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Dear reader,

"Economic Development”, published by the Institute of
Economics — Skopje, is an academic journal in the field of economic
development and has been an important medium for 14 years. The main
goal of "Economic Development” is to provide intellectual platform to
the wider academic and professional publics, and promote the
development of economic thought in the country and the world. The
interest and need for publishing of the journal were continuously
increased all these years

On the path of development of the economic thought and building
a wide network of research and professional cooperation with other
countries in the world, we set new goals, criteria and challenges in order
to improve the journal's quality. In this regard, during 2010 and 2011,
significant changes have been made in editorial policy, design and its
availability to broader academic and professional public in the region and
worldwide. As result of all this changes, starting from no. 3/2010
“Economic Development” will shift into international journal, will be
published in English language and will be distributed in all countries of
the region and worldwide.

This academic journal covers theoretical and empirical researches
in the field of economic and social development, demography, education,
corporate  governance, international  economics, international
management, administrative management, corporate and public finance,
economics and tourism management, agricultural policy and agricultural
management, marketing and marketing management, entrepreneurial
management and other areas in the field of social sciences.

The journal "Economic development” has an open approach in
accepting and publishing the papers reviewed by an international
editorial board consisting of three domestic and five foreign experts. The
journal is available in print and online form, through the database of
academic papers published by the Institute.

Skopje, May 2015

prof. Biljana Angelova, PhD
Editor-in-chief
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ECONOMIC IMPACTS OF THE EXCISE LEGISLATION
ALIGNMENT OF THE REPUBLIC OF MACEDONIA AND THE
EU DIRECTIVES

Abstract

The creation of the European Union was led by the processes of
economic integration, in which the European countries promote the
economic cooperation, first, by sectorial liberalization of certain products
and by establishment of free trade zones, up to the unification of the
economic and monetary policies and the establishment of the economic
and monetary union. The crucial factor on the road towards higher stages
of economic integration, which have allowed building of a common
economic policies and deepening the process of economic integration,
was the establishment of a customs union. Due to the customs union the
application of numerous economic policies, including the excise policy,
was made possible, thus creating equal economic conditions for all
European business organizations of the single market.

In this context, and in order to establish the expected effects of
Macedonia's membership in the EU in terms of changes in the excise
system, this paper studies the forms of economic integration and
economic benefits of their creation, the excise system and excise policy

) PhD, “Ss. Cyril and Methodius University” in Skopje, Institute of Economics —
Skopje, Republic of Macedonia, e-mail: angelova@ek-inst.ukim.edu.mk

%) PhD, “Ss. Cyril and Methodius University” in Skopje, Institute of Economics —
Skopje, Republic of Macedonia, e-mail: diana@ek-inst.ukim.edu.mk

%) PhD, “Ss. Cyril and Methodius University” in Skopje, Institute of Economics —
Skopje, Republic of Macedonia, e-mail: sandra@ek-inst.ukim.edu.mk

*) PhD, “Ss. Cyril and Methodius University” in Skopje, Institute of Economics —
Skopje, Republic of Macedonia, e-mail: beti@ek-inst.ukim.edu.mk



Economic Development No.1-2/2015 p.(1-24)

the EU, as well as the expected effects of the adjustment of the excise
system of the Republic of Macedonia with EU directives.

Keywords: custom union, excises, legislative, negotiations,
energy resources.

JEL classification: F150, H25, K34, F51, 0130

Introducation

The topic of the paper covers the harmonization of excise
legislation of the Republic of Macedonia with the acquis communautaire
and future challenges of its membership in the European Union. On the
road to membership in the European Union, Republic of Macedonia
needs to harmonize its national legislation with the legislation of the
European Union, which is one of the basic conditions for entering in this
regional integration. Republic of Macedonia in the past decade actively
worked on the harmonization of national legislation with excise acquis-
EU, and it has achieved a high degree of compliance. However, the
challenges in this area do not end here; rather they still continue with the
initiation of the process of negotiations for it's full membership in the
European Union. The integration of the Republic of Macedonia in the
European Union will instigate significant changes in several segments of
indirect taxation, where it is very important to change the excise burden
and its leveling with the prescribed minimum by acquis-th of the EU,
hence, we can perceive relevance and importance of the topic elaborated
in this paper.

The analogy of the foregoing subject of research of this paper is
excise legislation in the European Union, the amount of prescribed and
applied rates of excise duties, as well as the national legislation in the
field of excise and its alignment with the acquis communautaire, which is
a function of future economic challenges that the Republic of Macedonia
will face with its membership in the European Union.
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1. Systematic regulations in the field of excise legislation in the
European Union

In terms of the excise duties harmonization, it is important to
point out that the European Union has achieved only minimal agreements
regarding the minimum tax burden, due to the systemic directives which
govern this area - only the minimum amount of tax is provided. Although
the processes of excise duties harmonization have started in the early
70’s, there is no common solution that will enable the same level of
taxation for all member states. Regarding this, each member state
determines the amount of excise by itself, above the minimum which is
regulated with the systematic directives. The main reasons for this
situation are the divergent views of the member states regarding certain
goods and the amount of the specific excise duty. For example, if for
France the wine is strategically important product for which there should
not be high excise, Germany would have a different attitude towards
wine, because for Germany the beer is more important. In this context, if
we take into account the accession of new member states, the process of
alignment and determination of appropriate level of taxation is getting
more complicated.

An alcoholic beverage - the harmonization of the specific excise
duties of the alcoholic drinks, which include the beer and the wine,
started in the early 70’s and is still going on. The excises of the alcoholic
beverages are determined by fixed amounts, and are in accordance with
the Council Directive 92/84 / EEC, which is still in force. These amounts,
since the adoption of this Directive from 19 October 1992 have not been
changed, even though Article 8 provides audit of the excise every two
years starting from December 31, 1994. Considering the way of making
decisions regarding the indirect taxes, which requires consensus by all
member states in the Council, the change of the prescribed minimum
excise is very difficult. Because there is no synchronization of the excise
duties as an absolute amount with the amount of inflation, they are losing
their primary significance as fiscal revenue. Every member state
autonomously increases the excise taxes on alcohol and alcohol drinks in
accordance with their national needs, so that since 1996 the EU-15
member states have an average rate of 1 liter of alcohol of 8.2 euros,
which is four times higher than the specified minimum average of 2.2
euros.
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During 2006, in order to revalue the minimum excise on alcohol and
alcoholic drinks and to recover their meaning as in 1992, a proposal by
the European Commission was prepared, which anticipated increase in
the excise duties on alcohol and alcoholic beverages by the following
amount:

- 31% for beer (from 1.87 EUR per hectoliter to 2.45 euros);

- 30.9% for alcoholic drinks (from 550 EUR per hectoliter pure

alcohol to 720 euros);

- 31.1% for Intermediate products (from 45 EUR per hectoliter to

59 euros).

However, this proposal was not accepted by the Council and the
amount of excise in the EU for alcoholic beverages remained at the level
prescribed in 1992, which did not completely corresponded to the reality.
In the past five years, the rates of the alcoholic drinks in the EU-27 has
been continuously increasing, and the average excise tax of 6.1 EUR (1L,
40% alc. vol.) which was levied in 2008, was increased by 13.3% and in
2013 it was 7 EUR (per liter of alcohol 40% alc. vol.). Increases in the
excise duties in this period were carried out by 17 member states, while
the growth was moving in the range from 2.3% in the Czech Republic up
to 124.9% in Greece.

The trend of increase has continued with the intermediate
products as well, and in the EU-27 the average excise tax of 1.35 EUR
(1L, 20% alc. vol.) which were levied in 2008, increased by 25.6% and in
2013 it was 1.70 euros. The increase of the excise duties in this period
was made by the 18 member states and it ranged from 1.6% in Slovakia
to 250% in Romania.

Along with this increase, 13 member states have increased the
VAT rates (the increase was in the range from 1% in Slovakia to 7% in
Hungary). Despite the increase in the excise, 11 states have increased the
general VAT rates (the increase was in range from 9.5% in Portugal to
31.6% in Denmark). However, although the taxation trend was not
increasing in the member states, the European Commission on 26/5/2014
announced the communication 1P/04/669, which marks the beginning of
a broad debate on this subject. The report indicates the effects of the
current system of excise taxation and its impact on the proper functioning
of the internal market, as well as on the competition between different
types of alcoholic beverages, especially because of the differences in the
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levels of the excise duty, the current real value of the minimum rates that
were set in 1992 and the wider objects of the Treaty on European Union®.

Considering these facts, the European Commission considers that
it is necessary to achieve a higher level of convergence of the excise
rates, in order to affect equally on the competitiveness between the
member states, as well as to reduce the informal economy caused by the
large differences in the taxation excise. Having in mind that the proposal
to change the minimum level of taxation in the EU in 2006 have failed,
this time the European Commission has opened a wide debate in the
Council, in the European Parliament and in the Economic and Social
Committee. The further proposal which will be adopted depends on the
outcome form this debate. If they accept the proposal which will fully
take into consideration the measured inflation in the period from 1992 to
2013, the value of the specific excise duties should increase by 53.57%°.

The Commission has concluded that it takes more than
convergence of the excise rates in the different member states in order to
reduce the distortion of the competition and the fraud. However, because
of the widely different views of the member states regarding the
appropriate levels of minimum rates and that any change would require
unanimous agreement, at this point the Commission is not trying to make
a proposal.

The tobacco products - The beginnings of the excise tax for

tobacco products are dating from 1972, when the first directive was
brought. This directive sets the structure of taxation of these products.
Since this decision, a number of directives have been carried out, which
tampered the taxation system in terms of the taxation structure i.e.
changes of the specific and proportional part of the excise duty.
On June 21-st 2011, the European Union Council adopted the Directive
2011/64/EU. With the amendments provided in this Directive, changes in
the system for calculating the excise duty on cigarettes as well as the
amount of the minimum excise duties are planned. According to the same
directive, an increase in excise duty payable on cigarettes and tobacco is
planned. The increase of excise tax for cigarettes is intended to apply
with the following dynamics:

*http://europa.eu/rapid/press-release_IP-04-669_en.htm?locale=en
®http://fxtop.com/en/inflationcalculator.php?A=1.87&C1=EUR&INDICE=EUCPI2005
&DD1=19&MM1=10&YYYY1=1992&DD2=01&MM2=08&YYYY2=2013&btnOK=
Compute+actual+value (accessed 1 November 2014) and personal calculations
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- From January 1, 2011: At least 57% of the average weighted
retail price of the cigarettes or not less than 64 EUR per 1000
cigarettes; and

- From January 1, 2014: At least 60% of the average weighted
retail price of cigarettes, or not less than 90 EUR per 1000
cigarettes.

The exception of this rule is provided for Bulgaria, Estonia,
Greece, Latvia, Hungary, Poland and Romania, which have transitional
periods expiring on December 31, 2017.

The increase of the excise duty for tobacco smoking, as finely
ground tobacco, is intended to apply in the following dynamics:

- From January 1, 2015: At least 46% of the average weighted
retail price or not less than 54 EUR per kilogram;

- From January 1, 2018: At least 48% of the average weighted
retail price or not less than 60 EUR per kilogram; and

- From January 1, 2020: At least 50% of the average weighted
retail price or not less than 60 EUR per kilogram.

Energy products - the basic structure of the excise tax on energy
was set in 1992, when the minimum amounts of taxation were
established between the member states. Since then, this Directive has
undergone more changes, whereby today the Council Directive
2003/96/EC from 27 October 2003 is used. The newest initiative of the
Commission (COM (2011) 196) aims to modernize the taxation of
energy. In the energy taxation certain changes are necessary in order to
remove the current imbalance and take into consideration the CO,
emissions and their energy content.

Moreover, the European Commission proposed taxation of energy
by splitting the excise into two components. This will encourage the
energy efficiency and the use of environmentally favorable energy
sources, and will avoid the distortion of the competitiveness of the
internal market. In that way, the member states can restructure their
entire tax structure, in order to move the tax burden from labor force to
consumption, which can contribute employment growth. The Directive
was scheduled to come into force in 2013, but in order to fully harmonize
the taxation of energy by 2023, long transitional periods were predicted
in order to adjust the new taxation structure.

Its main objectives are to satisfy the priority objectives:

- The fight against climate changes in the EU;
- Improving energy efficiency;
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- Encouraging renewable energy sources; and
- Providing fair competition on the domestic market.

To achieve this, the proposal is based on objective criteria
taxation - CO, emissions and energy content. Advantages of this tax
would be:

- Coherent taxation;

- Users will get a clear price signal to reduce the emissions and to
save energy;

- Double taxation of energy, which overlaps with the instrument of
exchange emissions in the EU, to be removed,;

- The use of biofuels which will be exempt from CO, taxation.

The future adoption of this Directive practically brings two
components of taxation: the first is the CO, tax and the second is related
to the energy value of the energy resources, which together give the final
excise of the energy products. In order to cushion the price shocks,
successive increase of the excises within five years from the date of
adoption of these amendments is provided. Also, the European
Commission with this Directive insists on introduction of the principle of
proportionality, or principle of equal taxation of petrol and diesel.
According the Progress Report published by the European Council on
June 3-rd 2014, this proposal is still a subject of discussion between the
member states, whereby the principle of taxation of two components is
accepted by most of the countries, but still, among the member states
remains open the questions in terms of: the amount of the minimum rates,
the transitional periods etc.

2. National legislation in the field of excise duties

The national legislation which regulates the excise system in the
Republic of Macedonia has been harmonized with the European directive
on excise duties from 1992 since 2001, as well as with the structural
directives and the directive on approximation of excise rates separately
for each group of excisable goods. Taxable is the consumption of those
excise goods which are mandatory with the European directives. They
include mineral oils, tobacco products, alcohol and alcoholic beverages,
with the exception of the electrical energy, which in the Republic of
Macedonia is not yet subject of taxation. Since Aprill, 2003, Macedonia
has joined the World Trade Organization whereby it took the obligations
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relating to the equalization of the excise on domestic and foreign tobacco
products. Therefore, from January 1, 2007, the excise taxes on the
tobacco products are in a full compliance with the agreements of the
WTO and at the same time they qualify for taxation of foreign and
domestic products provided in the Article 110 of the Treaty on the
Functioning of the European Union (Lisbon Treaty), according which, an
equal treatment in the taxation of domestic and imported products is
provided.

In 2009, a Law amending the Law on Excise was adopted
(Official Gazette of the Republic of Macedonia No. 105/2009) according
which, the responsibility for management of the excise was transferred
from the Public Revenue Office to the Custom Administration. This legal
decision came into effect on January 1, 2010. Regarding the importance
of the excise duties for the financial stability of the state, the collection
and control of excise in all EU Member States is performed by the
customs services. With the adoption of these amendments, the Republic
of Macedonia has made another step toward bringing the standards of
work which are applicable in the EU Member States, where the
management of the excise is carried out by the customs services. The
Law which is currently in force in the Republic of Macedonia, is partially
harmonized with New System Directive of the European Union, as well
as with its accompanying structural directives, separately for each
category of goods, which are subject to excise duties, which are:

- Council Directive 2008/118/EC from 16 December 2008,
concerning the general arrangements for excise and repealing the
Directive 92/12/EEC;

- Council Directive 2003/96/EC from 27 October 2003, on
restructuring the Community framework for the taxation of the
energy products and electricity;

- Council Directive 2010/12/EU from 16 February 2010, amending
the Directives 92/79/EEC, 92/80/EEC and 95/59/EC on the
structure and excise rates applied to the manufactured tobacco
and the Directive 2008/118/EC;

- Regulation (EC) no. 684/2009 from 24 July 2009, for the
application of the Directive 2008/118/EC on computerized
procedures for movement of excise goods under the regime of
deferred payment of excise duties.
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3. Expected effects of membership in the European Union

The undertaken reforms in the tax policy in the period 2009-2013
in the EU Member States have led to an increase in the consumer taxes,
as well as to a slight decline of the labor taxes. In that context, larger
number of the Member States have started to increase excise duties in
various types of goods. The trend of excise increase remains. Regarding
the taxation of the energy, 15 member states made an increase of the
excise duties, while only one member state performed reducing of them.
The increase of the excises also is noted in the alcoholic beverages,
tobacco, sugar and other types of excise goods, in 17 EU member states,
while decrease was made only by one member state.

Table 1: Review of the tax changes in 2012 and 2013 in the EU
Member States

Type of tax Tax changes Statutory rates Tax base

Energy BG, EE, EL, ES,
and M Increase | HR, IT, CY, LT, E\?’A(\:TZ’ ES,
electrical HU, MT, PL, PT ’
energy \ Decrease |/ SE

Excise EE, IE, EL, ES,
Alcohol, HR, CY, LT, LU,
Tobacco, | T Increase | HU, MT, NL, AT,
Sugar PL, PT, RO, SI,
etc. UK

\ Decrease |/ DK

Source: DG Taxud

The Law on Excises in the Republic of Macedonia, on a large
scale is harmonized with the Systematic Directive of the European
Union, as well as with its accompanying structural directives, separately
for each category of goods which is subject to excise duties. However,
the current rates for more excisable products are still lower than the
minimum prescribed with the acquis communautaire of the European
Union. The current proposals of the European Commission are leading to
additional increase of the minimum excise duties amount, so the
compliance with the prescribed minimum of the EU will represent
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additional challenge for the Republic of Macedonia. With the initiation of
the negotiations to join the EU, the Republic of Macedonia will need a
transitional period for the application of the minimum rates prescribed by
the EU acquis, primarily to mitigate the price impact on the population
and the adaptation of the domestic enterprises on the new competitive
conditions in the EU common market.

4. Alcohol beverages

The Excise Law, which is currently in force in the Republic of
Macedonia, is partially in compliance with the Directive 92/83/EEC,
which prescribes the minimum excise duties on alcohol and alcoholic
beverages that are applied on the territory of the European Union (EU).
Alcohol and alcoholic beverages in the Republic of Macedonia are
excisable goods and according the excise law the excise taxes are:

- Beer: 4 MKD/per liter/alcohol level or 1.25 MKD/per
liter/degree extract;

- Wine: 0 MKD/liter;

- Sparkling and sparkling drinks: 0 MKD/liter;

- Intermediate: 340 MKD/liter of pure alcohol; and

- Ethyl alcohol; 340 MKD/Liter of pure alcohol, measured at a
temperature of 200C.%

If these amounts are converted into EUR and are compared with
the values of a specific excises, the following values derive:

" Macedonian denar (national currency)
®http://www.finance.gov.mk/files/u8/Zakon_za_akcizite_precisten_tekst_82_2013.pdf
(accessed 3 November 2014)
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Table 2: The excise rates applied to the most common alcoholic
beverages with a typical alcoholic strength and volume (in EUR)

Sparkling | Intermediate

Beer Wine : i

1 liter with | -70clwith | _Wine | products | Drinks

an alcohol | analcohol |~ 70 clwith | -70 cl with an e

contentof | contentof | &" Aledie alcohol Dl

el 1506 vo| | contentof content of 40% vol
15% vol 22% vol

Scope in 1,70-
g 0,10-0,97 | 0-1,92 0-3,82 0,31-4,94 10,99
Ir\::glslmum 0.09 0 0 0,31 1,54
Average 0,32 0,39 0167 1,02 4,54
Republic of 0,32 0 0 0,85 1,54
Macedonia

Source: Data calculated by the authors, based on the data from DG Taxud

Expected effects. From table 2 it is evident that Republic of
Macedonia has specific excises that are identical to the average of EU-
28. With the exception of the beer, all other types of alcoholic beverages
(wine, sparkling wine, intermediate products and alcoholic beverages)
have lower excises. During the negotiations and their completion,
Republic of Macedonia will require harmonization of the excises with the
minimum prescribed in the EU. Considering that in the EU the increase
of the excise taxes on alcoholic beverages has not lost its importance in
the last eight years, it is real to expect that Macedonia will be obliged to
comply with the higher values of excise compared to the minimum
values that are currently in use. For example, if it is necessary to comply
with the current excise average of EU-28 (70 cl measuring 40% vol),
which currently amounts to 4.54 euros, the excise duty of this kind of
drink in the Republic of Macedonia will have to be tripled. These
changes in the excise tax will have repercussions on prices of the
alcoholic beverages. If one takes into account the average price for 1 liter
yellow grape brandy, which is 550 MKD, then the retail price of this
product would increase by 862 MKD or by 56.7%.

According the agricultural census, the number of individual
agricultural holdings in the country is 49.308.° In the Republic of
Macedonia, in 2013 the total arable agricultural area amounted to

® http://www.stat.gov.mk/Publikacii/PopisNaZemjodelstvo2007/knigal.pdf (accessed 3
November 2014)
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508.546 ha, whereas to the cultivation of vineyards to 21.497 ha or 4.2%.
The annual wine production in 2013 amounted to 1.251.759 hl of wine
(of which the wine from fresh grapes dispensers was 1.072.025 hl and the
wine from fresh grapes in bottles 179.734 hl). The production of natural
alcoholic beverages from wine grapes and wine (whiskey, brandy, grape
brandy etc.) amounts to 10.529 hl.° Considering that with the increase of
the excise, the biggest “losers” will be the domestic companies whose
sales assortment includes cheaper domestic drinks, while the biggest
“winners” will be the foreign companies that have comparative
advantages in their production and can provide cheaper drinks. Beside
these effects, the increase of the price will be certainly reflected on the
rise of the households cost, which in the total consumption in 2013
amounted to an average of 3.088 MKD or 1.0% of the total cost
structure. Therefore, the over-rising prices may lead to increase in the
gray and black economy, as well as to increase in the legal and illegal
cross-border transaction(s).

5. Excise duties on the tobacco products

Cigarettes. According to the research done by Eurobarometer, in
all member states and candidate countries for EU membership in 2010,
the Republic of Macedonia was in the group of countries that have
extremely high prevalence of smoking, which is at the same level as the
one of Republic of Turkey and it is 37%, which is much higher than the
EU average of 29%."

In the Republic of Macedonia, the excise on the 1000 cigarettes
amounts to 24.3 euros, whereas it is lower by 62.6% compared with the
minimum excise duty in the EU (65 euros). Also, the excise duty on
cigarettes was lower in comparison with the other countries in the region:
Albania 25 euros, Kosovo 27 euros, Serbia 27 euros, Bulgaria 76 EUR
and Greece 102 euros.

From July 15, 2013, a new system of calculating of the combined
excise on cigarettes began to be applied. It means that a uniting of the
values of the previous combined excise (Ad valorem excise + 35%
specific excise by 0.1 MKD per piece + fees) in one single combined
excise (Ad valorem excise 9% + 1.3 MKD specific excise, excise

10 http://www.stat.gov.mk/Publikacii/6.4.14.01.pdf (accessed 3 November 2014)
' http://ec.europa.eu/health/tobacco/docs/ebs332_en.pdf (accessed 5 November 2014)
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minimum 1.5 MKD) was made. Also, with the Law Amendments on the
Law on Excise Duties (“Official Gazette” no. 82/2013) a linear increase
was envisaged, which will be made in the transitional periods between
July 15, 2013 and July 1, 2023. After completion of the gradual increase
from 24 EUR in 2013 to 59.8 EUR in 2023, the Republic of Macedonia
will have lower excise than the European average of 33%, which in 2023
will be 90 EUR per 1,000 cigarettes.

Tobacco. Beside the increase of the excise duties on cigarettes,
with the Law Amendments on the Law on Excise Duties (“Official
Gazette” no. 82/2013) was also provided an increase of the excise duties
on tobacco for smoking as finely ground tobacco. After completion of the
gradual increase from 24.4 EUR in 2013 to 32.5 EUR in 2023, the
Republic of Macedonia will have lower value than the European average
of 24.9%, which in 2023 will be 60 EUR per kilogram.

Expected effects. Analogous to previously stated, it can be
concluded that after the transitional periods in which the specific excise
duty on cigarettes and tobacco will be successively increased, the
Republic of Macedonia will still remain with lower excise minimum than
the projected one of the EU. Although this increase is scheduled to be
implemented in a long time frame, the risk of developing distortions on
the cigarettes market are not excluded. The increase of the cigarette
prices will inevitably lead to a reduction of the demand for these
products, which of course will be reflected on the sale of the tobacco
manufacturers in the country. These changes will mostly lead to a fall of
the cheapest cigarettes demand, which includes the best-selling pack of
cigarettes. If the pricing policies of the companies which sell cigarettes
do not get major changes, the price of the best-selling pack of cigarettes
would increase by more than double.

6. Excise duties on energy resources

The excise duties on energy that are applied in the Republic of
Macedonia significantly deviate from the EU-28, i.e. part of the energy
resources are not subject to excise duties: coal, coke coal, electricity and
natural gas. The future introduction of excise on these energy resources
will certainly cause an increase of the energy retail price, inflation,
increase of the credit indebtedness of the citizens and thus decline in the
standard of living.

13
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Table 3: Review of the specific excise of the energy resources in EU-28 (as of July 1, 2014)

Motor fuels Objectives set out in Article 8 (2) Heating fuels and electricity
: . Excise range . . .
Sk el m_BU_m. Republic of (lowest w._B_Q_m. Republic of S LRI m_3_o_m. Republic of
(lowest value- | arithmetic : : arithmeti .| (lowest value- | arithmetic :
- - Macedonia | value-highest . Macedonia | . : Macedonia
highest value) | middle value) ¢ middle highest value) middle
Gasoline
(1000 liters) 359- 802 557.12 349 349 349
Gas oil
. 330-674 422.46 195 0-477.76 | 219.31 145 195 188.99 195
(2000 liters)
Kerosene
(1000 liters) 329.79-731 | 434.04 145 21-731 308.33 0-731 267.6
Heating oil
(1000 kg) / / 1,6 / / 1,6 13.5-462.8 70.96 1,6
__mm_uuVo (1000 0-502.8 190.97 79 0-332.12 | 117.08 0-67.57 67.57
Natural gas* 0-10.13 1,89 0 0-3.86 1.44 0 0-10.92 1,31 0
Coal and / / / / / / 0-11.76 1,32 /
coke
Electricity** / / / / / / 0-43.4 5,42 /
Mineral oils | 0.006 -24.85 | 7.27 / / / /

Source: Calculations by the authors based on a data from DG Taxud
*) 1 Gigajoule energy value
**) 1 MWh energy value
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In order to eliminate the differences in the taxation between
Member States (e.g. Some member states such as Denmark, Sweden,
Germany, UK and Slovenia apply special duty called "CO, tax"), the new
proposal of the European Commission contains a combined duty which is
composed of two components. The first component is the planned
taxation of the energy resources and consists of fixed amount charged per
unit of CO, emission factor, while the second component relates to the
energy content of the energy resource. The total excise duty which will
have to be paid is calculated as a sum of the first and the second
component, i.e. 52.1 EUR + 337.9 EUR = 390 EUR. The detailed
calculations for the new excise taxes are shown in the following table.
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Table 4: Proposal for revision of the excise rates on motor fuels and heating fuels

NCV Densit Emission NCV per Emissions CO, Energy CO, Energy Total
Gt ka/ w< factor it On,u per unit of | minimum | minimum in | minimum | minimum | excise in
g/m tcoymy | UM tCO, | inEUR | EURperGJ | inEUR | inEUR EUR
Motor fuels — new minimum
Gasoline 44 745 | 692 | 328 | 23 20 9,6 454 | 3147 | 360
Diesel 10001 | 42,3 | 832 74 352 | 26 20 9,6 52,1 | 337,9 | 390
r e osene 438 | 810 | 718 | 355 | 25 20 9,6 509 | 3406 | 392
LPG 1000 kg 46 n/a 63 46 29 20 9,6 58,0 441,6 500
howreless | 472 | nla | 561 | 472 | 26 20 9,6 530 | 96 | 626
Heating fuels — new minimum
Sas ol 423 | 832 74 | 3519 | 26 20 015 521 | 53 | 574
reroene 438 | 810 | 718 | 3547 | 25 20 015 509 | 53 | 563
LPG 1000k | 46 n/a 63 n/a 2.9 20 015 580 | 69 | 649
Fuel Oil
1000Ky 40 na | 773 | nia 31 20 015 618 | 60 | 6738
Coal GJ 258 | nfa | 945 | na 01 20 0,15 1,9 02 | 204
Nawrelgss | 472 | nla | 561 | nia 01 20 0,15 1,1 02 | 1,27

Source: Calculations by the authors based on a data from DG Taxud (Energy Tax Directive COM(2011) 169

NCV- net caloric value
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As evident from the following chart 1, the smallest differences in
the amounts of the new proposed excise values of the motor fuels,
compared to the minimum excises currently used in the EU-28, occur in
petrol, while the largest are at the liquefied petroleum gas (LPG) and
natural gas.

Chart 1. Comparison of the new and existing rates of excise duties in
the EU-28 and the Republic of Macedonia for motor oils (in EUR)

600 -
500 -
400 -
B new measures
300 - proposed
M current energy
200 -+ minimum in EU
M Macedonia
100
0 i
Gasoline Diesel  Kerosene LPG 1000 Natural gas
1000 | 1000 | 1000 | kg 1GJ

With the heating fuels, the smallest differences between the new
proposed excise values and the minimum excises currently used in the
EU-28, occur in the coal and natural gas, while the largest in liquefied
petroleum gas and heating oil (Chart 2).
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Chart 2. Comparison of the new and existing rates of excise duties in
EU-28 and the Republic of Macedonia for heating fuels (in EUR)

90
80
70
60 new measures
50 proposed
40 current energy
30 minimum in EU
20 Macedonia
10
0
Gas oils KerosenelPG 1000 Fuel Oil Coal GJ Natural
10001 10001 kg 1000kg gas 1GJ

Expected effects. Considering that the Republic of Macedonia is
no longer a producer of oil derivatives, the increase of the excise duties
cannot affect the production of these energy resources. However,
regarding the fact that oil derivatives represent a major input in the key
sectors such as transportation and electricity production, as well as in all
other production processes, there is a possibility of major distortions in
the process of their alignment.

According to the above mentioned facts and arguments, in the
forecoming years the country will have to drastically increase the excise
duties on several products (tobacco, cigarettes, electricity, gasoline, oil,
gas, etc.) and to take into consideration the strategic importance which
these products are going to have. In order to reduce the negative effects
of the imminent increase in excise duties, to allow appropriate adjustment
of the economy, to minimize or avoid the distortions that may arise from
the drastic increasing of the excise taxes which will lead to increase of
the energy retail price, to undercut the competitiveness, to make
inflationary pressures, to increase credit indebtedness of citizens and
decline in living standards, the Republic of Macedonia will need to
convey efficient Excise strategy.
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Conclusion

The analysis of the economic impacts of the excise legislation
alignment between the Republic of Macedonia and EU directives, results
with more relevant findings and conclusions:

- In order to create a Common market of the European Economic
Community, it was of great importance to establish the Customs Union
between the member states. The establishment of the customs union was
implemented through two parallel processes. The first one included the
abolition of the customs duties between member states, and the second
one, the establishment of the Common Customs Tariff.

- Regarding the harmonization of the excise duties within the EU,
it is important to emphasize that only minimal agreements relating to the
minimum tax burden are achieved. Due to the systemic directives
governing this area, only the minimum amount of tax are provided.
Although the process of harmonization of the excise duties have started
since the early 70’s, until today, no common solution is found that will
enable the same level of taxation for all member states. Each member
state determines the amount of excise above the minimum by its own,
which is regulated with the system directives.

- The process of negotiations for accession to the EU is conducted
between the candidate country and the other member states, while the
European Commission has the function of a mediator.

- The negotiations for some chapters are ending through making
the final general position of the Member States. However, certain
chapters may not be considered finally closed for reasons that during the
negotiations with the European Commission the rule “Nothing is agreed
until everything is agreed" is applied, so even if the negotiations are
finished and are temporarily closed, the chapters can still be re-
negotiated.

- The undertaken reforms in the tax policy in the period 2009-
2013 within the member states of the EU have led to an increase in the
consumer taxes, as well as with a slight decline of the labor taxes. In this
context, much of the member states have started to increase the excise
duties in various types of products. The trend of excise increase remains
to grow, while fifteen member states have increased the excise duty of
energy or of the special regimes, while reduction is made only by one
member state.
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- One of the main conditions for entering into the European Union
is the harmonization of the national legislation with the acquis
communautaire of the European Union, which includes excise
legislation, as well as achieving development and implementation of the
new computerized customs systems, as well as gaining interoperability
and interconnection with the information system of the European Union.

- The Excise Law on a large scale is aligned with the Systematic
Directive of the European Union, as well as with its accompanying
structural directives, separately for each category of goods which is
subject to excise duties.

- In the Republic of Macedonia there are currently exceptions in
terms of the scope of the goods that are subject of taxation, because there
are products which are not subject of taxation in the country, but are
under taxation in EU, such as: coal, coke coal, electricity and natural gas.

- The exceptions from the European minimum, in the Republic of
Macedonia are marked with the excises of the cigarettes, tobacco and
alcoholic beverages.

- With the start of the negotiations for accession to the EU, the
Republic of Macedonia will need a transitional period for application of
the minimum rates prescribed by the EU acquis.

- In order to reduce the negative effects arising due to the drastic
increase of the excise taxes (tobacco, cigarettes, electricity, gasoline, oil,
gas, etc.), and in order to reduce the negative effects of the imminent
increase of the excise duties, there is a need for adopting long-term
Excise strategy. Its basic goal will be adjusting the economy, buffering
the negative effects and the reduction of the distortions, which will lead
to enormous increase of the retail price of the energy, inflationary
pressures, increase the credit indebtedness of the citizens, as well as
decline in the standard of living.
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It is known that tourism represents an interaction between tourist
offer on one side, and tourist demand on the other side. The results of this
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Introduction

Tourism as an industry, is an interaction of supply and demand
that is formed as a result of people’s need to find themselves as tourists
on one hand, and on the other hand, they also can be actors who organize
the supply of the tourism product for satisfying the needs of tourists. The
results of an interaction like this contribute for up-surging of the meaning
of the tourism as an industry and incorporate it as significant element in
creation of the GDP, national income and employment.

Besides the meaning and the role of the tourism as an industry, in
some way it also mediates the development of other non-industrial
branches such as: trade, business, banking industry, public health,
education, utilities and crafts as well.

With the emerging of the marketing concept in the mid-20"
century, the preferences and consumer behavior are of great importance
for the marketers. The application of the marketing in services requires
acceptance of the basic principles of marketing in general, rather than a
differentiated approach because of the individual characteristics of the
tertiary industry. Therefore, the concept of the tourist market means
using the general principles of marketing, but with respect to any
specifics that are presented with the interaction of the components of the
tourist market. With the appearance of the Internet and the social media,
the consumers are becoming more aware of the products and services
they are using and by utilization of the above mentioned channels they
gather information about what they need.

1. Theoretical frame regarding the marketing strategy in
tourism

Marketing strategies and strategic planning, at its base, represent
a process that involves taking steps which are organized in order to form
and lead the organization and what it stands for (Porter, 1995: 63-69).
There are so many theories dealing with the matter of marketing
strategies. Some authors (Pike, 2004: 127-131) suggest that the best and
the most efficient way to create a strategy and a strategic plan is to firstly
identify the problem, i.e. the approach has to be based on the problem
and finding a way to resolve it. However, other authors (Poon, 1993:
443-449) in the focus of creating the strategies and plans, put the
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intention and purpose of the business factor in tourism, as a basis for the
formulation of the strategy. But there are also authors (Roehrich, 2004:
38-45) who believe that the theory of the matrix is the most appropriate
in the creation of strategies and strategic plans. From all this elaborated
above, it can be considered that the most appropriate model when
developing marketing strategy is the one that includes the aims and
intentions of the business included in tourism. Still, taking into account
that the development of marketing strategy in tourism is an extensive
process, the internal and external factors of business environment,
resources, trained personnel, competition and etc. have to be taken in
consideration (Roehrich, 2004: 38-45).

In their base form, the strategies include creation of a strategic
plan that is an essential tool for implementation of the plan of companies
including the one in tourism. Thus, strategic plans can be used as
mechanisms by which companies will answer on the more and more
challenging working conditions on the market. Therefore, it can be stated
that the strategic plan is closely related to the direction in which the
company should go in the future, in line with its ambitions, resources and
how it interacts with the world in which it operates (Pike, 2004: 217-
222). The role of the strategic plan of the companies in tourism varies
depending on how the market works, but for most of them, it can be said
that they have a single purpose and that is to help the company for better
utilizing the given resources in order to improve its market position.
Even though it is like that, still, there are few steps that are common to all
companies in the creation of marketing strategies. These steps include
corporate, operational and business aspects while formulating the
strategies (Poon, 1993: 88). These considerations, in some point of time
help the business in tourism to gain competitive advantage over the
competition.

The process of strategic planning contains a need to create
strategic alternatives. But the growing demand for services in tourism in
contemporary working conditions can be satisfied only by creating
modern marketing strategies. Strategy is a tool that allows companies to
implement all the plans and to make effective decisions that will help in
achieving their organizational goals.

In order for this theoretical framework to be successful in
practice, there must be an evaluation and control of the process of
creating marketing strategies in tourism. Some authors (Porter, 1995: 57-
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61) go even a step further and propose concrete steps for evaluation and
control of the strategy:

o Defining parameters that can be measured

e Defining values of those parameters

e Process of measuring

e Comparison between the procured results with previously set

standards
e Implementation of strict steps for application

Taking this into consideration, for creating a prosperous strategy,
the process has to be permanent i.e. it must gain constant feedbacks about
the strategy’s efficiency as well as every segment that must be improved
in future and all that with one goal: satisfying the more demanding need
of the consumers.

The absence of a comprehensive marketing strategy in tourism is,
actually, the basis of the negative trends in tourism development. There is
a need to create a generic framework that will enclose all the parameters
that are essential for creating a complete marketing strategy in tourism.
Although in the past it was believed that as the world becomes
increasingly globalized, so the products and services would become more
prevalent (Pike, 2004: 311-315).

The market research in a way represents a collection of data with
a unique task to be used in order to achieve the marketing plan so that
they become more and more efficient.

The tourist industry has a constant need for these types of
research and data because of various reasons (Goodall & Ashworth,
1997: 187-201):

Identifying of the possibilities to develop tourist products;

Setting up prices which correlate to the ones of the competition;
Ensuring that the distribution channels work effectively;

Selecting the best possible combination of promotional
techniques and tools;

Making decisions to invest;

e Choosing location to open new hotels and restaurants

When a research is done in an area which has essential
significance to the economic development of a country, it is of great
importance to be able to compare the experiences from other similar
countries and to see how they have dealt with the growth and
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development of tourism. In this paper, the experience from the Slovenian
and Tunisian example is taken into consideration.

2. Experience from creation of marketing strategy in tourism —
Slovenia

According to the assumptions from the WTO (World Tourism
Organization, 2000: 87), the tourism industry in Slovenia participates
with around 12.1% of the GDP of the country. And, at the same time, the
tourism is also an important export activity, contributing with around 8%
from the total export and around 40% of the total export of services and
payments. In the past decade, tourism in Slovenia shows progressive rate
of growth, both when it comes to increase of the total number of tourists
and overnights, as well as when it comes to the spending in tourism
(source: Bank of Slovenia in Slovenian tourist board, 2007: 11).

Based on previous research, the people responsible for the
tourism in Slovenia have identified several obstacles in the development
of the competitiveness of the Slovenian tourism (Slovenian tourist board,
2007: 11):

1. Financial assets to market and develop tourism — limited financial
assets decrease the possibility to develop tourism, as well as the
possibility to develop strategies for the tourism in general;

2. Availability of the destination — few direct flights from the main
countries which generate tourists, but also the outdated road and
railroad infrastructure and so on;

3. Promotion — the inconsistent use of the national brand “I FEEL
SLOVENIA” in terms of promotional activities on the foreign
markets and the low level of recognition as a tourist country;

4. Tourist offer — lack of competitiveness of the tourist products,
added value to the price of the tourist product as well the lack of
integration of the tourist offer;

5. Human resources in tourism — the lack of qualified and quality
workforce;

6. Legislation — the existing legislation is inconsistent and not in
correlation with the needs of the tourist sector

Source: Slovenian tourist board. Marketing plan for Slovenian tourism
2007/2011. 2007 (Slovenian tourist board, 2007: 11).
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These obstacles can be overcome if the officials follow the
policies for tourism development. They include cooperation in planning,
shaping and marketing of the tourism in Slovenia on all levels, starting
with the local and all the way to the national level. It is also important to
manage to promote Slovenia as a tourist destination in general.

The tourism marketing plan for Slovenia from 2007 includes the
tourist offer which has been previously researched, valorized and consists
of natural and unique specifics, but in accordance with the trends of the
world’s tourism (Slovenian tourist board, 2007: 13).

The aim of this strategy is to focus on a tourist offer on smaller
segments of the market. That means developing a detailed plan for
successful segmentation of the market, research of what that market
needs and wants as well as to create a tourist offer which will satisfy the
needs of those markets.

It can be stated that the strategic marketing concept is consisted of
diversification strategy, which in phase one includes development of new
products and promotion of those products on new tourist markets. The
diversification of these products will be done through expansion and
improvement of the existing ones, and offered on the tourist markets.
This concept also includes a strategy for differentiation, meaning
differentiating the tourist offer with distinctive and familiar attributes
which are unique for Slovenia. The main goal of this strategy is to create
a powerful brand association with the help of these unique specifics for
the Slovenian tourism.

When it comes to the present system of the tourism in Slovenia, it
can be stated that there are seven different tourist products which are
complete, and two other which are in the development process. The
completed tourist products include (Slovenian tourist board, 2007: 21):
Active holiday;

Cities and culture;

Nature, eco-tourism and rural tourism;
Gastronomy tourism;

Health tourism;

Business tourism and

Entertainment and gambling.

Additionally, the products in the development phase are
(Slovenian tourist board, 2007: 19):
1. Offers for more demanding tourists;
2. Offers for young people.

NogakrwnpE
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Apart from these basic products which are offered to individuals,
combined tourist products can be created in tourism. This means that
they represent a combination of two or more individual products. The
following can be mentioned as such (Slovenian tourist board, 2007: 24):

e Regional tourist product;
e Combined tourist product;
e Partial tourist product.

In general, it is about three different development zones, for
which the strategy has the aim to incorporate and to create synergy in
between (Slovenian tourist board, 2007: 12):

¢ Increase of the competitiveness;
e Creation of positive business environment;
e Efficient and innovative marketing.

These development zones are crucial part of the investments in
quality and innovation, the development of strategic partnerships with
outer parties in order to eliminate the obstacles for effective tourism
development. It can be said that the aims of the strategy are (Slovenian
tourist board, 2007: 28):

e Creation of competitive advantage through innovation, added
value, safety, security and so on;

e Increase of the quality of life of the local population;

e Tourism development via partnerships for development, public-
private partnerships, improvement of the image of tourism and so
on.

In the years to come, the tourism in Slovenia will be in the focus
of the economic development of the country in general. This will
contribute towards creation of significant contribution towards the
increase of the GDP, increase of the employment, regional development
and so on.

3. Experience in the creation of marketing strategies — Tunisia

Tunisia is a small country located in North Africa. According to
some, Tunisia is a strategically irrelevant state that has no natural or oil
resources (Mihailovich, D., & Sommer, N., 2011:46-48). Nevertheless,
Tunisia runs on tourism, which is crucial for the economy (Travel and
tourism in Tunisia, 2009: 157). Thus, in order to approach the

31



Economic Development No.1-2/2015 p.(25-36)

development of the economy, it is first necessary to start developing a
new marketing strategy that will contribute to the development of
tourism in the post-revolutionary period. Tourism in Tunisia has several
advantages in terms of attracting tourists: beautiful beaches, a variety of
archaeological sites, excellent climate throughout the entire year and the
most important fact, it is close to Europe.

Tourism is a sector of strategic importance for Tunisia, as it
participates with about seven percent in the gross domestic product of
Tunisia and generates about 400,000 jobs (Mihailovich, D., & Sommer,
N, 2009: 46-48). Therefore, having into consideration the close link
between tourism and the other sectors of economy (such as trade, crafts
and transport), the reduction in the number of tourists will negatively
affect revenues from these and other sectors of the economy, which
represents an indirect threat to those people who depend on tourism.

The number of tourists who visited Tunisia in 2011 was not over
three million. This compared with over seven million tourists in the pre-
revolutionary period is a very small number. But it is important to point
out that tourism in Tunisia in 2012 showed high rates of growth, despite
all that had happened in this country. Nevertheless, regardless of this
fact, the tourism industry, from a business perspective, is still in the stage
of recovery and in any case is not in favor of tourism stakeholders
(Travel and tourism in Tunisia, 2009:157). Even though, it was expected
for this trend of progressive growth to continue, nevertheless, the
situation is different, as in the beginning of 2013 violence once again
broke out, contributing greatly to a reduced number of tourists vising
Tunisia.

Perhaps, it is too early to assess how these developments will
affect tourism in Tunisia. However, it is clear that indicators point to an
increased caution among potential tourists, travel agencies and tour
operators that offer arrangements for Tunisia. There are even
cancellations of already booked travel arrangements. This greatly affects
the overall situation of the tourism industry in Tunisia.

The tourism sector in Tunisia is experiencing a decline, also as a
result of its excessive dependence on resorts that provide services with a
medium level of quality. This business model brings low profits, and
carries a high risk of volatile economic conditions (Mihailovich, D., &
Sommer, 2011:157). Data from the World Tourism Organization show
that in average tourists spend $385 per capita, which is the smallest
amount from among the other countries along the Mediterranean. In
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comparison, the average per capita consumption of tourists who visit
Morocco is $725, while in Turkey they spend $770, in Egypt $890 and
$1,000 in Greece (World Tourism Organisation, 2000: 76).

The recovery of tourism in Tunisia mostly depends on the
increase of the stability and security of the country. But, in order for the
tourism sector to develop and ensure economic growth and development
that will contribute to the creation of new jobs (especially among the
young population), considerable changes must be made in the overall
strategy of the country, especially in two directions (Travel and tourism
in Tunisia, 2009: 67).

1. First, Tunisia must take into account the demographic changes
that are taking place in Europe and the changes in the needs and
demands of tourists for new forms of tourism (especially cultural,
environmental, adventure and research tourism). Estimates of the
World Tourism Organization WTO are that about 40% of world
tourism is in fact, a tourism associated with cultural activities.
These types of activities are more profitable and less susceptible
to seasonal changes.

2. Second, Tunisia must create a new market in order to diversify its
revenues from tourism. This will contribute towards reducing or
perhaps eliminating the excessive dependence it has on tourists
from Europe, which currently represent 80% of the total number
of tourists in Tunisia. Markets in Asia and South America are on
the rise and are becoming ever more important sources as the
standard of living is constantly improving and air traffic is in
constant development.

Experts argue that authorities have failed to create a marketing
strategy that will reflect the actual situation in the tourism sector.
Existing plans do reflect the needs and the demand of foreign tourists, but
are not in line with the post-revolutionary period. They have created a
strategy that has failed to take advantage and exploit these events, but has
rather concentrated on mass tourism with a focus on making use of the
potentials of the seashore. It is important to note that this strategy does
not correspond to the needs of the tourists, especially the tourists from
Europe (Travel and tourism in Tunisia, 2009: 67).

Tunisia has all the fundamental and basic features for
development of diversified tourism and tourism with a high level of
quality. Also, the use of these advantages is in the hands of the state and
the institutions, which must develop a strategy that will contain the most

33



Economic Development No.1-2/2015 p.(25-36)

important values that can be offered to the market and which will be
oriented towards satisfying the needs of “new” tourists from emerging
markets. Nonetheless, the political instability has led to a distortion of the
image (which is an important component in the process of making a
decision to travel) for Tunisia as a tourist destination. (Kalboussi, 2011:
17).

Those competent must promote this destination by creating an
aggressive marketing campaign that will contribute towards restoring
confidence among potential tourists and will help restore a positive
image. Also, they will have a difficult task in finding new markets where
to sell the tourism product, and in doing this they will contribute to the
development of the tourism industry and the economy as a whole.

Conclusion

The comparative analysis in this paper could be used for future
planning of the activities in the tourism industry in Macedonia, as well as
to help in the direction in which activities and measures should be taken
and how those activities should be implemented. When it comes to
planning the strategy in tourism, a lot of factors have to be taken into
consideration. Amongst those factors are the economic, political, social,
technological factors as well as the influence of the media and so on. The
influence of these factors can lead towards (You, O’Leary & Fesenmaier,
2000: 181-197):

e Growth of tourism in the countries which previously weren’t
generating international tourist travels

e Growth of tourism for specific groups of the society

e Development of new tourist products

e New and innovative ways of buying the tourist product.

The research contributes towards better understanding of the
tourist products and that the development of new product will lead
primarily to:

e Change the consumer behavior
e Improved availability of the tourist products and
e Eminent technological innovations.

It can be said that the continual growth of pressure in the modern
way of living will lead to people seeking holidays to relieve from the
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stress. Thus, it seems that tourists will prefer to travel more to
destinations which are different and unique, opposed to what they are
used to. On the other hand, because of the constant development of
technology, the promotion of destinations has changed as well as the
distribution of the tourist products. Because of that, it is recommended
that the future development of tourism should be based on these
fundaments.

When it comes to framing the strategy for tourism, it can be
concluded that there is a need to get the national tourist organization
involved in the development of the tourism in general. The organization
will be in charge of implementation of the strategy, as well as for the
promotion and support of tourism on a national basis. This can and
should be done via promotion and improvement of the processes in
tourism, preparation and implementation of a program to promote and
support tourism as well as to prepare promotional material and promote
the tourist values of the destination. Also, it is of crucial significance to
prepare and conduct research and analyze the needs and wants of the
modern tourist. In this way, the marketing activities can be focused
towards the markets which have the highest potential of growth.

In order to improve the image of tourism in Macedonia, there is a
need to first make attempts to analyze the similar tourist products and
tourist offers of countries which have more or less the similar geography
and potential for development. It is of great importance to follow their
development throughout the different phases of the process of
development. That is because, when these products are properly
introduced, the possibility for synchronization of the tourist offer is much
higher and the development of different tourist products is much higher
as well.
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The globalization process emphasizes the need of a new
management paradigm that will correspond to the current conditions.
Having in mind that the knowledge management is recognized as a
strategy that comprehends the most important and relevant issues related
to the adaptation of the organization, its survival and its competencies are
in conflict with the rapidly changing environment on the open market.
The knowledge management implementation and effectiveness in the
organization depend on several factors, such as organizational culture,
human resource management and information technology.

Therefore, the objective of the paper is to research the influence
of the crucial factors of the knowledge management implementation and
effectiveness on the telecommunication market in Republic of
Macedonia, which is characterized as an open and dynamic market. The
research was conducted in 10 companies, on a sample of 100 respondents
— employees in these companies. The influence of the organizational
culture, human resource management and information technology on the
knowledge management implementation and effectiveness was
examined.

The results show the importance of the crucial factors in
knowledge management implementation and effectiveness and the
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awareness of the managers and employees for the need of constant
improvement of knowledge and skills.

Key words: open market, knowledge management, crucial
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The need of knowledge management as a response at the
current conditions on the open market

The process of globalization is characterized through creating and
conquering new markets, finding new and cheaper raw materials,
decreasing the risk during work, and dominance of the international
markets by the multinational companies.

Knowledge management is an interdisciplinary business model
which has the knowledge of the organization in its focus. This concept is
the embodiment of the processes within the organization that strives
towards combining and interaction of data and information, which
increases the capacities of the information technologies and human
capital.

Knowledge management is a process that should continuously
take place within an organization. The objective of this process is not
only to manage the knowledge in the organization, but also to create
conditions for its creation, distribution and use. Special attention should
be given to the creation of the knowledge in the organization, which
requires the provision of adequate conditions and ambience.

The process of knowledge management itself can be introduced
through six stages:®

- creation of knowledge;

- learning;

- distribution of knowledge;
- transfer of knowledge;

- use of knowledge;

- storage of knowledge.

® Malhotra Y. (1997) “Knowledge Management in Inquiring Organizations”,
Proceeding of 2RD Americas Conference of Information System (Philosophy or
Information Systems — in Track), Indianapolis, p.56.
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When the organization creates a specific knowledge, the next
thing that should be done is to share it with the rest of the employees.
Sharing or multiplication of the knowledge delivers greater benefit to the
organization. More individuals will acquire new knowledge, apply it in
the work of the organization, but also, the chances for improving or
upgrading knowledge will increase.

The crucial factors of the knowledge management
implementation and effectiveness

In order to implement the knowledge management in the
organization, it is necessary to create certain conditions. Various authors
have studied the relevant factors that influence the development and
implementation of the knowledge management in the organization.

According to Davenport and Prusak, crucial factors of the
knowledge management implementation are:* knowledge oriented
organizational culture, technological and organizational infrastructure,
support from top management, relationship with economic values,
necessary process orientation, a clear vision and understanding of the
language, the meaning of innovation, the required level of knowledge
and channels for knowledge transfer.

According to Skyrme, crucial factors that influence the success
and the effectiveness of the knowledge management are:®> a clear
connection between the concept and the business strategy of the
organization, knowledge of knowledge (true understanding of the
advantages that knowledge brings to the organization), leadership,
developed infrastructure of knowledge and an appropriate level of
knowledge measurement (measuring the contribution of the knowledge
management concept).

The paper will examine the organizational culture, human
resource management and information technology as crucial factors of
knowledge management implementation and effectiveness.

* Davenpor T.H., Prusak L. (2000) “Working Knowledge: How Organizations Manage
What They Know”, Harvard Business School Press, p.153.

> Skyrme D. (2000) “Developing A Knowledge Strategy”,
[www.skyrme.com/pubs/knwstrat.htm] (03.01.2013)
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A) The organizational culture as a factor of knowledge
management implementation and effectiveness

If the organization tends to be able to meet the challenges of the
changing environment, it has to be subject of change itself.
Implementation of the knowledge management concept in the
organization initiates continuous changes in the organization, which can
be made only if the organizational culture is changed.®

The organizational culture is the basic precondition for successful
implementation of the knowledge management. Such organizational
culture will take care of its employees or organizational knowledge that
they possess.’

. Characteristics of the knowledge orientated organizational culture
are:

- creating conditions for free expression and creativity of the

employees;

- evaluating intangible values in the organization;

- teamwork oriented;

- encouraging innovations;

- motivating transfer (sharing) of the knowledge;

- creating a sense of belonging to the organization;

- permanent learning and improvement;

- encouraging personal development;

- creating an appropriate work environment;

- developing knowledge in the organization;

- creation and transfer of knowledge in everyday activity;

- creating conditions for cooperation;

- access of the knowledge to all;

- strong communication channels;

- developing technological structure.

The organizational culture should be aimed at promoting the
knowledge, transfer of the knowledge between the experts and other
employees, or between employees themselves in the organization.

® Drucker P. (2002) “Upravljanje u novom drustvu”, Novi Sad, p.213.

" Pordevic — Boljanovi¢ JI. (2009) ,,Menadment znanja“, Data Status, Beograd, p.103.

8 Wheatley M.J. (2004) “The Real Work of Knowledge Management, Leading
Organizational Learning”, Lossey — Bass, A Wiley Imprint, Leader to Leader Institute,
San Francisco, p.55-62.
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Transfer of the knowledge can be done in the organizational culture with
good communication between employees, cooperation and trust.

B) The human resource management as a factor of knowledge
management implementation and effectiveness

The human resources management is directly connected to the use
of the human capital in the organization. In fact, the purpose of having
this kind of managers in the organization is managing with human
resources. Peter Drucker said that contemporary employees have to be
seen as a capital, not as a labor. ° The organization is successful as well as
their employees are. The employees are the most creative and innovative
part of the organization and they are the main reason for success or
failure of the organization. Only highly educated employees,
appropriately motivated, with continuous enhancing of new skills and
knowledge can respond to the challenges of the new dynamic
environment within the open market.

The human resource management and knowledge management
are related, and their common feature is the social interaction.

The objective of the human resource management is to answer the
current requirements of the open market by appropriate managing the
organizational knowledge which could be performed in several ways:™°

- managing the human capital - recognizes the values of the
intellectual capital, allows availability and efficiency of human
capital;

- facilitating the transfer (movement) of the knowledge - the main
focus is learning and developing effective knowledge
management strategies and creating an environment that supports
creation, transfer and sharing the knowledge;

- building relationships;

- effective displacement of specialists and experts — monitoring
changeable environment that requires a combination of different
information, processes and organizational design in order to
respond to the current situation.

The pressure of the open market and the competition require
special knowledge and skills of the employees. If the management
desires to have competitive employees in their organization, they have to

® Drucker P. (2005) ,,Upravljanje u novom drustvu*, Novi sad, p.95.
9 Pordevic — Boljanovi¢ J. (2009) ,Menadment znanja“, Data Status, Beograd, p.115.
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work to enhance and develop the knowledge and skills of the employees.
Professional training is a process of gaining the appropriate qualification
needed for executing the particular tasks. It could be orientated in
developing the “hard” skills such as working with various technologies,
or it could be orientated in developing the “soft” skills such as
communication, leadership, management etc.
The professional training can contribute to the effectiveness of the
organization in many ways:**
- introducing the employees with the ongoing changes in the
legislation related to their work;
- enabling the employees to perform tasks efficiently;
- improving relations and problem solving;
- providing long-term orientation to increase the capabilities of the
employees in the organization.

The professional training is considered as a cost to the
organization. However, the research has shown that the professional
training is necessary in the dynamic environment on the open market. In
that purpose, the organizations began to increase their budgets for the
professional trainings.*?

C) The information technology as a factor of knowledge
management implementation and effectiveness

Nowadays, the most commonly used words, as in a literature, as
well as in everyday speech, is the information technology. The
importance of the information technology for the development of the
society is immeasurable. Humans developed the technology in order to
satisfy their own needs, and by developing the technology they
developed the whole society.

Whether it comes to expertise, procedures or equipment,
technology is involved in any activity that creates new value. Any
activity that creates new value uses a technology which enables
combination of the human resources and material inputs to produce an
output.

Technology is one of the crucial factors of the knowledge
management implementation. Technology facilitates the creation,

1 Mathis R., Jackson J. (2008) “Human resource management” 13" Edition, Thomson
South-Western, p.260.
2 Tyler K. (2005) “Training Revs Up” HR Magazine, April, p.58-63.
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transfer and retention of the knowledge in organizations. However, it
should not be forgotten that the main holders of knowledge in
organization are the human resources, while the technology is only in
service of facilitating the knowledge management process. The real value
for organizations occurs when the conditions that will enable people to
create and share knowledge, are created.

The information technologies can also strengthen the cooperation
and communication between the employees in the organization.

The information technologies are only a tool for the knowledge
management realization and the process should be based on direct,
immediate contact between the employees, not rigorously on reports and
databases.*®

Certain organizations develop software to encourage social
interaction in organizations in order to establish the exchange of the
knowledge in the organization. Networks, forums involving experts and
videoconferencing are just some of the information technologies that are
available to managers for knowledge management.

The knowledge management implementation and
effectiveness on the telecommunication market in the
Republic of Macedonia

In their efforts to accept the paradigms of the developed and
successful companies, Macedonian enterprises should not disregard the
fact that the modern knowledge based economy and the open market set
the knowledge management as a key imperative and the factor of
productivity and efficiency.

In order to examine the significance of the crucial factors of
knowledge management concept implementation and effectiveness, the
research survey is referring to the telecommunication market in the
Republic of Macedonia. The telecommunication market is dynamic and
the technological changes creates a complex environment.

The research was conducted in 10 companies, to a sample of 100
respondents — employees in these companies. The majority of
respondents are between 26 and 36 years old, followed by respondents
between 36 and 45 years old with 25%. 7% of the respondents who

3 Egbu O. Ch., Botterill K. “Information Technologies for Knowledge Management:
Their Usage and Effectiveness”, [ http://www.itcon.org/2002/8/paper.pdf ] (20.01.2013)
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answered the questionnaire are 25 years old, and only 3% of the
respondents are between 46 and 55 years old, which indicates a relatively
young population working in the organizations that are the subject of this
research.

Regarding the qualification of the employees, the majority of the
respondents are highly educated — 63%, and the percentage of those who
have completed their master studies as well, is also high — 30% of the
respondents. Only 7% of the respondents have completed their secondary
school education.

The survey results indicate that the impact of the process of
globalization and the open market has intensified the competition on the
telecommunication market in the Republic of Macedonia. The majority
of respondents or 51% answered that the globalization has greatly
intensified the competition on the open market, while 27% of the
respondents answered that the globalization has moderately intensified
the competition. Only 7% of the respondents believe that the competition
on the open market is not intensified at all. This indicates the fact that the
majority of the employees are aware of the changes taking place on the
market, as a result of the processes of globalization.

Chart 1: The impact of the globalization on the telecommunication
market competition in the Republic of Macedonia
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Regarding the knowledge management as an important factor for
acquiring competitive advantage on the telecommunications market in
the Republic of Macedonia, two-thirds of the respondents answered that
an appropriate knowledge management concept is especially important
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for acquiring competitive advantage. 22% of the respondents believe that
the knowledge management concept has moderate influences, while 6%
of the respondents answered that the influence is insignificant. The
results indicate the importance of knowledge management in order to
acquire competitive advantage on the telecommunication market in The
Republic of Macedonia.

Chart 2: Knowledge management as an important factor for
acquiring competitive advantage on the telecommunication market
in the Republic of Macedonia
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The implementation of the knowledge management depends on
the activities undertaken by human resources managers in the
organizations. In this respect, it was researched whether the human
resources management undertakes activities in the direction of
improvement of the knowledge and professional skills of the employees
regarding the dynamic changes on the telecommunication market. The
results show that 52% of the respondents believe that the human
resources management in their organization “often” undertakes activities
for improvement of their knowledge and professional skills, and 15% of
the respondents answered “very often”. Only 5% of the respondents
answered that the managers “rarely” undertake activities aimed at
improvement of the knowledge and the skills of the employees. The
majority of the respondents confirmed that the human resources
management undertakes activities for the improvement of their
knowledge.
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Chart 3: Human resources management and the implementation of
the knowledge management
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The employees have been asked if they think that their knowledge
and professional skills are appropriate for realization of the tasks. The
results show that more than a half of the respondents — 58%, believe that
they have an appropriate knowledge and professional skills which are
necessary for realization of the tasks. 42% of the respondents answered
that they don’t have appropriate knowledge and professional skills. This
indicates the need for development and improvement of the professional
knowledge and skills in the organizations.

Chart 4: An appropriate knowledge and professional skills necessary
for realization of the tasks
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Regarding the attitude of the employees and their need to
constantly upgrade and improve their knowledge, as a result of the
intensified competition on the telecommunication market, 49% of the
respondents answered that “very often” they feel the need to improve the
knowledge in their area of work and 34% of the respondents answered
“often”. 12% answered “sometimes”, and only 5% of the respondents
answered “rarely”. The results show that the majority of the employees
are aware of the need to constantly improve and upgrade their personal
knowledge, which positively adds to the activities undertaken by
managers in this direction.

Chart 5: Trainings in purpose of the organizational knowledge
improvement
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Due to the conditions imposed by the open market, the interest of
the employees to attend training outside the domain of their profession
was examined. 26% of the respondents answered that they “often” attend
such training and 10% answered “very often”. 20% of the respondents
answered “sometimes”, 34% of the respondents answered that they
“rarely” attend training outside the domain of their profession and 10%
of the respondents answered “never”. This indicates that the employees
don’t recognize the need for personal improvement of skills and
knowledge outside the domain of their profession.
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Chart 6: The interest of the employees to attend training outside the
domain of their profession
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Regarding the activities undertaken by managers related to the
organization of adequate employee training, 15% of the respondents
answered that the managers organize training “very often” and 30%
answered “often”. 30% answered that managers organize training
“sometimes”. This indicates the initiative of the management towards
development and improvement of the knowledge and the skills of the
employees by appointing them to attend training.

Chart 7: The activities undertaken by managers related to the
organization of appropriate trainings
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Considering the organizational culture as a factor of the
knowledge management implementation and effectiveness, it’s been
researched if the organizational culture motivates the employees to
upgrade their professional knowledge. Results show that more than a half
of respondents — 48% answered “often” and 18% answered “very often”,
said that organizational culture motivates them to upgrade their
professional knowledge. 25% of respondents answered “sometimes”, 5%
answered “rarely” and only 4% of the respondents answered “never”.
The results show that most of the employees think that the organizational
culture has an influence on motivation to upgrade their professional
knowledge.

Chart 8: The organizational culture as a motivation factor for
employees to upgrade their professional knowledge
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Having in mind the organizational culture, it’s been researched
whether the organizational culture has influence on the employees to
share their knowledge with their colleagues in the organization.
According that, even 57% of the respondents answered that the
organization culture “often” has influence on them to share their
knowledge in the organization and 18% answered “very often”. 15% of
the respondents answered ‘“sometimes” and 5% answered “rarely” and
“never”.
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Chart 9: The influence of the organizational culture on the
employees to share their knowledge in the organization
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The information technology is considered as one of the crucial
factors of the knowledge management implementation and effectiveness.
According to that, the most of the respondents — 48% answered that the
information technology “often” helps them to improve their knowledge
and 27% answered that the information technology “very often” helps in
improvement of the professional knowledge. 25% of the respondents
answered “sometimes”. It’s interesting that none of the respondents
answered “rarely” or “never” which indicates that the respondents
(employees) are aware of the importance of the information technology
in the implementation and the effectiveness of the knowledge
management concept.
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Chart 10: The importance of the information technology in the
improvement of the professional knowledge

50,0%

40,0%

30,0%

20,0%

10,0%

0,0% T.
sometimes

very often
Source: Own research

The employees were asked if the information technology helps
them to be more effective in their jobs. The results show that even 50%
of the respondents answered that the information technology “very often”
helps them to be more effective, 43% of the respondents answered
“often” and only 7% answered “sometimes”. None of the respondents
answered that the information technology “rarely” or “never” helps them
to be more effective, which indicates the significance of the information
technology on the effectiveness of the employees.

Chart 11: The influence of the information technology on the
effectiveness of the employees
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The results show that the respondents (employees in the
organizations on the telecommunication market in the Republic of
Macedonia) are aware of the importance of the knowledge management
in the current conditions on the market. That is why managers (human
resources managers) undertake activities in order to enhance the
professional knowledge of the employees by organizing professional
trainings.

To implement the knowledge management, it’s important that the
organization has appropriate organizational culture. Also the
organizational culture influences on the employees to upgrade and to
share their knowledge in the organization.

The results from the survey show that the information technology
is considered as one of the crucial factors in the implementation and
effectiveness of the knowledge management. The employees responded
that information technology helps them in improvement of the
professional knowledge and influence on their effectiveness.

Conclusion

Considering the changing and unpredictable modern business on
the open market and the struggle for conquering competitive advantage,
companies are intensely focusing on the knowledge they possess.
Developing the necessary knowledge within the organization, requires a
focused combination of the knowledge and the abilities of all the
participants in the management process — people, technologies and
processes.

In this respect, knowledge management is considered to be a
strategy which can meet the new conditions on the open market and can
make the organization more competitive. The implementation and the
effectiveness of this concept depends on several crucial factors such as
organizational culture, human resource management and information
technology.

The technological changes and the complex environment are
extremely important in the telecommunication market. Also the
legislation has opened the market and stimulates the competition.
Regarding the dynamic changes on the telecommunication market the
knowledge management is recognized as a strategy for acquiring
competitive advantage. Considering the crucial factors of the knowledge
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management implementation and effectiveness, the results show that the
use of this concept depends on the activities undertaken by human
resources managers in the organizations. Managers have to take activities
in order to improve the organizational knowledge and professional skills
of the employees.

The employees in these companies are aware of the need to
constantly improve an upgrade their knowledge. The results show that
the employees are interested in improving their knowledge in the domain
of their profession, but they don’t recognize the need to upgrade
knowledge outside the domain of their profession. Having in mind that,
managers should motivate the employees to improve their knowledge and
skills outside of their professional specializations.

Also, the knowledge management implementation and
effectiveness depend on the organizational culture of the organization. In
this respect, organization has to have knowledge orientated
organizational culture which will motivate the employees to improve and
upgrade their professional knowledge and also to share it with others in
the organization.

The results of the research confirm the importance of the
information technology as a crucial factor of knowledge management
implementation and effectiveness. The respondents said that the
information technology helps them to improve, share and retain the
professional knowledge.
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Abstract:

Small and medium enterprises (SMEs) have central role in the
global economy as a result of their key features — SMEs are dynamic,
easily adaptable and flexible. Today, SMEs are considered to be one of
the key driving forces of the economic growth and job creation. Around
90% of all businesses in the global economy are SMEs; their share in
total private sector employment is between 61%-81%. One of the main
features of the SMEs is the ability for producing innovations. Modern
growth theories acknowledge the role of innovation as central to
enhancing growth and productivity. Innovations are considered to be the
instruments by which the entrepreneur creates new products and
augments the current products.

This paper will try to examine the importance of innovation and
innovative activities in SMEs. Additionally, the paper will explore some
specifics of SMEs, concept of innovation, innovation types and
determinants of innovation, as well as the obstacles to innovation faced
by the SMEs.
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Introduction

There are several reasons that explain the importance of the
SMEs in the process of economic growth. Very often SMEs can perform
successful diffusion of the latest technologies (e.g. biotechnology). In
addition, SMEs are able, more effectively, to meet the needs of a
relatively small, but specialized, markets. SMEs have positive impact on
the economic growth and competitiveness of the country because of their
flexibility, adaptability to market changes, as well as because of their
impact on employment and knowledge sharing. They can relatively
quickly and without shocks change their productions programs and
conquer the production of highly profitable products, as well as give up
the production of unprofitable products or products for which there is no
demand on the market. All this, together with relatively lower production
costs, higher labor productivity, lower transportation costs and more
efficient management as compared to big enterprises justifies capital
investment aimed towards supporting growth of the SMEs.

SMESs’ activities have large contribution in the production and
growth processes in all developed economies. This role of the SMEs is
connected to the fact that SMEs’ business initiative very often results in
innovation, which, on the other hand, is one of the key sources for
economic growth and prosperity in the modern economies. The adoption
and implementation of economic policies in economies where the
business environment evolves according to the needs of small and
medium entrepreneurship takes into account how new policy measures
will affect small and medium entrepreneurs, given the fact that they are
more flexible, but also more sensitive to changes in the business climate
as compared to the large enterprises. On the other hand, SMEs have
several innate features resulting from the size that distinguishes them
from the large enterprises, such as: fewer employees, less work, fewer
customers and mostly operate on local market.

Innovation is particularly recognized feature of the SMEs because
of their flexibility to the market changes. Innovative activities and SMEs
are closely related — SMEs have to undertake innovative activities if they
want to stay competitive, to develop, and to ensure long-term existence,
in a dynamic and competitive environment. Having all this in mind, the
main objective of this article is to discuss some of the key features of the
SMEs, the definition, types and determinants of innovation and the link
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between innovation and SMEs, with a special emphasis on the impact of
innovation on SMEs competitive ability.

Specific features of the SMEs

Numerous definitions for enterprise division can be found in the
literature. But companies are usually being divided according to their size
to micro, small, medium-sized and large enterprises. The definition of the
size of enterprises is usually determined on the basis of several criteria:
the legislation of each country, number of employees, annual turnover,
value of assets and net profit. The classification of the enterprises in the
Republic of Macedonia in the Company Law has been prepared in
compliance with the definition of the European Union.

Micro, small and medium-sized enterprises are the engine of the
European economy. They are a key source of employment, creation of an
entrepreneurial spirit and innovation in the European Union and
therefore, they are a necessity for strengthening competitiveness and
employment growth. The new definition of SMEs, which entered into
force on January 1, 2005, represents an important step for improvement
of the business environment for SMEs and it is aimed towards fostering
entrepreneurship, investment and growth.’

The common definition of SMEs at EU level is of critical
importance because it is used as a basis for decision-making in the EU
legislation, concerning state aid and structural funds. This means that
different categories of SMEs (micro, small and medium- sized
enterprises) must be defined in a way that ensures economic fairness, i.e.
that provides legal safety to companies, while allowing easy application
to the administrative systems of the Member States.*

Micro, small and medium-sized enterprises are socially and
economically important because they represent 99% of the total number
of enterprises in the European Union, providing around 90 million jobs

2 petkovska, T., Nonkulovska, P. A., The importance of small and medium enterprises
for economic growth in Western Balkan countries, International Conference SMEs
development and innovation: building competitive future of South-Eastern Europe,
Ohrid, Macedonia, October 3-4, 2014, p.612-613.
*http://www.minpo.hr/UserDocslmages/Vodic_SME_definicija%20final_sudski_tumac.
pdf (accessed 10.07.2014)

* Ogawa, E., Upravljanje malim preduzecima danas, Evropski centar za mir i razvoj
(ECPD) Univerziteta za mir Ujedinjenih nacija, Beograd, 2001, p.111-113.
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and have a great contribution to the development of entrepreneurship and
innovation.” In more details, the importance of the SMEs for the
European Union as a whole comes from the following features of the
SMEs: SMEs have faster speed of development compared to large
enterprises; SMEs are employing more than two thirds of the total
number of employees; most business activities in Western Europe are
created by the SMEs; over a longer period there is an increasing trend of
the number of jobs generated by SMEs, whereas the job generation
process in large enterprises shows a declining trend; the role of small
businesses in labor-intensive activities is more important compared to
large enterprises; average European SME employs five workers; one
third of the SMEs are growth oriented; the average age of new
entrepreneur is 35 years; one of five companies are established and lead
by entrepreneurs.

On the other hand, SMEs face several constraints in terms of
organization, management, financing, competition, efficiency, growth
and development as compared to large enterprises. Namely, in large
companies with many employees organization and division of labor is
being easily organized, which is not the case with small companies where
an employee must perform several tasks. Small companies may have a
significant role in the foreign trade of a country as subcontractors to large
multinational enterprises and companies. Their comparative advantage is
that they are flexible, can quickly adapt to changes and meet market
demands.®

SMEs, as well as the large enterprises have their own advantages
and disadvantages. The way in which SMEs outweigh their
disadvantages and use their advantages depends on the environment that
surrounds them. As the most important advantages by which SMEs are
easily differentiated from the large enterprises are the following:’

- Personalized service: SMEs compared with large companies,
have the advantage of offering a personalized service, for example, can
more easily ensure that the same worker attends to a customer during the
checkout process.

*http://ec.europa.eu/enterprise/policies/sme/facts-figures-analysis/sme-
definition/index_en.htm (accessed 20.05.2014)

® Dostic, M., Menadzment malih i srednjih preduzeca, Ekonomski fakultet Univerziteta
u Sarajevo, Sarajevo, 2003, str.23-34.

" The Advanteges of SMEs, http://www.unicycle4kids.org/business-tips/the-advantages-
of-smes.php (accessed 20.01.2015)
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- Best Customer Service: SMEs tend to be closer to their
customers which allows them to better understand customers’ needs,
tastes and preferences, and subsequently, SMEs can provide better care
for customers, for example, better advice on shopping.

- Better access to market information: the market size and
proximity to customers, allows SMEs to better understand the targeted
audience and be aware of the new changes that arise in the market.

- Greater flexibility to adapt to market changes: SMEs have a lean
structure and form here the advantage of faster and better adaptability to
new needs, tastes and preferences of consumers.

- More flexibility to meet needs, tastes and preferences: SMEs
also have the advantage of being able to better match the particular
requirements of its customers, or make concessions when it requests
them.

- Increased capacity for innovation: SMEs have the advantage of
being able to innovate constantly, to bring new products, services or
promotions to the market without running too much risk.

- Increased capacity of reaction, due to its simple, less rigid
structure than large companies. In other words, SMEs have to adapt
quickly to market changes, to meet particular needs, or to innovate.

- More rapid and timely decisions, due to its simple and low
hierarchical structure: SMEs have the ability to make faster and quicker
decisions than large enterprises, which allows them to have greater
capacity to reactions.

- Increased ability to correct errors: the size and the structure of
the SMEs allows for quicker correction of mistakes, for example, SMEs
can have relatively fast reaction in case of product failure, bad campaign,
or a bad choice target audience.

- Better handling of complaints: SMEs can better meet customer
complaints or critiques, for example, can ensure that a single worker can
decide on a reaction connected with the complaints of a given customer
i.e. he doesn’t have to consult several employees.

- Increased worker commitment: because of the relatively simple
organizational structure and no clear division of the responsibilities in the
SMEs, individual workers often contribute significantly in the process of
developing and improving the business by giving new ideas and
suggestions. This, in turn, makes workers more useful and therefore,
more identified and committed.
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- Increased worker productivity: less hierarchical structure of the
SMEs allows for establishing close, personal relations between the
workers and the employer and/or the senior officers of the company,
which makes workers more motivated and therefore, increases workers
productivity.

In addition SMEs have certain disadvantages compared to large
companies which usually are arising from the actual size of enterprises.
The main disadvantages of SMEs can be listed as:®

- Possibility for a rapid bankruptcy in respect to large enterprises.
It is being statistically proven that 30-40% of small companies cease
operations within three years after establishment, and even 60% in a
period of eight to ten years. Due to the low degree of division of labor,
productivity in small company is relatively low, since one employee can
perform various operations and activities, thus reducing the possibility of
improvement and narrow specialization.

- The insufficient information is distinctly marked weakness of
SMEs.

- Wages in SMEs are generally smaller compared to large
companies where workers receive special contributions throughout the
year and where workers’ rights are being protected by collective
agreements and trade unions. Also, tax evasion is greater in SMEs. For
example, in order to avoid tax obligations to the state, often one part of
the workers’ salary is being paid directly, "on hand", which is harmful
for the country, as well as for the employees themselves.

- The risk of job loss is significantly greater in SMES, compared
to large enterprises.

- SMEs are not competitive on the international market, unless
they have joint ventures or act as subcontractors of large enterprises (the
so-called economy of scale).

SMEs differ among themselves in the organization of work,
organizational structure and the manner of management. While for small
enterprises informal organization and simple organizational structure is
characteristic, the structure of medium-sized enterprises is more
formalized with several levels of hierarchy, defined job positions, clearly
established rules and procedures, formalized system of control etc.

® IlykneB b., Menyumenm na manuom 6usnuc, Exonomcku daxyrrer Ckomje, Ckorje,
2006 romuna, p.35-38.
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Concept of innovation and innovation types

There are many definitions for the concept innovation. However,
before defining what innovation means, one should make clear
distinction between the terms - innovation, invention and creativity. The
differences between creativity, inventiveness and innovation, as
emphasized in the modern literature, are integral elements of the
entrepreneurial process.

Creativity refers to the ability to create new content or process
with a certain combination of the current resources i.e. factors of
production. Creativity is the basis for innovation, whereas the innovation
is a result of being creative. Invention or inventiveness is the process of
creating something new. Invention, same as innovation, is a result from
the creativity process; however, the appearance of an invention is usually
considered a random event, luck or coincidence. Innovation, on the other
hand, is associated with definite marketing of a new product, service or
technological process, all of which are results from the inventiveness.

According to Joseph Shumpeter, innovation is the introduction of
new goods, new methods of production, the opening of new markets, the
conquest of new sources of supply and the carrying out of a new
organization of any industry®. Peter Drucker connects innovation with the
entrepreneurship.  Innovation is  specific instrument of the
entrepreneurship which helps the entrepreneurs to exploit changes, an
opportunity for starting new business activities, or introducing new
products and services. In addition, Drucker emphasizes that knowledge
based innovation is the ,star of the entrepreneurship”™™. Knowledge
based innovation differs from all other types of innovation by two main
features — the time needed for transformation of the knowledge based
innovation into a product is longer and knowledge based innovation are
result of a combination of many different types of knowledge i.e. they are
not based on one specific type of knowledge. Porter defines knowledge
based innovation as an attempt ,,to create a competitive advantage by
perceiving or discovering new and better ways of competing in an
industry, and bringing them to the market.”** Organization for Economic

® http://innovationzen.com/blog/2006/11/17/the-definition-of-innovation

(accessed 20.10.2014)

% Drucker P. F., Innovation and Enterpreneurship, Harper and Row Publishers, New
York, 1985, p.75.

' Porter, M. E., The Competitive Advantage of Nations, New York, MacMillan Press,
1990, 6.45.
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Cooperation and Development (OECD) in 2005 gave a general definition
of innovation: An innovation is the implementation of a new or
significantly improved product (goods or services), or process, a new
marketing method, or a new organizational method in business practices,
workplace organization or external relations.*?

Creativity is the process of generating ideas, whereas innovation
is a process of transforming ideas into new products, services or
processes’®. Not all creative ideas are necessarily transformed into
innovation, but, there is no innovation without creativity. Creativity and
inventiveness, as the basis of innovation, are characteristics not only of
the entrepreneur, but also of the company, which can act as leader in the
innovation process by stimulating innovative and creative activities.

OECD classifies the sources of ideas as internal and external
sources.™ Internal sources of ideas are: research and development; top
management; market; production; monitoring of technological
development and internal factors that stimulate innovation. External
sources are listed as: purchase of technology; cooperation with
universities and institutes; cooperation with customers and consultants;
scientific and tehnological literature; patents; commercial literature; fairs,
exibitions, symposia; public programs for support of innovative
activities; competitive situation; training; collaboration with suppliers
and other companies and legislation, rules, regulations, standards.

Several classification of innovation can be met in the literature.
One of the oldest is that of Joseph Shumpeter (1934) who classified
innovation in five distinct types:*®

- introduction of new products,

- introduction of new methods of production,

- opening of new markets,

- development of new sources of supply for raw materials or
other inputs, and

- creation of new market structures in an industry.

2 OECD, Eurostat. Oslo Manual - Guidelines for Collecting and Interpreting
Innovation Data, 3rd Edition. OECD Publishing, 2005, p.46.

3 Tidd J., Bessant J., Innovation and Entrepreneurship, John Wiley and Sons Ltd,
England, 2007, p.40.

 OECD Proposed Guidlines for Collecting and Interpreting Technological Innovation
Data. Paris, OECDDirectorate for Science, Technology and Industry, Industry
Committee, 1991, Tehnologija i inovacije, 69.

> Oslo Manual - Guidelines for Collecting and Interpreting Innovatuion Data,
Publication of OECD and Eurostat, 3th Edition, 2005, p.29.
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According to OECD, four types of innovations are distinguished:
product innovations, process innovations, marketing innovations and
organisational innovations.'®

Product innovation is the introduction of a good or service that is
new or significantly improved, with respect to its characteristics or
intended uses. This includes significant improvements in technical
specifications, components and materials, incorporated software, user
friendliness or other functional characteristics (examples for product
innovations are: new materials, such asteflon and kevlar; instant photos;
camera in a mobile phone; margarine without cholesterol; GPS etc.)

Process innovations the implementation of a new or significantly
improved production or delivery method. This includes significant
changes in techniques, equipment and/or software
(examples for process innovation are: introduction of new equipment—
laser; sensors; automated equipment; digitization of the printing process).

Marketing innovation is the implementation of a new marketing
method involving significant changes in product design or packaging,
product placement, product promotion or pricing (examples for
marketing innovation are: introduction of director exclusive sales; use
method variable cost of goods; promotion of a new trade mark;
marketing of a new product).

Organizational innovations the implementation of a new
organizational method in the firm’s business practices, workplace
organization or external relations (examples for organizational innovation
are: changes in the organization of jobs; the formation of teams doing
business improvement; introduction of quality standards etc.).

Another important classification, besides the above mentioned, is
the one that divides innovation by the degree of innovativeness'’ on
incremental and radical innovation. Incremental innovations include
progressive, continuous and cumulative innovation that does not include
new scientific components to improve the existing technology. They
refer to the incremental improvement of existing technology or existing
production on the market, or represent a modified version of an existing
product or process. Radical innovations refer to introduction of
completely new products, services, new systems of production and

1 |bid, p.47-52.

7 AleixoGongalo G., Tenera Alexandra B., New Product Development process on
High-Tech Innovation Life Cycle, 20009,
www.waset.org/journals/waset/v58/v58-135.pdf (accessed 20.11.2014)
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distribution that make existing products and services uncompetitive.
These innovations may include new technologies or are based on
combining existing technologies adapted for new applications.

Today, the ability to innovate is one of the most important factors
for creating competitive advantages and success of any enterprise.
Innovation is necessary for survival, growth and development of
companies and for enhancing the competitive position of the company.
Innovative activities allow companies to establish status of a ,,temporary
monopol” and receiving additional, extra profit on that basis.

Innovative capacity varies from company to company and it is
determined by a larger number of factors that can promote or constraint
the innovation process in the enterprise. The following determinants of
innovation can be found in the literature:®

- The role of the state in the process of introducing innovations.
Many empirical studies find positive relationship between government
support and innovation activities — government supports stimulates
private investment and innovation.

- The role of the cooperation. The results of research studies
usually confirm the positive impact of cooperation on innovation.
Cooperation is more common between smaller companies — cooperation
is associated with risk sharing and cost division which are more
important for smaller enterprises.

- The degree of decentralization in the enterprise. Higher degree
of decentralization, together with more informal organizational structures
results in more innovative activities.

- The size of the enterprise. Larger companies have better access
to capital markets and more own funds to finance risky and uncertain
innovation projects, compared with small companies. However,
innovative activities in larger companies may be negatively affected
because of their tendency to be more bureaucratic and hierarchical. Also,
the larger the company the looser is the managerial control on innovative
activities.

¥ More explanations in: IlerkoBcka, b. T., IlerkoBcka, A., Mamme u cpeonu
npemnpujamuja u uHosayuume 60 eKOHomujama bazupana Ha 3Haerne, 300PHHUK Ha
TPYAOBU oX KoH(pepeHmwmja: [Ipeau3BunuTe Ha HaykaTa BO €KOHOMHja Oa3upaHa Ha
3Haewe - cocroj0M u mepcrekTuBr, ExoHomcku uHCTHTYT - Cromje, Ckomje, 2012,
p.322-324.
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- Economic activity of the company. Results from the survey
research (Community Innovation Survey)* conducted by the Statistical
Office of the European Union (Eurostat) confirm that firms working in
the manufacturing industry innovate more than the companies in the
service sector — this result is valid for 26, out of 28 countries which are
included in the survey.

- Training of employees. Human capital is an important
determinant of innovative activities. Besides knowledge, skills and
expertise gained through the formal system of education, continuous
investment in human capital, through supporting life-long learning and
training have positive impact on the innovation process in the company.

- The market. The market as a determinant of innovation is
particularly important for export-oriented enterprises. Namely,
companies that sell their products or services on foreign markets are
under strong competitive pressure; therefore, in order to survive, they
must continually produce innovation.

- Internal communication in companies, the belief that innovation
is important and the propensity to risk are emphasized as additional
important drivers of innovation in the research of Wan, Ongand Lee.?

The innovation ability of an enterprise is not solely dependent on
its internal characteristics; the organizations, institutions, regulations and
the overall business ambient in which the company operates also
influence the capacity for producing innovation. From here, the
innovation capacity of a country is complex system that has many
different actors. At the macro level, the innovation process in the country
is determined by the quality of the interaction between research and
development, the demand for innovation, absorption capacity and
diffusion of knowledge and innovation through market and non-market
cooperation.?! In other words, the degree of innovativeness of the country
is a result form the quality of the interactions between the individual
components necessary for developing innovative capacity.

9 Eurostat, European Commission, Science, technology and innovation in Europe,
Eurostat pocketbook, ISSN 1830-754X, 2011 edition.
http://epp.eurostat.ec.europa.eu/cache/ITY_OFFPUB/KS-30-09-148/EN/KS-30-09-148-
EN.PDF (accessed 10.01.2015)

% Wan, D., Ong, C., H., Lee, F., Determinants of firm innovation in Singapore,
Technovation, National University of Singapore, Singapore, 2005, p.265.

2! Struéna skupina: Razvoj inovativnosti i tehnologije,
http://www.azra.hr/documents/46%20-
%20Razvoj%?20inovativnosti%20i%20tehnologije.pdf (10.02.2015)
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Innovation activities in SMEs

Entrepreneurship and innovation are recognized characteristics of
SMEs. Namely, to ensure growth, development and competitive market
advantage, SMEs must be innovative and creative. SMEs are the center
of initiatives where innovation can be initiated and where new ventures
begin. In theory and practice, many of today's new products are result of
the innovative activity of the small enterprises. One of the critical factors
that explain the higher propensity for innovation of the SMEs is the
shorter time period needed for commercialization of the innovation. This
is due to the fact that SMEs are usually concentrated on one market
segment.??

Joseph A. Schumpeter was among the first authors who
connected the term entrepreneur with innovation, emphasizing the
innovation as a very important feature. According to him, an
entrepreneur is a person who initiates change through innovation and
new opportunities, while entrepreneurship is the process of ,,creative
destruction” through which current products or methods of production
are destroyed and replaced with new ones.?® Hence, innovation as an
important characteristic of the entrepreneurial activity is related to the
discovery of new markets, introducing new organizational structure,
permanent modification technology, introducing new technologies,
discovering new sources of energy, introduction of new products and
services, modifying current products, discovery of new resources and
introducing new working methods.

Based on a survey data, around 30% to 60% of the SMEs in the
OECD countries are characterized as innovators in a broader
sense.*Although, they are less likely to conduct research and
development (R&D) as compared to larger firms, they are more likely to
undertake innovative activities through creating or modifying products or
services to meet new market demands, introducing new organizational

2 Tlerxoscka, b. T., Hnosayuume — 3nauaen gaxkmop 3a yumanpedysarwe Ha
KOHKypenmuocma 60 maiume u cpeonu npemnpujamuja (MCII), pedpepar Ha Hayuen
cobup, 300pHUK Ha TpyaoBW "IIpeTHpHEMHHMIITBO — WHOBAIMM W KOHKYPEHTHOCT",
Exonomcku nnerutyt - Cromje, Cronje, 2008, p.22.

% Lajovic, D., Vulic, V., Tehnologija i inovacije, Ekonomski fakultet, Podgorica, 2010,
p.59.

“ OECD: Small and medium sized entreprise: Local Strenght, Global Reach,
http://www.oecd.org/dataoecd/3/30/1918307.pdf (accessed 15.10.2014)
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approaches to enhance productivity, or developing new techniques to
expand sales.

According to another research on innovation and SMEs® small
businesses’ sector provides a significant contribution to the technological
and economic development. In addition, growth and development of
large companies’ brands is the result of innovations implemented in the
phase when these companies have been small companies; today each
large company has once been a small company and due to that reason, it
IS quite interesting to study its historical development; small companies
lack the capacity to implement basic researches, but are very suitable for
applied researches; small companies do not have their own research and
development units, laboratories and pilot units, and do not possess a lab
test of the quality of materials and products; in small companies there is
high motivation of employees through innovation to solve numerous
problems in current operations and to ensure market success.

The fact that innovations stimulate growth and development of
the SMEs has been established in theoretical literature and confirmed in
empirical studies. This finding is also valid in the case of Macedonia.
Namely, Petkovska (2011) has conducted research on a sample of 480
SMEs and found evidence that the introduction of innovation encourages
growth of SMEs in Macedonia®. Moreover, the research suggests that
the ability of an enterprise to innovate will be greater if it is larger, if it
invests in training and education and if the company is an exporter.
Economic sector where the company works is also important for the
probability of innovation — the probability of introducing innovation is
higher if the company is working in manufacturing.

% US Small BusinessAdministration,
http://www.apeiron-uni.eu/apeironinenglish/Centar_za_izdavacku_djelatnost
/Radovi%20u%20PDF-u/Magistarski%20PDF/Mirko_Okolic.pdf)

(accessed 21-07.2014)

* More explanations in “Innovations as a factor for growth stimulation of SMEs with
special emphasis on the Eastern and Western area of the Republic of Macedonia”,
Msc.thesis, Aneta Petkovska, Skopje, Institute of Economics, 2011, pp.111-121.
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Table 1: Advantages and constraints for the innovative activities of

SMEs

Advantages

Shortcomings

Management

Absence of bureaucracy; accepting greater risk;
fast decision making

Absence of formal and management
techniques and skills

Marketlng

Market proximity enables quick response to
changing market conditions; able to dominate

in niche markets

Little or no market power;poor distribution and
logistics; spread to other markets can be
very expensive

Organization

Less routine and inertia

|Uncertainty and costs

Finance

More efficient R & D, innovation rather cheaper

Difficulties in procuring external funding, relatively
high cost of capital, reliance on short-term loans;
inability to avoid risk

Growth

Potential for growth through market niches or
strategy of differentiation

Difficult to procure funds for growth; growth
entrepreneurs are often unable to manage with
growth

Human resources

Flat management structure |

Large fluctuations, lack of formal training

Technlcal staff

Pursue a few things and are involved in the work
of all sectors

Lack of specialists; insufficient competence for
R & D activities

Communication

Effective and informal internal communication
facilitates rapid internal problem solving

Insufficient time and resources to create
technological external links

Institutional support

Agency to support small businesses; advice, training
assistance programs

High transaction costs for access to support centers;
lack of funds to participate in programs to support;
no built awareness of the importance of institutiona
support

Regulation

Some regulations are less stringent for small
enterprises

The system of patent protection is a complex and
expensive for small firms

Cooperatlon

Flexibility and rapid decision-making makes the

company an attractive partner

Asymmetry of power and influence in cooperation
with partners; little or no impact on the supply chai

Source: Deakins, D., Freel, M., Entepreneurship and small firms, McGraw Hill,
2003, Bo Avlijas, R., Preduzetnistvo i mneadzment malih i srednjih preduzeka,

Univerzitet Singidunum, Beograd, 2008,
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It is obvious that SMEs have comparative advantages in
innovation of some degree of technological maturity of the product and
branch?. At the same time, certain factors act as a constraints to the
innovative capacity of the SMEs. Tablel shows the advantages and the
constraints for the innovation activity of the SMEs.

SMEs have special advantages in innovation resulting from the
absence of bureaucracy; flat management structure; efficiency, mostly
informal systems of communication; flexibility, scalability and near the
market. The common dominant or innovative advantage is the speed i.e.
the time it takes to get products to market as a key factor for success,
because of the shorter life cycle of the product and the emergence of
imitators.?® Because the time to come to market is important, speed
becomes only competitive weapon. SMEs should take their innovative
strengths in order to improve competitiveness. As constraints are
concerned, particularly important is the lack of resources to fund
innovation that significantly restricts innovation of SMEs. Financing of
innovation, as a rule, is very expensive and is characterized by a high
degree of risk and uncertainty.

Analyzing the common mistakes made by SMEs in their
innovation activities, Kanter Rosabeth Moss suggests that, in order to
increase their profits, the SMEs should undertake small, incremental
innovations, instead of trying to implement major radical innovations.?
This type of product innovation can serve as an effective weapon against
the competition, because it stimulates the development and enlargement
of the company in the short term, while protecting or improving its
market position at the same time. Moss suggests introduction of so-called
pyramid of innovation in three levels: high, medium and small
innovations.

Innovation is essential for the growth, survival and the vitality of
the modern enterprise, whereas research and development (R&D) is one
of the most important sources of innovation. The result of successful
R&D activity is the knowledge that it will be beneficial for both, the
company and the consumer. The quality of the conducted R&D activity
is positively related to the success of the innovation. Given that the

7T Avlijas, R., Preduzetnistvo i mneadzment malih i srednjih preduzeka, Univerzitet
Singidunum, Beograd, 2008, p.36.

% |bid, p.38.

# KanterRosabeth Moss, Innovation: The Classic Traps, Harvard Business Review,
November 2006, p.82.
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process of R&D is very expensive and long lasting, enterprises,
especially SMEs, are often faced with the dilemma of how to organize
the research and how to approach the market.*

Organization and implementation of R&D is complex process.
Companies, especially SMEs, face with a dilemma whether the R&D
should be conducted independently or they should collaborate with other
companies and undertake joint activities. Joint R&D projects are less
costly and the activity can be finished relatively faster; however, it also
implies results sharing and thus, smaller potential profits. Besides the set
options, financially strong companies can buy ready technological
solutions from other companies or research institutions.

The second dilemma that SMEs faces is connected with the
performance of the market i.e. SMEs have to choose whether they should
introduce themselves with fewer products and try to create greater market
share (fewer products requires less research) or with more products
(diversification which requires much more research activities).

Experiences in improving the competitiveness of SMEs in the
developed world show that despite numerous changes and innovations,
another important factor for improving the competitiveness are various
strategic  partnerships or alliances between companies.®® These
partnerships are defined as managerial cooperation between different
companies and they include contractual and collaborative relations
between enterprises (such as joint venture, licensed contracts and
contracts related to information sharing), as well as organization of joint
research programs with wide range of partners: customers, suppliers and
competitors from other states. In addition, despite these partnerships,
SMEs should establish strong cooperation with universities, institutes
and other educational institutions, as well as contacts with public
agencies for SMEs’ support. All this will help the SMEs in creating
global corporate strategy with a complete line of products, as well as
providing comprehensive services to clients worldwide. Also, strategic
partnerships allow minimizing costs, strengthening technology of
partners and collaborative relations in the R&D area.

% Lajovic, D., Vulic, V., Tehnologija i inovacije, Ekonomski fakultet, Podgorica, 2010,
p.95.

*! Uloga inovacija u poslovanju malih i srednjih poduzeca
http://www.google.com/url?url=http://hrcak.srce.hr/file/112074&rct=j&frm=1&q=&esr
c=5&sa=U&ei=2GXsVOm3JpGKaJH3gbhAG&ved=0CEcQFjAJOA0&usg=AFQjCNHa
MIzfP6mbUnmQUvo3MrcSIfY_QQ (accessed 15.01.2015)
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Conclusion

SMEs are the main drivers of economic development. The high
degree of flexibility and adaptability to new markets enables SMEs to
increase the capacity of resource utilization in the economy. In addition,
they promote private ownership and entrepreneurial skills. SMEs are
engines of growth in market economies, as well as in the countries in
transition — SMEs activities create new jobs, increase the number of the
economic entities, improve standard of living and increase GDP and
competiveness of the domestic economy.

Main advantages of SMEs are the following: flexibility to market
changes, they represent an important source of innovation, easy human
resources managing due to the small number of employees and direct
relationship between the owner and employees, greater motivation and a
high level of control. On the other hand, the disadvantages of small
enterprises can be listed as: inefficiency, as a result of the high
production costs per unit of product, lower sales volume, lack of
specialization, greater market risk since the work is based on one or few
products and difficulties in terms of providing funding.

Entrepreneurship and innovation are recognizable features of
SMEs. Namely, to ensure growth, development and competitiveness,
SMEs must be innovative and creative. SMEs are the center of initiatives
where innovation can be initiated and where new ventures begin.
Innovations represent an instrument by which the entrepreneur creates
new resources and modifies the current base of resources, to increase the
potential for creating wealth. Having this in mind, some authors are
completely right when they state that innovation is a specific tool of
entrepreneurs, i.e. a tool with which entrepreneurs develop the desired
changes. In other words, entrepreneurship is the engine of innovative
activities.

Due to shorter channels of communication, informal decision-
making and greater flexibility, SMEs have greater opportunity for
innovation than the large enterprises. Given that innovation is a
prerequisite for ensuring competitiveness, in order to be innovative
SMEs should: constantly review their operation and introduce
innovations through creation and offer of new products and services;
undertake operations on a global and local level by establishing a direct
relationship with the final beneficiaries of their products and services;
have a good knowledge of their market as well as of the consequences
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that may arise from the undertaken actions; review its capacity for
inventiveness and ability to engage partners for research and
development activities, as most SMEs do not have a research and
development department within the company.

Experiences in strengthening of SMEs competitiveness in the

developed world have shown that despite the numerous changes and
innovations occurring in companies, important factors for strengthening
competitiveness are the various strategic partnerships in these enterprises
and their performance in foreign markets.

10.

72

Bibliography:

Avlijas, R., Preduzetnistvo i mneadzment malih i srednjih
preduzeka, Univerzitet Singidunum, Beograd, 2008.

Aleixo Gongalo G., Tenera Alexandra B., New Product
Development process on High-Tech Innovation Life Cycle, 20009,
www.waset.org/journals/waset/v58/v58-135.pdf

. Dostic, M., Menadzment malih i srednjih preduzeca, Ekonomski

fakultet Univerziteta u Sarajevo, Sarajevo, 2003.
Drucker P. F., Innovation and Enterpreneurship, Harper and Row
Publishers, New York, 1985.

. Eurostat, European Commission, Science, technology and

innovation in Europe, Eurostat pocketbook, ISSN 1830-754X,
2011 edition.

KanterRosabeth M., Innovation: The Classic Traps, Harvard
Business Review, November 2006.

Lajovic, D., Vulic, V., Tehnologija i inovacije, Ekonomski
fakultet, Podgorica, 2010.

. Ogawa, E., Upravljanje malim preduzecima danas, Evropski

centar za mir i razvoj (ECPD) Univerziteta za mir Ujedinjenih
nacija, Beograd, 2001.

. OECD, Eurostat. Oslo Manual - Guidelines for Collecting and

Interpreting Innovation Data, 3rd Edition. OECD Publishing,
2005.

OECD Proposed Guidlines for Collecting and Interpreting
Technological Innovation Data. Paris, OECDDirectorate for
Science, Technology and Industry, Industry Committee, 1991.


http://www.waset.org/journals/waset/v58/v58-135.pdf

Tatjana Petkovska; The role and importance of innovation in business of ...

11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

OECD: Small and medium sized entreprise: Local Strenght,
Global Reach, http://www.oecd.org/dataoecd/3/30/1918307.pdf
[TetkoBcka, b. T., Hnosayuume — 3Hnauaen ¢haxmop 3a
VHanpeoyeéare HA KOHKYPEHMHOCMA 60 Maiume U CpeoHu
npemnpujamuja (MCII), pebepar Ha Hayuen cobup, 300pHHK Ha
TpyaoBu "lIpeTnpueMHUINITBO — WHOBAIIMM W KOHKYPEHTHOCT'",
Exonomcku uactutyT - Cromje, Cromje, 2008.

[TetkoBcka A., Hunosayujama kaxo haxmop 3a nommukHyearse
Ha pacmom Ha Mmaiume U CpeOHU npemnpujamuja co nocebew
océepm Ha Hcmounuom u 3anaonuom Oen Ha Penybnuxa
Maxkedonuja, maructepcku Tpyn, Ekonomcku nucrutyt, Ckomje,
2011.

[lerkoBcka, b. T., IletkoBcka, A., Marume u cpeonu
npemnpujamuja u uHogayuume 60 eKoHomujama Oazupama Ha
3Haerwe, 300pHUK Ha TpyaoBu: [Ipeau3BuiTe Ha HaykaTa BO
eKOHOMMja Oa3upaHa Ha 3Haewe - COCTOJOM M TEpCHEeKTHUBH,
Exonomcku unctutyt - Cromje, Cromje, 2012,

Petkovska, T., Nonkulovska, P. A., The importance of small and
medium enterprises for economic growth in Western Balkan
countries, International Conference SMEsdevelopment and
innovation: building competitive future of South-Eastern Europe,
Ohrid, Macedonia, October 3-4, 2014.

Renko, N., Marketing malih i srednjih poduzeéa, Zagreb: Ljevak,
2010 Bo
http://www.google.com/url?url=http://hrcak.srce.hr/file/112074 &r
ct=j&frm=1&g=&esrc=s&sa=U&ei=2GXsVOm3JpGKaJH3gbA
G&ved=0CEcQFjAJOA0&uUsg=AFQjCNHaMIzfP6mbUnmQUv
03MrcSJFY_QQ

Stru¢na skupina: Razvoj inovativnosti i tehnologije,
http://www.azra.hr/documents/ 46%20-
%20Razvoj%20inovativnosti% 20i%20tehnologije.pdf

Tidd J., Bessant J., Innovation and Entrepreneurship, John Wiley
and Sons Ltd, England, 2007.

Zimmerer W. Th.,, Scarborough M. N., Essential of
Entrepreneurship and Small Business Management, fifth edition,
Pearson Prentice Hall, New Jersey, 2008.

Wan, D., Ong, C., H., Lee, F., Determinants of firm innovation in
Singapore, Technovation, National University of Singapore,
Singapore, 2005.

73


http://www.oecd.org/dataoecd/3/30/1918307.pdf
http://www.google.com/url?url=http://hrcak.srce.hr/file/112074&rct=j&frm=1&q=&esrc=s&sa=U&ei=2GXsVOm3JpGKaJH3gbAG&ved=0CEcQFjAJOAo&usg=AFQjCNHaMlzfP6mbUnmQUvo3MrcSJfY_QQ
http://www.google.com/url?url=http://hrcak.srce.hr/file/112074&rct=j&frm=1&q=&esrc=s&sa=U&ei=2GXsVOm3JpGKaJH3gbAG&ved=0CEcQFjAJOAo&usg=AFQjCNHaMlzfP6mbUnmQUvo3MrcSJfY_QQ
http://www.google.com/url?url=http://hrcak.srce.hr/file/112074&rct=j&frm=1&q=&esrc=s&sa=U&ei=2GXsVOm3JpGKaJH3gbAG&ved=0CEcQFjAJOAo&usg=AFQjCNHaMlzfP6mbUnmQUvo3MrcSJfY_QQ
http://www.google.com/url?url=http://hrcak.srce.hr/file/112074&rct=j&frm=1&q=&esrc=s&sa=U&ei=2GXsVOm3JpGKaJH3gbAG&ved=0CEcQFjAJOAo&usg=AFQjCNHaMlzfP6mbUnmQUvo3MrcSJfY_QQ
http://www.azra.hr/documents/%2046%20-%20Razvoj%20inovativnosti%25%2020i%20tehnologije.pdf
http://www.azra.hr/documents/%2046%20-%20Razvoj%20inovativnosti%25%2020i%20tehnologije.pdf

Economic Development No.1-2/2015 p.(55-74)

74

21.

22.

23.

24,

25.

26.

27.

US Small Business Administration,
http://www.apeiron-uni.eu/apeironinenglish/Centar_
za_izdavacku_djelatnost/Radovi%20u%20PDF-
/Magistarski%20PDF/Mirko_Okolic.pdf)

[Myknes b., Menymenm mna maruom 6usHuc, EKOHOMCKHU
dakynrer Ckomje, Ckormje, 2006.
http://www.minpo.hr/UserDocsImagesVodic_SME_definicija%?2
Ofinal_sudski_tumac.pdf
http://ec.europa.eu/enterprise/policies/sme/facts-figures-
analysis/sme-definition/index_en.htm
http://innovationzen.com/blog/2006/11/17/the-definition-of-
innovation
http://epp.eurostat.ec.europa.eu/cache/ITY_OFFPUB/KS-30-09-
148/EN/KS-30-09-148-EN.PDF
http://www.google.com/url?url=http://hrcak.srce.hr/file/112074&r
ct=j&frm=1&g=&esrc=s&sa=U&ei=2GXsVOm3JpGKaJH3gbA
G&ved=0CEcQFjAJOA0&uUsg=AFQjCNHaMIzfP6mbUnmQUv
03MrcSJFY_QQ


http://www.apeiron-uni.eu/apeironinenglish/Centar_%20za_izdavacku_djelatnost/Radovi%20u%20PDF-/Magistarski%20PDF/Mirko_Okolic.pdf
http://www.apeiron-uni.eu/apeironinenglish/Centar_%20za_izdavacku_djelatnost/Radovi%20u%20PDF-/Magistarski%20PDF/Mirko_Okolic.pdf
http://www.apeiron-uni.eu/apeironinenglish/Centar_%20za_izdavacku_djelatnost/Radovi%20u%20PDF-/Magistarski%20PDF/Mirko_Okolic.pdf
http://www.minpo.hr/UserDocsImagesVodic_SME_definicija%20final_sudski_tumac.pdf
http://www.minpo.hr/UserDocsImagesVodic_SME_definicija%20final_sudski_tumac.pdf
http://innovationzen.com/blog/2006/11/17/the-definition-of-innovation
http://innovationzen.com/blog/2006/11/17/the-definition-of-innovation
http://epp.eurostat.ec.europa.eu/cache/ITY_OFFPUB/KS-30-09-148/EN/KS-30-09-148-EN.PDF
http://epp.eurostat.ec.europa.eu/cache/ITY_OFFPUB/KS-30-09-148/EN/KS-30-09-148-EN.PDF
http://www.google.com/url?url=http://hrcak.srce.hr/file/112074&rct=j&frm=1&q=&esrc=s&sa=U&ei=2GXsVOm3JpGKaJH3gbAG&ved=0CEcQFjAJOAo&usg=AFQjCNHaMlzfP6mbUnmQUvo3MrcSJfY_QQ
http://www.google.com/url?url=http://hrcak.srce.hr/file/112074&rct=j&frm=1&q=&esrc=s&sa=U&ei=2GXsVOm3JpGKaJH3gbAG&ved=0CEcQFjAJOAo&usg=AFQjCNHaMlzfP6mbUnmQUvo3MrcSJfY_QQ
http://www.google.com/url?url=http://hrcak.srce.hr/file/112074&rct=j&frm=1&q=&esrc=s&sa=U&ei=2GXsVOm3JpGKaJH3gbAG&ved=0CEcQFjAJOAo&usg=AFQjCNHaMlzfP6mbUnmQUvo3MrcSJfY_QQ
http://www.google.com/url?url=http://hrcak.srce.hr/file/112074&rct=j&frm=1&q=&esrc=s&sa=U&ei=2GXsVOm3JpGKaJH3gbAG&ved=0CEcQFjAJOAo&usg=AFQjCNHaMlzfP6mbUnmQUvo3MrcSJfY_QQ

UDC 338.24.021.8:339.727.22(497.7)
Original scientific paper

Silvana MOJSOVSKAY)
Verica JANESKA?)

THE INFLUENCE OF BUSINESS CLIMATE REFORMS ON
INVESTMENT IN THE REPUBLIC OF MACEDONIA

Abstract

This paper deals with the business climate reforms in the
Republic of Macedonia, from the perspective of the achieved progress
and importance of regulatory reforms in investment decisions. The main
methods used for elaboration of the paper include methods of analysis
and synthesis, based on extensive review and processing of available
data, as well as consultation of relevant literature. The paper focuses on
the measurement of the business climate by the World Bank “Doing
Business Report” comparison of the achievement of Republic of
Macedonia and other Western Balkan countries, as well as views of
Macedonian firms about different elements of the business climate
presented into the Enterprise Survey by the World Bank. In addition, the
paper provides data on investment in the Republic of Macedonia and
other Western Balkan countries (for comparison purposes), in particular,
data on gross fixed investment and FDI, followed by overview of the
importance of the regulatory reforms for the actual investment results.
The major findings of the paper confirm that regulatory reforms in the
Republic of Macedonia have contributed a lot towards improvement of
the business climate in the country, but investment decisions have been
primarily determined by other factors, which implies the need for the
country to tailor the investment policy making process towards
overcoming of constraints.
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Introduction

In the past decade, the improvement of the business climate has
become substantial part of the work of the governments in many
countries, which has been primarily encouraged and measured by the
World Bank. The annual edition of “Doing Business” reports forces
governments to undertake various reforms in their respective countries,
aiming towards scoring better ranking in the Reports. The Republic of
Macedonia has achieved remarkable results in this sphere, evidently
through the World Bank measurements. In this respect, the improvement
of the business climate in the Republic of Macedonia is undeniable, but
raises a question about the importance of this factor for investment
decisions of the investor, domestic or foreign. In this context, the paper
would focus on measurement of the business climate by the World Bank
“Doing Business Report”, comparison of the achievement of the
Republic of Macedonia and other Western Balkan countries, as well as
views of the Macedonian firms about on different elements of the
business climate presented in the Enterprise Survey by the World Bank.
In addition, the paper would provide data on the investment in the
Republic of Macedonia and other Western Balkan countries and
discussion on the importance of the regulatory reforms for the actual
investment results. The methodology used for elaboration of this paper
includes methods of analysis and synthesis, based on extensive review
and processing of available data, as well as consultation of relevant
literature.

1. Reforms for improvement of the business climate in the
Republic of Macedonia

Starting from 2007, the Republic of Macedonia has been
continuously promoted as a successful reformer by the World Bank in the
“Doing Business Report”. The Report published annually provides
indicators for business regulation in the national economies. The data
referring to the Western Balkan countries ranking in the Doing Business
Report 2014 are presented in Table 1. The Republic of Macedonia has
the highest overall ranking compared to the countries from the region, as
well as relatively high ranking (25" position) in the total ranking of 189
economies. According to the World Bank Doing Business Report 2014,
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on average around the world, establishing a business involves 7
procedures, takes 25 days and costs 32% of the income per capita in
fees.® These same procedures in the Republic of Macedonia take 2 days
and cost of 1.9% of income per capita.* With regards to the specific
(sub)indicators, the Republic of Macedonia has outstanding results
related to reforms for starting a business and getting credit (rankings 7
and 3), while it is seriously lagging behind in enforcing contracts
(ranking 95), trading across the borders (ranking 89), registering property
(ranking 84) and getting electricity (ranking 76). Other countries in the
region have much lower overall ranking, while in terms of sub-indices,
some of the countries have better scores. However, the common
problems in the region include dealing with construction permits,
registering property and enforcing contracts.

Table 1: Western Balkan countries’ performances in Doing Business
Report 2014

N = g | o
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Albania 9 | 76 | 189 | 158 | 119 |13 | 14 | 146 | 85 | 124 | 62
B&H 131 | 174 | 175 | 164 | 96 | 73| 115 | 135 | 107 | 115 | 77
Croatia 80 | 80 | 152 | 60 | 106 | 42 | 157 | 34 | 99 | 49 | 98
Macedonia | 25 | 7 | 63 | 76 | 84 | 3 | 16 | 26 | 89 | 95 | 52
Monte 44 | 69 | 106 | 69 | 98 | 3 | 34 | 86 | 53 | 136 | 45
Negro
Serbia 93 | 45 | 182 | 85 | 44 | 42| 80 | 161 | 98 | 116 | 103
KO0SOV0 86 | 100 | 136 | 121 | 58 | 28| 98 | 43 | 121 | 138 | 83

Source: Doing Business Report 2014, World Bank, Washington

The overall ranking of the Republic of Macedonia indicates that
the country went through serious reforms in the last decade. The main
reform in the Republic of Macedonia aiming towards improvement of the
business climate includes two phases - Regulatory Guillotine introduced
in 2006, and Regulatory Impact Assesment (RIA) introduced in 2006,

® Doing Business Report 2014, World Bank, Washington, p.1.
4 -
Ibid.
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although obligatory as of January 2009. In addition, the Government has
introduced a Unified Electronic Register for Legislation (ENER), which
could also be considered as an important regulatory reform.

The Regulatory Guillotine was undertaken in four phases, which
have overlapped in terms of time, as only the first phase have been
completed so far. The first phase covered over 545 legal acts which were
amended in order to reduce the administrative burdens and procedures
for personal and business purposes. The second phase of the Regulatory
Guillotine focused on customs tariffs and procedures. It resulted in a
package of 54 recommendations for cutting down on customs tariffs and
long administrative customs procedures. The third phase is aimed at
eliminating administrative burden through consultation of the business
community. Out of the extensive number of proposals by the business
community, 46 measures were selected and approved for implementation
by the Government in September 2010. The fourth phase of the
Regulatory Guillotine began in 2012, applying the same methodology as
the previous phase, i.e. consultation of the business community, primarily
small companies. Out of 109 proposals from the small companies, 40
were selected and approved for implementation by the Government. The
expected benefits for the small companies could be summarized in
simplified procedures for obtaining the necessary documents from state
and public institutions, more transparent rules for participation in the
public tenders, as well as shorter deadlines for receiving construction
permits for building industrial capacities, etc.

The reforms undertaken within the process of regulatory
guillotine have resulted in considerable improvement in Macedonia’s
ranking in the World Bank’s Doing Business Reports, as shown above. In
addition, as mentioned above, the regulatory impact assessment (RIA)
was introduced as obligatory for the Governmental institutions in January
2009. RIA has been implemented in two forms: Preliminary RIA, which
focuses on determining the problem to be regulated by the policy, and
Expanded RIA which enables stakeholder involvement through public
consultation from the early stage of drafting or amending the legislation.
This should contribute to increase in the quality of the policies and
legislation in terms of responding to the needs of the companies, but the
implementation of RIA in the Republic of Macedonia could not be
assessed as particularly successful at present.

Furthermore, the reforms towards better regulatory and business
environment have included establishment of Single National Electronic
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Register for Legislation (ENER). ENER has been designed as a single
spot where draft laws should be uploaded and made available for
comments by the stakeholders (during the process of RIA) at least 10
days prior to their processing to the Government or Parliament, in an
open and transparent manner. This register therefore, serves as a tool for
informing citizens, the business community, Commercial Chambers,
NGOs, business associations, legal entities and other interested parties
about existing legislation acts, proposed laws in the phase of their
preparation, and Regulatory Impact Assessment (RIA) on these proposed
laws.

Table 2: Change of the ranking of the Republic of Macedonia in the
Doing Business Reports 2007 and 2014, by sub-indexes

Ranking in Ranking in .
. ) Changes in
. Doing Doing .
Sub-indexes : : the ranking
Business Business 2014-2007
Report 2014 Report 2007
Starting business 7 76 169
Dealingwith | g5 150% 189
construction permits
Getting electricity 76 121** 145
Registering property | 84 87 T3
Getting credit 3 48 145
Protecting investors 16 83 167
Paying taxes 26 79 153
Trading across the
borders 89 127 138
Enforcing contracts 95 72 423
Resolving insolvency | 52 55** T3
Overall rank 25 92 167

Note: Doing Business Report 2014 encompasses 189 countries, while Doing
Business Report 2007 encompasses 175 countries

* This sub-index has been first measured in 2009. Therefore, the change in the
ranking refers to 2014/2009

** This sub-index has been first measured in 2012. Therefore, the change in the
ranking refers to 2014/2012

Source: Doing Business Reports 2007-2014, World Bank
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It could be argued that the undertaken reforms, as measured by
the World Bank Doing Business Reports, have caused positive changes
in most of the areas monitored by World Bank. As presented in Table 2,
the overall ranking of the Republic of Macedonia rose by 67 positions in
the period 2007-2014, from 92™ to 25" position. Positive changes have
been registered in all other sub-indexes, apart from the category of
enforcing contracts. It should be noted that significant progress has been
also made into the areas which were still marked as problematic, such as
dealing with construction permits and trading across the borders. These
categories are particularly important for the domestic as well as for the
foreign companies operating in the country, implying the necessity for
further reforms, tailored according to the needs of the business sector.
The third and fourth phase of regulatory guillotine (still on-going) have
been designed in that manner, which raises the expectations for delivery
of genuine reforms for the companies.

The data presented in Table 1 and Table 2, along with the brief
elaboration of the undertaken regulatory reforms, provide a relatively
bright image about the business climate in the Republic of Macedonia.
As mentioned above, there are several problematic areas where
additional efforts of the institutions are needed, but the overall picture is
rather positive. However, the perspective provided in the Doing Business
Report mainly reflects the institutional view and undertaken reforms in
the regulatory sphere, and therefore, it would be interesting to have a
look on the views of the companies. The World Bank has undertaken
Enterprise Survey of 360 Macedonian companies in 2013, requesting
firms’ opinion about issues related to operational work (obtaining
licenses, etc.), trade, finances, informal economy, workforce, etc. A
segment of the issues covered with the Survey and linked to some of the
sub-indexes in the Doing Business Report have been presented in the
Table 3.
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Table 3: Enterprise Survey in the Republic of Macedonia 2013

major constraint

8 2 '§ g
S |23 E
2 |58E| 3
o = = = o
S |8d5a| =
S Wwwo| <
Starting business and construction permits
Days to obtain an operating license 144 | 231 29.4
Days to obtain construction-related permit 180.0 | 72.6 71.0
Days to obtain an import license 13.8 | 135 185
Senior management time spent dealing with the 10.3 | 121 9.9
requirements of government regulation (in %)
Trading across the borders
Percent of firms exporting directly or indirectly 30.6 | 194 175
(at least 1% of sales)
Days to clear direct exports from customs 3.7 4.8 7.8
Percent of firms using material inputs and/or 76.0 | 61.4 63.0
supplies of foreign origin
Days to clear imports from customs 6.7 5.9 11.7
Getting electricity
Days to obtain an electrical connection 28.9 | 26.6 30.7
(upon application)
Percent of firms identifying electricity as a major | 28.9 | 17.9 34.1
Constraint
Paying taxes
Percent of firms competing against unregistered 55.5 | 39.0 54.6
or informal firms
Percent of firms identifying practices of 346 | 205 28.0
competitors in the informal sector as a major
constraint
Getting credit
Percent of firms with a bank loan/line of credit 454 | 36.5 34.6
Proportion of loans requiring collateral (%0) 90.7 | 82.8 7.7
Value of collateral needed for a loan 275.5 | 2056 | 193.2
(% of the loan amount)
Proportion of investment financed by banks (%) 11.1 | 137 145
Percent of firms identifying access to financeasa | 19.3 | 17.1 28.9

Source: Enterprise Surveys, World Bank (htpp://www.enterprisesurveys.org)
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As evident from Table 3, the most serious problem observed by
the companies is obtaining construction license, which in average takes
180 days or 2.5 times longer than the average period in other countries.
In addition, the majority of interviewed firms felt threatened by the
informal competition, while access to finance has been more challenging
compared to other countries (in terms of collateral value). The other
presented categories do not differ a lot from other countries.
Furthermore, the provided responses by the companies are largely in line
with the scores from Doing Business Reports, confirming the impact of
the reforms in the real sector. In this respect, it could be argued that the
business climate in the Republic of Macedonia has improved as
perceived by international institutions, as well as domestic companies.
However, considering that ultimate aim of improvement of business
climate is smooth functioning of the real sector and increase of
investment, the regulatory reforms should be also linked to the results in
the investment sphere. A brief overview of the investment in the
Republic of Macedonia over the analyzed period is provided below.

2. Investment in the Republic of Macedonia

The investment in the Republic of Macedonia could be analyzed
through gross fixed capital formation (which excludes financial
investment) and foreign direct investment (FDI). For the purpose of more
realistic assessment of investment in the country, a comparison with
other Western Balkan countries has been provided. As presented in Table
4, the gross fixed capital formation in the Western Balkans as percentage
of the GDP varies across the countries, ranging from 17% in Albania up
to 30% in the Republic of Macedonia in 2012 (the latest year with
available data for all the countries). Most of the countries in the region
have higher share of gross fixed capital formation compared to the 18%
in EU (2011), which is not unusual as developing countries’ governments
tend to spend more in public investment (roads, public buildings, etc.),
for the purpose of spurring economic growth.” The Republic of
Macedonia increased its gross fixed capital formation from 20% up to
29% of GDP over the period 2009-2013, while Montenegro experienced

® Silvana Mojsovska, Measurement of the Investment climate versus Investment in the
Western Balkans in conference proceedings “Rule of Law Enhancement in the Western
Balkans: Identifying the Next Steps”, Aspen Institute, Berlin, 2014, p.52.
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a reverse trend of decreasing from 27% down to 18% of GDP during the
same period. In Croatia, this indicator also dropped from 24% to 18%
over the analyzed period. Large share of the increase in the gross fixed
capital formation in the Republic of Macedonia has been attributable to
the government’s spending, while the decrease in other countries could
be related to the prudent fiscal policy, as well as the decrease in FDI.

Table 4: Gross fixed capital formation in the Western Balkans,
2009-2012 (as % of GDP)

2009 2010 2011 2012 2013

Albania 18 18 17 17 17
B&H 18 17 21 22 n.a
Croatia 24 21 20 19 18
Macedonia 20 19 21 30 29
Montenegro 27 21 18 19 18
Serbia 19 18 18 21 n.a
Kosovo 25 28 29 27 n.a

Source: World Bank Data base
(http://data.worldbank.org/indicator/NE.GDI.FTOT.ZS)

Although finances are excluded from the gross fixed capital
formation, recent study by Estrin and Uvalic® suggests that FDI has
contributed substantially to gross fixed capital formation in the Western
Balkan countries from 2003 onwards. During the period 2003-2011, the
ratio of FDI to gross fixed capital formation was, on average, 32 percent
for the whole region (Kosovo excluded as no data were available, while
Bulgaria and Romania included), but it was particularly high in
Montenegro (over 70 percent) and Serbia (over 30 percent).” This
indicates that FDI contributed to increase of capital assets in the countries
by transfer of technology and equipment. For the countries that received
larger amounts of FDI, this finding could be very relevant. Unfortunately,
the Republic of Macedonia did not manage to attract considerable
investment compared to other western Balkan countries. Table 5 presents

® Estrin and Uvalic, Foreign Direct Investment in the Transition Economies: Are the
Balkans different?, LSE, LEQS PaperNo0.64/2013, July 2013.
7 -

Ibid.
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the FDI inflows in the Western Balkans in the period 2008-2013. The
crisis of 2008 onwards was mostly stated as a reason for overall fall of
the investment on the global level, which certainly affects the region, too.

Table 5: FDI Inflows in the Western Balkans, 2008-2013
(millions of US$)

2008 2009 2010 2011 2012 2013

Albania 974 996 1051 876 855 1225
B&H 1002 250 406 493 366 332
Croatia 5938 3346 490 1517 1356 580
Macedonia 586 201 212 468 93 334
Montenegro 960 1527 760 558 620 447
Serbia 2955 1959 1329 2709 365 1034
Kosovo n.a n.a n.a n.a n.a n.a

Source: World Investment Report 2014, UNCTAD, p.208.

Based on the presented data, there is visible discrepancy in the
case of the Republic of Macedonia promoted as a front runner in the
regulatory reforms in the region over the past decade. Apart from the
extensive reforms which brought the country high rankings for doing
business, Macedonia has been also pursuing intense campaign for
attraction of the FDI, including immense FDI incentives, media
advertisement, road shows, etc. However, the results were not as
expected, indicating that the foreign investors base their decisions on
numerous factors, with good regulation and favorable business climate
being only part of them. On the other hand, Montenegro, which has
relatively good overall ranking and needs to undertake substantial
reforms with regards to construction permits and enforcement of the
contracts (same as the Republic of Macedonia), has attracted decent
amount of FDI in the past years. Majority of them were related to tourism
properties, including the element of construction permits, too. Serbia also
attracted substantial amount of investment, despite its relatively low
rankings in some areas suggesting that the focus of the policy-makers
should be primarily on the drivers for FDI, as it could be said that
investment climate measurements do not have determining impact in the
final stages of FDI decision-making.®

® Silvana Mojsovska, op. cit., p.53.
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Implicitly, the main factors that determine the investment
decisions of the companies could be only partially controlled by the state,
i.e. improvement in the business climate plays important role for the
investment, but could be considered only as one of the factors. According
to the World Bank, the investors base their decision for investment taking
into account three groups of factors: factors related to costs for
production and distribution, factors related to risks and barriers to
competition (Table 6).

Table 6: Factors that share opportunities and incentives for firms

to invest
Factors Government has strong Government has less
influence influence
Costs - Corruption - Market-determined
- Taxes prices of inputs
- Regulatory Burdens, red - Distance to input and
tape output markets
- Infrastructure and - Economies of scale and
finance costs scope associated with
- Labour market regulation particular technologies
Risk - Policy predictability and - Consumer and
credibility competitor responses
- Macroeconomic stability - External shocks
- Rights to property - Natural disasters
- Contract enforcement - Supplier reliability
- Expropriation
Barriers to - Regulatory barriers to - Market size and
competition entry and exit distance to input and

Competition law and
policy

Functioning finance
markets
Infrastructure

output markets

- Economies of scale and
scope in particular
activities

Source: World Development Report 2005: Better Investment Climate for
Everyone, World Bank, Washington, 2004, p.22.

As presented in the Table 6, strong legal and institutional
framework is needed, but there are also many factors on which state does
not have strong influence. Particularly problematic factor for the
Republic of Macedonia is the small size of its market. In this respect, no
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regulation could help to prevail this factor (apart of the case when
country has natural resources, such Montenegro), implying the need for
strategic alliances and regional integration, so the country would be part
of a broader market. The idea about development of the regional
investment concept has been already put on the agenda of CEFTA.” This
could be a good step forward toward increase of the awareness of the
Western Balkans countries about the economic/industrial specifics of the
their neighbors, which is crucial for making less isolated investment
policies in the region.”® There are other limitation factors too, implying
the Republic of Macedonia should take into consideration all constraints
related to investment. In this respect, the regulatory reform should remain
one of the corner-stones in creation of favorable investment climate, but
combined with other policy approaches in purpose of achieving better
investment results, too.

Conclusion

Starting from 2006, the Republic of Macedonia has undertaken
intense regulatory reforms which resulted in significant increase of the
country’s ranking in Doing Business Report by the World Bank. In the
overall ranking, the Republic of Macedonia achieved impressive shift
from 92" position in 2007 to 25™ position in 2014. The major reforms
that led to this result were the Regulatory Guillotine, which has been
continuously implemented since 2006, along with introduction of
Regulatory Impact Assessment (RIA) and Unified Electronic Register for
Legislation. In terms of sub-indexes as measured in Doing Business
Report, improvements were noted in all areas over the period, with
exception of enforcement of contracts. However, apart of this category,
dealing with construction licenses, as well as trading across the borders
and registering property are also areas where additional intense reforms
are needed. The overall improvement in the business climate has also
been confirmed by the companies, in the Enterprise Survey undertaken
by the World Bank as their views corresponds mostly to the indicators
presented in the Doing Business reports, including the areas where
further improvement is needed.

*http://192.232.255.119/~cefta/sites/default/files/Priorities%20Macedonia%20Chairman
ship%202014.pdf
19 Sjlvana Mojsovska, op. cit., p.53-53.
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However, considering that ultimate aim of improvement of
business climate is smooth functioning of the real sector and increase of
investment, an effort for linking the regulatory reforms to the results in
the investment sphere was made in the paper. Opposite to the regulatory
scoring that placed the Republic of Macedonia in a superior position
compared to the other countries in the Western Balkan region, the
investment data indicated that the Republic of Macedonia was less
successful then other countries in attracting investment. This suggested
that the regulatory reforms and the commitment of the Government to
create a favorable investment climate should take into consideration all
factors relevant for investors, in particular those that serve as a major
constraint for the country. In the case of the Republic of Macedonia, such
factor is the small size of its market which implies the need for strategic
alliances and regional integration. There are other limitation factors, too,
implying that Republic of Macedonia should tailor its investment policy
towards overcoming of constraints, with regulatory reform being part of
the policy-creation process.
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Abstract

Investment funds are institutions with primary interest to invest
free resources of individuals and companies in order to achieve higher
returns with lower risk level. To realize this goals, investment funds have
to select an appropriate investment strategy and portfolio of assets.

The paper analyzes the performance of investment funds in the
country in order to investigate the development of investment funds in
the past. The analysis is done in terms of change in the total value of the
property and portfolio of the investment fund from several aspects: assets
structure, geographical allocation and sectorial structure of an
investment.

The research provides an opportunity to review the functioning of
this type of institutions in the capital market which is not developed
enough, in this case with the example of the Republic of Macedonia. At
the same time this gives us an opportunity to make a comparative
analysis with the performance of investment funds in other countries
(developed and underdeveloped countries) in the future. It also gives us
an opportunity to bring a conclusion whether the global financial crisis
had an impact on the performance of investment funds, i.e. what changes
occurred in the investment policy and strategy in these institutions in
response to the financial crisis.

The research is based on secondary data obtained from
publications of relevant domestic institutions (National bank of
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Macedonia and Commission for Securities of the Republic of
Macedonia).

Key words: investment funds, investment strategy, portfolio of
investments, Republic of Macedonia.

JEL classification: G11

Introduction

The main reason for investing hundreds of billions of dollars in
the investment funds every year lies in the fact that through investment
funds higher profits can be achieved than the profits achieved with
standard investment in banks or savings banks. The money invested in
funds do not constitute term obligated funds and they are always
available to investors. Investing in investment funds provides greater
ability to separate (diversify) the risk of the investments. Funds are
managed by a team of professional experts who manage and lead the
portfolio fund, adhering to basic rules of profitability, safety and liquidity
and enabling achievement of lower costs in trading with securities
compared to the individual venture. Investment funds may invest in
domestic and foreign capital markets, further enabling greater
diversification of risk. The funds allow individual investors to reduce the
risk by diversifying the portfolio, liquidity, responsible cash management
and lower transaction costs.

Investment funds as a kind of financial institution differ from
other types of financial institutions such as banks, savings and others,
which are obtained as financial assets through deposits from the
corporate sector and the household sector and are basically invested in
the form of loans as a main source of funding. The investment funds, on
the other hand, collect their funds through issuance of stocks and shares,
investing them in a number of different assets (stocks, shares, bonds,
deposits, etc.). The diversification of the assets means diversification of
the risk, but it also creates an opportunity for increased return on
investment.

The advantages of investing in investment funds are numerous,
however, the important ones being:*

® Brown, F.K, Reilly K.C., Investment analysis and portfolio management, 7-th edition,
Thomson South Western, 2002, p.1074.

* Bodi Z., Kejn A., Markus A., Investicii, 8-th edition, Tabernakul, Skopje, 8-th edition
(translated in macedonian language), 2010, p.12.
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» Pooling - Investment Fund collects funds from number of
individual investors in the market and then acts as a major investor
creating favorable conditions and allowing investment of individuals;

* Diversification - an investor is limited to the lower part of the
stock or bond (unless they have a great amount of money). The
investment fund owns many different securities. If some of the securities
experience decrease in the price, the remaining of the securities would
reduce the decline in the value of the investment fund or would
completely annul it. Diversification reduces the risk of investment;

* Professional Management - the majority of investors have free
funds, but lack the knowledge or time to monitor the development of the
market. An investment fund has a team of professionals (portfolio
managers) who constantly analyze and monitor the trading of securities
on the capital market;

* Liquidity - investors can withdraw the money invested in the
investment fund for a very short period of time.

1. Investment strategy as a key stage of the investment process

Since there was a correlation between yield and risk of
investment, for the purpose of investing in a particular security or
portfolio, it is very important to define these terms in order to achieve the
projected yield. In assessing the return on investment specifically, if the
risk preferences of the investor are not taken into account, the real
investment decision might not be brought. It stems from the fact that
different types of securities exercise different contributions and different
risk.

In terms of risk, we can differ between several types of allocation
of capital among different groups of assets - stocks, bonds and cash (see
Figure 1):

- Conservative towards yield;

- Conservative towards growth;

- Average risk;

- Aggressive risk;

- Basic type of venture (benchmark).
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Figure 1: Categories of risk and capital allocation
[] Stock [1 Bonds Bl cash

Conservative towards yield
| | 30%

| | 60%

T

Conservative towards growth
| | 60%

I | 30%

. 0%

Average risk
I |  50%

| | 20%

I

Aggressive sk
I | 60%

I | 40%

0%

Benchmark

I | 50%

I | 45%

[

Source: Reilly K. Frank, Brown C. Keith: “Investment analysis and portfolio
managment”, seventh edition, Thomson South Western, 2002, p.43.
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As the example shows, the preferences of the management of the
corporation will depend on whether there is a commitment to: 1) invest in
order to provide a constant yield by investing most of the assets in bonds,
or 2) preference growth through investing in stocks at most, or 3) attitude
towards the average level of return and risk, and therefore more balanced
correlation between investment in stocks and bonds, or 4) aggressive way
of investment with investing a greater percentage in stocks and bonds
without any cash. Hence, the conclusion of the initial needs of analysis of
the tolerance (preference) of investor of risk. Moreover, if it comes to
individual investors, the preferences of the owner or the management of
the corporation would be taken into account. Unlike this case, with the
institutional investors — pension funds, investment fund, etc., they are
obliged to take into consideration the preferences of their customers,
which can be physical persons or legal entities, from financial or non-
financial nature. In developed countries, because of the high degree of
development of the capital markets, funds have developed their own
categorization of customers according to their risk level. In magazines
and books in the field of investment various kinds of tests are published
which help potential investors to assess their level of tolerance to risk
preference.

2. Role of the investment funds in the financial sector in the
Republic of Macedonia

In Macedonia, the first investment fund based on resident
portfolio investors was founded in 2007. The lack of investment funds in
Macedonia for long periods, despite the existence of adequate legislation
since 2000, was due to several factors. But undisputedly the key factors
are the following:

- Insufficient development of the Macedonian capital market;

- Certain limitations in the law on investment funds, which
primarily relate to the amount needed for establishing an
investment fund and lack of ability to open a closed-end
investment funds.

Changes in the Law of Investment Funds® reduced the required
capital to establish an investment fund. At first 2,000,000 German marks

> Law on Investment Funds, Official gazette of Republic of Macedonia no. 12/2009, 67,
2010, 24/2011, 188/2013.
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were required, but the new changes in the legal regulation provided
capital requirement of 500.000 EUR, and ability to open investment
private funds which require basic capital of 50.000 EUR. The increase in
the turnover at the Macedonian Stock Exchange was an additional factor
in the revival of the investments funds in 2007.

Table 1: Structure of the financial system in the country for the
period 2006-2012 (in %)

2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012

Banks 88,91 | 90,5 | 89,25 | 88,6 89 885 | 88,5

Saving houses 1,19 1,17 1,23 1,1 0,9 0,8 0,7

Insurance 746 | 448 | 424 4 3,7 3,5 3,3
companies
Leasing 14 | 202 | 307 3 25 | 25 1,7
companies

Pension funds 063 | 126 | 1,79 2,9 3,6 4,3 53

Pension fund
management 0,1 0,08 0,09 0,1 0,1 0,1 0,1
companies
Brokerage
house
Investment
funds
Investment
fund
management
companies

Source: Adapted from data from reports on financial stability in the country for
the period 2006-2012, the National Bank of Macedonia.

031 | 044 | 0,29 0,2 0,1 0,1 0,1

0 0,03 | 0,038 0,1 0 0,1 0,1

0 0,01 | 0,01 0 0 0 0,003

The short period of existence of the investment funds conditioned
small participation, and consequently negligible influence on the
financial sector in Macedonia (see Table 1). Based on the data from
Table 2, the participation of investment funds from all financial
institutions in the country (banks, savings banks, insurance companies,
leasing companies, etc.) is the lowest - 0.01%. In 2007 and 2008 there
was a revival of investment funds, primarily as a result of the revival of
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the Macedonian Stock Exchange in 2007, where significant purchasing
transactions on the stock market could be witnessed, in which a
significant portion was made by individuals with hope to achieve gains
from investments in securities, primarily referring to the shares of
Macedonian companies. But under the influence of the global financial
crisis, which was negatively reflected on the Macedonian Stock
Exchange, a sharp drop in share price (stock price dropped below its
book value) happened, which greatly reduced the interest in purchasing
shares, which in turn influenced the decrease in the activities of the
investment funds, and situations resurrected when investment funds again
had no impact on the financial system.

3. Investment strategy of the investment funds in Republic of
Macedonia

In order to see the characteristics of the investment strategy of the
investment funds we have analyzed only a 3-year period (2010-2012),
because of their short period of existence and functioning in Macedonia.
The analysis of the characteristics of the investment strategy is focused
on the assets’ structure of the portfolio, geographic exposure to
investments and sectors structure of the investment of the investment
funds.

As evident from the data in Table 2 and Figure 1, in the period
2010-2012 the total value of the assets of the investment funds, and the
total net value of investment funds were constantly increasing, so that in
2012 the total value of the assets of open-end investment funds was
increased by 95 %, while the total net value in 2012 compared to 2010
had increased by 98 %. Despite these increases in the value of assets of
the investment funds in a period of three years, it is an undisputable fact
that there is underdevelopment of this type of fund industry in the
country.

Consideration of the assets’ structure of the investment funds
depicts a change in the structure for a three-year period. In the structure
of the open-end investment funds in 2010 investments in equities of
67.5% (while the share of stocks issued by foreign joint stock companies
is 51.71 %) dominated.

95



Economic Development No.1-2/2015 p.(89-99)

Table 2: Assets’ structure of open-end investment funds

(in EUR)

2010 % 2011 % 2012 %
Money 208561 | 7,5 | 335807 | 7,9 | 224781 | 4,2
Deposits in 397593 | 14,4 | 1351251 | 31,9 | 1667232 | 30,9
domestic banks
Bonds issued by
Republic of 122903 4.4 297720 7,1 635131 | 11,9
Macedonia
Bonds issued by / /| 106576 | 25 | 142364 | 2.6
other states
Bonds issued by
foreign nonstate / / 244602 | 5,8 | 394054 | 7,3
institutions
Stocks issued by 433887 | 15,7 | 505277 | 11,9 | 359986 | 67
domestic companies
Stocks issued by 1429679 | 51.7 | 1163271 | 27.4 | 1686860 | 31.3
foreign companies
Stocks and shares
by domestic / / / / / /
investment funds
Stocks and shares
by foreign 159931 5,8 110541 2,6 196692 3,6
investment funds
Other 12289 0,4 126516 3,0 88634 1,6
Total value of assets | ,;e/0/4 | 100 | 4241562 | 100 | 5395733 | 100
of investment funds
Total laibilities 70214 56274 39375
Total net value of
assets of investment | 2694630 4185288 5356358

funds

Source: Adapted from data from reports of the Commission for Securities of the
Republic of Macedonia for 2010, 2011, 2012.
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Figure 1: Displaying the asset structure of open-end investment
funds
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In 2011 and 2012, reducing the share of this type of investment in
a portfolio at the expense of increased placements of funds in terms of
deposits in domestic banks (31.86% and 30.90%, respectively speaking)
and buying bonds where the larger share of bonds is issued by the
Republic of Macedonia). The rea