National Bank of the Republic of Macedonia

Quarterly Report
April, 2013



tyi Quarterly Report, April, 2013

Contents:
g 1o o T [T ot oo 1 3
I. Macroeconomic developments.....coicirirarmarmsmmsramasmasmasnesnssssssssassasnasnassasnasnssnssnssnsnans 5
1.1. International economic enViroNMeNt........ccurermsmmmsssesrnssnssrassssssnssnsssnssnnssnssnnssnnsss 5
1.2, DOMESEIC SUPPIY . ieuirirmmmmirnammamnsmmamsssmasmsssmassnssmsssnssmassnasmsssnasmassnassnsssnssnssnnssnnsss 11
1.3. Aggregate demand ........ccoieimmeimmsinnenmnins s 16
1.3.1. Private conSUMPtiON....iciimirammsmmasmmssmasmsssmssmsssmasssssnssssssssssnsssassnsssnssnnsnnssnnsss 17
1.3.2. Public conSUMPtion .....icoimeimesmmsmmesmmssmasmnsmmssmsssmssmsssmasssssmsssssssassnsssnssnssnnssnnsss 19
1.3.3. Investment conSUMPLion ....coccciremmemmesmmsmmesmmemmssmsssmssmsssmsssnsmassnsssassnssnassnnsss 19
1.3.4. Net export demand.......c.iccirmmmnmrmsmnammasnssmssmsssmssssssnassnsssnssnsssassnnssassnnssnssnnsss 21
1.4. Employment and Wages .....cccicurmumremmsmmasssssmnssnssmsssnssmassssssssssassssssassnsssnssnsssnssnnsss 22
1.5, INFIAtion .cciicuiieeimmesimesimnssimessrnesnassrnsss s na s nasssnnssnnsssnnssnnsssnnssnnssnnnssnnssnnnssnnssnnns 27
Appendix 1: Inflation expectations of economic agents in the Republic of Macedonia............cccvueeee 32
1.6. Balance of payments .....ccciecimmesmmesimmsssmssimmesmmasimnsssmsssmssssmnssmnsssnsssnssssnassennssnnssnnns 34
1.6.1. Current acCOUNt....ciireireiresresramses s s s s s sassassasnasnasnasnnsnnsassnssnsnnsnnsnnsnnsnnnnns 34
Appendix 2. Foreign trade of goods and movement of the nominal and real effective exchange rate
(NEER @NGA REER) ....viviveseeeissesesessessessssssssssesssssssessssssssssessssssssssssssssssesssssssessessssessessssessesssssssessenes 37
1.6.2. Capital and financial account .........c.occcimmimmnmmsinmms - 40
1.6.3. International investment position and gross external debt...........ccoreuinenne 44
II. Monetary POliCY ..iccireireumresmnssmassnsssassnssmassnssnnssnsssassnsssnssnnssnssnnssnssnnsnnssnnssnssnnsnnnsnnss 49
2.1 Bank liquidity and developments on the interbank money market................... 51
2.2. Monetary and credit aggregates ..........ciccimmmiimmsinninesin s —————— 53
2.2.1. Monetary aggregates......ccuiurmmmemmmmmsmmmsmssmmsssnsisssssssmssssnssssssnssssssnssnnssnssnnsss 54
Appendix 3: Analysis of the factors of change of household deposits in the Republic of Macedonia in
20002 it e e e e e e r e e e E e e e e E e e e Er e e e reeeee e e e rr e aerrn e e e rrneaerrr s 60
2.2.2. Lending actiVity ..oiccvreimmammasmmsmmasmnssmassnssmssssesmsssnssssssnassnsssassnsssnssnsssnssnnsnnssnnsss 65
II1. Stock exchange indices and real estate prices .......courcirmmmirmsmrsnnnnresmmamnnas 71
IV. Macroeconomic projections and FiSKS......ccuuremrmssmssmmssnesmsssnssmasssassnssssssssssassnssnnns 74
4.1. Assumptions in the external environment projection ......c.ccovrirmsmresrnssnassassnanns 74
4.2. Projection and effects on the monetary poliCy.......ccoiimiimimrminmnnesmnnennesnnan. 78



ty'L Quarterly Report, April, 2013

Introduction

In early 2013, NBRM reduced the key interest rate from 3.75% to 3.5%.
The analysis of the latest domestic and external macroeconomic and financial conditions
at that time showed that the economic recovery is likely to be slow, which pointed to the
absence of inflationary pressures from the domestic demand also in the forthcoming
period. The latest information related to the movements in the prices of primary
products in world markets indicated less pressure from import prices, which together
with the initiated stabilization of the growth of domestic prices towards the end of 2012,
was the reason for the NBRM to assess the risks to inflation as reduced expecting it to
remain moderate in the medium term. In 2012, foreign reserves achieved higher growth
than expected, and the latest estimates indicated no significant risks for the external
sector in the next period. In these circumstances, NBRM assessed that the stability of the
exchange rate and the price stability as an intermediate and ultimate monetary
objective, could be achieved also in more relaxed monetary conditions. Since the
beginning of 2013, changes in the reserve requirement came into force!, which meant
additional support for the credit growth. By the end of April, NBRM did not make
changes in the monetary policy setup, expecting the occurrence, with a certain time lag,
of stimulating effects on the economy from the monetary easing already conducted in
2012 and early 2013. The restraint from additional monetary changes in this period was
underpinned by the presence of certain risks to monetary policy. It was estimated that
potentially greater than expected pressures on foreign reserves in the future may come
through the changes in currency preferences of domestic entities. Lowering of the
interest rate of the NBRM was estimated to possibly influence the yields on Denar
savings and the propensity to save in these instruments. Despite the lower inflation risks
observed from a viewpoint of headline inflation, core inflation remains off track,
indicating larger transmission effects from the increase in the prices of food and energy
on other prices in the economy. Additional risk were the information regarding the
deteriorated expectations about metal prices in the world market, which pointed to the
risk of possibly worse export performance.

In between the two projections, macroeconomic developments in the
domestic economy were largely in line with the January expectations. At the
same time, there were no significant changes in the assumptions for the
global setting, which resulted in retaining a similar macroeconomic scenario
as in the January cycle. Thus now, same as in the January projection, GDP
growth of 2.29% is expected in 2013, amid nearly balanced contribution of export
and investment demand, supported by foreign and public investments. More significant
recovery of exports is expected in 2014, which corresponds with the expectations for
improved economic performance of the major trading partners, as well as estimates for
the increased utilization of the new foreign facilities. These developments, along with the
expectations for maintaining the positive investment cycle and the revival of private
consumption are expected to contribute to GDP growth by around 3% in 2014,
which is in line with the January expectations. Support for the economic growth in
the next period is expected also from the banking sector, which is in line with the
expectations for accelerated lending to a level of about 7%, i.e. 8% annual

! See more detail in the Quarterly Report, January, 2013 in the section on monetary policy.
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growth in 2013 and 2014, respectively. Availability of healthy fundamentals,
expressed through appropriate levels of capitalization and liquidity of the domestic
banking sector, together with the relaxation of the monetary policy points to a room for
more active lending to the private sector. At the same time, expectations for gradual
improvement of the economic conditions in the country and abroad are expected to
improve banks' perceptions of the level of credit risk with private entities, as a major
limiting factor for increased lending activity in the previous period, which would also
contribute to moderate activity on the credit market in the next period.

Despite the estimates for revival of the economic activity, the current
macroeconomic scenario assumes the recovery to be slow, with expectation
of closing the negative output gap in the second half of 2014. These
developments suggest further retention of the assumptions about the absence of more
significant pressures of the domestic demand on inflation also in the next period. On the
other hand, the latest information on the expected dynamics of world food prices in the
period ahead show reduced pressures from import prices, which together with the lower
inflation achieved in the first quarter, compared with the January projection, resulted in
a downward revision of the inflation rate for 2013. Thus, now we assess the annual
rate of inflation in 2013 to be 2.8% (3.2% in January), while in 2014 it is still
expected to approximate its historical average, so it would equal 2.3%
annually.

Within the external sector, estimates for current account deficit of the
balance of payments of around 4% of GDP in 2013 remained, and it is expected
to be funded entirely from the anticipated capital flows, allowing moderate growth of the
foreign reserves. Compared to the previous year, this projection means moderate
expansion of the current account deficit, driven by the decline in the relative importance
of private transfers in 2013. January forecast projected a little more intensive expansion
of the current account deficit in 2013, but at estimates made at that time for lower
deficit in 2012 compared to that realized. For 2014, the current account deficit is
estimated to expand to 6% of GDP (5.4% of GDP in the January projection),
amid estimates for major import pressures driven by the relatively strong investment
growth, and further strengthened by the expected revival of private consumption.
However, also in 2014 it is estimated that the amount of generated capital
inflows will be sufficient to ensure further growth of foreign reserves. As in the
previous projection, in both years, higher capital inflows are mainly expected from
government external borrowing and foreign direct investment.

In summary, the new NBRM projections indicate a similar
macroeconomic picture as in the January cycle, which envisages a gradual
economic recovery and balance of payments position which enables further
maintenance of foreign reserves at an adequate level. More significant change
is that now lower inflationary pressures are expected compared with the
January assessments. The risks around achieving this macroeconomic scenario
continue to be predominantly of external nature and associated with possible changes in
the dynamics of recovery of the global economic growth and fluctuations in the prices of
primary products in the world markets.
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I. Macroeconomic developments
1.1. International economic environment?

At the end of 2012, global economic activity continued to grow at a
moderate pace, while signs of improvement, mainly in the emerging
economies were registered also at the beginning of 2013. Although the
global economic outlook has improved, differences in growth dynamics
among the developed countries became more pronounced, with projected
growth for 2013 of 1.9% for the USA and a negative rate of -0.3% for the
Euro area. On the other hand, in most emerging and developing countries,
after the major slowdown in mid-2012, economic activity accelerated again.
Even though the policy measures in the Euro area and the USA have
reduced the downward risks to global growth, it is estimated that these
risks will continue to be dominant. The situation in the Euro area remains
the greatest short-term threat to the global economy. In the medium term,
key risks relate to the insufficient institutional reforms and continued
stagnation in the Euro area, the absence of plans for fiscal consolidation in
USA and Japan, the potential adverse medium term effects of the
unconventional monetary measures in some of the developed economies
and the possible economic overheating of some emerging economies. In the
first two months of 2013, global inflation remained at the level achieved in
the previous quarter, amid unchanged outlook for its movement in the
coming period.

Real GDP growth in advanced economies Gl.o ba"y.’ . th.e outiook fo.r the
(year-on-year percentage changes; quarterly data) economic aCt“"ty Impl‘OVEd again, but

6 the economic recovery of the developed

3 countries is still accompanied by risks. In
the past six months, policy makers in
advanced countries successfully overcame
the greatest immediate threats to world
economic growth, the uncertainty about the
future of the Euro area, and the tightening
of fiscal policy in the USA caused by the

== e= e €Uro area

. T pedstates - nfiscal cliff' crisis. However, although the
o UnitedKingdom measures undertaken had a favorable

2007 2008 2009 2010 2011 2012 impact on the condition of the financial
Source: Eurostat. markets, there was no significant positive

2 The analysis is based on the ECB's monthly
bulletin, February and March, 2012; updated "World
Economic Outlook" of the IMF, January 2013, the
"Forecast for the European Union" of the European
Commission, February 2013, the "Quarterly Report
on Employment and Social Structure in Europe" of
the European Commission, March 2013, the reports
of "Capital Economics"and press releases of "Markit
Economics".
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Global economic activity indicators
(monthly indices*)
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taken to indicate that the economy is expanding, while a PMI value below
50 suggests that the economy is contracting.

Source: Bloomberg.
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effect on the growth of developed
economies. In most emerging and
developing countries, stable domestic
consumption, amid stimulating

macroeconomic policies, and the recovery
in exports led to a re-acceleration of
economic activity, after the slowdown in
mid-2012. Recent economic trends for the
first quarter of the year indicate unchanged
estimates measured by the leading
indicators of economic activity - PMI. Global
composite PMI registered minimal growth
(of 0.1 percentage point) compared to the
previous quarter, reaching 53.0 index
points, with improved results in the
manufacturing industry and the services
sector. In terms of the expectations for the
next period, the estimates in the April IMF
projections indicate that the global
economy in 2013 will grow at a rate of
3.3%, which is a downward revision
of 0.2 percentage points compared to
the January projections. In the short
term, the greatest risks come from the Euro
area and pertain to the uncertainty
concerning the outcome of the Cyprus
crisis, the situation in Italy and the
difficulties the peripheral countries are
facing. Long-term risks are related to
growth prospects of the Euro area, fiscal
policy in the USA and Japan, the medium-
term effects of the previous relaxed
monetary policy and the possible
occurrence of major imbalances in
emerging economies.

At the beginning of 2013, global
inflation remained at the same level
as in the fourth quarter. Worldwide, the
average annual inflation rate® for the first
two months of 2013 was 3.5%. More
significant acceleration in inflation was
registered in the emerging and developing
countries, where in January and February it

3 Data source is the International Financial Statistics
database of the IMF.
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Inflation in advanced economies
(annual percentage changes; monthly data)
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averaged 6.7% (versus 6.1% in the
previous quarter). In the developed
countries, inflation rate continued to decline
moderately, reaching 1.6%. According to
IMF projections, in 2013, in most advanced
economies inflation will continue to slow
down, amid ‘"controlled" inflationary
pressures in emerging and developing
countries.

In the fourth quarter of 2012,
the recession in the Euro area
continued to deepen. The quarterly
rate of decline in GDP was 0.6%,
which contributed to the annual
decline of GDP by 0.9%. A quarterly
decline was registered in the four largest
economies in the Euro area*. Despite the
0.6% decline caused by a reduction in net
exports, only Germany among these
countries had a positive growth rate of
0.9% during the year, with moderately
favorable outlook for the future. The
adverse developments in the real economy
of the Euro area were inconsistent with the
improving conditions in financial markets
observed since the second half of last year.
Namely, the measures implemented within
the monetary union®, again increased the
confidence and to a certain extent reduced
the financial fragmentation®. Amid weak
economic activity, developments in the
labor market remained unfavorable. The

* Germany, France, Spain and Italy.

> The measures are related to the structural and
fiscal reforms undertaken by the member states
themselves, but also to the introduction of the
Outright Monetary Transactions - OMT, the decision
to introduce a Single Supervisory Mechanism - SSM
as a first step towards the banking union, the
establishment of the European Stability Mechanism -
ESM and the strengthening of the institutional
framework of EMU.

® Financial fragmentation was manifested by a
dramatic growth in the interest rate spreads
between central and peripheral countries in the Euro
area in some segments of the financial markets
(government bonds and bank loans), threatening
the monetary transmission and the implementation
of the single monetary policy.
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unemployment rate has increased
continuously since April 2011, and in
February it reached a new historic
maximum of 12%, with prospects for its
further increase in the short term. Analyzed
by components, the changes in GDP
recorded in the Euro area in the fourth
quarter are due to the adverse movements
in domestic demand and inventories, but
also to the lower net exports. In fact,
similar to the previous period, declining real
disposable income, affected by inflation and
unfavorable conditions in the labor market,
adversely affected private consumption.
Limited financing options, still high
uncertainty and cross-sectoral adjustment’
are reasons that explain the decline in
investment. Consistent with the fiscal
adjustment efforts, public consumption
registered minimal decline. Unlike the
period since mid-2010, when net exports
were the main driver of GDP growth,
mainly due to limited imports, in the last
quarter it had a neutral contribution to
growth, with identical quarterly decline
being registered in both components of the
trade. In general, in 2012, the Euro area
registered a decline in GDP of -0.6%. Net
exports had a positive contribution to the
rate of decline, amid growth in the exports
and decline in the imports, while all
components of the domestic demand
registered an annual decline and thus had a
negative contribution. The annual growth
in consumer prices in the Euro area
continued to decelerate. In the first
quarter of 2013, the average annual

inflation rate was 1.8%, which is within the
defined inflation target of below, but close
to 2% over the medium term. This is the
first such inflation rate registered since

” From a longer perspective, there are noticeable
differences in performance among the sectors of the
economy: in the fourth quarter, the value added in
the construction sector was 20% lower than the
maximum level reached in 2007, while the services
sector is slightly above the maximum achieved in
early 2008.
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2010. The analysis of the consumer price
index components indicates a significant
slowdown of the energy component growth
to a level of 3.2% (versus 6.3% in the
fourth quarter last year). Also, a slight
reduction in growth occurs in the price of
food, which was reduced to 2.9%, from
3.1% registered in the previous quarter.
Compared with the fourth quarter of 2012,
core inflation in the January-February
period moderately  decreased and
amounted to 1.5%.

In the first quarter of 2013, the
Fed, the Bank of England, and the ECB
made changes in their interest rate
policies and retained the policy rates
at the level of 0-0.25%, 0.5% and
0.75%, respectively. Fed's Monetary
Policy Committee decided to continue with
the implementation of accommodative
monetary policy in order to support
economic growth and reduce the
unemployment rate to the target level of
6.5%. In this sense, the Fed reiterated that
it will continue to purchase long-term
Treasury bonds and mortgage bonds until
the prospects for the movements in the
labor market significantly improve, without
compromising price stability. The ECB
made no changes in the monetary policy
stance in this period.

During the first quarter of 2013,
the nominal exchange rate of the Euro
against the US Dollar was volatile, but
on average, on a quarterly basis the
Euro appreciated second quarter in a
row. Thus, in January and February the
Euro rose by 1.3% and 0.5%, respectively
on a monthly basis, and reached a high
level, last registered at the end of 2011.
These upward movements were mainly due
to the improved economic confidence and
increased risk appetite of investors. In the
same vein was the decision of the ECB to
leave the key interest rate unchanged. On
the other hand, in March, the precarious

9
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situation in the banking sector in Cyprus
and the fears of market participants from
deepening of the crisis despite the
agreement with international creditors,
contributed to the significant depreciation
of the Euro by 3%. In March, the price of
one Euro was 1.3 US Dollars, which is 1.2%
lower than its value in December, but 0.8%
higher than the average in 2012.

The prices of oil and non-energy
primary products® denominated in
Euros increased in the first quarter of
2013, compared to the previous
quarter. Thus, the average price of crude
oil "Brent" in this period was 85.5 Euros per
barrel, which is an increase of 0.4%
compared with the last quarter of 2012.
The increased optimism about the growth
of the global economy and the increased
demand due to the output growth in China
and the USA, as well as the geopolitical
situation in the Middle East, were the main
reasons for the upward movement of oil
prices. The prices of non-energy
products in the first quarter increased
moderately compared to the previous
quarter, amid growth in metal prices of
5.3% and a decline in food prices of 0.7%.
Within the food index, the prices of wheat
and maize decreased as a result of the
reduced demand and improved supply. On
the other hand, the increase in metal
prices, observed through the total index of
metals, was due to the optimism about the
recovery of the global manufacturing
industry and expectations of stronger
demand from China. The appreciation of
the Dollar in these months had a downward
impact on the price changes of primary
products.

In the fourth quarter of 2012,
the adverse economic developments

® Price index of primary commodities includes: the
prices of food, beverages, agricultural raw materials
and metals.
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continued in most countries of the
region. Thus, on an annual basis,
economic activity continued to shrink in
Croatia and Serbia, while in Turkey and
Bulgaria, further slowing of the economic
growth was registered. After the decline in
the third quarter, in the last quarter
Romania registered slow economic growth,
supported mainly by the growth of private
consumption and improvement in net
exports, while the drop in investment was a
factor that influenced in the downward
direction. In Croatia and Serbia, net export
is the only component with a positive
contribution to GDP while all other
components showed negative change.
Economic activity in Bulgaria slowed down
for the second quarter in a row due to the
decline in private consumption and
investment in line with the deteriorated
situation in the labor market and credit
conditions, while in Turkey, the improved
domestic consumption acted towards
supporting the economic growth. Observed
for the entire 2012, economic activity
declined in Croatia and Serbia, while in the
other countries in the region moderate
positive growth was registered.

In the first two months of 2013,
in most of the countries in the region
moderate acceleration in the inflation
rate was registered. Such movement in
almost all countries is a consequence of the
increase in food prices, while in Romania
the increase in administrative prices and in
the excise duty on petroleum and tobacco
also acted in this direction. On the other
hand, Croatia registered slower inflation
rate due to the declining core inflation and
lower effects of the imported inflation.
Slowing inflation was registered also in
Kosovo.

The recovery of the activity of the Macedonian economy continued in
the last quarter of 2012. Given the positive quarterly movement, in the
fourth quarter GDP registered an annual growth of 0.2%. With the

11
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exception of the sectors "industry” and "transport and communication”, the
activity in all other sectors registered annual growth. As in the previous
quarter, the largest positive contribution to the annual growth of the
economy was that of the construction activity, supported by foreign and
domestic investment. Moreover, growth was supported by the activity in
agriculture and other services (financial intermediation, trade, public
administration). Positive developments in the real sector had positive
effects on the labor market, reflecting on wages and number of employees.
Despite the slower decline, industrial activity had a negative impact on the
domestic economy also in the fourth quarter. Transport also acted in this
direction due to weaker performances in all components with the exception
of telephony and passenger airtransport.

In the last quarter of 2013, gross

Annual real growth rates of individual sectors of domestic product9 recorded quarterly
GDP and their contributions to the total growth 0,
120 oo in04.2012 growth — of  0.7% (seasonally
100 adjusted), which is a minimal
8.0 '20"”‘:”“/0"' PP intensification of the growth of 0.3%
rowth, % - -
60 ) ° and 0.6% in the second and third

quarters. On annual basis, this caused
a small annual growth of domestic
production by 0.2%. Improved quarterly
dynamics in the fourth quarter, was mostly
due to the growth of value added of the
sector "financial intermediation", while
construction, agriculture, trade and public
administration had smaller and almost
Source: State Statistcal Office and NERM. identical contributions. As for the annual
dynamics, the largest contribution to the
annual growth of domestic production was
that of the double-digit growth of
"construction”, as well as the growth in
financial intermediation, for the second
consecutive quarter. Favorable dynamics
was registered also in the value added of
the sector "trade", whose growth
increased for the second quarter in a row,
after the annual decline in the first half of
the year. Improved performance in the
fourth quarter was registered in agriculture
and other sectors of the domestic economy,
with the exception of "industry" and
"transport and communications". In
fact, the decline in the industrial activity,
which has been in the zone of negative
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changes for five consecutive quarters, in
the fourth quarter largely offset the growth
of value added of other sectors of the
domestic economy.

annual growth rates, in % contrbutions to GDP growth (in p.p.)
TR Tl el Tl e e TR

ot | 2ot | ot | 2omt [ 2P g0 | o2 | 2012 | 202 | 22 || aont | aont | oont | oot [ 2P| o | aon2 | 202 | o | 22
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Financial intermegiation 03] 09 | 00|32 20|34 40| 18| 26|29/ 00|02 00| 05| 02|06/ 0s]|03]|04]a0s
Public administration 10 | 07| 08|25|-04| 03| 10| 16| 28| 24 01 |0t |01]-03]-02|00]0t]|o02]03]a2
Value Added 66 | 57 | 02 | 06 | 22| -18 | 16| 03 | 06 | -06]| 58 | 49 | 02 | 05 | 26 | 16 | -14 | 02 | 05 | -05
Net taxes on products 20| 81| 67 | 30| 22| 50| 48| 04 |-3] 27| 03| 11|09 | 05| 02|06 06| 01]-02]02
Gross DomesticProduct | 61 | 36 | 13 | 20 | 28 | 09| 07| 03 | 02 | 03| 62 | 36 | 23| 10| 28 | -09 | 07| 03 | 02 | -03

Source: State Statistical Office and NBRM calculations.
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In the last quarter of the year,
construction activity increased on a
quarterly’® and annual basis. Despite
the slowdown in the quarterly growth due
to extremely high construction activity in
the third quarter, on annual basis the
activity in this sector has exceeded the
performances registered in the same period
last year. Such achievements in
construction (particularly favorable in the
second half of the year) resulted in
historically high value added of construction
for the entire year. Regarding the Surveys,
the slowing construction activity in the last
quarter was confirmed through the slightly
lower assessment of the economic activity
in the Business Tendency Survey in
construction’!. However, the positive
assessment of current economic activity for
the second consecutive quarter'?, points to
the optimism that prevails among
construction companies. Positive
perceptions of companies, according to the
Survey are a result of the reduced impact
of certain limiting factors for improvement
of the construction activity. The negative

1% Analyzed on a seasonally adjusted basis.

11 Refers to the fourth quarter of 2012.

2 From the first quarter of 2009 to the second
quarter of 2012, negative assessments of the
current economic situation of the enterprises in
construction prevailed.
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impact of the costs for materials and labor,
the obtaining of bank loans, competition,
lack of trained staff and lack of demand is
assessed to be lower. Also, for the fourth
consecutive quarter positive perceptions
regarding the financial situation of
enterprises outnumber the negative ones.
In terms of expectations of the managers!?
of construction companies for the next
three months, there is an increased
optimism relative to the previous quarter
regarding the expectations for signing new
contracts and the possible period for
providing work, while the expectations for
growth in selling prices are lower.

The value added of trade in the
fourth quarter of 2012 registered a
small quarterly and annual growth.
The quarterly recovery of trade has
led to further recovery of the activity
in this area on an annual basis, after
the decline registered in the first half
of the year. In conditions of reduced
private consumption on annual basis,
reduced retail trade and trade in motor
vehicles, the increase in the value added of
trade in the third quarter, was again driven
by the high annual growth in wholesale
trade, which in February 2011 showed
double-digit growth rates. The weaker
performance in retailing is perceived
through the Survey of the managers in
retail trade!'?, whose assessments indicate
a slight worsening of the current business
and financial condition of these companies
compared with the assessments in the
previous quarter. According to their
observations, there is an increased impact
of competition in the market, which limits
the improvement of their economic
condition. The expectations of the

3 From the Business Tendency Survey in

construction, of the SSO, for the fourth quarter of
2012.

 From the Business Tendency Survey in retail, of
the SSO, for the fourth quarter of 2012.
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managers of commercial enterprises
regarding the orders for the next three
months are lower, and accompanied with
decreased optimism regarding the number
of employees, selling prices and business
condition in the next six-month period.

The decline of industrial activity
in the fourth quarter of 2012 slowed
both on a quarterly and on an annual
basis. Amid worsening global
macroeconomic outlook and reduced
foreign effective demand, industrial activity
has registered a steady decline on an
annual basis since September 2011. The
largest contribution to the annual decline in
the fourth quarter was that of the
manufacturing industry, where the lower
production of tobacco products and of
petroleum derivatives offset the positive
effect of the annual growth of some of the
export-oriented facilities. At the same time,
electricity, gas, steam and air conditioning
supply bhad a significant negative
contribution to the decline of industrial
activity. The weaker performance in the
industry was confirmed by the Business
Tendency Survey in the manufacturing
industry. The average capacity utilization
in the fourth quarter, declined on a
quarterly and annual basis. Thus, the
average utilization over entire 2012
remained below the historical average of
the past eight years. Although the
assessments of the current economic
situation were worse, enterprises, however,
positively evaluated the current production
volume. Regarding the factors that limit the
increase in production, the Survey indicates
the increasing importance of the lack of
skilled labor, competitive imports and
insufficient foreign demand. The
assessments in the Surveys regarding the
first two months of the first quarter of
2013, indicate increased  optimism
concerning the assessment of current
economic  conditions and  production
volume, amid lower constraining impact of
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both the financial problems and competitive
imports, and the lack of raw materials,
equipment and energy. Such estimates
resulted in positive expectations regarding
the volume of production and number of
employees in the next three months.

1.3. Aggregate demand

The moderate annual economic growth recorded in the last quarter of
2012, was again a result of domestic demand factors. The domestic demand
has had a positive contribution to the GDP growth for three quarters in a
row. Such a positive dynamics is due mainly to gross investment, whose
pace of growth in the last quarter was slower, in line with the slower
construction activity. As in the previous quarter, public consumption grew,
at even faster pace, while private consumption decreased, but moderately.
The disposable income continued to decrease, with part of household
consumption being satisfied by increased lending. On the other hand, in
conditions of slower decline in external demand, exports registered a small
increase, despite the decline in the previous quarter, which together with
the growth in domestic demand resulted in a rapid growth of imports.
Hence, net exports had a negative contribution to growth also in this
quarter.

In the fourth quarter of 2012,

Contribution to real annual GDP economic activity increased on a

5 growth quarterly basis (by 0.7%?), thus
10 | (in percentage poirgs) continuing the trend of slow
| * ﬂ strengthening of the economic
growth, which started at the

beginning of the year. On annual
basis, a small and positive economic
growth was registered again, which
15 4 equaled 0.2%. However, given the

288038 28 EZ 8 35 38  sharper decline in the first half of the
3 b3 3 P = year compared with the growt_h in the
| Private consumption EENSS Government consumption Second’ the whole economy In_ 2012
B Gross investments S Net-exports recorded a Sma" annual deC"ne Of
=== Gop 0.3%, as opposed to the growth in the
Source: State Statistical Office and NBRM calculations. previous two years. Annual GDP growth

in the last quarter of 2012, as well as in the
previous quarter, was entirely due to the
positive contribution of domestic demand,
while net exports had a negative
contribution. In terms of individual
components of consumption, investments

1> Seasonally adjusted.
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have had the greatest positive contribution
to the change in GDP for three quarters in
a row. Public consumption again acted
positively in the overall economic growth,
while exports of goods and services
returned to the zone of positive growth
rates after the decline registered in the
previous quarter. Conversely, private
consumption again had a negative
contribution to growth, but it is still lower
than in the previous quarter. Imports which
have registered fast growth, also had
negative contribution.

Real annual growth rates (%

2010-Q1

2010-Q2

2010-Q3

2010-Q4

2011-Q1
2011-Q2
2011-Q3
2011-Q4
2012-Q1
2012-Q2
2012-Q3
2012-Q4

Private consumption
Government consumption
Gross investment

Exports of goods and services
Imports of goods and services
Domestic demand

Net exports*

GDP

2.0

44.0

10.0

-10.2

-8.3

-35.1

0.0

6.7
7.1
1.7
17.7
12.8
3.5
3.6
2.5

2.1
0.7
14.9
24.8
18.8
4.0
2.9
4.5

-4.9

10.0
40.0
16.0
-0.8

4.0

4.6 7.0 2.8 1.5 3.8 0.1 -0.3 2.4 -2.0 =il.2
0.6 5.1 -2.8 -0.1 0.7 1.7 2.3 2.1 3.5 1.2

54.4
37.2
36.6
10.5
35.4

-19.1
12.7
6.1
1.3
-7.6

28.8
3.0
11.3
6.7
38.0

8.6
0.2
4.7
3.1
14.7

-6.8

0.0

-0.3
-0.9
-1.0

29.6
0.7
9.6
4.4

32.3

15.5
-2.9
1.4
2.0
11.7

10.8
0.6
3.8
2.3

10.2

6.1 3.6 1.3 1.0 2.8 -0.9 -0.7 0.3 0.2 -0.3

*decrease represents lower deficit
Source: SSO and NBRM calculations.

1.3.1. Private consumption

In the last quarter of 2012,
household consumption decreased on
both quarterly and annual basis, but
with less intensity. Compared to the
previous quarter, consumption fell by
1.1% (seasonally adjusted), while the
annual decline was 2% (2.4% in the
third quarter). Thus, private
consumption recorded an annual
decline of three consecutive quarters.
The annual decline in private consumption
in the last quarter of 2012 can be explained
by the faster decline in disposable income.
The paid wage bill decreased, but at a
slower pace, in circumstances of faster
annual growth in the number of employees,
while the decline in real wages moderately
increased, in circumstances of higher
inflation. Pensions had an additional
negative effect on disposable income. They

17



Private consumption indicators

real y-o-y growth, in %
30 - (realy-o-y g o)

=SS VAT revenues

.30 / I Imports of consumption goods
== Retail trade
= Private Consumption
= == Domestic production of consumption goods
------ Disposable income

Source: State Statistical Office , Ministry of Finance and NBRM calculations.

Quarterly Report, April, 2013

decreased in real terms, compared to the
growth they registered in the previous five
quarters. However, the decline in
disposable income was partially
complemented by retail lending, which
grew at a faster pace. Reduced households
consumption is reflected also through the
real decline in retail trade, common for the
whole 2012, while the largest decline was
recorded in the last quarter. Decline,
however at a slower pace, was recorded
also in domestic production of consumer
goods, while imports of such goods grew,
despite the sharp decline in the previous
quarter.

The latest available data'® for
the first quarter of 2013 point to
favorable shifts in private
consumption. Retail trade has registered
real growth for the first time after falling in
the previous four quarters, although the
expectations of managers for the first
quarter are unfavorable compared to the
previous quarter'’. Growth in trade caused
upward adjustments in domestic production
of consumer goods, which in the first
quarter of 2013 registered real growth, as
opposed to the decline in the imports of
consumer goods. Assessments for positive
shifts in private consumption are supported
by the enhanced credit activity of banks
with the households, which is consistent
with the banks' expectations'® for increased
demand for consumer loans and partial
easing of credit conditions. At the same
time, pensions registered real growth, while
the decline in real net wages has slowed
down, amid moderate reduction in

16 Data on domestic production of consumer goods,
pensions, VAT, import of consumer goods and
household credits are as of February, while the data
on wages and retail trade are as of January.

7 From the Business Tendency Survey in retail
trade, of the SSO, conducted in the fourth quarter of
2012.

8 From the Bank Lending Survey, conducted by the
NBRM in January, 2013.
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inflationary ~ pressures.  Against  the
background of generally more favorable
expectations about the number of
employees in the economy'® compared to
the previous quarter, it is expected the
number of employees in the first quarter to
register an annual growth. Hence, the
wage bill would decline, however at a
moderately slower pace. On the other
hand, private transfers registered adverse
changes, i.e. acceleration of the annual real
decline, which largely stems from the high
base effect.

1.3.2. Public consumption

In the fourth quarter of 2012,
public consumption recorded
quarterly growth of 2.2% seasonally
adjusted, leading to an acceleration in
the annual growth of 3.5% (growth of
2.1% in the third quarter). Data on the
budget for the first two months indicate
continuity of such movements in the first
quarter of 2013. Thus, the repayment of
government arrears by the end of February
caused a significant annual growth in the
costs of goods and services in the first two
months of the year. Hence, for the first
quarter of 2013, real annual growth of
public consumption is expected again.

1.3.3. Investment consumption

In conditions of a quarterly decline (of
10.8%, seasonally adjusted), gross
investment registered an annual
growth of 10.8%, which is a moderate
slowdown of the growth. However,
also in the last quarter of 2012,
investment activity was an essential

% From the Business Tendency Surveys in

manufacturing  industry, retail trade and
construction, of the SSO, conducted in February
2013, i.e. in the fourth quarter of 2012.
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factor in the annual growth of the
overall economy. With the growth
achieved in the last three quarters,
gross investments reached their
historically highest quarterly level. The
slowdown in investment growth mainly
stems from the slower construction activity.
Slower investment growth affected also the
domestic production of capital goods, the
growth of which slowed down significantly,
while imports of investment products were
almost unchanged compared to the same
quarter last year. On the other hand, the
Government stimulated the investment
activity, after the real decline in
government capital expenditures in the
previous two quarters, while the decline in
foreign direct investments slowed down.
Slower real decline was registered also in
the long-term lending to the corporate
sector, amid largely unchanged demand for
long-term loans®®. For the first quarter
of 2013, indicative available data send
different signals®’. Thus, the value of
completed construction works registered
fast growth, partly due to the Ilow
comparison base in the first quarter of the
last year, when due to the extremely low
temperatures the construction work was
kept to a minimum. In line with these
movements are the expectations of the
managers in construction®?, who have more
favorable expectations for the orders in the
first quarter, compared to the previous
quarter, so the assessment of the possible
period of engagement in construction work
has increased. Imports of investment goods
have also registered faster annual real
growth at the expense of domestic
production which decreased slightly on an

2 From the Bank Lending Survey, conducted by the
NBRM in January, 2013.

%! Data on completed construction works and foreign
direct investments are given as of January, while the
remaining data are given as of February.

22 From the Business Tendency Survey in
construction, of the SSO, conducted in the fourth
quarter of 2012.
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annual basis. Government investments,
which registered sharp decline, point to
downward movements, which would
decelerate the growth of investments.
Foreign direct investments also registered
further decline. At the same time, long-
term lending to businesses has registered
faster real decline, which is consistent with
the expectations of banks® for moderate
reduction in demand.

1.3.4. Net export demand

In the last quarter of 2012, the
adverse impact of the global
environment on the Macedonian
economy shrunk, so the export sector
experienced modest growth. Growth
of exports and enhanced growth of
domestic demand, caused rapid
growth of imports of goods and
services. Consequently, net exports
had a negative contribution to the
annual change in GDP also in the last
quarter of 2012,

In the last quarter of 2012, exports
registered quarterly growth (of 5.8%,
seasonally adjusted), which resulted in a
return in the zone of positive annual growth
(small annual growth of 0.6%). The
moderate slowdown in the decline of
foreign effective demand, amid slower
decline also in export prices, contributed to
favorable developments also in the
domestic export manufacturing sector.
These positive trends in the exports, given
the growth in domestic demand, led to a
rapid annual growth in imports, which
made imports grow for three consecutive
quarters. The annual growth was 3.8%
(1.4% in the previous quarter), while on a

2 From the Bank Lending Survey, conducted by the
NBRM in January, 2013.
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quarterly basis they registered a decline
(1.8%, seasonally adjusted).

In the first quarter of 2013, a certain
revival in the domestic economy began,
including in the export sector, which in the
first two months registered a nominal
growth of 2.6%. The further slowing of the
decline in foreign demand had a positive
effect on exports and domestic production.
Thus, amid larger utilization of the
industrial capacities in the first two months
of the year, industrial output recorded an
annual growth for the first time after the
continual  decline  throughout  2012.
Moreover, the expectations of managers in
the manufacturing industry for the first two
months of 2013 were more favorable
compared to the previous quarter®®. Hence,
the expected real growth in exports and
domestic demand, would lead to expected
real growth also in imports. These
assessments are in line with the data on
foreign trade, which in the first two months
of the quarter showed a nominal growth of
imports. Moreover, in terms of higher
growth in exports compared with imports,
in the first quarter of 2013, a slight
narrowing of the balance of foreign trade is
expected.

The favorable developments in the labor market, observed by the
number of employed persons, continued in the last quarter of the year. The
number of employed persons grew further on a quarterly basis, at a
significantly faster pace. These trends indicate positive second-round
effects of the moderate economic recovery, present in the second half of
the year. However, amid faster increment of the supply relative to the
demand for labor, unemployment recorded minimum quarterly rise, while
the unemployment rate remained at the level of the previous quarter.
Faster increase in the number of employees was reported also on an annual

2 From the Business Tendency Survey in

manufacturing industry, of the SSO, conducted in
February 2013.
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basis, caused by the increased number of employees in trade and
construction. Such developments in these sectors reflected on the activities
associated with construction and transportation. New investments in
construction and new manufacturing facilities opened with foreign direct
investments also influenced the annual growth in the number of employees.
As for labor cost, nominal wages continued to grow slowly, while their real
decline accelerated in the last quarter. Labor productivity has reduced on
annual and quarterly basis, while annual and quarterly deterioration was
also registered in the competitiveness in terms of labor, due to the increase
in the unit labor costs.

The increase in the number of

Employed by economic status employees continued in the last
(g-0-q changes, persons) qua rter of 201 2, registe ri ng a
quarterly’® growth of 1.1%?2°, which
denotes faster positive quarterly
dynamics. These changes correspond with
the continued quarterly growth of the
economic activity in the last three quarters.
The employment rate also increased by 0.2
percentage points, which contributed to the
- continuation of the positive quarterly
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the growing number of employees, unpaid
family workers and employers. Analyzed by
activities, quarterly employment growth
was mostly due to the activity "transport,
storage and communications", hotels and
410 - EmP"’(\ifr']‘;Z;'"ate restaurants and agriculture. On annual
basis, the number of employees
increased by 2.9%, which is a
significant acceleration of the positive
dynamics. At the same time, the
employment rate increased compared with
the same period last year and reached the
level of 39.3%. Analyzed by activities,
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Source: State Statistical Office, Labour Force Survey. > The analysis of the quarterly dynamics of

employment, unemployment and total active
population is made with seasonally adjusted data.

% Starting from January 2011, the State Statistical
Office has been applying the new National
Classification of Economic Activities (NACE rev. 2)
for compilation of data on the labor market (wages
and employment).
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in the number of employed persons in
these activities, on an annual basis,
corresponds with the growth of their value
added. In addition, positive movements in
trade and construction are confirmed by
the results of the Survey on Job
Vacancies?’, according to which in the
fourth quarter, about 18% of the newly
opened or vacant jobs were in trade and
construction activity. Transportation and
"administrative and auxiliary services"%,
which are partly related to positive
developments in trade and construction
activity, had an additional impact on the
annual employment growth. According to
the aggregate signals from Business
Tendency Surveys® relating to expectations
regarding the movements in the labor
market, some improvement in the demand
for labor is expected for the next three-
month  period. @ These  expectations
correspond with recent favorable trends in
the domestic economy and the gradual
recovery of the global economy.

The growth in demand caused a
quarterly increase also in the supply
of labor. After the decline in the previous
quarter, active population increased
quarterly by 0.8% in the last quarter of

7 In 2012, the State Statistical Office for the first
time began to conduct a Survey on Job Vacancies as
part of the labor market research. The purpose of
the Survey is obtaining quarterly information on job
vacancies in the enterprises in the Republic of
Macedonia as an important indicator of the
macroeconomic trends and labor market policies.

% The working engagement that municipalities
offered to 4,000 people to perform public works for
a period of six months, has a positive influence on
employment in this sector. These are people who
are unemployed, with low qualifications or elderly
people. This Government measure aims to improve
the financial condition of the employed persons, and
to enable them acquire new skills necessary for
establishing a permanent employment.

Source: State Statistical Office, Business
Tendency Surveys in manufacturing industry
(February 2013), construction (fourth quarter of
2012) and in trade (fourth quarter of 2012).
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Agriculture, forestry and fishing 3.8 -1.0
Mining and quarrying 0.6 -4.0
Manufacturing 1.2 -3.5
Electricity supply 0.2 -4.4
Water supply -0.3 -5.0
Construction 2.3 -2.4
Trade 2.1 -2.6
Transportation and storage -1.2 -5.8
Accomodation and food service activities -0.6 -5.2
Information and communication 3.7 -1.1
Financial and insurance activities -2.8 -7.3
Real estate activities -1.5 -6.1
Scientific activities 5.1 0.2
Administrative activities -6.1 -10.5
Public administration and defence -0.1 -4.7
Education -0.1 -4.7
Health and social work 2.3 -2.4
Arts, entertainment and recreation -8.7 -12.9
Other service activities 1.2 -3.5

Source: State Statistical Office.
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2012. In conditions of quarterly growth in
the labor force and reduction of the inactive
population, the activity rate increased to
the level of 56.7% (56.3% in the previous
quarter). Total active population grew
also on an annual basis (1.2%), and in
conditions of much slower growth of the
inactive population, the activity rate
registered an annual increase for the first
time after five consecutive quarters of
negative annual growth.

Against the background of faster
growth in the supply than in the

demand for labor, unemployment
recorded minimum quarterly
increment. Thus, the number of

unemployed persons registered a slight
growth of 0.2% in the last quarter of the
year, after three quarters of continuous
decline. On the other hand, amid faster
growth of the demand relative to that of
the supply of labor, the number of
unemployed persons decreased by 2.6% on
an annual basis. Simultaneously, an annual
decline of 1.2 percentage points was
registered also in the unemployment rate,
which remained at the level of the previous
quarter of 30.6%.

Similarly to the previous quarter,
the average wages paid in the last
quarter of 2012, registered a minimal
nominal annual growth. Thus, nominal
net and gross wages registered an annual
growth of 0.3% and 0.4%, respectively,
which represents a minimum acceleration
of the growth rate. This movement fully
reflected the wage growth registered in the
agricultural and industrial sectors, with
almost stagnant movement of wages in the
services sector. On a quarterly basis,
nominal net and gross wages rose by 1.3%
and 1.2%, respectively. The growth of
nominal wages on a quarterly basis was
offset with the quarterly inflation of 1.6%.
Thus, a decrease in the real purchasing
power was registered, amid a quarterly
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decline in real net wages (of 0.3%
compared to 0.4% in the previous quarter).
The quarterly decline was solely associated
with the real reduction of net wages in
agriculture and industry, while in the
services sector a real growth was recorded.
The deepening of the real annual
wage decline continued in the last
quarter of the year, due to the
acceleration of the inflation. Thus, the
average real net wage was lower by 4.3%
on an annual basis. With this, real net
wages have registered a continuous decline
on an annual basis over eight consecutive
quarters. The slow movement of nominal
wages growth in conditions of an increased
number of employees, suggests that
employers deal with the insufficient foreign
and domestic demand, rising costs for
materials  and uncertain  economic
environment through the wage channel,
rather than through the mechanism of
reducing the number of employees.

Labor productivity still decreases
on an annual basis, with the decline
being faster compared to the previous
quarter. The decline in productivity of
2.6% reflects the more intensive
employment growth compared to the
growth of the economic activity. After the
quarterly growth in the previous quarter,
productivity decreased also on a quarterly
basis, amid more dynamic growth in the
number of employees than of the
production growth. The annual decline in
productivity coupled with rising gross
wages led to intensification of the
annual growth of unit labor costs
(3.0%). Deterioration of competitiveness
in terms of labor costs has been reported
also on a quarterly basis, with an increase
in unit labor costs by 1.6%.
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1.5. Inflation

In the first quarter of 2013, inflation registered a quarterly decline,
for the first time in five quarters. The quarterly downward movement of
consumer prices of 0.3% on a seasonally adjusted basis is solely due to the
food and energy components. The annual inflation rate registered
slowdown in growth from 4.9% in the previous to 3.4% in the current
quarter. In conditions of a quarterly decline, the annual growth in inflation
reflects the effect of the growth of regulated prices (electricity and central
heating) and food prices in the second half of the last year. Therefore, the
data on the first quarter indicate probable strengthening of the second-
round effect of the growth of these prices on other prices. Namely, the core
inflation intensified its quarterly and annual dynamics of growth (0.8% and
3.3%, respectively). Along with the rising prices of food and energy in the
past, the faster growth of long-term inflation component could be in part
explained by the influence of one-off factors which are likely to be
exhausted in the next period, given the still weak demand.

Crude oil and food prices In the first quarter of 2013, for

e Commodity Food Price Index, 2005 = 100, includes Cereal, Vegetable the first time in five quarters’ there

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

250

200
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100

50

Oils, Meat, Seafood, Sugar, Bananas, and Oranges Price Indices

was a reduction in inflationary
r160  pressures. The quartery downward
- 140 movement of consumer prices of 0.3% on a
- 120 seasonally adjusted basis is a result of the
100 food® and energy components®!, which are
80 lower by 0.9% and 2.1%, respectively. In
"6  terms of global trends, the prices of
40 internationally  traded primary  food
20 products show a downward correction in

relation to the record high level registered
in August 2012. However, the prices of

Source: IMF Primary Commodity Prices. these products in March were only 3.5%

Foreign effective food prices* and domestic
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lower than the recent maximum. The
decline in these prices is associated with
food prices decreased global demand as well as the
favorable weather conditions in the
European Union, the Black Sea region,
China and India. However, prices of
primary food products are still vulnerable to
the global decline in the inventories of
cereals, especially wheat, the continuous
dry weather in the USA, Argentina, South
Africa and Australia, as well as the

= FOreign effective food prices

% Mostly due to lower prices of fresh food, but
primarily of fresh vegetables.
31 By a decision of the ERC the cost of central

* Foreign effective food prices are calculated as weighted sum of food prices heat|ng for households was reduced by 13 80/0 The
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untries that are major trade partners with Macedonia.

Source: State statistical office, Eurostat and NBRM calculations. new pr|ce effectlvely app“es from 1 March 2013'
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weakening of the dollar as a limiting factor
for their greater reduction. On the other
hand, effective food inflation with our most
important trading partners in the first*?
quarter registered an accelerated pace.
Namely, given the usual time lag, the rise
in the prices of the food component is
explained mainly by the higher prices of
inputs as a second-round effect of the
fluctuations in the world prices of food and
energy in the previous period, and in some
countries also by the limited domestic
supply of agricultural products due to the
unfavorable weather conditions.
Additionally, the acceleration of the
effective food inflation is due also to the
rising VAT rates 3 in some countries with
which we have more intensive trade.

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

2011 011 2012 012 2013 2011 0 2012 012 2013

o @ e o o @ @ o o o @ @ o o Q (5] 3] o

Consumer price index - all items 41 47 36 32 39 25 21 38 49 33 35| 41 47 36 32 39 25 21 38 49 33 35

Food 71 84 54 47 64 14 02 34 47 24 33 27 32 20 18 24 06 01 13 19 10 13

Fresh food 46 6.7 17 29 40 0.7 04 6.2 74 35 48 08 12 03 0.5 0.7 0.1 0.1 11 13 0.6 09

Processed food 8.5 99 84 62 83 20 06 11 2% 16 21 17 20 18 13 17 04 0.1 02 06 03 04

Energy 71 69 0 72 71 94 87 12 11 101 42| 09 09 09 L0 09 14 12 16 16 15 06

Fuels and lubricants 184 109 122 124 B5 79 105 80 51 79 02 | 06 04 04 05 05 04 0.5 04 02 04 00

Electrical power 18 54 54 54 45 115 77 149 B4 131 99 0.1 04 04 04 03 08 05 10 13 09 07

Heating power 6.3 57 42 49 53 76 17 77 40 67 -28 02 02 01 0.2 02 0.2 0.2 02 01 02 -0.1

Food and energy (volatile prices) 71 8.0 58 54 6.6 35 24 55 6.5 45 36 | 36 41 30 27 34 19 13 30 35 24 20

Core inflation (inflation excl. food and energy) 0 12 L1 07 10 14 18 18 29 20 33|05 06 06 05 05 06 08 08 13 09 15
Source: State Statistical Office and NBRM calculations.

Seasonally unadjusted data

Domestic inflation and foreign effective
inflation

(annual growth rates, in %)

= [nflation in Macedonia

12 4

10 1

Foreign effective inflation*

_4 -

* Foreign effective inflationis calculated as weighted sum of inflations
in countries that are major trade partners with Macedonia.
Source: State statistical office, Eurostat and NBRM calculations.

indicate quarterly growth in consumer
prices of 0.5%. The quarterly upward
movement slowed down and is completely
a result of the long-term and the food
component.

32 Based on the performances in the first two
months of the quarter.

33 Croatia increased the general VAT rate from 23%
to 25% from 1 March 2012. Also, from 1 January
2013, pursuant to the amendments to the VAT Act,
and in order to achieve compliance with EU
directives, Croatia phased out the zero VAT rate.
Thus, Croatia has a general rate of 25%, and two
rates of 10% and 5%. According to these changes,
the tax rate of 5% is, among others, applied also to
bread, milk and medicines. In Serbia, the increase in
the VAT rate came into effect on 1 October 2012,
with the overall tax rate being increased from 18%
to 20%.
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The annual inflation rate of
4.9% in the previous quarter slowed
down to 3.4% in the current quarter.
In circumstances of quarterly slowdown,
the annual inflation reflects the effect of
the growth of regulated prices (electricity
and central heating) and food prices in the
second half of the last year. However, in
the first quarter, the inflationary pressure
generated by the second-round effect of
the rise in these prices, further
strengthened. Thus, the contribution of the
long-term component to the annual
inflation has continued to rise. Food and
energy components remain to have
positive, albeit reduced contribution to
overall inflation. Intensification of the
annual dynamics was registered also with
foreign effective inflation®® (3.1% versus
2% in the previous quarter), in
circumstances of quarterly  upward
movement (0.8%), however at a slower
pace.

The long-term component of
inflation has continuously intensified
its annual dynamics for five
consecutive quarters. The annual rate of
core inflation (price component excluding
food and energy) reached 3.3% in the first
quarter, which is an acceleration of 0.4
percentage points. In the absence of
pressure  from domestic demand®,
intensification of this component is mostly

* The calculation of foreign effective inflation is
derived from the weighted sum of the indices of
consumer prices in countries that are major
exporters of consumer goods in the Republic of
Macedonia. Weight structure is based on normalized
shares of nominal imports from each country in the
total nominal imports in the period 2005-2010. The
calculation of this indicator includes Bulgaria,
Germany, Greece, France, Italy, Austria, Slovenia,
Croatia, USA and Serbia.

% Estimates of the NBRM show that domestic
production is still below the potential level (negative
output gap).
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explained as a second-round effect of the
increase in the prices of energy and food in
the previous period. The largest individual
contribution to the annual rate of core
inflation is that of the prices of clothing and
footwear, the hygiene and health items, as
well as the prices of food and beverages in
catering facilities. However, the effect of
these factors is expected to be temporary,
whereas the greatest likelihood of
downward adjustment is associated with
the prices of clothing and footwear.

In the first quarter®®, the prices
of the producers of industrial products
registered a downward movement.
The quarterly decline in these prices was
0.3% (1% on a seasonally adjusted basis).
The largest individual contribution to the
decline was that of the production cost of
food products. On an annual basis, the
prices of the producers of industrial
products increased by 3.1%, which denotes
deceleration of the positive dynamics
registered in the previous period. The
largest contribution to the annual growth
was that of the prices of the producers of
energy (petroleum products and electricity),
but also the prices of metals and food
products. The movement of production
prices affecting the domestic
component of inflation (durable and
non-durable consumption products
and energy) points to reduction of the
inflationary pressures in the
forthcoming period. Namely, amid
quarterly decline of 1.6% on a seasonally
adjusted basis, the annual dynamics of
these prices slowed down from 5.4% in the
previous to 2.4% in the current quarter.

In the fourth quarter, unit labor
costs registered an annual growth of 3%,
which denotes further intensification of the
growth from the previous period. At the

% The data refer to the first two months of the
quarter analyzed.
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same time, also the quarterly comparison
indicates their intensification. However, the
quarterly growth comes after the
downward movements in labor costs over
the past two consecutive quarters. Given
the further maintenance of the negative
output gap, we do not expect inflationary
pressures through the channel of labor
costs.
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Appendix 1: Inflation expectations of economic agents in the Republic of Macedonia

In the Inflation Expectations Survey conducted in April 2013%, for
the end of the second quarter of 2013, the expectations for unchanged inflation are
predominant (43.6% of respondents). The percentage of respondents who expect higher
inflation was 28.2%, while the percentage of those who expect its decline is slightly
smaller and equals 23.1%®. In terms of individual groups of respondents, 57.1% of the
surveyed economic analysts expect lower inflation, 28.6% had stable inflation
expectations, while the remaining 14.3% believe that inflation will be higher. Unlike
economic analysts, the majority of surveyed banks have stable inflation expectations
(50%), the remaining respondents expect higher inflation 33.3%, while a smaller
proportion (16.7%) expected lower inflation. Similar expectations prevail with the
companies, with the majority expecting stable inflation (46.2%) 30.8% of the
surveyed enterprises expect lower inflation, while 15.4% believe that inflation will be
higher.

Distribution of answers regarding the expectations of inflation by groups of

respondents
for the second quarter of 2013 for entire 2013
100% - 100% -
90% - 90% -
80% - 80% -
70% - 70% -
60% - 60% -
50% - 50% -
40% - 40% -
30% - S0 .
20% - 0
10%
10% - 0% - . .
0% - T T . .
Economic Banks Enterprises Economic Banks Enterprises
analysts analysts
mwill fall M stay about the same B will fall B stay about the same
will increase = it is difficult to answer will increase " it is difficult to answer

Source: NBRM, Infiation Expectations Survey.

In comparison with 2013, the responses of respondents are relatively
evenly distributed, on average. In fact, 38.5% of the respondents expect higher
inflation than the average achieved in the first quarter of 2013, 30.8% expect retention
of the inflation rate by the end of the year, while 23.1% expect lower inflation. Among
the surveyed economic analysts expectations for lower inflation rate prevail (57.1%),

% The responsiveness was 53.4%, i.e. 39 of 73
respondents responded to the survey. Analyzed by
groups of respondents, 85.7% were banks, followed
by 53.8% of economic analysts and 49.1% of
enterprises.

*® The remaining percentage to 100% throughout
the text, refers to respondents who chose the option
"it is difficult to determine.”
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28.6% have stable inflation expectations, while a smaller proportion (14.3%) expect it to
accelerate. The responses of the surveyed companies are with opposite distribution
relative to that of analysts, with 46.2% of them expecting higher inflation rate relative to
the first quarter, 30.8% have stable inflation expectations, while a small proportion (11.5
%) expect it to decline. Among the surveyed banks, expectations are equally divided
(33.3%) for lower, stable or higher inflation. The average expected rate of infiation in
2013, based on the responses of economic agents, is about 3.5%.

Expectations for the average inflation rate for the year and the registered average

cumulative inflation (in%)
12.0 4

inflation expectations
headline inflation

10.0 -
8.0
6.0 -

4.0 -
2.0 -
00 N
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Source: NBRM, Inflation Expectations Survey and SSO.

Source: NBRM, Inflation Expectations Survey and SSO.

The second-round effect of the lower projected world prices of energy and food
on domestic prices, amid reduced foreign demand from European countries, Is
considered to be the main factor that contributed to the formation of the economic
agents’ inflation expectations. On the other hand, respondents pointed to upward risks to
domestic consumer prices arising from the flooded plantations on agricultural land in the
first quarter and the fiscal policy relaxation.
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1.6. Balance of payments

Movements in the balance of payments current account during the
last quarter of 2012 followed the usual seasonal dynamics, but a significant
expansion in the deficit was noted, as a result of the negative quarterly
changes in all individual components. The trade deficit was again the most
important driver of quarterly change. The increase in the import
component, driven by seasonal factors in energy imports, imports for
personal consumption and imports of raw materials, was more emphasized
than the slight quarterly increase in the exports. Changes in the trade
balance were the most significant driver also of the annual expansion of the
current account deficit, coupled with deteriorating trade in services, higher
outflows in income and lower current transfers, whereby the quarterly and
annual changes in the balance of payments current account were caused by
simultaneous adverse movements in all components. Despite the
deterioration in the current account, during the fourth quarter high net
inflows were registered in the capital and financial account. Credit growth
based on trading transactions with non-residents and external lending to
the private sector were compounded by increased net inflows of foreign
direct investment. At the same time, banks created additional inflows in the
item "currency and deposits", withdrawing part of their deposits in foreign
banks. Net outflows were recorded only in currency and deposits of
households, whereby the downward trend in this category continued, but at
a significantly slower pace. Capital flows significantly exceeded outflows in
the current account, creating further accumulation of foreign reserves and
ensuring their future maintenance around the adequate level. Total net
inflows in the capital and financial account are higher on both quarterly and
annual basis.

1.6.1. Current account

Current account balance In the last quarter of 2012, the

(% of GDP)
09 05 08 balance of payments current account
I OJ“ I recorded a deficit of Euro 136 million
J or 1.8% of GDP, which represents a
J I change of 2.6 percentage points of
-17 1s GDP compared to the previous quarter
/ when a surplus in the current account
- 136 EUR million was registered. The quarterly change is
due to the adverse movements in all
components of the current account.
Quarterly changes in the trade balance and
current transfers, are largely caused by
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Source: NBRM. specific seasonal factors that significantly

influence the movement of the two
categories. The most significant
contribution to the expansion of the current
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account deficit is that of the trade balance
(by 1.6 pp of GDP), driven by the growth in
imports of raw materials for industry and
the characteristic seasonal imports of
energy and personal consumption products.
The remarkable growth in imports, amid
simultaneously more moderate growth in
exports, resulted in a significant quarterly
expansion of the trade deficit. Trade in
services recorded negative quarterly
change due to the deteriorating balance in
construction services by non-residents in
the country® and the seasonal decrease in
the net inflows from tourist services.

The annual analysis of the
movements in the current account for
the fourth quarter of 2012, indicates
widening of the deficit by 2.2
percentage points of GDP. Trade
balance, especially the balance of trade in
industrial products, significantly redounded
to the increase in the current account
deficit. Increased imports of raw materials
and simultaneous reduction in the exports
of industrial products*® caused divergent
movements in both components of foreign
trade, annual growth in the imports and fall
in the exports. The comparison base had a
significant effect on the change in current
transfers, which in the fourth quarter of last
year were extremely high, driven in part by
the instability in the euro area and the
negative expectations for the future of the

% During December there was an outflow of funds
based on completed construction services in the
country, for construction of Corridor X. They were
provided by the IPA component III during the same
month and contributed to the increase in the official
transfers in the fourth quarter.

*0 The decline was mostly due to the lower annual
exports of iron and steel, which in part is a result of
the high base. Namely, during the fourth quarter of
2011, atypically high export of this product group
was generated, which does not correspond to the
usual export dynamics.
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common currency*. The annual decline is
entirely a result of the lower private
transfers in cash, evident from the lower
net purchase on the currency exchange
market. Against the background of a
slightly lower demand for foreign cash, the
change is a result of the fall in demand,
which is expected amid stabilization of the
expectations about the future of the euro
and decreased conversion of Euros into
Denars. The negative change in services is
due to the increased deficit in the balance
of other services due to higher outflows on
the basis of construction and various
business services, while the annual
expansion of the income deficit in the
quarter was caused by the higher outflows
on the basis of income from investments.
Other components of "income" did not
register significant changes compared to
the same period last year. According to
the latest data on the balance of
payments, current account deficit was
registered also in January, but the
deficit was lower compared to January last
year. The improvement on an annual basis
was due to the improved performances in
the trade of goods and services. In
contrast, current transfers, influenced by
lower private transfers in cash and income,
acted towards expanding the current
account deficit.

' Net foreign assets purchased at the currency
exchange market that flows into the banking sector
is used to estimate the private transfers in cash. In
December 2011, the supply of foreign exchange on
the currency exchange market registered high
growth, which in large part stems from the
uncertainty about the future of the euro. During the
entire fourth quarter, Euros were converted into
Denars, but it was most pronounced in the last
month, which caused an atypically high net
purchase of cash on the currency exchange market.
With the stabilization of the situation in the euro
area and restoring the confidence in the euro as a
common currency, the process of conversion slowed
down.
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Appendix 2. Foreign trade of goods and movement of the nominal and real effective
exchange rate (NEER and REER)

In the last quarter of 2012, foreign trade of the Republic of Macedonia
registered quarterly growth, which is consistent with the common seasonal
dynamics. Increased foreign trade was due to the increase in nominal exports
and imports which grew by 2.1% and 11.9%, respectively. The higher growth of
imports compared to the exports of goods resulted in a widening of the trade deficit by
30%. In terms of individual balances, the increased deficit is largely explained by the
worsening of the non-energy balance (contribution of 65%) and to a lesser extent by the
negative energy balance. The weaker export performances (reduced surplus) in iron and
steel, seasonally increased imports of raw materials for the textile industry, as well as
higher imports of machinery and equipment are the main drivers for the expansion of the
non-energy balance, while in the energy balance, the increased deficit is a result of oil and
oil derivatives and electricity, due to the higher import prices.

Exports, by SITC 40.0 Import, by SITC

(contributions to the quarterly change, in p.p.) (contribuutions to the quarterly change, in p.p.)
=== Miscellaneous manufactured articles

=== Machinery and transport equipment

=== Manufactured goods classified by
materials
Lt Chemical Products

k== Mineral fuels, |yigigants and related

materials

‘=== Miscellaneous manufactured articles

=== Machinery and transport equipment

=== Manufactured goods classified by materia|
i Chemical Products

== Mineral fuels, lubricants and related materials

=3 Crude materials, inedible, except fuels
=== Beverages and tobaaco
-20 - i Food and live animals

Ql @ @8 Q4 Q1 Q@2 B 4 Q1 Q2 B o» = Total
30.0
Q12010 Q2 Q3 Q4 Q12011 Q2 Q3 Q4 Q12012 Q2 Q3 Q4

Source: SSO and NBRM.

Total trade increased also on an annual basis, fully reflecting the growth in imports.
In the fourth quarter of 2012, the exports again registered an annual decline
(2.4%). Negative annual growth rates of exports are common from the second quarter of
2012. The absence of meaningful stimulus through foreign effective demand and
consequently, the lower production volume in the domestic economy, amid unfavorable
conjuncture in metal prices on world markets in the last quarter of the year were the main
factors that adversely affected the performance of export-oriented metal processing
facilities (annual decline in the exports of iron and steel of 25.4%). Thus, these exports had
the highest contribution to the decline in the export activity and the export realized in this
quarter is the lowest, compared with the amounts realized in the same period from 2010
onwards. The annual decline in exports was caused by the decline in other traditional
export products, tobacco, oil and oil products and clothing and footwear (36.3%, 14.3%
and 2.8%, respectively). The decline in these export categories was partly offset by the
annual increase in the exports of machinery and equipment, ores, chemicals, food and
beverages. These trends point to further favorable developments in the export structure
considering that much of them are products of the new industrial facilities (FDI) that not
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only diversify exports, but also are products with higher value added.

Export of goods and main factors of change Export, by SITC
100.0 (annual change, in %) 6.0 50 4 (contributions to the annual change, in p.p.)

‘=== Miscellaneous manufactured articles
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Source: S50and NBRM. === Foreign demand (right scale)

The import of goods in the analyzed period grew by 4.4% on an annual
basis. The increase largely reflected the high import and energy dependence of the
Macedonian export, as well as the intensified investment activity in the economy. Observed
by product, most of the growth in imports is explained by the high import of raw materials
for a larger plant in the free economic zone (increased imports of non-ferrous metals and
imports of inorganic chemical products, by 28.2% and 2.9 times, on an annual basis,
respectively). Increased gross investments in the domestic economy caused growth in the
imports of machinery and transport equipment of 8.9%%. Increased import was registered
also in oil and oil products (by 4.9%), due to the changed import structure in the energy
category (higher quantity of imported oil products, as opposed to the imports of crude oil
and accordingly, higher price of oil derivatives). On the other hand, the decline in metal
production in the domestic economy led to a decline in the raw materials for this industry,
i.e. imports of metal ores and metal scrap® decreased by 48.5% on an annual basis. Such
movements in the components of the trade of goods with foreign countries caused further
widening of the trade deficit in the fourth quarter by 16%, on an annual basis. In
terms of the balances, the deterioration of the trade deficit is primarily due to the
expansion of the negative gap in the non-energy balance (with a contribution of about 88%
in the annual change) and to a lesser extent to the increase in the energy deficit. Moreover,
in the non-energy balance, a significant reduction in the surplus of iron and steel is the
dominant factor for the negative change, while in the energy balance, it is the growing
deficit in oil and oil derivatives.

*2 Higher imports of vehicles is due to the increased
imports of the government in the last quarter.

* Slowed activity of a larger metal processing plant,
which has a high import component.
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The latest available data on foreign trade, for the first two months of 2013,
indicate unchanged trade deficit compared with the same period last year, amid almost
equal growth in exports and imports of goods. The annual growth (of 2.6%) in the export
of goods is mainly due to the ores, chemical products, food and clothing and textiles, while
the annual growth (of 1.6%) in the import of goods mainly comes from the imports of raw
materials for a larger plant in the free economic zone and for the metal industry (iron and
steel).

The analysis of the foreign trade by countries in the fourth quarter of 2012,
shows that still, most of the trade in goods is carried out with the European Union (EU),
then with the countries in the region and the emerging markets (Russia, China and Turkey).
In terms of dynamics, the annual increase in the deficit was almost entirely due to the
deepening deficit in the trade with the EU and the reduced surplus with the countries of the
region. Moreover, within the EU, the deficit is mainly due to the increased imports from
Greece, Great Britain, Romania and Italy*™*, despite the increased surplus to our largest
trading partner, Germany. Within the trade of goods with the countries in the region, the
reduction in the positive balance results from the lower surplus in the trade with Kosovo
(reduced exports of oil products). As for the emerging economies, the trade with Turkey
and China registered an increase in the negative trade balances, while positive change, i.e.
reduction of the annual deficit was recorded in the trade with Russia®.

Also in the last quarter of 2012, the price competitiveness indicators give
different indications of the changes in the competitiveness of the domestic
economy. The REER index rate of the Denar, calculated according to the consumer prices,
has depreciated for the third quarter in a row (by 0.2% on a quarterly basis), indicating

* Increased imports from Greece, are mainly due to
higher imports of petroleum products, while higher
imports from the UK come from the imports of non-
ferrous metals (raw material for the production plant
in the free economic zone). The growth of imports
from Romania and Italy, is largely a result of the
higher imports of iron and steel, i.e. machinery and
equipment, respectively.

% In the trade with Russia there is a noticeable
reduction in the imports of crude oil.
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improved price competitiveness. Given the almost unchanged ratio of relative prices (equal
increase in domestic and foreign inflation), the improvement results from the depreciation
of the NEER (lower value of the Denar against the Serbian Dinar). On the other hand, the
REER index rate of the Denar deflated by the prices of the producers of industrial products
again shows quarterly appreciation, a trend which is common for the whole of 2012.
Appreciation of the REER in the fourth quarter was 0.4% and it was entirely due to the
more intensive growth of domestic compared to foreign prices of the producers of industrial
products (by 0.5%), completely offsetting the depreciation of the NEER rate of the Denar

(of 0,2%).

NEER and REER
(according to CPI and PPI,2006=100)
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1.6.2. Capital and financial account

In the fourth quarter, significant
inflows were generated in the capital
and financial account, in the amount
of Euro 261.2 million or 3.5% of GDP.
The inflows were sufficient to cover the
current account deficit and provided
additional accumulation of official foreign
reserves. Net inflows were registered in all
components of the capital and financial
account, excluding currency and deposits,
which again registered outflows, but with
significantly lower intensity. The analysis of
capital flows by sector suggests that inflows
are fully generated by the private sector,
amid negative foreign net-borrowing of the
government. Trade credits totaling Euro
112.7 million or 1.5% of GDP have the
highest contribution to the growth of capital
flows. Accumulation of liabilities based on
foreign trade corresponds with the more
significant widening of the trade deficit in
the fourth quarter. Additional financial
inflows were generated from the intensified
external borrowing of the private corporate
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sector and from foreign direct investment.
After the poor performance in the second
and third quarters of the year, FDI inflows
intensified in the last quarter, driven by
reinvested earnings and equity, without a
significant contribution of intercompany
borrowing, i.e. without additional
accumulation of external liabilities to parent
companies. Outflow was observed only on
the basis of currency and deposits.
Households continued with the withdrawal
of currency and deposits in this quarter, but
at a significantly slower pace. Banks acted
in the opposite direction by withdrawing
their deposits with foreign banks in the
domestic economy*, which contributed to
mitigating the still high outflows of currency
and deposits of households.

In the fourth quarter of the
year, capital and financial accounts
showed improvement on both
quarterly and annual basis. The
quarterly change indicates improvement of
3.4 p.p. of GDP due to the capital flows of
trade credits and foreign direct investment,
as opposed to outflows in these categories
in the third quarter, and to the more
moderate negative flows in currency and
deposits. Compared to the previous
quarter, portfolio investments and loans
recorded lower net inflows*. The analysis
of the quarterly movements on annual

* The withdrawal of bank deposits in foreign banks
was fully realized during December, while in the
previous two months of the quarter, banks
moderately increased the deposits on accounts in
foreign banks.

# In the third quarter, high inflows in the portfolio
investment were generated, as a result of the
disinvestment of the domestic pension funds in the
Macedonian Eurobond. The change in the
investment policy of pension funds was due to the
changes in legislation (amendments to the Law on
Mandatory Fully Funded Pension Insurance, "Official
Gazette of RM" no.98 from 01.08.2012) which limits
the investment of pension funds in the government
securities issued solely on the domestic market.
Inflows registered in the loans in the same period
were the result of government external borrowing.
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basis indicates milder positive movements
in capital flows. In fact, compared with the
fourth quarter of 2011, annual growth is
evident in trade loans and realized inflows
of currency and deposits of banks amid
milder net outflows of currency and
deposits in the household sector. Direct
investments and net borrowing from
abroad acted in the opposite direction. The
change in loans is exclusively due to the
higher external government borrowing in
the fourth quarter of the previous year®,
while quarterly net borrowing of the private
sector realized an annual growth.

Recent data for January indicate high
net inflows in the capital and financial
account of Euro 139.2 million. The
most significant flows are generated on the
basis of government external borrowing,
which withdrew nearly Euro 150 million on
the net basis*™. The withdrawal of funds is
in the form of trade credits, while external
liabilities were reduced by the payment of
the matured Eurobond and reduction of the
liabilities in the "portfolio investments"
category.

At the end of 2012, gross foreign
reserves amounted to Euro 2,193.3
million. Growth in reserves, compared to
the end of the previous quarter, was Euro
89.7 million, and it was mainly due to the
high realized net purchase by the NBRM on
the foreign exchange market, and the
growth of foreign currency deposits of
banks with the NBRM. On the other hand,
transactions on behalf of the government,

* In December 2011, the government borrowed
from a foreign commercial bank, using a guarantee
from the World Bank.

% In January, the government borrowed from the
World Bank a loan intended for improvement of
competitiveness and additionally from the Deutsche
Bank by using a guarantee from the World Bank. At
the same time, during the same month the
government Eurobond was paid off, originally issued
in 2009, a transaction which was reflected as an
outflow in the portfolio investments.
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and the currency and price changes acted
toward depletion of the foreign reserves.
Compared with the end of 2011, an annual
growth of foreign reserves of Euro 124.4
million was registered. The annual
accumulation of foreign reserves was due
to the net purchase by the NBRM on the
foreign exchange market, and to the
growth of banks' deposits with the central
bank, higher income from the investment
of foreign reserves and the net effect of
other transactions.

At the end of the first quarter of 2013,
foreign reserves amounted to Euro
2,236 million, which is an increase of
Euro 42.7 million. The increase in foreign
reserves was due to the transactions
executed on behalf of the government and
net purchase realized through the NBRM
interventions on the foreign exchange
market.
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1.6.3.  International  investment
positior® and gross external debt

In the last quarter of the year, the
negative investment position of the
Republic of Macedonia against the
rest of the world widened®! again on a
quarterly basis. Net liabilities increased
by Euro 169.8 million or 2.3
percentage points of GDP and as of
31.12.2012 they amounted to Euro
4,196.4 million or 55.8% of GDP*2,

Deepening of the net debt position
of the country against the rest of the world
on a quarterly basis, is mainly due to the
decline of international assets (claims
on non-residents) of 2.7%, and to a lesser
extent to the growth of international
liabilities (liabilities to non-residents)
which increased by 0.8% on a quarterly
basis. The quarterly decline in assets is
a result of the lower claims of the monetary

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

> The trend of steady quarterly growth of the
negative IIP lasted seven quarters (starting from the
fourth quarter of 2010) and was interrupted in the
third quarter of 2012.

>2 In the second quarter of 2011, the NBRM started
concluding repo and reverse repo transactions. The
conclusion of repo transactions produces liabilities
(classified under the category of loans) that
contribute to the increase of the gross debt. The
conclusion of reverse repo transactions creates
claims that contribute to the increase of gross
claims. The NBRM simultaneously conducts matched
conclusion of repo and reverse repo agreements, in
almost identical amount. Overall,

since they are concluded concurrently, on net basis
these transactions have neutral net-effect, i.e. they
appear in almost identical amount on the side of
both liabilities and claims, thus having no effect

on the total net IIP and the total net external debt.
Therefore, data presented further in the text are
presented  without repo transactions, unless
otherwise indicated.
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authority based on loans (reverse repo
transactions) and of the reduced claims
based on commercial loans in the other
sectors of the economy. On the liabilities
side, the quarterly increase was due to
higher liabilities for all instruments
(excluding loans) mostly on the basis of
direct investment in the country, currency
and deposits (foreign exchange liabilities of
banks) and other liabilities.

The analysis of the international
investment position by sector, shows that
the quarterly deterioration of the negative
net IIP results from the increase in the net
liabilities of the nonbank private sector, for
the most part, and of the banks. This
change is partly offset by the monetary
authority and the government, whose net
positions (increase in net assets and
decrease in net liabilities, respectively) led
to improvement of the investment position
of the country.

Q4 2011 Q3 2012 Q4 2012 quarterly change annual change
in EUR million difference __ contribution n % difference _contribution in %
1P, net -3,931.0 -4,026.6 -4,196.4 -169.8 4.2 4.2 -265.4 6.8 6.8
Government, net -1,417.4 -1,553.5 -1,543.9 9.6 -0.2 -0.6 -126.4 3.2 8.9
Monetary authorities, net 1,991.8 2,027.3 2,095.8 68.5 -1.7 3.4 104.0 -2.6 5.2
Banks, net -456.9 -520.9 -562.7 -41.8 1.0 8.0 -105.8 2.7 23.2
Other sectors, net -4,048.5 -3,979.5 -4,185.7 -206.1 5.1 5.2 -137.2 3.5 3.4

On an annual basis, the trend of
further deepening of the net debt position
of the country, which started in the first
quarter of 2011, continued. In the last
quarter of 2012, the negative net IIP
registered an annual growth of Euro
265.4 million, or 3.4 percentage
points of GDP. Given the almost
unchanged international assets, this change
Is solely due to the increase of international
liabilities (by Euro 266.6 million or 3.3
percentage points of GDP).

Regarding international assets,
the small annual change (growth of
Euro 1.2 million) was primarily due to the
increased gross international reserves of
the monetary authorities, in conditions of
significantly lower claims based on loans
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(repo transactions) and reduced currency
and deposits of banks (withdrawal of
foreign assets from banks' accounts
abroad, for the third quarter in a row).
Increased international liabilities on
an annual basis generally result from
higher liabilities to direct investors, growth
in the liabilities for portfolio investment
(mainly due to the sale of government
Eurobonds owned by residents, to non-
residents) and increased liabilities of banks
based on deposits of non-residents.

The analysis according to individual
institutional sectors shows that the annual
expansion of the negative gap in the
international investment position of the
country is due to the higher net liabilities in
all sectors, with the exception of the
monetary authority.

At the end of 2012, gross
external debt of the country reached
the level of Euro 5,163.2 million, or
68.6% of GDP. If repo transactions of the
monetary authority are excluded, gross
external debt amounted to Euro 5,005.6
million or 66.6% of GDP>3,

On a quarterly basis, the gross
debt of the country increased by Euro
186.1 million, which is 2.5 percentage
points of GDP. The largest contribution
(about 84%) to the increase in the gross
debt in the last quarter of the year was that
of the increased private debt, reflecting
the higher inter-company borrowing
(mostly short-term liabilities to direct
investors), increased liabilities of the non-
bank private sector in the form of loans,
and the increased debt of the banking
sector (mainly an increase in short-term
liabilities on the basis of deposits of non-
residents). In the public sector, the higher

> Overall further analysis refers to the gross
external debt without liabilities of the monetary
authority based on repo transactions.
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level of debt on a quarterly basis was due
to the increased long-term liabilities of
public companies and MBDP, as opposed to
the small decline in the debt of the central
government.

The annual analysis indicates a
steady growth of external debt, since
2007 onwards. The annual growth of
Euro 391.5 million, or 5.1 percentage
points of GDP, is a result of the growth of
both the private and the public debt
(contribution  of 55% and  45%,
respectively). Higher liabilities to direct
investors largely (71.4% contribution)
explain the growth of the private debt. The
higher level of public external debt reflects
the increased debt of the central
government due to the long-term
borrowing and the sale of the government
Eurobonds by residents to non-residents,
but also the increased borrowing of public
enterprises and the MBDP.

The analysis of the dynamics of the
external indebtedness of the country
registered an annual improvement in
almost all solvency indicators, with the
exception of the gross external debt to GDP
ratio, which deteriorated. Significant
improvements were seen in the gross debt
to exports of goods and services ratio and
the indicator for debt servicing covered
with export of goods and services, where
the three-year growth trend was
interrupted, while a small positive change
(decline) was registered also with the
indicator for servicing of interest covered
with export of goods and services.
According to the methodology of the World
Bank, according to the level of external
debt, the Republic of Macedonia is in the
group of low indebted countries, with the
exception of the external debt to GDP ratio,
which is the only indicator that categorizes
it in the group of highly indebted countries.
Liquidity indicators for the external debt
of the country, generally indicate a
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relatively favorable position, or nearly
complete coverage of liabilities on the basis
of the short-term debt (residual maturity)
with foreign reserves, although this
indicator registered a slight worsening at
the end of 2012.

Solvency Liquidity
Interest L ;
Gross debt/ Debt servicing/ . Foreign reserves/
Indicators for payments/ Export of goods ~ Gross debt/  Export of goods and ForEE Short-term debt, Short;term
5 Export of goods . ; reserves/ . . debt/
external indebtness ) and services and GDP services and other with residual
and services and . . Short-term debt . Overall debt
) other inflows inflows maturity
other inflows
in % ratio ratio in %
31.12.2004 2.24 120.1 49.3 11.5 1.14 0.89 30.3
31.12.2005 2.33 128.5 56.3 9.7 1.67 1.04 26.7
31.12.2006 2.88 109.8 51.8 18.2 1.95 1.34 29.0
31.12.2007 2.38 102.3 53.2 16.6 1.35 1.08 39.8
31.12.2008 2.30 101.1 55.3 8.8 1.29 0.95 35.2
31.12.2009 2.10 113.3 58.5 10.2 1.29 0.94 32.9
31.12.2010 2.78 121.1 60.1 11.9 1.31 0.90 32.0
31.03.2011 2.70 124.9 63.2 14.5 1.46 1.05 29.1
30.06.2011 2.70 124.4 63.0 14.5 1.40 1.00 29.3
30.09.2011 2.70 124.2 62.9 14.5 1.42 0.99 29.1
31.12.2011 2.70 128.5 65.1 14.5 1.53 1.06 29.4
31.03.2012 2.46 114.5 63.2 11.3 1.48 0.93 30.0
30.06.2012 2.46 115.8 63.9 11.3 1.40 0.91 30.7
30.09.2012 2.46 118.6 65.5 11.3 1.48 0.96 29.5
31.12.2012 2.46 123.2 68.0 11.3 1.40 0.93 31.3
ezt 12- 20% 165 - 275% 30- 50% 18- 30% 1.00
indebtedness 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. Data for 2012 are according to BoP projection October 2012.

In compliance with "External debt statistics: Guide for compilers and users," published by the IMF.

*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.
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II. Monetary policy

At the beginning of the first quarter of 2013, NBRM reduced the
interest rate on CB bills from 3.75% to 3.5%, against the background of
assessments for relatively favorable conditions, observed from a monetary
point of view. At the end of the last year, the amount of foreign reserves
exceeded the expectations, while at the same time inflation stabilized at
somewhat faster pace than expected, indicating a reduction in inflationary
pressures caused by the growth of import and regulated prices. Indicators
of economic activity pointed to further anemic state of the economy, and
similar signals came from the credit market. By the end of the quarter,
monetary policy remained unchanged, amid already made monetary easing
through the interest rate and the reserve requirement, the continuity of the
movement of main macroeconomic indicators, but also the present risks
manifested by relatively high core inflation and narrowing of the margin
between Denar and foreign exchange savings. Also in the next period,
NBRM will continue to closely monitor the situation in order to make timely
and adequate adjustment of the monetary policy.

Nominal interest rate on CB bills and
inflation (in %)

At the beginning of the first quarter of
2013, NBRM reduced the key interest rate

to 3.5%, amid assessments for favorable
1(2)2 o movements from a monetary point of view.

. : Namely, at the end of the last year, the
60 - , \ amount of foreign reserves was well above
40 I°~u ! " the expectations and the downward

204 adjustment of inflation was faster than
0.0 1 projected. At the same time, weak
20 1 g economic activity and slowing credit growth
401 i a indicated lack of inflationary pressures
°0- through demand which created room for
Nomiral === Real monetary easing in early January. For the
quarter, from the interventions in the

Source: NBRM. foreign exchange market the NBRM realized
Inflation (in %) net purchase in the amount of Euro 24.3

million, which was solely due to the high
net purchase in January. In February and
March, NBRM interventions were aimed at
net sales, where reserves were still
maintained at an adequate level, without
major deviations from the projections. The
dynamics of the inflation rate during the
quarter was below the expectations, where
the inflation in March was 3.1% and credit
flows continued to grow at a slower pace.
T feadine iflation* The latest data on the real sector showed a
decline in the economic activity in 2012,
amid a simultaneous decline in the
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European economy and poor prospects for
recovery in 2013. Given the current stage
of the business cycle in the country and the
world, credit flows in the domestic market
were also weak, reflecting the findings of
increased credit risk of banks, and partly
the effect of the policies of some parent
banks. Despite the absence of inflationary
pressures from the demand under such
conditions, the growth of core inflation
above expectations pointed to possible
upward inflationary pressures and imposed
a need for caution in conducting the
monetary policy. The interest rate spread
between foreign exchange and Denar
interest rate continued to narrow gradually,
which was also a sign of greater caution. In
such conditions, and amid expectations for
materialization of the effects of the
monetary easing already performed, NBRM
kept the key interest rate unchanged until
the end of the quarter.

Interest rate spread between the key
interest rate of the NBRM and the key
interest rate of ECB was reduced and
equaled 2.67 percentage points at the
end of the first quarter. The narrowing
of the interest rate margin is a result of
reducing the interest rate on CB bills, given
the unchanged interest rate policy of the
ECB. The decision of the ECB to keep the
same interest rate also in the first quarter
of 2013 was passed amid declining
inflation, weak economic activity and
negative credit growth, but also amid
balanced risks to inflation in the
forthcoming period. However, the ECB
continued to conduct accommodative
monetary policy also in the first quarter,
where on a net basis, despite the
repayments of last-year LTRO by banks,
there is still sufficient excess liquidity in the
system>*. In conditions of unchanged key
interest rate of the ECB, also the one-
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Mario Draghi, President of the ECB, press
conferences of the ECB, 07.02. and 07.03.2013.
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month EURIBOR was stable and amounted
to 0.1%. On the domestic financial market,
SKIBOR> followed the direction of the key
interest rate and went down to 3.38% at
the end of the quarter. Under these
conditions, the interest rate spread
between the one-month SKIBOR and the
one-month EURIBOR narrowed and in
March it was 3.3 percentage points (3.8
percentage points in December).

2.1 Bank liquidity and developments
on the interbank money market

At the end of March 2013, the liquidity
of banks decreased by Denar 1,266
million compared to the end of the
last year. Thus the balance on the
accounts of banks with the NBRM>® stood
at Denar 17,326 million, at the end of
March. In February, the annual growth rate
of reserve money>’ equaled 4.8%, versus
4.3% at the end of the last year.

In the first three months of
2013, the autonomous factors, net,
acted towards creating liquidity in
total amount of Denar 4,241 million.
Within these frameworks, government
transactions contributed towards creating
liquidity (totaling Denar 3,036 million) by
spending deposits from the government
Denar account with the NBRM. In the same
vein were the foreign exchange
transactions of the NBRM with the market-
makers, in line with the realized net
purchase of foreign currency on the foreign
exchange market (of Denar 1,489 million).
Currency in circulation had moderate
contribution towards withdrawing liquidity
(in the amount of Denar 455 million).

> Interbank interest rate on Denar deposits,

calculated using the quotations of referent banks.

% Refers to Denar accounts of banks, obliged to
allocate reserve requirement.

> Includes the foreign currency reserve
requirement.
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In the first quarter, the
monetary instruments of the NBRM,
acted towards withdrawing liquid
assets in the total amount of Denar
5,507 million. Of that, liquid assets
totaling EUR 1,980 million were
created through CB bills. In this period,
three auctions of CB bills were held. At the
auctions, NBRM determined the size of the
supply of CB bills within the due amount,
with the demand by banks being slightly
higher than the amount offered, on
average. The interest rate realized at all
three auctions, moved close to the
maximum interest rate set by the NBRM
and averaged 3.46%. Repo transactions
during the third quarter provided less
liquidity in the system compared to
the previous quarter, while banks
were increasingly interested in
investing in the standing deposits
with the NBRM (banks invested Denar
6,087 million). During the first quarter,
released liquidity in accordance with the
changes in the reserve requirement had
some effect on the liquidity of banks®. In
the first quarter, banks continued to
maintain a relatively lower level of excess
liquidity over the reserve requirement, a
trend common for the period after the
introduction of the monetary changes from
April 2012. Compared with the previous
three quarters, the average excess liquid
assets allocated over the reserve
requirement in the first quarter of 2013

*® The amendments, among other things, allow a
decline in the basis for the reserve requirements of
banks for the amount of newly granted loans to net
exporters and companies for financing projects for
domestic production of electricity for own and/or
commercial use, as well as for investments in debt
securities denominated in national currency issued
by the above-mentioned non-financial companies.
The decision provides for full exemption from
mandatory allocation of reserve requirement for
banks' liabilities on the basis of issued debt
securities in local currency and original maturity of
at least two years. Find more details on these
changes in the Quarterly Report, January 2013.
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were slightly higher and averaged 0.9%
(0.5% on average in the fourth quarter and
1.6% on average in the first quarter of
2012).

In the first quarter of 2013, a
turnover of Denar 10,386 million was
realized on the interbank market,
which compared to the previous
quarter, was an increase of 10.2%.
Compared with the same period last
year, the activity on the interbank
market in the first quarter shows a
decrease of 8.5%. The comparison of
the interbank activity by maturity still
points to higher interest in trading
with longer maturities (seven days
and a month) compared to last year,
with the share of this type of
transactions in the total executed
transactions being 28.6%. The
interbank interest rate (MBKS)*® in the first
quarter of 2013 averaged 1.94% (2.21%
on average in the fourth quarter). In the
last quarter, the interbank interest rate for
overnight transactions (MKDONIA)
averaged 1.85%, versus 2.10%, as it
averaged in the fourth quarter. On the
secondary money market, a high
turnover of approximately Denar 1,071.4
million was realized in the last quarter,
which is a turnover about seven times
higher than the one realized in the
preceding quarter.

Money supply continued to grow in the fourth quarter of 2012, at a
faster pace than the average quarterly growth in the previous three
quarters. Such dynamics of monetary growth is the effect of seasonal
factors, but also reflects the changes in the real and financial flows in the
economy. Indicators of economic activity point to quarterly growth in three
consecutive quarters, while the positive position of the balance of payments
in the last quarter contributed to additional monetization. Speaking of

% Average interest rate on the interbank money
market.
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structure, the quarterly growth in the money supply reflects the higher
demand for most liquid assets with banks, the growth of long-term
households’' savings and for the first time after two quarters, the increased
funds on the accounts of the corporate sector. The activity on the credit
market slowed significantly in the last quarter, and the growth rate of loans
in the domestic economy was less than one-third of the average amount of
loans placed in the first three quarters of the year. The utilization of the
deposit potential of banks for lending to the private sector continued to
decline, showing the reticence of banks to take greater risks. The banks
remain oriented towards conducting cautious credit policy amid still present
risks and vulnerability of the real sector. By sectors, there is a minimal
increase in corporate loans, amid slower quarterly growth of loans to
households. The slower credit growth continued during the January-
February period, and in this period an increase in non-performing claims on
enterprises was registered.

2.2.1. Monetary aggregates

N In the last quarter of 2012,
Contribution to the quarterly change of M4
(in percentage points) monetary growth accelerated from
0.8% to 2.2% on a quarterly basis.
This dynamics of money supply is an effect
of seasonal, but also of fundamental
factors, i.e. moderate economic recovery
and foreign exchange inflows through the
balance of payments. As a result of the
faster growth in the money supply relative
to the nominal GDP, the monetization rate
registered a moderate growth of 56.6% to
&= Currency in circulation = Demand deposits 56.8% on a quarterly basis. Regarding the
= Sho t-term deposits | Long-term depsits structure, the growth of the broadest
money supply is a result of the

®
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Source: NBRM intensification of the growth of the banks'

deposit potential, but also of the further
growth of most liquid assets (currency in
circulation and demand deposits). Total
savings have a positive contribution to
monetary growth for the first time after two
quarters. Namely, in the second and third
quarters of the year, despite the continued
growth of households' savings, the outflows
from the corporate sector accounts for the
payment of dividends and lending to parent
companies abroad resulted in a negative
effect on the monetary growth dynamics.
On annual basis, the growth of the
broadest money supply M4 continued
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to decelerate, and in December it
reduced to 4.4% (versus 6.3% in

Money supply M4 and nominal GDP September). Denar deposits still have the

] gl > largest contribution to the growth of the
55.0 - . s, Dbroadest money supply M4, although with
ol 00 Feduced participation in the growth of 80%
475 - . 150 Vversus 97% in September, followed by the
45.0 - | |- 100 participation of the most liquid monetary
;‘5;3: N 50 aggregate M1 (41%), while the negative
37.5 - “ “l 0.0 contribution of the foreign currency
B0 T e wm e wm = m w0 deposits declined.
S °8°8°8°§8°%§8°
Cy—lFiancialincl:-:‘rmediatict))an,shar(—:‘co)fM4inGC)DP,in% In the fourth quarter Of the
Nominal GDP*, annual change, in % (RHS) year, a quarterly growth in total
@ \0ney supply M4, annual change, in % (RHS) deposits of 1.50/0 was registered’
:janggfslmed nominal GDP calculated as moving sum of 4 consequent versus the Stagnation in the previous
Source: NBRM and SSO

period. In this period, certain changes in
the structure of total deposits compared to
previous periods were registered. So, after
Contribution in quarterly changes of two quarters, short-term deposits for the

money supply M4 (in p.p.) first time had a positive contribution to the
growth of total deposits. Long-term
deposits remain the dominant category
contributing to the increase in the deposit
potential of banks, but with less intensity.
On the other hand, after a year, for the
first time a positive contribution of foreign
currency deposits was registered. These
developments contributed to the
decelerated slowdown of the rate of

258382033z 0834805603%3 o
] ] g g Euroization®, a trend that was present
°’ °’ °’ °’ throughout the whole 2012.
NBRM's net foreign assets I Banks' net foreign assets
Creditto government mmm Credit to private sector
_ Regarding the  highly liquid
Other assets I Other items, net
—— M4, quarterly changesin % component of the broadest money supply
Source: NBRM. in the fourth quarter, acceleration of the

quarterly growth of the narrowest
monetary aggregate M1 was registered,
from 3.3% to 4.4%. Namely, in this period,
seasonal effects of New Year and Christmas
holidays contributed to the intense growth
of the components of this most liquid
monetary aggregate.

% Expressed through participation of foreign

currency deposits in broad money M4.
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In terms of sectors, the total
household deposits (excluding
demand deposits) had a quarterly
growth of 1.4% versus 1.2% in the
previous quarter. This represents a
break in the trend of slowing quarterly
growth of total deposits of this sector
common for early 2012. In terms of
currency, the trend of quarterly growth in
foreign exchange savings, which started in
the previous quarter, continued in the last
quarter, indicating a gradual stabilization of
the process of intensive Denarization of this
part of households' financial assets. Thus,
the contribution of foreign currency
deposits in total deposits growth increased
on a quarterly basis from 24% to 32%. In
terms of maturity structure, the
quarterly growth of household deposits is
entirely the result of long-term deposits,
while short-term deposits declined for the
third consecutive quarter. Amid higher
yields from long-term savings and high
confidence in the stability of the banking
sector, long-term deposits have been the
main drivers of total household deposits for
a longer period of time. In terms of
interest rates on new Denar and
foreign currency deposits, adverse
movements compared with the
previous quarter were registered. The
yields on new Denar deposits increase on
average, while the yield on foreign currency
deposits declined slightly. The real yield on
Denar and foreign currency deposits
remains negative, in conditions of higher
average inflation rate relative to the
previous quarter.
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Interest rates on newly received deposits of households, in %, on annual level
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In the fourth quarter, corporate
deposits registered quarterly growth
of 3.7%, as opposed to the decline in
the previous two quarters (8.9% and
6.5% in the second and third quarter,
respectively). The absence of major
outflows of funds for payment of dividends,
common for the previous period, was one
of the reasons that contributed to the
increase in companies' savings potential.
Furthermore, the growth of economic
activity in the country and the moderate
improvement in the credit support of banks
further acted in this direction. The payment
of government arrears also had an effect
on the growth of funds on the accounts of
enterprises. Regarding the structure, all
maturity and currency components of the
deposits of the corporate sector registered
quarterly growth, as opposed to their
decline in the third quarter. Foreign
currency and long-term deposits had the
largest contribution to the growth of
corporate deposits.

The trend of slowing the process of
monetary multiplication common for
the two previous quarters continued
in the fourth quarter. Thus, the
monetary multiplier of the M4 money
supply was 4.76 versus 4.92 in the previous
quarter.  The slower  process of
multiplication occurred amid slower average
monthly growth of money supply relative to
the average growth of reserve money.
Namely, in this period, the reserve money
experienced faster growth relative to the
previous period, on average, as a result of
the increase in liquid assets of banks and
the present seasonal effect in the currency
in circulation.

The latest monetary data for the
January-February period indicate
acceleration in the annual growth of the
banks' deposit potential and of the M4
money supply, and in February they
amounted to 4.2% and 4.9%, respectively.
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This represents a break in the trend of
slowing their annual growth rates, which
started in September 2012.
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Appendix 3.: Analysis of the factors of change of household deposits in the Republic
of Macedonia in 2012

Households' propensity to save, i.e. decisions about how much of the
currently available income or additional increment of income they will put
into savings and how much into consumption, has been subject of
continuous interest among macroeconomic policy-makers. Maintaining a solid
savings rate of households is significant from both the microeconomic and
macroeconomic aspects. Economic theory suggests several motives for
households saving, which could be systematized in four broad categories: 1)
redistribution of the disposable financial resources over time in order to allow
maintenance of a relatively stable profile of consumption over the life time, 2)
financial provisioning for post-retirement and leaving inheritance, 3) financing certain
high costs expected at some point in life (such as investments in real estate and
education) and 4) protection against the risk of unexpected reduction in the
disposable income (i.e. precautionary saving). Also, household savings are very
important for the economic development as they are an important source of funding
the economy, contributing to the increase in its productivity. High rates of savings
provide significant domestic support of the activity, reducing the need for debt
financing from abroad. Regardless of personal preferences and motives, the
key element that determines the rate of household saving is the extent of
disposable assets, which suggests a close connection between household
savings and the phase of the business cycle.
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The analysis of historical trends in the Republic of Macedonia
indicates connection of household savings, analyzed in the narrow sense
through the changes in household deposits in the banking sector, with the
pace of economic activity. Thus, during the economic expansion from 2006 until
the first half of 2008, the savings growth rate significantly accelerated. The
emergence of the global crisis in late 2008 led to a slowdown in the deposit growth.
In the third quarter of 2009, the households saving rate®® hit its minimum,
descending to the level of 2004, followed by a period of recovery. Namely, after three
consecutive quarters of annual decline in GDP, , growth was detected in the last
quarter of 2009, which was followed by a recovery in household savings. During the
2010-2011 period, the positive economic trends remained. The recovery of the
economic activity was accompanied by acceleration of the growth rate of household
savings in 2010. However, starting from 2011, the rate of growth of household
deposits slowed down again, which was especially evident in 2012, against the
background of adverse economic developments. Such movements indicate general
compliance of household savings with the phase of the business cycle. However, it is
characteristic that the intensity of adjustment is different. That is, in times of
economic expansion, household savings accelerate with significantly higher intensity
compared to the intensity of the acceleration in the GDP rate, while in times of
economic contraction, the downward adjustment of savings is at a slower pace.
Namely, since the emergence of the global crisis household savings have continually
increased, achieving solid growth rates even during periods of recession trends in the
domestic economy, which by definition generate limiting effects on disposable
income. Such developments suggest that in addition to the domestic
economic performance, households saving capacity is determined by the
influence of additional factors, among which more significant are the
inflows of income from abroad on different bases.

This appendix focuses on the household deposits during 2012, as the
year in which the Macedonian economy experienced a slight decline in the
real economic activity on annual basis. However, despite these
achievements, household savings continued to realize solid growth rates.
Thus, at the end of 2012, the annual growth rate of household deposits (including
deposit money) amounted to 7.2%, compared to 12% in the previous year. Observed
as a share in GDP, total growth of household savings in 2012 amounted to 2.5%,
which is a moderate decrease compared to 2011, when deposits of households
changed by 3.8% of GDP®’. Considering such developments, this appendix
aims at drawing some conclusions about the factors of growth of
household savings in the Republic of Macedonia in 2012, through the
implementation of a simple descriptive analysis. In this context, we
analyze the dynamics of the key indicators, i.e. the disposable income of
households and the private consumption, whose dynamics greatly
influences the dynamics of household savings. In the absence of a series of

81 Measured by the share of the quarterly growth of
household deposits in the nominal annual GDP.

%2 In 2011, the nominal GDP grew by 6.4% annually,
while in 2012, it registered a small increase of 0.2%
on an annual basis.
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official data on households' disposable income, we derive our own indicator of
households' disposable income, which includes the basic flows of income which, in
our opinion, affect the formation of the households' disposable income, and the data
on which are available from the official statistics on a monthly or quarterly basis.
Since the objective is to draw some conclusions about the connection between
foreign and domestic flows of income with the growth of household savings,
separately, we analyze the indicator of the households' disposable income dissected
into two components - domestic and foreign. The domestic component of disposable
income is composed of the wage bill and pensions paid. This means that the indicator
for the domestic component of disposable income includes only the basic sources of
financial income of households, which they generate on the basis of employment or
retirement. On the other hand, households may earn income from other sources,
such as income from investments in the capital market in the form of dividends and
capital gains, rents and other income from property and property rights, copyrights,
interest income, social transfers etc. Although, as dominant factors that form the
disposable income, proceeds on the basis of salaries and pensions are supposed to
quite solidly approximate the dynamics of total disposable income over time, these
additional flows of income, which we do not include in our analysis, could affect the
total disposable income of domestic origin to a lesser or greater extent. It means that
this indicator of the domestic disposable income underestimates the value of the total
disposable income of domestic origin, which of course, to some extent may affect the
final conclusions of the analysis. The foreign component of disposable income
includes a number of variables of the balance of payments, as follows: net
remittances from workers abroad, net compensations based on salary from abroad,
other private transfers, net (rents, pensions and disability compensations) and net
cash from currency exchange operations. Currency exchange operations are included
to cover the effect of "unofficial" remittances that enter the domestic economy as
cash rather than through the banking sector and the effect of "under the mattress"
saving. However, it should be noted that inflows on the basis of currency exchange
operations are a broad and heterogeneous category, which besides by the unofficial
cash remittances from abroad is determined by the influence of many other factors,
whose relative importance is difficult to assess. Thus, part of the proceeds on the
basis of currency exchange operations is probably related to the gray economy, part
reflects the psychological reactions of households to various shocks that affect the
domestic economy, which influences their propensity to dispose of domestic or
foreign currency and withdrawal of foreign exchange savings "from under the
mattress”, and the like. Year 2012 could be pinpointed as a representative example of
the conditionality of net inflows based on currency exchange upon psychologically
motivated reactions of households. Namely, at the end of 2011, speculations on the
escalating European debt crisis culminated resulting in distrust in the euro as a
reliable reserve currency, were reflected through increased propensity of households
to dispose of Denar assets and convert part of the foreign currency savings "from
under the mattress" into domestic currency. Consequently, in late 2011 and in the
first half of 2012 above average high inflows from currency exchange operations
were registered. Starting from the second half of 2012, when tensions on the
European level calmed down, expectations of domestic actors stabilized, which
resulted in the stabilization of the inflows from currency exchange operations. Since
the indicator of the foreign part in the disposable income includes the net inflows
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S

from currency exchange operations as a whole, there is a risk that we overestimate
the foreign component of disposable income for the part of the currency exchange
operations, which is determined by other factors other than the unofficial cash
remittances from abroad. However, despite these shortcomings, we believe that this
constructed, domestic and foreign components of disposable income can provide
useful clues as to what are the factors that explain household savings in the banking
sector. In the analysis, we use the dynamics of domestic and foreign components of
disposable income as an indicator of households' saving capacity, while the pace of
private consumption gives indications of possible changes in the propensity to
consume versus the propensity to save, as an additional factor affecting the changes
in household deposits in the banking sector. Below we give a graphical representation
of the dynamics of the basic indicators we use in our analysis.
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As can be seen from the figures, household disposable income,
measured by the derived indicator, remains in the zone of growth also in
the course of 2012. After the significant slowdown in the growth rate of disposable
income in 2010 and its stabilization in 2011, starting from the beginning of 2012, the
growth rate of disposable income registered acceleration, which was retained until
the third quarter. The acceleration in the growth rate of household disposable income
since 2012 was entirely driven by the accelerated growth of its foreign component, at
a time when the growth of the domestic component slowed down at the beginning of
the year. These developments reflect the slower growth of the wage bill since the
beginning of the year, followed by their stagnation on an annual basis during the
second and third quarters. The end of the year was marked by positive tendencies in
this main source of funds for households, manifested by re-growth of the wage bill on
an annual basis. The positive change in the wage bill entails accelerated growth of
the total domestic component of disposable income in the last quarter. Since the
beginning of 2012, pensions registered steady growth close to the level of 2011,
while at the end of the year the growth rate of this source of income slowed down.
Although the growth of the wage bill entails accelerated growth of the domestic
component of disposable income in the last quarter, the growth of the foreign
component in this period slowed down, resulting in slower growth of the total
disposable income of households in the last quarter of 2012.

The analysis of the foreign component of disposable income by
individual components shows that the net inflows from currency exchange
operations have the dominant influence on the changes in this component.
Such is the case also in 2012, when the growth rate of net inflows from currency
exchange operations accelerates in the beginning of the year and enters into the
zone of slower growth in the last quarter, determining almost identical dynamics also
in the total disposable income of foreign origin. Apart from the currency exchange
operations, positive contribution to the growth of the foreign component of
disposable income comes also from other transfers, whose growth particularly
accelerates towards the end of the year. Based on the analysis of the foreign flows of
income for the households, one may conclude that foreign remittances are relatively
resilient to the crisis. Namely, although they are significantly smaller in size compared
to the inflows from currency exchange operations, since the beginning of the crisis,
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inflows from remittances from abroad are almost continuously held in the positive
zone. Such movements are typical also for 2012, meaning that remittances from
abroad continue to provide support to household income.

In summary, our descriptive analysis suggests that the growth of
household savings in 2012 largely corresponds with the further increase in
disposable household income, which is primarily driven by the growth of its
foreign component. The dynamics of the foreign component of the
disposable income is predominantly determined by the net inflows from
currency exchange operations. These findings suggest that inflows from
currency exchange operations provide some support to the disposable
income of households in the Republic of Macedonia, contributing to the
growth of savings in the banking sector. However, one should bear in mind the
impact of certain specific factors on the currency exchange operations, explained
earlier in the text, due to which this conclusion should be interpreted with some
reserve. The growth of household savings corresponds also with the slower growth of
private consumption since the beginning of the year, suggesting a potentially higher
propensity to save at the expense of consumption. Maintenance of positive growth
rates of banks' lending to households during 2012, in part contributed to the growth
of the deposit base of households, and it was approximately at the level registered in
2011. Based on this analysis we may conclude that in 2012, the deposits of
households, in addition to domestic, were probably under the influence
also of other factors, different from the phase of the domestic business
cycle. That is, the analysis shows that beside domestic income, inflows
from abroad also give certain support for the household savings in the
banking sector.

2.2.2. Lending activity
Total credit and deposit potentional of
the private sector and the economic

activities In the fourth quarter of 2012,
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fi w22 g, e growth of activity in the domestic

economy in the second half of the year, the
recovery is slow, which is transferred also
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Source: NBRM registered a significant increase, pointing to

the still-present vulnerability of the
domestic economy. Due to these
developments banks continue to conduct a
precautionary lending policy favoring the
preservation of solvency and reliability vis-
a-vis profitability. Regarding the main

65



2012

Total credits (in million denars)

quarterly change, in %

Doubtful and contested claims (in million denars)
quarterly change, in %

Short term credits (in million denars)
quarterly change, in %

Long term credits (in million denars)
quarterly change, in %

Denar credits (in million denars)

quarterly change, in %

Foreign currency credits (in million denars)
quarterly change, in %

Households credits (in million denars)
quarterly change, in %

Enterprises credits (in million denars)
_quarterly change, in %

Q1
210,912
1.8

20,967
45
52,668
0.0
134,941
21
153,024
2.2
57,888
1.0
82,288
0.8
128,127
25

Q
216,246
2.5

21,040
0.3
54,240
3.0
138,513
2.6
159,123
4.0
57,123
-1.3
84,544
2.7
131,069
2.3

Q3
217,537
0.6

23,178
10.2
55,791
29
136,068
-1.8
162,423
2.1
55,114
3.5
86,172
1.9
130,634
-0.3

Contribution in quarterly change of total
credits (in p.p)

08

&= Doubtful and contested claims
L Foreign currency credits

i Denar credits
=== Long term credits
ki Short term credits

e Total aredits, quarterly change,in %

Financial position of enterprises

(in million denars)

-

218,368
0.4
22,551
2.7
54,787
-1.8
138,614
1.9
164,001
1.0
54,367
-1.4
86,916
0.9
130,607

00

150,000
100,000
50,000
0
-50,000
-100,000 o - < < ~
EAE*zAE*gArEXg2E
N N ~N N

ETotal credits  ®Total deposits  BdFinancial position

Quarterly Report, April, 2013

source of funding for banks, there was a
significant expansion of the deposit base in
the last quarter of 2012. Yet, this potential
was not sufficiently used for new lending,
as reflected by the movement of the
indicator of the share of total loans in total
deposits, which on a quarterly basis
decreased from 91.4% to 89.4%. From the
viewpoint of market movements, as regards
the supply, according to the Lending
Survey, tightening of lending conditions for
corporate loans was noted, while lending
conditions for household loans eased.
Regarding the demand, the responses of
banks are almost balanced in terms of their
assessment of unchanged/increased
demand for corporate loans, while
regarding the household loans, most of the
banks indicated that the demand is largely
unchanged. Regarding the cost of total
loans (in Denars and in foreign currency),
there is a minimal reduction in the total
interest rate from 8% to 7.9% on a
quarterly basis.

Regarding the structure of total
loans, in the fourth quarter of 2012, there
were opposite trends compared to the
previous period. Thus, the increase in total
loans was entirely due to the rise in long-
term loans, unlike the previous quarter
when it was due to the increase in short-
term loans. As for the currency structure,
there was a smaller contribution of Denar
loans in the growth of total loans compared
to the previous quarter, and a reduced
negative contribution of foreign currency
loans.

In the fourth quarter, corporate
loans registered a minimal growth of
0.1%, or 62 million Denars, after the
quarterly decline of 0.3%, registered
in the previous period. In conditions of
more favorable economic developments in
this period, a decrease in the negative
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financial position® of the corporate sector
was registered, as a result of the increase
in their deposits, amid minimal new debt.
However, the corporate sector is still on a
higher debt position compared with the
period before the crisis. In terms of the
supply, according to the Lending Survey, in
the fourth quarter lending conditions were
tightened, with the banks' risk perceptions
stil being the major factor for their
behavior. Thus, more than half of the
banks still emphasize that the risks of the
future movements in the overall economic
activity and prospects of the branch the
enterprise belongs to, as well as the
possibility not to be able to foreclose the
collateral, are the factors that affect the
tightening of the credit conditions.
Regarding the specific credit conditions,
tightening is observed only in the obligation
for collateral, while the other conditions are
largely unchanged. As for the credit
demand, banks are divided in their
assessments of the trends in the demand
for corporate loans between unchanged
and partly increased. Banks still emphasize
the need of the enterprises to invest in
inventory and working capital as factors
that affect the increase in credit demand.
Also, the need for debt restructuring and
investment in fixed assets further
contributed to the enterprises' growing
interest for loans. Since the beginning of
the year there has been a decrease in the
number of banks which indicates that the
need for financing the investments in fixed
assets affects the increase in demand, with
some of the banks having indicated this
factor as a factor that acts toward demand
reduction. As for the cost of newly

% It is defined only in terms of deposit and credit
position of companies, and does not take into
account the other components of their portfolios.
Financial position is the difference between the total
corporate deposits and loans. If the difference is
negative, the corporate sector is debtor to the
system, if it is positive, the corporate sector is
creditor in the system.
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extended loans to enterprises, in the last
three months of 2012, there was a
quarterly decline in their interest rate by
0.4 percentage points, which was reduced
to 7.1% at the end of the year.

Regarding the maturity structure of
corporate loans, the increase in the total
corporate loans in the fourth quarter is
entirely due to the rising long-term loans,
unlike the previous quarter when they
determined the decline of total loans.
Short-term loans dropped on a quarterly
basis, compared to the registered growth in
the previous period. The analysis in terms
of the currency structure shows that Denar
lending fully contributes to the quarterly
increase in the loans to enterprises, in
conditions of continuing decline in foreign
currency loans, but at a slower pace.

The slowdown in lending to the
households continued also in the last
three months of 2012, with the
lending to this sector registering
quarterly growth of 0.9% (1.9% in
the previous quarter). However, in
circumstances of more favorable trends in
the labor market, an improvement in the
financial position of the households®* was
registered, due to the more intensive
growth of household deposits, amid
moderate new borrowing. In terms of the
supply, according to the Lending Survey, in
the fourth quarter, the conditions for
approval of residential and consumer loans
were mostly unchanged.  However,
compared with the previous period, there
was an increased number of banks
indicating partial relaxation of lending
conditions. Regarding the factors that
influence lending conditions, the banks'
perception of risk is still present, but with

% Difference between total household deposits and
loans. If the difference is negative, the households
are debtor to the system, if it is positive, the
households are creditor in the system.
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less intensity than before. This perception
of banks is supported by the movement of
non-performing claims and overdrafts on
current accounts, where a quarterly decline
was registered in the fourth quarter, with
no significant change being registered even
at the beginning of 2013. In terms of the
specific lending conditions, in this period
they were mostly unchanged, except for
housing loans where part of the banks
indicated that the fees have been partly
relaxed. In terms of demand, most banks
indicate unchanged demand for housing
and consumer loans. However, some of the
banks pointed to partial increase in the
demand for housing loans, and reduction in
the demand for consumer loans. These
developments partly contributed to the
deceleration in the quarterly growth of
consumer loans, with faster growth being
registered in housing loans. Banks
emphasized consumer confidence as a
factor that acts toward increasing the
demand, while loans from other banks and
the use of alternative financing act toward
reducing the demand. Regarding the total
cost of newly approved loans to
households, it declined by 0.4 percentage
points on a quarterly basis, and reduced to
8.2% at the end of the year.

Regarding the  maturity, the
slowdown in the household credit growth is
entirely due to the decline in short-term
loans, amid moderate acceleration of the
growth of long-term loans on a quarterly
basis. Thus the share of long-term loans
also increased from 70.8% to 71.7% on a
quarterly basis. Currency structure analysis
shows that the growth of household loans
is entirely due to the Denar loans, though
their growth slowed down on a quarterly
basis. On the other hand, foreign currency
loans still register a negative quarterly
growth rate.

Analyzed on an annual basis,
credit growth in the domestic
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economy continued to slow down and
in December 2012 it reached the
lowest rate in the past two years of
5.4% (6.7% in September). The total
loans to GDP®” ratio remained at the same
level of 47.2%, as in the previous quarter.
Annual credit growth continued to
decelerate in the first two months of
2013, and in February it was 4.8%.
Loans-deposits coverage ratio continued to
decline to 88.1% in February (versus
89.4% in December) further reflecting
lower use of the deposit potential for
lending. Further slowdown of growth was
registered in corporate loans, while loans to
households registered moderate
acceleration in the annual growth.

8 Annualized nominal GDP, calculated as a moving
sum of the respective four quarters.
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III. Stock exchange indices and real estate prices

The decline in the Macedonian stock exchange index MBI - 10
present in the previous three quarters, was terminated in the first quarter
of 2013, by a moderate quarterly increase. The MBID index continued to
increase, while the OMB index, after a brief stagnation and minimal decline,
began to rise moderately. However, given the fact that the Macedonian
economy is highly connected with the European, where due to the debt
crisis there is great uncertainty about the recovery, it is too early to assess
the sustainability of the positive developments in the Macedonian capital
market. In the same period regional stock exchange indices, similar to the
domestic capital market,were volatile and generally moved upward, with
the exception of some indices which decreased in their value. Such events
are generally associated with the developments in the euro area and the
strengthening of the debt crisis. Real estate prices in the domestic market
retained the negative trend. These movements on the real estate market
are mainly influenced by factors from the supply side, but also by the
demand.

Movements of MBI-10 and MBID Macedonian Du ring the first qua rter of 2013,

Stock Exchange Indices

the trend of continuous decline in the
value of the Macedonian stock
exchange index MBI - 10, which
started in the first half of the last
year, was interrupted. In late March
2013, the MBI - 10 index positioned at a
level higher by 2.5% compared to the level
registered at the end of the previous
quarter. Typical for MBI - 10 is that in a
period of three quarters the index

03.01.2007

consistently declined, while in the first
month of 2013, it registered a growing
dynamics and on January 21st it reached
the highest value of 1955.9 index points. In
the second month of the quarter, the index

04.03.2007
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However, despite the reduction in value, on
average, the index maintained the upward
trend and the value of the index at the end
of the quarter was at a higher level
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compared with the beginning of the
quarter, which is typical for the last three
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companies (MBID) continued to grow. At
the end of March, this index increased by
23.9% relative to the end of December
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2012. Growth was registered also in the
bonds index (OMB) whose value increased
by 1.1 % compared with the level of
28.12.2012.

The value of regional stock
indices during the first quarter of
2013, generally moved upwards, with the
exception of some indices which decreased
in value. In the first month of the quarter,
the value of the indices of regional stock
exchanges generally increased. It was due
to the solid data on retail sales and the
labor market in Germany, and the positive
signals from the economies of the USA and
China, where a decline in unemployment
and an increase in industrial activity was
registered. The growth slowed in the last
month of the quarter as the reticence of
investors increased, primarily due to the
rising uncertainty about the debt crisis in
the euro area. In such conditions, indices
on the stock exchanges of Budapest,
Warsaw and Ljubljana noted a downward
trend, where most pronounced was the fall
of the Budapest stock exchange index. On
average, the indices on the other markets
registered a positive trend, with the most
dynamic growth being registered in the
Zagreb stock exchange index.

The decrease in real estate
prices that began in the second
quarter of the last year, continued at a
faster pace in the first quarter of
2013. The index of apartment prices®®
registered an accelerated decline of 2.1%
on a quarterly basis, which is the fourth
consecutive decline contributing to the
further deepening of the decline on an
annual basis (from 3.5% in the fourth

% Hedonic index of the apartment prices, prepared
by NBRM on the basis of the advertisements for sale
in the capital city, published by the real estate
agencies. The apartment price is a function
comprised of the size, the settlement it is located in,
the floor, whether the flat has central heating and
whether the flat is new.
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quarter of 2012 to 5.5% in the first quarter
of 2013). The continuation of the
downward trend in the price of apartments
can be explained by the tendency of growth
of the completed construction works, i.e.
the residential buildings constructed in the
past few years, in part stimulated by
foreign investment in the construction of
real estate. In terms of the indicators of
demand, the growth of housing loans is
relatively stable, although in the first two
months of 2013 the growth slowed down
moderately.
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IV. Macroeconomic projections and risks

In 2012, economic activity fell by 0.3%, which is close to the January projection
whereby stagnation of economic growth in 2012 was expected. Available high
frequency indicators for the first quarter of 2013 do not indicate significant differences
in terms of the expectations in the January projection. Also, recent assessments of
future trends of the major internal and external factors of growth in the domestic
economy are in line with the January expectations. Under these conditions, the
estimates for economic growth in 2013 and 2014 have not changed
compared to the previous projection, i.e. in 2013, GDP growth of 2.2% is
expected, while in 2014 the growth will accelerate to 3%. The latest
macroeconomic scenario envisages growth structure similar to the January projection.
The increase in 2013 is mainly explained by exports and investment, while in 2014
beside these two sources of growth, an additional effect is expected from the
acceleration of private consumption. In the external sector no major changes in the
projected movements were registered either. In 2013 the current account deficit
is projected at around 4% of GDP, while in 2014, it is expected to widen to
6% of GDP, due to higher imports associated with new investment flows
and the revival of private consumption. However, the expected capital inflows,
mainly based on foreign direct investment and government borrowing, will be
sufficient for financing the higher deficit and for additional accumulation of foreign
reserves. In such conditions it is estimated that foreign reserves in the entire
projection period will remain at an adequate level. Data on the movement of
domestic prices in the first three months of the year indicate faster
slowdown in the rate of inflation compared with the expectations in the
January projection. Lower initial conditions, supplemented with downward revision
of import prices caused expectations of lower inflation rate in 2013 of 2.8% (versus
3.2% in the January projection). For 2014, inflation rate is expected to equal 2.3%.

4.1. Assumptions in the external
environment projection

In early 2013, the prospects for
the global economy improved, but the
global recovery remained unbalanced
and conditioned by the
implementation of appropriate
economic measures by the policy
makers in key world economies.
Assumptions about the external economic
environment are similar to the previous
projection, and take into account the
effects of the recession in the euro area
and its gradual overcoming and the
favorable economic developments in the
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USA, despite the possible negative effects
of the commenced fiscal adjustment®”.

Regarding the foreign effective
demand for Macedonian products, in
2013 it was slightly changed
compared to the previous projection,
i.e. now the fall is projected to reach
0.6% instead of 0.5%. The minimum
downward correction is mainly a result of
the currently higher expected negative
contribution of the Italian economy, the
lower positive contribution from the
economic growth of Bulgaria and the
expected negative rather than positive
contribution of Croatia. On the other hand,
the latest projections assume no changes in
the movement of foreign effective demand
in 2014, i.e. as in the January projection, it
is expected to grow by 1%, largely as a
result of the expected solid demand for
Macedonian products from Germany and
Serbia.

In the first quarter, the
estimated foreign effective inflation of
3.2% made an upward deviation
compared to the previous projection
of 2.8%. Given that in the other quarters
there were no major differences in the
projections, this development caused slight
upward revision for the entire 2013, when
foreign inflation of 3.6% is expected,
instead of 3.5% as expected in January.
Regarding the projections for 2014,
although a slowdown in foreign effective
inflation compared to 2013 is still expected,
it was subject to a significant upward
revision from 2% to 2.7% compared with
January. The change is mainly due to the
upward deviation of the inflation adjusted
for the exchange rate in Serbia and in the

 On March 1, 2013, the so-called budget
"sequester" came into force, which as an austerity
policy includes spending cuts in particular categories
of US federal outlays.
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USA and the expectations for moderate
inflation rather than deflation in Greece.

In 2013, the US Dollar is expected
to depreciate against the Euro by
1.9%, contrary to previous expectations for
its appreciation, while in 2014 the value of
the Dollar is expected to increase compared
to the January projection when depreciation
was expected.

In the first quarter of 2013, the
oil price on the world market was
slightly higher than the January
projection. Moreover, in 2013 there were
no major changes in the expected pace and
trajectory of oil prices. The factors that will
have a downward effect on the oil price are
associated with the downward revised
global oil demand and expected higher
production in the North Sea basin. Although
the depreciated Dollar should act towards
supporting oil prices, the uncertainty
associated with the economic prospects of
China and the recession in the euro area
will limit the space for achieving higher
price levels. In nominal amounts, oil prices
are expected to drop from Euro 83.3 per
barrel in 2013 to Euro 80 per barrel in
2014. Regarding the annual changes, this
would mean a smaller decline in the price
of "Brent" oil in 2013 compared with the
previous projection (of -4.3% instead of -
4.6%) and a higher decline in 2014 (of -4%
instead of -3.4%). The sharper decline in
oil prices in 2014 is in part explained by the
expected greater appreciation of the Dollar.

In the first quarter of the year,
metal prices experienced accelerated
annual decline, which in part is a result of
the base effect. Moreover, compared with
the previous projection, almost all metals
registered a higher than expected decline.
Such price movements in the markets for
base metals are largely explained by the
slow global economic growth, increasing
production of metals and relatively high
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level of inventories. These factors resulted
in downward revisions also of the expected
annual price changes for most metals in
2013. With respect to individual types of
metals, nickel prices registered a decline
instead of the expected growth due to the
excessive supply, while prices of copper
and steel registered deeper decline due to
the higher supply compared to current
needs. An exception to these trends is iron,
whose price is expected to increase faster
than in the January projection. Generally
favorable movements in metal prices are
expected in 2014 (compared to 2013), with
upward revisions to the price increase of
copper and some downward revisions of
the price changes of nickel, iron and steel.
In 2014, the appreciation of the Dollar will
have a downward effect on the price of
metals.

In the first quarter, food prices registered
a slower annual growth. The estimated
increase in the prices of wheat and maize
was lower than previously projected. Food
prices are expected to continue to show
more moderate growth in the first half of
2013, due to factors on the supply side,
while in the second half of the year they
are expected to be significantly reduced.
Compared with the January projection, in
2013, a significant downward revision of
the annual change in the price of wheat
was made, according to which its modest
annual decline is envisaged instead of the
expected growth, due to current estimates
of higher production from the new harvest.
Similarly, the better prospects for the
supply of corn and the expectations for
recovery in inventories contributed to a
significant downward correction of the price
decline of corn. For 2014, the growth rate
of the price of wheat was moderately
upward revised and the rate of decline in
the price of corn was significantly revised
downwards , amid downward pressures
from the stronger Dollar.
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In the first quarter, the one-month
EURIBOR minimally increased relative to
the previous quarter, which is the first
increase after 2011. Moreover, compared
with the January projection, foreign interest
rate is slightly higher and amounts to
0.12%. Current estimates include
continuation of the trend of gradual
increase in the interest rate over the
projected period, but at somewhat higher
levels than those projected in January.

4.2. Projection and effects on the
monetary policy

In the period between the two
projections there were no significant
changes in the environment for
conducting the monetary policy. The
situation in the external sector continues to
be assessed as stable, with the foreign
reserves being retained at about the
adequate level throughout the projection
period. Recent data on the trends in the
balance of payments and the latest
assumptions about the external
environment do not indicate any significant
change in the expected movement of the
trade of goods and services. As in the
January projection, the new
macroeconomic scenario assumes the
absence of significant import pressures by
the domestic demand. Flows from
remittances are unchanged relative to the
January projection. Also, no significant
changes are anticipated in the expected
inflows of foreign direct investment, and
also in this projection capital inflows are
estimated at a level sufficient for covering
the current account deficit and for
additional accumulation of foreign reserves.
The expected movement of EURIBOR, amid
still unfavorable projections for the future
developments in the euro area is similar to
the January projection and remains well
below the historical average. As in the
previous projection cycle, the risks to
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the baseline macroeconomic scenario
are predominantly negative. The
negative risks associated with the external
environment are still present, especially
after the recent events in the euro area.
Additionally, the macroeconomic projections
indicated the existence of downward risks
in view of the future trends in exports,
associated with the expected decline in
metal prices. Keeping the core inflation at a
high level for a longer period of time is also
an additional risk for the monetary policy.
These risks point to the need for constant
monitoring of the possible changes in the
external and domestic economic conditions
in the future and timely undertaking of
appropriate measures.

The gradual recovery of the
domestic economic activity continued in the
fourth quarter of 2012. However, the
favorable developments in the second half
of 2012 were not sufficient to offset the
negative rates earlier in the year that led to
a small decline in GDP of 0.3% in 2012.
According to the available high frequency
data for the first two months of 2013, in
the first quarter of the year further growth
of GDP is expected, while for the entire
2013 the economic growth rate is
projected at 2.2%. Growth is
expected to accelerate to 3 % in
2014, amid positive trends in domestic
demand and boosted export activity.

Economic growth in 2013 and
2014 is, in significant part, explained
by the expected moderate recovery of
the export activity, after its decline in
2012. The growth of the export activity in
this two-year period is associated with the
announced expansion of the production
capacity of the export-oriented enterprises
in the country. Additionally, improvements
are expected in the traditional determinants
of exports, i.e. it is estimated that in 2013
and 2014 external demand will gradually
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improve, which would reflect positively on
the exports.

Components of domestic
demand are expected to give positive
contribution to the growth of the
domestic economy in the projection
period. Moreover, as in 2012,
domestic demand growth in 2013 will
be mainly driven by the increased
investment activity. In 2013,
continuation of the investments in
construction activity are expected, which
were assessed to be a major factor for the
fast growth of total investments in 2012. In
addition to this are the data on the first
quarter of the year that point to further
growth in the value of completed
construction works, as well as more
favorable expectations of managers in
construction in terms of the orders in the
first quarter. Additionally, in line with the
projected acceleration of the export activity
and increased production capacity, in 2013,
intensified investment in machinery and
equipment is expected. In terms of sources
of funding, a significant portion of the new
investment projects will be financed by
foreign investors in line with the announced
foreign direct investments. Investment
activity will be further supported through
planned public investments. In view of
the expected movement in private
consumption, after the decline in
2012, during 2013 its recovery is
expected, in line with the estimates for
gradual  strengthening of  consumer
confidence, amid more favorable
movements in real wages, and growth of
pensions, which were increased at the
beginning of the year®®. However, it is
expected to remain at a relatively low level
by the end of 2013. In 2014, accelerated
growth of domestic demand is
expected, amid still high investments,

%8 In the first quarter of the year a linear increase of
all pensions in the amount of Denar 550 was made.
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as well as a significant increase in
household consumption. Favorable
conditions in the export sector and new
investments will lead to a significant
improvement of the situation on the labor
market by creating new jobs and growth in
real wages that would directly influence
household consumption. The expected
reduction of uncertainty regarding the
external environment and improving
domestic economic conditions in 2014,
would further expedite the propensity of
households to increase consumption. In
2014 investment growth will
accelerate moderately, in conditions
of stabilized domestic and external
environment, increased confidence of
the entities, greater willingness to
take risks, and facilitated access to
additional funding. Public
consumption is expected to continue
to rise, which would have a positive
contribution to GDP growth
throughout the projection period.

The intensification of economic
activity during the projection period
will be followed by a moderate
acceleration of credit growth in 2013
and 2014. By the end of 2013, credit
growth is expected to reach 7.2% (versus
5.4% in 2012), while in 2014, total loans
would increase by 8.1%. The expected
acceleration of credit growth is a
combination of several factors. First, it is
expected that the recovery of the domestic
economic activity, the improvement of the
financial position of the private sector and
the expected reduction of the uncertainty
from the external environment during the
projection period will improve the
perception of banks that would lead to the
expansion of their credit supply. Also, new
investment projects and the growth of
private  consumption will lead to
intensification of the credit demand.
Additional impetus for higher lending
activity in the projection period is expected
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also through the relaxation of the monetary
policy made in early January by reducing
the interest rate on CB bills, as well as the
easing in the area of the reserve
requirement. However, the projection
for the future credit growth also in
this cycle of projections is
accompanied by the previously
pronounced negative risks associated
with the changes in the perceptions of
banks regarding the creditworthiness of
their customers, more pronounced effects
of the process of deleveraging of foreign
banks on domestic banks in their
ownership, and possible further
deterioration of the quality of the loan
portfolio. In 2013 and 2014, it is
estimated that the deposit base, as the
primary source of funding the credit
growth, will further increase. In fact,
after the growth in deposits of 4.4% in
2012, in 2013 they are expected to increase
by 7.6%, while in 2014, total deposits
would increase by 7.8%. Such estimates
are in line with the expected improvement
of the financial position of the private
sector in 2013, particularly in 2014.

In 2013, a moderate

Imports of goods and services acceleration of the growth of imports
(y-0-y changes, in %) of goods and services compared with
2012 is expected. The higher growth of

imports is explained by the additional

positive developments on the part of

private consumption and exports, as

1 opposed to 2012 when the growth of
imports was almost entirely explained by

1 N the higher investment demand. Further
- acceleration of growth is expected in
| 2014, amid expected growth in the
2 3 Q1 Q3 QI Q3 QI Q3 2014 demand for investment goods and raw
2010 2011 2012 2013 materials related to the announced increase

in the production capacity of some export-
oriented companies, but also due to further
intensification of the growth of private
consumption. The contribution of net
export demand throughout the
projection period, with simultaneous
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Balance of Payment Forecast (% of GDP)

2009 2010 2011 2012 2013 2014
Current account 68 -20 -30 -39 -42 -6.0
Balance of goods & services | -23.0 -20.0 -21.1 234 227 -23.9
Goods, net 233 205 224 237 233 246
Services, net 0.2 0.5 1.3 0.3 0.6 0.7
Income, net 07 14 16 20 20 24
Current transfers, net 169 194 197 215 206 203
Private transfers, net 164 189 187 209 200 19.7
Capital account 0.3 0.2 0.3 0.2 0.0 0.0
Financial account 5.9 1.9 6.5 4.6 4.4 7.3
FDI, net 2.0 2.2 4.5 1.5 3.0 4.5
Portfolio Investment, net 1.6 08  -0.6 1.0 -1.8 01
Other Investment, net 2.4 0.4 2.6 2.1 3.2 2.9
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increase in exports and imports, will
remain in the negative zone.

Expectations for the gradual
recovery of the global economy which
would pull the foreign effective demand out
of the negative zone of growth later this
year, as well as the expectations for higher
production and export of the new industrial
facilities, indicate nominal growth of the
exports of goods and services. Growth is
expected to be more moderate this year
(3.4%), while next year it is expected to
accelerate and reach 9%. Given the higher
comparison basis determined by one-off
factors, imports of goods and services this
year will register a slightly slower rate of
growth than exports, i.e. 3%, with
expectations of more dynamic growth next
year of 9.7%, when accelerated growth of
private and investment consumption is
envisaged. Most of the expected export
growth will allow narrowing of the
deficit in the trade in goods and
services to 22.7% of GDP in 2013. On
the other hand, the more dynamic
movement of imports next year will lead to
a widening of the deficit in the trade
in goods and services to 23.9% of
GDP in 2014. The projection of the trade
balance for 2014 is associated with positive
risks arising from possible increased activity
of the new export-oriented industrial plants,
relative to current expectations. An
important part of this deficit will continue to
be funded by the inflows of private
transfers. However, the positive balance of
payments effects associated with the
uncertainty over the euro currency are
gradually being exhausted due to the
expectations that the amount of inflows
from private transfers is expected to
stabilize this year. In conditions of expected
growth in the economy, it will actually
mean their reduction, viewed as a
percentage of GDP. The reduction of the
relative importance of transfers is expected
to continue next year, but much more
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moderately. Hence, despite the narrowing
of the deficit in the trade in goods and
services, in 2013, the current account
deficit is expected to remain at around
4% of GDP, while in 2014 it is
expected to widen to 6% of GDP.

The negative current account
balance in this and next year will be
entirely financed by capital inflows,
mainly arising from the expected
foreign direct investment and planned
foreign borrowing of the government
and the  private sector. The
improvement of the global environment,
the stabilization of global financial markets
and improving conditions in the domestic
economy are expected to contribute to
more positive perceptions among investors.
Consequently, this year and next year
foreign direct investments will gradually
increase and reach 3% and 4.5% of GDP,
respectively. The main risks for the
expected movements in the external
position of the economy continue to stem
from a possible slower than expected
global, and therefore domestic economic
recovery, which may affect the perceptions
of investors and expected access to
external sources of funding. Moreover,
additional risks arise from possible larger
outflows associated with the need for
financing the parent companies.

Movements in the current and
capital and financial account will allow
further growth of foreign reserves and their
maintaining on an adequate level. Namely,
in the absence of significant changes in the
main components of the balance of
payments, in 2013 foreign reserves are
expected to make a small increase. In
2014, flows in the capital and financial
account are expected to be more favorable
relative to the expected deterforation in the
current account, which will contribute to
further solid growth in foreign reserves.
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In this and next year the growth of
prices in the economy is expected to slow
down gradually. The domestic inflation
rate in 2013 is expected to be reduced
to 2.8%, amid slower growth in the prices
of food and energy®® and without
significant pressures from the domestic
demand. In 2014, the inflation rate will
be further reduced to 2.3%, whereby it
will gradually get closer to the historical
average. No significant pressures are
expected from import prices or the
domestic demand, despite the expectations
of a strengthened economic growth. The
risks to the projected path of inflation
remain mainly associated with the future
movements in the prices on the
international markets and their
transmission effect on domestic inflation.
Additional price risk is the inability to
estimate precisely the magnitude of the
impact of natural disasters that occurred in
the first quarter of this year and reflected
on the domestic production of vegetables.
Potential home-generated upward risk to
inflation in 2014 is the uncertainty about
the possible resuming increase in the
regulated electricity prices.

4.3. Comparison with the
previous projection

Performances  and  evaluations
indicate unchanged expectations for the
economic growth over this and the next
year compared with the January
projections. However, inflation this year is
expected to be Jlower than January
expectations, with the same expected rate
of inflation for the next year. Recent
estimates indicate a slight widening of the
current deficit in this year and greater
deterioration in the next year, amid lower
capital inflows this year and moderately
higher inflows in the next year, compared

% Wwith assumed monthly growth in electricity prices
in June 2013 of 10%.
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to the January projections. Consequently,
still there are expectations of a solid, but
slightly more moderate increase in foreign
reserves in 2013 and 2014.

In conditions when the
achievements in the real economy in 2012
are in line with the expected, and in the
absence of major changes in the global
environment and reviews of the
determinants of the GDP components, the
expectations for GDP growth this year
and next year remain unchanged, with
positive growth rates of 2.2% and
3%, respectively. As in the previous
projection, domestic demand will be the
main carrier of growth. However, the
contribution of net exports in 2013 will be
less negative, in conditions of lower
expected growth in both exports and
imports compared to January projections. It
is still expected that investments will be the
main driver of the domestic demand growth
this year due to the expected government
and foreign investments and export growth,
with expectations for a higher volume of
gross investments compared to the January
projections. However, higher amounts of
investments (primarily in construction) at
the end of 2012, resulted in a slightly lower
expected growth rate for this year. On the
other hand, the performances showed
further downward adjustment of private
consumption in the last quarter of 2012,
and thus lower performance for the year.
For 2013 and 2014, expectations for
personal consumption are similar as before,
i.e. relatively weak growth this year and
faster increase in the next year, when it is
expected to be the main driver of growth.
Thus, the level of private consumption was
subject to moderate downward revision,
amid expectations for somewhat more
moderate growth in households' disposable
income compared to the January
projection.
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In the first quarter of 2013, the
achieved inflation was lower than expected,
due to the more moderate movements in
the prices of food and energy. The lower
price level at the end of the first quarter,
and the expectations for stronger
downward movement in food prices
compared with the previous projection,
caused downward revisions to inflation
in the following period. Namely, it is
expected that the inflation rate in 2013 will
be 2.8%, as opposed to the previous
expectations for a rate of 3.2%. Thus,
although the projected inflation rate for
2014 is maintained at 2.3%, the expected
price level is lower than the January
projections. This arises from the downward
revision and the lower price level for 2013,
which amid the same rate of growth means
lower prices also in 2014.

Regarding the current account deficit,
the latest estimates point to its deepening
compared with January expectations. Given
the higher achievements for 2012, the
deficit for this year will be 4.2% of
GDP, compared to the previously
expected 3.8%, while for the next
year it is revised from 5.4% to 6% of
GDP. Such revisions are due to the
expectations for less favorable balance of
trade in services, because of the
assessments for major outflows’®, based on
the higher performance at the end of 2012.
Moreover, a significant downward revision
of the growth rates of the export and
import of goods was made, due to lower
quantities earlier this year in terms of the
energy balance’!, which is expected to
deteriorate. However, these changes do not
affect the expectations for the trade
balance, which is unchanged, due to the
simultaneous improvement within the non-

7 Mainly for construction and consulting and

management services.
"1 The changes are mainly derived from the trade in
oil and oil derivatives.
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energy balance in accordance with the
more favorable performances in the first
quarter of the year. Regarding the capital
flows, expectations for 2013 are moderately
lower than the January projections, while
for 2014 they are expected to be
moderately higher, because of the higher
expected borrowing by the public sector’?.
Given these expectations, it is estimated
that the growth of foreign reserves in
2013 and 2014 will continue to be
solid, but lower compared with the
January projections. Cumulatively
speaking, the main factor for the revisions
are the deteriorating expectations for the
current account deficit.

Comparison of GDP and inflation forecasts for Macedonia from various organisations

- Month of Real GDP growth, % Inflation (average rate, %)

Organisation -
publication 2012 2013 2014 2012 2013 2014

IMF October 2012 1.0 2.0 3.5 2.0 2.0 2.0
World Bank January 2013 0.0 1.0 2.5 - - -
European Commission January 2013 0.8 1.7 2.2 3.3 2.0 2.3
EBRD January 2013 -0.5 1.8 - - - -
Consensus Forecasts January 2013 0.5 1.7 2.6 3.1 2.5 2.7
National Bank of Greece January 2013 0.0 2.0 3.2 3.3 3.8 3.2
Ministry of Finance of the R. of Macedonia December 2012 - 2.0 - 2.8 3.5 -
National Bank of the R. of Macedonia January 2013 0.0 2.2 3.0 3.3 3.2 2.3

Source: IMF World Economic Outlook, October 2012; World Bank Global Economic Prospects, January 2013; European Commission EU Candidate and Pre-Accession
Countries, January 2013; EBRD Regional Economic Prospects, January 2013; Consensus Economics Forecasts, January 2013; NBG Macroeconomic and Financial
Indicators, January 2013; Ministry of Finance of the Republic of Macedonia, Budget of the Republic of Macedonia for 2013, December 2012; and the National Bank

of the Republic of Macedonia.

2 The assumptions for the budget deficit and its
financing structure are taken from the Pre-Accession
Economic Programme 2013-2015.
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