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Research Update:

Macedonia Long-Term Ratings Lowered To 'BB-
On Less Predictable Growth And Fiscal Policy
Outcomes; Outlook Stable

Overview

* W consider that since the onset of the global financial crisis the
transparency of Macedonia's public finances has declined and growth
prospects have weakened.

* In our view, Macedonia's political institutions have inadequate checks
and bal ances, while governnent arrears are challenging fiscal policy
out cones.

« W are consequently lowering our long-term sovereign credit ratings on
Macedonia to 'BB-' from'BB'. W are affirning our 'B" short-termratings.

* The stabl e outl ook bal ances our view of Macedonia's structura
rigidities, policy challenges, and external vulnerabilities against
relatively nodest indebtedness.

Rating Action

On May 24, 2013, Standard & Poor's Ratings Services |lowered its long-term
foreign and | ocal currency sovereign credit ratings on the Republic of
Macedonia to "BB-' from'BB . W also affirned our 'B short-termratings on
Macedoni a. The outl ook is stable.

At the same time, we revised down our transfer and convertibility assessment
to 'BB" from'BB+'.

Rationale

The downgrade reflects our view of Macedonia's |ess predictable growmh and
fiscal policy outcones ow ng to:

* Regi onal economnic pressures;

* Constrained foreign parents of donestic banks;

e Difficulties in managi ng governnent arrears; and

* Recent increases in public capital expenditure on non-productive assets.

Consequently, we have revised down our expectation of annual average
Macedoni an GDP growth over 2013-2015 to 2% or less than half of average
grow h before the 2008-2009 financial crisis. This growth rate is unlikely to
generate the job creation required to nmarkedly reduce Macedonia's reported 31%
unenpl oynment rate, and rai ses questions about the viability of the current
policy mx.
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Research Update: Macedonia Long-Term Ratings Lowered To 'BB-' On Less Predictable Growth And Fiscal Policy
Outcomes; Outlook Stable

We anticipate that the Macedoni an econony will expand at close to 1%in 2013,
wi th public spending providing nost of the inpetus, following a 0.3%
contraction in 2012. |In our opinion, poor external demand will danpen
Macedoni a's net exports, taking into account that about 60% of Macedonia's
exports are directed to the EU. At the sane tine, we believe that constrained
donestic credit conditions will limt private investnment. W anticipate the
current account deficit will widen to over 6% of GDP in 2014 from an esti mated
5%in 2013 and will be financed by external debt accumul ation, foreign direct

i nvestment inflows, and sone noderate drawdowns in foreign currency reserves.

In our view, political institutions are increasingly weakened by inadequate
checks and bal ances. This appears to be raising the hidden costs of public
investment. W anticipate that investnment in non-productive assets will weigh
on Macedoni a's potential growth prospects. W see the business environnent as
friendly to large foreign investors, but |ess encouraging to donmestic smal
and m dsize enterprises.

Bet ween Sept enber 2012 and February 2013, the governnent contracted externa
debt in part to pay down accunul ated arrears and refund val ue added taxes to
corporate entities. In our opinion, there is a risk of budgetary revenue
shortfalls during the remai nder of 2013, and consequently further accumul ation
of governnent arrears later in the year, especially if there are expenditure
overruns (Macedoni a reports governnment finances on a cash basis whereas
Standard & Poor's assessnent is on an accrual basis). W expect genera
government debt to rise to 37% of GDP by the end of 2016 from about 34%
currently. W further expect general governnent guarantees to increase from
the current 4.7%of CGDP in the sane period.

Macedoni a has been an EU candi date since 2005. A dispute with Greece over its
constitutional nane has hanpered progress on EU entry tal ks. In Decenmber 2012,
nmenbers of opposition parties were ousted fromparlianent follow ng a debate
over increased government borrow ng. The European Comm ssion has requested a
Conmittee of Inquiry to be forned to report on this confrontation. W believe
this further conplicates Macedonia's prospects of eventual EU accession

The Macedoni an banking systemis |largely funded by donestic deposits and
appears well capitalized (the reported capital adequacy ratio averaged 17.1%
i n Decenber 2012). Two of the three banks that we view as systenically

i mportant in the donmestic banking sector have weak foreign parents, however,
exposi ng these subsidiaries to parent-|evel disruptions. Stopanska Banka AD s
parent is Greece-based National Bank of Greece S. A and NLB Tutunska Banka

AD s parent is Slovenia-based Nova Ljubljanska banka. Loan growth in Macedonia
decelerated to 5% in 2012, versus 31% on average between 2005 and 2008,
contributing to weakening GDP growth. In our opinion, the Macedoni an

regul atory and supervisory framework has appropriate policies in place to
address liquidity risks associated with potential w thdrawals by parent banks.
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Outlook

The stabl e outl ook bal ances our view of Macedonia's structural and nonetary
rigidities and vulnerabilities to external shocks against its relatively |ow
external and fiscal indebtedness. W could raise the ratings if reforns
directed toward higher growh, were nmatched with increasing effectiveness and
accountability of public institutions. On the other hand, we could | ower the
ratings if a weakening of growth, conpounded by continui ng governnent capital
expendi ture on non-productive assets, led to rising public and private debt.

Related Criteria And Research

* Sovereign Governnment Rating Methodol ogy And Assunptions, June 30, 2011
e Criteria For Determining Transfer And Convertibility Assessnents, My 18,
2009

Ratings List

Downgr aded; Ratings Affirmed

To From
Macedoni a ( Republic of)
Sovereign Credit Rating BB-/ St abl e/ B BB/ St abl e/ B
Transfer & Convertibility Assessnent
Local Currency BB BB+
Seni or Unsecured BB- BB

Additional Contact:
SovereignEurope; SovereignEurope@standardandpoors.com

Conplete ratings information is available to subscribers of RatingsDi rect at
www. gl obal creditportal.comand at spcapitalig.com Al ratings affected by
this rating action can be found on Standard & Poor's public Wb site at

www. st andar dandpoors. com Use the Ratings search box located in the |eft
colum. Alternatively, call one of the follow ng Standard & Poor's nunbers:
Client Support Europe (44) 20-7176-7176; London Press Ofice (44)
20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225; Stockholm
(46) 8-440-5914; or Mscow 7 (495) 783-4009.
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