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Research Update:

Ratings On Republic of Macedonia Affirmed At
'BB-/B'; Outlook Stable

Overview

« Macedonia's low incone | evels and high external liquidity requirenments
are offset by its still-noderate external and public debt burdens, in our
Vi ew.

* W are therefore affirmng our 'BB-/B" |ong- and short-term foreign and
| ocal currency sovereign credit ratings on Macedoni a.

« The stable outl ook balances the risks fromrising public and externa
i ndebt edness agai nst Macedoni a's econoni ¢ prospects benefiting from
recurrent investnment inflows, particularly into the nanufacturing sector

Rating Action

On Cct. 31, 2014, Standard & Poor's Ratings Services affirmed its 'BB-/B
l ong- and short-term foreign and | ocal currency sovereign credit ratings on
t he Republic of Macedonia. The outl ook is stable.

Rationale

The ratings on Macedonia reflect our view of its relatively |ow inconme and

wealth levels (we anticipate per capita GDP will slightly exceed $5,000 in

2014), weak checks and bal ances between political institutions, and limited
nmonetary policy flexibility. The ratings are supported by noderate, albeit

rising, external and public debt |evels.

Since 2010, export activity, alongside expansionary fiscal policy, has
supported the economny. The central bank's acconmpdati ve nonetary policy and
hi gher bank | endi ng have al so aided private consunption growth, though the
strength of the recovery independent of |oose nonetary and fiscal conditions
is more doubtful. Neverthel ess, we project average GDP growt h of 3.4% between
2014 and 2017, benefiting from steady foreign investnment inflows into the
manuf acturing sector. Risks to this forecast are nost likely to stemfrom
econom ¢ weakness in Macedonia's export markets (as was visible in 2012), a
sl owdown in FDI inflows, or a sharp tightening of the fiscal or nonetary
stance--the latter potentially via European parent banks retracting support to
thei r Macedoni an subsi di ari es.

After narrowing slightly in 2011 to 2.6% of GDP, the general governnent fisca
deficit has wi dened to 4.2% of GDP in 2013. This year is the third successive
year in which the governnent has had to revise upward its budget deficit from
its initial target. Wiile in 2013 the upward revision was driven by the
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repaynent of arrears, in 2014 high pre-election and infrastructure spendi ng
have been largely responsible for the deviation. W estinmate the general
government deficit will amount to 3.9% of GDP in 2014 before narrowing to 3. 0%
in 2017, a pace that is slower than that anticipated by the governnent. The

di fference arises fromour |ower expectation of real GDP growth, and al so the
government's recent track record of mssing its fiscal targets.

General governnment debt has increased to an estimted 39.9% of 2014 GDP from
20% in 2008 while the stock of guarantees to public-sector enterprises has
guadrupled to an estimated 7% of GDP as the government increases

of f - bal ance-sheet financing. W anticipate net general governnent debt will
rise to nearly 35%of GDP in 2017, from about 30%in 2014, while the stock of
guaranteed debt is set to rise further toward 10% of GDP in 2017 as public
entities such as the Public Enterprise for State Roads (PESR) draw on | oans
for infrastructure spending. The actual figures will ultimtely depend on
construction costs of projects; these are difficult for us to forecast given
the | ow transparency of the public procurement process in Macedoni a.

More than 70% of governnment debt is denominated in foreign currency, which

i ncreases the vulnerability of the governnent's bal ance sheet to any potentia
for ei gn- exchange novenents. The banki ng system hol ds on average about 15% of
its assets in governnent securities and central bank bills. As such, we do not
view it as being able to nmaterially increase its creditor share of the
donesti c governnent bond narket.

Wth the public sector increasingly borrow ng abroad, Macedonia's externa

i ndebt edness has been on a rising trajectory since 2011. Gross external debt
has increased by nmore than 20 percentage points to 96% of estimted 2014
current account receipts (CARs). W anticipate external borrowing, and to a

| esser extent foreign investnent flows, will continue to finance the current
account deficit. This will w den over 2014-2017 as investnent-related inports
pick up. As a result, we expect gross external debt will exceed CARs in 2016.

The Internal Macedoni an Revol utionary Organi zati on-Denocratic Party of
Macedoni an National Unity (VMRO won parliamentary elections held earlier this
year and formed a coalition with the [argest ethnic Al banian party, the
Denocratic Union for Integration (DUI). Cting election irregularities, the
mai n opposition party, the Social Denocratic Alliance of Macedonia (SDSM, has
boycotted parliamentary proceedi ngs and the government has been functioning

wi t hout an effective opposition in place. However, disruptions to
policy-making are nmitigated by the ruling coalition's majority: it controls
65% of the seats in parlianent.

We consi der checks and bal ances between Macedonia's institutions to be
[imted. Inits 2014 progress report on Macedonia, the EU highlighted
deteriorating nedia freedomand problens related to the independence of the
judiciary. In our opinion, fiscal slippages and the weakening quality of
public finances since the global financial crisis also point to a | oose
framework for vetting the cost of public procurenent, as well as public
current expenditure.
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Macedoni a has been an EU candi date since 2005, but a dispute with Greece over
its constitutional nanme continues to hanper progress in its accession talks.
Wi | e negotiations are underway to reach a resolution, our nmediumterm
forecast does not incorporate the benefits of accession

The Macedoni an denar is pegged to the euro. At an estinmated $3 billion
Macedoni a's foreign reserves cover the nonetary base 2.5x, inplying strong
backi ng for the pegged currency regine. At the sane tine, net reserves (which
exclude the foreign exchange needed to convert the nonetary base into euros)
cover external short-termdebt by remaining maturity 0.7x, which is | ower than
many peers and suggests that external vulnerabilities inherent to a fixed
exchange rate reginme remain. The exchange rate regine, along with the high

al beit declining, proportion of |oans and deposits denoninated in euros,
restrict nonetary policy flexibility. In June 2014, 53% of total deposits and
46% of | oans were denoninated in or indexed to foreign currency.

Since 2012, the central bank has eased policy with three cuts to its key
interest rate as well as to reserve requirenents to incentivize |lending. It
has al so stipulated | ower reserve requirenents for denar-denoni nated
liabilities conpared to those denoninated in foreign currency to engi neer nore
| endi ng and deposit-taking activity in the domestic currency. Bank | endi ng has
i ncreased by 9% in 2014, though we note the share of new | ending to househol ds
i s higher than to corporates.

Wil e the banki ng system seens well-capitalized and profitable, we note that
Nat i onal Bank of Greece S. A and Nova Ljubljanska Banka (NLB), the Greek and
Sl oveni an parents of two of the |l argest subsidiaries operating in Macedoni a,
failed stress tests (in the case of NLB, only under the adverse scenari o)
conducted by the European Central Bank. |If either or both of these banks cone
under pressure to cut exposure to or sell their subsidiaries in non-core

mar kets, we could potentially see sone liquidity pressure for their Macedoni an
subsi di ari es and associ ated external outfl ows.

Outlook

The stabl e outl ook bal ances the risks fromrising public and externa
i ndebt edness agai nst strong investnent inflows, particularly into the
manuf act uri ng sector.

We could raise the ratings if refornms directed toward higher and broader-based
growm h were natched with the inproved effectiveness and accountability of
public institutions.

We could lower the ratings if large fiscal slippages were to challenge public
debt sustainability and substantially increase external obligations given the
constraints of the exchange-rate reginme. W could also |lower the ratings if we
saw that off-budget activities were to increase significantly and the
probability of contingent liabilities crystallizing on the governnent's
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bal ance sheet were to rise. Further, if parents of systemically inportant
banks operating in Macedonia were to cut exposure to their subsidiaries,

causi ng pressure on both banking sector liquidity and external finances, this
could al so put downward pressure on the ratings.

Key Statistics

Table 1

Republic of Macedonia - Selected Indicators

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

Nominal GDP (US$ bil) 8 10 9 9 10 10 10 10 10 1 12
GDP per capita (US$) 3,996 4,808 4546 4,549 5,053 4,649 4944 5078 4976 5311 5,808
Real GDP growth (%) 6.1 5.0 (0.9) 2.9 2.8 (0.4) 2.9 3.3 3.3 3.5 3.5
Real GDP per capita growth (%) 6.0 4.8 (1.1) 2.7 2.5 (0.5) 2.8 3.2 3.2 34 34
Change in general government (4.0) (0.9) 34 1.8 5.0 6.3 2.3 5.5 2.5 2.3 2.3

debt/GDP (%)

General government balance/GDP (0.9) (1.1) (2.7) (2.4) (2.6) (4.0) (4.2) (3.9) (3.6) (3.3) (3.0)
(%)

General government debt/GDP (%) 24.0 20.4 23.9 24.4 28.0 34.3 35.6 39.9 40.6 40.9 41.1

Net general government debt/GDP 17.7 16.5 19.8 21.6 20.1 24.0 26.1 29.1 31.4 33.1 34.4
(%)

General government interest 2.5 2.1 1.8 2.2 2.4 2.8 3.1 2.9 3.6 3.9 4.0
expenditure/revenues (%)
Oth dc claims on resident 35.4 42.2 43.8 44.5 45.5 48.0 49.5 51.6 53.4 55.3 57.0
non-govt. sector/GDP (%)
CPI growth (%) 2.3 8.3 (0.8) 1.6 3.9 3.3 2.8 0.3 1.5 2.0 2.2
Gross external financing 110.7 126.2 126.5 118.5 114.5 117.6 115.4 112.2 113.9 109.8 107.4

needs/CARs +use. res (%)
Current account balance/GDP (%) (7.4) (12.6) (6.5) (2.1) (2.5) (3.1) (1.9) (3.2) (3.9) (4.2) (3.9)
Current account balance/CARs (%) (11.4) (20.4) (12.6) (3.5) (3.6) (4.5) (2.8) (4.7) (5.7) (6.1) (5.6)

Narrow net external debt/CARs 6.1 17.1 25.0 25.8 24.9 30.0 37.8 41.0 44.8 43.4 40.4
(%)
Net external liabilities/ CARs (%) 66.0 75.9 106.7 88.6 71.7 84.5 98.4 101.3 108.6 106.9 101.8

Other depository corporations (dc) are financial corporations (other than the central bank) whose liabilities are included in the national
definition of broad money. Gross external financing needs are defined as current account payments plus short-term external debt at the end of
the prior year plus nonresident deposits at the end of the prior year plus long-term external debt maturing within the year. Narrow net external
debt is defined as the stock of foreign and local currency public- and private- sector borrowings from nonresidents minus official reserves minus
public-sector liquid assets held by nonresidents minus financial sector loans to, deposits with, or investments in nonresident entities. A negative
number indicates net external lending. CARs--Current account receipts.

The data and ratios above result from S&P’s own calculations, drawing on national as well as international sources, reflecting S&P’s
independent view on the timeliness, coverage, accuracy, credibility, and usability of available information.

Ratings Score Snapshot

Table 2

Republic of Macedonia - Ratings Score Snapshot

Key Rating Factors

Institutional and Governance Effectiveness Weakness
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Table 2
Economic Structure and Growth Weakness
External Liquidity and International Investment Position Neutral
Fiscal Flexibility and Performance Neutral
Debt Burden Neutral
Monetary Flexibility Weakness

Standard & Poor's analysis of sovereign creditworthiness rests on its assessment and scoring of five key rating factors: (i) institutional and
governance effectiveness; (ii) economic structure and growth prospects; (iii) external liquidity and international investment position; (iv) the
average of government debt burden and fiscal flexibility and fiscal performance; and (v) monetary flexibility. Each of the factors is assessed on a
continuum spanning from 1 (strongest) to 6 (weakest). Section V.B of Standard & Poor's "Sovereign Government Rating Methodology And
Assumptions," published on June 24, 2013, summarizes how the various factors are combined to derive the sovereign foreign currency rating,
while section V.C details how the scores are derived. The ratings score snapshot summarizes whether we consider that the individual rating
factors listed in our methodology constitute a strength or a weakness to the sovereign credit profile, or whether we consider them to be neutral.
The concepts of "strength”, "neutral”, or "weakness" are absolute, rather than in relation to sovereigns in a given rating category. Therefore, highly
rated sovereigns will typically display more strengths, and lower rated sovereigns more weaknesses. In accordance with Standard & Poor's
sovereign ratings methodology, a change in assessment of the aforementioned factors does not in all cases lead to a change in the rating, nor is a
change in the rating necessarily predicated on changes in one or more of the assessments.

Related Criteria And Research

Related Criteria

e Sovereign Government Rating Methodol ogy And Assunptions, June 24, 2013

* Met hodol ogy For Linking Short-Term And Long- Term Ratings For Cor porate,
I nsurance, And Sovereign |Issuers, May 7, 2013

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

Related Research

* Sovereign Defaults And Rating Transition Data, 2013 Update, April 18,
2014

» Suppl enentary Anal ysis, Mcedonia, My 23, 2014

In accordance with our relevant policies and procedures, the Rating Commttee
was conposed of analysts that are qualified to vote in the comrittee, with
sufficient experience to convey the appropriate |evel of know edge and
under st andi ng of the nethodol ogy applicable (see 'Related Criteria And
Research'). At the onset of the conmittee, the chair confirmed that the
infornation provided to the Rating Conmittee by the primary anal yst had been
distributed in a tinely manner and was sufficient for Committee nmenbers to
make an i nfornmed deci sion.

After the primary anal yst gave openi ng remarks and expl ai ned the
recomendati on, the Committee discussed key rating factors and critical issues
in accordance with the relevant criteria. Qualitative and quantitative risk
factors were considered and di scussed, |ooking at track-record and forecasts.

The conmittee agreed that all key rating factors were unchanged.
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The chair ensured every voting nmenber was given the opportunity to articulate
hi s/ her opinion. The chair or designee reviewed the draft report to ensure
consistency with the Cormittee decision. The views and the decision of the
rating commttee are sunmari zed in the above rationale and outl ook. The

wei ghting of all rating factors is described in the nethodol ogy used in this
rating action (see 'Related Criteria And Research').

Ratings List

Rati ngs Affirned

Macedoni a (Republic of)

Sovereign Credit Rating BB-/ St abl e/ B
Transfer & Convertibility Assessnent BB
Seni or Unsecured BB-

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 |ocated 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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