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1. FINANCIAL SYSTEM (FISCAL AND MONETARY POLICY)

1.1. Planned and implemented activities of the Government of the Republic of
Macedonia in the reporting period

1.1.1. Fiscal policy

The main activities of the Government of the Remubf Macedonia in the reporting
period in the field of fiscal policy were mainlynaed at the following directions:

1) Further liberalization of the fiscal policy towds increasing its development purpose,
which was manifested through the realization offtlewing program activities:

a) Continuation of the process of reducing theaamntribution rates. In 2009, the rate
for the pension insurance contribution was reduoaah 21.2% to 19%, the rate for the
health insurance contribution was reduced from 818%.5%, and the rate for the
employment contribution was also reduced from 1.4961.2%. The aim of such
measures is to decrease the financial burden atdh®panies and creating opportunities
for release of funds to be used in stimulating pobidn, and thus increasing the number
of employed persons (reducing the number of thenpheyed);

b) At the start of 2009, the system of gross saleamg introduced. This means that the
calculation of the whole salary of the employeesludes also food allowance and
allowance for commuting to and from the place ofkmMgravel allowance). This measure
should lead to protection of interests of the eiypds (thus they are able now to get
exact calculation of the amount of their salary ahdhe contributions paid on various
grounds to the state) and of the employers (gragliraination of the unfair competition
by those who tried to evade the payment of coninbs or salaries of the employees in
gross amount);

c) Directly connected to the previous is also #aization of the program determination
of the Government of the Republic of Macedoniarnwoduce integrated collection of
contributions and taxes conducted by the PubliceReg Office (PRO). The realization
of such measure, as aforementioned, is to the berfie¢he employees and employers, as
well as to the benefit of the state budget bec#huiseprovides uninterrupted and regular
inflow of funds in the budget;

d) In order to stimulate foreign investors to reisitheir realized and undistributed profit
back in the Republic of Macedonia (i.e., not toatejate such profit back to their
domicile countries), which in turn would enhance fotection of the domestic economy
from the incoming recession and would further batssgrowth, such foreign investors
are exempted from payment of taxes on undistribptefit. However, this measure did
not produce major effects, because many foreigastors, faced with financial problems
of their mother companies in the domicile countriekecided to repatriate the
undistributed profit back to their domicile couesiand pay domestic taxes on this. This
represented additional pressure (in addition todter ones to be mentioned later) on
spending state foreign exchange reserves, and @veaduction (methodologically) of
the volume of FDI (foreign direct investment) iretbountry;



e) In order to simplify the taxation procedure tbhe SMEs (small and medium sized
enterprises), the Government of the Republic of édaaia introduced electronic portals
for electronic payment of taxes by expending thgacdy of the existing electronic portal

for payment of taxes and by formation of a contatter that would reduce the need for
enterprises to make direct contacts with the PR@I@mees and make in person visit to
the PRO offices.

2) Other activitiesin thefield of fiscal policy

During the analyzed period, the fiscal policy wamducted in two, diametrically
opposite environments.

In spite of the initial manifestations of the glbleconomic crisis, the Macedonian
economy was marked by continued growth in 2008rdéd GDP increased for 4.9% in
that year. The intensive economic activity in 2@@8sed the central budget revenues to
be collected according to the planned volume ara,pand even more than that. This
provided some room to the fiscal policy to condumot only the planned activities, but
also to commence some other, unplanned ones. Howdve last 2008 quarter
introduced the effects of the global economic sristo the Macedonia economy as well.
The Macedonian economy already started to enterebession phase. Companies and
businesses suddenly were faced with serious lityardlated problems. In order to
reduce such problems, the Government of the RepoblMacedonia made decision, at
the end of 2008, that companies which are facek hgtidity-related problems and have
not paid yet their due taxes, contributions anceotbublic levies would be allowed to
have reprogramming of such debts, with possibititywrite off the accrued interest on
such debts if interested companies pay the prihapéheir debts on regular basis and
within agreed deadlines. After the end of the deadin which interested companies
were obliged to apply in order to acquire such ttigh807 companies applied whose
overall debts amounted to more than 165 millioa<€the principal and about 60 million
euro as accrued interest (this interest could kb#enroff if affected companies were
willing to pay the principal).

Furthermore, the package of anti-crisis measusasiatluded the conversion of the debt
of four state-owned companies into a permanenedtgithe state for raising the level of
competitiveness and interest in these four comgaioiefuture sale. The increase in the
economic crisis, with its reinforced reflections tre Macedonian economy as well,
compelled the Government of the Republic of Macé&tm adopt the second set of anti-
crisis measures. The most important measures inpidickage, as already mentioned,
included exempting companies to pay profit taxhe &mount of the profit redistributed
back into investment and reduction of customsftafdr many raw materials used in the
textile industry, as well as customs tariffs foe fimport of machines and equipment for
the metal industry; the intention was to protecésth two major export-orientated
industrial sectors from the oncoming recession m@stident in these two sectors of the
national economy. Further increase in the recessindencies in the economy and the
ever growing lack of liquidity of companies made tGovernment of the Republic of
Macedonia to adopt, in April 2009, a third packageanti-crisis measures (about 70).
The major thrust in these measures was the dedisighe Government of the Republic
of Macedonia to take loans from the European CeB@ak in amount of 100 million



euro; this amount would be allocated to the comgmthrough the Macedonian Bank for
Development Promotion and supported by adoptianariy measures intended to simply
the customs clearance and faster transit of gdodsigh the borders (see next chapter for
a detailed description of such customs measures).

In summer of 2009, after seeing that one of possbibnger ways to deal with the crisis
is providing support and incentive to the consiarctindustry, the Government of the
Republic of Macedonia decided to lower the VAT faw houses and apartments from
18% to 5%. It has been expected that such measowédvstimulate the construction
sector, and that this sector, being a locomotivéhefeconomic growth of the country,
would push the growth of other economic sectomwelts The effects of such measure are
expected to be realized in the further period ©&pplication.

Faced with diminishing revenues in the central lmtidgecause of poor performances of
the economic operators, the Government of the RepobMacedonia was compelled on
two occasions to make revisions of the central buddune and September 2009). The
basic content elements of such revision have beguction of the projected level of the
budget from 2.6 to 2.4 billion euro, while keepitng planned budget deficit of 2.8% of
the GDP. At the same time, reduction was made lofirgiroductive expenditures and
capital projects with predominantly import compohet the expense of projects which
imply engagements of the construction and otheregicacompanies.

Finally, the Government of the Republic of Macedorstarted to deal with the
permanently growing deficit, i.e., lack of fundstime budget for the realization of the
planned activities by replacing this deficit thrbugtensive and more frequent issuance
and sale of government bonds. These bonds werehbanginly by the commercial
banks. In a given moment, the selling rate for ¢hlesnds grew more than 9% per year,
this in turn became very attractive interest rate the banks and other economic
operators interested in buying them. Such apprégcthe Government of the Republic
of Macedonia to fill the budget deficit prompted@the National Bank of the Republic
of Macedonia (NBRM) to sells its treasury billsat annual interest rate of 9%. The
issuance and sale of these two types of secujdiey caused a great problem in the
economy: the economic operators being put asida fiee loans that the banks could
have granted them. This further aggravated thenidity.

1.1.2. Monetary policy

The monetary policy is completely in the handshef already mentioned NBRM (i.e. the
central bank of the country). This means that is fteld it would be inappropriate to
make analysis of activities that are the competeficee Government of the Republic of
Macedonia. Indeed, its 2008-2012 action plan dagsintlude measures and activities
that directly relate to the implementation of theormatary policy. The only thing
mentioned in this context is that the Governmenthaf Republic of Macedonia will
pursue in the given period a policy of macroecomostability which, usually, implies
maintaining the stability of the prices and the hextge rate of the denar. These are the
two domains where, generally speaking, one couldlyae the realization of the
monetary policy in the reporting period:

a) The tendency in context of consumer prices ffatgonally accepted standard for
measuring the inflation rate) in the analyzed pkcan be observed in two parts. In the
first part of 2008 the inflation rate was markedupyard swing as outcome of the price



increase of energy-generating sources (mostlylpfaad of food products on the global
markets. It marked the period when the RepublitMatedonia was faced with imported
inflation of expenditure character. The consequesfcsuch tendencies was continuing
increase of the inflation rate which rose to 10{é6year by the end of June 2008.

In order to check the further growth of prices @odtart the process of disinflation the
country, NBRM, at the end of the second and intthed quarter of 2008, undertook
several measures that influenced the reductiomefiriflation rate. This, together with
the tendency of reduction of oil and food pricestba global markets and the start of
recession in the greater part of the global econorayised gradual decrease in the
inflation rate. By the end of 2008, it was redud¢edacceptable (close to the projected
level) 4.1% per year.

A modest increase in the inflation rate was algmse the first five months of 2009. This
was not the outcome of the aforementioned; howenearpntext of the growing pressure
on the stability of the exchange rate of the deviaen there was less and less inflow of
foreign money into the country and thus spendinggmdat amount of the foreign
exchange reserves, NBRM, in the first half of 20i@8reased the restrictiveness of the
monetary policy. This is best seen through theeiase in the rates under which the banks
set aside compulsory reserves of their denar aredgio currency deposits and through
the basic interest rate of such reserves (i.e.intieeest rate of the treasury bills issued by
NBRM) of 9% per year. This was sign also for thenawercial banks to increase their
interest rates; consequently, all this resultedniore expensive bank loans, and thus
reducing the liquidity of the economic operator$ lggal and natural persons) in the
Republic of Macedonia. The outcome of such poliagsweduction of their consumption,
and, also reduction of the price level, i.e., gruyvsigns of deflation.

Such deflation was present in June (1.7%), Jul§%)., August (1.4%), and September
2009 (1.47%), with tendency of further increasecdxding to theory and practice,
conditions of continuing deflation represent faeager risk to the economy than inflation
rate, let us say, of 8-10% per year. Hence, byetiek of the reporting period, company
executives and experts in the Republic of Macedetaded to ask that NBRM ease up
its restrictiveness and so help the national econgen out of recession and deflation.

b) The exchange rate of the denar in the analyeeidgpwas exposed to strong pressure
for devaluation. The reasons for this was the smaliflow of foreign currency (mostly,
on grounds of export of goods and services andasgsh of foreign currency) and the
permanent outflow of foreign currency abroad (mostin grounds of import of goods
and services). The outcome of the aforementionedthat the last quarter of 2008 and
the first half of 2009 were marked by significantigher demand of foreign currency
than of its supply at the domestic forex. Suchestditaffairs made even stronger pressure
on the exchange rate of the denar towards its datiah. In order to prevent this, NBRM
spent more than 500 million euro from the foreigmrency reserves for intervention at
the forex; as previously said, this in turn incezhshe level of restrictiveness of the
monetary policy.

In the third quarter of 2009, the situation on fivex improved considerably. Because of
the seasonal inflow of foreign currency due to nyooamders from abroad and increased
exchange operations, the supply of foreign curremay (although modest) again greater
than the demand of such foreign currency. At thmesdime, the national foreign
currency reserves increased on grounds of mondégwinfrom the issued government



euro bonds and withdrawing of part (57 million éuodthe NBRM quota with the IMF.
By this, the situation with the foreign currencgeeves was improved considerably, thus
reaching by September 2009 the amount of 1.5 bilearo. This in turn caused the
pressure for the denar devaluation to be reducstintly and created conditions for
NBRM to consider gradual easing of the restivertéghe monetary policy in the period
until the end of the year, towards increasing tigeidity of the economy, and thus
decreasing the bank interest rates.

c) Although as previously said the Government & Bepublic of Macedonia is not
directly charged with the credit and monetary pglitn the analyzed period the
Government managed to undertake certain credivitees caused by the need for
assistance to the economy to get out of the remeggiase. The Government took loans
from the EIB (European Investment Bank) for 100lionil euro, that should be granted as
loans to companies meeting appropriate criteri®s€hoans should be granted via the
Macedonian Bank for Development Promotion, and wWithmediation of seven business
banks which additionally agreed to join this crddie with their own 80 million euro.
The average interest rate is planned to be 6%g@ar y

Still, the realization of these loans is takinggalan rather slow manner. By the end of
the reporting period, no loan was approved frons¢hfends. The main reason for this is
lack of proper projects that meet the criteriadoanting loans. This means that granting
such loans should take place in the forthcomingpgder

1.2. What remainsto be implemented (not yet implemented or not yet finished) in
the analyzed period

A greater part of the program activities of the &wmment of the Republic of Macedonia
were implemented in the analyzed period. One coatite their diversification with new
measures and activities stemming from the newlgteck conditions for activity, being
the outcome of the global economic crisis. Howewdicating higher attention to
current economic problems indeed impedes the Gowemh of the Republic of
Macedonia to address the realization of the ot&#rm activities that have been planned
to be carried out or finished in the monitored périHere, we mean mostly the
continuation and finishing the processes of prgpedenationalization and
decentralization of power. The denationalizatioacess has been done in rather slower
pace than previously; this in turn has become ias®problem in the implementation of
the planned increase of investment (domestic apeogaly foreign) in the country.

At the same time, the decentralization processalrasst completely been halted. There
are still 17 units of local self-government (UL$®at have not able to enter the second
phase of the fiscal decentralization (this secohdsp involves another 68 ULS). Not
finishing this process also blocks the implementatf the further reforms activities in
this context, as seen in the realization of theore economic development of ULS,
their fiscal equalization, the gradual replacenadrthe block-donations from the central
budget with new ways of financing the correspondiompetencies of ULS, etc.

1.3. Evaluation of potential risksfrom (non)implementation or from (non)quality
implementation of activities



The highest risk that the Government of the RepulfliMacedonia was faced with in the
implementation of its program activities in the ogpperiod was the growingly intensive
‘infection’ of the domestic economy from the glolealonomic crisis. This is manifested
by entering of the economy in the recession phadgk all negative consequences
mentioned above. Although the greatest economidiseinvorld have started to come out
of the recession phase or at least have starteshdw some signs of recovery, the
Macedonian economy even in the forthcoming perioltl mave to be faced with the
prolonged activity of the global economic crisihid will be most strongly seen in the
further presence of the non-liquidity of companiemaller output of the industrial
production, and thus leading to negative rate afralv economic growth by the end of
2009.

As result of the expected slower coming out of Macedonian economy from the
recession phase and the time lag of the positivéetecies in the economies of its major
foreign trade partners (Germany, Russia, Serlady, IGreece), the Macedonian economy
might be facing another additional problem — insee@ the number of unemployed
persons (as it is already happening in the industfysuch tendency is not stopped or
mitigated, in the forthcoming period this may catlse emergence of certain elements of
social crisis, which will greatly engage the nasibbudget in dealing with the appropriate
consequences. This would also imply the reductibthe funds and resources to be
engaged in the development activities of the ecgnom

Certain risk for the Macedonian economy in the Hooiming period could become
(non)making a decision by EU to set a date forsthet of the accession negotiations with
the Republic of Macedonia. A possible negative ydpbm EU could slow down the
inflow of FDI in the Republic of Macedonia; in cdtidns of insufficient financial
capacity of the country, this might have a serilimgation for the successful outcome of
the future program activities of the Governmenthaf Republic of Macedonia, especially
in context of restructuring and simulation of tiufe growth of the economy.

Finally, a serious risk to the implementation of ffrogram and even more of the newly
imposed activities and measures of the GovernmietiteoRepublic of Macedonia may
be the lack of synchronization between the mongtaticy and the fiscal policy, whose
consequences are manifested in higher level ofliqgardity of domestic companies.

1.4. Overall evaluation by the expert on implemented activitiesfor thereporting
period, with possible recommendations

Greater part of the planned activities of the Goreent of the Republic of Macedonia
and of the other state institutions in the fieldfiobincial policy in the reporting period
was implemented. In addition to the program measuhe Government of the Republic
of Macedonia undertook also other measures thag weginally not planned but were
imposed by the current economic situation and tecids in the country, caused by the
global economic tendency and entering of the damesbnomy in the recession phase.
Measures and activities undertaken so have cotddbuo major change and
improvement of the economic environment in the ¢égurhis was even recognized by
the WB (World Bank) project “Doing Business,” adadimg to which the Republic of
Macedonia is ranked at third place according todinength of the reforms needed for
‘doing businesses, and at"3place according to the conditions required fordperation



of the companies in the country. In normal circlanses of economic activity, the
improvement of the economic environment most propalould have resulted in major
positive changes in the national economy. This d@duhve been reflected mostly in
drawing more FDI and through the higher rate of necoic growth. However,
intensification of the global economic crisis artd spillover in the territory of the
Macedonian economy has prevented the realizatissuc results, at least in 2009. In
spite of the positive grades for the reform engag@min the reporting period, there
remains an impression that, especially in the fise months of 2009, there has been no
synchronization between the fiscal policy and thenetary policy, when deciding on
measures to address the crisis. NBRM, guided byaitiser restrictive resolution to
maintain the fixed exchange rate of the denar, gotedl very restrictive monetary policy.
This created illogical situation for the monetaglipy to be restrictive in conditions of
growing inflation (2008) and even more restrictimeonditions of longer deflation of the
economy (2009). The outcome of such policy is redutompany liquidity and increased
impossibility for these companies to address ther-gvowing problems imposed by the
recession and the existence of deflation in th@ewy. Such lack of any synchronization
between the most important elements of the macrmen@ policy caused overall
insecurity and uncertainty with most companies lom future directions of the national
economic policy and turned out to be a major riskhe implementation of the future
program activities of the Government of the Repuldi Macedonia. This in turn
imposed the need for their future synchronizedoacitn order to achieve a common goal
— that the Macedonia economy get out of the regrgsnase and take the right track on
the road of prosperity in its development cyclertfrermore, the Macedonian economy is
faced with other two risks: the speed uncertaintyeicovery of the global economy and
of the Macedonian economy as well from the preseisis and the uncertainty about
setting a date for the start of the EU accessiayotiions, as well as joining NATO.
These risks may have serious impact on the futeettbns and pace of the development
of the Macedonian economy, whereby one would recenumhigh attention and
rationality of the competent institutions in un@ihg future measures for improvement
of the conditions in the Macedonian economy.



