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MACEDONIA ANNUAL ECONOMIC REPORT 2010

Background: Macedonia is a small economy with a gross domestic product (GDP) of about USD 9.6
billion, representing about 0.01% of total world GDP. It is an open economy, well integrated into
international trade, with an exports-to-GDP ratio of more than 50%. Agriculture (11% of GDP) and
industry (36%) used to be the two most important sectors in the past, but services (58.4%) have now
gained prominence. Economic problems persist, even if Macedonia has been undertaking some
regulatory and structural reforms to further advance its transition to a market-oriented economy. A
largely obsolete industrial infrastructure has not attracted much investment so far. The quality of labor
force education and skills is variable, as well as the productivity at work, while social taxes are
comparatively high. Without adequate job opportunities, many with the best skills seek employment
abroad. Characterized by relatively low standards of living, a high unemployment rate, modest
economic development and slow EU accession process, the country needs further reforms to
overcome structural weaknesses and “catch up” with other EU candidate countries.

1. Appreciation of economic problems and issues in 201 0-2011"

The main features of 2010 are: modest GDP growth of 1.2 percent, low level of inflation of 2 percent
and high unemployment rate. The output expanded, following a relatively mild contraction in 2009,
thanks to strong macroeconomic fundamentals, a generally appropriate policy response to the crisis
and a resilient financial sector. The recovery is nevertheless modest also because growth in private
consumption is constrained by subdued wage expansion, high unemployment rate and low confidence

in the future.
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In the fourth quarter real GDP grew by 2.3% year-on-year, according to preliminary data from the
State Statistical Office (SSO). This is the strongest year-on-year growth marked during 2010, following
a decline of 1.7% in the first quarter and growth of 0.2% and 1.6% in the second and third quarters,

' Source: Economist Intelligence Unit, World Bank, Macedonia Business Forecast Report 2010 www marketresearch com, Economic Activities in Macedonia from
www companiesandmarkets com The press releases are free, but the full studies with detailed data has to be purchased (available on the Web)



respectively. This brought a full-year growth to 0.7%, representing a modest recovery from the 0.9%
decline in 2009.

The positive trends of the second half of 2010 have continued so far in 2011. Exports continue to
perform well and business confidence is improving. Still, job creation remains at a very low level,
suggesting that the recovery remains fragile. Inflation has remained low, though it increased slightly in
recent months as higher food and energy prices pushed prices up by 3.9 % (year-on-year) in February
2011.

It is forecasted that in 2011 real GDP growth in the Euro zone will stabilize. Accordingly, export growth
in Macedonia in 2011 is unlikely to match the (mild) recovery of 2010. Despite this, real GDP growth
should accelerate to 2.2% in 2011 as investment spending strengthens, and credit and labor markets

recover gradually.

Credit growth remained weak in 2010, owing it to a lack of demand for loans and caution by banks as
non-performing loans (NPLs) continued to rise. However, credit growth is expected to accelerate to 3 -
3.5 % this year and to around 4 - 4.5 % over the medium-term.

For 2011 it can be expected that policymakers will remain committed to the informal currency peg and
will seek increased inflows of foreign direct investment (FDI) to develop the country’s limited and
undiversified export capacity. The government recognizes the need for fiscal prudence in the context
of the Denar’s informal peg to the Euro, but is also keen to increase capital expenditure on transport
and energy infrastructure to boost economic activity and make the business environment more
attractive to investors. As a landlocked country, FYR Macedonia is particularly dependent on a well-
developed road and rail network for its economic and social development. Key elements of this
network are also part of the Trans-European transport network (Corridor 10, which goes from Austria
to Greece and Turkey, and Corridor 8, which connects the Durres Port in Albania with the Black Sea
ports in Bulgaria). Since its independence, the main challenges facing the Government were to reduce
the “economic distance” to international markets and lower the costs of transportation arising from the

poor condition of the Corridor 10 road and major delays at key border crossing points.

2. International and Regional Economic Agreements

2.1 Macedonian policy and priorities

Macedonia, an EU candidate country since December 2005, is aiming at acceding to the EU. So far
Macedonia’'s Stabilization and Association Agreement, The Energy Community Treaty and The
Agreement on the European Common Aviation Area continue to be the relevant treaties in respect of
trade and economic cooperation with EU member states. To further advance its EU integration,
Macedonia has to find a compromise on the "“name issue” with Greece (good neighborly relations),
besides fulfiling 9 EU benchmarks relating to various reform areas, in particular judiciary, public
administration and fight against corruption.

Important economic multilateral treaty memberships of Macedonia include:
-  Stabilization and Association Agreement with the EU 09.04.2001
- Agreement with EFTA 01.05.2002
- Accession to the WTO 04.04.2003

(3]



- Integration in the new CEFTA 01.01.2006

CEFTA, a regional free trade agreement (in effect since mid-2007), links together eight countries -
Serbia, Montenegro, BIH, Macedonia, Croatia, Moldova, Albania and UNMIK on behalf of Kosovo. In
2010, CEFTA members started negotiations on service market liberalization by establishing clear and
predictable rules to attract direct foreign investments. In spite of the public purchase market in the
CEFTA region, where all the members are able to take an equitable part in mutual public purchase
processes, lack of transparency is observed in the public procurements. Rules and practice in the
competition field, in line with EU regulations, are to be reviewed and liberalization of trade in
agricultural produces is to be completed this year. The creation of regional free trade zones is to lead
to a more favorable access to foreign markets, increase of production, investments, employment and
exports.

There are still non-customs barriers in trade among CEFTA members, which are not transparent, such
as complicated procedures at border crossings due to inspections. There are technical barriers as
well, such as sanitary and phyto-sanitary measures and veterinary control.

Besides these multilateral trade agreements, Macedonia has concluded two bilateral Free Trade
Agreements with Turkey and Ukraine.

2.2 Outlook for Switzerland

Since mid-2002, Switzerland's trade relations with Macedonia are regulated by the Macedonia-EFTA
agreement. A second session of the mixed Committee, held in Geneva in November 2008, contributed
to further improving framework conditions. Among EFTA member states, Switzerland is more heavily
involved in Macedonia than Norway, even though Macedonia clearly remains a small trade partner
also for Switzerland.

Other important Macedonian-Swiss economic agreements include:
- the bilateral investment promotion and protection agreement (in force since 6.05.1997);
- the bilateral double taxation avoidance convention (in force since 27.12.2000);
- the revised bilateral aviation agreement (in force since 1.03.2010).

Visa liberalization offered to Macedonia on 19 December 2009 by Schengen countries (incl.
Switzerland) allows easier traveling for Macedonian businesspeople.

3. Foreign Trade
3.1 Development and general outlook (cf. annex 3 for trade statistics from the Macedonian statistical office)

In 2010, Macedonian trade flows rose by 13%. Exports rose by almost 23%, whereas imports by 8.5% -
in comparison to 2009. On one hand, the positive trend of exports is to be attributed to partial recovery
of the demand in Macedonia's main export. On the other hand, increase of only 8.5% of imports
indicates a limited purchase power of the Macedonian market.

Ferro-nickel, iron and steel products (flat-rolled products), as well clothing and tobacco remain the most
significant Macedonian export items, whereas crude petroleum oils (this sole item turns Russia into the
biggest importer in Macedonia), electricity and motor vehicles are the most significant import products.
Macedonia's unfavorable trade structure (limited range of export products with low added value, mainly
in the metals and textiles sectors,) and its dependence on a relatively small number of trading partners
make it particularly difficult to navigate through periods of world recessions.



FENI Industries, in which the Swiss trading firm IMR International Mineral Resources AG is a majority
shareholder, remains an important Macedonian exporter. Through its connection with FENI Industries,
Switzerland is an important trading platform for Macedonian mineral exports throughout Europe.

Just like in 2009, Germany, Serbia, Greece, Italy and Russia, were the top 5 trade partners for

Macedonia, with Germany (share of 16.5%) being the top export destination for Macedonian products
and Germany followed by Russia and China as top exporters to Macedonia.
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3.2 Bilateral Trade (cf. annex 3 & 4 for bilateral trade statistics according to Macedonian & Swiss statistics?)

After having steadily increased over the last few years, in 2010 the trade volume between Switzerland
and Macedonia marked a decrease of almost 20%. The volume of Swiss-Macedonian bilateral trade is
still modest, namely 116.24 million USD, 97.5 million USD of which are Macedonian imports from
Switzerland and 18.7 million USD are Macedonian exports to Switzerland. Switzerland's main export
goods remain pharmaceutical products, followed by textiles, footwear and electrical and mechanical
machines. From Macedonia, Switzerland mainly imports textile and clothing, agricultural goods, as
well as precious stones/metals and bijouterie. Having said this, the recurring problems with
government procedures for public tenders are not encouraging for foreign exporters and investors. For
Macedonia, the Swiss market remains difficult to access, mainly because of restrictions to agricultural
products and importers’ high quality standards. However, there are some positive developments in this
particular field. After a successful test production with local producers, Frey Gemuse started importing
locally produced vegetables (lettuce) to Switzerland.

4. Foreign Direct Investments (FDI)

4.1 Development and general outlook®

? Each year there is a discrepancy in the figures of bilateral trade received from Macedonian and Swiss authorities and it's mainly due to the different methodologies in
data collection and processing

 The Vienna Institute for International Economic Studies (WIIW, hitp //publications wilw ac at and/or www wiiw ac at) produces a useful annual study on FDI to South
Eastern Europe, the press release (with summary) is free, but the full study with detailed data has to be purchased (available on the Web)



In 2010, FDI inflows to Macedonia amounted only to about EUR 222 million, a slight increase
compared to 2009 (EUR 180 million) but still a major reduction compared to the top-most amount ever
received of EUR 506 million (in 2007).

According to their accumulated FDI stocks up to 2010, the most important foreign investor countries for
Macedonia are: The Netherlands, Hungary, Slovenia, Austria, Greece, Switzerland, United Kingdom,
Bulgaria, Germany, Italy, Croatia and USA. Several international financial centers - e.g. the British
Virgin Islands, Luxembourg, and Cyprus - are also listed as important foreign investors, but actually
only serve as financial channels. The financially largest FDI are to be found in the following sectors:
services, manufacturing, metal & mechanical products, electricity/gas/water, financial intermediation,
trade & repair.

in 2010, the Macedonian Government continued with its international advertisement campaign
(launched in 2007). The website of the Government agency ‘Invest Macedonia” -
www.investinmacedonia.com - is the place to go for new foreign investors. The “Invest Macedonia”
office in Vienna (austria@investinmacedonia.com) is also at the disposal of Swiss firms.

Foreign investors, who have invested or tried to do so in Macedonia, often complain of the following,
- weaknesses of rule of law,
- politicization of the public administration,
- low corporate tax rate (10%), but many hidden charges,
- heavy bureaucracy with complex procedures,
- deficient, largely outdated infrastructures (incl. high utility prices for private sector firms)
- unclear land ownership relations,
- difficulty in getting working permits for foreigners,
- difficulty in getting skilled and productive workers,
- postponed NATO & EU accession processes.

Considering the current business environment in Macedonia and setbacks experienced by important
foreign investors, FDI inflows into Macedonia are hardly expected to increase in 2011 in spite of the
Government claims that many memorandums of understanding have been already signed with several
potential investors. The Industrial Development Zone in the vicinity of Skopje remains “populated” only
by the existing Jonson Controls and Johnson Mathey. It remains a major challenge for Macedonian
authorities to reform the business culture, discard corruption and enforce the rule of law.

4.2 Bilateral investment flows

Several large Swiss companies are distributing their products in Macedonia. The two main Swiss
investments in Macedonia are in the mining and steel sectors. A few other, small investments exist in
the areas of transport, construction material, vegetables production and software services.

La compagnie Enflo Windtec Kreuzlingen a, le 11 mai 2011, procédé a la cérémonie de la pose de la
premiére pierre d'un nouveau site de production pour ses turbines a vent productrices d'électricité, a
Jelino a 35 kilometres de Skopje.

ENFLO prévoit un investissement de 5 millions d'euros et la création sur le long terme de 1000
emplois. La premiére phase devrait se terminer en fin d'année et la production commencer en
décembre 2011 ou janvier 2012. Le marché principal est I'Allemagne.

5. Trade, economic and tourist promotion ‘Country advertising’



5.1 Foreign economic promotion

In Switzerland, the Swiss-Central Europe chamber of commerce (SEC) in Zurich is the relevant
chamber for companies interested in Macedonia. For the about 20 Swiss and Swiss-Macedonian
companies presently doing business in Macedonia, the Swiss Embassy in Skopje organizes regular
contacts and exchanges. The Embassy also transmits Macedonian public tenders to OSEC and
specialized associations.

5.2 Interest for Switzerland as a location for tourism, education and other services

Switzerland enjoys a good reputation as a tourist, health and education destination, but the
Macedonian interest remains occasional and limited. The still low purchasing power (annual per capita
income of slightly over USD 9000 in PPP, USD 5000 in real numbers) remains the main obstacle. A
large Macedonian community (over 60'000) living and working in Switzerland contributes to the
relatively important movement of persons. Since the lifting of visa requirements at the end of 2009, the
Swiss Embassy distributes information leaflets on tourism in Switzerland and educational
opportunities.

5.3. Interest for Switzerland as a financial location
The Macedonian elite and business community is well aware of Switzerland as a financial location.

6. Useful Internet Links

Official Government website

(with information about ongoing tenders)
Statistical Office of the Republic of
Macedonia

National Bank of Macedonia www.nbrm.mk

www.vlada.mk

www.stat. gov.mk

Invest Macedonia
(former Agency for Foreign Investments)

www.investinmacedonia.com

Secretariat of European Affairs,

www.Sep.gov.mk
Government of the Republic of Macedonia

Ministry of Economy www.economy.gov.mk
Ministry of Finance www.finance.gov.mk
Economic Chamber of Macedonia www.mchamber.org.mk

Latest EC progress report on Macedonia (Nov. 2010):
http://ec.europa.eu/enlargement/pdf/key documents/2010/package/mk_rapport 2010 en.pdf

Central European Free Trade Agreement (CEFTA): hitp://www.cefta2006.com/

Macedonia in the IMF www.imf.org/external/country/MKD/index.htm

The World Bank in Macedonia www.worldbank.org.mk

The Vienna Institute for International

) ) www. wiiw.ac.at
Economic Studies (WIIW) s

American Chamber of Commerce in
Macedonia

www.amcham.com.mk




British Business Group — Macedonia www.bbgm.co.uk

Deutsch-Mazedonische
Wirtschaftsvereinigung in Skopje

mazedonien.ahk.de

Dutch Chamber of Commerce in Macedonia www.kvkmk.org

European Business Association in
Macedonia

www.eba.com.mk

Enclosures: Annex 1 —6



ANNEXE 1
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ANNEXE 2

Macedonia — Main Economic Indicators in 2007- 2011

2011

2007 2008 2009 2010 (Forecast)
GDP Growth
(Constant Prices, National 6.1 % 5% -0.8 % 1.201 % 3.039 %
Currency)
&WDW' 17'622 Billion | 18'907 Bilion | 18'928 Billion 19'33 Billion | 20'177 Billion
us“'n;',:uc"'"‘ Fre) US$ 8600.87 | US$ 920066 | US$9183.16 | USS$9'350.40 | USS$ 9'730.89
:End of: Year Change %) 6.667 % 4101 % -1.637 % 2% 3%

nemployment

Population 2'049 Million 2.055 Million 2.061 Million 2.067 Million 2.074 Million
.‘l;‘“;} GDP) Nt 18'.962 % 18.755 % 21.424 % 22977 % 23532 %
;I;‘M:: gDP) ot Ciraes Debt 22.754 % 20.82 % 23.48 % 24.947 % 25.381 %
ﬁ;‘s' 'M"'tm""m Ses -0.569 Billion | -1.256 Billion -0.673 Billion | -0.374 Billion | -0.448 Billion
g':@np“ t," i e 6.968 % 12.768 % 7.183% -3.908 % -4.435 %
Sources:
-EIU

- National Bank of the Republic of Macedonia — NBRM

- IMF




ANNEXE 3

Module CH@WORLD: A352

Représentation suisse a: Skopje

Pays: Macédoine

Date de la derniére mise a jour.  06.04.2011

Republic of Macedonia - Most important trade partners in 2010’

In USD millions

1
State Statistical Office of the Republic of Macedonia, March 2011

o | B | e | B2 | weon | B2 | D20
Country
1. Germany 1302.63 | 14.88 692.53 | 20.97 610.10 | 11.19 82.43
2. Greece 693.74 | 7.93 24509 | 7.42 448.65 | 8.23 -203.56
3. Serbia 690.20 | 7.89 271.81| 823 41839 | 7.68 -146.58
4. Bulgaria 59562 | 6.81 29403 | 891 30159 | 553 7.56
5. Russia 579.28 | 6.62 26.74 | 081 552.54 | 10.14 -525.80
6. ltaly 561.86 | 6.42 23458 | 7.10 327.28 | 6.00 -92.70
7. China 37525 | 4.29 87.89 | 266 287.36 | 5.27 -199.47
8. Great Britain 34290 | 3.92 59.29 | 1.80 28361 | 520 -224.32
9. Turkey 31122 | 356 50.91 | 1.54 260.31 | 4.78 -209.40
10.Croatia 236.91 | 2.71 12362 | 3.74 11329 | 208 10.33
11.Slovenia 23422 | 268 69.10 | 2.09 165.12 | 3.03 -96.02
12.Romania 180.51 | 2.06 5431 | 164 12620 | 232 -71.89
13.Netherlands 138.71 | 158 7025 | 213 6846 | 126 1.79
14.Ukraine 137.87 | 158 2127 | 064 116.60 | 2.14 -95.33
15.Bosnia & Herzegovina |  134.06 | 1.53 84.94 | 257 4912 | 090 35.82
16.Spain 13405 | 153 7367 | 223 60.38 | 1.11 13.29
17 Austria 130.67 | 149 36.98 | 1.12 9369 | 1.72 -56.71
18.USA 11662 | 1.33 1424 | 043 102.38 | 1.88 -88.14
19.Switzerland 116.24 | 1.33 18.75 | 0.57 97.49 | 1.79 -78.74
20.Belgium 11224 | 128 80.76 | 2.45 3148 | 058 49.28
Total 1 7.306.86 | 83.48 | 261077 | 79.07 | 4.696.09 | 86.16 | -2.085.32
Other countries 144564 | 1652 | 691.06 | 20.93 754.58 | 13.74 -63.52













