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REPUBLIC OF NORTH MACEDONIA

Figure 3. North Macedonia: Inflation and Labor Market Developments (concluded)
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Sources: Haver Analytics; SSO; and IMF staff calculations.
1/ Horizon for price expectations: 12 months ahead for consumers, 1 month ahead for the industry, and 3 months ahead for the
remaining categories.
2/ The labor force is also influenced modestly by population dynamics in 2020.

6. Rising import prices combined with supply-chain disruptions have weakened the
external position in recent months. In the first half of 2021, the current account deficit
shrunk, driven by higher remittances and services trade. In the third quarter, remittances kept a
steady pace, but higher prices on imported goods, notably energy, drove up imports. The
trade deficit was further widened by supply-chain disruptions, particularly in the automotive
sector, which held back exports. The REER appreciateddepreciated by 2.2+9 percent in the
eleven months through November 2021, after having depreciatedappreciated by 1.5 percent
in 2020. Furthermore, after a period of pressure on the exchange rate in the fall, partly
reflecting higher energy imports, FX market conditions normalized. While highly

uncertain given the lack of full- year data for 2021, as well as the difficulty in disentangling the
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impact of the pandemic, these developments suggest that the external position was broadly in line
with fundamentals and desirable policies in 2021 (Annex VI).2

7. The fiscal balance improved in 2021 thanks to a rebound in revenues. The sizeable
support provided in the wake of the pandemic, coupled with automatic stabilizers, brought the fiscal
deficit above 8 percent of GDP in 2020. Based on preliminary estimates, the deficit improved to
5.5 percent of GDP in 2021, driven by strong revenue performance. While capital spending remained
below budgeted levels, it increased noticeably from 2020, reflecting crisis-related measures, a
normalization of investment activity, and possibly a new, incentive-based mechanism whereby
capital spending appropriations can be reallocated across budget users based on in-year execution.
The entire amount of the recent SDR allocation was transferred to the Ministry of Finance in
December and covered spending on pandemic- . _

Credit and Deposit Growth
related subsidies, vulnerable households, health and , (Yoy percent change)

vaccines, and capital projects, in line with IMF advice. ) b
12 12
8. Financial conditions remain supportive. 10 10
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credit to nonfinancial corporations is recovering,
supported by strong deposit growth. Lending rates on ° °
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the pandemic. The downward trend in deposit 2 :;:::Sn 2
euroization pre-pandemic has been reversed, with the o 0
move accelerating in recent months‘ Jan-18 Jul-18 Jan-19 Jul-19 Jan-20 Jul-20 Jan-21 Jul-21

Sources: NBRNM; and IMF staff calculations.

Figure 4. North Macedonia: Fiscal Developments
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2 The EBA-lite norm has changed from a deficit of 1.9 percent of GDP estimated for 2018 to 4.2 percent in 2021. The
change is mostly explained by revisions to underlying data, notably the migrant share. Staff note that such a norm is
weaker than observed values for the current account balance in North Macedonia in recent years and over the past
decades. As upward pressures on the exchange rate have not materialized over that period, staff assess the current
account position to be in equilibrium.
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Figure 6. North Macedonia: External Sector Developments
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Authorities’ Views

12. The authorities project higher growth, especially as public investment is scaled up over
the medium term. The government expects the Growth Acceleration Plan to play a significant role in
the recovery through higher public infrastructure investment, accompanied by accelerated private
capital formation through an improved business environment, higher confidence, and more foreign
investment. This would generate positive spillovers on employment and productivity, bringing annual
average GDP growth to 5.4 percent over 2022-26. The NBRNM expects annual GDP growth of

4 percent in the medium term.

13. The NBRNM concurred that higher inflation is driven by global factors, pointing to the
lack of domestic demand pressure. Headline inflation has surprised on the upside in the past
months, as a result of higher-than-anticipated global commodity prices, whereas core inflation has
evolved broadly as expected. High wage growth is currently not seen to drive price setting.
Uncertainty about the evolution of global commodity prices presents risks to near-term inflation
forecasts. Over the medium term, inflation is expected to converge to 2 percent.
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14. The NBRNM considers the external position to be in equilibrium, in line with staff’s
assessment. After the temporary increase in 2021, mainly on the backdrop of higher import prices,
the NBRNM expects the deficit to narrow more than assumed in staff's baseline on the back of faster
export growth toward the end of the forecast horizon.

POLICY DISCUSSIONS: SUPPORTING THE RECOVERY
AND BUILDING FORWARD BETTER

The immediate policy challenge is to sustain the recovery given the still elevated level of uncertainty
about the pandemic. Policies need to be flexible, to adjust to the stages of the economic recovery and
the strength of domestic demand, while being appropriately calibrated and targeted to foster resource
reallocation and contain economic scarring. Efforts to strengthen economic governance are key to
lifting the economy’s growth potential, including through improvements in revenue administration and
public financial management, steps to preserve central bank operational independence, and measures
to curb informality.

A. Fiscal Policy: Enabling Higher, More Inclusive, and Greener Growth and
Limiting Fiscal Risks

15. The 2022 budget appropriately scales back pandemic-related spending, while allowing
some flexibility to address contingencies. The budget targets a headline deficit of 4.3 percent of
GDP, in line with staff's baseline. It provides for higher health spending, including for vaccines. It also
includes an envelope of 0.6 percent of GDP of non-earmarked funds to allow a flexible response to
pandemic-related spending needs. An allocation for targeted assistance to mitigate the impact of
higher energy prices on vulnerable groups exists in the budget, but additional funds may be needed,
especially when the VAT rate on electricity is normalized starting in July. Continuing to provide
subsidies to energy companies or maintaining the reduced VAT rate would be more costly to
taxpayers. Overall, fiscal policy should be implemented flexibly as the pandemic evolves, which could
require budget reallocations. With the demand for emergency lifelines waning, as expected in the
baseline, focus should shift to aiding resource reallocation across sectors including by training and
reskilling workers, improving the social safety net, incentivizing hiring, and supporting investment.

Text Table: Overall Fiscal Balance, 2022, Decomposition
(Percent of GDP)

Overall fiscal balance in 2021 -5.5
Cyclical improvement +0.5
Withdrawal of stimulus measures +1.2
Other policy measures -0.5
Interest +0.1
Overall fiscal balance in 2022 -4.3
Source: IMF staff estimates.
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needed, ensure a timely clean-up of their balance sheets. The NBRNM is benefitting from IMF
technical assistance to strengthen its stress-testing capacity. This, together with increased
supervisory dialogue, as part of an improved Supervisory Review and Evaluation Process, and full
IFRS9 implementation, should strengthen the assessment of individual banks’ capital needs. The
NBRNM should also consider publishing its guidance to banks.

Figure 8. North Macedonia: Financial Sector Developments
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30. The NBRNM should take the lead on macroprudential issues. The forthcoming
amendments to the Financial-Stability-Law-National Bank Law are expected to grant the NBRNM a
more formal macroprudential mandate. A large share of possibly unhedged FX or FX-linked loans to
households remains a key risk, and the NBRNM should maintain measures to limit FX lending and
implement its 2018 denarization strategy. Rising debt, albeit from low levels, and the debt structure
among households and corporates needs close monitoring. Mortgage lending and real estate prices
picked up significantly in 2021, requiring further scrutiny to assess lending practices.

31. Upgrading the financial safety net remains a priority. The Eurostandard bank failure in
2020 underscored the need to modernize the bank resolution framework and strengthen deposit
insurance. Moreover, in June 2021, the Constitutional Court revoked Article 163(3) of the Banking
Law granting priority to the claims of the deposit insurance fund on a failed bank. While there are
no immediate financial stability concerns from this decision, introducing depositor preference in line
with EU law should be considered to the extent it is consistent with the Constitution (Annex II), and
as part of the large package of financial legislation to be adopted in 2022 (Annex VIII).

32. Maintaining central bank operational independence, along with transparency and
accountability, is critical to supervisory decision-making. A pilot review of the NBRNM under the
IMF's Central Bank Transparency code found that the NBRNM is transparent and accountable. To
ensure timely decisions and preserve the operational autonomy of the NBRNM as a supervisor,
operational supervisory decisions should be taken by the executive part of the NBRNM Council,
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rather than the full Council. Also, in line with the 2018 FSAP recommendations, the NBRNM staff
should be excluded from the law on administrative staff.

33. Efforts to preserve financial integrity are critical. The-NBRNM's anti-money laundering
and combating the financing of terrorism (AML/CFT) regime was last assessed by the Council of
Europe’s Committee of Experts on the Evaluation of AML/CFT (MONEYVAL) in 2008, and significant
deficiencies were identified in the legal framework, the competencies of the financial intelligence
unit, and criminal enforcement efforts. Recent amendments to the legislative framework addressed
some deficiencies, including with the establishment of a beneficial ownership register, which entered
into force in 2021. However, further efforts will be needed to ensure the effective implementation of
legal provisions. The planned formalization of cryptocurrency trading would require a strategy to
prevent their use for criminal purposes and mitigate risks to financial integrity, including through an
effective AML/CFT framework. North Macedonia Fhe-NBNRM-will undergo another evaluation by
MONEYVAL in 2022.

34. A safeguards assessment of the NBRNM was completed in August 2020. While the
assessment concluded that the NBRNM has a relatively strong safeguards framework and
independent oversight practices in place, legal amendments are needed to strengthen its autonomy.
The NBRNM is making progress in implementing the recommendations.

Authorities’ Views

35. The authorities emphasized that the health and stability of the banking system has
been preserved through the pandemic, and they continue to closely monitor risks. Regulatory
flexibility, temporary restrictions on dividend payments, and economic policy support helped
maintain credit to the economy during the pandemic. The NBRNM has strengthened the reporting
frequency and data requirements for monitoring credit quality, introduced a comprehensive and
consistent bottom-up stress testing, and increased the focus on risks such as cyber risks, which are
being taken into account when setting bank-specific Pillar-Il capital requirements. Given high
growth in new mortgages and rising house prices, a targeted assessment is underway. Moreover,
the NBRNM is closely monitoring deposit-driven euroization, which increased during the pandemic,
against the plan set out in the denarization strategy.

36. Efforts to update financial sector legislation are essential, and endeavors to put the
process on a faster track are warranted. The pandemic and the political situation have further
delayed implementation. The Financial Stability Law has been submitted to parliament for adoption.
The remaining legislative package on deposit insurance, resolution, the banking law, and the
national bank law are intertwined, and are expected to be submitted during 2022.

37. The authorities are preparing for the upcoming MONEYVAL assessment of the
AML/CFT framework. A final report is scheduled for 2023, following submission of questionnaires
and on-site visits. As part of the national strategy on AML/CFT, supervisory procedures for offsite
inspections and supervisory strategy, is under preparation. A new payments law is being developed.
There are no concerns on correspondent banking relations in terms of regular operations.
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Table 4. North Macedonia: Monetary Survey, 2018-2026
(Billions of denars, unless specified otherwise)

2018 2019 2020 2021 2022 2023 2024 2025 2026
Est. Projections

NFA 180.7 1924 195.2 195.9 202.0 216.6 2217 2414 251.1

Central Bank 171.5 195.7 202.6 2029 208.0 2234 2284 247.8 257.8

Commercial Banks 9.2 -33 -74 -7.2 -6.0 -6.8 -6.7 -6.5 -6.7

NDA 192.7 211.6 241.1 278.8 303.7 326.9 362.7 387.6 426.5

Credit to Government (net) 59 17.0 354 48.0 58.9 65.9 80.0 873 99.5

From Banks (net) 354 427 70.1 75.8 82.6 89.2 103.2 110.5 1226

of which: Credit 37.0 442 7.7 775 84.1 90.7 104.8 1121 124.2

From Central Bank (net) -29.5 -25.7 -34.7 -27.8 -23.6 -233 -23.1 -23.3 -23.1

of which: Deposits -354 -31.8 -40.5 -43.0 -389 -38.6 -384 -385 -384

Credit to Private Sector (gross) 3229 3434 360.1 3889 4177 448.2 479.5 511.6 5438

From Banks 3220 3425 359.2 388.1 416.9 4473 478.7 510.8 543.0

Denars 191.8 200.7 210.5 230.7 2478 265.9 284.6 303.6 32238

FX 130.2 1419 1487 1574 169.0 1814 1941 207.1 220.2

From Central Bank 09 0.8 09 0.8 0.8 0.8 0.8 038 0.8

Other Items (net) -1360 -1487 -1544 -1581 -1580 -1672 -1719 -1862 -191.8

Broad Money (M3) 3734 404.0 436.2 474.8 505.7 543.5 584.4 629.0 677.6

Currency in Circulation 322 36.1 437 44.5 483 513 544 57.6 61.1

Total Deposits 3412 367.9 3925 430.3 4574 4921 530.0 5714 616.5

Denars 205.2 2255 2355 2455 260.9 280.8 3024 326.0 3517

FX 136.0 142.5 1571 184.8 196.4 2114 2276 2454 264.8

(Percentage change, year-on-year)

Private Sector Credit 73 6.3 49 8.0 74 73 7.0 6.7 6.3

Broad Money 10.8 8.2 8.0 8.8 6.5 7.5 7.5 7.6 7.7

Private Sector Deposits 111 78 6.7 9.6 6.3 76 77 7.8 79

(Contribution to annual growth in broad money)
NFA 109 3.1 0.7 0.2 13 29 09 34 15
NDA -0.1 5.1 73 87 5.2 4.6 6.6 43 6.2
(Percent of GDP)

Private Sector Credit 489 49.6 549 553 547 552 55.8 56.2 56.4

Broad Money 56.5 58.3 66.5 67.5 66.2 67.0 68.0 69.1 70.2

Private Sector Deposits 51.6 53.1 59.8 61.2 59.9 60.7 61.7 62.8 63.9

Memorandum items:

Money Multiplier 35 3.1 31 33 33 33 36 34 35
Reserve Requirement Ratio (percent of deposits)

Denars 8.0 8.0 8.0 8.0 8.0 8.0 8.0 8.0 8.0

FX Indexed 50.0 50.0 50.0 50.0 50.0 50.0 50.0 50.0 50.0

FX 15.0 15.0 15.0 15.0 15.0 15.0 15.0 15.0 15.0

Velocity 1.8 17 1.5 1.5 15 15 1.5 14 14

Sources: NBRNM; and IMF staff estimates.
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Table 5. North Macedonia: Central Bank Survey, 2018-2026
(Billions of denars, unless specified otherwise)

2018 2019 2020 2021 2022 2023 2024 2025 2026
Est. Projections
Net foreign assets 1715 195.7 202.6 2029 208.0 2234 2284 2478 257.8
Assets 176.4 200.7 2074 226.7 2318 2473 252.2 2717 2816
Liabilities -4.9 -5.0 -4.8 -23.8 -23.8 -23.8 -23.8 -23.8 -23.8
Net domestic assets -64.9 -65.7 -62.7 -59.5 -55.4 -59.1 -64.3 -65.4 -65.6
Central Government (net) -29.5 -25.7 -34.7 -28.5 -236 -233 -23.1 -233 -23.1
of which:
Deposits at Central Bank -354 -31.8 -40.5 -43.8 -38.9 -38.6 -384 -38.5 -384
Denar -15.5 -18.2 -18.0 -217 -19.5 -194 -19.3 -19.3 -19.3
FX -19.9 -136 -22.5 -22.1 -194 -19.2 -19.1 -19.2 -19.1
Banks (net) -259 -273 -14.1 -17.3 -185 -234 -28.6 -29.1 -29.3
Other items (net) -9.6 -127 -13.9 -137 -13.2 -125 -126 -13.1 -13.2
Monetary base 106.6 129.9 139.9 143.6 152.6 164.3 164.0 182.4 192.2
Currency in circulation 39.8 433 50.0 514 54.6 57.6 60.6 63.8 67.3
Liabilities to banks 57.2 78.1 815 85.1 89.8 98.6 953 1104 116.7
Required reserves 43.0 48.5 36.2 48.3 51.2 55.1 59.3 63.9 69.0
Excess reserves 14.2 29.6 453 36.1 386 435 36.0 46.5 47.8
Liabilities to other sectors 9.5 8.5 84 79 83 8.2 8.1 82 8.1
(Contribution to annual growth in monetary base)
Net foreign assets 38.6 22.7 5.3 0.2 35 10.1 3.0 119 54
Net domestic assets -12.2 -0.8 2.3 2.3 29 -25 -3.2 -0.7 -0.1
(Percentage change, year-on-year)

Monetary base 264 219 7.6 2.7 6.2 77 -0.2 1.2 54

Memorandum items: (Percent of GDP)
Central Bank bills 38 36 15 14 2.0 25 2.9 2.7 2.6
Central government deposits at Central Bank 54 46 6.2 6.2 5.1 48 45 42 4.0

Sources: NBRNM; and IMF staff estimates.
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CA model CA model

Republic of North Macedonia (2020) (2021p) REER model
CA-Actual -3.5 -3.5
Cyclical contributions (from model) (-) 04 04
COVID-19 adjustor (+) 1/ 04 04
Additional temporary/statistical factors (+) 0.0 0.0
Natural disasters and conflicts (-) 0.0 -0.1
Adjusted CA -3.4 -3.5
CA Norm (from model) 2/ -3.8 -4.2
Adjustments to the norm (+) 0.0 0.0
Adjusted CA Norm -3.8 -4.2
CA Gap 0.4 0.7 0.0
o/w Relative policy gap 3.0 29
Elasticity -0.48 -0.48
REER Gap (in percent) -0.8 -1.4 0.0

1/ Additional cyclical adjustment to account for the temporary impact of the pandemic on tourism
(0.37 percent of GDP).
2/ Cyclically adjusted, including multilateral consistency adjustments.

Real Exchange Rate

Background. The CPI-based REER had a mild depreciationappreciation in 2020 (1.49 percent increase) as
the NBRNM successfully maintained the de facto peg to the euro. It then appreciateddepreciated slightly
(2.194.9% percent) in the first eleven months of 2021 as pressures on the exchange rate abated.

Assessment. The REER EBA-lite approach points to no misalignment in 2021 (0 percent), close to the
1.4 percent undervaluation suggested by the CA model.

Capital and Financial Accounts: Flows and Policy Measures

Background. North Macedonia experienced net capital inflows in both 2020 and 2021 as the interruption
in FDI was more than compensated by a large Eurobond issuance, a purchase under the Rapid Financing
Instrument, lower acquisitions of foreign assets, and the accumulation of trade credit.

Assessment. Capital and financial flows are expected to still be dominated by FDI flows and portfolio flows
due to sovereign issuance. Other private flows have been small until the pandemic amid stable external
corporate borrowing and the reduction in banks’ external funding. In 2021, there were no significant
changes in capital flow measures (CFMs), which remain in line with the IMF's Institutional View on the

Liberalization and Management of Capital Flows.
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Annex VII. Public Debt Sustainability Analysis

Public debt is projected to peak at 63 percent of GDP, reflecting the impact of the pandemic crisis,
before gradually declining over the medium term. Debt is assessed as sustainable under staff's baseline
projections. However, high gross financing needs and potential macroeconomic shocks constitute
major risks, and decisive policy action to rebuild fiscal space and place debt more firmly on a
downward path would reduce vulnerabilities.

Background

1. Sizeable policy support helped dampen the economic impact of the pandemic crisis,
but also led to higher public sector debt. Nonfinancial public sector debt, which includes
guaranteed debt of state-owned enterprises, increased to close to 60 percent of GDP in 2020, an

11- percentage point rise from a year earlier.! In the decade leading up to the pandemic, public debt
had more than doubled, on the back of high primary deficits and rapid increases in the debt of
state-owned enterprises.

Average Maturity and Currency Composition of Debt
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Sources: MoF; and IMF staff calculations.

' Given the high debt of state-owned enterprises, this debt sustainability analysis presents results for both the
general government and the nonfinancial public sector.
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