential of activities basethrming is not easy. It is
technically very difficult to implement, requiresl@ang experience in the use of
activities based costing and management accoungéingd, the use of modern
instruments and systems for measuring performakise, it requires a new way of
thinking about the role of activities and resourgeshe execution of the plan.
However, the successful implementation of this tygle planning generates
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numerous advantages reflected in selective adjustwiethe labor force, better
allocation of overhead costs, identifying actigtithat do not add value, more
complete informative base for understanding oftstiia issues and cost analysis in
accordance with the value chain of the company ashale and its small

organizational parts et@ovicevi¢, B., Anti¢, Lj., 2009, 275).

Pregled 1. Komponente poslovnog plana baziranog na aktivnostima

Per spective/ Activities Target Data Sources | Rating
Activities Outcome M easure
Financial perspective T
Return on equity 20% financial T
Added economic value 15% statements

financial T

statements
Customer per spective T-
Increase ratios of Stable cust| 94% survey T-
customer retention base
Increase ratios of Loyal cust.| 99% survey T-
customer satisfaction | base
Operational processes T
per spective
The percentage of 2.5% audit T
complaints
electronically
Percentage of regulatef 2.5% audit Th
complaints
Growth and T
innovation per spective 20% survey T
Increase in market 93% team report Th
share
Percentage of goals
achieved
Organization T+
per spective
Increase employee Hired >81% report of T+
satisfaction index workers management
Reducing employee Reduce <22% report of T+
complaints operating management
Increase indices costs >86% report of T+
leadership management

Th = 80-90% of target
T- = 91-95% of target

T =96-104% of target
T+ = 105-114% of target

Source:Wade, D., Recardo, R., 2001, 126
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Conclusion

As a framework for the adoption of the annual badgeategic planning is a
tool of management development, a mechanism thaefomanagers to look
ahead, and as a means of harmonizing the goalawhgers with strategic aims.
Its ultimate goal is to translate strategic objexdiinto operational activities.

Instrument for the realization of the strategiceatives is considered to be
primarily a business budget. It shows the expeatadunt of the financial results
of the company for a certain period, and compodea et of individual agreed
plans of companies. Preparing a business planjwhatudes anticipated revenues
and expenses for a period of time, prior to anslgsso round of profit, to which
is a circuit analysis of cash and return on equityorder to realize the supply of
resources to implement the profit plan.

Business planning based on activities is the dyogmocess that emphasizes
customer requirements and determine appropriat®nactand resources, both
financial and operational, are necessary for thdaot of these activities and the
timely response to consumer demand. Also, it pewid comparison existing
resources with necessary to effective and efficisetand management.
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POSLOVNI BUDZET - INSTRUMENT ZA REALIZACIJU
STRATEGIJSKIH CILJEVA PREDUZECA

Apstrakt: Poslovni budzet, ili tzv. ,master” budzet predstavlja osnov za kontrolu
ostvarenja, a istovremeno i veoma mocan instrument za realizaciju postavljenih
strategijskih ciljeva preduzeéa. Samim tim, on je klju¢na spona izmedu poslovne
strategije 1 kreiranja vrednosti preduzeéa. Bez poslovnog plana, menadzeri ne
mogu oceniti ekonomski efekat razlic¢itih strategijskih alternativa i ne mogu
sagledati uticaj formulisane i razvijene strategije na kreiranje vrednosti za
akcionare. Iz tog razloga, cilj ovog rada je da ukaze na znacaj poslovnog budzeta
u realizaciji strategijskih ciljeva 1 efikasnom izvrsenju operativnih aktivnosti. U
toku izrade clanka biée primenjene metode analize na bazi relevantne i
raspolozive inostrane literature 1 prakse, metode sinteze 1 metode analogije 1
kontinuiteta.

Kljuéne reci: poslovni budzet, strategijski ciljevi, aktivnosti, kreiranje
vrednosti
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Introduction

Waste electrical and electronic equipment (WEEE} Hmecome an
environmental problem of global proportions in mr@cdecades. Production of
this waste poses a major risk to the environmedthamnman health due to toxic
substances it contains. These materials contamaigtevater and ground. In
addition, there are specific concerns regarding Waste due to the increasing
amount and speed of its creation. This is due tensive technological
development and aging electrical and electronidpegent (EEE). On the other
hand, WEEE contains substances that can be reusegnoper treatment and
recycling. This creates the opportunity for profibb creation and higher
standards of living for the community. Reductionearfvironmental pollution
and negative impacts on human health by WEEE caoobéributed by: a)
obligations for manufacturers of electrical andceianic equipment (EEE) to
take responsibility for their products in all stagéfrom the moment of
production until the end of their lifetime), b) encaging consumers to buy
products made from recycled materials and to ds@dNVEEE appropriately.
When properly handled and sorted, WEEE is an inapbrsource of secondary
raw materials. On the other hand, if the recyclprgcess performs poorly,
WEEE can be a source of toxins and carcinogensal&ecof many problems
(high cost of recycling, poor directing of expolig the state, etc.), a large
amount of this waste ends up in countries with loemvironmental standards
and/or cheap labour which makes the processing movétable. For this
reason, it is important to effectively manage thEBE. In this process, the key
is in adequate legal regulation of this area.

However, addressing the treatment or control of \WE&quires joint and
coordinated efforts of various institutions, orgaions and other key
government and NGO actors. Generally, there arewiggp concerns in
competent institutions of the EU and other devaloguntries in the world due
to the enormous increase in the amount of thisevdste growing anxiety over
the accumulation of WEEE is present in less dewsamuntries where there is
no adequate regulation of this area. In developenhtties there is an adequate
institutional control of management of WEEE, buéythnoticed the shift in
focus from the waste management policy to politdegrevent the creation and
increase in the amount of this wasilithe objective of this research is the
analysis of institutional arrangements for managing WEEE in the EU and,
especially, in countriesin the EU accession process. Regulatory mechanisms in
this area should be in operation for contributiogstistainable development so
as to reduce the negative impact on the environmeaserve natural resources,
employ a significant number of people and, finabylow the realization of
economic benefits.
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Policy and Management of WEEE in the EU

One of the main goals of environmental managemelities in the EU is
the rational use of natural resources and improtiegenvironmental quality.
Achieving this goal involves pre-implementation ofany sub-goals. One
priority is the effective management of WEEE, as thte of its growth in
Europe is estimated at about 3 to 5% per year §HRetease, Basel Conference
Addressess Electronic Wasted Challenge, 2006). &\faghagement policy is a
significant segment of the environmental policy augtainable development.
Prior to the adoption of the official policy for VEHE regulation, several EU
countries had legislation and customized managesystems for this type of
waste. In a joint policy, in 2003, the European dtnadopted guidelines for
treatment of WEEE: (a) WEEE Directi®Vaste of Electrical and Electronic
Equipment - WEEE) (Directive 2002/96/EC, 2003) and (b) Directive the
limitation of the use of hazardous substan¢Bestriction of the use of
hazar dous substances - RoHS) (Directive 2002/95/EC 2003).

The emphasis in the firstWEEE directive is to prevent creation of waste,
and encourage recycling and other forms of itsgells also seeks to improve
the environmental performance of all operators lvea in the life cycle of
electrical and electronic equipment, e.g. prodycgiggributors and consumers
and in particular those operators directly involuadthe treatment of waste
electrical and electronic equipment” (Directive 2(\B/EC, p. 26).

This Directive should allow increased effectivenetSVEEE as follows: a)
Selective recovery of WEEE using the appropriatgesys; b) The exercise of
WEEE collection rates at the level of 4 kg per lritent per year; ¢) Emphasizing
individual responsibility of the manufacturer imrtes of achieving rates of reuse,
recycling and recovery of 50-80%, d) Provisionrdbrmation to end users who
participate in the collection and recycling. Alsoorder to prevent pollution and
reduce emission and environmental impact, theaggguirement to apply BAT -
"best available techniques" (Implementation ProgfamDirective 2002/9GC
on Waste Electrical and Electronic Equipment ance®ive 2002/93IC on the
Restriction of the use of Certain Hazardous Substnn Electrical and
Electronic Equipment in Bulgaria 2004, p. 11).

The purpose oRoHS Directive ("Directive on the restriction of the use of
certain hazardous substances in dectrical and eectronic equipment") is the
harmonization of the laws of the member stateshenréduction of hazardous
substances in EEE, such as lead, mercury, cadmdrotaers. In this Directive
(article 4) the deadline for replacing these hazasd substances other
substances was'Duly 2006. All that is determined in the Directi{Rirective
2002/95/EC 2003) is aimed at achieving the finalg@he goal is to protect
human health and the environment through propgrodel and reuse of waste
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from production and use of this equipment. RoHs&ive in its specification
precisely specifies the ratio of heavy metals athetrosubstances in relation to
the mass that each component of EEE may contairother words, it is
proposed a maximum concentration of certain substaim EEE.

In these directives, it is particularly highlightdaat each individual state
can contribute to improving the situation in terofignvironmentally acceptable
production, disposal and beneficial reuse of wadter its recycling process.
However, more significant effects can be achieve@mugh common action
based on respect for the principles of sustaindéNelopment.

The EU promotes the reduction of waste in accorgavith the principle of
reducing the waste problem at its source (the ®puin this sense, there are
campaigns for introducing cleaner technology anghexling public awareness
of the problem. However, the processes of reusereeytling of WEEE are
also important goals. "An extended life of goodssigposed to be the best
alternative. Next comes reuse of parts and reqyclimhile measures like
incineration and landfill are the worst alternasiVéFaure, Skogh, 2003, p.102).

Table1WageElectrical and Electronic Equipment in some EU Countriesin 2008 (tons)

Country / Products Waste % of waste Total Share | Treated in the
Large put on the collected collected in| recycling [recycling an Member State|
household market relation to thq and reuse | reuse of
appliances total number waste in tot
EE products ¢ waste
the market collected
1 2 3 4=3/2* 5 6=5/3 7
100% *100%
United 696,115.83 | 492,747.91 70.7 194,042.82 393 -
Kingdom
Germany 673 297 260,269 38.6 220,879 84.4 257,76[L
Spain 448 810 251,403 56 203,636 80.9 251,40
France 870 095 173,570 20 135,084 77.4 162,931
Italy 641 547 106,386 16.5 - - 219,277
Sweden 99 955 70,055 70 60,597 86.4 70,471
Norway * 71698 45,937 64 35,386 77 30,936
Belgium 96 240.67 39171.61 40.7 304435 77.% 3%3BR5.
Ireland - 38,946 - 31,517 80.9 38,938
Denmark 76 108 35,579 46.7 33,279 93.5 39,485

* Norway is not EU country, but it incorporated ie BUROSTAT analysis.
Source: Waste Electrical and Electronic Equipment (WEHBR)rostat

Table 1 shows the analysis of ten winners of WEEEé EU countries with
most collected waste (measured in tons) in 2008drnited Kingdom, from the
total volume (measured in tons) of EEE put on tlaeket 70% was collected as
waste. Of the total waste collected, about 40%regcled or reused. In Germany
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in 2008, approximately 38% of WEEE was collecteuirfithe total amount of EEE
placed on the market. The percentage of recyctidgeuse is high at about 85% of
the collected WEEE. Almost the total amount of thiéste is treated in the territory
of this country. Spain, for example, collected @606 of the total amount of
WEEE from EEE placed on the market. Of the totadamh of waste in the territory
of this country about 80% was recycled, and thé ieexported, and mainly
recycled in other EU countries

Table 2: Compar ative Review of Collected WEEE Average (kg / inhabitant) by
Category - Benchmarking of EU Countriesto Japan, Norway, and Switzerland

Country Category* Total
1 2 3 4 5 6 7 8 9 10 1-10

Japan 258 nd nd 0.82 nd ng Nn( nd ng nd NJA
Norway 8.15( 0.46 2.6 201 - - 0.04 006 - 0/01 413
Switzerland| 4.19 140 35 217 012 004 001 ©0.@00 | 0.00( 11.44
Austria 2.00| 0.3 0.1 0.2 0.1 Ing2 Ing2 Ing2 Ing2 caAn 2.77
Belgium 299 1120 116 164 0.20 0.4 000 002 00/00.00| 7.26
Czech 0.14| 0.00/ 0.12 0.0% O0.0p 0.00 000 0J01 0.0 0.01330
Republic
Estonia 048 0.0 0.04 020 nd ng ngl ng ng nd 0,63
Finland 475| 028 144 13D 0.27 0.3 0j00 (.02 10{00.00| 8.10
Hungary 091 0.04 0.09 022 0.01 O0.p0 000 d.000 0j00.00| 1.27
Ireland 6.68| 028 043 067 0Q9 007 nd nd 00,00 p8.22
Ireland 259 053 nd 118 043 0.06 0p3 000 0J00.02| 4.44
Slovakia 035 0.04 00% 020 0.02 O0.p0 0|00 4.00000} 0.00( 0.66
Sweden 5.0 141 254 236 0F4 011 Q02 .02 ndd [n12.20
UK 717 054 059 110 o0.0#4 035 0.16 000 0.00 00.®.95
J/NO/CH| 4.97] 093 310 167 00p 002 002 0J03 0.00 .00.801
average
European | 3.11| 042 0.65 0.8 0.14 0.08 0.02 001 090 0.08B15
average

nd - no data; Inc2 - included in category 2; N/Act available

* "Category 1 - Large Household Appliances, Catedgbr Small Household Appliances;
Category 3 - IT and Telecommunications Equipmeate@ory 4 - Consumer Equipment,
Category 5 - Lighting Equipment, Category 6 - Eleat and Electronic Tools (with the
exception of large-scale stationary industrial $hoCategory 7 - Toys, Leisure and Sports
Equipment; Category 8 - Medical Devices (with tieeption of all implanted and infected
products) Category 9 - Monitoring and Control lastents; Category 10 - Automatic
Dispensers "

Source: 2008 Review of Directive 2002/96 on Waste Eledtacal Electronic Equipment, p.72)
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Besides the United Kingdom, Sweden is a countrig wibst collected WEEE
in relation to the total amount of put on the maikEE, and after it, comes Spain
and Denmark. In all countries except the Unitedglom, a high percentage of
recycling and reuse of WEEE requirements was regoth Denmark, Sweden,
Germany, Spain and the Netherlands, this percergamesr 80%. These countries
have met the request highlighted in the WEEE Directs for the collection and
recycling of WEEE, it is largely done by each countithin its capacity, and a
very small amount of WEEE is exported to other toes1 The exception is
Norway, which treats about ¥ of WEEE in other mandtates, and about 3% is
exported to countries outside the EU.

Benchmarking analysis of EU countries collectionfgrenances related to
Japan, Norway and Switzerland are shown in TableEh2. analysis includes the
amount of WEEE collected in categories (from 1 @ fier kg/inhabitant. This
analysis showed that the EU countries collect WEieBrly two times less on
average per inhabitant in relation to the averagéh® three countries (Japan,
Norway, and Switzerland). Sweden is the only cquirtrthe EU, which in this
analysis had a better performance of collecting WH&verage 12.20) than the
performance of the best countries in this areagae=10.80).

However, the EU countries average of 5.31 kg/irthabiis higher than the
collection target of 4 kg/inhabitant, which is pided by the WEEE Directive. A
significant number of EU countries have exceededt#inget (UK - 9.95; Ireland -
8.22; Finland - 8.10; Belgium - 7.26; Holland - 4)4meaning that "the current
WEEE Directive, collection target (4 kg / inhabtjans clearly not a very
challenging one for the EU 15 countries”" (2008 Bevof Directive 2002/96 on
Waste Electrical and Electronic Equipment, p. FiR)wever, for countries that are
potential members of the EU and other Europeantdesnthis target level would
certainly be very challenging.

Table 3: Comparison of Cost for WEEE Treatment for 2009 (in Eur os'tones)

Country / Large Cooling Screens Small Gas
Categories of EEH appliances| appliances appliances| discharge lamp

Austria 70 150 160 70 600

Bulgaria 82 255 290 204 900

Source: adapted from Analysis of the different systems ahagement WEEE used in EU
countries and benchmark of Serbian practices atiohsdor improvement 2011, p.37

In addition to these indicators of the manageméWREE, it is relevant to
monitor the costs of treatment of this waste, ideorto project the necessary
investments for the realization of various projexftsollection, disposal, recycling
and reuse. Table 3 shows the costs of treating WiyEtertain categories of EEE.
Cost of event is expressed in monetary units (Byneiston quantities of EEE. This
identifies that the level of these costs varie@iing to different categories of
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EEE. These costs are lowest for large appliancesh@ghest for the category of
gas discharge lamps.

To manage the costs of treating WEEE, it is neggsso take into
consideration the following factors that may affentir overall level:

* “Higher treatment standard, e.g. for land filling, will lead to increasing costs;

* Higher treatment standard for hazardous waste will lead to increasing costs;

» Establishment of dedicated treatment plans for waste streams resulting from
WEEE treatment might increase revenues and lower cost for export;

e Increasing labour cost will increase cost “ (Analysis of the different
systems of management WEEE used in EU countriesbandhmark of
Serbian practices and options for improvement 20137).

Labour costs are particularly important to considéollecting, sorting and
waste treatment is labour-intensive activity (Tidterg 2006, p.184). Thus, the
importance of high labour costs issues is espgdale when considering the
migration capacities for recycling to countries@gions where labour is cheaper.

The Role of Government and NGOs in the Management of WEEE

State and its institutions play a very importahé fia solving the problem of
WEEE. The state has multiple functions in the was@nagement. In this
regard, it is necessary to consider four importaspects (Implementation
Program for Directive 2002/96C on Waste Electrical and Electronic
Equipment and Directive 2002/%%/ on the Restriction of the use of Certain
Hazardous Substances in Electrical and Electrogiddnent in Bulgaria 2004,
p. 40): thdegal, economic, technical/operational and information.

Legal aspect of managing this type of waste is associated viiéhadoption
of appropriate legislatives that should regulats gegment of activities and
roles of the state. Mechanisms for managing WEE#iIshbe incorporated into
laws, strategies, plans or directives at the natitavel. This framework should
set the rules, objectives and responsibilities Ioparticipants in the chain of
this type of waste management. Therefore, diffemnintries formulate and
implement strategies and plans for environmentalagament, or particularly
formulate strategies for waste management.

Economic aspect means the provision of necessary financial ressuto
support the planned activities and goals. Becdhiseatea requires a policy of
subsidizing, role of the state is even more impurta

Technical/operational aspects include mechanisms and methods for
implementation of measures and actions to implenlegislation. It is
important to consider ways of collecting waste aisddisposal in terms of
technology solutions required for its treatment.
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Information aspect of waste management involves organizing the data
collection system on the amount of waste types,itmong the effectiveness of
its collection, the amount of waste treated usiiffgrent techniques, etc. The
system of adequate and timely information is essletd establish a good
system of planning and monitoring the achievemeintolgiectives in the
management of WEEE.

Bulgaria is an example of neighbouring countried B members, which
has implemented regulations and standards relaetVEEE. In this EU
country, waste management is regulated in a mamescribed in the same way
as in the countries of the EU. Thus, thaw for Waste Management" (Law for
Waste Management, Bulgaria 2008)om 2003 and “Ordinanceon the
requirements for marketing of electrical and electronic equipment and
transportation and treatment of waste electrical and electronic equipment "
(Ordinance on the requirements for marketing ofcteleal and electronic
equipment and treatment and transportation of welstetrical and electronic
equipment, 2006), regulates the management of tBEBMn this country. Like
other EU member countries, Bulgaria has fully ipocvated the provisions of
the WEEE and RoHS Directives in this regulation.

"Law for Waste Management” (Law for Waste Management, Bulgaria 2003)
is based, firstly, to prevent harmful effects of BEon the environment, and
then on measures to reduce the amount of waste,nt@asures for labelling,
manufacturing, transport and use of EEHmplementation Program for
Directive 2002/96/EC and 2002/95/EC " (Implementation Program for
Directive 2002/962C on Waste Electrical and Electronic Equipment and
Directive 2002/9%C on the Restriction of the use of Certain Hazardous
Substances in Electrical and Electronic EquipmanBilgaria 2004) analyse
the requirements that this Directive imposes anth@ia's opportunities to
apply them. Thus, under this program, the subjéud$ distribute EEE for
households should provide waste collection at e of at least 4 kg per capita
per year. This information is published in the 'Maal Statistical Institute
(NSI)." Also, these entities are responsible fdrieeing the following goals:

* ‘“recovery rate shall be between 70-80 per centrbywerage weight per
appliance of WEEE from the specified categories; an

e component, material and substance reuse and neg\stiall be between 50-
75 per cent by an average weight per appliance ®ER/from the specified
categories” (Ordinance on the requirements for etamg of electrical and
electronic equipment and treatment and transportatf waste electrical
and electronic equipment, State Gazette, 36/2Q06.7).

In addition to the state, the role W{50s is significant Projects of NGOs
can contribute to solving the problems with WEEE different ways: by
networking the various structures and institutiamsglating information on the
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collection, recycling and export of waste, as vesllactivities in the function of
raising awareness of economic operators and cgtiearthis issue.

In the area of Balkan countries there is still ffisient public awareness
and under-strengthened role of the state as the BNgdlicy management
creator and guarantee for the implementation of YMEEE regulations.
Therefore, NGO activities are important, through itmplementation of various
projects related to WEEE. One of the projects is #inea is'Balkan network of
advocacy on the management of e-waste." It connects several countries of the
region - Serbia, Macedonia, Croatia and Bulgarke Gountries covered by this
project will benefit by increasing the readinesstlad application of EU laws
and standards (Balkan E-Waste Management Advocatydik). Some of the
activities of this project that will serve to mekeé standards in the management
of WEEE are: a) Analysis of existing situation tetato this type of waste in
each of the countries in the project; b) The meamimpaign and organizing
public events to raise awareness; c) Exchange oWlatge and experience
with representatives of professional organizatifsam the EU; d) Workshops
and training sessions for prospective educatortherimportance of inclusion
of all social groups and structures in the wastdblem that is growing rapidly
and creating problems for the environment and dloceesy.

Plans and Regulations for the Treatment of WEEE in the EU
Accession Process

Countries in the EU accession process (Serbia, &hegro, Croatia, Bosnia
and Herzegovina) are making efforts to regulatefigld of WEEE by making
various plans, strategies and regulations, whiehbased on the principles of
sustainable development and existing EU regulatioflse requirements
determined in the above mentioned EU directives,n@cessarily incorporated
by these countries in their legislation in orderrégulate the procedure and
method of managing WEEE. However, the experientdbese countries and
the process of regulation of this area are differem it is necessary to consider
the results so far, and plans for the managememEEE.

Serbia. - Given the intention of this country to join the Elhany
prerequisites in the form of harmonization of I&gisn and regulation should be
met. One particularly sensitive area is the hargadimn of legislation concerning
environmental protection, and in that context,whaste management. "Following
problems are identified in waste management ini&eldck of infrastructure for
treatment and disposal, common disposal of murieipa hazardous waste from
households, lack of data on the composition ofwlaste streams, the lack of
facilities for the storage, treatment and dispo$dlazardous waste, soil pollution
and surface and groundwater pollution” (lzveStagtanju Zivotne sredine u
Republici Srbiji za 2009. godinu, 2010, p. 52).
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In Serbia, the area of managing electronic andratat waste is regulated
in a number of regulations. The most important #re Law on Waste
Management (Zakon o upravljanju otpadom, Sl. glasnik Republ&rbije, br.
36/2009 i 88/2010) in from 2009 andaste Management Strategy for the
period 2010-2019 (Strategija upravljanja otpadom za period 20109201
Sluzbeni glasnik Republike Srbije 29/2010-13).

Law on Waste Management (Zakon o upraviljanju otpadom, Sl. glasnik
Republike Srbije, br. 36/2009 i 88/2010) states fihiowing as basic goals:
waste prevention, recycling and reuse of waste,rompg waste disposal
procedures, better information system on the stditavaste disposal, and
development of personal and social awareness aftpertance of this issue.
Regarding the management of WEEE, the law prohibiésdisposal without
prior treatment. Also, the liquid waste from EEEgnhbe treated appropriately.
The activity of collection, treatment and dispogalstrictly regulated in a
manner that one must have a permit for this typeadtivity, and keep
meticulous records on the amount and type of tipesducts. In addition, the
Law on Waste Management (Zakon o upravljanju otpadom, Sl. glasnik
Republike Srbije, br. 36/2009 i 88/2010) provides @portunity to more
closely regulate the regulations to ban or limi¢ thse of EEE containing
hazardous substances. In this way, lther on Waste Management (Zakon o
upravljanju otpadom, Sl. glasnik Republike Srble, 36/2009 i 88/2010) set
the framework for compliance with the above mergobiU directives - WEEE
and RoHS Directive (to prevent the creation of tieal and electronic waste,
recycling and other forms of reuse, reduction ofandous substances in
electrical and electronic equipment). More detarlegulation and quantitative
restrictions for the existence of this waste shdnddurther regulated.

The strategic documents of the Republic of Sentdigardless of the fact
that there is no obligation for implementation df Birectives in the field of
waste management, still include the objectives satiirements of the EU.
Thus, theWaste Management Strategy for the period 2010-2019 (Strategija
upravljanja otpadom za period 2010-2019, Sluzbémsrgk Republike Srbije
29/2010-13) contains the basic guidelines to regukhis area based on
requirements set by the EU, as explicitly pointed: dWaste Management
Srategy defines the basic orientation of waste managefioerthe next period,
in accordance with EU policy in this area and ttrategic orientation of the
Republic of Serbia and directs the activities @fidi@ative harmonization in the
process of EU legislation" (Strategija upravljaojpadom za period 2010-2019,
Sluzbeni glasnik Republike Srbije 29/2010-13). TBeategy (Strategija
upravljanja otpadom za period 2010-2019, Sluzbémsrgk Republike Srbije
29/2010-13) points out that previolstional Waste Management Strategy for
the period 2003-2008, did not fulfilled expected results. Actual implemers of
the Strategy are expected to achieve these results.



Jovanovié et al./Economic Themes, 51 (2): 393-409 403

When it comes to WEEE, the Strategy (Strategijeav@nja otpadom za
period 2010-2019, SluZbeni glasnik Republike SrBp&2010-13) states that in
Serbia there are no precise data on the quantiyasfe. Estimates are that there
is about 30,000 tons of waste annually, and theuamof EEE that is annually
imported is about 85,600 tons. In analysing theerursituation regarding this
waste, it is pointed out "the lack of WEEE managensgstem. In the Republic
of Serbia just a few % of WEEE is recycled per yd&trategija upravljanja
otpadom za period 2010-2019, Sluzbeni glasnik RémuBrbije 29/2010-13, p.
29). Recycling of waste is being only in majorestiin the country (Stankayi
Andelkovi¢-Pest, Jankowt-Mili ¢, 2012). In addition, what is lacking in the
management of this waste is to adopt regulatioasviould regulate the manner
and process of waste management based on theermguis of EU Directives
WEEE and RoHS EU. The projected amount and invedsrie the management
of WEEE in Serbia until 2019 are shown in Table 4.

Table 4: Projected Volumes and Investmentsin the M anagement of WEEE
in Serbia by 2019

Year 2010 2014 2019
The projected amount of wasje

in 000t/year 30 35 40
Year 2010-2014 2015-2019 2010-2019
Estimates of investment costs,

in mill. EUR 8 8 15

Source: adapted from Strategija upravljanja otpadom zaope2i010-2019,
SluZbeni glasnik Republike Srbije 29/2010-13

In order to monitor progress in achieving objedivé is necessary to
determine a system of indicators. The key is togmematwo indicators: the total
amount of WEEE produced annually and the total arthaaf WEEE per
inhabitant per year. However, in addition to thelusion of these indicators,
one must design a much more complete and bettesureaent system for the
management of WEEE.

Montenegro. - The institutional approach to waste managementhis
country is based on several of the following docotsiethe Law on Waste
Management (Zakon o upravljanju otpadom, Sl. list RCG, br./(8D od
28.12.2005, Ukaz o proglaSenju ovog Zakon od 2801RB), the Strategic
Master Plan for Waste Management at the National Level (StrateSki master plan
za upravljanje otpadom na repwBlbm nivou, Crna Gora 2005) antaste
Management Plan in Montenegro for the Period 2008-2012 (Plan upravljanja
otpadom u Crnoj Gori za period od 2008-2012, 2008).

Law on Waste Management (Zakon o upravljanju otpadom, Sl. list RCG, br.
80/05 od 28.12.2005, Ukaz o proglaSenju ovog Zak26.08.2008) regulates
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the most important waste management issues in Megte. The first principle
which is based on waste management, referred tthismLaw on Waste
Management (Zakon o upravljanju otpadom, Sl. list RCG, br./(8D od
28.12.2005, Ukaz o proglaSenju ovog Zakon od 2800B) is a principle
whose application should "contribute to achieving bbjectives of sustainable
development" (Zakon o upravljanju otpadom, Sl. IREG, br. 80/05 od
28.12.2005, Ukaz o proglaSenju ovog Zakon od 280IR). It is apparent that
in defining the principles of waste managemens ihat clear whether it is the
concept of sustainable development or, in turn, ghmciple on which
development is based. It is common in the EU giatdocuments in the field
of waste management and also \Waste Management Strategy in Serbia
(Strategija upravljanja otpadom za period 2010-20Bduzbeni glasnik
Republike Srbije 29/2010-13), that the first prpiei is — “the principle of
prevention“. Regulation of WEEE management segmétitin this Law has
been made by the Montenegrin Law Art. 50, whickgsentially similar to Art.
50 Waste Management Law of the Republic of Serbia (Zakon o upravljanju
otpadom, Sl. glasnik Republike Srbije, br. 36/2088/2010).

Waste Management Plan in Montenegro for the Period 2008-2012 (Plan
upravljanja otpadom u Crnoj Gori za period od 2008.2012, 2008) is a
document which embeds the basic guidelines forevastnagement, defined by
the EU. So, basically this Plan has the prevertionaste generation, which is
the main goal, based on the directives and staadérderms of WEEE, this
Plan (Plan upravljanja otpadom u Crnoj Gori za peridd2608 do 2012, 2008
points out that for this type of waste; there acedata on quantities and its
sources. However, there is increasing intereshénproblem of waste and it is
certainly necessary to establish a system for inédion on managing WEEE.
Some of the courses of action to the regulationtha$ issue are (Plan
upravljanja otpadom u Crnoj Gori za period od 2Q082, 2008 p. 66): a)
Establishing a system of collection of these wagig®roviding the system for
breakdown in order to collect recyclable materialsijf it is not possible, the
system for the disposal and proper removal of tsste; c) Provision of
handling parts/equipment grouped under the hazardaste that should be in
accordance with national and international regoreti on hazardous waste
management, d) Acquisition of data on collectedrwBEE, recyclables and
hazardous waste materials in the EEE should belagisubmitted to the
relevant institutions; e) Conduction of trainingggrams.

Croatia.- In contrast to the potential candidate countr@sEHU accession,
Croatia, as a country which becomes a member dtthen 2013, is required to
has its legislation fully in line with EU legislati. The legal document that
provides a framework for waste management policyhiss Law on Waste
(Zakon o otpadu, Republika Hrvatska). Other documanthis area aréMaste
Management Srategy of the Republic of Croatia (Strategija gospodarenja
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otpadom Republike Hrvatske, Hrvatski sabor 200@ste Management Plan
in the Republic of Croatia for the period 2007-2015 (Plan gospodarenja
otpadom u Republici Hrvatskoj za razdoblje 200720dnd a number of rules,
regulations and decisions (Ministry of EnvironménBrotection, Phisical
Planning and Construction). One of the importantudeents to regulate the
management of WEEE is th@rdinance on waste electrical and eectronic
appliances and equipment (Pravilnik o gospodarenju otpadnim ele&tiim i
elektrontkim uredajima i opremomRepublika Hrvatska 2007) from 2007 in
which the EU Directives on WEEE and RoHS are apgpMhat is common in
these documents is to respéu principles of prevention and an emphasis on
measures to influence the reduction of waste amdatrmful impact on the
environment and human health.

In Croatia, there idThe Draft Law on Waste with Final Law Preposition
(Nacrt prijedloga Zakona o otpadu s kéman prijedlogom Zakona) in
preparation and it is fully compliant with EU legatts. In this Draft, waste
management policy requires a particular hierardhgoals. In the first place in
the hierarchy is to prevent waste and reduce thafbbproperties of waste, then
a reuse, recycling and proper waste disposal. trat law proposal establishes
new waste management goals that should be reachetD2. These goals
include recycling 50% of municipal waste this yeard 70% of construction
waste. And it includes strengthened articles madatd waste prevention with the
obligation for development of national programs poevention of waste" (Nacrt
prijedloga Zakona o otpadu s kénan prijedlogom Zakona). The projected
amount of WEEE in Croatia is shown in Table 5.

Table 5: Projected Amount of WEEE in Croatia by 2015

WEE . Quota (% of total)
Deadline

Reuse Recycling
4 kg per inhabitant per year 2015 70-80 50-80

Source: Strategija gospodarenja otpadom Republike Hrvatdkeatski sabor 2005

According to theWaste Management Strategy of the Republic of Croatia
(Strategija gospodarenja otpadom Republike Hrvatskgatski sabor 2005),
WEEE appears in the municipal and the industriateialn 1998, Zagreb
conducted a pilot project for collecting and reuwdeelectronic equipment.
"Estimates are that in Croatia, about 30,000 t®@® tons of WEEE waste is
produced per year, or 6.67 to 10.11 kg per capitd, that its growing amount
of about 10% a year" (Strategija gospodarenja atpa&epublike Hrvatske,
Hrvatski sabor 2005). Management of this wastéllsst at a sufficiently high
level so that this waste mostly ends up in largliifi the actions of municipal
waste collection. However, despite the high degreeompliance with EU
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legislation, Croatia sets out following WEEE maraget problems: lack of
control over this type of waste, lack of control a@hported EEE,
underdeveloped market for the purchase of par&deatronics waste, as well as
non-payment of charges for collection (Strategijasmpdarenja otpadom
Republike Hrvatske, Hrvatski sabor 2005).

When it comes to the management of WEEE, the gieiiway to manage
this type of waste, in addition to above mentiomedludes the export and reuse
of materials and energy. In terms of human andnfire resources that are
engaged for waste management, the practice hasixghaithey are insufficient
in the whole Balkan region. Also noticeable is thefficiency in regard to
implementation of existing laws in practice and leggpion of sanctions for
non-compliance. Also worth mentioning is that awass of the problem of
WEEE is underrepresented both among decision makeitseese countries as
well as in the public. However, existing legislatior, more precisely, its
inefficient and ineffective application in practjcdails to resolve the
environmental, economic and social problem of WEBEhe region. The
Balkans is often a place to store (export) WEEEftbe other countries. This
increases the problem, assuming that there iseicife management of WEEE
which generates in these countries.

Conclusion

The problem of WEEE is generated by the rapid teldgical progress, as
well as by wider use of its results in daily livexsd workplaces. It is worrying
and requires special social attention. Problem efegating and recovering
WEEE is a challenge for sustainable developmentagrment at the level of
cities, regions and states. Effective managemeW{BEE requires institutional
decisions and legislation. Legally, EU is coveritigs problem by WEEE
Directive and RoHs Directive. The the EU promotes policy of reduction of
waste in accordance with the principle of reducirmgte on the place where it is
generated. Developed EU countries and other desnin the world have
shifted the focus from the waste management patidhe policy of prevention
of creation and increasing the amount of the waBhe most developed EU
countries are characterized by a significant ama@iindVEEE collected which
represent more than 70% of the total weight of Eieed in the market. In
addition, it is important to note that of that amguhe largest share; almost 80
% has been recycled and reused. These paramalaratenthat these countries
meet the requirements and goals, which are sehdnabove mentioned EU
Directives. In these countries, the governmentse hav important role in the
WEEE management. The governments provide the legahomic, technical and
informational prerequisites for solving the problehWEEE. NGOs also provide
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contribution by acting through organizations andgpams that advocate for the
implementation of the principles of ecology andausble development.

The problem of WEEE is generally neglected forrggltime in the Balkan
countries, which are in the EU accession proceeday, these countries are
insufficiently active in solving this problem. Undehe influence of EU
legislation, the WEEE legislative is promoted ire thnalyzed countries, i.e.
Serbia, Montenegro and Croatia in their accessimrgss. So far, these
countries have adopted appropriate legislationclwberves as the basis for the
formulation of national strategies for waste mamaget. These countries
should be more focused on prevention and on tresuanes for influencing the
reduction of waste and its harmful impact on theiremment and human
health. Most of the WEEE ends on municipal wastelfil, and there is not
developed network of organizations for collectihgp twaste. Also, a significant
problem is the efficient control of waste impoltsis required the stronger role
of government of these countries in subsidizing piheject of building the
recycling capacities. In that way governments mhkgeconomic activity more
economically attractive for entrepreneurs. It ipezsally important to stimulate
the export of waste in the environment where tle@eeno adequate capacities
for collection, sorting and recycling of waste Ire$e countries. The insufficient
investments of financial resources, the economgisgrthe lack of awareness
and manifested negligence, have left negative iinpache environment and
human health in the past decade. In addition, theeenot effective control
mechanisms for implementation of laws on waste mament, as well as the
other legislation. In addition, there were no cohind monitoring mechanisms
of the implementation plans and strategies on wasteagement in the past.
Therefore, it is necessary to develop an adequgttera of performance
measurement indicators for monitoring the succdssealized actions and
programs in management of WEEE. In the future geramuntries in the EU
accession process should focus more on strength@mstitutional capacities
for effective management of WEEE, the developindegislation, developing
of control mechanisms for its full implementatices well as developing a
strong partnership network of state institution§®& and entrepreneurships in
solving this problem.
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JACANJE INSTITUCIONALNIH KAPACITETA ZA
EFEKTIVNO UPRAVLJANJE OTPADOM OD ELEKTRONSKE
I ELEKTRICNE OPREME - IZAZOV ODRZIVOG RAZVOJA
ZEMALJA U PROCESU PRIDRUZIVANJA EU

Apstrakt: Neadekvatno upravljanje otpadom od elektronske 1 elektri¢ne
opreme (waste electrical and electronic equipment - WEEE) dovodi do
zagadivanja zivotne sredine 1 ugrozavanja zdravlja ljudi. Veéi broj zemalja
koje su u procesu prikljucivanja EU karakterise nesistematski 1
institucionalno nezaokruzen pristup regulisanju WEEE. Ovaj problem je kod
njih dosta dugo zapostavljan i neblagovremeno resavan. Medutim, ¢injenica
da WEEE ima najveéi rast i napredne regulative u EU, uticali su na nadlezne
organe ovih zemalja da se ozbiljnije pozabave institucionalnim resenjima,
usvajanjem nove i unapredenjem postojeée regulative. Odgovarajuéa pravna
regulativa je na snazi u razvijenim zemljama EU i sveta ve¢ dugo, tako da
zemlje u procesu pridruzivanja EU u njima nalaze primere dobre prakse. Cilj
ovog rada je analiza institucionalnih resenja za upravljanje WEEE u EU i,
posebno, u zemljama u procesu pridruzivanja EU.

Kljucne reci: upravljanje, otpad, regulativa, unapredenje.
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Introduction

Abstract: Organic production appeared as a reaction on ecological
degradation and unhealthy food. Its aim was to keep the
surrounding with the better production. It a represent suitable
ground (soil) for keeping the financial gain of manufacturer,
because the articles from ecological production are 20-40% more
expensive than thos products from conventional agriculture
(agronomy). The most suitable location for healthy food production
are in the areas of Fruska gora, Tara, Djerdap, Golija, Stara
planina, Sokograd, Mokra gora, Vlasina, Radan, Ovcarsko-
kablarske klisura (canyon). The cooperations for the organic food
production are in Leskovac, Cacak, and some other parts of Serbia.
In Serbia there is 0.1% of about 1600 ha area where organic food is
producted.For the organic food to be led from home manufactures
to customers, there must be greaterit involvement of country, and
manufacturer, but also the uprise of citizens mind, but also the
uprise of citizens awareness a higher level.

Key words: organic, production, import, food, sustainable
development

The organic agriculture came out as a reactionh® life environment

pollution, urbanization and keeping the plant anthal species. In the 1990s

of the 20" century, new producers of organic food in Serlipeard and the

trend of growth intensified in the past. Fruit, e&ples and cereals are mostly
grown. Organic products in our country are 40% mexgensive compared to

the products of conventional agriculture.

Organic agriculture includes:
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* Wide croprotation,

* High restrictions to chemical-synthetic pesticidesl synthetic fertilizers,

* Interdiction of using genetically modified organsm

*« Manure utilisation,

» Selection of plant and animal species resistartidease and adapted to
local conditions

« cattle raising in free space, with the organic fpogsence

Contemporary world becomes a big playground for metmg of the
producers and consumers of organic food. Thatlstigs new "agression” to
ecologicaly still unruined agricultural resourasover the planet. To avoid
the influnece of "the riders of Apocalypse” aletimterested participants from
the business sphere in the field of production apdcement of organic
agriculture, as its business surrounding and idgocultural” upgrade of
civilized world, have to achieve the consensusarthership interest relations
which make redestribution, but also relocation abducts of organic
agriculture. "The implementation of measures ptedi in the Law on Food
Security will make that safety from the view of &g the highest possible
level of health care.” (Buncic, Kostic, 2009, 6£)-6

In our literature the contemporatry managementgoicalture is interesting,
and also the production of the organic food hagjaale treatement. The works
of professors Snezana Djekic, Milica Vujicic i Bkan Ljutic, who adapt
menagement and moderns agro-business to contempotandencies of
societies' development, but also to more flexided for healthy food, are
specially emphasized. They see that agro-businesste management allow
multipurpose structure of that activity, in order make the marketing mix
from 7p in organic food production imoprtant catggof theory and practice
of all production and consumption elements in egparn(Djekic, S., 2001;
Djekic, S, Vujacic, M. 2003; Ljutic, B., 2003).

"From the position of production and usage of hgallafe food, in world
ratios, there are 3 main claims:

1) how much is the so far conflict situation betweesrtain economic
branches influenced on the collocation and produacsitructure which
was determining the reproduction and standing afthg safe food;

2) how much contemporary economic system of the weudceeded in
establishing coexistence, actually, undisturbedeliggment from the
aspect of producer and bidders of eco-food; and

3) how do the modern and post-modern conceptions afdis global
development see symbiotic relation between the ymexd and the
consumer " (Milenkovic 2006, p. 279).
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1. Main Characteristics of Organic Food

Organic agriculture as a part of economic susténdbvelopment had the
aim to produce enough healthy food, with the ratiarsage of natural resources
and keeping the condition of healthy environmeme @f the big problems of
humanity was the problem of providing enough amaifrtighly healthy food
for the existing human population. The consumerg this food mostly for
healthy reasons- 46% and better taste- 40%
(www.tehnologijahrane.com/nutricionizam/organskara). In some developed
countries organic agriculture represents a big parttotal agricultural
production, in Denmark it accounts on it 13%, ins&ia 10%, in Switzerland
8%, (www.tehnologijahrane.com/ nutricionizam/ordaatrana). The biggest
market of organic products is in Germany with tkearng’ growth of 10% and it
is double than the market in France.

The organic (ecological) agriculture is based andhncept of sustainable
development, through wich the reliable basis is en&ol use all the non-
renewable resources in agriculture, to protect waise resources, life
environment and more productive agricultural pradu ie. the expansion of
organic products production. Ecological agricultueduces the usage of
chemical, artificial fertilizers, pesticids, by redng with it the influence of
natural laws that increase the growth and the teegie to diseases
(www.wellnessadria.com/organskapoljoprivreda). Somasticids have heavy
metal copper, which can be the source of accunomlati product. Organic
products are result of organic production thaed with the use of agritouristic
measures which include the usage of chemical agents

For many advantages of organic food | will quotameo

» Organic food farms do not release synthetic pefsithreatening to flora
and fauna in the surrounding,

¢ These farms do not distort existing eco-systenfbod and fauna, and

* According to the calculation of yield per prodactisit there was a
conclusion that the smaller amount of the energyused for their
production.

Organic products (organic fruit- apple, plums, t#Espes and berry fruit,
mostly) are the biggest export potential in Serfliaey are, certaianly, safe
because they do not consist of the adverse matdpakticids, heavy metals),
synthetic additives and preparations. They havestaentent of nitrate, and do
not have poisons form unhealthy package, becawsedte packed in natural
materials. These products consist of higher bigkigialue, and higher amount
of dry material. Many researches in the area ofaely showed that all these
products have high amount of oligo minerals, i.alcm, Iron, Magnesium,
Phosphorus and Vitamin C. Organic products do awelthemicals that would
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pollute life environment, water, air, and soil, boitkeep flora and fauna, giving
the priority to the recoverable sources of energyww.moja-vizit-
karta.evision.rs/organski-proizvodi). Ideal locasan Europe for production of
healthy food are: Germany, France, ltaly, etc. Adsmsumig of the healthy
organic food improves the growth of integral (agtiural) production.

Courses of this system of production are: (wwwidastarica/organska
poljoprivreda):

 Fertile soil control,

» Croprotation as a system of plant production,

- Integral and biological protection of agricultucabps,

» Guidelines (associatins for integral production),

» Quality of products (high biological value and camttof harmful substances
under the level of the law allowable values),

« Agricultural products’ brand and refinement’'s htarthe certificate with
the symbol of association,

« Applied agrotehnical modules reciprocally integdatand which give the
best preservance of natural resources.

Leading regions in the organic food productiontaeeparts in west and east
Serbia. In our country about 80 producers of orgéoid are registrated. At the
Europian organic food fair ,Biofach”, in the Germanty Nurmberg, in
February 2012, above 2500 exhibitors from all aber world, seven Serbian
companies introduced themselves with the high &msot of organic products.
The most famous companies form Serbia that promtiteid products on the
fair were: Foodland, Zadrugar, Zdravo Organic, MpiRthdoslovi, Royal Eco
Food. From the rich offer, the following organicogucts are distinguished:
wild strawberries, cherries, plums, apricots and duses jams, chutney, beet,
apple, blackberry and raspberry juices, and vetgtdiom Serbia.

Thanks to the partaking at the fair ,Biofach”, 011, companies from
Serbia succeeded to make the export contract foutatf 3, 2 million dollars.
At this fair the company “Hemel” also had a big se&s in organic food
production. Royal Eco Food company for the produrctf organic food at the
year’s level had about 40 tons of organic food pobidn capacity, and for the
next year, in 2012, the plan is the increase itabse the higer requirement for
the organic food is expected in EU. The investmangésdouble in this kind of
production in comparison with commercial food, hesm there is a lot of
physical work, little mechanization, specific regtgein terms of preparation,
processing and harvesting, and the products arensigr (www.b92.net). The
county of Pirot also stands out for the productdrhighly- valuable food for
which there is a great interest at the home aneignrmarket. The production
of potatoes, onions, marrow squashes, plums, greans, is organized within
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the Agricultural Cooperatives ,Arbinje” from Pirawhich allows the export to

the EU market. Over one French- Serbian companyotbenic potatoes and
onions are qualified to France, and the plan igualify the fruit and vegetables
to Russia. The area of Pirot is unpolluted, ang gertable for making food as

the future of our region. State subvencies overhéhetare are 14 000, and for
organic food 43 000 RSD (www.blic.rs).

According to many regional analyses for the orgdoiocd production in
Serbia, there is a conclusion that 96% of the awea certified regions for
collecting the yields from nature (201.000 ha), &mel agricultural production is
taking about 4% from the total certified area,laiw 8.660 ha. The biggest part of
the surface are long-year cultures (5.000 ha), gastures and meadows (2.500
ha) and field and vegetables corps (about 1.25Qwwajv.organiccentar.rs, 1). At
about 90% of field and vegetables corps (wheah, mybeans) the products are
produced in Vojvodina. Long-year plants, pasturesrmeadows are mostly in the
areas of the south Serbia. This area is very fanfiousts fruits- raspberry,
strawberry, blackberry, apple, plum, cherry. Akkdh fruits are produced on the
principle of organic production and are directedte export. Specifically, the
companies from Serbia as "Lion Foods”, "Foodlandd &'Herba” from Belgrade,
that are doing the production and processing ofrthits, vegetables, and healthy
plants and forest fruits, are successfully repteskat the International Fair of
Organic Food in German the city of Nuremberg, alsg all those companies
made very successful contacts with foreign custspiesm USA, Romania, and
other countries from European Union.

The company "Ecosoil” from Ni§ for the first timdaped the organic
fertilizer to the customers. The highest interestdrganic products in Serbia
showed the customers who in past year had the rofsrganic food market.
On the production of fruits and vegetables thecagiral farm Radivojevic
stands out, that is spread on 6 hectares of alaiude between Lipovacka forest
and slope of Kosmaj in Barajevo near Belgradehis farm there is the organic
farm Laf, on which the flora and fauna speciesgamvn on the principles of
organic production (www.organskafarmalaf.rs).

Many laws that are brought because of food safetyaganic agriculture,
and which are reliable basis for the placement tweijn market
(www.glassrbije.org/ buducnost organske hrane)iljgdrraspberry is 30% of
the total world’s production of raspberry and itvexy valuable in the foreign
market. In order to make the further developmenorgianic production, four
centres of organic food production are made in i8eib Svilajnac, Selenca,
Valjevo and Leskovac. Healthy food is produced erb&, so that Serbian
village is more promoted. For making bigger expasults in organic food
production- fruits, vegetables big investments aexeded, and also the
knowledge about their regular growth according todpean standards.
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2. Comparative Analysis of Organic and Geneticaly-Modified Food

Serbia is a country of unpolluted natural resoudas agrarian potentials,
and like that there is no need for the productibgeneticaly modified food,
toxical food which would be reflected negative &ahh and life of the whole
human population.

The want for the organic food grows, and the futfrthis economy branch
is manifested through the export on the foreign ketar Organic products
(potaotes, onion, marrow squashes, organic frudpples, raspberries,
blackberries) are full of potassium, magnesium,sphorus, vitamin C, and
have harmful substances (pesticids) and chemicathamselves that would
pollute area and soil. Ecologically clean orgamiod is produced in Serbia on
about 2 400 hectares, and the aim of that areahs tloubled in ten years. The
biggest organic food product market is in Europe-Germany, France, and
Hungary, and in other developed countries. Fromehding regions in organic
production of fruits, west and south Serbia ardimdisished, and for the
production of vegetables and farming cultures Vdjma stands out.

About 80 organic food producers in Serbia are tegjisd. Just about 90%
of organic products are directed from Serbia to riieket of EU countries,
USA, and Japan. The plan of the experts from thleer® of agricultural
production has its tendencies to increase the @fresable land in our country
for the next ten years for more than 20% underottganic production, about
one million hectares. According to the informatmChamber of Commerce, a
kind of production is done in Serbia at about 16 B8ctares. Compared to the
whole arable land area which is 4,2 million hedreSerbia, that is only 0,3%
(www.emg.rs./vesti/srbija).

The lands with the biggest organic areas are Aistdl, 8 miliona
hectares), Argentina (3, 1 miliona hectares), Clfiha3 miliona hectares) and
USA (1, 6 miliona hectares). The biggest produdenrganic fruit is Italy, of
organic coffee Mexico, whereas cocao is producdtienDominican Republic.
Spain and Turkey are the biggest producers of agalives, Italy, Spain and
France of grapes. Serbia could become one of thggebi producers in
collecting organic juniper (www.tehnologijahranerdorganska-poljoprivreda).
In Serbia there is 4.500 hectares under organid,femd more than 2.500
hectares are in the process of sertification. Tlaee2600.000 hectares in our
country that can be transported to organic produocti

Law of Organic Production, but also the Action PRaavelopment of a
Agriculture till 2015, should be reliable basis tagrarian producton
development (www.glassrbije.org/buducnost-orgartglege). The certification
is very important, for the free export of produttsthe EU market. In the
programmes of selling organic food, the agricultfsems participate the most,
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of which there are 770 000 in Serbia, while 450 @06 registrated. One
ecological cooperative from Kragujevac called ,BRois”, that had 70 farms,
succeeded with Canadian help in doing the certiioaof the area such as:
Zagubica, Petrovac na Mlavi etc. All the organiodoproducts found their
place on the USA, Japan and EU market. In orgaood forodaction there are
bigger economic effects, and the aim is to savebibéiversity in general.

Organic (ecological) production is based on keepirgycriteria of sustainable
development for the purpose of producing the sarfer healthier food, both for
its own (personal) needs, and for the export. Wémeaking about geneticaly
modified food, the fact is that unlike the develdpgorld, in transition was
allowed from 0,3 to 0,5% genetical modificationadacountries- members of
European Union 0,9% genetical modifications. Gewyn&reat Britain, France
are the countries where the usage of geneticalyifreddood is not allowed.

Based on some researches done in the USA in 1886 dnclusion was that
the area of land, where geneticaly modified foaaswgrown, was about 1,5
million hectares, and that number raised to 21 ionll hectares

(www.pravoslavlje.spc.rs/broj/926/tekst/izazovi geski modifikovane hrane).

Advantages of geneticaly modified food are seen as:

* Reduced use of pesticides and insecticides thattpahe surrounding;

* Growing of plants that would give bigger incomes;

* Producing healthy cattle, resistant to many disease

* Geneticaly modified food deficiencies are manifdste

* As a change in ecological system, by eliminatinmeaiseful plants and
insects, and making new species wich are unknown;

e Through the appearance of allergic diseases, amdddicline in immune
system, and

» The appearance of the bigger monocultures and ptioduat bigger areas
that are very suitable for polyculture (multipurphs

Many controls haven’t been done yet in order torguie the correctness
of this kind of food. Countries of the EU, Switzert, Hungary, Australia,
Norweign, have permission for marking geneticalydified food. The biggest
producers of geneticaly modified food are: USA 99 Brazil (6%) and
Argentina (20%) (www.tehnologijahrane.com/nutriégzam/organska-hrana,
page 3). Our laws disable input of geneticaly niedif food into life
environment. But apart from all that soya is présenour fields. The Republic
of Serbia has begun to bring new real legal framkwahich will integrate
control all the aspects of production, traffic gohtand food consumation
(Buncic, Kostic 2009, p.60-63). The implementatainmeasures provided in
the Law on the Food Security will provide bettegamisation for getting the
highest possible level of health. Many researcligBeoMinistry of Agriculture
and Trade showed that the accuracy of our produdieme market is not from
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the geneticaly modified products. In Vojvodina wkms, example, found, about
1.000 to 1.500 hectares under geneticaly modifiegh souckshot and corn.
Only 80 hectares from that are destroyed. If Sedfiaws further growth of
geneticaly modified soya, then we will have poltutand and foodstuffs in the
future, otherwise, Serbia has big opportunitiesbio-food production. The
society "Zelena omladina Srbije" (Green youthSefrbia) in Resolution of
geneticaly modified food suggested the followingaswres:

* Independant and public evaluation of risk to hunmealth and natural
surrounding,

« Rising the level of human concience about thisestbjgiving labels to all
the existing products (geneticaly modified),

* Precise defining of law on import and export of gtsaly modified food.

e It needs to be thought to all previous facts, ideorto keep more human
health, economic perspective and agriculture ofoountry.

3. Possibilities of Placement of Highly-Valuable Food in Serbia's
Tourism

Nowadays humanity is faced with huge problems comieg pollution of
healthy life environment, urbanisation and expemsib big amounts of non-
renewable resources. This knowledge made mankirahgeh its behaviour
towards nature in order to keep as much as podéibeand fauna, and make
better conditions for the development and progogssome future generations.
As a reaction to ecological degradation and pooalityu food, organic
(ecological) agriculture developed.

After ten years the production and selling of oigaproducts becomes
more popular and economically significant to surthle development of rural
tourism and increasing of life standard, i.e. tiigality. Its purpose is to save
the life environment with healthy food by high-gtyalproduction. Its aim is
showed through consistant healthy food productibickvwill secure existence
and the development of human population.

Agrarian politics is of important influence on ¢emporary development of
the country and intensification of sustainable adture and healthy food
production (Petrovic, Cerovic 2006, p. 223, 224)olr country the agriculture
is not completely protected. There is a need foardgultural policy to be chan

The last report from the World Bank that reffersSerbia shows that only
energetics and agricluture sectors have the patefdir the increase which can
bring the increase of total export (www.tehnoldgigne.com/
nutricionizam/organska-hrana). Serbia imports megiprts primary agricultural
products and very little of refined food. When #hé economic crisis, the food
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becomes more significant, so the investment taaliure is the safe investment.
The biggest organic fruit producer is Italy, whaltorganic raspberry are grown
in ltaly and Turkey, and cocao in the Dominican #ig. The value of world
production of mentioned food rose to 23 billion Aroan dollars.

Chart 1 Area of Organic Agriculture in the World, and Countries from the
Alliance of the Former Federal Republics of Yugoslaa

Country Area of organic agriculture (ma)
Australia 10.000.000
Argentina 2.960.000

Italy 1.168.212
USA 950.000
Brazil 841.769
Germany 696.978
Austria 297.000
Switzerland 107.000
Hungary 103.672
Serbia and Montenegio 15.200
IBosnia and Herzegovitlna 1.113
Croatia 120

Source: www.tehnologijahrane.com/nutricionizam/organskara, pages 3, 4

Chart 2. Organic Food Surface in the World

Country Years' growth in 9%
Denmark 13%
Austria 10%
Switzerland 85
Germany 10%

USA 20%
Frane 20%
Japan 20%

Source:www.tehnologijahrane.com/nutricionizam/organskara, pages 3, 4.

When talking about our country, the Governmenthef Republic of Serbia
in December, 2005 adopted the Statute of Organeciu®tion and Organic
Products and sent to parliamentary procedure. Bimue had the aim:
(www.tehnologijahrane.com/nutricionizam/organskarta, p. 6):
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» To get the priducts with certain production proaegu
» To keep socially economical rural development,

+ To protect the consumer,

- To protect natural resources from pollution,
« To upkeep and increase for a long period soiilitgrt

« To keep the biodiversity.

Serbia is the country that has wealthy natural riate (suitable climate,
position, and fertile soil), and as that it givgsp@priate conditions for the
development and the production of high-quality foblw there is an area of
0.1% at 1600 hectares under organic productionruihd€he aim is to enlarge
those areas to 600.000 hectares, and in twentyg yeanake the production of
about millin hectares. The tourist offer of Serhtaforeign markets consists of:
forest fruit (hazel bush, wild strawberyy, wild oakt), medical and aromatic
plants (lemon balm, thyme, birch, thyme, chamomifeuits, vegetables and
other, organic products. Our country can, certairnlgvelop its competitive
advantages in healthy food production. Ideal locatifor healthy food production
are in the areas of Gornje Podunavlje, Tara, Pajerdap, Golija, Stara planina,
canyons of the river Resava, Sokograd, Mokra dgoadan, Vlasina, Ovcar-kablar
canyon(Kosti¢-Nikolic, Milovanovic-Golubovic 2006, p. 13-20).

Chart 3 Analytical Calculation od Wheat Production at Family Farms
in 2008/2009 for Different Levels of Investment
(Wheat price 10.000 RSD/t, RSD/ha)

Yield (t/ha)
Elements
35 45 | 55 | 65 75
| Income
1. Income from the wheat 35.000 | 45.000| 55000 65.000  75.000
seeds selling

Il Costs
1. Variable costs 40.946|6 45.634,1 50.321,5 55.008,9 59.696,3
1.1 Seeds 7.500,0 7.500,0 7.500,0 7.500,0 7.500,0
1.2 Mineral fertilizer 14.890,9 19.145,5 23.400,0 27.654,5319.090,1
1.3 Means of protection 1.500,0 1.500,0 1.500,0 1.500,0 1.500,0
iifé’ﬁ'aé‘f?rﬁi{'eﬂ%ﬁ's 13.357,3 13.357,3 13.357,3 13.357,3 13.357,3
1.5 Other variable costs 3.698,44.121,3 4.546,2 4.997,1 5.429,9
2. Fixed costs 15.137,015.137,0 15.137,0 15.137,0 15.137,0
3. Total costs 56.083|6 60.771,0 64.4855 70.145,9 74.833,3
Il Profit -21.083,6 -15.771,0 -10.458,5 -51.49,9  166,7
-60,24% -35,05% -19,029 -7,92% 0,22%

Source:www.agroprofil.rs/Agrarna i ruralna politika u Sjibp. 64
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In the developed production programmes and orgawoid selling the most
part have: agricultural economy, consumers, adticail farms, intermediators,
etc. Our country is, with its agricultural prodyatsostly directed to the market
of European countries. Most countries give subwastiin the area of
agriculture, in order to raise the productivityadigher level, and get foreign
investors (South America, Japan, Australia) to supfihe organic agricultural
development (Jonathan, M., Harris 2009, p. 239anyichanges that appeared
in past years in Serbia at the agricultural prosluearket had big influence to
profitability of wheat production. Many family fasncouldn't afford financial
needs which reflected negatively to the level sEstment.

With the income of 3, 58 t/ha farmers do not suddeecover variable costs
of production. It is clear that agricultural farmsrked with lost in wheat
production. With states help farms with the incoafe3,58 t/ha covered the
variable production costs. In production costsdbsts of mineral fertilizer are
very important. Suitable usage of mineral fertiizend in the conditions od
high purcahes price resaults with the productiafditability.

Chart 4. Profit Made on Hectare in Production of Wheat at Family Farms in
2008/2009. According to the Level of State's Incemes and Yield of Wheat

(Wheat Price 10.000 RSD/t)

State incentives for Yield (t/ha)
agriculture (RSD/ha) 35 45 55 6.5 75
0,00 -21.083,6 -15.771 -10.458,5 -5.145,9 166,7
1.712,32 -19.371,3-14.058,7 -8.746,14 -3.433,56 1.879,03

12.000,00 -9.083,62 -3.771,0 1.514,54 6.854,12 12.166,71
14.119,10 -6.964,52-1.651,94 3.660,64 8.973,22 14.285,81
15.000,00 -6.083,62 -771,04 4.514,54 9.854,12 15.167
20.000,00 -1.083,62 4.228,96 9.541,54 14.854,12 20.166,71
25.000,00 3.916,39 9.228,96 14.541,54 19.854,12 25.166,71

Source www.agroprofil.rs/Agrarna i ruralna politika ulsji, p. 66

It can be seen from this chart that if the produrctieachers income of 5,5
t/ha, the wheat production is profitable, until oby’s stimuluses are bigger tan
10.458.46 RSD per hectare. Higher country’s stimeguto wheat producers and
higher income have bigger profitability of wheabguction.
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Conslusion

Oraganic (ecological) agriculture is based on tbacept of sustainable
development, over which the reliable basis is madease all non-renewable
resources in agriculture, life environment and @agtiral production more
productive. Organic products have bigger conterdrgfmateria. They are full
of potassium, iron, phosphorus, magnesium and dohaee chemicals that
would pollute water, air and soil. The biggest oigaproducts market is in
Europe (France, Germany, Hungary). The leadingoregiin organic food
production are the parts of west and south Serb@.keep the bigger
competition and profitability of Serbian branchéée cluster of model is going
to be used, ie. The society and the incubatorreefithe special importance
needs to be given to touristic bio-gardens thataaganic food producer for
tourist market needs.

Many problems in agriculture sphere can be onlywesblwith adequate
usage of agrarian policy, as strategy of sustaindelelopment and also by
measures that are focused on:

1. Investment and production of farms and processinginal agricultural
products,

2. Activities of the village and life environment désement,

3. Improvement of the infrasturcture in rural aread &maining of personnel.
With the increase of globalization in the world ketr home agriculture
producers should use all the flaws of market pkyerorder to keep the
market needs. The knowledge and the analysis okhamd foreign market
presents only one advantage of producers for makigl profit and
becoming main leaders in regional targets (segrpents

4. Enhancement agriculture producers’ concience abibet surrounding
guestions,

5. Increase of area under organic production and

6. Introduction of good agriculture practice code.

Organic agriculture for mountain area of Serbieao(al80% of total area of
our country) represents such a challenge that carcannected to the
productivity of life space, optimum yield of floend fauna and appreciative to
business success because the need for organicdogdforms in the whole
world. Also, in Serbia, there is a good space iooabdf organic agriculutre to
those products that are helped by the optimal ahtunditions (microclimate,
pedology soil types, landforms). Those areas we #weugh: hilly,
mountainous and clean mountain areal Serbia.
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ORGANSKA HRANA KAO PERSPEKTIVNI PROIZVOD
SRBIJE

Apstrakt: Organska proizvodnja je nastala kao reakcija na ekolosku
degradaciju 1 nekvalitetnu hranu. Njen cilj je bio da se uz kvalitetniju
proizvodnju bolje ocuva zivotna sredina. Ona predstavlja pogodno tlo za
ostvarivanje finansijske dobiti proizvodaca, jer su artikili iz ekoloske
proizvodnje na trzistu 20-40% skuplji od proizvoda iz konvencionalne
poljoprivrede. Najpogodnije lokacije za proizvodnju zdrave hrane prostiru se
u oblastima: Gornjeg Podunavlja, Tare, Derdapa, Golije, Stare planine,
Sokograda, Mokre gore, Vlasine, Radana, Ovcarsko-kablarske klisure.
Zadruge za proizvodnju organske hrane postoje u Leskoveu, Cadku, i jos
nekom delovima Srbije. U Srbiji se pod organskom proizvodnjom nalazi 0,1%
povrsina na oko 1.600 hektara. Da bi organska hrana domacih
poljoprivrednika pronasala put do potrosaca, neophodna je Sto veca
angazovanost drzave, i proizvodaca, ali i podizanje nivoa svesti gradana na
jedan visi nivo.

Kljuéne reci: organska proizvodnja, uvoz, hrana, odrzivi razvoj.
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Unpublished work:
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