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 EXPLANATORY MEMORANDUM

. INTRODUCTION

Since 1995, the Former Yugoslav Republlc of Macedonia, which became
1ndependent in 1991, is continucusly improving its- external relations. Important steps
in this process were the Dayton/Paris peace agreements in'late 1995 and the lifting of
international economic sanction$ against the- Federal Republic of Yugoslav1a in 1996.
The relations between the Former Yugoslav Republic of Macedonia and- the
European Union in particular have also improved substantraIIy during -the last two
years as the bilateral relations with Greece normalized in October 1995. These -

-improved relations find their reflection in the Cooperation and Transport. Agreements -

between the Former Yugoslav Republic of Macédonia and the European Commumty
: whxch was signed on 29 Apnl 1997 at the General Affairs Council.

In November 1996 the Government of the Former Yugoslav Republic of Macedoma
addressed to the Commission a request for Community compléementary assistance in
 support of the medium-term stabilization and-reform programme for 1997-1999
which is backed by the IMF Enhanced Structural Adjustment Facility (ESAF)
“adopted on 11 April 1997. In February 1997, a G-24/Consultative Group Meeting
was jointly organized by the World Bank ‘and the European Comrmssxon to review -
the Former Yugoslav Republic of Macedonia’s past and future stabilization and
reform path and to help easing the country s external financing constraints for 1997.

' The Commission announced at this meeting its intention to propose Community
. macro-financial assistance of up to ECU 40 million in favour of the Yugoslav =
Republic of Macedonia and other bilateral donors have given prehmmary 1nd1cat10ns _

of support : SRR

”ECONOMIC SITUATION AND PROGRESS WITH STABILIZATION-AND REFORM .

‘From the begmmng'-of its statehood, the Former Yugoslav Repubhc of Macedonia
_ has striven to establish a market-based open economy. The country, however, had to
- . face formidable obstacles as-the inherent difficulties of the transition process were

compounded by adverse external developments such as the dissolution of the - -

~ Comecon, the break-up of Former*Yugoslavra and the nnposmon of trade and transit -
- sanctions. . - : - ‘ oL
So'on after independence, the Former Yugoslav Republic of Macedonia was plunged
into' a severe economic -crisis: near-hyperinflationary conditions developed, fiscal
“ control was lost and the budget deficit reached 13.6% in 1993. In the meantime, =
precarious balance of payments and reserves position, as well as the difficulties in

R _ allocating external liabilities of former Yugoslavia among the individual republics,

forced the authorities to suspend foreign' debt servicing temporarily. Between .1990 -
and 1995, GDP fell by almost 40%, total investment by more than 50%,. real -
consumptron _declmed by 25%, while reglstered,une,mplpyrnent increased above 24%.



In the past two years, however, the situation has improved considerably. The prudent
macroeconomic policies-and structural reforms, initiated in 1994 in the framework of
the IMF Systemic Transformation Facility and since May 1995 with a . stand-by
arrangement, began to pay off. GDP started to expand in 1996 (at an estimated
" 1.1%) supported by consumption and investment increases of some 5%. Consumer
prices fell by 0.7% in the year to December 1996, from an inflation rate of 241.8% in’
1993. This was achieved by a sharp reduction in the budget deficit from 13.6% in .
1993 to 0.4% in 1996 and a cautious monetary policy while. keeping the exchange

rate of the denar stable with-the Deutsche Mark. But, at the same time, the current
account deficit widened considerably as imports surged and exports fell sharply
following the lifting of economic sanctions against Serbia/Montenegro.

In 1993, first steps were taken to promote the economy’s structural adjustment when
" basic laws were enacted to allow the dismantling of the inefficient ‘state-owned
enterprise and financial sectors and reforming the social safety net. Starting from
1994, reforms in these areas were implemented with the support of the World Bank ™
and other multilateral and bilateral institutions and donors. Substantial progress was
made in the privatization -or -liquidation of enterprises and more recently in the
restructuring of large loss-making enterprises. First steps were also taken to
restructure the banking system. Recently the authorities took swift action to close a
- savings house (TAT) when the Central Bank discovered deposits that earned above
“market interest and were not fully covered by assets. Prudential regulations and
capital adequacy requirements were also brought up to international standards .

THE MEDIUM-TERM ECONOMIC PROGRAMME OF THE FORMER YUGos'LAv
REPUBLIC OF MACEDONIA

In order to consolidate the stabilization and promote growth of the economy, the -
Government of the Former Yugoslav Republic of Macedonia has agreed with the
IMF and the World Bank on a coherent economic strategy for 1997-99 to be
supported by an ESAF loan and a Structural Adjustment Loan and Credit (SALC),
respectively. It is expected that real GDP growth in the coming years would be in the
_order of 5%, with a ‘su'bstantial stimulus coming from the external side and
consumption expected to pick up to some 3% in 1998.

To obtain this result, the authorities of the Former Yugoslav Republic of Macedonia -
intend to continue the mutually reinforcing cautious monetary and fiscal policies.
Monetary expansion will remain under tight control. The authorities also intend to
"move towards indirect instruments of monetary control from direct controls.

The Government of the Former Yugoslav Republic of Macedonia aims at stabilizing
the general government fiscal balance at a surplus of 1.5% . Tax compliance in the
private sector will be strengthened in order also to lower income and social security
tax rates. Furthermore, it is planned to replace the sales tax by a VAT. On the
expenditure side agricultural and export subsidies (some 2% of public expenditures in
1995 -and 1996) are intended to be phased out. The Government also inténds to
reintroduce a public. sector wage freeze and review social spending in order to find
possibilities‘ for savings. At the same time, investment expenditure will be increased
by 5%. : '



'The Government of the Former Yugoslav Republic of Macedonia plans to continue -
and enhance, the reforms in the area of trade, enterprise, ﬁnanc1a1 and soc1al sector as
well as agriculture. :

. Regardmg the trade regime, the new tariff law followmg the harmomzed system was
- adopted in 1996 and most quantitative trade restrictions were eliminated. The -
 Government will now increase transparency in tarlff settmg and exempt1ons and
further elnnmate dlscretlonary exemptions. - : '

The authont1es _intend to continue and mtenSny the restructunng of the enterprrse_ '
sector. -To. encourage effective enterprise ownershlp, they plan to sell government- .

owned shares to outside investors and eliminate restrictions on trading of shares. The

- privatization or liquidation of the largest politically sensitive enterprises placed under
the Special Restructuring Programme shall be. contmued and the. pnvatlzatlon of the,
'other enterprlses shall be completed by the end of 1997 :

: In the financial sector the authorities w1ll ﬁthher strengthen the superv1sxon over
banks and savings houses and pursue the restructurmg or liquidation of institutions in
* financial difficulties. The government will encourage Jomt ventures with and a greater-

o representatlon of foreign banks ‘

The Government plans to 1mprove the social protectlon programme and the long-run

" solvency of the pension system, as well as the quahty of health and educatlon systems -
and to make further progress in prov1d1ng for a more flexible and competmve labour
market. : :

‘Fmally, in the area. of agrlculture the authorltles of the Former- Yugoslav Repubhc of
- Macedonia undertake to reduce further the interventions in output prices and end .
input subsidies: The Agrlcultural Privatization Law ‘of April 1996, requiring
enterprlses to present pr1vat1zatron and, if - appropriate, restructuring plans has'
prepared ‘the ground for pnvatlzatlon in-this sector. The Government is now also
preparing a new Law on Land use, and mtends to’ strengthen the Land Cadastre
-Oﬂice- Lo : o R -

. - BALANCE OF PAYMENTé DEVELOPMENTS AND FINANCING NEEDS

Despite the pers1stently crrtlcal balance of- payrnents s1tuat10n the ﬁnanmal relattons
of the Former Yugoslav Republic of Macedonia with its external creditors have been
progresswely normalized since 1993. Arrears with the Bretton Woods Institutions
".were eliminated in 1993 (IMF), 1994 (World Bank) and 1995 (IFC). Reschedulmg.'
agreements were reached with_the Paris Club of official creditors in July 1995
(covering US$ 340 million) as well as with the- London Club in mid-October 1996
- (covering about US$ 200- million). 'In October 1995, the country resumed the .
payment of interest and some principal to the European Investment Bank (EIB). The

" - Former Yugoslav Republic of Macedonia also committed in early 1997 to settle in

the context of the new medium-term' IMF programme all its outstandmg ﬁnanc1al :
llabllmes to the Commumty and- the EIB stemmmg from earher EIB loans.

Last year the external srtuat1on of the Former Yugoslav Republic of Macedoma
" deteriorated sharply as imports surged and the high exports stimulated by the
regional con_ﬂxet disappeared. Excluding official transfers, the current account deficit -

. ' -3



" is estimated to héve increased from US$ 259 million (6. 9% of GDP) in 1995 to
US$ 483 million (13.2% of GDP) in 1996, with the trade deficit more than doublmg _
from US$ 235 million to US$ 523 million.

.For 1997, the IMF programme foresees that exports will expand by 10%, stimulated
by the 12% decline of the real effective exchange rate -in 1996 which is likely to
continue in 1997. Given the foreseen restrictive fiscal policy stance, imports are
projected to increase by only 4%, reducing the trade deficit to an expected US$ 467
million. Assuming a modest improvement in the services balance and an increase in
private transfers, it is projected that the current account deficit will fall to US$ 367

-million in 1997.(9.5% of GDP). It should, however, be underlined that this forecast
does not take into account any possible spillover effects (in particular border control)
of the Albanian crisis that could lead to the need for hxgher fiscal expendltures and,
as a result, some effect on the current account s :

Under the programme, the Former'Yugoslav Republic of Macedonia will require

external financing of US$ 587 million to also ensure capital repayments on external -
debt of US$ 48 million and to clear all remaining external arrears (including some

ECU 27 million owed to the Community and the EIB on previous EIB loans). At the
same time, this allows for a build up in reserves by US$ 35 million to a level covering

2.3 months of imports. Once public and private capital inflows and rescheduling by

the Paris Club of official donors have been accounted for, the external financing gap

of the Former Yugoslav Republic of Macedoma in 1997 is estimated at US$ 120

million.

In order to. support the Government’s reform programme, the Fund has decided to
grant to the Former Yugoslav Republic of Macedonia a three-year ESAF loan (1997-
- 99) set at roughly US$ 80 million. In addition, the World Bank has committed a
Structural Adjustment Loan and Credit of some US$ 45 million focusing on trade -
and agriculture reforms. Taking into account the contributions of these institutions
for the first year of the programme (some US$ 50 million), the remaining. residual
ﬁnancmg gap for 1997 is now estimated at US$ 70 million.

Unless this remalmng gap can be closed, the Former Yugoslav Republic of
Macedonia’s ability to secure stable import supplies and to meet its external financial
commitments would be put inte question. Hence, the success of the whole
stabilization and reform programme to which the Government and the Central Bank
are committed could be undermined before its expected positive effects on the
balance of payments, including the revival of exports and the pick up- in foreign direct
investment, could be realized.

PROPOSED FURTHER MACRO-F INANCIAL ASSISTANCE AND MAIN FEATURES OF‘
THE LOAN

The Commission is proposing that the Community would make available to the
Forimer Yugoslav RPpubuc of Macedonia a balance of payments loan of up to ECU
40 million with a maximum duration of fifteen years. The proposed duration of the
loan is corisistent with the medium and long-term balance of payments outlook for
the Former Yugoslav Republic of Macedonia, which is expected to face substantial
financing needs for the years to come. o



" The assrstance" would be grarted in the context of” the present ESAF and Would;~
~ complement resources made avarlable by the International Frnancral Instltutrons and
' bllateral donors S - _ .

. The assrstance would be released in two tranches subject to -a satisfactory track

" record of the country’s macro-economic programme agreed with the IMF and
~ . progress with respect to- structural reforms (including observance of a number of

- performance criteria). Its effective implementation would take place only after the -
Former Yugoslav- Republic -of Macedonia has fully discharged its outstanding
financial obligations towards the Commumty and the EIB, stemrmng from | prevxous :
EIB loans. ~

" As in the case of- 51m11ar operatrons in favour of other partner countries, the. =
Community would provide the funds through market borrowing with a guarantee by
the general budget. The Former Yugoslav Republic of Macedonia would -
subsequently borrow from the Community. The borrowing and lending operations
’ would be perfectly matched and wrthout ‘any commercial nsk for the Commumty '

In accordance with: the Guarantee Fund mechanism, the budgetary 1mphcat10ns of a

“decision to make available assistance of up to ECU 40 million to the Former -
Yugoslav Repubhc of Macedoma would 1mply an ECU 6 mﬂhon prowswmng of the-
‘Fund ;



" . Proposalfora -
COUNCIL DECISION
providing macro-financial assistance -

for the F ormer Y‘ugoslavA Republic of Macedonia

' THE COUNCIL OF THE EUROPEAN UNION,

Having regard to the Treaty estabhshmg the European Commumty, and in partlcular ‘
Article 235 thereof,

Having regard to the proposal of the Commission,

Having regard to the opinion of the European Parliament!,

Whereas the Commlssmn has consulted the Monetary Committee before subrmttmg
its proposal;

" ‘'Whereas the Former Yugoslav Republic of Macedonia is undertaking ﬁndamefxtal
political and economic reforms and is making substantial efforts to establish an open
market economy; :

‘Whereas the Former Yugoslav Rephbhc of Macedonia and the European Community
have signed on a Cooperation Agreement and a Transport Agreement which w1ll
help the development of a full cooperation relatlonshjp,

Whereas the Former Yugoslav Repubhc of Macedoma has agreed w1th the
International Monetary Fund (IMF) on a comprehensive set of stabilization and
policy reform measures to be supported by a loan under the Enhanced Structural '
Adjustment Facility (ESAF);, >

Whereas the Former Yugoslav Republic of Macedonia has agreed with the World
Bank on a comprehensive set of structural adjustment measures to be backed by a
Structural Adjustment Loan and Credit;

‘Whereas the authorities of the Former Yugoslav Republic of Macedonia have
requested finarncial assistance from the international financial institutions, the -
Community and other bilateral donors; whereas, over and above the estimated -
financing which could be provided by the IMF and the World Bank, an important
residual financing gap remains to be covered in the remainder of 1997 in order to
strengthen the country’s reserve position and support the policy objectives attached -
to the governmerit’s reform effort; : :




_ Whereas the authontles of the Former Yugoslav Repubhc of Macedoma have
- committed to fully discharge their outstanding financial obhgatlons towards the
- European Commumty and the European Investment Bank;, - : '

. ‘Whereas a Commumty long-term loan to the Former Yugoslav Repubhc of '
R Macedoma is an appropriate measure to help ease the country' external ﬁnancral'

- constraints, supportmg the balance of payments and strengthemng the reserve

‘ pos1t10n, : :

Whereas the Commumty loan should be managed by the Comrmssxon

o Whereas the Treaty does not provrde for the adoptron of th1s Decision, powers other i
than those of Art1cle 235,

. HAS-DECIDED AS FOLLOWS :
| vArtlele 1.

'-l. The Commumty shall make avarlable to the Former Yugoslav Republrc of Macedoma
" a long-term loan facility of a max1mum principal amount of ECU 40 million with a

‘maximum maturity of fifteen years, with a view to ensuring a sustalnable balance- of- S

payments snuatlon and strengthemng the country s reserve posmon '

. 2. To. thrs end the Commrssron is empowered to borrow on behalf of the European
Community; the necessary resources that will be placed at the disposal of the Former f B
Yugoslav Republic of Macedoma in the formof a loan. : :

3. ‘Thls loan will ‘be managed by the Commrssron in. close consultatlon w1th the
i .Monetary Committee and in'a manner ‘consistent with' any agreement reached
between the IMF and the Former Yugoslav Repubhc of Macedoma .

T Article2

1. -The Commission is empowered to agree with the authorities of the F ormer Yugoslav

_ Republic of Macedonia, - after- consultation ‘with the Monetary Committee, the -

economic policy conditions attached to the loan. These conditions shall be con51stent
with the agreements referred to in Article 1(3) : : '

2. The Comrmssron shall verify at regular mtervals in collaboratron w1th the Monetary S

-Committee and in co-ordination with the IMF, that the economic polrcy in the
. Former Yugoslav Republic of Macedonia is in accordance w1th the Ob_]eCthCS of this
' loan and that its condltlons are bemg fulﬁlled - : -



Article 3

The loan shall be made available to-the Former Yugoslav Republic. of Macedonia in
two tranches. The first tranche is to be released subject to the provisions of Article 2
~ and after the full settlement of the oustanding financial obligations of the Former
Yugoslav Republic of Macedonia towards the :Community and the European
Investment Bank. :

Subject to the provisions of-Article 2, the second tranche shall be released on the
basis of a satisfactory track record in the implementation of the ESAF programme
and not before one quarter after the disbursement of the first tranche

The funds shall be pald to the National Bank of the Former Yugoslav Repubhc of
Macedonia.

~ Article4 .
. The borrowing and lending operations referred to in Article 1 shall be carried out

using the same value date and must not involve the Community in the transformation
of matuntles in any exchange or interest rate risk, or in any other commercial risk.

The Commission shall take the necessary steps, if the Former Yugoslav Republic of
Macedonia so requests, to ensure that an early repayment clause is mcluded in the
loan terms and conditions and that it may be exercised. : -

At the request of the Former Yugoslav Republic of Macedonia, and where -
circumstances permit an improvement in the interest rate on the loans, the
Commission may refinance all or part of its initial borrowings or restructure the
corresponding financial conditions. Refinancing or restructuring operations shall be
carried out in accordance with the conditions set out in paragraph 1 and shall not -
‘have the effect of extending the average maturity of the borrowing concerned or
increasing the amount, expressed at the current exchange rate, of capital outstanding
at the date of the refinancing or restructuring. - :

- All related costs incurred by the Community in concluding and carrying out the
operation under this Decision shall be borne by the Former Yugoslav Republic of
“Macedonia.

The Monetary Committee shall be kept informed of developments in the operations |
referred to in paragraphs 2 and 3 at least once a year.

Article 5

At least once a year the Commission shall address to the European Parliament and to the

Council a report, which will include an evaluation, on the 1mplementat10n of “this
Decision.

"Doneat .........

. ' For the Council
The President
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FINANCIAL RECORD

* Title of Operation

Macro-ﬁnancial assistance to the Former Yugoslav Republic of Macedonia.

' _‘Artlcle 235 of the Treaty |

b

. 'Budget headmg 1nvolved

| :Headmg BO 2173 reﬂectmg the budget guarantee for the Commumty loan facnhty (to
be created through an amendmg and/or supplementary Budget) :

' Legal ba51

Descrlptton and Justlﬁcatlon for the action-
a)’

Descrlptzon of the actlon . ‘
Provision of Community loans (to-be ﬁnanced by Cornmumty borrowmgs in

" . the international capital markets), in the amount of up to ECU 40 million, to

the beneficiary country with a view to supporting its government’s reform

- efforts and alleviating the sOcial hardship of the austerity measures.

Justzf ication for the action
The sustainability of the beneficiary country § economic reforms depends on
extemal ﬁnanc1al ass1stance from ofﬁcm.l sources. -

- Class1ﬁcat1on of the Expendltur

Obhgatory o ‘ .

Nature of the expendltur

' Potent1a1 activation of budget guara.ntee for the Commumty borrowmg almed to fund

the loans."

Financial impact ‘

.. a),‘-"

b)

' Method of calculatlon

the present estlmates -of the beneﬁclary country s res1dua1 external ﬁnancmg
needs T .

~

A token entry is proposed glven that the amount and timing of any call on this.
budget line cannot be calculated in-advance and because it is expected that the .

budget guarantee will not be called
Effect of the action on int'e'rvention credits _
Activated only in the case of an effective call'on the guarantee.

'kv‘

-The evaluation of the amounts of the asswtance deemed necessary is based on -



c)  Financing of intervention expenditure

- In case of call on the budget guarantee:

A

— Recourse to the Guarantee Fund estabhshed by Council Regulation (EC
EURATOM) n° 2728 of 31 October 1994 \

- — Incase the Guarantee Fund did. not contain sufficient resources, additional
payments would be called up from the budget by transfer: . :

e of any margin remaining in the Reserve for guarantees;

e of any late payments to the budget for which the budget guarantee
has been activated (under article 27(3) of the Fmanc1a1_
Regulation);

e of any margm available under the ce111ng of. category 4 of the
- financial perspectives or redeployment therein. -

— In order to fulﬁl its obligations, the Commission can provisionally enstrre
- the debt service with funds from its treasury. In that case, Article 12 of the
Council Regulation (EEC, Euratom) n° 1552/89 of 29.5.1989 will apply.

Fraud prevention measures’

The funds will be-paid directly to the Central Bank of the beneficiary country only
- after verification by the Commission Services, in consultation of the Monetary
Committee and jn liaison with the IMF and World Bank Services, that the macro-

economic - policies ‘implemented in these countries are satisfactory and that the S

specific conditions attached to this ass1stance are fulfilled. .

VElements of cost-effectiveness analysis
a)  ‘Grounds for the operation and specific objectives

By supporting the beneficiary country’s macro-economic reform efforts and
complementing financing by the International. Community provided to this
country in the context of the IMF agreed programme, this assistance would
not only underpin this transition towards a market economy but also help it

with fully servicing its outstanding financial obligations towards the . |

Community and the European - Investment Bank. These outstanding
obligations amount at present to some ECU 27 million (arrears including late
interest). :

The present assistance. will only be mobilized on the proviso that the Former
Yugoslav Republic of Macedonia fully discharges its outstanding ﬁnanc1al
obligations towards the Community and the European Investment Bank.

b)  Monitoring and evaluation

This assistance is of macro-economic nature and its monitoring and evaluation
is undertaken in the framework of the IMF supported adjustment and reform.
programme that the Former Yugoslav Republic of Macedonia is implementing. -

}
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- The Commission services will momtor the- action on the basrs of a ‘genuine’
system of macro-economic and’ structural policy indicators to be agreed with
the authorities of the beneficiary country. They will also remain in close
contact with the IMF ‘and World Bank services and will benefit from their

“assessment of stabilization and reform achlevements in the Former Yugoslav

' Repubhc of Macedonia: :

) An annual report to the European Parhament and to the Council is foreseen n
the proposed Council decision, - which will mclude an. evaluatton of the
tmplementatlon of this operation.

10. Adrmmstratrve expendltur

This action is exceptronal in nature and will not mvolve an increase in the number of s
Commrssron staff.

11



ANNEX
BUDGETARY RESOURCES NECESSARY FOR THE PROVISIONING OF THE
GUARANTEE FUND IN 1997 AND MARGIN UNDER THE RESERVE FOR LOANS
- AND LOANS GUARANTEE IN FAVOUR OF THIRD COUNTRIES

(IN ECU MILLION})

Operations ' ‘ ' Basis of the Provisioning of Reserve
- Calculation the Fund! |, - Margin
329.0 2

Decided operations 2
Project-related assistance

EBMED . | _ 14 oAam 330.7

EIB/PVCALA ' . =38 -5.32 336.0
EIB/SOUTH AFR. . ' o 55 8.25 327.8

EIB/Renewal of mandates * o 1536.5 230.48 . 97.3
Macro-financial assistance

Slovakia (Cancellation) ' - -130 -18.20 115.5
Belarus (Suspension) . -25 -3.75 _ 119.3

‘Proposed operations

Project-related assistance

EIB/Turkey * ' . v 105 1575 103.5
EIB/FYROM ® , 35 . 5.25 98.3

EIB/ Croatia ’ - - 49 7.35 90.9
Macro-financial assistance

Georgiz, Armema and if appropriate, Tajikistan® ‘ 170 . 25.50 '~ 65.4

FYROM® - 40 800 59.4
Bulgaria ® ‘ _ ' : 250- . . 3750 21.9

According to the provisicning rules providéd in.the Councit regulation {EC, Euratom} n°® 2728/84 of 31
October 1994. After a first drawing of the Guarantee Fund, and in compliance- with Article 5 of the
Regulation, the rate of provisioning for new operations has been increased from 14 % to 15% in 1995
New macro-financial assistance operations have been provisioned with a 15% rate.
Reserve amount in 1997 under the financial perspective.
Corrections of the amounts to be transfered to the Fund in compllance with annex to Councnl regulatlon n°®
2728/94. -

4 Council Decision of 14 April 1997.

Proposal for a Council regulation relative to a spec:al action of ﬂnancxal cooperatlon in favour. of Turkey
(COM(95) 389 final). .
Proposal for a Council decision concerning the conclusion of a cooperation agreement W|th FYROM
(COM(986) 533 final) of 25 November 1996,

Cooperation agreement EC/Croatia (SEC(95) 180/final). Negotiations suspended since Summer 1995 t
~ is therefore unlikely that this operation would be implemented in 1997. ’

Commission proposal for a Council decision (COM(97) 24 final) of 3 February 1997.

Commission proposal. -
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