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AncTpakr

Bo mocnenHuBe neneHuu, KanurajaHaTa auOepaniuszanyja € mpeiMeT Ha
VHTEH3WBHU aKaJIeMCKH pacrpasH, 1e0aTH U UCTPaKyBama BO OpPOjHU CTYIUH.
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cTanku. 3akIydyoKOT ce MOKa)KyBa KaKO peJieBaHTeH M 3a MakKeJIoHCKaTa
€KOHOMU]a.

OcHOBHa 1)es1 HA OBOj TPY/ € Jla AMCKYTHUPa HEKOM JUJIeMH Bp3aHu 3a
nubepanu3anyjaTa Ha KanuTajdHuTe TekoBu Bo P.MakenoHuja - quHamMukara,
HEONXOJIHUTE YEeKOpU U pedopMu, NPEHOCTUTE M OMACHOCTUTE, IITO CO
cebe M HOCH mpolecoT. Bo TpyoT HajupBuH yKaxkyBaMe Ha MCKYCTBaTa Ha
HEKOM 3eMjU BO Pa3B0j BO MMIUIEMEHTUPAETO Ha TMPOLECOT Ha KanuTajHa
nubepanu3anyja, a MOToa MOONCTOJHO Ke ce 3ajp>kume Ha P.Maxkeyionuja, T.e.
Ha Mpallamara 3a CTeNeHOT Ha riofanu3aiyja Ha MakeJoOHCKaTa eKOHOMMU]a,
JAMHAMUKATa Ha KanuTajHa Judepaiu3alyja U UMIIMKAIUUTE BP3 JICBU3HUOT

Kypc.

Kuyunu 300poBu: xanumaaunu mexosu, 3emju 80 paseoj, xanumad,
QuHaHcucKu cucmem.

CAPITAL LIBERALIZATION MATTERS AND DILLEMAS -
SPECIAL REFERENCE TO THE REPUBLIC OF MACEDONIA
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Abstract

During the period of the recent decades, the capital liberalization has
become an issue of intensive academic proceedings, debates and research
for numerous studies. Discussions have been focused on matters related
to the advantages and disadvantages of capital liberalization, as well as on
the pre-conditions which need to be fulfilled, prior the accession to the full
liberalization of capital flows.

The conclusions of the research on the effects of capital liberalization
are various and very often contrary. Until the occurrence of the Asian crisis,
the literature was dominated by the point of view, which was also officialy
supported by the IMF, that the capital liberalization benefit is higher than its
expenses. Nowadays, based on the analysis of the experience of numerous
currency and financial crises and especially after the great financial and
economic crisis dated from 2007 to 2009, in the economic literature there
seems to have happened certain convergence of the view-points in terms of
treating these issues more carefully and indicating that capital liberalization,
especially the one in the developing countries, should take place gradually, also
it should be controlled and followed by good regulation. The major advantage
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of the capital control is that it solves the problem of the so called trilemma or
the impossible trinity in the monetary policy, according to which the country
cannot simultaneously permit free capital flow, fixed rate of exchange and
independent monetary policy. Therefore, controls of capital enable conducting
autonomous monetary policy, that is to say, they create an opportunity to make
a difference between domestic and foreign interest rates. This conclusion
seems to be relevant for the Macedonian economy as well.

The main goal of this paper is to discuss several dilemmas related to
the capital flow liberalization in the Republic of Macedonia — dynamics,
necessary steps and reforms, advantages and disadvantages which go along
with the process. Within this context, first of all the experience that certain
developing countries have had throughout the process of implementation of
the capital liberalization will be indicated, and after it will thoroughly focus on
the Republic of Macedonia, that is to say, on the issues related to the level of
Macedonian economy globalization, the dynamics of the capital liberalization
and the implications on the exchange rate.

Keywords: capital flows, developing countries, financial crisis, capital,
financial system

The experience of several developing countries with the Capital
liberalization

The liberalization of capital flows represents a significant factor for
increasing the economic development in developing countries. Nevertheless,
while certain countries have gained great benefit from the free capital flows,
others have encountered with sudden stoppage and overturns of the capital
accounts, which resulted with financial crises in some of these economies.
Such a phenomenon initiated discussions among the academic economists and
economic policy holders for setting control on capital outflows. The goal of
the capital control is to provide time for developing countries to make the
necessary reforms related to strengthening the financial markets and turning to
more flexible exchange rate regime, as well as to protect themselves from the
big waves of capital inflows (Fischer, 2003).

Notwithstanding the strong arguments in the economic theory which
refer to capital liberalization benefit for some of the countries (higher growth
rates and macroeconomic stability), the empirical records confirm that there
are numerous exclusions. Many developing countries which were financially
integrated, have encountered with financial instability during the last century
90s. Therefore, full capital liberalization in some of the developing countries
increases the macroeconomic fluctuation. The major problem refers to the
venture short-term capital, which is very instable and has a cyclic movement.
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Taking into consideration the examples for the financial crises which
occurred at the end of the last century, it may be concluded that opening of
a capital account, prior to conducting appropriate banking and financial
supervision and regulation, prior to introducing International Accounting
Standards, prior to strengthening the corporative management, as well the
shareholders rights, may increase the vulnerability of the country to financial
problems and crises.

Untill 1997, the opening of the capital accounts used to be the most
significant reform in the agendas of many developing countries. Nevertheless,
only a year later, the Asian crisis weakened this point of view and many
economists started to support the capital limitations again. Krugman, (Krugman,
1998) highly emphasized the importance of temporary controls over the capital
outflows in the developing countries. Stiglitz (2000) following the example
of Chile, suggested introduction of controls on the short-term venture capital
in the developing countries. According to Chowdhury (2009), the central
banks of the developing countries should set some kinds of limitations on the
capital flows, which will enable control over the monetary aggregates and a
possibility for independent monetary policy-making. Apart from that, even
IMF emphasized the significance of gradual capital liberalization in developing
countries, and the importance of flexible foreign exchange rate and firm fiscal
policy for efficient management with the huge capital inflows.

During the transitional period towards full capital liberalization, the
capital controls protect the developing countries from capital flow fluctuation
and leave time and space for them to fulfill the necessary pre-conditions, prior
to the transition towards fully open capital account (Schneider, 2000).

During the period of the years following the crises in Eastern Asia, Russia
and Brasil, the capital liberalization in developing countries and in the growing
economies, became a subject of intensive debate in the economic field. Many
eminent economists came to a conclusion that the capital liberalization may
be risky for the developing countries and that an appropriate intervention is
necessary.

Taking into consideration the benefits and risks of the capital flows
liberalization in developing countries and considering the fact that the
underdeveloped institutional structure increases the possibility of crises,
these countries should convey the process of capital liberalization gradually
and at the same time should make significant reforms in their economies.
Also, primarily, the countries should liberalize the current account and only
after should they liberalize the capital account of the payment balance. The
required pre-conditions generally refer to providing fiscal balance, appropriate
mix of instruments for managing the capital flows, appropriate policy of the
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foreign exchange rate, reforms in the financial sector and banking supervision
(Schneider, 2000).

Developing countries should take into account that fixed exchange rate
and subsequent loss of monetary policy independence decreases the possibility
of controlling the domestic economic boom, caused by excessive investing and
consumption (Schneider, 2000). Also prior accepting full capital liberalization,
the countries should make sure that the inflation rate and foreign exchange
reserves are being maintained on acceptable levels. It should be taken into
account that healthy financial system is not a guarantee that crises will not be
happening, but it can significantly contribute towards increasing the scope and
integrity of crises. Nevertheless, each developing country should adjust the
level and the speed of capital flow liberalization in regard with its characteristics
and the situation of their economy.

Within the context of the risks which result from capital liberalization,
developing countries should take into account that foreign direct investments
apart from being more expensive form of capital flows for the recipient countries,
are stable, unlike the banking countries, which yield less expenses. Therefore,
there is a consensus among the economists that developing countries, apart
from their expenses, should encourage foreign direct investments (Schneider,
2000).

Liberalization of capital flows in the Republic of Macedonia

Dynamics of capital account liberalization in the Republic of
Macedonia

The basis on regulating the capital flow and current payments in the
Republic of Macedonia is the Stabilization and Assosiation Agreement (SAA)
between the Republic of Macedonia and EU, signed in April 2001.

Major consequence arising from signing the Agreement is the obligation
of our country to convey gradual liberalization of movement of goods, services,
people and capital. According to Article 58 from the Agreement, the parties are
obliged to permit any kind of payments and transfers on the current account of
the payment balances between the Community and the Republic of Macedonia
in free convertible currency. In accordance with Article 58 from the Agreement,
both parties are obliged to provide free capital movement in the form of direct
investments. The transfer of profit and invested capital from direct investments
is free, provided the direct investment is registered in accordance with the
Law on Foreign Exchange Operations and under the condition that all legal
obligations on the basis of taxes and contributions are fulfilled. After starting
the second phase, it is necessary to provide free capital movement in a form
of portfolio investments and loans with maturity less than a year (SAA, 2001).
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The Law on Foreign Exchange Operations, 2001, provides gradual
liberalization of capital transactions, which is to be accomplished in two
phases:

In the fisrt phase of the SAA, which began at the end of 2002, full
liberalization of foreign direct investments of short-term trade transactions and
long-term financial transactions was conducted. Also, liberalization of credit
transactions was conveyed, which means that banks can approve loans to non-
residents and can do credit supply on residents in foreign exchange. Portfolio
investments were only partially liberalized, that is to say, the freedom refered
only to portfolio investments of the non-residents.

Since April, 2008, it was accesed towards the second phase of SAA,
which anticipates full liberalization of portfolio investments and real estate
transactions. After the termination of the second phase, the residents will be
able freely to open and hold foreign exchange accounts in foreign banks, which,
in the meantime, they will be able to realize it only with preliminary gained
permit on the behalf of the National Bank of the Republic of Macedonia.

Nevertheless, besides the legal possibility for free investment in domestic
securities on the behalf of non-residents, in order to protect from the risk for
destabilization on the foreign exchange market, certain implicit administrative
controls have been applied on this type of transactions (Law on Foreign
Exchange Operations, Official Gazette of the Republic of Macedonia, 2009).

In 2008 the Law on Property was amended, which enabled the non-
residents (that is to say the persons from EU and OECD) to acquire properties
under the same conditions as the citizens of the Republic of Macedonia (Law on
Foreign Exchange Operations, Official Gazette of the Republic of Macedonia,
2008).

The activities in the foreign exchange operations are regulated by the
Law on Foreign Exchange Operations. All transactions among Macedonian
citizens are conveyed in MKD. On the other hand, resident and non-resident
companies and natural persons are allowed to have foreign exchange accounts
in commercial banks. There are no limits in relation to the amount of foreign
currency assets which the company can buy in order to make payment of an
obligation that they have abroad, if they provide valid document with details
for the goal of payment or for making the transfer (Markovska, 2007).

In order to alleviate the conditions for inflow and outflow of effective
foreign money and cheques to and from the Republic of Macedonia, a Decision
on amending of the Decision on conditions and the amount of effective foreign
money and cheques, which can enter or can be taken out from our country, was
adopted in 2008. According to the Decision residents and non-residents can
either intake or take out effective foreign money and cheques to and from our
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country, in the amount of 10 000 EUR (Law on Foreign Exchange Operations,
Official Gazzette of the Republic of Macedonia, 2008).

Residents, in accordance with the Law on Foreign Exchange Operations
can not invest in real estate abroad. Diplomatic, consular and some other
representative offices of the Republic of Macedonia abroad are the only
exceptions.

There are no exceptions in Macedonia in regard to foreign investors and
their property. Foreign companies, as well as the domestic ones, are allowed
to form new or buy already existing companies which still belong to the state
and are not yet privatized in the country. According to the Constitution of
the Republic of Macedonia foreign investors have the same protection and
rights as Macedonian investors. Also, foreign investors have special reliefs in
the field of taxes and customs, although slowly they are becoming valid for
all the investors with no regard to their origin. Foreign investors can invest
in Macedonia through establishing new company or representative office
(Markovska, 2007).

Foreign investors in the Republic of Macedonia are allowed and are
stimulated to invest in all the sectors of Macedonian economy (there are some
exceptions in the area of military industry, flow and trade of weapons and
narcotics and protection of historic monuments and cultural heritage). It is
typical that foreign companies are allowed to locate their companies in the
Macedonian free economic zones and thus benefit from tax exemptions.
The Law on Free Economic Zones was adopted in 1999. In 2007 a new Law
on Technological Industrial Development Zones was adopted, in order to
support the investments in production, information technology, research and
development, new technologies and similar ones (Markovska, 2007).

The gradual and controlled liberalization of the short-term capital, from
less to more risk capital flows, is in accordance with the current policy of
foreign exchange rate fixed regime, taking into account that short-term financial
assets represent a potential danger for maintaining that regime. Nevertheless,
the process of capital liberalization and perspectively the larger financial
integration, with having relatively high domestic interest rates, influences on
the long-term maintenance of the exchange rate fixed regime.

Capital infows and implications on the exchange rate

The role of the exchange rate is crucial for understanding the fact that
international capital flows and the sudden change of direction of capital
movement have an important role in many financial crises, especially under
conditions when countries maintain fixed exchange rate.
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Developing countries usually have at disposal lower level of domestic
savings and offer potentially higher contributions to the investments. Therefore,
developing countries struck by currency crisis, usually have net capital inflow
and deficit in the current account before the crisis. The currency crisis results
with huge capital outflow, that is to say, a runaway of capital. Provided the
country has a large amount of loans denominated in foreign currency, under
conditions of devaluation of local currency, domestic enterprises are about to
face with increase of the real value of their debts.

The current exchange rate regime in the Republic of Macedonia is different
from the experiences of the transitional economies which have entered the EU
or have adopted the euro as a national currency.

A potential risk for Macedonian economy is the eventual entry of short-
term venture capital. Along with it there are the high interest rates and fixed
exchange rate (Mitreska and Terzijan, 2003).

It should be taken into account that the fixed exchange rate has
accomplished the goal of high stability of price and now it limits the capital
market. NBRM must interve daily, to extract money from sales and to watch
on the foreign exchange reserves. As a matter of fact, the inflation is no longer
a problem in our country, but the low economic growth. Therefore we should
turn to more flexible exchange rate. An inappropriate level of exchange rate
feeds the current deficit.

Under conditions of free capital movement, maintaining the exchange
rates is becoming difficult and for the need of maintaining high interest rates,
which bring about huge expenses to the banking system and the economy as a
whole. Thus, during the period of the latest crisis, the countries which applied
the strategy of inflation targeting, taking into consideration that the exchange
rate was not the only intermediate goal, they managed to transfer part of
the crisis burden on the exchange rate. They conveyed weak devaluation of
national currencies thus increasing the export competition.

During the global crisis, in the Republic of Macedonia the reference
interest rate increased, which caused growth of interest rates in the banking
system. Actually, the Central Bank had to react with significant growth of
reference interest rate in order to oppose the foreign exchange reserves for
maintaining stable value of the exchange rate.

Therefore, the countries which applied the strategy of inflation targeting
were able to easily manage their own economy, which involves more flexible
reaction to shocks and to a certain degree taking care of real production, except
for the inflation.

Also, the general insecurity in the country is almost present during the
whole period of application of the fixed exchange rate of the denar, which is
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the reason why the domestic and foreign investments have noticed the lowest
level in Europe for a longer period of time. After a meeting with Macedonian
authorities in 2005, the mission of the International Monetary Fund estimated
that the results of the monetary policy in the Republic of Macedonia are
not satisfactory if the achievements in real economy are taken into account.
Therefore, the mission of IMF suggested to Macedonian authorities to change
the monetary strategy. Instead of maintaining fixed exchange rate of denar, the
Fund suggested for the inflation rate targeting to be an intermidiate goal of the
monetary policy of the Republic of Macedonia (Nenovski, 2007).

Therefore, lately, the queston about the monetary policy in the following
years for the Republic of Macedonia is becoming more and more actual.
Should we continue with the already existing strategy, which turned out to be
efficient in the years lately, or should it be changed? Many authors are of the
opinion that after the achievements of goals for which this strategy of exchange
rate targeting was introduced, and the goal was the high price stability for a
longer period, it should be replaced with some other strategy that will enable
achievement of the same goal.

If a decision is adopted on the exchange rate in the Republic of Macedonia
for taking away its role of nominal anchor it will be necessary to define a new
anchor. Under conditions of global orientation towards stable prices, that role
might be taken over by the inflation. It implies clear orientation of the Central
Bank towards maintaining price stability (Mitreska and Terzijan, 2003). It
should be taken into account that inflation targeting represents a compromise
between the discretionary monetary policy and the monetary policy based on
rules. Two advantages arise from this: first of all, the inflation expectances
are eliminated (the Central Bank announces target in a kind of range and
the inflation will move within the frames of it — for instance from 2% to 4%
annually, second, if the economy faces with recession disruptions the inflation
can reach the upper limit in order to stimulate the economy and vice versa. But
the strategy itself has some disadvantages, significant for an economy such as
ours. If the announced target and range in which the inflation is to move does
not realize, the Central Bank and the Government lose their credibility and the
inflation expectations can happen (Fiti, 2009).

Taking into consideration the size and the degree of transparency of
Macedonian economy, as well as the rapid and direct effect of the exchange rate
changes over the price movement and the simultaneous orientation of NBRM
towards maintaining price stability, the strategy of quasi inflation targeting can
be considered as future alternative monetary strategy. It anticipates fulfillment
of the presumtions for gradual increase of the exchange rate flexibility and
providing the necessary institutional, personnel and technical pre-conditions
for laying a new concrete inflation target (Mitreska and Terzijan, 2003).
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Nevertheless, the eventual switch from fixed towards flexible rate should
happen gradually, in order for the economic agents not to get an opinion that
firm policy is being abandoned, that is, to avoid strengthening of inflation
expectances. Additionally, the flexibility should not be levelled with free
movement of exchange rate for the danger of big rate oscillations, which can
further generate huge instability of the inflation rate, as well as in the real
sector.

The key question in this context is whether the abandonment of the fixed
exchange rate and the introduction of inflation targeting is possible for the
Macedonian economy in this moment and in this constellation of relations. It
should be taken into account that in order for a certain country to be able to
apply the strategy of inflation targeting, it is necessary to fulfill certain macro-
economic, institutional and operative pre-conditions.

Regarding the economic structure, certain features of Macedonian
economy do not contribute towards the acceptance of the monetary rule of
inflation targeting. Namely, as a small and open economy, the Republic of
Macedonia is highly sensitive to changes in the world prices of the primary
products and changes of the exchange rate. Perhaps the main obstacle for
abandoning the fixed exchange rate regime is that the process of eurosation is
still a widely spread phenomenon in Macedonian economy. Under conditions
of high degree of currency substitution and emphasized transmission effect of
the exchange rate on the prices, a flexible exchange rate is not recommended.
The eventual transfer towards more flexible exchange rate must be very
precautious and narrowed with regard to the implications that might happen
over the economy and the financial system.

In view of the pre-condition for healthy financial system, it might be
concluded that the financial system of the Republic of Macedonia has not
achieved yet the level of development, necessary for successful functioning
of this monetary concept. Macedonia, as an economy in transition, is
characterized by shallow financial and foreign exchange market, for only very
few transactions can cause huge and unwanted fluctuations of the interest
rates and the exchange rate. Therefore, the Republic of Macedonia can not be
counted as one of the countries with sufficiently sophisticated financial system,
which allows acceptance of the inflation targeting, as an official monetary
frame.

On the basis of the afore mentioned, it can be concluded that, even though
for long term the inflation targeting can be observed as an appropriate option
for the Republic of Macedonia, at this moment and under these economic
conditions, the Republic of Macedonia does not fulfill the key pre-conditions
for accepting this strategy.
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Nevertheless, the combination of flexible exchange rate regime and
monetary frame in form inflation targeting, could gain the role of valid and
leading long-term monetary strategy with potential for promoting the macro-
economic performances and strengthening the credibility of the monetary
policy.

However, under conditions of high level of currency substitution and
emphasized transmission effect of the exchange rate on prices, a free fluctuation
exchange rate is not recommended. The eventual transfer towards more flexible
exchange rate must be very precautous and narrowed (for instance +- 5% in the
period of the first two years) with regard to the implications in regard to the
economy and the financial system.

Within this context, it is of great significance to emphasize the risk
from the change of the exchange rate, which especially arises as a problem
in developing countries. The risk from the change of the exchange rate refers
to the long indexed or denominated debt in foreign currency. Thus, a larger
amount of debt in foreign currency in relation to the total public debt implies
on a bigger risk from the change of the exchange rate. This is a key risk
for developing countries which have their foreign public debt almost fully
indexed in foreign currency, while the bigger part of the interior public debt
is denominated in foreign currency. The portfolio on debts of the Republic of
Macedonia is also significantly exposed to the exchange rate risk, where the
changes of the exchange rate can increase the anticipated expenses for payment
of the public debt, denominated in foreign currency. Taking into account the
fact that the Republic of Macedonia de facto applies fixed exchange rate of
denar in relation to the euro, the exposure to the foreign exchange risk should
also be measured as participation of the euro in the total portfolio of the public
debt (Ministry of Finance of the Republic of Macedonia, 2010).

Conclusion

This paper analysed the effects of capital flow liberalization on the
economic and financial stability in countries where it is implemented.

The capital liberalization is a significant factor for increasing the
economic development in developing countries. Free capital flows enable
optimum international capital allocation, that is to say, direction of resources
towards their most productive usage. Capital flow liberalizations enables better
risk diversification, accelerated development of financial systems, increased
flexibility and responsiveness of financial systems and economies to various
shocks and it results in accelerated economic development.

Nevertheless, while certain countries have great benefit from free capital
flows, others have encountered with sudden stoppage and turnovers of capital
accounts, which even resulted with financial crises in some of these economies.
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Namely, free cpital flows can oppose domestic policy measures and can cause
numerous distorsions and generate numerous risks.

Taking into consideration the experience of numerous currency and
financial crises, especially after the great financial and economic crisis
dated 2007/2009, it seems that in the economic literature there is a certain
convergence of opinions in a sense of more precasious treatment of these
problems and there is an indication that capital liberalization, especially in
developing countries, should be implemented gradually, should be controlled
and followed by good regulation.

Taking into account the instance of the financial crises from the end
of last century, it can be concluded that opening a capital account before
conveying appropriate banking and financial supervision and regulation,
before introducing international accounting standards, before strengthening
the corporative management as well as the shareholders rights, can increase
the vulnerability of financial problems and crises in the country.

Within the context of financial crises, this paper especially emphasizes
the importance of the exchange rate regime which is applied in the country.
Thus, it is concluded that developing countries should take into account that
fixed exchange rate and subsequent loss of monetary policy independence,
reduces the possibility of controlling the domestic economic boom, which
resulted from exceeding investment and consumption.

The paper also discusses the degree of economic globalization of the
Republic of Macedonia. On the basis of the indicators: the weak relation between
GDP and foreign trade, the small scope of FDI and low level of integrity in
the world market, it can be concluded that the Republic of Macedonia does not
represent fully globilized economy.

In relation to capital flow liberalization, the Law on Foreign Exchange
Operations, 2001, provided gradual liberalization of capital transactions.

It should be taken into account that gradual and controlled liberalization
of short-term capital, from less to more risk capital flows, is in accordance with
the current policy of fixed exchange rate regime, taking into consideration that
short-term financial assets represent a potential danger for maintenance of the
regime.

Nevertheless, the process of capital liberalization and perspectivelly larger
financial integration, with the existence of relatively high domestic interest
rates, involves the maintenance of fixed exchange rate regime for a long term.

The current exchange rate regime in the Republic of Macedonia is not
typical for the experiences of transitional economies, which joined EU or
adopted the euro as their national currency.
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If a decision is made to take away the role of nominal anchor to the
exchange rate in the Republic of Macedonia it will be necessary to define a
new anchor. Under conditions of global orientation towards stable prices, the
role might be taken over by the inflation. That suggests clear orientation of the
Central Bank towards maintaining price stability. Nevertheless, the strong and
weak points of this rule should also be taken into account. The strong points
reflect in the inflation targeting, if it is successfully implemented it contributes
to elimination of inflatory expectances and to relieve economic implications
from the change phases in the economic cycle. But the biggest weakness of
this strategy is the loss of credibility of the Central Bank and the government,
if the announced target is to be overcome.
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