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Abstract 

 

The issue of financial liberalization is one of the most exploited 

topics in the late transitioning countries’ financial crises discussions. One 

thing the literature is seeking is what the role of the limited capital 

movements is. Particulary, does it send a signal to the possible investors 

that the country has something to hide that in terms of future 

macroeconomic policies will lead to financial crisis. Along with the 

debate of financial liberalization, the question on financial eurozation is 

also one important issue regarding emerging or transitioning economies. 

The debate on euroization is more concentrated on the determinants that 

in the end conclude that one very important incentive for investors to 

invest in instruments with foreign currency clause is the monetary 

credibility. The distrust of the ability for one country to maintain the 

inflation rate and exchange rate at a stable level merges these two issues 

(financial liberzlaition and euroization) in one. The first part of the paper 

presents two models, discussing the factors that affect domestic agents to 

invest abroad. The second part elaborates those factors on the case of 

Macedonia. Throughout the signals the deposit euroization is sending the 

macroeconomic policies which the paper is concluding that if the models 

are correct than there is no place for fear of large scale capital outflows in 

case of financial liberalization. 
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Introduction 

 

Cross-border capital movements within the global economy has 

been increasing steadily for the past decade. One of the reasons for this 

trend was the increasing global integration in terms of trade, human 

capital and financial instruments. The dynamics of capital flows between 

the developed countries is a well known issue. However, we have 

witnessed that in the recent years these flows between the developing and 

emerging countries are also increasing. Indeed, the liberalization of the 

capital flow as a strategy for growth of certain countries was one major 

factor. 

The years that followed after 2002 brought increase in the capital 

flow from the rich to developing countries. In the year 2008 only, the 

International Monetary Fund measured a growth in net private capital 

flows by 30 %. This was supported by strong economic growth, 

favorable conditions of trade, low inflation and low interest rates 

worldwide. 

Additionally, if we look at the dynamics of the net private flows 

to developing countries, we can notice that they tend to increase in times 

when the monetary conditions are favorable (low interest rates). On the 

other hand, when the risk aversion in the global markets is growing, 

private flows are declining, (regardless the level of the interest rates). 

This is especially true for the years when the countries are to be 

threatened with the major financial crises. Thus, the movements of the 

international capital markets are primarily driven by the perception of the 

risk. In fact, these expectations effect the nature of the flows that can be 

variable. In the end, we can accept the fact that the liberalization of 

capital flows carries certain risks. 

The literature dealing with the liberalization of the transfer of 

capital concludes that even though there are positive effects from the 

high amounts of inflow of foreign capital, they can also pose a great 

threat. After all, the chronology of the financial crises incorporates the 

variable nature of the movements of international capital. In fact, sudden 
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stops or retreat of the flows, are one of the reasons for initiation or 

intensification of negative trends in the economies. 

 

 

1. Model 
 

1.1. Limited capital flows 

 

In this part, through one simple model we are going to elaborate 

the motives of the domestic agents to export their savings abroad. At the 

beginning, we will assume that an economy has economic agents that can 

invest in domestic assets only. The choice they have is limited with the 

investments in bank deposits and instruments on the capital market. The 

period and currency of the deposit are unlimited, but the instruments of 

the capital market are limited to shares issued by the domestic 

companies. For simplification of the model, agents are not allowed to 

invest in voluntary pension schemes, investment funds or life insurance 

policies. In such conditions, the distribution of assets in the portfolio will 

be limited to: 
 

𝑝1 = 𝑎 + 𝑑 + 𝑑∗ + 𝑠, …, (3.1) 

𝑤𝑒𝑟𝑒 𝑝1 𝑖𝑠 𝑓 𝑊, 𝐼, 𝐷𝐸𝑉 ;  𝑎, 𝑑, 𝑑∗𝑎𝑛𝑑 𝑠 𝑎𝑟𝑒 𝑓 𝑐, 𝑖𝑔 , 𝑖𝑡 , 𝑖𝑡
∗, 𝑟𝑠 ;  𝑡 (0,3) 

and, 

p1- total portfolio of financial instruments, 

a- now accounts, 

d,𝑑∗- savings acounts (domestic and foreign currency clause), 

s- capital market investments-stocks, 

W- wealth, 

I- income, 

DEV- development of the financial markets, 

c- macroeconomics policies confidence, 

it,𝑖𝑡
∗, 𝑖𝑔- interest paid on savings (domestic and foreign currency 

clause) 

𝑟𝑠- capital market returns. 

 

Therefore, the choice of investment opportunities is limited to 

domestic assets. Furthermore, in accordance with their financial 

capabilities (wealth and income) and the range of available financial 

instruments, the agents will form their portfolio based on future 
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expectations of economic trends in their country. The total yield of the 

portfolio will be set to: 
 

𝑟𝑝1 = 𝑖𝑔 + 𝑖 + 𝑖∗ + rs , …,  (3.2) 

𝑤𝑒𝑟𝑒  𝑓 𝜋𝑒 , 𝑒𝑥𝑒 ,𝑑𝑒𝑣 
1

0

 𝑑𝑟𝑝1 

and, 

πe- expected inflation, 

exe – expected exchange rate movements, 

dev- types of financial instruments. 

 

The total return of investment in the economy will be a result of 

the distribution between these instruments. Therefore, if the agents 

believe that the economy is facing high risks, than their yields will be 

closer to the yield of the funds that can cover these risks. Contrary, if 

there are no major economic uncertainties, the total yield of the agents 

will be closer to the best long-term investment. In reality, in countries 

with underdeveloped financial system, and where uncertainty is high, 

most of the funds are denominated in „a“ and „d*“ . Herein, a 

particularly interesting issue for us is the large share of foreign currency 

deposits. On the other hand, in countries where there is an option for 

portfolio diversification, the investments in such instrument are low. 

The theory of time inconsistency suggests that the main factors 

that influence on the choice of investment possibilities, are connected to 

the capability of the government to maintain the planned policies. In 

those terms, agents analyze the threats of low inflation, stable exchange 

rate and existence of hedge instruments. Hence: 
 

𝑝𝑖1 = 𝜇𝑎 + 𝜈𝑑 + 𝜋𝑑∗ + 𝜃𝑠, …, (3.3) 

𝑤𝑒𝑟𝑒 𝜇, 𝜈, 𝜋, 𝜃 𝑎𝑟𝑒 𝑓 𝜋𝑒 , 𝑒𝑥𝑒  
and,  

pi1 - total portfolio in financial instruments, 

μ – proportion of current accounts, 

ν –proportion of saving acounts (domestic currency clause), 

π - proportion of saving acounts (foreign currency clause), 

θ – proportion of capital market investments-stocks, 
 

𝑝𝑟𝑜𝑝𝑜𝑟𝑡𝑖𝑜𝑛 𝑜𝑓 𝑡𝑒 𝜇 + 𝜈 + 𝜋 + 𝜃 = 1 
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It seems that the best option for protection against the volatile 

inflation and the uncertainty of the exchange rate ("c"), is to invest in 

financial instruments denominated in foreign currency. However, we 

should not forget that we are talking about economy in which agents are 

not allowed to invest in foreign external financial instruments, due to 

limited capital flows. For these reasons and in absence of hedging 

financial instruments, the agents will insist on investing in domestic 

assets that are free of the risk of the exchange rate. 

 

1.2. Transfer of the free capital  

 

In this part we will elaborate the case where the agents in the 

country have the opportunity to invest their funds in assets abroad. In that 

case, the distribution of the portfolio could be presented with: 
 

𝑝2 = 𝑎 + 𝑑 + 𝑑1
∗ + 𝑑2

∗ + 𝑠 +  𝑠1, …,  (3.4) 
𝑤𝑒𝑟𝑒 𝑝2 𝑖𝑠 𝑓 𝑊, 𝐼, 𝐷𝐸𝑉, 𝐷𝐸𝑉∗ ;  𝑎𝑛𝑑 𝑎, 𝑑, 𝑑1

∗, 𝑑2
∗ , 𝑠, 𝑠1 𝑎𝑟𝑒 𝑓 𝑐, 𝑐∗𝑖𝑡 , 𝑖𝑡1

∗, 𝑖𝑡2
∗, 𝑟𝑠 , 𝑟𝑠1 ;  𝑡 0,3  

and, 

p2 - total portfolio of financial instruments, 

a –current accounts, 

d,𝑑1
∗- saving accounts in the country, 𝑑2

∗-saving accounts abroad,  

𝑠, 𝑠1, - capital market investments-stocks in the domestic markets 

and aborad, 

W - wealth, 

I - income, 

DEV, DEV
*
- domestic and foreign capital market developement, 

c,c
*
 - trust in the domestic and foreign macroeconomic policies, 

𝑖𝑡 , 𝑖𝑡1
∗, 𝑖𝑡2

∗- interest paid on savings in the domestic financial 

sector (domestic and foreign currency clause and aborad), 

 𝑟𝑠 , 𝑟𝑠1– return of investment in domestic and foreign capital 

market. 

 

Thus, in this model we show that the agents can choose to invest 

not only in domestic, but also in foreign instruments. Therefore, the yield 

of the total portfolio will be the sum of: 
 

𝑟𝑝2 = 𝑖𝑔 + 𝑖𝑡 + 𝑖𝑡1
∗ + 𝑖𝑡2

∗ + 𝑟𝑠 + 𝑟𝑠1, …,  (3.5) 

𝑤𝑒𝑟𝑒  𝑓 𝜋𝑒 , 𝑒𝑥𝑒 , 𝑑𝑒𝑣, 𝑑𝑒𝑣∗ 
1

0

 𝑑𝑟𝑝1 
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Despite the uncertainty and the level of the yields on assets in the 

domestic economy, the agents will analyze the global economy and 

financial system too. Thus, if a country has a high level of deposit 

euroization, we should have in mind that domestic agents trust more on 

the external monetary authorities than the national central bank. 

 This analysis will actually have to answer the question whether 

the risks that are expected in the domestic economy may be reimbursed 

with the yields of the domestic or foreign funds
4
. The shares of financial 

instruments will depend from: 
 

𝑝𝑖2 = 𝜇𝑎 + 𝜈𝑑 + 𝜋𝑑1
∗ + 𝛿𝑑2

∗ + 𝜁𝑠 +  𝜅𝑠1
∗, …, (3.6) 

𝑤𝑒𝑟𝑒 𝜇 + 𝜈 + 𝜋 + 𝛿 + 𝜁 + 𝜅  𝜋𝑒𝑑𝑖𝑓 , 𝑒𝑥𝑒𝑑𝑖𝑓 , 𝑖𝑑𝑖𝑓 , 𝑟𝑑𝑖𝑓   

and, 

pi2 - total portfolio in financial instruments, 

μ – proportion of now accounts, 

ν,π - proportion of savings acounts (domestic currency clause) 

δ - proportion of savings acounts aborad 

ζ, κ – proportion of capital market investments, domestic and 

abroad -stocks, 

πedif –expected inflation rate differentials. 

exedif – expected exchange rate differentials, 

idif–interest rate diferantial (domestic and foreign), 
rdif–return differentials (domestic and foreign). 

 

𝑝𝑟𝑜𝑝𝑜𝑟𝑡𝑖𝑜𝑛 𝑜𝑓 𝑡𝑒: 𝜇 + 𝜈 + 𝜋 + 𝛿 + 𝜁 + 𝜅 = 1 
 

 In addition, for simplification of the model we accept that the 

differential of the exchange rate is equal to exe. In fact, if we assume that 

there is only one foreign currency, then there will be only one exchange 

rate. In addition, agent will analyze the expected exchange rate only, as 

in the previous model. Additionally, in this model capital mobility is 

assumed unlimited, because we think that the interest rate parity holds. 

This model now suggests that πedif , exe , rdif , as major factors in the 

decision process. 

 According to the risk aversion theory, domestic agent will invest 

abroad if πedif and exe are grоwing, and rdif is decreasing. If we assume 

that the concentration of the savings in an economy is in deposits 

                                                           
4
 Here, to simplify the model, we predict that the difference in transaction costs for 

trading at home and abroad are negligible. 
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denominated in foreign currencies, and thus confidence in domestic 

policies is small, then the opening of the financial account should mean 

spilling of those deposits. The thesis that we wanted to test with these 

models is: What is the relationship between high deposit euroization and 

limited capital movements, and is there any possibilities for larger 

amounts of deposits to go abroad in case of capital account 

liberalization?  

 The models shows that the main factors that agents have in mind 

when they are investing, are the risks associated with the decisions of the 

macroeconomic policies. Moreover, if one wants to discover the link 

between deposit euroization and other variables in an economy, the 

answer should be connected with the inflation rate and the exchange rate 

movements’ expectations. 

 In this regard, the analysis usually are directed to: changes in the 

level of prices in the economy, the money supply, the discount rate, the 

change in foreign exchange reserves, the current account balance or level 

of external indebtedness of the economy. These factors will be tested in 

the case of Macedonia in the following part. 

 

 

2. Liberalization of capital movements in Macedonia 
 

If we accept the assumptions integrated in the previous models, 

we can accept that in one developing country with a high level of deposit 

euroization agents do not believe in domestic policies! In such 

conditions, the fear of loss of the value of properties by increasing prices 

or reducing the value of the domestic currency makes them to avoid 

assets denominated in the domestic currency. This is especially apparent 

in conditions of free capital movement, where the risk for most of the 

funds to go out of the domestic economy is very hight. Hence, regardless 

of the instruments that we have invested in (deposits or securities), the 

motive for these investments will be to reduce the uncertainty of 

changing macroeconomic policies. 

Below we will try to answer the question whether the factors for 

deposit euroization that we discussed in the previous part apply to the 

case of Macedonia. The idea that we want to test is associated with the 

possibility of unpredictable capital movements, especially if the financial 

account opens. For these reasons, the analysis seeks for conclusions that 

are based on the equation 3.3, where the reasons for investing in deposits 
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with foreign currency component are associated with expected inflation 

and depreciation of the exchange rate. 

 

Figure I.3.: Deposits with foreign currency clause to total deposits, 

yearly and mounthly growth of the total deposits to households and 

nonfinancial sector 
 

 
 

Mounthly growth of the foreign currency deposits 
 

 
 

Source: NBRM, authors calculations. 

 

Macedonia is among the countries with high rates of deposit 

euroization. Since 2002, the share of deposits with foreign currency 

component sets up to 45% of the total deposits. If we want to explain 

deposit euroization through the effect of distrust in domestic policies, 

than that is exactly what happens in Macedonia. In those terms, we can 

clearly notice that whenever an adverse event occurs in Macedonia, 

which affects decrease / increase the in confidence of domestic / foreign 

currency, the share of deposits with foreign currency component changes. 

This was especially evident during the period of 2008-2010, when with 

the decreased confidence in the euro the currency component of deposits 

had changed. 

Distrust in achieving the golas of the economic policies is mainly 

connected with maintaining low and stable inflation and stable exchange 
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rate. Analuzing this, we will show the annual changes in inflation
5
. The 

rate of inflation will be compared with that of Germany, believing that 

full confidence in the euro comes from the confidence in the economic 

policies of Germany. 

 

Figure I.4.: Inflation, nominal and real foreign exchange rate and the 

money supply in Macedоnia 
 

Inflation, year to year   М2/GDP(%), eur/den (nominal), 

     real exchange rate (base: 2005) 
 

 
 

Source: IMF, (IFS, 2014),NBRM, authors calculations. 

 

Hence, taking into account the difference between the dynamics 

of movement of inflation in Macedonia and Germany, we can easily 

conclude why agents insist on deposits with foreign currency component. 

Namely, in terms of fixed exchange rate, if the country has a higher rate 

of inflation from the peg, long-term real appreciation of the domestic 

currency should occure. 

As mentioned above, the central issue in this part of the paper is: 

in case of financial account opening the deposits drain outside the 

country will follow. Previously we showed that mistrust economic 

policies can be acceptable argument for high deposit euroization in 

Macedonia. Moreover, based on that argument, but because of 

restrictions on capital movements, most households in Macedonia 

acctualy react to the changing expectations of inflation and exchange rate 

movements. 

This can be illustrated with relatively high interest rate gap 

between denar deposits and deposits with foreign currency component, 

(in the analyzed period  - 2.97 pp). In terms of expectations for changes 

in inflation and nominal exchange rate, the "shelter" in assets 

                                                           
5
 IFS (2014). 
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denominated in foreign currencies is confirmed by the existence of the 

difference in the interest rate on denar deposits with currency component. 

That spread explains the mood for the currency of the household 

deposits. Moreover, we want to emphasize that if confidence in 

macroeconomic policies is not in doubt, the higher interest rate spread 

should not affect the increase in investments in assets denominated in the 

domestic currency. To this we could add that even in terms of negative 

real interest rates in the country the deposit euroization grows. 

 

Figure I.5.: Interest rate differentilas, prime rate and the balance of the 

foreign currency deposits (million denars) 
 

 
 

Source: NBRM, authors calculations. 

 

Figure 6 shows that from the third quarter of 2007 to early 2009, 

the real return on deposits is negative, while the deposit еuroization is 

growing (figure 5). This fact is rather expected, if we consider that the 

interest rate on deposits is dependent on the amount of the prime interest 

rate (that one of the treasury bills). Additionaly, its movement in terms of 

a fixed exchange rate, is associated with the instrument to maintain its 

stability. This again points to the importance of increasing the confidence 

in the domestic currency. 

However, even though we have accepted that mistrust in the 

domestic currency is one factor for deposit euroization, this still is not an 

argument for outflows in case of financial liberalziation. This especially 
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is apparent in conditions when real chances for loss of deposits does not 

excists, since most of the deposits are insured. After all, for such thing, 

one needs something more than the liberalization of capial movements.  

If we accept the assumption
6
, that there are significant transaction 

costs for the transfer of funds between countries, the main motive for 

investing outside the country should be the returns of the funds (interest 

rate and returns on stocks). Given that, even in terms of free financial 

flows, the interest rate does not play a significant role in determining the 

level of deposit euroization, we can assume that low interest rates in the 

euro area (figure 6) also will not affect the amount of outflows from the 

country. 

This confirms the expectations for convergence of interest rates as 

a result of the theory of interest rate parity. Hence, the fear of spilling out 

large amounts of money in the form of deposits out of the country could 

be based on the appetite for higher returns (interest), but with 

expectations of lower risk. 

 

Figure I.6.: Nominal and real interest rates on deposits in domestic and 

foreign currency 
 

 
 

Source: IMF, (IFS, 2014),NBRM,  authors calculations. 

 

The difference in the interest rates on treasury bills in Macedonia, 

The Eurozone and Germany can be analuzed as a signal for the 

perception and compensation for the higher risk. Here, we would like to 

mention that investing in treasury bills for households is not a full 

substitute for investments in deposits. Even thou, the analysis of the 

movement of the interest rates could give us two answers: first, whether 

there is a link between the growing level of risk to public finances at 

                                                           
6
 With reserve. 
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home and abroad, and second, is there a connection between these rates 

and those of the deposits. 

The analysis so far to this part of the paper can not find strong 

arguments for fear of sharp drain of the deposits abroad. In fact, since 

agents are investing in deposits with foreign exchange clause the 

percepted time inconsistency problem is to be compensated with the 

foreign exchange rate risk free instruments. These instruments can be 

also used as a hedge from the implication of the eventualy inflation tax 

policies. Thus, this tool provides the agents to have fully protected and 

almost risk-free instruments in their portfolio. 

The analysis to this point shows that, if agents do not respond to 

changes in interest rates, one of the reasons for seeking the save haven in 

the deposits with foreign currency component is exactly the excistence of 

underdeveloped capital market. With this concludion we have come to a 

head note of the entire course of the study. Namely, if we assume that 

with the opening of the financial account, the agents will invest in capital 

markets abroad, the question that arises is: Is it possible that the 

liberalization will not affect the development of the domestic capital 

market? 

 

Figure I.9.: Portfolio investments (as % from GDP) 
 

Equities    Net investments 
 

 
 

 
 

Source: IMF, (IFS, 2014),NBRM,  authors calculations. 

 

Next thing we want to test is what the conection between 

domestic and foreign capital markets is. The negative balance of the 

financial account should not be considered as a signal for capital ouflows 

in Macedonia. In fact, such balance could be interpreted as a signal form 
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the foreign investors, whose behavior can be followed by domestic 

agents. However, if we consider that the main factor for the changes in 

assets and liabilities are government debt securities and loans of the 

monetary authorities, as well as foreign institutional investors 

(particularly in the period 2007-2009), the greatest risk that the country 

could face is stopping the flow of funds on that basis, but not the private 

outflows. Here remains the question: Whether and how the change in the 

mood of the international creditors will affect the decisions of domestic 

agents regarding the type and location of theirs investments if the 

freedom in the choice of destination exicts? To this point of the paper no 

other reason for capital outflows than the low macroeconomic policy 

credibility is factor for outflows of the domestic deposits. Additionally, if 

we have in mind that with the possibility to invest in foreign currency 

deposits
7
 that are secured with insurance funds, than the outflows of 

these instruments should not be expected.  

At the end of this paper, we will make a simulation of the change 

in foreign exchange reserves as a result from possible deposit outflows
8
. 

The scenarios are assuming that the expected deposit outflows will range 

from 10% to 50% of total deposits with foreign currency component. The 

results shows that only 50% of the deposit outflows will distrubate the 

coverage of imports by foreign exchange reserves. That means that the 

foreign exchange reserves will fall below 3 months trade coverage.  

This assumption, we must admit, is rather unrealistic. It is eaven 

more elusive, if we consider that 50% of deposits with foreign currency 

clause presents 25% of total deposits. Reduction of the deposit base by 

25% for each banking system, especially for Macedonias’, whose main 

source of funds is exactly the deposits would entail much bigger financial 

and economic turbulence. 

 

 

 

 

 

 

 

                                                           
7
 That provides shelter form inflation and depreciation risk. 

8
 Here we want to stress out that we are aware that the deposit outflows does not mean 

that the foreign exchange reserves will decrease in the same amount. 
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Figure I.10.: Foreign currency deposits.GDP, total non gold foreign 

exchange and changes in the trade coverage ratio 
 

 
 

Source: NBRM,  authors calculations. 

 

 

Conclusion 
 

Cross-border capital movements within the global economy have 

been increasing steadily for the past decade. The years that followed year 

2002 brought increase of capital flows from the rich to developing 

countries. In the year 2008 only, the International Monetary Fund 

measured growth in net private capital flows of 30%. This was supported 

by strong economic growth, favorable conditions for trade, low inflation 

and low interest rates worldwide. Literature dealing with the capital 

movements’ liberalization concludes that even thou there is positive 

effects from the high amounts of inflow of foreign capital, they can pose 

a great threat too. 

Analyzing the models that are representing the agents’ 

preferences on investment in terms of both open and limited financial 

account shows several things. First, the agents are always seeking for an 

optimal portfolio that would bring them greater return and lower risk. 

Second, no matter the return rate, the major reason for theirs shifts from 

one to other instrument (less riskier) is the perception of the stability of 

the macroeconomic policies. This is especially connected with the 

possibility of the country’s economic policies to maintain stable inflation 

rate and predictable exchange rate policy. 

The central issue in this paper is: Will there be any changes in the 

deposit balance if a financial accounts opening occurs. Previously we 

showed that mistrust in the economic policies can be acceptable 

argument for high deposit euroization in Macedonia. Moreover, based on 

that argument, but because of restrictions on capital movements, most 
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households in Macedonia actually react to the changing expectations of 

inflation and exchange rate movements in the manner of euroization.  

Hence, the assumption of no confidence on economic policies as 

a basis for possible deposit outflows, leads us to the conclusion that, even 

in a limited capital movements the economic policies must focus on 

establishing higher confidence. Finally, we have concluded that the 

possibility of investing in instruments without exchange and credit risk 

would affect the reduction of pressure on deposit outflows.  

Having that in mind, liberalization of the financial account 

probably limits only the financial development, with no other expected 

negative results especially in banking deposit balances. This also is 

important when in the country the deposit euroization is allowed. On the 

other hand, the high level of deposit euroization, however, points out the 

weaknesses in the financial and institutional development. It is to these 

aspects that the economic policies should address their strategies. 
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