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Introduction

During the fourth quarter of the year, the interest rate at the CB bill
auctions remained 3.25%. Although some economic and financial conditions indicated
more relaxed monetary environment, certain risks were still registered during the quarter,
which created a need for cautiousness in the conduct of monetary policy. Inflationary
pressures are still decreasing, with the reduction being slightly more intensive in the recent
months as compared to expectations. Besides the headline inflation, the core inflation also
slowed down, as projected. However, it is still relatively elevated as a result of certain
temporary factors, and also as a reflection of the spillover effects of the rise of food and
energy prices (in the second half of 2012). As expected, the foreign reserves declined in the
last quarter, but the decrease was less than expected. The foreign reserves adequacy ratios
remain favorable, with assessments for a comfortable level to absorb potential contingent
shocks. As of the third quarter, the data on economic growth reaffirmed the expectations
for gradual and continuous recovery of the growth. The lending speed up and was slightly
higher than projected, but risks related to the credit support for the period ahead remain and
arise from the conservative strategies of large banking groups operating in the Macedonian
banking system and the uncertainty about the recovery of the domestic economy. Despite
the positive signals coming from the external environment (two subsequent quarters of
growth in the euro area), the recovery is still slow, with these risks further dominating, thus
limiting the stronger growth in the domestic economy. The conditions in the international
metal market, which are continually deteriorating, also suggest vulnerability, particularly that
of the external position of the economy. While the policy rate remained the same,
changes were made in other instruments during the quarter, which can ease the
monetary conditions. Thus, in October, amendments were made to the Decision on
managing the banks' liquidity risk, reducing the obligation of banks to hold liquid assets,
while in November, the reserve requirement remuneration for the banks was cancelled,
which could be a stimulus for the banks to invest available assets in higher yielding
instruments.

Key macroeconomic parameters in the domestic economy are largely in
line with the projections from the October cycle and no major changes are
observed in the input assumptions to the projections. The global environment has not
changed significantly compared to the October projections, with assessments for a small
decline of the foreign demand in 2013 and its gradual recovery in 2014. Despite the slow
recovery of external demand in the first three quarters of the year, the domestic economy
has still been recording a solid growth (an annual growth rate of 3.3% in the
third quarter), based on specific factors such as the entry of new foreign investments and
fiscal stimulus. The growth in the third quarter entirely results from the net exports, amid
decline in the domestic demand. The positive contribution of net exports is due to the
favorable movements in both components. Thus, exports had the greatest positive individual
contribution to the growth, with simultaneous reduction in the imports, largely owing to
reduced demand for energy. Private consumption was the only component of domestic
demand that made a positive contribution to the growth, reflecting the continuous favorable
trends in the labor market, especially evident through the increased number of employees.
Notwithstanding the significant fiscal stimulus and the strong growth of construction,
investments in the third quarter made a negative contribution, probably explained by the
movements in inventories. The public consumption had the same effect, only less strong
than investment. Past performances of the real economy (annual GDP growth of 3.2%,
cumulatively for the first three quarters of the year) and the latest available data show that
the economy still dwells in the area of solid annual growth and achieves the projected GDP
growth of 3.3% for the entire 2013. According to the October projection, the expectations
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for the next period (2014 and 2015) still apply. However, the economy is projected to grow
further, but at an accelerated pace, with an expected GDP growth rate of 3.7% and 4.4%
respectively. The export sector and investments are still expected to drive the growth,
triggering positive spillover effects on the labor market and further stimulating household
consumption.

In the fourth quarter, lending considerably stepped up, amid solid growth
of the banks' deposit base, with these movements being particularly pronounced
in the last month of the quarter. At the end of the year, the annual growth rate of loans
equaled 6.5%, which shows slightly improved performance than expected in the October
projection (5.2%), with somewhat more favorable performance of the deposits (4.7% vs.
4.6% as projected). Moreover, there was a change in the credit structure in favor of the
credits to the corporate sector. These favorable developments might be the first sign of
stabilization of the banks' perceptions of the risks arising from investments in this sector, but
are probably the effect of the monetary easing. However, the risks surrounding the expected
loan activity in the period ahead (estimated growth of 6.4% and 8.5% in 2014 and 2015) are
still present, given the conservative strategies of major banking groups in the Macedonian
banking system and the uncertainty about the growth of the domestic economy.

The inflation continued to decelerate, with the rise of consumer prices in
the fourth quarter being reduced to 1.3%, on an annual basis. The reduction results
from the slowing growth or the accelerating fall of all three components of inflation, with a
more pronounced slowdown being registered in the food component. Thus, the average
annual inflation rate for 2013 equals 2.8%, which fully coincides with the
projections. However, given that in recent months, inflationary pressures were lower than
expected, with possible further alleviation of import price pressures than previously
assessed, there are downward risks to the inflation forecast for the next period (in October
projections, it was estimated at 2.3% and 2% in 2014 and 2015, respectively).

Analyzing the external sector, in the third quarter of the year, the current
account reported a surplus of Euro 133.5 million, or 1.8% of GDP, which is more favorable
than expected, given the larger surplus in services and lower trade deficit. Meanwhile, during
the third quarter, high net outflows were generated in the capital and financial account of
Euro 108.2 million, or 1.4% of GDP, which was above expectations, mainly due to the
repayments of trade credits and outflows based on currency and deposits (with banks and
other sectors). However, despite the capital outflows, the surplus was sufficiently high and
led to further accumulation of foreign reserves in the third quarter. In the last quarter, the
gross foreign reserves (adjusted for price and exchange rate differences) declined slightly
slower than expected, indicating favorable trends in the balance of payments. The
available indicators for some external sector categories (for October and November) assume
that the improved current account is the reason for the positive deviation in the foreign
reserves, taking into account the still improved performances in the trade balance and
balance of services, despite the little weaker performance in current transfers. At the same
time, the performance of capital and financial flows suggests that lower net inflows were
most probably generated during the fourth quarter. However, given that the available
external sector indicators are limited, it is difficult to identify what flows are the main reason
for the deviation. The favorable developments indicate unchanged upward trajectory of
foreign reserves for 2014-2015, maintaining the reserves adequacy ratio at an appropriate
level. However, due to the increased uncertainty in the external environment and the
constant downward revision of metal prices, the downward risks to the projection of foreign
reserves are further pronounced.
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Generally speaking, the recent developments suggest that the
macroeconomic outlook remains as projected in October, with a balance of
payments position that provides growth and further maintenance of the foreign
reserves at an adequate level. The risk surrounding this macroeconomic scenario
continues to be primarily external and associated with the possible changes in the dynamics
of the recovery of the global economic growth and the movements in prices of primary
products in the world markets. The NBRM will keep on closely monitoring the developments
in the forthcoming period and make necessary changes in the monetary policy for successful
achievement of the monetary objectives.
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I. Macroeconomic developments
1.1. International economic environment?

Indicators for global economy suggest constant but slow recovery, amid
different growth rates of individual economic regions. The developed economies
have grown faster compared to the previous quarter, while emerging economies
grew slowly. The growth of developed countries resulted from the increase of
domestic demand, especially private consumption as a result of the improved
labor market conditions. On the other hand, growth of emerging economies
slowed down because of the reducing confidence of businesses and households,
as well as the weaker labor market performance. Expectations for the future
period show that the global economy will continue to grow in 2014 and 2015, but
faster than in 2013. Inflation in advanced and emerging economies slowed down
in the second half of the year due to the spillover effects of the reduction of food
and energy prices in the previous period. In 2014 and 2015, it is expected that
inflation will continue to decline, in line with the reduction of energy and food
prices.

The global economy continued
recovering in the second half of 2013,
although the pace of growth is still different
from one economic region to another.

Global economic activity indicators
(monthly indices*)

JPMorganG_IobaI
757 g’leargiucf:gtgpg;?g& Advanced economies grew faster compared to the
Zg 1 ==--- EC Composite PMI previous quarter, while the pace of growth in
7 Output

emerging economies slowed down. Within the
group of advanced economies, the United States
and the Great Britain grew rapidly, while the euro
area and Japan registered some slowing of activity.
According to the high frequency survey indicators -
Global PMIZ, the economy continues recovering in
the fourth quarter, but at a more moderate pace.
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*The PMI index reflects the percentage of respondents that reported
better bussiness conditions compared to the previous month and it can
take values between 0 and 100. PMI=50 is considered as a reference
value, indicating unchanged economic conditions. A PMI value over 50 is
takento indicate that the economy is expanding, while a PMI value below
50 suggests that the economy is contracting.

Source: Bloomberg.

While the global composite PMI decreased to 53.4
index points in the fourth quarter compared to
54.2 in the previous quarter, the index still
indicates an economic growth for 15 consecutive
months. The data suggest that the global growth
comes from the manufacturing sector, given the
growth of industrial production, with a growth
being registered in the service sector, as well.
According to PMI, in December, the industry in the
euro area registered the fastest pace of growth in
the last two years. The global economy will
continue to grow, with certain acceleration in 2014
and 2015. The revised growth equals 3.7% and
3.9% for 2014 and 2015, respectively, due to the

! The analysis is based on the November and December 2013
World Economic Outlook of the IMF, update January 2014,
European Economic Forecast Winter 2013, November 2013,
Roubini Global Economics, December 2013, Capital Economics,
Bundesbank monthly reports and the weekly reports of the
Bank of Greece.

2 pPMIs (Purchasing Managers' Index) are 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.
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recovery of advanced economies. The U.S.
economy has still been heavily influenced by the
start of tapering of quantitative easing since
January 2014. According to the latest forecasts of
the Fed, the tapering of quantitative easing will be
adjusted according to the sustainability of
economic targets, i.e. the adjustment will be made
according to the incoming information about the
trends in the employment and inflation rates.

In the fourth quarter of 2013, global

inflation> registered a minimal quarterly
slowdown. In the fourth quarter of 2013, the
inflation equaled 3.1%, down 0.3 percentage
points compared with the previous quarter.
Slowing global activity and reducing prices of oil

and non-energy primary commodities have
contributed to reducing inflation globally.
Moreover, advanced economies reported a

moderate slowdown of inflation of 0.4 percentage
points, with inflation of 1% in the first month of
the fourth quarter, versus 1.4% in the previous
quarter. The emerging and developing economies
also reported a minimum slowdown of inflation,
where in the first two months of the quarter, it
equaled 6.5% versus 6.6% in the previous quarter.
Global inflation is low, partly reflecting the still low

demand, high unemployment, financial
deleveraging and lower prices of primary
commodities.

In the third quarter of 2013, the
economy of the euro area keeps on
recording a growth. Although the pace of
growth has slowed down, the economy of the euro
area increased quarterly for the second quarter in
a row (0.1% versus 0.3% in the second quarter).
However, the annual economic activity keeps on
registering a negative growth, although compared
with the previous quarter it slowed down and
reduced from -0.6% to -0.4%. Regarding the
situation in major economies, Germany reported a
relatively strong growth, while the Netherlands and
Spain reported a moderate growth. In the case of
Spain, the minimum quarterly increase of 0.1%
interrupted the trend of permanent decrease in
economic activity, and thus the country emerged
from nine-month recession. On the other hand, in
France and Italy, GDP decreased quarterly.
Observing the GDP structure of the euro area, the
growth of domestic demand contributed to the
quarterly increase (by increasing all of its
components), while net exports made a negative
contribution with a significantly slower growth of

3 IMF' International Financial Statistics database is a source of
data.
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exports compared to imports. The labor market
conditions in the euro area remain
unfavorable. Despite the stabilization of the
situation, yet the unemployment rate remained at
the highest level ever. Thus, in the first two
months of the fourth quarter, the unemployment
rate equals 12.1%. The annual inflation in the
euro area remains below the target of 2%
and in the fourth quarter of 2013, it equals
0.8% annually, which is a decrease
compared to the previous period (1.3%). In
terms of the consumer price index components,
this is mainly due to the decline of food and
energy prices. Core inflation had the same effect
and hit the record low of 0.7%, making the
inflation the lowest in the last five years.

Central banks of developed countries
kept on applying stimulating monetary
policy in the fourth quarter of 2013. Fed,
Bank of England and Bank of Japan kept their
policy rates at the current low levels (0.25%,
0.50% and 0.10%, respectively). On the other
hand, the ECB decided to cut further the interest
rate on main refinancing operations by 0.25
percentage points, reaching a record low of
0.25%. This change is supported by assessments
for retention of the suppressed inflationary
pressures and should contribute to the process of
economic recovery. As an incentive for banks to
manage actively their liquidity positions between
two weekly monetary operations, the ECB also
decided to cut the interest rate on marginal
lending facility by 0.25 percentage points, to
0.75%. In addition, the ECB decided to carry on
conducting refinancing operations, as fixed rate
tender procedures with full allotment, at least until
the end of the second quarter of 2015, which is by
a year longer than the previous schedule.
Regarding the Fed, at the December meeting, the
Federal Open Market Committee (FOMC) began
implementing the exit strategy from quantitative
easing. It was also decided to reduce the monthly
purchase of long-term government bonds and
mortgage bonds to U.S. Dollar 40 billion (from U.S.
Dollar 45 billion) and to U.S. Dollar 35 billion (from
U.S. Dollar 40 billion), respectively. This decision
was taken in accordance with the observations for
moderate acceleration of economic activity,
improving labor market conditions and alleviating
price pressures. In addition, the Fed stated that it
will keep on implementing accommodative
monetary policy, and the future pace of
repurchase of securities will depend on the
assessments of the economic situation.
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During the fourth quarter, the
nominal exchange rate of the euro against
the U.S. dollar was volatile, on average,
registering an appreciation of the euro
against the U.S. dollar, both quarterly and
annually. On a monthly basis, in October and
December, the euro appreciated by 2.2% and
1.6%, respectively, while in November it
depreciates by 1%. Exchange rate fluctuations
relate to changes in expectations about the future
movement of interest rates, the uncertainty
regarding the future monetary policy setup and the
adjustment of market expectations about the
prospects for economic growth in the euro area. In
December, 1 euro was traded for 1.37 U.S. Dollar
on average, up 4.5% compared to its value in
December 2012, which is consistent with the
improvement of the condition of the economy in
the euro area.

In the fourth quarter, the prices of
primary commodities (in euros) decreased
quarterly, both in oil and non-energy
primary commodities. Thus, during this period,
the average Brent crude oil price was down 3.3%
on a quarterly basis, to Euro 80.4 per barrel. The
oil price dropped given the weaker seasonal
demand and the increased supply from the United
States and Canada. However, the lack of oil in
Libya and the weak production in OPEC countries
as a whole caused upward pressure on oil prices in
November. The index of prices of primary non-
energy commodities® dwells in the zone of
negative quarterly change for third quarter in a
row, with a 3.4% decline in the fourth quarter.
Relative to the previous quarter, the decline in
food prices equaled 5.8%, reflecting the downward
movement in cereal prices, with an increased
global supply because of the fruitful harvest in
Canada, Australia and the United States. In
addition, the metal prices also dropped from 1.8%
on a quarterly basis, thereby extending the annual
decline to 8.4%. The factors on the supply side,
i.e. increased output and growing supply on the
aluminum, copper and nickel markets are found to
be major factors for such price movements.

In the third quarter of 2013, most
countries in the region reported prevalence
of favorable economic developments, with
the exception of Croatia and Albania. In the
third quarter, Serbia's economy grew at a rate of
3.7% annually, which is an increase of 3.1
percentage points compared with the previous

* The price index of primary non-energy commodities includes
prices of food, beverages, agricultural raw materials and
metals.



P

Real GDP growth in countries from the region
((annual percentage changes, quarterly data

BMacedonia ®Croatia MTurkey ®Bulgaria MSerbia Albania MRomania
14.0
12.0
10.0
8.0
6.0

40 | |
20 II ,Ill,ull | I I Il II||"|I-|I|I|

0.0 57 2 1 I—I II

-2.0
-4.0
-6.0

Q@ @3 o QR &3 o Q2 @3

Q1 Q1 Q1
2011 2012 2013

Source: Eurostat and national statistical offices.

Inflation in countries from the region
(annual percentage changes)

mMacedonia mCroatia mTurkey mBulgaria mSerbia Albania mRomania mKosovo

QL Q2 Q3 4

ﬁﬁﬁﬁi I Lilly
2011 2012 2013 Nov

Q1 Q2 Q3 Q4 Q1 Q2 Q3 Oct-
Source: Eurostat and national statistical offices.

Quarterly Report, January, 2014

quarter. The growth of net exports and
government consumption were the main factors
for the positive performance of Serbia's GDP, vis-a-
vis the decline in investments and private
consumption. The Romanian economic activity
significantly accelerated, as well. The annual
growth rate of 4.1% is due to the increase of
private consumption, fueled by the higher income
from agriculture and the slower inflation and net
exports. Turkey reported a high annual economic
growth rate of 4.4% given the boosting domestic
demand, although the public spending significantly
slowed down, whereas the net exports made a
negative contribution to the overall growth, amid
slowing imports and declining exports. After
bottoming out in the second quarter by 0.2%, in
the third quarter, the Bulgaria reported an
economic growth of 1.5%, supported by domestic
demand and net exports, while strengthening the
both trade components. On the other hand, the
two-year trend of negative growth rates of GDP
continued in Croatia, reaching -0.6% in the third
quarter, while Albania reported the largest annual
decline in the economy of -2.3%, affected by the
fall of activity in all economic sectors, except
agriculture.

In the first two months of the fourth
quarter, the general price level in all
countries from the region significantly
decreased, with Bulgaria reporting deflation
for second quarter in a row. Fall in food prices
is considered an essential factor for the downward
inflation developments in most countries. Serbia
reported the fastest decline in the general price
level, where the inflation in the first two months of
the fourth quarter reached 1.9%, representing a 5
percentage points decrease relative to the third
quarter®. The negative rates of growth of the food
and beverage prices, as well as the slowing growth
of the energy component were the main drivers of
these price movements in Serbia. In Romania and
Albania, the negative or reduced growth rates of
food component and the stagnant level of core
inflation, contributed to achieving average annual
inflation rate of 1.3%. Inflation slowed down in
Turkey, with the consumer price index in October
and November on average, reduced to 7.5% on an
annual basis. Bulgaria reported higher deflation
given the negative annual growth of consumer

> The consumer price index in Serbia actually dropped below
the lower limit of the inflation target, which is set at 4% (with a
deviation of +/-1.5 percentage points), once the annual
inflation rate was above the upper limit of the target for more
than a year.
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price index of 1.1%®, versus the fall of 0.7% in the
previous quarter.

1.2. Domestic supply

The domestic economy continued to grow in the third quarter of 2013, thus
registering a quarterly growth of 1.1%. Economic activity remains with its solid
annual growth, with a growth rate of 3.3%. As in the previous quarter, the
growth resulted from the construction, with positive results being registered in
the other activities, except public administration. In the third quarter, the
construction was a significant driver of economic growth, partly aided by the
positive momentum from domestic and foreign investments, as well as the fiscal
stimulus in the form of public infrastructure projects. In the third quarter, despite
the increase in activity of some domestic and foreign export-oriented facilities,
the industry registered a significant slowdown of annual growth. This slowdown
is largely explained by the lower hydropower and electricity production. The
assessment for the economic situation and the level of utilization of industrial
capacities in the third quarter also decreased. However, the latest assessments in
recent business tendency surveys in October and November indicate an
improvement in the manufacturing industry and are more optimistic for the next
three months, about the output volume and the number of employees.

Annual real growth rates of individual sectors of In the third quarter of 2013, the

GDP and their contributions to the total growth 7 ’
5 inQ3.2013 quarterly GDP’ growth accelerated from
305 0.8% to 1.1% (seasonally adjusted), with

30 - - - -
®Contibution, p-p- - the economy still being in the zone of

25 Growth, % - - -
positive changes for five consecutive
quarters. On annual basis, the growth of
domestic output somewhat slowed down to
10 . 135, 3:3%. As in the previous quarter, the better
> ot os 17 19 2.8 ° 33 quarterly performance in the third quarter is
- mainly due to the growth of the value added of
construction, with a smaller contribution of the
agriculture, transport and communications
and financial intermediation. On the other
hand, the quarterly decline of the value added of
industry, trade and public administration
Transports and communications made an adverse contribution to the quarterly
20 in2013-Q3 18.4 performance of the national economy. In view of
(real annual growth rates, in %) 3 ! X
the annual dynamics, the construction sector is
one of the main drivers of growth in the domestic
economy for five consecutive quarters. At the
same time, a smaller positive contribution to the
growth was made by the transport and
communication, trade, financial
intermediation and industry, with a minor
positive contribution of the agriculture. In the third
quarter, only the value added of public
administration and hotels and restaurants

decreased on an annual basis.
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annual growth rates, in % contributions to GDP growth (in p.p.)

Q1 Q2 Q3 Q4 [ 010 Q1 Q2 Q3 Q1 Q2 Q3 QA [ 5002 ] Q& Q2 Q3

2012 2012 2012 2012 2013 2013 2013 2012 2012 2012 2012 2013 2013 2013

Agriculture -7.1 -7.0 0.0 -10.1 -6.2 -3.1 -0.4 1.1 -0.6 -0.6 0.0 -1.2 -0.6 -0.2 0.0 0.1
Industry -5.0 2.6 5.6 7.8 2.8 9.1 7.0 1.7 -0.9 0.4 0.9 1.2 0.5 1.6 il.2) 0.3
Construction -11.7 -5.7 16.5 11.3 4.8 37.3 33.7 30.5 -0.4 -0.3 0.9 0.7 0.3 1.2 1.7 1.9
Trade -2.6 -6.7 =2 -5.1 -4.8 -0.7 -1.1 2.8 -0.4 =il il -0.6 -0.7 -0.7 -0.1 -0.2 0.4
Hotels and restaurants -0.8 3.1 3.4 2.4 2.3 4.2 2.3 -1.1 0.0 0.0 0.1 0.0 0.0 0.0 0.0 0.0
Communications 4.7 -2.9 0.2 .7 -0.8 0.7 6.6 5.8 0.5 -0.3 0.0 -0.4 -0.1 0.1 0.6 0.5
Financial intermediation 3.4 3.3 0.6 0.7 2.0 1.4 0.9 1.9 0.6 0.5 0.1 0.1 0.3 0.2 0.2 0.3
Public administration 0.5 0.3 0.2 1.0 0.5 -0.2 -0.2 -0.9 0.1 0.0 0.0 0.1 0.1 0.0 0.0 -0.1
Value Added -0.8 -0.9 1.5 0.0 0.0 2.8 3.9 3.9 -0.7 -0.8 1.3 0.0 0.0 2.5 3.4 3.3
Net taxes on products -2.0 -5.1 =315 -1.0 -2.8 1.0 1.1 0.2 -0.2 -0.7 -0.5 -0.2 -0.4 0.1 0.1 0.0
Gross Domestic Product -1.1 -1.5 0.8 0.0 -0.4 2.6 3.5 3.3 -1.1 -1.5 0.8 0.0 -0.4 2.6 3.5 3.3
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growth of construction activity continued in
the third quarter of this year. The quarterly
growth of construction accelerated, with this
activity making the greatest individual contribution
to the overall growth of the economy in the third
quarter. Strong double-digit annual growth is still
largely due to the construction works, i.e. public
and private investments in the field of Ccivil
engineering, hydro and residential buildings. The
managers also confirm the positive climate in the
construction sector, through the historically highest
rating for the economic situation of companies in
the Business Tendency Survey in construction®.
According to the survey, the positive perceptions
of companies derive from the reduced impact of
certain limiting factors for improving construction
activity. The estimated impact is less restrictive
than the cost of materials, financial costs, the lack
of demand, and less difficult securing of bank
loans. Under such favorable assessments and solid
performance of the construction sector, the
managers expect significant influence of the
competition factor. This effect can be also
perceived through their evaluation regarding the
financial position of companies, which although
positive, slightly decreased compared with the
previous quarter. In terms of the expectations of
the managers of construction companies for the
next three months, compared to the previous
quarter, there is a lower optimism in the
expectations of concluding new contracts and the
number of employees, and lower expectations for
rise of selling prices.

After the positive quarterly industrial
performance in the first half of the year, the
industry decreased'® in the third quarter,
leading to a significant slowdown of the
annual growth of the value added of
industry. The slow industrial growth is associated
with the deteriorating hydrological conditions
during the third quarter, which largely contributed
to the significant slowdown of the annual growth
of electricity production. Despite the slow growth

8 Analyzed on a seasonally-adjusted basis.
9 Refers to the third quarter of 2013.
10 Analyzed on a seasonally-adjusted basis.
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of the economies of the euro area and the further
decline of the foreign effective demand, the
activity of export-oriented domestic and foreign
facilities positively contributed to the growth of the
value added of industry. The greatest contribution
to the annual growth in the third quarter was
made by the manufacturing industry, where the
growth of manufacturing of clothing apparel,
machinery and equipment, and textiles largely
contributed to the growth of value added of
industry. Mining activity declined on an annual
basis. The industrial performances are consistent
with the estimates given in the Business Tendency
Survey in the manufacturing industry. The
average capacity utilization in the third quarter
registered a quarterly fall and an annual growth.
Thus, the average utilization is slightly lower than
the historical average of the past eight years.
Moreover, compared to the previous quarter,
companies evaluated the current economic
situation and the current production volume less
favorably. In terms of the factors that limit the
increase of output, the survey suggests lower
impact of the insufficient domestic and foreign
demand, financial problems, and lack of equipment
and raw materials. The assessments of the surveys
for the first two months of the last quarter of 2013
indicate a return of the companies' optimism in
terms of output volume, with simultaneous
increase of the average capacity utilization. The
limiting impact of financial problems, uncertain
economic environment, lack of raw materials and
insufficient domestic demand has alleviated. These
findings have created more optimistic expectations
of managers for the next three months, for both
the output volume and the number of employees,
as well as expectations for lower average purchase
prices of production inputs.

The value added of trade in the third
quarter of 2013 decreased quarterly’!, while
the annual trade grew after six quarters of
shrinkage. This growth corresponds to the
growth of consumer spending, amid an annual
growth of trade in motor vehicles and decline in
wholesale and retail trade. Unfavorable
developments in retail trade are also noted in the
survey of retail trade managers’> whose
assessments, compared with the assessments of
the previous quarter, indicate deterioration of the
current financial standing of these companies.
According to their findings, there is an increasing
influence of the limiting factors for borrowing,
higher competition and a lack of trained staff.

11 Analyzed on a seasonally-adjusted basis.
12 Business Tendency Survey in retail trade for the third quarter
of 2013 conducted by the SSO .
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Compared with the second quarter, expectations of
managers of trade companies are more positive in
terms of the business situation in the next six
months, but they are less optimistic regarding the
increase of purchasing prices and orders in the
next three to four months.

1.3. Aggregate demand

In terms of demand, in the third quarter of 2013, the solid growth of
domestic economic activity is merely due to the positive contribution of net
export demand, given the simultaneous growth of exports and decline of imports
of goods and services. The export is a component with the largest individual
contribution to the GDP growth. Foreign investments in technological industrial
development zones, and the first signs of recovery of foreign demand had a
positive effect on the domestic industry and export sector. However, the still
unfavorable conjuncture on the metal market has limited the recovery of exports
of the metal industry, which contributed to a decrease of imports of raw
materials for its needs. Moreover, there was a reduced demand for energy,
leading to a reduction of imports. Domestic demand made a negative contribution
to economic activity, mainly due to the strong decline of investments and the
decline of public consumption. Household consumption, amid further favorable
trends in the job market resurged, being the only component of domestic demand
that positively contributes to the overall growth in the third quarter of 2013.

Domestic Demand and Net-Exports GDP analysis in terms of demand

(contributions in nominal annual growth, shows that the annual growth in the third quarter
in persentage points)

25 -
solely results from the positive contribution of the

net exports, while the domestic demand made a
negative contribution. Analyzing by component,
export of goods and services is the main driver of
growth. The export growth has significantly
accelerated, mainly due to the positive contribution
of new production facilities in the technological
industrial development zones. Meanwhile, the

20 - foreign effective demand grew for the first time,
/Gross Investments === Final Consumption despite the fall in the previous six quarters. On the

— Net-exports — Domestic Demand other hand, world metal prices still have a
Source: State Statistical Office and NBRM calculations. discouraging effect on the domestic metal industry,
Contribution to real annual GDP which lowered the demand for imports of raw

15 - growth materials for the export segment. Moreover, given
(in percentage points) the reduced export of oil derivatives to our

10 [ northern neighbor, the energy imports also
5 - 'i - " reduced. Hence, imports registered a significant
480 } decline and thus contributed positively to the GDP

growth. Positive contribution was also made by the
household consumption, which registers a steady
annual growth, three quarters in a row. The
-15 - positive trends in the export sector contributed for

o)) [52) o [52) — [2) o~ ) o™ [s2) .
g © g3 © g © g2 © g O further positive developments on the labor market,
5 5 5 5 5 with the number of employees growing six
b . _quarters in a row. In contrast, the other two
rivate consumption EENN. Government consumption ] .
B Gross investments S Net-exports components of domestic demand made a negative
=== GDP contribution to the growth, which is mainly due to
Source: State Statistical Office and NBRM calculations. the decline of investments and to a lower extent,
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to the public spending. Given the strong
resurgence in construction, the decline of gross
capital formation is likely due to the reduced
inventories.
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Private consumption 3.3 7.4 2.8 4.3 2ol 3.2 6.1 1.9 0.5 219, 2.7 2.7 -3.9 2.6 -3.0 7.0 7.1 1.6
Government consumption -0.6 7.1 0.7 -0.8 -2.0 0.7 4.9 -2.7 -0.2 0.6 -1.1 -4.7 -0.6 0.8 -1.4 2.2 -4.3 -4.4
Gross investment -47.6 -3.1 15.1 9.0 -6.7 55.4 -20.0 21.9 5.6 9.6 4.8 39.1 28.0 12.7 20.0 -23.2 -6.5 -16.4
Exports of goods and services 10.0 17.7 24.8 40.1 23.6 36.3 12.0 2.6 -0.4 10.5 0.2 0.7 -1.3 0.6 0.0 -3.0 2.5 8.8
Imports of goods and services -10.2 12.8 18.8 16.0 &5 333 3.6 8.6 2.2 10.4 -0.3 9.5 3.9 3.8 4.2 4.9 1.6 -4.7
Domestic demand -8.3 3.0 4.5 -0.6 -0.3 9.2 0.7 4.8 1.8 i) -1.2 3.6 3.1 2.0 2.0 0.0 2.7 -3.8
Net exports* -35.1 3.6 2.9 -16.3 -13.8 271 -14.1 28.1 7.9 10.1 -1.2 33.8 174 10.5 14.2 -9.1 -0.2 -34.1
GDP 0.0 2.5 4.5 4.0 2.9 6.1 3.6 1.2 1.0 2.8 -1.1 -1.5 0.8 0.0 -0.4 2.6 3.5 3.3

*decrease represents lower deficit
Source: SSO and NBRM calculations.
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Source: State Statistical Office , Ministry of Finance and NBRM calculations.

1.3.1. Private consumption

In the third quarter of 2013, personal
consumption registered a quarterly decrease
of 5.8% (seasonally adjusted), which led to
a slowdown of the rate of annual growth.
Following the solid annual real growth in the
first half of the year (7% on average), the
growth of household consumption in the
third quarter reduced to 1.6%. This
deceleration of growth corresponds with the
decline in import of consumer goods, compared to
the annual real growth in the previous quarter, as
well as with the retail trade, which decreased at
the same pace as in the previous quarter.
Consequently, adverse changes were noted in net
VAT income, which show an insignificant real
annual decline, despite the rapid growth in the
previous quarter. On the other hand, domestic
production of consumer goods increased strongly,
which places this category in the zone of positive
annual growth for four consecutive quarters.
Regarding the financing of consumption, all factors
record favorable developments. Thus, after four
quarters of decline, in the third quarter, the
disposable income went up for the first time. The
wage bill made the largest contribution, which
under further favorable conditions on the labor
market, registered an identical growth as in the
previous quarter. The number of employees
recorded almost the same annual growth as in the
previous quarter. However, the real net wage still
decreases on an annual basis, given the slower
nominal annual growth and slower annual inflation.
Besides the wage bill, pensions also record a real
annual growth, at an accelerated pace, while
private transfers record a significant slowdown of
the annual decline. Loans to households, as an
additional source of funding, show significant
acceleration of their real growth, mainly due to the
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increased amount of marketed consumer and
residential loans. However, these favorable trends
do not fully add to the consumption, most likely
due to the savings, given the acceleration of the
annual growth of household deposits.

The latest available data® for the last
quarter of 2013 give a different picture of
the trend of personal consumption. Domestic
production and import of consumer goods show a
significant annual decrease. The fall of production
comes after four quarters of growth, while the
annual decline of import accelerates. Retail trade
continues recording an annual real decline, at a
slower pace though, which is partly in line with the
expectations of the retail trade* managers. On the
one hand, managers have less favorable
expectations regarding orders for the last quarter,
but on the other hand, they have more favorable
expectations in terms of the number of employees
and the business situation of the companies in the
next six months. Paid pensions, which register
slower annual growth, also indicate somewhat
slower growth of consumption. On the other hand,
the net VAT income registers high annual growth
and the household lending accelerates, suggesting
higher household consumption. These
developments are in line with the banks'
expectations, showing greater optimism about
developments of the lending terms and the
demand for residential and consumer loans in the
last quarter of 2013'°., Moreover, the rate of
decline of real wages decelerates, amid identical
nominal growth and slowdown of annual inflation.

1.3.2. Public consumption

In the third quarter of 2013, public
spending registered an annual decline of
4.4%, i.e. at almost the same pace as in the
previous quarter. On a quarterly basis, this
component of domestic demand registered
an insignificant growth of 0.4% (seasonally
adjusted). The available data for the period
October-November 2013 point to further
downward trend of annual public spending
in the last quarter of 2013. However, given the
slower decline of wages and cost of goods and
services, the fall of public spending would be
expected to slow down.

13 Data on wages are as of October, while other data are as of
November.

4 Business Tendency Survey in retail trade conducted by the
SSO in the third quarter of 2013.

5 Bank Lending Survey conducted by the NBRM in November
2013.
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Box 1. Fiscal policy

During the third quarter of 2013, the budget of the Republic of Macedonia (central
budget and budgets of funds) generated total revenues of 7.7% of GDP'%, which is
identical to the same period last year. In nominal terms, in the third quarter, the budget
revenues increased by 4.3%, annually. The structural analysis of total budget revenues shows an
annual increase of tax revenues (0.9%), with the largest contribution being made by the increase of
VAT income, which went up by 2%, annually. Income tax and corporate income tax also rose (6.5%
and 7.1%, respectively), while revenues from excise and import duties decreased annually by 1.4%
and 0.5%, respectively. The total annual contributions were higher by 5.3%, adding 1.5 percentage
points to the growth of total revenues, amid growth of non-tax revenues of 21.6%, annually.

Budget revenues and expenditure
(in % of GDP)

Budget expenditures composition
(in % of GDP)

14.0 r 2.0 14.0
B Revenues
12.0 L 1.0 12.0 4 Capital expenditures
L Expenditures ’
10.0 . 10.0 ® Current expenditures
/‘—Balance(nghtscale) - 0.0
8.0 / / ) 8.0
I - -1.0
6.0 6.0
- -2.0
4.0 4.0
2.0 [ 30 2.0
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S © 8 @935 © g o6 g o g © 805580052035 205520032008%
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*Refers to Octoberand November 2013
Source: Ministry of Finance

*Refers to October and November 2013.
Source: Ministry of Finance

During the third quarter of 2013, the total budget expenditures amounted to 8.1%
of GDP as compared to 8.6% of GDP, in the same period last year. In nominal terms, in
the third quarter, the total budget expenditures were lower by 1.2%, annually. The
reduction of budget expenditures fully results from the lower level of capital expenditures (down
10.5%, annually). The level of current expenditures remained the same as in the third quarter of
2012, given the lower expenditures for wages and for goods and services (of 0.2% and 9.9%,
respectively) and increase of transfers of 3.3% annually.

Budget balance financing
(in Denar million)
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Budget balance

* Positive change- deposits withdrawal; negative change-deposits accumulation.
** Refers to October and November 2013.

Source: Ministry of finance ofthe Republic of Macedonia.
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16 The analysis uses annualized GDP.
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During the third quarter of 2013, the budget deficit amounted to Denar 1,963
million, or 0.4% of GDP. In this period, the budget deficit was financed through domestic sources
in the form of new issues of government securities of Denar 2,197 million, on a net basis. Through
foreign borrowing, slight net outflows were made in the amount of Denar 43 million. In the third
quarter, inflows exceeded outflows of funds, thus increasing the deposits on the Government account
with the NBRM by Denar 191 million.

In the period October-November 2013, total budget revenues continued to grow at
a faster pace and compared to the same period last year, they went up by 5.8%. The
largest contribution to the acceleration of the growth of total revenues in this period was made by the
higher tax revenues (annual growth of 8.1%). Contributions also increased (5.4% annually), while
non-tax revenues decreased annually by 16.4%. In this period, the total expenditures went up
by 3.3% annually, due to the 5.2% higher annual current expenditures. Capital expenditures
dropped by 13.3% annually. The period from October to November registered a budget
deficit of Denar 2,136 million, which was mainly financed from domestic sources through
government's borrowing on the domestic market of securities. According to the latest available data,
as of 30 November 2013, the central government debt (consolidated) totaled 34% of GDP.

Table 1
Budget of the Republic of Macedonia (Central budget and budgets of funds)
N Contribution to annual change, 2013
moger0r3 | IS | @@ e oamor | v ven, o | Perdoverthe same perdof the
planned, in planned, in realized, in Denar million Q1 Q2 Q3 Oct-Nov Q1 Q2 Q3 Oct-Nov
Denar million Denar million
TOTAL BUDGET REVENUES 147,958 149,291 29,901 36,151 36,983 23,295 126,330 -6.0 29 43 58 -6.0 29 4.3 5.8
Revenues base on taxes and contributions 125,555 125,752 26,476 30,665 31,075 20,432 108,648 -5.0 5.9 2.3 6.4 -4.4 4.8 2.0 5.6
Tax revenues 81,685 81,700 16,507 20,015 20,194 12,907 69,623 9.4 7.7 0.9 8.1 -5.4 4.1 0.5 4.4
Contributions 42,842 42,624 9,720 10,436 10,671 7,378 38,205 2.9 2.5 5.3 5.4 0.9 0.7 1.5 1.7
Non-tax revenues 13,836 14,094 2,570 2,165 4,479 1,773 10,987 -7.6 -29.7 21.6 -16.4 -0.7 -2.6 2.2 -1.6
Capital revenues 4,432 4,444 299 2,461 293 197 3,250 -59.9 -8.8 -53.0 -4.8 -1.4 -0.7 -0.9 0.0
Donations from abroad 3,535 4,401 456 752 1,008 818 3,034 62.9 154.1 69.4 133.0 0.6 1.3 1.2 2.1
Revenues of recovered loans 600 600 100 108 128 75 411 -15.3 1.3 -27.7 -48.3 -0.1 0.0 -0.1 -0.3
'TOTAL BUDGET EXPENDITURES 165,653 168,541 41,348 38509 38946 25431 144,234 | 138 -04 -1.2 3.3 138 -04 -1.2 33
Current expenditures 146,944 148,387 37,303 34,526 34,989 23,222 130,040 16.2 -1.2 0.0 5.2 14.3 <11 0.0 4.7
Capital expenditures 18,709 20,154 4,045 3,983 3,957 2,209 14,194 -4.0 7.2 -10.5 -13.3 -0.5 0.7 -1.2 -1.4
BUDGET DEFICIT / SURPLUS -17,695 -19,250 -11,447 -2,358 -1,963 -2,136 -17,904 152.7 -33.0 -50.7 -17.5
Financing 17,695 19,250 11,447 2,358 1,963 2,136 17,904
Inflow 33,464 35,030 23,234 4,413 2,570 2,779 32,996
Revenues based on privatisation 0 273 30 240 0 27 297
Foreign loans 17,758 19,150 17,322 1,025 432 49 18,828
Deposits 12,022 5,497 -297 847 -191 112 471
Treasury bills 3,589 9,840 6,111 2,116 2,329 2,591 13,147
Sale of shares 95 270 68 185 0 0 253
Outflow 15,769 15,780 11,787 2,055 607 643 15,002
Repayment of principal 15,769 15,780 11,787 2,055 607 643 15,092
External debt 13,896 13,907 11,655 592 475 511 13,233
Domestic debt 1,873 1,873 132 1,463 132 132 1,859

Source: Ministry of Finance of the Republic of Macedonia.

In November 2013, amendments to the 2013 Budget were adopted envisaging
higher budget revenues and expenditures as compared to the original plan and a higher
budget deficit of 3.9% of GDP (3.5% of GDP in the initial budget). The revision of
expenditures requires reallocation of funds within the existing wage bill, providing additional funds to
the Pension and Disability Insurance Fund for timely payment of pensions and additional funds for
equipping laboratories in higher academic institutions. As a result, Denar 2,888 million higher budget
expenditures are anticipated than initially planned. Budget revenues are projected to increase by
Denar 1,333 million on the basis of the already generated revenues and those expected by the end of
the year, that budget users generate on their own accounts based on donations and self-financing.

1.3.3. Investment consumption

In the third quarter of 2013, gross
capital formation shows an annual and
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quarterly decrease. On annual basis, it was
down 16.4%, which is a fall for a third
consecutive quarter, while the quarterly fall
equaled 2.3% (seasonally adjusted). The
annual decline of gross capital formation is likely
due to the reduced stocks, amid high construction
growth, which in the last three years makes up
about 50% of the gross capital formation. In the
third quarter, the construction again registered a
high annual real growth (roughly 30%) and mainly
related to investments in road infrastructure
related to Corridor 10. These positive trends in the
construction sector are consistent with the
assessments of managers in this sector!’, which in
comparison with the previous quarter estimated
that there is a significant improvement in the
current economic activity of companies in the third
quarter. Analyzing other investment indicators, the
domestic production of capital goods registered an
annual growth, though slower, while the imports
slightly declined. The increased amount of foreign
direct investment in the country also indicates
growth of fixed capital formation, while the rate of
decline of long-term lending to the corporate
sector significantly decelerated, which is consistent
with the more favorable assessments of banks for
the lending in the third quarter'®. For the first time
in six quarters, banks referred to a net easing of
the terms for approving corporate loans, while in
terms of demand for loans, banks continued to
indicate a net increase. The latest available
data on investment activity in the last
quarter of 2013 indicate positive trends'®.
The construction industry experienced a high
growth in terms of further investments in the road
infrastructure and in commercial and residential
buildings. This trend expects to continue, given
that building permits for constructing larger
facilities were issued during September and
October. The domestic production of capital goods
also indicates favorable movements, recording an
acceleration of the annual growth, same as the
imports of these products that also surged. The fall
of government capital expenditures slightly
accelerated. The reduction of long-term corporate
lending slowed down in the last quarter. The
banks' assessments for the fourth quarter of 2013
point to a further net easing of the lending terms
and higher demand for loans®.

17 Business Tendency Survey in the construction conducted by
the SSO in the third quarter of 2013.

18 Bank Lending Survey conducted in November 2013.

9 Data on completed construction works and foreign direct
investments are as of October, while other data are as of
November.

20 Bank Lending Survey conducted in November 2013.
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1.3.4. Net export demand

Higher exports of the new export -
oriented capacities operating in the
technological industrial development zones,
as well as the recovery of foreign demand
contributed to a significant annual growth of
the export sector. However, the further
decline of world metal prices and still fragile
global demand for metals continues to have
a dissuasive effect on the metal industry.
This, in turn, led to lower import demand for
raw materials, which coupled with the
strong reduction of energy imports, are the
main factors for the decline of imports.
Hence, given the higher exports and lower
imports, the net exports made a significant
positive contribution to the growth of the
overall economic activity.

In the third quarter, real export of goods
and services recorded a quarterly growth of 3.5%
(seasonally adjusted), and solid annual growth of
8.8%, thus being a component of most positive
contribution to GDP growth. This increase resulted
mainly from the higher export of the capacities

operating in the technological industrial
development zones. In addition, the foreign
demand for Macedonian products increased

annually for the first time in six quarters of decline.
It contributed to slightly higher utilization of
manufacturing facilities> and increase of the
domestic industry and export, particularly of
machinery and electrical equipment. On the other
hand, the further decline in metal prices and the
still weak global demand for metals continues to
have adverse effect on the domestic metal
industry. In import-depended industry, these
trends reduced the need for import of raw
materials. Besides, the third quarter witnessed a
reduced energy imports, partly because of the
lower export demand for oil products from Kosovo.
Hence, the reduced imports of energy and raw
materials for the metal industry are the primary
factors for the decline in imports. Thus, in the third
quarter, imports decreased both annually and
quarterly by 4.7% and 4.6% (seasonally adjusted).

The latest data on the fourth quarter
indicate continuation of trends in exports
and imports from the third quarter and
continuation of the positive contribution of
the net exports to GDP. Given the higher
utilization of manufacturing capacities, the

2l Business Tendency Survey in the manufacturing industry
conducted by the SSO in November 2013.
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production of export sector increased, especially
machinery and electrical equipment, whose growth
was primarily supported by the capacities that
operate in the industrial zones. Consequently, the
increased export of investment goods is the main
driver of growth of the nominal exports in October
and November 2013. On the other hand, the
nominal import shifted downward again, primarily
due to the reduced demand for oil and oil
derivatives. Import is a component that has larger
effect on the further narrowing of the trade deficit
with foreign countries.

Box 2. Revision of GDP quarterly data

Gross domestic product (GDP) is one of the macroeconomic variables, which is
often subject to revisions. All statistical offices, including the State Statistical Office of the
Republic of Macedonia, regularly revise GDP data. GDP revisions can occur for several reasons
such as inclusion of new information and additional data not previously available, a new assessment
of the seasonal trend of certain components or a change in the base years for calculation of the
volume amounts, as well as methodological changes in the compilation of GDP data.

This box presents the latest revisions of GDP data and its structure?? particularly
focusing on the demand components. The revision includes changes that occurred primarily as a
result of new information and data, mainly data obtained by processing the final accounts of the
companies. Although the changes in total GDP are not substantial, analyzed from the perspective of
individual components, there are significant changes, with the largest being made to the components
of domestic demand. These changes alter the macroeconomic picture of the economy and certainly
influence the initial assumptions that are an important input to the macroeconomic projections.

22 0On 30 September 2013, the State Statistical Office of the
Republic of Macedonia (SSO) disclosed preliminary data for
2012 (annual data at current prices), instead of estimated data
(disclosed in the release on quarterly GDP data of 13
September 2013). The release on quarterly GDP data of 13
December, 2013 also disclosed revised data by quarter, i.e.
preliminary data for 2012 and revision of the estimates for the
first two quarters of 2013 (amounts at current prices and at
constant prices and real growth rates). Final annual data for
2012 will be published in the period April-May 2014, and the
quarterly data will be disclosed in the release of June 2014.
Major revisions of quarterly data are usually made with the
June release (for example, Q1 2014), which publishes the final
data by quarter for the period that is two years backward from
the current year (for 2012) and the revision of the initial
estimates for all quarters, for the last year (in 2013), as well as
with the December release (for example, for Q3, 2013) which
publishes the preliminary data for the last year (for 2012) and
the revision of the estimates for the first half of the current year
(for 2013).
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Slight downward revision of GDP in 2012 and in the first half of 2013 ...
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Investment demand was significantly revised upward for 2012, while for 2013, major changes were also made,

but in the opposite direction.
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Exports were not subject to changes for 2012, while for the first half of 2013, a downward correction was made

primarily due to deflators)...
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...same as the revisions of import of goods and services.
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As mentioned above, the revisions have affected the contributions of individual
components to the overall GDP growth, which can change the picture on what component
is the main driver of change in GDP. Thus, according to the revisions, the most significant
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changes in the contributions to GDP growth occurred in consumer spending and gross capital
formation. Particularly significant changes in the contributions of individual components to the GDP
growth occurred in the first half of 2013.

Table 1
contributions in p.p.
2012 GDP (%) Prlvate. Governmgnt . Gross Export of goods Import of goods
consumption  consumption investment and services and services
news release -0.2 -0.9 -0.4 4.2 0.0 -3.1
13.09.2013
news release -0.4 -2.2 -0.3 5.3 0.0 -3.1
13.12.2013
H1.2013 GDP (%) Prlvate. Governmt_ant _ Gross Export of goods Import of goods
consumption consumption  investment and services and services
news release
13.09.2013 3.4 0.3 -0.5 2.2 1.8 0.5
news release
13.12.2013 3.1 5.6 -0.6 -3.3 -0.2 1.2

Source: SSO and NBRM calculations.

Revisions to GDP data have an effect on the structural share of each component. Thus, for
2012, according to the revisions, the largest changes occurred in the household consumption, whose
share declined (by 1.3 percentage points) at the expense of the share of gross capital formation (up 1
percentage point). Changes in these two components were observed in the first half of 2013, but in
the opposite direction. The structural share of private consumption rose to 84.3%, which is one of the
highest structural shares so far. On the other hand, the share of gross capital formation and export of
goods and services declined, while public consumption and import of goods and services registered no
significant changes.

Figure 1
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1.4. Employment and wages

In the third quarter of 2013, the number of employees in the Macedonian
economy continued to grow on both quarterly and annual basis. Thus, this
indicator has been dwelling in the zone of positive changes for six consecutive
quarters. These shifts in the labor market correspond with the real sector
performance indicators, which are also favorable. The analysis in various
industries shows that job creation predominantly relates to the operation of new
facilities in the free economic zones, as well as the fiscal incentives in the form of
publicly financed construction works, agricultural subsidies, and in the form of
employment programs and measures, which have been carried out for several
years in succession. In terms of labor cost, there is a slowdown in the annual
wage growth in nominal terms, which, despite the weakened inflationary
pressures, caused a wage decline in real terms. Analyzing future labor market
developments, the aggregated signals from the business tendency surveys show
strengthening optimism about the number of employees for the next three-month
period. In addition to the positive developments in domestic economy, this trend
is also partly due to the gradual recovery of the global economy. In the third
quarter, competitiveness indicators registered a quarterly improvement. Thus,
labor productivity increased, with the labor costs being downwardly adjusted.

In the third quarter, the number of

Employment rate employees, seasonally adjusted, increased

420 - (in %) by 0.7%, quarterly>>. Observing by economic
410 - status, self-employees and employers reported a
quarterly increase of employment. Moreover, given
the continuous upward shift since the beginning of
the year, in the third quarter, self-employees hit
the record high, likely attributable to the growth of
employees in agriculture, probably in part as a

36.0 - response to the policies of subsidizing agricultural
350 employment rate (not seasonaly adjusted) production and economic policies that are in favor
o =~ employment rate (seasonaly adjusted) of the rapid development of entrepreneurship,
T 3 ot 03 ot o3 ot o3 o o3 o o3 including the simplification of procedures for
2008 2009 2010 2011 2012 2013 starting own businesses. Analyzed by sector, the

Source: State Statistical Office, Labour Force Survey.

quarterly employment growth, except with the
agriculture, is mostly associated with the

Unemployment rate manufacturing industry. The employment rate

40 - (in %) also further improved, i.e. increased by 0.1
38 percentage points on a quarterly basis. On
36 - an annual basis, the number of employees
34 1 grew by 4.6%, which is only a slight
321 slowdown of the positive dynamics
301 registered in the previous quarter. This shift
281 resulted in an annual growth of 1.7 percentage
261 points of the employment rate, reaching 40.8%,
247 —o=unemployment rate which is a new historical peak. Analyzed by sector,
z; | the drivers of quarterly change mostly explain the

Q1 ‘3‘ ‘Q1‘ ‘Q3‘ ‘Q1‘ ‘Q3‘ ‘Ql‘ ‘Q3‘ ‘Ql‘ ‘Q3‘ ‘Q1‘ ‘Q3‘ annual dynamics of employment, as well. The
2008 2009 2010 201 2012 2013 annual employment growth is largely associated
Source: State Statistical Office, Labor Force Survey. W|th agrlculture and manufacturing indUStI‘y.
Moreover, growth was also observed in the

2 The analysis of quarterly dynamics of employment,
unemployment and total active population uses seasonally
adjusted data.
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transport, storage and communication, which is
perceived as a positive externality of the
operations of the new facilities with foreign capital
and the construction works, since they are
complementary. On the other hand, employment
in the construction sector has registered a slight
downward correction on an annual basis.
Employment has reduced in the field of housing
construction, but in the field of civil engineering
and specialized construction activities it has
increased, which is mainly associated with the start
of construction of the announced road
infrastructure projects. According to the Job
Vacancy Survey**, about 39% of new or vacant
jobs in the third quarter are in the manufacturing
industry.

According to the aggregated signals from
the business tendency surveys® there is an
increasing optimism for the number of employees
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 growth of demand led to a
quarterly increase of the labor supply. Thus,
the labor force grew by 0.6%. The increase of
labor and the simultaneous decrease of the
number of inactive population resulted in a
quarterly upward shift in the activity rate, which
reached 57.3%. At the same time, the total
active population registered a further
acceleration of the positive annual dynamics
(growth of 1.8%). This shift, along with the
simultaneous decrease of inactive population,
determined a faster annual growth of the activity
rate than recorded in the previous quarter.

The stronger growth of supply
compared to the growth of demand for labor
led to a quarterly upward shift in the
unemployment. The quarterly growth of 0.4%
comes after two quarters of significant downward
adjustments in the number of unemployed
persons. On annual basis, the reduction of the
number of unemployed persons of 4.6% is
associated with the faster growth of labor demand

24 State Statistical Office for the first time in 2012 began to
conduct a Job Vacancy Survey as a part of the labor market
research. The purpose of this survey is quarterly information on
vacancies in companies in the Republic of Macedonia as an
important indicator of the macroeconomic developments and
policies in the labor market.

% Source: State Institute of Statistics, business tendency
surveys in the manufacturing industry (November 2013),
construction (third quarter of 2013) and trade (third quarter of
2013).
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Annual changes in average paid net wage by sectors in Q3.2013

(in %)

nominal real

changes changes
Total 1.0 -1.7
Agriculture, forestry and fishing 0.5 -2.2
Mining and quarrying 6.2 3.3
Manufacturing 2.2 -0.6
Electricity supply 1.3 -1.4
Water supply 1.0 -1.7
Construction 6.1 3.3
Trade 0.4 -2.3
Transportation and storage 6.4 3.5
Accomodation and food service activities 1.7 -1.0
Information and communication 2.8 0.0
Financial and insurance activities 0.3 -2.4
Real estate activities 0.6 -2.1
Scientific activities -4.9 -7.5
Administrative activities 2.3 -0.5
Public administration and defence 0.7 -2.0
Education 0.1 -2.6
Health and social work 3.1 0.3
Arts, entertainment and recreation -1.9 -4.5
Other service activities 2.0 -0.8

Source: State Statistical Office.
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compared to the growth of supply. The
unemployment rate also recorded an annual
decrease (of 1.9 percentage points), hitting the
historic low of 28.7%.

The average wage paid in the third
quarter continued to grow annually, though
slowly. Thus, the nominal net and gross wages
registered an annual growth of 1%, with an
upward correction being reported in all sectors.
The slowdown of nominal wage growth, despite
the weakened inflationary pressures, caused a
wage decline in real terms, whose annual
dynamics is only slightly weaker than in the
previous quarter. Thus, the average real net
wage is lower by 1.7%, on an annual basis. On a
quarterly basis, net and gross nominal wages
are by 0.3% lower, which is the first downward
correction in four quarters. Analyzing by sector,
this shift reflects a downward adjustment of wages
in the service sector. However, due to the
decrease in prices during this period, there was a
0.4% quarterly increase of net wages, in real
terms. At the same time, the unfavorable
movement of nominal wages, amid growth of
employment, suggests that employers have still
been dealing with the uncertain economic
environment through the wage channel, rather
than by reducing the number of employees.

The negative annual pace of labor
productivity has accelerated. The 1.1% decline
in productivity in the third quarter indicates that
the annual employment growth exceeds the
growth of economic activity. On the other hand,
productivity recorded a quarterly growth, since the
production growth surpassed the growth of
employees. The decline of productivity, with a
simultaneous increase of gross wages,
determined an annual growth of unit labor
costs of 2.2%, which is a slight slowdown of the
growth compared with the previous quarter.
However, labor costs were downwardly adjusted
by 0.7%, on a quarterly basis.

Box 3. Sector analysis of the labor productivity

The labor productivity at the level of the total economy, measured as value added
per employee, is still below the level registered in the third quarter of 2008, as a
reference period, i.e. as a period preceding the very beginning of the crisis. However, the
analysis of the developments in whole-economy productivity could mask certain differences in the
evolution of productivity between sectors. Such differences may relate to the intensity with which
sectors use capital and labor in their activities. There are also differences due to different levels of
innovation, as well as the sectors unique ability for absorption of external knowledge and skills. The
productivity depends on the degree of process standardization, and on the extent of the potential use
of the benefits of the so-called "economy of scale". Furthermore, one of the major drivers of
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productivity is also the exposure to international competition. Within this Box, we give an
overview of sectoral productivities, revealing the differences in their dynamics after the
acute phase of the crisis and the possible explanations for them.

Sectoral productivity data shows that some of the individual sectors display
productivity levels which are lower than the ones observed in the third quarter of 2008.
The alternative measure of the distance of the productivity from its pre-crisis potential
also points out to such a conclusion. The continuations of pre-recession trends are calculated by
projecting forward labor productivity using the average quarterly growth rate derived from some
longer period before the crisis (due to data limitations, in our case, the 2004-2008 period was taken
into consideration®). In such a way, implied productivity levels consistent with a continuation of their
pre-crisis trends are obtained. Also these simulations show that the labor productivity in some sectors
is still below the continuation of its pre-crisis trend, thus suggesting that a significant degree of spare
capacity existed within Macedonian companies. The deepest negative gap of the current
relative to the simulated productivity level is registered with industry, where the observed
increase in the employment in the post crisis period, is not complemented by output growth?’. On the
other hand, productivity in agriculture and construction has constantly been maintained above the
implicit pre-crisis level. From the beginning of 2011, this outlook is complemented by the productivity
in trade, which shows signs of more evident recovery thus reaching levels that are exceeding the
implicitly set ones.

Chart 1
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% It is a technical concept of IMF originally explained in IMF
(2009), ‘What's the damage? Medium term output dynamics
after financial crises’, World Economic Outlook (WEO) October,
Chapter 4, 121-151. However, because there are no longer
time series, to calculate the pre-crisis trend by sectors, the
period commencing from 2004, and ending as of the third
quarter of 2008, is taken into consideration. As an illustration,
in the original source, i.e. in WEQ, the trends were derived on
the basis of seven-year period which ends three years before
the crisis. The latest three-year period before the crisis has
been excluded in order to avoid the influence of some higher
growth rates of the productivity, which commonly precede the
recessions. Also, in instances of negative trend, which on one
hand means that the value added per employee, i.e. the
productivity would fall eternally, even when there is no crisis,
this seven-year period was prolonged to 10-20 years, in order
to create more reasonable trend path.

27 More details on the movements of the economic activity and
employment by sectors of activities are provided in Box 2
Sectoral perspective of employment and economic activity,
NBRM, Quarterly Report, October 2013.
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The pre-crisis trend is calculated for the period from the beginning of 2004 until the third
quarter of 2008. Trade is an exception, where the trend starts being calculated from the third quarter
of 2004 in order to avoid the inexplicably high productivity growth in the first and the second quarter
of 2004.

As for the manufacturing industry, also the Business Tendency Survey indicates significantly
reduced capacity utilization in this sector in 2009, as well as its constant maintenance at the level
which is below the pre-crisis period, in the following period. This performance is mostly associated
with deteriorated demand, particularly in the traditionally important area, such as the metal industry,
which was exposed the most to the negative effects of the global crisis (Chart 2). This may refer to an
unfavorable turn in the long-term productivity trend, or, in other words, indicate a weakening of the
labor productivity growth rates in manufacturing industry. However, this statement is associated with
a certain dose of uncertainty®®.

2 Namely, the Business Tendency Surveys might not be entirely
reliable indicators of total spare capacity within companies and
therefore of developments in long-term trend or productivity
potential. The managers of the companies may report
immediately available capacity rather than their long-run
capacity. Also, there are other reasons why measured
productivity may have been weak for a sustained period,
without that meaning a persistent impairment of the long-term
trend. In fact, some businesses must retain contingent of
employees despite reduced activity due to concerns that it
would be difficult to recruit suitably skilled staff when demand
recovers. That may have been facilitated by forbearance shown
by banks. Measured productivity growth could, therefore,
recover quite sharply if output growth picks up, although it
might also pick up if employers decide to lay off surplus staff.
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Chart 2
Capacity utilization in the manufacturing industry

Ks.1 2009
Ks.1 2010

= Standard deviations

-4 4 from average level of
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_7 J
Source: Survey of Business Tendencies of SSO, Capacity utilization manufacturing industry.

However, the increase in the number of employees in the manufacturing industry in the last
period, which is mainly associated with the operation of new facilities in the free economic zones, in
terms of expectations for reducing the capacity utilization gap according to the initiated economic
recovery and full launch of the new capacities, as well as in conditions of the focus of macroeconomic
policies that promote stronger connection between the financial sector to the real economy?’, creating
expectations for the growth in labor productivity in the manufacturing sector in the
forthcoming period.

Agriculture is one of the sectors where the labor productivity is almost continuously above the
level recorded in the third quarter of 2008, and the growth pace is faster than the one consistent with
a continuation of its pre-crisis trend. The productivity growth in agriculture in the post-crisis period is
primarily related to the several-year agricultural policies of the Government, which contributed
towards development and greater competitiveness of Macedonian agriculture through access to
favorable loans, subsidizing costs for purchasing of livestock, growing plantation crops and subsidizing
agricultural production.

Construction is also a sector the productivity of which in the post-crisis period consistently
exceeds the level measured in the third quarter of 2008, while the growth path is faster than the one
consistent with a continuation of its pre-crisis trend. The relatively rapid labor productivity growth in
the construction sector in the post-crisis period is mainly associated with the several-year fiscal
stimulus in form of publicly funded construction work, in the field of both infrastructure construction
and building construction. Furthermore, the productivity growth is associated with the construction
activities of foreign companies in free economic zones, as well as the enhanced competition in the
area of private housing construction, also in form of direct involvement of foreign investors in
construction.

Transport, storage and communications sector is one of the sectors where the labor
productivity in most of the post-crisis period is below the level registered in the third quarter of 2008,
while the dynamics is opposite than the one implicitly expected as continuation of its pre-crisis trend.
Namely, the notably strong pre-crisis growth rate in labor productivity in this sector is most likely
associated with the telecommunications segment, which is more exposed to larger international

2 Such an example in the Macedonian economy is the
subsidizing of the interest rates on the credit lines provided by
the European Investment Bank (EIB). The primary objective of
credit lines is to provide capital for supporting the small and the
medium-size enterprises, which will be directed towards
realization of new products, opening new jobs, higher liquidity
in the real sector and increased exports.
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competition, uses modern technologies, and it is characterized also by fragmentation and international
innovation of processes. In addition, although in the post-crisis period this sector shows significant
oscillations and even deepening of the gap in comparison with the simulated path, especially in the
last period, there are still certain periods in the productivity movement where the level registered in
the third quarter of 2008 is exceeded, which is probably positive externality of the construction activity
on transport and storage as complementary activities. Also, this positive transmission effect most
probably neutralizes most of the negative impact of the slower recovery of the manufacturing
industry, which also has activities related to the "Transport, storage and communications" sector.

When it comes to the trade sector, according to the Chart 1 it is evident that since the
beginning of 2011, the productivity in the trade shows signs of recovery, i.e. reaching levels that
exceed, almost constantly, both the level measured in the third quarter of 2008 and the implicitly set
level, which indicates continuation of the pre-crisis dynamics. Trade is a sector which is mainly
associated with the relatively low levels of capital per employee, then with lower demands in terms of
skills (the trade, usually, opens low-paid jobs that do not require high qualifications), with many small
firms and limited opportunities for innovation. In Macedonian economy, the enhanced competition and
probably the reduced atomization of companies could be indicated as factors that contribute to
domestic trade productivity growth in the last period. Namely, it is the construction of several major
shopping malls, which triggered the entry of new brands, as well as entry of large foreign retail
chains, which are generally known as more effective than the small-size sole proprietors and are
prone to greater investment in modern technology.

On the other hand, hotels and restaurants are the only sector the productivity of which,
with the exception of short periods of growth and stagnation, is characterized by a steady downward
trend, in both the pre-crisis and the post-crisis period. Due to the specific nature of the services sector
"hotels and restaurants" are consumed at the same location at which they are produced. This specific
character, accompanied with wide geographical distribution (which follows that of the total
population), especially when it comes to restaurants, limits the possibility of "economy of scale" in this
sector. Simultaneously, the restaurant services are traditionally provided at home. Consequently,
higher income and greater specialization in this type of services could increase the market interest in
them and encourage sustainable positive trend in productivity. Also, a positive impact on productivity
in this sector is expected from the Government tourism development strategy®’. Namely, apart from
the promotion of the tourism potential of the country, significant positive effects on this service
segment are expected from investments in road and rail infrastructure, which should increase the
number not only of transit tourists, but the tourists staying in country, as well.

The productivity in the financial intermediation sector in the post-crisis period is
continuously below the level measured in the third quarter of 2008, and follows a downward dynamics
path in terms of what would be implicitly expected trend if the global crisis didn't happen. Namely, the
slow recovery of the productivity, especially if consider that part of the sector is largely based on
information technologies and innovations thereof, and the development of which is globally solid,
could be associated with stronger employment growth in the private security activities, specifically in
the employment with the security systems protection services, which registers the highest cumulative
upward change compared to the third quarter of 2008.

As a conclusion of the analysis, it could be said that the labor productivity at the
level of the overall economy, measured as value added per employee, is still lower than
the one measured in the third quarter of 2008, registering also a dynamics opposite to the
implicitly expected one, consistent with continuation of the pre-crisis trend. However,
observed by sectors, significant differences in the dynamics of their individual
productivity have been identified, which depend on the specific features of the activities.

% Namely, the Government's strategy for development of
tourism practically consists of two parts. The first part are the
central government obligations, and the second part concerns
the activities of local authorities. The aim of the strategy is the
equal development of summer, winter, ecotourism, alternative,
wine and every other kind of tourism that could have a positive
impact on the economy.
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In any case, this analysis shows that there is still room for boosting the productivity of the economy,
and this statement particularly relates to one of the major sectors, i.e. industry. The inflow of foreign
capital into the country and greater exposure to international competition can stimulate part of the
industrial sector. Of course, such an effect is expected also from the new foreign facilities, which
except that as mechanism for larger export activity, are a kind of tool for production diversification
and drawing modern technologies in the country. In addition, also the establishment of mechanisms
for stimulation of the production relations between these and the local companies can be a factor for
boosting the productivity in the domestic economy.

Box 4. Summary of the active labour market programs and measures in the Republic of
Macedonia

The decrease in the unemployment, as a serious and long-term problem of the Macedonian
economy, is one of the main priorities included in the Government's Annual Operational Program, as
well as in variety of established national documents that relate to the employment policies and
strategies and unemployment mitigation activities at national level. This Box refers to the active labour
market policies and measures encompassed in the annual Operation*!, aimed for timely and successful
implementation of the active labour market programs and measures envisaged in the aforementioned
Program, by determining the target groups, the required funds, sources, specific activities and
deadlines for implementation of each active measure.

The active labour market programs and policies usually have two main objectives: 1) economic,
which is accomplished by increasing the employability of the unemployed, and thus the productivity
and income, and 2) social, by improving inclusion and participation as a result of productive
employment. Thus the active measures contribute to larger employment opportunities and affect
social issues that are often associated with high unemployment. Quite often, the active programs are
used to mitigate the negative effects from restructuring of the transition countries. Unlike active, the
passive measures, such as the unemployment insurance and social transfers, are designed to alleviate
the financial difficulties the unemployed persons are faced with.

The active measures include a wide range of activities to stimulate employment and
productivity, which can be grouped into the following three categories:
- measures for increasing the quality of the labour supply (e.g. training);
- measures for increasing labour demand (e.g. organizing public works);
- measures for bringing the workforce closer to the jobs (e.g. job search assistance).

The successfulness of the active measures depends not only on their size and the resources
engaged, but primarily on how good they are designed and their effectiveness.

The labor market in the country is characterized by a high unemployment rate of about 32%
in the last five years, combined with low activity rate (56.6%) and low employment rate (43.3%). The
unemployment is most evident among the younger population, while the long-term unemployed have
the largest share in total unemployment. Namely, the persons who have been unemployed for a year
or longer comprise 83% of the total number of unemployed persons, 76% of which are individuals
who are unemployed for four years or longer.> The inclusion of these individuals in the labor market
is much harder, which indicates substantial loss of human capital. Consequently, most of the active
policies and measures that have been implemented in the last five years are directed specifically
towards the aforementioned target groups.

3! The annual Operation Plan is prepared by the Ministry of
Labour and Social Policy (MLSP).
32 Source: Labour Force Survey, SSO.
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The active policies and measures that are currently being undertaken in our economy should

ensure smart, sustainable and inclusive growth and therefore they are designed as follows:*

- Smart growth programs: Employment Preparation Program;

- Sustainable growth programs: Self-Employment Program, Program for Financial Support to
Legal Entities (small-size and medium-size enterprises and craftsmen) for creating new jobs;

- Inclusive growth programs: Employment Subsidy Program, Subsidies for Users of State-Owned
Agricultural Land, Public Works Program.

From the aspect of the target groups, the smart and sustainable growth programs are mainly
focused on the long-term unemployed, young people up to 29 years of age, unemployment
compensation beneficiaries, former employees whose employment was terminated for business
reasons, unemployed aged 30 to 49 years, as well as students and postgraduates. On the other hand,
the inclusive growth programs are intended for social welfare recipients and individuals from the so-
called vulnerable category (orphans, victims of family violence, homeless people, single parents and
parents having larger number of under-aged children (4 and more), convicted persons, Roma, etc..

Among the active employment programs applied, the longest continuous implementation, with
relatively wider coverage of unemployed persons and long-term positive effects on employment,
register the Self-Employment Program and the Employment Subsidy Program.

The Self-Employment Program refers to the measures that encourage the demand for labor.
This measure is used to create new jobs through self-employment (starting own business®*). The
program is realized by training the unemployed persons in understanding the entrepreneurship,
developing a business plan, assistance in registering own business and financial support, which
includes non-refundable amount of funds for each self-employment in the amount of Denar 201,897,
out of which 90% are in form of direct support for procurement of equipment and/or raw materials.
Those who would use the funds through this program cannot be re-registered in the unemployed
record in the Employment Agency of the Republic of Macedonia (EARM) within four years from the
date of registration of the business. Also, if the employment is terminated without reasonable ground
before the expiration of two years from the registration®, the person has an obligation to return most
of the used funds. This program is among the more efficient ones, which can have long-term effects
on employment, and in the last five years, it has covered a total of 4,346 individuals.

However, it should have in mind that to ensure stable entry of the unemployed persons on
the labor market, more extensive consultation and training, in terms of what this measure envisages,
and appropriate psychological support, are necessary. Also, the experiences of other countries show
that the standard for self-employment programs are not appropriate for young population (15-24
years), and for better efficiency, the target group should be individuals aged from 25 to 29 years, who
possess the technical skills previously associated with the business or certain work experience.

Along with this measure, in 2008 the Government of RM initiated a Project for Self-
Employment Supported by Credit. The goal of this Project is to open new jobs through self-
employment by granting a favorable loan® to unemployed persons who intend to initiate or formalize
their informal businesses. The beneficiaries may be individuals registered as unemployed in the EARM,
including: young people up to 27 years, unemployment compensation beneficiaries for at least six
months and individuals over 55 years. The results of the implementation of this active measure so far

3 According to the European strategy for smart, sustainable
and inclusive growth - Europe 2020. Source: Annual Operation
Plan for 2012-2013.

3 By end-2011, programs for formalization of the existing
businesses were conducted as separate programs.

% Provided that it is not due to death or permanent disability.

% The loans total Euro 3,000 per each newly created job (but
five at the most), with an interest rate of 1% on annual basis
and repayment period of three years, with a grace period of up
to one year.
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are estimated as positive, and the measure as highly popular®’, because of which its implementation
continued in 2013, as well.

The Employment Subsidies Program is another measure that stimulates labor demand and
encourages the employment of persons facing harder entry in the labor market (i.e. category of
vulnerable persons). Namely, it is a measure which is one of the most expensive and therefore should
be focused solely on individuals who face multiple barriers®® on the labour market. Currently, the
measure consists of providing financial support in form of gross wage in the amount of Denar 13,000
per month in duration of six months for each employee (for vulnerable persons group, the support
equals Denar 17,000 per month, of which Denar 3,000 are for the employer as compensation for the
costs of adaptation of the person in the employment process). The employer has an obligation to keep
the individuals at work for at least 18 months, or to hire another person from the records of the
EARM, otherwise it is required to return the funds. This measure enabled a total of 3902 subsidized
employments within 2008-2012 period.

Within the Employment Preparation Program, the training for known employer is
the most effective so far, in terms of the number of covered and employed persons. The measure
offers the unemployed individuals a certain level of knowledge and skills for an employer, who has a
need for certain jobs. The training enables the registered unemployed persons to acquire and improve
their knowledge in order to find job more easily, because of which this measure belongs to the group
of measures that improve the quality of the labor supply. The measure currently relates to the less
educated unemployed persons between 25 and 49 years of age. The training lasts for three months,
and the employer has to employ at least 50% of trainees and without reducing the total number of
employees within six months. In the last five years, this measure covered a total of 881 unemployed
persons.

The internship program has similar effect, which has been implemented as a separate
program as of 2012, while from 2013, it is included under the Employment Preparation Program. It is
a preventive measure, which allows young unemployed persons up to 29 years of age to gain the
practical knowledge and skills and prepares them to join the labor market more easily. In 2012, this
measure required from the employers to employ 50% of trainees, while in 2013 this requirement was
abolished.

The financial support to legal entities (small-size and medium-size enterprises,
craftsmen) for creating new jobs is relatively new active measure. The objective of the Program
is creation of new jobs and stimulation of the labor force demand on the labor market. It envisages
additional irretrievable support in form of materials and/or equipment for creating jobs in the
aforementioned legal entities, which operate for at least one year. The employer has an obligation to
keep the employees for at least 12 months, with full working time. Within 2010-2012 period, this
measure supported a total of 227 persons.

Public Works Program is a measure with the largest scope and largest employment of
unemployed persons, but with short-term effect. It was implemented in 2009 and 2012, and its
implementation was planned for 2013, as well. It is intended for long-term unemployed individuals,
low-skilled and elderly people over 55 years of age, who are hired for a maximum period of six
months, during which they receive financial support on a monthly basis. For that period, the engaged
unemployed person does not lose benefits based on unemployment. The engagement of persons in

3 Within 2008-2012 period, a total of 8,979 employment
applications have been submitted for employment of 10,569
individuals, with 5,514 employment applications for
employment of 6,537 individuals being approved. Out of the
total approved applications, 4,895 contracts for employment of
5,739 individuals were submitted to the banks.

% The barriers to labor market may arise from: changes in the
labor market (recession, trend of outsourcing instead of regular
full-time employees, etc.), discrimination on various grounds
(sex, age, nationality or religion, etc.) and systemic barriers
related to the availability or quality of certain services
(education, training, information, communication, etc.).
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the Survey of Job Vacancies of EARM also has short-term effects. Namely, it is a measure where the
unemployed persons with high-school and university education are engaged in a telephone survey of
employers about their workforce needs, based on previously prepared questionnaire (during a one-
month period during the year).

In 2012, the implementation of a Pilot-Program that subsidizes users of State-Owned
Agricultural Land started. The goal of the Program is to encourage new employment of the
unemployed persons who are social welfare beneficiaries and their social inclusion. These measures
are aimed at granting state-owned agricultural land to social welfare beneficiaries, who are also paid
compensation in the amount of the welfare and the social insurance. The users ought to register
themselves as individual farmers with agriculture as their core business. The results of this Program
will be evaluated ??after one to two years, and so far it employed a total of 26 individuals - users of
state-owned agricultural land.

In order to make a proper and comprehensive assessment of the effects of the considered active
employment measures, they should be followed after certain period of time in order to determine
whether these measures contributed to the reduction of unemployment on a longer and steadier
basis. According to the available data, within 2008-2012 period, a total of nearly 25,000 unemployed
persons have been covered with the active employment programs and measures. Having no complete
and comparable data on the number of current employees out of the total covered persons for the
entire review period and for all measures, no accurate assessment of the effects on the
unemployment can be given. According to the Labour Force Survey (LFS), in the 2008-2012 period,
the total number of unemployed persons decreased by around 24,000 persons, almost entirely due to
the reduction in the number of persons unemployed for up to four years and longer.

The International Labor Organization (ILO) in 2012 has conducted an analysis and assessment
of the effects of the three measures on the labor market in the Republic of Macedonia®: self-
employment program, training for known employer and employment subsidy program for the 2007-
2010 period. These programs in the aforementioned period did not undergo major changes in its
design and they covered most of the unemployed, and also occupy a significant portion of the
available funds. The choice of 2010 as the final period for the analysis is made in order to give more
realistic assessment of the effects on unemployment, given that all obligations of covered
entities/employers in certain programs are expired. The results of the analysis show that 57.8% of all
participants covered by the three reviewed programs were employed during 2012, which is considered
as relatively high percentage. Moreover, 77.2% of persons who used funds in the 2007-2010 period
under the self-employment program, 55.8% of the individuals who used funds for training program
and 43.4% of the employment subsidies program, kept their jobs in 2012. As a result of this analysis
and the success of these measures, the implementation of these and similar measures will proceed in
the following medium-term period, in order to improve the labor market conditions.*

3 Pperformance monitoring of active labour market programs
implemented in 2007-2010 - Key findings, ILO, December 2012
0 Source: Pre-accession Economic Program 2013-2015, Ministry
of Finance of the Republic of Macedonia, January 2013.
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Table 1 Summary of the active employment programs in 2008-2012 period
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Programs and measures
Self-employment Employment Preparation Programme Financial
support to . Program for
legal entities Financial Subsidies for
- strenght of | Labour
of which: Training f Trainina f Trainina f Education f Employment Internshi ‘ Roma (small and w n For users of
Employees Program for raining for raining for | training for ucation for Subsidy €rnshiP | b blic works |, Survey of Employment | medium-size| WOmeM ce State- Total
by years formalization known advanced IT | demanded starting own Program Job Vacancies - victims of Mobility
ot X N . Program Program |enterprises, | Owned
of existing employer skills professions business family Program .
businesses craftsmen) . Agricultural
. violence
for creating Land
Total Total training new jobs
plan realization| plan |[realization| plan [realization| plan |realization| plan | realization| plan [ realization| plan |realization| plan |realization| plan [realization| plan | realization | plan |realization| plan | realization | plan |realization| plan [realization| plan | realization| plan |realization
2008 607 107 642| 1528 1218 108 60| 1420 1158| 600 244 30 124| - - -
2009 850 250 904| 1692 1345| 512 219 120 66| 1060 1060| 1430 1384| 150 110| 5000| 4983| 90 89| 200 16
2010 950 250 950| 2741| 1522| 1000 188| 80 75| 161 42| 1500 1217] 1041 1029| 150 142| - — 60 58[ 50 7] 50 50{ 125
2011 950 250 950| 2550 1488| 156 124| 180 179 214 185| 2000 1000| 655 628| 300 282| - - 40 38| 34 23] 90 87| 70 20 7
2012 900 - 900| 3380 1871| 1000 287| 164 176| 216 183| 2000 1225| 600 625| 233 103| 4000| 3064| 40 16| - - 90 90| - - - 100 26
Total 4257 857| 4346(/11891| 7444|2668 818| 260 254|819 536/7980( 5660(4326|/ 3910|863 761|9000( 8047|230 201|284 46| 230 227|195 20 7(100 26|31232( 24839
% of total | 13.6 2.7 17.5| 38.1 30.0f 8.5 3.3] 0.8 1.0] 2.6 2.2| 25.6 22.8] 13.9 15.7] 2.8 3.1] 28.8 32.4] 0.7 0.8] 0.9 0.2[ 0.7 0.9] 0.6 0.0{ 0.1 0.0] 0.3 0.1 100 100

Source: Ministry of Labor and Social Policy, Employment Agency of the Republic of Macedonia.

Table 2 Selected indicators on the labour market, by country

Activity rate Employment rate Unemployment rate VD T P 00 R T T (e

2006 2007 2008 2009 2010 2011 2012|2006 2007 2008 2009 2010 2011 2012|2006 2007 2008 2009 2010 2011 2012|2006 2007 2008 2009 2010 2011 2012|2006 2007 2008 2009 2010 2011 2012
Albania 60.6 60.5 60.4 60.4 60.4 60.3 0 519 523 526 521 521 13.5 13 13.8 14.2 21.3 223 26.5 25.2 25.8 259 26.3 94 85 9.1 106
Bosnia and
Herzegovina 43.1 43.9 439 43.6 44.6 44 44( 29.7 31.2 33.6 33.1 32.5 319 31.7| 31.8 29.7 239 24.1 27.2 27.6 28.1| 62.5 58.5 47.7 48.7 57.2 57.1 57.5 25.1 20.2 20.1 224 24.8 254
Bulgaria 51.3 52.6 53.8 53 52 52.5 53.1| 46.7 49 50.8 49.4 46.7 46.6 46.6 89 69 56 6.8 10.2 11.3 12.3[ 19.3 15 12.7 16.1 23.1 25.1 282 50 40 29 29 47 63 6.8
Croatia 49.2 48.9 48.5 47.6 46.6 45.6 45.3| 43.7 44.2 444 433 41.1 39.5 38.1| 11.1 96 84 9.1 11.8 13.4 1538 29 24.2 222 256 33.5 369 442 6.7 59 53 51 6.7 86 10.2
Kosovo 52.5 46.5 46 47.7 37.1| 28.7 26.2 24.1 26.1 25.6( 449 46.3 47.5 454 30.9 0 0 309 755
Macedonia 54 54,5 55.1 55.5 55.7 55.5 55.2( 34.6 35.5 36.5 37.6 37.9 38.1 38.1 36 34.9 33.8 32.2 32 314 31| 59.7 57.8 56.4 55.2 53.7 55.4 53.8( 30.2 29.6 28.7 26.2 26.6 25.9 25.4
Montenegro 51.7 51.9 51.1 50.1 48.7 50 41.7 43.2 41.3 40.3 39.1 40.2 19.4 16.8 19.1 19.7 19.7 19.6| 47.9 38.6 30.8 35.8 46 37.2 413 142 13.3 15.6 15.5 15.7 15.8
Romania 55.0 54.8 54.5 544 548 543 549 51.0 51.3 51.4 50.7 508 50.3 511 73 64 58 69 73 74 7.0/ 21.4 20.2 18.7 20.8 222 239 228 41 32 24 22 25 31 32
Serbia 51.0 51.0 51.4 48.9 46.9 46.4 46.7| 40.4 41.8 444 40.8 379 358 355/ 20.8 18.1 13.6 16.6 19.2 23.0 23.9| 46.8 42.8 34.2 41.7 454 454 459 169 147 99 109 133 16.9 18.7
EU 70.5 70.6 71.0 711 712 714 719 523 53.1 534 522 51.8 51.8 515( 81 71 69 89 95 9.5 10.4( 185 16.4 16.2 20.8 22.1 228 249 38 3.1 26 3.0 39 42 47

Source: ILO, World Bank, Eurostat.

36




Quarterly Report, January, 2014

1.5. Inflation

In the last quarter of 2013, the domestic consumer prices registered
minimal increase of 0.1%, after the quarterly decrease of 0.7% in the previous
quarter. The minimal increase in the consumer prices is driven mainly from the
long-term inflation component, in conditions of downward pressure of world food
and oil prices on the corresponding domestic price components. The annual
inflation rate continues to slowdown substantially in the last quarter of 2013,
reducing to the level of 1.3%, as a reflection of the higher comparison base of
food and energy prices. The annual growth is still due to food and long-term
inflation component, and the slowdown is largely due to the substantially slower
increase in food prices. The long-term inflation component also decelerates on
annual basis, although it still remains relatively high. The changes in this
component are still explained by the influence of the one-time factors, as well as
by certain transmission effects of the earlier rise in food and energy prices. Along
with the slowdown in domestic inflation, intensive annual slowdown is registered
also in the foreign effective inflation. The prices of the producers of industrial
products are getting lower on a quarterly basis, and annually, these prices
entered the negative zone of changes for the first times in three years. The unit
labor cost is still moving downwards on a quarterly basis, and the annual growth
rate decelerated.

After the significant quarterly

Foreign effective food p_rices* anddomestic decrease of 0.7% in the previous quarter,
_ food prices the domestic consumer prices registered

(;”d',ces’;gcot? =f102) , minimal quarterly increase of 0.1% in the

0 - oreigneriecivetootprices last quarter of 2013. In conditions of downward
—Domesticfood prices pressures of the import food and oil prices on the

135 1 domestic food and energy inflation, the minimal
increase in the consumer prices arises mainly from
the long-term inflation component. Namely, the
long-term price component registered a quarterly
increase of 0.8% in the last quarter of 2013. After
the decrease that lasted for three consecutive
quarters, the energy component in the last three-
month period registered a minimal increase
(0.1%). This increase is mainly due to the
transmitted quarterly effect of the increase in
electricity price*, in conditions of decrease in the
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L 8 5 ¥ g8 g = o 0 domestic prices of oil derivatives in line with the
S S S S S 1<) 1<) 1<) <) . . . .
8 8 §4 & &8 & § d A reduced price of crude oil on the international
stock exchange markets. On the other hand, the
* Foreign effective food prices are calculated as weighted sum of food prices . .
in countries that are major trade partners with Macedonia. food price component of the domestic consumer
Source: State statistical office, Eurostat and NBRM calculations. prices iS decreasing in the Iast quarter (0_60/0), as

well, given the simultaneously lower prices of raw
and unprocessed foods*. The downward

*1 On average, the electricity price is higher in the fourth than
in the third quarter, because the Energy Regulatory
Commission accepted the EVN appeal, according to which from
mid-quarter, i.e. from August, the electricity price increases by
1.5%.

42 With the sub-components, the most evident contribution to
the quarterly decrease in the prices accounts for the price of
fresh fruits, which is common for this period of the year and the
cooking oil price.
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Crude oil and food prices

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

e Crude Oil (petroleum); Dated Brent, US$ per barrel
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adjustment of the domestic food prices
corresponds to the fall in the prices of the
internationally traded primary products in euro
terms, as well as with the foreign effective food
prices®, which register quarterly decrease for the
second consecutive quarter.

The seasonally adjusted data indicate
same course of the movements, showing a
minimal quarterly increase in the consumer
prices of 0.1%. The minimal quarterly price
growth after the extracting the seasonal effects, is
conditioned by almost the same price sub-
components of the consumer prices with the
season included. In this manner, the stagnancy in
the price movement by or without elimination of
the seasonal effects, proves that neither the
seasonal component, nor the trend component
register larger movements.

The annual inflation rate continues to
register substantial slowdown in the last
quarter of 2013, reducing to the level of
1.3% (2.8% in the previous quarter). This
inflation rate is the lowest registered rate since
mid-2010. Thus the average inflation rate for 2013
reduced to 2.8% (3.3% in the first three quarters)
and it is in line with the projected rate in October
projection cycle. In conditions of quarterly
stagnancy in the movements, the substantial
slowdown in the annual inflation rate reflects the
higher comparison base, which is related with the
higher food and energy prices. Thus the slower
annual inflation is due to the growth slowdown or
the deeper decrease in all three main price
components of the inflation. Namely, the
deceleration is largely due to the substantially
slower increase in food prices (decelerated growth
in the prices of fresh meat and decrease in the
prices of vegetable oils), followed by the slower
rise in the longer-term component, as well as
further decrease in the prices of energy
components caused by all sub-categories. Along
with the slower domestic inflation, the foreign
effective inflation* also decelerated substantially,
and it reduced to 0.6% (2% in the preceding

3 The data on the foreign effective food prices refer to the first
two months of the quarter.

*“ The calculation of the foreign effective inflation is derived
from the weighted sum of the consumer price indices of the
countries that are the most important exporters of the
consumer goods in the Republic of Macedonia. The weight
structure is based on the normalized shares of the nominal
export of each country in the total nominal import in 2010-2012
period. In the calculation of this indicator, the following
countries are included: Bulgaria, Germany, Greece, France,
Italy, Austria, Slovenia, Croatia and Serbia.

38



{ ‘&L Quarterly Report, January, 2014

quarter), which is fully a reflection of the base

effects.
Individual price categories
(annual growth rates, in %) (contributions to annual growth rates, in p.p.,
2012 2013 2012 2013
2012 2013 2012 2013
Q1 Q2 ] Q4 Q Q2 s Q4 Q Q ] Q4 Q Q2 (] Q4
Consumer price index - all items 2.5 2.1 3.8 4.9 23 35 3.6 2.8 13 2.8 2.5 2.1 3.8 4.9 3.3 35 36 28 13 2.8
Food 14 02 34 47 24 33 54 4.2 13 3.6 06 01 13 19 10 13 2.1 16 05 14
Fresh food 07 -0.4 6.2 74 a3 4.8 94 86 4.9 6.9 0.1 -0.1 11 13 0.6 09 17 15 0.9 13
Processed food 20 0.6 11 26 1.6 21 18 05 -1.8 0.6 04 0.1 0.2 0.6 03 04 0.4 0.1 -0.4 0.1
Energy 94 87 112 111 10.1 42 12 25 36 -0.2 14 12 16 16 15 0.6 02 0.4 -0.6 0.0
Fuels and lubricants 7.9 10.5 8.0 51 7.9 0.2 67 22 42 -3.2 04 0.5 0.4 0.2 0.4 0.0 -03 0.1 0.2 -0.2
Electrical power 115 77 149 184 13.1 9.9 9.9 -0 -31 39 0.8 0.5 1.0 13 0.9 0.7 0.7 0.1 0.2 03
Heating power 7.6 7.7 7.7 4.0 6.7 -28 63 65 -38 B 0.2 0.2 0.2 0.1 0.2 -0.1 -0.2 0.2 0.1 -0.2
Food and energy (volatile prices) 35 24 55 6.5 5 3.6 4.2 23 -0.1 25 19 13 3.0 35 a6 20 23 12 0.0 14
Core inflation (inflation excl. food and energy) 14 18 18 2.9 20 33 3.0 34 2.9 32 0.6 0.8 0.8 13 0.9 15 13 15 13 14

After the accelerated annual increase
in the long-term inflation component in the
third quarter, in the last quarter, its rise
retarded. Thus the annual core inflation rate
(excluding food and energy price components)
decelerated and from 3.4% in the third quarter, it
reduced to 2.9% in the previous quarter. The
slower core inflation growth can be explained by
the changes in the prices of clothing and footwear,
the growth of which decelerated on annual basis
and therefore contributed less to the core inflation.
These developments suggest that the previous
acceleration in the core inflation was partly caused
by one-time factors, but their effect is gradually
exhausting. Also, the growth slowdown was
evidenced in the prices of personal care articles
and the prices of education and development
services. Despite this slowdown, the core inflation
remains relatively high, indicating, besides the
influence of the single effect, certain transmitted
effects of the previous growth in food and energy
prices on other prices in the economy.

The prices of the producers of

Inflation and industrial producer prices industrial products were falling in the last
(annual growth rates, in %) quarter of 201345, as well. The quarterly drop

e s in production prices equaled 0.9% (increase of

......... prices of non durable goods 0.4% on a seasonally adjusted basis), which is due

204 T Priesotprodudeneray (it T4 to the lower production cost of refined oil

derivatives, tobacco and food products, given the
upward impact of higher production prices of
clothing. On annual basis, the prices of the
producers of industrial products, for the first time
in three years, entered the negative zone of
changes, registering a drop of 2.3%. The largest
contribution to the annual fall accounted to the

-15 - - -30 . . . .
g 5 &8 &8 g8 3 & 8 prices of the producers of oil derivatives, food
D S S S products, and the production price of electricity.

Source: State statistical office and NBRM calculations.

The movements in the production prices that
influence the domestic component of the
inflation*® indicate absence of inflationary

> The data refer to the first two months of the analyzed period.
6 Consumer goods (durable and non-durable) and energy.
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Factors affecting consumer prices pressures in the following period. Namely,

(indices, 2005=100) given the unchanged prices on a quarterly basis
o Producer prices of energy and consumer (seasonally adjusted data), these prices show an
goods annual decrease of 2.3% in the last quarter

150 - Consumer prices

(minimal annual growth of 0.8% in the previous
quarter).

140 = = = Unitlaborcosts
-

) Y

130 A
The unit labour costs are getting

lower in the third quarter of 2013 (quarterly
decrease of 0.7%), contributing towards further
1007 deceleration in the annual growth, which reduced
90 1 to 2.2%. Having in mind the endurance of the
80 Hrrrrrrrrrrrrrrrrrr e Negative output gap®’, no inflationary  pressures
through this channel in the forthcoming period are
expected.
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Source: State statistical office and NBRM calculations.

Box 5. Survey on Inflation Expectations

In order to improve the survey-based measuring of the inflation expectations, in 2013 the
Monetary Policy and Research Department of the National Bank of the Republic of Macedonia took
activities for a more detailed analysis of the experience of other central banks in conducting surveys.
Accordingly, the current survey was redesigned, in order to bring it closer to the European practice.

The newly designed questionnaire contains two questions, one is qualitative and the other
one, quantitative. The first question about the inflation expectations is designed in a qualitative way,
i.e. the respondents do not give a quantitative response, but indicate the direction and the extent of
price changes in comparison with the previous 12 months. The procedure for measuring qualitative
responses is based on the Carlson and Parkin (1975) probability approach, which assumes that in case
of a sufficiently large number of respondents, the expected price change is normally distributed within
the population. The quantitative question requires from the respondent to determine accurately the
expected average rate of price change in 2014 and 2015.

As previously, the Survey on Inflation Expectations covers three groups of respondents: economic
analysts, companies and financial institutions. The qualitative question on the expectations states:
Compared with the last twelve months, what are your expectations about the consumer prices in the
next twelve months? a) they will increase more rapidly, b) they will increase at the current rate, c)
they will increase at a slower rate d) they will stay about the current level ) they will fall f) difficult to
determine", while the quantitative question is: What are your expectations/forecasts for the average
inflation in 2014 and 2015?"

Chart 1. Normal distribution of answers of the respondents

40.0 m— rise faster than at
] present
35.0 I rise at the same rate
30.0 )
rise more slowly

25.0 - !

I stay at their present
20.0 level

.'. o down
15.0 - K

10.0
5.0

Ceeeecnne Norm.dist.of answers
Oct.2013

Source: NBRM, Inflation Expectations Survey.

* The NBRM estimations show that the domestic output is still
below the potential (negative production gap).

40



(M Quarterly Report, January, 2014

The Survey on Inflation Expectations was conducted in December 2013*. The Survey on
Inflation Expectations was conducted in December 201323. The results of the Survey show the largest
concentration of the respondents' answers in the segment of expectations for unchanged inflation
dynamics. Thus, 57.6% of the respondents expect price growth with the current pace in the following
12 months. In addition, 23.9% of the respondents expect inflation growth deceleration, 9.8% expect
unchanged prices, while only 7.6% expect faster inflation growth in the following 12 months. In
conditions of average inflation in the previous 12 months (of 3.1%), the expectations of the
respondents indicate inflation deceleration of 0.6 percentage points, on average, in the following 12
months, i.e. they expect average inflation of 2.5%. From the aspect of the individual surveyed
groups, the largest deceleration is expected by the surveyed financial institutions (expecting an
inflation of 2.1%), followed by enterprises (of 2.2%), while the economic analysts expect inflation
of 2.6%.

The respondents explain these expectations with the assumptions for stabilization of the
world oil prices and the domestic food and energy prices, in an absence of significant demand
pressures. The respondents expect average inflation rate in 2014 and 2015 of 2.5% and 3.3%,
respectively. In comparison with the previous survey, these expectations are lower (3.3% and 3.4%,
anticipated inflation in 2014 and 2015, respectively) and they reflect the expected downward trend of
the world oil and consumer prices in the Euro area.

1.6. Balance of payments

In line with the usual seasonal dynamics, in the third quarter of 2013 the
current account of the balance of payments recorded a surplus. The favorable
seasonal dynamics with the current transfers, the improved performance in the
foreign trade of goods and the historically highest quarterly surplus in services are
the key movers of the quarterly improvement in the current account. The realized
current account surplus in the third quarter is higher than the surplus generated in
the same quarter of the previous year. These favorable developments in the
current transactions are mainly due to lower trade deficit the higher net inflows in
services and the current transfers. Unlike the surplus on the current account, the
capital and financial account registered high net outflows, mainly due to
repayments of liabilities based on accumulated trade credits and outflows in the
"currency and deposits"” category. Despite the net capital outflows, the current
account surplus was large enough to enable additional increase in foreign reserves
in the third quarter.

Current account balance 1.6.1. Current account

2.5 4 (% of GDP)

20 1 18 In the third quarter of 2013, the
151 09 09 0.9 balance of payments' current account
;g : 06 registered a surplus of Euro 133.5 million, or
00 L ‘: N ‘; L - | L 1.8% of GDP (compared to the deficit of 1.5% of
0s LA J J J GDP in the second quarter). The quarterly
1.0 10506 improvement on the current account (by 3.1
15 | 09 p.p. of GDP) is common seasonal dynamics
20 | B L 16715715 for this period of the year, but much more
2.5 1 o intensive than in previous years. The reduced
¥ esssYsssysssgss

Q12010
Q120118
Q12012
Q12013

4 The percentage of responsiveness of the Survey, conducted
in December, equaled 49.2%. By groups of respondents, the
financial institutions' responsiveness is 77.8%, followed by the
economic analysts with 71.2% and enterprises with 30.1%.

Source: NBRM.
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trade deficit, higher current transfers, as well as
the increased surplus in services are the key
factors for the positive quarterly change. With the
trade balance, the decrease in the deficit (by 1.3
p.p. of GDP) is due to positive developments in
both components of the foreign trade of goods,
given a small quarterly increase in export of goods,
in conditions of quarterly decrease in the import of
goods®. The quarterly increase in the current
transfers (of 1.2 p.p. of GDP) mainly stems from
higher private transfers in cash, i.e. increase in net
inflows of foreign assets purchased on the
currency exchange market, in conditions of higher
supply of foreign exchange, given almost
unchanged demand for foreign currency. The
surplus with services, which, historically, is the
highest quarterly amount since 2003, compared to
the previous quarter, went up by 0.7 percentage
points, which was higher than the adjustment
common for this period. The analysis of individual
components of services shows that the change
arises from the increased surplus in travelling, then
realized surplus in transport services and reduced
deficit in other services, specifically improved
performances in other business services. On the
other hand, the income deficit remained almost
unchanged on a quarterly basis.

Favorable developments in the current
account are registered on annual basis, as
well, i.e. the realized surplus in the third
quarter increased by 1.9 times, or 0.8 p.p. of
GDP. The biggest driving force of the positive
annual change is the trade deficit narrowing (by 0.7
p.p. of the GDP), given the reduction in the energy
and non-energy deficit. A significant part for the
improved current account was contributed by the
movements with services, where the surplus
registered an increase of 0.2 p.p. of GDP, which
mainly stems from the surplus with the transport
services (in contrast to the small deficit in the third
quarter of 2012), which corresponds to the better
realization in the foreign trade. On annual basis, the
current transfers registered slight increase of 2.1%,
or by 0.01 p.p. of GDP. On the other hand, the
higher deficit in income by 0.1 p.p. of GDP, due to
the higher net outflows based on direct investments
income and the reduced net inflow based on
compensations for employees, contributed towards
deepened current account deficit. According to
the latest available data, the balance of
payments' current account, after three-month
positive balance, in October 2013 registered a
deficit in the amount of Euro 19 million. On
annual basis, the current account deficit reduced by

4 For more details, please see the part concerning the foreign
trade.
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about 57%, which arises from the smaller deficit
with goods and services, in conditions of reduced
net inflows with the current transfers and slightly
higher deficit with the income.

Box 6. Foreign trade of goods and movement of the nominal and real effective exchange
rate (NEER and REER)

In the third quarter of the year, the foreign trade of goods recorded a quarterly
decrease. This fall stems entirely from the decrease in import (6.4%), given the intensified export of
goods (2.6%). The divergent movements of the two components of foreign trade caused quarterly
narrowing of the trade deficit by 21.3%, an effect of substantial quarterly reduction of the non-
energy deficit. Namely, after the strong growth in the investment imports in the previous quarter, in
the third quarter, the deficit in the trade in investment goods recorded a significant reduction, caused
by the simultaneously lower imports of machinery and equipment and the higher exports in this
product category. The narrowing of the non-energy deficit was contributed also by the smaller
negative balance within industrial raw materials, caused by reduced import of raw materials by the
textile industry, following the strong growth in the previous quarter. The smaller export value of the
metal manufacturing sector caused by further fall in stock exchange prices of nickel (given
simultaneous quantitative growth) on a quarterly basis, reduced the trade surplus in iron and steel
within the industrial balance. In the third quarter, smaller deficit in the private consumption goods
was registered, given the significant quarterly growth in the export of clothing. The deficit in energy
registered moderate increase, which in conditions of stagnation of the export component, was fully
caused by higher import of oil and oil derivatives. The import structure of this category continued to
change through total replacement of the import of crude with oil derivatives. The growth is due to
higher import quantities, with minor price changes. The trade in other fuels did not register significant
changes compared to the previous quarter.

40 - Import, by SITC
~ Export, by SITC ) (contributions to the quarterly change, in p.p.)
35 (contributions to the quarterly change, in p.p.)
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—Total
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= Machinery and transport equipment
i Manufactured goods classified by materials
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= \Mineral fuels, lubricants and related materials
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Source: SSOand NBRM. Source: SSO and NBRM.

The annual analysis indicates slight increase in the foreign trade, which is solely due to
stronger growth in the export component, having in mind the moderate decrease in imports. In
conditions of slight recovery of foreign demand and present positive effects of the new capacities in
the economy, the exports continued to recover with faster pace, registering annual growth
rate of 4.2%, the highest in the past seven quarters. The export diversification continued to
strengthen the resilience of the export activity, amid a steady fall in metal prices and reduced export
market of oil derivatives. The total export of the new capacities in the economy supported the export
growth considerably in the third quarter, particularly the investment export categories and the export
of chemical materials and products. The positive impulses of the structural changes in the economy on
the exports were mainly neutralized by the annual reduction in the export of iron and steel and
energy. The unfavorable price changes in metals as a factor for the annual fall, were complemented
by the smaller exported quantities. On the other hand, the changes in energy export is due, to a
greater extent, to changes in the production process of the domestic refinery, the lower production of
which, as expected, resulted in reduced quantity of exported oil derivatives. Regarding other energy, a
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significant change is registered with the export of electricity, where the annual fall is due to the high
comparison base in the third quarter of 2012, when the historically highest export of electricity was
registered. The analysis of the changes in the export structure indicates further increase in the share
of the new export products of the automotive industry in the total exports and increasingly larger
share of the products with higher processing level and higher value added.

Export, by SITC
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The import is falling in the third quarter, as well, retaining the rate of annual
decrease of 1.2%, as in the previous quarter. The further reduction in imports is due entirely to
the reduced import of energy, in conditions of annual growth in imports of industrial raw materials.
The investment imports and the imports for private consumption did not register significant changes
on annual basis. The analysis of the individual import categories indicates smaller import demand for
energy, as a combined effect of price and quantity. The reduced export of derivatives, coupled with
lower domestic demand caused a decrease in the imported crude oil and oil derivatives despite the
increase in the price of crude oil on the world markets. The favorable price movements in electricity
contributed to the smaller import despite the higher import volumes compared to the third quarter of
the previous year. The import of iron and steel continued to reduce, which corresponds to the
constant fall in the export activity of the metal manufacturing industry and the registered annual fall in
metal production. On the other hand, the import of non-ferrous metals, an important raw material
component in the manufacturing process of a large export capacity in the economy, and imports of
raw materials for the textile industry increased on an annual basis. The reduced import demand
and stronger export growth caused further narrowing of the trade deficit on an annual
basis by 11%. The reviews by balances indicate a significant improvement in investment balance
due to the new export industries in the economy, coupled with the positive changes in energy balance
and goods for personal consumption. Only trade deficit in manufactured goods and raw materials
registered slight annual expansion, influenced by higher imports of platinum and textile yarns.
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60 Import, by SITC
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The latest data on the foreign trade indicate continuing trend of favorable movements in
October and November, as well. The deficit in foreign trade of goods continues to narrow more
intensively on annual basis, registering an annual fall of 15.4%. The favorable changes are caused by
export growth, given the simultaneous annual decrease in the annual import component. The higher
annual export (3.8%) is due, once again, to higher investments export, as well as the export of
industrial products, caused by the export of chemical materials and products and the export of iron
and steel. The intensified decrease in the imports (4%) in the October- November period is still
caused by reduced energy import, coupled with a slight annual decline in private consumption goods,
i.e. reduced import of food.

The analysis of foreign trade by trading partners indicates further increase in the share
of EU countries in the total foreign trade (of 67.4%). The growth trend in the share of trade with the
EU is mainly due to the intensified export to Germany, as well with larger export to Bulgaria and
Romania, which together with the reduced energy import from Greece, are the most significant factors
for the evident decrease in the foreign trade deficit with the EU member states. The continuous
reduction of the import of crude oil from Russia in this quarter, as well, led to a narrowing of the
deficit in the trade of goods and further diminishing of the significance of this trading partner. The
surplus in the trade with the Western Balkan countries continued to narrow on annual basis, which is
a result of the prolonged decrease in the export to Kosovo™ as a structural factor of the change and
higher import from Serbia (which simultaneously caused widening of the trade deficit with this
country). In addition, the reduced export activity of the metal manufacturing industry on the Asian
markets, after good export performances in the third quarter of the preceding year (especially in
China and South Korea), contributed towards widening of the trade deficit in the trade with this group
of countries.

Import of goods, by countries in the third quarter
Export of goods, by countries in the third second of 2013 (share, in %)

quarter of 2013 (share, in %)

mBulgaria mGermany = Greece = Bulgaria = Germany " Greece
mtaly ® Croatia ® Kosovo u Italy = Great Britain u Turkey
. . Source: NBRM. . . .
Source: NBRM. m Serbia = Other counties Russia Serbia Other counties

50 The reduced export to Kosovo is due to the reduced export of
oil derivatives that the domestic refinery is exporting to this
market.
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The indicators for the price competitiveness of the domestic economy in the third
quarter did not indicate major changes in the price competitiveness of Macedonian
products on foreign markets compared to the previous quarter. Compared to the previous
quarter, both price indices registered appreciation, i.e. REER index calculated by the consumer prices
appreciated by 0.3%, while REER deflated by the prices of the producers of industrial products
appreciated by 0.4%. Thus the appreciation in both indices is due to the appreciation to the nominal
effective exchange rate, and its increase of 1.5%, compared to the previous quarter, is due to the
evident quarterly depreciation of the Russian ruble and Turkish lira relative to the Denar. The changes
in relative prices acted in the opposite direction, i.e. the relative prices fell (domestic prices relative to
the foreign ones) by 1.2% in both price indices. The latest data on the indicators of price
competitiveness for October and November period show further appreciation of REER calculated by
the consumer prices (0.2%), due to the appreciation of NEER (0.5%) compared to third quarter of the
year, given the moderate decline in relative prices. On the other hand, REER deflated by the prices of
the producers of industrial products did not register any change in the third quarter, i.e. the larger
decrease in the domestic relative to the foreign prices, neutralizes the appreciation of the NEER.
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1.6.2. Capital and financial account
Capital and financial account
(excluding reserve assets, in % of GDP) In the third qua rter of 20 13, net
709 5 outflows on the balance of payment's capital

and financial account in the amount of Euro
111.8 million, or 1.5% of GDP were
registered (compared to the net inflows of
0.2% of GDP in the previous quarter). This
change is common for this period and it follows
after three quarters of constant net inflows.
Analyzed by the financial account's components,
the sources of the net outflows are segments
where such changes are typical for this period.
Namely, in this period, higher net outflows based
on trade loans accumulated in the previous period,

Financial accont, by components

(% of GDP) are reglstere_d. Also, high net outflows were

8.0 - “Other assets, net registered with the "currency and deposits"
® Currency and deposits, net . . .

B Loans, net category. However, in comparison with the

60 " wTradecreits, net previous quarter when the households were the

¥ Portfolio investme

1| W Directinvestment main driving force of the outflows in the "currency
and deposits" category, in this quarter, the banks
have such a contribution, as well. Namely, after
the fall in the foreign currency deposits with the
foreign banks in the second quarter (caused
mainly by the larger need of foreign assets for
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payment of dividend to companies in foreign
ownership), the banks in this quarter
complemented part of the withdrawn deposits.
With the households, the trend of foreign assets
withdrawal from the banking system continues,
although the withdrawal was smaller in comparison
with the preceding quarter®.

In the third quarter, the net inflows were
created through direct investments and net
borrowing abroad. Within the direct investments,
the debt flows (higher liabilities toward the direct
investors, given decrease in the claims) and the
non-debt flows (the reinvested earnings and the
equity) have contributed to the quarterly inflows
almost equally. In the third quarter, the foreign
direct investments are twice as high on a quarterly
basis due to the reinvested earnings, in absence of
payment of larger amount of dividend. In the third
quarter, the inflows based on financial borrowings
are mainly a result of the long-term borrowing of
the non-banking sector. On a quarterly basis the
net loans are two times lower, as a result of the
repayments with the short-term loans. On the
other hand, the net debt based on long-term
loans, registers an increase.

The annual analysis of the movements on
the «capital and financial account indicates
significantly higher net outflows by 1.4 p.p. of
GDP. However, the most significant contribution in
this regard accounts for the net outflows based on
trade credits, as well as the lower net borrowing in
the third quarter of 2012. Also, the lower portfolio
investments, mainly as a result of the high
comparison base, are important factor of change in
this direction®. On the other hand, the net inflows
were generated on the basis of the direct
investments  that  mainly reflected the
developments in the intercompany debt, which
increased by 1,5 times on annual basis.
According to the latest data on the balance
of payments, in October 2013, net inflows in
the amount of Euro 8.8 million in the capital
and financial account were registered. The
realized capital net inflows mainly refer to the ones
originating from direct investments and trade
credits. On the other hand, currencies and
deposits, loans and portfolio investments
registered net outflows. On annual basis, the net
inflow fell by about 84%, as a result of the

! Such developments partially impact the currency exchange
market, where further increase in the inflows is registered.

52 The high comparison base is a result of the change in the
trade in both government Euro bonds. Namely, in the third
quarter of 2012, the domestic entities sold part of these
government securities, which were in their ownership, which
resulted in higher inflows in the balance of payments.
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reduced net inflows based on trade loans and
realized net payments of loans, contrary to the
disbursements in October 2012.

At the end of the third quarter, the
gross foreign reserves equal Euro 2,064.8
million, which is a quarterly increase of Euro 25.6
million. The main factors of change are the net
purchase on the foreign exchange market by the
NBRM, other transactions, as well as the positive
price changes and the currency differentials. The
transactions on behalf of the Government, on the
basis of which there was an outflow of foreign
reserves, acted in opposite direction. According to
the latest data, at the end of 2013, the gross
foreign reserves equal Euro 1,993 million, which is
a decrease of Euro 71.8 million compared to
September 30,2013. Most of the quarterly fall in
the foreign reserves is a result of the negative
price changes and currency differentials and of the
outflows due to the transactions on behalf of the
Government.

1.6.3. International investment positior”” and
gross external debt

In the third quarter of 2013, the
negative investment position of the Republic
of Macedonia to the rest of the world narrowed
and on September 30,2013 it equaled Euro
4,491.3 million, or 59% of GDP*. In
comparison with the previous quarter, the net
foreign liabilities fell by Euro 50.9 million, or
analyzed by the share of GDP>*, the net liabilities
are lower by 1.3 p.p..

The decrease in the negative investment
position of the country is due to the decrease in

53 In September 2012, the NBRM started disclosing data on the
international investment position (IIP) of the Republic of
Macedonia, by quarter. IIP data are available at the NBRM
website: (www.nbrm.mk/statistika/eksterni statistiki).

54 In the second quarter of 2011, the NBRM started concluding
repo and reverse repo transactions. These transactions are
investment possibility for using the securities portfolio for
generating additional revenues. The conclusion of repo
transactions produces liabilities. Simultaneously, the
conclusion of reverse repo transactions creates claims that
contribute to the increase in gross claims. The NBRM
simultaneously conducts matched conclusion of repo and
reverse repo agreements, in almost identical amount. Overall,
since they are concluded concurrently, these transactions have
neutral net-effect, i.e. they appear in almost identical amount
on the side of both liabilities and claims, thus having no effect
on the total net IIP and the net external debt. The transactions
for borrowing securities additionally widened in 2012 and
encompassed swap transactions with gold as collateral.

%5 The calculation uses annualized GDP, which is sum of the
registered nominal GDP in the last four quarters.
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the international liabilities of 0.8%, given
simultaneous decrease in the international
assets, as well, of 0.4%. Most of the guarterly
decrease in the assets arises from the reduced
monetary authority's claims based on the short-
term loans (repo transactions), as well as on the
decrease in the claims based on trade credits. On
the other hand, in the third quarter, the banks'
claims based on currencies and deposits and the
gross foreign reserves, increased. The quarterly
decrease in the liabilities is mostly due to the
lower liabilities based on debt instruments, i.e.
loans and trade credits. The change with the loans
is a result of the decrease in the loans in form of
short-term loans of the monetary authority (repo
transactions) and the banks. Only the liabilities to
foreign direct investors registered more significant
rise relative to the previous quarter.

Analyzed by sectors, the quarterly
decrease in the negative net liabilities in the
international investment position is due to the
banks, Government and the monetary authority, as
a result of the decrease in the liabilities, while the
"banks" sector simultaneously registers an assets
growth. On the other hand, in the other sectors an
increase in the net liabilities® to the rest of the
world was registered.

Q32012 Q22013

in EUR million

Q3 2013
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diifference contribution  in %

annual change
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The annual increase in the net liabilities in
the third quarter resulted in further widening of
the net debt position of the country on annual
basis. The increase in the international liabilities
was far more evident in comparison with the
international assets growth (of 5.8% and 0.2%,
respectively), causing increase in the net IIP of
Euro 453 million, or 5 p.p. of GDP in
comparison with the third quarter of the
previous year.

% In January 2013, by Government decision, the Agency for
state Roads has been restructured into the Public Enterprise for
State Roads. By this restructuring, the public enterprise have
taken over part of the credit liabilities of the Government,
which caused a decrease in the liabilities of the "Government"
sector of Euro 47 million in the third quarter, and simultaneous
increase in the liabilities with other sectors based on long-term
loans by an equal amount. The cumulative effect of this
restructuring for the first three quarters of 2013 totals Euro 82
million.
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The annual growth of the
international assets is mostly due to the higher
deposits of the banking sector abroad and to the
increased claims based on non-debt portfolio
investments of the non-banking private sector. On
the other hand, the claims based on trade credits
fell, as well the gross foreign reserves, which
registered slight decrease. Regarding the
international liabilities, all individual categories,
except the portfolio investments contributed to the
annual growth, with the largest contribution being
given by the direct investments in the country. In
addition, the increase in the international liabilities
is mainly due to the larger liabilities of the
"Government" sector based on borrowings and the
non-bank private sector. T7he annual sector
analysis indicates that the widening of the negative
gap of IIP of the Republic of Macedonia is due to
the higher net liabilities in all institutional sectors,
especially in "other sectors”,

At the end of the third quarter, the
gross external debt amounted to Euro
5,504.5 million or 72.2% of GDP. If the repo
transactions of the monetary authority are
excluded, the gross external debt amounts to Euro
5,221.2 million or 68.6% of GDP*’.

The quarterly analysis shows a
decline in the gross external debt of the
country by Euro 29.8 million, due to the lower
external borrowing by the private sector. The
quarterly change in the private debt is due to the
payments of trade credits, and the lower banks'
liabilities based on currency and deposits and
short-term financial loans. On the other hand, the
slight increase in the public debt is a result of
higher long-term borrowing by public enterprises.

Gross external debt has increased on
an annual basis. Compared with the third
quarter of the last year, the debt rose by
Euro 407 million, or 4.2 percentage points of
GDP. The annual change was affected by the
concurrent rise of both the public and the private
external debt. Factors of the annual change in the
public debt are the intensified external government
borrowing in the form of long-term loans, and the
increased liabilities of public enterprises and public
banks based on long-term loans abroad, while the
most significant driver of growth of the private
debt on an annual basis are the higher liabilities to

 The entire further analysis refers to the gross external
debt excluding the liabilities of the monetary authority
based on repo transactions.
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direct investors and the higher liabilities of the
banks in the form of currency and deposits.

The analysis of the dynamics of external
indebtedness indicates deterioration in  all
indicators of solvency on an annual basis, with the
exception of the indicator for the share of interest
repayment in the exports of goods and services,
which has registered an annual improvement of
0.7%. Deterioration in other indicators (ratios of
gross debt to exports of goods and services, gross
debt to GDP and debt repayment to export of
goods and services) has averaged 3.7%, implying
a certain slowdown in the deterioration. Despite

03 il 5: 7 il | S . : : TR -
o e . & the deterioration in certain indicators, the Republic
00 10 0 Mo w0 50 eo 7o so Of Macedoniaremains in the group of low indebted
i Government ® Monetary authority M Banks countries according to the indebtedness criteria
M Oth t W Int lendi .
o secors ercompany fencing established by the World Bank. Only because of
aviEhout Fepo transactions. the indicator for the share of the external debt in
GDP the economy continues to be categorized in
the group of highly indebted countries. Liquidity
indicators point to a favorable external position,
with almost complete coverage of short-term debt
liabilities with residual maturity with foreign
reserve assets. On an annual basis this indicator
did not change.
Solvency Liquidity
Interest P "
Gross debt/ Debt servicing/ N Foreign reserves/
Indicators for Exsslytn:):r;z{)ds Export o_f goods Gross debt/ Expor:t of goods and r';:?\'/zg y Sho_rt—term debt, Sh?j:;)tsrm
external indebtness an(;:lt :ee:\in:ﬂeos Wasnd an:uf::\;:](:ﬂte:v\’asnd €EP servnc;sﬂ(a)‘:g Other | hort-term debt W':arsjsr'i‘:;al Overall debt
in % ratio ratio in %
31.12.2004 2.24 120.1 49.3 11.5 1.14 0.89 30.3
31.12.2005 2.33 128.5 56.3 9.66 1.67 1.04 26.7
31.12.2006 2.88 109.8 51.8 18.2 1.95 1.34 29.0
31.12.2007 2.38 102.3 53.2 16.6 1.35 1.08 39.8
31.12.2008 2.30 101.1 55.3 8.8 1.29 0.95 35.2
31.12.2009 2.10 113.3 58.5 10.2 1.29 0.94 32.9
31.12.2010 2.78 121.1 60.1 11.9 1.31 0.90 32.0
31.03.2011 2.70 124.7 63.3 14.5 1.46 1.05 29.1
30.06.2011 2.70 124.3 63.1 14.5 1.40 1.00 29.3
30.09.2011 2.70 124.1 63.0 14.5 1.42 0.99 29.1
31.12.2011 2.70 128.4 65.2 14.5 1.53 1.06 29.4
31.03.2012 2.53 114.3 63.4 11.3 1.49 0.94 29.9
30.06.2012 2.53 115.6 64.2 11.3 1.40 0.92 30.6
30.09.2012 2.53 118.3 65.7 11.3 1.49 0.96 29.4
31.12.2012 2.53 123.2 68.4 11.3 1.39 0.93 31.4
31.03.2013 1.79 119.8 69.6 16.3 1.35 1.02 31.8
30.06.2013 1.79 121.3 70.1 16.3 1.19 0.89 32.6
30.09.2013 1.79 120.6 69.5 16.3 1.30 0.95 30.4
P btgdﬁif S_/.ter/.oﬂ 12 - 20% 165 - 275% 30 - 50% 18- 30% .00

*The moderate indebtness criterion is accordng to the World bank's methodology of calculationg indebtness indicators, which implies 3-year moving
averages of GDP and exports of goods and services in the calculation of the indicators. Data for 2013 are according to BoP projection October 2013.
*According to the "Greenspan-Guidotti rule", a country should maintain full coverage of short-term debt at remaining maturity with gross foreign reserves.
*According to the "Greenspan-Guidotti rule", a country should maintain full coverage of short-term debt at remaining maturity with gross foreign reserves.

Source: NBRM.

II. Monetary Policy

During the last quarter of 2013, NBRM maintained its key interest rate
unchanged at 3.25%. Observed from a monetary point of view, relatively
favorable macroeconomic developments were registered in the domestic
economy in this period. October projections pointed to a rather favorable
environment for the monetary policy in the next period, with estimates for
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accumulation of foreign reserves and absence of inflationary pressures. Short-
term movements during the quarter also were basically favorable and in line with
the expectations. Thus, the rise in the general level of prices continued to slow
down, amid stabilization of the core inflation. In line with the expectations,
foreign reserves decreased in the last quarter, but the indicators of foreign
reserves adequacy remained in the safe zone, indicating sufficient capacity to
deal with possible unforeseen shocks. The data for the third quarter indicated
further continuity of growth of the domestic economic activity, in circumstances
of still moderate credit support by the banking sector. However, given the
assessments for slow recovery of the economic activity in the Euro area and the
still uncertain pace of economic recovery in the USA, external environment
remains uncertain, pointing to the still present risks. In such circumstances, and
taking into account the previous measures taken by the NBRM which are
expected to generate effects in the next period, the NBRM decided to keep the
key interest rate unchanged during the last quarter. The NBRM will continue to
closely monitor the situation also in the following period, in order to ensure
timely and adequate adjustment of the monetary policy.

Nominal interest rate on CB bills and

inflation (in %) Based on the regular assessment of recent

macroeconomic and financial developments,
14.0 A at the sessions of the Operational Monetary

12.0 Policy Committee of the NBRM held during
100 the last quarter58, the interest rate on CB

' bills was maintained at the level of 3.25%.
80 October projections of the NBRM did not indicate
6.0 any significant change with respect to the findings
4.0 about the setting and the risks, compared with
2.0 previous assessments. During this projection cycle,
0.0 again, a possibility of accumulation of foreign
2.0 reserves in the next period, and absence of
40 inflationary pressures were envisaged. Short-term
60 economic movements during the quarter, basically

did not deviate much from the expectations. Thus,
s Nomninal === Real the growth of domestic prices slowed in the last
quarter, whereby the annual inflation rate
averaged 1.3%. Such an outturn points to
] movements in inflation that are slightly more
Inflation (in %) favorable than expected. In the same period there
were signs of slowing of core inflation on an
annual basis, which in the last quarter averaged
2.9%. During the quarter, foreign reserves
declined mostly as a result of the calculated
negative price and exchange rate differentials and
transactions with the government. NBRM made net
purchase of foreign currency on the foreign
exchange market in the amount of Euro 5.5
million. In terms of the indicators of foreign
reserves adequacy, they remained in the safe
zone.

Source: NBRM.

e Headline inflation*

e e == (Core inflation (excl. food and energy)*

8 During the quarter, the Operational Monetary Policy

*Current month/same month of the previous year. Committee of the NBRM held three sessions (on 9.10.2013,
Source: SSO 13.11.2013 and 11.12.2013) focused on the monetary policy
setup.
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Economic activity continued to intensify also during
the third quarter, with the construction sector
remaining to be the main driver of growth. In the
fourth quarter, the movement of the credit market
activity accelerated, amid registered growth of the
credit support also to the corporate sector.
However, the credit projection for the next period
is still accompanied by risks associated with banks'
perceptions, as well as with the conservative
strategies of large banking groups that are present
in the domestic market with their subsidiaries. The
latest information from the international
environment indicated further uncertainty about
the global setting, mainly associated with the
assessments for slow recovery of the economic
activity in the Euro area and the still uncertain
pace of economic recovery in the USA. In such
circumstances, and amid measures towards
monetary policy easing, already taken by the
NBRM, which are expected to generate results in
the forthcoming period, the policy rate remained
unchanged.

In November 2013, ECB additionally eased
the monetary policy, by lowering the policy
rate by 0.25 percentage points, which now
stands at 0.25%. Such a monetary reaction was
explained by the assessments for retention of
suppressed inflationary pressures due to the
further support of the economic recovery process.
The reduction of the key interest rate by the ECB
at a time when the NBRM kept the key interest
rate unchanged, resulted in a moderate widening
of the interest rate spread between the interest
rate on CB bills and the key interest rate of the
ECB, which in December was 3 percentage points
(2.75 percentage points in September 2013).
Despite the reduction in the policy rate of the ECB,
starting from mid-November and during December
2013, short-term interest rates in the European
financial markets tended to increase. These
changes are explained by banks' policies for
increased accumulation of liquidity (aimed at
protection against potential shocks) at the end of
the year, and amid reduced levels of excess
liquidity in the system59. On the domestic financial
market, SKIBOR60 registered relatively stable
movements. In such conditions, the interest rate
spread between the one-month SKIBOR and the
one-month EURIBOR slightly narrowed, and in
December it equaled 2.7 percentage points (2.8
percentage points in September).

5 ECB Monthly Bulletin, December 2013.
8 Interbank interest rate on Denar deposits, calculated by
using the quotations of referent banks.
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2.1 Bank liquidity and developments on the interbank money market
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At the end of December 2013, banks'
liquidity rose by Denar 544 million,
compared to the end of the third quarter.
Thus, banks' accounts with the NBRM® at the end
of December stood at Denar 15,820 million. In
November, reserve money® were lower by 1.2%
on an annual basis, as was the annual rate of
decrease at the end of the third quarter.

During the fourth quarter of 2013, the
autonomous factors, on a net basis,
contributed to a liquidity withdrawal totaling
Denar 2,447 million. Within that framework,
liquidity was withdrawn through government
transactions (totaling Denar 2,066 million), which
mostly stems from the growth of the deposits on
the government Denar account with the NBRM.
Currency in circulation totaling Denar 1,010 million
contributed to liquidity withdrawal. Through
foreign exchange transactions of the NBRM with
the market-makers, liquidity in the system was
created, in line with the realized net purchase of
foreign currency on the foreign exchange market
(of Denar 337 million).

In the last quarter, the monetary
instruments of the NBRM acted towards
creating liquid assets on net basis, totaling
Denar 2,991 million. In circumstances of
stable CB bills and lack of banks' interest in
borrowing liquidity from the NBRM through
repo auctions, the change in the total
monetary instruments in this period was
entirely a result of the withdrawal of banks'
funds invested as a deposit facility with the
NBRM. Namely, in the fourth quarter, three
auctions of CB bills were held, using a volume
tender and a fixed interest rate of 3.25%, where
the NBRM set the supply of CB bills at the level of
the due amount. Thus, the CB bills had a neutral
effect on the level of liquidity in the banking
system. CB bills have been at the level of Denar
25,500 million for a longer period of time, i.e. since
July 2013. At the auctions held in the last quarter,
the banks' demand significantly exceeded the
amount supplied (the demand was greater than
the actual capabilities of banks to invest in CB
bills), which is why in November, the NBRM
adopted a new Decision on the CB bills that
introduced a methodology for determining the

61 Refers to Denar accounts of banks obliged to allocate reserve
requirement.
62 Also includes the reserve requirement in foreign currency.
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potential demand for CB bills®, In the last quarter,
banks withdrew part of the funds they held in the
form of a deposit facility with the NBRM.
Consequently, the total deposit facility in this
period registered a decline of Denar 2,991 million
on a net basis, which contributed to creating
liquidity in the banking sector. For the first time in
16 months, in December, banks used the overnight
credit facility totaling Denar 2,500 million. Used
assets were returned during the month, so this
monetary instrument had a neutral liquidity effect.
During the fourth quarter, banks continued to
maintain a relatively lower level of excess liquidity
over the reserve requirement. Thus, the average
excess of liquid assets over the reserve
requirement in the October-November 2013 period
averaged 0.6% (about 0.4% on average in the
third quarter). In November, the NBRM adopted
amendments to the Decision on the reserve
requirement, according to which the NBRM shall
not pay remuneration for the allocated reserve
requirement®,

In the last quarter of 2013, a total turnover
of Denar 9,760 million was registered on the
interbank market, which compared to the
third quarter, is an increase of 79%.
Compared with the fourth quarter of the last year,
the activity on the interbank market rose by 3.6%.
Analyzed by maturity segments, dominant share in
the total turnover realized on the interbank money
market in the fourth quarter, was that of the
overnight transactions, which explain 63% of the
total transactions executed, followed by
transactions with maturity up to seven days with a
share of 28%. The interbank interest rate
(MBKS)® in the last quarter of 2013 averaged
2.02% (2.06% on average in the third quarter).
The interbank interest rate for overnight
transactions (MKDONIA) averaged 1.82% in the
fourth quarter, which is at the level of the previous
quarter average. On the secondary money
market, one transaction with Treasury bills was
executed in the last quarter, totaling Denar 15
million.

Box 7. Changes in the monetary instruments of the NBRM in November 2013

On November 28, 2013, the NBRM Council adopted two new decisions: Decision on the CB
bills66 and Decision amending the Decision on the reserve requirement67, which introduced some
changes compared to the previous setup of these two instruments.

8 For more details on the new Decision on CB bills see Box 6 of
this Report.

% For more details on the amendments in the Decision on the
reserve requirement see Box 6 of this Report.

8 Average interest rate on the interbank money market.

% "Official Gazette of RM" no. 166/13.

87 "Official Gazette of RM" no. 166/13.
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Regarding the CB bills, the new Decision introduces a methodology for determining the
potential demand for CB bills. Namely, as of July 2013, the NBRM started to carry out auctions of CB
bills by applying the volume tender (limited supply and fixed interest rate). At the CB bills auctions
held in the period after the change of the tender, in some months the demand was higher than the
actual available liquid assets of banks on the day of the auction. When applying this type of tender,
this phenomenon is common and reflects the efforts of banks to increase their share in the total
amount of CB bills. In this sense, the NBRM developed a methodology for determining the potential
demand for CB bills, which takes into account the liquidity needs of banks, on the one hand, and their
real potential liquidity, on the other. Thus, the starting point in determining the potential demand are
banks' accounts on the last day of the reserve requirement period, increased by the liquidity effect of
monetary instruments due on the day of the auction, taking into account the interbank claims and
liabilities, and the reserve requirement for the period that begins on the day of the auction. In
accordance with the established mechanism, if on the level of the total banking system it is
determined that there is a demand higher than the potential one, banks that bid with amounts higher
than their own liquidity potential will be obliged to place the difference with respect to the potential, in
deposits with a seven-day maturity. The novelties that the new decision brings are expected to lead to
matching of the supply of and the demand for CB bills. In accordance with the novelties in the
Decision on the CB bills, amendments were made to the Decision on the deposit facility68 that allow
placing funds in deposits with a seven-day maturity amid higher than potential demand for CB bills.

Regarding the reserve requirement, according to the amendments to the Decision on the
reserve requirement, the NBRM shall not pay remuneration for the allocated reserve requirement
(previously, the remuneration rate was 1% on the reserve requirement in Denars and 0.1% on the
reserve requirement in Euros). These changes may be an incentive for banks to direct a portion of the
funds available toward higher-yield investments. The Decision shall apply from January 1, 2014.

2.2. Monetary and credit aggregates

In the fourth quarter of 2013, M4 money supply continued to grow on a
quarterly basis, but with a moderately slower pace compared to the previous
quarter. The increase in the money supply resulted from the growth of all its
components, with the most intensive growth being registered in demand deposits
and long-term deposits. By sectors, household deposits registered the same
quarterly growth as in the previous period, while corporate deposits continued to
grow, however at a slower pace compared to the third quarter. In the last quarter
of 2013, the credit market activity accelerated significantly, whereby the
achieved quarterly growth of credits in the domestic economy is the highest since
the beginning of the crisis. These developments have contributed to the improved
utilization of the deposit potential of banks for lending to the private sector and
point to more stable perceptions of banks regarding the presence of risks in the
private sector. In fact, after five quarters of higher credit exposure to the
household sector, in the fourth quarter, most of the banks' loans were directed
towards the corporate sector. The intensified activity of the corporate segment
corresponds with the better outturn in the real sector in the first three quarters of
2013. These developments are partly reflected in the dynamics of non-performing
loans, given the slower growth of non-performing claims in this quarter.
However, in a relatively short period of intensified lending to the corporate
sector, it is still early to draw conclusions about a more significant change in the
behavior of domestic banks.

8 "Official Gazette of RM" no. 166/13.
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2.2.1. Monetary aggregates

In the fourth quarter of 2013, broad
money M4 registered a quarterly growth of
2.4%, versus 2.8% in the previous quarter.
Such positive movements in the money supply in
the last quarter were a result of seasonal, but also
fundamental factors, given the favorable economic
outturn in the domestic economy since the
beginning of the year. Regarding the structure, the
quarterly analysis shows that the growth of the
broad money supply was due to the growth of all
its components. The most liquid assets (currency
in circulation and demand deposits) in this quarter
acted toward an increase in the money supply with
a total contribution of about 53% to the growth in
the money supply M4, unlike the previous quarter
when their contribution was about 16%. These
changes are explained by the common seasonal
increase in the demand for liquid assets at the end
of the year in anticipation of the New Year and
Christmas holidays. In the last quarter, the growth
of total deposits slowed down, resulting in a slower
growth in the money supply M4 on a quarterly
basis. Long-term deposits gave a more significant
contribution to the growth of total deposits also in
the last quarter, which is has been a continuous
feature of deposit movements since the beginning
of 2012. Regarding the balance sheet, the
quarterly growth of M4, was predominantly caused
by the loans to the private sector in line with the
extensive lending activity by banks in the last
quarter. The annual analysis of the broad
money supply, also shows growth, but with
a little less intensity compared to the
previous period (5.3% in December, versus
5.1% in September). All its components gave a
positive contribution to the annual growth of broad
money M4, with the exception of short-term
deposits, which still register an annual decline. In
such conditions, the rate of monetization® was
58.6% in the last quarter, which is close to the
level of the third quarter.

In the fourth quarter of 2013, banks'
total deposit potential (excluding demand
deposits)’’, recorded quarterly growth of
1.5%, versus 3.1% in the previous quarter.
Regarding the currency, the increase in total
deposits in this quarter was driven by higher Denar
deposits, amid significantly slowing quarterly
growth of foreign currency deposits (from 3% to

% Measured by the share of the money supply in GDP
(annualized nominal GDP, calculated as the moving sum of
the past four quarters).

7® Quarterly growth in total deposits including demand deposits
was 2.3%, versus 3.2% in the previous quarter.
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0.6%). These developments in part reflect the
base effect (taking into account the registered
decline of foreign currency deposits amid payment
of dividend in the second quarter). The slower
growth in foreign currency deposits in the last
quarter contributed to a reduction in the rate of
Euroization’* of the economy on a quarterly basis.
Regarding the maturity, the positive dynamics in
total deposits, remains primarily driven by the
growth in long-term saving (with a share of about
94%), with simultaneous growth also in the short-
term saving. Compared with the previous quarter,
there is a significantly reduced contribution of
short-term deposits in the total deposits growth
(from 40% to 6%) due to their significantly slower
quarterly growth in this period. On an annual
basis, in December, total deposits (excluding
demand deposits)”?> grew by 5%, while retaining
the same quarterly growth rate registered in
September.

The analysis by individual sectors
shows an increase in the total household
deposits (excluding demand deposits)’® of
1.5% in the fourth quarter, with the same
intensity as in the previous quarter. Analyzed
by currency of denomination, in the fourth
quarter, an increase of Denar deposits was
registered, with their contribution to the household
deposits on a quarterly basis being increased from
55% to 82%. Foreign currency deposits registered
a small growth on a quarterly basis, which is
different from the movements in the previous
quarter, when amid seasonally higher inflows of
private transfers, a significant accumulation of
foreign currency household deposits was also
registered. Regarding the maturity structure,
short-term deposits recorded quarterly fall for the
third consecutive quarter, amid continuous
increase in long-term deposits. The analysis of
interest rates on new Denar and foreign
currency deposits of the household sector
indicates generally stable movements in the yields
on savings instruments. Thus, interest rates on
both Denar and foreign currency deposits in
November compared to September were lower by
0.1 percentage points, respectively. Such a
quarterly dynamics resulted in an unchanged
interest rate spread between the Denar and
foreign currency deposit interest rate. As for the

7! Presented through the share of foreign currency deposits in
broad money M4.

72 With demand deposits included, the annual growth rate of
total deposits in the last quarter was 6,1%, versus 6,4% in
the third quarter.

3 With demand deposits included, the quarterly growth rate
was 2,4% in December, versus 1,3% in September.
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maturity structure’*, significant downward shift
was observed in both the short-term and long-
term foreign currency deposits by 0.2 and 0.1
percentage points, respectively. On annual basis,
in December, total household deposits (excluding
demand deposits)” grew by 6.2%, versus 6.1% in
September.

In the fourth quarter, corporate
deposits (excluding demand deposits)’®
continued to increase on a quarterly basis,
but at a slower pace compared to the
previous period (4.1% versus 11.3%).
Despite the slowdown in the growth of corporate
deposits, this type of deposits registered favorable
movements in the second half of 2013, especially if
taking into account the rate of quarterly decline in
the first half of the year (in part driven by the
payment of a large amount of dividend in the
second quarter). Such developments indicate
positive pass-through effects from the intensified
economic activity since the beginning of the year
on the ability of the corporate sector to generate
revenue, and consequently accumulation of
deposits in the banking sector. An additional factor
for the accelerated corporate deposit growth was
the increased lending activity by banks toward this
sector in the last quarter, contributing to an
increased multiplication effect of lending on the
deposits to the corporate sector. Analyzed by
currency, the quarterly growth in corporate
deposits in the last quarter was largely due to the
growth in the Denar deposits (with a share of
about 70%), with simultaneous growth in foreign
currency deposits. Due to these developments, the
contribution of foreign currency deposits in the
total quarterly growth of corporate deposits
dropped from 58% in the third quarter down to
31% in the fourth quarter. Analyzed by maturity,
short-term deposits remain the dominant category
in the deposit potential of enterprises, amid almost
negligible growth in long-term deposits. Interest
rates on newly accepted Denar and foreign
currency corporate deposits did not register
any significant changes in the fourth quarter
(October and November). Following the
quarterly decline of 0.2 percentage points in the
third quarter, interest yields on Denar deposits
remained unchanged in the period October-
November. The interest rate on new foreign
currency deposits remained at the level reached in

7 The analysis of the interest rates for households and
companies by maturity structure, does not take into
consideration the interest rates on the sight deposits.

7> With demand deposits included, the annual growth in the
fourth quarter was 6,7% (versus 6,6% in September).

76 With demand deposits included, the quarterly growth in the
fourth quarter was 4,1%, versus 9,1% in the previous period.
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June 2013. In such conditions, the interest rate
spread between the Denar and foreign currency
interest rate remained stable at around 2
percentage points. In the fourth quarter, the
decline of corporate deposits (excluding demand
deposits)”” slowed down on an annual basis, with
a decline of 2.1% being registered in December,
versus 2.5% registered in September.

In the fourth quarter of 2013, the M4
money multiplier averaged 5.3, which is an
acceleration for the third consecutive
quarter (in the previous quarter it was 5.1).
The acceleration of the multiplication process took
place amid continuous monthly growth of the
money supply in the last quarter, and oscillations
in the monthly pace of reserve money.

2.2.2. Lending activity

After the slowdown registered in the
third quarter of 2013, the quarterly growth
rate of total bank loans in the last quarter
accelerated from 0.6% to 3.0%, which is
the fastest quarterly growth since the
beginning of the crisis. Credit flows recorded in
this quarter were higher by 4.8 times compared
with the previous quarter and more than half of
them were realized in December. Thus the annual
growth rate of total bank loans at the end of the
year reached 6.4%. Besides the intensified
credit growth, in the last quarter significant
changes in the structure of growth were
registered. Thus, after a continuous lending
directed mainly to the household sector in the past
five quarters, in the last quarter of 2013 banks
directed a significant portion of the approved credit
support towards the corporate sector. Corporate
loans explain 62% of the total credit growth in the
last quarter. These developments in the credit
market may indicate a gradual improvement of the
banks' perceptions of the companies' risk profile,
influenced by positive economic developments in
the domestic economy in the previous period and
the improvement of economic activity indicators in
the Euro area as our largest trading partner. Apart
from the supply side, positive effects of the
favorable economic performance can be expected
also on the part of the demand for loans, resulting
in an improved financial health of the corporate
sector and improvement in its creditworthiness.
Given such developments, in the fourth quarter,
improved quality of the loan portfolio of both the
companies and the households was registered,

77 With demand deposits included, the annual growth of
corporate deposits in December was 3,1%, versus 4.3% in
September.
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with the share of non-performing loans in the total
loans recording a slower growth rate of 11.3%
(11.5% in September). However, one should keep
in mind that this is a relatively short period of
acceleration of lending to the corporate sector,
which may be driven also by some temporary
factors. Given that, drawing firm conclusions about
possible changes in the behavior of domestic
banks will take a longer period of time.

The credit growth, which is faster than the
growth of the deposit base, led to another
increase in the use of deposits as the main
source of funding, for the second consecutive
quarter, whereby the loans/deposits ratio stood at
89.7% versus 89.1% in the previous quarter.

Newly granted credits of enterprises and
theirinterestrates(_inthousandofdenars Analyzing the maturity structure of
andin %] total loans, in the fourth quarter of 2013 all types
100 [ 8000000 of term loans gave positive contribution to the
7000000  total quarterly growth, contrary to the decline in
" so00000  Short-term loans in the previous quarter. However,
the credit flows of the long-term loans are 3.4
times higher than the flows of short-term loans in
F 4000000 this period. In terms of the currency
- 3,000,000 structure, along with the significant increase in
Denar deposits, in the fourth quarter, 97% of the
total growth in lending were due to the growth of
Denar loans. After declining in the third quarter,

r 5,000,000

r 2,000,000

1,000,000

0 foreign currency loans had a small positive
contribution to the total credit growth in this
quarter.

W newly granted denar credits
4 newly granted foreign-currency credits

e e et ot After the fall of 0.7% registered in
interest rate of total newly granted credits the previous quarter, the credit activity of

Source: NBRM.

banks aimed at the corporate sector in the
fourth quarter of 2013, registered a growth
rate of 3.2% on a quarterly basis. Thus, after
a long period of restrained credit support
(for five consecutive quarters), corporate
loans re-emerged as the main generator of
the total lending activity. These achievements
are in part related to the use of funds from the EIB
3 credit line, given that in the period from
November to December two tranches were
withdrawn (totaling Euro 11.2 million). The
monetary measures taken so far, aimed at easing
the monetary conditions, probably had an
additional effect. Thus, since the beginning of the
application of the non-standard measure in the
reserve  requirement, until November, net
exporters and manufacturers of electricity were
granted new loans totaling Denar 6,390 million.
Also, there is a possibility for improvement of the
banks' perceptions of the assessed level of risk in
the corporate sector, which is confirmed by the
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analysis of the cost of newly granted loans
to the corporate sector, which shows retention
of the interest rates on Denar and foreign currency
loans at a relatively stable level in the October-
November period (in the third quarter an increase
in the interest rates was registered). The interest
rate on the total newly approved loans to
companies in November amounted to 7.0%. In
circumstances of faster growth in lending to
companies and moderate growth in their
deposits, an increase of the negative
financial position’® of the corporate sector in
this quarter is registered.

The enhanced lending to the
corporate sector corresponds with the
banks' expectations for the last quarter,
given in the Lending Survey for the third
quarter of 2013. Thus, the Survey points to an
announcement of net-easing of the lending
conditions to the corporate sector and increased
credit demand by the companies in the fourth
quarter. Banks reported easing of the lending
conditions on net basis also for the third
quarter, which is the first such change since
the beginning of 2012. The factors from the risk
perception group associated with the expectations
for the overall economic activity, the prospects of
the particular economic branch, and the risk of
default of the collateral, are considered the main
reason for this policy. In terms of demand, the
Survey points to growth in the demand for
corporate loans on a net basis in the third quarter,
mainly driven by the need for investments in
inventories and working capital and debt
restructuring. On the other hand, for the third
consecutive quarter, banks assess investments in
fixed assets to be a factor with a neutral impact on
the demand for loans.

In the fourth quarter, the quarterly
growth rate of lending to the households
segment accelerated to 2.8%, after the
moderate slowdown registered in the
previous quarter. Banks' perceptions for lower
risk of this segment, accompanied with various
offers of promotional loans and interest rates,
contribute to the continued growth of the loans
approved to this sector. Thus, within the Lending
Survey for the third quarter, there is an increased
number of banks that announced a net easing of

71t is defined only with respect to the deposit and the
credit position of the companies, without taking into
account the other components of their portfolios. The
financial position is the difference between the total
corporate deposits and the total corporate loans. If the
difference is negative, the corporate sector is debtor to
the system, while if positive, it is a creditor in the system.
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the lending conditions for the households in the
next quarter, with expectations for growth in the
credit demand. Analyzed by categories of loans, in
the last quarter, the highest growth was recorded
in the consumer loans. These changes correspond
to the results of the Survey, which shows a net
easing of the conditions for approval of consumer
loans in the third quarter, with stable banks'
perceptions of risk. On the other hand, the number
of banks which assessed increased demand for
consumer loans is significantly reduced. Car loans
registered a further decline. In addition, housing
loans registered a moderate rise also in the fourth
quarter. According to the Survey data, about one-
third of banks point to growth in the demand for
housing loans in the third quarter, amid
simultaneous net easing of the conditions for
approval of these loans. In the last quarter, the
quarterly growth of loans to the household
sector was slower than the accelerated
growth of their deposits, which acted toward
improvement of the financial position of
households”®

The analysis of interest rates on
newly granted Denar and foreign currency
loans to the household sector points to a
decrease in the prices in both categories (of 0.7
and 0.4 percentage points, respectively, in
November compared to September), at a time
when the interest rates on newly accepted
household deposits remained relatively stable.
With the latest reduction, the interest rate on the
total newly approved household loans in November
was 6.7%.

Analyzed on an annual basis, the
growth of total loans at the end of 2013
accelerated, reaching 6.4%. Higher growth
rates were registered in Denar loans amid
simultaneous slowing of the decline of foreign
currency loans. Analyzed by sectors, on an annual
basis, there is a continuous improvement in
lending to households, amid more significant
acceleration in the annual growth rate of total
corporate loans in the fourth quarter. Under these
conditions, in December 2013, total corporate and
household loans increased by 10.2% and 3.8%,
respectively, on an annual basis. The combined
effect of the positive trends in both segments of
the economy contributed to the growth in the

7 Difference between the total household deposits and the total
household loans. If the difference is negative, the households
are debtor to the system, while if positive, they are a
creditor in the system.
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share of total loans in GDP® to 48.6% in the last
quarter (48.1% in the previous quarter).

Box 8. Sector perspective of economic activity and credit growth

Starting from the second half of 2012 and especially since the beginning of 2013,
the Macedonian economy has been characterized by a significant slowdown of banks'
credit activity, particularly lending to the corporate sector. Thus, for the first ten months of
2013, about 91% of the growth in total loans is explained by the increased lending to households, as
opposed to the performance in the period 2010-2011, when the average contribution of corporate
loans to the annual credit growth was about 70%. In the years immediately before the global crisis,
the contribution of corporate loans to total credit growth averaged around 50%. On the other hand,
in the first three quarters of 2013, when a slowdown in the rate of credit growth was
registered, economic activity recovered, amid an annual real GDP growth of 3.1%.

Such dynamics may seem to suggest the beginning of a so-called "decoupling” of
the economic from the credit growth, which in the literature is linked with the
phenomenon of the so-called "creditless recovery" (Calvo et al., 2006; Claessens et al.,
2008). Drawing experiences from the previous conditions of major economic and/or financial crises,
these studies show that in the first years after the crisis, the economic recovery usually takes place
without adequate credit support from the banking sector. The reasons for the "creditless recovery"
can be located in both the supply and the demand for loans. On the supply side, given the high
uncertainty that usually follows the post-crisis periods, banks may limit the volume of newly granted
loans, irrespective of their capacity for lending to the private sector. On the demand side however, in
the initial phase of post-crisis recovery, companies may prefer engaging their own funds or alternative
financing through intercompany or capital market borrowing for financing investment needs, in order
to improve the conditions of funding.

In the case of the Macedonian economy, this seemingly disrupted relationship
between credit and economic growth can be explained by the occurrence of factors
specific to the Macedonian economy in this period. Thus, the inflow of foreign direct investment
in development zones significantly contributed to mitigating the effects of the global crisis on the
domestic economic activity. Increased activity of these new facilities has been one of the key drivers
of economic recovery since the beginning of 2013. Those are facilities that are not financed through
domestic banks, and therefore their performance is not directly related to the performances of the
domestic credit market. The second factor is the fiscal stimulus, which has provided continuous
support to economic activity since the beginning of the crisis, particularly to the construction and its
related activities. This is also a factor that is not directly connected with the domestic credit market.
Considering these particularities of the domestic economy, it is likely that if the impact of these factors
is isolated, the disruption of the relationship between credit and economic growth will not be as
pronounced.

8 Annualized nominal GDP, calculated as a moving sum of the
respective four quarters.
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Chart 1
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In an attempt to answer some of these questions, and to draw some indication of
the relationship between credit and economic growth in the Macedonian economy, in this
Box we present the sector analysis of the degree of synchronization of the movements of
value added and credit exposure by economic activities. The analysis covers the period from
the first quarter of 2005 to the third quarter of 2013, with a focus on two sub-periods. The first sub-
period extends from the first quarter of 2005 until the third quarter of 2008, while the second covers
the period from the last quarter of 2008 until the third quarter of 2013. This will cover two different
stages of the functioning of the domestic economy, a stage of expansive and a stage of restrained
economic growth. As an indicator of credit support to banks, data on the total credit exposure®! to the
respective sector were used, which for the purpose of comparability with the real GDP statistics®* were
appropriately deflated by the consumer price index.

8 The total credit exposure includes balance sheet claims
(loans, interest, commissions, financial leasing, investments in
securities that are available for sale or held to maturity, etc.)
and off-balance sheet claims (unused lines of credit, unused
credits on the basis of overdrafts on current accounts and on
credit cards, letters of credit, guarantees and other contingent
liabilities for the bank).

82 For the purposes of cross-analysis of the economic activity
with the credit exposure of banks an approximate synthesizing
of the data on the credit exposure by economic activities was
made, i.e. their classification according to NKD Rev.1 (NACE
Rev.1). This allows comparability of statistics on credit exposure
with the national accounts statistics by quarter.

65




Quarterly Report, January, 2014

Chart 2

Contributions of individual sectors of activities to the change in the value added and the credit
exposure in percentage points

(real, seasonally adjusted data)
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In the years immediately before the global crisis, the Macedonian economy was in
a stage of expansion with an average real GDP growth of about 5% for the period 2005-
2008. These developments contributed to a significant increase in the GDP level, which in the third
quarter of 2008, as a turning point before the global crisis, was by 18.5% higher, compared with the
last quarter of 2004. Industrial sector and the sector "transport and telecommunication" gave the
largest contribution to the growth of economic activity in this period, followed by trade and the
financial sector, while construction® and agriculture were sectors with the smallest contribution to
GDP growth. The growth of the economic activity in this period was adequately supported
by the banking sector, given that the total credit exposure to companies and other customers at
the end of the third quarter of 2008 registered high real growth of nearly 60% compared to the end
of 2004. The structural analysis of the credit exposure shows that the fastest-growing
sectors simultaneously received the greatest credit support from the banking sector,
which was primarily focused on lending to trade and the industrial sector (contributing
with 17.1 percentage points and 16.1 percentage points, respectively). The analysis of the
period after the start of the global crisis shows that in the third quarter of 2013, the total
economic activity surpassed the pre-crisis level by 7.5%, but the growth structure
changed considerably in comparison with the pre-crisis period. So, now the main generator
of growth is construction, amid increased government support of this sector through public projects,
followed by the financial sector. Trade and "transport and telecommunication” also give a significant
positive contribution. On the other hand, industry, which was one of the key driving forces of growth
in the pre-crisis period, has a negative share in the second period. Changes in the economic
activity were accompanied by an appropriate adjustment of the activity in the banking
sector, which also continued to grow in the period after the start of the crisis, but at a

8 Regarding construction, it should be borne in mind that there
is a risk that according to NACE Rev.1 classification of economic
activities there is not a full coverage of activities in the
construction sector, which primarily applies to smaller firms that
have registered under another primary activity, and perform
additional work in the construction industry. It would mean that
the total activities of these legal entities, including construction,
are statistically recorded within the primary activity sector,
which can be considered a potential limiting factor in the
analysis, containing to some degree the obtained results and
conclusions.
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slower pace. Thus, at the end of the third quarter of 2013, the total credit exposure of banks to
companies and other customers rose by 33.1% in real terms, compared to the same period of 2008,
which is half of the growth in the pre-crisis period. Besides the intensity of growth, the crisis affected
the investment preferences of banks, which have restructured their loan portfolio towards higher
share of risk free and highly liquid instruments. Namely, given the uncertain environment, increasingly
non-performing portfolio and increased risk aversion, the largest contribution to the growth of the
credit exposure was that of the investments in government securities, liquid foreign currency assets
and monetary instruments of the NBRM, which observed by sector, covers the sectors "public
administration"®* and "financial intermediation"®>. In terms of the credit support to the non-financial
sector, both the pre-crisis and the second period are indicative of a relatively high degree of
synchronization of the credit growth with that of the economic growth structure. Thus, now, trade
stands as the sector with the highest credit support from banks, followed by construction, while the
credit exposure to the industry is with slightly positive, almost insignificant contribution. Regarding
construction, the intense growth in the period after the start of the crisis can be in large part
explained by the fiscal stimulus in the form of public infrastructural projects, and the increased credit
support from the banking sector also gave its contribution. Also, one should keep in mind that the
intense credit support to the construction sector in the pre-crisis period was predominantly given in
the period immediately before the crisis (2007-2008), indicating certain repercussions on the
performances of this sector also in the period after the outbreak of the crisis. The period after the
start of the crisis is characterized by an increased fiscal support to the agricultural sector in the form
of government subsidies, which probably in part explains the more intensive growth of agriculture in
the period after 2008, compared to the pre-crisis period, given the weaker credit support to this sector
in the period after the third quarter of 2008, compared with the period before the crisis. In the sector
"hotels and restaurants" movements in credit and economic activity in the two sub-periods were
synchronized®.

8 The "public administration" sector includes the activities of
public administration normally carried out by the public
administration authority. This includes the adoption and the
legal interpretation of the relevant laws and regulations, and
the administration of programs that are based on them,
legislative activities, taxation policy, defense, public order and
safety, immigration services, foreign affairs and the
administration of government programs. This sector also
includes the activities of compulsory social insurance.
Consequently, credit exposure to this sector includes all banks'
balance sheet and off-balance sheet claims on the public
administration institutions.

8 The “financial intermediation" sector includes activities
related to monetary intermediation (central bank and other
monetary intermediation), activities of holding companies,
trusts, other funds and similar financial entities, financial and
service activities other than insurance and pension funds
(financial leasing and other credit and financial- service
brokerage), insurance, reinsurance and pension funds, except
compulsory social insurance and ancillary activities in the
financial services and insurance activities. Consequently, credit
exposure to this sector covers banks' claims on the NBRM
(primarily monetary instruments, with the exception of the
reserve requirement), and the remaining deposit and non-
deposit financial institutions.

% However, when interpreting the results for this sector, one
should bear in mind that within the banks' credit exposure to
the sector "hotels and restaurants" a small number of agents
are included, because this sector relies very little on bank loans
in its work. Hence, these conditions may affect the results of
the analysis.

67




E{L Quarterly Report, January, 2014

TRE/

L5

Chart 3

Value added and credit exposure by activity

(real growth rates by period, in %, seasonally adjusted data)

Total: The intensive growth of overall economic activity in the pre-crisis period was appropriately
supported by the banking sector....
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. in the second sub-period, industry gave a negative contribution to growth, amid simultaneous
significant adjustment of the credit activity.

Construction: Sector with marginal contribution to growth, but solid support from the banking sector
in the pre-crisis period...

Agriculture: Growth in the pre-crisis period was followed by an appropriate growth in lending...
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... while in the second sub-period construction becomes a central branch of growth, supported by the
fiscal stimulus and foreign investment, amid simultaneous retaining of the pace of credit growth in this
sector...

... which intensifies in the post-acute phase of the crisis, in circumstances of weaker credit support
from the banking sector, but increased government subsidies to agriculture.

Trade: Amid intense lending by the banking sector, trade is among the sectors with the highest
contribution to GDP growth in the pre-crisis period...

Hotels and restaurants: The high level of synchronization between the movements of the value
added and lending in the pre-crisis period towards growth ...
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... and the effects of the crisis are almost equally seen in the dynamics of value added and lending
activity.
...was maintained also in the second sub-period.

Transport and Telecommunications: The dynamic growth of value added in the pre-crisis period
was appropriately followed by the banking sector...
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. and the parallel movements continued in the post-acute phase of the crisis by a significant
deceleration of the growth of both the value added and the credit activity.

Pre-crisis period refers to the rate of change in the third quarter of 2008 compared to the last quarter
of 2004.

The period after the start of the crisis refers to the rate of change in the third quarter of 2013
compared to the third quarter of 2008.

Source: NBRM and the SSO.

A general conclusion from the analysis of the dynamics of change in the two sub-
periods is that with the exception of agriculture, economic performances in all other
sectors are accompanied by corresponding changes in lending activity, which applies to
both the period before and the period after the acute phase of the global crisis. Based on
the dynamics of credit and economic activity, data on the second sub-period indicate relatively weaker
credit support, which is likely to be insufficient to support a more significant recovery of the economic
activity. In such circumstances, a possible explanation for the occurrence of the effect of "decoupling"”
of economic and credit growth, especially evident since the beginning of 2013, could be that a
significant contribution to the growth of economic activity in the first three quarters of the year was
derived from the increased activity of the new export facilities in the development zones, which do not
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rely much on loans from domestic banks as a source of funding, as well as the introduced fiscal
stimulus that provided direct support to the growth of construction..

We will try to formally assess the elasticity of economic activity on the growth of
banks' credit activity, on the basis of a simple monitoring of the dynamics of change, by
calculating the elasticity coefficient. For calculating the elasticity, the Kapsos (2005) approach is
applied. A log-linear model specification, where economic and lending activities enter in levels®¥, is
used as well.

The elasticity of GDP is calculated by:
InYt =a+BInX,+u, (1)

where Y, is the real level of GDP (specifically, value added), X, is the credit exposure, while g is the
elasticity coefficient of economic versus the credit activity. Higher positive elasticity coefficient implies
credit growth which contributes to higher economic growth, and vice versa. One of the model's
drawbacks is the non-inclusion of other variables that also affect economic activity. Additionally, it
does not take into account the potential feedback loop from economic to credit activity, given that the
phase of the business cycle may affect the willingness of banks to lend to the private sector. Despite
the shortcomings, elasticities presented in this study provide a useful indication of how credit and
economic activity mutually vary during the analyzed historical period. Consequently, the results should
be interpreted only as an indication of the existence of correlation, or in other words they should not
be interpreted as causality. For all input variables seasonally adjusted quarterly data are used, in real
amounts, for the period from the first quarter of 2005 to the third quarter of 2013. In addition to the
entire period, an assessment of elasticities for both sub-periods is made, in order to obtain indications
of possible changes in the relationship between economic and credit growth under the influence of the
global crisis.

Chart 4
Elasticity of GDP to lending
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8 Namely, according to Islam and Nazara (2000) and Islam
(2004) (quotation from Kapsos (2005)), elasticities calculated
by rates of change show greater volatility.
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Chart 4 shows the estimated elasticity coefficients. As shown in the chart, for the entire
period of analysis, all the elasticity coefficients of economic activity in terms of lending
are positive, moving in an interval of 0.1 to 0.3. The analysis by sub-periods shows no
significant change in terms of the overall economic activity. However, after analyzing the various
sectors, there are some noticeable changes, towards increasing the elasticities in the agricultural and
especially in the construction sector, for which a high coefficient of 0.9 is obtained for the second sub-
period (compared to 0.1 in the pre-crisis period). The results for the industry show negative
correlation in the second period (compared with the positive coefficient of 0.4 in the period before the
crisis), which is explained by the decline in the industrial activity in this period, when the credit
support from banks keeps the upward trend. However, although positive, the credit exposure of banks
to the industry in the second period, registered very slow growth (only 3% of the amount of credit
support provided in the pre-crisis period), which could hardly support a more significant investment
activity in the sector. Hence, it can be concluded that also in the period after the start of the crisis,
changes in the credit exposure to the industrial sector largely correspond to the actual economic
performance of the sector.

In summary, the analysis of the actual movements in credit and economic activity
by sector in the pre-crisis period and in the period during and after the global crisis
indicates general synchronization of credit and economic growth, which is confirmed by
the positive sector elasticity coefficients. Of course, the intensity of change is not the same,
which is probably explained by factors specific to individual sectors. Thus, the character (in terms of
labor or capital-intensive) and the dynamics of the activity and the need to introduce new
technologies associated with it, the size of the company, its ownership structure, profitability, stage of
its development, the accepted model of financing and access to alternative sources beside the credit
market, are some of the factors which may influence the importance of lending activity for the growth
of a certain economic branch. In any case, this simple analysis provides an indication of the
correlation between credit and economic growth, which means that for a sustainable
economic recovery of the domestic economy, among other factors, the pace of credit
market recovery will also be important.

II1. Stock exchange indices and prices of real estate

The Macedonian stock exchange index MBI-10 increased in the last quarter
of 2013, after the negative changes registered in the previous two quarters. The
favorable trend of the MBI-10 index is associated with the expected further
positive developments in the domestic economy and external positive signals
associated with the economic growth in the Euro area. Also, the bond index
(OMB) continues to move in an upward path. Similar to the domestic capital
market, the regional stock exchange indices rose. These changes are associated
with the positive signals of the leading markets and the favorable relevant
economic data of developed economies. Real estate prices in the last quarter of
2013 again follow a downward trajectory, after the interruption of the nearly
two-year downward trend that occurred in the third quarter.

After the reduction registered in the
previous two quarters, the value of MBI-10
increased in the fourth quarter of 2013. At
the end of December 2013, the MBI-10
index was by 6.4% higher compared with
the end of September 2013. Analyzing the
dynamics of movement of the index over the last
quarter, it may be noted that the stock market
index followed an almost stagnant path until early
December, and from this period until the end of
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12000 Movements of MBI-10 in the domestic economy and further positive
signals from the external economic environment,
associated with the quarterly economic growth in
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Source: Macedorian Stock Exchange. traditional trading grew by 8.8% on a quarterly
basis, as a result of the increased sales of shares.
Along with the growth of MBI-10%, the bond index
(OMB) also continued to move in an upward
direction, with its value registering an increase of
0.3% at the end of December 2013, compared
with the end of September 2013.
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determined the upward trend of the regional
stock indices during the last quarter of 2013.
Thus, growth in the value of the stock indices was
registered in almost all countries of the region,
with the exception of the Sarajevo stock exchange
index, and the small negative changes in the
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announced data on further solid GDP growth in the
Euro area. The positive sentiment in regional stock
markets was supported by the further growth of
the USA economy, and the growth of the leading
world's stock exchange indexes associated with the
positive reports published by large multinational
companies for the third quarter of 2013. Also, the

8 Starting from 16.12.2013, the amendments to the Rules for
trading on the Macedonian Stock Exchange began to apply.
These amendments changed the way of concluding cross
transactions for the purpose of their liberalization, imposing
certain changes in the criteria and the procedure for concluding
the administrator and systemic block transactions, and brought
a number of changes of technical nature.

8 Given the large price fluctuations and specifics in trading, on
27.12.2013, the Stock Index Commission of the Macedonian
Stock Exchange performed an extraordinary audit of the MBI-10
index and decided not to include the shares issued by
"Fershped" AD Skopje in the calculation of the MBI-10 index.
The date of the extraordinary audit, i.e. the date on which the
MBI-10 index began to be calculated with the new composition
is 30.12.2013.

72



Changes of the regional stock exchange indices,
eop December/eop September 2013 and eop
September/eop June 2013 (in %)
64 MBI-10 - Skopje
m Dec/Sep
DJ Stoxx Balkan 50

-6.4

Sep/Jun
65 WIG20 - Warsaw

BUX - Budapest

7.5 14.8 BET - Buchurest
77 SOFIX - Sofia
6.6 SBITOP - Ljubljana

CROBEX - Zagreb

83 o4 BELEX15 - Belgrade

SASX-10 - Sarajevo

-10 0 10 20

Source: national stock exchanges.

1050 - Housing prices and housing loans )

100.0 -
95.0 - /

/ |
!

75.0 4 |

90.0 -
85.0 -
80.0 -

70.0

P e SP SO

Wi v v W W

¥ @ & ¢ S S & &
mmm Housing loans (y-o-y rates, %) - right axis*

House prices (base index: 2010=100)

Source: NBRM. Indexof housing prices s calculated by the employees of the NBRMbased

onthe data fromthe daily newspapers.
*Annual changes for 2009 are not calculated due to changes in the methodology.

Quarterly Report, January, 2014

most important event in the world markets in the
second half of December was the Fed's decision to
start tapering®. Its effect on the markets indicates
that investors perceive this decision as a signal of
a relatively good economic situation in the United
States.

After the termination of the nearly
two-year downward trend that occurred in
the third quarter, real estate prices in the
last quarter of 2013 declined again. The index
of housing prices® dropped by 3% on a quarterly
basis. Such quarterly movements contributed to
the acceleration of the annual decline (of 3.8%,
after falling by 1.3% in the third quarter of 2013).
Reduced cost of housing can be explained by the
continually high supply on the real estate market in
the past few years, which is evident from the high
cumulative growth (80%) of the construction of
residential buildings in the first three quarters of
2013. The lower number of residential construction
permits issued in the third quarter of 2013, also
indicates an already relatively high supply. The
lower construction costs, i.e. the cost of materials
(according to the of construction costs index®?)
have an additional impact on the decline in the
price of the apartments. On the other hand,
observed from a viewpoint of the ratios on the
demand side, in the last quarter of the vyear,
housing loans accelerated their pace of quarterly
growth, which is in part associated with the
promotional offers of some of the banks at the end
of the year®.

% Weekly reports of Raiffeisen Research (Raiffeisenbank Austria
dd Zagreb).

9! Hedonic Apartment Price Index prepared by the NBRM on the
basis of notices of sales in the capital city, published by real
estate agencies. The price of the apartment is a function of its
size, neighborhood, floor, whether the apartment has central
heating and year of its construction.

92 Source: Construction cost index for new residential buildings,
SSO.

3 Banks' promotional offers mainly related to the elimination of
one-off administrative costs and estimation costs when
approving a home loan.
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