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Abstract:

The goal of this chapter is to point out the canamges in the development of the
European financial system in the past several yeAraumber of factors have
influenced these processes, such as: the aspiratiothe European Union for
increase in competitiveness of its own economyatinegeffects of the first wave
of the global economic crisis, its mutation andboatk of the second wave
coupled with problems of public debt of some EU bmnstates, the crisis of
common currency euro, etc. All changes in the Elehsignificant implications
and create new challenges for the countries of\Whastern Balkans, which are
undergoing different stages of the process of thejfean Union integrations.
We shall observe occurrences in the European filshrgystem in the three
directions — through adopting new regulations, ¢neg new institutions and
rising ethical standards. Common characteristics dountries of the Western
Balkans region are that they are at a lower leveeoconomic development and
overall competitiveness of economy, as well asdesgloped financial systems.
The surveys we conducted have shown that theymaene affected by the impact
of the global crisis than many of the EU nationsuftries of the region have
reacted differently to negative impacts from thebgl environment, mainly
within the field of regulative adaptations. In thatnner, they have followed up
flows of regulatory reforms of the European finah@ystem. However, in the
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fields of creating new institutions, rising of i standards and regional
cooperation, the changes were taking place at nsimhier paste.

Key words European financial system, European integratifinancial markets,
MiFID, ESMA, EBA, EIOPA

INTRODUCTION

Financial systems as constituent part of econompétem of each country are
dynamical, open and complex by their natieEri¢, 2003. Such characteristics
enable them to react quickly and adapt to changesxternal environment.
However, it makes them more fragile to impacts friomernational markets. A
typical examples are the problems with mortgagekdshesecurities that started
during 2007 on financial markets of USA, upon whibke ,infection* has very
quickly ,spread over“ to other countries. That lasught to the outbreak of the
first wave of financial crisis, which assumed glblsaales, particularly upon
September 15, 2008 and the bankruptcy of the walisk investment bank
calledLehman BrothersThe effects of the crisis transferred from finahto real
sector as well, which caused slowing down of ecdnagrowth in a large number
of countries in the world, including the Europeanidh member countries (EU),
too, as well as the countries that seek to becopsataof the EU.

During the course of the year 2010, there wasghtsliecovery of the leading
stock exchange indices on the global financial mirkherefore many people
thought that more persistent recovery of the weddnomy would follow. It seed

as if the ,virus“of the crisis has mutated and sfanmed into crisis of debts and
public finances. It started with the problem inatel and very soon Greece
followed, as well. The five EU countries were aféet by this wave of crisis.

Some of them have been trying to find solutionsrfmre than two years. The
problems in this group of countries, known undeoagm PIIGS (Portugal, Italy,

Ireland, Greece, Spain) have also had the impaateakening of the common
European currency — the Euro. Many dilemmas andatdebhave emerged,
including also those related to the future of tagnEU.

The development of contemporary European finangystem has been under
influence of at least two groups of factors in gest several years. On the one
hand, these are strategic documents related telthdevelopment. Above all, it
is the Lisbon Agreement and the vision of the legdeconomic forces of the
world until 2020, which would be achieved throughe tincrease in
competitiveness of the EU economy and strengtheoirthe uniform European
market. The second group of factors is relatedhéoimpacts and implications of
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two waves of the global financial crisis that hasreated certain problems in
functioning of the European Monetary Union (EMU)eWan freely say that the
European financial system is at its turning poind astill in the stage of
completing. It begins to assume elements of theormisystem, especially in the
countries that belong to the EMU and use Euro. @ndther hand, there are
elements of decentralization, especially in thensag of functioning of fiscal
systems, as well as financial markets. Many analyate perceived just in these
characteristics of the European monetary systensilplescauses of problems,
which the EU has faced since 2010, i.e. from thibreak of the so-called second
wave of the economic crisis.

In this chapter, we shall try to indicate the cdimections of the development of
the European financial system, in the first pldoeugh the changes on financial
markets. There is an aspiration towards furthermbaization of national
regulation, easier access to financial assets apdat and creating of unique
European financial market. In that manner, the pean financial space would
unite even more and realizing of the Lisbon detiamagoals would be made
possible. Unfortunately, these processes took placker the impact of the two
waves of the global crisis. The first one, in thexipd 2008-2009, was caused
outside the EU; consequences were transferred fhenglobal market, where
some European banks suffered losses in portfaliessted on the US mortgage
market. That had implications on the stability ofree financial institutions in the
EU, in the first place of some banks. The scaldssses and problems were such
in some countries that they required the staternvatdion. It was shown that
although painful, these consequences were not @eee to drastic ones such as
those brought by the outbreak and the strengthewmirtbe second wave of the
crisis.

Global impacts on the European financial space ezhusany dilemmas and
debates, which has brought into question evenuhead of the united European
financial system and common currency. The questimse whether changes
should have a trend of ,more or less of Europe’,whether to go to even bigger
centralization or decentralization of financial teyss. Greek debt, as well as the
issue of debt in Italy, Spain, Portugal and Irel@nought into question even the
survival of the Euro currency. It was claimed tl@aé&rman Mark would be
returned as the national currency. Debates wei dvan in the aspect of what
economic policy the EU needs — the one that paintghe foreground measures
of rigorous saving or the one that should encouayesumption and economic
growth. Sometimes all dilemmas that the Europeaesfaced with resemble a
chaos, in which there are many open issues anténgak.
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Without any pretension to find answers to numerqusstions, this chapter
focuses on a few changes in the European finasgstem, which in the first
place refer to what happened on the financial mark&e have indicated in the
analysis the three types of changes — legislatiogating new institutions and
rising ethical standards and business conduct. #appf MIFID legislation and
implications that it had on regulatory reforms lo¢ tWestern Balkans region will
be in the focus of the analysis. This group inctudee following countries -
Croatia, Bosnia & Herzegovina, Serbia, Montenegktibania and the Former
Yugoslav Republic of Macedonia. For the needs efahalysis and comparison,
we also used a few neighbouring countries in thggore which are the EU
member states. These are Slovenia, Bulgaria, Hyrgad Romania. With the
exception of Croatia, which will become the membkthe EU by July 1, 2013,
other countries are in different stages of the Etkasion process. Their common
characteristics are a low level of economic growatid relatively undeveloped
financial systems. They are all oriented towards HU integration processes
declaratively, but they face different challenges.

Besides introduction and closing considerationgs thapter consists of three
parts. The most significant regulatory reforms witthe EU financial system will
be considered in the first one. We shall indicadte three core areas of
development — legislation, regulatory authoritibedies and institutions and
rising ethical and professional standards. The requart is dedicated to the
analysis of impact of the global crisis on the WestBalkans countries and some
EU countries. In this part we try to point out wheds done in the region on
following up trends of development of the Européiaancial system. Generally
speaking, the third part will be dedicated to tmalgsis of the efforts these
countries make in the processes of the Europeagrations in financial sphere.
A number of challenges exist in the developmentirdncial systems of these
countries. The majority is firmly on the way of tHeuropean integrations;
therefore big efforts are made in terms of comgiééaand harmonization with the
EU standards. In this part, we shall try to idgntthe most significant
achievements, but also some open issues and p®blem

THE MOST IMPORTANT REGULATIVE REFORMS WITHIN
EUROPEAN FINANCIAL SYSTEM

The period between 2007 and 2012 will be recorddousiness aspect as one of
the most dynamical periods in the latest histanyonly five years, two waves of
the global financial and economic crises broke @he first one burst out in the
US with problems on mortgage market and very féfgtceed many financial
institutions, which had invested mortgage backedlsies, collateralized debt
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obligation (CDO), credit default swaps (CDS) anteotinnovations that were
created by the process of securitization. Many @stlelaimed that in the way in
which the American financial system was functioninghe past twenty years, a
lot of causes of global crisis may be foumd. (Fleckenstein, 2008, P. Krugman,
2008, C. Morris, 2008 This wave of crisis had deep consequences ¢flacted

in losses of numerous European banks. The govemsn@nsome countries
reacted slightly atypical for market method of ftioging of economy — by state
interventions, which resulted in numerous contreies. The crisis has very
quickly indicated entire heterogeneity of the Ewap Union (EU) and non-
homogeneity of the European financial system. Iriai® cases, even a sort of
»economic nationalism”[. Eri¢, 2010 could be noticed, which was reflected in
the fact that it was more important for each coutdrprotect its own interests of
national market than take care of ,higher” intesest, European” market. Instead
of Europeisation, we were witnesses in some ca$ea eort of not only
fragmentation, but also localization, especiallythwregard to functioning of
financial markets.

And while it has been looking with one eye in Ewdpwards the US, and with
other eye towards global flows, the European firarsystem was affected by the
second wave of the global crisis, which has shdkenfoundations of the very
Europe. Even before the outbreak of the second viheee was a series of open
issues, which required to be solved on global lesed some of them are as
follows: trade of derivates (especially structupggdducts), regulating of hedge
funds operation, over the counter trade, short, sBlsel Ill and IV, etc.
Nevertheless, apart from them,”pressing” debt @wisl of some countries
appeared, in the first place from the PIIGS groNpn-compliance of some
elements of financial systems has brought in damyem the future of the
common currency.

Upon negative consequences of the first wave oball@risis, the European
Parliament required additional amendments in th®faan financial system. The
trend was towards higher integration of the EU ritial space, reducing risk,
strengthening of unity and increasing of transpayeWithin this chapter, we
direct the focus of our analysis to three dirediohaction within development of
the European financial system:

- | — Adopting new legislation,

- Il = Creating new regulatory authorities, lesiand institutions,

- Il = Rising ethical standards.

| — New legislation— In the abundance of changes within Europeamiah
system, the special attention will be paid to thosanges that refer to regulating
European financial markets. Contrary to the USwimch comprehensive capital
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market and financial system exist, that is more ketaoriented, bank-centric

financial systems that dominate in the EU and dkfiees among countries are
bigger. Changes in functioning of financial marked trend of creating the so-
called “single rule book”, unique rule codex on t level. Instead of former

system of directing local regulators by directivesnew approach has been
suggested through single rules and greater comn#ss in their implementation

and respect.

In any case, the most significant regulating chandanctioning of the European
financial system related to functioning of capiiglrepresented by Markets in
Financial Instruments Directive (MiFID). MiFID wadfficially adopted by the
European Parliament and Council in April 2004, vtitle obligation for rules to
begin to be implemented from November 1, 2007.a$ been emphasized in
official documents that basic goal of MiFID igo"foster a fair, competitive,
transparent, efficient, and integrated Europearafiaial market by providing a
regulatory environment that (i) offers high-qualityvestor protection and (ii)
allows for the creation of new markets and servicksiFID has replaced the
Investment Services Directive (ISD) which was addpin 1993. The issue is
about a new type of legislation, which should aeafair, level playing field for
the different types of trading platforms. Besidésg, bases for establishing quality
relations between financial intermediaries andrticéents are created. MiFID
represented the basis for harmonisation of similes in the entire EU territory.
This is especially significant for the countriesatttare candidates for the EU
membership, more of which will be considered in¢batinuation of the chapter.

MIFID followed up the so-called Lamfalussy proces#ich was developed in

March 2001, by Alexandre Lamfalussy, the presidiofgthe EU advisory

committee at that time. The entire process conefstsur "levels," each focusing

on a specific stage of the implementation of legish. Those four levels are:

- Level 1 — refers to MiFID, which should provide iEgtive framework. At
this level the European Parliament and Council led European Union
adopted a piece of legislation, establishing thee omlues of a law and
building guidelines on its enforcement.

- Level 2 — related to the implementation measuresdatails how the MiFID
will work in practice. With the aim of realisati@f this role, special specific
institutions were created, which should providestasce - committees and
regulators. One of particularly significant instituns, which had the central
role in processes of regulating financial marketss the Committee of
European Securities Regulators (CESR). Already whi outbreak of the
first wave of the global financial crisis, it hasdm shown that competencies
of CERS were not enough in practice, especially amtthe international
level.
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- Level 3 - refers to the level of national regulgtauthorities. It is expected
from them to coordinate, with assistance of oth@mBean institutions, new
legislation with other countries. For example, CE&ists at Level 3 by
translating the first two levels into national laamd keeping an eye on
harmonization.

- Level 4 — involves compliance and enforcement efribw rules and laws. It
includes supervising the consistent application emfdrcement of these laws
by the European Commission.

The Lamfalussy process has been intended to proséderal benefits over
traditional law making, including more-consistenterpretation, convergence in
national supervisory practices, and a general badsie quality of legislation on
financial services. MiFID as a direct result of ttlocess should have led to
breaking off the “concentration rule” which existedder the ISD system, which
means that trading with securities was prevailingtlee leading national stock
exchanges. There are surveys which show that thelaenent of financial
markets in France, Spain, and Italy was heavilluexfced by the concentration
rule (R. Davies, A. Dufour & B. Scott-Quinn, 2005, Ryvi2a, 2008 In case that
there was not the concentration rule, trading wiithncial instruments could be
done on any trading platform allowed by MiFID. lonse other countries, in the
first place in Germany, the so-called “default fules valid “which requires
financial intermediaries to execute orders on aohexage unless an investor opts
out’ (Gomber & Gsell, 2006

Some of the challenges in legislation of contempor&uropean financial

systems, especially in the domain of developmeifinahcial markets are related

to following issues:

- Less directives, more legislation and united relebove all with the aim of
further uniting the uniform European capital market

- Increase of transparency — as a priority goal fbr imstitutions and
stakeholders,

- Reduction of risk in market structures,

- Improvement of institutional frameworks — creatsajer legal environment,

- Better coordination of work of regulatory autha#ti and simultaneous
implementation of single rules in all countries.

Il — Creating of new regulatory authorities and ingitutions - The Lamfalussy
Process has not envisaged only creating of newsl&igin, but also new
regulatory authorities. It even caused certain rowetsies in relations between
the highest European institutions, before all theurieil of the EU and the
European Parliament. The effects of the first wadeglobal financial crisis
resulted in making resolutions during 2010 on faognithe three important
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European institutions, which should have contridute further uniting of the
European financial system. These are as follovesEtlropean Banking Authority
(EBA), the European Securities and Markets AutfoESMA), and the
European Insurance and Occupational Pension Atyn&iOPA).

European Banking Authority (EBAJas established by Regulation No. 1093/2010
of the European Parliament and Council of Noven2der2010, and it began with
work on January 2011 with the seat in London. It replaced formestitation in

the field of banking under the name of the Comreitté European Banking
Supervisors (CEBS). Basic fields for action of EB# directed towards realising
the stability of financial system, transparencyntdrkets and financial products
and protection of depositors and investeva/Ny.eba.europa.gu

Creating of EBA represented a huge step forwarctdgvuniting of the European
banking system. The activities of EBA also envishgstrengthening of

international supervision, consulting serviceshia field of banking, payments, e-
money, as well as fields of corporate governangditiag and financial reporting.

Some of latest issues on which EBA worked in thet gaveral months included
preventing regulatory arbitrage, implementation ndsads on supervisory
reporting, regulation on technical standards, &ince the institution which

existed only a year is considered, the term is sbort for giving general

assessment about its work.

The European Securities and Markets Authority (EpMAshould have begun
with work on January 1, 2011, but that has happentddseveral months delay. It
was created instead of the aforementioned CommdfeEuropean Securities
Regulators - CESRnww.cesr-eu.orglwhich existed since 1993 with the seat in
Paris. It can be said for ESMA that‘is an independent EU Authority that
contributes to safeguarding the stability of thedpean Union’s financial system
by ensuring the integrity, transparency, efficieranyd orderly functioning of
securities markets, as well as by enhancing invesmrotection”
(www.esma.europa.eu).

ESMA should take over some competencies of natioegllators of capital
markets. Apart from the role in harmonization aedulation of operating on
capital markets, this institution would have thehauty and responsibility to
react to urgent and sudden situations. In that emanib would contribute to
enhancement of the level of homogeneity within alleEuropean financial
system. One of particularly important issues whigte discussed was related to
the field of the financial reporting. ESMA discudge involvement of investors
in the IASB’s process of standards setting. To anbdahe usefulness of financial
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information for decision making, it is importantr fRSMA that investors’ needs
are duly considered during that process.

The European Insurance and Occupational Pensionhdkity (EIOPA) —
represents the third European supervisory authdtitwas formed at the same
time as ESMA and EBA, is located in Frankfurt, ardresents integral part of
the supervision reform of the European financiadtem. As the other two
institutions, it is in charge of stability of finaml system, and transparency of
markets and financial products. Its specialty itatesl to performing basic
functions of the protection of insurance policylek] pension scheme members
and beneficiaries. As the most important goals ofOFA are
(www.eiopa.europe.gtibetter protecting consumers, rebuilding trust ireth
financial system, ensuring a high effective andsiiant level of regulation and
supervision, greater harmonization and coherentliapfion of rules for financial
institutions and markets across EU, strengtheningrsight of the cross boarder
groups, and promote coordinated EU supervisory oesij

By creating ESME, EBA and EIOPA in the beginning26fL1, a new architecture
of the European financial system was formed, whglsometimes called the
European System of Financial Supervisors or abaredithe EU Authorities. The
basic idea was to get a greater role and more powtre field of control and

supervision of the unique European financial space.

MiFID represents a huge step towards uniting ofEbeopean financial markets.

By their adoption, bases for abandonment of “tha@ceatration rule” were

created, i.e. they allow other trading platformgompete with regulated markets

for capital flows. Besides regulatory authoriti®8FID has created basis to form

new institutions. We may freely say that stock exdes are getting competition in

contemporary conditions. Former relating of theocemtion of stock exchange to

exactly specified place, time and space has begdacesl by big electronic systems

nowadays. On the basis of MiFID provisions, theédggpes of organization of trade

have been anticipated, as follows:

- Regulated markets (RM) such as former stock marketanaged by market
operator,

- Multilateral Trading Facility (MTF), and

- Systematic Internaliser (SI).

The first two, “Regulated Markets” and “MultilatérBrading Facilities (MTFs),”
are“multilateral systems operated and/or managed byarket operator, which
brings together or facilitates the bringing togetled multiple third-party buying
and selling interests in financial instrumeh{©fficial Journal of the European
Union L245/1(. A regulated market, moreover, has clear andsparent rules
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regarding the trading of financial instruments. Thied system is a “systematic
internaliser (SI).” This is anifivestment firm, which on an organized, frequent
and systematic basis deals on own account by @rgcclient orders outside a
regulated market or multilateral trading facility

National regulators grant permission for work ofy anarket type, such as, for

example, the Securities Commissions. Since MTFigeosimilar services like stock

exchanges, they are also called by the conceptiotfexchange lite". Market

operator has to ensure that only securities haspegified quality may show up

on this market. There is a listing process whigenables to procedures that exist

on official stock exchanges. As well as for stockrkets, the transparency is

important for MFT both before, and after tradingic€s must be published in

public every day. Several obligations have beeitigated with regard to MFT in

order for them to operate:

- It must be pre-trade transparent, the price of txgsorders must be made
available on market data feeds.

- It must be post-trade transparent, any trades eafrout on the platform must
be published in real-time.

- Prices and charges must be public and applied stesily across all
members.

- There must be a rulebook advising how the systerkswand a means for
applying for membershifwww.effas.ng.

New regulations and new regulatory authorities hguéckly brought to an
increase in competition on the European capitalketar Namely, upon only
several months, the first very successful MFTs legpymeared, such as the Instinet
Chi-X, Project Turquoise and BATS. All aforementighhad as a result higher
market liquidity, lower scopes and greater competitess in collecting finance
assetsHl. Degryse, 2009, pp. $3

Il — Rising of ethical standards— The greed surely represents the word which is
found in the basis of the most financial crisesvduld be hard to say that it also
did not influence the outbreak of the first wavettog global crisis in 2007-2008.
In searching a way to build up efficient and traarept financial system, only
legislation and regulatory authorities are notisidht. It is also necessary to raise
the level of business ethics on financial mark8fgecial attention is particularly
paid to that issue, too, within development of eamporary European financial
system. At the same time, it should be taken imimpant that there are at least
three levels of ethical action — on the level ompoehensive market, institutions
and individuals. Relevant effects can only be addethrough synchronised
action on all three levels.
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As one of especially significant examples in thésdf, we point out to the activity
of the European Federation of Financial Analysts Socie(ESFAS), which

adopted on its Annual General Meeting in 2@ERBRFAS Principles of Ethical
Conduct (PoEC) Upon ratification, many national associations dafaficial

analysts throughout Europe began to implement tberto develop their own
code of conduct, which is in compliance with gehpranciples.

IMPACT OF GLOBAL CRISIS TO THE DEVELOPMENT OF
FINANCIAL SYSTEMS OF COUNTRIES OF THE WESTERN BALKA NS
REGION

We have already pointed out that the developmenthefEuropean financial
system has been under the influence of at leasigteops of factors — strategic
documents of EU and impact of two waves of the gll@bsis. These factors have
also had significant influence on development floafsfinancial markets of

Balkans countries, with some differences. Namefhg European integrations
represent one of political and economic priorifi@sthe entire region. Therefore
these countries followed recommendations and remugnts that were on that
way. In the domain of financial systems, they neféiin the first place to relevant
legislative adaptations. Consequently, insteadhef EU strategic documents,
factors of the European integrations had primarfjuémce on them. These
countries were closely watching all changes withsEuropean financial system,
especially in the domain of legislation amendment.

The second group of factors under which the devedoyt of financial systems of

countries of the Balkans region has been takingegplaas related to the impact of
negative effects of the global financial crisisr Floe needs of this chapter, we
have conducted a small survey, the results of wivelpresent in the appendix at
the end. We have observed the impact of crisisthasdrends of stock exchange
indices on stock exchanges of the most developeaitges, the EU selected
countries and countries of the region. Based onotttained results, we may
conclude that the global crisis affected more thék@ns countries in comparison
to the most developed countries. The countries that have taken into

consideration are Serbia, Croatia, Bosnia and kjemira, Montenegro and

Macedonia. If we take as a basis the day when értheobiggest investment

banks became bankrupt.ehman Brothers- September 15 2008, we can notice

the following:

- Within 9 months, i.e. since September 2008 wtile 30, 2009 indices on stock
exchanges of the most developed countries fell werage by around 22%
(precisely — 21.97%). At the same time, indicestmtk exchanges of perceived
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Balkans countries fell on average by 34.45%, tloeeclby around 12.5% more. In
addition, we have to point out that the fall was @een. The index of Belgrade
Stock Exchange had the biggest fall — Belex15 andas 55.79%. Somewhat
lesser was the fall of Macedonian Stock exchangekipje and it was 46.68%.
Among other stock exchanges in the region, a singtee, the index of Sofia
Stock Exchange had also big fall which was 61.68%é.note that Bulgaria is the
EU member and that it was taken together with Si@mand Romania only for
comparison with the region.

- The year 2009 was exceptionally difficult for ie@tregion. Until the end of that
year, the leading world stock exchanges have reedve little. Compared to the
date of collapse ofehman Brothersi.e. September 2008, total fall of index of
this group of countries was only 6.23% as of Deaan@f", 2009. The leading
European stock exchanges had more or less simélad of index, therefore the
fall was less than 10% until the end of 2009. Dgirihat period, the observed
countries of the Western Balkans did not show aguyificant recovery. Average
fall for all was 30.44%. The fall among the couedrihad different trend from -
13% in the case of Montenegro up to -48% (Serlig)orious record by fall was
still kept by Sofia Stock Exchange with the fallawsbund 54%.

- Judging by trends of stock exchange indices, 2@48 the year of slight
recovery. On the leading world stock exchangegetheas a slight growth. If
started from base date of our analysis — Septed#er2008 in the end of 2010
(December 3%, the average of trends of stock exchange indigespositive and
amounted to +2.32%. We especially emphasize thatléading European stock
exchanges Deutsche Borsend Euronexthad higher growth than average in
developed countries and it was 10.30% and 8.74%ef\leeless, that recovery
did not occur in the countries of the Western Baskaegion. In comparison to
September 2008, stock exchange indices were omagedower by 32.87%. The
greatest fall was experienced by stock exchangeBeigrade (49.38%) and
Sarajevo (45.20%). None the better situation was/inrelatively close countries
which are in EU — Bulgaria (the fall on Sofia Std€kchange was 61.08%) and
Slovenia (the fall on Ljubljana stock exchange wak!l.39%).

- The results of analysis haves shown that baseadeads stock exchange indices
for entire region were not any better even in 20Aderage fall in relation to
September 2008 has increased compared to 2010anel.26% in total, where
falls on three stock exchanges precede — Belgramk Exchange (fall 65.19%),
Skopje Stock Exchange (58.42%) and Sarajevo Stoothdfhige (54.07%).
Aforementioned Sofia Stock Exchange (with the &l165.40%) and Ljubljana
Stock Exchange (61.44%) do not lag much behind radky Stock Exchange.
During those periods, the leading world stock erges fell for only 3.23%. A
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higher fall was noticeable only in the case Eifronextstock exchange for
24.76%.

- Trends from 2011 continued in this year as w#lhtil the completion of
preparing this chapter, as of May 31, 2012, an amgeerfall compared to
September 2008 was 45.97% for the region. Stockamnges in 3 countries
retained the highest fall — Serbia (the fall of 188%), Bosnia & Herzegovina
(58.10%) and FYR Macedonia (58.56%). The situai®mone the better in
Montenegro (the fall of 46.39%), nor in Croatia .(#). Slovenia and Bulgaria
were on the level of average with fall of aroun@®65

Based on data on trends of stock exchange indiceountries of the region
(detailed information and tables can be found ipealix to this chapter) indicate
to unambiguous conclusion — the global crisis héected significantly more
countries of the Western Balkans compared to theldwand the European
average. There are several possible explanationge &f which indicating lower
level of development of financial systems of thesantries D. Eri¢, 2010Q. In
the majority of countries of the region, the prace$ development of financial
systems has not been completed yet. On many stackaeges (Serbia,
Montenegro, Bosnia & Herzegovina) developed bondskat almost does not
exist. The majority of countries have only devekbmeuity market, which was
formed through processes of the mass privatisaifostate and socially-owned
enterprises. In the case of fall of prices on gguarket, there is no possibility to
transfer capital into more secure debt instrumeamtsdebt market. That has
brought to significant downfall on the leading oag&l markets. Croatia represents
the only exception to some extent in which the daWrwas slightly lower in
almost all observed periods. The existence ofiveligt developed bonds market
represents one of the most important reasons.

CHALLENGES IN DEVELOPMENT OF FINANCIAL SYSTEMS OF
COUNTRIES OF THE WESTERN BALKANS REGION

The majority of the countries of the Western Batkame still in different stages
of transition. In these processes, their finansidtems are very fragile and
sensitive. Political elite of all countries poirtst declaratively that their strategic
orientation is to become a part of the EU withimsoperiod of time. Therefore,
single financial systems would slowly be includedoi the united European
financial system. However, their development in It four years was made in
conditions of effects of negative impacts from gf@bal environment. The results
of our analysis have unambiguously shown that alintries of the Western
Balkans were affected by impact of both waves obal crisis. Contrary to some
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developed EU countries, which had slight recovenyirgd) 2010, almost entire
region seemed to not recover yet.

Strong influence of the two waves of global crisis,well as present tendency of
development of bank-centric financial systems inntoes of the region so far,
somehow influences loss of interest for nationpiteamarkets. Besides high falll
of share prices, the fall of turnover scope andral/iquidity on some national
markets occurred as well. In addition, stock exgeanwere not observed as
media for collecting capital, but prevailingly fooncentration of ownership over
privatised enterprises. It sounds as a paradoxinhhiree countries of the region
— Serbia, Montenegro and Bosnia & Herzegovina (B&id)the period of 10
years, only one initial public offering (IPO) beionf§a smaller scale was realized
in B&H. Domestic companies in these countries dat nse national stock
exchanges as a source to raise capital.

Bank-centric development of financial systems hatueénced that banks and
bank loans presented dominant sources for busieatiies. Operations of

investment banking have not been too developethaobank loans almost had
not real competition in finance sources of businesganizations. In such

conditions, where very bad attitude towards develemt of capital market and

scarcity of finance sources existed, we had poon@wic performances as a
logical consequence. They have been manifesteddhrtow rates of economic

growth. In the table below, it is possible to see trend of growth rates of GDP
in period 2007-2011, as well as anticipations fol2 We see that there was
almost no growth or it was very modest. If we addhat a number of structural
problems that economies of the countries of thiggore face, so it is clear to us
that the reform of financial system representsafraentral issues with the aim of
providing more dynamical sustainable economic dgweknt in the forthcoming

period.

Modest results of economic growth and developmenbws once again
unbreakable bond between overall economic developrmed development of
financial system R. Kitchen, 1996 Countries with less developed financial
system are economically less developed and vicgavéess developed countries
are more fragile to influences from international/ieonment and do not easily
solve bigger macroeconomic problems. Since erggen is undeveloped, as one
of the central issues of economic growth and dereént, therefore even faster
accession to the EU, the issue of faster constmucind modernisation of
financial systems has come up.
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Table 1: GDP Growth in Selected Countries — 200720
Country 2007 | 2008 | 2009 | 2010 | 2011 | 2012
estimation
Serbia 5.4 3.8 -3.5 1.0 1.8 0.5
Croatia 5.1 2.2 2.2 -6.0 0.0 -0.5
Bosnia & 6.2 5.7 2.9 0.7 1.7 0.0
Herzegovina
Montenegro 10.7 6.9 5.7 2.5 2.4 0.2
FRY Macedonia 6.1 5.0 -0.9 1.8 3.0 2.0
Albania 5.9 7.5 3.3 35 2.0 0.5
Slovenia 6.9 3.6 -8.0 1.4 -0.2 -1.0
Bulgaria 6.4 6.2 -5.5 0.4 1.7 0.8
Romania 6.3 7.3 -6.6 -1.6 2.5 1.5
Hungary 0.1 0.9 -6.8 1.3 1.7 0.0

Source: IMF World economic and financial surveyrilA2012

A number of challenges are ahead of the entirmred@ne of the first in a series
is the acceptance of directives within MIFID ands8all. It is the issue of
strategic documents, which almost all countrie®iporated into their national
legislations. A lot has been done in formal aspéetf problems occur in
implementation and particularly in the field of erdement of law.

Within announced regulatory changes in the countiethe Western Balkans, it
is particularly necessary to take into account éxéstence of problems in
relations between legislation and complexity. Weehalready pointed out that
one of characteristics of financial systems is rtremmplexity. The level of
complexity grows even more with their developmént.the other hand, the more
complex they are, financial systems need to be mok more regulated. The
higher the level of legislation is, financial systebecome even more complex, so
that a sort of a magic circle of legislation andnptexity is created. Many
problems may occur in that point. In the first gladoo regulated financial
systems begin to be less and less efficient arabldiarrying out basic function
of flow of financial assets and providing much negdcapital to finance
economic activity. For its part, too big legislatiof financial systems creates the
need for flows and trends of deregulation occagipnalso, it should be kept on
mind that too big regulation in one segment of riicial market leads to moving
of participants to other segments, which are legalated. Current and still actual
global crisis has shown exactly that, which reglicd many participants and
actors to return to some basic principles and ssue
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Aforementioned observations on the need to regtilaémcial systems and their
complexity have particularly become important ire tregion of the Western
Balkans. As a typical example, we point out thestxice of big differences with
regards to legislations and regulators. It is qoitsar that relevant differences
must exist among countries, as well as that diffiesegments of financial system
in some countries have been very differently regalaNevertheless, there is a
real diversity in regulatory approaches in the obesg period. For example, in the
Republic of Serbia, the supervision of banking secinsurance and pension
system is carried out by the Central Bank — theiddat Bank of Serbia. In
Bosnia and Herzegovina, there are even 6 regulaotiiorities — the Central
Bank, the Agency for Insurance Supervision and@bmmission for Securities —
2 of each for each of entities. On the other hamdroatia, the supervision of
insurance, pension funds, investment companiesheokkrage houses is carried
out by specialised institution, the Croatian Ageifaly Supervision of Financial
Services (HANFA). The overview of different apprbes in regulating some
segments of financial system and regulatory auikerimay be found in the
following table.



eysdis

fuouny Aony S90INIBS jo olgnday SasnoH
Hoy uoISSILWOD uoISSILWOD Koy uoISSILIWOD Kouaby leloueUl4 JO | JO UOISSILIWOD abelayolig Jo
Aiosiniadng uolsinladn S9IIIN29! Aiosiniadng abueyox e uojsiniadn SaIINJd UOISSILILIOD | UOISSILUWIOD 0,1 adin
[E1ouEul _m._o.cmc_n_m _m.mo;czm [eroueul pue mo_uhsumwm mh;_w__:u_\m,_m 10} xocm@w .\u._._wm_w Sonnves Sonnves " pue S
ueLrebunH . . . UBILEqlY h h ueneoid JO UOISSIWWO0D uonenbay
SaIIN08S
eysdis
fuoun Auoun S90IAIBS Jo algnday sajuedwo)
Houiny uoISSILWOD uoISSILWOD Houiny uoISSILIWOD Kouaby leloueUl4 JO | JO UOISSILIWOD JUBWISAAU] JO
Aiosiniadng uolsinladn S9IIIN2S! Aiosiniadng abueyox e uojsiniadn SaIIN2d UOISSILILIOD | UOISSILUWOD 170,11 1adin
[E1ouEUl _m._o.cmc_n_m _m.mo;czm [etoueul pue mo_uhsumwm mh;_w__:u_\m,_m 10} xocm@w .\u._._wm_w SonHnves Sonnves " pue S
uewrebunH . . . UBILEqlY h h ueneoid JO UOISSIWWO0D uonenbay
Sa1IN28S
eysdis
uoISSILWOD aoueINsU| S90INIBS Jo olgnday spun4
Aoyiny uoISSILWOoD Alosiniadns Awoyiny uojsuad Kouaby [eloueuld JO | Jo UOISSIWWOD LEIIEIS uoisuad jo
Aiosinladns Kiosiniadng UoISSILIWOD
uoisinledns waisAs papun4 Ajin4 JENTEIN uoisiniadng SaIIN08S J0 yueg uoisiniadng
[eloueul [eloueul Sa1IN08S
uelrebun Jeroueulq uoisuad eI jo uoisiniedns | sanunoas 10} Aouaby /H®d [euoneN pue
: H ayenld ayL ueqry 10} Aouaby ueneold JO UOISSIWWO0D uonenbay
Sa1IN08S
eysdis
Jo dlgnday
S90INIBS
Awouyiny UoISSIWWO! UoISSIWWO! Aoyiny Aouah Aouah eloueUl JO 0 Aousby eI @oueinsul o
Kiosiniadng uol _\.r_mg:o bow_\.r_mg:o Kiosiniadng :o_w_>hmﬁw_ :o_w_>hmﬁw_ F_a_m_zo.m_% uoisinadng o.gcmw uoisiviadng
[E1oueul euRUl > aouRINSU S [E1oUeul wwc.m_:mcm mwc.m_:mcm 10} »ocmmm goueinsul / ,_m,c”_w_ mm_ pue
uelebuny ! A ! uelueq|y I I chm:mo_ v H%®g jo Aouaby [EUOREN uonenbay
Heald uoisiniadng
aoueINsU|
eluopase H®g 101095
ArebunH yueg eluRWOY 10 eeqy 3 aignday eIUBAOIS sueg 10 sjueg [enuso oiBausuoN elqies Bupjueg jo
0 yjueg [euoneN ueg [EUOTEN 10 yueg 140 10 UEg JeuoneN pue Aouoby j0 Jo yjueg uoisiniadng
[euoneN uepebing K : ueg reuone ueneold BUBILE sueg [eljuad [euoneN pue
ueg [euoneN Hueg uoieinbay
£ eIUOPAIBN
ebunH euebing eluBWOY eIURq|Y Al BIUBAO|S eneold H®g oiBauaiuop eIqles Anunod

suejjeg UI1Sa/ J0 UoIBal ay) Ul WalsAs [elnyesyuawbas awos uo sanuoyine Aloreinbay :z ajqel




Dejan Ert, Ivan Stoi 131

New legislation within EU financial system, in thiest place MiFID, had
multiple positive impacts on countries of the WastBalkans region. It reflected
in incorporation of certain legal norms into natbregislation, which caused
rising of standards. We assess the following imgpastespecially significant:

- Impact on Investor protection one of the most sensitive issues for all EU
countries, and especially those less developed higther level of country risk.
MIFID has introduced a novelty because it anti@patigh level of protection on
all markets, both concentrated, so and fragmentarkets as well. As a very
positive issue, we assess that the institutioneotral register for securities was
established in all countries of the region, whickamntied safety of delivery and
payment. MiFID imposes best-execution obligatioms imvestment firms. For
professional clients, an investment firm is freedtdine in its executive policy
what factors it will take into account. For retalients, investment firms are
required to deliver the best possible.

- On transparency — this represents one of paatigulpainful issues in the
countries of the Western Balkans. During privatisatand initial stages of
development of capital market, there were a lotpadblems associated with
transparency and which were bringing considerabjenanetric information and
moral hazard. Direct results of low level of tramsgncy of financial markets
were considerable different forms of manipulativagtice and a loss of integrity
and confidence. Within MIFID, a lot of attention dedicated to issues of
distinction between pre-trade and post-trade tramesy. Generally speaking,
pre-trade transparency refers to the availabilityinbormation on outstanding
order flow accumulated in the order book or deajaotes before orders are
submitted. This information concerns quotes andirigainterest, and can contain
information on different trading platforms. Poside transparency deals with the
availability of information about executed tradansactions. The level of both
transparency types is dedicated in entire regionatiopting MiIFID and
incorporating of norms into national legislations.

- On functioning of stock exchanges — MiFID infleed on appearance of new
modalities for trading with financial instrumentjch as MTF and SI. National
stock exchanges got in that way a sort of competitby which the base was
established for creating more channels on the waighwcan collect capital and
perform trading with securities. On European letlgd, MiFID establishes an EU
passport for investment firms. Member States amuired to ensure that
investment firms from other Member States haveritiig to access the regulated
markets in their country, and the clearing andesetint systems. This is part of a
process known afagmentation where liquidity for one security is no-longer
concentrated on one exchange but across multipleese In the countries of the
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region, law legislation created the basis for depelent of MFT and S, but
changes towards their introducing are still iniatistages.

- Impact on fees — The appearance of MTF and St lgewerally had significant
impact on reducing fees and rising the level of twempetitiveness among
financial institutions within the EU. These systewofselectronic trading with
financial instruments offer high trading speedsngidechnology to make their
platforms attractive to high frequency traders. &eped countries in which the
high liquidity level exists have higher benefitrmnat. Since the liquidity level on
stock exchanges in the region of the Western Balkaextremely low, therefore
this impact has not come to full extent for obsdrvegion yet. Nevertheless, by
incorporation of MiFID directives into national Istations, bases for increasing
competitiveness and reducing fees have been penthacesated.

- Impact on Investment banking business — generiadlged on MiFID, the
majority of EU investment banks were enabled toannnternal crossing system.
These systems cross clients' orders against ortheanor fill the orders directly
off the bank's book. The exact regulatory statubroker crossing systems is a
matter of debate and controversy. It is expectduetan area of future regulatory
intervention. Regrettably, operations of investmgariking in the countries of the
region are still underdeveloped. Many banks areided to traditional operations
of commercial banking. On the other hand, othearfaial institutions are also
little motivated for bigger participation in thesperations. However, adopting of
legislation gives the basis for further developmeinthe very investment banks
and their operating.

The big problem with the second wave of crisis, lipubebts of some member
countries, as well as crisis of Euro have somehotugsues of expanding the EU
in the background. It is not very encouraging nésvsthe countries of Western
Balkans. With the exception of Croatia, all othease a long way ahead of them
and the need of harmonization of their financiadteyns into unique European
system. In addition, there are a great number @nhojgsues and weaknesses,
which these countries face. In our opinion, we eyt out to the biggest:

- Poor communication — as between some regulatagieb, so with all

participants on the market. We have already poiotg¢dhat there are 2 regulatory
bodies in Serbia, and even 6 of them in Bosnia Hedzegovina. In such
conditions, there are problems of incompliance oime regulations and
competencies of some supervisory bodies, whichesea sort of legal gap. This
group of problems especially comes to the forééndase of enforcement of law.

- Poor regional cooperation — which is at an exélgniow level. There are
communications among regulatory authorities, batehs no regional initiative,
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which would bring to further integrations withinethvery region. There were
several initiatives; there is mutual trading platicamong stock exchanges of the
region, but all that is still in initial stages. As positive issue, we can assess
creating of uniform information database of thentdes of the region, but it has
not been gone further from that. It seems that naitention in majority of
countries of the region is paid to relations with than to neighbours.

- Relatively low ethical standards — As an examfdenerly mentioned EFFAS
PoEC standards have not been adopted by any coohthe region. National
associations of financial analysts exist only i&ia, and Serbia, while it is in
the stage of establishing in Bosnia and Herzegowvan sadder is the fact that
these issues have almost not been discussediiegioa in the last 3-4 years.

- Poor attention is also paid to issues of edunatib some participants — The
majority of courses by which the certification aftlaorised participants is carried
out, such as brokers, portfolio managers and imvast advisors is organised
within competency of securities commissions. In sorases, the education is
even monopolised; therefore international certiftédlomas such as CEFA or
CIIA are not recognized. There are no developedesys of life-long learning
and continued education.

CLOSING CONSIDERATIONS

Within the scope of this chapter, we have triethtbcate the basic changes in the
development of the European financial system inldseten years. In abundance
of a number of factors which influenced its devetemt, we have especially
emphasized the two big groups — strategic docunretased to development of
the EU and negative effects of the two waves ofglobal economic crisis. We
observed a great number of changes in the Eurdfieamcial system through —
regulatory reforms, creating of new institutionsdarising ethical standards.
Special attention was focused on occurrences omandial markets and
conseguences which brought to adopting of MiFID.

All changes in the EU had significant implicatioasd created a series of new
challenges for some countries of the Western Balk&yith the exception of
Croatia, other countries of the region — Serbiantdnegro, FYR Macedonia,
Bosnia and Herzegovina and Albania are in differsiages of the process of
European integrations. All single countries arenfir determined to become full
members of the EU. That strategic determinatiomesgmts one group of factors
that influenced the development of their finansigtems. On the other hand, the
entire region has been very affected by the effettsegative impacts of global
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economic crisis. The results of conducted surveyelghown that based on the
fall of the leading stock exchange indices, coestof the region were even more
affected than many countries in the EU. The sicglentries reacted differently to
such negative impacts, mainly in the field of regoty adaptations, by which

followed flows in the European financial system.faftunately, changes were
taking place significantly slower in the aspectcogating of new institutions,

rising ethical standards and regional cooperatkinancial systems of these
countries still lag behind in development, whichsulés in lower rates of

economic growth and greater number of macro-econpnaiblems.

New legislation within the EU financial system, time first place MiFID, had

multiple positive impacts on the region, which eeted in the following:

- Impact on Investor protection

- Impact on transparency

- Impact on functioning of stock exchanges, accessnéoket through their
consolidation and

- appearance of MTF

- Impact on fees

- Impact on operating of investment banks.

The region also faces a number of problems and agmres, especially the
sensitive ones among which there are the followvmgak coordination and law
implementation, very low level of regional coop@at relatively low ethical

standards and inexistence of continued educatiahlifgtlong learning of all

participants on financial markets.
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