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PART |- Introduction and executive summary
Key findings and conclusions

Starting business in todayds environment lifestylesgs op
demand greater choice of products and services. New technologies and better access to global markets
provide increased business opportunities. At the same time increased competition, insistence on quality
and unremitting pressure for lower costs, just to mention some issues, represent major challenges for
business. For SMEs the challenge is greater. They lack scale, resources and the capacity to handle
complex business management. Typically, less than half survive more than five years and only a small
proportion go on to become large companies. Entrepreneurship and enterprise development are
important elements/ critical points in creating dynamic market economies. SMEs are a vital source of
new employment, exports and economic contribution to countries. How to ensure the growth of the
SME sector a fundamental feature of all developed and growing economies - is a major policy challenge
for all countries.

This report seeks toaddress that challenge. The economic revitalization of the Republic of Macedonia is
primarily dependent on private sector investment and successful performance. This report aims to help

the Republic of Macedonia in stimulating Entrepreneurship and enterprise development. Measurable

progress has been made recently in various ares.

This report draws on the practical experience and views of Macedonian SME representatives, expert
advisors and the complementary experience and skills of the Foundation for SME Development
(Regional Enterprise Support Centre- Bitola). The analysis and assessments made, with significant input
from research with SME owners and managers provide valuable insights into the key constraints and
obstacles faced by the SME sector in the Pelagonia Region. The report seeks to assist in overcoming
those obstacles Measurable progress has been made ecently in various areas and improving the
Entrepreneurship environment remains a high priority nation wide and regionally.

As a candidate for EU membership, the Republic of Macedonia is improving its regulations incl uding
the ones related to the business environment. In this context, the company registration process has
undergone major changes as a result of the introduction of the new Law on Trade Companies and the
new Law on the One Stop Shop System and the Maintenance of Registers of Business and Other Legal
Entities. Starting in January 2006 enterprises are registered through the one stop shop system. Since the
introduction and function of this system, the procedures, time requirement and the financial costs to
open a company have changed. There arefewer procedures and places to visit, resulting in a much
faster process and lower costs. But yet there area hnumber of obstacles which should be paid attention to
in the forthcoming period, with regard to the procedure to start a business,the formal registration with
the one stop system is fully operational and functional but the collection of the necessary registration
documents (the preparation phase) and the company activation is still a major obstacle for the potential
entrepreneur which costs time and money. The frequent amendments to the laws and changes in
regulations by the state institutions till recently were the most important legal barriers. The inadequate
or biased implementation of laws and regulations, due to the still existing nepotism, corruption and
political influence have extensively burdened the SME Development The main obstacles to growth were
associated more with the general economic climate. The most persistently worrying class of barriers to
business growth is the set of factors that are linked to finance. Without exception, financial barriers were
perceived as poising substantial constraints on the growth of SMEs. The research study demonstrated
that the development of exports is limited due to | ack of exposure and relations across the borders and
the size and the capacity of the company. The most important of these turned out to be access to
information about foreign markets.




The business environment in Macedonia as well as in the Pelagonia region has not been fiendly
enough toward SMEs, a finding confirmed once more in the section on social barriers. The most
important social barriers are insufficient support from the state (which is improving), insufficient trust

in society (the economy), and lack of support from the Chamber of Commerce, inadequate information
on finance and inadequate information on markets.

As internal obstacle is the low quality of equipment. The companies did not seem to be troubled by lack
of capacity or a lack of space h which to produce and increase their production. Neither the lack of
management skills nor the lack of management time were considered by interviewees to be serious
obstacles to SMEs.

Regarding the institutional infrastructure it is noticeable that significant positive effects have been byits
operation, its guidance and information and other types of business support provided to the SMEs.

SMEs are 99% of the 23 million businesses recorded in the EU area. Theplay a key role in the creation
of growth and employment and patrticipate in developing the industrial fabric. The EU set itself the goal
for the next decade to become the mostcompetitive and dynamic knowledge based economy capable of
sustainable economic growth with more and better jobs and greater social cohesion. By endorsing in
2004 the Charter for Small Enterprises, the EU recognized the importance of small enterprises for
growth, competitiveness and employment. The message of the EU is that state authorities should
therefore continue with the ir policies to cut red tape, develop one stop contact points and provide
access to credit, micro loans, other forms of financing and accompanying services. Access by SMEs to
Community programmes is also of major importance.




PART Il - Overview of the local (Pelagonia Region) Economy and the SME
environment

1. Overview of the Local Economy!

The Republic of Macedonia is rapidly advancing on the path of political and economic reforms towards
strengthening its democratic society and its open market economy. The result is political and
macroeconomic stability providing much room for growth. The primary goals of the country and the
Government are as follows:

3 Economic growth and development,

3 Active participation in regional and global integration processes,

3 Maintenance of macroeconomic stability,

3 Continuous structural reforms focused particularly on promotion of the SME sector a nd

attracting foreign direct investments (FDI), and
3 Reduced unemployment and poverty.

Membership of the Euro pean Union is the highest strategic interest and priority for the Government, an
objective shared by an overwhelming majority of
Macedonia was the first country in South - East Europe to sign a Stabilization and Association
Agreement with the European Union in 2001 in Luxembourg. Recognizing the progress that Macedonia

has made in meeting the Copenhagen criteria, the European Commission recommended granting
Macedonia candidate country status for membership in the EU. On 17 December 2005, the European
Council decided to grant the Republic of Macedonia official candidate status for EU membership, which

has significantly i mproved t he c otiomtbusingscomnwhity.t i ¢ al

The Republic of Macedonia is an aspiring member country of the North Atlantic Treaty Organization
(NATO). In the closing declaration from the NATO summit in Riga in 2006, Macedonia was included in
the NATO Membership Action Plan (MAP). The organization has recognized the increasing
contribution of Macedonia to international peacekeeping and security operations as well as its effort to
improve regional cooperation.

The World Bank has ranked Macedoni a i n the top five reformers
Doing Business project. Macedonia was mostly praised for eliminating the minimum capital
requirement for business start-up, speeding up the process for obtaining construction permits, lowerin g
the corporate income tax rate to 12 percent (with another cut to 10 percent planned for January 2008),
and simplifying tax payment procedures.

Macroeconomic Stability

The economic performance of the Macedonian economy is expressed through stable GDP gowth of
around 4%, a low inflation rate of 3% on average, fiscal discipline confirmed by the international
financial institutions and a well - functioning coordination between fiscal and monetary policy.

In 2006, the Macedonian economy grew by 4%, which was both services and industry- driven. Inflation,
as measured by the Consumer Price Index (CPI), was low and stable at 3.1%.The central government
budget deficit in 2006 was only 0.5% of GDP, with surpluses on foreign accounts and the current
account deficit around 1% of GDP. Furthermore, foreign exchange reserves increased to about 5 months
of imports. These positive effects from a disciplined fiscal policy were reflected in monetary policy,

! Since data on regional level (Pelagonia Region) is insufficient or are not available in the record of the
State Statistical Office, Central Registry, Ministry of Economy, Ministry of Finance, APPRM, NEA etc. the
respective part mostly considers the national level.
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causing a significant reduction in interest rates, which were 8% at the end of 2005 and 5, 5% at the end
of 2006.

Main economic indicators for the Republic of Macedonia

2006
GDP (real growth rates) 3,2%*
GDP (USD Bn) 6,20
Inflation (December/ December) 2,9
Inflation (average) 3,2
Retail Price Index (December/ December) 2,9
Retail Price Index (Average) 3,9
Unemployment Rate (in %) 35,9
Budget deficit (Central budget balance as % of GDP) -0,56
Money supply M1 (Percentages changes, December/ December) 17,1
Money Supply M2 (Percentages changes, December/ December) 31,5
Money Supply M4 (Percentages changes, December/ December) 24,9
Weighted lending interest rates (in %, p.a.) 11,3
Weighted lending interest rates (in %, p.a.) 4.7
Average exchange rate MKD/ EUR 61,2
Average exchange rate MKD/ USD 48,8
Exports f.0.b (in million of USD) 2.396,3
Imports f.0.b (in million of USD) 3.681,5**

Trade balance f.0.b (in million of USD) -1.285,2
Current account balance (in million of USD) -23,7
Current account balance (as % of GDP) -0,4
Gross foreign reserves (stock, end of period) 1.865,8
Import coverage (gross foreign reserves/ import f.0.b plus payments 5,3
for services), in months
Total external debt (stock, end of period, in million of USD) 2.434,7
Total debt service (in million of USD) 481,5
Total external debt (as % of GDP) 39,2

Source: State Statistical Office)
* Estimated Data (State Statistical Office).
** Imports for 2006 have been additionally adjusted for the time lag in imports of electricity.

Closer relations between Macedonia and the EU, as well as the strong commitment of the Government
to implement necessary structural reforms, are expected to give an impetus to economic growth in the
medium -term, forecasted at 6 8%. From the production side, the main contributor to the projected
growth will be industry and services, whereas on the expenditure side, growth will be driven by
exports and investments. Fiscal policy in the following period will remain disciplinary with general
government budget deficit of around 1% of GDP, contributing to a further reduction of interest rates
and trade deficit. Maintained macroeconomic stability together with intens ified structural reforms in
the medium term will contribute to an annual average employment increase of around 4% along with a
productivity growth of 2.5%.
Macedonia is a small, but rather diversified economy, and there are a number of sectorsindentified to
have investment and export potentials. The sectors that are considered with potential for FDI attraction
include:

1 Automotive components;

1 Information communications technology;




Agribusiness and food processing industry;
Clothing, textiles and leather;
Tourism;
Metals and metal products;
Healthcare products (pharmaceuticals and medical devices);
Chemicals;
Energy sector;
Construction and mineral resources;
Tobacco and cigarettes;

1 Real estate.
Macedonia has recently become a tax heaven in Europe. The aw Government introduced a flat tax rate
of 10% for corporate and personal income. In 2007, the corporate rate is 12%, reducing to 10% thereafter.
The previous corporate tax rate amounted to 15%, while personal income tax rates amounted to 15%,
18% and 24% In order to stimulate additional foreign and domestic investment, corporate tax on re -
invested profit is set at 0%.
With the new flat tax rates of 10%, Macedonia has one of the most attractive packages of taxes in
Europe. The flat tax rate introduces a dmple tax system that stimulates successful companies to further
improve operations and profitability. With this attractive tax package, additional funds are provided
that companies may use to improve their competitiveness.
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Types of business subjects recorded in the evidence of business subjects
The State Statistical Office distributed business subjects by main activities in accordance with the

Nati onal Classification of Activities (oOfficial
According to the Law on One - Stop - Shop System and maintaining of Trade Register and Register of
ot her |l egal entities (0Official Ga z et statingo0l.011200€

determination of business subjects by main activities is carried out by the Central Register of the
Republic of Macedonia through the One - Stop - Shop System. In the Evidence of the business
subjects, that was maintained by the State Statistical Office, 175 557 business subjects were recorded in
total, till 31.12.2005. Fom the total number of business subjects 38.2% are enterprises, 41.4% are trade
companies, 11.9% are sole proprietors and 8.5% are others (bodies of state administration, units of the
local self government, political parties, associations, foundation s and other). Compared to the situation
on 30.11.2005 the number of bumess subjects has increased with0.4%.

According to the type of ownership, the biggest percentage of the business subjects have private
ownership 90.0%, non- defined 4.6%, socially owned 3.0%, mixed 1.1%, ceoperative 1.0%, and state
owned 0.3%.

According to the main activity, most of the recorded business subjects in the Evidence are registered in
the section wholesale and retail trade, repair of motor vehicles, motorcycles and personal and
household goods 50.8%, in manufacturing section 12.0%, in transport, storage and communication
section 9.6%, in the section other community, social and personal service activities 7.3%, in the section
hotels and restaurants 4.7%, in the section real esdte, renting and business activities 4.5%, in the section
Construction 4.5%, in the section agriculture, hunting and forestry 2.8% etc.

During the establishment of the business subjects the domestic capital participates with 95.8%, the
mixed with 2.3%, and the foreign capital with 1.9%. According to territorial organisation of the Republic
of Macedonia from 2004, the biggest percentage of business subjects are recorded on the territory of the
city Skopje 37.0%, on the territories of the municipalities Bitola 6.31%, Kumanovo 4.3%, Prilep 4.0%,
Tetovo 3.9%, Strumica 3.8%, Ohrid with 3.7 % etc.

Free Access to a 690 Million Consumer Market
Macedonia has concluded three multi- lateral free trade agreements: with the European Union (EU)
countries, European Free Trade Association (EFTA) and Central European Free Trade Agreement
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(CEFTA), and eight bilateral agreements. The Agreement with the EU is economically the most
significant. Through this, Macedonia has access to 490 million consumers in the second largest vorld
market. This agreement is based on the Stabilization and Association Agreement that has been
implemented since April 2004, while the Interim Agreement on Trade and Trade Issues has been
implemented since June 2001. With the Free Trade Agreement withthe EU, a free export of almost all
Macedonian goods and services is allowed.

The Agreement with EFTA enables full liberalization of Macedonian exports to the member states.

Eight bilateral agreements were signed with the following countries: Albania, Bos nia and Herzegovina,
Moldavia, Montenegro , Serbia, Turkey, Ukraine and UNMIK Kosovo. In December 2006, six out of
these eight countries signed an agreement on amendments and accession to CEFTA and after its coming
into force in 2007, they will accede to the consolidated version of CEFTA 2006, which gives access to a
market of 30 million consumers in South Eastern Europe. These free trade agreements give Macedonia
access to more than 650 million consumers.

Privatization

The process of privatization began in 1989 with the Law on Social Capital of the former Yugoslav
Federation, but it has been intensified after 1993, with the enactment of the Macedonian privatization
law & Law on Transformation of Enterprises with Social Capital (Official Gazette of RM No. 38 /93,
48/93, 21/98, 25/99, 39/99, 81/99, 49/00, 6/02, 31/03). Pursuant to this Law in the beginning the
enterprises considered to be of high national interest, the natural resources and all public sectors were
excluded from privatization. Subject to privati zation have been only the enterprises with social capital
in the following sectors: manufacturing, construction, trade, transport & traffic, finance & services, craft,
catering & tourism. Later, the agricultural companies and cooperatives, the lottery and insurance
companies joined the privatization process as well, andthe sale of the shares in the enterprises with
social capital held by the State was enabled. The institution responsible for organization,
implementation and control of the privatization of all these companies (1 764 in number) is the
Macedonian Privatization Agency (MPA).

The privatization concept introduced by the new law as opposed to the voucher privatization was a
commercial one, where every share acquired through the process had to bepaid. And as opposed to the
previous concept of privatization by internal shares (Law on Social Capital), it has been opened for all
interested buyers, with no restrictions regarding national and foreign investors. The approach to the
privatizing enterpris es was case by case, where every enterprise had first to be valuated and than
offered for sale. As the Macedonian Stock Exchange (MSE) had not yet been established, the MPA was
selling the enterprises by a large variety of privatization models: employee bu y-out (only for small
enterprises), sale of the enterprise or a part of it, buy-out of the enterprise, management buy-out, rising
additional capital, debt/equity conversion, leasing and sale of assets. During the process the most
widely used models were the management and employee buy-outs.

The privatization process in Macedonia is almost completed, with more than 95% of the socially - owned
companies already privatized. The responsible institution for completing the privatization process is the
Ministry of Economy.

Technological Industrial Development Zones (TIDZ)
Technologicaldindustrial Development Zones (TIDZ) are centers in which highly productive
manufacturing activities are concentrated and new technologies are being developed.

Macedonia Offers additional incentives for TIDZ development, in addition to those normally

associated withrée economic zones.

Investors in TIDZ are entitled to 10 dyear profit tax exemption and to 50% reduction of personal income
tax for a period of 5 years, so that the effective rate of personal income tax will amount to 5% (Only in
2007, the personal incontax rate will amount to 6% in the TIDZ)Investors are exempt from payment of
value-added tax and customs duties for goods, raw materials, equipment and machines.
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Land in a TIDZ in Macedonia is available under long -term lease for a period of up to 50 years, with a
possibility of extension for an additional 25 years at low prices.

Other available benefits are free infrastructure that enables connection to natural gas, water, electricity
and access to the main international road network. Investors are also exempt from paying a fee for
preparation of the construction site. Fast procedures for business activity registration are provided in
TIDZ that further reduces the costs of setting up.

The Government pays special attention to production activities, activi ties from the IT area (software
creation, hardware assembling, digital recording, computer chips and the like), scientific research
activity and new technologies with high environmental standards, for which additional benefits are
envisaged within TIDZ. In vestors in TIDZ that perform these activities are exempt from the liability for
submission of a guarantee as collateral for any customs arrears

Foreign Trade

Exports

Macedonian producers continue to face problems when it comes to the export of their products to
foreign markets, particularly to the most promising ones - EU and USA. The basic problem is
competition with the local producers and other exporters, related to the quality of the Macedonian
goods. Only a small number of enterprises have implemented international quality standards in their
production processes to ensure competitive product quality.

Other problems faced by the Macedonian producers are the lack of information and education
necessary to become competitive on the foreign markets. This efers to a lack of knowledge regarding
the opportunities and conditions for exporting domestic products, accessibility of new markets,
documentation requirements, possible barriers, and necessary information for exhibiting products at
international fairs. The final goal should be to achieve better export results in terms of quantity and
price, which ultimately will have a positive impact on the trade balance.

Macedonian enterprises export the most to EU countries (Germany, Italy, Greece and Poland), and to
the countries in the region (Serbia, Montenegro and Bulgaria).

The major importer of the Macedonian products in 2005 was Germany (from the EU countries) with 18,
2 of total exports. Yet compared with the previous year, exports to Germany decreased by 0.7%Value
indicators show a rather positive picture regarding the export to Montenegro and Serbia; countries
(markets) in Macedonian products continuously perform well. In 2005, the value of exports to
Montenegro and Serbia was US$459,544 and ire004 it was US$ 347,509which means an increase by
US$ 112,03%r by 32%. Other countries with which the Republic of Macedonia has developed trade
relations and in which the Macedonian export activities are relatively high are Greece (15, 7% of the
total export value) , Italy (9, 8%), Poland (4, 7%) and Bulgaria (3, 8%).

However, as compared to the previous year in 2005 the value of exports to some important trading
partners decreased, including Turkey (-0, 9%), USA €2, 1%) and France {5, 6%).

| ExportbySector 2008 | %]

Manufactured goods classified mainly by 36
material

Chemicals 4
Miscellaneous manufactured articles 25

Mineral fuels, lubricants and related materials
Crude materials, inedible, expect fuels

Food and live animals

Machinery and Transport E quipment

Beverages and Tobacco
*Source: Ministry of Economy
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Imports

In the last couple of years, the import of products into the Republic of Macedonia did not follow the
trend observed in the previous years. Compared with the previous years, the import value decreased by
7%. Yet this development did not have a substantial influence on the trade deficit.

In 2005, imported goods and services mostly originated in countries of the region and the EU. This
included Serbia, Montenegro, Bulgaria, Turkey, Italy, as well as Russia and China. Countries such as
Spain, Switzerland, Holland, Austria, United Kingdom and USA reduced their imports.

Foreign Direct Investments

As a result of a growing interest in Macedonia investm ent potential, a number of international
companies have started operations in the country, both as Greenfield projects and through different
types of asset acquisition and privatization. The latter includes the purchase of the electricity network
company by Austria's EVN, and Macedonian Telecommunications shares by T-Mobile. Other
significant foreign investors include Mobilkom Austria (Austria), Societe Generale (France), Johnson
Controls (USA), the National Bank of Greece (Greece), Hellenic Bottling Company S.A. (Greece), QBE
Insurance Group Limited (United Kingdom), Mittal Steel Holding N.V. (Netherlands), Duferco Lugano
(Switzerland), and Titan Group (Greece).

FDI BY SECTOR FOR PERIOD 2002- 200&

Agriculture, hunting and fishing
Cther

Hotel=s and restaurant=s

Fining =nd quarrying

Re=l estae & Business activities

Tr=d= =nd repair

Fin=ncial inter mediaion

Transport =nd communications

Fanufsturing

Bectricity, gas =and water

o a0 q00 150 200 2o
UsD m

2 Data Sourcetnvest in Macedonia 2007, National Agency for Foreign Direct Investments
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