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CAP  Common Agricultural Policy
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TFP Total Factor Productivity

TIMMS Trends in International            
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TOKTEN Transfer of Knowledge Through 
Expatriate Nationals
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PREFACE 
Distinguished Reader,

One of the main driving forces in determin-
ing the direction, as well as the implemen-
tation of reforms in the Republic of Mace-
donia is the national priority for obtaining 
fully-fledged EU membership. Whereas the 
Republic of Macedonia has accomplished a 
lot in terms of attaining its strategic prior-
ity, there are number of challenges remain-
ing. Hence, it is important for the country to 
strengthen capacities and to observe the po-
tential social and economic implications of 
the integration process. The Ministry of Fi-
nance of the Republic of Macedonia and the 
United Nations Development Programme 
(UNDP) conducted a joint study  “Conver-
gence to the European Union: Challenges 
and Opportunities” as the need for antici-
pating the obstacles and opportunities aris-
ing from and along the EU convergence 
process have brought about the idea for 
preparation of this study. 

To a certain level, the study uses the experi-
ence of the new EU Member States for ac-
celerating the integration process of the 
Republic of Macedonia in the EU, as well 
as raising the awareness about the changes 
that come on the road to (as well as, after) 
acquiring EU membership. This study 
should also contribute to instigating an ex-
pert debate on the specific reforms, meas-
ures and activities the Republic of Mace-
donia should additionally undertake on its 
path to the EU. The study speaks in favour 
of the full commitment of the Republic of 
Macedonia to successful implementation of 
the reforms necessary to complete the inte-
gration process.

In this regard, the study analyzes recent de-
velopments and pays attention to the meas-
ures to be additionally undertaken for the 
purpose of macroeconomic convergence, i.e. 
real convergence of the national level of per 
capita income to the average level in the EU 
Member States. Such convergence will have 
to be accompanied by additional structural 
adjustments of the principles and 

the mechanisms of the economic develop-
ments in the country. In addition, conver-
gence of prices, inflation rates and interest 
rates is a process evident immediately prior 
and shortly after the accession into EU. 

Moreover, although the structure of the 
Macedonian financial system is close to 
the one existing in the EU Member States, 
the accession process will bring about new 
qualities, as well as series of challenges. As 
analysis has shown regarding financial ser-
vices and capital flow: “Benefits materialize 
during the accession phase as the countries 
implement institutional improvements and 
these make the system more stable and 
credible,” but “EU entry will bring num-
erous challenges for regulators and super-
visors.” 

Experience has shown that EU approxi-
mation process leads to increased foreign 
direct investments, although there is no 
consensus about the direct factor for at-
tracting investments: is it the EU member-
ship process itself or the reforms being im-
plemented during the EU approximation 
process. Therefore, experts would say “the 
prospects of EU accession and the institu-
tional reforms implemented contributed to 
attracting FDI.” 

Harmonization and adjustments prior and 
after the EU membership inevitably bring 
changes in the policies that contribute to in-
dustrial production growth. In particular, 
the analysis suggests that “Domestic sav-
ings will have to increase and the economy 
will have to be managed in such a way that 
the private sector is able to identify a steady 
stream of profitable investment opportun-
ities in diverse sectors of the economy,” but 
one should bear in mind that “Not only 
must the volume of investment increase, 
but its average quality, the productivity and 
competitiveness of the firms in which the 
investment occurs, too, must improve”.
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Taking into account the significance of agri-
culture and agriculture policy within the 
EU, and given that the decisions related 
thereto are made at EU level, Government 
of the Republic of Macedonia has set an ob-
jective to meet the integrative requirements 
related to agriculture by the end of 2010, as 
well as to continue implementing addition-
al structural and institutional reforms so 
as to increase their competitiveness on the 
European markets after EU membership. 

High unemployment rate is one of the most 
burning issues in the Republic of Mace-
donia. Recommendations on labour mar-
ket point out that structural changes in the 
economy will inevitably be reflected on the 
labour market, which will face a big chal-
lenge for further increase of flexibility and 
adjustments to the new conditions follow-
ing EU membership. Taking into account 
the strong positive connection between the 
level of education, employment and social 
cohesion, education is considered to be an 
important factor in improving the develop-
ments in these areas. In addition, free move-
ment of labour is one of the basic principles 
in EU, which the Republic of Macedonia has 
to fully respect. Though, Republic of Mace-
donia faces the challenge of finding the way 
to prevent the potential loss of highly-edu-

cated persons who emigrate (brain drain), 
and at the same time, to stimulate highly-
educated persons who emigrated to return 
to the country, bringing the knowledge, ex-
perience and social network they acquired 
abroad (brain gain).

In summary, the convergence is a natural 
companion in the EU accession process. 
Identification of possible challenges on 
that path and the awareness of the pos-
sible alternatives are undoubtedly use-
ful for more successful evolvement of this 
process. I believe the authors of the Study 
accomplished the tasks set. In this regard I 
would like to express my gratitude to the 
United Nations Development Programme 
(UNDP) for their tremendous  support and 
constructive recommendations during the 
whole preparation process that contributed 
greatly to the quality of this study. Govern-
ment of the Republic of Macedonia appreci-
ates experts’ recommendations in the areas 
covered in this Study, and will endeavour 
to implement them. It has learnt the lesson 
on optimal respond to challenges in the EU 
approximation process. The study and its 
implementation will contribute a lot to the 
accomplishment of our strategic goal – full 
EU integration, and better prosperity of the 
society as a whole!

Yours Sincerely,

Trajko Slaveski Ph.D.

Minister of Finance
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INTRODUCTION 
The accession of the Republic of Macedonia 
to membership in the European Union will 
be the culmination of over two decades of 
economic, social and political transforma-
tion. Membership in the European Union 
will bring many benefits to Macedonia and 
its citizens, including increased prosperity, 
more intense connections with their Euro-
pean neighbours and a voice in shaping 
Europe’s political, social, and economic 
development.  The accession process is a 
long and difficult one, in part because of 
the need for the new member country to 
adopt the many laws and regulations of the 
European Union that are contained in the 
acquis communautaire. It is perhaps even 
more difficult because the acceding country 
has to prepare itself for the major changes 
in its economy, its external relations and in 
the way in which its society functions that 
are required for, or that will follow from, 
accession. These changes are needed if the 
new member is to take full advantage of 
the benefits, as well as to meet the respon-
sibilities, that membership in the European 
Union brings. 

This European Union Convergence Study 
focuses on the latter aspect of accession and 
asks what Macedonia must do to prepare 
for membership and what changes are re-
quired in society, in the economy and in the 
functioning of the government.  The Study 
covers all aspects of society that will be af-
fected by accession. As expected, economic 
issues take up a large part of the Study, but 
accession will also bring with it challenges 
and opportunities in education, labour, mi-
gration and social solidarity, and these are 
also extensively treated in the Study. As 
the reader can quickly see from the list of 
recommendation and conclusions that fol-
low this introduction, there are many dif-
ficult and complex tasks to fulfil, and these 
tasks will call on not only the efforts of the 
government but also on those of businesses,  
trade unions,  social organizations, schools 
and individual Macedonian citizens.  More-
over, the Study stresses that those efforts to 
meet the accession criteria and to prepare 

for the effects of membership must begin 
well in advance of accession and must be 
carried through with a sense of urgency.  

The citizens of the Republic of Macedonia 
strongly support membership in the Euro-
pean Union, and they hold out great hopes 
for the benefits that membership will bring. 
The Study uses the experience of other 
countries that have recently joined the Euro-
pean Union to show that these benefits are, 
indeed, within the Republic of Macedonia’s 
reach, but it also cautions that whether these 
potential benefits will be realized or not de-
pends on Macedonia’s ability and political 
will to implement a united and resolute ef-
fort to prepare the country for European 
Union membership. 

Political will, based on a broad consensus 
that there is a need to adapt the social and 
economic structures of the country to the 
opportunities offered by European Union 
membership, is crucial for the convergence 
process.  To foresee and meet head-on any 
negative effects of EU accession and to 
make best use of the positive effects and 
possibilities, policy makers can benefit from 
the experience of other countries that have 
joined the European Union and from the 
advice of experts who can analyze these ex-
periences and draw out their implications 
for Macedonia. The production of the EU 
Convergence Study benefited from all of 
these. Once the key areas that needed to be 
addressed were identified – and each key 
area is treated in a separate chapter in the 
Study – lead authors for each of the chap-
ters were selected. All these individuals 
have the requisite academic background 
as well as expertise in providing policy ad-
vice, in many cases to the countries that be-
came European Union members in the last 
enlargement. Moreover, some of these ex-
perts serve or have served in governments 
of recent European Union entrants or have 
participated in the negotiations leading up 
to the accession of these countries into the 
European Union.  
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The European Union Convergence Study 
was mandated by the Ministry of Finance 
of the Republic of Macedonia, and we thank 
Minister Trajko Slaveski sincerely for his 
foresight in recognizing the need for such 
a Study, for his support of its execution 
and for his extensive discussions with the 
experts, which helped to put the experien-
ces of the other European Union accession 
countries into the Macedonian context. The 
experts also had the opportunity to meet 
extensively and to share their views with 
a range of Macedonian colleagues and ex-
perts, including those from relevant Minis-
tries and the Central Bank, to better under-
stand the progress that Macedonia has made 
in preparing itself for membership and to 
take into account the policies that are being 
implemented or considered for the future. 
We very much appreciate the contributions 
of these individuals. We are particularly 
grateful to Dr. Nikica Mojsoska-Blazevski 
who represented the Ministry of Finance 
in the development of the study’s scope 
and objectives and whose commitment and 
contributions to the Study’s successful out-
come represented a very important element 
of its completion. Finally, it is a pleasure to 
acknowledge the contribution of the Czech 
Trust Fund Programme, which financed the 
participation of the Czech experts in this 
Study.   

In a very direct way, this Study builds on the 
Blue Ribbon Report for Macedonia, which 
the UNDP commissioned and published in 
2006. Many of the recommendations of that 
Report have been adopted and have had a 
positive impact on Macedonia’s readiness 
for European Union membership, particu-
larly in the economic sphere. In a number of 
areas, there is considerable continuity from 
the Blue Ribbon Report’s policy recommen-
dations to the recommendations of this Study 
if we account for the successful implementa-
tion of many of the Blue Ribbon Report’s rec-
ommendations and the broader scope of this 

European Union Convergence Study. 

The European Union Convergence Study 
consists of three interrelated parts. The first 
of these is the Summary of Recommenda-
tions, which follow this introduction. This 
section sets out the key recommendations 
of the experts. Because preparing for ac-
cession is a complex process where many 
different policies and initiatives have to 
be coordinated, these recommendations 
give policy makers and citizens an under-
standing of all the things that must be ac-
complished more or less at the same time, 
thus showing the magnitude and inter-
connectedness of the task ahead. Following 
these recommendations are eleven chapters 
that summarize in greater detail the social, 
economic and European Union context in 
which the recommendations are framed 
and the arguments for the recommenda-
tions themselves. Thus readers who are 
concerned with understanding or imple-
menting policy in, say agriculture or edu-
cation, can turn to the respective chapter to 
gain a fuller understanding of the actions 
that Macedonia needs to take.  These chap-
ters are themselves distillations of com-
prehensive analytical policy papers – to 
be published in their full length separate-
ly – prepared by the experts. The individ-
ual policy papers provide the full analysis 
of the experts, backed by independent re-
search of the experts, their experience with 
European Union accession in other coun-
tries  and their understanding of conditions 
and developments in Macedonia and in the 
European Union member countries. They 
also contain references to, and build on, the 
reports of international agencies, govern-
ments, the European Union, with regard 
to the experiences of other countries that 
have recently joined the European Union.  
These extended studies thus provide a plat-
form for further discussion and analysis by 
Macedonian  experts.
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OVERVIEW OF ISSUES AND CHALLENGES

• The process of the EU accession will ac-
celerate Macedonia’s further transition. 
Clearly determined commitments ac-
companied with a precise time-table of 
the course of the EU accession negotia-
tions will mobilize policy-makers and 
the public at large for effective imple-
mentation of reforms that have to be 
done irrespective of the country’s join-
ing the EU.   

• Macedonia will have less difficulty 
meeting the first Copenhagen econom-
ic criterion, transforming the country 
into a functioning market economy, but 
significantly more problems in meeting 
the second economic criterion of mak-
ing its economy fit for effective compe-
tition on the enlarged EU single mar-
ket. 

• Even though the process of the acces-
sion to the EU is often called a “nego-
tiation” it is really a process of “adjust-
ment.” The initiative to join the EU 
comes from a candidate country and 
not from the EU. Therefore, a large 
part of the accession process is in fact a 
process of adjustment of the candidate 
country to the acquis. The only subject 
of negotiations is exemptions from the 
rules of the game in the form of tran-
sitional periods or, exceptionally, in the 
form of derogations.   

• Macedonia’s advancement from one 
EU accession stage to another is criti-
cally dependent on fulfilling the Co-
penhagen political criteria in the pre-
negotiation period. Political stability 
and therefore meeting political criteria 
is a precondition for starting the EU ac-
cession negotiations. If there is no po-
litical stability, it is not realistic for an 
acceding country to address seriously 

the EU accession economic and acquis 
issues. There will be ample time to ad-
dress these issues in detail throughout 
the negotiation process.  

• Two or three years ago, that Macedonia 
would negotiate its EU accession indi-
vidually or in a loose group with Croa-
tia was a realistic scenario. This is no 
longer the case, but some other Western 
Balkan countries have significantly re-
duced the advantage Macedonia used 
to have in terms of their EU accession 
trajectory. Montenegro has already sub-
mitted its EU application and Serbia is 
expected to do the same in the course of 
this year. Macedonia must thus be pre-
pared to move toward the EU in a con-
voy type of the negotiation with these 
countries according to a schedule that 
it does not entirely dictate.      

MACROECONOMIC CONVERGENCE  

• EU membership requires convergence 
of the Macedonian economy with that 
of the EU in:

» real terms, meaning in per capita in-
come and economic structure;

» nominal terms, meaning convergence 
of prices, inflation and interest rates.

• Macedonia is not converging in real 
terms, and needs to accelerate growth 
through higher levels of investment, 
employment growth and increases in 
total factor productivity. Domestic in-
vestment and FDI are both important, 
especially the former if FDI flows do 
not increase following the world crisis. 

• Faster GDP growth will cause struc-
tural change, moving labour from agri-
culture and industry to services. Mace-
donia must prepare for the social and 

SUMMARY OF RECOMMENDATIONS

Critical tasks and strategic options for the socio-economic Convergence of 
Macedonia to the european union
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economic effects of these shifts. 

• Accession may increase FDI inflows 
and these and faster growth will cause 
higher levels of inflation. The current 
exchange rate regime will be stressed 
and should be reevaluated. 

• Macedonia should increase prices of 
energy, public utilities, etc. to levels 
that reflect their costs as soon as possi-
ble to avoid inflationary pressures after 
accession. 

• Neither activist monetary nor fiscal 
policy will be very effective in fostering 
economic growth or managing aggre-
gate demand. Prudent macro polices 
combined with business-friendly re-
forms promoting domestic capital for-
mation should be followed.

• Macedonia should follow international 
best practice in the formulation and ex-
ecution of the government budget in 
order to maintain fiscal balance. 

• Greater efficiency in administra-
tive tasks should be pursued while 
strengthening the capacity of Ministries 
to undertake more strategic activities 
connected with EU accession. Use of 
information technology should ensure 
the efficient management of own and 
EU funds.  

• Macedonia must aim not only for ac-
cession but also for rapid entry into the 
Euro zone, and this means working to-
ward meeting Maastricht criteria even 
before accession. The current exchange 
rate regime may not be appropriate for 
safe Euro adoption. 

• Conditions after the end of the cur-
rent crisis may force Macedonia to rely 
more on domestic sources of capital for 
investment and less on foreign sources. 

FISCAL EFFECTS OF EU ACCESSION 

• Decisively strengthen the absorption 
capacity to use EU funds, in order to 
obtain all available pre-accession assis-
tance in the period before entering the 
EU and even more so to be ready for ef-

fective absorption of significantly larger 
volumes of EU funds for structural pur-
poses available to an EU member state. 

• Prepare a simulation of financial flows 
between Macedonia and the EU bud-
get in the pre-accession and early post-
accession period in order to get an ori-
entation about the magnitude of the 
flows.    

• Strengthen the administrative absorp-
tion capacities for the use of EU funds 
both before and after accession. The 
process should involve: (1) activities 
aimed at increasing project preparation 
capacities within the country; and, (2) 
activities aimed at strengthening in-
stitutions and procedures that are re-
quired for effective absorption of EU 
funds. 

• The ability to make effective use of EU 
funds does not depend on the central 
government alone, and thus all levels of 
government must strengthen or devel-
op the capacity to apply for and use EU 
funds. Furthermore, non-governmental 
organizations, schools, universities and 
individuals such as farmers teachers 
and students must also be assisted in 
developing the capacity to apply for 
and utilize available EU funding. 

• If administrative absorption capacity is 
not established at an appropriate level, 
Macedonia may even become a net con-
tributor to the EU budget in the early 
post-accession period – it will receive 
less from the EU budget than it contrib-
utes. 

• Prepare systematically for those fiscal 
costs of EU accession that go beyond 
contributions into the EU budget as an 
EU member. Introduction of the acquis 
is associated with the increase of some 
categories of national budget expendi-
tures, such as for Schengen, transporta-
tion, agriculture, the environment, and 
so on; while, on the revenue side, EU 
membership will mean a reduction of 
certain categories, such as customs.  

• Restructure the expenditure side of the 
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budget, so that it will be able to accom-
modate the effect of EU membership on 
the total volume of the budget, as well 
as on its expenditure structure. Funds 
from the EU budget are available only 
for financing certain categories of ex-
penditures, such as agriculture and 
regional development, etc. The actual 
use of these funds is preconditioned on 
the availability of sufficient national co-
financing. 

• Realign line ministry budgets in a way 
that allows all available funds in the EU 
budget to be actually used while the 
macroeconomic stability of the country 
is not compromised. 

INTERNATIONAL TRADE AND FOREIGN 
DIRECT INVESTMENT 

• Macedonia should continue foreign 
trade liberalization in line with the Sta-
bilisation and Association Agreement 
with the EU.

• The immediate effect of the EU entry on 
foreign trade volume will not be large. 

• Macedonia needs to increase agricultur-
al trade with the EU prior to accession 
by supporting investment into the food-
processing industry. 

• Macedonia should negotiate favourable 
production quotas for key commodities. 

• Food prices may increase moderately af-
ter EU accession. 

• Progress toward EU accession will in-
crease FDI inflows into manufacturing 
sector. 

• Political considerations with the neigh-
bouring countries need to be taken into 
account with regards to facilitation of 
cross border investment. In addition, 
Macedonia should be prepared for the 
further eastward reallocation of manu-
facturing from CEE countries and the 
southern part of the EU. 

• A Macedonian FDI incentive scheme 
should be closely monitored to strike a 
balance between costs and benefits, and 
it has to be consistent with EU state-aid 
legislation. Incentives should be linked 

to active labour market policies and in-
frastructure development. 

• FDI incentives should achieve some di-
versification of the industrial base. 

• Labour market flexibility should be in-
creased and employees’ skills enhanced  
in order to improve the available pool of 
labour for prospective foreign investors

• Once Macedonia succeeds in attract-
ing FDI inflows and speeding up GDP 
growth, the Denar will face strong ap-
preciation pressures. The current Mace-
donian exchange rate regime may be-
come unsustainable and inconsistent 
with maintaining low inflation, one of 
the preconditions for the future euro 
adoption. 

INDUSTRY AND NON-FINANCIAL 
SERVICES

• Macedonia must seek faster GDP 
growth from higher investment and 
greater engagement with the world 
economy, especially with neighbouring 
countries in South-East Europe and the 
EU.

• Pursue further market-friendly reforms 
to improve the business environment 
and attract more FDI.  

• Use industrial policy to accelerate struc-
tural change towards more productive 
activities using horizontal policies, as 
envisaged in the Government’s draft 
Industry Policy (February 2009).

• Where selective industrial policies are 
used, as in supporting clusters and 
other new developments, set clear con-
ditions for support and withdraw it if 
they are not met.

• Macedonian industry and industrial 
exports are less diversified than those 
of many small New Member States, 
and Macedonia should promote diver-
sification.

• Macedonia should support the mod-
ernization and upgrading of its major 
established sectors such as textiles and 
metal products.
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• Cut back on direct and indirect sub-
sidies to business (state aids), both to 
improve the competitive environment 
and to conform better to the acquis.

• Boost R&D spending to strengthen 
Macedonia’s ability to use and adapt 
new technology, both in established in-
dustries and in potential new ones.  This 
requires strengthening R&D capacity in 
universities and research institutes.

• Increase and restructure infrastructure 
spending on transport to reflect the 
increased role of the automobile and 
freight transport by road in the last two 
decades.

• Tourism has massive potential for 
Macedonia and the country should aim 
for visitor numbers more ambitious 
than those in the official tourism devel-
opment plan.

• To achieve higher visitor targets the 
country should:

» Market itself as a safe and attractive 
destination;

» Improve the infrastructure and ser-
vices that visitors use, including ho-
tels, restaurants, retail establishments, 
historical sites, nature reserves and so 
on;

» Gradually make the country more 
accessible for visitors, notably by air 
where links are currently limited.

AGRICULTURE 

• The most important constraints facing 
Macedonia’s agricultural and rural de-
velopment are broader structural prob-
lems in output markets and rural factor 
markets. 

• Focus on policies that have broad ef-
fects and distort markets and choices as 
little as possible. Avoid supporting one 
commodity over another. 

• Over-employment in agriculture con-
strains needed farm consolidation. 
Growth of the non-agricultural econo-
my is crucial to absorb the surplus la-

bour in agriculture. Policies targeted at 
rural areas, including vocational train-
ing programs, are very important. In 
addition, the social security programme  
of the government needs strengthening 
to move pensioners out of part-time 
farming. 

• Investment in irrigation and roads con-
tributes more to agricultural growth 
than do other forms of public spending 
on agriculture. The National Strategy 
for Rural and Agricultural Develop-
ment 2007-2013 should be pursued vig-
orously. 

• Implement EU and private quality and 
phytosanitary standards to capture 
gains from integration into the EU. The 
Macedonian Government should ex-
pand assistance and financial support 
to increase the implementation of EU 
standards and make sure that the sup-
port is targeted to all processors and 
producers, including smaller ones.

• Credit associations and micro-finance 
institutions can help small and weak-
ly capitalized farms. The private sec-
tor can also supply finance to farms 
through contracting and trade credit. 
The Macedonian Government should 
use the pre-accession phase to remove 
obstacles to food industry and agribusi-
ness investments and to stimulate the 
flow of trade credit to the agricultural 
sector. 

• Rural infrastructure and quality control 
systems, along with educational efforts 
to explain the importance of quality 
production, need to be promoted, as 
do farmers’ associations. This will con-
tribute to a more rapid shift to modern 
supply chains. 

• The lack of awareness by farmers about 
eligibility for support and the complex-
ity of the application procedure was a 
serious constraint for the New Member 
States in the uptake of SAPARD funds 
for farms, especially for small farms. 
Part of the budget should be used for 
information campaigns to inform pro-
ducers and processors of the EU mini-
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mum standards and how assistance 
funds can be used to meet them. The 
government should also provide techni-
cal assistance to help farmers and food 
processors to apply for these funds and 
to lower the administrative burdens of 
accessing these payments. 

• More than half of household farms are 
smaller than 1 ha, and these farms will 
not benefit from the EU payments if 
they are introduced in the same way as 
in the NMS, where the threshold was 
set at 1 ha. A lower threshold would 
reduce inequality but increase adminis-
trative costs. Experience is in favour of 
SAPS payments or the regional model 
of the SFP. Administratively, this is sim-
pler and more in line with how direct 
payments will evolve in the EU. 

• Develop sufficient and well-trained 
staff to meet the requirements of the EU 
related to CAP payments. The govern-
ment also needs to tighten control over 
EU subsidies.

FINANCIAL SERVICES AND CAPITAL 
FLOWS 

• Macedonia should gradually remove 
limits on households’ investment 
abroad, which have already been fore-
seen In the Foreign Exchange Law and 
the Stabilization and Association gree-
ment between Macedonia and the EU. 
Macedonia will have a very limited 
room for negotiating with the EU for 
temporary exceptions concerning the 
free movement of capital.  

• Policymakers should prepare for real 
convergence pressures following EU 
membership. If real appreciation pres-
sures emerge, currency revaluation or 
abandoning the de-facto peg in favour 
of a floating rate regime should be con-
sidered. 

• Strengthen regulatory and supervisory 
powers for macroeconomic stabiliza-
tion and limiting the risk of a credit-led 
boom and bust. 

• Monitor and discourage foreign cur-

rency (or indexed to foreign currencies) 
loans to households.

• Develop a system of housing finance 
and sources of its funding to promote 
long-term savings. Covered bonds may 
be an attractive vehicle.

• If Macedonian authorities support 
private savings, as for housing, they 
should avoid creating specialized insti-
tutions. 

• Strictly regulate the costs of client ac-
quisition by insurance and pension 
funds and press for efficiency in admin-
istration.

• Create a framework that would ensure 
the capability to analyze, regulate and 
supervise the financial system in a com-
prehensive way.

• Establish a supervisory structure inte-
grating the oversight over all financial 
sectors in Macedonia within the central 
bank. 

• The Macedonian banking sector regu-
lator should prepare a comprehensive 
framework for the regulation of liquid-
ity management of local banks, includ-
ing tools for potential restrictions on 
cross-border liquidity during times of 
stress.

LABOUR MARKET

• Labour market policies that increase 
the flexibility of the labour are only a 
complementary tool to sound macro-
economic and investment policies and 
policies to create a favourable business 
environment. 

• The major problem in the Macedonian 
labour market is the large number of 
unskilled workers who linger on in 
unemployment and who seem hardly 
employable without major government 
intervention. 

• Nearly half of all unemployed are un-
skilled or low-skilled workers. It is, 
therefore, important to increase the 
employment rate of these workers by 
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ensuring a low tax wedge at the lower 
end of the skill distribution. 

• Skills shortages constrain employment 
growth. Reforming vocational educa-
tion after consulting firms should be a 
priority. It is, however, vital to survey 
of firms’ skills requirement based on a 
nationally representative sample. 

• Tax policies to make part-time work 
more attractive to employers should be 
pursued. 

• Increase the skill level of the workforce 
by targeting young new labour market 
entrants. 

• Do not retrain and further-train young-
sters who have dropped out of school 
or were low performers in school and 
are for these reasons unemployed. Such 
programs are ineffective.

• Other ALMP measures that were found 
relatively effective in the NMS, like em-
ployment incentive schemes, should be 
predominantly targeted at young new 
labour market entrants. 

• One instrument of ALMP that should 
not be used in a major way is public 
employment schemes. 

• Since strong economic growth will 
eventually come to Macedonia, do not 
“deactivate” too many older displaced 
workers. 

• A strong system for monitoring unem-
ployment is also important given that 
the vast majority of the unemployed 
are long-term unemployed. Especially 
this latter group should be monitored 
regarding informal work in the under-
ground economy. 

• Reform of the ESA should ensure that 
it concentrates its activities on 3 ar-
eas: paying out benefits, administer-
ing active labour market policies and 
monitoring activities of the long-term 
unemployed. When possible, these ac-
tivities should be undertaken by sepa-
rate units.

• Very little is known about worker and 

job flows in the Macedonian labour 
market, search behaviour of the un-
employed, informal employment rela-
tionships and other important issues. 
Policy makers need, however, to make 
informed decisions, which can only be 
made when an increased effort of data 
collection and analysis is undertak-
en. The Macedonian Statistical Office 
should make the Labour Force Survey 
available to outside academic research-
ers. The EU authorities would also view 
this openness regarding labour market 
data favourably.

EDUCATION REFORM

• Education is one of the most important 
factors for future social cohesion inter-
nally and Macedonia’s global competi-
tiveness. 

• The ethnic and cultural diversity of 
Macedonia gives additional importance 
to education. Support interethnic toler-
ance and joint (multi-ethnic) education 
“projects“ in addition to the current 
ethnically separate approach to educa-
tion.

• De-politicization of education is crucial. 
Not taking this step means damaging 
the long-term interests of the nation.

• Institution- and capacity-building for 
future participation in EU education 
policy design and EU education funds 
is crucial at the national and local lev-
el as well as for schools, students and 
teachers.

• Analytically based, consistent long-
term education policy goals are crucial 
to reform success. Persistent long-term 
goals in the process of reform cannot be 
overestimated. 

• Frequently it is better to inaugurate less 
profound reforms with a higher degree 
of consensus than deeper ones through 
political majority. Open, informative 
and informed communication with the 
media is, in this respect, important.

• Social partnership is needed. A struc-
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tured arena that provides a degree of 
common interest: (1) enables policy 
measures that are a solid compromise 
in line with the values and interests of 
the stakeholders, and (2) reduce ten-
sions that can endanger the reform. 

» Teachers are crucial partners in the 
process. Their inclusion ensures their 
ownership, and thus success, of the 
reform;

» Experts are also important. The re-
form leaders should consult experts 
that exist in the country even if they 
belong to an opposing political (ideo-
logical) spectrum. In a small country, 
national expertise is both essential 
and scarce. International compara-
tive studies are very beneficial. Trade 
unions as partners are important. If 
they engage and take ownership of 
the reform – accepting and correcting, 
opposing where necessary – then the 
nation is a lucky one. The same goes 
for parents;

» Industry and other sub-systems of so-
ciety are important. Yet education is 
far too important to aim only at em-
ployment. 

• Structured self-evaluation should en-
able each educational institution to 
answer simple questions such as: How 
good are we? How do we know? And 
to improve their quality based on that 
information.

• Substantial investment in education 
from 5.5% of GDP upwards is needed 
for good education.

• Provide adequately high and diversi-
fied salaries, based on years of work, 
participation in training, quality of 
work in the classroom, etc. 

• A basic standard of facilities and equip-
ment should be met around the coun-
try. Computerization should never take 
place without properly trained teach-
ers. 

• Invest in teacher training. There will be 
plenty of opportunities with EU funds. 

• Provide subsidized childcare, meals, 
textbooks etc. as an important element 
of equity and efficiency in education. 
If budget limitations are an issue, a 
targeted approach toward socially de-
prived minorities, such as the Roma, is 
suggested. Early childcare with at least 
50% of the population enrolled is neces-
sary for equal opportunity.

MIGRATION

• Macedonia should improve data on mi-
gration flows, on the characteristics of 
migrants and the Macedonian Diaspora 
abroad. Furthermore, the inflow of re-
mittances should be documented ac-
cording to the standards of the IMF, and 
information on the transfer and use of 
these funds should be obtained.

• To address the emigration of highly edu-
cated people, the retention of knowledge-
based links between skilled emigrants 
and R&D institutions at home should 
be supported. Additionally brain circu-
lation, i.e. encouraging highly skilled 
persons who have gone abroad for some 
years to return should be promoted. 

• Brain drain among young highly skilled 
persons could be reduced by encourag-
ing them to stay by improving salaries 
and working conditions in R&D insti-
tutions at home while at the same time 
encouraging short-term research stays at 
foreign research facilities.

• Disincentives to the emigration of high-
ly-skilled individuals are likely to have 
negative effects on Macedonia, especial-
ly if appropriate work at international 
salaries for educated individuals is not 
available at home. Disincentives to mi-
gration reduce the welfare for those who 
could earn higher incomes aboard, re-
duce remittances, and by reducing the 
private return to education in Macedo-
nia, create a disincentive to acquire hu-
man capital among all Macedonians.
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• Because Macedonia is an accession coun-
try of the European Union, Macedonian 
policy should apply the recent green 
paper by the European Commission on 
the management of economic migration 
which proposed to:

» improve the dissemination of infor-
mation and advice on legal labour mi-
gration procedures and on the risks to 
irregular migrants

» encourage brain circulation of the 
highly skilled

» include low skilled labour into circular 
schemes by developing a framework 
of bilateral labour arrangements

» ensure the protection and support of 
migrant workers according to inter-
national standards.

• Efforts should be made to improve of-
ficial channels for sending remittances, 
to increase trust in these channels and 
to lower transaction costs. Macedonia 
should establish special financial prod-
ucts for the Diaspora and develop match-
ing funding schemes for remittances 
with respect to business-start-ups, low 
cost housing or projects of Home Town 
Associations (or Migrant Associations). 
Given the importance of migration and 
remittances to the Macedonian econo-
my, maintaining strong cultural and eco-
nomic relations with migrants and the 
Macedonian Diaspora should be an im-
portant concern for Macedonia’s foreign 
policy and for its embassies aboard. 

SOCIAL INCLUSION

• Social issues need a stronger political 
profile in the EU accession process and 
require more concerted policy efforts 
by all actors involved.

• A national social inclusion or anti-pov-
erty strategy is needed to create a trans-
parent, effective and strategic policy 
framework for the fight against poverty 
and social exclusion. 

• In the light of the Accession process, 

more attention should be paid to good 
practices and effective policy measures 
in the EU as well as in EU Member 
States, rather than following examples 
from Latin America and Third World 
countries.

• All key EU documents are to be trans-
lated into Macedonian and languages  
of other ethnic minorities and made 
available to the public, policy-makers, 
politicians, activists and other actors. 
This could be achieved through, for 
example, an interactive website run in 
English as well as Macedonian and lan-
guages  of other ethnic minorities from 
the Ministry’s main website. 

• Cross-cutting issues must be addressed 
and policy-making in those areas insti-
tutionalized in a way that supports the 
effectiveness of these policies. It will be 
essential to scrutinize every existing 
or new policy and check its impact on 
efforts to reduce social exclusion and 
poverty.

• A systematic study of best practices in 
the New Member States in the field of 
social inclusion will help Macedonia 
to find good policy initiatives and help 
prepare for the Open Method of Coor-
dination and the absorption of Struc-
tural Funds

• A core team should be set up as soon 
as possible both within the Ministry as 
well as between the Ministries to coor-
dinate preparation for Accession, such 
as preparation of the JIM, pre-accession 
funding, preparation for Structural 
Fund programming, etc. in the field of 
social inclusion. The core team should 
have sufficient resources to commission 
research, organize conferences, consult 
with relevant stakeholders, and receive 
language training, and so on. 

• It is absolutely essential that a strategic 
vision be created on which social policy 
actors should be supported to improve 
their capacity to apply for pre-accession 
or, later, Structural Funds funding, and 
to allocate enough resources to these 
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institutions to enhance their project 
capacities in the future. These absorp-
tion capacities will be vital to benefiting 
from the social inclusion agenda that 
the EU is pursuing.

• Based on EU principles, every citizen 
of the European Union should have the 
right to basic health care, and pension, 
therefore it is essential that a solution be 
found for those who are not covered by 
pension benefit or health insurance. 

• Due to the exceptionally high poverty 
rates in Macedonia, there is a need to 
have a comprehensive child poverty 
strategy. Importantly, a major review 
of the level of child benefits is essential 
in order to tackle the high level of child 
poverty. Currently the child allowance is 

very low, which reflects the falling share 
of child protection expenditure as a % of 
GDP between 2000 and 2005. Child al-
lowances need to be raised immediately, 
and eligibility criteria clarified. The child 
allowance should be means-tested. Spe-
cial measures are required to alleviate 
poverty for high-risk children’s groups. 

• A systematic review is needed to check 
legislative texts currently in force in 
Macedonia to eliminate negative, ste-
reotypical and discriminatory terms 
and replace them with more inclusive, 
accepting and respectful ones. A media 
campaign could also help to promote a 
new vocabulary used to describe vul-
nerable groups and individuals in a way 
that does not stigmatize them.
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1  General Criteria for EU   
 Membership and the   

 Accession Process 

The eastern EU enlargement differs in many 
aspects from the previous enlargements be-
cause of the large number of countries join-
ing and because the extent of the acquis 
communautaire, the EU legislation that has 
to be transposed and implemented, is much 
larger than it was in previous enlargements. 
Moreover, systemic differences between the 
“old” and “new” members are much greater 
because, in previous enlargements, the new 
members had a well-established market 
economy. 

The European Council decided that acces-
sion of these countries to the EU would take 
place once they were able to assume the 
obligations of membership by satisfying 
explicitly articulated conditions. These con-
ditions, known as the Copenhagen criteria,  
are: (i) stability of institutions guaranteeing 
democracy, the rule of law, human rights 
and respect for and protection of minorities 
(the political criteria), (ii) the existence of a 
functioning market economy as well as the 
capacity to cope with competitive pressure 
and market forces within the EU (the eco-
nomic criteria), and (iii) the ability to take 

on obligations of membership, including 
adherence to the aims of political, economic 
and monetary union (the acquis criteria). 
There is no explicit methodology for judg-
ing whether a country satisfies the Copen-
hagen criteria. Nevertheless, a good guide 
for what is expected from a candidate coun-
try is contained in some of the Commission’ 
documents, especially in Opinions (Avis) 
and the Regular Reports. 

The economic criterion consists of two parts. 
The first is the existence of a functioning 
market economy. In the most recent EU en-
largement process, the candidate countries 
met this requirement in a rather short per-
iod of time. Experiences indicate that the 
Commission assesses the fulfilment of this 
sub-criterion by analyzing the following 
components: (i) existence of a broad polit-
ical consensus on the essentials of economic 
policy, (ii) macroeconomic stability, (iii) price 
and trade liberalization, (iv) a sufficiently 
developed financial sector, (v) privatization 
and enterprise restructuring, (vi) elimination 
of significant barriers to market entry and 
exit, (vii) the legal system, and (viii) effect-
iveness of the judicial system.

The second economic criterion, the capacity 
to cope with competitive pressure and mar-

CHAPTER I 

ACCESSION OF MACEDONIA TO THE EU: OVERVIEW OF ISSUES 
AND CHALLENGES

introduction 

the ultimate objective of the transition process of the republic of Macedonia 
is to develop a modern, democratic society that is based on a market 
economy and that takes due account of important social and environmental 
concerns. Because the eu is based on exactly the same values and 
standards, membership in the eu is proof that the transition process has 
been completed or has at least reached a very advanced stage. transition 
and eu accession are thus two mutually reinforcing processes. 
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ket forces within the EU, reflects how well the 
economy functions, the efficient allocation of 
resources and the ability to compete against 
other EU member states’ products and ser-
vices. Achieving the capacity to withstand 
competitive pressures is a medium-term task 
and pre-supposes that a functioning market 
economy is in place. The potential of a coun-
ty for meeting this sub-criterion is typically 
assessed over a 5-year period.  The following 
components, of a much more structural char-
acter, are typically analyzed by the Commis-
sion: (i) a sufficient amount, at an appropriate 
cost, of human and physical capital, includ-
ing infrastructure, education and research, 
(ii) the trade integration a country achieves 
with the EU before enlargement, (iii) the role 
of small firms, and (iv) the extent to which 
government policy and legislation influence 
competitiveness through trade policy, com-
petition policy, state aids, FDI, support for 
SMEs, etc.  

The internal market with the free movement 
of goods, services, capital and persons repre-
sents the economic backbone of the EU’s in-
tegration process.  A key economic challenge 
for a candidate country in its pre-accession 
period therefore is to become ready to cope 
with the “four freedoms” of the single Euro-
pean market. The most far reaching provi-
sion of Macedonia’s SAA is the free move-
ment of industrial goods. What is left in the 
area of trade relates mostly to the measures 
of the single market, i.e., to the technical bar-
riers to trade. In these areas, Macedonia will 
have to strengthen its technical legislation 
and standardization and upgrade human re-
sources, skills and institution building to as-
sure implementation of the legislation.

The freedom to provide services between 
Macedonian and EU residents is more com-
plex. It requires changes in domestic legis-
lation governing the services sector and the 
provision of services from the territory of 
other member state without establishing a 
commercial presence. The liberalization of 
financial services has been particularly de-
manding and has become even more import-
ant in the context of the ongoing financial 
crisis.  The SAA also establishes the principle 

of free movement of capital between Mace-
donia and the EU. 

The last of the “four freedoms” concerns the 
free movement of persons from one member 
state to another. Adjustment to the free move-
ment of persons principle typically requires 
a candidate country to make significant ad-
justments in legislation in various areas, in-
cluding the equal treatment of foreign work-
ers, social systems for migrant workers and 
mutual recognition of diplomas.

In most EU member states, the eastern en-
largement was broadly considered a success 
and provided an impetus for the aspirations 
of the Western Balkan countries. Develop-
ments since 2005, however, changed the pro-
enlargement view dramatically. Causes of 
this change were the “no” votes on the Euro-
pean Constitution in France and the Neth-
erlands; worries that an influx of workers 
from “new” member states would aggravate 
the unemployment problem in old mem-
ber states; so-called “enlargement fatigue” 
reflected in the impression that solidarity 
among the member states has weakened, 
in the suspicion that Eastward enlargement 
introduced unfair competition into the sin-
gle EU market, and in the frustration of the 
public at large that it was not consulted suf-
ficiently in the case of the 2004 enlargement. 
A further reason for the growing hesitation 
has been the issue of Turkish membership 
in the EU.  The hopes of the Western Bal-
kan countries for speedy accession to the EU 
have been further damaged by the EU’s ex-
periences with Bulgaria and Romania. Last 
but not least, the current financial and eco-
nomic crisis does not bode well for Western 
Balkan enlargement. Since early 2008, the EU 
is focused on how to respond effectively to 
the negative consequences of the crisis and 
how to achieve the ratification of the Lisbon 
Treaty.  

In response to the changed political attitude 
of many EU member states towards enlarge-
ment, in November 2006 the Commission 
published a revised enlargement strategy. It 
repeats the EU’s political commitments to 
the Western Balkans, reiterating that each 
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country has the potential to become an EU 
Member once it fulfils the necessary condi-
tions. The crucial element of this revised 
strategy is encapsulated in the last part 
of that sentence, meaning basically that a 
Western Balkan country will enter the EU 
“once it fulfils the necessary conditions.” 
The problem here is not the wording. It has 
always been the case that candidate coun-
tries were required to meet accession con-
ditions. What, however, is different is the 
substance of this phrase. “Fulfilling neces-
sary conditions” could now be interpreted 
very differently. Due to the “convoy-type” 
of the negotiations characteristic of the 
most recent enlargement, as well as due to 
the strong pro-enlargement commitment 
of the member states at that time, this no-
tion was interpreted rather benevolently. At 
present, however, there seems to be much 
less political appetite for such an interpreta-
tion. Consequently, the notion of “fulfilling 
necessary conditions” will be interpreted 
much more strictly. The ongoing EU acces-
sion negotiations with Croatia and Turkey 
clearly confirm this. 

The revised EU enlargement strategy adopt-
ed in 2006 is based on the following three 
principles: 

• Consolidation; The new strategy is 
based on the notion that “consolida-
tion” of the EU has to take place before 
it will consider further enlargement. 
This means that the EU has to digest 
its existing commitments towards the 
countries already in the enlargement 
process and that it will be cautious 
about taking on any new commit-
ments. 

• Conditionality; This principle, closely 
interlinked with the consolidation prin-
ciple, is the core of the revised strategy. 
Conditionality has always been an in-
gredient of the EU accession processes, 
but in the future it will be applied more 
strictly. There will be a much closer link 
between the progress in meeting the 
Copenhagen political, economic, and 
acquis criteria and the overall pace of 
the EU accession process. 

• Communication; Ensuring that there 
is public support for future enlarge-
ments is the final element of the Com-
mission’s revised strategy. The EU has 
to give the story of enlargement the 
credit it deserves. It has extended the 
zone of peace and democracy within 
Europe while the economic dynamism 
of new member states benefited the 
EU as a whole. 

2 Brief Review of Macedonia’s 
EU Integration Process    

The start of Macedonia’s formal relations 
with the EU was delayed, mainly due to dis-
putes with Greece, and diplomatic relations 
between Macedonia and the EU were estab-
lished only in 1995. Unfortunately, the eco-
nomically difficult situation caused partly 
by the Greek trade embargo and partly by 
the UN embargo against the FR Yugoslavia 
caused further delays both in the transition 
process as well as in the EU approach to ac-
cession. After 1995, Macedonia became eli-
gible for the PHARE and CARDS support 
programmes. In the late 1990s, Macedonia 
joined the EU’s Stabilization and Association 
Process for the Western Balkan region. 

Macedonia was the first country in the re-
gion to sign the SAA in April 2001, and this 
marked a new stage in the Macedonian-EU 
relationship. Since then, EU integration has 
featured high on the political agenda, and 
EU membership is an explicit objective of 
the political elite and of a vast majority of the 
population, and it has thus served as a point 
of consensus among the political parties.  In 
parallel with the fulfilment of the procedur-
al and technical obligations and criteria for 
accession to the EU, the process of gradual 
political reconciliation within Macedonia 
also started after the signing of the SAA. 
One of the boldest reforms was the process 
set out by the August 2001 Ohrid Frame-
work Agreement. This agreement provided 
an impetus for solving many difficult issues 
among Macedonia’s ethnic communities. 

The SAA is a complex and legally bind-
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ing act, which, in political terms, has made 
Macedonia a potential EU member, while 
in economic terms it de facto provided free 
access for Macedonian goods to the vast EU 
market. The signing of the SAA also accel-
erated the restructuring of the Macedonian 
economy and its adjustment to new condi-
tions. Last but not least, it revitalized the op-
portunities for speeding up the social and 
economic development of the Republic of 
Macedonia, and strengthened political and 
economic links with the EU member states. 

The reforms undertaken within the SAA 
framework as well as the v of the arrange-
ments with the IMF and the World Bank 
paved the way for Macedonia to submit its 
application for EU membership. After a short 
but intensive public debate about its positive 
and negative aspects and after a parliament-
ary declaration supporting the submission 
of an application, Macedonia officially sub-
mitted its application in March 2004. In May 
of that year, the Commission was mandated 
to prepare the Opinion (Avis) and in Octo-
ber 2004 the questionnaire was handed over 
to the Macedonian authorities. Preparation 
of responses on the questionnaire was the 
first serious test of Macedonia’s administra-
tive capacity.   The answers were completed 
by February 2005, and based on information 
provided in these answers as well as on in-
formation gathered from other sources, the 
Commission prepared the Opinion (Avis). 
The Commission made a positive recom-
mendation for making Macedonia an EU 
candidate country, but it also recommended 
that “negotiations for accession to the European 
Union should be opened with the former Yugo-
slav Republic of Macedonia once it has reached 
a sufficient degree of compliance with the mem-
bership criteria.” In contrast to previous en-
largements, the European Council’s decision 
about the candidacy status of an acceding 
country was not accompanied by a decision 
to start accession negotiations. 

Now that it is a candidate country, the next 
step for Macedonia is to obtain a date for the 
start of the accession negotiations. Unfortu-
nately, this decision has been delayed for 
more than 3 years and is still pending.  Even 

though the two regular progress reports 
issued by the Commission in November 2006 
and November 2007 have acknowledged the 
progress in reforms the country has made 
in some areas important for EU integration, 
the documents have not recommended set-
ting a date for the start of accession nego-
tiations because the Commission feels that 
Macedonia has not yet fulfilled sufficiently 
its obligations based on the SAA and the 
Ohrid Framework Agreement and specified 
in the Accession Partnership. Main issues 
of concern include weaknesses associated 
with proper conduct of elections, political 
dialogue within democratic institutions, ef-
fective implementation of the Law on Police, 
judiciary reforms, anticorruption, depoliti-
cizing and strengthening administration, re-
ducing unemployment and improving the 
general business environment.  

In order to accelerate Macedonia’s pace to-
wards the next step in the accession process, 
the Slovenian presidency articulated eight 
benchmarks that, once fulfilled, would open 
the door for setting a starting date for the ac-
cession negotiations by the end of 2008. The 
benchmarks, mainly of a political character, 
covered essentially the same issues as men-
tioned above. The parliamentary elections of 
June 2008 were assessed by external evalu-
ators as failing to meet the necessary stan-
dards. As a consequence, proper conduct 
of elections has de facto been added as the 
ninth benchmark. In these circumstances, 
it was not surprising that, in its November 
2008 regular progress report, the Commis-
sion did not recommend that negotiations 
begin.  

The ongoing delay in setting a starting date 
for EU accession negotiations is an example 
of how the EU implements the conditional-
ity principle. The delay is in line with experi-
ences of other countries of the region, such 
as Bosnia and Herzegovina, Croatia and 
Serbia, whereby advancement from one EU 
accession stage to another is heavily depend-
ent on fulfilling the Copenhagen political 
criteria in the pre-negotiation period. The 
economic and acquis criteria are of second-
ary importance in these early stages of the 
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process because political stability, and, there-
fore, meeting political criteria is a precondi-
tion for starting the EU accession negotia-
tions. If there is no political stability, it is not 
realistic for an acceding country to address 
seriously the EU accession economic and ac-
quis issues. Later, there will be ample time to 
address these issues in detail throughout the 
negotiation process. 

This process is now much more structured 
and has more benchmarks than was the case 
in the previous enlargements. Macedonia 
will become a member of the EU once the 
EU member states agree that it meets the 
Copenhagen criteria. Meeting the political 
criteria, especially the benchmarks set in 
2008, will be instrumental for opening the 
EU accession negotiations, but for their suc-
cessful completion another political prob-
lem, the dispute with Greece over the name, 
will have to be resolved successfully. 

If three or even two years ago, a realistic 
scenario for Macedonia was that it would 
negotiate its EU accession individually or in 
a kind of a loose group with Croatia, now 
this situation has changed. Croatia is at an 
advanced stage of the EU accession process 
– the negotiations are expected to be com-
pleted by the end of 2009 or at latest in 2010. 
This means that its EU membership is real-
istic in 2012 or at latest in 2013. On the other 
hand, some other Western Balkan countries 
have significantly reduced the advantage 
Macedonia used to have in terms of their EU 
accession trajectory. Montenegro has already 
submitted the EU application and Albania 
and Serbia are expected to do the same in the 
course of this year. Thus it is possible that ac-
cession of the Western Balkan countries will 
be carried out in a convoy type of negotia-
tion. In the optimistic scenario the negotia-
tions with this group of countries would 
start is 2010, which means that full member-
ship is not feasible before the middle of the 
next decade.     

Convoy negotiations have very different im-
plications for different countries in the con-
voy. For example, the accession negotiations 
involving a number of acceding countries 

may generate stronger political pressure 
on the EU. On the other hand, convoy ne-
gotiations could also be harmful especially 
for candidate countries that are small even 
though individual treatment of each of the 
candidate countries is proclaimed as an im-
portant principle of negotiations.  

3    Overview of Challenges for 
Macedonia on its Way to the  

 EU

Judiciary Reform

Macedonia undertook a comprehensive re-
form of its legal and regulatory systems at 
the outset of its transition The country has 
gone a long way in drafting and adopting 
legislation in all areas fundamental for eco-
nomic transformation, but experiences from 
many transition countries show that this is 
of limited relevance if not accompanied by 
all necessary by-laws as well as with an ef-
fective implementation and enforcement of 
the adopted legislation. 

In order to modernize and adapt its judi-
cial system to the requirements of the new 
political, economic and social environment, 
Macedonia will have to strengthen the train-
ing of judges, especially in dealing with 
cases arising from the implementation of the 
single market, and eliminate the backlog of 
pending court cases. 

Transposition of the Acquis and its 
Translation

A prerequisite for EU membership is the full 
adoption and implementation of the acquis, 
i.e., a body of EU legislation of estimated 
80,000-100,000 pages. This process of regu-
latory harmonization is extremely complex, 
time-consuming, and costly, especially for 
the smaller countries. The areas of the EU 
legislation that have proved to be the most 
demanding in terms of their transposition 
into the national legislation are agriculture, 
including veterinary and phytosanitary 
legislation, and environment. 
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Translation of the acquis is a particular chal-
lenge, again more for the smaller than for 
the larger EU acceding countries. The pro-
cess takes several years of hard work. In the 
translation of an individual area of the EU 
law, three profiles are typically involved; 
a translator, a specialist for the area, and a 
lawyer or legal expert. Translation of the ac-
quis is not only time consuming and profes-
sionally demanding, but it is also extremely 
sensitive as the translated text becomes part 
of the internal legal system once the country 
becomes an EU member. 

Public Administration

Experiences from many “new” EU member 
states show that the quality of administra-
tion is an extremely important determinant 
of how successful the acceding country is in 
acting as an EU candidate. In the pre-negoti-
ations stage, weaknesses in public adminis-
tration can still be overcome because only a 
few officials interact with partners from the 
EU, but this is not possible once the nego-
tiations take on a wider scope.  It is of ut-
most importance that the country embarks 
on a systematic education of its public ad-
ministration. This education, using institu-
tions in the country and abroad, must aim 
at upgrading public officials. One area is 
foreign languages. Officials involved in the 
EU accession negotiations must be fluent in 
English and, if possible in one other EU lan-
guage. If they are not, they will not be able to 
harmonize the EU legislation into the nation-
al laws or to represent the country’s interests 
because meetings at the technical levels are 
carried out in English with no translation. 
Another area where education is needed re-
fers to the professional area in which a pub-
lic official works. For example, a person in 
public administration responsible for a par-
ticular area must be fully informed about 
the European characteristics and trends in 
this area and also understand EU legislation. 
If not, the person will simply not be able to 
contribute substantially to the country’s ef-
forts to achieve an acceptable outcome to the 
negotiations. 

Even though the quality of the public admin-
istration is of crucial importance, the process 
of EU accession usually has also implica-
tions for the number of people in adminis-
tration. Experience, at least in smaller coun-
tries, shows that the EU accession process is 
typically accompanied by an increase in the 
total number of public officials in central ad-
ministration. The reasons are two fold. Some 
new institutions must be created as a conse-
quence of the EU accession, and many insti-
tutions must be substantially strengthened 
as they assume new or broader duties. This 
increase in administrative personnel accom-
panied by efforts to improve quality has ob-
vious implications for the country’s public 
finances. 

Organization of the Negotiations and 
Managing Public Support for the EU 
Accession 

There are a number of issues for which each 
country starting EU accession negotiations 
has to provide country-specific solutions. 
One important issue is to establish an in-
stitutional structure for carrying out of the 
negotiations. Different approached are pos-
sible:

• Overall Coordination of the Nego-
tiations; There are in principle two ap-
proaches towards who should coordi-
nate the negotiations in the country. One 
alternative is that coordination is under 
the overall lead of the Ministry of For-
eign Affairs, and the other alternative is 
that this role is performed by a govern-
ment office directly subordinated to the 
prime or vice-prime minister. There are 
pro and cons of each of the two alterna-
tives. 

• Core Negotiating Team; There are also 
two approaches to the principles on 
which the core negotiating team should 
be created. The Slovenian approach here 
was that the 10-member team consisted 
exclusively of experts, including senior 
civil servants, a representative of the 
Chamber of Industry and Commerce, 
the central bank, and even a university 
professor. In the core negotiating team, 
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headed by the deputy chief negotiator, 
each member was responsible for nego-
tiations on one or more chapters. They 
actively participated in all phases of the 
preparation of the negotiating positions 
and in carrying out the negotiations. 
The Slovenian approach of appointing 
a “team of technocrats” was suitable for 
a country where there had always been 
a consensus about the EU issues among 
all relevant political parties. The team 
remained unchanged through the five 
years of the negotiations even though 
the government changed several times. 
In most other “new” member states, ne-
gotiating teams consisted of high-level 
government officials who have a strong 
political constituency behind them. This 
approach may have advantages in terms 
of efficiency so long as the government 
is in office, but the negotiation team is 
much more exposed to changes when 
the government changes. In some of the 
EU-12 member states chief negotiators 
were changed several times.  

• Working Groups; A general pattern in 
the EU-12 negotiations was that the gov-
ernments appointed working groups 
for each of the negotiating chapters. A 
working group consisted of officials 
from different ministries as well as of 
representatives of employees and em-
ployers. Each working group had the 
final responsibility for preparing nego-
tiating positions and other platforms for 
its negotiating chapter.   

Another important issue in the process of 
the EU accession negotiations is the rela-
tionship between the government and par-
liament. Again, the institutional framework 
for this relationship depends on country-
specific characteristics. In most of the acces-
sion countries, the process of the negotia-
tions was strongly government based and 
centralised. In these cases, the position of 
the parliament was more or less limited to 
the role of being informed regularly about 
the progress of the negotiations. 

In the case of Slovenia, however, the parlia-
ment was involved in a much more oper-
ational manner in the negotiations. Before 
being submitted to the EU, each negotiat-
ing position adopted by the government 
had to be confirmed by the respective 
parliamentary bodies. This was of course 
time consuming and created an additional 
hurdle for the government in meeting the 
negotiation deadlines. On the other hand, 
strong involvement of the parliament in the 
EU accession process combined with a cre-
ative public awareness campaign proved a 
very effective way for keeping the parlia-
ment and population informed about the 
progress of the negotiations. 

4  The Nexus of Transition –   
 Economic Challenges of EU  

 Accession

Economic Reforms – Transition 

Experience shows that transition economies 
including all the “new” as well as the West-
ern Balkan candidate countries have by and 
large met the first of the two Copenhagen 
economic criteria. All these countries, in-
cluding Macedonia, are functioning market 
economies. The differences among them are 
much larger with respect to the second sub-
criterion, the ability to cope with the com-
petitive pressures of the single EU market.

The second phase of transition, market-deep-
ening reforms, involves large scale privatisa-
tion and financial sector reforms. Macedonia 
does better in this respect than do Albania, 
Bosnia and Herzegovina, Montenegro and 
Serbia, but at the same time worse than the 
“new” member states and also Croatia. This 
means that Macedonia has made a signifi-
cant progress towards the completion of the 
second stage of the transition reforms but 
that there is still a gap to be bridged in these 
policy areas. 

The current global financial crisis will cre-
ate additional challenges for Macedonia’s 
financial system and its economy. The threat 
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of rising inflation experienced in 2007 as a 
consequence of rising international prices of 
energy and food has been replaced in 2008 
by falling prices of energy and commodities, 
including metals, which represent an im-
portant part of Macedonia’s exports. More-
over, the foreign exchange inflows needed to 
finance the country’s current account deficit 
are likely to decline in the current tight inter-
national environment. Last but not least, 
some of the foreign banks that have entered 
Macedonia may experience problems at 
home, which will have a negative impact on 
their operations in this country as well. 

Finally the third phase of transition is mar-
ket-sustaining reforms, including reforms 
of governance and enterprise restructuring 
as well as competition policy and the infra-
structure sector. These are all areas that are 
of crucial importance if an acceding country 
is to cope with the competitive pressures of 
the 500 million large single EU market. All 
transition economies, including the “new” 
EU member states, still have a ways to go 
in this area. Like other transition countries, 
Macedonia has progressed least with the 
third phase of transition reforms. Thus, 
Macedonia faces significant transition chal-
lenges, and only by addressing theses chal-
lenges effectively will the country be able to 
compete successfully on the EU market. 

Agriculture

The Common Agricultural Policy (CAP) is 
one of the cornerstones of the EU. For imple-
mentation of the CAP, the EU member states 
have transferred all their competencies to the 
EU. This consequently means that agricul-
tural aquis is not only extremely broad but 
also very demanding. It consists of a large 
number of binding rules, many of which 
are directly applicable Regulations. During 
the EU-12 accession negotiations, the whole 
agricultural acquis was subsumed within 
one negotiating chapter. In the ongoing ne-
gotiations with Croatia and Turkey, how-
ever, this body of the acquis has been split 
into two chapters; veterinary and phyto-
sanitary issues are now negotiated under a 

completely separate chapter.  

One of the main challenges for any EU ac-
cession country is a proper transposition of 
the agricultural acquis into national legisla-
tion including establishment of institution-
al, personal and technical capacities for its 
effective enforcement. Putting in place an 
efficient public administration has proven 
to be essential for the functioning of the 
CAP. The agricultural acquis requires the 
setting up of management systems such as 
a paying agency and the Integrated Admin-
istration and Control System (IACS), the 
introduction of the capacity to implement 
rural development actions, and the put-
ting in place an institutional framework re-
quired for the effective implementation of 
veterinary and phyto-sanitary measures. In 
some cases the agricultural acquis provides 
more or less detailed specifications for the 
required administrative structures. Estab-
lishment of required administrative struc-
ture for the effective functioning of CAP 
is associated with the challenge of how to 
finance this growing administrative appar-
atus. 

Another important challenge for agricultural 
production and for the whole agro-industry 
sector of a candidate country is associated 
with the opening of the country to foreign 
markets and especially to competition from 
other EU member states. While trade with 
agricultural products has been liberalized 
for Macedonian producers, they have not 
been able to take full advantage of the lib-
eralization because of sectoral problems. 

In several “new” member states, EU acces-
sion has come as shock to a largely unpre-
pared agricultural sector, and this poses 
a potential challenge for the Macedonian 
agriculture as well. Some of the problems 
faced by those countries at the moment of 
their accession to the EU have included the 
following: (i) drastic change of the types of 
support provided to food producers (the 
CAP rules are completely different from 
the pre-accession national mechanisms); (ii) 
low value added of agricultural products; 
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(iii) weak marketing of agro-industry prod-
ucts associated with the lack of incentive 
to export. Restructuring of the agriculture 
and the food sector and preparing it for in-
creased competition in the single EU mar-
ket will be no doubt an important challenge 
for Macedonia in the coming years. On the 
other hand, the authorities will have to pay 
careful attention to protection of the coun-
try’s fragile eco-systems against the poten-
tially negative consequences of an intensifi-
cation of agricultural production. 

When it comes to the challenges associated 
with the EU accession negotiations as such, 
one should distinguish between two phas-
es of the negotiations on the agricultural 
chapter. The first one consists of reaching 
a mutually acceptable agreement on non-
financial issues. This stage of negotiations 
usually requires a large number of technical 
meetings, and it helps a candidate country 
if its representatives can support their pos-
itions with arguments based on analytical 
background documents. An integral part of 
these meeting is negotiations about transi-
tional periods and derogations in the area 
of agriculture. 

The first phase of agricultural chapter ne-
gotiations is mainly on the conditions and 
timing of the candidate countries’ adop-
tion, implementation and application of 
the acquis, and, because adoption of these 
rules is not negotiable, discussions are lim-
ited in scope. There is more room for actual 
negotiations when the agricultural finan-
cial package is discussed. In this phase of 
the negotiations, the level of future direct 
payments is set as well as the level of the 
financial support for rural development. In 
the EU-12 negotiations the candidate coun-
tries have taken very different negotiating 
strategies in these areas. Main differences 
were in how quotas and reference quan-
tities have been articulated (some acces-
sion countries set them unrealistically high 
while others have opted for more realistic 
figures supported with actual data) and 
also with respect to their attitude towards 
rural development because many candi-
date countries had not assigned  sufficient 

importance to this subject.

Environment 

Environmental protection is an extremely 
high priority for the EU. The body of the en-
vironmental acquis is extremely wide,  cov-
ering close to 100 directives supplemented 
with other legal acts. The major areas of the 
environmental acquis include (i) protection 
of water and air quality; (ii) waste water and 
solid waste management; (iii) management 
of chemical substances; (iv) radioactive con-
tamination of foodstuffs and radiation pro-
tection; and (v) management of genetically 
modified organisms. 

Transposition of the environmental acquis 
into national legislation represents particu-
lar challenges for any country that wants 
to join the EU. The scale and scope of the 
EU legislation concerning the environment 
is broad and touches on all sectors of the 
economy and society. Industrial compan-
ies are typically faced with compliance re-
quirements of water supply and treatment, 
waste management and air quality, while 
households and local communities have 
to address systematically environmental 
problems associated with waste water and 
solid waste management. Compliance with 
the environmental directives means not 
only harmonization of legal acts but also in-
stitutional improvements such as adapting 
institutional structures, changing proced-
ures and increasing management capacity. 
Enforcement of  environmental legislation 
will be a key challenge and will require 
strengthened cooperation between min-
istries and regional and local authorities. 
Successful enforcement of the legislation is 
closely associated with well designed and 
managed monitoring systems. Compliance 
with the environmental acquis requires sub-
stantial investment. According to the World 
Bank, the costs of meeting environmental 
requirements for the twelve countries of 
the last enlargement were “ between 23% 
to 134% of countries’ present GDP. In per 
capita terms the total investments amount 
to between 760 and 1,760 EUR.”  
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During the EU-12 accession negotiations, 
there was a broad understanding that 
acceding countries would not implement 
the entire environmental acquis before join-
ing the EU. Indeed, the EU has recognized 
that extended transition periods are need-
ed. Within this general framework, each 
of the acceding countries has tried to find 
a balance between the requests for transi-
tional periods and internal efforts towards 
achieving a rapid implementation of the 
same level of environmental protection as 
the one in the EU.  

Cohesion Policy 

The main objective of the cohesion policy 
of the EU is to reduce economic and social 
disparities between the various regions in 
the Community. Cohesion policy is imple-
mented through two sets of instruments. The 
first set consists of the so-called “internal” 
instruments aimed at supporting cohesion 
among the EU member states.  “Internal” co-
hesion instruments include Structural Funds 
(European Regional Development Fund and 
European Social Fund) and the Cohesion 
Fund.  The common characteristic of these 
funds is that they provide transfers from 
the EU budget to eligible territories in less 
developed member states as well as regions 
in more developed member states that have 
been affected by specific external shocks. 

The second group of instruments consists of 
so-called “external” instruments aimed at 
preparing the acceding countries to apply 
the cohesion policy effectively and efficient-
ly at the moment when they join the EU. 
Currently the EU Instrument for Pre-ac-
cession Assistance (IPA) is the only instru-
ment available to the Western Balkans and 
Turkey. The main objective of pre-accession 
funds is to support candidate countries in 
their efforts to meet the Copenhagen cri-
teria and to prepare them for effective use 
of cohesion policy funds once they become 
members.   

There are several important guiding prin-
ciples for management of the EU cohesion 
policy funds, including: (i) additionality 

– According to this principle, funds from 
these sources should not be used to re-
place national funds but in addition to any 
existing public expenditure in the member 
states; (ii) programming – The allocation of 
cohesion policy funds is planned and pro-
grammed in accordance with medium-term 
national development plans; (iii) national 
co-financing – Funds available for cohesion 
purposes either for an EU member state or 
for a candidate country must be co-financed. 
Even though different national co-financing 
applies for different types of programs, 20 
% is a good estimate at the macro level. 

Like other candidate countries, Macedonia 
is eligible for significant pre-accession 
funding through the IPA: 58.5 million EUR 
in 2007, 70.2 million EUR in 2008, 81.8 mil-
lion EUR in 2009 and 92.3 million EUR in 
2010. On average, this means that EU pre-
accession funds equivalent around 1%of the 
country’s GDP was available to Macedonia 
under the IPA in 2007 EU pre-accession as-
sistance.    

One of the biggest challenges of all acceding 
countries as well as of all “new” EU member 
states associated with the cohesion funds is 
so-called absorption capacity for the use of 
IPA / Structural Funds and Cohesion Fund 
resources. There are three components of 
the absorption capacity for using the EU co-
hesion funds. The first one is macroeconom-
ic absorption capacity. Experience gathered 
over time has led the Commission to con-
clude that EU member states have limited 
capacity to absorb external investment sup-
port effectively and efficiently. During the 
2007–2013 medium-term financial perspec-
tive of the EU, the upper limit for EU funds 
for cohesion purposes has been set at 3.6 
percent of GDP. The second component is 
financial absorption capacity, which is the 
ability of the recipient country to co-finance 
EU supported programs and projects from 
national resources. The third component of 
absorption capacity is administrative ab-
sorption capacity, the ability of central and 
local authorities to prepare suitable plans, 
programs and projects on time, to select 
programs and projects, to arrange the co-or-
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dination among principal partners, to meet 
the administrative and reporting require-
ments, and to finance and supervise imple-
mentation properly.

Based on experiences of the EU-12, Mace-
donia is not expected to have problems with 
macro-economic and financial absorption 
capacity for the use of IPA funds because the 
amount allocated is well below the 3.6 % of 
GDP limit and the 20% national co-financing 
for the use of IPA funds does not represent 
a major concern for the budget. What has 
proved to be the key challenge and main 
limiting factor for effective absorption of 
IPA funds in Macedonia is administrative 
absorption capacity. It is therefore of utmost 
importance for authorities to address this 
issue as a matter of top priority; to establish 

an appropriate institutional framework for 
managing these funds and also to generate 
a credible pipeline of projects to be financed 
from this funding source. If administrative 
absorption capacity is not properly estab-
lished, as is now the case in some new mem-
ber states, then Macedonia will be exposed 
to the risk of not being ready for effective ab-
sorption of EU funds at the time when it be-
comes a EU member and consequently gains 
access to significantly larger amounts of co-
hesion funds. Under these circumstances, fi-
nancial absorption capacity for the use of EU 
cohesion funds might also become an issue. 
Experiences in some “new” EU member 
states show that financial absorption cap-
acity is more a problem in those countries 
with very rigid budget expenditures. 
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CHAPTER II

MACROECONOMIC CONVERGENCE

introduction

the accession process for the first group of transition countries to join the 
eu occurred in a period of steady global growth during which capital was 
abundant in international financial markets and investors were actively 
seeking new, promising investment opportunities. international capital 
flows, both portfolio and Fdi, were large, and interest rates in the eu 
and for the prospective member countries were low. thus, all of the nMs 
experienced a buoyant market for their exports within the eu and globally, 
and their domestic savings were augmented by inflows of capital from abroad, 
making transition and structural change relatively easy to achieve. this era 
has now ended, and the challenges of eu accession in the future may be 
more difficult. nevertheless, there are valuable lessons for Macedonia from 
the macroeconomic experiences of the new eu member states. this section 
draws out these lessons and discusses whether and how these lessons 
apply in a future period where economic conditions may differ.

1 Conceptual Framework    
...........................  ............

EU accession means convergence toward 
an EU socio-economic model with legal, 
economic, social and political objectives 
that, while giving member countries con-
siderable leeway to find their own ways of  
organizing their societies and economies, 
does impose constraints on the means of 
achieving desired objectives as well on the 
outcomes that have to be achieved. At the 
macroeconomic level, convergence with the 
EU takes place in three main ways. 

The first of these is real convergence, which 
means that the accession countries con-
verge to the per capita income levels of the 
older EU members. This requires that the 
new members will have to sustain, for a 
relatively long period of time, growth rates 
that are faster than those of the older mem-
bers. Accompanying this faster growth are 
structural changes in the pattern of eco-

nomic activity. The shares of total employ-
ment in agriculture and industry fall, while 
the share of services employment rises, and 
these structural changes also proceed more 
quickly than they do in the old EU member 
countries.  

The second form of convergence is nom-
inal convergence, meaning convergence in 
prices, inflation and interest rates. Because 
price levels are lower and inflation tends to 
be higher in the new members, these states 
face the conflicting objectives of keeping in-
flation low to meet the Maastricht inflation 
criterion while allowing their price levels to 
rise to levels consistent with their rising lev-
els of per capita income and to converge to 
the price levels prevailing in the EU. 

The final aspect of convergence is the adop-
tion of the Euro as the currency of the new 
member countries. Euro adoption, much 
like EU accession itself, is both a process of 
convergence as well as a reflection of suc-
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cess in convergence in the past. Neverthe-
less, the new members have considerable 
leeway in how and when to adopt the Euro. 
EU accession caries with it immediate obli-
gations vis-à-vis Euro adoption as well as 
the need to formulate a strategy for eventu-
ally meeting the criteria for Euro adoption.  

2 Real Convergence.................

Real convergence, meaning the approach 
of the per capita incomes of the NMS to 
the EU average, was occurring before EU 
accession and has continued afterward. 
GDP growth in the NMS has been about 
twice that of the old members. The transi-
tion economies joining the EU in the first 
round had faster growth rates of per capita 
GDP in the 2001-2005 period than they did 
in 1996-2000. This suggests that there are 
some positive effects on economic growth 
from joining the EU, but causality should 
be treated with care in that the higher 
post-2001 growth rates of the NMS could 
as well have been due to the cumulative ef-
fects of reforms undertaken as part of the 
transition process. Even in this case, how-
ever, the prospect of EU membership did 
accelerate these reforms, thus providing an 
indirect impetus to economic growth in the 
NMS.  

Macedonia’s real convergence performance 
seriously lags that of the NMS. Although 
GDP growth in Macedonia has accelerated 
in the past several years, in comparative 
perspective Macedonia’s inability to sus-
tain rapid per capita GDP convergence with 
the EU countries is a source of concern.  
Moreover, given Macedonia’s lower per 
capita GDP, achieving real convergence in 
per capita income is all the more important. 
While it is true that Macedonia has suffered 
from regional instability and domestic dis-
ruptions, other NMS have also faced eco-
nomic and financial crises, failed stabiliza-
tions and a variety of political dislocations. 
Indeed, even some other former Yugoslav 
Republics have done better in terms of real 
economic growth despite similar, if not 
worse, obstacles. 

The growth of the capital stock is a key 
component of real convergence in the NMS 
because investment-to-GDP ratios are high-
er in most NMS, ranging between 35 and 
25% of GDP. The faster growth of the new 
members is, as modern growth theory sug-
gests, only partly due to these higher rates 
of capital accumulation. Growth of total fac-
tor productivity (TFP) accounts for at least 
half of the growth in GDP in the NMS, and 
TFP’s share appears to be increasing. Chan-
ges in the size of the labour force or in hours 
worked in the NMS have been either nega-
tive or only slightly positive and thus were 
either a retardant of, or a minor contributor 
to, economic growth. 

Macedonia’s investment rate has averaged 
less than 20% of GDP, which has made per 
capita income convergence with the EU 
countries through the growth of the capital 
stock impossible. If Macedonia is not able 
to increase the share of GDP devoted to 
fixed capital formation above 25%, it will be 
forced to rely entirely on productivity gains 
to catch up with the per capita income lev-
els of the other EU member countries.  

It is worth noting that much of the high-
er rate of capital formation in the NMS is 
due to high levels of corporate savings and 
capital inflows, mainly in the form of FDI, 
rather than the result of high domestic per-
sonal savings. Thus, Macedonia’s low lev-
els of FDI are an important contributor to 
the shortfall in capital formation. The other 
barrier to investment-led growth is the do-
mestic “investment deficit,” which is main-
ly due to the poor profitability and saving 
and investment behaviour of Macedonian 
firms.  Macroeconomic policy, especially 
high interest rates, appears to be only a sec-
ondary factor in explaining this investment 
deficit. Thus, overcoming Macedonian 
firms’ low propensity to invest is critical to 
real convergence. 

 Macedonia differs from the NMS not only 
because of its low levels of capital formation, 
but also because of its rather different TFP 
dynamics.  In Macedonia, because capital 
accumulation has been a minor contributor 
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to growth, changes in employment and TFP 
growth have been the main drivers of GDP 
growth on a year-to-year basis. With high 
levels of unemployment, output expan-
sion is achieved by increasing employment, 
and thus without the need for TFP growth. 
When the labour market eventually tight-
ens and unemployment falls to more nor-
mal levels, then TFP growth may become 
more evident as the economic pressure for 
it makes itself felt. Currently, Macedonia 
has GDP growth that is too low to achieve 
rapid convergence of per capita income lev-
els with the EU, and, without real conver-
gence, Macedonia cannot become a viable 
member of the EU. To formulate more ef-
fective policies, research into TFP growth in 
Macedonia as well as into the causes of low 
business investment is needed. 

The other element of structural convergence 
is the shift of labour and of economic activ-
ity more generally from agriculture and in-
dustry to services. In all the transition econ-
omies, this structural change has been an 
ongoing process, and it is part of a world-
wide pattern where all countries have been 
experiencing a shift in economic activity 
from agriculture to manufacturing and then 
from agriculture and manufacturing to ser-
vices as per capita incomes increase. In the 
case of the NMS, the structural gap between 
them and the more developed EU members 
caused by differences in per capita incomes 
was exacerbated by the pre-transition em-
phasis on industry and agriculture at the 
expense of the service sector. Rapid conver-
gence in the NMS toward the employment 
structure of the older EU members was evi-
dent over the entire period of the transition. 
This has resulted in a major structural shift 
in economic activity and employment away 
from agriculture and industry in favour of 
services in the NMS.

Macedonia’s value-added structure is simi-
lar to that of the most recent EU entrants, 
Bulgaria and Romania, in that agriculture 
has a relatively high share of value added. 
Noteworthy in this comparison is the de-
cline in agriculture’s share in value added 

in Bulgaria and Romania after 2001, which 
suggests that EU accession contributed 
to the decline in this sector’s share in ag-
gregate output. Macedonia has shown less 
of a decline in agriculture’s share of value 
added and employment than have Bulgaria 
and Romania. This may, in part, reflect 
Macedonia’s slower rate of growth of per 
capita income.

In the NMS, EU accession temporarily 
ameliorated the global tendency for a fall in 
industry’s share of employment and value 
added. Despite the EU-wide decline in in-
dustry’s share in economic activity, indus-
try has lost its share in employment and 
output more slowly in the NMS than this 
EU-wide trend would suggest, in large part 
because of inflows of FDI to the NMS that 
helped create new industries to supply the 
EU market. In some NMS, industrial em-
ployment enjoyed a modest uptick after EU 
accession, although, of course, many of the 
relevant investments had been started prior 
to these countries joined the EU. 

In part, this “industrial renaissance” is also 
connected to important shifts within indus-
try, away from energy-intensive and low-
skill-intensive industries and in favour of 
high technology and skill-intensive sectors. 
FDI inflows have played an important role 
in this shift. Macedonia has not been part 
of this process to a sufficient extent. Indus-
try’s share of value added is declining more 
quickly than is the case in the NMS, and, 
in Macedonia’s case, this structural change 
is happening with little convergence in 
per capita income. EU membership can 
improve Macedonian industry’s situation 
only if accession increasingly makes Mace-
donia a location from which foreign invest-
ors could serve EU markets and if domestic 
industry itself, with the assistance of FDI, 
could undertake the needed changes in its 
output profile, an issue explored in greater 
detail in the section on industry. 

These long-term structural shifts in employ-
ment and output, which may be accelerated 
by Macedonia’s EU accession, have two im-
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portant policy implications. The first is that 
such a change in the structure of employ-
ment carries with it important social con-
sequences, including the movement of the 
population out of rural areas and the conse-
quent breakup of family and social ties; the 
loss of existing jobs and less of a need for 
the skills they require as well as a demand 
for new skills; increased urbanization and 
thus a need for investment in urban infra-
structure; and the need for better education. 
All these areas should be addressed quick-
ly. The second implication is that there are 
important differences in labour productiv-
ity as well as different trends in TFP growth 
in each of the three sectors. Thus, sectoral 
change may be an important driver of 
changes in aggregate TFP and in incomes 
of workers in different sectors of the econ-
omy. 

3 Nominal Convergence                 
.                         .                         

Unlike real convergence, to which no specif-
ic targets for EU accession are attached, 
nominal convergence is important not only 
because of the desirability of low inflation 
rates and macroeconomic stability, but also 
because numerical targets for Euro adop-
tion have been established for inflation, 
the interest rate and exchange rate stability.  
Thus both before, and even more so after, 
accession, these targets become more bind-
ing on policymakers. 

Like real convergence, nominal conver-
gence, meaning the convergence of price 
levels, inflation rates and interest rates, be-
tween the transition economies and the EU 
is a process that pre-dates EU accession and 
that is evident in both those transition coun-
tries that have joined the EU and many that 
have not. Both in the pre-accession phase 
and post-accession, the NMS have had in-
flation rates that are significantly higher 
than those of the members of the Euro zone 
and also higher than those of the less de-
veloped members of the EU. Moreover, in 
all the NMS, the effort to reduce the rate of 
inflation has been a long-term process and 

a main concern of monetary authorities. In 
the early phases of transition and even now, 
inflation is related to transition processes 
like the creation of markets, economic sta-
bilization and the need for major realign-
ments of relative prices in the economy. In 
Macedonia’s case, the requirements of EU 
accession for greater market liberalization 
and price rationalization will also emerge 
as sources of inflationary pressures. 

Supplanting these short-term and transi-
tion-related factors as the key forces driv-
ing inflation around the time of accession 
for the NMS are longer-term forces: real 
convergence, capital inflows and econom-
ic policy, especially the choice of exchange 
rate regime and the fiscal balance. Perhaps 
the most important long-term driver of in-
flation in the NMS is real convergence and 
the consequent Balassa–Samuelson effect, 
which posits that higher income countries 
have higher price levels and that real con-
vergence must therefore lead to price con-
vergence through higher inflation rates in 
the countries that are catching up. Never-
theless, the higher inflation rates observed 
in the new members are not the result of 
real convergence only. Other factors such 
as growth of domestic demand, especially 
consumer demand driven by rapid credit 
expansion, high real interest rates that at-
tract foreign capital and fixed exchange 
rates all contribute to higher inflation. 

Some NMS who have flexible exchange 
rates have been able to mitigate the effects 
of domestic inflation through nominal ap-
preciation. However, the new EU member 
countries with flexible exchange rates have 
not had as easy a time as expected in con-
ducting an independent monetary policy 
due to large capital inflows. On the other 
hand, countries with fixed exchange rate 
regimes have not had the same scope for 
nominal appreciation, but they, too, faced 
problems in conducting an independent 
monetary policy and encountered high ster-
ilization costs, as well as dangers of over-
heating from low real interest rates. There 
also remain idiosyncratic country-specific 
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sources of inflation, such as the catching up 
of the prices of utilities, energy, municipal 
services, etc. with their costs of production. 
Bringing these prices up to cover costs is 
important for fiscal balance as well as to re-
duce waste and resource misallocation, but 
doing so further accelerates inflation. 

Given the large gap in prices and per capita 
incomes between Macedonia and the EU, 
price catch-up will be an important source 
of inflationary pressure, and thus dealing 
with existing price distortions in energy, 
municipal services, etc., well before acces-
sion can remove this latter factor as an in-
flation driver around the time of accession, 
when the real convergence effect on inflation 
is combined with the negative short-term 
effects of EU accession on the fiscal balance, 
falling interest rates, etc. This will require 
careful management of the exchange rate 
and will complicate Macedonia’s efforts to 
meet the Maastricht inflation criterion. 

These inevitable inflationary pressures and 
the attendant costs of restraining them in 
order to maintain low levels of inflation 
may require a reconsideration of Mace-
donia’s exchange rate regime. If Macedonia 
fails to achieve higher rates of real growth, 
then its current exchange rate regime and 
macroeconomic policies may not come 
under severe pressure, but, with slow real 
growth, the country will not be an attract-
ive candidate for EU membership.  If Mace-
donian real growth accelerates, Macedonia 
will be a more attractive candidate for EU 
membership, but it will face more intense 
challenges to its exchange rate regime and 
macroeconomic policies. 

4 Policy Implications of 
Convergence         

The NMS have used a variety of macro-
economic policies to bring their economies 
to a stage where they were ready for acces-
sion. A key lesson is that neither monetary 
nor fiscal policy has been as effective as 
hoped. The experience of transition econ-

omies with monetary policy suggests it has 
limited effectiveness: the ratio of credit to 
GDP is low, household holdings of financial 
assets are small, and household borrowing 
is relatively undeveloped, so interest chan-
ges and changes in credit availability have 
a correspondingly small effect on house-
hold spending. Loans in foreign currencies 
to domestic firms and households and for-
eign-owned firms’ borrowings abroad from 
parent firms bypass domestic monetary 
policy and many banks are foreign owned, 
the banking sector is concentrated and the 
major banks are relatively strong and well 
provisioned, also reducing the economy’s 
responsiveness to monetary instruments. 
All of these considerations apply to the 
Macedonian financial system as well.

Fiscal policy also has limited effectiveness 
due to a high marginal propensity to im-
port, which means that fiscal policy has 
a smaller effect on domestic output and a 
correspondingly greater one on the current 
account. Moreover, automatic stabilizers 
are weak due to a high reliance on indirect 
taxes and to low unemployment benefits. 
Macedonia has maintained a conservative 
fiscal stance and low inflation, but pressure 
from public sector wages, growing demand 
for public services, infrastructure needs, 
pensions, and the administrative costs of 
EU accession will all make pressing claims 
for budgetary outlays, thus putting greater 
stress on both fiscal and monetary policy. 

5 Quality of Institutions for 
Macroeconomic Regulation 

Most of the NMS have made efforts to im-
prove the management of economic policy 
by strengthening institutions associated 
with policy implementation. The European 
Central Bank will evaluate the conformity 
of Macedonia’s laws with respect to cen-
tral bank independence with the relevant 
provisions of the Treaty creating the Euro-
pean Union and Article 7 of the Statute of 
the European System of Central Banks and 
the European Central Bank. The EU places 
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primary emphasis on preventing outside 
influence on central bank policy decisions 
and avoiding the risk that central banks 
will directly finance government deficits. 

A second aspect of effective policy imple-
mentation is the quality of the government’s 
formulation and implementation of fiscal 
policy. The ability of the new EU member 
countries to control fiscal imbalances is relat-
ed to improvements in the means by which 
their governments set and implement their 
budgets. Three aspects of fiscal policy for-
mulation and implementation are import-
ant: budget planning by the government; 
submission of the budget for approval by the 
parliament; and the execution of the budget, 
including changes in the budget after it has 
been approved by parliament. 

In the first phase, effectiveness of budgetary 
procedures depends to a large extent on the 
relationship between the Minister of Finance 
and the Prime Minister and the ministers 
who head units that make the bulk of public 
expenditures. The greater the powers of the 
Minster of Finance and the Prime Minister in 
the formulation of the budget, the lower are 
public spending, the government deficit and 
public debt. Beyond the organizational rules 
for the drafting of the budget, factors that 
have a positive influence on the effective for-
mulation of government budgets include:

1. Effectiveness of economic forecasting. A 
strong and credible forecasting ability as-
sists in the formulation of realistic budgets, 
and such forecasts must include not only 
macroeconomic forecasts, but also revenue 
forecasts as well as forecasts of the timing of 
government expenditures. 

2.  Multi-year budgets provide better fiscal 
discipline. 

3. The use of rules, such as public debt lim-
its, limits on the size of the deficit, rules for 
inflation adjustments, etc. as well as strict 
limits on extra-budgetary spending and 
revenues also improve fiscal discipline.

The second phase of the budgetary process 
involves approval of the budget by parlia-
ment. Limits on the ability of parliament 
to amend the budget, especially to amend 
individual items; requirements that parlia-
mentarians simultaneously propose both 
expenditure increases and sources of funds 
to cover these increases; limits on the time 
to consider the budget as well as a clear 
rule on the consequences of not passing a 
budget are all ways in which the budget set 
by the cabinet is protected from legislative 
loosening. The role of the Minister of Fi-
nance in leading parliamentary discussions 
on the budget is also seen as having an ef-
fect at this stage. 

Finally, there is the execution phase when 
the approved budget is implemented. Rules 
requiring parliamentary approval of chan-
ges in spending or of deficit targets and of 
transfers of funds from one ministry to an-
other are seen as positive disciplinary de-
vices as is not allowing ministries to carry 
over funds from one budget year to the 
other. The Minister of Finance should have 
the power to limit expenditures in the face 
of economic shocks, especially those that 
are likely to cause revenue shortfalls. 

Another important area where a number 
of new EU members have introduced im-
portant reforms is in the strengthening of 
the use of information technology in, and 
the reforming of, the treasury function of 
the government. These measures have the 
potential to reduce costs while at the same 
time improving control over government 
expenditures and revenues and speeding 
up the flows of both funds and information 
about the implementation of fiscal policy. 
Macedonia has made a number of improve-
ments in this area as well, especially with 
the rationalization of the collection of health 
and other taxes levied on payrolls, but the 
government should continue to monitor 
best practices in other countries on an on-
going basis. Clearly, the decentralization of 
government expenditures in Macedonia as 
well as the need to use EU funds effectively 
will require that Macedonia be able to dem-
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onstrate best practice standards in this area 
of budgetary management. 

Finally, Macedonia appears to face a serious 
need to reconfigure Ministries so as to cre-
ate a greater space for strategic thinking and 
research and to reduce outlays on adminis-
tration. Such capabilities will be critical in 
obtaining all available EU funds.  Given the 
tight economic environment likely to domin-
ate the foreseeable future, the EU is likely to 
view the strengthening of financial institu-
tions in Macedonia not only as a sign of im-
proved macroeconomic control but also as 
the basis for the strengthening of capacity to 
use EU funds effectively.  

The effectiveness of fiscal and monetary in-
stitutions is also dependent on the efficiency 
with which non-government institutions 
function. Labour, capital and product mar-
kets all are transmitters of monetary and fiscal 
policy, and, thus, the creation of functioning 
and flexible markets is critical, not only in 
terms of meeting the competitive demands of 
the Single Market but also in terms of making 
government macroeconomic policy more ef-
fective. These topics are discussed more fully 
in other parts of this Study. 

6 Post-Accession: Toward the 
Euro

Euro Adoption as the Second Step of 
Accession

As part of EU accession, Macedonia will be 
expected to adopt the Euro as its currency 
some time after accession. Timing of Euro 
adoption depends on two factors: whether 
the country is able to meet the necessary 
conditions and judging the point where the 
benefits of Euro membership outweigh the 
costs. 

Whether Macedonia will be able to meet the 
Maastricht criteria shortly after accession is 
unclear. Considering pre-crisis perform-
ance, the country would have little diffi-
culty meeting the fiscal criteria; the govern-
ment deficit criterion has been met in past 

years, and should be reachable in the future 
as well.  If Macedonia had been in ERM II in 
the past several years, it would clearly have 
met the exchange rate stability criterion for 
Euro adoption as well. 

However, it should be noted that exchange 
rate stability was achieved in the absence 
of the real convergence and capital inflows 
that would accompany EU accession, and 
thus this good performance occurred in 
an environment that was more favourable 
than it will be when Macedonia does enter 
into ERM II. Over the past several years, 
excepting the inflationary surge in 2007, 
Macedonia was also quite close to meet-
ing the Maastricht inflation criterion. In 
the case of inflation, however, the past is a 
poor guide to the future; inflation rates in 
the EU are likely changing drastically and 
Macedonia will face real convergence and 
interest rate shocks connected to accession.  
Macedonia does not meet the interest rate 
criterion. Like the inflation target, there will 
be major changes in long-term interest rates 
in the EU, but capital inflows accompany-
ing accession should work in Macedonia’s 
favour. Overall, Macedonia does best on 
the criterion whose performance is hardest 
to change in the short run, the fiscal target. 
Thus, Macedonia appears to be relatively 
well placed for an attempt at early EU entry 
so long as its macroeconomic policy can 
withstand the shocks of EU entry. 

The adoption of the Euro should promote 
more trade with other members of the Euro 
zone. Given Macedonia’s size and the de-
pendence of economic growth on trade, 
trade expansion should be seen as an im-
portant benefit of Euro adoption. Mace-
donia can also expect capital inflows, in-
cluding greater FDI, even before the Euro is 
adopted; these will be a policy challenge in 
the short run, but a benefit in the long run.  
Finally, as the current crisis shows, the Euro 
is a safe haven, and while Euro adoption 
will not remove all constraints on Mace-
donia’s macroeconomic policy, it will elim-
inate exchange rate fluctuations as a major 
policy concern. 
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The costs of Euro adoption appear minor. 
As a small country, Macedonia has limited 
scope for an independent monetary policy.  
The standard optimum currency area argu-
ments regarding the importance of syn-
chronization of shocks among members 
have some validity, but many of the tran-
sition economies that joined the EU earlier 
did not exhibit strong correlation of shocks 
either. Thus the argument would appear 
to be for a relatively early adoption of the 
Euro if the process can be well managed. 
Doing so will require some hard decisions 
on exchange rate policy as well as strong 
macroeconomic management, topics which 
we discuss next. 

What sort of exchange rate regime to fol-
low before and after accession depends in 
part on how quickly a new member coun-
try wishes to adopt the Euro as its cur-
rency. If the Maastricht criteria are met, 
then the minimum time would be the two 
years spent in the ERM II regime. During 
that time, the country is required to keep 
its currency within 15% of the Euro, with 
intervention mandatory at the limits of the 
band; not to devalue its currency against 
any EU member; and to eschew the use of 
currency controls. Countries are free to as-
sume more stringent obligations, such as a 
currency board arrangement, if they wish. 
If a country does not meet the Maastricht 
criteria, then it has wider latitude in its ex-
change rate regime outside the framework 
of ERM II, and, in principle, this greater 
flexibility can be used to ease the pressures 
of real and nominal convergence discussed 
above. 

Policy choices have to be made regarding 
the exchange rate regime before joining 
ERM II, while in ERM II and then when the 
country is on the verge of exiting ERM II 
and actually adopting the Euro. Countries 
that have undergone most of the nominal 
and real convergence between themselves 
and the EU can opt for a rapid move to-
ward Euro adoption and enter into ERM II 
quickly. 

On the other hand, countries that expect to 

undergo greater (or more rapid) additional 
real convergence as well as financial inte-
gration with the EU might find themselves 
hamstrung in ERM II because they will face 
strong inflationary pressures from sustained 
and rapid real convergence as well as from 
a lowering of the interest rate, which can 
trigger a domestic boom. This inflation can, 
in turn, result in a loss of international com-
petitiveness for the country, leading to more 
problems, including current account deteri-
oration and speculation against its curren-
cy. Attempting to deal with such inflation-
ary pressures within ERM II by means of 
domestic monetary and fiscal policy may 
prove costly if not impossible. On the other 
hand, remaining outside ERM II for a long 
time while convergence takes place leaves 
the country exposed, without the cover of 
the “Euro umbrella,” something that has 
recently caused many EU members to re-
evaluate much more positively the benefits 
of having the Euro as their currency.

The experience of the new EU member coun-
tries in terms of their choice of exchange 
rate regime is limited to two regimes: what 
might be called hard pegs, including cur-
rency board arrangements, and a floating 
rate with a monetary policy based on infla-
tion targeting. Rather paradoxically, most 
of the more advanced new EU member 
countries have opted for flexible regimes 
and inflation targeting while those with the 
greatest amount of real convergence yet to 
accomplish, such as Bulgaria and the Bal-
tic Republics, have opted for a hard peg. 
The NMS that have adopted the Euro were 
relatively well placed to meet ERM II con-
ditions, and they had made considerable 
progress in terms of the real convergence 

The consensus of observers is that with-
in ERM II and even before entry into it, a 
floating regime is most appropriate because 
countries facing large capital inflows are 
best off with either floating exchange rates 
or Euroization  and should avoid soft pegs. 
Exiting from a hard peg before Euro adop-
tion may lead to a loss of confidence and 
a depreciation of the currency. These con-
clusions are not rendered irrelevant by the 
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current crisis. The capital outflows of today, 
which have battered the reserves of some 
NMS peggers and driven down the curren-
cies of some floaters, are simply the mirror 
image of the capital inflow that followed, or 
even preceded, accession. They do put into 
doubt the view that sound macroeconomic 
policies alone can protect a country from 
market sentiment that has tended to lump 
all countries in a region into the same 
“troubled” category.

The advantages of either a hard peg or float-
ing with inflation targeting pose some ser-
ious dilemmas for Macedonia, which has 
for a long time maintained a de facto peg to 
the Euro. Consequently, its current exchange 
rate regime falls outside the experience of 
the transition economies that have joined the 
EU or adopted the Euro, and Macedonia’s 
reliance on a soft peg leaves it with the one 
exchange rate regime against which experts 
almost unanimously counsel. Whether and 
how this regime could be carried forward 
through toward and beyond EU accession 
must be examined. 

Despite the criticisms of soft pegs, Mace-
donia’s exchange rate regime has served the 
country reasonably well. The currency has 
maintained its value relative to the Euro in a 
trade and financial regime that has grown in 
openness to global forces. Reserves, up to the 
crisis period, have grown and the inflows of 
capital have been managed at acceptable costs 
of sterilization. But it is clear that the path to 
EU accession requires rapid real convergence, 
and this will unleash stronger inflationary 
pressures though the Balassa-Samuelson ef-

fect, lower interest rates, etc. Macedonian 
competitiveness, as measured by unit labour 
costs, is not substantially out of line with that 
of neighbouring countries, and, thus, there is 
little cushion for real currency appreciation 
without exposing the fragility of the balance 
of payments. To the extent that real and in-
terest rate convergence will precede EU ac-
cession, the de facto peg could come under 
pressure at an unfortunate time. This, again, 
emphasizes the need for making price adjust-
ments in energy and public services well in 
advance of accession and of developing anti-
inflation measures such as incomes policies. 

The current crisis has also shown that the per-
iod of time that Macedonia spends in ERM II 
is a time of risk. Capital controls will no long-
er be possible and the peg to the Euro will be 
a de jure one, not de facto. Consequently, if 
Macedonia retains the current exchange rate 
regime, entry into ERM II will require a re-
gime change to one where commitments to 
the exchange rate are obligatory but also one 
where the risk of exchange rate fluctuations 
will be bigger than they have been. Since 
there will be no way of avoiding a two year 
period of pegging to the Euro, Macedonia 
should seek to enter ERM II with as much of 
the convergence process as possible behind 
it.  But to gain the benefits of being in the 
Euro zone, there is pressure for Macedonia 
to adopt the Euro as soon as possible.  These 
contradictory objectives cannot be reconciled 
easily, although undertaking as many of the 
steps toward real and nominal convergence 
as soon as possible can mitigate the conflict 
between them.
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CHAPTER III

BUDGETARY IMPLICATIONS OF EU ACCESSION

introduction

Both candidacy for eu membership and eu accession have implications 
for Macedonia’s government budget. Before membership, Macedonia will 
receive funds from the eu, but, even then, it must undertake expenditures in 
order to manage and use these funds. after it becomes a member of the eu, 
it will be not only a recipient of eu funds, but also a contributor to the eu’s 
budget. thus, as a first step, Macedonia must strengthen its capacity to use 
eu funds, and, after accession, it must reallocate its budgetary resources 
to account for the funds that it will receive from the eu, and it must make 
allowance in the budget for the funds that it will contribute to the eu. one 
of the key findings of this report is that preparing for the effective use of eu 
funds is one of the most important tasks facing Macedonia.

1  EU Public Finances    
 and Financial Flows Between  

 the EU Budget and    
 EU Members and Candidate   
 Countries

The EU’s expenditures and revenues are 
framed within a medium-term financial 
plan and operationalized in annual budgets. 
The EU’s own expenditures are about 2.5% 
of the total pubic expenditures in the EU, 
largely because the EU itself makes no ex-
penditures for public services, social secur-
ity, pensions, defence, etc. as these are the 
province of the member countries. The EU’s 
budget expenditures are used to support its 
organs and to finance its common policies, 
i.e. the policies that the member states have 
agreed will be implemented at the supra-
national level. 

Currently, member states are eligible for EU 
funds for the Common Agricultural Policy, 
the EU’s cohesion policy and for other pur-
poses, such as R&D and education. Other 
EU budget outlays, such as for the Instru-
ment for Pre-accession Assistance (IPA), go 

to countries outside the EU, and the budget 
also finances EU administrative expenses. 
Transfers from the member states’ national 
budgets into the EU budget finance these 
expenditures. There are three main sources: 
contributions of member states based on 
the value added tax and on the relative size 
of their GNP and the EU’s own revenue re-
sources. An EU candidate country, such as 
Macedonia, is eligible to receive EU budget 
funds from the IPA, but it does not contrib-
ute to the EU budget. 

There is a clear distinction between so-called 
commitment and payment appropriations. 
The first represents the legal basis for the 
use of EU budget funds while the second 
refers to planned payments from the EU 
budget in a particular year. Both forms of 
appropriations are ex-ante categories, but 
actual payments are the disbursement of 
funds to a country from the EU budget. Ac-
tual payments show ex-post what propor-
tion of planned disbursements the country 
actually absorbed. The higher is the absorp-
tion capacity of a country, the smaller the 
difference between the two. 
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The absorption capacity of an EU mem-
ber or candidate country for the use of EU 
budget funds has three aspects. Macro-
economic absorption capacity refers to the 
overall ability of the economy to generate 
viable spending opportunities that could 
be financed by external support. Since this 
ability depends on the overall size of the 
economy, it is defined and measured as a 
percentage of GDP. Financial absorption 
capacity is defined as the ability of the re-
cipient to provide national co-financing for 
EU programs and projects. Finally, admin-
istrative absorption capacity is the ability of 
authorities in member or candidate coun-
tries to prepare suitable plans and to man-
age EU funds effectively and efficiently. 

The net financial balance of an EU mem-
ber or candidate country vis-a-vis the EU 
budget is the difference between the EU 
budget funds the country receives from the 
EU budget and the funds it pays into the 
EU budget from its national budget. Al-
though the basic logic is straight forward, 
there are some problems at the operational 
level because there are differences between 
the following two “net financial balance” 
concepts. 

The first one is the “calculated net finan-
cial balance.” This is the difference between 
“commitment appropriations,” which an 
EU member or candidate should, according 
to plans, receive from the EU budget in a 
particular year and the planned contribu-
tion of that very state to the EU budget for 
that year. The “calculated net financial pos-
ition” is, thus, a planning category that is 
known for every EU member or candidate 
country immediately upon completion of 
the medium-term financial negotiations. 

The second concept of the “net financial bal-
ance” is the “actual net financial balance.” 
This is the difference between “actual pay-
ments” that an EU member or candidate 
receives from the EU budget in a particu-
lar year and the actual contribution of the 
same member state into the EU budget. The 
“actual net financial balance” is, thus, an 
ex-post category that can be calculated only 

after the end of the fiscal period. The dif-
ference between the “calculated net finan-
cial balance” and the “actual net financial 
balance” depends on absorption capacity. 
The higher it is, the smaller the difference 
between the two. If an EU member had a 
100% absorption capacity, then its actual 
net financial balance would be equal to the 
calculated one.  

2 Fiscal Implications of EU 
Accession 

As a country moves from candidate to 
member status, there are two effects on its 
public finances. The first one, called “intra-
budgetary fiscal effects,” consists of effects 
that are a direct consequence of: 

• Inflows from the EU budget into the 
national budget (for agriculture, struc-
tural funds, etc.);

• Outflows or payments from the nation-
al budget into the EU budget. 

A second group of direct fiscal effects, 
called “other direct fiscal effects,” includes 
effects that are not reflected in financial 
flows between the EU budget and the na-
tional budget of the country but that affect 
government expenditures and revenues 
due to the requirements of the acquis. New 
EU member states must introduce and start 
implementing the acquis either at the date 
of the accession to the EU or, at the latest, at 
the end of a transition period agreed during 
the EU accession negotiations. Because the 
new EU member states have to accommo-
date the entire acquis, including those as-
pects of it that may require major changes 
in public expenditures or in the tax system, 
for example in transportation and environ-
ment, there is no doubt that accession in-
creases expenditures significantly. On the 
revenue side, meeting the requirements of 
the acquis often causes a decline in both 
customs and tax revenues.  

Accession to the EU requires a drastic re-
structuring of public expenditures and rev-
enues if the country wants to simultaneous-
ly: (i) maintain budgetary balance or at least 
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effective control over its deficit, and (ii) en-
sure that it is able to obtain all the EU funds 
that are potentially available. This is in part 
due to the nature of the payments that have 
to be made to the EU budget, and in part 
to the fact that EU budget expenditures are 
concentrated on agriculture and cohesion. 
Contributions to the EU budget reduce the 
overall level of budgetary resources avail-
able in the country implying that all users of 
the national budget are affected proportion-
ally. On the other hand, funds from the EU 
budget are de facto available only to selected 
budget users. Thus, if the expenditure side of 
the budget is not restructured appropriately 
to take this into account, Ministries such as 
Agriculture receive significantly more re-
sources, those coming from the EU budget 
plus the required national co-financing, than 
they received before accession, while budget 
users that are not eligible for EU funding 
would be faced with drastic reductions in 
their budgets.  

3  A Case Study of Slovenia –          
 Fiscal Effects of the EU   

 Accession on the Overall   
 Balance of the Country’s   
 National Budget in the   
 Pre-Accession and    
 Immediate Post-Accession  
 Period        

Intra-budgetary fiscal effects are clearly posi-
tive for an EU candidate country in the pre-
accession period because the country is eli-
gible for pre-accession assistance but is not 
yet obliged to contribute to the EU budget. 
The calculated net fiscal balance of Slovenia 
in 2003, i.e., in the final year prior to its ac-
cession to the EU, was positive and equal to 
around 0.2% of GDP. By way of comparison, 
it was over 0.7% of GDP in the case of the 
three Baltic States. 

After accession, the “new” member starts 
paying its full contribution into the EU 
budget, and this is between 1.0 and 1.3% of 
the country’s GDP. Consequently its net fi-
nancial balance depends crucially on its ab-

sorption capacity for actually obtaining the 
allocated EU budget for cohesion and agri-
culture. The case of Slovenia is very illustra-
tive in this respect. For the period 2004-2006, 
the actual net fiscal balance was very close to 
the calculated net fiscal balance of plus 0.3% 
of GDP as set by the EU accession negotia-
tions. This shows that Slovenia had a good 
absorption capacity for the use of EU funds. 

This situation changed in more recent years 
when Slovenia had the opportunity to ob-
tain substantially more EU budget funds for 
cohesion purposes. Based on the medium-
term financial perspective negotiations for 
the period 2007-2013, Slovenia’s calculated 
net fiscal balance became more positive and 
amounted to an average annual level of plus 
0.9% of GDP for the whole period. How-
ever, the actual net intra-budgetary balance 
declined and even turned negative in 2007 
and 2008. The major reason for this under-
performance was Slovenia’s poor adminis-
trative absorption capacity for the use of EU 
cohesion funds. 

Over the five-year period prior to accession 
to the EU, a candidate country is faced with 
a significant increase of its budget expendi-
tures aimed directly at meeting the acquis re-
quirements. In the case of Slovenia, by far the 
largest EU accession budgetary items were 
Schengen-related costs and budget subsidies 
for agriculture. Their aggregate amount was 
estimated at an annual level of around 1% 
of GDP in the pre-accession years. In the im-
mediate post-accession period, other direct 
fiscal effects on the Slovenian budget had 
two sources. On the revenues side, Slovenia 
suffered a decline in customs duties, and, on 
the budget expenditures side, in addition to 
the Schengen-related costs that continued 
from the pre-accession period, some new ex-
penditure items appeared, such as the top-up 
mechanism of direct payments in agriculture, 
and contributions to the EU institutions, in-
cluding the EIB and European Development 
Fund. The aggregate amount of these fiscal 
effects was estimated at an annual level of 
around 0.5% of GDP in 2004 and 2005, i.e. in 
Slovenia’s first two years as an EU member.
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1 Immediate Impact of EU 
Accession on Foreign  Trade

Looking at the immediate EU-accession im-
pact on foreign trade growth from a broad-
er regional perspective shows that the NMS 
average export growth increased consider-
ably in 2004. However, an important con-
tributor to this increased export growth 
was higher import growth in the “old” EU 
countries (EU15) associated with their re-
covery from the economic slowdown of 
2001-03 rather than with the EU enlarge-
ment process. From this point of view, the 
immediate effect of EU accession should 
not be overstated. 

Another note of caution comes from the 
fact that there are important cross-coun-
try differences in export performance in 
2004. The Czech Republic experienced the 
most pronounced acceleration of export 
growth among the NMS, followed by Slo-
venia, Hungary and Estonia. On the other 
hand, export growth declined in 2004 for 
Slovakia, Lithuania, Malta, and margin-
ally also in Poland. The growth of exports 
also declined in Bulgaria and Romania after 
their EU entry in 2007. One possible source 
of these differences among the NMS is di-
vergent real exchange rate developments. 
For example, the real effective exchange 
rate of the Czech koruna fell in 2003 and 
early 2004, which contributed to fast export 
growth in 2004. Similarly, export growth in 

Latvia was supported by the real exchange 
rate depreciation that had taken place in 
2003. An example going in the opposite 
direction is Slovakia, which experienced a 
sharp real effective exchange rate apprecia-
tion in 2003, which might explain its export 
growth slowdown in 2004.

To correctly assess the immediate impact 
of the EU entry on export performance of 
the NMS requires the use of statistical tech-
niques to control for these exogenous fac-
tors. When the factors discussed above are 
taken into account, there is no statistical evi-
dence that EU accession had any immedi-
ate effects on total NMS exports to the EU. 
Since most trade barriers on manufactured 
goods were already removed before acces-
sion, this is not surprising, but the situation 
is somewhat different for agricultural ex-
ports. Both NMS agricultural exports and 
imports grew faster in 2004-05, even when 
accounting for other factors, supporting the 
hypothesis that EU enlargement in 2004 did 
contribute to an increased volume of agri-
cultural trade for the NMS. This is very rel-
evant for Macedonia given the importance 
of agriculture to its economy and inter-
national trade. In this sector, Macedonia has 
the potential to benefit from EU accession 
to a greater extent than did the more indus-
trialized NMS. As the section on agricul-
ture points out, to exploit this opportunity, 
Macedonia must invest in food processing 

CHAPTER IV

INTERNATIONAL TRADE AND FOREIGN DIRECT 

INVESTMENT

introduction

this section examines the effects of eu accession on international trade 
and foreign direct investment (Fdi). the trade impacts of eu accession 
can be divided into the immediate impact observable around the time of 
eu entry and the long-term effect, which begins long before accession and 
may continue for a prolonged period afterwards. the latter effect is heavily 
influenced by Fdi inflows.
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and raise the quality of agricultural output 
to meet EU standards. This will allow it to 
convert its agricultural commodities into 
competitive foodstuffs, generating higher 
value added in the economy.  Macedonia 
should strive to negotiate favourable pro-
duction quotas with the EU for the relevant 
agricultural commodities. 

There may also be negative side-effects 
from higher agricultural exports. There 
were concerns in the NMS ahead of EU ac-
cession that trade liberalization would lead 
to higher food prices, and, given the large 
share of food in the NMS’ consumer bas-
kets, such increases would have been polit-
ically and socially problematic. The overall 
effects of the accession on food prices due 
to trade liberalization and adoption of the 
Common Agricultural Policy have been 
minor. For example, in the Czech Republic, 
some agricultural commodity prices, e.g. 
of sugar beets and milk, were expected to 
rise sharply upon EU entry, but the prices of 
some other products, e.g. pigs and certain 
types of poultry, were expected to fall, caus-
ing a change in relative food prices but no 
major increase in their overall price level. 

The actual developments after the EU ac-
cession essentially confirmed these expecta-
tions. The other EU-10 also faced somewhat 
increased prices of certain foodstuffs and 
non-alcoholic beverages in 2004-2005. In 
2007-08, there was also a sharp acceleration 
of food price growth in Romania and in par-
ticular in Bulgaria, even though this was to 
a large extent explained by the global food 
price increase in that period. Food price in-
creases may thus become an issue that the 
Macedonian government will want to ad-
dress in the run-up to accession. 

2    The Long-Term Foreign   
 Trade  Impact of EU    

 Accession and FDI

Although the immediate benefits of EU ac-
cession in the form of higher foreign trade 
volume are likely to be quite limited for 
Macedonia and concentrated mainly in 

agriculture, this does not mean that Mace-
donia’s foreign trade has not or will not 
benefit from EU accession, but these benefits 
will be spread over a longer period of time, 
starting well before accession and continu-
ing afterwards. Because these effects occur 
gradually, they are extremely hard to quan-
tify with any precision.

The NMS, with the exception of Cyprus and 
Malta, recorded high growth rates of ex-
ports and imports both before and after ac-
cession. As a result, most of the NMS have 
substantially increased their trade open-
ness as measured by the ratio of exports 
and imports of goods and services to GDP. 
The Czech Republic and Slovakia recorded 
the biggest increase, more than 25 percent-
age points. Given that Macedonia wishes to 
integrate more closely into the global econ-
omy, it is useful to look at this experience in 
more detail, and in particular to ask what 
role EU accession played in this process.

The first channel through which the EU ac-
cession process affected foreign trade and 
openness is the pre-accession trade liberal-
ization based on the EU association agree-
ments. For example, Czechoslovakia’s as-
sociation agreement came into force in 
March 1992 and outlined a timetable for a 
major reduction of trade barriers, the speed 
of which was in general faster on the EU’s 
side. This trade liberalization facilitated the 
geographic re-orientation of Czech and Slo-
vak exports at the beginning of economic 
transition away from former CMEA coun-
tries and towards the EU. In 2003 the real 
tariff incidence in the Czech Republic was 
around 0.7%, implying that much of the 
trade liberalization had taken place before 
EU accession.  A similar pattern of trade lib-
eralization has been now followed also by 
Macedonia, considering the Stabilization 
and Association Agreement. 

The second channel for increasing trade is 
that EU association had credibility-enhan-
cing effects. This also occurred well before 
accession because it increased the inter-
national community’s confidence in the fu-
ture political and economic development of 

C
H

A
P

T
E

R
 I

v
  in

t
e

r
n

a
t

io
n

a
l

 t
r

a
d

e
 a

n
d

 F
o

r
e

ig
n

 d
ir

e
C

t
 in

v
e

s
t

M
e

n
t



C
o

n
v

e
r

g
e

n
C

e
 t

o
 t

h
e

 e
u

r
o

p
e

a
n

 u
n

io
n

: C
h

a
l

l
e

n
g

e
s

 a
n

d
 o

p
p

o
r

t
u

n
it

ie
s

48

the NMS, ensured improvements in their 
legal framework as part of the EU harmon-
ization process, and raised expectations of 
future GDP convergence with the EU. All 
these factors increased the appeal of the 
NMS for foreign investors and attracted 
FDI inflows. 

FDI has been an important driver of pro-
ductivity, investment and economic growth 
in the NMS. FDI typically increased the 
internationalization of production and thus 
the trade openness of the NMS economies, 
which is believed to have had a positive im-
pact on growth. To the extent that FDI goes 
into export-oriented industries, it increases 
both the volume of exports and imports, 
and that part of FDI focused on serving the 
domestic market may reduce imports. In 
addition, FDI increased competitive pres-
sures in the domestic market and stimu-
lated technology and knowledge transfers 
and innovation. Furthermore, FDI supple-
mented domestic savings and thus eased 
credit constraints that limited investment. 

While the first channel was more import-
ant before EU accession, when the bulk of 
trade liberalization took place, the second 
channel was more important after accession 
due to the lagged effect of increased FDI in-
flows in the run-up phase. All other things 
being equal, real exports in the NMS tend to 
grow by about 2 percentage points per year 
faster after the EU accession than before it. 
This suggests that the FDI-related effects on 
trade tend to be stronger than the pre-entry 
foreign trade liberalization effects. 

In the transition NMS countries, FDI was 
at first driven by the privatization process, 
then by the lack of domestic capital needed 
for economic restructuring and, finally, by 
EU accession prospects. As a result of these 
persistent FDI inflows, the stock of inward 
FDI increased significantly. For example in 
the Czech Republic, this stock increased 
from around 20% of GDP in 1998 to almost 
60% in 2007. A similar, if somewhat smaller, 
increase is evident for the NMS as a group. 

There are significant differences among the 
NMS in terms of their FDI stock. Malta has 
the highest FDI-stock-to-GDP ratio (70-100% 
of GDP) followed by Cyprus, Bulgaria, Es-
tonia and Hungary. On the other hand, the 
FDI stock was below 40% of GDP in 2007 
in Slovenia, Lithuania, Latvia and Poland. 
Slovakia and the Czech Republic stand be-
tween these two groups with 50 – 60% of 
GDP. In the CEE countries, differences in 
the timing of privatization and the degree 
of openness to foreign investment help to 
explain these differences in inward FDI 
stock positions. More recently, other deter-
minants of FDI, such as cost factors, the size 
and location of the market and FDI policies, 
have gained in importance. EU accession 
did not significantly increase FDI inflows, 
but it is commonly believed that the pros-
pects of EU accession and the institutional 
reforms implemented in the NMS before 
2004, and before 2007 in Bulgaria and Ro-
mania, contributed to attracting FDI.

A very important factor is not just the over-
all size of FDI inflows, but also their struc-
ture. For example, in the Czech Republic, 
FDI in manufacturing peaked in 1998-2001 
and then in 2003, i.e. before EU accession. 
Since accession, FDI into Czech manufac-
turing has actually declined relative to 
GDP, and has been financed largely by re-
invested earnings. At the same time more 
FDI has gone into the other sectors of the 
economy, with the peaks in FDI inflows be-
ing linked to the privatization of utilities, 
banks, etc. Since 2004, foreign investment 
into the real estate sector has started to play 
an important role, too, averaging around 
1.4% of GDP annually. On average, the in-
dustrial sector accounted for about 35% of 
the overall inward FDI in the past decade, 
while the other sectors were responsible 
for the remaining 65% of total. The direct 
contribution of this other FDI to improved 
export performance has been rather limited 
so far.

In the other NMS, the majority of the FDI 
has also gone into the services sector, while 
manufacturing accounted for around 33% 
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of the inward FDI stock by the end of 2006. 
Financial intermediation, trade, real estate 
and transport are the largest recipients in 
the services sector, accounting for around 
50% of the total inward FDI stock. FDI in 
the services sector was usually motivated 
by market-seeking strategies, and the bulk 
of FDI in services is related to privatiza-
tion in these countries, as foreign investors 
took over a large proportion of the banking, 
energy and telecommunications sectors 
during the 1990s and in early 2000s. 

The highest share of FDI stock in the manu-
facturing sector by the end of 2005 was in 
Slovakia (43%), followed by Lithuania, Slo-
venia, the Czech Republic and Romania. 
The smallest shares of inward FDI stock 
in manufacturing were in Cyprus, Latvia, 
Malta and Estonia, all below 20% of the 
total inward FDI stock. Because the early-
phase FDI inflow into manufacturing was 
driven by privatization, often the initial 
motivation was to serve the domestic mar-
ket, but the investing firms often expanded 
their business activity later to take advan-
tage of their good experience, low input 
costs and the increased competitiveness of 
the domestic companies. A large inflow of 
greenfield FDI in the later phase of transi-
tion was the result of the relocation of pro-
duction from developed countries, and a 
large number of manufacturers from West-
ern European countries moved their pro-
duction to the CEE countries due to lower 
labour and other input costs. 

Foreign firms now play a major role in the 
NMS. Taking the Czech Republic as an ex-
ample, foreign companies account for more 
than 45% of total employment in indus-
try, and for almost 60% of industrial sales. 
Moreover, their production is more than 
proportionately focused on exports, which 
on average account for more than 60% of 
their sales, compared to less than 30% for 
domestically-owned firms. As a result, for-
eign-owned companies produce about 75% 
of Czech industrial exports. While these 
firms have contributed to export perform-
ance and employment, the risk lies in the 

fact that strategic decisions for these firms 
are taken outside the local economy, thus 
not taking into account local conditions 
and needs. However, these risks have not 
materialized so far.

For the CEE countries as a group, manufac-
turing FDI has been concentrated in a few 
industries, notably transportation equip-
ment, food, metals and electrical and optical 
equipment, which have received about 65% 
of the total FDI in manufacturing. During 
2000–05, metallurgy gained in importance, 
while FDI in the food industry became rela-
tively less important. 

The structure of NMS exports changed 
markedly, away from traditional, low-
value-added products in favour of the new, 
FDI-related industries like automobiles and 
parts, electronic and optical equipment, 
rubber and plastics, etc. In the earlier years, 
when the traditional industries were a large 
part of the economy, their stagnation or de-
cline was a drag on overall GDP and em-
ployment growth. The supply-side changes 
induced by FDI are manifested in produc-
tivity gains, terms-of-trade improvements 
and, in some cases, real currency apprecia-
tion. For example, the Czech koruna exhib-
ited long-run effective real appreciation of 
over 3% a year. It is important to stress that 
this appreciation is an equilibrium phe-
nomenon that did not come at the cost of a 
loss of competiveness, as shown by the re-
markable trade balance improvement over 
the same period. As a result of this real ap-
preciation, price convergence with the ad-
vanced EU countries has progressed rapid-
ly. The Czech GDP price level increased 
from 42% of the EU15 in 1998 to 58% in 2007 
and probably above 65% in 2008. This has 
been an important part of the Czech Repub-
lic’s economic convergence to the advanced 
EU countries.  Real exchange rate apprecia-
tion has also taken place in the NMS as a 
group.

The direct effects of FDI inflows were clear-
ly seen in the NMS countries at the firm 
level: foreign-owned companies, usually a 
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part of multinational enterprises, are larger, 
more capital intensive and employ more 
skilled labour, have greater technological 
knowledge and higher productivity than 
do domestic companies. In addition, for-
eign firms usually have better access to fi-
nancing, either from the parent company or 
from banks. The consequences are higher 
overall aggregate investment, employment 
and output. FDI in the manufacturing sec-
tor also contributed to improved export 
performance.

There is the possibility that, as wages in 
the NMS rise, firms that located in these 
countries to take advantage of low labour 
costs may relocate to other countries where 
wages are lower.  This is especially true of 
greenfield investments in manufacturing. 
Currently, the experience of the NMS coun-
tries does not show any large-scale liquida-
tion of FDI in those countries where labour 
costs increased the most, although there 
have been a few cases where a production 
facility was moved from a NMS to a loca-
tion farther east. To some extent, this may 
provide a future chance for economies like 
Macedonia that can offer foreign investors 
attractive conditions in terms of local input 
costs.

Most policymakers in the CEE countries are 
aware of the fact that some FDI may only 
stay for a limited period of time. Neverthe-
less, the consensus has been to attract FDI 
not only because of its direct effects, but 
also due to its positive indirect effects on lo-
cal firms. Experience from the NMS shows 
that local producers often serve as sub-con-
tractors to foreign firms, and the foreign 
companies intentionally help the local firms 
to advance their technologies, increase the 
quality of their products and possibly also 
to export them, mainly to the foreign in-
vestor’s affiliates in other countries.

Given the importance of FDI, NMS coun-
tries have sought to maximize the benefits 
from FDI while minimizing the possible 
costs and risks. Clearly, the longer a foreign 
investor remains in the country, the greater 

the benefit to the host country. Some NMS 
provide support for foreign investors in the 
form of tax holidays, infrastructure develop-
ment, subsidized retraining of newly hired 
employees, etc., but also impose conditions 
such as the minimum number of years the 
FDI firm must stay or the number of local 
workers employed. Some NMS countries 
concentrated on attracting firms predomin-
antly in high value-added industries, and 
they also tried to steer FDI to regions that 
either lagged behind or had the potential to 
form clusters of firms that would include 
local suppliers. Assessing the costs and 
benefits of such FDI schemes is difficult be-
cause it is almost impossible to fully quan-
tify the benefits. A general lesson from the 
NMS countries is that a balanced approach 
requiring at least some preliminary cost 
benefit analysis is needed and that the in-
centive schemes for attracting FDI must be 
subject to change over time in order to react 
to new developments. 

One of the objections raised against at-
tracting low value-added firms is that it 
does not promote the host country’s techno-
logical development. The lesson from the 
NMS experience does not support this view. 
It seems that even low-value added FDI in 
manufacturing can create preconditions for 
future high value-added FDI inflows, but 
only if other conditions that create incen-
tives for the foreign firm to replace the low-
value production with some high-value 
production at a later stage of the investment 
life cycle are in place.

Any small country, and most NMS are rela-
tively small countries, must to some extent 
accept the side effects of attracting pro-
ductive FDI, including the increased role 
of manufacturing, vulnerability to external 
conditions, dominance of foreign firms in 
the local economy, as well as the increased 
concentration of industrial production. A 
small country also has to accept the need to 
focus on those industries where it has some 
comparative advantage and to integrate it-
self intensively into the world economy via 
international trade at the cost of increased 
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volatility of the economy due to higher de-
pendence on external demand. For small 
economies, this is the only reasonable way 
to increase the standard of living of their in-
habitants. 

An official scheme for attracting FDI aimed 
at selected sectors may attract a large num-
ber of firms with important synergies and 
cluster effects for both output growth and 
exports, but it inevitably leads to an in-
creased dependence on demand for par-
ticular products. This can make the output 
of the host country more volatile. The les-
sons learned from the automotive industry 
in countries like the Czech Republic, Slo-
vakia or Poland are very instructive in this 
respect. In times of good global economic 
conditions, these countries with a large 
share of car and car components manufac-
turers boomed, but in times of economic 

slowdown with a marked decrease in de-
mand for cars, these host economies have 
seen a major decline in demand. 

Thus some attention should be given to di-
versification of production as well (see also 
the section on Industry). Even if this seems 
to be rather difficult for small economies 
like Macedonia, the objective of diversify-
ing the production base is worth following 
and can be successful. Of course, the extent 
of diversification will be different from large 
economies, but it can provide the country 
with some safeguards against large drops 
in external demand for particular products. 
Such a diversification would also be a wel-
come factor for the future adoption of the 
euro by Macedonia, as it would reduce the 
likelihood of asymmetric shocks during its 
stay in the monetary union.
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CHAPTER V

INDUSTRY AND NON-FINANCIAL SERVICES

introduction

in 2007, the share of industry in Macedonia’s gdp was estimated by the 
eBrd to be 22.7%, a modest rise from the 2002 share of 19.7%. Macedonia’s 
labour productivity in manufacturing is poor compared to other sectors of 
the economy, and there are large differences in labour productivity across 
branches of manufacturing, with textiles, leather and other manufacturing 
being the lowest; this reflects their higher labour intensity.   With 58,776 
firms and a population of about 2 million, Macedonia has about 29 firms 
per 1000 inhabitants, and slightly fewer if we confine attention to sMes.  
this is an improvement to the number of firms that existed in 2000, and it is 
approaching the levels of more vigorous economies such as poland and the 
Czech republic.  textiles, leather goods, and metal products are the only 
three sectors with markedly above average export shares, showing that they 
perform relatively well in the external market.  

Over 80% of the country’s imports come 
from Europe, while over 95% of exports 
have European destinations.  Greece, Ger-
many, Italy, Serbia and Montenegro pro-
vide large markets for Macedonian prod-
ucts, with the same countries plus Russia 
and Bulgaria being the largest sources of 
imports into Macedonia.  It is normal for a 
country to trade intensively with its neigh-
bours, but this does highlight the import-
ance of maintaining the best possible polit-
ical and economic relationships with these 
countries as well as Macedonia’s depend-
ence on economic conditions in these coun-
tries.

1         EU Accession – The    
 Requirements.........

Macedonian industry must help contribute 
to the country’s ability to meet the EU con-
ditions for a functioning market economy 
that can withstand competitive pressures 

from the EU as well as to respond effect-
ively to the introduction of the acquis, of 
which the following chapters are most rel-
evant for industry: 

• Chapter 5.  Public Procurement
• Chapter 8.  Competition Policy
• Chapter 14.  Transport Policy
• Chapter 20.  Enterprise and Industrial 

Policy
• Chapter 21.  Trans-European Networks
• Chapter 29.  Customs Union

Currently, the Stabilization and Associa-
tion Agreement (SAA), and the Accession 
Partnership (AP), the current version of 
which was confirmed in February 2008, 
govern Macedonia’s relations with the 
EU.  The SAA stresses the liberalization 
of trade links between the EU and Mace-
donia.  Most trade in goods in both direc-
tions was to become free virtually as soon 
as the SAA was ratified by both parties, 
in the sense that tariffs would fall to zero 
and quantitative restrictions and other non-
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Macedonia, Moldova, Montenegro, Serbia 
and Kosovo. Bulgaria and Romania were 
also parties to CEFTA 2006, but they were 
already EU members by the time the agree-
ment was ratified.   

Within CEFTA 2006, the ”rules of origin” 
do now provide for full diagonal cumu-
lation, including with the EU and other 
members of the European Economic Area, 
and the new arrangements are less burden-
some administratively than the previous 
multiple free trade agreements, each with 
its own product coverage and rules of ori-
gin.  For Macedonia, though, the result is 
that products produced using significant 
material inputs from outside the area cov-
ered by CEFTA 2006, for instance Ukraine 
or Russia, would not benefit from EU trade 
preferences.  At times Macedonia would be 
faced with making a choice between using 
cheaper inputs from such sources and fore-
going EU trade preferences.

2 Macedonia – Industry       

Industry in its broadest interpretation ac-
counted for about 30% of value added in 
Macedonia in 2005, and about 37% of em-
ployment.  Just two branches of manufactur-
ing, textiles and textile products, and metals 
and metal products supplied over half of the 
country’s manufacturing exports.  In con-
sidering how Macedonian industry can be 
made more competitive globally and a more 
vigorous contributor to economic prosperity, 
it is most useful  to examine ways in which 
the general environment for doing business 
in Macedonia still falls short of what the 
economy requires, and this points to areas 
where significant reforms are still needed.  
In many cases, such reforms also turn out to 
be needed for EU accession.

A good starting point for such an analysis 
is the latest Global Competitiveness Report.  
This year’s report ranked 134 countries, and 
Macedonia came out in 89th place, below 
Croatia (61st) and Montenegro (65th), as 
well as Greece (67th), Romania (68th), Bul-

tariff barriers (NTBs) were to be removed.  
Exceptions were provided for in the case of 
certain sensitive products, notably textile 
and clothing products, steel products and 
processed agricultural products, all import-
ant Macedonian exports.  For textiles and 
clothing, Macedonian products could be 
exported duty free into the EU as soon as 
the SAA came into effect, while EU textile 
and clothing products could either be ex-
ported to Macedonia duty free, or would be 
subject to duties that declined gradually to 
zero over a ten-year period.  

A similar asymmetry in Macedonia’s fa-
vour also applied to steel and steel prod-
ucts, except that Macedonian tariffs on such 
products imported from the EU were to be 
reduced over a five-year period.  For pro-
cessed agricultural products, most tariffs 
were set at zero for trade in either direction, 
but for a few products Macedonia retained 
some tariffs on imports from the EU, these 
being set at declining percentages of the 
prevailing MFN tariffs set by Macedonia.  
Trade in agricultural and fisheries products 
was substantially liberalized, except that 
some Macedonian products faced export 
quotas in the EU market.

As originally set out in the SAA, the rules 
of origin made no provision for cumulation 
of allowed inputs across other states associ-
ated with the EU, such as Croatia, making 
the agreement as restrictive as the original 
Association Agreements for the recent Ac-
cession States had been for their first five 
years or so.  Recently, however, the ”rules 
of origin” provisions of the SAA as well as 
the network of 32 highly inefficient bilat-
eral free trade agreements between various 
pairs of South Eastern European countries 
have been subsumed in a single free trade 
area for South Eastern Europe.  This takes 
the form of a revived CEFTA, the Central 
European Free Trade Agreement.  CEFTA 
was amended in 2006 under the auspices of 
the Stability Pact for South Eastern Europe, 
and the new structure came into effect in 
July 2007, covering the following countries: 
Albania, Bosnia and Herzegovina, Croatia, 
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garia (76th) and Serbia (85th).  The over-
all index is derived from 12 sub-indicators 
grouped into three broad areas: (a) basic re-
quirements (4 indicators – institutions, infra-
structure, macroeconomic stability, health 
and primary education); (b) efficiency en-
hancers (6 indicators – higher education and 
training, goods market efficiency, labour 
market efficiency, financial market sophisti-
cation, technological readiness, market size); 
and (c) innovation and sophistication factors 
(2 indicators – business sophistication, in-
novation).  Macedonia ranked 68th on basic 
requirements, 92nd on efficiency enhancers 
and 105th on innovation and sophistication 
factors.  

The five most problematic factors for doing 
business were reported as: policy instability, 
inefficient government bureaucracy, access 
to financing, poor work ethic and corrup-
tion. This broad picture of an incomplete-
ly reformed economy is confirmed by the 
EBRD, which highlights poor infrastructure, 
both in physical terms and in terms of policy 
and regulatory conditions; weak competi-
tion policy; and excessive delays and costs 
associated with securing construction per-
mits.  There have been significant improve-
ments in business registration procedures 
that resulted in large increases in the rate 
of new business registration and in issuing 
building licenses. 

These reports show where Macedonia stands 
in the world economy as far as general busi-
ness conditions are concerned.  The country 
has come a long way and important reforms 
have been enacted, so that Macedonia now 
conforms to the EU’s acquis in many im-
portant categories.  However, to improve the 
country’s competitive position and advance 
farther on the path towards EU accession, 
there is much more to do.  Moreover, the 
relevant target is a moving one, not only be-
cause the acquis itself is constantly evolving, 
but also because other countries with which 
Macedonia will compete in the world mar-
ket, whether EU member states or not, are 
themselves undertaking reforms to improve 
business conditions.

Chapter 5.  Public Procurement

Macedonia’s new Public Procurement Law 
(PPL) broadly conforms to the acquis, but 
legislation on concessions and public-pri-
vate partnerships does not. Implementation 
of the new PPL also needs further improve-
ment. This is potentially a very costly area 
for Macedonia because of the high legal and 
translation costs entailed, especially for lar-
ger contracts.  Unfortunately, the Commis-
sion reports pay no attention to such costs 
either here or in relation to other chapters of 
the acquis. Given the probable costs, grad-
ual improvements in this area will limit 
their budgetary impact.

Chapter 8.  Competition Policy

The Commission for Protection of Compe-
tition (CPC) has dealt with cases to do with 
mergers and abuse of dominant position, 
as well as some cases to do with state aids, 
where the law has been updated to conform 
more closely to the acquis.  Staff levels, train-
ing, and judicial support still need improve-
ment, however.  The European Commission 
assumes that even for a small country like 
Macedonia, it is desirable and efficient for 
competition policy to operate very much 
as it does in larger EU member states like 
Germany or the UK.  This may not be a rea-
sonable expectation, since the economics of 
production in many sectors imply that the ef-
ficient size of firm can often be a significant 
fraction of the entire Macedonian market, or 
even be larger than that market.  So while one 
would not wish to support a situation where 
incumbent firms are entrenched and some-
times even protected, it would be wrong in 
such a small market to enforce competition 
by constraining potentially efficient mergers.  
Instead, it surely makes more sense to fos-
ter competition by making new firm entry 
as easy as possible and through vigorous 
import competition.  Likewise, many large 
firms in Macedonia can only be economically 
viable if they export successfully, reinforcing 
the importance of open and liberal trade and 
good access to markets.  For small countries, 
all this forms part of competition policy.
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Chapter 14.  Transport Policy

The Commission reports good progress but 
notes administrative shortcomings, mostly 
to do with safety and regulatory issues, and 
a few legislative ones.  Thus, for Macedonia, 
the transport acquis itself does not address 
the really important issues that involve 
additional investment.  At the same time, if 
some of the region’s countries could work 
together effectively, many of the issues that 
the acquis does cover might better be ad-
dressed through some form of regional 
transport authority, with significant sav-
ings in administrative costs.

Chapter 20.  Enterprise and Industrial 
Policy

Macedonia is well on track to comply with 
the acquis and sector policies, or clusters, 
are reportedly well advanced.  Less clear 
is how clusters are identified and what cri-
teria are used to determine whether to con-
tinue or withdraw support.

Chapter 21.  Trans-European Networks

The European Commission does acknow-
ledge that although Macedonia participates 
in the relevant regional bodies that pro-
mote European transportation networks, 
such developments are very expensive, and 
mobilizing the needed resources is prov-
ing difficult.  Modest progress is reported 
with major road projects, notably part of 
the Skopje by-pass, and with international 
400kV electricity transmission lines, but 
none in the important area of telecommuni-
cations.  These areas are all important for 
the country’s future economic growth since 
they help to reduce production and trade 
costs.

Chapter 29.  Customs Union

Macedonia has recorded excellent progress 
in this area, with big improvements in cus-
toms staffing and training, successful ef-
forts to combat corruption, and revenue 
collection.  IT systems are being improved 

but are not yet integrated with EU systems; 
nor has any progress yet been made with 
the single administrative document.  Wait-
ing times at border crossings are coming 
down, an important aspect of cutting trade 
costs and making foreign trade operation 
more flexible.

3                                     Macedonia – Non-Financial  
 Services

In this section we focus on transport, whole-
sale and retail trade (i.e. domestic trade), 
and tourism.  In practice the term non-fi-
nancial services is far broader, since it ought 
to include a wide range of business-related 
services such as accounting, auditing, con-
sultancy and legal services, as well as tele-
communications and IT services.  

 Transport

As regards freight traffic, the available statis-
tics reflect both the general lack of dynamism 
of the Macedonian economy, especially in the 
1990s, and more recently a structural shift 
from other transport modes towards roads.  
Rail transport peaked in 1981, declined grad-
ually to a low point in 1996, and, since 2002, 
it has been rising steadily.  That said, the ton-
nage carried by rail in 2006, at 3.8 million 
tons, was little over a third of the tonnage 
carried in 1981, 9.2 million tons, though in 
terms of ton-kilometers the current “output” 
is only about 20% below what it had been in 
1981.  

This suggests that the railways are being 
used relatively efficiently, to carry freight 
for longer journeys than used to be the 
case. In contrast, air-freight has remained 
extremely modest, growing erratically to 
a peak of just 11,000 tons in 1999, and de-
clining sharply thereafter.  In 2006, only 
1,680 tons of goods were transported by 
air.  Many industrial sectors where goods 
have high value-added-to-weight ratios as 
well as agricultural sectors such as horticul-
ture rely on air transportation to penetrate 
foreign markets, and lack of adequate air 
freight capacity is an important handicap.  
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For road transport, the tons carried have not 
yet recovered to the level recorded in the 
early 1980s, though the ton-kilometers car-
ried in 2006 were about three times earlier 
levels and over ten times the corresponding 
figure for rail freight.  So, on average, the 
vehicles for which statistics are collected are 
carrying freight a lot farther than they did, 
with most short-distance and local delivery 
being undertaken in cars and smaller trucks 
or vans not tracked in the official data.  This 
makes good sense in efficiency terms.

For passenger traffic, there has clearly been 
a massive shift towards the car, since the 
railways only carry well under 20% of the 
passengers they did in the 1980s, and public 
transport, urban and long distance buses, 
carries barely more than a third of the pas-
sengers using such services in the 1980s.  
This is an enormous structural shift that has 
happened relatively quickly, very much as 
it did in the other transition economies, and 
it may be that the associated public and pri-
vate infrastructure has not adapted to this 
new and still evolving situation.

Wholesale and Retail Trade

Employment in wholesale trade has fallen 
from 11,000 to 12,000 during the 1980s to 
around 9000 in 2006.  In retailing, the num-
ber of employees peaked around 1991, at 
about 33,000, and declined gradually to 
about 15,000 by 1999, rising again to just 
under 20,000 by 2006.  The number of stores 
peaked at fewer than 12,000, and by 2006 
stood at about 6400, presumably reflect-
ing the closure of small stores that were no 
longer viable and the emergence of larger 
outlets such as supermarkets, department 
stores, etc.  

Even so, the average retail outlet remains 
small, with just over three employees.  Even 
in Skopje, retail outlets that provide goods 
which tourists might buy, such as tradition-
al crafts, souvenirs, books, postcards, etc., 
generally offer very limited language skills, 
limited product range, and often goods of 
uncertain quality.  Elsewhere, the shopping 

situation is much harder for the visitor.  While 
representing a small share of the overall retail 
sector, improvements here would contribute 
to rebuilding the tourism sector.

Tourism

Macedonia is a country with enormous 
tourism potential, with attractive and very 
diverse scenery in many places, interesting 
old towns and villages, a good local cuisine 
and welcoming people.  However, tourism, 
especially international tourism, i.e. the ex-
port of tourism services, is extremely com-
petitive, and standards of facilities offered 
elsewhere, including in neighbouring Euro-
pean countries, the most natural competi-
tors for Macedonia, have risen substantial-
ly in the past two decades.  Macedonia has 
not matched this progress. Moreover, is not 
an especially easy country to reach by air, 
with very few inexpensive flights, and has 
sub-standard road and rail links with most 
neighbouring countries.  Quite clearly, the 
2001 political crisis in the country, a time of 
serious tension between the country’s eth-
nic Albanian and Macedonian populations, 
had a major negative impact on tourism.

The number of tourists visiting Macedonia 
was generally over a million for each year of 
the 1980s, with total bed-nights averaging 
over 3.5 million per year.  In the 1990s there 
was already some decline, but numbers 
collapsed in 2001 to 333,000 tourists and 
only 1.25 million bed-nights.  Since 2001, 
numbers of tourists have come up again, 
reaching about half a million in 2006, with 
1.9 million bed-nights.  Even now, there-
fore, tourist numbers have only recovered 
to about half their 1980s levels.  Moreover, 
within all the above totals, foreign tourist 
numbers fell further and have recovered 
less well than have domestic tourists.

Given this background, planning a better fu-
ture for the tourism sector should entail at 
least the following steps within the frame-
work of the recently adopted tourism de-
velopment strategy:
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• Set a medium-term goal, to be achieved 
within a medium-term horizon of about 
five years of returning to the tourism 
numbers of the 1980s; and a longer term 
goal of increasing this by a further 50% 
within a decade. These goals are more 
ambitious than the current official strat-
egy.

• The country needs to promote itself ac-
tively as a safe and welcoming tourist 
destination, as Montenegro is doing at 
present, and Croatia even more so; and 
as Hungary, Poland, Slovenia, Estonia 
and other new EU member states did 
very successfully in the 1990s.  Among 
other things, this will require a much 
stronger web presence for the country.

• Infrastructure relevant to the tourism 
industry needs substantial investment, 
both private, e.g. more and better hotels 
and restaurants, and public for better 
roads, improved presentation and facili-
ties at monuments, museums and other 
visitor attractions, etc.

• The skills needed for the tourism in-
dustry need enhancement through well 
targeted training programs focusing on 
language skills, service standards, etc.

• Last, parts of the financial infrastructure 
of the country need some upgrade to 
meet the modern standards that interna-
tional visitors increasingly expect.

4 Policy Implications                   ..   

Macedonia is a small, open economy that 
needs to increase its engagement with the 
world economy quite substantially if it is to 
prosper, to provide improving living stan-
dards to its population and to raise em-
ployment rates.  Exports already represent 
a high share of GDP, but if the country is 
to achieve an average annual growth rate 
of real GDP of 5%, fixed capital formation 
should be growing faster than GDP as a 
whole, and exports should be rising rough-
ly twice as fast as GDP, as has been the ex-

perience in most of the New Member States 
(NMS).  Over a decade, this would be suf-
ficient to raise Macedonia’s export share in 
GDP by about 60% — from 50% of GDP to 
80%.

Domestic capital formation will be a key to 
growth, particularly as the world economy 
emerges from the current economic crisis. 
Domestic saving will have to increase and 
the economy will have to be managed in 
such a way that the private sector is able 
to identify a steady stream of profitable in-
vestment opportunities in diverse sectors of 
the economy. These will have to be financed 
from all available sources: retained earn-
ings, bank loans, FDI and other sources such 
as loans from IFIs, including EBRD and the 
European Investment Bank.  Not only must 
the volume of investment increase, but its 
average quality, meaning the productivity 
and competitiveness of the firms in which 
the investment occurs, too, must improve, 
and this depends critically on the mechan-
isms through which projects come to be se-
lected, funded and implemented in Mace-
donia.

In terms of foreign trade, Macedonia’s start-
ing point is quite poor, with much infra-
structure including roads, border crossings, 
airports, telecommunications, electricity 
and water supplies and heating urgently 
needing investment and further reforms 
needed to improve the availability of trade-
related credits, export credit guarantees, 
trade-related insurance, and information 
about current and potential markets.  True, 
CEFTA 2006 and the SAA with the EU pro-
vide a helpful framework for fostering 
trade, with few formal restrictions; but, it 
is important to keep in mind that some of 
Macedonia’s neighbours are not as friendly 
and supportive as would be desirable.  One 
can only hope that Macedonia’s own dip-
lomatic efforts, with EU and other support, 
can gradually ease the regional tensions 
that might well currently inhibit some pot-
entially attractive trade.  

In these difficult conditions, identifying the 
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steps that Macedonia can take to stimulate a 
much more rapid growth of exports involves 
considering appropriate external policies for 
Macedonia as well as the ways in which the 
country can or should promote the diversifi-
cation of its production and trade.  Although 
most countries operate some form of indus-
trial policy, such policies generally have quite 
a bad name among economists.  The reason 
for this is quite simple, namely it too often 
takes the form of government support for 
failing firms, which is both inefficient and 
discouraging to new entry in a given sec-
tor. Public support tends to go to those firms 
and sectors that lobby most effectively, not to 
those that are most deserving in terms of their 
future economic potential. 

For low- and middle-income countries, the 
main purpose of industrial policy should 
be to accelerate structural change towards 
higher productivity activities. This can occur 
either by promoting the startup of higher 
productivity firms or by encouraging low 
productivity firms to upgrade their technolo-
gies and products. While the former tends to 
be a more visible, and thus popular, form of 
productivity-enhancing measures, the latter 
probably has a greater overall effect on the 
economy and should by no means be neglect-
ed. One way is to help existing firms identify 
the infrastructural and policy blockages that 
prevent them from performing better. Public 
resources can be allocated to build infrastruc-
ture, amend and improve laws, and so on.  
The private sector itself is likely to do a bet-
ter job of identifying the key blockages than 
could the government. Providing technical 
and business-skill assistance to firms can also 
be useful. A state-funded venture capital fund 
or development bank, provided it is able to 
distance itself from undue political influence 
and is tough enough to cut support to projects 
that do not succeed, could also help develop 
new industries.  

Such a policy promoting new firms only 
makes sense if the economy is insufficient-
ly diversified.  There may, for instance, be a 
lack of knowledge about what an economy 
could produce profitably and sell success-

fully in foreign markets, especially because 
established firms can easily get locked into 
conventional ways of thinking about their 
products and markets.  This difficulty can be 
overcome by providing better market infor-
mation, say, by using the commercial sections 
of embassies around the world, improving 
the general business environment to encour-
age a much faster rate of new business starts, 
since these are the source of most new ideas, 
or by pursuing the second type of industrial 
policy mentioned above (i.e. fostering divers-
ification into new activities).  There may also 
be institutional failures that deter some new 
developments, including diversification, and 
if these can be identified they need to be ad-
dressed directly.

A suitable economic policy will promote di-
versification, preferably towards higher skill, 
higher value-added sectors. The desired out-
come would be improved export volumes and 
improved export competitiveness.  The idea 
is most often put forward for resource rich 
countries experiencing the so called “Dutch 
disease,” or for small trade-dependent econ-
omies with a narrow export base.  Macedonia 
clearly falls into the latter category. While 
noting the common desire to shift towards 
higher value-added production, it is import-
ant to emphasize that in practice we often 
cannot identify what this is, and should take 
care not to pre-judge it.  For instance, produc-
tion of traditional processed food products 
can be done by means of highly sophisticated 
modern technologies while the production of 
high-tech electronic equipment can involve 
low-tech and low-skill assembly operations.  
Likewise, some services nowadays can be de-
livered through a sophisticated IT platform 
while many still require a well-informed per-
sonal touch.  

The SEE countries, including Macedonia, 
currently spend very little on R&D and other 
innovation-related activities, generally well 
under 1.0% of GDP; in Macedonia’s case, 
spending has fallen from 0.44% of GDP to just 
0.2% in the last few years.  This contrasts with 
EU spending goals to achieve R&D spending 
of 3% of GDP by the next decade, though at 
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present many EU member states only spend 
2% or less of their respective GDPs on R&D.  
And most of the new EU member states still 
spend little more than 1% of their respective 
GDPs on innovation/R&D, though what they 
do spend is increasingly concentrated on fa-
cilitating the adaptation of domestic produc-
tion to use imported technology more effect-
ively.  For small, trade-dependent countries, 
this must be the right approach. 

Macedonia will need to rein in its spending 
on direct and indirect subsidies to business, 
which have reportedly risen to around 2.5% 
of GDP recently.  In the past few years since 
their accession, the NMS have reduced their 
spending on state aids from around 1.5% of 
GDP to 0.5%, and it is highly likely that Mace-
donia will come under pressure to match this 
performance.

Last, the current draft of Macedonia’s offi-
cial industrial policy starts well by setting 
out the general philosophy of the Govern-
ment towards industrial policy: “The policy 
is horizontal in its nature and does not focus 
on supporting selected industries.”  The re-
port then explains that there will be five areas 
of intervention to support Macedonian in-

dustry.  These are: (a) international cooper-
ation and FDI enhancement; (b) applicable 
research and development and innovation; 
(c) eco-friendly products and services for sus-
tainable development; (d) SME development 
and entrepreneurship; and (e) collaboration 
in clusters and networks.  As regards (c), one 
can hardly object to the aim of producing 
more eco-friendly products provided that 
suitable niche markets can be identified for 
Macedonian output; it would be surprising, 
however, if this turned out to be more than a 
minor element in the country’s future indus-
trial policy landscape.

Thus, Macedonia needs open trade, a sound 
industrial policy respecting the principles 
just outlined, and efforts to diversify exports.  
Progress in these areas would gradually ac-
celerate growth in the economy, and this, in 
turn, will start to bring down unemployment 
more rapidly while also generating higher 
revenues for the government budget.  Some 
of these revenues can then be deployed to 
cover the unavoidable costs of adopting more 
of the EU’s acquis communautaire.  The first 
priority must surely be to get the economy 
moving more dynamically.
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CHAPTER VI

AGRICULTURE

introduction

agriculture and agricultural policy played an important role in the eastern 
enlargement of the eu in 2004 for two reasons. First, in most candidate 
countries, agricultural employment represents an important share of total 
employment and of gdp, but labour productivity in agriculture is lower than 
in the eu-15. this is, in part, an indicator of hidden unemployment, which 
can cause serious social and economic problems during accession.  second, 
agricultural policy is mainly decided at the eu level through the Common 
agricultural policy (Cap) and regulations concerning food safety and quality. 
the implementation of the Cap and safety and quality regulations caused 
substantial problems and required important pre-accession investments in 
the nMs, and this applies to Macedonia as well.

1 Macedonian Agriculture and 
Food Sector in a Comparative  

 Perspective    

The share of agriculture, including forestry 
and fishery, in Macedonian GDP is around 
12%. This is very high compared to other 
NMS, where the importance of agricul-
ture in GDP ranged from 2.7% in Slovenia 
to 5.8% in Lithuania in 2004. Private farm-
ers own about 80% of the total agricultural 
land, and the remaining 20% is owned by 
the state and leased by agricultural enter-
prises. There is excessive fragmentation of 
land, both in terms of land use and land 
ownership even though the Law on Land 
Use prohibits the division of land parcels 
through sales and gifts and promotes con-
solidation of land. 

There are few initiatives to promote the 
functioning of the land market with respect 
to state owned land, and the Law on Agri-
cultural Land had adverse effects because it 
required the state to rent out 75% of its land 
to the privatized successors of the agro-

kombinats and the socially-owned agricul-
tural enterprises. The remaining 25% can be 
leased out on a competitive basis. Leasing 
this land could be attractive for rural house-
holds be cause it is consolidated with par-
cels up to 35 ha., and it can be rented for 
a long period, which gives the farmer the 
possibility to plan future activities and in-
vestments. 

However the fact that the state prefers to 
lease out large parcels and these can not be 
subdivided or subleased is also a disadvan-
tage as it is too costly for many individual 
farmers to expand their farming activities 
to the degree required by such plot sizes. As 
a consequence, a significant proportion of 
state-owned land is not cultivated at all or 
is used inefficiently.  In the private market, 
the number of land transactions is limited 
and the majority of the rental contracts are 
between relatives. These findings indicate 
the need for a well functioning land mar-
ket. 
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Farm Structure 

The number of household farms increased 
to approximately 192,000 in 2007 from 
178,000 in 1994, and the average farm size 
decreased to 1.7 ha.  Most Macedonian rural 
households sell some of their products on 
the market, but 32% of farm households 
were subsistence farmers in 2003. Produ-
cers face major difficulties in selling their 
commodities. Contracts with processors 
and distributors are not yet widespread, 
and only 10% of households had a contract 
with a processor and 7% with a trader in 
2003.

Agricultural Employment

Agricultural employment fell from 22% of 
the labour force in 2000 to 18% in 2007, a fig-
ure comparable to that of Poland (18%) and 
Lithuania (16%) at the time of accession, but 
considerably less than that of Romania (30%) 
in 2007. Currently agricultural employment 
in Macedonia is high partly because it serves 
as a social buffer. Semi-subsistence farms 
that absorb workers who have no other way 
to make a living are particularly important 
in Macedonia. The future of these farms and 
their role for agricultural employment de-
pends much more on the development of 
other income opportunities, especially non-
agricultural jobs and social security benefits, 
than on agricultural policy itself. In the other 
NMS, growth in the rest of the economy has 
been the main mechanism for reducing over-
employment in agriculture.

Human Capital in the Agricultural Sector

Inadequate human capital constrains agri-
cultural labour restructuring and business 
development and economic activities in 
rural areas. Better education increases ef-
ficiency and stimulates entrepreneurship 
in agriculture. Household farms employ a 
disproportionate number of old and young 
workers, as well as women, all of whom 
have relatively low educational attainment, 
while farm enterprises employ prime-age 
males with higher education. 

Crop Production 

Crop production in Macedonia accounts for 
more than 70% of gross agricultural output, 
and recent production trends in the crop sec-
tor have been positive due to increased pro-
ductivity. Cereal yields increased by about 
25% and vegetables by 18% over the per-
iod 2000-2006. In the past decade, the live-
stock population declined due to food safe-
ty issues such as the outbreak of foot and 
mouth disease and brucellosis and because 
of high animal feed prices. The livestock 
sector in Macedonia is characterized by a 
large number of small, subsistence-oriented 
farms, an increasing number of small, com-
mercially oriented family businesses and a 
decreasing number of specialized livestock 
enterprises. The presence of smallholders is 
not a restriction on the future development 
of the sector. For example, in Poland farms 
with fewer than 10 cows produced 75% of 
Poland’s milk. 

Experience from the NMS indicates that 
within EU27, trade increased quickly after ac-
cession, particularly among the NMS as their 
border protection disappeared within the 
single EU27 market. Macedonia is currently 
mostly an importer of agricultural products, 
with the exception of some vegetables, lamb 
and wine. The wine sector is particularly im-
portant, as it is one of the main export prod-
ucts (see Box 1).
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Box 1 

The Macedonian Wine Sector

Combined grape and wine production 
accounts for 17%-20% of agricultural 
GDP. Currently, there are 70 registered 
wineries located in Macedonia’s main 
grape producing areas. There has been 
a significant increase in the number of 
wineries, as there were only 28 registered 
wineries in 2003. The installed capacity 
of Macedonian wineries amounts to 2.35 
million hl in 2008. Total processing cap-
acity, therefore, is almost twice the annual 



C
o

n
v

e
r

g
e

n
C

e
 t

o
 t

h
e

 e
u

r
o

p
e

a
n

 u
n

io
n

: C
h

a
l

l
e

n
g

e
s

 a
n

d
 o

p
p

o
r

t
u

n
it

ie
s

62

wine production. In fact, since 2003, total 
production of wine decreased by more 
than 17%. Wine production suffers from 
the ageing vineyard plantation, varieties 
that are loosing market relevance, the ab-
sence of quality control by the govern-
ment and the lack of supply chain man-
agement by the wineries. Since 2005 there 
are signs of improvement as the produc-
tion and export of more profitable bottled 
wine has increased from 55,877 hl in 2005 
to 105,378 hl in 2007. 

The situation of the wine sector in Mace-
donia is similar to that in Bulgaria and 
Romania at the time of accession. As a 
consequence of the accession negotia-
tions, Romania and Bulgaria received 
newly created planting rights equal to 
1.5% of their current national vineyard 
surface. In addition, Romania negotiated 
with the EU for an area of 30,000 hectares 
to be replanted with grafted and native 
vines in a transitional period of 8 years. 
Farmers receive subsidies for replanting 
and abandoning.  

A similar option would help Macedonia 
to further restructure its wine sector. Ro-
mania and Bulgaria had to implement a 
vineyard register before accession, and the 
same requirement will probably apply to 
Macedonia. Romania requested a transi-
tion period of 4 years until the end of 2010 
for completing the vineyard inventory 
and a register, but the Commissioners  
consider this period too long.  Macedonia 
will be better able to negotiate its position 
if such a register and classification are al-
ready in place before the negotiations. 
Currently, the Macedonian government is 
in the process of extending the pilot vine-
yard register, developed in 2004 - 2006, to 
the entire territory of the country.

2 Rural Poverty and Public 
Transfers

Pensions and unemployment insurance 
payments are limited in coverage and low 
in terms of income replacement. As a re-
sult, many old people must supplement 
their pensions with farming activities, and 
young unemployed workers supplement 
low or nonexistent unemployment benefits. 
This is an important constraint on farm con-
solidation and productivity because there 
are few incentives for poor and old rural 
households to leave the land. Agricultural 
policy cannot solve this problem, because it 
is essentially a social policy issue.

The Agro-Food Industry

The agro-food industry is unprofitable and 
uncompetitive due to high prices of agri-
cultural commodities in the domestic mar-
ket, the low usage of capacities (between 
30% and 66%), uncertain supplies by grow-
ers and a low technological basis (e.g. lack 
of storage facilities). There is almost no 
growth in the agro-food industry, nor much 
FDI. Foreign direct investments by Western 
companies could play an important role in 
this sector. There are also important prob-
lems with respect to the adoption of qual-
ity standards. The fruit and vegetable sec-
tor, for example, is losing market share in 
its historical markets such as Croatia and 
Slovenia due to the slow adoption of mod-
ern food standards such as GLOBALGAP 
and to outdated packaging technology. Re-
cently, a substantial amount of agricultural 
support has been targeted toward the adop-
tion of these standards through the rural 
development program. However, accord-
ing to the Register of Approved Food Es-
tablishments and Food Business Operators 
in Macedonia, there were only 276 food es-
tablishments and food business operators 
who had implemented the HACCP require-
ments in 2008.
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beef,” wine and sugar. Bovine meat is total-
ly excluded from preferential treatment. In 
return, Macedonia has agreed to gradually 
dismantle its import barriers for EU im-
ports by 2011. Macedonia became a mem-
ber of the WTO in 2003, and it committed 
to the termination of a wide range of trade 
distortive measures. The average weighted 
MFN tariff for agricultural products was 
estimated at 28% ad valorem equivalent in 
2002 and 15.3% in 2008. Export subsidies, 
which were particularly important for 
lamb, were terminated.

Trade in agricultural products represents a 
substantial share of overall trade: approxi-
mately 14% of exports and 12% of imports 
in 2008. The most significant import prod-
ucts are meat, cereals and sugar. Tobacco, 
wine, fruit and vegetables are the main ex-
ports. Trade with the EU accounted for 41% 
of agricultural exports and 41% of agricul-
tural import in 2008. The regional markets 
are primarily Serbia-Montenegro, Croatia, 
Bosnia-Herzegovina and Turkey.

4 Implications of EU 
Enlargement: Lessons From  

 the NMS 

Agricultural Productivity and 
Competitiveness

Since the early 2000s, all the NMS have ex-
perienced a reduction in the agricultural 
labour force, and this, in combination with 
increased investments in farms and the food 
industry, has resulted in increased agricul-
tural labour productivity.  Land productiv-
ity growth was slow in countries such as 
Romania, where there is a large number of 
small family farms with limited access to 
inputs.  

All the NMS have lower yields for major 
crops than do the old EU countries. EU dir-
ect payments are based on these numbers. 
All NMS expect Slovenia implemented a 
simplified CAP income support scheme, 
the Single Area Payments Scheme (SAPS). 

3 Policy.............
                                                    ..

Agricultural and Food Policy

The policy agenda for agriculture and food 
has been dominated by the Stabilisation 
and Association Agreement, and the re-
forms needed to ensure compliance with 
the WTO. More recently, this policy agenda 
has been  dominated by the EU integration 
process. Rural development has now be-
come an important part of the CAP as Pil-
lar II. In 2005, the government introduced 
the Rural Development Pilot Programme to 
improve the competitiveness and sustain-
ability of the agricultural sector and rural 
areas. A part of the budget is also used for 
establishing the administrative systems re-
quired to manage future EU pre-accession 
rural development funds. 

In 2007 the government adopted a Nation-
al Strategy for Rural and Agricultural De-
velopment 2007-2013 (NARDS). This plan 
has two interlinked objectives: to provide 
the Government and rural stakeholders a 
strategy for the development of Macedon-
ian agriculture and rural areas and to pre-
pare Macedonia for pre–accession assistance 
and development funds (IPA). In the period 
2007–2009 the EU will allocate €19,000,000 
to the Rural Development Programme of 
Macedonia. The main objectives of this pro-
gramme are: to improve the competitive-
ness of agricultural holdings and the food 
industry by bringing them into compliance 
with Community standards related to food 
safety, veterinary, phytosanitary, environ-
mental and other standards and to promote 
the sustainable environmental and econom-
ical development of rural areas. There have 
also been important investments in recent 
years related to the use of water resources. 

Trade Policy

As part of the Stabilisation and Association 
Agreement, Macedonia has duty free access 
to the EU for its exports of all basic agricul-
tural products with the exception of “baby 



C
o

n
v

e
r

g
e

n
C

e
 t

o
 t

h
e

 e
u

r
o

p
e

a
n

 u
n

io
n

: C
h

a
l

l
e

n
g

e
s

 a
n

d
 o

p
p

o
r

t
u

n
it

ie
s

64

The simplified SAPS option was offered to 
NMS because most of them did not operate 
CAP-conforming direct payments during 
the “reference period” and because of the 
high administrative requirements of direct 
payments as a Single Farm Payment (SFP). 

While SAPS per hectare payments are, in 
principle, uniform for all eligible land with-
in the individual new member states, these 
payments differ substantially from one 
country to the other. These variations stem 
from the fact that the level of per hectare pay-
ments is computed by dividing the available 
EU financial “envelope” for each country by 
the eligible agricultural area. The EU rules 
for the determination of CAP Pillar I finan-
cial allocations imply that higher land pro-
ductivity results in higher per hectare pay-
ments, as historical yield levels (2000-2002) 
were factored into the determination of the 
financial envelope for Pillar I. Differences 
in the reference yield of the different NMS 
result in a disparity in the direct payments. 
Therefore the choice of the reference period 
is very important. Opting for the same refer-
ence period as the NMS, namely 2000-2002 
would imply lower EU payments than 
would a later period. Yields in the period 
2004-2006 were higher, and opting for this 
period would thus imply higher payments 
for Macedonia. 

Competitiveness is not only determined by 
productivity but also by differences in prod-
uct quality and institutions, the latter being 
important to guarantee product quality and 
safety. In this respect the NMS had to make 
major investments, which ultimately came 
from national funds and through SAPARD 
as well as from private investments. Pay-
ments in the first pillar of the CAP will be-
come less important in the future, and they 
are decoupled from production, so it will 
be important for Macedonia to concentrate 
on the sectors in which it has a natural ad-
vantage such as wine, lamb and horticul-
tural production. Hence, Macedonian policy 
should be consistent with this non-distortive 
policy framework. 

Role of FDI and Agro-Food Industry 
Investments for Growth in Agriculture

In the policy debate on the enlargement of 
the EU, the introduction of policies such 
as SAPARD and, later, the introduction of 
SAPS payments attracted major attention 
of policy makers. However improvements 
in productivity and quality started before 
EU policies were put into practice. These 
improvements required that farmers would 
trust processors to make timely payments 
for their output and that processors would 
be confident of the quality of the products 
they would receive from farmers. 

As a first step, processors helped farmers 
overcome their input and credit constraints. 
Later, the processors also improved the 
quality of supply through extension servi-
ces and farm-level investments. The intro-
duction of more advanced forms of vertical 
integration, such as bank loan guarantees 
and investment credit, requires good work-
ing institutions, and there is a positive cor-
relation between the level of reform of the 
country and the introduction of more ad-
vanced vertical coordination systems.

The growth of modern supply chain systems 
has caused concerns about competition and 
the low bargaining power of farms in modern 
supply chains as well as the potential exclu-
sion of small farmers from the supply chain. 
Empirical evidence from the NMS, including 
Poland and Romania, shows there was less 
exclusion of small farmers than predicted 
and that farms have generally benefited from 
these transformations of the supply chain. 

Prices, Quality and Trade Effects

Early predictions that EU markets would be 
flooded by cheap NMS agricultural prod-
ucts turned to be wrong. In ten years, the 
EU imports from the NMS doubled, where-
as the exports from the EU15 to the NMS 
increased more than tenfold. After acces-
sion, trade flows continued to increase and 
the trade deficit in agricultural products of 
some NMS even deepened. In combina-
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tion with FDI, the implementation of high 
EU quality standards can lead to signifi-
cant improvements in quality. The quality 
demands of the private processing and re-
tail sector sometimes go beyond EU regu-
lations, particularly among firms exporting 
to the EU market. EU accession will also 
change the composition of trade. EU exports 
are mainly processed products, whereas EU 
imports from the NMS are mostly less pro-
cessed labour intensive products. 

Finally, prices were expected to increase 
after accession. These expectations did not 
materialize, and consumer prices increased 
less than expected, and in some cases even 
decreased, due to increased competitive 
pressure in the food and retail industries. 

Policy I: SAPARD

EU accession, the implementation of the 
SAPARD programme and, later, the imple-
mentation of CAP payments had an import-
ant impact on farm incomes. However these 
benefits were not automatic. The experien-
ces of the NMS indicate that a key reason 
for the underperformance of the SAPARD 
programs was that there was insufficient 
absorptive capacity among the potential 
beneficiaries, who were not aware that they 
were eligible for SAPARD support. Second, 
the application procedure was too compli-
cated, and farmers experienced difficulties 
in preparing proposals. 

In Hungary, for example, more than 50% 
of the proposals were rejected in the first 
round. In response, the government subsid-
ized training courses for specialized con-
sultants to help farmers to prepare their 
proposals and business plans. Other in-
itiatives were “managerial services” and 
“village managers” providing extension 
and advising services to farmers on how 
to obtain SAPARD funds. Moreover, many 
small and poor farmers could not match the 
SAPARD-related pre- and co-financing re-
quirements. 

To improve the access of poor farmers to 

credit and enable them to benefit from 
SAPARD support, the governments of Ro-
mania and Poland created targeted credit 
lines and interest rate subsidies especially 
for SAPARD. Analyses of the credit pro-
grams suggest that it was mainly large en-
terprises that used these programs or, as in 
Romania, there was a very low uptake of 
this subsidized credit. In general, the intro-
duction of the SAPARD payments in the 
NMS mainly benefited the larger, wealthier 
farmers and not small farmers. This dan-
ger also exists in Macedonia. Hence the 
Government of Macedonia should develop 
programs to assist small farms in accessing 
these funds.

Policy II: CAP Payments

Direct Payments

The introduction of CAP direct payments 
affects rural inequality. Small household 
farms of less than 1 hectare are not eligible 
to receive SAPS payments, and these house-
holds often do not know how to apply for 
Pillar II subsidies. Early results from Ro-
mania show that only 1.2 million out of 
approximately 4.1 million farms get direct 
payments. Almost all of the farms that do 
not get direct payments are smaller than 5 
hectares, whereas all the big farms do. In 
addition to the direct income effect on small 
farmers, there are two indirect effects. First, 
direct payments reduce the credit constraint 
of the farmers who receive them and allow 
these farmers to make investments. Second, 
due to the fact that the direct payments re-
duce the credit constraint of these farmers, 
they will increase their production, lead-
ing to higher input prices, including higher 
prices for land. This price increase can al-
ready be observed in the NMS. 

Top up Payments 

In most NMS, there have been controver-
sies about whether and how to “top up” 
CAP direct income support through addi-
tional allocations from the NMS’s domestic 
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budgets. Because of the gradual introduc-
tion of SAPS payments, NMS were grant-
ed the option of supplementing EU direct 
payments by making Compensatory Na-
tional Direct Payments (CNDPs) to “top 
up” CAP income support. CNDPs can be 
flexibly implemented at any rate between 
zero and thirty percent of the EU15 level, or 
relative to the level of CAP-type payments. 
While all NMS implemented CNDPs, indi-
vidual arrangements varied. Slovakia, for 
example, chose to pay their top-ups almost 
entirely as area payments, as with the SAPS, 
whereas Hungary opted to keep much sup-
port coupled to production. 

Evidence indicates that applying a flat, de-
coupled CNDP not linked to the amount 
produced is preferable to using specif-
ic, coupled CNDPs. Commodity-specific 
CNDPs carry high implementation costs, 
are administratively complex, and impose 
long-term distortions on production pat-
terns. It is therefore preferable to imple-
ment CNDPs on the most equalized and 
simplified basis possible. Support schemes 
targeting specific sector adjustment needs 
or regional income disparities are better 
addressed under Pillar II. Decoupled pay-
ments are also more consistent with EU ac-
cession and the EU’s decoupled payments. 

Control and Governance of Payment 
Systems

Experience from other member states shows 
the importance of a farm register and a cad-
astral register for land ownership, as well as 
of tight control over EU farm assistance. In 
2007 and 2008, Romania and Bulgaria were 
both told to tighten controls of farm payment 
systems or face a severe cut in subsidies from 
the EU. 

Land and Capital Market Imperfections in 
Rural Areas

The expectation of EU accession induced 
improvements in the functioning of land 
and rural capital markets, and this process 
was reinforced by EU accession itself. These 
improvements came both from regulatory 

changes, the enhanced credibility of the 
macro-economic and institutional frame-
work, from rising investments in the food 
industry and from increased payments 
from the state.  A major benefit from EU ac-
cession for farms was better access to cap-
ital from higher direct subsidies and from 
banks more willing to lend to farms. This, 
in turn, increased profits. At the same time, 
land prices went up significantly, reflecting 
the improved farm profitability and the sub-
sidies (SAPS) that are coupled to land use. 
Macedonia should expect similar effects. 

Implications for the Macedonian Accession 
Strategy

An important part of the necessary pre-ac-
cession policies and administrative require-
ments that are closely linked to EU policies 
(such as the CAP) will be specified by the 
EU accession requirements. As in other ac-
cessions, the EU will specify the actions that 
the government of Macedonia needs to take 
in order to satisfy the EU accession condi-
tions. The most important constraints fa-
cing Macedonia’s agricultural and rural de-
velopment are broader structural problems, 
both in output markets and in rural factor 
markets. 

There remain very important constraints in 
the rural labour, capital and land markets 
that need to be addressed for Macedon-
ian agriculture to benefit from EU acces-
sion and for rural areas to develop. In the 
case of output markets, more fundamen-
tal problems than where to allocate sub-
sidies remain to be addressed. From this 
perspective, a (pre-) accession strategy 
should focus on improving the productiv-
ity and competitiveness of the Macedonia 
agro-food system. In its agricultural poli-
cies, the government should focus on those 
that have broad effects and distort markets 
and choices as little as possible. In this per-
spective it is best to refrain from using sup-
port policies or regulation to support one 
commodity over another. This is not only 
the most efficient option; it is also a policy 
strategy that is consistent with the long-run 
evolution of the CAP within the EU27. 
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Initiatives to Reduce Over-Employment in 
Agriculture

Over-employment in the agricultural sector 
puts strong pressure on land and constrains 
farm consolidation. To reduce over-employ-
ment in agriculture, growth of the non-agri-
cultural economy is crucial to absorb the sur-
plus labour in agriculture. Policies targeted 
at rural areas, including vocational training 
programs, are very important. In addition, 
the social security programme of the govern-
ment needs strengthening. Older households 
now need to continue to work their land to 
complement their pensions with extra in-
come from agriculture. Many unemployed 
younger households face sim
ilar constraints.  

With high food prices and low or no so-
cial payments, there are few incentives for 
these households to rent out their land to 
more productive farms. The government of 
Macedonia should consider the experiences 
of countries such as Poland and Romania, 
which used “early retirement schemes” to 
motivate old farmers to stop their farming 
activities and rent out their land. However, 
experience suggests that economy-wide re-
forms and structural policies are more effect-
ive than polices that focus on agriculture. 

Invest in Rural Infrastructure

Investments in irrigation and roads con-
tribute more to agricultural growth than do 
other forms of public spending on agricul-
ture, such as farm subsidies. The government 
adopted a clear strategy in its National Strat-
egy for Rural and Agricultural Development 
2007-2013 to ensure sustainable improve-
ments in rural areas. In its progress report of 
2008, the European Commission mentions 
that there have been significant improve-
ments in rural development and in related 
legislation. The strategy for rural develop-
ment has two major advantages: first, it pro-
vides a clear strategy for future rural develop-
ment and, second, it increases the budget for 
rural development.  Thus, Macedonia has 
already made substantial progress, but con-
tinuous efforts remain important. 

Stimulate the Adoption of Food Standards 

It is crucial to address safety and quality re-
quirements both in terms of integrating into 
the global economy and for EU accession. 
Macedonia needs to address constraints in 
its production systems and food supply-
chain, including the implementation of EU 
standards and private standards, in order 
to achieve gains from integration into the 
EU. The quality of most processed foods in 
Macedonia is low and quality standards are 
not fully adopted. HACCP, for example, is 
limited to larger companies and many firms 
have not taken the necessary steps to meet 
the September 2009 deadline when HAC-
CP is supposed to become mandatory for 
the domestic market. Only recently has the 
government developed a strategy to accel-
erate the adoption of HACCP certification 
launching a media campaign in April 2008 
to inform producers and traders about the 
HACCP system and organizing training 
sessions for inspectors. 

Within the rural development program, 
the Macedonian government provides as-
sistance and financial support to increase 
the implementation of EU standards. The 
Macedonian government should expand 
these initiatives and make sure that the sup-
port is targeted to all processors and produ-
cers, including smaller ones.

The government needs to ensure that the 
legislation on hygiene and specific rules for 
animal products meets all EU requirements. 
There is also a need to clarify responsibil-
ity for food safety. At the moment there are 
overlapping competencies between the Food 
Safety Directorate and the Veterinary Dir-
ectorate, resulting in a poor organizational 
structure and a lack of coordination.

Create the Right Framework for Rural 
Financial Markets to Develop

The development of a rural financial infra-
structure and institutions for facilitating 
access to credit in rural areas is crucial to 
stimulate the growth of the agricultural and 
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the non-agricultural rural economy. Credit 
associations and micro-finance institutions 
can play an important role in rural Mace-
donia with its many small and weakly cap-
italized farms. 

However one should not ignore the import-
ant role that the private sector can play by 
providing finance to farms through con-
tracting and trade credit. Evidence from 
NMS suggests that this may be the most im-
portant source of capital to farms.  In fact, 
investments by the food industry and agri-
business played a major role in the NMS in 
the late 1990s and early 2000s in reducing 
farms’ credit constraints, both directly and 
indirectly. The Macedonian government 
should use the pre-accession phase to re-
move obstacles for food industry and agri-
business investments and to stimulate the 
flow of trade credit to the agricultural sec-
tor. 

Invest in Institutions and Infrastructure to 
Enhance the Integration of Small Farmers 
Into Modern Supply Chains. 

The fact that agro-companies have little 
other choice but to work with small farmers 
is a potential benefit in the long run. How-
ever, in the short run, it will make it costlier 
to source high quality products satisfying 
EU standards from these farms and thus 
more difficult for modern supply chains 
to develop. The government can assist this 
process through investments in infrastruc-
ture and quality control systems as well as in 
extension and educational efforts to explain 
the importance of quality production.

 Promoting the development of farmers’ 
associations will also contribute to a more 
rapid shift to modern supply chains. Small 
farmers will be able to benefit from such in-
tegration, as they may be more productive 
than large farms. Government investments 
to reduce transaction costs and safety and 
quality control systems can play an import-
ant role. 

Anticipate Implementation and 
Distributional Problems with IPARD and 
CAP 

When the IPARD payments and later the 
CAP subsidies are implemented, the gov-
ernment should take into account the three 
problems that arose in the NMS when the 
SAPARD payments and CAP subsidies were 
introduced. The first two problems were the 
lack of awareness by farmers that they were 
eligible for support and the complexity of 
the application procedure for the SAPARD 
and rural development subsidies. A part of 
the budget should be used for information 
campaigns to inform producers and proces-
sors of the EU minimum standards and how 
assistance funds can be used to meet them. 
The government should also provide tech-
nical assistance to help farmers and food 
processors to apply for these funds and to 
lower the administrative burdens in access-
ing the payments. This would also make it 
easier to provide equal access to subsidies 
to small and large farms.

A third problem is the unequal access to 
subsidies in the NMS. In Macedonia, more 
than half of household farms have a size 
smaller than 1 ha.  This means that these 
households will not benefit from the EU 
payments if they are introduced in the same 
way as in the NMS, where the threshold 
was set at 1 ha, mostly for administrative 
reasons. Currently, the minimum size of 
farms for obtaining support in Macedonia 
is 0.3 ha for cereals and 0.2 ha for vegetables 
and perennials.  Beyond 20 hectares, the 
support rate declines gradually. Opting for 
a low threshold would reduce inequality in 
the access to subsidies but increase admin-
istrative costs. 

With important discussions ongoing in 
Brussels over the future of the CAP beyond 
2013, it is important for the Macedonian 
government to have a better perspective on 
what the CAP will look like at the time of 
accession because it is a moving target that 
may change in the wake of EU budget ne-
gotiations, climate change requirements, 
and possibly the Doha Round. 
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With respect to direct payments, experi-
ence is in favour of SAPS payments or the 
regional model of the SFP. Administrative-
ly, this is simpler and more in line with how 
direct payments will evolve in the EU. The 
NMS are allowed to apply SAPS until the 
end of 2013. At the same time, old mem-
ber states applying the historic SFP model 
are allowed to change over to the regional 
SFP model, which is similar to SAPS. In the 
future, it is likely that all member states 
will move towards a regional model of the 
SFP.  

The Macedonian government should take 
into account the indirect effects of sub-
sidies. Accession, both because of enhanced 
profitability and because of increased land-
based payments, caused a rapid increase 
in land and farm input prices in the NMS. 
Those farms that did not receive payments 
because they were too small faced increas-
ing input prices while not benefiting from 
the payments. 

Establish Control Systems for IPARD and 
CAP Subsidies

The governance of the control system needs 
to be improved. In 2007 Macedonia received 
a loan of 15 million Euro from the World 
Bank to improve government assistance 
to the agricultural sector. The “Agriculture 
Strengthening and Accession Project” seeks 
to strengthen the Macedonian government’s 
administrative and management capacity to 
meet EU accession requirements. However, 
under the present circumstances, there is no 
adequate control system due to the absence 
of a fully developed farm register and a cad-
astral register showing ownership of land. 
Currently, the government expects to com-
plete the cadastral register by 2009 and the 
farm register by 2010. There is also a need for 
sufficient and well-trained staff to meet the 
requirements of the EU related to CAP pay-
ments. The government also needs to tighten 
control over EU subsidies.
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After Macedonia joins the EU, financial in-
stitutions from other NMS will expand their 
activities in Macedonia, leading to a con-
centration of the banking sector. This will 
improve its efficiency, but it will also bring 
added risks. A key risk is credit expansion 
caused by relaxed lending standards, even-
tually leading to asset-price bubbles and 
boom-and-bust development. The situation 
after EU entry will thus be very demanding 
for the regulation and supervision of the fi-
nancial system. Thus it would be a major 
mistake to view EU membership as a solu-
tion to flaws in the financial sector or as a 
substitute for regulatory and supervisory 
weaknesses. 

1 Capital Flows and 
Foreign Ownership                                   

.
The large investment needs of the NMS gen-
erated a demand for external finance be-
cause domestic savings were inadequate. 
These international financial flows were fa-
cilitated by the gradual process of balance 
of payments liberalization, which had to 
be completed before EU accession. For ex-
ample, the only temporary exception that 
the Czech Republic negotiated with the EU 

CHAPTER VII 

FINANCIAL SERVICES AND CAPITAL FLOWS

introduction

the Macedonian financial system’s structure is close to that of the nMs. 
nevertheless, accession to the eu will bring new benefits as well as 
challenges. Benefits materialize during the accession phase as the 
authorities are forced to implement institutional improvements that would 
otherwise be politically difficult, and these make the system more stable and 
credible. the very act of becoming an eu member has a significant impact 
on the perception of country risk and the attractiveness of the economy for 
foreign investors in the financial sector. this occurs even if institutional 
alignment with the eu is achieved well before eu entry.  

was for purchases of Czech real estate and 
agricultural land by non-residents. These re-
strictions were mostly for political reasons as 
their economic impact was marginal. 

Macedonia is now following a broadly sim-
ilar path. Considering the ongoing inter-
national financial crisis and the recently 
increased scope of deposit insurance in the 
EU, there may be some advantage to a grad-
ual approach in eliminating the remaining 
restrictions on short-term capital outflows 
by the household sector, which is already 
foreseen in the Foreign Exchange Law and 
the Stabilization and Accession agreement 
between Macedonia and the EU. Neverthe-
less, in the longer term, if Macedonia suc-
ceeds in attracting more FDI and speeding 
up its real convergence process, liberalized 
short-term capital outflows may help to ac-
commodate the appreciation pressures on 
the Denar. Macedonia may also wish to ne-
gotiate a temporary restriction on the pur-
chase of agricultural land by non-residents. 
Nevertheless, political concerns have to be 
weighed against the objective of consolidat-
ing agricultural land to make agriculture 
more efficient. 

Overall, FDI inflows in the NMS as a share 
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of GDP remained broadly stable between 
1998 and 2007, with some acceleration in 
the 2005-07 period, and the inward FDI 
stock grew rapidly. FDI came into all sec-
tors of the economy, although the non-fi-
nancial sector accounts for the majority of 
inward FDI stock. Nevertheless, in many 
NMS the financial sector is dominated by 
foreign owned banks. When compared to 
portfolio investment or cross-border bank 
loans, FDI as a source of finance tends to 
be much more stable. It is important to 
stress that FDI means not only the inflow 
of equity capital, with the related benefits 
of advanced technologies and managerial 
skills. A large part of FDI in the non-finan-
cial sector includes intra-group loans from 
parent companies to local affiliates. Despite 
the fact that the reported maturity of these 
loans is short, they are not a volatile source 
of funding. These intra-group loans in some 
cases constitute a significant part of total 
FDI.  They can substitute for domestic cred-
it if the domestic banking sector is not able 
or willing to finance foreign affiliates, and 
in this way they weaken the effectiveness of 
monetary policy. 

2 Coping With 
Foreign Ownership                                                 

.
Foreign banks’ involvement in transition 
countries has brought significant benefits 
in terms of more competition in the bank-
ing sector, a supply of complex services 
and products, improved access of small 
and medium sized corporations and house-
holds to credit, well-developed risk man-
agement and corporate governance, and 
overall stability of the sector. There are also 
drawbacks that tend to manifest themselves 
during times of stress. The repatriation of 
profits worsens the current account deficit 
and, if excessive, limits local banks’ ability 
to expand lending. Foreign-owned banks, if 
they use funding from abroad, are prone to 
sudden shocks to the availability of credit 
in case of a liquidity problem in their home 
country. In addition, banks may lend in 
their home-country currency, especially in 

countries with pegged exchange rates, and 
expose local households and firms to cur-
rency risk. 

The other potential source of concern is the 
impact of group-wide risk management 
and centralized decision-making, which 
means that local lending behaviour de-
pends on developments in the key markets 
of the group. In addition, risk management 
and banking operations may be insensitive 
to the characteristics of the local market, 
needlessly cutting existing credit and harm-
ing local borrowers. A final problem is the 
risk of cross-border contagion, either from 
the home country, or from another host 
country via common creditor effects. 

A balanced policy approach is needed for 
managing foreign banks in domestic finan-
cial markets. Policymakers have the most 
freedom in the privatization of state-owned 
banks to foreign owners and usually aim 
at some balanced representation of coun-
tries and/or types of foreign ownership to 
avoid the concentration issue. However, in 
the case of private inflows and cross-border 
loans, the possibilities for local authorities 
are limited.  It is best to make a foreign-
owned financial sector work as much as 
possible as if it were domestically owned. 
This means that this sector should ideally 
use domestic sources for lending activity, 
carry on their business mainly in domes-
tic currency, and avoid investing in com-
plex foreign products. The low exposure 
of Central European banks to US subprime 
assets was also due to national supervisors 
objecting to the intentions of local foreign-
owned banks to buy these assets based on 
advice from their parents. 

Foreign Ownership and Supervision

The foreign ownership of domestic banks 
naturally means a partial loss of power for 
the domestic supervisor. This applies much 
more to branches of EU banks than to sub-
sidiaries. It is possible that, after EU entry, 
parent banks may decide to transfer sub-
sidiaries to branches thus avoiding super-
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vision by the national supervisor. So far, 
such an approach has been very limited in 
the NMS. The ongoing financial crisis con-
firms that banking is still primarily a local 
business activity based on specific know-
ledge concerning local markets. The sta-
bility of local banks is therefore to a large 
extent determined by the quality of local 
banking supervision. It is therefore neces-
sary to make national supervisors power-
ful, respected, competent and operational. 
This requires not only the adoption of legis-
lation and regulations, but also adequate fi-
nancial and human resources. 

Supervision of liquidity risk is an under-
utilized tool for maintaining the stability of 
the banking sector. It is applicable to sub-
sidiaries and, to some extent, to branches 
of EU banks, for which it is the only tool. 
Macedonia should consider the liquidity 
risk regulations adopted by the NMS dur-
ing the 2007-2008 financial crisis. Some host 
countries were concerned that home-coun-
try difficulties would induce parent banks 
to withdraw funds from their affiliates, 
causing a credit crunch in the host coun-
tries. Some countries, for example, the Slo-
vak Republic, adopted detailed regulations 
on liquidity management by local banks. 
Macedonia should consider available tools 
for potential restrictions of cross-border li-
quidity flows during times of stress and im-
plement necessary legislation prior to EU 
membership. 

Measures for management of banking 
crises constitute the critical part of nation-
al supervision. The important lesson from 
the past bailouts is the importance of legis-
lation supporting the authorities in deal-
ing with non-cooperative owners or min-
ority shareholders. An excellent example 
of a comprehensive legislative approach 
to this issue is the UK Banking Bill. Mace-
donia should review and strengthen the 
existing framework for dealing with weak 
institutions and systemic crises well ahead 
of EU membership. The other important 
tool that should be made available for the 
Macedonian authorities is the power to re-

strict the transfer of profits to shareholders. 
The authorities should also be able to make 
the shareholders retain profit or increase 
banks’ regulatory capital in other ways if it 
is found necessary for securing stability of 
the institution in the future.  

3 EU Membership and Risks of 
Excessive Credit Expansion

The experience of the NMS is that acces-
sion was accompanied by credit expansion. 
Banks started to extend loans to house-
holds, a sector that had been to a large ex-
tent ignored in the past. After EU accession, 
lending to the corporate sector also acceler-
ated. Similar developments can be expected 
in the economies that will join the EU in the 
future. One can easily imagine that large 
international banks will search for higher 
yields in new EU members.  The financial 
system in Macedonia has already experi-
enced relatively high credit growth, even 
though from a very low base. With strong-
er economic activity and more optimistic 
expectations linked to potential EU mem-
bership, the growth of credit may become 
even faster in the future. It is very difficult 
to tame a credit boom in small economies 
and to limit the risk of boom-and-bust de-
velopment. Higher interest rates on domes-
tic currency loans will help only if the lo-
cal banks have not lent predominantly in 
foreign currencies and if the exchange rate 
regime is flexible enough to allow for an au-
tonomous monetary policy. If higher inter-
est rates lead to nominal appreciation, this 
may reduce appetites for taking on debt, 
and also reduce growth expectations.  

A central bank should focus its monetary 
policy instruments on achieving macro 
goals, while using its regulatory, super-
visory and lender-of-last resort powers to 
ensure financial stability. At the same time, 
the authorities should be ready to use their 
regulatory and supervisory powers for 
macroeconomic stabilization if monetary 
tools lack effect. During the last decade such 
micro-policies were increasingly difficult to 
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apply. For accession countries, measures to 
limit credit growth became even more dif-
ficult to implement after EU entry due to 
liberalized capital flows and financial ser-
vices. Some NMS have applied administra-
tive measures such as bank-by-bank credit 
limits or mandatory credit rationing. Lo-
cal banks evaded such restrictions by ob-
taining loans directly from parent banks. 
Restrictions must cover all financial insti-
tutions, including leasing companies, to be 
effective. 

In the future, micro-policies may become 
easier to use because supervisory author-
ities will probably have more measures at 
their disposal as a consequence of the cur-
rent financial crisis. Macedonian authorities 
should consider current as well as future 
regulations that could limit the risk of credit-
led booms. These would include measures 
compatible with the Basel II Supervisory 
Review and Evaluation Process, dynamic 
provisioning, capital buffering, etc. The fi-
nancial stability area of the central bank, 
which is best positioned to take into ac-
count the cross-relationships and feedback 
effects between the financial sector and the 
real economy, should be well staffed.

4 Domestic Sources for Local 
Operations 

The ongoing financial crisis shows that 
the ability of banks to finance their lend-
ing from primary deposits is important. 
The NMS that underestimated the risks of 
bank strategies to raise funds in other ways 
have been punished for doing so. A suffi-
cient base of deposits from domestic enti-
ties, therefore, is one of the prerequisites 
for a stable banking system. The ability of 
the domestic banking sector to accumu-
late domestic savings via deposits secures 
the long-term funding for the investments 
needed to accelerate the convergence pro-
cess. A high level of deposits is not neces-
sarily associated with a high saving rate. 
It depends more on the ability of banks to 
encourage private agents to deposit their 

savings with them and not to hold them, 
for example, in foreign currency. The ability 
to attract deposits to the domestic banking 
sector now requires generous deposit insur-
ance, especially after the increase of deposit 
protection in the EU after September 2008. 
Macedonia has to follow this trend, but this 
creates a need for decisive supervision of 
the insured entities. 

A related, but controversial, question is 
whether the government should support 
some bank products that create strong in-
centives for households to deposit their 
savings with the banking system. Demand 
for housing finance has increased consider-
ably in the NMS in recent years. Currently, 
banks in Macedonia finance their housing 
loans from local deposits. However, in the 
future, banking deposits may fall short of 
the demand for credit, and policymakers 
should decide on a system of housing fi-
nance now. One possibility is securitization 
and the modified originate-to-distribute 
model, the other is promotion of covered 
bonds markets. 

Subsidized schemes to encourage long-
term savings are another possibility that is 
used in a number of NMS. Such schemes 
have the potential to attract a large pool 
of long-term deposits. There are also some 
drawbacks to these schemes. One is their 
high cost for the government. Given the 
fixed interest rate on deposits, the system 
is exposed to interest rate risk, which is not 
easy to manage, and, once the scheme has 
developed, very difficult to eliminate it. If 
Macedonian authorities wish to develop 
such schemes for inducing public savings, 
they should really think twice, and if sav-
ing for housing is viewed as a viable option, 
a system based on specialized institutions 
should be avoided in favour of a French-
like system in which these saving accounts 
are a subsidized product offered by any li-
censed financial institution. Such a system 
offers more flexibility for future changes in 
public policy.

Due to the introduction of Pillar II and prep-
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arations for the introduction of Pillar III, the 
pension funds industry, though still rela-
tively small, has become rather important. 
Macedonia has developed a good system for 
regulating and supervising this sector. The 
pension funds in Macedonia nevertheless 
suffer from the same drawbacks as in other 
NMS, high costs. There is no easy way to 
lower costs. Allowing more pension funds 
will not do so, and strict regulation of ac-
quisition costs and pressures to achieve effi-
ciency in administration, including custod-
ian services, are thus the best of the policy 
instruments available to regulators. The 
issue of acquisition costs is especially im-
portant for Pillar III. Further development 
of pension funds as well as of the life insur-
ance sector will benefit from regulatory and 
supervisory guidance on these institutions 
to offer products that are simple and whose 
fees and cost structure are transparent. 

5 Lending and Borrowing in 
Foreign Currencies                .

EU membership created the expectation 
of a relatively early adoption of the Euro 
in some NMS. This effect may have sup-
pressed the sensitivity of households and 
firms to the risks of borrowing in Euros and 
other foreign currencies. The dependence 
of domestic banks on lending in foreign ex-
change may contribute to a major macro-
economic crisis due to difficulties in rolling 
over foreign exchange debt. Macedonia has 
a high share of foreign currency denomin-
ated or foreign currency indexed loans. 
While a sharp reduction of foreign currency 
lending in Macedonia is not possible in the 
short run, some decline in the euroization 
of the economy is desirable. The authorities 
should focus on foreign currency lending 
to households because households cannot 
hedge the underlying risk easily. Foreign 
currency deposits provide a poor hedge 
since the holders of these deposits are prob-
ably not the holders of foreign currency 
debt. Loans with a unit-of-account clause 
hide the true risk to the borrowers and pro-
vide perverse incentives. The corporate sec-
tor has a greater capacity to hedge foreign 

exchange exposure with financial institu-
tions, as it has a natural hedge in the form 
of export revenues. 

A successful fixed exchange rate regime 
may seem to be a solution to foreign ex-
change risk. Nonetheless, as the experience 
of some NMS shows, a fixed exchange rate 
regime is exactly what drives people to ig-
nore exchange rate risk. If authorities want 
a fixed exchange rate, they must support it 
with a range of measures and also forego 
using interest policy to manage domestic 
demand. If people have long-term incen-
tives to save in domestic currency, they will 
also view it as natural to borrow in it. One 
way to encourage such behaviour is to al-
low the domestic currency to appreciate 
over time. Such a strategy leads to a low 
interest rate environment that provides a 
strong disincentive to borrow in foreign 
currencies. The Czech Republic is a clear-
cut example of this strategy, and the Slovak 
case shows how useful it can be in the run 
up to Euro adoption. 

Regulation and supervision can encourage 
financial institutions to lend in domestic 
currency. Whether the country has a fixed 
or floating exchange rate or wants to adopt 
the euro sooner or later, it should seek to 
have banking operations transacted in do-
mestic currency by insisting that domestic 
financial institutions cover a broad range of 
risks related to channelling funds in foreign 
currencies into the economy. Tightened li-
quidity risk management rules developed 
on the international as well as on the na-
tional levels in reaction to recent liquidity 
crises will surely provide some power to 
do so. Besides, some countries’ experience 
suggests that there are administrative and 
regulatory measures that may limit the ap-
petite for lending in foreign currencies by 
increasing the cost of doing so. Still, these 
measures can only supplement the forces 
affecting demand for foreign exchange 
loans because their provision can be shifted 
from banks to institutions that can avoid 
these regulations. 
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6 Supervisory Issues                                                                            
.                                                        

.

EU entry will bring numerous challenges 
for regulators and supervisors. The struc-
ture of financial services regulation in the 
EU requires experts from both the Ministry 
of Finance and supervisory institutions to 
attend meetings of committees and working 
groups, to read a vast number of documents, 
to respond swiftly to them and to cooper-
ate with supervisors in foreign countries. 
The availability of cross-country informa-
tion and the possibility to share information 
between regulators and the Central Bank is 
important. The EU structures emphasize the 
need to include a cross-border dimension 
into financial sector supervision and to pro-
mote home-host country cooperation. 

The extent of these obligations should not be 
underestimated. The regulation of the finan-
cial sector in the EU naturally tends to take 
into greater account the interests of large 
countries, which often means the interests 
of countries that are the home of many inter-
national banking groups. In addition, the 
European financial industry often lobbies 
the Commission to pursue regulations that 
are in the interest of large cross-border fi-
nancial groups. Thus, EU membership may 
not provide Macedonia with more tools for 
effective supervision of its financial sector, 
and there may be strong pressures to move 
some powers to the EU level. The small 
countries, which are often also host coun-
tries, especially, have to watch the changes 
in the regulatory process carefully and, if 
necessary, they have to join countries in a 
similar position to prevent such changes in 
regulation, while, on the national level, they 
have to utilize their independence as best 
they can. 

The important lesson of the current crisis 
is that meeting the principles for effective 
supervision is important, but organization 
may be even more important. What really 
matters are the relations among all decision-
makers who deal with financial stability. 

The changing structure of the financial sys-
tem makes a strong case for integrating all 
sectoral supervisors into a single national 
supervisor, and the current crisis shows the 
desirability of locating these supervisory 
structures in the central bank. 

The central bank has to act as a lender of 
last resort or even a market maker of last 
resort, but, without sufficient information 
and knowledge of the state of affairs, this 
becomes a difficult task. This argument is 
particularly compelling for small economies 
that expect to adopt the euro in the future, 
and it is even more important during tur-
bulent times. Most crises start with liquidity 
problems, and liquidity is the responsibil-
ity of the central bank. Having immediate 
information about impeding problems as 
well as about the reactions of financial in-
stitutions makes the central bank’s policies 
much more flexible, timely and precise. The 
division of tasks between the central bank 
and a separate supervisor creates the risk of 
delayed response, and a unitary supervisor 
is ideally placed for cooperating with the 
government and acting in timely fashion. 

Macedonia has made major progress in fi-
nancial market supervision. Nevertheless, 
the current fragmented structure of Mace-
donian supervision is inappropriate given 
the size of the Macedonian financial sector. 
Building a national financial supervisory 
system within the Central Bank should there-
fore be a priority for Macedonia even before 
entering the EU. Such a system should focus 
on systemic risk (integration of prudential 
supervision of individual entities and risk 
assessment across the financial sector as a 
whole), increase information-sharing syn-
ergies, provide strong technical and profes-
sional support, and yield independent and 
apolitical decisions. 

The existence of strong, independent in-
stitutions of consolidated financial market 
supervision across all segments is the key 
step towards enhancing the communica-
tion and coordination of measures adopted 
in the EU. Consolidation of financial market 
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regulation and supervision at the national 
level in the central bank will create condi-
tions for effective exchange of truly relevant 
data, data integration and potential con-
solidation of analytical work. At the same 
time, this solution respects the subsidiarity 
principle, complies with the requirement 
of legislative justification, is credible and 
linked to the resolution of the potential fis-
cal impacts, and will create conditions for 
coordination of supervisors’ actions. It is 
also advantageous for the financial sector, 
as it provides the sector with a single com-
munication point.

The argument for unifying the supervisory 
function also rests on the supervisor’s need 
for well trained experts, who, in a small 
emerging market economy like Macedonia, 
are the key to the success of financial sec-
tor supervision. A system comprised of sev-
eral institutions will be expensive and not 
use these experts in the most efficient way.  
The need for expertise will increase with EU 
entry. Supervisors will face the complicat-
ed structure of the Level 3 committees and 
other EU bodies, including committees of 
the Commission and the ECB. The complex-
ity and importance of the EU agenda force 
domestic institutions to rely on their best ex-
perts, and there is a risk of worsening super-
visory performance and loss of dynamics 
in improving the financial environment as 
the best individuals shift their attention to 
the EU agenda. Only in a strong integrated 
institution can supervisory experts respon-
sible for different segments of market share 
their specific knowledge and experience.

There is no single best way of organizing the 
integrated supervisor in central bank. In the 
Czech National Bank, as well as in the Slo-
vak National Bank, the responsibility for the 
supervisory structure lies with the executive 
board that is also responsible for monetary 
policy and other central bank business. One 
can nevertheless imagine several alterna-
tive governance schemes, even with some 
barriers between the monetary policy and 
supervisory parts of the bank. 

7 Is There a Separate Role for 
a Financial Stability    

 Objective? 

Besides the organization of supervision, 
it is also very important to establish oper-
ational relations among expert teams con-
tributing to understanding developments 
in the economy and influencing policy. This 
is best achieved by combining the central 
bank with the integrated supervisor. The 
build-up of financial imbalances is usual-
ly identified rather early, but it is difficult 
to make institutions cooperate and react 
quickly. The relations between monetary 
policy and financial sector supervision are 
now a major policy issue, with proposed 
solutions tending to favour aligning mon-
etary policy analysis with financial stability 
analysis. 

While financial stability analysis has to re-
spect the autonomy of monetary policy and 
supervision, it should be able to undertake 
independent analyses of both areas. If these 
reveal growing risks for financial stability, 
the governing body has to consider meas-
ures to limit the risks. Within a unitary in-
stitution, the governing body can directly 
and immediately address departments re-
sponsible for monetary policy and super-
vision. If the process involves more institu-
tions, this becomes difficult. 

The autonomy of the financial stability team 
is very important. Supervision tends to be 
technocratic and focused on individual in-
stitutions. This leads to an underestimation 
of business and credit-cycle induced risks. 
Moreover, supervisors may be reluctant to 
bring growing risks to light because these 
could be viewed as failures of supervision, 
and raising them publicly could cause a 
panic. The financial stability teams should 
also develop research concerning the finan-
cial sector. In this respect, the central bank 
should support long-term research and, if 
necessary, provide departments with extra 
staff. Strong and relevant research can in-
deed improve the quality of regulation and 
supervision. 
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A final issue is the availability of data for 
assessing risks to financial stability. Most 
data obtained from monetary and banking 
statistics is backward looking. The Czech 
National Bank is nevertheless able to de-
rive some forward-looking indicators of 
corporate default rates using models that 

make use of both macroeconomic data and 
data from the corporate credit registry. The 
Macedonian central bank should further 
develop the existing credit registry so that 
it includes up-to date and detailed informa-
tion on loans to the corporate sector.
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Chapter VIII

LABOUR MARKET

introduction

accession to the european union has brought opportunities and challenges 
for the new Member states’ labour markets. the main challenge is ensuring 
that the labour market becomes competitive.  From the labour demand side, 
this implies that labour market institutions, regulations in general and the 
tax system need to be shaped so as to increase the willingness of firms to 
create jobs. on the supply side, reforms need to ensure that the workforce 
is competitive with workers elsewhere in the eu and has the right incentives 
to choose work over unemployment or inactivity. 

Skill levels need to be developed in tune 
with the demand of domestic and multi-
national firms if a country wants to claim 
a decent place in the international produc-
tion chain, and the social benefit system has 
to be structured in such a way as to target 
those who really need help, while, at the 
same time, ensuring that incentives push 
workers to prefer work over unemploy-
ment.  Changing the behaviour of workers 
and firms is a long-term process, and most 
of the NMS required at least a decade before 
accession to improve the performance of 
their labour markets. While accession does 
seem to give a boost to job creation, this 
boost only occurs because the NMS have, 
at least partially, been successful in restruc-
turing their economies and in reallocating 
labour from declining to expanding firms 
and sectors, increasing labour productivity 
in a genuine fashion and not just by labour 
shedding. 

A discussion of lessons for Macedonia re-
quires an awareness of the peculiar nature of 
the Macedonian economy and of its labour 
market. Macedonia is one of the worst 
performing economies in Europe, both in 
terms of unemployment and employment 
rates. The Macedonian economy lags mark-
edly behind the NMS as far as job creation 

and labour reallocation is concerned. The 
Macedonian economy seems to have inten-
sified its transition in the years 2003 to 2005, 
since job destruction in that period reached 
levels comparable to what the NMS experi-
enced in the 1990s. The Macedonian econ-
omy, however, shows very little capacity for 
job creation even in the years 2003 to 2005. 
The dominance of job destruction is also re-
flected in the very small worker flows out 
of unemployment. The stagnant nature of 
the very large unemployment pool is also 
noteworthy when looking at the duration 
of registered unemployment in Macedonia. 
About 85% of the registered unemployed 
have had (supposedly) an uninterrupted 
jobless spell of more than one year, i.e. are 
long-term unemployed. Another failure of 
the Macedonian labour market is the ex-
tremely low employment rate, amounting 
to about 40% of the working age popula-
tion. 

1 Participation, Employment 
and Unemployment in the   

 NMS and in Macedonia

In the late 1990s there was “jobless growth” 
in virtually all NMS, followed, up to the 
current crisis, by a period of strong em-
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ployment growth. Currently, the employ-
ment rates are quite similar to the EU-15 
average. Favourable employment figures 
are seen for skilled workers, but unskilled, 
young and old workers fare less well. The 
incidence of long-term unemployment for 
these workers is higher in many NMS by at 
least 10 percentage points. The least skilled 
among young and older workers withdraw 
from the labour market to a much larger de-
gree than in the EU-15. The most striking 
fact is that the long-term unemployed did 
not benefit from the employment upturn 
after 2004.      

The data on the Macedonian labour mar-
ket provide a rather grim picture if we 
take these data at face value. Participation 
and employment rates are low and the un-
employment rate is extremely high in inter-
national perspective. Women in rural areas 
and especially those of Macedonian Al-
banian origin have very low participation 
rates. Core male workers (35-54), on the 
other hand, have very high participation. 
Young workers have the lowest participa-
tion rates among males, while roughly half 
of the older male workers are economically 
active. The transitions from school to em-
ployment in Macedonia are very low, with 
quite a substantial part of school leavers 
entering the state of unemployment.  The 
overall employment rate rose from 36% in 
2004 to 40% in 2006. These rates are among 
the lowest in Europe and very far from the 
70% stipulated by the Lisbon Strategy. Even 
males in the core age group have employ-
ment rates between 63% and 65%. 

One worrisome issue is the relatively high 
employment share in agriculture, pointing 
to underutilization of labour and hidden 
unemployment in the Macedonian econ-
omy. In fact, the observed increase in em-
ployment is mainly due to jobs created for 
young workers in the primary sector. Be-
cause the incidence of unpaid workers rose 
in this sector from 67% to 75%, virtually all 
the employment growth observed in Mace-
donia in these years is from the creation 
of low-skill and low-quality jobs that are 
mainly not paid. 

There are large differences in the quality 
of jobs. While a majority holds formal jobs 
with a permanent contract, there is a sub-
stantial minority of employed wage earn-
ers who hold an informal job. Informality 
has a higher incidence among the young, 
among ethnic minorities and in agriculture 
and rural areas. The informally employed 
are often also under-employed; many wish 
to work more. So, finding more employ-
ment opportunities for the non-employed 
and ensuring growth in high quality jobs is 
a major challenge in Macedonia. 

Taken at face value, unemployment rates 
imply that Macedonia has the highest un-
employment rate in Europe and the re-
gion. The data show that the unemployed 
fall into two types, first-job seekers and 
displaced workers. While the incidence 
of first-job seekers is very high among the 
young (around 90%), even among workers 
between 35 and 54 roughly 30% are first-job 
seekers. This means that even among the 
core age group we have many long-term 
unemployed who never held a job before. 

There are, however, at least two caveats that 
have to be mentioned when citing such high 
unemployment numbers. First, roughly one 
fifth of the unemployed only register in or-
der to establish entitlement to health care 
for themselves and their families. Possible 
introduction of general tax-based health in-
surance instead of the current contribution-
based system might increase population 
coverage and reduce the number of unem-
ployed. The data also show that around 50% 
of the unemployed supposedly had an un-
interrupted spell of unemployment lasting 
four years or more, while about 30% sup-
posedly have been unemployed without in-
terruption for eight years or more. It is like-
ly that some part of these very long-term 
unemployed are engaged in some informal 
economic activity in order to survive.   

This informal economic activity is essen-
tially underground activity and completely 
outside any statistical records. Given the 
size of Macedonia’s grey economy, about 
half of the unemployed are probably em-
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ployed, at least seasonally. So, in September 
2008 the stock of unemployment would be 
around 135,000 and the unemployment rate 
would be around 15%. Rising real wages in 
industry and services in this period is an-
other indication that the “true” unemploy-
ment stock is much smaller than the one 
given by official data. This is not to say 
that unemployment in Macedonia is only 
a measurement problem; it is clear that, at 
this point in time, the Macedonian economy 
is not capable of creating enough jobs at the 
lower end of the skill distribution to have a 
discernible impact on unemployment. 

2 Reforming the Labour 
Markets in the NMS:   

 Lessons for Macedonia

As far as labour demand is concerned, four 
factors are important: employment protec-
tion legislation (EPL), the role of unions in 
collective bargaining, taxes on labour and 
the minimum wage. 

Employment protection became less strin-
gent in all NMS long before accession, but 
restrictions remain. Most regular perma-
nent contracts are more regulated in the 
NMS than in the EU. Also, collective dis-
missal procedures are far more restrictive. 
Temporary contracts are much less regu-
lated in the NMS than in the old member 
states, but such contracts cover only a small 
part of those employed. Trade union mem-
bership was far lower than the average of 
the EU-15. Wage agreements negotiated by 
employers and trade unions have a sub-
stantially lower coverage rate in most NMS 
than in the old member states. The only ex-
ception among the NMS is Slovenia. 

At any rate, employers in the Central and 
Eastern European NMS are far less con-
strained in their wage policies than are 
employers in the EU-15. The implicit tax 
rates on labour differ little from the EU-15 
average. Minimum wages in the NMS are 
relatively low in international perspective. 
In 2003, the minimum wage ranged from 
30% of the average wage in Estonia to 45% 

in Slovenia, while in those countries of the 
EU-15 where statutory minimum wages 
exist, they ranged from 36% in Spain to 61% 
in France. 

There are three factors that influence labour 
supply: unemployment benefits, non-em-
ployment benefits like early retirement 
schemes and disability pensions, as well as 
the evolution of the wage structure by sec-
tor and of wage inequality from early to late 
transition.    

In most NMS the unemployment benefit 
system underwent dramatic changes in the 
1990’s, often dictated by budget considera-
tions. As policy makers became aware of 
the disincentive effects of a too generous 
unemployment benefit system, changes 
in legislation also reflected attempts to in-
crease the willingness of the unemployed 
to increase search and take on jobs. Reform 
efforts by the Polish government to stream-
line unemployment benefit legislation are 
an example. At the beginning of transi-
tion, Polish unemployment benefits were 
earnings related, open-ended and without 
a previous work requirement, flooding of-
fices of the Public Employment Services 
with applicants for benefits.  Within a year, 
unemployment insurance benefits were 
limited to one year and a previous work 
requirement was imposed. By December 
1994, earnings related benefits were elimin-
ated and a flat rate amounting to 36% of the 
average wage was introduced. Data show 
that the NMS are definitely not more gener-
ous in their income support than are the old 
members of the union.

Most governments in the region developed 
income support schemes for older workers 
as a way to cushion the social effects of tran-
sition and thus contribute to social stability. 
In my opinion, one needs to keep this social 
aspect in mind when discussing the disin-
centive effects on labour supply of the two 
most frequently used tools of income sup-
port for older workers who wished to with-
draw from the labour market while still in 
working age, early retirement schemes and 
disability pensions. 
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However, providing strong income support 
for older workers intent on withdrawing 
from the labour market has some costs. In 
times of a sustained up-turn, some of these 
workers might again be in demand. An ex-
cessively generous early retirement policy, 
therefore, in some sense overshoots the tar-
get of downsizing the workforce and is ineffi-
cient in the medium run. On the other hand, 
from a political and social point of view this 
large downsizing of the workforce in times 
of a deep transition recession might be the 
only way to ensure enough social cohesion.  

As a result of these labour market reforms, 
at the time of accession, the NMS had wages 
that were correlated with the relative scarcity 
of labour skills and labour productivity. At 
least in respect to the sectoral distribution of 
wages, Macedonia does not seem far behind 
the NMS. There is some sign that wages in 
Macedonia are correlated with relative scar-
city of labour skills and labour productivity. 
Another encouraging sign is that the Mace-
donian labour market responds to relative 
scarcity and productivity since returns to, for 
example, university education are found to 
be as large in Macedonia as in some of the 
leading reformers among the NMS. 

Flexible employment relationships – like 
temporary, part-time and self-employment – 
are the last important issue related to labour 
market flexibility. EU policy makers consider 
a high incidence of these forms of employ-
ment as desirable. So far, the new member 
states have a far lower incidence of tempor-
ary employment than the EU-15. The inci-
dence of self-employment is similar to the 
EU-15. As far as part-time employment is 
concerned, an employment form very much 
promoted by European policy makers, the 
situation differs among the NMS. 

The sharp fall in short-term unemploy-
ment and the rise in employment rates after 
2004 suggest that accession was a factor in 
the improving job growth in the region, as 
was the simultaneous upturn in the world 
economy. Even though it is not possible to 
establish a causal effect of accession on the 
improved labour market performance in the 

NMS, the lesson for Macedonia is very clear. 
The restructuring process was long and tor-
tuous in all NMS. After an increase in labour 
hoarding, it took firms nearly a decade to 
eliminate hoarded labour and to get rid of the 
remnants of central planning. While labour 
market institutions became more flexible 
over the 1990s, there were still more rigid-
ities than in the old member states, which 
also made the restructuring process longer 
and more difficult. 

At the end of this process, many sectors of the 
economies of the NMS had become competi-
tive enough to benefit from accession. But 
the groundwork for these benefits was laid 
in the decade before accession. Rising labour 
demand after 2004 caused skills shortages in 
virtually all NMS, as the rising number of va-
cancies and wage growth exceeding labour 
productivity growth suggest. An important 
policy measure to combat skills shortages is 
reform of vocational education. This reform 
has to be based on information provided by 
firms on their skills requirement. Many NMS 
were very slow in reforming vocational edu-
cation. It is certainly encouraging that the 
Macedonian government has started sur-
veying Macedonian firms with this reform 
in mind.

3   Structural Funds for 
Employment Creation by   

 the European Union

The revised Lisbon Strategy has identified 
employment as an absolute priority for the 
EU. This was reflected in the programming 
of three of the main Community financial in-
struments for the period 2007–20131 

• the Community Programme for Employ-
ment and Social Solidarity (PROGRESS);

1 Other structural funds (not directly dedicated to 
employment creation) are: the European Agricultural 
Guidance and Guarantee Fund (EAGGF); the Finan-
cial Instrument for Fisheries Guidance (FIFG),  the 
Cohesion Fund (CF). Though not a structural fund, 
it is considered another important pillar of EU struc-
tural policy.
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• the European Social Fund (ESF);

• the European Regional Development 
Fund (ERDF).

The EU’s Structural Funds are set up to re-
duce differences in prosperity and living 
standards across EU Member States and re-
gions, and thus promoting economic and 
social cohesion. We summarize here the in-
formation available on this in a concise fash-
ion, pointing to those programs from which 
Macedonia can and will be able to benefit as 
a candidate and as member.

PROGRESS

The aim of the PROGRESS programme is to 
provide financial support for the implemen-
tation of the European Union’s objectives in 
the field of employment and social affairs. It 
finances analysis, mutual learning, aware-
ness-raising and dissemination activities, as 
well as assistance for the main players over 
the period 2007-2013. PROGRESS has a global 
budget of € 743.25 million. PROGRESS activ-
ities are designed to inform policy analysis 
and development. This programmeis open 
to the 27 EU Member States, EU candidate 
and EFTA/EEA countries. It targets Member 
States, local and regional authorities, public 
employment services and national statistics 
offices, specialized bodies, universities and 
research institutes, as well as social partners 
and non-governmental bodies.

ESF

The ESF is devoted to promoting employ-
ment in the EU. It is a key element of the 
EU’s strategy for Growth and Jobs target-
ed at improving the lives of EU citizens. 
EFS supports employment and helps en-
hance citizens’ education and skills, there-
by improving their job prospects. It helps 
Member States make Europe’s workforce 
and companies better equipped to face new, 
global challenges. Funding is spread across 
the Member States and regions, in particular 
those where economic development is less 
advanced. Over the period 2007-2013, EFS 
has a global budget of €75 billion.

ERDF 

The ERDF aims to help reinforce economic 
and social cohesion by redressing regional 
imbalances. This is achieved by supporting 
the development and structural adjustment 
of regional economies, including the con-
version of declining industrial regions. It 
finances: investment that contributes to cre-
ating sustainable jobs; investment in infra-
structure; measures that support regional 
and local development, including support 
and services for businesses, in particular 
small and medium-sized enterprises (SMEs); 
and technical assistance.

4 Active Labour 
Market Policies                                           

.
Active labour market policies (ALMP), 
understood here as policies helping the un-
employed to find regular employment, can 
only affect the overall unemployment rate 
of an economy at the margin. Sound macro-
economic policies and a legal environment 
conducive to entrepreneurship are far more 
important for the birth of new firms and for 
sustained job creation, while labour market 
institutions that keep labour costs in check 
and that provide the right incentives for job 
search predominantly drive labour demand 
and labour supply. This does not mean, of 
course, that ALMP cannot play a role in the 
fight against unemployment.  Among the 
most important measures are:  

• public employment services,

• training, 

• employment incentives, 

• direct job creation and employment by 
governmental agencies, 

• training measures for youth, 

• measures for the disabled. 

Expenditure rates in the NMS have been low 
in comparison with those rates in the EU-15 
countries, with the highest spenders in the 
former spending roughly at the same rates 
as the lowest spenders in the latter group of 
countries.
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In Macedonia, ALMP measures directed at 
the most vulnerable groups will be of limited 
effectiveness because of the weak capacity 
for job creation by firms, the long duration 
of unemployment spells and the low human 
capital of the long-term unemployed. There-
fore, ALMP measures should be directed at 
young new labour market entrants, who are 
most likely to be able to benefit from them. 

To this end, establishing a well functioning 
public employment service (PES) improves 
the matching effectiveness of the labour mar-
ket. Training and re-training measures are 
relatively expensive, and displaced workers 
undergoing training have little success in 
finding new jobs, while many of the general 
unemployed do find work after training al-
beit for the most part only in the short term. 
Employment incentives like wage and job 
subsidies also have a mixed record. Direct job 
creation schemes by the government, often 
called public works, are ineffective in that 
they do not improve an average participant’s 
chance to find regular employment after the 
end of the scheme. 

However, public works schemes might be 
beneficial as a social policy, i.e. they might 
fight immediate poverty in the short term.  
During a severe downturn of the business 
cycle they also might increase labour de-
mand in the short run, and thus help stabilize 
the labour market over a short span of time. 
But, public works schemes are certainly not 
a tool that can contribute to the solution of 
structural unemployment. In the past, gov-
ernments in the NMS have often been pres-
sured by trade unions to concentrate on 
public works as the main ALMP. Giving in 
to such pressures was a major error as these 
schemes were found to be the least effective. 

RECOMMENDATIONS FOR PES AND ALMP 
IN MACEDONIA

Reforming the organizational structure of 
the ESA so that ESA officials concentrate on 
job brokerage and benefit administration 
with these two functions run by separate 
units would be a good reform. A reform of 
the tri-partite structure of the Administrative 

Board is also of great relevance and should 
be adopted with the idea in mind to have 
stakeholders of roughly equal weight. It is 
in this context that weak trade unions are 
not necessarily a blessing. Streamlining the 
information system for both unemployed 
workers and employers should be pursued. 
Such reforms might not pay off in the very 
immediate future, but they are vital if Mace-
donia wants to have a well functioning PES 
when the economy starts to take off. 

Also, the Macedonian Government should 
proceed sequentially insofar as ALMP meas-
ures apart from job brokerage should only be 
introduced on a larger scale after the ESA re-
forms have been completed. Earnings-related 
unemployment benefits should be replaced 
with flat rate benefits lasting 12 months. This 
reform would certainly lighten the adminis-
trative burden and also increase the search 
efforts of those among the unemployed with 
previously relatively high earnings. An in-
itially established benefit level should not 
be indexed to wage growth but rather to the 
growth of the cost of living, as measured by 
the CPI.

As far as the long-term unemployed are con-
cerned, some means-tested social assistance 
should be envisaged that guarantees min-
imum subsistence. Such a recommendation 
is, of course, problematic given the state of 
the Macedonian economy and given the fact 
that more than 85% of the unemployed have 
unemployment spells of more than a year 
and 30% have unemployment spells of eights 
years or longer. Some attempts to stimulate 
job search for the long-term unemployed 
should be made to avoid a permanent un-
employment trap, although it is not very 
likely that individuals with such long un-
employment spells can easily be reintegrat-
ed into the regular labour market. In addi-
tion, the situation is complicated because of 
the large incidence of informal employment 
among the long-term unemployed. One way 
to partially deal with this problem is to use 
the proposed intensification of monitoring 
and the application of sanctions to the detec-
tion of informal employment relationships. 
Such detected relationships should then be 
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sanctioned with de-registration. Intensifying 
the monitoring of job search by the unem-
ployed in general might initially not result in 
great matching improvements if labour de-
mand is and remains weak for some time. 

Which ALMP measures should be applied 
in Macedonia once the PES have been im-
proved? From the assessment above, it seems 
pretty obvious that public works schemes 
should be avoided if possible, as should 
youth measures as they are applied in many 
countries, i.e. helping school drop outs and 
other non-performers in school via training or 
subsidized jobs to gain skills for regular em-
ployment. Such youth schemes have hardly 
ever been successful. To help this group, it is 
certainly more effective to work on school re-
forms that reduce dropout rates and further 
develop skills while in school. 

In general, training and re-training as well as 
employment and start-up incentive schemes 
should be applied. Given the limited resour-
ces available for such schemes, targeting 
becomes an important issue. The dominant 
target group should consist of young new 
labour market entrants. Many of these young 
workers actually have relatively high educa-
tional attainment but cannot find formal em-
ployment commensurate with their skills. 
Employment and start-up incentive schemes 
that carefully vet potential participants might 
form a bridge until the economy can gener-
ate more regular jobs on its own. Retraining 
young labour market entrants is less advis-
able since this would imply that the educa-
tional system has failed to provide the right 
skills for the labour market. Such a lack of the 
right skills should be addressed by reforming 
the educational system in order to ensure 
that school leavers have the skill profiles that 
enterprises need2.  Re-training and training 
schemes should be targeted at a small sub-
group of older workers who are particularly 
strongly motivated and who really apply 
themselves towards the aim of reentering the 

2 The Macedonian government is engaged in a sur-
vey of enterprises with the aim to have the curricula 
in schools produce skill profiles that come closer to the 
wishes of enterprises.

labour market. Taking the best of the unem-
ployed into training schemes seems the only 
efficient use of scarce resources given the 
state of the Macedonian labour market. 

The majority of the unemployed who are 
older, of average or low motivation, and 
who have long spells of unemployment 
should not be targeted for ALMP measures 
under the given circumstances. They should 
instead be helped with means-tested social 
assistance. 

5 Conclusions and Overall 
Recommendations                      

As already noted, accession per se is not a 
major challenge as far as the labour mar-
ket is concerned. For all NMS, it was vital 
long before accession to facilitate the inte-
gration into the world economy by making 
their labour markets more flexible. Another 
major challenge was how to deal with the 
many workers displaced from declining 
sectors and firms who were unable or un-
willing to find regular employment in the 
new environment.  

After accession, when the economies of the 
NMS started to boom, how governments 
had dealt with the issue of more flexible 
labour market institutions and the issue of 
displaced workers proved important. For 
example, “deactivating” large segments of 
the older workforce, as was done in Poland, 
resulted in an insufficient domestic labour 
pool from which skilled labour could be 
drawn in times of economic expansion. The 
skill shortages observed after 2004 were also 
caused by a very sluggish reform of voca-
tional education and a tax system that made 
part-time and temporary work unattractive 
for employers. In times of excess demand 
for labour, unskilled and low skilled unem-
ployed workers did not find employment 
because of excessively large tax wedges at 
the lower part of the skill distribution. 

Whatever the partial failings of policy mak-
ers in the NMS while preparing their labour 
markets for accession, one needs to stress 
that, overall, the reforms of labour market 
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institutions resulted in labour market struc-
tures that were in general at least as flexible 
as those of the EU-15. The reported “jobless 
growth” in the years preceding accession 
should, therefore, be mainly attributed to the 
slow elimination of labour hoarding and to 
belated “true” restructuring efforts in these 
economies. One reason for the slow elimina-
tion of hoarded labour was the employment 
protection of regular jobs, which was much 
more rigid than in the old member states. 

The accession process for Macedonia will 
be a medium-term affair, and Macedonian 
policy makers have the time to implement 
policies that are based on the lessons that can 
be learned from the partial failings as well 
as from the successful elements of labour 
market reform in the NMS. Some of these 
recommended policies are either already im-
plemented or contemplated, in other words 
some of the recommendations confirm the 
intentions of the Macedonian government 
regarding reforms of the labour market. 
These recommendations are:

• Nearly half of all unemployed are un-
skilled or low skilled workers. It is, 
therefore, important to increase the em-
ployment rate of these workers by en-
suring a low tax wedge at the lower end 
of the skill distribution. 

• As in the NMS, Macedonian enterprises 
identify skills shortages as one of the 
constraints of employment growth. 
Reforming vocational education after 
consulting with firms about their skills 
requirements should, therefore, be a 
top priority of the Macedonian govern-
ment.

• Reforms of tax laws that make part-time 
and temporary work more attractive to 
employers are another policy that can 
help in resolving skill shortages.

• Skill shortages can also be remedied by 
re-training and further training of the 
unemployed. A very sensitive issue is the 
problem of proper targeting. Whether to 
target older and long-term unemployed 
workers or young new labour-market 
entrants is in the end a political choice. 
From an efficiency point of view target-
ing young new labour-market entrants 
should be the preferred policy. 

• This does not mean that one should 
retrain and further-train young work-
ers who have dropped out of school or 
were low performers in school and are 
for these reasons unemployed. The right 
policy is here to reform the educational 
structures to minimize bad educational 
outcomes. Given the many necessary 
reform efforts, dealing with this group 
should not be a priority.

• If efficiency considerations are given 
priority, then other ALMP measures 
that were found relatively effective in 
the NMS, like employment incentive 
schemes, should also be predominantly 
targeted at young new labour-market 
entrants.

• One instrument of ALMP that should 
not be used in a major way is public em-
ployment schemes. They can be thought 
as a social policy giving some income to 
workers, but they hardly ever improve 
the performance of the labour market.

• Since strong economic growth will even-
tually come to Macedonia, one has to be 
conservative when “deactivating” older 
displaced workers through early retire-
ment and disability pension schemes.
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CHAPTER IX 

EDUCATION REFORM

introduction

the accession of Macedonia to the eu is an opportunity for the 
reconsideration of the role of education in society. education is among the 
most important factors for the future social cohesion and competitiveness 
of Macedonia, especially in view of its ethnic and cultural diversity and its 
level of development.  the creation of a national educational philosophy 
and system requires the integration and development of various types 
of educational institutions that mesh with each other in a seamless way. 
therefore, this section of the study reflects the need for such an integrated 
approach to reforming the educational system by examining the process 
of the reform in the course of eu accession in a single country, slovenia, 
because the piecemeal borrowing of individual best-practice elements from 
different countries could lead to inconsistencies and conflicts within the new 
educational framework.  

1 Slovenia’s Experience                             .                                                               
.

The inauguration of a representative dem-
ocracy and a market economy in Slovenia 
placed new demands on education that was 
in many ways more important that the for-
mal requirements of EU accession. As a re-
sult, the European Union had less direct in-
fluence on changes in education in Slovenia 
than did internal changes because the EU 
accepts the idea that education is part of na-
tional autonomy. 

Pre-Accession Negotiations

Slovenians studied the acquis carefully for 
one simple reason: all the regulations were 
supposed to become part of the Slovenian 
legal system.  There is nothing in the regu-
lations with which Slovenia was not able 
or willing to comply.  On the other hand, 
the EU confronted Slovenia with some de-
mands for changes in Slovenian regula-
tions related to education. Three of them 
are worth mentioning because Macedonia 

is likely to face them also:

• Implementation of Directive 77/486/
EEC on the Education of the children of 
migrant workers. The Directive requires 
that each member state treat children of 
all migrant workers in the educational 
system in the same way as it treats na-
tive children. 

• Equal Treatment for all the citizens of 
member states is required. This regula-
tion potentially has important benefits 
for Macedonian students because tu-
ition and admission criteria for a stu-
dent from Macedonia will, in EU mem-
ber countries, be the same as for the 
citizens of the native country.

• “Long-term” (3 months) stay for for-
eigners – European Voluntary Service.

• These formal changes in Slovenian ed-
ucation were the easiest to implement 
even though this was the only phase in 
which Slovenia was asked to meet spe-
cific demands in the area of education. 
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Institution Building and Capacity Building

The next change in educational structures in 
Slovenia, which partly ran in parallel with 
the formal accommodation to EU regula-
tions, was related to the de facto EU educa-
tional and training policy. When Article 149 
of the Amsterdam Treaty claimed that the 
Union seeks to assist member states in their 
structuring of education, it actually opened 
doors for the creation of programs and in-
itiatives at the Union level or with the as-
sistance of the Union on the one hand, and 
in the form of cooperation between mem-
ber states on the other.  

In the Lisbon Strategy, the European Union 
declared the desire to be “the world’s most 
competitive and dynamic knowledge-based econ-
omy, capable of sustaining growth with more 
and better jobs and greater social cohesion.”  
For a competitive economy, a knowledge-
able and skilled work force is needed. The 
EU assists in this through the:

• Evaluation of the quality of education 
in certain areas. For that purpose, PISA 
is supported and, through it, accommo-
dation of standards and even programs 
of obligatory education are targeted; 

• Initiatives in the field of vocational 
education, which are very high on the 
agenda of the European Commission. 
The Bruges-Copenhagen process has 
been launched and substantial amounts 
of money have been invested in curric-
ulum renovations in a number of coun-
tries;

• In the field of higher education, the 
EU is a key supporter of the Bologna 
process and it prepares “pre-accession 
countries” for participation through 
Tempus programs.

The common denominator of these meas-
ures is mutual accommodation of basic 
standards of education in Europe to an ex-
tent where the recognition of professional 
qualifications as a precondition for a prop-
erly functioning European labour market is 
achieved. To this end, teachers, pupils and 
student exchanges are supported through 

programs such as: Comenius for obligatory 
education, Erasmus for higher education, 
etc.  ECTS and Diploma Supplement in the 
area of higher education are in line with the 
same idea. 

Cohesion, cross-border and structural 
funds complement all of these actions with 
substantial amounts of money for infra-
structure and a number of programs aim-
ing at developing a high level of competi-
tive strength.  The concept behind these 
programs is not only based on the econ-
omy and competitiveness. The aim of the 
funds and of all the European programs 
today also includes social cohesion, sus-
tainable development etc. The above-men-
tioned projects and actions aim broadly at 
the creation of a European education area 
and European awareness, culture and con-
sciousness building.

To take advantage of these programs, Mace-
donia needs to:

• Familiarize educational institutions, 
teachers, students, partners in industry, 
etc. with the logic of the processes and 
with the opportunities they bring for 
them and for Macedonia; 

• Build capacity and adapt national mech-
anisms and institutions to participation 
and use the opportunities presented by 
EU educational opportunities.

Familiarization, capacity building and in-
stitution building is a far more demanding 
and costly job, though a rewarding one also, 
than is the accommodation to EU regula-
tions tackled during formal negotiations. 

Modernization of the Country

There is another element of the “European-
ization” of education that took place in Slo-
venia: profound step-by-step reforms of 
education as part of the modernization of 
the country. The European Union did not 
require these measures, but they recog-
nized them as a proper and valuable step. 
Nevertheless it was critical that to proceed 
on this path was a national decision. Slo-
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venia decided on education as one of its 
priority investment areas.  This required a 
high degree of political consensus about the 
main elements of educational reforms. The 
only important line of division between a 
large majority of the population and a min-
ority was related to the question of religious 
instruction in public schools.  

Consensus building in the process of educa-
tion reforms is a demanding task. Reform-
ers have to be aware of the different views 
of experts and citizens and the different val-
ues of a politically, nationally and religious-
ly diverse population and its political par-
ties. With compromises, inclusion of trade 
unions, political parties, including the op-
position, and above all teachers and experts 
with different educational philosophies, the 
country reached a high level of consensus. 
During the years 1992-2003 public trust in 
education increased from 52 % of the popu-
lation to 82 %. 

Systemic Changes  

The first and most necessary systemic 
change in education in Slovenia was a grad-
ual increase of the share of GDP allocated to 
education. This was partly a strategic deci-
sion by the Ministry of Education, the gov-
ernment and Parliament that launched an 
annual budget struggle for a “fair” share of 
the budget for education. Despite the diffi-
cult financial situation in the country, parlia-
ment and the government decided to raise 
the share of GDP to be spent on education 
from 4.8% in 1991 to 6% in 2004. Coalitions 
of educators, trade unions, educationalists 
in political parties, local communities inter-
ested in improvement of the education infra-
structure etc, were formed. Money provided 
decent salaries, ICT, meals, textbooks and fa-
cilities, including those for sports.

Private education, including in primary edu-
cation, was part of the systemic change. It did 
not bring real competition in the field of edu-
cation, but it put Slovenian education in line 
with international declarations that parents 
must have the chance to opt for private edu-

cation to enable them to “have a prior right 
to choose the kind of education that shall be 
given to their children.” Further, aware that 
Slovenia is one of the few countries in Eur-
ope having only 8 years of obligatory educa-
tion, this was increased to 9 years, starting 
from age 6. 

Substantial democratization of enrollment 
at all non-obligatory levels of education 
was started. Today, enrollment in pre-pri-
mary schools has reached more than 75% 
of the age cohort; in upper-secondary it has 
reached 97-98% and in tertiary it is beyond 
65%. The idea behind this was a simple and 
meritocratic one: to enable as many as pos-
sible to reach high quality education as early 
as possible. 

Educational institutions have the status of 
public, not state, institutions. Depolitization 
of school councils, consisting of five teachers, 
three parents and three members of a local or 
national authority, is one of the signs of the 
ability of the political parties to restrain their 
appetites for political control in education.

Curriculum renewal was also an important 
component of modernization, and it includ-
ed a comparative approach in which experts 
from Slovenia visited Sweden, Denmark, 
Germany, Italy, France, England, Norway, 
and other countries. Similarly, experts from 
the same countries participated in seminars 
in Slovenia to present and discuss their ex-
perience. Overall, the following principles 
were important:

• Inclusion of stakeholders, and above all 
teachers and trade unions.

• “Less but more thorough” was one of 
the main principles guiding curriculum 
renewal.

• Modernization of vocational education 
in cooperation with industry and trade.

• Foreign language education starting in 
pre-primary schools, where it is option-
al, and including two foreign languages 
in grade 6.  

• Optional subjects and credits starting 
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in primary education and continuing 
through secondary education.

External Examination and Quality 
Assurance

A major part of the reform of education in-
volved moving from process-oriented to 
output-oriented pedagogy. Greater auton-
omy of schools and teachers in the ways of 
teaching and concrete syllabus content were 
established. On the other hand, in primary 
and secondary education, external examina-
tion as an addition to internal grading and 
examination was inaugurated. The purpose 
of this examination was to provide feed-
back to the pupils/students, to the teachers, 
schools and parents on how well equipped 
youngsters are to attain the standards of 
knowledge they are supposed to reach. 
Simultaneously, as a result of the British ex-
perience, it was explicitly forbidden by law 
to use the results of such examinations for 
the purposes of ranking schools, promoting 
teachers, setting their salaries. etc. Accepting 
the responsibility of the state authority for 
the efficiency and quality of education at 
the level of the system, Slovenian schools 
participated in TIMSS from 1991 onwards. 
Results, including weak and strong points, 
have been identified and policymaking has 
been heavily influenced by the results of 
international comparisons.

As an integral part of the self-maintenance 
and improvement of the system of educa-
tion, a system of quality assessment and 
improvement was conceptualized. Combin-
ing perceptions and evaluation of the pro-
cess by the stakeholders with hard data such 
as student attainment in relation to the aver-
age and top national results and internation-
al comparisons, Slovenia is still struggling to 
establish a properly stable system of mainly 
self-evaluation of teachers and educational 
institutions.

Looking Back 

Reconsidering the Slovenian educational 
reform for the purpose of making recom-

mendations for Macedonia raises up three 
categories that we can label as mistakes, not 
good enough and good conceptualizations 
and implementations of the reform.

Mistakes during the reforms were numer-
ous, although the reforms are nowadays 
judged as mainly successful. 

• Expectations were not high enough. 
Exaggerations about overburdened 
teachers, pupils and parents with 
school work were immense. Compara-
tive data demonstrated that we are in 
the last 25% of countries in terms of the 
time spent in school, while we spend an 
average amount of time to prepare for 
school at home. 

• Insufficient number of school hours, 
especially for pupils in primary educa-
tion. The lack of teaching time shifted 
the method of teaching toward hasty 
and superficial learning. 

• Slovenia failed to promote an active 
learning approach. 

• Bologna prolonged undifferentiated 
university education to 5 years for all, 
damaged the quality of the second cycle 
of Bologna and used up public finances 
needed for other actions in the field of 
education. 

• After the reforms, a proper balance was 
lacking between general and vocational 
education. Slovenia is too focused on 
the perceived needs of the economy.

• Insufficient financial and decision-
making deregulation. Decentralization 
to the regions was not implemented. 

• Authorities did not focus on develop-
ing a few excellent M.A. and Ph.D. pro-
grams in Slovenia. 

• Decision makers did not conceptual-
ize and implement mechanisms that 
would stimulate the propulsive part of 
the economy to cooperate better with 
vocational education, universities and 
research institutes.

Not good enough elements include parts of 
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the reforms that were either not sufficiently 
well conceptualized or not implemented 
properly. Some of them today appear in a 
different light from how they were seen at 
the time of the reform.

• Equity and equality in education were 
the prime goals of the reform, and yet 
this did not sufficiently prevent educa-
tion from being a mechanism for repro-
ducing social inequalities. Slovenia did 
not start supplementary pre-primary fi-
nancing for deprived areas in the coun-
try and in the major cities. Another area 
of intervention was Roma education 
where programs were not ambitious 
enough and segregation is diminishing 
too slowly.

• Reorganization of the school network 
in secondary education. Maintaining 
secondary education centers around 
the country was a decision worth fol-
lowing, yet the quality of provision is 
also important.

• Slovenia did not succeed in diversify-
ing pre-primary programs to include 
shorter ones, or those with more in-
struction in language, music etc.

• The Ministry of Education launched 
a project “schools as community and 
youth centers” but nothing more was 
done.

• During the reform it took too much time 
to understand that workable proposals 
for alternative financial arrangements; 
optional subjects; additional instruc-
tional hours; schemes for computeriza-
tion etc., are far better ways of reaching 
agreement than seeking a consensus for 
the best possible solution. 

Good enough dimensions must be added to 
present a fair picture of the actions during 
the Reform.

• Social partnership was a key aspect of 
the reform and concepts, legislation, 
curriculum renewal, financing were all 
discussed with stakeholders. Industry, 
teachers, trade unions, school princi-
pals, experts, students, parents, politi-

cal parties, each of them participated 
according to their scope and interest, 
but as full partners with rights and ob-
ligations. 

• Increased investment in education was 
seen as both needed and possible. 

• External examination is a must. 

• Concept of internal quality assessment 
system with external data is critical.

• 10 years of step-by-step reforms guided 
by comparative evaluation and discus-
sion.

• Central and  local levels of government 
took combined responsibility for the 
improvement of standards in educa-
tion.

2 Lessons for Macedonia Too?                                                          
.

Education is a national opportunity and re-
sponsibility that is worth investing in. At 
the same time, some principles and actions 
are very important in the process of reforms. 
These include the development of analytic-
ally based, consistent and long-term goals. 
It is not possible to overestimate the im-
portance of goals in the process of reform. 
Reform that is not based on comparative 
knowledge and that does not contextual-
ize environmental and cultural differences 
will not bring improvement. Moreover, re-
forms require consensus.  It is better to in-
augurate less profound reforms that have 
a higher degree of consensus than deeper 
ones achievable only through the power of 
a political majority. Open, informative and 
informed communication with the media 
is, in this respect, important.

Educational reform must be based on social 
partnership. A structured arena that pro-
vides a degree of common interest, concep-
tualizations and policy measures that can 
produce a solid compromise in line with 
the values and interests of all stakeholders 
is needed to reduce the tensions that can en-
danger the very idea of reform.  Of course, 
teachers are crucial partners in this process. 
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If they are involved in reconsidering educa-
tion, if they are part of the formulation of 
change of the curriculum, then the needed 
degree of their ownership of the reform will 
be present.  Experts are also important. The 
leadership of the reforms should heed the 
views of national experts even if they be-
long to an opposing political or ideological 
view. In a small country, national expertise 
is both essential and not enough.  Trade 
unions as partners are also important. If 
they, and equally important, parents, take 
up the cause of educational reform, ac-
cepting and correcting, opposing where 
necessary, then the nation is a lucky one.  
Industry and other sub-systems of society 
are important, but they are often not genu-
inely interested in educational reforms that 
would bring long-term effects. 

The concept of reform also requires con-
siderable thought and effort. A compara-
tive approach and comparative studies of 
other educational systems are needed, but 
they have to be contextualized. Domestic 
experts working with foreign experts have 
to contextualize results to come to the con-
clusion that something is worth including 
in the reform. This applies as well to as-
sessment.  Structured, well-informed self-
evaluation should enable each educational 
institution to answer simple questions such 
as: how good are we; how do we know?

Educational reform requires resources.  
Substantial investment in education from 
5.5% of GDP upwards is a necessary com-
mitment. Resources should be invested in 
a number of areas, some of which are more 
important than others. Teachers’ salaries 
are critical, and they should be at least at 
the national average. They should be differ-
entiated according to years of experience, 
participation in training, quality of work in 
the classroom, etc. 

There needs to be a national standard for 
facilities, equipment and computerization. 
Computerization should never take place 
without properly trained teachers. In Slo-
venia the ratio of investment was one-third 
hardware, one-third software and one-third 

teacher training. General investment in 
teacher training must also be emphasized, 
and with the assistance of EU funds the op-
portunities for teacher training programs 
should be quite extensive. Funding must 
also be provided for students to enable all 
to learn effectively.  Subsidized childcare, 
meals, textbooks etc. are an important ele-
ment of equity and efficiency in education. 
In allocating them one should have in mind 
that socially deprived minorities such as 
the Roma are in real need of them and that, 
while the budget is limited, a targeted ap-
proach is the best way to use scarce resour-
ces. Early childcare with at least 50% of the 
population enrolled is necessary for equal 
opportunity.

3 Large Gains From EU 
Pre-and Post-Accession   

 Programs for Education   
 Require Domestic    
 Investments

EU programs such as Tempus, Erasmus, 
etc.; the Bologna and Copenhagen process-
es; cohesion funds, structural funds, region-
al cooperation – all of these supplement 
national resources devoted to education. 
However, experience shows that around 6% 
of GDP invested in education is a national 
precondition for successful participation in 
these opportunities. Investing in education 
and rearranging it into modern competitive 
education is one of the important condi-
tions for EU accession. 

Ideas and Question for Macedonia

The first question is whether the experi-
ences of Slovenia and those of Croatia, Es-
tonia, etc. are of any value to Macedonia.  In 
such a question there are several sub-ques-
tions:

1. Is Macedonia going to face similar for-
mal conditions, as did Slovenia in the 
pre-accession? 

The answer is: yes. The acquis for the field 
of education is not enlarging and it is easy 
to accommodate it. Moreover, Macedonia 
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can, and should, prepare for it in advance. 

2. The second question is whether the 
institutions and mechanisms needed 
to cope with the opportunities and 
demands of participating in EU pro-
grams, such as an open method of coor-
dination, life-long learning programs, 
student and teacher exchanges, partici-
pation in using cohesion and structural 
funds, and similar, are substantially 
changing? 

Here the answer is: no. And thus Mace-
donia’s experience is not going to differ 
substantially from those of Slovenia, Cro-
atia, Estonia, etc. 

Neither the passage of years since Slovenia 
joined the EU nor Slovenia’s better financial 
position is of real importance in the applic-
ability of these lessons for Macedonia.   Yet 
there is a point at which the possibility and 
usefulness of following the example of Slo-
venia does require careful analysis. Besides 
formal compliance with the acquis and 
the capacity and institution building that 
is needed for the participation in EU pro-
grams, each country must have a well func-
tioning, inclusive and competitive system of 
education that is at the same time also able 
to maintain the specific character of each 
nation’s culture. Here the differences are 
important. Macedonian culture, the ethnic 
structure of the nation, dilemmas and de-
cisions related to the Ohrid agreement and 
some other elements of context are country-
specific and are inscribed in the structure 
and functioning of education in Macedonia. 
In relation to them, an outside observer can 
see important elements of diversification in 
the system based on an ethnic basis. 

While this diversification is established and 
obviously needed and functioning, policy 
makers should, in addition to, and not in-
stead of, take special care to include elements 
that encourage an education that builds on 
common values, interests, hopes and miti-
gates the fears of all citizens, irrespective of 
their ethnicity. Mixed classes, joint presen-
tations, celebrations of national and ethnic 
days, feasts in both languages are just pos-

sible examples.  Indeed, one may question 
whether in the long run Macedonia will be 
well served by parallel, “separate but equal” 
educational systems organized along eth-
nic lines. Space should be made of schools 
where attendance would be voluntary and 
that would operate on a multi-lingual basis, 
available to all ethnicities, and attractive to 
students and their parents by virtue of spe-
cial programs and facilities that would fur-
ther the educational achievements of their 
students.

There is a number of elements of the Mace-
donian education system for which the 
international and comparative approach is 
needed. In changing education two mis-
takes can be fatal. One is copying arrange-
ments of systems that are higher ranked 
in different international rankings (PISA, 
TIMSS, etc.). The idea that it is possible to 
copy class size, syllabi, textbooks, etc., is 
dangerous because it may result in creat-
ing at considerable expense a process that 
can not transplant other elements that de-
termine the success of the system: teachers’ 
attitudes and values; students’ and parents’ 
values, interests, religious beliefs, work eth-
ics; their perception of the importance of 
education, etc. A second, and equally fatal, 
mistake is isolation of the national system 
of education. The idea that there is nothing 
to learn, or the idea that we have already 
learned all that is important, is dangerous 
because we lose the opportunity to improve 
our education by changing it through the 
study of successful approaches to common 
educational challenges and also by under-
standing where others “invested (some-
times immensely) into failure.” 

4 The Task Ahead   
                 .                                                          

Learning from good practices is beneficial, 
the EU supports it financially, and there 
are elements in Macedonian education that 
probably are worth reconsidering. Some of 
them have been reconsidered already and 
the authorities are planning to work on 
them. Others are partly resolved, yet it is 
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worth reevaluating them while preparing 
Macedonia for political, economic and so-
cial integration into the European Union. 

1. Pre-primary education. The enrollment 
of children in pre-primary education, 
which in Macedonia is around 20% or 
less of the age cohort, is far too low. In 
the next decade it must reach at least 
50-60 per cent. Without this growth, 
which should primarily include social-
ly deprived children, problems in pri-
mary and secondary education are un-
avoidable. As in some other countries, 
kindergartens in remote areas could be 
combined with primary schools. 

2. Higher education. Actions aiming at in-
creased enrolment in tertiary education 
should continue. Yet, two aspects are 
worthy of consideration in this respect:

» Greater institutional differentiation 
may yield a better use of resources 
and better meet student needs.  Cur-
rently there is an emphasis on uni-
versity education that may either 
shut students off from tertiary edu-
cation if they do not want a univer-
sity education or force them into uni-
versities even though the programs 
there are not consistent with their 
interests and needs. 

» It might be better to support vo-
cational colleges and professional 
higher education centers outside 
the capital city as well as computer-
based study and, only after careful 
examination of the quality of the 
staff, curricula and results, decide 
for a new university. Some studies, 
like medicine, law, etc., need even 
more reconsideration. With Europe-
an Quality assessment mechanisms 
in place, there is a danger that with-
out such a concentration of resources 
on quality, degrees obtained at cer-
tain universities are going to be con-
tested. 

3. Adult education, providing both formal 
degree programs as well as vocationally 
oriented non-degree programs would 

upgrade the labour force and engage 
the public’s support for education as 
well.   This could involve a programme 
of “Go for more than secondary educa-
tion” that would encourage adult learn-
ers to pursue a university degree on a 
part-time basis. “A computer in every 
village” is another possible and needed 
direction. While computers are actually 
in every village with a school, it would 
be worth stimulating students to com-
bine their efforts with teachers and 
extend ICT skills to the “generations 
from socialism.” Estonia is very good 
example of a “connected nation” and of 
a nation where schools did their share 
of the job. Another area where adults 
could benefit from internet-based or 
face-to-face instruction is in the study 
of foreign languages, which will be-
come all the more important with EU 
accession. 

4. Primary education. The results of 
TIMSS 1999, 2003 and PIRLS 2007 ques-
tion the efficiency of primary education 
in Macedonia. The results are too low 
in relation to the money invested in ed-
ucation. Due to this fact, there is a need 
for reconsideration of potential causes:

» Possible reasons for low attainment 
can rest in language differences in-
side the nation. Macedonia needs 
all its citizens, Macedonians, ethnic 
Albanians, Roma, etc. to have high 
cultural capital and high educational 
attainment.

» The attainment of students from 
socially deprived families may be 
needlessly low. Special measures that 
would improve the results of the so-
cially deprived are needed, and much 
of this depends on early childhood 
programs. Given the lag between the 
implementation of such programs 
and measurable results, the time to 
act is now. 

» There is need to raise public expec-
tations, especially of students and 
parents, related to the knowledge 
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students are expected to obtain from 
education rather than measuring ed-
ucational success only by the attain-
ment of a degree, regardless of how 
competitive that degree is in the Eu-
ropean space. 

5. The concept of general education is at 
least as important as is vocational edu-
cation, and the introduction of obliga-
tory upper secondary education does 
not resolve this problem.

6. Locally rooted vocational education in 
a time of globalization is a dangerous 
illusion. The worker of today and of 
the future can not expect a permanent 
working place as a qualified specialist 
in a narrow specialty. 

7. De-politicization of education. With 
respect to Macedonian education, one 
feature is in the forefront: the political 

elite in Macedonia are not capable of re-
straining themselves from interference 
in school management. De-politiciza-
tion of school boards and school prin-
cipals not chosen by national or even 
worse, local politicians, are necessary 
conditions for the future development 
of Macedonian education. 

 On the other hand, there is a place for 
wise and skillful politicians to inter-
fere: they can accept the duty to assure 
stable public finances that are going to 
reach more than 5% of GDP and then 
in a few years, to reach at least 5.5%. 
And yes, there is another engagement 
worthy of a real politician: to help to 
create a long-term consensus about the 
importance and the direction of educa-
tion in Macedonia.
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CHAPTER X

MIGRATION

introduction

the free movement of people and its impact on sending and receiving countries 
has been a controversial issue in the context of european union’s eastern 
enlargements in both the eu and in the new member countries. it is also a 
critical issue for Macedonia because of the large proportion of Macedonian 
citizens working abroad and the size of the remittances that they send back 
to their families in Macedonia. ultimately, as citizens of the eu, Macedonians 
will gain the right to work wherever in the eu they wish, but it is well worth 
considering what an interim labour mobility regime would look like and what 
the costs and benefits of the free movement of labour are likely to be for 
Macedonia.  

Macedonia’s pre-accession strategy should be to gain better information 
about migration and remittances so as to better understand the nature of 
migration and its costs and benefits for Macedonian citizens and also to help 
in formulating an effective negotiating stance vis-à-vis the eu; to facilitate 
migration in directions that  benefit both migrants and the country; and to 
move migration into channels that are legal and do not lead to the imposition 
of controls on the international movement of Macedonian workers.

1 The Impact of Migration on 
the Economy and Society   

 of Sending Countries:   
 General Considerations

Migration influences sending countries 
mainly through changes in labour supply, 
the alleged loss of educational investments 
through brain drain, and remittances. While 
the emigration of labour leads to a decrease 
in the labour supply, the economic impact 
of migration depends on factors such as 
the age structure and skills of emigrants as 
well as on the labour market situation in 
the home country. As people leave to work 
abroad, domestic output may decline if emi-
grants cannot easily be replaced by similar-
ly skilled workers. An increasing demand 
for labour in sending countries may lead to 

rising wages, which may further hamper 
export competitiveness. 

Because migrants often leave specific re-
gions in sending countries, the overall ef-
fects of labour movements will not be dis-
tributed equally throughout the country. In 
this context, the efficiency of home coun-
tries’ labour markets plays a key role in de-
termining the outcome of labour migration. 
The emigration of highly skilled persons is 
commonly described as ”brain drain” and it 
is viewed negatively by sending countries.  

However, such highly skilled migrants may 
be underemployed in their home country; 
they often return home with the experience 
of working in a foreign country so they may 
earn higher wages or they may become self-
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employed. In addition to new skills, valu-
able managerial experience, entrepreneurial 
know-how and access to global networks, 
returning migrants may bring venture cap-
ital, enhancing economic growth and wel-
fare at home. Migrant remittances reduce 
poverty and spur economic development. 
Finally, remittances are the second-largest 
source of financial flows to countries with 
large numbers of migrants abroad, second 
only to FDI and generally higher than de-
velopment aid. 

In evaluating labour migrations from EU-8 
countries and their impacts on sending re-
gions in the longer run, out migration has 
to be related to demographic developments 
in these countries. In the EU-8, the popula-
tion is declining even faster than in EU-15 
countries, and a number of EU-8 states such 
as Hungary, the Czech Republic, Slovakia 
and Slovenia have already turned into net 
immigration countries.

2 Migration Experience of 
Transition Countries That   

 Have Joined the EU in 2004  
 and 2007

As part of the EU’s enlargements in 2004 and 
2007, a transition period of restricted labour 
migration from the accession countries 
was introduced for a maximum of 7 years 
(2+3+2). After May 2004, all EU-15 states ex-
cept for the UK, Ireland and Sweden intro-
duced restrictions with respect to the ad-
mission of East European labour migrants. 
The imposition of transition arrangements 
in 2004 in the form of welfare and labour 
market entrance restrictions demonstrated 
that most EU-15 countries were more con-
cerned with the domestic risks of immigra-
tion than with its opportunities. 

Two years later, in 2006, the majority of 
EU-15 countries abolished or relaxed migra-
tion restrictions. However, when Bulgaria 
and Romania joined the EU in 2007, the ma-
jority of EU-15 countries, this time includ-
ing the UK and Ireland, restricted the im-
migration of workers from these countries 

into their labour markets on the basis of the 
2004 transition arrangements. In its acces-
sion negotiations, Macedonia should thus 
consider not only what restrictions old and 
newer EU members might wish to apply to 
Macedonian migrants but also what tem-
porary restrictions Macedonia may wish to 
apply to migrants from neighbouring coun-
tries that may be joining the EU at the same 
or nearly the same time. 

The share of the working age population 
from the EU-8 states in the EU-15 is small. 
It was 0.4% in December 2005 as compared 
to 0.2% in 2004. Some EU-15 countries, such 
as the UK and Ireland, received an above 
average share of immigrants from the EU-8, 
as did Italy, Spain, Norway, Germany and 
Austria. In absolute numbers, the most im-
portant sending country was Poland, fol-
lowed by Slovakia and the Baltic states. 
The World Bank estimates that in Slovakia, 
Poland and Estonia approximately 1% of 
the working age population moved to the 
EU-15 between May 2004 and December 
2005. Lithuania lost 3.3% of its working-age 
population and Latvia 2.4%. 

Unemployment rates decreased consider-
ably in the Baltics after 2004 and in Poland 
after 2006, particularly among younger 
people, and some studies attributed this at 
least in part to migration. At the same time, 
the number of unfilled job opportunities 
increased in the Baltic States and Poland, 
and construction, health care, retail sales, 
services and, in Poland, agriculture ex-
perienced labour shortages. In the Baltics, 
average wages grew remarkably between 
2004 and 2006, while in Poland only specif-
ic sectors, primarily health care, construc-
tion and agriculture, were characterized by 
wage increases. The extent to which these 
wage movements were due to migration is 
unclear.  

The emigration of highly skilled people had 
evoked great concerns in EU-8 countries 
prior to enlargement. For example, med-
ical professionals from Poland, Lithuania 
and Estonia moved abroad in relatively 
high numbers. Furthermore, a considerable 
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emigration potential exists among phys-
icians and nurses in Poland as well as in the 
Baltics. In these countries, the emigration 
among professionals in the health care sec-
tor is expected to result in adverse econom-
ic effects and in a corrosion of the health 
sector at home. However, some studies ex-
pect a growing emigration of skilled labour 
from EU-8 countries to raise the wages of 
the remaining skilled workers and there-
fore to stimulate education among those 
who stay behind. 

While the outflow of skilled workers would 
lower growth, positive effects on growth 
in the longer term would be expected from 
greater numbers of better-educated work-
ers at home. Moreover, many migrants 
have returned to their countries of origin, 
bringing valuable skills and resources with 
them. In Latvia, return migrants earn high-
er wages compared to people who stayed 
at home. In Albania, return migrants more 
often become managers or self-employed 
after their return than do people who had 
not emigrated, but in Hungary, only female 
labour migrants received a wage premium 
after returning, while male migrants do not 
benefit from stays abroad.

The outflow of labour is accompanied by 
an inflow of remittances. The World Bank 
found an increase of remittances in Poland 
by 164%, in Latvia by 279%, in Lithuania 
by 541% and in Estonia by 788% between 
2003 and 20063.  Although Poland received 
4.36 billion USD in remittances in 2006, the 
share of remittances in GDP amounted only 
to 1.3%. In the Baltic States the percentage 
of remittances in GDP was 2.6% in Estonia, 
2.5% in Latvia and 2.1% in Lithuania. Stud-
ies show that investment as well as private 
consumption increase following the re-
ceipt of remittances, including  a tendency 

3  Official data on remittances include bank transfers, 
non-banking money transfer operators and post office 
transfers. Other important channels for remittances, 
such as cash and commodity transfers or the use of 
informal money transfer services are not taken into 
account. This results in a potentially large underesti-
mation of remittances in official data.

to invest in human capital, either by the 
migrants themselves or by their children. 
Migration from EU-8 countries thus influ-
ences social relations and educational pros-
pects at home. Anecdotal evidence points 
to changing family structures and gender 
roles. The emigration of female household 
members led to decreasing family cohesion 
and child welfare at home, but female mi-
grants pay more for the education of their 
children and for improved private con-
sumption and housing.

3 Migration and Remittances 
in Macedonia: Experience   

 and Perspectives

At present, Macedonia is a migrant receiv-
ing, sending and transit country, although 
none of these flows is particularly high ac-
cording to official data. Because Macedonia 
is a comparatively small country, migration 
movements can be expected to have notice-
able economic and social effects. Further-
more migration may also have an impact on 
the ethnic composition of the country and 
on ethnic relations. Macedonia has a long 
emigration history, including ethnic Mace-
donians as well as citizens of today’s Mace-
donia belonging to other ethnic groups, 
mainly ethnic Albanians. 

Since the end of the nineteenth century, a 
considerable number of people have left 
what is now Macedonia for Western Euro-
pean and overseas destinations. At the turn 
of the 20th century the main destinations 
were overseas countries, such as the United 
States, Australia and Canada. After World 
War II, Macedonians took part in guest 
worker flows to Western European destin-
ations, above all to Switzerland, Germany 
and Austria. Most labour migrants in that 
period were male, and a sizeable part be-
longed to the ethnic Albanian community. 

Officially-registered emigration and im-
migration flows in Macedonia have been 
comparatively low since independence. 
The majority of immigrants to Macedonia 
came from neighbouring countries, such as 
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Albania, Serbia and Montenegro. Presum-
ably, migration figures in general are under-
reported, as only those persons are counted 
as migrants who have officially registered 
their migration activities. In most cases, 
those who leave and (re)enter the coun-
try for temporary work or studying do not 
register, while illegal migration is only ex-
ceptionally recorded4. 

In Macedonia, little information on the mo-
tivation and characteristics of emigrants 
exists. In 2007, a survey was conducted 
with 1,046 respondents representing Mace-
donian households that receive remittances 
from abroad. This research found the wish 
to earn a higher income, an unsuccessful job 
search at home and better living conditions 
abroad among the most important reasons 
for emigration. Only a small minority of 
emigrants (3.3%) left Macedonia because 
of educational motivations. More than half 
of all emigrants in this study worked in 
three European countries, namely in Ger-
many (19.3%), Switzerland (18.5%) and 
Italy (17%). The USA (12%) and Australia 
(10.5%) were also relevant destination re-
gions. Many respondents (42.9%) had been 
away for more than 10 years, while a quar-
ter (25.9%) had resided outside the country 
between 6 and 10 years. According to the 
survey, approximately 25% of emigrants 
had a college degree or a higher educa-
tion, while 56.3% were occupied as manual 
workers abroad. Because this research was 
not concerned with current emigrations, no 
conclusions on brain drain in Macedonia 
can be drawn. 

A study of highly skilled labour emigra-
tion from Macedonia found striking results 
regarding migration. According to this re-
search, nearly 15,000 Macedonians with 
tertiary education resided outside the coun-
try in 2002, representing more than 15% of 
Macedonians holding a university educa-
tion. This suggests that highly skilled emi-

4  In 2005, for example, it is reported that 2,050 
Macedonian citizens were readmitted to Macedonia 
from Western European countries after they had il-
legally crossed the borders.

gration from Macedonia is basically perma-
nent and increased in the 1990s. This is 
confirmed by the fact that the total number 
of researchers in Macedonia decreased by 
8.6% between 1997 and 2003. Although 2007 
labour market data reveal a certain short-
age of highly educated persons especially 
in technical science, it is not clear if this is 
related to recent emigrations. Comprehen-
sive data on the stock of skilled migrants 
in OECD countries showed that 19.6% of 
Macedonian migrants had at least tertiary 
education. These data confirm a rather high 
educational attainment by a part of the 
Macedonian Diaspora in OECD countries.

The tendency of educated Macedonians to 
emigrate is not a phenomenon of the past. 
Approximately 85% of university students 
report they plan to leave the country after 
having finished their studies. Next to eco-
nomic motivations, unfavourable educa-
tional and research conditions as well as 
little expectation of an improvement in this 
situation in the future were given as rea-
sons. 

In this regard, the desire to work abroad ex-
tends beyond the highly educated and mo-
bile, such as university students, to the rest 
of the population. The UNDP’s Macedonian 
Early Warning Report 2007 discovered that 
0.1% of ethnic Macedonians were tempor-
arily working abroad in 2007, while 1.3% 
of ethnic Albanians and 3.7% of other na-
tionalities in Macedonia did so. Males were 
to a much higher degree (1.1%) involved in 
temporary labour migration than females 
(0.2%). When asked where respondents 
would see their future and that of their chil-
dren in terms of employment, 22.9% of eth-
nic Macedonians, 15.7% of ethnic Albanians 
and 38.5% of other nationalities answered 
they would like to work abroad. 

There is increasing pressure for economic-
ally motivated emigration due to large dif-
ferences in income between Macedonia and 
nearby EU countries. In 2007, for instance, 
the GDP per head in Macedonia amount-
ed to 27% of that in Greece and to 71% of 
that in Bulgaria, thus providing solid mi-
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gration motivation. Furthermore, the high 
unemployment rate in Macedonia, which is 
particularly prevalent for ethnic Macedon-
ian Albanians and Roma, acts as a push fac-
tor. Emigration to EU countries is supported 
by Macedonian communities abroad, 
whose assistance lowers the cost and risk of 
migrating. Against this background it is not 
surprising that the Macedonian Early Warn-
ing Report 2007 found people in Macedonia 
relating the EU accession of the country to 
better migration options. When asked what 
changes Macedonia’s European Union 
membership would bring for respondents, 
22.5% of ethnic Macedonians, 44.1% of 
Macedonian Albanians and 32.8% of other 
nationalities answered that it would im-
prove the opportunity to work abroad.

Currently, Macedonian emigration move-
ments are severely restricted by legal meas-
ures on the part of receiving countries. In the 
EU, migration policies still control the in-
flow of (labour) migrants from Macedonia. 
Although the EU may not be especially con-
cerned by potential labour migration from 
Macedonia because of its comparatively 
small population, temporary restrictions on 
labour movements might nevertheless be 
imposed. This might be mainly the case for 
those countries with a relatively high Mace-
donian immigrant population, such as Ger-
many, Austria and Italy. 

Because of its long migration history, remit-
tance flows into Macedonia are large but 
difficult to quantify. Official data signifi-
cantly underreport actual money transfers, 
as many migrants send remittances via in-
formal channels. A recent World Bank report 
argued that unrecorded remittances may at 
least add 50% to officially counted flows. 
According to official data, which include 
workers’ remittances and compensation of 
employees, remittances to Macedonia have 
steadily grown from 52 million USD or 1.4% 
of GDP in 2001, to 3.9% or 249 million USD 
in 2006. Compared to foreign direct invest-
ments (FDI), the inflow of remittances was 
higher between 2002 and 2005. In addition, 
foreign direct investments were much more 
volatile. It is remarkable that the country 

received a substantial and increasing in-
flow of remittances although a considerable 
part of the Macedonian Diaspora has been 
abroad for a comparatively long period. 
This indicates that Macedonian emigrants 
keep up strong ties with their home coun-
try and are willing to support their families 
back home.

Under IMF definitions, official remittances 
include migrants’ transfers in addition to 
workers’ remittances and compensation of 
employees. This figure cannot be calculated 
in the case of Macedonia because the Mace-
donian National Bank records migrants’ 
transfers as part of cash exchange that also 
incorporates payments for unrecorded trade 
and services. An estimation that included 
all three remittances categories found re-
mittances in Macedonia to amount to 15.2% 
of GDP in 2004. This put Macedonia in 8th 
place among 25 countries in Eastern Europe 
and the former Soviet Union. A 2007 survey 
shows that only 38.6% of remittances were 
sent home by formal money transfers (for 
example through Western Union) or bank 
transfers. In most cases (44.4%) labour mi-
grants physically transported their money 
back home. Apparently, the dependence on 
remittances is a persistent issue in Mace-
donia, as nearly 62% of remittance-receiv-
ing households relied upon these sources of 
income for five years or more. The survey 
also revealed that remittances were mainly 
used for current consumption (74.1%) fol-
lowed by savings (13.7%) and construction 
and maintenance of houses (14.5%). Less 
important were investments into business 
start-ups (2.6%), real estate (0.7) or port-
folios (0.3%). 

4 Policy Recommendations                      
.                                                      

Migration behaviour as well as the sending 
and the use of remittances are to a great ex-
tent based on private decisions that are par-
ticularly difficult to influence by state policy. 
In the context of migration and remittances, 
governments are commonly most interest-
ed in enhancing the opportunities from mi-
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gration and remittances for their countries 
and in reducing the risks. Referring to this 
aim the Macedonian government faces the 
following challenges:

• Government policies with respect to 
migration and remittances require 
comprehensive information. In Mace-
donia, data on migration are lacking. 
Emigration and immigration flows 
are not completely recorded. No good 
information on the education, the re-
gional background, the ethnic affilia-
tion and the gender of emigrants and 
immigrants exists. This is likewise 
the case for the Macedonian Diaspora 
abroad. Furthermore, the inflow of re-
mittances is not documented according 
to the standards of the IMF, and there 
is no solid information on the transfer 
and use of these funds. Surveys are also 
needed to get a better understanding of 
migration patterns and of the impact 
of, and motivation for, remittances.

• In Macedonia there are indications 
that the migration of skilled individu-
als could increase with EU accession. 
To address the migration of highly 
educated people, one option is to acti-
vate the resources of the highly skilled 
Diaspora, i.e., to support the retention 
of knowledge-based links between 
skilled migrants and R&D institutions 
at home (see for example the TOKTEN 
– Transfer of Knowledge Through Ex-
patriate Nationals – programme of the 
United Nations). 

• Another approach is to promote brain 
circulation, i.e. encouraging highly 
skilled persons who have gone abroad 
for some years to return. In this context, 
policies such as training, tax breaks and 
sustaining migrants’ social entitlements 
while abroad should be considered. To 
reduce brain drain among young high-
ly-skilled persons, they might be en-
couraged to stay by improving salaries 
and working conditions in R&D insti-
tutions at home (see the joint UNESCO 
and HP project to reverse brain drain in 
Macedonia) while at the same time en-
couraging short-term research stays at 

foreign research facilities.  

• However, these initiatives have only a 
chance if human rights, democracy as 
well as economic and political devel-
opment do not deteriorate in the home 
country. In any case, disincentives to the 
emigration of highly skilled individu-
als are likely to have negative effects 
on Macedonia, especially if appropriate 
work at international salaries work for 
educated individuals is not available in 
Macedonia. Disincentives to migration 
reduce the welfare of those who could 
earn higher incomes aboard, reduce 
remittances, and by reducing the pri-
vate return to education in Macedonia, 
create a disincentive to acquire human 
capital among all Macedonians. More-
over, given the great interest in, and 
strong motivation for, migration noted 
above, such restrictions are likely to be 
politically unpopular. 

• In any case, as the Education Chapter 
points out, higher education will be-
come more internationalized within the 
enlarged EU, and Macedonia’s univer-
sity students and professors cannot be 
left out of this process. Since Macedo-
nia has a long history of skilled-worker 
migration, it may be entirely rational 
for Macedonian families to pay taxes to 
support good education for their chil-
dren, while at the same time expecting 
that the returns to that education will 
be maximized if their children migrate, 
at least for some part of their working 
lives. 

• Because Macedonia is an accession 
country of the European Union, mi-
gration relations with European Union 
countries are of particular importance. 
Moreover, Macedonia has a meaning-
ful Diaspora in the European Union. In 
this context Macedonian policy should 
consider the suggestions of a recent 
green paper by the European Commis-
sion on the management of economic 
migration. Among other suggestions 
this paper proposed:

» improving the dissemination of infor-
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mation and advice on legal labour mi-
gration procedures and on the risks to 
irregular migrants;

» encouraging  brain circulation of the  
highly skilled;

» including low skilled labour into cir-
cular schemes by developing a frame-
work of bilateral labour arrange-
ments;

» ensuring the protection and support 
of migrant workers according to in-
ternational standards.

Cooperation with the European Commis-
sion on this basis could yield a smoother 
evolution of future migration relations after 
enlargement, finally leading to the free 
movement of workers.

• With respect to remittances, efforts 
should be made to improve official 
channels for sending remittances, to 
increase trust in these channels and to 
lower transaction costs.  Research in 
Macedonia suggests that remittances 
are predominantly spent for consump-

tion, thus most likely supporting poor 
households. To attract further remit-
tances from migrants abroad and to 
enhance the development impact of 
remittances Macedonia should estab-
lish special financial products for the 
Diaspora.

• Furthermore, matching funding 
schemes for remittances with respect to 
business-start-ups, low cost housing or 
projects of Home Town Associations (or 
Migrant Associations) should be devel-
oped. Given the importance of migra-
tion and remittances to the Macedonian 
economy, maintaining strong cultural 
and economic relations with migrants 
and the Macedonian Diaspora should 
be an important concern for Macedo-
nia’s foreign policy and for its embas-
sies aboard. 

To date, comparatively little experience 
exists on how the described policies might 
function in the context of South-eastern 
European transition economies. Thus a 
thorough evaluation of migration and re-
mittance patterns is a precondition for the 
proper development of these measures.
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CHAPTER XI

SOCIAL INCLUSION

introduction

the eu social inclusion agenda is a core pillar of what is often referred to as 
‘social europe’. thus the accession process for Macedonia means becoming 
part of a unique social agenda with specific socio-economic visions, 
institutional and regulatory arrangements, and policy frameworks.  in recent 
years the eu has accelerated its effort to strengthen the social dimension of 
eu integration, and, since 2000, the eu has established a more ambitious and 
proactive social agenda, manifested in the continuous expansion of social 
acquis, the introduction of the open Method of Coordination in the field of 
social inclusion and social protection, a new emphasis on the sustainability 
of public expenditures, and the adoption of a wider social agenda called the 
”renewed social agenda.” this reinvigorated social agenda is built around 
the three pillars of opportunities, access and solidarity.  

the accession reports continue to be particularly outspoken, and in 
some places critical, of the slow progress made in the field of inclusion 
by accession countries. Consequently, social inclusion will be a major 
public policy concern in the course of Macedonia’s accession because of 
its high unemployment and poverty rates. effective social inclusion policies 
require continuity and capacity-building, and Macedonia will have to carry 
out a comprehensive review of its domestic policies and align them with 
the european agenda. this will require that the government safeguard the 
continuity of policy direction, policy-making and administrative capacity. it 
is also essential that pre-accession funds be utilized fully and effectively in 
order to prepare for the social inclusion agenda that the eu requires.  this 
is precisely the ultimate challenge of the accession process, to understand 
the eu social agenda and to integrate that agenda into domestic policies in 
Macedonia. 

1 Translating the European 
Social Agenda Into    

 Domestic Policies: Policy   
 Considerations

The task Macedonia faces is how to trans-
late the EU’s social agenda into its own do-

mestic arrangements and ways of doing and 
thinking about social inclusion. Moreover, 
social policy will have to be strongly con-
nected to other policy areas. For example, 
the European Commission has argued that 
many new member states have struggled 
to develop a comprehensive strategy to 
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ing and to manage projects. 

The reshaping of Macedonia’s social inclu-
sion policy will have to be tied very closely 
to the EU’s social agenda. 

Fight Against Poverty and Social 
Exclusion

Since 2000, the Member States are rigorous-
ly scrutinized for their efforts and effective-
ness in fighting against poverty and social 
exclusion. As the Joint Inclusion Memoran-
dum (JIM) process has started, Macedonia 
is facing five major difficulties in this re-
spect:

1. There is no National Anti-Poverty or 
Social Inclusion Strategy.

2. There is no nationally accepted or ad-
opted definition of social exclusion.

3. There is a lack of available data on pov-
erty and exclusion.

4. There are no monitoring or evaluation 
systems in place to look at the impact of 
public policy efforts to reduce poverty.

5. Current policy priorities (target groups 
identified) are very narrowly defined.

 Although the Joint Inclusion Memoran-
dum will help to outline key national prior-
ities, creating a separate National Anti-Pov-
erty Strategy, as Poland did, for example, 
to build political momentum and support 
for the fight against poverty and to dem-
onstrate a concerted effort and a compre-
hensive policy strategy will benefit Mace-
donia’s accession efforts. Work has begun 
to frame a National Coordination Mech-
anism for Social Inclusion. However, the 
shortage of data, the lack of a definition of 
poverty, and the shortage of local expertise 
represent a major barrier to this work. Al-
though the Ministry of Labour and Social 
Policy recognizes that such a strategy needs 
to be comprehensive, framing such a policy 
is a complex and difficult task, and there is 
a strong need to offer adequate support and 
resources to the Ministry.

Formulating a comprehensive national 

promote employment that provides an in-
tegrated framework of macroeconomic 
policy, employment, education and social 
inclusion. 

Inter-ministerial coordination has been 
poor in almost all new member states, al-
though there are some useful examples of 
best practice.  For example, in Hungary, in 
order to promote absorption of European 
Regional Development Funds (ERDF) for 
social inclusion projects, Regional Social 
Policy Centers were established at the NUTS 
II level. These were then responsible for 
running innovative and ERDF-compatible 
projects in the social sector.  These Centers, 
through their research activities, have also 
highlighted the territorial and geographic 
aspect of social exclusion and initiated new 
policy measures to tackle social exclusion in 
remote rural areas.

During the accession process, public and 
private institutions, NGOs, and profes-
sionals in the field of social inclusion will 
play a very important part in obtaining 
and spending EU Funds and participating 
in EU initiatives. Policy makers working in 
the Ministry for Labour and Social Policy 
will play a crucial role in orchestrating the 
interactions between the EU and these do-
mestic actors. In this process it is important 
that policy-makers’ work makes full and ef-
fective use of pre-accession funds. 

The accession process will put increasing 
pressure on available public funds for ad-
dressing social needs and responding to 
old and new social risks and target groups. 
It is essential that EU funds are utilized 
well and that the absorption rate of these 
funds be sufficiently high. High absorption 
provides additional resources for the fight 
against poverty and social exclusion and 
offers an important learning experience for 
participants, preparing them to apply for 
Structural Funds later on. Although there is 
very little available evidence on how pre-
accession funds have been used for social 
inclusion purposes in the New Member 
States, a common problem has been the lack 
of institutional capacities to apply for fund-
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strategy, as Bulgaria did in 2003 before they 
signed the JIM, creates a proactive rather 
than a reactive approach to social inclu-
sion and reconsiders previous policy pri-
orities in the light of the EU social agenda. 
This work could also identify the need for 
new indicators, support the preparation for 
the adoption of the Laeken indicators, and, 
most important, establish a clear definition 
of poverty and social exclusion. Many New 
Member States have adopted ”national 
minimum income” schemes, identified tar-
get groups that have fallen outside of social 
protection systems (such as old people who 
do not qualify for pension or residents who 
do not have citizenship and therefore do 
not qualify for health care, etc.) and shifted 
their attention to new risk factors that con-
tribute to the deepening of poverty. The four 
target groups identified by the Ministry of 
Labour and Social Policy in its 2004 Policy 
Paper (drug users, street children, victims 
of family violence and homeless) are over-
ly narrow in their focus, miss other major 
target groups and fail to address the multi-
dimensional aspect of poverty and social 
exclusion. Some of the key challenges, con-
sidering the limited public resources avail-
able for social policy, will be to:

• improve the effectiveness of social pro-
tection systems through better enforce-
ment of  contribution payments, bet-
ter targeting of benefits, and creating 
a stronger link between social benefits 
and active job search;

• improve social services by offering 
quality training to social workers and 
other professionals, freeing SWCs from 
bureaucratic pressures, responding to 
local demands and offering quality ser-
vices;

• identify new and important target 
groups. Based on the Slovenian experi-
ence, it is almost certain that Macedo-
nia will be questioned about the 70,000 
people above the age of 65 who are not 
covered by pension benefits and the al-
most 200,000 people who are not cov-
ered by health insurance.

A further advantage of adopting a National 

Anti-poverty or Social Inclusion Strategy 
would be that it could focus public resour-
ces to create a transparent financial frame-
work for the fight against poverty. Many 
New Member States have been heavily 
criticized by the European Commission for 
not making financial commitments trans-
parent in their social inclusion action plans, 
and therefore compromising the imple-
mentation of these Action Plans. A lesson 
for Macedonia here is that the European 
Commission has gained a great deal of ex-
perience in reading between the lines in 
terms of the range of strategic documents 
produced during the accession process and 
is able to make good judgments about their 
financial soundness, political commitment 
and policy coherence.

Child Poverty

In March 2006, the European Council asked 
Member States ”to take necessary steps to 
rapidly and significantly reduce child pov-
erty and give all children equal opportun-
ities, regardless of their social background.“  
Macedonia suffers from a very high rate of 
child poverty. An estimated 32.4% of chil-
dren aged 0-6 live in poverty, and these fig-
ures are even worse for Roma and children 
living in rural areas. Fighting child pov-
erty should be considered part of a broader 
agenda of human investment in the future. 
There are many good examples of effect-
ive programs directed toward child pov-
erty in EU Member States including school 
free meal programs, ”Sure Start” to support 
children from disadvantaged backgrounds, 
and investing in kindergartens. The lat-
ter is particularly important in Macedonia 
where it is estimated that only around 13% 
of the children aged 2-6 are enrolled in kin-
dergartens and only 33 out of 84 municipal-
ities have a public nursery or kindergarten. 
As fertility rates are low, it is important to 
consider child- and family-friendly policies 
including the reconciliation of work and 
family life. It is also important to prevent 
early school leaving and to tackle youth un-
employment. The emphasis on child pov-
erty and children’s rights can be clearly seen 
in the 2008 EU Progress Report, which finds 
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that, “further significant efforts are needed 
to adopt reforms in line with international 
instruments such as the UN Convention 
on Rights of the Child.” Implementation 
of the 2006 action plan for the protection of 
children’s rights has been slow, and  17% 
of children are not covered by the public 
health insurance scheme, 90% of children 
do not attend pre-school and 37% do not 
attend secondary school; the figures for 
Roma, ethnic Macedonian Albanian and/
or children from deprived backgrounds are 
particularly high. The number of families 
living below the poverty line has not de-
clined and a strategy to reduce poverty is 
missing. Juvenile delinquency is very high 
whilst the law on juvenile justice has not 
yet entered into force. 

The Protection of Ethnic Minorities

The Commission criticized Macedonia for its 
treatment of minorities. In the 2008 Progress 
Report, concerns were raised about the nega-
tive trends in school segregation, the lack of 
progress in supporting the social integration 
of Roma communities, and intensified inter-
ethnic conflicts in some areas. As 35.8% of 
the total population is a member of an eth-
nic minority, the social inclusion of ethnic 
minorities is likely to remain a core social 
agenda for the Accession process.  Therefore 
efforts in both promoting inter-ethnic dia-
logue and social inclusion at the same time 
will be essential. Macedonia’s Roma integra-
tion programs seem to be going well, based 
on a strong coordination mechanism, the ef-
fective implementation of the projects and a 
system of evaluation. This policy area clear-
ly builds on international best practices and 
international cooperation.

Previous accession experience shows that 
the Commission has been very critical of this 
aspect of the Accession process. The 2006 
Progress Report reported limited progress 
on social inclusion and the protection of 
ethnic minorities in both Romania and Bul-
garia. The Roma issue has been raised in all 
countries. The particular measures that for-
mer accession countries have taken and that 
received positive appraisal from the Com-

mission include:

• Romania has been praised for its edu-
cational programs including changes in 
school curriculum, training of teachers, 
participation of parents, for its initiatives 
to employ ”health mediators” to address 
the poor access of Roma communities to 
health care facilities and professionals, 
and  for its effort to promote Roma em-
ployment by organizing job fairs.

• Bulgaria has been praised for the intro-
duction of mandatory free-of-charge 
pre-school preparation, and for adop-
tion of the Framework programmefor 
Roma housing.

Criticisms from the Commission have main-
ly focused on the following issues:

• The lack of legislative reforms in key 
areas such as employment, health and 
education; 

• The lack of financial support for educa-
tional desegregation ;

• The lack of efficient implementation 
and enforcement of anti-discrimination 
laws;

• The placement of Roma children with 
mainstream mental ability in special 
schools. 

What is critical in terms of the protection of 
minorities from the EU’s point of view is that 
legislative frameworks should be in place, 
their implementation enforced, and addi-
tional programs running efficiently using 
available funding programs. It is also im-
portant that, due to the very diverse needs of 
ethnic minorities living in Macedonia, such 
as ethnic ethnic Albanians, Roma and others, 
each ethnic minority’s needs should be as-
sessed separately and appropriate measures 
put in place. Ethnic minority issues are how-
ever, not simply a ”policy” agenda; they re-
quire political commitment and wider pub-
lic support. This could be vastly improved 
by inter-ethnic dialogues based on cultural, 
media-based, and education-based initia-
tives.
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Reconfiguring and Rethinking the Language 
of Inclusion

A common, but often neglected, aspect of 
social inclusion in post-communist coun-
tries is that the language used to label vul-
nerable social groups is outdated, stigma-
tizing and detrimental to the prospect of 
a more inclusive society based on respect, 
tolerance and solidarity. Based on old peda-
gogical and medical paradigms – such as 
”defectology” – is still being used in Mace-
donia – as in Croatia a few years ago. Ac-
cession offers an excellent opportunity to 
modernize and update key terms used in 
the field of social inclusion, not just in terms 
of reviewing legislative and policy-making 
documents and removing and rephrasing 
old discriminatory terms (as in Hungary for 
example), but also reflecting more broadly 
on the existing terminologies and making 
them reflect a more European vocabulary 
that emphasizes activism, dynamics, and 
prevention. 

2 Social Inclusion in the 
Context of Macroeconomic   

 Policies

A critical outlook on social inclusion choices 
and policies needs to consider the broader 
socio-economic decisions that governments 
make in the context of rapid economic tran-
sition and European integration.  Clearly, 
economic performance and international 
competitiveness play an important role in 
determining the incidence of poverty, the 
incomes of minorities and overall living 
standards, but economic growth alone can-
not solve all problems of poverty and social 
inclusion. Some governments, such as Es-
tonia, Latvia, Lithuania, and later Slovakia, 
opted for low welfare spending,  low taxes, 
strongly deregulated labour markets and 
widespread liberalization in an effort to 
spur economic growth. 

The Baltic States have, indeed, had strong 
employment growth. In fact, among all the 
New Member States, only they have been 

able to improve their employment rate be-
tween 1998 and 2007, and unemployment 
has fallen to around 5% in all three. Such 
economic growth, accompanied by job cre-
ation, is a favourable development, but the 
Joint Report on Social Protection and So-
cial Inclusion (2007) notes that those coun-
tries nevertheless continue to have ”huge 
social inclusion needs” reflected by high 
poverty rates, income inequalities, high in-
work poverty, low minimum wages, low re-
placement rates of pensions, poor targeting 
performance of social benefits, and under-
funded health care and social services. 

Poland and Hungary emphasize economic 
competitiveness through workforce flex-
ibility and employability as the means to-
ward better economic performance. Both 
have relatively high levels of government 
expenditures, but these are not well tar-
geted. As a result, in Poland, income and 
consumption inequalities have risen while 
poverty remains stubbornly high. The rate 
of working poor is also the highest in the 
EU. Health care institutions are heavily in-
debted, and patients face long waiting lists 
(Joint Inclusion Report, 2007).  An active 
employment policy is absent, and passive 
labour market policies tend to be under-
funded. The Polish welfare state is very 
much oriented towards pensioners, and it 
spends disproportionate amount of social 
expenditures on them at the expense of 
other social services. 

In Hungary similar distortions can be seen.  
The Hungarian labour market is stagnant. 
Despite considerably more policy attention 
given to labour market policies, the employ-
ment rate was only 57% in 2007, while some 
reports suggests that it has fallen to 54% in 
2008, one of the lowest in the EU. Regional 
labour market differences are the second 
highest in the EU (Joint inclusion Report, 
2007). There are also very significant edu-
cational inequalities in Hungary. Finally, 
Hungary is considered a high risk Member 
State in terms of pension sustainability. Al-
though social spending has been relatively 
stable, welfare policies are inconsistent. 
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In both countries, the ”social” remains 
fragmented, volatile and subject to ad hoc 
economic policies or politically motivated 
interventions, rather than a being a coher-
ently run welfare policy based on strong 
political commitment to a “Social Europe.” 
The Polish and Hungarian examples show 
that it is important to build a coherent re-
gime rather than using ad hoc and short-
lived policies based on temporary political 
alliances. Welfare policies in these countries 
are used to satisfy certain political groups 
such as pensioners, the middle class, war 
veterans, etc., but this creates both inclu-
sionary and exclusionary patterns and does 
not perform well in terms of improving the 
social situation of vulnerable groups.

Like Hungary and Poland, Slovenia and 
the Czech Republic have relatively large 
government sectors and the highest social 
spending in the region. But better and more 
consistent policy formulation and imple-
mentation has led to more efficient inter-
ventions toward vulnerable groups. As a 
result, both Slovenia and the Czech Repub-
lic have the lowest poverty rates not only 
among the New Member States, but also 
in the whole of the EU.  The Czech and the 
Slovene policies are founded on strong pol-
itical and popular consensus, which then 
results in a coherent public policy sup-
porting an inclusionary market economy. 
Poverty rates as well as social inequalities 
are lower than in the EU thanks to gener-
ous welfare provisions and effective redis-
tribute mechanisms, minimum wages are 
the highest among NMS, health care cover-
age is universal, and there is a firm political 
commitment in both countries to maintain 
not only a competitive, but also an inclu-
sive, regime. 

In many respect Macedonia is, like the Bal-
tic countries, a small country with a low 
employment rate, a high incidence of pov-
erty, a strong rural-urban divide and con-
tracting public expenditures. That the Baltic 
States have been very successful in creating 
job-intensive economic growth might make 
them an attractive model for Macedonia, 

given its aspiration to improve employ-
ment. But the Baltic countries’ low welfare 
spending, coupled with poor welfare poli-
cies, compromises their capacity to pursue 
a comprehensive social inclusion agenda. 
In the case of Macedonia, social inclusion 
is likely to be more necessary if the coun-
try is to cope with the stresses of EU acces-
sion while maintaining the necessary level 
of social solidarity. The positive examples 
of Slovenia and the Czech Republic sug-
gest a social inclusion strategy that is based 
on political consensus and strategic vision. 
Slovenia for example has improved its par-
ticipation rate in lifelong-learning and is 
very active in seeking to adopt best practi-
ces from other Member States to tackle so-
cial issues. As a result, these two countries 
have the most proactive social inclusion 
agenda, which could be a model both for 
political and policy-level consideration for 
Macedonia.

3 Conclusions                                                
.                                                      ,

The Special Report on the European Econ-
omy (2004) by the Commission argued that 
”looking ahead, the new Member States 
will be confronted with increased expendi-
ture pressures, arising from the completion 
of transition reforms, compliance with the 
community acquis and the need for exten-
sive investments in transport and environ-
mental infrastructure.” Indeed early acces-
sion figures show that social expenditures 
increased in many accession countries 
in the late 1990s and early 2000s. Even in 
countries where social provisions were 
weak, such as in Romania, social expendi-
ture has increased quite substantially. Con-
sequently, Macedonia will face pressure to 
increase social expenditures as new social 
agendas – such as deinstitutionalization 
of child protection, the need to increase 
child allowances, institutionalizing gender 
equality, and protection of minority rights, 
improving the life chances of vulnerable 
groups – do not come cheap. In the context 
of tight fiscal policies and low employment 
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rates, and therefore poor social contribution 
revenues, a commitment to higher social 
expenditures will be particularly difficult. 
Therefore, the following considerations re-
main essential:

• EU Funds will have to be fully utilized 
to support social inclusion projects and 
enhance institutional capacities in the 
field

• Cross-sectoral policy-making needs to 
ensure that all government strategies 
and all legislation adopted will care-
fully consider social inclusion implica-
tions (mainstreaming social inclusion)

• Leakages in the welfare system should 
be minimized (here a systematic review 
of the experience of and the lessons 
from 15 years of welfare reforms in the 
New Member States might be useful). 

Ultimately, the task for politicians, policy-
makers and other actors is to ”quantum 
leap” from a tabooed poverty discourse 
and policy-making to a multi-dimensional 
and complex policy-making system, where 
a vision is laid down for how social inclu-
sion could be achieved through measures 
promoting inclusive education, inclusive 
labour markets, and inclusive economic 
policies. Some concrete recommendations 
that come from this analysis are: 

It is absolutely essential that all key EU 
documents are to be translated into Mace-
donian, and other minority languages and 
made available to the public, policy-mak-
ers, politicians, activists and to other actors. 
The availability and easy access to key EU 
documents and policy directions will make 
it easier for relevant actors to learn about the 
EU, and this might ease the participation in 
European schemes (such as pre-accession, 
and later Structural funds, exchange pro-
grams, etc.) 

It is crucial that crosscutting issues be ad-
dressed and policy-making in those areas 
be institutionalized in a way that supports 
the effectiveness of these policies. For ex-
ample, with the adoption of a National so-

cial inclusion strategy, it will be essential to 
scrutinize every relevant existing or new 
policy and check its impact on social exclu-
sion and poverty.

A systematic study of best practices in the 
New Member States in the field of social in-
clusion might help Macedonia to consider a 
successful policy initiative in the region and 
help the preparation for the Open Method 
of Coordination, and the absorption of 
Structural Funds.

It is vital that a core team is set up as soon as 
possible both within the Ministry of Labour 
and Social Policy as well as between the 
Ministries to coordinate the accession work 
(preparation of the JIM, pre-accession fund-
ing, preparation for Structural Fund pro-
gramming, etc.) in the field of social inclu-
sion. It is also important that this core team 
have sufficient resources to commission re-
search, organize conferences, consult with 
relevant stakeholders, etc.

It is absolutely essential that a strategic vi-
sion be taken on which social policy actors 
should be supported to apply for pre-acces-
sion or later Structural Funds funding, and 
to allocate enough resources to these insti-
tutions to enhance their project capacities in 
the future. These absorption capacities will 
be vital to the social inclusion agenda that 
the EU is pursuing. While the government 
will play a central role in formulating and 
steering social inclusion policies, the imple-
mentation of these policies and the spend-
ing of funds will be greatly facilitated by the 
existence of effective NGOs and decentral-
ized social organizations. Thus Macedonia 
should begin now to strengthen and sup-
port this sector, and the government needs 
to build strong bridges based on mutual 
trust and support with such organizations. 

Due to the exceptionally high poverty 
rates in Macedonia, there is a need to have 
a comprehensive child poverty strategy 
within which improving the life chances of 
children in institutional care would be ad-
dressed. 
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