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Introduction

During the third quarter of 2015, the NBRM kept the policy rate unchanged at
3.25%, assessing it as appropriate for the current macroeconomic and financial
conditions and the estimated risks. In this quarter, changes were made in the reserve
requirement’ instrument in order to support further long-term savings in domestic
currency, and to support the process of "denarization" of the economy. Observed by
individual macroeconomic indicators, during the third quarter, changes in the overall domestic
inflation were again mostly affected by the fall in world oil prices, leading to an annual decline in the
domestic prices, which were lower than expected. On the other hand, food component and core
inflation continued with moderate growth. It is again assessed that the adjustment of the general
price level is temporary, without major risks to its incorporation in inflation expectations in the coming
period. In the first half of the year, the real sector activity continued to grow at a solid pace as
expected in April. The latest short-term indicators suggest growth in all key sectors of the economy,
at a pace similar to that in the first half of the year, but significantly slower than expected in the April
projections. Solid liquidity and capital positions of the banking sector contributed to the increase in
the supply on the credit market, which along with the demand growth preserved the continuity of
credit support to the private sector. In the third quarter, foreign reserves declined on a quarterly
basis, mainly due to the regular servicing of external liabilities of the country. On the foreign
exchange market, after the interventions with selling foreign currency in July, in August the NBRM
purchased foreign currency, whereby the cumulative interventions in the period from July to August
had an almost neutral effect. Since then, the foreign exchange market has been stable, with no need
for interventions through foreign reserves. All reserve adequacy indicators still point to an appropriate
level of foreign reserves with enough room for dealing with possible shocks. Adverse risks
predominated in the risk balance in the third quarter, including those arising from
external environment and risks arising from the domestic political turmoil. As for the
global environment, this period again witnessed downward shifts in expectations for the world
economy and increased adverse risks to the baseline scenario for global growth. The slowdown of
growth in China and instability in financial markets are new risk factors that increase uncertainty in
the environment. This period was marked by the re-escalation of the Greek economic and political
crisis, especially at the end of June, however, with short-term and relatively limited effects on the
domestic economy. Domestic risks were mainly associated with the volatile political context, whose
economic effects were limited. Yet, the risk of delayed effects in the coming period is still present due
to the potentially greater restraint of both domestic and foreign entities. Despite present risks, the
NBRM, within its regular assessments of the monetary policy setup, has estimated that
the economic fundamentals are sound and that the economy has not been facing greater
imbalances, and accordingly, the basic interest rate has remained unchanged. The
changes in reserve requirement have been made as additional support to savings in the
banking system in the long run and in denars. This is aimed to stimulate creation of
stable sources of funding for banks, as well as "denarization" as a process that tends to
reduce any pressures on foreign reserves.

Between April and October projections, besides changes in the initial conditions in
some indicators of the domestic economy, certain changes were made in the expected trends of
the main indicators of external environment. The changes in foreign effective inflation are
minor and in line with the general decline of most prices of primary commodities. In fact, the prices
of energy and primary food products has been downwardly revised, indicating favorable terms of
trade and lower pressures from import prices on inflation in 2015 and 2016. In 2017, further slight
acceleration in the growth of foreign inflation is expected. Metal prices have also been changed
downward, indicating less favorable position of the domestic steel industry, compared with previous
expectations. Changes also occurred in the assumptions for foreign effective demand that is
expected to further recover throughout this and next year, although in 2016, it will be at moderately
slower pace than previously expected, mainly due to the weaker expectations for Greece, taking into

! In August 2015, the National Bank Council adopted the Decision on amending the Decision on reserve requirements that
reduces the reserve requirement rate for the bank liabilities to natural persons in domestic currency with contractual maturity
over one year from 8% to 0%, with these liabilities obtaining the same treatment as the liabilities with maturity over two years,
for which rate of 0% since 2012 has been applied.
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consideration the major political issues this country has been facing recently. The effect of the new
estimates for the growth of other countries on external demand is either neutral or slightly improved
compared to April. During 2017, the latest expectations show further recovery of foreign demand, at
a pace similar to the previous two years.

The latest projections for the growth of domestic economy for 2015 and 2016
have been revised from 4.1% and 4.5% to 3.2% and 3.5%, respectively. Latest
projections indicate positioning of the growth rate around 4% in 2017. Despite recent
performances, which are in line with expectations, and small quantitative changes in the
estimates for foreign demand, it is however estimated that under-stimulating external
environment and domestic risk factors create uncertainty, limiting the recovery of
domestic economy at a pace expected by April projections. The projection of the domestic
growth still indicate a faster recovery compared to the foreign demand, or "decoupling" of the speed
of growth due to specific structural changes in the domestic economy. Hence, despite the downward
changes in estimates for the rate of growth, its key sources remain virtually unchanged. Exports is
still expected to give strong impetus for the economic growth in this and the following two years,
amid increased activity of the existing and the new export-oriented facilities with foreign capital and
the gradual recovery of external demand. After falling in the first half of the year, the assessment of
investment activity for the whole 2015 indicates a small positive impetus for the overall growth.
Against the backdrop of solid growth in construction and imports of capital goods, these changes in
investments point to possible temporary adjustments in inventories. Considering the current and the
announced public investments in infrastructure, the inflow of foreign capital in export-oriented
facilities and investments of domestic companies, for 2016 and 2017, investments are assessed as a
significant driver of growth. These movements are expected to prompt further growth of private
consumption by increasing wages and employment in the private sector. Under such assumptions, as
in the previous projections, domestic demand is expected to continue being major generator of
economic growth, whilst net exports is expected to make minimal negative contribution, with the
exception of 2015, when the contribution of net exports is slightly positive.

Within the baseline macroeconomic scenario, credit activity of domestic banks
continues to be an important factor supporting consumption and investment decisions of
the private sector. Sound solvency and liquidity position of banks, amid growing profitability,
prompts credit supply. Moreover, amid positive economic growth, the propensity to borrow, i.e. the
demand for loans, is expected to increase further. Against this background, the latest projections
point to annual credit growth of 7.7% in 2015, similar pace in 2016 and credit growth rate of around
8% in 2017. The growth rates for 2015 have been revised downwards (from 9% to 10% for 2015
and 2016, respectively) showing the limiting impact of weaker than expected pace of deposit growth
and greater uncertainty compared to April assessments. The credit growth projections are conditional
on the further positive developments in the private sector, as a major factor on the side of credit
demand, as well as the growth of deposit base and the maintenance of stable risk perceptions of
banks, as a major factor on the supply side.

The latest projections for 2015 indicate a setting free of inflationary pressures. It is
expected that inflation will remain at a similar level as in 2014, i.e. it will be around zero
on average. These assessments represent a downward revision compared with the expectations in
the April projection, when inflation was expected to be 0.5% on average for 2015. The changes
reflect the actual price movements as of September, as well as the downward revisions of
assumptions for world prices of food and energy. Analyzing the components, the unchanged price
level in 2015 was a result of expectations of retaining negative contribution of energy on overall
inflation despite the estimates for small growth in food prices and core inflation by the end of the
year. In 2016, the gradual opening of the positive output gap, given the steady growth of the
domestic economy, and the expected increase of food and oil prices in the second half of the year will
contribute to an increase to about 1.5% in 2016 (expected growth of 2% according to the April
projections). Amid favorable global and domestic economic environment, inflation is expected to
stabilize at 1.6% in 2017. The inflation projection is accompanied by risks, mainly related to the
movements in the world prices of primary products.
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The latest projections for the balance of payments show a smaller current account
deficit in the period 2015-2017, compared with the April projection. Thus, a small deficit
of 0.5% of GDP is expected for 2015, compared to the current account deficit of 1.6% of
GDP as projected in April. This change in the projection mainly reflects the improved primary
income balance and the favorable effects of the key components in the balance of payments (balance
of goods and services and current transfers). Dynamically speaking, the external position of the
economy in 2015 has been favorable. Namely, the estimated level of current account deficit is lower,
compared to 2014, reflecting the increased balance of goods and services, and mainly attributable to
the improvement of the energy balance as a result of the low energy prices. The new export-oriented
facilities positively affected the trade balance in 2015, while performance of traditional sectors has
been less favorable compared to the previous year. Current transfers (secondary income) have
stabilized as expected, but their share in GDP has been declining. In 2016, the current account
deficit is expected to reach 1.9% of GDP (3.1% of GDP according to the April projection).
The gradual recovery of global and domestic economy is expected to widen trade deficit in 2016. This
projection reflects expectations for further active use of existing export oriented facilities, entry of
new foreign investments and increase in domestic demand, which tend to increase investment
imports. Also, amid expectations for increase in oil prices in the second half of 2016, energy imports
is also expected to rise, which would result in widening of trade deficit. A significant part of the deficit
will continue to be funded with secondary income, with expectations for a moderate reduction of its
relative share in GDP, which would mean continuity of relatively high inflows of private transfers. In
2017, current account deficit is expected to further expand to 2.4% of GDP, largely reflecting the
assumption of significant, yet smaller inflows of secondary income (as % of GDP) and higher outflows
in primary income. The present path of the current account deficit and its structure do not suggest
major imbalances in the economy. Amid a less favorable global environment in 2015, lower
financial flows are expected for 2016, primarily through direct investments and external
borrowing by the private sector. As previously projected, current assessments show that
the structure of capital inflows will be a combination of debt and non-debt flows, mainly
direct investments and borrowing by the public sector, and there will be net-outflows
through part of short-term flows. Overall, in 2015, net outflows are expected through the
financial account, despite the high inflows in the previous year. Such developments have been
expected, and are mostly associated with the government. Namely, in 2014, the government
provided a significant amount of funds for servicing liabilities by issuing Eurobond of Euro 500 million.
In 2015, government is again expected to borrow on the international capital market (Euro 350
million at the end of the year), which is still smaller amount compared to 20142, In 2015, transactions
in the balance of payments are expected to result in @ moderate decrease of foreign reserves. The
estimates for 2016 suggest almost unchanged reserve position based on assumptions of a gradual
increase of foreign investments and financial indebtedness of the private sector, and based on further
debt inflows for the government. These financial flows, but in a larger amount, are expected to result
in accumulation of foreign reserves in 2017. Cumulatively for three years, the current projection
foresees a moderate rise in foreign reserves. Foreign reserves adequacy indicators remain in the safe
zone, suggesting a sufficient level of foreign reserves to deal with any unforeseen shocks.

Overall, recent developments suggest similar macroeconomic landscape as
projected in April, with assessments for slightly slower, yet solid economic and credit
growth, absence of price pressures and balance of payment position that ensures
maintenance of foreign reserves at an adequate level. Risks around realization of this
macroeconomic scenario have arisen from both external and uncertain domestic environment, and
are more pronounced compared to the previous projections. Exogenous factors remain associated
with the possible changes in the pace of recovery of the global economic growth (the growth in the
EU, the growth of the Chinese economy), as well as with the movements in the prices of primary
commodities in world markets. Analyzing domestic risks, although thus far their impact has been
relatively small and restricted, any prolongation of uncertainty associated to political developments
tend to spill over into the economy due to the greater restraint of domestic and foreign entities.
Hence, the NBRM will continue to closely monitor the developments in the period ahead, and if

2 External government borrowing is consistent with the need for timely servicing of external liabilities, which are particularly
pronounced in 2015.
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appropriate, will make adjustments to the monetary policy aimed at successful achievement of the
monetary policy objectives.
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I.Macroeconomic developments

1.1. International economic surrounding?®

In the first half of 2015, the global economy continued to grow, but at a
slower pace, which is also weaker than expected. With the IMF October projections,
small downward correction of the global growth has been made. Namely, it is
expected to be 3.1% in 2015 and to accelerate to 3.6%"* in 2016. The slowdown of
global growth in 2015 reflects weaker performance of emerging economies, as a
combined effect of the deteriorating economic performance of oil exporting countries,
the slowdown of Chinese economy caused by weak investments, and the less
favorable outlook for exporters of other primary commodities, given the decline in
world stock prices. On the other hand, there are assessments for acceleration of GDP
growth in advanced economies in this period, particularly in the euro area, due to
lower oil prices, accommodative monetary policy, improved financial market
conditions and depreciation of currencies. The intensification of global economic
activity in 2016 is expected to be driven by the developed and some emerging
countries. Significant economic recovery is expected in Japan, the US and the euro
area, with contribution of the most affected emerging economies whose economic
conditions are expected to stabilize. During the first two months of the third quarter,
the global inflation slowed down to 2.5%. In terms of expected inflation
developments in 2015 and 2016, inflation in developed countries is projected to
remain below the central bank target (annual growth of 0.3% and 1.2%). In the
developing countries, the inflation is expected to slow down, but the growth remains
significantly higher than the inflation in the developed economies (increase of 5.6%
and 5.1% in 2015 and 2016, respectively).

In the first half of 2015, the global

Global GDP growth economy grew by 2.9% annually, which is
(in %) weaker performance compared to July's
expectations. Although this performance partially

results from temporary economic difficulties faced

by certain countries, given the modest pace of
\__\/ recovery of the developed countries and the
continued slowdown in activity in emerging
economies, medium- and long-term factors
constraining the global growth have become
increasingly significant. One of the current
challenges for the world economy is the slow

o = N W A O O N ©

2010 2011 2012 2013 2014 2015 2016

—World adjustment of global markets to the lower stock
—— Advanced economies prices of primary commodities. The dramatic
Source: IMF. Emerging and developing economies decline in world oil prices in the developed

countries has a stimulating effect on private
consumption, but without any significant effect on
investment activity, and a negative effect in oil
exporting countries. Also, in recent period,

3 The analysis is based on the IMF's "World Economic Outlook"
of July 2015; the ECB's Economic Bulletin; the announcements
of "Markit Economics"; "Global Economic Prospects" of the
World Bank; Bloomberg; "Roubini Global Economics" and
"Capital Economics" reports, the monthly reports of the
International Energy Agency and the weekly reports of the
Bank of Greece.

4 World Economic Outlook, IMF, October 2015.
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financial markets volatility has increased caused by
the depreciation of the Chinese yuan, amid
increased risk aversion globally and decreased
stock prices, preceded by the economic and
political developments in Greece. In the long run,
the problem of weaker potential growth associated
with low growth in labor productivity in advanced
economies and  post-crisis adjustment of
investment activity in emerging countries have
become growingly pronounced.

Observing individual economies, after the poor
performance in the first quarter caused by the effect
of temporary factors, in the second quarter, the US
GDP accelerated on a quarterly basis (0.9%) and
recorded an annual growth of 2.7%. Favorable
developments have been observed in the labor
market, and in August, the unemployment rate
reduced to 5.1%. In terms of expectations, the IMF
has predicted that the annual growth rate of the US
economy in 2015 will be 2.6% and wiill rise to 2.8% in
2016, driven by lower energy prices, improved
balance of the private sector and the recovered real
estate market. Euro area is expected to continue its
moderate recovery under the effect of stimulating
monetary policy, drop in oil prices and depreciation of
the euro. Thus, recent estimates predict that the
economy of the euro area will grow at a rate of 1.5%
in 2015 and 1.6% in 2016. On the other hand, the
economic outlook for emerging economies and
developing countries will continue to be marked by
striking heterogeneity. According to the latest
estimates, after the modest growth of these
economies in 2015 (4%), in the coming year it will
increase (to 4.5%), when the expected normalization
of conditions in the most affected emerging
economies (Brazil, Russia, Latin America and the
Middle East) will offset the slowdown in China. The
slowdown of growth of the world economy in the
short run is also confirmed by the leading survey
indicators of economic activity - PMI5. Thus, in the
third quarter, the global composite PMI reached an
average value of 53.5 index points, amid slightly less
favorable developments in manufacturing and the
service sector. In the October forecast for global
economy, the IMF predicts global growth of
3.1% for 2015 and 3.6% for 2016, which
compared to the July forecast, is a downward
revision of 0.2 percentage points in both
years6. Negative risks to the recovery of the world
economy prevail and are even more pronounced.

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

6 World Economic Outlook, IMF, October 2015.
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They relate to the implications of further downward
movements in the world prices of oil and other
primary commodities, the increase in financial
instability and redirection of capital flows from
emerging countries, the appreciation of the US dollar,
the greater slowdown of the Chinese economy as well
as the intensification of geopolitical risks.

In the first two months of the third
quarter of 2015, the global inflation was
slightly lower compared to the preceding
quarter. The annual inflation rate in this period
equaled 2.5%, versus 2.6% in the second quarter
of the year. The inflation in developed countries
and in emerging economies continues to be
affected by downward movements in global prices
of energy and other primary commodities.
According to the latest IMF projections, it is
expected that after the slowdown of inflation in
developed countries to 0.3% in 2015, in 2016, it
will accelerate to 1.2%, which is significantly lower
than the mid-term target. On the other hand, the
inflation of emerging and developing countries is
expected to be 5.6% in 2015 and to slow down to
5.1% in 2016, under the effect of the depreciation
of part of their currencies.

The economy of the euro area
continued to recover in the second quarter
of 2015, with a quarterly growth rate of
0.4%, which is slightly slower than the
growth of the previous quarter. On an annual
basis, the growth in the euro area reached 1.5%,
and was higher compared to the first quarter by
0.3 percentage points. Notwithstanding the signs
of recovery, the growth is somewhat slower than
expected, and adverse risks have increased. One
of these risks are the events in Greece in late June
and early July, which however remained under
control, and without major effects on financial
markets. On the other hand, the decelerating
growth of emerging economies, especially in
China, is an external unfavorable risk whose
effects on the European economy may be felt over
a longer period. The analysis of individual
components of GDP indicates that the recovery of
the euro area is equally supported by domestic
and external demand. A key driver of the positive
performance is the increased private consumption,
fueled by the gradual improvement of the situation
on the labor market. In fact, the unemployment
rate in the period June-July recorded a further
decline, reducing to 11% on average. Net exports
made additional positive net effect, which amid
the depreciation of the euro is a result of the
intensified export activity. On the other hand, the
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reduced investment activity negatively affected the
economic growth. In the second quarter of the
year, most European countries reported favorable
economic performance. Observing the larger
countries in the euro area, Spain scored the best
quarterly results (1%), Germany and Italy
reported slightly lower growth (0.4% and 0.3%,
respectively), while the French GDP was preserved
at the level of the previous quarter.

During July and August, inflation in the
euro area remained low and significantly below
the inflation target of the ECB. Just like in the
second quarter, in this two-month period, the annual
rate of inflation stood at 0.2% on average. The
stabilization of general price level in the euro area
reflects the impact of two groups of factors with
opposite effects. On the one hand, there is evident
increase in the prices of food component and non-
energy industrial products. On the other, this growth
was partially mitigated by the fall in energy inflation
component amid reduction of market prices of oil.
Core inflation remained stable at around 1% and the
spillover effect of the depreciation of the euro on non-
energy consumer prices and the continued
improvement of domestic demand point to a
possibility for its gradual strengthening in the period
ahead.

In the third quarter, the central banks
of the developed countries did not make
major changes in monetary measures and
continued implementing accommodative
monetary policy. The policy rates of the Fed, the
ECB and the Bank of England remained unchanged
at levels near zero (0-0.25%, 0.05% and 0.5%
respectively). In the September meeting, the Fed's
Federal Open Market Committee (FOMC)
confirmed that the current policy rate is
appropriate for the current conditions. The FOMC
also repeated its position concerning the decision
to initiate the process of gradual normalization of
monetary policy will take into account several
labor market indicators, inflation performance and
expectations as well as developments on the
financial markets. Concerning non-standard
monetary policy measures of the ECB, the
implementation of the expanded assets purchase
program in the euro area continued during the
third quarter. In addition, in the September
meeting, the ECB Council decided to raise the limit
of share of the amount of each instrument
intended for repurchase under this program,
indicating the possibility of additional loosening of
monetary policy in the period ahead. It was again
communicated that the Eurosystem will continue

10
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USD/EUR Exchange rate implementing this measure by September 2016,
0.95 - (monthly data, average) until establishing sustainable convergence path of
the inflation to the medium-term target of 2%.
0.90 -
055 4 During July and August, the nominal
' exchange rate of the US dollar against the
0.80 - euro registered volatile movements. In fact,
after four consecutive quarters of quarterly
0.75 1 appreciation, in this two-month period, the US
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0.65 - —— USDJEUR in July, in August, the_ US dollar depreciated by
1.3% on a monthly basis. Such movements of the
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with the prolongation of the normalization of the
Fed's monetary policy. However, on an annual
basis, the value of the US dollar against the euro
Prices of crude oil and non-energy commodities increased by 19.7%, and in August, one US dollar

(monthly data) was exchanged for 0.9 euros.
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constant instability in the Chinese market and
further increase of supply. Also, food prices
decreased on a quarterly basis by 0.5%.
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Source: IMF monthly database. countries of the region reported positive
economic growth. Moreover, there was recovery
of economic activity in Serbia, after five

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

8 Expressed in dollars, the prices of non-energy primary
products registered a quarterly decline of 2.7%.
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Real GDP growth in countries from the region . .
(annual percentage changes, quarterly data) consecutive quarters of negative annual growth

rates. The main driver of the positive performance
in Serbia's GDP is the intensified investment
activity and net exports, despite weaker private
‘ consumption and public spending. Fueled by rising

= Macedonia Croatia ~ mTurkey Bulgaria  m Serbia Albania  ®Romania

5

3
” |

domestic demand, despite the negative
contribution of net exports, the economy of Turkey
| has also seen rapid growth, while all GDP
components have contributed to the improved
economic performance of Croatia. Romania and
Bulgaria reported solid economic growth, with a

3 .
g @ @ @ e @ @ W e slqwdo_wn compared to the previous quarter,
Source: Eurostat and national statistical offices. prlmarlly due to the Weaker performance Of
* According to ESA 2010 methodology, except for Turkey and Albania. forelgn trade.
Inflation in countries from the region -
(! porcantoge chomgesy |2 In the period July-August 2015,

almost all countries in the region reported
downward price changes. During this period,
Romania and Croatia entered the deflation zone
1 for the first time. While the downward correction
9 of the general level of prices in Romania is
7 ‘ associated with significant reduction in the VAT

Al

Q1

® Macedonia Croatia W Turkey Bulgaria  ®Serbia Albania ®Romania ™ Kosovo

13 4

deflationary trends in Croatia. Moreover, Bulgaria

i ||-. "l. Ill Iy, - |-, ||, and Kosovo continued to register negative price
@ o o o o w Changes. Compared to the previous quarter,

2013 2014 2015 August
Source: Eurostat and national statistical offices.

] rate on food and beverages, the downward shifts
| || in energy component are the main factor for the
Wik
Q1 Q2 Q3 Q4

Turkey, Serbia and Albania also reported a
downward trend of inflation.

1.2. Domestic supply

The solid growth of domestic economy continued in the second quarter of
2015, but at a slightly slower pace compared to the previous quarter (growth of 0.9%
on a quarterly and 2.6% on an annual basis). These changes are as expected and lead
to a conclusion that non-economic factors associated with domestic political
developments and economic and political developments in Greece had limited effects
on the economy at this time of year. Generators of growth, as in the previous quarter,
were the activities of trade, transport and communication, and hotels and restaurants,
with significant growth of value added being recorded in the construction sector. On
the other hand, agriculture has been registering lower value added for the third
consecutive quarter, and decline in value added have been recorded in industry.
However, analyzing the overall industry, recovery has been registered in the
manufacturing sector, given the more favorable assessments of the current economic
situation of the companies operating in this sector and increase in the average
capacity utilization.

In the second quarter of 2015, the
quarterly growth of gross domestic product
was 0.9% (seasonally adjusted), while on
annual basis, GDP increased by 2.6%, which
compared to the first quarter of the year, is
a slight slowdown. Moreover, as in the previous
quarter, trade, transport and communications, and
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hotels and restaurants were generators of the
annual growth. Growth was also recorded in most
of other service activities (excluding activities of
public administration and defense, education,
health and social care and arts, entertainment and
recreation) and in construction. On the other
hand, the value added of the agricultural sector
continued to decline, and the second quarter
registered a slight decline in the value added in
industry, despite the recovery of the
manufacturing industry.

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

Q| @ | B3| Q|0 Q| @[ 03 os ot | @ |f ot | e | o3| |, @ @| | e o | @

2013 | 2013 | 2013 | 2013 2014 | 2014 | 2014 | 2014 | 2014 | 2015 [ 2015 || 2013 | 2013 | 2013 [ 2013 2014 | 2014 | 2014 | 2014 | 2014 | 2015 | 2015
Agriculture 160 73 | 17 143 90| 38 | 87 [ o9 [ -31]20(-04]-21][09]05[o02]12]07[02]06]o01|-03]02]o0]-02
Industry 67 | 58 | 45| 62| 58| 26| 57| 59| 28)|43| 31 [-05|[08]|o07]|o5(|[o08|07]|03([o07]|07]|o04(o05]|o04]-01
Manufacturing 108 78 | 78 | 104 92| 82 | 11.3| 166 | 45 [100| -1.8 | 23 | 08 [ 07 | 07 | 1.0 [ 08 | 07 [ 10 | 15| 05 [ 09 | -02 | 02
Construction 58 | 40 [ 89|57 |60 95| 03] 3211|6131 |62|[07|o04] 08| o05]|06]|11[o00]|o03]|09]|os]|os]|o6
Trade and transport 106 57 | 3402|4535 58([39]-09]31]63]s5 15| 09| 06| 00|07 ] o5 |10 o06]|-01f05]09] 09
Information and communication 104 107 | 92 [ 100|101 | 23 [ 47 | 40 [ 20 | 33 | 35 [ 25 || o5 | 05 | o5 [ 05 | 05 [ 01 | 03 | 02 [ 01 | 02| 02 | 01
Financial and insurance activities 26 | 11 [ 05| 36| 19|42 35] 7538|4762 [138[[ 01| 00]00fo01]|o01]o2|o1]|o03]o01|o02]o02]os
Real estate activities -104| 25| 35 | 58 | -1.3 | 48 | 41 | 28 | 09 | 3.2 | 02| 12 -14 | -03) 04 | 06 |-02| 06 | 05| 03| 01| 04| 00 [ 01
ToIeSSIVTIAl, SUISTILIIC dlid techieal 30| 78 | 117|174 7.6 | 20 | 69 | 82 | 124 7.2 | 99 | 126|| 01| 03 | 04 | 05| 03 | 01| 02| 03| 04| 02| 04| 04
Public administration 20 | 15[ 10| 04 | 2.2 | 06 | 06 | 08 [ 0.0 | 05| -19 [ -18|[ 03 | 02 | 01 [ 00 | 02| 01 [ 01| 01| 00 | 01| -02]-02
Other service activities -19.6 [ -75 | 105 ] 220 [ -1.0 | 122 | 113 [ 11.6 | 117 [ 1.7 | 66 | 0.6 || -0.6 | -02 [ 02 | 04 | 0.0 [ 03 | 03 | 03 [ 03 | 03| 02 [ 00
Gross Domestic Product 19 (21 | 25| 41 | 27 (33 (47|43 (27|38 32| 26 19 [ 21| 25| 41| 27 |33 |47 |43 | 27| 38| 32| 26

*At the end of september 2015, the State Statistical Office published final GDP data for 2013, as well as previous data for 2014. Revised GDP quarterly data for 2014 have not been published.
Source: State Statistical Office and NBRM calculations.

During the second quarter of 2015,

6 Contributions of individual industries to the total after nine quarters of continuous growth,
industrial production, annual rate of change the value added of the industrial sector saw
(in percentage pomts) a small annual decline. At the same time,

the value added in industry also declined on
a quarterly basis. Considering that GDP data
point to growth of value added in the
. . manufacturing industry, these unfavorable trends
3 ' in the industry could be explained by the
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% deterioration in the mining and/or energy sector.

5 Analyzing manufacturing industry®, the activities of
§ £ 9 8 58,8388 88 8 £ E newexportoriented facilities still register favorable

% = B E % 8% £ % é s 3 g ¢ developments, with growth also being observed in

e 8 § § g;:: S I part of the other facilities. Analyzed by individual

= o8 2 85,88 ¢ activities, the annual industry growth is mostly

£° FE g § explained by the growth in the production of

a10 2015 5 s 4 machines and devices, metals and food products.
202015 g 2 & In support of the improved performances in

Source: State Statisical Office and NBRM. g “zg & manufacturing industry are the results of the

Business Tendency Survey in the
manufacturing industry'®, where managers
assess the economic standing of their businesses
as more favorable, amid higher average capacity
utilization in the second quarter of the year.
Observing the limiting factors, corporate managers
stress the lack of skilled labor and insufficient
domestic demand as factors with highly negative
impact in the second quarter (compared to the
same period last year). Contrary to the fall in
the activity of the industrial sector in the

°The analysis is based on data on industrial production.
10 1t refers to the surveys conducted in the second quarter of
2015.

13



Quarterly Report, November 2015

Industry, capacity utilization and managers’' . .
expectations for production volume second quarter, the available data for this

zz: 7 sector for the period July-August indicate
25 | more favorable movements in the third
ig: quarter. Namely, in the first two months of the
101 third quarter, industrial output recorded an
05 average annual growth of 4.3%, with a decline in
00 activity in July and high growth in August,

indicating volatility of movements. Most of the
growth is driven by manufacturing and mining,

-05 -
-10 4
-15

<20 ¥ ——— Expectations for the volume of production during the next 3 months 00 and to a Iesser extent by the power Supply_ In
=== Industrial production (annual rate of change, in %) support of favorable developments in the industrial

e |_eve| of capacity utilization of the business entities (in %) SeCtOI‘ are the surveys conducted in July and

Y verage of expeciacons for 4 and S month of 2015, August indicating continued growth of the degree
of capacity utilization, as well as more optimistic

Trade and expectations of managers of business perceptions of the managers of the manufacturing

25 ¢ entities engaged in retail r 18  sector about the output volume and the number of

employees in the next three months.
20 +
T8 In the trade sector, the trends that
started in 2014 continued in the second
quarter’. Namely, in this quarter, the annual
-2 growth in turnover in the retail and wholesale

15 +

10 +

05 + —Expecbationsforecunomicstateinretail(Ieftaispbaﬁncesofanswers) L7 trade In mOtor VehICIeS Contlnued, same as the
. Tumover i retal and wholesal trade growth of turnover in retail trade which continued

W oy mroamTaNmTanaxsaaseos 12 increasing for the second consecutive quarter.
o o o o o o o o o [edNeogNed [edNeogNed o

Q1 2012
Q12013
Q1 2014
Q1 2015

Improved performances in retail trade are
confirmed also by the results of the Survey of
Retail Trade Managers'> conducted in the
second quarter. Thus, in the second quarter,
managers assess the current business situation of
companies as more favorable. From the viewpoint
of limiting factors for the activity of trade
companies, the second quarter registered a
significant increase in the number of respondents
151 who indicated absence of limiting factors, which is
10 1 also indicative of improved situation in this sector.
5 In the same period, the weak customer demand,
0 \ : \ \ increased financial expenses and increased
competition (compared to the same period last
year) were less restrictive factors. Favorable
movements in trade are expected in the third
quarter amid growth, but at slower pace, of the
value of total trade turnover in the July-August
period. Additionally, the results of the Survey of
managers in retail trade for the second quarter
point to favorable expectations about the business
situation in companies in the next six months.

Source: State Statistical Office and NBRM.

Trade 2015 - Q1
(real annual growth rates, in %)

30
25
20 -

Total
retail
wholesale

wholesale of motor vehicles

Source: State Statistical Office and NBRM.

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

12 550's Business Tendency Survey in retail trade for the
second quarter of 2015. The balance of responses is the
difference between weighted positive and negative responses
of corporate managers. The balance is designed to show the
movement of the observed economic indicator rather than its
true size, i.e. it provides qualitative rather than quantitative
(numerical) data from the corporate managers.
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With respect to the developments in

Transports and communications the transport and communications sector,
in 2015 - Q2 this quarter registered maintenance of
0 345 (real annual growth rates, in %) generally favorable trends in passenger

transport and less favorable trends in freight
transport. The freight transport (road and air)
has been declining for the second quarter, on an
annual basis, compared to the growth in the
previous year. The volume of rail freight transport
has been following a downward path for a longer
period, while in the second quarter, same as in the
first quarter it registered acceleration of the
annual decline. The small number of high
frequency indicators prevents the precise
assessment regarding the developments in
the transport and communications sector in
the third quarter, although the currently
available data suggest activity growth (high annual
growth of passenger rail transport during July).
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Transport and
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Source: State Statistical Office.

The annual growth of value added in
construction continued in the second
quarter of the year, with increased intensity,
and noticeable slowdown of the quarterly
decline?3. In terms of the types of buildings, the
annual growth is explained by the growth of
construction in the area of civil engineering,
apartment buildings and waterworks. The
favorable annual developments in this sector in
the second quarter of the year are in line with the
results of the Business Tendency Survey in
construction’* according to which the current

Construction and expectations of the construction sector business and financial Standing of the Corporate
T ppettons o e ol s et g e et aere (1% sector is regarded as more favorable compared to
3p |~ Construction, real growth rates, in % (right scale) o the same period last year. However, also in this
quarter, the managers highlighted several factors
that limited the growth in construction activity,
121 % such as lack of skilled labor, higher labor costs and
2 » increased financial costs. For the second
quarter, the managers of companies in the
construction sector expressed favorable
18 1 2  expectations about the volume of orders and the
2 « number of employees. Such expectations of
858 managers are in line with the latest data on the
developments in the construction sector in July
that registered two-digit annual growth in the
value of completed construction works.

4 -

22 60

2007 Q1
2008 Q1
2009 Q1
Q3
2010 Q1
Q3
2011 Q1
Q3
2012 Q1
Q3
2013 Q1
Q3
2014 Q1
Q3
2015 Q1

Source: State Statistical Office.

7

13 Seasonally-adjusted.
Y 1t refers to the surveys conducted in the second quarter of
2015.
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1.3. Aggregate demand

In terms of demand, the annual growth of gross domestic product of 2.6%
in the second quarter of 2015 results mainly from the positive contribution of net
exports. The domestic demand made positive, yet relatively lower contribution to
growth unlike the previous few quarters, when it was the engine of growth.
Observing individual components, as in the previous period, export demand
registered the highest annual growth, but slower compared to the previous
period. Thus, this component made the largest individual contribution to the
growth of economic activity. As before, export growth was largely attributable to
the activity of new production facilities and the gradual improvement of foreign
effective demand. Domestic demand made minor positive contribution to
economic activity, amid decline in gross investments after their positive input for
several quarters in a row. On the other hand, the other two components of
domestic demand, private and public spending, have increased. The growth in
household consumption was supported by favorable developments in the labor
market and increased credit support to households, with the intensified annual
growth in public consumption making significant contribution to the overall GDP
growth. The smaller investment demand and slower pace of growth in export
demand slowed down the growth in imports.

In the second quarter of 2015, the

Domestic Demand and Net-Exports gross domestic product (GDP) grew by
(contributyons in nominal a_nnual growth, 0.90/0 compared to the previous quarter
207 in persentage points) (seasonally adjusted) and by 2.6%

15 - compared to the same period last year,
which is slightly slower growth compared
with the growth rate recorded in the
previous quarter. The analysis shows that
D ¢ economic growth is generated mainly by net
Q1 exports, with positive contribution of domestic
2015 factors. Thus, the structure of growth is similar to
the previous quarter, with a simultaneous positive
contribution of domestic demand and net exports.

L4 Gross Investments === Final Consumption Yet, in this quarter, net export demand made the
—— Net-exports —— Domestic Demand highest positive contribution of to the overall
Source: State Statistical Office and NBRM calculations. gI’OWth. AnaIyzing individual components, eXportSI

same as in the previous five quarters, made the
greatest individual positive contribution to growth.
Such continuing favorable developments in the
export sector are mainly due to the activity of the
new production facilities. The favorable trends in
the global economy related to lower oil prices and
demand growth in the economies of the EU have
had further positive impact on export demand.
The low positive contribution of domestic demand
in the second quarter of the year is due to the
decline in gross capital formation, which was offset
by the growth of private and public consumption.
Namely, investments decreased after the steady
annual growth in the previous five quarters,
reflecting the likely decline in inventories, given
that most of the high-frequency indicators point to
growth in investment in fixed assets. However,
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taking into account the domestic political
developments, which were especially pronounced
during this period, it is likely that this factor also
had an impact on investment. On the other hand,
positive developments in the labor market, lending
by domestic banks and the growth of real wages
enabled further increase in household
consumption. Growth was also registered in public
spending at stronger pace compared with the
previous two quarters. Increased export and
domestic demand intensified imports, which was
significantly weaker compared to the increase of
exports.

b= o m < b= o (2] < L) o (] < L) o
¢ ¥ 9 9 ¢ ¢ @ ¢ ¢ 9 ¢ 9 @ 9
~N N N ~ o~ o] o] o] ] [ <+ <+ <+ <+ < 0 )
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(=] (=] (=] (=] o o (=] (=] (=] o (=] (=] (=] (=] o (=] (=]
[ o~ o~ o~ [ [ o [ [ (] o~ o~ o~ o~ N o~ o
Private consumption -1.5 1.4 3.1 1.7 1.2 6.1 40 -09 -0.7 21 -01 38 25 29 23 22 20
Government consumption 22 08 37 31 24 44 -01 1.2 44 25 -7 00 -52 1.9 -1.2 09 58
Exports of goods and services -1.5 -0.1 3.7 5.2 20 -50 -0.7 -33 -19 2.7 14.2 159 152 224 17.0 9.4 7.4
Imports of goods and services -1.3 12,1 104 11.8 8.2 -13.1 -34 -12.9 -10.7 -10.0 14.8 11.5 143 174 14.5 4.7 1.6
Gross capital formation -0.4 27.7 8.9 8.7 10.2 -32.6 -9.8 -152 -9.6 -16.6 31.0 89 19.1 1.8 13.5 1.3 -7.6
Domestic demand -0.7 6.6 45 37 35 43 01 40 -2.5 2.6 54 44 49 25 42 1.8 0.3
Net exports* -1.0 54.6 36.8 28.6 26.3 -30.2 -9.4 -41.6 -28.8 270 163 08 98 32 6.6 -86 -14.8
GDP -1.0 0.5 0.3 -1.6 -0.5 19 2.1 25 4.1 27 33 47 43 2.7 3.8 3.2 2.6

*decrease represen.

ts 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 second quarter of 2015,
household consumption recorded a quarterly
increase of 2.5% (seasonally adjusted) and
an annual real growth of 2.0%, which is
similar to the growth of the previous
quarter. Such annual growth of private
consumption corresponds to the increase of
available funds, given the growth in the main
components of disposable income. Thus, the wage
bill in the economy continued to grow at a solid
pace amid real growth of average monthly salaries
paid and further increase in employment. Also,
pensions increased in the second quarter of the
year, albeit at considerably slower pace than in
previous quarters. Among the main income
components, decrease in this period was recorded
only in inflows of private transfers from abroad.
Despite the favorable movements of the
disposable income components, the real growth of
retail lending continued in the second quarter,
mainly in the form of consumer loans, which
represented additional support to the consumption
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in the second quarter. The movement of short-
term indicators of household consumption largely
corresponds to the growth registered in the
second quarter of 2015. Thus, an annual growth
with slower dynamics was recorded in import of
personal consumption goods and retail trade.

According to the recent available
data, private consumption is expected to
increase annually in the third quarter of
201515. In fact, total funds available to
households are assessed to continue increasing in
the third quarter in line with the increase in real
wages, pensions and transfers. According to
lending data, in the period July-August, the high
growth of consumer loans is expected to continue
in the third quarter of the year, which corresponds
to the banks' expectations for further growth in
demand for loans and unchanged credit standards
in this period16. As for the remaining short-term
indicators of private consumption, real annual
growth has been recorded in retail trade for three
consecutive quarters, as well as in the import and
production of consumer goods that also underpins
the expectations for higher private consumption in
the third quarter.

1.3.2. Public consumption

In the second quarter of 2015, public
consumption recorded a quarterly growth of
4.3% (seasonally adjusted) and stronger
annual growth of 5.8%. Real annual growth
mainly stems from the high increase in costs of
goods and services as well as the higher costs for
wages and health care transfers. Available data
for July-August 2015 point to further annual
increase of public spending in the third quarter of
2015, given the further high real growth in cost of
goods and services and higher health care
transfers and increased costs for wages of public
sector employees.

1.3.3. Investment consumption

In the second quarter of 2015, the gross
capital formation registered a quarterly decline
of 1.8% (seasonally adjusted). On an annual
basis, investments dropped by 7.6%, which is
the first decline after the continuous growth for

15 Data on wages, private transfers and import of consumer
goods are as of July, while other data are as of August.

16 NBRM's Lending Survey conducted in June 2015.

17 Most of these assets relate to expenditures for goods and
services.
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five consecutive quarters. According to data on
short-term indicators of investment activity, the
decline probably reflects a shortage of inventories,
. o ] given that most of the short-term indicators point to
Gross investment and indicative series growth in investments in construction and investments

(real annual growth rates, %) B X i )
125 in machinery and equipment - the two most important
components of GFCF. The growth of construction
activity comes after its reduction at the beginning of
the year, mainly due to the increase in investments in
road infrastructure. Import of capital goods, which is
an indicator of investment in machinery and

_25 4
-50 ¢ equipment continued to grow in the second quarter.
-75 7§ NB5I8B30885585854985 E':)asét;]Y:e trends in investmfants in_ equipn_1ent _and
S S S S S ry are partly associated with foreign direct
o o o o o investments, which increased in the second quarter.
i Completed construction work Most other short-term investment indicators also
' Domestic production of capital goods experienced positive shifts. Thus, growth in the
+  Gross investments . . . .
....... Imports of investment goods second quarter was registered in domestic production
of capital goods and in corporate loans as a result of
Source: State Statistical Office, Ministry of Finance and NBRM calculations. increased demand for Ioans amld mainly unchanged
conditions for approving loans by most banks®.
Among investment indicators, only government
expenditures for capital investments marked stronger
Gross investments and determinants downward movement.
120 - ‘(nominal annual growthdr:aeasr,s;’/o, only for FDI in milion 10,000
100 1 - 8,000 Most of the available short-term
80 1 | A - 6000 jndicators of investment activity point to a
ig . / [ ;‘ggg moderate annual growth of investments in the
20 | \ Lo third quarter of 2015, Thus, annual growth was
04 . 2,000 Observed in the import of investment goods and in the
20 - \ H - 4000 domestic production of capital goods. Meanwhile, in
-40 - \\,’ ¢ - -6,000 the period from July to August, there was further
B0 e NN T N e 2000 annual growth of long-term lending to companies in
SO0z 000 0000005 0O line with the banks' expectations for further growth of
> b > > > demand for corporate loans and easing of credit
=== Government investments standards in this periodzo, with growth being also
" Long term credts to enterprises registered in inflows of foreign direct investment. An
=== FDI in the country, in mill. of Denars (right scale) increase has also been seen in the value of completed
Source: State Statistical Office, Ministry of Finance and NBRM calculations. construction WOFkS, which is in line with the

expectations of managers in the construction sector
for the third quarter, which are more favorable in
terms of total orders and number of employees?..
Favorable developments have also been registered in
government expenditures for capital investments,
pointing to support of the public sector for the
investment activity in the third quarter. An additional
indicator that points to stronger investment activity in
part of the companies is the acceleration of industrial
output. Analyzing short-term investment indicators,

18 NBRM's Lending Survey conducted in June 2015.

% Data on completed construction works, foreign direct
investments and import of working capital are as of July, while
other data are as of August.

20 NBRM's Lending Survey conducted in June 2015.

21 Business Tendency Survey in construction conducted in the
second quarter of 2015.
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1.4. Employment and wages
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decline was registered only in stocks of finished
products.

1.3.4. Net external demand

The favorable external sector
developments, typical for the previous quarter,
continued in the second quarter of 2015.
Namely, amid faster growth of exports than
imports, the foreign trade deficit declined, so
that net exports in the second quarter of 2015
made a positive contribution to GDP growth,
which is more significant compared to the
positive contribution from the previous quarter.
Real exports of goods and services recorded an
annual growth of 7.4% (moderate deceleration of the
annual growth pace) and quarterly growth of 1.2%
(seasonally adjusted). The annual growth is mainly a
result of the increased exports of new production
facilities. The largest export from these facilities was
registered among manufacturers of chemical
products, electrical equipment and machines. Solid
performances were registered in part of other exports,
i.e. exports of manufacturers of furniture and metals.
Despite the growth in the exports of metals, the
constellation in the domestic metal industry remains
unfavorable, given the still low metal prices on the
world market. Import of goods and services in the
second quarter of 2015 increased by minimum 1.6%
annually, which is slower compared with the annual
growth previous quarter. Import growth is explained
by increased imports of intermediate goods as a result
of reliance on the domestic production on imports,
while the slowdown in the pace of growth
corresponds to the lower investment demand and
slower growth of exports in the second quarter. As in
exports, a quarterly increase was also registered in the
imports, of 1.4% (seasonally adjusted).

Data for the third quarter point to
moderate developments on the export side.
Thus, slight nominal annual growth in the exports
of goods was registered in July-August 2015.
Imports registered a moderate nominal
annual growth in the first two months of the
third quarter. Nominal net export data for July
and August show that certain narrowing of the
trade deficit is expected for the third quarter,
given the faster growth in exports compared to
the increase in imports.

In the second quarter the number of employees grew by 1.8% annually,
which is a pace of growth similar as in the past few quarters. Thus, for more than
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three years in a row, this indicator has been in the zone of positive annual
change, indicating steady growth in the absorption of labor in the domestic
economy?’. These developments are in line with the real sector performances,
which are also favorable. The aggregated signals from business tendency surveys
point to strengthening of employment prospects in the coming three months. In
the second quarter, some deterioration in cost competitiveness of the economy
was registered, in view of the faster annual wage growth compared to the
growth of labor productivity, a tendency present for three consecutive quarters.
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In the second quarter, the number of
employed persons increased by 1.8%
annually, which is a pace of growth similar
as in the past few quarters. On a quarterly
basis, however, employment dropped by
0.4%23. Quarterly downward shift follows the
continuous positive performance of this indicator
in the previous three quarters. The annual growth
in the number of employees is driven by industry
and agriculture, amidst simultaneous almost
stagnant performance of the services sector.
Observed by sectors of activity, employment
growth on an annual basis is characterized by
relatively high dispersion, but according to the size
of the positive contribution "manufacturing”,
"other community, social and personal service
activities", as well as "public administration,
defense and compulsory social security" stand out.
In terms of the economic status®, the growth is
mostly a result of the category of employees.
These developments caused an increase in the
employment rate by 0.6 percentage points
annually, to 41.7%. The results of the Job Vacancy
Survey confirm the positive developments in the

22 The growth in the demand for labor, for several years has
been associated with the operation of the new facilities in the
technological-industrial development zones. Also, for a longer
period, the labor market has had a solid response also to the
fiscal policies aimed at accelerating economic activity and
employment, such as the active employment measures, the
implementation of public infrastructure projects, policies of
subsidizing agricultural production, and credit lines provided
through the European Investment Bank (EIB), offered in the
form of subsidized loans intended to improve the liquidity of
the investment activity of SMEs.

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

24 The classification by economic status applies to the following
groups: employers - persons who operate their own business
entity or engages independently in their own shop, or farm
owners who hire other employees; employees - persons who
work in government institutions, business entities in public,
mixed, cooperative and undefined ownership or for private
employer; own-account workers - persons who operate
their own business entity, company, engage independently in
their own business and work on a farm in order to generate
income, while not hiring other employees; unpaid family
workers - persons who work without pay in a business entity,
shop or farm (owned by a family member).
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employment®. Namely, the number of vacancies,
as an additional indicator of the movement of
Labour force, inactive poz:lg/:;on and participation rate labor demand has registered an annual growth of
> 159 12.2% in the second quarter. Meanwhile, the rate
> 40 of vacancies® recorded an upward movement
Z |20 compared to that registered in the same period of
. oo the previous year and positioned at the level of
1.47%. The sectors "mining", "other services" and
"education" are characterized by the highest

——activity rate -0 annual growth rate of vacancies.

= abour force (y-0-y changes, right scale)

54 F-2.0
53
52

51 - Inactive population (y-o-y changes, right scale [ 60
% e popuRton (o changes, ot sl | 50 In view of the trends for the
Q12008 Q1 2009 Q1 2010 Q1 2011 Q12012 Q1 2013 Q1 2014 Q1 2015 upcoming quarter’ certain indicators point
B to further improvement in employment
Source: State Statistical Office, Labor Force Survey. .
prospects in the short term. The aggregated
signals from business tendency surveys®’ suggest
Unemployment rate increased optimism among managers of business
w0 (iin %) entities regarding the employment for the next
38 | three months.
36
34 Also in the second quarter, there are no
32 | significant changes in labor supply. Namely,
30 compared to the same period last year, the total
28 1 active population has decreased by 0.2%, which given
2% 1 —o—Unemployment rate the faster growth of the inactive population, has led to
21 a decline in the activity rate, which is positioned at
Z | 57%, which is a level lower than the average for the

QL Q3 Q1 Q3 Q1 Q3 Q1 Q3 Q1 Q3 QI Q3 Q1 Q3 Q1 last year by 0.3 percentage points.
2008 2009 2010 2011 2012 2013 2014 2015
Source: State Statistical Office, Labor Force Survey.

In the second quarter, the decline in

Nominal average gross and net-wages unemployment continued, amid increased
6.0 (annual real changes in %)
demand and reduced supply of labor. Namely,
40 | —— gross wages the number of unemployed in the second quarter
v ——net-wages decreased by 5.1% on an annual basis.
' Consequently, the unemployment rate fell by 1.4
0.0 percentage point and reduced to 26.8%.
_2.0 ] - -

The average wages paid in the
+07 second quarter increased on an annual
-6.0 1 basis, at somewhat faster pace than that

12010V IX1.2011V IXI.2012V IXI.2013V IXI1.2014V IXI.2015V registered in the previous quarter ThUS the
- 7
Source: State Statistical Offce. nominal net and gross wages in the second

quarter increased by 3.1% and 3.3%, respectively,
on an annual basis. The upward adjustment of
wages was registered in all three major economic
activities. From the viewpoint of individual sectors,

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

% The rate of vacancies is defined as the ratio between the
number of job vacancies and the total number of jobs, i.e. both
vacant and occupied jobs.

%7 Source: State Statistical Office, business tendency surveys in
manufacturing industry (July 2015), construction (second
quarter of 2015) and trade (second quarter of 2015).
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according to the intensity of the positive change
most outstanding are the segments "arts,
entertainment and recreation," and "mining and
extraction of stone", followed by "other services".
Nominal net and gross wages moved upward also
on a quarterly basis, in all three major economic
activities. In the second quarter, amid
stronger nominal growth and concomitant
upward correction of the general price level,
the real net and gross wages registered an
annual growth of 2.7% and 3%,
respectively, which is an almost unchanged
dynamics compared to that of the previous
quarter. Also, after the fall in the first quarter,
real wages again returned to the zone of positive
performances on a quarterly basis (growth of
1.3% and 1.1% for net and gross wages,
respectively), in circumstances of nominal growth
and simultaneous increase in the general price
level.

Labor productivity in the second quarter
registered an annual growth of 1.1%, thus
completing the series of seven quarters of
uninterrupted maintenance of this indicator in
the positive zone. The above comes as a result of
the more intense annual growth of economic activity
compared to the employment growth. Analyzed by
sector, the annual productivity growth in the current
quarter is mostly associated with the services sector.
At the same time, the positive quarterly dynamics of
productivity has intensified further, amid growth in the
economic activity and simultaneous reduction in
employment. Unit labor costs registered an
annual increase of 2.5%, which is more than
twice faster pace than that registered in the
previous quarter. Upward adjustment is due to the
faster growth of gross wages compared to
productivity growth. At the same time, the annual
growth in unit labor costs is driven mostly by the
industry and services sector. After the downward
correction in the previous quarter, labor costs
registered a quarterly increase amid more intense
growth of gross wages compared to productivity
growth.

After the small growth in the previous quarter, in the third quarter of 2015
minimal annual price decline of 0.2% was registered. The decline in domestic
prices is driven by the further decline in domestic energy prices, due to lower
prices of oil derivatives. On the other hand, food prices and core inflation have
positively contributed to the change in the total inflation for two consecutive
quarters. Lower prices of oil derivatives also affected the producer prices, which
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continued to decline also in the first two months of the third quarter. In terms of
the expectations for the future period, the Inflation Expectations Survey
conducted in September pointed to unchanged inflation expectations relative to

the previous quarter.
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Following the growth in the
previous quarter, in the third quarter of
2015 consumer prices again entered the
negative zone, i.e. they declined by 0.2% on
an annual basis. Analyzed by components, the
decline was entirely due to the energy component,
primarily due to the lower prices of liquid fuels and
lubricants, in line with the fall in oil prices on world
markets. On the other hand, the other two
components within the index grew in the third
quarter. The positive rate of core inflation is
mainly explained by the higher prices of tobacco,
the products for home maintenance and catering
services, while the rise in food prices is mainly due
to the increased prices of fruit, vegetables and oil
and grease.

Unlike domestic, foreign effective
inflation?® followed an upward path, i.e. in
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2014 2014 2015 2014 2014 2015
Q1 Q2 Q3 Q1 Q2 Q3 Q1 Q2 Q3 Q1 Q2 Q3
Consumer price index - all items 0.6 -1.0 -0.4 -0.4 -0.3 -0.9 0.3 -0.2 06 -10 -04 -04 -03 -0.9 0.3 -0.2
Food 0.9 -2.6 -1.6 -0.2 -0.9 0.1 1.0 0.6 0.3 -10 -06 -01 -0.3| 0.0 04 02
Energy -3.3 -1.6 0.8 -1.5 =il -4.9 2.7 -4.9 -0.5 -0.2 0.1 -0.2 -0.2 -0.7 -0.4 -0.7
Electricity -3.2 -3.2 4.5 3.6 0.4 3.6 3.6 -0.3| -0.2 -02 0.3 0.3 0.0 0.3 0.3 0.0
Heat energy -12.3 -2.9 -8.2 -11.0 -8.7| -11.0 -11.0 -4.0| -0.1 00 -0.1 -0.1 -0.1 -0.1 -0.1 0.0
Fuels and lubricants -4.3 -0.8 2.2 -8.2 =51 -20.1 -13.3 -17.2| 0.2 00 -0.1 -04 0.2 -0.9 -0.6 -0.8
Food and energy (volatile prices) -0.3 -2.4 -0.9 -0.6 -1.1 -1.3 0.0 -1.0| -02 -1.3 -05 -03 -06 -0.7 0.0 -0.5|
Core infiation (inflation excl. food and energy) 17 0.6 0.3 -0.2 0.6 -0.4 0.7 0.7] 0.8 0.3 01 -01 0.3 -0.2 0.3 04
Source: State Statistical Office and NBRM calculations.
Analyzing the dynamics, the annual

decline in consumer prices, as opposed to their
rise in the previous quarter, is mainly explained by
the sharper fall in energy prices, but the reduction
of the positive contribution of the growth in food

2 The calculation of foreign effective inflation derives from the
weighted sum of consumer price indices of countries that are
most important partners of the Republic of Macedonia in the
field of import of consumer goods. The weight structure is
based on the normalized shares of nominal imports from each
country in the total nominal imports in the period 2010-2012.
The calculation of this indicator includes Bulgaria, Germany,
Greece, France, Italy, Austria, Slovenia, Croatia and Serbia.
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prices also had its effect. On the other hand, the
rate of core inflation remained unchanged i.e., as
in the second quarter, core inflation was 0.7%
also in the third quarter.

On a quarterly basis, consumer prices
in the third quarter of 2015 were lower by
0.6%, which is explained by the downward
movements in two of the three components of
inflation. Thus, a decline was observed in the food
and energy components, while core inflation is still
in the positive zone (for second consecutive
quarter). The largest contribution to the decline is
that of the food component (a quarterly decline of
0.6%), mainly due to the fall in the prices of fresh
vegetables. In addition, the prices of energy
registered a quarterly decline of 0.2%. On the
other hand, seasonally adjusted data
indicate a quarterly increase in consumer
prices of 0.3%, reflecting the growth in food
prices and core inflation.

In the third quarter of 2015, the
change in producer prices in the domestic
market remained in the negative zone for
the eighth consecutive quarter. Thus, the
annual decline in producer prices in the first two
months of the third quarter averaged 4.7%, which
compared to the previous quarter, is an
acceleration of the decline (4.1% in the previous
quarter). The largest contribution to the annual
decline is that of the lower energy production
prices, primarily of refined petroleum products.
Also on a quarterly basis, producer prices
dropped by 0.7% (seasonally adjusted rate of
decline was 0.8%), which is explained by the
lower producer prices in the manufacturing
industry, as well as the lower prices for the supply
of electricity, gas, steam and air conditioning.
The movement of producer prices which
affect domestic inflation component®
indicates downward pressures. The annual
decline in these prices accelerated to 6% (as
opposed to the fall of 5% in the previous quarter),
amid simultaneous quarterly fall of 5.6% versus
the fall of 5.1% in the previous quarter (seasonally
adjusted data). Keeping these prices in the
negative zone indicates lower inflationary
pressures in the coming period.

In the second quarter of 2015, unit
labor costs grew by 2.5% annually, and by
1% on a quarterly basis. Considering that the
estimates for the output gap do not point to

2 Consumer goods (durable and non-durable) and energy.
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significant pressures from the demand®, for the
time being no inflationary pressures on prices of
final products through this channel are expected.

Box 1: Inflation Expectations Survey>'

Survey conducted in September 2015 u rise faster than at present
mrise at the same rate

rise more slowly

m stay at their present level

mgo down

-0.2%
-0.1%
0.0%
0.1%

0.2%

Survey conducted in June 2015 mrise faster than at present
mrise at the same rate

rise more slowly
mstay at their present level

mgo down

-0.2%
-0.1%
0.0%
0.1%
0.2%

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

indications for the direction of the respondents' expectations.

% Estimates of the Central Bank show that the output gap is
around zero by the end of 2015.

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

32 The qualitative question of expectations reads as follows:
"Compared with the past 12 months, how do you expect
consumer prices to change in the next 12 months? a) will have
a faster growth; b) will grow at the current pace; c) will grow
at a slower pace; d) will remain almost unchanged; e) will
decrease; f) it is difficult to determine"

3 The quantitative question reads as follows: "What are your
expectations/forecasts for the average inflation rate for 2015
and 2016?".
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The Inflation Expectations Survey was conducted in September 2015, In September, as in
the previous survey cycle, the average inflation rate for the previous 12-month period
remained in the negative zone®. The results of the September Survey indicate unchanged
inflation expectations relative to the previous Survey, i.e. as in June, respondents expect
inflation to be around 0% in the next 12-month period. Expectations for the inflation rate of around
0% in the next 12 month period are common for all three groups of respondents (economic analysts,
enterprises and financial institutions).

In terms of the quantitative question on the expected rate of inflation for 2015
and 2016, little changes compared to the expectations in the previous survey round are
registered. Namely, in the period between the two surveys, the respondents' expectations for
inflation in 2015 decreased by 0.2 percentage points, on average, while for 2016 they remained
unchanged. According to respondents, the factors that explain inflation expectations in
September are the geopolitical instability and the expectations of lower world prices of energy and
food products.

1.6. Balance of Payments>®

In the second quarter of 2015, the deficit on the current and capital
accounts of the balance of payments increased on a quarterly basis, amid a
reduced surplus in the foreign trade of services and a higher trade deficit, which
made a small contribution to the change. On the other hand, net inflows of
private transfers registered quarterly increase, which indicates the relatively
limited effects of the increased uncertainty in this period on the currency
exchange market. On annual basis, the current and capital account deficit was
lower due to better performances in the trade of services. The balance of
secondary income deteriorated on an annual basis, almost entirely due to the
decline in transfers in the "government” sector. Also, a higher deficit was

34 Refers to the period September 2014 to August 2015. The
percentage of responsiveness to the Survey conducted in
September was 35.3%, which compared to the previous
quarter, represents an increase of responsiveness. Analyzed by
groups of respondents, the financial institutions' responsiveness
is 61.6%, followed by economic analysts with 40.6% and
companies with 27.2%.

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

% Starting from the Quarterly Report, October 2014, the
analysis of the movements in the balance of payments is based
on data compiled under the Manual on the Balance of
Payments and International Investment Position, sixth edition
(IMF, 2009) (IMF, 1993). For more detailed information on the
methodological changes, visit the NBRM  website
(http://nbrm.mk/WBStorage/Files/Statistika Informacija _za pr
omenite vo platniot bilans megunarodnata investiciska pozici
ja_i nadvoresniot dolg koisto proizlequvaat od primenata na

novite_megunarodni_statisticki standardi.pdf).
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observed in primary income. In the second quarter of 2015, the financial account
was characterized by small net inflows, insufficient to finance the current
account deficit. Structurally speaking, net inflows from foreign direct
investments and trade credits and advances supported the current transactions,
while high net outflows were registered in currencies and deposits. Such
movements of the individual components of the balance of payments in the
second quarter of the year led to a further decline in the foreign reserves.

2014 2015 2014 2015
QL Q2 ju|y| IVVII [ Q1 Q2  july | I-VII | Q1 Q2 july |1-vn QL Q2 july |I-VII
BO MUIMOHM €Bpa % op BAMN
I Current account -111 -89 14 | -186 | -31 -67 32 -66 -1.3 -1.0 02 |-22|-03 -0.7 04 |-07
Goods and services -367 -441 -135| -942 | -304 -374 -118| -796 -43 -52 -16 |-11.0( -34 -42 -13 | -88
Credit 871 999 359 | 2,230 |1,009 1,106 379 2,494 10.2 11.7 4.2 26.1 | 11.2 12.3 4.2 27.7
Debit 1,238 1,440 494 | 3,172 (1,313 1,480 497 3,290 14.5 16.9 5.8 37.2 | 146 16.4 5.5 36.5
Goods -471 -448 -180| -1,100 | -419 -440 -172 | -1,031 -5.5 -5.2 -2.1|-129| 47 -49 -19 (-11.5
Services 105 7 45 157 116 66 54 235 1.2 0.1 0.5 1.8 1.3 0.7 0.6 2.6
Primary income -40 -40 -12 -92 -53 -57 -18 -128 -05 -05 -01)|-11|-06 -06 -0.2|-14
Secondary income 295 391 162 848 326 364 168 858 3.5 4.6 1.9 9.9 3.6 4.0 1.9 9.5
II. Capital account 1 [V] -1 V] 2 1 0 2 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Net lending (+) / net borrowing (-)
(balance from current and capital -110 -89 13 -186 | 29 66 32 -64 -3 -10 02| -22|-03 -07 04 (-07
account)
III. Financial account -43 -7 -490| -540 | 161 -5 71 228 -05 -01 -57 | -6.3 18 -01 0.8 2.5
Direct investment -90 -15 -3 -108 -65 -45 -16 -126 -1.1 -0.2 0.0 -1.31-0.7 -05 -0.2 | -1.4
Portfolio investment 0 8 -492| -484 -12 9 -3 -6 0.0 0.1 -5.8 | -5.7 | -0.1 0.1 0.0 -0.1
Currency and deposits 44 55 23 122 65 71 45 182 0.5 0.6 0.3 1.4 0.7 0.8 0.5 2.0
Loans -13  -58 13 -58 139 3 0 142 -0.2  -0.7 0.2 -0.7 1.5 0.0 0.0 1.6
Trade credit and advances 16 3 31 -11 33 -43 45 36 0.2 00 -04[-01] 04 -05 05 0.4
Other accounts receivable/payable 0 0 0 0 0 0 0 0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Special drawing rights (Net incurrence 0 0 0 0 0 0 0 0 0.0 0.0 0.0 00 | 00 00 0.0 0.0
of liabilities) ) ) ) ) ) ) ) )
IV. Net errors and omissions 9 12 0 21 24 -1 -9 14 0.1 0.1 00 ( 02 | 03 00 -01]| 0.2
V.Reserve assets -59 -70 503| 374 |-167 -62 -48 -277 -0.7 -0.8 5.9 44 | -18 -0.7 -05 | -31
1.6.1. Current Account
In the second quarter of 2015, the
Current account current account deficit totaled Euro 66.9
2o (as % of GDP) million or 0.7% of GDP*’, which is a
' 17 15 widening of 0.4 percentage points compared
L5 to the previous quarter. The quarterly change
0.9 - . .
o 09 e in the current balance is entirely due to the
0.5 . widening of the trade deficit in goods and services
0.0 - . - - - by 0.8 pp of GDP. Deteriorated balance of goods
o5 8 . - and services was mainly due to the lower surplus
L 0546 -0.5 ' - in the trade of services i.e. the narrowed surplus in
-0.9 | ... “  production services of processing, coupled with a
13 14 14 i3s3 slight widening of the trade deficit. On the other
2.0 -1.8 ' hand, secondary income recorded positive
25 . movements, which are typical for this time of year.
3.0 26 Achieving higher net inflows from private transfers
Qt @ QI Q3 Q1 @3 Q1 Q@3 Q Q3 compared to the previous quarter is due to the
2010 2011 2012 2013 2014 2015 . .
Source: NBRM. growth in foreign cash purchased on the currency

exchange market®, amid reduced official

3 The calculations use the projected amount for the nominal
GDP.

% Assessment of remittances in cash use the data on foreign
cash purchased on the currency exchange market.
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Contribution of current account components in transfers. The deficit in primary income is virtually

its quarterly change unchanged compared to the previous quarter.

2.0 - (in p.p. of GDP)

The annual analysis of the current
and capital account suggests improvement
of the deficit by 0.3 percentage points of
GDP as a result of the favorable trends in
the balance of trade in goods and services.

1.5

1.0

0.5

0.0

03 " S The driving factor of the positive annual change is
1.0 - Q4 2014 the growing surplus in the trade of services, which
15 - "q1 2018 !s largely explained by - the significar;gly Iov_ver
20 imports of  construction services (high

Goods Services Primary income Secondary income comparison base) and to a |esser extent by the

Sources NBRM increased exports of transport services. Improved

trade balance made an additional contribution to
Contribution of current account components in the narrowing of the current account deficit, given
its annual change R .
(in p.p. of GDP) the faster growth of exports relative to imports.
0.7 Contrary to these developments, the secondary
income recorded lower net inflows, which almost
fully reflected the drop in the transfers in the
"government" sector. Namely, during the second
quarter of the previous year there were higher
inflows of funds from the IPA funds of the EU,
which contributed to high official transfers in

1.0
0.8
0.6
0.4
0.2
0.0
-0.2
-0.4
-0.6

mQ2 2014
=Q3 2014
Q4 2014
1Q1 2015

-0.5
Good Servi Pri i S d i . . T
Source: NBRM, erviees  TImaIyIncome secondaly Neme secondary income. At the same time, the deficit in
primary income has registered a slight increase
Balance of goods and services due to higher net outflows based on income from
(annual change, in EUR million) .
300 investments.

According to the latest data on the
balance of payments, in July 2015 the
current and capital account registered
surplus of Euro 31.8 million, which is twice
higher compared to the same month last year.
These favorable developments in current

-200

Credit .
-300 Debit transactions came as a result of almost all the
e e e ¢ Goods and services

400 = individual components of the current account, with
QL Q3 Q1 Q3 Q1 Q3 01 Q3 Q1 Q3 Q1 the exception of primary income. The largest

2010 2011 2012 2013 2014 2015 . . . .
contribution was that of the lower deficit in foreign
* Postive change in the import of goods mean it's decrease.

Source: NBRM. trade in goods and services, followed by
somewhat higher net inflows of secondary income.

3 In April 2014, exceptionally high outflows for construction
services were registered, which were acquired on the basis of
advances for construction work on the highway construction
projects. This transaction was simultaneously recorded in the
financial account, as net-creation of liabilities on the basis of
loans earmarked for financing road infrastructure, in the same
amount as in the services, so that the net effect on the balance
of payments in the respective period is neutral.
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Box 2: Foreign trade of goods and movement of the Nominal and the Real
Effective Exchange Rate (NEER and REER)*’

In the second quarter of the year, foreign trade of goods amounted to Euro 2,517
million (28.1% of GDP), registering growth of 12.5% compared to the previous quarter.
The quarterly increase was due to the growth in both the export and the import components. Relative

to the first quarter of the year, exports

Exports, imports and trade deficit increased by 11.3%, with improved export
(quarterly rate of change, in %) performance of the new industrial facilities in
the economy and increased exports of food,

20 - which is typical seasonal pattern for this

quarter of the year. Realized quarterly import
104 growth of 13.3% was driven by the higher
o4 g[ investment import of equipment and

machinery, and imports of raw materials for

30 A

-10 1 the two significant traditional industries,
A SR A S 2‘3115 @ textiles and metalwork. The changes achieved

in both components of foreign trade led to the
-30 - '='52§3;t5°f expansion of the negative trade balance of
Source: SSO and NBRM. 18.1% compared to the previous quarter,
* Negative change in the trade balance indicates contraction of the deficit. which was entirely due to the hlgher non-

energy deficit.

The analysis on annual basis points to further growth of foreign trade in the second quarter (of
9.2%), driven by the growth in both components. The export activity continued to grow in the
second quarter of the year, recording an annual growth rate of 10.3%. New export capacities
remain the main engine of growth where more significant increase in exports compared to the same
period last year was noted, with higher exports of chemical products and machinery and equipment.
Export growth was also a result of the higher exports of the metal processing industry and export of
ore, though with considerably less intensity. Reduced global demand for metals, particularly driven by
deteriorating expectations for the Chinese economy, led to a significant decline in the prices of nickel*
and copper, causing downward pressure on export prices and the Macedonian metal processing and
mining sectors. Unfavorable conditions for trade were offset by higher volumes exported, providing a
moderate annual growth in the exports of these sectors. On the other hand, the export activity of the
other traditional export branches, tobacco and textiles, decreased in comparison to the second quarter
last year. Export performances were reflected on the import side, where growth of 8.4%
annually was registered. Raw materials component of new foreign companies in the economy is a
pivotal factor in the growth of imports, creating higher import pressures in equipment and machinery
and nonferrous metals. Increase in investment imports in machinery and equipment was registered
also in the other economic entities. In the second quarter of the year there was an annual increase
also in the import of food, as well as further growth of imports of raw materials for the metal industry,
in accordance with the performances on the export side. Higher imports of food are driven by the
growth of imported quantities, in conditions when world food prices have reached their lowest level in
the past five years. The downward trend in global stock prices had a significant effect on the imports
of energy. The prolonged decline in the price of crude oil is reflected by further reduction of energy
imports on an annual basis. The price effect is particularly evident in oil derivatives, where reduced
import pressures reflect lower prices and simultaneous smaller quantity of imports. Changes in both
components of trade compared to the second quarter of the previous year caused a
moderate widening of the deficit in the trade of goods of 4.2%, entirely driven by the non-
energy balance in circumstances of narrowing energy deficit on an annual basis.

40 According to the Foreign Trade Methodology, data on the
export of goods are published on a f.o.b. basis, and on the
import of goods, on a c.i.f. basis.

“ In the second quarter of the year, stock market prices of
nickel reached the lowest value in the past six years.
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Export, by SITC 60 Import, by SITC
(contributions to the annual change, in p.p.) (contibutions to the annual change, in p.p.)

50

s Miscellaneous manufactured articles ‘s Miscellaneous manufactured articles
40 == Machinery and transport equipment % s Machinery and transport equipment.
1 Manufactured goods classified by materials ‘s Manufactured goods classified by materials
. fbc;‘emlca\ Products ) &= Chemical Products

ineral fuels, lubricants and related materials 30 = Mineral fuels, lubricants and related materials

- Crude materials, inedible, except fuels

s Food, beverages and tobacco

s Crude materials, inedible, except fuels
s Food, beverages and tobacco

Ql Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 QI Q2 Q3 Q4 Q1 Q2
2010 2011 2012 2013 2014

Q1 Q2 Q3 04 O Q2 Q3 Q4 QL Q2 Q3 Q4 Q1 Q2 Q3 Q4 QL Q2
2011 2012 2013 2014 2015

Source: SSO and NBRM.

The analysis of the import of goods under the System of National Accounts (SNA) indicates
that in the second quarter of 2015, the intermediate products remain a category with dominant
contribution to the annual growth of imports. Further growth was recorded also in the import of goods
for personal consumption and import of capital goods, while the reduction in the energy imports acted
in the opposite direction. The analysis of individual components of imports for personal consumption
indicates the dominant contribution of the import of food for personal consumption to the growth of
this component, coupled with more moderate import pressures from consumer goods and passenger
vehicles. Overall, the annual growth in imports for personal consumption remains moderate, despite
the acceleration compared to the previous quarter, indicating absence of significant pressures on
imports through this channel.

The latest available data on foreign trade for July and August indicate a certain slowdown in
both components annually. Exports of goods grew by 1.4%, predominantly driven by the favorable
export performances of the new capacities in the economy, amid an annual decline in the exports of
traditional sectors. Slowdown in the annual growth is evident also on the import side (to 0.7%), amid
more intense import of raw materials for the new companies and a further decline in energy imports.

2 Imports of goods, SNA* Imports of goods for personal consumption
(contributions to the annual change, in p.p.) 0 (contributions to the annual change, in p.p.)

7.7

A

® Consumption goods

uFood for personal consumption
-6  Passenger motor cars
#Personal consumption

QI Q@ @ ®» Qo Q@ 8 ™ o Q@ 3 & Qo Q

2012 2013 2014 2015 8
wPersonal consumption @ Capital goods ~ wEnergy  wIntermediary goods ~ mOther Ql Q2 Q@ Q4 Q1 Q@ @8 ¥ Q1 Q@ B 4 Q Q@
e - 2012 2013 2014 2015
* Classification: System of national accounts (SNA).
Source: NBRM. Source: NBRM.

The analysis of foreign trade by individual trading partners indicates that the
European Union remains our most important trading partner also in the second quarter of
2015, recording a share of 68.6% in the total foreign trade. Observing the export component, exports
to Germany, as a market to which most of the export activity of new industrial capacity in the domestic
economy is targeted, remain the dominant driver of the annual growth. Favorable export performances
of these companies led to higher exports also to Spain and Romania, while a decline was registered in
the exports to two traditionally important trading partners from the EU, Italy and Greece. The reduced
sale of the metal processing sector to European markets, particularly evident in the case of Italy, was
compensated by an increase in the exports to Asian economies, China and Taiwan. The annual import
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growth is due to the increase of imported raw materials for the new facilities, reflected mostly by the
higher imports from the South African Republic** and Germany. In addition, more moderate increase in
the imports of goods for the needs of foreign companies in the domestic economy was registered from
the Netherlands, Russia and Romania, as opposed to the smaller import of non-ferrous metals from the
UK. In terms of balances, the largest contribution to the widening of the trade deficit on an annual
basis is that of the increased trade deficit with the South African Republic and Russia, while in the
trade with the European Union and China a decline in the negative trade balance was registered. The
further increase in the surplus with Germany and the reduced deficit with the UK contributed to the
improved position in the foreign trade with the EU.

Export of goods, by countries in the second quarter Import of goods, by countries in the second
of 2015 (share, in %) quarter of 2015 (share, in %)

®Bulgaria B Germany B Greece = Bulgaria = Germany = Greece
mItaly B Croatia m Kosovo Source: SS0. H Jtaly ® Great Britain = Turkey
Source: SSO. m Serbia m Other counties Russia Serbia Other counties

The export performances of the domestic sector in the past period have been
supported by the improvement observed in the indicators for measuring the
competitiveness of the domestic economy by the consumer prices and by the producer
prices. Namely, after a longer period of appreciation in these indicators, favorable movements in
relative prices in the past year contributed to generally downward trends in the overall indices by
creating conditions for depreciation. Consequently, the movement of the indicators of price
competitiveness in the second quarter recorded an improvement in the competitiveness of
the domestic economy compared to the previous quarter. The REER deflated by consumer
prices depreciated by 2.2%, while the REER deflated by producer prices depreciated by 2.8% on a
quarterly basis. These positive results, beside the favorable developments in the nominal effective
exchange rate, which dropped by 1.7%, mainly due to the appreciation of the Russian ruble relative to
the denar, reflect the favorable price ratio between domestic and foreign prices. Namely, the relative
consumer prices registered a decline of 0.5% on a quarterly basis, while the relative costs of industrial
products depreciated by 1.2%.

“2 Higher imports from the South African Republic were entirely
due to imported platinum. Namely, this economy is the largest
world producer, with nearly 80% of the world production of
this precious metal in 2014.
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NEER and REER Relative prices
(according to CPI and PPI, 2010=100) (2006=100)

110 4 108 -
106 -
104 -
102 -
T 100 -
98 -
appreciation 9 - T
94 -

90 - o -
e=mNEER ~ emmmREER_CPI  ====REER_PPI %0 |

105 4

100

95 4

appreciation
== Relative prices (domestic/foreign inflation) 2010=100

== Relative prices(domestic/foreign producer prices), 2010=100

[T T i S S ———— 88 — — — — — —
S 3886856208628 308208zd3 5538502828282 3332033I032
iy iy iy iy iy iy iy I I - - - iy = iy ﬁ - =
154 154 154 s s s s s s 154 o 154 154 154 154 o 154 &
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The analysis of the alternative REER* calculated with weights based on foreign
trade excluding primary products™ indicates an improvement in the price competitiveness
of the domestic economy compared to the previous quarter, although with significantly
more moderate intensity. Namely, REER based on producer prices depreciated by 0.1% on a
quarterly basis, while REER deflated by consumer prices depreciated by 0.7%. Such changes occur
amid mild depreciation of the nominal effective exchange rate (by 0.1%), unchanged relative
consumer prices and a decline in the relative prices of industrial products (by 0.6%).

NEER and REER, excluding primary commodities Relative prices, excluding primary commodities
115 4 (according to CPI and PPI, 2010=100) 115.0 - (2010=100)
110 110.0
105 105.0 |
100 T 100.0 -
95 - appreciation 95.0 4 appreciation
90 - 90.0 | e===Relative prices (domestic/foreign inflation) 2010=100
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~ (52 @ [s2] [o2) (52 o [s2] — m o~ [sa) (a2} 52 <+ 2] wn ~ [sa) © [s2] (o)) [s2] o [s2] — [s2] o~ [sa] (2] 52 < [sa) n
£ 5588888 8 °¢g £°8°8°8°8°%°8 8 T8 “¢&
- - - - - iy - — — - iy - - - - - - —
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Source:NBRM. Source:NBRM.

3 Pronounced depreciation of the Russian ruble in 2014, which
was caused by factors that are not only economic, points out
some problems in analyzing the indicators of price
competitiveness of the domestic economy by including volatile
currencies such as the ruble. Therefore, it is more appropriate
to analyze the price competitiveness indicators through the real
effective exchange rate indices calculated by using weights
based on the foreign trade without primary products. In this
way some volatilities related to changes in currencies sensitive
to trends in world stock prices are eliminated and appropriate
focus is put on structural factors that encourage
competitiveness of the economy.

* Primary products that are not included in the calculation are:
oil and oil derivatives, iron and steel, ores and imported raw
materials for the new industrial facilities in the free economic
zones. For more detailed information on the methodology for
calculating the real effective exchange rate visit:
http://nbrm.mk/WBStorage/Files/Statistika REDK Informacija
za promenite na metodologijata za presmetuvanje na realni
ot ef ektiven devizen kurs na denarot mak.pdf3
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The latest data for July and August indicate mild quarterly appreciation of the REER indices.
The index deflated by consumer prices appreciated by 0.9% and the index calculated by the prices of
producers of industrial products registered an appreciation of 1.2%, driven by the appreciation of the
nominal effective exchange rate. On the other hand, the REER calculated by using weights based on
foreign trade without primary products registered diverging trends, due to the different directions of
change in relative prices amid mild appreciation of the nominal exchange rate (by 0.3%). Namely, the
index calculated on the basis of the consumer prices remained unchanged as a result of the favorable
changes in relative prices, while the index deflated by producer prices recorded a slight appreciation,
amid further decline of foreign over domestic prices.

1.6.2. Financial account

In the second quarter of 2015, the
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financial account registered marginal
inflows of Euro 5.1 million or 0.1% of GDP
on a net basis*’. In the analyzed period, foreign
direct investments and trade credits were the main
sources of financial net inflows. These flows were
largely offset by the net outflows in all other
components, mainly currency and deposits. After a
long time, the structure of foreign direct
investments registered predominantly non-debt
flows i.e. net inflows of equity capital and
reinvested earnings, with significantly smaller
share of the debt component. At the same time,
trade credits and advances positively affected the
financial account. The trend of negative flows in
the category currency and deposits continued also
in the second quarter of the year. High net
outflows generated in other sectors were partially
mitigated by the withdrawal of deposits from
foreign banks in the domestic economy with
depository institutions. The quarterly analysis
points to realized positive financial flows, as
opposed to the extremely high net outflows
recorded in the previous quarter. This
improvement stems from the significantly lower
net repayments on the basis of government loans
(in the previous quarter the early repayment of
the remaining part of the PCL to the IMF was
made) and the simultaneous net inflows on the
basis of trade credits and advances as opposed to
the net outflows in this category in the first
quarter of 2015.

In terms of the annual changes, realized
financial net inflows were almost unchanged
compared to the same period last year. The
movements in trade credits and advances, and
foreign direct investments are more favorable,

% According to the new methodology for compilation of the
balance of payments (BPM6), the terms net inflows and net
outflows denote net incurrence of liabilities and net acquisition
of financial assets, respectively.
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Contribtions to the quarterly change of the
financial account
(in p.p. of GDP)
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while loans and currency and deposits
deteriorated. Thus, trade credits and advances
registered net inflows, as opposed to the minimal
net repayments made in the second quarter of
2014, while direct investments realized higher
inflows due to the positive reinvested earnings,
and higher inflows of equity capital. On the other
hand, in this quarter the financial loans registered
small repayments on a net basis, as opposed to
the net borrowing in the second quarter last year.
This movement is largely a result of the extremely
high withdrawals in public companies in April
2014, which generate high comparison base.
Further growth in net outflows realized in currency
and deposits of other sectors also contributed to
the less favorable position in the financial account
on an annual basis.

In July 2015, the financial account of
the balance of payments registered a net
outflow of Euro 71.2 million on a net basis.
Net outflows reflect the net repayments in trade
credits and net outflows in the category currency
and deposits, amid further favorable trends in
foreign direct investments.

At the end of the second quarter of
2015, the gross foreign reserves were
valued at Euro 2,254.8 million, which is a
quarterly decline of Euro 100 million. The
reduced level of foreign reserves is due to the net
sales of foreign exchange by the NBRM, net
outflows of funds on the basis of transactions on
behalf of the government, in the absence of major
inflows of foreign borrowing. During this period a
decline in the market value of reserves was
registered as a result of calculated negative price
and currency differences, given the reduced price
of gold and the depreciation of exchange rates on
international financial markets. According to the
latest available data, at the end of September, the
foreign reserves amounted to Euro 2,187.4 million,
which is an additional decline of Euro 67.5 million
relative to the end of the second quarter of 2015.
The reduction in foreign reserves was mostly due
to transactions on behalf of the government, i.e.
the regular servicing of the government liabilities -
repayment of interest on the basis of the third
Eurobond and reduced market value of the
reserves as a result of calculated negative price
and currency differences, amid lower gold price
and depreciation of exchange rates on
international financial markets. Regarding the
NBRM interventions, it should be emphasized that
after the sale of foreign currency in the first half of
July, the foreign exchange market was stable, and
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starting from the end of July and during August
the NBRM intervened by purchasing foreign
currencies. The analysis of foreign reserves
adequacy indicators shows that they move within
a safe zone.

1.6.3. International investment position™ and
gross external debt

At the end of the second quarter of 2015,

International investment position the negative international investment

. (% of GDP) position*’ of the Republic of Macedonia
0 | amounted to Euro 4,799.8 million or 53.6%
0 | RREE et of GDP, which is a quarterly deterioration of 2.2
* R | e o e S8 pp of GDP. The analysis of the nominal amounts
20 | reflects a deterioration of the international
::z:“AA alalalalalalalalalalalalalalalala financial position of the country, amid reduction of
ol 825 selaey g eqaeen e international assets and faster growth of
o0 | TR R e 0 ) e e g 00 TR international  liabilities.  7he  sector-by-sector
120 1 analysis points to the fact that the quarterly

-140 - . .
Qo0 Q3 Qion @ Qo Q3 QA Q3 Quom & s fcrease was mostly due to the higher net

 International assets w International liabilities AIIP, net liabilities in "other sectors of the economy " and
Source: NBRM. the deteriorated position of the net assets of the
central bank as a result of lower foreign reserves.
Additionally, growth was recorded also in the net
liabilities of depository institutions. On the other
hand, quarterly decrease was registered in the net
government liabilities, as a result of reduced
liabilities based on debt portfolio investment, and
as a result of lower liabilities based on long-term
loans.

6 The analysis in this section is entirely based on data on the
international investment position compiled under a new
methodology. Namely, in July 2014, the NBRM started
disseminating data on the international investment position
(IIP) and gross external debt of the Republic of Macedonia,
according to the new international statistical standards defined
by the Balance of Payments and International Investment
Position Manual (BPM6) and the External Debt Statistics (2013).
For more detailed information on the methodological changes,
visit the NBRM website
(http://nbrm.mk/WBStorage/Files/Statistika Informacija za pr
omenite vo platniot bilans megunarodnata investiciska pozici
ja_i nadvoresniot dolg koisto proizleguvaat od primenata na
novite _megunarodni_statisticki standardi.pdf).
47 In the second quarter of 2011, the NBRM began concluding
repo and reverse repo transactions. These transactions
represent an investment opportunity to use portfolio securities
to provide additional income. Conclusion of repo transactions
incurs liabilities. At the same time, the claims created from
entering into reverse repo agreements increase gross claims.
The NBRM simultaneously carries out matched conclusion of
repo and reverse repo agreements in nearly identical amounts.
In general, as they are concluded concurrently, these
transactions have a neutral net effect on net basis, i.e. they
appear in almost identical amount on both liabilities and assets
side, and therefore do not affect the total net IIP nor the total
net external debt.
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On an annual basis, however, a decrease
was registered in the net liabilities to the rest of
the world by 1 percentage point of GDP, due to
the intensive growth of international assets, and
the slight reduction in international liabilities*. The
analysis by individual sectors indicates
improvement mainly in the central bank and the
depository institutions. Positive developments in
the central bank arise from the annual increase in
net assets due to higher foreign reserves, mainly
due to the inflows from the third Eurobond issued
in July 2014. Also, a positive annual change was
registered in the position of depository institutions,
where the lower net liabilities mainly resulted from
the growth of net-assets in the form of currency
and deposits. In contrast, changes in the
"government" sector acted towards deterioration,
which is caused by the growth of liabilities based
on debt portfolio investments.

As of the end of the second quarter
of 2015, the gross external debt stood at
Euro 6,342.2 million, or 70.8% of GDP,
which is an increase of 1.1 percentage
points of GDP, on a quarterly basis. If the
effect of the repo transactions of the central
bank is excluded, the growth is more
moderate and equals 0.3 p.p. of GDP*., The
quarterly growth of gross external debt arises from
the higher private debt, as opposed to the
declining public sector debt. The higher private
debt is primarily a result of higher liabilities to
foreign direct investors, and the higher liabilities
based on trade credits and advances and short-
term loans to the non-banking sector. In terms of
the public debt, a decrease of long-term liabilities
based on debt securities and loans to the central
government was registered.

Annually, the gross external debt
excluding the repo transactions, grew by
10.5% or 3.3 percentage points of GDP. The
annual growth in gross debt is due to the
higher public debt (by 3.8 percentage points
of GDP), with a simultaneous annual decline
in the private sector debt (of 0.4 percentage
points of GDP). The fast growth in public debt is
due to the increased external borrowing of the
central government in the form of long-term debt
securities, as well as the growing debt of public
companies through long-term loans for support of

* The analysis of negative debt position in nominal terms
indicates an annual growth of 3%.

* The overall analysis below relates to gross external debt
without the central bank liabilities based on repo transactions.
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road infrastructure®. In terms of the private sector
debt, a decline was registered in the non-banking
and banking sectors, which is partially mitigated
by the higher liabilities to foreign direct investors.

Generally, the external indebtedness
indicators of the national economy still show that
the gross external debt is in the safe zone. The
only indicator that classifies the economy in the
group of highly indebted countries is the share of
the gross external debt in GDP. The analysis of the
dynamics of external debt® indicates unfavorable
annual movements in almost all solvency
indicators in the second quarter. On the other
hand, liquidity indicators suggest a favorable
external position, with significant annual
improvement in all indicators and full coverage of
liabilities based on short-term debt with residual
maturity with the foreign reserves.

At the end of the second quarter of the
year, net external debt, as an additional indicator
of the external position of the economy, amounted
to Euro 2,071.1 million or 23.1% of GDP, which is
an annual growth of 2.1 percentage points of GDP.
Slower growth of the net external debt relative to
the growth of gross debt is due to the higher level
of gross external claims (by 1.2 percentage points
of GDP).

% In July 2014, the government issued the third Eurobond in
the amount of Euro 500 million. This high inflow was partially
offset by the early repayment of the debt to the IMF
(Precautionary Credit Line) in February 2015.

5t The analysis of external indebtedness indicators uses
balance of payments data in accordance with the Balance of
Payments and International Investment Position Manual
(BPM6) and data on gross external debt according to the
External Debt Statistics (2013). The methodological changes
caused no changes in the overall level of external debt, but
only affected the maturity and sector structure of the debt.
Accordingly, under the new methodology, the level of short-
term debt is lower at the expense of the increase in long-term
debt component, which caused changes in the liquidity
indicators, i.e. their improvement relative to the analyses based
on data from the previous methodological framework. On the
other hand, the methodological changes in the export of goods
and services and other inflows caused deterioration of the
indicators for the share of export of goods and services and
other inflows in the gross external debt and debt service in
relation to export of goods and services and other inflows,
compared with the indicators relevant prior to the
methodological changes.
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Solvency Liquidity
Interest payments/ Gross debt/ Export . . Foreign reserves/ 5
Indicators for Export of goods of goods and Gross debt/ Debt servicing/ Export Foreign Short-term debt, Short-term
external indebtness | and services and  services and other GDP of goods and services | reserves/ Short: with residual debt/ Overall
. . and other inflows term debt - debt
other inflows inflows maturity
in % ratio ratio in %
31.12.2004 2.41 129.3 47.3 12.4 1.14 0.89 30.3
31.12.2005 2.66 147.0 54.2 11.06 1.67 1.04 26.7
31.12.2006 3.44 131.3 49.8 21.7 1.95 1.34 29.0
31.12.2007 2.78 119.3 51.3 19.4 1.35 1.08 39.8
31.12.2008 2.66 116.9 54.1 10.2 1.29 0.95 35.2
31.12.2009 2.43 131.0 57.8 11.8 1.29 0.94 32.9
31.12.2010 3.22 140.4 59.7 13.9 1.49 0.99 27.9
31.12.2011 3.12 148.4 64.6 16.8 1.78 1.18 25.2
31.12.2012 2.92 141.9 67.6 13.1 1.64 1.03 26.7
31.12.2013 2.51 137.3 67.4 15.8 1.64 1.08 23.3
31.03.2014 3.02 132.8 65.9 17.3 1.41 0.95 25.9
30.06.2014 3.02 135.7 67.4 17.3 1.33 0.90 25.8
30.09.2014 3.02 150.5 74.7 17.3 1.74 1.16 23.2
31.12.2014 3.02 149.4 74.2 17.3 1.82 1.13 22.3
31.03.2015 2.81 138.5 70.2 20.5 1.77 1.13 22.2
30.06.2015 2.81 139.0 70.5 20.5 1.66 1.07 22.7
_ Moderate 12-20% 165 - 275% 30- 50% 18- 30% .00
Iindebtedness criterion

*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.

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.

I1. Monetary policy

During the third quarter of 2015, the NBRM kept its policy rate unchanged
at 3.25%. Besides the interest rate, the amount of CB bills that NBRM offers at
the auctions was unchanged. This decision was based on the JIatest
macroeconomic projections of April and the recent performances of the key
macroeconomic and financial indicators. Analyses have shown that the economy
continues to recover at a solid pace, without price pressures and amid further
maintenance of an adequate level of foreign reserves. Such trends indicated
existence of appropriate environment for sustained recovery of private sector,
and it was again assessed that the domestic economy is sufficiently supported
through the monetary policy measures. The risks for the domestic economy,
associated with domestic political developments and economic and political
developments in Greece during this period decreased, and their effects were
assessed as limited and mainly realized through the expectations channel Aimed
at preserving the trend of deeuroisation and further support of the savings in
domestic currency and in the long term, the NBRM in August made changes in the
reserve requirement instrument setup, as well as in the mechanism of
participation of banks in the auctions of CB bills, which are expected to support
savings through greater supply of savings products in denars with stimulative
interest rates. The NBRM will continue to monitor closely the situation in order to
make timely and adequate accomodation of monetary policy.

Based on the regular assessment of

the recent macroeconomic and financial
developments, at the meetings held during
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the third quarter®’> of 2015, the NBRM
Operational Monetary Policy Committee
decided to keep CB bill interest rate at
3,25%. It was also decided to keep the
amount of CB bills that NBRM offered at the
auctions at the same level. The latest
performances in key macroeconomic indicators
pointed to no significant changes in the
environment for conducting monetary policy
compared to the previous estimates. In the third
quarter the foreign reserves declined, due to
regular settlement of external obligations of the
state and negative currency and price changes.
Foreign exchange market in the third quarter was
basically balanced, with a small amount of
interventions on a net basis. Seen dynamically, in
the first half of July, the NBRM intervened with net
sale of foreign currency on the foreign exchange
market, followed by stabilization of the
movements. Already by the end of July, with the
beginning of the season of high foreign exchange
inflows, the NBRM started to intervene by
purchasing foreign currency, which continued
during August. In September no transactions with
market makers in the foreign exchange market
were realized. The indicators of reserve adequacy,
remained at an appropriate level, enough to cope
with eventual shocks. In the third quarter, the
annual rate of inflation decreased by 0.2% on
average, as a result of lower energy prices, amid
growth in food prices and core inflation. Core
inflation annually averaged 0,7%. Inflation
performances in this period registered a slight
downward deviation compared to the April
projection. The real sector performances remain
solid. Available high frequency data during the
quarter showed that growth in economic activity
continued in the second quarter, which is
confirmed by official data on GDP. Hence, the rise
in GDP in the second quarter was within the
projected, and recent short-term data pointed to a
continuation of these trends during the third
quarter. In terms of the credit market, in the third
quarter of 2015 total loans recorded a slowdown,
due to reduced lending to enterprises, while
household loans continued to grow at a
moderately slower pace. The changes in total
loans may partly be due to seasonal factors, and
may in part be a reflection of the uncertain
domestic and global environment. The annual rate
of growth of total loans in September was below
the projection for the third quarter, indicating a

52 During the quarter, the NBRM’s Operational Monetary Policy
Committee held three sessions on 14 July 2015, 11 August
2015, and 15 September 2015, when it reassessed the
monetary policy setup.
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possible deviation from the projected dynamics. In
terms of risks, achieving domestic political
agreement and the conclusion of the third
program of financial aid to Greece by international
lenders have contributed to the stabilization of
expectations and reduced the risks of non-
economic factors for the domestic economy,
following their peak in the second quarter. The
effects of these developments remained limited

Interest rate spread during the third quarter, mainly realized through

95 - (in percentage points) the expectations channel. However, although
g9 | reduced, the uncertainty remains in the
&2 1 environment, not excluding the possibility of
227 delayed effects in the next period. This statement
g9 ] is additionally supported by the latest information
39 from the international environment, which
i indicates a moderate increase in the risks
gg compared with April pro_jections. This primarily
%Eg 1 relates to development_s in the eurozone, where
- the latest ECB projections indicate weaker
Tz g g = o ® T expectations about the GDP growth in the euro
§ 8 8 8 ]88 ] & 8§ area in the forthcoming period in comparison to
between NBRM CB bills -28 days and ECB policy rate the June projections, primarily due to the

between SKIBOR-one month and EURIBOR-one month slowdown in the emerging economies and

Source: NBRM, ECB (www.ech.int) and De Nederlandsche Bank (www.statistics.dnb.nl). economic and political developments in Greece.

This situation imposes the need for continuous
monitoring of performance and regular
reassessment of the risks. Leaving the zone of
accomodative monetary policy in the next
period will depend on the materialization of
identified risks and the effects on the
external position of the economy and on
foreign reserves.

In the third quarter of 2015, the ECB

intterest rate spread gﬁg"‘f'gfe"ign kept its policy rate unchanged, after its last
currency deposits (outstanding cut in September 2014 to a level of 0.05%
and continued to further implement the

program for purchase of securities. At the last
meeting of the ECB*® about the monetary policy,

4.5

3.0
2828 2727

025255434, " held in early September, the allowed amount that
2.1 .

the ECB buys under the program for purchase of
securities was increased from 25% to 33% of
emissions of certain securities, which contributes
to increasing the flexibility of the program. Thus, it
maintained the accomodative nature of the
monetary policy in the euro zone, whereby the

5888dY5*Rg85xRIS5x2955%
SR2_RS S S S = ECB expressed readiness to take additional
= = = = measures to ease monetary policy if the need
e Interest rate of denar deposits . . .
_ _ arises for such a move in the next period. In such
L Interest rate of foreign currency deposits i .
conditions, the interest rate spread between the
Source: NBRM e [nterest rate spread (RHS)

interest rate on CB bills of NBRM and the key
interest rate of the ECB in September remained at

53

https://www.ecb.europa.eu/press/pressconf/2015/html/is15090
3.en.html

41



https://www.ecb.europa.eu/press/pressconf/2015/html/is150903.en.html
https://www.ecb.europa.eu/press/pressconf/2015/html/is150903.en.html

Quarterly Report, November 2015

3,2 percentage points, which is distinctivesince
September 2014. During the third quarter, the
movements in short-term market interests on the
European and the domestic financial market were
relatively stable, with the interest rate spread
between one-month SKIBOR®>* and one-month
I . EURIBOR remaining at the same level as in the
nterest rate spread between interest . .
rates of denar and foreign currency previous quarter and was 1,5 percentage points.
Within the banking sector, in the newly received
deposits, the interest rate on Denar deposits in
August decreased compared to the end of the
previous quarter, while interest rate on foreign
currency deposits realized minimal growth. These
developments contributed to narrowing of the
interest rate spread between the Denar and
foreign currency interest rate from 0,7 percentage
points in June to 0,3 percentage points in August.

58 3O NSXEZMSXZYSXZnS3S Ei However, it should be borne in mind that the

o O O O O O o o o . . .

S8 NRKRS 8 8 8 interest rates on newly received deposits have
S Interest rate of denar deposics characteristic volatile movements®, which can
i Interest rate of foreign currency deposits result in frequent and temporary adjustments to

. e [nterest r: read (RHS) . .
Source: NERM et spree the interest rate spread. The interest rate spread

between interest rates on total denar and total
foreign currency deposits was stable in August and
amounted to 1,5 percentage points.

In order to encourage long-term savings
of the households in domestic currency and create
space to boost credit activity of banks, in August,
the National Bank Council adopted a Decision
amending the Decision on the reserve
requirement. The amendments lower the reserve
requirement ratio for banks' liabilities to natural
persons in domestic currency with contractual
maturity of over one year, from 8% to 0%,
making these liabilities receive the same treatment
as liabilities over two years, for which rate of 0%
since 2012 is already applied. Given that with the
amendment banks are exempt from the reserve
requirement for deposits of natural persons in
denars with maturities greater than one year, the
measure is expected to contribute adequately to
higher offer of savings products in denars with
stimulative interest rates.

% Interbank interest rate on Denar deposits, calculated using
quotations of reference banks.

55 Volatility of interest rate on newly accepted deposits results
from the fact that they are driven by the volume of newly
accepted deposits (which can vary from month to month) and
their interest rate.
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2.1. Banks’ liquidity and interbank money market developments

Contribution to annual change in reserve
money
30 - (in percentage points)
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Source: NBRM
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Source: NBRM

During the third quarter of 2015,
bank liquidity®® increased by Denar 1.985
million, compared to the end of the second
quarter. Thus, in September the balances of
banks’ accounts with the NBRM* stood at Denar
17.894 million. In August, reserve money>®
increased by 8% on an anuual basis, compared to
June 2015, when it increased by 5,8%.

During the third quarter of 2015, the
autonomous factors, on a net basis, have
contributed to creating liquidity in the
banking system in the amount of Denar
1.890 million. The created liquidity almost
entirely was achieved through government
transactions, due to the reduction of government
deposits with the NBRM. Currency in circulation in
the third quarter acted towards withdrawing liquid
assets (in the amount of Denar 575 million), and a
small contribution in the same direction had
foreign exchange transactions of the NBRM with
market makers (amounting to Denar 159 million).

In the third quarter, the monetary
instruments of the NBRM, on a net — basis
had almost neutral impact on liquidity, that
is they contributed to the creation of
liquidity in the system in the amount of
Denar 95 million. In addition, during this
quarter, changes were registered in almost
all monetary instruments. During the third
quarter three CB bills auctions of NBRM were held,
using a volume tender and fixed interest rate of
3.25%. Moreover, at the auctions a moderately
lower demand compared to the supply was
registered, resulting in lowering of the level of the
bills. Following such developments, in the third
quarter CB bills acted towards creating additional
liquidity in the banking system (in the amount of
Denar 251 million). Also in August, the NBRM
Council adopted decision amending the Decision
on CB bills, which adapts the mechanism of
participation in the auction of CB bills of the
National Bank, where the main criterion will be the
participation of individual banks in total liabilities in

5 Refers to the change in banks’ account balances with the
NBRM.

7 Refers to Denar accounts of banks required to allocate
reserve requirement.

%8 Includes reserve requirement in foreign currency.
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domestic currency without FX clause®. The
changes are aimed at reinforcing the effectiveness
of the measures in the system of reserve
requirement aimed at further support of Denar
savings in the long run. Available seven-day
deposits and overnight deposits available, in the
third quarter on a net basis were higher by Denar
75 million and Denar 81 million, respectively.
Thus, through the deposit facility of the NBRM in
the third quarter liquidity in total amount of Euro
156 million was withdrawn, on a net basis. During
the quarter banks used repo auctions to provide
liquidity in order to overcome short-term liquidity
shortages. Matured funds were repaid in full, thus
on a cumulative basis this instrument, had a
neutral liquidity effect. In the third quarter of
2015, banks allocated surplus liquidity assets of
0,5% on average over the liability of the reserve
requirement (in denars), which is almost at the
average level of the previous quarter.

In the third quarter of 2015, the
interbank deposit market (unsecured
segment) reported a total turnover of Denar
13.764 million, which is 2.5 times more
compared to the second quarter of 2015. The
growth of activity on the interbank market is
explained by the increased demand for liquidity
assets by banks, especially in July, in
circumstances where autonomous factors on a net
basis acted towards withdrawing liquidity from the
system. Compared with the third quarter of the
previous year, the activity on the interbank money
market in the third quarter of 2015 was lower by
12,8%. Analyzed by maturity buckets, in the third
quarter, intraday transactions had a dominant
share in the total turnover on the interbank
deposit market, contributing with 69,3% to total
realized transactions, followed by transactions with
a maturity of seven days with share of 28,5%.
After a year break, on the interbank deposit
market transactions with a maturity of one month
were realized, representing 2,2% of total turnover.
The interbank interest rate for concluded
overnight transactions (MKDONIA) in the third
quarter remained relatively stable and averaged

% The current mechanism is implemented based on the
decision of the NBRM adopted in March, according to which the
formation of the bids of the banks in the auction of CB bills,
when applying tender with a limited amount and fixed interest
rate is taken into account the percentage share of the reserve
requirement in denars of each bank in terms of reserve
requirement in denars of the total banking system. Thus,
according to this mechanism, the maximum amount of supply
of each bank is calculated by applying its proper percentage
share in the total supply of CB bills, decreased by the amount
of past due CB bills of the Macedonian Bank for Development
Promotion AD Skopje.
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0,98% (0,97% on average in the second quarter).
The interbank interest rate (MBKS) in the third
quarter registered a moderate growth and
averaged 1,08% (0,93% on average in the
previous quarter) which is explained by increased
trading with longer maturities of the interbank
money market. In the third quarter of 2015, on
the secondary money market transactions
were executed for a total of Denar 2.928 million,
mostly due to the concluded transactions in CB
bills which accounted for 69,3% of total
transactions. The CB bills traded on the secondary
market had maturities of 7, 28 and 35 days and a
yield of 1,3%, 1,75% and 2%, respectively.
Second by trading were repo transactions (with a
share of 20,5%) with a yield of 1,3% for
transactions up to one week. In addition,
transactions were concluded both in treasury bills
and government bonds, which accounted for 4,4%
and 5,8%, respectively, of the total transactions.
The return was 1,25% for treasury bills with a
residual maturity from 1 to 3 months, 1,4% for the
treasury bills with a residual maturity from 6 to 12
months, 2,14% on average for the government
bonds with residual maturity from 1 to 2 years and
5% for the government bonds with residual
maturity from 5 to 10 years. The total turnover in
the secondary market in the third quarter of 2015
is higher by almost 7 times on a quarterly basis.

2.2. Monetary and credit aggregates

Broad money M4 continued to grow during the third quarter of 2015 at a
similar pace of growth as in the previous quarter. The money supply growth is
due to the rise in almost all components from maturity and currency aspect, with
the exception of short-term deposits, which registered a further decline.
According to the sector analysis, household savings is the only driver in the
deposit base, while corporate deposits decreased as opposed to the
performances in the previous quarter. However, the monthly flows of household
deposits and enterprises are still volatile (second consecutive quarter),
suggesting potential effects on the savings from the shocks of domestic and
external character, present in the past period. The credit market shows solid
bank support to the "household” sector while corporate lending registered a
quarterly decline, mainly influenced by seasonal factors. The favorable
developments in the credit market in the third quarter as well as the
expectations for their continuation in the last quarter of the year are supported
by the answers of the banks in the last Lending Survey. Thus, banks point to
positive shifts on the supply side and the demand for loans in the third quarter
and keeping the stimulating effect on the credit activity of these two factors
during the last quarter.
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structural point of view
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2.2.1. Monetary aggregates

During the third quarter of 2015
moderate widening of the broad money M4
was registered at a similar pace of growth
as in the previous quarter (0,8% at the end
of September compared to 0,9% at the end
of June). However, the realized flows in the third
quarter are weaker than the average quarterly
increase in the money supply in 2013 and
particularly in 2014, mainly resulting from lower
realizations in the deposit base during this period.
In conditions of solid performance of the domestic
economy since the beginning of the year, the
relatively weaker performance may in part be a
reflection of the uncertain domestic and global
environment. Structure analysis shows that the
growth derives almost equally from the quarterly
increase of the most liquid monetary aggregate
M1 (currency in circulation and deposit money)
and long-term deposits, while short-term deposits
contributed to a slight decline in the money
supply. These developments are accompanied by
the maintenance of a relatively stable currency
structure of the broadest monetary aggregate,
with the share of foreign currency deposits in
money supply as of September amounting to
37,7% (from 37,9% at the end of June). On an
annual basis, the growth in monetary aggregate
M4 in September slowed to 6,2% from 9,2% at
the end of June.

The total deposits of the banking
sector at the end of September increased by
0,6% on a quarterly basis, compared to
0,8% at the end of June. Sectoral analysis
indicates increase in total household deposits,
amid realized decline in corporate deposits, as
opposed to the performances of the previous
quarter, when corporate deposits explained the
overall quarterly growth. On a quarterly basis,
total household deposits in September increased
by 0,7%, compared to the decrease of 0,7%
realized at the end of the second quarter.
Analyzed on a monthly basis, the increase in total
deposits was due to the performances in July and
September, while in August total savings of
households registered decline. These deposit
movements indicate still volatile movements in the
propensity of households to deposit assets in the
banking sector the second consecutive quarter, in
part perhaps due to the still present uncertainty
related to domestic political developments and
economic and political developments in Greece. On
the other hand, the budget consumption provided
support to the deposit growth during this period,
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Household deposits
2013 2014 2015
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3
quarterly change, in %
Total household 20 09 13 24 24 11 19 32 18 0.7 0.7
deposits

contribution to quarterly change of total deposits, in p.p.
Deposit money -0.1 0.2 -0.1 1.0 0.5 0.2 0.2 1.9 0.1 -0.2 0.3

Denar deposits 12 08 08 11 12 07 09 11 07 -04-01
FX deposits 08 01 06 03 07 02 09 02 10 -0.1 06
Short-term deposits 02 04 -02 -2 02 02 02 -02 1.1 -0.7 01

Long-term deposits 1.8 11 1.6 16 17 11 15 14 06 0.1 04
Source: NBRM.

Enterprise deposits

2013 2014 2015
QL Q2 Q3 Q4 QI Q2 Q3 Q4 Q1 Q2 Q3

KBapTaJsiHn NpoMeHH, BO %

Total household deposits -1.5 -78 91 41 17 -20 88 6.8 42 59 -1.2

contribution to quarterly change of total deposits, in p.p.

Deposit money -14 13 29 19 11 02 33 76 -43 81 0.6

Denar deposits 0.1 -13 26 16 02 -1.8 28 13 -1.7 -26 -0.4
FX deposits 03 -78 35 07 04 -04 27 -21 1.8 05 -14

Short-term deposits -1.5 94 50 21 03 -20 48 -24 -1.1 -1.6 -1.2
Long-term deposits 14 03 11 02 03 -0.2 0.6 15 1.2 -0.6 -0.6

Source: NBRM.

Interest rate of newly received deposits of
7 households, in %

5.9
mmmm Interest rate spread

Denar rate

e FX rate

4
3 2826, ,
H
2 Hr‘ JSEERE 1413
1 709080707 0.7 0.6 p.d o.s bAb
0
Ql. Q3 QL. Q3 QL. Q3 Q. Q3 Q. Q3 QL Q3*

2010 2011 2012 2013 2014 2015

*Q3 2015 refers to August.
Source: NBRM.

Interest rate of newly received deposits of
enterprises, in %
mmmm [nterest rate spread

== Denar rate

=FX rate

2 *Q3 2015 refers to August. Source: NBRM.
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mainly through the payment of subsidies and flood
damages as well as the payment of increased
social and permanent financial assistance®.
Structure analysis of the realized increase indicates
a positive contribution to all components of
household savings by maturity and currency
aspect, with higher contribution from long term
deposits and foreign currency deposits. Annually,
in September the growth of household deposits
slowed to 5,0% from 6,2% in June.

The total corporate deposits in the
third quarter of 2015 registered a quarterly
decrease of 1,2% as opposed to the growth
of 5,9% in the second quarter. According to
the analysis on a monthly basis, the moderate
reduction stems from the weaker performances in
July and September, while in August a significant
increase is registered on the deposit base. Such
volatile monthly flows of corporate deposits are
characteristic as of the end of 2014 and largely
determined by changes in demand deposits which
is probably explained by the need of the
enterprises for liquid assets in order to carry out
regular business activities. In this period, reduction
of the credit support from banks to this sector of
the economy is registered which further
contributes to reduced capacity of enterprises for
new savings. Structure analysis of the quarterly
growth from the maturity aspect suggests further
decline in short and long-term deposits. From
currency aspect, the decline was primarily due to
the foreign currency deposits, while the Denar
deposits registered a small growth on a quarterly
basis. Annually, in September corporate deposits
increased by 7,1%, which represents a significant
slowdown compared to the annual growth rate
registered in June (17,8%).

According to the analysis of the
yields from the new savings,® the household
sector shows a further decline in the Denar and
foreign currency interest rates by 0,2 percentage
points, thus at the end of August they amounted
to 2,4% and 1,1%, respectively. In newly received
Denar and foreign currency corporate deposits,
movements are divergent. Thus, compared to
June, the interest rate on Denar deposits

% In July 2015, the government increased social payments and
permanent financial assistance for socially vulnerable groups by
10%, and the increased compensation to families hosting
orphans by 25%.

51 As of January 2015, interest rate data of banks and savings
houses have been collected under the new interest rate
methodology, while data for the previous period were collected
under the old methodology. For more detailed information see
Quarterly Report, May 2015, p 53.
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Quarterly growth of M4 and contributions to
growth, from balance sheet point of view
(inp.p.)
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decreased by 0,2 percentage points while the
foreign currency interest rate is higher by 1,2
percentage points. In such conditions, interest
rates on newly received Denar and foreign
currency corporate deposits in August amounted
to 1,1% and 2,5%, respectively. In terms of total
household deposits in August interest rates on
Denar and foreign currency deposits amounted to
2,7% and 1,2% respectively, while for enterprises,
Denar and foreign currency interest rates
amounted to 2,4% and 1,6%, respectively.

According to the analysis of money
supply from balance sheet perspective, the
monetary growth in the third quarter is
primarily determined by the growth of loans to
the private sector followed by net loans of the
government and the net foreign assets of banks.
On the other hand, the net foreign assets of the
NBRM contribute to reducing the broadest
monetary aggregate.

2.2.2. Lending activity

The total lending activity continued
to grow during the third quarter of 2015 but
at a slower pace compared with the previous
quarter. Thus, the quarterly growth rate of
total loans at the end of September
amounted to 1,2% from 2,7% in June.
Further favorable developments in the credit
market result from the continued strong support of
banks to the "household" sector, while corporate
loans register a moderate decline on a quarterly
basis. Such changes in corporate lending may
partly be due to seasonal factors, taking into
account the historical achievements of often
weaker lending to this sector in July and August.
Such assessment is supported by the results of the
latest Lending Activity Survey® which signals
positive changes on the supply side and the
demand side of the credits from the private sector
during the third quarter. Also in August NBRM
made changes in the reserve requirement
instrument setup, which is expected to contribute
to encouraging long-term savings of households in
domestic currency and to release liquidity, which
opens space for greater lending activity of the
banks. In the period from July to August, certain
deterioration of the credit portfolio of banks is
registered especially in the corporate sector, which
contributes to moderate growth in the share of

52 More detailed information is available within Lending Activity
Survey:
http://nbrm.mk/?TtemID=F7AC78DEE498764FBAF39049F726C
E3C.
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doubtful and contested loans to total loans to
11,5% in September from 11,2% in June. These
developments are in part explained by the slowing
lending activity in this period, while the share of
doubtful and contested claims in total loans
continues to gravitate around the average for the
previous two years, which is approximately 11,6%.

Structure analysis of the realized growth
from maturity and currency perspective indicates
retention of the trends from the previous quarter.
Thus, long-term and Denar loans fully explain the
realized quarterly increase in total loans, while
short-term loans and credits in foreign currency
registered a quarterly decrease. On an annual
basis, total loans in September increased by 8,8%
(9% at the end of June).

In the third quarter, the utilization of the
deposit potential for lending to the private sector
increased third consecutive quarter as a result of
more intensive pace of growth of total loans
compared to the moderate increase in the deposit
base. Thus, at the end of September the ratio loan
/ deposit® amounted to 92,2% from 91,7% at the
end of June.

The solid growth of loans to the
household sector continued in the third
quarter of 2015, but at a slightly slower
pace compared to the previous quarter
(quarterly growth of 3,3% in September,
compared to 4,2% at the end of June). The
achieved growth largely remains due to the
increase in consumer loans, followed by housing
loans. Such performances, according to results of
the latest Lending Survey, in large part are
determined by favorable movements on the side
of the demand for loans, with higher demand
registered primarily in consumer loans followed by
housing loans. In terms of credit conditions, banks
indicate a moderate net easing of credit terms, but
with lower intensity compared to the previous
Survey. Structure analysis of the realized growth
from maturity and currency perspective indicates
that similar to the previous two quarters, in the
third quarter households were dominantly
indebted in the long term and in domestic
currency, amid a small positive contribution of
short-term loans and loans in foreign currency. On
an annual basis, total loans to households at the
end of September increased by 12,8% (12,4% at
the end of June).

63 According to monetary statistics data
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Loans to the corporate sector in the
third quarter registered a quarterly decline
of 0,4%, compared to the growth of 1,6% in
the previous period. The reduction in total loans
was conducted during July and August while in
September corporate loans register solid monthly
increase. Such trends in the third quarter have
been common for the past few years suggesting
probably seasonal adjustment of the credit activity
directed towards this sector. The temporary
character of the adjustment of corporate loans in
this period is additionally supported by the results
of the Lending Activity Survey. Namely, according
to the responses of the banks, in the third quarter
certain improvements are registered on the supply
side and on the demand side of loans. Thus, the
number of banks that indicate a net easing of loan
conditions increases, with a simultaneous increase
in demand for corporate loans. Within the non-
standard measure to encourage lending activity for
net exporters and producers of electricity in the
third quarter a decline in new loans was
registered, which was entirely due to the relatively
high monthly drop in the banks' loans approved to
net exporters during July®®, Analyzing the maturity
structure, there was a simultaneous decrease in
the short and long-term loans. In terms of
currency structure, similar to the previous quarter,
Denar loans continue to grow while loans in
foreign currency decreased. On an annual basis,
at the end of September, loans to enterprises
increased by 6% from 6,7% at the end of June.

The analysis of the conditions of
lending indicates divergent movements in interest
rates®® on the two most important sectors of the
economy. Thus, households have seen a
stabilization of the Denar interest rates on newly
approved loans amid growth in foreign interest
rates by 0,3 percentage points. On the other hand,
the corporate loans as of August recent data
indicate easing of the interest conditions by
reducing the Denar and foreign currency interest
rates on newly approved loans by 0,4 p.p and 0,5
p.p, respectively. Interest rates on fotal/ loans to
households and enterprises in August did not
register more significant changes compared to
June, stabilizing at 7% and 6,6%, respectively.

% In July, loans to net exporters declined by Denar 1.169
million, followed by moderate growth in August and
September. On a quarterly basis, loans to net exporters were
lower by Denar 478 million.

5 As of January 2015, interest rate data of banks and savings
houses have been collected under the new interest rate
methodology, while data for the previous period were collected
under the old methodology. For more detailed information see
Quarterly Report, May 2015, p 53.
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III. Public finances

The growth of budget revenues continued during the second quarter of
2015. On an annual basis, revenues in the Budget (central budget and budgets of
funds) increased by 11,3%, compared to 17% as was the growth in the previous
quarter. The significant increase in revenues is greatly due to the recent tax
changes which mean abolition of the anti-crisis measure that exempted retained
earnings of the companies from taxation. This is confirmed by the dynamics of
income tax revenues, which as of June exceeded the original plan for the entire
year by around 49%, contributing to the better performance of total revenues
compared to the plan for this time of the year. Budget expenditures have
continued to realize the projected pace in the second quarter and they were
higher by 9,3% on an annual basis, as opposed to 1,5% annual growth in the
first quarter. However, on a quarterly basis budget expenditures declined
moderately, which in terms of revenue growth contributed to a narrowing of the
negative gap between revenues and expenditures in the budget. Consequently,
the budget deficit in the second quarter was lower and amounted to 0,6% of
GDP (1,1% of GDP in the first quarter) and was financed from domestic sources.
Given the better performances in tax revenues compared to the plan and due to
the appropriate adjustment of expenditures in order to achieve set goals and
policies by the end of the year, Supplementary Budget for 2015 was proposed in
July, and adopted in August. With the Supplementary Budget an upward
correction of the revenue and the expenditure side was made, with an
anticipated realization of somewhat higher budget deficit of 3,6% of GDP (3,4%
of GDP according to the original plan). Total budget revenues and expenditures
continued to grow in the period from July to August when they were higher by
11,7% and 14,8%, respectively, on an annual basis.

During the second quarter of 2015,

Budget revenues and expenditure total revenues in the Budget®® on an annual

(in % of GDP) basis increased by 11,3%, compared to

14 -2 17% in the previous quarter. Seen as a share
5 _Reve”“fas of GDP, total revenues in the second quarter
= Expenditures "1 amounted to 7,3%, which is higher compared to

10 ~—Balance (right scale) the previous quarter (6,8%) and compared to the

\ same quarter of 2014 (6,9%). These shifts
8 : \i L 4 ., indicate further strong realization of revenues,
6 despite the slowing growth rate, which is largely
. » explained by changes in tax policy since the

beginning of 2015, which abolished the anti-crisis

- -3 measure (adopted in 2009) in which companies
are exempted from taxation on undistributed
< T earnings. Thus, tax revenues were the main driver

“g of growth in total revenues also during the second

& quarter (an annual rate of 10,7%), driven by the

growing realization of direct taxes and primarily
profit tax within their framework. However, the
pace of growth of revenues from profit tax slowed
down in the second quarter, which is explained by
high realization of this tax in March when the gaps

Source: Ministry of Finance

% Central budget and budgets of funds.
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are paid between the advance payments in the
previous year for the realized profit in tax balances

Contribution to annual change in total tax in the final account. Growth has also been

revenues, in p.p.

0. o Tt s registered in the collection of personal income tax,

— Excises whose rate of growth accelerated moderately on
Personal income tax .

VAT an annual basis, supported by favorable labor

20 1 evenues, y-oy change, in % m market movements, where since the beginning of

the year an increase in the number of employees
on annual basis is registered, followed with the
growth of nominal gross wages. Indirect taxes had
almost neutral contribution to the growth of tax
revenues in the second quarter, which is primarily
explained by the normalization of excise revenues,
after the high growth registered in the first
quarter’”. Changes in revenues from VAT and
import duties have registered further reduction on
an annual basis, but at a slower pace compared to
W3B0p: MAHUCTEPCTEO 33 UHaHCM. the previous quarter. Downward movements in

o . VAT revenues are characteristic since the

Contribution to annual change in total tax revenues, . . . . . -

» in p.p. beginning of this year, which in conditions of
registered growth in private consumption, is
probably in part due to the negative effects of the
drastic reduction in oil prices during this period.
Total social contributions continued to grow at an
accelerated pace compared to the previous quarter
(9,3% versus 7,1% annually in the first quarter),
i Direct taxes amid more intensive increase of collection in all

10 1 o et taxes subcategories.  The  evident increase in
-15 ——Total tax revenues, y-0-y change, in % contributions for pension and disability insurance,
20 e MmN cm e mameeamen and health insurance is probably due to the
RUTTURTICRTIORTIORTIORTTORT  |egislative amendments introduced earlier this year
e ity A ° " " ° that require payment of benefits for work
performed on the basis of copyright contracts®,

Budget expenditures composition and in part stems from the further growth of the

14 (in % of GDP) number of employees. Non-tax revenues in the
1 ® Capital expenditures second quarter on an annual basis were higher by
m Current expenditures 9,7% and had a moderate contribution to the

growth of total revenues in this period.

In the second quarter of the year, the
growth in total expenditure accelerated on
an annual basis and equaled 9,3% versus
1,5% in the first quarter. Thus, total
expenditures had a share of 7,9% of GDP,
98329833 8830885:38325  which is higher compared to the same
quarter of the previous year (7,6% of GDP),
Source: MoF and NBRM calculations. but is at a level similar to the performance in

% During the first quarter of 2015, revenues from excise taxes
on an annual basis increased by 49,1% higher, which is
probably a combination of multiple factors such as lower base
effect, introduction of new excise duty on oil coke, transferred
effect of last year's increase in excise duty on cigarettes per
piece, and regular growth of the amount of the excise duty
early this year.

6 These amendments were effective as of July. As of 1 August
the obligation to contribute to the work on the basis of
copyright agreements was abolished.
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Contribution to annual change in current the first quarter (8% of GDP). Observed from
expenditures, in p.p. individual categories of expenditure, the
accelerated growth of expenditures was entirely
due to the higher realization of the current
expenditures (with an annual growth of 12,2%),
of which the largest contribution was made by the
increased realization of the expenditures for
transfers. Total transfers in the second quarter
registered double-digit growth rate of 13,6%
annually, driven by the growth in the category
“other transfers”, after their decline in the first
Interest payments quarter. Su_ch shifts in “other transfgr;” are
s m Transfers probably driven by payments of subsidies to
Goods and services farmers. The growth of social transfers was at a
== Wages and allowances similar rate as in the previous quarter. In the

Source: MoF and NBRM calculations. . . .
second quarter, increased realization was recorded
also in the expenditures for goods and services,

20

15

10

-10

Budget balance financing

32,000 - (in Denar million) while the rise in the cost of wages and benefits
%31888 1 moderately accelerated annually and had a steady
%81888 1 contribution to the growth of current expenditures
12:380? in this period. Changes in capital expenditures
008 in the second quarter were of a declining nature
4:388 on an annual basis (decline of 16,3% versus
%%:888 3,8%in the first quarter), which contributed to the
%91:888 1 decline in the share of capital expenditures in GDP

232,000 - at 0,6% in the second quarter (compared to 0,7%

gooogooogooogooogooogooogoooge  of GDP in the previous and 0,8% of GDP in the
& o ] S b4 3 b4 &  second quarter of 2014).

[ Privatisations inflows I Domestic financing, net

C—External financing, net E===3 Change in deposits*

—— Budget balance Contrary to the intensified growth on

* Positive change- deposits withdrawal; negative change-deposits accumulation. an annual basis, on a quarterly basis bUdget
Source: MoF. expenditures declined moderately, which
amid revenue growth contributed to a

narrowing of the negative gap between

revenues and expenditures in the budget.

Share in total expenditures, in % Thus, the budget deficit in the second

100 quarter amounted to Denar 3.220 million, or
%0 0,6% of GDP, compared to 1,1% of GDP in

80 I II III II I the first quarter. In terms of financing, during
I II I I the second quarter budget deficit and liabilities

70

based on domestic and external debt were almost
entirely financed from domestic sources, through
withdrawal of deposits from the government
account with the NBRM and the issuance of
government securities in the domestic market.
Regarding foreign financing, small gross inflows
were realized which cover about 7% of the total
budget financing needs in the second quarter.
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© © N o o I Growth of total budget revenues

m Wages and allowances ® Goods and services continued in the per'°d from Ju'V to AUQUSt
Social transfers m Other transfers at an annual rate of 11,70/0, which is still
Interest payments Capital expenditures driven by growth in tax revenues. Moreover,

in this period certain changes are characteristic in
the structure of growth in tax revenues compared
to the previous quarter in the direction of
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Budget realization for Jan-Aug 2015*
(Central budget and funds)

Total revenues

Tax revenues
Contributions

Total expenditures
Current expenditures
Capital expenditures
Budget balance

m realization to plan, in % # annual change, in % (rhs)

* With respect to the Supplemmentary Budget for 2015.
Source: Ministry of Finance.
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increasing importance of indirect taxes. Thus, after
the registered decline since the beginning of the
year, revenues from VAT in the period July-August
registered growth, amid revenues growth from
import duties, which also had a negative impact in
the previous two quarters. Amid such shifts and
retaining of the growth of revenues from excise,
indirect taxes in the period July-August had a
greater contribution to the growth of tax revenues.
On the other hand, the growth of direct taxes in
this period decelerated, which is mostly due to the
decelerated growth of revenues from profit tax,
indicating gradual depletion of the effects of the
tax changes in this area since the beginning of the
year. In terms of other income categories, social
contributions continued to grow at an accelerated
pace compared with the second quarter, amid
registered growth in all types of contributions. In
parallel with the growth in revenues, in the
period from July to August growth of budget
expenditures was registered, which on an
annual basis were higher by 14,8%. The
growth of total expenditures in this period in more
significant part was conditioned by the increased
execution of the current expenditures in the form
of transfers (social and other transfers) and
interest payments. However, in the first two
months of the third quarter positive trends in
capital expenditures are evident, which after the
registered decline in the first and especially the
second quarter, now realized high growth of
34,8%. Such changes indicate a possibility of an
increased concentration of capital expenditures in
the second half of the year. In the period from
July to August was realized budget deficit of Denar
3.283 million. Budget financing needs again in
dominant part were provided through domestic
sources - withdrawal of deposits from the account
with the NBRM and issuance of government
securities in the domestic market.

The dynamics in the realization of the
budget from the beginning of the year
pointed to a better performance of budget
revenues compared to the initial plan, due to
which, together with the need for certain
budget allocations of the expenditure side a
Supplementary Budget of the Republic of
Macedonia was adopted for 2015. The
Supplementary Budget was adopted in August and
provides an upward correction of the revenue and
the expenditure side and slightly higher budget
deficit of 3,6% of GDP (3,4% of GDP with the
original plan)®®. Compared to the Supplementary

% For more details on the Supplementary Budget for 2015 see
within Appendix 1.
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Budget, the realization of total budget revenues in
the period January-August amounted to 62,4%,
with almost the same pace of execution of the
budget expenditures (62,5%). The budget deficit
for the period January-August amounted to 2,3%
of GDP, representing 63,6% of the projected
budget deficit for the year under the
Supplementary Budget.

According to the Ilatest available
data, the total public debt’® as of 30 June
2015 roguHa amounted to 43,7% of GDP’%,
which compared to the first quarter
represents a slight increase of 0,1
percentage points of GDP. Observed by
components, a small increase was registered in
the domestic debt, which as of the end of June
amounted to 14,5% of GDP (compared to 14,3%
of GDP in the first quarter), while external debt
registered a slight decrease on a quarterly basis
and at the end of the second quarter amounted to
29,2% of GDP (29,3% of GDP at the end of the
first quarter). Total government debt’® as of the
end of the second quarter amounted to 36,1% of
GDP (36% of GDP as of the end of the first
quarter), while the debt of public institutions”® was
maintained at the level of the previous quarter and
amounted to 7,6% of GDP.

7 The public debt is defined under the Law on Public Debt
(Official Gazette of the Republic of Macedonia No.165/14),
according to which it is the sum of the government debt and
the debt of public enterprises established by the state or
municipalities within the city of Skopje and the city of Skopje,
and companies that are wholly or predominantly owned by the
state or by the municipalities, the municipalities within the city
of Skopje and the city of Skopje, for which the Government has
issued a state guarantee.

1 In the calculations the October projection of NBRM was used
for the nominal GDP for 2015.

72 Government debt is defined as a sum of debts of the central
and the local government.

73 Tt refers to the guaranteed debt of public enterprises and
joint stock companies owned by the state, according to the
definition of the public debt of the Public Debt Law (Official
Gazette of RM No. 165/14).

55



Quarterly Report, November 2015

Budget of Republic of Macedonia (Central budget and budgets of funds)[]
. Contribution to y-o-y
Supplementar Y-o0-y changes, 2015 period K
Budget for y budget for Q1 Q2 Jul-Aug | over the same period from changes, 2015,’ period over
2015 N i the same period from the
2015 the previous year, in % X .
previous year, in p.p.
planned, in | planned, in : ; o ~ _
Denar million| Denar million realized, in Denar million Q1 Q2 Jul-Aug Q1 Q2 Jul-Aug
TOTAL BUDGET REVENUES 163,280 166,842 37,779 40,352 25,995 17.0 11.3 11.7 17.0 11.3 11.7
Revenues base on taxes and contri| 137,672 142,527 33,326 35,378 23,512 16.1 10.3 10.7 14.3 9.1 9.8
Tax revenues 87,465 93,516 21,935 23,119 15,194| 20.4 10.7 11.1 11.5 6.2 6.5
Contributions 48,717 47,189 10,932 11,900 8,105 7.1 9.3 10.3 2.2 2.8 3.2
Non-tax revenues 17,078 16,433 3,240 2,672 1,790 24.7 9.7 17.8 2.0 0.7 1.2
Capital revenues 4,152 2,880 350 1,286 261 101.1 23.5 26.1 0.5 0.7 0.2
Donations from abroad 3,578 4,202 784 846 398 28.1 58.4 48.5 0.5 0.9 0.6
Revenues of recovered loans 800 800 79 170 34 -61.1 3.0 -22.7 -0.4 0.0 0.0
TOTAL BUDGET EXPENDITURES 181,777 186,981 44,080 43,572 29,278| 1.5 9.3 14.8 1.5 9.3 14.8
Current expenditures 160,569 164,747 39,936 40,106 26,618 2.1 12.2 13.2 1.9 11.0 12.1
Capital expenditures 21,208 22,234 4,144 3,466 2,660 -3.8 -16.3 34.8 -0.4 -1.7 2.7
BUDGET DEFICIT / SURPLUS -18,497 -20,139 -6,301 -3,220 -3,283
Financing 18,497 20,139 6,301 3,220 3,283
Inflow 44,667 48,958 16,709 5,142 6,940
Revenues based on privatisation 0 0 0 0 0
Foreign loans 16,159 4,339 1,018 362 408
Deposits 23,321 20,973 9,928 2,414 3,693
Treasury bills 5137 23,596 5,762 2,356 2,837
Sale of shares 50 50 1 10 2
Outflow 26,170 28,819 10,408 1,922 3,657
Repayment of principal 26,170 28,819 10,408 1,922 3,657
External debt 20,001 22,664 10,276 923 518
Domestic debt 6,169 6,155 132 999 3,139

Source: Ministry of Finance and NBRM calculations.

IV. Stock exchange indices and real estate prices

In the third quarter of 2015, the Macedonian MBI-10 increased, and an
upward trend was registered also in the OMB index. Contrary to the favorable
developments of the MSE, all regional stock indexes decreased in value, which in
conditions of low degree of financial integration of the region with the world's
financial markets (especially the Chinese economy whose deceleration is cited as
the main reason for the fall in the stock markets global) is probably due to
specific local factors. Real estate prices in the domestic market, after the growth
in the first half of the year, in the third quarter decreased, which corresponds to
fluctuations in the supply and demand for real estate.

During the third quarter of 2015, the
value of the Macedonian MBI-10 increased
by 3,9%, thus stopping the downward trend
of its value which started at the beginning of
the year. Analyzing the dynamics of movement,
during the third quarter, consistently increasing of
the value of the stock index was registered and at
the end of the quarter the same was positioned on
1704,46 (compared to 1644,33 as it was at the
beginning of the quarter). Favorable developments
in the market correspond with the good economic
performances and expectations for their extension
until the end of the year, and stabilization of the
uncertain political situation had a further positive
impact. However, taking into account historical
data indicating the sensitivity of the index, in
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conditions of insufficient interest of domestic
investors and absence of foreign institutional
investors, it is still difficult to determine whether
this movement of the stock exchange index will
continue, or it is a temporary movement. The total
stock exchange turnover decreased by 41,3%
compared to the previous quarter, mostly due to
the lower turnover based on conventional trading.
The decrease is mainly due to the high comparison
base of the previous quarter when it was
registered high growth in turnover in bonds
associated with the release of a new issue of
denationalisation bonds. The OMB index at the
end of September 2015, compared to the end of
June 2015, increased by 1,5% (compared to the
decline at the end of the second quarter by 1,5%).

At the end of the third quarter of
2015 the values of all regional stock indices
decreased. In global terms, the downward
movements and increased volatility in stock
markets are mostly associated with the increased
uncertainty in the external environment, mostly
due to the deceleration of the Chinese economy”.
However, at a low level of financial integration of
regional economies with the Chinese economy, the
downward movement of the indices in the region
is probably the result of specific local factors.

After the deceleration in the pace of
growth in the second quarter, in the third
quarter of 2015, the index of apartment
prices dropped. Thus, the index of apartment
prices” in the period July-September 2015
dropped by 0,8% on a quarterly basis (as opposed
to growth of 1,2% in the second quarter) and a
decline of 3,5% on an annual basis (compared to
the annual growth of 1,1% in the second quarter).
This price movement corresponds to the estimates
for the temporary character of the increase
registered in the previous two quarters amid
continued growth in the supply of real estate
market in the past few years. Namely, the
cumulative value of the buildings constructed in
the period 2011 - 2015 (second quarter of the
year) is higher by 68,4% than the value in the
period 2007-2010, and data show similar dynamics
in building permits. In terms of demand for
apartments, the permanent solid growth in home

7% http://www.belex.rs/trgovanje/sentiment

7 Hedonic index of housing prices, prepared by the NBRM on
the basis of the notices of sale in the capital city, and published
by the agencies dealing with trade in real estate. The price of
the apartment is a function arising from the size of the
apartment, the neighborhood in which it is located, the floor,
whether the apartment has central heating and whether the
apartment is new.

57


http://www.belex.rs/trgovanje/sentiment

" Quarterly Report, November 2015

loans continued in the third quarter of 2015, which
suggests further strengthening of demand.

V. Macroeconomic forecasts and risks

The realization of the economic growth in the first half of 2015 is in line with the expectations.
However, amid unfavorable assessments for the global environment, especially significantly worsened
situation on the metals market and higher risks in the domestic environment, it is estimated that there
is no possibility for the economy to grow in the following period with the dynamics expected in April
projection. Despite such changes, the economic recovery is expected to continue by registering solid
growth rates. Thus, the latest estimation for the economic growth for 2015 equals 3.2%,
while for 2016, moderate growth acceleration is expected again, which shall equal 3.5%
(compared to the projected growth of 4.1% and 4.5%, respectively in April). Further
growth intensification of the economy, which will equal about 4%, is expected for 2017.
Larger changes regarding the structure of the growth generators are not anticipated. It is still
expected that the largest contribution to the growth will account to both exports and investments,
with the positive effect being also expected from the private consumption. The larger utilization of the
existing export-oriented facilities, assumptions for new investments in this sector, in combination with
the anticipated recovery of the foreign demand, is expected to underpin the exports growth. The
intensified export activity and the announcements for investments in new foreign facilities, together
with the fiscal stimulus in the infrastructure, will contribute to higher investments in the following two
years. Such developments should have positive effect also on the labour market, which will contribute
to increased household consumption. The domestic consumption is expected to be additionally
supported by the lending activity, as well. According to this projection, solid growth in both lending
and deposit potential of the banking system is still expected, although with slower pace compared to
April projections. The projections of the current account deficit have been revised
downwards, amid better estimations for the balances of all its components (deficit of
0.5% and 1.9% of GDP for 2015 and 2016, compared to April projections for a deficit of
1.6% and 3.1% of GDP, respectively). From the viewpoint of the dynamics, in 2015
narrowing in the current account deficit is anticipated, compared to the preceding year,
which arises from the improvement in the balance of goods and services, mostly due to
the significantly reduced energy deficit. On the other hand, in 2016 and 2017, the
current transactions deficit is expected to widen and to reach 1.9%, i.e. 2.4% of GDP,
respectively. The sources of financing the current account gap in this and in the next two years is
expected to be a combination of debt and non-debt flows, with the projections for the foreign
reserves showing their constant maintenance at an adequate level. Regarding the inflation, slightly
lower performances than expected, together with the downward correction of the estimations for the
future dynamics of the import prices resulted in downward revision of the projected inflation. Thus
the recent estimations indicate an inflation of approximately 0% in 2015, and about
1.5% in 2016, (0.5% and 2% in 2015 and 2016, respectively in the previous projection),
while for 2017, inflation rate of 1.6% is expected.

5.1. Assumptions in the external environment forecast’®

The growth of the global economy in
the first half of 2015 decelerated, reflecting

76 The historical data on the foreign demand, foreign inflation,
exchange rate of the US Dollar/Euro and EURIBOR are sourced
from Eurostat, while the IMF statistics is a source of the data
on prices of oil, food and metals. The projections of the foreign
demand, foreign inflation, foreign exchange rate of the US
Dollar and EURIBOR are based on the Consensus Forecast,
while the projections of the prices of oil, food and metals are
based on the projections of market analysts. The analysis uses
various reports of the IMF, the World Bank, ECB, FAO, OPEC
and specialized economic portals.
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the further slowdown of the economic
activity in the emerging economies and the
slower recovery of the economies in
developed countries. However, the expectations
for intensified global activity in 2016 remained,
amid growth intensification in both developing and
developed countries. However, as a result of the
performances, downward revision of the global
growth for the entire 2015 was made, with lower
growth also being projected for 2016. Specifically,
it is now envisaged global growth of 3.1% for
2015 and 3.6% for 2016, contrary to the
expectations for an increase of 3.5% and 3.8%,
respectively in April”’. Having in mind the
downward revisions, the global economic
environment acts less favorable on the projections
for the domestic economy compared to April cycle.

According to the latest estimations,
the foreign effective demand is expected to
register annual rise of 1.3% in 2015, which
is in line with the April projection. In
contrast, in 2016, the projection was revised
downwards, now envisaging an increase of
1.4%, contrary to April projection of 1.8%.
The main factor for deteriorated estimations is the
significantly downward revised projections for
Greece, where now a decrease in the economic
activity is projected instead of increase. In 2017,
intensified foreign demand is expected, envisaging
growth of 1.5%

Compared to April, the projection of
the foreign effective inflation has minimally
been revised downwards during the current
and the following year. Thus as a result of the
current estimations that indicate negative price
changes in Bulgaria and Slovenia, it is now
assessed that the foreign inflation in 2015 will
equal -0.1% instead of 0% as projected in April.
Similarly, downward adjustment was made also to
the expected foreign inflation for 2016, which is
now projected at 1.4%, instead of the previous
estimation of 1.5%, mainly due to the lower
inflation projection”® in Serbia. In 2017, it is
expected that foreign effective demand will
increase moderately and reach 1.7%.

Regarding the projection of the
foreign exchange rate US Dollar/Euro in
2015, there are no larger deviations
compared to April projection, i.e. it is still
expected that US Dollar will register the historically

77 World Economic Outlook, IMF, October 2015.
78 Inflation corrected by the effects of the foreign exchange
rate.
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highest appreciation of 19.7% (20.4% in April).
Such changes in the value of the US currency
mainly refer to the quantitative easing measures
implemented by the ECB, which have negative
influence on the yields from the euro-denominated

assets, with the solid growth of the US economy
this year also being an additional factor. In 2016,
additional rise in the value of the US Dollar is
envisaged, which will be higher than in April
projection (3.4% compared to 1.2%), on the
-0.1 backdrop of further divergence of the US and the
euro area monetary policies. The trend of US
s Dollar strengthening is expected to cease in 2017,

-12

when depreciation of 2.6% is envisaged.

In the third quarter of 2015, the oil
price registered larger drop than in April
projection, a trend that will continue also in
the last quarter of the year. As a result of such
developments, it is estimated that in 2015 the
price drop will be more severe than expected in
April projection. Such an estimation is a reflection
of factors on the supply side (high production in
the OPEC countries and growing inventories), as
well as to factors on demand side, among which
the deceleration of the Chinese economic activity
is pronounced the most. The excess supply of oil
on the global market is expected to exhaust
gradually from 2016, which will result in higher oil
prices. However, the rise in the oil price is
envisaged to be lower than in April projection. This
moderate upward trend of the oil price is expected
to last also in 2017. In nominal amounts, it is
projected that the oil price will equal Euro 48.6 per
barrel in 2015, Euro 50.1 in 2016 and Euro 52.6 in
2017.

In the third quarter of 2015, the
metal prices registered more evident drop in
comparison with the April projections, due to
growth deceleration in China and Yuan
devaluation, as well as continuously higher supply
in global terms. Having in mind that the
unfavorable movements in the metals prices are
expected to continue also in the fourth quarter in
the October projection they were revised
downwards for the entire 2015 compared to April.
By individual metals, larger fall in the price of
nickel and iron has been projected, as well as drop
instead of rise in the price of copper and steel in
conditions of solid inventories and lower demand
from China. Having in mind the projections for
further deceleration of the Chinese economy and
maintaining the favorable perceptions on the
supply side for most of the metals, in 2016 the
prices of nickel, copper and steel have been
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revised downwards, expecting to range in the zone
of negative changes. The only upward revision
was made in the price of iron, which, according to
the current expectations, will surge, instead of the
decrease envisaged in April.

Changes in the expectations for the

Wheat and corn prices in EUR prices of primary food products are

(annual changes in %) generally downward. Thus, compared to the

40 1 April projections, for 2015, the prices of wheat and
30 - corn were revised downwards. Having in mind that
~ the registered vyields exceed the expectations,

20 1 PN especially in EU, Russia and Ukraine, and improved
10 | AR\ perspectives for the production in south
p m hemisphere, it is projected that the wheat prices

, ' , N s /s 217 . will drop significantly, contrary to the projected
Q Q1 Q growth in April. It is also predicted that the price
of corn will rise less intensively than the April

===-Wheat - April 2015 projection, largely due to expectations of higher
Wheat - October 2015 hrodyction in the USA, the world's largest exporter
====Corn - April 2015 . .
Corn - October 2015 of corn. In 2016, it is expected that the price of
wheat will continue to decrease, compared to the
growth projected in April, contrary to the price of
corn which is envisaged to register a slightly
higher growth than in April. The difference in
projections stems from the different situation in
terms of production expectations and stocks of
wheat and corn the next year. On the other hand,
it is estimated that the prices of these agricultural
products will be in the zone of positive changes
during 2017. The risks with respect to these
projections are usually associated with variability in
terms of weather conditions in the following
period.

(qu:;t':r‘l’y“:\'/'ef:gr;";’o/o) The one-month EURIBOR rate has been

1.0 | s changes in p.p. (right axis) 1 03 revised downwards minimally compared to the

——April 2015 April projection, and unlike earlier, it is now
08 1 October 2015 1 %2 projected that it will remain in the negative zone
06 - | 9.1 throughout the entire period of the projections.
The negative foreign interest rates are directly
0.4 - = I I I 1 00 related to the policy of quantitative easing by the
02 4 I I | o ECB, whereas changes in dynamics are due to the
' _/\ " possibility of the bank to extend the period of
00 F+ 4+ + + + D" + + ++ | 02 implementation of these measures beyond

2013 Q3 2014 Q3 ZMUTWQ%- ' September 2016, or to intensify the purchase of

0.2 QA Qt QL Q1 Q " -03 government securities, which would act towards
increasing liquidity in the euro area.

5.2. Forecast and effects on monetary policy

The latest projections  suggest
somewhat less favorable macroeconomic
environment and increased risks from
external and domestic environment.
However, the basic macroeconomic scenario
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indicates a stable external position of the
economy and foreign reserves, which in the
next period will be maintained at an
appropriate level. The estimations for the
recovery of the economy will create certain import
pressures, but not so strong to disrupt external
balance. For the next two-year period, direct
investment and borrowing are expected to be the
main sources of covering the needs for external
financing, in a volume sufficient to further
maintain the foreign reserves at an adequate level.
In light of the foreign interest, which is an
important factor for the domestic monetary
policy, there are no major changes in this
projection either. Amid expectations of
maintaining a low inflation rate in the euro area
and slow credit growth, continuation of the
stimulating monetary policy of the ECB until at
least September 2016 is expected. Hence, the
latest estimations indicate that the interest rate of
the one-month EURIBOR will remain negative until
the end of 2015 and stay at that level also in the
following period, contrary to the April projections,
when minimal increase in the interest rates was
anticipated. The key unfavorable risks to the
baseline macroeconomic scenario are similar
to those of the April projection cycle, but
more pronounced. On the backdrop of further
uncertainty about the recovery of the global
economy and the continuous revisions of the
foreign effective demand, and increased volatility
on the global financial markets, there are
unfavorable risks for the external position of the
economy. These risks are now more pronounced
compared to the April projection. This largely
relates to expectations of slower recovery of the
euro area, less favorable expectations for the
emerging economies, especially China, and
increased risk aversion amid volatility on global
financial markets. In terms of domestic risks,
important point is the uncertainty related to
political developments and the possibility it spills
over into the economy due to greater restraint on
domestic and foreign entities. These risks point to
the need for continuous monitoring of possible
changes in the domestic and external economic
conditions in the future and taking prompt and
appropriate measures.

In the first half of 2015, the growth of
economic activity continued, but at slightly slower
pace. Exports, although with slower growth, is a
factor with the largest contribution to overall
economic growth, with positive contribution also
accounting to both household and public
consumption. According to available data, it is

62



20 +
15 A
10

40
30
20
10

-10
-20
-30
-40

QL Q3 Q1 Q3 Q1 Q3 Qi Q3

Exports of goods and services

(y-o0-y changes, in %)

2013 2014

Q1
2013

Gross capital formation

B Q1
2014

2015

2016

(y-0-y changes, in %)

B Ql
2015

Q3 a1
2016

Q3

2017

2017

Quarterly Report, November 2015

estimated that solid GDP growth rates will resume
also in the second half of 2015, generated mainly
from the investment growth. Furthermore, on
average, for the entire 2015, GDP growth of
3.2% is expected, which will further
accelerate to 3.5% and 4% in 2016 and
2017, respectively.

In 2015, slowdown in the growth rate of
the real export of goods and services is
expected, which is partially due to the base effect
of the previous year, when the high export
became more markedly driven by the new
production capacities. Despite the deceleration, in
2015 it is still expected that the export sector will
registere the highest individual contribution to the
total economic growth. In the following two years,
it is assessed maintenance of the solid rates of the
export growth, underpinned by the export activity
of the new export-oriented facilities, the
expectations for the new facilities in the export
sector, as well as the recovery of the foreign
demand, as a result of which the export will
remain one of the main generators of the
total economic growth.

Positive contribution to the GDP
growth in 2015 is also expected by the total
domestic demand. Until the end of the year,
positive movements in all components of the
domestic demand are expected. Namely, in
expectation of further positive movements with
the disposable income components, as well as with
the credit activity, the growth trend of the private
consumption is expected to continue until the end
of the year with the same dynamics as in the first
half. The public consumption is also expected to
have a significant positive contribution, which is in
line with the Budget Revision for 2015, which
envisages larger expenditures in some of the
public consumption components. After the fall in
the first half of the year, most probably due to the
inventories, it is expected that the gross
investments will rise until the end of the year and
have positive contribution to the growth for the
entire 2015. These developments in the second
half of the year are in line with the expectations
for continued growth in construction, mainly
associated with the current infrastructure projects,
and investment in equipment and machinery in
accordance with expectations of increased export
activity in the future.

Domestic demand will continue to grow
during 2016, amid high investment growth
and rapid increase in private consumption.
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It is expected that gross investment will be a
major factor in the projected growth in
domestic demand. Namely, in 2016
intensification of the construction work related to
government investments in road infrastructure is
expected, as well as growth in private investment
given the announcement for foreign investments
in new facilities, favorable expectations among
domestic enterprises and increased lending
activity. Therefore, the investment activity will
arise primarily from factors that relate to the
domestic economy, contrary to the anemic
recovery of global demand. In 2016, the pace
of growth of private consumption is
expected to accelerate moderately. The
announcements for new foreign facilities and the
expected intensification of overall economic
activity will also affect the labor market positively
in terms of intensified increase in the number of
employees, and small growth in real wages.
Namely, in 2016 nominal wages are expected to
grow at the same pace as in 2015, which in terms
of the increased price level will mean small growth
in real wages. Consequently, increase in the wage
bill, which will contribute to the higher disposable
income, is expected. An additional contribution to
the increase in disposable income is expected also
from the increase in pensions, which includes the
announced increase of pensions by 5% starting
with the payment in October 2016, and the real
growth of private transfers. In addition, the
increase in the private consumption will be
supported by further credit activity by domestic
banks directed to the household sector. The
growth of domestic demand will continue
during 2017, as well, with stronger growth
rates in private consumption and
moderately slower growth with gross
investments, compared to 2016. The
household consumption is expected to have
positive contribution to the overall economic
growth, which again will continue to be supported
by favorable trends in the labor market, in
accordance with the transmission effects of
investment and export activity on the number of
employees and wages. Additional contribution is
expected also from the increase in pensions and
stronger credit activity. The increase in
investments is expected to result primarily from
the public investment stimulus in road
infrastructure, taking into account the long-term
nature of infrastructure projects. An additional
effect is expected from investments in new
facilities with foreign capital and higher export
activity. Also, positive but moderate growth
rates are expected in public consumption in
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2016 and 2017, thus having minor positive
contribution to GDP growth.

The estimations for continuing

Credit growth economic growth and stabilization of the

12 - ~ 54 banks' risk perceptions will contribute to

prolonged solid credit growth in the

10 - ¢ forthcoming period. Namely, it is estimated that

at the end of 2015, credit growth will be 7.7%,

while in 2016, the credit activity is expected to

48 9row further (7.3%) and to accelerate moderately

in 2017 (8.3%). Such projected credit growth
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Balance of Payment Forecast (% of GDP)

2012 2013 2014 2015 2016 2017

Current account -3.2 -1.7 -08 -05 -19 -24
Balance of goods & services | -22.4 -18.3 -17.5 -15.8 -16.5 -16.2
Goods, net -26.5 -23.0 -21.7 -20.4 -20.8 -20.9

Services, net 4.1 4.6 4.2 4.6 4.3 4.7
Primary income, net 2.2 24 -1.9 24 -26 3.1
Secondary income, net 214 19.1 186 17.7 17.2 16.9
Private sector, net 206 18.2 173 17.1 16.6 16.3
Capital account 0.1 0.2 0.0 0.0 0.0 0.0
Fnancial account 47 -08 -5.2 0.6 -1.8 -4.1

FDI, net
Portfolio Investment, net
Other Investment, net

-1.7
-1.0
-1.9

-2.8
2.0
0.1

-2.3
-5.7
2.8

2.6
e85
DED)

-2.8
-0.1
1.1

-3.0
-0.1
-1.0
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acceleration of growth in exports, investment and
private consumption is expected. As a result of
these movements, the contribution of the
net export on the growth in the following
two years will be negative.

According to the latest estimates for
2015, the deficit on the balance of
payments' current account is expected to
reduce by 0.3 p.p. of GDP annually, and
accordingly, at the end of the year it would
equal 0.5% of GDP. The improvement in the
deficit in the current transactions fully arises from
the favorable developments with the foreign trade
of goods and services. Thus the deficit in the
trade of goods and services would equal 15.8% of
GDP, compared to 17.5% of GDP in 2014. Namely,
the low prices of energy on the international stock
exchanges resulted in significant narrowing of the
energy deficit and consequently in narrowing of
the total trade deficit. Positive effects on the trade
balance are expected also from the new export
facilities, compared to the traditional export
sector, the performances of which are less
favorable. On the other hand, the secondary
income is still expected to deliver solid net inflows
based on current transfers of 17.7% of GDP, but
slightly lower than in 2014 (mainly within the
government sector, due to a high comparison
base, and in smaller part within the private
sector), with a simultaneous increase in the deficit
in primary income, annually. By contrast, in
2016, the current account deficit is expected
to deteriorate by 1.4 p.p. of GDP and equal
1.9% of GDP. This change is largely driven by
the deepening of the deficit in the balance of
goods and services, which in 2016 is expected to
be 16.5% of GDP (i.e. annual growth of 0.7
percentage points of GDP). The higher trade
deficit is expected to arise primarily from further
import of raw materials by the new facilities, as
well as investments and energy imports. An
important part of this deficit will further be funded
by the secondary income, which is expected to
remain relatively high. Regarding the dynamics, its
share in GDP is expected to reduce gradually,
which will further contribute to the deterioration of
the current account deficit. In 2017 further
worsening of the current account deficit is
expected, to 2.4% of GDP. This change is
expected to be driven by further steady fall in the
surplus in the secondary income and increase in
the deficit in the primary income. By contrast, the
balance of goods and services is anticipated to
narrow, amid improved global environment and
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expected further favorable effects of export-
oriented facilities.

It is expected that the largest portion
of the current account in the period 2015-
2017 will be financed through foreign direct
investment and long-term foreign
borrowings of the public sector. The direct
investments are expected to gradually increase
from 2.6% of GDP in 2015 to 2.8% of GDP in
2016 and reach 3% in 2017. The main risks to
the external position of the economy in this period
still come from the global recovery pace and the
movements of the world prices, and thus the
domestic economic growth and their impact on the
investors' perceptions.

In 2015-2017 period, the current account
deficit is expected to be fully covered by financial
flows, which will provide further accumulation of
foreign reserves in this and in the following two
years. Thus, during the entire period of
projections, the foreign reserves adequacy
indicators are maintained in a safe zone.

In 2015, the inflation rate is
expected to be around 0%. Such unchanged
price level compared to the previous year is due to
the negative changes in the prices of energy, amid
small increase in food and core inflation. In 2016,
the average annual increase in the prices of
around 1.5% is expected. The rise in domestic
prices is in line with the movement in import
prices, on the backdrop of the expected inflation
intensification in trade partners, while in the
second half of 2016, higher pressures also with
food and energy components are expected, in line
with expectations for growth in world oil and
wheat prices. To a smaller extent, effects on
inflation are expected also from the further growth
of domestic demand and increase in core inflation.
The risks to the projected inflation path in 2016 is
mainly related to the volatility of world prices of
primary products and the uncertainty about their
future movements. In 2017 the inflation is
expected to stabilize at 1.6% amid further
recovery of domestic demand, growth in the
foreign effective inflation and a slight
increase in import prices of food and energy.

5.3. Comparison with the previous forecast

Amid a less favorable external and
domestic environment, the projections for the
growth of the domestic economy in 2015 and 2016
has been revised downwards compared to the
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Forecast of selected macroeconomic variables

2015 forecast 2016 forecast 2017 for.

annual rates of change (in %) Oct. Apr oct Apr oct

GDP 3.2 4.1 3.5 4.5 4.0
Private consumption 1.9 3.1 2.2 3.0 3.2
Gross capital formation 2.7 10.0 10.4 10.1 7.1
Public consumption 4.0 1.3 1.4 1.4 1.3
Exports of goods and services 3.4 5.9 6.2 6.5 4.3
Imports of goods and services 1.9 6.3 6.8 6.2 4.2

Inflation 0.0 0.5 1.5 2.0 1.6

Current account deficit

(% of GDP) -05 -16 -19 -3.1 -24

GDP
(y-0-y changes, in %)
8.0 4
——April 2015
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April estimations. In terms of price movements,
the latest estimates also indicate a lower inflation
rate in the current and the following year, mainly
due to lower import prices than expected. In this
forecasting round, assessments point to smaller
current account deficit in 2015 and 2016. On the
other hand, the financial flows expected lower
inflows on cumulative basis over the period 2015 -
2016, compared to April projections. Given the
worsened  macroeconomic  environment,  the
projected credit growth for the 2015-2016 period
has also been revised downwards relative to the
April projections.

Despite solid performance in the first half of
the year, which is almost in line with expectations,
the deteriorated external environment and
increas