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Foreign Currency: BB-/Stable/B
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Overview

 Donmestic political instability in Macedonia has receded over the |ast
year, but uncertainties remain, including fromthe upcom ng referendum on
the country's nane at the end of Septenber

* Inline with our previous expectations, Micedonia' s econony has returned
to growth follow ng staghation in 2017.

* W are affirming our 'BB-/B ratings on Macedoni a.

e The outl ook is stable.

Rating Action

On Sept. 14, 2018, S&P G obal Ratings affirned its 'BB-/B" |ong- and
short-termforeign and | ocal currency sovereign credit ratings on Macedoni a.
The outl ook on the long-termratings is stable.

Outlook

The stable outl ook reflects the bal ance between the risks from Macedoni a's
rising public debt and remaining political uncertainty, and the country's
favorabl e economi ¢ prospects.

We coul d raise our ratings on Macedonia if tinmely reforns are inplenmented and
further progress is made in resolving the | ongstandi ng name dispute with
Greece, and these lead to the country's econom c prospects inproving and
strengt hen Macedonia's |ikelihood of EU accession

We could lower the ratings if mgjor political tensions returned or reform
nmonent um waned, inmpairing growh and foreign direct investrment (FDI) inflows
and underm ning the country's longer-termgrowh potential. W could al so
lower the ratings if large fiscal slippages or off-budget activities were to
call into question the sustainability of Macedonia's public debt, raise the
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sovereign's borrowing costs, and substantially increase its externa
obligations, given the constraints of the exchange-rate regine.

Rationale

The ratings on Macedonia reflect our view of the country's relatively | ow
incone |levels, still conparatively weak checks and bal ances between state
institutions, and limted nonetary policy flexibility arising fromthe
country's fixed-exchange-rate reginme. The ratings are primarily supported by
noder ate--al beit rising--external and public debt |evels and favorable growh
pot enti al

Institutional and Economic Profile: Growth has strengthened but political risks remain

» The coalition centered around the Social Denocratic Union of Macedonia
(SDSM has recently bolstered its parlianmentary standi ng and now comrands
a stronger majority in the legislature, reducing political uncertainty.

 Uncertainties remain around the upconi ng referendumon the country's name
at the end of Septenber.

 Despite lagging public investnment, growth has strengthened w th output
expandi ng by 3.1%in the second quarter of 2018 conpared with stagnation
| ast year.

In our view, donestic political stability in Macedonia has inproved over the
| ast year. Previously, Mcedonia endured a |ong period of politica
volatility, culmnating in early elections at the end of 2016, and a
subsequent parlianentary gridlock. The new adm nistration | ed by the SDSM was
formed in May 2017 and announced as its main priorities EU and NATO accessi on
al ongsi de i nmproved transparency and reform i npl enentation

The governnment initially relied on support fromthe Denocratic Union for
Integration, an Al banian minority party, and controlled only a slimngajority
in the parlianent. Mre recently, other Al banian parties, The Denocratic Party
of Al bani ans and BESA, expressed support and bol stered the coalition's
parliamentary standing. In our view, this reduces political uncertainty and
shoul d make it easier to inplement sone of the initiatives SDSM has put

f orward.

We note that progress on sonme of the announced priorities has al ready been
achi eved. For instance, the government took steps to inprove the transparency
of its fiscal accounts. The new admi nistration has al so made not abl e progress
toward resol ving the decades-1ong nanme dispute with Greece, which is central
for Macedoni a's NATO and EU accession. |In June 2018, the governments of the
two countries reached a prelimnary deal, whereby Macedoni a woul d change its
nane to Republic of North Macedoni a.

At the sane time, it remains uncertain if Macedonia will fully inplenent the
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proposed solution. Various steps still need to be conpleted, including the
Sept. 30 referendumin Macedonia and the amendnent of the country's
constitution, as well as the parlianentary ratification of the agreenent in
G eece. The outcone of the referendumis currently difficult to predict, and
the proposal is facing potential opposition in both countries' parlianments.
Failure to pass any of these stages nay derail the deal. In addition, this
could trigger a new political crisis in Macedonia, given the prinme mnister's
pl edge to resign if the referendum does not pass.

A successful resolution of the name dispute, on the other hand, would pave the
way for negotiations on Macedonia's accession to the EU and NATO. In our view,
t he openi ng of negotiations could bring | ong-term econom ¢ benefits as
Macedoni a i npl enents reforns required as part of the accession negoti ations.
Mor eover, it could have some short-term econonic effects through inproved

i nvestor confidence and FDI infl ows.

Fol | owi ng econom ¢ stagnation in 2017, econonic growh has recently
strengthened to 3.1%in the second quarter of 2018 in year-on-year terns.

I mportantly, this has happened despite a nunber of delays on a public highway
construction project and declining investnents, inplying a stronger
performance in the rest of the econony. W expect growh will average close to
3% over the next three years, driven by investnents in both the private and
public sectors, following inproved political stability. In addition, we expect
a nore upbeat dynami c of net exports, thanks to favorable foreign trade
conditions and the gradual diversification of Macedonia's export basket.

Downsi de risks to our forecasts remain, not least if the political instability
intensifies again. Macedonia's GDP per capita, estimated at $6,100 in 2018, is
wel | bel ow that of EU peers. In recent years, the government has attenpted to
attract FDI to special free econonic zones, capitalizing on the country's
conparatively favorable tax reginme, |ow |abor costs, and proximty to European
markets. In our view, were nmajor political tensions to return, this could
wei gh on growmh if a substantial portion of FDIs are cancell ed or postponed.

Flexibility and Performance Profile: After a period of growth, we expect public debt to GDP to
gradually stabilize from 2020

e Macedoni a's public debt burden remains noderate in a gl obal context.

Al though downside risks remain, we expect net general governnment debt to
gradual |y stabilize at about 45% of GDP in 2020-2021 after a prol onged
peri od of growth.

« Macedonia's nonetary flexibility is higher than that of other Bal kan
states, but the denar's peg to the euro still constrains the centra
bank' s policies.

Macedoni a has been running recurrent fiscal deficits. These have averaged 3.5%
of CGDP over the past five years. Even though the shortfalls have reduced to
under 3% of GDP in 2016-2017, this primarily reflects underexecution of
expenditures as a result of prevailing political uncertainty, rather than
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pro-active fiscal consolidation

In May 2018, the SDSM | ed governnent adopted a new fiscal strategy for
2019-2021. The docurent underscores the focus on budgetary consolidation

i mprovenent of the public finance nmanagement framework, and inplenentation of
priority investnent projects. According to governnent projections, the deficit
for the general governnent sector should reduce to 2.0% of GDP in 2021 from

t he planned 2. 7% of GDP in 2018.

In our view, the 2018 target appears achievable. Over the first six nonths,
the deficit amounted to only 0.4% of GDP, although this is once again due to

t he underexecution of the capital budget. W anticipate that as the spendi ng
accel erates through the renmmi nder of the year, the final outcome will be in
line with the governnent's target. W expect slightly wider deficits further
on in the forecast horizon, however, averaging 2.7% of GDP as conpared agai nst
projections in the government's 2019-2021 fiscal strategy.

W believe that some downside risks to fiscal consolidation remain. As was the
case in the government's previous fiscal plan announced in Decenber 2017, the
new strategy remains significantly dependent on the pace of econonic grow h.
That said, we positively view additional neasures the governnment has proposed:
« The application of higher personal inconme tax rates for higher income
earners, although this could be difficult to inplement for politica
reasons.

e The introduction of annual budget expenditure ceilings, which should
restrain expenditure growth.

The authorities also aimto continue public financial nanagenment reformwth a
focus on inproved transparency, budgeting processes, and oversight. W
understand that work is ongoing to collect infornmation on arrears outstandi ng
at various levels of governnent.

Ref |l ecti ng our budgetary forecasts, Macedonia's net general government debt
will still continue to rise until 2020, although it should stabilize at close
to 45% of GDP thereafter. This conpares to net general governnent debt of just
27% of GDP in 2012. Qur cal culation includes the increasing debt of the Public
Enterprise for State Roads (PESR), because we believe PESR may need to rely on
governnent transfers to service its debt in the future. In particular, a

gover nient - guaranteed €580 million | oan fromthe Export-Inport Bank of China,
contracted in 2013 for the construction of two hi ghway sections, will continue
to contribute to the increasing debt burden. W also factor in a noderate
amount of arrears clearance, assunmed at around 1% of CGDP

In the past, Macedoni a has repeatedly been able to tap the Eurobond market.
Thi s has nade the government's bal ance sheet nore vul nerable to potenti al

f or ei gn- exchange novenents, because close to 80% of governnent debt is
denom nated in foreign currency (including part of donestic debt). Last year
the authorities increased their borrowing in the donestic market, but they
have al so recently issued a €500 million Eurobond at a historically | ow
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interest rate, benefiting fromthe European Central Bank's |oose nonetary
policy. W believe the favorable terns have al so been ai ded by the inproved
donmestic political stability. In the future, the government plans to maintain
a regul ar presence on international financial narkets.

Wth the public sector increasingly borrow ng abroad, the Macedoni an econony's
external debt has been rising, despite sone del everaging in the banking
sector. In 2017, we estimate that gross external debt, net of liquid financial
and public-sector assets, increased to about 33% of current account receipts.

We forecast that Macedonia's external indebtedness will slightly decline over
the next four years. The current account deficit will gradually tighten and
reach 1.6% of GDP in 2021, partly thanks to the positive inpact of foreign
conpani es expansion' in the free econom c zones. W project these deficits
will be financed by a conbination of borrowi ng and net FDI infl ows.

The Macedoni an denar is pegged to the euro, and we believe the existing

forei gn-exchange reginme restricts nmonetary policy flexibility. However,
neasures undertaken by the National Bank of the Republic of Macedonia (NBRM,
such as | ower reserve requirenments for denar-denonm nated liabilities, have

| owered overall euroization in Macedonia, with foreign currency-denoni nated
deposits and | oans remai ning at around 40% of total deposits and loans in
recent years. W note that this is a | ower proportion than in other Bal kan
econom es and affords the NBRM additi onal roomfor policy response.

The NBRM s gross foreign exchange reserves have been on an upward trajectory
in recent nonths, follow ng the Eurobond i ssue and the purchase of foreign
currency. Neverthel ess, we believe there are vulnerabilities that coul d put
some pressure on the existing peg in the unlikely event of confidence in the
banki ng systemtaking a turn for the worse and pronpti ng conversion of |oca
currency deposits into euro. This is particularly so as Macedonia runs a
pegged exchange rate arrangenent while being in a net external debtor position
vis-a-vis the rest of the world, at 60% of CGDP

Macedoni a' s banki ng system which is predom nantly forei gn owned, has seen
several bouts of volatility in recent years. For exanple, politica

devel opnents caused deposit outflows from Macedoni a's banking sector in Apri
2016, although the majority of funds have since returned to the system In
general , the banking system appears well capitalized and profitable, and it is
| argely funded by donestic deposits. Macedonia's regul atory and supervisory
framewor k under the NBRM has proven resilient to past episodes of volatility;
the NBRM reacted swiftly to the volatility in April 2016 by raising interest
rates and intervening in the forei gn exchange market to support the currency
peg, as well as deploying several other neasures. In addition, the NBRM has

noved ahead with the inplenmentation of Basel 11l principles, while the
application of new regulation on credit risk managenent in line with
International Financial Reporting Standard 9 will be rolled out in July 2019.

At present, we estimate that nonperforming |oans in the system anmount to about
5.2% of the total, which conpares favorably with other countries in the
regi on.
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Rat her exceptionally for the region

to increase in recent years. That said,

6% over the next four years.

Key Statistics

Table 1

bank | ending i n Macedoni a has conti nued
whi |l e | endi ng
to househol ds has been robust, the stock of credit to corporates has renai ned
flat. We expect the stock of domestic credit to grow by an annua

the trends are uneven;

aver age of

Macedonia Selected Indicators

(Mil. MKD) 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021
ECONOMIC INDICATORS (%)

Nominal GDP (bil. MKD) 467 502 528 559 599 620 651 687 728 772
Nominal GDP (bil. $) 10 11 11 10 11 11 13 14 15 16
GDP per capita ($000s) 4.7 5.2 5.5 4.9 5.2 5.5 6.1 6.7 7.1 7.5
Real GDP growth (0.5) 2.9 3.6 3.9 2.9 0 2.7 3.0 3.0 3.2
Real GDP per capita growth (0.6) 2.8 3.5 3.7 2.8 (0.1) 2.6 2.9 2.9 3.1
Real investment growth 10.2 0.5 10.7 8.3 13.3 (4.5) 5.5 2.7 2.7 2.7
Investment/GDP 289 28.8 30.3 304 32.6 31.6 32.8 32.8 33.0 33.1
Savings/GDP 25.7 27.2 29.7 28.5 29.8 30.5 29.8 30.5 31.0 31.5
Exports/GDP 45.4 43.4 47.7 48.7 50.0 55.1 58.0 60.5 63.0 65.3
Real exports growth 2.0 6.1 16.5 8.5 8.1 9.2 7.5 6.0 6.0 5.7
Unemployment rate 31.0 29.0 28.0 26.1 23.7 224 21.0 20.5 20.0 20.0
EXTERNAL INDICATORS (%)

Current account balance/GDP (3.3) (1.6) (0.6) (1.9) (2.8) (1.1) (2.9) (2.3) (2.0) (1.6)
Current account balance/CARs (4.8) (2.5) (0.9) (2.8) (4.0) (1.5) (3.8) (2.9) (2.4) (1.9)
CARs/GDP 68.7 65.4 69.1 68.8 68.9 74.9 77.4 79.2 81.2 82.9
Trade balance/GDP (26.5) (22.9) (21.7) (20.1) (18.7) (17.9) (18.4) (17.9) (17.3) (16.7)
Net FDI/GDP 1.7 2.8 2.3 2.3 3.3 2.2 3.0 2.5 2.0 1.5
Net portfolio equity inflow/GDP (0.2) (0.4) (0.4) (0.4) (0.2) (0.4) (0.5) (0.5) (0.5) (0.5)
Gross external financing needs/CARs 113.5 110.5 108.6 108.3 109.9 106.7 113.2 110.9 111.5 111.2
plus usable reserves

Narrow net external debt/CARs 27.7 29.2 25.1 26.9 28.5 32.8 32.5 31.3 31.0 30.1
Narrow net external debt/CAPs 26.5 28.5 249 26.1 27.4 32.3 31.3 30.4 30.3 29.6
Net external liabilities/CARs 82.3 88.8 70.4 80.1 79.4 85.0 79.6 75.6 72.3 69.2
Net external liabilities/ CAPs 78.5 86.6 69.8 77.9 76.3 83.7 76.7 73.4 70.6 67.9
Short-term external debt by remaining 324 31.9 25.8 27.1 21.5 20.3 21.1 20.9 20.3 19.4
maturity/CARs

Usable reserves/CAPs (months) 24 2.5 2.0 2.3 1.6 1.7 1.2 1.4 1.2 1.1
Usable reserves (mil. $) 1,526 1,302 1,381 1,055 1,198 1,010 1,294 1,201 1,187 1,155
FISCAL INDICATORS (%, General government)

Balance/GDP (3.9) (4.0) (4.2) (3.4) (2.7) (2.8) (2.7) (3.0) (2.5) (2.5)
Change in net debt/GDP 39 4.7 5.3 5.0 4.3 3.3 3.8 44 3.2 3.1
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Table 1
(Mil. MKD) 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021
Primary balance/GDP (3.0) (3.1) (3.2) (2.3) (1.5) (1.5) (1.4) (1.6) (0.9) (0.6)
Revenues/GDP 32.1 30.1 29.7 31.0 30.3 30.9 30.5 30.5 30.0 30.0
Expenditures/GDP 36.0 34.1 33.9 34.4 33.0 33.7 33.2 33.5 32,5 32,5
Interest/revenues 2.8 3.1 3.3 3.8 3.8 4.4 4.3 4.7 5.4 6.4
Debt/GDP 33.7 35.7 40.7 41.6 44.2 443 47.2 47.9 48.5 48.8
Debt/revenues 105.1 118.8 137.2 134.3 145.7 1433 154.9 157.2 161.6 162.7
Net debt/GDP 26.6 29.4 33.2 36.4 38.2 40.2 42.2 443 451 45.6
Liquid assets/GDP 7.1 6.3 7.5 5.2 6.0 4.0 5.1 3.6 3.4 3.2

MONETARY INDICATORS (%)

CPI growth 3.3 2.8 (0.3) (0.3) (0.2) 1.4 1.7 2.2 2.5 2.5
GDP deflator growth 1.0 4.5 1.4 2.0 4.1 3.5 2.2 2.6 2.8 2.8
Exchange rate, year-end (MKD/$) 46.65 44.63 50.56 56.37 58.33 51.27 50.45 48.85 49.24 49.24
Banks' claims on resident non-gov't 5.2 6.3 9.9 9.5 1.1 5.7 5.0 6.0 6.0 6.0
sector growth

Banks' claims on resident non-gov't 47.0 46.5 48.6 50.2 47.4 48.4 48.4 48.6 48.6 48.6
sector/GDP

Foreign currency share of claims by 51.4 47.9 449 42.5 42.1 40.5 N/A N/A N/A N/A
banks on residents

Foreign currency share of residents' 46.8 43.9 41.0 41.2 41.6 40.9 N/A N/A N/A N/A
bank deposits

Real effective exchange rate growth 0.1 1.6 1.0 (0.3) 1.1 (0.5) N/A N/A N/A N/A

Savings is defined as investment plus the current account surplus (deficit). Investment is defined as expenditure on capital goods, including plant,
equipment, and housing, plus the change in inventories. Banks are other depository 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. MKD--Macedonian denar. CARs--Current account receipts. FDI--Foreign
direct investment. CAPs--Current account payments. N/A--Not applicable. The data and ratios above result from S&P Global Ratings' own
calculations, drawing on national as well as international sources, reflecting S&P Global Ratings' independent view on the timeliness, coverage,
accuracy, credibility, and usability of available information.

Ratings Score Snapshot

Table 2

Macedonia Ratings Score Snapshot

Key rating factors

Institutional assessment

Economic assessment

External assessment

Fiscal assessment: flexibility and performance

W|lW (W&,

Fiscal assessment: debt burden
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Table 2

Macedonia Ratings Score Snapshot (cont.)

Key rating factors

Monetary assessment 4

S&P Global Ratings' analysis of sovereign creditworthiness rests on its assessment and scoring of five key rating factors: (i) institutional
assessment; (ii) economic assessment; (iii) external assessment; (iv) the average of fiscal flexibility and performance, and debt burden; and (v)
monetary assessment. Each of the factors is assessed on a continuum spanning from 1 (strongest) to 6 (weakest). S&P Global Ratings' "Sovereign
Rating Methodology," published on Dec. 18, 2017, details how we derive and combine the scores and then derive the sovereign foreign currency
rating. In accordance with S&P Global Ratings' sovereign ratings methodology, a change in score 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 scores. In determining the final rating the committee
can make use of the flexibility afforded by §15 and §§126-128 of the rating methodology.

Related Criteria

« Criteria - Governnents - Sovereigns: Sovereign Rating Methodol ogy, Dec.
18, 2017

e General Criteria: Methodol ogy For Linking Long-Term And Short-Term Rati ngs
, April 7, 2017

e CGeneral Criteria: Use O CreditWatch And Qutl ooks, Sept. 14, 2009

e CGeneral Criteria: Methodology: Criteria For Determining Transfer And
Convertibility Assessnments, May 18, 2009

Related Research

e Sovereign Ratings List, Sept. 5, 2018

e Sovereign Ratings Hi story, Sept. 5, 2018

» Sovereign Ratings Score Snhapshot, Sept. 4, 2018

e dobal Sovereign Rating Trends M dyear 2018, July 16, 2018

» Sovereign Risk Indicators, July 5 2018. A free interactive version is
avail abl e at http://ww. spratings.conisri.

« Default, Transition, and Recovery: 2017 Annual Sovereign Default Study
And Rating Transitions, May 8, 2018

e Sovereign Debt 2018: d obal Borrowing To Renain Steady At US$7.4 Trillion,
Feb. 22, 2018

e Central And Eastern Europe And CI'S Sovereign Rating Trends 2018, Jan. 10,
2018

In accordance with our relevant policies and procedures, the Rating Committee
was conposed of analysts that are qualified to vote in the committee, 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 committee, the chair confirned that the

i nformati on provided to the Rating Committee by the primary anal yst had been

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT SEPTEMBER 14, 2018 9



Research Update: Macedonia 'BB-/B' Ratings Affirmed; Outlook Stable

distributed in a tinmely manner and was sufficient for Conmttee nenbers to
make an inforned decision. After the primary anal yst gave opening renarks and
expl ai ned the recomrendati on, the Conmittee di scussed key rating factors and
critical issues in accordance with the relevant criteria. Qualitative and
guantitative risk factors were consi dered and di scussed, | ooking at
track-record and forecasts.

The conmittee's assessnent of the key rating factors is reflected in the
Rati ngs Score Snapshot above.

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 Committee decision. The views and the decision of the
rating comttee 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

Ratings Affirmed

Macedoni a

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

Seni or Unsecured BB-

Additional Contact:
EMEA Sovereign and IPF; SovereignIPF@spglobal.com

Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neani ngs ascribed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. standardandpoors. com for further
information. Conplete ratings information is available to subscribers of

Rati ngsDirect at www. capitalig.com Al ratings affected by this rating action
can be found on S&P d obal Ratings' public website at

www. st andar dandpoors. com Use the Ratings search box |ocated in the |eft
colum. Alternatively, call one of the follow ng S& d obal Ratings 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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