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Editor’s Introduction

The academic journal Economic Themes has a long history. The first
issues were published under the title Collected Papers of the Faculty of
Economics in NiS. The publication has been issued continually by the Faculty
of Economics over fifty years. The publisher has excelled in the area of higher
education, scientific research and secured the position among leading
institutions of economic profession. Over the past half century of its existence
the journal has presented more than 1600 original and review articles,
announcements and book reviews in the area of general economics,
accounting and finance, business sciences and management, marketing,
tourism, hospitality as well as many other disciplines.

Currently, the journal is published quarterly as a bilingual academic
publication characterized by the Ministry of Education, Science and
Technological Development as a leading journal of national importance (M51).

The journal is open to all contributions that contain original ideas or
innovate research method. The Faculty is currently in the process of
establishing a new Editorial Board that will include distinguished scientific
workers from across the world. Also, the following issue will be published
with new visual identity and technical elements in accordance with high
quality standards in publishing.

This is a special issue of the journal that will appear after special call
on the occasion of the fiftieth anniversary. These fifteen papers have been
selected because of their quality with three times more contributions than
before. The selected papers express fully the variety of economic disciplines
and authors that regularly chose our journal to promote results of their
research.

This issue has been announced and edited by the former Editor-in-
Chief, Professor Ljiljana Stankovi¢, who I would like to thank on this occasion.

Editor-in Chief

Srdan Marinkovi¢, Phd
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CHALLENGES TO ECONOMIC SCIENCE IN CONDITIONS
OF THE GLOBAL ECONOMIC CRISIS

Petar Veselinové®

Abstract: The global economic crisis, which began in late 2007, after the
longest period of economic rise, marked the downfall of the dominant
neoliberal concept of economic trends management. An important
precondition for substantiated critique of neoliberalismis to establish a clear
correlation between the normative recommendations of neoliberal theory and
economic changes in market economies during the past decade. Elementary
insight into the economic trends indicates that there is a certain
correspondence between neoliberal ideas and the trajectories of many, above
all, capitalistic economies, but also a clear discrepancy between neoliberal
theory and political and economic practices. The consequences of the global
economic crisis suggest that the views about the role of market and state
interventionism can not offer an adequate interpretation of the causes and
consequences of the crisis. Macroeconomic theories that rested upon the idea
of a perfect market functioning, a firm, monetary and fiscal policy as the
backbone of successful economic policy, were struck by the appearance of
such an intense and long lasting crisis. Therefore, the explanation of the
causes of crisis, but also the recommendations for the economic policy, were
predominantly based on the critique of neoliberal concept and its
fundamental principles.

Keywords: global economic crisis, neoliberalism, global economy, economic
policy, consequences.

Introduction

The global crisis has severely shaken the worldnecty, hence the
economic science, which has been forced to seyiaesiew its key postulates.
When considering possible lessons of the crisspexial emphasis must be made
on the constant vigilance to threat of emergingisriThe highest risk periods are
those of great economic takeoff, which by theiruratlead to numerous
imbalances that can easily get out of control, thed the crisis is inevitable.
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Petar Veselinové

Globalization, due to densely interwoven flows afterconnections,
quickly spreads large imbalances to the whole arearefore, the construction of a
new “architecture” of mutual financial system iscessary, and perhaps the most
delicate task is in the efforts for a new worldsizinot to occur in the near future.

Numerous negative consequences of this crisis hlready today led to
the economic future being considered in the warlé icompletely different way
than it has been considered in the recent pastlédting world economic force
emphasizes harsh request “export or die” or “noempuilification” as a key
imperative for economic recovery. Apparently, nea eequires a new approach to
economic growth, which will be based on realisbarges, primarily savings and
competitiveness. One who does not save and isamapetitive, will not be able to
count on success in global economy.

Savings rate in the U.S. after the Great Depregdi®f9-1933) was over
30%, today does not reach even 10%, while in Chiigaabout 50%. Is it not one
of the biggest causes for prosperity of some aidpse of others? Budget deficit
data indicate similar. While the shortage of fumdlshe budget of the U.S. is
10.5% of gross domestic product, it is only 3.2%Hina. This incomprehensible
gap between desires and possibilities, that israatipe to constantly consume
more than it is produced, which became norm botltha countries where the
system was more reliant in the market, and in thelse were inclined to state
interventionism, simply had to bring the order etlapse.

It is very important for us to perceive the lessamiich this crisis
provided, and in order to perceive it is necessamyoint out its key features, that
is, the causes that led to its occurrence. In eiditt is important to point out the
reaction of economic science, that is, of its cptgeo the global economic crisis.

1. Manifestations and Consequences of the Global &womic Crisis

Speaking about the crisis that has occurred, it lmarsaid that it is an
overall crisis of modern civilization which has offewed from the U.S. to all
parts of the world. Economists often point out thfla nucleus of the global
economic crisis is the so-called mortgage crisis.

The idea of the American dream has been promotditeitd.S. for years,
an idea that, among other, meant that each familgsoa house. Purchase of
property, like everywhere in the world, was carriedt through financial
mediators, by taking mortgage loans from banks atiter deposit and loan
institutions. These transactions took place ongtimary mortgage market. The
system of purchasing real estates functioned pérfeatil the introduction of a
new sub primary mortgage market, which, as it wdatdr turn out to be, was the
main cause of the crisis in the U.S. housing marRgiparently, both markets
operated on the same principle, however, thereansignificant difference which
had a crucial role in the genesis of the crisie Tliference between these markets
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Challenges to Economic Science in Conditions of tiglobal Economic Crisis

is the degree of regulation and the conditions umdeéch the mortgage loans were
placed to citizens. The reason for emerging of pritnary market is constant
increase in prices of real estates and the deasieghieve more and more profits.
The constant growth in prices or real estates \wased by the overheated demand,
which was funded right through the mortgage loans.

Two types of mortgage loans have appeared in thikaha

e primary mortgage loans that were approved to aeglitvho are able to
repay a mortgage and

* sub primary mortgage loans that were approved éditars who did not
meet the requirements for obtaining this type @inldut the banks were
pretty easy-going when approving these types afdd@ecause the growth
of real estate prices in the U.S., from year toryeatended the value of
collateral, so after only a few years value of thertgage loans exceeded
the amount taken.

The main cause of the crisis should be soughtiera expansive monetary
policy led by the U.S. Federal Reserve (FED). Bob€ cheap money, that is,
low interest rates of FED, which was conducted @reextended period of time,
determined the amount of money in the U.S., and the quantity of money in
the world, because the dollar has functioned assarve currency. Policy of
cheap money, which was led by FED, was possiblauzx the U.S. current
account deficit could be refinanced through loam®ong others, from China
which had a surplus on its current account. Theeefthe U.S. was able to keep
interest rates low and to have, for a relativelygdime, a cheap money offer for
their own citizens. Due to high influx of cheap megrfrom abroad, there was a
surplus of the fund sources of banks in the U.49. the banks had to place the
free cash to make profit. Due to low interest ratethe U.S. there has been a real
estate market boom.

Thanks to the fact that dollar has remained thg mderve currency as well
as to the vast inflow of foreign capital on the ggdasis, the U.S. have spent in
two decades considerably more than the amount @f tihe gross domestic
product, which was manifested through the hugeeotiraccount deficit in the
balance of payments. Spending of future incomebkasme a practice at all levels
in this country — from the individuals, familiegrapanies and country as a whole.
The increasing difference between the total inflofvforeign capital into the
country and its total outflow, allowed the multiaye spending of generated GDP.
Therefore, the value of shares and real estath® iIISA increased enormously.

Due to the huge inflow of foreign capital into thanks in the U.S. territory,
it was created a tremendous credit potential, sekdaargued through their
aggressive campaigns that the prices of apartmeants houses will grow
dynamically and that it is rational to take a ldantheir purchase or construction.
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The consequence of this is a condition in the estdtes market. Many more
houses and apartments were sold because of thp ldaees, which caused a huge
“soap bubble” in the U.S. real estates market. Thigble” has turned into, no
more, no less, than a global economic crisis.

Global economic crisis has aggravated the reahtsita of economy in all
countries and has brought an enormous illiquigitpfound decline in production,
a series of bankruptcies, rising unemployment, ceduvealth and other negative
effects that were globalized, spread to all coastand their economies. In all the
countries during the crisis the resources were raatated (unemployed workers,
unengaged capacities, raw materials and semi-gdigbroducts) and were not
mobilized and used productively to increase pradacemployment and incomes.
Actors of resources mobilization have been affediddepression and work
inactivity, and institutional system has becomdfewive in terms of directing the
economy and coordination of economic trends. Thescwas largely passed down
through international trade and finances, espgcidlle to rapid overthrow of
demand and consequently led to decline of produetial rising unemployment.

As a result of the global economic crisis, the ss@mn manifested itself in
the second half of 2008 when it lower annual rdtglabal economic growth was
achieved (3.4%) compared to the previous year (b.ZPlhe USA achieved a
growth rate of 1.1%, and the EU 1.3%, which is Ipimecomparison to 2007 (2%
and 3.1%, respectively). The growth of world tramfe4.1% was considerably
slower in comparison to 2007 (7.2%). Monetary aisdal stimuli have affected
economic outcomes in 2009 on an annual basis. Andein the global economy
was recorded (-0.7%), the USA (-3.5%), the EU ¢4).2eurozone (-3.9%). The
real decline in GDP was recorded in 2009 by Germahyg%), France (-2.3%),
Italy (-4.8%), Spain (-3.6%). In 2009, developinguntries have achieved real
GDP growth of 2.4%, and Central and Eastern Eumopeantries have achieved
real GDP decline of 3.7%, while Asian countriesédnawached real GDP growth of
6.6%. Simultaneously, as a result of the globalneaodc crisis, there was an
increase in unemployment rate in the eurozone 4869.and in USA to 9.3%
compared to 2008 when it was 5.8% and 7.6%, reispéct

The leading economies have entered recessioneir2@t8 and early 2009.
According to Eurostat data, the U.S. economy edteeeession in the third and
fourth quarter of the year 2008 (-0.1% and -1.684)ile European economies EU
27 entered recession in the second (-0.1%), thiddB%) and fourth (-1.5% )
quarter of 2008, all measured in relation to thevimus quarter. According to data
on inter year real annual GDP, the American andop®ein economies have
entered recession in the fourth quarter of 2008%0and -1.4%, perspectively).
The recession of American and European economiesniparison to the previous
quarter and the inter year level was deepened(8,20hile in 2010 and 2011, real
GDP growth was recorded in the U.S. and the EUshasvn in the following
tables:
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Challenges to Economic Science in Conditions of tiglobal Economic Crisis

Table 1 Real GDP in 2008 (percentage)

Compared to previous quarter

Compared to the same quarte
of the previous year

2008 2008

Ql Q2 Q3 Q4 Q1 Q2 Q3 Q4
USA 0,2 0,7 -0,1 | -1,6 2,5 2,1 0,7 -0,8
EU 17 0,6 -0,2 -0,2 | -1,6 2,2 15 0,6 -1,4
EU 27 0,5 -0,1 -0,3 | -1,5 2,4 1,7 0,7 -1,4
Germany 1,5 -0,5 -0,5 -2,1 2,8 2,0 0,8 -1,6
France 0,4 -0,3 -0,1 | -1,1 2,0 1,1 0,6 -0,9
Italy 0,3 -0,6 -0,7 | -1,9 0,4 -04 | -1,3 -2,9
Czech Republic 0,6 0,7 0,3 -0,9 49 4,0 2,9 0,7
Hungary 0,5 -0,1 -0,6 -1,2 0,5 -1,9 -5,2 | -10,3
Poland 0,9 1,0 0,8 0,3 6,1 55 4,9 3,1
Slovakia -3,4 1,9 1,8 2,1 9,3 7,9 6,6 2,5
Slovenia 1,9 0,6 0,8 -4,1 5,9 5,0 3,7 -0,9
Romania 8,2 9,3 9,2 2,9
Bulgaria 7,0 7,1 6,8 3,5

Source: EUROSTAT, February 2009.
Table 2 Real GDP in 2009 (percentage)
Compared to previous quarte| Compared to the same quarte
of the previous year
2009 2009

Q1 Q2 Q3 Q4 Ql Q2 Q3 Q4
USA -16 | -0,2 0,4 1,2 -3,3 -3,2 | -2,7 0,2
EU 17 25 | -0,1 0,4 0,2 -5,0 49 | 4,1 -2,2
EU 27 2,4 | -0,2 0,3 0,2 -4,9 -51 | -4,3 -2,3
Germany -3,5 0,4 0,7 0,3 -6,7 -5,8 -1,4 -2,0
France -1,4 0,2 0,3 06 | -35-| -31 | -2,7 -0,5
Italy 2,7 | -0,3 0,4 -0,1 | -6,0 -6,1 | -4,7 -2,8
Czech Republic 4.4 -0,5 0,5 0,5 -4,2 -4,7 -4,4 -3,2
Hungary -2,3 -1,4 -0,6 0,0 -5,6 -7,2 -7,2 -5,2
Poland 0,1- 0,6 0,6 1,2 15 1,4 1,4 2,8
Slovakia -8,1 0,8 11 1,3 -5,7 -51 | -5,2 -4,2
Slovenia -6,2 -0,1 0,1 0,1 -8,8 -8,8 -8,8 -6,1
Romania -4.6 -1,5 0,1 -1,5 -6,2 -8,0 -7,6 -6,9
Bulgaria -0,2 -3,5 -4,9 -5,4 -6,7

Source: EUROSTAT, February, 2009.
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Petar Veselinové

The world economy would have entered into a deepeession if most
countries had not provided fiscal and monetary fitn 2008 and 2009. Lack of
incentives would have pushed the economies ofinecuntries in stagdeflation
(recession + deflation).

Stimulating measures undertaken in late 2008 af@ P@ve contributed to
alleviating the consequences of the global econamigis, especially stopping a
deeper decline in economic activity.

The first signs of a slight recovery of the U.Somamy were registered in
the third and fourth quarter of 2009 as a resujafernment intervention, after the
fall of GDP in the previous five quarters. In tihéd quarter of 2009, a lower inter
year decline in real GDP was recorded (-2.7%), amagb to the second (-3.2%)
and first (-3.3%) quarter of 2009, while in compan to the previous quarter for
the first time, real GDP growth of 0.4% was recardle the third quarter of 2009.
In the fourth quarter of 2009 it was recorded irtear GDP growth of 0.2%, that
is, GDP growth of 1.2% compared to the previougtgunaf 2009.

For the recovery of the U.S. economy in 2009, 8illibb dollars was set
aside from the program of economic incentives. Me=s to encourage
consumption have yielded results, especially benédr buying a new car and first
time home buyers. Total spending in the U.S. #mabunted to 70% of GDP, has
increased in the third quarter of 2009 by 3.4%. ditgrew faster than imports,
and the budget deficit amounted to about 10% of GDP

A slight recovery of the economies of EU 17 and ZUwas recorded in the
third quarter of 2009 when real GDP growth of 0.4%d 0.3% was recorded
respectively, as in the fourth quarter of 2009 ya&ab.2% and 0.2%, respectively,
as compared to the previous quarter. Observed amtenal in the fourth quarter of
2009, EU 17 and EU 27 have achieved a small detli@&DP (-2.2% and -2.3%),
compared to the interannual decline in GDP in kel t(-4.1% and -4.3%), second
(- 4.9% and -5.1%) and the first (-5.0% and -4.@}arter of 2009. Within the of
EU there was recession mitigation of the economéémmany and France in the
second quarter of 2009 when it was recorded atslghease at rates of 0.4% and
0.2%, compared to the previous quarter, after atmegrate in the second (-0,5%.
and -0.3%), third (-0.5% and -0.1%), and fourthX%2 and -1.1%) quarter of 2008
and in the first (-3.5 % and -1.4%) quarter of 20@@rmany and France as the
leading European economies have registered a i28lgeowth in the third quarter
(0.7% and 0.3%) and the fourth quarter (0.3% a6&oD,of 2009. Mild increase in
GDP since the second quarter of 2009 in GermanyFaaiice has been contributed
by the government measures of encouraging consomptiat is, investing in
stimulative packages (buying new cars) and tax cetiicing imports and increasing
exports. In these countries, the fiscal deficitréased as a result of investing in
companies to prevent their closure and higher ut@mpent and helping the
unemployed and those with lower incomes. A numbeEld members countries
remained in recession in the fourth quarter of 28@®the first quarter of 2010.
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Challenges to Economic Science in Conditions of tiglobal Economic Crisis

A slight recovery of the world economy and natioeabnomies since the
second half of 2009 was not sufficient to reducenyployment. Because of the high
budget deficit, states did not have the abilitaltocate direct investments into public
works to create new jobs, hence the private sestarkey lever for creating new
jobs. Economic recovery comes from the privateasedbcluding improving the
situation in the labor market. In September 20@8uwhemployment rate in eurozone
was 7.7%, 7.1% in EU, and then during the globanemic crisis there was an
increase in number of unemployed and the unemploymage in all countries. In
2009 crisis in the U.S. shut down 8 million jobsd & million jobs in the EU

The world economy in 2010 and 2011 recorded a mgofrom the effects
of crisis, but also the risk to financial stabiléyyd economic growth. Intensity of
the economic recovery is weakest in the eurozom@evit is stronger in the U.S.
and in economies of the Asian region. A moderatmemic recovery in USA was
recorded due to extraordinary stimulating measafesonetary and fiscal policies
and measures in the field of financial regulatibatthave been made in order to
prevent the irresponsible behavior of banks anerofimancial institutions. It is
estimated that the growth rate in the U.S. willdignificantly higher than in the
eurozone. It is expected in the eurozone to oconsaidation of public finances,
which will affect the return of the investors truseéducing risk premiums and
contributing to economic growth, despite the exansf the debt crisis and other
turbulences in the eurozone.

Table 3 Real GDP in 2010 (percentage)

Compared to previous quartd Compared to the same quartgr
of the previous year
2010. 2010.

Qi Q2 Q3 Q4 Ql Q2 Q3 Q4
USA 0,9 0,4 0,6 0,6 2,4 3,0 3,2 3,1
EU 17 0,4 1,0 0,3 0,3 0,8 2,0 1,9 1,9
EU 27 0,4 1,0 0,5 0,2 0,6 2,0 2,2 2,1
Germany 0,6 2,2 0,7 0,5 2,1 3,9 3,9 3,8
France 0,3 0,6 0,3 0,3 1,2 1,6 1,7 14
Italy 0,4 0,5 0,3 0,1 0,5 1,3 1,2 15
Czech Republic 0,7 0,8 0,9 0,5 1,0 2,3 2,8 2,7
Hungary 14 0,2 0,6 0,2 -0,6 0,8 2,2 2,5
Poland 0,7 1,2 1,3 0,9 3,1 3,8 4,7 3,9
Slovakia 0,7 0,9 0,9 0,8 4,5 4,2 4,0 3,4
Slovenia -0, 1,0 0,3 0,5 -0,2| 14 1,3 2,2
Romania -0,3 0,3 -0,7| 04 32| -15| -22| 0,2
Bulgaria -0,5| 0,7 0,3 0,5 -08| -0,3| 05 3,7

Source: EUROSTAT, november, 2011.
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Macroeconomic performances of most countries hamgaved in 2010. On
a global level it is achieved economic growth df%.due to the rapid growth of
developing countries (7.3%). EU has achieved ecimn@mowth of 1.8%, USA
3%. The Central and Eastern European countriesrdedoa growth of the
economy by 4.5% on average. World trade grew b$%2.The unemployment
rate in eurozone amounted to a record of 10.1%869r6 the U.S.. Inflation in
developed countries increased from 0.1% in 200Q6&o in 2010.

Acceleration of the world economy recovery contuohue the first quarter
of 2011, and then there was a slowdown in econoetiovery at risk for the world
economy to re-enter recession, given that slowvegoof the economy was
accompanied by high unemployment, poor consumeraddmand financial
problems, especially in the eurozone.

Table 4 Real GDP in 2011 (percentage)

Compared to previous quartg Compared to the same quartef of
the previous year
2011. 2011.

Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4
USA 0,1 0,3 0,5 0,7 2,2 1,6 15 1,6
EU 17 0,8 0,2 0,1 -0,3 2,4 1,6 13| 0,7
EU 27 0,7 0,2 0,3 -0,3 2,4 1,7 1,4 0,9
Germany 1.3 0,3 0,6 -0,2 4,6 2,9 2,7 2,0
France 0,9 -0,1| 0,3 0,2 2,2 1,6 15 14
Italy 0,1 0,3 -0,2| -0,7 0,8 0,7 0,2 -0,5
Czech Republic 0,6 0,2 -0,1| -0,3 2,8 2,0 1,2 0,5
Hungary 0,7 0,1 0,4 0,3 2,1 1,7 1,5 1,5
Poland 1,0 1,2 1,0 4,5 4,6 4,2
Slovakia 0,8 0,9 0,8 0,9 3,4 3,4 32| 33
Slovenia -0,1| 0,0 -0,2 1,9 0,7 -0,1
Romania 1,2 0,9 1,8 -0,2 1,3 1,9 4,4 2,1
Bulgaria 0,5 0,3 -0,1| -0,2 3,3 2,0 1,6 0,9

Source: EUROSTAT, February, 2012.

Economic recovery of the world economy, after aaaing in the first
quarter of 2011, slowed down in the second, anticpdarly in the third and fourth
quarter. According to Eurostat data, real GDP ghowtthe third quarter amounted
to 0.5% in the U.S., 0.1% in the eurozone and Gr8®U 27, while in the fourth
quarter in the eurozone, GDP decline of 0.3%, -0r83®U 27 was achieved.

Slowdown of global economic growth, especially gttovn countries that
are major foreign trade and investment partnerSevbia, such as Germany and
Italy, will adversely affect the recovery of therBan economy. Italy has made a
low inter year growth rate of GDP of 0.7% in the@sd quarter of 2011, 0.2% in
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the third quarter, while in the fourth quarter ecorded a drop in GDP of 0.5%.
Germany, after the acceleration of GDP growth enftfst quarter of 2011 of 4.6%,
recorded a slowdown in GDP growth in the secon@2, third (2.7%) and fourth
(2.0%) quarter of 2011. The United States recomlembderate annual increase in
every quarter of 2011 (2.2%, 1.6%, 1.4% and 1.6%).

Economic recovery is being slowed down by high usleyment and poor
consumer spending, and also by the debt refinanpidplems of countries,
especially by the insolvency of individual membefsurozone. IMF assessments
indicate high unemployment in developed countrgea aesult of modest economic
growth. The highest unemployment rate in 2011 veagstered in Spain (20.7%)
and Greece (16.5%). Economies in rising and devsdopountries on the basis of
faster economic growth than in developed countigl resolve the high
unemployment and social consequences of unempldyfiaster.

2. Medium-Term Prospects for Recovery from the Glohl Economic Crisis

Recovery of the world economy that began in themsedalf of 2009 and
continued in 2010 and 2011 was not sufficient tisereemployment and living
standard. It is estimated that fragile economiovery is not sustainable in 2012 and
that the European countries, especially membeguafzone will reenter recession,
as indicated by the new IMF forecast. Recessicemigipated in the eurozone in
2012 by -0.5% and a slight increase in GDP in @érsind Eastern European by
1.1%. It is also predicted that the U.S. econonB0ih2 will achieve growth of 1.8%.

It is uncertain what will recovery path of worldoeomy look like. Key
macroeconomic indicators can not be stable ungélrtise of employment level,
real wages, consumption and investments. The rega@fe¢he world economy was
not fast and complete in 2010, in order to reaehquisis level of GDP in the short
term, which included the continued GDP growth ie third and fourth quarter of
2009 and faster growth in 2010 based on fiscaluéins and the gradual revival of
consumption and investment demand. To achieve thecripis level of
development growth in GDP in 2011 is not enough, giobably not even in 2012.

Slightly higher growth rates are expected in 20hd@ & the following
years, while high rates of growth are not possibigl the establishment of legal
act (rules), that resolves the structural and tuistinal weaknesses of the system
that generated crisis. It is realistic afterwardréty on the long-term sustainable
growth, but at lower growth rates compared to thosire the global economic
crisis. In early 2012, it became a realistic scenfar the leading economies to re-
enter recession due to cautiousness of consumersnaastors, which will be
followed by a long and slow recovery, and only tlhgra quick and full recovery.
The least likely is a quick economic recovery, ihammpensates for the decline
in GDP and lost income during the recession andlhvhrings the economy to the
path of long-term sustainable growth.
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Table 5 International Surroundings — The Main Econanic Indicators

2009.] 2010.] 2011.] 2012.
Real growth of gross domestic produéb
World total -0,7 51 4,0 4,0
* European Union -4,2 1,8 1,7 1.4
* USA -3,5 3,0 15 1,8
Developing countries 2,8 7,3 6,4 6,1
» Countries of Central and Eastern Europe| -3,6 4,5 4,3 2,7
World trade growth, % - 12,8 7,5 5,8
Unemployment rate, %
Eurozone 94| 10,1 9,9 9,9
* USA 9,3 9,6 9,1 9,0
Consumer prices, annual changes , %
Developed countries 0,1 1,6 2,6 1.4
Developing countries 5,2 6,1 7,5 5,9
Growth of oil prices in dollar, annual changes , %4 -36,3| 27,9| 30,6/ -3,1

* World GDP valued at purchasing power parity
Source: IMF, World Economic Outlook, September, 2011

After more than three years of global economicigyrig’s continuation is
expected in 2012 and also longer recovery of thddweconomy due to rising
unemployment and badly damaged financial system @odr corporate
performances, as well as the increase in energyfa@dl prices. By all accounts,
the year 2012 will be marked by economic stagnatiith the possibility of re-
entering recession. IMF projections for 2012 predibwdown in the world
economy growth and trade, keeping unemploymens ratéhe current high level,
slowdown in inflation. In a less favorable inteipaal economic environment,
Serbia is also predicted to have a slowdown in G related economic
indicators, with the risk of recording economicgstation or recession depending
on economic and financial trends in the EU and @afig in eurozone that has a
considerable investment and commaodity exchange Séttbia.

The chances are reduced for achieving a modesbagorgrowth in 2012,
accompanied by fiscal consolidation, improving dtéods in the financial market,
more favorable conditions in the labor market, &l &s reducing current account
imbalances. It is less and less expected fixingotdget balance, gradual increase
in bank lending activity and private domestic dethas the main driver of
economic growth. Risks of projections realizatioa mainly related to the fiscal
sustainability and stability of the European cucyerbecause of the growing
national debt in some countries and high ratesxefmployment in many countries.
In this regard, IMF warned that global growth slomah aggravates the efforts of
countries in achieving fiscal stabilization, ane@réfore the sustainability of debt
and public finances. Also, there are real riskghn banking sector due to growth
of problematic loans and reduced lending acti@gsic levers of global recovery
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could be provided through timely fiscal consolidatand accompanying financial

support to the banking sector as well as the fareipalancing of developed

economies towards stimulation of export. Findingamtequate balance between
fiscal consolidation and structural reforms, on ¢dime hand, and external financial
support, on the other hand, would ensure a sustaiaaaptation.

In the projections of macroeconomic indicators, Euwopean Commission
has pointed out the stagnation of economic recoieiyU countries with a high
risk of entering a new recession. It is projectéaP3rowth in EU of 0.6% in 2012
and a modest recovery in 2013 (1.5%). Difficultéstment trends and the risk of
rapid expansion of public debt crisis contributedoremic activity growth
projections for most countries in 2011 and 2012¢orevised downwards. The
gradual economic recovery in the upcoming periotl @ accompanied by the
necessary fiscal and foreign trade consolidatiomproving conditions on the
financial market, with unaltered conditions on thbor market and the possible
growth of structural unemployment, which may jeajiee the potential growth.

Risks of realization of listed projections are nhairelated to ensuring fiscal
sustainability and preventing contraction of therldotrade due to slowed
dynamics of economic growth which would have a tiggaimpact on global
demand and net exports.

Given the recent macroeconomic trends and the iperteconomic outlook,

it is estimated that the global recession is tler@ag again. The slow recovery of
economic activity and rising unemployment, with gtagnation of bank lending
activity, is threatening the crisis extension utitié banks do not strengthen capital
and until they provide significant support to theomomy. In the opinion of
experts, the world has managed to avoid recurrehgeeat economic depression
recorded in the period 1929-1933, due to incentreasures from governments of
most developed countries, but the recovery of weddnomy will be long-lasting
and it will require establishment of necessary ratarkgulations. Effects of direct
state intervention by recapitalization of some Isapk by guaranteeing the debt
securities issued by banks that have sufferedristest losses, are limited, trust is
still low, and the long-term financing is impossbbdithout the state guarantees.
Depth and duration of the crisis will depend on thsponse of economic policy
and state regulations on the challenges of theagletonomic crisis, as well as on
restoring confidence in the financial system ancteasing market liquidity. By
regulatory reforms it is necessary to ensure tlieiation of risk undertaken by
banks, which may lead to the financial crisis. &isneasures to combat the crisis
has strengthened the banking industry, but reguiatare needed to keep out the
big banks to take risks again, which led to thégl@conomic crisis.

Governments and central banks of most countries badertaken measures
in the first phase of fight against crisis, in arde restore functioning of the
interbank credit market and to stop the collapsevafid stock market, and then
they stimulated demand and economic activity thhoongpnetary and fiscal policy.
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However, overcoming the crisis requires change ehabior of consumers and
investors through institutional and regulatory refs, as well as the changes in
structure of consumption and production and therawgment of the international
financial system. For the return of trust in finehcinstitutions and financial
instruments it is necessary to clean the contamihassets, to change the behavior
of financial institutions and to strengthen manageimin the financial sector.
Long-term sustainable economic development in tlst-prisis period, after
leaving the global economic crisis, requires a Aamedntal economic and political
response of leading countries in a sense thatvieméopn measures cannot
eliminate system risks, yet it is possible througstitutional and regulatory
reforms. It is previously necessary to complettddted cleaning of the dispute and
toxic assets of financial institutions and to mak&itutional improvements in the
financial sector, which would restore the confiderd consumers and investors.
When implementing reforms, there is a special itgure of creation and
implementation of new financial sector regulatiaosrdinated with monetary and
fiscal policy, more efficient control in the finaatsector, control of system risks,
efficient management of business risks, proper rewg of business contributions
in the financial institutions. Therefore, the key an adequate regulation and
control of financial institutions, in which absenttee global economic crisis has
occurred.

3. Response of Economic Science to the Global Ecamio Crisis

Is the neoliberal paradigm and economic policy imegsbby it most directly
responsible for financial and economic crisis 0d&0according to the members of
alternative schools (new Keynesian thinking, neiimsonalism, evolutionary
economics...) or as, after the outbreak of theis;risome of the stars of
neoliberalism self-critically recognize, includirige former longtime director of
the U.S. Federal Reserve Alan Greenspan? Is iematgh that such a notion has
been known by Nobel Prize winning economist, sushSamuelson, Stiglitz,
Akerlof, Krugman? Samuelson was, therefore, attime of crisis complaining
that Friedman is not alive to see what deregulatfathe economy led up to, which
he was fighting for with such a passion.

One would say that neoliberalism has been refubegirecally (by current
crisis) and theoretically (by alternative paradignaso by acknowledgments of
some of the ardent supporters of neoliberalism mdw realize that they were long
in error. It is particularly widely spread beliefi @letrimental effect of neoliberal
doctrine applied to post-socialist economies (eowas in transition) through
engagement of the IMF on the implementation of ersal model of transition in
the form of the Washington Consensus. The pubiascneoliberalism is dead, the
Washington Consensus is dead! By the end of 268 ®ds already replaced by the
Seoul consensus who insists on specifics of eatfedfansition countries.
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Considering the previously mentioned, it seemstthafate of neoliberalism
is already certain - it goes down in history of wioes and it is no longer a topic
for discussion. And, has it not been said since #e of XX century about
Keynesian thinking, that was so effectively detlriy Friedman’s “monetarist
counter-revolution“? And how come that today, Keyisbould be read over again
and more carefully, because it is more actual #hnar? How did it happen that
Marx's Capital was bestseller in 2008, when wedaliarxism as the greatest
utopia of our time with the fall of the Berlin WaH 19897

All these paradoxes have a profound and not eadiyligible foundation.
The fate of ideas in general, as well as econodg@as, is much more difficult and
complicated issue, so a special economic discipleas with it — the history of
economic thought. Therefore, we will to try fromethtandpoint of this discipline
to place neoliberal doctrine in the flow of histarfyeconomic thought and thereby,
at least to some extent, demystify the impressioa ‘@host of neoliberalism”. It
will be shown that the dispute about neoliberalessmany other scientific dispute,
includes, as Schumpeter concluded given the cotddosides in “discussion
method”, a large amount of mutual incomprehensietwben the participants of
debate, also that these are often “conflicts of per@aments and intellectual
inclinations”, and also that schools of thought liwimg beings. “They have their
own structure, relationships between leaders altmlifers of their flag, their battle
cries, their moods and their common human intétesdays Schumpeter
(Schumpeter, 1975, 680). If the neoliberal paradafntoday, in a time of deep
economic crisis, with a low coefficient of usefidfeet, can it be assumed that a
post-crisis state of the economy will be more respe to the postulates of
neoliberalism? Especially if its members are wglito learn while respecting the
elements of criticism that comes from the altengatichools of economic thought.

Thesis on “existing neoliberalism” is contrary tetestablished view which
iIs characterized by the acceptance of normativervief the economy structure
and society within the framework of neoliberal theas a faithful description of
important political and economical changes over phst three decades. While
interpreting neoliberalism as a triumph of free ke#r that is, unregulated
capitalism, Kevin Rudd points out that the glohakhcial crisis has destroyed
"ideological legitimacy" of neoliberalism (Rudd, @) 29). Often can be heard
claims that economical and political response te finoblems caused by the
financial crisis marked the return of Keynesianigobf “managed capitalism”.
Simplified view of liberalism as a system of freeankets, complemented by
withdrawal of the state, is a basis for the claiimst the global economic crisis
simultaneously marks the end of neoliberalism.

During the period that is marked as neoliberaldheve been several crises
in different parts of the world, such as the Adimancial crisis, “Dot.com” crisis,
savings and loan crisis in the United States 19851 the collapse of LTCM
hedge fund in 2000. Response from the countriesapdinational entities to these
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crisis has contributed further institutionalizatiohneoliberalism. Neoliberalism is,
say Peck, Theodore and Brener (Peck, Theodore &nrere 2009, 105),
“repeatedly and cumulatively reconstructed throughisis.” Ideological
embeddedness of liberalism implies that the gelastof economic policy
makers have been using neoliberalism as a framev@mrkmplementing and
evaluating policies.

Institutional embeddedness of liberalism causesgh Hegree of inertia.
Social and relational embeddedness of liberalisiplien that the strategies for
accumulation of capital owners were conditionednigintaining the neoliberal
forms of regulation and that they have significpatitical power to realize their
interests. The fact that neoliberalism became ‘@e®rmined”, suggests it is so
deeply rooted that it is premature to talk abositcbllapse, says Cerny (Cerny,
2008, 29).

Although nationalization of financial institutiona the U.S. and the UK
seems to represent a radical departure from neali@litics and neoliberal
institutional forms, there have been no fundamectiaihnges in power relations of
labor and capital. Nationalization was carried ioubrder to support the system of
capitalist accumulation, rather than securing cHeaps for workers or funds to
finance the policy of full employment. Moreover,lglic assurances were given
that the banks will be returned into private owhgrsas soon as the conditions are
created. A good further example is the reform ddltecare system in the U.S.,
initiated by the Obama administration. What begaram ambitious reform of the
health sector resulted in the expansion of subsittieprivate health institutions,
which represents a unique demonstration of powethé private health lobby,
which influences the political process. Proposabahks regulation by the G20
illustrates the influence of financial capital twetpolicy of regulation, since the
financial lobby managed to obtain the implementatiof agreed regulatory
measures to be postponed to a most favorable tnom the perspective of
financial sector (Cabhill, 2011, 13).

The answer of of European countries to the natideht crisis suggests that
neoliberalism is still a conceptual framework foeating economic policy. Both
British and German governments announced a redugti@xpenditure on social
benefits, with ample aid programs for private apiOn the one hand, we are
faced with reduction of expenditures that protéet work from the consequences
of crisis and market fluctuations, while, on theesthand, capital gains substantial
subsidies. Although some restrictions have beeroémg on the capital they have
been modest, at least until today.

The standard approach of critics is simple: thecadled neoliberalism is
scolded for being the root of all evil, without eveying to prove that it exists, or that
it rules the world, or that its actions are to tddfior a profound crisis, or that the crisis
even exists. When looking closely, one can sedlteathole time a simple syllogism
IS in action, and polemical effects are trying ¢éoalchieved by its constant repetition.
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None of the premises of this syllogism is true: wwld is not ruled by the
so-called neoliberalism, nor is it in a deep ecoiearrisis, therefore neoliberalism
can not be held liable.

Neoliberalism does not exist, and therefore it nahrule. It is a concept,
that is, a label, the opponents of liberalism canpe with. It is used as a
disqualification which is referred by the opponeutttiberalism indicating not only
to radical liberals, but to all others, and whialrgose is to suggest the following:
yes, the old liberals were good but the contemparaes are not.

Not only liberals are on charges of neoliberalissdaty, but a complete
dominant current of political and economic thoughthe world. Neoliberalism, in
the opinion of critics, includes both the majoritiyacademic economics, and also
all the political currents that are in power todaydeveloped countries, including
many developing countries, regardless of whethey tire on center-right, in the
very center or on the left-center.

The anti-globalization movement, which popularizéide concept of
neoliberalism, is equally directed towards all tiiling elites because of their
affection for economic connection of the world andderate pro-market reforms.
Such an attack on all of the dominant politicalreats clearly indicates the place
of most of the so-called critics of neoliberalisam extreme left of the political
spectrum, where up to two decades ago was a coramonovement. They are
(neo)communists, that changed only the hair (ri@tobut not the temperament
(goals) after the fall of the Berlin Wall. For thethe core target is not market, but
capitalism.

The second current is made of radical nationalgt®, find neocolonialism in
free foreign trade and financial globalization ttisaenslavement of underdeveloped
by the developed countries for exploitation. Theytainly do not even think about
the fact that many developing countries have senujne path of accelerated
development only when they abandoned socialismegtionism and Prebisch and
Singer's ideas and went through integration ineoglbbal mainstream.

The third current of critics make the opponentgadnomic reforms in the
country and the world, those who are trying to irettheir privileges and
monopolies, and, politically wise, join the attaghk the pro-market reforms that
threaten their position.

It seems that, at least in Serbia, combinatiorth@$e currents and views is
the most frequent, so the anti-capitalist positisnally occurs in conjunction with
the anti-imperialist rhetoric.

Critics of the so-called neoliberalism do not hatleir own serious
economic program, much less an economic theoryctwlebuld challenge the
prevailing theories. They are essentially engagedai political struggle, not
realizing that the application of their demands ldoincrease the poverty.
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Therefore, it is not surprising that Serbian csitid the so-called neoliberalism also
avoid to present ideas on what kind of system shoeplace the current one, or
what kind of theory should replace the prevailingreomic theory, while bearing
in mind reality, but they only scold market fundartadism.

Critics of the neoliberalism have a serious probleimen they need to define
the object of their attacks. If they say that tleeliberals stand exclusively for the
market, and without state — which sounds very &ffely — the liberals will easily
prove that this is not true. And if they define lileeralism as a concept that
supports the focus on the market, and along withodest/moderate role of the
state — which is more accurate — critics lose tpelemic lethality, for who is
outside the profession even interested in fine oma@g of whether there are 10%
more or less of the market.

The Washington Consensus is a favorite weaponitwt<iof the so-called
neoliberalism, especially effective for those whavér no idea what it is and for
whom is enough to listen to Washington to react.rddwer, the Washington
consensus is represented as an official manuateolMF and the World Bank,
written by dictate of the United States, on howreenic affairs of all countries in
the world should be conducted. Of course, this aasense: there is no such
manual, only the text of a lesser-known economigitten in the late 80’s, in
which he tried to summarize the experiences of owmnomic stabilization
programs of several countries in Latin America otlex past decade and draw
useful lessons.

And what's so questionable about it? Is it, perhgped to always conduct a
deficit budget policy and to get into debt cristd? to direct public spending to
subventions for bankrupted state enterprises arty fseends? Perhaps to pursue a
policy of high tax rates, with lots of benefits aexemptions? Or to prescribe the
rate of exchange and interest rates, introduce thigies to substitute import and
encourage renting of protected domestic producBsg®ohibit foreign investment
and direct domestic capital abroad? To endlesslntaia inefficient state and
social enterprises? To make it difficult for thenfs to enter and exit the business
and thus liquidate competition? To plunder privateperty? What of the listed is
acceptable to the critics of the so-called neotibem?

Of course, our critics of the so-called neoliberalido not have time for
small things such as elemental analysis of the Wgtin Consensus and proving
it is wrong, but they use the mentioned syllogisine crisis is profound, therefore
the neoliberal Washington Consensus is bad.

Global economic crisis has shown that on a glabadlland national level has
not been established a stable and efficient systsistant to external attacks
(shocks) and errors of economic policy. In an omgh society, economic
systematic (institutional) order, can alleviate do®nomic and political failures and
external attacks as macroeconomic regulatory systé&m incomplete or
institutionally flawed regulatory system generalesorders and causes deterioration
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of the economy and impoverishment of the commuriityappears that the main
causes of the crisis are system mechanisms whichaamresistant to external shocks
and do not ensure macroeconomic stability and tdfeefunctioning of the economy.
Therefore, priority should be development of artitutsonal framework for better
management of economic and social processes. Taigdwmprove the system
environment and institutional order in which ecoimpolicy is more efficient, since
the components of economic policy and its instrusiare determined systemically.
Complexity and importance of system and other nreastéor the recovery of
financial and real sector comes from the scaleunfeat global economic crisis,
which have not been fully perceived. It is all thaore certain that system
improvements are necessary, a more adequate rdlee aftate and its economic
policy, as well as the role of international ecoimand financial organizations and
institutions, which would strengthen the ability tbE system and economic policy
for the defense against powerful external shocks.

Conclusion

The latest global financial and economic crisisvigled wind in the sails for
critics of neoliberalism. It is frequently saidtime context of the global financial and
economic crisis that legitimacy of the neoliberabj@ct is irreversibly undermined.
From the perspective of the most ardent criticglilberalism is a political strategy
driven by economic interests. Former protagonitseoliberal ideas, such as Hayek,
observed the world as a product of ideas, whilsidering neoliberalism as “the wall of
defense against socialism”. German ordoliberale ween more explicit in this regard,
pointing out that the market structure must bevadrfrom the idea of free, competitive
economic order. To Chicago economists like Friednmomotion of interests of
corporate America was attributed, regardless ofdmsequences in terms of freedom.

Critics point out that the idealization of the metrkwhich represents the core
of neoliberalism, does not present a true imageeality and that such a world is
very different from that in which we live. From thperspective, the economic and
political recommendations arising from such modaie based on a superficial
understanding of economic principles, not on urtdeding the specific problems
and their causes. Neoliberalism is usually seea palitical philosophy that gives
priority to individual freedom and private properiyowever, it is not a simple and
homogeneous philosophy, as it may seem at firshcgla Although there is
considerable common ground between different vageif neoliberalism, they are
sufficiently different to require a highly nuancedlitique. Another important
prerequisite for substantiated critique of neoliiem is to establish a clear
correlation between the normative recommendatiohsamliberal theory and
political and economic changes in the market ecoewver the past few decades.
Elementary insight into economic trends over th& 2w decades of the past
century indicates that there is a correspondenteekea the neoliberal ideas and
the trajectory of many capitalist economies durihig period, but also a clear
discrepancy between neoliberal theory and politicel economic practice.

459



Petar Veselinové

Neoliberalism is often associated with minimal etahtervention and
regulation. However, without distinction of intent®n types, it would be too
simplistic and wrong to associate neoliberalism hwitminimal” state.
Neoliberalism is, as a political project, focuseddismantling those forms of state
intervention, which are associated with the soechWelfare state, socialist state or
a developmental state. On the other hand, neoliberénvolves state intervention
in the field of development of new forms of goveroa, which represent support to
development of the market economy.

The main conclusion is that, if we observe neolibem only as socially
rooted, we can speak of neoliberalism as an ecanamd political practice, the
process of economic transformation and politicalreenic doctrine and we can
establish a connection between them. Neoliberalismrooted in existing
institutions, which have shown to be quite stahleind) the period of crisis and
social discontent. Although at this moment it ig possible to accurately predict
the future of neoliberalism, louder and louder vimge about its near collapse are
shown to be premature.
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IZAZOVI EKONOMSKE NAUKE
U USLOVIMA GLOBALNE EKONOMSKE KRIZE

Apstrakt: Globalna ekonomska kriza koja je otpta krajem 2007. godine,
nakon najduzeg perioda ekonomskog uspona,¢ilang krah dominantnog
neoliberalnog koncepta upravljanja ekonomskim takav Vazan preduslov
argumentovane kritike neoliberalizma je divanje jasne korelacije iznda
normativnih preporuka neoliberalne teorije i ekos&ih promena u trziSnim
privredama u protekloj deceniji. Elementarni uvidekonomska kretanja
pokazuje da postoji odteno podudaranje izrda neoliberalnih ideja i
trajektorije mnogih, pre svega, kapitaki&ih privreda, ali i jasne diskrepance
izmedu neoliberalne teorije i polike i ekonomske prakse. Posledice
globalne ekonomske krize ukazuju na to, da stawaubzi trZista i drzavnog
intervencionizma, ne mogu da ponude adekvatno denmj@ uzroka i
posledica krize. Makroekonomske teorije koje swiymle na ideji o
savrSenom funkcionisanju trZiStarstoj, monetarnoj i fiskalnoj politici kao
okosnicama uspesSne ekonomske politike, bile suneieme pojavom ovako
intenzivne i dugotrajne krize. Zbog toga su se &fjgnja uzroka krize, ali i
preporuke ekonomskoj politici, mahom zasnivale miick neoliberalnog
koncepta i njegovih fundamentalnih principa.

Klju éne redi; globalna ekonomska kriza, neoliberalizam, svetsiergia,
ekonomska politika, posledice.
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1. Introduction

The failure of transition in the post-socialist SE&untries resulted from
the application of neoliberal “reform” politics Wwitdouble standards. Under the
rhetorical neoliberal mask of the market, compatitienterprises, private property
and freedoms, the politics and strategy of “refaghevere oriented toward non-
marketable process, motivated strictly by individagerests, instead of propagated
social and economic results. Social and human sakere degraded. Everything
or nearly everything was out of control. Social aedonomic results were
catastrophic. Focusing on the process and negleisults is possible only in the
conditions of institutional underdevelopment.

This paper makes a distinction between the utgiital vacuum that
occurred during the initial period of transitiondatie run-in institutional nihilism
that resulted from the long-term change in theHpkgy of the neoliberal model”
discussed by M. Mes&ri(2011, p.12). It has led to the creation of sdgial
irresponsible and immoral mutant economic and saxer, the allegedversion
of capitalismi, but “without a human face"which is opposite from the models
suggested by S. Young (2003), P. Aburdene (200%) atmer authors. A
recombined regime was created. It is a system iictwkhe economic policy
resembles the marionette of certain political partand individuals and which
serves, as it seems, only the preservation of pawerincrease of property of the
few. Since institutional solutions did not workethesponsibility should lie with
those who create the government policy (econorndcadiner).

There is no matter how versatile modern theoretqgiroaches are, and
how frequent considering of the institutional perbk of the economic growth and
development are, the questions of the concreteentsyt of the dynamics and
improvements of the economic institutions, and eisflg of their functional
applications in the traditional economics do notehdeep and complex basis, nor
satisfying analytical and practical answers, upntiw. All is reduced to the
descriptive scientific approach. This, in certairayw resulted in the starting
hypothesis from which the subject and aim of thépgr's research have been
formulated. They consist in an attempt of identifyireal and concrete reasons of
reproducing the institutional vacuum in the trapnsial SEE economics.

This paper attempts to explain the following:

a) the essence of neglecting the real institutionabrain the post socialism
SEE countries, through the identification of theasjtinstitutionalization
and meta-institutionalization models, and the shamtlysis of their
reasons, and

b) the paradox of the established phenomenon thahstitutions as the rules
and constrains became the barrier for their undichavoiding.

Those who are responsible for economic developimave not contributed
much to it. Nomenclatures of authorities have iasegl the degree of dominance
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of politics over economy, followed by democraticetdric. In this way, the
lobbyists created the so-called “concealer’'s ecoripmith new economic elites
controlled by political elites through log-rollirend other methods. These quasi-
elites, supported by the apologetic, quasi-intalieic elites, represent the main
obstacle to institutional and other changes.

Instead of pursuing real institutionalization, @note against it was carried
out, under the banner of spreading individual foeesl The fact that when
freedom lacks moral, legal, environmental and otbecial restrictions, greed
becomes the boot drive for the enrichment of irtlials at any cost was forgotten.
Economic behaviour is controlled by subjective tatprs. Distorted and reduced
individualism is being imposed as a social norm. Draskové, M. Draskové
2009a, pp. 22-25).

The interests of the quasi-elite dominated oveiomat economic and
social choices. Paradoxically, the reduction ofnecoic theory and practice has
become a basic methodological tool for the suppresef institutionalization,
particularly in terms of institutional competitiowhat has resulted is the excessive
impoverishment of the people and an enormous enech of the minority, the
destruction of the middle layer, the concentrabbpolitical and economic power,
and the continuation of the authoritarian traditibhe existence of interest-based
bonds between political leadership and the newbakdished “businessmen” is
beyond any doubt.

The consequences are incalculable. The system a@élswealues was
disrupted. Party affiliation, authority, eligib¥it and belief instead of
professionalism were favoured over creativity, kfemlge and science. The
criminalization of the economy, widespread corraptiand a range of socio-
pathological phenomena have flourished. The rhetifrchange has substituted for
real change - civilization change, institutionalache and other kinds of
fundamental changes. We are sinking into apatigwar standard of living and
growing uncertainty. A vicious obstructive circlashbeen created.

A consistent development strategy and a successfahomic policy
cannot be created or implemented in these conditidh conceptual elaborations
are being blocked and modified through politicatidi®ns and choices that are
motivated by the interests of “reformers”. Copinghweconomic and ideological
myths and stereotypes continues to fail. The readrfor institutionalization and
institutional complementarities are being ignoréohg with the development of
science, education, public interest, an effectiwmer as a mass phenomenon, and
an efficient economy. Sustainable development isgbdelayed as is the creation
of competitive skills and competences etc.

Apophasis (Greek Apofazis ,negative”) transitional economies in
literature are mainly associated with ,inefficiénstitutes”, ,irrational individual
behaviours®, ,abnormal banking system®,insufficiemarket discipline” and
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similar. The causes are mainly searched for in sgemeral academic statements
and characteristics, lacking the phenomenologisalimination of the problem
roots, although they are visible to bare eye amttypmuch unveiled by media. By
their silence and inactivity (with some rare horadle exceptions) the academic
sphere acts as their spiritual accomplice in @l tegativities in question. On the
other hand, being loud apologists, they would pteviogmatic interpretations for
anything.

2. Experiment of Socialist Institutional Monism

Institutional monism experiment in socialist cougdrbegan in socialism,
somewhere before (1917, Russia) and somewhere ([Ed6, Yugoslavia). It is
characterized by:

* open repression of the government system, dominafideureaucratic
etatism and management (command economy) along wldmning
naturalization of commodity-money relations and eweloped and
unorganized market,

e economic inefficiency caused by the system desttian, paternalism,
employees’ lack of interests, fictitious employmett.,

* ideological and political subjectivism and dogmatis which caused
dissatisfaction among people as well as numerowso-pathological
phenomena,

e ideological blurring of the essence of economicliygawhich was
dominated by monopolistic structures,

« false collectivism of organized economic and paditi coercion, and
equality at a low level of satisfying needs,

» vicious and controversial circle of fundamentaltsgs elements (public
ownership, monopoly of the state sector, total milagn determination - the
road to communism) and

e many negative consequences, such as price diggatithde deficits, trade
imbalances, speculative market, the dual exchaegécss ofrubalj, low
living standards, extensive economic growth, ecanostagnation and
crisis, totalitarianism reproduction in all areddife and work, etc.

The implementation of general social and econoefierm ("perestroika™)
began in 1985 in the USSR, with a demand for "nsoi@alism”. The results were
devastating. They showed that something is mucheras proclaim than to
achieve. It was not easy to bring down the househwad been built for decades
based on directives, slogans and false promisetieone hand, and enthusiasm,
persecution and sacrifice, on the other.

In the early 90s, post-socialist transition begarRussia, in all former
USSR states and other countries of Eastern andh&aatern Europe (V.
Draskovic, 1995). It implied radical economic arwtial reforms, transition from

466



The Way into Institutional Nihilism — the Case of Sutheast Europe

authoritarianism to democracy, pluralism to monigrom socialism to a mixed
progress society, from formational to civilizatibdavelopment.

"Woe account of socialisn(S. S. Shatalin) was replaced by a new mutant
order, which did not lead to the desired prospeNgtions still pay other people's
accounts for the failure of "reforms” that wereused on the narrow interests of
new "elites", the crisis intensified and reprodycéite enormous polarization
between the impoverished nation and the enricheel paivileged individuals,
while dissatisfaction is huge. The cause must hegglsoin the concealment,
vulgarization and abuse of institutional changes.

Table 1 Growth in real GDP, 1989 to 2009e (for satted transition countries)

State Index 2009 (1989=100) Average per Year
Poland 180 3,0
Czech Rebublic 137 1,6
Estonia 128 1,2
Hungary 127 1,2
Slovenia 144 1,8
Central Europe
and the Baltic states 150 2.0
Bosnia and Herzegoving 81 -0,1
Bulgaria 109 0,4
FYR Macedonia 100 0
Montenegro 88 -1,1
Romania 118 0,8
Serbia 69 -2,9
South-Eastern Europe 107 0,3
Armenia 131 1,4
Belarus 156 2,2
Georgia 58 -3,7
Ukraine 60 -2,5
Russia 99 0
Eastern Europe and the 91 -0,5
Caucasus
All transition countries 131 1,4

Source:adapted from Domazet, 2010, p. 15

The transition to a mixed institutional econominsdhina of the 80s and
90s is the evidence that the gradation transisomuch easier and more efficient
than the "shock therapy". The Chinese have promegractice their wise saying
that 'it does not matter what color is the cat, whiledtches mice.In addition,
they relativized assertions of many Western ecostsmegarding incompatibility
of the market and socialism3pontaneous evolution and cognitive coritroF.

Hayek).
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Neither the failure of the market, nor all the stsaof the market, or even
many economic crises that build upon each othegyen fatal consequences of the
transition are sufficient to understand the illmsiand deception of vulgarised
institutional market monism. Consistent applicataineven that part of the state
regulation referring to the rules of conduct (pfgigaequal for all?) would be
sufficient to eliminate all irregularities, negaty, and deformation that marked
the "rule of law" and "entrepreneurship policy"na&o-liberal "reformers".

A complete distrust in the institute of state redgjoh is neither logical nor
productive and is not appropriate for increasing pProduction, innovative,
financial and civilizational integrations. Evenwife ignore government economic
functions (in the part of macroeconomic policy), mvast wonder: why has its legal
and control function failed, without even being sfiened by anyone? It is clear
that the political decisions influence the econoncisions that were focused on
maximizing personal advantage of privileged indixts.

3. Post-Socialist Quasi-Institutionalization, Meta-Inditutionalization
and Institutional Vacuum

Post-socialist transition was conducted as a VeRetolution and as a
response to the socialistic tyranny (the party|goglogans, promises). However,
the recombination of old and new forms of tyranmgttwas being enforced created
new and larger problems, contradictions, crisesyefy, disintegration and
uncertainty. Socialist vices were newly and dangslsopackaged. The common
denominator of socialist and post-socialist ecomoarid social problems is the
institutional vacuum dominated by disrupted markastitutional monism.
Proclaimed competition is replaced with variousnfsrof monopoly. Economic
development of post-socialist countries is basedesmanent discrepancy between
rhetoric on pluralistic institutional changes andmstic implementation of
neoliberal recipes of macroeconomic politics. Tatel one has been extremely
motivated by interests of insatiable appetites tates nomenclatures, which
represented the main obstacle for institutionalngka, apart from noticeable
socio-pathologic milieu. All of this resulted ihe long-term destabilisation of
economic systems through disinvestments and gpitiver of positive effects in
spending instead of production. There has been ge hap between formally
established economic institutes from foreign ecanopolicies and economic
behaviour in practice, which was far from standanmdrms. Vulgarized
individualism was imposed by certainskjiful and capable entreprenedrs
(, efficientowners) as a social and civilizational norm. Such redlugwividualism
(of the privileged) became very fast a foundatibfoomal institutional monism as
theoretic and ideological basis for neoliberal esnit politics.

In the post-socialist period, an alternative ingds system has been
created. It comprises various sociopathologicahtaras, a grey economy, and the
continued application of wrong monistic recipesnaliberal “shock therapy.”
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Moreover, it compensates for the strictness of &mules through non-performance,
corruption, attenuation of property rights, thenfation of various behaviour
stereotypes, and the actuation of informal behasio{spreading institutional
conflicts), etc. The effects of the alternativetimnges system have been especially
visible in the grabbing privatization, which stidsn't been completed in most post-
socialist countries. And being conducted hastilg anevenly, it has resulted in the
enrichment of a minority at the expense of the waajority of common people. In
addition, it is quite clear that the newly enrichgdvatized only what common
people lost, since the wealth neither comes fromheoe nor without reason (work,
knowledge, innovation, heritage etc.), nor fromoaiok:

Institutional changes in post-socialist countrieserav transitory,
structurally, qualitatively, quantitatively and futionally falling behind other
transitional changes, rather than being their stpgtimulant, and insurer. There
was a huge gap between formally established “altesm’ economic institutes and
economic behaviour in practice, which was far afvegn the norm (V. Draskovj
2010, pp. 9-10). Many market institutes were noinfed, including even some of
its main segments. Also, market infrastructure enldure were not significantly
improved. Integral market is still a figurative mouwany market substitutes routed
mutant and pseudo-market structures of alternayiwe. They just imitate market
infrastructure. Flea market, black, grey and quasyket (which are in the
function of surviving for most of the populatio@nd monopolies (which are in
function of beneficiating minorities). Competitiois reduced to the above
mentioned primitive market structures. All of thanket relation analyses in most
of the post-socialist countries show that monogdligly used all the chances they
had. Economic institutes have been replaced by dostarms (imitation and
improvisation), such as meta-institutionalizatitime(creation of over-institutes and
institutes of total control), institutional monis{fmessianic" uncontrolled market
without parallel formation of complementary instéds), and quasi-
institutionalization (paternalism, monopoly, lobbgj social pathology, grey
economy, annuity-oriented behaviour, naturalizatisineet currency conversion,
dominance of politics over economy, predacious gtiration — “pocketisation”,
privileged “newly established entrepreneurs” aggat “efficient owners” etc.).
The effect of these obstructive factors in the qubif post-socialist transition was
synergistic and destructive.

4. Transitional Institutional Nihilism

Dialectics of economic development has verified thecessity for
resource-allocational, organisational, innovativeotivational, institutional and
information combinations as well as pluralistic dtioning of all economic,
political and other institutes. It is not the predol when economists are making
mistakes, but when (if) they make mistakes on psgpbecause of different
interests, especially if their interest ambitioren cactively influence the actual
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economic politics, with accompanying@pportunistic ignorance(Myrdal). This
leads to promotion and realization of own choiwé#h which one is to maximise
personal gain at the expense of somebody elsedswih which somebody else’s
choices are reduced - V. Draskov2008a, s. 5). Non-alternativeterest one-
sidednesss seen in performances of many economic politidhe Balkan region
and is characterised by paradoxical dominationoofospathological brakeystem
of anti-developmental, privileged and monopoligtierests, in which the notion of
origin of property has begrersona non grata

Institutional nihilism is defined as:

» the crisis situation created after the long-terti-iastitutional action,
* long-term intentional blockade of realistic institunal changes,

» promotion of quasi-institutional and meta-instiomal changes,

* long-term effects of vulgarized neo-liberal ingiibmal monism, and
* long-term reproduction of institutional vacuum.

Table 1 : From Socialist Institutional Monism,
through Post-Socialist Institutional Vacuum to Insitutional Nihilism

command economy, paternalism,
planning naturalization of employees’ lack of interests|,
commodity-money fictitious employment,

relations, undeveloped and Soqahstt f false collectivism of
unorganized market, pa ﬁﬁgﬁ{:gg:af > organized economic and
ideological and political . political coercion,
subjectivism and monism totalitarianism reproduction
dogmatism, in all areas of life and work,
directives, slogans and falge enthusiasm, persecution and
promises sacrifice
v
focused on the narrow the crisis intensified and
interests of new "elites", reproduced, the enormous
illusion and deception of polarization between the

institutional market impoverished nation and the

Post-socialist >

monism, €« transition enriched rare privileged
a complete distrust in the individuals,
institute of state regulation eroding the socialist institutes
privatisation of gains and and creating an institutional
nationalisation of losses, 5 vacuum
continuation of the the economic policy
authoritarian tradition, resembles the marionette of
dominated by disrupted certain political parties and
market institutional Mutant individuals,
) €« 2> |, L R
monism, order alternative institutes” system
making of illegitimate (various sociopathological
profit, creations, a grey economy,
the institutionalization of and the continued application
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privileges,
the re-combination of old
and new forms of tyranny
(the party, goals, slogans
promises),
grabbing privatization,
the theological replacemer
of goals of economic
growth end development
with the means of
liberalization, privatization,
democratization,
institutionalization, and

—

of wrong monistic recipes of
neoliberal “shock therapy,
compensates for the strictness
of formal rules through non-
performance, corruption,
attenuation of property rights
the formation of various
behaviour stereotypes, and
the actuation of informal
behaviours)

stabilization
¥
Quasi-institutionalization:
flea ma[jlge;, _brLa;kk,egt;rey ang Meta-institutionalisation:
pateqrnaligm nepoytism Institutional over-institutes and
log rolling, lobbying, vakuum institutes of total control
rent-oriented behaviour,
naturalization
v
deformations, Specific brake deficits,
disproportion, pecitc disinvestment,

A transitional :
destabilization, model deregulation,
demotivation, 23 dogmatism,
differentiations i dictates

v
o long-term effects of
long-term anti-institutional vulgarized neo-liberal
action, L o institutional monism,
blockade of realistic Institutional long-term reproduction of
institutional changes, nihilism ir?stitutionaﬁ)l vacuum
reduced |n_d|_v|duaI|sm (of the rhetoric of change'has
the privileged), substituted for real change
[\

socio-pathologic milieu,
long-term destabilisation of economic systems,
vulgarized individualism was imposed as a social@witizational norm,
“rapacious country is substituted thecountry of development”,
paradoxical need for the public economic policgéove private interests,
the system of social values was disrupted

Source:Authors

4. Questions by the Neoliberal “Reformers”

The most consistent positions regarding market-sdffciency and
spontaneous “messiahship” have been held by thelassicists and quasi-
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neoliberals for decades. They have been writingg @aleeconomic problems shall
be resolved by price, competition, private properéfficient owners, and
entrepreneurship.

What prices? The monopolistic ones? Non-market hase of factories,
land, businesses, facilities and other entitiegxdtemely low prices dominated.
Later, these same entities were sold at much higthegs.

What competition? The monopolistic ones? How camobbed and
impoverished nation compete with rich tycoons? Wiratate property? The one
privatized by robbing?

Who are the efficient owners? The priviledged omgsiched by robbing
the state property® huge amount of capital has been converted intadt] assets,
which are not being transformed into investmenesy fiactories, businesses and
new possibilities for employment.

What entrepreneurship? Privileged? Where is théaweeland justice that
must to be provided by the state, according toirtsgtutionalists? In particular,
where is the efficiency of the market? Where is #tate as a guarantor of
economic freedom and equal implementation of forradds of economic game?
Let us remember what the Nobel laureate D. Nor®®811 p 32) wrote three
decades agoThe dominant goal of the capitalist state is thastniction of such
institutional structures, especially the structafeownership rights, by using which
it achieves maximization of income (social welfirien. Author) and a high
degree of freedof(through minimization of costs for specificatiand protection
of property rights - prim. Author). Where are thesmnomic freedoms?

The neoliberals that constantly refer to F. Hayekfargetting that he has
clearly written about the necessity of acting adeay to the rules, because without
them market coordination presents a hardly atténatmcess. Among other things,
it proves neoliberal arbitrariness, bluff, fictiamd neo-bolshevism (in terms of:
saying one thing, thinking something quite différamile doing the third), which
are one-way directed towards the achievement cfopat material interests. All
economic theories, in this way or another, referattherence to certain rules,
linking economic coordination with them. Post-stistaneoliberals are referring
only to phrases. And to the establishment of tked tintrol rules by the privileged
non-marketably enriched "elite". Unfortunately,stliorder" has been functioning
for two decades. Within this order the individuali®f the privileged substituted
mass individualism (of all) - in all important segnts of society and economy: the
economic freedom, entrepreneurship, private prgpett. In this way, the choice
of all has been reduced to individual choices. @anconcept of the freedom of
choice be reduced to the freedom of choice of ¢hng fvhoever they are? This is
only possible in the chaos of disrupted and destiosalue criteria. A Comparison
with developed economies and societies is the buditator of transitional
institutional nihilism, which is formed under therdinant influence of vulgarized
neoliberal (nihilistic) ideology.
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5. Conclusion

There is one mutual element that each post-sacedinomy will, sooner
or later, have to change. It is the universal meisma of pluralistic institutional
coordination. Many authors rightfully emphasize #ignificance of coordination
as the process of mutual harmonization of certaomemic institutes of market
regulations and state regulations. These authoectli advocate for equality,
inter-conditionality and mutual effects of econormstitutions as constituents of
the mutual economic mechanism of coordination aglilation. In other words,
they correctly recognize the imperative need fdroacof institutional pluralism
instead of rhetoric (rather than practice) on tostnal monism, especially the
action of vulgarized institutional monism.

The findings of economic science and the realitg@dnomic crisis have
shown that it is inevitable to have regulation andtrol over market mechanisms
(i.e. the institutionalization of the market as momic institute) if you want to
avoid serious economic problems, crisis, unemplaymeénpoverishment and
uncertainty (i.e. reduce the consequences of urated market actions). With an
organizational, institutional and normative vacuuanthe post-socialist countries, it
has not been possible to set up efficient econansttutes. The government
structures chose to recombine institutes, whichblediathe establishment of
various forms of quasi-institutional relationshipBocusing on institutional
monism, the narrowly privileged, and the entrepueiaé¢ initiative of rare
individuals has led to immeasurable and long-tetisiscconsequences.

Crisis challenges may, in principle, have only aféicient response,
which is the same at the global, regional or Ideaél. It anticipates focusing and
coordination of five developmenffactors (V. Draskow, 2010, p. 20)institutions,
infrastructure, innovations, investment, and information (conditionally:
knowledge).

This action has proved the starting hypothesis itisitutional nihilism is
major cause of unsuccessful post-socialist tramsitend anti-development
vulgarized neoliberal economic policies. It shoviked way and manner in which
institutional nihilism is formed, from inherited @&alist institutional monism,
through its recombination with post-socialist ndmetal vulgarization of market
institutional monism  (fundamentalism) and variousornfs of quasi-
institutionalization and meta-institutionalizatiotp creating many decades of
retrieving institutional vacuum, which eventuallyiried into a rigorously
controlled institutional nihilism.
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The Way into Institutional Nihilism — the Case of Sutheast Europe

PUT U INSTITUCIONALNI NIHILIZAM —
SLUCAJ DRZAVA JUGOISTO CNE EVROPE

Rezime: U periodu postsocijalistke tranzicije djelovao jesitav sistem
kocionih institucionalnih faktora, koji su uslovili sranje konglomeratne
nesistemnosti. Navedeno dejstvo je bilo sinertdisti destruktivno i
antirazvojno. Dvije decenije trajanja, dubina ieimtitet krize, sa svim
propratnim dogdajima, nijesu bile dovoljno upozorenje nosiocima
(vulgarizovane neoliberalne) ekonomske politike wstpocijalistikim
drzavama Jugoistoe Evrope da neSto nije u redu i da antirazvojnieho
konano treba mijenjati. V@&nu balkanskih drzava karakteriSu
postsocijalistiki tranzicijski privredni sistemi s dubokim problamna,
deformacijama i disproporcijama, koje je generisagipbalne krize jos viSe
produbilo i usloznilo.U¢lanku se analiziraju odstupanja institucionalnih
promjena od proklamovanog smjera reformi i posebnstitucionalne
devijacije, koje su destruktivno uticale na priweddrustvo. U njemu se
istrazuje i objaSnjava preobrazaj institucionalnogakuuma u
kvaziinstitucionalni monizam, koji je izrastao unfemen institucionalnog
nihilizma, zahvaljujdi dosljednoj primjeni interesno orijentisanih
neoliberalnih rjeSenja. U radu se dokazuje da migkis pseudotrziSne
reforme u periodu postsocijaligtie tranzicije nijesu uspjele da supstituiSu
ogroman institucionalni vakuum, i da gak dovele do njegovog Sirenja i
pretvaranja u  kvaziinstitucionalizaciju, = metainstibnalizaciju i
institucionalni nihilizam. U radu se pokuSava dakapogubnost dosadasnje
dezinvesticione i antiinstitucionalne ekonomskeitijp@ postsocijalistikih
balkanskih drZzava i pozeljnost primjene antikrizakonomske politike
zasnovane na realnim inovaciono-institucionalniementima. Polazi se od
hipoteze da je institucionalni nihilizam glavni okr neuspjeSne
postsocijalisitke tranzicije i antirazvojne vulgarizovane neoldlae
ekonomske politike.

Klju éne  reti:  ekonomske institucije, institucionalni  monizam,
neoliberalizam, tranzicijske privrede.
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A CONTEMPORARY ANALYSIS OF MONETARY POLICY
BY THE APPLICATION OF THE IS -PC-MR MODEL
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Abstract: The most valuable elements of meconomic theory, resultir
from decade$ang development process, are encompaby the scesalled
new concensus in mar-economics. What has been defined by it, an
other things, are guidelines which central bankudddollow when engage
in contemporary monetary policy. Inflation targegjras a form of moneta
policy, is consideed to be most compatible with the guidelines. Hos
reason, IS-PQYIR model which includes the main aspects of this fof
monetary policy, is applied in this paper.The pupof the paper is to shc
the potentials that this model may have in analy the manner by which
central bank responds to economic trends and dtgynp, as well as to lis
its advantages to other models, above all -+LM model.

Keywords: new consensus, monetary policy, inflation targetit§-PC-MR
model, ISLM model, supply and demand shc

Introduction

There has been published quite a number of ecos-related articles i
which authors mention New Consensus Macroeconorttiesterm orresponding
to another term recently found under the name oiv MEoclassical Synthes
Both these terms incorporate the most importamhetes that an economy requi
for functioning well, as well as the elements aggted with the role of financi:
sector, the importance of money, the role and iefiity of various econom
policy measures, and so on. One of the implicatmi$is consensus in terms
practical and political consequences is relatetheéomanner by which monets
policy comes intaffect in our time

It has been noted that the-called nominal anchor, as a preveni
measure against inflation increase, paved the waxatious targeting regimes
monetary policy strategies (exchange rate targetimgney supply, price level
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inflation). Targeting inflation is what observe® thttitudes defined within the New
Consensus to the largest extent, which resultsoneatary policy’s playing a major
role in establishing macroeconomic stability. Thedel approach to monetary
policy envisages the use of various models in desg the way by which a
central bank reacts to economic trends and disnptiln this paper, we discuss
the IS-PC-MR model focusing on its potentials foalgsing monetary policy.

In the first part of the paper, we present the bgreental way starting
from monetary policy strategies to inflation tafggt In the second part of the
paper we diferentiate between two essential panaligithin the model approach
to monetary policy. In the fourth part we disculss structure of the I1IS-PC-MR
model. And finally, in the fourth part, we analytre response of a central bank to
various shocks.

1. Monetary Policy Strategies in Contemporary Condions

The attitudes related to the role, importance, poskibilities of monetary
policy, which have been the subject of mutual apesd, result from a decades-
long process of theoretical harmonization and eicgdirevaluation. This process
coincided with development of macroeconomic théomhe second half of the %0
century. Monetary policy systems comprising onenore strategies which were in
force were determined by periods in which certaireotetical movements
dominated.

Since early 1960s, there have been three systemsmdtary policy which
have been applied (Heron, 2003, 13-14): Keyne@imtil 1973-74), Monetarist
(until late 1980s), and the system of the so-calNesv Consensus (since 1990s).
Monetary policy in Keynesian system focused on mmess such as nominal
interest rate, central bank loans, and the likeatNdy beyond this system was an
idea of trade-off between inflation and unemploymenline with the well-known
Phillips curve. This meant in practice that an exgdge monetary policy may bring
about agregate demand, leading to output growthredhaction of unemployment,
accompanied by relatively modest inflation rate.

Higher and higher inflation rates that emerged Bv¥(s caused the
Keynesian views to be a subject of many doubts. étemy system of monetary
policy was what entered the field. Milton Friedrmerd Edmund Phelps advocated
a vew of the so-called Natural Rate of Unemployme&hich is consistent with
stable inflation, so that any attempt to reducempieyment under that rate may
result in accelerated inflation (Friedman, 1968elPb, 1967). Phillips curve has
the shape of a vertical long-run at the level dtired rate of unemployment, rather
than the shape of negative slope, as was thougKepgesians. Monetarists, who
did not deny that monetary policy of the 1950s dbuated to price stability, also
claimed that a policy incorporating fewer fluctwas would accomplish the same
thing (Nelson, 2007, 154). For this reason, Friedsuad Monetarists held the view
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that a monetary policy should be based on constantey growth rule with a focus
on inflation control. Such policy, they thought, wi@ contribute to more
transparency and it would prevent inflation volgtiand increase.

These views accompanied by intensive considerabbnegative inflation
effects helped in recognizing the importance ofghealled nominal anchor’s role,
by which expectations of low and stabile inflatiare promoted, in a monetary
policy’s success. Money supply played the role obainal anchor in monitarist
system of monetary policy, within monetary targgtiregime. However, the
success of this regime greatly depended on stalgifitthe relationship between
targeted variable (monetary agregate) and the lkeddarget variable (inflation or
nominal income). Determining monetary target grovette is calculated by quantity
equation and is dependent on numeric inflationetargstimated potential output
growth and expected velocity trends (Mishkin, 2086,0ne of the main reasons for
discontinuation of medium-term money supply targgtdone by many countries
may be found in the fact that innovations in finahmarket caused instability in the
relation between money quantity and inflation, myadue to unpredictable speed of
money circulation. Besides, money supply was ngdorconsidered to be a reliable
indicator of short-term monetary tren@stursson, 2000, 39).

New Concensus Macroeconomics, which has been fndgudiscussed in
recent years, determined principles upon which nagiti monetary policy in
contemporary circumstances should be based (GeadfriKing 1997, Clarida,
Gali, Gertler 1999). Mishkin finds that there areuh principles (Mishkin, 2011,
2-3): 1) inflation is everywhere and always a mangtphenomenon, 2) price
stability provides benefits, 3) there is no longwe trade-off between
unemployment and inflation, 4) expectations playnajor role in determining
inflation and transmission mechanism character wibaetary policy, 5) monetary
policy should be based on the Taylor Principle,clhcalls for increase in real
interest rates in the case of inflation increagem6netary policy often “suffers
from* time inconsistency problem, 7) central bankdeépendency enhances
monetary policy efficiency, 8) establishment of gofMl nominal anchor is
essential for realization of positive outcomes obnetary policy, 9) financial
disruptions play a significant role in businessleyformations.

It is considered that, among various types of tamgeinflation targeting
as a monetary policy strategy observes the aboveiomed principles of optimal
monetary policy to the largest extent. This reginas first applied in 1990 by the
Central Bank of New Zealand. Inflation targetingn d& achieved through setting
inflation rate as an implicit target (e.g. as ie tHSA) or as an explicit target (a
central bank announces inflation rate which itégsgwith a certain deviation from
the rate). Setting a target inflation rate as aplicit target provides for greater
flexibility on behalf of a central bank in the airostances of various crises, thanks to
the fact that inflation rate may be found withiwaer inflation, without the general
public expressing doubts as to the way in whichetemy policy is exercised.
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Regardless of the inflation targeting variety &bl a great importance is
given to transparency of monetary policy and comigation with general public.
In this vein, there are four standards of transparehat a central bank should be
aware of (Blinder, 2002, 4-5): 1) clarity of infoation communicated to the
public; 2) communicating relevant information; emness of a central bank to
public control, and 4) enabled insight in all aitktes of a central bank by the
public. Observing these standards is importantbigtding trust with the public,
and in particular, for forming correct expectatimiseconomic subjects which is a
key requirement for successful economic policy. Example, if a central bank
increases interest rates at a given period of tohanges in agregate demand will
depend on whether this increase has been expedtether it conditioned forming
expectations as to the direction in which interagts will change in the period to
come, and it will depend on the future expectethiith rate (Bain, Howels 2009,
128). In this process, expectations related toafih rate, expressed as a
difference between nominal interest rate (as detexthby a central bank and used
as a monetary policy instrument) and a real inter&® (on the basis of which
households and firms make decisions related tourop8on) are of particular
interest. The relation among these measures isess@d by Fisher equation:
i~r+ 25, wherei — stands for nominal interest rate; for real interest rate, amd
— stands for the expected inflation rate. Accorllini the expected inflation rate
is given, an increase in interest rate will caus® increase of real interest rate.
However, if increase in nominal rate affects deseda expected inflation rate, real
interest rate will increase resulting in reducedragate demand.

Inflation targeting is thought to possess a numiiieadvantages when
compared to monetary targeting. Since it is basedhe relationship between
money and inflation, changes in the speed of citah do not affect the outcome
of monetary policy. Apart from that, the publickstter able to grasp the concept
of inflation target than monetary target, giventtpaice changes are a part of
immediate experience of an individual. This prosideetter opportunities for
monitoring the success of monetary policy (Mis@06, 15).

There have been a number of debates among ecoroasisio whether
price level targeting may provide better resul@ntiinflation targeting. Although
the Gold standard may be interpreted as a typmplidit price level targeting, this
regime was enforced only in Sweden in the periol9#1-1933 (Svensson, 1996,
1). Price level targeting represents a type of rtagepolicy where a central bank
~-aims at“ previously announced level of prices, ethis usually formulated on the
basis of Consumer Price Index (CPI). The realipatié targeted price level is
achieved through adjustment of interest ratess #sei case with inflation targeting.
However, price level targeting is based on monigrice levels in the previous
period, with an intention to keep them at the séwel in the period which is yet
to come. On the other hand, when it comes to tiageflation, the goal is set in
advance (e.g. inflation rate of 2% in the comingryelt is also important to note
that another difference between them refers toirtensity in monetary policy
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measures required in order to achieve the goalekample, if general price levels
increase by 3% since last year, the central bankt make monetary policy
measures to reduce price levels this year in omdaring prices to the targeted
level. It is clear that this process requires wrichanges of interest rate as a
monetary policy instrument, as when targeting dager(positive) inflation rate.
There is a consensus that when it comes to applyiicg level targeting, short-
term fluctuations in inflation rate are more sigrant than in the case of inflation
targeting.

It is important to consider the question of optirimdlation rate as related
to operationalization of monetary policy within tregime of inflation targeting. It
is often pointed out that a central bank should taoget inflation rate of 0%,
because positive and low inflation rate (about 28ay have more positive effect
(Sinclair, 2003, 345). Namely, positive inflatioate may facilitate establishing
equilibrium in the market, particularly in the cask agregate supply increase.
Decrease in nominal interest rate, which is undetrol of a central bank, may
exercise a more significant influence on real iederrate decrease at a higher
inflation rate, given the fact that nominal intdéreste cannot be negative. This
argument gained importance following the crisi2008, when voices were heard
saying that inflation target should be increased%oin order to expand manouver
space for decreasing real interest rate as a re¥gesssponse to recession
(Blanchard, Dell Ariccia 2010, 10-11).

There is a number of research projects whose seshltw that not only
does it bring about average inflation rate decrelgeinflation targeting provides
positive macroeconomic results as well. Generafigaking, monetary policy
regime based on inflation targeting affects labarkat in such a way that it
ensures lower unemployment rate than in the casexcofiange rate targeting.
However, this relationship is very much dependantitee level of openess of a
certain economy (Larsson, Zetterberg 2003, 34)adt also been shown by various
studies that there is a positive influence on enga@rowth exercised by inflation
targeting, as well as output loss reduction indhge of deinflation process. Based
on a sample comprising 22 industrially developed 38 developing countries in
the period of 1984-2004, a group of authors (Mkllidorres, Carniero 2008,)
showed that the application of inflation targetiegime caused the increasepef
capitaincome, emphasizing that this influence is mor@ewi in the short run than
in the long run. At the same time, inflation targgteffects were observed as
isolated from basic determinants of economic groarld from the globalization
process influence. On the other hand, it is undedlithat inflation was reduced to a
larger extent in countries which adopted this regibecause they originally
experienced high level of inflation, while there swva global trend of inflation
decrease, and not only as a result of inflatiogeting (Ball, Sheridan, 2003).
Nevertheless, it can be concluded that inflatiogaeting displays highest potentials
in limiting high inflation and reducing short-tematput fluctuations.
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2. Application of the Model in Monetary Policy Analysis

One of key aspects of the model approach to amajymionetary policy
refers to whether money supply displays exogenowndogenous character. On
this basis, it is possible to distinguish betwega types of monetary policy, and
two models in which various variables play the rae a monetary policy
instrument.

The first one is the so-called LM paradigm, basadwhich a model of
money supply was built. In this model, money sup@yseen as a definite
determinant of price levels and inflation rate. €sguently, money supply is a
monetary policy instrument. The mechanism by whitheconomy responds to
shocks and adjusts itself to new equilibrium folkalnby constant inflation is what
is built into the well-known 1S-LM model (Carlin,oSkice 2006, 138). What lies
beneath this model is expectations augmented Fhdlirve.

In accordance with understaning a monetary poiogh as this one, base
money quantity (money supply in narrow sense) @gerous variable determined
by a central bank. Money supply in broader senseatbmoney) depends on the
quantity of base money quantity and the value ofiplier. This can be shown in
the following way (Bain, Howels 2009, 101):

B-M—i—L

whereB —stands for base money quantity— stands for broad mondys
stands for interest rate, ahd— stands for loan volume. An expansive monetary
policy, through an increase of base money quartitygs about interest rate
decrease (downward movement of LM curve), increddean volume, and output
growth.

Figure 1 Positive Shock of Agregate Demand in I1S-LMModel

i
2 A
il —————————————

ye yl y
Source:Authors, based on Blanchard, Giavazzi, Amighini@091
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Adjusting economy to a positive agregate demandclsho the LM
paradigm is shown through the IS-LM model in Figlirdt is assumed that what
an economy enters first is equilibrium level of unmoyment, accompanied by
constant inflation which is equal to the rate ofr@p supply growth as determined
by a central bank (point E), at an interest iand the outpuy.. Positive demand
shock influences the movement of the IS curve oripht. At the same time, the
influence of agregate demand growth on the outpthe short run is mitigated by
the fact that income growth influences money demdinis causes interest rate to
rise to the leveli; and output to the level;, while equilibrium point moves
upwards to the right, along the LM curve, to thénpé. A change in output and
employment is generated by rising inflation, wheffiects the movement of the
LM curve to the left, to the LM position, at a ftkenoney supply growth rate. This
further causes initial stimulus to weaken, and econreturns to the output level
Y, at the interest rate (point E’). Monetary policy within this paradigns ia
passive policy (it takes the form of fixed moneypgly growth rate). Output
deviates from the equilibrium level due to inflatigeneration lags, or due to LM
curve movement lags. Interest rate growth is erplhiusing the so-called Keynes
Effect: rising inflation as compared to the fixeagth of money supply affects the
decrease of real money supply and ensures bontfslipoadjustment, by selling
the bonds. This activity performed by bond holdsfects decrease of bond prices
and increase of interest rate. A higher nominat, ainthe same time a higher real
interest rate limitates the original consumptiorele

There are a couple of objections to this kind oprapch. Since it is
assumed that money supply has an exogenous chariactan be said that it is
possible to analyze monetary targeting within thd paradigm, but it is not
possible to perform inflation targeting. A passiv@netary policy is not in line
with characteristics of modern economies. Besittese are numerous downsides
to the IS-LM model which is used to analyze a manepolicy. Namely, it is
assumed that price levels are fixed, that only tsfeom analysis is possible, and
that a nominal but not real interest rate is inethdn the analysis, and that
expectations of economic subjects are not takeraiatount, etc. (Nelson, 2003, 4).

Within the other, the so-called MR paradigm, a @nbank’s policy is
what is taken for a definite determinant of pricel anflation levels. A short-term
interest rate, controlled by a central bank, regmes the main instrument of
monetary policy. Hence, consideration of effecsuling from the application of
different rules of interest rate is what is in gpwotlight of contemporary monetary
policy analysis, while there is no necessity tmstate these rules into equivalent
rules linked to the money supply (Woodford, 2008.) 4Given that a central bank
directly determines the ,official* (referential) terest rate, it becomes an
exogenous variable,as can be seen in the following:

i-L—->M—B

483



Gordana Marjanovi ¢, Vladimir Mihajlovi ¢

A change of the official interest rate affects tenge of market interest
ratei (usually in the same direction, but with some del#Market interest rate
determines loan demand volume, and by this it tffesoney supply in broader
sense, whereas a central bank performs changeserboney quantity once it is
deemed necessary.

Several, to some extent similar, models are uséusasiments for analysis
in the MR paradigm. Their names in the literature as follows: the IS-MP-IA
model (Romer, 2000, Allsopp, Vines 2000, Walsh, 20Biesse, Wagner 2006),
the BMW model (Bofinger, Mayer, Wollmershauser, @0@nd the I1S-PC-MR
model (Carlin, Soskice, 2005). In this paper, wd wse the 1S-PC-MR model,
because we feel that it encompasses the most iampaaspects of policy within
inflation targeting regime.

According to the MR paradigm, in the case of a fpasiagregate demand
shock, a central bank reacts to inflation increagencreasing interest rates. The
output falls below the equilibrium level and caugdtation to decrease, while at
the same time the central bank adjusts interests@as to lead the economy along
the MR curve to the point where targeted inflatrate is achieved, at a balanced
output. Therefore, it is assumed that within the [@&adigm, the central bank
should not allow adjustment mechanism to react matwally by the Keynes
Effect, as is the case within the LM paradigm. e tase of fixed rate of money
supply increase, the adjustment to new equilibrismaccompanied by extended
disruptions in economic activities. The reason fois can be found in the
interaction between inertial inflation and portéoldjustment process, while at the
same time changes in real money supply affectasteates (the LM curve moves
upwards when inflation rises in relation to moneypy growth rate, i.e. real
money supply decreases).

In the IS-PC-MR model, a central bank’s reactiomction is based on the
use of the interest rate as an instrument of thevisicpolicy, which enables
directing economy towards equilibrium (natural) onpdoyment rate. The very
application of monetary policy rules ensures noinigachor and in this way
determines price levels or inflation rate. Giveatth is often necessary to adjust
interest rates in order to accomplish the centaalkls goals, the rules applied are
activist rules to a large extent.

3. The IS-PC-MR Model

The I1S-PC-MR model, as suggested by Carlin andi€e¢karlin, Soskice
2005) represents one of the most comprehensive Imadeed at short-term and
mid-term monetary policy analysis within the initat targeting regime. According
to this model, the monetary policy of the centrahk is based on six variables,
which are listed below (Carlin, Soskice 2005, 149):
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1. inflation rate targeted by the central bank; it determines the position of
the MR curve;

2. parameter representing the central bank’s prefesgficit determines the
shape of loss ellipses — circles and affects ihygesdf the MR curve;

3. Philips curve slopey: it also affects the slope of the MR curve;

4. the interest sensitivity of aggregate demaadt determines the slope of
the IS curve;

5. equilibrium output level,y,: it determines the position of the vertical
(long-term) Philips curve (VPC) and affects theitiois of the MR curve;

6. stabilizing interest ratey: the central bank adjusts interest rate in rafatioo
the stabilizing interest rate, monitoring whethédras been changed or not as
a result of IS curve movement or due to the equuii output levely,.

Figure 2 The IS-PC-MR Model

y
PC (r'=2)

Ye y' y
Source:authors based on Carlin, Soskice 2005
The I1S-PC-MR model is illustrated by Figure 2. TiBecurve is shown in

the upper graph, and it represents the invertedioal between short-term interest
rate ¢) and the outputy). The starting point of this model is the assuopthat a
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short-term interest rate is under direct contrah eentral bank, which means that if
a short-term inflation rate is known, the centrahk may exercise an indirect
influence on the real interest rate. The IS retatsorepresented as follows:

IS: y;=A—arn

It can be concluded that real income (output) igipositive relation to
autonomous consumptiorA)( while at the same time it stands in a negative
relation to real interest rate)( It can, also, be seen that the output in theectir
period () is under the influence of the interest rate fittv previous periodry).
The reason for this can be found in the fact th&tkes a certain period of time for
the change in real interest rate to cause chamgdsaisions related to economic
subjects’ consumption, and consequently the ouffpl. parametest determines
the slope of the IS curve, or more precisely, iteduines the angle this curve
creates with the vertical axis. The steeper theeis (thea is lower), the lower
sensitivity of income to a certain interest ratarae is, and vice versa. The cross-
section point of the long-term Philips curve (VRY the IS curve is achieved at a
stabilizing interest rate;, and at the equilibrium outpu,.

The second relation in the IS-PC-MR model refergh® Philips curve
(PC), which is in the bottom graph of Figure 2 emgnted as a straight line so as
we could provide a simpler analysis. Given thatliphicurve in this model
represents a relation between inflation rate antputulevel, and not with
unemployment rate, its slope is positive. The R&tin takes the following form:

PC. my=my+aly; —ye)

Inflation rate in the current peridek,) is influenced by inflation rate from
the previous periodr, (the so-called inertial inflationg’), as well as by output
level deviation in the current peridd;,) from equilibrium output ¥,). Inertial
inflation rate determines the cross-section poéttveen short-term and long-term
Philips curve (point E), which, in Figure 2, remets optimal equilibrium at
targeted inflation rate of 2% and equilibrium outplihe value of parameter
determines the slope of the PC curve. If the iitftarate is higher than targeted,
the PC relation shows that it is possible to biindown only wheny, is lower
thany,. The steeper slope of the PC curve means thakésta lower output
decrease for a given inflation rate decrease te #ice, and vice versa. Within
this variety of Philips curve, one can regonize laekward-looking behavior of
economic subjects. Alternatively, one can talk ab@tional behavor (forward-
looking), which under the circumstances of incortgli@formation and existence
of various institutional arrangements may resuktontinuous inflation, and in real
costs of deinflational process (increased unempéoymate).

To formulate the third relation, which is relatedMonetary Rule (MR) in
the IS-PC-MR model, it is necessary to derive atraérbank loss function.
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Namely, when applying its monetary policy, a cdrib@nk must take into account
not only inflation rate, but the output level asliw&his reflects the well-know
trade-off that exists between inflation and unemmnt in the short run. On the
one hand, the central bank’s aim is to minimizeiat@n of inflation rate from the
targeted inflation raten{’), that is, to minimize loss function which takd® t
following form:

(m—n")*

It can be noted that the central bank endeavoredoce deviation of real
inflation rate from the targeted rate in any di@ct upwards or downwards. For
example, if the targeted inflation rate is 3%, lagsction will have the value of 4,
regardless of the fact whether real inflation iat&% or 5%.

On the other hand, it can be noted that a cendnalk strives at minimizing
a gap between targeted output level (we shall assbat this is equilibrium output
levely,, as well as that this level is known) and the texal, or:

O — e)’

As is the case with inflation rate, a central bans at minimizing a
deviation of real output from targeted output iry @irection. The reason for this
may be found in the assumption that inflation liateonstant only when the real
output is equal to equilibrium output. Equilibrivautput refers to the situation
when labor market is balanced, i.e. when unemplomeuals the natural rate.

The loss function which a central bank should miménand which takes
into account both inflation rate and output volutadées the following form:

L= —Y)+p(m, —nT) . (1)

Wherep stands for the parameter reflecting a relativeartgnce that the central

bank attributes to inflation in relation to the putt and unemployment. The higher
the value of this parameter, the higher the aversiahe central bank to inflation

(the case of a conservative central bank guvermothe case of inflation, this

means that the central bank will be ready to achagtter reduction of the output
and higher unemployment rate in order to bringaitidih back to the targeted level.
The opposite situation would occur in the case okmtral bank whose value of
parametefs , in the loss function, is less than 1.

In Figure 3, we show the influence that the valfipazametels exerts on
the shape of loss function and on the slope ofMife curve. Loss function is
represented by indifference curve of the centrakbavhich takes the shape of a
circle for § = 1 (the so-called loss circles), or the shapenoéliipse wherg + 1
(the so-called loss ellipse). Every point on a giidifference curve represents the
same value of loss function. This function take® z&lue at the point E, at every
of three parts of the graph, given that in thisypai= n”,y = y,. The longer the
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radius of the loss circle (ellipse), the higher tbgs for the central bank (higher
value of the loss function). What is also givereaéry of the three parts of the
graph is Philips curve. Given that the MR curvessss point E, its slope is
determined by the point at which a central ban&ss|function with the shortest
radius (meaning that the loss function has the sdwelue) touches the PC curve
(which poses a limitation to the central bank). Ba basis of the shape of loss
function in part a) of the graph, one can see thatcentral bank attributes the
same importance to inflation and unemployment, @)dtherefore, ready to
sacrifice unemployment (output decrease) by, sggrent, in order to decrease
inflation by the same value (movement from poino&er point B, to the point E).
In part b) of the graph, we illustrate a centratlbwhich displays aversion towards
inflation, and is therefore ready to accept highneemployment rate in order to
reduce inflation (movement from point C, over D,Bd The shape of the loss
function of this bank determines the slope of the Burve, which takes a flatter
shape in this case. Finally, in part c) we showeatral bank which displays
aversion towards unemployment. Judging by its shape can see that this bank is
not ready to accept high unemployment increasedardo bring the inflation rate
back to its targeted value (movement from M, overtd\point E). In the case of
such a central bank, the curve will take a reldyigteeper shape.

Figure 3 Central Bank Loss Functions and the Slopef the MR Curve

a) Equal importance of inflation b) Inflation averse: ¢) Unemployment averse:
and unemploymenf = 1 p>1 p<1

Source:authors based on Carlin, Soskice 2005

The MR relation can be derived from the centralkismitoss function (1)
and the relation representing the Philips curve (2)

L= —ye)’+B(m —n")? . (1)
Ty =1+ a(yr — Ye) - (2

When we exchange (2) for (1) and differentiate wehpect to/,, we get
the following:
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6L
Sy 1 = Ye) +aB(my +aly; —y.) —n") =0 (3
1
When we exchange (2) for (3), we get the MR retatio

1
MR: (7, — ”T) = _@ 1 — Ye)

Judging by the MR relation, it can be seen thatstbpe of the MR curve
depends on the following value:

1

E.
It has already been said that paremgtshows the importance that a central bank
attributes to inflation with respect to unemploymewhich affects the slope of the
MR curve. On the other hand, the slope of the MRe&also depends on the value
of parameterr, which, at the same time, determines the sloghePhilips curve.
It can be noted that when parameteiakes a higher value, it makes the PC curve
steeper, while it makes the MR curve flatter. Inastwords, the steeper the Philips
curve in an economy, the flatter is the MR curve] gice versa.

4. Monetary Policy within the IS-PC-MR Model

The IS-PC-MR model encompasses two important ctematics of a
monetary policy applied in contemporary conditiohise former refers to a central
bank’s behavior based on reaction function, whiakans that the central bank
reacts to any changes in inflation rate by adjgstemal interest rates with the aim
of achieving minimum output fluctuations at a skerim. At the same time, it
monitors any deviations from the targeted inflation

Figure 4 Lag Structure in the IS-PC-MR Model
Toe—————— Yo o

-
Ty Y1

Source:Carlin, Soskice 2009, 15

The latter refers to the existence of time lagheapplication of monetary
policies. Although the central bank’s behavior, isaged by the MR relation,
includes a forward-looking attitude and using b# pieces of information that are
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available, the behavior of economic subjects inetutboking-backward attitude
and it is incorporated in the IS and PC relatiohkerefore, it is possible to
distinguish between two types of lags within thePiS-MR model: the one which
Is incorporated in the IS relation, which is linkewl the application of a policy
(time needed for a changed interest rate to tdleetsfon the output level), and the
lag in the Philips curve relation (time neededdarhanged output level to change
the inflation rate). The relation of the relevargasures in the 1S-PC-MR model,
within two successive periods (0 and 1), is shawhigure 4.

It can be noted that the output level affects tif@tion rate in the same
period of time g, affectsm,, whereas y, affects m;). It can also be seen that
inflation rate in period 1%,) is affected by inflation rate from the previoleripd
(inertial inflation, ;). These lags are contained within the PC relatdn.the
other hand, real interest rate in periodrg) @ffects the output in the following
period {,), which is contained within the IS relation. Aseoran see, structure lags
like these determine the central bank’s behavial emphasize the quality of its
projections related to the movement of relevantakées, which is of particular
importance in the case of sudden economic dismipijshocks).

Economic shocks refer to unexpected changes ingagresupply or
demand relations, which may consequently make sudbanges of inflation rate
as well as the changes in output and employmerihdrsame vein, it can be said
that these shocks are also monetary policy shatkerms of variations in the
central bank’s policy ensuing from other sourcdbhamathan from its systematic
reaction to economic changes.

In Figure 5, we illustrate a central bank’s reattto permanent positive
aggregate demand shock in the IS-PC-MR model. Wall shssume that
equilibrium is initially placed at point A in theotiom of the graph, at an inflation
rate which equals the targeted omé & 2%), and at an output which equals the
equilibrium output, at the section of the PC and M@ves (r/= 2). The
corresponding equilibrium in the upper part of tiegram is placed at point A’, at
stabilizing real interest ratg, which is in line with the equlibrium output.

An unexpected increase in aggregate demand ctheséS curve to move
to the right, reaching the position IS’. In thereunt period of time, the output rises
over the equilibrium level, and we shall assume tifig is the levey’ (y’' > ve). As
a consequence, in the current period of time, dk im#ation rate rises above the
targeted level (at 4%), and a temporary equilibrisrfound at the point B. In the
period to follow, this inflation rate becomes in@rinflation rate, based on which
the central bank predicts the position of a newlifghicurve PC(n’= 4), which
creates a section with the VPC curve at an inftatete of 4%. The central bank
must increase the real interest rate and reduceutmut below the equilibrium
level in order to decrease the inflation rate betbe targeted level, choosing a
certain point on the PC cur¢e’= 4), to the left of the full-employment line. Point
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C in the section of the new Philips curve and tlvwe representing a Monetary rule
determines a special output decrease. At the dameed central bank must make an
estimate on whether this is a temporary or a peemtademand shock. We shall
assume that the bank has made a valid conclusarthils is a permanent shock, and
that the curve IS reached the position IS’. Thigplies having a new, higher
stabilizing interest rate’. The central bank must increase the real inteatstabove
the new stabilizing interest rate in order to pléoe output below the equilibrium
level. This interest rate ensues when a vertica 15 drawn from point C in the
bottom of the graph to the point C’ on the IS\@yrresulting in the rate.

As long as the output remains below the equilibrienel, the PC curve
moves downwards, which will be accompanied by desing interest rate on
behalf of the central bank. The equilibrium will weoalong the MR curve to the
point E in the upper part of the graph (point Bihere the final equilibrium is
established, at an inflation rate which equalsttitgeted one, at the equilibrium
output level and stabilizing real interest refe It can be seen that a central bank’s
ability to control economy is limited by the existe of inertial inflation and time
lags in the influence of interest rate on aggredateand and output.

Figure 5 A Central Bank’s Reaction to Positive Aggegate Demand Shock

PC @'=4)

PC (' = 2)

1/op
Ye y' y
Source:Carlin, Soskice 2006, 150
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Apart from the analysis of the central bank’s regcto demand shocks,
the 1IS-PC-MR model enables us to observe the inflee that shocks exert on
aggregate supply, as well as to observe the meataken by a central bank. It is
characteristic of aggregate supply shocks to cabaages in equilibrium output,
and by this they also cause vertical Philips curvenove. Shocks like this can
ensue when the following changes, affecting econ@ubjects’ behavior in terms
of determining prices and wages, occur: structchahges in arrangements related
to negotiating wages, changes in taxation and/ouneration packages to the
employees, as well as the changes in the levelbofpetition at goods market
which affect the mark-up (Carlin, Soskice 2009,.21)

Instead of observing the effects of a shock on Isuippisolation, Figure 6
pictures a more realistic scenario which may takece in case of combined
influence of credit crunch and oil shock on aggtegaupply and aggregate
demand. Credit crunch refers to a negative aggeedgihand shock, given the fact
that loans’ availability is severely limited andattrequirements for their approval
become much stricter. This situation can be ilatsnl by real events that
accompanied the global economic crisis of 2008.tkan other hand, oil shock
affects both supply and demand. A country termea @st-importer of oil is bound
to experience a decrease in aggregate demand. Mdwmes to supply, oil shocks
will affect the decrease of equilibrium output leyeegative supply shock) when
economic subjects on the labour market declinewegles and profitable mark-up
reduction. In the opposite, oil shock will be masied only in the form of a
temporary inflation shock, with no influence on thguilibrium output. When it
comes to negative supply shock a central bank eqpmss more inconveniences,
because the inflation target can be achieved omlya ahigher equilibrium
unemployment, i.e. at a lower output.

Because of its important role in explaining changeasthe level of
equilibrium output, Figure 6 illustrates a graptowing labor market (below),
where real wage is shown on the vertical axis (mamiate divided by consumer
price index). The relation of wages specificatisrrépresented by the WS curve,
which has a positive slope, because trade unionmswd@ higher real wages at a
higher output level. The PS curve represents thetioa of price specification
performed by companies. Assuming that labor pradigtand mark-up are
constant, this curve is horizontal.

A sudden increase of oil prices affects the in@éas company’s operation
costs, so that the increase of prices is the oaly o keep the mark-up at the same
level. The increase in prices decreases real wagdsh is illustrated by the PS
curve’s shift downwards, to the position PBis assumed that the subjects involved
in specifying wages and prices do not accept dserefithe real available income
per employee because of the increased oil priciesitdtions in price and wages
adjustment cause a decrease in output level Jrgamthe level, (movement of the
VPC to the left), and the equilibrium moves to fi@nt E. In other words, it is
necessary to increase unemployment rate so thdbpees accept decrease in real
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wages. Point B stands for the equilibrium, whichuldohave been established if
there were no limitations on the labor market ratiachanged output.

Figure 6 A Central Bank’'s Reaction to Credit Crunchand Oil Shock
r
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Source:authors based on Carlin, Soskice, 2009, 24

As a result of the negative supply shock, a sleamitPC curve moves
upwards, to the positionr(= 2, yo). The first consequence of the shock is
reflected in inflation growth above the targetedklgat 4%) as an economy moves
from point A to point B (medium panel in Figure &he central bank must predict
the position of PC and IS curves in the futureritheo to set necessary measures for
its monetary policy. A central bank assumes thgti@t-term Philips curve takes a
new position, marked ag{= 2, y’) and selects the output level which will cause
inflation to decrease. This output is lower thaa tiew equilibrium outpuge’ and
Is marked as point C. The central bank forecastsva position of the IS curve in
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order to determine the necessary changes in intettes. Given the fact that credit
crunch and increased oil and commodity prices affecline in aggregate demand,
the IS curve is moved to the left, to the positiBh At the top panel of Figure 6,
one can se that the output will fall below the &Qjdum level (point C’) with no
changes in the current interest regdf demand declines by the same value. At the
same time, this interest rate is above the newligial interest rates . As long as
the output is below the new equilibrium level, € curve will move downwards,
and the central bank will decrease the interestt@the levels (point E’). After

the adjustment process, the central bank achigeeisfiation target at the point E,
but at a lower equilibrium output.

In Figure 6, one can observe a central bank’s imadh the case of
negative demand shock with no influence on aggeegapply. In this case, the IS
curve would remain in the same position, whereascdntral bank finds itself in a
situation where it has to increase interest ratesder to decrease the output to the
level y'. More precisely, this interest rate would reach position C”, and it
would be above the new stabilizing rate which wahlkeh reach the position E”. It
can be concluded that a central bank would reactid-term inflation target at a
lower output and higher stabilizing interest ratdyoin a shock situation which
affects supply.

Conclusion

Monetary policy, as an important instrument for ulagjng economic
activities and reactions to economic disruptionas more often followed the
guidelines set within New Concensus Macroecononnicthe contemporary era.
The regime of inflation targeting is based on thgsieelines, and its application in
a growing number of countries demonstrates thenpatefor the realization of
stabile and low inflation rate, low unemploymenteraand constant economic
growth. Evidence that inflation targeting is superio other forms of monetary
policy can be found once the following elementsigedlved: expectation, central
bank’s monetary policy credibility, long-run nedityaof money, the application of
interest rate rule as a reaction to economic shocks

The IS-PC-MR model represents a convenient instninfiér monetary
policy analysis within the regime of inflation tatgng. Given that it is based on the
MR paradigm, it is convenient for analyzing theatignship between an interest
rate, as a monetary policy instrument, and inffatiate as a target. The IS-LM
model, which is based on the idea of unchangecgqriand which represents the
relation between interest rate and the LM paradigised output, lacks this ability.
The IS-LM model is thus incapable of providing as#& of inflation and monetary
policy based on inflation targeting. To a limitextent, this model enables us to
perform an analysis of a monetary policy based onatary supply.
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The key advantage of the IS-PC-MR model referdsti@xplicit ability to
encompass essential variables in inflation targetegime. The real inflation rate
and its deviation from targeted rate is simplehove It is also possible to monitor
in the same manner deviations of real from potentigput, or real unemployment
rate from natural unemployment rate. Short-term kmg)-term Philips curve in
this model allows for monitoring of short-term alothg-term effects of monetary
policy (based on real interest rate changes) onotliput, unemployment, and
inflation. The IS and PC relations also enable aspérform the analysis of
economic subjects’ expectations in terms of mogepaticy outcomes. A central
bank’s behavior is based mainly on rational expgexta, whereas the economic
subjects’ (the sector of economy and households¢aations are mainly adaptive
by their nature.

Various slopes of the curves found in the IS-PC-ii&el also contribute
to complexity of approach to monetary policy anasly3he slope of the IS curve
reflects flexibility of aggregate demand to a ciertahange of an interest rate,
including time lags. The PC curve shows the charaof a trade-off between
inflation and the output (unemployment), in term$ production decline
(unemployment increase) which is necessary foredsing the inflation rate with
respect to the targeted rate (sacrifice ratio). Wi curve also reflects the central
bank’s preference with respect to a relative imgouse attributed to inflation in
relation to unemployment.

The aspects of monetary policy analysis pertaitinipe 1S-PC-MR model
qualify this model as an efficient instrument foralyzing contemporaray trends in
the field of macroeconomic policy. However, apaoni numerous advantages this
model has over the IS-LM model, there are someddeatages which provide
room for its improvement. First of all, the PC tala characteristic of adaptive
expectations of economic subjects may be enhangeadtimduction of forward-
looking expectations, i.e. rational expectationsthie type of the IS-PC-MR model
we illustrate above it was only the behavior of tieatral bank that was based on
rational expectations, mainly associated to pradjch new position for the IS and
PC curves in the circumstances of a certain ecandrsruption.

It must be noted, however, that even when econmuligects display
rational expectations, monetary policy measures haawe different effects on the
output and inflation, not only in terms of integsibut also in terms of the period
of time when this influence is manifested. Theadtrction of the so-called double
time lag may contribute to the model’'s closenessetd conditions in economy.
Instead of this relation among variablgs— y; — m;, which is demonstrated in
this paper, a new one could be introduagd> y; = m,. In other words, double
time lag refers to the lag in the output’s reactionhe change of real interest rate,
as well as to the lag related to reaction of iidlatrate to the changes in the output
level.

495



Gordana Marjanovi ¢, Vladimir Mihajlovi ¢

10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

496

References

Allsopp, C., Vines, D. (2000) The assessment: namnomic policyOxford Review
of Economic Policy16 (4): 1-32

Bain, K., Howells, P. (2009Ylonetary Economics — Policy and its TheoreticaliBas
New York: Palgrave Macmillan

Ball, L., Sheridan, N. (2003poes Inflation Targeting Mattert™MF Working Paper
WP/03/129

Blanchard, O., Dell Ariccia, G. (201®ethinking Macroeconomic PoliciMF Staff
Position Note, SPN/10/03

Blanchard, O., Giavazzi, F., Amighini, A. (201®)acroeconomics — A European
PerspectiveHarlow, Essex: Pearson Education Limited

Blinder, A. S. (2002)hrough the Looking Glass: Central Bank Transpaye@EPS
Working Paper No. 86

Bofinger, P., Mayer, E., Wollmershauser, T. (2006)e BMW Model: A New
Framework for Teaching Monetary Economitée Journal of Economic Education,
37 (1): 98-117

Carlin, W., Soskice, D. (2005Yhe 3-Equation New Keynesian Model — The
Graphical ExpositionCERP Discussion Paper No. 4588

Carlin, W., Soskice, D. (2006Macroeconomics: Imperfections, Institutions, and
Policies.Oxford: Oxford University Press

Carlin, W., Soskice, D. (2009)eaching Intermediate Macroeconomics using the 3-
Equation Model.in: Fontana, G., Satterfield., M. Macroeconomicedty and
Macroeconomic Pedagogy. New York: Palgrave MacmjllB-35

Clarida, R., Gali, J., Gertler, M. (1999) The Scerof Monetary Policy: A New
Keynesian Perspectiv@ournal of Economic Literaturg7 (4): 1667-1707

Friedman, M. (1968) The Role of Monetary Poliéymerican Economic Review8
(March): 1-17

Giese, G., Wagner, H. (200&raphical Analysis of the New Neoclassical Synthesi
Discussion Paper No. 411, University of Hagen, DEpant of Economics
Goodfriend, M., King, R. G. (1997)he New Neoclassical Synthesis and the Role of
Monetary PolicyNBER Macroeconomics Annual, Vol. 12: 231-296

Heron, E. de. (2003) A New Consensus in Monetarljcyd Brazilian Journal of
Political Economy23 (4): 3-27

Larson, A., Zetterberg, J. (2003)oes Inflation Targeting Matter for Labour
Markets? - Some Empirical Evidené¢EF Working Paper Series, No. 191

Mishkin, F. S., (2006)Monetary Policy Strategy: How did we get herBBER
Working Paper No. 12515

Mishkin. F. S., (2011Monetary Policy Strategy: Lessons from the Cri®i8ER
Working Paper No. 16755

Mollick, A.V., Torres, R.C., Carneiro, F.G. (200Bpes Inflation Targeting Matter
for Output Growth Evidence from Industrial and Emerging Countrid&rld Bank
Policy Research Working Paper No. 4791

Nelson, E. (2003Money and the Transmission Mechanism in the OptigilS-LM
SpecificationFederal Reserve Bank of St. Louis, Working Pa8&92019

Nelson, E. (2007) Milton Friedman and US Monetangtbty: 1961-2006Federal
Reserve Bank of St. Louis Reviday/June, 89 (3): 153-182



A Contemporary Analysis of Monetary Policy by the Aplication of the IS-PC-MR model

22. Pétursson, T. G., (2000) Exchange Rate or Inflafiangeting in Monetary Policy?
Central Bank of Iceland Monetary Bulleti®Q00/1: 36-45

23. Phelps, E. (1967) Philips Curves, Expectations @mdimal Unemployment Over
Time. Economica34(August): 254-81

24. Romer, D., (2000) Keynesian Macroeconomics withihie LM Curve.Journal of
Economic Perspective$d (2): 149-169

25. Sinclair, P. (2003) The Optimal Rate of Inflatiodn Academic Perspectiv®ank of
England Quarterly Bulletin43 (3): 343-351

26. Svensson, L. E. O., (199®rice Level Targeting vs. Inflation Targeting: Ader
Lunch?NBER Working Paper No. 5719

27. Walsh, C. E., (2002) Teaching Inflation Targetirdn Analysis for Intermediate
Macro.The Journal of Economic Educatio33(4): 333-347

28. Woodford, M. (2003)Interest and Prices: Foundations of a Theory of kkany
Policy. Princeton: Princeton University Press

SAVREMENA ANALIZA MONETARNE POLITIKE
PRIMENOM IS-PC-MR MODELA

Rezime: U okviru tzv. novog konsenzusa u makroekonomiji lokaeni su
najvredniji elementi makroekonomske teorije, kojiegstavljaju rezultat
viSedecenijskog razvojnog procesa. |dm®stalog, definisane su i smernice
koje na praktinom planu treba da sledi centralna bankadewfu monetarne
politike u savremenim uslovima. Targetiranje inflaeckao reZim monetarne
politike, smatra se najkompatibilnijim sa pomenusmernicama. Stoga, u
radu se koristi tzv. IS-PC-MR model, koji obuhv&igu¢ne aspekte ovog
rezima monetarne politike. Cilj je ukazivanje na gufosti modela u
analiziranju na@ina na koji centralna banka reaguje na privredregakija i
poreme&aje, kao i na ostale prednosti u odnosu na drugalelap
prevashodno u odnosu na IS-LM model.

Klju €ne reti: novi konsenzus, monetarna politika, targetiranfacije, 1S-
PC-MR model, IS-LM model, Sokovi traZnje i ponude
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THE CONTRIBUTION OF KEYNES AND HAYEK TO THE
DEVELOPMENT OF THE THEORETICAL METHODOLOGICAL
PLURALISM IN THE ECONOMIC SCIENCE

Dragan Petrovi¢”

Abstract: With the appearance of Keynes and Hayek, the edonssience
started to change the principles of its developnfeatn monism toward
pluralism. Their ideas became the source of the caweeptions, which was a
good basis for the appearance of numerous thealetinethodological
variations and interpretations. The progress towdtie methodological
heterodoxy was followed by the important differesra@ong these authors, but
also by numerous similarities. Therefore, the ainthes work is to shed light
on the relations and understand the differencespasible connections of the
scientific research programmes of Keynes and Hdyelelation to it, this will
be an attempt to determine the theoretical basistha conceptual content that
can help analyse to what extent was the work cktlagthors the alternative to
the neoclassical economic theory, as well as tlspiiation to the further
development of the economic theory and methodology.

Keywords: methodological pluralism, economic equilibrium, cartainty,
bounded rationality, formalisation of the econormsétence

Introduction

The aim of the modern economic science is amoner dttings to develop
the relevant attitude toward different economic otletic approaches. It is
especially important to make a detailed analysistied work of economic
theoreticians who indebted the economic scienceyn&e and Hayek should
certainly be mentioned, having in mind that theyenahaken the absoluteness of
the neoclassical mainstreamism with their originald revolutionary thinking.
Starting from the methodological variety of meanggd pluralism, Hayek and
Keynes became the example and inspiration to malgwlers of the economic
and sociological science. For example, Keynes’srthenabled the appearance of
numerous scientific approaches: Keynesian, neo-&&gn, post-Keynesian.
According to the impulses for further research be be compared to Smith and
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other great figures of the economic thought. Tis¢ohnians of the economic science
are inclined to say that Keynes, Smith and Seylbeaan example that sometimes
vague even to some extent confusing ideas can bee rfraitful for the
development of the economic thought than thoseedfiprecise and clear attitudes
offered by some other authoi&ifn, Puct 1995, 102).

The first half of the twentieth century was a pdraf serious discussions
and conflict of opinion. In the basis of the Camdige debate were two figures —
Friedrich Hayek and John Maynard Keynes. Theirleteual opposing became at
that time an important event in the economic thedtlyough they were analysing
different aspects of the economic science not emgfehe debates on the same
issues. The two episodes are an exception: thesigm from 1931-1932 and the
analyses of the Hayek’s work ‘The trip to slavemhere Keynes pointed out to
Hayek the necessity of conducting the analysihefdtate governing in the short
term. On the other hand, Hayek warned Keynes #alidn’t take into account the
long-term consequences of the ‘dangerous stateeinde’, pointing out that it is
possible to take suitable measures in order todatit (Sm.: Collected Writings
of John Maynard Keynes, Vol. XXVII, 1971-1989).

The Diversity of the Philosophical Attitudes

In the striving to precisely value the theoreticahtribution of Hayek and
Keynes, the authors have different claims concerttie character of the scientific
work of the mentioned authors. Some of them thaskopposed to Keynes, that
Hayek’s teaching doesn't have the revolutionaryratizr. The argument that is
given to confirm such a statement is that he caetinthe tradition of the Austrian
school of the economic thought ( Manger, Mises, BoBawerk), while Keynes
strived to ‘destroy’ the classical economic theddy the other hand, there isn't a
unique opinion how much Keynes succeeded in thatrd are some people that
think his ideas are not as revolutionary as hehasdollowers thought. In Keynes
work there are a lot of things that are based an Marshall’'s conceptions,
especially when we talk about the analysis of thertsand long-term as well as
understanding of the market balance. Hayek hadhakriowledge of the history of
the economic thought, while Keynes wasn't inspibgdthe events from the 19
century and for that reason he didn't strive tolysea the economy and the
economic history of the time. Hayek observed thenemic theory through the
prism of the Austrian school, while Keynes had m&reedom in creating and
defending his standpoints. That was one of theoreagvhy some may think that
Keynes approached the economic research in a nmmpeatent way, although
according to Hayek’s opinion in this case he omynpleted the theories that were
created long time ag@funenscku 2006 48 ).

The difference between Keynes and Hayek can benadabén the context
of their relation toward the legitimacy of the gstiic knowledge and the
appearance of mistakes in science. Sharing theoopof Manger, Hayek thinks
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that for the ‘victory’ of a scientific idea it isesessary to allow the free
development of other theories and ideas. In thig tha theoretical mistakes will

disappear spontaneously, which is the only wayHferhumanity to become wiser.
Contrary to this, Keynes thought that the sciemtifiistakes should simply be
‘liquidated’. In this argument we should remind selves of Popper’s opinion that
the characteristic of human knowledge is to makstakes and that the idea of
mistake implies searching the objective truth imparison to which the mistake
has been made and to which we come closer by teafrdm our mistakes. The

key guestion according to him is not the rejectibrthe mistake, but the question
‘on what basis we can hope to find and correctitfstake’ (Poper 2002, 67).

From the standpoint of the economic science it nteresting to be
reminded of the various understandings of the kangn. While Keynes points out
the fact that we are all dead in the long term plag®n, Hayek claims that with
the passing of time people become wiser. Beingiamited by the acceptance of
the bitter truth of the finality of the human lifilae individuals are inclined to reject
the personal obligation of respecting the commdasrwf behaviour, generally
accepted moral norms and the traditional rules effiaviour (Sm. Collected
Writings of John Maynard Keynes, Vol. X. 1971-198Q16). It is obvious that
Keynes propagates the variant of the ‘radical tatilknism’ connected to the
individualistic, anthropomorphic world view, whildayek propagates the ‘soft’
(cautious) utilitarianism, with the metaphysicaliblein the accumulation of the
wisdom and tradition (Barry 1979The above mentioned utilitarian attitudes can
serve as the basis for the analysing of the mariehs of behaviour. In this way
Onejuuk (Oneitnuk 1999, 135) makes a difference between the star{damplex)
utilitarianism that starts from the intention ofetindividuals to maximise their
utility, but exclusively in accordance with the Waresult, or the contribution to
production. The economic significance of this ndasngreat, because it excludes
the possibility of discord between the individualtipation in the spending and
the individual working productivity. On the otheard, according to the norm of
the ‘simple utilitarianism’ there is a striving difie individuals to enlarge their
benefit, but it is not grounded on the intensif@wagement in work and the real
manufacturing efficiency.

Later Keynes gave up his rigid understanding ofitaianism and the
difference between Hayek’s institutionalised untierding of utilitarianism
became smaller. His attitudes changed under theemie of the changes in the
cultural, economic and political environment andseguently he understood the
necessity of the existence of the system of rules.

The Attitude toward the State and Liberalism

The issue of the role of the state in the econmmyften perceived as the
essential question of the economic theory and enangolicy. That is why the
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economists consider the orientation for and agaimststate interventionism, or

liberalism, very important. It is considered thia fpositions of Keynes and Hayek
in this sense are sufficiently determined, so tdaynes was considered the
follower of the state institutionalism, while Hayelas considered to be one of the
strict followers of the liberal doctrirte.

The dominant Hayek’s standpoints are brought imeotion to his rigid
attitude against the state interference in the rgpbkeconomy. Explanation starts
from the fact that the market is a more superi@rdmative mechanism than the
unreliable state planning. The logic of such anreggh is that the individuals are
aware of their preferences, expenses and relaticesp while the state planners
have to know much more if they want to substitlie state mechanism. In the
system of prices each individual has to understarig his own situation, while a
planner has to take into account everybody’s istefiéhe social life, and especially
its economic sphere is rather complex, from whiem ®©e concluded that the
planners base their theories on the limited, insiefit and fragmented knowledge
and information. That is why the planned decisiars as a rule followed by the
unwanted consequences, while the activities ofgibernments with the ‘good
intentions’ can result in the decrease of the staléare.

The thing that makes Hayek different from the lidgrof the 19 century
and from their understanding of the economic likemais that according to him
the economic liberalism doesn’t presuppose theraesef rules. The state itself,
but also the individuals have their impact limitedthe rules. Although institutions
are not the primary subject of the Hayek’s intergshis striving to recognize and
organise the efficient socio-economic system thegome the factor of the
significant economic relevancy (KitanéyiPetroveé 2007, 5). By rejecting the
standard neoclassical conception of complete ralitgyn Hayek in fact introduces
the recognisable content of the institutionalispdraach. That is primarily seen in
the acceptance of the realistic facts about thestexx¢e of the incomplete
information, which according to Hayek’s opinion qainates and aggravates the
coordination of the impact of the economic agehist further brings into light the
question of the necessity of the institutions, Wwhig only a confirmation that the
functions of the institutions, like in the instittal theory, are brought into relation
with the forced need for relaxing of the interrielas of the market subjects.

Hayek completely defends an attitude that an inldiai has to fully respect
certain rules of behaviour while reaching his gétdyek 1978, 8). The function of
the aim of the economic participants is conditiobgdhe institutional frames and
limitations and on the other hand by the economatues about which the
economic subjects can decide independently. Coesdéigu Hayek puts the rules
and the utility in the same rank, although the gangnpression is that in his
analyses he most often uses the terms such &y atild expenses. According to

1 Although there are essential differences abouisfige of the state interference in economy Hayek
and Keynes had a critical attitude toward the Sasstem of the centralistic planning.

502



The Contribution of Keynes and Hayek to the Develament
of the Theoretical Methodological Pluralism in theEconomic Science

his opinion, Keynes was aware of that, but nevéatisehe strived to define and
develop different theories and instruments of tb@nemic policy that would have
its application in various situations. Hayek didlike the fact that Keynes often
changed opinion, thinking that it was a scientificonsistency and that he didn’t
have principles. The consequent governing of thte stithout principles, without a
precisely defined course, could, according to Haledd to the so-called totalitarian
system. Contrary to this, Keynes claims that thek laf cautiousness and blind
following of the principles could be a way to aasitophe Cxunensckn 2006, 48).

The thirties of the twentieth century were the perof questioning of the
liberalistic doctrine. The Great Depression caubed<eynesianism to become the
official credo of the west bourgeoisies. The stets asked to help save the market
economy, which is why the liberal view of the sta® the ‘intruder’ in the
economy, lost its popularity. The relatively lormgrh survival of the socialism also
slowed down the complete acceptance of the Hayakitudes related to the
inefficiency of the socialistic economies.

Although Keynes agreed with the majority of thesgginological attitudes
of Hayek, he primarily believed in the macroecoromblicy that was connected
with the system of the national accounts, econdceindels and the state governing
of the aggregate values. Although the state catraoall the expenses only in a
rather rough form it is nevertheless a better opiro comparison to laissez-faire.
Keynes's followers went even one step further. Tieyght that the problem of the
limitation of the human knowledge was not so pra@ninas some people claimed,
that it only appeared from time to time, and thahwhe help of the modern statistic
methods of analyses it is possible to enlargedpadities of subjective control.

The difference in the theoretical understanding,s vaanong else, a
consequence of the practical impact and the walifeof the two authors. It is
well-known that Keynes followed the tradition ofettactivism, practising the
political activity and performing the important ®aluties. Contrary to him, Hayek
was a political emigrant, with the scientific passiwithout the chance for the
practical application of his theoretical ideas. rRrthis aspect we can observe
Hayek’'s remarks that Keynes was not a highly edutatconomist. His main
interest was the influence on the current polichjlevthe economic theory was
only an instrument for the reaching these ailfiarfupo 2008, 122).

The Theory of the Economic Cycles

It is interesting to compare the standpoints of ékagind Keynes about the
phenomenon of the economic cycles, which was glasédted to their understanding
about the balance and interference of the factopsaaluction. According to Hayek,
the trait of the free market system is the fullleigtion of the resources. Such a state
is not characteristic for each moment, but it isgilde to create it in the dynamics of
time. At the basis of this attitude is certainlg theoclassical theory of the values, in
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which instead of the thesis about the static baldrstate the attitude that was
promoted was about the long-term balance. In ffstem the mechanism of the prices
was coordinating the solutions about the savingiavnestments in accordance with
the presumptions and expectations of the indivgjuahile the high level of saving
was one of the key factors of the economic devetopm

However, the objective happenings during the nietthirties didn't
confirm the Hayek’s theory — one of the charactessof that time was the
incomplete exploitation of resources. The questi@at arises is: Why the market
mechanism didn't enable the efficient allocationr@gources? The thing that was
making discord in the coordinative function of tharket was, according to Hayek,
the interference of the state through the mongtaficy. He thought that the so-
called loan-financial economy could function onty the case when money is
‘neutral’ or when the state balances the level adnay with the level of
production, preventing inflation. Since this is dhdo be conducted in the real
world, economic cycles become inevitable. In otlverds, the main cause of the
economic cycles is the expansive monetary policyhef state that decreases the
rates of the interest below the balanced levelutdinothe increased supply of
money. The unrealistically low rates of interesattlwere not caused by the
increased saving of the population, give misleadiiggals to the manufacturers
and the consumers (StefanfguMlitrovi¢ 2011, 39).

Hayek thought that for the prevention of the negatonsequences of the
Great Depression, it was necessary to support ythiera of the gold standard.
However, the western states during the 1920s ctufdrcceed to ensure such
system. The loan expansion disturbed the stabilityhe relative prices in the
economy which led to crises.

Keynes was doing research of the mentioned problarsing from the
quantitative theory of money, according to whiche tbhange of prices is
proportional with the change of the volume of fioi@h resources in economy. In
accordance with that theory the level of the eroissbf money is fixed, and
consequently it can be concluded that in this wayg impossible to explain the
fluctuation of the monetary stock. A certain amoahtime is needed in order to
completely influence the change of the monetargkstand in this period of the
adjustment of the prices the economic growth oessibn can occur. It is a so
called transition period and for its research Keymgroduced the so called model
of the uncertain expectations (Keynes, 1924). Rutime change of prices, the
uncertainty of their future level calls for an imdi&e correction of the nominal
and real gain. This correction is necessary fordhfirmation of the conclusion
about the quantitative theory of money. The owrdrhe companies can get the
unexpected gain in the conditions of the sudddatinof, as well as the unexpected
losses during the unexpected deflation. Keynestiumesl the thesis about the
neutrality of money, by pointing out that the quiative theory in the short terms
is not valid, while the long term shouldn’t occupylot of attention of the
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economists. Accepting the analysis of the long tecamomists gave themselves an
easy task, similar to repeated giving informatibattin the season of the tempest
one should expect waves, as Keynes explained psduely (Sm. Collected
Writings of John Maynard Keynes, Vol. IV 1971-198). He insisted on the
practical meaning of the economic theory —the enusis should research not only
the tempest, but also the calm period, as welhasmew methods for coping with
the problems which can be caused by the menticioechs

Methodological Individualism versus MethodologicaHolism

A large number of scientific methods have been ldgesl in order to
come to the scientific truth. Methodological plisai didn't prevent the scientists
to, essentially speaking, create the two ways far tinderstanding and more
complete explanation of the socio-economic reatitgthodological individualism
and methodological holism.

The representatives of the Austrian school havepexial merit in the
affirmation of the methodological individualism. ®rof them is Hayek, while
Keynes is usually classified into the group of #uthors who gave a special mark
to the application of the methodological holism time understanding of the
economic reality.

The essence of the methodological individualism t@nseen in the
striving to bring down the complex economic phenoareto their simple elements
such as actions of the individual human beingss Pactically means that for the
understanding of the economic phenomenon it negessa adequately
comprehend the way of functioning of the humanviatlial (Menger (1883) 1963,
93). It is considered that Hayek accepted the nuetlogical individualism under
the influence of Menger and Mises, although he tlsedomposite or the synthetic
method while he was formulating the conceptionhef $pontaneous order (Hayek
1952). It provoked in some authors the suspicionHayek's loyalty to the
methodological individualism. For example, he spgeakout the ‘real’ and ‘false’
individualism (Vukoté¢ 2005, 13), or about the irrational and rational
individualism. The ‘real’ individualism starts frothe fact that the role of the mind
is not of key importance in constituting the ordeithe society, which why it is
believed that some people if they are free cannotiehieve more than an
individual human mind could predict or project. @any to the principle of the
free society, the ‘false’ individualism presupposkst the ‘Mind’ is always and
completely available to people, and consequertilyt éverything that is achieved
by people is directly the result of the controlaof individual mind, and therefore
subject to this control. In this way the ‘falsedimidualism leads to something
opposed to individualism, or to constructivism acallectivism. That is why
Hayek thought that the constructivism represertteddealisation of the individual
power and engineering. As it is, it makes the ‘d¢ating’ human self-confidence
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which, accompanied with the egoistic interests & individuals, consequently
leads to the inefficient using of the resources.

Although there are certain doubts, Hayek’s attitudgll don’t announce
the break up with the methodological individualififayek 1952, 27). The method
that is by Hayek described as ‘composite’ or ‘setitti is indeed the concealing of
the methodological individualism, having in mindathhe insisted on such
explanation of the social whole that relies on de&ceptual connecting of the
individual parts (Jak&j 1988, 13). Hayek didn't accept Keynes' methods of
stabilisation of the economic movements, as wellthes macro-economy as a
science. According to him the individuals are goeer by the subjective
judgements of the events, which is why the gengaehmeters can't influence the
individual solutions (Petrogi2008, 188).

Contrary to Hayek, Keynes is believed to be thepeupr of the holistic
orientation, according to which the phenomena ef sbciety can primarily be
explained with the help of the social structurestitutions, and the culture of the
society. The basic attitudes of the methodolodicdism are that there are specific
characteristic of the whole that could not be bhdudown to the individual
characteristics, or that there are laws in theatqmiocesses that can't be derived
from the laws of individual behaviour (S€di974, 318). The concept of Keynes is
basically inspired by uncertainty and the insuéfici knowledge of the economic
subjects, which implies the occurrence of the upetgd consequences of the
individual behaviour (Kitanovi Petrové 2007, 2). In that way his scientific
orientation gets the character of the devotion fbe application of the
methodological holism, which has among other thinflsenced Keynes to see the
solution of the economic problems in the staterimationism (Kitanow, Petrové
2008, 5). He made relative the role of the indiildm the economic sphere of the
social life, by proposing the economic policy ofeirventionism and by giving a
completely new role to the state-different from tée it had in the eyes of the
classicists. The state undertakes the importast irothe national economy with
the aim of regulating economic processes.

Hayek’'s dedication to the methodological individsiad is one of the
reasons why he and the other representatives ohdbeAustrian school didn't
further develop the theory of the expectations.tt2oy to this, and thanks to the
methodological holism, Keynes can be classifiedragrtbe theoreticians that think
that the collective expectations make impact arutess themselves through the
individual preferences and expectations. In that @ynes in fact ‘calls’ the state
to influence the individual expectations and thewh of production and
employment by governing the aggregate demand.

The Similarity of Hayek’s and Keynes’ Attitudes

The years before and during the Second World Wee Bhown that Hayek
and Keynes have many similar attitudes and valirespite of the differences
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mentioned above. In December 1939, Keynes statad thle final aim of the
mindless, but also necessary war was not onlydrvittory against Germany, but in
the fact that it was the return on the road ofttstorical progress of the Western
civilisation, based on the Christian ethics, respet law and the scientific
achievements. Only in this institutionalised enmireent it was possible according to
Keynes to develop personality and all the individoatentials. Except that, after
war, there was a period of interest for the enngeduction and the reaching of
full employment in the economic development of ¥hestern countries, which
decreased the discord between Keynes and Hayeki¢iscku 2006, 48).

The Attitude toward the Conception of the Economidquilibrium

The neo classical economic theory has for decauegdputation of the
leading economic paradigm. From the existence afgmalism in 1870 and the
new subject and method of the economic scieoptmisationbecomes the basic
way of description of the economic behaviour, amel analysis of théalanced
statesthe basic method of researching of the economyamhes. Hayek and
Keynes opposed the positivistic orientation of hlee classical theory, questioning
the theory of the general economic equilibrium ainel theory of the complete
rationality.

The theoretical disputes about the economy balanttayek’s case can
be perceived through the analysis of the static dyhmic balance, while the
subjects of the Keynes’ interest were the statembalance. As a matter of fact,
reading of the Hayek’s articles can further makethisk about Hayek as the
theoretician of the static balance. However thepdeeinderstanding of his work
can confirm that his interest was to a large exfieeiised on the dynamic character
of the economic organisation (Stalebrink 2004, 845 well known that Hayek, in
his works about knowledge, in a large number oésgmints out an existence of
the ‘tendency for a balance’ (Hayek 1948). He was$ explicitly stating his
opinion about the nature of the relationship of tténdency with the state of
complete balance. The only thing that stays unaxgthis whether and to what
extent is the tendency for balance strongly corateatith the understanding of the
state of complete balance, or does this tendensyltsein practise with the
fulfilment of complete balanceFor example, in his lesson from 1936 ‘Economic
theory and knowledge’, Hayek defined balance as dihgation in which the
intentions of all agents are in the mutual accorda@xunenscku 2006, 57).

2 Hayek saw the economy as something that was alfuagsioning in the state sufficiently close to

the static state of balance, so that the pricethat moment consist all information necessary for
showing the direction to the producers in ordeoptimally decide on how to divide the resources. It
turns out that Hayek doesn’t put accent on the sgiigeof the rational division of resources in the
dynamic process of the judgement of the produdieas functions in the conditions of uncertaintyttha

assume prediction of the future market data antysisaof the future prices.

507



Dragan Petrovi¢

However, if we ask a question what are the thimgs &re necessary for reaching
balance concerning the knowledge of the economintag then the state of
balance gets the character of the empirically umggled construction. Therefore
Hayek concluded that the market has to be perceisea process (Palermo 2002,
62), and that the market systems rarely lead tb#tenced state on the level of full
employment. The monetary policy that is executeth whe aim if improving the
economic performances, as a matter of fact onlyamale situation worse, causing
the growth of inflation.

When we perceive Hayek's work in a broader conti,attitude toward
him as a theoretician of the static balance becauestioned. In his later work
Hayek gave a lot of attention to the importancéhefdynamic conceptions, so that
he enriched the thesis about the efficiency ofrtfagket on the basis of using the
existing knowledge with the idea of creating thevnenowledge (although he
ignored the importance of the new technological Wedge) (Witt 2011, 1).
Hayek’'s followers pointed out that the ‘old’ Hayekderstood how much the
innovations, discoveries and the process of legrnirere important for the
functioning of the social order, which gives asght to see him as a theoretician
of the dynamic balance.

Speaking of Keynes, he continued the traditionisffather, and opposed
the classical tradition out of numerous reasons. thieught that the main
methodological problem of the theory of the ecormequilibrium was that there
was no accordance between the abstract theoretic @i the world, that depicts
only the special case of the extreme state of @nanequilibrium, on one hand,
and of the general state of the real economic syste the other handl{anupo
2008, 122). According to Keynes, the representatofethe classical and the neo-
classical school offer a view of the world suitafde people, giving propositions
about how the society should function. However,onder to suppose that the
society can function in that way in reality we dapay attention to the real
problems. That is why Keynes, as opposed to theiapiof the neo-classical
school, strived to offer a different ontological abstract theoretical picture that
would take into account all the difficulties in thesearch of reality. In that sense
he redirected the accent of his research from tbblgm of the allocation of the
limited resources to the problem of determining #w®pe of production that
provides full employment of the factors of prodaoaoti

Keynes used his analysis of the market that wasdas the presumption
of reaching balance below the level of the full &sgment for the theoretical
explanation of the necessity of the active statécyppoKeynes sees the main
contribution to the economic science in the redeafcthe market system as a
procedure and technique of discovering, and natstsctly determined system.

Although Keynes and Hayek perceived the balancthe®quality of the
factual values, they still had different attitudesen it came to process of equating
some of the aggregate variables. According to Hayle& savings are slowly
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transformed into investments, while according toymés the investments and
savings can be only equated with the help of thbil&ation policy. The market

system doesn’t represent the automatic mechanish duhmistakably led to

reaching balance between investments and savimgube such kind of balanced
state is only a special case. That is why, accgrtiinKeynes, it is necessary to
execute the policy of stabilisation that would gitiepe in the recovery of

economy, which was not approved d by Hayek.

The Understanding of Uncertainty and the Theory oBounded Rationality

We can say that Hayek belonged to the group ofcasithvho were
recognisable in the economic theory because ofr thaederstanding of the
importance of the informational problems and whd pacent on the role of
knowledge in the economic process (Hodgson 198@8).2Starting from the
existence of the so called ‘spontaneous order’ ¢iatp out that it was not the
result of an invention, but a consequence of tleegss of evolution in which a lot
of information was incorporated, and whose quamgfigatly surpasses the extent to
which the greatest economic agents are informed. ifitividuals have their own
plans and with the aim of their realisation theyigemutual contact independently
one from another, by the means of market. The iddal wishes and intentions,
therefore, come across the general market probessst more complex than any
intentional engineering of its participants, andtttas such forms plenty of
objective rules of behaviour. The process of exgkathrough cooperation and
competition and the content of the production obdg suddenly incorporate the
knowledge from all levels: from the level of thedividuals, households and
companies and through changes of prices, the wdtésterest, rents, incomes,
gains, losses etc. In that way, the spontaneousroofl the market process
surpasses the limits of knowledge of the individuainan minds and plans (Mises,
Hayek 1997, 12).

Hayek did not explicitly state his attitude in fawaf the conception of the
bounded rationality, but one of the basic strondbadf his scientific scope was
certainly the conception of the limited cognitivapacities. Speaking about the
conception of the limited cognitive capacitiesisitcertainly an introduction into
the theory of the bounded rationality. Hayek batbeddoubts concerning the neo-
classical model of complete rationality on the cgégn of the presumption of the
perfect knowledge. Contrary to proposing the ideth® perfect knowledge, Hayek
insisted on the implicit knowledge that had the jscivist character. The
individual according to Hayek has limited cognitiv@pacities and is not
sufficiently informed about the abilities of usirity own resourcesllfactutko
1999, 46). That is why he warned that people shoatdbelieve too much in their
own knowledge by which he renounced the capalfitthe state and its clerks to
govern the society (Mises, Hayek 1997, 13, 14).
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Keynes also saw the oversights of the economicryhi@othe fact that in
many researches the uncertainty that presentedntimanent trait of reality was
ignored, and in the fact that many economists aid analyse the consequences
of the limitations of human knowledg®lgxamesa 2006, 146).

The methodological step forward that Keynes madeoimparison to the
neo-classical school, similar to Hayek’s undersitagaf the social order, can be
seen primarily in pointing out the existence of theexpected, unintentional
consequences of the impact of the economic subjalttrough the idea about the
existence of the unintentional consequences waadrpresent in the thesis of the
classicists about ‘the invisible hand’, in Keynes&se it has its own specific traits.
He put accent on the fact than the economic dewssiocould not be solely
influenced by the rational motives of the econosiibjects. The behaviour of the
individuals was influenced not only by their natwstiiving to be rational, but also
by the psychology, irrational thinking, intuitiorice Methodologically speaking,
intuition relies primarily on the capability of thenmediate perceiving of facts,
without the help of experience. However, since gheras a real danger that
intuition could to a large extent be a productafthsies rather than facts, Keynes
also connects the notion of uncertainty with theamof probability (Kregel 1976,
209), which is why he was considered to be oneheffounders of the logic of
probability in the literature about the methodola@jythe economic science. It is an
epistemological school that analyses the judgerabout the events in the case
when there are no scientific bases for calculadingrobability, or in the conditions
of the existence of the real uncertainty.

The economic uncertainty means that the economzhamesm, in every
moment, ‘suffers the influence of various factdratthave their meeting points and
that are connected with the different ways of sgdhme future.” Keynes started
from the fact that the actual reality was underitifleience of the past, but that the
role of the future expectations and prognoses sindube neglected. The special
means that connect the present and the futuredingao him was money that was
not only the means of exchange and paying. It Wwadactor that was ‘warming’ or
‘crushing’ the hope of people in the world full ohcertainty. That is where the
demand for money comes from, since it is not ongyfunction of the transactional
needs, but also the consequence of the demand démeynas a means of
accumulation and ‘the guarantee of hope’.

Formalisation of the Economic Science

The closeness of the scientific views of Keynes ldagek is probably best
seen when we need to objectively perceive, andrdéte in the versatile manner,
the relation between the natural and social scerieth of them point out that the
economic science was not similar to the naturarses, criticising the scientism,
or the uncritical application of the methods ofumat sciences in those areas where
they are not suitable. Hayek made a clear desmnigf the method of practice as
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opposed to the methodology of the natural sciermoebs he put accent on the
empirical nature of axioms of practice in a broasense (Golubo¥¢i2011, 53).
The key difference is in the fact that in the nakusciences the process of
deduction has to start from some hypotheses tleather result of the inductive
generalisation, while in the social sciences ittstdirectly from the well-known
empirical elements and uses them with the aimsafaliering the regularities in the
complex occurrences, that cannot be discoveredbgroation (Hayek 1935, 11).

Hayek and Keynes can be classified among the ttieiares that were not
benevolently observing the growing process of fdigsation in the economic
science, while they were very sceptic toward thenemetrics. Keynes’s economic
understanding was strongly influenced by the repredives of the so called
‘logical positivism’, whose programme of researcmsisted of the application of
the means of the mathematic logic on the theoiletiognitive problem, which
often had as a consequence the changes of ore@ntaitithe attention from the
object to the form and language. However, Keynededt his doubts in the
possibility of the economic science to be exactitsy definition, and in the
possibility that the units of measure often usecgbtgnomists could be completely
precise. Although the aim of his analyses was deteng of the functional
dependence (the function of spending, the functbrdemand for money, the
function of investment) or the causative - consetjak relations, he was still
suspicious about the possibility of getting theagxasults. The problem was not
whether something could be calculated, but in thet that it was hard to be
uninfluenced by the subjective feelings, which isiywthe economic theory
necessarily has the subjectivist character. Thesides of people, if they have the
influence on what is going to happen on the pelsquéitical and economic plan,
can not be relied on the rigid, mathematically bgsesumptions. The stereotypes,
conventions and expectations, and not the optimcsgdulations determine the
decisions of the individuals, which from these oessdo not undergo the precise
quantitative analysisPpsmanckuii 2007, 28). For example, having the same
mathematical parameters, one entrepreneur canggeicaresult, and the other bad,
one government can function efficiently but not tiber. Therefore, it turns out
that any kind of mathematic determining of the ernit occurrences could only
diminish the importance of the entrepreneurshigpt th, one has to admit, at the
very centre of the economic life.

The problem of mathematics in the economic rese@hfinds 2008, 220)
was that it among other things connects those sahat in the dynamics of time
cannot always be connected and be considered syrisbd® According to him

® The opposing to the economic formalisation wadabdy the main reason why the Austrian school

from the situation in which it was seen to be amdimg variants of the dominant neo-classical

economy, it won its independence in the 1930s &warne the economic theoretic approach that is
very different from the neoclassical mainstreamism.
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the nature of the economic life could not be unde through introducing plenty
of information into the mathematical formulas angua&ions. As he said, the
insight into the real structure of the human relai can only be lost in them; the
static values can only teach us about the pastdandot give us an excuse to
suppose that these relations could stay constanthat we do not come to the
successful predictions of the individual eventsj@d2001, 136).

Both of them believed in the importance of ideas/ing up the
explanations of the economic events on the basiBeofechnological changes and
the influence of the interested groug&xignensckn 2006, 50). They believed that
the Western civilisation was rather ‘rigid’, whithh some extent shook their belief
in the possibility of the successful evolution afck system. In the end, they
equally estimated the fundamental issues of thetiqal philosophy and the
personal freedom, although they proposed variouthads of creating the free
society, which as we could see made impact on #gm@nomic attitudes.

Conclusion

The diversity of the economic thought such as semmadays necessarily
raises question of the relations of the most imftileg economic theoretic attitudes,
as well as the most famous theoreticians. Havingpiimd that Hayek and Keynes
belonged to the corpus of the economists who amtmegys indebted the economic
science, the aim of this work is determining, dieaition and deeper understanding
of the differences, similarities and eventual catioas of their scientific research
programmes. Keynes gave a remarkable contributorthé economic theory,
having in mind that he provided firm methodologidssis for his theoretical
concepts, formalising the logical and intellectoahclusions. Hayek, on the other
hand, rejected the need for existence of macroamgrand the whole of macro
economic policy. However, he was superior whenaine to the economic and
political philosophy. The quality of his work frothis area can be explained by the
lack of need to elaborate the formal mathematicadefs. Hayek was very
consistent in advocating his uncompromising libeatiitudes, pointing out the
importance of the radical conclusions. Keynes watsso rigid in advocating his
views, cultivating a certain dose of complying,dttsgical tolerance and elasticity.
That is why, although there were contradictions agnthese authors concerning
the role of the state in economy, the issues oft@ma long terms, the importance
of establishing institutions and the stabile rudé®ehaviour considerable attention
should be paid to those attitudes that can be ctaised as similar and close. In
that sense it is very useful to identify what istoal for Keynes and Hayek when it
comes to understanding the role of uncertainttheng¢conomic life, the economic
equilibrium, rationality, as well as the increadingoticeable trend of formalising
the economic science.
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DOPRINOS HAJEKA | KEINZA RAZVOJU TEORIJSKO-
METODOLOSKOG PLURALIZMA U EKONOMSKOJ NAUCI

Rezime: Pojavom Kejnza i Hajeka ekonomska nauk#&etm je da menja
principe svog razvitka od monizma ka pluralizmuihdye ideje postale su
izvor novih koncepcija, 5to je dobra osnova za wwjannogobrojnih
teorijsko-metodoloskih varijacija i turd@nja. Pomak ka metodoloSkoj
heterodoksiji préen je zn&ajnim razlikama méu ovim autorima, ali i
brojnim sliénostima. Stoga je cilj ovog rada da rasvetli odnpsonikne u
razlike i eventualnu povezanost Kaaistraziv&kih programa Kejnza i
Hajeka. U vezi s tim be winjen pokuSaj ka oddivanju teorijskih osnova i
koncepcijskih sadrzaja na osnovu kojih mozemo skagieu kojoj su meri
dela ovih autora alternativa neoklasij ekonomskoj teoriji, kao i inspiracija
daljem razvoju ekonomske teorije i metodologije.

Klju éne refi: metodoloSki pluralizam, privredna ravnoteza, wesnost,
ograntena racionalnost, formalizacija ekonomske nauke
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FOREIGN ECONOMIC ACTIVITIES OF UKRAINE:
CASE OF SMALL BUSINESSES

Yuriy Makogon®

Abstract: Currently, international economic relations are under severe
transformations related to new economic challenges of the XXI century.
Critical roleis played by the processes of globalization and the formation of
post-industrial society. The technical base of production is rapidly
improving. The optimization of branch and territorial structures of national
economies are in the process. Among these changes are happening and the
process of intensive development of small business: expanding its sphere of
operation and a range of functions performed by them. Small business is a
sector of the economy, which alone or in conjunction with large firms and
state-owned organizations participates directly in shaping and promoting
positive social and economic processes, largely determine the shape and
trends in developed countries for coming decades.The aim of the research is
to study the current state and problems of foreign economic activity of small
business in Ukraine in the context of globalization, as well as determining the
prospects of its development, involving into account international experience
and national identity management.

Keywords: foreign economic activity, small business, globalization, world
economy

Introduction

Currently, international economic relations are emd severe
transformations related to new economic challerafethe 2% century. Critical
role is played by the processes of globalizatiot thie formation of post-industrial
society. The technical base of production is rapiiiproving. The optimization of
branch and territorial structures of national ecoies are in the process. Among
these changes are happening and the process p$iiedevelopment of small
business: expanding its sphere of operation arsh@er of functions performed by
them. Small business is a sector of the economychwalone or in conjunction
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with large firms and state-owned organizationsipgedtes directly in shaping and
promoting positive social and economic processagely determining the shape
and trends in developed countries for coming dexade

Rationale

The aim of the research is to study the currerntestad problems of
foreign economic activity of small business in Ukea in the context of
globalization, as well as determining the prospeftés development, involving
into account international experience and natiaeitity management.

Theoretical and methodological basis of the thesissists of modern
economic theory of the internationalization of epimses, scientific works of
domestic and foreign scientists on this problene Bhsic method of research is the
systematic approach. Methods of synthesis, comperatconomic and statistical
analysis, sociological research are used in thearel. Database of research data is
an international and national statistics, Ukraitelgslation. In the paper data from
periodicals, scientific publications and materiglgonferences is used.

In world practice, there are the following basienfie of stimulation of
small businesses:

» direct funding (grants, loans), which reach 50%h&f cost of creating of
the new products and technologies (France, USA).

» provision of loans, without interest payment (Ses).

» subsidies (in almost all developed countries).

» establishment of fund innovations taking into actothe possible risks
(UK, Germany, France, Switzerland, the Netherlands)

* reduced state fees for individual inventors (Aasttermany, USA).

» prolong the payment of fees or exemption from thé&nthe invention
relates to energy saving (Austria).

» free record keeping at the request of individuakirtors, patent attorneys
free services, exemption from payment of fees (tletherlands,
Germany).

However, there are significant differences in th@dpean (continental)
and the Anglo-Saxon (American) model of small bass development. If the
French state supports small businesses providiagagtees up to 65% of loans, in
the U.S. prefer to provide assistance to most iatiee enterprises. In particular,
the federal government finances 35% R&D expenditdir®MBs in the form of tax
incentives and through government contracts. At siate level and local
governments operate programs that support innav&MBs to the specific needs
of the territory. In addition, the state financhsough a business venture created
with the patrticipation of the state in the smallsipgss investment companies
(SBICs) that have a tax and financial incentived government guarantees for
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credits (up to 75%), provided to small firms. Adding to experts, the share of
small and medium-sized firms account for 20 - 30R@lb new products, while
their share in the cost of innovation is only 4-8%akogon, 2009).

The global economic crisis at the end of the fietade of the XXI century
found expression in a wide range of socio-econoptienomena. The small
business sector was the most difficult situatiome dnhainly to a sharp and deep
decrease in demand and deteriorating credit camgitiln different countries the
decline in sales of small businesses varies corabtiedepending on the economic
development and integration of these countrieoirifin trade. During the crisis,
many European countries have adopted measurepporstsmall businesses, to
help it to survive through difficult times:

» The provision of soft loans, the use of leasingnéhising, subcontracting.

* Provide (for low or free) advisory services andestfic and technical
information.

« Develop and implement a "strategic development flamaking into
account the specific socio-economic characteristifs the region:
economic development, specialization in industreeid agricultural
production, historical, cultural and ethnic featucd the territory.

e Helping the unemployed to build their own business

e Creation of fair competition in tax minimization.

Shrinkage of the consumer market and a declineaiess along with a
decrease in liquidity of the enterprises and veimgrospects for the future, have
a depressing effect on the small business sectad, As mentioned above, the
position of small business is largely exacerbatgdhie deterioration of terms of
access to short-term and long-term lending. Pohls showed that among
entrepreneurs waiting for further reductions inibess activity will lead to further
deterioration of the small business sector in 20His is due to the following key
factors:

* increasing of the number of deferred payments, ibgado steadily
increasing shortage of working capital and, coneaty, reduce the
liquidity,

* increasing the number of outstanding commitment®-Eayment, failure
of delivery dates, etc.), leads to an increaséénnumber of bankruptcies
and an overall reduction in business in the SMBosec

» lack of financial resources and the growing unnastchin the credits.

Confronting the worsening conditions of accessredit, small business
sector enterprises are seeking alternative waysfiridncing, such as the
mobilization of its own reserves for self-financimgduction of investment and
innovation projects, and even their terminatione Tulk of small businesses can
be very effective use of financial resources, lmgeas is difficult, especially in the
context of the global crisis, and it is a majortabke to the creation of new small
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business units, to their survival and further depslent. Particularly active in
seeking additional sources for a comprehensive ureso providing small
businesses are often involved in the implementatioimvestment and innovation
projects. This is due to the realization that affter crisis, the results of investment
in production modernization and innovation projegit be an important means of
achieving economic success in a globalized econioasgd on knowledge of the
latest scientific and technological achievements.

Despite progress in recent years, positive resuksaine lags behind the
developed countries, where, as a rule, the majaofitthe working population is
employed in small businesses, and the contributibrsmall businesses in the
country's GDP is at least 60% (in Ukraine - 4%).

Figure 1 The Share of Small Enterprises in Ukrains GDP,% (Yankovskiy, 2010 and
State Statistical Service, 2011)

P NWSOOoO N

EU Japan USA Russia  Ukraine
countries

It should be noted that the advantage of develapedtries, which is fixed
by globalization, is that a high percentage of Gp®yided by small and medium-
sized businesses, is balanced by the purchasingrpofvconsumers, who are
employees of a large business. In Ukraine, displacem their jobs, many
employees of industrial, scientific, educationad ather systems solve the problem
of existence by emigrating abroad. Today, a growingber of experts have come
to believe that the rate of deindustrializationtloé country (or the decay rate of
non-competitive industries) is too much higher ttizen birth rate of production in
small and medium-sized businesses, which can eatcteased social tension in
society and the loss of entire segments of the ibiera industry. In this regard, the
development of small and medium-sized businessed t@be considered in the
context of the overall development of industrialigoin Ukraine. In other words,
it is necessary to equalize the rate of eliminatainconsequences of hyper-
industrialization and the creation of new jobsnma#i and medium businesses.

Also, large national differences, particularly ondicators of foreign
economic activity. According to the OECD, in deyed countries, about a quarter
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of small industrial companies get 10-40% of revendeom international
operations. Their exports account for 25-35% oflev@xports of goods and the
export orientation of the SMBs of developed cowstricontinues to grow,
outpacing export growth of the largest companiethen 2-2.2%. In West SMBs
proportion of products sold abroad, ranging fromt@@7% (in Ukraine - 3.5%),
and engineering industries of Japan and the UiStatks this share is equal to 30
and 40%. As many SMBs work under subcontractsr thdirect participation in
foreign operations is much higher, most are foadapor example, only the export
of goods, the share of small companies in the Bc8ounts for about 20% of the
total volume of commodity products sold by Americhnsiness in the global
market. In countries such as the Netherlands, BelgGermany, Japan, it reaches
in some years 35-40%. Many SMBs of Japan, Frandeotiver countries from 20
to 50% of their output are exported (Makogon, 2011)

Foreign-economic activity of Ukraine is attractiimgcreasing attention.
And it is natural, because Ukraine is one of th& fplaces in the world in terms of
the ratio of foreign trade to GDP. Foreign tradedwer of Ukraine is almost equal
to its GDP, and this means that a weighty shatgko&inian business is connected
with foreign trade operations. However, Ukraine ateel conditions for the
functioning of small businesses, such as the expbrtheir products is less
profitable than sales of products in the domestarket. In terms of economic
interests of Ukraine, the active participation ofadl enterprises in foreign trade
and other forms of foreign economic relations caralsource of increasing foreign
exchange earnings, to address a number of ecoraiitems. The presence on
the world market will allow them to implement to pnove the production of
modern technology, engage in various forms of mssrcooperation with foreign
firms to attract foreign capital. In 2009 only 1086 small and medium-sized
enterprises 20% of Ukraine's export operationdathwut. The share of large firms
exporting their products and services to more 8G¥b [4].

Table 1 Experts Estimate of the Proportion of SmalBusinesses Participating in the
Export of Ukrainian Enterprises of Goods and Servies for 2005-2010 (Makogon, 2011)

Indicators 2005 | 2006 | 2007| 2008 2009 201
Share of small enterprises
Share of small enterprises
in the total number of 857 | 856 85,7 85,3 85,1 84,2
enterprises
Exports of goods and
services 27,31| 37,97 40,36 45,87 58,36 78,70
Exports of small
Share of small enterpriseg i
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Based on the analysis of literary sources, theeprgneurs survey results
of Chamber of Commerce and Industry of Ukrainen say that of all forms of
internationalization of the business environmeritkfaine the most typical are:

* Export-import transactions (household goods, comsiugaods);

» Contract and cooperative partnership, in particulaensing agreements
and franchising;

* Services (consulting, buying real estate, travel);

» Attraction of foreign direct investment.

Other forms of internationalization of the busineséisst of all establishing
of their own offices abroad - are absent.

Thus, based on expert judgment, we can say thatgdugraphy of
Ukraine's SMBs export in 2010 is distributed fakows: CIS (24.4%), EU
(19.7%), other European countries (16.6 %), AsBad%).

Figure 2 Exports of Small Enterprises in Ukraine h 2010,%

CIS,
24%

Other countries of
Europe
17%

Source; State Statistical Service, 2011

Figure 3 Imports of Small Enterprises in Ukraine in2010,%

Other countries
7%

o cis,
23% . 37%

Other countries
of Europe EU
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Source; State Statistical Service, 2011
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Import of small businesses is on the same geographreas as exports,
but is distributed as follows: CIS (37%), EU (21%}her European countries
(13%), Asia (22%).

In the commodity structure of exports of small besses, agricultural
products and food industry are about 10%. A lgnggortion of both their imports
and exports is the share of light industry: claghifootwear. If in the whole structure
of Ukrainian exports are the main items - pig jrovlled metal, pipes, chemical
fertilizers, the small businesses in the sectdiomdign trade plays only the role of
intermediaries, or commercial structures createthfge industrial plants.

An important condition for the development of imational cooperation of
small businesses is a good level of awarenesseopoiential partnership. Local
entrepreneurs are poorly informed about the prdspebat they can be
implemented with the help of various internatiomajanizations.

Conclusions

In the framework of the existing traditional apprbdo the essence of the
world economy as its main subjects are the trar@ratcorporations. However,
the globalization of small businesses in the cdntExits participation in the
innovation process, due to the accumulation of huoapital makes it possible to
regard the place of small businesses in the wartsth@my as a full participant in
global economic processes, along with tradition#bjects and place it in the
innovative model of global economic developmente Tinocess of globalization
and technological change, determine innovation aewelopment vector of the
world economy, which in practice is realized in themework of national
economic development that leads to the objectivedigérsification of small
businesses in the area of innovation, adopted ¢ir floreign trade activities:
development of postindustrial areas — trade in isesy research activities,
international franchise, international leasingreating foreign capital in joint
ventures, etc. There is an urgent need to devaleguate trends of globalization
and internationalization of small business todis, d4election of priority species and
forms of foreign trade for the innovative naturesohall businesses that can be
used in the administrative structures of a paricutgion to implement procedures
for the formation of regional development prograims small businesses in the
area of foreign economic activity.
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SPOLJNO-EKONOMSKE AKTIVNOSTI UKRAJINE:
SLUCAJ MALE PRIVREDE

Rezime: Trenutno, méunarodni ekonomski odnosi su pod jakim
transformacijama u vezi sa novim ekonomskim izanaR1. veka. Kritinu
ulogu imaju procesi globalizacije i formiranje posustrijskog drustva.
Tehnitka baza proizvodnje se ubrzano poboljSava. Opticjaranskih i
teritorijalnih struktura nacionalne ekonomije je procesu. Pored ovih
promena deSavaju se i procesi intenzivnog razvojale mprivrede:
proSirivanje sfere operativnosti i opsega intenaiyrrazvoja funkcija koje
vrSe. Mala privreda je sektor ekonomije koji samul vezi sa velikim
firmama i drzavnim organizacijamacestvuje direktno u formiranju i
promociji pozitivnih drustvenih i ekonomskih proaesiveliko odldivajudi
oblik i trendove u razvijenim zemljama za decenieje dolaze.Cil
istraZivanja je ispitivanje trenutnog stanja i pesba stranih ekonomskih
aktivnosti male privrede u Ukrajini u kontekstu lghdizacije kao i
utvrdivanje perspektive njenog razvoja uzim@ajw obzir meunarodno
iskustvo i menadZzment nacionalnog identiteta.

Klju é€ne reti: spoline ekonomske aktivnosti, mala privreda, dliabaija,
svetska ekonomija
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KNOWLEDGE AND INNOVATION AS ESSENTIAL FACTORS
OF SOCIO-ECONOMIC DEVELOPMENT OF THE COUNTRY:
A STATISTICAL AND ECONOMETRIC MODEL

Slavica Joveti"
Nenad Jankovi™

Abstract: Contemporarybusiness enviroment has contributed to the gro
importance of investment in knowledge, technolaglianovation. Increase
the general level of education has contributed thataradigm job for life it
replaced by a new, lifelong learning, where eation is considered the on
viable resource of competitive advantage in theglamn. Investing ir
knowledge should be in causal relation with otlaetdrs such as investment
research and development, application of researésults, innovatior
devebpment and application of new technologies. Thighi&s reason wh
innovation is considered to be the core strategyeiarope 2020, which shou
lead to the creation of some kind of "Innovatioriddgii. The last revision of th
ISO family of standards shis that the sustainable success of the organizi
can only be achieved by effective and efficientlityjuenanagement systel
managing the effects of environment factors,leg@rprocess and improveme
and innovation applying. Applying this standardachieved by continuous
improving organization performance, as well as oostr and other intereste
parties satisfaction exceeding. The aim of thisgpapto specify the statistic
and econometric model which has to show the factbezonomic growthnd
countries development level.On the basis of estaddi database and specif
model, the shape, type and direction of functioagieement between t
dependent variable were defin- GDP per capita and selected indepenc
variables and hypothesesre tested using regression models.

Keywords: knowledge, innovation, economic development,issizdl and
econometric mod
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knowledge, technology and innovations. Nowadayshrtelogical development
requires more than mere compliance to market faioelscomparative advantages,
and for this reason, research and development, emlutational system have
become key factors to meeting these objectivesnAavation system, in terms of
a group of institutions and their interactions ains generating new knowledge
and applying the existing knowledge, has becomead @and parcel of any
contemporary economy. It can be observed that tisemetrend of rising levels of
education, with a ’job for life* paradigm being teped by a ,lifelong learning®
paradigm. Informal education has been given a denable attention alongside the
formal education. Simply put, learning and imprayvimave become inevitable in
all aspects of one’s life, while at the same timhgnamic and turbulent working
conditions are no longer to be taken for a threat,for an opportunity to succeed
and make progress in the period that is yet to cdtrie no longer sufficient to
possess natural resources, technology, or finaheesuse education is now
perceived as the only sustainable long-term regowith a competitive advantage.
Naturally, education has to maintain a certain eaarsd-effect relationship with
other factors, such as investment in research awlapment, application of
research results, innovations, development andicapipin of new technologies
(Veselinovt, Stanist and Jankowi 2011, 153-154).

The European Union, as one of the world leadingheaves follows the
trends mentioned above in an effort to create avledge-based society. In the
times of limited state budgets, factors such asaté changes, energy and resource
restrictions, considerable demographic changet(ins of health issues and aging
of population), and increased global competitiorhiGlw are only some of the
growing problems) emphasise the importance ofiefficand adequate knowledge
and innovation management, with the state gainimgngortant role in making
legal frameworks for adequate macroeconomic enmiet where knowledge and
innovations will be fostered. With this on mind, liiecomes obvious why
innovations gain importance within Europe 2020 t8tyg which is supposed to
result in a sort of “Innovation Union”. The biggestallenge for the European
Union and its member states is to raise the appro@ennovations to a higher,
strategic level where innovations will be formubateithin comprehensive mid-
term and long-term goals. All instruments, measuwsad finances should be
created in such manner that they contribute toviatons. National and regional
policies should be harmonized and, at the same timeg should spur each other’s
development, while highest political levels shoeddablish strategic plans, monitor
progress and remove shortcomings. Naturally, tleatmn of such union should
contribute to meeting a number of economic objestiv

High technology products, based on knowledge andemmachievements
have become a pre-requisite for a long-term ecooaw®ielopment, while, at the
same time, harmonization of economic and expoucsires poses a condition to
successful competition on a common, open markatefido Stanis& 2009a, 1).
Inadequate export structures of underdevelopedtdeanthey export goods at a
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lower procession stages) have become, to a largentexa limiting factor to
development of their economic structure. Investmanade in education, research
and development, and encouragement to innovatiams lme factors to enhance
such structures, which may, in return, generateositipe effect to the overall
competitiveness. If they fail to do so, underdepebbcountries will remain a place
where work requiring lower skills, lower costs ateeaper labour is relocated.

The purpose of this paper is to specify an adequsatitical and
econometric model. The resulting model will enalneeting other general
objectives: generating a platform for successfaisien making and management
in the field of scientific-technological developntebased on scientifically-
grounded information; a comparative analysis offgricomparison both to
countries with high-technological development ara the development of
neighbouring countries; positioning and anticipgtirsocial-economic and
scientific-technological development of Serbia;nforg a statistical data base
which will enable generation of scientifically-gmaed information. The model
also provides for meeting specific objectives: gsialg and establishing GDP
movement tendencies, and the rate of its growtpegid@ing on the variable in the
model), and all indicators of scientific-technolcaji development (regardless of
the variable in the model) in the long-run; deterimy the type, shape, and
direction of agreement between GDP, economic growtid all indicators of
scientific-technological development; establishistatistical significance of the
model and the influence exerted by certain indisatodefining the policy of
scientific-research-development (SRD) policy, amedirdng concrete measures of
scientific-technological-development policy for rtiag specific objectives and the
adopted policy; testing various hypotheses whichuldioassist in adopting
appropriate managerial measures at all levels @ #Rh the purpose of making
valid business decisions. The selected optimaisttatl and econometric models
may allow for making suggestions and carrying @aalistic, both optimistic and
pessimistic variety of future economic developmenthe function of it being the
indicator of scientific-technological development.

2. Defining Variables in the Model

Contemporary circumstances within which businessraimns are carried
out have emphasised not only the role of one’s kmowledge, but even more the
importance of making use of somebody else’s knayded the benefit of one’s own
economic growth and development. It is considecedle of considerable help to
know how to adequately collect, utilize and transfamebody else’s experiences. In
this context, problems can be observed from twegmeatives: (1) from the micro
level — where research is carried out so as tmeefariables affecting innovations
made by companies, and (2) from the macro leveheravresearch is carried out so
as to define variables affecting scientific-reskatevelopment (SRD) potential of a
country and its economic growth and development.
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(1) The principal instigator of development withémy economy is an
individual, a firm, i.e. a micro level. For thisason, it is important to monitor and
measure innovation activities of firms by identifyifactors which affect them (in
a positive or a negative way). At issue here isniagn characteristic of innovation
activities — it is a continuous process, which nseiais more difficult to measure
and to be placed within certain boundaries. Howesentain models and analytical
frameworks for observing innovations emerged in0s9&nd 1990s. OECD and
Eurostat recognized the significance of the isswelay a joint effort they created
the Oslo Manual (1992), which is but one in a “Eeds family” of manuals,
covering innovation measurement and micro levéiretogies.

Research conducted on the basis of the first dofftthe Manual,
particularly the Community Innovation Survey (ClS)pommissioned by the
European Commission, shows that it is feasibleaeetbp a system and collect
data even for such complex processes as are inoovaicesses. Over time, the
observation framework expanded resulting in thedtl@dition of the Manual in
2005, which, apart from building upon a great gitaf data and upon experience
from earlier research, expands into several importhrections (Oslo Manual,
Guidelines For Collecting And Interpreting InnowatiData 2005, 11):

« there is an emphasis on the role that linking teeofirms and institutions
plays in the process of innovation;

« there is a recognized importance of innovationsintakplace within
industries which are less dependent on the funstioh research and
development;

« innovation definition is expanded so as to inclie additional types of
innovation — organizational and marketing innovasicand

* the manual contains the annex on research onatioovcarried out in the
countries which are not members of OECD and shdws there is a
growing number of such countries which conductaes®on innovations.

The most important objective of the Manual is toviie guidelines for
collection and interpretation of data related teowations so that their influence on
economic growth can be better understood. “Innowatefers to the application of a
new or significantly modified product (refers bathgoods or services), or a process,
new marketing method, or a new organizational neetbca business practice, work
place organization or external relations“(Oslo Manusuidelines For Collecting
And Interpreting Innovation Data 2005, 46), whemedvation can refer to any of the
following three concepts — new to the firm, newtite market, and new to the world.
In the third edition of the Manual the minimum reagment for innovation is that it
has to be new (or significantly improved) to themfi Harmonization of research
methods with the help of the Manual should contébto comparison at both
national and international levels by using adeqregalting indicators.

ISO Standard family emerged as a response to agebtabusiness
environment. For this reason, general requiremearfitdSO 9000 family of
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standards include an obligation on the part ofcbrapany to establish, document,
maintain, and apply quality management system (QMS) to continually
improve its efficiency and efficacy. It has becootdigatory for an enterprise to do
the following: identify processes necessary forcfioning of QMS and to apply
them throughout the company, to determine the addrinteractions among these
processes, to ensure resources necessary for suppire system/processes, to
measure and analyse their performance and to amelgsures necessary for
carrying out planned results and to enhance chlarsiits of the
system/processes/products and staff.

Over time, ISO Standard family has developed anghaeded to
incorporate 3 standards now: ISO 9000 Dictiona®) B001 Quality Management
System, and ISO 9004 Management for the sustaimeckss of an organization.
The following principles of ISO Standards familynche identified: leadership;
internal user orientation, end user orientationd astakeholder orientation;
inclusion of staff; systemic approach to managemenitually useful relations
with suppliers; fact-based decision making; cortstenprovement, and process
approach. The evolution of standards witnessesttimhot sufficient to introduce
a standard and make success, but it is necessgmovide conditions for their
continuous long-term implementation, as well asctmtinuously improve the
system/processes/products/ staff competences.efimststainable success of an
organization refers to ability of an organization to achievel austain its long-
term goals. Key segments related to it are as visliceffective and efficient
quality management system, managing external facterand learning, and
implementation of improvements and innovationSRPS 1SO 9004, 6).

Given the importance that is given to the issuenobvation, we will
outline Article 9 of the ISO 9004:2008 Standardjeti as: Improvement,
innovations, and learning. There is a sub-articBev@thin it which is dedicated to
innovations. It maintains that changes in the rmnent may require that an
organization should adopt innovations in order &spond to the needs of
stakeholders. Because of that an organization dhadentify innovation needs,
establish and maintain effective and efficient wet@n process and provide the
required resources related to that. The followiragtdrs affect establishing,
maintaining and managing innovation processes: nasgef innovation needs,
innovation goals and their influence on productsycpsses, and organization
structure, determination of a company to introdimg®vations, determination of
people to respond to challenges and change thentustate of affairs, and the
availability or emergence of new technologies. ¢ same time, it is necessary to
assess risks that may accompany planned innovaieng is necessary to take
preventive measures to mitigate such risks anddygaped for any emergences that
may occur in such circumstances (SRPS ISO 9002423-
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(2) There is another point of view with regardsite macro level. Lack of
adequate institutional and legal solutions may ertuvbe adverse to any positive
effects that may occur at the micro level. Theestsould play a key role in
providing a fruitful macroeconomic environment. Hoxgr, apart from
considerable influence and importance of R&D, depmient and
commercialization of new technologies is conceattawvithin a small number of
countries. For this reason, over 1960s and 19h@sUSA and Switzerland, had a
larger rate of international patents per capita thlhother countries in the world.

The concept of National Innovation Capacity (NI@gated by individual
states, is deserving for creating an adequate mesnomic environment. The
research conducted so far has been based on hieées(Jovett, Stanisé 2009b,
91): the Romer Model of Economic Growth, based @eas as driving force of
development, The Porter Model of National Indust@iampetitive Advantage, and
Nelson's research on National Innovation Systentsislvery important to
determine which factors influence the generatiolNii. A general assumption is
that there are many factors, but they differ dependn the theory which is
applied (Joveti, Jankow 2011, 145). The choice of variables for specifying
statistical an econometric models (as is the cadeaur paper) is conditioned by
the availability of data.

An attempt to create the ,Innovation Union“ withitre EU is perceived as
a sign that there is a vision, agenda, preciseilalision of tasks that need to be
fulfiled and a monitoring procedure aimed at acplishing competitive
advantage of member states. For this reaBimectorate General Enterprise and
Industry started the initiative known @RO INNO Europewithin the European
Commission, with the purpose of the initiative’sbmiing a centre of analysis by
employing integrated approach in analysing inn@ratind cooperation policies in
Europe. It comprises two main parts: Policy analyand Policy cooperation.
Policy analysis encompasses innovation performderehmarking, analysis of
leading innovation trends, and collaboration in Warld of knowledge including
contacts related to innovation policy and busingssvations, facilitation of
dialogue between state bodies, industry, and adadestitutions with regards to
innovation policy. Policy cooperation includes stlating transnational
cooperation in the area of innovation policy andirgj stimulus to joint actions
aimed at introducing innovations (http://www.prameurope.eu/overview).

Innovation performance benchmarking, as a constitaePolicy analysis,
consists of two instruments: Innovation Union Sboad - IUS (once known as
European Innovation Scoreboard (EIS)) and Innobatem IUS is aimed at
comparing innovation performances of member staespally, on the basis of
various sources, above all on the basis of dateiged by Community Innovation
Survey. Innobarometer completes results providedUsy, by analysing specific
aspects of innovations through research based oandom sample of 3,500
enterprises operating within the EU (http://wwwipr®m-europe.eu/metrics).

528



Knowledge and Innovation as Essential Factors of $m-Economic Development
of the Country: a Statistical and Econometric Model

IUS 2011 is a second edition, based on IUS of 2840 on previous
versions of EIS. Itis a tool which is supposetiétp with monitoring the progress
made in reaching the objective of Innovation Unitormulated within Europe
2020 Strategy, which provides for comparative assests of innovation
performance among member states, indicating relatirengths and weaknesses of
their research and innovation systems. The IUS.@Blingusihes between 3 main
types of indicators and 8 innovation dimensionschvtare described by the total of
25 different indicators. The principal types of izators are as followsenablers
which are driving force of innovation performanceitside a company, a
company’s activitiesencompassing innovation efforts at the level abmpany,
andoutputs referring to the effects of a company’s innovatamtivities.

The overview of innovation systems characteristiithin member states
is enabled by the General innovation index reptasgra composite index which
results from an appropriate aggregation of 25 iddial indicators. The minimum
value of the index is 0, whereas the maximum pdtessidlue is 1. Apart from the
General index, the IUS is used to calculate thengbaof innovation performance
of member states and the entire EU, based on Bee-yeriod data. The best results
are marked by the countries which have adequatelgnbed research and
innovation systems, accompanied by exemplary caipar between public and
private sectors, as well as by scientific instdos cooperating with enterprises and
knowledge commercialization. On the other handntoes lagging in innovations
are characterised by disharmonized research anddtion systems.

3. Statistical and Econometric Model

Statistical and econometric model has been madd fuccessive years,
namely for 2006, 2007, 2008, and 2009. One depé¢ra®h more independent
variables have been defined, and following therigsif rejected hypotheses of the
regression model and their removal from the moagjression models have been
established for each year respectively (R1, R2, dd8, R4) based on structural
data. A comparative analysis of the statistics Itegu from individual models
followed, as did the testing of hypotheses relatdstatistical significance of
regression models, statistical significance of vidlial variables, and hypotheses
related to population parameter equality. A comipagaanalysis such as the one
described here may enable users to select variaplésmodels which result in
more accurate forecast, and it can be used mdeblsefor introducing measures
related to macroeconomic and business policy, adl we for making
macroeconomic business decisions.

3.1. Model Description

The objectives of the specified statistical andneceetric model are as
follows:
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To determine the shape, type, and direction of tfanal agreement

between the dependent variable — GDP per cagjitand independent variables:

Number of researchers per million inhabitaxg,(

Public expenditure on education — its share in GRp,
R&D Investments — their share in GDR;Y and

the Share of high technology products in the exp@@) and
the Number of registered patents (totxg) (

Hypotheses are tested in regression models. Zgratihgses are:

Multidimensional hyperflat surfaces of functionalepgndability are
statistically significant.

The influence of certain independent variables ighlly statistically
significant.

There is no problem of multicollinearity betweedépendent variables.
There is no problem of autocorrelation among data.

There is no problem of heteroscedasticity

There is an effect lag (one or two years long)hdiependent to dependent
variables.

There is an asymmetric effect of rise and fallvfeistments in R&D.

Structural data for 32 European countries have beed. Data are related

to the period between 2004 and 2009, and they foerel in statistical data bases
of the World Bank and UNESCO. Differences in thesaed variables are
illustrated in Figures 1 to 6. The displayed valaes: the highest values of the
observed variables, the arithmetic mean, the valoe$erbia and neighbouring
countries, and data for the countries with the kiwalues in 2009.

Figure 1
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Figure 2

Number of researchers per million citizens in 2009
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Figure 3

Share of public expenditure on education in 2008
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Figure 4

Investment in R&D (%GDP) in 2009
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Figure 5

celand Share of hiMhLIogy products in exports, in 2009
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Figure 6

Registered patents, residents, in 2009
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Source:World development Indicators, World Bank 2008, 2@did UNESCO 2009

In this paper we have applied a statistical anchecwtric analysis. In the
first step we test two-dimensional linear and noedr models in order to
determine the shape of the influence that selecigeipendent variables exert on
the dependent variable. The following models weeeamented with: linear, log-
log, lin-log, log-lin, and square. Lin-log model svbound to be acceptable only in
the case of two-dimensional specification modethef influence exerted by the
number of patents (JovétR007, 478-489). In the case of testing the probdém
heteroscedasticity the above mentioned two-dimeasimodels were used.

Stepwise regression was used to specify multidimeat regression
model. It is based on comparative analysis andnthasurement of the optimal
relationship and the influence of independent \deim on the dependent variable,
by using the--test.At every step, variables are selected on the lodsiwir having
the highest influence on the dependent variablethén final step, all variables
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within the model must have the valuefoktatistics above the lower critical value
F (3,90) and all variables outside the model must haveréihge below the critical
value (3,90) (Jovett 1996, 84-88). The following multidimensional hyganes
were experimented with: multiple regression modaljltiple log-log model,
multiple lin-log model, and multiple log-lin modglovett 2007, 515-542).

The problem of multicollinearity is tested in thecend step. The
assumption of the model is that independent vaesabre mutually independent.
However, this assumption is seldom proved to be. ituis more often the case that
there is a functional relationship among independemiables. The problem is
caused by the relationship among pieces of infammawithin the sample and it
causes imprecise assessment of variance and sladdaiations. The assessed
parameters may display the opposite sign of effeant the one recognized by the
economic theory, due to the presence of bias mesdi@bove. Multicollinearity is
tested by utilizing inverted correlation matrix vegodiagonal elements are known
as variance inflation factor (VIF), i.&/IF =1/(1-R®,where R? stands for a
multiple determination coefficient ok independent variable to all other
independent variables. Snee suggests that théestrariteria should be applied in
determining multicollinearity, i.e. that it exisis VIF>5 (Jovett 1996, 90). An
ideal situation occurs when VIF takes the valualwfut one (1). However, one of
the methods used to override multicollinearitytepsvise regression.

In the third step, we test the problem of heterdasgcity. It is assumed
that accidental errors of the model have constadtfimal variances’,;= o> If the
assumption is verified, it can be said that acdialearrors are homoscedastic.
Otherwise, accidental errors are heteroscedastis. & consequence of
heteroscedasticity, assessments are not efficcamifidence intervals, and tests
based on variance assessment are not reliableisipaper we use Glaser’s test for
discovering heteroscedasticity (Mladergwetrové 2003, 172). Absolute values
of residuals are regressed in relation to eachpienident variable respectively. All
curves mentioned above have been experimented WithT-test andF-test were
then used to test the hypothesis related to theelod dependability. The selected
model of dependability and the calculated valuesredidual are used for
transformation of all variables within the modeh the selected model of
dependability, the generalized least squares misdapplied to the transformed
variables (Johnston 1998, 211).

In the fourth step, we test the problem of autaglation. It is assumed that
accidental errors are not correlatedyg;, ¢)=0. The existence of the first-grade
autocorrelation does not affect bias and consigtefithe assessed parameters of
regression, but it does affect the efficiency daddgs. To test the zero hypothesis
stating that autocorrelation does not exist weizeiil the Durbin-Watson Test
(Johnston 1998, 211).
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In the fifth step we test the asymmetric influermfethe independent
variable, because it is assumed that it may haeh sffect (Mladenov, Petrové
2003, 146). For this purpose, we introduce anicidlfvariableXs, i.e..

Xs=1,za X< X i
Xs =0, za X>Xiq.

Testing the hypothesis related to asymmetric effefgrs to testing the
hypothesis stating that there is a statistical iB@ance of parameters
accompanying the artificial variable.

Since it is assumed that there is a one- or tver-leg effect, a multiple
classic regression model was applied in the folhgngircumstances:

* Where dependent variable refers to GDP per cap2806, and independent
variables date back in 2004, 2005, and 2006 (Jo2e@7, 539).

Where dependent variable refers to GDP per capita2007, and
independent variables date back in 2005, 20062a80d.

Where dependent variable refers to GDP per capita2008, and
independent variables date back in 2005, 20062a80d.

*  Where dependent variable refers to GDP per capita2009, and
independent variables date back in 2006, 20072a808.

Finally, since there are four regression modelscifipd, we tested
hypotheses related to equality of parameters irulatipn. Statistical analysis of
data was performed by using the statistical soBwW&PSS (Statistical Package for
the Social Science for Windows, version 15.0) anirésoft Excel. We used
different tests in processing data (t-test, z-tBstrbin-Watson test, Glejser test,
etc.) as required by statistical rules and proesiuiTo determine statistical
significance we used the following confidence levet0,01x a=0,05.

3.2.Research Results
3.2.1. Regresson Model for 2006

In the first step all curves mentioned above weggeemented with. In the
year of 2006, a multiple logarithm regression mdqtted-log) was selected because
of the highest values of grades of determinatioaffament (R° = 0,716 and
Snedecor’s Fstatistics £ =25,261, p=0,00D SinceF >F;55005= 3,4434 and
since p=0,0000, H; is approved, which means that the regression cisve
statistically significant. In this model, only twindependent variables —
Investments in R&D X; - % share in GDP) and the Share of high technology
products in the exportX{) have statistical significance in relation to trependent
variable, or in other wordS§tudent’s t-statisticss higher than the theoretical value
t,..21 p equals zero
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Testing multicollinearity In the model where GDP per capita in 2006 is
the dependent variablg]F=1,653. Since VIF is close to one, it is concluded that
there is no multicollinearity among the selectadkimendent variables in the model.

Testing heteroscedasticity: It has been established that there is
heteroscedasticity in the data from 2006, or ineotkvords, that there is a
functional relationship between the absolute valueesidual| e| and independent
variable of the Investments in R&DX{-% share in GDP) and the absolute value of
residual| e| and the Share of high technology products in espaH.

| e| = f(Xa) — shape of dependability:line, F = 27,915;
| e| = f(X,) — shape of dependability:line, F = 14,723,

All variables are transformed by being divided bydalled absolute value
of the residual. Generalized least squares moded a@plied here. All the
multidimensional regression models mentioned abeeee experimented with.
The lin-lin model applies best to all empirical alafter heteroskedasticity has been
removed.

Testing first-order autocorrelation: Darbin-Watson’'sd statistics was
applied. Sincalys= 1.53, it is deduced that there is neither positive (gheld) nor
negative first-order autocorrelatioryéd4-d;<4-dy) in 2006.

The asymmetric influence of the independent vagiifvestments in R&D
was tested. The artificial variablg was introduced to the model.

Xs=1, for R&D share in GDP at the level of average
Xs=0, for R&D share in GDPbelow the average.

Student’s t-statistics is lower thdn,,,i p >0,05, soH, is approved,
which means that there is no statistically sigaificeffect of the Investments in
R&D.

The 2006 Model is:y;= 57336,1+ 8861 . In Table 1 there are figures
related to statistics of two-dimensional linearresgion model for the year of
2006.

Table 1 R1 Regression Model Statistics

Parameters| Standard
deviation t-stat. Parameters Grades
grade
Bo 9302,153 6,164 p? 0,904
B 616,877 14,364 p'? 0,899
F-stat. 206,338 DW 1,530
VIF 1
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The following conclusions confirming the hypotheses be drawn from
what is stated above:

The selected multidimensional model is statistjcdlighly significant
because:

F o= 206,338> Fvl;vgi p:0,000

In the linear regression model, only the Investmeint R&D variable
(their share in GDRX3)) remained in the model, which means that thifiésdnly
variable which exerts a statistically significamflience onGDP (4=14,364,
p=0,000). Determination coefficient shows the®,4%of variation in a dependent
variable explained by the use of the linear funmind the transformeds
variable. Since there are no variables from thesyef 2004 and 2005 left in the
model, it can be concluded that independent vatatb not exert a lag effect on
the dependent variable. VIF takes the value of(@eso it can be concluded that
there is no problem of multicollinearity in the nedd

Regression model provides for calculating elasticibefficient showing
that if the Investments in R&D (share in GIPR)) changes byl %, independent

variable takes the average valu&; £1,409032%),and then GDP per capita
changes by 0,1788%.

3.2.2. Regression Model for 2007

For the year 2007, a double logarithm (log-log) -umensional
regression model was selected, because of the stigitades of determination
coefficient & = 0,67) andSnedecor’s F; statistics Fo; =40,591, p=0,000) Since
Fo7z >F2.2000s= 3,4434and sincegp=0,0000,H; is approved, which means that the
selected regression model is statistically sigaificThe independent variable the
Investments in R&D X; -% the share in GDP) has a statistically significaffect
on the dependent variable in the model, or in otends, Student’s t-statistics
higher thant,...i p equals zero

In the second step we tested multicollinearity.the model where the
dependent variable is GDP per capita in 200Fz=1. Since VIF equals 1, it can be
concluded that there is multicollinearity betweka independent variables selected
for the model.

The problem of heteroscedasticity was then tedteglas ascertained that
there is no problem of heteroscedasticity among,datin other words, that there
is no functional relationship between the absolk#kie of the residual and the
independent variable the Investments in R&R@-6 share GDP), i.e.:

| e| = f(Xa).
The 2007 Modelis log-log.
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97= 4,376+ 0,543%, where y; stands for dependent variable
logarithm,and ¥ stands for independent variable logarithm X

Table 2 R2 Regression Model Statistics

Standard
Parameters d
ev. t-stat. Parameters Grades
grade
Bo 4,376 174,791 p2 0,670
B3 0,543 6,371 ,o'2 0,653
F-stat. 40,591 DW 1,530
VIF 1
Hypotheses:

« The following alternative hypothesis is approvette tselected two-
dimensional regression model is statistically hygklgnificant because
Snedecor’'$y; statistics40,591 > K;.,».,..i p=0,0000.

» Determination coefficient shows th&7% of the dependent variable is
explained by the selection of two-dimensional regien model and
transformedXs’ independent variable

« Population parameter grades are at the same timséioitly coefficients in
the stepwise function, or log-log model, and fds tteason the following
conclusion can be drawn: if the share of Investsi@nR&D changes by
1%, GDP per capita will change by 0,543% .

« There is no lag effect of the independent variables

Although the assumption that there is an asymmetffect of the
Investments in R&D was not confirmed by introducthg artificial variable to the
model, two different regression models were applied

1. Countries whose Investments in GDP are larger tihamverage
2. Countries whose Investments in GDP are smaller tihaaverage

However, the regression models which were selettete not statistically
significant (all econometric problems whose presec&n lead to this conclusion
were tested and removed), which confirmed the agBam that the sample is
homogenous.

3.2.3. Regression Model for 2008

In the first step all the regression curves memtibrabove were
experimented with. A logarithm (log-log) multiplegression model was chosen
for the year 2008, because of the highest gradegtefmination coefficientRf =
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0,749 and Snedecor’s Fstatistics £ =37,281, p=0,000) Sincep=0,0000,H; is
approved, which means that the selected regressiodel is statistically
significant. The independent variables the Investsién R&D (X3 -% share in
GDP) and the Share of high technology productsxpods have statistically
significant effects on the dependent variable ia thodel, or in other words,
Student’s t-statisticare higher thart,...»i p equals zeroThe independent variables
do not exert a lag effect on the dependent variable

Testing multicollinearity In the model where GDP per capita in 2008 is
the dependent variabl¥|F=3,048. Since VIF is less than 5, it is concluded that
there is no multicollinearity among the selectadeipendent variables in the model.

Testing heteroscedasticity: It has been established that there is no
heteroscedasticity in the data of 2008, becqus8,150 i r=0,348 higher than
a=0,05 (zero hypothesis is confirmed).

Testing first-order autocorrelation: Darbin-Watson’sd statistics was
applied. Sincadope= 1,497t is deduced that the test for positive autocatieh is
undetermined (dg>dxzg and that there is no first-order negative aut@tation
(doe<4-dy<4-d;) in 2008. Since the test for the positive autoglation turns out to
be undetermined the procedure for removing autetairon was followed. All
independent and dependent variables were transtbimtée following way:

Y, =Y, - AV, Xy = Xy _lbxlt—li Xy = Xq _lbxs,t—there o

stands for the grade of autocorrelation coeffici@mce there is autocorrelation it
can be deduced that there is a functional relatipnbetween residuals which

means thate =pg_ +V,. The following equation is used to calculate

T
21884
Sl
t=2q_1
The following model was obtained after autocorrefahas been removed

The 2008 Model is:p; = 2,7578+0,2242x +0,3755%; . In Table 3 there are figures
related to statistics of three-dimensional regogssiodel for the year of 2008.

p=

Table 3. R3 Regression model statistics

538

Parameters ds(;\?.ng;rge t-stat. Parameters Grades
Bo 2,7578 9,1543 p° 0,7932
pa 0,2242 1,899
B 0,3755 3,1983 p'? 0,899
F-stat. 49,8647 DW 2,023
VIF 1
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We tested the asymmetric influence of independantbles: the Number
of researchers per million peopl¥; and Investments in R&D — share in GDP
(Xa). Artificial variablesXsand X, are introduced to the model, i.e.

Xs=1, for the number of researchers at the averagelle
Xs=0, for the number of researchers below averagellev
Xs=1, for share of R&D in GDP at the average leveida
Xs=0, for share of R&D in GDP below the average level

Student’s t-statistics is lower thdn.,,i p >0,05, soH, is approved,
which means that there is no statistically sigaific asymmetric effect of the
Investments in R&D.

The following can be concluded from what is staddmbve, confirming
hypotheses:

The selected multidimensional model is statistycdlighly significant
becausd- o= 49,8647> F;.,,i p=0,000, and it is better than the model whicls wa
previously applied to data from 2008, because SiwleF statistics is higher in
the latter model.

The following variables remained in the three-disienal regression
model: the Number of researchers per million pe@pld Investments in R&D —
share in GDR(X) in 2008. Only the Investments in R&D — share in GD®)
displays a statistically significant influencg=14,364, p=0,009. The Number of
researchers variable does not exert a statistis@iyificant influence. However,
when it leaves the model, determination coefficieéatreases. This indicates that
there is some other independent variable exertifigeince over this variable, and
for this reasorX; remains in the model.

Determination coefficient shows tha®,32%of variation to the dependent
variable can be explained by the selection of mimiténsional regression model
and transformed variable§” i Xs;. Since there are no variables left over from
2006 and 2007, it can be deduced that there isagoeffect of independent
variables on the dependent variable. VIF equals and it can be concluded that
there is no problem of multicollinearity in the nabd

3.2.4. Regression Model for 2009

A double logarithm (log-log) multiple regression aeb was chosen for the
year 2009, because of the highest grades of detation coefficient & = 0,748
andSnedecor’skqg statistics Fog =29,758) SinceFqg >F.20.0.05= 3,4434and since
p=0,0000,H; is approved, which means that the selected ragrebgper-plane is
statistically significant. The independent variagblbee Investments in R&DX{ -%
share in GDP) and the Share of high technology ymtsdin exportsX,) have
statistically significant effects on the dependeatiable in the model, or in other
words,Student’s t-statisticare higher thart,. i p equals zero
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In the second step we tested multicollinearity.the model where the
dependent variable is GDP per capita in 2008=1,22. Since VIF is close to 1, it

is concluded that there is no multicollinearity amgothe selected independent
variables in the model.

Heteroscedasticity test followed. It was asceedirthat there is no
heteroscedasticity problem in the data, or in otherds that there is no functional
relationship between the absolute value of residnal the independent variable
Investments in R&D X; — share in GDP) and the absolute value of residual
| e| and the share of high technology products in thm#es, i.e.

| e| = (X3)
| e| = f(X,).

The asymmetric influence of the independent vagmlthe Investments in
R&D and the Share of high technology products ie #xports were tested.
Artificial variablesXs andXs, were introduced to the model, i.e.

Xs=1, for the share of R&D in GDP at the average level,
X5 =0, for the share of R&D in GDP below the average leart

Xs=1, for the share of high technology products in the exft at the
average level, and

Xs =0, for the share of high technology products in the et below
the average level

Student’s t-statistics is lower thdn,,,i p >0,05, soH, is approved,
which means that there is no statistically sigaific asymmetric effect of the
Investments in R&D. This confirms the assumpticat the sample is homogenous,
i.e. that the statistical population is homogenous.

The model idog-log for the year 2009

97 = 4,131+ 0,4679% + 0,203%; . In Table 4 there are figures related to
statistics of three-dimensional regression modetHe year of 2009.

Table 4. R4 Regression model statistics

Parameters Population
parameter t-stat. Sig. Parameters Grades
grade
Bo 4,131 48,201 0,0000 p° 0,748
B 0,4679 5,587 0,0000 p'? 0,723
Bo 0,203 2,443 0,024 DW 1,314
F 29,758 0,0000
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The following conclusions can be drawn on the bakiBable 4 in support

to the set hypotheses:

The alternative hypothesis is approved — the ssdectultidimensional
regression model is statistically highly signifitdrecause Snedecofs,
statistics 29,758 ¥,;.,,.,, andp=0,0000.

Determination coefficient indicates tha#,8% of the variation of the
dependent variable explained by the selection dfidimmensional hyper-
flat surface and transformed independent variakieandX, .

In the case of the step function, or log-log moghaliameter population
grades are, at the same time, elasticity coeffisieso the following
conclusions can be drawn. If the share in R&D clearigy 1%, GDP per
capita will change by 0,467%. If the share of higbhnology products in
the exportsX,) changes by 1%, GDP per capita will change by3%20

3.2.5. Comparative Analysis of the Results
Obtained through Regression R1, R2, R3 and R4

The following conclusions can be drawn after thenparative analysis of

regression data — R1 containing variables from 28@6containing variables from
2007, R3 containing variables from 2008, and R4aiaing variables from 2009 —
has been performed:

By analysing the shape of dependability it can bduded that the shape
changes year by year, i.e. In the years 2006 af#8,20takes a shape of a
straight line, whereas in the years 2007 and 20G8kes the shape of a
log-log model. It can also be noted that there éase of two-dimensional
regression in the years 2006 and 2007, whereakestthe shape of three-
dimensional regression in the years 2008 and 2009.

All four regressions are statistically significgfte=206,338, B;=40,591,
F08=49,8647and F09:29,758) .

No regression shows evidence of lag effect of théables, and it can be
added that there is no asymmetric effect by indépenvariables after
stepwise regression has been applied.

The X3 variable — the share of R&D in GDP exerts statidycsignificant
influence on the dependent variable; the varialdiethe Number of
researchers per million peopl¥;) in 2008 exerts statistically significant
influence on the dependent variable; the varialflé¢he Share of high-
technology products in the exports)X in 2009 is statistically significant.
Public expenditure on education — the share in Gide, the number of
registered patentX{) proved to be statistically insignificant for gbars.
There is no problem of multicollinearity in the regsions.

There is no problem of heteroscedasticity in thgrassions. It existed in
2006 data but it was removed.
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* There is neither positive nor negative first-ordatocorrelation. A test to
discover positive autocorrelation was administerist 2008 data,
following which the positive autocorrelation wasn@ved over the first
iteration.

« Statistical population is homogenous.

¢ Given thatXsvariable — the Share of R&D in GDP exerts influencethe
dependent variable and since the shape of theeimdliin 2007 and 2009
is a logarithm a hypothesis on population paramegeslity can be tested.
Zero hypothesidH, suggests that the value of paramefgrindicates no

significant statistical difference from parametgtg, i.e. 8;= Lo $5,=0.5.

Alternative hypothesid, : 5, # B,,, suggests that the value of parameter
B, indicates that it is significantly different frorthe hypothetical value of
parameterf,, .

The test is a two-way test. The probability of test’s significance level is
a =0,05, and the critical value of the testig,, ; »).

5= b, - B .
%,

The test statistics i

The acceptance zone for zero hypothesﬁ st /2 andp>0,05.

The rejection zone for zero hypothesis and acogtia alternative idH,
equals|t| > Y121 p<0,05

The 2007 test statistics, in this scase, is:
{= b, - 5, _ 0,543-05 — 05059
S, 0,085
The 2009 test statistics it= b, = Bao = 0,467-05 =-0,3928.
S, 0,084

Since |t07|i|t09|<t(vya,2) and po7,po>0,05, zero hypothesis is approved in

both cases, which can be interpreted, based osatmples from 2007 and 2009,
that population parameter with variabtg equals 0,50r population parameters
from 2007 and 2009 with variabl¥3 do not indicate a significant statistical
difference.
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4. Conclusion

The variables included in the model we presentigpaper, are only some
of the possible alternatives. However, theoretarad practical perspectives and
research in this issue suggest that in furtheryaisabnd specification of statistical
and econometric models some other variables shmiidcluded as well. Here are
some possibilities:

a. Absorption capacity variables: the number of peaptegloyed in natural
and technical sciences, the number of people eragdlay medium and high
technology-intensive industries, the number of peemployed in high technology
intensive services, etc.

b. R&D ability variables: expenses related to sciéntiésearch and R&D by
business sector in terms of percentage of the sha&®P; the number of patents
registered in highly technological fields. Justfion for this claim can be found in
the fact that determination coefficients indicédte following: the R2 regression
does not incorporate 33% of independent influeRSdoes not incorporate 20.7%
of the influence, and R4 does not incorporate 252%e influence.

In this paper, there are four different models Itegyin entirely different
models in terms of variables in included in the elags well as in terms of shapes
of dependability. The only variable which can beimed to be statistically
significant is the one referring to the Share offlR& GDP, which means that this
is the only variable the conclusions related toolvhcan be used for making
statistical deductions. Namely, if this variableanbes by 1% (in terms of both its
increase and decrease), GDP (per capita) will dserdy 0.5%. In the case of
Serbia, in 2009, such decrease means spending 88@@5 international dollars
per inhabitant at average, which totals to $43,588.255 (In 2009, there were
7,320,807 inhabitants in Serbia). Among all thertoas observed for the year
2009, it can be concluded that Serbia ($11,893)Mackdonia ($11,159 ) have the
lowest GDP per capita. The following countries héwe highest GDP per capita:
Norway ($56,214), Switzerland ($45,224), Ireland4q$%97), and Holland
($40,676). The average GDP for the observed camisi $28,169.38. Serbia falls
into the category of countries with lowest investtsein R&D (0.86% in GDP).
Finland and Sweden are on the top of the list, sting 3.96% and 3.6%
respectively. If investments in R&D increased by t%ould equal to 1.86% in
GDP, and only then would Serbia reach the averagd lbf investments that the
32 countries within the EU make. In this case, GBRSerbia would be equal to
$11,952.465, and this figure as well as that of &lania would still be at the
lowest place in comparison to the 32 countries laseove here.

Further specification of the regression model witiclude another
procedure, i.e. the first step will include a factmalysis. The second step will
include specifying a regression model with factbeing used as independent
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variables. The results obtained in this way willused for testing hypotheses and
for making a comparative analysis with the spegifiegression modeR1, R2, R3,
and R4. This is of particular importance for measuring théuence of the lag
effect exerted by independent variables.

Further analyses and specifications of this moddl imclude all other
years (2006, 2007, and 2008). It should be poiatddhat there are published data
for the year 2010, and both models (the classagiession model, and the model
where factors are used as independent variablépwispecified so as to include
the 2010 data, as well. Specifying the latter agsting hypotheses related to
equality of population parameters would allow fetesting a regression model
which creators of economic and business policiesldcaise for managing
development at both micro- and macro-levels. Fdlhgwan adequate quality
analysis, this model could also be used for ecoa@mil business decision making,
planning, control, and management.
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ZNANJE | INOVATIVNOST KAO FAKTOR
DRUSTVENO-EKONOMSKOG RAZVOJA ZEMLJE:
STATISTI CKO-EKONOMETRIJSKI MODEL

Rezime: Savremeni uslovi poslovanja su uticali na porastaja ulaganja u
znanje, tehnologiju i inovativnost. Porast opStegoa obrazovanja je
doprineo da paradigma ,posao za ceo zivot" budeerg@na novom, ,£enje
tokom celog Zzivota“, pricemu se obrazovanje smatra jedinim odrzivim
resursom konkurentske prednosti u dugom roku. Wigga znanje treba da
bude u uzréno-posledinoj vezi sa ostalim faktorima kao Sto su ulaganje u
istraZivanje i razvoj, primena rezultata istraZijeaninovacije i razvoj i
primena novih tehnologija. Zbog toga inovacija tedlja srz strategije
Evropa 2020, Sto treba da dovede do stvaranja vrske ,Inovacione unije”.
Poslednja revizija familije 1SO standarda pokazdge se odrzivi uspeh
organizacije postizeefektivnim i efikasnim sistemom menadZzmenta
kvalitetom, upravljanjem faktorima dejstva iz okruZzenja, uenjem i
primenom poboljSanja i inovacija. Primenom ovog standarda postize se
stalno unapréenje performansi organizacije i stalno poboljSanje
prevazilazenje zadovoljenja korisnika i ostalihntaiesovanih strana. Cil]
rada je specificiranje statigkio-ekonometrijskog modela koji treba da
pokaze od kojih faktora zavisi ekonomski rast pste razvijenosti zemalja.
Na osnovu formirane baze podataka i specificiramogela utvden je oblik,

tip i smer funkcionalnog slaganja izthe zavisno promenljive — bruto
domaeg proizvoda po stanovniku i izabranih nezavisnibmenljivih i
testirane su hipoteze pomoregresionih modela.

Klju éne refi:  znanje, inovativnost, ekonomski razvoj, stallgir
ekonometrijski model
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DEPOSIT INSURANCE AS EX ANTE AND EX POST
ANTI-CRISIS MECHANISM IN BANKING

Borko Krsti ¢

Jelena Radojii¢”

Abstract: Due to the importance of deposits in bank operatiand their
vulnerability to crisis conditions, deposit insunis being promoted over
the past decades as one of the pillars of modewemgent-established
financial safety network. Creation and implemematiof an effective
insurance scheme is a difficult task because tlessive bank protection
may encourage banks to riskier behavior and debtabthe system that it
should protect. The challenge for the designerthese systems is to ensure
the protection of depositors without excessive tmideng of market
discipline. The global financial crisis has highiigd the importance of
deposit insurance as an anti-crisis mechanism. &ging the threshold of
insurance, the authorities have managed to pralegsitors. This helped in
the prevention of panic and highlighted the stréngf the influence of
deposit insurance on the public trust. Experienbese emphasized the
importance of a proactive approach to the prevemtad future financial
crises. Efficient and stable national schemes pfieik deposit insurance are
critical for global financial stability. This restd in the necessity of their
reform, together with achieving a higher rate aofdé harmonization at the
global level.

Key words. deposit insurance, financial stability, moral hadabanking
panic

Introduction

A significant segment of the sources of the assktsanks are deposits,
and within them demand deposits, which are pagitylsensitive in unstable
business conditions. Banking operations are basgohdial coverage of deposits
by reserves, meaning that a bank cannot simultahesatisfy the requirements
for payment of all its depositors. A sudden withwahof deposits is not only the
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problem of individual banks that have run into idiffties but, because of the
domino effect, it can easily be extended to th@@ianking system. In a situation
where there are problems in the banking sectorositws who do not have full

information about the banks' operations suspedt thgending insolvency, so

they shall withdraw their funds, even in the abgeoicinitial deterioration in their

balance sheets. Depositors will besiege both bddyand banks, so the failure of
one bank can contribute to the collapse of othBesik runs can be avoided or
moderated by the introduction of deposit insuraimcéanks. In the absence of
deposit insurance, bank failure implies that deposishall wait until the bank is
liquidated (until its assets are converted intohta® retrieve their deposits.
Deposit insurance is a guarantee for depositorshenbasis of which they are
disbursed their deposits to some extent, no mattat may happen with the bank.
Because of the psychological impact it has uporosigrs, the existence of such
protection reduces the pressure on the banks thdradv deposits in critical

conditions. Thus, the existence of a deposit inmeasystem contributes to
maintaining the stability of the financial system.

However, the protection that deposit insurance ides/ to depositors
encourages their risky behavior and indirectlyrisky behavior of banks, as well.
If moral hazard, inspired in this way, assumes mpjoportions, this may lead to
instability in the banking sector. This negativensequence of deposit insurance
should be borne in mind when regulating a speciéposit insurance system. A
great variety of deposit insurance schemes in tddvstems precisely from trying
to reduce its disadvantages by different legaltanlnical solutions.

1. Functions of the Deposit Insurance Institution

The purpose of deposit insurance can be considiered broad and a
narrow sense. In the narrow sense, deposit inseiigraimed to providprotection
to depositordan the form of compensation of deposits in cas¢hefbank failure.
The need to protect depositors in this way candptasmed by the fact that not all
depositors have sufficient knowledge and capadidlito independently assess risks
of individual banks. This is especially true for amdepositors who are less
informed and are therefore in a worse positioméf bank falls into trouble. In the
payoffs of deposits, the rule “first come - firgrnged" applies and, as bigger
depositors are better informed, they will be thstfto withdraw their deposits.
Incorrect assessment of the bank risk could resudt loss of deposits of a large
number of depositors. The existence of depositramse actually protects a wide
range of smaller depositors.

In a broader sense, the objective of deposit imagrasto strengthen the
financial stability of the banking systedeposit insurance reduces the pressure of
depositors on the banks in the crisis conditionsenl a general withdrawal of
deposits from banks may occur for fear that thekbasould become insolvent
(even when there are no objective reasons for Nipreover, strengthening
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confidence in the banking system creates a faverablvironment for normal
growth of savings. This improves the realizationtloé basic function of the
banking sector as a financial intermediary.

The role of deposit insurance in preventing the oanthe banks (bank
runs) is explained in the well-known Diamond-Dybwigpdel (Diamond, Dybvig,
1983). According to this model, the bank run du¢hi panic of depositors is one
of the few rational outcomes of the ratio of supiglydemand of deposits. The bank
borrows funds in the long term, while depositors aeithdraw funds at short
notice. The problem of incompatibility of the matyrstructure of assets and
liabilities increases the likelihood of bank rurie. a system without deposit
insurance two situations (balances) may ariseh@)situation in which depositors
do not withdraw their deposits because they havdidence in the bank (the
"good" balance), b) the situation in which thereaigun on the banks ("bad"
balance). Douglas Diamond and Philip Dybvig expkhi@ second situation by the
effect of coordination failure among depositorSome depositors withdraw their
deposits from the bank because they believe othidrslo the same, which leads
the bank to the state of insolvency (although tekbwas liquid at the beginning)
(Ahec-Sonje, 2002).

From the standpoint of depositors, participatiothe general withdrawal
of deposits from banks represents a rational beha&ithough the instigator of a
chain bank run is a bank with an extremely unfablerastructure of assets and
liabilities, it is a self-sustaining process thatfact, has nothing to do with whether
the banks are actually stable or unstable.

The extended Diamond-Dybvig model explains the jgmbof systemic
risk and the spread of "contagion" through the bamkystem. In this model, it is
assumed that any exogenous shock that leads tootdaflbws of one or more
banks could lead to a destabilization of the wlbaaking system. Problems in the
operations of individual banks may encourage a iggnEanic among depositors,
which will cause withdrawal of deposits from aletbanks in the system. A direct
mutual exposure of banks in the interbank market lead to an institutional
contagion. Quick settlement of interbank claimsabjemporarily insolvent bank
could lead other banks to a similar situation, ¢bgrdestabilizing the banking
system. The essence of Diamond-Dybvig model is thatestablishment of an
appropriate institutional and regulatory framewoslere deposit insurance has a
particular importance, weakens the effect of cowtion failure among depositors
and reduces the likelihood of "bank run." (Ahec{8p8002).

Apart from the mentioned basic functions of deposurance (to protect
depositors and to prevent run on the banks) ano#@son can be added to justify
its implementation. Deposit insuranadows the authorities to shut down failed
banks more easilypecause it is politically more acceptable due e tower
socialization of the costs of such action.
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2. Theoretical and Methodological Controversies of th&stablishment
and Functioning of the Deposit Insurance System

2.1. Review of the Deposit Insurance | nstitution

Moral hazard, accompanying all kinds of insuranagresents a basic
shortcoming of deposit insurance, too. Generallg, tery existence of insurance
encourages taking of risks that lead to its dishment. The awareness of the
existence of an institution for risk reduction pokes the system to become
inclined to assuming a higher degree of risk innibgt period. Deposit insurance
schemes contribute to maintaining stability of tfweancial system but can
potentially encourage more risky behavior of botmks and depositors and to
foster increased moral hazard.

Due to the protection offered by a system of deposurance, depositors
lack incentives to monitor the operations of ban8sice there is no market
discipline imposed by depositors, banks engagéskier investments in order to
achieve higher rates of return. Banks indulge imenisks than would be the case
if there were no deposit insurance, and this irsgeathe probability of their
bankruptcy. Thus, the deposit insurance system¢twts intended to reduce the
liquidity risk in banks, can finally increase thkelihood of their insolvency. That
Is the paradox of the government deposit insuraacettempt to make banks more
stable (by protecting them from "the storming opa&itors") can actually weaken
them.

The institution of deposit insurance has been esghde much criticism
due to the presence of moral hazard as the sidectefif its functioning.
Fundamental criticism of the deposit insurance gaen by Kevin Dowd. His
analysis is based on the comparison of the bankjsiem where there is no
government deposit insurance and the banking systi#ingovernment deposit
insurance (Dowd, 1993).

In the first case, if the bank fails depositorselaaoney. Because of the
existence of this risk, depositors are more caatiden deciding on depositing their
money. On the other hand, in order to attract deptmstheir banks, bank managers
need to put more effort to build and maintain tiusttof their depositors. It involves
more cautious policy of placement, maintaining eppr level of liquidity reserves
and keeping an adequate level of capital relativesk-weighted assets.

Substantially, the financial health of banks isedetined by demand: if the
public wants to have safe banks, it will get thét, at the same time it will also
have to pay for this by accepting relatively lovteirest rates on deposits and by
paying relatively higher interest rates on loanewid, 1993, p. 16).

Market discipline strengthens the financial st&pitf the banking system
in which there is no deposit insurance. When a hemikh is doing risky business
falls in trouble, there will be a loss of depositoconfidence in its stability.
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Outflow of deposits from the "bad" bank may alsad ep in its bankruptcy. This

leads to re-depositing funds in the "good" banksd #re financially stronger and
more careful in taking risks. In this way, "the rom the concrete bank" is
manifested as a "storm into quality" as it actsamls strengthening the market
discipline of all banks in the system. The prooglssompetition among banks is
oriented towards rewarding "good" and punishingd"t@anks Cirovi¢, 2007).

In the banking system in which there is governmagposit insurance,
depositors know that their deposited money is skfey become insensitive to the
risks assumed by their bank, but their decisiomsadfected by the interest rate
they receive. In such a case, there is a morakrtiazahe behavior of banks. Banks
may "gamble" with the deposits of citizens - they énvest in riskier placements
that bring higher rates of return and increasdnterest rates on deposits to attract
additional funds for investment (Dowd, 2009). léttisks turn out to be a business
success, benefits belong to the banks; otherwisegdvernment deposit protection
schemes assume the payment of deposits.

In a system with government deposit insurance, &itign act towards
deterioration in the financial stability of the lkimg system. Riskier banks can
offer their depositors higher interest rates andaehieve higher rates of return for
their shareholders, so conservative and cautionksbibose in this competition
(Dowd, 2009, p. 17). Dowd came to the conclusicat the government deposit
insurance is in substantial conflict with the seabhd healthy banking system, so it
should therefore be abolishedirovi¢, 2007, p. 427).

Demirgt¢-Kunt and Huizinga (Demirglc-Kunt, Huizinga2004)
considered that the lack of market discipline isagnerse effect of the financial
safety net. Market discipline plays an importarnéia the prevention of excessive
risk-taking by banks. It forces them to a behauvigr which they will avoid
excessive losses and reduce the risk of failuréhdfbank takes excessive risk,
depositors will demand higher interest rates orodgp or withdraw their money
from that bank. However, in the case of the existenf government deposit
insurance, the ability of a bank to attract depoisitindependent of the risk it has
assumed. If there is a correlation of risks inliaaking system, this may contribute
to financial instability and to the emergence dihancial crisis.

The results of some of the earliest empirical gsidivent in favor of the
criticisms of deposit insurance. A study of bankarges of the early eighties to
mid-nineties of the last century established tihat éxistence of explicit deposit
insurance tends to increase the likelihood of run tbe banks. However,
subsequent research has found that poorly desiggealsit insurance system in a
weak institutional environment, and not the exisgeof explicit deposit insurance
itself, increases the likelihood of banking probdef@emirglc-Kunt, Kane, 2002).
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2.2. The Moral Hazard Control and the Optimal Deposit I nsurance
System Designing

Numerous economic theories analyze the advantagkdisadvantages of
deposit insurance and explore how balancing betwesm can lead to an optimal
deposit insurance system. The starting assumptothat the main benefit of
deposit insurance is the prevention of bank ruhg fheoretical debate is centered
on how effectively hypothetical variations of depassurance arrangements can
reduce the moral hazard of banks.

The risk that banks assume is limited by two meidmast regulation and
market discipline. Bank regulation imposes immediate restrictions on the
operations of banks, thus reducing their risky bedraand keeping it within
acceptable limits. In the conditions of effectivegulation and supervision of
banks, deposit insurance would not significantfeetfthe bank moral hazard. This
primarily refers to the regulation of the rate @ink regulatory capital. It is often
argued in the literature on capital adequacy that tegulation of capital is
necessary to control moral hazard, like the extsenf deposit insurance. Deposit
insurance encourages banks to take excessive bistsuse the benefits go to
shareholders, while the loss is at the expensheoDeposit Insurance Fund. Such
behavior of banks can contribute to the emergefidheofinancial crises. In this
sense, requirements for capital adequacy can b&dayed, in a way, a means to
neutralize taking of the risk resulting from thepdsit insurance (Allen, Carleti,
2008, p. 16). In addition, banking regulations,dshen which the risky assets are
restricted, directly force banks not to engagexitessive risks.

On the other hand, depositors can impose markeiptiee on banks by
withdrawing funds from risky banks or by requirihigher interest rates. Given the
potentially negative effects of deposit insurannararket discipline, some authors
have suggested the possible solutions to this @noblhe issues here are various
designs that offer scope for the functioning of keadiscipline in explicit deposit
insurance schemes. Various methods have been pebpgoscontrol the moral
hazard of banks: linking insurance premiums fordegree of risks, limiting the
insured amount, co-insurance, inclusion of privaseirance.

Thakor gave considerable analytical argumentgHerimplementation of
appropriate range of insurance premiums that issistent with the level of bank
risks (Thakor, 1993). This concept is based on the taa higher risk taken by
deposit insurers should be compensated by a higienium. This means that
banks characterized by risky business should pahehi deposit insurance
premiums as compared to safer banks.

However, here the problem arises of the so-calkedhig or asymmetric
information relating to the fact that banks havidyeknowledge of the risk of their
portfolios from the state regulatory agency. Consedly, the problem appears that
deposit insurers adequately measure the risk asslyeertain banksCjrovié,
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2007). Thakor explains the solution to this problamthe following manner:

regulatory institutions offer banks a choice betmvéeo different contracts on
deposit insurance: a) the first, containing lowunagmce premiums with a high
amount of regulatory capital b) the second, whidmtains a high insurance
premium and a low rate of regulatory capital. Battileg invest in low-risk projects
(with a greater likelihood of success) will modtely choose the first type of
deposit insurance contract while banks that inweshigh-risk projects (with a

lower probability of success) shall choose the sdccontract type. The choice
between the offered contracts actually revealspitieate banking information,

enabling the construction of a premium system inctvleach bank is burdened
with the premium amount that covers the average tbat the banks of this type
transfer to the insurance fund (Thakor, 1993).

One of the possible ways to solve the problem o&sugng the risk of
banks is a regulatory ranking, in which banks aeked from the safest to the
riskiest and the insurance premiums to be paidiatermined in accordance with
the rank to which they belong. This principle utigsr the CAMELS (Capital
adequacy, Asset quality, Management quality, Egsjihiquidity Risk Exposure,
Sensitivity to market risk) methodology of insuridgposits in the United States,
which is a composite ranking based on the evalnaifovarious aspects of bank
operations whose results are presented with aesgrglde (depending on the grade
obtained, banks are ranked from 1 to 5). The premamount can be associated
with some parameter(s) that reflect the level ek rtaken by the bank. The
following can be used as parameters: profitabilgyality of assets, quality of
credit placements, large exposures, and similar.

Edward J. Kane (Kane, 2000) proposes solutionsitichide the greatest
possible involvement of different individuals iretideposit insurance schemes, so
that the harmonization of their interests would rex@eventive impact on the
excessive risk taking by banks. One of the solstisracombination of public and
private deposit insuranceThe involvement of private deposit insurance $thou
affect the strengthening of market discipline, liseathese participants are motivated
to monitor and limit excessive risk-taking as tlaeg required to bear a portion of the
losses themselves. Another method is lindted amount of deposit insurance
(incomplete coverage) and the third way is thegiositors agree, under a contract, to
absorb part of the loss@s the event of their bank failure (co-insurance).

3. Basic Aspects of the Deposit Insurance Scheme é@ationalization

Although the purpose of each deposit insurancensehs the same, there
are different legal and technical solutions foritiiealization in countries around
the world.

From the standpoint of depositor protection immediay, there are
numerous methods to protect depositors appliedooytces all over the world:
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fully explicit deposit guarantee, explicit limitelposit coverage, deposit insurance
with unlimited coverage, the legal basis of payménstead of deposit insurance,
total reliance on market discipline.

In the absence of explicit insurance, deposit scig realized indirectly
through strengthening the financial stability of thanking system. The state will
provide assistance to the bank so that it can waurthie liquidity problem and
prevent its failure. However, if the bank fails piés the support provided to its
liquidity, there are no guarantees that depositaik be compensatedExplicit
deposit insurance is a mechanism used by goversnemtromote the stability of
the financial system. Deposit insurance is expifditis grounded on a legislative
form. In the absence of formal arrangements, iassumed that the state has
implicit deposit insurance (Demirgtic-Kunt, Sob&€01, p. 482).

Explicit deposit insurance was first introducedtie United States in 1934,
and then it spread throughout the world especialithe seventies and eighties of
the last century, due to the large number of bankirses in many countries in that
period (Figure 1).

Figure 1: The Dynamics of the Introduction of Explcit Deposit Insurance Systems
over Time
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Number of countries offering explicit deposit insnce grew rapidly in
recent decades. Among the last of them are theeEa&uropean countries in
transition, which were introducing it in an attemiot meet the EU Deposit
Insurance Directive. The introduction of explicé#absit insurance has become one
of the basic advices that the external experts heem giving countries that are
implementing reforms. However, the question is Wwhethis is a good solution if
there are weaknesses in the institutional enviranirfwehich is actually one of the
characteristics of these countries) (Demirglc-KHiatne, Laeven, 2008).

From the perspective of the legal form of depositnsurance systems
there are therivate legalsystem and theublic legal system. In the first case,
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banks themselves find their interest in the syststablishment and membership is
voluntary as a rule (deposit protection is providetkly for the banks participating
in the scheme). In the public legal system, whishrégulated by law, the
membership is, as a rule, compulsory and the stiféets its establishment and
functioning.

Most of the current deposit insurance schemes agracterized by
compulsory membership. By compulsory membershighm deposit insurance
scheme, the problem of adverse selection is avajabich would be especially
pronounced in the combination of voluntary membiprsdind a system with
undifferentiated premiums). Also, the banks thatMtaemain outside the scheme
would be less competitive, given that depositors @xtremely sensitive to the
existence of institutional protection. (Marinkéy2004)

From the aspect of insurers' powersthere is a great diversity of deposit
insurance systems in the world. At one end of frexsum, there is the American
model in which the Federal Deposit Insurance Cafpon (FDIC) has a great
number of functions: in addition to deposit insw@rand disbursement of the
insured sum in the event of bank bankruptcy, tHey eclude supervision as well
as reorganization of problematic banks. At the iom of the spectrum, there are
the so-called "pay-box" models that restrict thevgis of insurers to the payment
of depositors' claims. In-between are the modedd titovide the insurer with
powers between these two models (Fig. 2). "Costiaed model allows the
insurer, in specific circumstances, to intervenetdiing preventive or corrective
measures to preserve deposits and reduce costexedhalities. "Resolution
facilitator" models provide proactive support tks that run into problems (help
in their sale, recapitalization and the like). (Bt Walter, 2009)

Figure 2: Types of Deposit Insurance Schemes Accling to the Extent of Insurers'Powers

THE “RESOLUTION
FASILITATOR” MODEL

THE “COST REDUCER” MODEL

THE “PAY BOX” MODEL

Source Bernet, Walter, 2009, 28

According to the method of financing or time to raise funds for
compensation to depositors, there are two basicetaaaf deposit insurance: ex-
ante and ex-post systems.
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Ex antedeposit insurance means that the fund for the paymof insured
deposits is established in advance. Funds aredrdiséore the need arises for
compensation of depositors by making banks paysiepsurance premiums.

With the ex postmodel, the fund is not created in advance buturess
are collected at the moment when it is necessapayahe insured deposits. When
the need arises to compensate depositors of a baakgecessary resources are
collected from other banks in the established gpyate proportion. Taking into
account the stated characteristics of these twoelmpeve can conclude that the
first model provides greater security for depositand for the financial system.
The funds raised in advance are available immdgjatghile avoiding the
possibility that compensation of depositors of baak spreads the crisis to other
banks, due to their liquidity shocks, and redugingssure on the state to reimburse
depositors by fiscal resources (Markovirig\2011). The mixed system combines
the characteristics of both systems: one part celte in advance (premium
payments) and another part to be collected latezeded.

According to the method of determining premiums there are the
deposit insurance systems with differentiated puemsi adjusted to the riskigk-
adjusted differential premium systerand the systems with undifferentiated
premiums flat-rate premium systemin the first system, premiums are determined
by the degree of business risk of individual banidsile in the other there is no
connection between the risk inherent to the indialdnstitution and the amount of
premiums.

The first system has multiple advantages over thero(Markovinow,
2011, pp. 795-796):

¢ One of the fundamental principles of insurancepigliad - the premium is
determined in accordance with the probability afweence of the insured
event;

* Costs of establishing the system of insurance Hoeaded impartially
because their greater amounts are charged to tties lba which there is a
higher probability of occurrence of the insuredregye

* It encourages banks to be more conservative asthhisyreduce the costs
of deposit insurance, which at the same time doutieis to the stability of
the banking system as a whole.

For a successful implementation of the protectiwecfion, the amount of
the premium should reflect the actual level of iasken by banks. Otherwise, the
deposit insurance system can further encourageshariake excessive risks.

Considering the position in the market there are:

» Deposit insurance system which hasnanopoly position holder of a
deposit insurance system has the exclusive rigbekéocise the function of
deposit insurance.
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» If the function of insurance is left to the markeles, then the system has
no monopoly positianHowever, if there are several entities that penfo
the function of deposit insurance so that it isdiedemarcated which entity
insures the deposits of which banks in the manat they are not in a
competitive situation, it is then a monopoly pasiti(Markovinové, 2011)

Coverage of deposits by insurancearies in different schemes and
depends on several factors:

a) Limit per individual depositor in one banksince it not forbidden that
individuals have accounts in more than one barktdfal amount of guaranteed
deposits is potentially determined by the numbebaniks in the country and the
limit per individual depositor (Table 1).

Table 1: The Total Guaranteed Deposit Amount per Dgositor in Selected Countries

(April, 2011)
Limit per Number of Total available
individual banks in the guaranteed
depositor in one country deposit amount
bank (approximate) per depositor
United Kingdom | £85.000 200 £17,000.000
Germany €100.000 2000 €200,000.000
USA $250.000 7500 $1,875,000.00(

Source:Huertas, 2011, p. 146

b) Coverage of depositorsinsurance usually refers to deposits of natural
persons, but deposits of legal entities may alsdnblided, while deposits of
financial institutions are excluded as a rule.

c) Coverage of depositsinsurance is usually related to current, savings
and other transactional accounts and it does ohide investments such as bonds.

d) Coinsurance- determines whether, and to what extent, depsshiear
the risk of bank failure. In a system with the apation of depositors, the
depositor is paid only a portion of the depositreiféhis claim does not exceed the
insured limit (for example, if the limit is €50,000ith 10% of coinsurance, the
depositor will receive maximum 45,000 euros). Withathe existence of
coinsurance, depositor is paid the full insured am@f the deposit. It should be
noted that the system that includes coinsuranceatge efficiently in normal
circumstances, because depositors are aware oflittiss rather than the
coinsurance, but when the bank encounters problgmg become aware of
potential losses below the limit. Therefore, thistem is not capable of preventing
an outflow of deposits when the crisis is alreadgarway (depositors withdraw
deposits to avoid losing part of their depositd thauld not be recovered in the
event of a bank failure).
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In their empirical investigation of the deposit unsnce schemes,
Demirgu¢-Kunt and Huizinga (2004) found that highewrels of coverage,
coverage of interbank deposits, ex ante funding puodlic management are
associated with declining market discipline. On dki®er hand, market discipline is
more pronounced in case of coinsurance and priveieagement. Empirical
results obtained by Cull, Senbet and Sorge (Celhpb8t, Sorge, 2005) have shown
that a wide coverage of deposit insurance schertfowi an adequate regulatory
framework has an adverse effect on financial stgbdnd development of a
country. Laeven (Laeven, 2004) tried to explain differences in the design of
deposit insurance schemes in various countries thapolitical, regulatory and
institutional aspects, stating that the coveragdepiosits by insurance is higher in
countries where banks with relatively low ratesowfn capital constitute a major
part of the banking system. This indicates thatdbposit insurance systems are
not socially optimal in most countries.

4. Ex Ante and Ex Post Effects of Deposit Insurancas an Anti-Crisis
Mechanism in Banking

Protection of depositors by the state plays a wmemyortant role in the
management of banking crises. Its role is cruciaénvpublic confidence in the
banking sector is declining and there is a riskbainks runs". Insurance of deposits
by the state acts to restore confidence in the $ankl reduce the risk of deposit
outflows. However, the state does not ensure tlietysaf depositors only by
deposit insurance but also by credit support talled banks by the central bank
or the government, as well as through the takeoV¥dyanks by the state. Thus,
deposit insurance is only one element in a broadgional network of safety
(Government Safety NetThe narrow definition of government safety netiyo
apart from the deposit insurance, includes the tioncof lender of last resort,
while the wider one includes also banking regutatiod supervision.

The definition of a government safety net is exgahdn order to reduce
the risk of future financial crises, by mechanidmsthe efficient restructuring of
failed institutions unless they go into liquidatiffailure resolution mechanisms for
financial institutions). All elements interact witbach other and each faces a
similar trade-off between preventing a disruption the banking system and
reducing moral hazard (Fig. 3) (Schich, 2008).

Efficient public safety network plays an importamtie in controlling
systemic risk which arises primarily from the sfiieity of financial intermediation
characterized by maturity transformation of assatsl interconnectedness of
financial institutions. In times of crisis, systemmisk is manifested as: general run
on deposits, general illiquidity of the financiagcsor and the loss of confidence in
the financial system.
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Figure 3: Interaction between the Four Key Element®f the Government Safety Net
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Source:Schich, 2008, p. 5

Before the introduction of the first explicit insunce in 1934 in the U.S.
banking panic used to be a common occurrence inUhiged States. In the
nineteenth and early twentieth century, bankrugticihanks represented a serious
problem occurring every twenty years. In the perid@?9-1933, approximately
9000 banks collapsed and the public lost confidémdenks. After the FDIC was
established, the number of banks that were fadimgually decreased (about 2000
banks before, and about 15 banks per year afteruh@l 1980) (Mishkin, 2006, p.
261). Due to the growing concern for the stability their banking systems,
countries around the world have begun to securesikspsince the sixties of the
twentieth century.

By the eighties of the twentieth century, it seentbdt the deposit
insurance was perfectly performing its function.wéweer, the introduction of the
institution of deposit insurance has to some extentributed to assuming greater
risks by individual banks and thereby also conteduto their bankruptcy in the
eighties and the nineties of the last century. Dythat period, the justification of
the existence of state deposit insurance was wilsbussed. The focus was on the
question of whether the state deposit insurancth (vguidity credits of the central
bank) was responsible for the widespread occurreheeoral hazard, or whether
systemic risk was overrated. In the United StaiesRDIC was the subject of sharp
criticism that resulted in the FDIC Improvement A¢t1991. However, criticism
was not so much directed towards the fundamentateqa of deposit insurance,
but rather towards the mode of managing the FDI@Gickv could lead to its
insolvency. Also, in many countries, deposit insgenever had a significant role
in causing the crisis (e.g. in Norway, Sweden ambRd in the late eighties and
early nineties, Latin American banking crisis, Jap@m the nineties, etc.).
Experience has indicated that the willingness o #tate to help the banks
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(regardless of whether deposits are insured ormay) affect the increase of moral
hazard. Financial liberalization was a significdattor in the occurrence and
development of financial crises. Widespread finahicinovation during this period
affected the reduced profitability of traditionariking. Banks were looking for
new and riskier business activities in order tontan their profits. The emergence
of new financial instruments and new markets (faiainfutures, high-risk bonds,
swap transactions and the like), as well as thegigation of the banking sector,
facilitated engaging in higher risks to the bankse existence of deposit insurance
only increased the moral hazard of banks (MishZ096).

It can be concluded that deposit insurance is egative or positive in
itself, but it should be viewed in the context log twider environment. If financial
liberalization takes place in a country with depdesurance, and this is not
accompanied by a well-designed and effective systeprudential regulation and
supervision, it is possible for banks to take ooessive risk, which will ultimately
increase the likelihood of a banking crisis.

The financial crisis that began in mid-2007 in thel estate market and in
the financial sector of the U.S. spread aroundmbed, because of the high degree
of globalization, having caused a sharp decreasaggregate demand, which
eventually lead to a global recession. The globdzdracter of contemporary
financial crisis has highlighted the problem ofteysic risk. The crisis has shed
light on the fundamental weaknesses in the reguland supervision of financial
systems in the countries worldwide, and particulaml the United States and the
European Union. Also, negative effects of the fiiahcrisis emphasized once
again the importance of deposit insurance as ascasis mechanism.

The effect of deposit insurance as an element efattti-crisis banking
regulation differs from the effects of direct bamkiregulation. While other
regulatory measures are aimed at controlling bagéqsosit insurance is actually in
the function of controlling fear of depositors o§ing their deposits.

Action of deposit insurance as the anti-crisis na@i$m can be proactive
and reactive. As an ex ante mechanism, it strengtieenfidence in the banking
sector, which helps prevent the drain of deposiimfbanks and the occurrence of
financial crises. As an ex-post mechanism, it mtsteepositors from losses in the
event of insolvency of banks and prevents the spodd'contagion” through the
banking system.

A psychological role of deposit insurance as atrumsent for maintaining
financial stability is very important in times ofigis. When a crisis arises, the
primary task is to restore confidence and prevamiq Sharp, reactive measures,
considered indispensable in a given situationtaten. A common measure that is
taken in the circumstances of the crisis is raisirgamount of insured deposits. It
is a simple instrument that has a positive psydiold effect on the public in the
short term. It is, therefore, easy to understang thle first reaction of countries
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worldwide to the panic that began in October 2008 tb the collapse dfehman
Brothers Bankwas to raise the amount of insured sums and ewdnttoduce
unlimited deposit insurance. In some countrieshagAustralia and New Zealand
where it did not exist, explicit deposit insurameas introduced. Due to fears of a
systemic spread of contagion, in addition to ragsihe insured amount, other
measures were also undertaken to strengthen thieamiem of deposit insurance:
reducing the importance of coinsurance, providinigkjaccess to insured deposits,
expanding deposit insurance coverage (Schich, 2008)

Figure 4. Amount of Insured Deposit per Depositorm Selected Countries
in mid-September and early December of 2008 in USD
0 200,000 400,000 600,000 800,000 1,000,000

Australia e Unlimited

Austria — Unlimited

Denmark — Unlimited

Germany — Unlimited

Hong Kong, China b s Unlimited

Iceland B ——— Unlimited

Ireland s s —— Unlimited

Singapore M —— U limited

Slovak Republic M s Unlimited
New Zealand pesssssssssssssssssssss 544,000

Norway [SESSSSSSSSSESS 281,000
United States . 250,000

ltaly [MESSSSS 133 000

Belgium Mamms 129,000
Greece Mommmm 129,000

Luxmebourg
Netherlands
Portugal

Spain

Mexico

Japan

France
Switzerland
Canada

United Kingdom
Czech Republic
Finland
Hungary
Poland

Sweden

Korea

Turkey

Russia

s 129,000
- = 129,000
s 129,000
I s 129,000
[I— 121,000
IN— 108,000
i 90,000
M= 83,000
j— 79,000
- 74,000
. 64,000

= . 64,000

™. 64,000

. 64,000

. 51,000

™ 35,000

I® 32,000

L 25,000

B mid September 2008
I early December 2008

Source: Schich, 2008; OECD
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In early October 2008, the insured deposit amownt gepositor of the
bank was increased in the U.S. from $ 100,000 26(4000. Before the crisis, the
EU regulations required that the deposit insuralicgt be € 20,000. Quick
reactions of EU member states caused a lack ofahatwrdination, so there were
differences in terms of coverage and amounts afréts deposits. In October, the
ministers of finance of member states agreed that rhinimum amount of
insurance increase from € 20,000 to € 50,000 @&ig.

Prompt reaction of the European Commission wasakenthe proposal of
a deposit insurance directive amending the exidlimgctive from 1994. The ECB
opinion was that the insured amount must contiouadrease in order to maintain
the confidence of depositors and financial stabili§t its meeting in 2008, CMF
(Committee on Financial Markets) concluded that shstems with low insured
amount and partial insurance may not be effectiygréventing run on the banks.

Raising the insured amount is a rapid anti-criseditine that "cures",
however, not the disease itself but its symptomsthe long run, this measure
implies an increase in contingent liabilities foetstate and healthy banks. It also
increases the moral hazard of bad banks (becausediices the contingent
liabilities of the bank owner), which, in the uléte instance, can impair financial
stability. Therefore, these measures, undertaicehog must be accompanied by
adequate exit strategy. In this, it is primarilypiontant to limit the time duration of
these measures. In the United States, the cunraiit for deposit insurance ($
250,000) will be valid until the end of 2013, whiemvill be limited to $ 100,000.
The maturity of completely state-covered deposstuiance in EU member states
was generally anticipated to happen by early 2010.

Coinsurance was characteristic of a deposit inggrastheme in Great
Britain before the bankruptcy dorthern Rockbut it was not applied when the
bank collapsed. After that, the FSA abolished agiasce from the scheme and
increased coverage to 100% of the limit. In mideber 2008, the European
Commission proposed the abolishment of coinsurancerder to increase the
effectiveness of deposit insurance in the spredzhoking panic. In most countries
(Austria, Czech Republic, Ireland, Poland, Ruski&embourg, Hungary, etc.),
where the pre-crisis schemes of deposit insuranogpdsed coinsurance, it was
abandoned by December 2008.

To restore public confidence, some states have nebgoh coverage of
deposit insurance. Most often, the insurance iredudeposits of legal entities.
Ireland, for example, guaranteed all deposits edix largest banks at the end of
September. In addition to measures aimed at emshigher deposit coverage, the
measures were undertaken also for faster paymetite ievent of bank insolvency.

With the said emergency measures, the authoritiesaged to protect
depositors and a general bank run during the cdisisnot happen. Apart from
having helped in the prevention of banking parhiese interventions shed light on
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the effect of deposit insurance on strengthenirgy ghblic confidence and its
importance for financial stability. However, desgpiheir efficiency, these initially

taken measures represent only buying time. The siglution for the prevention of

systemic risk is the reform and creation of stadhel secure national deposit
systems in the presence of international coordinati the actions.

The reform of the deposit insurance system in theig€ based on new
principles formulated in the provisions of the n®wective of 2009 (Directive
2009/14/EC). EU directive on deposit insurance swe from 1994 (Directive
94/19/EC) was limited to the provision of harmowizeinimum deposit protection,
with a minimum amount of insured deposits totalghg0,000. The revision of the
Directive provisions was directed towards incregsithe limit for deposit
insurance, expanding the spectrum of possible wadyfsinding and introducing
risk-adjusted premiums, where an attempt was madeadhieve a higher
harmonization level of regulations of member coiestr

In order to maintain the confidence of depositord to preserve financial
stability, it was stipulated that coverage of tataposits of each depositor shall be
€ 100,000 as of January',12011 (this condition was in due time fulfilled kayl
members). In July 2010, the European Commissiopgsed amendments for a
thorough review of the 1994 Directive on Deposita@untee Schemes. These
proposals accompany and justify the emergency l&iyis changes which were
proposed by the Commission in 2008, and entered fiarce in 2009.
Determination of the insured amount per depositathe maximum of € 100,000
contributes to the harmonization of insured amoant$ prevents unlimited deposit
insurance. Also, with the new Directive insuranasvextended to the deposits of
legal entities and the practice of netting wasdalsioued. The period in which it is
obligatory to disburse the insured amount to thpoditor in the event of bank
failure was shortened (payment deadline is one ywebkite earlier it was the three-
month period). The agency of the member countoblged to pay out its citizens
if they had deposits at a failed bank in anothemirexr country, and local agencies
will subsequently collect the payment from the pesble agency or fund of the
country in which the failed bank was registeredvety flexible form of financing
deposit insurance funds was introduced throughnabatation of ex ante and ex
post contributions (in the ratio of 75:25), alongthwthe introduction of the
possibility of mutual crediting of agencies or fgridom different member states.
Mandatory membership in an explicit deposit insaeascheme implies that all
depositors are protected and that each bank batekrigocovered by the scheme.

Major international initiatives also include thaasishment of The Core
Principles for Effective Deposit Insurance Systefifsese principles, which were,
in June 2009, published together by IADI (Interoradl Association of Deposit
Insurers) and the Basel Committee on Banking Sigiery represent a specific guide
for the reform or establishment of an effective adgpinsurance system. A further
initiative is directed towards establishing the €dtrinciples as an authoritative
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international standard of Deposit Insurance (IA@gether with the IMF and the
World Bank, is developing a methodology to asshescompliance of individual
deposit insurance systems with the Core Princiglg;h would enable it).

Conclusion

The preservation and strengthening of the bankigios is the main
purpose of the implementation and operation of depasurance systems, and the
means for its realization is to ensure immediatgégution of depositors. Efficiency
of the deposit insurance system as a mechanisntinfiding the systemic risk
should be considered in the context of a wideitirginal environment. Adequate
institutional and regulatory framework representspacific balance between the
positive and negative effects of the introductibmational deposit insurance.

The importance that the deposit insurance systesrfdrathe preservation
of financial stability is clearly indicated by tir@tial response of many countries to
the formation of today's global financial crisigising the deposit insurance limit
and abandoning the participation of depositordminhsurance eased the pressure
for payment of deposits to which banks were exposed

Measures that are taken as an initial responseetddnking crisis can be
useful in preventing further collapse of confidené@epositors. They are used for
buying time, but the price paid could be quite higihe following is not taken into
consideration:

* in the conditions of increasing global financialteigration and rapid
overflow of shocks, the lack of international cdoedion of activities
could lead to regulatory arbitrage,

- they affect the growth of moral hazard (which istigalarly associated
with the unlimited deposit insurance, so this @distiexplains why only
several countries have done so). It is therefongomant to have an exit
strategy which will determine when the extra-insiwe& stops and to
provide consistency in its implementation.

The financial crisis has highlighted the weaknesdgse-crisis schemes of
deposit insurance and, therefore, along with camsid the exit fromad hocanti-
crisis measures, the process of their reform s talking place. Regulatory changes
in countries around the world are based on the idéeauild a stable system of
deposit insurance on the grounds of "lessons Idarméhich will help prevent the
emergence and expansion of future financial crigg#orts to define, on the
international level, the basic rules and princiglasthe reform and establishment
of an effective deposit insurance system are irg@rtd facilitate these processes
and contribute to the harmonization of regulatidmsthis, the concrete deposit
insurance scheme should be operationalized in eifgp&vay that respects the
economic, historical and cultural characteristiteach country.
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OSIGURANJE DEPOZITA KAO EX ANTE | EX POST
ANTIKRIZNI MEHANIZAM U BANKARSTVU

Rezime: Zbog zndaja depozita u poslovanju banaka i njihove osetivu
kriznim uslovima, osiguranje depozita se posleddgeenija promoviSe kao
jedan od stubova moderne drZzavne mreze sigurndsteiranje i
implementacija efikasne Seme osiguranja je teZalatas, jer prekomerna
zaStita banaka moze da podstakne banke rémijziponaSanje i destabilizuje
sistem koji treba da zastiti. 1zazov za kreatoréh ®istema je obezldenje
zaSitite deponenata bez prekomernog podrivanjaneezdiscipline. Globalna
finansijska kriza je istakla ztaj osiguranja depozita kao antikriznog
mehanizma. Podizanjem praga osiguranja, vlasti spela da zasStite
deponente. To je pomoglo u prevenciji panike i ddgeje snagu uticaja
osiguranja depozita na poverenje javnosti. Iskustvaapostrofirala zraj
proaktivnog pristupa u spfavanju budéih finansijskih kriza. Efikasne i
stabilne nacionalne Seme eksplicitnog osiguranjpozitga imaju klj@ni
znaaj za globalnu finansijsku stabilnost. 1z toga pilazi potreba njihove
reforme uz postizanje $eg stepena harmonizacije propisa na globalnom
nivou.

Klju ¢éne redi: osiguranje depozita, finansijska stabilnost, mar&azard,
bankarska panika
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FOREIGN BANKS IN SERBIA
— ENTRY STRATEGY AND PERFORMANCE

Srdan Marinkovi ¢
Isidora Ljumovi ¢

Abstract: The paper explores the strategic choice of banks to enter foreign
markets: their motives and modes. Moreover, it reviews the case of foreign
banking in Serbia, with special attention to the strategy of entry and business
performance, which make us able to assess whether the realized
performance met the expectations. There is found rather mixed support of
foreign banks superior performance. Although inconsistent with the theory;, it
isin line with some other empirical investigations. This might be because the
Serbian banking industry was constantly reshaping within the last decade,
with most foreign banks operating no more than a couple of years. It
happened that late entrants had to catch up with foreign banks that came
early and up to that time took over a lion share of the market. The employed
methodology gives no conclusive result about relative performance of
foreign vs. domestic banks, but it rather states that foreign ownership per se
does not guarantee better performance.

Keywords: banking industry, internationalization, foreign banks, business
performance

Introduction

In the last decade, foreign entry is that whichdpreinantly restructured
ownership structure of the Serbian banking industfpreign competitors
penetrated the local market most often by acquidognestic either private or
public owned banks. The same force is responsiielianging both ownership
structure of the banking industry and its levelcohsolidation. A sequence of
acquisitions gradually led to increase of the catre¢ion of the banking industry
and the predominance of foreign ownership.
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Purely from the theoretical point of view, diveysih bank ownership is
taken desirable because it might contribute to $imoedit growth, allowing firms
with binding credit constraints to optimize invesmts and households to better
smooth consumption over time (Haas, Lelyveld, 20H@Wwever, reality frequently
challenges this point of view.

Since the burst of recent global financial cridilsegre has been a lot of
debate and argument on different effects, whickifpr banks entry may have on
the stability of host banking systems. On the oide,smultinational banks are
frequently considered bringing systematic risk ghabal financial volatility to the
higher level. Some papers claim opposite. For ntgtaNavaretti et al. (2010), by
researching a large sample of banks that operateiiuropean Union found that
multinational banks have not endangered stabilityhome markets. On the
contrary, the authors conclude that the ratio o&lanultinational bank claims to
liabilities have not declined, and it even increbsesome countries, where foreign
banks account for the dominant share of total bapkictivities. Similarly, Haas
and Lelyveld (2010) have concluded that during esyst banking crises,
multinational bank subsidiaries kept lending, wlsrdomestic banks were forced
to sharply cut back their credit supply. They cadel that domestic bank lending is
pro cyclical, and tightly related to local businesgle. Namely, in the events of
economic downturn, domestic bank lending experigrste@rper problems and the
level of lending shrinks more than is the case Jatteign competitors. On the
other hand, foreign banks are not so tightly depahdn the host county’s
business cycle, because they can easily acceswlclipm home country. The
authors conclude that the presence of multinatibaak subsidiaries could benefit
host countries’ economies by generating ratherestaéink lending activity, since
the multinational banks are not so tightly depemdem domestic sources of
financing. The aggregate credit supply in the keosintry becomes more stable and
less correlated with the local business cycle. Haresuch analysis ignores the
possibility that domestic banks’ lending shrinkagaist come largely as a
consequence of the fact that more competitive doreiompetitors drive local
banks out of credit market (Giannetti, 2009). Fostance, in case of India,
Gormley (2010) found that after foreign bank enbysiness borrowers were eight
percentage points less likely to receive a loarabge of a systematic drop in
domestic bank loans. It brings us to the issueoofipetition within host-country
banking systems. Again, we face opposite views.taiteranalyses show that
consolidation is apparent side effect, but withdeterioration of the banking
sector's competitiveness (Gelos, Roldos, 2002; bjvity 2011), while Tassel et al.
(2007) alert that the increased participation oéiffn banks has questioned survival
of domestic institutions, boosted loan interesesatand raised other efficiency-
related adverse implications of increased compatitCompletely in line with these
conclusions, Marinkovi and Radow (2010) confirmed that the massive entry of
foreign banks into the Serbian banking market vweasaocompanied by a statistically
significant decrease in loan interest rates aratdst rate spread.
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The import of capital is considered the most imgairtmotive for host
countries to open access to their markets. If allyeionitored, the new capital
would incite the growth of host economy. This metig particularly important for
transitional and emerging markets, since the present foreign banks has
typically been considered a positive developmenthivzse countries. The impact
that comes from the abundant and smooth flow oitalas just a part of the whole
story. Foreign banks could also bring additionakoteces such as new
technologies, marketing, staff training, acquisitiof managerial, organizational
knowledge and knowledge about surveillance androbnthe study of Goldberg
(2009) showed that foreign banks stabilize hostketarsince they bring a superior
lending practice and thus more efficient allocatdproductive resources.

Bank Internationalization as a Business Strategy

The developments concerning growing banking mutienalization have
profound implications for the countries that areeieing the services of globally
oriented banks, as well as for the banks, whichagagn international banking.
This section reviews motives of multinational barbshind entering foreign
markets.

The main driver of banks entering foreign markstgriofit increase in the
medium or long term, within an acceptable risk {peofThis motive is well
elaborated in economic literature. Among othergafelli and Pozzolo (2005), by
researching a sample of twenty eight countries,wbich eight were from
transitional market economies, found that foreignks ‘migrate’ to those markets
where economy were expected to grow above ave&gdarly, banks more often
enter the markets where profit rates are high baddtio of bank assets to GDP is
low. Some other researches also have come to theusion that foreign banks
‘migrate’ to those markets where it is feasibleatthieve economy of scale and
high growth rates, and in last fifteen years thosekets are transition or emerging
(Buch, DeLong, 2004). The features of emerging tadsitional markets make
them perfectly suitable for attracting this way ivated foreign bank investments.
It does not surprise that the profitability andksiselated motives have been found
to be the most important drivers of a bank’s decisio entry in emerging or
transitional economies.

Second group of motives concerns competitive adwgm®, and it is said
that banks will decide to enter new market onlythey have at least some
competitive advantages over domestic and foreigrkdghat operate in the target
market (Classens, Van Horen, 2006; Ljunép\dovanowt, 2010). According to
Marinkovi¢ et al. (2011), competitive advantage is partidylamportant in
situations where multinational banks decide to rebémking systems in developed
countries. The more developed host country the rlikedy foreign banks will
originate from a developed country, as well. Irsldsveloped host economies, this
argument has also potential to explain countryoéifjn bank origin.
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The third group of motives can be gathered arounsd mharket seeking
theory. The most important motive in this grougfidlowing activities of major
clients’, but in this case market has to be vievesda category that shows
internationally mobility rather than it should beewed as a static category. This
way of looking at foreign bank motives is knowndassical defensive expansion
hypothesis. It was set by Aliber (1984), and assuitthat banks follow their
customers abroad, afraid of losing them to banks déiready operate in the host
country. There are two ways of following clientsrsk one implies just ‘blind’
following the clients from the bank’s country ofigin, where multinational bank
does not offer its services to domestic populatod other multinationals. This
type has little or no influence on domestic econoifiye second type includes
doing business with clients from the bank’s coumthyorigin, but also expanding
into other segments such as domestic economy, ai@ul and other
multinationals. The motive of following clients che easily verified by comparing
level of foreign banks presence and the amountlatelbal trade and foreign direct
investments in the host country. Numerous studiediren this activity (Goldberg,
Johnson, 1990; Goldberg, Grosse, 1994; and Fist@yneaux, 1996).

The last set of motives includes those relatedh¢orisk management and
geographic area. Depending on their attitude towiskd banks should search for
new markets that fit into their more comprehendiusiness policy. According to
the modern portfolio theory, any investor has tifedibetween two types of risk:
specific risk (idiosyncratic) and systemic riskuglisifiable). By pooling together
enough number of mutually uncorrelated investmetits, former type of risk
becomes largely avoidable. The larger sample,atget part of this risk is able to
move out from investor’s portfolio. The later typérisk, since it depends on the
factors that have impact overall market, cannofully diversified. Nevertheless,
an investor is still able to alleviate its expostaasystemic risk, if it pools together
investments on different (and uncorrelated) marke®herefore, it is
recommendable to invest in several different markand in that way reduce
systemic portfolio risk. However, globalizationper se, connects even
geographically distant markets, leaving the roomsiaccessful implementation of
international diversification rather shrunk. Figalthere is a range of motives,
which stress importance of geographical, historaradl cultural determinants of
foreign bank’s entry.

In terms of origin of foreign banking capital, tBerbian banking industry
is largely in line with more generally observedutagity. All foreign banks came
from more developed countries, with economic iratign and geographical
proximity played greater role. In all but one ca#l®e equity of foreign bank
subsidiaries originates from the European Uniomsufiports both market seeking
and competitive advantage arguments. The regulality might support “follow
the client” explanation, since the countries oflbarigin are also the countries of
foreign direct investments’ origin, as well as thain trade partners.
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Foreign Banks’ Business Performance

The effect of bank ownership on various measuredarik business
performance recently has become an extensiveljiestudsue. In a nowadays-
classic paper, Bonin et al. (2005b), by allowing thfferent mode of entry,
confirm that foreign Greenfield banks were the neffitient of all bank types in
six explored transition countries. The following dvanks sold to strategic foreign
owner after being initially restructured. The studyorts that state-owned banks
are the least efficient. Those foreign banks th&tred local markets by acquisition
of control share, post privatization operated melfféciently than foreign banks
with dispersed ownership. Foreign banks also temdo¢ more prudent and
reluctant to lend in weak environment (Clarke, et28905; Yilmaz, Koyuncu,
2010). Some other studies came to the similar cgiahs. The banks controlled by
local industrial groups are often more exposed redit and interest rate risk
(Boubakri et al., 2005), but they have local adagetin fee generating business
(Bonin et al., 2005a). Nevertheless, effect of igmeownership on bank efficiency
is not invariably assessed as positive. In a restraly (Lensink et al., 2008), that
covers broad range of countries, foreign banksfeuwad inferior comparison to
domestic banks, with inferiority in the relativevdg of efficiency weakening along
with the disappearance of gap between institutideaklopment of home and host
country. Furthermore, studies on ownership effeots efficiency of banks
operating in developed environment (e.g. the Germarket) confront the results
for developing and transition countries. Chen ambl(2011) found that foreign
bank profitability crucially depends on differendestween home and host country
conditions (competitiveness, supervision, etc.judthas et al. (2001) found public
banks superior than privately owned counterparth ail appear to benefit from
economies of scale. Superior efficiency holds ewdren controlled for size
differences, and it is explained by lower costwofds.

The ability of type of ownership to explain varildyi of business
performance across banks that operate inside tienrdhas been also studied
extensively. Kosak andok (2008) found foreign-owned and domestic banksixn
Southeastern European countries, but the evidehdetter performing type of
ownership was rather mixed. Paghosyan (2010) fdarelgn bank participation
with no relevant influence on net interest margirCientral and Eastern European
countries. The differences in financial conditi@mong the ownership status can
reflect a different customer base, procedures, tardregime (Claessens et al.,
2001). The only fact that goes in favour of dontebtnks is local knowledge and
existing customary base.

There is a plausible explanation for rather mixesuits over the influence
of type of ownership on bank performance. The fasthand, when addressing
transitional and emerging banking, is the influenak privatization policy.
Privatization itself transforms the efficiency obanking system in transition, but
the ultimate effects will strongly depend on whethiee government will firstly
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privatize better-performing banks and hold its stak loss-making ones, efice
versa (Bonin et al.,, 2005a). Namely, empirical findinggggest little optimism
about the impact of privatization on divested baiikkegginson, 2005). This
implies that relative efficiency among the bankat tthiffer in ownership status will
be country-specific, since the model of bank pihaton and sequence of steps
will depend on the national policy of privatization

Empirical Issues in Defining Type of Ownership

The ownership transformation of Serbian banks ph@nomenon that has
been underway for some time now. The above revigdicates that inter-bank
variation in business performance may be relatedifferences in ownership. In
order to examine it, the first step is to disaggtegotal sample into subsamples of
foreign ownership, domestic private ownership awodestic public ownership.
The banks are assigned among the classes acctodimg origin of equity. If there
is no type of owner that controls over fifty perteaof equity, a bank is going to be
classified upon the major owner.

It is a challenging task to study the effects omhlbaownership on
performance of banks that operate in industry Wexit trough privatization and a
constantly reshaping institutional environment. Mvit the period covered by
analysis, many banks that operate in Serbia swdtéioen one to the other types of
ownership. Therefore, the ownership structure ftbenend of the period differs a
lot from that appeared at the beginning of it. Sittee dataset consist of bank-year
observations, in classifying banks into differerbups of ownership attribute, we
examine the actual year with@ach bank has changed its ownership class. The data
on the year in which a bank shifted to the othasglis provided in the table below
(1). Separating the years of previous ownershimftioe year of new ownership is
made according to the following rule. The first ye& new ownership is taken to
be the first year after the year that ownershipgiarmation actually took place.

Table 1: List of Banks Entering the Sample: Ownersip Status and Coverage

2002 2003 2004 2005 2006 2007 2008 2009

Agrobanka
AIK banka
Alpha banka

Bancalntesa

Cacanska banka
Credi Agricole
EFG bank

Erste banka
Findomestic

Hypo Alpe Actia N
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2002 2003 2004 2005 2006 2007 2008 2009

Jubmes

KBC banka

Komericijalna banka
Marfin banka

NLB banka

Opportunity banka

OTP

Pireaus banka

Postanska Stedionica banka
Privredna banka Beograd
Procredit

Raiffeisen bank

Razvojna banka Vojvodine
Societe Generale bank
Srpska banka

Unicredit

Univerzal banka
Vojvodanska banka
Volksbanka

Legend: I Foreign Private Public [ ] Notcovered

Empirical Findings

The bank business performance is assessed accotdingpe well-
established methodology, but subject to data ahitiila All data are ratios directly
selected from the database (BankScope, Bureau Y& DBr recalculated from
annual financial statements. The analysis coversrakperformance criteria, with
at least one ratio included for each of them. Bpnifitability is assessed with
return on average equity (ROAE) and return on aeerassets (ROAA). Two
additional ratios enter the set to represent béfikiency: net interest margin and
cost to income ratio. Net interest margin is comgduby dividing net interest
income, which is the difference between interegemee and interest expenses,
with earning assets, and represents both pricingypand asset and liability
composition. Cost to income ratio is computed bydiing overhead costs with a
sum of net interest income and other operating nmecolt is a specific bank
financial ratio designed to cover the influencenohfinancial expenses (fixed asset
depreciation, salaries etc.), and exclude loanposgisions. The influence of asset
structure on performance is assessed with the, natiich represents a share of
earning assets to total assets. Loan loss reserggess loans is a frequently used
indicator of asset quality. It does not show a babkity to allow reserves, but
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rather the level of contamination of assets paddfosince banks are obliged to
reserve as much as stated by the unified methogdlogosed to them by the
regulator (National bank of Serbia). Equity to @ssatio is taken to represent bank
liability structure, capturing the influence of dincial leverage on the ultimate
performance indicators. Bank liquidity is reguladgsessed by comparing the
amount of its liquid assets to the amount of liib8 maturing within a year or
even shorter. For instance, on reporting purpogsebi& banks use one-month
maturity horizon for both assets and liabilitiesifartunately, those data are not
publicly available, so that we have to operate vatiess straightforward ratio,
which compare liquid assets to short-term lialggifiwhich are taken to be a sum of
deposits and short-term non-deposit funding. hasflawless indicator, since not
all deposits maturing within a year. Finally, a xyrdfor interest rate risk, the
difference between earning assets and a sum osidejpmd non-deposit short-term
funding, deflated by equity. The interest rate asises when maturity composition
of assets differs from maturity composition of llakes. This ratio suffers from the
same data inconsistency as the previous one.

The data presented (Table 2) are subsamples’ a®i@gean) for three
most recent years (and for the banks for whichd&i® were available), and an
average for the entire period 2002—2009. Note tthetdata are not size-weighted.
They are ‘equally weighted’ bank-year observatidiserefore, since bigger banks
are regularly better performing, this way of samglthe data might misrepresent
overall standing of banks that belong to differtgpies of ownership.

We see that average profitability (ROAE, ROAdi}fers across ownership
subsamples. Apparently, the domestic private bankghe most profitable. They,
on average, report a return on average equity hijftaan foreign counterparts do
for all years except year 2007. The change of #eking overtime deserves
scrutiny but we shall return to the time dimensioh reported performance
measures in later sections of the paper.

Foreign owned banks operate with the lowest netést margin. Domestic
private owned banks come immediately after thend, @mmestic public owned
banks come at the end. The same rank holds inaespasset quality and equity
to asset ratio. The foreign banks more conserndgtisdocate loans, and they are
less capitalized, meaning that they lead in usingntial leverage to boost their
profitability. The differences among the classeseirms of broader asset structure
are rather negligible.

A closer look at the data on distribution (TabldérR)icates high variability
of all ratios. The impression holds no matter whittbsample is concerned. It
means that banks assigned to the same type of swpeaxtremely differs in terms
of financial performance, what further questiorigabdlity of analysis based solely
on average figures. The huge differences may aitber because the business
conditions have been rapidly changing overtimepecause of significant non-
homogeneity within each ownership class.
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The analysis includes all banks for which the datae available, and
covers the period that spans eight most recensyedth special attention paid on
years that surround the break up of recent globisisc Sucha framework makes
us able to assess the differences that belongferatt way of responding to the
global shock. Credit crunch and liquidity evaparatihat followed the turbulent
2008, made it hard for internationally exposed Ikatik survive. Nevertheless,
more diversified international banks have beenquda better position than their
geographically focused competitors have. Namelytinmes of financial crisis,
global banks that have affiliates in different metekhave advantage in providing
liquidity by borrowing from their foreign affiliate This internal capital market
channel supplements the funds available to a bardng local market. The better
access to foreign capital markets will probablylakxpwhy international financial
groups that spread their operations worldwide maddg ‘stay on the track’. The
turbulent times were especially harsh for Greekkbaror 2009, Alpha bank
reported —20.15, and Pireaus bank —5.21 per cemtiren average equity. Among
the worst performing banks that year was also $liewveNLB (—10.43 per cent).
For other loss-making foreign banks, that year yugs$ the next in the row of
several continuing bad years (e.g. Credi Agric®latfin or KBC).

The average ranking of foreign banks relative &rtdomestically located
competitors also depends on so far largely ign@®aks. It is the moment of entry
as well as the mode of entry, which could explaiweity in profitability
overtime. The moment of entry has certain implaragi on bank profitability in
foreign markets. Completely in line with other enuadl investigations (e.g.
Schmidt, 2008), is the fact that foreign banks tla&¢ enter the local market,
especiallwia Greenfield investments, have reported lower pthan other foreign
banks that already operate in the market, sincg #ne more exposed to higher
competition. Early entrants, Raiffeisen, Hypo Aldria, and Procredit invariably
report profit for the entire period from 2003 to0O20 An exception is Societe
Generale, which reported huge losses in 2003 a8 £21.33 and 24.18 per cent
of average equity, respectively). It is interestaigo the case of Unicredit (former
HVB) which came a bit later than above-mentionethpetitors come, but, from
the very beginning, managed to set up a continpoafi-making trend.

For late entrants that appear on the markat Greenfield investment,
extremely high values of cost to income ratio ragyl follow negative profit
figures reported in the first year of operationr Fstance, it took several years for
the Opportunity to cover overheads, and to comé&upe break even point. This
mode of entry, on the asset side come with ovegstiaents in fixed assets and an
empty loan book, while, on the liability side ofiémace sheet, the biggest problems
are shrunk deposit base, and predominance of ety of finance. Because of
predominance of equity finance, the financial gtizvhich are deflated by the
equity, approach their extremes. There is anothsaddgantage, which could
possibly explain losses of Greenfield entrantgantisg years. Their pricing policy
is usually limited by desire for fast increasing roirket share. An aggressive
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under-pricing could have negative effect on barif@bility. A bank will survive
or experience failure on a chosen target marke¢mgipg on how much, and how
fast, the aggressive pricing policy will resultdgaining a market share up to the
point, which enables it to enjoy economy of scalmparable to that available to
the main competitors.

If a bank decides to merge with, or purchase allbeak, there is a
concern that the target bank could have ‘windovssied’. For an acquiring bank,
it is important to evaluate the balance sheet jpositof a target to determine the
amount of nonperforming loans. Those banks reiner peculiar profit figures in
years in which ownership transformation took plade.is the case with
Bancalntesa, Credi Agricole, Marfin and KBC, whigh switched from profit to
loss in the year of accomplished acquisition. Thyres stay negative in all
consecutive years for all the banks except Banes#ntFor example, skyrocketing
profit rates of Meridian bank turned to high lossease the acquisition has been
accomplished by Credi Agricole. For Credi Agricodmd Marfin it closely
corresponds with rapid increase in loan loss reserin 2006, when the bank
Panonska banka has been acquired, Bancalntes#etpecord levels of both loan
loss reserves and cost to income ratio. The |atgrabably the consequence of
excess labour costs. Similarly, first year afteguasition of Post bank, EFG
reported losses as high as 37.52 per cent of avemujty. For EFG, this year was
record both in terms of cost to income ratio (12Y &nd loan loss reserves to gross
loans (6.91). The under-reservation policy, or tlaw dressing’ is probably a reason
why the same banking entities, when held in hariddomestic industrial groups,
reported return on assets and equity, significamtijrer than after being taken over
by foreign players, and consequently, why, in thmalysis, the private-owned
domestic banks performing better than foreign datkwned counterparts.

Conclusions

In order to gain insight into regularities that kip differences in business
performance across type of ownership we disaggeeat data covering 29 banks
into several subsamples: foreign owned banks, dmengsivate owned and
domestic state owned. We found rather mixed evig@fidest performing type of
ownership. Concerning the proposed regularity betwtype of ownership and
bank performance indicators, we see that foreigrk®an average operate with the
lowest net interest margin, the least risky loarifptbo, and with the smallest share
of equity. In the year before the recent finanataisis, the foreign banks
outperformed domestic competitors with regard tthbeturn on average equity
and return on average assets. The following turthylears brought some changes
in ranking. However, an average masks specific etesy which have a potential
to explain variability within subsamples. We aresiketo assign a great deal of
variability to the moment and mode of entry. Eamhtrants have reached a level of
activity that makes them able enjoying economy cdles They have greater
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potential to cover overheads, to operate with m@iaxing asset and liability
structure, and to acquire a pool of best customEh®se banks are currently
market leaders. However, being ‘new kids on thelblthe late-entered foreign
banks were forced to fight aggressively againstumbents’. Currently, those
banks are struggling to survive, performing eveptse than pure locally based
banks. The applied methodology gives no conclusigsult about relative
performance of foreign vs. domestic banks, butaither states that foreign
ownershipper se does not guarantee better performance.
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STRANE BANKE U SRBUJI
— STRATEGIJA ULASKA | POSLOVNE PERFORMANSE

Rezime U radu istraZzujemo strategijski izbor banaka el na strana trZista:
motive i postojée modalitete. Pored toga, bavimo se i poloZajeamistrbanaka
u Srbiji, sa posebnom paZnjom na strategiju ulas&atrziste i poslovne
performanse. Na taj tim moZzemo proceniti da li su ostvareni poslovnufesi
ispunili oekivanja. Nismo potvrdili pretpostavku da stranenkea ostvaruju
najbolie performanse. Mada u neskladu sa teori@makvi rezultati su ne retko
empirijski potvdivani. Ovo moze biti zbog toga Sto je bankarskit@erbije
pretrpeo snazne promene tokom poslednje deceniefiaa stranih banaka
posluje tek nekoliko godina. Zbog toga se diadm da su bankama koje su
kasnije ulazile na donda trziSte najZz&di konkurenciju predstavijale upravo
strane banke koje su do tadstvarile dominantnu poziciju na trZistu.
Primenjenonmetodologijom nismo u stanju da nedvosmisleno odgma na
pitanje koji tip vlasniStva obezdaje najbolje poslovne performanse, ali smo
ukazali da ih strano vlasnistvo, samo po sebianarguje.

Klju é€ne reti: bankarski sektor, internacionalizacija, stranaekiea poslovne
performanse
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MARKETING DIMENSION
OF THE INTERNATIONAL TRADE COMPANIES WITH
SPECIAL EMPHASIS ON THE SERBIAN MARKET

SretenCuzovi¢’
Svetlana Sokolov-Mladenow’

Abstract: The internationalization of trade indicates the possible direction of
strategy of growth and development on international and global scale. This
business can be done ad hoc, but implies a careful design and orientation of
activities. In other words, it is necessary to carefully consider the possible
strategy of internationalization based on clear and proven marketing
guidelines. Thus, trade marketing dimension of internationalization comes to
the forefront, which is the subject of this paper. Through theoretical and
practical research will try to answer questions that come to mind to retailers
in the determination of business outside the national market, namely: 1)
whether to operate outside the national market? 2) Where to perform? 3)
What program of marketing activities to present with in the foreign market?
For this reason, the focus is firstly on the theoretical basis of marketing
international trading companies, and then the practical analysis with special
emphasis on the Serbian market.

Keywords: internationalization, trade, marketing, marketing mix, the Serbian
mar ket

Introduction

Trade has quickly gone from local to internatioaefivities. In nowadays
conditions, trade internationalization became itadle and unstoppable process.
Relying on theoretical explanations, internatiaretion can be seen from
evolutional, matrix and global aspect. All thespeats point to the fact that trade
internationalization is the strategy with strongrkesing impulse. In fact, many
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trade companies have achieved remarkable resalikghto the broad marketing
aspects and incentives. All this confirms the thediout the interconnectedness of
international marketing and internationalizatioegarding marketing dimension of
trade internationalization. In conditions of grogimternationalization of trade,
marketing gets guiding and advisory role as diyectintributing to learning about
international business environment and market dppities, consideration of
market attractiveness and prospects of individualrtess formats, and integration
of all business functions in the direction of reation of the target markets. On the
other hand, marketing experience and marketingityabdf company are a
significant factor in the successful implementatioh the strategy of trade
internationalization. It is therefore not an acaidghy it comes to a rapid and
parallel development of international marketing, d¢he one hand, and
internationalization of trade, on the other. Basadhese facts, there is a need to
analyze the marketing of international trading camps, or research, selection and
choice of market to perform, which is the subjefcthe first part of the work. It
logically opens the question of standardizatiorsusradaptation of "package" offer
to requirements of the local (target) market. As 8erbian market in recent years
becomes attractive for international retail chairthjs suggests that the
internationalization of trade has not missed ourketa The starting hypothesis of
this paper is that international trade companiesehtheir own marketing
guidelines and experience. In order to test thigotiyesis, firstly, the paper will
analyze theoretical basis for marketing of intdoradl trade company, with a focus
on research, selection and choice of market toyeamrd strategic options in
creating a "package" deals. The second part ofpdper, using secondary data
sources, methods of analysis and comparison, airhighlight the similarities and
differences of international marketing activitieb teade chains in Serbia. The
ultimate goal of this paper is to present the miamgeaspect of internationalization
of trade companies in Serbia.

1. Theoretical Basis for Marketing of International Trade Companies -
Research, Selection and Choice of Markets to Entry

Marketing activities of international trading comjges in the first place
require international market research regardingketaof countries where the
business is expanding. Afterwards, the selectiah@mice of markets is applied,
where the performance goes either through starmatdipackage" offer, or by
customizing it to local requirements. These agésitare the subject of research in
future presentations.

Information in the international market and the dibons under which it
operates is a key component of successful markesingtegies of trading
companies that want to enter that market. Inforomatan range from general, in
terms of assessment of market opportunities toifspecelated to the product
assortment, price, promotion and distribution. Nwme studies about arising
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mistakes in international marketing suggest thastnmistakes could have been
avoided if only the decision makers have bettervkndnternational market
(Cavusquil, Ghauri, Agarwal 2000, 10). The abovestakes typically occur
because the need for market research was ignazedube of inadequate research,
or errors in the assessment of cultural, econoputitical and other differences
between the markets.

The very fact that trade companies are spreadieig tperations outside
the national market, indicates the need for curaick accurate information, which
is obtained through market research.

Speaking of market research, in the literatureettee many definitions
(Rakita 2009, 71-78). The most widely acceptetiésane which indicates that it is
the systematic collection, processing and analysdata to obtain information in
order for making marketing decisions. Essentiaflg tesearch of domestic and
international market is the same, except that tiver@nment is different. Tools and
techniques that are applied are the same, withaheobject of study varying from
country to country.

Regardless of whether it is a study of domestim@rnational market, all
information obtained in this way, can be dividetbithree groups (Ghauri, Cateora
2006, 151): 1) general information about the marRethe information necessary
for the assessment of market opportunities by iatimg the social, economic and
consumer trends in selected market, and 3) speundiket information needed for
making decisions about product, price, promotiastrihution and marketing plan
development. In the domestic market research fasusn the third group of
information, given that the prior two are usualyadable from secondary sources.
In the international market research focus is drtheiee groups of information,
with a wider scope of research which in particidhould include the following
information (Douglas, Craig 1997, 380): 1) inforinat about the economy,
2) information about the sociological and politiciimate, 3) information about
market conditions, 4) information about technologgd 5) information about the
competition.

Given the broad subject of research, as well asnihed for making
complex marketing decisions, international marlestearch is a multidimensional
activity that is conducted through a process composf the following stages
(Ghauri, Cateora 2006, 151): defining the object grurpose of research,
development of research plan, data collection fpoimary and secondary sources,
analysis and interpretation of collected data, drgveonclusions and presenting
the results. Although the stages of market researehsimilar for all countries,
differences in implementation are due to differenicecultural, political, economic
and technological conditions between countries.séhgifferences may be visible
already at the first stage of international marestearch - defining the object and
purpose of research. For this reason, in the pso@dsmarket research its
international dimension should be considered @s@an be seen from Figure 1.
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Figure 1: The Process of Market Research and Its bernational Dimension
Process International dimension

1. Object and purpose of Ensuring comparability of concepts
research

v

2. Research plan

Identifying differences in comparability

Selection of methodology

A 4

3. Data collection

Eliminating cultural differences

¢ Comparison of research concepts
Customizing the level of interpretation to cultural,
economic differences of the market

4. Data analysis

* Customizing reports to users
5. Data presentation Adapting language and terminology of the report
Inspection reports of adaptability to different

Source: Douglas, Craig 1997, 154

Such analysis of the market research process Igedpp all countries, and
we should bear in mind its international dimenssonwe could be able, with the
market research, to obtain accurate and credilie tthat will be used to make
decisions on the selection of country to which rearthe trade company will
expand its business.

International market research does not end withketeng activities of
trading companies that expand their business autsadional markets. The initial
goal was achieved, and created a global pictutheoituation in the international
market. After that, it is necessary to determingeh markets and countries in
which to do business in the future. Activity ofeion of the market further make
complicated the changes in the international bssirenvironment, including the
formation of regional trading groups, strategidasites between companies and
the exponential growth of information technologiesiich as a whole affects the
elimination of barriers between countries and teedhto consider the world as a
global entity. As a result, the choice of adequateess to selection of the market
becomes more complex, therefore as a solution iesp the application of
systematic approach to selection of the market &ghecompany individually
(Onkvisit, Shaw 2009, 253).

In accordance with the foregoing, the selection @muice of international
market should be the strategic orientation of tiaglihg company, and as such a
part of an overall business strategy, which isitigkits resource base, on the one
hand, and position relative to the competitionttaother.
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In process of selection and choice of the markat tan offer the best
potential for growth and development of trading pamy, it is necessary to perceive
the characteristics of individual markets, as wslthe extent to which these markets
are integrated with others. From the standpoiritaafe companies, special emphasis
should be placed on the structure of the tradeosettpotential market, as well as
strategy for existing and potential competitorsr(ui Fletcher, Brown 2004, 227).

To meet these challenges, many approaches have dmearioped to
approach the selection of international marketsadaption of the winning choice
for business expansion. So the Australian Trade i@igsion (AUSTRADE User
Guide 1990, 55) has developed the internationaketaelection approach, which
takes place in two phases, namely: 1) analysishef dttractiveness of foreign
markets, and 2) assessment of the competitiveridesad firms. In the first phase
the attractiveness of individual markets is peregilsased on an analysis of market
characteristics (growth rate, predictability of wth, the degree of market
segmentation, the degree of market concentratiom,atvailability of substitute
products, etc.), conditions of competition (concatibn of competitors, the
concentration of exporters, the complexity of tieritbution system), financial and
economic conditions (price strategies, payment ¢eparity of domestic currency,
export requirements, operating costs, entry baiend the legal and socio-
political conditions (political stability, trade deslation, consumer legislation,
licensing, legislation on foreign investments, laldegislation, protection of
intellectual property). Within this phase marketsthwthe best competitive,
financial, economic, legal and socio-political citimhs stand out. For these
markets, in the second phase, assessment of ctirgretss of local companies is
carried out, which can be potential competitorshiw trade company. In assessing
of competitiveness their managerial characteristice perceived (resources,
presence in international strategic alliances),ketacharacteristics (efficiency of
the distribution network, pricing strategy, advartg), technology characteristics
(the introduction of modern information technologghd the assortment of
products and services characteristics (qualityroflpcts and services, introduction
of new products, packaging, trademark). Marketshwite best competitive
conditions are markets on which trade companiddedgls in future operations.

Previously described approach to selection of matéonal markets has
experienced its modification and improvement by d@kéhors Toyne and Walters,
who have perceived international market selectimegss in five stages, which can
be seen from Figure 2.

In the first phase determination of markets that r@ot interesting for the
trading company is conducted because of its grgatential, as well as markets
that are excluded from further analysis becaustheoftatutory legal and political
limitations. It often happens that many marketsexeluded due to the subjective
preferences of manager (e.g. a bad experience waileling to India can result in
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having India off from further analysis by managés.you can see from the chart,
in this phase from further analysis are excludgat@pmately 20% of countries as
potential markets for future operations.

Figure 2 International Market Selection Process
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Managerial ~ Assessment Competition Attractiveness Internal
Trade — off

preferences of initial environment ©f the market .
analysis

entry

Source: Toyne, Walters 1993, 103

The second stage involves the assessment of mac@e@ factors on
international markets. Described as "assessmeninitél entry”, this phase
excludes economically unattractive markets. In thimtext the evaluation of
market attractiveness is done in terms of political social conditions, as well as the
potential for further growth and development. Thm & to evaluate the existing
demand in the market, as well as unmet demand ketnaiches that may represent
a potential source for generating income of trasl@gany. As you can see from the
chart, in this phase about 50% of countries arudgd as potential markets.

In the third phase, in which object of analysis B&%o of the countries of
the world; the conditions of competition on the guuial markets are analyzed.
First of all, object of study are entry barrieraifmoms, quotas, standards), exit
barriers (repatriation of profits, dividends angital markets, tax payments and
transfer of technology), and market barriers (staffailability of storage,
transportation, allocation of resources). Especiatl this phase are analyzed
existing and potential competitors in the interoadl market, which may pose a
threat to trade company.
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The fourth phase of international market selecfpyocess focuses on
understanding the conditions that apply to potémtiarkets in terms of efficient
accessing resources (procurement from local souticesuse of local distribution
networks, access to local resources of promotiany using the appropriate
strategies and models of performance in these nsarker example, if one trade
company internationalize its operations throughrging arrangements, and on the
potential market there are legal restrictions ome thumber of licensing
arrangements that may be realized, appearancatimtrket may be questionable.
As a result of this phase, excluded from furthealgsis are another 10% of
countries as potential markets.

In the last phase (internal trade-off analysis) sh&ction of markets for
trade companies to expand their business in thedls realized. In this context,
the evaluation of market attractiveness in termstled need for additional
investments and their compatibility with the objees of the company and the
possibility for creating and maintaining long-teaompetitive advantage is done.
Priority may be given to those markets that requées resources and whose
conditions are compatible with the aims of tradenpany and its plans and
capabilities to maintain competitive advantage attichct and retain customers. As
a result of this last phase singled out are markeds are of interest to trade
companies, and on which further marketing actigitigill be realized, from
creating a "package" offer, over the price stratefstribution, up to the location
of sales outlets.

2. Strategic Options in Creating a "Package" Offer- The Global
Standardization versus Customization to the Needd &elected Market

International trading companies, in order to exptrair global presence,
increase market share and overcome problems reifatid saturation of existing
markets, continuously find opportunities for grovethd development. When they
decide to start a business outside the nationdtetan the specific country, one of
the key strategic decisions is whether to use staiwbd marketing mix
(assortment of products and services, price, pnamotlistribution, location) and
the same marketing strategy in all countries, @dapt marketing mix and operating
strategy to local market conditions. In this regandthe literature on international
marketing two diametrically opposed interpretatiaas be found, in which one
argues about the standardized "package” offerevdtiier argues the need to adjust
the "package" offer to conditions which are apjtliedo the selected market.

Thus supporters of a standardized "package" affaify their thesis by the
fact that consumers live in a global world in whidifferent markets and
conditions in them does not represent the detemhif@ marketing activities.
According to them, consumers belong to homogengougps whose needs can be
met by standardized "package" offers that are edehy international companies.
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In this group of theorists also belongs Levitt (29800), according to whom only
successful are those global companies that are tabt#fer their customers a
globally standardized "package" offer of productd aervices.

In their theoretical explications, Papavassiliod &tathakopoulus (1997,
504) state four reasons that are justifying Lewitthesis. First, it allows
international companies to maintain a consisterdgienand brand identity on a
global basis. Second, it minimizes confusion fastomers who travel around the
world. Third, it allows international companies tievelop a unique strategic
approach. Fourth, it allows companies to use thamtdges of economy range in
area of product sales, and also the experienceshvané gained in some markets.

Contrary to the theoretical stance of Levitt, supgrs of adaptation or
custom "package" offer start with an assumption ttie exaggerated philosophy of
global standardization of "package" offer is congilie contradictory to real facts.
According to them standardization is at best caggractical. Therefore Ruigrok
and Van Tulder (1995, 210) suggest that it is imspme to achieve market
efficiency simply by using the same marketing mid &ame marketing strategies
in all countries (markets). The point is in adjustito the marketing mix elements
and to the needs and desires of consumers in targedets, due to differences in
the macro and micromarketing factors that deterrtiinese markets.

Previously mentioned diametrically opposed theoattiinterpretations
(standardization versus customization) are rejebtedifferent authors who point
out that it is difficult to implement only one segy in practice, and emphasize the
importance of simultaneous application of bothtegges, both standardization and
adaptation (Choi, Jarboe 1996, 33; Van Raij 19%0Q; Hennessey 2001, 50;
Akaka, Alden 2010, 40). According to them, the camps that expand their
operations outside the national market must inaago elements of both
approaches. Hence, international or trading congsaini this case, will standardize
various elements of marketing mix and marketingtsgrly, on the one hand, and
shall adjust them when necessary, in order to theetlemand of the target market,
on the other. How will the international trade c@mjgs incorporate elements of
these two approaches depends on a number of degensi Vrontis (2001, 290)
has these determinants grouped into the reasonfaetwis, which can be seen in
Figure 3.

As it can be seen from the picture, reasons argetldeterminants from
which depends whether the company will decide fandardization or adaptation,
and integrating them, while factors are those datants that affect both the
reasons for selecting strategic options, and teuments of marketing mix that
are to be standardized and/or adapted to the éélds local market.
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Figure 3: The Conceptual Approach to a Sandardized or Custom "Package" offer of

International Trading Companies
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3. Marketing Dimension of Trade Internationalization
- Example of the Serbian Market

By moving onto the concept of an open and moderrkehaconomy in
the end of 2000, the Serbian market became atteaftr foreign trade companies.
Arrival of the first foreign trade company is ragised in 2002, and after that came
the period of more intense appearance of foreidailrehains in our market.
Currently in Serbia the following foreign retailaths are operating: 1. Mercator
(Slovenia), 2. Merkur (Slovenia), 3. Energo Tu®{®hia), 4. Metro Cash & Carry
(Germany), 5. Veropoulos (Greece), 6. Pevec (Gapail. Interex - Intermarche
(France), 8. Idea (Croatia), 9. Mr. Bricolage (F@nand 10. Delhaize (Belgiurh).
Given the business strategy, time of arrival at market and spread of its retall
network, subject of following analysis will refer these companies: 1. Metro Cash
& Carry (Germany), 2. Mercator (Slovenia), 3. leter Intermarche (France), and
4. |dea (Croatia){uzovié, Sokolov Mladenow 2011, 295). By usingecondary
data sources, methods of analysis and comparisenwill point out the key
characteristics of these companies, their opermtionthe Serbian market, their
strategies of appearance, composition of marketinginstruments, competitive
advantage, in order to show by comparative analybes similarities and
differences between these companies, the prospédtseir further growth and
development in the Serbian market, with special lamjs on the marketing
dimension of the internationalization of their cgi@rns.

3.1.METRO Cash & Carry

Metro Cash & Carry is the market leader in wholesathich operates
within the METRO Group retail chain that is therthiargest in the world. The
group is now present in 31 countries of the waoldnbre than 2,200 locations and
has 270,000 employees. The structure of the METRQuis formed by retalil
chains that are operating independently on the etar) The wholesale chain
Metro Cash & Carry, which are the largest membdrghe group, 2) Real
supermarkets - retailers of food commodities, 3pdéarkt & Saturn - European
market leader, specialized for retail trade of raeatid other electrical devices, 4)
Gallery Kaufhof - the modern department store.

Metro Cash & Carry, during its historical developmehas noted the
success in developing the concept of self-servibelegale. Founded in 1964 in
Germany, it soon began expanding operations in ncaaytries of Europe, Asia
and North Africa. The traditional concept of sedfrgce wholesale of this company
is followed by the social legacy of the developmehtinternational corporate
culture (Mierdorf, Mantrala, Krafft 2010, 32-36).

! There are indications that the German retail chahwill soon expand its operations in the Serbia
market, given that it has announced opening cfates outlets in Subotica.
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Therefore, the international expansion of compargn important element
of its corporate strategy. For more than four desaof business, Metro Cash &
Carry has achieved outstanding growth in Westemofigiand became a leader in
self-service wholesale, operating through 670 stane31 countries. Strategy of
company'’s internationalization is focused on enreggnarkets of Asia and Eastern
Europe and the Middle East and North Africa. Moktthe locations where the
company operates belong to the group of growingporesy and over three billion
people, nearly half the world's population, livascountries where the company is
currently present.

By entering new markets, Metro Cash & Carry doesenban enough to
ensure its future: creating new jobs and ofteretthe direction of development of
modern trade and supply structures. The companyoimmitted to social
responsibility, given that developing strong relaships with local producers and
consumers, which builds trust and increases success

Its development in Serbia, Metro Cash & Carry sthiin 2005 with the
opening of the first distribution center in Belgead Krnja&a. The value of
investments at that time amounted to 15 million d&8ur300 workers were
employed, and construction period was three morbgher development of the
company Metro Cash & Carry was carried out by opgnone more store in
Belgrade and Kragujevac in 2005, followed by opgrstores in Novi Sad and Nis
in 2006, and one more in Subotica in 2010.

So, Metro Cash & Carry in Serbia operates throtglistribution centers,
or self-service wholesale. So far, the companyiimeessted in the Serbian market a
total of 120 million Euros, and employed around A 8frkers (www.metro.rs).

As in other markets, performing in the Serbian rearkompany Metro
Cash & Carry uses a strategy of direct investmguatiticularly Greenfield
investment. The company has decided for the Serbanrket by analyzing all the
prerequisites that were mentioned before. The li@agistudy is done by which, as
positive aspects of doing business in Serbia, hegacterized: market potential,
opportunities to generate profit, a good busindissate and tax policy, political
and financial stability. In addition, through theasibility study the market research
was carried out, which is an integral part of tlegision for expanding operations
in a country.

The company's operations in the Serbian markebased on the strategy
of adapted "package" offer to the needs of locaketaln doing so, it goes for the
assortment development concept which structure bisuta 80% of domestic
products, depending on the season, and about 50%eoproducts under the
trademark. Trends that the company have broughthé¢oSerbian market are:
transparency of operations, quality of productsyises and human resources,
focus on specific market segments (professionabmesrs), developing long term
relationships with suppliers and customers and B&Brating concept.
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What makes the company Metro Cash & Carry recopfezen the world,
and in the Serbian market, is the introductionhef $elf-service wholesale concept
where under one roof a wide range of products canfdund, designed for
customers from sectors of catering, merchantsisenaih, who use the goods for
further performance of their professional dutiesonk this we can mark the
primary groups of the company’s customers and tivarstages that Cash & Carry
concept offers them. Thus, the primary groups efdbmpany’s customers are: 1)
HoReCa — hotels, restaurants, cafes, bars, cateengces; 2) Dealers — kiosks,
STR, gas stations, bookstores; 3) Other profedsaustomers — service companies,
ministries, diplomatic agencies, associations, tviticone place can find all needed
for the equipment of their office space, as well ppeducts for everyday use
(detergents, office supplies, paper for photocapysicanners, computers, etc.).

The concept of self-service wholesale provides hese¢ customers the
following advantages: 1) In one place, under o, @ wide range of products, easy
shopping, saves time and increases efficiencydouypement; 2) Self choice of desired
product; 3) Very competitive prices; 4) Prolongeatking hours 7 days a week, allows
purchase at any time of day during the week; S)laegcatalog deliveries that keep
customers informed about action products in a gitwme period; 6) 80% of the
assortment consists of products of domestic manuiéas and suppliers.

The competitive advantage of company Metro Casha&ryCon Serbian
market is based on two aspects. First, the devedopwf partnership relations with
suppliers, and second, development of partnerghégions with customers.

Development of partnership relations with suppliars initially based on
selected approach and their selection, which irdudeveral key aspects:
1) product quality, 2) competitive prices 3) contims quality assurance and
product excellence in monitoring of qualitative esafety standards, 4) reliability
of deliveries, 5) the efficiency of logistics foraeh distribution center, 5)
technological infrastructure, 6) financial staliliand 7) business in accordance
with the policy of environment.

These aspects also indicate that the company Meash & Carry is
having the optimal combination of marketing mixtiasnents, which, on the other
hand talks about marketing dimension of internaionompanies operations,
which we have already spoken.

The system of Metro Cash & Carry operating allowe selection of
suppliers exactly based on the above criteriay afteich starts the cooperative
arrangement that obliges suppliers to respectriate@mally recognized standards:
ISO 9000, ISO 14000, IFC (International Food StadaHACCP, CODEX
ALIMENTARIUS. In this way is provided a guarantekaperating in accordance
with the satisfaction of quality control. The ulate goal is to accomplish a high
quality of provided services, which applies as ovdpcts in stores, as well on the
way of operating and on the manner of providingvises in the 40 year long
tradition of doing business.
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In order to maintain the high quality of produdts Metro Cash & Carry
facilities a detailed internal product control @nducted. Control is implemented in
terms of: quality assurance of products, manufagumproducts under the
trademark, and imports.

A particularly important aspect of the developmeipartnership relations
with suppliers is related to the production of coanaial products under the Metro
brand. Product of Metro trademark is the one prbdhat is manufactured
exclusively for Metro and for no one else. In itssimess portfolio company Metro
has over 200 commercial brands, and in Serbia égsrba production of products
under the name: Aro, Horeca Select, Sigma andif@ifProducts that are labeled
on the packaging Aro features the quality and logey while the products with
the Horeca Select are mainly for caterers.

Metro in Serbia cooperates with more than 1,000 ufsrturers and
suppliers. Project launched in 2007 so far haseaeki the following results: 1)
collaboration with 56 manufacturers in the prodorctdf trademark products, 2)
320 locally manufactured products with trademar®s,10 manufacturers who
export, 4) 70 products that are exported, 5) coemin which is exported: Czech
Republic (4 products), Ukraine (19 products), Hupg20 products), Romania (1
product) and Croatia (over 50 products).

Another aspect of building and maintaining compegitadvantage of
Metro Cash & Carry in the Serbian market is baseddeveloping partnership
relations with customers, given that this is a #fgemarket segment that uses the
company's products to continue operations. In tbistext, the "package" offer,
prices, promotion and distribution services ar®tad to the demands of this target
segment.

In support of this fact stands a project entitl®adrtnership Relations with
Customers", which was developed by the companyewbperating in Serbian
market. Characteristics of this project are théofwing: 1) project aims to improve
the business of small traders, 2) by the rulesegfulation of retail space is
provided full customer support, 3) the projectinpliemented with the participation
of employees of the Metro company by providing edinsg advices, 4) end result
is to achieve better offer for consumers and adgs over the competition, 5)
participation in the project "Partnership Relatiovith Customers" is open to all
current and future professional company’s customers

The implementation of such project by the smaldéra allows them
achievement of multiple benefits, especially beeatisey are threatened by
competition from large retail chains. The end resuto increase sales volume of
both small traders and Metro company, which leadsstrengthening the
competitive advantage and business performances.
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Basic competitive advantages of company Metro aceided on creating
distinctiveness from the competition. This mode opleration leads us to the
conclusion about the implementation of differenmdiatstrategy from the company
Metro, which is based on building partnership relteg with suppliers and
customers, as we have already spoken.

In addition, building the competitive advantagecompany Metro based
on previously analyzed aspects, have led it tdebel that currently generates 221
million Euros turnover, 8% of market share and @nding financial performance.

3.2. Mercator-S, d.o.o.

Mercator Group is one of the largest and most ssfakretail chains in
Southeastern Europe, a leading retail chain ineél@vand increasingly affirmed
chain in the markets of Serbia, Croatia, Bosnia Hdzegovina, Albania and
Macedonia. We are talking about fast growing markétere in the big cities trade
centers are opening because of population and ghethasing power. The aim of
company is that in this way gain significant markleare and to become the first or
second largest retail chain in each market.

The most important and broadest activity of Merc&ooup refers to retail
and wholesale of food and non-food products, wtdoh offered under various
business formats. Currently, the structure of Memcasroup consists of the
following companies that are dealing with trade\ateés: 1) Mercator IP, d.o.o0.
(Slovenia), 2) Mercator-H, d.o.o (Croatia), 3) Mswar-BH, d.o.o (Bosnia and
Herzegovina), 4) Mercator-B, d.o.0. (Bulgaria),g¢rcator-S, d.o.0. (Serbia), 6)
M-BL, d.o.0. (Bosnia and Herzegovina), 7) Mercadgrsh.p.k. (Albania), 8)
Mercator-Mex, d.o.o0. (Montenegro).

Mercator Group has a vision, mission and stratggals that are the same
for all markets in which it operates, as well as tlie Serbian market, where it
operates since the 2002 Annual Report 2010, 13-14).

The company's vision is to be a leading retail mhwdifood and non-food
products. The mission of the company is by its mess activities to realize:
benefits for consumers by providing quality commarservices, high quality of
goods and competitive prices, assuring benefitefoployees by providing a safe
and pleasant working environment and opportunfiegpersonal and professional
development, benefits to suppliers by cooperatiordéveloping of quality and
original products and providing opportunities foowth in Slovenia and in foreign
markets, providing benefits for owners by assupngfitable operating, improving
business efficiency and increase of enterprise etarélue, benefits for the wider
environment, a responsible attitude towards therahind social environment and
respect for business ethics and social valued areds of activity.
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The values of Mercator Group's corporate culture based on the
following: 1) company is connected by trust and ualirespect, 2) no one knows
the desires of our customers better than the comf@rthe company's operations
are at any time and at all levels transparent aritda spirit of corporate culture, 4)
company is expanding by a solid corporate culture.

From the pre-defined vision, mission and valuesasporate culture stems
further strategic orientations of Mercator Group:

* The largest retail chain in Slovenia, by: improvihg@ competitiveness of
the "package" offers and development of its owaireetwork;

e The leading retail chain in the markets of Southdasope, through:
strategic alliances and development of its ownilre&work;

» Entering new markets, by: purchasing attractivations, the development
of its own retail network and strategic alliances;

» Development of "package" offers by: positive syyasfidifferent products
in the assortment, the introduction of productshwpbtential long-term
growth and profitability in the target markets aingproving long-term
competitive advantage;

* Profitable business, through: achieving a satisfgctlevel of trade
margins, rationalization of costs and increasirgfdpctivity and increasing
of return on invested capital.

Mercator Group has entered the Serbian market 02 2@ith the
construction and opening of the trade center inilB@ograd. Therefore, a strategy
of direct investment was used, to expand this esgsatin 2006 starting with
acquisition of Holding Rodi M&B, firstly with 88% of the capital, and then it
100% ownership over the capital of mentioned corgp&@o far, the company
invested 80 million Euros in the Serbian market @maiployed 3,700 workers
(www.mercator.rs) The appearance on the Serbian market was predaded
feasibility study which included all phases of igre market research, as well as
identifying the preconditions for performance ideséed markets. The company's
operating on the Serbian market is based on agyraif adapted "package" offer
to the needs of local market.

Creating competitive advantage of the company Merc&roup in the
Serbian market is based on the following: 1) dgwelent of business format
portfolio, 2) development of trademarks, 3) organgzof permanent price discount
activities, 4) development of loyalty cards andégially responsible behavior and
concern about the environment. These activities ase the trends that the
company brought to the market in Serbia.

What distinguishes company Mercator from competjtdooth in the
Slovenian market, and in the Serbian market, isdiversification of business
formats. In response to the different needs andswoer demands companies
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permanently audits the business format that induttee following activities:
redistribution of retail space by product categding, expansion of retail space and
increase of efficiency "package" offers in storése Serbian market company’s
business portfolio consists of the total of 108resowithin which there are: 12
hypermarkets, 24 supermarkets, 25 superettes,\&n@mnce stores, 2 cash & carry
facilities, 7 objects to sell technical product8,fashion stores, 10 facilities for the
sale of sports equipment and 6 restaurants. Chstaime biggest novelty that
Mercator has brought to the market of Serbia is ¢bastruction of modern
shopping centers.

Mercator shopping centers "under one roof" offeaaety of products and
services in their own shops or in facilities thiag Epased. These centers provide our
customers much more than shopping opportunitighesrepresent the centers of
entertainment, relaxation and time saving. Theee 3aMercator trade centers in
Serbia: in Belgrade, Novi Sad and NiS. The opemifighese centers, through a
strategy of direct investment, has brought multipdmefits to local governments,
employment of new workers, obtaining constructiarnpts, land acquisition,
payment of taxes, etc.

Aside from the development of diversified commdréimats, Mercator
also develops its own trademark. In that way tryiogdifferentiate itself from
competitors and to offer added value to consum@rsthe other hand, seeks to
employ local producers to manufacture products utite trademark and thereby
encourage them to export. Mercator is currently kivgy with 10 Serbian
producers, while the products from prestigious tsasre imported from Slovenia.
In the Serbian market the Mercator trademark cthsisthe following products:
Mercator products; Mercator Line; Table, get setalthy Life; Lumpi; Generic
line and Complete care.

These trademarks include a wide variety of prodfgtslifferent consumer
categories. It is particularly important that theme characterized by high quality
and low price, which is in our market conditionspontant in attracting and
retaining the target group of consumers.

Constant promotion activities are complementaryhwite trademarks
development. Constant actions cover the followiBgrbian basket, permanently
low prices, weekly action, 5 a day and double irfferbian basket offer
comprises over 100 products of Serbian product$ #ma sold in Mercator
hypermarket at affordable prices, and the choieel&épted to the season, needs and
desires of consumers.

Action of permanently low prices includes more th2®0 products of
acclaimed, best-selling brands. These are prodactdaily consumption, which
occupy a significant share of the consumer bagepermanently low prices are
offered numerous products for everyday use, ancdqguice is available for a
longer period of time. In addition, each week iemdd five interesting products at
very favorable prices.
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Action 5 a day aims to encourage the Serbian mamkate of fresh fruits
and vegetables, considering that the selected typpeoducts are offered at very
reasonable prices. Action double points offers Menc Pika cardholders double
points for every purchase in Mercator hypermarketsiters of technique, fashion
and restaurants.

So, Mercator Pika card is an integral part of reagpkomotional activities
of the company. On the other hand, it is the fotindaof building and maintaining
loyal customers in the Serbian market, which is asi$ for creating and
maintaining long-term competitive advantage. Usdrislercator Pika loyalty card
have numerous advantages, which leads to an igciedbe number of its users.
Thus, in 2008th there were 129 017 users, whilBOth this number increased to
154 915. The company plans are that the numbeoyaifty cardholders increases
over time.

These activities indicates that the company Mercétas the optimal
combination of marketing mix instruments, which, the other hand, says about
the marketing dimension of international operathgompanies.

Besides, what distinguishes company Mercator frioencompetition is the
socially responsible behavior and care about their@mment. Through
sponsorships, donations and participation in hutagan campaigns, the company
has the socially responsible behavior. The funds iatended to sponsor the
development of sport, culture, education and ptsjér environmental protection.
So Mercator promotes economic, social and sociatyeldpment of local
community in which operates. It is the local comityirinvolvement what is
creating wider economic and social results, formsplaasant and orderly
environment for customers and employees and inesedise quality offer of
products and services.

Basic competitive advantages of company Mercateraamed at creating
diversity related to the competition. This leadstasthe conclusion about the
implementation of differentiation strategy fromghiompany, and based on the
business formats, "package” offers trademarks arbcate social responsibility.

Besides, the operations of company Mercator inSdian market in the
last eight years based on the described activtias,enabled it to reach a level of
9% market share.

3.3. Interex (C.D. S. d.o.0.)

Interex is part of French retail chain Intermarcivéjch is a supermarket
chain located in accessible locations for consumé€rgrently, in its business
portfolio has about 4,000 stores, present in 10nt@ms. Total number of
employees of the company amounts to 112,000, hakgiétics bases and 10
specialized trademarks.
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Business strategy of the company Intermarché ipaatls of the world is
offering products at low prices, with an emphasgis freshness and quality of
products that are sold in stores sized between02g0 2,500 square meters,
located in accessible locations for consumers.

From the company's business strategy stems thessvabfi corporate
culture:

» Low price: in accordance with the purchasing powafeconsumers a wide
selection of products are offered at low prices;

* "Friendly" retail facilities: the size of stores ftailored to the needs of
consumers, allowing them to quickly and easily fihd required products
and save time when shopping;

e Nearness: retail facilities (supermarkets) of comypdntermarché are
located in the vicinity of residential consumersy, Which is worked on
creating and maintaining the loyal customers.

The company Intermarché in the Serbian market Ippgaed in 2004,
after a detailed analysis of all factors that arethie overall market ambient of a
country. Investment feasibility study in the Serbimarket is done through all
phases of market research, as well as identificatib the satisfactory market
potential, as a landmark of decision on expandimg liusiness. The company's
operations in the Serbian market are based ontthegy of a custom "package"
offer to the needs of the local market.

In our market, the company has started its opearattbrough its Interex
stores. Mitigating factor for the company was taet that before Serbia, company
expanded its operations to the market of Bosni@4tt9, therefore are observed
the cultural, linguistic, demographic and sociotadisimilarities between Serbian
and Bosnian consumers. What differentiates retaircinterex from competitors
is the fact that it opened its first objects inSBnia andCagak, unlike other foreign
trade companies which began with its operation8efgrade. Assessing of the
company was to begin from the "heart" of Serbiaetgize there good results, get
to know the market thoroughly, and then open tledifiain Belgrade, the largest
and most demanding trade segment of Serbia. Tlessment of the company is
realized, so that after the facilities in Pristi6acak, Ni§ and Zajear, followed the
opening of a supermarket in Belgrade, so the cognparrently operates in Serbia
with 7 stores (www.interexsrbija.rs).

The appearance strategy of the company IntereRarSerbian market is
realized through direct investment, so that theganmy has so far invested over 50
million Euros and employed about 200 workers. Hoe tonstruction of its
facilities in most cases the land was purchasdfieaselected locations, which is
another reason why the company decided first fercéntral and southern Serbia,
since the land prices there are much cheaper thBaelgrade.
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Creating and maintaining competitive advantagenen $erbian market of
company Interex is based on two facts: 1) a rid¢aradf products at low prices ("to
be the cheapest on the market”) and 2) a rich rafigeroducts under its own
trademark. These are both trends that the compasybiought to the market of
Serbia, since that after 2004 is recorded a treénthaeasing market share of
products under the trademark.

With low prices company Interex offers to Serbisonsumers deferred
payment for 30 days, with respect to obligationsuppliers in order to avoid the
risk of suspension of deliveries, which is contrémits business policy. Offer of
the cheaper products, which are cheaper acquilesl,ehabled the company to
become recognizable by that in the Serbian market.

In addition, the company Interex is in the Serbiaarket identified by
selling products under its own trademark, whichrtethin 2004. The greatest
success of the company derives from its trademanik Budget, for which is in
Serbia currently producing 80 products from 10 nfiacturers, while imported
from France are 120 products that are cheaperphaducts of the same quality.
Thus Interex develops cooperation with Serbian pceds who motivates to export
in Bosnia and Romania.

Under the Top Budget trademark part of home caserément, shampoos
and personal hygiene, confectionery, chocolate softl drinks are sold. The
decision on who will produce products under theéraark is determined based on
market conditions. Specifically, the company Inkelnas recipes for the production
of trademark products and based on them decideshwi@nufacturer to choose. If
the formulas coincide with those by which the emisiproducers are working then
their product is taken and packed under the tradenand if not, then the
manufacturers start to work by recipes of the camgp&urrently, in total Interex's
assortment share of products under the trademaithoist 30%.

The previous activities of the company Interex,t thhtain its form of
expression through a wide range of different préglua policy of low prices,
trademarks policy, long-term relationships with s@mers and producers, suggests
that company is implementing the optimal combirmatd marketing mix, which,
on the other hand, indicates the marketing dimensaf the business
internationalization.

Basic competitive advantages of company Interexaareed at lowering
the operating costs. This leads us to concludeittimthe implementation of costs
advantage strategy, which the company achievesughraheap acquisition of
products and low prices.

Furthermore, creating and maintaining a competiideantage based on
the above described activities has allowed the emmpnterex to achieve in Serbia
a market share of 5% and accomplish outstandinigpéss performance.
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3.4. ldea, d.o.o.

Idead.o.0. is part of the Croatian company Agrokor Gan¢cwhich is the
largest private company in Croatia and one of tlengest companies in Southeast
Europe with consolidated income of $ 7 billion Esiemd 40 000 employees.

Inside the Agrokor Concern, whose primary actigitige the manufacture
and distribution of food and beverage and retailpag others also operates the
Croatia's largest producer of mineral water - Jamnice cream - Ledo, oil,
margarine and mayonnaise - Zvijezda, the largestitzm meat industry — PIK
Vrbovec, then Belje - the largest agro-industribacity in Croatia, as well as a
leading retail chain Konzum.

During 30 years of existence, Agrokor started asnall family business
for manufacturing and selling flowers, and thanksat clear business vision,
strategy and prudent investments, managed to gntavd leading food-trading
system in the regional market. Leadership positioh#\grokor companies are
expressed by a high market share, therefore Ledopaes 80% of the Croatian
market of ice cream, Zvijezda firmly holds 83% nwrlof margarine, while
Jamnica dominates the market of mineral watergaatia with 82%.

By having achieved and reinforced such leadingtwosin the Croatian
market in all its activities, Agrokor is further med towards accomplishing its
strategic goal of achieving a stable and long-tdeeyw position in the region.
Alongside companies from Croatia, Agrokor also cosgs of companies in the
region who joined over the past few years: fromrB@asnd Herzegovina these are
Ledo Citluk, Sarajevski kiseljak and Velpro Sarajevo,rtt@ijamant, Frikom and
Idea from Serbia, as well as Ledo and Fonyodi frimgary.

Croatian retail chain Idea is present in the Serbiarket since 2005 when
through its acquisition became a part of the Agradkoncern. Before that, the Idea
in Serbia has operated as a local company in tletesale segment. This indicates
the fact that the Croatian company Agrokor entdred Serbian market through
acquisition strategy, thus taking the company IdBais business venture was
preceded by a feasibility study which included netirkesearch, as well as
identifying and satisfying all the preconditionsrofrrket potential, which resulted
in a decision on expanding the business into thbi&e market. The company's
operations in the Serbian market are based on edidpackage" offer strategy,
with some degree of standardization of part ofackage” offer.

First store of company Idea is opened in Belgrafter that company went
into an intense expansion of its retail networlother cities in Serbia (Subotica,
Cacak, Nis, Leskovac, Uzice, Vrbas, Kula, Rama Kraljevo), so that now in its
business portfolio has 122 sales outlets in caiegof hypermarkets,
supermarkets and superettes. Part of it is also hdlesale establishments.
Expanding the retail and wholesale network compla®a in Serbia carries out
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through acquisition strategy, by taking over soorenerly state trading enterprises
in the larger cities in Serbia (www.idea.rs).

The Croatian company Idea has performed in thei&@enmarket after
careful analysis of all factors that determine akierall market ambient (economic,
political, demographic, institutional factors). &itag from the linguistic, cultural
and demographic similarities between Serbian amat@m markets, as well as the
estimated market potential, the company's opemtioegan in 2005th, with a
vision to become one of the leading retail chamghe Serbian market. What
differentiates the company from the competitiomiste extensive retail network
covering almost all parts of Serbia. Besides, m s$kructure of assortment it has
about 60-70% of domestic producers.

Creating and maintaining competitive advantagehi@ Serbian market
company ldea bases on providing value to consumteogsigh superior service,
satisfaction when purchasing and carefully seleetgsbrtment of goods with an
emphasis on quality and trademark. In additioncibrapany has a well developed
system of human resources management as well asgeraent policy of
environmental and working environment protection.

During several years of operations in the Serbiarket, the company Idea
has become known for its branched network ancettsirstores that are affordable
to consumers, in which a significant part of theaasnent are products under the
trademark. In recent years, this is especiallyaetive to consumers given the low
prices of the products under the trademark, orotfeehand, and a high quality, on
the other. Recognizable brands of the company dde& + and Rial, which share
in the assortment structure is around 30%.

Manufacturing of products under the Idea trademarkmplemented by
domestic producers, while in the process are idD Serbian manufacturers. At
the same time, their products are exported to @romtd Bosnia, where the
company ldea is present. In this way the comparkesiés contribution to export
promotion of Serbian producers who are involvedhi@ production of products
with trademarks of Idea. However, in selectionha tight manufacturers, priority
have those who adapt their production to requirdsn@h quality management
according to international standards: ISO 140014208 Environmental
Management System, 1ISO 9001:2000 — Quality Managé®ystem, HACCP — a
system of hazard analysis and critical control iIGLOBALGAP — system of
security and quality control in agricultural protion. The quality and health
safety throughout the entire production and trag#ec work safety and complete
cycle of environmental protection, are all realizédough these management
systems. The goal is to meet the needs of consuwignsrespect to the most
important international standards.
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Implementation of previous activities points out flact that the company
Idea has the optimal combination of marketing mmigtiuments, which, on the
other hand, says about the marketing dimensiomefiriternationalization of the
company’s operations.

Company Idea has a developed concept of humanroesomanagement,
since they are the most valuable part of the compagrmanent and comparative
advantage in the market game and initiators of aelwvevements. In this sense, the
company provides numerous opportunities for cadegelopment and promotion,
provided that they are capable and willing to respbtm the demands and dynamics
of the business, ready for dedicated work, learaimg)loyalty to the company. The
results are employee’s satisfaction, positive omgdional climate and culture that
value and appreciate success in all areas.

Idea Company has precisely defined policy of emritental management.
In this context general and specific objectivesealironmental protection are
determined with specific programs to achieve theéktong with consumers,
knowledge is transferred to all other stakeholdansl with their behavior they are
trying to set an example and guide to all for thadiit of nature and environment.

The basis of competitive advantage of the compalea lare aimed at
creating diversity related to the competition. Theads us to conclude that the
implementation of differentiation strategy in thase of company Idea is realized
through its extensive retail network, concept ofman resource management and
environmental management policy.

In addition, creating and maintaining competitiel/antage in the manner
described above has led the company Idea to tled ddvmarket share of 8.3% in
Serbia and achievement of remarkable businessrpafees.

3.5.Comparative Analysis of I nternational Trade Companies
Operating on the Serbian Market

Starting from the previous case studies that ilistoperating of foreign
trade companies in the Serbian market, we can malamparative analysis which
aims to highlight the key similarities and diffeces between these companies,
which, on the other hand, create a basis for utaleig the marketing dimension
of trade internationalization in the example of ti@r Comparative analysis of
these companies will be done based on the resbil@ned from research of
selected companies, so that we can show the fallpsimilarities and differences
of the analyzed foreign trade companies:

e Metro Cash & Carry has appeared in the Serbian ehamk2004, Mercator
in 2002, Interex 2004, while Idea is present sid@@5. This indicates that
its operations in the Serbian market have firsaexied Mercator, and later
other trading companies. Among them only Metro C&adBarry is in the
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list of the ten most successful trading compamethé world, considering
the sales volume.

Currentnumber of employeesin analyzed companies is the following:
Metro Cash & Carry has 1,500 employees, Mercaté0(, Interex 200,
Idea 2000. This indicates the fact that currergbpit chain Mercator gives
the largest contribution to the solving of unemphayt problem in Serbia.
In the business portfolio of company Metro Cash & Carry are type of
objects like cash & carry (wholesale self-servicesjotal of 5 buildings.
Business portfolio of company Mercator consists sbibpping malls,
supermarkets, hypermarkets, superstores, convesterds and cash &
carries, a total of 108 objects. Interex's busingsdfolio consists of
supermarkets, a total of 7 buildings, while the ibess portfolio of
company Idea consists of supermarkets, hypermarlsefgerettes and
wholesale centers, 120 objects in total. These siag@est to us the fact
that the diversification is characteristic for t@mmpany Mercator, while by
the number of facilities the company Idea has adifgn position.
Diversification, spatial and numerical expansionbokiness formats are
trends that these companies have brought to olemnar

Market share of foreign companies is: Metro Cash & Carry 8% ,r&ég¢or
9%, Interex 5%, and Idea 8.3%. These data inditizé foreign trade
companies have roughly the same market share.

All of the analyzed companies had detaidahlysisof market conditions
and opportunities in Serbia, which were made witllie investment
studies. Within this analysis, it is estimated tBatbia has the potential for
market performance of foreign trade companies. Goaijve advantage
have the companies Idea and Mercator, becausengdidtic, cultural,
geographic and demographic similarities between dbmmestic and the
Serbian market.

METRO Cash & Carry, Mercator and Interex have atethe Serbian
market through astrategy of direct investmenf except that in 2006
Mercator had also applied sirategy of mergers by merging with the
Serbian company Rodildea is entered througitquisition strategy, by
taking over domestic state trading enterprises.alTétunds that the
companies have invested so far in the Serbian rmarke Metro Cash &
Carry 97 million, Mercator 80 million, Interex 50iliion, and Idea 40
million Euros. This indicates the fact that the pamy Metro Cash &
Carry is the leader in terms of total funds invddtethe Serbian market.
METRO Cash & Carry, Mercator and Idea have statiteit performance
in the Serbian market first from Belgrade. The camp Interex has
initially decided for central and southern Serlsismce the land prices are
cheaper there than in Belgrade.
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Analyzed foreign companies on various groumtdsate and maintain
competitive advantagein the Serbian market. Metro Cash & Carry is
developing partnership relations with customers suqgpliers, developing
the trademark and serves a specific market segnferdfessional
customers). Mercator has a diversified portfolio misiness formats,
develops the trademark, has regular price discodetgelops loyalty card
and is characterized by socially responsible betnalterex is developing
the concept of supply of products at low prices @& the cheapest in the
market") and offers products under the trademat&a’ls emphasis is on
services, selected assortment of products, qualitgdemark, and
managing the human resources and environmentaéqbiat. These are
the trends that mentioned companies have brougthteirSerbian market,
thus putting the challenge to the domestic tradimgpanies.

Basics of creating the competitive advantage indithe use of various
strategies. Strategy of differentiation or differentiated benefits is
applied by companies Metro, Mercator and Idea, evHitterex has
implemented @&ost advantage strategy

All analyzed foreign companies adjugiackage" offer to the conditions
of the Serbian market, with the exception that Kage" offer of company
Idea is partly standardized.

In the assortment structure of analyzed companies dominates the
participation of domestic products in comparisorthwiioreign products.
The percentage of domestic products in the ovexsdortment of the
analyzed companies is: Metro Cash & Carry 80%, sterc50%, Interex
60%, and ldea 70%.

All analyzed companies havkeir own trademark for which production
are engaged Serbian producers, who are both emmalri® export to
markets where these companies present. Thus, Meash & Carry
cooperates with 10 manufacturers who are exporinghe same time.
With the same number of manufacturers cooperatesdite, and Interex
and ldea are cooperating with 20 Serbian manufexsur

Structure of the assortment (the share of domgstducts in total), as
well as sales of products with trademarks (manufect by domestic
producers) indicates the fact that analyzed foreggmpanies have
developed relations with Serbian manufacturers

All the analyzed companies hadeveloped the concept of long-term
relations with customersthrough loyalty cards and permanent research of
needs and demands of consumers. In the developofidoyalty cards
Mercator has gone furthest by issuing for its comsts the Mercator Pika
Card.

All analyzed companies tend to havedicy of the lowest prices in the
market. In this segment, Interex particularly standswhbb seeks to offer
products at low prices, under the slogan "be tleapést in the market.”
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e All analyzed companies have a permanprimotion policy through
various means (printed catalogs, television, nepesi= advertising,
publicity, etc).

e Plans of all analyzed companies are to continuesipansion in Serbian
market, by using the same strategy as while emté¢hi@ Serbian market for
the first time.

Previously shown similarities and differences & #malyzed foreign trade
companies indicate the characteristics of theiratpey as well as the process of
internationalization of trade in the Serbian markeh the other hand, with the
arrival of these companies have started a new stafpe development of the trade
sector in Serbia. Processes, tendencies and basie éf modern trade are starting
to be implemented in our trade sector. From thegestaf obsolescence and
dispersion, our trade gradually moves to the phludseoncentration and gradual
modernization. Domestic consumers changing condamgtabits, sharpen their
needs and demands, and gradually accepted theptarfcdarge" purchases and
shopping in hypermarkets and trade centers, tohwiBioften needed to pass some
geographical distance to reach them.

Given these facts, but also the results of researettan conclude that the
changing the habits of local consumers are conseguef trends in the business
that brought with them international trade compsurrethe Serbian market. The
results show that these trends are related to ritreduction of new business
formats, adapting the "package" offer to the Serbi@arket, offering a diverse
assortment, low-price policy, the development ofivgie label, long-term
relationships with suppliers and customers, loygtggrams, etc. At the same
time, these trends have a different degree of imetdation of the analyzed
companies. Apart from that, the results indicate timarketing aspect of
internationalization of trade companies in Serbighich was one of the
fundamental aims of this paper.

Conclusion

Internationalization of trading companies cannotlbeead hoc, but with
a careful design and directing the activities. theo words, it is necessary to
carefully consider the possible internationalizatstrategies based on clear and
proven marketing guidelines. Thus comes to thefrfoné the marketing dimension

2 Numerous studies have been conducted in the ®emtsaket, and the results illustrate that Serbian
consumers change their shopping habits, they glgdodented to the weekly and monthly "big"
purchases. These surveys are regularly conducte@fymarketing agency and the results are
published on the official website, as well as jaisrin the area of trade, retail and consumer behav
(magazines Market, Progressive Magazine, Our stostore magazine). See more about this on
www.gfk.rs.
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of trade internationalization, which includes a ekttomplex activities, ranging
from selection, market research and selection aketaor performance, to the
decision about whether to perform with standardipedcustomized "package"
offer. In such circumstances, marketing takes omadnsory and guiding role, so
that researches confirms the fact that those tcadgpanies that have marketing
experience and marketing capabilities meet all gopeisites for the successful
implementation of the internationalization strate@yarting from the theoretical
explanation of the interconnectedness of marketind internationalization of
trade, we aimed to test this on practical examplthe® Serbian market, which in
previous years became attractive to many internatibrade chains. In this paper
are made case studies of companies Metro, Mercatmrex and Idea, that
appeared in the Serbian market in different timeiopls, by using specific
strategies of performance with a combination of keing mix instruments.
Comparative analysis of these companies operatiaashown that there are both
similarities and differences in marketing dimensiah internationalization of their
operations. On the other hand, the arrival of thes®panies has started a new
stage in the development of the trade sector ibi&eProcesses, tendencies and
basic flows of modern trade are starting to be @nmnted in our trade sector,
which from the obsolescence phase gradually mavéiset phase of concentration
and modernization.
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MARKETINSKA DIMENZIJA
INTERNACIONALNIH TRGOVINSKIH KOMPANIJA
S POSEBNIM OSVRTOM NA TRZISTE SRBIJE

Rezime: Internacionalizacija trgovine ukazuje na méigpravac strategije
rasta i razvoja trgovinskih kompanija u do@arodnim i globalnim
razmerama. Ovakvo poslovanje ne moze se odvijdibadveé podrazumeva
pazljivo osmisljavanje i usmeravanje aktivnostiugm refima, neophodno
je oprezno sagledavanje mdégfustrategija internacionalizacije na bazi jasnih
i proverenih marketing smernica. Na tagimado izraZaja dolazi marketinska
dimenzija internacionalizacije trgovine, Sto jeregmet istrazivanja u ovom
radu. Kroz teorijsko-praktno istrazivanje pokugamo da damo odgovor na
pitanja koja se nanda trgovinskim kompanijama u procesu opredeljenja za
poslovanje izvan nacionalnog trziSta, a to su: &) |d poslovati izvan
nacionalnog trzista?, 2) gde nastupiti?, 3) sankgirogramom marketing
aktivnosti se predstaviti na inostranom trziStu?olg razloga, u fokusu rada
najpre se nalaze teorijske osnove marketinga iatéonalnih trgovinskih
kompanija, a zatim i prakina analiza s posebnim osvrtom na trziSte Srbije.

Klju éne redi: internacionalizacija, trgovina, marketing, markgti miks,
trziSte Srbije
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A number of dynamic changes in the conditions iniclwhmarket
participants are operating at the beginning oftthenty-first century have led to
further modifications and development of the subjcmarketing research. The
group of factors that affect the enterprise's op@ra were constantly becoming
more complex, and these factors were supposed ittcbgporated into the subject
matter of marketing by defining new concepts. Nuwuer entities with which
diverse relationships are created have signifigengact on the operations of
modern enterprises, so one of the major challeisgedated to the coordination of
mutual interests, needs, goals, resources and iipsb On the other hand,
modern enterprises have to coordinate their busirgactices with specific
business operation standards, professional etleigsiation, moral principles and
requirements for environmental protection. The &mentioned and other factors
of influence (political, economic, technical andhrological) have intensified the
need for continuous development of marketing theony practice in order to find
sustainable sources of competitiveness in the @thnmarketing environment.

Due to intensive changes such as the developmentedinology,
globalization, deregulation, privatization, strémgied position of customers,
increased competition, convergence of industriesnpsformation of retail and
elimination of brokerage (Kotler, Keller, 2006, d8-15), a holistic marketing was
defined in response to these and similar changgshtve occurred since 2000 and
to the newly formed marketing environment. This enoomprehensive, cohesive
approach that exceeds traditional marketing coneeptications starts from the
development, design and implementation of markefimgrams, processes and
activities, to which the wide range and interdemene of effects are recognized.
Holistic marketing is based on the assumption tharything is significant in
marketing, and that a broad, integrated perspectival the activities, functions
and processes is necessary.

The aim of the present study was to determine vemedhwidely set and
comprehensive concept of holistic marketing repressan appropriate theoretical
conceptualization by which it is possible to intetpthe key processes in the
marketing environment of today. Namely, the esaéntisearch questions af@an
holistic marketing also include the ongoing chanigethe business environment or
the development of a new concept or a new theomarketing is needed? Or:
Should the subject of modern marketing researcbritg what is included in this
concept, or it needs to be extended? These qusdienre been "provoked" by the
works of a large number of authdmshich, in the light of the discrepancy between
the theory and practice of marketing, contributed fumerous innovations in
marketing and business models.

2 We have analyzed numerous papers of referentihbesiand publications (books and journals), on
the basis of which we provided an overview of teeedlopment of theory and practice of marketing.
Reference list includes the sources that are mtest ofted in the literature.
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The evolution of marketing thought

Peter Drucker (according to: Kotler, 1988, p. 2é)dves that the concept
of marketing was first accepted in practice in tméd-seventeenth century.
However, the emergence of marketing as a discipdifiermally related to the first
decade of the twentieth century (MilisavljeviL998, p. 51; Vasiljev, 2001, pp. 21-
24; Hang, 2003, pp. 35-38), since when its subject and esaufpresearch were
changing and developing in a way that was consitlén@m different points of
view in the theory of marketing. Defining the dey@hent of the central issues in
marketing, the authors have analyzed the evolutidnmarketing thought
chronologically by decades, like, for example, Blrt(Bartels, Milisavlje\d),
while others (such as Hunt) explained this devekapnin terms of the dominant
approaches to marketing.

Historical development of marketing as a scientific discipline - The
development of marketing thought can be explainbdormlogically, mostly
through decades. Bartels (by: Milisavljévi1973, pp. 34-35) divided the
development of scientific thinking about marketimgthe period from 1900 to
1960 into six decades or stages:

1. Period of Discoverywhich lasted from 1900 to 1910, was marked by
the appearance of the conception of marketing (eesjponse to the increasingly
complex problems of distribution in the U.S.), lthem the concepts in advanced
scientific fields such as economics, psychology sociology. In this decade, the
expression "marketing” was first used for a uniitgrdiscipline that started to be
taught in some business schools.

2. Period of Conceptualization(1910-1920) is considered to be the
inception period of marketing researchn fact, marketing departments started to
be established during this decade, at the beginrasg departments for
market/commercial research. At that time, papen®wso published in which the
fundamental marketing notions and ideas were eax@thi having enabled
crystallization of the basic conceptions of mankgtand definition of the activities
that fall within the domain of marketing.

3. Period of Integratiorlasted from 1920 to 1930, and was marked by the
further development of the theory and practice afkating.That was the time of
the emergence of extensive writings which integtdtemer knowledge, including
the book "Principles of Marketing" by Clark from 2D (Milisavljevi¢c, 1973, p.
35). This work is significant because the autha dealt with the role of marketing
from a social point of view, unlike his predecessehose analyses had the starting
point in the subject-matter approachimultaneously, in practice, the area of
marketing study was being developed, specificalued on the market research.

! tis believed that the idea of marketing reseamerged around 1910, with Stanley Latshaw stated
as its creator. More in: Milisavlje&i 1973, p. 34.
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Departments for performing these activities were¢aldshed in almost all
organizations. Owing to them, appropriate methodsl dechniques were
formulated (for example, George Gallup began toettgv the technique of
measuring the effects of economic advertising, Arttlur Nielsen developed the
concept of measuring market stfre

4. During thePeriod of Developmenbetween 1930 and 1940, particular,
specialized areas of marketing were developed ladamber of business schools
that had specialized courses in this area in thefricula rapidly increased.
Numerous and extensive studies appeared, inclutiedook "Market Research
and Analysis" by Lyndon Brown (cited according keani¢, 2003, p. 37). In the
area of marketing research, quantitative and spsyehological methods were
increasingly applied.

5. Period of Reappraisa(1940-1950) marks the challenging of previous,
traditional approaches and the affirmation of a nemanagement approach to
marketing. During this decade, there was a sigaifiprogress in the development
of research methodology, and new specific aspdetsadketing were discussed, as
well.

6. In thePeriod of Reconceptiometween 1950 and 1960, the trends that had
started in the previous decade continued, withoamqunced effort to integrate the
existing conceptions in a general theory of mankgtiTherefore, the focus in the
research orientation changed from the market aisalygesearch in the function of
marketing management. This period was marked be&sed orientation to decision
making, societal aspects of marketing and quaivgtainalysis.

Further development of marketing thought by decadek place in the
following mannet:

7. The most significant changes that occurred batwi960 and 1970 are
the expansion of the concept of marketing to namemic and non-profit
organizations and the inception of the concepbofat marketing.

8. Over the next decade, 1970 - 1980, the condegiiamal marketing was
further developed and defined as the requiremaatt dtganization managements
align three objectives when deciding: making prtfithe enterprise, satisfying the
desires of customers and fulfilling the interedtsaxiety (see: Kotler, 1988, p. 26).
During this period, numerous papers were publisietating to the marketing in
the business (B2B) market.

2 See: Hari, 2003, p. 36.

3 Bartels' review of the history of marketing thoughblies only to the period from 1900 to 1960. For
the definition of further trends in the developmehtnarketing thought following sources were used:
Milisavljevi¢ (1975), Bartels (1983), Kotler (1988), Har(2003) and the text of Ruth N. Bolton
(2011) in the special issue of the relevant Joushdarketing on the occasion of the'7anniversary

of its publication, which gives an overview of thi@minant areas that the authors of published asticl
dealt with in the subsequent decades of thec2itury.
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9. The ninth decade (1980-1990) is marked by dewveémt of the
marketing of service organizations and by the iasireg interest in the field of
global marketing, macromarketing, comparative miamge marketing ethics, and
relationship marketing. During this period, partisudevelopment was registered
in macromarketing, which refers to the analysiseafiironmental factors and
evaluation of marketing activities from the standpof the wider public interest,
not just of customets

11. In the last decade of the™@entury, new concepts and techniques of
marketing were developed: electronic marketingati@hal marketing, direct
marketing, 1 to 1 marketing, etc. In the works othars of this period, special
attention was focused on the study of market-bassdts (brand equity, customer's
equity, market knowledge and the like) and on ttienapts of their evaluation.
Empirical studies were conducted in order to asaedsevaluate the contribution
of market orientation to the business successtefgmses.

12. In the first decade of the 2&entury, the dominant themes explored in
marketing were: the development of a new marketipgroach aimed at creating
and delivering value to market participants anegottonstituents; the improvement
of relationships and relationship networks amorifeknt actors and groups; their
interconnection and involvement in the processreating value; the contribution
of marketing to the increase of intangible entagprassets; the development of
adequate systems of measuring business and malgetiformances; innovations
in marketing and marketing of innovations; the ictpaf technology and
globalization on marketing and the marketing basedophisticated information
and communication technologies, and others.

The development of approach to marketing - In order to analyze the subject
of marketing research, it is important to consiaep the evolution of the approach
to marketing (Hunt, 1976; Milisavlje& 1973, 1975; Hadj 2003), which occurred
due to the development of marketing as an econproess, a business concept and
a business function, and its increasingly evidetatrdisciplinarity.

Institutional, subject-oriented and functional appcheswere focused
mainly on the review of the existing (positive cheter) business systems (for
profit organizations) from the perspective of tharketing environment (macro
aspect).The subject-oriented approacifiocused on the study of marketing of
certain types of products (i.e. products manufactun a particular industry), was
developed during the Period of Conceptualizati@iwieen 1910 and 1920, and is
considered the first serious step in marketing aese Achievements of the
subject-oriented approach are the specific areasaoketing, such as marketing of

* The development of this field followed the shifttire analysis of the impacts of the environment -
public actions were initially regarded as a factgron which the enterprise has no influence
whatsoever. But, in the 1980s they were increasimglyarded (in particular the activities of
government agencies and organizations) as a facturolled by enterprises.
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food products, marketing of pharmaceuticals and like. The institutional
approach also created during the Conceptualization Per®d;haracterized by
studying the performance characteristics of centadmnketing activities in different
institutions/organizations. This approach represgnthe grounds for the
development of the marketing of production entegsj the marketing of service
organizations and so on, or more specifically - tharketing of agricultural
enterprises, bank marketing, etc. In the analysis,organizations were evaluated
from the aspect of the product they make and theketmthey supply, in order to
explain the role and mode of inclusion of a spedifiganization in the marketing
system.The functional approaclideveloped in the same period as the previous
two) refers to the study of marketing from the pergive of functions or groups of
activities performed by an enterprise in the donmimarketing and it is aimed at
improving the processes related to these activities

The management approaetas founded during the Reappraisal Period,
between 1940 and 1950, and was particularly deeelajuring the 1960's. This
approach is focused on optimizing the process akating management (through
the stages that comprise analysis, planning, ozganiand controlling), and on
improving the role of marketing as a business fonctlt is considered the
normative, micro approach that applies to the pe#fctor and is focused on issues
related to the optimization of the marketing mikidrapproach is characterized by
an increased application of the theory of managémed decision-making on
issues of marketing in the enterprise. Given thatketing decisions are made
under conditions of risk and uncertainty, the ensgh& on information, strategy
and tactics in marketing, which was enabled throthghdevelopment and use of
behavioral science and quantitative analysis.

The systemic approadb marketing started to evolve in mid 1960s and it
was focused on the study of various marketingtinsbins as specific systems. The
main objective was to investigate the optimal wadyfunctioning of these systems
(in the presence of restrictions in the environhex#t entities, but also in their
mutual interactionsThe systemic approacimvolves both the micro-normative
aspect (e.g. analysis of possible application ghiticated optimization models,
such as programming developed through operatiossgarch in the enterprise
management) and the macro-normative aspect (extiarinaf the system
efficiency and effectiveness in the presence obtamts such as competition and
government), but also the macro-positive aspectatedl to profit-making
organizations (investigation of interactions ameagious marketing institutions).

The environmental approacto marketing, developed in the late 1960s
includes a descriptive analysis of the limitati@isnarketing activities that come
from the environment and relate to customers, coitipg culture, legal
framework, technology and institutional framewoBeing of a macro-positive
character, it refers to the profit-making orgarimas and includes a descriptive
analysis of marketing activity limitations comingm the environment.
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The emphasis on social marketimgth a focus on societal problems, leads
to the expansion of the field of marketing resedhat acquires a micro-normative
character and applies to non-profit organizaticsall.

2. Changesin the subject of marketing research

In 1972, Kotler defined the field of marketing rasgh by classifying
previously studied areas in corresponding groupsedaon three categorical
dichotomies: 1. whether the area relates to prmofiking or non-profit sector; 2.
whether it implies the micro or the macro aspeatt & whether it has the positive
or the normative character (Kotler, 1972). Startfirgm these, as well as from
other researches, certain conclusions can be deabeut the development of the
subject and scope of marketing research as a iciatiscipline. Chronologically,
the research focus has shifted from distributiambfams, through market trends (at
the beginning of marketing development, when ituded only market research),
various activities and specific aspects of markgtimanners of decision making
and organizing activities, to the societal aspeftsnarketing, marketing ethics,
marketing environment, interactions of entities raiag in that system and the
effects of their actions, marketing problems in tio-profit sector, in business,
service and international markets, the impact abaglization and technology
development on marketing, and issues such as itinayanarketing performance
measurement, etc.

If the development of marketing thought is obserfredn the aspect of
subject-oriented approach, it may be concluded fivat the marketing of
commodities developed, then the industrial market{ne. marketing in the
business, B2B market), which appeared much laterthe 1970s, while the
marketing of services emerged in the 1980's. Thgestioriented approach is still
the starting point of studies related to specifieaa of business. The logic for the
application of this approach lies in the fact tthet marketing strategies, instruments
and techniques vary considerably in the markeinal Etonsumption in relation to the
business market, as well as in a variety of a@wivithin these markets.

Today it is considered that the marketing conceptpplicable to all
organizations, but historically (Kotler, 1988, i.)2he marketing research subject
developed gradually, from the aspect of the instital approach. The concept of
marketing was initially applied exclusively in fpreofit organizations from the
business sector, in the following order: firsttlie enterprises that produce and sell
non-durable consumer goods; later, in the enterprithat produce consumer
durables, and then in those for the production rafustrial equipment; then
subsequently in transportation companies (firstatawn), banks, insurance
companies and other service organizations. As weed above, the
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implementation of marketing in non-profit organipas has also been advocated
since the 1970s

The development of marketing research from the csplethe functional
approach is most evident through the developmeshtdarersification of marketing
activities, which are now largely defined from thspect of the marketing-mix
concept as all the activities aimed at creatindiveléng and communicating
superior value to customers. In the managemenbappr the subject of marketing
can most appropriately be seen through the emeegamd development of
strategic marketing, in the systemic approach eubh the development of
relational, while in the environmental approachretigh the development of social
marketing.

The analysis of the marketing theory and practeeetbpment shows that
significant changes have occurred that gave righameed for a modification of
the subject of marketing research. The developrokstrategic management and
marketing has affirmed the importance of proactesponse, which conditioned
the need to expand and deepen the subject of nragketsearch. Analyses show
that some of the most significant changes in tle®rh of marketing and even in
marketing research occurred in the late 1960s, veloetalled alternative theories
began to develop worldwide through the approacheshich marketing is viewed
as an interactive process in a social context, etpon the focus is on building
and managing relationships. In this respect, afirdtien of fields and subjects of
marketing research is advocdtednlike the previously dominant approach based
on the marketing mix, these theories integrate aaiosideration the facts that the
seller may not necessarily be the initiator in ¢raellations, that relationships need
not involve only sporadic transactions, but alsoghtasting and close relations, as
well as that the entities in the business envirarnraee linked in specific networks

® Kotler (1972) has expanded the generic concepmarketing by having proposed the use of
marketing in all markets and in all the cases afiadaransactions in which there is a moment of
exchange and a kind of reciprocity. Kotler and Lexplained the extension of the field of marketing
to non-profit organizations by the fact that "thesence of marketing is a general idea of exchange,
rather than more specific market transaction”. Htthint, 1976, p. 18) states that most of marketing
professionals define the marketing research sulajgc transaction. Some apply the narrower view
and want to restrict it to a market transactionjleviothers suggest more liberal views wanting to
include in the marketing research subject all taatisns involving any form of exchange of values
between the parties involved. Marketing can theeefie defined as the science of transactions r thei
structure, properties and relationships with offteenomena. Thus defined, the subject of marketing
research overlaps with the research subjects odrodlisciplines - economics, psychology and
sociology, as transactions are analyzed in alhefrt However, transaction is the focal point only i
marketing (Hunt, 1976, pp. 18-25).

® In one of the most frequently cited scientific pepaimed at reviewing the subject, nature and
developmental prospects of marketing, Gronroos418®nphasizes that the then dominant reduction
of almost entire theory of marketing to 4P concegtearch subject exclusively to the product, price
promotion and place of purchase (distribution); keting activities to the creation, delivery and
communication of values to customers; and marketsgs to finding the optimal combinations of
marketing-mix instruments - is totally inadequatel anacceptable.
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in which processes of exchanging goods, capitaywledge, information, ideas, etc.
are taking place. Among the most important appresdh this regard, there aiee
approach that is related to the interactions/netkgoin the industrial marketing
(developed at Uppsala University in Sweden in ©9@0%) from which the relational
marketing evolved, ancharketing of serviceas a separate area of marketing with its
own concepts and models that take into accourgggeificities of services.

Numerous dynamic changes that followed in the damdi in which
market participants were doing business led to hé&rt modifications and
development of the marketing research subject. btanyg theorists and
practitioners have become aware of the fact thgioap of factors that affect the
operation of enterprises is becoming more com@ex, that these factors should
be incorporated in the subject matter of marketifigeorists who dealt with the
definition of market orientation (e.g. Kholi&Jaw&irs1990; Narver&Slater, 1990)
considered customers and competitors as key stilegbmf enterprises. However,
the business of modern enterprises is, undoubteditgngly affected also by:
employees, companies that represent current amhidtcollaborators (members
of marketing channels, supply chains, the netwohlen& the company belongs),
financial institutions, scientific research orgatians, NGOs, government
institutions, media and other entities in the marles well as (in)formal civic
groups, and finally - the community as a whole. &er, modern enterprises
must harmonize their ways of doing business withiag® operating standards,
professional ethics, legislation, moral principleand requirements for
environmental protection. The above mentioned ahdrdactors have intensified
the need for new marketing theories and practicesder to find new sources of
competitiveness in a changed marketing environment.

3. Challengesto thetheory and practice of marketing

In the conditions when marketing and other managerst make complex
and interrelated decisions concerning many issusde and outside the enterprise,
mass marketing techniques are beginning to losedffectiveness. Consequently,
the marketing in practice will appear as very difg in the XXI century than
during the previous period (Keller and Kotler, 2pb6écause:

a) Marketing activities are not conducted only in neitkg departments and
within the marketing function, but management rexgethe internal
structures and processes and methods for implengetitese activities so
as to include all employees;

b) Changes in business conditions and market relatiensssitate proactive
reaction, creation and delivery of superior valoe dll participants and
personalization of marketing offer which requireuatment of marketing
research subjects and all the instruments of markeproduct, price,
channel and communication;
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c) In order to meet the increasingly sophisticateddaesnd preferences of
customers, enterprises develop strong relationshihsvarious partners;

d) Long-term and short-term goals of business opearsitéze becoming more
multidimensional, because they relate to balantiegneed to maximize
the return on investment with the requirementseioterprises to comply
with the legislation, to be socially responsiblagaged in the community
and so on.

Bearing in mind that marketing managers have toemadcisions on a
variety of issues, with decisions related to araareist be consistent with those
that apply to other fields, the necessity of intradg an integrated perspective
becomes apparent. As a response to these challenge8istic marketing concept
was defined in the marketing theory, implying "tireation and implementation of
marketing activities, processes and programs iraaner that reflects the wideness
and interdependence of their effects” (Kotler&Kell2006; Keller&Kotler, 2006,
pp. 300-301). A basic postulate of holistic mankegtis that "everything matters in
marketing" (Keller, Kotler, 2006), which is congist with the known statement of
McKenna (1991, p. 68) that "marketing is everythamgl everything is marketing"
or that the marketing organization becomes "evatylsgob "(Greyser, 1997). By
this concept, the expansion of the field of marigtiesearch as a discipline was
summarized and a consensus was reached relathd fact that it exceeds by far
the research of a marketing mix only. Namely, mtnkemix is the object of
research of the so-called integrated marketing ithdjust) one of the pillars of
holistic, comprehensive, modern marketing. Thedticlimarketing is set up as a
concept that implies processes of integration oerse levels: the integration of
marketing activities within the marketing functidhe integration of marketing and
other business functions in the organization, tibegration of activities of the focal
organization and its partners, as well as the matemn of the organization into the
environment - natural and social. Accordingly, ttencept of holistic marketing
includes the following areas: integrated, internaglational, and socially
responsible marketing.

Integrated marketings oriented on combining different tools for ciagf
delivering and communicating value in the optimalywit involves the creation of
integrated marketing programs which are relateal deries of decisions that are, in
turn, focused on improving the value of marketiog\éties pertaining to a set of
marketing instruments used by the organizatiorctoese marketing goals.

Internal marketingis aimed to provide that all employees in the camyp
accept certain marketing principles and be orietteithe satisfaction of consumer
needs. It takes place on two levels - within theke&ng function/department and
in the processes of integration with other busirfiesstions/organizational units.

Relational marketindBruhn 2003, Egan 2010, Gummesson 2002, Dwyer
et al. 2009, Harrell 2002) is focused on buildimgl @leveloping close, long-term
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relationships with individuals and organizationsttitan directly or indirectly
affect the success of marketing activities of timemprise. These relationships
imply powerful economic, technical and social tietween the parties concerned.
For the development of relational marketing, thaing point is the shift from the
attitude that only customers are the key stakehsldé the organization, to the
understanding that these are many and varied pslttfidie ultimate result of the
development of these relations is the construatfom unique marketing property -
the marketing network consisting of the organizatiand its supporting
stakeholders. The importance of marketing netwstksns from the fact that the
competition is increasingly taking place betweertwoeked partners, and less
frequently between the organizations as entities.th® same time, the main
challenges in the development of strong relatigrsshinply an understanding of
the goals, needs, requirements, capabilities asdurees of different groups
(Martin, Schonten, 2012).

Socially responsible marketing directed at incorporating the economic,
ethical, legal, and environmental principles intgsiness activities. It includes a
consideration of the interests of the communitytter public; of ethical, legal,
social and environmental contexts; or the constaeraf marketing activities and
programs, taking into account that both the camskc@nsequences of marketing
expand outside the organization and customers théo society as a whole
(Kotler&Keller, 2006, p. 22). Social responsibilislso means that employees in
marketing should carefully consider the role thégypand can play in terms of
improving the social welfare of citizens. The gadlthe organization can be
defined in this sense as the identification of seedquirements and interests of
target markets and satisfaction of those needs efticiently and effectively than
its competitors, while at the same time presenand improving the welfare of
customers and society as a whole. The major clggkein the field of socially
responsible marketing are related to the alignnwéntften confronted goals -
making profits and meeting interests of the comityunivhile preserving and
improving the environment.

Thus established, the concept of holistic marketmglves defining and
implementing marketing strategies, as well as piars programs that are derived
from it in order to attain the objectives of ent&sps, customers and other partners,
in accordance with the ethical, legal, ecologisakial, and other principles of fair
business.

From the aforementioned, it follows that the subjgcholistic marketing
research includes all areas that are in the fotatudying its integrative parts. The
subject-matter of holistic marketing research, amtlern marketing at the same
time, could then be defined as:

" In this sense, the basic concept of relationalketary, CRM (Customer Relationship Marketing) -
management of relationships with (strategicallyaontgnt) customers, was expanded into PRM (Partner
Relationship Management) - management of relatipashith (strategically important) partners.
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» Developing the marketing strategy (corporate, manke strategies of
SBU, functional) and the marketing progras a set of elements that are
combined at the level of the organization, with tien of finding the
optimal combination at which the value for consusneand other
participants, shall be adequately created, deltvarel communicated,;

« Implementation of the marketing strategy and prograso that the
organization is market-oriented and focused orafhfropriate response to
the needs of key stakeholders, where marketing thasrole of an
integrating function;

* Relations between the organization and the subjéctdts business
environment with a focus on establishing and maintaining raliyu
beneficial relationships of the organization andities that affect its
business, including both business and non-busifessimercial and
noncommercial), for-profit and non-profit, formaidhinformal, public and
private organizations and groups;

< Ethical, legal, social and ecological aspects oibess with the focus on
achieving economic goals of the enterprise, whiteukaneously meeting
the interests of the community and preserving &teml environment.

4. Challengesfor the development of mar keting practicesin the emerging mar kets

Having considered the level of marketing developmeearly 30 years
ago, Bartels (1983) posed the following questidsttie modern marketing aligned
with the requirements and opportunities given 2 As one of basic shortcomings
of the contemporary marketing as a discipline, thighor stated the lack of
considerations relating to the global character nudirketing and its global
responsibilities and opportunities. Bartels, intfaconcluded that marketing,
originally developed in the context of strong natibeconomies and the theory of
the domestic market, is not the discipline withbglly developed principles that
can be applied to a variety of national economniieshis sense, the author believes
that marketing was not the instrument by which dud be possible to help
underdeveloped economies to develop. The ultimakestipn is related to the
positive and the normative character of marketimghat marketing is and what it
should be (Bartels, 1983, p. 35)

Almost 30 years after Bartels, Sheth (2011) reogetiee question of
applicability of the established marketing consisutheories and approaches in the
context of so-called emerging markets, which haggyvhigh growth rates and
which are considered the arenas where the mostriemicstruggles among global
competitors will take place. This author also stdtet current marketing theory is
based on the study of processes that took pladevieloped economies, that is, in
industrialized markets and raises the question @f Imuch and in what way
strengthening of the emerging markets will afféatit changeHe even believes
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that "many fundamental concepts such as marketesggiron, market orientation
and brand equity, are in contradiction with thditgaf emerging markets" (Seth,
2011, p. 166), and that the growth of these mayrksith changes in ways of
thinking about them (because the scientists froneldped countries have until
now been exploring these markets from the aspectabnizers”, along with
many prejudices and stereotypes), provides an tppty to develop or discover
new prospects and practices important for the wcégle and economically
unsustainable markets (or market segments) witt@nore developed markets of
national economies. The main issue that this authises is:Will the emerging
markets be driven by the marketing which is knawog (as it was until now) or
the new marketing practices and the disciplinelfitsgll be guided by these
markets?(Seth, 2011, p. 166). The basic characteristiche$e markets are, in
fact, significantly different from the characteidst of the traditional industrialized
capitalist society, so there is a need to revise &ssumptions and concepts of
marketing theory and practice. Seth (2011) stdiesfallowing as basispecific
characteristicsof most emerging or developing markets:

1. Market heterogeneity These markets are local and very fragmented,
while their heterogeneity is not caused by diffeemin the needs, desires and
aspirations of customers (because most of them liieepurchasing power and
sophistication of demand is low), but rather by itations in the resources
available for the purchase of products and servitesural areas, except for
significantly lower incomes, customers do not bugdocts and services because
they are often unavailable. These markets, witarsfthat are mainly provided by
small local enterprises in which the director isoathe owner, resemble the
economy before the era of industrialization, ordgecultural economy;

2. Great influence of sociopolitical institutionssuch as religion,
government, business groups, non-governmental a#ns, local communities,
on market trendswith significantly lower impact of competition.n&€se markets
are often dominated by state-owned enterpriseshigidly diversified commercial
and industrial groups whose position allows lobgyiand advocacy in the
definition of national economic policies. Achievezbnfidence in domestic
providers (which sometimes includes even forcedallyy due to the lack of
choice) also implies aggravated entry of global petitors to these markets;

3. Domination of products and services of unknown 8saor unbranded
products and services about 60% of consumption in these countriestesldo
unbranded products and services, as branded goedsilanot available in large
parts of rural areas, while households are not cohsumer units, but the units that
produce unmarked goods as well. Disorganized cdtigrets also reflected in the
facts that used products represent direct competitothe new ones, that products
generally have a longer life cycle, that imitatiéorgery and duplication frequently
occur due to the lack of regulation and standatidiza and that the barter and
reciprocal offers are the most common forms of arde;

621



Ljiljana Stankovi¢, Suzana Pukié¢, Ana Popovié

4. A chronic lack of resources characteristic for the production, exchange
and consumption, and it is therefore assumed ligapérspective of improvisation
in the use of resources should be the clue for viation, distribution and
exploitation of products.

5. Inadequate infrastructutenot only in the classical sense, but also in
terms of underdeveloped infrastructure that shandble market transactions:
sophisticated logistic systems for the distributadrgoods, transport systems that
provide consumers with easy access to retail stagsquate telecommunication
services, financial services that accelerate caahsactions, availability of
appropriately directed electronic and printed med#rommunication, and so on.

However, despite the mentioned problems, it is pisssible to identify the
comparative advantages these with regard to the developed markets:

1. Advantage based on a strong reform-oriented econgnolicy - the
government policy contributes to strengtheningdbmpetitiveness in many ways:
from the fact that the state is the largest purehasthese markets, to the export
promotion and protection from foreign competitiordaéhe development of special
economic zones. Moreover, the government can mge lemarketing initiatives to
strengthen the position of domestic brands, to esigk the social interests in
marketing, to promote regional integration, and ilsiminitiatives related to
enabling greater presence of enterprises in thi&etsar

2. Advantage based on the possession of raw matefiala labor (e.g. IT
experts from India have already become highly defedrn the world, and the same
may be expected to happen with the employees sopeel in other professional
services), through industrial basic materials amet@y to natural resources;

3. Comparative advantage based on NGOsontrary to the trends in
developed markets, where the marketing conceptias fivst applied in the for-
profit, and then in non-profit organizations, namvgrnmental organizations in
developing countries launched incredible new, maditional marketing practices
to reach markets that were previously unattainatde, inaccessible, which were
subsequently adopted by for-profit organizations, fThe concepts that were used
in this were the inclusive marketing, related toveg a large number of people
below the poverty line in an innovative way, andlmiprivate partnerships as
more frequent initiatives for satisfying the soadi@eds of consumers that the free
market could not meet properly.

This has provoked the need for changes, espedamhyarketing practices
which are reflected primarily in aligning businessl marketing strategies with the
changing environment and, therefore, in adjusting subject of marketing
research. As in developed markets, it is possibieéntify different conditions of
demand requiring appropriate strategic responsedusiness entities in the
emerging markets as welDn this basis, it is possible to conclude that the
adjustments of marketing practices are imperative.
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5. Conclusion

The conclusion that can be drawn from the analykthe development of
marketing, both in developed and in emerging markés that significant
adjustments may be expected in marketing practites.very important for the
theory of marketing to insist on the developmentrarketing guided by social
interests. Marketing guided by social interests ldoallow perception of the
discipline as a positive driving force in the sagid he greatest challenges will, in
this sense, refer to the fusion of the existingspeats with the opportunities
ensuing from the new context: how to integrate reaw old concepts, how to
harmonize market orientation with market developmeesource-based priority
with a lack of resources, marketing practices emdkveloped and in the emerging
markets?

Changes in the way of thinking and constant adjests of marketing
concepts and models are necessary. Transformatitre dheory and practice of
marketing is a continuous process that takes placeigh:

Theory development,

Realization of adequate empirical research,

Analysis of the results of empirical research &i tee theory, and
Continuous learning.
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RAZVOJ TEORIJE | PRAKSE MARKETINGA

Rezime: Teorija i praksa marketinga su za@o evolivirale. Podgje
istraZivanja se stalno Sirilo i prilagavalo kao odgovor na veoma ding&ne

i brojne promene. Razvoju teorije marketinga dagrirsu brojni autori,
organizacije i institucije. Razvijani su ragti metodi i modeli¢ija je primena
doprinosila unapienju efikasnosti privrede i drustva. Autori su wua
analizirali razvoj marketing misli, marketing prigt, promene u predmetu
marketing istraZivanja i izazove za razvoj teoilijgprakse marketinga u
savremenim uslovima privde/anja.

Kljuéne redi: marketing, teorija marketinga, pristupi marketinguarketing
istraZivanja
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Abstract: Expansion of the scope of application of servigesketing into
education industry is especially manifest in higleetucation institutions.
Dynamic and increasingly prominent changes in #nwises marketing result
in a real need for a different approach to servipsvision in higher
education. Essentially, universities, faculties acaolleges should regard
students as consumers of their services. In thensedecade of the 21
century, students are increasingly perceived asetsipf higher education
services, who expect higher quality of educatic®alices, lower costs, up-
to-date and practically applicable curricula. Comptaalisation of education
marketing enables its distinction from business kating and opening a
separate niche within services marketing. Higheucaadion institutions
should achieve a balance between the students'sreagd expectations on the
one hand and building their academic reputation atthining education
goals on the other. It is for this reason that hegheducation institutions’
service quality is gaining importance in educatmoarketing, bearing in mind
that it is a key component of enhancing the sdientompetence of
knowledge and academic affirmation of higher ediocainstitutions.

Key words: service quality, services marketing, higher edwratnstitutions.

1. Introduction

Extending the scope of application of marketing inbn-profit-making
sector started in the 1960s, and the first moreifgignt theoretical and practical
research was conducted by Kotler and Levy 1969iaggthat marketing is a
generic activity for all organisations. In an daidealing with the expansion of the
marketing concept, the authors (Kotler & Levy, 1Pp6int to broader possibilities
of applying marketing, thus paving the way to tly@amic growth in non-profit-
making marketing. Having identified the emergentemw increasing number of
different offers on the market, one can also siogiethe offers of higher education
institutions and competing to attract students.
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Extending the scope of application of marketinghia first decade of the
21% century has resulted in new areas of study intcketimg activities (Kotler,
2005), analysing, for instance, performance of alooharketing, marketing in
education, marketing in health care, marketing ports, celebrity marketing,
culture marketing and location marketing.

Comparisons between higher education and compamielsat we call real
sector in terms of marketing were almost unaccégptahtil about twenty years
ago. If, however, students are regarded as consurokrhigher education
institutions’ services, one can identify their st in obtaining value for money,
i.e. the best possible product or service (Gli§&o2003).

Education marketing theories feature an increasurgber of comparative
analyses of industrial companies and higher edutatistitutions, in terms of both
financial and other types of marketing performafi€etler & Fox, 1995). The
essential difference pertains to perceiving praditthe essential business objective
in the real sector, unlike objectives that non-pnmfaking organisations strive to
achieve. These analyses have resulted in idengifyia specific practices of higher
education institutions’ marketing.

2. Marketingin Higher Education I ngtitutions

Marketing theory offers multiple definitions of ezhtion marketing. Philip
Kotler, the leading authority on marketing theodgfined education marketing
very clearly, pointing out that it i@nalysis planning implementationand control
of carefully formulated programbased on consumer research de- signed to bring
about voluntary exchange®f values with target marketsfor the purpose of
achievingorganizations’ goals armmbjectiveqHemsley-Brown & Oplatka, 2006).

Essentially, institutions of higher education sliobdlance students’ needs
and expectations with maintaining and enhancinglerwéc repuation and other
educational and social objectives. It is for theagon that marketers in education
industry should accept social responsibility, aakktinto account the four relevant
factors when making decisions (Kotler & Fox, 1995):

e consumers’ needs

e consumers’ wishes

e consumers’ long-term interests and
* social interest.

Meeting the needs of students, as specific consynsrould be the
priority objective, but not the only one, in the nketing of higher education
institutions. Higher education services tend to tweder social needs by it terms
of developing students into human resources qedlifo take over new social
responsibilities actively. In view of the above,eaking objectively, higher
education institutions have a social responsibgihd therefore need to develop
social marketing orientation.
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The concept of social marketing orientation wasnwited by Philip
Kotler, arguing that the institution’s essentiadkas to identify the needs, wishes
and interests of its users in order to adjust thand deliver service aimed at
attaining satisfaction that we result in preserwisgrs’ and social benefit and long-
term interests (GliSo¢j 2003). Such a definition of social marketing otéion is
close to the vision of higher education instituipras it demonstrates the
complexity and specific character of using marlkgtioncept in higher education.

From the marketing aspect, students should be di@sective and inventive
users of higher education services, acquiring neawledge, experience and skills
over the several years of provision of these sesyiit is, however, a fallacy to regard
students as buyers of professional qualificatiares, diplomas. In addition, the
marketing environment of higher education instilagi is becoming increasingly
dynamic and subject to change, especially in tefnastablishing the European higher
education area, the Bologna process and the LiSbamention on Recognition.

Services rendered by institutions of higher edocatre referred to as
complex educational products in professional litee which points to the broad
social role of educational institutions, impacfiafincial performance in designing
and providing such services, and the growing intgr$ competition and rivalry
between higher education institutions (@af011).

Accordingly, the market offer of higher educatiomstitutions is
represented by a complex product, which can beedeim a broad or a narrow
sense. In a broad sense, higher education inetigitproduct includes knowledge
and experience that will qualify students for agtiparticipation in the labour
market. In addition, such a product in a narrowssecan be viewed from two
aspects. Students are active participants in agand delivering educational
content, users of available educational resources designers of their own
professional development. At the same time, theptexnsocial role of higher
education is also confirmed in the form of theirtcmomy, which is further
reflected on specific value added within the charigiiated by practical needs.

One cannot ignore the occurrence of situations wtien process of
providing higher education services is not in caemgie with a higher education’s
mission, which opens the issue of the necessithahge in the education process,
aimed at promoting a broader social role of suchirastitution. Under the
conditions of commercialised higher education, wieiversities, faculties and
colleges become market participants, higher edueatistitutions should use their
products attract the attention of students, empiyyevestors, sponsor, donors, i.e.
stakeholders in the higher education process. Higtecation institutions’ market
orientation provides the opportunity for gainingnbfts both to institutions
themselves and their service users, i.e. intere$detors of the marketing
environment. The direct effects of higher educasiomarket orientation are
reflected in functional difference and increasedpasfunities for choosing
attractive study programmes.
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Higher education institutions achieve their missmm a heterogeneous
market with a growing intensity of competition, vilaeaining short-term profit is
very often a wrong choice when compared to longierofessional establishment.
Long-term survival and building a prestigious imaige the higher education
market requires good knowledge of the essence tanctuwe of higher education
institutions.

3. The Components of Services Provided by Higher Education Ingtitutions

By definition, higher education services are regdrds non-profit-making
segment of the service sector, whereas serviceketimay theory is mostly
focussed on the activities of profit-oriented seevproviders. Such services can be
provided by institutions established by the stgteernment bodies or institutions,
but higher education services can also be proviethstitutions established by
individuals, consortiums, foundations, and othestdes from the private sector.
Regardless of the ownership status, the non-pmaditing character of higher
education services should be clearly recognisabtbe formation and delivery of
such service offers.

The expert and practitioner communities increaginnghd to focus their
discourse on the commercialisation of higher edowmaand universities’ market
entry (Bok, 2005). Actually, over the past 30 yearniversities have become
incomparably more active in market focussed cortipetipresentation of their
services. The practice of higher education in tH@#AUshows that modern-day
academic policies are leaning towards profit-basemnpetition in offering
attractive and up-to-date study programs. Compatitin attracting potential
students’ attention is even compared to attractimg attention of the retail
customers in the consumer goods trade.

Market competition of higher education institutiesults in adapting their
offers to changed expectations of students, emppyand factors of broad social
environment. ldentifying and developing the compuseof higher education
services is the appropriate approach in marketaspd establishment of modern-
day universities, faculties and colleges.

Managements of higher education institution enosuntonsiderable
difficulties to market-focussed adaptation of theffier. The essential problem lies
in the intangibility of educational services andia participation of students in
the education process, imposing the need for permacare of the perceived
higher education service. Comprehension of thengitde nature of higher
education services will be facilitated if the compat of these services are
identified and developed. The market offer of higthucation services can be
divided into four key components (LjubojéyR002):

e tangible product,
e service product,
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e service setting, and
e service delivery.

Tangible product denotes the component relatedhat Wigher education
institutions convey to students and users of teemvices, and can be physically
presented and touched. This component is matenidl phoysically present, and
represented with appropriate diplomas in academactiges. It is particularly
shaped, recognisable, protected and in complianite legal and academic
determinants.

Service product denotes the key performance oféeniglducation service
which enables its distribution to users, and refera created sequence of events
that are supposed to lead to a desired result.cliitacts of teaching and
administrative staff, i.e. staff interaction at wamisities, faculties and colleges with
students aimed at the final objective of qualifystgdents, acquiring theoretical
and practical knowledge, learning outcomes and etemgies are integrated into
the service product of higher education institugion

Service setting is the physical environment whéue grocess of service
delivery actually happens. In the case of highercation, these are auditoriums,
lecture rooms, libraries, i.e. accredited space, iana broad sense, the service
setting also includes dormitories, cafeterias, etidesorts, sports facilities, and
similar places aimed at raising the quality of stud’ lives. This is a component of
high education services affecting the “criticalidents” that occur within academic
events, and eventually lead to students’ satisfaadr dissatisfaction. In addition,
service setting also indicates the selected syabtégarget marketing, and the
market position of the high education institution.

The fourth component of the higher education serigcservice delivery,
demonstrating what actually happens during the axghd of high education
services. Service delivery clearly demonstratest whe offer of higher education
looks like in practice, unlike the service prodticat defines it theoretically or
conceptually. It can be geographically dislocagttj measuring its effects is not
simple. Delivery of educational services includeddiwering lectures, tutorials,
holding consulting sessions and examinations, negtotheses, down to
administrative procedures prescribed by accreditatexam applications, term
verification, course enrolment, issuing certifisagnd warrants, recognising and
awarding diplomas, etc.). Managements of highercation institutions are
increasingly interested in sustainable deliverhigh-quality educational services,
which demands permanent commitment to raising ficetions of the hired
faculty and staff, but also measuring satisfactibstudents, i.e. service users.

Managements of higher education institutions shoultke into
consideration all the components of their serviesghey are entirely perceived by
students, i.e. users. It is therefore more thairatde to harmonise the perceived
components of higher education services with theirel@ service package. The

631



Aleksandar Grubor

relative significance of individual components aoftrer education services may
fluctuate, but providing high-quality services otighbe the permanent orientation
of higher education institution managements.

4. Quality of Educational Services

Interest in studying and establishing quality ighgr education, as well as
measuring its performance, has been noticeablguite a long period now. Well-
know European universities have tended to evaltgie primary activities, as it
were, since they were founded (Jogetbtanisé, Semetenko, & Mosurow,
2011). Evaluation is deemed to be the key compookdeveloping the scientific
component of knowledge, with notable impact on ieitging the overall academic
image. Essentially, it is necessary to perform tamts assessment of new
knowledge, certification of students and professargl ranking them based on
joint standards of the higher education system.

Until the 1970s, the quality of higher educatiomvages was considered
with a fairly bureaucratic approach. Legislatiogukated the work of higher
education institutions, both through budget-basednting of these institutions,
conditions that students had to meet to exercige right to budget-financed
studies, normatively set rules for enrolment quotasl through formalised and
centralised criteria for selecting the teachindfsiad awarding them appropriate
academic titles. Such an approach resulted inrly fuccessful provision of high-
quality state-controlled European higher educasigstem.

Following the aspiration of a major number of bdBuropean and
universities on other continents, early 1980s daspecification and introduction
of formalised procedures of providing quality ofuedtional process in higher
education, resulting in the development of a paldicmanagement tool, known as
the System foQuality Assurance in Higher Education.

Development of the Europedine System foQuality Assurance in Higher
Education resulted in the understanding that ddfemed specified procedures can
provide the desired quality of systems, processtdf and final outcome. Soon
afterwards, the Bologna process greatly acceleraterl specification and
introduction of these procedures. Finally, at th&secommendation, most of the
signatories of the Bologna declaration also esthbll national agencies for quality
assurance in higher education, eventually forming European Network for
Quality Assurance in Higher Education (EDNA). Sarlbecame an associate
member of EDNA in 2010.

The aim of such an approach to the concept of tyualihigher education
services is to define joint criteria for establigia quality system of European
universities, i.e. developing external support naeisms. It is interesting to note
that EDNA reached a conclusion in their work thregre is no universally accepted
definition of the higher education service qualfystem, despite the fact that
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European Standards and Guidelines for providinglitguan European higher
education (ESG) had been defined previously.

It was concluded that quality assurance in highiercation was a generic
concept that could be interpreted differently, ipnpd that a single definition could
not include all statements. The problem is reflédte the occurrence of a large
number of subjects of different specific featurewl anterests, which must be
harmonised in order to achieve the appropriateityuzl higher education services.
One must also bear in mind that, in addition to EDNhe ISO defined and
adopted standards and requirements for educatiosi#iutions as early as 2003,
which are even more comprehensive, detailed andrlgleelaborated, and
moreover, proved to be very good in practical agpion as well.

Based on the standards of the National CouncilHayher Education,
Serbian universities adopted the Quality Assurdsicategy, although the concept
of assurance can be deemed as outdated. Rathéhéterm “assurance”, it would
be more appropriate to use the concept of qualdapagement, for it points to the
strategic goal of higher education institutionsrtanage an organisation by means
of constant quality improvements, increasing effectess and efficiency, so as to
meet and exceed stakeholders’ expectations.

The Quality Assurance Strategy defines the priesipthat should be
adhered to by universities in their work, the nossiobjectives and measures of
assuring quality, and the action plan elaboratimg goals, measures, activities,
deadlines, responsibilities and mandates. In anfdiib the Strategy, a network of
processes has also been developed, in full conggiaith the requirements of the
ISO 9001 standard.

Study into the quality of higher education servirsealso conducted within
the Tuning project, focussed on developing and émgnting study programmes at
European universities. Along with the intention peeserve the diversity in the
work of European universities, the basic aim of throject is to create joint
indicators based on which study programmes are eoorhe comparable by
structure, content and essential elements of thenileg process. The Tuning
project should enable creating a common framewbrtomparable qualifications
for all signatories of the Bologna Declaration. TReoject was implemented by
using the research method in sixteen European gGesinand included key
stakeholders.

The results of various researches demonstrater¢laghing the adequate
quality level of higher education service requirdsoducing a quality management
system in compliance with a series of ISO 9000dsteats, whereas the total quality
management (TQM) concept is recommended for higtrcation institution
managements. Such practices in the work of higdacation institutions would
enable higher comparability levels of study progras and result in meeting
demands for constant improvements in systems, gsese personnel and results.

633



Aleksandar Grubor

5. Research into Service Quality in Higher Education

The expert community has produced a large amoumés#arch into the
quality of higher education services (Chua, 2004er§/, Bhat, Beaver, & Ling,
2004; Barnes, 2007; Legvi¢, 2009; Oliveira & Ferreira, 2009; Faganel, 2010;
Rozsa, 2010; Shauchenka & Buslowska, 2010; Bahadbral. 2011). The
methodology of this research has been farly unifand the most frequently used
tool was an adapted SERVQUAL questionnaire. Rebaasults differ in terms of
dfferent samples, institutions, and settings welle@eesearch was conducted.

Chua (2004) was one of the first researchers tbwligla this problem in
the above described way. The results of this rebesirow that the largest negative
gap is related to the Security dimension, and thallest recorded gap was within
the Responsibility dimension. Interestingly, like other research, negative gap
was recorded for all quality dimensions, so thamgarison is reduced to the
difference between the smallest and greatest megajap. The comparison
included students, parents, faculty and staff.

Sherry et al. (2004) researched the atttitudesoo#lland international
students. Based on research results, it was catititat there is a significant
difference between the students’ expectations @ndeption. In addition, research
results also point to a significant difference theal and international students’
perceptions of all the five dimensions of serviealdy, where the perceptions of
the quality of service provided are lower amongifinational students compared to
local students. It was also noted that studentshadic studies have higher
expectations than students on master studies,hatdhe perception of quality of
the services provided is somewhat higher at mastelies than the perception of
quality of the services provided at basic studies.

Barnes (2007) conducted research among Chinesaiaieadtudents at
presetigious business and managerial higher ednciatitutions in Great Britain,
using the SERVQUAL questionnaire. The surveyed esttg] Chinese nationals,
expressed low satisfaction levels, which can bdagxpd by high expectations
from studies in Great Britain when compared stuglyim China. Certain
shortcomings and limitations were singled out basedesearch results, bearing in
mind the cultural particularities of the respondantiuded in the sample.

Legéevi¢ (2009) researched the quality of educational sesvat the Law
School of Osijek University (Croatia). The studeafshese institutions awarded
the smallest grades to the quality dimension ofpBesiveness, and the smallest
negative gap was recorded for the Reliability disien. Legevic compared the
mean values, and factor analysis produced resldtgifying five factors within the
Expectation scale: Empathy, Responsibility, AssceafReliability and Tangibility.
This research demonstrates the justifiability ch@tthg SERVQUAL dimensions
of quality of services provided at higher educatiwstitutions.
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Oliveira and Ferreira (2009) dealt with adaptingd aapplying the
SERVQUAL questionnaire for surveying students. Carmy thus created
questionnaire with the questionnaire used in tlhditamaking sector, they filtered
a list of questions suitable for surveying studesithin research into quality of
higher education services. Based on the condueszirch, they concluded that all
the quality dimensions of higher education serviskew negative gap, which
further demonstrates that the level of servicesvideal at higher education
institution is not higher than the students’ expgohs regarding the quality of
these services.

Bahadori et al. (2011) conducted research amordgsts of the Medical
School of the University of Tehran, Iran. The syrwgas conducted using a
methodologically similar approach to previous, s@sinot surprising that results
highlighting the negative gap in all the dimensiafsthe quality of provided
services are identical to those of previously dbedrstudies. The largest negative
gap in this research was recorded in the Empatmemion, and the smallest
negative gap was recorded in the Assurance dimensioaddition, significant
statistical differences were fund between all tlre flimensions of the quality of
services provided at the Medical School of Tehraivérsity.

6. Research into Service Quality in Higher Education
at the University of Novi Sad

Doctoral students at the Faculty of Economics ef thiversity of Novi
Sad conducted research into the quality of provekdices from February to May
2012. The sample included 861 students of the Wsityeof Novi Sad (Table) 1.
The aim of the study was to establish the levejuality of services provided, by
way of comparing the perceived quality level of\pded service to the expected
level of service quality. In addition, they idergd factors affecting the perception
of level of expected quality and the actual qudbtyel of higher education service.

Table 1 Structure of Respondents by Faculties

Ingtitution Number of respondents | Percentage
Faculty of Economics 219 25,4
Faculty of Science 136 15,8
Faculty of Agriculture 67 7,8
Faculty of Philosophy 143 16,6
Faculty of Technical Sciences 98 11,4
Law School 66 7,7
Teacher Training College 132 15,3
TOTAL 861 100,0
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The sample was chosen randomly, so that it wamplsirandom sample,
meaning that all the units of the overall sampleenequally likely to be chosen
into the sample.

The research was conducted by applying a modifisgtipnnaire from the
SERVQUAL quality model, measuring the gap betweetpeetations and
perception of service quality. The questionnaire wdapted to the needs of higher
education institutions, in accordance with previpusonducted similar research
(Sherry, Bhat, Beaver, & Ling, 2004; L&yi¢, 2009; Oliveira & Ferreira, 2009;
Shauchenka & Buslowska, 2010). The research alsduded gathering
demographic and socio-economic data on the resptsde

The application of the adapted SERVQUAL questiormaiomprised
gathering replies to 29 questions on the expeatedity of high education service,
and gathering the sam e number of replies to qurestlated to level of provided
higher education service. A 7-point Likert scaleswsed for measuring students’
attitudes. On the scale used for measuring thectagaervice level, grade 1 meant
the students’ opinion that a given feature of leailty has no essential significance,
and grade 7 meant the respondents’ opinion thatem deature is vital. As for the
scale measuring the perceived level of servicedegrh marks students’ absolute
disagreement that the faculty has developed aiceitature, whereas grade 7
means that the respondents are aware of full pcesafra feature at the faculty.

Cronbach alpha coefficient was used for measuitegreliability of the
scale. It must be noted that coefficients highantB.7 are regarded as acceptable,
whereas coefficients higher than 0.8 are regardedamd (lvy, 2008). In the
research into quality of services provided at tméversity of Novi Sad, Cronbach
alpha of 0.884 was measured for 29 questions celaiethe scale measuring
expected service levels, whereas the same coeffifcie the 29 variables related to
the scale for measuring the level of perceivediseramounted to 0.967, which
proves the reliability of the used measurementescal

Furthermore, Cronbach alpha was also establishededch subscale
(Tangibility, Reliability, Responsibility, Assuraecand Empathy) of the above
mentioned measurement scale. Apart from the Assarasubscale of the
Expectation measurement scale, where the valueasfb@ch alpha was 0.651, all
other measurement scales show high reliability ealT’he lower Cronbach alpha
in the Assurance subscale is explained by relatifrequent values for scales with
fewer than 10 items. In the further assessmenh®freliability of this measures
scale, the authors used Briggs and Cheek’s recodstien (Palant, 2009) to
verify the calculated value of correlation betwatams, whose optimum value
ranges between 0.2 and 0.4. In this particulae,céise calculated value of
correlation between the items amounted to 0.323ictwltonfirms that the
measurement scale of the Assurance subscale isctiale.
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Table 2 Reliability of M easur ement Scales

EXPECTATIONS PERCEPTION
DIMENSIONS Nu;r;ber C;cl)gﬁzch DIM Eé\lSI ON Nu;r;ber Cr;lngggch

variables variables
Tangibility 9 0,797 Tangibility 9 0,876
Reliability 4 0,752 Reliability 4 0,872
Responsibility 6 0,790 Responsibility 6 0,916
Assurance 5 0,651* Assurance 5 0,879
Empathy 5 0,750 Empathy 5 0,877
R sl I

Note: *Calculated value of correlation between the itemsuants to 0.323

It must be noted that the gathered data in theareBento quality of higher
education services at the University of Novi Sad waalysed with the SPSS 17.0
statistical package for data analysis. The anabfsimthered data also included a t-
test of paired samples for testing the significarefethe gap between the
respondents’ expectations and perceptions relatéuetquality of provided higher
education services. Moreover, factor analysis wagopmed, with principal
components factor extraction. Factor analysis grouped 29 varialbis & smaller
number of factors reflecting the principal dimemsiaf respondents’ expectations
and perception related to the quality of provideghlr education services.

Tables 3 and 4 show results demonstrating thatatéments — except one
—confirm the negative gap of expected and percehigler education services.
The greatest discrepancy was recorded for paiegdrsents numbered 11, 16 and
14. These statements related to services provigeddministrative staff in the
student services, their empathy, accessibility Aetpfulness to students. This
confirms that respondents’ expectations were ndtimtrms of services provided
by student services staff, as the quality of thesevices is significantly below
expected levels.

Table 4 shows the estimated difference between ekgected and
perceived quality of higher education service basedthe t-test of coupled
samples. Bearing in mind that Sig. (2-tailed) vakidower than 0.05 (except for
one case), the conclusion is that there exist fiigmit difference within pairs,
meaning that the surveyed students differentigtedSERVQUAL dimensions of
the higher education service
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Table 3 Gap of the Quality of Expected and Per ceived Higher Education Service

Arithmetic mean A;'qg:itf'c iigl?tfytgl?
of expected SD . SD perceived from
service (E) per <_:e|ved expected service

service (P) (P-E)
P1. 6.54 0.967 4.22 1.747 -2.317
P2. 6.31 1.097 4.17 1.783 -2.135
P3 6.45 1.025 5.34 1.484 -1.118"
P4. 5.70 1.334 3.93 1.738 -1.765
P5. 5.55 1.407 4.12 1.768 -1.423"
P6. 5.68 1.387 5.75 1.447 0.64"
P7. 6.64 0.794 3.94 1.773 -2.699
P8. 6.84 0.590 3.56 1.807 -3.281
P9. 6.01 1.278 3.10 1.832 -2.915
P10. 6.84 0.532 3.81 1.870 -3.028
P11. 6.79 0.678 3.09 2.035 -3.696™
P12. 6.67 0.779 4.01 1.810 -2.660
P13. 6.74 0.626 3.93 1.850 -2.804
P14, 6.79 0.622 3.32 2.028 -3.463%
P15. 6.75 0.596 4.34 1.787 -2.417
P16. 6.81 0.572 3.23 2.007 -3.587%
P17. 6.74 0.635 4.33 1.796 -2.404
P18. 6.49 0.829 3.34 1.850 -3.151
P19. 6.70 0.631 3.62 1.917 -3.081
P20. 6.77 0.616 3.96 1.914 -2.811
P21. 6.32 1.199 3.60 1.909 -2.722
P22. 6.78 0.614 4.69 1.866 -2.089
P23. 6.79 0.629 5.15 1.752 -1.634
P24, 6.69 0.689 4.19 1.828 -2.509
P25. 5.89 1.266 3.04 2.032 -2.846
P26. 6.06 1.162 3.76 1.841 -2.300
P27. 6.30 1.154 4.19 1.978 -2.116
P28. 6.23 1.090 3.61 1.865 -2.623
P29. 6.76 0.627 3.71 1.964 -3.043
Note:

al,2,3 three largest negative gaps of perceiveah feapected higher education service
b1,2,3 three smallest negative gaps of perceived &xpected higher education service
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Table4 The Paired Samples Test

Differencesin pairs
95% confidence
interval
standard Sig.
Arithm error of the (2-
aic | d |arithmetic] UPPE | 1wl daled)
mean mean

Par 1 -2.317 | 1.892 0.064 -2.444 -2.191  -35.986 860 0.Qo00
Par 2 -2.135 | 2.033 0.069 -2.271 -1.999 -30.811 860 0.0p0
Par 3 -1.118 | 1.872 0.064 -1.244 -0.993 -17.581 860 0.0p0
Par 4 -1.765 | 2.177 0.074 -1.911 -1.62( -23.798 860 0.0p0
Par 5 -1.423 | 2.268 0.077 -1.574 -1.271  -18.4p6 860 0.0p0

Par 6 0.064 | 2.053 0.070 -0.073 0.201 0.913 86.361
Par 7 -2.699 | 1.986 0.068 -2.832 -2.56¢ -39.885 860 0.0p0
Par 8 -3.281 | 1.944 0.066 -3.411 -3.151  -49.5p5 860 0.0p0
Par 9 -2.915 | 2.228 0.076 -3.064 -2.76¢6 -38.394 860 0.0p0
Par 10 | -3.028 | 1.968 0.067 -3.159 -2.89¢6 -45.155 860 0.0p0
Par 11 | -3.696 | 2.223 0.076 -3.844 -3.547 -48.7B0 860 0.0p0
Par 12 | -2.660 | 2.010 0.068 -2.794 -2.521 -38.834 860 0.0p0
Par 13 | -2.804 | 2.000 0.068 -2.937 -2.67( -41.185 860 0.0p0
Par 14 | -3.463 | 2.218 0.076 -3.612 -3.311 -45.812 860 0.0p0
Par 15 | -2.417 | 1.897 0.065 -2.544 -2.29( -37.382 860 0.0p0
Par 16 | -3.587 | 2.152 0.073 -3.730 -3.441 -48.902 860 0.0p0
Par 17 | -2.404 | 1.937 0.066 -2.534 -2.27" -36.416 860 0.0p0
Par 18 | -3.151 | 2.105 0.072 -3.292 -3.01( -43.9p5 860 0.0p0
Par 19 | -3.081 | 2.073 0.071 -3.220 -2.943  -43.6P3 860 0.0p0
Par 20 | -2.811 | 2.053 0.070 -2.948 -2.673 -40.1f5 860 0.0p0
Par 21 | -2.722 | 2.232 0.076 -2.872 -2573 -35.7B9 860 0.0p0
Par 22 | -2.089 | 1.949 0.066 -2.220 -1.959 -314p1 860 0.0p0
Par 23 | -1.634 | 1.872 0.064 -1.759 -1.509  -25.615 860 0.0p0
Par 24 | -2.509 | 2.002 0.068 -2.643 -2.374 -36.768 860 0.0p0
Par 25 | -2.846 | 2.354 0.080 -3.003 -2.688 -35.4p6 860 0.0p0
Par 26 | -2.300 | 2.106 0.072 -2.441 -2.159  -32.0B9 860 0.0p0
Par 27 | -2.116 | 2.430 0.083 -2.279 -1.954 -25.552 860 0.0p0
Par 28 | -2.623 | 2.161 0.074 -2.767 -2.478 -35.61l8 860 0.0p0
Par 29 | -3.043 | 2.118 0.072 -3.185 -2.901  -42.149 860 0.0po

Table 5 shows the gaps of quality dimensions ofhéligeducation
institutions across faculties and colleges of thversity of Novi Sad. The table
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clearly shows that all dimensions have recordedimnggap, matching the similar
research conducted worldwide.

Table 5 The Gaps of Quality Dimensions

Gap of
EXPECTATIONS PERCEPTION per ceived from
expected
. ) . ) higher
DIMENSIONS | ATithmetic | o vengions | Arithmetic education
mean mean service
Tangibility 6.192 Tangibility 4.238 -1.954°
Reliability 6.758 | Reliability 3.711 -3.047°
Responsibility 6.714 | Responsibility 3.697 -3.017
Assurance 6.671 Assurance 4.318 -2.353
Note:

a the largest negative gap of perceived from ebgoelsigher education service
b the smallest negative gap of perceived from ebguehigher education service

Table 5 demonstrates that the smallest negative iggmresent at the
Reliability dimension, showing the commitment ot tluniversity personnel to
provide service students, to understand studemsts, and to be consistent in
providing higher education services. As a reminddiveira and Fereira (2009),
point out that reliability shows the organisatior€ensistency and certainty of
performance, and, accordingly, is the most impadrtarality dimension for the
service user. Consequently, perhaps even the rnigostiGant quality dimension of
higher education service also has the largest gamarily due to inadequate
commitment of the employees in student services.

Unlike Reliability dimension, the smallest negatiyap was recorded for
the Tangibility dimension, describing the tangilieicators of higher education
service, or existence of physical evidence sucfaaifities, equipment, tools, but
also the employees’ appearance (Faganel, 201G .diiniension was given a wider
description in this research, and supported witkstjans related to the institutions’
exterior, locations, study programmes and extrégmuar activities. The results of
the conducted research confirm the opinion of stage students that the
perception of higher education service in termgaofgible indicators does not
exceed their expectations, but is comparatively pesitioned in relation to other
quality dimension of higher education services.

The conducted research of the quality of highercation services at the
University of Novi Sad shows the students’ expéatet and perceptions in these
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terms. The value of research is reflected in tloe theat three out of five generally
accepted service quality dimensions were within Egectation scale were
identified by applying factor analysis, more pretys Tangibility, Empathy and
Assurance, which demonstrates the compatibilityredearch results with the
original dimensions of the SERVQUAL service modelaliy. Thus, the
applicavility of the SERVQUAL model in reseseardahithe quality of higher
education services has therefore been confirmed.

7. Conclusion

The quality of service of higher education instios results in
corresponding non-financial effects. Managementwumfersities, faculties and
colleges ought to strive to establish optimum ratietween financial and
nonfinancial results, which means that measuringh e equally important.
Performance monitoring methods should be dynamyidadised, and consider the
internal and external changes in the higher edutadirea. Attaining sustainable
success of higher education institutions is viluampossible without an
appropriate quality management system.

The perception of quality of higher education dgseatepends on the
students’ expectations. Appropriate managementtudests’ expectations and
constant focus on providing service of increasinglity will enable elimination of
negative discrepancy between these two very impbléxels of higher education
services. Student satisfaction is justifiably rethtto their retention and
advancement in academic status.

Reaching the high quality levels of higher educatgervices enables
organisations to employ resources efficiently, bdsgision making on facts, focus
on students’ needs, demands and expectations, aisfysthe interests of all
stakeholders. Bearing this in mind, the qualityiggobf higher education should be
dealt with by the representatives of all stakehwlde
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IZAZOVI KVALITETA USLUGA
VISOKOOBRAZOVNIH INSTITUCIJA

Rezime: Sirenje podr&ja primene marketinga usluga u obrazovnu delatnost
posebno dolazi do izrazaja kod visokoobrazovnifitirgja. Dinaméne i sve
izraZzenije promene u okruzenju usluznog marketohmeode do realne potrebe
drugaijeg pristupa pruzanju visokoobrazovnih usluga. iRs&l o tome, da
univerziteti, fakulteti i visoke Skole trebaju stide posmatrati kao kupce
sopstvenih usluga. Studenti u drugoj deceniji XXavave viSe se ispoljavaju
kao kupci visokoobrazovnih usluga, pemu @ekuju visok kvalitet obrazovnih
usluga, nize troSkove, savremene i u praksi prijivenbtudijske programe.
Konceptualizacija obrazovnog marketinga oniafel njegovo razlikovanje od
poslovnog i izdvajanje unutar usluznog marketindgjaokoobrazovne institucije
trebaju da ostvare balans iztnepotreba i dekivanja studenata, s jedne strane i
izgrativanja akademske reputacije i ostvarivanja obraikoeiljeva, s druge
strane. Upravo zbog toga, kvalitet usluga visokanbwnih institucija sve vise
dolazi do izrazaja u obrazovnom marketingu, irfiaju vidu da se radi o
klju¢noj komponenti unapdé/anja nadne kompetencije znanja i akademske
afirmacije visokoobrazovnih institucija.

Kljuénereti: kvalitet usluga, marketing usluga, visokoobrazowrstitucije.
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DISAVOWAL OF THEORETICAL ECONOMICS:
CAUSES AND CONSEQUENCES
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Abstract: The paper analyzes all previous curricula of thac#ty of
Economics in Belgrade. In its longstanding traditichey were (and still
are) often changed for the purpose of forming chffié profiles of
economists. A progress that has been made thrcugheforms undertaken
includes minor amendments and “cosmetic” correctioms well as the
radical “cuts” that refer to the structure of cuula (and/or content of the
courses). Differentiation of economic disciplinebanges in the names of
subjects and courses were mainly caused by exogbnimitiated impulses.
The aim of this paper is to show that, despiteuhdoubted improvements
(adjustments made in compliance with the applicamed-wide standards),
theoretical economy experienced the deterioratiént® general position
(and particularly in relation to the business ecang, caused by (among
other things) commaodification of educational praces

Key words: theoretical economics, business economics, refofmesirricula,
commodification

Introductory Remarks

The Faculty of Economics in Belgrade is an ingtitutwith a tradition of
75 years. Founded as Economic-Commerce High Sdno@B37, it became a
faculty at the University of Belgrade in 1946, witte aim to educate (theoretically
and practically) and train students in the field @tonomic, financial and
commercial science, this way overcoming the prob@dninsufficiency of high
education in economics at the time” (40 years afufg of Economics, 1977, p.
11). From that time until today, curricula were dastill are) dynamic and
constantly changing. Reforms were undertaken irddaith to provide creation of
those economic profiles that meets the needs oétbeomy and society, as well
as to promote (as much as possible and feasil@petc theory and practice.

Based on analysis of curricula’s structure, thipguehas the intention to
show a tendency of generally unfavorable positignirfi theoretical economics
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(especially in relation to business economics)fdPering of that task is not easy
due to existence of certain methodological limaas.

First of all, we have to determine very notion bk tterm theoretical
economy; precisely, to refine what is understoodhgyterm in the context of our
analysis. For years theoretical economy has beesideEred as a part of economic
science dealing with general laws about interdepeoyl between economic
phenomena and processes, providing qualitativeritdton concerning the nature
of these phenomena, constructing ideal, abstradetadhat reflect the regularities
in economic processes. At the time, theoretical mathematical economics were
treated as two forms of capture and analysis afi@dic laws.

And then neoclassicism (as th@instreamin economic science), partly
for the sake of raising the level of realism in ra@conomics, and partly for
proclaimed purpose of “defending” scientific valokeconomics (and in fact in
order to strengthen its own “inner strength”), hiigited the use of mathematical
formalism, this way fully reversing the idea of tihetical economics. Owing to the
exclusive insistence on the logical consistenogoties have become either ancient
idea spoken by different vocabulary (Guerrien, 2@3.05), orad hochypotheses
embedded in the neoclassical hard core (Nighting2083, p. 182). Hence, the
original concept of theoretical economy was subsuro@der mathematical
economics, and it got contextually and substagteMtiifferent meaning.

For these reasons, any attempt to find out oratleo indicate whether
subjects belonging to “the realm” of theoreticabmamics are really incorporated
in the curricula seems to be utopian. Thereforghimpaper theoretical economy is
understood as a broad topic that covers a varietisciplines from fundamental
areas — micro and macroeconomics, history of ecandhought, economic
methodology, economic history, economic systems lahdr economics. This
interpretation also meant overcoming of anothdicdity — terminology differences
(ranging from minor to drastic ones) between theicula. And for truly “figuring
out” what was the position of this way perceive@dietical economics, it was
necessary to determine which of these disciplire® had a status of compulsory or
common to all students (in each of so far appligdiculum).

The paper is structured as follows: in the firgttiom we review the main
features and specificities of every curriculum rtiwying to sublimate observations
about the changes in status of theoretical econdmyhe second part we shall
examine some selected elements, chosen to cortebpraviously established
positioning of theoretical economy (precisely, wal whow that its unfavorable
status can be noticed according to the nhumberuafests who choose to explore
this field, and the number of defended theses @skdations covering this topic
in relation to the theses in the field of businessnomics); in the third section we
shall focus on internal and external causes of pmmsitioning of theoretical
economics, in order to determine which of thesecansider “responsible” for
current status of theoretical economy at the FaailEconomics.
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Continuous Suppression of Theoretical Economy:
A Case Study of the Faculty of Economics

The first seven decades of existence of the Faiftgrceived through the
following stages (70 years of the Faculty of Ecoimsn 2007, pp. 36-92):
reconstruction of Economic-Commercial High Schaad éhe establishment of the
Faculty of Economics (1944-1951), growth (1951-1)96development (1967-
1997) and seventh decade (1997-2007). This conaiggation of its evolution,
however, is not suitable for our analysis out ab twasons. First, the subject of our
interest does not coincide with the above schereeoi®l, the latest changes in
curriculum (dating from year 2008), as well as th@mnsequences (which have
already manifested and materialized) are not calvbyethis scheme. That is why
we will focus exclusively on those features of thaericula that are relevant for
analysis of the status of theoretical economicser@ew of main characteristics
(number of subjects, their status, specificitieseath curriculum) is given in the
following table?

. Number Status of Specificities of the Theoretl_caly
Curriculum of ' ; economics
. subjects curriculum .
subjects position

Too bulky; incoherent
(subjects are designed
either as quantitative anfl Bad position: share
qualitative parts of of theoretical

1937 54 Compulsory | various fields, or as a disciplines is
combination of disparatg negligible (under
disciplines); business 10%)

techniques are
dominating.

Result of the attempts
meant to eliminate the
identified gaps
(composing of subjects

from different fields, Better off: the share
their theoretical of theoretical
1945/46 32 Compulsory | inconsistency); radical | disciplines has

and extensive changes innoticeably increased
the content of courses | and reached 20%
followed by their
different regrouping in
structure of the
curriculum

! Calculations are made by author, according to:e¥s/of the Faculty of Economics, 1977; 50 years
of the Faculty of Economics, 1987; 60 years of Baeulty of Economics, 1997; 70 years of the
Faculty of Economics, 2007.
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. Number Status of Specificities of the Theoretl_cal'
Curriculum of : X economics
. subjects curriculum o
subjects position
Compression of content .
: L Improvement with
and teaching materials; a S
. L caution: it was the
more precise definition
Compulsory e . consequence of
lus one of scientific f'?lds’ focus circumstances in the
1947/8 24 plus on the formation of .
optional - economy at the timg
. economists of a general| .
subject S (higher degree of
profile (induced and AT
! specialization was
imposed by external not required)
demands) q
Ideologically “colored”
in spite of adequately
conceived preparations
21 compulsory| for its application Unchanged:
and common, | (continuous review of disciplines of
others are previous curriculum theoretical economy
1951/52 up to 27 determined by | through dlscussm_n at the that _eX|sted in two
courses on Faculty, exchanging of | previous curricula
third and experiences via inter- have kept their
fourth year of | department conferences, status.
study consultations with
professional associations
and industry
representatives)
14 First radical separation
of theoretical and Position was
compulsory . . .
business economics slightly worsened
and common, T :
others are _(through speC|aI|;at|on (one squect of
1956/57 23 determined by in macroeconomics and th_eoretl_cal _
COUrSEs general economic theory orientation being
8 from one, and economics moved from
(starting from o
and organization from | common to
second year of] . .
the other side). optional).
study)
Determined by| Compression of content
the choice of | drastic reducing of Dramatically
department ( | number of exams; worsened:
A-General conflicting demands (thg theoretical
1958/59 15 Economics pursuit of achnaymg disciplines almost
and B - unity of theoretical and | completely
Business applied economic work” | disappeared in
Economics), |, while retaining department B (only
1-2 elective separation of one subject has left
subjects departments
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. Number Status of Specificities of the Theoretl_cal'
Curriculum of : X economics
. subjects curriculum o
subjects position
Theoretical
Complete inversion in | disciplines
the structure of the improved their
Determined by| curriculum (subjects position: there were
Department belonging to business | 3 of them in
(A — General | economics were located| department B
1960/61 26-28 and_B - at the first level (_)f study,‘ (caution exists since
Business whereas theoretical oneg the benchmark for
Economics), | were moved to second | evaluation was very
1-5 elective level); this concept of poor positioning of
subjects teaching was applied theoretical
only to Business economics in
economics department. | previous
curriculum)
The inversion in the
process of teaching and
two-level economic
17 education were Relative
compulsory completely abolished; | improvement:
and common | number of courses is number of
at first and raised to 7; it was the compulsory
second year off first curriculum of long- | theoretical
1966/67 32-36 | study, others | term nature, having disciplines
are determined “internal” (embedded) | increased; fund of
by the course | flexibility (ability of classes is under ong-
on third and programs to be extended fifth of total number
fourth year of | in accordance with actualof classes
studies achievements in
economic science, and
without new “cuts” in
the curriculum)
Introducing of one-
Some are semester study for most
common, of the subjects; practical
others are training is required for | Fund of classes
either all students; body of devoted to
determined by| common subjects theoretical
choosing one | comprised approximately disciplines now
197778 33-37 | out of three 60% of the total number| makes one-seventh

Departments
(starting from
second year of]
study) or
determined by
course.

of classes; possibility of
creating new courses in
accordance with the
needs of the economy;
differentiation of
business economics’

of the total number
of classes during a
four-year study.

disciplines.
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. Number Status of Specificities of the Theoretl_cal'
Curriculum of : X economics
. subjects curriculum o
subjects position
Some of them Final establishment of
are common,
one-semester study for | Fund of classes
others are : T :
- all subjects; this meant for learning
determined by . ; : R
. curriculum is trying to foundation in
choosing one . A .
1987/88 38 combine main principles| economics was
out of 7 courses . .
(starting from of previous two_plgns,. rarely at one-
. further differentiation in | seventh of the total
third year of . .
) business economics. number of classes
study); 1
elective subject
13 are Abounds with
common, inappropriate solutions;
others are lack of program’s content
determined analysis (generally Position is
either by unfavorable economic worsened since
courses circumstances were another theoretical
2000 30-33 | (starting from | “accused” and blamed for discipline was
second year of| its incompleteness); transferred from
study) or by related literature was common to
optional changed (translation of | optional.
group; 1 acknowledged textbooks
elective from English into Serbian
subject. language)
13 of them are Bas!c structure qf the Deeper suppression _(f
curriculum remains theoretical economy i$
common and )
unchanged; formal reflected through the
compulsory, : : .
reconstruction reduction of classes;
others are (compliance with the number of classes
2004 21-32 Steut grmlned bY| standards of ECTS); |devoted to the
Y . certain changes in fundamental
program; 1 . e |
. programs for subjects ondisciplines now makes
elective . .
; first and second year of |one-ninth of overall
subject
study. fund of classes.
13 of them are The_structu_re of previous
curriculum is formally The status of
common and | . .
reconstructed” and theoretical
compulsory, ; . e
minor substantive economics is
others are .
- changes are made unchanged:
determined by e O
the module (programs of study are c[as;njcatpn of
2008 30-33 and sub- transferred to modules, | disciplines in
. externally given academic,
modules; - Lo .
structuring of disciplines| theoretical,
number of ; )
elective is adopted, numbgr of profgsspnal and.
; . “baskets” containing applicative ones is
subjects is - . .
; : elective subjects is roughly done.
increasing

increased).
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What is the common denominator for variety of (fatrand substantive)
changes all curricula were subjected to? Each foamation in the sphere of
economic education was self-proclaimed as reform. dine proper question is
what was actually meant by the term “reform™? Acting to the “Dictionary”
written by Vujaklija (1997, p. 778), the word refioris of the Latin origin and
means: alteration, transformation, change, modifina repair of a state without
changing its essence. Such a meaning contain®fadise component” (Liessman,
2008, p. 138) and is far from what was happeningsto

Any reform’s attempt looks like similar to its omgl version only at its
very beginning (pleading to be a complex endeavat eontinuous/permanent
process identically aimed at providing essentianeetivity and harmonization of
economic education with the needs of the econordysaugiety). In doing so, even
minor corrections or additions were (being the ftgveat the moment)
automatically treated as improvements and upgrases) if, after a few years of
their implementation, it turned out they are fadlsir needed another one reform
“ventilation”.

In fact, decades of reforming have finally demaatsti theirs exclusivity:
nothing in the reform is a matter of return or eestion. Quite the contrary: each of
past reforms has the same “texture” — it means dayang the tradition “if it
represents a brake on further economic developarhiprogress” (40 years of the
Faculty of Economics, 1977, p. 13). Business ecar®mealized it was a call for
“action” (and an appeal for fundamental changesyl achieved its intentions in
formal and substantive terms: The Department ohBoocs and Organization was
able to resist the influence of socialist ideologyccessfully retaining its name for
more than three decades; great expansion of thechi@ganizational science open
the “room” for enormous growing of new subjectsnadl as for substantial changes
in program’s content (which ultimately leads to taeaming of the above mentioned
department to the Department of Business Econaamniddvianagement).

On the other hand, theoretical economics mainlyckstto existing
procedures and (already set) social commitmentaceSiintroducing critical
approaches to economic analysis, as well as melttgidal achievements were
only incidentally mentioned, the impression thaesdé were the elements of
secondary importance in the design of the nexti@muum was spread. Having in
mind constantly present reform’s claim about theessity of adapting curricula to
the requirements of the economy, no wonder that amcimpression prevailed. In
other words, if we exclude the existence of certaterest of foreign scientific
community for self-managing socialism itself (alomgth contributions of our
economists to this issue), the progress in thel fodl theoretical economics was
neither motivated nor expected. Frankly speakingh whe exception in early
postwar years (when its raise was caused by theeimfe of external factors),
relative lethargy of theoretical economics culmaahin its desperate positioning in
the curriculum dating from 1958.
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The decade of recovery and some kind of revival tbilowed, to those
optimistically inclined represented the proof tmaversibility of the process of
theoretical economics’ suppression was possibleveier, followedsequence of
events was a confirmation of suspicions that femovative “minds” were not
sufficient for long-term, highly aimed and far-réagy moves that would counter
to “armada” of business economics. First serioepsstin the field of business
economics were initiated at the same time whenfah®us curriculum in 1966
was adopted. Although this plan resulted in redyivmost favorable situation for
theoretical economics (if we take into account farpresence of its disciplines in
the curriculum), few years later the counteroffeasif business economics turned
up. The differentiation in economic and organizatioseience offered the unique
opportunity for business economics to materializeadvantage. As early as 1971
the field of economics and organization reachedth&mum number of subjects
(60 years of the Faculty of Economics, 1997, p.)1@®ich is further manifested
by its separation into two distinct scientific aseand reifies through penetration
and development of subjects with similar orientat{®lanning and Development
Policy of Enterprises, Marketing and later on mather subjects).

And vyet, the founders of marketingrientation were constantly
complaining that there was a gap between the thawodyits practical application.
They pointed out that “the lack of political commint to create economic
environment which will function on the principle$ modern market system” (60
years of the Faculty of Economis, 1997, p. 124) wabke blamed for the above-
mentioned gap. Surely, this situation did not hanmsefocusing on establishing of
new management courses, expansion and strengthesfingxisting ones
(marketing, organization, commerce and tourismyve as continuous designing
and organizing of innovative courses meant to fyatisinessman’s need for
permanent education. From the standpoint of thisatetconomics, however, most
of that time may be treated as a return to onefwagess of its suppression. The
only bright spot, having in mind the totality ofeemmists’ education, is the fact
that the resistance of its teaching staff disaplediling of professionally oriented,
shorter studies (directed exclusively to the pcadtisince materialization of such
tendency would go at the expense of core educdtimmdent and indirectly would
threaten further (anyway unenviable) level of stfienvalue and reflectivity being
still present in our economic science.

Measurable Consequences of Long-Term Suppression Dfieoretical Economics

To what extent continual suppression of theoretcainomy left its mark,
is evident according to enrollment trends, bothratergraduate, postgraduate and
doctoral studies.

According to data on the number of full-time stuidegnrolled in third and
fourth year of study during the period 1975-197%& woticed the following:
Economic policy and planning has been listed ass#tond of seven modules; at
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that time 20% of total number of full-time studewisted for i? The number of
students enrolled at the second year of studyampériod 1980-1987 has also gone
in favor of General versus Business Economics. hewen the third year, during
the same period, the situation changed in faveh@business economy (especially
in the period 1980-1982). Its further “aggressiam’producing novelties (which
even the gurus from this area considered to beingtmore than differently
labeled folk wisdomy) initiated by the introduction of Marketing as newmd
attractive subject on the Department of Business&aics in 1977, resulted (one
decade later) by positioning of the subject as adeguy to all students and by
introducing the course (of the same name), “abagit$5% of the total number of
students.

Rapid decrease of interest in theoretical economyldc be noticed
according to absolute decline in nhumber of studenttheoretical orientation in
fourth year of studies, as well as through structof students enrolled in eight
courses — the share of Economic Theory was 10%héiperiod 1980-1982), while
it was only 2% in the school year 1986-1987.

In the next ten years (from 1986 to 1996), as alres increasing interest
in studies of economy itself, total number of stidehas doubled. During the
period 1990-1996, the number full-time third-yetwmdents who have opted for
general economics ranged from 35 to 79 (i.e. 6-19%ll third-year students),
which was far less from those oriented to Marke{iwgose share in total number
of third-year students ranged from 24 to 38%).

In the period 2007-2010, the number of third-yeall-time students
enrolling module Economic Analysis and policy wasatively similar, ranging
from 20 to 69 (which makes 1.38 to maximum 4.6%otél number of third-year
students). At the same time Marketing enrolled 223-students, i.e. 8.53-16.9%
of third-year students.

In this school year, 53 students of the third-yéecided to enroll module
Economic analysis and policy. Judging by the reswoit the survey that we
conducted on a sample of 120 first-year studenthefaculty of Economics, it is
unlikely that the unfavorable trend will stop oweese. In fact, only three students
(out of 120 respondents) are now ready to enrellabove-mentioned module. It

2 Calculation of the author, according to: 50 yedrthe Faculty of Economics, 1987, p. 35.

3 Kotler claimed that the business school gave Nattial respect to what is actually folk wisdom,"
and have thus acquired an aura of respect. Quuaird Crainer, 1999, p. 1.

4 Calculation of the author, according to: 60 yedrthe Faculty of Economics, 1997, p. 123.

5 Calculation of the author, according to: 50 yedrthe Faculty of Economics, 1987, pp. 65-67.

5 Calculation of the author, according to: 60 yedrthe Faculty of Economics, 1997, p. 37.

" Calculation of the author according to the datafgmin student service. These results would be
even more unfavorable, if we compared number adesits at the module Economic analysis and
policy with total number of students oriented toeth modules of Business Economics (Marketing,
Commercialmanagement and marketing and Management).
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leads to the conclusion that, at best, next yealy, 4-5% of the total number of
students will actually choose to do so.

The situation is similar in the so-called secondleyof economic
education. Postgraduate studies were organizethéofirst time in school year
1960/61. During its 50 years of tradition, numbércourses was adjusted to the
needs of the economy and interests of students.rdhdts achieved in the first
fifteen years, was positively accessed from thadgaint of coverage. However,
judging by the data from list of master courses thages defended, three courses
(Business Economics, Economic Development andratemal Economics) were
filtered out and became dominant ones. Preciselthe period 1960-1975, almost
a third of all defended master’s thesis belongefusiness Economics. In the next
decade (till school year 1986/87), number of comrse business multiplied
(through further differentiation), whereas GeneFakoretical Economy showed
neither interest nor progress in this regard. Quthe ten-year period, 35% out of
the total number of enrolled students (at six mastarses) were inclined to
business economy, and only 5.4% of them to gendgmabretical economy.
Speaking of the number of defended thesis, thatsiu looked like even worse:
there were four times more in business than in gémeeonomic§. The situation
became slightly better in the period 1987-1997,tls number of defended
master’'s thesis in business economics was “onlygethtimes higher than the
number of those in the field of theoretical ecornzsni

During a quarter of century (from 1961 to 1986)ctdoal dissertations
have been done in almost all scientific fields thefre subject of study at the
Faculty of Economics. However, they were most naugrin the area of applied
economics: during this period, ratio of the numbkthesis in business economics
to those in theoretical economics wa¥ By the next decade this ratio was reduced
to (reasonable) 50% more defended thesis in busaamomics!

At first glance, positioning of theoretical econosgemed to be better off
However, one more thing should be add, if we reatiynt to shed the light on real
state of affairs. During the period 1977-1987, tbepartment of Business
Economics (at the undergraduate studies) consisiedthree modules -
Organization, Marketing and Finance and Accountitigg next change in the
curriculum brought about separation of the aredingince, i.e. Business finance
and accounting became an independent educationdileprThis change was
naturally transferred to master’s studies, whemarfcial analysis ceased to be part
of business economics. Such a change consequeatlgti less unfavorable ratio
of number of defended theses in business to thostheoretical economics.
Actually, realistic reflection of the power of tleeswvo “opposing camps” in the

8 Calculation of the author, according to: 50 yedrthe Faculty of Economics, 1987, pp. 73-79.
9 Calculation of the author, according to: 60 yedrthe Faculty of Economics, 1997, pp. 495-517.
10 Calculation of the author, according to: 50 yedrthe Faculty of Economics, 1987, pp. 82-86.
1 Calculation of the author, according to: 60 yedrthe Faculty of Economics, 1997, pp. 485-495.
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whole observed period (1961-1997) remained unclthrgthe number of theses
defended in business economy was three times hilgherin theoretical economy.

Over the next decade (from 1997 to 2007), numbenariagement courses
has increased dramatically (this way strengthetinginess economics), while
theoretical economics (Macroeconomic analysis aadsformation of Yugoslav
economy) remained fairly isolated among accumula®@&dourses (70 years of the
Faculty of Economics, 2007, pp. 54-55).

Share of theses defended on business courses itottlenumber of
master’s theses in this period amounted to 43.688te the proportion of theses
chaired by lecturers from theoretical economy waly @.9%%* At the same time,
the number of doctoral theses in business econoas two times higher than
those in theoretical economy.

These data on the number of students opted fordtieal and business
orientation, and the number of defended masters dottoral theses in the same
areas, were used here as an illustration of mdasureffects of continuous
suppression of theoretical economics. Being familidh consequences, we are up
to return to the causes that initiated and/or eragmd the above-mentioned process.

Causes of Inadequate Positioning of Theoretical Ecomy

In order to conduct proper analysis of the caubas have (directly or
indirectly) influenced poor positioning of theorsti economics, we have to divide
them into two categories: internal, originatingniréheoretical economy itself, and
external ones, being the resultant of individuabkionultaneous effects of various
factors (no matter whether they belong to the danwfi economics or other
sciences, or simply being induced by the overaliad@hange).

Let us recall briefly the events within theoretiemonomics. For a long
time economists have concerned about disagreemthihthe discipline, arguing
that such diversity prevented the possibility obrmamics being perceived as a
science. That is why they have invested greattsftor“copy” the methodology of
natural sciences, expecting it to provide sciemtifalue for economics. Later on,
economics drew its driving force from the ideast®wn elitist status (within the
corpus of social sciences), which was, all togettesulting in increased hierarchy,
gradual or sudden weakening of heterogeneity witktve discipline and
“inauguration” of neoclassicism as the mainstre@peaking of education of
economists, these changes were materialized in fohe of “embedding”
neoclassical economic theory in programs, as tHe #Hweory students were
supposed to be familiar with (Lee, 2007, p. 31®nszquently, due to domination
of neoclassicism, content of subjects was changing inclining to a greater

12 Calculation of the author, according to: 70 yedrthe Faculty of Economics, 2007, pp. 457-520.
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degree of formalisi® Such developments in the lap of theoretical ecoc®m
were, certainly, disincentive for enrollment in thudy of economics. Frankly
speaking, some moves were caused by complexitgwftandencies in society. In
fact, the ever-growing needs of corporations reggrchighly qualified labor
initiated bringing of commercialization into “tengs of knowledge”; side effect of
this commercialization was a relative decreasehim nhumber of students of
economics comparing to those in business schaolsrder to maintain its position
and prestige, and to prove its being useful foirass, economics naturally resorted
to formalization. This way knowing of variety of oeling and quantitative
techniques simply became mandatory condition adrémg the profession.

Being aware of the fact that modules, as well agams of theoretical
economics at the Faculty are not extremely forredliget, internal causes seem to
be only partially “responsible” for long-term poguositioning of theoretical
economics. Not to mention that they are usually ifrextl by outside influence.
That is why we shall focus on the causes of extéype, as they are crucial for the
current status of theoretical economics.

Following the example of universities and colledesm abroad, our
institutions of higher education have sided witmaoeercialization or the so-called
entrepreneurial spirit (which “encouraged and legited such initiatives” — Bok,
2005, p. 21), trying to earn the money throughaedeand education activities (in
the form of consulting, projects and courses dfigidrafted in accordance with
the needs of the economy, and unofficially treaedorofit centers). Since close
connection between the economy and Faculty of Bo@®is not considered to be
troubling activity (quite the contrary — it givesachers the opportunity to learn
about emerging issues that will inspire their pssfenal interest, and indirectly
may affect the reconfiguration of the curriculutien various forms of deepening
cooperation have always been seen as a naturalsexteof previous processes.
Moreover, from the standpoint of faculties, the emaking of such profitable
activities is justified by two reasons: state budiymding is far from the level
necessary for the normal functioning of these tastins (Slaughter, 1997); on the
other hand, profits from commercial activities lgrinenefits to all participants in
educational process (this way, for example, canfuraled research activity,
purchases of computer equipment, renovation oftatigins, etc).

However, in spite of the fact that this strategy bsing undeniably
attractive, it is appropriate to warn to its shomings (disadvantages), especially
in circumstances of rapid commercialization. Adui@l problem is that the
deficiencies are not tangible; instead, they afleatng on the possibilities of
compromising academic values and the quality ofcatlon. First of all,
commercialization may undermine academic standdrdsfact, inclination to

13 Mainstream considers mathematical reasoning asragty important; it identified loosening of
insistence on mathematical methods with giving lup possibility that economics is treated as a
science (Lawson, 2003, p. xvii).
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ubiquitous trend of commercialization may cause raagr commitment of
teaching staff to additional, better-paid actiatieat the expense of quality of
teaching on undergraduate studies. And designintHofv to make a business
plan?” courses solely as a commercial ones, magugmrisks to the reputation of
the institution, in the sense of doubt in the aggiility of basic studies (since it
would be feasible and desirable to offer such keadgé to full-time students).

This undermining of academic standards is directglated to
commercialization. It is, of course, also presamtother circumstances. For
example, as a consequence of the adjustment tostdnedards of Bologna
Declaration, canons of testing students’ knowledgiceably changed. This
includes artificial (and imposed by the instituligtowering of the criteria”, in the
sense that professors are discouraged to test &dgesl of students about
demanding issues and harder problems.

Competing for students with a number of new, pgvahiversities, the
Faculty overemphasizes the importance of busimeasketing, management, and
through the campaigns for enrollment highlights tlsdue and worth of our
diploma on the market. In this way, and before peadmitted to the university,
potential students became aware of the importaho®terial values. The situation
is further complicated by constant stressing ofstioey about homo-economicus as
rational being, who is motivated only by profiténests. Of course, the behavior of
an institution in accordance with the profit motiga is not questioning compliance
of its “words and deeds”, but creates a “climate”which some modules (like
theoretical economy) are considered, to put it lyilas less valuable.

Ruthless increase of commercialization actuallyrseto be the main reason
for “changing nature of academic institutions” (B&005, p. 8), favoring only
practical, marketable disciplines, at the expefisgh®rs, non-applicative ones.

If the definition of commercialization is expandd@&rennan, 2008;
Shumar, 1997), so that it includes other trendpdich of broader processes and
business culture, attempts to quantify unequivgcall elements of educational
process), it seems that we are not only witnessgsgctive participants in a sort of
commodification. Nowadays, this process is regaided/o ways: either indicates
that the exchange values suppressed use valuemrergenerally, describes how
consumer culture (through a series of subtle peednfiltrated into all aspects of
everyday life (Gottdiener, 2000).

Proponents of commodification argue that faculéies slowly adjusting to
contemporary demands, and that experimenting wihket mechanisms in this
area is desirable because it improves flexibilistrengthens the economic
autonomy of higher education’s institutions, ancréased the transparency of the
functioning of colleges and universities (Teixgi2004, pp. 344-345).
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Typically, a variety of ideas directly related tdemtation of faculties to
their users, come from the field of business ecoo®nfnd business paradigm is
responsible for treating universities as firms (aped by managers of knowledge),
measurable and comparable according to their remthieved in the market
(Liessmann, 2008, p. 69). There are also more ame rests, evaluations, and
rankings based on them, which will inevitably produthe need to establish
“independent” bodies for the implementation of amrchestrated” and
administered control of educational work.

According to some authors (Slaughter, 1997), esleinterference in the
way of organization and functioning of facultiesdammiversities means reducing
of the autonomy of the above-mentioned institutiddewever, there are those
who argue that such actions do not completely tmaffe” the autonomy (Maton,
2005, p. 697), since we have two types of it: positl and relational. The first
suggests who manages higher education, and otlas @déth principles upon
which it is done. At first sight, it seems to hawétnessed the reduction of
relational autonomy, without significant changepsitional one. In other words,
higher education is still (at least formally) caliied by people from the area, but
targeting of activities is increased according be tprinciples derived from
economics (Maton, 2005, p. 700).

However, the key problem is the fact that nonehef ¢ontrol procedures
occur as a result of internal needs of the facoittyniversity. Quite the contrary,
they were given, imposed and taken from what bgsirfenanagerial) economics
suggested. And what tacitly existed for many yearas institutionalized and
“strengthened” by political agreement resultinghia Bologna Declaration.

Education is, therefore, has ceased to be a confsamial) good of which
academic and professional associations “take camestead, it becomes a
commodity in the global market, which appears asediator between education
and employment (Munch, 2010). For a society likerspusuffering from
unemployment, the fact that all have an interestualying (to learn for the sake of
learning, due to imposed requirements for permaeéuatation), is welcome out of
two reasons: to promote market values and to postmtealing with the main
problem — where and what will work those who cortetmlleges and faculties.

A goal of every student is to make the best chofabe so-called “easy to
pass” subjects, to calculate in advance how tohréde magic” number of points
(with or without seminar paper and final-diplomaasx bringing two and four
points respectively), so that the combination diivities will lead to a degree
(regardless of the quantum and quality of knowlealgthat entails).

The most problematic is the fact that pedagogieiles are marginalized,;
then the student remains passive listener, althdugghg an active consumer. In
fact, the ubiquitous economism becomes clearlyentidogic known as “aims and
means”, and education for the sake of achievingtgrecompetitiveness, prevailed
at faculties and universities. That is why sociabgesses of teaching and
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researching are transformed into a set of starzkddimeasurable products. And
the massive use of performance indicators alsoribotes to the reification of
educational process (Ball, 2004, p. 14).

Referring to the effects of market laws remainsegrt excuse why, for
example, employers prefer to employ highly educatgons instead of those who
have completed secondary school of appropriatel@riafr the job of loan officer
(for the same amount of money, any bank get a baghand justifies its decision
by the tough competition for each positidhBearing all this in mind, pupils with
finished secondary school will be left no altermatbut to decide to study — at any
cost. Obeying the dictates of current utilizatitmey will choose the faculty that
offers a “marketable” degree (i.e. economics), dhd module with greater
opportunity and certainty for finding a better pgat.

That is why opponents of commodification emphasitet the
transformation of universities in “knowledge fads” (where the money is given
primacy over academic ideals (Bok, 2005, p. 22) arvarket power over higher
education (Aronowitz, 2000, p. 164)), led to thelesirable outcome: teaching and
researching are seen as the means of achievindicatagoals, and valued
exclusively according to their ability for bein@irsferred in cash (Shumar, 1997,
p. 5). In such a situation, all those who stillibe¢ (and act in accordance with
their beliefs) that the purpose of science is tal @éth the truth and knowledge,
are in a very bad position. In fact, the importaotthose subjects being not useful
for finding a job is generally underrated. Takingtoi account the way of
conceptualization of curriculum, no wonder thatttetical economy was crowded
out by its business counterparts.

Conclusion

Through the analysis of curricula at the Facultfobnomics in Belgrade,
we found that the suppression of theoretical ecor®mepresents long, mostly
continuous, and up to now, one-way process. Asatré has got bad positioning
against the business economics. This status ofdtieal economy was caused and
induced by external factors, predominantly by thassing from the sphere of
managerial (business) economics.

Reorienting of educational goals to skills, ak#itiand competence made
“uniformity” of all elements of the educational pess possible, in order to
facilitate the management (and some form of rerootgrol) of knowledge. In this
process of economization of knowledge, exchangeleglalmost completely
suppressed use values. And highlighting the adgastaf commercialization is so
exaggerated that its shortcomings (disadvantagesg fbeen overlooked, or

14 Munch (2010) also claims that undergraduate ssud®A courses) serve as an additional
qualification for jobs requiring secondary educatio
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completely denied. The point is that benefits ofmowercialization are mainly
tangible and achievable in short-term, whereasdnggers that entails are non-
guantifiable, although very certain in the long ,r@s a result of “cumulative
effects of similar activities” (Bok, 2005, p. 114).

In a situation where there is no method for asegsshat students actually
learn, in circumstances when the tendency of ustierating the importance of
dedicated teachers even escalated, it is naturekpect that both students and
teachers will follow the logic of “cost effectives® regarding their actions in the
short or medium term.

Tackling with this problem, therefore, is far frdming a naive task, since
the trends related to business and management uigrassed faculties of
economics, and expanded to all spheres of higharagidn. In this situation it is
almost irrelevant who “set the fire” because iteggls in unimaginable speed. This
is reason why it is hard to believe in the ided tha reversibility of the process of
suppression of theoretical economics could be seli®y sporadic and individual
actions. Instead, they have to be massive and sinedusly run and implemented.
Yet, the question is whether we are up to suclsla ta
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DEZAVUISANJE TEORIJSKE EKONOMIJE:
UZROCI | POSLEDICE

Rezime: U ovom radu se analiziraju svi dosada3nji nastapfainovi
Ekonomskog fakulteta u Beogradu. U njegovoj viSedgskoj tradiciji isti
su ¢esto menjani radi formiranja raglih profila ekonomista. Raznoliki
pomaci nainjeni u dosada preduzetim reformama su ponekadagachevali
minorne dopune i ,kozmetke" korekcije, ali i radikalne ,rezove“ koji
tangiraju strukturu nastavnih planova. Diferengeagkonomskih disciplina,
izmene u nazivima predmeta i usmerenja su, u tejvaeri, bili rezultat
egzogeno iniciranih podsticajnih impulsa. Cilj ovagla je da pokaZe da se,
uprkos nesumnjivim poboljSanjima (u smislu prildgeanja vazé&m
svetskim standardima), prifige trend generalno sve loSijeg pozicioniranja
teorijske ekonomije (a pogotovo u odnosu na poslovakonomiju),
prouzrokovan, izméu ostalog, komodifikacijom obrazovnog procesa.

Klju éne regi; teorijska ekonomija, poslovna ekonomija, refornastavnih
planova, komadifikacija
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Abstract: Destination branding enrolls a spectrum activities towards
creating an image on a certain place. The procekglobalization ha:
increased the competitive potential of small cjtes the global competitic
is no longer limited to the capital or big citiedisitors’ opinion for a certair
place is very important and must be always considerdarwcreating
strategy for tourist promotion. Very often foreitpurists create an imag
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reality, and based on those experiences they cieatamplete image for tt
place. Positive experiences can be a useful totddal governments and ¢
stakeholders for destination brandi This research paper aints identify
eventual disproportions between expectations dfidor tourist before the
visit Ohrid and their experiences after their vigitorder to offer solution
for better destination brandin
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free time there. Branding is a powerful marketingltthat can be used by all
stakeholders in certain place in order to increigsettractiveness. Destination
branding is considered to be a very interestingctopwadays among place
marketing professionals and governments. The psoa#s globalization and

innovative processes have amplified potentialsvieryecity or place to become a
popular tourist destination. Technological progries the Internet for example
“... can allow suppliers in a destination to comeetbgr to create a strong
centralized site...”, or “... can also facilitate tiosger presence for individual
tourism suppliers in the marketplace who are nove &b reach their potential

markets more directly ...” (Palmer A., 2006, p.129he global competition is no
longer limited to the big cities that compete foe theadquarters of multinational
corporations and international organizations bqdasfor large sports events.
Thanks to technological advances and market deatigns, even smaller places
can suddenly be confronted with competitors locatedanother continent. (Van
Gelder S. & Allan M., 2011, p.5).

Creating image on a certain destination or city ggeat challenge not only
to local governments, but to all tourism stakehidde the place as well. Tourists
create an image for a place before they visit geldaon the information they
previously consumed. Quality of promotion has afiuence on the decision
whether the tourist will visit the one or anothdage. But still, imaging of the
tourist destination is complete after the visittoé place when tourists compare
their expectations with experiences they had.

Main objective of this research paper is to idengfsentual disparities
between the image the foreign tourist create fatidodms a tourist brand before they
visit it and the image which is created when theiffn tourists visit Ohrid. As a
result of the main objective, specific objectivas aetermined as follows: (a)
Endorsing "original image" of Ohrid as a tourisamd; (b) Determining image of
Ohrid as a tourist destination created through ptamal marketing activities; (c)
Obtaining data about "the image" the foreign tdargseate by at their first visit of
Ohrid; (d) Comparing the experiences that toutistge during their visit of Ohrid
with their previous cognition about Ohrid as a tstubrand; (e) Giving directions
to overcome previously mentioned disproportiongurnpose to improve the image
of Ohrid and to promote it as a more competitiverigi brand. That way, this
research should be a solid platform for furthempotional activities that should be
defined by the local government and other inteceptgties in tourism.

The research paper consists of four parts: Litesatowverview; Brief
overview of Ohrid as a tourist destination; Reskearethodology and Results of
the research. At the end of the paper conclusioms racommendations for all
relevant stakeholders are given.
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1. Literature Overview

Various studies paid attention to destination biragdit has been treated
from different research angles. For example, sorhe¢hem paid attention to
international cases in tourism management (Susannk& & John Swarbrook,
2005). Other consider.".city branding is a discipline that is developirastf and
whose theoretical underpinnings have only been Idped and put into full
practice in recent years ...V&n Gelder S. & Allan M., 2011). Some researchers
paid attention to the process of innovation ang @r@alyze place branding in the
new age of innovation (Go F. & Goovers R., 2010heW analyzing destination
branding and the tools for promotion we also mushsier researches that
analyzed motives, activities and satisfaction efirsitors (Marcussen C. & Zhang
J, 2007; Prangoska Liljana, 2003) and researdissanalyze the local residents
opinion on the tourist potentials of a certain tstudestination (Trajkov A. &
Kostoski S., 2011).

The image of a certain city (town) is "...the sunbefiefs and impressions
people hold about places. Images represent a $icagilbn of a large number of
associations and pieces of information connectel aviplace. They are a product
of the mind trying to process and pick out essémtfarmation from huge amounts
of data about a place..." (Kotler P., & David G.,080 p.42). All successful
brands have social, emotional and identity valuegers: they have personalities
and enhance the perceived utility desirability godlity of the product (Kotler P.,
& Gertner D., 2002). Many cities have attractivenésit it is crucial to build a
brand on something that uniquely connects a déftiné the consumer now or
has the potential to do so in the future. Alsoeliested parties must take into
consideration the competition that will want andyrba able to copy, but still they
cannot surpass and usurp if the powerful brandeiated. For example, other cities
in the world can claim to be romantic and spiritumit only Rome is “The Eternal
City”. Rome has got that epithet first and no otlpéice can now claim it.
However, "... the point of differentiation must alseflect a promise that can be
delivered and that matches expectations. Goodnddistn branding is therefore
original and different, but its originality and f#ifence need to be sustainable,
believable and relevant...” (Morgan N., & Pritchard 2006, p.65)

According to all these theoretical and empiricallfngs, the promotion of
certain place as a tourist brand can be done ee tlevels. The first level will be
an original image about the tourist brand derivexinf personal contacts, media,
books, movies, education etc. The second levekrasddition to the original
image is one which is created over public relatieR) activities, advertising and
various marketing activities. However, the thirdlarguably most important level
for creating complete tourist brand is the persamgierience which is created
through direct contact with the tourist destinatiom this phase, tourist
expectations about the tourist place created infiteetwo levels of promotion,
should be met and justified (Picture 1).
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Picture 1: Levels of Promotion of Certain City in Tourist Brand

Creating original image

through non-promotial Creating an image
information about a tourist through visiting the
place place

Information gained by public
relation (PR)
activities, advertising, and
various marketing activities

Even though that Ohrid is a well promoted touristrid and many people
have already created an original image about itobly by visiting the place the
whole image will be completed. When visiting a platourist experience itself
should have key role in confirming the "image" betplace. Therefore, policy
creators and all stakeholders should pay a spattéition to tourist opinion about
the place which is being visited. Identifying digportions between expectations
before visiting the place and the image createst afsiting the place, is a priority
when building Ohrid as a brand in tourism. Thuss ihecessary to give directions
for avoiding above mentioned disproportions sogtamotional activities will be
more effective and the number of tourists visit®igrid will increase.

This paper can be used as a solid basis for fughmnotional activities
about Ohrid as a tourist destination. It shoultiaté a wider spectrum of activities
towards promotion of Ohrid as an attractive brandtaurism. Such activities
should lead to more interest in potential touristsisit Ohrid, and when creating
positive experiences from their visit, to multipheir number.

2. Brief Overview on Ohrid as a Tourist Destination

The city of Ohrid is located on the south-west pafrthe Republic of
Macedonia and on the north-east coast of the Qlaie at an elevation of 690-
800 meters above sea level. According to the wiebosithe Municipality of Ohrid
it has about 56,000 inhabitants. Ohrid is one ef dfdest human settlements in
Europe, containing Neolithic archaeological sited ather from the Bronze Age
and the Hellenistic period. With its numerous ps#dric sites and its traces of the
material culture which are older than 5,000 yea@hrid is indeed an
archaeological treasure and the surroundings ot #&he could be observed as a
magical land of archaeology. A greater developnier@hrid occurred when the
Slavs began living there in the VII century. It hag oldest Slav monastery (St
Pantelejmon) and more than 800 Byzantine-stylesaating from the 11 to the
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end of the 1% century. After the Tretiakov Gallery in Moscowistlis considered

to be the most important collection of icons in therld (UNESCO, 2012). The

city is rich of picturesque houses and monumentd, taurism is a predominant
activity. The Ohrid Lake is one of Europe's deeexst oldest lakes as it is 286
meters deep and 4-10 millions years old (Munictgadf Ohrid, 2012). It preserves
a unique aquatic ecosystem with more than 200 eicdgpecies with worldwide

importance. The importance of the Lake was furteenphasized when, in
2010, NASA decided to name one of the Titan's lafes the Ohrid Lake. The
city of Ohrid and the Ohrid Lake were accepted @uHural and Natural World

Heritage Sites by the UNESCO. In fact, Ohrid is ofithe 28 cities that are part of
the UNESCO's World Heritage which are classifiecbath Cultural and Natural
sites (UNESCO, 2012).

Table 1: Number of Visitors and Nights Spent in Ohid in 2008 and 2009

Visitors Nights spent
2008 2009| 2009/2008 2008 2009| 2009/2008
Domestic 193643 122258 83.6 874071| 774424 88.6
Foreign 62461 67441 108.1 172765| 176830 102.4
Total 202104| 189699 93.9| 1046836 951254 90.9

Source:Municipality of Ohrid, 2010

Table 1 shows the number of tourists and numbeighfts spent in Ohrid
in 2008 and 2009. According to these data, the totanber of tourists that visited
Ohrid has been declining. It is a result of therdased number of domestic visitors
of about 12.4% in 2009 compared to the previous. & more important is that
the number of foreign visitors is increasing to o8&, showing enlarged interest
of the foreign tourists for visiting Ohrid.

Chart 2: Share of nights spent by domestic
and foreign tourists in Ohrid, 2007-09
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In the same period, the number of nights spenthnddshows the same
tendencies as the number of visitors. Domesticigtsuspent 11.4% less nights in
2009 compared to the previous year. Still, foreigarists have increased total
nights spent (2.4%) in 2009 compared to 2008 aacktbre they have neutralized
the overall negative impact on total nights sper®@hrid.

In 2009, 189699 tourists visited Ohrid, and 64%th&#m were domestic
tourists and therefore, 36% were foreign touri§€tbat.1). In the same year, the
tourists spent 951,254 nights in Ohrid and 81% hafit were nights spent by
domestic tourists and 19% were nights spent bydoreurist (Chart.2). Although,
the relative participation of the foreign tourigtdsitors and nights spent) in the
total tourists who visited Ohrid and spent at least night in Ohrid is low, it is
higher compared to the previous years. The paaticip of the domestic visitors
from 68% in 2007 decreased to 64% in 2009, whitestare of the number of nights
spent in Ohrid by domestic tourists decreased 86f% to 81% in the same period.
To compare, in the same period, the participatidh@foreign visitors from 32% in
2007 increased to 36% in 2009, while the sharéhefriumber of nights spent in
Ohrid by foreign tourists increased from 15% to 1i@%he same period.

Table 2: Number of Nights Spent per Visitor in Ohrd

2007 2008 2009

Domestic tourists 6,57 6,26 6,33
Foreign tourists 2,57 2,77 2,62
Total 5,30 5,18 5,01

Source Municipality of Ohrid, 2010, own calculations

These tendencies resulted in increase of the awemagnber of nights
spent per foreign visitor in Ohrid from 2,57 in Z0tb 2,62 in 2009 (Table 2). At
the same time, domestic tourists spent 6.33 nighverage in 2009 which is
lower than 6,57 nights in average in 2009. The diglarticipation of the domestic
visitors in the total number of visitors in Ohrak well as in the number of nights
spent in Ohrid, resulted in lowering the averagmiper of nights spent per visitor
in Ohrid from 5.30 in 2007 to 5.01 in 2009.

3. Research Methodology

The research itself consists of two parts. The fiest is a desk research
which provides knowledge about the dynamics ofisbdlows in Ohrid via set of
indicators such as: number of foreign tourists, bemof spent nights, tourism
income etc. Also, systematization and identificatiof the sources that foreign
tourists use to create the so-called "original iefagnd an overview of all
promotional activities on local and national lewgdich are in direction of creating
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Ohrid as a tourist brand as well (PR, advertisimgyketing etc.) will be made.
Also, desk research will help in preparing thedieésearch, especially in deterring
the representative sample of respondents, arrarggispgestionnaire and scientific
interpretation of obtained data. The second pathefresearch is connected with
field activities, such as interviewing foreign t@mis in order to find out their
experience during their first visit to Ohrid anadi out whether their previous
expectations are met. According to the resultganedirections and suggestions
for improvement of the tourist offer and tourisbprotion of Ohrid will be created.

a. Desk Research

The desk research in a sense was the root ofehteriésearch. Scientific
and expert literature was used for creating thehousilogy of research and to
indentify criteria to determine the sources foratireg an image of a tourist place.
Numerous sources were used, mainly the Internetplidaining data about the
ways and the scope of promotion and presentatio®lofd in front of foreign
tourists, and the dynamics of tourist trends hri@over the previous years. The
most relevant sources which were considered aeeinternet pages of the Local
Government of the Municipality of Ohrid, the Mace@m agency for promoting and
supporting tourism, the HOTAM (the Macedonian Ha&ekociation), the Ministry
of Economy, the State Statistical Office of the Rajz of Macedonia, etc.

b. Field Research

The field research was conducted by using the ndetlud interviewing
foreign guests. In this sense, a questionnairepnggzared with 12 questions which
are closely related to the main goals of the rebeafhe questionnaire was
translated in 3 languages: English, Serbian anatibutor the project purposes,
200 questionnaires were printed out and distributedvarious hotels, private
accommodations, travel guides and travel agentmesrder to provide properly
filled questionnaires, few training sessions foteiiewers were implemented.
Approximately 45% of the previously distributed gtiennaires were correctly
filled and returned.

In addition, with an assistance of local travetgsiand travel-agencies, an on-
line questionnaire was distributed to over a huhdpé respondents (return ratio
approximately 1 out of 4). A relevant number of 1illéd questionnaires was provided.

The relevant number of returned questionnairessslid base for making
conclusions which could be used in decision-makimgcess for further
improvements of the tourist promotion of Ohrid.

c. Determination of a Representative Specimen

Structural analysis of the respondents was maderdiog to the country
they came from, their age, whether they have dstrid before. Most of the
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interviewed foreign tourists were from the Netheds (31%), ahead of guests
from Serbia (16%), Albania (7%), Great Britain (79%roatia (6%) and other
countries such as: Algeria, Australia, Austria, gdei, Bulgaria, Canada,
Germany, Finland, Hungary, Ireland, Israel, Itélgtvia, Morocco, North Cyprus,
Norway, China, Romania, Slovenia, Spain, Swedentz8and, Turkey and the
USA (33%). The latest information on tourism gilmnthe State Statistical Office,
confirms that visitors from the first five counsienumerated above in the report,
are about 30% of total number of foreign touridtattvisited Macedonia in
September, 2011 (SSO, 2011). Therefore, the staicfuguests interviewed in the
survey is proportional to the structure of guebtd visited Ohrid and our country
which means that representative sample of resptsmdaembtained. The structure
of nationalities can be seen in Chart 3.

Chart 3: Percentage of Respondents (Country and Ade

Albania Croatia

7% 6%
Holland
31% 25-35
. 34%
Great Britain

Serbia
7% 16%

Greater part of the respondents, or 66% visitedidotor the first time,
while one third of them or 34% have visited Ohrefdye. It is mentioned above
that complete image about one tourist place istededuring and after visiting the
place, whereby expectations and impressions areo@@d. The structure of the
interviewed guests is common for achieving the aede objectives and will help
to provide proper conclusions and recommendatioms ifmproving tourist
promotion and tourist offer of Ohrid.

4. Research Results

The survey results indicate the reasons (moties)sit Ohrid. Also, they
help to identify the sources of information whiabrdign tourist were using in
"creating the image" before the visit, and latex &xperiences of their visit. This
enables identifying critical points in tourism protion where disproportion
between "expectation" and "reality" exists.

a. Reasonsto Visit Ohrid

According to the World Tourism Organization, greatpart or
approximately 51% of all the international travel 2010 is realized in tourists'
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spare time and for vacation and recreatAround 27% of tourists are included
international travel irpurpose of visiting friends anelatives, religiousreasons,
health treatment etc. 15% of people travel for hess and professional reas
and only 7% for'other reasons” (UNWTO, 201

Following these trends, greater portion or 439 theforeign tourist whc
respondthe questionnai states that their maimotives for visiting Ohrid ar
recreation angbleasur and 11% of theéespondents answered that they motiv
visit Ohrid was mainlysightseeing of the cultural heritageéherefore, abo 55%
of foreign guestwisitec Ohrid to spend leisure tim&elatively high percentage
respmdents (31%) came to Ohrid participants on a seminar or arnconferenc,
and 6% for busineggason. The survey was conducted sfason so results sh
that congress tourism has great potential in C

Chart 4shows the answers of the foreign tourists aboutd@hsons to vis
Ohrid. Additionally, the proportion of the foreign tostiwho visit Ohrid forthe
first time and those who have visited Ohrid befsrpresentec

It is important that mos<of the foreign tourists who visited Ohrid for t
first time, we mainly motivated brecreation and pleasyras well assightseeing
of the cultural herita¢. Thatconfirms the undoubted attractiveness of Ohrid
touristand travel center which motivates guests from abtoaspend part of the
spare time in Ohrid.

Chart 4: Reasons ¢ Visit Ohrid

60
40
20
conference, seming recreation and busines: cultural heritage other
pleasure sightseeing

H first time M not first time

The results of the survey show that 75 percentthe foreigi tourists
answered that finances are n( decisive factor when making decision to v
Ohrid. About 25%of themadmit that finances were decisive factor beforey
took the trip to Ohrid, but most of them will vigite towr again.

It is important to otify that only a quarter of those whvisit Ohrid for the
first time, made their decision according to théirances which leads to
conclusion that foreign guests (75%) are usuallytivated to visit Ohrid
regardless ofinances. This information shid be taken in consideration when -
tourist price policy is being creat
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b. Source of Information for Creating the Image of Ohrid asa Tourist Brand

There are many sources that foreign tourists carirusrder to provide an
image for Ohrid as a tourist destination. Informatcan be granted from personal
contacts, media, books, movies, education etcttarsources that are not part of
any promotional activities of governments or otktakeholders. For example,
some of Macedonian movies use motives from Ohride ©f them is Milcho
Mancevski's movie “Before the rain”, which was nowied for an “Oscar” and
brought wider interests for Ohrid. Also, Ohridnigentioned in many articles of
powerful medias such as CNN, Lonely planet, Yaheed, Darmstader ECHO
etc. The Dutch writer A. den Doolaard and his fambaoks "Oriént-Express" and
“The Wedding of the Seven Gypsies” are worth to toen because they
generated an extraordinary interest in Macedondh @hrid. Most prominent in
promotional activities, are the central and locavegnments. For illustration,
Ohrid has been presented on many TV and newspapdiamin Balkans, and in
many tourism fairs organized in many cities such Wsecht, Holland; Budva,
Montenegro; Istanbul, Turkey; Belgrade, Serbiaj&gdulgaria; Berlin, Germany;
Nis, Serbia; Brussels, Belgium; Veliko Trnovo, Balg; Yalova, Turkey; Novi
Sad, Kragujevac and Leskovac, Serbia etc.

However, as it is pointed out above, the third argliably most important
level for creating a complete tourist brand is ge¥sonal experience which is
created through direct contact with the touristplasenerally, tourist expectations
created in the first two levels giromotion should be met and justified through
direct contact with the tourist placklotivation to visit certain place means that
future visitors have certain expectations of trecel These expectations are based
on the information received on the first two leveigromotion.

This part of the survey will determine how guestnf abroad got the
initial information which initiated the desire tésit Ohrid. Further, this knowledge
will help us determine whether this tourist braotilfs the initial expectations and
what were the experiences after the first visitjclhs, as mentioned above, the
third level of promotion.

Obtained results show that even 45% of the foreigitors heard about
Ohrid for the first time from personal contacts. lldhat 14% of them, mostly
from the Balkan countries have heard about Ohrithduheir education and only
5% from a book or a newspaper. Somewhat unexpgct®ado of the respondents
got the first image and expectations for Ohrid fribva first level of promotion, or
without any special activities of the tourist andvel representatives. This
consciousness shows that tourists with positiveeB&pces gained when visiting
the place could multiply the number of visitors arights spent in Ohrid. Also it
enhanced the attractiveness of the city as a ggnif cultural and historical center
on the Balkans which causes much information alitott be delivered through
books, films, journals and various media. That waitis foreign tourist, especially
from the Balkan countries, to visit Ohrid.

670



Destination Branding: Competitive Potentials of Ohid as a Tourist Brand

Chart 5: Sources Used as Initial Information for Otrid

Opposite to the expectations, less than 36% oWiitors answered that
their first information about Ohrid was from pronaotal activities of the tourist
authorities. Most of them (15%) got initial infortian via the Internet and 14%
via newspapers and various media. Small part ofdbpondents (7%) heard about
Ohrid from promotional information on fairs, sumnsehools etc (Chart 5).

Although various presentations about Ohrid are mat#, most of the
first-time visitors created an image about Ohridnirother sources. It can be
concluded that the potential of specialized forrhpresentation and promotion of
the tourist values of Ohrid is insufficiently useg all interested stakeholders.
Therefore, an increased number of foreign visiierexpected in the future by
performing proper presentation created on a solaseband by meeting
expectations of the tourists who will share thessipve experiences with other
potential tourists.

c. Experiencesof Foreign Tourists

Before examining the degree of satisfaction fromvisit of Ohrid, foreign
tourists were asked about their initial opiniontleis tourist brand before making
the visit. Up to a certain level, that should beradicator for the expectations that
foreigners had before visiting the place.

The first impressions that potential visitor hawmat Ohrid varies from a
"beautiful lake" (39%) to a town with natural bea15%). High percentages of
the foreign tourists think that Ohrid is a "towntkvgreat history" (24%) and that
Ohrid is rich with its "cultural heritage" (10%).olv number of respondents
answered that Ohrid is a "cheap destination" (6®b)le no one connected Ohrid
with "good food" (Chart 6). According to these résuforeigners pay more
attention to natural characteristics rather thanthe cultural and historical
significance of the place they are visiting.
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Chart 6: First Impression of Foreign Tourists before Visiting Ohrid
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Other results sho' the degree of satisfaction of the visit of Ol or
whether Ohrid fulfilled their expectatis and whether they want to visit it ag:

First, asurvey was made about how meof the tourists have visit: more
significant places or tourist moes in Ohrid, which are usually used fors
promotion.The least visited site the rational museum "House of Robevci" (7(
have never visited)it Also, the national park "Galicicaias weak attendar (60%
have never visited)itandthe "Bay of Bones" as well (55% hawever visite: it).
The nost visited site is "St. Naum" (80%) together wigit. Sophia”, "Kaneo" an
"Samuel's fortress" (over 60%). O half of the respondentdave visited
"Plaoshnik" (Chart 7).

Chart 7: Visited Places and Foreign TouristsSatisfactory Leve
Percentage of visited places Satisfactory level

M visited | not visited M excellent @ very good i gond  H bad
100%
90%
80% -
70% -+
60%
50%
40% -~
30% -
20%
10% -

0%
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Foreign visitors gave their highest marks to "Ptendls’ and "St. Naum"
Also, the"Bay of Bones, "Kaneo" and the national park "Galicichave a higt
satisfactory level Lower level of satisfaction is shown towards tHelouse of

Robevci", "Samuel's fortress”, "St. Sophia" the "Antic Theater" (Chart).

Although they hav high satisfaction markst is obvious that some sit
are scarcely visited by foreigners. This confirfme hieed of more organized triy
and excursions. Thenéreased level of satisfaction of certain placgsedds or
correct presentation. People who carry out the ggeof presentation must
carefully chosen.

Part of this survey deals with "general level ctisfaction" from the visi
of Ohrid and satisfaction from ¢ain segment of tourist offer i®hrid as well
such as accommodation, food, hygiene, prices, lesadafety etc. Satisfion
level can be seen on Cha.

Chart 8: Level of Satisfaction andPercentage of Those Revisiting Ohri

A. General level of satisfacti B. Would you consider visiting Ohr

again?

45% -
40% -
35% A
30% A
25%
20% A
15% -
10% A

50/ 1 | il | il ‘ I| } | |
OU/U :——:;——II.——.'-—II,-II'—I e v
b T T T T T T T T I !
1 2 3 4 5 6 7 8 9 10 =

Every respondent individually evaluated persondisteaction fromtheir
visit of Ohrid on a scale from 1 to 10, where temsthe maxinum satisfaction. £
greater part of the respondents (approxim 42%) marked 8n the scale ¢
general level of satisfacti, while only 15% evaluated with 3 to The averag:
score of the general level of satisfaction was More than 91% of tourists wou
like to visit Ohrid againwhich, in general, leads to a conclustbat Ohrid meet
the tourist expectatior

The main reasons fcconsidering a visit to Ohrid again aféocal people
kindness, "good tourist services" d "you were simply amazed" (Chai).
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Chart 9: Main Reasons for Revisiting Ohrid

local people you were  good tourist good high hygiene nature cultural
kindness simply services  infrastructure heritage
"amazed"

Respondents who do not consider visiting Ohrid rag@%o), point out the

"bad infrastructure", "distance" and "accessibllity

In order to identify certain dissatisfactions frahe visit of Ohrid and to
see where this tourist place failed in meetingetkgectations, foreign tourists were
asked to rank satisfactory level of various segmehtourist promotion.

Chart 10: Level of Satisfaction from Certain Segmets of Ohrid’s Tourist Offer

Climate

Hygiene—>0 | ——
Yg) ne A "f‘Lq;aI people kindness

Night life Local traffic
Info-boards [~/ ™~ Landscape
[ | beauty
Excursion offers , — — Security

Local cousine 5/ )
S Accommeodation

N

Tour-operators, % \
T~ -~ Prices in local
shops & restaurants

Beaches

More reserved attitude was shown towards geneedinte of security in
Ohrid. Maybe this is a result or outcome from sal@rcidents which occurred in
the past year. Also, less satisfactory are theeprin local shops and restaurants,
night life, accommodations and beaches, segmeatg¢heived rather low marks
during the survey.
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Contrary, higher level of satisfaction is shown whe comes to "local
people kindness" and "local gastronomy", so mayiese results should lead to
even stronger promotion of these segments. As ¢aghethe respondents were
most satisfied with "landscape beauty" and "cliatwo categories with almost
perfect marks.

Taking in consideration that there is no unifieccbaracteristic slogan that
fits Ohrid, respondents were asked to choose betweeeral offered answers on
the question "Which parole suits Ohrid the most?"

Chart 11: Which Parole Suits Ohrid the Most? (Accoding to Foreign Visitors)

-

r
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el M
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High 42% of the respondents are in favor of thegasho"Pearl of the
Balkans", while 24% of them think that Ohrid is tHgalkan Jerusalem". Few of
them chose "Cradle of Culture”, even fewer they'GftLight". More than 2/3 of the
guests think that Ohrid is not only Macedoniandymbol of the Balkans, as well.

Conclusions and Recommendations

The survey results completely met the expectationkcontributed in the
project goals realization. Also, these results oated in a direction of
overcoming the differences between what is beirgmmed to foreign visitors
before the actual visit of Ohrid and the realityeyhface during the visit. As
expected, Ohrid as a main tourist center of theuBlp of Macedonia, mostly
attracts foreign visitors with its "natural beausfid for "recreation & pleasure”,
regardless of their finances. In the off-seasomopgea high percentage of visitors
come to Ohrid as members of various conferencesinaes, work-shops, schools
etc. It's important to say that most of the towigtho visit Ohrid for the first time
point out that the main reasons for visiting Olwiekre "recreation & pleasure" and
"sightseeing of the cultural heritage" which comfér undoubted attractiveness of
this tourist place as a recognized travel destinati
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The results showed that people who visited Ohrid thee purpose of
"congress tourism" (seminars, conferences etcrngld to visit Ohrid again, but
their decision would depend on "their personal rftes" which leads to a
conclusion that this segment of promotion must aesfolly reconsidered from
authorities and tourism subjects in a sense wheepmare offered for organizing
conferences, seminars etc.

During this survey a vast number of informationrses (first impressions)
about Ohrid were found, which are used by foreignir help them make a
decision and actually pay a visit to Ohrid. Desfargie number of presentations of
Ohrid in the travel market through various actasti of tourism subjects
(authorities), foreigners have already created ratial picture (opinion) about
Ohrid, based on information from completely difi@resources. It leads to an
impression that the potential of specialized forfnpi@sentation and promotion of
the tourist values of Ohrid is insufficiently useg all interested stakeholders.
Only proper presentation can lead to increased purobforeign visitors. When
creating promotion strategy, the fact that mosthef foreign visitors are attracted
by Ohrid's natural characteristics rather tharhissorical or cultural significance
(which is nevertheless undoubted) should be takenonsideration. Very few
respondents see Ohrid as a "party place" or a fxxtiestination".

Some of the most often represented sites in Ol as: "Plaoshnik”, the
"Bay of Bones", or the national park "Galicica" gety few visits from foreigners.
Also, places and monuments with great historicghifcance like the national
museum "House of Robevci" are very undervisitedctviirges the need for many
more organized offers for excursions.

When promotions are organized, the main topics Ishbe the questions
related to who presents and how the tourism vaduespresented to the visitors,
especially because the most of the foreign visitmes not satisfied with the poor
offer of excursions, insufficient information, ladwur operators’ competencies, etc.

Significantly higher marks from the respondents eveiven to "local
people kindness" and "local gastronomy". This faohances and in a way
confirms well known hospitality of local people angnowned "local cuisine".
Positive trends in this segment of tourist offeowdd continue and must be
highlighted in presentations and promotion of Ohrid

Furthermore, subjects like: safety, hygiene, pridas local shops,
accommodation, beaches and night life were modgnatted. In order to achieve
more effective promotion throughout the world tdavelustry, these segments of
tourist offer must be immediately improved.

As expected, higher level of satisfaction was esged about Ohrid's
natural beauty and climate, segments of the quesice with convincingly
highest marks. It should be mentioned that Ohriddsea catchy slogan while
promoting. From the given options (answers), 2/3thef respondents consider
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Ohrid as a "Pearl of Balkans" (something to haveind while promoting the city
as a travel destination).

Proper identification of advantages and disadva#tagn tourism

presentation, both at home and especially abrobduld lead to improved
promotion of a tourist destination in order to ¢eea destination brand. Main
conclusion derived from this survey is that Ohridatravel and tourism center
mainly fulfills the expectations of foreign visigrbut certainly there is space for
improving its promotion and the quality of its imational presentation.
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BRENDIRANJE DESTINACIJE: KONKURENTSKI POTENCIJAL
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OHRIDA KAO TURISTI CKOG BRENDA

Rezime: Brendiranje destinacije predstavija spektar akthha pravcu
kreiranja imidZza odmenog mesta. Proces globalizacije je pawe
konkurentni potencijal malih gradova, jer globalkankurencija nije viSe
ograntena na glavne, tj. velike gradove. MiSljenje pdaet o odréenom
mestu, veoma je vazno i mora se uvek uzimati urobaziikom kreiranja
strategije za turistku promociju. Veomaesto strani turisti stvaraju sliku pre
nego Sto posete turigkiu destinaciju i imaju oddena @ekivanja na osnovu
te slike. Nakon to su posetili destinaciju, &@ju se njihova &kivanja i
realnost. Na osnovu tih iskustava posetioci krairBpmpletnu sliku o
pos€enom mestu. Pozitivha iskustva mogu biti korisnatkal za lokalne
samouprave i svim zainteresovanim stranama za itieelrendiranja. Ovo
istrazivanje ima za cilj da identifikuje eventualmisproporcije izméu
ocekivanja stranih turista pre nego Sto posete Ohnigihovih iskustava
nakon njihove posete kako bi se ponudile reSenjabalge brendiranje
destinacije.

Klju éne reti: brendiranje, destinacija, Ohrid, strani turisti,otacija,
promocija
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THE GOALS AND LIMITATIONS OF MULTICRITERIA MODELS
OF ENVIRONMENTAL PROTECTION

Snezana Raduké”
Zarko Popovi¢-
Jelena Stankové"

Abstract: After considering the principal issue of the harmzation of the
environmental and economic objectives and condsaithese conditior
should be properly introduced in multicriteria mathatical models that ai
used to protect the environment. More ently, there is in the theory
decision making intensive work in developing omation methods ¢
mathematical models with multiple criteria. Thisthusl, we consider hel
briefly, in terms of appropriateness of its useemvironmental issues. T
main emphasis in this paper is on the constraints ahdir mutual
interdependence of the multicriteria model of theimnmental protectiol

Key words: multicriteria optimization models, economic limitais of the
model — minimizing costs, environmentalmitations of the mode~
minimizing pollution, enviromental protecti

1. Introduction

A primary goal of progress and development of ewssgial community
followed by adequate institutional behaviour andisiens, is related to preservi
and increasing welbeing of the human kind, as individual, and welfafethe
whole society, meaning preserving and improving teal quality of life an
increase of general prosperity. In this sensehéirtlevelopment and improvem
of functioning towards individus within the economic, social and health syst
educational and other systems as subsystem actigggnds on the developm
and improvement of the main social system. Thteesmain and prior aim of ea
community.
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In the first half of the last century, a commonroph was the one saying
that the quality of life could be equalized withtegal life standard of the citizens
in one state, and the overall well-being of theesteith the gross national product
of the state, i.e. gross domestic product, meawitiy the level of availability, i.e.
accessibility of material and other goods. Basedhis kind of opinion in the
second half of the last century, there was a changthe idea where great
importance and priority were given to the econoatiectives, especially the ones
forcing economic growth and increase in materiadpction, and where other
social objectives in that period remain in the lgmokind.

However, different from previous periods, nowadtnes prevailling idea is
the one quoting that the life standard is too nambjective, which cannot be seen
as general and the only objective of developmert growth in one social
community, as well as the national product, i.@sgrdomestic product, cannot be
seen as safe and reliable benchmark of the gemaikbeing of the observed
society. The above mentioned change in the opinias caused by many factors,
where the most significant are the ecological poid within the environment
effected by the constant economic growth of theenlexd community. Economic
growth has huge proportions and therefore it haantgeen as out of control.
Uncontrolable economic growth actually presentsingbl progress® of one
community.

Also, after all activities and comprehensive debah opinion was formed
that the quality of life and social standard, isecial well-being, beside very
important and emphasized material components,calgsists of important and not
less valuable non-material components which agd fot general well-being of the
mankind and society. Mainly, these components &t and social security,
quality of environment, education and satisfactimrwork, etc. One of the main
conclusions of the Club of Rome, which was deatliity these issues based on the
modelling of environmental problems, was to dem@tstthat there is divergent
and disproportional development of the material amdronmental components of
the social well-being and it is caused by consaaot continuous economic growth.

The aim of the research in this paper represeetpdisibility of choosing
the adequate model of optimization of economic emdronmental goals in order
to simultaneously achieve economic growth with ioy@ment of quality of the
environment. Experiences of the developed couninig¢ise field of environmental
policy management show that while defining and snpéntation process the
principle of economic efficiency has been appreciaimeaning maximization of
the social well-being with investment minimizatiaf available resources in
society. Therefore, as limitations within the chogsodel, it is necessary to discuss
the minimization of expenses and minimization & émviromental pollution.

The basic scientific hypothesis that the authotengit to assert is the
possibility of achieving both these objectivesWdrich was once considered to be
conflicting with each other with respect to limgifiactors. Methodologically, the
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possibillity of achieving the goals can be analymsthg a variety of methods and
models. Based on the positive and negative featfrése available methods will

select the one that is best suited to determineptimum balance of economic and
environmental goals. To this goal, as the most @ppate ones are multicriteria
linear programming models.

2. Structural Characteristics of the Economic Limitations

Economic theory agrees on the fact that the agpicaof the economic
principle is the basic condition for maximizatiori the material well-being,
achieving better results with certain investmeriitst(version of the economic
principle), i.e. achieving planned results withslésvestments (second version of
the economic principle), i.e. maximization of thatarial well-being with certain
scope of social needs equal with minimization & thvestments of available
resources in the entire social system (Costanz81)19Therefore, the main
economic goal of maximization of the material wading in mathematical model
with environmental problems could be replaced wlith goal of minimization of
the investments of available resources, i.e. with doal of minimization of total
expenditures in economy (Colby,1991)n& the monetary size is comparable, in
this case its represent the ideal measure of cost.

One structural problem related to the use of experd as target
limitations, and which occurs in every economic anglironmental analysis, is the
problem of the externalities of the production @&, i.e. problem of the
additional social costs. Briefly, social costs allecosts which are not covered by
the one who caused them (Coase, 1960). For examphas category are the costs
related to purification of polluted water comingprft some production subject
located in the upper watercourse. In economic thdbere is a opinion that these
kind of social costs are actually external partadts of those activities which caused
them and therefore must be calculated into totstiscof these activities. Actually, the
application of the principle ,polluter pays" is corg from this opinion.

Social costs, which mainly appear as damage costdamage recovery
costs, are difficult to establish, while their din into certain emitents and
processes is mainly impossible (Anthoff, Tol andh¥p 2009). Therefore, the
procedure of ,indirect assessment of social costaisually used (Fujiwara and
Campbell, 2011), where instead of damage costsdanthge recovery costs the
avoidance costs are assessed. Economic researshtlséipavoidance costs are
mainly on the same level as damage costs and dareageery costs, and their
estimation does not make any major difficulties.

Beside practical reasons, there are also prinaipasons for usage of
avoidance costs, especially when it comes to mddelsptimization of energy or
economic efficiency. Namely, the objective of thad-term structural policy in the
field of environment must be realization of thei@éint protective measures, and
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not the establishment of the damage compensat&iermythrough establishing the
damage costs and their ,equitable” division on easis

Based on the above mentioned arguments it couldobeluded that the
objectives of minimal costs must include socialtsobut in the indirect form of
avoidance costs. Of course, this concept of theao@ objective determines a
spectrum of measures that should be introducedeirehvironmental model, in the
sense of logical cohesion of objectives, limitaticemd measures. On the other
hand, this concept is enabling that every levedaflogical objectives should have
the best possible combination of avoidance costs,combination of measures
with minimal total costs (including social costsmybhibition measures). It is not
necessary to emphasize that this concept of obgsctvith minimum costs brings
the best possible achievement of environmental ctibss and more efficient
protection against pollution of the environment.

According to Gylfason, ,social costs of productigioes not simply
compose the sum of individual production costs.i@awosts of production consist
elements on which pollution emitter does not tak® iconsideration during the
decision making on production activity. These castdude also performance of
the production activity on quality of life — e.gfel in cities, different types of air
pollution, soil, water..." (Gylfason, 2001).

As seen here, the term ,social costs* presentsicennodification of the
mezoeconomic term of costs (Pearce and AtkinsoB)1li@the sense that society,
as totality, must take into consideration also saffects of production which
occur no matter the cost accounting in productigitject and no matter the goods
and monetary flows in economic system, and whigctuld have effect on the
general well-being of society. The main problenhaf private and social costs lies
in the fact that efficient and optimal subsystenccading to its objectives,
limitations and intentions) cannot assure socittiehty andeconomic optimality
of the economy as a whol®n the contrary, rational subsystem directionals
principle of maximum interest will lead towards dosef these social goals and
values which are very important for macrosystem aneksent foundation for
individual well-being and survival. This is the sea why implements the concept
of minimum social costs of prohibiting measures.

3. Structural Characteristics of the Ecological Limitations

Nowadays, with the high pollution of the environmpemain ecological
objective of the maximum environmental quality abble formulated also as an
objective of minimal environmental pollution, iz&s the goal of minimal emission.
This type of reformulating of the main ecologicabjertive presents certain
simplification of the general problems relatedhe tuality of environment, which
also consists of certain estetic and sociologicgdeats of human existence.
Contrary to economic limitations of minimum cosfist ecological limitation of
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minimal emissions, there is no universal measurglai to costs. Emissions of
sulfur dioxide and carbon monoxide cannot be suriz®@dy as well as the river
warming cannot be measured in units of air pollutibherefore, for every type of
hazardous emission and every life medium specigctiize criterions must be
established in the form of adequate limitationsiciwlwas already done in the form
of emission standards for many types of hazardobstances as well as for waste
heat, and separately for air and water.

Principal incomparison of certain types of emissioowever, was not the
obstacle to various efforts of valuing different issions and their impact on
humans, flora and fauna, material goods, etc. énfigld of energetics there were
gquantitative assessments of the ,environmentaalilidy“ or ,pollution level* or
certain power holders, based on more or less coatplil weighting procedures of
specific emissions for various pollutants and tledfiects on individual components
of the ecosystem.

Finally, the possibility of comparing the monetary valled to attempts
where monetary units were used for the evaluatioengironmental objectives,
primarily through the damage costs within the sbeda’cost-benefit" analysis.
However, behind the apparent benefits of commondsia@ls for economic and
environmental limitations is actually an attempt O6&conomization" of
environmental limitations, or attempt of monetargluation of non-economic
components of human well-being, with systematic emastimation of these
components. The use of monetary measures, in @®; taless corresponsive to
the need of environmental limitations, other thama@ other weights. However,
this weighting is a very complex task with rathacertain results.

4. Optimization of the Economic and Environmental Limitations

Limitation functions in the multicriteria model ofnvironmental
protections could be presented through the mod&heér programming with two
limitations. Usually, minimal costs are used asnecoic limitation, and minimal
emission of hazardous substances. The scope dfffadient solutions presents
complete solution of the examined problem (Zimmetma976, 455). From this
complete solution, with additional criteria, théseone optimal solution, or optimal
compromise. Depending on the applied procedure,tidand Zimmermann
distinguish following basic methods for establighiaf optimal compromise, or
following groups of multicriteria linear models efvironmental protection (Madti
1977, Zimmermann 1976): models with weighting ofnitations, objective
programming models and interactive methods of s@aydor optimal compromise.

Methods within the third group were developed fthrsguations where
decision makers cannot formulate their preferenoeadvance, but only on the
basis of the additional information on possibles@ative consequences (Marti
1977).
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Models within the second group, Zimmermann dessriéi® multicriteria
models where optimal compromised solution is defimea way that the distance
from the ideal solution is minimized (Zimmermann/$9456-457). Ideal solution
is the one where all the objectives are achieuieg bptimal level.

As first impression it could be said that the medalf objective
programming allow ,pure mathematical® determinatiof the unique optimal
compromise, without any need for additional valystesm. On the other hand,
Zimmerman indicates the fact that the usage ofmpater ,distance” as one criteria
of optimum is actually implies the existence of qute preference system
(Zimmermann 1976, 457).

Within the models of the first group, all prefereacare explicitly
introduced into multicriteria model. Assessmenttad optimal compromise could
be performed in following ways:

« that all objectives and limitations are dividedoinmmain objective* and
.secondary objectives”, where goal function cormsiginly of main
objective, while secondary objectives are formulatas ,objective
limitations" (Zimmermann 1976, 456, Hax 1974, 3R) i

» to formulate complex function of weighted objectwa general form:

Z?=1 pi- ai(x),

where 0<p; <1, X' p; =1, a;(x) is the function of i goal, or limitations,
while p; is relative aim (ponder) of this goal, or limitati (Martic 1977, Fandel
1972, 32-33).

All the above mentioned multicriteria models couteé applied in
ecological and economical issues, meaning theydga@sent multicriteria models
of environmental protection, where the choice ef thost appropriate procedure in
each concrete situation depends on many subjeatigenbjective factors (Munda,
Nijkamp and P. Rietveld, 1994). For example, susftéapplication of interactive
models of searching the optimal compromise usuallypose situations related to
decision making where only one dialogue partneoimpetent decision maker. In
the field of environmental protection this kind sifuation is very rare, since the
competences are usually divided within the rangdnefitutions in charge for
different levels of decision making (MastrandreQ2pD

Considering the application of other models intolegical and economic
issues, in expert literature the prevailing opini@ubjective factor) is the one
saying that models with objective weighting are Hesst for expressing the real
problem of valuing certain components of the soevell-being and therefore
enable critical review of the system of social ealand preferences.

For models with quantitative objective valuing striot recommended to
form complex functions of weighted objectives daeptactical reasons especially
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when there are more than two goals (Mat®77). Within current formal analysis,
problem of optimization of economic and ecologiobjectives was presented as
the problem of establishing the optimal compromimgween two objectives,

namely between objectives of material well-being.(iminimum costs) at one
hand, and quality of environment (i.e. minimum egi@a) on the other hand.

However, in reality this problem is much more coexpldue to the fact that

emission of hazardous substances cannot be sunachdilkiz costs, or because the
~quality of environment” presents the scope of nalljuincompatible ecological

objectives.

5. Introducing the Ecological Limitations into the Model

As previously mentionedforming a complex function of weighted
economic and environmental objectives and limitetiovould be extremely hard
task, having in mind the incompatibility of certa@gmvironmental objectives. On
the other hand, environmental objectives have djrdeeen established within the
political decision-making process on the level gtimal compromise between
material well-being and quality of environment, dadnulated if the border values
of allowed emissions of hazardous substances. ifipese a conclusion that for
environmental and economic optimization in struatunodels of power energy
and economic development the best possible solwtionld be introduction of
environmental objectives over goal limitations, whgoal function contains only
economic objective of minimum total costs. Treathafrenvironmental objectives
as limitations enables direct introduction of borgalues of allowed emissions
into model and therefore completely responds testhesture of real system.

Introduction of environmental objectives over olijgx limitations
presumes qualification of all objectives into (ain objective* of minimum costs
presented with goal function and (2) ,secondanedtyes” of maximum allowed
emissions presented with limitations. This divisiono ,main objective" and
.secondary objectives" however does not have ootynl characteristic, since it
cannot be said that for estimation of optimal soluthe goal function is not more
.mportant* than limitations or vice versa. In eyemulticriteria linear model of
environmental protection, goal function and limiat system present unification
of equally necessary conditions for finding thetlmgstimal solution for this model.

Therefore, division of objectives into ,main objeet’ and ,secondary
objectives” presents just certain technical procedyd multicriteria programming,
while the relevance of certain objectives is defirterough the level of goal
limitations. Namely, the increase of level of gdahitations increases the
relevance of these objectives in relation to thealve contained within the goal
function, while decrease of level of goal limitat®increases the relevance of the
goal function related to the goals contained inthtions (Hax 1974, 33).
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By determining the levels of specific environmerdh|ectives, therefore,
the relative importance of specific environmenthjectives in relation to the
economic objective is determined also. This agmeits the already mentioned
opinion that with the determination of emissiomsl@ards of hazardous substances
in the process of political decision-making a coompise has already been
achieved between the objectives of material welidpand quality of environment.
System of specific emission standards is, thereftwgether with the target
function of the minimum costs, a weighted systereainomic and environmental
objectives. Evaluation of the objectives previousbs already been done in the
process of political decision-making and basedamies preferences.

By converting the environmental objectives in thengtraints, a
mathematical modeling procedure for multicriterinelr programming method
was reduced to the "classical" linear programmasgk twith a target variable. The
solution of this task is, in principle, an effedigolution, and the optimum is the
extent to which the weighted system of environmleatal economic objectives
corresponds to the real social preferences.

In principle, it can start from the assumption that allowed emission
standards according to the available knowledgeasdéhe optimum compromise
between the objectives of social and material Wweillrg and the quality of the
environment. Mathematical analysis can provide valuable infoiamatin the
consideration of the goal system, because thenatigee levels of environmental
goals affect the achievement of economic goals qdppity costs), which
therefore increases the quality of the proces®litigal decision making.

6. Introducing the Economic Limitations into the Model

As mentioned above, the multicriteria model for remwmic and
environmental optimization of energy or economiticure as a key criterion for
the target function is introduced as the most gmie, minimization of the total
cost in the social system. Target criterion of mimm costs can provide a selection
of such variants that within the given constrai@tsures the maximum possible
material well-being, if other essential conditiosfsthe economic policy are met
within the overall economic and social system. Ehese, for example, the
optimum conditions of the distribution of natiomatome on the accumulation and
consumption as well as certain forms of consump(fon personal, general and
common use), the requirements of a balanced dewelop of industries and
regions, balanced development of foreign tradetioslg, the effective market
mechanism for determining the price, etc. How tbetg present the product of
used quantities of production factors and theicgsjfeaturesof the price system
have a decisive influence on the reality of coats] therefore the possibility of
using total cost as a criterion of social optimalih a system of market economy
occur specific problems of deformation of the markechanism (for example, the
external effects of production processes and tloeidk costs”, monopolies and
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oligopolies, cartels, etc.), as well as the isaafdbe appropriate corrections. In the
system of economic goals such conditions, in faoct the main measures for
achieving the economic objectives - maximum malgniasperity and economic
objectives are standing by the goal of minimum c&ime of these "extra"

economic objectives through the appropriate tacgestraints may be introduced
into the model, for example through restrictions tre funds available for

investment, restrictions of available foreign caog and restrictions on imported
energy and similar. R. M. Solow in his model fotiopzing the energy structure
has already predicted the possibility of introdgcsuch target restrictions. In fact,
R. M. Solow predicted an alternative formulationtlé target criteria for target
function (the criterion of minimum investment, eribn of the minimum

requirements of foreign currency), where for eathhese alternatives the other
economic objectives are included in the model astraints. If, for example, the
target function chooses the criterion of minimunstspinvestment objectives and
foreign policy are introduced in the model in tleenfi of restrictions of available

investments and foreign currency (Solow, 2008).the same way, meaning
through appropriate constraints, other social goatsbe introduced to the model.

7. Improvement Measures and Specific Limitations withih the Model

Since many factors affect the environment, all ttber goals that
consequently should be optimized in multicriterisodels of environmental
protection are introduced into the model as appatggoal limitations. In terms of
the logical unity of goals, constraints and measutbe adopted concept of
economic and environmental goals also defines gerari measures that can be
introduced into the model. Economic goal of minimewsts is based on the
concept of cost prohibit measures and environmeagdals are formulated as the
maximum allowed emissions of pollutants. It followsat primarily prohibitive
measures are introduced in the model that sometitwence the reduction of total
emissions.

Measures for reducing the emissions of specifidupatts of monitored
production processes is the most important groupprohibit measures, and
therefore the most important group of measuresinvitie model (Tietenberg and
Lewis, 2000). Measures for the substitution of faiedl energy systems do not have
to be explicitly introduced in multicriteria moddlecause the replacement options
are already built into the model structure. Thesfimbty of optimization of the
model is related to the existence of substitutiossibilities.

Application of the principle "polluter pays" presgractive compensatory
measure acting as economic constraint in ordeeduae emissions of harmful
substances. This measure in multi-criteria modelteEataken into account through
corresponding increase of specific costs.
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Quantitative and qualitative spatial and tempdnaitations are prohibitive
measures with direct effect on the overall pollutad the environment. Qualitative
constraints in the form of emission standards idtigriteria model is taking over
the corresponding coefficients of specific emissig¢e.g. emission standards for
cars),while all other constraints are introduced into thedel only if they can be
formulated in such a manner that corresponds to sthgcture of the model
(Newbold and Daigneault, 2009). Time constraints, &xample, should be
preferably converted to a quantitative restrictiBhysical limitations that apply to
the entire observed region, can be downloaded tdiréato the model (for
example, limit or ban the use of fuel oil in a giverban area with extremely high
levels of pollution).

Due to environmental objectives each multicritemiadel for economic
and ecological optimization of energy structure tnesntain the dimension of
space in the form of spatial division of the na@ibgenerating capacity in the
whole territory of the observed region (Hope, 200B)e regional character of
environmental pollution and the need for protectgainst pollution, require that
the model:

* Identifies the target limits of the maximum allowehissions of pollutants
for each region in particular and, on the otherdhan

» Perform a spatial identification of all productiprocesses that pollute the
environment, i.e. all sources of pollution.

As previously stated, the most appropriate spadigttibution of the total
territory of the national economy, in terms of pathn and environmental
protection, is the division between urban and roegions. Territorial regions in
the model must identify all the processes thatupelthe environment. Thus, for
each region provides a link between the emissioogss, on the one hand and the
target constraints, on the other.

For stationary processes the spatial identificaimmot a problem. In
contrast, the spatial identification of mobile podrs is much more difficult,
because the place of supply is often not identw#h the point of fuel
consumption and transmission of harmful substantkss. is especially valid for
the marine, rail and air, and to some extent, t@drtransport. Therefore, the
model introduces factors, which indicate which prthe fuel, which is supplied
in a certain region, is spent in the territory luditt region. Thus, for each region we
get the connection between the fed and the amdufuteb consumed in moving
energy processes.

Thanks to the division of the whole territory oethational economy in
urban and rural regions, the solution involves ropti energy structure and the
optimal schedule of energy and emission process@srious regions. However,
this solution cannot provide an answer to the goesif the optimal distribution of
energy and emission processes within each regimarately, because each region
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in the model is presented only punctually. This msethat in the model all the
energy and emission processes are concentrated gtoint, which is both a focal
point for optimization interregional energy trangpo

Optimization of energy and emission structure withiregion can only be
made using the model with interregional divisiorspfce and regions, such as the
example of model for determining the optimal enesgpply for cities (Loucks, D
at el., 2005), provided that environmental paransedee adequately engaged in the
model. In such a multi-criteria model those measumhich cannot enter the
interregional models can be also taken into accauah as spatial displacement of
issuers of harmful substances in the region, efiifrgreen belt and similar.

Starting from the given model here is set up thdtioniteria model for
economic and ecological optimization of energy.sTimeans that using the results
of this model further optimization of the energgusture within the regions can be
accessed, but also the partial optimal solutionsesfain regions can be included
into a "national" model. It would probably be udefaor finding the optimal
solution iteratively using both possibilities, bthe optimum overall system
(national economy) must always have priority ove bptimum partial systems
and subsystems (the regions).

8. Conclusion

Regardless of the constant economic growth andta&onsncrease of
economic and social resources and their generéhhbildy, the constant and main
conflict between material life standard and quattyenvironment could be solved
even without decrease of the material well-beingitizens, in the apsolute sense.
Also, in expert literature the prevailing opinianthe one saying that investment in
development and introducing the goods in productioocess that protect the
environment (for example, setting the devices forae water purification) is
actually increasing the general social well-beiimge these production activities
increase the total gross domestic product. Thessusions and opinions present
just one more proof that the above mentioned iidiseof social well-being have
many disadvantages.

In every society the compromise presents the mustpdable solution in
conflicts between competitive objectives in theteys of social objectives. Even
though many compromises could be achieved, the omisnal is the one whose
realization contributes to the greatest extenh# dachivement of the main social
objective, i.e. achievement of the highest levesatial well-being. Therefore, the
possibility of realization and achievement of thetimal compromise between
competitive objectives mainly depend on the acbddgi of criteria for
comparions of some other alternative compromisespro the possibility to
measure the contribution of each individual objectand the level of their
contribution to the general social well-being.
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Compromises could vary. Some of them are efficiefijective
compromises. In the theory of multicriteria anadysefficient compromises
between competitive objectives are defined as ¢effit solutions” (see for
example Zimmermann 1976, 455; Hax 1974, 32.); dreyoptimal in the sense of
Pareto (Popovj Z., Vast, S. 2003, 388-395), since the level of realizatbone
objective cannot be increased without simultanass lin the realization of the
other objective.

As distinction from this other, non efficient coroprises are suboptimal in
the sense of Pareto: the quality of material stahadan be increased without
decreasing the quality of environment, and the iuaf environment can be
incrased without decrease of material well-being.

.Pareto efficiency does not understand the equigage of all available
social resources and technological possibilitied gut one consumer into the best
possible position, with the condition that all atikensumers stay on the same level
of utillity, results in allocation which is Paretptimal, but not eligible from the
point of distribution* (Popov, Z., Radul¢, S., 2004, 112).

This paper describes the main aspects and chasticgerof the most
important objectives and limitations as well as irthemplications in the
multicriteria models of environmental protectiomeleconomic and environmental
objectives and limitations are mainly pointed autthis paper, and even though
mutually contrarious by compromised behaviour, tlegy to the realization of the
optimal social well-being. Achieving the optimallgion with huge number of
limitations is possible to accomplish by developtaéstrategies and increase of
social well-being where objectives and limitati@me properly viewed and applied.

Based on the analysis set out in this paper, passible to point out
theoretical, methodological and applicative issiias would be relevant for future
research. One such issue is the possibility ofnelig the model to other goals
and objectives that are relevant to each speatiimty or region. This approach
leads to the introduction of specific restrictioms economic and environmental
models. Certain regions or countries have a higlellef development and
therefore give priority to environmental issueséation to others. It means that
with the policy objectives in a hierarchical sogjahe optimal models differ from
country to country. Based on the optimization mpdath country could define the
most desirable economic policy and environmentalicpo and respond
appropriately in order to increase the level ofregnic growth and quality of
environment, meaning social well-being. In additidiuture research could
consider conditions, manner and the range of usen&thodological instruments
presented in this paper to solve specific enviramalgroblems.
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ZASTITE ZIVOTNE SREDINE

Rezime: Nakon razmatranja principijelnih problema uslianja ekoloskih i
ekonomskih cilieva i ogradénja, ove uslove treba adekvatno uvesti u
matematitke viSekriterijumske modele koji se primenjuju WSt Zivotne
sredine. U novije vreme, u teoriji odivanja intenzivno se radi na razvijanju
metoda optimizacije modela sa viSe kriterijuma. W radu razmotéemo
ovaj metod, sa aspekta svrsishodnosti njegove peme ekoloskoj
problematici. Glavni akcenat u ovom radu je na oenjima i njihovoj
medusobnoj uslovljenosti kod viSekriterijumskih modetastite Zivotne
sredine.

Klju €éne regi: visekriterijumski modeli optimizacije, ekonomskaragicenja
modela - minimiziranje troSkova, ekoloSka ogtemja modela -
minimiziranje zagdenja, zastita Zivotne sredine
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Abstract: Standard financial models are based on the asswomptof the
market agents' rationality and the efficient markbeory. A significan
empirical evidence indicates the unreality of thassumptions. Age-based
modeling and simulations represent a nepproach in the econom
systems’ monitoring and modeling by using nonlindgnamic system
Agentbased modelling is a computational method based spnthetic
approach for building a model as a set of a numiitautonomous entitie
(agents) and simulatn of their behaviour and interactions. The aim loé
paper is to give a review of the postulates of &-based modeling and

stress the advantages of this approach in compartsoclassical financia
models. to show its application at the financialrkets. Besides that, ti
authors develop a simple ag-based model of financial market with 1
periodic auction. Resulting time series of the nhaafeartificial financial
market replicate successfully the most importaatisical features of th
retums at the real financial markets and emphasizesdia@ation of the
normal distribution as a pillar of the classicahéincial theory
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Introduction

During the lastwo decades, a significant number of empirical evigeor
the problematic postulates of the contemporary nitie theory has bee
developed. Moreover, the basic characteristich®fperfect market have not be
found in any market. In order to overcothe shortcomings of the classical thec
many research streams have been initiated. Orfeenf ts based othe Theory of
complexity and considers the markets as nonlinear adaptsteras built up fron
a high number of elemental components. The otherseois presented |
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behaviouralfinance and the research in the field of cognitive psyobwl of
investors. TheHypothesis of Adaptive Markets supplement to thdypothesis of
Efficient Markets is developed as a combination of these two agpexm By
merging the postulates of ,new“ theories, agenebasnodeling provides a
computational framework for verification of botHaeed classical models and new
financial models.

Agent-based modeling (ABM) is a computational mdtfior modeling a
system as a set of autonomy entities (agents) whake decisions autonomously
and interact among themselves. Agent-based aatificiancial markets (ASM), as
a part of agent-based computational economy (AC&)sidered the markets as
evolving systems composed of heterogeneous autamoragents of a limited
rationality, and the systems in which the secuptyces are developed as
.emergent phenomena“.

The aim of the paper is to give a review of thetplases of agent-based
modeling and to show its application in the finahenarkets. In the first section
we discuss a criticism of the classical theoriehijlevin the second we discuss
briefly the postulates of the ,new" financial thiss. The third section gives a
survey of the postulates of agent-based modelird) simulation. The ABM
application is theoretically described in the smtt! and 5. In the Section 6 we
present a simple agent-based model of financiaketamwhile in the following
section we discuss the results of the simulatidne flnal section concludes.

1. Criticism of the Classical Financial Theories

The classical asset pricing theory doesn't take sxtcount the internal
market mechanisms; it is based on the assumptiat thtional investors
immediately adjust their expectations to new infation. The trading process is
considered as a ,black box* which doesn’t have iamyact on the price revealing.
Central postulates of the classical financial thexoe based in thefficient Market
HypothesidEMH) andRational Expectations HypothegREH). Both hypotheses
are faced with empirical contradictions, and hertbe, critics of the classical
financial theories are based on these contradition

The controversies on the market efficiency mairdyivk from the testing
of the weak-form efficiency and from the assumptinthe random price walk.
The new researches, based on the higher quantigvaiable data, have pointed
out to a significant autocorrelation in stock retur(Lo and MacKinlay,1988;
Conrad and Kaul, 1988), and to the fact that thea @& dividends (Fama and
French, 1988) and P/E ratio (Cempbell and Shill#888) increase the
predictability of the returns. The tests on normestribution of the returns also
show that this assumption is not valid. The distiiin of returns shows ,fat tails"
and high jumps, which is in contradiction to norrdistribution. The recent studies
suggest the existence of the distribution simitarPareto-Levy distribution. It
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could be concluded that the recent researches #imwxistence of predictability
and give proofs that are in contradiction to Hifcient Market Hypothesis

The market efficiency is mainly tested by the agialpf statistical features
of time series. Empirical evidence which deviatenfrthe EMH prediction are
called market anomalies. Bailey (2005) summarizes most important EMH
anomalies. 1The weak-form EMH anomalies: (a) Long-term memory or Long-
term persistencéMandelbrot, 1969, 1972; Lo, 1991); ®Xcess volatilitfShiller,
1979; LeRoy and Porter, 1981; Cutler et al., 1989);Volatility clustering
(Mandelbrot, 1963); (dYolume/volatility correlationLobato and Velasco, 2000);
2. Calendar effects: (a) January effect or ,‘turn-of-the-year’ effe¢kkeim, 1983;
Ariel, 1987; Haugen and Jorion, 1996); Wpnday effec{French, 1980; Gibbons
and Hess, 1981; Barone, 1990); kjliday effect(Lakonishok and Smidt, 1988;
Petengill, 1989); 3The semi-strong form EMH anomalies. (a) Small-firm effect
or size effec{Reiganum, 1981; Banz, 1981; Fama and French,,18823); (b)
High earnings/price ratio effect(Basu, 1977); 4.The strong-form EMH
anomalies: (a) Insider transaction effe¢Finnerty, 1976; Lakonishok i Lee, 2001).

The central problem in empirical testing lies ie fact that the EMH itself
is not testable. This is primarily the result of impossibility to verify the market
efficiency without significant limitations in theydamics of expected returns. The
second problematic assumption of the classicalrib®ds theRational Investors
Hypothesis

2. Complexity Theory and Nonlinear Dynamics

The theory of complexity explores interactions and adaptations in dynamic
systems and their impact on the creation of a neality and system evolution
(Bar-Yam, 2003)Dynamic system is a system which evolves according to a set of
well-defined rules. If these rules are nonlinehg systems are callatbnlinear
dynamic systems. The input of these systems is not proportionatht® output.
Small changes of the inputs can lead to exponechi@hges of the outputShaos
theory studies a specific class of nonlinear dynamicesystwhich show, under
special conditions, chaotic behavio@omplex nonlinear dynamic systems are
special type of nonlinear systems. Even thoughreth® no generally accepted
definition, a complex system is a set of relativelsnple components without a
central control, to which emergent behaviour is Bnent. The presence of
complex systems is observed at all the organizatitavels, beginning from the
galactic structures, over living organisms, todkamic structures.

Complex adaptive systems are a special group of complex systems. The
term Complex Adaptive Systems — CAS is describatiénSanta Fe Institute (SFI)
as ,a dynamic network composed of interacting ageBach adaptive agent is
defined by a set of rules. The agents are adaptiagselves by changing their
rules of behaviour in accordance to their expeseht the CAS, the environment
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of one adaptive system is represented by othertggamd in this way, the efforts
of one agent to adapt to the environment dependb@madaptation of the other
agents. This feature of the system is a main soafcdeveloping of complex
patterns which are generated by CAS over time* l@hal, 1995, p. 10). As it can
be seen from the description, SFI researcherstieallcomponents of complex
adaptive systems by their generic name — agenlis,(ocwlividuals, firms, nations
etc.). By using this term, the active feature @& #gents is stressed, i.e. the ability
of the agents to ,make a choice" or to make densiwhich affect the others in the
system and the environment (Harrison, 2006, p. 3).

Even though, as we already mentioned, there isarggnerally accepted
definition of complex adaptive systems, the authossially emphasize the
following common features:

A high number of interconnected heterogeneous aitsne
Multiple scales of resolution.

Multiple metastable resolution.

Sensitivity to the initial conditions.

Local processing of information.

Self-organization.

Emergence.

Adaptation and co-evolution.

Balance between chaos and order.

©CoNogOrWNE

Tesfatsion (2002) looks at ,decentralized markeinecmies as complex
adaptive systems, consisting of large numbers afptee agents involved in
parallel local interactions”. Local interactionseahe source of macroeconomic
regularities, as for example, common market prd@nd behavioural rules,
which in turn affect local interactions. As resatcomplicated dynamics emerges,
with causal chains linking behaviours of the induals, interaction networks, and
the environment. This two-way feedback between asittucture and
macrostructure has been observed within econoroica fong period of time. Yet,
they start to be again current in the work of ArtHd990, 2005) with the
possibility of computational simulation.

Within the scope ofthe Complexity theory there are two different
approaches of modeling of the features and behawvitgpcio-economic systems -
Econobiology(evolutionary economy) andconophysicgRickles, 2009). In order
to explain collective phenomena, these two appreadart the analysis from the
population level (agent level). Collective (macmsic) features are treated as
consequences of interactions at microscopic leaggr(t level).

3. Agent-Based Modeling

The methodology that encompasses the postulatéseohew financial
theories is agent-based modeling (ABMAgent-based modeling is a
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computational model by which the system is modeHisda set of autonomous
entities that make decisions independently andrantein a nontrivial manner.
ABM is consisted of a group of agents and a franmmkwfor interaction and
decision making stimulation. Based on the Compyettieory, the aim of ABM
building is in understanding of principles behiing temergent behaviour and the
new quality formation. The basic idea of ABM istthaany phenomena, even quite
complex, could be understand as a system of autom®nagent which are
relatively simple and which follow simple rules foteractions.

The advantages of agent-based modeling in commarisothe other
modeling techniques, Bonabeau (2002) summarizethriee items: (i) ABM
encompasses emergent phenomena, (i) ABM givestarahadescription of the
system, (iii) ABM is flexible.

In order to build agent-based model of a system,use the synthetic
approach. The system should be analysed from n@ob macro level. At the
micro level we have to observe the basic componeitee system. Essentially,
there are two basic components of AMB (Wooldrid@02): agents and
environment. Each agent is characterized by a fdhdividual features and
behaviour. The agents’ behaviour is determineditmple rules based on mutual
interactions. The environment has a precise anatoamyit is independent of the
agents’ action, but is dependent on the agentsawetr. Mutual interactions
between the agents and the interaction betweeag#ets and the environment are
modelled.

In the first place, we would explain what is an rdgehan what is the
affiliation of agents and, at the end, what isabents’ environment.

The agent design is the most important componeABM building. Even
though, there isn't a generally accepted definitibthe term agent”, usually, it is
defined as different types of autonomous compondpt®grams, models,
individuals), which behaviour could be describeairirthe very reactive rules for
decision making till complex adaptive intelligenbneponents (BoSnjak, 2006).
Brustoloni (1991) considers the agents as simpdéerys capable for autonomous,
intentional actions in real world. Maes (1995) esgls ,real world” with the term
Lenvironment®. He considers the agents as compaptstem placed in a complex
dynamic environment. The agent is (computationgétesn that uses sensors to
observe a subset of the world around it, to judgehe observed world and use
limited set f actions for effectors activation byieh it realizes the changes in the
world (Merrick and Maher, 2009). The environmenblsserved and changed by
the agents. Agent only partially perceives the estabf the environment.
Observation defers from the observed states.

The basic feature of an agent is ability to makememous decisions. This
requires from the agent to be an active componieatsgstem. Casti (1997) claims
that the agents have to encompass two levels @vimir: basic rules of behaviour
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and a set of ,rules to change the existing rul@ie basic set of rules determine
the agent’s reaction to the environment, while nretas (,rules to change the
existing rules“) enable the adaption.

The basic building element of agent-based modeldastive autonomous
agent. Such agents try to satisfy a number of goalst (dam be fixed or time
depending) in changing and unpredictable environmdrmese agents are
.-adaptive” since they use their experience in ofecontinuously improve their
capabilities in the conditions of changing goald anotivations. Also, their
»=autonomy* tells about independence in work andutlibe lack of need for a
central control. Depending on the system that isdeted and the agent's
environment, the adaptive autonomous agent canditieeent forms.

By expanding adaptive and autonomy, Wooldridge 3@dnings (1995)
introduce the term ,intelligent agent®, and defitteas ,computational system
which is capable for flexible autonomous activitiesorder to fulfil projected
goals“. Similarly, Poole, Mackworth and Goebel (89%lefine the agent as a
system which reacts intelligently to the given ginstances and according to the
goals, which is flexible to the changes in enviremtrand goals.

What defers an intelligent agent from a simple agenits flexibility.
According to Wooldridgu and Jenningsu (1995), aifie agent has the following
features: autonomy, social capabilities, reagtigitd proactivity.

In different environments, the agents have spediracteristics with
different tasks. Reaction to the environment, aomayy, goal-orientation and
persistence are the main characteristics of thatagBesides that, the agents are
often attributed with a special level of intentibtya Their behaviour is described
by a metaphoric dictionary of convictions, wishestives, and even emotions,
which are the concepts more applied to humanstthaomputational programs.

The agent’'s power is based on his interactions tighenvironment and
other agents. More precisely, in social sciencesh $s economy, or in population
biology, the emphasis is put on the agent’s intemas not on his autonomous acting
(Schweitzer, 2007)Multi-Agent System (MAS) is a system consisted of a high
number of agents which mutually interact with éiditor without central control
(Axelrod, 2003). Generally speaking, a MAS is chtazed by the following
features (Jennings et al., 1998): each agent in N#ABartially informed or has
limited capabilities (knowledge, information, resmes); (2) there isn’t global system
of control; (3) the data in MAS are centralized; f#e actions are asynchronous: (5)
the agents can be heterogeneous, for exampledaugdo the knowledge, the data
format, the model of reasoning, the goal, algorjttamguage or hardware platform.

Beside above mentioned, the agents can represdigredt system
components, which also can be complex. For examplé¢he financial market,
some agents may represent traders, some invesanalyists, banks, institutional
investors, and others which indirectly affect tharket.
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While building MAS, it is often the question of cbe between complex
agents or complex relations and interactions. Arétal. (1997) points out that the
way of interaction between the agents is much mmportant than the way of
individual decision making. Therefore, the autharginion is that the researchers
of the agent-based economic models have to finsimaple agents’ behaviour as
possible which is going to build required emergamnomenon (they shouldn't try
to find the behaviour which is close to real hunmetaviour). In addition, some
behavioural features affect the type and frequemicyagents’ interactions and
doesn't affect the quality of the decision themsglvThe control of these
parameters can lead to the target emergent phemonidre model which is
developed in this paper puts emphasis on a cogrdhavioural doing of the
agents in a group, which is contrary to the modgh wighly intelligent agents
(such is LeBaron model).

Generally speaking, agent-based modeling is a m&semethodology
which builds model in a specific way, while ageasbed simulations are concrete
methods of simulation’s application. Yet, almodtadent-based simulations are
constructed by using ABM methodology, and vice aefghus, these two terms are
often used as synonymous. This is the reason whyawe integrated both terms in
one term -agent-based modeling and simulations (ABMS).

The process of ABMS building starts from the moriitg of a real system
and collecting the data. The model is built acaggdio the target system
abstraction and defined assumptions. A derived inasletransformed into
computational program which is performed many timkssthe simulation process,
the results are given in form of data series andragpiate statistics which
describes the validity and reliability of the rdsulThe simulated data can (and
should) be compared with the data acquired frorarget real system (Troitzsch,
2004). However, in the most cases, computationalatsoare not directly derived
from the observed data but from the theory on wiiiehmodel is based. Then, we
usually start with a verbal description of a thethrgt supports our beliefs on the
real system functioning, and the simulation resalsscompared with stylized facts
instead acquired data. We use this approach imttael building and simulation
process. We do not use concrete financial timeesdorm the financial market.
The basis of the modeling is made of stylized fatiserved in the vast majority of
these series. Also, the aim of our model is toicap the most important stylized
facts, as our results are compared to common fEsatirfinancial time series and
to the results of other models.

4. A Simplified Agent-Based Model of the FinanciaMarket
In the following text we present a simplified ABM8odel of financial
market. The basic elements of the artificial martesign have been shown in
LeBaron (2001) and Wan et al. (2002), and discusserk detailed by Radovic
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(2011). The most important ABM model componentstaezmarket model (trade
instruments, order type, mechanism of price forihangd the artificial agent model
(investment policy and strategy, agents' prefer&nc®Ve expose the most
important components of the model.

The basic structure of the modelNsagents €1, 2,...N). There may be
several types of agents. The agents don't inteligattly with each other, but only
via single market maker. Model is based on a tgaditodel that supposes all
trades are performed only once daily (at the same)t This concept is frequent in
the research (Levy et al., 2000; Chen and Yeh, R@aid portrays trading which
takes place in real markets on the orders thahatr@rocessed before the opening
every day.

For simplicity, a market is consisted of two goatislisposal to traders for
investing: (1) the riskless asset, named cash(2nithe risky asset - shares (public
company stock). The total number of cash) and sharesS disposable on the
market place is conserved. The stock price is asdumbe a continuous variable
with pricep(t) per share at time Time is discretei€1,2, ...). Moreover, there is no
interest paid to cash and the trades are realifbbdwt charges.

The standard asset pricing model represents the theeoretical frame of
the artificial stock market examined in the paf@dre market dynamics has been
seen as the interplays of numerous heterogeneadespersons whose aim is to
maximize anticipated utility on the basis on estiores of the future. Each
artificial agent is able to adapt his/her portfaimmposed of risky stock (s shares)
and riskless cash c. Assuming that the stock [sipe the overall agent’s capital at
time t equalsW,=c+ps. Traders increase their wealth by investing. Amgér, at
any point of time, can preserve his/her wealtiwio ways, i.e.

Wi = Cit + pihig (1)

where ¢;; and h;; represent the money and shares of the stock oertsi
possession at tinte

The choice variable of this optimization problemhis It is well known
that under CARA utility and Gaussian distributicar forecasts, traddfs desire
demand (or the optimal investment fractidn), for holding shares of the risky
asset is linear in the expected excess return:

. _E(RW)-R

h,t - 1 O_Izt (2)

Whereazi,t is the conditional variance @., givenl;, , with the added constraints
s =0 (short selling is not allowed) and > p s (there is no cash borrowing). The

agent decides on selling shares if s or on buying them wheg < 5.
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In real life, information arriving in the marketghly influence traders’
expectations concerning prices and dividends.igtiodel, information appears at
the market at random intervals of time and mayllaseifrom 'very negative (-1)’
over 'neutral (0)' to 'very positive (+1)'.

In our agent model artificial agents use simplaedasting models. For
simplification, we implemented three different atpetype:

* Fundamentalist agentt uses a fundamentalist strategy with a tendeacy
hold a price at a certain value. That means, itseil if the price is higher
than its fundamental value and vice versa buy ptiee lower than its
fundamental value. We emphasize that not everytageny interpret the
same piece of information in the same way. Only thpe of agents reacts
on news.

* Chartist agent It creates strategy by monitoring market treaddertain
history referred horizon. This method is also knoagmmoving average
(MA). Agent sells if MA(h) value, computed with lmte horizon, is larger
than the current price. Moreover, they may behiéeerhomentum traders.
Momentum traders are simple technical analysisetsad/hose forecast of
tomorrow's return is today's return.

* Noisy agentlt chooses transaction actions of selling (buyirapndomly
with probability 0.5.

When submitting of orders, the demand (supply) eusvmade as a result
of the collection of orders of all agents who decid buy (sell). The equilibrium
price is settled by the balance of the demand apglg, i.e. in the negotiation
process of the market maker aiming at market algdffior the sake of simplicity,
we remove from the simulation all the instrumemalding the market maker to
make a profit).

The main task of market maker (levelling supplyhmtemand) can be
accomplished by selecting a price which preserveddtal number of shares in the
possession of investors. We used a very simplee @djustment schema, based
solely on the excess demand

Zh;cj

p :J—* 3
A ©
i
where, the valuels*j, ¢, ands are all from before any trading occurs on theemnirr
day.
5. Simulation Results

The testing of the agent-based model of the maskdbne by the model
validation, i.e. by checking the similarity of ASMith the real market. As we
show in the Section 3.3, there are three methodsoofiputational models’
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validations: (1)replicative validation by which we compare simulation outputs
with real financial time series, (Qredictive validation which compares the
simulation results with future market trends, a®) gtructural validation by
which we compare internal dynamics of the simutatmodel with the structure
and dynamics at the real market.

In this paper, we use replicative validation of #nficial market. Perhaps,
the most important feature of the agent-based rsadehat resulting time series
which have the key features of the real time sgtie®aron, 2001). The model is
assumed to be successful if time series of masgtatrrs (as the simulation results)
replicate the key statistical features of the fiiahtime series. Statistical features
of financial time series of market returns areezljstylized facts".

The validation of the financial time series feature done using several
statistical tools. For statistical analysis andobiaal presentation of the simulation
results we use program packages Matlab R2011, Bvie®, i R. We initiate the
simulations withN agents supposing that each agent possess a pairtiatal cash
C and total shareS available. We separate the events into days. Afftermodel
initialisation, each of the agents place orders lzangk them filled only once daily.
The basic algorithm is the following:

% Initialization
Market.Initialize
% Cash and shares distributed amongst agents.
Agent.Initialize
% Start of new day
loop untilMarket.Day > EndData
% Agents forecast return-on-investment (with noise)
[return, variance] ;Agent.Forecast
% Agents calculate optimal investment fraction and
% submit trading schedules (optimal holdings as a
% function of stock price).
Agent.SubmitOrder
% Market maker finds market clearing price
% (supply balances demand)
NewPrice = Market.Clearing
Market.Trade
% Agents calculate stock's daily return-on-investime
% and append to history
Agent.Update
Market.EndOfDay
end loop

The demonstrated model is implemented in the prodgiatLogo 5.0. It is
based on the parameter values specified in Tabl&i%.generated a time series of
the artificial stock price with 10,000 observatiofifie first step of the analysis
involves pre-processing the data, so that it cduéd statistically tested. We

702



Agent-Based Modeling — A New Paradigm of Economic bteling

compute the logarithmic return on the simulatedetio create the original time
series. Figure 1 is the plot of the simulated pseges (a) and logarithmic returns

{r}, wherer, = In(py) — In(p-1). (b).

Figure 2 presents the basic statistics of the mesaries, including the
mean, the standard deviation, etc. Artificial stgeice series is divided to three
parts (AS-1: from first to 3000th trading ticks, £Sfrom 3001st to 6000th trading
ticks, and AS-3: from 6001st to 10000th tradinggic Also, the normalized return
time series have been random shuffled. All sertesnsstrong departure from
normality, as the coefficients of skewness anddaist are statistically different
from those of a normal distribution. All series &ptokurtic and have asymmetric
tails. The histogram of the return series (Figyrstbws fat tails and higher peaks
than a normal distribution. Moreover, the distribns are not symmetric. In
particular, there seems to be a flat for negatdarns, but not for positive returns.

Table 1 Simulation Parameter

Parameters Value
Number of agentN) 500
Formationfundamentalist-chartist-noisy 40-40-20
Total Marketed Stock - ShareS) ( 100.000
Initial capital - Cash() 1.000.000
Initial price 100
Number of simulation dayT} 10000

Table 2 Basic Statistics Tests for Heteroscedastigiand Nonlinearity

Series JB(5%) KS(5%) _ ARCH BDS
Return 141508.85 0.40817 21165075 A (71.971)
AS-1 (1-3000) 13616.64 0.41165  459.0469 A (38.231)
AS-2 (3001-6000) 43654.67  0.41001 669.7441 A (38199
AS-3 (6001-10000) 67124.87  0.40715 884.0673 A @6)2
Shuffle (AS) 140010.87  0.05193 3.8917 R (2.044)

Critical value for Jarque-Bera (JB) is 5.98637, Kmimogorov-Smirnov (KS) is 0.01356,
and Arch test is 18.3070. The test result ‘A’ (ptcer 'R’ (reject) in column BDS is based
on significant level at 0.05 fer=1, and DIM=5.
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Figure 1 a) Simulated Price Time-series; b) Line Gaph of Logarithmic Return.

704



Agent-Based Modeling — A New Paradigm of Economic bteling
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2,000
- Series: AS3
Sample 1 10001
1,600 Observations 4000
Mean -3.70e-05
1,200 4 Median 0.008113
Maximum 1.141249
Minimum -1.395651
800 Std. Dev. 0.120950
Skewness -1.942469
Kurtosis 22.68899
400 -
Jarque-Bera 67124.87
o L Probability  0.000000
Ot——— L B

-1.0 -05 0.0 1.0

0.5
d) AS-3
Figure 2 Basic Statistics of the Artificial Stock Return Series

A normal probability plot is a useful graph for essing whether data
comes from a normal distribution. If all the datains fall near the line, the
assumption of normality is reasonable. Also, a tjleaquantile plot is useful for
determining whether two samples come from the sais&ibution (whether
normally distributed or not). Both plots at the g 3 offer clear evidence that the
underlying distribution is not normal.

All the simulated stocks return series shows tHatility clustering feature
(heteroscedasticity) (Bollerslev, 1992). Engel AR@dt explores the existence of
volatility clustering in the time series. Like preus tests, ARCH test also rejects
the null hypothesis of non-existence of volatilitprrelation and normality of
returns’ distribution (Table 2).

Normal Probability Plot QQ Plot of Return Data versus Standard Normal

++

Probability
Quantiles of Return

. . . . . . . .
4 3 2 1 0 1 2 3 4
Standard Normal Quantiles

Return

c) d)
Figure 3. a) Normal probability plot and b) quantile-quantile plot.
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The most interesting agent-based simulation resuthat the resulting
series of artificial data follow the power-law dibtution, with apparent fat tail.
This is shown in Figure 4 and Figure 5 where refuen iteration described each
for negative and positive tail and both fitted waitpuare root distribution. Further,
figure 5 is shown scaling behaviour that appeandtié existing time series data —
as investigated by Stanley & Mantegna (1999). Tiperé shows the slope change
of data presenting the occurrence of distributimssover from Levy to Gaussian
distribution. This property indicates the emergeatenulti-fractal behaviour and
self-similarity in time series data distribution.

10°

— negative tail
positive tail

e B
o, o,

Probability density P(return>x)

.
o,

"

T 0L . .

10" 10° 10" 10°
X (Unit of standars deviation)

Figure 4 Distribution of Normalized Figure 5. The Density of Probability of
Return Negative and Positive Returns.

Conclusion

The empirical financial data departure from theuagstions of the
classical financial theory has initiated many diéf® research directions. One of
them is agent-based modeling and simulations (ABM&J its application in
economy — agent-based computational economics (A@GEE monitors the
economy as a nonlinear dynamic system and puts &sigplon modeling of the
system components represented by the artificiahtagand the relations among
them in which the system dynamics is expressed Hey dcomponents self-
organization and the existence of emergent phenani€his approach aims at
better understanding of complex modes and phenowfaha economic systems.

Computational simulation of agent-based models niportant in the
processes of building and testing new theoreticadlets. Even though there are
many different ways of the model's validation byglation, this research field is
still new and better acceptance of ABM models mftiture depends largely on the
building of clear and precise techniques for maesting.

We have applied the ABMS methodology in the buidof a simplified
model of the financial market. The agent modelt tearesents a trader, is based
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on a simplified model of technical and fundamestaifader. The mechanism of
market price forming is based on the periodicatianomodel and the equilibrium
price that equals demand and supply. Our result shat, even though the model
relies on a quite simplified model of the marked amarket actors, time series market
returns obtained in computational simulation exhibe most important features of
the returns of the real financial markets. Timdesemarket returns show clearly
departure from the normal distribution. Resultiregies have high values of the
coefficients of skewness and kurtosis, higher pelaie a normal distribution and
tail distribution of returns. Finally, simulatedrigs of returns reproduce the volatility
cluster feature as well as the existence of noaityeof the return series.

The authors' future research in this field is dedctowards creating of a
more realistic trader model, incorporating microsture of the market in the
model and modeling of the agents' interactions. ABModeling also requires
more qualitative predictive validation of the moaeld closer connection of the
agent-based computational models and modelings&fin the financial market.
However, ABMS methodology represents a major stepvdrd from the classical
mathematical and computational modeling. With tapid growth of computer
processing power and parallel computing, it willhgan increasingly important role.
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AGENT BAZIRANO MODELIRANJE
— NOVA PARADIGMA EKONOMSKOG MODELIRANJA

Rezime Standardni modeli u finansijama polaze od prdgpds racionalnosti
trziSnih agenata i teorije efikasnog trzista. Vebkoj empirijskih¢injenica ukazuju
na nerealnost ovih pretpostavki. Agent-bazirano elicghje i simulacije
predstavljaju nov pristup u posmatranju i modefuwaekonomskih sistema kroz
prizmu nelinearnih dinardkih sistema. Agent-bazirano modeliranje jéurgarsko-
matematiki metod zasnovan na sint&om pristupu izgradnje modela odéeg
broja autonomnih entiteta (agenata) i simulacijaayjog ponaSanja i ndesobnih
interakcija. Cilj ovog rada je da prikaze osnovnestpvke agent-baziranog
modeliranja i prednosti ovog pristupa u odnosu tasidne finansijske modele.
Pored toga, u radu je prikazan jednostavan ageritaoé model finansijskog trziSta
sa periodinom aukcijom. Rezultujte vremenske serije naSeg modela &g
finansijskog trZiSta uspesno repliciraju najgjaije statisttke osobine prinosa na
realnim finansijskim trziStima i ukazuju na jasnalstupanje od normalne
distribucije prinosa kao stuba klase finansijske teorije.

Klju éne reti: Agent-bazirano modeliranje, Agent-bazirane simigaciAgent,
Vestaka finansijska trzista.
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