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Introduction

During the fourth quarter of 2014, the interest rate at CB hill auctions remained
3.25%. The decision to keep the policy rate unchanged was based on the latest reassessment of the
NBRM's macroeconomic projections in October and the performance of key macroeconomic and
financial indicators. Namely, recent trends and macroeconomic projections confirmed the solid
domestic economic growth, which creates no imbalances through inflationary pressures or pressures
to reduce foreign reserves. Analyzing global environment , in this period, the global economic
outlook deteriorated again, and the downward risks s urrounding projections were further pronounced.
This especially applies to the euro area, where the growth estimates were revised downward, and the
risk of deflation is increasingly pronounced. Observing domestic indicators, GDP data indicated
retention of positive developments in economic activity , partly supported by the additional
credit flows from domestic banks. Changes in the general price level in the last quarter
remained in the negative zone and ranged within the projected framework. In December, i n
conditions of solid currency positions of banks, in the foreign exchange market, foreign currency was
purchased in a net amount sufficient to exceed the net sales from October and November. The
dynamics of foreign reserves was slightly better than expected, at the level, which was sufficient to
absorb any unforeseen shocks. In this period, it is perceived that risks about future movements
are mainly exogenous, and related to potential changes in the dynamics of recovery of the global
economic growth and the volatile and hardly predictable dynamics of global food and energy prices.
In environment of solid economic and credit growth, absence of inflationary pressures
and foreign reserves as expected, and amid pronounced external risks and already taken
measu res for monetary easing, in the last quarter the monetary setup was deemed
appropriate.

The key macroeconomic parameters in the domestic economy were generally
moving within the October cycle projections. In the third quarter, the gross domestic
product registered an annual growth of 4.1%, which is a slightly higher growth rate than expected
for this period. Thus, the economic activity remains in the area of positive quarterly and annual
changes, for seven consecutive quarters. Analyzing sources of growth the export sector remains the
main driver, reflecting largely the growing exploitation of the potential of new export facilities. At the
same time, investment activity gave additional strong impetus. In addition, private consumption
continued to grow sup ported by the growth in disposable income, coupled with increased credit flows
from domestic banks to the household sector. Namely, the growth of the real sector activity spills over
into the labor market that registers increasing absorption of labor and higher real wages in support of
private consumption. On the other hand, public spending made negative contribution to the growth.
Increased domestic and export demand, amid import-dependent domestic economy, have created
pressure for increased imports. In such conditions, the contribution of net exports to GDP growth in
the third quarter remained negative. Relative to the projection, in the third quarter, the structure of
growth was more favorable, contributing more to the investment consumption, at the expe nse of the
private consumption. Available high frequency data for the last quarter of 2014 suggest that the
activity is still in the area of solid growth, signaling that the economy generally follows the projected
GDP growth trajectory.

During the fourth  quarter, domestic prices declined on average by 0.4% annually,
thus being in the zone of negative annual changes for the third quarter in a row. The pace
of decrease in the general price level is as expected. Changes in domestic prices are estimated to
have been mainly related to factors on the supply side. Namely, lower import prices of food and
energy directly affect domestic prices, with the price effect of imported consumer goods from key
trading partners also being lower (slowdown of foreign effective inflation). The last quarter is
characterized by a gradual depletion of the negative contribution of food prices, while the negative
effect of energy prices has become more pronounced, which corresponds to the downward
movements of oil prices in the world market. The core inflation also registers downward
movements. In the last quarter, it was negative for the first time in eighteen quarters and amounted
to 0.3%. On average, headline inflation for 2014 dropped by 0.3%, primarily due to the lower
food prices, while the average annual core inflation remained positive and amounted to 0.6%. For
2015, the expectations for 1% inflation remain, and the risks about the projection amid sharp
downward adjustments of the estimates for oil prices are currently downward . However, one should
bear in mind that there is great uncertainty about the future movements in world oil prices and the
possibility of sudden changes in this category.
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Within the external sector, the current and capital account in the third quarter of 2014
recorded a surplus of Euro 120.4 million or 1.4% of GDP, which is slightly improved position of the
current account than expected, amid improved trade balance. At the same time, the financial account
registered high inflows of Euro 419.7 million or 5% of GDP. The government borrowing on the
international capital market was the main source of creating foreign currency inflows, which in
favorable financial market conditions provided early funding of future budgetary needs. However, the
financial inflows in the third quarter were somewhat weaker than projected, in part because of the
weaker direct investments. According to the latest available data for the fourth quarter of
2014, foreign reserves were almost unchanged on a quarterly basis, and their dynam ics
was slightly more favorable than that projected in October. The movements in the foreign
exchange market were favorable, and therefore, a high amount of foreign currency was purchased in
December and cumulatively for the entire quarter. The available e xternal sector indicators for the
fourth quarter are still insufficient making it difficult to obtain an accurate picture of the deviations in
the position of the balance of payments compared with the projections. Data on foreign trade as of
November point to improved export performance and smaller trade deficit than projected, while the
net purchase from currency exchange operations currently indicates that the private transfer
movements are as projected. It should be noted that the October data on the bal ance of payments
point to favorable developments in the current account, with surplus for five consecutive months,
which has not been observed so far. On the other hand, as of October, the balance of payments
signals smaller than expected financial inflows in the economy. The analysis of foreign reserves
adequacy indicators shows that they continue to move within a safe zone. Despite such favorable
developments, there are still risks clouding the future pace of foreign reserves. These risks are mainly
related to unfavorable external surrounding, which can cause adverse changes in the external sector
through different channels. The last ECB's measure taken in January 2015, which means a significant
quantitative easing through the purchase of government and pr ivate securities, mitigates the negative
risks to the growth of the European economy. However, it takes time to perceive the extent to which
this policy will transmit to the real sector of the economy of the euro area.

In the last quarter, the lending ac tivity continued to increase amid sound
fundamentals of the banking system, higher deposits, improving risk perceptions of the
private sector, increased interest to finance businesses with bank loans at favorable
interest rates.  In this period, the new cre dit flows from banks were almost double the average
quarterly amount approved in the previous three quarters. In addition, the share of lending to the
corporate sector in total loans is higher than its average share in the first three quarters. At the end of
December, total loans were higher by 10% on an annual basis, with the growth in loans in 2014 being
by 1.6 times higher than that registered in the previous year. In addition, loans exceeded their
projection for 2014 and confirm the possibility of achie ving a projected credit growth of 9% - 10%
annually for the next two years. Also, in the last quarter, the deposit base kept on increasing,
whereby the total deposits grew by 10.4%, annually. The current changes in the credit market
suggest gradual materialization of the effects of the monetary easing and of the non -standard
measures on the credit support for the private sector, as well as improved banks' perceptions and
expectations for the risk of these loans. Although these are positive developments in the credit
market, it should be borne in mind that the existing adverse risks from the external environment also
pose a risk to the creation of additional deposit potential and the perceptions and expectations, and
thus, to the credit market activity.

In summary, recent developments suggest further maintenance of an adequate

level of foreign reserves, reduced inflationary pressures and enhanced credit support of

the economic growth by the banking sector. In such conditions, it was assessed that the
economy created conditions for sustained recovery of the private sector without any additional
monetary stimulus, i.e. that the support of the local economy through monetary policy measures is
sufficient. Leaving the zone of accommodative monetary policy in the next period will depend on the
changes in the external position of the economy and the effects on foreign reserves. The NBRM will
continue to monitor the developments closely and if necessary, will make appropriate changes in the
monetary policy for successful achieving of objectives.
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I. Macroeconomic developments
1.1. International economic surrounding

The global economy indicators suggest improved economic performance in
the third quarter of 2014, mainly as a result of the intensified economic activity
in some of the developed countries. Namely, within this group, the United States
has registered solid economic growth, while the economic performance in the
euro area ha s been weaker. The main positive effects on these economies arise
from the completion exhaustion of the process of financial deleveraging of the
private sector, reduced demotivational effects of fiscal policies and of
accommodative monetary policies. On the other hand, in some developing
countries, the growth was suppressed due to structural /ssues, less favorable
financial conditions and geopolitical tensions. The assessments indicate that in
the next period , the global recovery will be gradual, fragile and uneven across
countries and regions. The global inflation continued to move downward | n the
months of the fourth quarter, and in the following period, it is expected that
there will not be any inflationary pressures, taking into account the expected
downward movements in the prices of primary products in the world markets.

The global ec onomy continues to
recover gradually, but the recovery remains
uneven among different countries and
regions. After the moderate growth in the first
= and the second quarter of the year, the economic
4 activity strengthened moderately in the third

D AN 0 quarter, largely as a result of the improved
fundamentals in some key developed economies.
This particularly applies to the United States,
where the growth of domestic demand, driven
primarily by the growth of private consumption,
contributed to further strengthening o f the
economic growth. In addition, the British economy

Real GDP growth in advanced economies
(year-on-year percentage changes; quarterly data)

6 R === euroarea achieved solid growth, given the eased lending
3 United States . . .

84 O e Japan terms and higher prlvat(_a cc_)nsu_mptl_on. On the

¥ United Kingdom  other hand, the economic situation in the euro

-10 - area and Japan is not very favorable, as their

20072008 2009 2010 2011 2012 2013 2014 @conomies are characterized by low or negative

Source: Furostat growth in this period. In the third quarter,

heterogeneous movements were observed in the
emerging economies. Thus, as a large net importer
of raw materials, the economy of India had
benefited from the lower world prices of primary
products, which given the increased market
confidence and sound export demand, resulted in
slightly higher GDP growth. On the other hand, the

! The analysis is based on the ECB Monthly Bulletin for
November and December 2014, the OECD Economic Outlook,
November 2014, the monthly reports of the Deutsche
Bundesbank, the reports of Capital Economics, the weekly
reports of the National Bank of Greece and the press releases
of Markit Economics.
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growth of the Chinese economy slowed down
moderately, mainly due to the lower investments
and weaker credit growth. However, the growth of

these economies continues to be comparatively
high compared to other countries. On the other
hand, the economic activity in Russia continues to
score low and slower growth as a result of tighter
financial conditions and international sanctions.
Because of the declining private consumption,
Brazil's economy again went down, yet at a slightly
slower pace compared with the previous quarter.
The high-frequency survey indicators of economic
activity - PMF?, show that in the fou rth quarter, the

global growth is slower compared to the previous
quarter. Thus, the global composite PMI dropped
to 53 index points (55.1 index points in the third

quarter), with lower values in the services sector
and in the manufacturing industry. The d ata
suggest further solid economic growth in the
United States, while the growth in the euro area is
estimated to slow down in the last quarter. In the

next two years, the global growth is expected to
accelerate gradually. Analyzing the developed
economies, the accommodative monetary policies,
favorable financial conditions, improving labor
market conditions and slowing pace of fiscal
consolidation are expected to stimulate their
growth. The favorable movements in some
developed economies are expected to have a
positive effect on the growth of developing

countries, which is still expected to be lower than

the pre-crisis period, taking into account the
structural changes, the macroeconomic imbalances
and the general context of gradual normalization
of monetary policies in developed economies.

The downward trend of global
inflation that began in mid - 2014 ® continued
in the two months of the fourth quarter.
Thus, recent performance for the period October -
November point to inflation of 2.9%, versus 3.3 %
in the previous quarter, which is the weakest
growth  recorded after 2009. Disinflation
movements are present in all groups of countries.
Thus, lower inflation rates were registered in the
emerging economies and developing countries
(4.9% on average in October and November

2 PMI (Purchasing Managers Index) is based on surveys of a
representative sample of companies from the manufacturing
and service sectors, and are often used as high frequency
indicators for the current and future economic activity.

® Source of data is the IMF's International Financial Statistics
database.
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versus 5.3% in the third quarter), while reduced
inflation of 1.2% was recorded in the developed
economies (1.5% in the third quarter). Such
movements of inflation are largely determined by
the energy prices on the world market, which
began decreasing in the second half of the year.

In the third quarter, the euro area
continued showing positive rates of
economic growth *, but they are still low in
order to provide vigorous recovery of the
economy. Namely, after the growth of 0.1% in
the second quarter, in the third quarter, the
growth marginally increased by 0.2% on a
quarterly basis, which is the sixth consecutive
quarter of positive, though weak GDP growth.
However, the annual growth rate remains low,
0.8%, which is the level of the previous quarter.
The quarterly growth is largely due to the
strengthening of the private consumption, which
made the largest positive contribution to the
growth, given the positive changes in the
aggregate income as a result of the labor market
developments and lower inflation. In this context,
the unemployment rate in the third quarter
decreased by 0.1 percentage points to 11.5%
compared to the second quarter. On the other
hand, gross investments dropped for the second
consecutive quarter, given the reduced business
confidence and increased uncertainty. Public
consumption also recorded moderate growth.
Although net exports made a negative contribution
to the growth, the export demand continued to
increase, in part due to the depreciation of the
euro in this period.

In the fourth quarter, the inflation in
the euro area continued the two -and -a-half -
year slowdown and reduced to 0.2% on an
annual basis. Thus, it continued to move away
from the ECB's inflation target of below but close
to 2%. At the same time, this represents the
lowest level reached after 2009. Observed through
the main components, energy prices continue to
register strong decline, which is in line with the
significant decline in stock prices of oil these
months. However, this decline was somewhat
offset by changes in food prices, which after the
fall in the previous quarter again registered a
moderate increase, driven mainly by the
depreciation of the euro. On the other hand, after

4 According to ESA 2010.
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several quarters of status quo, the core inflation
slowed down moderately in this period, fully
reflecting the fall in the prices of non -energy
industrial goods.

The policy rates of the ECB, the Fed and the Bank
of England remained unchanged in the last three
months of 2014, at levels close to zero (0.05%,
0% to 0.25% and 0.5%, respectively). As for the
non-monetary measures, the ECB started to
implement the previously announced repurchase
program of backed bonds denominated in euros
issued by financial institutions from the euro area
(CBPP3) and asset-backed securities (ABSPB).
The second auction within the framework of the
targeted long-term  refinancing  operations
(TLTRO') was conducted in December, and
another six are announced to be conducted

by the end of June 2016. These measures
which are primarily aimed at stimulating lending
and encourage economic recovery, should also
increase the balance sheets of the Eurosystem in
order to reach the level of early 2012. At the
meeting held in January 2015, the ECB announced
the new extended program for purchase of
financial assets in the euro area that provides
direct purchase by the central bank of securities
issued by private and public sector. Thus, besides
the two programs of purchasing asset-backed
securities and backed bonds issued by financial
institutions in the euro area denominated in euro,
which the ECB launched in the last quarter of
2014, the new program also includes purchase of
securities issued by the member states of the euro
area and relevant European institutions. The
program is expected to be implemented in the
period from March 2015 to September 2016 with
an option to be extended until it ensures
sustainable convergence of the rate of inflation in
the euro area to the level of about 2% in the
medium term. The program provides a monthly
purchase of financial assets of Euro 60 billion
(including the purchase of assets-backed securities
and backed bonds issued by financial institutions in
the euro area denominated in euros), bringing the
total amount of the program to about Euro 1,000
billion. This program provides a further easing of
the monetary policy by increasing the balance
sheet of the central bank, aimed to support the
process of economic recovery and the return of the

® CBPP3- Covered Bond Purchase Programme 3;
6 ABSPP- AssetBacked Securities Purchase Programme;
" TLTRO- Targeted Longer-Term Refinancing Operations.
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euro area inflation at a level consistent with the
target level of about 2%. As for the Fed's non-
standard measures, in the October meeting, the
Federal Open Market Committee (FOMC) decided
to terminate the purchase of mortgage bonds and
long-term government bonds, putting an end of
the third stage of quantitative easing program. It
also retained the current practice to reinvest
maturing debt in new assets in order to maintain
favorable conditions of financing through solid
level of Fed's balance sheet. Also, it was estimated
that the policy rate will remain "appropriate for a
considerable period of time." Moreover, the
decision to increase the interest rate and to
normalize gradually the monetary policy will take
into account several indicators for the labor market
conditions, inflationary pressures and expectations
and financial market developments.

During the fourth quarter of 2014,
the nominal exchange rate of the US Dollar
against the Euro appreciated, but at slower
pace. During October and November, the US
Dollar appreciated at a rate of 1.8%, i.e. 1.6% on
a monthly basis, and in December, it reduced to
1.1%. Compared to the same quarter of the
previous year, the US Dollar registered a
significant appreciation of 9%, which is the first
increase of value of the US Dollar on an annual
basis in the last two years. In December 2014, one
US Dollar was exchanged for 0.81 euros, which is
an appreciation of 11.1% compared to last year.
The devaluation of the euro stems from the
divergent estimates of the economic situation in
the euro area, and the further monetary easing by
the ECB versus the expectations of a possible
increase of the Fed's policy rate.

In the fourth quarter, there was a
rough decrease in oil prices, expressed in
euros. Thus, in this period, the price of crude oll
"Brent" equaled Euro 60.7 per barrel, which is a
quarterly drop of 21.1%. The decline in oil prices
results primarily from the high supply that exceeds
the demand for oil. Despite the conflict in Libya
and Iraq, OPEC production remained within the
current official target, amid increased supply by
the United States. At the same time, oil demand
remained weak, partly because of the slowdown of
the industrial growth in China. On the other
hand, in the same period, the prices of non -
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energy primary products 2 in euros registered

a quarterly growth of 0.7%. The food prices
slightly increased compared to the previous
quarter ° (0.9%), while the price of metals
registered a quarterly decline of 1.7%. The
unusually cold weather in the US, as well as the
conflict between the two major producers of
cereals, Russia and Ukraine, which affected
production and trade, increased the price of
cereals. The fall in metal prices is explained by the
reduced global demand or economic slowdown in
China and in some emerging economies.

In the third quarter, the economic
acti vity of the region showed divergent
movements. Namely, the economic activity of
Turkey and Bulgaria slowed down annually, while
Serbia and Croatia continued to register negative
growth rates of GDP. The poor economic
performance of Serbia primarily reflects the
adverse weather or floods that hit the region. The
lower economic growth in Turkey arises from the
reduced investment activity, where net exports
remain the main driver of growth, while the
weaker performance of the Bulgarian economy
reflects the worsened net exports, amid improved
domestic demand. Serbia's GDP registered a rough
decline as a result of the strong fall in the
industrial output and the activity of the service
sector. On the other hand, Romania's economy
registered a rapid growth, the h ighest in the EU for
the third quarter, driven by the improved
investment climate, as well as the higher private
consumption and improved net exports.

During October and November, the
countries of the region mostly registered low
rates of inflation, whi le in Bulgaria the
deflation increased.  The inflation rate decreased
in Kosovo, Turkey and Albania, and a slight
acceleration was observed in the growth of price
levels in Serbia, Romania and Croatia. Low prices
of food in Bulgaria continued the deflation in the
first two months of the fourth quarter.

8 The price index of non-energy primary products includes:
prices of food, beverages, agricultural raw materials and
metals.
® Expressed in US dollars, food prices registered a quarterly
decline.

10
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The growth of domestic production continued in the third quarter of 2014,
when a moderate quarterly GDP growth of 0.5% and annual growth of 4.1% was
registered. Improved economic perfor
distributed among all sectors of activity, with the manufacturing industry being
the largest generator of growth, while solid performances were registered in the

activities in trade, transport and hotels and restaur

mances in the third quarter of 2014 were

ants. Growth of value added

was recorded in construction, but at significantly slower pace compared to the
beginning of the year. Although it was assessed that the slowdown in
construction activity is temporary, according to the results of the surveys, the
situation in this sector is still not expected to change significantly in the fourth

quarter.

Annual real growth rates of individual sectors of GDP

in Q3.2014
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In the third quarter of 2014, the
domestic output continued growing and
resulted in 0.5% and 4.1% higher GDP
(seasonally adjusted) on both quarterly and
annual  basis, respectively °.  Observing
individual economic sectors, the manufacturing
industry is the generator of the quarterly and the
annual growth in the third quarter. Moreover,
when it comes to the annual growth, favorable
movements were registered in all economic
sectors, and besides manufacturing industry,
significant contribution to the growth of the total
value added was made by the sectors of trade,
transport and communication, and hotels and
restaurants™.

annual growth rates, in % contributions to GDP growth (in p.p.)
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Agriculture -16.4 -9.4 |-10.8|-25.3] -160 [16.0[ 7.3 [ 1.7 [143] 90 [32[92] 03| [-1.0[-07| -11 |27 ] 24 [09]05] 02 [12| 07 [02]07]00
Industry -124|-78 |59 |-10| 67 | 67 |58|45|62| 58 |26|58| 58 | |-1.6|-1.1| -08 [-01|-09 [08|07| 05 |08| 07 |03|0.7|07
Manufacturing 92|-34|02|70|-122 |108]78]|78[104] 92 |82|113|166]| |-0.8|-03| 00 |06 | -0z |08|07| 07 |10| 08 |07 |10]|15
Construction 11.4| 1.0 |-102|-135| -27 | 58 |40|89|57| 60 |93|05| 26| |12 |01 -10|-12|-05 |07|04| 08 |05| 06 |11|00]02
Trade and transport 99|38 |197|174| 75 |106|57|34|-02| 45 |35|52| 29| |-15|06| 27 | 25| 27 |15|09| 06 |00| 07 |05|09]05
Information and
e 169 -1.0 | 7.6 | 11.6| -06 |10.4|10.7] 9.2 [10.0| 207 |23 |51 | 40 | [-1.1|-01| 0.4 |05 | 00 |05|05| 05 |05 05 |01|03|02
Financial and insurance 253210171 79 | 174 | 26 |11 |05|36| 29 [42|35[ 75| |07 [07] 05 |03 | 05 01|00 00 [01] 0z |02|01]03
Real estate activities 346|132 |-149|-127| 24 |-104|-25|35|58|-23 |48|41| 28| |35 14| 20 |-16| 03 |-1.4]|-03| 04 |06|-02 |06|05]|03
Professional, scientficand | g g | 54 | 41| 20| 01 |-30|7.8[117[174| 76 |20|69| 82| |03 |01| 01 |-01] 00 |-01]03] 04 |05] 03 |01]02]|03
technical activitiess
Public administration 09|18 |28|40| 24 |20|15|10[04| 22 |06|06|08||01|02| 03 |05]| 03 |03|02]| 01 00| 0z [01]|01]01
Other service activities 10 | -6.3 [-109]-12.2| -66 |-19.6|-75[105|22.0| -2.0 [12.2|11.3[11.6| | 0.0 |-0.2| -03 |-03 | -02 |-0.6]|-02| 02 |04]| 00 |03]03]03
Gross Domestic Product | -1.0 | 05 | 03 |-26 | -05 |29 |21 |25 |41| 27 |32 |44 | 41 | |-20|05| 03 |-26 | -05 |19 |21| 25 |41 | 27 |32 |44 |42

Source: State Statistical Office and NBRM cal

culations.

% The data on the movement of GDP and its components in the
third quarter of 2014 that the SSO announced in December
2014 were compiled using the new method of calculating
certain categories in order to achieve greater scope and
application of the ESA 2010 methodology. Additionally, data by
sector of economic activity are presented according to the
NACE Rev.2 classification.

1 Within the published GDP data, in the third quarter, the three
activities: trade, transport and communications, and hotels and
restaurants are published aggregately, i.e. it is impossible to
isolate the individual growth of each of them.
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The industrial sector continued
regi stering favorable developments in the
third quarter. Moreover, there is a certain
slowdown of the quarterly growth, which
however have not affected significantly the
annual change in the value added, which in
the third quarter remained at the level of the
previous quarter.  The manufacturing industry is
the generator of the growth in the industry, where
the improved performances are largely attributable
to the activity of new export facilities, and growth
has also been observed in some other facilities.
The analysis of individual activities within the
manufacturing industry refers to the production of
motor vehicles, trailers and semi-trailers and the
production of food products as activities that make
the highest contribution to the annual growth of
the manufacturing industry. Despite the good
performances in the manufacturing industry, the
sector of supply of electricity, gas, steam and air
conditioning, and the mining sector made a
negative contribution to the growth of the
industrial output. The improved p erformance in the
manufacturing industry is also confirmed in the
Business Tendency Survey in manufacturing
industry *?. According to the Survey, the third
quarter registered an improvement of the
perceptions of corporate managers for the current
economic situation compared to the preceding
quarter. As for the limiting factors, corporate
managers emphasize the lack of equipment, lack
of skilled labor and uncertain economic
surrounding as factors with more pronounced
negative impact in the third versus the second
quarter. The results of the survey conducted
in the first two months of the fourth quarter
point to  moderately less favorable
movements compared with the third
quarter. Thus, the period October-November
2014 witnessed moderate deterioration of the
assessments of the current economic situation of
the facilities, and a slight decrease in the average
capacity utilization. However, taking into account
the growth of industrial output in the same period
(an average annual growth of the industrial output
index of 6.7% in the last two months of the year),
the moderately worsened perceptions of corporate
managers in this sector are probably based on
temporary factors.

12 Refers to the surveys conducted in the third quarter of 2014.
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The situation in the trade sector in

18 the third quarter is similar as in the previous

quarter *. Thus, in this quarter, the growth

reflects the increased turnover of the wholesale
trade, with additional contribution to the growth

being made by the trade in motor vehicles, which
registered annual growth of turnover, despite the
decline in the previous quarter. On the other
hand, the turnover in retail trade still declines on
an annual basis, but at a significantly slower pace.
Poor performance in retail trade is to a certain
extent confirmed by the results of the Survey of

Retail Trade Managers **. Namely, in the third
quarter, the assessments of managers of this
sector about the current corporate business are
moderately worse. Furthermore, the analysis of the
survey results indicates the existence of several
limiting factors whose negative impact is more
pronounced compared to the second quarter of the
year, with the dominance of increased competition.
In terms of trends in retail trade, no significant

improvement in the fourth quarter is expected,
taking into account the deteriorating expectations
of corporate managers in terms of the status of
orders and selling prices.

In view of the developments in the
sector of transport and communications, all
indicators point to a continuation of the
favorable developments from the second
quarter. The highest growth was recorded in
cargo aviation traffic, with significant growth rate
in the road traffic.

In the third quarter, the value added
in construction registered a moderate
annual and quarterly growth. However,
analyzed on average for the second and the
third quarter, the growth is still significantly
slower compared with the first quarter of
the year. Analyzing the types of buildings, the
annual growth could be explained by the growth of
the construction of residential buildings. Besides
housing activity, other construction activities in the

3 The analysis of the trends in the trade is based on data on
the trade turnover.

14 350's Business Tendency Survey in retail trade for the third
quarter of 2014. The balance of responses is the difference
between weighted positive and negative responses of the
corporate managers. The balance is designed to show the
movement of the observed economic indicator rather than its
true size, i.e., it provides qualitative rather than quantitative

(numerical) data from the corporate managers.
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Construction and expectations of the construction field of bqulng Construction, as well as activities in
42 sector 10 the field of civil engineering decreased compared
to the same period last year. Although it was
assessed that the slowdown in construction activity
is temporary, according to the results of the
Business Tendency Survey in construction 1’
no significant changes are expected in this sector
in the fourth quarter. Namely, although managers'
perceptions about the current situation in this
sector slightly improved, yet their expectations for
—— Assessment of the prient business situation in the business entites the fourth quarter about the period of providing
28 T e A g e N “ works, selling prices and total orders are less
o o O o o o o o o o [eg
g favorable compared to the previous quarter. The
Source: State Statictical Offce. managers pointed to the increased financial costs,
bad weather and lack of equipment and materials
as factors that limit the growth of construction.

2007 Q1
2009 Q1
2013 Q1
2014 Q1
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1.3. Aggregate demand

In terms of demand, the annual growth of gross domestic product of 4.1%
in the third quarter of 2014 is explained by the concurrent growth of domestic
demand and export  activity. Within the domestic demand, the highest growth
was recorded in gross investments (17%,), which amid decline in the value of
completed construction works, most probably reflects the increase in inventories
and investments in machinery and equijpmen t. Household consumption continued
to increase in the third quarter of 2014 (by 2.5%), but at a slower pace compared
to the previous quarter. The activity of new production facilities in the first half of
the year and in the third quarter contributed to a significant growth in export
activity, whereby exports grew by 15.4%. The higher domestic and export
demand, amid high dependence of domestic production on imports, increased the
imports by 14%. Despite the high growth of exports, net exports remained in t he
negative zone, and compared with the previous quarter, the negative
contribution of this category is moderately stronger.

Dogfif:ﬁuﬁmﬁ;{;ﬂl';‘,?,fual giﬁf s Gross domestic product (GDP), in the
20 - in persentage points) third quarter of 2014, increased by 0.5%
(seasonally adjusted) and by 4.1%,
compared to th e previous quarter and
compared to the same period last year,
respectively. Analyzing the demand, the
solid annual GDP growth in the third quarter
is a result of the export and domestic
demand, partially offset by the increase in

imports from abroad. Obsewing individual
components, the export of goods and services
-15 - registered a high growth as in the second quarter,
! Gross Investments K== Final Consumption which is largely due to the activity of the new
—— Net-exports = Domestic Demand

production facilities. In the third quarter of the
year, growth was registered in all domestic

Source: State Statistical Office and NBRM calculations.

15 Refers to the surveys conducted in the third quarter of 2014.
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components of demand, with the exception of the
public spending. Namely, the third quarter

20 1 (in percentage points) witnessed a significant acceleration of the growth
15 A of gross investments (both quarterly and
10 A annually), probably as a result of the growth of
5 - investments in machinery and equipment and
0 - inventories. Also, the favorable developments in
5 - the labor market and the growth of real wages
10 - provided further support for the annual growth of
15 - household consumption, despite the quarterly
% S g S g S g S g S g & decline in this component of domestic demand.
S S S S S S The public spending was the only component that
© S © S © 4 went down annually. Increased domestic and
st Net-exports _ [====3 Gross investments export demand led to higher imports, but at
Emm Government consumptlon ld Private consumptlon .
=== GDP slightly slower pace compared to the growth of
Source: State Statistical Office and NBRM calculations. exports.
Real annual growth rates (%)
b N [s2) < P N [s2] < b N [s2)
& o o4 o o o o o o o4 o
[aV) N N N N 3] o (3] [32] (3] < < <
I — — - I — I — — — — I —
o o o o o o o o o
N N N N N N N N N N N N N
Private consumption -1.5 1.4 3.1 1.7 1.2 6.1 4.0 -0.9 -0.7 2.1 -0.1 3.8 2.5
Government consumption 2.2 0.8 3.7 3.1 2.4 4.4 -0.1 1.2 4.4 25 -1.6 0.1 5.2
Exports of goods and services -1.5 -0.1 3.7 5.2 2.0 5.0 0.7 3.3 1.9 2.7 14.4 16.0 15.4
Imports of goods and services -1.3 12.1 10.4 11.8 8.2 -13.1 -3.4 -12.9 -10.7 -10.0 14.8 11.5 14.0
Gross capital formation -0.4 27.7 8.9 8.7 10.2 -32.6 -9.8 -15.2 -9.6 -16.6 30.2 7.8 17.0
Domestic demand 0.7 6.6 4.5 3.7 55) 4.3 0.1 -4.0 2.5 2.6 5.3 4.2 4.5
Net exports* -1.0 54.6 36.8 28.6 26.3 -30.2 -9.4 -41.6 -28.8 -27.0 15.9 0.4 6.9
GDP -1.0 0.5 0.3 -1.6 -0.5 1.9 2.1 2.5 4.1 2.7 3.2 4.4 4.1
*decrease represents lower deficit
Source: SSO and NBRM calculations.
1.3.1. Private consumption
. . In the third quarter of 2014, private
Private consumption indicators . . d v fall of
20 - (real y-o-y growth, in %) consumption reglstere_ a quarterly fall o
3.7% (seasonally adjusted). Unfavorable
251 quarterly movement determined certain
20 -

-10 4 L4 Imports of consumption goods
s Retail trade
-15 +  Private Consumption
20 == == Domestic production of consumption goods
o o etPisResledpcome v ¢ ¢ o o
goocogooogooodooco
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— - - -
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Source: State Statistical Office, Ministry of Finance and NBRM calculations.

slowdown of the annual growth rate, and

yet, in the third quarter, it registered a solid

annual growth of household consumption of
2.5%. Moreover, same as the previous quarter,
the annual growth of private consumption was
supported by the growth of the disposable
financial assets, given the growth in the most
significant components of disposable income. Real
growth in average wages paid for two quarters in a
row, coupled with the higher employment growth
increased the wage bill in the economy, although
somewhat slower compared with the previous
quarter. Moreover, the growth of pensions
continued in the third quarter, with the highe r
inflows based on private transfers from abroad
making additional positive contribution to the
growth of household income. Besides the growth
of the main components of households' disposable
income, the higher consumption in the third
quarter was also supported through the higher
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lending to households, mainly in the form of
consumer loans. The movement of short-term
indicators of private consumption, largely
corresponds with the growth registered in the third
quarter. Thus, an annual growth was observed in
the domestic production and the import of private
consumption goods, as well as in the net income
from VAT. On the other hand, the turnover in retail
trade continued to decline in the third quarter, but
at a further slowing pace.

The annual growth in the private
consumption is expected to continue in the
fourth quarter of the year according to the
latest available data *°. Namely, the increase in
real wages, pensions and transfers leads to further
growth of the total funds available to households
in the fourth quarter. According to the lending
data, in the period October-November, the growth
of consumer loans to households is expected to
continue in the last quarter of the year, which
according to the Lending Survey'’, corresponds to
the banks' expectations for easing the terms of
lending and accelerating the demand for loans in
this period. Analyzing the short-term indicators of
private consumption, an accelerated annual growth
was recorded in the net income from VAT, as well
as in the import of consumer goods that also
underpin the expectations for higher private
consumption in the fourth quarter.

1.3.2. Public consumption

In the third quarter of 2014, public
consumption dropped both quarterly (3%,
seasonally adjusted) and annually (5.2%).

The real annual decline stems from reduced health
care expenditures’®. On the other hand, the
available data for October-November 2014 indicate
higher public spending in the fourth quarter of
2014, given the higher costs for wages, and
goods and services, as well as hicher transfers for
health care.

1.3.3. Investment consumption

The favorable movements in gross
investments continued in the third quarter

16 Data on wages, private transfers and import of consumer
goods are as of October, while other data are as of November.
 NBRM's Lending Survey conducted in Sepgmber 2014.

18 Most of these assets relate to expenditures for goods and
services.
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of 2014, reaching a quarterly growth of
10.5% (seasonally adjusted), while
annually, gross investments increased by
17%. In the third quarter, the growth of gross
investments could be explained by the increase in
inventories, with some positive contribution of the
investments in machinery and equipment to the
growth, taking into account the double -digit
growth in imports of capital goods. On the other
hand, in the third quarter, the fall in the value of
completed construction  works  accelerated,
suggesting adverse movements in investments in
construction. Some of the remaining short-term
investment indicators also support the growth of
investments in the third quarter. Thus, in the third
quarter, growth was registered in the domestic
production of investment goods, as well as in the
corporate loans. Moreover, according to the results
of the Lending Survey'®, significant part of the
credit demanded by the corporate sector was
aimed to finance investments. Additionally, banks
emphasize that the growth in demand for loans by
the corporate sector is due to the further moderate
net easing of the terms of lending. Contrary to the
favorable trends in the indicators for private
investments, the third quarter registered a decline
in government spending for capital investments,
despite the increase in these expenses in the first
half of the year.

In terms of the movement of
investme nts in the last quarter of the year,
most of the available short  -term indicators of
investment activity point to continuing
growth #. Thus, the annual growth of imports of
capital goods and domestic production of capital
goods accelerated. Meanwhile, the period October-
November registered boost of the annual growth of
long-term bank lending to companies, with growth
being registered in capital budget expenditures,
despite the fall in the previous quarter. On the other
hand, data on the value of completed construction
works in October suggest further unfavorable
movements in construction. Additionally, the results
of the Business Tendency Survey in constructiorf*
point to absence of significant changes in the
managers' expectations about the situation in the
sector during the fourth quarter. Bearing this in mind,

19 NBRM's Lending Survey conducted in September 2014.

2 pata on completed construction works, foreign direct
investments and import of working capital are as of October,
while other data are as of November.

2L Refers to the surveys conducted in the third quarter of 2014.
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in the fourth quarter, the support of the construction
sector to the total investment demand will most likely
be relatively weak.

1.3.4. Net external demand

The external sector trends in the
third q uarter are a continuation of the
developments that marked the first half of
the year. Thus, in the third quarter, the level
of foreign trade was significantly higher
compared with the previous year. The
contribution of net exports to the growth
remained in the negative zone. Real export of
goods and services registered doubledigit annual
growth of 15.4%, while compared to the previous
quarter, a certain slowdown of the growth pace
was registered (quarterly growth of 0.4%,
seasonally adjusted). The high annual growth
almost entirely derives from the increased exports
of new production facilities. Analyzed by product
categories, in the third quarter, the export of
machinery and equipment, and chemical products
was the highest. The situation in the domestic
metal industry, given the still weak global demand
for metals, remains unfavorable. However, the
third quarter shows significant slowdown in the
rate of annual decline in exports of metals, which
indicates possible stabilization of the metal
industry in the coming period. Amid heavy import-
dependence of the domestic production, the high
annual growth of imports in the third quarter
reflects the import of intermediate products. A
slight decrease in imports of 2.8% (seasonally
adjusted) was registered on a quarterly basis.

The data for the fourth quarter point
to a continuation of favorable developments
on the export side. Thus, in October and
November 2014, there was a double-digit nominal
annual growth of exports of goods, whereby
during the year, the growt h was driven by the new
export facilities (growth in export of machinery,
electrical equipment and chemical products), with
certain positive contribution to the growth being
made by the facilities in the traditional export
sectors (moderate growth of exports of food and
tobacco). In the first two months of the
fourth quarter, the imports also registered a
nominal annual growth, primarily due to
increased import of raw materials by a major
export facility, along with the growth of import of
equipment and machinery. Observing the
movement of net export demand, based on
nominal data for October and November, certain
narrowing of the trade deficit is expected for the

18



‘ ?}1 Quarterly Report, February 2015
124 l‘

fourth quarter, given the significantly faster growth
in exports compared to the increase in imports.

1.4. Employment and wages

In the third quarter of 2014, the number of employees grew annually at
an almost unchanged pace compared to the previous quarter. Thus, this indicator
has been in the zone of positive annual changes for nine consecutive quarters .
These developments correspond with the real sector performances, which are
also favorable. For several consecutive years, the improvement of some of the
key labor market indicators has been associated with the business of the new
export facilit jes. Moreover, for a longer period, fiscal policy has been aimed
towards accelerating economic activity and employment, through active
employment measures, publicly funded infrastructure projects, as well as
agriculture subsidizing policies. According to a ggregate signals from business
tendency surveys, the favorable labor market developments are expected to
continue in the fourth quarter of the year.

42 - Employment rate .
(in %) The number of employees registered

an annual growth of 1.2%, a pace which is
almost unchanged compared to the previous
quarter, while the quarterly growth of
0.2% 2?, after the quarterly decline in
employment in the previous quarter, is a

41
40 |
39

38

37

36 reversal to the zone of  positive changes.  The
35 | == employment rate (not seasonaly adjusted) annual employment growth is mostly attributable
. "“"‘fﬁp""y"“eﬁtfat‘e(‘Se‘as“’"f"y‘ad‘lu‘s‘e‘d)‘ ___ to the transport, storage and communications
Q1 Q3 Q1L Q3 QL Q3 Q1 Q3 Q1 Q3 Q1 Q3 QL Q3 sector, construction, as well as the sector of
2008 2009 2010 = 2011 2012 2013 2014 activities related to real estate and other business

Source State Statistical Office, Labour Force Survey.

activities. In terms of economic status?, the
growth completely derives from the category of
employees. These developments increased the
employment rate by 0.5 percentage points
annually, to 41.3%. The results of the Job Vacancy
Survey confirm the positive developments in the
employment®. Namely, the number of vacancies,

2The analysis of quarterly dynamics of employment,
unemployment and total active population was made using
seasonally adjusted data.

% The classification by economic status applies to the following
groups: employers - persons who operate their own business
entity or engages independently in their own shop, or farm
owners who hire other employees; employees - persons who
work in government institutions, business entities in public,
mixed, cooperative and undefined ownership or for private
employer; own -account workers - persons who operate their
own business entity, company, engage independently in their
own business and work on a farm in order to generate incom e,
while not hiring other employees; unpaid family workers -
persons who work without pay in a business entity, shop or
farm (owned by a family member).

24 For the first time in 2012, the State Statistical Office began to
conduct a Vacancy Survey as partof the labor market research.
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as another indicator of the movement of labor
demand, increased annually by 51.5% in the third
quarter, while the rate of vacancies rose by 0.2
percentage points, to 1.58%.

From a dynamic perspective, the
annual performances of employment in the
second and third quarter compared with the
growth at the beginning of the ye ar point to
halving of the intensity of job creation. The
slowdown is mostly associated with agriculture,
manufacturing industry, as well as trade as sectors
where the employment has been decreasing since
the beginning of the year®. However, amid
simultaneous acceleration of the activity in these
sectors, the reduction in employment brings about
increase of productivity, as an indicator of
competitiveness. Namely, the operations of new
facilities, increased capacity utilization, as well as
policies that promote access to credit lines at
subsidized rates earmarked for development
projects could be indicated as factors that can
explain the acceleration of last year's positive trend
in productivity in the manufacturing sector.
Additionally, the favorable turnaround in trade
productivity at the beginning of the year most
probably reflects the increased competition in line
with the signals from the Business Tendency
Survey in this sector. At the same time, the further
strengthening of competitiveness in the agric ulture
is mostly associated with multiyear government
policy of subsidizing production.

The prospects in terms of labor market
developments remain favorable by the end
of the vyear. The aggregated signals from
business tendency surveys® suggest strengthening
of the optimism regarding the employment for the
next three months. This tendency corresponds to
the positive developments in the domestic
economy and the gradual recovery of the global
economy.

The labor supply registered no
significant shifts in the third quarter.  Thus,
relative to the same period last year, the total

The purpose of this Survey is quarterly reporting on vacancies
in companies in the Republic of Macedonia, as an important
indicator for the macroeconomic developments and policies in
the labor market.

% The trend, i.e. the qua rterly changes are seasonally adjusted.
% Source: State Statistical Office, business tendency surveys in
manufacturing industry (October 2014), construction (third
quarter of 2014) and trade (third quarter of 2014).
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active population increased by merely 0.1%, which
amid simultaneous but minor decline in the
inactive population, caused an annual stagnation
of the activity rate, which remained at 57. 3%.

In the third quarter, the reduction of
unemployment continued, amid further
intensive growth of labor demand versus the
growth of labor supply. Namely, the number of
unemployed persons in the third quarter went
down by 2.7% on an annual basis, which is an
enhanced downward correction. Consequently, the
unemployment rate fell by 0.8 percentage points
annually, to 27.9%.

The average wages paid in the third
quarter registered further intensification of
the positive annual pace. Thus, in the third
quarter, the nominal net and gross wages
increased by 1.1% and 0.8%, respectively, on an
annual basis. Wage growth was recorded in almost
all sectors of activity, with the sector of
professional, scientific and technical activities, and
the construction sector being distinguished
because of the intensity of their upward
adjustment. On a quarterly basis, nominal net and
gross wages are almost stagnating, amid larger
number of sectors with downward adjustments in
wages. In the third quarter, despite the
faster growth of annual nominal wages, the
slower pace of reduction in the general price
level brought about real annual growth of
net and gross wages, but at a slower pace,
i.e. growth of 1.4% and 1.1 %, respectively.
On the other hand, the stagnation of nomin al
wages on a quarterly basis, amid further minimal
reduction of the consumer prices, brought about
minor real wage growth of 0.1% on a quarterly
basis.

Labor productivity registered an
annual growth of 2.7% in the third quarter,
which is slightly slo wer pace than that
registered in the previous quarter. The above
results from the more intense annual growth of
economic activity compared to the employment
growth. Productivity increased, although minimally,
on a quarterly basis, given the slightly faster
growth of economic activity compared to the
growth in the number of employees. Unit labor
costs registered an annual decline of 1.9%,
but at a slightly slower pace than in the
previous quarter. The downward adjustment
results from the faster growth of pro ductivity
compared to the growth of gross wages. The labor
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costs also registered minor quarterly downward
adjustment.

1.5. Inflation

In the fourth quarter of 2014, domestic prices continued with the annual
decline (of 0.4%) that started in the second qu arter this year. However, unlike
the previous quarter when the decline was driven by lower food prices, in the
fourth quarter of the year, the negative contribution of prices of the energy
component of inflation is the most significant, given the substanti al drop in the
price of crude oil on world markets. At the same time, the long -term component
of inflation also registered a price reduction. On a quarterly basis, consumer
prices slightly increased, mainly reflecting the seasonal rise of prices of some
food products, and the bad weather in the second and the third quarter of the
year. Producer price indices continued to decline on both annual and quarterly
basis.

The reduction in domestic consumer
prices that started in the second quarter
continued in the last quarter of the year

o ) when prices went down by 0.4% on an
e |nflation in Macedonia . . .

10 annual basis. Thus, the decline in consumer
Foreign effective inflation*  prices equaled 0.3% for the entire 2014, as
forecast in the October cycle projections
(expected inflation rate of around 0%).
Analyzed by componert, unlike the previous
quarter when the fall in prices was driven by lower
food prices, in the fourth quarter, the downward
movement is explained by lower prices of all three
components of inflation. The largest contribution
was made by the energy component of inflation as
-4 - a result of the lower prices of liquid fuels and
fForeign effective inflati_on is calculated as_weighted sum of inflations |ubricants, affected by the drop in the price of
o e e oo ens. CTUGe 0il 0N orld markets. Food prices continued
to decline in the fourth quarter, but at a slower

Domestic inflation and foreign

effective inflation
12 - (annual growth rates, in %)

Inflation and volatility of food and energy pace. Lower food prices result from the downward
ino . . . .
InfiafAnual growth rates, in %) adjustment in the prices of unprocessed meat, oil
Energy (regulated prices) .
------ Inflation excl. food and energy (core inflation) and fats, as well as the Category of sugar, jam,

22 honey, chocolate, and confectionery products®’.
18 For the first time since the first quarter of 2010,
14 the fourth quarter of 2014 also registered a
10 decrease of the long-term component of inflation
(price component without food and energy), given
the lower prices of IT equipment. Unlike
domestic consumer prices, foreign effective
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Source: State statistical office and NBRM calculations.

2" golid global stocks and production of sugar in recent years,
and the lower price of crude oil (which caused lower production
of ethanol from sugar crops) contribute to the reduction in the

price of sugar on the world markets.
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inflation ?® stagnated on an annual basis, ie.

the prices remained unchanged in the fourth
quarter (0% in the previous quarter).

(annual growth rates, in %) (contributions to annual growth rates, in p.p.)

2013 2013 2014 2014 2013 2013 2014 2014
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Consumer price index - allitems 35 3.6 2.8 1.3 28 06 -09 -03 -04 -03 35 3.6 28 13 28 06 -09 -03 -04 -03
Food 34 56 4.4 14 7] 08 -26 -16 -02 -09 1.3 21 17 0.5 14 03 -10 -06 -01 -03
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Fuels and lubricants 02 -67 -23 -42 -33] -43 -08 -22 -82 -39 00 -03 -01 -02 -01| -0.2 00 -01 -03 -02
Food and energy (volatile prices) 36 44 24 0.0 26| -03 -24 -09 -05 -10 1.9 2.3 1.3 0.0 14| -02 -1.3 -05 -03 -05
Core inflation (inflation excl. food and energy) 33 28 32 27 30| 15 07 03 -03 06| 16 13 15 13 14| 07 03 02 -01 0.3

Volatile (food and energy) and long -term

component of inflation
(contribution to inflation, in percentage points)

10.0 4 — Fo0d

9.0 A m— Energy

8.0 Core inflation
7.0 A @ Total inflation

Q3
Q1.2013

[52)
(o4

Q3
Q1.2011

™ 2]
(o4 (o4

~
o
=]
N
—
o

Source: State statistical office and NBRM calculations.

Q1.2008
Q1.2009
Q1.2010
Q1.2012

Crude oil and food prices

Crude Oil (petroleum); Dated Brent, US$ per barrel

Q3

250
200
150
100
50
0

0 © ™~ © o) o — o ™ <

[} o o =} o = I — H —

S S oS =} S o =} o o o

« I3 I3 « I3 « 1Y I « 1Y

Source: IMF Primary Commodity Prices.

Commodity Food Price Index, 2005 = 100, includes Cereal, Vegetable
Oils, Meat, Seafood, Sugar, Bananas, and Oranges Price Indices

160
140
120
100
80
60
40
20

The minor acceleration of the annual
decline in prices in the last quarter is due to the
price of energy and long-term component, amid
reduced negative contribution of the food prices.
The annual rate of long -term component of
inflation was reduced from 0.3% in the third
quarter to -0.3% in the fourth quarter,
which is the first reduction of these prices in
a period of four years  (since the first quarter of
2010). The downward path of core inflation largely
reflects the changes in prices of pharmaceutical
products, whose annual growth slowed down
significantly in the fourth quarter, which also
affected their contribution to core inflation.
Additional contribution was made by the prices of
vehicles and air traffic that decreased annually,
compared to the previous quarter.

On a quarterly basis, consumer prices rose
by 0.1% in the fourth quarter, which reflects the
movement of the food component of
inflation, which in the last quarter of the
year went up by 0.8% mainly reflecting the
seasonal increase in the prices of
unprocessed vegetables %, partially offset by
the fall of the prices of unprocessed fruits. Upward
movements are registered in some other food
products, which correspond to the increase in
prices of some internationally traded primary food
products, and to a certain extent, to the

BThe calculation of foreign effective inflation derives from the
weighted sum of consumer price indices of countries that are
most important partners of the Republic of Macedonia in the
field of import of consumer goods. The weight structure is
based on the normalized shares of nominal imports from each
country in the tota | nominal imports in the period 2010 -2012.
The calculation of this indicator includes Bulgaria, Germany,
Greece, France, Italy, Austria, Slovenia, Croatia and Serbia.
PHeavy rains and generally bad weather in the second and
third quarter this year, as well as the export of domestic
agricultural products in Bulgaria and Greece increased the
prices of vegetables.
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movement of foreign effective food prices® that
registered a significant slowdown in the fall. Small
quarterly growth (of 0.1%) was registered in the
long-term inflation, while the 2.1% lower prices of
the energy® component largely offset the price
increase of food and long-term inflation. On the
other hand, seasonally adjusted data
indicate quarterly fall in consumer prices of
0.3%, amid minor increase in the food
component, and simultaneous drop in the prices of
energy and long-term component of inflation.

In the fourth quarter of 2014, the
change in producer prices in the domestic
market remained in the negative zone for
fifth consecutive qu arter.  Thus, the annual
decline in producer prices equaled 1%, which
compared to the previous quarter, is a moderate
acceleration of the decline (0.5% in the previous
quarter). The largest contribution to the annual
decline was made by the lower producer prices of
petroleum products and to a lesser extent, of food
and clothing, with the higher prices of electricity,
coal and lignite, and other non-metal mineral
products acting in the opposite direction. On a
quarterly  basis, producer prices also
declined (by 1.3%, while on a seasonally
adjusted basis, they dropped by 1.1%), which
mainly reflects the lower producer prices of
petroleum products, with the increase in prices of
electricity acting in opposite direction. The
movement of producer prices that affec t
domestic inflation component ¥ indicates
downward pressures. The annual decline in
these prices accelerated to 1.5% (despite the fall
of 0.9% in the previous quarter), amid
simultaneous quarterly fall of 1.4% versus the
growth of 0.9% in the previous qua rter (seasonally
adjusted). Keeping these prices in the negative
zone indicates lower inflationary pressures in the
coming period.

Analyzing the movement of unit labor
costs, their further decline, amid negative output
gap®, suggests absence of pressureson the prices
of final products through this channel.

% Data on foreign effective food prices refer to the first two

months of the quarter.

%1 The fall in the prices of the energy component is due to the
lower prices of liquid fuels and lubricants, given the fall in the

price of crude oil on world markets.

%2 Consumer goods (durable and non-durable) and energy.

% The NBRM's estimates show that domestic output is still
below the potential level (negative ou tput gap).
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Box 1: Inflation Expectations Survey

The Inflation Expectations Survey includes three groups of respondents: economic
analysts, companies and financial institutions. The questionnaire contains two questions to measure
inflation expectations, one qualitative and one quantitative in nature. For the first question on inflation
expectations, the respondents indicate the direction and extent of price changes compared with the
change in the previous 12 months®. Carlson and Parkin (1975) probability approach has been used for
guantification of qualitative answers, which assumes that at a sufficiently large number of
respondents, the expected change in prices is normally distributed among the population. The second
question requires from the respondent to quantify precisely the expected average rate of change of
prices in the next two years®. The overall expected rate is calculated as a simple average of the
responses of all participants. The resulting indicator is useful for obtaining indications for the direction
of the respondents' expectations.

The Inflation Expectations Survey was conducted in December 2014*. Given the further
reduction in the inflation rate (as of November, th e average inflation in the previous 12 -
month period equaled  -0.1% *, versus 0.3% in the previous 12 -month period as of August
2014), the results from the December survey indicated lower inflation expectations
compared with the previous quarter. Thus, contrary to the September expectations for 0.3%
inflation rate in the next 12 -month period, in December, the respondents expected around 0%
inflation in the next 12 -month period. There are similar expectations with respect to different surveyed

% In order to improve the survey measure of inflation

expectations, in 2013, the Monetary Policy and Research
Department of the National Bank of the Republic of Macedonia
started an in-depth analysis of the experiences of other central
banks associated with conducting surveys. On that basis, the
existing survey was redesigned and starting from October 2013,
data were collected for the new survey, thus ensuring greater
approximation to the European practice.

% The qualitative question of expectations reads as follows:
"Compared with the past 12 months, how do you expect
consumer prices to change in the next 12 months? a) will have
a faster growth; b) will grow at the current pace; c) will grow at

a slower pace; d) will remain almost unchanged; e) will
decrease; f) it is difficult to determine "

% The quantitative question reads as follows: "What are your
expectations/forecasts for the average inflation rate for 2015
and 2016?".

%" Refers to the period December 2013 to November 2014. The
percentage of responsiveness to the Survey conducted in
December was 33.3%, which compared to the previous quarter,
represents a decrease of responsiveness. Analyzed by groups of
respondents, the financial institutions' responsiveness is 55.6%,
followed by economic analysts with 41.2% and companies with
24.3%.

% In circumstances of a negative price growth, the
interpretation of the results of the survey can be blurred, and
therefore, it is necessary to change the method of calculation of
the indicator for inflation ex pectations. Thus, in the procedure
for quantification, the negative rate is replaced with the last
positive growth rate. This is the way to avoid the contradictory
responses from the survey that assume a positive price growth.
Taking into account that changes in the method are of a purely
technical nature, the quantification of qualitative answers for
the expected rate of inflation in periods of negative inflation
should be taken with caution, while the indicator for inflation
expectations as approximate.
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Hrise faster than at present
Hrise at the same rate

rise more slowly
® stay at their present level

®go down

-0.5%

-0.3%

-01% 0.1% 0.3% 0.5% 0.7% 0.9%

groups (economic analysts, companies and
financial institutions) who expect the rate of
inflation in the next 12 -month period to gravitate
around 0%.

Lower inflation expectations can be
confirmed through the answers of the
guantitative question for the expected rate
of inflation for 2015. Namely, in the period
between the two surveys, the respondents'
expectations for inflation for 2015 decreased by
0.5 percentage points, on average.

In December, respondents pointed to the
movement of consumer prices in the domestic
economy in the past period, as well as the
reduction in the world price of crude oil, amid
increased oil supply and low demand, as factors
that explain the lower inflation
expectations

1.6. Balance of payments  *°

In the third quarter, the current and ca

payments recorded a surplus. The

improved  performance

pital account of the balance of
in services and

seasonally higher net inflows of private transfers significantly improved the

balance of current and capital transactions on a quarterly basis. On an annu al
basis, the surplus moderately decreased given the decline in net inflows of
secondary income and higher net outflows of primary income. The third quarter

of the year was characterized by high net borrowing, i.e. inflows in the financial

account. The gro with of debt is due to the issuance of the third government
Eurobond in the international financial markets, and the growth of net foreign

direct investments. These developments have resulted in high accumulation of

foreign reserves in the third quarter of

the year.

1.6.1. Current account

In the third quarter of 2014, the
current and capital account surplus totaled

% starting from the Quarterly Report, October 2014, the

analysis of the movements in the balance of payments is based
on data compiled under the Manual on the Balance of Payments
and International Investment Position, sixth edition (IMF, 2009)

(IMF, 1993). For more detailed information on the
methodological changes, visit the NBRM  website
(http://nbrm.mk/WBStorage/Files/Statistika_Informacija_za_ pro

menite_vo_platniot_bilans_megunarodnata_investiciska_pozicij

a_i_nadvoresniot dolg_koisto_proizleguvaat_od_primenata_na

novite_megunarodni_statisticki_standardi.pdf).
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Euro 120.4 million or 1.4% of GDP  *. The
positive balance in the current and capital
transactions is fully driven by the improved current
account performances, i.e. the surplus of Euro
120.6 million. Compared with the previous quarter
when it registered deficit of 1.1% of GDP, the
current account significantly improved by 2.6
percentage points of GDP. The positive
quarterly change is due to th e higher trade
surplus in services and higher net inflows of
secondary  income. Services  performance
substantially improved (1.8 percentage points of
GDP) due to a mix of seasonal factors, such as the
increased travel and transportation services, and
specific factors surrounding construction services,
where the improvements are due to the base
effect from the previous quarter, i.e. the high
import of services during the second quarter®. In
addition, the usual seasonal increase in the foreign
assets purchased in the currency exchange
market, which is an approximation of private
transfers in cash, led to higher net inflows of
secondary income (0.9 percentage points of GDP),
despite the decrease in net inflows in the
government sector, due to lower cash inflows
based on the EU Instrument for Pre-Accession
Assistance (IPA). The other two components of the
current account have not registered major changes
compared to the previous quarter. Namely, the
trade balance in goods slightly expanded on a
quarterly basis, with moderate growth in both the
export and the import components, while higher
outflows in the primary income led to higher net
outflows in the overall category.

Analyzed on annual basis, the current
and capital account surplus recorded a slight
narrowing  of 0.2 percentage points of GDP,
entirely caused by the lower positive balance
in the current account of the balance of
payments. The annual change is driven by the
deterioration in the secondary and primary income,
while the performance in the balance of goods and
services the lower share of net inflows in

4% The calculations use the projected amount for the nominal
GDP.

“1 The high outflow in construction services during the second
quarter was due to the advances paid for construction works on
highway construction projects. This transaction was
simultaneously recorded in the financial account, as net
incurrence of liabilities on the basis of loans earmarked for
financing road infrastructure, in the same amount as in the
services, so that the net effect on the bal ance of payments in
the respective period is neutral.
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secondary income in GDP (0.2 percentage points)
is due to the annual reduction of inflows in the
government sector, without significant annual
changes in other sectors of the economy*. The
annual change in primary income (0.1 percentage
points of GDP) driven by the lower inflows based
on employee compensations deteriorated the
current account. On the other hand, the trade
balance in goods and services recorded a small
positive annual change, driven by the slight
narrowing of the trade deficit (by 0.1 percentage
points of GDP), amid unchanged services balance
compared to the third quarter of previous year. In
terms of trade balance, high growth rates were
observed in the export and the import component
of foreign trade. The acceleration of the export
growth is due to the higher non -energy exports,
particularly  pronounced among investment
categories. Non-energy component is the prime
generator of the annual growth on the import side,
with especially high contribution of the import of
row materials for the industry. According to the
latest balance of payments data, in October
2014, the current and capital account
recorded a surplus of Euro 15.3 million, which
is not typical for this month of the year, when th e
current account usually registers deficit. As
expected, the annual analysis indicates improved
performance in the current and capital
transactions, driven by the higher surplus in the
balance of services and higher net inflows of
secondary income. The change in the sub-balance
of services was caused by the higher exports of
construction services”, while in the secondary
income, both the government sector and other
sectors reported an annual growth of net inflows.

42 Secondary income of other sectors of the economy includes
secondary income of financial companies, nonfinancial
companies, households and nonprofit institutions serving
households classified as priate transfers (current transfers
between resident and non-resident households), net cash on
the currency exchange market and other current transfers of
the private sector.

43 High export of construction services made during October
2014 was caused by the completed construction works related
to highway constructions by domestic companies, on behalf of
a foreign contractor.
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