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FOREWORD

The year 2020 will remain a year of challenges,
considered from every possible aspect: economic,
social, health, educational and climate - there is no
doubt about that. The Covid-19 pandemic which en-
gulfed almost the entire world taught us that we, as
a society, are only as strong as the weakest among
us. It identified the errors in the system that we built
together, highlighting the many disregards we did
towards the needs and demands of the many. It
taught us to value the health and safety of employ-
ees, especially in the labour-intensive sectors, be-
cause it showed to us that we all depend on them.
A system in which employees blame themselves and
their immune system for their health problems, in-
stead of blaming their employment contract, is a sys-
tem which must undergo series of changes in order
to transform into a fair and just society for all.

As part of its activities, the Friedrich-Ebert-Stiftung
Skopje Office is facilitating expert group debates on
topics which are of vital social importance, thus offer-
ing platforms that will develop recommendations for
a fair and just democratic society. The global econom-
ic challenges, which are not to be neglected, raised a
series of questions about the future of the Macedo-
nian economy, which, unable to expand its fiscal ma-
noeuvring space, went into debt in order to save jobs,
which are scarce anyway for the working age popu-
lation. Social reforms implemented in the past sev-
eral years have managed to buffer the hardest blow
on the socially vulnerable citizens. Nevertheless, the
consequences of the underfunded public health, the
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weak education system and the lack of institutional
capacity for protecting workers and safeguarding
their health and safety at work, have been visible
from the very outset of the crisis, until the very pres-
ent day.

And while the challenges do not subside--quite
the opposite in fact: they have only been augmented
since this expert group started developing this scien-
tific study--still possibilities exist for developing a bet-
ter future if we implement the proper ways and mech-
anisms for this. As highlighted by the coordinator of
this expert group, Prof. Dragan Tevdovski, Ph.D., in
order to know which path to choose, first we need to
know where we want to get. The motivation for pro-
ducing this scientific study is to stimulate further de-
bate in this direction, to define the objectives we wish
to achieve as a small open economy aspiring towards
membership in the EU, and accordingly, to define the
appropriate development strategies. Experts involved
in the drafting of this study presented “the Big Picture”
of the Macedonian economy in the medium and long
term, and it should be used as the basis of this topical
discussion. The study also pays adequate attention to
the educational and social policies, digitalization, and
the need to decarbonise the economy in order to cope
with climate change. This is the case because the exit
from this crisis ought to mark the beginning of a new
system in which access to education and universal so-
cial care will play a key role, which, on the other hand,
means nothing unless we deal with climate change
and save our life on Earth as we know it today.

Ivana Vuchkova,
Programme Coordinator,
Friedrich-Ebert-Stiftung, Skopje Office

Nikola Popovski,
Editor of the Scientific Study “The Big Picture”






INTRODUCTION

“In a world deluged by irrelevant
information, clarity is power”
- Yuval Noah Harari, 21 Lessons from the 21t Century

The objective of this study is to propose directions
for the key economic and social policies in North
Macedonia. It is attempting to present the “big pic-
ture”, that is, to showcase where we wish to arrive and
how to get there. Rather than elaborating on policies
in great detail or responding to the multitude of ques-
tions constantly raised by media on economic and so-
cial policies, the intention of this study is, quite the
opposite, to distract attention from the noises of the
present day and to focus only on those issues which
are truly important and valid when we digress a little
and look at the broader perspective.

To look at the “big picture” during “the crisis like
no other” is quite a difficult task. The Covid-19 pan-
demic has caused serious shifts in many segments in a
very short time period. The debt levels of many states
soared sharply, and the value of public health was put
on a pedestal. The world of free trade began its march
towards history. Many people started to work from
home, whereas inter-personal relations and contacts
shifted onto social media and platforms... and surely
there will be many similar changes yet to come, and the
world cannot be simply looked at from one perspective
any longer. An economist alone cannot comprehend
the word in full, nor can a sociologist, or an engineer.
The “big picture” cannot be seen by someone who only
has leftist perceptions of politics, or by a person with
just a right-wing orientation and viewpoints. Likewise,
the “big picture” cannot be seen only by young people
with their ideals and faith in change, but it needs also
the voice of adults who will not allow the same mis-
takes to be repeated again. Finally, the “big picture”
cannot be comprehended only from within; it must
also be looked at from the outside. This is why we had
a heterogeneous group of people working on this
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“Big Picture”. If perceived from different angles, the
group is comprised of: economists, sociologists and
one engineer who graduated from Stanford University;
then a current Minister of Education; economists from
the Vienna Economic Institute, the Central Bank of Slo-
venia and an international development agency; pro-
fessors from the University of Economics, Law and Phi-
losophy in Skopje, and a Professor from the University
of Montreal; a renowned banker, as well as two former
Ministers of Finance; Keynesians and proponents of the
free market; younger and older...

The “Big Picture” is comprised of nine chapters. It
starts by defining the objectives and the mid-term ex-
pectations. Then, in the initial four chapters itpresents
the key guidelines for accomplishing these objectives
—the necessary structural changes, as well as the mid-
term fiscal and monetary policies. They are followed
by chapters which elaborate on four elements of ut-
most significance which will shape tomorrow: export
of economy, labour market and social protection sys-
tems, education and science.

These nine chapters are not written by individual
authors, but quite the contrary, they are the mutual
work of two or three authors, with each text finalized
through a lengthy debate among all the authors fea-
tured in the study. Very often this debate put forward
very different, even completely opposing, viewpoints.
But ultimately, this group did demonstrate the ability
to develop its vision of the “Big Picture”. In doing so,
the idea is not to say that this “Big Picture” is the most
important and ultimate truth in North Macedonia.
No! The main idea is to suppress the multitude of nois-
es of the present day and to stimulate discussion in
the Macedonian society about matters which have a
true importance for the long run, and also to encour-
age similar cooperation among seemingly different
people in North Macedonia, who will together discuss
the “big picture”.

Dragan Tevdovski,
Coordinator of the Expert Group






WHERE DO WE WANT TO BE IN THE MEDIUM TERM?

WHERE DO WE WANT
TO BE IN THE MEDIUM TERM?

DRAGAN TEVODVSKI AND GLIGOR BISHEV

LAlice: Would you tell me please, which way I ought
to go from here? Cheshire Cat: That depends a good
deal on where you want to get to. Alice: I don’t much
care where. Cheshire Cat: Then it doesn’t matter which
way you go”. “Alice in Wonderland” - Lewis Carroll

1.1. GLOBAL TRENDS THAT
WILL SHAPE THE FUTURE PERIOD

+Are we all going to be working for a smart ma-
chine, or will we have smart people around the ma-
chine? ...Home or exile? Lord or subject? Master or
slave? These are eternal themes of knowledge, author-
ity, and power that can never be settled for all time.
There is no end of history; each generation must assert
its will and imagination as new threats require us to
retry the case in every age.” — Shoshana Zuboff, 2019.

In the second decade of the 21t Century, the high-
ly developed capitalist countries ventured into the
so-called “secular stagnation” stage (Larry Summers,
2019). This stage is characterized by mild economic
growth, low to zero inflation with deflationary pres-
sures and a surplus of global savings. The consequenc-
es of this are negative real interest rates which, in the
long run, are not equilibrating the private savings and
investments. The need for permanent increased state
spending and introducing macro- prudential rules
and standards in many sectors have promoted the era
of “capitalism led by the invisible hand of the markets
and the visible hand of the state”. (Rachel and Sum-
mers, 2019).

Moreover, the lack of qualified workforces in the
highly-developed countries, especially in Germany,
the USA, Canada, Holland, and Sweden, has become
their chronic economic illness. The period of employ-
ment began to expand in parallel with the increased
lifespan of citizens, and the retirement age increased
to 68 - 72 years of age.

Inequality in income distribution has increased.
The gap between the rich and poor is expanding, year
after year. Thus, since 2015 the richest 1 percent of the

world’s population claims ownership of more wealth
than what the entire remaining population on the
planet has altogether. This gives rise to enormous ine-
quality in the chances of success in life. Instead of cre-
ating a society where everyone, especially the youth,
would have equal opportunities, the society increas-
ingly creates a society that offers different opportuni-
ties to citizens (Oxfam, 2020). The high discrepancy in
income distribution is considered a key factor in insuf-
ficient private consumption and private investments.

The voices for a more equitable distribution of
income and equal chances in life have become a re-
current topic with many economic and non-govern-
mental organisations. The idea of basic income has
emerged as a solution for equal chances in life and
an exit from the “secular stagnation” by employing
innovative and inclusive long-term economic devel-
opment.

The Covid-19 pandemic has utterly shattered the
model thus far of “privatisation of profits in cases of
expansion and socialisation of losses in conditions of
crisis”. The key measure in the management of eco-
nomic consequences from the Covid-19 crisis is the
increase of available income and expenditures of the
population. Spain went the furthest way along in this
endeavour, by introducing a guaranteed income for
the affected families (Kristalina Georgieva, 2020). The
highest budget subsidies for the affected population
were approved in the USA, where the replacement
rate for the lost income on average amounts to 134
percent (Ganog, Noel, Vavra, May 2020).

The fiscal interventions have reached levels nev-
er seen before in the newer chapters of economic
history. The budget deficit and state debts are at ex-
tremely high levels. According to IMF projections, in
the 2019 - 2021 period the level of debt in the highly
developed countries will increase by 20 percent and
on average reach around 139 percent of the GDP. The
level of debt in the developing countries will rise by
10 percent. Thus, the issue of debt management will
become the key variable when designing the eco-
nomic policies in the post Covid-19 period (Georgieva,
Pazarbasioglu, Weeks-Brown, IMF, October 1, 2020).
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Research and development have become the key
drivers of economic growth. In highly developed
countries, investments in research and development,
along with the investments in non-material assets
such as brands, software design, intellectual property,
increased from 5.4 percent to 13 percent of the total
company revenues in 2016 (McKinsey Global Institute,
2019). These investments are expected to remain at
the level of 15 percent of the companies’ revenues in
the long term, and economic policies to be focused on
their incentivising.

The automation and introduction of artificial in-
telligence in work processes will gain its momentum.
The pandemic will be the catalyst for accelerating
this process. Economies will create new jobs that will
require new skills, knowledge and education. It is es-
timated that every current 5/6 jobs will be closed by
2030 in the highly developed countries. The highest
number of affected jobs will be in the manual and
labour-intensive industries: machine installation and
repair, utilities, food services, manufacturing, process
support jobs and office work. However, no increase
in unemployment is expected. At the same time, the
demand will increase in the creative professions, pro-
fessions based on knowledge and research: health
workers, professions in wellness centres, sports and
recreation, designers and arts, business and legal pro-
fessions, managers, education and training, customer
service and sales, maintenance of real estate and agri-
culture, transport services. This will entail continuous
training and professional development of the profes-
sionally active persons.

Investments in a green living environment, and
investing in a clean environment, will mean investing
in growth. Energy efficient and clean, carbon-neutral
settlements and lodgings will be the trait of the new
urban living.

The mass migration to a platform economy, both
regional and global, will underpin the new world eco-
nomic order. From health services to banking, the rise
of digital platforms has accelerated the era of trans-
formation of corporate business models. According
to the World Economic Forum, digital ecosystems will
contribute about $60 trillion to companies’ revenues
in 2025, which is almost a third of their revenue (Fi-
nancial Times, June 27, 2020).

Urban and inter-city transport will be revolution-
ised. In this sector fossil-fuel vehicles will gradually be
replaced with electric vehicles and models of car-shar-
ing networks such as Uber and BlaBlacar, thus freeing
up time and money for a larger mobility of passen-
gers, creating massive shifts in the way societies move
from point A to point B.

Online applications such as Slack, Zoom and
many others make teleworking and work from home

possible. Slack enables 20 different organisations to
join in real-time discussion, also making it possible
for their corporate data applications to enable data
exchange in accordance with their firewall standards.
This will cause mass-scale work from home trends.
Presently 1.25 billion knowledge workers spend at
least one hour during their working time in front of
the computer, according to Forester research (Richard
Waters, 2020). It is highly probable that most of these
jobs will move to the families’ homes.

Research on the behaviour of the individual - as
a consumer, producer, saver, investor, tourist, etc., as
well as the behaviour of groups - will become a key
tool in designing products, services, and processes.
Competitive pressures will lead not only to intelligent
machines knowing and predicting human behaviour,
but also to influencing the way people behave, in or-
der to “modify their behaviour.” In doing so, by ana-
lysing data and behaviours they not only understand
the needs and preferences of people, but also model
and profile their behaviour and preferences. Zuboff
refers to such capitalism as “surveillance capitalism”.
The purpose of such a model of capitalism is not only
to automate the flow of information about human
behaviour, but also to automate people, to automate
their behaviour (Shoshana Zuboff, 2019).

Such trends will require a strengthening of the reg-
ulatory framework, and introducing standards for the
behaviour of social networks, data analysis and stand-
ards and control when researching the behaviour of
economic entities and modelling their reaction, pref-
erences and affinities. This will represent a big chal-
lenge, not only for economic freedom and progress,
but also for the development of democratic process-
es. In that regard, coordinated action at national and
global level will be indispensable.

1.2. AN OUTLOOK BEYOND THE
DEPENDANT MARKET ECONOMY

The varieties of capitalism are one of the key topics
of interest of Western political economy. Its idea is to
identify the differences in the economic and political
institutions of capitalism in different countries and to
develop an understandable comparative overview of
the functioning of modern capitalism. This area start-
ed developing rapidly in the work of Shonfield (1965),
later on becoming popular in the work of Albert
(1991). The most important work in the area of vari-
eties of capitalism is that by Hall and Soskice (2001)
whereby they propose a comprehensive approach to
identifying the characteristics of the varieties, accord-
ing to which developed countries exhibit two varia-
tions of capitalism. The first is called liberal market
economy, and its main representative is the USA. The
second one is called a coordinated market economy,



and its major representative is Germany. Later Nolke
and Vliegenthart (2009) introduced a third variety of
capitalism called a dependant market economy. It can
be defined by examples of former socialist countries
from Central and Eastern Europe, and this variety of
capitalism fully matches the countries in our region
(South-Eastern Europe) including North Macedonia.

The key features of the three varieties of capitalism
are shown in Table 1.1. In a liberal market economy,
companies ensure the coordination through markets
in the context of competition and through formal
agreements. Then, in response to price signals, differ-
ent stakeholders adjust supply and demand of goods
and services, often driven by marginal calculations as
is often done by the neoclassical economy. In a coor-
dinated market economy, firms often coordinate their
activities through non-market relationships. These
are networks and associations of companies that are
based on cooperation, not competition, which is es-
sentially the liberal model. Therefore, in contrast to
equilibrium outcomes of the company’s behaviour
in market economies that are determined by supply
and demand in competitive markets, those outcomes
in a coordinated market economy often depend on
strategic interactions between companies and other
stakeholders, such as trade unions. In a dependant
market economy, the coordination of activities within
companies is achieved by means of decisions reached
internally within the transnational company.

The primary sources of investments in a liberal
market economy are the domestic and foreign capi-
tal markets, while in a coordinated market economy it
is lending by domestic banks or internally generated
funds within business networks or associations. The
differences between these two sources are that in the
former one, it completely depends on the market re-
sults of companies, while in the latter case companies
can provide financing that does not depend on their
achieved results and published financial data. Nev-
ertheless, in the latter case, mechanisms have been
developed by which investors can monitor the devel-
opment of investments, which mainly comes down to
information-sharing within the networks and where
one of the more important factors is good reputation.
Contrary to these two models, the dependable market
economy provides funding mainly through decisions
of the headquarters of transnational companies or
foreign banks that are outside the national econo-
my'’s borders. It therefore depends on Foreign Direct
Investment (FDI) or on lending from foreign banks.

Companies’ funding sources are complementary
to the manner of corporate governance. In a liberal
market economy, this is achieved through a multitude
of dispersed shareholders who exercise control out-
side the firm, while in a coordinated market econo-
my management is exercised by shareholders who are
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mainly concentrated within the business network or
association and control is exercised from within the
company. In contrast, the management of companies
in a dependant market economy is exercised through
the formal hierarchy of the transnational company
and control is exercised by its headquarters.

The industrial relations within the different va-
rieties of capitalism are influenced by the different
sources of funding and the corporate governance of
enterprises. Bargaining for wages and working con-
ditions in a liberal market economy is pluralistic, mar-
ket-based, and there are few collective agreements.
Unlike the liberal market economy, industrial relations
in the coordinated market economy are based on col-
lective agreements at the sectoral level or even at the
national level. And, contrary to these two models,
the coordination of industrial relations in a depend-
ant market economy is not based on developed insti-
tutions such as the market or collective agreements.
Transnational companies are seeking cheap labour
and have a sound bargaining position, as countries
with such a model of political economy are in a race to
attract foreign direct investment (FDI). Therefore, the
salary amount or working conditions are determined
by contracts at the transnational company level.

The education and training system is also closely
related to the previously featured characteristics of
the varieties of capitalism. Because companies in the
liberal market economy are focused on the results
they achieve on the markets, efforts are made to de-
velop general capacities and bold investments are
made in research and development. The focus of firms
in the coordinated market economy is on vocational
education and training, considered important for the
development of industry specific capabilities or the
business network. In contrast, foreign investments in
a dependant market economy are attracted by cheap
labour and strong tax incentives, which is opposite to
the development of heavily-funded public education
or significant investments in training by transnational
corporations.

High investments in research and development
make the liberal market economy a leader in the in-
novation process. In this variety of capitalism, transfer
of innovation takes place through company takeovers
happening throughout the market. In a coordinated
market economy, the joint ventures of companies play
an important role in the innovation process and very
often the transfer of innovations takes place with-
in business networks or associations. In a depend-
ant market economy, transnational companies carry
out research processes mainly in their headquarters,
which is an additional reason why they do not need
more serious investments in training and qualification
of employees in their branch offices in dependant
market economies. The transfer of innovations takes
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Table no. 1.1
Characteristics of the three varieties of capital

Liberal market
economies

Institution

Competitive markets

Coordination mechanism
and formal contracts

Coordinated market
Economies

Dependant market
economies
Dependence on intra-firm
hierarchies within the
transnational enterprises

Inter-firm networks and
Associations

Domestic and
international capital
markets

Primary means of raising
investments

Domestic bank
lending and internally
generated funds

Foreign direct
investment and foreign-
owned banks

Outsider control / dispersed

Corporate governance
P 9 shareholders

Insider control / concentrated

Control by headquarters

shareholders of transnational enterprises

Pluralist, market-based,
hardly any collective

Industrial relations
agreements

Corporatist, rather
consensual, sector-
wide or even national
agreements

Company level
collective agreements

General skills,
high research
and development
expenditures

Education and training
system

Company- or industry-
specific skills, vocational
training

Limited expenditures for
further qualification

Based on markets and

Transfer of innovations
formal contracts

Important role of joint
ventures and business
associations

Intra-firm transfer within
transnational enterprise

Radical innovation in
technology and service
sectors

Comparative advantages

Assembly platforms
for semi-standardized
industrial goods

Incremental innovation
of capital goods

Source: Nolke and Vliegenthart (2009), p. 680

place within the transnational company and there are
no problems in terms of property rights, as they exist
in the networks and associations of the coordinated
market economy.

The competitive advantages of the varieties of
capitalism are developing as a response to their dif-
ferent features. The liberal market economy is gaining
competitive advantages from radical innovations in
the technological and service sectors. One such exam-
ple are the technological giants such as Google, Face-
book, and others. The coordinated market economy
achieves gradual innovation in capital goods, and the
best examples of this are companies in the automo-
tive sector. The dependant market economy is not
based on progress in innovations; rather it uses the
extremely favourable taxation conditions for FDI, as
well as cheap labour working on assembly platforms
for semi-standardised industrial goods.

The dependant market economy has enabled sig-
nificant economic growth, especially in Central and
Eastern Europe in the recent decades. Relying on
cheap labour and strong tax breaks, it has attracted
foreign capital that has changed the countries’ ex-
port structure. Similarly, in North Macedonia, there
has been a positive change in the export structure,
replacing the export of raw materials with the export
of industrial products, such as automotive parts. But
at the same time, this market economy creates hur-
dles for the long-term growth of the economy. In
order to overcome them, there should be clearly set
goals that must be achieved in the medium term. The
most important one of these is the improvement of
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education, research and development systems in or-
der to uplift the capacity of the future workforce, thus
boosting productivity of the economy in the long run,
while strengthening the institutions of the labour
market. The focus of attracting foreign investments
should be on those providing higher added value and
knowledge transfer. At the same time, it is necessary
to increase the state capacities to take care of the in-
terests of citizens and the national companies.

1.3.THE OBJECTIVE OF ECONOMIC
DEVELOPMENT AND CONVERGENCE
TOWARDS THE EU BY 2030

In the past decade, creators of economic policies in
North Macedonia have been oriented towards main-
taining stability of the foreign exchange rate and of
prices, instead of stabilising the fluctuations of eco-
nomic activity at the level of the potential economic
growth without creating permanent inflationary or
deflationary pressures and without a lasting disrup-
tion of the payment balance.

In the past two decades, the Macedonian econo-
my has failed to keep pace with the dynamics of the
fast-growing economies. Despite the high price sta-
bility and the stability of the foreign exchange rate,
in the past two and a half decades the gross domes-
tic product (GDP) of North Macedonia has grown by
an average of 2.1 percent per year (3.3 percent in the
period 2000-2018). This was insufficient to signifi-
cantly reduce the level of development and the gap
in living standards compared to the highly developed



countries, and especially in relation to EU countries.
Thisindicates that price stability and foreign exchange
rate stability are not sufficient to accelerate econom-
ic growth, although those are its basic prerequisites.
The achieved economic growth was significantly be-
low the potential growth of the country. The gap in
the living standard compared to the highly developed
countries was closing very slowly. Thus, at the end of
2018, the GDP per capita in North Macedonia reached
37.2 percent of the average GDP per capita in the EU.

The utilisation of the main economic growth fac-
tor is very low. The labour force employment rate in
the country was only 47.3 percent at the end of 2019,
compared to 69 percent in the EU (whereas the target
employment rate for employment in the EU by 2025
is 75 percent). This indicates that a large portion of
the labour force in North Macedonia is discouraged
from seeking employment, is inactive or is temporarily
working abroad, or works in the informal economy.

The uplifting of the level of potential economic
growth of the Macedonian economy will largely de-
pend on well-designed and implemented structural
reforms in the medium term, referred to by Stojk-
ov and Besimi (2020) as the “big push”. Only in such
conditions can the potential economic growth of the
Macedonian economy be raised to a level of 4.3 to 5
percent in the 2020-2035 period. In such conditions,
the Macedonian GDP per capita, measured according
to the purchasing power parity of the dollar in 2035,
would amount to 58.4 percent of the EU average,
and employment would be 59 percent. Without com-
prehensive structural reforms, the potential econom-
ic growth would be in the region of 3.5 percent and
convergence would continue slowly. At the end of
2035, GDP per capita would be 49.0-52.5 percent of
the EU average, and labour force employment would
be 53.5 percent.

1.4. FAIR DISTRIBUTION OF INCOME
AND POVERTY REDUCTION

According to the conservative ideology, only eco-
nomic growth is important, but not the relative distri-
bution of income and wealth. Their widespread claim
is that when “the pie increases, it is good for everyone,
because everyone will get a bigger absolute piece of
the pie and the relative distribution is irrelevant.”
Conservative theorists even have two excuses for the
growing inequality. The first is that inequality is need-
ed for economic growth because it enables savings
and investment. It is based on the argument that the
income of those who are at the top of the scale is main-
ly from capital and that they save a lot of that income,
while on the other side of the scale - those with low in-
come generally spend it all (Dynan, Skinner and Zeldes,
2004). The idea behind this is for high-wage countries
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not to be able to accumulate capital, as the low-wage
countries would. Therefore, according to them, the
only way to enable long-term growth opportunities is
to provide large enough income for the richest. But the
problem with this explanation is that in the last decade
globally there has been no shortage of savings, but rath-
er a huge supply of liquidity, which Bernanke refers to as
“Global savings glut” (Bernanke, 2015). But even if addi-
tional savings are needed in order to increase economic
growth, there are certainly better ways to do that, such
as imposing higher taxes on the rich and using the extra
funds for investment (Stiglitz, 2016).

The second explanation is based on the claim that
those at the top of the income scale are the main job
creators and that if more income was to be directed at
them, this would create more jobs. But analyses in de-
veloped economies show that entrepreneurs are at
different places in the income distribution and that job
creation is by no means exclusive to the richest. In addi-
tion, Berg and Ostry (201 1) show that income inequality
is associated with economic instability, which makes the
periods of economic growth shorter when inequality is
bigger.

There are several reasons as to why inequality is detri-
mental to economic growth. First, inequality affects the
reduction of aggregate demand. This comes from the
same argument that was made earlier: those with lower
income spend a higher percentage of it than those with
higher income. And while declining aggregate demand
may be addressed by lowering interest rates and easing
regulation, this inevitably leads to consumer expansion,
market bubbles and growing debt that allow consump-
tion to be sustained. But, of course, this will all end: the
bubble will burst and the economy will enter recession
(Stiglitz, 2012).

The second reason is that countries with bigger ine-
quality invest less in public investments which increase
productivity, such as public transport, education, infra-
structure and technology. This is explained by the fact
that the richest feel as if they do not need such public
goods, and refuse to create a strong state that will im-
prove the efficiency of the economy, which at the same
time might be able to use its powers to redistribute the
wealth and income (Stiglitz, 2016).

The third reason is that the disparity of results is
linked to the inequality of opportunities for the next
generation. Today’s results shape tomorrow’s playing
field: winners of high income inequality today can pass
on a great advantage to their children in the future
(Atkinson, 2015). And this is a problem for economic
growth as well, because those who are at the bottom
of the income scale are not even close to their poten-
tials and have lower demand in the current period.
But more importantly, if the percentage of the poor is
high, if public education does not provide for adequate
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knowledge and skills, and if access to private education
is limited, this also has long-term consequences on pro-
ductivity and economic growth. The arguments con-
cerning access to healthcare are similar.

The Covid-19 crisis has shown that inequality aggra-
vates the management of health risks, which further
deepens the economic crisis. Accordingly, one of the key
measures for coping with the crisis is maintaining the
living standard of the marginalised population groups.

North Macedonia has the highest income inequality
in Europe, if we take as criterion the share of income
of the richest 1 percent. According to data of the Public
Revenue Office, 1 percent of the population with the
highest income generate 14.4 percent of the total reve-
nues of the country. On the other hand, the country has
the second highest rate of extreme poverty in Europe,
right after Serbia. Thus, the percentage of the popula-
tion living with below 2 dollars per day is 4.4 percent,
whereas the poverty rate is also quite high — 21.9 per-
cent of the population.

The medium-term objective concerning the pover-
ty rate should be its reduction by half from its present
level of 10 percent, which will bring us closer to the sus-
tainable development goals of the UN for eradication
of poverty.

1.5. STRENGTHENING
THE CAPACITY OF THE STATE

Major crises, such as wars and pandemics, always
restore the significance of the state. In good (normal)
times, often the private sector is described as “good”,
“high-quality” and “productive”, while the public sec-
tor is “bad”, “unproductive” and “parasitic”. But, in
times of crisis, it is the state that should always safe-
guard the well-being of citizens and companies. The
current pandemic is the best example of this, when
countries around the world are offering fiscal incen-
tives of unprecedented proportions just to keep jobs,
businesses and protect the income of the most vulner-
able categories of citizens.

But how big is the capacity of the state to protect
its citizens and companies? One of the more relevant
publications regarding state capacity is that of Acemo-
glu et al. (2011), titled: “Emergence and Persistence of

Inefficient States"." It states the following:

“The differences in “state capacity” are an impor-
tant determinant of economic development... Many
less-developed economies only have a small fraction

1 Acemoglu, Daron, Davide Ticchi, Andrea Vindigni (2011), Emer-
gence and Persistence of Inefficient States, Journal of the European
Economic Association, 9(2): 177-208.

of their GDP raised in tax revenue and invested by the
government... Societies with limited state capacity are
also those that invest relatively little in public goods
and do not adopt policies that redistribute resources
to the poor.

In this paper, we construct a political economy
model, which links the emergence and persistence of
inefficient states to the strategic use of patronage pol-
itics by the elite as a means of capturing democratic
politics. Democratic capture enables the elite to limit
the provision of public goods and redistribution, but at
the cost of aggregate inefficiencies.”

The state capacity has two dimensions. The first
one is the size of the state, that is, its propensity to
collect taxes and then to reinvest them. The second di-
mension is that of effectiveness, which represents the
quality to formulate and implement policies by the
public sector.

There are several theories as to what determines
the size of a state, measured by its relative share of
GDP. The first is the so-called Wagner’s law, according
to which there is a long-term tendency for the rela-
tive share of the public sector to increase proportion-
ally to the growth of real national income per capita
(Wagner, 1911). The main reasons for this are that
increasing social complexity requires greater protec-
tion and regulatory activity by the public sector; and
real income growth affects the relative increase of ex-
penditures in “culture and welfare.” This theory was
supplemented by Peacock and Wiseman (1961), who
hypothesized that government spending tends to in-
crease in times of war or social upheavals, and after-
wards remains at a high level.

Cameron (1978) was the first to explain the size of
the state with trade openness. According to this the-
ory, states which are more open have a higher rate
of industrial concentration, a tendency to stimulate a
better collective bargaining process and stronger un-
ions, which, in turn, lead to bigger demand for state
transfers in the form of social insurance, pensions, un-
employment insurance and workplace training and
qualification. Rodrick (1998) has confirmed the theory
of trade openness, in which he denied the explanato-
ry power of collective bargaining and trade unions,
and his argument is that state expenditures are used
to secure social security from external risks. Similarly,
Alesina and Wacziarg (1998) introduced the argument
that smaller countries have a larger share of the state
(measured via total expenditures in the GDP) and are
more open to trade, while the bigger countries can
afford having a smaller share of the state (thus lower
taxes as well) because they already benefit from a big
market which reduces their need to be open for trade.
Other more important theories explain the size of the
state through ethnic fractionalisation and inequality of



income, but there are also such theories that develop
models of political economy in order to explain them
via the electoral system, electoral rules, type of govern-
ment, etc. Generally speaking, the common feature of
the theories is that the state is the one that needs to
ensure protection from various types of risks.

What is the state size, i.e. what is the share of the
state in the economy of North Macedonia? Chart
number 1.1 presents the movement of total general
government expenditure as a percent of GDP in the
period from 1991 to 2019. North Macedonia has a

WHERE DO WE WANT TO BE IN THE MEDIUM TERM?

smaller state not only compared to the average size of
the states of the Eurozone and the European Union,
but also compared to the average of the post-transi-
tion countries in Europe (a group of countries that the
IMF refers to as: Emerging and Developing Europe).
Thus, in 2019, total general government expenditures
of North Macedonia amounted to 32.2 percent of
GDP, while their average for post-transition countries
in Europe was 36.7 percent of GDP, and the averag-
es for the EU and the Eurozone were much higher,
amounting to 45.5 percent and 47.1 percent of the
GDP, respectively.

Chart 1.1

Total expenditures of general government as % of GDP, from 1991 to 2019

Source: World Economic Outlook, IMF
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The size of North Macedonia as a state is smaller
than the regional standards. Chart 1.2 presents the
movement of total general government expenditure
as a percentage of GDP in the 1992 - 2019 period in
countries of the region of Southeast Europe (SEE). In
2019, North Macedonia scored higher public expendi-
tures only compared to Albania (29.7 percent of GDP)
and Kosovo (30.1 percen of GDP). All the other SEE
countries had higher government expenditures, rang-
ing from 38.3 percent in Bulgaria to 46.6 percent in
Croatia. Therefore, in the medium term, North Mac-
edonia should strive to increase the share of govern-
ment expenditure as a percentage of GDP and thus to
catch up with the average of post-transition countries
in Europe.

The effectiveness of the state can be measured by
a World Bank indicator, which is defined as: “indicator
of perceptions of the quality of public services, quality
of the public sector and the degree of its independ-
ence from political pressures, the quality of policy
formulation and implementation, as well as the gov-
ernment credibility in implementing such policies”. It
is calculated as an aggregate indicator that includes
several dimensions: rule of law, regulatory quali-
ty, control of corruption, political stability and voice
and accountability. North Macedonia is continuously
ranked in the quarter of European countries that have
the lowest state effectiveness. For example, in 2018,
all EU countries, as well as most SEE countries, except
for Bosnia and Herzegovina and Kosovo, had better
state effectiveness compared to North Macedonia.

In order to improve the effectiveness of the state,
two strategic goals should exist in the medium term.
The first goal is to limit the ability of political and
business elites to manipulate the rules of economy
and the society. North and Weingast (1989) can help
provide more about the theoretical foundations of
this goal. On the other hand, the dynamics of its reali-
sation can be monitored through three indicators: rule
of law, independence of the judiciary and freedom of
the media. These indicators are highly correlated with
the dimensions of the composite country effectiveness
indicator of the World Bank. For example, the rule of
law is highly correlated with the control of corruption,
freedom of media with voice and accountability, and
the independence of the judiciary is multidimension-
al. The regulatory quality will gradually improve as the
country proceeds through the EU accession chapters.

The second strategic goal is to improve the quality
of both pillars of the public sector: health and educa-
tion. Priority should be given to strengthening pub-
lic health. Our grappling with the current Pandemic
has clearly shown how important it is to have a sta-
ble public health system. Similar to this is education.
Unfortunately, for many years back North Macedonia
has been at the bottom of the PISA ranking when it
comes to quality of education, and the World Bank
Human Capital Index shows that an 18-year-old per-
son from our country spends an average of 11.2 years
in school, but the knowledge is equivalent to 6.8 years
of education. Therefore, the focus of the state should
be on strengthening the quality of public education.
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PRODUCTIVITY GROWTH OF THE
MACEDONIAN ECONOMY AND
STRUCTURAL CHANGES IN THE
MEDIUM AND LONG TERM

VANCHO UZUNOV, BRANIMIR JOVANOVIC AND IVANA VUCHKOVA

INTRODUCTION

Numerous analyses indicate that economic per-
formances of North Macedonia in the past two dec-
ades have been unsatisfactory. Despite the stability of
prices and the exchange rate, GDP grew at an average
annual rate of just 2.9 percent, whereas productivity
grew very little. Investment, on the other hand, can-
not be characterised as low, which indicates that al-
location of production factors is extremely inefficient,
and that the market mechanism has been “inhibited.”
Labour is an underused production factor, although
the unemployment rate did drop.

The growth model that has been adopted - based
on low labour costs, low and flat taxes and abundant
use of import of knowledge and technology through
FDI - did not bring about rapid and inclusive econom-
ic growth and significantly higher overall living stand-
ard. FDI from the technologicalindustrial develop-
ment zones create up to 50 percent of the total export
of the country, but in the share of GDP they contrib-
ute about 2 percent and employ about 3 percent of
the employed labour force. Participation of domestic
companies in the FDI value chains is almost negligible.
The FDI enable a kind of “export” of cheap Macedoni-
an labour, whereas the newly created production val-
ue generated through FDI is below 10 percent.

In addition to this, the country remains at quite a
low level in terms of its technological specialisation.
Domestic companies are using relatively outdated
technologies, are not ready to accept new technol-
ogies, and many small companies are not ready to
innovate. The level of investment in research and de-
velopment and the introduction of new products and
technologies are at extremely low level. The work pro-
cesses in domestic companies range between low to
medium level of automation; very often there is ana-
logue automation and an extremely low level of use
of artificial intelligence. Simply put, economic growth
and development have not been inclusive, as the ben-
efits of the achieved growth and development are

not widespread throughout the economy and are not
widely shared among the population.

Considering this as the starting point, this study
aims to indicate several aspects which are considered
as most important —in the context of the “big picture”
concerning the growth of productivity of the Macedo-
nian economy and the structural changes in the medi-
um and long term.

2.1. DEVELOPMENT STRATEGY
BASED ON EXPORT EXPANSION

In order to establish a realistic and feasible basis
for growth of productivity and living standards of
citizens in the long term, the first task should be the
selection of an appropriate development model or a
development strategy. This strategy, in fact, should be
perceived as the framework for all types of economic
policies and all the subsequent measures of the en-
tire national development policy (short-term, medi-
um-term and long-term) need to be aligned with it.

Considering this, amongst the manifold possible
development strategies, the most appropriate one for
North Macedonia is the development strategy of ex-
port expansion, or the export-led economic growth.

There are numerous arguments to justify the selec-
tion of this development strategy for the case of North
Macedonia, but the most important ones are that we
are a small economy, with a small market, with a very
limited domestic demand in terms of quantity and so-
phistication, with a relatively low degree of economic
development and with limited resources. As all these
factors are inter-linked and have a negative mutual
influence, according to the theory and the experience
of many countries, we consider the export expansion
strategy as the most appropriate, whereby the export
of products and services would be the main driver of
the entire economic development.
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The essence and details of the implementation of

such a development strategy are well known, but still,
we point to several important aspects:

1.

The selection of export expansion as a long-term de-
velopment strategy means that the country’s econo-
my should not remain (only) a “small open econo-
my”, but should gradually transform into an
internationally integrated economy. This is not the
same by any means. Namely, with export averaging
about 60 percent of GDP, the economy of North Mac-
edonia can be considered an open economy (al-
though that percentage in other “small countries” is
significantly higher). However, the share of activities
(primarily industry and agriculture) where almost all
export products of North Macedonia are created, in
the creation of domestic GDP, is not more than 25
percent. Export services are not included here (there
are no adequate data), but it can be concluded that a
very large part of North Macedonia’s GDP - about 65
percent—is generated in industries whose market tar-
get is only the domestic (small) market. This clearly
shows that the Macedonian economy is far from be-
ing an internationally integrated one, which has to
change in the coming period. From the perspective of
the share of export in GDP, the successful implemen-
tation of the development strategy of export expan-
sion means that this share, in the foreseeable future,
should exceed 100 percent. That, in fact, should be
the first long-term target of economic policy.

In a development model of export expansion, the
main driver of development is the export of goods
and services (and not “capital investments at any
cost” - they are just a policy instrument). However,
this should be supplemented by an indication of what
kind of export is implied. In that sense, in the case of
North Macedonia there should be an increase in the
export of goods and services with a larger compo-
nent of domestic added value. This is exactly the
weakness of the current practice in North Macedonia
- the export of goods is continuously growing at a
much higher rate than the GDP growth or the living
standard of the citizens, and this is the case because
the domestic component of Macedonian export is
unskilled and semi-skilled (hence cheap) labour. Re-
versing that situation is the essence of the develop-
ment model of export expansion, and that should be
set as the second long-term target of the economic

policy.

. When implementing the export expansion strategy,

government support should not be limited only to
primary or secondary sectors, but should also encom-
pass the tertiary sectors, namely the services. In the
case of North Macedonia an additional reason for this
is that 40 percent of the Macedonian GDP is generat-
ed in production service sectors, which is three times
more than the share of the entire manufacturing in-
dustry (13 percent). Therefore, in spite of the support
to the export of goods - which in a systemic context

surely does not suffice and needs to be further devel-
oped — the economic policy ought to focus also on
supporting export of services from North Macedo-
nia, where potentials are still underused. Exporting
sectors may also be construction, transport, forward-
ing, and especially information and telecommunica-
tions services and tourism (revenue from foreign tour-
ists is considered as export). This needs to be the third
long-term target of the economic policy.

. The development strategy of export expansion im-

plies the existence of a relatively high level of techno-
logical development and modernization, which in
the case of North Macedonia means building a rela-
tively high level of specialization in the economy, and
the gradual development of a relatively high level of
competitiveness and competitive capacities in re-
gional and global frameworks. To achieve this, com-
petitive advantages of the Macedonian economy
need to be created, based on high quality labour,
technological advancement and innovation. And
sinceitis a small economy, it can be expected that this
will be the case in a relatively small number of sectors.
Achieving that specificity is the fourth long-term tar-
get of the economic policy.

. The implementation of a development model based

on export expansion means that the country ought
not rely solely on the import of knowledge/technolo-
gy (an exogenous growth model, as has been the
case so far), but it should be combined also with an
endogenous growth model - development of own
knowledge, innovations, for linking domestic compa-
nies in the FDI value chains that have ventured in
North Macedonia, as well as in the regional and glob-
al value chains. Even traditional sectors such as agri-
culture, can also rely on endogenous models if they
are oriented towards high-income production with a
high share of knowledge and human capital in it. And
this should be set as a long-term target of the eco-
nomic policy.

In order to implement successfully the future model
of economic development, the position of the gov-
ernment in relation to the overall economy and in re-
lation to the management strategy of economic de-
velopment has to be redefined. In that sense, and
according to the latest economic theories and best
practices of the 21st century, the modern role of the
government in relation to the economy consists in ac-
complishing the following 6 tasks: a) the government
is a regulator (but we must add here that it should be
a neutral regulator); b) the government is a corrector
(of market imperfections and negative externalities);
) the government is the instigator and director (of
technological progress, of the ability of business enti-
ties to increase productivity, of export, etc); d) the
government is the creator and provider (of better
quality resources: good education and health, physi-
cal and ICT infrastructure, of the “Green Agenda”,
etc.); e) the government is a redistributor (of the
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newly created value, i.e. a holder of an appropriate
policy for social justice and inclusion); and f) the gov-
ernment is also an “informing party” (the main
agent for reducing the problems arising from insuffi-
cient and asymmetric information). But the govern-
ment should not be the “exclusive selector” of the
“winners” (in terms of sectors, activities, branches, or
companies, as domains in which the high specializa-
tion of the economy will take place).

This is followed up by yet another aspect of best prac-
tice in good governance, in the sense that the poli-
cy-making approach should not be purely top-down
(and through government selection process, which is
a reminiscence of the socialist economic planning
model), nor exclusively “bottom-up” and/or “neutral”
(which is a reminiscence of the neoliberal “Washing-
ton Consensus” model), but it should be a special
combination. That is, the modern approach would
be: “cooperation between the public and private
sectors on all issues of productivity and social
goals” (K. Aiginger & D. Rodrik, 2020). In this sense,
modern industrial policy is defined as “policy that
looks beyond GDP growth”, because in addition to
the issues of productivity growth and economic
growth and development, it also includes all broader
social aspects, which is quite correct and acceptable.
With this in mind, a special methodology called
“smart specialization” has been developed within the
EU, which generally defines the areas of specializa-
tion of the economy through a process of coopera-
tion between the public and private sectors, but also
with the academic community, local entities, civil so-
ciety, etc. As an approach to conducting the overall
economic and especially industrial policy, still in its
fledgling years in North Macedonia, it should not only
continue, but rather become one of the few main
tools of future economic policies. This would be an-
other long-term target of the economic policy.

. Considering all the aspects above, perceived in oper-
ational terms, and with a view to achieving productiv-
ity growth, economic development and successful
implementation of the development model of export
expansion, the government of North Macedonia
needs to act through: a) improving the quality and
functionality of the institutions; b) solid market regu-
lation; c) developing further its human capital (pro-
motion of education and health); d) investments in
material infrastructure (transport, energy, ICT infra-
structure, etc.) and e) support for the qualitative as-
pects of the operation of business entities so they
could build “backward & forward” value chains with
regional and international companies. However, it is
very important to choose wisely and to set up/define
the support instruments well. Henceforth, if the plan
is to continue subsidising (including here agricultural
subsidies), they should be conditioned on a certain
"output” (for greater quantity and higher quality),
and not on “input”, as is the case now. That is not de-
velopment. In the same sense, subsidies should be

20

phased out over time as an instrument of economic
policy (until they are completely eliminated in the
foreseeable future), and instead, public procure-
ments should gain importance, but must be very well
prepared and without any of the distortions that
presently exist.

Lastly, one should consider the need to ensure a de-
gree of self-sustainability of the economy of North
Macedonia, in the context of the current crisis or fu-
ture similar crises. This primarily refers to the need to
have agriculture (i.e. food), medical equipment, disin-
fectants, etc. Such types of production would ensure
some “security” in the wake of a future crisis, howev-
er, given the limited capacity of the small economy of
the state, we should strive that such activities and
sectors also become competitively capable of export-
ing their products.

2.2.HIGH QUALITY AND
FUNCTIONAL INSTITUTIONS

The impact of the quality of institutions on eco-
nomic growth and development, and especially on
productivity is very well known. Nowadays it is a prov-
en fact that the “success” of some countries, much like
the “failure” of others, is owed primarily to the insti-
tutions (D. Acemoglu, J. Robinson, 2008). The institu-
tions are perceived as “rules of the game in a society or,
more formally, as limitations set by the people which
shape their mutual interactions” (D. North, 1990, p.3).
All three aspects of the definition are important here:
that institutions are established by the people (and
are not factors which are beyond their control); that
those rules of the game imply limitations to human
behaviour; and that their primary influence is through
the creation of initiatives. For economists, initiatives
are the foundation of economic activities. In this re-
gard, many years ago, the World Economic Forum, in
its Global Competitiveness Report, pointed out that
the degree of economic development and the stage
of competitive capacity of the economy of North Mac-
edonia have determined that faster future economic
development depends primarily on the capacity of in-
stitutions, and not on the availability of resources.

Taking this into consideration, Chart 2.1 below
presents performances of North Macedonia against
the six main indicators of the quality of institutions
according to Worldwide Governance Indicators, in the
1996-2018 period. Progress has been achieved in two
of them - Government Effectiveness and Regulatory
Quiality - but with the remaining four indicators (Voice
and Accountability, Political Stability, Rule of Law and
Control of Corruption) the situation has not changed,
even after such a long period since the independence
of the country. This accounts for many of the reasons
why the market mechanism in North Macedonia has
not been functioning in an optimal way.
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Chart 2.1
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The reason behind this is well explained in the
theoretical literature. It has to do with the notion
that North Macedonia is a typical case of a country
“victim” of the “see-saw effect”, as well as of the “Iron
Law of Oligarchy” (D. Acemoglu, J. Robinson, 2008).
The point is that without a real disruption (change) in
the relationship between political power de jure and
de facto, the mere de jure reform of the institution-
al "set-up” will not lead to a de facto change in the
quality and functionality of the institutions. Without
going into details and explanations, the experience of
many countries shows that such a situation can last for
a very long time. However, the belief remains that the
intensive implementation of the process of accession
of North Macedonia to the EU, which is expected to
begin next year, might accelerate this process.

On the other hand, even though we are not able to
cover all the aspects of what it takes to develop high
quality and functional institutions in North Macedo-
nia, it is important to point out that this does not refer
only to the state institutions in the narrow sense of
the word (meaning state, municipal and other bodies,
organizations and agencies), and hence, we are not
talking just about the introduction of state-of-the-
art management techniques for those institutions, or
about reducing the number of state and public admin-
istration employees; that would make the task much
easier. Also, this does not concern only the proper reg-
ulation of markets (which is a particularly interesting
and important topic). Rather, it is about institutions in
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the broadest sense of the word, including all laws and
bylaws, then the customs, norms, rules, etc., and espe-
cially the manner of their implementation in practice
(meaning a proper, uncompromised and equal-for-all
application of the laws). Practically, it is about reform-
ing and changing the overall social and political “set-
up” of the environment in North Macedonia. This will
take a long time, but any development in that direction
would bear a very favourable effect on productivity
growth and accelerated economic development.

2.3. EDUCATION FOR THE 215" CENTURY

The development and the promotion of education,
which should significantly impact technological de-
velopment and stimulate innovation, are particularly
important segments for expanding economic pro-
ductivity, especially when speaking about the intro-
duction of a development model based on export ex-
pansion. This is the previously featured component of
the endogenous aspect of the development model. In
light of this, it is challenging to indicate the direction
in which the education process should be reformed,
especially with the focus on the needed upgrade of
the curriculum and teaching content.

The guidelines can identify the expectations re-
garding the direction of technological development
and innovation as drivers of productivity growth and
economic development. It is very important for North
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Macedonia to abandon, as fast as possible, the exist-
ing model of development based on abundant use of
low-skilled and cheap labour (so-called price compet-
itiveness or competitive advantage based on cheap
production factors and “inputs”), and to move to-
wards development based on activities and industries
characterised by (at least) intermediate level of tech-
nology and technological equipment (the so-called
qualitative competitiveness, that is, competitive abil-
ity based on quality).

In doing so, we cannot and should not expect that
companies from North Macedonia would make world
class technological champions, neither in the long
term nor in a limited number of activities. The prima-
ry objective here should be that national companies
from North Macedonia are empowered for large-
scale use of medium-level technology. Furthermore,
in the existing typical “leader-follower” constellation
of companies worldwide, when it comes to their tech-
nological development and the level of equipment
they use, national enterprises from North Macedonia
should be enabled to be the runners-up to the tech-
nological leaders, which would surely be a giant leap
from our present state of being the followers of the
runners-up to the technological leaders. This, how-
ever, necessitates better (than the existing) average
qualifications of the workforce in North Macedonia,
as well as growth of innovations. But even in that
context, we should not aspire to some “cutting-edge”
innovations or pioneering brand new products or ser-
vices. Innovations can also be quite simple discoveries,
but those which lead to improved operation of com-
panies from North Macedonia or facilitate their inte-
gration in the regional and international value chains
(of the large enterprises).

Henceforth, the advancement and reform of ed-
ucation in North Macedonia should essentially pro-
gress in two directions: a) increased and better quality
(compulsory) study of mathematics (to help master
and practice logical thinking) and foreign languages
(for increasing workforce mobility); and b) introduc-
tion and study of the “215t century knowledge and
skills” which are almost completely non-existent in
the present public education system in North Mace-
donia. In general, this is a matter of reforming edu-
cation so that it would no longer teach students skills
which are already performed by “semi-intelligent or
intelligent machines” (and in the future this will be
even more obvious), but to give them knowledge and
skills that digitalization would not be able to replace,
or knowledge and skills that help students acquire
qualifications that digitalization will bring along, and
which will become ever more important. More specif-
ically, it concerns knowledge and abilities for: critical
thinking (ability to find solutions to basic or complex
problems, and not just to follow instructions); creative
thinking (ability to think independently and to look
beyond the stereotypical way of thinking, as well as
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the ability to reach decisions); managing people and
processes; communication (ability to negotiate); infor-
mation literacy (comprehending facts and data, charts
and tables, statistics and other data, etc.); media liter-
acy (understanding the ways in which information is
published); and technical literacy (knowledge of using
information technology). This also includes skills for:
collaboration (ability to work with others and work in
teams); flexibility; initiative; and taking action in a so-
cial environment (engaging in social networks).

A workforce that is prepared and skilled in such a
manner would certainly be able to quickly and effi-
ciently adapt to different jobs, because jobs will rap-
idly change in the future. On the other hand, narrow
specialization and acquisition of future knowledge
and skills, i.e. training of the young workforce only
in specific jobs that are presently in demand (in the
short term), will lead to the loss of employability of
that workforce in the foreseeable future, meaning
that again substantial investments and time will be
needed for new retraining and requalification of the
workforce.

2.4. INCLUSION OF NATIONAL
COMPANIES IN THE VALUE CHAIN
OF THE “DOMESTIC"” FDI AND IN
THE REGIONAL AND GLOBAL
VALUE CHAINS

The inclusion of domestic companies in the value
chains of the FDI which have invested in North Mace-
donia should be perceived as a process that will create
the full multiplier effect of attracting FDI, meaning
that productivity and economic growth will rise. At the
same time, this process is as necessary as it is difficult to
implement. There are several reasons for this, but the
most prominent one has been that when implement-
ing the policy of attracting FDI in North Macedonia, so
far the primary interest has been placed on employing
domestic cheap labour, rather than structural changes
in the economy and greater involvement of domestic
companies in their value chains. But this has created
major technological barriers for domestic firms to be-
come part of the FDI value chain.

Resolving this problem should take place through
technological modernization of domestic companies,
for which they need to be supported by the govern-
ment, but also through initialising a different model
of attracting FDI in the future: to attract FDI with ac-
tivities (production) that would be compatible with
opportunities of domestic companies to integrate in
their value chains. In fact, that is why the future model
of economic development of North Macedonia should
have a sectoral approach in terms of the attracting of
FDLI. In light of this, efforts should be made to use the
specifics of other activities in the Macedonian econ-
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omy, for example agriculture, in terms of actively
attracting FDI in the field of food production, because
the domestic primary agricultural production would
bring a significant input in those value chains. This
would help increase the efficiency and specialization
also of agriculture in North Macedonia.

Another process complementary to this is the
inclusion of domestic companies in regional value
chains and the regional (common) market, as well as
in the international value chains. The regional market
represents great potential for domestic companies
in North Macedonia. First, because the competitive
ability to place export products and services of Mac-
edonian companies is greater on the regional market
compared to the EU market as a whole. Second, be-
cause one of the consequences of disrupting econom-
ic flows created by the current pandemic is disrupting
the existing value chains of EU firms strongly linked
to China and other more distant markets. The Euro-
pean Commission is in the process of rethinking such
a constellation in the future, and the Western Balkans
are becoming increasingly interesting as a space for
the future expansion of FDI of EU member-states, as
well as for increased integration of companies from
the Western Balkans with companies from the value
chains of EU companies.

On the other hand, one major problem for strong-
er economic networking and for the formation of
regional value chains of companies from the Balkan
economies are the structural characteristics of these
economies. That is because the structures of econo-
mies of the Balkan countries are similar — which arises
from almost the same endowment with production
factors, almost the same degree of economic develop-
ment, a shared past in the same social environment,
the same education and health systems and the like
- those economies are more competitive with each
other rather than being complementary. However,
economic structures are changing according to the
potential for progress. In that sense, all the economies
in the Western Balkans are looking at intensive pro-
cesses of structural change and adjustment. Thirdly, a
process of regional economic integration is under way
(first as a free trade area, then as a customs union, and
finally as a common market). All this indicates that this
potential for future economic development of North
Macedonia must not be neglected, or be considered
as something of secondary importance, considering
the EU market to be of primary importance. Domestic
companies should receive all forms of support for this
plan to succeed, starting from financial (cheap loans,
export guarantees, etc.), by providing information, all
the way to supporting performance and venture in
the regional markets, etc.
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2.5. INVESTMENTS IN INFRASTRUCTURE
AND “"GREEN AGENDA"

Investment in infrastructure are an important in-
strument for stimulating economic development,
as they boost economic growth in the short term,
through the multiplier effect of public investments, as
well as in the medium and long term, through increas-
ing the productive potential of the economy. The ef-
fects from infrastructural investments are even more
explicit in conditions of inhibited economy, as are the
present conditions with the Covid-19 crisis. The fiscal
multiplier is higher in time of economic crisis, which
makes public investments the most effective instru-
ment for overcoming the crisis.

This is even more pronounced in countries with
poorly developed infrastructure such as North Mace-
donia. According to the World Bank, North Macedo-
nia is at the European bottom in terms of infrastruc-
ture quality, which is a serious limiting factor for the
development of trade, transport and all other eco-
nomic activities. However, one addition needs to be
made here: North Macedonia has overcome the phase
of “physical expansion” (or “building from scratch”) of
its infrastructure, especially of its road network, which
means that future investments would entail adequate
maintenance and modernisation of the road network
(improvement of its quality rather than quantity). In
terms of the railway network, things are opposite,
which means that in the railway network a process of
intensive construction is yet to come (of course, of the
economically justified and sustainable routes). The
gas pipeline network in North Macedonia is in a sim-
ilar state, which means that it has to be completed in
full as soon as possible.

In the present crisis, investments in health infra-
structure particularly stand out as being necessary, in
order for the state to be able to respond to current
health challenges, but also to potential future chal-
lenges of similar nature. Even if such health shocks
were to cease in the future, considering the trend of
the population ageing that our country is no excep-
tion to, the health sector needs major investments.

Another initiative that has become particularly rel-
evantin the current crisis, although it has been around
for along time, is “green growth”, or “the Green Agen-
da”. Recognizing the consequences for humanity and
the economy caused by climate change, the United
Nations as early as in 1997 adopted the Kyoto Pro-
tocol, which was preceded by the 1992 Framework
Convention on Climate Change (UNFCCC). North Mac-
edonia ratified the Kyoto Protocol in 2004, which sets
out, among other things, policies to limit greenhouse
gas emissions, as well as the legal obligations of highly
industrialized countries, including the European Un-
ion. The Paris Agreement, as the greatest success in
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climate diplomacy, represents both a proper follow-up
and a huge step forward also in terms of the commit-
ments bestowed on countries regarded as “smaller
polluters”, which includes ours. According to provi-
sions of this agreement, which provides for limitation
of global warming below 2 C, we have an obligation
to develop a National Energy and Climate Plan, which
will be subject to regular revision and will reflect our
commitment as a country in the global fight against
climate change.

The regional development banks followed suit,
and very early joined this global trend of activities
for the mitigation and adaptation to climate change,
primarily by conditioning the projects financed by
them. The European Union, on the other hand, has
been considered the most progressive actor for years
in terms of efforts to combat climate change, as evi-
denced by the European Green Deal, which envisions
a carbon-neutral continent by the year 2050, which
even during the global pandemic caused by Covid-19
has become a strategic commitment of the Union,
and thus an obligation for future members. World
renowned economists like the Nobel laureate Jo-
seph Stiglitz perceive the European Green Deal as the
mechanism for institutionalizing the state market reg-
ulation (during neoliberalism, the market paid no re-
gard to the environment which led us to environmen-
tal disasters, global warming and climate change). Put
in general terms, “green growth” refers to economic
growth that does not disrupt nature, does not pollute
nor affect climate change, and is based on preserving
the ecological balance. It primarily covers energy-re-
lated activities pertaining to a just transition towards
renewable energy sources, the circular economy that
treats waste as a resource, as well as other activities
aimed at mitigating and adapting to climate change.
Apart from these global problems, a major local infra-
structural problem in our country is the fact that many
settlements still do not enjoy the basic benefits of civ-
ilization, such as sewerage and water supply. Only 18
percent of rural areas are covered by water network
and sewerage, which are “bad statistics” for a country
aspiring to join the EU.

In order to respond properly to all these challenges,
we need a comprehensive strategy for infrastructural in-
vestments for “green growth” which would cover a time
period of several decades and all relevant segments. The
main segments of such a strategy need to be:

Improving the transportation infrastructure, with a
special focus on railway transport, which is far more
environmentally friendly than road infrastructure;
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Investments in renewable energy sources, such as so-
lar energy, for which our country has significant un-
tapped natural and infrastructural potential (for ex-
ample, decentralized solar capacities on the roof
surfaces of public buildings). For example, the study
for "Energylndependent and Self-Sustainable Kar-
posh” indicates the possibility of covering as much as
75.82 percent of the existing electricity consumption
from photovoltaic systems installed on the rooftops
of private residential and administrative buildings in
the municipality;

Investments in energy efficiency and transforming all
facilities into energy-efficient ones (which requires
renovation), which, under the Third Biennial Climate
Change Report will entail opening of 10,000 new
jobs in our country by 2035;

Replacing wood and coal as a heating resource for
households with environmental resources (solar en-
ergy, thermal waters, heat pumps, etc.);

Investments in public health, which include construc-
tion of a new clinical centre, but also renovation of
the existing facilities and investment in new equip-
ment;

Installing water and gas supply networks as well as a
sewerage system throughout all the settlements in
the country;

Supporting local production of needed products nec-
essary to meet this end, such as photovoltaic panels,
solar panels, environmental means of transport, a
building fund for greater energy efficiency etc.

Promoting green jobs by introducing adequate edu-
cation programmes, providing a just transition fund
which enables retraining and requalification of work-
ers for the needs of the new jobs.

The implementation of such an ambitious and
comprehensive public investment strategy will not
only stimulate economic growth in the short, medium
and long term, but will also represent a step forward
to a substantial transformation of the economy and
the society, making it more appropriate for the new
era and to the strategic commitments of North Mac-
edonia for membership in the European Union. In
addition, IRENA (the International Renewable Energy
Agency) suggests that investing in renewable energy
sources, in accordance with the obligations of the Par-
is Agreement, will contribute to a 4 percent increase
of human well-being, which among other things re-
fers also to the quality of life and jobs.
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HOW TO ACHIEVE SUSTAINABLE GROWTH
AND ITS POST COVID-19 FINANCING

GLIGOR BISHEV AND JANE BOGOEV

INTRODUCTION

The economy of North Macedonia has suffered se-
vere shocks in the past two and a half decades. Some
of the shocks were of an external nature, such as the
shock of the Kosovo crisis, and the shock caused by
the Global Financial Crisis that began in late 2008 and
lasted for several quarters. Starting in 2015, the Mac-
edonian economy was hit by a domestic shock caused
by political instability in the country which lasted for
two years. With the country’s gradual economic and
political stabilisation and its significant progress in
the Euro-Atlantic integrations, the country yet again
faced the direst of shocks, this time caused by the Cov-
id-19 pandemic. This shock, inflicted by health factors,
affected the whole world including the Macedonian
economy, both on the supply and on the demand side.
Given the structure of the Macedonian economy and
its labour intensity, its health risk management and
reliance on home-based work, recovery will be very
difficult. The pandemic risk will be one of the biggest
tests for the stability and resilience of the country in
terms of its economic and financial infrastructure, as
well as from a social and political point of view.

3.1. SUSTAINABILITY OF GROWTH
BEFORE THE PANDEMIC

In the past two decades, the Macedonian econo-
my failed to keep pace with growth dynamics of the
fast-growing economies. Despite the high price stabil-
ity and exchange rate stability over the past two and a
half decades, North Macedonia’s gross domestic prod-
uct (GDP) grew by an average of 2.1 percent a year
(3.3 percent in the 2000 - 2018 period), Chart 3.1. This
was insufficient to significantly reduce the level of de-
velopment and the gap in living standards compared
to highly developed countries, and especially com-
pared to the EU countries. This indicates that price
stability and exchange rate stability are not sufficient
to accelerate economic growth, although they are its
basic prerequisites. The achieved economic growth
was substantially below the potential growth of the
country. The gap in living standards compared to the
highly developed countries was slowly closing. Con-
sequently, at the end of 2018, the GDP per capita in
North Macedonia reached 37.2 percent of the aver-
age GDP per capita in the EU.

CHART 3.1
ReAL GDP GROWTH RATE, INFLATION RATE AND MKD/EUR EXCHANGE RATE

=== Growth of real GDP (%)

Source: SSO and calculations

15,0 63,5
10,0 /A ~ + 63
50 A I: 1 62,5
WAL MY\ LS -
0,0 ‘ l\; 1 ; A s qu - o1
soll A\~ \/\ N !
L 61
10,0 H——1 L 60,5
15,0 60
CnhEnknhrkanknknhnkuknkntnheknkntakatks
2002|2003 /2004|2005 | 2006|2007 2008| 2009|2010/ 2011|2012| 2013/ 2014| 2015|2016/ 2017|2018 2019

=== |nflation rate (%)

MKD/EUR exchange rate (m.r.)

26



HOW TO ACHIEVE SUSTAINABLE GROWTH AND ITS POST COVID-19 FINANCING

The utilization of the main factor of economic
growth is very low. The employment rate of the la-
bour force in North Macedonia was 47.3 percent at
the end of 2019, compared to 69 percent in the EU
(the EU target employment rate by 2025 is 75 per-
cent). This indicates that a large portion of the labour
force in North Macedonia is discouraged from seeking
employment, and is inactive or temporarily working
abroad, or works in the informal economy.

Clearly the economic growth model in North Mac-
edonia, which is based upon arbitrage of labour costs
and arbitrage in income tax rates, does not provide for

a comprehensive inclusive growth which can generate
significant added value and an accelerated increase
of living standards. This is the feature of econom-
ic growth in all six countries of the Western Balkans
(OECD, 2019). Production analysis in Western Balkan
countries suggests that the technological know-how
in the region is at a medium-low level of develop-
ment. Therefore, attracting FDIbased on labour price
arbitrage and taxes in the long run is unsustainable
(McKinsey Global Institute, 2019).

Through its tax policy and the policy of one euro
for construction land, North Macedonia has managed

CHART 3.2
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to attract a significant number of FDIin the economic
zones in the assembly areas. The research and devel-
opment stage for the products is done in the parent
companies of the investors, and the assembly is done
in the domestic companies. Thus, exports from the
economic zones have reached 50 percent of the coun-
try’s total export. However, their contribution to the
country’s GDP barely reaches 10 percent, and in terms
of the number of employees it reaches around 25 per-
cent (Chart 3.2). The situation is similar in the other
Western Balkan countries, where food production
and manufacture, metal industry and the automotive
and machine industries account for 58.3 percent of
total exports, barely 15.3 per cent of GDP and 31 per
cent in the total employment (OECD, 2019).

If we are to analyse in more depth the essence of
the growth structure, according to experience gained
starting from 2007, we can conclude that growth has
been overly concentrated on the models relying on
the so-called exogenous growth factor. According to
these models, the productivity factor is considered to
come exclusively from outside through the import of
knowledge (Growth Report 2008, the World Bank).
This is achieved in practice by increasing FDIthrough
which foreign investors import sophisticated pro-
duction equipment to the host country and train the
workforce in specific specialized production. Such
models have yielded very good results since World
War Il in Japan, later in South Korea, the East Asian
Tigers, and in the past twenty years in China (Growth
Report 2008, the World Bank).

Nevertheless, this was not the case with North
Macedonia. FDI was more focused on low specialized
production (textiles, assembling parts for automotive
industries, chemical, industry and metal processing
industry) which, in essence, did not help any substan-
tial transfer of technologies and knowledge. Still, FDI
significantly helped increase export, and by the end
of 2019, export-based FDI reached 50 percent of total
exports.

Moreover, unemployment dropped significantly
(from around 34 percent), but remained quite high -
17.3 percent at the end of 2019.

Growth and development were not inclusive. The
benefits were not widespread throughout the econ-
omy and the population. The Gini coefficient, which
measures unequal income distribution, although
denoting a trend of gradual decline, remained high
- 34.2 percent in 2017. The population living on the
verge of poverty or social exclusion, before social
transfers and pensions, amounted to staggering 40.7
percent of the total population at the end of 2017.
After government transfers, and especially as a result
of the pensions, the poverty risk rate dropped to 22.2
percent.
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3.2.PRODUCTIVITY AND INVESTMENTS
IN RESEARCH AND DEVELOPMENT
ARE INDISPENSABLE FOR GROWTH

The moderate economic growth is highly correlat-
ed with the low productivity growth. In the past two
decades, economic growth was driven primarily by
employment. The exception here is the 2000 — 2005
period, (that is the period before the intensive promo-
tion of economic zones), when productivity growth
was the leading factor of economic growth (with
productivity growth of 2.4 percent on average per
year). In the 2006 — 2018 period, productivity hardly
contributed at all to the economic growth (productiv-
ity growth of 0.2 percent on average per year). Dur-
ing this period, employment increased by 3.1 percent
per year, or cumulatively increased by 40 percent. This
brings us to the conclusion that the economic growth
in the past two decades has been labour-intensive in
its nature, where the increase in employment was also
driven, to some extent, by employments in the public
sector. This explains in part why there has been no pro-
ductivity growth. FDI has not significantly contributed
to productivity growth nor increased investments in
the workplace. The exceptions are finance and the
information and communications sectors where pro-
ductivity gave a significant boost to growth (Chart 3.3
and Chart 3.4).

The level of investments in research and develop-
ment of new products and technologies is exception-
ally low, around 1.5 percent (twice lower than the EU
average). That is the key driver of growth and devel-
opment in the modern world. Investments in research
and development, along with the investments in
non-material assets, such as brands, software, design,
intellectual property, are on the rise as a share in the
total companies’ revenues. Their share has increased
from 5.4 percent in 2000 to 13.1 percent in the year
2016 (McKinsey Global Institute, 2019).

In light of the above, a great many of the activi-
ties are done manually, although in highly developed
countries they are fully automated and digitalized
or almost do not exist as jobs: toll collection, parking
payment, cashier in grocery stores, refuelling at gas
stations, employees at information points, cleaners of
public spaces, salespersons of tickets for public trans-
port, theatres, cinemas, etc. Moreover, work processes
in companies are at medium automation level with a
low utilisation level of artificial intelligence. The weak-
nesses of such a structure of work processes becomes
even more pronounced in conditions of pandemic, be-
cause more workers are at a higher risk of infection.

Such a structure of the economy, in addition to the
delivery of low economic growth and living standard,
makes the economy highly vulnerable to health risks
such as that of Covid-19.
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CHART 3.3
PRODUCTIVITY OF LABOUR, GDP GROWTH AND EMPLOYMENT

Source: WEO October, IMF and SSO, and calculations
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CHART 3.4
PRODUCTIVITY OF SOME SECTORS

R, S, T Arts, entertainment and recreation;
Other service activities; Services of ...

O, P, Q Public administration and defence;
compulsory social security; Education

M, N Professional, scientific and technical activities;
Administrative and support service activities

L Real estate activities

K Financial and insurance activities

J Information and communication

G, H, | Wholesale and retail trade;
repair of motor vehicles and motorcycles, ....

F Construction

C Manufacturing

B, C, D, E Mining and quarrying,
Manufacturing, Electricity ...

A Agriculture, forestry and fishing

Source: SSO and calculations

= 2010-2017 = 2000-2009

average

o

1.000.000 2.000.000 3.000.000

3.3. THE COVID-19 SHOCK
3.3.1. Global trends with covid-19

Starting in March 2020, the whole world faced a
global pandemic that affected all continents of the
world simultaneously, with North Macedonia being
no exception. The global measures of isolation and
closure of the countries’ borders, as well as the closure

There has been a drastic reduction in industrial
production as well, due to shocks from the demand
side, but also from shocks on the supply side where,
for preventive health reasons, production was ter-
minated for a period of time. All of this not only led
to education in economic activity, but also contribut-
ed to the disruption of global and regional flows of
trade, production and exchange of raw materials.

of unnecessary economic activities, led to a drastic re-

duction of economic activities. The most severely af-
fected economic sectors in which turnover decreased
overnight are the services sector (tertiary sector),
especially in the area of: tourism, trade, transport,

education, etc.

In conditions of great uncertainty on the world
stage, the aversion to risk of investors in the financial
markets escalated significantly, which led to a sharp
movement of capital, changing its global trends in
two respects:
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a) Geographical: a trend of withdrawal of capital from
developing countries towards the “safe haven”
countries, which are the highly developed countries.
FDIs, according to UNCTAD, will drop by 40 percent
compared to their 2019 level.

b) Changing the type of investing of financial instru-
ments, whereby investors started investing in long-
term state securities at an increased pace, believing
them to be the best protector of value in such tur-
bulent times.

Such capital movements were accompanied by
lower interest rates of the world’s key central banks as
an incentive to the economy. At the same time, due to
increased aversion to risk and mistrust of markets and
prospects for economic growth by investors, there has
been a steep drop of prices of securities and on world
stock markets. The trend of negative returns on long-
term securities has deepened even further, reducing
thus the central and local government funding to al-
most historical lows.

This global recession, which is expected to be the
second deepest in highly developed countries after
the Great Depression in the 1930s, will also severely
hit the developing countries. Developing countries,
including North Macedonia, will be affected not only
by the collapse of domestic supply and demand, but
also by the rapid decline in external demand (export)
and significantly limited access to external financing
of the private sector.

The biggest challenge worldwide will be to main-
tain liquidity of financial systems at an appropriate
level, which will require coordinated action by the
leading and local central banks. At this stage, in the
short term, private and public sector debt is not the
focus of macroeconomic policies. In the long run, this
will be a serious challenge to the sustainability of eco-
nomic growth.

3.3.2. Economic challenges of North
Macedonia in conditions of covid-19

The Macedonian economy reflects the same prob-
lems that all the other small and open developing
economies will face. The trend of moderate economic
growth from the past few years will be interrupted. In
conditions of fixed foreign exchange rate, fiscal policy
will be the main instrument that can be actively used
to mitigate the economic downturn.

Moreover, as a result of reduced production, ac-
tivities in the service sector, rising unemployment,
but also the drastic decline in private transfers from
abroad that financially supported Macedonian fam-
ilies (in the January - August 2020 period, private
transfers from abroad reduced by one half compared
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to the same period last year), there is a serious dan-
ger of social inequalities on a larger scale. All this will
affect the reduction of quality of life, coupled by the
possibility for a significant increase in inequality.

On the other hand, fiscal policies also experience
serious problems. There is a drastic decline in public
revenues due to the above reasons, that is, there is a
reduction of direct and indirect tax revenues, while
public expenditures are expected to deepen signifi-
cantly. All this will lead to even deeper budget deficit
(estimates range from 5.5 to 9 percent) which, in con-
ditions of stimulative fiscal policy, could reach a larger
scale and disrupt the fiscal stability and sustainabili-
ty of public debt. These problems will be even more
pronounced given the fact that there was not enough
time to recover the fiscal position from the previ-
ous two crises. Consequently, there was not enough
time to implement appropriate reforms that would
strengthen the principles of operation on the revenue
and expenditure side.

3.3.2.1. Short-term measures

The short-term and medium-term solutions will
depend on the duration of this pandemic crisis in the
world, but also on the need that our economy restruc-
tures itself at a more accelerated pace, and positions
itself closer to the levels of development and living
standards of the EU.

There are multiple scenarios for this:

Short-term scenario — the crisis will last until June
2020, after which the world economies will start open-
ing gradually and recovering to normal flows. The
economic crisis would be “V” — shaped. This scenario,
which dominated at the outset of the crisis, proved to
be unrealistic (World Bank, GEP Report, 2020).

Nowadays we are increasingly speaking of a sce-
nario in which the pandemic will be strong in inten-
sity until the end of the first quarter of 2021, and the
economic crisis will be in the swoosh shape -like the
“Nike" logo.

Unfortunately, an increasing number of econo-
mists and entrepreneurs caution about the long-term
presence of the pandemic and do not rule out an eco-
nomic crisis in the shape of a “W".

The crisis caused by the pandemic seeks rapid and
efficient reaction from fiscal authorities, which should
not include complex activities which necessitate leg-
islative amendments that require broader consulta-
tions with the affected economic stakeholders.

The only quick and effective tool available to the
fiscal policy is to increase discretionary public spending,
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especially in the social sphere, which would mitigate
the effects of the crisis. At the same time, this entails
increased health expenditures in medical staff, med-
ications and equipment caused by the pandemic.
There will be also increased medical expenses for the
non-infected persons, including the chronically ill, due
to their inability to receive health care at all times out
of fear from the pandemic (absenteeism) on the one
hand, but also due to the overloaded health facilities
which are unable to provide some of their regular
medical health services.

The fiscal interventions have two main compo-
nents: a) sustaining the living standard of the popu-
lation by supporting their income and b) supporting
companies. The support to the companies is multidi-
mensional and segmented according to the size of
companies. It usually includes four components: defer-
ral of payment of taxes and contributions; direct cred-
it support from the state; guarantee schemes - full or
partial guarantee of borrowing from banks; providing
recapitalization of companies through public support
in the form of capital or hybrid capital instruments.

In such a scenario, a significant deepening of the
budget deficit and an increase in public debt is the in-
evitable outcome. When financing the budget deficit,
great care must be taken not to further disrupt the li-
quidity in the economy, which is already very fragile.
Great care must also be taken not to crowd out fund-
ing from the banking sector, earmarked to finance
the private sector which is already “on thin ice”, and
is facing limited (or completely shut) conditions for its
external financing.

In such conditions, there are two options for fund-
ing the budget deficit, which are:

a) domestic funding through short-term and long-term
securities;

b) external borrowing from international development
institutions and through commercial borrowing
(short-term loans from commercial financial institu-
tions and/or long-term borrowing through the issu-
ance of an Eurobond).

The consequences on fiscal policies and the nation-
al economy in the mid-term will vary, depending on the
different types of borrowing. For example, the exces-
sive short-term borrowing in the country and abroad
will help bridge the budget deficit in the short term,
but will cause problems in the medium and long term.

Viewed from the short-term perspective, budget
interventions will have to be financed through me-
dium and long-term borrowing from international
financial institutions, and from private international
financial markets through the issuance of Eurobond.
This will help import additional foreign savings, avoid
crowding out the access to funding for the private
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sector and will help maintain foreign exchange rate
stability through the inflow of foreign currency from
abroad. Borrowing of assets from the domestic finan-
cial market should be limited. Thereby, the debt level
of the central state government in the next 2 - 3 years
must not exceed 65 — 70 percent of GDP (the debt lev-
el of highly developed countries is expected to reach
139 percent of GDP).

3.3.2.2. Long-term measures

In the long term, avoiding excessive public debt
will require the following options to be considered:

Restructuring of debt after the Covid-19 crisis, in the
sense of longer-term borrowing and giving prefer-
ence to borrowing from international financial insti-
tutions, where conditions are more favourable in
terms of maturity dates and interest rates;

Finalising the privatization of residual parts of enter-
prises that have already been privatized and privati-
zation of the public enterprises which do not have a
monopoly position in the activity and do not repre-
sent a public good of relevance for the state;

Public-private partnership in the field of develop-
ment of some infrastructure facilities for which the
state cannot provide sufficient funds to invest (gasifi-
cation, power facilities, railway transport, “green en-
ergy”, especially in the decentralized energy produc-
tion, energy efficiency, etc.) based on the experience
of EU countries. Strengthening the institutional ca-
pacity of the state will be of extreme importance for
the formation of public-private partnerships in order
to enable their smooth market functioning.

Efficient use of IPARD funds and of funds from the an-
nounced plan of the European Commission for eco-
nomic recovery and investments for the Western Bal-
kan countries, for the 2021 — 2027 period. These funds
should help finance the transport infrastructure in the
region (roads, railways, telecommunications), gas and
oil pipeline networks, production of “green energy”
and increase of energy efficiency. In addition, private
sector financing is expected to be facilitated through
EIB and EIF guarantee schemes. These activities should
significantly invigorate and permanently increase the
potential growth of North Macedonia and the Bal-
kans. (European Commission, 2020).

3.4.STRUCTURAL REFORMS AND
CHANGING THE GROWTH MODEL

The Macedonian economy will have to perma-
nently increase its growth potential through structur-
al reforms and efficient use of production factors, thus
vitalizing growth and accelerating convergence with
the EU. A key element for this will be increasing total
factor productivity and especially increasing labour
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productivity. The only way to achieve this is through
technological development, development of know-
how, automation and improvement of the business
climate in the country.

The Covid-19 crisis will accelerate the economic
trends that started after the great economic crisis of
2008/2012. Initially, after 2007, the intensity of trade
exchange through global value chains decreased for al-
most all products. Secondly, services experienced mass
expansion in global value chains. Third, the exchange
based on labour cost arbitrage is declining within the
global value chains. Fourth, the global value chains
are increasingly basing their growth on knowledge,
research and development. Fifth, value chains are in-
creasingly losing their global character and are becom-
ing regional or national value chains (McKinsey Global
Institute, 2019).

The pandemic will greatly incentivize the automa-
tion and introduction of artificial intelligence in work
processes, which, in addition to other benefits, will
make production less vulnerable to similar shocks in
the future. Economies will create new jobs that will
require new skills and education. It is estimated that
presently every 5/6 jobs will be closed by 2030 in high-
ly developed countries. The most affected jobs will be
the manual and labour-intensive industries: machine
installation and repair, utilities, food services, manufac-
turing, process support jobs and office work. However,
increase in unemployment is not expected. At the same
time, demand will increase in the creative professions,
professions based on knowledge and research: health
workers, professions in wellness centres, sports and
recreation, designers and arts, business and legal pro-
fessions, managers, education and training, customer
service and sales, maintenance of real estate and agri-
culture, and transport services.

North Macedonia, which bases its growth on the
labour-intensive growth model, will be strongly affect-
ed by these tendencies. According to estimates, every
fifth workplace which exists at present will be closed.
North Macedonia is late with the transformation of its
growth model and the automation, digitalization and
introduction of artificial intelligence in the economy.
This will also be a challenge for the rapid transforma-
tion of the growth model and its transformation into
a model based on knowledge, research and develop-
ment.

The new development model should take into ac-
count the current conditions in the country, i.e.: the
infrastructural development, geographical location,
regional surrounding, availability of production fac-
tors, institutional and financial development, available
technology and accumulated knowledge. The growth
model should, in fact, be based on a combination of im-
port of exogenous growth factors (technology), but at
the same time it should strive to develop the domestic
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growth factors (endogenous growth model). Thus, in
the long run, exogenous growth factors are expected
to be completely replaced by the development of en-
dogenous growth factors. Other factors to be taken
into consideration are the latest global developments
that have changed with the outbreak of the pandem-
ic and that will cause changes to production relations
and trade flows. According to latest analyses, there will
be a serious shift in the so-called global value chains as
well as increased domination of regional value chains
and platforms.

In conditions of disturbed global value chains,
North Macedonia needs to adjust and find its proper
place in the world trade according to its own advantag-
es. Therefore, the Macedonian economy should make
every effort to start gradually climbing up the ladder of
global value chains by using its resources, knowledge
and technology (World Bank, GVC report, 2017). In our
opinion, this can be achieved by seeking so-called alter-
native export markets that have lower specialization
levels and would be more in harmony with our degree
of specialization in production. The excessive focus on
export to highly specialized markets in the European
Union did not bear the desired effects because the
quality and specialization of our production is still not
ready and is not appropriate.

The only way to encourage this is through more
active inclusion of national production in the so-called
regional value chains (World Bank, GVC report, 2017).
Domestic local producers who are at a relatively similar
level of specialization and technological development
with local producers from neighbouring countries
can establish production and trade links to standard-
ize and consolidate production and to gradually find
placement in larger and more specialized markets in
the European Union. This manner of regional associa-
tion in production will facilitate regional infrastructural
connection in transport, easier mobility of labour and
expertise, but also harmonisation of legislation. At the
same time, states can further foster local connections
by harmonising trade, labour, and labour market regu-
lations through the liberalization of work permits and
social security contributions.

Another important factor which the growth model
of North Macedonia should focus on is the improve-
ment of conditions for doing business in practice, i.e.
to adjust and facilitate legislation and to strengthen its
implementation. This way, the domestic (endogenous)
growth factors will be encouraged and should be built
on a sustainable basis. This will also stimulate small
businesses and entrepreneurs who have ideas for cre-
ating new innovative products and services that should
be one of the important drivers of economic activity.

In terms of rapid growth recovery, it is important
to consider the type of manufacturing activity. Empir-
ical experiences show that industrial production has
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the largest multiplier, that is, it renders the most direct
and indirect links in production by including the largest
number of complementary activities compared to the
primary and tertiary production sector (World Bank,
2019). At the same time, the industry is hiring the larg-
est number of labour force through direct and indirect
production activities, compared to others. Therefore,
a relevant analysis should be conducted as to the in-
dustrial sectors in which the production multipliers
are largest, and we need to incentivise production and
technological development precisely in these sectors.

In this field, we need to take advantage of the in-
itiative of the EU and Germany for developing an in-
tegrated market of the countries in the Western Bal-
kans. This is a good opportunity to build and develop
a regional value chain.

Parallel to this, a national platform of value chains
should be built between large and small companies.
Large companies should conduct product research
and development, while small companies should be-
come part of the production and export chain of com-
plex products. In doing so, large companies would be
the ones designing the products, processes, design,
brand, and doing the product promotion.

The Israeli model of incentivising should be used to
stimulate research and development of new products
and processes. The state should support all research
and development, regardless of whether it is per-
formed at the company, institute or research centre
level, so long as it concludes that the economic enti-
ty has adequate staff and has provided 50 percent of
the funds for research and development. The differ-
ence would be supplemented from the budget in the
form of grants, and the achieved effects of research
and development would be shared in the same ratio
between the private economic entities and the state.

CONCLUSION

The shock brought about by the Covid-19 pan-
demic has caused the Macedonian economy to face
the greatest challenges ever since its independence in
the short, medium and long term. Such challenges in
fact not only reflect the health and economic effects
of the pandemic, but also reflect the long-term struc-
tural problems of the economy and growth which
have existed for decades back.
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In the medium and short term, the economy will
be faced with managing all crisis-related expendi-
tures and financing the budget deficit in an efficient
and timely manner. In light of this, the fiscal authori-
ties need to responsibly identify the right mixture of
funding from domestic and foreign sources, without
jeopardizing the sustainability of the public debt in
the long run.

In the long run, this crisis is a serious challenge for
the whole society, so it should seriously reconsider the
future path of growth and development of the coun-
try. We propose that there be a wider debate and
analysis. The current growth model has failed to give
the expected results and is quite vulnerable to various
shocks of domestic and external nature. Moreover,
the current model does not allow for economic con-
vergence to the EU in a certain optimal period of time.
The model, which was labour-intensive and based on
FDI inflows, needs to be seriously changed in the fol-
lowing directions:

Development of domestic factors which will stimu-
late productivity growth, that is, the creation of con-
ditions for the development of new technology and
knowledge by improving the business climate, stimu-
lating research and development and supporting do-
mestic entrepreneurship.

Discovering alternative export markets by involv-
ing domestic producers in the so-called regional pro-
duction chains and their further integration into the
global production and trade chains.

Stimulating the processes of corporate restruc-
turing of the successful enterprises by enabling their
accessibility on the capital markets and better con-
ditions for their further growth. This will encourage
their further consolidation and bigger competitive-
ness in a market manner.

Finally, it should be noted that the recommenda-
tions presented in this analysis should be considered
as the basis for initiating broader scientific debate
by experts in the country, including economic policy
makers. Support in finding solutions out of the crisis
and setting the economy on the path of long-term
sustainable growth by the creators of macro- and mi-
cro- policies in the country will be of crucial value, due
to the necessary legal regulatory changes and adjust-
ments of the fiscal policy course from the revenue and
especially from the expenditure side.
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PUBLIC FINANCE AND FISCAL
POLICY IN THE MEDIUM TERM

NIKOLA POPOVSKI, BRANIMIR JOVANOVIC AND DRAGAN TEVDOVSKI

4.1. THE IMPORTANCE OF PUBLIC
FINANCE AND FISCAL POLICY FOR
THE ECONOMY AND THE STATE

The significance of the public finance system (PF)
for the functioning of the national economy, the state
and the society as a whole is tremendous. It is directly
correlated with the traditional, but also with the mod-
ern, goals and functions that this system provides. The
classical conceptions of the public finance system are
primarily aimed at securing its allocative function that
aims to provide the economy and society with goods
(commodities and services) that the market mecha-
nism cannot provide adequately or cannot provide at
all due to its imperfection, which is the well-known
characteristic of market failure. Very similar to them
are problems with the existence of externalities in the
economy to which public finance offer appropriate
solutions for neutralizing. Today, based on the mod-
ern conceptions of public finance systems, they sys-
temically incorporate also the important functions of
the secondary redistribution of the primary, i.e. mar-
ket distribution of incomes in the economy; the stabi-
lization function which is aimed at using the PF system
to maintain the dynamic macroeconomic balance;
and increasingly also their development function that
should provide optimization of the growth rate of the
economy and its more dynamic development.

From this point of view, public finances in North
Macedonia are systematically modern and well placed
and incorporate all the necessary goals and functions.
They rely on modern principles and measures of se-
curing public revenues and their spending in the form
of public expenditures, which is the essence of fiscal
policy. The system is basically aimed at providing a
wide range of public goods, although in some sectors
they are insufficient (education, health, material infra-
structure, etc.), while in others (administrative servic-
es, internal security, certain types of social protection,
etc.) they are even excessive. Externalities correction
mechanisms are provided, although this feature is not
sufficiently developed, as evidenced by the numerous
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shortfalls in this area, such as air pollution. The redis-
tributive function is less efficient, corroborated by the
fact that the social and regional inequalities in the
final distribution of income are highly pronounced.
The stabilizing function for maintaining the low level
of inflation and the fixed exchange rate of the denar
is successfully implemented in correlation with the
monetary authorities and policy creators, although
most often with difficult adjustments by the fiscal pol-
icy. The growth and development function is failing,
as evidenced by the low rates of economic growth and
the generally low level of social development.

The PF system is based on well elaborated and
complex tax pluralism, with dominant features of
non-distortedness. The structure of public income,
to its most part, is based on the introduced taxes
and social contributions where consumption taxes
dominate (VAT, excise and customs dues), followed
by social security contributions (mainly pension and
health care), income taxes (corporate revenue tax
and personal income tax), as well as the property tax-
es (property tax, real estate sales tax, and inheritance
and gift tax).

Total public revenues in the country are relative-
ly low, and do not even amount to 30 percent of the
country’'s GDP, whereas total public expenditures are
a little over 30 percent of GDP. These figures are one
of the lowest in Europe. For the sake of comparison, in
the EU, the total public revenues and expenditures are
over 45 percent of the GDP (Chart 4.1).

Hence we can conclude that the PF system in the
country is well positioned and corresponds to modern
systems in the world. The structure and types of taxes
are standard for the global and market economy of
the present day. The system, however, fails in certain
segments, which is reflected in the low and insufficient
volume of public revenues and expenditures needed
by the economy and society, the existing imbalance in
the delivery of certain types of public goods and the
limited level of income redistribution.
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Chart 4.1
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4.2.MORE PUBLIC INVESTMENTS,
ESPECIALLY IN EDUCATION,
HEALTH CARE, SOCIAL CARE AND
ENVIRONMENTAL PROTECTION

Although in public debates we can often hear that
the budget of our country is large, this is not true
at all. The total budget expenditures of our general
government in the recent years amount to 30-31 per-
cent of GDP, which is among the lowest in Europe. For
comparison, in 2018, in Serbia they accounted for 41
percent of GDP, in Croatia 46 percent, in Denmark 51
percent and in France 56 percent.

Expenditures have a continuous downward trend
in the last 20 years (Chart 4.2). At the end of 1990s
they were constantly over 32 percent of GDP, then in
2001-2002 they grew to 37 — 38 percent of GDP (due
to the 2001 conflict), and then continuously decrease
from year to year.

Itis not just that our general government expendi-
tures are relatively low, but their structure is also un-
favourable. Most of the budget expenditures are for
pensions, as high as 30 percent, and the part for social
protection (without pension) is only 3.4 percent of the
budget. Health accounts for 14 percent of the budget,
and education for 10 percent (Chart 4.3).

Compared to other European countries, public in-
vestments in education, health and social care (with-
outthe pensions) in our country are among the lowest,
which further leads to the bad quality of these public
services, to the poor results in education according to
international rankings, to poor health care and to ine-
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quality in education. On the other hand, expenditures
for pensions and public order and safety are among
the highest in Europe.

However, problems do not only pertain to the
amount and structure of expenditures. The quality of
the expenditures is also problematic in different seg-
ments. According to World Bank estimates, as much
as 13 percent of budget expenditures could be saved,
that is, the same quality of public services could be
delivered with 13 percent lower expenditures (World
Bank, 2015). Of course this percentage can never be
reduced to zero, but there is still room for improve-
ment in our country.

A similar problem is the poor execution of the state
budget. In 2018, the budget realisation was 95 per-
cent of the initial budget, with the realisation being
particularly weak in the capital expenditures which
only amounted to 50 percent in 2018 (Chart 4.4). This
is not an isolated phenomenon that refers only to this
year, but is a general condition that has been present
for the past 10 years. The average rate of realisation
of capital expenditures in the period 2009 - 2018 is
71 percent on average; one year it was even below 50
percent; it was never over 90 percent; and in only 2
years it was above 80 percent.

The reasons for the weak realisation of capital ex-
penditures are manifold. On the one hand, there is the
tendency for unrealistic projecting of high amounts
due to political marketing, while on the other hand,
we have weak planning, weak management of state
institutions, and the weak project implementation
knowledge of the employees in state institutions.
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Chart 4.2
Total expenditures of the general government of North Macedonia (% of GDP)
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Source: International Monetary Fund, World Economic Outlook Database, October 2019

CHART 4.3
STRUCTURE OF BUDGET EXPENDITURES IN 2018
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Chart4.4
Realisation of state capital expenditures (% of initially announced)
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RECOMMENDATIONS:

1.

To increase public spending in the country, as a
percentage of GDP. The current level of 30 to 31
percent of GDP is very low--among the lowest in
Europe--and does not provide sufficient funds for
high-quality public services.

The increase of expenditures should be focused on
the segments that are the worst in the country and
where investments are lowest, such as social
protection, education, health and environmental
protection. The share of pensions and public order
and safety is relatively high and should not increase
significantly. The increase of expenditures should be
visible especially in the area of capital expenditures,
above allin the so-called “green growth".

In parallel with the increase of expenditures, their
efficiency must be improved, as well as the level of
realisation of budgets. This is closely related to the
quality of state institutions, and therefore the need
for reforms in this area must be emphasized again. In
addition to the reform of state institutions, there is a
need for accountability of public officials who act
irresponsibly with public finance, that is, who have a
high degree of cost inefficiency or a low degree of
realisation. This can be achieved by stipulating a
clause in the Ethical Code of Civil Servants, according
to which officials with low expenditure efficiency or
poor performances will have to resign or explain to
the Government or Parliament why they have been
inefficient or did not enact their budgets.

4.3.SERIOUS TAX REFORM FOR HIGHER
REVENUES AND LOWER INEQUALITY

Budget revenues in North Macedonia, just like ex-
penditures, are among the lowest in Europe, and are
continually on the decline. In 2018, revenues of the
general government amounted to 28.5 percent of
GDP, which is the fourth lowest level in Europe (Chart
4.5). This is a significant drop compared to the level
from 15-20 years ago. In the years 2003 and 2004, for
instance, revenues amounted to around 35 percent
of GDP.

Besides the low level of revenues, the structure of
expenditures is also unfavourable. Social security con-
tributions and indirect taxes (VAT and excise) domi-
nate, and both of them are regressive (chart 4.6). Con-
tributions are regressive because of the ceiling on the
amount of contributions that a person can pay, which
makes the persons with the highest incomes pay low-
er contributions, relative to theirincome. For example,
a person making 250,000 EUR a month pays contribu-
tions amounting to around 1 percent of income, while
a person making 250 EUR a month pays contributions
of around 28 percent of the income. The VAT is regres-
sive because its amount is nominally (in denars) the
same, both for persons with higher and lower income,
but it is higher for the latter group when expressed as
a percentage of their income.

The remaining two important taxes, personal in-
come tax and corporate income tax, are proportional,
that is, they are flat — the rate is 10 percent, regardless
of the income amount.

Chart 4.5

Revenues from the general government in the European countries in 2018 (% of GDP)

Source: International Monetary Fund, World Economic Outlook Database, Oct. 2019
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CHART 4.6
STRUCTURE OF BUDGET INCOME IN 2019
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Such a taxation system breeds inequality, the rea-
sons being twofold. The first is that it fails to prevent
social disparities from escalating, meaning it fails to
impose higher taxes on those who earn more. The
second reason is that it fails to provide enough rev-
enues for the state, which prevents it from provid-
ing higher quality social protection, which deterio-
rates the income of those who earn less. As a result,
inequality in the country began increasing to drastic
proportions following the introduction of the flat tax
in 2007 (Chart 4.7). The share of the top 1 percent of
the population in the total income before the intro-
duction of the flat tax was around 5 - 6 percent, and
after that it began growing dramatically, reaching 12
percent in just a few years, by 2010. According to the
latest available data from the Ministry of Finance, in
2017 this share reached 14.4 percent, and was the
highest in Europe, compared to countries for which
such data exist (Ministry of Finance, 2018). The Gini
coefficient, according to the same data, in 2017 was
44 percent, which is also extremely high: much higher
than the Gini coefficient from the State Statistical Of-
fice, which was 32.5 percentin 2017. It is important to
understand that the difference between the Gini co-
efficient according to the Ministry of Finance and the
State Statistical Office occurs due to the different data
on which they are calculated. The State Statistical Of-
fice calculates the Gini coefficient from a survey that
excludes those earning the most, while the data of the
Ministry of Finance are generated from administra-
tive data of the Public Revenue Office that include all
official revenues in the country, i.e. they also include
the most profitable individuals. Hence, data from the
Ministry of Finance are more relevant and reliable for
assessing inequality.
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It is important to point out, at the same time, that
the main arguments put forward in defence of the flat
tax - that it reduces the shadow economy, encourages
investments, increases economic growth and increases
employment - are not supported at all. According to a
study by Jovanovic (2020), the flat tax in Eastern Euro-
pean countries only increased inequality and reduced
budget revenues, and had no effect on the shadow
economy, investments, GDP and employment.

In light of the above, we need a tax reform that will
secure higher government revenues, without causing,
at the same time, detrimental effects on the social co-
hesion, which means that in parallel to the growth of
revenue it will also provide reduction of inequality. In
other words, the progressive tax has to be reinstated.

Criticisms usually addressed against the progres-
sive tax are that it will drive high-income earners
away, that it will force companies to move to other
countries, that it will reduce investments, or lead to
mass layoffs. These criticisms are unsubstantiated and
unsupported by the data. First of all, many Eastern
European countries have already abandoned the flat
tax (Czech Republic, Slovakia, Montenegro, Albania,
Latvia) without suffering any harmful effects. On the
contrary, the economic results of these countries after
abandoning the flat tax are much better than before
(Ministry of Finance, 2018). Moreover, our experience
with the return of the progressive tax in 2019 has
shown that none of these criticisms is substantiated.
After the return of the progressive tax in 2019, em-
ployment increased, wages continued to rise, even in
the highest paid sectors such as information technol-
ogy, budget revenues grew more than expected, and
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Chart 4.7
Share of the most profitable 1% in the total revenue of the state (%)
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economic activity accelerated (Ministry of Finance, 4. Seriously consider introducing a progressive

2019). This does not mean that one should not be
cautious and that the progressive tax cannot harm the
economy if the change is too big, but if it is moderate,
as it was in our case in 2019 and in the other Eastern
European countries in the past years, there is no rea-
son to fear.

RECOMMENDATIONS:

1. Progressive personal income tax has to be reinstated

in the shortest period possible, whereby the tax 5.

would have at least 3 rates and would capture at least
2 percent of the persons with the highest income in
the country. The focus has to be placed in particular
on the top incomes, which would be taxed with a
higher rate.

2. To abolish or to significantly raise the ceiling for the 6.

contributions, so that they are not regressive. The
abolition would cover people with monthly salaries
higher than 10.000 EUR (16 average gross salaries),
and the income that would be generated would be

substantial - over 10 million EUR per year. In parallel, a 7

slight increase of the upper limit of the maximum
pension can be considered.

3. To introduce progression on all property taxes -
property tax, real estate sales tax, and inheritance
and gift tax. Current rates are among the lowest in
Europe. Because these revenues are paid to the
municipalities, they would be used for local needs. At
the same time, the large disproportion between
property tax rates and real estate sales taxes should
be reduced.
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corporate income tax for companies with the highest
profits. One possibility is to cover companies with a
profit of over 1 million EUR, which would affect about
200 companies in the country. Although this does not
concern many companies, the additional revenue
from this could be significant, with the benefit being
even more striking than the progressive personal
income tax, as the profits of these firms are quite
high. Progressive profit tax is currently in place in
Belgium, France, Germany, Greece, Spain, Hungary,
Portugal, and Norway.

Direct taxes should remain sectorally neutral,
meaning that there should be no lower tax rates
introduced for certain sectors. If support to certain
sectors is needed, this should be done within the
framework of an industrial strategy, and not through
taxes.

Taxes on polluters should be increased, such as the
excise on diesel fuel; excise on coal should be
introduced, and there should be gradual introduction
of the ETS (Emissions Trading System) system of the
EU.

The VAT rates should not be changed, except perhaps
for certain products.

Slowly start abandoning the practice of offering tax
exemptions to foreign investors. In order to achieve
this without “chasing” investors to other countries,
regional cooperation should be initiated for a
coordinated tax policy. This would avoid the “race to
the bottom”, that is, the tendency of the Western
Balkan countries to compete with each other with
lower taxes and tax exemptions and thus to deprive
themselves of state revenues.



9. To follow and quickly accept European and world
practices related to some new taxes and practices,
such as digital taxation, tax on non-recycled plastics,
tax on financial transactions, wealth tax, etc.

10. To audit various utility and administrative fees, as well
as other similar public duties that are publicly referred
to as “para-fiscal” fees, in order to assess whether
some of them should be eliminated or reduced.

11. All these changes need to be made as part of a
comprehensive state tax strategy, which will be long-
term and widely supported, that is, it will refer to a
period of at least 10 years and will not depend on the
personal will of individuals, but will be a strategic
commitment of the country, such as, for example, the

commitment for EU accession.

4.4.STRATEGY FOR THE
PUBLIC DEBT AND THE DEFICIT

Contemporary fiscal policy is based on the premise
that the budget deficit does not have to be balanced
in the short and medium term and that it is more im-
portant to have macroeconomic balance than fiscal
balance. The existence of business cycles drives the ac-
tors of fiscal and monetary policy to seek an exit and
to act in an anti-cyclical fashion when necessary. One
of the most commonly used fiscal instruments is the
creation of budget imbalances, most commonly defi-
cits, by approving lending to the state by the private
sector, and as a consequence of that, the generation
of a public debt.

These budget imbalances were particularly used
during the financial crisis and recession of 2008 and
2009, and today they are used to combat the effects
of the pandemic. However, the effects have prov-
en to be modest. The EU, for example, opted for an
“unprecedented monetary stimulus, that included a
record-high 10 percent of GDP in various fiscal stim-
ulus programmes. None of it has prevented the econ-
omy from showing signs of slowing down” (Laccale
D, 2020). The GDP of the Eurozone, for example, in
Q2/2020 decreased by a record 15 percent compared
to Q2/2019. Many other economies have taken com-
bined measures for “spending increases and tax reduc-
tions - to support their economies” (J. Honda and H.
Miyamoto, 2020). In such conditions, the importance
of fiscal policy has even increased, because monetary
policy is limited by the existence of interest rates of
close to zero percent.

The creation of budget deficits and public debt in
North Macedonia is of a more recent date. We entered
the transition with a relatively low level of public debt.
Their intensive accumulation began in the last two dec-
ades through their use in conducting anti-cyclical fiscal
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policy, but also for political and electoral needs. High
deficits were created during and after the armed con-
flict (2001-2002) when the deficits were 5.9 percent
and 5.2 percent respectively and during the 2012-2015
period, when they reached the annual level of 3.5 per-
cent to 4.2 percent without any particular need. Due to
the Covid-19 pandemicin 2020, the deficit may exceed
8% of GDP. In the other years, the deficits were moder-
ate,and in 2005 and 2007 there was a moderate budget
surplus of 0.2 percent and 0.6 percent. Such move-
ments have raised North Macedonia’s public debt from
around 25.8 percent of GDP in 2007 to 48.9 percent in
2019, with justified concern that the current state of
the public debt of 59.5 percent noted in September
2020 (www.finance.gov.mk and www.nbrm.mk) will
persist in the future. Some researches show that fiscal
impetuses in economies with younger populations has
a significant positive effect on growth, while the effect
is much weaker in economies with older populations (J.
Honda and H. Miyamoto, 2020), but North Macedonia
did not benefit from this much either.

The present level of public debt has reached the
very ceiling in the category of highly indebted coun-
tries (PD > 60 percent of GDP) with the threat of no
longer being able to return to the previous category
of moderately indebted countries. For clarification’s
sake, in the EU also this ceiling of 60 percent of GDP
is considered the highest allowed, although most Eu-
rozone members exceeded it by far back in the time
when they were coping with the consequences of the
financial and economic crisis of 2008-2009 and espe-
cially with the new deficits caused by the pandemicon
the economies. The current level of public debt of EU-
27 is 79.5 percent, and of the Eurozone is 86.3 percent
(Q1/2020 - Chart 4.8) (Eurostat, 2020).

The structure of debt of North Macedonia is un-
favourable. Its funding requires relatively large and
growing funds from the Budget. In 2019, for example,
a total of 145.4 million EUR were paid out only for in-
terest, which is 1.29 percent of GDP, whereas in 2018
the total of 135.3 million EUR or 1.26 percent of the
GDP was paid out. (Ministry of Finance, 2020, page 14).

By the end of 2019 conclusively, within the struc-
ture of the public debt, the external public debt
reached 66.9 percent, and the domestic reached 33.1
percent (table 4.1). According to the interest rate
structure, 76.2 percent is with fixed interest rate, and
23.8 percent is with a variable interest rate. The debt
is mostly “euroized”, so 71.3 percent of the debt is in
EUR, 23.2 percent is in MKD, and the rest is in other
currencies (4.4 percent in SDR). According to its matu-
rity, in 2019 the average time to maturity of the debt
is 5.36 years (external 3.97, and internal 7.51 years).
Private creditors hold 66.9 percent of the country’s ex-
ternal debt.
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Chart 4.8
Public debt in the EU - 27 (Q1/2020, as % of GDP)

Source: Ministry of Finance and National Bank of RNM
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Table 4.1
Situation with the public debt of North Macedonia, 2019
(EUR million) 2013 2014 2015 2016 2017 2018 2019
General government debt 2.771,6 3.262,5  3.453,3 3.851,5 3.958,5 43444 45568
Guaranteed public debt 509,8 658,9 774,0 859,9 828,4 857,7 942,2
Non-guaranteed public debt N/A N/A N/A N/A N/A N/A N/A
Total public debt* 3.281,4 3.921,3 42272 47714 47869 52022 5.540,9
External public debt 2.078,7 27251  2.8475 3.286,0 3.187,5  3.537,8 3.709,3
Domestic public debt 1.202,7 1.196,2  1.379,7 1.425,4 1.599,4 1.664,4  1.831,6
Total public debt as a % of GDP 40,3% 45,8% 46,6% 48,8% 47,7% 48,6% 48,9%

*) As of 2018, the total public debt is the sum of the general government and guaranteed debt. In 2019 (since Q2) the
public debt also included non-guaranteed debt of PE and SC established by the state and the municipalities

The situation with the deficit levels and the public
debt in North Macedonia is not critical, but the trend
is worrisome. General government deficits have be-
come significant and, more importantly, they are
already structural. They are not only used as a coun-
tercyclical measure, but also serve to make up for the
difference between lower levels of public revenue and
the increasing need for public spending. The modern
state and fiscal interventionism that has intensified in
the world in the last decade is only an additional justi-
fication for that. As a consequence, given the relative-
ly low growth rates of the economy, the public debt is
in a phase of growth that has no end in sight.

For these reasons, the country must face in the
future a much more robust and predictable policy of
deficits and levels of public debt, including here the in-
troduction of a set of statutory and other rules, above
all quantitative, which will be applied - so called “fis-
cal rules” especially because the monetary policy of
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fixed exchange rate will have to persist in the longer
run, so the fiscal one would have to bear a larger part
of the burden for maintaining the denar exchange
rate. The fiscal rules ought to disable the creation of
high budget deficits and uncontrolled growth of the
public debt. Part of them can be qualitative, but most
of them are quantitative. Those of the EU? are some of
the most widely known.

The fiscal rules, perceived as numerical constraints
on fiscal performances, are “a constant constraint
on fiscal policy through simple numerical limits on
budget aggregates” (Kopits and Symanski, 1998,

Introduced by the Maastrich Agreement in 1992, and the Stability
and Growth Pact from 1997, they have been limiting the deficit at
an annual level of 3% of GDP and of the public debt at the level of
60% of GDP. With the audit of 2005 and the introduction of mid-
term budget strategies, a flexibility of -1 % to +2 % of GDP has been
ensured, if structural adjustments are to be implemented.



p. 162). With them, authorities should commit to fis-
cal sustainability in the medium and long term and to
reduce the uncertainty of fiscal policy through insti-
tutional constraints. They are used nowadays in the
world with increasing frequency, in order to limit dis-
cretion in conducting fiscal policy and to control the
so-called “fiscal alchemy underlying the capricious
fiscal policies” (Leeper, 2011). The fiscal rules are not
a complete guarantee that policymakers would not
be able to make discretionary decisions, but yet they
limit the space for discretion and short-sightedness of
policy makers.

At this development stage, North Macedonia
needs to introduce fiscal rules that will ensure the
sustainability of public finance and will improve per-
formance of the economy by channelling fiscal policy
as a whole, and helping stabilize the economy, thus
allowing the economic stakeholders to optimize their
behaviour (Andritzky, 2011). Some of them could be
aimed at limiting the deficit or the primary deficit and
the public debt, except in precisely stipulated cases;
linking the deficit to the level of the projected growth
rate of the economy, or the level of public invest-
ments; activating additional restrictions if the interest
payments exceed a certain level of GDP (for example 2
percent), etc. In doing so, fiscal rules should not be too
strict and should leave room for conducting autono-
mous fiscal policy focused on the established goals.

Implementation and adherence to the rules would
be ensured by law, and a special advisory and low lev-
el executive body should be established, tasked with
monitoring the situation and proposing solutions.
That body would be a kind of a “fiscal council” with
a mandate to make assessments and to monitor the
implementation of fiscal policy (Kumar M., 2009). Ac-
cording to an IMF study (Beetsma & others, 2018, pp.
6-8) there are 39 independent councils in the world,
of which 2/3 have been established after 2008, and
2/3 of them are in Europe. Fiscal rules are needed to
set limits for politicians not to pursue their own short-
term interests and instead to take into account state
interests, while also facilitating the pursuit of coun-
tercyclical fiscal policy. The fiscal council, comprised of
several quality economists, should monitor the imple-
mentation of fiscal rules and provide opinions on the
conduct of fiscal policy.

One of the ways to harness the growing public
debt in the economy is to resolve it constantly with
economic growth rates being higher than the deficit
rates. In the long term, this shall cause reduction of
the public debt share of the GDP. That option is fa-
vourable for North Macedonia, but it presupposes an
adequate fiscal discipline without the option of fail-
ing growth rates. “Normal fiscal policy consists of debt
sales that finance current deficits. Such sales promise
higher future surpluses”. (Cochrane, 2020, p. 31). If
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there is a failure of the “promise higher future surplus-
es” the deficit, i.e. the amount of public expenditures,
would have to be adjusted immediately.

One of the serious structural problems of public ex-
penditures is the high level of the so-called indiscrimi-
nate costs that are inflexible in the short run and limit
the scope of activity of the fiscal policy. They are over
80 percent of the total expenditures and are focused
on payments of salaries, pensions and health care, and
transfers to local self-government units. Hence, longer-
term structural changes are needed on the expenditure
side, especially in the central budget, in order to enable
exercise of the functions of public funding.

The current health pandemichas caused an unprec-
edented response of the world’s fiscal policies of near-
ly 11 trillion US dollars, and in our country it brought
about an additional deficit of about 6 percent of GDP.
Due to the sharp decline in global production and the
massive fiscal response to the increase of health ca-
pacities, in order to cover for the lost household in-
come and to prevent enormous losses, the world has
prepared a fiscal response that “contributed to global
public debt reaching its highest level in recorded his-
tory, at over 100 percent of global GDP” (Gaspar and
Gopinath, 2020). Nevertheless, due to growing mor-
bidity and mortality, policymakers will need to main-
tain the priority of funding over public health, while
preparing for the future major economic changes.

RECOMMENDATIONS:

1. The trends of broadening the current budget deficits
and the growth of public debt in North Macedonia
are worrisome. North Macedonia must not enter the
zone of highly indebted countries, which means that
every year it would have problems with ensuring high
amounts of funds for servicing this public debt. The
control and reduction of the level of public debt
should not be done with its rigorous absolute reduc-
tion, but with a mathematical combination of future
projections of budget deficits and growth rates,
where the risk exposure to more drastic upward
changes of interest rates in international financial
markets is less certain, but still represents a threat in
the long run.

What is needed is statutory creation of numerical fis-
cal rules and the establishment of a special public en-
tity (Agency, Councdil, Institute) with the mandate of a
classical fiscal council that will cater for the implemen-
tation of rules, analysing the state of affairs and pro-
posing solutions.

The situation with the pandemic and its blow to the
economy should be resolved with great care, because
the enormous fiscal incentives in the form of newly
created deficits may not breed the desired results but
may significantly increase the level of public debt.
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4. In order to enable more space for waging an active
and flexible fiscal policy, it is important to reduce
the level of the so-called indiscriminate public ex-
penditures by around 10 - 12 percent of the present
level and to allow more space for the discriminate
public expenditures, especially for those in the cen-

tral budget.

4.5.NEW INFLUX OF REFORMS
FOR APPROXIMATION
TO THE EU STANDARDS

The Public Finance Management Reform Pro-
gramme 2018 - 2020 was the right programme that
aimed at setting a medium-term plan for reforming
all the important elements of the system with a view
to approximating to the EU standards, contrary to the
practice of ad hoc change of elements of the system of
public finance. It was adopted in December 2017 and
served as basis for reforms in several areas.

Fiscal transparency was ensured through manifold
measures: introduction of citizens’ budget; introduc-
ing a legal obligation for budget users for mandato-
ry publication of their financial statements on their
websites; regular monthly and quarterly detailed re-
porting on the state budget; publishing all data from
the Ministry of Finance in open format; acceptance
of SDDS +, the highest standard for statistical dissem-
ination of IMF data, as the 18th country in the world,
and in Europe as the first non-EU member state; legal
obligation to fully publish each contract or annex for
public procurements on the public procurement web-
site; introduction of public consultations for all key
documents of the Ministry of Finance - Fiscal Strategy,
Budget, Economic Reform Programme, etc.; prepara-
tion of the Open Finance platform, which announces
the detailed execution of the budget in real time.

A more efficient and equitable revenue mobili-
zation was the objective of the following reforms:
introduction of progressive taxation; introduction of
legislation on transfer prices along with improving
the capacity of the PRO to monitor them; and a new
law on prevention of money laundering with the ob-
ligation of declaring the real owner. Additionally, the
Ministry of Finance, together with the National Bank,
is implementing a strategy to reduce cash payments
in the economy with the intention of squeezing out
chances of payments in the shadow economy, which
consisted of around fifty measures, one of the major
ones being reducing the limit of cash payments from
15,000 EUR to 500 EUR.

The pension reform was supposed to ensure the
stable functioning of the Pension and Disability Insur-
ance Fund, and indexation of pensions was conducted
against consumer prices and social contributions were
increased.
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Reforms to the system of social transfers by intro-
ducing a programme on minimal guaranteed income,
as the first country in the Balkans to be introducing
this, which will ensure better targeting of social ex-
penditures and reforms to public procurements by
introducing a new law by which the system was har-
monised with the EU directives.

The digitalization of processes in the more impor-
tant elements of the system was carried out by means
of several measures.’

The improvement of projections in the Treasury of
the Ministry of Finance and its networking with the
public debt and budget sectors resulted in its non-se-
lective and automatic execution of all liabilities.

The improved public debt management by stabiliz-
ing public debt growth (46.6 percent of GDP in 2019
in Q.2), issuing of a Eurobond with the lowest interest
rate, first issuance of thirty-year domestic securities,
significant reduction of interest rates on all domestic
securities, and increasing the maturity of the portfo-
lio, finally resulted in 2019 with the first improvement
of the credit rating of the country after 13 years (since
2006).

Additionally, changes to the budget process of
municipalities were introduced, by introducing a fiscal
rule which limited the revenue side to no more than
10 percent of the average of the last three years, in
order to prevent the creation of unpaid liabilities.
Moreover, a clearing was conducted of outstanding
liabilities in all elements of the public finance system.

Later on, at the end of 2019, several important re-
forms were repealed, such as: the progressive tax that
was replaced by a flat tax, the cash payment limit was
increased to 3,000 euros and the fiscal rule in munici-
palities was raised to 30 percent of the average in the
last three years.

The new influx of reforms in the public procure-
ments system in the medium term could be based on
the strategy for the 2018 — 2020 period.

w

The introduction of the electronic tax report form by the Public Re-
venue Office (PRO), the introduction of a paperless customs proce-
durein the Customs Office and an electronic system for tracking of
customs declarations, introduction of a digital system for full track-
ing of each individual case in the Property and Legal Affairs Office
by the citizens.



RECOMMENDATIONS:

1.

Ensuring full funding of all electronic platforms and
tools which enable fiscal transparency.

Publication of tax returns of every citizen on the
website of the PRO on a specified day of the year (for
example, October 1), so that citizens would get a full
insight, and thus prevent abuses in the system, for
instance owners of companies with large movable
and fixed assets reporting low income, or people
who work in public administration earning very high
additional income, etc.

Improving the medium-term budget framework by
strengthening the fiscal strategy with the budget,
establishing fiscal rules and fiscal council, changing
the budget calendar, but also introducing new tools
for planning new programmes among budget users.
The reform should also improve the hierarchical
structure of budget users, setting up a clear structure
of the ministry which formulates policies, and under
which there will be agencies and inspectorates tasked
with implementing them, dismissing the option of
having more than one agency tasked with the same
mandate which reports to a different authority of the
ministry, and the like.
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4. Developing an information system that will connect

all independent existing systems into one integrated
public financial management system. The system
should provide real-time recording of each obligation
undertaken and invoice in order to completely
prevent the creation of outstanding liabilities. It is
important to prioritize this integrated software
project, as its implementation will mean a huge step
forward for the public finance system in the next
decade.

. The development of an efficient system for the

establishment and monitoring of the concessions
and public private partnerships (PPP), which will be
part of the MF, in order to prevent possible misuse,
providing insight of the public to every concession/
PPP and to their manner of execution.

Reforms to the system of managing public enterprises
in order to reduce fiscal risks connected thereto.
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IN THE MEDIUM TERM

GLIGOR BISHEV AND MARIJA DRENKOVSKA

INTRODUCTION

The objective of this paper is, above all, to offer
analysis of the challenges and perspectives of the
monetary policy of North Macedonia. From the aspect
of the international context and global challenges,
and considering the characteristics of the national
economy and strategic orientation of the state, this
study proposes recommendations on the directions
and optimal instruments of monetary policy of North
Macedonia in the medium term. In light of the two
outlined objectives, it has been structured in two
parts. The monetary policy of North Macedonia is
anchored to the euro area’s monetary policy. In that
respect, the first section offers a brief overview of the
policies of the world’s leading monetary authorities,
predominantly of the European Central Bank, while
discussing their effectiveness and impact on the real
economy. The second part of the study follows the
topics outlined in the first section by focussing on
North Macedonia. In both contexts, we have includ-
ed the monetary policy responses to the disruptions
caused by the recent pandemic of Covid-19. The con-
clusion sums up the recommendations based on the
presented analysis.

5.1. MACROECONOMIC CONSEQUENCES
CAUSED BY THE LOW INFLATION RATE

Combating inflation shocks and taming high in-
terest rates has been the major challenge for all cen-
tral banks in the period between the abolition of the
gold-dollar standard in the early 1970s and the 2008
global financial crisis. The post-crisis global macro-
economic developments have brought about new
challenges and heralded a new era for the monetary
policy and the global economy in general, in an envi-
ronment of extremely low inflation rates.

The low inflation rate, from a macroeconom-
ic point of view, is undesirable for several reasons.
Among other things, in an environment of low infla-
tion rates, a relatively small adverse inflation shock
can quickly cause deflation which, according to the

47

dominant economic literature, has several negative
implications. First, deflation causes delays in con-
sumption and investments due to expectations of fur-
ther price declines. Furthermore, the combination of
declining product prices and wage rigidity* negative-
ly affects the profitability of companies and reduces
labour demand. And third, in conditions of deflation,
the real amount of nominal debt increases, making
debt repayment more difficult for households, com-
panies and for the state.

Let us remind ourselves that the nominal interest
rate is the sum of the real interest rate and the infla-
tion. Thus, the combination of low real interest rates
and the consistent failure to meet the inflation target®
of the leading monetary authorities (European Cen-
tral Bank — ECB, Federal Reserve - FED, National Bank
of China, etc.) reduces the manoeuvring space of con-
ventional instruments of monetary policy (through
the interest rate) in case of potential negative shocks.
To illustrate, with a stable inflation rate of, for exam-
ple, 2 percent and a real interest rate of 0 percent,
inflation-targeting monetary authorities have ma-
noeuvring space of 200 basis points over the nomi-
nal interest rate. At lower inflation rates, this space is
shrinking. That is why the low real interest rates that
prevailed in the last decade are problematic for mon-
etary policies of the leading central banks. They limit
the scope for combating low inflation and prolong
the return of inflation to the target value.

The equilibrium real interest rate (also known as
the “neutral real interest rate”) has generally been

4 Inliterature, wage rigidity is described with the inertia in their
adjustments (in this particular case, a downward adjustment) to
their real value and to the price changes.

5 Inflation targeting is a monetary policy in which the central

bank pursues an explicit inflation target in the medium term
and communicates it to the public. This strategy is based on the
assumption that monetary policy can play a role in maintaining
long-term growth by maintaining price stability, which, in turn,
is achieved by controlling inflation. In such a case, main tool of
the central bank are interest rates. (For more information on this
type of monetary strategy see Jahan, Sarwat. “Inflation Targe-
ting: Holding the Line". International Monetary Funds, Finance
& Development.)
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on a downward trend since the 1980s. Additional to
these are the historical values of the key interest rates
of the FED and the ECB (Chart 5.1). Equilibrium inter-
est rate (commonly referred to as in literature) is the
one at which the desired levels of savings and invest-
ments are equated. Its value reflects the non-mone-
tary forces (such as demographic factors, productivity
and risk aversion®) which affect the desired rate of
savings and investments.

The low interest rates are primarily important for
the years following the global financial crisis given
that the “double-dip recession” (Chart 5.2) brought
about even bigger uncertainty in the economy. Such
uncertainty also impacted the reduction of invest-
ments and productivity, increase of savings and reduc-
tion of the appetite for high-risk investments which
has contributed to the increased share of state invest-
ments in the investment portfolios.

From a monetary policy point of view, central banks
have few options left as far as conventional monetary
measures go. Since the last financial crisis, in addition
to the low equilibrium real interest rate in the last ten
years, developments on the nominal side of the econ-
omy have also been very unfavourable. Many Euro-
pean post-crisis labour markets have been struggling
with labour market slack and underused production
capacities. Considering that in Europe in the post-cri-
sis period the fiscal position was not supportive of the
domestic demand, the European Central Bank has un-
dertaken a combination of expansionary monetary
policy measures, such as negative base interest rate,
government bond repurchase programme, long-term

In the economy and finance, risk aversion usually pertains to the
tendency of choosing an action that renders greater variance in
potential monetary outcomes, compared to another option with
a lower variance in outcomes (but with equal expected value).
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refinancing and forward guidance’, which is a new
way of communicating the future path of the base in-
terest rate to the public.

Certain analyses (Birdsall & Fukuyama (2011), Rod-
rik (2006), Stiglitz (2008)) corroborate the conclusion
above, according to which in the context of European
countries, the stalling of the economic growth follow-
ing the global financial crisis is, to a certain part, a con-
sequence of the return of the Washington consensus®,
that is, the austerity measures. The sluggish econom-
ic growth following the crisis in 2008, in spite of the
years of persistently low interest rates, did promote
the hypothesis on “secular stagnation”. This is a term
coined in the 1930s by the Keynesian economist Alvin
Hansen, and this term was reinstated in 2013 by for-
mer US Secretary of Finance Larry Summers. Accord-
ing to him, the reduction of interest rates, most likely,
will not contribute to the increase of investments and
spending, and that the remedy may lay in increased
public spending. The reasons for the downward trend
in real interest rates are the subject of numerous stud-
ies’, but Rachel & Summers (2019) in their study look
into empirical analysis of the relationship between
debt and neutral real interest rate and examine a
wide range of theoretical channels which make this
relationship possible. By decomposing the real inter-
est rate in developed economies, they single out the
factors behind the downward trend of the neutral
interest rate which most prevail in the private sector.

The ECB initiated this communication regarding its intent to keep
interest rates at the existing or lower level in the coming period, in
conditions when inflation expectations are stable and economic
performance is weak. The aim of this communication method is
predominately to reduce interest rate volatility and to stabilize ex-
pectations regarding the interest rate that is needed to maintain
price stability. (NBRM Quarterly Report, October 2013).

See table A1 in Annex A for comparison of policies of the old and
the new Washington consensus.

Rachel & Summers (2019) offer an overview of quantitative studies
on this topic.



MONETARY POLICY IN THE MEDIUM TERM

Chart 5.2.
Double-dip recession in Europe

Annual growth rates in %

-6

== Real GDP - Eurozone

== Real GDP - EU

Data source: FRED, econstats

07 08 09 10 11 12 13 14 15 16 17 18 19 20

According to them (and based on other studies that con-
firm their findings), the equalization of private savings
and private investments will require preserving low in-
terest rates in developed countries for much longer in
the future. Expressed in figures, according to this study,
we are talking about an equilibrium interest rate be-
tween 1 percent and -2 percent in the next 30 years.

5.2.RESPONSE TO THE MONETARY
POLICY OF ECB AND FED IN
CONDITIONS OF THE
COVID-19 PANDEMIC

Just like in the previous crisis, in order to battle the
negative effects of the Covid-19 pandemic, FED com-
mitted to inject large amounts of dollars into world
financial markets. With market expectations that FED
will pursue a much more expansive monetary policy
than the ECB, the US dollar has depreciated against
the euro. Such monetary policy will certainly affect
the dynamics of foreign exchange rates which, in turn,
play a major role in export competitiveness. In this re-
gard, the other leading monetary authorities have
very little manoeuvring space, other than to follow
the accommodating policies of the FED and the ECB.

The ECB did this through the following measures:
purchase of additional €120 billion bond by the end
of 2020 under the existing programme (APP); with
temporary additional auctions of assets for tempo-
rary liquidity at a deposit rate, and more favourable
conditions for the existing long-term refinancing
operations (TLTRO-IIl) for the period between June
2020 and June 2021, with interest rates that may drop
down to 50 basis points below the average interest
rate on deposit funds. As of late, the ECB introduced
a new liquidity programme (PELTRO), consisting of
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a series of non-targeted operations with long-term
refinancing in conditions of pandemic emergency at
an interest rate that is 25 basis points below the aver-
age of major refinancing operations rate (MRO) until
the end of the year.

5.3.THE MONETARY FRAMEWORK
IN NORTH MACEDONIA

The currency area of North Macedoniais notan op-
timum currency zone in the sense of the requirements
of the Mundell-McKinnon model. It is a small open
economy participating in global production meas-
ured through GDP of 0.015 percent, and is a price-tak-
er economy with high currency substitution (share of
foreign currency deposits in the total amount of de-
posits of 41.2 percent), with high transfers in remit-
tances on the average of 17 percent of GDP.

This severely limits the choice of the monetary
framework for designing and implementing the
monetary policy and reduces it to targeting the for-
eign exchange rate. Monetary policy creators have
officially announced, since the fourth quarter of
1995, that they have been pursuing a strategy of tar-
geting the denar exchange rate against the German
mark and since 2001 against the euro. Although two
preconditions for targeting the foreign exchange
rate were not met--free inflows and outflows of cap-
ital from/to foreign countries and developed capital
markets--the belief was that high foreign curren-
cy substitution and high share of remittances from
abroad would help eliminate these shortcomings.
This strategy was successful in tackling inflation and
suppressing inflation expectations (Chart 5.3). How-
ever, with the exception of the 2004 - 2008 period,
economic growth was below the potential, and in-
terest rates slowly converged towards interest rates
in the euro area, whose currency served as the an-
chor of monetary policy (Chart 5.4).
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Moreover, in times of crisis, when monetary pol-
icy needs to be accommodated quickly, due to the
growth of currency substitution driven by uncertainty
and flight to secure currencies, and the termination of
foreign capital inflows, monetary policy “went against
the wind” by increasing restrictiveness, thus reinforc-
ing the effects of the crisis. Hence, during the Great
Recession 2008 — 2009, when interest rates and the
monetary policy in the Eurozone, which is the anchor
of monetary policy, started to relax, in North Macedo-
nia they were tightened and interest rates increased,
due to the need to protect the foreign exchange rate
and the loss of foreign exchange reserves (Chart no.
5.4). Monetary policy was accommodating with a
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two-year delay, following the defreezing of interna-
tional financial markets and the increase in foreign
capital inflows.

Full liberalization of capital transactions with
countries abroad only happened in the third quarter
of 2019. However, the underdeveloped and shallow
capital market continues to be a limiting factor for the
strategy for targeting the foreign exchange rate.

Nevertheless, this strategy delivered solid growth
of loans, favourable for the private sector, averaging
6.5 percent per year in the 2009 - 2019 period. How-
ever, the growth of corporate loans (4.7 percent, on
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average per year) was almost twice lower than the
growth of household loans (8.6 percent on average
per year). In the last three years, corporate loans grew
at average annual rate of 2.9 percent (Chart 5.5). This
is insufficient to accelerate economic growth to the
level of potential, although the level of debt of the
corporate sector is low (23.9 percent of GDP).

The real base interest rate of the NBRNM, in con-
ditions of economic expansion, has reduced in the
range of 0 to 3 percent per year. Due to the high credit
risk, the real interest rates on denar loans to compa-
nies were in the range of 4 to 7 percent. In the last
two years, they decreased in the range of 0.5 to 1.5
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percent (Chart 5.6). However, in conditions of con-
traction, instead of decreasing, the interest rates in-
creased due to the increase of currency substitution
and the cessation of capital inflows and remittances
from abroad (in 2009, the real NBRNM base interest
rate was 9.2 percent, versus the 2.8 percent in 2007
and -1.3 percent in 2008).

Following the great recession, when designing
and implementing the targeting of foreign exchange
rate, the Central Bank of the Republic of North Mace-
donia relied more on the principles of the neo-Wash-
ington consensus. It accepted the fact that monetary
and fiscal policy should have a more significant role in
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stabilizing economic flows. The price stability has re-
mained the primary objective of monetary policy,
with the realisation that it must give a significant con-
tribution to the stabilizing of business cycles.

The introduction and adherence to macropruden-
tial standards has become as important as maintain-
ing price stability. Ensuring the stability of the finan-
cial and banking sector has become the key issue for
maintaining economic stability. The Central Bank has
introduced a number of macroprudential standards in
the field of banks’ capital strength, risk management,
and especially the credit risk, standards on the level of
debt, the level of growth of loans, liquidity standards
and the like. This increases the capacity of banks to ab-
sorb shocks and to overcome crises more easily.

Despite the fact that central banks have expanded
their arsenal of monetary policy measures: a) quanti-
tative easing: directly injecting funds into the credit
and capital markets and influencing long-term inter-
est rates and repurchasing securities (asset purchases),
according to the targeting strategy of the foreign ex-
change rate of NBRNM it cannot use this instrument
on a large scale, due to the fact that under this strate-
gy, the purchased assets are foreign currency - euros,
b) long-term (2-3 years) of forward guidance and thus
coordinating and influencing the shaping of long-
term expectations regarding the state of monetary
policy, especially the movements of long-term interest
rates and macroeconomic developments. Due to the
use of interest rates as a primary instrument for sta-
bilizing the exchange rate, the timeline of monetary
projections of the NBRNM is limited to 12-18 months.

The fiscal policy must also be orientated on the
mid-term, and must have a counter-cyclical function.

Its key function needs to be stabilizing the econom-
ic growth at its potential level, and stabilizing the
budget deficits and public debt in the mid-term.

Although the imposition of foreign currency and
trading limitations in conditions of recession has be-
come allowed, North Macedonia did not resort to us-
ing those instruments following the great recession.

5.4.RESPONSE OF MONETARY POLICY
IN CONDITIONS OF PANDEMIC

The reaction of the international financial markets
after the outset of the coronavirus crisis followed the
same pattern as in the previous economic crises: in-
creased uncertainty, increase of interest rate risk pre-
mium, escape to safe and low-risk securities, decrease
of capital movement in developing countries.

According to this pattern of behaviour, the yields
of the Macedonian Eurobond on the internation-
al financial markets tripled for a period of 40 days
(from 1.1 percent in February 2020 to 3.60 percent in
April 2020), increasing the spread relative to the Ger-
man bond to ten years from 1.7 percent to 4.10 per-
cent (Chart 5.7). At the same time, remittances from
abroad reduced to half, and outflows in euros and
dollars increased (increase in currency substitution).
The Central Bank faced the dilemma of whether to
defend the foreign exchange rate by raising the do-
mestic denar interest rates which the investors de-
manded, or to try to relax monetary policy in the long
run by reducing foreign exchange reserves and/or
significantly increasing foreign borrowing. Consider-
ing the amount of foreign exchange reserves, accom-
modating monetary policy in the long run by relying
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only on FX reserves is not possible. Quite the opposite,
trying to defend the foreign exchange rate through
non-sterilized foreign exchange market interventions
and lower interest rates might lead to a loss of confi-
dence in the Central Bank in the long run.

Perceived from that point of view, the policy mak-
ers (NBRNM and the Ministry of Finance) decided to
defend the foreign currency exchange rate in the short
run by losing foreign exchange reserves, and to accom-
modate monetary policy through long-term borrowing
from abroad. Thus, from the end of February 2020, the
Central Bank started non-sterilized interventions on the
foreign exchange market, and finally, in March 2020, it
reduced its base interest rate by 25 basis points (to 1.75
percent). In the March - May 2020 period, the Central
Bank intervened with around 200 million EUR in the
foreign exchange market. At the end of May 2020, the
monetary policy was further accommodated by reduc-
ing the NBRNM base interest rate by additional 25 basis
points to 1.5 percent (Chart 5.8.). Concurrently, liquidity
was increased by reducing the amount of treasury bills
offered at auction by 30 percent.

Parallel to this, the Central Bank, in coordination
with the Ministry of Finance, managed to provide ad-
ditional financial support in the amount of 1.2 billion
EUR, which represents 9.5 percent of the GDP. There-
by, through the IMF Rapid Financing Instrument, EUR
177 million were provided; 160 million EUR were pro-
vided through the EU Macro-Financial Assistance In-
strument, and 140 million EUR were provided through
the World Bank (50 million EUR through the Contin-
gent Emergency Response Crisis and 90 million EUR
for the Emergency Covid-19 Response Project). Also,
by issuing a Eurobond, 700 million EUR have been
secured from private financial markets. Thus, the

MOHETAPHATA MOJINTUKA HA CPEJEH POK

accommodative monetary policy should be sustaina-
ble in the medium term.

Nevertheless, if predictions that the current crisis
will be in the shape of the “Nike” swoosh logo sign (Fi-
nancial Times, 2020, June 4th) prove to be correct, or
even worse, that it will be the same as the previous
crisis, it will last longer and assume the shape of “W~,
and then long term maintenance of accommodative
monetary policy is likely to require additional funding
of 5 to 8 percent of GDP.

In addition, in early May the NBRNM issued a new
monetary and macroeconomic forward guidance for
the period till the end of 2022, without projections
for change of interest rates, with a remark that the
NBRNM will closely follow developments in order to
respond to them accordingly.

Concurrent with the accommodation of monetary
policy, the Central Bank conducted an adjustment of
certain macroprudential standards.

Credit risk standards were relaxed by the end of
2020, which allowed for banks to delay the repayment
of loans to companies and households by an average
of six months. On average, the companies deferred
about 25 percent of the loans, and the household de-
ferred about 55 percent of the total loans on a mass
basis. In September 2020, the banks made another de-
ferral of loans to clients, but this time on an individual
basis, only to those who lost their jobs or had a reduc-
tion in income by more than 10 percent.

In order to enhance the capital strength of banks,
the NBRN has recommended retention of the 2019
profit. Most banks did observe this recommendation
and did not pay out dividends.

Chart 5.8
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Considering the above, it is clear that the capacity
to accommodate monetary policy and ease the busi-
ness cycle in conditions of foreign exchange rate tar-
geting is only possible if the Central Bank reaches bor-
rowing arrangements with certain international fi-
nancial institutions, a swap arrangement with the ECB
like Croatia or if it has significant surplus of foreign ex-
change reserves and/or currency fund that would be
accumulated in periods of expansion. In that regard,
we recommend concluding a liquidity arrangement in
emergency conditions, in the medium term, with the
IMF that would be available to accommodate mone-
tary policy, a swap arrangement with the ECB and/or
establishment of a currency fund by accumulating sur-
plus foreign currency inflows in conditions of expan-
sion. In that regard, the first step was already taken
with the concluding of agreement between the ECB
and NBRNM for use of a repo credit line of EUR 400
million in conditions of the Covid-19 crisis, in August
2020. A condition for using these funds is maintaining
the financial instruments which are on the list of ECB
interventions. This limits the use of this line to the lev-
el of foreign exchange reserves of the monetary sys-
tem of North Macedonia (banks and the central bank)
to the level of foreign exchange assets placed in first-
class securities in the euro area countries, which limits
the manoeuvring space for adjusting monetary policy.
The accumulation of surplus of foreign currency can
be done from the existing foreign exchange inflows
or through privatization of certain state-owned com-
panies.

Changing the monetary regime and accepting a
currency board or targeting inflation is not recom-
mended. The currency board would be a much more
rigid regime, which would prevent the accommo-
dation of monetary policy even in the short term,
without borrowing from abroad. Targeting inflation
in conditions of high uncertainty would undermine
the credibility of monetary policy. Accordingly, the
NBRNM is recommended to deal with the economic
shock caused by Covid-19 with the current monetary
policy regime and its promotion to a swap arrange-
ment with the ECB or the IMF. The current monetary
policy regime is also recommended for the period of
accelerated convergence and EU accession.
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Having this in mind, the structural reforms not only
accelerate economic growth, but also reduce interest
rates and the spread between interest rates in North
Macedonia and the euro area. In the short term, the
spread between the long-term German bonds of ten
years and the Macedonian bonds with approximate
maturity is expected to range between 1.75 and 2.25
percent. In the medium term, this spread is expected
to decrease somewhere between 1.25 and 1.75 per-
cent, and in the period just before the accession to the
EU it is expected to be 0.5 - 1.0 percent.

CONCLUSION

The Covid-19 crisis forced central banks to face
new challenges: how to further accommodate the
monetary policy in cases of negative interest rate in
highly developed countries and to avoid the trap of
excessive debts of the private sector.

A new wave of unconventional monetary policy in-
struments were launched in order to maintain liquidi-
ty of financial markets and institutions and to increase
the capacity of capital markets to absorb budget defi-
cits.

North Macedonia has accommodated its monetary
policy by borrowing foreign assets from abroad: from
international financial institutions and private finan-
cial markets. In order to equip the NBRNM to adjust
monetary policy to neutralize economic shocks more
effectively, in the future, it must have an instrument
for the rapid lending of assets in the form of an un-
conditional swap arrangement with the ECB or the
IMF. An alternative would be to establish a Currency
Board in the periods of economic expansion.

The shift of the monetary policy regime towards a
currency board or towards inflation targeting, in con-
ditions of Covid-19 crisis is not recommended. The first
regime would make the accommodation of monetary
policy even more rigid, and the second regime might
undermine confidence in monetary policy. Most prob-
ably North Macedonia will keep its foreign exchange
rate targeting regime until its integration into the EU.
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APPENDIX A

Table 5.1.
Comparison of policies of the Washington consensus in the 1980s, and 1990s and the policies of the international financial institutions

from 2010 onwards

Washington Consensus 1980s - 90s IFls since 2010

1. Fiscal discipline and expenditure cuts Same

2. Redirect public expenditures such as subsidies (except defence and
corporate bailouts), to support growth with some targeted pro-poor Same
expenditures

3.Tax reform, expanding broad base consumption taxes
(VAT) lower corporate tax rates, limited income tax, low/none trade Generally the same
and excise duties

4. Financial liberalization (e.g. reduction of financial regulations for
purposes of efficiency and higher savings, privatization of public development | Same
banks, market-based interest rates)

5. Competitive exchange rate Same
6. Trade liberalisation, export-led growth Same
7. Openness to foreign direct investment Same, emphasis on PPPs
8. Privatization, promotion of the private sector, characterized as

- Same
efficient
9. Deregulation (removal or reduction of public regulations, rules and

. o Same

standards on private sector activities)
10. Secure property rights Same
11. Corporative governance Same
12. Minimize the state, epitomized as a source of inefficiency and Same
corruption, which imposes limitations on the private sector
13. Flexible labour markets Same with active labour market programmes

Same but with macroprudential
measures to manage capital flows and
control as a last resort in the face of large
capital flights

14."Prudent” capital - account opening

15. Independent Central Banks, inflation targeting Same
16. Minimal social “safety nets” Same
17. Targeted poverty reduction, microcredits Same

Pension reforms, reduction of social security

18. Pension reform, pension privatization contributions leading to private saving schemes

19. Commercialization of social services, cost-recovery, user fees, minimal

. L Same
social policies
20. No or limited attention to social groups, inequalities and sources of Analysis of inequality and minorities; some targeted
social conflict interventions.

Source: Ortiz & Cummins (2019) adapted from Williamson (2004, 1- 10); Rodrik (2006, 11-17); Stiglitz (2008); UN (2008)
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MILA CAROVSKA AND BRANIMIR JOVANOVIC

INTRODUCTION

The development of countries, both in the eco-
nomic and social field, is largely conditioned by labour
market trends. This conditionality is multifaceted, so
the labour market is also dependant on the demo-
graphic, migratory, educational, cultural and other
specifics and trends on the national and global level.
The Macedonian labour market from the 1990s until
the present day has undergone a series of transforma-
tions, which include: structural changes caused by the
withdrawal of direct state control over the economy
and growth of private ownership, thus redistribut-
ing the number and quality of jobs across different
sectors, branches and regions; institutional changes
- through strengthening of social dialogue, introduc-
ing trade union pluralism, establishment of private
employment agencies, etc; as well as legislative chang-
es which reinforced the legal framework of labour
standards, minimal wages and active labour market
policies. From a current perspective, the Macedonian
labour market again needs transformation, which is
a consequence of a series of factors, one of which is
certainly coping with the broader impacts of the Cov-
id-19 pandemic. In light of this, this chapter aims to
highlight some of the key challenges on the labour
market in the medium term, as well as the possible
measures and policies for addressing them.

6.1. EMIGRATION TRENDS AND
POPULATION AGEING IMPACTING
THE LABOUR MARKET

Labour has always been an indispensable eco-
nomic and development factor which receives a great
amount of attention. It is specific, as part of the tra-
ditional economic factors of non-material nature and
is endogenous in its nature. Its quantitative and qual-
itative features are very important for the economic
development in the short, medium, long and very
long term. Labour is represented by the workforce, al-
though in the past 4 - 5 decades science and practice
have clearly delineated between the workforce as the
agent of labour (with its manual and other physical
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characteristics) on one hand, and its skills and knowl-
edge on the other hand. This has caused the addition
of one more to the classical three economic factors
(natural resources, labour and capital) —the fourth fac-
tor which is available technology (technical progress)
with its material (technical) and non-material (knowlI-
edge and skills) elements. The latter, the knowledge
and skills, have become so important for the economy
and for development that presently we often refer to
the developed economies and even beyond, as the
“"knowledge-based economies” or “knowledge econ-
omies” or even “knowledge-based societies”. This is
no surprise, since statistical measurements of the key
contributions to development factors have long ago
established that the share of residues from the classi-
cal three factors (so called TFP) is almost always higher
by 50 percent or more than the remaining ones put
together. Today, we refer to “human capital” when we
think of the input of workforce labour which possess-
es these characteristics. This is even more relevant for
the labour markets, because the agent of this factor,
as we said, is precisely the labour force. For its part,
the source of labour force is the population with all its
known features and characteristics.

The population plays a dual but also conflicting
role in the economy and in the social development as
a whole. Dual, because at the same time it appears as
the agent of production process, i.e. the supply on the
one hand, but on the other hand, on the final demand
side, it plays the role of the final consumer of the
produced final goods and services. Only part of the
population performs the former role, and the latter
is performed by the entire population. This role is con-
flicting because, to a bigger or smaller extent, it can
be the driving force of development, as much as it can
be a limiting factor of development. Overpopulation
with rapid natural increase but insufficient economic
activity can be an obstacle to development, but also
vice versa: insufficient population with a scarce labour
force can hamper the full use of natural resources and
especially of the physical capital.

The population size as a source of labour force is,
essentially, influenced by two factors — the birth and
mortality rate and the migratory flows in and out of
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the country (immigration — emigration). All four fac-
tors have almost equal significance for the popula-
tion, hence also for the labour force and the economy
as a whole.

Population trends in North Macedonia are current-
ly experiencing a very specific era. We are in a develop-
ment phase where the natural increase and migratory
trends are negative, which impacts the rapid decline
of the population, hence of the workforce size as well,
which can largely affect the labour market.

Historically speaking, the Macedonian population
denoted dynamic development in the past 80 years.
As can be seen from table 6.1, from 1.15 million in
1948 and 1.3 million in 1953 (State Statistical Office,
1988), the country reached a population of 2.02 mil-
lion in 2002 (State Statistical Office, 2008).

In the period 1944-2002, North Macedonia under-
went a process of demographic transition (a period
in which high mortality rates till that date started de-
clining rapidly due to the improved living conditions,
and birth rates persisted for a while at a higher level)
and we can freely assess that in spite the process of
moderate migratory movements, the population has
doubled, which also doubled the number of work-
force and the number of active population, which are
factors for the development of the economy and the
country. It is well known that there has not been a
population census since 2002, which is why modern
data are quite unreliable for analysis. According to
the EU estimates, there were 2.1 million inhabitants in
North Macedonia in January 2019, of which 16.4 per-
cent are younger than 15, and 14.1 percent are older
than 65 (Eurostat, 2020a), which is relevant for the la-
bour market.

In the past two decades, for which we have no pre-
cise and relevant data other than estimates, the pop-
ulation numbers in North Macedonia, just as in the
other countries in the region and beyond, started to
fluctuate, owing to the reinforced migratory trends,
especially emigration. For instance, according to esti-
mates of the World Bank it is likely that in the past
two to three decades, around 300-400 thousand peo-
ple have emigrated abroad, which represents some 15
— 20 percent of the total population.

Another serious threat is that the population age-
ing process (a social, not natural process) is followed
suit by the process of declining birth rate, even lead-
ing to a negative figure. State Statistical Office data
indicate that the natural increase is dropping from
year to year: from 15,772 in 1994; 9,083 in 2000; 3,963
in 2008; it dropped to only 1,606 in 2018; whereas in
2019 already, for the first time in history, the natural
increase was negative and amounted to -601 persons.
(State Statistical Office, 2019, p. 13). This is a worri-
some trend, and will most probably remain as such
for much longer, and this will largely affect the la-
bour market in the coming 2 — 3 decades. Yet another
problem is that the emigration structure of the female
population is dominated by women in their fertile pe-
riod, which will additionally reduce the birth rate in
the country. Unlike us, the EU (together with the Unit-
ed Kingdom) for instance, assesses that its population
will grow from 512 in 2018 to 525 million in 2044, be-
fore it starts to decline (Eurostat, 2019, p. 14).

Considering that North Macedonia is traditionally
not an immigration destination, nor can we expect it
to be in the near future, the above population trends
in terms of natural and migratory outflows will in-
evitably lead to a decline in the absolute population
number, but also of the workforce and active popu-
lation numbers. Considering the declining size of the
working age population, and the growing number
of elderly and also very old people in the society, one
of the most pressing concerns for the society and the
economy (and for policy makers in the future), will
be to encourage older people to remain for as long
as possible on the labour market as an active popula-
tion group. In this area we are at a slight advantage,
because the expected duration of working life of the
population was only 31.0 yearsin 2016 and 31.7 years
in 2019 (figure 6.1 and 6.2.), and this is relatively low
compared to European countries where the average is
just over 35 years (Eurostat, 2020b).

The integration processes of North Macedonia
with NATO and especially with the EU will certainly not
reverse these trends; quite the contrary, they will only
deepen them, based on the aftermath of events and
migratory flows in the regional countries that went
through these integration processes (Bulgaria, Roma-
nia, Croatia, Slovenia). The Bulgarian population, for
example, has shrunk from nearly 9 to 7 million in the

Table 6.1
Population trends in North Macedonia 1948 - 2002 (in million)

1961

Year

1971

1981 1991 1994 2002

Population 1,15 1,30 1,41

1,65 1,91 2,03 1,95 2,02

Source: State Statistical Office, 1998 and 2008
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Figure 6.1
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last 25 years (World Bank, 2013). Namely, the liber-
al labour market within the EU has caused a process
of shifting the labour force from less developed new
Member States to the more developed ones which
need additional labour force.

Itis very likely thatin the very long term North Mac-
edonia will need to attract labour from those parts of
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the world where demographic trends are still positive,
such as parts of Asia and Africa, in order to offset its
labour market demand that could be characterized as
having a chronically low supply.

The process of population ageing and its absolute
reduction can cause other additional problems and
challenges to the economy. A World Bank study from
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2007 (Chawla et al.) addresses the issues of popula-
tion ageing in transition and post-transition countries
and their repercussions to the labour market; savings
and financial markets; health and pension costs; edu-
cation, etc.

6.2.MISMATCH BETWEEN SUPPLY AND
DEMAND AND POSSIBLE SHORTAGE
OF LABOUR FORCE

Before the outset of the Covid-19 pandemic, the
labour market in North Macedonia suggested upward
trends, which could be reflected in the growing activ-
ity rate, employment rate (both general and for wom-
en), declining total unemployment rate (including the
youth unemployment rate), as well as the increased
labour supply, i.e. number of vacancies (Table 6.2.).
Although official statistics, according to the Labour
Force Survey, denote a small increase in employment
for the first quarter of 2020, it is expected that the
pandemic will reverse the performances of the Mace-
donian labour market.

From the point of view of sectors that absorb the
most labour force, LFS data for 2017 show that more
than half of employments in North Macedonia (65.1
percent) are concentrated in three economic activi-
ties: “Wholesale and retail trade, transport, accom-
modation and food services” (23.4 percent), followed
by “Agriculture, forestry and fisheries” (21.9 percent)
and “Industry without construction” (19.8 percent). Of
the total industry, the largest share is that of manu-
facturing, with 16.8 percent of total economic activity
in the country (Chart 6.1). Compared to the European
Union, with the exception of the agricultural sector
- which is one of the three largest sectors absorbing
the most labour force in North Macedonia - the oth-
er three dominant sectors are the same (“Wholesale

and retail trade, transport, accommodation and food
services”, “Industry without construction” and “Public
administration, education, health, social protection”).
What is specific about the agricultural sector in North
Macedonia is that it includes a large number of un-
paid family workers, so these jobs are quite precarious
and low-paid, and this affects a substantial number of
employees in this sector.

The Covid-19 pandemic is not the root cause of key
labour market challenges in the national context, al-
though it will certainly exacerbate and highlight them.
Previous research and analyses have already pointed to
a mismatch between the labour supply and demand
in the country, signifying the “relative deterioration of
the position of highly educated workers as a result of
the large supply of such workers, the excessive scope of
qualifications of workers in services and sales, as well as
skilled agricultural workers; and insufficient education
of managers” (Mojsoska-Blazevski, 2019, p. 48). Ac-
cording to survey data analysing skills need on the la-
bour marketin 2020, in terms of the degree of required
knowledge (education) of the expected employments,
8.4 percent will be for people with completed higher
education, 9.3 percent will be for people with second-
ary and college education, a whopping 46.9 percent
will be for persons with completed secondary educa-
tion, and 35.4 percent of employments are expected
to be for persons with completed primary education
(Employment Agency, 2019). These administrative
data, which have an indicative character, point to the
need to harmonise the educational profile of the work-
force with the respective demand for it. As can be seen
from Graph 6.2, in the last few years there has been
an increase only in the active population with tertiary
education, while the percentage of active population
without education and unfinished primary education,
as well as the active population with secondary educa-
tion, notes a decrease.

Table 6.2

Labour market indicators in North Macedonia
2016 ‘ 2017 ‘ 2018 ‘ 2019 2020/1
56,5 56,8 56,9 57,2 57,4
43,1 441 45,1 47,3 48,1
23,7 22,4 20,7 17,3 16,2
43,8 44,3 44,6 46,6 46,4
33,8 34,6 35,8 38,1 39,1
48,2 46,7 45,4 35,6 34,9

1,3 1,5 1.6 1,6 /
Source: State Statistical Office, MAKStat database; Labour Force Survey, 2020
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Graph 6.1

Source: Eurostat, http://appsso.eurostat.ec.europa.eu/nui/submitViewTableAction.do
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Graph 6.2

Active population (age 15-64), according to the highest education degree in North Macedonia, in thousands

Source: Eurostat, 2020, Ifsq_agan
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Remark: The education degree is aligned with the International Standard Classification of Education ISCED - 2011, with the following meaning: ISCED 0 - 2: Primary education, ISCED 3 - 4:

Such trends displaying a mismatch with the cur-
rent demand for labour force must inevitably be met
with measures like those in the educational policy, as
well as through active policies on the labour market.
Further to the changes announced in the secondary
vocational education and in dual education, changes
in higher education are also indispensable. Enrolment
policy in higher education is too “liberal” and is nei-
ther in harmony with the needs of the labour market,
nor does it allow for selection of youth according to
their achievements and capacities as criteria. One of
the measures which may help overcome this condition
and improve the quality of higher education is the re-
turn of entrance exams for all universities, which was

61

abolished in the past as a result of former policies fos-
tering broader accessibility of higher education. Such
policies, complemented by the excessive offer of high-
er education (meaning the large supply of accredited
high education institutions in the public and private
sector) are some of the factors of mismatch between
the offer and demand on the labour market. The en-
trance exams would be one of the factors which might
divert part of the active population towards other
professions, based on their potentials and capacities.
A closer scrutiny during accreditation of higher edu-
cation institutions and their curricula in order to avoid
this excessive supply and their adjusting to the mar-
ket needs may additionally help harmonise and align
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the labour force profile with the respective demand.
Public policies in higher education must better reflect
the diversity of needed skills and explore how these
skills could be developed over the entire work cycle.
This entails analysing the inadvertent consequences
in case public interventions change the school — work
trajectory, looking into the difference between aim-
ing to build cognitive or non-cognitive skills, under-
standing how different skills are developed and the
dynamics of education on the individual and the
choice of a career.

Furthermore, active employment measures and
programmes can help persons who have lost their jobs
or are unable to manage on their own on the labour
market. The offers through active labour market pol-
icies for training, upskilling, retraining and employ-
ment should be profiled according to labour market
needs, but also adjusted according to the educational
profile of job seekers, so that it can play an instrumen-
tal part. The results of active employment measures
should be considered in the medium or long term.
Card, Kluve and Weber (2017) conclude that the aver-
age impacts of these active measures and programmes
are close to zero in the short term, but often become
more positive in the medium to long term (two to
three years upon completion of the programme).
They also discover that there are significant differenc-
es in impact by type of programme: programmes that
emphasize the accumulation of human capital have
the greatest effect, while programmes that help with
job searching are less cost-effective in the long run.
The impact of these programmes on participants is
significantly heterogeneous: for example, women and
people who have been unemployed for a long time
are reported to benefit the most. Analysis shows that

active employment measures have the greatest im-
pact during times of economic recession. As noted by
Heckman, LaLonde, and Smith (1999), many of these
active employment programmes still do not pass the
cost-benefit test. Even when they are cost-effective,
they are rarely associated with skills improvement. In
this regard, investments in active employment meas-
ures in North Macedonia need to be well targeted,
considering that they are only an auxiliary tool, and
not a long-term solution to the mismatch between
supply and demand.

One of the distinct features of the Macedonian la-
bour market is the lack of labour force in certain spe-
cific qualifications that do not require higher educa-
tion. Data analysis of the Employment Service Agency,
in relation to the required professions for which there
is the largest number of advertised vacancies (Chart
6.3), shows that except for the position of information
technology engineer, as well as for several jobs that
require secondary vocational education (biological
technician, chemical technician, etc.), in most cases the
demand is for manual jobs, which require basic skills
and basic literacy. These data also show that North
Macedonia is far from a knowledge-based economy.

The possible shortage of workforce, besides the
skills mismatch, might also be occurring due to the
increasing trend of both young and older people leav-
ing the country, seeking better paid jobs. Such trends
need to be additionally addressed not only through
education, taxation and employment policies, but
also though the integration into the labour market
of migrants/third-country nationals legally residing in
the country.

Chart 6.3
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6.3. UNEMPLOYMENT AMONG YOUTH

Young people face a series of problems for enter-
ing the labour market such as: a discrepancy between
the acquired knowledge and skills in the formal ed-
ucational process with the real needs of the labour
market; the average period of transition of young
people from school to work (2.5 years); as well as the
insufficient number and quality of vacancies. Yet an
even bigger problem is the large number of young
people in North Macedonia (over 130,000 people)
who are not involved in education, are not employed,
and are not even part of the training process (NEET).
Considering the above, and in order to overcome the
challenge of reducing the youth unemployment rate,
a number of employment policies for youth have
been implemented in the past few years, such as:
active employment programmes through the opera-
tional employment plan, the introduction of “Youth
Guarantee”, the introduction of a youth allowance, as
well as the adoption of the Law on Internship.

Such measures and policies did bring about an
increase of youth employment from 30.2 percent in
2017 to 34.4 percentin 2019. At quarterly level results
indicate a positive trend, that is, youth unemploy-
ment between 15 and 29, from 43.7 percent in the
first quarter of 2015 was reduced to 27.3 percentin
the first quarter of 2020.

The year 2017 was pilot year for the “Youth Guar-
antee” Programme, which is part of the European
leading initiatives aiming to provide young people
(aged 15 to 29) with a quality employment offer,
continued education and training, or internship for
a period of four months from the date of registration
with the Employment Agency. North Macedonia is
the first country in the Western Balkans to have intro-
duced and implemented the Youth Guarantee. The

CHALLENGES AND LABOUR MARKET POLICIES IN THE MEDIUM TERM

programme is considered successful if at least 30 per-
cent of the involved persons successfully exit it within
4 months, meaning they find employment, re-enter
the educational process or are included in active pro-
grammes and employment measures.

The implementation plan of the youth guarantee
in North Macedonia was envisioned in two stages:
a pilot stage in 2018/2019 and a second stage un-
til 2022 when attempts will be made to roll out this
plan across the entire territory of North Macedonia,
with special emphasis on the three least developed
regions: South-Western, North-Eastern and the Polog
Region.

A total of 5,266 persons were included in year
2018 (2,694 women), of which 1,916 found employ-
ment; while 281 persons were included in one of the
active employment measures which do not lead to di-
rect employment, but do increase their employability.
Accordingly, the success rate of the “Youth Guaran-
tee” in 2018 amounted to 41.7 percent, thus exceed-
ing the envisaged 30 percent. Also in 2019 the suc-
cess rate of the “Youth Guarantee” was 35.5 percent,
again over the planned 30 percent.

As of the end of July 2020, a total of 14,040 young
people joined (6,958 women) of which 3,241 found
direct employment or joined one of the active em-
ployment measures from the operational plan for
2020 that do not lead to direct employment, but in-
crease their employability (for example 700 young
people joined the “Internship” measure). Based on
the contemporary situation, we can conclude that
despite the specific (unfavourable) conditions in the
domestic economy caused by the Covid-19 pandemic,
the involvement of young people in “Youth Guaran-
tee” again exceeded the expected threshold of the
planned 10,000 people.
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In cooperation with the real sector and companies
working in production, it became obvious that young
people need to be encouraged to seek employment
in such types of companies. The youth allowance was
introduced as a measure and as a result of the joint
cooperation between the organization of employers
and trade unions, through economic and social dia-
logue. This allowance amounts to 3,000 denars per
person per month for full-time work of young people
up to 23 years of age. In June this year, 4,000 people
will receive the youth allowance through the Employ-
ment Agency.

However, one gap was observed when implement-
ing employment policies for young people, in the seg-
ment of preparing youth for employment. In order to
overcome this shortcoming, a Law on Internship was
adopted which further regulated the rights and obli-
gations of the intern and the employer and ensured
benefits for both sides, some of which are indicated
below:

Development of skills and qualifications for easier
employment;

Facilitated selection of employees for the employers
following the completion of internship; during the
internship period, other than the remuneration for
work and personal income tax, the employer has no
obligation to pay any of the social security contri-
butions for the intern;

The internship may last between 1 and 6 months, and
is subject to a contract for internship work.

By the end of the second quarter of 2020, a total
of 196 employers have benefitted from the opportu-
nities offered by the Law on Internship.

In order to pursue the same trends of reduction
of unemployment, and concurrently to achieve an
increase of youth employment, the implementation
of successful measures must continue, but also new
experiences need to be considered and introduced,
which have proven to be successful in other countries
that have similar problems to ours.

In the coming period it will be important to pro-
mote and advance the offer of programmes of
non-formal education and lifelong learning, in order
to address the lack of technical skills and experience
gained outside of formal education, which are nec-
essary for the business sector. Information on these
programmes should be available in high schools and
should further be promoted throughout studies. This
could be facilitated by establishing regional training
centres and introducing dual education.

Measures targeting the improvement of youth
skills and the reduction of unemployment need to be
accessible to all young people. In light of this, we need
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to aspire towards greater accessibility of measures
and awareness of youth about them, especially when
it comes to young people in the rural environments
and the vulnerable categories of young people

In addition, communication strategies need to
be developed with parents/children from the earli-
est school age (elementary education), focussing on
the fact that occupations that require vocational sec-
ondary education enable good earnings and are not
“shameful” and in addition help rescue entire gener-
ations from long-term unemployment and pursuit of
work outside the state borders.

6.4.FLEXIBILITY OF
WORKING ARRANGEMENTS

The alternative work arrangements, such as flex-
ible work schedule, work from home, and part-time
work, are becoming a growing feature of the glob-
al (but increasingly also of the domestic) economy.
While these arrangements may facilitate a work-life
balance, they are not necessarily beneficial to work-
ers. Many jobs have irregular schedules, so workers
are unable to predict their work schedules from one
week to the next; many workers are on call or work
during evenings, nights and weekends. Additionally,
in the national context, non-standard forms of work,
as shown by the analysis of the Labour Force Survey
and Eurostat data'®, are not a result of their own
choice, but of the: inability to find a full-time job (36.4
percent), other family or personal responsibilities
(16.4 percent), care for children or elderly people in
the family (4.9 percent), illness or disability (2.6 per-
cent), education and training (3.3 percent) and other
reasons (36.4 percent).

The Covid-19 pandemic has imposed and stressed
the need for flexible work arrangements and work
from home. According to the estimation of poten-
tial home-based jobs done by Dingel and Neiman
(2020), 37 percent of jobs in the United States can be
performed entirely from home, with significant vari-
ation across cities and industries. These jobs typically
pay more than non-home-based jobs and make up 46
percent of all wages in the United States. According
to their professional classification, 85 other lower-in-
come economies in the world have a smaller share of
jobs that can be performed from home. Developing
countries and those with per capita GDP level below
one-third of the US GDP level may have only one half
of the total jobs that can be performed from home
(Dingel and Neiman, 2020). By applying the method-
ology of Dingel and Neiman to the example of Can-
ada, Gallacher and Hossain concluded that a certain

10 Eurostat, Main reasons for part-time work, 2020, Ifsa_epgar
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category of employees, such as workers at risk of pov-
erty, younger workers, part-time workers, employees
in small businesses, seasonal or contract workers, as
well as workers without higher education, have a low-
er tendency and fewer opportunities to be employed
in jobs for which remote work or work from home is
possible (Gallacher and Hossain, 2020).

The non-standard forms of work bring along the
risk of lower union membership, which certainly limits
the mechanisms of protection of labour rights.

Workers' rights in our country are, anyways, at one
of the lowest levels in Europe, according to relevant
international reports on this topic. More specifical-
ly, the latest report of the International Trade Union
Confederation describes us as a country in which “the
Government and/or companies are making serious
attempts to suppress the collective voice of workers”.
Of the European countries, only Serbia, Bosnia and
Herzegovina and Romania are at the same level as us,
while only Greece, Turkey and Ukraine have a lower
rating in this regard.

In addition to the rights being insufficient, they
are also often violated. According to research con-
ducted by “Glasen Tekstitec” (TN: Loud Textile Work-
er), as much as 40 percent of workers in the textile
industry are working on fixed-term contracts, 60 per-
cent of workers are working 50 hours a week, and a
staggering 70 percent of them are not even paid for
overtime work. According to the 2018 Report of the
Macedonian Health and Safety Association, 33 people
died that year as a consequence of occupational inju-
ries, which equals 4.3 deaths per 100,000 employees,
which is the second highest level in Europe and is al-
most three times higher than the European average
of 1.6 deaths. This illustrates that working conditions
are bad and occupational health and safety measures
are disrespected.
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State institutions which have the mandate to safe-
guard workers’ rights, such as the State Labour In-
spectorate and the courts are not doing a satisfactory
job. According to a survey by the Helsinki Committee
for Human Rights, as many as 64 percent of the work-
ers surveyed expressed complete dissatisfaction with
the work of the State Labour Inspectorate, and 13
percent expressed partial dissatisfaction. As many as
50 percent of the respondents stated that they are
not at all satisfied with the work of the basic courts,
and 17.2 percent answered that they are partially
dissatisfied.

In the absence of research and proper assess-
ments of the potentials for remote work and work
from home in a national context, it is necessary to
consider in detail both the opportunities offered by
flexible forms of work, but also the risks they entail.
As the International Labour Organization (2020)
points out, the growing need to work from home,
during and after the Covid-19 crisis, imposes an ob-
ligation on governments to ensure that those who
work from home have the same rights and benefits as
those working on premises provided by the employ-
er, which includes equal treatment of pay and other
working conditions. According to data highlighted in
the National Report on Adaptation of Industrial Re-
lations to New Forms of Work, the “Insufficient legal
regulation of work from home has negative effects
on the operation of many industries, especially on
the information and communication technology in-
dustry, which makes companies uncompetitive on the
market because they are unable to meet expectations
of the workers, and they are facing a lack of skilled
labour force which is moving abroad, primarily due
to the better quality of life and working conditions
abroad” (Trajkovski, 2019, p. 107). In light of this, it is
important to further specify the provisions of the Law
on Labour Relations regarding employment contracts
for work from home, and the other non-standard
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forms of employment, in order to identify the rights
and obligations of employees and the employer, as
well as to ensure ways of making them applicable in
practice.

CONCLUSION

Despite all the structural changes and the trans-
formation of the economy and economic activities,
the labour force, which is the key agent of labour,
still remains one of the basic economic and devel-
opment factors that substantially participates in the
generation of GDP in our country. The growth of the
economy, i.e. of GDP, is largely a result of the margin-
al contribution of labour, especially the manual and
lower skilled labour in several important activities for
the economy (such as agriculture, construction, man-
ufacture and labour-intensive industries). Certainly
economic growth can also be attributed to the share
of the most modern and most profitable activities and
branches of the economy where knowledge and the
most sophisticated skills of the labour force (human
capital) are pivotal, and those are the service occu-
pations (health, education, financial services, science,
consulting services, software design, etc.) and the pro-
duction of high-tech goods that are knowledge-in-
tensive (IT products, pharmaceutical, digital devices,
sophisticated equipment, etc.).

The workforce in North Macedonia is not charac-
terized by excessive human capital due to the rela-
tively lower level of education and skills it possesses.
Its transformation towards a workforce with an out-
standing level of human capital must be one of the
major tasks of the economic and especially of the ed-
ucational policies in the medium, long and very long
term.

The lack of a high quality labour force and human
capital in the future may further deteriorate due to the
trends of reduced and even negative natural increase
and migratory trends that cause negative balance.
Along with the constant natural process of population
ageing, this could be one of the key factors that will
affect the country’s labour market conditions through
the long term disruption of labour supply and demand
levels by the economy. We should also not rule out the
fact that North Macedonia will need additional labour
forces, especially those with lower skills and qualifica-
tions for certain traditional activities, but it will also
need profiles with the highest qualifications and skills
in the most modern industries which are in high de-
mand on the regional and global markets, and certain-
ly in demand on the labour market.

Such conditions can be partially overcome by mak-
ing accelerated and significant structural changes in
the economy. These will be supported by active state
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- but also by induced market - targeting of the sup-
ply of the labour force towards the increased offer of
high-quality job opportunities requiring sophisticat-
ed knowledge and skills. For these, radical changes
are needed in the formal and non-formal education
process, which will help compensate for the lack of
labour force in some activities and branches (low-in-
come and labour-intensive) and with increased supply
in high-income activities and branches that absorb la-
bour which is knowledge-intensive.

The current and medium-term problems with the
existence of low and medium-skilled labour force will
have to be offset by the sustaining of labour-intensive
activities until the remaining existing low-skilled la-
bour is naturally transformed and replaced by a new
labour force with a higher level of human capital.

In the field of labour rights, many changes are
needed in the medium term, including, among others,
the adoption of a new Law on Labour Relations in or-
der to ensure greater protection for workers. The two
biggest problems that workers are facing are working
on fixed-term contracts which only prolongs their un-
certainty, and overtime work which is not paid. There-
fore, it will be very important to reduce the maximum
duration of fixed-term contracts which is now 5 years,
to 6 months or 1 year in the new Law, and to establish
a register of overtime work, in order to reduce the risk
of workers hired on such contracts of not being paid.
Moreover, it is necessary to invest in the State Labour
Inspectorate, both in equipment and in new employ-
ments, in order to improve its staffing and technical
capacities, so that it could discharge its duties more
professionally. Of course, the focus on improved effi-
ciency of courts in the field of labour law is inevitable.

The analysis of trends in the Macedonian labour
market points to the concern that the combined im-
pact of demographic factors and the structural mis-
match between supply and demand affects the flex-
ibility and mobility of the workforce. However, data
on past employment cycles and current demographic
trends are not sufficient predictors of future labour
needs. Policies affecting the labour market are not
sufficiently grounded on nationally representative re-
search and data. Other than the Labour Force Survey,
which provides an overview of the current state of the
labour market, there is no additional research based
on a harmonised international methodology, nor
actuarial projections, which would encourage new
paths in the development of labour market policies.
In this regard, conducting a population census is ur-
gently needed, as the basic prerequisite for assessing
the scope and structure of the population.

Additionally, nationally representative assessments
are needed of the possible lack of skills and qualifi-
cations in the labour market, based on projections of



future movements in the national and global econo-
my, rather than on the subjective perceptions of cur-
rent employers. Matching the skills to the needs of the
demand, as well as the abovementioned use of poten-
tial influxes of migrants as possible labour force, will
not be possible without improved data and research
on the future needs and opportunities of the national
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and local labour market. Labour market policies based
on solid and harmonised data can help facilitate crea-
tive collaboration among all stakeholders: individuals,
educational institutions, employers, and governments
at all levels. To that end, achieving a productive socie-
ty with a flexible, highly motivated workforce, even in
conditions when it is ageing, would be easier to attain.
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INTRODUCTION

This chapter aims to establish a foundation for fur-
ther discussion on the development of Macedonian
foreign trade. It includes an examination of five basic
hypotheses related to foreign trade and the country’s
participation in the global market and trends. At the
same time, it seeks to provide certain basic guidelines
for the development of the Macedonian export sec-
tor that are key for stimulating the country’s foreign
trade. Considering that this analysis was developed
within the context of the umbrella project The Big
Picture: The Macedonian Economy in the Medium and
Long Term, its structure aims to further elaborate and
expand on the previous chapters presented in this
book pertaining to the topic of productivity growth,
and structural changes of the Macedonian economy
in the medium and long run. In line with those ideas,
our analysis’ main proposal is that setting up strong
fundamentals for sustainable productivity growth
and, consequently, an increase in the living stand-
ard, North Macedonia would need to adopt the ex-
port-led growth strategy, which is basically a develop-
ment strategy based on export expansion. That being
said, this chapter seeks to elaborate in more detail the
aspects of the structure of Macedonian export that
would support a sustainable economic growth.

This chapter is structured in seven sections. In the
following section we provide a brief overview of the
current affairs in global trade and competitiveness.
The third section focuses on examining the export
sector conditions in North Macedonia, while the sub-
sequent sections provide recommendations regarding
the future development of the country’s export strat-
egy. Finally, the summarised conclusions of the analy-
sis are laid out in the last section. The analyses in this
chapter rely on the authors’ own calculations, based
on data obtained from the Makstat database of the
State Statistical Office of the Republic of North Mace-
donia with a cut-off date of September 2020.

7.1. TRADE INTEGRATION VIS-A-VIS
PROTECTIONISM AND TRADING WARS

Trade integration on a global scale has percep-
tibly slowed over the past decade. If we are to con-
sider the 1990-2008 period as the golden period,
when the global trade in goods and services increased
from 39 percent to 61 percent of the global GDP, the
broad consensus as of 2016 is that the low growth
rates have become “the new normal”. Recent analyses
(ECB, 2016; Constantinescu et al., 2015; Haugh, D. et
al., 2016), suggest that there is a low probability that
world trade would regain its growth rates from before
the crisis. The decrease in trade was accompanied by a
rise in protectionism, driven by increased non-tariff'’
and, as of recently, also by tariff barriers. Trading ten-
sions across the globe escalated in 2018, when protec-
tionist threats from the US administration, including
the reactions of their major trading partners, result-
ed in concrete actions that increased the danger of a
trade war. Such events have contributed to a decline
in public support for trade openness, while protec-
tionism grew globally.

The perceived risks associated with open trade
were not the only factors dragging down the popular-
ity of the globalization idea. The factors in favour of
and against globalization are discussed in the work of
Gunnella and Quaglietti (2019). In this vein, unfavour-
able consequences of free trade include the follow-
ing: increased exposure to international crises, spillo-
vers of negative shocks from abroad, and unfavour-
able consequences related to distribution of wealth
(increasing inequalities both within and between
countries) (Antras, P. et al., 2017; Rodrik, 2011; etc.).
On the other hand, international trade allows coun-
tries to specialize in the production of goods in which
they have comparative advantage, it provides greater

11 The non-tariff barrier limits trade by using trade barriers in a dif-
ferent form than tariffs. Non-tariff barriers include quotas, em-
bargo, sanctions and taxes. As part of their political or economic
strategy, some countries often resort to non-tariff barriers in or-
derto limit their scope and quantity of trade with other countries.
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diversity of consumer goods, increases per capita in-
come, boosts productivity, and contributes to the re-
duction of world poverty (World Bank Group; World
Trade Organization, 2015).

However, as Gunnella and Quaglietti point out, the
benefits of open trade and their distribution across
social groups are different for different countries.
Some of the most important pre-conditions for full
realisation of the benefits of trade openness are cer-
tainly the export structure, degree of specialization of
export goods, degree of diversification of production
and the level of development of institutions in the
country.

Considering that currently around 70 percent of
international trade takes place through global value
chains (GVC), smaller countries and developing coun-
tries need to engage in them successfully by figuring
out different ways of increasing the added value of
their products on the global market. Only by doing
so, those countries will be able to build and main-
tain a competitive edge globally. Higher added value
is closely linked to innovation, which can either be
aimed at increasing process efficiency or at increasing
product quality.

Countries also differ in terms of endowments that
include quality of labour force, available capital, and
level of knowledge. This is reflected in their diversities
in respect to technological development, and conse-
quently, the level of innovation, the type and inten-
sity of research and development (R&D). Considering
that developing countries (even those that are more
technologically advanced) find it difficult to match
the R&D effort of the major industrial nations, or the
largest corporations, a different role is recommended
(Forbes and Wield, 2000) for the technology followers
in the R&D process compared to that of technological
leaders. Namely, for a technological follower, the R&D
process should be focused on increasing their absorp-
tive capacity, so they can be able to use knowledge
from external sources that already exists within the
value chains and partnerships with other companies.'?

In an era of knowledge and intellectual capital im-
posed by globalization, development of new technol-
ogies, and increased competition, countries and com-
panies striving for export-led growth should focus
on building and maintaining their own endogenous
growth factors. From a macroeconomic perspective,
investments in knowledge and increasing innovations
have the ultimate goal of increasing production, as is

12 Thebenefits from theintegrationin international value chains and
export to foreign markets (in terms of boosting innovation and in-
creasing productivity) are addressed in Grossman and Helpman
(1991), and are further supported by empirical analysis of Helpman
(2004, chapter 5.6).
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the case with investments in equipment and machin-
ery. For countries that are strategically orientated to-
wards boosting their economic growth and interna-
tional competitiveness, intellectual capital is one of
the key factors of production for the attainment of
these goals.

7.2. THE STRUCTURE OF EXPORT
OF NORTH MACEDONIA

Over the past fifteen years, the exports and im-
ports in North Macedonia demonstrate an upward
trend in nominal terms (dotted black lines in Chart
7.1). The evident contemporaneous evolution of the
two aggregates indicates that export plays an impor-
tant role in the country’s economic development, but
also points to the high dependence on imports (the
increase in exports requires an almost proportional
increase in imports). This is visible also from the net
exports (the difference between the exports and im-
ports) which is practically constant over time.

If we look at the annual growth rates of export and
import (Chart 7.2) we can notice that also the growth
dynamics of the two aggregates are almost identical,
with the average annual growth rate of export for the
entire 15-year period being 10.5 percent, while the
import growth rate is 9 percent. However, the trend
of the annual growth rates of imports and exports
(dotted lines in Chart 7.2) is downward. The impact
of foreign trade, or the impact of the net-exports in
the formation of the GDP in North Macedonia, has a
changing dynamic: according to NBRNM data, in the
period from 2012 to 2019, foreign trade had a pos-
itive impact on the GDP, but only for 3 years (i.e. in
2013, 2017 and 2018), and for the remaining period
that impact was negative. This indicates that, despite
of the upward trend of exports, we cannot conclude
that there was a successful implementation of the ex-
port-led growth strategy.

Another important aspect of the country’s
trade is the structure of exports, analysed according
to the type of goods exported and the exporting
markets. Chart 7.3 illustrates the export structure of
North Macedonia in 2019 according to basic product
categories. According to the data two-thirds of North
Macedonia’s exports are intermediate goods, and the
remaining third is almost divided in half between cap-
ital goods and consumer goods. Within the group of
intermediate goods, over 60 percent are processed
industrial procurements, 19 percent are transport
equipment and parts and over 11 percent are primary
industrial procurements. In the category of consumer
goods exports, semi-durable and non-durable prod-
ucts account for almost 60 percent of this group, while
durable consumer goods and processed food products
account for less than 18 percent.
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If we look at the distribution of export goods by
economic activity (Chart 7.4) we can observe that the
large majority (90 percent) belongs to manufacturing
products, only around 4 percent are agricultural prod-
ucts, while services are almost negligible in volume. In
fact, export services are not recorded in official statis-
tics in North Macedonia. On the other hand, within the
manufacturing industry (Chart 7.5), a dominant share
is held by chemical products (around 25 percent), fol-
lowed by parts for motor vehicles (15 percent), parts
for machinery and equipment (almost 13.4 percent)
and clothing (7 percent), which is the export of textile
products made on the so-called “loan basis” (TN: CMT
manufacturing). Food products and furniture partic-
ipate with over 4 percent each, while all other activ-
ities are almost negligible. In other words, the share
of only three groups of products (parts for catalysts,
centrifuges, and electric cables) makes up 30 percent
of total export.
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When we analyse the country’s export structure, a
key aspect to consider is its competitiveness and the
labour qualification structure of the exports. Chart 7.6
depicts the structure of the average labour qualifica-
tions contained in the export goods of North Mace-
doniain 2019."* The labour force with secondary qual-
ifications (secondary education) occupies the most
dominant share in the labour engaged for production

13 These data are the authors’ own calculations and are obtained by
using a "pattern” for distribution of labour, based on its average
qualifications, used for the production of goods and services per
separate activities. By using that “pattern”, based on data on ex-
port products of North Macedonia stratified per activities in 2019
(Chart 4), data were generated on the average labour qualificati-
ons contained in the export products of North Macedonia in 2019.
The distribution of the labour “pattern” by average qualification
per individual activity was taken from: Michael R. Peneder (2007),
A Sectoral Taxonomy of Educational Intensity, Journal of Applied
Economics and Economic Policy, 2007.
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Chart7.3

Source: State Statistical Office of the RNM

Note: Products with share of < 0,5% are not indicated in the chart
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Export products of North Macedonia classified according to activity in 2019, in %

Manufacturing 90.3%

of export goods of North Macedonia, followed by
the labour force with very low and low qualifications
(without education). On the other hand, the partici-
pation of higher and very highly educated workers
and qualifications is negligible. The export structure
of North Macedonia does not include the services
sector. Moreover, by looking at the export structure
in the context of the qualification structure of total
labour force in North Macedonia it becomes apparent
the country is not successful in utilising its workforce
potential for producing and creating export goods.

If we examine the structure of Macedonian exports
per export markets (Charts 7.7 and 7.8), a notable
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growth in export to the markets of the EU Member
States can be observed and, among them, to Germany
in particular. In the total exports of North Macedonia,
the share of export to the EU markets has reached
48.7 percent, mostly at the expense of a decline of ex-
port share to all other markets, especially the share of
export to the six Western Balkans countries’ markets.

When examining North Macedonia’s exports by
sectors (as defined per the Standard Internation-
al Trade Classification (SITC)) and by export markets
(Chart 7.8), the highest portion goes to the EU Mem-
ber States in almost all of the product categories
(including food and beverages, and tobacco). An
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Chart 7.5
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exception are the categories of mineral fuels and an-
imal and vegetable oils (whose total share in North
Macedonia’s exports is extremely low), where the
Western Balkan markets dominate.

The data that was used in the analysis indicates
that North Macedonia is not particularly successful in
implementing an export-led growth strategy, nor has
it made sufficient efforts in utilising all of its potential.
The export structure, as well as its growth dynamics, is
primarily determined by the FDI inflow in the country,
whose operations and profitability are heavily based

on the relatively low cost of labour, the low (and flat)
taxes in North Macedonia, as well as the technology
transfer from abroad. The share of the domestic com-
panies in the value chains of FDI is almost negligible,
which confirms the absence of a knowledge spillover
effect, and absence of a multiplier effect from attract-
ing FDI. In such a setting, the FDI in North Macedo-
nia, especially those from the technological-industrial
zones, create up to 50 percent of the total export of
the country, but their contribution to GDP amounts to
approximately 2 percent, while their share in the total
employment is approximately 3 percent.
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Chart 7.7

Export of North Macedonia per groups of countries in 2012, 2015 and 2019, in %
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The above description of the state of affairs speaks
of the "export” of the Macedonian cheap labour
through FDI, whereas the newly created value from
production generated by FDI is below 10 percent. On
the other hand, the country remains at a low techno-
logical specialization level. Domestic companies use
relatively outdated technologies and are not ready to
accept new technologies. The level of investment in
research and development and introduction of new
products and technologies are extremely low. Hence,
the growing tendencies of North Macedonia’s export
do not indicate a gradual development of a sustaina-
ble export competitiveness of the economy.

7.3. EXPORT IN SOUTHEAST EUROPE
AND THE POTENTIAL FOR
REGIONAL INTEGRATION

North Macedonia could benefit from a new stra-
tegic focus in its foreign trade, which would include
identifying “new” export markets. A complementary
process would be the inclusion of domestic companies
in regional value chains and the regional (common)
market. The regional market represents great poten-
tial for boosting the export of domestic companies
for two reasons: first, the competitive advantage of
the goods and services of Macedonian companies on

74



regional markets is higher compared to that on the EU
market; and second, one of the consequences of the
current pandemic is the disruption of the value chains
between the EU and Chinese companies as well com-
panies from other, distant markets. Additionally, the
Western Balkans region is becoming increasingly inter-
esting as a venue for future expansion of FDI from EU
Member States, and there is an increasing interest in
more holistic inclusion of the Western Balkan compa-
nies in value chains of the European companies.

On the other hand, the dynamics of the region-
al economic integration of the Western Balkans, and
the consequent increase of regional foreign trade
and exchange, is strongly hindered by several factors.
First, the structural characteristics of these economies
present a hindrance for a stronger economic connec-
tivity not only among regional companies through the
regional value chains, but also with other countries/
economies in the wider region (EU Member States).
The structures of the economies of the Balkan coun-
tries are very similar due to the similar endowment
with production factors, small differences in the level
of economic development, similar education, health
systems and institutional structure in general. Hence,
these economies are more competitive with each oth-
er rather than complementary to one another. Second,
the dynamics of regional economic integration is also
hampered by current (but never unresolved) political
agendas of certain countries in the region, as well as by
existing institutional and procedural barriers to foreign
trade. Each country has built its own “system of rules
and institutions” for foreign trade, and cooperation be-
tween them and their alignment is often hindered for
political purposes. It is a fact that customs protection
between countries is not a big problem, and lately the
situation has improved in terms of transport corridors
(but not for rail transport); however this is insufficient.
There is a widespread “anecdote” in the region accord-
ing to which “the Balkan countries are building trans-
port corridors so that trucks carrying goods can reach
border crossings faster and then experience longer
waiting times there.”

However, economic structures are changing concur-
rently with the potential for progress. In that sense, all
the economies of the Western Balkans are facing an in-
tensive process of structural change and adjustment. In
addition, a process of regional economic connection is
underway (first as a free trade area, then as a customs
union, and finally as a common market). All this shows
that this potential for future economic development
of North Macedonia must not be neglected, nor still
be considered as something of secondary importance,
while the EU market is of primary importance.

EXPORT AS THE MAIN DRIVER OF MACEDONIAN ECONOMIC GROWTH

7.4. COMPETITIVENESS THROUGH
INCLUSION IN VALUE CHAINS AND
TECHNOLOGICAL DEVELOPMENTS

Building on the conclusion from the chapter on
productivity growth, we reinforce the proposition
that a successful implementation of an export-led
growth strategy entails developing a relatively high
level of specialization of the economy, a relatively
high level of technological development and mod-
ernization, and a gradual development of a higher
level of competitiveness and competitive capabilities
in global frameworks. To achieve this, competitive ad-
vantages must be based on a quality workforce, tech-
nological advancement and innovations that need to
be created. However, given that North Macedonia is
a small economy, this is likely to be expected in a rela-
tively small number of sectors.

In this sense, North Macedonia must not only rely
on imports of knowledge and technology, but this
needs to be combined with the development of its
own know-how, innovations, and the linking of do-
mestic companies within the value chains of FDI in the
country and within the continental value chains. On
the other hand, considering the structure of Macedo-
nian exports per markets (with the enormous domi-
nation of the EU Member States’ markets), a relatively
swift and high-quality implementation of reform pro-
cesses and the country’s accession to the EU will be
of pivotal importance. This process, additional to the
imposition of new “rules of the economic game” will
lead to quality improvement of institutions, particu-
larly to those vital for the proper and solid implemen-
tation of said rules, which will additionally contribute
in strengthening economic development, particularly
though export growth.

7.5. EXPORT OF SERVICES -
A SIGNIFICANT ASPECT
OF DEVELOPMENT STRATEGY

The Macedonian economy has a specific structure,
according to which a relatively large part of domestic
GDP (about 40 percent) is generated in the manufac-
turing services sector. However services, for the most
part, are by definition non-tradable goods, and a small
number of them are traded outside the country’s bor-
ders. Moreover, that part of the traded services cannot
be easily captured in the statistical indicators due to
the nature of their trading which, in certain part, falls
in the category of the shadow (informal) economy,
whereas the other part takes place virtually, through
the digitalization process, which further complicates
their accurate recording. In that sense, there is vast
untapped potential, which could certainly invigor-
ate the development of economy through export. All
these opportunities should be systematically encour-
aged by the government (economic policy).
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CONCLUSION AND
RECOMMENDATIONS

Despite the escalating trend of trade tensions
worldwide in recent years, protectionism and trade
wars should not be the answer to the trade distor-
tions. Trade integration can be extremely useful for
small emerging economies and technological follow-
ers. The country’s exportis lacking an adequate contri-
bution to GDP growth, which is mostly a consequence
of the country’s failure to utilize its potentials. The
specific export structure of the country lacks the po-
tential to contribute to the successful implementation
of an export-led growth strategy. One of the key steps
towards realisation of that strategy is broadening the
focus of foreign trade of North Macedonia towards
the “new” i.e., alternative export markets. In this con-
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text, regional markets represent a great potential for
relatively fast invigoration of export of domestic com-
panies in the country.

In an era of the domination of knowledge and
intellectual capital imposed by globalization, the de-
velopment of new technologies and increased com-
petition, countries and companies aspiring towards
export-led economic growth should focus on building
and maintaining their own endogenous growth fac-
tors. Growth of exports to EU Member States in the fu-
ture should be based on technological development
and inclusion in FDI value chains, while export promo-
tion should not be limited only to the export of goods,
but should also encompass all export services which
will help make best use of the existing untapped po-
tentials in the country.
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8

RESHAPING SOCIAL PROTECTION AND
SOCIAL INSURANCE SYSTEMS IN THE

MEDIUM TERM

MAJA GEROVSKA MITEV AND MILA CAROVSKA

INTRODUCTION

Social changes which include transformed eco-
nomic, social, demographic and family structures, in-
evitably impose the need for changing the systems
of social protection and social insurance. Welfare re-
gimes that faced difficulties in adapting to structural
changes in the 1990s were called “frozen landscape”
by Esping-Andersen, referring to the status quo and
the rigidity of continental European welfare state
arrangements (Esping-Andersen, 1996). Perceived
through the prism of altered social trends in the third
decade of the 21st century and the needs they bring
about, many welfare states can once again be called
the “frozen landscape.” Namely, the adaptation of
the welfare systems need to be a continuous process
and should not be seen only through the parametric
changes of the existing design. New family structures,
new forms of employment, new social risks require
paradigmatic changes, as well as changing the logic
of functioning of social protection systems, that is,
from a system of “last resort” to a system of “initial
support”, from a system of reciprocity to a system of
complementarity and from a curative to a preventive
social system.

The reforms of the social protection and social in-
surance systems in North Macedonia were typical for
the beginning of 2000 (introduction of capital-fund-
ed pension and disability insurance, changes to the
length of insurance in case of unemployment, etc.),
and in the last few years with the amendments to the
system of social and child protection (2019) when new
rights were introduced (e.g. educational allowance),
the scope was expanded and reference scales were
equalised between different rights, thus improving
equality of treatment among beneficiaries. Howev-
er, the need for further changes is inevitable. In the
medium term, social protection and social insurance
systems in North Macedonia need to undergo trans-
formation, in order to: cover new social risks, include
non-standard forms of employment in social insur-
ance schemes, increase funding and diversify funding
sources, expand universality of social rights, as well as
to digitalise social protection and social insurance.
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8.1. SCOPE OF NEW SOCIAL RISKS

The scope of social insurance rights is based upon
the coverage of expected social risks, such as: birth,
sickness and occupational injuries (health insurance),
professional adaptation, unemployment (unemploy-
ment insurance), disability, old age, death (pension
and disability insurance). This traditional approach of
“savings” for social risks primarily includes financial
compensation for the present risk which the benefi-
ciary is facing. However, considering the demographic
changes taking place in the context of the extend-
ed life expectancy of people, as well as the changes
happening in labour markets in comparison to the
growing number of “non-traditional” forms of work,
the social insurance is facing the need to expand the
scope of the social risks it covers, but also to increase
the share of services instead of payments, as a form of
social insurance.

Starting from the continuous growth of the pop-
ulation older than 65, which in the 2010 — 2019 pe-
riod increased by 22.3 percent (Chart 8.1), as well as
from the emphasized need for long-term care of this
age category which almost tripled in the 2010 - 2018
period (Chart 8.2), discussions about possibilities of
introducing long-term care insurance are inevitable.
The experience of European countries shows that still
the bulk of funds used for providing long-term care
for the elderly come from general taxation. The ex-
ception to this is Germany, which has mandatory long-
term care contributions, while the systems in Luxem-
bourg and Belgium/Flanders have a combination of
contributions and taxation.

In Sweden, local governments have the right to
decide and establish a scheme for financial compen-
sation for long-term care (Spasova et al., 2018). In Ger-
many, which introduced long-term care insurance in
1995, funding (traditionally) has been divided equally
between the employee and the employer, amount-
ing to 2.55 percent per month of the gross pay. It
covers the costs of care in the beneficiary’s home or
the accommodation costs in a long-term care institu-
tion. This type of insurance gives preference to care
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Chart 8.1
Population structure in North Macedonia according to age
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in the beneficiary’s home or assisted living schemes.
However, in 2017, about one third of the beneficiaries
lived in a long-term care institution, and 50 percent
of them were people with dementia (Federal Minis-
try of Health, 2017). This example of anticipating de-
mographic challenges is also followed by Slovenia, in
which the adoption of the Law on Long-Term Care
Insurance was pending in 2020. In order to ensure a
stable source of funding for growing long-term care
costs, Slovenia has simulated several scenarios as to
whether the new insurance should be mandatory or
voluntary and whether taxes should be increased or
an increased social security contribution needs to be
introduced. According to Slovenian estimates, this
new type of insurance will cost half a billion EUR™,

14 Mediastatement of Slovenian Health Minister Ales Sabeder: http://
www.rprogreso.com/slovenia-health-minister-assures-legislation-
of-long-term-health-care-reform-to-address-the-needs-of-ageing-
population.htm
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In North Macedonia, long-term care is fragmented
between the social protection system and the health
care system. However, this division does not mean an
integrated approach between the two systems and
very often the beneficiaries of rights and services for
long-term care exercise them through long and com-
plicated procedures, which require visits to both social
work centres and health institutions and commissions,
depending on the type of disability or disease. Such
duality of the long-term care system breeds ambiguity
concerning expenditures for its financing. According
to Eurostat, disability-related expenditures in 2017
amounted to 1.7 percent of the gross domestic prod-
uct (GDP), while health expenditures accounted for
4.2 percent of GDP. Introducing an additional contri-
bution for long-term care could improve not only the
transparency of expenditures, but also the stability
and diversification of financial resources for this pur-
pose. Moreover, contributions for long-term care, in
addition to pension, i.e. material protection for old
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days, would also ensure support to home-based care
costs or the costs of accommodation of the benefi-
ciary in an institution. This would significantly affect
the improvement of social security among the elderly.
Of course, the introduction of a new or increased so-
cial insurance contribution for long-term care should
also be analysed in the context of the overall burden
on the labour costs. The challenges to its introduction
in the national context are related to the still low em-
ployment rate (47.3 percent), as well as the significant
number of employees in the informal sector (15.7 per-
cent). Additionally, the debate about the fiscal policy
model, which envisages that social security be fully
based on the tax-financed model, should be taken
into account, and if it is realised in the medium term,
the share of costs for financing long-term care should
be properly projected in the tax items. Considering
the overall benefits, which in addition to the individu-
al level would also help relieve the family obligations
for providing support to the parents by their children,
or sometimes to other family members, the expansion
of social security with long-term care is an inevitability
which, in the medium term, will help North Macedo-
nia upgrade its conservative care system, achieve an
accountable and diversified system of financing and
providing long-term care, and improve social security
among the elderly population.

Furthermore, the scope of unemployment insur-
ance should also be expanded, by including all un-
employed people for whom contributions have been
paid as eligible beneficiaries, regardless of the reasons
for job termination. The current unemployment insur-
ance system has provisions which are in conflict with
the rights arising from the employment status. Name-
ly, the Law on Employment and Insurance in Case of
Unemployment defines that the financial compensa-
tion in case of unemployment cannot be exercised,
among others, also by “an unemployed person whose
employment is terminated due to: amicable termina-
tion of employment, termination of employment with
dismissal, and unjustified absence from work for three
consecutive or five working days total in a year” (Arti-
cle 67, Official Gazette, no. 124/19). Such treatment
of unemployment does not coincide with the fact
that unemployment insurance contributions are paid
regardless of the reasons for termination of employ-
ment. The logic of this approach probably stems from
the fact that contributions are paid by the employer
and not the employee personally, so the protection
in case of unemployment ought to be “deserved”, i.e.
shall be granted only if the reasons for unemployment
are not directly linked to the employee himself.

This conservative interpretation of unemploy-
ment insurance makes the payment for this contribu-
tion meaningless. The latest measures for supporting
unemployment as a result of Covid-19 temporarily
changed these provisions, so an unemployed person
can become eligible for insurance in case of unem-
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ployment, regardless of whether the employment was
terminated amicably or by dismissal. This temporary
measure must be introduced as a guaranteed right
to financial compensation in case of unemployment,
which can be exercised regardless of the reasons for
unemployment. In addition, because the Law on
Compulsory Social Insurance Contributions does not
define the following categories as payers of unem-
ployment contributions: the self-employed, farmers,
seasonal workers; they are also excluded from possi-
ble protection in case of unemployment through the
social insurance system. One of the measures to be
taken in the medium term is the opening of social in-
surance to these non-standard forms of employment,
both in terms of their integration into the system of
mandatory payment of unemployment insurance
contribution, and also with a view to enable uninter-
rupted opportunity for their use (further elaborated
in the next section).

8.2. ACCESS TO SOCIAL PROTECTION AND
SOCIAL INSURANCE FOR NON-STANDARD
FORMS OF EMPLOYMENT

In accordance with the definition of the Interna-
tional Labour Organisation'® the term “non-standard
forms of employment” is used as an umbrella term for
different employment arrangements which deviate
from standard employment. They include temporary
employment; part time and on-call work; temporary
agency work and other multiparty employment re-
lationships; as well as disguised employment and de-
pendant self-employment.

Data on non-standard forms of employment in
North Macedonia'® according to Eurostat show that
in 2019 the number of self-employed persons was
16.2 percent, 13.2 percent were employed on tem-
porary employment contracts and 4.0 percent were
employed on part-time arrangements. Self-employ-
ment denotes a bigger growth than the conventional
full-time employment, whereby the share of agricul-
tural self-employed workers is highest. According to
Labour Force Survey analysis, self-employment is most
often not a matter of choice, but of lack of available
well-paid jobs. It is more a matter of economic sur-
vival which can be concluded from the fact that most
self-employed people live with income below the av-
erage wage amount.

In light of the commitments at the EU level, in
the context of the European pillar of social rights,
the situation with the legislative, but also effective

15 International Labour Organization, https://wwuw.ilo.org/global/to-
pics/non-standard-employment/lang--en/index.htm

16 Eurostat, 2020: Ifsa_egaps; Ifsi_pt_a
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access to social protection and social security for the
“non-standard employees” in North Macedonia needs
improvement. From the aspect of a formal approach
to social protection and insurance, the self-employed
people are included in the compulsory social insur-
ance, accessible to all economically active persons. An
exception to this is unemployment insurance, which
does not cover self-employed persons (except those
employed by self-employed persons). There is also a
difference in the basis on which social security contri-
butions are collected. In addition, temporary workers
with contracts for manual and/or intellectual services
(service contracts for the non-employed) are exclud-
ed from pension and disability insurance, as well as
unemployment insurance. Health insurance contribu-
tions are mandatory only for those temporary work-
ers whose income is higher than the legal minimum
wage. Workers in agriculture are also a special cate-
gory and are excluded from the possibility of partic-
ipating in the second pension pillar, as well as in the
unemployment insurance.

Further to the lack of formal access, for a number
of employees in non-standard forms of employment,
the exercise of effective access to social protection
and insurance is difficult in practice. Namely, often
employers do not comply with the legal provision for
extending the fixed-term contracts whose duration
is five years, into permanent employment contracts
(unless labour inspection is included), so they deliber-
ately terminate such contracts before the end of the
five-year period. Also, non-standard workers often
face difficulties in meeting the conditions for eligibil-
ity to receive social security benefits (e.g. due to pe-
riods of termination of contributions). In the case of

the self-employed, the problems with exercising the
rights often depend on the calculation of the basis
used for estimating the income on which social con-
tributions are paid.

Having these conditions in mind, it is necessary
to open the system of social protection and social in-
surance to all forms of employment, considering the
hybrid nature of working statuses. In that regard, in
addition to effective monitoring and inspection over
the implementation of provisions on formal access
for non-standard employees, it is necessary to adjust
the access criteria, the amount and length of contri-
butions according to the specifics related to the of
length of working hours and job characteristics (occa-
sional, seasonal work, etc.).

8.3. INCREASE OF FINANCING

AND DIVERSIFICATION OF FUNDING
SOURCES OF SOCIAL PROTECTION
AND SOCIAL SECURITY

Despite the public perception that the country
spends a lot on social protection, analyses, neverthe-
less, especially compared to the countries in the re-
gion and beyond, indicate that in terms of its social
protection expenditure, North Macedonia is classi-
fied in the group of Central and Eastern European
countries with low consumption (Spasova and Ward,
2019). Compared to the countries in the region, social
protection expenditures in North Macedonia are low-
er than those in Croatia (21.2 percent), Serbia (19.1
percent), Bosnia and Herzegovina (17.8 percent) and
Montenegro (16.8 percent)’”. As can be seen from

Chart 8.3
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Graph 8.3, according to the ESPROS methodology'é,
social protection expenditure in 2017 amounted to
14.3 percent of GDP and did not undergo significant
changes in the 2015-2017 period. Pensions have the
largest share in social protection expenditures, where-
as housing, unemployment and social exclusion ex-
penditures have the smallest share.

With a view to tackling most effectively the key
social challenges, such as unemployment, poverty,
social exclusion etc,, it is important to increase social
protection expenditures, that is, expenditures in the
domain of social welfare, disability, family/children,
unemployment, housing and social exclusion. Reach-
ing the EU average amount of social protection ex-
penditure (26.9 percent) is unrealistic, but allocating
between 18 percent and 20 percent from the GDP on
social expenditures in the medium term should be a
priority target.

Likewise, there is a need for improved diversifi-
cation of social security funding sources. Dominant
sources are contributions (8.5 percent of GDP) and
tax revenues (6.7 percent of GDP), while other sourc-
es (co-financing, participation, private insurance,
etc.) are negligible (0.3 percent of GDP) and do not
represent a significant factor in the total revenues for
social protection. The financing structure for social
protection changed in the 2005-2017 period, at the
expense of increased public expenditures, mainly as a
reflection of the reforms such as the reduction of so-
cial security contribution rates, the transition costs for
the pension reform, as well as the ratio of the insured
beneficiaries vis-a-vis those paying the contributions.
While the sources of pension and health income in-
clude contributions and taxes, other branches of so-
cial protection, such as social assistance, disability, and
child protection are predominantly financed by tax
revenues.

With a view to improving the ratio of contribu-
tions versus tax revenues, and in order to reduce the
latter, it is necessary to avoid public measures and
policies that promote exemptions from payment of
contributions, as a way of improving labour compet-
itiveness or as an active employment policy measure.
Such measures are fatal, both for public perception
of the importance of social contributions and for in-
vestments in social security in general. Additionally, in
order to improve the potential of future sources for
medium-term financing of social protection, it is nec-
essary to: introduce additional social contributions to
the contracts for temporary or seasonal provision of
services (which are currently subject only to person-
al income tax); gradually formalize undeclared work
with lower social contribution rates; provide increased

18 ESSPROS - European System of Integrated Social Protection
Statistics
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support for participation in the labour market among
women, especially those from less represented ethnic
communities such as Albanians, Turks, Roma, etc.

8.4.EXPANDING THE UNIVERSALITY
OF RIGHTS BEYOND SOCIAL
AND PROTECTION OF CHILDREN

The wider impact of Covid-19 has highlighted
the need for transformative and accountable so-
cial and child protection systems. Support provided
through social services and cash benefits during the
first months of the crisis in North Macedonia, which
included easing of criteria and conditionality (check-
ing the last month’s income instead of the income
from the last three months, excluding activation as a
condition, easing property ownership criteria), simpli-
fied administrative requirements, various methods of
communication with clients, should become the new
norm and continue after the crisis. The basic logic be-
hind the criteria for accessing most social and child
protection rights in North Macedonia has long been
based on efforts to avoid fraud, abuse and depend-
ence among clients. Hence, access to social protec-
tion and child protection system is “reserved” only for
the most vulnerable. The current crisis caused by the
pandemic has offered the possibility of replacing that
“logic” of the system for social and child protection
with an approach based on risk prevention, protec-
tion of applicants and expansion of the universality of
social and child protection rights.

The initial step towards expanding universality can
be taken by removing the income conditionality relat-
ed to the access to child allowance. The amendments
to the Law on Child Protection (Official Gazette,
104/19) have already started this process, by raising
the income threshold, which enabled broader cover-
age of child allowances, i.e. child allowance and edu-
cation allowance. This change in the income threshold
has contributed to increasing the coverage of child
allowances from 9,000 children in 2018 to almost
20,000 children by mid-2020. However, child and ed-
ucation allowances are based on income thresholds,
allowing access only to those with lower incomes. The
introduction of a universal child allowance for all chil-
dren from birth to 18 years of age would have mul-
tiple effects, such as: significant impact on reducing
child poverty, easy access during times of crisis and
reducing the stigmatization of beneficiaries (which
presently exists because of the means testing, proper-
ty conditionality, etc. of the household of applicants
and beneficiaries). In EU countries this universal right
to child allowance exists in Austria, Lithuania, Estonia,
Finland and Germany.

In terms of the setting of the value/amount of the
universal child allowance, it is of utmost importance



RESHAPING SOCIAL PROTECTION AND SOCIAL INSURANCE SYSTEMS IN THE MEDIUM TERM

not to establish an arbitrary threshold. The recent
Universal Child Allowance Report (ODI/UNICEF, 2020)
examines three approaches that determine the trans-
fer: 1) in relation to the national poverty line, 2) in-
ternational poverty lines, and 3) in relation to the
average income or consumption of the household. In
our national context, the value of the universal child
allowance should be determined by considering the
minimum wage amount. Namely, in order not to un-
dermine employment levels, the amount of the uni-
versal child allowance should be formed by taking
into account the amount of the combined rights to
financial assistance from social and child protection,
whose total amount should not get close to the min-
imum wage level. The introduction of a universal
child allowance will also make redundant part of the
existing pro-natalist money transfers, such as the al-
lowance for newborns, or the parental allowance for
a third and fourth child. In addition, this would serve
the function of strengthening children’s rights, reduc-
ing inequality, as well as ensuring greater social trust.

Nevertheless, if fiscal projections indicate that re-
quired expenditures outweigh the positive benefits of
introduction of universal child allowance, then it can
be based on an income threshold, which would lim-
it the access of households from the highest income
quintile.

Such an unconditional approach based on human
rights can also be promoted among some of the rights
to financial compensation in the area of social protec-
tion. The Guaranteed Minimum Assistance (GMA) (Of-
ficial Gazette, 104/19), which replaced the previous
social financial assistance, has offered a more flexible
approach, so that applicants do not have to be previ-
ously registered with the Employment Service Agency,
introducing higher entitlement payments and equiv-
alent scales that improved equality among benefi-
ciaries from different types of households. However,
this basic instrument for tackling income poverty, the
GMA s still “torn” between offering income protec-
tion and the rigid social risk management procedures.
The reciprocal requirements from the GMA benefi-
ciaries in return for the granted right to financial pro-
tection is part of the principles introduced by the leg-
islative changes in the middle and end of 2000, which
enthroned welfare-to-work as a condition for using
the basic right to financial assistance as a form of so-
cial protection.

Such a “neoliberal” perception of activation, which
was introduced as a condition instead of an accom-
panying right, did not bear any substantial effects
in North Macedonia, so the transition of social pro-
tection beneficiaries to the labour market was not
particularly evident. In that regard, it is necessary to
return the “unconditionally” of the GMA, by remov-
ing the activation as a condition for using financial
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assistance from the social protection system. The re-
moval of conditionality does not mean that GMA
beneficiaries would be prevented from using active
employment measures, nor that the activation would
be removed as an obligation under the Law on Social
Protection. On the contrary, the activation would con-
tinue to be offered through the Agency and the Em-
ployment Centres, while the Centres for Social Work
would guide beneficiaries through their employment
opportunities. Only, the financial assistance through
the guaranteed minimum assistance would not be
abolished, if the beneficiary does not have the possi-
bility to realise the activation.

Considering the educational profile of GMA ben-
eficiaries, such an approach would contribute to the
real use of active measures by “employable” benefi-
ciaries, as opposed to the artificial insistence on acti-
vating those who do not have a basic education (and
who need longer-term investment in training and
work skills), nor do they have the necessary work hab-
its. In addition, this approach to the social protection
system would restore its primary role of a supporter
rather than a controller, and in turn, the other systems
such as education, market and labour, etc.,, would
strengthen their role in supporting the socially vulner-
able citizens and households. This would also partially
reduce the administrative work of the Centres for So-
cial Work and would provide social workers with the
discretion to choose the type of support that should
be offered to GMA beneficiaries, depending on their
abilities and needs.

8.5.DIGITALISATION OF SOCIAL
PROTECTION AND
SOCIAL INSURANCE

The use of digital technologies in the field of so-
cial protection and insurance in the country pertains
to certain basic activities such as, for instance, using
client software for monthly calculation of integrat-
ed payment of contributions, electronic record of
working hours, using the programme for selection of
adoptive parents in an electronic way, etc. The nation-
al public e-services portal is a good start which offers
information and insight into required documents for
the applicants, but still does not offer possibilities for
electronic application for services from the social pro-
tection and insurance system.

The wider effects of the Covid-19 pandemic have
put under question the traditional model of (physical)
delivery of social services and the exercise of social
rights. In the context of mitigating challenges related
to the pandemic, as well as in the interest of diversi-
fied provision of social services and social protection,
one of the priorities in the medium term should be
the greater applicability of digital delivery of social
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protection and social insurance. Of course, such a pri-
ority does not mean reducing direct physical contact
with the service beneficiaries, nor does it undermine
the risk of creating additional social, i.e. digital exclu-
sion of vulnerable categories who cannot use elec-
tronic platforms. The goal of increased digitalisation
should be to complement the existing social services
and to support and combine them, where possible.

Digital solutions in the field of social services in-
clude a wide range of possibilities such as: preventive
tests for self-assessment of certain social risks, diagno-
sis, individual and group therapies, case management,
outcome measurement, interventions and commu-
nication. Mackrill and Ebsen (2017), while analysing
digital technology in social work with young people
in the local community, point to the example of “MysS-
ocialworker” tool. The tool is a digital system aspiring
to build a bridge between young people at social risk
aged 15 to 23 and their social workers — case manag-
ers, and it was tested in three municipalities in Copen-
hagen, Denmark in 2017. Pointing to the complexity
of digital social work, as well as to the need for contin-
uous training in digital technologies and certain ethi-
cal aspects, Mackrill and Ebsen highlight that by using
the application, customers can monitor their well-be-
ing, good habits, disruptions in their life, satisfaction
with services used in the municipality, while these fea-
tures help the social worker assess the risk, progress
and use of resources. The app system can also be used
to support change and self-help, as it can remind cli-
ents of positive behaviour and help them think more
systematically about how their lives unfold by track-
ing changes. The app system is also a way of commu-
nicating the client’s perspective on his life on a weekly
basis, which is followed by the case manager.

Comparative experiences show that digital solu-
tions are particularly applicable in the care for the
elderly, both in their home and in the long-term
care institutions. According to analysis of Eurofound
(2020), as part of the moduLAAr/Leichter Wohnen
project, which was implemented between 2012 and
2015 in the federal state of Burgenland, Austria, 50
homes of elderly people (most of whom lived alone)
were equipped with sensors on the doors, windows
and in the bathrooms, to help prevent accidents and
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to put in place an alerting system. These homes were
also equipped with devices which have reminders (for
instance, reminders for regular intake of medications)
or for social interaction. The Home Event Recognition
System — HOMER -- was also developed as part of this
project, in addition to the “Own Cloud” platform for
interaction between caretakers and relatives.

The digitalisation of social insurance offers greater
opportunities for application than digitalisation of so-
cial protection and it faces lower risks from an ethical
point of view or from the aspect of dehumanizing the
activity. Digital platforms in the field of social securi-
ty make it easier to incorporate non-standard forms
of employment, but they also help increase market
transparency, reduce transaction costs and offer new
efficient and flexible opportunities for companies, as
well for meeting the needs of individuals in relation
to flexible working hours and independent profes-
sions. The International Labour Organization propos-
es the establishment of a digital social security system
for professions that transcend national borders, and
which could be run by international financial institu-
tions. According to this proposal, the contributions
system would be based on the “pay as you earn” prin-
ciple of current payment, which would then be paid
out on a monthly basis to the national social security
systems (Weber, 2018). Such a proposal could be con-
sidered to be localized, i.e. to introduce a subsystem
within the existing social security system that would
apply to professions and contributions that are paid
on the basis of a fixed percentage of the agreed salary.

All the above mentioned proposals for reshaping
the social protection and social security system are just
some of the possible directions and priorities that are
recommended to be taken in the medium term in North
Macedonia. Undoubtedly, their application requires
prior existence of several assumptions, such as: mul-
ti-party consensus on the need and acceptability of the
mentioned solutions in the medium term, enhanced
professionalism in the field of social protection and so-
cial security, zero tolerance for political influence and
political employments, stipulated annual earmarked
funds from the state budget, as well as granting great-
er powers to the local government in providing services
and rights in the field of social protection.
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TOWARDS BETTER EDUCATION

AND SCIENCE

NIKOLA STIKOV, BRANIMIR JOVANOVIC AND DRAGAN TEVDOVSKI

We are shocked to read in the social media that
our education is below average, yet at school instead
of a competition we seek the easiest way of getting
an A. In science we publish papers in predatory jour-
nals, and then we complain that not a single Macedo-
nian university can be ranked in the top 1,000 on the
Shanghai list. In job advertisements we promote mer-
itocracy, but when the time comes to hire someone
with the best CV, then nepotism and plutocracy pre-
vail. We disregard and dodge the rules of the game
from the earliest age; no wonder we keep tripping
and tumbling when we run out on the field.

This text is a compendium of suggestions of what
needs to be done so that our education would start
creating scientifically literate minds with a potential
to become a highly qualified workforce.

9.1. A MORE EQUITABLE
ASSESSMENT FROM EARLIEST AGE

The inexistence of a fair grading and assessment
system in the Macedonian education system is the
reason why we have inflation of grades, inflation of
degrees and general mistrust in the system.

In an ideal world, grades would not exist and we
would all be learning out of curiosity and desire to
change the society. Since a very small percentage of
the population is driven by these motives, in every sys-
tem there are different types of incentives which stim-
ulate individuals to achieve results. Although most of
us are accustomed to the concept of “bonuses” for the
best employees in private companies, or promotions
for the best employees in public administration, when
we want to apply these principles of competitiveness
to the youngest, we do so with grades whose inter-
pretation is problematic. Years ago grades indeed
were criteria for competitiveness, but in recent years
their inflation has contributed to hyper-production of
straight-A students from primary education in num-
bers which exceed the number of enrolment places in
the gymnasiums (Maroska-Leova, 2019).
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The problem with grades in the Macedonian edu-
cation system is that there is no clear assessment cri-
terion. Declaratively, whoever solves a larger percent-
age of a task or test (usually 90 percent) is rewarded
with an A. However, what the grade A fails to capture
is whether the task was easy or difficult, or whether
the other students also managed to solve it. In such
conditions, it is very likely that students will work to-
gether in order to overcome the A barrier. One desir-
able type of collaboration is learning together and
sharing teaching materials so that everyone gets the
highest grade. Contrary to this, an undesirable type of
collaboration is plagiarism or seeking strategies to de-
ceive the teacher.

Studies which compare tolerance to fraudulent
strategies in education show that in the Eastern coun-
tries, cheating at school is tolerated more, compared
to the Western countries (Magnus et al. 2002). There
are many possible explanations for this phenomenon,
which go back to the social order and rule of law.
However, one assessment strategy almost without ex-
ception reduces the percentage of cheating, and that
is assessment in which the grading of individuals de-
pends on the results of the whole class.

Such a type of assessment is called grading on a
Gaussian curve. The main assumption is that in each
larger group of students the distribution of knowl-
edge is normal (Gaussian), so those who know more
than average will deserve a higher grade, and those
who know less than average will receive a lower
grade. In that case, the teacher’s task is not to deter-
mine who has met the criteria for an A, but only to de-
cide what grade the average students will receive and
how much better than average they should perform
in order to get the maximum grade. The usual strate-
gy is for 20 percent of students to get an A, 60 percent
to get a B, about 20 percent to get a C or less, but the
distribution of grades is in the hands of the teacher
or the educational institution. Such assessment is al-
most ubiquitous in Western education systems for
several reasons (each of which will be elaborated in
more detail):



a) It eliminates the danger of the teacher setting
very high criteria which no student would be
able to meet

If teachers constantly create new tasks, then they
will hardly be able to calibrate them at the stu-
dent level. Sometimes the problems are difficult,
so students are not able to solve even half of
them; sometimes they are easy, so everyone scores
100 percent. The curve assessment eliminates the
problem of calibration and encourages teach-
ers to give more difficult tasks. Students, on the
other hand, are not under pressure that they al-
ways have to solve everything and that gives them
space to be creative.

b) Students themselves have a lower tolerance to
cheating

Explained in short, if a student knows that he/
she will be getting an A only if he/she performs
better than the classmates, this will affect his/
her decision whether to tolerate or encourage
cheating. Many institutions that use grading on
a Gaussian curve are so confident that students
will not cheat, that they adopt an honour code
(https://communitystandards.stanford.edu/poli-
cies-and-guidance/honor-code) and do not super-
vise their students at all.

¢) It stimulates students to compete with each oth-
er and creates a culture of meritocracy

This is the largest benefit of the curve assessment.
It offers the possibility to the most ambitious ones
to prove and to assert themselves towards achiev-
ing better results. Results do not have to be pub-
lic, because sometimes their public disclosure can
be counterproductive. It would be enough for the
student to know his/her grade and the distribu-
tion of the others’ grades so that he/she would
know the ranking compared to the classmates’.

d) The dark side of grading on a curve

Many researchers believe that the education sys-
tem should be freed from pressures for higher
grades and that the reasons for the existence of
grades are more economic than educational (Fines
1996). It is also well documented that grading on
a curve negatively affects minorities and impairs
mental health (Calsamiglia and Loviglio 2019).
Moreover this system does not work well in small
and homogeneous groups (Dubey and Geanako-
plos 2010). Finally, this system makes students
from weaker schools get higher grades compared
to those studying in prestigious institutions.

Each of these remarks is valid, and this is exactly
why a new assessment system must not be introduced
overnight. There is always room for a combined ap-
proach, where part of the activities is assessed against
the Gaussian curve, and part is assessed on an absolute
scale. The Gaussian curve works best when the testing
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manner is changed too, so students are encouraged to
ask questions and be creative in their responses.

Ontheother hand, the grading on a Gaussian curve
already exists in the Macedonian system, but students
are not aware of it. What is the state graduation exam
if not an attempt to rank all potential freshmen? One
point less or more in the ranking can mean the differ-
ence between free education and expensive tuition
costs. Is it better for students to experience a Gaussian
shock at the end of their education, or to get them
slowly accustomed to the fact that they will be com-
pared and evaluated on a curve for the rest of their
lives? If we all agree that we need the grading curve in
business, administration or sports, then why not teach
our youth from earliest age that life is a competition?

In conditions of the coronavirus, education institu-
tions are forced to implement new assessment meth-
ods. The Ministry of Education came out with a set
of recommendations regarding the formative assess-
ment which was greeted with discontent by part of
education workers (Poprizova, 2020). The grading on
a curve might just fill this vacuum.

9.2. PISA ASSESSMENT RESULTS

The PISA ranking is an international OECD project
aimed to evaluate education systems across the world
through mass testing of 15-year-old students in three
areas: mathematics, science and reading. As the name
suggests, this ranking is actually a curve grading, only
in this case the entire education system is graded, and
not individual students. Macedonian results are far
below the OECD average, and even more worrisome
is that only 2 percent of students qualify as students
who have met the highest criteria (top performers),
compared to 16 percent in OECD countries (Chart 9.1).

In the past 15 years the quality of education has
declined on all levels, which is visible from the deteri-
orated results in the international standardized meas-
urements. For instance, testing of eighth graders as
part of the Trends in International Mathematical and
Scientific Studies (TIMS) showed significantly worse
results in 2011 than in 1999. The average mathemat-
ics score dropped from 447 to 426, the lowest among
European countries, and the number of students who
reached the minimum standard (“lower internation-
al reference point”) in mathematics has dropped
from 70 to 61 percent. The trend in sciences is even
more worrisome, with a decline from 73 to 53 percent
(Lameva and Ramadani, 2013).

The PISA ranking also reflects these trends, so in
2015 around 70 percent of 15-year-old students failed
to master even a basic command of mathematics and
reading (OECD, 2019), which ranks us only better than
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Chart 9.1
PISA results of Macedonian students compared to OECD average
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Chart9.2

PISA ranking on the basic command of mathematics and science
Most Macedonian Students demonstrate results below basic in
Maths (PISA 2015 results)
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Kosovo and far below the other countries in the re-
gion. The large discrepancy between the strongest
and the weakest students is also worrying, as students
in the highest quintile scored results as if they had
attended two more years of education compared to
students in the lowest quintile. Although most coun-
tries show an increase in PISA results with the increase
in GDP, in our country this is not the case (Chart 9.2).
Although the GDP per capita has grown, PISA results
have deteriorated.
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It is hard to single out one main factor for these
devastating results. Another worrisome trend is that
timely completion of primary education is declining,
and the enrolment rate in all education levels is lower
compared to other similar countries. Even in pre-school
age, only 55 percent of children from the richest quin-
tile attended pre-school, compared to over 80 percent
in Serbia. The percentage is even lower for children
from the poorest groups, so only 0.3 percent of chil-
dren from the poorest quintile attend pre-school.



The World Bank confirms the above rankings, so
their 2018 report denotes that North Macedonia is be-
low the world average in terms of test results and the
effectiveness of education (learning-adjusted years of
school). Although our children complete an average
of 11.2 years of education by their 18t birthday, their
knowledge corresponds to 6.8 years spent in school.
This means that the learning gap in North Macedo-
nia is 4.4 years, compared to the developed countries
where on average about 2 years are “lost”.

Yet another problem is the quality of curricula. We
introduced the “Cambridge curriculum” in primary
schools at an express pace, but its implementation is
going very hard due to the incompatibility of the Brit-
ish education system with Macedonian resources.

What can be done in order to reverse these trends?

a) Introducing standardised tests from earliest age

Some education systems place too much empha-
sis on standardized tests (Ozturgut 2011), but in
fact, the earlier children are exposed to such as-
sessment systems, the less pressure they will feel
as they grow up. The examples with China and the
USA do not correspond to the domestic situation,
but they can serve as the starting point of stand-
ardising the Macedonian approach to standard-
ised testing.

b) Uplifting the level of teachers (regaining the dig-
nity of the profession)

Starting from kindergartens, the reputation of
teachers should be higher, because teaching staff
is not sufficiently rewarded for their work. In
North Macedonia, the Faculty of Pedagogy has
long lost its prestige. We have inflation of diplo-
mas, at the expense of which we have deflation of
critical thought. This may also be present in other
advanced societies, but they can afford it because
they have a tradition of meritocracy. We need to
restore the authority and dignity of the teaching
profession. The Faculty of Pedagogy should be one
of the most prestigious institutions in the country,
and its graduates should be well paid and respect-
ed. Only this way will their students learn to ex-
press themselves in writing, to approach problems
analytically and learn for knowledge, and not for
grades. If we put things in lower education on
sound feet, we will develop new generations who
are ready to face the challenges of modern times.

c) Emphasis on digital interactive teaching, scientif-
ic literacy and critical thinking

Our education is still stranded in the 20t Centu-
ry and we make very little use of digital resources
available to us. There are many organizations try-
ing to change this, however their efforts are ran-
dom and not coordinated, without the needed
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institutional support. In order to stimulate critical
thinking, students must be exposed to innovative
teaching methodologies from the earliest age,
and these methodologies, in turn, should be de-
veloped in collaboration with scientists, business-
es and social partners. One such initiative is “Sci-
ence for Children” (naukazadeca.mk), a display
of cooperation between teachers and scientists
aimed at scientific culture and mental training.
“Science for Children” cooperates with an English
non-governmental organization (FuseSchool) and
adapts the free teaching content into the Mace-
donian language. Then this content is synchro-
nized in the Macedonian language and is shared
through online platforms.

d) More efficient allocation of resources in educa-
tion

The key recommendation of the OECD report on
increasing competitiveness in Southeast Europe is
for countries to increase their budgets for prima-
ry and secondary education, as they are far below
average compared to countries such as the Czech
Republic, Poland or Slovenia. The report also rec-
ommends investing in early children’s develop-
ment, and a salary increase for teachers (OECD,
2018).

The encouraging fact is that progress has been
made from 2015 to 2018, but it is hard to believe
that significant changes in education can occur in just
three years. It is much more likely that the improved
results are a reflection of the increased seriousness of
the Ministry of Education and Science when imple-
menting the test.

Similar to criticising the individual curve assess-
ment, the question arises as to whether such group
rankings should really be the basis for developing
educational policies. Averaging and median results
always iron out differences between systems and at-
tempts to aggregate a series of socio-economic pa-
rameters into one indicator of success. Optimizing an
entire system through the prism of a single measure-
ment inevitably leads to Goodhardt's law which states
that when a measure becomes the target, then it ceas-
es to be a good measure.

And yet, in a situation where education is becom-
ing uniformed and the world is globalizing, what else
can we do but play the game imposed by the big play-
ers? The PISA ranking is far from perfect, but in order
to stop caring about it, we must speed up and catch up
with the pace set by, if not the developed world, then
at least the countries in the region. Only in this way
can we make a breakthrough in higher education.
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9.3. SHANGHAI LIST

The previous two points have illustrated that pri-
mary and secondary education is putting Macedo-
nians into an inferior position on the global labour
market. Unfortunately, even those who decide to con-
tinue their education are in an unfavourable position.

In the recent years, the increasing number of uni-
versities has resulted in an inflation of diplomas. This
inflation was part of a national strategy to keep up
with the percentage of highly educated staff in Eu-
rope, but sadly many of these degrees are awarded in
non-innovation-related fields such as business, admin-
istration and law. According to the World Bank rec-
ommendations, higher education should avoid skills
mismatch and should redirect students to science,
technology, engineering and mathematics (STEM) as
fields with greater potential for innovation.

The ratio of employees with university education
among the entire working age population (25-64
years) is 21 percent, but among the younger peo-
ple (25 to 34 years) we see an increase to 32 percent
which brings us closer to the European average of
40 percent. What these figures do not capture is the
(non)quality of higher education. For that we have to
refer to the Shanghai Ranking of World Universities,
where even the highest ranked Macedonian univer-
sity (UKIM) cannot be counted among the top 1,000.

Although other university rankings do exist, the
Shanghai list is particularly important for us because
the Ministry of Education and Science has conducted
a ranking of the Macedonian universities according to
the Shanghai methodology. According to this meth-
odology, 50 percent of the evaluation comes from the
quality of education, 36 percent comes from research,
and 14 percent from the social impact of universities
(ARWU, 2020). Below we have provided analysis of
the situation in each of these categories, with con-
crete recommendations on how to achieve better rat-
ings for our universities.

a) Uplifting the quality of education

Perhaps one of the biggest mistakes in our high-
er education is that we are attempting to educate
staff in all scientific disciplines. A small country
needs only a handful of faculties, but of high qual-
ity. National strategies need to be developed and
we need to make best use of the already available
human resources. Here we mean the renowned,
already proven academic staff, but also the scien-
tific diaspora that works at world-renowned uni-
versities. That way we would be able to promote
higher education on several grounds relevant for
the Shanghai ranking.
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Of the 13 criteria published in the Shanghai meth-
odology linked to the quality of teaching, the ones
having the largest share in the final results are the
number of professors with the highest level of edu-
cation and the number of professors with more than
one year of international experience.

One measure that might unite the above criteria is
the concentration of high-quality academic staff in a
small number of academic programmes, and promot-
ing partnerships with foreign institutions that would
enable our staff to gain international experience. Al-
though in the past there have been efforts to create
such partnerships (signed memoranda of cooperation
with several leading universities), what is missing is
networking with our scientific diaspora, which can
help more specifically in creating collaborations.

In the absence of a national strategy on how to
use the Macedonian scientific diaspora, a group of sci-
entists linked to the blog “Qantarot” (gantarot.blog-
spot.com) have devised a list of Macedonian scientists
abroad. The list organizes scientific meetings every
Wednesday to which we invite renowned Macedoni-
an researchers. We are currently analysing the list in
order to determine the academic fields in which we
have the greatest educational potential. This list will
be made public soon and we will call on the public to
complement it.

This list will play a dual role: (i) it will help us de-
duce which universities in North Macedonia have
been most productive in shaping internationally rec-
ognized academic staff, and (ii) it will open the doors
to cooperation with internationally known scientists
of Macedonian origin.

b) Promoting research

In the Shanghai methodology, scientific publica-
tions are key criteria when assessing the quality
of research, which need to be peer-reviewed and
indexed in the Web of Science.

The Law on Higher Education has undergone sev-
eral iterations and tightened the selection criteria for
university titles, but the definitions of what qualifies
as a scientific publication remain flexible. Still many
Macedonian scientists publish papers in so-called
predator journals, i.e. journals that do not follow the
rules of scientific publishing (Danevska et al. 2016;
Mehmeti, n.d.). Institutions try to raise the level of sci-
entific papers by offering financial rewards to those
who publish papers in impact factor journals, but that
is far from enough.

According to the index of the “Nature” journal,
Macedonian scientists appear in only 18 papers with
a very high impact in natural sciences (Nature, 2020),
and most of them are on the list thanks to being part



of large international teams. Consequently, the best
way to make an impact is to identify priority areas and
collaborate with foreign scientists in those areas.

The coronavirus pandemic has shown that many of
these collaborations can take place remotely, so the
barriers for our students and professors will be even
lower. Many STEM professions allow remote work,
and technological innovation makes collaboration
easier. This is also a good way not to burden public
funds with incentivising science, but to apply for inter-
national grants instead.

¢) Increasing social impact

This category examines how much scientists re-
ceive and give back to the industry. One criteri-
on is the industry’s investment in research staff
through grants, and the other is the extent to
which researchers create intellectual property
through which they patent their inventions. It is
obvious that this item is exclusively reserved for
STEM areas, but it participates with 14 percent in
the total evaluation of universities, so it should
not be neglected. Issuing patents is an expensive
procedure that does not always correlate with so-
cial impact (Jaffe and Trajtenberg 2002; National
Research Council et al. 2003), especially in coun-
tries that do not have a strong culture of intel-
lectual property. On the other hand, industry can
indeed help science tremendously, both through
direct grants and by promoting a start-up culture.

9.4. RESEARCH AND DEVELOPMENT

Just like individuals having to get used to fair com-
petition among each other, the state must also rec-
ognise all scientific fields where we can keep abreast
of the rest of the world and develop its research and
development strategy which will make us more com-
petitive on the labour market and will place us on the
academic map of the world.

TOWARDS BETTER EDUCATION AND SCIENCE

Innovations, defined as production improvements
and introduction of new products, are indispensa-
ble for the sustainable growth of productivity in the
economy (Easterly and Levine, 2001). However, North
Macedonia confirms the paradox of innovation: de-
veloping countries invest less in innovation than de-
veloped countries (Cirera and Maloney, 2017). The
level of basic and applied research in North Macedo-
nia is extremely low. Gross Domestic Expenditure for
Research and Development in the four key sectors
(companies, government agencies, higher education
and non-profit organizations) altogether accounted
for 0.36 percent of GDP in 2017. For the sake of com-
parison, in the EU countries towards which we aspire,
on average they amounted to 2.13 percent of GDP in
2017 (according to the World Bank, 2020).

A possible explanation for this situation is that
North Macedonia, like most other post-transition
countries in Europe, is living a kind of capitalism that
No6lke and Vliegenthart (2009) refer to as “dependant
market economy”. In it, innovations occur as a trans-
fer within transnational companies, which is different
from the other two types of capitalism (liberal market
economy or coordinated market economy) where the
transfer of innovation propels the markets and where
joint ventures and business associations play an im-
portant role.

Therefore, perhaps our biggest problem is not
that we lag behind the developed countries, but that
we have lower levels of research and development
than our neighbouring countries. To illustrate, R&D
accounted for 0.87 percent of the gross domestic
expenditure in Serbia, or 0.75 percent in Bulgaria, in
2017. Table 9.1 presents a comparison with some of
the more important results of the innovation process
with the Western Balkan countries.

The research and development process might be
boosted in North Macedonia if steps are taken on the

Table 9.1

Results of innovation processes, North Macedonia compared to the Western Balkans, 2016. (The numbers are absolute and quantify
products, production processes, cooperation with universities, and gross-expenditures for R&D from private companies. North
Macedonia is lagging behind the Western Balkans in all parameters.)

Measure North Macedonia Western Balkans
49 58
37 50
8 17
17 37*

data available for Albania and Kosovo). Source: World Bank (2018), p. 153

Note: Western Balkans is comprised of: Albania, Bosnia and Herzegovina, Croatia, Kosovo, Montenegro and Serbia. *The figures above concern only Bosnia and Herzegovina, Croatia, Montenegro and Serbia (no
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supply and demand side of the innovations. On the
supply side, the key players are universities, where
human capital needs to be strengthened for scientific
research. A necessary step that needs to be taken is
to tighten the selection criteria for awarding scien-
tific and academic titles, linking it to the publication
of scientific papers and works only in journals with
an impact factor. This will improve the efficiency of
resources used in the national scientific system and
will ensure greater acclaim for those who are truly en-
gaged in science.

The second important step is linking universities to
the demand in innovations, that is, to the enterprises.
Important tool that would incentivize such linking are
national grants for scientific projects.

Public policies for supporting development of en-
terprises should give priority to fostering the reward-
ing of process results, rather than subsidizing inputs.
For example, the programmes of the Ministry of Econ-
omy are oriented towards input resources at the en-
terprise level, such as procurement of equipment and
tools, logo and visual identity of products or services,
advertising materials, and participation in fairs.

Moreover, policies need to be coordinated and
spearheaded towards the same common goal. For
years, the Ministry of Economy has been implement-
ing programmes for improving the capacity of domes-
tic enterprises, which are not properly coordinated
with the initiatives of the Agency for Entrepreneur-
ship, the Agency for Foreign Investments and Export
Promotion and the Fund for Innovation and Technol-
ogy Development. Additionally, stronger tax incen-
tives could be considered for companies which decide
to open research and development centres.

9.5. INVESTMENTS IN
EDUCATION AND SCIENCE

The funds that our state has invested in education
in the 2015 — 2018 period amounted to 3.7 percent of
the GDP, which is among the lowest in Europe. For sake
of comparison, Serbia has allocated 4 percent of the
GDP, and Slovenia has allocated 4.9 percent.

The allocations have been constantly declining in
the past several years due to two main reasons. First,
in the few past years state budgets have been decreas-
ing. More specifically, the state budget in 2012 was 36
percent of GDP, while in 2018 it dropped to 32 percent.
The second reason is the declining spending of the
projected budgets for education. More specifically, in
2017-2018 period 11 percent of the projected funds
for education remained unused, whereas in the previ-
ous seven years the percentage was 6 percent.

According to estimates, low investments impact
the weak education results (OECD, 2019). Additionally,
one third of the schools in the state are in dire need of
renovation (OECD, 2019).

In addition to the investments being low, their
structure is also assessed as unfavourable. According
to a study published by the World Bank, the inefficien-
cy of spending on education in our country is about 20
percent, which is much higher than in other countries
in the region (Chart 9.3). In Albania this figure is about
7 percent, in Croatia and Bulgaria about 6 percent, and
in Serbia about 5 percent. Examples of expensive pro-
jects such as “Computer for Every Child” or textbooks
with CDs are well known. In higher education, the
state constantly spends large amounts of money on
new universities which do not breed any quality.

Chart 9.3
Overview of efficiency in spending of funds on education
Science performance in PISA
(score points)
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Source: OECD review of evaluation and assessment in education in North Macedonia : assessment and recommendation. - Skopje : UNICEF, 2019
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With regard to the investments in science, the In-
dependent Academic Union (NAKS) recently published
“Analysis of Funding and Conditions in Science in RN
Macedonia” (NAkS, 2020). The analysis shows that the
funds for science in 2018 are 16 percent lower than
those invested in 2010, so the budget share for scien-
tific and research work within the Ministry of Educa-
tion and Science in the budget of North Macedonia
amounts to meagre 0.04 percent.

Hence, it is necessary to increase investments in
education and science, both by increasing budget al-
location and by improving the absorption of funds.
Furthermore, it is of utmost significance to improve
efficiency of education investments, that is, to invest
funds in well planned projects.

9.6. FUNCTIONALITY OF INSTITUTIONS

We keep pointing out how little we invest in edu-
cation and science, and when funds are earmarked in
the state budget for this, they are either not absorbed
or are spent on unproductive things. We adopt strate-
gies for the development of education, which remain
a“dead letter” because institutions lack the capacity to
implement them.

The Ministry of Education and Science (MES) has
adopted an "Education Strategy for 2018 — 2025 with
an Action Plan”. This document perfectly depicts the
problems in the field of education and science: pre-
school education, primary education, secondary ed-
ucation, vocational education and training, higher
education and research and adult learning and educa-
tion. The document also offers solutions to overcome
problems, developed in an action plan, with imple-
mentation deadlines. However, the impression is that
the Strategy is not being implemented. So far, only a
Report on implemented activities for 2018 has been
published, but there have been no significant reforms
or results observed yet.

The example with this Strategy perfectly illustrates
probably the biggest problem in our education system,
perhaps of our whole society — the non-implementa-
tion of drafted strategies, plans and programmes. The
problem is not only the lack of political will to imple-
ment difficult reforms, but also the lack of capacity of
our institutions.

The Ministry of Education and Science lacks suffi-
cient staff with technical knowledge in the field of de-
signing, implementing and evaluating evidence-based
policy making. There is no functional infrastructure
that would allow such a thing, nor is there a func-
tional information system. There is an Education In-
formation Management System (EMIS) in place, since
2010, which should cover all educational institutions:
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the Ministry of Education and Science, all its agencies
and all primary and secondary schools in the country,
a system that would collect, check, process and pub-
lish data on schools, students, teachers and other staff.
However, as stated in the Strategy itself, the system has
a number of weaknesses: the entered data are consid-
ered inaccurate, there are very few people who know
how to work with it and the system is rarely used. The
department within the Ministry in charge of this sys-
tem has only two employees.

The agencies which are part of the Ministry of Edu-
cation and Science and are supposed to ensure, among
other things, development of education, adaptation
of education to the needs of the society, inspections of
educational institutions, are also understaffed, espe-
cially lacking in staff with professional skills, which hin-
ders them from performing their important functions.
Municipalities, which are responsible for managing
primary and secondary schools, also lack sufficient hu-
man resources and financial resources to perform this
task. Most municipalities have only one person respon-
sible for education, which is absolutely insufficient.

The schools themselves lack sufficient resources
and staff for quality implementation of the education
process. Teachers have too many responsibilities with
the delivery of the extensive teaching content, which
they cannot adapt, but have to use it in its entirety, due
to which they do not have enough time for individual
work with students.

Schools lack enough space and equipment for
quality teaching. Although schools have specialized
pedagogical and psychological services, they are used
only in special situations, and teachers usually do not
have ample knowledge in these areas, which is why
they often fail to meet the needs of students. Teachers
rarely attend professional development trainings, and
even in that regard our country is at the bottom of the
PISA countries.

Hence, in order to be able to conduct major and
essential changes to education, capacities of the edu-
cation institutions must be increased, and their effec-
tiveness and functionalities must be improved.

CONCLUSION

The road ahead of us is long and painstaking. It is
an illusion to think that all the recommendations stat-
ed above will be implemented overnight. Still, com-
petitiveness is the key to success of Macedonian ed-
ucation and science, and it can be achieved by fair as-
sessment and grading from the earliest age; increased
prestige of teachers and professors; and a national re-
search and development strategy. If institutions find a
way to at least endorse part of the recommendations
indicated above, results shall not be far behind.
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The selection of the export expan-
sion as a long-term development
strategy means that the economy of
the state should not remain (just) a
“small open economy”, rather that it
should gradually develop into an
internationally integrated economy.
This is not the same at all. It means
that there should be an increase in
export and goods, but also of servic-
es with a larger component of
domestic added value.
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THE BIG PICTURE:
THE MACEDONIAN ECONOMY IN THE MEDIUM AND LONG TERM
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The future model of economic
development of North Macedonia
should have a sectoral approach in
terms of the attracting of FDI, and
domestic companies should not be
left out. They need to join both the
regional and global value chains.
The regional (joint) market is a vast
potential for domestic companies
where they demonstrate higher
competitiveness compared to the
European level. Herein lies the
opportunities  created by the
disrupted global economic flows
caused by the pandemic which will
make this region all the more
interesting for FDI from the EU and
will enable better linking of the
domestic  companies to the
mentioned value chains.
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[t takes investments in order to
promote further the qualifications of
the existing labour force, and to
ensure growth of innovations. This
way the Macedonian companies
would be the first followers of the
technological leaders, which will
help their easier integration into
regional and international value
chains of the big companies.



