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EVALUATION OF SMES FINANCING IN MACEDONIA FROM
THE “SUPPLY SIDE” PERSPECTIVE

Efimija Dimovska,

FON University - Skopje
Faculty of Economics
efimija@gmail.com

Abstract

The starting point of the research is the wide accepted evidence that the SME sector is one of the most impor-
tant drivers of the economy in each country. In addition, many studies and research have concluded that access
to finance remains to be a major concern and main obstacle for SMEs growth and development in developing
countries. Bank loans are the main source of external financing of SMEs almost in all countries in the region,
however, there are many factors as higher administrative costs and risks involved in lending to SMEs that
reduce banks’ willingness to lend to them. Therefore, many governments have acknowledged the importance
of implementing various policies and programs aimed to support SMEs and their development, particularly in
the time of global financial crises. However, the Government policies regarding this issue should be based on
detail analysis of both, supply and demand side. The aim of this research is to provide an assessment of SME
financing from the “supply side” i.e. from the banks’ viewpoint. The method used for the research is a question-
naire based survey on five selected banks in Macedonia and on-site interviews with bank’s officials.

Key words: access to finance, SMEs, banking sector, government intervention

1. Introduction

The term “SME” involve various definitions, which differs from country to country. In situation when there is
no universally accepted definition, the most common classification criteria used by different organizations
and countries are the number of employees, sales or assets. In the case of European Union (EU), in May
2003 European Commission has adopted the Recommendation 2003/361/EC, according to which enterpris-
es are classified as micro, small and medium. The main goal of this definition is to make a clear distinction
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between independent and affiliated enterprises for the purpose of appropriate allocation of state aid funds
for SME’s. (European Commission, 2003) Most of the countries in the region have applied the EU SME def-
inition, but only for the criteria “number of employees”, while each country has its own specific criteria con-
cerning the annual turnover and balance sheet, in compliance with their economic condition.

The classification of enterprises in the Republic of Macedonia is regulated with the Company Law, accord-
ing to the number of employees, annual turover and total assets. (Official Journal of the RM, 2004) Yet, tak-
ing in consideration the aspiration of the Republic of Macedonia for EU integration and the ongoing process
of approximation of the national legislative to the EU regulation, Republic of Macedonia applied the EU clas-
sification criteria within the Law on state aid control (Official Journal of the RM, 2010), which gives a wider
area for state aid allocation.

Table 1: Classification of enterprises in EU and Republic of Macedonia

Category of Number of Annual Total Assets
enterprises employees Turnover
European Union Micro <10 < 2 million EUR < 2 million EUR
Small <50 < 10 million EUR <10 million EUR
Medium <250 < 50 million EUR < 43 million EUR
Macedonia Micro <10 < 50.000 EUR Maximum 80% of gross income
(Company Law) to be from one client/buyer
Small <50 < 2 million EUR < 2 million EUR
Medium <250 < 10 million EUR < 11 million EUR

Source: European Commission; Company Law of the RM

Small and medium enterprises play an important role in a country’s economy. They are crucial for econom-
ic development, particularly in emerging markets. The evidence shows that over 95% of all registered com-
panies across the world are SMEs. This number is even higher in the European Union, where SMEs repre-
sent 99, 8% of all businesses, out of which 92, 1% are micro business with less than 10 employees.
(Wymenga, Spanikova, Derbyshire, Barker, 2011, p.9) SME sector makes a critical contribution to GDP and
employment in both developed and developing countries. In terms of employment, 67% of all job places in
the European private sector are within the SME sector. Regarding the SME contribution to the GDP cre-
ation, their importance is not lesser, achieving nearly 60%.

The position of the SME sector in the Republic of Macedonia is similar to EU: the biggest part of the active
enterprises in the Republic of Macedonia, or 99, 65%, is the SMEs. (Central Register of the RM, 2013) SME
sector in Macedonia participate with 80, 5% of total employments. These data provide evidence of the SMEs
importance for the entire economy. Contribution of SMEs to the creation of the GDP in Macedonia in 2010
is around 64% . (State Statistic Office, 2012)

2. Literature review

Despite the importance of SMEs for the economic growth and jobs creation, their formation, survival and
development is often troubled by several obstacles. Various researches around the developing world provide
evidence that SMEs face greater financing obstacles than large firms. (Beck, Demirglic-Kunt & Maksimovic
2005; Beck & Demirglic-Kunt 2006; and Beck, Demirglig-Kunt, Laeven, Maksimovic 2006)
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In different countries they have different financing possibilities, depending on countries’ specific characteris-
tics of the financial system and the business environment. The structure of SMEs’ financing is depending on
both demand and supply side factors. The reasons for a market failure relate to insufficient supply of capital
and inadequacies on the demand side. In the presence of market imperfections, any financing limitations will
reflect on SMEs’ investments and external sources of financing are critical component for the enterprise
growth.

Bank loans are the main source of external financing of SMEs in Macedonia and in many other developing
and developed countries. Regardless of the evident importance, there are only few researches conducted
to analyze the banking sector participation in SME lending. The existing studies demonstrate that above and
beyond the conventional view that financial institutions are reluctant in SME financing, banks are consider-
ing the SME sector as one of the strategic market segment.

The research done by Beck, Demirgiig-Kunt and Martinez Peria, represent an effort to determine the SME
financing from supply side. (Beck et al., 2010) The results of the survey carried out in 45 countries, involv-
ing 91 banks, show that banks are observing the SME sector as highly profitable and they have developed
organizational structure and appropriate credit evaluation techniques in accordance to the SME main char-
acteristics. In addition, the research confirmed that there are significant differences between the developed
and developing economies, and the general conclusion is that macroeconomic environment is more impor-
tant for the banks, than the size of the enterprise.

De la Torre, Martinez Peria and Schmukler conducted similar survey in 48 banks and 1 leasing company
across 12 countries. (De la Torre et al., 2010) The results are very comparable, i.e. the banks stated that they
are interested for the SME sector, they have established separate organizational units, they offer variety of
products designed for SME needs, and they apply various methods for credit and risk analysis. The conclu-
sion of this research is that the statement that banks are not interested in SME lending is not confirmed in
the practice.

3. Methodology

Having in mind the obstacles that Macedonian companies are facing in obtaining the necessary capital for
their operations, particularly in the time of crises, it's more than justified to evaluate the SME financing
issues, from the "supply side” perspective.

The banking sector in Macedonia has dominant share of almost 90% in the total assets of the financial sys-
tem. Sixteen banks are operating at the moment, out of which three are large, eight are in the group of mid-
dle banks, and five are small. Around 64% of total assets and 70% of credit and deposit activities are con-
centrated in the three largest banks.

In order to explore the supply side factors i.e. banks’ experience and policy in lending to SMEs, a survey was
carried out on a sample of five banks: NLB Tutunska Banka AD Skopje, Komercijalna Banka AD Skopje,
Stopanska Banka AD Skopje, ProCredit Banka AD Skopje and Halkbank AD Skopje. The selection was
based on their share in the banking sector, their operations with SME sector and their share in the realiza-
tion of the European Investment Bank (EIB) credit line within the Macedonian Bank for Development
Promotion (MBDP). Consequently, the selected sample represents 31% of the whole population (16 banks),
they account for about 70% of total assets in the banking sector in Macedonia (NBRM, 2012) and they par-
ticipate with 82, 6% in the total EIB portfolio. (MBDP 2011) Three out of five banks are large, and two are in
the group of middle banks. Four of five banks are with majority of foreign owned capital.

The survey was conducted in the period July — September 2012 using a questionnaire of multiple choice
questions that was sent to responsible managers for SMEs lending in the respective bank. The question-
naire was organized in three main groups of questions:
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@ Main information regarding SME lending, including SME definition, SME credit portfolio, purpose of
loans and sources of financing;

@ Potential and obstacles for SME lending in normal conditions and in the time of crisis;
@ Role and intervention of the Government and their effectiveness.

It must be noted that despite the differences in the bank’s size, ownership and business characteristics, each
of the banks participate with 20% in the total sample.

4. Survey results
The results of the survey are presented bellow, organized in three main groups.
1. Main information regarding SME lending

@ SME definition

On the question “How you define SMEs?” two, out of five banks, stated that they are using the Company
Law classification for categorization of their clients. Three of the banks apply their own criteria including the
earned income, and two of them use the credit exposure as additional criteria.

The lack of single definition of SMEs complicates the comparison between the banks of the SME loans share
in their total credit portfolio. For this reason, the heterogeneity of SME definition among the banks is ignored
in further analysis. However, it must be emphasized that different criteria apply only on loans from own
sources, while foreign financed credit lines typically have clearly defined criteria for the target group.

@ SME credit portfolio

Generally most of the banks did not provide an answer on the question “What is the percentage share of the
SME loans in the total portfolio in 2008 and 20117?". The received explanation was that they don’t have
detailed analysis of their portfolio by company size and they need to put an additional effort to provide the
required data. Following, for the purpose of the analysis, information from banks’ annual reports are used.
According to the available data most active banks in SME lending are NLB Tutunska Banka with 90% share
of SME loan portfolio and ProCredit Banka with 84% SME loans in the total credit portfolio.

® Purpose of the SME loans

On the question “What is the purpose of the majority approved SME loans” , three banks (60%) responded
that most of their SME loans are for both investments and working capital, two banks or 40% answered that
the biggest percentage of the SME loans are for working capital. One of the banks stated that in past few
years they are financing SME working capital loans and loans for solving liquidity issues.

80% -

60% -

Figure 1: A
Purpose of the approved 20% N 40% 60% a

SME loans 0% 4

Investment loans  Workingcapital — Investment and Liquidity loans
loans working capital
loans
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None of the banks indicated investments as most common purpose of the approved loans. According to the
banks, the credit portfolio structure by loan purpose has been changed in the past few years, which can be
related to the overall negative economic situation in the world and its influence on the Macedonian econo-
my. Namely, as a result of the economic crises many companies have postponed their planned investments
and the liquidity problems have increased. Therefore, the majority of the approved loans are for financing the
operational expenses.

@ Source of financing the SME loans

On the question “What is the most used source of financing for SMEs loans?” there are very interesting
results. Namely, 100% of the banks answered that majority of their SMEs loans are financed from their own
sources, not from MBDP credit lines or other international financial institutions credit lines, even though all
five banks are actively participating in servicing foreign financed credit lines and their share in the MBDP EIB
credit line is 82,6%. Probably this is not so surprising, if we take in consideration that Macedonian banks
remained very liquid and capitalized even in the time of crisis. The average capital adequacy ratio of the
banking sector as of 31.03.2012 is 17, 5%, which is almost double then the legally required minimum of 8%.
(NBRM, 2012)

100%
100% -
80% -
. . 60% -
Figure 2: il - %
Source of funds for SME loans 20% 1 > A
0% ‘ ‘
Own funds Credit lines from MBDP Credit lines
International financial
mstitutions

2. Potentials and obstacles in SME lending

® SME sector assessment

Three of the banks observe SME sector as big market segment with good expectations in the future, while
two of the banks consider that SME sector is a small segment with good expectations. General conclusion
is that all of the banks have sole opinion that SME sector is prospective for allocation of their funds.

60%
70% 1
60% 40%
. 50% -
Figure 3: 40% 4
30% -
Source of funds for SME loans Ay 2 0%
10% A A >
0% - . . .
Small market Small market Bigmarket Bigmarket
segment withno  segment with good segment with no segment with
prospective expectations in the prospective good expectations
future n the future

® Key factors determining banks’ SME lending
The summary of banks’ answers on what factors influence their interest in SME lending is presented in
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Figure 3. The results show that banks estimate that the profit potential from SME lending is high, in fact much
higher then for the large enterprises, and that the potential profits and capacity for market growth will more
then compensate the higher cost of lending and more unstable risk profile in the SME segment. The banks’
officials point out that perceived high profitability is also from possibility to sell additional banking services
and product to SME clients.

60% 60%
"'000 -
60%
00
'4803 ] 20%
30%
. : a0 5 5 1
Figure 4 o | -_—
). . . o+ : T T : .
Factors for banks' interest in Iendmg Profitability of Relations of High Credit Other
to SMEs SMElending SMEswith competitionin  exposuremn  (importance of
large clients  othermarket  othermarket the SME sector
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economy )

Another factor with same importance is the relationship of SME clients with large companies. Most of SME
are cooperating with large companies, and banks are using such information for risk and credit assessment
of SME clients, which reduces costs and time. In the past years new practice have been developed in some
of the banks, where large companies provide guarantees for their small business partners, or even they
appear as borrowers for investments of their subcontractors.

None of the banks indicated competition or high credit exposure to other market segments, while one bank
added an additional factor: the importance of the SME sector for the national economy.

® Key obstacles for SME lending

The analysis of the key obstacles for SME lending is done with question for ranking the given answers,
whereas 1 means an obstacle with biggest influence, while 6 means lowest influence. Table 2 summarizes
results of ranking the obstacles for SME lending.

Table 2: Ranking of obstacles for SME lending
Obstacle Rank

Lack of adequate credit application

Macroeconomic factors
Competition in SME lending
Technology of SME lending

Specific bank's criteria

D OB W N -

Regulation and legal environment

Most of the banks indicated lack of adequate and acceptable credit application as most serious obstacle for
SME lending. Macroeconomic factors are the second ranked obstacle. In addition to the advance given
options, one of the banks emphasized over debt and low capitalization of the SMEs as one of the most
important obstacle. The general conclusion is: that credit demand for good projects is missing; the perceived
lending risk by the banks is still very high; many companies are illiquid and have problems in servicing the
existing loans. Banks have funds, but they have very restrictive credit conditions and provide loans only to
low risk clients and profitable projects.
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@ Prudential requlations impact

Prudential regulations are not seen as serious barrier for SME lending. Only one of the banks believe that
prudential regulations negatively impact SME lending, while the other banks consider that the impact is pos-
itive or there is no influence.

40% 40%
. )0 -

Figure 5: o 20%

30%
Prudential regulation impact on SME 209 -
lending 10%

ODD -+

Positive Negative No influence

@ Global economic and financial crisis impact

As already discussed in the literature, the global financial crisis has, and continues to have substantial effects
across all economies, including Macedonia. SMEs have been extensively affected with the crisis and the evi-
dence suggests that SMEs in many countries are confronted with a decline in demand for goods and serv-
ices, increased payment delays and decrease in liquidity. It is a real challenge for SMEs to survive in such
situation, particularly with limited financial recourses. In addition, the crisis has resulted in credit contraction
and tightening the bank’s credit conditions due to capital exhaustion and risk aversion regarding the reces-
sion and the poor SME economic prospects. Nonperforming loans in the Macedonian banking sector in 2012
rose to above 11%. In the Figure 6 are presented the results on the question “What is the impact of the glob-
al financial crisis on SME lending in your bank?”

Lack of funds for SME lending | 0%
Increase of the interest rate 20%
Cutdown of the repayment periods  mmmsmmms 20%
F- . Increased risk due to macroeconomic mnstability s s s s s sl 00% 0
Igure 6 Increased risk due to other factors = — 20%
Global financial crisis impact on Relocation of funds to other seaments | 0%
SME |ending Decreased number olilonu applications & = — 60%
Increased number of loan applications 20%
Decreased quality of the loan portfolio 40%
0% 10% 20% 30% 40% 50% 60% 70% 80% 90%0100%

All of the banks or 100% stated that the global financial crisis negatively influenced the macroeconomic sta-
bility and increased the risk for lending to SME. Creditors and investors usually assess the SMEs as riskier
clients due to insufficient funds, low capitalization and their high sensitiveness to market fluctuations.
Moreover there are many other factors as higher administrative costs, lack of collateral and borrower infor-
mation that reduce banks’ willingness to lend to them. In macroeconomic instability conditions these risks
are increasing and banks are forced to be even more watchful in lending to SMEs.

In situation with increasing nonperforming loans and restrictive credit policies, SMEs that need external
financing are not able to obtain the required funds from the banks. On the other hand remaining companies,
still performing well, refrain from taking a new loan in such uncertain business environment. That is the expla-
nation why 60% of the banks answered that the crisis had negative effect on the credit demand. This is con-
firmed by NBRM in their Annual report for the banking sector for 2011, according to which the number of
received credit applications from companies has decreased by 31,2% comparing to 2010.
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Third most important effect from the crisis is deterioration of the credit portfolio quality, which is very much
related to the both a.m. effects.

3. Role and intervention of the Government
® Need for Government intervention

In general, banks are positive about the need for the Government to take an active participation in facilitat-
ing lending to SMEs. Figure 7, summarizes the responds of the banks on the question “In which area the
Government should get involved in order to improve the access to loans for SMEs”

Regulation and mstitutional environment . 80%
Legal 60%
Figure T Credit information system 20%
Area of Government Collateral 60%
intervention Source of financing 60%
Loan price 20%
0% 10% 20% 30% 40% 50% 60% 70% 80% 90%

According to the opinion of the banks, participants in the survey, the Government could promote SME lend-
ing by taking action in following areas:

- Regulatory and institutional environment, related both to favorable conditions for banks’ operations and
the enabling business environment for SMEs. Four of the banks or 80% believe that improvement in
this area would have great impact on improving the lending conditions for SMEs;

- Sixty percent of the banks pointed the judicial environment, as one of priority areas for Government
intervention, particularly in terms of general protection of creditors rights and in the context of fast and
effective collection on collateral;

- Collateral question seems to remain one of the main concerns for the banks. Sixty percents of the
respondents think that the Government can play significant role in solving this issue trough increasing
the number of available guarantee instruments;

- According to 60% of the banks, increasing the sources of financing by providing new SME credit lines
will be a helpful measure that Government should undertake.

- It is an interesting finding that interest rate subsidies and credit information bureaus are not identified
as essential areas for Government intervention.

- One of the banks added that the Government should establish special instruments (credit lines, guar-
antee scheme) for start-ups, innovative and export-oriented SMEs.

® Evaluation of Government programs

The evaluation of Government programs for facilitating SME lending is done with question for ranking the
given answers, whereas 1 means a most positive program, while 5 means a program with least effects. Table
3 summarizes results of ranking the individual programs.



Table 3: Ranking of Government programs

Obstacle Rank
Guarantee Funds 1
Specific credit lines 2
Interest rate subsidy 3
Administrative costs subsidy 4

Eighty percent of the banks expect most positive effects on SME lending from establishing a state guaran-
tee fund. As a second ranked instrument are specialized credit lines, while expectations of the banks regard-
ing the interest rate subsidies is not to a large extent optimistic. This is in line with the previously presented
opinion of the banks regarding the area of Government intervention.

@ Cooperation with MBDP impact on SME lending

One of the goals of the research was to determine the impact on the bank’s SME lending as a result of the
cooperation with MBDP. The purpose was to conduct simple evaluation of the EIB 100 million credit line,
which is a main source of SME financing through MBDP. Surveyed banks participated with 82, 6% of the total
EIB portfolio and represent a sample with significant relevance. The impact evaluation was performed from
three different aspects. The general conclusion is that participation in MBDP credit lines has positive influ-

ence on bank’s SME lending.

a) Impact on total SME credit portfolio

The results from the survey show significant positive impact
on the total SME credit portfolio.

Four or 80% of the banks stated that as a result of the
cooperation with MBDP their SME credit portfolio has
increased by 4%. Only one bank answered that the coop-
eration with MBDP does not have influence on its SME
credit portfolio.

b) Impact on SME interest to apply for a loan

The results are the same as in the previous question i.e.
four of the banks or 80% emphasized that based on the
cooperation with MBDP the number of SME’s credit appli-
cations has increased by 10%. Only one bank has stated
that there is no influence.

¢) Impact on credit conditions (interest rate,
repayment period and collateral)

Regarding the credit condition the general influence is pos-
itive. Three or 60% of the banks answered that based on
the cooperation with MBDP, the SME credit conditions,
despite of the source of funding, has improved. Two of the
banks answered that there is no influence.

No influence

Positive
80%

60%
10%0
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In this part of the analysis it must be taken in consideration that the EIB credit conditions are defined in
advance, within the Financing Agreement between EIB and MBDP or in the Subsidiary Loan Agreement
between MBDP and the relevant bank.

5. Conclusion

Most of the banks in Macedonia use their own criteria for classification of the enterprises by the size and
despite this difference, the SME segment is strategically important for Macedonian banks. In the last few
years majority of approved SME loans were for working capital and liquidity needs, and the main source of
financing is the banks’ own funds. The ongoing global financial crisis has negative impact on credit portfolio
growth due to increased macroeconomic stability, increase of non-performing loans and lack of credit
demand. High credit risk enforced banks to tighten credit criteria and to apply restrictive credit policies. The
banks believe that the Government should take active role in mitigating the obstacles for SME financing,
thereby emphasizing few main area of intervention: legal and institutional environment, collateral and spe-
cific credit lines. Highest positive effect will be achieved through establishment of guarantee scheme and
favorable credit lines.

The performed impact evaluation on the “supply-side”, regarding the participation of the banks in the MBDP
credit lines, indicates positive influence on bank’s SME lending (total SME credit portfolio, credit conditions,
SME interest to apply for a loan). In order to complete the impact assessment, monitoring on the loan qual-
ity should be established by MBDP/Government and comprehensive survey on beneficiaries should be con-
ducted to evaluate the effects of the EIB loan on their business performance. However, it must be noted that
the total loan amount disbursed through MBDP, as one of the main Government support instruments, is con-
siderably smaller comparing to the total net credits approved to private sector as of 31.12.2011. Namely, the
share of the MBDP net credit portfolio in the total banking sector portfolio at the end of 2011 is only 4%
(MBDP, 2012) Moreover with the first EIB 100 million credit line MBDP has onlended only 306 loans to SMEs
which is 0,4% of active SMEs in Macedonia. However, the Government support is still a rather significant
and it needs to be further closely reviewed.

Furthermore, a systematic impact evaluation of Government programs should be established. Appropriate,
tailor made, commercially driven public measures in place will help to mitigate the market imperfections and
weaknesses in SMEs’ access to finance not only in times of crisis but on an on-going basis as a fundamen-
tal structural issue. The Government support could make a real difference for the start-ups or to businesses
in areas or sectors, where banks are not interested to take credit risks.
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ROLE OF ETHNOCENTRISM AND ITS EFFECT ON
PURCHASE DECISIONS

Mersid Poturak’

Abstract

The purpose of this study is to investigate development of ethnocentrism and ethnocentric attitudes among con-
sumers in Bosnia and Herzegovina. The concept of ethnocentrism includes two integral components: attitude
and behavior. Ethnocentric attitudes are manifested through the eyes of consumers that their own groups are
dominant as compared to the other groups. On the other hand, ethnocentric behavior presents a co-operation
with members of their own group, and the lack of cooperation with members of other groups. For this study rel-
evant questionnaire was conducted on 100 consumers in Bosnia and Herzegovina but 59 of them responded.
Fifty one of them were Bosniaks, four of them were Serbs and four were Croats. Data collected by this ques-
tionnaire were future more statistically analyzed. Descriptive statistics was presented and demographic differ-
ences on consumer ethnocentrism were tested with t-test analysis. The research results showed that there
seems to be a certain level of ethnocentrism among consumers in Bosnia and Herzegovina.

Keywords: Ethnocentrism, Consumer Behavior, Purchase Decisions, Bosnia and Herzegovina

JEL Classification: M30

1. Introduction

Consumer ethnocentrism, in the last two decades, is one of the world's trends in research, and the results
of many studies show that consumer ethnocentrism is at the top of the list of the global economy’s core driv-
ers. This concept is actually an attempt to apply general sociological concept of ethnocentrism in a business
context, and as such, it is associated with a patriotic sense of the individual who thinks that it is advisable to
buy domestic products. Some studies (Grdic, 2013) have identified a significant association between patri-
otism and consumer ethnocentrism and its affect on purchase decisions. Korostelina, (2004) in her research
also shows that the national identity stands out as a significant driver of consumer ethnocentrism.

1) International Burch University, Faculty of Economics, Management Department, Francuske Revolucije b.b. 71200 Sarajevo,
mpoturak@ibu.edu.ba 17
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Ethnocentric consumers consider the purchase of imported goods to be faulty decisions because of the per-
ception of potential losses in the domestic economy. Consumers who are not ethnocentric, on the other
hand, choose products with regard to price, quality and other desirable attributes.

Shimp & Sharma, (1987) were researchers who introduced based concept of consumer ethnocentrism in the
marketing literature for the first time. They stated that ethnocentrism is "consumers’ belief about the morali-
ty / immorality of buying foreign products. This was also the beginning of a serious acceptance of the con-
cept of consumer ethnocentrism, which is based on the idea that buying local products is not only an eco-
nomic but also a moral issue. From the above it follows that ethnocentric consumers consider that buyers of
imported products largely responsible for domestic economic problems, including the unemployment.
Consumer ethnocentrism is strongly linked with the appeals of local companies and governments to buy
local products, because buying foreign products leads to economic and social problems. In times of econom-
ic crisis, consumer ethnocentrism gets meaning desirable behaviour, especially in those countries that are
highly dependent on imports.

The study aims to take a general picture of ethnocentrism and its effect on consumer purchase decisions in
Bosnia and Herzegovina. Relevant literature is widely explored and it will be presented in following section.
How data were collected for this study will be explained in the methodology part. In this section obtained set
of data is statistically analyzed and findings of descriptive statistics as well as one sample t-test on ethno-
centric attitudes among consumers in Bosnia and Herzegovina will be presented in forth part of this paper.

2. Literature Review

The concept of ethnocentrism has led to the emergence of a new term - consumer ethnocentrism, which is
related to marketing, as well as wider economic understanding of ethnocentrism. As such, this phenomenon
becomes the object of study of many authors and experts in the field of marketing, and other areas of sci-
ence in which consumer behaviour plays an important role in economic analysis and decision-making. The
study of this phenomenon is interesting from the aspect of contemporary global economic crisis, when the
affirmation of ethnocentric behaviour becomes increasingly evident even in some developed countries
(Marinkovic, Kosti¢, & Stanisi¢, 2011).

LeVine & Campbell, (1972) reviled in their study that ethnocentrism is a special, but almost universal exam-
ple of in-group favouritism and out-group hostility in which membership is typically evaluated in terms of one
or more observable characteristics (such as language, accent, physical features, or religion) that are regard-
ed as indicating common descent.

Granzin & Olsen, (1998) claim that the ethnocentric behavior affirms as a positive activity that helps the
locals to preserve jobs, because consumer ethnocentrism is strongly associated with appeals to local com-
panies and the government to buy local products, because buying foreign products leads to economic and
social problems that are manifested through reduced economic activity and the level of engagement of the
workforce.

Gil-White, (2002) in his study stated that ethnocentrism may serve an adaptive function: steering behavior
towards co-ethnics. Reason for this he found in an ethnographic analysis of two neighbouring ethnic groups,
their differences, and their mutual perceptions gives an existence proof that: first of all neighbouring commu-
nities with an almost identical way of life nevertheless develop quite different interactional norms; second of
all these entail significant costs for inter-ethnic interaction; and third of all the norms of the ‘other’ are com-
monly perceived as moral failures (ethnocentrism).

Rossiter & Chan, (1998) showed that researchers recognize that the role of ethnicity in purchase decisions
is becoming more visible because of the rises in migration, tourism and international trade.
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Axelrod & Hammond, 2003 stated that ethnocentric strategies and behavior can emerge and be maintained.
When agents with similar traits form coherent regions, cooperation on the basis of ethnocentric behavior
emerges and is sustained, even with substantial opportunity for cheating. Ironically, the ability to discriminate
can support the evolution of cooperation based on ethnocentric behavior.

In Vida & Reardon, (2008) study, findings suggest that affective and normative constructs (i.e. consumer
ethnocentrism and patriotism) are stronger determinants of domestic purchase decisions than rational con-
siderations (the cognitive mechanism) such as perceptions of relative product quality of domestic vs. import-
ed products. The role of patriotism and cosmopolitanism as factors fuelling ethnocentric tendencies are con-
firmed.

Their results also showing the considerable relative strength of patriotism and ethnocentrism on domestic
consumption suggest that managers of local brands and domestic institutions should be able to enhance
their communication programs and develop close bonds with their consumers. This finding is an important
signal to international entrants in positioning their international offerings, particularly as strong local brands
are gaining market share in many emerging consumer markets (Vida & Reardon, 2008).

Shimp & Sharma, (1987) have analyzed that consumers with ethnocentric or more conservative attitudes like
animosity and racism are more concerned with harm given to domestic economy and loss of jobs by prod-
ucts from other rival nations or countries.

(Zihni & Duman, 2012) have noted in their study that strong patriotic messages for Bosniak consumers may
not have expected effects on this ethnic group in promoting products in the region.Also, foreign companies
should not be overly cautious about selling their products in Bosnia and Herzegovina because, being mod-
erately ethnocentric, Bosniak consumers seem to be open to purchasing foreign products. As a final note, it
must be stressed that a wide research gap is evident in post-Yugoslavian countries where different aspects
of consumer behavior are still under shade. Future studies on consumer behavior can shed light on specif-
ic aspects of consumption behavior that are unique to the region.

(Knezovic, 2006), in his study, together with Product Group Manager, CATI research agency, conducted a
survey at nine thousand respondents in BiH and they found that the ethnocentrism of consumers in that
country is represented differently in different parts of the country. Thus, for example, in the region of Sarajevo
and central and northern Bosnia 49.3 percent of the respondents prefer to buy local products from foreign.
This percent in western Herzegovina and the BiH predominantly inhabited by Croats slightly smaller, 43.4
percent, and the lowest in the Republic of Serbian, 19.8 percent. Even 70.8 percent of the residents of cen-
tral and northern Bosnia believe that consumers should buy domestic products before hand. This percent-
age in Western Herzegovina is 62.7 percent, and 27.1 percent of Serbian Republic. That they should only
buy domestic products, said 54.3 percent of Bosniaks in BiH. This percentage was 40.2 among Croats and
the Serbs in Bosnia and Herzegovina 17.4 percent.

3. Methodology

3.1. Sampling

This research can be characterized as an exploratory research. Data for the study were collected through a
survey delivered to consumers in Bosnia and Herzegovina. A total of 100 questionnaires were distributed to
students who live in different cities in Bosnia and Herzegovina. Of the 100 questionnaires, 59 were accept-
ed as usable for the study. Surveys were gathered with a judgmental or purposive sampling approach. To
reach consumers in different cities, students from International Burch University were surveyed an also they
were asked to take surveys to their homes and hand in to their family members during holiday times.
Respondents’ anonymity was made certain by asking them not to identify themselves in any way.
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3.2. Data Gathering Tool and Analysis

Secondary sources were firstly investigated to develop the data collection tool. The first section of the ques-
tionnaire consisted of demographics. The second section was about general questions about ethnocentrism
and consumer behavior in Bosnia and Herzegovina. The ethnocentrism statements were measured with 7-
point Likert scales. A respondent could respond with “strongly agree”, “agree,” “slightly agree”, be “neutral”,
“slightly disagree”, “disagree” or simply “strongly disagree” on the statements. All responses were scaled so
that a higher score on a particular item indicated a stronger agreement with the attitude whereas a lower
score indicated a weaker agreement. Group comparisons were conducted with independent sample paired

statistics and descriptive statistics. Our result we got through SPSS program used to analyze such surveys.

4. Research Results

Table 1: Descriptive Statistics

N Minimum Maximum Mean Std. Deviation
NATIONALITY 59 1 3 1.2 0.55
GENDER 59 1 2 1.41 0.495
AGE GROUP 59 1 3 1.85 0.638
CURRENT PLACE OF LIVING 59 1 5 1.61 1.175
Valid N (list wise) 59

In Table 1 we can see demographic characteristics of respondents that will be more broadly presented in
tables 2,3,4, and table 5. In demographic part of our survey we asked subjects about their nationality, gen-
der, age group and finally their current place of living.

Table 2: Nationality of respondents used in the sample

Frequency Percent Valid PercentCumulative Percent
Valid Bosniak 51 86.4 86.4 86.4
Croat 4 6.8 6.8 93.2
Serb 4 6.8 6.8 100
Total 59 100 100

Looking at the table 2 we can find information about subjects’ nationality. Filling the survey they could chose
between Bosniak, Croat and Serbian nationality. Since those tree nations constitute a population of Bosnia
and Herzegovina we used all of them in our sample for this study. We can see that respondents are mostly
Bisnaks, 86.4 % because the highest percentage of population in Bosnia and Herzegovina belongs to
Bosniaks. Among 59 respondents, 6.8 % were Croats and also 6.8 % were Serbs.
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Table 3: Gender of respondents used in the sample

Frequency Percent Valid PercentCumulative Percent
Valid Male 35 59.3 59.3 59.3
Female 24 40.7 40.7 100
Total 59 100 100

For this study as a sample we used both, males and females. And from Table 3 we can see that 59.3 % of
respondents were males and 40.7 % were females.

Table 4: Age group of respondents used in the sample

Frequency Percent Valid PercentCumulative Percent
Valid 0-20 17 288 288 28.8
21-35 34 57.6 57.6 86.4
36-45 8 13.6 13.6 100
Total 59 100 100

In this table 4 we can see that we divided our respondents in three age groups. From 0 to 20 years old were
respondents that constitute first group and two other groups were from 21 to 35 and from 36 to 45 years old.
We can see from the table that majority of our respondents were from second group 57% of total number,
while 28.8 % and 13.6 % were from the first and third group of age.

Table 5: Current place of living of respondents used in the sample

Frequency Percent Valid PercentCumulative Percent
Valid Sarajevo 43 72.9 72.9 72.9
Bihac 6 10.2 10.2 83.1
Cazin 3 5.1 5.1 88.1
Banja Luka 4 6.8 6.8 94.9
Mostar 3 5.1 5.1 100
Total 59 100 100

In Table 5, current place of living of respondents used in the sample, is presented. And we can see that most
of our respondents lives in Sarajevo 72.9% of them, Bihac 10.2%, Cazin 5.1%, Mostar city in Herzegovina
5.1% and 6.8% were from Banja Luka.
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Table 6: One sample t-test on ethnocentric attitudes among consumers in Bosnia and Herzegovina

Paired Differences

Std. Std. 95%
Mean | Deviation Error Confidence t df Sig.
Mean Interval (2-tailed)
Lower Upper
NATIONALITY - Your 05 0.915 0.122 -0.745 -0.255 -4.091 55 0

culture should be role
model for other cultures
NATIONALITY - You are -0.326 0.818 0.121 -0.569 -0.083 -2.704 45 0.01
loyal to certain domestic
brand and product
NATIONALITY - Loyalty -0.467 0.786 0.117 -0.703 0.23 -3.982 44 0
to certain domestic brand
is influenced by income
NATIONALITY - Bosnians 0.217 0.758 0.112 -0.442 0.008 -1.946 45 0.058
should always buy Bosnian
products instead of imports
NATIONALITY - Only those | -0.277 0.826 0.121 -0.519 -0.034 -2.295 46 0.026
products unavailable in
Bosnia should be imported

NATIONALITY - Purchasing | -0.457 0.887 0.131 -0.72 -0.193 -3.49 45 0.001
foreign made products

is unbosnian

NATIONALITY - It may be -0.333 0.977 0.146 -0.627 -0.04 -2.289 44 0.027

expensive but | prefer to
support Bosnian products
NATIONALITY - How much | -3.875 2.886 0.386 -4.648 -3.102 -10.05 55 0
would you prefer usage of
foreign products
GENDER - Bosnians should 0 0.816 0.12 -0.242 0.242 0 45 1
always buy Bosnian products
instead of imports

GENDER - What attracts -0.75 1.492 0.199 -1.15 -0.35 -3.761 55 0
you most when buying
certain products
AGE_GROUP - Bosnians 0.595 0.798 0.123 0.347 0.844 4833 41 0
should always buy Bosnian
products instead of imports
AGE_GROUP - Purchasing 0.381 0.882 0.136 0.106 0.656 2.799 41 0.008
foreign made products
is un Bosnian
PRODUCT_PREFERENCE | -0.064 0.763 0.111 -0.288 0.16 -0.573 46 0.569
Only those products
unavailable in Bosnia
should be imported
PRODUCT_PREFERENCE 0.245 0.63 0.09 0.064 0.426 2.72 48 0.009
What do you prefer more
when making buying decision

According to the results from the table 6, we can see that loyalty to certain brand is not connected with
nationality. In the same time loyalty is not influenced by income. Also, analyzing our survey we have realized
that all Serbs, Croat and Bosniaks do not think that only those products that are unavailable in our country
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should be imported. Both male and female do not think purchasing foreign made products would seem so
unbosnian. Neither male nor female would prefer more expensive Bosnian products. Most certainly male and
female have totally different view when it comes to what attracts them while purchasing certain products,
where females are more attracted to both essence and appearance and males are mostly attracted with
products' origin and overall image.

More male people think that domestically produced items should be our first choice. Younger questioned
population is mostly attracted by appearance, whereas older ones look for product's origin and essence
while purchasing. Mostly of surveyed people, around 90% of them, disagree with the statement that
Bosnians should always buy Bosnian products, but we can agree that people mostly think that Bosnian prod-
ucts should and ought to be more developed and then they would only buy foreign products that are unavail-
able in our market and production.

People from older age group were more dedicated to Bosnian products and they thought that somehow pur-
chasing of foreign goods is unbosnian. People who are domestically oriented are looking mostly to the ori-
gin of products while making purchase. The findings of this research have also some implications for practi-
tioners (e.g. foreign companies, exporters, producers) who conduct business in the region. It seems that
strong patriotic messages for Bosnian consumers may not have expected effects on this ethnic group in pro-
moting products in the region. Also, foreign companies should not be overly cautious about selling their prod-
ucts in Bosnia and Herzegovina because, being moderately ethnocentric, Bosnian consumers seem to be
open to purchasing foreign products.

5. Discussion and Conclusion

Consumer ethnocentrism is a social phenomenon that would help to elucidate certain characteristics of a
nation at some point in time, especially in terms of attitudes about the products that are imported from
abroad.

According to results of our study we have realized that all Serbs, Croat and Bosniaks consumers were found
to show moderate levels of ethnocentric attitudes. More male people think that internally produced products
should be our first selection. People from older age group were more committed to Bosnian products and
they thought that somehow purchasing of foreign goods is unbosnian.

Consumer ethnocentrism is strongly linked with the appeals of local companies and governments to buy
local products, because buying foreign products leads to economic and social problems. In times of econom-
ic crisis, consumer ethnocentrism gets meaning desirable behaviour, especially in those countries that are
highly dependent on imports.People who are domestically oriented are looking mostly to the origin of prod-
ucts while making purchase. The findings of this research could also have some benefits for foreign compa-
nies, exporters, and different producers who perform their business in the region. It seems that strong patri-
otic messages for consumers from Bosnia and Herzegovina may not have expected effects on this ethnic
group in promoting products in the region (Zihni & Duman, 2012). Also, foreign companies should not be
overly cautious about selling their products in Bosnia and Herzegovina because, being moderately ethno-
centric, Bosnian consumers seem to be open to purchasing foreign products.
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Abstract

This article provides an overview of the roots of the European debt crisis, which cannot be attributed only to the
large fiscal stimulus undertaken by the governments as a response to the global financial crisis of 2007. It
results also from the specific design of the Eurozone and the disparities among countires, as well as to fiscal
and financial imbalances, especially the previous credit boom and real estate bubble in some peripheral coun-
tries. European leaders now face numerous dilemmas concerning the implemented fiscal austerity measures
and the appropriate exit strategies (proposals range from enhanced decentralized coordination of fiscal policies,
to structural reforms and to a banking and fiscal union). In the end, some of the implications of the European
crisis on the financial, real and fiscal sector of the Macedonian economy are examined. Based on the analysis,
the article offers lessons about the fiscal policy and public debt of the Republic of Macedonia.

Keywords: European debt crisis, fiscal and financial imbalances, government bond yield, fiscal consolidation,
Republic of Macedonia.

1. Introduction

The global financial crisis that emerged in the USA in 2007 destabilized the banking sector of the country
after the burst of the housing bubble, leading to lower credit activity, lower private sector demand, and lower
real estate prices and soon extended to the real sector, adversely affecting employment and economic
growth. The crisis promptly spilled over to the rest of the world, especially affecting the European Union,
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through foreign trade and international movement of capital and hence, it was transformed into a synchro-
nized, global crisis, expanding, by the end of 2008, to 15 out of 21 advanced countries. (IMF, April 2009)

With low global interest rates, countries could not rely on expansionary monetary policy and reached for fis-
cal measures as a response to the falling demand. This led to the creation of extremely high budget deficits
and accumulation of huge public debts (the public debt of advanced countries in 2008 exceeded the histor-
ical average of the post World War Il period) and the EU, especially EMU countries, soon faced a debt cri-
sis. However, the causes of the European debt crisis are extremely complex and can not be attributed sim-
ply to the large fiscal stimulus that governments implemented. The crisis resulted from other factors as well:
the lack of common fiscal policy in EMU; large disparities in the level of economic development between core
and peripheral countries; large financial imbalances in some countries; disagreements among the member
states about the fiscal policy direction etc.

The crisis just pronounced the structural vulnerabilities of certain countries and the imbalances within the EU
and for the first time since its adoption, the common currency faced serious threats to its existence. For sev-
eral years now, Europe has been fighting financial, fiscal and real sector problems, and the crisis today, five
years since its beginning, seems nothing less serious. The present situation is a test for the Eurozone, its
cohesion, its will and ability to find a common solution. The severity and the scope of the eurozone crisis are
very well illustrated in the following quote: “The Eurozone crisis is much more than a sovereign debt crisis. It
calls into question the whole architecture of economic policy, from monetary policy to macroeconomic surveil-
lance and sanctions. Beyond the short-run urgencies, EU members need to come out with a clear view of what
kind of coordination device they want to invent. There are several routes forward, but failing to select one could
contribute to marginalizing the Eurozone in the global economy.” (Bénassy-Quéré & Boone, 2010, p.1)

This article analyses the roots of the European debt crisis, its implications and the undertaken measures, the
dilemmas and risks of fiscal consolidation in the Eurozone. It also addresses the issue of the implications of
the European debt crisis on the Macedonian economy, as a highly dependent country on the situation in the
EU, due to the trade relations with certain member countries. The Republic of Macedonia is a small open
country and hence, having a small absorption power of the domestic economy, is very much vulnerable to
external shocks.

The root causes of the European debt crisis

The causes of the European debt crisis and the threat to the existence of the euro are very complex. The
global financial crisis and the responding fiscal stimuli undoubtedly had an impact, but foremost in revealing
and sharpening the already fragile financial systems in certain European countries. More over, the crisis can
not be considered exogenous and spilled over from the USA. According to Wyplosz, it actually began simul-
taneously in Europe and in the USA in 2007, with the lack of liquidity on the market and central bank’s inter-
ventions. (Wyplosz 2010) Anzoulatos (2012) argues that the root causes lay in the failure of many “safety
valves” of market economies, in many levels of the society, in the afflicted, as well in the more prudent EMU
countries, in an economic environment abundant finance can overwhelm even the biggest and best man-
aged economies.

The fiscal stimulus and the accumulation of public debt as a response to the global financial crisis of 2007

There was a near consensus before the crisis that monetary policy was efficient in stabilizeing economic fluc-
tuations and that the fiscal policy was not necessary. (Delong and Tyson 2013) There was an initial mone-
tary response to the crisis in advanced countries through lowering interest rates and injecting additional lig-
uidity in the system. The ECB cut the interest rate of the main refinancing operations to 2% at the beginning
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of 2009 and later slashed it down to 1%. However, in a the global financial crisis the monetary policy had
limited effects, because: an export-led recovery is not an option, due to the global nature of the crisis; its
financial nature weakens the monetary transmission mechanism, especially due to the extremely low inter-
est rates and the liquidity trap problem. (Spilimbergo et al. 2008, Bartha and Gubik 2012) Hence, European
countries turned to classical Keynesian type fiscal expansion in search for an exit from the crisis. The
Keynesianism became attractive again. The discretionary stimulus in the Eurozone accounted for about 1%
of GDP annually in 2009 and 2010. The governments of the USA, Great Britain, Germany, France and other
European countries, by the end of 2008, approved a financial package in the amount of 4.253 bn dollars
(14% of their GDP) only for consolidation of their financial sectors. (IMF 2011) The large fiscal stimuli result-
ed in higer budget deficits and mounting public debt. Overall, economic growth, on the other hand, failed to
come in EMU. (Bartha and Gubik 2012) The Eurozone barely achieved growth in 2008 and went into a reces-
sion in 2009 with a fall in output of 4,4%.

The fiscal stimulus has international spillover effects, through trade and interest rates, especially visible in
EMU. Therefore, there is a necessity for coordination of fiscal actions in order to internalize these effects for
a better global response. (OECD 2009; Blanchard, Dell'Ariccia and Mauro 2010) A variety of fiscal actions
were implemented in the Eurozone, in terms of size of interventions in the financial sector (for example,
Great Britain and Ireland intervened more than France and ltaly), the fiscal space, the severity of the crisis
and the size of the automatic stabilizers. Generally, the less indebted countries before the crisis, hence coun-
tries with larger fiscal space, had a larger increase in fiscal deficits. (IMF 2009) Spilimbergo et al. (2008) warn
that even though necessary, some countries do not have enough fiscal space to implement stimulus, since
it would jeopardize the fiscal sustainability.

EMU - common monetary vis a vis national fiscal policies

The European Monetary Union is a unique case in the world of a currency area with common monetary pol-
icy and an absence of common fiscal policy, a banking union and a political union. (Hrebenciuc 2010, Bartsch
2012, Balassone, Franco and Rizza 2009, Lane 2012; Cameron 2012) It does not represent an “optimal cur-
rency area” that meets the four crucial criteria of a currency area laid by Mundell: labor mobility, capital mobil-
ity and price and wage flexibility, similar business cycles in the countries and a risk sharing system.

This imposes several problems in the functioning of the EMU: the existence of a monetary union means loos-
ing the option for national currency devaluation, as a traditional adjustment mechanism (Lane 2012); the lack
of a fiscal union i.e. a central fiscal body, creates moral hazard and chronic budget deficits in some countries
(Hrebenciuc 2010); the ability of national governments to borrow in the common currency imposes a free
rider problem, as long as there are strong incentives to bail out an over-borrowing country (Lane 2012);
“excessive deficits can have large adverse spillover effects when countries form a monetary union without a
centralized budget” (Castro 2007). The elimination of national currencies left a more important role for nation-
al fiscal policies as a tool of countercyclical macroeconomic policy. (Lane 2012) Additionally, bank regulation
remained a national concern, thus leaving the countries to bear the risk of a banking crisis, and both the
direct, and indirect fiscal costs.

Itis well known in monetary economics that no currency can remain stable without coordination between the
two key macroeconomic policies — fiscal and monetary policy. The countries of EMU attempted to substitute
this deficiency with the Maastricht criteria of 1992, later better specified in the Stability and Growth Pact,
according to which potential members of the EMU are required to maintain budget deficits below 3% of GDP,
and public debt below 60% of GDP. They also adopted an Excessive deficit procedure for the countries that
don't respect the rules. These rules, however, were not used in “extreme circumstances” caused by natural
disasters or deep recessions, when economic activity of a country falls by more than 2% annually. The budg-
et discipline in a monetary union is important, since fiscal expansion of any undisciplined country would have
negative externalities on the other eurozone countries. An important issue here is whether the fiscal rule “pre-
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serves” the stabilization function of fiscal policy, especially its power to act against recessionary trends.

After signing the Maastricht Treaty, all countries tried to consolidate their public finances in order to fulfill the
membership criteria. Data reveals a decreasing trend of budget deficits and public debt in this period, part
of which is due to the rather favorable economic growth in the late 1990s. However, the practice showed that
the SGP was not a powerful and efficient control mechanism. (Hrebenciuc 2010) In absence of efficient con-
trol over budget consumption, the rules were not obeyed — not only by peripheral countries, but in some
years, also by core countries. Kajaste suggests that it’'s a big paradox that there was no explicit and opera-
tional link between public finance sustainability and the SGP. The SGP was silent on the public debt criteri-
on, which in practice remained rather inoperable. The SGP and the fiscal framework failed to strengthen the
long-term sustainability of public finance. (Kajaste 2004, p.596) The crisis has brutally proven the existence
of a monetary union in the absence of a common fiscal policy as being unsustainable. The history of mone-
tary unions here is insightful: no monetary union has survived without evolving into an appropriate political
and economic union. (Bosomworth 2012)

An important root cause of the European debt crisis and the crisis of the euro are the distinct disparities in
the level of economic development between the core and the periphery of the EMU. Peripheral countries,
like Greece, Spain and Portugal, registered higher inflation and hence lower real interest rates before enter-
ing the Eurozone and once they adopted the euro, they benefited from significantly lower interest rates. A
group of prominent economists indicated in the Delors report that the euro was “self-destroying” and
expressed concerns about the existing imbalances in the EU member countries, being aware of the fact that
weaker countries could have serious problems in the government bonds market, but in 1989 nobody gave a
serious thought to this warning. Today many economists acknowledge this argument. Lane (2012) suggests
that the origin and propagation of the European debt crisis can be attributed to the failures of the design of
the euro and the fragility of the monetary union in crisis times, especially the absence of a banking union and
other smoothing mechanisms on a European level. On the other hand, Antzoulatos (2012) claims that the
crisis could have emerged even without the common currency, as a result of the globally low interest rates,
narrowed spreads of crisis countries due to the behavior of international investors and banks “chasing prof-
its” etc. According to him, the institutional framework, especially financial regulation, is of extreme impor-
tance. The previus trend of financial deregulation is often mentioned as a contributing factor to the financial
crisis. The regulatory system coudn't keep up with financial innovation and the regulations were not suffi-
ciently enforced. (Vinals 2012)

Pre-crisis imbalances in the Euro zone — warning signals

Even though the crisis is specific in each country, a common cause, not unique to the crisis countries, is the
excess in the financial system in the pre-crisis period. (Antzoulatos 2012) The abundant liquidity due to
extremely low interest rates and high saving rates in emerging countries encouraged bank lending and
caused an unreasonable underestimation of risk. (Wyplosz 2010, Antzoulatos 2012) However, the favorable
growth and benign financial environment simply masked the accumulation of macroeconomic, financial and
fiscal vulnerabilities. (Lane 2012; Antzoulatos 2012)

Typical macroeconomic and fiscal indicators did not provide ex ante warning signals before the crisis.
Economic growth was positive in the periphery countries before the onset of the crisis (e.g. GDP growth in
2007 was above 4% in Greece, Ireland, Portugal and Spain). There was a period of a narrowed standard
deviation of fiscal variables and unemployment® in Europe, thus implying the convergence of their econom-
ic performances. (Fernandes and Mota, 2011) Budget deficit figures sent warning signals only for Greece
and Portugal, and public debt for Greece and ltaly (table 1) Before the euro entered into force, there was a
decreasing trend of public debt to GDP ratios in order to fulfill the Maastricht criteria. Yet, the average pub-

2) The standard deviation of unemployment in the EU fell from 4,6% in 2000 to 2,8% in 2006.
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lic debt did not fall below the 60% threshold. At first glance, however, public debt, on aggregate EU level did
not seem problematic by the mid 2000s (the lowest average level was 59% in 2007). There were, however,
large disparities on an individual level. Italy, for example, has not been able to reduce its public debt below
100% of GDP. Greece experienced large budget deficits after 1980, financed by extensive borrowing from
the markets, and completely streamlined to higher consumption levels in an effort to raise the standard of liv-
ing. The persistent budget deficits resulted in a sharp rise of public debt, exceeding 100% of GDP in 1993,
and reaching a level of 107,4% in 2006 and 165,4% in 2011. Portugal as well joined the EMU with a budg-
et deficit (7,4% of GDP) and has been consistently running deficits. Joining the Eurozone allowed these
countries to finance their budget deficits under favorable terms due to the low interest rates in the Eurozone.
The fact that they spent a significant share of the borrowed money on unproductive investments (growth of
salaries and other current expenditures) explains the low growth rates, accompanied by a permanently
declining competitiveness.

Chart 1: 0

Dynamics of the public debt and budget deficits
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After 2003, in a period of abundant liquidity causing weaker discipline, financial indicators reveal that afflict-
ed countries were on an unsustainable path long before the crisis erupted, due to increased competition,
extremely low interest rates, loose conditions for external debt financing, financial innovations, and smaller
exchange rate risk premia. This triggered credit growth in peripheral countries, fast growth of financial and
construction activities, private debt accumulation, increased imports and current account deficits and in some
countries (Spain, Ireland and Greece) a real estate bubble. The key predictor of a banking crisis is a high
domestic credit boom. (Lane 2012) The current account deficits mainly reflected private borrowing, but its
adjustment can also have negative implications on the government budget. (Anand, Gupta and Dash, 2012).
The examples of Ireland and Spain prove that there should be surveillance and control not only over public
finances, but on private debt as well. (Bénassy-Quéré & Boone, 2010) Before the crisis, Ireland and Spain
seemed fiscally prudent, with low public debt (25% and 36% in 2007, respectively). Ireland’s private debt of
241% of GDP, however, was among the highest in the EU. It was accompanied by high economic growth
rates, mainly based on aggregate demand increase (mostly of the household sector consumption), expan-

3) The acronym PIIGS refers to the five euro zone nations, which were considered weaker economically following the financial crisis:
Portugal, Italy, Ireland, Greece and Spain.
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sion of the construction sector and an easy access of households to housing loans at low real interest rates.
This created a real estate price bubble, which burst and threw the banks in a quite difficult situation, forcing
the government to save the banks by allocation of large budget funds — practically by nationalization. Hence,
the budget surpluses turned into large budget deficits after 2007 (in 2010 Ireland registered a record budget
deficit of 31,2% of GDP), and the public debt grew to over 100% of GDP in 2011. The fall of prices in 2007 in
Spain, the private debt growth, the fall of public revenues, caused rising budget deficits (above 11% in 2009),
growth of interest rates and decreased financing. The crisis proved that in case of serious problems in the
banking sector, the total private debt can potentially become public debt. (Anand, Gupta and Dash, 2012)
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The rising current account deficits in these countries were accompanied, on the other hand, by rising current
account surpluses in some core European countries, like Germany. The core countries, like Germany, main-
tained their competitiveness through wage restrictions (indicating real depreciation), thus increasing their
exports to the peripheral countries, and their banks benefited from lending to those countries. In fact, it is
assumed that the economic performances of Germany would not have been so good without the unsustain-
able, debt financed, booms in the peripheral countries — especially Greece, Ireland and Spain. Since 2009,
Germany and some other core countries, like Holland, benefited significantly from lower borrowing costs,
since investors turned from the more risky peripheral countries’ assets to the debt of the most conservative
European countries.

Table 1. Warning indicators for the crisis of 2007

Greece Ireland Italy Portugal  Spain
Macroeconomic imbalances indicators
Budget deficit X X
Government debt X X
Current account deficit X X X
Loss of competitiveness X X
Financial imbalances indicators
Growth of bank assets X X X
Growth of bank loans X X X
Private debt / GDP X X X
Private debt / deposits X X X X
Real estate bubble X X * X
Exposure to foreign banks X X X

Note: * no data available

Source: Antzoulatos 2012, p.542
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Until the middle of 2009, pubic debt was not in the focus of interest concerning the crisis, the main concern
being the financial and banking systems. The revealing of the real amount of budget deficit in Greece in 2009
(12,7% of GDP, instead of the previously forecasted 6%) and the non-compliance to the Maastricht criteria
transferred the main guilt for the crisis to fiscal profligacy. (Lane 2012) At the end of 2009, the crisis entered
a new phase, with several countries recording higher than expected deficits. For example, public revenues
fell much faster than GDP in Ireland and Spain, due to high sensitivity of tax revenues to the fall in construc-
tion activity and asset prices. For the periphery, the global financial crisis of 2008 triggered a large reassess-
ment among investors of the sustainability of fast credit growth and large current account deficits, leading to
significant private capital outflows, tighter credit terms, decreased construction activity, thus leaving banking
systems with losses from credit activity and with a decreased liquidity in the finance markets. (Lane 2012)
The enormous public debt growth in Greece, Ireland and Portugal resulted in losing their credibility on inter-
national financial markets and tough borrowing terms.

The impact on government bond yield spreads

A process of convergence of government bond yields in the Eurozone countries began before the adoption
of the euro and lasted until 2006. (Figure 3) The peripheral countries benefited from lower interest rates in
the Eurozone and from the absence of an exchange rate risk. The high credit ratings and narrow govern-
ment bond yield spreads to the German bond also imply that the financial markets did not foresee high risk
of default, and certainly not a fiscal crisis.
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The crisis was marked by increased volatility in the markets for government securities and brought about
large differences in interest rates on government bonds. (Barrios et al. 2009; Anand, Gupta and Dash, 2012)
As a result of the changed perception of investors, several peripheral countries of the Eurozone lost their
status of safe assets and their bonds were considered credit risky. Since 2009, the two groups of Eurozone
countries — peripheral and core countries - decoupled, with the risk of peripheral countries relative to core
ones increasing rapidly. The differences in the perceived risk were reflected in the higher bond yields, con-
sidering the fact that the bonds are nominated in the same currency. (Afonso et al. 2012) Greek government
bond yield increased from 4,06% in 2006 to nearly 25% in 2012.

The empirical literature analyses government bond yield spreads as a result of the following factors: (Barrios
et al. 2009, Afonso et al. 2012; De Santis 2012)

@ Credit risk
@ Liquidity risk
@ General risk aversion, reflecting the global factors and the international financial risk 31
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@ Sovereign credit ratings
@ Contagion

The credit risk and liquidity risk are connected. An increased issuance of government bonds, such as was in
2009, should decrease the pressure on the liquidity premium. On the other hand, larger emission means
higher deficit and debt, hence more pressure on the credit risk premium. Barrios et al. (2009) find that the
credit risk has the highest importance in Portugal, Greece and Spain, where there are large current account
deficits in the pre-crisis period and a large increase in debt during the crisis. Charts 4 and 5 illustrate ths
argument. The 10-year government bond yields in Eurozone countries is found to be positively related to the
amount of public debt (the coefficient suggests that the link is important, but other factor also influence the
yield) and inversely to the current account deficit, implying that the countries with weak fiscal and financial
balances face higher borrowing costs. Afonso et al. (2012) conclude that the widening in EMU spreads is
largely caused by the increased international risk. In periods of financial uncertainty the risk aversion grows
and investors orient themselves toward less risky assets, causing spreads to grow. Numerous studies find a
high correlation between the movements of spreads in different countries, which points to the significance of
the global factors on interest rates of government bonds. (e.g. Barrios et al. 2009) The literature has also
detected certain spillover effects among euro countries. Downgrades in sovereign bonds and a deterioration
of the fundamentals of one country are found to have a significant influence on government bond yields not
only in the event country, but also in other countries. (Afonso et al. 2012; De Santis 2012; Lane 2012; Bartsch
2012)
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The problems in some Eurozone countries caused a crisis of confidence in the public debt. The dramatic
growth of bond yields does not only express higher borrowing costs, but also signals investors reluctance to
lend to governments, thus endangering the market access for those countries. Greece was the first country
to be pushed out of the bond market in 2010, followed by Ireland in 2010 and Portugal in 2011. (Lane 2012)
The government bond spreads also show that the membership in the Eurozone does not protect countries
against individual financial pressure. This aspect had been long disregarded during the period of yield con-
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vergence with a spread rarely over 25 b.p. The history of debt crises shows that the markets highly overes-
timate the default risk and tend to discriminate when they sense that some countries may have difficulties in
servicing their public debt. (Bartsch 2012; Wyplosz 2010) The yields began to move counter cyclically. Higher
yields weaken public debt sustainability, thus increasing interest rates even further.

Impact of the crisis on the real sector

The financial crisis caused a decline in private consumption, both personal and corporate. Higher margins
and restrictions on loan size and duration, the reduced investments in real estate, and the movement of
investors toward less risky assets, were the main obstacles to investment activity in the Eurozone. Private
investments experienced a tremendeously large decline in 2009 — 12,8%. (table 3) The ultimate result is a
limitation of economic growth rates. Personal consumption faced declining trnds because of tighter credit
terms and credit rationing, and a fall in real disposable income, which reflects the deteriorating situation on
the labour market. (NIER 2009) The private final consumption declined more in the euro area compared to
the rest of the European Union.

As e result of the crisis, of the lower profitability and investments of companies, unemployment jumped up
to record levels in certain eurozone countries (e.g. 25% in Spain). The unemployment rate reached 11% on
aggregate Eurozone level in 2012. Robert Zoellik, former President of the World Bank, said in an interview
that “what began as a great financial crisis and converted to a profound economic crisis, is now becoming a
great crisis of unemployment and, if we do not act, there is a risk that it becomes a serious human and social
crisis with very important political implications.” (http://elpais.com/diario/2009/05/24/econo-
mia/1243116001_850215.html) The euro area rate of unemployment rose from 7,6% in 2007 (7,2% in EU)
to 11,4% in 2012 (10,5% in EU). there are countries, however, where the unemployment rate fell during the
crisis, like Germany (8,7% in 2007 and 5,5% in 2012). Eurostat (2013) estimates that 19.375 people were
unemployed in April 2013, and unemployment reached 12,2% in the euro area (27% in Greece). Most trou-
bling is th extremely high youth unemployment rate.

Table 2. Selected macroeconomic variables for the Eurozone

2005 2006 2007 2008 2009 2010 2011 2012  Average

2007-2012
GDP 1,7 3,2 3,0 04 44 21 1,6 0,3 09
Consumption 1,8 2,1 1,7 0,4 -1,0 1,0 0,2 -1,3 0,6
Private investment 3,2 5,6 52 14 128  -01 1,4 . 0,16
Unemployment, % 9,2 8,5 7,6 7,6 96 101 102 1.4 93

Source: OECD.StatExtracts; Eurostat

Addressing the problems of the fiscal crisis

In November 2008, the European commission adopted a recovery programme in the amount of 200 bn
euros. The amount was considered by some to be far from the needs, which might be due to the fact that
the Commission underestimated the depth of the contraction. In January, they estimated a fall in GDP of
1,8%, while in May it was corrected to 4% and unemployment to 10%. A further problem is the very small fis-
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cal capacity of the EU. The EU budget presents only 1% of the EU GDP. (Cameron 2012) The severity of
the crisis caused disregard of the no-bailout clause. Greece was the first country to receive a bail-out pack-
age from the EU and the IMF in May 2010, followed by Ireland, Portugal, Spain, and Cyprus.

The unprecedented conditions led the ECB to reach for rather unconventional measures for support of the
Euro system, such as buying public debt of the problematic countries. On May 10 2010, the ECB bought
Greek, Irish and Portuguese government bonds on the secondary market (almost 40 bn Euros bonds in the
first four weeks), thus acting as a “buyer of last resort”. This imposed moral hazard and triggered a debate
about whether this actually presents an indirect monetization of budget deficits. (Fernandes and Mota, 2011;
Lane 2012) The reserve capacity for monetizing debt, however, is often cited as a reason for the ability of
some highly indebted countries, like Japan (Japan has the highest public debt — around 203% of GDP in
2011), USA and Great Britain, to borrow at low costs. (Bartsch 2012)

In order to help affected countries, the EU and the IMF established a European Financial Stability Facility, a
special purpose vehicle, aimed at providing conditional finance of problematic countries. Later they estab-
lished the European Stability Mechanism, as a permanent mechanism for assistance, which entered into
force in October 2012.

In March 2011, EU leaders agreed upon a “Euro pact’, which implied stronger economic policy coordination
for competitiveness and convergence, and represents a strong political commitment by European leaders.
(https:/lwww.ecb.int/ecb/html/crisis.en.html). The two Summits in Brussels for the rescue of the euro made a
certain improvement in the resolution of the fiscal crisis. The countries signed a “new fiscal compact’, with-
in the Treaty on Stability, Coordination and Governance in the Economic and Monetary Union — which
includes higher coordination in conducting economic policy and convergence, as well as measures regard-
ing the governance in the Eurozone. (ECB 2012) The new system includes two components: balanced budg-
et rule (structural budget deficit* lower than 0,5% of GDP) and enhanced excessive deficit procedure. There
is also a certain time frame for reducing public debt (countries with public debt above 60% of GDP are
required to reduce the debt by 1/20 annually until it reaches satisfactory level. (see ECB 2012 for a more
detailed analysis of the fiscal compact) The budgets of the member countries will be subject to approval by
the European commission. Furthermore, the Fund for the rescue of the euro can directly inject money in
problematic banks, since the access of governments of the most affected countries to financial markets is
utterly limited.

Some economists argue that the status quo of the EMU is no longer an option. The following measures and
directions are discussed, in order to save the euro area: (Bénassy-Quéré & Boone, 2010; Anand, Gupta and
Dash, 2012; Bosomworth 2012; Spilimbergo et al. 2008)

@ Deeper integration — fiscal union, with a larger EU budget, a common, more flexible form of unemploy-
ment protection, banking union; political union. The economic logic requires the Eurozone to become
“more federalized”, to share the banking risk within the banking sector of the Union and to issue a com-
mon area Eurobonds for financing of government deficits. However, the political logic opposes these
requirements (The Economist, 2012)

@ Decentralized coordination — forming national independent fiscal committees, which will check short
term budget adequacy, the long term sustainability of public finance, growth and employment trends
and the successive policy recommendations. These committees would report to the national parliament
and to the European Fiscal Committee, which would evaluate and review the aggregate result, with
technical assistance of the Commission. The independent Fiscal Council (as is proposed by some

4) Previously, the SGP was based on current budget deficit, not taking into account the phase within the cycle and didn’t provide

discipline. The larger public revenues, instead of being used for fiscal consolidation, were spent, the violations of the fiscal limit were

just slightly rectified, the public debt criterion was mainly ignored, and there wasn’'t automatism of the procedures for countries that
34 violated the rule. (ECB May 2012)
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authors) would monitor the fiscal movements and increase transparency and would advise on short
term budget policies and medium term frameworks.

® Fiscal austerity, fiscal consolidation, including privatization, aimed at converging pubic finances to sus-
tainable levels. This, however, bears social consequences, and yet it doesn’t solve the structural prob-
lems of the peripheral countries.

@ Introduction of common area Eurobonds, which should have certain restrictions, in order to prevent
their abuse. These bonds should lower credit risk. However, they impose a danger of creating moral
hazard.

@ Structural reforms aimed at stimulating development, pension and health care systems reforms.

The fiscal consolidation as a solution

Europe’s debt crisis has raised awareness and concerns over fiscal sustainability. The dramatic rise of budg-
et deficits and public debt, resulting from the global financial and economic crisis, has already entered a crit-
ical zone and threatens to limit the long run economic growth of certain economies and of the total world
economy. The standard macroeconomic literature locates the negative economic effects of the accumulation
of budget deficits and the growth of public debt in several areas — decrease in national savings, conse-
quences on future generations (regarding the burden of servicing the public debt), crowding out of private
investments (crowding out effect through higher long-term interest rates), displacement of capital towards
less productive uses, and ultimately, a limitation of economic growth rates. (Fiti and Tashevska, 2008;
Mankiw 2010; Horton 2010; Delong and Tyson 2013) The Director of the IMF’s Fiscal Affairs Department,
Carlo Cottarelli (2012), points to the fact that with a high initial public debt, even a small increase in interest
rates can throw the public finances off track.® High public debt can cause turbulences in financial markets of
developed countries, which ultimately increases the risks to recovery of the real sector in these economies.
This might cause serious problems and implications for emerging and developing countries — contraction of
trade and financial flows and limitation of their economic growth possibilities.

The often cited long-term benefits of fiscal consolidation are: reduced pressures on real short and long term
interest rates, depreciation of the real exchange rate, reduced risk premiums, crowding in of private invest-
ment and hence induced economic growth. IMF, October 2010) Yet, the process of implementation places
governments in front of serious dilemmas about:

@ The speed of adjustment - “In the short run, policymakers face a crucial dilemma. If they consolidate
too soon - that is, they take actions to reduce budget deficits in the near term — they could kill the recov-
ery. But inaction or policy mistakes could lead to concerns about further debt accumulation and ulti-
mately reignite a crisis.” (Horton 2010, p.26) Economists argue that in general, gradual consolidations
are a preferred option and tend to be more successful than a cold shower. Cottarelli (2012) argues that
a too rapid fiscal tightening can have contractionary effects and suggests a steady pace of adjustment
within a clear medium term framework.

® The appropriate adjustment measures - Many studies find that spending based consolidations are
more effective and less contractionary, and are especially benign if they are based on cuts on trans-
fers and other current spending and accompanied by structural reforms aimed at improving labour mar-
ket functioning. (Alesina, Favero and Giavazzi's 2011; IMF, October 2010; OECD 2012b; Cafiso and
Cellini 2012)

5) Empirical estimates suggest that around debt levels of 70-80% of GDP, Interest rate effects of debt seem to become more pro-
nounced, discretionary fiscal policy becomes less effective (because of a stronger offsetting private saving responses) and trend
growth falls. Thus, OECD experts propose a target for gross debt of around 50% of GDP or even lower long-term target during nor-
mal times. (OECD 2012)
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® Whether fiscal austerity is ‘self-defeating’- It is often stated that the fiscal multipliers are especially high
in deep recession situations where the monetary policy is near a liquidity trap and there are financial-
ly restricted agents. (Cottarelli 2012; Delong and Tyson 2013; Boussard, de Castro and Salto 2012) A
high multiplier would imply quantitatively significant negative effects of fiscal austerity on GDP, which
could make fiscal austerity ‘self-defeating’. (Boussard, de Castro and Salto 201; Cafiso and Cellini
2012; Delong and Summers 2012) Hence, some economists even argue that, in order to reduce the
deficit, public spending should be increased. (Andres and Domenech 2013; Delong and Summers
2012; IMF 2010 December 17; Antzoulatos 2012)

The fiscal consolidation process in the EU, especially the EMU, is not going to be simple, and the following
risks regarding its implementation should be considered:

@ The initial shock that triggered the 2007/2008 crisis, this time, came from the financial system. The lit-
erature argues that recessions accompanied by financial crises, as well as synchronized, i.e. global
recessions are long-lasting i.e. manifest a slow recovery. (IMF (2009; Fiti 2009). The recent recession
has both characteristics. In such conditions, due to the slow recovery and the danger from the cycle
reversing to the declining phase, there is always a risk that governments would reach for expansive fis-
cal policy.

@ European countries’ leaders, in the summits for “rescue of the euro” achieved a certain progress in
establishing foundations for a common fiscal policy. But, the implementation of the offered solutions
remains uncertain Obviously, despite the economic logic which requires the Euro zone to become
“more federalized”, the political logic opposes these requirements - fiscal policies remain national, and
some EU countries that are more disciplined in implementing fiscal policy (Germany, Finland and oth-
ers) show a resignation and unwillingness to support Eurozone’s problematic countries.

@ Long run challenges for reaching a prudent and sustainable public debt in Europe come primarily from
population ageing and growing social expenditures (health care and pension expenditures) OECD
(2012) forecast a rise in pension costs of 4,5% of GDP in the period 2005-2050, and contingent liabil-
ities in the Eurozone to grow by 8,9% of GDP. Therefore, it is essential that when formulating fiscal
adjustment strategies, demographic factors and the related costs have to be accounted for.

@ Rising interest costs for servicing high debts of EMU countries put additional pressures on public
finance sustainability. (Horton 2010; OECD 2012)

The implications of the crisis on the Macedonian economy

One of the key elements of modification of postwar business cycles (especially in the period after the 1960s)
is the much faster spillover of recession effects from one country to another, primarily as a result of the inten-
sive processes of globalization of the economic activity. (Fiti 2009) The Republic of Macedonia, as a small
and open economy, is extremely vulnerable to external shocks, which are due to changes in the economic
activity of the surroundings — especially to changes in EU member countries. The high synchronization of
business cycles in the EU and the changes in the total economic activity of the Macedonian economy can
be quantified using appropriate statistical and structural models. For an example, based on an analysis of
the output gap in recent recession episodes in the eurozone countries and in the Republic of Macedonia,
using the Markow-Switching, TAR (Threshold Autoregressive Method) and VAR (Vector Autoregressive
Method) methods, Fiti et al. (2013) confirm that; (1) the changes in economic activity in the Eurozone are
quickly transferred to the Macedonian economy; (2) their effects are felt during a longer time period (approx-
imately two years); (3) the transmission intensity is complete and (4) there is a strong determination and syn-
chronization of economic activity in the country with the movements in the Eurozone.
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Effects of the crisis on the financial sector of the Republic of Macedonia

The Republic of Macedonia is characterized by a shallow, insufficiently diversified and integrated (in the
international financial flows) financial system. In fact, banks, organized in a traditional manner (deposits
account for almost 80% of the total bank resources), present a dominant segment of the Macedonian finan-
cial system and comprise about 90% of total assets of the financial system of the Republic of Macedonia.
(NBRM, 2011)

The Macedonian banking system experienced the first negative effects of the global financial and economic
crisis of 2007/2008 at the end of 2008. They can be summarized as follows:

@ Stagnation and incident reduction of deposits (the citizens started to withdraw their foreign exchange
deposits from the banks), accompanied by simultaneous deposit currency transformation — this tenden-
cy stopped very soon, due to the good bank liquidity;

® End of the “credit boom” of 2006 that lasted until the end of 2008;

@ Deterioration of the credit portfolio of banks — this tendency appeared in 2009, after the crisis had been
transferred to the real sector and rendered servicing of previously mobilized loans by firms more diffi-
cult. The share of dysfunctional loans in total bank loans before the crisis was around 7% and
increased to 9,3% in 2010 and to 10-11% at present;

® Lower profitability of banks;
® Reduced credit activity, i.e. increased precaution by banks.

However, the banking system of the country remained stable, due to the simultaneous influence of several
factors: (1) as previously mentioned, the Macedonian banking system is traditional, primarily based on
deposits as a primary source of finance, insufficiently integrated in the world financial flows, which explains
why Macedonian banks are not exposed to “toxic” bank products and to government bonds of the European
countries that were most seriously affected by the global financial and economic crisis. Thus, the
Macedonian banking system benefited from what is known as blessing of underdevelopment; (2) the
Macedonian banks are well capitalized — the capital adequacy rate of the banking system is a little above
16% and is twice the legally established minimum; (3) the banking sector is in dominant foreign ownership,
which provided an evident progress in the field of corporate governance and contributed to a better response
to banking risks; (4) the Macedonian central bank established a good supervision of the Macedonian bank-
ing sector.

Effects on the real sector - the sector of enterprises

The negative economic effects from the global crisis on the real sector arrived with a certain time lag.
According to the data from NBRM, Macedonia achieved a GDP growth rate of 6,1% in 2007 and 5,8% in
2008. In 2009 the growth rate turned to negative values (-0,9%) (http>/www.nbrm.mk). Foreign trade i.e.
decreased foreign demand for Macedonian products, was the main transmission mechanism of adverse
effects of the global crisis on the Macedonian economy. Almost 50% of the Macedonian exports of goods
and services go to five countries: Germany, Greece, Serbia, Bulgaria and ltaly. The global effect of the
reduced Macedonian exports in 2009 (when Macedonia registered a negative GDP growth rate) compared
to 2008, was 1,2 bn dollars, i.e. a fall of 30%. The biggest decline appeared in the trade with Greece, the
country most seriously affected by the crisis.
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Table 3: Exports of the Republic of Macedonia to Greece, Germany and Italy

Total exports 2008 3,9 billion $
decrease of 1,2 billion $ |

Total exports 2009 2,7 billion $

Exports 2008 - Greece 536 million $
decrease of 146 million $ |

Exports 2009 - Greece 290 million $

Exports 2008 - Germany 565 million $
decrease of 115 million $ |

Exports 2009 - Germany 450 million $

Exports 2008 - Italy 321 million $
decrease of 103 million $ |

Exports 2009 - ltaly 218 million $

Source: State Statistical Office: Statistical Yearbooks 2010 and 2011

The limiting factors of the Macedonian GDP growth in the peak of the crisis and in the aftermath are classi-
fied by the State statistical office in the following way: (SSO, Short-term statistical data 1.3.12.10, p.13)

@ Insufficient foreign demand 25%
@ Insufficient domestic demand 20%
@ Uncertain economic environment 6%

The decreased foreign demand, the withdrawal of orders by foreign partners of Macedonian firms, together
with the reduced domestic demand, had impact on decreasing firms’ production (especially export oriented
firms) and on their ability to service the previously mobilized bank loans. The dysfunctional credit of compa-
nies in Macedonia grew by 6,7% in 2008, and in 2009 by extraordinary 34,8%. (NBRM, 2011) The uncertain
economic environment and the unfavorable perception of the region on the side of foreign creditors and
investors additionally complicated the situation in the enterprise sector. In the period after 2007, according
to NBRM data, FDI manifested an evident declining tendency — they were nearly 700 million dollars in 2007;
fell to 197 million dollars in 2009, then increased again, just to fall again in 2012 to 132 million dollars.
(http>/www.nbrm.mk).

Fiscal sector — budget deficits and public debt of the Republic of Macedonia

Macedonia, practically in the entire transition period (1995-2008) recorded extremely low budget deficits,
smaller than 1% of GDP (with the exception of the period of conflict), accompanied by, in certain years, mild
budget surpluses. The Government of the Republic of Macedonia abandoned the fiscal austerity policy after
2008 (IMF 2009) and started to achieve somewhat higher budget deficits, ranging from -2,5% to -2,8%, and
-3,5% in the current year. At first glance, these budget deficits are small and appear as a normal counter-
cyclical measure in recession periods. The data for central government debt (internal and external) are also
non-alarming. Namely, the total central government public debt today presents bout 33% of GDP (this figure
does not include the debt of public enterprises and local governments).
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However, a deeper analysis of the public debt in the Republic of Macedonia suggests that a need for a big
precaution in future creation of public debt and especially in the way the money collected money from
Government borrowing on the domestic market and international financial markets are being spent. In this
context, the following theoretical and practical aspects of the problem should be taken into account:

First, Macedonia has a limited capacity for servicing of public debt, mainly because of the weak export per-
formance;

Second, some recent researches show that if the share of public debt in GDP in middle income countries
with market economy (such as the Republic of Macedonia) exceeds 30-35%, the risk of default begins to
grow rapidly. (Reinhart and Rogoff, 2009);

Third, viewing things more pragmatically, the arguments for caution in the creation of budget deficits and
public debt in the case of the Republic of Macedonia are even more convincing. In this context, we would
emphasize that the share of gross external debt in the country’s GDP, has now exceeded 68% of GDP (it
incorporates also the private sector debt, but these are also debts that need to be repaid in foreign curren-
cy), which again is a problem considering our weak export performance and the big import dependence of
the economy;

Fourth, when a budget deficit is nevertheless created, even in bearable amounts, the spending priorities
must be clearly defined. Macedonia has a poor public expenditures structure — an enormous share of budg-
et revenues are spent on salaries and contributions for the hypertrophied and inefficient public administra-
tion and for social transfers. Both these budget items are negatively correlated with economic growth. This
structure of public spending requires a share of the funds from government borrowing, among other things,
to be used for financing current expenditures - salaries, pensions etc. Although the government managed to
increase the share of capital investments in the total structure of budget costs in the last few years, the pri-
orities are poorly set - the position capital costs incorporates items such as cars, furniture, administrative
buildings, monuments and other unproductive costs, i.e. transfers that “swallow” significant amounts of
money that end up abroad and hence, do not have a multiplier effect on the domestic economy. Large
amounts of money have been spent for these purposes, which poses danger of "gambling away" the advan-
tage of low public debt of the country. Thus, it is necessary for public investments to be directed primarily to
roads, modernizing the railway, gasification and at the energy sector in general This is even more the case
since recent studies of the multipliers find results that do not provide much comfort for the country — prima-
rily, the fact that Macedonia is a middle income developing country, small and open economy and definitely
an import-dependent economy - the tree factors determine low, even negative multiplier effects. (llzetzki,
Mendoza and Végh, 2010).

Conclusion

The world financial crisis that emerged in 2007, revealed hidden weaknesses and discrepancies in the level
of development in the Eurozone, previously masked behind the veil of economic growth and benign global
financial environment. The recent episode taught us the dangers of ignoring the warning signals of financial
and economic crises: extremely large credit booms, real estate bubbles, growing fiscal and financial imbal-
ances, all present in the peripheral Eurozone countries. These factors lead to higher credit risk which signif-
icantly increased the borrowing costs. It should be noted that the situation in the global financial environment
is the main driver of the rising government bond yields, strengthened with the credit and liquidity risk, and
the contagion spreading within the Eurozone. The rising borrowing costs, along with the weak performanc-
es and low competitiveness of the peripheral countries, threw them in a situation where they were forced to
seek international help to restore their public finances.

The crisis proved that the government is heavily involved in the economic life. Keynesianism regained its
glory as Keynesian type measures were widely used in the effort to boost aggregate demand as a response 39
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to the financial crisis. The governments could not stand aside knowing the wide reach and mounting human
costs of the crisis. Governments directly saved banks in certain countries. The ECB injected large amounts
of liquidity in the financial systems through direct purchase of government bonds, thus acting as a ‘lender of
last resort’. This, of course, is normal in times of severe and long-lasting recessions. In time, however, the
balance between government and market needs to be reestablished.

Having in mind the negative long-term effects of unsustainably high levels of budget deficits and public debt,
EMU leaders later adopted fiscal austerity measures aimed at returning public finances on a sustainable track.
But the process of fiscal adjustment is neither easy nor fast. In the words of Vinals (2013), “fiscal consolida-
tion is a marathon and not a sprint” and the right pace is essential. There are other numerous disagreements
and dilemmas among economists regarding the the size of the adjustment and the appropriate measures. It
is usually argued that the adjustment is more efficient and less contractionary if it is based on expenditure
cuts. There are additional risks to the success of the fiscal consolidation in the Eurozone, which come from:

@ the diversity of views and attitudes towards consolidation in the EMU;

@ the fact that the crisis started as a financial crisis, which usually has long-lasting adverse effects on the
economy;

@ the large burden from interest payments of the mounted public debt;

@ demographic changes, i.e. population ageing, which indicates large amounts of money will be chan-
neled to the pension and health care systems.

European leaders have found themselves at a crossroad, where the status quo is not an option any longer.
They have to choose a direction to follow in the future. The measures put forward in discussions so far are:

@ Deeper integration;

@ Decentralized coordination;

@ Fiscal austerity, fiscal consolidation, including privatization;
@ Introduction of common area Eurobonds;

@ Structural reforms.

In the end the paper indicates some of the implications of the European debt crisis on the Macedonian econ-
omy: (1) The shallow financial sector, insufficiently integrated in the international financial system, allowed
Macedonian banks to stay liquid; (2) The European debt crisis has a significant adverse effect on the
Macedonian economy — on exports, borrowing terms, and more widely, on economic growth rates; (3) The
main transmission mechanism of adverse effects was the decreased foreign demand for Macedonian prod-
ucts, disabling export oriented companies to service their loans; (4) The public debt figure does not seem
alarming compared to the Eurozone countries, for example, but there is a widespread knowledge that mid-
dle income countries have lower debt tolerance. Therefore, despite the relatively low debt level, Macedonia
should bear in mind the lesson from peripheral Eurozone countries, like Ireland and Spain, that private debt
should also be taken into account. This is especially troubling since the capacity of the Macedonian econo-
my to finance its external debt is limited, primarily because of the weak export performances and the large
import dependence of the economy. There is also a need for precaution in further borrowing by the
Government and in the decision for the spending purposes, putting higher importance to capital investments
that are positively related to growth, such as public investments in large infrastructure projects, in roads,
modernizing the railway, gasification, the energy sector in general, which improve the business climate and
significantly decrease the costs of running a business; (5) Macedonia faces demographic ageing and rising
fiscal costs related to social funds deficits, and this should be accounted for when future forecasts and poli-
cies are prepared.
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