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EXPORT-LED GROWTH IN SEE6 - FACTS AND
RECOMMANDATIONS: THE CASE OF REPULIC OF
MACEDONIA

Abstract

Globalization brings the threat of a weakened SME sector, since
its role in (direct) exporting is less than proportional to its size, and in the
same time it can also increase the importance of a strong SME sector.
The recommendations are on building relationships with financial
institutions, especially with banks, to facilitate funding to SMEs. In this
context, it is useful to identify where SMEs are dealing in foreign
currency and seek opportunities to provide value-adding advice in areas
such as managing foreign exchange risks and forecasting currency needs.
The key factors for realization of these aims are innovation and
knowledge that would help for increasing competitiveness with support
of real exchange rate by stimulating the growth of export, too. This can
contribute for sustainability of the economic growth and economic
integration especially of small economies on which this paper is mainly
focused with special emphasis on Macedonia.

Because of the fact that Southeastern European countries rely
mainly on exchange rate anchors to reduce inflation, the appreciation of
the real exchange rate among countries in the region is significant,
although it is slightly lower when compared to countries in the EU
member states. As a result, the SMEs of these countries suffer from loss
of competitiveness. This can be clearly seen from the movements of the

* PhD.,Executive Director and Chairman of the Board, Sparkasse Bank, Macedonia.
E-mail: Gligor.Bishev@sparkasse.mk

") PhD.,Faculty of Tourism and Business Logistics,University “Goce Delcev” , Stip
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deficit on their current account, which are important in all these
countries. Using the exchange rate as anchor for inflationary
expectations, on long run have been effective so far, producing a low and
stable inflation rates. However, in periods of low inflation and
deflationary pressures, exchange rate anchors do not allow sufficient
space for fiscal and monetary stimulus. In this respect, policy makers are
under following dilemma: to deviate from exchange rate anchor and
increase the space for fiscal and monetary stimulus; to accelerate
structural reforms and competitiveness and on short run deepen the
recessionary pressures; and to increase foreign debt and thus increase
scope for fiscal and monetary stimulus while preserving the exchange
rate anchor.

Economic policies can be instrumental for growth in the near- and
the medium-term in SEE6. On the fiscal side, sustained reform effort is
needed to address structural rigidities in the budgets of SEE6. Priorities
include: changes in the composition of public expenditure toward
investment and away from wages, public expenditure targeting and
prioritization as well as improvements in revenue collection and the
broadening of the tax base, among others. On the monetary policy side,
with regional inflation at a very low 1.2 percent and big output gaps
remaining, some scope for short-term easing of monetary conditions
exist, especially in those countries where deficits have begun to decline.

Above facts and real situations are our challenges for making
analysis and contribution in this area.

Key words: export, competitiveness, real exchange rate,
Macedonia

JEL classification: O 11

Introduction

Like many countries in the early stages of transition, South-
eastern European countries rely mainly on exchange rates to reduce the
inflation. In many countries, exchange rate helps to reduce the inflation
to lower single digits since 2004. Albania’s managed float and informal
inflation targeting were also successful in keeping inflation low, while in
Romania, inflation, although declining under the managed float, remains
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close to double digits. Since 2000 Serbia has shifted between nominal
and close to real exchange rate targeting (with important regime shifts in
early 2003 and 2005).

Inflation first declined with the exchange rate anchor, but an
increasing external deficit prompted a shift to a managed float in 2003.
However, inflation resurged, as suppressed administrative prices were
readjusted and growing euroization contributed to an increased pass-
through from the exchange rate to prices. The regime shifts may also
have adversely affected monetary policy credibility, as indicated by the
growing euroization. The exchange rate anchors and sluggish structural
reform put pressure on competitiveness. Fixed or nearly fixed exchange
rates can lead to wunsustainable real appreciation and loss of
competitiveness, unless fiscal and incomes policies remain tight and
structural reforms boost productivity. For example, in Serbia, the
exchange rate anchor in 2002 became unsustainable as large real wage
increases and slow structural reforms eroded competitiveness and
increased the external deficit. Pressures for real appreciation in the region
also arise from the large inflows of foreign currency. The evolution of
EU export market shares also suggests that Macedonia may have lost
competitiveness, while most others have increased their share in the EU
market. The real effective exchange rates data (REER) show a large
appreciation in Bulgaria, Romania, and Albania in recent years, which at
least in the former two is likely to reflect changes in market fundamentals
in terms of increased productivity. In the remainder of the SEE, there is
no clear trend with real appreciation and the REERs have remained
relatively flat in the past few years.

1. RER as a cornerstone of SMEs export performances

At the macroeconomic level, sound government policies and the
ability to stabilize a competitive real exchange rate are the cornerstone of
promoting exports. A competitive real exchange rate provides an
incentive for exports. Moreover, an outward oriented, market-friendly
trade regime, which emphasizes the dismantling of import controls and
tariffs (permitting access to inputs at world prices), and streamlined
bureaucratic procedures, i.e. export and import procedures, modern
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customs administration and efficient value added tax administration will
facilitate exports, including from SMEs.'

The impact of exchange rates on trade in a given country, as in
Macedonia, example for small and open economy, should be seen in the
context of continued integration of supply chains. Exports, generally,
include high import content and impact of foreign currency-exchange
appreciation or depreciation on any finished product because it is
complex. If the depreciation of the exchange rate makes its exports of
finished products "cheaper", it makes imported components "expensive"
for domestic producers. Maintaining growth and reducing the
unemployment in a small and open economy (such as Macedonia)
depends from improved performance of exports. Improving the
performance of exports can also help to preserve macroeconomic
stability by closing the gap in the current account to avoid wasting
supplies and to stop the growth of external debt. Improving performance
requires improving export competitiveness. In the short term,
competition may be related to the level of the real exchange rate, which
provides internal and external balance. The appreciation of the real
exchange rate with respect to its equilibrium level reduces the incentives
and the ability of manufacturers to compete in foreign markets, since a
significant part of production costs paid in local currency. In the long
run, real exchange rates are assumed to converge to its equilibrium level,
and competitiveness is more related to the productivity of the economy.
So, firm-level strategies are fundamental to development of exports by an
SME.> However, accomplishment of a pro-active upgrading menu,
requires easy and cost-effective access to information on consumer
demand and new technologies, training and advisory services to upgrade
management practices, a skilled pool of labor in the country to select
from, testing, quality assurance and certification institutions, and most
importantly access to finance to upgrade technologies.’

' Srinivasan,T.N. and V.Archana.2011.”Determinants of Export Decision of

Firms.”Economic and Political Weekly, 46(7):49-58

? Tas, Nilgiin (2002), “International Experience in SME Promotion”, paper presented at
the Public-Private Consultation Workshop on SME Development, UNIDO-Center for
Industrial Research and Development, Vientiane, 25 April.

3 Fidrmuc, J. (2004), “The Endogeneity of Optimal Currency Area Criteria, Intra-
Industry Trade and EMU Enlargement”, Contemporary Economic Policy,Vol. 22, No. 1,
pp. 1-12.
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In the context of pro-active upgrading, this means:*

v’ systematically acquiring production and product design
capability

v’ improving measurement, standards, quality and productivity

v’ recruiting qualified staff and training

v forging sub-contracting links with other firms

v making use of technology institutions and other business
services

v actively seeking foreign buyers and marketing agents.

Technical assistance in the areas of quality management,
productivity improvement is needed to help SMEs comply with the
product standards and regulations applied in export markets.

2. How to promote the connection between fdi and sme in
accelerating country’s growth?

Foreign direct investment is an integral part of an open,
international economic system and a major potential catalyst for
development. The potential benefits of FDI for host economies include:’

v increasing the supply of capital

v' technology and knowledge transfer

v’ the generation of employment and human capital
v the effect on enterprise development.

An additional source of capital is clearly important in countries
where financial constraints act as a major barrier to development. The
extent to which potential positive externalities from FDI are achieved in
practice is likely to be affected by a variety of factors at the macro- and
micro- levels. Human capital spillovers from FDI in developing countries
appear to be mainly indirect, occurring more as a result of government

* Hudson, M, Smart, A and Bourne, M, Theory and practice in SME performance
measurement systems, International Journal of Operations and Production Management
Vol 21,No 8, pp1096-1115, 2001
> Ayyagari, Meghana., Thorsten Beck, Asli Demirgiic-Kunt (2003), “Small and Medium
Enterprises Across the Globe”, World Bank Policy Research Working Paper 3127,
August, Washington D.C.
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policies seeking to attract FDI through enhanced human capital, than
directly from MNEs themselves. However, human capital spillovers can
occur where FDI involves the acquisition of a local firm by a foreign
company.

Key policy issues are related with creating conditions to attract
foreign investors together with policies to encourage and facilitate
different forms of cooperation between inward investors and domestic
SMEs.

In this way, defining the role for policy to attract FDI includes®:

v' promotional activities

v’ creating an appropriate and effective legal and regulatory
framework

v’ capacity building programmes for potential suppliers that
include training and quality assurance

v  wider role of business support services and other
intermediaries, which might include partner searching facilities.

Promoting the connection betwen FDI and SME, is a way of
creating effective policies which are based on seeking large number of
locations in the world with similar characteristics, which clearly affect
the bargaining position of individual governments with potential
investors and represent key factors that policy makers need to consider
for attracting and exploit the potential benefits of FDL.’ In the absence of
other locational advantages, competition between places typically
focuses on offering lower costs.

Key policy issues are related with creating conditions to attract
foreign investors together with policies to encourage and facilitate
different forms of cooperation between inward investors and domestic
SMEs.

® Srinivasan,T.N. and V.Archana.2011.”Determinants of Export Decision of

Firms.” Economic and Political Weekly, 46(7):49-58
7 ACCA (2012a), SME Internationalisation in Central and Eastern Europe.
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In this way, defining the role for policy to attract FDI includes:®

v' promotional activities

v’ creating an appropriate and effective legal and regulatory
framework

v’ capacity building programmes for potential suppliers that
include training and quality assurance

v  wider role of business support services and other
intermediaries, which might include partner searching facilities.

The export-led growth hypothesis (ELGH) postulates that export
expansion is one of the main determinants of growth. According to its
advocates, exports can perform as an “engine of growth”.” Promoting
export would enable developing countries to correct imbalances in the
external sector and at the same time assist them in ensuring that their
domestic economies made a full recovery. As part of an outward strategy,
a new set of policies rapidly became a key component for policy makers
in developing countries involved in adjustment and stabilization
programmes.

According to the most authors as well as multilateral institutions
would agree that promoting export and achieving export expansion are
beneficial for both developed and developing countries for many reasons,
including the following: "

v they generate a greater capacity utilization;

v’ they take advantage of economies of scale;

v they bring about technological progress;

v they create employment and increase labour productivity;

v they improve allocation of scarce resources throughout the
economy;

¥ Ayyagari, Meghana., Thorsten Beck, Asli Demirgiic-Kunt (2003), “Small and Medium
Enterprises Across the Globe”, World Bank Policy Research Working Paper 3127,
August, Washington D.C.
? Henriques, I. and Sadorsky, P. (1996). “Export-led growth or growth-driven exports?
The Canadian Case”, Canadian Journal of Economics, 29, 3 (August): 541-55.
' Henriques, I. and Sadorsky, P. (1996). “Export-led growth or growth-driven exports?
The Canadian Case”, Canadian Journal of Economics, 29, 3 (August): 556-67.
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v they relaxe the current account pressures for foreign capital
goods by increasing the country’s external earnings and attracting
foreign investment; and

v they increase the TFP and consequently the well-being of the
country.

3. Export-led growth in SSE6: where and what next for
companies?

Southeastern Europe can draw experience from recent new EU
member states with monetary framework during accession. Exchange
rate regimes during accession had shown different variations, which
indicate the importance of fundamentals and associated policies in the
implementation and achievement of macroeconomic stability''. Some of
the larger recent EU members gradually moved from exchange-rate-
based stabilizations to more flexible monetary policy as transition
progressed. South-eastern Europe has very lower speed of reforms and
lower growth rates. Related to this, capital inflows to the region are very
smaller and have shown greater dispersion between countries. 2

Regardless the exchange rate regime, the appreciation of the real
exchange rate among countries in the region is significant, although it is
slightly lower when compared to countries in the EU member states. As a
result, these countries suffer from loss of competitiveness. This can be
clearly seen from the movements of the deficit on their current account,
which are important in all these countries. For example, the current
account deficit in 2007 ranged from 3.1% of GDP in Macedonia to
36.2% of GDP in Montenegro'’. Using the exchange rate as hope for
inflationary expectations have been effective so far, producing a low and
stable inflation rates. In terms of high import dependence and the
relatively slow implementation of structural reforms realized in increased

' Schadler, S., P. Drummond, L. Kuijs, Z. Murgasova and R: van Elkan (2005), “Euro
Adoption in the Accession Countries: Vulnerabilities and Strategies”, in S. Schadler ed.
Euro Adoption in Central and Eastern Europe: Opportunities and Challenges”, IMF.

12 Greenaway, D. and Sapsford, D. (1994). “What does liberalisation do for exports and
growth”, Weltwirtschaffliches Archiv, 130, 1: 152-74.

B European Commission (2007), The EU Economy 2007 Review, Moving Europe’s
Productivity Frontier.
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export potential, contributed to the importance of high trade deficit,
which was largely financed by high private transfers."*

Most countries have seen declines in revenue as a share of GDP
(Figure 1) and international trade taxes have performed especially badly.
Receipts from international trade taxes declined by an average of 0.5
percent of GDP between 2009 and 2013, associated with shrinking
imports. Albania and Montenegro were hit especially hard by falling
VAT receipts, suffering declines by 0.5 percent of GDP and over 1
percent of GDP respectively relative to 2009 levels as a result of slow or
negative economic growth. Only in Bosnia and Herzegovina did
revenues increased slightly largely due to the success of the Indirect Tax

Authority.

Figure 1: Change in Revenues, 200913

%o of GDF
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14
0.5

a
0.5
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Source: World Bank staff calculations.

4 ACCA (2012a), SME Internationalisation in Central and Eastern Europe
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Figure 2.3.4: Fiscal indicators for Macedonia
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The analysis of the discretionary changes in the fiscal policy
suggested further countercyclical policy. The total structural deficit
increased to 4.5% from 4.1% in 2012, amid simultaneous increase also in
the structural primary deficit from 3% in 2012 to 3.3% in 2013 (Figure
2)"°. Consequently, as in 2012, a positive fiscal impetus was given,
which, according to the structural primary balance was slightly higher
than in 2012. If the analysis includes the output gap, than the fiscal policy
was countercyclical also in 2013. Financing of the budget deficit on a net
basis in 2013, was done through auctions of government securities, and
the rest of the required net inflows was provided from external sources.
Reports also showed that also in 2013 there was a trend of increased
borrowing through government bonds versus the moderate reduction of
the borrowing through Treasury bills.

'S NBRM (2013), Annual Report.
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Due to the close economic ties, external factor in SEE6 highly
correlated with development of events in the EU. In 2012 SEE6
experienced a drop in trade, current account deficits, FDI and transfers.
In the first quarter of 2013 exports is driven by FDI and the improved
economic performance of the EU. While current account deficits and
trade balances deteriorated in 2012, in the first quarter of 2013 they
registered reverse. Reducing the demand for EU goods SEEG6 led to a
decline in the region which began in 2011 and continued in 2012 (Fig. 3
and 4).

From the first quarter of 2013, exports are likely to improve in
future for the entire region. Imports remained unchanged in 2012 and fell
again in the first quarter of 2013. Movements in terms of trading, also
play a major role in explaining the growth trends of imports through
SEEG6. Prices for energy imports fell sharply in 2009 and increased
significantly in 2010, while in 2011 remained at the same level in 2012
and declined in 2013. In Macedonia, the imports in the second half of
2012 was falling faster, because domestic demand and industrial
production continued to decline which is an example for the first quarter
of 2013 too(Fig. 5), mainly due to weak domestic demand and economic
activity.

Figure S. Import growth (%) Figure 6: Growth in SEE6, 2012—13
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Source: IMF, World Bank Source: National statistics offices, and
World Bank.

The SEEG6 countries exited from recession in 2013 with economic
growth supported by the recovery in high-income countries, particularly
those in the European Union (EU). After a 0.7 percent decline in 2012,
the average real GDP of SEE6 grew 2.2 percent in 2013 (Figure 6). All
six SEE countries marked positive growth, with growth at or exceeding 3
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percent in Kosovo, FYR Macedonia and Montenegro. Only in Albania
did economic growth slow in 2013 compared to 2012, though it remained
positive. External demand for SEE6 exports was the key driver of this
growth recovery, reflecting an improving European and global economy.

An export-led recovery combined with depressed domestic
demand resulted in a significant narrowing of current account imbalances
in all SEE6 countries. The increases in exports and the declines in
imports lowered the trade deficit of SEE countries by 4.7 percent of GDP
and the current account deficits by 3.4 percent of GDP in 2013 (Figure 7,
Figure 8). Exports to the EU grew strongly, especially in Bosnia and
Herzegovina, FYR Macedonia, and Serbia. Montenegro’s and Kosovo’s
share of exports to the SEE region increased. Manufactured goods were
the largest share of exports from SEE6 followed by machinery and
transport equipment. Jointly they comprised over 60 percent of exports in
2013 in the region. The major increase in 2013 came from export of
machinery and transport equipment from Serbia. Exports in FYR
Macedonia grew also on the back of machinery and transport equipment
as well as chemical materials. Mineral fuels exports were quite
significant in Albania and Montenegro, while base metals were around a
quarter of exports from Kosovo in 2013.

Figure 7: SEE6 Current Figure 8: SEE6 Countries’ Current
Account and Trade & Service Account Balance
Balances
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Source: Central banks, IMF WEO, Source: SEE6 Central Banks.
and World Bank.
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The reports by NBRM showed improved performance in the
current account in 2013 due to the improved balance of goods and
services, amid reduced net inflows in current transfers and higher net
outflows in income'®. The reduction in the trade deficit by 3 percentage
points of GDP was mainly caused by a narrowing of the energy deficit,
although the non-energy had the same, however significantly milder
effect. The individual components of trade registered divergent
movements. Exports, driven by the enhanced activity of the new
capacities in the economy with foreign ownership, registered an annual
growth of 3.2%, while the reduced demand for energy products and the
annual decline in energy prices reduced the import component, causing
an annual decline of 1.5%. Divergent movements in exports and imports
caused stagnation of total foreign trade on annual basis.

The exports of the companies from the industrial development
zones were the most important driver of Macedonian exports in 2013,
increasing their resilience, amid still unfavorable global conditions that
caused a decrease in the exports of the metal industry.'” Also, increased
exports of new companies were sufficient for offsetting the significant
decline in the exported petroleum products, caused by the simultaneous
reduction of the exported quantities and lower export prices. Price
competitiveness indicators of the Macedonian economy showed a
negligible appreciation of the Denar in 2013. The CPI-deflated real
effective exchange rate rose by 0.9%, while the PPI-deflated REER
recorded an annual appreciation of 0.4%. The change was entirely caused
by the movement of the nominal effective Denar exchange rate, as a
result of the appreciation of the domestic currency against the Russian
Ruble and Turkish Lira, with favorable slower movements of domestic
relative to foreign prices.

' NBRM (2014) Recent Macroeconomic Indicators Review of the Current Situation.
' Daviddi, R. and Uvalic, M. (2003), Exchange Rates Regimes in the Western Balkans
and their evolution toward EMU, First Alumni Annual Conference on "Governing
EMU" European University Institute, Florence
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Figure 9. NEER and REER Relative prices (2006=100)
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In August 2014, price competitiveness indicators of the domestic
economy registered divergent movements on an annual level. Ehen this
is compared with the same month of the 2013, the REER deflated by
consumer prices depreciated by 0.3%, while the REER deflated by
producer prices appreciated by 1.6% on an annual basis.

Figure 12. NEER and relative prices annual growth rates, in %
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Depreciation of the Ukrainian hryvnia, Russian ruble and Turkish
lira against the denar had a influence for the further appreciation of the
nominal effective exchange rate by 2% on an annual basis,and this
caused upward pressures on both REER indices. The growth of foreign
consumer prices and as faster growth in foreign versus domestic prices of
industrial products, led to a decline in relative prices by 2.3% and 0.4%.
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Figure 13. REER, excluding primary commodities annual growth rates,
in %
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Figure 14. NEER and relative prices, excluding primary commodities
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The movement of the REER '*, excluding primary commodities,
indicates similar movements in the domestic price competitiveness. The
REER deflated by producer prices appreciated by 1.5%, while the REER
deflated by consumer prices depreciated by 0.7% on an annual basis.
Figure 13 show that due to decline in domestic prices, relative CPI
registered an annual decline of 1.7%. Also, relative prices of industrial

* NBRM (2014) Recent Macroeconomic Indicators Review of the Current Situation.
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products recorded a growth of 0.5%, driven by higher domestic prices.
NEER appreciation continued in August 2014, annual change driven by
the depreciation of the Turkish lira and the Serbian dinar against the
denar.

Economic policies can be instrumental for growth in the near- and
the medium-term in SEE6. Priorities include: changes in the composition
of public expenditure toward investment and away from wages, public
expenditure targeting and prioritization as well as improvements in
revenue collection and the broadening of the tax base, among others. On
the monetary policy side, with regional inflation at a very low 1.2 percent
and big output gaps remaining, some scope for short-term easing of
monetary conditions exist, especially in those countries where deficits
have begun to decline.

However, caution needs to be exercised in the economies with
flexible exchange rates to ensure that these do not come under pressure.
In terms of financial sector policies, addressing the high NPLs would be
critical to ultimately restoring the growth of credit and supporting
entrepreneurship and job creation.

4. Discussion and recommandations for ongoing developments
in SEE6 and Macedonia

The region that provides greater long-term rate of real economic
growth, and sustainable GDP growth based on profitable production with
sufficient export content has a better chance of attracting foreign capital.
Namely, international investors rightly expect to achieve high rates of
return on invested capital in that region enjoying long-term sustainable
economic growth. Thus, the trend of the movement of the real exchange
rate euro / dollar mostly affect the sustainable rate of real economic
growth, which is associated with net capital flows.

Financial stability and the efficient allocation of macroeconomic
level appear in each economy as an indirect product of successful
political coordination. Variables such loans, the cost of funds and the real
exchange rate are not aim of any instrument; transparency limits the
extent to which they could be involved in decisions. The experiences of
this region confirmed that alternative monetary and fiscal regimes, giving
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adequate political support, can provide very well low inflation. Much
more difficult for assessment are the risk characteristics of the regimes.

In Southeast Europe, the conspirators for fixed and floating regime can
easily underestimate the dangers which monetary policy are facing with
during pre-assessment period. "

v/ Hard pegging is linked with the region with credible policy
management, and they insulate the economy from shocks to the
nominal exchange rate. But they may accelerate the expansion
of non-hedging borrowing in foreign currency, and they put a
high premium on the flexibility of the real sector in terms of
shocks.

v' Meanwhile, the dynamics of inflation can question the early
adoption of the euro as an exit strategy from that pegging.
Flexible exchange rate facilitates the adjustment, and as part of a
coordinated political effort can help in slowing the growth of
risk in the balance sheet items. But to the extent that such risks
are created over time, these modes offer no more than qualified
safety valve in case of exogenous or policy caused shocks.

v Regarding the stability of the money, i.e. price and exchange
rate stability, in Maastricht Treaty is guaranteed that the stability
of the price level is the main priority of monetary policy in the
Euro area. What will be the actual performances of the monetary
policy of the ECB does not only depend on the formulation of
monetary policy objectives but also from the real sector
movements in the economy.

v/ It can be estimated that the real effects of monetary policy will
be influenced by two conflicting groups of real factors. The
increasment of competitiveness of the society will act to
strengthen the internal and external power of the euro, and
therefore the attractiveness of the euro as an international
currency too. On the other side, there is a potential danger that
may arise from low rates of economic growth combined with
pressures in the direction of large fiscal deficits, which were

' Greenaway, D. and Sapsford, D. (1994). “What does liberalisation do for exports and
growth”, Weltwirtschaffliches Archiv, 130, 1: 152-74.
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associated with lower rates of growth and a greater participation
of old population.

v The challenge of managing rapid financial convergence is
something that calls for risk-averse macroeconomic policies.
But it also depends to a large extent by strong structural policies.
Structural reforms are key to strengthening the tradable sector
and other productive activities, but also in providing capacity for
sharing resources between sectors and generally adjustment to
the economy over time.

v The process of real convergence should has balanced path of
economic growth, with manageable external current account and
real exchange rate dynamics during the convergence, as well as
adequate capacity for adjustment in the medium term.
Challenges for fostering sustainable growth and preserving
financial stability on the road to EU accession, are with full
complementarity.

v" What can be concluded from the first aspect of the monetary
framework which is best suited for managing the real and
nominal convergence on the road to the euro, starts exactly from
the view that inflation targets seem to have a better set of
available tools than those that peg for managing the process of
convergence with balance towards adopting the euro.

v' The main risk for targeters are excessive fluctuations in
exchange rates, but if the policies are aimed at macroeconomic
stability, the probability to make this reality is reduced. Then,
the possibility danger is excessive appreciation of the nominal
exchange rate, which is likely to lead the country toward
expensive interventions or reduction of domestic interest rate
that could fuel a credit boom. Options are limited for those who

peg.

Leaving hard pegging before adopting the euro brings danger of
losing the confidence and depreciation of the currency, which can create
a deep recession in negative effects on the debt of households and firms
in the country (where the debt is high euroized), as in the Baltic
countries. If the output is well communicated as a transition step towards
early adoption of the euro, the recession may not occur or would be mild,
in the country would become better positioned to contain inflation. Here
the danger is that the appreciation of the nominal exchange rate can shift
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and leads to loss of competitiveness or worsening already weak
competitive position. Therefore, the risks of leaving highly pegged
should be carefully measured prior to considering such an action. Well-
timed and well prepared step of revaluation on "pegging" may be another
option to consider if the competitiveness is not in question. The risks here
are the positive effects on wealth of the eurozation debt and would
increase demand at a time when current accounts are already high in
these countries.

The role of the exchange rate as a nominal anchor derives from the
characteristics of the domestic economy, as a small and open economy
that is highly dependent on the import of primary commodities. Also,
Macedonian exchange rate can be used as an instrument for export
performances of the country.

Macedonian policymakers should create policy with several aims focused
on exchange rate policy because:

¢ A competitive real exchange rate provides an incentive for exports

e The impact of exchange rates on trade should be seen in the context
of continued integration of supply chains

e Exports generally include high import content and impact of foreign
currency-exchange appreciation or depreciation on any finished
product because it is complex. If the depreciation of the exchange
rate makes its exports of finished products "cheaper", it makes
imported components "expensive" for domestic producers.

¢ Maintaining growth and reducing the unemployment in a small and
open economy such as Macedonia depends from improved
performance of exports.

e Improving the performance of exports can help to preserve
macroeconomic stability by closing the gap in the current account to
avoid wasting supplies and to stop the growth of external debt.

¢ Improving performance requires improving export competitiveness.

e An outward oriented, market-friendly trade regime, which
emphasizes the dismantling of import controls and tariffs (permitting
access to inputs at world prices), and streamlined bureaucratic
procedures, i.e. export and import procedures, modern customs
administration and efficient value added tax administration will
facilitate exports, including from SME:s.
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According to the expectations from reports by NBRM, the inflation
will slow down also in 2015, when it will approach the historical average
and equal 2%. Also, in 2015, it is expected that the current public
investments will continue, and as there are expectations for new
infrastructure projects®. It is estimated that these developments in the
export sector and the strengthening of investment activity will create
positive transmission effects on both the labor market and the
expectations, and thus be a factor for further increase in the household
consumption. It is expected that the GDP growth in 2015 it would speed
up even more and reach 4.4%. Given the high openness of the economy,
the risks to the projected growth continued to result from the global
environment and developments in the external environment.

By the end of 2015, the credit growth is projected to accelerate and
it would reach 8.5%. Projections for 2015 show that the external position
can provide further increase in the foreign reserves and their maintenance
at appropriate level. In addition, in 2015, widening of the current account
deficit by 5.7% of GDP is expected, mainly due to the fall in private
transfers. Despite the moderate deterioration on the current account, it is
estimated that its negative balance will be fully financed by capital
inflows, mainly coming from foreign direct investment and external
borrowings for infrastructure projects. It is expected that the foreign
direct investments will gradually increase in 2015 at 4.5% of GDP,
respectively. In 2015, prudent fiscal policy is expected, with gradual
consolidation of the budget deficit and relatively stable level of public
debt. The fiscal policy is important factor that influence the monetary
policy setup, while the adequate coordination of these policies is crucial
for creation and maintenance of the macroeconomic stability. After the
risen level in 2013, the budget deficit is expected to fall gradually and it
would range about 3% of GDP on a medium run. Hence, in 2015, it
would equal 3.2% of the GDP. The primary budget deficit should be
equal 2.2% of the GDP in 2015, respectively.

SEE6 growth in 2015 is expected to accelerate to 2.6 percent on
average. All six SEE economies are expected to contribute to the increase
in growth rates as external demand firms up and domestic demand begins
to recover. Albania, Bosnia and Herzegovina, Kosovo and Serbia are all
projected to have higher or the same growth in 2015 than in 2014. In

% NBRM (2014) Recent Macroeconomic Indicators ,Review of the Current Situation.
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2015, SEE6 economies are projected to grow slightly slower than the
average for the EUl1 countries (2.6 percent compared to 2.7 percent
growth for EU11).

These external and domestic risks, if they materialize, will affect
negatively the prospects for growth in the SEE6 countries and slow the
nascent economic (Figure 15)*'. In an extreme case of major
deterioration of economic conditions driven by the materialization of
above risks, SEE6 output growth in 2014 would less than halve (to 0.6
percent) of the baseline projection (of 1.9 percent). In 2015, growth
would drop by a third (to 1.7 percent) from the baseline (2.6 percent).

A recent analysis focuses on EU member countries and shows that
expanding the growth potential through structural reforms in a stable
macroeconomic environment drives strong income convergence.
Translated to the SEE6, it means that removing structural rigidities in the
macroeconomic policy mix, increasing global integration, improving the
economy’s productive potential and competitiveness, enhancing skills
and labor productivity, and strengthening institutions would ultimately
contribute  positively to income growth and convergence.”

' IMF (International Monetary Fund). 2012b. International Financial Statistics.
Washington.

22 O'Brennan, J., The EU and the Western Balkans: Stabilization and Europeanization
through Enlargement, London: Routledge, 2008.
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Figure 15: SEE6 Real GDP Growth Rate under Baseline and Low Case
Scenarios
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Figure 16: Income Convergence
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Boosting incomes in the medium to longterm with the aim of
converging with EU standards will mean not only maintaining the pace
of reforms—but also converting reforms benefits into robust and
equitable economic growth. Both of these are proving challenging. The
reform pace appears to have slowed during the financial crises. Countries
will need to take advantage of the economic rebound to relaunch the
reform and convergence processes. There is evidence suggesting that
improvements in the business climate should be broad rather than
targeted toward specific sectors, as growth and employment creating
firms tend to be young and dynamic, but not concentrated in any
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particular sector. Improving trade links in terms of logistics, institutions
and regulations will be important to take advantage of the EU market. In
addition, governments need to provide reliable and streamlined processes
that guarantee EU safety standards are met for exporting firms,
particularly for agricultural exporters. Improvements in governance
standards—including the rule of law—will be closely linked to the EU
integration process. But reforms required by the EU will also help to
boost economic growth in SEE6 countries.

Such reforms are essential to boost labor demand, reduce
unemployment, address the challenges driven by demographic changes
and improve prosperity for all in SEE6. Increasing employment is
essential to reduce poverty and to bring about shared prosperity in SEE6.
Since the major source of income for most households is through selling
labor, increasing employment opportunities and ensuring that workers
have the skills necessary to take advantage of these opportunities are
essential to increase the income generation capacity of the entire
population.

Conclusion

The analysis show that large potential gains could be reaped from
structure reforms.Reports identificate that Euro-area GDP could be
around 6% higher after ten years if Member States adopt measures to
halve the gap vis-a-vis the average of the three best-performing Member
States in each of the reform areas considered. When the structural reform
will be successful implemented, it promises growth of the economy.
Growth effects are significant and higher growth potential can also
stimulate investment demand and help to restore investment to pre-crisis
level. Analyzing reforms it could be noticed that reforms that labour
force participation yield the largest output effects in the short to medium
run. Reforms relating to product markets can lead to large output gains.
Structural fiscal reforms that shift the tax burden away from labour
towards less distortionary taxes could be implemented relatively rapidly
and boost employment and growth already in the short to medium run.
Differences across countries mainly reflect where a country stands
relative to “best performance” for different structural indicators.
Performance gaps are particularly large in participation rates and tax
structures, and reforms in these areas can deliver the largest effects.
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There are positive cross country spillovers of structural reforms, adding
up to 10% to the gains in output in the long run. The demand effect
boosts imports and supports trading partners’ growth, though this is
partly offset by the competitiveness effect. Trade balance effects are
relatively small and can turn negative where the demand effect dominates
the competitiveness effect. Reforms lead to significant improvements in
fiscal positions and can yield sizeable reductions in debt-to-GDP ratios in
the medium/long term, alleviating the need for further consolidation
measures and contributing to long-term debt sustainability.

How Macedonia could reach and sustain higher rates of
export-led growth thus speeding up the process of economic
convergence too?

The researches offer options that include increasment of the labor
contribution to economic growth by raising labor participation and
reducing unemployment. The second options means improvement of
allocative efficiency. This understands promotion enterprise restructuring
and reforming product market regulation as including regulation in the
infrastructure sector. Next options is focused on deepening trade
integration by promoting export-oriented FDI and developing the supply
of exportable goods, meaning that Macedonia would need to integrate its
logistics infrastructure. Accelerating the process of economic
convergence will be supported by fostering technological progress. The
recommendations are focused on policy-makers, inviting them to identify
what policies are politically feasible and to be checked for their
consistency with the overall objective of raising and sustaining economic
growth.

Next, these strategies need to generate institutional requirements
that are commensurate with the existing institutional endowment of
Macedonia. This will lead to a near-term focus on deepening trade
integration and fostering innovation, while measures related to expanding
labor participation and employment could be adopted more gradually
with a long-term perspective.

These measures would better position the country to fully benefit
from EU Accession and to better manage the effects of the global
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financial  crisis, by strengthening Macedonia‘s international
competitiveness

e In addition to the policy measures directly recommended for
deepening trade and fostering innovation, the following
complementary policy initiatives would be required:

- Advancing enterprise restructuring (privatization) and the
promotion of stronger market competition (improving
product market regulation and de-regulation).

- Adjusting the life long learning system to market needs,
encouraging labor training by firms, and improving the
supply of (selected) skills by possibly reviewing migration
rules for labor market segments where the skills-gap is
binding.

e Political resistance to the trade and innovation measures
associated to the proposed strategy is likely to be comparatively
low, with the exception of enterprise restructuring efforts.
Compensatory policies for workers negatively affected by
enterprise restructuring should be considered.

e Preliminary evidence on the positive association between access
to non-banking finance and total factor productivity suggests
further examination of the role of non-banking financial
institutions in the selection of investment opportunities and thus
in fostering growth in Macedonia.

Summarizing, there are starting point to introducing high
integration for structural adjustments and growth:

» 1.faster productivity and quality catching — up
» 2.faster wage catch-up

» 3.faster upgrading of commodity structure leading to a faster
disappearance of asymmetries in income and price-elasticities
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» 4.impact on invisible and income accounts:more trade and
transport services (balance impact neutral); more tourism in both
directions; more deficits in other services (here lies one of EU’s
comparative advantages; more personal transfers

» S.impact on capital movements: more FDI and portfolio
investment; easier access to credits and better conditions for debt
servicing

» 6.greater pressure towards reducing the “undervaluation” of the
national currencies:speed up of institutional changes and market
functioning will increase convergence of price structures;more
pressure to achieve a higher level of international purchasing
power because of greater tourist flows and more imports;more
pressure to achieve monetary stability and use of the nominal
exchange rate as an anchor with the view of coming closer to the
Maastricht criteria

» 7.greater openness of EU market.
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