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THE EFFECT OF NON-TARIFF BARRIERS ON TRADING
FLOWS BOSNIA AND HERZEGOVINA WITHIN CEFTA 2006
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Abstract

Main objective of this paper is presentation of non-tariff barriers influence on trading flows among countries with-
in CEFTA 2006, in other words, position of Bosnia and Herzegovina in terms of agreement. CEFTA 2006 rep-
resent middle-European zone of free trade founded for the purpose of trading flow strengthening within Western
Balkan countries on the path of their accession to EU. According to that, Bosnia and Herzegovina as a mem-
ber of CEFTA 2006 tries to reach better economic position within agreement and accelerates its integration
toward EU. Although, on the path to trade liberalization country’s members cancelled tariffs and quotes in their
relationships, while they continued to use non-tariff barriers at the large extent. Consequently, n this paper we
intended to lighten the role and trade position of Bosnia and Herzegovina within CEFTA 2006. We concluded
that Bosnia and Herzegovina achieved enviable economic result regarding strength of trading flows and com-
petitiveness. Despite of this, we also concluded that position of Bosnia and Herzegovina could be better within
CEFTA 2006. if country’s members eliminate invisible tariffs, or if Bosnia and Herzegovina would performed
more actively in the process of reforms conduction in the field of annulling of non-tariff barriers.

Key words: standards, barriers, administrative measures, trade, free trade, liberalization.

JEL Classification: F1, F15

1. Introduction

CEFTA 2006 originates from previous CEFTA Agreement. CEFTA (Central European Free Trade Agreement)
or middle-European zone of free trade was founded in 1992 by Hungary, Poland and former Czechoslovakia.
After period of foundation, several countries accessed to them, such as: Slovenia in 1996, Romania in 1997,
Bulgaria in 1999, Croatia in 2003 and Macedonia in 2006 (Zeni¢-Zelikovic, 2011). In 2006, Bulgaria,
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Romania, Albania, Bosnia and Herzegovina, Croatia, Macedonia, Kosovo, Moldova, Montenegro and Serbia
negotiated about changes and extension of original CEFTA into new CEFTA 2006. Negotiations were sup-
ported by Pact for stabilization for South Eastern Europe and European Commission. CEFTA 2006 came on
force in July 2007 (Mostetsching, 2011). This agreement replaced existing bilateral agreement regarding free
trade and supported multilateral trade cooperation between South Eastern Europe counties.

Western Balkan countries started liberalization of inter-regional trade flows in 2000 under the initiative of EU.
This process is finished by ratification of new Middle-European agreement regarding free trade, well-known
under the name CEFTA 2006 (Bjelic, et al, 2013). New agreement replaced currently signed 32 bilateral
agreements among country’'s members, related to exchange of trade concessions on bilateral basis, in that
way making inter-regional trade of products liberalized, creating regional zone of free trade also for agricul-
tural products.

Main characteristics of CEFTA trade flows are following: low exchange of products with added value, unsat-
isfactory quality and amplitude of banking services supply and lack of funding sources, poor cooperation, as
well as inter-regional direct investments (Bilas and Franc, 2011).

After foundation of CEFTA 2006 trade exchange grew, especially from 2008. Among country’s members
there were two trade processes: intra-trade and inter-trade exchange. Intra-trade exchange represents trade
of similar products or products which are in different phases of production, i.e. trade exchange of goods with-
in the same industry. On the other side, inter-trade exchange is defined as exchange of goods and products
between different industries. For example, trade with agricultural products, services, machines and equip-
ment.

Inter-regional trade increased in the first half of 2000’s (period of agreement on bilateral trade) and contin-
ued to grow in the second half of decade (period from CEFTA 2006 foundation). During the first decade of
2000’s trade was tripled, whilst in the second decade it was increased 6 times (Petreski, 2011). Observing
key trading partners within CEFTA 2006, it could be noted that trade flows are mostly performed among key
trade partners from Croatia, Bosnia and Herzegovina and Serbia. Croatia and Serbia are the largest trade
exporters and achieved surplus in inter-regional trade of goods, while Montenegro, Kosovo and Bosnia and
Herzegovina are connected through intra-regional trade via import.

Besides agricultural products trade, CEFTA 2006 involved new amendments on trade of services, intellectu-
al property rights, ownership, public procurement and investment promotion. Mentioned amendments are
compiled with rules of World Trade Organization and EU. This agreement strengthened process of market
liberalization or trade within Western Balkan countries. The existence of traditional relationship between ex-
Yugoslavia countries, could impact on stronger competitiveness of products from country’s members, i.e.
from regions which would find the path to European market. Agreement brings some advantages. First of all,
there was increase of trade exchange of goods and services in the region. Agreement liberalized more than
90% of trade with goods and services among countries in region (Mojsovska, 2006). It means that agree-
ment caused the growth of trade exchange and strong product competitiveness — economy of scope,
decreasing of production costs, stronger efficiency and productivity and production specialization.

Implementation of CEFTA 2006 does not mean only annulling of non-tariff barriers, rather gradually cancel-
lation of non-tariff barriers — technical barriers, sanitary and phytosanitary and administrative measures.
CEFTA 2006 provides improvement of regional economic cooperation, especially in terms of export to EU
(cummulation of product origin). It means that goods originated from one country signatory could be used in
production of goods in other country’s members and exported without negative impact on preferential status
of final product origination. According to that, those products are treated as domestic products. Due to men-
tion act 3. CEFTA 2006, diagonal cummulation of goods origin is possible between CEFTA 2006, EU and
EFTA's members (Iceland, Norway, Switzerland and Lichtenstein) and Turkey (Vapa-Tankosic, et al, 2011).

CEFTA 2006 also upgrades FDI inflow, because the market from cca 27 million of consumers is much attrac-
tive for foreign investors in comparison with individual country’s market. On the way of attracting foreign
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direct investments (FDI), members of CEFTA 2006 adopted laws which guaranteed the most privileged treat-
ment, liberalization of public procurements, production modernization, implementation of new technologies
and knowledge and business strategy etc. CEFTA 2006 stimulates process of integration to EU. Accepting
the agreement, which is defined by CEFTA 2006, country’s members also accept conduct of necessary
reforms on the path to EU membership (Pjerotic, 2008).

Within CEFTA 2006 tariffs and quotes are completely eliminated and do not represent real problem for trade
exchange discouraging. Although, their elimination was followed by invisible trading barriers in the sense of
technical barriers, sanitary and phytosanitary and administrative measures. Their implementation often has
the objective not for legal consumer protection, protection of environment, animals and vegetables, rather for
discrimination of imported products and creation of unfair competition. According to this, country’s members
try to annul invisible barriers respecting the rules of World Trade Organization and EU amendments. The
most often problems among countries are impersonated in: complex border procedure which constantly
changes, lack of coordination of working hours between border departments on border pathways, which
result in long waitings, inconsistent implementation of defined procedures, disclaiming of quality sanitary and
safe certificates, causing doubled testing etc.

Abovementioned problems slower trading flows between country’'s members. Bosnia and Herzegovina,
Moldova, Kosovo and Albania lapse in the adjustment process of elimination non-tariffs barriers. As a result,
those countries dropped behind in trading exchange flows with other country’s members. Consequently, it is
very important to continue reform processes and especially Bosnia and Herzegovina to continue with posi-
tive changes for the aim of improvement of competitiveness position.

Basic purpose of this research is impersonated in understanding of influence non-tariff barriers on trading
flows members within CEFTA 2006, with special retrospective view on the case of Bosnia and Herzegovina.
Though, this paper will try to lighten the main characteristic of CEFTA 2006 agreement as well as the influ-
ence of implementation of non-tariff barriers on limitation of trading flows between country’'s members.
Special importance and contribution of this paper is offering answers on influence of non-tariff barriers on
trading flows among country’s members of CEFTA 2006 and possible prospective in term of their elimina-
tion.

Research, conducted regarding CEFTA 2006 mostly, mostly focused on analysis of effects of agreement on
trading flows between members. Just a few papers made research regarding impact of non-tariff barriers on
trading flows among members i.e. analyses the case of Bosnia and Herzegovina. So, this paper intends to
make some questions and offer some answers. First, this paper tries to define and determine the main char-
acteristic of CEFTA 2006. Second, this paper intends to determine current status in the field of implementa-
tion and annulling of non-tariff barriers of country’s members. Third, this paper intends to determine trade
position of Bosnia and Herzegovina within CEFTA 2006 and achieved scope in the area of elimination non-
tariff barriers, in other words, adopted measures in the area of technical barriers, sanitary and phytosanitary
and administrative measures. Answers on asked questions will have important implications on understand-
ing of non-tariff barriers effect and their impact on strengthening trading flows within CEFTA 2006 and com-
petitive position of Bosnia and Herzegovina.

2. Review of literature

Influence of CEFTA 2006 on trading flows of country’s members and implementation of non-tariff barriers are
the subject of research of certain authors. In line with that, we intend to quote and briefly present the most
important researches. Handzinski and Sestovic (2011) in their paper perform the problem of barriers imple-
mentation in services industry in countries of CEFTA 2006. They separately analyze limitations in some
countries, that are related to market access, ownership structure, local demands regarding certain perform-
ances, transparency and property protection and rights of foreign companies, workforce movement etc. 7
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Beside mentioned, they analyzed status and prospective of all service sectors in CEFTA 2006. Hadzinski et
al, (2010) in research, related to improvement of regional trade integration in South Eastern Europe, are
occupied with analysis of trading models within member of CEFTA 2006. They also analyze measures for
regulation of trade and trade environment as well as reaction of countries on regional integration trends. In
research of Hadziomeragic et al, (2007) is analyzed general problem of importance agreement on free trade
and its effects on Bosnia and Herzegovina economy. In paper are analyzed theoretical effects of the agree-
ment on free trade. Also, position of Bosnia and Herzegovina is analyzed within agreement on free trade, i.e.
it was given description of evolution process in trading flows in Bosnia and Herzegovina economy.
Furthermore, there are analyzed problem that influence on achieving positive effect from free trade zone,
otherwise gravitation model of trade is presented as well as calculations that measure the trade effects.
Kikrekova (2010) in her paper presents the problem of CEFTA 2006 impact on trading flows in Macedonia.
She separately analyzes agreement on trade liberalization within CEFTA 2006 and trade exchange in
Macedonia regarding mentioned agreement. Also, she analyzes non-tariff barriers and their impact on trad-
ing flows within agreement. Mojsoska-BlaZevski and Peterski (2010) carry out the problem of Western
Balkan trade with EU and CEFTA 2006, with special attention on Macedonia. They concluded that, through
applying of gravitation model, trading relationship between countries depend upon level of GDP per capita.
Furthermore, they determine that income was not equal in the free trade zones and CEFTA 2006. According
to them, the main cause for that is existence of non-tariff barriers. Pjerotic (2008) in his paper conduct analy-
sis of trade liberalization effects in South Eastern Europe countries, in other words, analyze trade structure
between members, i.e. flows of intra-industrial exchange. Jelisavac and Zirojevic (2008) researched the sig-
nificance of CEFTA 2006 formation, otherwise positive and negative effects which cooperation had on coun-
try’s members. Also, they analyzed the effects of non-tariff barriers on trading flows of country’s members as
well as potentials of CEFTA 2006.

Bjeli¢ and Dragutinovic Mitrovic (2013) in their paper conduct the analysis of competitiveness position of
Serbia in CEFTA 2006. In order to investigate the competitiveness position of Serbia in that agreement, they
used gravitation model. Model showed that Serbia exported more in less developed countries of CEFTA
2006 in comparison with export to EU countries. Beside this, they concluded that nearness of market in rela-
tion to market liberalization has significant influence on trading flows in Serbia. Bjeli¢ et al, (2013) analyze
the global financial crisis influence on export of Western Balkan countries. During financial crisis there had
been decrease in export from Western Balkan countries to EU countries. According to authors, it is general-
ly accepted that more than 90% of total export in Western Balkan countries is directed to EU. Solely eco-
nomic crisis caused export decrease and made these countries less resistance. So, those countries intend
to, through CEFTA, strengthen intra-regional trade flows in order to be less dependent upon external mar-
kets.

Beside abovementioned researches, there are also studies with subject of CEFTA 2006, such as: CEFTA
issues paper 4 - elimination of non-tariff barriers in CEFTA (2012), CEFTA trade statistics half year (2012),
Agency for statistics of Bosnia and Herzegovina - trade exchange of Bosnia and Herzegovina with foreign
countries (2012, 2013), Central bank of Bosnia and Herzegovina - Bilten (2012), Foreign trade Chamber of
commerce (2012, 2013).

3. Trading flows and Bosnia and Herzegovina position within CEFTA 2006

Emerging countries are faced with increased trade deficit of balance payment current account. Growth of
trade deficit makes problematic macroeconomic stability of emerging countries. Foreign trade policy of
Bosnia and Herzegovina is characterized with certain shortcomings which are result of poor organization of
institutional system. Foreign trade is under jurisdiction of Ministry for foreign trade on the level of Bosnia and
Herzegovina. Although, some segments of foreign trade policy conducting are under jurisdiction of entities
who make arrangements with neighbor countries and in that way it comes to non-harmonized foreign trade
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policy. Despite that, in recent period is distinguished the process of harmonization of foreign trade of entities
and its conducting by foreign government institutions on the state level. Precisely, from 2008 the process of
harmonization in conducting of foreign trade policy has more significance than former.

One of the reasons for trade deficit existence in the economy of Bosnia and Herzegovina is adoption of Law
on Foreign Trade Policy from 1997. It is much liberalized law, which provided too much opening toward for-
eign countries of Bosnia and Herzegovina economy. There are 3 main reasons for described situation: 1)
domestic product capacities were on the very low level after the war ending and protection of domestic indus-
try was not realistic option, 2) significant inflow of donating funds and 3) inefficient administrative capacity,
i.e. non-payment of tariffs and taxes on borders. Before mentioned law does not include existence of quan-
titive limitations beside special cases, such as jeopardizing of public safety, safety of people, animas, veg-
etables etc. (Hadziomeragic, et al, 2007).

Foreign trade exchange of Bosnia and Herzegovina recorded strong import of products after war ending till
nowadays. Although, coverage of import by export was very low in 2003 and amounted only 29%. After 2003,
there had gradual increase of import of goods and services in Bosnia and Herzegovina. Growth of exports
in countries of CEFTA 2006, EU and other trading partners, was the result trade liberalization in Bosnia and
Herzegovina. During period of global financial crisis in 2008, especially during 2009, there was recorded the
growth in coverage of import by export. In 2011 these rate was 53%. Although, trade deficit continued to
increase in comparison with 2010 (see Table 1). Trade deficit was the highest during 2008.

Table 1. Export and import in Bosnia and Herzegovina in period 2003 - 2011

In ‘000 EUR

Year | Average rate of Trade Export Import Balance Rate of

1EUR in KM | exchange level coverage

import by

export in %

2003. 1,95583 5.518.5588 | 1.241.537 | 4.277.051 | -3.035.514 29,0
2004. 1,95583 6.358.289 | 1.540.401 | 4.817.888 | -3.277.487 32,0
2005. 1,95583 7.650.970 | 1.934.319 | 5.716.651 | -3.782.531 33,8
2006. 1,95583 8.463.456 | 2.640.463 | 5.822.993 | -3.182.531 45,3
2007. 1,95583 10.141.385 | 3.035.327 | 7.106.058 | -4.070.731 42,7
2008. 1,95583 11.761.864 | 3.431.633 | 8.330.231 -4898.599 41.2
2009. 1,95583 9.145.160 | 2.828.057 | 6.317.103 | -3.489.046 44,8
2010. 1,95583 10.589.745 | 3.627.873 | 6.961.872 | -3.333.999 52,1
2011. 1,95583 12.142.311 | 4.203.925 | 7.938.386 | -3.734.461 53,0

Source: Agency for Statistics of Bosnia and Herzegovina, 2012, p. 13.

During 2012, trend of trade deficit increasing was continued. Fundamental cause of the growth in trade deficit
was industrial production fall caused by felt of demand for half-finished materials in countries which are main
trading partners, accompanied by export decrease, while, from the other side, the felt in domestic demand
caused import decreasing. Observing foreign trade exchange in 2012, it could be noted that export was
decreased for 272,5 million KM or 1,7%, while import was lower for 364,2 million KM or 4,4%. Trade deficit
amounted 7, 39 billion KM, that is for 1,3% more than for 2011. Coverage of export by import in 2012 amount-
ed 51,8% which is below the level for 2011 (CBBIH Bilten, 2012).

Regarding export, main trading partners for Bosnia and Herzegovina are: Croatia, Germany, Italy and Serbia.
During 2012 the value of export in Bosnia and Herzegovina recorded decrease in all abovementioned coun-
tries. Export in Croatia was lower in 2012 compared with 2011 for 1,5% and amounted 277,4 million KM,
export in Germany decreased for 1,7% and amounted 294 million KM, export in Italy was down for 2,5% and
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amounted 243 million KM, whilst export in Serbia was decreased for 33,9% and amounted 166 million KM.
On the import side, main trading partners of Bosnia and Herzegovina were: Croatia, Germany, Russian
Federation and Serbia. The value of imported goods from Germany was lower for 3,9% and amounted 435,4
million KM, import from Croatia was decreased for 5,5% and amounted 561 million KM, import from Russian
Federation was down for 23,4% and equal 450,9 million KM and import from Serbia felt for 7,2% and
amounted 367,2 million KM (CBBIH Bilten, 2012). Export in Croatia, Germany, Italy and Serbia made
approximately 50% of total export in Bosnia and Herzegovina.

On the import side, main trading partners of Bosnia and Herzegovina were: Croatia, Germany, Russian
Federation and Serbia. In 4Q there was decrease of value of import from those countries. The value of
imported goods from Germany equals 435,4 million KM, with annual decrease of 17,6 million KM (3,9%),
import from Croatia totaled 561,2 million KM and it is lower for 32,5 million KM (5,5%), whilst import from
Russian Federation is lower for 93,8 million KM (23,4%) and amounted 450,9 million KM. Import from Serbia
is decreased for 28,4 million KM (7,2%) and amounted 367,2 million KM (CBBIH Bilten, 2012).

In next Table 2, we can see the coverage ratio of export and import with the most significant trading partners
in a period from 01. to 03. of 2013. Based on data, we can conclude that Bosnia and Herzegovina reached
trade surplus only with Germany — 106,65%. After Germany, Austria and Italy are the countries with who
Bosnia and Herzegovina has high rate of coverage import by export — with Austria that rate is 83,66% and
with ltaly 83,8%. With countries members of CEFTA 2006, and ex member of CEFTA - Croatia, the cover-
age ratio for observed period amounted 51,03%, while with Serbia amounted 43,50%, as the main trading
partners.

Table 2. Surplus/deficit and coverage of import by export in Bosnia and Herzegovina with the most important trading part-
ners (01.03.2013.)

in thousands of KM
Country Export Import Balance Coverage of export
by import in %

Germany 338.791 317.656 21.135 106.65
Austria 151.027 180.531 - 29.505 83,66
Italy 227.483 273.479 -45.996 83,18
Netherlands 29.436 53.944 - 24.508 54,57
Turkey 46.167 87.485 -41.317 52,77
Slovenia 172.448 327.087 - 154.638 52,72
Croatia 292.437 573.027 -280.589 51.03
Serbia 149.276 343.180 -193.904 43,50
Hungary 43.657 125.994 -91.337 27.51
Poland 20.313 91.631 -71.318 22.17
Russian Fed. 12.313 78.626 -65.653 16,50
Switzerland 39.324 401.989 -362.665 9,78
Other country. 479.816 498.939 19.424 96,17
Total 1.994.147 | 3.353.567 -1.359.420 59,46

Source: Foreign Trade Chamber of Commerce of Bosnia and Herzegovina, 2013, p. 1.

Considering export structure in quoted 4 countries, in Serbia and Croatia are mostly exported products from
industry of mineral gas, lubricants and similar products, where belongs also electricity. In Germany and Italy
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dominate export of various finished goods, products segregated according to material (metals and products
based on metals, paper, products from cellulose, textile etc.).

If we consider import according to goods structure, the largest decrease recorded group of products miner-
al origin (share in total import — 19,1%) for 176,7 million KM or 19,4%, then processing of alimentaries (share
in total import — 10,2%) for 19,2 million KM or 4,6%. The largest increase of import is recorded to following
group of products that have the highest share in total import; machines, appliances, mechanical and electri-
cal devices for 12,5 million KM or 2,4% and products of chemical industry for 15,7 million KM or 4,3% com-
pared with the same period of previous year (see figure 1) (CBBIH Bilten 4, 2012).

Figure 1.

Share of group products in import
in 4Q (in millions KM)

A B (o3 D E F G H
A Machinery and mechanical appliences E Food products
B Mineral products F Transportation equipment
SOUI’CE: C Base metals and articles G Vegitable products
D Chemical products H Other products

adjusted according to CBBIH Bilten
4,2012, p. 98.

On the export side, the most significant share (22,1%) has basic metals, which recorded decrease in the
amount of 38,9 million KM (8,2%) compared with same quarter of 2011. On the second place are products
of mineral origin with share of 10,5% of total export, with also decreasing trend in the amount of 85,9 million
KM (29,3%) vs. same period of previous year. Third group of products according to share are various prod-
ucts, mostly related to furniture which encompass 10,6% of export in 4Q, with rise of 17 million KM (8,9%).
The largest share in trade deficit in 4Q 2012 had following group of products: products of mineral origin
(mainly fuel oil) 28,3%, appliances and mechanical devices 18,1%, processing of alimentaries 16% and
products of chemical industry 13,2% (see Figure 2).

Figure 2.

Share of group products in export in 4Q
(in millions KM)

Source: Q llllll‘ 'l
A B [ D E E

adjusted according to CBBIH Bilten 4, P — B PUCfusar Tratscer

2012. p. 98 B Machinery and mechanical appliences F Chemical products
’ p " € Wood and wood products G Other products
D Mineral products

Although, speaking about Bosnia and Herzegovina position within CEFTA 2006 it is important to make ret-
rospective view on CEFTA 2006 Report for the first half of 2012 — emphasizing that export of Bosnia and
Herzegovina within CEFTA 2006 amounted 626,105 million EUR. For Bosnia and Herzegovina, the most
important exporting partner was EU, where Bosnia and Herzegovina export equals 1,163,798 million EUR,
while the rest of the world export reached 1,351,890 EUR. Bosnia and Herzegovina exported in Turkey
49,338 million EUR and in EFTA countries 25,617 million EUR, China 2,419 million EUR and Russia 5,481
million EUR. On the other side, Bosnia and Herzegovina mostly imported from EU 1,763,988 EUR and
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CEFTA countries 915,259 million EUR, Russia 376,019 million EUR, China 192,894 and Turkey 107,574 mil-
lion EUR and rest of the world 2.833.390 EUR (see Table 3).

Table 3. CEFTA 2006 Trade Statistic 2012 half year: case Bosnia and Herzegovina

Exports Imports
Intra CEFTA 626.105 | Intra CEFTA 915.259
RoW 1.351.890 | RoW 2.833.390
EU 1.163.798 | EU 1.763.988
EFTA 25.617 | EFTA 25.158
Turkey 49.338 | Turkey 107.574
Russia 5.481 | Russia 376.019
China 2.419 | China 192.894

Source: CEFTA 2006, 2012, p. 6.

Considering export of Bosnia and Herzegovina in country’s of CEFTA 2006, it should be noted that Bosnia
and Herzegovina mostly export to Croatia — 48% of total export. After Croatia, Serbia is the most significant
exported market for Bosnia and Herzegovina with 30% of export, then Montenegro with 10%, Kosovo 6%,
Macedonia 5% and Albania 2%. After leaving CEFTA 2006 from the side of Croatia, Serbia and Bosnia and
Herzegovina would be the most important trading partners. On the side of import, it could be noticed that
Bosnia and Herzegovina mainly imports from Croatia 57%, Serbia 38%, Macedonia 4% and Montenegro 1%.
Observing according to export structure in Bosnia and Herzegovina, based on 5 leading industries, in CEFTA
2006 country’s, there should be notified domination of products which are classified as materials, then, min-
eral fuels, lubricants and similar products, food and live stock, raw materials etc. The structure of export in
Bosnia and Herzegovina economy, based on 5 leading industries, in EU countries is mostly related to prod-
ucts classified as materials, various product articles, raw materials etc. (see Figure 3).

Figure 3.
Top five sectors in exports to CEFTA

Source: Manufactured Mineral fuels Foodandlive — Cude  Mistellaneous  Otters
adjusted according to CEFTA, e T e oo

chieflyby  material ot fuel
2012Y p 6 m{ial s excel s

On the other side, considering according to import structure of Bosnia and Herzegovina economy, based on
5 leading industries from CEFTA 2006 countries, the mostly imported are mineral fuels, lubricants and simi-
lar products, food and live stock, products classified as materials, chemicals and similar products etc. (see
Figure 4).




Figure 4.

Top five sectors in imports from CEFTA

800.000
600.000
400.000
200.000

uels,  Food and live
d animals

Manufactured Chemicals and Beveragesand  Others
goods related tobacco
classified  products, n.o.s.
chiefly by
material

Source:
adjusted according to CEFTA, 2012, p. 6.

Observing according to scope of trade exchange of agricultural and non-agricultural products in Bosnia and
Herzegovina with country’s of CEFTA 2006, it should be noticed that among country’'s members in the
process of trade exchange dominate non-agricultural products compared with agricultural products.
Comparing 1Q of 2011 vs. 1Q of 2012, there was recorded domination of non-agricultural products in rela-
tion with agricultural products in the process of exchange (see Table 4). Beside that, in total amount is evi-
denced decreasing of trade exchange with those members of CEFTA 2006 and rest of the world. The main
reason for that situation is presence of economic recession in EU zone and in larger trade partners in the
world.

Table 4. Bosnia and Herzegovina export and import of agricultural and non-agricultural products

1H2011 1H20112

Country Agricultural Non- Total Agricultural Non- Total
products agricultural products agricultural
products products

Albania 8,145 12,249 20,394 6,703 6,564 13,267
Bosnia and 0 0 0 0 0 0
Herzegovina
Croatia 201,844 656,149 | 857,993 202,590 617,282 819,872
Macedonia 24,871 38,697 63,568 27,252 33,534 60,787
Moldova 180 952 1,131 293 935 1,228
Montenegro 10,850 78,661 89,511 10,884 64,044 74,928
Serbia 163,085 437,231 600,317 161,192 370,358 531,549
Kosovo 7,763 31,743 39,506 9,356 30,376 39,732
Rest of the 377,535 3,808,787 | 4,186,322 373,076 3,812,204 | 4,185,280
World
CEFTA 416,739 1,255,682 | 1,672,421 418,271 1,123,093 | 1,541,364

Source: adjusted according to CEFTA 2006, 2012, p. 7.

In period January — May 2013, export amounted 3 billion and 464 million KM, that is for 10,8% more vs. same
period of last year, whilst import amounted 6 billion 8 million KM, which is for 0,5% lower vs. same period of
2012. Coverage of import by export was 57,6%, while foreign trade deficit in goods amounted 2 billion 544
million KM. Export in CEFTA countries was 1 billion 23 million KM, which is for 4,6% more than same peri-
od of 2012, when import was 1 billion 362 million KM, that is for 7,6% less than previous year. Coverage of
import by export was 75,1%. Import in EU countries was 2 billion 57 million KM, 10,3% higher than same
period of 2012, while import was 2 billion 841 million KM, just 0,8% more than same period of previous year,
Coverage of import by export was 72,4% (ASBIH, 2013).
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4. Non-tariff barriers within CEFTA 2006

CEFTA 2006 is multilateral agreement on free trade which replaced 32 bilateral agreements on free trade on
the territory of Western Balkan. Primary goal of CEFTA 2006 foundation was formation of free trade zone
between country’s of Western Balkan and Moldova until 2010. Agreement ensures trade liberalization of agri-
cultural and non-agricultural goods and services and full protection of intellectual property rights. This agree-
ment provides practice of fair competition and gradual liberalization of public procurements market in coun-
try’s members. Under the term liberalization of trade exchange of non-agricultural products usually we con-
sider annulling of all import tariffs which are not reconciled with the act VIIl GATT from 1994, then complete
elimination of export tariffs and measures with equivalent effects and all quantitive limitations and measures
with equivalent effect.

Liberalization of trade exchange of agricultural products within agreement means elimination of tariffs and
quotes as well as export subsidies. In the case that certain country continues with use of some export sub-
sidies, other country’s members have an opportunity to use barter trade tariffs in order to protect and imple-
ment the rules of fair competition on their markets. Country’s members are obliged to apply rules of World
Trade Organization regarding sanitary and phytosanitary measures. Also, agreement contains the rule on
technical barriers within agreement of World Trade Organization and obliged its members to reconcile their
national technical standards with World Trade Organization and EU until the end of 2010 (Kikerkova, 2010).

It is generally known that in international trade larger tariff liberalization of trade cause the growth of impor-
tance of non-tariff barriers. Non-tariff barriers among members of CEFTA 2006 commence due to fact that
country’s members are in different stages of reconciliation their regulatory rules with EU legislative. Those
countries that advanced in standard harmonization with EU have an impact on other members to reconcile
their legislative in short time manner, causing strength of trading flows. For that reforms processes there is
necessity for time and resources (Zenic-Zeljkovic, 2011).

Members of CEFTA 2006 precisely defined deadlines for reconciliation (Jelisavac and Zirojevic, 2008):

" technical trade barriers - until 31.12.2010. members are obliged to harmonize and reconcile the process
of procedure;

e competitiveness — until 01.05. 2010. — competitiveness principles begin to apply on all companies, involv-
ing state companies and those with special and exclusive rights followed by active participation of inde-
pendent regulatory agency;

@ public procurements — until 01.05. 2010. members will insure non-discrimination and equal treatment for
all participants;

e protection of intellectual property — until 01.05. 2014 all counties must respect formerly adopted rules.

Non-Tariff Barriers involve wide spectrum of measures which significantly could influence on trading flows
between members of CEFTA 2006 and in general. In non-tariff barriers we include technical barriers, sani-
tary and phytosanitary and administrative barriers.

Standards, technical acts and acts of compliance evaluation often cause technical barriers in trade.
Governments introduce technical barriers for the purpose of achieving goals of public policy, including nation-
al security, health of nation, safety and environmental protection. Although, those acts are often the source
of problem for trade directly and indirectly, especially when they are implemented disproportionately and are
not directed to rightful goals. Those measures also cause deterioration of trading flows among countries
when they are introduces unified and when they are not enough transparent and available to foreign produc-
ers (CEFTA 2006, 2012).
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In order to offset or eliminate unnecessary technical barriers which impact on trade, World Trade
Organization, through its agreement on technical barriers, intends to define rules, i.e. regulate procedures
and avoid charging of unnecessary technical barriers. Most of countries in CEFTA 2006 are members of
World Trade Organization and automatically accept defined rules. Simultaneously with mentioned process
within EU, country’s members completely reconcile technical barriers in order to strengthen its trading flows.
Consequently, member of CEFTA 2006 intend to be a part of EU, as it is case with Croatia, which became
the part of EU since July 1, 2013 | intend to annul non-tariff barriers, making important steps closer to EU.
Those CEFTA countries which harmonized its infrastructural systems with EU automatically eliminate tech-
nical barriers between themselves and EU. Finally, task for all country’s members of CEFTA 2006 is harmo-
nization of trading system between each other, consequently with EU.

Implementation of technical barriers in trade often causes limitations in trade, although it is not the purpose
of their existence in the most of cases. Technical barriers became very important tool for protection of domes-
tic industry, bearing in mind that tariffs and quotes are annulled. But, implementation of technical barriers
does not mean always limitations in trade. In some cases, technical barriers or standards and acts could ini-
tiate trade — but it is rare situation. Technical standards influence positive on strengthen consumer’s confi-
dence regarding imported goods, because imported goods should fulfill necessary standards and rules.
Technical barriers influence also positive on exporters because they obtain necessary information about con-
sumer’s preferences, simultaneously decreasing costs of collection information of that type.

Institutional framework for standardization in CEFTA 2006 countries is on very low level, causing blocking
trade with EU countries and between each other. Consequently, standardization of quality is cause of limita-
tion trading flows within CEFTA 2006. Exporters mostly claim that standards are used as technical barriers
in order to discourage trade, i.e. to protect domestic industry or producers from foreign competition. On the
other side, domestic producers consider that standards are not used sufficiently (in terms of products quali-
ty) as technical barriers and in that way allow import of products with doubtful quality, creating unfair compe-
tition.

Based on the last CEFTA 2006 Report it is evidenced progress of all countries in term of infrastructure of
standardization and regulation, representing one of the key factors for EU accession. Made progress in area
of standardization is obvious, but not speed enough and comprehensive in order to provide mutually confes-
sion of quality standards between countries of CEFTA 2006. Harmonization of standards and processes of
regulation consider adoption of European standards with simultaneously eliminating of technical barriers
among member of CEFTA 2006 and EU. Despite of that, certain countries still stay behind in transferring
technical rules from EU. In the process of transfer and adoption of technical rules and bodies for evolution
of reconcile process from EU, among advancers are: Croatia, Macedonia, Serbia, Montenegro, while
Albania, Bosnia and Herzegovina and Moldova should make addition effort. Bosnia and Herzegovina and
other two mentioned countries, due to slow process of adoption rules from EU, are exposed to potential prob-
lems of export on CEFTA 2006 and EU markets. Because of retrogression in area of annulling trading barri-
ers, trade exchange of Bosnia and Herzegovina is often below the potentially desirable level.

Country’s members of CEFTA 2006 also intend to conduct harmonization regarding international voluntary
standards that are very important for trading flows. By acceptation of international standards, products from
CEFTA 2006 countries would be easier traded among members and EU countries. Implementation of inter-
national standards bring unique message regarding reconciliation of quality of products and services.
Introduction of international standards has positive effects on attraction of FDIs and strengthen of trading
flows. Those standards are especially important for less developed countries, because due to standards
countries get the opportunity to export products on developed markets. Countries from CEFTA 2006 could
not be proud regarding made steps in the area of international standards introduction. Croatia and Serbia
are advancers in that process, although they are very far from European average. Other countries such as:
Bosnia and Herzegovina, Albania, Montenegro, Moldova are behind in this process and from them it is
expected speeding up the process in following year if they want to be closer to EU integration flows.
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Countries from CEFTA 2006 executed mutual recognition adopted standards in last two years. Although, it
can not be expected that process will be completed soon, because it is very sensitive field with complex
process of legal regulation followed by non-existence of clearly defined time frameworks for their mutual
recognition.

Table 5. Progress in Convergence to EU Standards

Country European Standards (ENs) | Conformity assessment bodies
adopted
2008 2009 2008 2009

Albania 14.424 15.029 n/a 16
Bosnia and 8.000 9.653 32 35
Herzegovina
Croatia 10.695 21.368 123 145
FYR Macedonia 3.674 6.011 20 36
Montenegro 500 1.530 n/a 0
Serbia 2.805 5.072 325 347
Kosovo 665 1.200 0 4

Source: Hadzinski, B., et al, 2010, p. 24.

For the aim of tracking elimination of technical barriers within CEFTA 2006, there were used following indi-
cators (CEFTA 2006, 2012):

e Institutional framework for standardization and foreign cooperation,
e Transfer of European technical rules in primary sectors,

o Adjustment of European standards in sectors defined as priority,

e [nstitutional framework for accreditation and foreign cooperation,

e Evaluation of reconciliation between infrastructure and procedures,
e Mechanisms of information and reporting.

Based on CEFTA 2006 Report for 2012, all countries reached positive shift measured by abovementioned
indicators, in terms of elimination and reconciliation of technical trade barriers which are constraint for trade
within countries from CEFTA 2006 and EU. In the Report is emphasized that Croatia, currently part of EU,
reached the best performance. Former Yugoslav Republic Macedonia, Serbia and Albania are above the
average for CEFTA, Montenegro is very close to average, while Moldova, Bosnia and Herzegovina and
Kosovo are behind them significantly.

The second type of non-tariff barriers are sanitary and phytosanitary measures (common abbreviation —
SPS). That group of measures or barriers, due to its nature, is considered acceptable because they are relat-
ed to limitations which should ensure safety of food, animals and sanitary protection of vegetables. But rarely,
that measures are used not just for mentioned situations, already they served for protection of domestic
economy or for limitation of import from foreign countries. For the purpose of annulling sanitary and phy-
tosanitary limitations, World Trade Organization intends, through agreement, to define and introduce inter-
national standards, guidelines and recommendations in order to discourage limitations of trading flows
among countries. According to that, CEFTA 2006 members accept basic guidelines of World Trade
Organization and recommendations of EU. In the first instance, they try to accept following agreements: risk
evaluation (SPS measures should underlie on scientifically proved propositions); principle of equality (equal
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relations or treatment toward foreign and domestic exporters); reconciliation (there is a need for compliance
with international standards, guidelines and recommendations) and transparency (SPS measures should be
immediately published and available). For evaluation of sanitary and phytosanitary measures among CEFTA
2006 members there are used following indicators (CEFTA 2006, 2012):

e [nstitutional framework for SPS,

e Level of cooperation between SPS agencies within CEFTA 2006 and external levels,
e General rules on SPS measures,

e Transfer of European SPS measures, and

e Mechanism of information and reporting.

Cancellation of tariffs and quotes on agricultural products within CEFTA 2006 countries, sanitary and phy-
tosanitary measures are intensively used as barriers in trade between country’s members. Talking about san-
itary and phytosanitary barriers, it is very important to stress that in the export structure of CEFTA 2006 coun-
tries dominate agricultural products. Export of agricultural products made more than a quarter of total export
in CEFTA 2006. In export of agricultural products dominate Kosovo, Serbia, Macedonia (Handziski, et al,
2010).

CEFTA 2006 countries are obliged to have good coordination in the process of introduction of sanitary and
phytosanitary measures. That considers that it would not be necessary to introduce those measures and that
all countries would be informed in time. But, the largest problem in term of annulling of sanitary and phy-
tosanitary measures is non-existence of clearly defined deadlines for their elimination. Countries which want
to access to EU must on that path to eliminate mentioned measures. It is often that countries members uni-
fied introduce sanitary and phytosanitary measures, making harder for import products. Clear examples of
introduction mentioned measures are done by Croatia, Serbia, Bosnia and Herzegovina etc. The most often
complaints are related to inspections and checking of alimentary products, banning import of live stock, milk
and products based on milk. Despite of that, countries members achieved significant progress in direction of
convergence sanitary and phytosanitary measures. Especially are emphasized advancers in this area, such
as: Croatia, Macedonia and Montenegro, whilst other countries are below the average.

Based on CEFTA 2006 Report for 2012 it is obvious that Croatia, ex-member, reached the largest progress.
Former Yugoslav Republic Macedonia and Montenegro are above the average of CEFTA. Albania, Bosnia
and Herzegovina and Serbia achieved similar result and they are very close to CEFTA average, while
Moldova and Kosovo should conduct serious reforms in order to be closer to international practice.

Third group of non-tariff barriers is related to tariff and administrative procedures. Tariff and administrative
procedures bring certain costs of business, which are inevitable due to its nature. But, some countries often
introduce additional limitations on export and import of certain products, above defined measures, causing
unnecessary business complication. As a result, there would be present counter-effect in term of reaching
negative benefits from participation in international product chain and disincentiveness of foreign direct
investments. Consequently, in order to avoid unnecessary costs and complicated tariff and administrative
barriers, it should be conduct measures which will reduce cost of business, make procedures more trans-
parent and act coherent, unbiased and unique administrative border demands, simplified of tariff system,
harmonization of administrative requests, elimination of complicated procedures, implementation of interna-
tional agreements regarding cooperation etc. (CEFTA 2006, 2012).

For the aim of annulling of administrative barriers in trade among members of CEFTA 2006, there are used
following indicators for measuring of their elimination or harmonization (CEFTA 2006, 2012):

e Foundation of national tariff web page on which would be presented all information,
e Evaluation of tariff business,
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e Participation in trade community,

e Improvement of rules,

e Complaint procedures,

® Fees and costs,

e Formality: documentation and electronic automation,

e Tariff procedures and processes, and

e Domestic and cross-border cooperation between agencies etc.

In term of administrative barriers CEFTA 2006 countries made progress regarding transparency and protec-
tion of enterprises rights abroad. Furthermore, all countries members published adopted laws and proce-
dures in official gazettes and on Internet pages of authorized institutions. They apply the same business pro-
cedures toward domestic as well as toward foreign companies in institutional sense. It means that foreign
companies could make complaints on made decisions on more levels, as it is case with domestic compa-
nies. In that sense, some members succeed in shortening of necessary time in arbitrage process. For exam-
ple, Serbia need 6 weeks for arbitrage for domestic legal entities and 11 weeks for foreign legal entities, while
in Montenegro described process lasts 45 days (Handzinski and Sestovi¢, 2011).

Based on CEFTA 2006 Report for 2012, Croatia, Former Yugoslav Republic of Macedonia and Serbia made
dynamic progress. But, Montenegro reached result that is a little above the average, whilst Albania and
Moldova are close to CEFTA average. In the case of Bosnia and Herzegovina and Kosovo, there is a need
for additional effort to append to progressive countries. Based on below presented graph, we could conclude
that Bosnia and Herzegovina is on the bottom among countries within CEFTA 2006. Bosnia and
Herzegovina’s lapsed in the process of elimination of non-tariff barriers and non-conducting reforms has neg-
ative influence on trading flows and competitiveness position within agreement (see Figure 5).

Figure 5.
Total average mark for all 3 dimensions
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Source: Adjusted according to CEFTAZOOG‘ Albanija BiH Croatia macFeYdl:“izl Kosovo Moldova Montenegro Serbia
2012, p. 81.

5. Non-tariff barriers: case study of Bosnia and Herzegovina

CEFTA 2006 countries are faced with unified introduction of non-tariff barriers that could be source of trad-
ing tensions between them. All countries member, also Bosnia and Herzegovina, mainly emphasized pres-
ence of following non-tariff barriers within CEFTA 2006 (CEFTA 2006):

e Complicated procedures on custom border transitions, high bureaucracy and non-adjusted working
hours of customs and inspection services (sanitary, veterinary, radiology);
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e Lack of internationally recognized bodies for accreditation and certification and insufficient number of
authorized laboratories and institutions;

e Non-recognition of quality certificates — agreements on mutual recognition of documents are not signed
yet among countries in CEFTA 2006. Therefore, each country has its own control. Every shipment of
goods is tested (samples) for two times on both borders;

e Problem of non-adjustment of domestic standards and technical rules with international standards;
e Lack of adequate transport and other infrastructure;
e Complicated regime of issuing licenses, corruption and smuggling.

Bosnia and Herzegovina is, in the area of technical barriers, reached certain results that are presented on
figure 6. Progress is achieved especially in the field of standardization and outside cooperation, adjustment
to EU standards, accreditation and outside cooperation. But, poor results are reached in the area of trans-
ferring or adoption of EU technical rules, adjustment or reconciliation of evaluation process and mechanism
of information and reporting. For the purpose of elimination of mentioned deficiencies, Bosnia and
Herzegovina should speed up the process of acceptation EU technical rules, strengthen physical capacities
and competences and also appointed cooperative national mechanism for information and reporting.

Figure 6.

Result for technical barriers in trade - Bosnia =
and Herzegovina

Source: adjusted according to CEFTA 2006, AL SR T
2012‘ p 90 cooperation regulations

i a
and external assessment notification

Bosnia and Herzegovina is, in the area of sanitary and phytosanitary barriers, reached good progress on
cooperation between agencies for SPS. In the field of institutional framework of SPS is reached just a little
progress. Also, there was recorded poor progress in the area of development mechanism of information and
reporting, SPS legislatives, transferring of European SPS measures (see Figure 7).

Figure 7.

Result for sanitary and phytosanitary

measures - Bosnia and Herzegovina

Source: Adjusted according to CEFTA 2008, Mimewen | amany 375 e Eurmeans
2012, p. 91.

In the field of administrative barriers Bosnia and Herzegovina reached certain progress, especially in the part
of involvement in trading community and rules improvement. But, Bosnia and Herzegovina is poorly posi-
tioned in the field of development of national custom web, fees and costs, complaints procedures, documen-
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tations and automation, custom procedures and processes, domestic and cross-border cooperation between
agencies and opinion polls. For the aim of speed progress in the area of administrative barriers Bosnia and
Herzegovina should appoint on border pathways opinion polls on which will get information regarding trad-
ing rules and procedures. In the case of improvement of complaint procedure, it is necessary to provide right
for complaint procedure against official body, which is responsible for decision-making. Strengthening of the
automation process and reducing of necessary documentation should provide better cooperation with coun-
try’s from CEFTA. In the field of legislature, there is need for changes in order to provide data processing
ahead, just before product would be on the border. Also, it is necessary cooperation between custom and
other relevant agencies which have clearly defined roles and responsibilities (see Figure 8).

Figure 8. —

Total result for administrative barriers - Bosnia

and Herzegovina . I

Source: Adjusted according to CEFTA 2006, B msnt R n s cre g S
2012, p. 92.
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Conclusion

Based on our analysis we confirmed that foundation of CEFTA 2006 improved trading position of Bosnia and
Herzegovina in comparison with period within Stabilization Pact for South Eastern Europe. Bosnia and
Herzegovina succeed with its membership in CEFTA 2006 to reduce trade deficit, in other words, coverage
of import by export. After Croatia exit as of July 1, 2013 Bosnia and Herzegovina together with Serbia will
become leading trading partners. According to that, we also validate that in the area of annulling non-tariff
barriers countries in CEFTA 2006 made significant progress. Elimination of non-tariff barriers among coun-
try’s members and accepting rules of World Trade Organization and EU directives means their faster inte-
gration toward EU and strengthening competitiveness position. In that sense, we determine that Bosnia and
Herzegovina lapsed in term of acceptation EU directives which are related to annulling of non-tariff barriers.
According to that, Bosnia and Herzegovina with that position diminishing its role in trade exchange with other
country’s members. Finally, we conclude that Bosnia and Herzegovina should make reforms, as other coun-
tries, in the area of technical, sanitary and phytosanitary barriers, if it wants to strengthen its competitiveness
position and reach faster access to EU.
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Abstract

This paper examines the degree and quality of disclosures of financial information related to fair value by
Macedonian listed entities and associations with several corporate attributes. An unweighted disclosure index
comprising 51 disclosed information in audited financial statements of 32 listed entities for 2010 was composed.
The association between the disclosure index of each company and various corporate characteristics (size,
industry, ownership concentration, type of auditor, internationalization, leverage etc) was examined through
multiple regression analysis. It was concluded that the size of the listed company, type of engaged audit firm
and the leverage of the company are associated with the degree and quality of disclosed information on fair
value. The research also reveals areas of improvement for listed companies reporting of fair value information
in financial statements.

Keywords: disclosures, fair value, financial reporting quality, company characteristics

1. Introduction

The empirical study conducted in this paper examines determinants of disclosure practices related to fair
value accounting for Macedonian listed companies in accordance to mandatory IFRS requirements. My goal
was to study closely the requirements of IFRS related to fair value disclosures, construct an disclosure index
and link index score with certain characteristics of listed companies such as size, industry, internationaliza-
tion, leverage, ownership concentration, type of auditor and prospects for future growth. These characteris-
tics being determinants of quality disclosure practices have been established in disclosure studies through
explanations provided by several theories such as: the positive accounting theory (Watts & Zimmerman,
1978), the signaling theory (Ross, 1977), and legitimacy and institutional theory.
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For the purpose of the research design, | took count of determinants of corporate disclosures analyzed in
other studies such as Dumontier and Raffournier (1998), Street and Gray (2002), Glaum and Street (2003),
Chalmers and Godfrey (2004), Lopes and Rodrigez (2007), but also considered the unique characteristics
of Macedonian business and financial reporting environment. Since listed companies were sampled for the
study, two specific independent variables were introduced in respect of the type of audit firm engaged and
the concentration of ownership. As analyzed and further explained in the sample description section of this
paper, the majority of Macedonian listed companies have concentrated ownership between few large share-
holders and could not be defined as publicly owned. In terms of the audit market for listed companies, the
majority of companies are not audited by “Big four” auditor, which is actually the case in almost all developed
capital markets abroad. However, majority of Macedonian listed entities (66%) are audited by international
network audit firm, and this fact again should be accounted and taken as one of the factors influencing the
quality of financial reporting.

Based on the content analysis of audited financial statements of listed entities for 2010, I've identified com-
mon misstatements and omissions related to disclosure of fair value information and constructed the disclo-
sure index for each company. Furthermore, I've developed a multivariate regression model linking disclosure
index scores (dependent variable) and listed companies’ characteristics (independent variables).

The remainder of the paper is organized as follows. Section 2 presents previous literature related to the
determinants of disclosure and describes the development of the hypotheses. In Section 3 the research
design is explained, including a description of the dependent and the independent variables. Section 4 dis-
cuses the sample selection process and its characteristics, the results of the content analysis of companies’
financial statements including areas of disclosure deficiencies, and the results of the multivariate linear
regression analysis. Section 5 summarizes main results and conclusions from the study.

2. Literature review

Different researchers emphasize different factors influencing quality disclosure of information in financial
statements, however | highlight the relevance for the following as most relevant for my research:

- Size of reporting entities,

- Industry,

- Ownership structure,

- Type of auditor,

- Internationalization,

- Capital structure and financing.

Positive accounting theory provides arguments in respect of the size of entities and its relevance for disclo-
sures in financial statements. According to Watts and Zimmerman (1986) political costs are higher for large
companies, disclosing more information in order to increase confidence in their affairs. Large companies
have superior information systems providing them with additional information at no cost. According to the
proprietary cost theory developed by Verrecchia (1983) and Dye (1985) the management quantifies the costs
and benefits of disclosing information and decides not to disclose if the costs exceed the benefits. According
to the cost of capital theory large companies address capital markets more often in order to obtain financing.
Increased transparency and voluntary disclosure of additional information reduces the overall company risk,
improves the possibilities for raising capital and reduces the cost of capital (Diamond & Verrecchia, 1991).
In respect of Macedonian financial reporting environment | expected that larger firms and commercial banks
have more appropriate disclosures for the fair value in the financial statements. Therefore | express the first
hypothesis:
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H1. It is expected that larger companies will have superior levels of disclosures in comparison to smaller
companies.

The industry in which the company operates can impact the motivation of the management to disclose more
or less in the financial statements. According to Lopes and Rodriges (2007), firms that operate in the same
industry are interested in providing the same level of disclosures as the competition, in order to avoid
adverse connotation of their behavior and negative market repercussion. Furthermore, the pressure created
by institutions can be observed as industry related. Therefore, | phrase the second hypothesis in relation to
the industry as:

H2. Information disclosure practices are related to the type of industry of the company in question.

Auditors can play an important role motivating the management to disclosure more information. Usually big
audit firms are associated with better financial reporting practices. According to DeAngelo (1981), big audit
firms have large number of clients and greater motives to maintain their independence. Because of these
reasons, they tend to report on misstatement in financial statements and incompliance with accounting stan-
dards disclosure requirements. Chalmers n Godfrey (2004) note that large accounting firms insist on appro-
priate disclosures in clients’ financial statements in order to maintain reputation and reduce related risks and
costs. It is usually argued that big audit firms possess greater expertise and knowledge on complex applica-
bility of IFRS. Associated cost for implementation of IFRS and respective audits are lower for big firms in
comparison to small or local audit firms. However, the empirical researches of associations between the size
of engaged audit firms and the quality of disclosures in financial statements for different authors provide dif-
ferent results. Ahmed and Nicholls (1994), Wallace and Naser (1995 find a positive relationship between the
size of the audit firm and the quality of disclosures in financial statements, however Firth (1979), Malone
(1993), Ali et al. (2004) in their research find no evidence of statistically significant relationship.

Considering the audit environment in Macedonia, | was anticipating that the research will provide evidence
of positive relationship between the appointment of a “Big Four” auditor and the level of disclosed fair value
information in financial statements. Macedonian audit market has specific characteristic where significant
market share is in possession of “Big Four” audit firms, in addition to large market share taken by former
local firms who successfully joined international networks of professional accounting firms. Therefore, for this
independent variable | have formulated two alternative hypotheses:

H3. The disclosure of fair value information is more appropriate for companies audited by ‘Big Four” audit
firm.

H4. The disclosure of fair value information is more appropriate for companies audited by international net-
work audit firm.

The ownership structure of the company influences the motivation of the management to disclose informa-
tion and comply with regulatory requirements. According to the principle arguments of the agency theory
largely distributed ownership structure (large number of small shareholders) results in greater request for
information in order to enable shareholders to perform adequate monitoring of their investments (Jensen &
Meckling, 1976). Several research studies provide empirical evidence supporting these claims. The research
results verify the positive relationship between the level of information disclosure and the level of distribution
of ownership structure, non-familiarity in ownership or the independence of the majority represented at board
of directors (Chau & Gray, 2002; Ho & Wong, 2001; Prencipe, 2004). | predict for an inverse relationship
between the ownership concentration and the quality of disclosed information in financial statements of list-
ed entities.

Hb. The quality of disclosures on fair value is expected to be lower for companies showing greater owner-
ship concentration (owned by small number of shareholders).
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Companies with greater internationalization in their operations are more motivated to disclose information,
in order to present themselves more appropriate in front of different stakeholders. According to Cooke
(1989), companies that operate in more geographical regions have superior management control systems
due to the complexity of their activities. Sophisticated control and reporting systems provide information with-
out additional costs. It is expected that these companies will provide more information in their financial state-
ments.

H6 : The level of fair value disclosures is expected to increase as the internationalization in operations of the
company increases.

The agency theory and cost of capital theory offer suitable explanation for the association of the capital struc-
ture and debt to equity ratio of the firm and the quantity of disclosed information in financial statements.
Higher rates of leverage motivate companies to disclose more information in order to reduce agency costs,
reduce information asymmetry and consequently costs of capital. This hypothesis has been set in empirical
researches of Wallace and Naser (1995) and Tarca et al. (2013). However, authors are found in the litera-
ture hypothesizing in opposite direction, providing empirical evidence of inverse relationship between the
leverage and information disclosure level (Abd-Elsalam & Weetman, 2003; Zarzeski, 1996). According to
these authors, firms with high debt to equity ratios belong to financial systems dominated by the banks where
dominant way of funding is through bank loans. In such system, capital markets are not considered as pri-
mary source of capital, therefore information on companies’ activities are considered as part of the private
relationship that each firm is building separately with its bank. General purpose financial statements are not
considered as prime media that distributes accountability information. In my research, the hypothesis for the
association between the leverage and degree of the disclosures on fair value is not limited on the sign, due
to different directions of influence of this determining factor.

HT7: The degree of disclosures on fair value depends on the leverage of the company.

3. Research methodology

The empirical research whose results are provided in this paper started with content analysis of audited
financial statements of companies listed on the official market of Macedonian Stock Exchange for the year
2010. The objective was to identify accounting practices of disclosure of information regarding fair value and
factors that are determining these practices. | took year 2010 as a referent financial reporting period, since
at the end of 2009, International Financial Reporting Standard (IFRS) as published by International
Accounting Standards Board (IASB) with effective date of January 1, 2009, have been translated and pub-
lished for use in Macedonia. These standards were mandatory and to be used by all large and medium size
entities in preparation of financial statements starting January 1, 2010. However Macedonian listed entities
show different practices in applying financial reporting standards. Most companies prepare and publish finan-
cial statements according to IFRS as translated and published in Macedonia (i.e “statutory financial state-
ments”). Some companies prepare and publish their financial statements according to updated IFRS as pub-
lished by IASB, while some publish both types of statements. Because of these reasons, the differences in
prepared financial statements and disclosed information because of different financial reporting frameworks
applied are lowest for 2010. Additionally, | have reviewed the changes in IFRS published by IASB in 2010
and concluded that there were no changes in requirements related to disclosure of information on fair value.
In 2010, IASB published IFRS 9 Financial instruments, standard that covers issues related to classification
and measurement of financial instruments, but its mandatory use was prolonged for January 1, 2013.

In order to test the determinants of disclosure quality, | use a model in which the dependent variable is the
disclosure index constructed on the basis on relevant requirements of IFRS 2009 for disclosure of informa-
tion on fair values of different assets and liabilities. The index is composed of 51 disclosures connected to
fair value and classified in 8 categories according to the accounting standard. The structure of the index is
presented in the following table.
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Table 1.1 The structure of disclosure index according to applicable accounting standards

Number of
Standard disclosures
Name of the standard
IFRS 2 Share-based Payment 5
IFRS 3 Business Combinations 4
IFRS 7 Financial instruments: disclosures 16
IAS 1 Presentation of Financial Statements 1
IAS 16 Property, Plant and Equipment 2
IAS 19 Employee benefits 2
IAS 28 Investments in Associates 1
IAS 36 Impairment of Assets 2
IAS 38 Intangible assets 3
IAS 40 Investment property 7
IAS 41 Agriculture 8
Maximum number of disclosures 51

The constructed disclosure index is a dichotomous, unweighted and adjusted for disclosures which are not
applicable for respective companies and their financial statements. Dichotomous means that each disclosure
included in the financial statements or in the notes is assigned with the score 1 in the total sum for the index,
otherwise the absence of applicable disclosure is scored 0. The total of the index for a certain company is

calculated as:
m
JT= Z 'd’i
=1

where wro d; is 1, if the information i is disclosed, otherwise 0; m being the maximum number of disclo-
sures (m=51).

The total score is computed as the unweighted sum of the scores of each item. The implied assumption is
that each item is equally important for all user groups. This assumption may not be realistic, but | think that
the resulting bias is smaller than the one that would result from assigning subjective weights to the items.
The majority of disclosure studies use this approach of unweighted indices (Chalmers & Godfrey, 2004;
Cooke, 1989; Meek, Roberts, & Gray, 1995; Raffournier, 1997). The main argument for using this type of
indices is related to the insignificance of the weighting, since different users of financial statements will deter-
mine different weighting factors for different disclosures dependent on their different needs. The end result,
if different requirements of different users are respected, will be netting of different weighting factors and their
opposite effects.

The disclosure index specifies the maximum number of individual fair value information to be included in
financial statements, if the company is involved in transactions with all possible assets and liabilities. As a
condition, this is highly unlikely to be satisfied, therefore each reporting company has unique transactions
and economic events that generate specific portfolio of assets and liabilities. For example, it is highly unlike-
ly for a listed bank to present biological assets in its financial statements. As a result, when valuing disclo-
sures and determining disclosure index of each company, importance should be given to the applicability of
disclosures. | have given appropriate consideration to the applicability of disclosures when the index was cal-
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culated in order not to decrease the result of the company for items that are not disclosed, and are irrele-
vant. Therefore, the maximum result for each company is determinable by the formula;

n

M =Za‘=

i=1

where d; is disclosed information; n is the number of disclosures applicable for the company (n<51). The
procedure for adjustment of the index has been applied in other relevant research papers (Cooke, 1989;
Meek et al., 1995; Raffournier, 1997). The result for the index at each company as dependent variable is
described through the following formula:

actual result in disclosures of the company

Index0b =

maximum result of applicable results for the company

According to the hypotheses give above, determinants of disclosures subject to testing are: the size of the
company, the industry in which it belongs, the type of auditor, internationalization in operations, leverage and
ownership concentration. The size of the company can be measured according to different criteria. According
to the Trade Company Law, companies are classified as micro, small, medium or large, according to three
criteria: total assets, total income and number of employees. In the model applied, the size of the company
(SIZE) as continuous variable is measured according to two criteria: total income (Totlnc) and total assets
(TotAss) expressed in thousand denars. Usually these criteria for company size are used in other disclosure
studies.

The industry to which the company belongs is defined as dummy variable (IND) that can take score 1 if the
company belongs to the financial sector or 0 if the company belongs to non-financial sector. In the literature
there is no unique way to categorize industries in order to make the best exploration of their effect on the
quality of financial reporting. | believe that classification approach considered is best suited for the circum-
stances and the environment of the financial reporting process in Macedonia. The quality of financial report-
ing of Macedonian banks in general is superior in comparison to the financial reporting of commercial enti-
ties from other industries, as a result of the significant role of the Central bank of Republic of Macedonia as
an effective regulator and supervisor of banks’ operations.

The type of engaged audit firm is considered as dummy variable (AUD) , in this case scored 1 if the audit
firm belongs to the “Big four” group (Deloitte, PWC, Ernst & Young, KPMG) or 0 if it is another audit firm. In
my research of the type of auditor as determining factor of disclosure quality I've formulated an alternative
model where the independent variable will take the score 1 if the audit firm is part of international network of
professional firms. In that group, considering the Macedonian audit market, I've included local offices of
Grant Thornton and Moore Stephens and I've reexamined the explanatory power of this variable.

Concentration of ownership (OWN) as independent continuous variable can inversely influence the degree
of disclosures in financial statements. Macedonian capital market is characterized with the presence of small
number of listed entities and high ownership concentration, even for listed entities which often act as family
owned firms. The corporate governance environment is characterized with inappropriate separation of man-
agement and ownership of the company, where dominant shareholders often occupy top executive positions.
In such companies, there is an absence of systems that will inform current and potential shareholders time-
ly and correctly. The degree of internationalization (INT) is considered as continuous independent variable
measured through foreign sales as percentage of total income.

Another independent continuous variable used in the study to explain the disclosure index of each compa-
ny, is the leverage of the company (LEV). | measured this variable through the debt to equity ratio. | try to
explain the quality of disclosures on fair value through another independent variable, and that is the ratio of
company’s fair value and its book value of total assets (GROWTH). This variable reflects market perceptions



CEA Journal of Economics :

for the company’s opportunities for growth. Greater the ratio, greater expectations for future growth exist
(Gaver & Gaver, 1993; Smith Jr. & Watts, 1992). Companies that demonstrate greater growth are expected
to disclose more information, because their agency costs and information asymmetry increase (Eng & Mak,
2003).

Based on explanations presented above regarding dependent and independent variables, the research
model that describes the actual disclosure index is defined according to the following equitation:

IndexOb = @y + &,SIZE + a,IND + azAUD + a,0WN + a;INT + a, LEV + a,
GROWTH

where

Index Ob = is the disclosure index result of the company;

SIZE = log of total assets or log of total income

IND = dummy variable for the industry; 1 for financial companies, 0 for non-financial companies;

AUD = dummy variable for the audit firm; 1 for Big Four or International network firm, 0 for other audit firms;

OWN = percentage of ownership concentration for shareholders in possession of more than 5% of common
shares;

INT = ratio of foreign sales/ total sales income;
LEV = ratio total debt/ book value of equity;

GROWTH = market value of the company or market capitalization/ book value of total assets.

4. Results
4.1 Sample selection and descriptive statistics

All companies listed on Macedonian Stock Exchange as at June 30, 2011 were considered for the sample
used in this study. I've decided for this cut-off date, cause the majority of listed companies fulfill the require-
ment to submit audit financial statements for the financial 2010 by the end of june 2011. The total number of
listed entities whose financial statements were subjected to content analysis was 33, however the final sam-
ple included 32 of them. One company was excluded, since its publicly available audited financial statements
were incomplete (parts of the notes to the financial statements were omitted). The following table shows the
industry distribution of the sample according to the predominant business activity of listed entities.

Predominant business activity N %
Banking 4 12.5%
Manufacturing 11 34.4%
Table 1.2. Hospitality 3 9.4%
Services 6 18.8%
Industry distribution for sampled listed Agriculture 1 3.1%
entities Construction industry 2 6.3%
Trade 5 15.6%
32 100%
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The descriptive statistic and analysis of the sample demonstrate interesting results. The analysis of owner-
ship concentration of Macedonian listed companies shows the mean of 49.54% implicating that the owner-
ship is concentrated within small number of dominant shareholders, while companies that are in essence
publicly owned are in minority. In my sample 18 out of 32 companies had few dominant shareholders (own-
ing more than 50% of shares with voting rights).

Table 1.3 Descriptive statistic of the sample

N Min Max Mean S.D
Total assets (000 mkd) 32 119,371 70,830,806 5,493,156 12,502,690
Total income (000 mkd) 32 15,131 21,483,768 2,095,351 3,933,236
Foreign sales/total sales 32 0.00 0.62 0.12 0.19
Total interest debt/ equity 32 0.00 3.05 0.61 0.71
Market value/total assets 32 0.04 0.72 0.23 0.19
Ownership concentration % 32 5.94 94.07 49.54 23.88
Disclosure index 32 0.17 1.00 0.60 0.23
N %
Audit firm
,,Big four* 6 18.8%
Others 26 81.3%
Audit firm®
International network 21 65.6%
Local firms 11 34.4%

*Standard Deviation

The data on ownership concentration were analysed from the notes to the financial statements for 2010,
however financial statements of 5 listed entities included no information of ownership concentration. For
these companies the data was provided in the database of the Central Depository for Securities showing
ownership concentration among shareholders with more than 5% ordinary shares as at December 31, 2010.

Considering the type of engaged auditor, only 6 out of 32 listed companies engaged “Big four” auditor, which
makes the Macedonian audit market as untypical. Many research papers on foreign audit markets investi-
gating different issues and problems related to the audit, report market share above 70% of listed compa-
nies audited by “Big four” audit firm (Dumontier & Raffournier, 1998; Hassan & Mond-Saleh, 2010; Lopes &
Rodrigues, 2007). However, the picture on audit market share concentration changes if audit engagements
in listed companies are analyzed for all audit firms that are part of international network of firms. In this case
65.7% of all listed entities are audited by an audit firm which is part of international network (“Big four” plus
Grant Thornton and Moore Stephens).

As it can be analysed in table 1.3, on average Macedonian listed entities disclosed 60% of applicaple infor-
mation on fair value in their financial statements. Individual transparency of each listed company varies from
17% to the maximum 100% of applicable disclosed information. I've further analyzed the disclosure index
according to the accounting standard imposing the disclosure requirements. Analysis of the statistic present-
ed in table 1.4, shows that for all listed entities the requirements of IFRS 7 Financial instruments: disclosures
and IAS 1 Presentation of financial statements were applicable. The companies have been most successful
with the disclosures of fair value as per the requirements of IFRS 3 Business combination and IAS 40
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Investment property. The requirements of IFRS 7, that took major part of the whole disclosure index (16 out
of 51 total information disclosures) were partly satisfied, i.e. companies on average disclosed 52% of appli-
cable information.

Table 1.4. Disclosure index statistics according to the applicable IFRS

Number
of
Disclosure index companies Mean max min S.D
IFRS 2 Share-based Payment 0 0.00 0.00 0.00 0.00
IFRS 3 Business Combinations 1 1.00 1.00 0.00 0.18
IFRS 7  Financial instruments: disclosures 31 0.52 1.00 0.00 0.28
IAS 1 Presentation of Financial Statements 32 1.00 1.00 1.00 0.00

0.25 0.50 0.00 0.09
0.00 0.00 0.00 0.00
IAS 28 Investments in Associates 0.33 1.00 0.00 0.18

IAS 16  Property, Plant and Equipment 2
0
3
IAS 36  Impairment of Assets 0 0.00 0.00 0.00 0.00
0
5
2

IAS 19  Employee benefits

IAS 38  Intangible assets 0.00 0.00 0.00 0.00
IAS 40  Investment property 0.67 1.00 0.00 0.28
IAS 41  Agriculture 0.50 0.67 0.00 0.13

The analysis of disclosure index according to the industry of listed entities and the type of engaged auditor,
presented in table 1.5, reveals interesting information on average transparency of. Greatest transparency in
respect of fair value information is shown by companies with predominant banking or trade business activi-
ty. Banks show smallest difference in the quality of disclosure practices compared within their industry (as
analyzed through the lowest standard deviation of the index). Furthermore, my analysis of the disclosure
index as per the type of engaged auditor illustrates that listed companies with “Big four” auditor have largest
score for the index, with smallest difference in disclosure levels (standard deviation = 0.17). The differences
in disclosure quality change when listed entities are observed as being audited by international network firm
in comparison to being audited by local firm (disclosure index of 0.69 compared to 0.43, respectively). Based
on these figures it can be concluded that audit firms part of international network drive towards improvement
of the quality of financial reporting in Republic of Macedonia.

Mean

Industry index S.D

Banking 0.63 0.06

Construction 0.60 0.04

Agriculture 0.57 0.00

Manufacturing 0.61 0.25

Table 1.5. Trade 0.71 0.25

Hospitality 0.46 0.27

Descriptive statistics of disclosure index for Sante . 0.55 0.29
independent variables industry and type of auditor Mean

Type of auditor index S.D

,,Big four” 0.72 0.17

Others 0.58 0.23

International network 0.69 0.18

Others 0.43 0.20
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4.2. Content analysis results

The content analysis of audited financial statements of listed companies for 2010 allowed for construction of
the disclosure index, however it provided interesting insights into areas of disclosure where companies are
not complied with IFRS requirements.

| have identified several misstatements and omissions usually made by Macedonian listed entites when dis-
closing information regarding fair values:

1) In accordance with IFRS 7, for each class of financial assets and liabilities, entities should disclose the
fair value of that class of assets and liabilities in an way suitable for making comparisons with the carry-
ing amount. Only 42% of Macedonian listed companies have disclosed comparison of fair and book val-
ues. IFRS 7 allows for non-disclosure if fair values approximate book values or fair value can’t be meas-
ured reliably. If the fair value can’t be measured reliably, the company still has to disclose information
that will enable users to perform judgment independently on possible differences between fair and book
values. Only few companies that didn't disclose comparison disclosed information that fair values
approximate book values. None of the companies that disclosed information about impossibility to meas-
ure fair value, provided additional required information to enable users of financial statements to perform
judgment on possible differences between book and fair values.

2) According to IAS 16, if property, plant and equipment are recognized at revalued amounts, the company
should disclose the methods and significant assumptions used in estimating fair values. The company
should also disclose the extent to which fair values were determined directly by reference to observable
prices in an active market or recent market transactions on arm's length terms or were estimated using
other valuation techniques. Only two analysed companies used the revaluation method for property, plant
and equipment. In both cases full disclosures are not made for the methods and assumptions used in esti-
mating fair values, nor are information disclosed referring to the prices from an active market.

3) For investments in associates (ownership between 20% and 50%) IAS 28 requires disclosure of fair
value if information exists on publicly quoted prices. Only one of three listed companies for which such
disclosure was applicable has disclosed the information.

4) The assets portfolio of five listed companies included investment property. This is a property that is not
used for the primary business activity, but the business model for the property is lease. Only one listed
company in accordance to IAS 40 has chosen to measure investment property on the basis of fair value.
Incompliant to the requirements of the standard, the company didn’t disclose adequate information on
methods and assumptions used in arriving at fair value, including statement that the fair value was esti-
mated with market data or considering other factors due to the nature of the property and absence of
observable market data.

5) In the group of sampled listed companies, two companies reported biological assets in their portfolio
according to the requirements of IAS 41 Agriculture. The two companies failed to disclose information on
the amount of fair value less selling cost estimated at the harvest point. One of the companies valued
part of its biological assets at cost, failing to provide explanations why the fair value can’t be measured
reliably.

4.3. Regression results

OLS simple regressions were estimated to check for unvariate relationships between the disclosure index
and each variable. The results obtained are presented in table 1.6. For each explanatory variable data is pro-
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vided on the appropriate regression coefficient and t- statistic. The explanatory power of the model is eval-
uated in two alternatives (Model A & B) depending on different proxies for the type of auditor ( “Big four” or
“International network). If correlation coefficients are analysed for the different independent variables in the
model it can be concluded that there are high coefficients between the proxies for the size of the company:
total assets, total income, logarithms of the absolute figures. Multicollinearity, i.e. the existence of separate
linear regression between independent variables can be a problem and result in inappropriate or biased con-
clusions for the linear regression model. Therefore, all these proxies should not be used in the same time in
the model when estimating regression coefficients. In order to cover for this problem, | took the approach
previously applied by Cooke (1989). I've repeated the regression analysis by changing the proxy for the audit
firm (Model A where the classification is “Big four” or other and Model B where the differentiation is between
international network firm and others). Also, using the Durbin-Watson statistic | checked for autocorrelation
in order to be certain that errors (residuals) of the model are not correlated to each other and have different
variance.

Based on the results of the two regression analysis, three of the hypothesis can be statistically confirmed.
The first hypothesis H1 according to which there is positive relationship between the size of the company
and the degree of disclosures of fair value in financial statements is confirmed at 5% significance level
(p<0.01). The finding is consistent to the findings of Chalmers and Godfrey (2004), Ahmed and Nichols
(1994) and Wallace and Naser (1995), whose empirical research provided evidence for positive relationship
between the size of the companies and the quality of disclosed information on financial instruments.

The fourth hypothesis H4 according to which disclosures for fair value are expected to be better for compa-
nies audited by an audit firm part of international network, is statistically confirmed at 1% significance level
(p=0.01). My findings are consistent with the research results of Hodgdon et al. (2009), Glaum and Street
(2003) and Street and Gray (2002), providing evidence of significant positive relationship between the com-
pliance with IAS requirements and type of engaged auditor.

At lower level of statistical significance of 10% (p<0.1) the empirical research provided evidence for the
hypothesis H7, meaning that there is correlation between the leverage of the company and the degree of
disclosures for the fair value. These findings are consistent with the research results of Abd-Elsalam and
Weetman (2003) that provided evidence of correlation between the leverage of Egyptian companies and the
level of disclosure of information in their financial statements.

Table 1.6. Regression analysis

Model A (SIZE = log total assets; type of auditor= “Big four”)

Variable Coefficient Std. Error  t-Statistic Prob.
Intercept 0.887765 0.623936  1.422847 0.1676
BIG 4 0.011025 0.154726  0.071255 0.9438
LEV 0.17822 0.07814 2.280795 0.0317
IND -0.072474 0.181588  -0.399112 0.6933
INT -0.003685 0.246116  -0.014971 0.9882
LOGTOTASS -0.03964 0.095947  -0.413141 0.0032
GROWTH 0.060824 0.228628  0.266038 0.7925
OWN -0.003028 0.002068  -1.46453 0.156

R-squared 0.243488

Adjusted R-squared 0.022839

Durbin-Watson stat 2.236637

F-statistic 1.103506

Prob(F-statistic) 0.392533
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Model B (SIZE = log total assets; type of auditor= “International network™)

Variable Coefficient Std. Error  t-Statistic Prob.
Intercept 0.832353 0.518666 1.604794 0.1216
Int net 0.257238 0.078933 3.258945 0.0033
LEV 0.143975 0.058723 2.451759 0.0219
IND -0.10722 0.135594 -0.79077 0.4368
INT -0.11134 0.199416 -0.55832 0.5818
LOGTOTASS -0.06387 0.080098 -0.79743 0.0433
GROWTH 0.140472 0.185504 0.757246 0.4563
OWN -0.00178 0.001727 -1.03085 0.3129
R-squared 0.475455

Adjusted R-squared 0.322463

Durbin-Watson stat 2.16231

F-statistic 3.107704

Prob(F-statistic) 0.017614

5. Summary and Conclusions

The purpose of this paper was to analyse the disclosure practices of Macedonian listed entities in relation to
fair value accounting and determine factors that influence the quality of disclosures, hence the quality of
financial reporting. The results of the empirical research show that the quality of disclosed information in the
financial statements depends on the size of the company, its leverage and the type of engaged auditors,
while internationalization in operations, ownership concentration, industry and growth expectations are irrel-
evant for the quality of disclosed information.

All IFRS requirements related to disclosure of fair value information were taken into consideration, while the
content analysis of audited financial statements of Macedonian listed entities showed the applicability of the
requirements. The results of the content analysis facilitated the conclusions in respect of typical omissions
of misstatements when disclosing information on fair value. Financial statements of Macedonian listed enti-
ties lack information on methods and assumptions used in estimation of fair value, information that will sup-
port users’ judgment when fair value can’t be measured reliably or information on observable market prices
and the extent of their use to estimate fair values.

The design and the results of the empirical research on determinants of disclosure quality are limited by the
immanent disadvantage of small official market of the Macedonian Stock Exchange. Only 32 listed compa-
nies were included in the sample, limiting the number of independent variables taken into consideration when
the model was constructed.

The results and conclusion of this paper could be used in designing future research models investigating
issues related to:

- determinants of the quality of financial reporting practices in Macedonia;

- determining the level of compliance and factors influencing compliance with IFRS ( basis for future dis-
closure index studies);

- comparative research and analysis of comparability of financial statements of Macedonian companies
versus companies from other countries (disclosure indices are used to evaluate comparability of finan-
cial statements of entities operating in different regulatory and business environments).
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Abstract

The global financial and economic crisis has revealed the lack of an analytical framework that can help in pre-
dicting and dealing with growing global financial imbalances, which can cause serious macroeconomic conse-
quences. If we make a general retrospective of the global crisis, we will determine the fundamental shortcom-
ings in understanding the systematic risk - in fact it is a failure to assess how the aggressive risk taking by var-
ious types of financial institutions was the reason for the huge growth in the balance in the entire financial sys-
tem. Excessive confidence in the ability of self-adjustment of the financial system led to an underestimation of
the rising values of debt and leverage, as a result of the credit boom and the increase in the prices of assets.
In addition there was an insufficient appreciation of the role of financial innovation and the financial regulation
in increasing financial imbalances and the consequences of the real economy.

The global crisis was the reason for the revision of the broad policy instruments and measures. In this respect,
today's crisis pointed the need to overcome the purely micro-founded approach to financial regulation and
supervision and to attract particular attention to the defining of the development of macroeconomic policy ele-
ments for financial stability. Policy makers came to a consensus that the purpose of the macroprudential policy
is a reduction of the systematic risk, strengthening the ability of the financial system to cope with shocks and a
strong support for stable financial system functioning, without the enormous support during the crisis.

This paper will be focused on several key issues concerning macroprudential policy: defining the goals of
macroprudential policies after the global financial shock; overview of the use of macruprudential measures dur-
ing the crisis; analysis of the implementation and efficiency of macruprudential measures during the crisis; rea-
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of Macedonia, having in mind the country specific characteristics — small and open economy extremely vulner-
able to global imbalances, fixed exchange rate regime.
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Introduction

The global financial and economic crisis has point out the lack of an analytical framework that can help in
predicting and dealing with emerging global financial imbalances, showing that they can cause serious
macroeconomic consequences . If we make a retrospective, we can detect some fundamental flaws in the
understanding of systematic risk. In fact, it is a failure to assess how aggressive risk taking by different types
of financial institutions - against the background of robust macroeconomic performance and low interest
rates - was a cause for huge growth in balances across financial systems. Excessive confidence in the self-
adjustment ability of the financial system led to an underestimation of the growing value of debt and lever-
age, resulting from the credit boom and the rise in the prices of assets (especially real estate) —reflected in
the historically lowest level of volatility in prices of assets and risk premium. In addition, there was an insuf-
ficient understanding and considering of the role of financial innovation and regulation in the creation of the
financial boom, financial imbalances and strong consequences for the real economy (see Galati and
Moessner, 2011 ) .

The global crisis was the reason for the revision of a broad toolkit of measures and policies. In many cases
microprudential supervision failed to provide sufficient levels of capital and liquidity for financial institutions,
in order to successfully deal with the shock. The effectiveness of monetary policy in dealing with systematic
financial risk in terms of stable inflation, initiated a wide debate. In this respect, the present crisis has under-
lined the need to transcend/surpass the purely micro founded approach to financial regulation and supervi-
sion and to point out the need for significant attention to be put on the development and defining the element
of macroeconomic policy for financial stability. Policymakers came to a consensus that the purpose of the
macroprudential policy is reduction of systematic risk, strengthening of the financial system in dealing with
shocks and providing help for stable functioning without the enormous support received in terms of crisis
(see Committee on the Global Financial System, 2010).

Analysis of the macroprudential policies in terms of the global crisis in most cases (as in this paper) can be
presented in several parts: the definition of their objectives, set of measures, when and how to use the meas-
ures, implementation and effectiveness in dealing with financial and economic shocks and their relation to
monetary policy.

Significance and role of the macroprudential policies

Macroprudential policies seek to ensure financial stability by reducing systematic risk. Systematic risk aris-
es from relationships within the financial system, as well as from its interaction with the real economy through
cyclical movements. It can be defined as: a serious break of the provision of financial services due to a dis-
order in whole or in parts of the financial system, which has the potential to cause serious adverse conse-
quences for the real economy (the definition is derived from the joint work of IMF, BIS, FSB). The key role
of macroprudential policies represents the dynamic aspect of the systematic risk - "cyclicity”. Financial imbal-
ances are created in the "good times", when leverage increases, and financial institutions become too/over
exposed to more correlated (or aggregate) risks. Moreover, the macroprudential policies seek to prevent the
creation of structural weaknesses/gaps that contribute to higher systematic risk (this is rooted in "agency
problems"- a moral hazard/adverse selection and problems of collective actions). Examples: the process of
securitization where misguided incentives contributed to the destruction of credit standards and transparen-
cy of financial derivatives; inadequate arrangements for implementation and settlement of transactions on
derivatives markets, considering the enormous growing market for this securities; inadequate
regulation/supervision, treatment of financial institutions (Lehman, AIG and others) where the process of
growing financial imbalances made this institutions too important to fail; big increase in complexity and con-
nectivity in the financial system contributed to the decreasing transparency in distribution of risk and spread
the shocks through the financial system (see IMF, 2010 ; Caruana, 2010).
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Macroprudential policies focus on the interactions between financial institutions, markets, infrastructure, and
the wider economy. In determining the practical purposes of macroprudential policies we can indicate two
points : First, strengthening the resilience of the financial system to economic downturns (negative trends)
and other negative aggregate shocks; Second, actively restricting and limiting the increase of financial risks
(see BIS, 2010).

Cyclical increase of the financial imbalances is mainly due to the increase in credit risk, liquidity risk and mar-
ket risk. Macroprudential policies can be used to deal with these growing risks in the economy as a whole,
to increase the resilience of the financial system and to enable (uninterrupted) providing financial services
within the economy. Detailed structure of the set of measures see table below (see more IMF, 2010; BIS,
2010).

Table 1
Macroprudential instruments by vulnerability and financial system component

* Capital and other balance sheet requirements also apply to insurers and pension funds, but we restrict our attention here to the types of
institutions most relevant for credit intermediation
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Source: Committee on the Global Financial System, 2010

These policies limit the financial macro-relationship (feedback) in good as well as in bad times. First, they
can reduce the rising financial imbalances during periods of expansion and reduce the chances aggregate
levels of credit to become unstable. Second, buffers (capital) for absorbing losses provided in good times
can be used during periods when economies characterize negative trends, without compromising the capac-
ity for lending. Finally, by limiting the scope of the vulnerabilities in the financial system, these policies also
significantly reduce the likelihood of systematic risk increasing and materializing in crisis (see IMF, 2010). To
ensure effective functioning of macroprudential policies they should be targeted to all related institutions
which are of systemic importance for the economy. All institutions with increased leverage which provide
loans, can become extremely vulnerable if macroeconomic conditions deteriorate, and their collective deci-
sions will affect the level of aggregate loans in the economy. In some jurisdictions macroprudential policies
cover all licensed depository institutions (banks). In others, they include other financial intermediaries such
as leasing companies, credit unions, funds on the money markets, investment banks etc. (see wider Nier,
2009 )
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The structure of the macroprudential instruments in terms of the global economic crisis

The global economic crisis was a challenge for macroeconomic policy and a cause for extensive and detailed
analysis of policy instruments in the wake of the financial/economic crisis as well as in the aftermath of the
financial imbalances. Thus a number of countries used more frequently a wide number of instruments in
order to put the systematic risk in the financial sector under control. The set of instruments contained in the
dominant part prudential measures, but also a small number of other measures that are typical for other poli-
cies, including fiscal, monetary, foreign exchange policy and even administrative measures. A survey, con-
ducted by IMF, for the financial stability and macroprudential policies (IMF Financial Stability and
Macroprudential Policy Survey, 2010 ) showed that 10 instruments are commonly used to achieve the
macroprudential goals (for details see IMF, 2011):

» Loans oriented: setting an upper limit (ceiling) on ratios loans — to - value (LTV), a ceiling on the ratios
debt-to-income (DTI), an upper limit on borrowing in foreign currency and an upper limit (ceiling) on cred-
it or credit growth .

» Liquidity oriented: limits on net open currency positions/currency mismatch (NOP), limits the mismatch
of maturity and mandatory reserves

» Capital oriented: countercyclical/time related standards for capital, dynamically provision and restrictions
on the distribution of profits.

Research has shown that these instruments are used to manage the four categories of systematic risk: the
risk generated by strong credit growth and rising asset prices caused by the credit growth, the risk resulting
from excessive leverage in the financial sector and its efforts to reduce, systematic liquidity risk, risk related
to large and volatile capital flows, including foreign currency borrowing . According to the IMF analysis, start-
ing from 2008 two-thirds of respondents used various instruments to achieve macroprudential goals.
Developing countries used much more macroprudential policies before and after the crisis compared to
developed economies. But today's economic crisis led an increasing number of developed countries to
improve their macroprudential formal framework and to increase the number of macroprudential instruments
in their policy set.

A number of factors are relevant for the choice of the macroprudential instruments (see Lim et al., 2011):

»  The degree of economic and financial development - generally developing countries more often and
more widely used these instruments, due to a higher risk of failure of the market at a time when finan-
cial markets are underdeveloped and banks dominate in the system. Developing countries are more con-
cerned about the systematic liquidity risk and use liquidity oriented measures, while developed
economies favor measures for controlling (targeting) credit (although some of them began to use liquid-
ity oriented measures after the crisis).

» Foreign exchange rate also has a role in selecting macroprudential measures - countries with fixed ex-
change rate tend to use more macroprudential instruments because in this monetary regime the role of
interest rate policy is limited. These countries often use credit-oriented measures (ceiling on loans —to-
value and ceiling on credit growth) in order to manage credit growth in terms of a limited role of the inter-
est rate. They also tend to use liquidity-oriented measures (limits on net open currency positions/curren-
cy mismatch) to manage the risk of external financing.

» The type of shock is an important variable in the process of selection of macroprudential instruments -
capital inflows in many developing economies are characterized as shocks and many of them use cred-
it-oriented measures to control credit growth as a result of inflows. Unlike other instruments that are ori-
ented to the size and composition of flows, macroprudential instruments are directly aimed at the nega-
tive consequences of inflows (excessive leverage, credit growth and exchange rate cause credit risks
that are systematic) .
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Characteristics and the effectiveness of macroprudential policies in terms of the global economic
crisis

Especially important for our analysis of the macroprudential policies in crisis are the characteristics of their
use and their efficiency in dealing with established goals. Analysis/survey conducted by the Committee on
the Global Financial System (CGFS) on 33 central banks in late 2009, showed that macroprudential meas-
ures and interventions were widely used. They targeted a wide field of problems arising from financial sys-
tem and behavior, on the aggregate level as well as on specific levels and sectors. Dominant part of the
economies have a wide concept of what constitutes macroprudential policies, their aims were quite different,
and the highest complementarity is seen with monetary policy . The dominant part of macroprudential poli-
cies within countries are at an early stage of their development (which was significantly increased with the
emergence of the global crisis). They are implemented through the use of existing microprudential monetary
policy and policies for managing liquidity and existing institutional infrastructure. Macroprudential interven-
tions in this situation took the form of adjustment or addition to the instruments already used for micropru-
dential and liquidity purposes. To date most experiences with these policies are based more on self assess-
ment and discretion rather than on rules in their usage. Rresearch also shows that most macroprudential
policies are used to limit credit growth in certain sectors that are seen as potentially dangerous to excess
aggregate credit growth (in particular real estate investment and development). Part of developing
economies policies use reserves management as prevention of increasing domestic imbalances caused by
capital inflows. Measures which are targeting the size and structure of the balance sheets of financial insti-
tutions for macroprudential purposes are rarely used, with the exeception of dynamic provision (reservations)
used for years in Spain (see Committee on the Global Financial System, 2010 ).

In today's global financial and economic crisis, an exhaustive analysis/survey for the use of macroprudential
policies on a global lavel (48 countries) is conducted by IMF (IMF Financial Stability and Macroprudential
Policy Survey, 2010). Summarized conclusions concerning the use of macroprudential instruments are as
follows (see beyond Lim at al., 2011):

» experiences of countries show that a combination of several instruments is frequently used in order to in-
fluence a particular risk;

» many instruments, especially those aimed at lending, were calibrated to target specific risks (size, loca-
tion, type of obligations, currencies, etc.)

» acommon practice represents counter-cyclical adjustment of instruments;
» design and calibration of the instruments is very often based on discretion rather than rules;

» macroprudential policies are sometimes used together with other macroeconomic policies (monetary and
fiscal).

The effectiveness of macroprudential policies is a particular challenge for analysis. To date there are a lim-
ited number of empirical analyzes concerning the effectiveness of macroprudential instruments, that should
be a foundation on which their further development and use should rest (see Turner, 2010). Empirical analy-
ses pertaining in this scientific field dominantly are focused on the effectiveness of individual instruments,
and only a limited number of studies are focused on the effectiveness of a wide set of instruments. According
to the IMF, the macroprudential policies are effective in the largest number of countries which used these
policies during the crisis. In order to determine the effectiveness of these policies, IMF apply three useful
research approaches (see beyond IMF, 2011). The study of Borio and Shim (2007) investigated a number of
cases in which policy makers use macroprudential policies (see more Borio and Shim, 2007). A recent IMF
study analyzes the effectiveness of macroprudential instruments using the three approaches in order to
address the various aspects (see more Lim at al., 2011): a case study to determine achieving goals in cer-
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tain countries, easy access to see the effect of targeted variables before and after the use of instruments,
and more sophisticated approach of panel regression. The summarized conclusions of the three approach-
es show that: most of the instruments (10 analyzed) in various degrees are efficient (within specifications
economies), a significant evidence that the level of economic development, the exchange rate regime and
the size of the financial sector affect the performance of the instruments is not found; macroprudential instru-
ments are effective in limiting the correlation between credit and GDP growth, the combination of instruments
causes lower cost on welfare, rather than a specific use or macroprudential and monetary policies.

The relationship of monetary and macroprudential policy

The central banks can provide expertise and information as well as a strong incentive to increase the effi-
ciency of macroprudential policies. The expertise of the monetary authorities in the analysis of systematic
risk and macro - financial relations is very useful in calibrating macroprudential policies. Monetary authori-
ties also have a strong interest in design and effective application of macroprudential instruments, either
directly or indirectly responsible for them (see beyond Nier, 2009). There are several reasons for their inter-
dependence and synergy (see IMFa, 2010): 1) ineffective macroprudential instruments can increase the bur-
den on monetary policy to reduce the increasing financial imbalances in normal times; 2) ineffective macro-
prudential policies also increase likelihood that the central banks will need to provide emergency liquidity to
deal with systemic shocks that could potentially adversely affect their balance and complicate the conduct of
monetary policy; 3) the use of macroprudential policies affects the transmission mechanism of monetary pol-
icy, either in crisis or normal times. Thus, much work remains to develop institutional arrangements to sup-
port macroprudential policies, including to ensure the independence of the monetary policy framework. Also
technical cooperation between the functions of macroprudential and monetary policy should be provided,
regardless of different institutional arrangements in different countries (see detailed Borio and Shim, 2007;
Borio and Drehmann 2009 ; Trichet, 2010 ; IMFa, 2010 ; Galati and Moessner 2011 ).

Macroeconomic ambient, risks and impact of the crisis on Macedonian economy

In the years before the the global financial and economic crisis Macedonian economy realized relatively good
performances. The average annual GDP growth rate in the five years before the global financial crisis was
about 5% - historically one of the highest rates of economic growth. Besides the strong external demand for
Macedonian goods and services, the credit growth was one of the main driving forces of the domestic demand
that realized a significant growth. The credit growth in the banking system had intensified since 2004, thus
increasing significantly the share of total credits to the private sector to GDP - from around 21 percent in 2004
to around 42 percent in 2008 (Chart 1). The average annual credits growth rate in the period 2004-2008 was
around 30%, or the credits to the private sector in this period increased by more than 3.5 times.
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One of the main structural features of the Macedonian financial system is its relatively simple and poor struc-
ture with dominant role of the banking institutions. The most of the banking activities are financed from
domestic sources (primarily deposits of residents), indicating a low correlation with the global financial mar-
ket (Chart 2). This along with relatively low financial intermediation and conservative business policy banks
(larger amount of deposits in relation to loans - Chart 3) helped the banking system to maintain stability amid
the global financial turbulence.
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At the end of 2008, the spillover effects of the global economic and financial crisis started to influence the
domestic economy strongly, mainly through exports and the expectations channel. The escalation of the
global crisis increased uncertainty and risk and influenced the balance of payments through a decrease of
exports demand and a slowdown of capital flows, causing GDP declined of around 1% in 2009. The crisis
caused a significant deterioration in the performance of the Macedonian banks. It was recorded a significant
slowdown in the growth of deposits of non-government sector followed by a significant reduction in credit
growth, reduced profitability, deterioration of the credit portfolio and increased risk of worsening the liquidity
condition of the banks (Chart 4).

Chart 4 Main banks indicators before, during and after the crisis
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In such conditions, there was a risk to increase the systemic risk of the banks due to the significant increase
in the balance sheets of banks and consequently the increased risk taken in the recent years. The reduced
external demand and deteriorated liquidity of Macedonian enterprises created potential risks of inability for
regular servicing obligations on loans, therefore creating a risk of increased non-performing loans of the
banks.

Macro-prudential measures of the NBRM during the crisis

In order to prevent the transfer / spillover of deteriorating conditions in the real economy on the increased
systemic risk of the banks and to ensure a stable supply of banking services to the real economy, the NBRM
continuously undertook the measures that have a macro-prudential nature. Essentially the measures intend-
ed to protect the banking system against buildup of credit risk (due to the possibility of deterioration of cred-
it portfolio in terms of high credit growth and the worsening economic conditions) and to promote resilience
of the banking sector amid the global financial and economic crisis.

Mainly the macro-prudential measures undertaken by the NBRM during the crisis were directed to (1) con-
trol and prevention of high credit growth risk, (2) providing / ensuring an adequate level of liquidity in terms
of deteriorated macroeconomic conditions and turbulence in the financial markets.

Before we start to elaborate the concrete macro-prudential measures undertaken by the NBRM during the
crisis and its effects, some NBRM measures adopted before the global financial and economic crisis deserve
attention because those measures helped for easier cope with the crisis. Those are the measures that were
adopted in 2006 and referred to the regulation i.e restriction of the foreign currency lending. With those
measures, in order to improve the quality of foreign currency lending the NBRM tightened the conditions for
providing foreign currency loans and loans with FX clause . The reason for the adoption of this measure was
relatively strong growth in foreign currency lending that could cause an increase in foreign exchange risk (the
so-called induced credit risk) due to a possible misalignment of currency inflows and outflows of the banks
client. In the period 2004-2007 the average annual growth rate of loans with foreign exchange component
(FXloans and denar loans with FX clauses) was about 40% versus the moderate growth rate of Denar loans
of about 20% (Chart 4). The measure improved the quality of foreign currency lending resulting in reduced
growth rates of loans with foreign currency component.
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Analyzed by sectors, in the period before the crisis a relatively high growth of loans to households was reg-
istered — at the end of the first quarter of 2008 loans to households increased by 60% while the loans to
enterprises increased by 33% (Chart 5). The composition of the credit growth to households according to the
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type of the credit exposure illustrates an asymmetrical growth of the different credit products. The annual
growth of exposure from credit cards and overdrafts to households was especially high and in some periods
it reached almost 200 percent.

To deal with this, in March 2008 the NBRM adopted amendments to the Decision on the methodology for
determining capital adequacy of banks, which increased the risk weight of used overdrafts based on current
accounts and used credits based on credit cards by individuals (risk weights on credit cards and overdrafts
was raised to 125%). The main objective of this prudent measure was to slow down of the credit expansion
to households and to reduce the size of the credit risk of the banking sector, arising from the credits to house-
holds, on acceptable level. As a result of this measure, the growth of loans to households stemming from
credit cards and overdrafts on current accounts recorded a significant reduction and it was reduced to sin-
gle digits (Chart 5).

Chart 5 Annual growth rates of loans by sector
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The second measure that had reflected the credit growth of loans to households was introduced by the
NBRM in June, 2008, with the adoption of the decision on the compulsory deposit with the NBRM. This deci-
sion defined the acceptable cumulative growth rates of loans to households with monthly dynamics for the
rest of 2008, while in December 2008, the NBRM issued another Decision intended to cover the growth rates
for 2009. With these two decisions, the annual growth rates of loans to households were projected at 39.8
percent, for the end of 2008 and 11.3 percent for the end of 2009. Whenever a bank’s growth of loans to
households was above the acceptable monthly rate, the bank was required to deposit with the NBRM an
amount of funds equal to the achieved excess. The difference between the acceptable growth and the
achieved growth constituted the compulsory deposit with the NBRM, on which NBRM paid an interest of 1
percent per annum.

The requirement for a compulsory deposit was an attempt to sterilize a certain amount of banks’ funds, which
could not be used for other purposes, including lending activities to households. The measure had one addi-
tional intention—to prevent the possibility of a credit growth transfer, from the exposures from credit cards
and overdrafts to other similar types of exposures to households (for example, consumer loans). The NBRM
measures in the area of bank lending to households have led to a significant reduction in the growth rate of
loans to households - at the end of 2009 the annual growth of loans to households was reduced to about 3%
(from around 38% in 2008).
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The global financial markets turbulence and the contraction of the international capital flows in times of cri-
sis determined increased risk of deterioration the liquidity position of banks - a decline of the growth of the
liquid assets was registered in 2008. In order to improve banks’ liquidity-risk-management systems and to
strengthen their liquidity position, NBRM adopted a Decision on liquidity risk management at the end of 2008.
According to this decision NBRM introduced an obligation for banks to maintain a minimum level of liquid
assets. Banks are required to adhere to two minimum liquidity ratios of assets and liabilities maturing in the
following 30 and 180 days. Both ratios are calculated and maintained separately for assets and liabilities in
domestic and in foreign currency, and should be at least equal to one. Besides the quantitative liquidity
requirements, the decision on liquidity risk management defines the minimum liquidity risk management
standards that should be applied by all banks in the country. Such prudent measure on a shorter term will
influence towards increase in the banks resistance to possible unfavorable effects resulting from the crisis,
and on a longer term basis, this measure will enable higher certainty and viability of the banking sector's
operations.

Chart 6 Liquidity positions of the banks
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Source: NBRM.

In order to limit the risks in the banks in a crisis, the NBRM has adopted some additional measures:

(a) Decision on the foreign currency deposit with the NBRM, which enables the banks to deposit foreign
assets with the NBRM, thus avoiding the credit risk if placing foreign assets abroad amid the global financial
turbulence. The interest rates on the foreign currency deposits placed with the NBRM will be equal to the
interest rates on the foreign assets placed in the central banks in the Euro area, in the international financial
institutions or to the yields based on the Treasury bills of the Euro area member states;

(b) Amendments to the Decision on the exposure limits, which envisages inclusion of the exposure of the
domestic banks to foreign first class banks in the calculation of the exposure limits in full amount (instead of
20% of the amount, as it was envisaged in the so far practice);

(c) Decision on managing the interest rate risk in the banking book, which prescribes the minimum neces-
sary elements for managing the interest rate risk in the banking book, as well as the manner of measuring
the banks' exposure to this risk;
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(d) Decision on the reserve requirement, which enables increase in the reserve requirement allocation rate
for the banks' liabilities with foreign currency component (increase in the liabilities rate in foreign currency
from 10% to 11.5% and late to 13% and liabilities rate in domestic currency with FX clause from 10% to
20%). Part of the amount obtained by applying the reserve requirement allocation rate for liabilities in foreign
currency is met in Denars. Simultaneously, the Decision enabled the banks full use of the assets of the
reserve requirement allocated in Denars for satisfying their daily liquidity needs;

(e) Amendments to the Decision on managing banks' liquidity risk, which enables banks to include their
placements in NBRM instruments (except to the reserve requirement in Euros), in the calculations of the
rates for determining the necessary minimum of Denar or foreign currency liquidity.

It should be noted that at the end of 2011, following the example of developed economies, a Financial
Stability Committee was established, composed of representatives from the Central Bank and Ministry of
Finance. The main goal of the Committee was to analyze the risks, offer preventive macro-prudential poli-
cies and to coordinate fiscal and monetary policies.

Concluding remarks

Policymakers came to a consensus that the purpose of the macroprudential policy is reduction of systemat-
ic risk, strengthening of the financial system in dealing with shocks and to providing help for stable function-
ing without the enormous support received in terms of crisis. Macroprudential policies focus on the interac-
tions between financial institutions, markets, infrastructure, and the wider economy. In determining the prac-
tical purposes of macroprudential policies we can indicate two points : First, strengthening the resilience of
the financial system on economic downturns (negative trends) and other negative aggregate shocks ;
Second, actively restricting and limiting the increase of financial risks. Research has shown that macropru-
dential instruments are used to manage the four categories of systematic risk: the risk generated by strong
credit growth and rising asset prices caused by the credit growth, the risk resulting from excessive leverage
in the financial sector and its efforts to reduce, systematic liquidity risk, risk related to large and volatile cap-
ital flows, including foreign currency borrowing . Developing countries used much more macroprudential poli-
cies before and after the crisis compared to developed economies. But today's economic crisis led an
increasing number of developed countries to improved their macroprudential formal framework and to
increase the number of macroprudential instruments in their policy set. Analysis/survey conducted on 33
central banks in late 2009, showed that macroprudential measures and interventions are widely used. They
targeted wide field of problems arising from financial system and behavior, on the aggregate level as well as
on specific levels and sectors. Dominant part of the economies have wide concept of what constitute macro-
prudential policies, their aims were quite different, and the highest complementarity is seen with monetary
policy .

In order to prevent the transfer / spillover of deteriorating conditions in the real economy on the increased
systemic risk of the banks and to ensure a stable supply of banking services to the real economy, the NBRM
continuously undertook the measures that have a macro-prudential nature. Essentially the measures intend-
ed to protect the banking system against buildup of credit risk (due to the possibility of deterioration of cred-
it portfolio in terms of high credit growth and the worsening economic conditions) and to promote resilience
of the banking sector amid the global financial and economic crisis. Characteristics of NBRM macropruden-
tal response to crisis:

- Financial crises first effect were smooth - the most of the banking activities are financed from domestic
sources (primarily deposits of residents), indicating a low correlation with the global financial market.
This along with relatively low financial intermediation and conservative business policy banks (larger
amount of deposits in relation to loans) helped the banking system to maintain stability amid the global
financial turbulence.
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- The escalation of the global crisis increased uncertainty and risk and influenced the balance of pay-
ments through a decrease of exports demand and a slowdown of capital flows, causing GDP declined
of around 1% in 2009. The crisis caused a significant deterioration in the performance of the
Macedonian banks. It was recorded a significant slowdown in the growth of deposits of non-government
sector followed by a significant reduction in credit growth, reduced profitability, deterioration of the cred-
it portfolio and increased risk of worsening the liquidity condition of the banks .

In order to prevent the transfer / spillover of deteriorating conditions in the real economy on the
increased systemic risk of the banks and to ensure a stable supply of banking services to the real econ-
omy, the NBRM continuously undertook the measures that have a macro-prudential nature. Mainly the
macro-prudential measures undertaken by the NBRM during the crisis were directed to (1) control and
prevention of high credit growth risk, (2) providing / ensuring an adequate level of liquidity in terms of
deteriorated macroeconomic conditions and turbulence in the financial markets.

Some NBRM measures adopted before the global financial and economic crisis deserve attention
because those measures helped for easier cope with the crisis. Those are the measures that were
adopted in 2006 and referred to the regulation i.e restriction of the foreign currency lending. With those
measures, in order to improve the quality of foreign currency lending the NBRM tightened the conditions
for providing foreign currency loans and loans with FX clause

In the period 2004-2007 the average annual growth rate of loans with foreign exchange component (FX
loans and denar loans with FX clauses) was about 40% versus the moderate growth rate of Denar loans
of about 20% . Analyzed by sectors, in the period before the crisis a relatively high growth of loans to
households was registered — at the end of the first quarter of 2008 loans to households increased by
60% while the loans to enterprises increased by 33%. The annual growth of exposure from credit cards
and overdrafts to households was especially high and in some periods it reached almost 200 percent.

In March 2008 the NBRM adopted amendments to the Decision on the methodology for determining
capital adequacy of banks, which increased the risk weight of used overdrafts based on current
accounts and used credits based on credit cards by individuals (risk weights on credit cards and over-
drafts was raised to 125%). As a result of this measure, the growth of loans to households stemming
from credit cards and overdrafts on current accounts recorded a significant reduction and it was reduced
to single digits.

The second measure that had reflected the credit growth of loans to households was introduced by the
NBRM in June, 2008, with the adoption of the decision on the compulsory deposit with the NBRM.With
these two decisions, the annual growth rates of loans to households were projected at 39.8 percent, for
the end of 2008 and 11.3 percent for the end of 2009.

The NBRM measures in the area of bank lending to households have led to a significant reduction in
the growth rate of loans to households - at the end of 2009 the annual growth of loans to households
was reduced to about 3% (from around 38% in 2008).

In order to improve banks’ liquidity-risk-management systems and to strengthen their liquidity position,
NBRM adopted a Decision on liquidity risk management at the end of 2008.

In order to limit the risks in the banks in a crisis, the NBRM has adopted some additional measures: (a)
Decision on the foreign currency deposit with the NBRM; (b) Amendments to the Decision on the expo-
sure limits, (c) Decision on managing the interest rate risk in the banking book, (d) Decision on the
reserve requirement, e) At the end of 2011, following the example of developed economies, a Financial
Stability Committee was established, composed of representatives from the Central Bank and Ministry
of Finance.
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