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FROM THE EDITOR

International scientific conference “Economic scies on the crossroad” held in Belgrade &h 4
December 2013 gathered more than 100 prominentneses, university professors and young
researchers from many countries all around thedwvtance, Hungary, Italy, Russian Federation,
Slovakia, Tunisia , Bosnia and Herzegovina, Cro&iRY Macedonia, Montenegro and Slovenia).

The conference was organized by the Institute anBmic Sciences Belgrade; Belgrade Banking
Academy, Belgrade, Serbia; Faculty of Economics echhical University of KoSice, KoSice,

Slovakia; University Nice Sophia Antipolis, Niceraice; Association CEMAFI International, Nice,

France; Faculty of Economics — University of CoimbrCoimbra, Portugal and School of
Management - University of Turin, Turin, Italy. Tharganization of the Conference has been
supported by the Ministry of Education, Scienced a@echnological Development of Republic of
Serbia.

The following thematic sections have been discussdéite conference:

Economic aspects of the process of enlargemeiedtEtiropean Union (EU)
Analysis of the financial sectors in the EU and tB8dtastern European Countries
Global crisis in EU and South Eastern European @msn- Facts and figures
Agriculture, Ecology, Environment protection poliagd sustainable development
Employment and Social aspects of the EU and Soasitefn European Countries
Role of entrepreneurship in the time of crisis

Regulatory and police environment of the EU and t#fasBalkan Countries for the European
integration process

8. Business and Financial Restructuring — EU and &tratChanges

9. Macroeconomic Framework for Structural Adjustmentthe Time of Global Crisis
10.Competitiveness of South eastern Europe Countmés=obal Economy
11.Management in Zicentury

12 Development of IT in Knowledge based Economies

13 Economic development and competitiveness

14 Labour Market Transformation and Human Resourcecldgment

NoobkwbnE

More than hundred abstracts were submitted forigigation on this international conference, but
through strict selection 71 were approved for pregen and after the blind review process only 57
papers from 9 countries have been accepted foiighitg. The Conference organizers owe special
thanks to Ministry of Education, Sciences and Tetbgical Development of Republic of Serbia that
has supported publishing of the conference proogesdi

We do hope that the analysis discussed during tmée@ence and presented in this edition provide an
analytical and empirical foundations for policyians needed to foster Serbia’s and Western Balkan
countries’ integration into the EU. They also prep@ossible ways to maintain the stable economies
in some EU and Balkan countries till the end of ghabal crisis. In short, we find that our economic
policies and sciences are on the crossroads atdheent.

Editors
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OPTIMUM CURRENCY AREAS, REAL AND NOMINAL
CONVERGENCE IN THE EUROPEAN UNION

Jodo Sousa ANDRADE
Anténio Portugal DUARTE?

Abstract

It is well known and widely accepted by econontisisthe characteristics of European countries that
become the Eurozone did not respect the conditbiasm Optimum Currency Area (OCA) in 1999. A
strict level of convergence in inflation and intereates was imposed. In addition to the nominal
convergence (monetary and financial) a process arfvergence of nominal incomes in the new
monetary unit would be generated with the monetasgration. After summarizing the criteria for a
successful currency area in the context of the @@dry we propose to study the real and nominal
convergence process for an older group (11) of tiesto accept or reject if this countries form an
OCA. We apply original conditions imposed to AD§tsewe apply also Schmidt-Phillips tests and we
estimate not usual fractional differential process overcome traditional tests of unit root. We
conclude by the existence of a process of realrgiree and nominal convergence. We think this is a
source of real imbalances in the European integratprocess that can destroy the harmonious
development of a European Monetary Union.

Key Words:Monetary integration, Optimum Currency Areas, raatl nominal convergence,
spectral analysisind total factor productivity.

INTRODUCTION

In 1961 Robert Mundell published in tAenerican Economic Reviewis famous paper “A Theory of
Optimum Currency Areas” (Mundell, 1961) presentiigidea of an optimal monetary area.

Nearly four decades later, in 1999 the EuropeamtdfEU) created its monetary area with the
common currency the Euro. At the beginning the Beam single currency was used as bank money,
but in 2002 the Euro was introduced as banknoteflamd then on it has been used as the means of
payment in the EU.

However, for a long time the rule in Europe (workBemed to be that for each country its own
currency (Baldwin and Wyplosz, 2009). At the extegemneach city or region should have its own
currency, i.e. its national symbols displayed omg@nd banknotes, as few centuries ago feudad lord
had their faces stamped on gold and silver coins.

Apart from this, a currency is also useful becatignable and stimulate commercial and financial
transactions and because it is immediately recegnido, the more people accept it, the more useful
is a currency. In that sense, the Europe would fiieime having the same currency (Rose, 2000;
Frankel and Rose, 2002; Baldwin and Wyplosz, 2@&her and Henn, 2009), acceptable anywhere
in the region and allowing for global trade withéo® much costly transactions.

! Doctorat d’Etat, Full Professor, Faculty of EconospiUniversity of Coimbra, Portugal and Researdtofte
GEMF — Grupo de Estudos Monetarios e Financeirasyly of Economics, University of Coimbra, Portliga
2PhD in Economics, Assistant Professor, Faculty afri®mics, University of Coimbra, Portugal and Reslea
Fellow, GEMF — Grupo de Estudos Monetarios e Firans, Faculty of Economics, University of Coimbra,
Portugal.
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This is exactly one of the main criteria’s undemtyithe Optimum Currency Area (OCA) theory’s
proposal that we try to summarize in this papert ooly to analyzed if the European Union
(Eurozone) is an optimum currency area, but alsttestigate the existence of real and nominal
convergence in that geographical zone which foestrict group of countries since January 1, 1999
share the same currency.

In fact, from the beginning of the introduction tife Euro, there were many discussions if the
Eurozone could actually be classified as an OCAiftite decision of unifying various EU member

countries under one common currency has been rdbte recently, facing the current monetary
crisis this skepticism has even intensified (Fueni2012) and for this it seems to be the righinmaot

to throw a light on the EU-OCA discussion once marel to examine the criterions/factors for
founding the common currency area.

Our contribution to the debate and literature sté® the fact that we attempt to assess the defpth
the European integration under the both perspeofiveal and nominal convergence. For this purpose
we study the processes of real convergence anchabnonvergence based on spectral analysis, Hurts
indicator; Augmented Dickey-Fuller (ADF) and SchtdaRhillips unit root tests and fractionally
integrated processes.

The paper is structured in five sections. In secBave summarize the Robert Mundell’s theory of an
OCA by briefly reviewing the often cited economiadapolitical criteria for a successful currency
area. In section 3 from Mundell's OCA-theory we Ivalddress the question if European Union
(Eurozone) really is an OCA. In section 4 we ansiier question by assessing the integration process
of the European older EU 12 (-1) members countRaglly, in section 5 we present some concluding
remarks based on empirical evidence followed.

OPTIMUM CURRENCY AREA THEORY

The theory of Optimum Currency Area was pioneergdRbbert Mundell (Mundell, 1961). Credit
often goes to this author as the architect of die@,i but others (for example, Scitovsky, 1984) fpimin
earlier studies done in the same subject, nameAtia Lerner (Lerner, 1944, 1947).

An Optimum Currency Area (OCA) is a geographicalioa which, if sharing a single currency,
would maximize economic efficiency in that areadéscribes the optimal characteristics for the
merger of currencies or the creation of a new auyeln that sense, the theory is a systematic afay
trying to decide whether or not a group of coustieould benefit from abandoning their national
currencies by adopting a single currency. For tieigson, this theory is often mentioned when
discussing the European integration process ancréadion and functioning of the Eurozone.

The basic question that the theory of OCA trieartewer is ‘what conditions must be fulfill for tveo
more countries to use the same currency insteaeémdrate?’ or in the case of the Eurozone, ‘it is i
advantageous for the current 17 member countriabaadon their own currencies and adopt the Euro
as their common currency?’

To answer this question, the theory of OCA develaps®et of economic and political criteria which
recognize that the real economic cost of givingthg exchange rate instrument and accept a single
currency arises in the presence of asymmetric shahocks that do not affect all monetary union
member countries.

The main arguments of the OCA theory is that focuarency area to operate properly, member
countries of the OCA must have similar economic political conditions.There are four classic often
cited economic criteria for a successful curreneaaThese are: i) labor mobility across the regipn
openness with capital mobility and price and walgilfility across the region; iii) production
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diversification and iv) similar business cycles foarticipant countries. In addition we can also
identify two more political ones: v) fiscal transf@mechanism to redistribute income to areas/sector
which have been adversely affected by labor mgb#ihd openness; vi) similar (homogeneous)
preferences/ideologigs

The first criterion was suggested by Robert Mundell961 when he developed the concept of an
OCA (Mundell, 1961). The main idea underlying thi#teria is that the cost of sharing a common
currency would be eliminated if the factors of protion, labor and capital, were fully mobile across
borders. As it is usually supposed that capitaleidectly mobile, the real barriers then come fitbien
absence of labor mobility.

This criteria implies that countries with good oppaities should attract labor from those with few
employment opportunities. So, according to the Milindriterion, an OCA are those within which
people move easily. This does not only require misef visas and workers’ rights, but also lack of
cultural and institutional barriers to fee movememnich as different languages and different pession
schemes throughout the region. Thus, the labor Iityobiiteria advocates that if member countries in
a currency area are hit by asymmetric shocks theyld have a high degree of labor mobility so as
not to create gross disparities between the mentagrtries.

The basic idea behind the second criteria was flatedi by Ronald Mckinnon. According to this
criteria, countries which are very open to tradd tade intensely with each other form an optimum
currency area (Mckinnon, 1963). So, if trade isnlg freely, the market forces of demand and
supply automatically distribute money and goodwieere they are necessary. Consequently, their
prices will be the same at home and abroad. Chgnifie exchange rate will thus not affect the
relative prices of such domestic and foreign goods.

However, in practice this does not work perfectytizere is no true wage flexibility. For example, i
the case of the Eurozone, member countries trgaéisantly with each other. Intra-European trasle i
greater than international trade. As suggestedhéyriost recent empirical analysis of the Euro &ffec
the use of the European single currency has inedemade by 5 to 15 percent in the Eurozone when
compared to the trade between non-Euro countrigscfy Stein and Ordonez, 2003; Rose, 2004;
Baldwin, 2006; Berger and Nitsch, 2008; Bergin aituhg-Yi, 2012).

According to the third criteria, initially identdd by Peter Kenen, countries whose production and
exports are widely diversified and of similar sttre form an OCA (Kenen, 1969). Therefore a
country that has a wide range of products will havelower decrease in its production if external
demand falls. On the contrary, a country with a iegree of diversification would then need to use
its monetary policy to reduce shocks, whereas bBhidiversified economy may find it valuable to
form a currency union. In that case, good-specifimcks are likely to be of little aggregate
consequence and to affect all member countries simélar way, thus lessening the need for any
exchange rate adjustment (Baldwin and Wyplosz, 2009

Under these circumstances, member countries inr@rary area should be well diversified and
producing similar goods. In this way, there will lees macroeconomic shocks and they will be more
symmetric. Countries that are well diversified witit often face changes in demand for their exports
products as well that product diversification deses the likelihood of asymmetric shocks.

The next relevant criteria of an OCA also implieattmember countries of the currency area should
not be subject to asymmetric shocks. Participanhtees must have similar business cycles, which
means that they should experience economic upsl@nds at the same time, so that counter-cyclical
measures adopted by the area central bank will Ip@sitive effects on all countries (Long and

®In the explanation of the OCA criteria we followryeclosely the presentation by Frankel and Ros@g)1and
Baldwin and Wyplosz (2009).
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Plosses, 1983; Artis and Zhang, 1995; Caporaléis Rihd Prodromidis, 1999). This allows the area
central bank to stimulate economic growth in dowmuand to restrain inflation in booms. So, this
criteria requires that member countries of the angy area should not be significantly different in
terms of economic development and growth.

The fifth criteria, already of political order, sta that for a currency area to operate optimétigre
should be a risk sharing system in the context bfuanonized fiscal policy, such as an automatic
fiscal transfer mechanism to redistribute incomeegions which have been harmfully affected by
labor mobility and openness (Sala-i-Martin and Sad®92; Baldwin and Wyplosz, 2009; Crespo-
Cuaresma et al., 2011). Usually this instrumenedathe form of taxation redistribution to less
developed countries. Thus if a country in the asaHers an asymmetric shock, a central fiscal
authority would transfer tax revenue collected fribve countries that are not adversely affectetiat t
which is negatively reached.

EUROPEAN UNION: AN OPTIMUM CURRENCY AREA?

Based on Krugman and Obstfeld (2009) case studyuoape as an OCA, this section summarize the
rich and unending debate around the question iEthe@pe (Eurozone) really fulfils the criteria af a
OCA.

Theoretically, the OCA criteria should tell us winat it makes sense to create a currency union in
Europe. However, the answer is not easy but rasiject of several controversies (see, e.g.,
Bofinger, 1994, Karras, 1996; Bayoumi and Eicheagrd 997; Kim and Chow, 2003; Mongelli, 2008
and Furrutter, 2012).

The benefits of the establishment of a currencymrin Europe are hard to quantify, as are the six
OCA criteria which may be only partly fulfilled. Mever, it should be noted that the criteria

established for members countries of the EU thaf@ia the Eurozone are not the same as the exiteri
established by Mundell (1961) for an OCA.

The so called Maastrich critetieequire that a country intending to join the Ewmoe must converge
with the rest of the countries on the basis ofnflation, that for a given member country must not
exceed by more than 1.5 percentage points thaheothree best-performing member countries in
terms of price stability; ii) long-term interesttea, that must not exceed by more than 2 percentage
points that of, at most, the three best-performimgmber countries in terms of price stability; iii)
deficits, were the ratio of the annual public diéfioc Gross Domestic Product (GDP) must not exceed
3% at the end of the preceding financial year; ighdebt, were the ratio of gross public debt toR5D
must not exceed 60% at the end of the precedimpdial year; and must also have v) exchange rate
stability without devaluing against the currencyaol other member country.

As already noted, these criteria are not the sasmiase required by the OCA theory, and there is
nowadays considerable debate as to whether the@ds optimal in terms of a common currency.
This section aims to contribute to enrich this deb&o, we try to answer the question as to whether
the Eurozone is an OCA analyzing the criteria onerte.

In what concerns labor mobility, as we have sedarbethe OCA theory suggests that labor mobility
can go a long way toward alleviating the costsrofgymmetric shock when the exchange rate cannot
be adjusted (Mundell, 1961; Baldwin and Wyplos2)20 But Europeans do not seem to take much
advantage of the Single Market which allows therwdok and ‘become calm’ anywhere in the EU. In
fact, Europeans do not even move much across regithin their own countries. People in Europe

* Usually know as nominal convergence criteria thate presented in Article 121(1) of the Treaty lelishing
the European Community.
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move twice less than US citizens. In Europe, whilés moved to another region in the same member
country, only 4.4% moved to another member coufBaldwin and Wyplosz, 2009).

The labor mobility in Europe (Eurozone) is low doevarious barriers. Indeed, although travel within
European countries is relatively easy, requiringisas, especially within the Schengen area, there
various barriers relating to work permits, differéanguages, different customs and traditions,ouesi
welfare and pensions schemes, different culturasomal attachment, and others. Worse even for the
achieving of this OCA criteria, Europeans citizaneve mainly for personal reasons. Professional
reasons account for only 5%. So, it is not sumpgighat when asymmetric shocks occur, migration
plays a smaller role in Europ& his implies that there is a risk of high unenyphent rates in the case
of product market disturbances, since there is @y wf balancing economic shocks via labor
migration within the currency union.

Under these circumstances, we can say that EuEapeZone) is far from fulfilling the labor mobility
criterion. In what concerns openness, this criteréters in the OCA theory because, in a small open
economy, most of the goods produced and consuneettaated on international market$herefore,
their prices on the domestic market are largelgjreshdent of local conditions and any change in the
value of the currency tends to be promptly pass¢al domestic prices. As far as the McKinnon
criterion is concerned, this explains why the seratbuntries have traditionally the most enthusiast
supporters of the currency union. On the other haimel Kenen criterion is built on the idea that
asymmetric shocks are less likely among counthas share similar production patterns and whose
trade is diversified.

Based on the study of Baldwin and Wyplosz (2009p wiade the decomposition of trade into three
types of goods (agriculture, minerals, and manufau) and took Germany as benchmark to analyze
how different is each country’s trade structure,asa conclude that diversification and similarity i
Europe (Eurozone) is quite high. Dissimilarity wilermany is highest for Greece where agriculture
plays a major role, and Netherlands, quite depaermfematural gas and yet an enthusiastic, andrso fa
happy European Monetary Union (EMU) member courgcording to OCA criterion a key element
to minimize the disturbances caused by the presehddiosyncratic business cycles is also the
existence of similarities in economic structured &rre especially similarities in the types of proed
goods. Regarding this criterion, and based onttiayof Caporale, Pittis and Prodromidis (1999) and
also on the work of Furrutter (2012), we can say thember countries of the EU (Eurozone) are not
entirely distinct in their industrial and manufaidhg structure. In fact, they have a high volume of
intra-industry trade.

However, although the countries are all Europead,shhare common cultural traits, they are also very
diverse in their business cycle and trade partrden the level of GDP per capita and the growth
patterns of the member countries of the EMU varysaterably as well as their economic structure.
Looking at labor force qualification and capitaba there are considerable differences between
northern and southern Europe. While the north igeineral highly equipped with skilled labor, capita
and a high-quality production structure, the sodigposes from a less innovative and specialized
manufacturing structure, from less capitalizatamwell as from a smaller number of qualified labor

In this context, we can conclude that there ikljtistification for the formation of the Eurozoimethe
geographical extend we are experiencing nowaddyes high intra-industry trade is a pro-argument of
course, but it seems to be outweighed by the numibeontra-arguments providing dissimilarities in
economic structure/business cycle.

® The current migration process underway in Portegal consequence of the recent economic crisis is
exception to this reality. However, the scale af ffhenomenon is not enough relevant so that weexgact
another type of conclusions in the context of theoZone.

® Recall that in the context of the OCA criteriagapess is defined as the share of economic actieipted to
international trade. Again, we follow very clos¢he presentation by Frankel and Rose (1998) andvwBaland
Wyplosz (2009).
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According to the OCA theory, countries or regioris by a temporary negative shock could also
receive transfers from better-off countries as amensation for having lost the exchange rate
instrument after join the currency union. Within shacountries, seen as currency areas, these
redistributive mechanism is automatic. The trarsstgpically are the outcome of the combined effect
of the tax system and welfare payments (unemployrbenefits, subsidies to poor people, etc.).
However, in the case of Europe (Eurozone) thereisuch system at work. Fiscal harmonization is
only now being put in the Agenda as a requisitetliersuccess of the Euro. Unlike the US, the EU is
made up of national governments, all carefully diray their sovereignty.

The EU budget is small, less than 2% of GDP, antbsl entirely spent on Common Agricultural
Policies and Structural Funds which support thergroregions independently of whether they are hit
by adverse shocks (Baldwin and Wyplosz, 2009). Amansfer system would need a significant
increase in the EU budget, which is not likely dimge soon. Under these circumstances, on this
criterion, again Europe (Eurozone) is definitely an OCA.

In what respect to the homogeneous preferenceionteas already noted, the OCA theory assumes
that all countries must share similar views abtwat tise of monetary policy. However, based, for
example, on inflation rates, this does not seerbgdhe case. In fact, low-inflation Germany and
formerly high-inflation Italy or Greece have veritlé in common. Similarly, looking at public depts
there seems that a gulf separates European cau(Baddwin and Wyplosz, 2009). In this context, in
what concerns the homogeneity of ideologies, wearantiude that there is a mixed behavior. So, it
may be too early to tell that Europe (Eurozone)definitely characterized by homogeneous
preferences. So, in summary, we can say that EEp®zone) is far from fulfilling the sixth OCA
criteria.

For some authors (e.g. Ricci, 2008) this situai®nn part responsible for the actual Eurozone
economic difficulties. In fact, while the Eurozoperforms well on some of the criteria charactegzin
an OCA, for example, most European countries dd erelopenness and production diversification,
for their part, currency union member countries lager labor mobility and cannot rely on fiscal
federalism (fiscal transfers) to smooth out regi@mal sectorial economic disturbances.

REAL AND NOMINAL CONVERGENCE IN THE EUROPEAN UNION

In this section we introduce the methodologicah@ples of our empirical analysis and the data we
have used to access the problem of convergenceadhe criteria for an OCA will be confirmed in
terms of empirical results concerning real techgiolal and output convergence and also nominal
convergence.

Empirical Methodology

We propose an analysis that is known in growthditere as absolute convergence. We think that to
recognize a group of economies as having the donditfor a monetary union the hypothesis of
conditional convergence is useless. We are notesiteo wait twenty or one hundred years for
converge, but to know if we can see in the pregentesult of a process of convergence.

Our first analysis of the presence of convergerea, and nominal, is based on the evolution of the
Gini coefficient. We want to see a picture of tlimergence-divergence process by the evolution of
this inequality indicator. Following (Milanovic, P8, 2012) we calculate a non-weighted Gini
coefficient and a weighted Gini coefficient. Thesficonsiders that a country is taken as an indalid
while the other explicitly considers that all inivals (countries) are different and so we must
weighted each one with its population. In this kiitation Europe in not an addition of countries b
an addition of European citizens.
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We apply also the usual tests of unit root to gomtihe existence of a process of convergence. But w
propose some changes to the usual interpretatiovedefrom the growth literature. We investigate if
the differences of an economy with respect to tloeig average are stationary without constant and
stationary around a trend. In the first situatiba country difference variable is stationary watllrift

this means a permanent difference between the teoognies, and so the country is not converging.
This is the reason why we restrict the constafitet@ero. But if the difference is stationary aroand
trend the evolution of its values is fundamentaip®se that the trend coefficient is positive dnal t
variable has negative values this means that thetgois approaching the group values and so we
conclude that it converge. The inverse is also, tna@gative trend coefficient and positive values. T
test these behaviors we apply the ADF test witlinift and with a trend. We know that ADF tests
have a low power if the true data-generation protes an auto-regressive coefficient close to &. Th
other important problem associated with ADF testseilated with deterministic regressors because
they have a different interpretation under the audl alternative hypothesis. So we apply also the
Schmidt-Phillips Lagrange multiplier teg6chmidt and Phillips, 1992), S-P, under which the
deterministic parameters have the same interpoetatider the null or the alternative. This testvad

the choice of the order of the polynomial trend ahhtan be decided by the plotting of the variable
under study. We have used a second order polyndoniall testes.

In some way these tests continues the Hume tradifi@a knife-edge decision: a series has or haa not
unit root. Granger (Granger, 1980) has justified amroduced the so-called fractionally integrated
processes. We represent an autoregressive fraltyiortagrated moving average process as

(1-L) L)X =6(L),

The fractional difference parameter is 'd' apd.) and 8(L) are the autoregressive and the moving
average polynomials. The usual hypothesis are tdkerroots of andL) and @(L) are outside the
unit circle ande is a white noise process.

We supplement our analysis of unit root with thiewlais of the order of a fractional process forheac
variable under study. A variable may be non-statiprand at the same time mean-reverting. So, a
value of d<1 means that a variable may be a behéikea random walk out of equilibrium for long
periods but finally returns to its equilibrium valuWe will identify this situation as one of a
convergence process.

The estimation of 'd' is made through two meth@€aley et all, 2013). The first one is the usual
Geweke and Porter-Hudak (GPH) method (Geweke angrRdudak, 1983). This estimator is based
on a regression that uses the periodogram fun@®ran estimate of the spectral density. The
bandwidth used is bw = trunc(n * k), where 'n'hie humber of observations and 'k’ (0<k<1) is a
parameter whose default value is 0.5 (Diebold andeRusch, 1989). The second method uses the
Reisen estimator (Reisen, 1994). This method isthas a regression equation that uses the smoothed
periodogram function as an estimate of the spedeakity. It uses the same bandwidth of the first
method and we take the value 'h’, used in the dageld window, equal to .9 , bw2 = trunc(n ” h).

The oldest test for testing long memory processdbeé rescaled range statistic of (Hurst, 1951). A
short-memory process has a value of H=.5 and valixes, far from .5, are taken as reflecting long
memory. This test has a major problem, it is semsib short-term dependence and heteroscedasticity
And it is natural to have both problems in the ables we are using in the paper.

(McLeod and Hipel, 1978) define a process of loregmary when the limit of the sum of the absolute
value of the auto-correlation in not finite. Thisfidition means that the spectral density of a long
memory variable is unbounded at low frequencies.al¢e use in our analysis of convergence the
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representation of the spectral density of the Wéemunder study The auto-correlations of a long
memory process decline much more slowly that @ostaty process and at the same time the spectral

density is much higher when the frequency tend=to, w — 0.

Data Sources

As we said above we take 12 (minus Luxembourg) @oies as a representative group in terms of
economic integration in Europe: Germany, FrancdgiBm, Italy, Netherlands, United Kingdom,
Denmark, Ireland, Greece, Portugal and Spain. W weaanswer to the question: have these rather
older European countries evolved in a way that tteyd form a monetary union? Supposing that the
answer is positive we can then put the problenhefantry in a subsample of these countries of other
countries to form the union. But if the answer egative the enlargement of these group to other
countries can be a really disaster because thesezmmnomies are not themselves in conditions ta for
the union. We consider that the United Kingdom #m&l Denmark have themselves excluded from
EMU by political reasons and not by inappropriateremic conditions.

Almost all data is from AMECO (download in Octob&gdm 1960 to 2012. The growth rate of TFP is
also from this source. With data from Unido Prodigt Website (WPD,
www.unido.org/datal/wpd/index.cfm) we have homogediEuropean TFP values in relation to USA
values (2005=100 for this country). With these eerof TFP we can compare relative differences
between European countries and its average oveyahes. We have also used PWT, version 8,
(Feenstra, 2013) variable PL_C to have a structbpgices for 2005 that was complemented
with GDP deflators from AMECO.

For real convergence we have studied TFP and r&#P @er capita and for nominal
convergence, Consumer Prices, Nominal Wages, CarsuRrice Inflation and Wage Prices
Inflation.

Empirical Estimations and Results

The spectral analysis gives a picture of not lorgnory process for all variables. Similarly the Hurs
indicator gives the same picture. In this casevitiges for a more recent sub-period are lower fban
the whole period meaning a more intensive integmator this sib-period. However we can't forget
that the dimension of our base is very short ferapplication of these teSts

In what follows we begin with real convergence aftdr with nominal convergence.

Real convergence

The concept of convergence applied to an optimurmetasy area is the concept of sigma-
convergence. We apply this concept to the most giomg variable, TFP, for the study of real
convergence and also to GDP per capita (DowrickNgnayen, 1989) and (Bernard and Jones, 1996).
We see in Figure 1 that during the sixties we hegbhhconvergence process, between the beginning of

the seventies and the beginning of the eightiesliffierences have stagnated and after this sulmgberi
we have a substantial increase in real divergence.

7 We take m=1, and so L=3 for the Daniell kernel.
8 We send all these results when requested to thermsu
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Figure 1. Gini coefficient for TFP
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Figure 2. Gini coefficient for real GDPpc
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We obtain a similar result for GDP convergence §feg?). In the last years since the beginning ef th
eighties we have a process of real divergence anttasting with the evolution before the eighties
when we had a process of real convergence.

The results in terms of ‘before 1980’ and ‘after8@9allow us to study real, and also nominal

convergence, for the period since 1980 until thgirbeng of the present contraction (2007). For

Ireland, Portugal and Spain we have also studiegéniod of European integration, 1973 and 1986 to
2007, respectively.

We present only the results of the ADF tests, 8dbstand the estimation of the fractional integrati
we send all the results if they were requestetieauthors.

In what concerns TFP convergence and in terms df ABd S-P tests, for the total period, 1960-2012,
Germany, U. K., Denmark and Portugal are convertpritpe average. For the sub-period 1980-2007,
Germany, France, Belgium and Denmark are convergingthe period of European integration for

Ireland, Portugal and Spain: only Portugal is cogive. So, during the period of more intense

integration only 5 countries have converged: Gegmémnance, Belgium, Denmark and Portugal. In

terms of ‘d’, for the whole period Germany, Belgiumletherlands, Denmark and Portugal

experienced a technological catching-up all overghriod 1960-2012. For the sub-sample period of
1980-2007 (and integration period) the equivalertug is formed only by Netherlands, United

Kingdom and Denmark. So, in conclusion, in termdrattional integration, the deepening of the

European integration has not cause a real conveegaocess in terms of TFP.

The results obtained with GDPpc still reduce thenber of countries converging to the average, for
the whole period: Belgium, United Kingdom, Nethada and Denmark, and for the period of more
intensive integration: France, Denmark and Irelabdncerning fractional differentiation an almost
analogous situation to TFP was obtained. For thelevberiod, Netherlands, United Kingdom and
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Denmark also converge in terms of GDPpc, and thisig is now accompanied by Portugal and
Spain. The results for the sub-period are quiterésgive. Only Netherlands has experienced a
convergence process between 1980 and 2007. If weidary the 1986-2007 period we have to add
Spain to Netherlands.

About real convergence we must conclude that nigt as a group, but also individually, the evidence

is against convergence, the number of countrigscitraverge is very small. A deeper analysis might
draw a darker picture because the countries aexgling in opposite directions.

Nominal convergence
We apply the concept of nominal convergence tol¢ewt prices and wages and after to inflation of

prices and wages. In Figures 3 and 4 we see anconis process of convergence since 1960 until
now. The process was slow during the sixties beglacating after until 2000.

Figure 3. Gini coefficient for GDP Prices
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Figure 4: Gini coefficient for Nominal Wages
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We begin our individual analysis with ADF and Sd3ttapplied to nominal wages. For the whole
period, 1960-2012, we can't reject a convergenoegss for Germany, United Kingdom, Ireland,
Greece, Portugal and Spain. For the sub-period-2980 the group consists now of France, Belgium,
Italy and Denmark and for their integration perid®73/86-2007) Ireland, Portugal and Spain. In
terms of fractional differentiation for the wholerpd only United Kingdom and Denmark can be
taken as converging. For the sub-period 1980-2@&tmany, Italy, Netherlands, Denmark and
Ireland can be taken as converging.

Concerning GDP prices, and for ADF and S-P teststte period 1960 to 2012 only France and
Greece don't converge. For the sub-period 1980-;288Fmany, Netherlands, Greece and Spain (even
during the integration period) don't converge. B evolution of inflation is different, for German
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inflation is lower than average while for Greece &pain is greater than the average. So, the reason
for non-convergence are different. Concerning deifgial differentiation, for the whole period three
countries always present a value of 'd' greater time: France, Netherlands and Greece. While Greece
shows an opposite evolution. For the period 198W728very country has at least one estimation value
of 'd' less than one, which means convergenceorinlasion for GDP prices, for 1980-2007 we have a
global picture of inflation convergence. The bigpsise comes from Portugal, with its values for the
integration period, 1986-2007, reflecting a nonxyagence process.

Let us now see the results for wages inflation.tRerwhole period, in terms of ADF and S-P teses, w
can accept convergence for all the countries extmptGreece. For the sub-period, 1980-2007,
Germany, Ireland, Spain, Denmark and Portugal @sd for the integration period) are diverging.
These results for the whole period, for differdrdifferentiation, confirm the above unit root aysit:

we can accept the convergence for all these cesrtecause the value of 'd' is always less thiorl.
the period 1980-2007 only one country has alwayalae of 'd' greater than 1: Ireland. But for the
integration period the values for Ireland are dss than 1. Summing up, we conclude that there is
evidence of a convergence process in the evoldfowage increases for all these countries, with
some doubts for Germany, Ireland, Spain, DenmadkRartugal.

CONCLUSION

We have presented the conditions that a groupaiauies must obey to form an OCA. In almost all
situations an OCA was the result of a political gges that has conducted the integrated regional
economies to converge. This process was a reah@meéhal one. So, the European process cannot be
considered an unusual one, based on a politicadidac What was different is the nature of this &re
without a political unification. We continue to leeountries. We decided to respect nominal criteria
in order to guarantee a monetary and financialildtaland the creation of the single market to
accomplish the remainder of an OCA. We had an agtivlic intervention to achieve some of the
nominal criteria but almost none to achieve reaveogence. We continue without free mobility of
labor and with mitigated mobility of physical cagit

We have analyzed the integration process for aar@doup of European countries and we conclude
by the existence of price inflation convergenceawis the consequence of the integration of goods
markets. We also conclude by the existence of vigdtgtion convergence, but we think this is more
the result of contagion and Union behavior thatofopean labor market integration. We conclude
also by the existence of wage convergence but perifie most important result is the absence of real
convergence. Summing up our results, wage conveegavithout intensive capital mobility, (+) real
divergence it is the worst of all possible resaltel we must say that this will be a source of real
imbalances between countries in the process offearointegration.
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ECONOMIC INTEGRATION OF SERBIAIN THE EU *
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Abstract

After the dissolution of the Yugoslav federatiom dne formation of new independent states, the
Western Balkan countries have undergone radicahgka over the past two decades. After years of
war and instability that followed the fall of thesiin Wall came a period of uncertainty. At the sam
time, each state has sought to give greater stgb{@urrently, these countries are working to dntit
integration into Euro-Atlantic structures to gaimability and permanent prosperity. Over the past
decade, the EU has a decisive influence in the aéife®alkans. This region may have before it a
stable future provided that we take appropriate sueas and we make the right choices. Indeed, the
region is no longer at war, political stability iscreasing, while ethnic tensions, primarily thrdutne
efforts of the international community, become lgemounced. Economic stabilization was also on
track until the global financial crisis hit the riegn come in turn. All countries in the region have
signed Stabilisation and Association Agreement jSa#ith the EU, and almost all have applied for
accession to the Union. Balkan citizens are finalien the borders of the EU in favour of a program
of visa liberalization. Western Balkan countrieg already members of the EU and the other three
are members of NATO, and several others are waibtirjgin the EU, or are quietly taking their first
steps towards Euro- Atlantic integration. Despltéstundeniable progress, there are still difficesti

to be overcome before the Western Balkans can ¢taahstability. What matters most is whether the
lessons of the failures of the recent past. Todagpite many efforts, bilateral disputes persisi an
political and ethnic tensions have not entirelyagigseared, while organized crime and corruption stil
have unacceptable levels throughout the region.ti@nother hand, we know that without a strong
European roots, it could jeopardize all the effodkthe international community to stabilize the
region. And European integration is the only optitiat can bring the Western Balkans stability,
peace and security.

Key words:Balkan, Economy, European union, Enlargement.

INTRODUCTION

After a historic fifth enlargement of the Europddnion, the geographical spread of the Union and is
nearly exhausted. It is unlikely that Norway andt3&rland to join in the near future. Iceland apgli
for membership. In addition, we are left with Ukraiover whose membership in the official circles of
Brussels does not speak, then, Moldova and Belamish are further than that. That leaves only the
Western Balkans and Turkey, which mainly belong\sta. Analyzing the current situation, we see
that the Union has three candidate countries: @oahich is in the final stages of negotiationsl #n
they failed to conclude negotiations by the enthdf year, it would be logical to expect that iutwb
become a member by the beginning of 2014, whichavibe a very comfortable period for ratification
of the membership. Macedonia currently has a highance of Turkey to the Union which admittedly

This paper is a part of research projects numbga09 European integrations and social and economic
changes in Serbian economy on the way to thpdfld 179015Challenges and prospects of structural changes
in Serbia: Strategic directions for economic depah@nt and harmonization with EU requireménfimanced by
the Ministry of Education, Science and Technologizavelopment of the Republic of Serbia.

2 PhD, Institute of Economic Sciences, Belgradebiger

% PhD, Belgrade Banking Academy — Faculty for bagkinsurance and finance, Belgrade, Serbia



RedzZepadi, S.,buki¢, M. 17

runs a vague policy. On the one hand one of the beemountries encourages Turkey to meet the
requirements and progress towards the EU, bueatdime time on the other side of the other member
countries held various moves back a distance wieiatis to the conclusion that the Union does not
agree on the entry of Turkey into the European biniOther countries of the Western Balkans,
namely Albania, Bosnia and Herzegovina, Montenegnd Serbia enjoy the status of potential
candidate decision of the European Council from0269 which all the countries involved in the
Stabilisation and Association received mentionustat

The most important instrument of the Stabilisateord Association Process is the Stabilisation and
Association Agreement. The Stabilisation and Assomi Agreement is a legal basis, the first
contractual relationship that lays the foundatiam the establishment of the highest forms of
cooperation between the EU and the Western Balk&8ys.its content, the Stabilisation and
Association Agreement is a streamlined Europeareément. However, the difference is that the
Stabilisation and Association Agreement contairditamhal chapters relating to regional cooperation
in the Western Balkans. Then, there are new pmassin the field of justice and home affairs aslwel
as parts that are incurred as a result of the equs of earlier conducted the Association
Agreement. The first two Western Balkan countrigkich signed the Stabilization and Association
Agreement, were Macedonia (in 2000) and Croatia2(ifl), then the rest of the Western Balkans
agreements concluded in the following order: AlbaBD06, Montenegro 2007, Serbia and Bosnia
2008. No matter what all the Stabilisation and Agsion Agreement in principle consists of a
preamble and ten chapters, however, say that beafuthe difference in time of conclusion with
some countries of the Western Balkans and the angnets themselves are different. The difference is
in the structure or in the scope of issues covesethe Stabilisation and Association Agreement, but
in some parts of the contents of the structurealree in the meantime the development of EU law and
new rules. We should not ignore the fact that theofean Union 2000 and in 2001 when the
Stabilisation and Association Agreement signed cétionia and Croatia numbered 15, and when
she did Serbia EU had 27 member states . Alsogeifried to establish another parallel between the
Western Balkans and other countries, then we ceajdthat the countries of this region, unlike those
state characterized by an identical degree of iatem in relation to the Union. Some countrieshsuc
as Croatia are in the final stages of accessiangsare middle of the process , and the third rfear t
beginning . Regardless of the lack of clearly dedilsteps or stages in the process of stabilizathoh
association process, it is precisely by the degpewhich the individual countries of the Western
Balkans are operated with several stages in timesfnaork of the Stabilisation and Association:
Monitoring and evaluation of reforms

Feasibility Study

Negotiations for the conclusion of the Stabilisatamd Association Agreement

Application for membership

Request of candidacy to the European Commission

Negotiations on accession to the

Entrance to the EU.

Noos~wbE

Monitoring and evaluation of the reform is the staghere by mixed working group , composed of
representatives of both countries in the WestertkaBa, as well as experts from the European
Commission, aims to gain insight into the statda@f, economics , business, and political systems,
certain state and provide joint recommendationsrfonitoring the standards of the European Union .
Start the work of these committees for the WesRatkans means the beginning of the process of
European integration. The feasibility study is atiftubased on a report by the European Commission
concludes that there is a certain Western Balkamtcies willing to start negotiations on the signin
of the Stabilization and Association Agreement.

The negotiations, for the conclusion of the Stahtibn and Association Agreement, are the stage on
which the EU Council of Ministers, at the proposhthe European Commission adopts a mandate on
the basis of which the Commission becomes authibrizeconduct negotiations. Also, this term
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represents also an important basis on which taltauiblueprint for the future legal framework of the
Stabilisation and Association Agreement with thartdes of the Western Balkans. The main subject
of negotiations at this stage is a transitionalqukand the pace of liberalization of trade in isulial

and agricultural products, as well as the procé$smomonization of the domestic law of the country
of the Western Balkans with the EU acquis in theaaf the free market. Application for membership
as one of the stages in the process of stabilizatitd association exists when the state show the
ability to meet obligations under the Stabilisateomd Association Agreement. So there is no formal
limit to apply for candidacy, but he, legally arethnically speaking, may be submitted from the
moment of signing of the Stabilization and AssaciatAgreement. To the European Commission at
the request of the application for membership phase in which the European Commission estimates
that member states shall bid on the issues thatlistesl in the questionnaire of the European
Commission. Based on the answers provided, asasdleld-testing European Commission makes an
assessment of whether the state should be givestdhes of a candidate or not. This phase is dtresu
of unfulfilled promises regarding the implementatiof the commitments for which the European
Union does not believe the promises given to thedickate, but requires specific measures of
implementation. Finally, after the closure of dipters it is possible to enter into membershifhé
EU. At the end, we are left to infer the importarméethe Lisbon Treaty for the continuation of the
enlargement process of the European Union, whighgpily refers to the countries of the Western
Balkans, and above all, on Croatia for which theyemto force of the reform package contained in
the Lisbon Treaty means the fulfilment of all nessgy conditions of EU membership for our western
neighbour later than the beginning of 2014. As dar our country remains the hope that clear
continuation of the reform process set out in theogean Partnership priorities and the Stabilisatio
and Association process which could lead us tduatson that soon become a full member of the
European Union.

PRINCIPLES AND PROCEDURES RELATING TO ENLARGEMENT

In principle, every country that wants to join tB& must meet the Copenhagen criteria in 1993.
However, developments in the EU since then havestede Member States to advocate for stricter
rules at the time of enlargement in 2004 and 2@ficially, the Copenhagen criteria are still vaiid
their original formulation: “Membership requiresaththe candidate country that” it has achieved
stability of institutions guaranteeing democradye trule of law, human rights, respect for and
protection of minorities , the existence of ecoresnviable as well as the capacity to cope with
competitive pressure and market forces within th@obd market. Membership presupposes the
candidate's ability to assume the obligations omivership including adherence to the aims of
political, economic union, and money.”

These conditions were again discussed by the Clowheh it adopted in June 2003 the “Thessaloniki
Agenda for the Western Balkans”, which clearly exathat “the future of the Western Balkans is
within the EU”. However, waves of enlargement in020and 2007 and weariness related to
enlargement that has gripped some Member Stateelaas the debate on institutional reform which
led to the Treaty of Lisbon have raised seriousicism how the criteria were used. Based on
experience with the eastward enlargement, the Earoouncil, confirming the Copenhagen criteria,
adopted a new approach which led him to declardicitkp that future negotiations should be
considered “as an open process whose outcome tderguaranteed in advance.” In addition to the
new candidate countries, a negotiating frameworkld/be created, which would have an overview of
the negotiation chapters with clearly defined glims as a step. Shortly before the accessioneof th
Romania and Bulgaria, the Council adopted some dwgnents concerning the accession
negotiations, in particular stating the intention“tefrain from setting any target dates for aciass
until negotiations will not be on the verge of sees.”

Recognizing the importance of taking the past aatd#@ for other countries so, the Serbian
Parliament adopted on 31 March 2010, a resolutmrdemning “the crimes committed against the
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Bosniak population of Srebrenica in July 1995”. dddition, the resolution had “condolences and
apologies to the families of the victims becauseeverything had been done to prevent the tragedy”.
This long-awaited declaration followed a lively débin the National Assembly and was adopted by a
very small majority. Many people have pointed @érbia and Republika Srpska , it was unnecessary
to focus only on war crimes committed by Serbiab&eica ignoring the crimes committed against
the Serbs by other communities . In fact, immetiatdter the adoption of the resolution, the
President of the Serbian Parliament announcedthatas working on a statement condemning crimes
against Serbs in the former Yugoslavia.

BALKAN ECONOMIES: SOME EXAMPLES

Besides the effects on the economy of Serbia,tipact of the financial crisis is seen previously in
other neighbouring countries, such as SloveniaGmdtia. The consequences of the financial crisis
were analysed for each of the countries on a numbedifferent criteria. The aim of this approach is
reflected in the fact to look vulnerable sectordhaf economy in different countries and to consider
the experience of economic policy in Serbia andrédgion. The research results can be used for
economic policy guidelines in the years to comes @pproach is necessary because the economic
crisis is over. It has been said that no countsy been immune to the global economic and financial
crisis. This is the case with the countries whosgtld analysis and carry, and with Serbia, Croatia ,
and Slovenia. Perhaps the most obvious and simpi@gtto at the outset look at the effects of the
crisis , the analysis of trends in GDP and its dghosate . As in most countries in the world, 200%i
truly “bottom of the crisis” with the lowest growttates. It is actually a negative rate, and of éhes
countries, Slovenia has the lowest of -8%. Thesef@lowed by Croatia and Serbia -6.9 % -3.5%.
Looking these countries and the time period af@92 it seems that Serbia had the best performance,
when growth comes, and also the fastest recovarge&ll three countries, only one (Slovenia), la fu
member of the EU, and the remaining two are canelilaand is expected to quickly connect to this
integration, it is true, Croatia joins the unlikehjis year. It is understood that Slovenia wasntist
developed countries in the region to 21000 EURcpgita gross domestic product, while Serbia from
8700 EUR per capita gross domestic product, thst ldaveloped. It is interesting that in all three
countries, gross domestic product per capita sk@@8 and to date has declined, as sufficient
illustration shows the intensity of the crisis.

Looking at the gross industrial production in thesantries shows once again that the most developed
countries suffering the greatest impact of theigria order to finance, and the real sector. Sscthe
case here. Slovenia recorded the sharpest dealimgustrial production, and Africa the lowest. The
recovery in industrial production in Slovenia, steg in 2010 was the fastest, but it is a descandin
line of production unfortunately again began 20M&aving in mind that the decline in industrial
analysis almost always causes unemployment in sordered iterations, it is expected that the
unemployment rate will be the largest in Sloveriihe situation, however, is not so. The highest
unemployment rate recorded yet Serbia, followedChgatia and Slovenia, respectively. The crisis
seems to have a long and variable time delaystrendates in all three countries, starting from&00
onwards growth. It is supposed to be accordindn¢éoenvironment of development and adjust wages
in a national economy. In this regard, we note thathighest average gross salary just in Slovenia,
and the lowest in Serbia. We can see their slighwvth in Slovenia in the reporting period, and thei
dynamics in Serbia and Croatia was about an un@hguayerage. Looking at the public debt of the
three countries, measured as a percentage of GBRew that it is fairly uniform in 2011, but the
largest increase from 2008 to 2011 recorded Slayéinén Croatia and Serbia.

SERBIA AND THE EU: PERSPECTIVES

The EU is the most important foreign trade partraérSerbia and accounts for more than half of the
total imports and exports of Serbia in the worltheTStabilization and Association Agreement is a
long-term, the institutional framework for the dmment of trade and business links between the
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economies of Serbia and the EU. The Stabilizatind Association Agreement exceptional trade
measures by the EU will be transformed into a @mttral obligation. The appearance of the current
situation (EU unilateral trade measures againsbi&gris more favorable than the Agreement.
However, exceptional trade measures are given aotprby the EU and may also unilaterally

canceled without any consequences, while the Ageeéns an international obligation and any

changes can be made only after consultation bettireeRarties.

One of the main objectives of the Stabilization &sdociation Agreement is to establish a free trade
area between Serbia and the European Union. Tedraide area will be established gradually phasing
out all tariffs and quantitative restrictions anther measures having equivalent effect in trade
between them. At the end of the transitory peridll se achieved full liberalization in industrial
products , while in the area of agricultural pragucan maintain a certain level of import protectio
after the expiry of the transitory period. The $tafition and Association Agreement on trade estall
costs and benefits, both in the short and in ting kerm, and one can expect that in the short-term
costs will be higher than the benefits. The expectest of foreign trade liberalization are: an ease

in imports, the growth of the trade deficit, deitlim revenues from customs duties, as well as variou
cost adjustments Serbian economy to increased didimperom EU (restructuring , acquisition of
new technology, closures, growth rate, etc.). I ltng term positive effects exceed the costs. The
gradual establishment of a free trade zone wittEtHewill contribute to export growth , rising foggi
investment , greater integration of the Serbiannenty in regional and European markets,
strengthening the competitiveness of those indasBierbian economy that have sufficient poterdial t
develop competitiveness , facilitating the restudag and privatization.

In addition to the reduction in budget revenuesiftariffs, increased imports will lead to an in@ea

in revenue from VAT. Consumers should already fleelpositive results of the abolition of tariffsdan
price of imported and domestic products, which Wél price and quality have to adapt to new market
conditions. While the achievement of positive ontes and mitigate the negative effects of trade
liberalization largely depend on the knowledge abdity of entrepreneurs to adapt to new market
conditions, it is important to emphasize the rofegovernment in creating an enabling business
environment through institutional arrangements iamgéntives. The experience of countries that have
already passed through Serbia joining the Européidon show that the process under appropriate
macroeconomic and development policies, has aiggtfect on the restructuring, economic growth
and employment. To support internal reforms in Bers well as to improve economic relations, it is
very important financial support from the EU thisuatry, particularly in the framework of the
CARDS (Community Assistance for Reconstruction, &egment and Stabilization), the financial
instrument of EU assistance to the Western Balkahish in addition to bilateral aspect to eachhsf t
countries individually, has a regional component.

Enlargement of the European Union has had an enmrpositive significance, both for the Union
and for the Member States. The European Union trasdch expansion recorded economic growth
and strengthening influence in Europe and arouerdatbrld. Member States have made progress in
the accession process with the assistance of Eutroest Upon receipt of it, they have blossomed.
There was a great economic crisis that we have séémion was not immune.

We tried to determine how much of the Serbian eitiare appreciating and supporting integration to
the European Union. Dissatisfaction with the currstate of the economy, the unstable political
situation in spite of all the mighty changes haeesed the number of citizens for integration into
European society over time is declining. The red®sorthis can be found in the fact that they, the
ordinary “citizens sceptical because of the badrpta of Slovenia and Hungary, countries that are in
our environment. European Road last decade wasrgeskas a path that does not have an alternative,
and now, after a bad economic situation that weehavrecent times, the question is seeking the
alternative, whether in Russia as an importantesjra partner or in any other country in the east.
However, when talking about the opinion of the jprjbive should not forget that their reasoning is
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often clouded by distinct national charge. We triedsolely using some economic indicators and
opinions of prominent personalities come to a garmnclusion about pre-set hypotheses.

Serbia, as a country of the European continens itatural to strive for EU membership. The EU
membership can bring many benefits, ranging froonemic, to political. Economic benefits we have
experienced partly through donations and investsnémdt by joining the EU were intensified. The
political benefits are manifold and are primarigfated to foreign policy, which is much easierda r
under the auspices of such organizations. We haweention that as far as the EU integration and
adaptation of European laws seem trivial sometimese important is that the overall awareness to a
higher level. By this we mean that the Europeaengit to, copy the “achievements of modern
business, the rule of law becomes a law, not a’mifthas already been pointed out that even though
the economic situation is not so favourable Seibléely to get a lot of integration. Simply pwte
enhance the reality in which we live.

At the end of 2013, we note a slight recovery atdeast statistically speaking, out of the recassi
which Serbia has entered during the 2012. In tisé¢ three quarters of 2013, growth was around 1.5-2
%, on what is most influenced by the export booraifthy due to export cars from Fiat’'s factory), but
this effect was largely offset by weakness in deiinaihhouseholds, state, and very poor investment.
Observed by the largest contribution to growth mesle agriculture, but this should be taken into
account statistical effect , i.e. the effect ot ksar's drastically bad agricultural season (dselt of a
catastrophic drought in the summer of 2012) , n@khis year's relatively solid season even more
given the (statistical) importance. In additione tlavourable contribution is made and the industry,
with growth of around 5 % in the previous partloé year was primarily “pushed” by strong growth in
the automotive sector. It should be noted thatinkdestry is, however, heavily exposed to recession
trends, since, in addition to car and even a smatiber of sectors, most sectors continue to decline
On the other hand, note pad private and governmentand and investment has caused a drastic
decline in the construction industry so far thisuyeAll things considered , this year will be acleid
relatively solid growth, but we see that the sosrroé this growth is largely a consequence of the
statistical effect of a very low base in 2012, whadso means that in the 2014 statistical dataffase
some growth 1.5% -2% ) is actually somewhat lowemgh potential next year . As we have pointed
out, the main driver of growth in 2013 was net exqcand reducing the trade deficit. This dynarsic i
primarily the result of an export boom, given thaports in the first three quarters grew by mosmnth

a quarter compared with the same period last yi¢as. is certainly a consequence of the export cars
from the Kragujevac factory, which is in the secdvadf of 2012 began to work. On the other hand,
imports for most of the year grew very modestly,clnumore slowly than exports, probably due to
weak demand in the country. Thus, the trade defidite first three quarters fell by almost 30%isTh
effect would be even stronger if not recorded ety weak demand in the euro zone, which is the
most important trading partner of the country.

Although in recent years the European Union is mdisputed, the authors' conclusion is that Europe
represents a value in itself, it is a legacy tha for too long been built to the value lost in shert
term. Therefore, the integration is already comsidly entered and the same have been made in
Europe in the not too distant past many concessh®tause it seems to be a continuation of the road
some, but with a dose of caution.

CONCLUSION

EU must provide a clear European perspective offtkstern Balkan countries, because without such
a perspective would not be possible to implemerinfpl reforms. Countries aspiring to EU
membership should not be considered the sole parpbadmission to the Union, but that the same
should be observed and the process as he is ofakiogortance for the transformation of the
country. The Union does not need to change theitionsl for membership, or making new demands
on the candidate, but to try to existing criteria &ully met. The problem is that the most diffdren
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situations. The Western Balkans, the last to beémgcof this series of violent and pests that donfl
erupted in 1991, are now on the road to stabibrasind reconciliation. But it is a winding road,iefh
requires the efforts of countries and a strong cament of the EU and the international community.
At its meeting held in Feira, Portugal, on 19 artd Jine 2000, the European Council officially
designated the Western Balkans as “potential catesdfor accession to the EU”. The Thessaloniki
European Council (2003) then defined the accessti@tegy. During these seven years, all councils
have confirmed the willingness of the EU to integridhe Western Balkans. This objective was again
confirmed in December 2009 when the Spanish, Belgiad Hungarian governments have presented
the objectives of their respective presidenciestlier period of 18 months commencing in January
2010. They stated that the EU would continue taaanh the prospects of European integration for the
Western Balkans in the Stabilisation and AssoaieRoocess and the Thessaloniki agenda as decided
in 2003 and actively contribute to the stabilitydgarosperity of the region using all the instrunsesit

its disposal. The new High Representative of theokrfor Foreign Affairs and Security Policy,
Baroness Ashton, has also reiterated this objeetive the EU conference on the Western Balkans
held in Sarajevo on 2 June 2010 formally confirmtedt European integration of the region is a
priority for the EU.

The Thessaloniki Agenda offers a range of initiegito support and enhance the process of European
integration, including the intensification of inparliamentary cooperation, partnerships, twinning,
exchange and secondment of officials, technicast@sse, cooperation in foreign and security policy
participation in EU programs and collaboration e tfield of the fight against organized crime.
Agreements Stabilisation and Association signech v@toatia, the Former Yugoslav Republic of
Macedonia and Albania are now in force, others wee&gred with Montenegro, Bosnia - Herzegovina
and Serbia and are process of ratification. Thditadyo of visas for citizens of Serbia, Montenegro
and the Former Yugoslav Republic of Macedonia -nseatended to Albania and Bosnia and
Herzegovina - is an important step a little closerthe Western Balkans the European Union.
Organized crime and corruption are probably thetrsesous that the countries concerned have to
fight problems. The EU makes every effort to héipnh navigate the difficult path that will lead teet
building of institutions, but most of these effortrust be provided by the countries themselves.
Regarding Serbia, it is a stable state with a delleloped and relying on a strong administrative
experience political culture. The government arerttajority of the population have come to the idea
that the future of Serbia through the accessiaheédEU. His candidacy will advance if it takes step
to solve two problems inherited from the war in 890s. In conclusion, it seems fair to say that al
Western Balkan countries have made progress toviatetgration into European institutions, although
there are differences between them. It is in arse ancouraging them to implement all policies and
convergence measures. And each country will bedddgy its own achievements. The EU is
committed to help, but if they want to succeedytheed to make additional efforts to meet EU
criteria. At the same time, it is essential that HU delivers positive and clear messages aborgats
commitment to integrate the Western Balkans. Anel 8arajevo conference issued a clear and
encouraging message. The goal of peace, stabililysastainable prosperity can only be achieved
through democracy, the rule of law and respechiémnan rights.
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RECENT MODIFICATIONS IN HUNGARY'S REGULATORY
FRAMEWORK FOR WATER SERVICE PROVISION - IS EFFICIEN CY
BEHIND THE CHANGES?"

Pal BELENYESI?

INTRODUCTION

The regulation of water services in the EU remaiitkin the responsibility of the Member States. In
most countries, water service provision is regualatlocal level, closest possible to the consumers
Local authorities are responsible for the provisim the execution water services, in additiorh® t
maintenance of the networksThe elements of the water networks are also owmedhe local
authorities. They appear on all sides of the seryicovision, usage and ordering of the serviced, a
they are also involved in establishing the pricéhefservice.

The presence of the public sector in the waterstrgiuat least compared to other network industries
is heavy. In spite of the fact that healthy conteiicreates benefits for the consumers, markeads an
market players, when private participation is akolwthe water service market tends to become
fragmented. Thousands of small firms compete inéffely for the provision of water and related
services leading to economic and social inefficjeimcthe markef. One of the main reasons behind
this is that privatisation is randomly accompanigdwell planned liberalization, market regulation,
and vigorous market monitoring.

Water rights and stewardship of water, abstradimnsing and water service provision, now central
issues of sustainable economics, have taken a mowpetus as part of the negotiations centred on
climate change, biological diversity and internatibdevelopment around the worl@he result of the
shared but diverse responsibility approach in thésghat, in Europe, water prices remained unstabl
unjustifiably high or unduly low, rarely represergienvironmental and resource cdsts.

The picture is even more disturbing across memta¢ess Industrial, agricultural and personal water
use is not yet totally separated from a pricingnpaf view and water markets continue to be

! Most prominent European examples of water seqviogision, where the public-private cooperatiopiigsent
in the service provision, are: France, England\Afades, Scotland, Germany, Spain and Hungary.

2 Pal Belenyesi, Phd., Director of the Internatiofaivironmental and Competitiveness Research listitu
Debrecen (Hungary).

® Most prominent European examples of water seqiogision, where the public-private cooperatiopiigsent
in the service provision, are: France, England\fades, Scotland, Germany, Spain and Hungary.

“ See, e.g.: EEB European Environmental Burda®eview of Water Services in the EU under libsadion
and privatisation pressure€£EB Publication Number 2002/012, Brussels. Inespit the fragmented water
services markets, some international firms’ markedre is evident in most European countries. Fahdu
information, see: Hall, D. and Lobina, BMater companies and trends in Europe 20R3IRU 2012-08-W-
EWCS.

® For recent work see, for example: Pal Beleny@ter regulation in Europe — only for idealist¥2rlag
Dashofer, 2009; Vollaro, M. et aPptential for water use right market developmeritaty: social acceptability
in the context of climate chang&lEAA paper, Parma, 6-7 June, 2013; Shepheardar. Lange, B.Is there
still an Economic Right to WateRLJS Policy brief, 26 June 2013;

® See in this regard Art. 2(38) and 9 of the Watemfework DirectiveDirective 2000/60/EC of the European
Parliament and of the Council of 23 October 2000 &&blishing a framework for Community action in the
field of water policy. OJ L 327, 22/12/2000, pp. 0001 — 0073.
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inefficient” This may cause social problems for consumers,ippblicy issues for governments and
finally, negative investment considerations fovate entities active in the water markets.

Following the adoption of the Water Framework Diree® in the EU, Member States began to
reconsider water management and water pricing,dbasethe full recovery of the cost principle, a
principle which now has become a buzzword in rediemes’ Consequently, in some countries, the
water sector has been restructured. France, theeNgbds, the UK, Spain and Germany have all
reorganized their national water markgtdn Hungary, with the entry into force of Law CCix
2011, the water services market has significanglgrbrestructured. The rearrangement brought along
structural, institutional and dynamic changes.ditesof the much needed reform, the changes may be
described as too eager optimization of the markkattire (monopolization), solidification of public
ownership of network assets, greater power of theeigyment in deciding daily issues (loss of local
democratic control) and no provision of efficienicgentives as to pricing and cost structuring. In
addition, the act established a new regulatory @gemhile at the same time giving the final sayato
government department to set the water prices k-fixedl and access. As result of the new principal-
agent regulatory model, consumers will have legsceacerning the management and the pricing of
water services and direct democratic control iskeaad. Overall, the courageous piece of legislation
had already received some commentaries from theleata world, though the full-fledged
commentary of the act is yet to be heHrdhis article summarizes the changes brought bynédve
legislation from a market efficiency perspective.

BACKGROUND
Efficient use of water services

Before the detailed introduction of past and presgmword must be shared concerning the efficient
functioning of the water services sector, in pattc, of water supply markets. Defining conceptshsu
aswater supplyandwater usagéhas never been an easy task. Water services ey tme following;
extraction, cleaning, transportation of water, waterage, water supply, collection, transportatod
re-use of waste watéf.In this article, | focus on the supply of waterctastomers, more specifically
on the supply of drinking water. | use the defmitiof the Water Framework Directive (WFD), a
broader and more inclusive definition of water #sagd water services. This definition is vital aigo
validate the water service provision from an ecoicagfficiency point of view.

"It is worth to read Sir Byatt's relatively recasuntribution to water market liberalization andfagures. Byatt,
I., Water: Supply, Prices, Scarcity and RegulatititA Current Controversies Paper No. 37, Augudt20
®Directive 2000/60/EC of the European Parliament andhe Council of 23 October 2000 establishing a
framework for Community action in the field of wafelicy. OJ L 327/1 of 22.12.2000.

® Cost based pricing or the application of the gesbvery principle means that prices of water sesiare
based on the price of production, and the finalgwiconsist of the production and the transportatasts plus a
reasonable profit of the firm who provides the sav

1% see, in particular: Pal BelényeMopre efficient regulation of water services and fr@luter pays principle
PhD dissertation, pp. 179-209. Available at: hfiipg.unideb.hu/documents/doktori_nyilvanosvita/ingkesi-
ertekezes.pdf

1 See, for example: Janos Ede Szilagyiyvizikozni szolgaltatasok és a viz aranak szabalysgrar- és
Kornyezetjog, 13. szam, 2012. pp. 92-104.; Tamaw&ib M. —Gabor Péteri, Nemolyik az tébbé vissza. Az
allam szerepének atalakulasa a vizik@imnolgaltatdsbanin: Valentiny — Kiss — Nagy, Verseny és szabaigz
2012.

12 This is also reflected in the new legal framewtok water service provision in Hungary. Law of CCoX
2011, § 2, point 20.
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What do efficient water services mean tH&rEXficient or more efficient use of water servizgasan

the cost-based pricing of water services, whenscostan environmental, resource and production
costs™* The same concept means also water-efficient usleeofvater reserves. As has been pointed
out on several occasions, Europe’s water managesudigirs from the lack of an adequate financial
structure to run efficient and sustainable wateiic'p(ﬁ(.ls.15 I am convinced that in order to best
reorganize water service provision in Europe, anthgary in particular, when establishing the
conditions of water service provision the introdowctof economic, efficiency-based regulation of
drinking water supply is necessary. In other wotts, unconditional application of the cost based —
i.e. full cost recovery based pricing — principettie water services.

The representation of environmental, resource andygtion costs in pricing of water services has
already been defined in the WFD. However, the Divecdoes not mention the application of this
principle as part of a possible market liberali@atprocess nor as a method of calculation whemgett
network access prices. | argue that the applicatfdhis principle to open and competitive markagts
wholesale access level is desirable. | also mairteit this would provide significant efficiencyigs,
especially when the market is dominated by a fesurimbent companies and sectorial regulation is
untested.

Water markets can be described as irregularly stadtée markets, where irregularity refers to a
period of 10-45 years, depending on service corstia@ed contractual form&.In Hungary, the service
contracts were distributed unevenly, private-pubp@rticipation was neither well assessed nor
efficiency based. As a study notes, conflicts anrarket were managed from a short-term political
point of view, leaving market based mechanismsobuhe discussioh’ Overall, the irregularly and
limitedly contestable markets do not provide stramgpugh incentives for new market entry. The
public sector is present on all sides of the catgravhich gives ground for preferable treatmert an
anticompetitive advantage to these enterprisescesfy if the service provider - network owner -
costumer is the same entity. The low prices weeking the renewal of democratic authorization of
the office (elections) as opposed to the marketdbanechanisms, which would aim at effective
service provision and minimizing losses. The nemgssistitutional background for management was
also lacking and the original haze of privatizatisich resulted in higher but more efficient pmigi

of water services, was over-turned by dissatighactind ineffective reorganization of tasks withia t
public authorities. This later, in return, had aeniitable effect on the development of the market,
networks were not upgraded, costs remained inefficand uncollectable and service provision
contracts were not rigorously monitored, while thke of the public authorities was inflexible bdtin
price setting and for the conditions of servicevgsion.

Similar to international practices, one of the mpioblems in Hungary is that the pricing of water
supply is not sustainable and prices are not sebrding to the standards of long term service

3 About efficiency in the water sector, in partiaulaee: Cai, X. et alPhysical and economic efficiency of
water use in the river basin: Implications for effint water managementVater Resource Research, Vol 39,
Issue 1, 2003.

14 See also the definition of the WATECO working gusuAssessment of the Recovery of Costs for Water
Services for the 2004 River Basin CharacterisatiBeport (Art.9) Drafting Group ECO1, Common
Implementation Strategy, WG 2B, May 20Q¥ssessment of Environmental and Resource CosteifViater
Framework DirectiveDrafting Group ECO2, Common Implementation SgatéVG 2B, June 2004.

1> CEPS Task Force Repowhich economic model for a water-efficient Eurofe@ssels, November 2012. p.
15.

'8 These are concessions, lease, long term lease.

7 See also: Szilagyi (2012), p. 93.. and Allami Széwiiszék (Court of Auditors, HungaryJelentés a vizek
védelmének és a vizgazdalkodasi feladatok ellathsélferirzésésl. 1049. sz. jelentés, 2011. februar. Eléshet
http://www.asz.hu/jelentes/1049/jelentes-a-vizelalmenek-es-a-vizgazdalkodasi-feladatok-ellatasanak
ellenorzeserol/1049j000.pdf (Ellé@nzve: 2013. julius 1.)
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provision. Ownership is often debated and the gowent provides neither technical help nor
exercises effective monitorir‘?ﬁ

The water sector in Hungary before 2012

The water service provision networks in Hungary bardescribed as a system of old pipes, outdated
assets with many years of service. About 60 petr aftifie market was served by small companies and
respectively 20-20 per cent stayed with the largasitinational companies, serving the capital and
other urban areas with a higher number of consuhetde drinking water supply marlggtln
Hungary has traditionally been a two-level, mudtééted and highly fragmented market with public,
private and public-private characteristics for garvprovision. After the political changes in 1989,
five larger companiéé at regional, and approximately 400 companies atlldevel assumed
responsible for the provision of servi®sThis was the result of the general reorganizatibthe
water market in 1990, when local authorities wawemg certain assets and elements of municipal and
regional service providers and networks, along withobligation and responsibility of drinking wate
supply provision. Elements of the regional netwohiksvever, remained state property, instead of
being given to the sharing local governments, themcquiring a special statlis.These elements
became limitedly merchantable, tying the hand$eflocal governments, only the temporary handing
over of the delivery of services was endorsed lyldlw. The provision of drinking water supply was
only possible via undertakings of four kinds;

1. fully owned and directly controlled by the localgonment,

2. undertakings fully owned and indirectly controlleglthe local government,

3. undertakings jointly owned by the local governmamd the private sector participant,

4. via concession agreemer?lf‘s.

Service provision is regulated by the laws on lagalernments, on water service provision and on
national propertﬁ?’ From the local governments’ perspective, the miowi of drinking water supply
is not only a potentially lucrative business butamigation. The law on setting prices of certain

'8 See: Koskovics Eva — Ungvari Gabdttekintés a magyar vizikozragazatré) Mihelytanulmany — REK.
Verseny és szabalyozas 2010 (szerk.: Valentiny.eP@11. pp. 306-328. NB: According to the new ltws
should change, however it is too early to judgthiatstage.

For the detailed description of the market in Hugygasee: Judit PumpA jog hatdsa a fenntarthatd
kozszolgaltatasra a hulladékgazdalkodas és a viladieadas teriiletérPhD-thesis, AJDI-ELTE, 2012.

2 For sake of clarity: “water services” is a broadencept than the sector of drinking water supipiythis paper

I will use the example of drinking water supply smme parts of water services — e.g. wastewateedatimh,
treatment, reuse and deployment; hydropower; weadgis, etc. — are not considered by the definitioare not
demonstrative enough for the purposes of this parCCIX 2011 also regulates wastewater collectio

2! Dunantali Regionalis VizinZrt., a Duna Menti Regionalis ViahiZrt., a Tiszamenti Regionalis Vizvek
Zrt., az Eszak-dunantdli Vizimek Zrt. és az Eszak-magyarorszagi Regionalis Yizk Zrt.

22 Before the 1989 changes, five regional and 28lloegional council companies” were responsiblestnvice
provision. See also: Gazdasagi Versenyhivatal — gKidy A hazai viz- és csatorn@mizemeltetési piac
feltarasa, a viz- és csatornak&amk arazasi, arszabalyozasi gyakorlatanak vizsgalaAt magyarorszagi piac
szerkezetének elemzése, a hatdésagi arak kialaklﬂtﬂgamaténak moédszertananak vizsgalataxpert
Consulting, 2008. 37-38. (Elértet
http://www.gvh. hu/doma|n2/f|les/modules/module251ta;1atott programok/2008/12_Expert_viz_Tanulmany.p
df (Ellensrizve: 2013. julius 1.); No6ra Teller and Eszter ®gyi, Public services in Hunganin: Reforms of
Public Services. Experiences of Municipalities &Regions in South-East Europe, Zagreb: FriedrichrtEbe
Stiftung, 2003. pp. 745-52.; Tamas M. Horvath etMédvigation to the Market, Regulation and Compatitio
Local Utilities in Central and Eastern EuropEamas M. Horvath (ed.), OSI/LGI 2001, Chapter.%.p

23 Law XXXIII of 1991 on the handing over of specigdtional property to the local governments.

4 See also: Pump (2012), p. 66.

%5 Act CLXXXIX of 20110f local governments, Act CCI¥f 2011 on water service provision, Act CXCVI of
2011 on the national properties.
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services in Hunga?}‘? brought along the authority to set prices at Ideakl, taking into account
(local) political and social aspects, having thegloility to implement direct consumer feedbAatk.
Although on the one hand, prices were to be setdar to cover not only the necessary costs bot als
the acceptable profit, and on the other hand thedtty of Environment had a cost-adjusting rol@asn
much for the companies whose operating/productastscwere higher than their income ensured by
the authorized water prices they could chﬁg‘éhere was no generally applicable pricing struetur
regime in Hungary leaving many consumers in doubbué the prices they paid. Neither
environmental nor resource costs were not takenaotount.

Before the recent changes, service provision wgslaged by a mix of laws, decrees and local acts
creating a complex scheme for the relevant regyldtamework. The institutional framework was
designed by the Law on local governments and by #ve on water service provision, but a separate
regulatory framework existed for technical and gyalontrol of the drinking water supply. In spé

the country’s accession to the EU, and the accopmpgrobligation to harmonize EU and Hungarian
legislation, no comprehensive regulation was iniaedl. The lack of a clear framework for the pricing
of water supply and related services certainly hadeffect in thi$? As a consequence, network
elements became outdated, communication towardsuocwgrs was lacking and participatory and
conscious water consumption and efficient waterwas non-existent. The market was not open to
efficient competition and accompanying measuregwet used.

The framework for drinking water supply before ttleanges introduced by Law CCIX of 2011,
entrenched a system of inefficient and unjustifapticing practices. Local governments had the
authority to set the prices on their territorieshwut effective control by either the central gowveent

or regional authorities. Their decisions were ogdywernable from a legal-procedural point of view,
which had little or no effect on the actual prickesaddition, given the local monopolistic natufehae
market, it was practically impossible to judge therits of the service providers, although access to
each other’s networks was not prohibif’@d:.urther liberalization and the introduction of qaetition

at different levels of the network was neither poveal nor acknowledged. Finally, and mainly for the
above reasons of lack of competition between serpioviders, consumer buying power was non-
existent, customers of the service providers wetehle to efficiently express their dissatisfaatio

THE NEW LAW

The market was substantially reorganized by Law >COf 2011, which was adopted by the
Hungarian Parliament as part of a hasty legislabatle at the end of 20f% . The adoption of this
piece of legislation mirrors a European trend ofuaicipalization of public services, including wate
service provision. The main reasons behind the lalwich was adopted without public consultation,
are not knowr? Nevertheless, it aimed at a profound structuradganization of the market elements,
ownership and service provision rights, furtheigofiolization of activities by setting a minimum
number own consumers as a prerequisite for sepriegision, and increase the central control over

% Law of LXXXVII of 1990 on setting prices.

2 See Law LXV of 1990 on the local governments.

8 In Hungary, water supply prices (consumers —ljdtaive grown between 2000 and 2012 by 138%. (Dot
eurocent to 1.41 eurocent per m3 (current priagse 2013)). In: KSH source, at
http://piackutatas.blogspot.be/2013/02/vizdij-magyszagon.html (Downloaded on 10 July 2013)

29 For a similar opinion, see: Somlédy Laszl6 (etpgyarorszag vizgazdalkodasa: helyzetkép és steatég
feladatok Koztestileti Stratégiai Programok, Budapest, 204dgyar Tudomanyos Akadémia.

% Most of the companies know each other. They aeeasmther’s subcontractors in most cases when etieso
of scale are at stake.

%1 This law must be read together with Law CXCVI 6f12 on the national properties.

% The goals of the law are, however, enlisted: @eaobf the conditions for sustainable developmend a
clarification of ownership rights. Law CCIX of 2018 89 (1), § 93.
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service provision and market monitori??g.Nonetheless, the law also targeted rearrangemient o
pricing of water services by introducing severalpartant concepts; the principle of resource
efficiency, the polluter pays and cost recovenngiple, and solidarity and the prohibition of cross
subsidizing.

The new regulatory framework left the responsipitf maintenance and innovation of the network
elements with the owners of the networks (localegnments), whilst shifting pricing authority from
these entities to the central goverané‘nWhich may exercise this power through the regwato
agency responsible for the water and other pubilityusectors (M EKI—?S). The law also declared that
the delivery of water supply is only possible vigezprises under public control, be it centralawal,
except when this right is attributed via a conamssiontract. The nature of the contract, public
procurement and accountability of service providees also been changed to the benefit of the gubli
authorities. The new legislation is aimed at oming the market structure and to create more
efficient market operators by requiring all servipeoviders to serve a minimum number of
consumers, thus creating the notion of “consumeivatgnt and optimal operational size”. It appears
that at the end of 2012 ca. 50 companies were,bgn@016 ca. 30 companies will be capable of
serving the marke® In addition, the law states that certain elemehtse service provision network,
not of the main network which is classified as dipalar type of state property, must be transfite
the public authorities. This type of “reasoned eppiation” may be compensated under certain
conditions and within a time limit. The much needbed rather rushed through legislation was neither
well consulted nor tested before its entry intccéY In less than a few of months from its creation,
the new law was already complemen%%d.

SUBSTANTIAL CHANGES IN THE FRAMEWORK FOR WATER SERV ICE
PROVISION

The regulation of water services in Hungary hasb&gnificantly rehabilitated by the new regime.
The regulation of water utilities and the provisioh water services changed from a light touch
regulation of the market to a more comprehensieatrally controlled regim%g.’ Local authorities are
no longer pricing authorities, pieces of the netwand ownership rights were further centralized in
the hands of local and regional authorities, plagwa water regulatory authority was set up.

Service provision

Water service provision is a special service, wigcbubject to prior authorization by the Autho.ﬁ?y
It does not cover the industrial or agricuIturalt«wr:use":1 but consumers could be both natural and
legal persons. Systems, which do not qualify agilbligion networks, are considered not part of the

% For a similar opinion, see: Horvath M. — Pétefii2), p. 143.

3 Before 1989, also the central pricing authoritytke prices of water supply.

% Magyar Energetikai és Ko4ivszabalyozasi Hivatal. (Office of Regulation foreEgy and Public Utilities,
Hungary)

% Horvath M. — Péteri (2012), pp. 148-149.

%" Much of the Act entered into force on 30 Decentt@t1 at 23.00hrs.

% Law CVI of 2012 concerning changes in Law CCIX26fL1.

%9 It must be stated that similar to the Hungariamasion, the EU monitoring of the implementationtieé WFD
continues to stir the Stillwater: Member Statesrd use a coherent approach to define the coswveego
principle-based pricing of water services. Consatljyeconcerning the implementation of articles&(and 9
of the WFD the Commission initiated several infengent procedures, among which the German case has
already been referred to the Court.

“0Law CCIX of 2011, § 35 (1).

“l Law CCIX of 2011, § 2 (6).
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public networks. The permission to supply provitles recipient with an exclusive right, however,
during the service contract the Authority has tightrto monitor not only the service provision but
also the functioning of the enterprise. For examaléhird party may only acquire more than 25% in
the authorized firm if the Authority approvesf"%tReading this derogation together with the effectiv
control over the number of service providers on rtieeket’ it could be stated that one of the main
goals of the reform is the strengthening of pupliesence and authority and suffocating competition
on the market. It is at least dubious whether sleriogations are in line with the main achievements
of the single European market, such as the freedgovide service®

Furthermore a general service provision has alsdractual limitations. It is only possible by three
contractual methods; utility service provision bgset management contract, lease-based service
provision contract and concession contfaavhile concession contracts may be established avith

kind of company, irrespective of their ownershgade and asset management contracts can only be
signed with companies in partial or full public asvship. The recent law on national properties paves
the way for more uncontrolled service provision ahérry-picking of service providef‘gAccording

to the act, it is also possible to provide servisghout concession contracts and the obligation to
carry out a full public procurement procedure. Hwecalledin houseservice provision makes it
possible for the local public authority to rendbe tservice provision by a firm in which it has
exclusive property rights and 80% of the incomehaf entity derives from contracts with the public
entity itself*’ irrespective of the form of contrattin other words this derogation, which is similar t
publically owned entities’ right to provide wategrsgices, will no doubt in the longer term patronize
the local (public) market players. On one hands ihi an attempt to systematically rearrange and
simplify the market structure, which, under certabnditions, is welcome; however, on the other
hand, this could lead to the unreasonable foreptostithe market from potential private competitors

It must be stated that this derogation can havefficency reasoning behind it. In addition, the ac
establishes that after 31 December 2014 certairatipeal tasks may only be carried out by entities
exclusively owned by the public authorities or lojn} ventures between the public authority and a
private entity‘.19

Although the law provides for competition friendiynctioning, transparency and the prohibition of
cross financiné,O in real terms the above instructions may easilgoarage companies acting on

various levels of the market to exit. The forectesaf ancillary and submarkets may lead to further
inefficient monopolization and concentration ofvéeg provision, ownership and management.

Overall, special concession contracts and their pstitive bidding are the only possibility for
contestable markets and ultimately, the entry fdwape company competitors to the dominant

*2] aw CCIX of 2011, § 42.

“3Law CCIX of 2011, § 84 (1).

4 See also: Horvath M. — Péteri (2012), p. 149-150.

*Law CCIX of 2011, § 15.

% Law CXCVI of 2011 on the national properties, §(2p

47 Law CVIII on public procurements, § 9 (1) k).

“8 This was recently confirmed by the Court of thedpean Union in Joined Cases 182/11 and 183/15, § 2
“[...] a contracting authority, such as a local autitgr is exempted from initiating a procedure foe tiward of

a public contract where it exercises over the sesfié tenderer control similar to that which it esises over its
own departments and the tenderer carries out tisergsal part of its activities with the contractiagthorities

to which it belongs (Teckal, paragraph 50). It @mamon ground that that case-law, [...] is also apgdile to
procedures for the award of public works contraamsl public service contractdn: Econord SpA v Comune di
Cagno and Comune di Varese (C-182/11) and Comur&oliate and Comune di Varese (C-183/11). ECR
2012 Page 00000.

9 Such tasks are daily management of the netwonkeciion of network failure, back office tasks, linif,
monitoring activities, etc. See: Law CCIX of 208145 (4) and (5).

% Law CCIX of 2011, § 49.
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incumbents. In the case of leasing and managememiracts, contestability is only nominal.
Nevertheless, as explained above, in house comgaalso provides for exemption under concession
contracts. At the end of the day, this leaves inabt little chance for market entriés.

The Authority

The law adjusted the scope of the existing HungaBaergy Office, now named the Hungarian
Energy and Public Utilities Office — the Authorﬁ@AII aspects of water service provision except the
consumer related issues are now scrutinized bpdheAuthority. However, the true responsibility of

water service provision, price setting and pricentcl go to the governmental department, the
Ministry of National Development. The Authority mapuggest the methodologies, provides and
collects opinions and gathers fees for the exeguibits supervisory and administrative tasks and
market monitoring. The independent executive powich should be attributed to the independent
regulatory authority, has been transferred to thestny.

The judicial review of the Authority’s decisions @éso weak. While it is possible to have recourse
against its decisions, the judiciary can only reéfer case back to the Authority for a new procedure
but it cannot change 3t

Changes in water pricing

According to the new law, the pricing of water seeg should be based on the cost recovery
principle> including a reasonable profit, but should not castder costs not directly attached to the
basic service provisiofi. The concept of reasonable profit is not defined tire details of the cost
recovery principle are also left vague, while reseuand environmental costs are not referred t@ On
commentator notes that one of the central elen@npsicing rules in the new legislation is that bot
environmental and social aspects are represéhfesian important element, the legislation aimed at
minimizing cross-subsidization, applying the prpieiof the polluter pays, and creating a harmonized
pricing system at a national levélAll these were much needed but in spite of thevapmuch
remained at the level of principfsand practice is to be witnessed during the coryizays>’ Some
academics voice the “vanishing presence of dedim@daorganisation of public service provisiofi”.

A promising novelty of the act, however, the inwotion of the two-element formula for water
pricing, which concerns both water supply and wagiéer services. Prices in the future should be

*L A recent study summarizes the situation as folléWae current framework in Hungary interestingippides

for the sorting out of the ownership rights of thetwork elements of public utilities and their seevbased
operation with the view of state sequestration.hth M. — Péteri (2012), p. 152.

°| aw CCIX of 2011, § 3.

> See Law CXL of 2004, § 109.

> The cost recovery of water service provision ie element of water pricing. The other should beiridecing

of water-efficient use of water resources. Se@; LEPS Task Force Report (2012), p. 3.

% Law CCIX of 2011, § 1 (1).

*0 Szilagyi (2012), p. 92.

°" See also: Szilagyi (2012), p. 93.

8 Law CCIX of 2011, § 1 (1) e), @), h), i), k).

*In related to water services, environmental asuece costs, in principle, are covered by othpesyof fees
in Hungary. Law LXXXIX of 2003 introduced the compteof the “fee for using the environment”. One eéah
of the fee is the “fee for using the water resosit¢eaw LXXXIX of 2003, § 7-10.). However, the seion only

defines the arrangement of the fee at an unprédéwel, given that the law details neither the use the
treatment of such fees. The other type of fee @s“tiontribution to the water resources” (Law LVHi 1995, §
15.), which consumers are to pay in relation tarthetual consumption or the reserved/planned copsion of

water. See also, Ministerial decree 43/1999 (XL).261VM.

0 Horvath M. — Péteri (2012), p. 153.
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defined in order to urge water users to betterthodghtfully use water resources. This means tiet t
final price is established on the basis of a bdse plus the additional fee based on individual
consumption. Given that it is lawful to make a idistion between industrial and private users, the
feared cross-subsidization remained in place.

It must also be underlined that because of thengetip of the new authority and adding novel
elements to the price formula, water prices arayiko rise®* The law still lacks the clear definition of

pricing models and potential access pricing forrmalquirements are also only vaguely covéred.
One thing is clear, however, by the pricing powatbedied by the la?® the Authority became a

direct supervisor of the local property rigﬁfs.

The Parliament of Hungary, in order to alleviat@ficial hardship on citizens, passed a law in April
2013. In this the legislative branch concluded #ibtharges concerning water services applicable o
31 January 2013 must be decreased by 10% as dy P018%° The Parliament explains in the brief
introduction of the act that one of the main reasbehind the legislation is that there is no hgalth
competition on the markets for energy related sesuilt is hard to relate the derogations, howewer,
water services and competition on the market. #visn more difficult to picture how this law will
change competitive pressures and will create mdfieiemcy in the market for drinking water

supplyf36

CONCLUSIONS

The new legislation of the water sector was no toeleded and should be applauded with all credits
due. However, on a more critical note, water ses/imarkets in Hungary are not likely to produce
social and economic efficiency if they are not opeicompetition. It is however, arguable that given
the utility aspects of water service provision, ext@n degree of public involvement might be
necessary. The capital-intensiveness of water rnwarkéso suggests that the degree of public
involvement must also be reconsidered during a timeconomic and financial crisis. The lack of a
sufficient level of economic information on the eidf consumers about the degree of public
involvement in providing these services is equallycial. Misinformation is often the main cause
behind remunicipalization of water services. Theerd market reform in Hungary aimed at
modernizing the sector, based on market consatidasitronger public presence and concentration of
ownership in (central) public hands, when at theeséime taking away the possibility of local cohtro
in locally provided services. In this article | leaargued that this is a misapprehension of needed
reforms both from competition and environmentahpoif views.

| started out from arguing that on water servicemkats, given their particularities and historic
legacies, the key for more efficient water sengoavision is the introduction of competition (NBret

Hungarian Competition Authority (Gazdasagi Versewgtal, GVH) has recently concluded an abuse
of dominant position case, in which it argued tbampetition on a geographic market, a regional

®1 The final prices are to be defined by ministedgietree. In the transitory period a price cap wéinee. For
example, in 2012 a maximum of 4.2% increase wasoaized, compared to the prices in effect on 31ebswer
2011. (See, in particular, Law CCIX of 2011, §778)

®2|n particular, Law CCIX of 2011, § 67-68 only coxaertain elements (quantity) of the important ¢astto be
taken into account when calculating the price akss.

% aw CCIX of 2011, § 62-73.

® The application of pricing powers by the centravegrnment in the water sector is not a novelty.sThi
approach is similar to the pricing and directingaaste collection service provision. Law CLXXXV 28012, §
46-47.

% Law LIV of 2013, § 4 (1).

% Recently, the Government of Hungary would likdéuxher decrease charges on consumers, not otihgin
water but energy and gas as well. See, e.g.

http://www.portfolio.hu/vallalatok/megint_megszdk _magyarorszagrol_a_londoni_elemzok.190757.html
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market in drinking water supply, already existedéaese of the threats of potential market entryhisy t
building of a parallel network. The GVH maintaingtht this had a strong enough incentive for the
incumbent to moderate its actions and not to atheie market powé?). The purpose of introducing
competition in public utilities networks is similts other network openings: i) to open up the servi
network for additional service providers; ii) tooprde the newcomers with equal or preferential
treatment; iii) to minimize the burdens of exititige market; iv) to incentivize market players to
operate more efficiently, to innovate and to takern®mically reasonable risks. All this will, howeye
remain theory if new entrants are not able to acoeswvorks under fair and reasonable conditions. By
the current change in the regulatory framework,moath can be expected in this regard.

In Hungary, on the one hand, the recently endeaddwystematization of market conditions is
welcome. On the other hand, | am of the view thwt hew set of rules will result in minimal
promotion of efficiency on the market and consumell-being. | consider that the restructuring & th
market, in such way that the public authoritiesdmee responsible for larger networks and that the
central government’s responsible arm may alway< hdecisive words in pricing issues on water
markets, are neither intelligent nor sensibles lirile that the new sets of rules do not prohilsitket
liberalizationexpressis verbjshowever, they certainly do not promote it. Thare no rules which
would urge new market entry, or which would endarsare efficient use of water. This way, the
country’s water sector is far from being charaegiby efficient retail market competition, whigh i
much advocated for as one of the goals of libeaibn in the sectdt’ Nowadays, if anything for the
market, embraced introduction of market mechanismigsirable.

The new framework does not sort out the legacylpmppublic ownership of network infrastructure
and public regulatory involvement remain not sudiintly separated. On the contrary, Law CCIX of
2011 provides the government with the possibildybe directly involved in price setting, whereas,
when it is politically inconvenient, it can handesvthe decision-making power, applying a classic
principal-agent model, to the regulatory authorf§nally, consumer control and buying power has
traditionally been low in Hungary. With the new #ais is further deteriorated. Consumers may only
express their views at times of electiBhd. believe that this is likely to be more detrimanthan
beneficial to the market and ultimately, to constsnén conclusion, | suggest that the framework for
water service provision in Hungary be revisited owly for the above, but also because the coustry i
one of the Member States subjects to infringemestguiures by the European Commission.

67 Vj-31/2012. Although the case could become a bewck piece of executive law-making, it must also be
stated that a standalone case cannot be referieatber geographical parts of the country wheneditions are
(even slightly) different.

%8 Byatt (2012).

%9 See also: Horvath M. — Péteri (2012), pp. 153 k6l



THE SUSTAINABILITY OF EXTERNAL ADJUSTMENT PROCESS | N
TUNISIA: LESSONS FOR POST “ARAB SPRING' REVOLUTION
POLICIES

Salem KANOUN!

Abstract

This paper highlights one of the first attemptstie empirical studies. It shall examine the
sustainability of external adjustment policy usimguantitative approach. Using intertemporel and
consistency approaches of deficits sustainabitity, specific framework for Tunisia shows a positive
required external adjustment over the entire per(p876-2010). A dynamic Error Correction Model
is used to check short and long run relationshipsMeen primary current account deficits and the
related sustainable thresholds. The evidence riegulfirom econometric model robustness checks
indicates that adjustment forces are in operatiomestore long-run equilibrium following a shortrru
disturbance which involves authorities’ ability andllingness to adjust. As a guide to possible @oli
actions after the “Arab spring” revolution, the damability of past adjustment policy which had
generated, amongst others, foreign buffers helpsgbvernment, to some extent, support the post
revolution sizeable official external financingvlls and provides scope for the economy to operate at
a higher level than would otherwise be the casegriter to sustain political transition. However
uncertainty over the “rules-of-the-game” and theipd of the political transition cannot be dismidse
so easily which could put at risk the future ofadready successful adjustment when the reversal in
deficit trends becomes practically very difficult.

Key words:Current account deficits, External adjustmenttausbility, error-correction models

INTRODUCTION

The current account is the broadest measure otiatryts trade with the rest of the world. It might
serve as one of the main leading indicators fasreubehavior of an economy and is part of everyday
decision process for policy makers. Large and ptensi current account deficits provide a signal of
macroeconomic imbalance, calling for devaluationd/an tighter macroeconomic policies
(Baharumshah et al, 2003). In the short run, thesgse in current account deficits provides a #hift
market sentiment, poses a risk to economy. Thesinterest rates would need to rise moreover and
the exchange rate would need to fall. In the lang indebtedness to the rest of the world increases
causing debt service to consume an ever largee sifaincome and servicing the debt will burden
future generations and lower the standard of liiHgkkio,1995). In a series of research, Edwards
(2006) had found that countries that experiencgelaand abrupt current account “reversals” have
experienced drastic reductions in investment an@GDP growth. He also found that if the current
account adjustment was orderly and gradual, it dowlt disrupt economic activities in a significant
way.

The existence of large and chronic current accdafitits in some developing countries has received
considerable attention over the last 20 years.athadtility is widely regarded as one of the core
elements of the analysis of external unbalances.précise concern is sometimes unclear because the
term “external sustainability” does not have ancéxaeaning. The literature on external sustainigbili

! PhD, Applied Microeconomics Research LaboratokRMA, FSEGT),
Department of economics, Tunisia, Business Higha&ho8l, Manouba University, Tunisia, E-mail:
salem.kanoun@esct.rnu.tn
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has evolved, with practical indicators of sustailitgbbeing derived independently rather than
emerging from the theoretical framework that isegaily used to analyse sustainability. Thus, one
common practical approach to assess sustainabgég non-increasing external debt as a benchmark
to tell sustainable external policies from unsungthie ones.

While the intuition is clear, the analytical andeogtional definition of sustainability is not
straightforward. The theory has proposed differemtditions for sustainability. Furthermorthe
problem has always been dealt with in a partiallbgium framework where the interactions between
the current account and the economy are not faken into account. In this context, two conceptual
approaches have been used to analyse sustainalbititg current account deficits: the Present Value
Budget Constraint (PVBC) and the consistency amtroa

The intertemporal budget constraint approach agptieexternal disequilibrium (Bohn, 2007; Ahmed
and Rogers, 1995) implies that external policyuistaginable when the current debt can be offsebéy t
sum of expected future discounted primary curregbant surpluses. In other words, the freedom of
external policies will be influenced by outstandstgck of past debt while the ability to serve debt
will depend on the future primary current accounmphus. Within this framework, the current account
balance behaves as a buffer against transitoryksho@roductivity or demand (Sachs, 1981; Obstfeld
and Rogoff, 1995). However intertemporel approashnot very useful and less than ideal for
application in the developing countries because¢hefinability and the failure of this category of
countries to generate primary surplus which depemdsforward-looking dynamic saving and
investment decisions driven by expectations of petidity growth, government spending, interest
rates, and several other factors (Cuddington,1996ing error-correction reaction function approach
and dynamic panel framework to test a negative-tomgrelationship between net exports (NX) and
net foreign assets (NFA) as a sufficiency conditionthe intertemporal budget constraint to hold,
Durdu et al (2013) have shown that countries wlatively weaker fundamentals need to respond
more strongly to the changes in NFA to keep thé&tABl on a sustainable path, which is informative
about external adjustment process.

The consistency approach of fiscal deficit sustailitg developed by Wijnbergen et al. (1988, 1989,
1990) and Buiter (1993), attempts to determine wtwistitutes an appropriate fiscal deficit by
making assumptions that liabilities can continugrimw at the growth rate of the economy’s GDP, so
that debt/GDP ratios remain constant. It is a nrmoelest approach with less forbidding requirements
for information and, presumably, very useful in theveloping countries context. This approach
provides a simple quantitative method for assessihgther fiscal deficits are consistent with
macroeconomic targets in other areas, such adianflaoutput growth and real exchange rate. This
approach allows the calculation of the “financeathdicit”, given targets for inflation and other
macroeconomic variables. If the actual deficit extsethe level that can be financed or authorized by
the economic fundamentals, policymakers must adjbsir fiscal stance or revise their other
objectives. Nevertheless, Chalk and Hemming (2G0Que that despite the simplicity and ease of
interpretation associated with this approach, tiwdieators do not distinguish between countrieth wi
varying degrees of indebtedness and are therefore useful in the case of countries characteriged b
high debt and persistent primary deficits.

The persistent of current account deficits andinlability to achieve balance of payment equilibrium
in some developing countries translate the ideatath@ “unsustainability of the adjustment process”
itself. The sustainability of the process involtbat the evolving gap between the observed current
account deficit and the authorized one — RequirddrBal Adjustment — cannot jeopardise a country's
creditworthiness. Using a panel set for 44 develgmountries and annual information for the period
1966-95, Calderon et al (2000) have found that €raccount deficits in developing countries are
moderately persistent and a rise in domestic olgmwth generates a larger current account deficit.
Despite the relatively extensive body of empiriti@rature on the sustainability of current account
deficits, this issue has not received much attaniio the literature. To deal with the major
shortcomings of previous studies, we intend to dempnt and extend previous empirical research by
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providing a specific quantitative framework for Tsia to estimate the sustainable thresholds (or the
financeable levels) of current account deficits emduantify the related fiscal adjustment. Afteatt

we attempt to respond to the two key issues in ghisly: How do the governments manage their
external disequilibrium and how do the adjustmentds work?

In order to accomplish this task, a number of tepes of econometric time series analysis such as
stationarity, cointegration and Error Correctiondabshould be applied. These techniques are aimed
to check the history of the gap between primanjcitefand sustainable levels and to provide an
accurate assessment of the adjustment efforts.

Tunisia represents an interesting case study feerak reasons: since its 2011 Arab Spring
Revolution, the current account deficit has reaateedrd level (7% of GDP in 2012) financed mostly
by sizeable official external financing flows, thest revolution political uncertainty accompanisd b
a substantial widening of current account imbalanbave involved a gradual downgrading of
Tunisia's creditworthiness. Before the revolutithe current account has been consistently in defici
and such deficits have been moderately persistetwteen 2% and 3%. Hence, it is interesting to
check the ongoing external adjustment process ®dfar revolution and to draw lessons from this
experience for the post crisis policies. This stisdg contribution to highlight if the past polisibave
generated foreign buffers to sustain post revatusiaeable official external financing flows antbal
more room for manoeuvre to ensure political tramsit

The rest of the paper is organized as follows: libth present value constraint approach and the
consistency approach of external deficits sustdibabare considered to develop a specific
gquantitative accounting framework for assessingstiitainable thresholds of current account deficit
and the related required external adjustment insianThis framework is presented in Section 2.aDat
and Time series econometric methodology are outlinesection 3 where a dynamic Error Correction
Model is used to check short and long run relatigpss between primary deficits and sustainable
thresholds. Conclusions and policy recommendatiagpresented in section 4.

CONCEPTUAL AND OPERATIONAL FRAMEWORK

The most straightforward way to assess the sudiititgaof current account deficits for the LDCsts
start from the balance of payment flow constraliis is written in nominal terms as :

D& +i; E (B, - NFA_, )+ (BP, - NFAP,))= E (4B, +4BP )+ ONFA - E 4R

=E (4B + 4B - AR )+ONFA @)

D denotes the primary current account defici; (- NF4_, ) thenet public external debt at the end
of period t; @, - NFAP,) thenetprivate sector external detirar, the net foreign assets of the private
sector which are assumed to earn theiragira, other net foreign assétsand R denotes the reserve

assets.

Note that the change in reserve assets can benvatt follow:

(@)

AR =(NFA - NFA_, )+(NFAP - NFAP,)

According to equations 1 and 2, and using loweedaiers again to stand for upper-case variatdes a
a proportion of GDP,

% Net foreign direct investment+ nets portfolio istraent assets + loans — amortization of the exteletz.
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det + (1+r Ja+g )[( -nfa,_ 1) ( § —nfa 1)]
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Adding to the stability of the public external d€bDP ratio benchmark, the stability of private
external debt-GDP ratio, we can define tig# sustainable primary current account deficit threksh

d® at period t:

A (il:n‘r ))(1+ o, - nfer, )+ (o5 - nfer2 ] +onfa ©

Equation 5 shows that the current primary defi€ithe balance of payments, as a share of GDP, is
constrained to not exceed the sum of financingcasuauthorized by the current economic conditions:

revenue from net direct foreign investments, netfplio investment assets and loans; and the excess
of domestic growth over the relevant real intecest of adjusted foreign debt.

The Required External Adjustment (REA) can be esged as the difference between the observed
primary current account deficit as a percentag&bP and the primary current account sustainable
threshold:

REA=d® -d® (6)
DATA AND METHODOLOGY

Data

The data here consists of annual observations ffamisia [1976-2010]. This is the full data

availability, obtained and calculated from the tntdional Financial Statistics, the World Bank
Development Indicators, Tunisian Central Bank RepoMinistry of Finance, and Institute of

National Statistics; as well as from the InstitafeQuantitative Economics. The period 1976-2002 is
judged sufficient to review the main economic egartognized by the Tunisian economy.

On the basis of the framework developed above rmattsustainability analysis consists in measuring
(ex-post) sustainable budget deficit thresholdsig&qn 5) and the corresponding size of the reduire
external adjustment (equation 6). When analysimgetfolution of the sustainable thresholds of the
primary current account deficits on the basis glife 1, one can divide the period (1976-2010) into
four sub-periods:

® Because th©NFA = Net foreign direct investment+ nets portfolioéstment assets + loansmortization of
the external debt
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Figure 1. Sustainable Current Account Deficits thresholds
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Before 1986, the situation was characterized byjtigessustainable primary current deficit threstsld
which revealed the viability of the balance of pays. Indeed this favorable situation is assigoed t
growth rates superior to 5% in real terms, to tegative real interest rates, to the appreciatiothef
real exchange rate and the net foreign direct invests passing from 20.2 MD in 1978 to 201.1M.D
in 1983.

The negative pick in 1986 corresponding to the enwva crisis, as shown by figure 6, has provided

the implementation of the Structural AdjustmentdPamn (SAP, august 1986) supported by the World

Bank and IMF under their policy-based lending reggmit has as its principal component the external
adjustment. Within this program, the main extermalasures were the devaluation of the exchange
rate, the encouragement of exports and the slogfimgports.

The successful adjustment efforts during the pefl®@87-1995) have contributed to strengthening the
external equilibrium and to conferring to the sumhle current account thresholds an ascending
trend. In 1992, the gross primary current accoweficd threshold represented 5.9 % of GDP and the
net threshold -2.6 % of the GDP. The balance ofray improvement was mainly attributable to the
impulse given to the tourist activity with the remng of Tunisian-Libyan frontiers, to growth rates
raised in real terms, and particularly, to the rivasentry of the foreign direct investments passing
from 67.5 MD in 1990 to 577 MD in 1993.

Over the period (1995-2005), a certain externdlilityahas been detected. Indeed, in spite of dot f
that the sustainable threshold displayed a decresiseeen 1992 and 1994 explained by the rise of
interest rates real served on the external debtpartetularly by the decrease of the net flowshef t
foreign direct investments, the period 95-2005higracterized by positive gross sustainable threlshol
and changes are described by a “sawtooth” movement.

During the period (2005-2010), the improvementhe sustainable levels is explained principally by
remittances receipts, real growth and depreciatim of the real effective exchange rate. At the en
of 2010, net assets in foreign currencies havehexhd 3,522 MTD, corresponding to 147 days of
projected imports. The pick observed in 2006 is u@overnment sale of 35% of “Tunisie Telecom”
capital to foreign investors. The foreign directéstments have more than quadrupled to rise in 2006
to 4403 MTD.

The gap between the evolution of the gross andsustainable thresholds of the primary current
deficit shows the size of the debt repayment (asf BDP). It is interesting to notice that this gap
characterized by a certain stability, which offére idea of a rigorous management of the external
debt marked by the absence of an exploding trentdi®igap. However, it is useful to continue and to
strengthen the external adjustment effort in otdgorovide primary surpluses required to be able to
pay the debt services.
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The external adjustment is quantified as the défiee between the primary current account deficit as
% of the GDP and the sustainable threshold. Figwskows the evolution of the external adjustment,
which permits to visualize two curves whose intetation is subject to divergences when one tries to
evaluate the external adjustment effort led by @ritiles: the evolution of gross external adjustment
leads us to believe that over the last few yearsatithorities have reached the target of a susiaina
balance of payments. However, taking into accohatexternal debt redemption unveils a positive
external adjustment on all the period with a temgldn decrease.

Figure 2. External Adjustment
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Econometric Methodology and Results

In order to examine the “successful” and “unsudc#ssexternal adjustment policy, where a
successful adjustment is defined as the maintenahcentrol measures over a large period of time
avoiding the “snow-ball” effect on the size of agtjment and debt: the self-reinforcing effect of
adjustment accumulation arising from the differebeéwveen primary current account deficit and the
sustainable threshold deficit, we suggest spedfyime possible relationships between this two
variables using a dynamic Error Correction ModeCkE ( Engle and Granger, 1987). This empirical
specification enables to incorporate the presehagedia, which represents a typical feature digqyo
reaction functions in the short run to an increiastme size of external adjustment. At the same tim
the ECM constitutes an adequate estimation proeedurthe presence of cointegrated variables
according to Granger's Representation Theorem.

This econometric methodology will allow a betterdarstanding of whether the Tunisian external

disequilibrium history displays a robust negatieaation of the primary current account deficit-GDP

ratio to an increase in the external adjustmerdh sunegative response is sufficient for adjustment
sustainability.

In line with Trehan and Walsh (1991), Haug (199rpith and Zin (1991), Yang (2011) and Burger
(2011), the estimated equations are a p-order EfbMn by:

dpcad =,z + z Vadpcad ; + z Vsidpcast; + &, (7.1)

_ (7)

dpcadst = (47, + ) iy dpcadst, + >y dpcad ; + &, (7.2)
i i

Where pcad is ratio of the primary external deficit-GDP at ijpelrt, pcadstis the ratio of the net

sustainable threshold-GDP at period t¢,and ¢, are white noise processes and

z, = pcad - S, pcadst-c is the 1(0) residual of the cointegration equation
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The sustainability conditions for the external atijpent process are determined by the sigp, @ihd

M, . Notice that the magnitude of the adjustmentficient y, (£, ) controls the speed at whigitad
(sustainable thresholdgsponds to the disequilibrium error.

y,must be negative: if the primary budget (extermdjicit has increased (and/or the sustainable
threshold has decreased) above (below) its long-aitio which means positive disequilibrium error
(z_, >0), the ECM predicts thapd, will decrease significantly to restore the long eguilibrium.

On the contrary ifz,_, <0, here the primary budget deficit has decreased (anthe sustainable

threshold has increased) below(above) its longratios (negative disequilibrium error), the ECM
predicts thatpd will grow more than its long-run ratio to restatee long run equilibriumwhich
implies that the external adjustment is not justifiand it is a signal to government for using an
expansionary public expenditure policy.

M, must be positive : if the primary external defluits increased above its long-run ratio which means
positive disequilibrium error Z_, >0), the ECM predicts that sustainable level will regse to

restore the long run equilibrium. Contraryzf , <0, here the primary budget deficit has decreased

below its long-run ratio (negative disequilibriunt@) and the ECM predicts that sustainable level
will decrease more than its long-run ratio to restbe long run equilibrium which in turn allevidtes
size fexternal tightening and allow external policgreater leeway to respond to shocks.

The lagged terms of primary deficipcaq_;, and primary sustainable threshapds}._, , appeared
as explanatory variables, indicate short-run causk effect relationship between the two variables.
Thus, if the lagged coefficients efpcadst; appear to be significant in the regressiodlpéad._;

this will mean thatpdstcausespd . Similarly, if the lagged coefficients offpcad_; appear to be

significant in the regression ofpdsf, this will mean that pcad causes pcadst

Coefficientsy,, andy,; can be interpreted as an indicators of the prindaficit-GDP and sustainable

threshold-GDP growth paths which give more infoioraton the sustainability of the adjustment
efforts. When the primary deficit increases in )t-he following period sustainable level must
increase more quickly to ensure the stability @ tbduction of the external adjustment. When the
sustainable level increases the primary deficit ic@nease more slowly (or decreases) to avoid the
“snow-ball” effect on the size of adjustment.

Tablel. Non stationarity test of the series

Sample period 1976-2010
Test ADF Phillips-Perron
hypothesis HO: X has unit root(non stationarity) HO: X has unit rootnon stationarity)
Bandwidth
Lag Length (Newey-
; - Test - - Test 4
variable T statistic p-value specification ((')Anuflr(r‘jaa“r(l:dbglsg)d T statistic p-value specification Wé:asrtﬂt:;tmg
kernel)
pcad -2.8 0.0685 Intercept 0 -2.7 0.081§ Intercept 4
d(pcad ) -5.56%** 0.0001 Intercept 0 -5.57%** 0.0001 Intenoe 4
trend and Trend and
pcadst -3.13 0.1154 intercept 0 -3.13 0.1154 intercept 0
trend and Trend and
_ Fkk - Fokk
d( pcadst ) 7.4 0.0000 intercept 0 11.97 0.0000 intercept 11
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To avoid spurious statistical inferences, Augmeridékey Fuller (ADF) test and Philip Perron unit
root test confirm that the non stationary in alliables (pcad, pcadst) at level. However, the result
indicates that all the variables are stationaryfirat difference as highlighted in table 1. Hence,
primary current account deficit and the correspogdiustainable level are integrated at order ofle. A
the variables are checked at the lag length seldgten AIC, SIC and HQ criterion as shown in table
2.

Table 2. Lag Order Selection Criteria

Exogenous variables: C
Sample: 1976 2010
Lag | LogL LR FPE AIC SC HQ
Endogenous variablesicad pcadst
0 -176.9850 NA 247.3608 11.18656 11.278%7 1693
1 -155.3405 39.23060* 82.19811F 10.08378* 0.36861* 10.17488*
Endogenous variablespcad pcads;_;
0 -157.7922 NA 117.0744 10.4382( 10.62324*  .49852
1 -151.7219 10.57405* 102.6964 10.30464 100674 10.42527
2 -146.3468 8.669483 94.63804* 10.2159p* 1001 10.39687*

* indicates lag order selected by the criterion
LR: sequential modified LR test statistic (each & 5% level); FPE: Final prediction error; AIGAkaike information criterion

SC: Schwarz information criterion ; HQ: Hannan-Quiinformation criterion

Using Johansen’s (1988) cointegration testing fraamk and including an exogenous variatli&6

that involves the specific events that took platd 986, as explained above, table 4 shows that the
null hypothesis that there are no cointegratingatigas that can be ruled out. The related trace and
maximum eigenvalue statistics indicate two coirdéigg equations at the 01% level. This implies
that, long run relationships among all these véemban be explained by 2 cointegration equations.

Table 3. Johansen cointegration test for Primargrent account deficitgcaq ) and primary budget
deficit sustainable threshold dcadsy )

Sample period | 1976-2010
Exogenous series: D86
Trend assumption: Linear deterministic trend: ioé@t (no trend) in CE and test VAR

Test Unrestricted Cointegration Unrestricted Cointegration

Rank Test (Trace) Rank Test (Maximum Eigenvalue)
hvpothesis HO: number of cointegration vector HO: number of cointegration vector

yp is less than or equal to k (k=0 ;k=1) is equal to k (k=0 ;k=1)

Hypothesized Trace 0.05 Prob.** Max-Eigen C?i.ti(i:Sal Prob.*
No. of CE(s) Statistic Critical Value Statistic Value )
None * 36.57864 15.49471 0.0000 27.8301y7 606 0.0002
At most 1 * 8.748472 3.841466 0.0031 8.74847p 3.841466 0.0031

Trace test indicates 2 cointegrating eqn(s) atQla5 level Max-eigenvalue test indicates 2 coirdgégg egn(} at
the 0.05 level
* denotes rejection of the hypothesis at the 0e@®Il **MacKinnon-Haug-Michelis (1999) p-values

1 Cointegrating Equation(s): Log likelihood -146585
Normalized cointegrating coefficients (standaraein parentheses)

PCAD NCAST
--0.654061
1.000000 (0.11749)

Having established the cointegration of the sekigsgcan proceed to discuss the ECM results. All the
variables are checked at the lag length of onewaldy VEC Lag Exclusion Wald Tests (table5). For
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the purpose of figuring out how adequate our sfedibn is (equation 7), VEC Residual Serial
Correlation LM Test indicates that null hypothesisio autocorrelation in the residuals at the fast
order is accepted as well as R-Square value retatéte equation 7-1(7-2) is 0.59 (0.49). It means
that the independent variable in the model canigréib%( 49%) of the variance in dependent
variable. Furthermore F statistic rejects the hyflothesis of all the coefficients at the 1%.

Table 4 VEC Lag Exclusion Wald Tests

Sample: 1976 2010 | |
Chi-squared test statistics for lag exclusion:

Numbers in [ ] are -values
Apcad Apcadst Joint
DLag 1* 1.154103 6.997267 8.679164
[ 0.561552] [ 0.030239] [ 0.069639
df 2 2 4

**denotes rejection of the null hypothesis at th@X0level
*denotes rejection of the null hypothesis at théo18vel

Table 5 highlighted the finding of the ECM regressiof the equation 7. The results from the
estimated equation 7-1 show a negative, as it dhbal and significant coefficient of the error

correction term f, = —049;t = —=546)which means that if the primary current accountaitehas

increased above its long-run ratio which meanstpesdisequilibrium error, the ECM predicts that
primary current account will decrease in the follegvperiod to restore the long run equilibrium. §hi
negative significant reaction involves the sustailityg of the primary current account deficit and
implies the efficiency of external adjustment.

Precisely, the speed of adjustment towards a langequilibrium is that about 49 % of the external
disequilibrium is corrected each year which invehtke willingness of the authorities to restore the
balance of payment equilibrium. Thus, the gap betwgimary current account deficit and the related
sustainable threshold would be closed roughly alwot years. The adjustment coefficient in the
ECM with primary current account deficit sustairatdvel as the dependent variable (equation 7-2) is

positive, as it should be, but it is showing sta#ly insignificant (¢, = 031t = 151).

Table 5. Vector Error Correction Estimates

Sample : 1976 2010

Standard errors in () & t-statistics in [ ]

Co!ntegratmg CointEq1

Eq:

pead;_y 1.000000

peads}_g -0.654061
(0.11749)
[-5.56688]

C -4.325576

Error

Correction  |4pcad dpcadsj

CointEql -0.499047| 0.310885
(0.09128) | (0.20421)
[-5.46700] | [ 1.52240]

4dpcad,_; 0.037620 | -0.768512
(0.13079) | (0.29258)
[ 0.28764] | [-2.62668]
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dpcadsf_y -0.077328 | -0.231500
(0.08801) | (0.19689)
[-0.87859] | [-1.17577]
C -0.268662 | 0.535807
(0.26993) | (0.69122)
[-0.99529] | [ 0.77516]
d86 3.550174 | -20.29821
(1.93993) | (4.33974)
[ 1.83005] | [-4.67728]
R-squared 0.595939 0.493292
Adj.R-square(l0.538216 | 0.420905
Sum sqg. resid€81.57819 | 408.2536
S.E. equation] 1.706900 3.818440
F-statistic 10.32412| 6.814660
VEC Residual Serial Correlation LM Tests
: HO: no serial correlation at lag order h
lags LM stai prok
1 1.725565 | 0.7861

The VEC Granger Causality Test results reportedaliie 7 indicate that the null hypothesis of
causality from primary current account deficit tainpary budget deficit sustainable level is rejecitd
the 1% level of significance. However, the null bifesis is accepted when we check the causality
from dpcadto Apcadst

Table 6. VEC Granger Causality

Sample: 1976 2010
HO : X does not cause Y
Chi-sq df Prob.
Dependent variable gpcad,
dpcadsf_ 0.771918] 1 0.3796
Dependent variable pcadsy
dpead ™ 6.899473 1 0.0086

*denotes rejection of the hypothesis at the 0@l
**denotes rejection of the hypothesis at the 1%lev

There exists a negative unidirectional causalipmirprimary current account deficit to sustainable
primary current account threshold which means ahaduction in the growth path the growth path of
primary current account at (t-1) will lead to arcrisase in the primary current account deficit
sustainable levels at t : a contraction of theantraccount deficits will leads to an improvemehe
standard economic fundamentals (equation 5) tiatmeing the level of the sustainable threshold.

CONCLUSIONS AND POLICY RECOMMENDATIONS

This paper is one of thérst attempts in the empirical studies to examthe “successful” and
“unsuccessful” external adjustment policy usinguamitative approach. A successful adjustment is
defined as effectiveness of measures that keepr aodérol the gap between primary current account
deficits and the related sustainable thresholdcidgfover a large period of time, thus avoiding the
“snow-ball” effect on the size of adjustment andbdtde.e. the self-reinforcing effect. Large and
persistent of current account deficits and theilitaho achieve the balance of payment equilibrium
some developing countries, have been considerdtheasnain issues for this study. Running the
specific model for Tunisia over the period (197@@Pshows an external adjustment persistence.The
applied time series methodology shows significamttegration relationships between primary current
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account deficit and the related sustainable lewghaized by the economic fundamentals. The
estimated Error correction Model predicts thathié tprimary current account deficit has increased
above its long-run ratio which means positive disizrium error, the primary current account will
decrease in the following period to restore theylam equilibrium. This negative significant respen
involves the sustainability of the primary curreetount deficit and implies the efficiency of extar
adjustment process. The faster adjustment speeth)(4Beans quicker resolution of external
imbalances and therefore results in greater adibsrivillingness to adjust.

VEC Granger Causality Test showsiortrun unidirectional negative causality from primawyrrent
account deficit to the sustainable thresholds.hi@ short run, excessive deficits policies have an
adverse effect on the econonyowever, the authorities’ ability and willingness adjust policy
contribute to keeping under control the disequiilibr. Consequently, a contraction of the current
account deficits will lead to an improvement of gtandard economic fundamentals that determine
the level of the sustainable threshold.

By looking back at Tunisian external disequilibritgtory, we have found that external adjustment
policies were conducted as a non-linear process thadcurrents account deficits were kept at
historically low levels throughout the period 192810. The realized foreign buffers until 2010, as
consequence of successful adjustment policies, tr@ated a room for external debt maneuvering and
allow the government a greater leeway, in the short to ensure the required external financing for
the economy. However, the continued downgradingwfisian rating has worried the international
financial market and the foreign buffers are urlikeo be sufficient to sustain sizeable official
external financing flows to finance economic atis during the political transition period (2011-
2014). Such fears cannot be dismissed so easilghwhakes us think about some questions: in what
extent are foreign buffers enough to sustain sieeafficial external financing flows and could the
authorities' willingness and ability to adjust letpast continue in the future when the deficitche
record levels?
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THE GLOBAL CREDIT CRUNCH AND FINANCIAL CRISIS IN
EASTERN EUROPE!
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Abstract

In this paper we analyze the process of accumulaifdinancial difficulties in Eastern Europe ireth
period before and their unwinding in the aftermattthe collapse of Lehman Brothers, the prominent
American financial giant in September 2008. Thel gbaur study is to answer to the question of why
Eastern European crisis occurred, how accumulatbeanfcial vulnerabilities unwound and why there
was a large variability of output decline betweée tountries in the region. In our point of view,
crash of the U.S. subprime market did not causectisés in Eastern Europe, but was only a trigger
that shed light on accumulated financial vulnerdigis. Therefore, if distressed Eastern European
economies do not give up consumption-led growtheivexad develop competitive industrial sector in
a medium run, another crisis is to be expectethiénriear future.

Key words:capital inflows, financial crisis, consumptionyastments, debt, foreign exchange rate.

INTRODUCTION

Nearly twenty years ago, communist countries of rging Europe decided to abandon essentially
dysfunctional model of accumulation based on tlgesand collective ownership. In these systems,
state was a key actor and the final outcome has bemntinual accumulation of systematic deficit
and usage of different palliative mechanisms ineoritd temporary cover deficit or to transfer this
deficit into the future at the expense of forthcogiyet to be born, generations. In order to esstabl
sound and self-sustaining economic systems emeif§urgpean countries entered the process of
transition, implementing standard procedures: nemmoomic stabilization, liberalization and
deregulation, institutional reforms, restructure refl and financial sector and social adjustment.
Following ten years of tectonic changes, the peaédransition has more or less come to an end in
2000, and some of the countries have even joine&timopean Union (EU).

However, the eruption of global financial crisisSeptember 2008 has revealed numerous weaknesses
of most former communist economies. On averagis dlear that most of them failed to create a
stabile macroeconomic environment, i.e. they cowd continue to function without a permanent
foreign credit doping. We argue that the globahficial crisis per se has not caused, but only shed
light on financial difficulties in emerging Europe@conomies, accumulated in the period of several
years prior to the world financial crisis outburBurthermore, there were notable cross-country
differences in severity of crisis impact on locatfmut. Countries that based their growth model on a
balanced development of both tradable and nonittadsectors and were less dependent on foreign
capital inflows to finance their investments anchsiamption experienced only mild and short term
output decline and vice versa. Countries that b#seid growth model on a faster growth of the non-

This paper is a part of research project 17901Ba(lenges and prospects of structural changeserbia:
Strategic directions for economic development aadmonization with EU requirementsfinanced by the
Ministry of Education, Science and Technological’/€lepment of the Republic of Serbia.

2 Ognjen Radon§i, Associate Professor, Faculty of Philosophy, Depeant of Sociology, University of
Belgrade.

% Srdjan Kokotow, General Deputy Manager, National Bank of Serbepartment for Financial Stability.
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tradable than the tradable sectors, whereas sumhtlgrwas primarily financed by the foreign
borrowings faced sharp output decline and woulcehayperienced outburst of debt-deflation episode
for certain if foreign and local governments angkinational financial institutions had not timelyda
massively intervenetl. Therefore, unless distressed emerging Europeamogtes develop
competitive industrial sector and give up a growttodel based on excessive indebtedness,
consumption and development of non-tradable seatoasshort run, another crisis is sure to reoccur
soon.

In search for answer regarding why Eastern Europmeems occurred, how accumulated financial
vulnerabilities unwound and why there was a largeability of output decline between the countries
in the region, we have identified key macroeconoimbalances in 13 Eastern European economies
(EEE) plus Turkey that had been accumulated inpdsgod of several years prior to the Lehman
shock. Our sample of EEE is limited by the avallgbiof monetary, balance of payments and
financial statistical data. It covers following etries: Bulgaria, Croatia, the Czech Republic, Eisto
Hungary, Latvia, Lithuania, Poland, Romania, RusSiavakia, Slovenia, Ukraine and Turkey. The
analysis is performed on the quarterly data thavige sufficient details needed to explore changes
trends and relate them to actual evénts.

BOOMING ECONOMIES OF EASTERN EUROPE AND EMERGENCE O F
FINANCIAL FRAGILITY

In the course of seven years before the LehmanhBretshock in September 2008, emerging
European countries experienced a rapid growth ofgyrdomestic product (GOPand income
convergence to developed European countries (Figure

Figure 1. Quarterly GDP Growth in Eastern Europ€02-2009
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Note: Growth rates refer to average rate for all dguntries: Czech Republic, Slovakia, Poland, Humga
Latvia, Lithuania, Estonia, Ukraine, Russian Fed&m, Romania, Bulgaria, Croatia, Slovenia and Teyk

Source: Authors’ calculations based on Internatiofimancial Statistics.

Credit boom that financed excessive consumptionamasin growth driver in most of EEE. The dark
side of this process was the rapid accumulatiovutherabilities to external and internal shocks,

“As Fisher (1933) argued in his debt-deflation tiyeok the Great Depression, a fall in asset pricgses the
value of money and at the same time the real vaflkebts. In this way, the more debtors try to dase their
debt, the more the value of their debt rises. Arelese of asset prices, contrary to Say’s Law, cafiggher
decreases in asset prices, aggregate demand, aumpw@mployment. Falling prices are followed bylidétg
aggregate demand due to general decline, not anigviestments, but also in consumption, which arise a
consequence of the fall in household incomes aadise in unemployment.

® Serbia is not included since quarterly data isvaitable.

® Around 6% annually.
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which eventually materialized in the late 2008. Thdnerabilities have been reflected in high
leverage, i.e. excessive growth of domestic citedirivate sector relative to GDP and domesticicred
over domestic deposits, large current account itfiovervaluation of local currencies as well as
share and real estate prices, fiscal bubbles ayddnedit euroization.

Before the financial integration process betweeweldping and developed European economies
started, there was a deep-entrenched lack of ceegliply in former communist countries. This
phenomenon was, to a large extent, driven by tlvessxinvestments over domestic savings. Due to
this imbalance, interest rates were very high acenserging Europe (Figure 2).

Figure 2. Real Interest Rate Differential in East&urope Relative to the Euro Area Interest Rates,
2001-2009
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Notes: Real lending interest rate differential édaulated as the difference between the real legditerest
rates on loans denominated in local currencies tredaverage real lending interest rates in the E@rea (in
percentage points); growth rates refer to averagefor all 14 countries.

Source: Authors’ calculations based on InternatioRi@mancial Statistics.

However, once these countries opened up to foreggnks this reversed rapidly. At the beginning of
this process in the early 2000s, the ratio of deimesedit to private sector relative to GDP wal st
very small. Following the deepening of the finahaidegration with Western Europe, countries from
emerging Europe saw a very fast credit growth, aaby an easy access to foreign savings that was
intermediated by foreign owned banks. High readnest rate differential attracted foreign creditors
provide ample credit lines to the recipient emeagdiiuropean countries and local banks. Given that
during the era of communism financial constrainswae of the most important constraints for further
growth, the easier access to credits provided sacgsonditions for a rapid output growth. In the
period of only 10 years, the ratio of domestic @rem private sector to GDP reached a level close t
that in the Euro Area (Figure 3).

"The ratio of domestic credit to private sector BFGgrew strongly from 20% in 2000 and 29% in 20085%
in 2009 and came close to 140% in 2010. In theopeietween 2003 and 2009, the ratio of domestiditcte
households to GDP increased from 8.5% to 28%. @rikeomost important drivers of the dynamic growth
domestic credit to private sector was a rapid gnooft mortgage lending to households. Share of rageg
lending to households in GDP increased from 4.5%8003 to 17% in 2009. Accordingly, share of mortgag
lending to households in total domestic creditivgie sector increased from 15.5% in 2003 to 2611 %009.
Dynamic growth of mortgage lending to household=dd real estate bubble in almost all emerging Eeso
countries. The most notorious form of this mortgégeding, which turned out to be extremely riskyl anost
prone to default, were floating rate loans linkedtie Swiss franc (Average for 13 countries. CzZRepublic
data missing. Estonia data missing for domestiditte private sector in 2009. Russia and Ukraiagdnissing
for mortgage lending to households in 2003). EuaopBank for Reconstruction and Development (EBRR) a
authors’ calculations.
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Figure 3. Growth of Domestic Credit to Private SedRelative to GDP in Eastern Europe, 2001-2009
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Due to the large capital inflows, local credit demaould be fulfilled without a proportional incssa

in the supply of deposits, i.e. decoupling of lognewth from deposit growth (Figure 4). Given the
relatively shallow financial markets and insufficiepublic confidence, the level of accumulated
domestic deposits and their maturities were comssr#o long-term lending. The foreign banks, which
spread out their branch networks helped the camto improve the overall image of the banking
business. Long-term borrowings from their paremnikdsaenabled them to provide ample long-term
lending facilities to local corporate clients amslibeholds. This allowed EEE to decouple their huge
investment expenditure from domestic savings, wileeeformer grew rapidly while the later were
stagnant. This is well reflected in the ratio ofrdstic credit to deposit. It is interesting to niftat in
the most leveraged countries, like Ukraine, Estamd Lithuania, the ratio of domestic credit to
deposit was above 2, while in Latvia it even suspds3’

Figure 4. Growth of Domestic Credit to Deposit Rati Eastern Europe, 2001-2009
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Note: Growth rates refer to average rate for all dguntries.
Source: Authors’ calculations based on InternatioR@ancial Statistics.

Such high leverage ratios of the banking sectamssadhe region were, aside from the subdued export
demand due to the global credit crunch, among & important determinants of the crisis impact on
the output. Reduced foreign capital inflows foréechl banks to limit their lending activities besau
domestic deposits could not meet the domestic tcaminand. Curtailed credit supply affected all
those activities that depend on credits, notalbdglpetion of durable goods and equipment.

® Nonetheless, neither of these two leverage ratiogigies the full picture of the overall leverageEEE. Many
of these countries have large stocks of directscbusder debts of corporate sector, which in soasesg, are
larger than the stocks of domestic loans.
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The mirror image of sharp rise in domestic crealiptivate sector relative to GDP and domestic tredi
to deposit ratio was a rapid accumulation of faneigbt. Net foreign debt relative to GDP increased
from about 5% in the early 2000 to almost 40% &t leginning of 2009, reaching even 60% in
Latvia, the most indebted country in the regiorg(ffé 5). In the end, the Lehman shock broke this
trend and the level of net foreign debt has renthatagnant ever since.

Figure 5. Net Foreign Debt in Eastern Europe, 2009
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Notes: Net foreign debt is defined as a sum o$tbek of foreign debt and the issued debt secsrtisotracted
by the sum of the claims against foreign debtorsthe foreign exchange reserves; average for aktddntries.

Source: Authors’ calculations based on InternatioRi@mancial Statistics.

Consequently, unrestrained debt accumulation thvouig most of the 2000s enabled continuous
current account deficits that were, on averagey kigh by global standards (Figure 6).

Figure 6. Current Account Deficits and Financialodant Surpluses in Eastern Europe, 2000-2009
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Notes: Data refers to quarterly current account diméncial account balances relative to annual GRRerage
for all 14 countries.

Source: Authors’ calculations based on Internatiofimancial Statistics.

Such large current account deficits were the resfulirge trade deficits that characterized alnadist
economies across the region, which reflected exeegsvestments and consumption (of households
and state) facilitated by the credit boom, couphath comparatively weaker tradable sectors and
export competitiveness.

° Substantial increase in foreign debt from 400dnllUS$ in 2001 to 1,600 billion US$ in 2009, wasmarily
driven by banks and real sector, whereas goverrsmemttributed far less (Authors’ calculation based
International Investment Position — IMF's Balandd®ayment Database).
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After September 2008s’ credit crunch, the finana@ount reversed first, whereas the current accoun
had to be adjusted subsequently. However, as wéraeethe figure 6, adjustment of the financial
account was sharp, but it did not go deeply intgatige territory, despite pessimistic expectations
given the depth of the financial crisis in develdpmuntries and fears related to the accumulated
financial vulnerabilities in the EEE. The financ&dcounts bottomed out quickly and even returned to
surplus as soon as the end of the third quart@009. The current account deficits, which could no
longer be financed as before, adjusted stronghgsponse to the financial account development and
turned into a small surplu$.

But again, the financial account correction did remjuire stronger current account adjustment as was
suggested by past experiences (e.g. Mexico in d884ast Asia in 1997). Even though both of these
adjustments have had a severe impact on the affectentries, they were still relatively mild and
differ substantially from theoretical findings ahtstorical experiences. The underlying reason és th
depth of the financial integration with Western &ue and the potential terrifying consequences of an
Eastern European breakdown for the EU stability, andeneral, the prospects of its surviVal.

The fact that capital inflows were considerablygéarthan the current account deficits of EEE exglai
the stability of the nominal foreign exchange rafasd even nominal appreciation) and the rapid
accumulation of the foreign exchange reserves (Eigl). Increase in foreign exchange reserves,
however, was more a consequence of the reluctamaecdept sustained nominal exchange rate
appreciation than of “precautionary” motive to buiheir reserves and liquidity for “rainy days”.

Figure 7. Foreign Exchange Reserves in Eastern eird000-2010
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Notes: Data refers to the average foreign exchamegerve index at the end of quarter; for all 14 oties.
Source: Authors’ calculations based on InternatioRi@mancial Statistics.

Additional problem with dynamic capital inflows wdbkat their massive share ended up in non-
tradable sectors which significantly contributedujpward price pressures. Furthermore, relatively
high inflation was additionally driven by supplylsishocks in the food and energy market but also by
an incomplete sterilization of the money supplyt tept expanding due to high capital inflows.

1% 1n other words, due to evaporation of import ficiawy, current account deficits turned into surghesnks to
stronger fall in imports than exports. In the pdrimetween 20080and 2009@Qtotal export revenues decreased
by 26% and imports decreased by 32%, on averagih@fal calculations based on the International Ramal
Statistics).

' In order to avoid a large-scale debt-deflatiorsegé in Europe and the possible global contagitecefthe
international policy response by the EU, the Ir¢ional Monetary Fund (IMF), the EBRD, the European
Investment Bank (EIB) and the World Bank (WB), leeen coordinated and timely, and involved largdesca
balance of payments support aiming at securingniiiz sector stability.
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Resultant combination of the stable or even apatedivalue of local currencies and high inflation i
comparison to the EU threshold, led to continugbraepiation of the real foreign exchange rates
(Figure 8)*? In this way, during the period of capital inflowianza, vicious circle has been created:
The ebb and flow of stabile and even appreciateximal exchange rates, relatively high inflation and
continual appreciation of the real exchange ratedaterioration of trade balance.

Figure 8. Real Effective Exchange Rate in Eastanmmpe, 2000-2009
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Notes: Data refers to average quarterly real effezexchange rate indexes, separated for 7 flogting Czech

Republic, Hungary, Poland, Romania, Russia, Tuekey Ukraine) and 7 pegged currencies (Bulgaria B,

Latvia, Lithuania, Croatia, Slovakia and Slovenidereby Slovakia and Slovenia were moved to tlhismgtwo
years before their respective Euro adoption); irase denotes appreciation.

Sources: Authors’ calculations based on the Intéomal Financial Statistics and Eurostat.

A real wage growth was an additional factor thghgicantly contributed to increasing trade deficit
and appreciated real foreign exchange rates (Figur&lamely, even though the privatization and
foreign investments propelled the productivity gese during the pre-crisis years, it was not rapid
enough to justify the excessive wage growth. Adapgrt of the wage growth was driven by rapidly
increasing wages in public sectors that causeduhge of household consumption and hampered the
competitiveness of tradable sectors. In paralted, wage growth in key European Union economies
was flat-lined. However, after the Lehman collapsany countries had to resort to fiscal contraction
in order to reduce their current account defiditiis explains the steep fall in wages observed #ite
third quarter of 2008 because they were the fagjdt of fiscal contraction. Since then, real wages
appear to be in line with output movements i.e.gnoyg around zero.

Not less important, one of the consequences ofrguiatd credit booms frequently cited by many
seminal scholars (Kindleberger and Aliber, 2005%dé&l, 1998; Minsky, 2008; Pettis, 2001; Wolfson,
2002) is the overvaluation of asset prices (aparhfthe value of domestic currency), most often of
real estate and share prices. Our data suppossfitiding, even though there is an observable
divergence of the share prices from other pricagisg from mid-2007 (Figure 10). This divergence
can be attributed to an early withdrawal of poitfahvestments, which reacted immediately after the
emergence of the U.S. subprime mortgages problenth® other hand, other capital inflows that did
not slow down until the eve of the crisis, caudeslieal estate prices to rise further until thecbiné
the crisis. These price bubbles gave rise to asidhary wealth increase that reinforced the domest
credit and consumption growth, creating one moious circle: Increased liquidity means that
overvalued financial and real estate assets canpesferm the function of collateral and a risehe t
value of the collateral justifies increased valtans demanded.

12 This trend was more pronounced in the case ofifiga@urrencies, given that quite a few of themesignced
considerable nominal appreciation in the year lagdip to the crisis.
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Figure 9. Real Wage Growth in Eastern Europe, 22009
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Notes: Real wage growth change refers to the avemgcent change of wage indexes deflated by ttoe e
change of CPI indexes; average for all 14 countries

Source: Authors’ calculations based on the Inteiovadl Financial Statistics.

Figure 10. Share Prices in Eastern Europe, 20019200
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Note: Share prices change refers to average shacepindex changes for all 14 countries.
Source: Authors’ calculations based on InternatioRi@mancial Statistics.

In the end, when it comes to the fiscal deficitE&E, they were, on average, moderate througheut th
region in the years leading up to the crisis. Hoaveit can be argued that the fiscal policies vatite
partially responsible for the accumulation of vuhtglities, despite the moderate deficits. Thisrste
from the fact that, in many countries in the regitne nominally balanced fiscal positions consisted
buoyant fiscal revenues driven by the spending-houoaiched by equally buoyant fiscal expenditure.
However, the fiscal expenditure increases were afractural nature and it turned out that their
rigidity caused a large increase of fiscal deficite the crisis hit The crisis revealed that even
those countries which ran surpluses before théscrigre not able to do so any more. The cyclically
driven high fiscal revenues from import taxes, s@siand consumption slumped once consumption
contracted (Figure 11). When the crisis hit, maoyndries had to introduce moderate fiscal austerity
measures simply because they could not financensiyg spending any motéOn the other hand,
those countries that had managed their public iedgell, were able to run strong counter-cyclical
policies, notably Slovakia, Bulgaria or even Ukgrin

3 These expenditures include increases of headcandt wages in public institutions and state owned
enterprises as well as hefty pension increasesf alhich are regulated by laws and therefore vigyig.
*In other words, many countries ran fiscal bubbles.
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Figure 11. Quarterly Fiscal Balance in Emerging Bpe, 2000-2009
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Notes: Data refers to quarterly fiscal balancesatele to annual GDP; average for all 14 countries.
Source: Authors’ calculations based on Internatidfi@ancial Statistics.

UNWINDING OF FINANCIAL DIFFICULTIES: THE LEHMAN SHO CK, SUDDEN
STOP AND CAPITAL FLOW REVERSAL

The onset of the global credit crunch and capital feversal following the Lehman Brothers collapse
caused sharp contraction of Eastern European o(Fpures 1 and 12), exports and imports (Figure
6), significant increase in interest rate diffef@n{Figure 2) and public debt and unemployment
(Figure 12)"° decrease in foreign exchange reserves (Figur8)?, ds well as a swift depreciation of
the regional currencies across the board (Figuye 13

Immediately after the shock, cross-border lendnognf\West European parent banks sharply reversed
causing drain of liquidity in local markets. Alsoews about the collapse of several large banks in
some developing countries caused panic among sieglbsitors and resultantly withdrawal of a
significant portion of households’ deposits denaated in euro (Ukraine, Hungary, Latvia). What is
more, foreign owned banks were under pressure ¢anaglate the foreign exchange liquidity and
transfer it to their parent banks, at least duthmgfirst few months following the Lehman shockisTh
rush to convert local into foreign currency creaddng depreciation pressures (Figure 13): Theemor
banks tried to switch to euro, the more value ofl@urrencies decreased and the value of rearsect
debts rose. These events called for policy makeection that included liquidity injections, dedosi
insurance coverage increases and even deposie$réezsome specific cases (Ukraine, Latvia). In
some countries (Romania) bad debt resolution fraonewvas put in place along with supervision
forbearance.

13 |n the period between end of 2008 and end of 2GI¥P growth in EEE contracted from 2.6% to -8%. it
growth in 2009 in more indebted countries such sforita, Latvia, Lithuania, Hungary and Slovenia was
13.9%, -18 %, -14.8%, -6.3% and -8.1% respectivilythe same period, output growth in less indebted
advanced transition countries such as the Czechibfiep Poland and Slovakia was -1%, -1.7% and -4.7%
respectively. Also, unemployment increased fron®ii 2008 to 10.2% in 2009 and public deficit fre2%6 in
2008 to -6.4% of GDP in 2009, on average (EBRD; IMFEEO Database; authors’ calculations).

®over the period of six months following the Lehmsimock, the foreign exchange reserves dropped by
approximately 21%, on average. Some countriesHissia, Ukraine and Latvia lost almost one thirdhefir
pre-crisis reserves (Authors’ calculations basethternational Financial Statistics).
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Figure 12. GDP Growth, Unemployment and Fiscal Bak(general government, in % of GDP) in
Eastern Europe, end 2008 and end 2009
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Figure 13. Nominal Exchange Rate Depreciation andekgn Exchange Reserve Changes in Eastern
Europe between 2008@nd 2009Q
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there was no currency crisis (i.e. foreign excharggerves declined by less than 20%), the differdmmtween
the minimum daily level of foreign exchange reseime2009Q (recorded in February 2009) and the highest
level (recorded in July 2008), exceeds significatiie 20% threshold, therefore we also treat themarisis

episodes; positive percentage changes denote aymepreciation and decrease in foreign exchangeres;
the negative datapoint for Hungary denotes a sigaift reserve increase that was a result of the ihid EU

“bailout” loan.

Source: Authors’ calculations based on InternatioRi@mancial Statistics.
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Since in most countries we have analyzed, crediigation was above 50%, and would be much
higher if we included direct cross-border loansth® real sector, any larger depreciation or
devaluation would lead to heavy balance sheettsfiaad large financial losses in the real sectbis T
would lc7ertainly wreck havoc in the affected ecoresnicause widespread bankruptcies and decimate
output’

This is why, in our opinion, authorities of EEE westrongly motivated to defend the pre-crisis Isvel
of the exchange rates as evidenced from largediorekchange market interventions. Finally, the
policymakers in the most vulnerable countries (higst foreign debt and high rate of credit
euroization) such as Romania, Hungary or Ukraiadized that the speculative attack might occur and
rushed to conclude stand-by arrangements withrtegriational Monetary Fund (IMF) and financial
assistance from other international institutiorenglwith swift monetary policy responses in terrhs o
interest rate hikes.

Meanwhile, these movements in the foreign exchangekets stabilized by mid-2009, indicating the
bottoming-out of the private capital outflows ahé increased official capital inflows. In the ettt
depreciation was far milder than many feared, whish aside form orderly current account
adjustments, one of the key differences in comparito past crises that helped EEE to avoid
disorderly consumption adjustments and massive roatdies related to the unhedged foreign
exchange liabilities of the real sector.

Therefore, even though the data presented in tipgré-il4 suggests that there is a link between high
rate of credit euroization and the level of outgetline in the aftermath of the Lehman collapse, we
believe that this could be a misleading relatiohisTis because only three countries in this dataset
which had a large rate of credit euroization, sefflecurrency depreciation — Romania, Hungary and
Ukraine. Other countries with large output conimctdid not suffer any changes in the exchange
rate’® We can infer that this seeming relation shouldiaty be attributed to the domestic credit to
deposit ratios, which were higher for those coestthat relied more on foreign borrowings.

" Therefore, massive depreciation of local currensi®uld not exert a positive influence on exposisce
indebted units would have not enough breathingespasave production or jobs. In addition, evewéf make
the unrealistic assumption that the majority ofducers would survive a drastic increase in the vable of
debt, weak export demand would certainly stronglgstrain the positive effects of the declining eabf local
currency.

'8 |n emerging European economies with floating ergearate regimes nominal depreciation of localenties
against euro was 24%, on average over the periogixomonths following the Lehman shock (Authors’
calculations based on International Financial Stias). At the same time, emerging European caswith
fixed exchange rate regimes, but high rate of tredroization, fearing harsh consequences of anpate
devaluation on their unhedged real sector, optedifdernal devaluation” through deflation. TheyJeaall
reached the broad mainstream-fashioned internadecmus that the painful output contraction necgstar
induce deflation was more bearable than abolitibrtheir long-standing pegs. Consequently, in theecaf
Latvia, this decision resulted in such a heavy dative output contraction over the period of twasge (-25%)
that the country set the infamous world record assmng the one previously held by the USA in theogeof
the Great Depression. After several quarters ohfligion, these countries finally entered devastateflation
in the second or third quarter of 2009.
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Figure 14. Loan Euroization and GDP Decline in EastEurope
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AFTER THE LEHMAN SHOCK: CROSS-COUNTRY DIFFERENCES | N OUTPUT
DECLINE

Whether the impact of a credit crunch on individealerging European country was more or less
damaging, primarily depended on chosen and apgliedth model. What was crucially important in
the years that preceded crisis was not the dynaoficsitput growth per se but its composition and
drivers behind it.

On one side, export-led economies, most notablyGlkech Republic, Slovakia and Poland, based
their growth model on a balanced development df braidable and non-tradable sectors. This enabled
them to be less dependent on foreign capital irdleavfinance their investments and consumption.
This implied that their domestic savings and inwvesits were relatively balanced, as were the current
accounts, while the stocks of foreign debt were enaid. Most important was the fact that their
growth was only constrained by changes in domestitexport demand and not by the availability of
foreign capital. (Figures 15 and 16).

It is worth mentioning here that Slovenia and Huggauffered considerably larger output fall thae th
Czech Republic, Poland or Slovakia although we elassify them as export-led countries since they
both had moderate balance of goods and servicéstsleind strong exportS.Even though these five
countries are commonly treated as a homogenoup gricilne most successful developing countries in
the emerging Europe because they share many dtradaithere are two distinct differences, which
explain the different rates of output contracti@tmeen the two subgroups. Slovenia and Hungary had
much more leveraged banking systems, with ratioglahestic loans to deposits of around 1.6
whereas for the other three countries this ratis wlase to 1. Also, these two countries had much
larger stocks of foreign debt (over 100% of GDRintlthe other three (around 50% of GDP).

19 Average balance of goods and services deficihenperiod between 2001 and 2008 was 1.8% of GDP in
Hungary and 0.6% of GDP in Slovenia. Also, averaare of exports of goods and services in GDMén t
same period was 71% in Hungary and 62.3% in Slev@éhiF, International Financial Statistics and auh
calculations).
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Figure 15. Domestic Credit to Deposit Ratio and guttDecline in EEE in the Aftermath of the
Lehman shock
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On the other side were countries which pursuednmecoonvergence model by higher growth rates,
based on the faster growth of non-tradable thatabig sectors. Such growth was financed by foreign
borrowings, because domestic savings fell shortineestment needs, which led to a steady
accumulation of foreign debt. This hampered expompetitiveness due to the real foreign exchange
rate appreciation and caused wide current accafititd. Such current account deficits could ordy b
financed by constant foreign capital inflows. Ire thatter group of countries, all expenditure items
including investments, changes in inventories, dimeconsumption and imports depended strongly
on the availability of foreign capital as well asetcyclicality of domestic and export demand.
Following the Lehman shock and a sudden stop atatapflows, these countries experienced a much
deeper output contraction than those which had tnalenced growth (Figures 15 and 16).

Another group of countries which were heavily aféecby the crisis, are the commodity exporters,
notably Russia and the Ukraine. Favorable termsaole and global demand before the crisis caused
the “Dutch diseasé® in Russia and led to underdevelopment of manufiacjuradable sectors, while
the Ukraine depended heavily on the cycle in glabdlstries that consume steel. Once the terms of
trade reversed due to the global output slump, iRussl the Ukraine experienced a sharp reversal of
export revenues, which had a more detrimental effecheir output compared to the other countries
(Figures 15 and 16).

% Dutch disease signifies the deindustrializationaofiation's economy that occurs when the discovéry
natural resource raises the value of that natiom'sency, making manufactured goods less competitiith
other nations, increasing imports and decreasipors. The term originates from Holland after tigcdvery of
North Sea gas in 1959.
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Figure 16. Net Foreign Debt and Output Decline BEEIn the Aftermath of the Lehman shock
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Notes: More indebted group includes Romania, Estdmatvia, Lithuania, Hungary, Bulgaria and Slovani
less indebted group includes Poland, the Czech IRiep&lovakia, Turkey and Croatia; commodity expms
group includes Russia and Ukraine; average quayt&DP decline y-o-y, for the period 20082009Q, given
in reverse order.

Sources: Authors’ calculations based on Internagidrinancial Statistics and websites of central kain

As a corollary to the output decline caused byedliticrunch, more leveraged countries experienced a
larger current account improvement (Figure 17). dhastic fall in export demand from advanced
countries caused an indiscriminate and roughly letpliain exports, of approximately 26%, in all
countries in the region, except Russia and Ukraiviéch suffered a more pronounced fall. On the
other hand, decline of imports exhibited largeriagitity across the countries. Those economies that
financed their consumption and investment growgdpminantly by foreign borrowings suffered a
much deeper contraction of all expenditure itemisiclv was reflected in a stronger current account
improvement compared to export-led countries.

Figure 17. Net Foreign Debt and Current Accountustinent in EEE in the Aftermath of the Lehman
shock

More indebted Less indebted Commodity
exporters

@ Net foreign debt to GDP, 2008Q3 (lhs)

@ Change in average ratio of quarterly current account deficits to GDP,
period 2008Q4-2009Q3 over 2003Q1-2008Q3

Notes: More indebted group includes Romania, Estdmatvia, Lithuania, Hungary, Bulgaria and Slovani
less indebted group includes Poland, the Czech IRiep$lovakia, Turkey and Croatia; commodity expos
group includes Russia and Ukraine.

Sources: Authors’ calculations based on Internagidfinancial Statistics and websites of central kain
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CONCLUSION

When the global financial crisis erupted in Septem®008, most countries in Eastern Europe faced
severe consequences of sudden reversal of foraigitat inflows. What made these countries very
vulnerable to sudden stop of capital inflows wesgyvlarge current account deficits financed by
massive capital inflows as well as widespread dgH bredit euroization of the real sector's balance
sheets. However, there were considerable diffeeehetveen countries in terms of the output decline
that followed world-wide credit crunch. Emerging repean economies that pursued model of
economic growth that relies on export oriented stdas and domestic savings experienced moderate
output decline and passed through the first impaEcthe global financial crisis without major
disturbances. In contrast, emerging European degnthat pursued consumption-led economic
growth heavily financed by the foreign borrowingscéd sharp output decline and the severe
disruption of financing flows. This, certainly, Bsato the conclusion that it is of upmost impor&anc
for policymakers to control increase in externabtdaes well as to minimize share of short-term debt,
floating-rate debt and debt denominated in hardecay in total debt as much as possible.

Once the crisis hit, the West European policymalkard banking groups helped their developing
counterparts in emerging Europe to manage thescngiich is in a stark contrast to the previous
experiences. Several countries in emerging Eurepeived a very important financial assistance from
developed countries in the form of the “Viennaitiive™ as well as official financial assistance,
mostly from the European Union and its institutiofisose that did not receive such aid, still beadfi
from the expansive lending policies of some inteamal financial institutions like the EBRD and the
IMF. Resultantly, impact of the current financiaisis has been reflected in moderate exchange rate
depreciations, the absence of pegged currencieasludgions, limited capital outflows and foreign
exchange reserve losses and, finally, orderly ati@ecount adjustments.

The reason behind timely and coordinated actiorthef European Union officials, the IMF and
Western banks is the deep financial integratioelBE that enabled rapid income convergence, but
also caused financial vulnerabilities to climb teexy high level. However, due to the global crisis
and ensuing credit crunch launched from core ecte®and following growing fears that the Great
Depression could happen again, developed couniviege, in order to prevent contagion effect,
practically forced to bailout EEE and their own kauabsidiaries. One can conclude that in a differen
situation, in which developed countries would navén such a strong incentive to provide large scale
and unprecedented financial assistance to devejopiuntries, it would lead to a less orderly
adjustment and probably a full-blown debt deflatigisode as was the case in the past.

In the end, it seems fair to say that the morabténf Western financiers was not the only onego b
blamed for the Eastern European “concussion”. Vébatns to be the case is that they only find a way
to live in symbiosis with, in most cases, corrupsed incapable populist local governments. On the
other hand, politicians did what they were expedtedo: they listened to voices of their voters who
were in their own way genuine Keynesians since tiaje taken as granted his saying that in long run
we are all dead: “...life is not long enoughhuman nature desires quick results...”(Keynes, 1956
196). High consumption and lack of domestic savitglay meant less consumption in the future.
However, since costs of present consumption woel@dd by forthcoming generations there was no
point to constrain it today, which, as we see ftplied conspicuous lack of intergenerational

2L This arrangement was designed and put in placth@yIMF, the EBRD, the EIB, the WB, the European
Commission and home and host country authoritieth@fmajor European Union-based bank groups and the
bank groups themselves. The essence of arrangevasrib provide rolling-over maturing debts and ainshg
from liquidity draining. Vienna Initiative was puin place in Serbia, Romania, Hungary, Bosnia and
Herzegovina and Latvia.
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solidarity?® Eventually, it seems clear that unless consumpédremerging European countries limit
and reduce indebtedness and consumption in arsimoaind manage to develop tradable sectors strong
enough to survive international competition in adiae run, yet another financial crisis might erupt
soon.
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THE EFFECTS OF THE GLOBAL FINANCIAL CRISIS ON
SECURITIES PORTFOLIO PERFORMANCE: A CASE OF CAPITAL
MARKETS IN SOUTH EASTERN EUROPEAN REGION

Jasmina OKICIC?

Abstract

The paper discusses the impact of the global filshidsis on the securities portfolio performanice

the context of underdeveloped capital markets. $uantkets are, as well known, characterized by low
market capitalization, poor liquidity and turnovexeak legal protection for minority shareholders,
low correlation with developed and emerging capitarkets, etc. These features directly determine
investment decision making process, thus affegtimtjolio performance. Therefore, this paper seeks
to ascertain the impact of the recent global finaherisis on securities portfolio performance
determined on the selected capital markets in th&tSEastern European (SEE) region. During the
research, we used publicly available data and imfation from stock exchanges in the SEE region to
create the sample which we split into the pre-Lamiwad post-Lehman subsets, in order to compare
the pre-crisis to the during crisis scenarios. Bhsm theoretical inferences and empirical evidence,
presented in this paper, we found that recent dgldinancial crisis, ceteris paribus, has caused the
creation of inferior securities portfolios.

Keywaords:securities portfolio performancéiversification,global financial crisis, capital markets in
SEE region

INTRODUCTION

The recent global financial crisis began with ti#®2 housing bubble in the United States, punctured
by the failure of the mortgage market which, acowdo Chorafas (2009), was serious enough by
itself, but it has been exacerbated by the higldgrgd way mortgage banks, commercial banks,
investment banks, and other institutions have @mot and sold shaky home loans. According to
Kolb (2011), by any measure, recent financial srisione of the most important economic events of
the last century, and compared to all other ecoa@md financial upsets since the Great Depresgion,
is surely the most significant.

This paper discusses the impact of the recent plbbancial crisis on the securities portfolio
performance in the context of underdeveloped chpitakets.

Such markets are, as well known, characterizedolay market capitalization, poor liquidity and
turnover, weak legal protection for minority shaveters, low correlation with developed and
emerging capital markets, etc. These featuresttlirdetermine investment decision making process,
thus affecting portfolio performance. Thereforas thaper seeks to ascertain the impact of the tecen
global financial crisis on securities portfolio fmance determined on the selected underdeveloped
capital markets, i.e. capital markets in the Sdaktern European (SEE) region.

The research should result in responses to thewwl questions: What are the specificities of the
selected capital markets in the SEE region? Haseitent global financial crisisgteris paribushad
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impact on the correlation between selected blugsctiom the SEE region? What happened in general
with portfolio performance before and during thisisf?

Having in mind the above said, the central reseasghothesis shall be as followRecent global
financial crisis, ceteris paribus, has caused theation of securities portfolios with inferior
performance The main limitations of this study are to be fdun the shorter available financial time
series in newly formed capitalistic economy, migsidata due to the lack of collective records on
levels of securities offerings issues. The reallicagions of this research can be seen in the ahagfi
investment strategies of potential investors logkimdiversify their portfolios.

The paper is organized as follows. After introdoictiin part one we bring a short overview of some
recent literature that is relevant to the main oloye of the paper. In part two we present fundataien
theoretical background relevant to the researcht Baee brings description of our research
methodology. Part four is the centre of the papérantains analysis of the original empirical tessu
The last part contains some final remarks and cenas.

LITERATURE REVIEW

Numerous studies proved that the recent globahéiah crisis has become a subject of interest to a
number of theoreticians and researchers over sdéda years.

Feldman (2010), for example, discusses portfolimagar behavior during the recent global financial
crisis. He came to the conclusion that if globalnagers exist in larger numbers, systematic over
leverage may result such that a deleveraging psoces lead to the spreading of financial crises.
Kocovi¢ et al. (2008) examined the impact of the globadificial crisis on the scale and structure of
investment portfolios of insurance companies, wé$pect to their difference compared to other types
of financial institution.

Voinea & Anton (2009) analyzed the main lessons ¢bald be learnt from the recent global financial
crisis in order to improve the financial risk maaagent. Thao & Daly (2012) examined the impacts of
the global financial crisis on Southeast Asian Bguonarkets integration. The objective of this resha
was to uncover the latest empirical evidence frostualy of the long run relationships amongst the
equity markets of South East Asia with a view taenstanding the probable impact of the recent
global financial crisis on those markets. The rsstgveal evidence that a number of bi-directional
long-run relationships exists among several of éhemrkets. These results have implications for
investors in these markets in terms of diversifigatof risks and returns where shocks to any one
market may or may not have a contagious effecttbaranarkets in the region.

Salman et al. (2012) evaluated the short termioeistiip between Asian stock exchanges (Karachi
stock exchange, Bombay stock exchange, Hong Karak stxchange, Tokyo stock exchange) after
the financial crisis of 2007. Garcia-Alvarez & Lug2011) evaluated alternative multivariate models
of dynamic correlations in terms of realized ousafmple Sharpe ratios for an active portfolio
manager who rebalances a portfolio of internatietplities on a daily basis. The evaluation period
covered the recent financial crisis which was madrkg increased volatility and correlations across
international stock markets. Results revealed thirnational correlations fluctuate considerably
from day to day, but with no evidence of decoupliegween emerging and developed stock markets.

Teresiene & Paskevicius (2009) examined portfadinstruction and management during the period of
financial crisis. The results of the study showt tenstructions of different portfolios and caldidas

of maximum returns and risk have showed that tis¢ ibgestment for a one year period was investing
in gold and commodities. Apostolos et al. (2011)aswed the impact of financial international
markets by using the financial stress index. Reseaasults showed that the recent financial chiais

had a negative impact on all examined markets @ylFrance, Japan, the United States and Greece)
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with the Tokyo stock exchange being the one madtlcted. Hoon Kang & Yoon (2011) investigated
the relationship between the global financial ersnd the integration of emerging stock markets in
Asia. The results indicated strong volatility liges between the Chinese stock market and the four
emerging stock markets since the global finanaials; suggesting the intensification of stock nedrk
integration in Asia since the crisis increases itftegration of Chinese stock market in Asia. This
strong integration of the markets is importanthatithe intensified linkages can reduce potenaalgy
from the diversification of international equitynfolios.

Ali & Afzal (2012) examined impact of global finaiat crisis on stock markets of Pakistan and India.
Results of the study show that recent global fir@ncrisis made mild negative impact on stock
returns and enhanced volatility in Pakistani ardldn stock exchanges but this impact is stronger on
Indian stock market. Augustine et al. (2011) exadithe impact of the global financial crisis on the
Nigerian financial system. The authors argued dagital market regulators must undertake swift
reforms, which will would restore public confidenaed protect investor. Mili (2012) examined fixed-
income portfolio management in crisis period. Tésults show that the Expected Tail Loss (ETL) is a
better measure of the downside risk than the VattRisk (VaR).

Furthermore, the report prepared by the J.P. MoAsset Management (2009) collects the views of
professionals at J.P. Morgan Asset Management enntbact of the global financial crisis on the
practice of investment. This report was an efforinform individual and institutional investors tre
lessons of the credit crisis with thoughts on tikely consequences for investment management.
Bunescu (2010) also discussed the effects of ttenteglobal financial crisis on the financial marke
i.e. on financial institutions, the stock volumedaguotes, effects on the investors’ behavior on the
market and effects on capital market regulation.

In the report prepared by the Society of ActuafEsmmittee on Finance Research (2009) authors
examined effects of the financial crisis on the .UnSurance industry and they concluded that closer
to this crisis, diversification had been one of thtonales allowing insurers and banks to growgdar
through acquisitions and expanding to new linebuginess. For practitioners, the current crisis has
vindicated this logic in some respects, but brotiginto question in others.

THEORETICAL BACKGROUND

In this paper we will use the analytical model ohahcial markeét which is based on
multidimensional geometric Brownian motfon

Assume that investment universe consistsnafisky assetsS,...5,and some risk — free asset
S which yields the risk-free ratg .

In the analytical model of financial market, drifr Mu vectorﬁ:(/,/l,...,,un)u, the vector of

continuously  compounded dividend yields a=(d1,...,dn)Dand volatility matrix

2 Further explanation of the analytical model offigial market is based on: (Modern Investment Teldgies
2006-2008).

® Multidimensional geometric Brownian motion is lmly the most common class of stochastic processesl
in mathematical finance to model the dynamics afgsrin general.
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independent Wiener processes.

Furthermore, and for the sake of convenience, twov i° =1 —r, +d will be referred to as the

excess Mu while the components of the volatilitgtee ﬁ:(al,...,an) are calculated by means of

the formulag, = o +...+ 02 .

Matrix Q= Z DZ is called covariance matrix and vecto?(t) = (7rl(t),...,ﬂl(t))Dof dimension
nx1lrefers to a vector of proportions or weights ofoatfolio at timet. Therefore, stochastic process
(7”'1(t))tZO is a portfolio strategy. The portfolio, which maximizes the expected value of CRRA wtilit

functiori’ for some value of relative risk aversion coeffitieis called CRRA — optimal or CRRA —
efficient portfolio.

Arrow (1971) defines a measure of relative risk ram which is invariant to positive linear
transformations and involves only the first twoidatives of the utility function:

A () = - gg)) | )

where U'(x) and U"(x) denotes the first and second derivative of utflityction, respectively. In (1)
it is assumed thaltJ'(X) is positive, which means that more wealth is akveyore desirable. With

U"(x) negative, the size ofz(x) will measure the degree of risk aversion of theegtor under

consideration, largetg(x) implying more risk aversiomg(x) could of course, be a constant or any
more general function of wealtk,

Arrow (1971) hypothesizes thak(x) is an increasing function of wealth and demonssrdhat, if a
safe (zero variance) asset exists, then a ldegerimplies a greater proportion of the portfolio wok
put in the safe form as wealth is increased (Graeg®, p. 205).

Furthermore, the efficient frontier is the entiet sf all CRRA — optimum portfolios. Assume that
utility function of the investor belongs to the CRRIlass and that the relative risk aversion cogffit
value is known and equal td, then the portfolio, that is optimal relative t€€&RA utility function,

is obtained by the maximization (over the set df almissible portfolios) of one of the utility
functions.

Under the assumptions of the analytical model #gsivalent to the maximization of the following
quantity (Modern Investment Technologies 2006-2@0&1):

2

Q, (7)= " - % Ao (2)

4 Utility functions with constant absolute risk asien coefficient are called CARA utility functions.
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When it comes to portfolio risk, there are threenomn measures, i.e. volatility, value at risk (VaR)
and conditional value at risk (CVaR). Volatilitys @ common risk measure, appears inappropriate
when the distribution of portfolio returns substalhy deviates from normal.

Portfolio VaRis defined as a maximum portfolio loss over a gitieme interval at a given level of
statistical confidence. In the following part wevgibrief description of VaR and CVaR measurers

(Modern Investment Technologies 2006-2008, p. 84ksically, VaRZ,r is implicitly defined by the
following expression:

P(pfyry < ~vaR! )=1-a, 3)

where p[eoﬂ is portfolio excess simple return over [0,T] peri@h the other hand, portfolio CVaR is

conditional expectation of losses beyond VaR. Tioeeg CVaFg is an expected value of portfolio
excess simple returpf,; under the conditiopfyr) < -VaR! :

CVaR] = - E(pﬁ,ﬂ| Pfr] < ~VaR] ). 4)

So, CVaR is basically an average value ()I—d)[lOG’/oof highest losses. When it comes to

portfolio reward measures, the two most importaatexcess ML‘,L/;) defined as:
Hp = Hp =T +dp, ®)

and expected excess growth r‘amé) defined as:

2
o
szﬂg‘f- (6)

Most of the existing measures, designed to evajpati@rmance of a portfolio, have the form of Risk-
to-Reward ratio, which differ in terms of risk arelvard definitions. In this research, as a meastire

portfolio performance, we used widely recognizedrgh ratio. In the next section, we will preseet th
methodology of our research.

METHODOLOGY

As a representative of the SEE region, we usedtdearincluded in the South-Eastern Europe Traded
Index (SETX) that is a tradable benchmark for tk#& $egion. The SETX is one of the CEE & CIS
indices of the Vienna Stock Exchange that coverxtiuntries Slovenia, Croatia, Serbia, Bulgaria and
Romania.

According to the MSCI Global Market AccessibilityelRew (2013), these capital markets are
included in the so callefontier markets

The MSCI market classification framework consisté following three criteria: economic
development, size and liquidity as well as marketasibility.

Furthermore, the MSCI Global Market Accessibilitgview (2013) provides an evaluation of the four
market accessibility criteria, which ar€l) openness to foreign ownershif?) ease of capital
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inflows/outflows; (3) efficiency of the operational framework ad) stability of the institutional
framework. Assessment results for capital markefscsed in this paper are given in Table 1.

Table 1. Assessment Results for the selected tapitaets

Criteria Countr_ies - - . -
Bulgaria | Croatia | Romania | Serbia Slovenia
Openness to foreign ownership
Investor qualification requirement ++ ++ ++ ++ ++
Foreign ownership limit (FOL) level ++ ++ ++ ++ ++
Foreign room level ++ ++ ++ ++ ++
Equal rights to foreign investors ++ ++ + + ++
Ease of capital inflows / outflows
Capital flow restriction level ++ ++ ++ + ++
Foreign exchange market liberalization level + ++ ++ + ++
Efficiency of the operational framework
Market entry
Investor registration & account set up + -I? ++ -/? ++
Market organization
Market regulations ++ ++ + + ++
Competitive landscape ++ ++ ++
Information flow + ++ + -I? ++
Market infrastructure
Clearing and Settlement ++ -I? + + +
Custody -1? ++ -1? ++ ++
Registry / Depository + + + ++ ++
Trading ++ + -1? + +
Transferability ++ ++ -I? + ++
Stock lending -/? -+ 2 ) )
Short selling -? -I? -? -? -?
Stability of institutional framework + + + + +

++: no issues; +: N0 major issues, improvementsgiole; -/?: improvements needed / extent to beszesk
Competitive landscape for some Frontier Market ¢das is still being assessed.
Source: (MSCI Index Research 2013, p. 47)

In the next section we will give some further exglions of the variables, indicators and sample.
Sample, variables and indicators

As a sample we will use actively traded blue cHips the selected capital markets in SEE region,
i.e. the constituents of the SETX. The index urseeis screened according to market capitalization
and turnover, and the best ranked companies aetsdlas constituents for the index.

The maximum weight of a single constituent is ledito 20%, and the maximum weight of a market
is limited to 40% in order to prevent a single doynndex from gaining too much influence on the
development of the SETX (CEE Stock Exchange Grdi82p. 30).

Current composition of the SETX is presented inl@&b
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Table 2. Current composition of the SETX
Title Country Ticker Indexportion
ADRIS GRUPA P Croatia ADRS-P-A 3.46%
AIK BANKA Republic of Serbia AIKB 1.08%
ATLANTIC GRUPA Croatia ATGR-R-A 2.03%
BANCA TRANSILVANIA Romania TLV 7.21%
BRD-GROUPE SG Romania BRD 6.37%
ERICSSON NIKOLA TESLA Croatia ERNT-R-A 2.25%
FONDUL PROPRIETATEA Romania FP 20.51%
GORENJE Slovenia GRVG 0.55%
HRVATSKI TELEKOM Croatia HT-R-A 13.62%
KRKA Slovenia KRKG 18.49%
MERCATOR Slovenia MELR 2.45%
NIS AD NOVI SAD Republic of Serbia NIIS 3.43%
OMV PETROM Romania SNP 6.32%
PETROKEMIJA Croatia PTKM-R-A 0.63%
PETROL Slovenia PETG 4.38%
SOPHARMA Bulgaria 3JR 1.26%
TELEKOM SLOVENIJE Slovenia TLSG 4.24%
TRANSGAZ Romania TGN 1.71%
Total 100%

Source: (Wiener Borse AG 2013)

In order to keephedata consistencye used February 2006 as a starting point while tise lolate
for SETX was 15 February 2006. That is why we lmdxclude following variables from the further
analysis:ATGR-R-A (starting trading date: 19 November 200+, (starting trade date: 25
January 2011), HT-R-A (starting trading date: O5v&mber 2007) and TGN (starting trade
date: 24 January 2008).

Dependentvariable in this research is portfolio performaneceeasured by the average return
measures, risk measures and some general porpetfiormance measures i.e. Sharpe ratio. As an
indicator of an average return measures, we used excessd/expected excess growth rate, while as
an indicator of risk we used volatility, VaR and &¥. As anindependentariable, we used global
financial crises, i.e. its impact on the portfgierformance, and that is why we split the sampleréoe
Lehman (February 2006 — October 2008) and post-laehf@ctober 2008 — August 2013) subsets
order to compare the pre-crisis to the during €i8senarios.

Models for portfolio optimization

Mathematical models that we have created for thipgae of this research are:

®> Lehman Brothers Treasury Co. B.V. ("LBT") was @deel bankruptifi staat van failissemenby
the Amsterdam District Court on 8 October 2008 wfite appointment of Rutger Schimmelpenninck
and Frédéric Verhoeven as bankruptcy trusteesatorer) (the "Bankruptcy Trustees") (Lehman
Brothers Treasury Co. B.V. 2013). For more detailshis see: Boamah (2011), Kirély et al (2008)
and Sterling (2009).
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max i’z -=x QO max j°7 -=7 Qi
o o
;m =1 7) ;n’i =1 (8)
7 =00i=1n ,2<00i=1n
75 =0 7, =0
max 7 —%ﬁ*[f max i’z -=7 O
n n
;m =1 9) iZ:l:n'i =1 (10)
7 200i=1n 7, 2<00i=1n
m 20 7, 2<0

Furthermore, and for the sake of convenience, mso@@| (8), (9) and (10) will be referred to as the
model M, M, M3 and M, respectively. It is widely known that market golib basically represents a
theoretical bundle of investments that includesnevgpe of asset available in the analysed capital
market, with each asset weighted in proportiontgdadtal presence in the market. In estimating the
betas of stocks, we generally use a stock indexm@exy for the market portfolio. In this reseaveh

will estimate beta coefficient simplyas ameasure of portfolio return sensitivity the
movementin SETX. Also, and although in the original modé&lem by Markowitz (1952)
short sales were excluded, in this paper we wilyse models with and without short sales.

Research design

In order to conduct this research, first we havdisguss one very important issue, i.e. risk-fiage of
return. According to the Society of Actuaries Corted on Finance Research (2009) regardless of the
degree of diversification, the only safe harbourdsesets in periods of crisis may be cash, short-te
government bonds, and gold. Therefore, in thisaie$eas a proxy of risk-free rate of return we will
use the UBS Switzerland Time Deposit that is a moflerm of the outdated medium-term note. This
is attractive investment instrument with a fixedrieand interesting returns with a flexible investrne
amount (from only 5.000 CHF/EUR). It has high lewélsecurity and flexible choice of investment
amount, term, and interest paynfedates (UBS 2012, p. 1). Since we have anpeatentage yield
(APY) for UBS Switzerland 1 Year Time Deposij)( we have to recalculathis rate at the
monthlylevel (i) as:

i = 10({1 [1+%} —1}. (11)

Next, for the purpose of modelling, instead of originedck price data, certain transformations, i.e.
daily returns are being used. So, if we denoteessige stock price observations made at timed

t+1 asP; andPy.q, respectively, then continuous compounding trans$oa stock price seriéE{} into

areturn series£rt} as:

r,=In R (12)

t-1

® The interest earned is paid out either every 12thsostarting from the date the account is openedt the end
of each year.
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After this, we analyze some basic parameters dafriive statistics and coefficients of correlation
These results are important from the point of usi@@ding specificities of the observed financiaeti
series. Then, based on the previously defined mmatieal models, we will present a comparative
analysis of the portfolio performance and structisreeach model at a certain value of relative risk
aversion coefficient. In the following section weegent empirical results of the research.

RESULTS AND DISCUSSION

According to the previously explained researchgtesi this section we will present relevant result

Descriptive statistics and correlation analysis

By using scientific method, and in order to creatdetter insight into a specificity of observed
financial time series we first analysed some bgsactameters of descriptive statistics. These
parameters for the pre-Lehman and post-Lehman gearictime are presented in Table 3 and 4,
respectively.

Table 3. Descriptive statistics for daily returqmse-Lehman period

\Variables:

: 3JR IADRSP-AAIKB  [BRC ERNTR-AGRVG [KRKG ([TLV SNP | SETX |PTKM-R-APETC |MELF
Parameters
Mear -0,0019 | -0,0006 | -0,0008 -0,0013 -0,0005 -0,00080@4 |-0,0022 | -0,0020,0005 |0,0006 0,0003| 0,0003

Mediar 0,0000 |0,0000 | 0,0000; 0,0000 0,0000 -0,0005 0,000£000 |0,00000,0003 |0,0000 0,0001| 0,0008
Maximun  |0,1158 |0,1577 | 0,1767| 0,138¢ 0,1402 0,0587 0,0961398 |0,14310,0875 |0,1268 0,1328| 0,08%0
Minimurr -0,6585 | -0,0944 | -0,209¢ -0,1585 -0,0904 -0,095609%G3 |-0,8679 | -0,1828,0799 |-0,1395 | -0,0877 -0,0973
Std. Dev. 0,0350| 0,0193 | 0,030 0,0278 0,0199 0,01HB0180 |0,0458 | 0,0296,0144 |0,0291 0,0203| 0,0193
Skewness -10,08853324 |-0,4798| -0,2558 0,2633| -0,5060 -0,0809 €1830,531%0,3838 |0,2151 0,3921| -0,0919
Kurtosis 188,019112,1196 | 12,2331 9,0739 9,1813| 7,5610 9,333 18%,8H879|11,1316|5,8079 10,6164 7,5314
Jarque-Bera (974.216) 2368,92% 2484,600319,596 140,157 | 618,433B133,8641.056.35p10 |1884,63229,641 |1656,16882,752
Probability |0,0000 |0,0000 | 0,0000 0,0000 0,0000 0,00p0 0,0000000 |0,00000,0000 |0,0000 0,0000| 0,0000
Observationg75 680 692 678 | 711 680 678 783 67§ 678 683 678 680

Table 4. Descriptive statistics for daily returqmst-Lehman period

\Variables:

: 3JR IADRS-P-AAIKB  BRC ERNTR-AGRVG |KRKG [TLV SNP | SETX|PTKM-R-APETC |MELFR
Parameters
Mear 0,0004 | 0,0001 | -0,0005 0,0001 0,0001 -0,0011 -@O@OO05 | 0,0007 -0,00020000 -0,0004| -0,000%

Mediar 0,000 |0,000 0,000 | 0,000 | 0,000 0,00 0,00p 0,0000000,|0,000 | 0,000 0,000 | 0,000
Maximun 0,131 |0,103 0,134 | 0,140 | 0,103 0,09 0,058 0,132109,|0,048 | 0,192 0,120 | 0,112
Minimurr ~ |-0,095 |-0,063 -0,120 | -0,142| -0,156 -0,08p -0,10D,128 |-0,143| -0,059 -0,162 -0,095 -0,094
Std. Dev. 0,017 | 0,017 0,025| 0,023 0,019 0,022 0,0)022 [0,026 | 0,010{ 0,030 0,018| 0,021
Skewness | 0,569 | 0,420 0,29 -0,283 -0,856 0,194 280,9,004 |-0,103 -0,453 0,167 0,223 0,25(
Kurtosis 9,329 |6,319 7,553 | 9,102 | 13,211 5,119 7,78¢ 9,018619 |7,834 | 7,905 9,080 | 7,298
Jarque-Bera[2045,41$586,1457 | 1069,08I891,72%382,466 | 231,0986206,5091433,66(344,618.247,721203,384 | 1866,1990,1665
Probability [0,0000 |0,0000 | 0,0000; 0,0000 0,0000 0,00p0 0,0000000 |0,0000 0,000 0,0000 0,0000 0,0000
Observationg 187 1200 1217 1209 1205 1205 1205 950 1198 123895 11 |1205 1205

In case of pre- and post-Lehman period of time lzambd on the Jarque-Bera test we rejected the null
hypothesis lfly: the data are from a normal distributipmt the 5% significance level for all selected
variables. Due to Augmented Dickey-Fuller test oit ioots and having in mind that statistics of the
test in its absolute form is lower than theoretycatitical values for all three significance lesgll%,

5% and 10%), we also rejected null hypothesiis the series containsunit roof). From a financial
perspective, skewness is crucial since it mayfitseconsidered as a measure of risk. The skevafess
a symmetric distribution, such as the normal distion, is zero. Positive skewness means that the
distribution has a long right tail and negativevgkess implies that the distribution has a long thift
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In other words, negative skewness means theresighstantial probability of a big negative return.
Positive skewness means that there is a greatemitranal probability of a big positive return.
Negative skewness was particularly evident in treelighman period of time. This, in majority of
analysedvariables (3JR, AIKB, BRD, GRVG, KRKG, TLV, SN&nd MELR), indicates that there
was a substantial probability of a big negativeimet SETX, as a benchmark, had negative skewness
in both, pre- and post-Lehman period of time. Oa ¢hther hand, kurtosis measures the degree to
which extreme outcomes in the “tails” of a disttibn are likely. The normal distribution has a
kurtosis of 3 (mesokurtic). Kurtosis points outttdqurtosis for all selected variables. Leptokuidosi
indicates that small changes are less frequentithamormal distribution, but extreme events sagh
large price moves are more likely to happen and pmtentially much larger than in a normal
distribution.

Table 5. Correlation matrix: pre-Lehman period

SETX |AIKB |ADRS-P-A |ERNT-R-A |PTKM-R-A |GRVG |PETG |KRKG |MELR |3JR |SNP |TLV |BRD

Pearson Correlation |1 614" |,792" ,631" ,200 ,694" |,830° [,252 |,661" |,530" |,138 |,418 |,892"
SETX

Sig. (2-tailed) ,000 ],000 ,000 ,263 ,000 |,000 [,158 |,000 |,002 |,442 |,016 |,000
AIKB Pearson Correlation 1 ,534" ,697" ,203 ,684" |,456° |,087 |,543" |,443" |066 |,347 |,518"

Sig. (2-tailed) ,001 ,000 ,257 ,000 |,008 [631 |,001 |,010 |,714 |,048 |,002
ADRS.PA Pearson Correlation 1 Nead ,182 434 |,596° [,055 |,393 |,324 |,025 |,385 |,781"

Sig. (2-tailed) ,000 ,310 ,012 ,000 [,763 ,024 ,066 |,889 |,027 |,000
ERNTRA Pearson Correlation 1 ,186 ,536° |,423 |-071 |,383 |,236 |-,024|,234 |,626"

Sig. (2-tailed) ,300 ,001 |,014 |.694 |,028 |,187 |,895 |,191 |,000

Pearson Correlation 1 -,005 |,056 |,176 ,129 1,025 |-,111)-,053],106
PTKM-R-A

Sig. (2-tailed) ,976 ,755 1,328 474 ,891 |,539 |,771 |,556
GRVG Pearson Correlation 1 675" |,127 |,563" |,512" |,132 |,136 |,593"

Sig. (2-tailed) ,000 (481 |,001 |,002 |,463 [,451 |,000
PETG Pearson Correlation 1 164 |,614° |,431 |,163 |,269 |,614"

Sig. (2-tailed) ,363 ,000 ,012 |,366 |,130 |,000
KRKG Pearson Correlation 1 403 |-,008 |-,084],063 |,230

Sig. (2-tailed) ,020 |,964 |.641 |,729 |,198
MELR Pearson Correlation 1 ,301 |-,046,302 |,510"

Sig. (2-tailed) ,089 |,799 |,088 |,002
R Pearson Correlation 1 1206 |,214 |,489"

Sig. (2-tailed) 1249 |,232 |,004

Pearson Correlation 1 ,040 |,189
SNP . .

Sig. (2-tailed) ,824 1,291

Pearson Correlation 1 ,405
TLV

Sig. (2-tailed) ,020

Pearson Correlation 1
BRD

Sig. (2-tailed)

**_Correlation is significant at the 0.01 level-ailed).

*, Correlation is significant at the 0.05 level {@iled).

Furthermore, excess kurtosis (K} a measure of the fatness of the tails of kigtodere there is
higher likelihood of large gains or large losses am investment. Excess kurtosis is particularly
noticed in case of all selected variables, meatiiag) investors may face higher likelihood of large
gains or large losses when in investing in thesekst Knowing the correlations between the returns
of securities is important for the process of aling investments among them. That is why the next
step will be to examine correlation between setectecurities. Correlation between two variables
indicates the level to which those variables magether. The sample correlation coefficiens an
estimate of the population correlation coefficigntin case of statistical significance of correlatio

" Excess kurtosis is simply kurtosis less 3.
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coefficient, the following hypotheses are testeddie, Seward 2009, p. 50B:: o =0, H;: p#0.

Due to different trading dates when calculatingrelations we used monthly average returns as the
simple mathematical average of a series of retgerserated over a period of time. Correlation

matrices for the pre-Lehman and post-Lehman pesfaiime are presented in Table 5 and Table 6,
respectively.

In the pre-Lehman period of time all variables, eptcPTKM-R-A, KRKG and SNP, had significant
positive correlation. In the post-Lehman period,vael similar situation, where all selected variaple
except PTKM-R-A and SNP, had significant correlatio

Table 6. Correlation matrix: post-Lehman period

SETX |AIKB |ADRS-P-A|ERNT-R-A |PTKM-R-A |GRVG |PETG |KRKG |MELR |[3JR |SNP [TLV |BRD

SETX Pearson Correlation|1 ,613" |,786" ,587" ,120 ,553" |,489" |.698" |,137 |,442" |186 (425" |551"

Sig. (2-tailed) ,000 |[,000 ,000 ,370 ,000 ,000 |,000 ,305 ,001 |,163 |,001 |,000
AIKE Pearson Correlation| 1 ,676" ,601" -,041 470" |,202 |,376° |.000 |462° |-,061],093 |[,406

Sig. (2-tailed) ,000 ,000 , 761 ,000 ,129 |,004 1,000 |,000 |,651 |,486 |,002
ADRS.PA Pearson Correlation| 1 573" -,061 475" |217 |,525° |,165 |,459° |,004 |,281 |.451°

Sig. (2-tailed) ,000 ,651 ,000 ,102 1,000 ,216 ,000 1,976 [,033 |,000
ERNT-RA Pearson Correlation| 1 -,242 226 |,272 |186 |,209 |.444" |154 |,372° |,520°

Sig. (2-tailed) ,067 ,088 ,039 |,163 ,116 ,000 |,248 |,004 |,000

Pearson Correlation 1 ,223 4217|131 ,134 ,012 |-,127]-,007 |-,078
PTKM-R-A )

Sig. (2-tailed) ,093 ,001 |,327 ,315 932 |,343 |,958 |,561
GRVG Pearson Correlation| 1 401" |,537° |223 |,337" |-,140]-,016 |,123

Sig. (2-tailed) ,002 |,000 ,092 ,010 |,293 |,904 |,357
PETG Pearson Correlation| 1 485" |.268 |.077 |[-006],112 |-051

Sig. (2-tailed) 000 |042 |[564 |963 [402 [702
KRKG Pearson Correlation 1 ,087 242 |-,109(-,096 |,043

Sig. (2-tailed) 516 |.068 |.416 [,471 |[,746

Pearson Correlation 1 ,138 |-,109(,002 |-,049
MELR

Sig. (2-tailed) 301 |,415 |,.989 |[,715
R Pearson Correlation| 1 ,168 [,302 |,390"

Sig. (2-tailed) ,208 1,021 |,002

Pearson Correlation| 1 ,504" |,360"
SNP

Sig. (2-tailed) ,000 |,005

Pearson Correlation| 1 670"
TLV . .

Sig. (2-tailed) ,000

Pearson Correlation 1
BRD ) )

Sig. (2-tailed)

**_Correlation is significant at the 0.01 level-ailed).

*. Correlation is significant at the 0.05 level {2iled).

Model performance analysis

If we assume that utility function of the investmelongs to the CRRA class and that the relative ris
aversion coefficient value is known and equald(x), then the optimal portfolio is obtained by the
maximization (over the set of all admissible pditie) of one of the utility functions. Since larger
Ar(X) implies more risk aversion, we arbitrarily choe#dwing values: 2, 4 and 6, and incorporated it
into the CRRA utility function that was our optiritglcriteria. The portfolio, which maximizes the
expected value of CRRA utility function for somdue of relative risk aversion coefficient, is calle
CRRA — optimal portfolio.
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Next, APY for UBS Switzerland 1 Year Time Deposit)(for August 2013, was 0,125%
(Deposits.org: Interest Rate Exchange 2013)

Therefore, equivalent monthly interest rate will be

i, =100 17| 1+ 0125 -1|=0010410703% .
100

Based on the previously defined mathematical modasls result of optimization process, we got 40
portfolios. General model performance analysisafb40 portfolios is presented in Table 7.

Table 7. General model performance analysis

PERIOD PRE-LEHMAN POST-LEHMAN
MODEL PERFORMANCE CHARACTERISTICS 2a(X) 2a(X)
M 2 4 6 2 4 6
Average Return Measures Excess Mu 1,33% 1,33% 1,339 0,92% 0,92% 0,92%
Expected Excess Growth Rate 1,31% 1,316 1,33%0,91% 0,91% 0,91%
Volatility 1,78% 1,78% 1,78% ) 1,67% 1,67% 1,67%
Risk Measures Value-at-Risk 0,73% 0,73% 0,7394 0,72% 0,72% 0,72%
Conditional Value-at-Risk 0,94% 0,94% 0,94% 0,92% 0,92% 0,92%
Performance Measures Sharpe Ratio 0,74 0,74 0,74 0,54 0,54 0,54
Portfolio Sensitivity to Market Portfolio Beta 0,27 0,27 0,27 0,33 0,33 0,33
M,
Average Return Measures Excess Mu 275,05% | 137,26% 91,339 112,63% 56,33%  37,56%
Expected Excess Growth Rate 206,16% | 120,04% 83,689 84,48%  4929% 34,4B%
Volatility 117,39% 58,70% 39,13% 75,03%  37,52% 25,02%
Risk Measures Value-at-Risk 31,97% 16,35% 10,95% 24,86% 12,81%  8,62%
Conditional Value-at-Risk 40,94% 22,06% 15,05% 31,37% 16,67% 11,38%
Performance Measures Sharpe Ratio 1,76 2,05 2,14 1,13 1,31 1,38
Portfolio Sensitivity to Market Portfolio Beta 4,91 2,57 1,79 -8,66 -4,1( -2,57
M3
Average Return Measures Excess Mu 31,00% 15,50% 10,33% 17,12% 8,56%0 5,71%
Expected Excess Growth Rate 23,25% 13,56% 9,47% 12,849 7,49% 5,23
Volatility 39,37% 19,69% 13,12% 29,26% 14,63%  9,79%
Risk Measures Value-at-Risk 15,41% 7,88% 5,29% 12,039 6,13% 4,110
Conditional Value-at-Risk 19,33% 10,04% 6,78% 15,089 7,77% 5,236
Performance Measures Sharpe Ratio 0,59 0,69 0,72 0,44 0,51 0,54
Portfolio Sensitivity to Market Portfolio Beta 12,16 6,08 4,05 9,79 4,89 3,26
M4
Average Return Measures Excess Mu 306,17% | 153,09% 102,06% 112,726 56,36% 37,57%
Expected Excess Growth Rate 229,63% | 133,95% 93,559 84,54%  49,31%  34,44%
Volatility 123,73% 61,86% 41,249 75,07%  37,54% 25,02%
Risk Measures Value-at-Risk 32,69% 16,64% 11,119 24,87% 12,81%  8,62%
Conditional Value-at-Risk 42,01% 22,63% 15,42% 31,38% 16,67% 11,38%
Performance Measures Sharpe Ratio 1,86 2,17 2,27 1,13 1,31 1,38
Portfolio Sensitivity to Market Portfolio Beta -8,45 -4,22 -2,82 -7,36 -3,64 -2,4b

The results clearly lent some support to our hypsith) i.e. that recent global financial crisisecist
paribus, has caused the creation of securitie$gtiog with inferior performance.

In case of all analysed models, average returnsuned by excess Mu and expected excess growth
rate, decreases when comparing post- to the prevhetperiod of time. In the pre-Lehman period of
time, range for Sharpe ratio, for selected relatisk aversion coefficient, goes from 1,76 to 2{a#4
model M, from 0,59 to 0,72 for model Mand finally from 1,86 to 2,27 for model MSimilar
conclusion is valid for the post-Lehman periodiofe (Table 7). This clearly indicates that poribsli
created in the post-Lehman period of time are nioferior to those portfolios created in the pre-
Lehman period of time. It is also interesting tdiow that in case of the first two models there is
increase in portfolio sensitivity to SETX in postthman period. This is not the case for the thidl an
fourth model probably due to the high weight ok+isee asset in the portfolio structure. Portfolio
structure, for the pre- and post-Lehman periodnoé tis presented in following tables.
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Table. 8 Portfolio structure: pre-Lehman periodtiofie

Model: My M, M, M,
a(X)— 2 | 4 | 6 2 ‘ 4 | 6 2 ‘ 4 ‘ 6 2 | 4 | 6
Portfolio structure| Portfolio weights|
Cash 0,00 | 0,00 0,00 0,00 0,00 0,00 -28,25 -1363 -8/759,3b | 30,15 20,44
3JR 0,00 | 0,00f 0,00 -33,12 -16,51 -10,98 0,00 0,00 0/0638,89 | -19,44| -12,96
ADRS-P-A 0,00 | 0,00 0,00 14,20 7,24 4,93 0,00 0,00 0,00 -2180-1,40 -0,93
AIKB 0,00 | 0,00 0,00 18,20 8,96 5,84 0,00 0,00 0,00 34,56.7,28 11,52
BRD 0,00 | 0,00 0,00 8,88 4,28 2,74 0,0 0,00 0,00 28(0714,03 9,36
ERNT-R-A 0,00 | 0,00 0,00 -57,13 -28,46  -18,90 0,00 0,00 0/0669,51 | -34,76| -23,17
GRVG 0,00 | 0,00 0,00 -6,48 -3,05 -1,91 0,00 0,00 0,00 ,728 -14,39 -9,59
KRKG 0,00 | 0,00 0,00f -10,4Q -5,2( -3,46 0,00 0,00 000 0,84 | -5,42 -3,61
MELR 0,00 | 0,00 0,00 45,69 22,98 15,4p 7,5P 3,719 2|53 9128, 14,45 9,64
PETG 0,00 | 0,00 0,00 27,99 13,91 9,27 1,49 0,74 050 637,418,73 12,49
PTKM-R-A 1,00 | 1,00 1,00 29,58 14,88 9,94 20,17 10,p9 6|72 ,0818 9,04 6,03
SNP 0,00 | 0,00 0,000 -12,21 -6,03 -3,97 0,00 0,00 0,00 0,92 | -10,46 -6,97
TLV 0,00 | 0,00 0,00f -24,18 -12,01 -7,95 0,00 0,d0 0,/0033,66 | -16,83| -11,22
> 1,00 | 1,00] 1,00 1,00 1,00 1,0Q 1,00 1,00 1,00 1,001,00 1,00

Table 9. Portfolio structure: post-Lehman periodiofe

Model: My M, Mj M,
a(X) — 2 ‘ 4 ‘ 6 2 | 4 | 6 2 ‘ 4 | 6 2 ‘ 4 ‘ 6
Portfolio structure| Portfolio weights|
Cash 0,00 | 0,00 0,00 0,00 0,00 0,00 -22,10 -10,65 -6,702,77- -0,88 -0,26
3JR 0,00 | 0,00/ 0,000 20,71 10,4( 6,97 6,68 3,34 223  70,910,49 6,99
ADRS-P-A 0,00 | 0,00 0,00 33,54 16,71 11,17 0,0p 0,00 0/00 5233, 16,76 11,17
AIKB 0,00 | 0,00| 0,00 -17,8(Q -8,92 -5,96 0,00 0,00 0,00 7,94 -8,95 -5,97
BRD 0,00 | 0,00/ 0,00 -4,16 -2,03 -1,31 0,00 0,00 0,00 853 -1,93 -1,28
ERNT-R-A 0,00 | 0,00 0,00 21,42, 10,74 7,18 0,00 0,00 0/00 921,510,79 7,20
GRVG 0,00 | 0,00 0,000 -28,3§ -14,20 -9,48 0,0p 0,40 0/0028,46 | -14,23 -9,49
KRKG 0,00 | 0,00 0,00 -4,92 -2,30 -1,43 0,00 0,00 0,00 074, -2,03 -1,36
MELR 0,00 | 0,00/ 0,000 -30,69 -152P -10,06 0,0p 0,00 0/0630,00 | -15,00| -10,00
PETG 0,00 | 0,00/ 0,00 -7,32 -3,63 -2,4( 0,00 0,00 0,00 157 -3,57 -2,38
PTKM-R-A 0,00 | 0,00 0,00 11,87 5,96 3,99 0,71 0,36 0,R4 12(016,01 4,00
SNP 1,00 | 1,00] 1,00 19,04 9,63 6,49 15,71 7,86 524 2196 9,81 6,54
TLV 0,00 | 0,00 0,00 -12,34 -6,2( -4,16 0,00 0,00 0,00 2,54 -6,26 -4,17
> 1,00 | 1,00| 1,00 1,00 1,00 1,00 1,00 1,00 1,00 1,001,00 1,00

As we were able to see from the correlation anslysithe pre-Lehman period of time only PTKM-R-
A, KRKG and SNP didn’t have significant positiver@ation (Table 5). As we can see from portfolio
structure in the pre-Lehman period of time (Tab)e pdrtfolio weights for these stocks were
significant. Furthermore, in case of mode] pbrtfolio consisted only of PTKM-R-A. When analygi
portfolio structure for the post-Lehman period iofi¢ (Table 9), we come to the similar conclusion
where, again, in case of model Mortfolio consisted only of one stock, i.e. SNRisTcomes as no
surprise because in the post-Lehman period only M-R<A and SNP didn't have significant
correlation (Table 6)Summa summarurin this research, it has been confirmed thatecent global
financial crisis, ceteris paribus, has caused theation of securities portfolios with inferior
performanceAlthough further work is required to gain a mommplete understanding of the effects
of the recent global financial crisis on securijpestfolio performance, results presented in tlzEpgy
may be solid platform when creating portfolios esgdy on underdeveloped capital markets.
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CONCLUSION

By examining the effects of the recent global ficiahcrisis on securities portfolio performance and
structure we tried to extract some useful inforgratior investors that they should consider before
investing on underdeveloped capital markets, epital markets from the SEE region. First of all,
these markets are common referred to as frontieketsmand therefore have many specificities when
comparing to developed and emerging capital marketslow market capitalization, poor liquidity
and turnover, weak legal protection for minorityagtholders, low correlation with developed and
emerging capital markets, etc. Secondly, and gienlarge number of available, but not actively
traded securities, when investing on these markatsstor should try to minimize liquidity risk and
therefore pick those securities that are easilywedsd into cash and vice versa. Finally, although
these markets are underdeveloped, that does nat theathey are immune to various exogenous
shocks such as recent global financial crisis. Heurhore, based on theoretical inferences and
empirical evidence, presented in this paper, wendothat recent global financial crisiseteris
paribus,has caused the creation of inferior securitiesfploss. Main practical consequence of these
results is that investors, in times of global fioah crisis, should not look at the underdeveloped
capital market as “safe harbour” when trying toedsify their portfolios.
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ANALYSIS OF INNOVATION PERFORMANCE BY METHODS OF
MULTIVARIATE STATISTICS:
CASE OF EUROPEAN COUNTRIES

Svetlana BALASHOVA?

Abstract

In this article, interrelations between the indigeg of innovation performance of European countries
are evaluated by methods of multivariate statistianalysis. The modified method of principal
components is used to create the summary innovataex, which gives the ability to emphasize the
most significant factors, which can be regardedjemsving-points of innovation development.

Key words innovative capacityinnovation indexes, method of principal components

INTRODUCTION

Academic community, international institutions amdthority of different countries pay special
attention to the issues of intensifying innovatimd economic growth (Europe 2020; The OECD
Innovation Strategy; Russia 2020 etc).

There are different approaches to the measureni@mavation performance. Most of them are based
on building composite indicators but varies inamitt and methodological questions (Bagrinovsky
2011; Balashova 2013; Furman, Porter & Stern 2@@bal Innovation Index 2012; Lopez-Carlos &

Yasmina, 2009; Matushok 2013;; Porter, Stern 200@nposite indicators accumulate the underlying
information and can assess progress of countriestowe and provide the instrument for internationa
comparison. Composite indicators are also usefldemehmarking tools for policy decisions but on
the other hand may send “misleading policy messafipsorly constructed or misinterpreted (OECD

2008).

In most European countries an assessment of thmvation performance is held by a common
method, which is developed and improved under thdagce of the Commission on the innovative
development of the EU (OECD and European Communidi@05; Innovation Union Scoreboard
2010,2011,2013). Assessment methodology has bedatath several times. Since 2010 25 basic
indicators are used; each belongs to one of thg gigovation dimensions. Innovation dimensions are
aggregated into three main pillars: Enablers, Fntivities and Outputs. Summary Innovation Index,
Sl gives the assessment of the overall innovapieriormance, and each innovation dimensions has
its own composite indicator.

Innovation Union Scoreboard (IUS 2013) provides andy the results of the innovation performance
assessment but also based indicators, which entblesmke multivariate statistical analysis of the
underlying information. The aim of this work is tdentify the relationships between groups of
indicators, which characterize conditions for inabeons in a country, and results of innovation
activities fixed in the statistics. The other g@alto segregate the most significant indicatorsictvh
play the important role in innovation performanoethe considered countries in the recent years.
Analysis of the interrelation between innovatiodigators

! PhD, associate professor, department of economicrathematical modeling, Peoples’ Friendship Unsite
of Russia
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We rely on a simple model that considers the resolitinnovation activity as a function of input
indicators that reflects the conditions for innaowas.

Data source is the Innovation Union Scoreboardbdeta 2013 (IUS 2013). Panel covers EU27,
European countries non included in EU and EU awefagthe 2008-2012 period and consists of the
following variables:

SIl - Summary Innovation Index,

Z™ = HR - Composite indicators of théuman resourcedimension Enablerspillar),

Z'? = RS - Composite indicators of tieesearch systedimension Enablerspillar),

Z® =FS - Composite indicators of tiiénance and suppodimension Enablerspillar),

Z* =Fl - Composite indicators of tiiérm investmentslimension Eirm activitiespillar),

Z*# =LE - Composite indicators of theinkages & entrepreneurshigimension(Firm activities
pillar),

Z? = |A - Composite indicators of tHatellectual assetdimension Firm activitiespillar),

Y! =1 - Composite indicators of tHanovatorsdimension(Outputspillar),

Y? = EE - Composite indicators of tHeconomic effectdimension Qutputspillar).

First six composite indicators aggregate the ifi@ctors necessary for innovations, the last twalaee
output indicators. Each of the composite indicatmssists of basic (Annex 1) and summarizes the
innovation performance of each country based omibgt reliable sources of statistics. Descriptibn o
the basic indicators and methodology for calcutatbomposite scores can be found in (Innovation
Union Scoreboard 2010a).

We use three panel data models:

Pooled regression
2 3 o
Vi =D D ZiB" +al e 0

=1 j=1

The fixed effect model with dummy variables

2 3 35
Y =Zzzi2 B +Zairdii’ + & (2a)
=1 j=1 i'=1
The first difference regression
2 3 . ‘
INEDIPI. VAV (2b)
1=1 j=1

Here Y'are composite indicators of output pillar € 1,2); Z"are composite indicators of input
pillars, jis the index of the dimension within the pillat €1 for the pillar “Enablers”] = 2— for the
pillar “Firm activities” ); B8 are slope coefficients . In pooled regression €f) is constant
(r =12) for all the observations. In fixed effect mod@a) a/ represents the join impacts of
unobservable effects o¥' for each country, and can be estimated as coefficié the individual-
specific dummy variablel, , whered, is equal to 1 in case of an observation relating (i’ =1i) .

'
1
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In first difference approach (2b) unobserved heteneity has disappeared {s the first difference
operator).g; andv, are disturbance terms assumed to satisfy the vsgadssion model conditions
(Verbeek, 2008). The 34 European contrives arexiedi®y i ; the years 2008 to 2012 lby

Table 1 reports panel data estimates of equatijresnd (2).

Pooled regression (1) is a special case of the fefeects model (2a) if it is assumed homogenéity o
the sample. In this case ordinary least squareS)@Ltovides consistent and efficient estimates of
andf . However, if fixed effects are unobserved but eated with Z", OLS estimator of 8 is
biased and inconsistent.

As one can see from Table 1, the results of th& @stimate of equation (1) are not satisfactory. We
obtain negative but significant coefficients of HIRd FS for both regressions with | and EE as a
dependent variable. It seems to have no senseamniecexplained by multicollinearity of regressors,
but more likely the assumption of the homogenesitgat valid in this case.

For both dependent variables, the fixed effechestits (LSDV — Least squared dummy variable) are
significant and have expected signs. The F stafistitesting the significance of the individualests
based on Rof the equations (1) and (2a) is strongly in favbthe fixed-effect model.

Tablel. The impact of input indicators on the resaf innovation activity

Dependent variable i$ - Dependent variable i&€E - Economic
Innovatorsg effects
Regressors First First

oLSs LSDV | difference OLS LSDV difference

approach approach

HR - Human -0.35% 0.29 0.2 0.01 0.22 -0.16
resources (0.01)| (0.18) (0.29) (0.03) (0.15) (0.18)
RS - Research 0.14%* -0.14 -0.36 | 0.34%* -0.05 -0.06
system (0.01) (0.14) (0.41) (0.02) (0.06) (0.2)
FS - Finance | -0-26™* 0.09 0.25| -0.23* -0.08 -0.02
and support (0.03)| (0.23) (0.19)|  (0.006) (0.06) (0.07)
Fl - Eirm 0.16%* -0.23 -0.13 0.3%* 0.1%* 0.11%**
LE - Linkages & | 0-67"* | 0.38=* 0.45%* | -0.05%** -0.03 0.015
entrepreneurship (0.12) | (0.18) (0.19) (0.02) (0.05) (0.03)
IA- Intellectual | 0.20%* 0.06 -0.04| 0.7 0.27" | 0.25%*
assets (0.03) (0.12) (0.16) (0.02) (0.04) (0.08)

R? 0.55 0.94 0.10 0.6% 0.96 0.07

Note. The estimates cover 34 EU countries for 882012 period (170 observations), the parameders
White cross-section standard errors (between p&ieses) are reported.*** indicates the parameterst e
significantly different from zero at a 1% probabjlthreshold, ** at 5%, and * at 10%.

The fixed effect model is more appropriate from aply statistical point of view but also regarding
economic content. Having the same input indicatieesresults of innovative activity should largely
depend on the missing or latent variables thataciterize the individual features of countries, sash
scale of economy, the quality of public instituorthe development of market mechanisms, and the

2 All regressors excluding g, are lagged for 1 year due to reference year ef dhmposite indicator
“Innovators”
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degree of integration into the world economy. Asigrthese latent variables to be constant during
considering period we can rely upon fixed effectelo

First difference fixed effect approach can rediertumber of estimated parameters and avoid “false
regressions”. As one can see from Table 1, fixéste€stimates of equation (2b) has much less “good
of fitness” then least squares dummy variable m@¢2&) but still significant. Such difference in the
quality of fitting says that mainly latent variablare responsible for the dependent variables esang

As there is evidence for heteroskedasticity, weWbée covariance matrix estimator, which provides
consistent estimates on the presence of conditibatdroskedasticity of unknown form (Verbeek
2008).

After stepwise elimination of insignificant factan$ equations (2a) and (2b) for the outputovators
index the single significant factor is thankages& entrepreneurshipndex. It is not a surprise as both
composite indexes characterize the innovation ig¢tiof SME. According to Innovation Union
Scoreboard methodology inpuinkages& entrepreneurshipdimension includes 3 indicators and
measures entrepreneurial efforts and collaboratftorts among small and medium-sized innovating
firms and also with public sector. These indicatmfect the rate of diffusion of knowledge and
technologies. They closely link to the indicatdrattare included in the outplninovatorsdimension,
which measures the number of SME firms that hatrediniced innovatioris

Figure of the Innovators dimension against the &gés & entrepreneurship dimension shows that
there is rather strong direct connection betweeiesehe crisis does not seem to affect it (Figihe
effect of the positive correlation between the eseiis apparent in the oval shave of the confidence
region around the means. The figure 1 displays 35% confidence ellipse around the means,
computed using the F-distribution with 2 and N-Zr@es-of-freedom.

Figure 1. Relationship between Linkages & entreptgahip and Innovators for the period 2008-
2009 (crisis=0) and 2010-2012 (crisis=1)

1.2

LE

e CRISIS=0 - CRISIS=1

® Data on the High-growth innovative enterprisesdatbr which has to be included innovatorsdimension
are not available



However, if we consider this relationship for difet performance group, we obtain that the
Innovation leaders seem to have negative relatipnisetween considered dimensions (Fig.2). For
example, Switzerland, which is the overall innosatieader, has best performancédnnovators but
relatively weak performance ininkages& entrepreneurshipOn the contrary, moderate innovators
have the highest positive correlation between tligsensions and as this performance group has
highest number of observations, it dominates irréigeession analysis.

Figure 2. Relationship between Linkages & entreptgahip and Innovators for performance groups
(COUNTRY_GROUP=1 for ‘Innovation leaders’, COUNTRBROUP=2 for ‘Innovation followers’,
COUNTRY_GROUP=3 for ‘Moderate innovators’, COUNTRROUP=4 for ‘Modest innovators’)
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Fixed effect estimate of theconomicEffectsequation shows that two factors are significard 486
probability threshold, composite index FlI, fhiem investmentimension, and IAlftellectualassets

Fl includes 2 indicators of both R&D and non-R&Dr@stment that firms make in order to generate
innovations. 1A captures different forms of inteleal property rights. The coefficients are
significantly positive and slightly differ in (2and (2b).

The strong relationship between R&D and non-R&Dnfinvestment and economic effects does not
change during recent years (Fig.3). The same caaideabout the relationship between EE and IA.

However, the performance of Innovation leaders lamdvation followers are quite different in this
case (Fig.4). The innovation leaders perform hidigth in firm investment and in economic effects,
but for the innovation followers firm investmentshaon-significant regression coefficient contralin
other variables. As for Intellectual assets, theffitient is positively significant for all perforamce
groups except the modest innovators.



86

FINANCIAL AND ECONOMIC CRISIS

Figure 3. Relationship between Firm investment Bodnomic effects for the period 2008-2009

EE

(crisis=0) and 2010-2012 (crisis=1)
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Figure 4. Relationship between Firm investment Bodnomic effects for performance groups
(COUNTRY_GROUP=1 for ‘Innovation leaders’, COUNTRBROUP=2 for ‘Innovation followers’,
COUNTRY_GROUP=3 for ‘Moderate innovators’, COUNTRROUP=4 for ‘Modest innovators’)
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Short panel does not allow to analyze the influesfcthe lagged input indices but the results of one
year lag estimate does not differ too much fromréported in Table 1.

Thus, although all basic indicators are involvedhia calculation of the Summary Innovation Index, a
direct impact on innovation performance has firrtivétees. Formal increase of indicators related to
human resources or research system, raises Slkcotistry, but has no direct economic effect. The
innovative activities of firms within a country asgrongly influenced by national policy and the
presence and vitality of public institutions (PogeStern 2002). High-skilled and educated workéorc
is necessary but not sufficient condition for inabon process as can be seen on the example of
Russia. Strong and competitive national researstesy provides knowledge that may result in new
technologies. However, business can use these tagemnif the linkage among public and private
sectors are strong. In addition, such instrumefigogernment policy as fiscal incentives and direct
funding stimulate firms to increase their R&D intraent (Domenique Guellec & Pottelsberghe 2000;
Balashova & Matyushok 2012) and increase theirvation activity.

MODIFIED SUMMARY INNOVATION INDEX

As all innovation indices relate to each other, came use the principal component approach to conver
the correlated variables into the set of uncoreelgbrincipal components (Annex 2). As the first
principal component accounts for as much of théabdity in the data as possible, it is preferatde
use this approach instead of simple average to trembsthe integrated index of innovation
performance. However, the modified principal comgmnanalysis (Aivazian, 2000) having all
principal component approach advantages allowsefmel the weight of each variable in order to
underline the importance of each basic indicatdhéosummary index.

For each innovation dimensions, the modified coritpasdex is constructed under the following
procedure.

All based indicators listed in Annex 1 are normediz

G e Xiik=min(XL.jk)
) max(X|.j.k) = min(XI.jk)

Herel is the index of pillar,j is the index of the dimension within the pillariskthe index of the basic

indicator within dimension. Maximum/minimum scoethe highest/lowest score for each indicator
found for the whole time period within all counsiexcluding outliers.

Eigenvalues\. of covariance matrixR = XX can be found from the characteristic equation-(
identity matrix)

IR-Al|=0 3)

A are ordered in descending =24, =...24,, wherep is the dimension of the normalized basic

indicators for the group (in our casp=2+ dépending on the innovation dimension which is
considered).

Number m3 of integrated indexes of the group is defined ftbmcondition

N
mozmin{m| Aty A

A+ Ay+ot A

> 055} (4)
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That is the integrated index accounts for the rpast of the variability in the data.

If my =1 (this is true for five innovation dimensiong)pdified composite index is constructed as
weighted average of the normalized scores forralicators of this dimension. Vector of weights

(loadings)a = (al,az,..,ap)T can be found from the system

(R-A1)a=0. (5)
Then the modified composite indéAlnd _|.j can be written as
Mind_I.j=> a’XI.jk (6)

with the sum for all k.

As Zakz =1, weights are normalized, the maximum score oftizglified composite index is 1,

minimum is equal to 0, and weights can be constasdegree of importance of the indicator while
constructing the integrated index.

As a result of this algorithm have the followingrfaula to determine the modified indices,
Open, excellent and attractive research systemesrdiion

Mind 12 =MRS= 033[X 121+ 036[X 122+ 031X 1.23

Finance and support dimension

Mind _13= MFS= 050X 131+ 050X 1.32

Linkages & entrepreneurship dimension

Mind _22=MLE = 0350X 221+ 035X 222+ 030X 223
Intellectual assets dimension

Mind _23=MIA = 0290X 2.3.1+ 029[X 232+ 016X 233+ 026[X 234
Innovators dimension

Mind _31=MI = 050X 311+ 050X 312

Due to different weights of basic indicatdRS, MLE and MIA accounts for the larger part of the
variability in the data, thelRS, LE and IA .

For the rest three dimensions the first principghponent does not account for the most part of the
variability in the data (consider the condition)(4n this case, we use the following algorithm
(Aivazian, 2006). The considered dimension (fornegke, Humanresource} is divided into two
subgroups. Basic indicators belong to the same reupgif they characterize one aspect of the
dimension and sufficiently correlate.

SubindexSublInd_I.j.s (I.j is the dimension indexs = 1,2 is the subgroup index) is constructed by

the formula (6), where we summaries only indicatifrthe subgroup. Subindexes of each subgroup
are combined into one index by the formula

Mind_I.j, =1-p_l.j, (7a)

where p_l.j, - ‘'weighted" Euclidean distance from the n-th aolbagon
(Subind_1.j.3,Subind I.j.2) (n=1+N,N =175) to the standard (1, 1) in the corresponding two-
dimensional space:
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o_lj, = \/vl(SubInd_I Jj.1,-1)%+v,(Sublnd_1.j.2, -1)? (7b)

Nonnegative normalized weightg, v, (va = 1) are determined in proportion to the variances of
p=12
the sub-indices:

L = Var(SublInd_l. j.s) s=12
°  Var(SubInd_| .j.1) +Var(Subind_l .j.2) ’ (7¢)

Var(Subind_l.j.s) =1/ N\/Z(Sublnd_l. j.s, —Sublind_l..s)?

Analysis of correlations and loading vectors of Hiemanresourcesdimension shows, that we can
combine two first indicators into one subgroup. iBdbx Subind 111 is simple average.

Combination ofSubind _1.1.1and the third basic indicator of theiumanresourcesdimension by the
formula (7) gives the modified indekind _1.1= MHR . Using simple regression analysis, we can
write it as follows,

Mind 11=MHR= 022X 1.1.1+ 027X 1.12+ 046X 1.13

Thus, the third indicator has relatively high weighconstructing the dimension index.

Despite the fact that tHéirm investmentlimension has only two indicators, it cannot barahterized
by the first principal component as the indicatane poorly correlated.

So modified indexMInd _21=MFI are constructed by the formula (7) directlpnir basic

indicators. Using simple regression analysis, we i@present it as a linear combination of basic
indicators:

Mind _21=MFI = 054X 2.1.1+ 034X 2.12

Thus, public R&D expenditur& 211 is considered to be relatively more important tiventure

capital X 212 for innovation performance. As it was already nmrgd, public R&D expenditure
stimulate business R&D to certain extend but thigrument of government policy seems to be more
effective if applied during long period (Balashov2Q12). In other case, it is just substitute the
business funding.

The Economic effects dimension is divided into subgroups. First consists of X3.2.1 —employment
in knowledge-intensive activities, X3.2.3 — knowgdedintensive services exports, and X3.2.5 — licence
and patent revenues from abroad, because theyighly ltorrelated and have high loadings. The

second subgroup consists of X3.2.2 — medium and-teigh product exports and X3.2.4 — sales of
new to market and new to firm innovations. Applyfiegmulas (3)-(7) and using regression analysis,
we can write:

Mind _32=MEE= 013[X 321+ 0250X 322+ 018X 323
+0.20X3.2.4+0.180X3.2.5

Thus, the most important for the economic effedseasment is medium and high-tech product
exports.

Modified Summary Innovation IndeMSII is constructed from the subindexes by the formulas
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MSII :1—\/ZZVIj (Mind _1.j -12)2
I

Var(Mind _I.j) (8)

D> var(Mind _L.j)
j

|
A composite innovation score, which is calculatgd(®), is slightly differs from the score which is

calculated as simple average. Moreover, countrgingnobtained byMSIl and Sll are very similar
(Annex3) with a few exceptions.

However, the expansion in the basic indicators laams of regression analysis allows to determine,
which basic indicators of a priori set are the mogtortant characteristics, and which practicalty d
not contribute to and may be excluded from thegrast core set of indicators. To solve this problem
a linear model is identified

MSIl, = > 8.jKXI.jk, +5, 9)

1.k

d.jk are slope coefficients, which can be regarded eghis of certain indicators in overall

innovation performance. After pooled regressioim&sion, insignificant factor are eliminated ané th
best specifications regarding Akaike and Schwanfiarmation criteria is obtained. Weigh. j .k has

score from 0.14 to 0.015, with average 0.06 (AndexWe consider factors with weights over 0.06 as
predominant factors on innovation development.

Figure.5. Innovation leader —modest innovation carrgon by the key innovation indicators
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Thus, from a prior set of 24 indicators we can rédghe following 7 indicators as major

level of education of young people (X1.1.3, wei@lti6) fromHumanresourceslimension;

citation index of scientific publications (X1.2.@eight 0,14), proportion of graduate students from
non-European countries (X1.2.3, weight 0,06) flResearctsystemslimension;
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the both indicators dfinanceandsupportdimension(X1.3.1, weight 0.06, X1.3.2 weght 0.09);
business-funded R&D (X2.1.1, weight 0,10) fr&nm investmentimension;

SME introducing product or process innovations (XB. weight 0,11) which is the only indicator
from resulting dimensions.

Note that each of the selected factors by itselias indicative. For example, in the former social
countries (Croatia, Slovenia, Slovakia, Poland, dizRepublic) more than 90% of youth having
attained at least upper secondary level educatibich can be regarded as a positive legacy of the
social system. However, these countries are ratioelerate innovators according to IUS (see Annex
3), meanwhile in Denmark, which is the innovatieader, only 70% of young people have secondary
education. However, it is indicative that for ination leaders all the key factors and innovation
dimension indices have high score (at least abeeemge), meanwhile for modest innovators different
aspects of innovation activity are developed ungv@fig. 5 and 6)

Figure 6. Innovation leader —modest innovation carrgon by the modified composite indices
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Dedicated indicators (except X1.1.3) are closelyatated with the majority of the a priori set @afdic
indicators, and can be considered as a key grotipeisense that they can not be modified without a
package of measures aimed at improving the comdifior innovation in all areas.

Thus, we can conclude, that controlling for othariables, the emergence of innovative companies in
the small and medium business is most closely &sdcwith the presence of a developed business
environment and its integration with the researgbtesn of the country. At the same time, the
economic effects of innovation achieve primarilyoigh business expenditure on innovations
(including R & D).

From an a priori set of basic indicators seven kadicators can be distinguished in order to
adequately characterize the level of innovativeettgument of a country. At the same time not only
financial indicators (R & D expenditures, adequatyenture capital) play a key role, but the levkl
education of young people, as well as the quafityational scientific achievements.

* We use simple average to calculate the withinqgiadex
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Countries leading in terms of innovative perform@pcovide a sufficiently balanced development of
all aspects of the national innovation system. Hmxge

Firm investment index, which is calculated usingdified method of principal component, shows
insufficient amount of firm expenditure even amdegding countries, especially regarding non-R&D
investment. It reflects in rather moderate econaeffects.
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ANNEX 1

Innovation Union Scoreboard indicators

Enables

Human resources

X1.1.1 — New doctorate X1.1.2 -
1000population aged 30-3

graduates  per
population aged 25-34

Percentag

having completeq
tertiary education

eX1.1.3 -
APercentage of
| youth aged 20-24
having attained at

least uppet
secondary level
education
Open, excellent and attractive research systems
X1.2.1 — International X1.2.2 — Scientific| X1.2.3 — Non-EU

scientific co-
publications per million
population

publications among thedoctorate students as
most citeda % of all doctorate
publications worldwide students

top 10%

as % of total scientific
publications of the
country

Finance and support

X1.3.1 — R&D expenditure in thex1.3.2 -
public sector as % of GDP

investment as % of GDP

Venture capital

Firm Activities

Firm investment

X2.1.1 — R&D expenditure in theX2.1.2 — Non-R&D innovation
business sector as % of GDP

expenditure as % of turnover

Linkages & entrepreneurship

X221 - SMEs

innovating in-house asSMEs

% of SME

X2.2.2 — Innovative X2.2.3 — Public-
collaborating private co-

with others as % of publications pel

SMEs million population

Intellectual assets

X2.3.1 — PCT| X2.3.2 - PCT patents X2.3.3 —| X2.34 -
patents applications inn Community | Community
applications societal challengestrademarks | designs per
per billion | per billion GDP (in| per  billion | billion GDP (in
GDP (in PPS€) PPS€) GDP (in| PPSE)
PPSE£)

Outputs

Innovators
X3.1.1 — SMEs X3.1.2 - SMEs X3.1.3 — High-

introducing product or
process innovations as
% of SMEs

introducing marketing or
organisational
innovations as % of
SMEs

growth innovative
firms?

Economic effects

X3.2.1- X3.2.2 - X3.2.3 - X3.2.4 - X3.2.5-
Employment in| Contribution | Knowledge | Sales of License
knowledge- of medium -intensive | new to and patent

2 New indicator
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intensive and high-tech services market and | revenues

activities as % | product exports as | new to firm | from

of total exports to the % of total | innovations | abroad as

employment | trade balance service as % of % of GDP

exports turnover
Source: Innovation Union Scoreboard 2013
Principal Components Analysis
Included observations: 175 after adjustments
Computed using: Ordinary correlations
Extracting 8 of 8 possible components
Eigenvalues: (Sum = 8, Average = 1)
Cumulative Cumulative
Number Value DifferenceProportion Value Proportion
1 509 424 0.64 5.09 0.64
2 085 0.18 0.11 5.93 0.74
3 066 0.09 0.08 6.59 0.82
4 0.57 0.18 0.07 7.16 0.90
5 039 0.20 0.05 755 0.94
6 0.19 0.03 0.02 7.74 0.97
7 0.16 0.06 0.02 7.90 0.99
8 0.10 --- 0.01 8.00 1.00
Eigenvectors (loadings):

Variable PC1 PCz PC: PC/ PCE PCt PC7 PCE
HR 0.32 -0.22 0.17 0.76 0.47 -0.02 0.12 0.09
RS 0.38 -0.33 0.02 -0.34 0.21 0.07 -0.65 0.4(
FS 0.34 -056 -0.05 -0.16 -040 0.06 0.58 0.22
Fl 0.34 038 016 037 -068 0.01 -0.26 0.27
LE 0.41 -0.08 -0.28 0.02 -0.06 045 -0.15 -0.72
A 040 0.06 0.10 -0.18 0.03 -0.82 0.01 -0.34

I 0.30 045 -0.71 -0.05 0.22 -0.02 0.22 0.32
EE 0.31 042 059 -0.34 0.25 0.34 0.30 0.02
Ordinary correlations:
HR RS FS FI LE IA EE
HR 1.00
RS 0.57 1.00
FS 0.53 0.77 1.00
Fl 053 0.47 046 1.00
LE 064 0.79 0.74 0.66 1.00
A 059 0.78 0.67 0.67 0.77 1.00
I 0.35 047 033 051 0.69 0.59 1.00
EE 040 056 0.35 0.59 0.52 0.69 0.40 1.0C
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ANNEX 3 SlI and MSII for 20210f EU27

Group Country SlI score MSII score Ranking
SH/MII
Sweden 0,755 0,728 1/1
Innovation Denmark 0,724 0,685 2/2
leaders Germany 0,700 0,664 3/3
Finland 0,691 0,662 4/4
Innovation Belgium 0,621 0,631 5/5
followers United Kingdom | 0,620 0,565 6/9
Netherlands 0,596 0,572 717
Austria 0,595 0,604 8/6
Luxembourg 0,595 0,569 9/8
Ireland 0,582 0,515 10/11
France 0,558 0,550 11/10
Slovenia 0,521 0,515 12/12
Cyprus 0,509 0,435 13/16
Estonia 0,496 0,508 14/13
Moderate Italy 0,441 0,440 15/15
innovators Portugal 0,438 0,452 16/14
Czech Republic 0,436 0,390 17/17
Spain 0,406 0,377 18/18
Hungary 0,352 0,257 19/20
Greece 0,343 0,336 20/19
Malta’ 0,340 0,231 21/22
Slovakid 0,305 0,225 22/23
Poland 0,296 0,224 23/24
Modest Romania 0,263 0,185 24/26
innovators Lithuania 0,255 0,235 25/21
Bulgaria 0,239 0,186 26/25
Latvia 0,230 0,172 27127

® Moderate innovator according to MSI|
* Modest innovator according to MSII
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Abstract

This paper studies the impact of the world econarrigis on the Serbian economy with a special
reference to banking sector and external economjst@bility. Primary goal of the paper was to test
to how much extent was Serbian external econonaluilisy jeopardized by the global economic
meltdown and what might be consequences of therapipaxternal imbalance. Additionally, we tried
to examine what are the effects of the crisis onklmey sector in the context of potential future
instability. Our analysis brought us to concludattithe external imbalances have just become more
visible in the crisis period. The real reason foiese imbalances was actually inadequate growth
model led by the policy makers, based on consumptid unstable inflows of foreign capital. On the
other hand, during the crisis period, banking sediave shown quite solid performances while its
stagnation was just a consequence of the real seterdown. Our conclusion is that banking sector
was professionally led, highly capitalized and sinalt be a trigger for some future crisis. Accomlin
to the performed analysis, Serbia needs dramaidadifferent economic growth model in the future,
mainly export oriented and with a more strict ertdrborrowing policy.

Key words Crisis, external position, FDI, Banking sectoerBia

INTRODUCTION

The economic crisis that affected developed andewgldped economies has imposed numerous
issues for policy makers and macro-economistsehliog 2008 -2012, almost all SEE countries were
punished (by market) due to high debt and licestienpenditure, while they had stagnation and
decline of the real sector. This common featuggisicularly the case for Serbian economy too.

In Serbia, a country in transition, macroeconomends were primarily affected by delayed and
accumulated transition problems. We summarizedmhi& negative effects of the global economic
crisis on the Serbian economy: the decline in grelemand and a fall in exports, decline in total a
especially industrial production, decrease of thewth rate of GDP, and its movement towards
negative values, unemployment increasing, capitgthdnawal from commercial banks in foreign
ownership, and reduced credit placements in proguetctivities; decline of FDI inflows and low
short-term perspective for their growth, the growthrade deficit and balance of payments, and tota
debt to foreign countries, further decline in agate demand and increase of the entire economy
illiquidity.

! This paper is a part of research projects numB&e09 (European integrations and social and ecanomi
changes in Serbian economy on the way to the EQY1d8015 (Challenges and prospects of structusahgbs

in Serbia: Strategic directions for economic depelent and harmonization with EU requirements),rfoe by
the Ministry of Education, Science and Technologizavelopment of the Republic of Serbia.

2 Research Associate, Institute of Economic Scierhesko.bodroza@ien.bg.ac.rs

® Research Associate, Institute of Economic Scienuésajlo.djukic@ien.bg.ac.rs

4 Research Associate, Institute of Economic Scierszsa.milivojevic@ien.bg.ac.rs
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In addition to the global recession negative impa&erbia has accumulated economic problems
which represent particular challenge for policy erak Aiming to detect main weaknesses of the
Serbian economy and trying to find an adequateorespto the current economic crisis in Serbia, we
have analysed mechanisms by which crisis tranginitte¢he real sector of the economy. Our special
focus was on external position and banking seétsiit will be shown in the rest of the paper we are

of the opinion that structure of the economy a#dcBalance of Payments deficit in the period of

growth while dynamic rise of external borrowing sseunsustainable source of capital in a long term.
On the other hand, banking sector have shown gualtd performances proving to be relatively stable

in turbulent period.

EXTERNAL POSITION

In this chapter we will analyse the effects of glbbnancial crisis on the Serbian external positio
more precisely balance of payments, external del#jgn direct investments as well as structure of
export and import. Republic of Serbia achieved eaan growth in the period 2002-2008 which is
quite respectable amounting to 4.9% in average.d¥ew despite of the recorded results, we argue
that the growth model of the Serbian economy ieast questionable in the sense of sustainability
since it is primarily consumption based and depehda the limited capital inflows. Privatization
revenues, foreign financial support and extensiveiin direct investments influenced strengthening
of domestic demand in the first years of transitidnfortunately, strengthening of domestic demand,
in the situation of vulnerable and undeveloped dioeindustry in line with the processes of
liberalization, resulted in serious balance of pagtdeterioration. External position indicators are
probably the best illustration to prove the Serlgamwth model unsustainability and argument for the
necessity of economic policy redesign in the fuppggod. In that context, crisis could be analyjsestl

as an external shock which have only shown mairkmesses of the Serbian economy. The growth
model that had been implemented over the past favsyin Southeast Europe, combined with the
institutional weaknesses, had left the region walbke to external shocks in several respects

Balance of Payments

First of all, it could be noticed that growth ratiesthe pre-crisis period has moderate negative
correlatiot with the balance of payment (BoP) measured byesbfiBoP deficit in GDP. Theoretical
arguments for running such a high deficit as a fool,catching up“ processes are not theoretically
confirmed. Moreover, some economists even proved dpposite. Scheide (1990.) argued that
prediction by which poor countries catch up in twurse of time and that this process is made
possible by capital from abroad is at variance wWlith data:Low-income countries tend to borrow
more but they do not grow faster

We are aware of the fact that more strict policyuldaesult in lower living standard in the shontnte

but there is also lack of consistent and systenagifiroach to reduce this misbalance in almost 12
years of transition. Such an imbalance is becorpotgntial threat for the macroeconomic stability in
the long term since potential capital inflows arete limited. Privatization process is almost over,
while external debt exceeded 80% of GDP so farchiig relatively high having in mind level of
development and the country’s reputation. Foreigectiinvestments were also modest in the previous
years, partly as a consequence of global crisiglaid future inflow will mainly depend on economic
recovery in the EU and the region but also on tleveBiment ability to create better business

® Panagiotu, R., (2012.), EUI Working papers, RSCAB2264, The Impact of the Economic Crisis on the
Western Balkans and their EU Accession Prospects,

® pearson coefficient of correlation is -0,384

" Scheide, J. (1990), The net external asset positiml economic growth : some simple correlatiomsi1fts
countries, Kiel Working Papers, No. 427
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environment. We may say that the global crisis ichgeelped Serbian economy weaknesses just to
become more visible.

Figure 1. Correlation BoP deficit and between GD@wth
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Source: Author’s calculation according to the Naiid Bank of Serbia data

Table 1. Balance of Payment structure of the RepwoblSerbia in the period 2008-2012 (in min EUR)

Position/Year 2008 2009 2010 2011 2012

|. Current Account -7.054 -1.910 -1.887 -2.870 -3.1%5
Balance of goods and -8.686 -4.926 4573 5.155 -5.297
services

Income -922 -502 -670 -758 -798
Current transfers 2.554 3.518 3.356 3.043 2.941
Il. Capital Account 13 2 1 -3 -11
11l. Financial Account 7.133 2.033 1.819 2.694 2.883
a. Direct Investments 1.824,4 1.372,5 860,11 1.826,9 231,9
b. Portfolio Investments -90,9 -51,0 38,4 1.619,1 1.665,9
c. Other Investments 3.713,2 3.074,6 9,1 1.049|2 -151,7
d. Reserves 1.686,6 -2.363,5 928, -1.801,5 1.137,2
V. Net errors and -92 -124 68 179 283
omissions

Source: National Bank of Serbia

When it comes to the structure of the external larze, the largest portion of deficit is conseqeenc
of current account deficit showing a huge gap betwability to sell in the foreign markets and
imported goods and services. Due to slowdown ofnegutc activity and international demand
decrease, this gap was reduced in the first ydardsis. Current account deficit in 2008 amounted
21,6%, significantly higher comparing to 2009 an@dl@ when it was about 6,6% and 6,7%
respectively.
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Export and import trends

According to the relevant data, it could be see 8erbian export experienced strong decline anly i
2009, when total export lowered for about 20% imimal terms comparing to 2008. It is a direct
consequence of global economic slowdown, espedialthe EU area. After that period, export had
rising trend, amounting to almost 9 bin EUR in 20EXport share of particular markets did not
change a lot. It could be seen that lower expo0@9 is related to the lower share of EU 28 ialtot
export. Serbia is dominantly dependant to the Eld@ghtries when it comes to the export orientation.
Every economic slowdown in the EU area is potentimkat to the Serbian export potentials.
However, CIS market export share has upward trextd im nominal and real terms. Total value of
exports to the CIS almost doubled in the period720012 amounting to 880 min EUR in 2012 which
is almost 10% of total export. Apart from necessayregain the export in the EU, it would be of
special importance for Serbian economy to stremgtfegional cooperation. In that context, very
indicative are analyses which stress that thescrisgatively affected the region’s trade with thé E
more than intraregional trade in the Western Balk@&@jelic et aly.

Table 2. Export Value and Export Share of Particutearkets

Total Export Value

Year in ths EUR EU 28 share CEFTA CIs Other

2007 6.433 60% 28% 7% 5%
2008 7.429 58% 29% 7% 5%
2009 5.961 57% 28% 7% 8%
2010 7.393 60% 26% 8% 6%
2011 8.441 62% 23% 9% 6%
2012 8.837 62% 22% 10% 7%

Source: National Bank of Serbia

Figure 2. Structure of the Serbian Export in 201t2% of total export)
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Source: Author’s calculation based on NBS data

Export structure is showing particular strengthshef Serbian economy and the recent years have
shown that some sectors are less vulnerable tglthal economic shocks than others. For example,
food industry, tobacco and drinks as well as maehiand transport equipment are sectors which

8 Bjeli¢, P. et. al., (2013.), Effects of The World Econof@isis on Exports in the CEEC: Focus On The
Western Balkans, ECONOMIC ANNALS, Volume LVIII, N&96
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recorded continuous rise in the recent years degmlatively unfavourable conditions at the
international market. Aforementioned three secterorded export share in 2012 of almost 44% of
the total export.

Import is still high in the industry of mineral fige chemical industry as well as machinery and

transport equipment. Mineral fuels import is quitederstandable since Serbia is, as most of the
countries, energy dependant, as well as the ingfomachinery and infrastructure which should be

considered as an investment. On the other hangkasing import of processed products is showing
that Serbian economy needs to invest more in dodetrengthen its own industry.

Figure 3. Structure of the Serbian import in 20kR2% of total import)
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Source: Author’s calculation based on NBS data

Figure 4. Serbian trade balance by sectors (in BEIUR)
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Only in two sectors Serbia has recorded trade isufiood industry had 787 min EUR surplus while
drink and tobaco sector recorded surplus in theuatnof 79 min EUR. Trade suficit of the food
industry doubled in the period 2008-2012, while igustry of tobaco and beverages has recovered
after serious decline in 2009. However, sectorshvhre considered to have high value added such as
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machines, chemicals and processed products receatizdis trade deficits. Chemical products trade
gap was growing in the period 2008-2012 amountid.,7 bin EUR in 2012. Also, Serbia is net

importer of mineral fuels and machinery and tramspguipment in the amount of 2,3 and 1,5 bin
EUR respectively.

External debt

Global financial crisis has had dramatic effectsstability of public finances. In the period 2002-
2008, when country was achieving quite solid groveties, public and external debt rose in absolute
figures but recorded decrease relative to GDP. éfbeg, in 2008, Serbia had public debt on the level
of 29,2% and the gross external debt on the lef@#®% of GDP. In the following years both figures
recorded dynamic rise imposing question of thestanability in the future period. Public debt
reached the level of 60% of GDP, which is valuaiicantly higher than 45% required by the Law
on Fiscal Responsibility and also 60% which is oh¢he condition defined by Maastrciht Criteria.
Government and IMF projections were significantbyvér, while some author’s calculations were
much closer but also failed to predict relativeternt behaviour of the Serbian Government in the
context of necessity of public savifiggvhen considering external solvency we could say ¢urrent
results should be recognized as a final warningptdicy makers. External debt level reached 80% of
GDP in 2012. Also, external debt repayment dynansidsaving continously growing trend. In 2013,
Serbia should repay more than 4 bin EUR of extedaht which is more than 15% of total GP

Figure 5. External and public debt trends in theipe 2002-2013. (in % GDP)
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Source: National Bank of Serbia

Presented figure made us to draw two very importantlusions. First, we could see that in the first
years of transition public and external debt hael apposite directions. Public debt had decreasing
trend since country’s growth rates were higher tRamtral Government needs to finance fiscal
deficits. On the other hand, due to private semborowing, external debt was stagnating or evenahad

slight rise. Second, when the first wave of thaisrhit Serbian economy public debt started to rise
enormously, pushing external debt to rise toos levident that the external debt rise in the period
before and after the crisis has completely differexture. First rise was modest, coming as a result

® See zdravkovic, A., Bradic, A., (2012.), PublicibéSustainability in Western Balkan Countries, Fan
Integration Process in Western Balkan Countrie$2200l. 1, pp 472-492. Institute of Economic Scies
19 http://www.nbs.rsfinternet/cirilica/90/dug/indesai
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private sector borrowing in the period of econopriasperity, while second one was rather sharp and
may seriously undermine confidence in our economyhe international financial markets. The
following figure could be a good ilustration of théorementioned. In the period 2008-2013, public
share of external debt almost doubled amountiri®t® bin EUR as of September 2013. External debt
increase in that period was only the consequentleeopublic sector rise since private sector rehcte
on crisis in a quite rational way, by decreasingte@nd repayment of debts. Rise of private externa
debt would be the only reliable signal of potengi@bnomic recovery.

Figure 6. Public and private external debt moveras@mthe period 2008-2013
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Source: Author’s calculation according to the NBfead
Foreign direct investment

The global economic crisis drastically jeopardizbé capacity of the economy concerning new
investments, both investments in developed cowt@@d countries in transition. In these
circumstances, investors are becoming more cortseryavoiding to invest in developing markets. A
decrease in the inflow of foreign direct investm@kdl) is one of the negative economic effectshef t
global financial crisis that struck the Serbianremay. Given that Serbia has chosen the concept of
transitional development based on attracting FDI teir potentially developmental impact, reducing
the inflow of FDI is set to be a serious threathe unimpeded growth and development within the
process of transitional change.

Table 3. Net foreign direct investments 2008-2012

Years | In mil EUR | % of GDP | FDI per capita in EUR
2008 18244 5,6 248
2009 13725 4,7 187
2010 860,1 3,1 118
2011 1826,9 5,8 252
2012 231,9 0,8 32

Source: Calculated on the basis of the statistfdhe NBS

The level and dynamics of foreign direct investmfzom 2008 to 2012 were quite uneven. These
trends were influenced by internal and externatofac When it comes to internal factors, the first
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place goes to the economic and political instabitind inefficiency of state institutions. A key
external factor is certainly the impact of the gibliinancial crisis that has hit the entire world,
especially the European countries that have baeheh investors in Serbia in recent years.

In the period from 2008 to 2012, the total inflovF®!1 in Serbia amounted to 6115.8 million. When
we take a look at the each year separately, thedowet inflow of FDI, only 231.9 million, was
recorded in 2012, while the largest net inflow &flin Serbia was in 2011 and it amounted to 1827.0
million EUR. If the gross inflow of FDI in 2012 wadose to 2 billion EUR, the main reason for this
poor result is a large outflow of FDI, especialiythe financial sector. Since the outbreak of tloba
financial crisis, with the exception of 2011, thésea downward trend in the net inflow of FDI. The
total decline in net FDI inflows in 2012, when coangd to 2008 when the crisis had began, was
1592.5 million EUR or 87.3%. The decline would h&appened in 2011 if there weren't for a large
investment by the Belgian supermarket chain Dethavho bought the Serbian retail chain Delta
Maxi.

Figure 7. Net foreign direct investments 2008-20d.2nil EUR
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When we take a look at the specific sectors, inpiagod from 2008 to 2012 the largest FDI inflow
was recorded in the manufacturing sector of 2,808lfon EUR which makes 29.5% of all FDI
inflows. The second and third place for FDI inflodigring this period are taken by the Financial and
insurance activities and Wholesale and retail tradpair of motor vehicles and motorcycles with
1,849,8 million EUR, i.e. 1,837.7 million EUR inflo They are followed by Real estate activities with
1,218.9 million EUR, Mining and quarrying with 584million euros, Transportation and Storage
410.9 million and Construction 312.6 million. Theagtivities together accounted for 94.0% of the
total inflow of FDI during this period.
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Figure 8. FDI in Serbia by branch of activity, 260812, share in %
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The fact that during the great economic crisis sarh¢he largest names from various economic
activities came to Serbia, surely gives hope ambe@mgement for all of us. Concerning FDI, Serbia
went through the critical period much better théimeo countries in the region, having succeeded to
attract the most FDI. That tells us that there ispace for further investments, but there are still
important obstacles that investors pointed outhéfirst place, it is necessary to continue toknam
reduction of administrative barriers and therebgustion of the investment and business costs. In
times of crisis, it is necessary to ensure the ecnn stability of the country using a severe contfo
public spending and ending the economic reformd,taose more painful should be the priority of the
government. Free trade agreements, such as thenagmeéwith Russia, certainly present an important
asset that Serbia has in attracting foreign investrin comparison to other countries.

Further inflow of FDI will depend on reducing dortiediscal imbalances and getting the support of
international partners. The current system of itiges has given good results in attracting investime
but in the future more emphasis should be placeidhproving the business environment. Completion
of the infrastructure, as a prerequisite for theetlgopment, in line with the more efficient public
administration and simplification of the procedufes obtaining various permits, could be a good
substitute for incentives. Also the status of adidaie for EU membership is very important, as it
represents the best recommendation to investotsSbebia is a stable country and safe for the
investment.

THE BANKING SECTOR

When a country's economy goes through a seriosscit is impossible for its banking system to
remain intact. The banking sector, as the largedtthe most developed sector within the Serbian
economy, in autumn 2008 felt the first effectstod trisis when more than a billion euros of savings
have been withdrawn from the banks. We should oagett that in a crisis, especially in the fragile
economy such as Serbian, any withdrawal of savamgisdeposits on a large scale under the influence
of psychological uncertainty and undesirable everda lead to a dramatic impact and a collapse of
the banking system. In order to prevent undesiraiolesequences, the government immediately
undertook several measures to mitigate the effeictie crisis. First of all, a stand-by arrangement
was concluded with the IMF and the first set of sugas was adopted, which was aimed at the revival
of credit activity of banks, by subsidizing loargt maintain liquidity, and financing permanent
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working capital and subsidizing the interest rdmsconsumer loans. In addition, a meeting of a
Vienna Initiativewas called, which resulted in an agreement tleb#inking groups in this region will
not decrease their exposure to Serbia. Also, duhiiggperiod, the banks had a conservative policy
when they held the capital adequacy ratio to o@epércent, even though the legal minimum is 12
percent. All this has enabled the banking sectavritiostand the shock more easily, but it was natequ
spared of the crisis.

On the impoverished Serbian banking market atetind of 2012 there are 33 banks. Compared to
other sectors, in the banking sector there isiafaatory level of competition, and you could shg t
real battle for survival, because there is not ghospace in the market for all participants. Serbia
banking system still has the lowest concentratmmared to other countries in the region, taking in
consideration the large number of banks that ppétie even less in all major categories of business
The five largest banks took up about 48% marketestmthe end of 2012, neither one of them has an
individual stake greater than 15%, and only twokisamave a market share that exceeds 10%.

In order to understand the true state of the imphtte crisis on the banking sector, it is necgsga
start a deeper analysis. Domestic banks were metthli exposed to losses related to the financial
markets in the Eurozone, and domestic banks didoossess toxic types of assets. But they were
indirectly affected by the recessionary trendshm teal sector, which resulted in a rapid detetimma

of loan portfolios. Another effect of the crisis tisat the domestic banks can no longer count on
generous funding from their parent banks abroad tlaat in the recent period they have gone through
the process of repayment.

A key problem that has manifested itself in thekirag system is the growth and relatively high share
of non-performing loans (NPL), which amounted to91&t end of 2012. During the crisis, the level of
NPL was 11.3. It is necessary to point out thahivithe current level of NPL there is also a pdrt o
the heritage from the past that is not written dife to unfavourable tax treatment and slow and
complex legal process, so the real participatioitNBL is probably lower and is at the level of the
surrounding countries. Another problem is the desed lending activity due to a greater general
business risk. Several banks did not withstandntipact of the crisis so NBS quite justifiably reeak
their license. Although the banking system is litthe crisis that has affected Serbia, however, we
can conclude that financial stability is not comprsed.

The results of bank operations in 2012 showed ithhahe banking sector there has also been a
deterioration of financial results, because thereg profit is lower and the losses are highen tha
previous years. Growing bad debt and bad manageofédbmestic" banks can be seen through the
incurred loss cumulatively achieved by 10 bankth@mamount of 13.3 billion. We should be sure to
add the sum that has been paid from the budgeidosbanka and Razvojna banka Vojvodine. The
two banks, which had relatively low total marketsh of about 4.5% of the banking market, and in
which the state had a decisive influence on theagament, have achieved record losses and made the
balance sheet of the whole banking sector negative.

Banks' return on average assets and average exfuitye banking sector in Serbia after 2008 have
been declining. They are not adequate to assuraksl, kspecially if one takes into account inflation
and all kinds of risk exposure. The biggest prob&ma extremely high and growing bad debt loans,
which threaten to melt the capital. The real estadeket does not work, which makes the risks even
greater, because the collaterals cannot be conveént® liquid assets without extremely high
discounts. Bank revenue growth that comes from igmwent deficit financing has decreased since the
issuing of Eurobonds, and creditworthy corporaients are almost gone.

"Loan-to-deposit" ratio in 2012 amounted to 125%g ¢here were no major changes were made when
it comes to decreasing the same. This relativegi hiTD ratio may indicate a limitation in terms of
the future sector growth due to the fact that beimg from abroad is no longer readily available or



106 FINANCIAL AND ECONOMIC CRISIS

cheap, so banks usually finance the growth of depol addition, high LTD can point to any
liquidity problem in the future.

Almost all qualitative indicators of Serbian bartkiat the end of 2012 were much worse than five
years before, as evidenced by the following data:

In next table we can see that the banking is stagnarhis especially applies to the bank lending
activity. Regarding the banking sector, credit sarpjs the key to the development of any industry.
The banking sector needs to support only thoseegi®jthat are considered to be profitable and that
are expected to bring returns on investment. A asit@ measure of lending activity, which, apart
from domestic loans, includes cross-border loansmfeconomy, in the period from 2008 to 2012
grew in real terms at an average annual rate 6658

Table 4. Overview of banking sector in Serbia, 22082.

Balance sheet data 2008 2009 2010 2011 2012
Total assets (EUR mn) 21.6B32 24.362 25.984 27.732 27.826
growth in % yoy 2,3 12,6 6,7 6,7 0,9
in % of GDP 64,7 84,4 91,6 87,9 94,0
Total loans (EUR mn) 12.262 13.138 15.166 16.452 16.630
growth in % yoy 21,4 7,1 15,4 8,5 1,1
in % of GDP 36,7 45,5 53,4 52,1 56,2
Total deposits (EUR mn) 10.019 11.408 11.894 41.287 13.311
growth in % yoy -2,7 13,9 4,3 10,1 1,6
in % of GDP 30,0 39,5 41,9 41,5 45,0
Total loans (% of total deposits) 122,0 115,0 128,0 126,0 125,0
Structural information
Number of banks 34 34 33 33 33
Market share of state-owned banks (% of total ayset 17,5 18,2 20,3 19,7 19/0
Market share of foreign-owned banks (% of totabtss 75,0 74,0 73,0 73,0 69,0
Profitability and efficiency
Return on Assets (RoA) 2,4 1,0 11 13 1,0
Return on Equity (ROE) 10,5 4,5 5,3 6,3 4,7
Capital adequacy (% of risk weighted assets) 219 21,4 199 19,1 19,9
Gross non-performing loans to total gross loans 11,3| 157 16,9 19,0 18,6

Source: NBS, Raiffeisen RESEARCH

M Real growth implies growth excluding the exchamgee effect (fixed exchange rate from August 2008),
assuming a fixed currency structure prior to JWQ&
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Figure 9. Real growth of loans to households artémnises*(y-o-y growth rates, %)
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In the banking sector, there is a space for reducasts and strengthening the competition throtgyh i
further consolidation, which will be possible gividrat the current negative trends are reversedtend
overall investment climate is improved. Without ttreation of conditions for the capital inflow and
economic growth, the performance of the bankingosewill continue to weaken, and it is possible
that it will generate some problems. Also, it igthitime that the state begins to take responsible
policies and to reduce the minus in the cash regssd that the banks can redirect more money to the
economy. Every time the state sells bonds, thabatght by the banks, it effectively reduces the
availability of funds to the economy, i.e. the reattor. Banks, attracted by high interest rates, a
buying government bonds instead of having proaceroach supporting good projects in the real
sector. Finally, we can conclude that during thsi€rthe Serbian banking sector was guided
professionally and that it is highly capitalizecheTdownside is that the sector is overcrowded with
banks and its room for real growth is limited, ginery few good private companies control a large
part of the economy.

CONCLUSION

During the first decade of economic and politicahsition, Serbian economy has undergone various
structural reforms. One of the processes typicaltiie initial phase of transition was economic
liberalization which was accompanied with risingpmnts and significant inflows of foreign capital.
Sources of capital inflow were mainly privatizatjoforeign aid and foreign direct investments.
Unfortunately, the capital inflow did not significdly change economic structure in the sense of
strengthening export activities. In addition, it svquite predictable that those inflows had to be
reduced in some point of time, since privatizateomd foreign aid were not infinite sources of
financing. We could also see that the economic growv the last decade was characterized by
increasing balance of payments deficit and largeraal borrowing. Increasing balance of payments
deficit was a consequence of rising import whictswatisfying growing economic demand, fuelled
by aforementioned capital inflows. That created esdind ofcirculus vitiosustrap into which policy
makers were easily caught.

Crisis influenced capital inflows to fall as wel #¢he export. However, positive impact of the srisi
was import decrease which also influenced loweregawent revenues leading to the second
important point of our analysis — unsustainableseml borrowing. While in the pre-crisis period,
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external borrowing of the private sector was graywdomparing to the Government, during the crisis

we could notice completely opposite trend. Loweereies made Government to borrow more both in
internal and external market. In order to avoidrsger recession, policy makers borrowed more which
was short term oriented economic policy for Seriawdays, external position parameters are
strongly unfavourable becoming serious limitation the future economic growth. Also, Serbia face

very slow and unstable growth in the recent ye@rs. new growth model should include measure for
stimulating industrial production and export orihtsectors. Only by reducing current external

imbalances Serbia could achieve stronger and sasia economic growth. This new model should

include more focused approach when attracting F&ésbian economy needs greenfield investments
in the sectors with the higher value. We could tbe¢ investment dominated so far were investments
in services, rarely in greenfieldway.

We could see that in several developed economigss strongly hit banking sector. Moreover,
recovery of the banking sector was limiting faatbrecovery of the whole economy. Serbia definitely
did not have similar problems. Slight problemshia banking sector were just a reflection of prolslem
in the real sector of the economy. Banks were @talized conducting quite restrictive borrowing
policy. Slightly higher NPLs, were sign of portilideterioration but did not jeopardize financial
stability in general. We could even say that baglsector is healthier part of the Serbian economy
contributing country’s financial stability in a Igrierm.

Our conclusion is that economic crisis did not selyehit Serbian economy. Weaknesses which
present in the previous period coming from turboéeperiod in 90s and inadequate growth model
have just became more visible. Adverse effectshefghort term oriented and populistic economic
policy were about to jeopardize Serbian economynewéhout external turbulences. Aiming to
achieve more sustainable and higher growth raté@seifiuture period Serbia need to reconsider model
of economic growth. Some of the recommendationsldvdefinitely be attraction of export oriented
FDIs, Government support to export oriented sectlmwer external borrowing and creation of
business friendly economic environment.
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RELATIONSHIP BETWEEN INFLATION TARGETING AND GLOBAL
FINANCIAL CRISIS: ONE NIGHT STAND, BREAK UP OR GOIN G
EXCLUSIVE??

Marko MALOVI C?

Abstract

After reviewing the basic traits of inflation tatgey monetary strategy, this short paper analyhis t
nature of the relationship between inflation targgtand international financial crisis. Once the
global financial crisis broke out, many a voicerstd questioning the usefulness and viability of
inflation targeting strategy in this new reality.hid¢ some of the criticism has been found justiiab
required alterations are neither so huge to discdah@ crucial effectiveness of flexible inflation
targeting methodology and turn it into somethingnptetely different, nor any of the other known
monetary strategies have had built in specs thatldvbave enabled them to fare substantially better
than inflation targeting in what it partially faite us through the global financial meltdown and
subsequent recession.

Key words:Inflation Targeting, Financial Crisis, Asset-Pri@bbles, Supply shocks

INTRODUCTION

Inflation targeting is relatively novel and increagy popular strategy of monetary policy making at
the turn of the millennium. However, once the gldio@ancial crisis broke out, many a voice started
guestioning the usefulness and viability of infbatitargeting strategy in this new reality. Criticues
been predominantly twofold: a) that internatioriahhcial meltdown usurped some of the assumptions
inflation targeting strategy rests upon and b) timdiiation targeting itself proved inadequate in
monitoring and providing for financial stability the first place.

After careful examination of allegations made, thégper argues that inflation targeting strategyaas
future upon introduction of several important impggments which rendered its previous versions
vulnerable and less effective, but without obvityester alternatives at any recent point in timee Th
rest of the paper is organised as follows: seQiaegals with some standard basic theory of inftatio
targeting, section 3 introduces consequences difaglfinancial crisis and weak links of- or logical
gaps in inflation targeting strategy, while sectrgoes on to conclude and earmark some fruitful
allies for further research.

THEORY OF INFLATION TARGETING

Until recently, supremacy of inflation targetinges\thus far practiced alternatives seemed obvious
enough and unchallenged. Its more fundamentalléctekl legacy rested on two scholarly pillars:
Friedman’s finding about Phillips curve trade offifg short lasting as well as Kydland-Prescott and
Barro-Gordon legendary contributions on time-ingstesicy of discretionary monetary policy
[Whelan, 2013].

This paper is a part of research projects numb@B9% European integrations and social and economic
changes in Serbian economy on the way to thpdfld 179015Challenges and prospects of structural changes
in Serbia: Strategic directions for economic depah@nt and harmonization with EU requireménfimanced by
the Ministry of Education, Science and Technologizavelopment of the Republic of Serbia.

2 PhD, Institute of Economic Sciences, Belgradebi@er



Malovi¢, M. 111

After spectacular demise of its predecessor, exgdaate targeting, through a series of speculative
attacks in the early to mid 1990s, policymakersdedea new nominal anchor while inflation targeting
concept conveniently appeared in the right placthatright time [Frankel, 2012]. Instead of often
pointless, imprecise and ineffective targeting dfedent monetary aggregates, and statistically
demanding targeting of nominal output, inflatiorgiting has concentrated directly on price stahilit
which, if not too rigidly aimed at, under certaireponditions also enables output gap stabilization
the vicinity of its natural level. In comparison price level targeting, inflation targeting exhghit
additional flexibility in that it allows for the scalled base drift and consequent anticyclical Vifgg
space as it concentrates on price differencesrrtitaa on prices themselves and hence requires much
less frequent interventions [Malovic, 2007].

The key idea rests on publicly committing to a jefeded numerical target for inflation in the medium
run. Adopting such a target is obviously consisterih many alternative trajectories of both reatlan
nominal variables in as much as it allows for shont output and employment stabilization concerns
to be addressed. On a top of insisting on creddiar-cut medium-term numerical inflation target t
be met over the predefined policy horizon, fulldided inflation targeting regime of monetary-policy
making assumes unambiguous institutional suppart piice stability, making use of maximal
informational intensity of the strategy as wellirdisputable transparency in explaining the opeeati
measures of the central bank along the way. Moreothere are four generally acceptable
prerequisites in the literature for successful enpdntation of inflation targeting regime in smalkea
economies:

1) well-understood exchange rate pass-through mecahar@itarida-Waldman effect as well as

feed-back impact of instrument rule on inflation.

2) relatively balanced budget and absence of the kedd@scal dominance.

3) reasonably well-developed financial system.

4) institutional cum actual independence as well assjparency of central bank deliberations.

In the case of strict inflation forecast targetiogntral bank is minimising the loss function gied
down to [Svensson, 1997]:

A=(m- 7°)42 QD

However, in the more realistic flexible inflatioargeting case, one is minimising the combination of
inflation recoil from the targeted inflation forestaand deviation of expected output from its posnt
[Malovic, 2007]:

A=[( w1 - 7°)*+0% (Ve - Y)1/2 )

Here,o® represents exact relative weight that society tivar monetary authority) is attaching to the
importance of controlling for output gap, i.e. auifgstabilisation to the extent at the expense of
inflation annihilation. The expected sum of discahpolicy losses, following Agenor and Montiel
(2008) is therefore more generally given by:

UFEt{E;C:nﬁJ (1 - 7°)*+0°(Yur — Y°)?1/2} )

In equation(3), E is expectations operatorhile f is a discount factor.

The instrumental rule central banks are furtheyimgl on while conducting/correcting their operative
policy is typically some variation of the well-knawraylor rule:

=t e - 7T©)+ay(|09 y-log ¥) (4)

Here current inflation is as measured by the GDiRtbe, i;° is real interest rates,, are appropriate
weights,log y° is logarithm of potential output as measured by lihear trend of its natural level.
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Thus, interest rate guiding trajectory should ble &b gradually strike a reasonable balance between
the inflation path and the capacity utilisationp#tereby allowing for verification of the desired
inverse relationship vis-a-vis the two gaps, whare supposed to shrink towards zero together
[Woodford, 2013]. So, back in the good old daysgodbwth and financial tranquility, inflation
targeting amounted to no more than a monetary ctteenimeeting every few weeks to feel the state
of the economy and dynamics of CPI (consumer pndex) before changing interest rates up or
down by a quarter point or so [Baldwin-Gross, 208}t then the financial crisis hit with nothing
ever being the same any more.

INFLATION TARGETING AND FINANCIAL CRISIS

To date, we all know how the mortgage-backed tsufiash splashed in August 2007 and the fearful
word “subprime” crept into the public discourse. &dhgrowth is afoot as well as seemingly
sustainable and money is cheapd abundant, bankers tend to expand. That is saube low
inflation, lots of liquidity and stable businessveéanment almost invariably produce real estate and
other asset-price bubbles which have “windfall {&pgain” written all over them. While expanding
aggressively or simply to keep up with their greedgnpetitors, bankers soon run out of credit-worthy
borrowers and recklessly went for subprime onesaway of financial engineering products loaded
with hazardous leverage [Malovic, 2009].

With the onset on international financial meltdovnfluential voices were raised claiming that @isi
unveiled the fallacy of monetary policy gospel weall had by then got used to, and that moreover,
inflation targeting is to blame if not for the ideince of financial crisiper sethan surely for its
likelihood and severity [Woodford, 2011]. Critigueas been predominantly twofold: a) that
international financial meltdown usurped some af #ssumptions inflation targeting strategy rests
upon and b) that inflation targeting itself provaddequate in monitoring and providing for finatcia
stability in the first place.

Most notably, violation of assumptior?y and4) comes to mind as an indirect consequence of two
crisis-related problems for monetary poli@): crisis driven bankruptcies could eventually theeat
price stability and) conventional instruments of monetary policy logetion once the economy falls
in the liquidity trap [Baldwin-Gros, 2013]. Indeddaeavy interventions, that central banks around the
world have been provoked into by swelling budgdictte in the last 5 years or so, further blurred t
misty distinction between fiscal and monetary polnd forced the monetary authorities to basically
cross that line. The whole quantitative easingrmess and especially OMT operations by the ECB,
although seemingly inevitable at the zero lowerrahuepresent crucial exhibits to that end. Clearly
there is a kind of fiscal dominance under way axritee board, which if continues a bit longer
threatens the credibility of central bank indepem#eand hence, the credibility of its chosen nomina
anchor. In other words, survival of inflation tatigg regime does in part depend on the qualityhef t
exit strategy execution from the new brave worldstifnulus policies, to be played out in the
following years. However, it is difficult to seeWwany of the alternative monetary regimes couldehav
avoided more expansionary monetary policies fad#il iecession and crisis-driven fiscal imbalances,
or could have fared better in fighting the ensuimgmployment. For instance, dual target formally
established by the FED does pose certain techpicgblems but in flexible inflation targeting
framework does not really have to be incompatibith whe regime as such and in any case isn't
unheard of since monetary conditions index versibfiexible inflation targeting has already been
deployed in some countries to deal with an exchaatgetarget on a top of the output gap and target
zone for reflation.

Another major setback of inflation targeting appe#n be its susceptibility to and sometimes
inappropriate response to supply-side shocks amdstef trade shocks [Frankel, 2012]. Frankel
(2013), for example, draws reader’s attention t@ECCPI inflation fire-fighting response to a spike
in the crude oil prices which brought about interege rise amidst the worst recession ever sinee t
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Great Depression of 1930s. Similarly as with siamdtous targeting, even though nominal GDP
targeting might be advisable in liquidity trappezbeomies, it could be easily looked upon as just
another adjusted version of flexible inflation tetigg really [Woodford, 2013]. For instance, in the
Eurozone economy hovering between recovery andawiitn, a 4-5% short run target for nominal

GDP growth would have in differential terms be eqlent to a 4% inflation target [Frankel, 2013].

Although, truth be told, in its elementary guisegminal GDP targeting seems more akin to
simultaneous price level and output anchoring:

E(INPu1+Inyi)=InY® (5)

In very advanced economies with well anchored fiofteexpectations, even reverting to core (instead
of headline) inflation targeting might remove muaftthese deficiencies. After all, surely the best y
probably only theoretical option would be the dbilio break down output gap into its tradable and
non-tradable component, with more than obvious df axplicit presence of real exchange rate
targeting once again:

Ay =(mu2-7°)*+0 " (Yua -y )0 (Ve -y ) (6)

Inadequacy of inflation targeting in monitoring apibviding for financial stability is perhaps even
more justifiable shortcoming of inflation targetimggime. In the 1.0 variant of inflation targeting
strategy, central banks didn’t pay much if aattention at asset-price bubbles or credit-fubleoims,
and were instead concentrated and felt resporfsiblarice stability only, while financial stabilitywas
left out of the picture. Prior to global financeiisis, central banks didn’t care about it, amotfiep
benign neglect reasons, because bubbles are natlyridifficult to detecex ante so the order of the
time was ‘mopping upéx postather than ‘leaning against the wind’ before hpiWdodford, 2011]. It

is by now patently obvious that serious asset-fdridables may occur without any heads-up in terms
of rising inflation spiraling out of central banktontrol. Therefore, controlling for price stahjlit
although conducive to financial stability does mepresent a sufficient condition for avoiding
financial instability. In other words, monetary laoities should definitely pay more attention tedit
booms and departures of certain asset classedlfimnrealistic intrinsic values. Unfortunatelyl e
macroprudential policies and laws rightfully lauadhin parallel with ongoing monetary policy
regimes ever since Lehman’s demise are concerrtbdselfiting the firewalls for the future, ratherrtha
dealing with the legacy of international financméltdown the world went through and still suffers
from [Baldwin-Gros, 2013].

If we were to summarize the earmarked shortcomafgsflation targeting, it would be in order to
realise that inflation targeting framework, in it®st commonly practiced pre-crisis version, proved
unable to handle cost push and high-powered terfimsade shocks, insufficient in underpinning
broader financial stability, and incapable of stiating growth potently enough in the teeth of
recession. Apart from nominal GDP targeting, wigolild be modeled as the special or the very least
compatible case to flexible inflation forecast &tigg, and which is advisable only for advanced
economies facing the zero lower bound, it is cotabfeunclear how any of the known monetary
strategy alternatives would have done systemaficatter than flexible inflation targeting in anf o
the identified underperforming aspects [Broadb204,3]. Be that as it may, policy of multiple target

is not unheard of and could be effectively deploifetb target is set unrealistically ambitious oot
lose so to create drastic inconsistencies andiutEr trade-offs [Malovic, 2007]. In that regayr
general observation would be that inflation targetoss the postindustrial world are probably set t
low, in spite of which upper inflation margin hasver been substantially breeched. However, even
when inflation expectations remained anchored ® dhnounced target, in some countries (like
Sweden) actual CPI fell short of the target therglfljcting some unemployment costs [Svensson,
2013]. Hence, something ought to be done aboutatttethat inflation targeting provides no explicit

® In fact, central banks paid attention to real-estate and alike bubbles in as much as they caused non-negligible tilts in
either CPI inflation or in level or real activity.
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guidance as to the exact definition of price intlbe aimed at, as well as about its emphasis on a
long run of uncertain timing [Whelan, 2013]. Neveiess, fine-tuned differences between flexible
core inflation targeting and nominal GDP targetifigclusive headline price level and expected
output) shouldn't be exaggerated: expect when therepot-on forecastable supply volatility,
performance of monetary policy of stabilizing noalitGDP versus stabilizing inflation comes very
close to one another [Broadbent, 2013].

All in all, relationship between financial crisiadiinflation targeting cannot be depicted by steaag
in the night. Five years into the crisis, it isdamt this is not a one night stand, but it isntisma
break up of central banking and inflation targetirmework either. Inflation targeting did stabdlis
medium-term inflation expectations throughout aedpite global financial meltdown, so none of the
major economies in the world fell in deflation gp& of 1970s vintage. Oil price hikes
notwithstanding, wages and prices did not spirdlajucontrol, while monetary authorities retained
their credibility in the face of adversity. Howeyar order to fight toxic assets contagion and amsu
recessionary trends, central banks had to comefdheir comfort zones and experiment with many
new tools other than interest rates and reserwéireggents in order to solve the assignment problem
and provide for both price and financial systenbifitg. As eloquently noticed by Baldwin and Gros
(2013), those tools and tactics have been far mioarse from conventional monetary policy regimes
available in textbooks, as well as far more cordrsial, ranging froma) QE and market making
(balance sheet tools), ovb) expectations management and verbal interventiols tgMake them
believe by making them understand” in M. Woodfordisrds also known as Jedi mind tricks), and
lastly toc) switching or multiple targets (like simultaneoussmployment and inflation targets in the
US or monetary conditions index elsewhere). That, ggobably the main worry remains the timing
and execution of deleveraging of central bankss (tinhe around), following still active accumulation
of different assets on their balance sheets. In ERtUeast, problem is still too low an inflationca
not enough expansionary boost of monetary poligy,aareflection of deeper political clashes.
Therefore, blaming it all on (in) flexible inflatiotargeting, would boil down to irrational slayiog
the messenger.

CONCLUSION

Once the global financial crisis broke out, manwace started questioning the usefulness and
viability of inflation targeting strategy in thisew reality. Critique has been predominantly twofaly
that international financial meltdown usurped soofieghe assumptions inflation targeting strategy
rests upon and b) that inflation targeting itselbyed inadequate in monitoring and providing for
financial stability in the first place. After catdfexamination of allegations made, this paper esgu
that inflation targeting strategy has a future raftéroduction of several important improvements
which rendered its previous versions vulnerable text effective, but without obvious better
alternatives among other known monetary regimesptrecent point in time.

Elements of fiscal dominance already at play asomliary of governments’ unwillingness to
resolutely deal with debt overhang problem and bswikency issues extends pressure on inflation
targeting regime to give up its credibility. Spagtly of global financial crisis and recession rbbght

on in addition hugely increased the set of goadégasd to central bankers as well as set of weapons
they can resort to — alas, consequence has beeaivmasedit risk accumulated on central banks’
balance sheets. Not enough inflation on both siddise Atlantic and many times seen danger oélittl
inflation becoming too much inflation remains thigdest challenge of heavily overexposed monetary
authorities in the immediate future.

More guidance in realistically setting the bars rfaultiple targets probably represents the hottigt a
of future research in this domain. Nominal GDP ¢#irgg appears to be a better solution from (un)
employment targets for advanced postindustrial ecies, for its better aligned with inflation target
as an intermediate overarching goal. In emergingkets with less developed statistical base and stil
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far away from liquidity trap, some sort of monetaynditions index or flexible inflation targeting
split into tradable and nontradable portion of otigap seem to be more promising alternatives.

In a nutshell, both inflation targeting and glofiabncial crisis proved resilient and destined tioks
around for a while longer. Without credibly anchibiaflation expectations, crisis would have been
far worse, no doubt. Hopefully, before too long,cneaprudential reforms and fiscal prudence will
hand in their part of the homework too.
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CHALLENGES OF BUSINESS AND FINANCIAL RESTRUCTURING
OF ENTERPRISES IN TERMS OF THE GLOBAL CRISIS*
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Abstract

The companies in Serbia have functioned on non-ehgrnciples for years. It had led to a domestic
economy lagging in regard to the market ones. It harned out that partial changes, without
encroaching in ownership structure and prevailingnership relation, do not lead to business
efficiency increase. But, increasing competitior @spiration for business success have motivated
the companies in Serbia to apply the market busir@ciples. Adjusting to a new business
environment realizes through the restructuring @ss; which aims to improve business performances
of the company. Necessity of overall transformatiequires knowing the specific activities and
interventions, as a catalyst of the market econeffigient companies' creation. That is to say, the
domestic companies must make significant changesdiar to come out from the economic crisis.
There are many individual changes and interventiwh&h can practice in every company, aiming to
improve the business results. When the comparedsirmances cannot assess as satisfying, there are
inevitable the changes in organization, compositdrjobs, the company's assets and its financial
structure etc. Restructuring can define as an #@gtiwhich carries out in the company which
performances are declining, in order for the compda survive, and then make a turning point
toward a profitable business. Our companies' redtrting is a consequence of overdue reacting and
adjustment to the changes. However, in high deeelomarket, the companies restructure. The
difference is in a fact that their experience inrkedt conditions makes them capable to adjust
simultaneously and make changes in business, argigom, funding method etc. There can expect that
the domestic companies, after restructuring as sulteof economic crisis, will enter the efficient
business period, when will be qualified for adjustito the modern trends.

Key wordsrestructuring, management, business performargledal crisis.

INTRODUCTION

Economic activity in our country has a downwardnpiatr years. Inadequate economic development
was determined by numerous factors, among whichttedollowing: deterioration of a country's
geopolitical position, unfavourable economy stroetuloss of traditional markets, financial
indiscipline at all levels, as well as insufficiemianagerial abilities and skills. The enterprisageh
done their activities in business environment, Whad characterized as inefficiency of business and
lack of motivation among employees. Thereby, thiciaf statistics of the socialist countries have
shown a growth of economic activities, which somet had exceeded growth rates of progressive
market economies. However, it is about the growthictv does not create, but destroy enterprises'

! This paper represents a part of the research @rpribject Ill - 46006 -Sustainable agriculture and rural
development in terms of the Republic of Serbigesiia goals' realization within the Danube regidanded by the
Ministry of Science and Technological Developmdrihe Republic of Serbia.

2 PhD, Scientific Associate, Institute of AgriculiEconomics Belgrade, 11060 Belgrade, Volgina frges,
phone: +381 (0)11 6972858; e-mail: brankomih@neotete

* PhD, Scientific Adviser, Institute of Agricultur&iconomics Belgrade, 11060 Belgrade, Volgina 1®efr
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value. Such economic and social model was unsadtigirin long-term, so at the end of"entury,
had stopped to be an alternative to the marketanmnmodel.

Many countries, due to previously mentioned reastiase entered the transition process, which
means transformation of ex-socialistic economige market economies. In front of us is also an
imperative of transformation of economic model gdvailing ownership relation. The transition
represents the transformation of governmental, @oimand psychological structure of society. In the
transition focus is a private ownership, as a synitaoindividualism and efficiency. It implies that
employees in our privatized enterprises will havadtive to work more efficient and more effective,
because it is a system which motivates those menkwbw how to work and who accept a risk.

Serbian economy development and transition to tleket business require not only a new
conception, but a new functioning system, and eafe@ new system of enterprises' development
management. Nowadays, when most of countries inosndings, tend to solve a problem of
institutional infrastructure development, necessdor the market economy strengthening,
strengthening the ability of a state to ensure nme® for financing public services, as well as a
recovery of business conditions — Serbia is bedtg With it: the market economy basically is braugh
down to narrow goods and services market, withayital, enterprises and labour market. In such
conditions is necessary restructuring which represiee activity which conducts in an enterprise,
which performances are decreasing, in order fogrprise to survive, and then make a turning point
toward a profitable business. Business restrugjursulted in significant changes in work which the
enterprise performs. The management of enterphsed®¥een focused to the following fields:

* Finishing some businesses and starting some other,

* Acquisition and merging of enterprises,

e Making business plans,

* Interventions in the fields of production and tezlogy.

Every intervention goal is to increase a firm'sremuic value and improvement of its negotiating
power on the market. For successful business otgtimg is necessary to analyze different ways of
combining markets and products, as basic potersalurces of enterprise's growth. In this regémel, t
market restructuring is a starting assumption fasitess restructuring of enterprises. On the other
hand, financial restructuring implies the changeapital structure of an enterprise, whereby change
the relation between the ownership and a debt. Bomenterprises have disordered financial balance,
inappropriate structure of resources, as well d8gh indebtedness. In non-privatized enterprises
mostly do the settlement or re-program of debtrimatized enterprises, the financial restructyrin
refers to shares operations. In the previous mecthe main subjects in these activities are sueis
candidate, Commission for Securities, a guarardorifvestment bank), an authorized auditor and
various types of consultants. An extreme varianttloé financial restructuring represents the
privatization, i.e. the ownership restructuring, ieth result by transformation of registered and
national capital into an equity capitals. In thestructuring dimension distinguish by pre- and post
privatization activities. In the privatization adties, the focus was on preparation of an entseptd
enter the privatization procedure and to sell sssftdly. In the post-privatization activities empgime
defend measures of overtaking the privatized eritm® as well as the application of adequate
management concepts by an enterprise of joint-dtwrck of organization.

COMPARATIVE ANALYSIS OF TRANSITIONAL REFORMS IN THE GLOBAL
CRISIS TERMS

The European Bank for Reconstruction and Developr(EBRD), with support of the transitional
indicators sums up a progress in structural antutisnal reforms for 29 transitional world coues.

* Mihailovi¢, B. (2007):Uloga konsaltinga u restrukturiranju preduzeu tranziciji Institut za ekonomiku
poljoprivrede, Beograd, p. 8.
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With 9 transitional indicators were comprised fbasic elements of the market econoewterprise,
market and trade, financial sector, infrastructural reforms. The EBRD Transition Report, in 2009,
pointed out that the most of transitional countkiept the continuity of economic progress. Although
the occurrences emerged outside the region (thbableconomic crisis), in combination with
imperfections in policy and institutions in thersitional countries, are still a significant faciair
possible instability or a recession in some coastriAccording to the mentioned EBRD Report, in
2009, 11 analyzed transitional countries (Serbld, Blbania, Macedonia, Croatia, Poland, Romania,
Bulgaria, Hungary, Slovakia, Slovenia) had realizbd following results in regard to the total
institutional and infrastructural reformsgble J:

.Markets of securities and non-banking financiatitutions” are insufficiently developed in
most of transitional countries; two countries (BitlaAlbania) achieved almost none progress
(both countries were evaluated with 1.67), while seuntries (Serbia and Macedonia) realize
a minimum progress in this direction (Serbia waskeal with 2.00, Macedonia with 2.67);
half of the analyzed countries have a medium psm(grades 3.00 and 3.67), while only
Hungary singles out with the best performancesis tegard (its grade for this indicator is
4.00),

~Ccompetition policy”; minimal progress in establimbnt of efficient and strong competition
policy has been present in almost half of the aalycountries, and the worst performances
have Serbia, BH and Albania (all three ranked \&jthit is interesting that Slovenia has very
low grade in this indicator (2.67), although itie EU member and has the highest GDP/per
capita in regard to the analyzed countries; thédstygrade of all analyzed countries (grade
3.33) have only Poland, Hungary and Slovakia,

“Restructuring of enterprises”; unsatisfying resuit regard of enterprises' restructuring are in
even 6 analyzed countries; the highest achievedegrf3.67 have only Poland, Hungary and
Slovakia; the worst is ranked BH (grade 2.00) drahtfollow Serbia and Albania with 2.33,

In conduction of ,infrastructural reforms*, the niad countries realize the medium progress
(ranked from 3.00 to 3.67); the countries with wiségng results in regard of infrastructure
building are: Serbia, BH, Albania and Macedonia thost favourable performances, from
this indicator's point of view, and the highestdgdas only Hungary,

In regard of two indicators (1) ,privatization“ ar®) ,bank reform and liberalization of
interests” — the most of countries have realizedgdiogress or is a halfway to these reforms
conduction; the worst grade has Serbia (2.67)Hemprogress in large scale privatisation;
Reforms in regard to 1) ,price liberalization “arj ,trading system“- in all analyzed
countries were successfully finished (grades 4€(4i33).

Table 1. Transitional indicators in selected ecoresn2009

Country/G Transitional indicators "*
DP per
capita (in LSP | SSP| ER PL TFS CP BR SM IR
UsD)”?
EU member countries

Slovenia, 3,00| 4,33 3,00 4,0( 438 2,67 3,38 3,00 3,00
28,898
Slovakia, 4,00 4,33 3,67 433 4338 3,33 3,61 3,00 3,00
21,771
Hungary, 4,00 4,33 3,67 4,33 433 3,33 4,00 4,00 3,67
19,044
Croatia, 3,33| 4,33 3,00 4,0( 4338 3,0 4,00 3,00 3,00
18,057
Poland, 3,33| 4,33 3,67 433 4338 3,33 3,61 3,67 3,33
17,524
Bulgaria, 4,00 4,00 2,67 4,31 4338 3,0 3,617 3,00 3,00
12,296
Romania, 3,67 | 3,67 2,67 4,31 438 2,67 3,38 3,00 3,33
12,214

Countries that are not the EU members
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Country/G Transitional indicators "*

DP per

capita (in LSP | SSP| ER PL TFS CP BR SM IR
UsD)”?

Serbia, 2,67 | 3,67 2,33 4,0( 400 2,0 3,00 2,00 2,33
10,679

Macedonia, 3,33| 4,00 2,67 433 433 2,33 3,00 2,67 2,67
9,031

BH, 7,434 3,00 3,00 2,00 400 4,00 2,00 3,00 1,67 2,33
Albania, 3,67 | 4,00 2,33 4,33 438 2,0 3,00 1,67 2,33
6,915

Legend: LSP (Large scale privatisation); SSP (Smzdle privatisation); ER (Enterprise restructur)néL
(Price liberalisation); TFS (Trade and Forex sysje@P (Competition Policy); BR (Banking reform and
interest rate liberalisation); SM (Securities matkend non bank financial institutions); IR (Inftascture

reform).

The transition indicators range from 1 to 4.33. Trade 1 means that there are no changes in regattde

socialist system, while the grade 4.33 means padorces similar to those in developed economies.

Source: Transition Report 2009: Transition in csi3j EBRD, 2009. Transition indicators (table: Traios

indicator by country and by sector);

http://www.ebrd.com/pubs/econo/tr09.hthitp://www.ebrd.com/country/sector/econo/statd#ix. htm

Data on Gross Domestic Product per capita (in USB)e got from the IMF database (World Economic and
Financial Surveys, Data base, April 2009),
https://www.imf.org/external/pubs/ft/weo/2009/01hdata/index.aspx

In regard to the progress speed and level, therbsstts have been realized in the EU countries, in
which the transitional reforms have been followésb &y population life standard improvement (by

the GDP increase per capita). On the contrary,wibest results in transformation to a free and

developed market economy have the countries wirielsil not the EU members and which record

low rates of economic growth. Generally, the magtartant restraints in the transitional reforms are
present in the following fields: competition poljgecurities markets and restructuring of enteepris

The transition in Serbia has begun long time aga ghe success” of this process has been
determined by the basic macro-economic indicatspgecially low GDP per capita, high inflation rate
and high unemployment, as a direct confirmatiotowflife standard of population, and thereby also a
low productivity level and the national economy@mpetitiveness. Although in every country, the
macro-economic sector is a resource of economiwtfrat cannot efficiently function in a country
which has no defined and developed basic elemenispastulates of a legal state and the market
economy. Exactly the reforms of political and stiagtitutions, then the legal reforms (especiatly i
the field of a labour legislation, intellectual pesty, competition rights), inefficient judiciary,
underdeveloped markets (especially financial), nisfied restructuring and big/public compahies
privatization processes, inadequate physical itriregire and unsuccessfully set institutional-legal
frames for corruption repression — represent a mbting stone“ of Serbia regarding the
competitiveness and the sustainable economic davelot.

CONCEPTS AND TECHNIQUES OF BUSINESS RESTRUCTURING CF
ENTERPRISES

The business restructuring results in significdr@nges in business which the enterprise perforhs. A
interventions goal is to increase the economicevaluthe firm and to improve its negotiating powers
on the market. For successful business restrugiusnnecessary to analyze different ways of
combining markets and products, as basic poterdfataterprises growth resource. In regard tdé, t
market restructuring is a premise for the businessructuring of the enterprise. The consulting
companyDeloitte & Touchehas developed a turning point methodology in theerpnises business,
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which consists of three integrated sfefis State diagnosis of financial and productiossitilities of

an enterprise, 2. Crisis management and 3. Turragament. The first step comprises the analysis of
financial possibilities of a client and providesess into the current financial position and pridjec

of earning power, if such trends continue. The potidn opportunities diagnosis encircles: analysis
of purchase and sale market, analysis of produgtioness and a production program, price strategies
competitive advantage source, etc. Suggestion efstrategic alternatives for the client-enterprise,
bases on the state diagnosis and the productiagibjiiies. The second step is crisis management,
which, by Deloitte & Toucheapproach, comprises five groups of activities: fiicial restructuring,
sale of unnecessary assets, products rationalizatgular determination of employees’ number and
the market review. The third step in crisis surpagsis the turn management, which comprises the
financial and production restructuring. This stegjeal is to introduce an enterprise into the
profitability zone. The strategic turn providesthe enterprise to position adequately on the matket
requires investigating the key relations (Pictuydétween: buyers, competition, partners in busines
and internal relations among workers and managsersteators and executors of business processes.

Picture 1. Key relations in market strategy

Competitors Key

relations

Workers
and
managers

Source: Piercy, M. (1997): Market-Led Strategic @ba, Butterworth Heineman, p. 235.

For getting to know a competitive position of aeal, the consultants use its strategic position
analysis. That is to say, knowing the existing #vepotential competition represents one of thécbas
assumptions of successful business restructuring.Space Analysis - Strategic Position and Action
Evaluation Analysis expand a reflection on the mvinent to: a branch power and its connection
with the competitive advantage and financial poofehe enterprise

With the Space Analysis support determines théegfimposition of the enterprise relatively in reba
to the branch. A relative size of opposite dimensiprovides determination of the strategic position
of the enterprises on the market.

e Concrete positions typical for the enterprises which have the cditige advantage in an
attractive branch. Such enterprises need neceasditional financial resources to maintain
the competitive position on the market. In long¥eit can achieve with significant efficiency
and productivity, but the enterprise is necessaindrease the capital or to associate with the
enterprise with a large capital.

® Deloitte & Touche, Corporate Recovery Service€émtral Europe, 1994, p. 2.
® Hooley, G., and Saunders, J. (1993pmpetitive Positioning - The key to market sugcessntice Hall Inc.
Engle wood Cliffs, NJ., pp. 75-77.
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e Aggressive positionf an enterprise on the market implies facing wgitinificant advantages,
but also threats from new competitors. It is neags$o analyze the performance on the
market and the relation towards the competition.

« Defensive positiohave the enterprise which dispose with poor powepvercoming the
competition, so there should improve the sourcembge efficient production or to be ready
to withdraw from the competitive market in ordercimncentrate where they have protection
possibilities. Here research the possibilities efrtechniques and technologies application.
This research goal is to improve an enterpris&€hrielogical system, in order its products to
fulfil the market requirements.

It is necessary to identify different resources podsibilities of growth, from the total portfola¥ an
enterprise’s business point of view. From this dledved a need for concepts which help evaluating
different businesses, as within the specific bussngortfolio, as well as in regard to the compgtito
businesses. One of the first attempts in operdt&atmn of these variables represents a studyhef t
Boston Consulting Group — BC@& meantime, this model was multiple modified avas developed

a series of different models for some aspects@sttategic manageménthat is to say, many world
famous consulting houses have developed new mosleish, in fact, were based on the BCG model.
The portfolio concept the consultants use for deitgation of the best business combinations, aiming
to realize long-term profitability of the client.y®ergetic effects realize based on different
developmental possibilities and profitability offdrent businesséfinancial courses.

Applying the BCG approach, the consultants categobiusinesses or products if they have low or
high relatively market share on the market, whiels high or low growth rate. The businesses with
high market share are generators of financial messu According to the BCG model, it is possible to
identify four business types: market leaders (;spaoducts), perspective products (,questionable”
products), mature products (,milking cows”), staghaproducts (,dogs”). The businesses
characterized by high market growth rate and higirket share are called the market leaders.
However, a contribution of these products to cadlow is small, because there are expressed the
requirements for significant investments, due twead of keeping the high market share on the fast
developing market. The perspective products orressies have been characterized by a high market
growth and a low market share. The key decisiorttfese products is to invest in them or eliminate
them from the business portfolio. The mature prtsllave a dominant position on the market, but
those products show relatively low growth. Consedjadly, for these products are necessary small
investments. At the same time, they insure theuress for new investments, of which depends a
survival and development of an enterprise. Thenstagproducts or businesses have poor competitive
position on the market, which shows slow growthlyOn the special cases, there is a need not to be
eliminated, i.e. there should investigate a pobilio provide the favourable market position, rego
with adequate product modifications. The consultaltd not compose only the existing, but project
also the future stencil, anticipating where in theure will be the specific client’'s products, dmet
stencil. Thereby, the consultants for the spedifioups of businesses, i.e. the products suggest
different strategies. In determination of some bess goal and support character, which can be
assigned to it, there suggests four basic stratgaiions®:
< Build. This strategy has been directed to improvemenhefnbarket position with readiness
not to realize yields in short term. The strategyfavourable for the perspective products,
which can become ,stars" only with increase ofrtrerket share,
* Keep In this case wants to preserve the market shfaseroe business, which is favourable
with the mature products of higher power, becaheg énsure significant financial resources,
« Reap.By the strategy wants to provide the financial teses in short term, independently
from long-term possibilities. This strategy is favable for ,milking cows”, of insufficient

" Todorov, J., Djurtin, D., i Jano$evi S. (1998)Strategijski menadZmerit izdanje, I1ZIT, Beograd, p. 221.
8 Kotler, P. (1984)Marketing Managemen(4th edition), Prentice Hall International, Incgndon, pp. 77-78.
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power and of indistinct future, and which can eadaist the financial resources, or regarding
some stagnant and perspective products,

« Divest Here tends to sale or liquidate the businessussrthe resources can be better used in
other purposes. It is favourable for the“dogs" &nel ,questionnaires”, for which assess that
they are not in function of an enterptgsgrowth.

By the products policy clearly perceives that thsibess restructuring prefers the termination afeso
businesses and opening of the others, all in aacorlwith the market trends.

MERGER AND ACQUISITION OF ENTERPRISES

Merging and acquisition of enterprises represetgcanique of business restructuring. The decision
whether will go to merger or acquisition with sonemterprise has a far-reaching business
consequences. In these business transactions \akveid the financial and other consultants —
commercial and investment banks, broker and auwgglitsolicitors and other houses. There is
especially significant a role of investment bankermerger and acquisition process, which is midtip
and directed to
» Searching for firms — potential targets for winniffgms which, in comparison with other
enterprises, have bad performances, firms whicte lmsurplus of liquid assets or which
assets can be sold more expensive than their presehet value, cases in which has been
neglected a synergy which could realize by oventgki
» Participation in preparations of decisions and tiagons on buying and selling,
* Support to target companies to develop a defertsiggcs and the participation in tactics
creation, which will make those companies lessétitre to overtake,
« Engagement in the target company evaluation,
« Financing the acquisition of the target company,
« Various operations with potential candidates’ awifor risk arbitrage.

It is obvious that the consultants are engagedyyathe enterprise-buyer, as well as by the target
enterprise. A need for the consultants increasestawa fact that both parties, engaged in the prior
processes, have been incompletely informed on ther @nterprise's business. In this situation, the
need for complex and integrated information inéaf need for the consulting. The enterprise-kaiyer'
managers engage the consultants to evaluate thesvaf the target enterprise. Also, the consultants
are engaged for doing more tasks, which the cl¢ate in the agreement. At the same time, the
enterprise-candidate for the acquisition can atsrch for the consultants' services. In that céee,
final result considerably depends on an expertisk informing of the consultants on the opposite
sides.

A size of services which requires from the consitlia under the influence of possibilities of the
enterprise to do the financial analysis and to rfaea the merging (acquisition) strategy, by its
personnel and financial resources. If it is a lalue transaction, in most of cases will be suffitia
professional support of financial, legal and actimgnsector of the enterprises. In more complex
higher-value transactions engage the consultants planning phase and a phase of the merger
(acquisition) strategy realization.

Financial compensations, which require the constdtadepend on the transaction size, as well as on
the consulting services' character, which are askéldlem. The most often are composed of a fix, part
which the client pays in accordance to the constit@ngagement and a variable part, which depends
on the transaction's success. The amount of tledial compensation is a subject of negotiations
among the involved interest groups. Lately thend fnany ways in order to motivate the consultants

° Derti¢-Mihajlov, K, (2003): "Uloga finansijskih konsultata u procesima spajanja i pripajanja predaze
Svet finansijaapril-maj-jun 2003, p. 21.
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to work maximum in the client's interest. If thensaltants are engaged by the enterprise-buyer, the
consulting support includes advices regarding tladues for the enterprise-candidate for the
acquisition, structuring the offer to the targetteeprise, all up to indications to eventual legal
limitations which refer to increased concentrationthe specific branch. A basic function of the
consultants is help in finding the acquisition ogpoities and locating the attractive enterprisas f
the acquisition. Investment and commercial bankge htéheir special departments which collect
information on the enterprises with bad businestopmances in regard to the others in branch, which
have great unused indebtedness capacity, wheneuisused synergy etc.

After the consulting support in finding the targemterprise, there is needed different form of
consulting. That is to say, the consultants engaming to evaluate the target enterprise's busjrasss
well as the services of value assessments. Auditimgulting houses provide information to
interested enterprises on a financial position @@sailts in the previous period. Also, the consudtan
make the evaluation of obligations, business risikswell as the strategic powers and the target
weaknesses. If it is about a voluntary mergingdaation of two enterprises, it is important tha th
enterprises agree on the target's fair price. A figg, in which are important expertness and an
experience of the consultant, is evaluation of syetic effects, which will realize by an extreme
growth. The basic motive for creating merger ig tha market value of a new enterprise be higher
than the total market value of enterprises whickiress independently. Making the added value by
mergers is a result of the synergy. A combined evadfter the mergers creation is higher than
individual firms' value sum, when they were indivéd entities’.

In forming the mergers, the consultants role rédles determination of the market enterprise value,

which merges and determination of a barter coefficii.e. a ratio in which, one share of the merged

enterprise, will exchange for the existing entegs shares. In methodological sense, the barter
coefficient can be represented by a current mgskee of common shares of the enterprise which

merges, as a bottom barter limit. Upper limit woudgbresent the value which the consultant gets
based on the expected growth rate of net incomeaattisidend per a share, as well as the adequate
market capitalization rates. However, a real sigemnines in a negotiation process on the mergers
forming, in which is very important the consultaregpertise, engaged whether by the enterprise-
buyer or the enterprise-candidate for the acqaisiti

Besides the previous support, the consultants aodllso information on the potential competitive
enterprises. That information provides to defireniegotiation tactics with the target firm's mamage
At the same time is necessary the engagement alf ¢egsultants, which provide the legal advices, in
order not to come to violation of anti-monopolyigtion, as well as to prepare an advocacy for the
enterprise-buyer, if there comes to the law violati

For the mergers and acquisitions success is negassansure the reports accuracy. In regard to fit,
there engage brokers, auditing-consulting housebligrelations consultants and others. For the
complex recognition of the consulting role in thBop processes, is useful to perceive also the
consultants' services, which are required fromtéinget enterprise. The role of the consultant & th
melgger (acquisition) process, from the target'siagmint of view, has been multiple directed mostly
to:

e Signalizing the target on the potential enterprla@gers,

« Developing the defence tactics from undesired aitijs,

« Evaluating the target and participation in negaiig with the buyer on the merger and

acquisition conduction.

19 Aragon, G. A. (1989)Financial Managemenfllyn and Bacon, Boston, p. 827.
1 Derti¢-Mihajlov, K. (2003): "Uloga finansijskih konsultata u procesima spajanja i pripajanja predaze
Svet finansijaapril-maj-jun 2003, p. 21.
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The consultants, according to the shares pricesddretracking and the target enterprise’s
performances, give prognosis if the potential edéxd enterprise-buyer is likely in the next period
The commercial and investment banks, as well asatligers' houses, represent the consultants often
specialized for help provision aiming to block thergers and acquisitions. The consulting support in
this situation implies convincing the target firmalsareholders that the offered price for their etias

low, consulting for a statute changes, purchaswg shares on the secondary market, aiming to
increase the market prices of shares etc. The margkacquisition processes of enterprises represen
one of the transition phases. Thereby, they ardgaifisant technique of enterprises' business
restructuring in which the consultants have a $icgmt role. Since the privatization in Serbia is
ongoing, as well as the shareholding culture is gagng to be practiced, there can expect thakhén t
future period, the consulting services regarding rierger and acquisition of enterprises will be in
high demand.

CHALLENGES OF ENTEPRISES' FINANCIAL RESTRUCTURING

For a long time, the enterprises in Serbia haven befaracterized by lack of working assets, a
financial imbalance and a low profitability. Theayaf the financial restructuring is to improve the
enterprises financing structure, in order to makera toward the profitable business. Thereby,gher
must make a difference between the financial resiring before and after the privatization. The
financial restructuring before the privatizationpiies synchronized interventions on the assets side
and on the liabilities side. After the privatizatjothe financial restructuring comprises certain
operations with actions, by which achieve the wat@pital structure. The privatization, by its own,
can be comprehended as the extreme variant ofitla@dal restructuring. Partnerships with the
foreign companies represent one of the most impostaategies of the financial restructuring anel th
privatization, in general. There is needed to defihe adequate financial restructuring strategies
before and after the privatization. In pre-privatian period analyses the enterprise's financialthe
and suggest measures, which contribute to a finhrmminsolidation. There also negotiates with
creditors and potential strategic partners. Thal temterprises business reflects in the final fafan
results, so a financial analysis is very importaant of the total analyses. Data got by the anslyses

for directing the further investigation, as welltaking the corrective measures. The analysisssbyrt

a consideration of accounting reports which corndaialance sheet and a profit and loss account.

According to the reports determines the followifg:
* If the enterprise realizes a profit, i.e. is it f&ble,
¢ How financially strong is,
* Whether it grows fast or aging fast,
« If the liquidity improves, etc.

After the financial situation is stable, it is nesary to direct the resources to improvement of
innovative processes in an enterprise, by stirndatiew ideas, creative personnel, high premiums and
other ways of motivation. Also is necessary toadtrce new working methods, to invest in computer
equipment, etc. The significant strategy of finahdiestructuring is a partnership with foreign
companies, interested for the privatization in country. Entering the foreign companies has effects
as on the economy, as on a host-country economyelisas on parent-states' economy. With their
entry on the market, the foreign companies stineudsmionomic growth and export possibilities of the
host-country, if they involve in their productiogstem the local firms and provide the production
growth, meant for domestic and foreign market. B host-countries, the partnerships with the
foreign companies have been a source of capitintdogy, know-how management and the market
approach. Exactly these are the components whibbtautially miss, first of all, to the countries in
transition. Since the domestic enterprises havaufficient experience in selection of foreign pars)

12 Zivanovié, N. (1994): "Strukturiranje poZeljne konsaltingnpati preduzéima u krizi*, Poslovna politikajun,
p. 36.
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as well as designing the partnerships through uarforms of contracts, they are necessarily dicecte
to the consulting companies, which have the exrtexperience, but also numerous business
contacts which can capitalize. Including the fome@mpanies into the privatization process would
come to a fresh capital inflow, as necessary, dudadk of domestic accumulation. At the same time,
their more favourable financial structure enablesrenfavourable approach on the international
financial market. A procedure of making contactd partners connection realizes in 4 phades.

In the first phase comes to pre-orientation torntiaeket economy. In fact, the changes are primarily
attitudes and a theory on market principles thaehzeen present in the West. The countries-foreign-
capital-importers approach to the changes resglitdegislation. This phase shows different dumati
from country to country. In regard to an internabiaion of each of them, the next step refers to
initial, small projects, while, on one hand, theefgn entities show interest, but, on the otherdhan
present a fear from the political situation or, ésample, a tax system. The third phase starts wieen
foreign participant draws a conclusion that theaibn in the country, in which economy would
invest, is ,healthy”. And finally, there expectstforeign capital inflow, until than just potentialfter

the privatization of enterprises, attention wasufmd on help in capital issuance and operations wit
shares, aiming to achieve the optimal financialcitrre, which represents a final transition phase.
consulting companies offer advices and supportssoeis like credits or taxes, a mediation between
the securities issuance and the clients which Imeyni negotiations with creditors on crediting
conditions, etc.

CONCLUSION

There are various gaps in enterprises' busineSeripia, which can be eliminated by a new approach,
but it implies significant changes, directed toabshment of new relation toward the business
environment. Aiming to be compatible with relevanarket economies, as well as of a need of
increasing the general business efficiency of doimesnterprises, the transition processes and
restructuring have become a necessity. That isayo onstituting a propulsive market business is
inevitable to realize without radical changes at ¢interprise level. Set conceptual frames and eféfin
methodology for conducting the business and fir@n@structuring of the enterprise in the global
crisis terms represents an establishment rapiddiof of a modern market economy, which will have
its support in vital, business attractive and pectige enterprises.

Foreign investors have proved to be successful mymweth great positive effects on productivity
growth, production size, investments in enterprisés Partly, there is astonishing fact that theree
been noticed also the positive effects on employrimenease in long-term. Overtaking the enterprises
from the foreign investors, as a rule, has led tsigmificant reduction of employees’ number.
However, after the executed changes, investmerdseaabling the enterprise for the competitive
business on the world market, there notices a teydef employees increase in those enterprises, too
Restructuring the enterprises in transition haskaeexpression of overdue reacting in the business
environment. In the past has dominated the prooluabrientation, which had no respect for the
market requirements. The Serbian enterprises lbsad and the traditional markets. Coming out of
the crisis requires a constitution of the markedited enterprises, which implies a series of strat
changes, directed to business efficiency improvéraed adjustment to the market requirements. The
structural changes within the enterprise base tamrial orientation, based on the improved efficjenc
or an external orientation, focused on the effectass improvement.

¥ Radenkowi-Jocit, D. (1997):Strane investicije u zemljama u tranziciladuzbina Adrejevi Beograd, p.
111.
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THE BANKRUPTCY LAW OF THE REPUBLIC OF SERBIAINTIM ES
OF CRISIS!

Djuro M. DJURI ¢?

Abstract

Bankruptcy proceedings have vital significancetf@ economy of a country. The number of initiated
proceedings and their successful outcome representcial indicator of the health of the economy.
The economy in the Republic of Serbia has for @ lbme been stagnant, lagging behind many
countries in Europe. For the last ten years, theawe been two reforms performed in this area. The
first reform radically changed regulations in ordés change to modernize and improve process
quality. The aim of the reform in 2009 was to atiat¢ shortcomings of the first one and to increase
the efficiency of the bankruptcy proceeding. Thegpss was especially made in bankruptcy
administrators’ training and professionalization.ottever, all the goals could not have been
accomplished due to the conflict of the law regala with the Constitution. The Law on Bankruptcy
of Serbia has in its major part been coordinatethwhe EU regulations and it is able to respond
challenges of economy crisis. However, in ordemtive economy out of recession it is not enough to
have solely modern and efficient bankruptcy law.

Key words:bankruptcy proceeding, law regulations, the Rejoulifl Serbia, economy crisis.

INTRODUCTION

The economy of the Republic of Serbia has beenomstant decline since 2008Unfavourable
international economic circumstances have led tluaed foreign investments, reduced production
volume and the increased amount of business entitidebt. Although significant legislative reforms
were made in the past in order to attract foremyestments and to recover domestic economy, as well
as national legislation was coordinated with theopaan Union Law, it all was not enough to
mitigate the adverse effects of the economic crifissides, the new regulations had certain
shortcomings which emerged in the first year ofrtapplication. The Law on Bankruptcy of 2004
was one of the criticized regulations. On the onad) investors criticized it, as well as practice,
business entities and judicial system. Guided legahfacts among others, Serbian legislator carried
out another bankruptcy regulations reform in 20B8@wever, this reform only partially met the
demands of the time. Entering the fifth year ofrearuic crisis, the question is whether it is necgssa
a new, more comprehensive reform, which would idela wider range of economic and non-

! This paper is a part of research projects No. @{BOropean integrations and social and economic clearig
Serbian economy on the way to the)Eahd No. 179015CGhallenges and prospects of structural changes in
Serbia: Strategic directions for economic developtad harmonization with EU requirementénanced by
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economic subjects. The need for a new reform wasosed by the Constitutional Court of the
Republic of Serbia which declared the provisiongtwn preliminary bankruptcy, very significant for
the economy, unconstitutional on 12 July 2012. &hera question for the legislator what to do next?
Should we go in a direction of a completely new lamo perform a partial reform following the
guidelines of the Constitutional Court in the terwis passing the law in accordance with the
Constitution of 2006?

THE LEGAL FRAMEWORK AFTER THE ENACTMENT OF THE LAW  ON
BANKRUPTCY OF 2009

The aim of the enactment of the new the Law on Baptky' in 2009 was to improve key indicators
of efficiency of the bankruptcy proceedifgshrough the implementation of several objectives.
According to the legislator's intention, the qualibf bankruptcy proceeding should have been
improved through a higher degree of settlementk wariéditors, reduction of the cost and duration of
the proceediny In addition, the aim was to encourage participaint bankruptcy proceedings,
especially creditors and debtors themselves tolyiméiate bankruptcy proceedings in an attempt to
overcome financial difficulties and continue thdiusiness as solvent business enfifléw
promulgated legislation reflects a new philosopliyoankruptcy, which interrupted non-economic
view of the bankruptcy, which was in force untili2® Bankruptcy has not been seen any longer as a
necessary end of the economic entity, but as anrappty to avoid distress, especially if it is ré¢al

in a timely manner and for a new "fréshtart.

Thus, compared to the previous Law of 2004, theipians on principles and aim of the bankruptcy
proceedings were changed, the existing and newrbptdy reasons were clarified and introduced,
certain proceeding bodies were terminated, theigiamns on the status and mode of appointment of
bankruptcy administrators were changed, new pronssion the control of the bankruptcy
administrators by the Bankruptcy Supervision Agemggre introduced, preclusive deadlines for
submission of claims of creditors were introducéite possibility of compensation claims was
introduced, the possibility of submitting the preasaged reorganization plan was introduced, and the
bankruptcy of entrepreneurs and small-value bankyupvere abolished while the preliminary
bankruptcy was introduced.

Bankruptcy or liquidation of an insolvent econorittity through sale of their assets and settlement
with the creditors is just one of the possibilitieflsthe outcome of the bankruptcy proceeding. The
other, equivalent, possibility is the reorganizatimtroduced in 2004 under the influence of th8.U.
Bankruptcy Cod®€, through implementation of the reorganization pidirihe insolvent subject with
most beneficial collective settlements of the dadi When there are real economic conditions for
that, reorganization enables preservation of thxarls business.

Besides, the legislator considered necessary rodute new proceeding principles, with the objectiv
to provide adherence to the principles of lawfutnead legal security, through ruling equal judicial
decisions in the same or similar circumstances.félh@wing principles were introduced: principles o
protecting the creditors, the principle of equabtment and equality of the creditors, the prirecipi
cost-effectiveness, the principle of judicial invement, the principle of imperative prescriptiordan

‘5‘ Law on Bankruptcy ("Official Gazette of the Repuolif Serbia”, number 104/09).
Ibid.
® Ibid.
" Law on bankruptcy proceedings (“Official Gazett®8”"RN°84/04 and 85/05).
8 Law on companies (“Official Gazette RS”, N° 36Arid 99/11).
° Law on Bankruptcy ("Official Gazette of the Repalif Serbia”, number 104/09).
19 Djuric, Dj. (2012) Serbian insolvency law and fation to EU insolvency standardization and th® U
bankruptcy code, inSubstantive harmonization and convergence of law&urope ed. Rebecca Parry,
Nottingham, p. 159-173.
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preclusive deadlines, the principle of urgency, fhiaciple of involvement of two instances, and the
principle of transparency and access to information

Among the existing bankruptcy reasons, permanedtthreatening insolvency, not adhering to the
reorganization plan and a plan obtained in decgiaind illegal manner, there was one new reason —
indebtedness of the economic entity. It is seethéncase that the assets of the debtor are lowar th
the commitments.

Since it appeared that the bankruptcy panel wasrBupus and inefficient body, it was omitted ireth
new law. Its authorities were transferred to a bapicy judge, and the Higher Commercial Court is in
charge of the appeal to the decision of the juddps, the provision of the small-value bankruptcy
from the previous law lost its significance sinke bankruptcy judge was in charge of it.

In order to secure lawfulness in naming the banksupdministrators, the method of random choice
was introduces. Moreover, the control over theirkvbecame stricter, they were offered certain
protection, but their responsibility increased adl wSerbian legislator continues to argue thatykers
cannot perform the function of a bankruptcy adntiater’. The new regulation introduced the
obligation of compulsory insurance of creditorsiagprofessional responsibility for the amountbf
least €30,000 expressed in RSD on the day theamintras concludéd The Bankruptcy Supervision
Agency had the key role in this commitment. It ki@ right to impose disciplinary measures and to
revoke licenses. In addition, the Agency got tlgmigicant role in training bankruptcy administragor
in creating and raising awareness of bankruptcye®dings as well as of an inevitable factor of
successful business.

Since the application of the Bankruptcy Law of 20@4vas noted only one case of the bankruptcy of
an entrepreneur, therefore the legislator decideabblish this provision in the new law. Thus, sinc
2009 Serbian law has recognized exclusively cotpdrankruptcy, i.e. bankruptcy of a legal entity. |
spite of increasing debts of citizens i.e. indidtiy the legislator did not take into account the
possibility to introduce civil or individual bankptcy.

A creditor is considered any individual who on theey of bankruptcy proceeding has an unsecured
claim against the debtor. On the date of the filighe claim, the creditor becomes a party in the
proceedings. The creditor is entitled to initiatankruptcy proceedings in case of permanent
insolvency of the debtor or in the case of failtreéneet the reorganization plan. The debtor itsaif
initiate bankruptcy proceeding for any reason piedi by law. That was one of the ideas of the
reformation of the law; to encourage the debtoelfit$o file a motion in the court of law for
bankruptcy proceeding even before entity becomesnagueently insolvent. In addition, the
encouragement can be seen in the possibility ioffih pre-arranged reorganization plan. The aim of
this provision is to present and to try to solvelgems in doing business through arrangements with
major creditors, through shorter and thus much phegroceeding. Thus, the awareness of the
economic entities is growing about the necessityirély indication of trouble and protection of
creditors whose claims are in potential danger.

One of the most significant novelties in the Law Bankruptcy of 2009 is the provision on
preliminary bankruptcy of economic entities whigl aontinuingly insolvent. Besides, the mediation
possibility was introduced with limited durationitivthe aim to disburden the courts and to decrease
the proceeding costs. In these proceedings, thenglaf the creditors can be determined and
introduced into a table of verified claims.

| aw on bankruptcy (“Official Gazette RS”, N°104)09
12 H
Ibid.
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THE PROVISIONS ON AUTOMATIC BANKRUPTCY AND THE DECI SION OF
THE CONSTITUTIONAL COURT OF SERBIA

The significant novelty presents introduction ogélpninary bankruptcy or special proceeding in case
of continuing insolvency. It presents the consegeeof the fact that there are a large number of
business entities whose bank accounts are blotiend,those which stopped paying in period longer
than two year$. Therefore, the provision was introduced where dhganization carrying out the
proceeding of enforced collection has the obligatim provide bank statements monthly in particular
on the last day of the month, with the overallistatis at that day, to all courts in charge of dgali
with the bankruptcy proceeding, to deliver a reportlegal entities from their jurisdiction that are
continuingly insolvent having ceased all paymentdhe period of at least two years. In order to
introduce creditors with those facts, the annouresegmare published in one high-circulation daily
newspaper and on the internet page of the orgamizatealing with the enforced collection
proceeding. After having received the notificatimm debtor’'s continuing insolvency, the bankruptcy
judge ex officio render the decision to start previous bankruptoycgeding where it shall be
determined whether there is any legal interest hef treditors in conducting the bankruptcy
proceedindf.

The thing that drew the attention is the provisminthe Article 154, Paragraph 2, the Law on
Bankruptcy, where the property of a debtor contigly insolvent becomes the property of the
Republic of Serbia, which does not interfere witlvously acquired rights of security and priority
settlement with creditors on the property in questand according to which the Republic of Serbia i
not liable for the obligations of the debtor. Ungig assets are managed and disposed in accordance
with the regulations related to the assets ownetth&@Republic of Serbia

Actually, these provisions, at the request of a Imeimof applicants, became the matter of
constitutionality at the Constitutional Court ofrBie'®. Besides, the Article 13, Paragraph 3 of the
same the Law on any funds remaining after the paywiethe expenses incurred would be paid in the
Budget of the Republic of Serbia was disputed adl. Wée initiators of the constitutionality
evaluation disputed the mentioned provisions ofltae on Bankruptcy in relation to the provisions
of the Article 3, Paragraph 1 (inalienability of rhan rights), Article 18, Paragraphs 1 and 2
(prohibition to influence the basics of human aniharty rights guaranteed by the Constitution),
Article 32, Paragraph 1 (right to have fair triaithin the reasonable time), Article 36, Paragraph 1
(equal protection of rights before courts and otbimite bodies), Article 51 (right to be informed
accurately, fully and timely about issues of puliigportance), Article 60 (right to work), Article48
(equal legal status on the market), and Article Béragraph 1 (equal legal protection of private,
cooperative and public assets shall be guarantéelg Constitution of the Republic of Serbia.

The Constitutional Court determined that with th&pdted provision of the Article 13, Paragraph 3,
the Law on Bankruptcy, related to the bankruptcynsiifficient value, there was a consequence of
confiscation of property of the debtor without reimsement, and in favour of the state, thus viodati
the Constitution guaranteeing the right to propstgted in Article 58 of the Constitution. Accorgin
to the estimate of the Court, there are no validstitutional bases, such as the public interest,
settlement of taxes etc. for the confiscation obperty of the debtor in favour of the state.
Furthermore, disputed provision of the specifiedtiod does not prescribe the expropriation,
nationalization or any other form of seizure of gedy that may possibly relate to the provision of
Article 58, Paragraph 2 of the Constitution. Thpgyperty rights can be seized or restricted in the
public interest as determined by the law, for g feleich cannot be lower than one on the mafket

13 Ibid.

% bid.

15 Ibid.

181Uz-850/2010, “Official Gazette of the Republic®érbia“, N°71/2012.

7 Constitution of the Republic of Serbia (“Offici@lazette RS”, N°98/2006).



Djuri¢, Dj. 131

Besides, Article 1 of the First Protocol to the &pgan Convention for the Protection of Human
Rights and Fundamental Freedoms provides that éhe tpublic interest” has extensively been
interpreted in the sense that it is logical thatilational legislator has at its disposal a brofdedom

of this concept as an expression of certain econ@ni social policy that state rdfisThe state,
however, cannot promulgate laws on its own disoretihat comprises of so called arbitrary
confiscation or nationalization of property with@uty reimbursement to an owner. Therefore, in cases
of turning the property of the debtor into the stptoperty there must be fulfilled the elementhaf t
existence of a fair balance and proportionalityweein the demands of the general interests of &te st
and the element of the protection of fundamentghts of individuals. In order to meet the
requirements of proportionality of certain measurglsen by the state it is obligatory that such
measures are necessary so that for a fulfilmena gfoal there is no other alternative or more
favourable ways.

Besides, the Constitutional Court estimated that disputed Article 13, paragraph 3, the Law on
Bankruptcy puts the state into favourable positrorelation to other participants on the market du
to the state confiscation of the surplus assethefdebtor insolvency makes the state in favourable
position in relation to other forms of property ogoized by the Constitution (for example, private,
cooperative) and thus violates the constitutiondhgiples of equality of status of all market
participants and the equality of all forms of pndpeeferred to in Article 84 Paragraph 1 and Aetic
86 Paragraph 1 of the ConstitutidnFurthermore, the disputed statutory provisionlat&s the
principle of unity of the legal order under ArticleParagraph 1 of the Constitution, since the giowi

of Article 243 of the Law on Company stipulatestthgoint stock company is liable for its obligats

by its whole property.

When it comes to preliminary bankruptcy, the Cdostinal Court estimated that the provision in
Article 150, Paragraph 1 affirms the right to faial and right to equal legal protection and legal
means (Article 32, Paragraph 36 of the Constitgtiblamely, the provision anticipates announcement
of legal entities that stopped all payments comtiraly for at least two years by the organizatiaat th
leads the proceeding of enforced collection defiviey the courts in charge of the bankruptcy
proceeding and that is only published in high-datian daily newspaper and on the internet website,
although the announcements are not delivered thitore of the bankruptcy subject. The consequence
of this is that the bankruptcy judge upon receivihg announcement due to his duties renders a
decision on initiating the preliminary proceedingexe it is to be determined whether or not theee ar
legal interests of creditors in conducting the apicy proceeding. The Constitutional Court is
against the standards referred to in Article 156a@aph 1 of this law where the decision should be
published on the notice board of the court, acjulat the document is not to be personally setoed

a party within which its rights, obligations orénést determined by law are decided, because the pa
is not able to objectively get acquainted with teatent of this document, thus the right to a fid

is in question as well as the right to equal lggatection and remedy guaranteed by the provisibns
Article 32 Paragraph 1 and Article 36 of the Cdnsbn. When it comes to bankruptcy proceeding,
this constitutional guarantee means that it hdsetensured that an independent and impartial taibun
established by law in a fair and open debate dsssuen the rights and obligations of the debtar tha
are the subject of the proceeding as well as toudson the merits of a doubt that was the reason f
the initiation of the bankruptcy proceeding, andttthe entire court proceedings are conducted in
accordance with the provisions of applicable procaidand substantive regulatiéhs

8 European Charter on Human Rights and Fundamem&#dBms, Protocol 1 (Online) Available from
conventions.coe.int/Treaty/en/Treaties/Html/005.paccessed: % of November 2013).

19 1Uz-850/2010, “Official Gazette of the Republic®érbia“, No 71/2012. Law on basic property relasio
“Official Gazette of the SFRY” N°6/80.

201Uz-850/2010, “Official Gazette of the Republic®érbia“, No 71/2012 and the Constitution of thefsic
of Serbia “Official Gazette RS”, N°98/2006.

L The Law on Companies “Official Gazette of the Reljmuof Serbia“, No 36/11 and 99/11.

%2 |Uz-850/2010, “Official Gazette of the Republic®érbia“, No 71/2012.
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The Constitutional Court finds that the bankrupfopceeding before the Court, according to the
general rules of the bankruptcy proceedings, ifabeid by submitting a single proposal which
contains legally relevant data, not ex officio dbankruptcy judge upon receiving the notice from th
organization that conducts enforced collectionstgsulated in the disputed provisions of the Adicl
150 of the Law on Bankruptcy. Therefore, in orderhtve any dispute before the court publicly
discussed, the constitutional requirement, withim Article 32 Paragraph 1 of the Constitution,ais f
the court to ensure the presence and the posgibfliactive participation of the debtor about whose
rights and obligations of the proceedings beforedburt is discussed in terms of taking appropriate
actions in the court procedure. Therefore, the @oitisn rules out the possibility that the bankizyp
judge could render a decision which initiates anatedes the proceeding upon the debtor, without the
presence or involvement of the parties whose rights obligations are being discussed and decided
by this decisioff. The purpose of the Constitutional guarantees trmArticle 36, Paragraph 2 of the
Constitution is to provide guarantees to any petsowhom it applies a decision about their rights,
commitments or lawful interests in order to objeely have possibilities to use against such a
decision required, effective legal remétyThis option can only exist if the decision is tine
prescribed manner, in writing, personally delivetedthe debtor in the proceedings, so the debtor
could within the stipulated period from the daterefeipt of the decision be able to get acquainted
with the contents of this document, and if it walatsender a prescribed legal remedy against sach a
act.

Moreover, the legislator has violated the provisiaf Article 32, Paragraph 1 of the Constitution,
which guarantees the right to a fair trial by hgvaonditioned the payment of a sum of money in the
form of an advance and prescribed that, if not paidin a period referred to in Article 151 parggjna

1 of the Law on Bankruptcy, and without summonimng tlebtor and its creditors and without enabling
their presence and participation in the discussiothe court proceedings, it can be considered that
there is no legal interest of creditors and theiatefor the implementation of bankruptcy proceeding
Namely, neither the debtor nor the creditors are inoany legally relevant way made aware of
initiation of any kind of bankruptcy activity soahthey could participate in the proceeding and
register their claims. In this way, it means th tonstitutional requirement is not fulfilled thiafers

to Article 32, Paragraph 1 of the Constitution ttieg court in this discussion provides the presence
and participation of the parties whose rights abtigations are discussed in a trial before court.
Therefore, the Constitutional Court ruled that tight to appeal against the decision referred to in
Article 153, Paragraph 1 of the Law on Bankrupyécessary to bind to the date of delivery to the
party in person and not to the date of publicattonthe court notice board, in order to enable the
realization of the constitutional guarantee undeicke 36, Paragraph 2 of the Constitution.

The Constitutional Court has also estimated thatpttinciples referred to in Article 32 Paragraph 1
and Article 36 of the Constitution are violated,vweall as the basic constitutional principles on the
direct application of human and minority rights drebdoms referred to in Article 18 Paragraph 2 of
the Constitution which provides that the law magsgoribe the manner of exercising the rights
guaranteed by the Constitution, whereby the lavarig case should not affect the substance of the
guaranteed rights. Specifically, the Law on Bankeypprescribed that the decision which concludes
the bankruptcy proceedings is published on thetamatice board and is delivered to the companies
register, and without previous delivery to the pant person, as well as determining that the debtor
and creditors may appeal to the decision withid&@s from the date of publication of the decision o
the court notice boaftl The legal possibility and deadline to use thesgibed legal remedy depends
upon the circumstances whether and when the padging to be served the document. At the same
time, these entities are in underprivileged posiiio relation to other bankruptcy debtors, giveatth

2%1Uz-850/2010, “Official Gazette of the Republic®érbia“, No 71/2012.
241Uz-850/2010, “Official Gazette of the Republic®érbia“, No 71/2012.

% Article152 Paragraph 3, Law on bankruptcy “Offld@azette RS”, N°104/09.
% Article153 and 154 of the Law on bankruptcy “OffficGazette RS”, N°104/09.
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Article 71 of the Law on Bankruptcy provides thdietdecision on initiating the bankruptcy
proceeding in the general bankruptcy proceedintgivered to the debtor, thus violating the prifeip
of Article 21 Paragraph 1 of the Constitution whigharantees equality before the law and the
Constitutiori’.

The disputed provisions of Article 154 of the Law Bankruptcy, according to the Constitutional
Court limit the property right of debtors and thaireditors guaranteed by Article 58 of the
Constitution. It creates an actual impossibilityreélization of claims, including those that arsdzh
on the valid court decisions, since the disputeaiiprons of Paragraphs 2 and 3 of this article to
"transfer" property of the debtor into propertytbé state, and under the law. In addition, theestat
does not take over the obligations of the debtat,itocan take the place of the debtor in litigatio
carried out under debtor’s lawsuit for the collentiof debt or things (bankruptcy due to long-term
insolvency or insolvency of the debtor as a spetyple of bankruptcy). Thus, not a single
constitutional requirement was fulfilled for cortfiging property according to the provisions of élgi

58 of the Constitution. The consequence is thairtti@tion and conclusion of bankruptcy of the so-
called inactive entities ceases their legal stéydeing deleted from the public register, and the
Republic of Serbia, under the law, becomes the owhéehe property i.e. the assets of the debtor,
since the state is not liable for the obligatiohthe debto?.

When it comes to the creditor who commenced a lavegiainst the debtor before the bankruptcy, it
has no right to continue it after the deletiontw tlebtor in the process against the state, bethageise
state is not the legal successor of its debts @mel of its creditors. Therefore, the Constitutiona
Court found a violation of the constitutional priple of equality of all forms of property under Aie

86 Paragraph 1 of the Constitution because it fessetate ownership. According to the provisions of
the Law on Bankruptcy, debtor's assets by operatidhe law transfer into state assets without any
chargé®. Furthermore, the guaranteed right to equal ptioieof rights and the right to legal remedy
have been violated according to Article 36, Panalgrbof the Constitution, then judicial protectidh o
individual rights that everyone is guaranteed by @onstitution is denied, due to the fact that the
confiscation of the property in favour of the stestgustified by the legal ignorance of the crecstof

the bankruptcy of continuing insolvent debtors, &ghl protection of their property rights resuitin
from the claims of creditors is not provided.

INVESTORS RECOMMENDATIONS

Bankruptcy regulations are of the vital interestioth domestic and foreign investors. The refofm o
bankruptcy legislation of 2009 achieved progresaces the top critics of the practice were
acknowledged, which were related to a number ofigeyes. Thus, the introduction of provisions on
pre-arranged plan of reorganization allows the afetat initiate insolvency proceedings together with
filing of the reorganization plan. This gives theportunity to a greater number of insolvent
companies to "survivé® before the irreparable loss of the ability to @md not be closed down
forever. In addition, new provisions are intendedehcourage creditors to take a more active role in
the conduct of bankruptcy proceedings, throughndilithe petition for initiating bankruptcy
proceedings, as well as through participation endreditor institutiors.

Through position strengthening of the Bankruptcpeuision Agency, it is possible to increase the
professionalism of the bankruptcy administratorthhighest level, but also to revoke the licefose
those who cannot contribute to the developmentraétiwe in bankruptcy, either due to the lack of

*’|Uz-850/2010, “Official Gazette of the Republic®érbia“, No 71/2012.
*% |Uz-850/2010, “Official Gazette of the Republic®érbia“, No 71/2012.
29 Article 154 of the Law on bankruptcy “Official Geite RS”, N°104/09.
%0 Foreign Investors Council (2012)(hite Book Proposals for the improvement of the businesg@mment in
381erbia, ed. Mihailo Crnobrnja, Beograd, p. 54-57.
Ibid.
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knowledge or ethics violations, and, in the worase; abusé of power and committing various
criminal offenses.

Finally, introducing mediation provision, it is diad to decrease the cost of bankruptcy proceedings
(which are always high), whereby the principle ffieetiveness and efficiency of the bankruptcy
proceedings is applied. Since the provision onimpielry bankruptcy estimated from the investors’
point of view as a significant progress in reforimatprocess, but the matter of the disputable right
dispose of the assets of the debtor, the Decisiatheo Constitutional Court of Serbia revoked the
provision. However, one should not forget that ¢lesure of companies that are indebted for a long
period of time and their ultimate removal from tBerbian legal system, using the mechanisraxof
officio bankruptcy, shows the true picture of the liquidi &table companies that actually operate in
the Serbian mark&t

From the perspective of investors, the bankruptogeedings in the Republic of Serbia remain only
denied to lawyers to be active bankruptcy admiaists. It is however a result of implementing other
regulations, or the Legal Profession Act adopte®lay, 2011. Attorney register regulations do not
allow lawyers to be registered as entrepreneursoding to investors, bankruptcy has become less
cost-effective and less efficient, contrary to phieciples which should be based on.

Moreover, although the aim is to randomly seledirttbankruptcy administrator as transparent,
impartial and equitabfé as possible, in practice it was detected resistanche implementation of
this model. Contrary to the practice of the devetbgvorld and modern bankruptcy, the appointment
of the same administrators continued by the sanhgejs) while a significant number of active licensed
bankruptcy administrators did not get a chance doehtrusted with leading at least one of the
bankruptcy proceedindfs

Unlike the previous Law on bankruptcy proceedingsing) 2004, the process of the new Law on
Bankruptcy has been greatly accelerated. Implertientand continuous education of highly qualified
bankruptcy judges and administrators proved tofhgadicular importance, as well as the definition
and higher accountability of the administrators.wdweer, the new law did not mandate the
responsibility of the bankruptcy jude

Also, the introduction of preliminary bankruptcyoped to be necessary legislative measure in the
troubled economy as it is in the Republic of Serbitwever, the legislator introduced other
objectives into provisions of the new law introddcthat due to non-compliance with the provisions
of the Constitution of the Republic of Serfiked to the termination of these provisions. Agsuit of

the Decision of the Constitutional Court of the Riglc of Serbia, the provisions of Article 150-154
of the Law on Bankruptcy determining a special pchge in the event of prolonged inability to pay
ceased to apply. Therefore, the automatic operihakruptcy proceedings against companies which
have long been unable to pay is no longer possibtae Serbian legal system. Also realizing the

%2 |pid.

% |bid; Constitutional Court of Serbia, IUz-850/201®0fficial Gazette RS”, N°71/2012).

3 Foreign Investors Council (2012)hite Book Proposals for the improvement of the businesi@mment in
Serbia, ed. Mihailo Crnobrnja, Beograd, p. 54-57.

% The Book of Regulations on Conditions and Mod&election of Bankruptcy Administrators by the Matho
of Random Selection (“Official Gazette of the Rejpubf Serbia“, No 3/2010).

% Djuric, Dj. (2012) Serbian insolvency law and flation to EU insolvency standardization and th® U
bankruptcy code, inSubstantive harmonization and convergence of law&urope ed. Rebecca Parry,
Nottingham, p. 159-173.

%" For example, exceeding the legal limits that apliuring the previous Law on Bankruptcy appeased a
regular practice, or entrusting the performanceestain duties which by law belong to the jurisigiotof the
court, the bankruptcy administrators, with reimietnent by the formal verification of the court, wéneluded
into cases of drafting court decisions

% Constitutional Court of Serbia, IUz-850/2010, (fioial Gazette RS”, N°71/2012).
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provisions on ex officio bankruptcy are unconstitnél raises many questions about the completed
procedures and processes that are ongbing

The relatively young branch of bankruptcy law ie fRepublic of Serbia is reorganization. It has not
proved too successful, although there were sewataimpts with big companies. One of the major
contradictions of the bankruptcy proceeding appkdre be different court treatment when the
reorganization plan was not rffetThis is especially true in cases where the revrgsion plan was
implemented for some time and in which certainrtestring measures were implemented. In this
regard, in a situation where failure to comply witle approved plan of reorganization leads to the
occurrence of the bankruptcy, the initiation of bankruptcy proceedings and the determination that
the bankruptcy proceeding is finalized in liquidati the creditors are damaged in this case, while
being the minority when voting on the reorganizattan. To make the things even worse, in the past
the courts rendered different decisions. A numbesonirts argued that in such situations restitution
must be made whereby the creditors whose claims s&ttled during the reorganization process were
lead to a situation to return the money back tleegived to the bankruptcy estate which in the ohse

a payment made to individuals or employees anddoemployees can be nearly impossible to carry
out’. Others have argued that a return to previousitiitu should not be made, but the bankruptcy
proceeding should continue as it was. Thereby cthditors who voted for the reorganization plan
were damaged as they converted their claims awattia successful outcome of the reorganization.
Thus, the principle of equal treatment of credifarbankruptcy proceedings is threatened to collaps
as well as the rights guaranteed by the Constittftio

CONCLUSION

Serbian bankruptcy legislation has achieved sicguifi progress for the last ten years. Thanks to the
comprehensive reform in 2004, an end to the inefficsystem was made, the process based on
protection principles of creditors as well as legdan efficient process, new and modern bodies were
introduced and prerequisites were made for suadessfulations application in practice. Five years
after the application of the Law, there was a neferm with the objective to improve previous and
develop proceeding quality. However, having deshiggher efficiency, and to protect state interests,
the legislator committed certain errors, which heslin abolishment of certain regulations, because
of the Decision of the Constitutional Court on raompliance with the Constitution. It is not clear
whether behind the state’s disposal of the debjmtperty there was the hidden intent to confiscate
the property or to just place it under control g@mdtect it. In any case, Serbian legal system resnai
deprived of a body of preliminary bankruptcy inead long term insolvency.

It is indisputable, however, that the conductedomat and completion of the provision on

reorganization enable debtors to smoother initiatib the bankruptcy proceeding with simultaneous
filing of the reorganization plan. In this respedébtors should be encouraged in this direction. In
addition, it is necessary to encourage creditor¢éake more active role in managing bankruptcy
proceeding, through filing motions for initiatiori lbankruptcy proceedings and through participation
in creditor institutes.Introduction of institute lb&nkruptcy of physical entities is of great sigrfce,

as well as special procedure of preliminary bantaypreorganization, in order to prevent the

commencement of incapacitating conditions for paymiowever, for successful outcome of the
economy in crisis, it is not only enough to havedi@nd modern bankruptcy regulations, nor even
their successful application. Since the bankrupdye part of legal-economic system of the coyntry
it is necessary to act jointly in all key aspedtshe economy. Regulations on bankruptcy in Serbia,

39 Foreign Investors Council (2012)hite Book Proposals for the improvement of the businesg@mment in
Serbia, ed. Mihailo Crnobrnja, Beograd, p. 54-57.

% bid.
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with the exception of the preliminary bankruptcse an a satisfactory quality level, it is only leftbe
successfully applied in practice.
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Abstract

In the 2% centuryentrepreneurship is one of the key factors for eatin growth. Entrepreneurial
activity enhances country’s welfare and improvempetitiveness by stimulating innovation and
supporting growth of small and medium enterprise8lEs) — the leading source of job creation. On
the other hand, the global financial and econonisis has changed the rules of functioning of the
economic systems. Among others, one of the mastiseonsequences of the crisis is the shortage in
credit for the business sector. This is a seriobstacle for future economic growth as it constrains
firms from gaining capital needed for financing eéstment and production. Also, crisis involved
collapse of large companies, increase in unemployneereduction in the standard of living and a
reduction in the aggregate demand. All of this Hadje negative effects on the entrepreneurial
activity.This paper attempts to shed some lighthenconsequences of the global economic crisis on
the entrepreneurial activity in the South-east B@an (SEE) countries by exploring the concept of
entrepreneurship, the transmission of the econamsts in the SEE countries and the characteristics
of the entrepreneurial activity in SEE countrie$doe and after the crisis.

Key words:entrepreneurship, entrepreneurial activity, econoanisis.

INTRODUCTION

Entrepreneurship is a creative activity - the psscef creation involves constant search for new
opportunities and undertaking calculated risk irdeor to make profit. From macroeconomic

perspective entrepreneurship is of key importamceeEonomic growth — it increases employment,
stimulates innovation and improves the welfarenefgociety.

The 2007/2008 financial and economic crisis thagioated in the U.S. in a short period of time
spilled-over in many countries. The effects ona@bgl level were detrimental - global investment was
drastically reduced, credit markets were closetiyiicof the private sector declined, global ligiy
shrank dramatically. As domestic activity and irtmeent shrank, profits became negative and
entrepreneurial activity declined as well.

The economic crisis did not circumvent the transiil economies of Southeast Europe. The primary
channel of transmission of the global crisis to Bmutheast European countries was the export
channel — reduced global demand resulted in dedtinexport, which in turn negatively affected
production and investment. In the second stage @mmnt reduced and economic growth became
negative. In a world of high market risk and globatertainty banks restricted the credit supply and
liquidity shortages appeared which additionallyusstl investment activity of the firms. Small and
medium enterprises, which are the main sourceritrepreneurial activities, though flexible enough,
were not able to adjust to the changed businessoanvent and to absorb the negative effects of the
crisis.

! Tatjana B. Petkovska, PhD, Professor in the lnstiof Economics — Skopje.
2 Aneta Petkovska-Nonkulovska, MSc, Analyst in UniB&kopije.
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The goal of this paper is to evaluate some of ffexis of the global financial and economic crisis

the entrepreneurial activity in Southeast Europsamtries. The paper is structured as follows.tFirs
we discuss the concept of entrepreneurship andgntdie characteristics of the entrepreneur. In the
second part, the reasons for the outbreak of iigagjcrisis are presented. The third part is foduse
the entrepreneurial activity in Southeast Europsamtries during the crisis. In order to evalusie t
effects of the crisis on the entrepreneurship veedata on newly registered businesses and ind&cator
for starting new business in these countries fer ghriod 2006-2011. The concluding remarks are
given in section four.

CONCEPT OF ENTREPRENEURHIP

The word "entrepreneur” first appears in the 12tntery and originates from the French word
"entreprende” meaning "to take", "start". In th@ibaing, the word “entrepreneurship” referred te th
activities of the state government, especiallydtivilies involving major infrastructure projecsjch

as construction of military facilities, roads, lges, etc., whereas from the beginning of the 17th
century the word "entrepreneur" was used for eymsson involved in the supervision of the big

construction projects.

The creator of the theory of entrepreneurship ish&id Cantillon, an Irish-French economist. An

entrepreneur, as defined in his seminal work "Essathe Nature of Trade in General" (Essai sur la
Nature du Commerce en General) published in 1834, derson who buys at known price but sells at
unknown price i.e. price that will be formed in tlweure (Carsrud and Brannback, 2007). In his study
he links the term entrepreneurship with capitalcentainty and risk - the entrepreneur wants to
undertake some degree of risk in order to make soofé as a reward.

According to Joseph Schumpeter the entrepreneur isnovator who, in order to enhance the process
of economic development, creates “new combinatidhsdugh promotion of new products, new
markets, new sources of resources and new orgamzdthese new combinations are created within
the company, whereas the entrepreneur is the pérabereates the combinations. Schumpeter places
special emphasis on the profit — profit is an outguthe innovation process and the primary driving
force of economic growth. Another definition forethentrepreneur is stated by Piter Drucker.
According to Piter Drucker, an entrepreneur is es@e in a constant search for new concepts, a
person that accepts and utilizes these new conasptew opportunities. The innovation, as Drucker
states, is the main instrument of the entreprenursansforming new concepts into an opportunity
for a new business or service.

The entrepreneur has the following characteristics:
« Entrepreneur is a person that recognizes certgioramity and starts its own business.
« In order to achieve its goals the entrepreneur itakies calculated risk and uncertainty.
« Entrepreneur is an innovator and is always focusettansforming the idea into a profitable
reality.
« Entrepreneur is a person who designs and buildsag from practically nothing.
* Entrepreneur has a sense of leadership.
» Entrepreneur creates today with strong vision tawane future.

The term entrepreneurship, in the contemporaryesestarted to be used in the 18th century. There ar
several different definitions and classificatiorighe term entrepreneurship. Joseph Schumpetbeis t
founder of the modern use of the term entreprehguras well as "father" of theoretical and praatic
entrepreneurship. According to Schumpeter, theepregneur is the central “figure” in the capitalist
society; the entrepreneur is the main initiatoeobnomic change and development. He separates the
entrepreneur from the other business people whin aigk and clearly distinguishes the entrepreneur
from the owner and the manager of the company.vati@n and entrepreneurship are closely related
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— entrepreneurs undertake innovation, innovatiad k& economic growth and prosperity. Therefore,
according to Schumpeter, entrepreneurship is a tesed for activities related to the creation of
innovations, whereas the individuals that make viation are entrepreneurs.

Important driving force for the entrepreneurialates comes from the small and medium enterprises
(SMEs). This close relationship between entrepresigp and SMEs can be explained with the
following reasons. Namely, most of the start-upiviteds come from the SMEs, the SMEs are an
important source of innovation, new products antvises and they are key element of regional
development and social cohesion. SMEs are verybilexmobile and easily adaptable to the fast
changing business environment and therefore arienpartant source of entrepreneurial activities.
Entrepreneurship, except in SMESs, can occur irelangterprises in the form of internal or corporate
entrepreneurshipifuru et al., 2007). Corporate entrepreneurship, aleaknas entrepreneurship, is a
special type of entrepreneurship as stated by Nofdacrae. Norman Macrae, publishes two articles
in The Economist (one in 1975 and one in 1982) inictv he emphasis the importance of
entrepreneurship for big corporations. AccordingMacrae entrepreneurship is one of the key
determinants of fast economic growth. Therefore dogporation will have to find new ways to
stimulate competition within the organization between the employees" in order to ensure dynamic
growth in the future. Pinchot (1986) develops a mewcept of corporate entrepreneurship. According
to him the one who wants to undertake entreprealeactivities within the firm will have to sacrigic
some of its time and salary in order to sell tmisfied project to the corporation and to receivaeso
reward, such as cash bonus in exchange. This rewillrtbe later used for the realization of new
entrepreneurial activities. Moreover, as stated Fiter Drucker (Drucker, 2006), to encourage
entrepreneurial behavior in any enterprise, regaedbf its size, the company has to be managed in
“entrepreneurial” way.

Entrepreneurship is of crucial importance for thermmy as a whole — it enhances economic growth,
increases employment, stimulates innovation anddrgs society’s welfare. Economic growth has
always been an area of major interest among theoetists. The link between the economic growth
and entrepreneurship has been studied in many iealpstudies. The empirical results have shown
that four-fifths of the new jobs have been generdtg the small businesses sector in the countries.
Additionally, new companies that operate on theketaup to ten years employ fifty times more as
compared to those companies that operate for nfuae twenty years. These findings provide
sufficient evidence to stimulate development of bisrad medium enterprises and changes in business
orientation as one of the main driving forces of #hconomic growth. Economic growth can be
directly attributed to the level of entrepreneudativity in the country (Petkovska, 2011).

CAUSES AND CONSEQUENCES OF THE GLOBAL ECONOMIC CRISIS

After the Great Depression of 1929-1933, the wddded second global crisis - the 2007/2008
financial and economic crisis. The 2007/2008 crisemne as the Great Depression, emerged in the
most powerful country in the world - USA. The prefl started from the U.S. primary mortgage
market and then dramatically escalated and spilied-on financial markets around the world. In
2007 there was a sharp decline of the U.S. homeesriThis created additional burden for the
borrowers to refinance their mortgages. The realblerm was the large amount of securities that were
backed with mortgages, especially the subprime gagds which were widely held by international
financial firms. Global investment was drasticakyluced, credit markets were closed, activity ef th
private sector declined, global liquidity shranlahatically. Global economic growth slowed down,
with negative growth rates in many countries and world economy entered into a deep and
prolonged recession.

There are numerous reasons that can explain tHarealt of the 2007/2008 financial crisis, its
transformation from financial to global economigsiz and its transfer from the financial to thelrea
sector. Jickling (2009) classifies the main cawse®llowed:
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Imprudent mortgage lending in U.S.In a world of loose monetary policy, relaxed ctedi
conditions and rising housing prices, the U.S. cemuial banks stared to give mortgage loans
at low interest rates. These loans were generabylable to everyone i.e. credit conditions
were so liberal that mortgage loans were approwezléryone regardless of person’s income
and creditworthiness. At the same time the demamdhbuses has increased which was
followed by an increase in housing prices and nag#g. However, housing prices didn'’t
remain high for long period of time. In 2007 thevas a sharp decline of real estate prices,
which led to decrease in the value of mortgagesgd_ortion of the housing loans became
nonperforming because of the loose credit policyhef banks. Commercial banks began to
sell the mortgages which resulted in further insesaf the housing supply in a situation in
which there was no real demand. The financial £ngas followed by a confidence crisis
which, in turn, led to a decline in the rating detbanks, insurance companies and hedge
funds.

Lack of transaparency and accountability in mortgag finance. The large number of
participants in mortgage lending created “bad” wages and stimulated trade with “bad”
securities. In this situation market participant#t that they can sell these “bad” products
without any responsibility for their actions. “Anlder could sell exotic mortgages to home-
owners, apparently without fear of repercussiortiose mortgages failed. Similarly, a trader
could sell toxic securities to investors, appasemithout fear of personal responsibility if
those contracts failed. And so it was for brokeegJtors, individuals in rating agencies, and
other market participants, each maximizing his er bwn gain and passing problems on
down the line until the system itself collapsedtkling, 2009).

Behavior of the rating agencies.Credit rating agencies evaluated large number ef th
mortgage backed securities with the highest AAAngatThe failure of the rating agencies to
recognize the bad quality of these securities tisbated to several reasons, such as poor
ability of the economic models for foreseeing tHeéncial crash”, conflicts of interest
between different parties and lack of effectiveutation of the financial sector. The market
relied on the rating of these agencies and “badusies were traded internationally.

Global imbalances. The world economy is characterized with global atalnces. Some
countries, like China and Germany, have surplusdisdir balance of payment, whereas other,
like UK and U.S. have permanent deficit in theiade relations with other countries.
Moreover, these global imbalances are wideningpénrécent years. The large current account
surpluses in some countries led to an increadeeidlémand for financial assets. The financial
assets issued by U.S. companies were especialardad. The U.S. external deficit is a
result of the internal deficit i.e. deficit of tth@useholds and the public sector. High U.S. debt
became unsustainable and as a result financialpdiens occurred.

International bubbles. The loose monetary policy in the U.S. contributethe unsustainable
increase in the prices of houses and apartmentis. ¢feated housing prices bubble. The
bursting of the bubble is one of the causes thala@xthe global crisis.

Legislation and regulation. The excessive confidence in the market mechanisthsalf-
regulation stimulated enforcement of new, libemalvd, such as Gramm-Leach-Billey act
(GLBA) and the Commodity Futures Modernization ACEMA). GLBA and CFMA created
more space for risky and unregulated transactioreng the financial institutions.

Shadow banking system and off-balance sheet finamg. At the beginning all risky
financial activities were strictly regulated (inagng leverage, short-term debt to long-term
loans granted). In recent history some of thesé&yriactivities migrated outside the
government safety net consisting of deposit instgaand health and safety regulation.
Mortgage lending is one of these risky activitiEse problem started when mortgage lending
was transferred from the banks to other finanaiatiiutions outside the government safety
net. These unregulated institutions engaged in rharardous activities such as taking short
term deposits and borrowing long-term credits.

Excessive leverageDue to low interest rates and abundant capitebdfincome yields were
low. Investors overlooked risks and began to inEstowed funds in order to increase the
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return on their capital. Excessive leverage entdhtice impact of the crisis. The consequent
process of deleveraging of the financial institmtided to tightening of the interbank credit
market, dramatic decline in the supply of loans leopddity shortages in the market.

« Financial innovations and their increased complexit. Financial innovation is the driving
force that leads to greater efficiency and modeation of the financial systems. On the other
hand, the speed of development of the new finamegtuments is so rapid that the market
infrastructure was unprepared when these new msints became under stress. Some
suggested that sufficient time is needed for thekaetdor new instruments to mature before
they reach significant size i.e. the regulatorspaatants, rating agencies should have enough
time to learn more about the new financial innawatiThe complexity of certain financial
innovation had three effects during the financiaisis: 1) investors could not make
independent judgments on the merits of the investn® risks of market transactions were
hidden, and 3) regulators were confused.

The current global crisis had many negative consecgs, globally, but also in terms of individual

national economies. Observed globally consequenict®e crisis are: decline in production in many

countries, especially decline of housing constarcind related industries; decline of employment
and increase in poverty of the population; diffid in financing development projects due to tight
credit conditions; reduction of exports; confidemarisis in the financial markets and subsequent
decline in prices; reduced volume of foreign dirgatestment in all countries (except in the most
stable and most prosperous countries); growth atagnor negative growth rates in many countries;
etc.

The consequences of the global crisis were diffaredifferent countries depending on the degree of
development of the country (Kilibarda et al., 2010hus, in the case of developed countries, thescri
primarily affected the financial sector — bankingct®r suffered heavily and liquidity shortages
occurred. In the second stage the investment amgLiogption were negatively affected whish lead to a
decline in the gross domestic product and an iseréa unemployment. In the developing countries
the financial sector was not directly hit. The effeof the crisis were primarily felt in the reaictor
through two channels. First, the decline in thébglalemand resulted in lower exports and secomrd, th
confidence crisis and high level of uncertaintytlie global economy resulted in contraction of the
foreign direct investment (FDI). In the second stdgwer exports lead to a decrease in the praotucti
and employment. The least developed countries reuffes well — besides the negative effects on real
economic activity because of lowered exports antsFlDese countries were additionally hurt because
of the reduced international credit supply and tiona from richer countries.

ECONOMIC CRISIS AND THE ENTREPRENEURIAL ACTIVITY IN  SOUTHEAST
EUROPEAN COUNTRIES

Entrepreneurial activity can be defined as creabbmew or expansion of the existing economic

activity, with primary goal - identifying and expplimg new products, processes or new markets.
Entrepreneurial activity can be stimulated by miaeorable business environment - lower costs for
registering new business and shorter time reqdimethe registration are some examples for favarabl

entrepreneurial environment. Additionally, compigation of the process of registering a new

business results in reduced regulatory barrierssfarting a business and stimulates growth in the
formal private sector.

The global financial crisis caused dramatic redurctf the world income and employment, widening
of the deficits, rise in the national debt and @éased uncertainty. Entrepreneurial activity was
negatively influenced by the global crisis as WBMES, as previously stated, are an important migivi
force for the entrepreneurial activities and a iggnt generator of economic growth in any market
economy. SMEs are far more flexible as comparddrgger companies when it comes to adjusting to
changes in the business environment; however, thene not flexible enough to withstand the



142 FINANCIAL AND ECONOMIC CRISIS

negative effects of the global crisis. Some of pheblems faced by the SMEs during the crisis were
insolvency, difficult access to financial resouragsw technologies, higher competitiveness etc.

Relationship between entrepreneurship &indncial crisis is studied in Paulson et al. (200Bhey
analyzed the financial crisis in Thailand from 19901 and its effect on the businesses.
Entrepreneurs were divided into three groups: pises¢ during the crisis and post-crisis businesses
The results of this study showed that “not only lthisiness performances were affected during that
period but also during the crisis and post-crigisugs were less willing to start up a business with
considerable capital’ (Shazhad et al., 2012).

The economic crisis did not circumvent the traosidil economies of Southeast Europe. Nobel
laureate Joseph Stiglitz during a visit to Belgrad2008 said: "The region can not escape the globa
crisis. Some countries will be affected directlyotigh the trade channel, whereas others will be
affected indirectly because of a decline in thegwmiof raw materials. This crisis started in theteg

in the U.S., but the periphery will suffer the mastexports and foreign direct investment will dexl
The region depends on Europe and Europe will hawee megative consequences from the global
crisis than the United States."

As a result of the recession in Western EuropeSatlitheast European countries faced a slow-down in
exports, reduced total domestic demand, declireddit flows and foreign direct investment, decline
in growth, loss of jobs, worsening working conditsoetc. All of this contributed to an increasehia t
poverty rate in Southeast European countries.

The group of transition economies of Southeast rirconsists of Albania, Bulgaria, Bosnia and
Herzegovina, Macedonia, Montenegro, Romania andi&eilo evaluate theimpact of the
2007/2008 economic and financial crisis on theegmgneurial activity in transitional economies we
use the World Bank Doing Business indicators far geriod 2006 to 2011. More precisely, the
entrepreneurial activity is proxied by the numbenewly registered businesses. In order to study th
effects of the crisis we are looking at the tremmds$he number of new businesses in the Southeast
European region i.e. whether the number of newnlegsies has increased or fell in the period 2006-
2011 in different economies. Entrepreneurial atiisi can be stimulated in a favorable business
environment. Klapper and Love (2010) studied thpaat of the financial crisis on creation of new
firms taking into account the business environméiitey concluded that there is negative and
significant relationship between the growth of niewsinesses, on one hand and the initial cost, the
time required to register a business and the numbprocedures, on the other hand. Namely, faster
and simpler process for registering a businesssléa@n increase in the number of newly registered
businesses. Also, lower initial costs and requimngdimal capital positively affect the number of
newly registered businesses. Therefore, our amsaBisio refers to the indicators that describe the
business climate in transition countries such asniimber of procedures, time required to register a
new business, initial costs (as % of income peitapand required minimum capital (% of income per
capita).

The number of newly registered businesses in theh®ast European countries is presented in Figure
1. The analysis does not include Montenegro becawshave data only for 2011 and Boshia and
Herzegovina because we didn’t have data for 20062807 so we couldn’t evaluate the effects of the
crisis. The data shows positive movement in the bemof newly registered businesses in 2007
compared to 2006 in all analyzed countries. Howeaéeady in 2008, when the financial crisis
spilled over in the region, one can clearly noticep in the number of newly registered businesses i
some of the countries (Romania, Serbia and Bulgaviacedonia and Albania are exception from this
trend. In Albania the number of newly registeredibasses in 2008 is 3.005 as opposed to 2.176
businesses in 2007, whereas in Macedonia theresmall increase of 397 businesses in 2008 as
compared to 2007. This situation can be explainethb timing of the crisis in these two countries.
Namely, in Albania and in Macedonia the financidsis hit the economy in the last quarter of 2008.
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Therefore, one cannot evaluate the effects of tisesén 2008 as compared to 2007. However, if one
looks at the data for 2009 there is a clear evidavfca decline in the number of newly registered
businesses — in 2009 as compared to 2008 the nurhibewly registered businesses fell by 2.045 in
Albania and by 1.638 in Macedonia.

Particularly sharp decline can be observed in Ramdrom 100.646 in 2008 to 56.690 in 2009, or
around 40%. On the other hand, the business sect®omania recovered relatively quickly as
compared to the rest of the region. The numberofiynregistered businesses started to rise in 2011
i.e. 65.842 in 2011 as compared to 51.859 in 26ivever, this growth is relatively mild and not
sufficient to reach the 2007 pre-crisis level. Ihaher analyzed economies the number of newly
registered businesses is still declining in 2011.

Figure 1. Number of newly registered businesses
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The negative trend in the number of newly registdrasinesses can be explained by the lack of
investment capital but also with the entrepreneatttude during the crisis. Namely, entrepreneurs
were avoiding new activities during the crisis evkethey had funds to invest because of the high
market risks and uncertainty (Djokik et al., 201R).other words, most of the entrepreneurs had
passive approach to the crisis. The passive apprdadng the crisis is a consequence of non-
supporting governmental policies to create favaablusiness climate, on one hand and to
entrepreneurs lacking ability for running businessrisis situation, on the other hand. In otherdgo
both parties were passively waiting for the crisipass on its own. Entrepreneurs were concentrated
primarily on maintaining their ongoing business aujusting their entrepreneurial activities to the
reduced market demand during the crisis. HoweVes, dpproach has adverse effect on the future
entrepreneurial activities because it contributeshe process of “pre-mature” aging of the existing
products or services and it reduces the value efirthiested capital. Given the positive relationship
between economic growth and entrepreneurship,tdgnation of the entrepreneurial activities means
further deepening of the recession.

The number of newly registered businesses depanteedusiness environment in the country. In the
period of crisis every government should put aofagffort to stimulate the entrepreneurial activatyd

to create more favorable business environment. Sufntiee indicators for the business environment
are the number of procedures; time required tostegia business; cost of starting a business, and
required minimal capital. The indicators for theuB®ast European countries are presented in Table 1
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Table 1. Indicators for starting a business

Procedures Cost of starting a Paid-in Min.

Economy Year Time (days) business (% of Capital (% of
(number) . . . !
income per capita) income per capita)
200¢ 11 41 31.1 39.€

© 2007 11 39 22.4 36.7

E 200¢ 10 36 46 34.%

S 200¢ 6 8 45.1 32.2

< 201( 5 5 31.¢ /

2011 5 5 31.4 /
- 200¢ 12 63 40.1 57.4

c < 2007 12 63 36.% 52
s S 200¢ 12 63 30.1 43
£ 9 200¢ 12 69 30.¢ 36.2
a8 201( 12 69 15.¢ 29.€

2011 12 64 17.7 30.5
200¢ 11 32 9.€ 73
© 2007 9 32 7.8 63.¢

B 200¢ 9 32 8.4 56.%

2 200¢ 4 49 2 47.¢

Q 201(C 4 18 1.7 20.7

2011 4 18 1.6 /

] 200€ 13 48 11.2 1452
g 2007 10 18 7.4 111.1
S« 200¢ 9 15 6.6 /
i 200¢ 7 9 3.8 /
g 201( 4 4 2.5 /

2011 3 3 25 /

5 200¢ 7 T T 7

5 2007 13 24 6.7 /

2 200¢ 13 24 6.2 /

£ 200¢ 13 21 4.4 /

S 201( 11 12 2.6 /

2011 7 10 1.8 /
200¢ 5 11 5.3 1%
© 2007 5 11 4.4 1.€

G 200¢ 5 9 45 E

E 200¢ 5 9 3.5 1.1

12 201( 5 9 2.8 0.

2011 5 9 2.6 0.
200¢ 11 23 12 7€

. 2007 11 23 10.2 7.€

5 200¢ 11 23 8.9 8

3 200¢ 11 23 7.6 6.

201( 7 13 7.1 6.1
2011 / 13 1.9 6

Source: World Bank

Generally, one can notice an improvement in théness environment in most of the countries during
the post-crisis period. Namely, starting from 2008,Bulgaria, Macedonia, Romania, Serbia and
Montenegro there is a positive in all indicatorthe number of procedures, time needed for business
registration, initial cost and the minimum capitatjuired are constantly declining. For Montenegro
we do not have data on the required minimum capithkereas for Macedonia the data for the same
indicator is available only for 2006 and 2007 se eannot distinguish between the pre-crisis and the
post-crisis movements in this indicator.

The effects of the global economic and financiaisnn Albania, as previously stated, were fetéta

as compared to the region. The economic growth edlodown in the last quarter of 2008 and
consequently, the effect of the crisis on the gméeeurial activity can be seen starting from 2009
when the number of new businesses decreased bgs9é@mpared to 2008. Despite the decline in the
number of newly registered businesses in 2009, stadavs remarkable improvement in the conditions
for starting a business in the same period. Thess w significant reduction in the number of
procedures and time needed for registration a basiwhich has declined from 36 days in 2008 to 8



Petkovska, T., Petkovska-Nonkulovska, A. 145

days in 2009 and then, to only 5 days in 2010. &wmpment can be observed in the minimum capital
requirement for starting a business. The only iafhic that has worse performance compared to the
pre-crisis period is the initial cost for startingbusiness. Establishing a business in Albanigd0v 2
was evaluated to cost around 22.4% (of the peraaptome), whereas in 2008 and 2009 it went
above 45% (of the per capita income). The dat2®d1 indicates stabilization of the situation -tiahi
cost for starting a business returned to 31.4%h@fer capita income).

Bosnia and Herzegovina was one of the SoutheaspEan transition economies that suffered heavily
during the global crisis. Additionally, the effeat$ the crisis were amplified because of ineffitien
macroeconomic policies. The recovery of the econamag possible only by implementation of
economic and political reforms, stimulating entegprurial activities, strengthening of market
institutions and mechanisms, the rule of law artdv@dight against corruption. In order to stimaat
entrepreneurship, as can be observed from the tedee was a decrease in the initial cost and
minimum capital required to start a business. Hawethe other indicators suggest no significant
changes or even worse business conditions in 20@@mapared to 2008 — the number of procedures
remains the same, whereas the time needed toaegetv business has increased from 63 days in
2008 to 69 days in 2009.

The comparative analysis between the countrie®ii Zhows that the number of procedures and the
time to register new business is highest in BoanidHerzegovina and lowest in Macedonia. Namely,
to register new business in Bosnia and Herzegommaneeds 12 procedures and 64 days, whereas in
Macedonia one needs only 3 procedures and 3 dayghd\ initial cost for starting a business is
concerned the cost is lowest in Bulgaria (1.6%hefper capita income) and in Montenegro (1.9% of
the per capita income). Highest initial cost foarshg business is registered in Albania — around
31.4% of the per capita income. The required mihiragital for establishing new business is smallest
in Romania, only 0.9% of the per capita income, aighest in Bosnia and Herzegovina, around
30.5% of the per capita income.

The presented analysis confirms an improvemertienbusiness environment in almost all Southeast
European countries. Namely, most of the indicatorsstarting a new business are better in 2011 as
compared to the pre-crisis period. On the othedhtre humber of newly registered businesseslis sti
declining in 2011 with the exception of RomaniaisTituation could indicate that, governments, in
order to stimulate the entrepreneurial activitigd], have to implement more reforms towards cregtin
more favorable environment — further reduction e thumber of procedures and time for new
business registration, smaller initial costs anguired capital is needed. In addition, governments
need to promote active measures aimed towards ajgmgl new entrepreneurial skills for running
business during crisis. As stated by Djokik et(28D12) active government role can be especially
efficient in less developed countries were the gavent can organize different forms of training and
courses for better understanding of the currenn@wic crisis and its mechanisms and suggest
approaches for overcoming its consequences. Thefsems should facilitate doing business in
Southeast European countries and stimulate thepetreurial activity.

CONCLUSION

Entrepreneurship is a dynamic process that gersenate values, products and services. Entrepreneurs
discover and utilize new opportunities in a worlfl szarce resources. Entrepreneurial activities
stimulate employment, increase innovation and pedit contribute to the society’s welfare.
Important driving force for the entrepreneurialigtes are the SMEs which, by definition, are more
flexible, more mobile and more adjustable to chagdiusiness environment than large corporations.

Many factors contributed to the outbreak of the72R008 financial crisis and its transformation into
global economic crisis. The consequences of theaui crisis were detrimental on a macro level,
for the global economy, as well as for the nati@w@inomies. The global crisis didn’t circumvent the
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entrepreneurship — with the contraction of the exdnomic activity entrepreneurial activities were

reduced as well. Even though SMEs are far morebilexas compared to larger companies they were
not flexible enough to withstand the negative affeaf the global crisis. SMEs faced huge problems
during the crisis such as insolvency, difficult @sg to financial resources, new technologies, highe
competitiveness etc.

The effects of the global financial and economisisron the entrepreneurial activity in the Sousitea
European transitional countries are evaluated kglyaimg several indicators for the 2006-2011
period. The entrepreneurial activity is proxied thg number of newly registered businesses in the
analyzed countries, whereas the number of procedtinee needed for registration of new business;
the initial cost, and the minimal required capéted used as indicators for the business environment

Starting from 2007 the number of newly registeregibess has downward trend in all analyzed
economies, with the exception of Romania. This tieganovement can be explained by scarce funds
for new investment, on one hand, and with the pnéreeurs’ attitude in the world of high market risk
and uncertainty. Namely, during the crisis mosthe# entrepreneurs had passive attitude which, in
turn, resulted in “pre-mature” aging of the produaervices and the invested capildie passive
attitude of the entrepreneurs and the stagnatigdheo&ntrepreneurial activities amplified the nagat
effects of the crisis in the analyzed economiesplt|g in further deepening of the economic
recession.

Despite the declining trend in the number of nerdgistered businesses, the indicators for starting
new business suggest an improvement in the busthiesse in almost all of the analyzed economies.
From here one can conclude that, in order to stiteuthe entrepreneurial activity in Southeast
European countries, further improvement of theress conditions is needed i.e. further reduction of
the number of procedures, less time needed fostragon and smaller costs and capital requiret! wil

stimulate the creation of new businesses and wiinpte entrepreneurial activities. In addition,

governments need to promote active measures aioveatds developing new entrepreneurial skills

for running business during crisis. The active rolethe government is especially efficient in less

developed countries were the government should genga educating the entrepreneurs for better
understanding the current economic crisis and aveirg its consequences.
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THE IMPACT OF GLOBAL ECONOMIC CRISIS AND INTERNAL
CRISIS ON DEVELOPMENT OF THE SME SECTOR IN SERBIA*
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Abstract

There is an obvious downward trend in the numbemndérprises in the Republic of Serbia, as a result
of the second wave of the economic crisis, as agthe furthering, already expressed, problem of
insufficient liquidity of enterprises and companssuggling to secure more favorable terms and

credit sources, in order to survive in the marKéte positive impact of the entrepreneurial approach

and easier apply of innovation in business procest®uld help to faster overcome the economic
crisis. It should explain the relationship betweamirepreneurship and unemployment at the same
time, determining the position of SME’s in the enuit structure, as well as, their importance in the

revitalization of economic trends and the procddgaving the crisis. Overcoming the second wave of
the economic crisis in Serbia requires adequate smess and state assistance to all entities,

especially small and medium enterprises. The airthisf paper is to analyze the influence of the

second wave of the economic crisis on the sectesmafll and medium enterprises in Serbia and to
show the possibility of minimizing the negatived# of the financial crisis, also the implememtati

of appropriate measures in order to achieve theemsary revitalization of the SME'’s sector of the

country, as one of the main carriers of economigetigopment.

Key words: entrepreneurship, small and medium enterprisesp@wic growth, economic crisis,
unemployment, the market economy

INTRODUCTION

Small and medium enterprises (SME’s) sectoris thackbone of development in market
economies and in transition countries, contributimghe GDP increasing, exports, dynamic economy
and its competitiveness, since they have the eakdlity to adapt quickly to changesin the
market. The small and medium - sized enterprisee ha especially important role as a stable source
of new employment and contributes significantlypalancing regional economic development.

Small and medium enterprises and entrepreneursdraimportant role in the overall activities of the
Serbian economy, as indicated by the main economdicators available from 2009. The

rapid growth of small and medium enterprises arilflimg systems to encourage their development,
are among the significant achievements of the itianssconomy of Serbia in the period 2000-
2009. The small and medium enterprises and entrepre (SMEE) has become the most
effective segment of the Serbian economy, the bedrgrowth and employment, in 2009., it has
provided 66.7% of employment, 67.8% of turnover &idi% of gross value added of non-financial
sector of the Serbian economy.

! This paper is a part of research projects numB&e99 European integrations and social and economic
changes in Serbian economy on the way to thpdfld 179015Challenges and prospects of structural changes
in Serbia: Strategic directions for economic depah@nt and harmonization with EU requireménfimanced by
the Ministry of Science and Technological Developtaf The Republic of Serbia.

2 Jelena Je&j M.Sc. Economics, PHD student, teaching assisfamior Research Fellow, Educons University,
Sremska Kamenica.

® Andrea Andrejevi Pan, M.Sc. Economics, PHD student, teaching assisfamipr Research Fellow, Educons
University, Sremska Kamenica.
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In foreign trade small and medium companies, redli deficit of 483 billion RSD, which is 24.9%
less than in 2008. The global financial crisis lgtwua reduction in domestic consumption, which
resulted ina muchlarger decline inimports tharxpogtsin 2009, so the export-import
ratio increased to 52.8% and in the SME’s sectd3td%.

The global economic crisis has slowed down the ggsof structural reforms and more multiplicated
negative impactto the present constraints to eoimodevelopment: the low level of overall
economic activity and investment, high unemploymeptoblems of foreign debt, high foreign
trade deficit, expressed social tensions, low cditiyeness of the economy, etc. To achieve more
efficient recovery from the recession, the Govemimeof Serbia adoptedin January
2010. The program of measures to reduce the negefiects of the global economic crisis in 2010.
Programme's main objective was to preserve jolds thig2 possibility of creating new and mild rise in
economic growth.

The economic crisis, with constructive and proactiapproach may be an opportunity for
entrepreneurship, value creation and establishdngratages over competitors. Also, bankruptcy
and closure of some businesses during the recessiothe other hand, creates more space in the
market fornew business and business developmenenisting and efficient enterprises,
encouraging employment and increase productivitye |im of further research is to monitor and
observe the actual situation, problems and nee@MtEs and the resulting change from the previous
years, in order to create a reliable basis for atleption of appropriate measures and encourage its
growth and development.

THE IMPACT OF THE GLOBAL ECONOMIC CRISIS AND THE IN TERNAL
CRISIS ON THE DEVELOPMENT OF THE SME SECTOR IN SERB IA

Dynamic economic growth in the period 2001-200&(age growth rate of 5.4%), was suspended in
Q4 2008. and the 2009, when Serbia faced with doma@mic crisis, global financial crisis and the
sharp economic downturn in the world. Primarilytive tradable goods sector, which depends on
exports. After a sharp decline in the first halftbé 2009, similar to the rest of Europe, economic
activity in Serbia has stabilized, under the infloe of a number of incentives and GDP decline eased
Gross domestic product in the 2009, suffered adeatease of -3.1%, and the largest negative sffect
of the crisis were reflected in the industry (-P2)1 especially manufacturing (-15.8%), which was
fully offset by growth in 2001-2008.r, followed Ibsade (-12.3%) and construction (-25.1%). Adverse
effects of the crisis were reflected in the Serl@apnomy in conditions of high domestic demand
(which was based on transitional growth) and highrent account deficit. Due to the significant
decrease in the inflow of foreign capital, the slown in lending activity, a significant slowdown in
earnings, thus there was a decrease in domestiardeabout 7%).

The effects of the global recession in the 2009evetrongly expressed in the sectors of industy, t
decline in gross value of (-12.2%) and in manufiactu(-15.3%), also in construction (-17.1%) and
trade (-8.7%). Sectors that have maintained reltitiigh growth rate of added value are sectors of
transport and telecommunications and financialrmegliation. Services has generated a 2/3 GVA
Serbia (68.6%), which is 11 percentage points higiiien in 2001. While the industry share in GDP
decreased from 25.8% to 18.9% in the 2009 (manurfact from 20.2% to 14.1%). The structure of
GVA in the 2009, continued growth , but it has tedlaimbalances between tradable sector and non-
tradable goods (about 30% share of tradable goed®rs as opposed to about 70% share of non-
tradable goods sector).

The drastic decline in domestic demand as a resfulteductions in personal consumption and
production activities has reduced foreign tradpeemlly imports (imports fall by 28% and exporfs o

goods by 20%), resulting in the improvement of¢herent account deficit. Deficit of 5.9 billion. BJ

in 2008. dropped to 1.7 billion. EUR in 2009, (imm 17.1% to 5.7% of GDP). However, the low
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competitiveness of the Serbian economy indicatiesvdevel of exports (18.9% of GDP), especially
when compared with imports - 35.4% share of GDP.

The reduction in economic activity was reflectedhie reduction of budget revenues and deepening
fiscal imbalance. Key measures to ease the budgieitdvere reducing and freezing public sector pay
freezes. Execution of expenditure was in line wii& program supported by the IMF, and the deficit
was 4.1% of GDP. Serbia's fiscal position was \gmyilar to the positions of European countries in
transition.

Serbia has entered a period of crisis with relftitigh inflation (end of Q4 2008, the rate exceakde
10%), but successfully resist inflationary pressufighe inflation rate, measured by the averageannu
percentage change in the Consumer Price Indexe 2009., has shown that the official measure of
inflation in Serbia, at the end of 2009. was 6.6% was within the projected limits (defined corrndo
of 6% -10%, with a midpoint of 8%).

The economic crisis has exacerbated the problertteeitabor market. Total number of employees in
the period 2001-2008, it declined at an averageua@nrate of 0.6 % (2.7% in enterprises, while
employment in private enterprises grew at a raté.®f%). Total number of employees in the 2009.
compared to 2008 was reduced by 5.5 %. Number gfl®mes in enterprises, institutions and
organizations decreased by 2.7 %, a decline of %3véas recorded for private entrepreneurs and their
employees ( in part, due to update the recordshefHealth Insurance). The largest decrease in
employment in the 2009., was in the manufacturimdustry (30,926 persons ), while the growth in
employment was recorded in real estate (5,121 psysdinancial intermediation (3,895), public
utilities (2,148), education (1,814), health catg/82), government (1,780). According to the labour
force survey, the total number of unemployed inseelaby 445 383 people in the 2008, and 502 982
people in the 2009. The unemployment rate incre&esad 13.6% in the 2008 to 16.1 % in the 2009
(and the unemployment rate of the working age fi@nto 64 years increased from 14.7% to 17.4 %).

COMPARATIVE AND COMPETITIVE ADVANTAGES OF SME'S IN  THE TIME
OF ECONOMIC CRISIS

The average competitiveness score of the CentdhlEastern Europe area increased from 3.9% in
2008, to 4.1% in 2011, but the average ranking ne@obthe same. There has been a general upward
trend of the competitiveness scores in these desnin 2011, as compared to 2008, with the
exception of Greece and Croatia (Table 1.). Inrtieest recent The Global Competitiveness Report
2013-2014, Serbia ranks 101st in the world and@vipus The Global Competitiveness Report 2012-
2013, Serbia ranks 95in the world. However, in order to compete wither fast growing economies
and to reach the EU living standards, these camtieed national competitiveness strategies on the
long term.

As we can see in Table 2, according to the ReportSmall and Medium-sized enterprises and
Entrepreneurship in 2009, the SME's sector hadnairdmt share in the number of business entities
(99.8% or 314,827 units). The SME's sector gengréf&7% of employment (872,540 employees)
and turnover of 67% (RSD 4,380 billion). By 201umber of enterprises rises to 319,304 units, but
number of employees declined for 1.4%/86,873 people (65,3%).
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Table 1. Global competitiveness index (GCI), 200842

GCI_2008-] GCI_2009-] GCI_ 2010-] GCI _ 2011-] GGl 2012-] GCI _ 2013-
Country 2009 2010 2011 2012 2013 2014
rank | score | rank | score| rank | score| rank| score| rank| swe | rank | score
Albania 108] 36 98 37 88 39 78 41 B9 391 |95 538
Bosnia and 107| 3.6| 109 35 102 37 100 3.9 B8 393 (87 4.02
Herzegovina
Bulgaria 76 4 76 4 71 4L 74 42 62 4p7 57 431
Croatia 61 4.2 77 i 77 A 76 41 81 44 |75 413
Macedonia 8d 39 84 3p 79 4 79 41 80 404 |73 414
Montenegro 65 41 60 4R 49 44 60 43 |72 414 |67204
Romania 68 41 64 41 67 42 77 41 |78 407 |76 413
Greece 61 41 71 83 4 90 39 96 386 |91 3.93
Serbia 85| 3.9 93 38 9 38 95 39 65 387 101 3.77
Source: World Economic Forum, the Global Competitess Reports
Table 2. SME Sector Development Indicators in &€j2008-2011)
SMEs Share of SMEs
2008 2009 2010 2011 | 2008 2009 24010 2011
Numberof | 503 119l 314827| 318540 319.304| 99.8 99.8 998998
enterprises
Numberof | o/0159| 872540 814585 786873| 67.2 667 66.4°°°
employees
Turover | 65 624| 4,380,545 4,677,9385,200,832] 66.6 67.8 653922
(mill. RSD)
Sgg)(mm. 837,090 819206| 817,417 878245 59.1 67.4 550°°2
Export 274506| 275378| 339845 400015 459 605 464%8°
(mill. RSD)
Import 751,817| 627.147| 680,549 765.047| 60.5 60.9 548°°8
(mill. RSD)
Commodity 66.7
balance 477,311| -351,769| -340,704 -365,032| 742 72.8 654
(mill. RSD)

Source: Report on small and medium sized enterpese entrepreneurship for the year 2009-2010, 22001.

Furthermore, business activity measured by turnpgeemployee in the SME’s sector raised in real
terms 3.7%. (Table 3) In the SME’s sector, the nmisiness activities are realized by small
businesses (23% above the average level in théimameial sector).

Table 3. Business activity indicators of economitities by size for 2011

Turnover per enterprise Turnover per employee
mill. RSD growth rate mill. RSD growth rate

2010-2011 (%) 2010-2011 (%)

Micro 6,7 -2,0 5,7 55
Small 164,9 2,2 8,1 4,6
Medium 702,9 1,9 6,7 1,2
SME's 16,3 -0,1 6,6 3,7
Large 5.499,5 0,6 6,5 -1,9
In total 24,8 -0,3 6,6 1,7

Source: Report on small and medium sized entepegse entrepreneurship for the year 2010-2011.
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GEDI (Global Entrepreneurship Development Index)ais indicator of entrepreneurship quality,
particularly related to the effects of entrepresbip and innovation, which are conditioned by
individual and institutional factors. In the Talleas we can see, it includes three different daicers

of entrepreneurship:

Entrepreneurial attitude (ATT), reflect the views of the population on entrepresep -
understanding business opportunities in the imnteddavironment in the next 6 months, the skill
required to run the company, possibilities for hegr connecting, lack of fear of failure and social
support.

Worsening business conditions in Serbia, (2008-p0%dd an impact on reducing the perceived
opportunities for starting a new business, sprepftiar of failure (related to the growth of investm
risk) and the decline of social support to entrepteial activities. The promotion of entrepreneipsh
and the development of non-financial support, tedrt increase in size of the required skills atddla

to beginners, as well as their networking (streegiig of relationships and expanding usage of the
Internet). In comparison with the neighbouring doi@s and the EU average, a lower value of the sub-
indexes entrepreneurial attitude have only BosniéhHerzegovina (0.21pt) and Romania (0,22pt).;

Entrepreneurial activity (ACT) measures entrepreneurial activity with the poathdrr rapid growth -
opportunities for the business, technology andityual the labor force and the level of competition

In the period 2008-2011, we can detect increasatestf entrepreneurs who have started a new job,
because of the perceived business opportunitiedhetause of ensuring the existence, increaset leve
of education and training of new entrepreneurs gagiavorkforce, with an increase of intensity of
competition in the market. At the same time, sigaifitly reduces the proportion of new companies in
the sector of medium and high technologies andraotig abilities of companies to implement new
technology. Serbia and Bosnia and Herzegovina llagelowest values of this sub-index (0.14pt
each), while Slovenia has above average value{f).#6comparison to EU average which is 0.44pt).;

Entrepreneurial aspiration (ASP), defines a complex, qualitative and strategic matuf
entrepreneurship - the introduction of new prodaetd technologies, and high ambitions for growth,
internationalization of business and availabilitywenture capital.

There is a growing share of entrepreneurs, whostagting a new business product. However,
reducing the level of use of the latest technolagyovations and applications, the ability of
entrepreneurs to implement a business strategyptioaides rapid growth, the level of orientation
towards the international market of new firms amel degree of involvement of venture capital. Serbia
and Bosnia and Herzegovina, have the lowest vabfigkis sub-index (0.12pt each), while Czech
Republic (0.49pt) and Slovenia (0.46pt) has abaesaae values. The EU average of this sub-index is
0.32pt.

According to the Survey on SME's and entrepreneths, challenges of the current economic
downturn persists 49 % of respondents, includimy@ber of smaller companies that do not feel its
effects (10%). Slightly more than one-fifth of regdents, have been forced to make decisions about
the dismissal of employees, and more than a quertérced with uncertain prospects in terms of
future survival. Similar responses were observeldshyear's survey, when the serious consequences
of the crisis managed to avoid 50 % of respondents.
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Table 4. Global Entrepreneurship and Developmedein

Serbia Bosnia and | Macedonia Croatia Romania Hungary
Herzegovina

value | rank| value rank value rank valpe rgnk vdluankn value| rank
GEDI 0,18 63 0,16 7( 0,28 49 0,29 B7 0,23 48 0,294 |3
subindex A: the 0,28 54 0,21 671 0,26 56 0,31 44  0,p2 64 0,32 41
entrepreneurial attitude
1. pillar: looking at 0,13 0,12 0,14 0,16 0,06 0,12
opportunities
2. pillar: beginners skills 0,71 0,42 0,46 0,53 0,41 0,53
3.pillar: without fear of 0,13 0,09 0,09 0,32 0,22 0,81
failure
4.pillar:networking 0,45 0,37 0,6 0,44 0,28 54
5.pilllar:cultural support 0,2( 0,1P 0,31 0,24 0,23 0,32

subindex B: Enterprise 0,14 70 0,14 724 0,20 5¢ 0,30 38 0,5 45 0,35 28
activities

6.pillar:opportunities for 0,09 0,16 0,00 0,19 0,31 0,52
business start-up

7.pillar:technology sector 0,0b 0,07 0,116 0|34 0,05 0,33
8.pillar:quality of the 0,19 0,09 0,33 0,28 0,41 0,41
workforce

9.pillar:competition 0,25 0,27 0,44 0,45 0,86 0,28
subindex C: 0,12 60 0,12 62 0,238 38 0,27 31 op1 39 021 41
entrepreneurial

intentions

10.pillar: new products 0,30 0,13 0,27 0,13 20,2 0,23
11.pillar: new 0,08 0,00 0,05 0,22 0,08 0,09
technologies

12.pillar: high growth 0,12 0,14 0,30 0,29 0,22 0,24
13.pillar: 0,10 0,34 0,50 0,65 0,60 0,46
internationalization

14.pillar: venture capital 0,04 0,05 0,20 0,15 0,09 0,10

Source: Global Entrepreneurship and Developmenéxn2012

Most of the respondents felt the impact of the eocwn crisis, but was not put into a position tefir
workers (36 % to 44 % depending on the size obilmness entity). Major differences are observed
in other types of impact of the crisis. The surVfamedium-sized enterprises are less affected40
compared to other observed businesses, but aldartfest proportion of these companies plan to lay
off workers (30%).

The economic crisis affects activities related eal restate, construction, education, hospitalitg an
manufacturing activities, and at least health sewsyi services for vehicle maintenance and other
beauty care and recreation. Compared to last yleare has been realignment in response to greater
representation of firms, affected business in caigpa to those who give up work because of the
crisis staff. On the other hand, reduced the ptapoof SME’s who are not affected by the crisiarth
those that reduce the amount of work, but theyhatdorced to lay off employees.

Consequences of the economic crisis reflected medaction in demand for goods and services,
primarily to the domestic market, of which the nrajo of otherwise-oriented SME’s sector. The
chronic problem of debt collection even more exbatyd, while loan servicing obligations and
currency fluctuations have relatively less impoctin ranking problems. The order of the intensfty
the two most influential factors do not show sigraiht changes compared to the survey results from
2009., but it was noticeable strengthening of emgearate changes on operating results.

Even before the global financial crisis, despisesiteady economic growth, Serbia had six main areas
of concern that largely contributed to the effébtst could be seen at the peak of the crisis:
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1. lagging tradeable sector growth

2. growth was strongly tilted toward nontradeablds particular transport and communications,
retail trade and financial services

3. low domestic savingswith domestic savings close to zero, the econsmmyvestment level
was effectively constrained by remittances fromoaldrwhich were trending downward and
the availability of foreign savings

4. extensive foreign-exchange lending

5. loans were highly euroised even if direct cross-border foreign exchangengoto Serbian
corporations were excluded

6. high inflation

Given these six issues, some of the most signifieffiects of the crisis that were affecting SME’s
sector area sudden halt to capital inflows; withdrawal ofasge number of deposits; a plunge in
exports and imports; a large decline in domestimated, especially in investmeninemployment
rising to over 17%, with sharp contracting of enyah@nt in manufacturing and constructigising
NPLs;volatile depreciation of the dinar exchange ragspite attempts made by the National Bank of
Serbia to stabilise the currengy;stalled privatisation agenda and unresolvedtuéisth aspirations;
contracting retail sales; recession in the non-tradeable sectors; andhegxigrnal trade deficit.

In response to the effects of the global financrédis, Serbia has undertaken a number of inieastiv
and measures, to stabilize cash flow within madainomy and settle down the base for rebound.
Some of them are: support of bank lending throudgérést subsidies and loan guarantegsackage

of parametric pension reforms to reduce medium-tpemsion costs, while raising the employment
rate; nominal freezes of public wages and pensidnigh reserve requirements that served as a
liquidity buffer during the crisisteduction in the number of weekly repossessioniausta growing
T-bills market;diagnostics and stress tests for all 31 banks categblby the National Bank of Serbia;
the mechanism of blocking a delinquent debtor'soanot made transparent (this mechanism has
gained popularity due to the costly and lengthycpdures for bankruptcy); introduction of a
bankruptcy law to accelerate proceedings and rethedurden on courts; lowering of the exposure
limit for banks as a form of gradual exit from theposure commitments; development of the Budget
System Law, including fiscal responsibility prowss; raising of the policy rate of the National Ban
of Serbia; submission of a Corporate Debt Restringu.aw?

Despite the improvements achieved, the businegsoanvent in Serbia is still ranked as insufficigntl
stimulative for the development of SME’s sector2009, Serbia ranked 93th out of 133 countries in
the World Economic Forum’s Index of Business Cortipeness. This is lower than in any other
country in the region. In this context, the impade of the state support to the development and
stability of this sector is invaluable, especidigcause the entrepreneurship sector was most Bevere
hit by the economic crisis in Serbia.

OPTIONS OF REVITALIZATION STRATEGIES OF SME'S

Strategy for Development of Competitive and InnoxatSME’s, for the period from 2008 to 2013,
defined priorities and directions for the developmef small and medium sized enterprises in the
Republic of Serbia. The aim is to create a framé&wor sustainable, internationally competitive and
export-oriented sector of small and medium-sizederpnises, according to the principles of
entrepreneurial economics, based on knowledge mmaolvation. Preparation of this document, the
Government officially adopted in October 2008., wasceded by a consultative process, in the form
of dialogue between public sector and SME'’s, tousnghat the proposed measures are aimed at
solving the most important needs of entreprenauiSerbia. At the same time, to the fullest extent,

* Rumiana J. (2012)The Impact of the Crisis on the EU Perspectivehef\Western Balkan®russels, Centre
for European Studies.
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respected the guidelines of EU policy in this asmathe strategy is in line with the European Grart
for Small Enterprises and the Small Business AcEiarope. The basic principles of the Strategy are
contained in five pillars:

1. Promotion and support of entrepreneurship and jefiser

2. Human Resources for competitive SME sector

3. Financing and taxation of SME’s

4. Competitive advantage of SME’s in export markets

5. Legal, institutional and business environment flESs

The results of the small and medium enterprisesoseand entrepreneurs, is confirming the
dependence of business from external influencexctng outside the business entity. It is estimated
that the most important impact had those who cooma the state (the higher the amount of support or
reducing restrictions) and local governments. Ais thpplies 67% of responses, which is five
percentage points higher than the previous yeais $hggests that in times of crisis, increased
expectations from the state. For more supporteéaccimmercial banks, as well as improving business
conditions, interest is 18% of the responses. @uutton to better business relationships with pengn
occupies last position on a scale of conditions dosiness, and the last is the improvement of
management functions in the company (6% of resgnse

According to the post-crisis model of economic gitoand development of Serbia 2011-2020., export
growth will be possible only if, in addition to tisérengthening of small and medium-sized enterprise
attract "sound" transnational companies or techgicéd renovation of non-privatized large production
capacity.

Microeconomic and macroeconomic risks will be mprenounced. At the micro level, companies
will be burdened by the consequences of a long skoavery and uncertain business prospects, and to
acquire capital will be more and more expensivee (tuits scarcity and high risk), whether to focus
on the securities market (issue of shares and bamdsank loans. Investors and lenders will styictl
evaluate the potential customers, which will slaswd development projects. At the macroeconomic
level, indicating the state of the economy wiltsfj be careful disputed and, second, there wilhbe
deterioration in indicators of external and intérbalance (due to the current deterioration of the
public finances and the external debt of many aiesmbf the world). In other words, the imbalante i
the economy will be more apparent and more sewaralized by the international financial markets.

In addition to these findings, authors of this pamek emphasize the following suggestions for The
Republic of Serbia as institutional prerequisitesraployment policy:

» Stimulating the young people to stay and work imbe The role of government is great,
because it can stimulate the young people at thieehilevel (encouraging entrepreneurship,
self-employment). The unemployment problem of therbdrain costs, also, would be much
smaller, thereby the old problem of negative padjamagrowth rate present for decades, will
significantly be decreased.

* Demanding attitude toward foreign and domestic $tmes. The government should demand
the contract commitment for lower and higher sHillgorkers in the arrangements with the
investors, in order to reduce the brain drain anddrease employment.

As a candidate country for reaching European Uni@mbership, Serbia still has a many tasks, and
one certainly is competitive market, based on petdn. This is also directly connected with now
jobs, and growth of employment.

® Vugenov S., Andrejevi A., Buran J., National Employment Strategy of Serbia E8topean Employment
Strategy 2020, New Challenges in Changing LaboukBta, Institute of Economic Science, Belgrade 2@t
398-399
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CONCLUSIONS

For SME’s sector to grow and to be properly fundad developed, the essentials and the main strong
points to be achieved are implying the knowledgenemy and innovation support. Firstly, state
support and better financial stimulation from thrahcial sector can encourage (a) smart growtb, als
it will allow (b) sustainable growth that promoi@snore efficient use of natural resources and gnerg
and also (c) inclusive growth, should enable thdtteial and social cohesion that would strengthen
regional cooperation, which would empower SME'ssethrough export enforcement.

Furthermore, the SME’s sector main differences betwSerbia and the European Union are in the
key indicators of the labor market, and especiallthe employment rate of working age population,
and it is, also one of the most fundamental obstatd Serbia's EU accession. Convergence towards
the goals set by the Strategy "Europe 2020" will feeessary to achieve faster average annual
economic growth of the EU average, while simultarsp to achieve the same or higher labor
intensity of growth. In the context of the glob&loaomic crisis and global challenges that need a
response, the "Europe 2020" strategy can be aratipgrtool that also defines quantitative targets,
such as: increasing the employment rate of the lptipn aged 20 to 64 years at least 75%; increase
the percentage of GDP allocated to research anelamment from 1.9% to 3% ; reduce the rate of
early school leavers to under 10 % from the curfds®%o, while increasing the percentage of the
population with a university degree from 31% to 4@36.

Serbia is gradually recovering from the recessioas increasing exports and rising GDP and
productivity, and yet is unable to tackle effeclyvethe problem of continuously growing
unemployment and inflation shocks. Serbia hasfecdif and ambitious task to accomplish in the next
decade, the convergence with the European UnignS&doia will need to reduce by more than half,
the present drastic gap in the employment ratethasmain synthetic indicator of labor market
conditions. At the same time, monitoring and obisgnEU projections of employment and labor
market trends are very important factors of fagtewth of the SME’s sector.
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Abstract

The decision on Serbia's accession to the EU wdaldprimarily driven by economic motives.
However, this process has its price, as well as esamgative effects. Positive and negative
consequences of the accession process is versedifidepending on whether the measures short-term
or long-term effects. Economic science is not dallgpon to answer the question whether it is
necessary to join the European Union or not, betéhmust be an answer to the question what are the
economic benefits and consequences of this preceshow much it costs. This paper will attempt to
identify the strengths and weaknesses of Serbersh@rship in the European Union, the price of the
accession process, as well as restrictions thegeaalong the way.

Key words:Accession process, European Union, Acquis commainapu€onvergence Criteria

INTRODUCTION

The euphoria that was created in Serbia about EarofJnion membership is more a result of the
media campaign than clear arguments in favor ofgmam titles in print and electronic media. It is th
duty of economics is not to say that the memberehithis integration a necessity, that option is no
alternative, desirable or unnecessary. Rathemgsmonsibility for making such decisions shouldetak
politicians. But the obligation of economics issay how much this decision will costs and what are
the benefits of the EU membership. In addition ired, there are also indirect, invisible costs and
benefits that would have serious economic anatggisedict and monetary terms. It is very important
the timing of the analysis. Benefit cost ratio df Bccession changes the extension of the period
within which the process under consideration.

This paper will register economic advantages armattebmings of Serbia's accession to the EU.
Political, social and other aspects of this prooegk be set aside in order to analyze only the
economic aspect of the process.

It is known that the speed and the effects of asoesto the EU depend on the level of
competitiveness of the economy, but also they tfteenpetitiveness. In order to examine this
interdependence, it is necessary to take into adtabe competitive advantages and disadvantages in
case of Serbian economy.
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COMPETITIVENESS RANK OF THE SERBIAN ECONOMY

Competitiveness rank of the Serbian economy, baseithe Global Competitiveness Index (GClI), is

low (93-96th place) and according to the World Eooit Forum Report 2013-2014, GCI has seen a
noticeable drop in the 101st position. Also, theeleof gross domestic product per capita (GDP fc) o

Serbia was on 75th position according to the data the 2011, or on 85th position according to the
latest data from the 2012. Thus, the decline in @BPcapita is accompanied by a fall of GCI. The
difference of 16 positions between these two indisashows that in the past has driven the wrong
economic growth strategy, which was based on tkpdesion of domestic demand instead of saving
and investment” (PetroéiRandelovi¢ i Radukt, 2012, p. 40).

Competitive advantages of Serbia are: infrastrecadiprimary health care (1-40th places), as well a
the communication infrastructure, according to dixtelephone lines (37th place), mobile broadband
subscriptions (41st place) and Internet bandwidBth place). In these segments, Serbia had
previously recorded competitive advantages, big ioticeable reduction in rank compared to the
previous period. In addition, according to thei¢eyt education enrollment, Serbia is on a solich50t
position. Also, in area of goods market efficien8grbia has competitive advantages by number of
procedures to start a business (47th), and imparts percentage of GDP (42nd). In the labor market,
there are a competitive advantage which applieg tithe redundancy costs (23rd place) and the
flexibility of wage determination (35th place), ‘tmuse of that the whole of this segment of the
market makes it uncompetitive, as evidenced by higbmployment and social tensions” (Pettevi
Randjelové, Raduke, 2012, p. 42). Competitive advantage in finanmakket is realized only in the
legal rights index where Serbia takes 42nd place.

However, the competitive disadvantages in all tbenponents are very severe and are the main
weaknesses of the competitiveness of Serbia. The disadvantages are: the ,brain drain“or the
country capacity to retain and attract talent (h4&td 147th place), administrative infrastructund a
legal state (from 66th tol144th places), logistifrastructure (from 95th t0139th places) and capital
market (from 99th to136th places). Within the adstmative infrastructure, the most favorable
position is realized in the field of business cadtserrorism (66th), but the least favorable posits
recorded in the field of protection of minority sbholders’ interests (144th) and the efficacy of
corporate boards (138th).

In a sample of 148 countries, according to thellefeompetitiveness, Serbia has a very low rank.
According to the degree of market orientation a #tconomy, in addition to a small number of
competitive advantages Serbian economy (legalgigitdex, imports as a percentage of GDP and the
number of procedures to start a business), thera aumber of competitive disadvantages expressed
primarily in the market for goods and services.

It should be noted that within this pillar of contipgeness (efficiency of the goods market - pilin)
there are indices that are related to foreign dimgestments. According to the business impact of
rules on FDI, Serbia is placed on 129th positiow & the prevalence of foreign ownership on 118th
position. Thus, it can be concluded, among othergty that there are not enough foreign direct
investments and the environment for their attracti® not attractive enough. This conclusion is
confirmed by the value of the sub-indices of 10tfap- market size. As mentioned previously, FDI
contributes to GDP growth and increasing exportzofding to the volume of GDP, Serbia is ranked
on 73rd place, and to the volume of exports asreepgage of GDP to 71st place, therefore, we are
somewhere in the middle of the list. The main rec@mdation is that in future pay more attention to
these economic policy measures that encourage lDbecause of their multiple direct and indirect
effects, since they are one of the key factors asinemic growth and overcoming the recession.
Accordingly, the economy, which is on the path tmre@mic growth and increasing the level of
competitiveness, has a greater chance to achieitivpeeffects of the accession process to the EU.
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MISCONCEPTIONS OF THE ACCESSION PROCESS

Membership in the European Union is often iderdifigith the entry into the club of the rich. The
magic word ,democracy” is tied to Western Europggasts that a full-fledged member of the
European Union have exactly the same rights agenerelse. Although the decision of the European
Commission is formally adopted by consensus, raisesquestion of whether, in practice, not so?
Also, lay the full membership linked to the Schamgatry under “umbrella”, and the assumption of a
common currency (euro). In the above steps acaedbiere are serious differences between the
desired and possible.

First, we can distinguish three levels of integnatihat are the result of years of practice of the
European Union: EU membership, joining the Schengeme and membership in the European
Monetary Union. Full membership this integratiomdkinvolves deleting all customs and non-tariff
barriers to trade with other states, and the aaoeptof a common foreign trade and customs policy
towards third countries, as common agriculturaligyol In accordance with the proclaimed
evolutionary approach, prospective EU member siattdte pre-stage leaves a certain period in which
to adjust the standards of foreign policy, and @duiral policy that this integration is appliedhe
move does not mean the freedom of movement of Iatbase are countries that have experienced the
2004th acceded to this integration, but the freeddmovement of labor was prolonged for 7 years.
Thus, EU membership brings freedom of movemenbpliation, but not equal rights in employment
with other members. In order to do this, that aftaining full membership and joined the Schengen
Agreement, it is necessary to fulfill a number ohditions attached. One of the most importantés th
safety of the security of external borders of thd Ehe boundary between members and non-
members) in terms of effective prevention of illegamigration. In this sense, external borders must
provide police, not the army, must be included iBasures of dealing with asylum seekers and the
like. Recall that some EU countries are now membéthe Schengen Agreement (UK, Ireland), and
some members who are not in the EU, are under thengen ,umbrella“(Switzerland, Norway,
Iceland and Liechtenstein). Another requiremerthésimplementation of readmission, the acceptance
of its citizens who had illegally entered the Safemn area or not provided asylum full membership
insufficiently prepared the economy and society Mdawreate serious problems in the country which
joined the EU, and the EU itself. High unemploymédotv wages, economic insecurity would cause
huge population migration to richer states of inign. It is estimated that in Romania since 2007
when it joined the EU, more than 3,000,000 of é&sidents left country. A known case is of ,Polish
plumber” who with billboards calling countrymen tmme to Western Europe because of better
earnings. In the ,0ld“EU members there is a cheapol pressure on wages, which causes
dissatisfaction of the population.

The free movement of factors of production otheanttihe free movement of labor includes the
freedom of movement of capital. In any case thiskesaforeign direct investment, portfolio
investment, borrowing abroad, but not the equabmabf interest rates in the domestic financial
market with the cost of capital that exists in deped EU countries. In times of financial crisisist
means greater exposure to external shocks whictpameularly felt, Greece, Ireland, Spain and
Portugal.

The third step, the membership in the European konéJnion and the introduction of the euro as a
common currency, the worst conceivable, assumififglment of the convergence criteria. These
criteria are very precise (quantitative) defined aglated to the rate of inflation, budget defipiiplic
debt. With these rigorous measures the countrysaedkeast two years to keep a fixed ratio of its
currency and the euro, which means that the balahgegyments can be to balance deflationary
measures. The controversy regarding the convergeiiega is prioritized by the outbreak of the teb
crisis in Greece and other EU member states, thetigum arises as reality set criteria, as welhag t
control, as well as sanctions for non-compliandacé&the formation of EMU is only five countries
met the conditions of convergence and introducedetiro as a common currency (Greece, Slovenia,
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Estonia, Cyprus and Malta). Experience has shown ititroduction of the euro caused by strong
inflationary shock. Convert the price in nationaflrency prices are in Euros, after a two-year fixed
parity of the national currency and the euro isdeal opportunity to offset the appreciation of thal
exchange rate of the national currency. The mopataock is most evident in terms of decrease in the
purchasing power of wages after joining the moryetaion.

If the accession process observed from the theatetide, the first step would be an entry of a new
member of the customs union, the second step wmrilgccess to the common market and entry in a
monetary union would be the third step. Each sulssigstep is a higher degree of liberalization of
economic flows to other Member States. Comparimgdévelopment of the theory of international
trade and the actual processes leads to a ser@lision in which the liberalization of attitudes
adopted in the development of the economy. Lib&malis created and advocated by most developed
economies of the world. First, it was the Unitechggdom and the United States today. Protectionism
was conceived in the 19 century in countries thatless developed (U.S. and Germany), and today
the less developed countries suggests developrhemtigh liberalization - development through
trade). Experience says that the U.S. and Gernthayks to protectionism have become the most
developed countries of the world. That is why thegiion becomes whether the country promote the
liberalization of only their own economic interests is it really the interest of the less develbpe
countries of the world?

COSTS OF SERBIAN ACCESSION TO THE EUROPEAN UNION

When it comes to Serbia, EU membership only applethe first step - harmonization with the
agrarian and foreign policy of the EU, i.e. entmjoithe Customs Union. But fulfillment of the above
conditions can be viewed from two perspectiveantdrand factual. The formal side of the accession
process means harmonizing national legislation with European Union - acquis communautaire.
First were discussed 120, then the 160 and 18Gimfsands of pages of legal text that should be
harmonized with the EU. These costs are not oltae to the harmonization of regulations but also
to staff training, public administration, infrastture, institutional capacity building, information
dissemination, etc. The whole process costs acduld be said that this cost largely borne by the
country that approach to integration. Indeed, pgospe members of the European Union in the pre-
accession period provide grants that should betgmpeording to the set objective of accession i th
integration. For Serbia in the coming budget peribé aid amount will be about EUR 200 million
annually.

Another type of cost that would be Serbia on thadrm full membership must be submitted relating to
the Implementation Unlike the first two types operses (adopting the acquis communautaire) that is
more technical in nature and lies on the efficienEyhe Government and the Parliament of Serbia,
will implement the standard is much more complexcpss. That mean not only last longer, but also
entails a series of painful decisions. These cagsalso known as micro economic sector and refer t
the troubleshooting companies that cannot survivethe new business environment. Stronger
competition will force many companies to cease atpens, while others will have to adapt to the new
standards, relationships and frequently to acceiptgcdbusiness with lower profit rates. In this seres
particularly important effect of trade diversioratiwill result in reduction of foreign cooperatiof
Serbia with some traditional partners (eg. Rus8agth a practice raises the joint approval of tprei
policy and common customs tariffs of the EU to me@mber countries. These problems senses and
tries to solve the Croatia that the EU membershifaced with a reduction in the competitiveness of
their products in Serbia (eg. tobacco products).

The third type of cost would consist of the cosisthe modernization of the economy, reallocatibn o
resources, restructuring of productive capacitgreasing the competitiveness of exports, the shfare
EU funds and so on. These costs accession shoulteraeen solely in the context of the economy as
it must continuously modernize and develop. Absllyaspeaking, the EU does not want integration
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within the country to be funded for a long timetdtdial members must prove itself to be developed,
or at least on the way to preserve stable growdn the long term. Because of that fact some castri
have met this requirement and have opened the avdulf membership (Norway and Switzerland).

According to the modified Solow model (MarkéyR009), the total cost of Serbia on its way te thi
integration should be between 110 and 120 billimro® in the period from 25 to 30 years old when he
reached the level of development of the EU. Thislld@ffectively mean that 3.5 to 4 Serbian GDP
should be spent to achieve this goal. However, &f/3hat amount would represent a cost of
modernization of the economy which would withoutmbership in the EU should be realized. In
addition to the traffic in Serbia should investuwrd 5,5 billion over the next 10 years (5% of GOB),
protect the environment should invest about 10dpilbver 25 years (4% of GDP). Perhaps the most
obvious fact is that the average investment rateilshbe between 29 and 31% (compared to the
current 8 - 10%). To make this possible it is neaggssavings rate of approximately 24 - 25% and the
average growth rate of 5% minimum.

Net cost of accessing (the cost of accessing tirewaense) would thus be reduced to 1/3 of the sai
amount (about 30 billion) or about one GDP over tilb&t 25 to 30 years. On an annual basis, this
would mean that the net cost of accessing amouatado 4% of GDP.

Indirect costs of accession are no less significehey refer to the acceptance of the policy and to
comply with the standards within agriculture. Meng&d problems that has Croatia (trade diversion)
are expected Serbia. This is particularly importashiien it comes to foreign trade with CEFTA

countries and Russia. In the exchange with CEFTAnt@s (Croatia, Bosnia and Herzegovina,
Macedonia, Albania, Montenegro and Moldova) SeHasa surplus, which reduces serious deficit in
the balance of payments. The introduction of taritb these countries would reduce the
competitiveness of Serbian products in those market

A particular problem is the agricultural sectoryegi that Serbia has a relatively small population.
Production subsidies which have been called theo Eaptimists are allocated to member states
according to population. In some products will Figus subsidies help producers. Such is the
production of sugar. For subsidizing the productiérsugar producers achieve a price of around 600
euros per ton, while the price without subsidyrisuad 200 euros. However, the production situation
is similar to the production of beef because Sesbibhas the ability to export to the EU marke@@
tons of meat, duty free, but the problem is thatlthestock during the period of sanctions and then
decimated. The big problem will be the productidrfrait. Not only will the subsidy amount will
depend on the population, but after joining the Hig, quantity under fruit crops cannot grow It felt
Slovenia in olive production as the number of treader this culture, after the EU could no longer
grow. A similar situation exists with the vines. eflieason for this approach in the agricultural
production is to control the production and sugplghe European market, which is kept stable prices
of agricultural products. This means you are maigrested in so-called ,green” harvest. Specifjcall

in order to reduce supply (eg. wine) grape produ@erSlovenia, offered to do the harvest until the
fruit is still green, to destroy production and wed supply, which will prevent the fall in prices o
products on the market. In this regard, it will\@ry interesting subsidized quotas that Serbiactoul
gain in production of plums, raspberries, strawiberrapples, tomatoes, peppers, etc. With all ®f th
above should be noted record of all farms, buildingchinery and other fixed assets in the sector.

An additional problem will be the opportunity torpbase land from the inhabitants of the European
Union. This issue opens up the political, demogi@psocial and other issues. By using extremely
liberal laws of the market in particular is intdgsig regional development issue which has become a
serious problem for the Serbian economy. The gajmendevelopment of certain regions are more
distinct. Expectations that this problem will bepaged with funds from the Regional Development

Fund of the European Union is more than optimiskite source of funding for development is not

nearly as plenteous as was the seventies and esightithe 20th century, and the problem is the
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efficiency of the regionalization of Serbia annoethc Funding mechanism for the less developed
regions of the EU will surely region in which yoeside Belgrade put less favorably.

As the customs in European Union directly flowingthe EU budget, membership would result in a
reduction of budget revenue. However, mostly Serbenounced the budget revenue as before the
time wiped duties on most goods from the EU. Howeitealso means giving up independent of
foreign trade policy. It must be clear that membigrsin the integration imposes acceptance of
economic policy to the interests of the whole rathan individual parts, i.e. states. Each higeeel

of integration also means the transfer of natiopalvers to supranational institutions. This is
particularly evident when analyzing the monetaripan

All this indicates that cost of accessing pagesoismall, it raises many questions and they shioeild
paid if not more, then at least as much attenttina benefits that integration brings.

BENEFITS OF SERBIAN ACCESSION TO THE EUROPEAN UNION

Proponents of Serbia's accession to the EU malmgrve and analyze the revenue side. In this field
should be analyze the direct and indirect bentditeembership in this integration brings.

Direct aid from the European Union relating to ¢nant, as in the pre- during and after the acqorsit

of a full member. Based on analogy with Bulgarid &omania, Serbia could expect after joining the
direct economic aid from 600 to 700 million eurnsaid. However, there are two serious obstacles to
achieving these benefits. The first is relatedh® global economic crisis, the reduction of the EU
budget, and therefore the assistance provided mobmestates and candidate countries. A few years
ago, the assessment was to aid in the pre-accgssimd will be about 300 million euros per year,
and reduced following the adoption of the EU budgbe aid actually is about 200 million.
Comparison with countries in the seventies and tigighjoined the European Union is totally
meaningless (Markogj 2009). First, funding for countries in pre-acéassperiod was much larger
and was given to a small number of countries. Amst® they received at this stage of Greece,
Portugal and Spain are 40 to 60 times more petaa than you might expect Serbia. That helps
Ireland which has acceded to this integration in3l@as greater.

Another problem is that the EU does not financggate accounts for more than 50%. This would
mean that the use of assistance provided autorihatigeoviding at least the same of its own
resources. With the budget deficit of over 6%, wHserbia has a public debt of more than 60% bigger
problem would be to provide own funds but receiedinancing in the form of grants.

At the level of the abolition of tariffs and incesaaccess to European markets for Serbian products
has already done a lot. As a gesture of good #aithon the basis that production in Serbia is not o
such a scale that it could disrupt the market efEk) were abolished customs duties on the import of
goods from Serbia to the EU market. This was dgn&drbia for EU imports, except when it comes
to sensitive products (mainly agricultural). Howevihe question of competitiveness of domestic
producers on the domestic market. Agricultural slies would be a significant help that would
increase the competitiveness of domestic produsedsthe more so in agriculture has already done
about 12% of the population (compared to 2 - 3%6ame EU countries). But the shadow of this
convenience throws the issue of quotas, which wdddsubsidized, given the small humber of
residents.

Great importance to the Serbian economy was raligpd@cement of foreign direct investment from
the European Union. Austria, Italy and Germanysditethe biggest investors in Serbia. In this reba
would have to work rapidly and without membersimighis integration. Capital as a chronic shortfall
factor of production would be at least partiallgwesd foreign investment. Particularly significamt
this respect green field investments.
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Foreign investments are especially important imgeof increasing foreign exchange earnings as they
carry their export market. If Serbia would balatice foreign trade of the good economic problems
would be solved. First, the increase in export cipdo employ and increase productivity. Therefore
to increase competitiveness of exports and emplaymghe direct effect of increased foreign
currency income would be stabilization of moneteoynditions which mean exchange rate and price
stability. This would be solved and the main prablef the relatively high rate of inflation. We shdu

not forget that for now the balance of paymentgdbrbalances the inflow of remittances in excdss o
10% of GDP. All this resulted in the stabilizatiohthe financial market and the reduction in ingtre
rates that would further beneficial active in eammodevelopment.

NET ECONOMIC EFFECTS OF SERBIAN ACCESSION TO EUROPEAN UNION

The net economic effect should be the differendevéen benefits and costs that occur on the way to
joining the European Union. Based on the fact$asét above, it is clear that the costs are sigariit
(both in the short and long period), they represesérious burden for a small Serbian economy, and
that most of the costs, as a rule, accept the potimit approach to this integration. If we stacn

the assumption that the EU as a full member doésmant a country that is not able to support
themselves, but count on a permanent and subdtassiatance, to Serbia before joining should solve
the pressing problems of its economy. We think aliba low growth, high unemployment, high
balance of payments, and particularly the traderzad, high inflation rate and a relatively low
standard of living compared to the European averahese problems faced by Serbia and in case do
not approach the European Union. Therefore, it selagical to at least partially solve the above
problems, or a few years have satisfactory resalterms of macroeconomic performance. On that
basis, it could be said that Serbia is ready feritftegration process. An important problem in this
process is that the biggest costs should be swdaivatt the beginning of the integration process when
the capacity of the economy at all.

Benefits to be gained from the integration of Seiibhto the EU would have an upward trend. In the
beginning, would be minimal and would be related tdirect grant. Later, the benefits built upon on
the potential offered by a large common markeg fransfer of capital, goods and services. If $erbi

would become a full member to the 2020 it is estrddhat the costs would outweigh the benefits at
least until the 2023. Only after that would theecad a positive resolution of the most pressing
problems of the Serbian economy, benefits excests$ cihe net effect of accession would be positive.

The worst option in the integration process forb&mould be to join the European Union under
prepared which would significantly extend the périm which the net effect of accession was
negative.

CONCLUSION

Serbia’'s competitiveness ranking, based on theabldbmpetitiveness Index, for years at a very low
level. The positive fact is that the Serbia acamydio the GDP pc ranked higher than level of
competitiveness (GCI). This supports the notiont thlere is place for improvement in
competitiveness. Therefore, it is necessary to @hdine strategy for future growth and turn to attra
foreign direct investments, which direct and indirpositive effects, such as increased productivity
transfer of modern technology and so on, made dilerng®ducts more attractive to a wider market.
Also, the level of competitiveness of the econoiifigas the speed and effects of accession prooess t
the EU, but depends on them.

Serbia's membership in the European Union is moatier of prestige. It is of strategic decisioratth

will determine the long-term future of the Serbianonomy, state and society in general. The
economic dimension of this process entails direct imdirect benefits and costs. What is certain is
that the costs are significant to be largely bdmgeSerbia and the benefits increase over time. The
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most unfavorable scenario is premature acquisiiofull membership, which further devastated the
already weakened economy. In this regard, veryuoBve experiences of Bulgaria and Romania, the
poorest member states. Following the problems amefits, drawing some lessons, many problems
can be avoided or at least mitigated. Finallyhitidd be clear that accession to the EU has ngt onl
economic consequences for Serbia. In additiongathbcial decision to join on the side of Serbid an
the EU foreign policy-making, and the critical waldout it probably does not make in Europe.
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ECONOMIES OF YUGOSLAV FEDERAL UNITS BEFORE AND
AFTER INDEPENDENCE

Franjo STIBLAR !

Abstract

At the time of collapse in 1991, former SFR Yugaal&vas among less developed European countries
with unsustainable economic and social differeram@sng its federal units. In last twenty years, rafte
proclamation of independence the economic and kaidizerences among Post Yugoslav countries
increased even further, partly due to different actpof military activities and partly due different
degree of approximation to the EU. Growth of indefmnt Post Yugoslav countries in past 20 years
of independence was slightly above the world amdBb average, but insufficient to significantly
narrow the gap to advanced economies. Extrapolatibaverage 2005-2010 growth would increase
GDP of Post Yugoslav countries by one third by 20@provements in utilization of existing factor
endowments and creation of new factor endowmenid caccelerate growth of Post Yugoslav
countries by 2022 (by two thirds compared to 20@&); not enough to enable their true real
convergence, a precondition for the EU membersbBipspite changes in status (independence),
economic system (transition to private market eomes) and in economic environment (global
financial crisis) growth rates in Post Yugoslav ntiies in last 40 years remain at 3.3% on average.
This differs from the world, where average yearlpRsgrowth declined from 3.7% in first twenty
years (1971-1990) to 2.6% in next twenty years 1B®10 with even lower 2.1% average growth
within second sub-period during global financiaists 2005-2010.

Key words:Post-Yugoslav countries, GDP

INTRODUCTION

This study does not pretend for institutional resction of former Yugoslavia or for the return to
former socialist economic system. It investigatdsatwhas happened in economic and social terms
with former federal units after the collapse of @R Yugoslavia in 1991, when they became
independent. In addition, simulation exercise isdendor prediction of economic growth in next
decade until 2022. The goal is to find out how Pv¥sgoslav countries could accelerate the past
insufficient economic growth to be able to speedyupwth in next decade and thus achieve a real
conversion to advanced economies, which is requdoetheir accession to the EU. GDP growth rate
is used as the main indicator for economic grostimplemented by other indicators of economic and
social development.

Three parts of study encompass 30 years:
1. The level of development of ex-Yugoslav federatsiim 1990, before the country’s collapse
2. Development of Post Yugoslav countries after threlependence until today, with the special
analysis of developments during the period of dlfibancial crisis,
3. Prediction of economic growth of Post Yugoslav does in next decade until 2022.

After dissolution of SFR Yugoslavia in 1991 its éedl units (Slovenia, Croatia, Bosnia and
Herzegovina, Serbia, Montenegro, Macedonia and ¥aslbecame gradually independent states. Not
an easy way with a lot of military conflicts. Atehtime of collapse in 1991 ex-Yugoslavia was
significantly lagging behind the advanced econonaied the EU. With the economic growth rates
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only slightly above the world and the EU averagdaist 20 years this lag of Post-Yugoslav seven
countries increased further. The question is wivad kf economic system and policy reforms could
accelerate their growth and thus narrow the gap.

THE START — DEVELOPMENT LEVEL AND DISPARITIES OF FE DERAL UNITS
ON THE EVE OF COLLAPSE OF EX-YUGOSLAVIA, 1990

In ex-SFR Yugoslavfain addition to the cultural differences, therer@enormous differences in
economic performance and the social standard. U¢teess of the country’s development policy was
already that these differences did not widen in-pésrld War Il period.

Table 1.1 Differences among ex-SFR Yugoslaviasr&dnits in 1989-1990

Indicator B&H | MON | CRO | MAC | SLO | SERt | SEBp | KOS | VOI

% social product of YU 12.4 18| 25.6 54| 19.6| 35.2| 225| 19| 10.9
Export, in million $ 2157 640| 6533| 652|4904| 5344| 3864| 220| 1260
Export / social product 3B .67 48 23| .47 29 32| 22| .22
Ext. debt, million $ 1677 597 2994| 761|1788| 4869| 3302| 726| 841
Sales to other units, % 37\448.5| 34.0| 41.9| 36.8| 42.4| 41.2| 34.6| 46.8
Population, in million 45 0.6 4.7 2.1 1.9 9.8 5.8 20| 2.0

Natural growth rate, %0 7.7 8.9 0.5 99| 25 51 14| 23.1| -1.6
Unemploymentrate,% | 21.1| 22.2| 9.0 23.0| 52| 19.5| 16.7| 38.8| 17.1
Nom. wages, YU=100 80 74| 114 76| 136 93 96 53 97
GNP pc, YU =100 65 71| 123 65| 200 88 100 24| 118
GNP growth, 1970-89 3 34| 31 3.6| 3.6 3.4 35| 36| 31
Employment growth,% 41 4.2 2.7 40| 23 3.0 31| 49| 24
Capital/worker,YU=100 93| 137| 110 74| 137 87 82 89| 101
People per doctor 572 542| 383| 398| 373| 400| 335| 868| 405

Legend: SERBIA total = SERB proper + Kosovo + Vdina
Source: author (1997), page 76

According to Table 1.1 the economic differenceshinitex-SFRJ were huge despite the special
attention paid to the financing of a faster deveiept of the less developed federal units. Thus, the
differences in the two extreme values were as\i@lan the openness of the economy three fold, in
share of trade with other parts of ex-SFR Yugosl&®0%, in the natural rate of population growth

between -1.6 promile (Vojvodina) and 23.1 promHagovo), in unemployment rate between 5.2%

(Slovenia) and 38.8% (Kosovo).

Several numbers indicate the strong presence trigdtion (correction) policies. Thus, for instan

in terms of nhominal wages the difference betweenetkireme values was only 2.5-fold while in the
production GNP per capita this difference was 8/8-{in both cases between Slovenia and Kosovo).
A similar indication is the relatively small diffence in the value of the social capital availabléne
worker (technical coefficient), between the extreroé Slovenia or Croatia and Kosovo only 50% or
0.5-times. While the average annual GDP growthdatenot differ significantly (extreme values were
3.1% and 3.6%), the average annual growth of empoy was more differentiated (between 2.3%
and 4.9%), in favor of the less developed Kosovd ather less developed units. Finally, the
difference in the availability of doctors as indimaof social development was less than threefold
(extremes again, in Slovenia and Kosovo). Diffeesni geography, surface and climate, culture,

2 Seven of listed eight federal units became indeeen countries; Voivodina remains in Serbia, while
independence of Kosovo is not fully recognized atbthe world so that it is not UN member.
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religion among entities within Ex-SFR influencedfalient way of life and indirectly contributed to
upcoming military conflicts.

POST YUGOSLAV ECONOMIES IN PAST TWENTY YEARS, 1991-2010

The question is what has happened to Post-Yugasiautries after proclamation of independence
regarding economic growth and welfare, stabilitgl anequalities, in past 20 years and especially
during global financial crisis 2005-2011. First, thedology of empirical analysis is described,
followed by presentation of results.

Methodology

The dynamics of growth and its stability
a) Growth dynamics

For period 1991-2010 we calculated:
e geometric mean of GDP growth rates G = Ga, GDP unedsn current USD,;
» standard deviation of growth rates, based on geammeéan SD
« Coefficient of variation KV = SD/Ga.

At the same time, we present GDP per capita (ireatitlUSD), for each country for the starting year
1991, the final year in sample 2010 as well asab®olute difference between the two VG and the
ratio of the two KG:

 GDP pc1991

 GDPpc 2010

* VG = GDPpc 2010 — GDPpc 1991

» KG = GDPpc 2010/ GDPpc 1991.

The idea is to test the hypothesis, that lowetistaposition (GDP per capita as indicator of stdd
of living) enables faster GDP growth in the procetgatching-up with developed countries due to
effect of introduction of already available techogy and general knowledge.

b) Variability of growth

Variability of growth (or its stability) was measuat with standard deviation SD as absolute, and the
coefficient of variation KV as relative measurevafiability of growth rates. Methodological dilemma
is which variability indicators is better, the ahge (SD, difference in GDPpc) or relative (KV,ioat

in GDPpc). In theory, relative indicators are prefd over absolute, but in this special case of GDP
growth rates and GDPpc, absolute indicators cae Ima@re sense in interpretation. For instance, if
average growth rate Ga is close to zero, the velateviation KV = SD/Ga could be large despite the
very low absolute variation of growth rates SD.

Resistance to the global financial crisis
¢) Resilience to crisis

The question to be tested is whether countries diftar more from average growth rates during
creation of bubble sometimes during 2005-2008 pernilid have larger bursting (negative difference
to average growth) when the global financial ceegterialized after 2008. Smaller the deviatiomrfro
the long term average growth in individual couritriglicates stronger resistance to the global crisis.
Symmetry of positive and negative differences fitbmaverage growth is important. Large difference
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between divergences above and below average indithat additional country specific factors with
positive or negative impact were present in coumtymes of global crisis.

The highest growth rate Gmax and lowest growth @Gten as well as the highest positive difference
to the average growth rate Gmax-Ga and the highegative difference Gmin-Ga in period 2005-
2010 are calculated for each country.

Economic and social developments in times of globasis

d) For each country synthetic indicators of mis@gcial situation), nacro imbalances and aggregate
macroeconomic performance are introduced. Aggrsgaitéendividual macroeconomic indicators are
calculated to present better the overall situatioimdividual country and trends in period incluglin
onset, presence and way out (of consequencespbélgiinancial crisis 2005-2010/2011. Advantage
of such aggregation is to get better overall pewfrsituation, weakness is that summing up indigid
indicators is sometimes questionable. But, fordseieneral overview sacrifice of some correctness i
methodology was made. Indicators are:

* misery index: sum of unemployment rate and inflatiate (introduced by L.R. Klein and

other authors before him),
« disequilibrium index: sum of current account defasid budget deficit, both relative to GDP,
e aggregate economic performance indicator: GDP drewhflation rate — unemployment rate
— current account/GDP — budget/GDP.

Country’s Vulnerability: fiscal and financial (bankng) position

e) The most receffiscal vulnerability indicators are presented, based on EBRD and gostattistics
and statistics from the EU, IMF, World Bank and @ECThey include indicators of country’s
indebtedness in 2010 (the most recent data avajlabl

e public, external (total and private) debt,

« foreign exchange reserves (total, related to dkam debt and to months of import),

» difference external debt- reserves, and

< net foreign direct investment inflow (as one of soeirces to finance debt servicing).

f) Situation inbanking sectorof analyzed countries is illustrated by the foliogvindicators based on
data obtained from the EBRD Transition Report arydesother sources:
« bank assets to GDP (“bankization” of the econonayrawer term than “financialization” or
monetization of the economy),
» the structure of bank ownership: private domestette and foreign,
» deposits, loans and loan-to-deposit ratio as itoicgaeasuring leverage in banking sector,
» structure of banking loans: the share of non-periieg loans, and the share of foreign
exchange loans in GDP and in total loans.

Integration to the world

g) Countries are evaluated by the degreapgiroximation to the EU, ranked from full membership
plus Eurozone membership to no formal relationsTank is positively correlated with the level of
economic development, as measured by GDP per cdpitaddition, degree of transformation to
market capitalist economy of post-socialist cowstriamong Post-Yugoslavs is calculated by
aggregation of twelve indicators of transformatampresented by the EBRD Transformation Report
2011.
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h) The amount of thd&U financial support to the EU candidate and potential candidate Post
Yugoslav countries for financial perspective 2008-2 is presented and then calculated in relation to
GDP and population of receiver countries.

I) The degree oéconomic exposuref Post-Yugoslav countries to the Eurozone arféliGS relative

to their GDP is measured by three indicators: valuexport, external debt and FDI. Intention is to
evaluate the possibility of economic epidemic sgirgga from the most crisis affected countries to the
Post Yugoslav countries.

Statistical Data Sources

Statistical data are obtained from the World baslacs basic source and from the EU, EBRD, IMF
and country statistics. Problem are some missitg fda Kosovo

Results

Economic Growth of Post-Y ugoslav Countries, 1991190

In table 2.1 some average GDP growth rates areuahusut this can be partly explained by the fact
that these are geometric averages and that someugamissing due to statistical problems:

a) forB&H data are available only from 1995: B&H had a ladlgeline of GDP in period before 1995

during war activities and before Dayton, decreashidP to 15% of pre-war level, but after Dayton
agreement in 1995, GDP started to grow quicklydbyble digit figures; decline by 85% is recovered
only by much higher increases afterwards. The resulery large average GDP growth rate for the
whole available observation period.

Table 2.1. GDP Growth and Its Variability, Post Y¥stav Countries, 1991-2010

Tran GDP GDP Ga

GDP : GDPpc Ga KV=
COUNTRY Sit pc pc 91-10 SD

2009 88 1991/2010 10-91 | 10/91 7089 SD/Ga
World 58260 2.70 1.43 0.53
BaH 17.0 55.0 2057/4409, 2352 21| 11.97*| 3.5| 16.65 1.39
Croatia 63.0 73.5| 4026/13754 9728 3.4 0.54| 3.1| 7.83] 14.52
Kosovo 5.4 .. 760/3059] 2299 40| 6.15*| 3.6| 6.52 1.06
Macedonia 9.2 62.0 2442/4460, 2018 1.8 0.61| 3.6| 4.15 6.84
Montenegro 41| 58.5 224716510, 4263 2.9 2501 34| 531 2.12
Serbia 43.0 59.0 3355/5269 1914 1.6| -0.90*| 3.3| 13.10| -14.5
Slovenia 48.5 74.0| 6331/22851] 16520 3.6 2.26| 3.6| 4.46 1.97
Benchmarks
OECD 41214 2.04 1.60 0.78
LDC 5454 4.78 2.08 0.43
BRICS 5 9473 1817/6866/ 5049 3.8 4.75 3.29 0.69

Legend: Ga = geometric mean of GDP growth ratelf8®1-2010
DS = standard deviation of GDP growth rate for 192010
Sources: The World Bank Data, EBRD Transition Repot1, own calculations

b) data forSerbia are specific, because of very slow growth, bugdamegative growth in some years
(NATO bombardment) so that geometric average resrawen negative for the whole period;
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c) data forKosovo are also starting later in observation period, whtarting position was very low
and, in addition, large positive GDP growth ratee aesult of direct financial support from
international community and not produced at home.

Data in Table 2.1 indicate that all countries exdépsovo grew faster in twenty year period before
independence 1970-1989 than in new twenty yeaes mitlependence 1991-2010. Numbers for B&H,
Serbia and Kosovo are statistically questionabtest Fugoslav countries’ economic growth was in
past 20 years slower than for LDCs on general oBRICS specifically. Economic divergence within
the group increased significantly.

For most Post-Yugoslavs variability of economicwgtto was huge in observation period, larger than
in benchmark OECD, LDCs or BRICS countries, torgdaextent due to military conflict and intra-
military activities (war) after separation. AmonggRYugoslav countries the relative variability of
growth was the largest in Macedonia, Croatia arnfige

Present level of development of Post Yugoslav coiestand resilience to global crisis

Tables 2.2 — 2.9 illustrate the effect of globaaficial crisis on Post Yugoslav countries, first, b
measuring creation and bursting the bubble in GEfvth between 2005 and 2010, and second, by
aggregate indicators: misery index (unemploymet& pdus inflation rate), imbalance index (current
account plus budget deficit), macro-economic agapeindicator (GDP growth — unemployment rate
— inflation rate- budget deficit — current accouwdficit), as well as by the indicators of fiscal
vulnerability and performance of banking sector.

Bubble in GDP growth
Table 2.2. Creation and bursting of bubble

GDP | GDPpc| Ga | Gmax | Gmin VG = .
COUNTRY Gmax-| Gmax-Ga| Gmin-Ga

2009 | 2010 | avge | year year Gmin
World 58260| 10000, 2.70| 4.05 6| -2.32 9] 6.37 1.35 -5.02
BaH 17.0] 4409| 11.97| 6.83 7|-291 9| 9.74 -4.86 -14.88
Croatia 63.0 13754| 0.54| 5.06 7|-5.99 9| 11.05 4.52 -6.53
Kosovo 5.4/ 3059| 6.15| 6.90 8/ 290 9| 4.00 0.75 -3.25
Macedonia 9.2 4460| 0.61| 6.15 7| -0.92 9| 7.07 5.56 -1.53
Montenegro 4.1 6510 2.50| 10.2 7|-1.27 9| 11.52 7.25 -3.77
Serbia 43.0 5269| -0.90|5.40 7|-3.50 9| 8.90 6.30 -2.60
Slovenia 48.5 22851| 2.26| 6.87 7|-7.80 9| 14.67 4.61 -10.06
Benchmarks
OECD 41214 2.04| 295 7| -4.04 9| 6.99 0.91 -6.08
LDC 5454 478| 7.96 7| 448 9| 3.48 3.18 -0.30
BRICS 5 9473 6866| 4.75 8.04 0.97| 7.07 3.29 -3.78

Sources: The World Bank, IMF, EBRD, EU, own caltaies

According to Table 2.2, in period 2005-2010 thegémt maximum yearly growth rate 10.2% was
achieved by Montenegro in 2007. The lowest minimuas experienced Slovenia with -7.8% in 2009.
Absolute deviation above average rate was smadikem below it only for some (Slovenia, Kosovo,
Croatia, B&H). For them bursting of bubble was mangensive indicating presence of additional
weaknesses in times of outbreak of global financieis. The variability of growth rates was much
higher in Post Yugoslav countries than the worlB3D, LDC or BRIC average.
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Additional three synthetic indicators illustratetusition in time dynamics 2005-2011 and cross
country.

Social situation is worsening after 2009

According to Table 2.3 overall social situation wiagproving (misery index declining) in Post
Yugoslav countries until 2009 inclusive (!), theayevhen developed countries already achieved the
lowest point. Declining inflation was more signditt for Post Yugoslav countries than increased
unemployment during 2008-2009. But, situation betfamleteriorate after 2009. Lag to developed
world in entering the crisis is followed by Postgaslav countries with the lag to get out of it. Gal
finding is that social situation for most Post-Ystgy countries today is much worse than in mid-
2000s.

The level of misery differs significantly among imdual analyzed countries. The worst situatiomis
Kosovo and B&H, which started with much worse dioa than other, with Kosovo situation
deteriorating even further during observation prip005-2011. Second group is formed by
Macedonia, Serbia and Montenegro, where startiisgipo improved in Montenegro, while stagnated
in other two. Croatia is in better situation regagdsocial sustainability, although with quickly
deteriorating social situation in recent yearsv8ida is in best position regarding social situatioit,
again, the situation deteriorates recently.

Table 2.3. Misery Index: Unemployment rate + iriflatrate

GDP | GDPpc
COUNTRY 2009 | 2010 % 2005| 2006 | 2007| 2008| 2009 | 2010| 2011
World 58260 100
B&H 17.0 44| 46.9| 37.2| 30.5| 36.4| 23.7m| 29.3| 47.1M
Croatia 63.0 137| 15.6| 14.3| 12.5| 144|11.5m| 12.9]|19.9M
Kosovo 5.4 31| 42.8| 455| 48.0| 56.9|47.8 m| 48.6| 52.3
Macedonia 9.2 45| 37.3| 39.3| 37.8| 41.0] 31.9m| 33.6| 35.9
Montenegro| 4.1 65| 33.7| 32.6| 23.6| 25.8 22.9(20.3m| 24.0
Serbia 43.0 53| 37.2| 32.8| 24.4| 26.0] 24.2m| 25.5| 30.2
Slovenia 48.5 229| 9.0 85| 84| 10.0| 6.7m 9.2 | 10.5M

Legend: m = minimum, M = maximum
Sources: The World Bank, IMF, EBRD, EU, own caltaies

Increasing macro imbalances until 2008 with onlyight improvement afterwards

Optimal development and welfare is sum of growtll stability. Largemacro-economic imbalances
cause uncertainty leading to decline in welfarethf& same time, if measured as the autonomously
produced domestic product should have externatitisfibtracted from GDP growth. Imbalances are
a sign of domestic weaknesses of the economy amtdnomic policy and, at the same time, they can
indicate economic problems imported from abroad.

For Post-Yugoslav countries macro imbalances gresmf2005 to reach maximum sometimes
between 2008 and 2011, after global crisis explodémsovo and Slovenia are exceptions with
maximum aggregate deficit in 2011. Other countnegle some improvements in 2009 and in 2010,
but then stalled, so that 2011 is worse than 2@ithout such budget and external support, the so
called “self-sustained” growth of Post Yugoslav wowies would be significantly lower during
observation period 1991-2011. Among analyzed casmtMontenegro and Kosovo experience
unsustainable level of both deficits, internal a&xternal, even in 2011 so that further “consolitati

is required. Other countries will need to decradeficit too.
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Table 2.4. Disequilibrium — Imbalances: balancgafments/GDP + balance of budget/GDP

GDP | GDPpc 4

COUNTRY 2009 | 2010 % 2005 | 2006| 200 2008 2009 2010 2011
World 58260 100

BaH 17.0 44 -14.7| -5.1| -9.5|-16.5M| -10.7| -10.1 -9.7
Croatia 63.0 137 -9.3| 96| -9.7|-10.2M| -9.3| -6.1 -7.5
Kosovo 5.4 31 -9.3| -54| -1.7| -154|-17.8|-18.9| -27.9M
Macedonia 9.2 45 -23| -15| -6.4|-13.0M| -94| -53 -8.0
Montenegro 4.1 65 -10.5|-20.7| -32.9| -50.1M | -34.7| -30.6| -27.9
Serbia 43.0 53 -7.7]1-11.8|-18.0| -24.2M | -11.6| -11.9| -12.3
Slovenia 48.5 229 -3.2| -3.7| -4.9 -7.0| -7.2| -6.3| -7.3M

Legend: M = maximum
Sources: The World Bank, IMF, EBRD, EU, own caltaies

Worsening of macroeconomic situation until 2008, afhimprovement afterwards

Table 2.5. Macroeconomic performance index:
GDP growth — unemployment rate — inflation — BoPE-BBoG/GDP

GDP | GDPpc 4

COUNTRY 2009 | 2010 % 2005| 2006/ 200 2008 2009 2010 2011
World 58260 100

BaH 17.0 44 -46.6| -36.1| -33.2| -47.5| -37.3|-38.6|-54.9m
Croatia 63.0 137 -20.7|-19.0| -17.1| -22.4|-26.8m| -20.2| -26.6
Kosovo 5.4 31 -47.3| -449| -43.4| -65.4| -62.7|-63.5|-75.2m
Macedonia 9.2 45 -35.3| -35.8| -38.1| -49.0| -42.2m| -37.1| -40.9
Montenegro 4.1 65 -40.0| -44.7| -45.8| -69.0m| -63.3|-48.4| -49.6
Serbia 43.0 53 -39.5| -41.0| -37.0| -46.4m| -39.3|-36.5| -39.0
Slovenia 48.5 229 -8.2| 6.4| -6.4| -13.5|-21.5m|-14.1| -18.0

Legend: m = minimum, most negative situation
Sources: The World Bank, IMF, EBRD, EU, own caltiates

Total macroeconomic performanceof Post Yugoslav countries deteriorated in pefiodh 2005 to
reach the low point in 2008 for Montenegro and Belin 2009 for Croatia, Macedonia and Slovenia,
and in 2011 for two weakest economies, B&H and KosoDifferences in macro economic
performance among seven analyzed countries are, hugee than 5-times in extremes, where
Slovenia leads and Kosovo lags the most. To patinherspective with regard to declining qualify o
life, the development level of each country (GDPphpuld be taken into account. In that sense,
Slovenia has at the same time the highest GDP ggitacand the best macro-economic situation;
Kosovo is the negative extreme.

For most Post Yugoslav countries their external delis huge, but foreign exchange reserves
suffice for now

Table 2.6 gives information on debt burden of Paggoslavs at the end of 2010 (last available data).
Data on Kosovo are not available. At the end of@@lblic debt was not too large, but externalltota
debt was unsustainable for most. Public debt wss tlean 50% of GDP for all, which satisfies the
Maastricht criteria as benchmark. Gross externat,dehich includes private plus public external
debt, was much higher exceeding 100% for Croafiayedia and Montenegro. For debt servicing,
crucial is net debt obtained by subtracting clafrosn gross debt, for which, unfortunately, data are
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not available. Calculation of the stock of debt nsiforeign exchange reserves gives some additional
information.

Foreign exchange reserves were sufficient for roosntries, if measured in relation to short term
debt and in months of imports. Reserves were smdtlan short term debt only for Croatia,
Macedonia and Slovenia with later having debt irf@stic currency €". They satisfy desired
minimum of 3 months of imports for all countriestlwvidata available, except Montenegro and
Slovenia. In 2010 net inflows of FDI were signifidanly in Montenegro.

Table 2.6. Vulnerability: FISCUS, in % BDP, 201INDEBTEDNESS

GDP Gross Res/ | Res/ External
COUNTRY | (IMF) Dept Debt Private| Reserves Debt | Months Debt - Net
public | Exter short of R FDI

. eserveg

Total term | import
BaH 16. 39.7| 56.9 30.9 20.5| 196.5 3.5 36.4| 0.1
Croatia 60.7 40.6| 102.1| 735 24.7| 71.5 77.4| 0.7
Kosovo

Macedonia 9.1| 24.6| 59.0 42.8 21.0| 97.3 3.2 38.0] 3.2
Montenegro| 4.1| 44.1| 100.2 14.8 2.6 85.4|17.9
Serbia 38.1 44.9| 83.1 59.1 35.7]184.1 6.8 47.4| 3.0

Slovenia 43.0 38.0| 115.2| 65.7 2.3 8.5 0.3 112.9

Source: EBRD Transition Report 2011
Banking sector in foreign hands - sensitive to olais in global financial crisis

Table 2.7: Banking in Post Yugoslav countries

COUNTRY | GDP| Assets/ | Owners| Domestic| Foreign | Deposits/
2009| GDP, %| State %| Private %| % GDP, %

B&H 17.0| 86.7 0.8 4.7 94.5 35.8

Croatia 63.0] 116.8 4.3 5.4 90.3 62.1

Kosovo 54 | 47.0*

Macedonia | 9.2 | 65.4 1.4 5.3 93.3 50.6

Montenegro| 4.1 97.4 0 11.6 88.4 52.5

Serbia 43.0 65.3 16.0 8.7 75.3

Slovenia 48.5| 139.9 18.9 52.4 28.7 52.5

*in 2006, Source: EBRD Transition Report 2011

The impact of global financial crisis on Post Yugescountries was mostly felt in their banking
sector. Situation is described in Tables 2.7 ar&l Bor most indicators, data for Kosovo is not
available. These countries have lower than 100%ibgnassets/GDP ratio, except Slovenia and
Croatia. According to EBRD all countries exceptv@loia had majority foreign ownership in 2010.
That can pose a problem if foreign banks would ti&epull out of Post Yugoslav countries in the
process of self-rehabilitation at home (Spence2201

Creation of financial bubble is indicated for mé%ist Yugoslav countries by banking loan/deposit
ratio over 100, exceptions being probable Kosoablé 2.8; no data available for Serbia). In 201 th
share of nonperforming loans in total loans extenole banks was more than 10%, which is close to
critical, of all banking loan portfolio except f&lovenia (2.2%) and Macedonia (9.5%). After 2010,
the quality of loan portfolio is definitely deteraiing further. In addition, problem with loans in
foreign exchange, (carry trade) is evident for nigekan countries, as they have more than halflof a
loans extended in foreign currency. Exception igai@ Slovenia with its EU and Eurozone
membership.
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Table 2.8. Banking, continued

GDP Loans/ Non _ Loans_/ Domestic | Forex L/

COUNTRY 2009 GDP | Performing| Deposits| Forex Loans/| Total
% Loans, % % GDP, % Loans, %

World 58260
BaH 17. 56.7 11.4 158.3 2.7 73.2
Croatia 63.Q 728 11.2 117.3 55.4 76.0
Kosovo 54 27.0 82.0*
Macedonia 9.2 48.0 9.0 94.8 25.2 52.2
Montenegro| 4.1 61.2 21.0 116.6
Serbia 43.0 16.9 36.6 71.3
Slovenia 48,5 83.1 2.2 158.3 4.2 5.0

* 2006; Source: EBRD Transition Report 2011, aut(2009)
Integration to the world
Approximation to the EU is at various stages

Table 2.9. The approximation of Post-Yugoslavii¢o®U

EU EU
GDP | GDPpc| EU +| EU EU ; .
COUNTRY | 409 2010%/0 EMU | Only | Access candidate potential | 0
candidate
World 58260 100
BaH 17.0 44 X
Croatia 63.0 137 X
Kosovo 5.4 31 X
Macedonia 9.2 45 X
Montenegro| 4.1 65 X
Serbia 43.0 53 X
Slovenia 48.5 229 X

Source: EU data

Table 2.9 gives evidence for the status of Pogieslav seven countries in approximation to the EU.
It differs to a great extent, from a full EU plusrfzone membership (Slovenia) to lack of any formal
institutional relationship (Kosovo). Rank corretati between Post Yugoslav approximation to the
European integrations and GDP per capita is cloggetfectly positive. Higher degree of economic
approximation to the EU is thus a consequence thmtcause of higher level country’s economic
development.

Financial support for EU candidates and potenaadedates among Post Yugoslav countries is very
important. It contributes significantly to real ¢halso nominal) convergence, which is crucial for
enabling further steps in approximation to the Bldvenia not included as EU member from 2004.

From the point of view of EU as donor, results able 2.10 show that in period 2007-2013 financial
support did not substantially improve from the poeg EU six-year financial perspective 2000-2006:
Instead of one, now they sacrifice two coffeesigrinhabitant per year. More needs to be given in
2014-2020 financial perspective.
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Financial support from the EU to the Post Yugoslamnmembers remains insufficient

Table 2.10. IPA support for candidates and potémimdidates from the EU, in Million €

Per % GDP Popul| Per | All
COUNTRY 2010 | Cap.| 7-13 | 2007 | 2008 | 2009 | 2010| 2011 | 2012| 2013

2010 ; .

Mio € | Mio€
BaH 3.8§ 3844| 171| 659| 62 75 89| 105| 107| 109| 112
Croatia 1.55m 4426| 225| 998| 141| 146| 151| 153| 156| 156| 95*
Kosovo 11.8M 2208| 289| 638| 68| 185| 106| 67 69 69 74
Macedonia 6.72| 2053| 301| 618| 58 70 82 92 98| 101| 117
Monteneg. 5.78| 619| 383| 237| 31 33 35 34 34| 35 35
Serbia 3.24 7307| 191| 1393| 190| 191| 195| 198| 202| 202| 215

Source: EU Enlargement, 2012, IPA Revised perspedirussels 2012

Regarding receivers among Post Yugoslav countliegjbution of IPA funds is uneven. With regard
to their GDP Kosovo receives the most, while Cinttie least (almost eight times less than Kosovo).
With respect to population, each citizen of Montgoereceived from 2007-2013 IPA program the
most (383 €), while citizen of B&H the least (171 €

Higher degree of approximation leads to higher expwe to the EU and PIIGS

Following the EBRD Transition Report we define espe as sum of shares of EU (PIIGS) in

country’s own export, external debt and FDI infloWore exposed countries to the crisis

contaminated EU and especially to PIIGS are mormevable in times for its spreading over.

Exposure of Post-Yugoslav countries to the ailingoZone countries and even more ailing members
of PIIGS could negatively impact their domestic remmies.

Despite the fact that Slovenia is already membethef EU for eight years and Croatia becomes
member only in July 2013, Croatia is more exposetié EU than Slovenia. Table 2.11 clearly shows
large differences in exposure of individual Posg¥siav economies to the Eurozone (moderately
ailing economies) and to the PIIGS (heavily ailegpnomies). Macedonia is the most exposed to
PIIGS (Greece). In aggregate exposure to both grQupatia leads before Slovenia, while B&H is the

least exposed.

Table 2.11. Exposure of Post Yugoslav countrigeddeurozone and to PIIGS, 2010-2011,
(in % of GDP)

EU PIIGS

COUNTRY (230%3 Exp DEé(ktn FDI | Index | Exp DEé‘tt)t FDI | Index D'gi%fe
BaH 174 8| 3| .| 11| 3 3 . 6 17
Croatia 630 9| 31| 42| 82| 4 0| 5 9 91
Kosovo 5.4 4

Macedonia | 9.2| 18| 25 23| 8| 19| 6| 33 76
Montenegro| 4.1 1

Serbia 230 8| 18| ..| 25| 3 51 .. 8 33
Slovenia* | 485 33| 22| 21| 76| 9 0l o 9 85

* Eurozone member
Source: EBRD Transition Report 2011
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Comparing situation in Post Yugoslav countries 990 with situation in 2010

Table 2.12. Comparison of differences among Pogb3lav countries between 1989/90 and 2009/10 -
in GDP, GDP pc, unemployment

GNP | GDP | GSP| GDP Un | Un
COUNTRY (230%'; GZ%ESC Ga | Pc90 | Pc10 | 90 | 10, SAhZ‘;e 90 | 10
Slo=100| Slo=100| %Yu | %sum % | %
World 58260| 10000| 2.70
BaH 17.0] 4409 11.97 33 19| 12.4| 89| 35| 21| 28
Croatia 63.0 13754| 0.54 62 60| 25.6| 33.1| 75| 9| 13
K0OSovo 5.4 3059 6.15 20 13| 19| 28| 09| 39| 37
Macedonia 9.2 4460| 0.61 33 20| 5.4| 48| 06| 23] 33
Montenegro 4.1 6510| 2.50 36 28| 1.8 21| 03] 22| 18
Serbia 43.0 5269 -0.90 55 23| 33.3| 226| -10| 17| 18
Slovenia 48.H 22851| 2.26 100 100| 19.6] 255| 59| 5| 8
Benchmarks 100 100 0| 19| 22
OECD 41214 2.04
LDC 5454 478
BRICS 5 0473 6866| 4.75

Sources: The World Bank, IMF, EBRD, EU, own caltoies

If measured in current USD, GDP in 2010 of Post &&lavs (190.2 billion USD) is approximately
three times larger than in 1990 (around 60 billid8D). Devaluation of USD, “marketization” of
these economies and changes in population prolidaecase this growth by half. Among Post
Yugoslav countries, regarding the size of GDP Sievamproved its share from 1990 to 2010
together with Croatia, Kosovo and Montenegro, wtfie other three worsened their share. Regarding
unemployment level, situation is in 2010 slighthetter than in 1990 only for Kosovo and
Montenegro, worse for other five. On aggregatellef@nemployment is higher in 2010 than what it
was in 1990, but the misery is presently much smahs inflation rate does not exceed 5% on
average, while in 1990 it was 587%.

Table 2.13. Comparison of GDP growth rates of fariegoslav Federal units
Growth | Growth | Growth

Pop | Pop

70-89 91-10 05-10 A
COUNTRY | 5a345| Ga3.28| Ga3.3a|CPP2022 ﬁi?jo i;’iio Pop
Gaw 3.70| Gaw 2.59| Gaw 2.14
B&H 3.5 11.97 3.55 21.5| 45| 3.8|-0.7
Croatia 3.1 0.54 1.53 68| 47| 4.4)|-03
Kosovo 3.6 6.15 4.98 11.7| 2.0| 2.2| 0.2
Macedonia 3.6 0.61 3.53 10.0f 21| 2,1 0
Montenegro 3.4 2.50 4.53 57| 06| 0.6 0
Serbia 3.4 -0.90 2.61 478| 7.8| 7.3|-0.5
Slovenia 3.6 2.26 2.28 64.8| 19| 21| 0.2
OECD 2.04 1.1 53578
LDC 478 6.6 10297
World 2.70 2.5
EU 1.0
EMU 1.0

Legend: Ga = average GDP growth of PostYugoslawnties, in 1970-2010: 3.35%
Gaw = average world GDP growth, in 1970-2010: 3.15%
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Surprisingly, the average GDP growth rates forRbet Yugoslav countries are similar for period of
20 years before the collapse of SFR Yugoslaviaye20s after its collapse and within the latertfer
period around global financial crisis (2005-201The world growth rates, however, decreased
continually for these three periods. In comparispaverage world GDP growth rates, Post Yugoslavs
were growing only slightly faster in last 40 ye@8s45% to 3.70%) with some lagging in first twenty
years still being in ex-Yugoslavia (3.45% to 3.70#)d some exceeding in period of their
independence 1991-2010 (3.28% to 2.59%). Durinip@e2005-2010 of global financial crisis Post
Yugoslav countries were growing on average sigaifity faster than world on average (3.34% to
2.14%).

Intra-group, growth was much more stable in timesxeYugoslavia, followed in variability by period
2005-2010 and with huge differences in growth rateperiod 1991-2010, due to the effect of war
activities and international intervention.

In twenty years from 1990 to 2010 total populatmm territory of ex-Yugoslavia has declined by
4.7%, from 23.6 to 22.5 Million, with positive pdption growth experienced only by Kosovo and
Slovenia, and with the largest contraction in B&htiéSerbia.

THE FUTURE ECONOMIC GROWTH OF POST YUGOSLAV COUNTRI ES -
SIMULATION EXPERIMENT

Introduction

In contemplating about the future regional coopendintegration for Post-Yugoslav countries the
following order could be observed:

Vision — strategy (system reform) policy (measures)

For Post-Yugoslav countriegsion could include the following elemerits
* intensification of intra-regional cooperation ithfalds of social life,
« overall improvement of economic, social and pdlitidevelopment level in these countries,
» further integration to the EU and other alliancethe West and East of global community.

Economic development consists of economic growtba@ured by GDP and GDP per capita growth)
and growth of supra-structure (social, demograptiologic, political life, equality, education, 8ic
which both constitute growth of welfare of peopéetiae ultimate goal of country (society) system and
policies. While elements of country’s supra-stroetare difficult to measure and analyze, and also
matter of other sciences, the goal of this studipipredict the economic growth of Post Yugoslav
countries up to 2022. The goal is to achieve ab grgwth and level of development as possible so
that by catching up Post Yugoslav countries willroa the gap in economic development to
advanced countries.

Question is what kind dftrategy and policyshould be applied to achieve this catching-up .gbaé
existed economic system and experienced econonlicypmeasures will only extrapolate the
dynamics of past growth rates into the future. Bluthey are not enough to catch-up, the system
reforms and policy improvements will be neededdreterate the economic growth.

Economic growth is measured by GDP as output, widgchetermined by production factors (of
growth) as inputs. Many growth factors are listedheory and literature, all centered around chpita

® These elements of vision are proposed in autf®0¥ book “The Balkan Conflict and Its Solutionsfanet,
Pf, Ljubljana.
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labor, natural resources and technology. Herebst recent relevant common reference stusly
used for their identification. It lists 11 principagredients of sustained high growth for emerging
economies. They are: macroeconomic stability, opssninbound knowledge, export diversification,
capital deepening, public investment, employmeut esiucation, policy setting, energy consumption,
urban density and transportation modes.

Some of these are given by nature, other are aadjby human efforts (created). Some are related to
supply (production), other to demand and some ddl infrastructure improvements, which help
both supply of GDP and demand for it. In accelapggrowth, first, the capacity of already existing
factor endowment should be fully utilized (full @agity utilization), and second, endowments should
be increased and/or new factors should be creatsd ¢apacity creation).

Prediction of economic growth of Post Yugoslav couries until 2022

In empirical part, first, the economic growth of Pdrugoslav countries is predicted by simple
extrapolation of growth rates from recent past 2arg using so called “naive models or castle in the
clouds”. Prediction, which could be labeled onlytlas best “questimate” in present uncertain world,
shows significant growth of GDP and GDP per cajitthe next decade, which may be good per se
(in absolute terms), but in comparative sense ptiedis indicate that in the future the lag of Post
Yugoslav countries behind advanced countries (Elljmfact increase. Second, if such development
is not acceptable, system reforms and new policgsmes are needed to accelerate economic growth
of Post Yugoslav countries. For that purpose 1iofacof economic development are identified from
reference study (Spence, 2011) and the present lefvetheir accomplishment (fulfillment,
development) for each Post Yugoslav country antregs a whole is evaluated. Third, based on the
size of identified lags for each country and eaudtdr, specific system reforms and policy changes a
proposed, which are needed for Post Yugoslav ciasnto narrow the gap to the world frontier of
each factor/country and thus accelerate their GioR/if.

Prediction of economic growth of Post Yugoslav catigs - by extrapolation

a) Making credible 10 ye#&DP forecastis almost impossible task. Structural models aatrbe used
as predicted values of explanatory production factare not known. The naive models use
extrapolation of long-term growth from the last® years for next 10 years.

Here such extrapolation of growth rates and grawifficients is applied. Obtained forecasts are thu
more “guestimates” than credible predictions. Nthedess, it is better than nothing and good
quantitative foundation for further elaboration.

In Table 3.1 in version a) the GDP growth rate leetw1991 and 2010 is extrapolated to obtain the
predicted GDP in 2022. GDP growth among Post Ywyosbuntries will differ in period until 2022,

if average growth in period 1991-2010 is simplyragblated, as indicated by growth coefficients Ka
in Table 3.1. The fastest growth is predicted fos#&vo, the slowest for Macedonia (modifications of
past GDP average growth rates are made for Boadi&larzegovina and Serbia).

* UN Commission on Growth and Development underdestup of Nobel Price winner Michael Spence: “The
Growth Report: Strategies for Sustained Growth lantusive Development”, Washington DC, December®01
® In addition, for advanced economies the ultimiteting factors of potential economic growth areppation
growth and technological progress (Spence, 2012).
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Table 3.1. Forecast of GDP Growth in Post Yugoslauntries until 2022, in billion $
- extrapolation of GDP growth rates-

COUNTRY | GDP %rf_"i’gh Ka | GDPa| Gb Kb | GDPDb
2009 Ga 2022/2009| 2022 | 05-10| 2022/2009 2022

B&H 17.0] 11.97 1.264| 215| 355 1.574| 26.8

Croatia 63.0 0.54 1.073 68| 1.53 1.218| 76.7

Kosovo 5.4 6.15 2.173| 11.7| 4.98 1.881| 10.2

Macedonia 9.2 0.61 1.082| 10.0| 3.53 1.570| 14.4

Montenegro 4.1 2.50 1.379 57| 4.53 1.779 7.3

Serbia 43.0 -0.90 1.111| 47.8| 2.61 1.398| 60.1

Slovenia 48.5 2.26 1.337| 64.8| 2.28 1.341| 65.0

-Benchmark

OECD 41214 2.04 1.300| 53578 1.1

LDC 5454 478 1.888| 10297

EU 16000 1.1 1.152| 18432

EMU 1.0 1.138

World 58260 2.5 1.379| 80341

Legend: Ga = average GDP growth rate for period 19910; Gb = average GDP growth
Ka = (1 + Ga/100) exp13; Kb = (1 + Gb/100) exp 13
GDPa 2022 = GDP2009 x Ka; GDPb 2022 = GDP 2009 x Kb
Sources: The World Bank Data, EBRD Transition Repot1, own calculations

However, extrapolating past 20 years average graaths seems inappropriate and unrealistic,
because the war activities and unequal time spatata set cause deformation (for instance almost
12% yearly growth for B&H, or negative growth foer®ia), which could not be expected to remain in
future growth. Therefore in b) version the aver&@jeP growth rates of only last six years (2005-
2010) are extrapolated until 2022. This periodudels both pre-crisis boom and crisis drought. The
aggregate GDP for all Post Yugoslav countries wldler this scenario increase in next 13 years by
37%, from 190 Billion $ in 2009 to 260 Billion USD 2022.Taking into account predicted growth of
population in the EU by 0.77% per year and extrafpoh of past decline in population in Post
Yugoslav countries by 0.24% per year the averag® @Er capita will increase in EU from 32653
current $ in 2009 to 36864 $ in 2022, while therage for Post Yugoslav countries will increase from
8444 $ to 11841 $. Gap in GDP per capita betweertvwio will absolutely increase by over 800 $,
although the share will increase from 26% to 324, B is still not sufficient real convergence tor
prepare Post Yugoslav countries for the EU accas€lonclusion is that an active system reforms and
“industrial policy” measures are required to ack predicted growth and thus more significantly
narrow the gap of Post Yugoslav countries to theicl¢vel of economic development as measured
by the GDP per capita.

ldentification of development factors and their quéfication

Next, the present degree of fulfillment of 11 pipat ingredients of sustained high GDP growth is
evaluated for each of seven Post Yugoslav countiesording to our subjective evaluation in Table
3.2, based in official resources from the EBRD (iBition report), the World Bank (Doing Business),
EU (country reports for candidate countries) anecHf country statistics, none among Post
Yugoslav countries is over half of the world’s asled frontier in capacity utilization of their fact
endowments. Slovenia leads with 12/2fgree of capacity utilization, followed by Craativith
10/22, Macedonia, Montenegro and Serbia with 8422le B&H (4/22) and Kosovo (2/22) lag further
behind. There is a lot of space for improvementofiagtilization to accelerate economic growth.

® Maximum 22 is obtained as 11 factors times 2 (maxn achieved utilization of each at the world fient
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Table 3.2. Fulfillment of principal ingredients feustained high GDP growth among Post Yugoslav
countries, 2012

COUNTRIES BH| CRO| KOS | MAC | MON | SER| SLO | No Sfi‘lﬁ’;c
FACTORS
1.Macro-econ. Stability - - 0 - - 0 2
2.0penness -0 - - - - + 3
3.Inbound knowledge -0 - - - - 0 2
4.Export diversification @ 0 - - 0 0 5
5.Capital deepening - 0 - - 0 - - 2
6.Public investment - 0 - 0 0 - - 3
7.Employment, education - 0 - 0 0 0 + 6
8.Policy setting . 0 0 0 - 0 0 5
9.Energy consumption 0o - - - - 0 - 2
10.Urban density 0 O 0 0 0 0 + 8
11.Transportation modes 0 + - 0 0 0 + 8
Total out of maximum 22 4 10 2 6 6 6 12| 46| 46/154
30%
Present capacity + 50% 6 15 3 9 9 9 18] 69 45%
Present capacity + 66% 6,616.6| 3.3 9.9 9.9| 9.9]| 19.9| 76 50%
Present capacity + 100% 8 20 4 12 12| 12| 22* | 90* 60%

Legend: + = high =2, O=average =1, - = low=0 fulfihent of capacity utilization of factors
*only 82% for Slovenia possible

Source: Spence (in Blanchard O. et all, 2012), EBR&nsition Report, 2011; data from the World Bank,
EBRD, EU, IMF, own estimates

Based on estimated lags between present valuecbfgrawth ingredient and its possible maximum
value (2) system changes and policy measures aspoged for each Balkan country, such
improvements which will enable acceleration of theconomic growth. Linear homogeneous
production function of first degree is assumed mabde direct transposition of the growth of
production factors linearly to the growth of GDP.

a) For Post Yugoslavs as a groupggregate factor endowments utilization is 46 dut » 22 = 154
which is less than 30%, so that there is a lobofi for improvement, table 3.2.

* The weakest factors are macroeconomic stabilitppumd transfer of knowledge, capital
deepening and energy consumption. Better decisiaking by macroeconomic authorities,
increase in FDI inflow (not financial) or improvediucation, more savings transformed into
investment of capital, studying abroad and eneagyng programs could improve that.

* The best achievements by the group are currenidyec to relative low urban density and
transportation modes, and to certain degree toatiduc export diversification (not volume)
and policy setting.

b) Country-by country overview of Post Yugoslav countries indicates most impdrgatentials for
factor improvements. According to Table 3.2:

« Bosnia and Herzegovina is second least developedi(# potential growth which exists for
all factors; the average level of world factor iattion is achieved by country only in export
diversification, energy consumption (low developtenrban density and transportation.

* Croatia is above Post Yugoslav countries avera@g i(iLutilization of development factors,
with macroeconomic disequilibrium and energy constiom being the worse, while
transportation modes the best developed.
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« Kosovo is with the 2 out of 22 degree of utilizatithe worse among Post Yugoslav countries
so that potential to grow is enormous. Policy egttand urban density are a little better
utilized than other factors.

« Macedonia is slightly below Post Yugoslav averageich is 6.8) with regard to utilization of
development factors, similar to Montenegro and @erdll with the grade 6. All three lag
behind in particularly with regard to opennessoind knowledge. Macedonia is weak also
with capital deepening, export diversification, amergy consumption;

* Montenegro is weak with macroeconomic stabilityliqggosetting and energy consumption,
inbound knowledge and openness.

e Serbia lags behind mostly with macroeconomic stgbéind investments (both private and
public), but also with openness, and inbound kndgde

» Slovenia needs to invest more capital, privately pmblic, and decrease energy consumption.
Better policy setting, inflow of knowledge, expdaiiversification and macro-economic policy
could contribute to acceleration of growth.

Scenarios for acceleration of economic growth in$20y ugosilav countries

At the moment Post Yugoslav economies as a whdieeae less than 30% utilization of the world
frontier in production factor potentials. The pidd average 3.3% yearly GDP growth, based on
them, is not sufficient to decrease their lag teamded economies.

Proper economic reforms and changes in economicig®lcan increase capacity utilization of existed
and new production factor closer to world frontiersd thus accelerate economic growth of Post
Yugoslav countries in the future. Several altermatscenarios could be applied which differ in
intensity of production factor improvements. Thseeenarios are envisaged: active system reforms and
policy changes could improve factor potential métion by 50%, 66%% or 100%, that is from 46/154
to 69/154, 77/154 or 92/154. Even with these impments a lot of space would remain for further
improvements, as the highest proposed 100% grofvhctor utilization in Post Yugoslav countries
as a group will bring facto utilization only to 608bachieved world frontier.

With them the average predicted GDP growth ratd>fast Yugoslav should also increase by half, 2/3,
or 100%, that is from ceteris paribus factor witian situation leading to 3.3% GDP growth, to 4,9%
5.5% or 6.6% growth rates, if homogeneous prodadtinction of first degree is assumed.

Scenario for new forecast is that the average 200% growth rates will be adopted for 2010-2012
period and after that gradually increased in tlyegrs 2013-2015 to new higher rates which will be
then adopted for the remaining period 2016-2022s Gives forecast of GDP growth in Table 3.3. for
next decade until 2022.

In table 3.3 Gb are average GDP growth rates f@52D10 increased by 50%, 66% and 100%
respectively, K are coefficients (based on multigtion of growth rates during 2010-2022 period) for
multiplication of GDP in 2009 to obtain predicte@B for 2022. Compared with predicted GDP 2022
under assumption of extrapolation of based growamf2005-2010 for the whole period until 2022,
the improved GDP growth coefficient for the whobzipd K are adequately higher.
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Table 3.3. Accelerated GDP growth rates for Pogiodlav countries under different scenarios of
factor utilization improvements: 50%, 66%, 100%Million current $

COUNTRY | Gb O)Gb | a)GDP | b)GDP | c)GDP | GDP 22
05- a)(()509+5 b%g;* +)1oo 3022 %ozz %022 base
GDP2009 | 10 b | % |k*GDP | K GDP | K GDP| K GDP
World 2.70 13
58260 80341
B&H 170 | 355| 525 589 7.10| 1.8 309 1.9 32.6 2.1 36.2 15 26.8
Croalia 63.0 | 153  2.30 254] 3.06] 1.3 82.2] 1.3 83.9 1.4 87.2 1.2 76.7
Kosovo 5.4 | 4.98  7.47 827| 996] 2.3 125 2.5 13.4 28 156 18 10.2
Maced. 9.2 | 358 5.30 586 7.06] 1.8 16.7] 1.9 17.7] 2.1 19.3 1.5 144
Monten. 41| 4.53|  6.80 752 9.06] 1.9 7.9] 22 94 26 107 1.7 73
Serbia 430 2.61] 3.92 433 522 15 67.4 16 69.8 1.7 754 1.3 60.1
Sloven. 485 | 228 3.2 378 417| 1.4 7.8 1.5 74.2| 1.6 76.6] 1.3 65.0
EU 16000 1.15
18432

Legend: Gb = average GDP growth rate for 2005-2010,
Kb = (1 + Gb/100) exp 13; GDPb 2022 = GDP 2009 x Kb
* K numbers in table only with one decimal numlieiGalculation with three.
Sources: The World Bank Data, EBRD Transition Repot1, own calculations

Post Yugoslav countries with higher starting GDBwgh (from 2005-2010) will more increase their
GDP until 2022 by basic scenario (pure extrapahtior accelerated scenarios (50%, 66%, 100%
increase of basic growth rates). The resulting owement is, for instance, in extreme 100% growth
acceleration scenario in comparison to 2009 GDPrentban doubled GDP for B&H Kosovo,
Macedonia and Montenegro and still 40% to 70 %ease of GDP for Croatia, Slovenia and Serbia.
The share of Post Yugoslav countries GDP in woraPGwill increase from 3.1 promile in 2009 to
3.2 promile under basic scenario or 34 promile unidestest growth acceleration scenario. In
comparison to the EU GDP the ration of Post Yugoslauntries will increase from 1.18% of EU
GDP in 2009 to 1.41% under basic scenario and7#4%.in scenario of most acceleration. There is
acceleration of GDP growth in Post Yugoslav coestrbut probable still no sufficient to enable real
convergence of these countries to the EU. This shwoew difficult and almost unachievable goal is
real convergence for Post Yugoslav countries.

In table 3.3 for each country Post Yugoslav coustrgulations of future GDP grows give different
results. For Slovenia, for instance, GDP wouldaéase from 2009 to 2022 by 34% in basic scenario,
and by 58% in scenario of largest GDP acceleration.
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STRUCTURAL ADJUSTMENT OF SERBIAN ECONOMY IN
FUNCTION OF THE EUROPEAN INTEGRATION *

Petar VESELINOVI €?

Abstract

Structural changes are a necessity in transitiakirtg into account adaptation to the conditions
prevailing in the regional and global economic lev&t the beginning of the XXI century, with a
significant delay compared to other Eastern Europeauntries, Serbia has begun the process of
transition, during which one of the main objectitleat was set was the structural adjustment of the
economy to the conditions of the international ernit scene. However, after a ten-year period of
implementation of the process, the applied modekcohomic growth has become the obstacle to the
future development. There is a general agreemewoutalhis in the scientific and professional
community, as well as among economic policy maHérs.basis of the imposed compromise between
the profession and politics are obvious developaiatdfects, which the most recent global economic
crisis has brought to the surface in a very expficim. Expectations of the protagonists of therenir
growth model that under partial macroeconomic dighithe effect of the market mechanism alone
will bring about the desired structural changes @anot received practical confirmation. By speeding
up the Euro — integration process, these issuegaiging increasing relevance.

Key words:structural changes, transition, a new model of @it development, re-industrialization,
the European Union, the market economy

INTRODUCTION

By the end of the last century, the process ofcttral adjustment of the economy was the central
question of economic theory and practice in oumégu Due to the reasons for the abandonment of
socialist system and the complexity of the proagissonstruction of the market mechanism, it is
obvious that we are talking about profound and derphanges in the structure of our economy, with
far-reaching consequences for the society andelttions. The aim of these structural changes is
determined by the need to address the fundamemasiges in the functioning of our economy over
several years, primarily, its systemic inefficienahich was most obvious in the continual abserice o
positive effects of investment on economic grovetfigl in its total standstill. Therefore, the intérefs
the scientific and professional community in Serisidong-term related to redefining inherited and
establishing a new economic structure, with theketans a mechanism supporting the optimal
allocation of available production factors.

Although the theoretical postulates of the proaddsansition to a market economy have been widely
accepted in all countries that have moved towdrdse fundamental structural changes, implemented
models of growth and development were very diffeiandifferent national economies. In the year
2000, with a significant delay compared to the hé&erbia initiated the implementation of the
process of structural adjustment of the econontgr gkars of debate and several declarative ateempt
of change. During the great political instabilitiie choice was going in the direction of the growth
model, which was based on the inflow of foreignita@mnd the dynamic development of the service

! This paper is a part of research projects num#@015 (Challenges and prospects of structural @iy
Serbia: Strategic directions for economic developn@d harmonization with EU requirements), finahby
the Ministry of Education, Science and Technologiavelopment of the Republic of Serbia.

2 Prof. dr Petar Veselinovic, Associate ProfessdEafnomics, Kragujevac
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sector. However, the wave of the global economigiscbrought out our key development issue - the
unsustainability of the current model of growth afelelopment. The delay in the inflow of foreign

capital and a reduction of revenues from privakiwathave threatened with the long-term

macroeconomic stability disorder, and brought te gurface deep structural imbalances in our
economy, so that the unsustainability of the furtigplication of the development model from the
past ten years has become apparent. Despite theicgigt results achieved during this period, a
relatively high rate of GDP growth has been accarigzhby the continued increase in unemployment,
large foreign - trade deficit, rising foreign debigh public spending and the deficit of the state
budget. Negative growth rate of GDP in 2009 and22@&s just the culmination of an unbalanced
development in the last decade.

The scientific and professional community is unassiin their opinion that the current growth model
IS outdated and that the structural adjustmenhefeconomy is fundamentally necessary for getting
out of a deep developmental crisis. However, ttagee different opinions on the key directions of
structural change, order and pace of their impleatem, as well as systemic and substantive
assumptions of the new growth model. Most papethigiscientific field put the focus of structural
adjustment of the economy of Serbia on changingsthecture of the use of GDP and public sector
reform, while maintaining the existing material ddions of development. Without denying the
importance of these opinions, particularly in tiheaaof creating the necessary preconditions fava n
growth model, this scientific research associabesgriority of structural changes with the need for
change in the structure of GDP formation, and gtifegning the importance of the relative share of
industry in this process.

STRUCTURAL IMBALANCES IN THE ECONOMIC DEVELOPMENT O F SERBIA

During the transitional period of development, imeteconomic structure of Serbia, numerous
imbalances were cumulated, and deep deformati@ated, which raised many questions about main
factors of these negative flows. The most obviags is, certainly, the external imbalance, exprsse
in a growing trade deficit and thereby caused tiveent account deficit. However, a deeper analysis
suggests that it cannot be considered as the anlyecof developmental defects. In our case, fois,
the most part, a reflection of internal structysabblems, as well as an "elegant” way to solve the
problems of development in the short term.

The key initial factor in structural imbalancestire economy of Serbia, is linked to the more dymami
growth of aggregate demand, as well as final copsiom in its framework, comparing to the growth
of gross domestic produtiVvhile during the year 2000, demand has grown @vanage rate of 7.5%,
and the final consumption at the rate of 7.3%, gmsmestic product grew on average by 5.4% per
year.

Table 1. The use of gross domestic product in ¢éheg 2002-2012. (in% and current prices)

Year 2002.| 2003] 2004. 2005. 2006. 2007. 2008. 2002010.| 2011. 2012
Final
consumption| 100 99 97 95 94 98 94.4 95|9 99,8 96,3 95,2
expenditure
Individual
consumption 88 87 88 88 88 91 88 89/4 93,2 89,7 8,3
expenditure
The
households 77 76 77 77 76 79 75,8 76(5 79,2 76 74
sector
The 11 11 11 12 12 18 12{7 12,9 18,1 12,8 12,8

3 Stamenkou, S., Kovaevi¢, M., Vugkovi¢, V., Nikolig, 1., Busatlija, M., (2009)Ka novom modelu ravnotgZgbornik
radova, Ekonomska politika u 2010. godini, Rao drustvo ekonomista, Beograd, pp. 23.
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Year 2002.| 2003| 2004. 2005. 2006. 2007. 2008. 2008010.| 2011, 2012

government
sector

Collective
consumption 12 12 9 6 6 6 6,9 6,
expenditure

ot
(<2}
[¢2)
(2]
(2}
(o)}
(3}

Gross

. 18 19 19 19 21 21 23,2 16{7 17,8 18,5 19
Investments

Changes in

; ; 2 3 10 5 3 3 5,4 2,64 -0,5 1}7 2
inventories

Source: Zec, M., RadoijiO., (2010), Sistemski deficit i tranzicija u $ifitkonomsko-socijalna struktura
Srbije-Winak prve decenije tranzicije, Zbornik radova, Naa drustvo ekonomista, Ekonomski fakultet
Univerziteta u Beogradu, Beograd, pp. 160.

The growing "gap" between production and consumpti@s being covered from the real sources:
from revenues from privatization, donations andréving abroad, which have prevented serious
inflationary pressures from excessive demand. dtaar that more was spent than produced, and that
that is the main source of long-term problems,ipaldrly given the structure of that consumption.
After examining the use of gross domestic prodiicis evident that the individual consumption
expenditures of households in that period were ebt®£6 of gross domestic product, and in 2012
they even reached 74%. In addition, the total edjpere on final consumption of households and
government has exceeded 95% of gross domestic gradua result of very low accumulative
capacity of the Serbian economy. Almost the ergiess domestic product went on consumption,
while domestic sources of investment were miniraa there were none in some years. When taking
into account gross fixed capital formation, it dag seen that the sum, with the final consumption
exceeds the available gross domestic product avarage of about 15%, so it is clear that economic
growth in 2000 was, for the most part, based oridreagn accumulation.

The presented data suggest that the key strudémbalances in the economy of Serbia, is related to
improper relationship between production and comdian. It is also the main source of external

imbalances, which is further emphasized by thewor&ble structure of gross domestic product. Slow
growth of the domestic real sector and the domiearic¢he service sector in the creation of the gros

domestic product, crucially aimed commodity flowisegcess of domestic consumption in relation to
production. Increasing demand for imported gools, dudden liberalization of foreign trade flows

and reducing supply of domestic goods for expoerena source of long-term trade deficit and a major
source of dynamic growth in trade, transport androoinication and financial intermediation.

The already mentioned three fundamental imbalanttes: relationship between production and
consumption, the structure of generating GDP amtirmoal trade deficit, are followed by a number of
developmental defects, which clearly reflect theatisfactory results of the economic policy in the
transition period. In the first place, we shouldniren the movement of public expenditure and its
structure during this period. Total public expeadit grew slightly more slowly than overall
consumption, with average growth of 6.9%, muchefashan the gross domestic product. In 2008,
public spending has reached 46.1% of GDP, which sigiaficantly more than similar neighboring
countries, such as Croatia, with 39.6%, Bulgaritn\80.5 % and Romania, with 38.8%he level of
public spending alone would not be such a negatigieator in the case of high investment activity
that positively affected the overall economic trend the country. In contrast, in the structure of
public expenditures, current expenditures accoufie®7.8% in 2007, and 89.7% in 2008. Capital
expenditures were moving below 10%, indicating exigly unfavorable public spending. In addition,
Serbia is leader in the amount of spending on pessand salaries in the public sector, which in the
period recorded the much faster growth than reeggdomestic product.

4 Stamenkovi, S., Kovaevi¢, M., Vugkovié, V., Nikoli¢, 1., Busatlija, M., (2009)Ka novom modelu ravnoteZébornik
radova, Ekonomska politika u 2010. godini, Rao drustvo ekonomista, Beograd, pp. 26.
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Although the growth rate of gross investment wahér than the growth of GDP, due to the relatively
low base-line in 2001, it was unsatisfactory. With annual average of less than 20% of gross
domestic product, the relative share of investmgas much lower than in other post-socialist
countries. However, the relative level of investimemot the only problem. Structure of investments
followed the structure of gross domestic produotttee investments in the production of tradable
goods accounted for just over 26%, as was the sbfathis sector in overall economic growth.
Investments were concentrated in the service seegspecially in financial intermediation and real
estate, which caused the deformation of the stregrowth.

Based on these findings, it can be concluded thatnain feature of the development of Serbian
economy is extreme imbalance, with formed fundaalantbalances that hinder sustainable growth.
Unique mark in domestic literature is that theseettgpmental flows are a consequence of applied
growth model after the year 2000, which main fagtas consumption on a base of borrowed foreign
accumulation. Autonomous sources of growth in pleisod were not made, but the national economy
is again brought to the state of functioning witle rate of accumulation near zero, and without a
strong material basis for repaying a growing exakedebt. The first crisis has melted growth potanti
and the national economy entered a recessive traumish led to the forced mitigation of some forms
of structural imbalances (decrease in trade anthpais deficit and public expenditure).

Arrangements with the International Monetary Funtd aescheduling of repayment of part of
commercial debts, created a necessary break, whigtt be used for the necessary reforms and
directing the national economy toward a new devalamt model. One of the priorities certainly has to
be to eliminate the structural imbalances created.

STRUCTURAL ADJUSTMENT OF THE ECONOMY IN THE FUNCTIO N OF
EURO-INTEGRATION PROCESS

Transition and economic reforms in the Serbian espnhave lasted for twelve years. As at the
beginning of the third millennium, the Serbian emmry is at an important crossroads. The initial
macroeconomic successes, based on the stabilizaibthe government artificially maintained gave
short-term results. However, the validity of theuks has been questioned due to the currentionilat
trade deficits, high costs of living and low competness of the Serbian economy. The development
of Serbian economy in these conditions, years oétians, war and political unrest, was limited by
serious structural problems.

The economic structure of Serbia after the yead 268 changed in favor of the service sector, which
had the highest share of GDP in that year. Alsa, emonomy has had a relatively high cost of
economic growth. Achieved economic growth was basmedhe expansion of domestic demand, the
current high cost deficits and deep debt.

The global economic crisis and domestic economiession in 2008 and 2009 have been a good
foundation for the creation of many systemic disbois in the economy, especially the structuralsone
Considering that the economic crisis will continudiich means that Serbia in the near future cannot
again expect to receive new foreign investments ihecessary to find new sources of economic
growth. We need to turn to domestic goods, investnamd development of the right sector which
could in the short term increase export, reducenph@yment and increase living standards.

The results that the economic development in Sdrasgaachieved show that the model of economic
development urgently needs to change. Developn@mydn the future needs to be oriented towards
the export market. In order to achieve this, theicstiral changes in the Serbian economy are
necessary. Structural adjustment of the Serbiancgg should include comprehensive changes in
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many areas: the structure of production, finanegislation and organizational structure at the aicr
and macro level.

While looking for an answer on how to continue tevelop the domestic economy, European
economic organizations as well as our organizati@esl to be involved in these issues so that Serbia
joins the European market trends in some futuregetnfortunately, the need for major changes in
the economic structure demands completely oppositiee existing conditions, because the economic
crisis has halved foreign direct investments, a#l we significantly reduced export. Significant
limitations are reflected in the fact that the legé national resources is not significant enough t
initiate a wave of investment in Serbia. Despitesthadverse circumstances, Serbia has no choice.
Previous economic development was based on an edpo®odel whose results are far from
employment growth, reduction of the national delegluction of poverty and increase of living
standards.

Preparation of internal markets for the Europearoblis certainly one of the main levers of economic
structural adjustment. The strategy of the Serg@mrernment is EU integration. That is, in a way th

easier way to reach world markets, and on the dtiagid, the basic condition for resolving the
problems of development of the domestic economyfandchieving a stable democracy.

Also, that is the only way for all the countriesQduth East Europe, under the auspices of thedU, t
provide free international flows of their goodstwstructural adjustment and the development af the

infrastructure and the acceptance of the Europegel Bnd institutional framework, and thus improve
their competitive position in the European and woeconomy. European integration will enable
Serbia to strengthen existing and normalize andrane lost relations with the former Yugoslav

republics. Liberalization of the collaboration witeighboring countries and the Mediterranean
countries is the natural direction of preparing &éohigher level of competition in the markets of
Western Europe and world markets.

To make something like this happen, it is necesgafift our economy on a much higher level. For
this to be achieved, it is hecessary to createnargy of macroeconomic policies and enable a strong
development of microeconomic entities. In this seiise export is one of the imperatives, and it can
be increased only by developing competitive adwgegaf our economy.

The experience of most countries in transition shdhat there is no satisfactory quantity and
especially the quality of economic growth and depelent without a greater internationalization of
the economy. It can be concluded that one of thst maportant determinants of policy development
is export orientation and improved export perforneaf the domestic economy.

Fifteen-year long practice in our country is quitéavorable. Already established production stmectu
of the economy does not allow a significant expam®f export. Overestimation of the domestic
currency led to a long-term stagnation in expaitge to the decline of its price competitiveness, as
well as increasing import dependence of the econoBEwxport potential of the economy is
characterized by low competitiveness with a higgrde of diversification and the small effects of
economies of scale, which has, with great depemdendmports, caused the increase in the foreign
trade deficit.

The main cause of our huge trade deficit is th& &qort potential of the domestic economy. Also,
the main causes of the lack of exports are thedhgkoduction, then its slow adjustment to struaku
changes of world import demand and the decreas®tivation of domestic producers to export.
Export orientation is now restricted to a few inthiaé areas: manufacture of food products and
beverages, basic metals, chemicals and chemicdugts rubber and plastics and the production of
garments and fur.
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The index of price-cost limit shows that in theatlely large number of areas, the value of the isos
greater than the selling price, which is, from Wi@vpoint of basic economic principles, unaccemabl
However, price elasticity of our export demandasyow. This shows that our exports are obviously
directed to neighboring countries and less develaparkets where price competitiveness is not sharp.
In the Serbian development policy, special treatnséould be received by the export industries that
have achieved the technological competitivenedhaif export products. Of great importance is the
established scientific knowledge and modern teaygyohs a key factor of economic competitiveness
in the international market and the increase obexgf technology-intensive products and services i
international trade.

The creation of a competitive economy should leesignificant changes in the production and export
structure of the economy. The prognosis is thailitchange the structure of manufacturing in favor

of high-tech industries, whose share of 14.6% i@526hould be increased to 18% by end of 2012.
Also, the share of semi-technological industriel fail from 48.35% to 45.95%, and the share of low

technology industries from 37.15% in 2005, to 36ih%012.

Table 2. Structural changes in the economy of §erb2005 — 2012.

2000. | 2005. 2012.

Food products, drink and tobacco 28,7 31,9 31,3
Textiles and textile products 9|5 41 3,7
Leather and leather products 1,6 1,1 1,1
Wood processing 1,1 1,0 0,5
Paper and publishing 4,9 5,7 4,9
Coke and refined petroleum 1,5 12,3 12,7
Chemistry 12,6 12,3 12,7
Rubber and plastics 4,8 4.4 50
Non-metallic minerals 7,3 5,2 4,8
Metals 11,9 12,7 12,Q
Machinery and equipment 4)1 6|, 7 8,0
Electronic and optical devices 3,9 43 5,0
Means of transport 51 3,6 5,0
Other industries 2,8 2,3 2,0

Source: ,Nacionalna strategija privrednog razvojebge 2006-2012",
Beograd, 2006, pp. 15.

According to the estimates given by the Nationabrieenic Development Strategy of Serbia, in the
future, export leaders should be expected in thealnsector, food industry, chemical sector and the
sector of rubber and plastic. Also, in the struetof exports, the high-tech industry should inced&s
share to 20%, while services will continue to doaténin the future.

As already mentioned, the branches whose develdpshenld be supported are those that in the most
productive way use the factors of competitivenlas our country has. In other words, those branches
in which domestic factors of competitiveness calést expressed are needed.

The aforementioned statement does not mean thabdh@an economy should not follow modern
technical and technological trends, but rather tpposite, depending on its capabilities and
development potential, it must be included in thedt technological revolution. Too much lag in
technological development would lead the natior@nemy to even more unenviable position in
comparison to other European countries.

In order to improve export performance it shouldde¢ermined, as soon as possible, which are the
products that have already done well in the worlarkat, but may face some constraints in the
implementation. Or, what are the products for whtal demand on the world market is still growing,

and the fact that their production can be organimedncouraged in our companies. Of course, the
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financial help from the state or through bank loansnore favorable terms than they currently are is
needed.

New products and technologies as a result of thiwitgcof the creator should be the pillar to
enterprises in defining development options, whiobuld lead to the unity of the concentration
capacity and human resources, which is a prereéguéscreating a quality environment.

With proper reconstruction and transformation & &xisting economic environment it is possible to
increase the efficiency of existing production poid, as well as efficiency of the economy at the
expense of creating new economic apparatus, thrthmltintroduction of new technologies through
the creation of new products with the active ussoidntific - technical achievements.

Acceptable development implies economic internaiaation of Serbian companies and job growth

in the international market. But to achieve thiss inecessary to harmonize the Serbian econonty wit

modern conditions. The accumulated problems derttamécceptance of the new model centered on
the export orientation of our economy. The emphsis@uld be on the development of those sectors
that have good conditions for sale in foreign mexke

Historically, Serbia repeatedly stood at a crosdsod hat's the situation again. Comprehensive and
dynamic socio-economic changes are needed, asawedltructural, institutional and technological
changes.

CONCLUSION

Structural changes are a necessity in transitiaking into account adaptation to the conditions
prevailing in the regional and global economic le¥é the beginning of the XXI century, Serbia has
started the process of transition, during which oheéhe main objectives defined in terms of the
structural adjustment of the economy to internaioeconomic scene. Structural adjustment is
assumed to formulate development strategies andigmlthat would allow equal participation of

Serbian economy in the process of internationaheauc relations.

The global economic crisis has placed the econgmilicy of Serbia in the second half of the 2008.
the new challenges. After the political choicest thee heralded as a milestone in the economic
development of Serbia and its accession to theittddems that the global economic crisis cameeat th
worst time for the Serbian economy. Macroeconomablems, which have certainly been present
earlier, we are particularly exposed: the probleirinflation, unemployment, the problem of the
exchange rate and balance of payments problentyiakers in Serbia were faced with issues that
provide macroeconomic stability and financial digbiof the banking system, as a guarantor of a
much broader framework of economic system, whichld/@revent the occurrence of panic, both for
businesses as well as the population.

The task is challenging, especially in conditiorfshigh public spending, unrealized economic
restructuring, high unemployment and the constargat of inflation, and at the same time they can
not rely on significant economic support to foreigvhen there is financial insolvency of the most
developed economies of the world. While it is cldeat policy makers in Serbia can apply economic
policies similar to those in developed countriage tb inflationary pressures, high aggregate demand
private consumption, but the question is whether ghssible change in the economic policies of
countries affected by the crisis. In relation te tjuestion of whether a more active state roldén t
functioning of the economic system and what theseqnences of such changes have on an otherwise
underdeveloped market system.

It is also important to perform analysis of theatigin between economic policy and structural change
in the transition through the movement of macroeauin indicators, as well as establishing links
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between their movements and structural changeticiar attention should be paid to the analysis of
export potential and foreign trade as a directltedithe current economic structure. In this whigi
possible to measure the impact of economic policesthe development of existing structural
imbalances within the Serbian economy.

Structural adjustment of the economy since the 38tés of the last century, the central question of
economic theory and practice in Serbia. Due tordasons for the abandonment of the socialist
economic system and the complexity of the constucprocess of the market mechanism, it is
obvious that this is a profound and complex chamg#ése structure of the economy, with far-reaching
consequences for the whole relations of societg. dim of these structural changes is determined by
the need to address the fundamental problem in I&- rfunctioning economy, notably its systemic
inefficiencies, which was most evident in the conéd absence of the positive effects of investment
on economic growth in its total standstill. Therefathe interest of the scientific community in [Ser
term related to redefine inherited and establishatew economic structure, with the market as a
mechanism supporting the optimal allocation of ke production factors.

Although the theoretical postulates of the traositio a market economy have been widely accepted
in all countries that have moved towards thesedomehtal structural changes implemented models of
growth and development are very different from omehe other of the national economy. Serbia's
2000th years, with a significant delay comparedtteer countries, started the implementation process
of structural adjustment of the economy, after yadrdebate and more declarative trying to change.
In terms highlighted political instability, econampolicy conceived the model of growth, based @n th
inflow of foreign capital and the dynamic developrnef the service sector.

However, the wave of the global economic crisithtoforefront came our key development issue - the
unsustainability of the current model of growth afevelopment. The delay in the inflow of foreign
capital and a reduction in revenues from privaiirathave threatened long-term macroeconomic
stability and disorders brought to the surface detepctural imbalances in the economy, so that it
became apparent unsustainability further applioatievelopment model of the last ten years. Despite
the significant results achieved during this periadrelatively high rate of GDP growth has been
accompanied by a continuous increase in unemployradarge trade deficit of the state budget. All
these developmental problems, largely the resudt ofarked degree of structural imbalances, which
must be minimized in the future.

For the next period should be reviewed reality aexl development objectives in the light of initial
positions and inherited structural imbalances ionemic development. You should also analyze the
importance of re-industrialization, as a basis fost-crisis development model of Serbia, which
implies a significant role in the industrial devehoent of Serbia. Associated with the re-
industrialization is intra-regional trade, whichase of the drivers of economic development because
without a significant presence of Serbian economghe region is not possible to expect reduction in
the trade deficit and the considerable inflow akfgn funds from exports.
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THE OPENING OF ACCESSION NEGOTIATIONS BETWEEN SERBI A
AND THE EU - HARMONIZATION OF THE FOREIGN POLICY AN D
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Abstract

Getting the date for opening accession negotiatiovih the EU represents a new level of
intensification of the process of European inteigratof our country. At this point it is necessany t
perform an analysis of possible positive and negagiffects of these negotiations. In the first pdrt
the paper the authors deal with an analysis ofghssible effects of the negotiations on the foreign
policy position of the country as well as the fimtal role of the negotiations in order to compléte
process of democratization of the Republic of $erhi key step towards the EU integration is the
harmonization of the Serbian legal system with Bk legal system. Harmonization of legislation,
which began with the adoption of the Action Plantiog harmonization of domestic legislation with
the EU in 2003, has still not been completed. Campdaw is one of 33 chapters relating to the
compliance of national law on the path to full E@mbership. In the second part of this paper, the
authors analyze the current degree of harmonizatbrdomestic economic and legal fields with
European directives. Since the EU was establisbeaipany law has an important role in promoting
economic integration. Convergence and harmonizatiomational company law is very demanding as
it encompasses three areas: company law in thetssense, accounting and auditing. National
Programme for the Adoption of Acquis in the peffiman 2013 to 2016 assesses that company law has
been mainly harmonized. However, as it is alwayated to economic development and is subject to
constant changes, the programme plans for furthecgss of harmonization of national company law
with EU company law.

Key words:accession negotiations, European integration, camyplaw, acquis, harmonization of
legislation

INTRODUCTION

The main characteristic of relations among the nmexnskates within the EU is their close connection
and clearly established mutual rights and obligetidJnlike its internal relations, the EU relation
toward non-member countries is completely differdnts significantly different from the relations
among the countries within the EU, since the nomber states have neither rights nor obligations
towards this organization. In some cases, wheantas to closer relations and cooperation with non-
member states, the EU's relationship changes. fdwegs of strengthening ties among non-member
states and the EU is termed accession, which itedicgeparate and specific relation through which a
non-member state enters into closer cooperatidmtivé EU and receives certain rights, but alsostake
over some responsibilities (DimitrijeviRai¢,107) In order to complete accession, it is hecgdbat
certain conditions are fulfilled, so that the newmber state after the accession to the EU coul# wor
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Process of the EU Accession” No. 47028 financethkyMinistry of Science and Technology of the Rdjouf
Serbia.
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within its system and the already established rdleése EU Council adopted the Copenhagen criteria
(in 1993) which have determined three basic comastithat must be fulfilled by each country
applying to become a full EU member. These conditianclude political, economic and legal
activities related to adoption of the EU acquise Thurth condition known as the administrative
condition was added later, in 1995 in Madrid. Tae$t condition demands the establishment of an
administration apparatus capable of implementireg abdopted acquiéacquis communautaire 5o,
according to these criteria, an EU potential mengtate, and thus the Western Balkan countries also,
needs to direct political, economic and institugbbdevelopment towards the values and models on
which the EU is based, primarily in the domainslemocracy, human rights and market economy.

The Western Balkan countries’ accession has soreeif&p features because of the process of
disintegration and conflict through which they hpdssed. Significant differences that existed
compared with the other countries of Central andt&a Europe have imposed a different EU’s
approach in terms of their accession. In 1999 tHeC6uncil adopted a special strategy for integratio
of these countries - Stabilisation and Associatwacess, as an opportunity for these countries to
gradually approach the EU with the perspectiveoofipg the European structures. The main goal of
this process has been to achieve stability in thesetries through bilateral and regional cooperati
The process is based on the idea that Western Ba&antries’ accession is impossible without
political and economic stability in the region (Ragevi¢, 61).

The legal basis and certainly the most importastrinment of this process is the Stabilisation and
Association Agreement, which has been concludedraptémented in the Western Balkan countries.
The first two Western Balkan countries which sigrigwe Stabilisation and Association Agreement
were Macedonia (2001), and Croatia (2001). Subsetylethe same agreement was signed by
Albania (in 2006) and Montenegro (in 2007). The W& of Serbia concluded the agreement in
April 2008 and Bosnia and Herzegovina in June efsame year. These agreements are characterized
by the fact that prospective membership is plarfoedhese countries but without an automatic right
of a candidate status and there is no obligatiothef Union to accept a member on this basis.
(Vukadinovt,.520) .

LEGAL NATURE OF THE STABILIZATION AND ASSOCIATION A  GREEMENT

Due to the mentioned characteristics, these agmisnh@ve a complex legal nature. They are, on the
one hand, preferential trade agreements with cepalitical clauses (Radivojeyi62). At the same
time, they are standard agreements, which meatghéhabligations that a signatory country assumes
and the rights it acquires are same for all thentiaas of the Western Balkans and they are not the
subject of negotiation. The only subject of negaiia are deadlines in which the contracting state
should fulfil its obligations. Since the level obwklopment of the Western Balkan countries is
different, every country determines the term of Hweement implementation, by evaluating its
potential to implement the concluded agreementifen It is necessary that the EU accepts the
proposed term. In current practice, the estimatenid were in the range of 6 to10 years from the dat
of entry into force of the agreement.

On the other hand, by signing the agreement, ibines the source of the community law for the
Western Balkans. Implementation of the SAA provisichelps the Western Balkan countries to
achieve harmonization of their legal system witle tBU communitarian law. Due to the great

importance of these agreements in the building sirehgthening of new legal institutes within the

EU, they are treated as "non-regular” source, Wiyt &ccepted by the European Court as "an integral
part of communitarian law” (Bui¢, Andrejevi,.515).

Association agreements must be ratified by all memdbates. The agreements are concluded by the
Council after obtaining the approval of the Eurap@arliament. The ratification process is very long
and because of that, at the same time the EU adeltransitional or interim agreements with each
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country individually. These interim agreements abm start with trade liberalization and
harmonization of national legislation with the Etbais.

THE ACCESSION NEGOTIATIONS - CONCEPT AND IMPORTANCE

The Republic of Serbia have had the same path efBhropean integration as other applicant
countries. The SAA between the EU and its membateston the one hand, and the Republic of
Serbia, on the other hand, came into force on leGdper 2013, as the ratification process was
completed on 24 July 2018his ended the preparatory phase of Serbia's mtiegrinto the EU and
the European leaders have made a decision to @gessaon negotiations with Serbia.

The accession negotiations represent the finabsththe integration process of the candidate ecgunt
into the EU. In order to start accession negotmgtivith the EU, the concerned state must have
fulfilled all the previous obligations from the pess, i.e. concluded the Stabilisation and Assoadiat
Agreement, been granted the candidate status andrpits ability to enter the final but most ditflt
phase of the European integration. The accessigatiaions are in fact negotiations on conditions
under which a candidate country accesses the EbDseTlkonditions are essentially related to the
fulfilment of the third Copenhagen criteria, i.eartmonization of national legislation with the EU
acquis. The EU acquis is, for the purposes of natims, divided into 35 chapters and each chagter
negotiated separately. The basic principle of riagiohs is that nothing is agreed until everythisg
agreed.

THE PHASES OF NEGOTIATIONS

Within the accession negotiations, first step iee@ging - an analytical examination of legislative
harmonization of a candidate country (in our casebi@n law) with the EU law. The procedure is
implemented by the candidate country in collaborativith the Union. The screening is conducted at
two levels: multilateral and bilateral. Multilatérscreening includes several candidate countries to
which representatives of the European Commissi@sgntthe acquis communautaireBilateral
screening includes meetings of one candidate cpuwith representatives of the European
Commission, during which the relations between thational legislation andthe acquis
communautairare established. On the basis of these meeting€&utopean Commission adopts the
Screening Report.

The novelty in the methodology of the accessiorptiations adopted by the EU in negotiations with
Montenegro in comparison to negotiations with Geo& putting the focus on chapters 23 and 24,
which cover the area of judiciary and fundamenitits, justice, freedom and security. In the cdse o
Serbia, these chapters will be the subject of simgein the very beginning and will remain open
during the entire course of the negotiations. Uabedd progress in the negotiations in these two
chapters may lead to a delay in the opening ansingoof other chapters. Another novelty is the
introduction of interim benchmarks in these two ptkes to be monitored. These criteria will be
included in the EU Common Position on the openihgegotiations in the two chapters which means
that it will take another decision, that is EU CoamPosition, on defining the fulfilment of transien
closing benchmarks and establishing closing bendtsn®nce the last chapter is provisionally
closed, the Council re-decides on the completiorthef negotiations and the signing of the EU
accession.

The course of the entire negotiating process shoolde directed just to a quick negotiation clesur
and obtaining the date for the EU access, butdhesament to the EU standards. It is in the intieoés
the candidate country to achieve the best possittfeduction to the acquis and EU standards.
Therefore Serbia should focus on its priorities #reldevelopment of cooperation with the countries
of the Union.
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FOREIGN POLICY OF SERBIA AND ACCESSION NEGOTIATIONS

At this point it is necessary to perform an analysi possible positive and negative effects of the
opening of accession negotiations as a new phaaropean integratioff.he importance of opening
negotiations is reflected in the foreign policy ios of the country, the internal motions and the
functional role of negotiations in relation to tbempletion of the process of democratization of the
Serbian state. However, in the case of Serbig, first necessary to present and analyze briefly th
impact of negotiations on the country’s foreignippin general — as not much research has been done
in this domain. Also, while usually being the ledsinsparent and poorly understood area of
government work, foreign policy is a highly sengtarea, so the impact of international integratibn

a country on this policy deserves particular aitent

Theoretically, foreign policy is related to the toédefined by ruling political parties) that a oy
seeks to realize abroad, the underlying valuestiamdvays and means to achieve the selected goals
(Kegli, Vitkof, 122), or as Modelski (6-7) put ibhg time ago, foreign policy it is the system of
activities evolved by communities for changing tiehaviour of other states and for adjusting their
own activities to the international environmentrtharmore, some authors emphasize thateign
policy of a nation as more than the sum total ©fatreign policy (throughout the courses of acfimn
achieving objectives) for it also includes its coitment, the current forms of its interests and
objectives and the principles of right conduct thgtrofesses” (Parkash, Prem, 66). In a nutshell,
Chand summarizes the notion of a country’s forgiglicy as “an expression of its fundamental self
identity as a civilization at given point of itsskory.” (Chand, 7) It is usually assumed that themm
factors influencing a country’s foreign policy inde its geostrategic position, military strength,
economic power and the state system. But, in tee ohinternational integration, all or some ofsine
factors may be reduced in the significance or valtily adjusted/subordinated to the integrationlgoa

In a globalized world, nations feel pressure tm jtiade and political pacts. These international
groupings often erode national democracy while rofée diminished accountability at the wider
policy-making level. How, then, trade pacts cansbject to democratic accountability and how
integration can proceed without losing the advassagf smaller-scale political process? The
internationalists may be naive enthusiasts, whiéertationalists may often be bigoted and reactionar
But somewhere in this debate lie the core issug®wérnance in a globalized and integrated pfanet

According to a research done by ISAC Fund (Novakd@13), the domain of Serbian foreign policy
and the process of the decision making are qualdi® being very non-transparent primarily for the
reason of absent relationship between the foreddioypissues and Serbian citizens, but also foeoth
reasons. In more politically developed countriaghsa relation is usually based on activities of
defining foreign policy priorities, creation of fEign policy and its implementation/control by its
citizens, thus making the policy legitimate and esokd by the majority of citizens. As mentioned
above, this is a critical input for developing agign policy as a fundamental self identity of giova

at a particular historical moment. In addition twls an inappropriate and unsustainable functioonfng
the decision making in the domain, it has been ssesk that Serbian foreign policy faces two
additional sets of important challenges: a rathesrtsterm horizon of Serbia’s strategy for its
international relations (due to a lack of a broastarial consensus as its basis, which also steoms fr
the absence of the above noted relationship), Aednecessity of the country’s foreign policy
harmonization with the EU Common Foreign and Ség&olicy (CFSP).

There is a widespread belief (that is not compjetetjustified) that Serbia has not managed to
create/adjust its foreign policy in accordance wiihbulent changes which have occurred in this
globalized and interconnected world during the thestades. Longer-term foreign policy priorities are
most commonly defined in a formal document credbgdthe government and adopted by the

* http://www.globalpolicy.org/nations-a-states/pioki-integration-and-national-sovereignty-3-22.hft® Sept
2013]
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assembly/parliament, thus ensuring wider socialpsup In contrast to all neighbouring/former
Yugoslav countries, Serbia has not been able tateresor pass such a strategic document but its
foreign policy could only be analyzed from spedpartial documents, actions or statements from
ruling political elites. To put it simply, Serbiafereign policy during the last several years coodd
presented as relying on ‘four pillars’, i.e. the [Ethe US, China and Russia, or being stated
forthrightly as ‘both the EU and Kosovo”. The abawaention research, however, underscores that the
relations between the EU and Serbia are more difilateral nature as “... they imply the process of
Serbia’s integration into the EU through structuefiorms based on the values the EU is founded
upon. The goal of this relation, therefore, is ac#jic “Europeanization” of Serbia, i.e. its essaint
transformation into a country capable of assumihgights and obligations stemming from the EU
membership.”(Novakovi 28)

Here we come to a quite delicate area in the cgigntiegotiations with the EU, i.e. to what extentla

at what speed Serbia can or wish to harmonizeitign policy with CFSP. Chapter 31 of the acquis
— Foreign, Security and Defence Policy, clearlytestathat CFSP and the European Security and
Defence Policy (ESDP) are based on political datlams (expressing values and attitudes jointly
achieved) and legal acts, in form of legally bimginternational agreements, but also includes agtio
aimed at realizing declarations and/or agreemeSBts. “applicant countries are required to
progressively align with EU statements, and to wmanctions and restrictive measures when and
where required® Such an alignment does not refer only to declamatactions made by the EU
independently but also to corresponding documemid actions initiated by the EU in other
international fora and organizations (for exampltes UN, Council of Europe, etc.). In addition to
‘technical’ changes regarding Serbia’s governmard #@s work in the domain of its foreign and
security policy (making the cooperation with the Edhnically possible in the areas), a more difficu
task in the harmonization of the country’s foreggplicy lies in the domain of foreign-policy values
contained and stipulated in the related EU docusatdclarations and actions. As defined above, a
foreign policy is more than a sum of internatioraitions taken by a country — it is also its
commitment to certain set of values, in this cdmeunderlying values of the EU itself. In this way,
progressive harmonization of a candidate countngsea clear commitment signal to the EU.

Up to 2011, Serbia’s record in harmonization ofd®ign policy was rather slow, i.e. the countrgswy
not particularly efficient/willing in the alignmenn this area. By the end of 2010, Serbia had been
called upon to align with 357 declarations (outraire than 400 EU declarations), of which it aligned
with 245. The main reason for that, of course, {gled by the Serbian government, was the country’s
inability to circumvent its national interests aéeated by the Kosovo's unilateral declaration of
independence. Even so, the majority of declarat®edbia had not aligned with in the period were
targeted on countries/regions outside the EU ard ewre surprisingly on certain areas where Serbia
had already taken commitments. Such examples iadluel proliferation of nuclear arms (Treaty on
the Non-Proliferation of Nuclear Weapons alreadifieal), death penalty (already abolished in 2002),
human rights, etc. It could be understood why, édgample, Serbia did not align with the EU
declarations targeted at China or the US (deathlpgrbut strangely enough Serbia has not managed
to align with the 2009 EU declaration targetingnlfgertaining to respect of human rights or the one
targeting North Korea for its proliferation of near arms (in 2008 and 2009).

However, since the beginning of 2012, the EU hasspd Serbia’s efforts to speed up its alignment in
this domain. In October 2012 Progress Répdine EU welcomed continuous political consultasion
with Serbia in the area of foreign policy issuesd aespecially the country’s efficiency in
harmonization of its foreign policy with CFSP: Sarbas aligned itself with 69 EU declarations and
Council Decisions, out of 70 the country was indite align with. The areas wherein greatest pragres
was achieved are restrictive measures (for exantptse stipulated by the UN Security Council

® For more details see http:/ec.europa.eu/enlargeépmicy/conditions-membership/chapters-of-thetdst
® Serbia 2012 Progress Report: Enlargement Strategyd Main Challenges, European
Commission{COM(2012)600}, Brussels, 10. 10. 2012.
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although the corresponding legal framework had stilt been developed), cooperation with
international organizations (e.g. the UN, OSCE,),esecurity measures (Serbia has ratified the
relevant agreement with the EU regarding classiiiddrmation), the country’s participation in the

EU civil and military crisis management operatiqi@SDP area, for example in Somalia). Still,

significant harmonization is expected in the ardéaaons non-proliferation (for example, legal

framework governing exports of military technolagyd equipment).

When it comes to the foreign policy effect of thgening of negotiations, it is essential to point ou
that the Republic of Serbia has been assessednasuae democratic country with a willingness and
capacity to become a full member of the EU. Suchlification is derived from the fact that the
country has obtained a more-less precise daténéopening of negotiations. The results of the 2013
Brussels negotiations between Serbia and Kosove had a particular impact on the foreign policy
position. The agreement reached between the périestrengthened the foreign policy position of
Serbia and has created the possibility for openigptiations and the usage of the EU pre-accession
funds. The conclusion of the Brussels Agreement avasucial moment to help Serbia returns to the
international political scene.

The effect of the opening of accession negotiatimnseflected in the consolidation dfiternal
political attitudes on the domestic political level. Serbggvernment's decision to sign the Brussels
Agreement in April 2013 provoked strong reactiomghbin Serbia and in Kosovo. The constant
tension between two irreconcilable political pagmié shows the complexity of political life in Seabi
Getting closer to the EU has been an imperativalfahe governments of the democratic changes
from 2000 to the present, with the ultimate go&il-membership in the organization. Although isha
been over a decade since the beginning of transitiml more than two decades since the multiparty
parliamentarism has been introduced, this goalnisa®een achieved. Serbian society and the public
opinion still swings between two radically diffetadeological, political and symbolic worlds, Euro-
scepticism and Euro-enthusiasm (DikguNovakovt,.64). Unlike other societies in the region, it has
failed to solve the basic problem of identity, whialmost all transition countries solved at the
beginning of their reforms. Because of that, thieafof the opening accession negotiations on
internal political relations is huge. The Serbiatisty and government will be required to pursue
more responsible and more mature policy in perogiyiositive and negative effects of the European
integration.

The functional effectsi.e., the role of the opening negotiations widgard to the democratic
development of the society, means completion ofdi@ocratic consolidation process. This would
mean that demaocratic rules become a habit in azietyoand not just a sporadic phenomenon. Respect
of democratic values with the existence of a stiegal framework normally provides system stability
and a society that has the ability to deal withrgday economic and social issues. That is the main
goal as well as the greatest value of enteringdinemunity of the European nations.

HARMONIZATION OF COMPANY LAW

Since the establishment of the EU, the companyHasvbeen considered a foundation of a modern,
dynamic networked, industrialized society (Schiithp4). In this regard, the European company law
was created and developed as a consequence ohdnemment both for individuals and legal entities
across the EU market. This freedom of movementigganteed by the Treaty on the EU establishment
and it is based on the principle of prohibitiondiécrimination. The mentioned principle means that
local and foreign persons, or persons coming froneromember states, must be treated in the same
way (Burti¢,Galetin,319). Company law is incorporated prinyaiiito the corpus of national law.
Considering the relationship between European aimmal company law, we must point out that
European company law today has not been builtcasrplete and separate legal system. The member
states are not willing enough to give up to a lageent specifics of national corporate law in tiig

a unified European company law. Harmonization dfomal company law is very demanding, as well
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as creating a single European company law, givenfdbt that freedom of establishment should be
facilitated and confidence in cross-border busirgssuld be enhanced, in terms of protection of
shareholders, employees, creditors and other edtstakeholders (Horak,15).

Categories of non-member states and harmonizatiorf éegislation with the European
Union law

The harmonization of regulation among the EU menshates, both through the EU legal instruments
(positive harmonization) and through eliminatingstalzles (negative harmonization) is a contractual
obligation of member states that stems from th@dmg Treaties. The situation is slightly differémt
the case of third countries. In this regard, fassible to distinguish several different categorie

1. States that do not pursue a goal of accesse&lthbut they have economic interest to harmonize
their legislation with the EU regulations. Examplek such countries are Switzerland, Norway,

Liechtenstein and Iceland until recently (Icelarak tapplied for EU membership in July 2009 but

stopped the negotiations in May 2013).

2. States that have not yet entered the procedutteedEU accession but take unilateral actions on
harmonization, as a preliminary step, since thebsequent goal is the accession to the EU. The
ability to harmonize national law with the EU las dne of the Copenhagen criteria and a certain
degree of harmonization with the acquis communeaiiadicates that this criterion could be fulfilled
The Western Balkan countries belong to this categor

3. States that have entered the procedure of thedgdssion and have a contractual obligation to
harmonize their legislation with the acquis commuaae. This obligation is therefore derived from
the pre-contracts - they were previously calledogean treaties, now it is the Stabilization and
Association Agreement. This obligation applies nowthe Republic of Serbia, which ratified SAA
(KneZevi-Bojovi¢,131).

Procedure — techniques of the process of harmoniZzah with acquis communautaire

In order to assist candidate countries in fulfdlithis task, in 1995 the European Commission issued
the White Book on the preparation of the associataahtries of Central and Eastern Europe for
integration into the internal market of the EOhe White Book was originally intended for the
countries of Central and Eastern Europe, but wies é&xtended to the Baltic states and Slovenia, and
it is also accepted by the Western Balkan countsigsh as Serbia, and they make, based on ibpacti
plans for harmonization of domestic legislationhathie EU law. We can conclude from its name that
the White Book covers only regulations relatingtte internal market. These regulations are divided
in Annex of the White Paper in 23 fields, and gties for harmonization are highlighted within each
field, more precisely, they suggest the order chsnees to be adopted in the first and second dtage.
is clear that the White Book does not represeimal fist of regulations that needs to be harmahize
given the aforementioned extremely productive lagige activities of the Union, but it is certainly
very useful template for planning harmonizatiort, oy in the areas covered by it.

The legal basis for company law harmonization istamed in the provisions of primary legislation
(EU founding treaties), but the harmonization pescitself is implemented by the instruments of EU
secondary legislation, in particular by regulatiomsd directives. The main difference between
directives and regulations is in their legislatperpose. Regulations deal with individual issues in
mentioned areas and they replace national prowsjmverning specific, rule-based situation of the

" White Paper: Preparation of the Associated Coemtoif Central and Eastern Europe for Integratida the
Internal Market of the Union, COM(95) 163, May 1995



204 STRUCTURAL CHANGES AND DEVELOPING COUNTRIES

regulation, and because of its legal nature thegatgresent subject of harmonization. They become
parts of the national legal system at the timecgkasion, since they have direct effect and aeeitlyr
applicable. Directives are adopted at the supranatilevel and are intended to bring national laws
closer to each other as much as necessary to acthievgoals of European integration. In the area of
company law, except directives and regulations, dgreat importance has the jurisprudence of the
European Court.

HARMONISATION OF REGULATIONS IN SERBIA WITH EU LAW IN THE AREA
OF COMPANY LAW

Crucial step towards integration into the EU is ktfa@monization of Serbian legislation with the EU
acquis. Harmonization of legislation that startgdtie adoption of the Action Plan for harmonization
of domestic laws with the EU legislation in 2003ststill not been completed. Company law is one of
33 chapters relating to the compliance of natidealon the road to the full membership.

The Company Law in the domestic legal system govessues that are regulated by European
directives in the field of company law. It was atkp in 2004 in order to harmonize domestic
legislation with the current European legislatiow @o fulfil the Action Plan. It was already notat]
that time that much of this area had been harmdniagh European company law. The development
of the European integration process showed thatattea of company law should be further
harmonized and that is why a new Company Law ha&n opted in 2011. It has opened the
possibility and implementation of business estabfisnt (freedom of movement) in accordance with
the EU, which shows a higher degree of harmonimatiibh the EU acquis communautaire.

The law brought several novelties in accordanch e directives in the field of company law, such
as the abolition of the payment of cash depositeerestablishment of the company, which has furthe
facilitated the procedure of establishment. Byeitactment, this law recalled the provisions of laaw
Private Entrepreneurs, except those provisions lwhitate to a partnership activities. Partnerships
shop owners have a duty to change their form a¥iaicinto the legal form of a company, and if they
do not do it until 1st March, 2013, they will begistered as a partnership.

Convergence and harmonization of national compamyis a very demanding process as it covers
three areas: corporate law in the narrow senseuatiog and auditing. National Programme for the
Adoption of the EU acquis in the period 2013-20%6egtains that company law is harmonized to a
large degree. However, it is always related to enta development and subject to constant change,
so the programme envisages the adjustment of spec#as of company law to the EU law in the
further process of integration.

Besides the Company Law, there are other impontegulations in this area, such as Law on
Accounting and Auditing, Insurance Lawapital Market LawlLaw on Registration of Business
Entities,etc. These regulations are also harmonized taa kxtent with the relevant EU regulations.

The Law on Registration Procedure of the BusinesgidRers Agency (Official Gazette of RS 99/11),
implementation of which has started in February2@tas made the registration of business entities
more efficient. The registration procedure is catdd within a one-stop registration system
successfully set up in the Business Registers Agan2009. This system makes it possible to obtain
unique identification number, tax identificationmioer and notification for authorized funds for sbci
and health insurance during the procedure of megish of establishment within two days of the
application submission.

National Programme for the Adoption of the EU asdquithe field of harmonization of company law
in the period from 2013 to 2016 set forth actidtieo improve the registration process. The
introduction of new registers (Register of Instidus, Register of disqualified company directors,
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Register of Agricultural Financing Contracts) atanmed, as well as the improvement of technical
requirements of registration. Electronic registmatis conditioned by the establishing a system of
certified electronic signature (Bti,382)

CONCLUSION

On the basis of the analysis of undertaken measuwethe harmonization of company law of the
Republic of Serbia with the EU acquiscfuis communautaijewe may conclude that the
harmonization has been achieved to a great extestiould be emphasized that the area of company
law is related to the market economy system ansl hausceptible to a constant change. Therefore, i
is reasonable to expect that the further integngtimcess will require adjustment of some aredkdo
EU company law. The National Programme for the Abopof the EU acquis has already planned
new harmonization activities in the period from 2ab 2016. When it comes to the foreign policy
effects of the opening of negotiations, it is esisério point out that the Republic of Serbia, by
obtaining a date for the opening of negotiatioress heen qualified as a mature democratic country
that has shown a willingness and capacity to becanfiell member of the EU. Nevertheless, its
foreign policy domain, being the most sensitiveewrery country, is expected to undergo substantial
changes, both in terms of technical changes amddmnttion/development of foreign-policy values
contained and stipulated in the related EU docuspelgclarations and actions.

LITERATURE

1) Burxi¢,S.,Andrejevt,A.(2012)  Strengthening  western Balkan  countries rpa@te
competitiveness through the right of establishmeantylanaging structural change<oimbra,
Portugal ,Faculty of Economics of University of @ira

2) Burxi¢,S.Galetin,M.(2012) Pravo nastanjivanja u praksiaspravde Evropske unije, Kktuelna
pitanja savremenog zakonodavstBaidva

3) Burxi¢,S.(2009)Kvalifikovani elektronski potpis kao dqatak e-uprav@oslovna ekonomija
2/2009,Sremska Kamenica

4) Chander, P., Prem, A. (199ternational RelationsNew Delhi, Book hives.

5) Chand, A. (1992Foreign Policy: Planning and New Challengé&&ew Delhi: Anmol
Publications.

6) Dikovi¢ J., Novakouw A.(2012) Evroskepticizam nedostégukarika polittkog Zivota Srhije,
Srpska poliitka misag.3/12,Beograd

7) Dimitrijevi¢,V., R&i¢, O. (2011)Medunarodne organizacijeBeograd

8) Horak, H.(2010)JUvodu europsko pravo drustava ,llvod u europsko pravo drustavaagreb,
Skolska knjiga

9) Kegli, C. V., Vitkof, J. (2006)Svetska politika — Trend i transformacieograd, Promete;.

10) KneZevt,Bojovi¢ A.(2011) Harmonizacija kompanijskog prava sa pravom Evropskége i
pravila o slobodi osnivanja privrednih drustava BFS Strani pravni Zivot 1/2011, Beograd

11) Modelski, G. (1962A Theory of Foreign PolicyPraeger for the Center of International Studies,
Princeton NJ, Princeton University.

12) Novakovi, I. (2013)From Four Pillars of Foreign Policy to European égration Belgrade,

ISAC Fund.

13) Radivojevt Z. (2012)Sporazumi o stabilizaciji i pridruzivanibornik radova Pravnog fakulteta
u Nisu

14) Schmithoff,C.M. (19885elect Essays on international Trade Lawartines Nijhoff Publisher,
London

15) Vukadinovi, J.(2012)Neke karakteristike sporazuma o stalifizapridruzivanju, Pravni Zivot
12/12Beograd



POSITIONING OF SERBIAN ECONOMY IN THE GLOBAL
ECONOMY — THE DEVELOPMENT OF HIGHER FORMS OF
COOPERATION WITH FOREIGN COUNTRIES

Porde CUZOVI ¢!

Abstract

The positioning of the national economy in termglobalization of markets has to be substantially
designed project. The cornerstone of the positgmhthe national economy to the global market is
creating the strategy of global competitive recdigmn. Regional economic integration and
globalization of the world economy is an opportyréind a threat to national economies, such as the
economy of Serbia. With reference to contempoiagry and a progressive practice in this work we
try to answer the question: how to integrate Serinid the global market. We started from the
assumption that the development of higher levelcadperation with foreign countries is an
opportunity for integration of our economy into tlgobal "coordinate system". We opened the
guestion: how to increase the export of Serbia esiéblish a number of forms of cooperation with
foreign countries. At the conclusion of the work @acentrated on the development of strategic
alliances as models of higher level of cooperatisth foreign countries. We came to the conclusion
that Serbia needs a strategy of export-orientedwjno Last but not least, we point out that we tste
strategy of export-oriented growth and developn@nBerbian economy in practice, providing the
opportunities and limitations.

Key words:globalization, the positioning, the Serbian econphgher forms of cooperation, export-
oriented strategy, strategic alliances.

INTRODUCTION: SUBJECT, PURPOSE AND CONTENT OF THE RESEARCH

Regional economic integration and globalizationth&f world economy is an opportunity and a threat
to national economies such as ours. The liberaizadf flows of goods, services, capital, labor,
technological innovation and information, generalhtegrate the national economy into the global
market. However, regional and global markets are & national economy, figuratively
(mathematically) speaking, “coordinate system” imch it should operate. Depending on competitive
recognition and business performance national eogneill be positioned in a positive or negative
field of "the co-ordinate system". This means ttreg macroeconomic management of Serbia and
marketing management of business system, as the responsible, are expected to identify
opportunities and threats in regional and globalketa in which they need to find their place.

It should be noted that the macro-micro manageroetitie national economy needs to recognize the
"nature of secret" of global market. In short, #mswer is requested: how does the national economy
operate in terms of globalization? It is about @m@menon known in contemporary literature as a
"competition area". (Pike, Rodrigues-Pose & Toma2é{6). Global market, i.e. "coordinate system"
provides national economies a chance to competsgssing and measuring their success in
"coordinate system of global competitiveness". titgrwith the introduction, which also announces
the subject, purpose, and content of the researthis work we will put emphasis on two research
segments as follows: the strategy of export-origrgegowth and development of economy and
strategic alliances, which besides foreign diragestment represents essential element positiafing
the national economy in terms of market global@aand internationalization of business.

! Borde Cuzovi, PhD, Lecturer, Higher School of Professional Bess Studies, Novi Sad
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THE DEVELOPMENT OF HIGHER FORMS OF COOPERATION BETW EEN
ECONOMY OF SERBIA AND FOREIGN COUNTRIES: METHODOLOG Y
APPROACH

In terms of globalization of market and interna#ibration of business, national economies have two
possibilities: to become "captive" to environmemtt,leader in the global environment. The macro-
micro management is required to review the statheiational economy and pave "the way" for its
position in the regional and global environment.

Selection of strategic options is the cornerstametlie positioning of the national economy in the
"global territory". Therefore, it is necessary tonduct a detailed analysis of the situation and
resources in the national economy. Relevant litegain this area suggests the following analysis of
the resources of the national economy (Blakely &ddhaw, 2006) such as: 1) materials, 2)
manpower, 3) markets, 4) governing or managemedt5nmoney. This concept of analysis and
assessment of available resources is known initdrature as the five Ms, and the name is derived
from the initial letters of the English names okdh resources. Policy makers and marketing
management need to do a SWOT analysis before it te the regional and global markets. SWOT
analysis intersects two determinants of the fupagtioning of the national economy (Tomos, 1997):
1) opportunities and limitations of global markatsd 2) internal strengths and weaknesses. The first
determinant (opportunities and limitations of thebgl market) contains information about the global
environment, such as market analysis, competitiatyais and entry barriers. The second determinant
(internal strengths and weaknesses) is a self-sisaty performance of the national economy (Porter,
1980). Self-analysis should answer the questiovisat is the current position of the national
economy? What is national economy strong in? Whatra the businesses subjects of national
economy known and accepted in regional and globalankets? By combining the opportunities and
threats of the global environment, on one hand, thedstrengths and weaknesses of the national
economy, on the other hand, policy makers and miatkenanagement must define a strategy of
"fitting" into the global market.

In the context of the development of higher forniscaoperation between economy of Serbia and
foreign countries as an important element of thatejy of accession to the EU market, we will
remind of the macroeconomic indicators of econamaieelopment of our country.

Namely, the economy of Serbia before the globarfoial and economic crisis that began in 2008
faced macroeconomic imbalances. On the one haral,rdapid growth of private and public
consumption in comparison to GDP, and too muclamek on the growth of non-tradable goods in
producing gross value added (GVA), which increagerl trade and current account deficit of the
country. The share of exports of goods and servic&DP is less than 30%. The encouraging fact is
the fact that an export-import ratio increasedhia period 2009-2013, from 47.9% to 70%. Pride of
place and merit belong to FAS (Fiat cars Serbi@weler, this is only one side of the coin, but not
sufficient for economic objectification of tradetiween Serbia and foreign countries. The fact that t
export structure is dominated by non-tradable geuth as raw materials, raw materials and food, is
still an alarming fact. Such export structure chtedzed us as a less developed country. This
motivated the authors of "Post-Crisis Model of emoit growth and development in Serbia 2011-
2020" to note the following (Group of authors, 2P1The global economic crisis has revealed that
the current model of economic growth and develognreerbia is not sustainable and that must be
changed fundamentally if we want to avoid the fdtendeveloped and heavily indebted country. Due
to the drying up of privatization revenues andliimted possibilities of further excessive gettimgo
debts abroad, Serbia needs to turn to a new méaelomomic growth and development which is pro-
investment and export-oriented”. Professor Pretftegglinovt analyzing developmental limitation of
Serbian economy, two years before the post-crisislain of development of Serbia, stated the
following (Veselinoveé, 2009): " Economic policy makers will have the ogpnity to try hard and
prove themselves in this field. For many of themwilt be extremely difficult and thankless job, kat
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job that cannot tolerate more delays, because ahseguences will be extremely catastrophic for a
country that is going through a painful and ungertnsition period”.

HOW TO INCREASE THE EXPORT OF SERBIA AND ESTABLISH HIGHER
FORMS OF COOPERATION WITH FOREIGN COUNTRIES

Before answering this question we will focus on thenpetitive recognition of economy of Serbia in
the global “coordinate system”. According to the NMloEconomic Forum (WEF, 2013) Serbia, in
2012, ranked 1(?prIace out of 148 ranked countries. At the same titnis the last country in terms
of competitiveness in the region. In front of hete are: Albania (95place), Bosnia (87 place),
Croatia (7% place), Greece (§1place), Hungary (63 place), Macedonia (3place), Montenegro
(67" place) and Romania (7@lace). Our most recognizable “export-products2@i2 are young and
educated persons. The unemployment rate beforeriie (2008) was 14%, and in 2012 was 23%. Of
particular concern is the fact that the unemployinaérpopulation of youth (15-24) is about 60%. A
number of dependents and the working populati@nmst equalized (1,0:1,1).

Previous analysis will serve as a platform forusaek answers to the following questions: 1) where
does Serbia want to go to, and 2) what does it Wwatdke to the regional economic integration (EU)
and global integration, which is the intention bé tauthor of this text. We will remind that in the
period of 2001 - 2008 gross domestic product (GDPHerbia grew at an average rate of 5.4%.
However, at this period it did not contribute tcetimprovement of business performance and
competitive recognition of the economy of Serbiae Trisis of 2008 revealed that this GDP growth is
unsustainable. It is not too bad, however, GDP gnois not the result of growth in industrial
production (real sector), but this growth is caubgdprivatization revenues. Since 2008, Serbia is
facing a double crisis, which some economibtsrigin, 2012) referred to it as the crisis with “double
bottom". It is about a structural crisis of our ooy, on the one hand, aided by the global findncia
and economic crisis, on the other hand. The alaytfant is that the level of GDP in Serbia (in 2012)
decreased by 30% in terms of GDP (1989). Althouwh duthors of the study “the strategy of re-
industrialization of Serbia” regard that “outputpfjds the usual companion of the first phase of
transition, on the other hand, in our opinion itcientrary to economic logic, and devastating in
comparison to other post-transition countries (Gdrand East Europe), the countries that increased
GDP by an average of 40%. In this period, the itréalsproduction in Serbia fell 3.5% and
agricultural production by 8%. If we add other adeeindicators such as the high external debt and
fiscal deficits above 3% of GDP, according to staddit is considered as the upper limit of
indebtedness.

Serbian participation in the global economy is fgigle. From the perspective of GDP in 2012 Serbia
was found in 88 place out of 192 national economies, represertifig per cent of global GDP. It is
more negligible positioning of Serbia in the globabnomy in terms of per capita, where it take$ 95
place. The share of our economy in world exportisut 0.07%, while imports accounted for 0.12%
(World Bank, 2012). The structure of the alreadydesi level of exports is unfavorable. The Serbian
export intermediate products are 36.2%, consumedg¢perishable) accounted for 25.2% and capital
goods 18.9%. The primary products of the manufarundustry accounted for 86.4% of our exports,
where the export of food products dominated by %63.8anufacture of basic metals 9.4%, chemicals
8.1% and semi-finished rubber and plastic prodici8s. In short, the structure of our exports is
dominated by non-tradable products or productsweél stages of processing.

The balance of foreign trade of Serbia in 2012t{8teal Office of the Republic of Serbia, 2013),
considered in terms of the structure of import&kéoas follows: 28.4% of intermediate goods, capital
goods 22.2%, fuels 23.5% and 13.4% of non-durabtelg. From the perspective of individual share
in total imports, we notice that the import of aild gas (11.3%) and chemical products (16.5%)rare i
the leading position. Vehicles participate in auat imports with 6.2%.
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Due to economic objectification of Serbian tradeisitnecessary to look back to geographical
segmentation of market and regions and individoahtries. We will start with the EU. The European
Union is the most important trade partners of %ednid participates with over 50% in the structidre o
export and import structure. Among other facton® tlominance of the EU as a foreign partner is
based on the inflow of FDI. Its dominance in theufa will be increased because of accession of some
CEFTA countries to the EU.

From the point of view of EU member states in fgretrade with Serbia, dominating countries are
Italy (in the export of Serbia) and Germany (in IB&n imports). Forecasting the growth rate of
exports to the EU in the future is not an easy.t&skecasts are even harder if we take into account
our:

technical and technological backwardness,

low competitiveness,

insufficient application of quality standards (19000, ISO 14000, HACCP, ISO 26000, ISO
27000, CE - European harmonization of quality,

an unfavorable environment for FDI,

non-harmonized investment standards between Sandighe EU requests,

inconsistent macroeconomic policies,

negative trade balance,

high public debt and

the fiscal deficit.
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Thelimiting factors for increasing the exports willtoe reduced by this in the future. We should add
a high unemployment rate, inadequate qualification stmaGtwvith the more precarious flow and
completion of the global financial and economisisti A strategic partnership between FIAT and the
"Zastava" and the foundation of a mixed companyt'®utomobiles Serbia" (FAS), which is 67%
owned by the “Fiat”, and 33% owned by Serbia migitourage us. It is expected that the production
of cars through cooperative network to increaseodspof Serbia by the end of 2020 by 20% -30%.
However, if the crisis becomes deeper in Italgai lead to a slowdown in the inflow of investments
It should be noted that the Italian investment @b in the period 2005-2010 took the sixth place
among FDI. In the process of privatization of ttedidn company took the second place according to
the number of purchased companies, 200 companthadtadian capital employs about 18,000 people.
Also, the Electric Power Industry of Serbia and ltiaéan "Cut energy" signed on February 2011 the
preliminary agreement on the construction of hydwgr plants on the Drina, worth $ 800 million and
they plan the construction of hydroelectric powéangs on the Ibar (Chamber of commerce and
industry of Serbia2011). Consequently, some of economic analystsigiréaat in the future our
exports to the EU will grow up, notably after 20&8nsidering that according to the latest assedsmen
of the European Commission Serbia makes progresslealing preconditions for beginning
negotiations for EU membershipyricin, 2012).

These are arguments for the previous (Group ofoasiti2011):

* ‘“the process of accession to EU membership willltda reducing the perception of risk of
investing in Serbia,

» possibility of increasing exports from the Stalatipn and Association Agreement (SAA), and
on the basis of nominations for membership of thedice March ¥ 2012 (Modified by:
b.C),

« moving labor-intensive production process of the tBlSerbia will increase the intensity of
intra-industry trade, which is now at a low level,

* visa liberalization will facilitate local entreprears the opportunity to establish contacts with
potential business partners in the EU. "

Besides the EU our most important business partarerthe countries of Southeast Europe with whom
Serbia has a surplus in the CEFTA trade agreen2®@6). This is especially referred to the former
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Yugoslav Republics (FYR) with which Serbia accorsipdid a positive trade balance till the onset of
the global financial and economic crisis (2008)e Tainful fact is that our province Kosovo and the

Metohija now "legitimized" as UNMIK Kosovo, whereoljtical concerns made Serbia decrease

exports in this area, and that the export leaderdacedonia and Germany. For example, exports of
Serbia to UNMIK Kosovo have decreased in the pefaii2-2010) from 22% to 11%.

The third important trade partner of Serbia isRussian Federation, with whom we have a large trade
deficit. According to this indicator, the Russiaedération is, besides the EU, other regional partne
we are import-depended from. However, this doesnmedin that in the future we cannot export our
economy to this market. Especially if we considettSerbia has signed a free trade agreement with
Russia, which foresees the gradual eliminatiomyddrt duties on goods, that originate from one of
the parties.

Wrapping up the debate on this issue raises thstigne what strategy of cooperation should develop
with foreign countries in order to promote exports?

SERBIA NEEDS A STRATEGY OF EXPORT-ORIENTED GROWTH A ND
DEVELOPMENT OF ECONOMY

Despite the measurements of Serbian Governmenolf@ct2013) on budget of consolidation, as
transient “therapy” for preventing bankruptcy, rlevant stakeholders in Serbia (from the makers of
economic policy to employees) are united in thaisezsment: Serbia needs strategies of export-
oriented growth and development.

However, at first glance this simple answer hidesiaber of unknowns. There is a plenty evidence
for this. There is neither in the theory nor ingiiee of international trade an accepted attitude¢he
topic: what model of export-oriented strategy i® tmost efficient and effective in terms of
internationalization and globalization of businesd® international trade develops theorists-
practitioners have tried to answer the questiors 8o countries trade with each other? What should
countries produce and what should import? Whatlshitvey export and at what price to export? What
are the effects of exports and how they are digkeid? What kind of cooperation should import and
export? How should one select the most favoraléegfic options and position oneself in the global
market? In seeking answers to these questions serta&n opinions have emerged, that "convert" to
science education (courses). Chronologically spegkinternational trade schools developed in
accordance with the development of trade and therétical assumptions, which have changed over
time. They have passed the way of the traditiomaleustanding of international trade to the modern
theory of international trade. Without analyzingdk theories thoroughly, we will conclude thateher
is no universal 'recipe’ which will instrumentalial of the national economy within the strategy of
positioning in the global market.

However, on the other hand, with reference to theord practice, the question ariseghat are
desirable forms of cooperation between Serbia andtler countries toward more distinctive
positioning? Before answering this question it should be noked the main exporters in Serbia are
successful privatized companies and surplusesrafidigiral products. Statistically speaking, thare
only 40 export-oriented enterprises.

The increase in exports in the future can be aekiewnder the following assumptions: a) If Serbia
attract FDI in export-oriented manufacturing sectirlt is desirable that there would be Greenfield
and Brownfield investments, c) In the structureimport the share of tradable products should be
increased, d) If the structure of export productsease the share of high technology, it would be
achieved by reducing the share of resource-basedupts, e) if we attract FDI of transnational
companies that will buy non-privatized large coniparfe.g. FAP, MIN, El, IMR IMT, Viskoza, Prva
petoletku etc.). We should recall that in the poesiperiod FDI was motivated by the privatizatidn o
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local monopolies in the field of: a) The bankingtse, b) Tobacco industry, ¢) Industry of building
materials (primarily cement), d) Energy-generatprgducts e) black and non-ferrous metals (iron,
steel and non-ferrous metals) and f) beverage indus

"Re-engineering" of legal law regulations would tdute to the export-oriented growth and
development of Serbia which would change the negdthage of us as a state with too large and
"sluggish" state apparatus. Let us recall of remortglobal competitiveness and position of the
national economy, that “remind” us what needs tinfgroved. Primarily we bear in mind: 1) creation
of the concept of the modern state, 2) the elinonabf administrative barriers that began with
"guillotine" regulations, 3) strengthening promaiab and communication mix of Serbia in regional
and global economic integration, 4) the introduttimf tax incentives in order to attract FDI, 5)
development of Serbia in accordance with the agefidéormation and Digital society ", 6) the
development of telecommunications infrastructurg,réform at all levels of education, 8) the
development of a democratic society and the sthemgtg of political and commercial relations with
the countries from the regional economic integraiad the world.

In completing the answer to the question: whatd@srable forms of cooperation between Serbia and
other countries toward more distinctive positioring/e will give a few suggestions. Cooperation

traditional forms such as exports and imports shdog¢ raised to a higher forms of strategic

partnerships, such as: 1) internationalization aobifiess according to the FDI system, 2) the
development and implementation of franchising, Bategic alliances, 4) network companies, 5)

cluster development, 6) acquisitions and mergérgodperation on the project model, 8), portfolio

diversification and 9) export factoring and leasikde should not forget that each of these forms of
cooperation requires: organizational, marketingnaggrial, technical, technological, and scientific

and information restructuring of Serbia.

THE DEVELOPMENT OF STRATEGIC ALLIANCES IN ORDER TO
STRENGTHEN THE COMPETITIVE ADVANTAGE AND INCREASE E XPORTS

In further discussing about how to increase theoexpf Serbia and establish higher forms of
cooperation with foreign countries, there is alBe tjuestion about the development of strategic
alliances in order to strengthen the competitiveaathge and business performance of our business
systems. The theoretical and empirical knowledghimfield should serve marketing management of
business systems of Serbia, as a landmark in teegs of opting for a strategic alliance with ohe o
the multinational companies.

Contemporary theory and progressive practice shram@pinion, that besides foreign direct investment
(FDI) strategic alliances represent an importanignmnt process of globalization and
internationalization of business. The term allianceludes all forms of cooperation between
enterprises in the global economy which are moea thormal market transactions, and less than
mergers and acquisitions. (Milanéyi2009). The reason for entering into strategicamdles is
strengthening the competitive advantage in thealofarket or parts of the global market. Failing to
achieve this, the company is better to act indepethd in the market. Like other forms of
cooperation, strategic alliance has also oppoiasiénd certain dangers.

In addition to the terminology of the term alliancgrategic alliance is defined, as: any form of
cooperative enterprises that may but does not hayvenclude equity investment, regardless of
duration and the aim of establishing partnerst{ipsropean Community, 1994)

Two elements are important for defining the allexriirst of all, the alliance may relate to all asfs

of the company, from research and developmentstilolition of the final product, but rarely include
the overall business activity of the company, aedoad of all, there is a clear distinction between
alliances and mergers or acquisition. (Miladpv2009). Mergers and acquisitions do not involve
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cooperation between two independent companiesihmit aim is the formation of the aggregate
enterprise with complete control of the entire hass.

Eminent economic theorists, Porter and Fuller, iesen coalition to refer to long-term alliances
(alliance) between companies that connect theiviges, but it does not come to their merger.
According to these authors, the coalition includdser forms of common cooperation: joint ventures,
license agreements, supply agreements, marketiegmmgnts, etc. (Fuller and Porter 1986). The same
authors connect their classification of allianceshe activities of the chain of forming the newuea
which alliances refer to and clearly indicate thetive of forming alliances. According to Porter and
Fuller, we may distinguish the following modes tiaaces:

1. Technology-developing alliance — the companies @gugr to those due to the high cost of
technological development and to achieve econonoiedearning and acquiring new
technological knowledge;

Operative-logistical alliance — they are motivalbgdeconomies of scale and learning;

Marketing, sales and service alliances — they bsuelated to the activities which must be

carried close to the customer and under condifoegailing in a particular country;

4. Alliance involving more activities (Multi-activity) arising for two reasons: 1) activities
involving the alliance are closely related and ridégpendent, and 2) there is a need for the
alliance in many different activities, so it is ieasto agree with one, than more than one
partner;

5. Alliance including one or more countries - geogiapikgion of alliance suggests the motives
for its formation;

6. X and Y alliance - in X alliance, participants shavith each other different activities within
the same industry, while in the Y alliance entesgsi share the execution within the same
action .

wnN

Contemporary theory and progressive practice agretheir assessment that the most common
incentives for joining a company to strategic aitia are (Jepma and Rhoen, 1996):

* easier access to global-international market,

* reduction of risks and uncertainties of performance¢he global market,

* reduce development costs of new products

e acquisition of new technologies

* learning marketing management skills and know-how,

* easier access to national and regional markets,

« providing capital for certain investments.

Strategic alliances are very popular, although eigai studies show a number of failures. A
prerequisite for their occurrence is mutual bengdittner. The ideal partner should be competemt wit
the resources and ability which gives confidenceth@r partners, members of strategic alliances.

As recognized factors (drivers) of the developmehtstrategic alliances in the global business,
commonly referred to:

» technological advances that led to changes oftioadi competitive advantages;

* innovation-led growth and development of economy,

* intensity of scientific and technical progresswhich technological insufficient innovative
companies and national economy lose "the race",

e shortening of product life cycle

« the emergence of new forms of business performamite global market system and

e strengthening the national competitiveness in tbbal economy with multinational strategic
alliances.

The globalization of markets and business inteonatization are an opportunity and a risk for the
company, which plans to emerge as independent "etitogs" in the global game. Company, in order
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to minimize the losses and the uncertainty of apgrezes in the global market, opts for a "coopeeativ
strategy”, known in the literature as strategi¢anlie. Professor Dussage author of "Cooperative
strategies-successful application through stratafiiances" as the reasons for getting the company
into strategic alliances notes: (Dussage, Gart889):
* achance of the company to reduce risk and findways to access to attractive markets
» strategic alliance allows the company access t@wsrtechnologies that often does not
possess,
« globalization of markets changes the strategy céifm investors and creating new forms of
cooperative organization, which enables companiesinpete successfully in the new market
system and to be competitive recognizable.

Due to the economic objectification of strategiltaates as an "application” to the global market is
not sufficient to consider only the positive side,we will also look back to the risks that theygg@o
Most often, a company within strategic alliancesefatwo problems. The first problem is the choice
of a partner in the alliance, and the second iarale management when it is formed. The choice of
the partner depends on the objective that the coynpses in its commitment to the strategic alliance
Clearly defined aims and mission are the basisstmcessful strategic alliances management. The
control system must be well designed in order tabke to intervene promptly if activities are not
consistent with long-term aims.

Companies are opting for strategic alliances ag see this form of cooperation more effective and
less expensive as compared to independent operatergers or usual market transactions.

The advantages of strategic alliances can be divitk® three main sources: higher revenues, lower
costs and reduce risks.

Wrapping up the discussion on the topic of stratediiances in order to improve the competitive
advantage and business performance of nationaloeggrwe will conclude that, despite all those
positive effects, they represent a form of co-openawith a very uncertain outcome (Dussage, Garret
1999). When theorists and practitioners discussitaibothey began the discussion with the fact that
business partners are entering into strategicnallis, at first glance, with a distinctive business
settings that are complementary and relevant talifeece as a whole. However, it may happen that
the business partners after reaching a businesssajdnstead of the complementary strategy, @se th
strategy of imposing power and "control" of theastmembers of the alliance. Under such conditions,
most often it comes to agreement cancelation andiniation of mutual cooperation. Also, some
different forms of strategic alliances, such asgrging arrangements, franchising systems and joint
ventures in a particular period may become unstdiitest often the instability and uncertainty of
business partnerships can be noted at the time whleusiness partner of the holder of strategic
alliances ("leader") wants to "take control" ovdliaace. There are two reasons, one is constant
volatility international environment and strategjoals of the company of "leader" and the other
reason is the "misuse” of reciprocal cooperatioicivinvolves unequal use of resources, which leads
to the asymmetry of business.

These examples should serve as a landmark markeimggement of business system in Serbia in
the process of opting for a strategic alliance waitie of the multinational companies. However, the
risk involved with carrying strategic alliancesosld not discourage the marketing management of
our business system to make a difference to themab(EU market) and the global market, through
the process of strategic alliances with businesdesys market in developed countries. Strategic
partnerships such as marketing cooperation agrasme®ensing arrangements, franchising systems
and joint ventures are the chance for the intesnatization of our business systems. Regional
economic integration (mainly EU) and global proessare challenge for marketing- management of
Serbian business system, to internationalize thesiness through mentioned modalities of strategic
alliances. In this way, positive effects of strategiliances will be felt, such as technology tfens
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marketing management skills, knowledge, informathord innovation. The state and policy makers
should help marketing management of our businestesy and through alliances strategic make a
step out to the international market. There areymaasons for that. We emphasize that businesses in
our country are not competing recognizable in otdeact independently on the international market.
There are no conditions to internationalize thgerations through foreign direct investment. In
addition, we are not technological recognizabletrst we can create a product with added value
innovation to demanding global customers. Classgpbrt-import strategy of Serbia is not enough to
improve our trade balance and current account balafpayments. Furthermore, the global financial
and economic crisis on the one hand, and the lattgins of the Serbian Government on budgetary
consolidation, oblige makers of economic policyuse strategic alliances as a model for improving
the export strategy, while we do not officially gaihe status of a candidate country for EU
membership.

CONCLUSION

With reference to contemporary theory and a pragvespractice in this work we try to answer the
question of how to position the Serbian economyth@ global economy. We should answer the
question: how to increase the export of Serbia estdblish a number of forms of cooperation with
EU. Developing the theme we went to the assumptiat the development of higher level of
cooperation with foreign countries is an opportyumd position the national economy into the global
economy. Theorists and practitioners agree thathioéce of strategic options for positioning is the
cornerstone of the national economy in the "gldbaitory." Therefore, it is hecessary to conduct a
detailed analysis of the situation and resourcesthim national economy. By combining the
opportunities and threats of the global environmemt the one hand, and the strengths and
weaknesses of the national economy, on the othad, i@olicy makers and marketing-management
strategy should define "fitting" into the global rket.

Predicting the growth rate of exports of Serbith®EU is not an easy task. There are severalmeaso
such as: technical and technological obsolesceh@gupment, low competitiveness, insufficient
application of quality standards, unfavorable macomomic stability, the negative trade balanceh hig
public debt, fiscal deficit, the unfavorable busiseclimate and slow harmonization investment
standards of Serbia with EU requirements. Inteonafization of chain stores may serve as
encouragement (Metro, Mercator, IDEA, Delez, etwijth strategic partnership with "Fiat
Automobiles Serbia" (FAS).

Hereafter we concentrated on the development ditegfic alliances aimed at improving the
competitive advantage and business performancatainal economy. Strategic partnerships such as
marketing cooperation agreements, licensing arraeges, franchising systems and joint ventures
chance are for the internationalization of our bass systems. The state and policy makers should
help marketing management of our business systemngh the strategic alliances to establish higher
forms of cooperation with other countries and wréase exports. All this leads to the conclusiat th
Serbia makes efforts to change its image in the efdhe leaders of regional and global economic
integration.
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INDUSTRIAL POLICY FOR ECONOMIC DEVELOPMENT:
THE PERSPECTIVES FOR SERBIA!
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Abstract

This paper argues that industrial policy, defineslaconscious effort on the part of government to
encourage and promote a specific industry or sectsr an indispensable tool for economic
development. Serbia is experiencing a process -irfidiestrialisation since 1990s. During the period
2001-2012 its industry has been growing at an agerannual rate of 0.2%, but it however still did
not reach the output of the late 1989. The shaiadistry in GDP has been decreased, as well as the
share in the labour productivity. Moreover, empl@ymin industry has sharply decreased. Serbian
exports are dominated mostly by primary and laboand resource-intensive products making
unfavourable export structure. This paper arguest tthevastated industry of Serbia cannot recover
without conscious efforts on the part of government

Key Words:industrial policy, economic development, Serbia

INTRODUCTION

The topic of industrial policy and its relevance &zonomic development has been highly contested
during the past couple of decades. While some achiohnd particularly those from liberal tradition,
have argued that state interventions have negatigact on economy and that market should be left
on its own, the others, from the so called hetexoaloproach, stressed that industrial policy is an
indispensable tool for economic development, wheelmnot happen through market mechanisms
alone. Nowadays, there seems to be consent amengctiolars and policy makers that industrial
policy is an important tool, and the focus of dission is changed from whether a country needs an
industrial policy to how industrial policy shoulde designed and implemented. However, when
talking about industrial policy authors often hawvenind very different definitions.

The topic of industrial policy is highly relevardrfSerbia today. The aim of this paper is two-f@ad.

the one hand, it aims at showing the importancénd@strial policy for economic development,
drawing from a relevant literature review. On thhen, it aims at presenting and discussing the
industrial development and the industrial policySierbia.

This paper has two sections. In the first sectwoa will provide definitions of industrial policyhén
discuss the arguments in favour of its implemeotatbutline its main challenges and critiques, and
finally present the main principles articulatedtle literature about how industrial policy shoule b
created and implemented. Then, in the second seatite will present the data on economic and
industrial development in Serbia in past coupldefades, and we will analyse the industrial padity
the country.

! This paper is a part of research projects numB@699 European integrations and social and economic
changes in Serbian economy on the way to thpdfld 179015Challenges and prospects of structural changes
in Serbia: Strategic directions for economic depah@nt and harmonization with EU requireménfimanced by
the Ministry of Education, Science and Technologizavelopment of the Republic of Serbia.

2 Associate Researcher, Institute of Economic Seignc

® Associate Researcher, Institute of Economic Seignc
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INDUSTRIAL POLICY IN A NUTSHELL

Two types of definitions of industrial policy coute: found in the literature. Industrial policy, ithefd

in a broad sense, encompasses all public politias Have an impact on industrial development,
namely: “policies affecting ‘infant industry’ supgaf various kinds, but also trade policies, sceen
and technology policies, public procurement, pebcaffecting foreign direct investments, intellettu
property rights and the allocation of financial mmms” (Cimoli, Dosi, Stiglitz 2009: 1). When defthe

in a more narrow sense, industrial policy is seefaaconcerted, focused, conscious effort on thie pa
of government to encourage and promote a speaifiastry or sector with an array of policy tools”
(DCED 2013), or “a policy aimed at particular intfies (and a firms as their components) to achieve
the outcomes that are perceived by the state &ffiogent for the economy as a whole” (Chang 2003a:
112).

The question that rises is why there is a needhat effort on the part of government to encourage
and promote a specific industry or sector or evenst The shortest answer is that industrial poiscy
needed in order to foster economic developmentn see “great transformation from traditional
economies to economies driven by industrial adtisit(and nowadays also advanced services)”
(Cimoli, Dosi, Stiglitz 2009). More precisely, awtry needs industrial policy because: (1) market
fails to solve a coordination problem (Chang 200382) only certain activities, namely those with
increasing returns, technological change and syemrgnable economic development, while the
others, characterised by diminishing returns, uUleskiabour, extreme price fluctuations, etc., kaep
country underdeveloped (Reinert 2007); (3) in threspnce of more developed countries, less
developed countries cannot develop industries withe state intervention (Reinert 2007, Chang
2003b); (4) entrepreneurial - risk taking, visignastate invests in areas, crucial for economic
development, where the private sector does nosinfiazzucato 2013). We will briefly discuss all
four arguments.

The first argument in favour of industrial policythased on the market failure. It stresses theseitge

of an ex ante coordination of economic actors’ véidis. More precisely, in modern industrial
economies, characterised by scale economies, @wy firms can operate, which results in an
oligopolistic competition. In such case economitoexare strategically interdependent, which leads
to inefficiency and a state intervention is necsssahang argues that intervention needed heretis n
necessary an antitrust-type policy (lbid). Sincenmdern industrial economies, assets are specific a
they lose value when redeployed, coordination mmbleads towards net reduction in the amount of
resources available to the economy (lbid). In ordesolve a coordination problem, the following
policies could be used: investment coordinatiooession cartel, negotiated exit or capacity scrappi
(for more details see Chang 2003a).

The second argument that stresses the necessitgustrial policy is based on the assumption that
country’s productivity growth is dependent on tler@omic activities in which it specialises (Reinert
2007). In addressing the questions how rich coemthiecame rich and why the poor stayed poor,
Reinert argues that economic development is agtspecific and that it takes place in activitieghwi
increasing returns, technological change and sye#rgHe distinguishes between two types of
economic activities. On the one hand, Shumpetaiivities, which operate in manufacturing, by
means of continual innovation leads to increasimges, create welfare and development, while on
the other Malthusian activities characterised byidishing returns, unskilled labour, extreme price
fluctuations, etc., and found in agriculture and raaterial extraction, keep wage-levels close ® th
subsistence level (Ibid). Thus, it does matter Wwhieti country specializes in labour- and/or ressurc
intensive types of activities or more technolodicaldvanced, capital-intensive manufacturing. In
other words, what a country produces influences Wwewalthy it is.

* Reiner defines synergies as “factors that actingther produce the cumulative causations or @atihat
create the structural change we call economic deweént” (Ibid 37)
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The third argument states that, in the preseneeooé developed countries, a less developed country
needs a state intervention through an industrittyp@ order to develop new industries (Chang 2003
Reinert 2007). This is known as “infant industrganent”. Infant industry argument was first set out
by Alexander Hamilton, the first Secretary of thedsury of the USA, in hiReports of the Secretary
of the Treasury on the Subject of Manufactured791 (Chang 2003a, Reinert 2007), and further
developed by Friedrich List in his bodle National System of Political Econopuyblished in 1841
(Ibid). Hamilton argued that due to the competitfoom abroad new industries that could become
internationally competitive would not appear in th8A unless their initial losses were covered ley th
government (Ibid). These infant industries neededegtion from the competition of more advanced
foreign (in this case British) competitors untieyhgrow enough to be able to compete on internaltion
markets. Hamilton advocated for the state aid mnfof duties or in the rare cases prohibition of
import (Chang 2003a). Thus, the industrial develeptof todays most developed country was based
on interventionist policies and only when it obtdnindustrial supremacy, USA finally liberalises it
trade (Ibid). However, USA was not the first to uisiant industry protection. According to List, tha
was Britain (Chang 2003a). List argues that fraddris beneficial for the countries at the samellev
of development, while infant industries need to fretected until they are able to compete on
international markets. The policy of infant indystrotection, “by a system of restrictions, prigéss,

and encouragements” were used by the Britain aadU8A, but also Germany, France, Sweden,
Belgium, Netherlands, Switzerland, and they lie ibéhthe success of Japan and Asian newly
industrialised countries (Chang 2003a).

Finally, not only do less developed countries nieeldstrial policy in order to climb up the ladddr o
economic prosperity, but an “entrepreneurial stégethe main driving force of the most developed
countries, which is our fourth argument in favodriredustrial policy. Mazzucato argues that “the
radical, revolutionary innovations that have fugltte dynamics of capitalism - from railroads te th
Internet, to modern-day nanotechnology and pharuotmeds — trace the most courageous, early and
capital-intensive ‘entrepreneurial’ investmentskaxthe State” (Mazzucato 2013: 3). She argues tha
“the visible hand of the State” made possible farestments that have embedded radical uncertainty
to happen (Ibid). She points out that “all of tleertnologies that make Job’s iPhone so ‘smart’ were
government funded (Internet, GPS, touchscreenalisphd the recent SIRI voice activated personal
assistant)” (Ibid). Thus, contrary to the wisdontled mainstream economics, which perceives private
sector as dynamic and risk-taking, in fact, as Maafo argues, the most risky and uncertain a@sviti

in the economy are undertaken by the State, wilakést shapes and creates new markets. Moreover,
as Weiss argues, whilst it was not titled as inghigpolicy, the majority of governments continued
intervene in markets, affecting the economy in ghlyi selective manner (Weiss 2013). These
interventions have been described as ‘competitsemmlicy’, and many countries have published
programmes to raise competitiveness, usually fogush incentives for R&D and innovation.

After we have presented arguments in favour of stril policy, we will now turn to its criticism of
industrial policy. To begin with, critics of impleantation of industrial policy stress the problem of
information. They argue that it is impossible favgrnments to identify with any degree of precision
and certainty the relevant firms, sectors, or markeat should be supported (Rodrk 2007). Since the
government cannot have all the necessary informaitocan “miss its targets, support economic
activities with no positive spillovers, and wadte economy’s resources”, which is usually phrased a
“governments cannot pick winners” (Ibid). Moreoviris argued that industrial policy opens doors
for corruption and rent seeking (Ibid). If govermite provide support to the firms, the firms may
demand extra benefits and then distort competition, they would also engage much more in asking
support than they would look for the ways to expamatkets and reduce costs (lbid). However, as
Rodrik points out, “none of this makes this areapoficy different from conventional areas of
government responsibility such as education, hesttbial insurance and safety nets, infrastructure,
stabilization* (Rodrik 2007: 36). In other words$et question is not whether a country needs an
industrial policy, it is much more about how anusttial policy should be created and implemented.
Stressing that each country is a specific casefiRaditlines three general principles about how
institutions carrying out industrial policy shoudd designed (Ibid).
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First of all, an industrial policy should be “emided” within society. According to Rodrik, industria
policy should not be seen as a list of policy mstents, but rather as a process of discovery. geclo
collaboration between the government and the prigactor is thus needed. Rodrik argues that the
right model for industrial policy lies in betweedmettwo extremes of strict autonomy of the state, on
the one hand, and private capture, on the othéris“la model of strategic collaboration and
coordination between the private sector and theegouent with the aim of uncovering where the
most significant bottlenecks are, designing thetraffective interventions, periodically evaluatitip
outcomes, and learning from the mistakes being niadbe process” (lbid: 39). He also outlines
major institutions in support for industrial polilgrmulation and implementation, such as deliberati
councils, supplier development forums, “search oek®,” investment advisory councils, sectoral
round-tables, and private-public venture funds.dai$® stresses that contests in which private sector
firms bid for public resources are useful for eing private-sector needs and priorities (Ibid).

Secondly, using “carrots and sticks” in order toemtive and discipline economic actors is crudal.

it has been already mentioned, an infant industouksl be protected for certain period, even thatgh
makes losses. Moreover, innovation requires ramtsritrepreneurs, without which there would be too
little investment in the activities that promoteustural change. In other words, incentives (“ce&fo
need to be designed for economic actors in ordengmage in Shumpeterian activities. However, at the
same time firms must be disciplined and it mustelbsured that they do not stay unproductive
monopolies. In other words, as Rodrik argues “tbedact of industrial policy has to rely on both
prongs: it needs to encourage investments in raglitional areas (the carrot), but also weed out
projects and investments that fail (the stick)'iqIbt1). Rodrik lists the following mechanisms used
order to bring discipline: conditionality, sunselauses, built-in program reviews, monitoring,
benchmarking, and periodic evaluation are desirbddtures of all incentive programs, requiring that
an incentive expire unless a certain goal is redhchés important that the evaluation criteria akear
and set in advance (Ibid).

Thirdly, accountability on the part of the statessential. While business is monitored by buredscr
the bureaucrats need to be accountable for thé&aigmand monitored by the general public. Rodrik
argues that there need to be identified a persdm ‘fas the job of explaining why the agenda looks
as it does, and who can be held politically resfidador things going right or wrong” (lbid: 40).
Moreover, accountability can be fostered at theellef individual agencies by giving them clear
mandates and then asking them to report achieveraat deviations. Finally, a fundamental tool for
accountability is transparency. Thus councils sthouhke publications of the activities. Also, pertod
accounting of the expenditures made under indligtvigcies is needed. In addition, any request made
by firms for government assistance should be pubfiermation and government-business dialogs
should remain open to new entrants.

To sum up, we have argued that industrial polisyaaconscious effort on the part of government to
encourage and promote a specific industry or sewtbran array of policies, is an indispensabld too
for steering economic development. However, it sedbe carefully developed and implemented.
Now, we will turn to Serbian industrial development

INDUSTRIAL DEVELOPMENT AND INDUSTRIAL POLICY IN SER BIA

A period of rapid industrialization of Serbia, afthe Second World War, took place on the model of
industrial centres. There were formed 26 big, 22lioma- sized and 114 small industrial centres by
1960s (Strategy and policy of industrial developmenSerbia in the period 2011 — 2020 2011,

hereafter Strategy 2011). For most of the developrafter the Second World War, Serbian industry
has been growing at very high growth rates. An ayergrowth rate of 7.7% was recorded between
1953 and 1990 (Savic, Boskovic 2011). Particuladyisfactory growth rates were achieved in the
seventies, while the first difficulties manifestédring the 1980s. An average growth rate during the
1980s was only 1 per cent, and in some years @rded negative rates (Ibid). Serbian industry
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experienced a breakdown during the last decadbeotwentieth century, when the average rate of
growth of Serbian industry was negative (-6.6%)e Phocess of transition after the 2000s resulted in
further devastation of Serbia’s industry. Serbiaan®my is characterised by the very slow recovery
to pre-transition peak. Serbia’s economy in 20@8ote the global recession, reached only about 80%
of GDP of the year 1990, while the industry hasnbatethe level of 50% of the output in 1990. Intfac
Serbia is the only country in transition, which Immé yet reached level of industrial productionnfro
1989.

Figure 1. Indices of industrial production, 1945-62(1990=100)
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Source: Strategy and policy of industrial develophie Serbia in the period 2011 - 2020

The average growth rate of GDP in the period 200122was 3.0 %. In particular, during the period
before the economic crisis (2001-2008) the growtk of GDP was 4.9%, while in the period 2009-
2012 there was a decrease of GDP at an averagef@té %. However, economic growth was based
on privatisation followed by low level of technologl development, employment reduction, as well
as loss of intellectual resources, which led tcatigg technological progress.

The GDP structure has changed significantly duthmg period 2001-2012. A characteristic of the
period 2001- 2012 is a faster growth of the sengeetor compared to the manufacturing sector.
Although industrial output has been growing on amual average rate of 0.2%, manufacturing
recorded negative growth (-0.1%). There was a fagmt decline in the share of the sector of
agriculture, forestry and fishing (-9.1 %) and miacturing (-5.4 %) in the total GDP, while theresva
an increase in the service sector's share in GDBOI? as compared to 2001 of 9.5%. In short, a
dominant concept of transitional reforms basediloerdlization, privatization and structural changes
in the period since 2001 led to deindustrializatadrthe economy, when manufacturing sector has
been practically devastated.

Table 1. Growth rate and share of GDP of differeettors in Serbia 2001-2012

Average growth Share of | Share of GDP Difference

rate 2001-2012 | GDP 2001 2012 2012-2001
Agriculture, forestry and 0.1 19.5 10.4 9.1
fishing
Industry 0.2 24.6 23.5 -1.1
Manufacturing -0.1 21.7 16.3 -54
Construction 4.2 3.3 4.3 1.0
Services 3.9 52.6 62.2 9.6
Trade 7.5 7.5 10.8 3.3
Transportation and storage 3.3 4.5 5.3 0.8
Information and 143 3.7 54 1.7
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Average growth Share of | Share of GDP Difference
rate 2001-2012 | GDP 2001 2012 2012-2001
communication
Financial and insurance 5.6 2.6 3.8 1.2
activities
Real estate activities 1/9 14.4 11.9 -2.5

Source: Report on Development of Serbia 2012

Table 2. Indices of industrial production, 2001-2@Previous year = 100)

2000| 2001| 2002| 2003| 2004| 2005| 2006| 2007| 2008| 2009| 2010| 2011| 2012

111.4) 100.1] 101.8] 97.0| 107.1] 100.8| 104.7| 103.7| 101.4| 87.4| 101.2| 102.5| 97.8

Source: Statistical Office, Republic of Serbia

Figure 2. Indices of industrial production, 2001420(Previous year =100)
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Employment in Serbian industry fell sharply in theriod 2001 — 2008, from 619000 employees in
2001 to 439000 in 2008. At the same time, numbeamgbloyees in industry increased in transitional
countries such as Bulgaria, Czech Republic, RomamibSlovakia. During the period 2001 — 2012 a
number of employees in manufacturing virtually lealv- from 570608 to 289286.

Table 2. Employment in Industry in Selected Coastim Transition

Country 2001 2008 +/-

Bulgaria 645000 737000 92000
Czech Republic 1396000 1441000 45000
Hungary 95900( 934000 -25000
Romania 1895000 1967000 72000
Slovenia 25700( 237000 -20000
Slovakia 51700(¢ 544000 27000
Serbia 61900( 439000 -180000

Source: FREN, Serbian Post-Crisis Economic Growtti Bevelopment Model 2011-2020
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Figure 3. Employment in Manufacturing in Serbiahe period 2001-2012
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Despite the large decrease in the number of emetoye industry, a share of industry in labour
productivity of Serbia has been diminishing sin@®2 The labour productivity of each sector is
calculated as the sum of GVA per employee of eactos, weighted by the sector’s share in the total
number of employees in Serbia. In other words,dbmpetitive position of each sector is not only
determined by the amount of value added that eackew creates, but it also depends on the sector’s
rate of employment. While share in productivityirddustry was 26.6% in 2001, it was 20.7% in 2012.

Figure 4. Sectoral contribution to labour produdty
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The existing technological structure of manufactgrindustries is unfavourable (lbid). In Serbian
manufacturing low technology (49.9 %) and medium-{@5.6 %) predominate and they have in total
a share of 75.5%.
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Table 3. The structure of the manufacturing industr

2001| 2002| 2003| 2004| 2005| 2006| 2007| 2008| 2009
High-technology o6l 16 0,7 27 23 14 12 1,0 0,9

Medium-high- technology | 25,6 26,4 23,2 24,8 24,7 22,71 23,4 24,3 23,8

Medium-low-technology | 25,5 26,2 27,7 254 27,0 28,3 27,4 27,8 25,6

Low-technology 48,3| 45,8 48,4 47,1 46,0 47,94 48,0 47,1 499
Source: Strategy and policy of industrial developte Serbia in the period 2011 — 2020

Moreover, Serbia's foreign trade in the period 22012 is characterized by high deficits and
unfavourable export structure. The structure obier exports is dominated by the products of the
lower stages of processing (over 55%), largely maaterials and semi-finished products. These are
mostly primary and labour- and resource-intensikedpcts making unfavourable export structure.
Serbia's economy depends on the product of lowntdobical intensity, which recorded a growth in
foreign trade in the 2011. The companies have asz@ the exports of medium-high- tech products,
but, on the other hand, volume of trade in highttpoducts recorded the highest decline in reatger
by 18.8% compare to 2010 year. Thus, Serbian expoet dominated with low added value.

Table 4. Annual real rate of growth / decline ie tiotal volume of foreign trade in 2011 to 2010 (%)

Total

Manufacturing 3.0

Low-tech 2.5
Medium-low-tech -0.5
Medium-high-tech 17.6
High-tech -18.8

Source: Report on Development of Serbia 2012

To sum up, Serbia is experiencing a process ohdestrialisation in the past twenty years. Durimng t
period 2001-2012 its industry has been growingnaangerage annual rate of 0.2%, but it however still
did not reach the output of the late 1989. Theeslindustry in GDP has been decreased, as well as
share in the labour productivity of the country. fglaver, employment in industry has sharply
decreased. Serbian exports are dominated mostlgdmur- and resource-intensive products making
unfavourable export structure, with low value addeding Reinert's words, Serbia is exporting
products of Malthusian activities, and thus chaggexport structure can only be achieved by
changing the structure of the entire economy. Tehe question we will address is whether Serbia has
had an industrial policy during this period.

The economic transition after 2000 was based ceoéilberal model of privatisation and liberalisation
Thus, Serbia did not explicitly define an indudtgalicy. However, there have been certain incagiv
for economic actors on the part of Government. &rtipular, institutional instruments of the
Government and the Ministry of Economy and RegiddeVvelopment for foreign direct investment
and export promotion are framed by the formationthef Serbian Investment and Export Promotion
Agency (SIEPA) and the Agency for Export Insuraacel Financing (AOFI). Incentives (subsidies
for greenfield investment) were routed in the maotiring sector and the services that can be traded
internationally (except for retail sale, tourismdaagriculture). The main criteria have been the job
creations, and grants are approved depending dypbeof investment (lbid).
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Export incentives have been in form of grants talsend medium-sized companies to fund activities
that contribute to the increase in exports, wh¥post credit and insurance (over AOFI) has provided
short-term loans to export companies.

Incentives for economic and regional developmemeteen provided through the Development Fund
of the Republic of Serbia, the National Investmilan (since 2006), various forms of state aid funds
and foreign aid. From these sources in the per@®d22009 through the various incentive instruments
total amount of over 6.6 billion euro for 18,83®jects in different areas of the economy has been
invested (Ibid).

Table 4. Budget funds for programs of the Governrftgrsubsidies and credit support in the mill.

RSD
Sector 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010
Transportation ; so0 g 1 848 0| 1.640,0| 1.347,5| 1.435,0| 1.365.2| 1.839,7| 1.6537| 1.229.4
system assets
Metal 1.305,6| 1.408,6| 882,5| 8055| 754,0| 621,7| 6965 710,3| 909,5
complex
Metallurgy | 1.210,0| 843.0| 7435| 4965| 2115 2070/ 961| 950 11,0
lgt‘ﬁ'eera”d 372,7| 419.8| 379.2| 390,0| 3605| 122,7| 151,0| 143,0| 1982
Chemical 397,7| 4305| 4205| 406,0| 3305| 2955| 2152| 3434| 13,9
Industry
Processing of | 1o, 51 3050| 2315 2105| 2855 455| 1722 742| 1110
non-metals
Electrical 237,7| 376,5| 244,0| 1560 120,5| 130,5| 247,6| 2302| 205,
machinery
Food industry | 137,5| 211,0 65,0 - - - - 16,4 -
Wood
. 132,0| 1210/ 1495| 1740| 1610/ 125| 165 30| 780
industry
{gf;fs”y' 5.634,5| 5.963,4| 4.755.7| 3.986.0| 3.658.5| 2.890.6| 3.434.8| 3.269.2| 1526,6
Construction | 1275| 1380 167,0| 1990 160,0| 1210/ 462| 323 7.2
Total (I + G) | 57620/ 6.101,4| 4.922,7| 4.185,0| 3.818,5| 3.011,6| 3.481,0| 3.301,5| 1533,8

Source: Strategy and policy of industrial developtiie Serbia in the period 2011 — 2020

Although Serbia did not have an explicitly definiediustrial policy, certain incentives in form of
subsidies and credit support have been providéidetindustry. However, as the above presented data
indicate, these incentives did not have positifeot$ on industrial development of Serbia.

It was only in 2011 when Government of Serbia aeldpa Strategy and Policy of Industrial
Development of Serbia 2011-2028owever, industrial policy is defined within th@ocument as
implementation of measures and policies in ordefaflitate and encourage emergence of new
enterprises in general (lbid). It stresses thadréibbisation and privatisation are the main concepts
industrial policy. Thus, it is not seen as conssieffort on the part of government to encourage and
promote a specific industry or sector with an aredypolicy tools, as industrial policy is defined
within this paper. We are of the opinion that, cant to the main pillars outlines in ti&trategy and
Policy of Industrial Development of Serbia 20110 order to steer economic development,
government needs to design incentives for particsdators and firms as their components, as well as
tools to discipline economic actors. We are of dpion that devastated industry of Serbia cannot
recover without conscious efforts on the part ofegoment.
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CONCLUSION

In this paper, we have argued that industrial goil&can indispensable tool for steering economic
development. Serbia is experiencing a process-aidiestrialisation. During the period 2001-2012 its
industry has been growing at an average annualofade2%, but it however still did not reach the
output of the late 1989. The share of industry DFRChas been decreased, as well as the share in the
labour productivity. Moreover, employment in indyshas sharply decreased. Serbian exports are
dominated mostly by primary and labour- and reseumbtensive products making unfavourable
export structure.

The economic transition after 2000 was based aepéiberal model of privatisation and liberalisation
Although there have been certain incentives onptdm¢ of Government, an industrial policy has not
been explicitly defined until 2011. However, induat policy is defined within this document as
implementation of measures and policies in ordefaflitate and encourage emergence of new
enterprises in general (Ibid). It stresses tharéisation and privatisation are the main concepts
industrial policy. Thus, it is not seen as conssieffort on the part of government to encourage and
promote a specific industry or sector with an awhpolicy tools as industrial policy is definedthin

this paper. We are of the opinion that, contrarthomain pillars outlines in thgtrategy and Policy

of Industrial Development of Serbia 2011-20R0order to steer economic development, govertmen
needs to design incentives for particular sectoi$ fams as their components, as well as tools to
discipline economic actors. We are of the opinioat tdevastated industry of Serbia cannot recover
without conscious efforts on the part of government
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HARMONISING THE LEGISLATION OF THE REPUBLIC OF SERB A
IN THE FIELD OF ENERGY EFFICIENCY WITH THE LAWOFT HE
EUROPEAN UNION*

Sini¥&a DOMAZET?

Abstract

Improving energy efficiency contributes to incrahsmmpetitiveness, security of supply, and the
fulfillment of obligations under international trées, notably provisions of the Kyoto Protocol. The
Republic of Serbia has recognized the importancenefgy efficiency, which was confirmed by the
adoption of Law on Efficient Use of Energy. This was first thoroughly regulated this matter, which
has so far been more or less ignored. The key éarto implementing energy efficiency are
unrealistic parity of energy prices and their vdlist, the energy in Serbia is still not treated as
commodity, but as a social category. Thereforés itecessary to undertake a series of measures that
in practice would allow for increased energy effiaty (establishing funds which would be used to
finance work on the installation of insulation veafacades, apply for funding from the EU funds with
appropriate projects, government must provide itigenmechanisms, encourage public companies to
take measures in the field of energy efficienay Mdlue added tax must be repealed on materials for
building insulation). It can be concluded that fi®cess of harmonization of law of the Republic of
Serbia with EU-law in the field of energy efficigritas begin, but it is necessary to take more steps
this direction.

Key words:Law, energy, efficiency, European Union, Repuldii§erbia

INTRODUCTION

Given the increasing energy crisis worldwide, tkeedto reduce consumption and waste of energy is
gaining importance. It should not be surprisingptiaving energy efficiency contributes to increased
competitiveness, security of supply, and the floli#nt of obligations under international treaties,
notably provisions of the Kyoto Protocol.

However, the concept of energy efficiency is ambigg) so it is necessary to accurately determine its
scope. In this sense, there are two possible mgsnime of which is related to the device, whilke th
second refers to the extent and behavior. As cdedby Zivkovic et al (2011) the energy efficient
unit is one that has a high degree of efficien®@,small losses during the transformation of mmenf

of energy into anotheOn the other hand, energy efficiency includes tleasares to be applied in
order to reduce energy consumption. Regardlesshether it is technical or non-technical measures,
or changes in behavior, all of the studies incltrdesame or even higher level of achieved comfort
and standards.
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Structural Changes in Serbia: Strategic DirectitorxsEconomic Development and Harmonization with EU
Requirements, and project of Basic Research NoOlF,6Petrogenesis and mineral resources of thea@erp
Balkanides and their importance for environmentatgxtion, which is supported by the Ministry ofe&Stwe and
Technological Development of Serbia in the peri6d122014.
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Given the increasing importance of energy efficieit ensuring energy security, it is necessary to
create an appropriate legal framework. As noted\bgesa, Turntomk& Casten (2007) the energy
taxes and regulation are feasible solutions toataolu of energy consumption, when the improving of
energy efficiency of technology is an ineffectivaywto reduce consumption. Also, Herring (2006)
commented that some of the savings from efficidngyrovements will be taken in the form of higher
energy consumption-the so called “rebound” effekeitil recently, energy efficiency in Serbia was not
regulated by the single legal act, but the wholdtenavas in several different acts. After that, the
National Assembly of the Republic of Serbia adoptezlLaw on the efficient use of enetgwhich
was first thoroughly defined the area of energicidiicy.

In what follows, we will write about positive legadgulations of the Republic of Serbia in the fiefd
energy efficiency. After that, there will be an bsés of EU legislation, in order to determine the
progress in harmonizing with its legislative acleeents.

LEGAL REGULATION OF ENERGY EFFICIENCY IN SERBIA

Law on Efficient Use of Energy (hereinafter referte Act) regulates the terms and conditions of the
efficient use of energy and energy sources in teeegation, transmission, distribution and
consumption; policy of efficient energy use; enemgynagement; labeling of levels of energy
efficiency products that affect energy consumptiominimum energy efficiency in generation,
transmission and distribution of electricity andahproduction and supply of natural gas; financing,
incentives and other measures in this area, asasetither issues of importance to the rights and
obligations of natural and legal persons in refatinthe efficient use of eneryy

The basic principles underlying the efficient uské emergy are: a) energy security, b) the
competitiveness of products and services, c) swi®e use of energy, g) organized energy
management —management of energy consumption, sfjeffectiveness of energy efficiency
measures; f) the minimum energy efficiency requerta. The Act shall specify the aforementioned
principles.

Thus, energy security is achieved by reducing tasgemption of primary or final energy
consumption by applying energy efficiency measumesthe energy generation, transmission,
distribution and consumption. Second, the competitéss of products and services is achieved by
reducing the cost of production or services pravidesulting reduction in energy consumptiogr

unit of goods or services implementing energy efficjemeasures. The concept of energy efficiency
means using less energy for the same unit of glosgestic product including the sustainability of
quality products, including energy efficiency labgl of products that affect energy consumption.
Third, the sustainability of energy use includeusstl energy consumption, better use of available
technology and the demands of eco-design, greéitelercy and effectiveness in the use of energy
and sustainability from the standpoint of environtaéimpact, using the principles of environmental
protection. Fourth, organized energy managementnagement of energy consumption is an
integrated approach that aims to influence the agaglm of total primary energy consumption and
affects the environment through energy consumptionitoring and implementation of measures to
increase energy efficiency. The economic viabitfymeasures ensuring that investment in energy
efficiency measures is economically justified. Eyyesaved is energy that must not be produced,
which takes into account the positive impact on #mvironment caused by the decrease in
consumption and a decrease in costs related taiegssecurity of energy supply. Reducing energy
consumption in the manufacturing, distributionng@ission and consumption of energy is ensured by

% Law on the efficient use of energy, Official Garatf Republic of Serbia RS, No. 25/13.
* Ibidem Art. 1.
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fulfilling the minimum requirements for energy eftncy for new or reconstructed facilities for the
generation, transmission and distribution of energy

Basic acts which establish policies efficient uberergy aré

1. Energy Development Strategy of the Republic of Berwhich is prepared and adopted as
governed by the law governing the field of enefiggréinafter: the Stratedy)

2. Program of the Energy Development Strategy of thpuRlic of Serbia (hereinafter: Strategy
Implementation Program), which is prepared and smbps governed by the law governing
the field of energ§

3. Action Plan for Energy Efficiency in the Republit®erbia;

4. Program and the Energy Efficiency Plan, adoptebbbgl governments;

5. Program and the Energy Efficiency Plan, adoptedotiher payers of energy management
systems.

The most important part of the Act refers to thevsions relating to energy management. In
accordance with the Act, the energy managemenersysé an energy management system that
includes the broadest set of regulatory, orgarumati incentives, technical and other measures and
activities and organized monitoring and analysis gaineration, transmission, distribution and
consumption of energy, which in the framework sfpbwers, determined and implemented by state
administration bodies, local governments and tagpapf the energy managenterfthe subjects of
this system are the Government, Ministry, payergradrgy management systems, energy managers
and certified energy advisd?s Accordingly, the specific competencies of the &wowvnent and
ministry of energy affairs are defined (Art. 13-15)bligors and participants in the energy
management and the obligations they have (Artit®47); Energy Manager of the obligors of the
system and the necessary conditions for perforrtiiege tasks (Articles 18-19); authorization and
conditions for the acquisition and reception ofcanse of energy adviser, the duties and powers to
carry out energy audits, content of reports on ggneudits; methodology for conducting energy
audits; energy consultant conflict of interest (&®-36).

The Act regulates the labeling of the level of gyeefficiency. In this regard, the Government
prescribes the types of products that affect eneogyggumption requiring labeling of energy and other
resources during their use and labeling of enerfficiency, as well as the dynamics of the
introduction of mandatory energy labeling for diéfet types of products Energy efficiency label
must contain information about the amount of powesduced using the prescribed conditions.
Second, it must visually indicate to the classh&fit energy efficiency and the lowest to the highes
values of energy efficiency for a given type of gwot, as well as data showing consumer relevant
product characteristics and resource consumptiguined for the operation of the prodtict

The manufacturer shall, prior to placing on the katwof the product at its expense create a list of
data, energy labeling and technical documentakiahis sufficient to provide insight into the acacy

of the information contained in the data sheet labél for energy efficiency. On the other hand, the
seller's obligations are to:

® Ibidem

® Ibidem Art. 6.

" Official Gazette of Republic of Serbia, No. 44/05.

8 Official Gazette of Republic of Serbia, No. 17/G3/07, 99/0% 27/10.
° Act, Art. 5, p. 18.

"% lbidem Art. 13.

' Ibidem Art. 37.

12 |bidem Art. 38.
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1) when the product is exposed to in Article 37agesiph 1 of this law set the label of the highest
energy efficiency in the manner and place speciiredccordance with the law, without the use of
other signs, symbols and descriptions that mayecaosfusion among consumers;

2) makg available to the consumers a list of ther wkata or other literature accompanying the
product;

The Act regulates the issue of eco-design. Indhisse, eco-design is a set of conditions that brist
fulfilled by product which use energy in relation environmental protection in the period that
includes the process of its creation, use, anapubf use of the produét Products can be placed on
the market and use only if they meet the requirdsneri eco-design prescribed by technical
regulations, if their compliance determined in pinescribed procedure and are marked in accordance
with the regulations applicable to that productugroProducts that have an eco-label, in accordance
with the regulations governing the eco-labeling emesidered to be products that comply with the
requirements of eco-design

The Act defined the issue of energy audit. Oblmatio implement the subject of this review: a) the
facilities used by payers system under Articlet&®ni4) of this Act, the useful floor area greatearn
500 m2; b) buildings or parts of buildings whiclke arlassified into one of the energy classes; c)
buildings and parts facility in case of change s&,uchange of owner, or are intended for rent. The
owners of these facilities or parts of facilitie® aequired to conduct an energy audit at lease onc
every 10 years. Investor, the seller, or the leefaonstructed facility or part thereof that hazport

on the conducted energy audit facility shall: lippto the sale or lease of the facility, or p&ereof,
make available to the prospective buyer or lesseeport on the conducted energy audits, which can
not be older than 10 years; 2) during the saléheftiuilding, or part thereof, or the granting of th
same lease, by signing the contract of sale, @el@h property or part thereof, take to the buyer o
lessee a report on the conducted energy auditcdmahot be older than 10 years. In announcing the
sale or rental of facility or part of facility imé public media, the advertisement contains inftiona
about its energy efficiency

Thus, the investor is obliged to install the desifer controlling and/or measuring submitted hbat t
heating installation of any new building, scheduted connection to the district heating system or
centralized heat supply. This refers to: a) devioesegulating and devices for measuring heat hand
over to the building; b) devices for measuring shemitted of heat for every part of the buildiny; c
devices for the controlled regulation of delivefyheat for each heater of heating system. The absts
equipment of system will be borne by the inveshdt.installed devices to measure heat submitted
must be previously certified by the licensee or Eheectorate of Measures and Precious Metals, in
accordance with the regulations governing the hredér. These provisions shall apply accordingly for
systems for remote and centralized cooling faetifi

Energy efficiency refers to the new and revitalifadilities for the production of electricity anedt

and power plants for combined heat and power, gstems for power transmission, distribution
systems of electricity and heat, as well as systemghe transportation and distribution naturas.ga
Government shall prescribe the minimum requiremdots energy efficiency which mentioned
systems and facilities must meet. Beside the agijdic for an authorization for construction of nemw
rehabilitation of existing facilities to producedteor electricity, as well as plants for combinezhth
and electricity by burning fossil fuels or renewalehergy sources, applicant is required to submit a
report on energy efficiency of the facility, wheyeblaborate facilities for heat or electricity must
include a techno-economic analysis to increasetdoked efficiency of the energy that would be

3 |bidem

% |bidem Art. 5, p. 5.
15 Ibidem Art. 42.

18 |bidem Art. 43.

7 bidem Art. 44.
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achieved by using the combined production of dldttrand heat. The Minister shall prescribe the
content of a study on the energy efficiency of fdlity for the production of heat or electricitys
well as plants for combined heat and power, systemgarts of systems for transmission and
distribution of electricity or thermal energy, amdnsportation and distribution of natural §as

Very important provisions of the Act relate to theasurement and calculation of electric and thermal
energy consumption. In this regard, the competeattiagities of local government shall include in
tariff system for district heating an element ie talculation of rates of heating services and oreds
and actually handed over the amount of Heht this way, it allows the consumer protectioneni the
many shortcomings of calculating the amount of g@ngrer square meter. In addition, the Act also
prescribes the duties of the transmission andiloigion system, the transmission and natural gas
distribution system, the distributor of heat andnpanies in the retail energy, public companies and
other entities that deliver natural &as

The Act also provides financing, incentives andeotimeasures of efficient use of energy. Funds for
financing provided from the budget of the RepulolicSerbia, the budget of the provincial or local
government, and also from funds of the Europearotyaind other international sources, donations,
gifts, contributions, aid and tfrom other sourcesnicrease the capacity for the implementatiorhef t
law, loans from international financial institut®and other sources in accordance with the lawheé\t
same time, the Act has introduced duty to estallishdget fund for energy efficiency improvements.
The fund concerned is used to record the specrasfiintended for financing energy efficiency
activities which will be financed under this Actu@gyetary Fund is established for an indefinitequkri

of time,zlin accordance with the law regulating tedget system. Budgetary fund managed by
Ministry=".

Funds to finance the Budgetary Fund are providedfthe appropriation in the budget of the
Republic of Serbia for the current year, as wellfragn grants and loans. Government adopts an
annual funding program of activities and measuce@mprove energy efficiency in line with the
strategy, program implementation strategies, agtlans and other documents and regulations in the
field of energy efficiency, treaties, and internatil agreements signed by the Republic of S&rbia

Budget Fund resources are provided to the usetBeoBudget Fund resources in order to finance
energy efficiency, on the basis of public tendesslished by the Ministry. Budget funds are ava#abl
to fund legal and natural persons establisheddndfritory of the Republic of Serbia who are dligi

for grants based on open competition. The Ministball prescribe the requirements for the
distribution and use of budget funds, way of altogathese resources, as well as the method of
monitoring the appropriate use of funds and cotieaights and obligations. Using funds from the
Budget Fund shall be made in accordance with thealrprograrft.

This Act provides for the possibility that the castgnt body of the autonomous province or local
government units with its own may determine spedifiancial and other incentives, establishment of
budgetary funds and the use of resources fromwits existing funds for realization of projects and
other activities for efficient use of energy in t&sritory, in accordance with the law and reguias
governing the work of these bodies. For legal aamttinal persons that use technologies, products and
put on the market products that contribute to aenefficient use of energy can be established tax,
customs and other benefits, under the conditiodsrmaaccordance with the law and other regulations

18 |bidem Art. 45-46.
9 bidem Art. 47.
2 |bidem Art. 47-56.
21 Ibidem Art. 58-60.
22 |bidem Art. 60.
2 |bidem Art. 61-62.
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governing taxes, duties and other charges. Iniaddithe Act stipulates the conditions in which the
use of renewable energy is considered a measmeody efficiency/.

Articles 66-70 related to energy services. In tleigard, the Act provides for the conclusion of the
Energy service contract that is concluded betwessrsuof energy services and perpetrator energy
service company (ESCO) — for the application ofc#pe measures to improve energy efficiency,
providing funds for the provision of energy sergicend the way of collection of funds for the
provided energy servic8s

Also, the Act prescribes the obligations of thelmugector in terms of energy efficiency. Thus,th#
organs and institutions of the public sector, idolg public companies, are obliged to take measures
to improve energy efficiency in the buildings thage or, in the performance of their activities,
implementing primarily economically justified meassi that create the greatest energy savings in the
shortest period of time. Measures to improve enexffigciency for authorities, organizations and
services, in addition to activities aimed at insirg energy efficiency, also include measures that
educate employees with efficient use of energy avals of their implementation and the
establisérgment and implementation of energy effitjenriteria in the procurement of goods and
services’.

The provisions of Articles 71-73 Act relating teetéfficient use of energy in the transport sector.

Understandably, the Act also regulates the momigpof the implementation of the obligations
established for a variety of subjects, as well asitive provisions. Also, the Act also specifieg th
economic offenses and offenses, if the subjeclatedts provision<.

LEGAL REGULATION OF ENERGY EFFICIENCY IN THE EU

As EU Commission and Simoes (2008, 2013) noted20@7 the European Commission (EC) set
comprehensive climate and energy policy targetsulsémeously focusing on energy efficiency,
promotion of renewable energy sources (RES) andctexh of greenhouse gas (GHG) emissions.
However, although there is good progress towardsRES objective, the Commission (2010) has
acknowledged that the energy efficiency targetils“a long way from being achieved. Moreover,
WWEF, ECOFYS and OMA (2011) shows that governmebsglies and private investments in large
fossil and nuclear power plants vastly outweigrséhm renewable energy and even more so those in
energy efficiency. WCD (2000), Geota et al (2014)l &Vade et al (2011) show that this seems to
support statements by some non-governmental ooz (NGOs) that policy makers are focusing
excessively on the supply side of energy systeiedicplarly centralised generation options, and not
enough on end-use energy efficiency. Thus, despéeact that more recent energy strategies and
programmes combine many policies and measures dessl climate change, energy security and
energy efficiency, there is still a need for legign that will adequately solve the problems iest
areas, especially in the field of energy efficien8sMansour (2011) noted that The main objectives
of EU energy policy are sustainability, competitiges and security/reliability of supply. To achieve
the goals of energy and climate policy, the EU aeldplifferent directives regarding the efficieneus
of energy, increasing utilization of renewable gyesources and reduction of GHG emissions.

Energy efficiency in the EU is regulated primariy Directive 2012/27/EU on energy efficiency,
amending Directives 2009/125/EC and 2010/30/EU aepealing Directives 2004/8/EC and

4 |bidem Art. 63-65.
5 Ibidem Art. 63-65.
26 |pidem Art. 68.

27 |bidem Art. 83-91.
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2006/32/EG. This Directive establishes a common frameworkrefasures for the promotion of
energy efficiency within the Union in order to ersuhe achievement of the Union’s 2020 20 %
headline target on energy efficiency and to paeevthy for further energy efficiency improvements
beyond that date. Of course, the implementatiothefobjectives of the Directive concerned should
provide funding. Financial support is availableotigh a variety of programs and instruments, such as
European Energy Efficiency Fund (EEEF), Intellig&mergy — Europe, ELENA Facility, Mobilising
Local Energy Investments (MLEI), Cohesion policgdd&P7 Fundirf.

According to Directive, Each Member State shall aetindicative national energy efficiency target,
based on either primary or final energy consumptinimary or final energy savings, or energy
intensity. Member States shall notify those targetdhe Commission. When doing so, they shall also
express those targets in terms of an absolute vptimary energy consumption and final energy
consumption in 2020 and shall explain how, andnenbtasis of which data, this has been calculated
One of the main new measures includes the obligatifioMember States to establish a long-term
strategy for mobilizing investment in the renovatiof the national stock of residential and
commercial buildings, both public and private. fsfiversion of the strategy shall be published by 3
April 2014 and updated every three years thereafter submitted to the Commission as part of the
National Energy Efficiency Action Plans. Each Meml&tate shall ensure that, as from 1 January
2014, 3 % of the total floor area of heated andfmied buildings owned and occupied by its central
government is renovated each year to meet at teasminimum energy performance requirements
that it has set in application of Article 4 of Diteve 2010/31/EU. The 3 % rate shall be calculated
the total floor area of buildings with a total usefloor area over 500 m2 owned and occupied by the
central government of the Member State concernad ¢m 1 January of each year, do not meet the
national minimum energy performance requirementsirseapplication of Article 4 of Directive
2010/31/EU. That threshold shall be lowered to @&Das of 9 July 2015. Also, Member States shall
require that central government buildings with ploerest energy performance be a priority for energy
efficiency measures, where cost-effective and tiealig feasible. If a Member State renovates more
than 3 % of the total floor area of central goveeninbuildings in a given year, it may count the
excess towards the annual renovation rate of attyeathree previous or following yedrs

Member States shall ensure that central governnmmthase only products, services and buildings
with high energy-efficiency performance, insofar #mt is consistent with cost-effectiveness,
economical feasibility, wider sustainability, tedtal suitability, as well as sufficient competitfén

The Directive sets out the legal obligation to bksha energy saving measures in all Member States i
the amount of 1.5% of average total amount of gned in the last three years. Each member
country must devise its own scheme that will achithis level of savings, in a way that is besteslit
to national circumstances, and at the same tinledidghe common EU targets for energy savings.

Distributors and suppliers of energy have importiata on the energy consumption of end-users who
might turn into major participants to save enemjyerefore directive proposes that all distributansg

/ or suppliers of energy, and operating in theiteagr of the Member States should commit to saving

energy, which would be equal to 1.5% of averagal tebergy sold in the previous three years. To

achieve these savings distributors and / or supplé energy should cooperate with end-users of
energy for the purpose of implementing energy gg:iThe Parties also must develop a long term
strategy of reconstruction of public and privaesidential and commercial buildings to the 2020th

year.

%8 Directive 2012/27/EU on energy efficiency, amendirectives 2009/125/EC and 2010/30/EU and repgali
Directives 2004/8/EC and 2006/32/EC [OJ L315 p.1]

29 About programs and instruments see closer: htpeliropa.eu/energy/efficiency/financing/financieig.htm

% Directive, Art. 4.

%! Directive, Art. 5.

%2 Directive, Art. 6.
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The public sector is required to purchase enerfigieht buildings, products and services. In aduaifi
the public sector has to reduce energy consumjtidmildings that are using and that are owned by
him in a way that the first January in 2014 renewadually 3% of the total floor area loéated or
cooled parts of public buildings with a clear viemsaving energy.

During the restoration should be taken into cormsitiien criteria complete restoration.

Due to the large share of the public buildingshe total number of buildings (about 12% of public

buildings in the EU), their restoration should seas a catalyst for greater market presence ofgner

efficiency in other sectors, as well as developihg necessary skills and knowledge. Buildings
(private and public) consume about 40% of totahlfienergy, and in many cases the optimal cost of
retrofitting of buildings can lead to a 60% eneggyings. Renovation of public buildings would be

largely paid itself through savings on energy kalfgl also help the economic recovery by stimulating
economic activity and employméhnt

Accordingly, the public sector is required to puabfidisclose information on energy consumption in
public buildings with useful floor area greaterritg00m2 up to 11.15.2013.

Since the energy renovation of buildings requiretal investment for the implementation of energy
efficiency, the directive includes provisions toesigthen the market for energy services through the
use of model contracts on the energy performidnce

The providers of energy services (ESCO) would thussted in the initial investment and the money
would go back through the savings in energy cdstaddition to energy savings, to launch new
business opportunities and create jobs for exansplestruction companies or providers of equipment
and services. The market for energy services iently around 6 billion € in the EU and in the UitS.
costs 30 billion and is currently developed. Theeptal of the EU in this type of market is estiptat

at 25 billion €.

In this regard, Member States shall promote theggnservices market and access for SMEs to this
market by: (a) disseminating clear and easily aibksinformation on: (i) available energy service
contracts and clauses that should be includedah santracts to guarantee energy savings and final
customers’ rights; (i) financial instruments, intees, grants and loans to support energy effagien
service projects; (b) encouraging the developmgquality labels, inter alia, by trade associatidje$
making publicly available and regularly updatintjsh of available energy service providers who are
qualified and/or certified and their qualificatioasd/or certifications in accordance with Artickg, br
providing an interface where energy service praddean provide information; (d) supporting the
public sector in taking up energy service offemsparticular for building refurbishment; (e) prowid

a qualitative review in the framework of the Naabiienergy Efficiency Action Plan regarding the
current and future development of the energy sesvinarke?.

In addition, Member States shall also take otheasuees to promote energy efficiency. In that regard
Member States shall evaluate and if necessary dpkeopriate measures to remove regulatory and
non-regulatory barriers to energy efficiency, withprejudice to the basic principles of the propert
and tenancy law of the Member States, in particataregards: (a) the split of incentives between th
owner and the tenant of a building or among owneit, a view to ensuring that these parties are not
deterred from making efficiency- improving investiteethat they would otherwise have made by the

% The European Commission has published a repdtieeht'Energy performance certificates in buildsrand
their impact on transaction prices and rents iactetl EU countries". See further:
http://ec.europa.eu/energy/efficiency/buildings/@0d 30619-energy_performance_certificates_in_buijgipdf
% Directive, Art. 18.

% Directive, Art. 18, p. 1-2.
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fact that they will not individually obtain the fubenefits or by the absence of rules for dividihg
costs and benefits between them, including natiamak and measures regulating decision- making
processes in multi- owner properties; (b) legal mgllatory provisions, and administrative pradjce
regarding public purchasing and annual budgeting accounting, with a view to ensuring that
individual public bodies are not deterred from nmgkinvestments in improving energy efficiency and
minimising expected life-cycle costs and from usamgrgy performance contracting and other third-
party financing mechanisms on a long-term conteddbasis. Such measures to remove barriers may
include providing incentives, repealing or amendiegal or regulatory provisions, or adopting
guidelines and interpretative communications, ompdifying administrative procedures. The measures
may be combined with the provision of educatioajning and specific information and technical
assistance on energy efficiefity

It is necessary to encourage small and medium mrges in conducting energy audits and
implementation of recommendations to improve thergyaudits. Large companies must undertake to
conduct energy audits every 4 yéars

End users of energy must be provided easy andafreess to real-time and historical data on energy
consumption and payment must be based on actualogtion, according to the data collected
during the measurement. The deadline for the impfeation of these measures is 1 January 2015th
year for electricity, natural gas, hot water anata heating. It must also ensure installation of
individual electric meters, gas, heating, coolingd ahot water when replacing meters, larger
renovation or building or new terminal in the biriigf®.

When the heating, cooling or hot water gets fromdbntral heating system or central source for the
building in a series, then the meter for heating &ot water needs to be installed on the heat
exchanger or cost center. In residential buildiogsnected to district heating systems in heatirgy/an
or cooling individual metering of heating or codgimr hot water should be placed no later than
31.12.2016 for each dwelling unit. If that is nethnically feasible or cost-effective, it has toset up
dividers heat and thermostatic valves on all radiit

Potential savings that could be achieved becaustheofinformation due to a more appropriate
measurement and collection estimated at 80 Mtoenfal savings that could be achieved because of
the information due to a more appropriate measunearg collection estimated at 80 Mtoe.

The Directive specifies that until the first Januar 2014. Member States shall establish a national
heating and cooling plans in order to develop theemtial of high-efficiency cogeneration (CHP)
plants and efficient district heating and cooffhgrhis would achieve savings of at least 30%
compared to the separate production of electraiiy heat.

Without prejudice to Articles 107 and 108 of theedtly on the Functioning of the European Union,
Member States shall facilitate the establishmentirancing facilities, or use of existing ones, for
energy efficiency improvement measures to maxirtiigebenefits of multiple streams of financing.
The Commission shall, where appropriate, directlwia the European financial institutions, assist
Member States in setting up financing facilitied aechnical support schemes with the aim of
increasing energy efficiency in different sectdember States may also set up an Energy Efficiency
National Fund. The purpose of this fund shall bsupport national energy efficiency initiatives

% Directive, Art. 19, point. 1.
% Directive, Art. 8.

% Directive, Art. 9-10.

% Directive, Art. 9, point. 3.
40 Directive, Art. 14.

“! Directive, Art. 20.
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EU Member States will each year, commencing on p@ilA2013th onwards, make report on the
progress made in terms of achieving their natiamdicative targets for energy efficiency. Member
States have a deadline to June 2014 to transpedeitbctive into national legislation. Up to 30 éun
in 2014, the Commission will assess the progrestentawards meeting the national target of energy
efficiency to be achieved by 2020 and will propadditional measures if necessary.

THE DEGREE OF HARMONIZATION OF THE PROVISIONS OF TH E ENERGY
EFFICIENCY OF SERBIA WITH THE EU LAW

Harmonization with the EU acquis is performed bggdag a Law on efficient use of energy. This is
also one of the basic conditions for Serbia toifmjrto the European Union. The Treaty establishing
the Energy Community between the European Commuamty the Republic of Albania, Bulgaria,
Bosnia and Herzegovina, Croatia, the former YugodRepublic of Macedonia, Montenegro,
Romania, Serbia and the UN Interim Mission in Kasav accordance with UN Resolution 1244 and
relevant decisions of the Ministerial Council ofisthbody, expanded the area of the acquis
Communatuaire agreement regarding the necessigpplfcation. Thus, having regard the decision
number D/2009/05/MC-EnC, contracting parties arquired to apply the following directives:
Directive 2006/32/EC on energy efficiency in finahergy and energy services, which repealed
Directive 93/76/EES; Directive 2002/91/EC on theefyy Performance of Buildings and Directive
92/75/EES related to labeling of energy class afsebold appliances.

It should be noted that the Directive 2002/91/ECtma energy performance of buildings is replaced
and repealed by Directive 2010/31 EU on energyopeténce of buildings from the 19th May, 2010,
and that was taken Directive 2010/30/EU from 19 M2®10 on the labeling and information on
energy consumption of standard products and othengg-relevant products, which was repealed and
replaced Directive 92/75/EES related to labelingeofergy class of household appliances. The
Ministerial Council of the Energy Community, based the decision of 2010/02/MC/EnC of 24
September 2010 has refer the parties concerned to the implertientaof the newly adopted
directives relevant to the field of rational useenfergy. Based on Directive 2006/32/EC on energy
efficiency in end-use and energy services, the @Gornent of the Republic of Serbia adopted the First
Action Plan for Energy Efficiency of the RepublitSerbia.

The existing Act should create a framework for thmplementation of EU directives, including:
Directive 2010/30/EU from 19 May, 2010 on the ladgland information on energy consumption of
standard products and other energy-relevant predantd to amend the regulatory framework for the
implementation of Directive 2010/31 EU on energyf@enance of buildings from the 19th May,
2010. The Government of the Republic of Serbia tatbthe Action Plan for Energy Efficiency for a
period of three years. The Act also prescribesctimgents of this document. The first Action Plan fo
Energy Efficiency (for the period 2010-2012) wasopted in accordance with the Decision of
Ministerial Council of the Energy Community of 2009/MS-Enc of 18th December 2009.

In accordance with the Decision of the Ministe@auncil of the Energy Community of 2009/05/MS-
Enc of 18 December 2009, the implementation ofattguis communautaire in the field of energy has
also been extended with respect to 92/75/ES Diecth energy labeling of household appliances and
Directive 2002/91/EC on the energy performanceuidings.

Given that the Directive 2002/91/EC on the energgfgsmance of buildings is replaced and repealed
by Directive 2010/31 EU on energy performance dfdings from the 19th May 2010, and that was
taken Directive 2010/30 / EU from 19 May, 2010 dre tlabeling and information on energy
consumption of standard products and other enexigyant products, the Ministerial Council of
Energy Community in accordance with the Decision Ra0/02/MC/EnC from 2%4September 2010
committed the signatories to the implementatiotheke new directives relevant to the field of eperg
efficiency.
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Provisions on energy labeling of products (esplciame and other technical equipment) which
consume energy implement Directive 2010/30/EU. Tdiisctive includes the implementation of a
series of delegated regulations, each of which rsoaspecific type of home appliances:
1) Delegated Regulation of the European Commission N%h9/2010 which supplementing
Directive 2010/30/EU with regard to energy labelofglishwashers in the household;
2) Delegated Regulation of the European Commission N&0/2010 which supplementing
Directive 2010/30/EU with regard to energy labelafdiousehold air conditioners;
3) Delegated Regulation of the European Commission Nx1/2010 which supplementing
Directive 2010/30/EU with regard to energy labelofgvashing machines for household;
4) Delegated Regulation of the European Commission N%2/2010 which supplementing
Directive 2010/30/EU with regard to energy labelafdelevisions;
5) Delegated Regulation of the European Commission &&6/2011 which supplementing
Directive 2010/30/EU with regard to energy labelofgir-conditioning cooling systems;
6) Directive 98/11/EC amending Directive 92/75/EEQéfation to energy labeling of household
lamps;
7) Directive 2002/40/EC amending Directive 92/75/EEQCelation to energy labeling of electric
ovens.

Finally, the Act also contains provisions on ecsige of product, which implemented Directive
2005/32/EC establishing a framework for the definitof requirements for eco-design of products
which use energy.

THE PRACTICE OF THE EUROPEAN COMMISSION IN THE
IMPLEMENTATION OF EU LAW IN THE FIELD OF ENERGY EFF ICIENCY

The European Commission has jurisdiction for théomement of the EU in the field of energy
efficiency. In this regard, the Commission haggatiin accordance with Article 257 TFEU, to iniéa
proceedings against Member States that do not hasmdts legislation with the EU regulations (for
example, the Directive on energy efficiency).

The Commission takes action it deems appropriateesBponse to complaint or indications of
infringements which it detects itself. Non-comptanmeans failure by a Member State to fulfill its
obligations under EU law. It may consist eitheraofion or omission. In doing so, it does not matter
whether it is a central, regional or local authorithe first stage in the proceedings initiatedthy
Commission called "Infringement proceedings”. Theppse of this pre-litigation stage is to enable
the Member State to conform voluntarily with thgugements of the Treaty. There are several formal
stages in the infringement procedure. The Commissiay first have to carry out some investigation,
namely when infringement procedures are launchatiduto a complaint. The letter of formal notice
represents the first stage in the pre-litigationcpdure, during which the Commission requests a
Member State to submit its observations on an ifilethiproblem regarding the application of EU law
within a given time limit. The purpose of the reasd opinion is to set out the Commission’s position
on the infringement and to determine the subjedtanaf any action, requesting the Member State to
comply within a given time limit. The reasoned apmmust give a coherent and detailed statement,
based on the letter of formal notice, of the reagbat have led it to conclude that the MembereStat
concerned has failed to fulfill one or more of ibligations under the Treaties or secondary
legislation. Referral by the Commission to the GadrJustice opens the litigation procedure. I1$ thi
respect, the Commission must point out that, iroatance with the established case-law of the Court
of Justice, it enjoys a discretionary power in dag whether or not to commence infringement
proceedings and to refer a case to the Court. Towattas also acknowledged the Commission's
power to decide at its own discretion when to comreean actiof.

“2 http://ec.europa.eu/eu_law/infringements/infringas_en.htni01. 10.2013.
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In practice, there were several cases in which i&titutions responded. Thus, the Commission has
formally requested Austria, Cyprus, Estonia, Lithiaa Luxembourg, Hungary and the United
Kingdom to ensure full compliance with their obligas under EU legislation on energy efficiency in
buildings (Directive 2010/31/EU). The Commissiomtsa reasoned opinion to these Member States
asking them to notify the Commission of all theartsposition measures for the directive, which had
to be transposed into national law by 9 July 20flthe Member States do not comply with their legal
obligation within two months, the Commission mayide to refer them to the Court of Justice.
Reasoned opinions were already sent to Italy, @deeortugal and Bulgaria in January 2013, to Spain
and Slovenia in April 2013 and to Belgium, Germafynland, France, Latvia, Poland and the
Netherlands in June 2013.

However, as Commission (2013) noted, Portugal tstramsposed Directive 2010/31/EC on energy
efficiency in buildings, so that the Commissiontiated proceedings. The Commission proposes a
daily penalty of €25 273.60. The level of this dgn# set taking into account the duration and the
gravity of the infringement. In case of an affirmatjudgment of the Court, the daily penalty is®
paid from the date of the judgment until the trarssioon is completed. The final amount of the daily
penalty will be decided by the Court. The Commisssgent Portugal a letter of formal notice
concerning the transposition of the directive impt8eber 2012. A reasoned opinion followed in
January 2013. Although Portugal is working on diadiislation, no information is available on when
this will be adopted, published and come into fofideerefore full transposition is still pending.

CONCLUSION

The Republic of Serbia has recognized the impoearienergy efficiency, which was confirmed by
the adoption of Law on Efficient Use of Energy. Jlict was first thoroughly regulated this matter,
which has so far been more or less ignored. Howevés not enough just to pass the law, it is
necessary to apply it in practice. The key barrteramplementing energy efficiency are unrealistic
parity of energy prices and their volatility, s@athusers are not interested in investing in prejéat
increase energy efficiency. In addition, the enéng8erbia is still not treated as a commodity, dmia
social category, which also discourages investméntthe sector. Therefore, it is necessary to
undertake a series of measures that in practicddwailow for increased energy efficiency, where
Serbia was among the last countries in Europet, Rirsiust be established incentive fund of theéesta
and the funds which would be used to finance warkifee installation of insulation walls-facades.
Second, it is necessary to apply for funding frévd EU funds with appropriate projects. Third, the
source of funds for energy efficiency improvemerdsa be loans, which would be guaranteed by the
state. Fourth, the government must provide incentiechanisms (in particular, various tax breaks)
for entities that are set up insulation of exterwalls of building facades. Fifth, encourage public
companies to take measures in the field of eneffigiency. Sixth, the value added tax must be
repealed on materials for building insulation, irder to encourage their use. Finally, practice of
institutions of the Union will be of great importanfor improving energy efficiency. Finally, it cae
concluded that the process of harmonization ofdathe Republic of Serbia with EU-law in the field
of energy efficiency has begin, while its outpuil e visible in the future, given the need to mee
the financial, legal and technical requirements.
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Abstract

Establishment of institutions that support the dgwment and effective functioning of the market
system is one of the key prerequisites for creaditigisiness environment which would be favorable
for initiating and organizing economic activitiesch thus result in greater economic dynamic and
more successful growth of per capita income. Tren@my of the Republic of Serbia requires an
institutional environment where the rule of law Iwile established and property rights and

enforcement of contracts unambiguously defined sintly protected as a determined set of

economic institutions that drive economic dynanildgs paper, based on the analysis of the general
intellectual property rights index and its institutal indicators related to the economy of the Ruipu

of Serbia, draws attention to institutional restioms that halt more dynamic development of
economic activities which can only be eliminated $ystematic and continuous institutional

development.

Key words institutional infrastructure, business environmguroperty rights, contract
rights, intellectual property rights

INTRODUCTION

Contemporary models of economic growth such assidals ones together with the endogenous
growth theory, despite significant theoretical amdpirical contributions, haven't fully answered the
questions relating to development challenges fégedumerous economies. Their common feature is
the lack of analysis in terms of the significanog ampact of institutions on economic performance.
In this respect, new models emerged that basetiebasic postulates of conventional models better
explain the causes of less successful economiclafmuent. These models, as a rule, find that
fundamental and long-term causes of economic eff@i actually represent the factors substantiated
in institutions. Accordingly, the long-term vialyli of an economic system cannot be adequately
understood and addressed if the institutional datemnts of economic dynamics are ignored. These
determinants, along with geography and foreigneradpresent “deep” determinants of economic
growth of nations. According to research condudigdD. Rodrik et al. (2004), out of all “deep”
determinants of economic growth, institutions hthee strongest relative effect ger capitaincome,
especially the quality of pr