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Research Update:

Republic of Macedonia L-T LC Ratings
Lowered To 'BB', FC Ratings Affirmed On
Sovereign Criteria Change; Outlook Stable

Overview

e Standard & Poor's has revised its nethodol ogy and assunptions for rating
soverei gn gover nment s.

e« As aresult, we are lowering the long-termlocal currency sovereign
credit rating on Macedonia to 'BB from'BB+' and affirmng the |Iong-term
foreign currency sovereign credit rating at 'BB' .

* I n our opinion, governnents are likely to have fewer incentives to
differentiate between their [ocal and foreign currency debt in the event
of a debt restructuring, given the increasing globalization of narkets.

* The stable outl ook reflects our view that Macedonia' s creditworthiness
could inprove if it were to adequately address sone of the structura
i ssues that constrain growh rates, including a | ack of infrastructure,
unreliabl e energy provision, and hi gh unenpl oynent rates.

Rating Action

On Aug. 24, 2011, Standard & Poor's Ratings Services lowered its long-term

| ocal currency sovereign credit rating on the Republic of Macedonia to ' BB
from'BB+ and affirmed its long-termforeign currency sovereign credit rating
at 'BB'. W also affirnmed the 'B short-termratings on Macedoni a. The outl ook
is stable. Qur transfer and convertibility assessnent for Macedoni a renmains

' BB+' .

Rationale

The rating actions follow the inplementation of Standard & Poor's revised

met hodol ogy and assunptions for rating soverei gn governnents (see "Sovereign
Covernment Rating Met hodol ogy And Assunptions," published June 30, 2011).
Under our revised nethodol ogy, gaps between the | ocal and foreign currency
rati ngs on nmany of our rated sovereigns, if they exist, are narrowing. This is
because we believe that governments are likely to have fewer incentives to
differentiate between their local and foreign currency debt in the event of a
debt restructuring, given the increasing globalization of markets.

Thus, in accordance with our criteria for rating sovereign governnents, the
local currency rating on Macedonia is equalized with the foreign currency

rating. This partly reflects our view that a governnent has greater capacity
to pay its local currency debt than its foreign currency debt, as long as it
can nmanage its local currency independently. The pegged exchange rate regine
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prevents Macedonia fromdoing this as it is not able to set interest rates
wi thout regard to the currency's external val ue.

The ratings on Macedonia reflect our view of the sovereign's structura
rigidities, inflexible government expenditure structure, and residual |atent
(al beit declining) risk of inter-ethnic tensions. The ratings are supported by
the sovereign's noderate general government debt burden and EU accession
prospects that anchor reforns.

We expect real GDP growh to reach 2.4%in 2011 and 3.1%in 2012, as Macedoni a
continues to recover froma relatively shallow recession (-0.9%in 2009).
Weakeni ng external demand fromits main trading partners, including Gernany,
Serbia, and Greece, however, remains one of the key downside risks in the
short termin our view The governnent is working to address some of the
structural issues that constrain trend growh rates, including the |ack of

i nfrastructure, unreliable energy provision, and hi gh unenpl oynent rates. I|f
successfully inplenmented, these reforns could inprove Macedonia's nedi umterm
grow h prospects and, with them the ratings on the government.

Government debt increased to 25% of GDP in 2010 and we expect only snal
increases in the coming years as the governnent intends to run noderate
deficits. W expect general government debt interest expenditure relative to
revenues to remain relatively low, reflecting the still predonminantly
concessional ternms on nuch of the debt. W expect that the general governnent
deficits will decrease toward 1.8% of GDP by 2014 and that capital expenditure
wi Il progressively increase as a share of total spending starting in 2011.
This shift in the governnent spending m x should be enabled by a continuation
of the partial wage freeze and strict enploynment controls in the public sector
and, if achieved, would enhance fiscal flexibility. In our view, fisca
flexibility is currently linmted and restricts the governnent's roomto
maneuver to nmitigate the inpact of econom ¢ downturns and ot her shocks.

Macedoni a's external debt levels are |low W estimate narrow net external debt
(private and public sector nonequity external obligations mnus reserves,
public sector liquid external assets, and financial institutions' externa
assets) to be 19% of current account receipts (CARs) in 2011. The current
account deficit contracted sharply to 3% of GDP in 2010. However, we do expect
some deterioration in 2011. W expect that Macedonia's current account will
continue to be largely financed by FDI and, therefore, external indebtedness
is unlikely to grow as a percentage of CARs.

Macedoni a was granted EU candi date status in 2005 and in April 2009 the

Eur opean Commi ssi on recomrended openi ng accessi on negotiati ons and noving to

t he second phase of inplenmenting the Stabilization and Associ ati on Agreenent
(SAA). The prospects of EU accession have acted as a policy anchor for reforns
to i nprove econom c and political stability. Nevertheless, in our opinion the
unresol ved di spute with G eece about Macedonia's constitution renmains an
obstacle to EU and NATO accession, as Greece refuses to retract its veto. In
our view, a quick resolution of the issue still appears unlikely, but this has
not hanpered the reform conmitment.
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The Chrid Agreement (OFA) follow ng the 2001 civil war has markedly inproved
mnority rights and allowed for increased ethnic Al banian representation in
public administration, particularly by strengthening the power of |oca
governments. The OFA has broad political support anmong Macedoni an citizens,
and there is a general perception that both ethnic groups have ultinmately
benefited fromit. No notable inter-ethnic tensions have been reported since
the end of the 2001 civil war and we consider renewed ethnic conflict that
could undermine political stability to be unlikely.

Outlook

The stable outlook reflects our view that Macedonia's creditworthiness could
inmprove if it were to adequately address some of the structural issues which
are currently constraining growh rates. These include a | ack of

i nfrastructure, unreliable energy provision, and hi gh unenpl oynent rates.

Hi gher private sector investnent is also likely to provide support to
Macedonia's wealth levels and credit rating. Maturing political institutions
with inmproving effectiveness, stability, and predictability of policy making
woul d al so over tinme support stronger creditworthiness.

W believe a renewed worsening of external liquidity indicators (due npst
likely to rising current account deficits that may in part be funded by
drawi ng down of international reserves) would put downward pressure on the
ratings. Additionally, a significant deterioration in the government's debt
burden could also lead us to lower the credit rating on Macedoni a.

Related Criteria And Research

Al articles listed below are available on RatingsDirect on the dobal Credit

Portal, unless otherw se stated.

e Soverei gn Government Rating Methodol ogy And Assunptions, June 30, 2011

e Criteria For Determining Transfer And Convertibility Assessnents, My 18
2009

* Introduction O Sovereign Recovery Ratings, June 14, 2007

Ratings List
Downgr aded; Ratings Affirnmed

To From

Macedoni a ( Republic of)
Sovereign Credit Rating

Local Currency BB/ St abl e/ B BB+/ St abl e/ B
Ratings Affirmed
Sovereign Credit Rating

Forei gn Currency BB/ St abl e/ B
Transfer & Convertibility Assessnent

Local Currency BB+
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Downgr aded
To From
Seni or Unsecur ed BB BB+

Rati ngs Affirned
Seni or Unsecur ed
EUR150 m| 4.625% bnds due 12/08/ 2015 BB

Recovery Rating 3
EURL75 mi| 9.875%nts due 01/08/2013 BB
Recovery Rating 3

Additional Contact:
Financial Institutions Ratings Europe;FIG_Europe@standardandpoors.com

Conplete ratings information is avail able to subscribers of RatingsDirect on
the A obal Credit Portal at www gl obal creditportal.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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