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Macedonian Snapshot 2008-2009
Written June 3, 2009

The Republic of North Macedonia and Palestine:
Obama Loses Patience with Bush Allies

1. "The Republic of North Macedonia' and Greece

On August 26, 2008, I published an article titled Greek-
American Plan to Resolve Macedonia's Name Issue?. In
it, I described an American plan to resolve the name
dispute between Macedonia and Greece (see note at the
bottom of the first section of this article).

The Plan included five elements: (1) Macedonia will
change its constitutional name to Northern Macedonia
("The Republic of North Macedonia"); (2) Macedonia will
be granted a transition period to amend its constitution
and to alter its registered name with various international
and multilateral institutions; (3) Macedonia will be issued
an invitation to join NATO; (4) Both countries will be
allowed to use the adjective "Macedonian" (both
commercially and non-commercially); (5) The parties will
renounce any and all claims to each other's territory.

Sure enough, weeks later, Matthew Nimetz, the UN
mediator in the name issue published essentially the very
same plan. It was promptly rejected by both parties.

Macedonia has hitherto been literally invisible on the
Obama's Administration's list of priorities. But this is fast
changing. Obama and Clinton still regard the Balkans as
essentially a European problem. But, as they tackle the
Middle-East head-on, the last thing they need is a "second
front" with restive minorities in Bosnia-Herzegovina, or


http://www.losangeleschronicle.com/articles/view/72333
http://www.losangeleschronicle.com/articles/view/72333

Macedonia. Additionally, countries like Macedonia and
Israel are now bound to pay the price for having been
staunch supporters of Republican administrations in
general, and George Bush in particular.

The Obama Administration will shortly appoint a Balkans
Envoy, a person well-known and little-liked in Macedonia
for his coarse interference in its internal affairs. His job
will be twofold: to calm passions down in Bosnia, if
necessary through well-timed and much-publicized arrests
and to force both Macedonia and Greece to accept the
above-mentioned five-points plan. The USA will not take
"no" for an answer and will set a strict timetable for the
resolution of the name issue and a NATO invitation by
yearend.

Macedonia doesn't stand a chance of resisting such an
onslaught. It will be forced into a humiliating retreat.
Prime Minister Gruevski can use the country's new
President, Gjorge Ivanov, as a scapegoat and "blame" him
for any painful compromises Macedonia may be forced to
make. But this gimmick won't work: Macedonian s widely
(and wrongly) perceive Ivanov to be Gruevski's puppet.

Gruevski will go to a referendum on any compromise
struck with Greece. It would be an unwise move, though:
If the citizenry rejects the suggested deal, Gruevski will
be faced with two stark alternatives: (1) To be the Prime
Minister of a disintegrating country (as the Albanians will
surely seek to secede from Macedonia or to federalize it,
one way or the other); or (2) To lose his job altogether (as
the Americans will surely seek to change the regime and
depose him, as they have done in 2001-2 when it actively
and successfully sought to unseat Ljupco Georgievski).

Following the country's ill-advised early elections in June,



2008, the right-wing VMRO-DPMNE was coerced by the
international community (read: the EU and the USA) into
joining forces with DUI, the political incarnation of
erstwhile Albanian insurgents in the northwest of
Macedonia, hitherto an anathema as far as Gruevski was
concerned.

Hopping to bed with DUI will likely restrain the
government's freedom of action. Every concession to
Greece will be portrayed by jingoistic nationalists in
Macedonia as capitulation and the consequence of
blackmail by the Albanian parties. To the great
consternation of the Macedonians, Albania, Macedonia's
neighbor, has been invited to join NATO and its economy
is growing even in the face of the global crisis. The restive
Albanians of Macedonia would like to accede to the
Alliance as soon as practicable and at all costs.
Understandably, they are less attached to the country's
constitutional name than the non-Albanian (Macedonian)
majority.

Note: The "Name Issue"’ between Greece and
Macedonia

The "name issue" involves a protracted dispute over the
last 17 years between the two Balkan polities over
Macedonia's right to use its constitutional name, "The
Republic of Macedonia". The Greeks claim that
Macedonia is a region in Greece and that, therefore, the
country Macedonia has no right to monopolize the name
and its derivatives ("Macedonian").

The Greeks feel that Macedonians have designs on the
part of Greece that borders the tiny, landlocked country
and that the use of Macedonia's constitutional name



internationally will only serve to enhance irredentist and
secessionist tendencies, thus

adversely affecting the entire region's stability.

Macedonia retorts that it has publicly renounced any
claims to any territory of any of its neighbors. Greece is
Macedonia's second largest foreign investor. The
disparities in size, military power and geopolitical and
economic prowess between the two countries make Greek
"fears" appear to be ridiculous. Macedonians have a right
to decide how they are to be called, say exasperated
Macedonian officials.

The Greek demands are without precedent either in
history or in international law. Many countries bear
variants of the same name (Yemen, Korea, Germany until
1990, Russia and Byelorussia, Mongolia). Others share
their name with a region in another country (Brittany in
France and Great Britain across the channel, for instance).

In the alliance's Bucharest Summit, in April 2008,
Macedonia was not invited to join NATO. Macedonia was
rejected because it would not succumb to Greek
intransigence: Greece insisted that Macedonia should
change its constitutional name to cater to Greek domestic
political sensitivities.



Written June 5, 2009

Macedonians in Denial about the Name Issue Dispute
with Greece

Faced with an unprecedented choice between their
identity and their future, Macedonians resort to a classic
psychological defense mechanism: denial. Greece
demands that the Republic of Macedonia change its name,
or else forget about its Euro-Atlantic aspirations: NATO
membership and EU accession. Macedonians react with
horror and revulsion to such truly unprecedented bullying.
Unable to face reality, they collectively retreat to fantasy.

FANTASY NUMBER 1: Macedonia will not be asked to
change its Constitutional name

Macedonian intellectuals and politicians like to pretend
(and usually succeed in convincing themselves) that
Greece will demand only the change of Macedonia's name
in international settings, bilateral relations, and
multilateral organizations.

REALITY: Macedonia will be required to change its
constitutional name.

FANTASY NUMBER 2: Macedonia is actually
negotiating with Greece

REALITY: Greece is negotiating this issue with the
United States and, to a lesser extent, with certain members
of the European Union. Macedonia is not a party to the
negotiations and is completely irrelevant in this context. It
will be presented with a "take it or leave it" solution. If it



doesn't take it, it will pay a heavy price, both internally (as
its restive minorities rebel) and externally (as it is further
excluded from the mainstream of the international
community).

Thus, Macedonia was utterly shocked by the Greek veto
that prevented its accession to the alliance in the NATO
Bucharest Summit in April 2008. But this move was
coordinated well in advance with both the USA and the
EU (they were not happy about it, but they were fully
informed and apprised of the Greek decision). They
simply did not bother to keep Macedonia in the picture.

On March 30, 2008 (days before the NATO summit took
place), I published this text in the Long Beach Chronicle:

"High-placed NATO officials informed the Chronicle a
few weeks ago that, if the negotiations between
Macedonia and Greece regarding what has come to be
known as "the name issue" fail, NATO will invite
Macedonia to join the alliance, effective June 30, 2009,
and conditioned upon a resolution of its bilateral bone
of contention with its much larger neighbor by said
date."

FANTASY NUMBER 3: America and many European
countries are friends of Macedonia and regard Greek
behavior and demands as atrocious.

REALITY: While the United States and the majority of
the member-countries of the European Union indeed
regard Greek conduct as inexcusable and disruptive, they
will all, without exception, side with Greece against
Macedonia. This is because Greece is richer, a key
member of NATO's ever-more-crucial southern plank, and



an 1important trading partner of many countries.
Macedonia, by comparison, is of very limited importance.
Hence, it has no leverage.

Macedonia's only hope is to influence American decision-
makers through international public opinion; to act against
the Greek position in a variety of multilateral and judicial
institutions; and to cooperate with core constituencies in
the United States in order to change the minds of
legislators and bring them to its side.

FANTASY NUMBER 4: Even if there is a referendum
in Macedonia on a proposed solution, the West will
make sure that it succeeds

REALITY: Nikola Gruevski and his government will not
publicly support any solution that they (secretly) find
unacceptable. At best, Gruevski will remain neutral and
leave it to the people to decide. Gruevski will not
collaborate with the International Community in
perpetrating what he regards as the coerced abrogation of
Macedonian's natural rights.

FANTASY NUMBER 5: The name issue is very
important to the ruling coalition.

REALITY: The name issue is a distraction. Gruevski's
main priorities are economic growth and prosperity and
nation-building, based on history, both modern and
ancient. The name issue is not as important to him as it is
to many of his detractors. He is willing to wait out the
storm, even if it means belated NATO and EU accession.
He does regard the name issue as a failure and does take it
personally. But he will not let his emotions affect his
policies.



FANTASY NUMBER 6: Gruevski is using the name
issue to gain political points

REALITY: Gruevski feels very deeply and authentically
about this issue. As a person, he reacts badly to injustice
and pressure. He hates being blackmailed. He becomes
very stubborn when subjected to arm-twisting. On the
other hand, it is true that he is overly-sensitive to his
rating and popularity and is, indeed, doing everything he
can to evade the name issue and put it on the back-burner
because he believes that the problem cannot be solved
without utterly unacceptable Macedonian concessions. He
is a pragmatist, so he concentrates on the here and now
and on what can be achieved in the sphere of the
economy.

Written June 13, 2009

Steering Macedonia towards Health

As healthcare systems go, Macedonia's is far from being
the worst. By various criteria, Macedonia has attained
more than all its neighbors and has even done better than
the vastly richer countries of the EU or Israel. These
accomplishments are rendered even more incredible if one
considers the fact that, with an average monthly income of
c. 250 euros, Macedonians are among the poorest nations
in Europe. Macedonia's Health Insurance Fund has to
cope with the same size of population (2 million) as
does its Slovenian counterpart, but with 10 times fewer
resources (300 million euros in contributions and other
income vs. more than 3 billion euros).

Still, while, by objective measures, the system is



reasonably successful, by subjective ones (customer
satisfaction and trust) it is abysmally deficient. Patients
consistently complain about a lack of resources, decrepit
equipment, inordinately long waiting times, an all-
pervading lack of responsiveness, corruption and informal
payments, and other ills of the country's tottering
healthcare institutions.

Enter the country's youthful (28) Minister of Health, Bujar
Osmani, a medical doctor by profession. Having worked
in the United Kingdom for a year, he speaks wistfully of
its fabled National Health Service (NHS). This exposure
to a model of healthcare delivery and provision that
actually works may have been the impetus to the unusual
events that took place in his Ministry in the last 4 months
or SO.

Osmani is soft-spoken, thoughtful, and pragmatic. He is
well-educated, intellectually alert, and his English is
impeccable. He, thus, reifies a new breed of Albanian
politician in a country where Albanians are a much-
maligned minority. In the government, he is in
the demanding position of belonging to DUI, a party that
is the political incarnation of Albanian insurgents and
malcontents. In 2001, an armed conflict between the two
major ethnic communities - Macedonians and Albanians -
resulted in the Ohrid Framework Agreement which
regulates their uneasy co-existence. Since then, DUI has
twice joined coalition governments with various all-
Macedonian parties.

Though naturally mindful of his public image, Osmani is
far from vain. He was the one to reach out and initiate the
first meeting between us. When I offered him the idea that
was to become the Steering Committee for the



Advancement of Healthcare in the Republic Macedonia,
he unhesitatingly accepted it, an act of exceptional
political courage. Attempts to reform the healthcare
system - steeped as it is in special interests, political
meddling, and resistance to change - have buried many a
political career.

Osmani wants to leave a legacy of better health behind.
He is a true reformer. But, after months of clashing with
various constituencies while trying to implement even
minor changes to the system, he understood that reform is
not a command-and-control proposition. He had to bring
aboard all the stakeholders in the process: doctors,
patients, nurses, non-governmental  organizations,
consumer advocates, and the pharmaceutical industry. A
varied group of experts - lawyers, economists, and
healthcare advisors furnished by the World Health
Organization (WHO) will help them along. The Steering
Committee for the Advancement of Healthcare in the
Republic Macedonia was launched on June 2, 2009.

Macedonia's long-suffering public has silently
witnessed dozens of failed attempts at overhauling the
creaking edifice of healthcare. A slew of committees has
produced a midsize mountain ofreports and
recommendations that gather dust in drawers throughout
the Ministry of Health. Not surprisingly, the new initiative
met largely with skepticism and cynicism.

But Osmani started a truly new process. Its novelty will
undoubtedly sink in as it progresses. Regardless of
whether this particular committee succeeds or not, it has
established precedents that will be impossible to ignore.

Being an active member of this body, I will revert to first



person:

For the first time we are attempting a sector-wide analysis
with the intention of implementing changes across all
institutions, not restricted to certain elements in healthcare
delivery, provision, commissioning, and stewardship.
Incremental, piecemeal reforms do not work. The entire
system must be tackled simultaneously.

For the first time, all stakeholders in the health sector are
involved directly in a Steering Committee that is not
governmental. The government has a seat at the table (in
the person of the Minister of Health), but no privileged
status. Such wide participation guarantees "ownership" of
the committee's work and of its recommendations. No one
will be able to say: I have had no part in this process;
these proposed changes are imposed on me against my
better judgment and will.

For the first time, the public will be consulted directly,
through townhall meetings and by constantly submitting
ideas, opinions, and suggestions to the Committee.

Forthe first time, cutting edge, Web 2.0,
social networking high-technologies are used to involve
the entire public and all the stakeholders in the debate
(Wiki, blogs, Facebook, Twitter, and an interactive
Website - http://sc-healthreform.org.mk ).

For the first time, the members of the Committee are
allowed to invite expert witnesses and seek information,
insights, and advice from them.

For the first time, the process commences with the
Committee’s recommendations rather than ends with


http://sc-healthreform.org.mk/

them. Such recommendations will serve as the starting
point and the basis for extensive public consultations.

For the first time, the Committee will produce draft laws,
amendments to laws, and regulations rather than reports
that are ignored and stashed away to be soon forgotten.

Ultimately, elected politicians will decide the fate of these
"draft laws, amendments to laws, and regulations". This is
how it should be in a democracy. Hopefully, constant
exposure of the Committee's work to the public will
prevent special, moneyed interests from thwarting true
reforms in collusion with corrupt decision-makers and
legislators. There's no guarantee of that, of course - just a
slightly better chance than before.

Written June 13, 2009

What is the REAL Size of Macedonia's Foreign
Exchange Reserves?

Here are the facts as they emerge from the periodical
(mostly annual) reports of Macedonia's central bank,
Narodna Banka na Republika Makedonija - NBRM,
for short.

1. Towards the end of 2008, Macedonia's foreign
exchange reserves amounted to c. 1.6 billion euros.

2. Macedonia's foreign exchange reserves were managed
by its central bank.

3. NBRM invested about 75% of these foreign exchange
reserves in government bonds, issued by countries such
as the United States, Germany, United Kingdom, and



other countries.

4. On October 24, 2008, I warned the NBRM publicly
(for instance, via my column in Nova Makedonija) that
government bonds are overvalued and their prices may
collapse. I recommended to sell some of the government
bonds and invest the resulting cash in bank deposits in
banks in the West (which at the time yielded about 3%
annually).

The Investment Committee of NBRM reacted, in a letter
published by Nova Makedonija on October 30, 2008.
They called my text "malicious" and "sensational" and
accused me of "hiding the true situation ... leading to
public confusion''.

More to the point they said that they didn't care what the
market prices of the bonds were because they do not
intend to sell them. They have every intention of holding
them to maturity and collecting from the issuers of the
bonds (the various governments) the money they (NBRM)
had invested plus the coupon (the interest payments on the
bonds).

5. By end November 2008, some government bonds
provided negative yield (if you bought them in the open
market, you received less money on maturity than you
had invested). This was a clear signal to sell. Bonds have
never maintained negative yields for more than a few
weeks. In other words, the market prices of bonds
always collapsed after they reached negative yields.

6. Between December 2008 and early June 2009, the
prices of government bonds fell between 7 and 17%,
depending on the type of bond in question. On average,



10-year Treasury Notes (USA), Bunds (Germany), and
Gilts (UK) fell by 8% (with some US Treasuries falling by
15% and more).

7. Had the NBRM sold the bonds it owned in November,
it would have avoided a sizable loss on these bonds. The
size of this loss is unknown because the NBRM provides
very little data about its investments.

Theoretically, the NBRM said that it had 1.2 billion euros
invested in bonds. A decline of even 7% in their market
prices means a loss (some it realized, some of it
unrealized, on the books) that could have been avoided of
c. 90 million euros.

The NBRM does not inform the public what is the
market value of its investments (as opposed to the
theoretical value of the bonds if they are held to maturity).

8. NBRM got it wrong not only regarding the prices of
government bonds, but also regarding whether it would
need to sell a meaningful chunk of its bond portfolio on
short order. As you recall, the NBRM insisted that there
would be no need to sell the bonds until they reach
maturity.

The NBRM was wrong. Between December 2008 and
May 2009 the NBRM sold more than 300 million euros in
a misguided attempt to keep the exchange rate of the
Macedonian denar fixed against the euro. Assuming that
75% of this amount was invested in bonds, it would seem
that NBRM was forced to sell more than 200 million
euros in bonds, in the open markets, at the new, much
reduced prices - exactly the scenario that I had predicted.



9. Finally, from around February 2009, the consensus of
experts and large government bond portfolio
managers around the world is that bond prices will
continue to fall, possibly precipitously. If NBRM has
changed its policy of investing in government bonds it has
yet to inform the public.

NBRM should sell as much of its bond portfolio as it
can before it suffers catastrophic losses. In the past 60
years, bond markets have collapsed at least three times,
with the market prices of bonds falling by more than 35%.

Written June 23, 2008
No Foreign Banks - A Curse or a Blessing?

The Austrian Erste Bank has just published a report about
the state of the banking system in Central and Eastern
Europe. Macedonia is not even mentioned. The banking
sectors of Bulgaria, Romania, Russia and Ukraine are
poised to grow the fastest, as these countries catch up with
the West.

With the exception of the scandal-ridden French Societe
Generale, no prime foreign bank 1is represented in
Macedonia. Even Societe Generale has merely purchased
a local bank rather than open its own branch. Erste Bank
itself declined to buy Stopanska Banka in 1997.

But is foreign banking such a good thing?

Research demonstrates that foreign banks tend to lend to
foreign direct investors and foreign clients. They
rarely extend credit to local firms, let alone individuals in
the host country. True, they bring with them management



know-how, access to financial networks and markets, and
fresh capital. Their entry fosters competition and improves
the overall performance of the banking sector, as well as
the terms and conditions offered to domestic clients by
domestic banks.

But not all is rosy. Foreign banks bring with them
systemic risks. Macedonia was spared the worst of the
global credit crunch precisely because it was not exposed
to the global financial system. It had no subprime
mortgage market, no crazy credit derivatives, no
mysterious hedge funds. Its backwardness turned out to be
a blessing as it avoided the excesses perpetrated by
foreign banks in the USA, in Europe, and in some parts of
Asia.

Erste Bank's report is very clear about it: the existence of
foreign banks in Bulgaria, Romania, Russia and
Ukraine is precisely why the meltdown of the global
credit markets has wreaked collateral damage on
the banking sectors in these countries.

Written June 24, 2008

The Future of Oil and the Economic Future of
Macedonia

The price of oil is no longer an important determinant of
the economic health of the West. To create the same
amount of economic output, manufacturers use much less
oil than they used to.

Moreover, today, there are futures contracts, which allow
one to fix the price of purchased oil well in advance.
There are options contracts which can be used to limit
one's risks as a result of trading in such futures contracts.



So, why is the price of oil going through the roof?

Because oil has become a form of investment and a hedge
against rising inflation. People plough their savings into
oil and speculators drive the markets. As Saudi Arabia
correctly observes, the price of oil is no longer determined
merely by supply and demand.

Who decides on the domestic price of oil and its
derivatives?

In some countries, prices are fixed entirely by market
forces, supply and demand, usually through specialized
exchanges (e.g., the Rotterdam Exchange). The market

is completely deregulated: exports and imports are totally
allowed and free.

In other countries, prices are fixed by a committee of
representatives of the government, the oil industry, the
biggest consumers of oil, and representatives of
households and agricultural consumers.

In most countries, prices are changed every 3 or 6 months
based on the cost of oil at a certain port of delivery. In
Israel, for instance, the price of oil fluctuates every three
months according to the price of oil delivered in certain
Italian ports (where Israel gets most of its oil delivered).
This is an AUTOMATIC adjustment.

In a few countries the prices are fixed by the competent
Ministry in accordance to the ACTUAL costs of the oil
(importing, processing and distribution) + a fixed
percentage (usually 15%). This is called a COST PLUS
basis pricing method.

The international price of oil is determined by the
following factors:



The weather. Cold weather increases consumption.
The world is getting hotter. The 14 hottest years in
history have been in the last 25 years. The warmer
the climate - the less oil is consumed for heating,
but the more oil is consumed for air conditioning.

Economic growth - The stronger the growth, the
more oil is consumed (mostly for industrial
purposes). The incredible economic development
of countries like China and India and the
emergence of car-owning middle classes in many
developing countries enhanced demand and
contributed to the current crisis.

Wars increase oil consumption by all parties
involved.

Oil exploration budgets are growing and new
contracts have just been signed in the Gulf area
(including Iraq), Brazil, and Canada. The more
exploration, the more reserves are discovered and
exploited, thereby increasing the supply side of the
oil equation.

Lifting of sanctions on Iraq, Iran and Libya will
increase the supply of oil.

Oil reserves throughout the world are low. This
tends to enhance demand for newly produced oil.

When there is an economic crisis in certain oil
producers (Russia, Nigeria, Venezuela, Iraq) it
forces them to sell oil cheaply, sometimes in
defiance of the OPEC quotas. This was the case in
the late 1990s.

OPEC agreements to restrict or increase output



and support price levels should be closely
scrutinized. OPEC is not reliable and its members
are notorious for reneging on their obligations.
Moreover, OPEC members represent less than half
the oil produced globally. Their influence is
limited.

1. Ecological concerns and economic considerations
lead to the development of alternative fuels and
the enhanced consumption of LNG (gas) and coal,
at oil's expense. Even nuclear energy is reviving as
does solar energy.

j. New oil exploration technology and productivity
gains allow producers to turn a profit even on
cheaper oil. So, they are not likely to refrain from
extracting and selling oil even if its price declines
to 5 US dollars a barrel.

k. Privatization and deregulation of oil industries
(mainly in Latin America and, much more
hesitantly, in the Gulf) increases supply. Recent
moves in countries like Venezuela, Russia, and
Bolivia to re-nationalize their oil industries and
unrest in countries like Nigeria raise global oil
prices owing to uncertainty and increased political
risk.

1. Price volatility induced by hedge funds and other
derivatives has increased lately. But, as opposed to
common opinion, financial players have no
preference which way he price goes, so they are
NEUTRAL.

If crude price reaches $200 a barrel, as per the prediction
published by Goldman Sachs recently, Macedonia's
economy will be adversely affected: the trade deficit and



inflation will balloon out of control, the exchange rate of
the Macedonian denar will be placed under pressure, and
macroeconomic stability will be jeopardized. These
developments will have dire effects on investment, both
domestic and foreign and will likely increase
unemployment. As far as Macedonia is concerned,
substantially higher oil prices will result in stagflation.

Written June 26, 2008
Macedonian Stock Exchange to Resume Upward Trend

On June and October 2007, I made two presentations to
the members of the Association of Brokers in the
Chamber of Commerce. In these presentations, I warned
that the market values of most of the firms listed and
traded on the Stock Exchange, especially the components
of the MBI-10 index, were grossly inflated. The fair value
of the MBI-10 should be around 4300, I calculated.

I also predicted a sharp deterioration in the global and
Macedonian economic environments. I repeated these
prognoses in an article dated December 4,

2007, published by the Los Angeles Chronicle.

Since then, the MBI-10 has gone down by over 50% and
1s now around 4600.

Last week, I conducted a series of fundamental and
technical analyses on behalf of foreign brokers and
investors.

The results:

1. The market has hit its technical bottom. The MBI-10 is
unlikely to deteriorate much further. On the contrary, the


http://www.losangeleschronicle.com/articles/44727

next big move ("trend") is up, to 5800 and then 7200. In
the long term (2-3 years), the MBI-10 should reach
13,300.

2. Out of 10 components of the MBI-10, eight (8) firms
are seriously undervalued. The shares of these companies
make excellent investments in the

medium (1 year) to long-term (3-5 years).

3. Sentiment among professionals - both domestic and
foreign - is turning positive. Buying activity is likely to
increase. Non-professionals will join

the market much later, though, so volumes may remain
thin for quite a while.

4. The only drag on the market right now is Macedonia's
deteriorating macroeconomic outlook (inflation, trade
deficit, MKD exchange rate, etc.)

and political instability. But, these have now been largely
discounted and are reflected in current prices. Barring a
major collapse of the international financial system, these
issues will not affect the market in the next few months.

Written June 27, 2008
Who is Paying for Macedonia's Trade Deficit?

Macedonia's trade deficit in the first FOUR months of
2008 ballooned to 903 million USD, almost double the
figure for the same period in 2007.

If this continues, Macedonia's trade deficit will equal 2.7
billion USD, or 35% of the GDP, an unprecedented figure
and one of the highest in the WORLD.



But who is paying for all this?

There are FIVE SOURCES of foreign exchange flows
that are then used to cover (pay for) the trade deficit:

1. Remittances from Macedonian workers abroad, as well
as other unilateral transfers. These more or less stabilized
over the last 8 months and now

stand at 1.8 billion USD annually.

Contribution to trade deficit coverage in first four months:
c. 650 million USD

2. Borrowing in foreign capital markets - virtually non-
existent. Macedonia has issued Eurobonds only once, a
few years ago, and these amounted to a

paltry 150 million euros.

Contribution to trade deficit coverage in first four months:
ZERO

3. Foreign aid and multilateral credits from international
financial institutions

Contribution to trade deficit coverage in first four months:
c. 50 million USD net

4. Using Macedonia's foreign exchange reserves to
finance the trade deficit

But, according to Narodna Banka, foreign exchange
reserves declined by a mere 22 million euros this year,
owing mainly to interventions in the

foreign exchange markets.



Contribution to trade deficit coverage in first four months:
ZERO

5. Foreign Direct Investments (FDI)

The government claims that FDI reached 100 million
euros in the first months of the year.

Contribution to trade deficit coverage in first four months:
c. 200 million USD.

Written June 28, 2008

There are four types of interaction between politics and
business:

1. Politics can be in the service of business (plutocracy)

2. Business can be in the service of politics (socialism and
authoritarian regimes)

3. Business is politics, they are inextricable (corporatism,
fascism, failed states).

4. Incestuous relationship between politics and business
(rent-seeking).

In Macedonia, the fourth model is in full force.

The State (i.e., the party in power) constitutes one third of
economy (employment, investment, budget, taxes).

How can we heal Macedonia's economy?

The first step in every process of healing is: facing the
truth.



And the truth is that Macedonia, in its current state, is not
a viable economic entity. It suffers from low natural
endowments; is economically dependent on foreign flows
of capital to survive; has no critical mass for a self-
sustaining internal market; has ruined infrastructure and
an antiquated legacy of capital goods. Macedonian firms
have low profitability. Macedonia's institutions are
dysfunctional and self-serving. Macedonia has low-grade
elites, owing to negative selection (brain drain) and a low
level of knowledge and education; it lacks social
cohesion.

If this litany of woes in not enough ...

The governments of Macedonia are a perfect
manifestation of Parkinson's Law of Triviality: in a
committee, it is easier to agree on a billion dollar atomic
reactor than on the roofing of a bikeshed or on coffee
procurement for the administration. The reason:
politicians know less about mega-projects than they know
about bikesheds and coffee.

When lacking in knowledge or experience, politicians
concentrate on micromanagement and demonstrative

gestures and neglect the big picture (real reforms and
macroeconomic management).

Macedonian politicians have repeatedly failed.
Macedonia's only hope lies in de-politicization and in
having a small, technocratic government at the service of
the private sector.

Real reforms in Macedonia include: changing the national
ethos and mentality; openness to outside input and



constructive criticism; suppression of special interest
groups; depoliticization of the civil administration, if
necessary by employing foreign managers; second-phase
deregulation and privatization (the transfer of government
functions to the private sector); transition from dying
industries and economic sectors to new ones; overhauling
state institutions; reduction of political risk (predictability
of laws, regulations, and government decisions; continuity
of state commitments and undertakings; less political
involvement in business); media ownership rules; special-
purpose courts; attracting FDI as an engine of innovation
and internal reform (transmission mechanism:
competition).

The government's role is to provide the conditions for
business to operate and thrive - on both the micro and the
macro levels.

Macroeconomic management revolves around the optimal
allocation of economic resources. Anything that goes
against it should be fought: inflation, cronyism and
nepotism, corruption, credit-driven consumption, populist
wage and pension increases, unrealistic exchange rates,
increased tax burden.

This Government has good intentions and has succeeded
in improving the business climate and in implementing
some microeconomic reforms. But it lacks the basic
knowledge or willingness to implement a wider, more
fundamental transformation and on how to manage the
economy. In the long run, its achievements (such as the
construction and consumption driven growth of GDP and
industrial production) are ephemeral and conjectural.

The Macedonian economy is akin to the Macedonian



Stock Exchange: the bubble will burst. Macedonians are
now living in a state of self-induced psychosis: the
preference of fantasy over reality. This may be a pleasant
feeling, but denial cannot last long. Sooner or later,
Macedonians will have to wake up to a bitter and
challenging reality, every bit as harsh as when they started
their collective exercise of auto-suggestion.

Written June 30, 2008
Give Vouchers to the Unemployed

Despite all the promises, the increase in FDI, and the
improvement in the business climate, unemployment in
Macedonia remains stubbornly high, at 35% of the
workforce. The government claim that real unemployment
is lower because many employees in the informal (black)
economy go unreported. The truth is that real
unemployment is even higher than the official figure:
many are underemployed (they go to work, do nothing
there, and return home); about 10% of those officially
employed don't get paid; and many stopped looking for a
job altogether, they simply gave up.

One solution which is gaining traction in the West (mainly
in the USA, the UK, and northern Europe) is to use
vouchers to alleviate the nefarious side-effects of
unemployment.

"Voucher Communities" are communities of unemployed
workers organized in each municipality. The unemployed
exchange goods and services among themselves in a
barter-like or countertrade system. They use a form of
"internal money": a voucher bearing a monetary value.

Thus, an unemployed electrician can offer his services to



an unemployed teacher who, in return, gives the
electrician's children private lessons. They pay each other
with voucher money. The unemployed are allowed to use
voucher money to pay for certain public goods and
services (such as health and education).

Voucher money is redeemed or converted to real money -
so it has no inflationary or fiscal effects, though it does
increase the purchasing power of the unemployed;
vouchers enhance the purchasing power of the
unemployed and the homeless; they restart the economic
cycle in deprived neighborhoods and regions; they
increase the psychological well-being and motivation of
deprived and dysfunctional strata of the population;
vouchers engender networks of service-providers and
customers which can later integrate into the formal,
monetized economy.



Written July 1, 2008
What is Wrong with Macedonia's Inflation Figures?

Inflation in May 2008 declined, on an annual basis, from
10.2% to 9.5%.

The government claims that the sources of inflation in
Macedonia are external and that inflation is imported
INTO Macedonia through the ever-increasing prices of
foodstuffs, raw materials, and energy.

In other words:

Prices INSIDE Macedonia are increasing because prices
of foodstuffs and energy OUTSIDE Macedonia are
increasing.

But, if this is true, inflation in May in Macedonia should
have gone sharply UP, not down!

Global prices of foodstuffs and energy soared to their
highest levels in April-May. Oil prices, for instance,
increased more in April-May than they did in January-
March (and they continued their vertiginous climb in
June). So did the prices of many foodstuffs, especially
corn and rice.

How can we explain that inflation in Macedonia went
down even as prices of imported foodstuffs, raw materials,
and energy exploded?

There are two possible explanations, both of them
unpalatable:



(1) That the official figures, published by the Bureau of
Statistics  cannot be trusted. Remember how
annual inflation suddenly shot up from 3.2% in December
2007 to 10.5% in January, February, and March 2008?
Such a dramatic rise is suspicious and indicative of
"tampering with the evidence".

(i1) Or that most of Macedonia's inflation is home-made,
not imported. The government increased wages in the
public sector and pensions were indexed to inflation.
Government spending has also risen. Still, if the central
budget is indeed in surplus (as the government keeps
telling us and the IMF), this should harness inflation, not
increase it.

My money is on option (i), especially in an election year.
Inflation in Macedonia is higher than we are told and the
budget is in deficit, not in surplus. Time will tell if I am
right.

Written July 2, 2008

Don't believe these fairy tales

The government wants you to believe these fairy tales.
Don't.

1. This year cannot end with 5% inflation. Inflation in the
first 6 months was 10% (on an annual basis). Inflation
would have to drop to 2% and less in the next 6 months in
order to end up at 5% for the entire year. More likely,
inflation this year will be between 9-11%. Even this
projection is based on the official, suspicious figures. Real
inflation is probably higher still.

2. Macedonia's out-of-control trade deficit (the difference



between its imports and its exports) is mostly financed
with remittances (transfers that Macedonian workers
abroad send back to their families). Remittances tend to
drop when there is a global recession and foreign workers
are fired and sent back home. As remittances decline, the
government will have to dip into the country's foreign
exchange reserves in order to finance the trade deficit.
This may jeopardize the stability of the denar's foreign
exchange rate against the euro. While devaluation is not
on the cards, macroeconomic instability is.

3. Even if the government succeeds to attract foreign
direct investment (FDI), this will not even begin to solve
Macedonia's unemployment problem. Economic research
teaches us that FDI is employment-neutral: some people
get hired, others get fired. Foreign investors employ
foreign managers and rely on automation, rather than on
manpower. At best, FDI will create 20-30,000 jobs in the
next ten years. This figure is less than 10% of the total
number of unemployed people.

4. Real unemployment is higher than the official figure,
not lower. Many ostensibly employed people are actually
underemployed (they go to work, do nothing there, and
return home); about 10% of those officially employed
don't get paid; and many stopped looking for a job
altogether, they simply gave up. The government has no
coherent national plan to cope with unemployment or to
encourage domestic investment.



Written July 3, 2008

Is Foreign Direct Investment (FDI) the Solution to
Macedonia's Economic Problems?

In 2007, with 239 million euros, Macedonia was yet again
in the last place among the 20 countries of Central and
Eastern Europe as far as foreign direct investment (FDI)
goes. The situation may improve next year when, the
Vienna Institute for International Economic Studies says,
FDI will double to half a billion euros.

But is FDI the solution to Macedonia's main problems:
unemployment and the poverty it engenders?

Recent economic research says: no, it isn't.

The role of foreign direct investment (FDI) in promoting
growth and sustainable development has never been
substantiated. There isn't even an agreed definition of
FDI. In most developing countries, other capital flows -
such as remittances - are larger and more predictable than
FDI and ODA (Official Development Assistance).

Several studies indicate that domestic investment projects
have more beneficial trickle-down effects on local
economies. Be that as it may, close to two-thirds of FDI is
among rich countries and in the form of mergers and
acquisitions (M&A). All said and done, FDI constitutes a
mere 2% of global GDP.

FDI does not automatically translate to net foreign
exchange inflows. To start with, many multinational and
transnational "investors" borrow money locally at
favorable interest rates and thus finance their projects.



This constitutes unfair competition with local firms and
crowds the domestic private sector out of the credit
markets, displacing its investments in the process.

Many transnational corporations are net consumers of
savings, draining the local pool and leaving other
entrepreneurs high and dry. Foreign banks tend to collude
in this reallocation of financial wherewithal by
exclusively catering to the needs of the less risky
segments of the business scene (read: foreign investors).

Additionally, the more profitable the project, the smaller
the net inflow of foreign funds. In some developing
countries, profits repatriated by multinationals exceed
total FDI. This untoward outcome is exacerbated by
principal and interest repayments where investments are
financed with debt and by the outflow of royalties,
dividends, and fees. This is not to mention the sucking
sound produced by quasi-legal and outright illegal
practices such as transfer pricing and other mutations of
creative accounting.

Moreover, most developing countries are no longer in
need of foreign exchange. "Third and fourth world"
countries control three quarters of the global pool of
foreign exchange reserves. The "poor" (the South) now
lend to the rich (the North) and are in the enviable
position of net creditors. The West drains the bulk of the
savings of the South and East, mostly in order to finance
the insatiable consumption of its denizens and to prop up
a variety of indigenous asset bubbles.

Still, as any first year student of orthodox economics
would tell you, FDI is not about foreign exchange. FDI
encourages the transfer of management skills, intellectual



property, and technology. It creates jobs and improves the
quality of goods and services produced in the economy.
Above all, it gives a boost to the export sector.

All more or less true. Yet, the proponents of FDI get their
causes and effects in a tangle. FDI does not foster growth
and stability. It follows both. Foreign investors are
attracted to success stories, they are drawn to countries
already growing, politically stable, and with a sizable
purchasing power.

Foreign investors of all stripes jump ship with the first
sign of contagion, unrest, and declining fortunes. In this
respect, FDI and portfolio investment are equally
unreliable. Studies have demonstrated how multinationals
hurry to repatriate earnings and repay inter-firm loans
with the early harbingers of trouble. FDI is, therefore,
partly pro-cyclical.

What about employment? Is FDI the panacea it is made
out to be?

Far from it. Foreign-owned projects are capital-intensive
and labor-efficient. They invest in machinery and
intellectual property, not in wages. Skilled workers get
paid well above the local norm, all others languish. Most
multinationals employ subcontractors and these, to do
their job, frequently haul entire workforces across
continents. The natives rarely benefit and when they do
find employment it is short-term and badly paid. M&A,
which, as you may recall, constitute 60-70% of all FDI are
notorious for inexorably generating job losses.

FDI buttresses the government's budgetary bottom line
but developing countries invariably being governed by



kleptocracies, most of the money tends to vanish in deep
pockets, greased palms, and Swiss or Cypriot bank
accounts. Such "contributions" to the hitherto
impoverished economy tend to inflate asset bubbles
(mainly in real estate) and prolong unsustainable and
pernicious consumption booms followed by painful busts.

Written July 6, 2008
Don't Trust Foreign Reports about Macedonia!

The Heritage Foundation and the Wall Street Journal are
the joint publishers of the much-vaunted "Index of
Economic Freedom". The annual publication purports to
measure and compare the level of economic freedoms in
155 countries.

Undisputed data pertaining to 2001 now widely
available, I decided to scrutinize how accurate the
Macedonia chapter of the 2002 index was (it was not) and
whether its authors knew what they were talking about
(they didn't).

Here are some of the numerous factual mistakes I found in
this oft-quoted international index:

In 2001, Macedonia's GDP was $3.4 billion and not $2.7
billion as the index states. Macedonia's GDP exceeded $3
billion in the 4 years prior to 2001. Nor has GDP grown
by 2.7 percent in 2001: it has actually declined by 4.3
percent . As a result, GDP per capita was wrongly
computed in the index. The trade deficit was not $300
million, as the index states - but double that. It has been
above $500 ever since the mid-1990s. Net foreign direct
investment has been closer to $100 million in 1999-2000
(excluding extraordinary privatizations, such



as Makedonski Telekom) - rather than the paltry $29
million the index misreports.

The index made rice one of Macedonia's "major"
agricultural products. It was, actually, first on its list. Alas,
little rice was grown in Macedonia in 2001. Nor did the
country produce noticeable quantities of citrus, or grains,
as the index would have us believe.

The authoritative-sounding introduction to the 2002 index
informed us that Macedonia maintained a budget surplus
"from the sale of state-owned telecommunications". Yet,
in its first decade of existence, Macedonia enjoyed a
budget surplus only in 2000 and it had nothing to do with
the sale of its telecom to the German-Hungarian MATAV.
The proceeds of this privatization were kept in a separate
bank account. Only a small part was used for budgetary
and balance of payment purposes.

The index stated that Ljubco Georgievski had "privatized
approximately 90 percent of (the country's) state-owned
firms". These were actually privatized by the SDSM when
it was in power until 1998. It is true that major assets,
such as Macedonia's refinery and its leading bank were
privatized under Georgievski. It is also true that the bulk
of state-owned loss making enterprises were either sold or
shut. But these constituted less than 15 percent of the
number of companies the state owned in 1992.

The fiscal burden of Macedonia was 34 percent of GDP in
2001 - not 23 percent as the index stated. It has surpassed
30 percent of GDP years before. Moreover, in the sub-
chapter titled "Fiscal Burden of the Government" the
authors contended that "government expenditures equaled
23.3 percent of GDP". A mere three lines later they
contradicted themselves: "the government consumes 19



percent of GDP". Which is it?

The "monetary policy" segment of the index is a
misleading one-liner: "Between 1993 and 2000,
Macedonia's weighted annual average rate of inflation was
7.15 percent." The term "weighted annual average rate of
inflation" is not explained. Whatever happened to the
hyperinflation followed by near-deflation of Macedonia's
first decade? The straight average in this period was 56
percent, not 7 percent.

The index says that "the country's political instability has
had a debilitating effect on foreign investment". It sounds
logical but does not stand up to scrutiny. Investment flows
actually increased in the conflict year 2001 as bargain
hunters from Greece, Slovenia, Germany, and other
countries converged on Macedonia.

And so this list of errors and misrepresentations continues.

Macedonia is a tiny and unimportant country. But many of
the erroneous data used by the index could have been
avoided merely by using Google! Sloppy editing, internal
contradictions, and outdated information regarding one
country, regardless of how inconsequential it is, render the
entire index suspicious.

Unfortunately, indices such as these affect both portfolio
and direct investment flows, the country's rating, its image
in the international media, and the government's standing
domestically. The golden rule with such indexes is:
"handle with care".

Written July 12, 2008

Mpyths and Facts about the State Budget



In a television interview Vice-Premier Stavreski said that
he does not understand the critics: clearly a state budget
that has a surplus is anti-inflationary. The more the
government collects in taxes, the less money there is in
the economy. The less money there is in the economy, the
less the upward pressure on the general level of prices.
Professor of Economics Trajko Slaveski confidently stated
that the budget promotes growth and he prefers growth
with inflation to no growth with no inflation.

Vice-Premier Stavreski is, of course, mistaken as is
Professor Slaveski.

Recent economic studies teach us that what is important is
not only whether the budget is in surplus or in deficit - but
also what is the composition of the budget; in other
words: what is the money in the budget used for.

A budget that serves to increase wages in the public sector
is inflationary because it increases the ability of
consumers to purchase and to compete for goods and
services. It sends a wrong signal to workers in the private
sector: they also demand wage increases. This is called a
"wage spiral" and leads directly to an increase in inflation.

Moreover, a budget that is geared mainly to pay salaries,
pensions, the construction of non-productive objects such
as churches and basketball halls, and the consumption of
various perishable goods has inflationary effects without
having a positive influence on long-term growth. On the
contrary: economic theory teaches us that the more the
government taxes, the more it wastes the taxes it collects.
Governments are very bad at managing investments. This
is called "the misallocation of economic resources".



Rhetoric aside, this government spends precious little on
infrastructure and other growth-promoting projects.

Macedonia's budget equals a whopping 45% of GDP. Of
every 100 euros produced by the economy, this
government promptly confiscates 45 euros (as opposed to
25-35 euros in taxes collected by previous governments).
This has a negative impact on growth. Instead of letting
the markets, businessmen, and entrepreneurs do their
work, the government forcibly becomes their largest
partner, taxes them directly and indirectly (inflation is also
a kind of tax), and then goes on harmful spending sprees.
Its good for gaining votes in elections - it is bad for the
economy. Stavreski and Slaveski: take note.

Zoran Stavreski gets his numbers wrong

M-r Zoran Stavreski, Vice-Premier of the Republic of
Macedonia, published an article titled "The Story of the
Auto Industry".

The article contains only two sets of economic figures.
Both of them are seriously wrong (not on purpose, I am
sure).

Stavreski writes:

"The auto industry is the largest industrial sector in the
world and constitutes above 10% of GDP in the developed
countries."

Here are the actual figures for 2006. The figures will be
even lower in 2007-8, owing to the collapse in auto sales,
the rise in the prices of fuels, and the global recession:



USA:

The automotive industries amounted to 3.3% of GDP
(direct manufacturing) - or up to 7.8% (taking into
account all indirect suppliers and service
providers).

United Kingdom 3.9%

Italy 8.5%

Spain 5%

Only Germany comes close at 10.5% (or 13%, according
to the EBRD).

Stavreski also writes:

"The production of Johnson Controls and Johnson Mathey
will increase Macedonia's GDP by 15-20%".

There is no way this can happen. Not even remotely so.
Let us study the figures:

Macedonia's GDP is c. 5 Billion euros, excluding the grey
economy.

GDP (Gross Domestic Product) =

Consumption + investment + government expenditure +
net exports (exports minus imports)

In other words, according to M-r Stavreski, the
investments+NET exports of the 2 plants will amount to c.
1 billion euros.



The value added (the closest approximation of net
exports) of the automotive industry is c. 30%.

(I am ignoring the investments in the 2 plants which are
small relative to Macedonia's GDP)

To justify Stavreski's figures in the article:

The total ANNUAL EXPORTS of the 2 plants must be 3.5
BILLION euros (!!!)

Of which 30% will be NET exports = 1 BILLION euros

Only then will these net exports will increase Macedonia's
GDP by 20%.

This is NOT a realistic projection. These figures are not
realistic.

Johnson Matthey's GLOBAL sales of catalysts in the
fiscal year to 3/2007 amounted to 2.7 billion euros. Will
the Macedonia plant DOUBLE Johnson
Matthey's sales???

Let's examine the contribution of the automotive sector in
other DEVELOPING countries:

The automotive industries contribute 5% to India's GDP
Russia 2%
Poland 4%

Only Slovakia comes up with 25% of its GDP due to



automotive industries.
Why This Government Likes Inflation

This government likes and encourages inflation because
inflation masks the true situation and makes them look
good. In reality, the economy hasn't been in worse shape
since 1996. Inflation helps to deceive the public and even
experienced observers. How?

1. As the general price level increases (in other words, as
the prices of virtually everything go up), companies derive
more income from the sales of the same goods and
services. Consequently, of course, they pay more taxes.
This allows the government to spend more: to raise
salaries, construct sports halls, and generally make the
population at large feel better. Without inflation, the state
budget would have been in deficit, not in surplus.

2. Inflation means that the value of the currency goes
down. The Macedonian denar is worth less at the end of
the year than it did at its beginning. Thus, when the
government pays suppliers, or returns its debts, it does so
with a depreciated currency. It borrows when the denar is
strong and pays out when it is weak. Inflation acts,
therefore, like a kind of tax on the economy.

3. As inflation sets in, people are afraid that prices will
continue to go up. So, they stop saving money and instead
spend it and consume in order to "lock down" the current
prices, before they increase again. This creates an artificial
and short-term boom. GDP grows as consumption soars. It
is bad for investments, though: people stop saving or
withdraw their existing savings and the banks have no
money to lend to businesses. But, who cares? The effects



of this irresponsible and destructive economic policy will
be felt only after the next elections. And, in the meantime,
carpe diem.

Written July 12, 2008

Global recession Threatens Macedonia

The world is sinking into one of the worst global
recessions ever. How will this affect Macedonia?

In two major ways:
1. Less foreign direct investment (FDI)

Historically, in times of global recession, foreign direct
investment (FDI) dries up. During the last global
recession (2000-2002), FDI flows declined by more than
50%.

The government of Macedonia gambled everything it has
on FDI - and ONLY on FDI. This government is obsessed
with FDI as the only solution, the nostrum, the panacea to
Macedonia's pressing economic problems. The
government has no Plan B.

Even in good times, FDI has never been the solution to
Macedonia's pressing problems (such as unemployment).

Now, with the world in crisis, FDI transactions already
concluded will be cancelled and FDI, in general, will
decline precipitously.

2. Life-threatening trade deficit

Until now, Macedonia's incredibly high trade deficit (c.



35% of GDP this year and 25% of GDP last year) was
covered by remittances (transfers) from abroad.
Macedonians working in other countries sent money back
to their families. These money transfers fully financed the
trade deficit.

With the onset of global recession, Macedonian workers
abroad will be the first to be fired and sent back home.

Remittances will decline. The trade deficit will not be
covered anymore. This could threaten the stability of the
Macedonian denar and the Macedonian economy.

Macedonia can still shift its emphasis from FDI to
domestic investment and job creation. It is not too late. It
is not shameful to admit to a mistake in orientation.

Can Gross Domestic Product (GDP) Figures be
Trusted?

The formula to calculate GDP (Gross Domestic Product)
is this:

GDP (Gross Domestic Product) = Consumption +
investment + government expenditure + net exports
(exports minus imports) =

Wages + rents + interest + profits + non-income charges +
net foreign factor income earned

But the GDP figure is vulnerable to "creative accounting":
1. The weight of certain items, sectors, or activities is

reduced or increased in order to influence GDP
components, such as industrial production. Developing



countries often alter the way critical components of GDP
like industrial production are tallied.

2. Goods in inventory are included in GDP although not
yet sold. Thus, rising inventories, a telltale sign of
economic ill-health, actually increases the GDP!

3. If goods produced are financed with credits and loans,
GDP will be artificially HIGH (inflated).

4. In some countries, PLANS and INTENTIONS to invest
are counted, recorded, and booked as actual investments.
This practice is frowned upon (and landed quite a few
corporate managers in the gaol), but is still widespread in
the shoddier and shadier corners of the globe.

5. GDP figures should be adjusted for inflation (real GDP
as opposed to nominal GDP). To achieve that, the
calculation of the GDP deflator is critical. But the GDP
deflator is a highly subjective figure, prone, in developing
countries, to reflecting the government's political needs
and predilections.

6. What currency exchange rates were used? By selecting
the right "points in time", GDP figures can go up and
down by up to 2%

7. Healthcare expenditures, agricultural subsidies,
government aid to catastrophe-stricken areas form a part
of the GDP. Thus, for instance, by increasing healthcare
costs, the government can manipulate GDP figures.

8. Net exports in many developing countries are negative
(in other words, they maintain a trade deficit). How can
the GDP grow at all in these places? Even if consumption



and investment are strongly up - government expenditures
are usually down (at the behest of multilateral financial
institutions) and net exports are down. It is not possible
for GDP to grow vigorously in a country with a sizable
and ballooning trade deficit.

9. The projections of most international, objective analysts
and international economic organizations usually tend to
converge on a GDP growth figure that is often lower than
the government's but in line with the long-term trend.
These figures are far better indicators of the true state of
the economy. Statistics Bureaus in developing countries
are often under the government's thumb and run by
political appointees.

Miscalculating Inflation in Macedonia

The most accurate yardstick of inflation is the GDP
deflator (which includes the prices of capital goods and
export and import prices). Regrettably, it is rarely used or
mentioned in public.

The Consumer Price Index is not the same as the Living
Expenditures Index.

The Living Expenditures Index measures the changes in
the prices of the SAME products in a given period of
time.

The Consumer Price Index measures the changes in the
prices of products bought during a period of time, even if
they are NOT the same products (in other words, even
with changed consumption habits).

In other words:



The Consumer Price Index reflects the purchasing habits
of the households which participate in the surveys.

This means that the measured level of inflation can be
manipulated for political reasons by:

1. Changing the composition of the consumption "basket"
(deciding the prices of which products and services will
be included and what will be omitted)

2. Altering the weights (weight coefficients) of the various
products and services within the consumption basket.

3. There is no agreed methodology on how to properly
measure the service component in the economy (including
government and public goods, rents, and barter or
countertrade  transactions). Choosing the "right"
methodology can have a negative or positive effect on the
level of measured inflation.

4. Including or excluding certain retail and shopping
venues (such as e-commerce, catalog sales, open air
markets, garage sales, and so on).

5. Constructing a non-representative sample of households
for the survey by overemphasizing certain locales (e.g.,
urban, or West vs. east, North vs. South), certain socio-
economic classes (e.g., the middle-class), or certain
demographics (e.g., minimizing the roles of seniors and
teenagers).

6. Exaggerating or minimizing the role of the informal
(grey or black) economy.



Macedonia's consumption basket is skewed.
Examples:

Alcohol and tobacco (4%), health (3%), education (less
than 1%), cost of government services and (imputed) rents
(8%) are seriously UNDER-weighted.

But, even if we accept the basket as it is, the inflation
figures published clearly do not tally with anyone's
experience.

Example:
Food and alcohol together constitute 41% of the basket.

Everyone knows that food prices AND the prices of
alcoholic drinks have gone up by at least 10% in 2007.
The prices of many items doubled. The prices of most
edible commodities went up by 40% in both Macedonia
and in the world. With oil prices touching 100 USD per
barrel in 2007, food prices skyrocketed everywhere

Yet, according to Macedonia's Bureau of Statistics, the
prices of food products are up by 2.3% in 2007.
Mpysteriously, alcoholic drinks also rose by EXACTLY
2.3%. Skopsko 1 se e mozno.

This kind of blatant wrong data undermines the trust of
the citizens in the official statistics published in
Macedonia. Foreigners also take note.

Written July 17, 2008

Measures to Contain Inflation and the Trade Deficit



Countries around the world - from Vietnam to Kazakhstan
- have adopted these measures to reduce their burgeoning
inflation and trade deficit:

Hedging (fixing the future prices of foodstuffs, oil, and
commodities by purchasing forward contracts in the
global markets)

Removal of import duties, excise taxes, VAT, and other
taxes and fees on all energy products and foodstuffs

Subsidizing the consumption of the poorest 10% of the
population

Introducing price controls and freezing the prices of
essential products

Banning the export of foodstuffs (or introducing customs
duties and quotas on such exports)

Raising interest rates and reserve requirements in the
banking system to prevent new credit formation

Forcing banks to purchase government bonds to reduce
liquidity in the market

Administratively capping credit growth and tightening
lending to consumers and for real-estate transactions

Freezing, reducing or waiving public sector fees and
charges

Releasing commodities, oil, and minerals from strategic
reserves



Capping interest rates on deposits (to prevent credit
formation using money from new deposits)

Reclaiming agricultural lands and modernizing farms and
agriculture (long-term measures)

Declaring a World Trade Organization (WTO) emergency
and introducing import quotas and duties on non-
essentials and luxury goods

Introducing an inflation target

Allowing for a gradual devaluation of the currency, within
a band or range or as a crawling peg. A strong currency
has anti-inflationary effects, so any devaluation must be
minimal, slow, and subject to market forces.

Written July 18, 2008
One Reason Why Macedonia is not Prosperous

Macedonia has consistently ranked lowest in Europe in a
variety of economic dimensions: from FDI to
productivity. Its endemic poverty is the inevitable
outcome of multiple factors: its corrupt and incompetent
political elite; rent-seeking businessmen; primitive
banking system; bankrupt education system, and so on.
But, one important factor usually goes unmentioned:
Macedonia is landlocked, it lacks access to the sea.

In April 1998, John Luke Gallup and Jeffrey Sachs,
published a seminal study titled "Geography and
Economic Growth". The two eminent development
economists concluded that "location and climate have
large effects on income levels and income growth through
their effects on transport costs, disease burdens, and



agricultural productivity."

Even more crucially, geographical constraints seem to
affect economic policymaking. Thus "populations that are
located far from coasts and navigable rivers and that thus
face large transport costs for international trade, as well as
of populations in tropical regions of high disease burden"
are automatically disadvantaged. To these we must add
the effects of inferior natural endowments and the impact
of lack of access to natural resources (such as water, or
oil) on growth.

As Irene Botosaru points out in another paper titled
"Geography, Demography, Trade, and Economic Growth",
geographical determinism is again in fashion among
economists. Her recommendations:

(Landlocked countries) "should export more
manufacturing goods rather than agricultural raw
materials ... (and) would profit from improved political
relations with their transshipping partners, from improved
information and physical infrastructure, as well as from
increased population density in urban areas and in areas
close to the border with transshipping countries."

In other words, good relations with Greece should be the
cornerstone of Macedonia's economic policies. The
current jingoism is not only ridiculous, coming from a
tiny nation, but it is also detrimental to economic growth
and future prosperity.

All told, lacking access to sea lanes or large rivers
"shaves" 0.7-1 percent off GDP growth every year. As
these percentages accumulate, poverty is the outcome. till,
what's new? Centuries ago, Adam Smith, wrote in "the
Wealth of Nations":



"“As by means of water-carriage a more extensive market
is opened to every sort of industry than what land-carriage
alone can afford it, so it is upon the sea-coast... that
industry of every kind... begins... and it is... not till a
long time that those improvements extend themselves to
the inland parts of the country.”

Written July 22, 2008
How Macedonia's Banks Discovered America

Recently, the United States government was forced into
literally nationalizing its financial sector owing to the
irresponsible conduct of mortgage banks and brokerage
houses. In 1983, the Israeli government bought the entire
banking system owing to rabid speculation in the Tel-Aviv
Stock Exchange. This may soon be happening in
Macedonia as well - albeit for a different reason.

Macedonia's banks are not involved in the country's real
estate bubble. Over all, they have acted prudently and
refused to lend more than 50% of the values of properties
pledged as collateral by borrowers. Similarly, by and
large, they have refrained from getting directly involved
in the pyramid scheme that passed for the Macedonian
Stock Exchange in the last 4 years.

But, the banks here are sitting on a time bomb: consumer
credits. Their total profits of 60 million euros (up 30% on
2006, on paper, at least), derived also from a growth of
39% in credits given to "non-financial entities". But this
was dwarfed by the huge increase in lending to
individuals (up 56%), through credit cards (up 122%) and
overdrafts (up a whopping 77%). Loans and credits to
individuals nearly equal those doled out to businesses.

The quality of all these types of credits worsened



throughout the last 18 months. In other words: people are
defaulting on the re-payments of the loans they have
taken, especially through credit cards. The National Bank
estimates that the portfolio risk of the banks has increased
by 33% and is the highest in the last 4 years. Moreover,
the credits are not taken in order to finance productive
activities and thus generate future streams of income:
rather, they are mostly used to defray the costs of new
cars, vacations, residential property, and consumer goods.

Driven by the need to improve bottom lines and compete
in an over-crowded sector, banks such as NLB Tutunska
Banka, now relaxed their requirements and lending
criteria. People who, in the past, would have been refused
credit, now obtain it with little difficulty. Of the total
liabilities of the banks (c. 3.6 billion euros in 2007
compared to 2 billion euros in the first quarter of this year
alone), the amount of bad loans may be far larger than the
banks admit in their financial statements.

Should many more loans turn sour, some banks will
inevitably suffer from a liquidity crisis and be rendered
insolvent. Runs-on-the-banks may transpire and these will
force the government's hand: some banks are too big to
fail and the state will have to bail them out to avoid a
systemic meltdown of the entire sector.

Written July 26, 2008
Dangerous Liaisons: Online Banking in Macedonia

All of Macedonia's major banks offer to their customers
financial services and products through the Internet.
However, as opposed to their counterparts throughout
Europe, none of them is aggressively pushing its clientele
to adopt online banking. This may be the result of



multiple reasons: (1) A computer-illiterate public,
unaccustomed to working on the Web; (2) Staff lacking in
training; (3) Computer systems that do not integrate
seamlessly Internet-generated transactions with the banks'
ledgers; (4) In Macedonia, online banking may be no less
costly to process than "bricks and mortar" transactions at
the branch.

But there's another problem: computer security. To
withstand the coordinated onslaught of hackers and cyber-
criminals, who are constantly trying to empty the bank
accounts of their victims, online banking Websites must
incorporate many defensive safety features. These render
the entire experience cumbersome and complicated and
deter the vast majority of clients.

Go through the list below to see how secure is your bank's
online presence. It is short and by no means exhaustive
and is based on a study conducted at the University of
Michigan by Atul Prakash, a professor in the department
of electrical engineering and computer science, and two
doctoral students, Laura Falk and Kevin Borders:

1. All the pages of the bank's Website must use SSL
(Secure Sockets Layer) and TLS encryption technologies.
In the Internet Explorer Web browser, a small, yellow
padlock icon appears at the bottom of the page when such
encryption is available. It prevents hackers from tapping
into the exchange of information between the user's
computer and the bank's servers and routers.

2. Users should not use their computer keyboard to type in
passwords. Many computers are infected with keyloggers:
small software applications that monitor the user's typing
and pass on the information to networks of criminals.
Instead, the bank should provide a "virtual keyboard" (a



tiny on-screen graphic that looks like a keyboard). Users
can then click their mouse and press the various "keys" of
the virtual keyboard to form the password.

3. The banking Website should not re-direct the user to
other domains or sites (which potentially are not as
secure).

4. The bank should insist on strong passwords: minimum
five characters, allowing combinations of numerals and
letters, including capitalized ones.

5. The bank should never send any information pertaining
to the account - especially not passwords - via e-mail.

6. The bank should insist on "two-factor authentication".
The user would need a username and password to access
the Website. But, to transact in the account, he would
make use of one time "tokens" (codes). Each user should
be equipped with printed lists of such codes or with a
special device that generates them. They can also receive
the codes via SMS. The codes are used to transfer money,
change the password, change the limit of withdrawal, give
instructions regarding securities and deposits, etc.

Written July 28, 2008
Democracy and Prosperity Don't Always Go Together

Many nations have chosen prosperity over democracy. As
they see it, yes, they can't speak their mind or protest or
criticize or even joke lest they be arrested or worse - but,
in exchange for giving up these freedoms, they have safer
streets, food on the table, they are fully employed, they
receive ample health care and proper education, they save
and spend to their hearts' content. In return for all these
worldly goods, they forgo the right to vote once every



four years. Many insist that they have struck a good
bargain - not a Faustian one.

From Venezuela to Russia and from China to Ecuador,
democracy is out of favour. The West has transformed the
ideal of democracy into an ideology at the service of
imposing a new colonial regime on its former colonies.
Spearheaded by the United States, the white and Christian
nations of the West embarked with missionary zeal on a
transformation, willy-nilly, of their erstwhile charges into
profitable paragons of "democracy" and "good
governance".

The defenders of democracy use the wrong arguments in
their fight to preserve and propagate it:

I. They argue that democracies are more peaceful than
dictatorships

This is patently untrue. The two most belligerent countries
in the world are, by a wide margin, Israel and the United
States (closely followed by the United Kingdom). As of
late, non-democratic China is one of the most tranquil
polities.

II. They argue that democracies are inherently stable (or to
successfully incorporate the instability inherent in
politics).

This, too, is a confabulation. The democratic Weimar
Republic gave birth to Adolf Hitler and democratic Italy
had almost 50 governments in as many years. The
bloodiest civil wars in history erupted in Republican
Spain and, seven decades earlier, in the United States.
Czechoslovakia, the USSR, and Yugoslavia imploded
upon becoming democratic, having survived intact for
more than half a century as tyrannies.



II1. They argue that democracies are conducive to
economic growth (indeed, are a prerequisite to such)

False. The fastest economic growth rates in history go to
imperial Rome, Nazi Germany, the Stalinist USSR, Putin's
Russia and post-Mao China.

Granted, democracy allows for the free exchange of
information and, thus, renders markets more efficient and
local-level bureaucracies less corrupt. This ought to
encourage economic growth. But who says that the airing
of municipal grievances and the exchange of non-political
(business and economic) ideas cannot be achieved in a
dictatorship?

Even in North Korea, only the Dear Leader is above
criticism and reproach - all others: politicians, civil
servants, party hacks, and army generals can become and
are often the targets of grassroots criticism and purges.
The ruling parties in most tyrannies are umbrella
organizations that represent the pluralistic interests of
numerous social and economic segments and strata. The
composition of the cadre in these parties reflects this
shifting landscape as efficiently as any democracy.
Totalitarian regimes do react the popular will. For many
people, this approximation of democracy - the party as a
"Big Tent" - is a more than satisfactory solution to their
need to be heard.

Mankind has hyet to invent a better form of governance
than democracy. Its proponents, though, would do well to
use more realistic, mature, and informed arguments in its
defense. So far, they haven't fared well and, consequently,
democracy is on the retreat throughout the world.

Written July 29, 2008



Why Apartment Rental Prices in Macedonia Are So
High?

In most countries, the renting of residential property
(apartments) provides the owner with an annual income
equal to 2-3% of the value of his or her real estate. In
Skopje, owners make 6-7%. An apartment selling for
100,000 euros will often rent for 7000 euros a year. One
pays the same to rent an apartment in Skopje and in
Berlin, even though, in Berlin, apartments are three to five
times more expensive to buy.

Why this excess yield?
Five reasons:

(1) Limited supply. Despite the construction craze of
recent years, there is still a shortage of at least 20,000
apartments, especially properties to let.

(2) Criminals and politicians, whose sources of funding
are unlimited, jack up the prices and rarely bargain. They
use other people's money to pay for their luxuries and
don't care to save or to secure a reasonable price.

(3) Foreigners who live in Skopje are usually employed
by NGOs, international financial institutions (IFIs), and
multinationals. Their employers pay their expenses and
have little time and inclination to haggle over the rent in a
crowded market. They pay the asking price every time.

(4) Yuppies - young, upwardly mobile Macedonians,
employed mainly in the financial services industry - earn
3 to 6 times the average salary and can afford to pay
exorbitant rents.

(5) The process of urbanization in Macedonia is



unrelenting. Tens of thousands of peasants and villagers
relocate to the cities every year, with Skopje their main
destination. They support rental prices by increasing the
demand, although they cannot usually afford the more
expensive apartments.



Written August 7, 2008

Patriotism in the Service of Inflation

As any behavioral economist will tell you, economics is a
branch of psychology. Causes and effects don't always go
together and the most well-meaning measures may have
the most bothersome effects. Humans are annoyingly
unpredictable.

Consider, for example, the recent amendments to the law.
From now on, the use of any currency except the
Macedonian denar to affect payments within Macedonia
would amount to a criminal offense, punishable by up to
five years (!) in prison. The Macedonian denar, in other
words, is henceforth the only legal tender in the Republic
of Macedonia. [ €]

Good for patriotism - and bad for the fight against

inflation.

When Macedonians use euros to make payments, they
"import" the inflation of the euro-zone. When they use
denars, they foster inflation. The denar is an inflationary
currency. The more denars are available through the
money supply and the more often they are used (this is
called "money velocity"), the more pronounced their
inflationary effects. Because the euro's rate of inflation is

far lower, the euro is a disinflationary currency: it reduces



inflation. Prices in euros are stable in the long-term, prices

denominated in denars tend to rise all the time.

Indeed, many countries - from Argentina to Yugoslavia -
succeeded to reduce hyper-inflation drastically merely by
allowing the use of a low-inflation foreign currency as a

second legal tender in their domestic markets.

As usual, the Minister of Finance means well. It is only

his sense of timing that needs fine tuning.

Written August 12, 2008

Macedonian Wages Among the Highest in the World

"Invest in Macedonia", implored the government's
campaign, because wages here are among the lowest in
Europe. Are they?

The average salary in Macedonia is c¢. 200 euros per
month and the cost to the employer - what with wage
taxes and contributions to the pension and health funds
thrown in - is ¢. 320 euros. That translates to c. 4000 euros
a year.

What does the typical Macedonian worker give in return?
In other words, what is the value of the goods and services
that each and every Macedonian employee produces?

Easy: simply divide the country's GDP by the size of its
workforce.



According to the IMF, Macedonia's GDP this year would
be c. 8 billion USD (or 5 billion euros). The World Bank
and the CIA largely agree with this estimate. That's 2500
euros per every Macedonian, man, woman, and child
(=GDP per capita).

Of course, only 20% of Macedonia's population are
employed, so GDP per employee is c. 15,000 euros
(excluding the 10% of those who do not get paid).

It looks like a good business: invest 4000 euros a year in
your employee and get back 15,000 euros worth of
(pretax) product.

But, how does it compare to other countries?
Start with the region.

Albania's and Bosnia-Herzegovina's GDP per capita are
equal to Macedonia's, but rising fast with impressive
flows of FDI. Bulgaria's and Serbia's are 40% higher.
Croatia's is three times Macedonia's. But, since the rate of
employment in Croatia is double that of Macedonia, a
Croat worker produces only 1.5 times as much GDP as a
Macedonian one. Every Greek, Czech, and
Slovene worker is four times as productive as a
Macedonian worker (these countries' GDP per capita is 8
times Macedonia's) while the Romanians are almost
twice as plentiful and the Russian workers beat the
Macedonians 1.7:1 (Russia's GDP per capita is 3 times
Macedonia's).

Of course, such a comparison is unfair. The Czech
average salary is 722 euros and in Serbia it touches 400



euros. We should, therefore divide the GDP per capita
by the cost of labor. This is known as GDP unit labor cost.

Even then, Macedonian workers are spectacularly
unproductive. The Macedonian costs 4000 euros a year
and produces 15,000 euros of GDP annually. The
Serb costs pretty much the same (c. 5300 euros a year),
but produces 20,000 euros of GDP every 12 months. The
Czechs, Greeks, and Slovene employees do even
better: they each cost between 9000 euros (Czech
Republic) and 20,000 euros (Greece)a year, but give
in return 60,000 euros of GDP!

Here's a riddle for you:

An unskilled Russian factory worker earns (gross)
1.60 euros per hour. A German - 13 euros per hour. Where
is it better to open a factory?

Let's see: the Russian costs 310 euros a month and the
German costs 2500 euros a month. Case closed?

Not yet. The Russian produces 2,000 euros a month. The
German produces 8,000 euros a month. An investor is left
with 4 times more production in Germany than in Russia.
He pays more - but, he definitely gets more.

The Macedonian, by comparison, produces a paltry 1200
euros a month. This is why Macedonia is not an attractive
destination for foreign direct investors. Salaries here are
actually way too high. Judging by this meager output, to
render it attractive, the average wage in Macedonia
should not exceed 50 euros a month, all included.

Are Macedonian workers lazier or more stupid than their



counterparts elsewhere? Not so. Labor productivity does
depend on the existence of a work ethic (longer hours and
more effort and initiative). But, more importantly, it
reflects the workers' level of education and skills, the

age and quality of machinery and other capital goods and
equipment used in the production process, the availability
of knowledge and technology, and the proliferation of
better management. Macedonia needs to work hard in all
these spheres merely to catch up with the rest of the
region, let alone the world.

From my correspondence:
VT:

FDI are supposed to fix the problem with aged and
inadequate machinery and equipment by providing better
ones right? Or are you talking about the privatisation of
the old factories which were built and equipped 50 years
ago (there are hardly any of those left in state ownership)?

FDI can gradually improve the work ethic as well. If a
worker knows that he/she is going to get rewarded for
being productive and the company is producing good
financial results than the worker is going to try much
harder (I would). I think a FDI with a bonus/incentive
scheme for the workers would have great results.

Sam:

http://samvak.tripod.com/foreigndirectinvestment-fdi.html

VT:

I would also like to discuss the Russian worker vs German


http://samvak.tripod.com/foreigndirectinvestment-fdi.html

worker example. I cannot understand your conclusion that
"he pays more — but, he definitely gets more". Are you
saying that you would rather invest 50M and get 55M
back instead of investing 20M and get 30M in return? To
illustrate this with your example, if your target was to
produce 80K euros worth of goods per month you would
need 40 Russian workers or 10 German workers. This
operation would cost you 12,400 euros in Russia or
25,000 euros in Germany.

Sam:

Many non-economists make this mistake. The workforce
is not INFINITE. It is finite. The more Russians you try to
hire, the higher their salaries will go, until they price
themselves out of the competition.

VT:

Another thing that caught my attention was the GDP unit
labour cost comparisons. Wouldn't a % of return on
investment be a better be measure of this? For example if
a worker costs 1000 and produces 5000 of GDP then the
return on investment is 400%. Applying this to the
numbers you provided we get 200% for Greece, 275% for
Macedonia, 277% for Serbia and a fantastic 566% for the
Czech Republic.

Sam:

That's not the way we, economists, look at it. We are
interested in MARGINAL RETURN or MARGINAL
UTILITY. If I invest 4000 USD in a Macedonian, I will
get 15,000 in annual production. If T invest another 1300
in a Serb - I get another 5000 in production. The Serb's



marginal utility is far higher than the Macedonian's. This
is ONE reason why Serbia had 5 billion euros in FDI vs.
200 million in Macedonia (the FDI figures in Macedonia
are also questionable, by the way).



Of course, this is NOT the Macedonian worker's fault! He
has little to work with by way of capital goods
(machinery), infrastructure, skills, education, and access
to markets. Macedonian workers are every bit as good as
the workers of any other nation, as I made very clear at
the end of my article.

Written August 13, 2008
African Economy, American Dreams

Macedonia has an African economy, but, ever since
Gruevski came to power, it has American-level
consumption: two new cars per family, vacations abroad,
unlimited bank credits, and every conceivable electrical
gadget and appliance. To sustain this grandiose insanity,
Macedonians borrow from everyone and live off
remittances (transfers from Macedonian workers and
family members abroad). Macedonians have become
consummate parasites with the government's blessing and
encouragement.

There is only one path to reduce Macedonia's threatening
trade deficit: to discourage imports. There are many ways
to reduce imports. For starters, the government should
correctly price items like electricity and fuel. Subsidies
need to be limited only to the neediest 10% of the
population. Everyone else should pay much higher,
realistic, global market prices.

As far as passenger cars are concerned, the government
should make it very expensive to buy a new car and very
attractive to keep a used one. The Ministry of Finance,
eager to please the population and with an eye on the
ratings of the governing coalition, spews out nonsense to
justify its irresponsible acts. "New cars consume less fuel
and need fewer spare parts", they say. True. But, a new car



costs 10,000 euros, paid for with scarce hard currency.
The savings that are the results of higher fuel efficiency
do not amount, over the life of the car, to 10,000 euros.

Had this government been leading rather than following
the opinion polls, it would have embarked on a campaign
to encourage the use of public transport; would have cut
the costs of owning and maintaining a used car; would
have slapped punitive taxes and charges on buyers and
owners of new passenger cars; and would have used
remedies available to it under the WTO to impose import
quotas and other duties, tariffs, and non-tarift (e.g.,
environmental) limitations on luxury, gas-guzzling
vehicles.

Macedonians consume imported vegetables, imported
chocolate, imported meat and dairy products; they buy
imported "white electronics" and "black electronics"; they
vacation outside the country, some of them in order to
boast about it to their friends. A craze of conspicuous
consumption has gripped this impoverished country that
has no economy to speak of. Macedonians are living over
and above their means and over and above their economic
contribution to society. This will end badly: with a
banking crisis, hyper-inflation, and massive indebtedness
of both this profligate state and its gullible citizens, who
want so much to dream and to fantasize.



Written August 29, 2008
Foreign Direct Investments in Macedonia - The Facts

As usual, the government spins facts and doctors the
evidence to "prove" that its utterly misguided economic
policies are working. Well, they are not. The lot of the
average Macedonian has never been worse since 1996.

Consider foreign direct investment (FDI). The
government tells us that close to 240 million euros flowed
into the country in the first 5 months of the year. This is
the same as all of 2007. Are congratulations in order?

Not so fast. Close to 80% of this amount are in the form
of acquisitions: foreign companies (mainly banks) buying
Macedonian firms (mainly banks). This is meaningless
FDI that has little effect on the domestic economy. Has
anything changed after Societe Generale bought Ohridska
Banka? No. Will anything change after Steyermark
Savings Bank completes its purchase of Invest Banka?
Not likely. Is unemployment still the same since 2006?
Yes, it is. Did the trade deficit narrow? It tripled. Bad
news piled on even worse tidings.

Moreover, economic studies demonstrate conclusively
that foreign banks tend to do business with foreigners, not
with local firms and that the profits they repatriate (the
foreign exchange they take out of the country) exceeds
their initial investment.

But, what about the remaining 20%? We are still talking
about 50 million euros!

Most of this money is invested in construction of objects



such as shopping malls. What do shopping malls
contribute to the economy? Zilch. Shopping centers are
non-productive. They don't increase exports. They barely
increase employment. They do elevate the trade deficit
(by importing goods) and inflation (by encouraging
consumption). This is the wrong kind of investment.

How much new foreign money was invested in greenfield
industry and manufacturing? A negligible amount. During
the election campaign of 2008, the entire government
embarked on a flying circus of sorts, signing up foreign
companies and touting their achievements to a retinue of
obsequious (and happy to travel free of charge)
journalists.

What happened with these deals? Nothing. They were not
real. Macedonia had signed numerous memoranda-of-
understanding and memoranda-of-intent, but very few
firm contracts. Bunardzik is still an empty lot.

Finally, how is FDI calculated?

There are four methods. The World Bank's, the cash
method (actual flows of foreign exchange as monitored by
the Central Bank), the accrual method (counting the entire
value of the deal when it is signed), and the realization
method (considering as part of FDI only the value of the
various phases of the agreed projects, as they are
realized).

Which method is the government using to calculate FDI?
Who knows. They may be using all four, thus counting the
same transaction multiple times and inflating the FDI
figures in the process. It sure feels this way. Where are
these alleged flows of foreign capital? Nowhere to be seen



or felt.

Transparency and honesty are called for- and, preferably,
some real foreign investors.

The Economics of Social Solidarity and National
Identity

Declaring oneself a nation is the easy part. Any group of
people can wake up one morning and decide that they
have a common history, common language, and,
especially, common enemies. Yet, do people treat each
other decently, as compatriots? Social cohesion and social
solidarity are the real and only litmus tests of nationhood.

The government of Macedonia was elected by an
overwhelming majority of the electorate. It is,
undoubtedly, the reification of the nation's will and
mentality. It invests a lot of money in supernumerary
churches, basketball halls, tennis courts, and public
relations stunts. This money would have been far better
used to improve the country's dismal hospitals, horrible
prisons, and unspeakably atrocious mental health asylums.

A society that values entertainment more than it does the
protection and treatment of its weakest members
(prisoners, the physically sick, and the mentally ill) is
doomed. Most poor countries spend much more than
Macedonia on social services. Even the impoverished and
besieged Hamas government in the Palestinian Territories
doles out 3 times as much (per capita and adjusted to
purchasing power) on schools, healthcare, public kitchens,
and similar services.

This is why I welcome the Prime Minister's initiative to



distribute free textbooks to students and pupils in primary
and secondary education. This modest and inexpensive
gesture goes a long way towards righting social wrongs
and is the best conceivable investment in the
country's economic future. Well-done, Nikola Gruevski!

Written August 30, 2008

How the Government of Macedonia Revolutionized the
Economic Sciences

The 29th of August this year will be remembered as a
crucial date in the annals of the science of economics:
Zoran Stavreski, in his column in "Dnevnik", has proved
conclusively that Macedonia's unprecedented trade deficit
is actually a sign of its growing economic health. In his
magnum opus, he relied on economic beliefs and theories
which were proven wrong and became obsolete more than
a decade ago.

The consensus among economists today (those who
bother to read the latest economic literature) is that trade
deficits of more than 4% of GDP and which are financed
with borrowing or remittances are cancerous and should
be reduced post haste. The IMF think the same, but
Stavreski dismisses them and other experts, both domestic
and foreign, whom he derisively calls "independent". It is
well known, of course, that the only two truly independent
economic experts in Macedonia are Stavreski and Trajko
Slaveski, the Minister of Finance. All the others are
automatically suspect and should be ignored.

In his presentation, Stavreski makes seven crucial
mistakes, none of them intentionally, I am sure:

1. He says that the growth in Macedonia's imports in
current dollar terms is owing to the increase in the prices



of goods and commodities imported. Not true. Actually,
the quantities of many imported items (such as passenger
cars) rose considerably over the last 12 months.

2. He attributes the meteoric and vertiginous rise of the
trade deficit to the increase in the prices of crude oil and
other raw materials. But, the costs of oil, foodstuffs, and
minerals have risen by an average of 30% this year - while
the trade deficit has tripled during the same period.

3. He boasts that Macedonian exports have soared by
28%. Not exactly, The prices paid for Macedonian
produce, mining extracts, and other goods have increased.
Judging by various measures of GDP unit labor costs,
Macedonia is no more competitive or productive than it
has been a year ago.

4. He fallaciously reassures his trusting readers that
foreign direct investments (FDI) pouring into Macedonia
explain the sorry state of the country's current account and
balance of payments. But, FDI has grown by a mere 130
million euros year on year, while the trade deficit is up
one billion dollars and the deficit in the current account is
341 million euros. Hitherto, Macedonia was lucky to have
received 1.2 billion euros annually in remittances from
abroad. This money was used to defray the profligacy of
its citizens, intoxicated as they are by the government's
fantasies. The bonanza is at its end, however, as
Macedonians working abroad are cutting back on their
transfers. As remittances decline, Macedonia will be
forced to borrow money externally or to dip into its
foreign exchange reserves to cover its trade/current
account/balance of payments deficits.

5. This government has constructed its entire
macroeconomic policy around the twin pillars of FDI and



remittances. This is the Macedonian version of playing
Russian roulette. As the global economy enters one of the
worst recessions on record, both FDI and remittances will
decline precipitously. The government has no plan B.

6. This government is obsessed with foreigners and their
money because it refuses to acknowledge the fact that
there is a lot of money in the informal sector (the grey
economy). Contrary to what Stavreski says, Macedonia
has sufficient domestic resources to foster growth. The
government needs only to legalize these resources and to
level the playing field by granting domestic investors the
same treatment, the same benefits, and the same red carpet
that they extend to foreigners.

7. Finally, FDI in Macedonia is of the wrong sort:
acquisitions (mainly of banks), construction of shopping
malls, and consumption. Such FDI does not lead to
economic growth. At 35% of GDP no sane economist -
independent or not - will call the trade deficit a positive
sign of economic health and growth. It takes a politician
to make such an outlandish statement. Stavreski used to
be a damn good monetary economist. Judging by his
column, he is now merely a politician.

Written September 4, 2008

In their unwise statements (that Macedonia can survive
and grow economically even without NATO and the EU),
the Prime Minister and the Minister of Foreign Affairs are
confusing cause and effect. The growth in Macedonia's
FDI (foreign direct investment) and GDP (Gross
Domestic Product) in 2007 and 2008 was and is a direct
result of Macedonia's process of Euro-integration.

Without European prospects, Macedonia's economy will



stagnate, the educated young will emigrate (brain drain)
and the country will become hopelessly addicted to
foreign aid and remittances from Macedonians working
abroad.

In the last 5 years, foreign investors have flocked to
Macedonia because they believed that it will join the EU
shortly. Domestic consumers and domestic investors
consumed and invested in Macedonia because they
believed that it will join NATO soon.

Macedonia is an anomaly:

While all other countries seek to join NATO in order to
defend themselves against an EXTERNAL threat (Russia)
- Macedonia needs to join NATO to fend off an
INTERNAL threat (its restive minorities). A NATO
membership guarantees peaceful and harmonious inter-
ethnic relations and the kind of stability that attracts
investors and fosters growth.

Moreover, Macedonia already has literally unfettered
access to the EU through its CEFTA membership and
other free trade agreements; its WTO membership; and its
liberalized customs regime. While all other countries seek
to join the EU to gain access to its enormous common
market, Macedonia needs to join the EU so that the EU
can force Macedonia's politicians to

implement painful but inevitable reforms.



Written October 4, 2008
Public Debt, Partial Truth

Having prepaid some of the country's foreign debt, the
Ministry of Finance is boasting that Macedonia's public
debt is down by well over 100 million euros. At the same
time, the total public indebtedness is up by close to 300
million euros because the private sector has been
borrowing furiously.

This is not a bad thing. Some of these new debts were
surely accrued as businesses have invested in new
machinery, tools, intellectual property, and marketing.
This is "good" debt. Future profits from these investments
will more than cover the interest payments and the
repayment of the principal.

Still, private sector debt is more expensive than public
sector debt because lenders charge businesses a higher
interest rate than they charge the government. In other
words: not only has the total debt of Macedonia gone up,
but the cost of servicing this debt has grown.

The Ministry of Finance never lies: it merely presents a
partial and distorted picture of reality by omitting crucial
facts. This is called in America "spin doctoring". This case
is no exception. The Ministry could have been completely
honest and say: "Public debt is down, but you should
know that private borrowing is up and the average cost of
servicing the debt - the payments of interest and principal
- is up". Instead, the Ministry only says: "Public debt is
down, another great achievement of our infallible and
farsighted policies."

Increase the Bank Deposit Insurance!



In the last few days, literally every country in the West has
doubled or tripled its deposit insurance. This served to
harness the panic that spread through the financial system
and to prevent runs on vulnerable banks.

Deposit insurance is the guarantee that the state - or a
special institution owned by the local banks - gives to
depositors. It covers bank fixed-term deposits and, in
some countries (for instance, in the United States) it also
pertains to certain types of liquid accounts, known as
money market funds.

If a bank collapses, the deposit insurance scheme kicks in
and depositors get their money back up to a certain
amount. If someone has several deposits in a few banks,
all these deposits are covered.

Macedonian banks will not survive a systemic collapse of
the European banking system. Many of them are owned
by foreign banks. Their capital is invested with and
deposited in European banks. They enjoy credit lines
issued by Western banks.

If Greek, Bulgarian, Turkish, Swiss, German, French, and
British banks begin crumbling one after the other,
depositors in Macedonia will lose trust and try to
withdraw their money all at once. Very few banks can
outlive such an onslaught. Macedonian banks are not
diversified. They depend exclusively on deposits for their
business.

The government should increase the deposit insurance. It
is the only way to counter a potential panic. With their
deposits insured, people will sleep better at night and will
be less likely to go back to stashing their money under the
mattress.



Written October 6, 2008

Mexican Lessons for the Macedonian Economic
Leadership

As opposed to Macedonia, Mexico is lucky to have oil. It
generates the country's main flow of foreign exchange.
Mexico's second largest source of US dollars is
remittances: money sent back home by Mexican workers
in the USA. It sounds familiar: Almost 20% of
Macedonia's GDP is in the form of remittances. These
transfers help pay for the country's insane trade deficit.
Macedonians are living way beyond their means because
they have family members abroad who keep bankrolling
them, month in and month out.

In the last 12 months, remittances by Mexicans to their
homeland dropped by 12% and are still declining fast.
Experts predict an even sharper outcome: 20% less
remittances by year's end. Remittances to Macedonia have
also been ebbing since November 2007.

Macedonian decision-makers would do well to read what
Luis Pena, a Mexican economist, had to tell the CNN:

""Temporary workers are always the first to lose their
jobs in crises like this one. Since many Mexicans in the
United States are there illegally, they are most
vulnerable to unemployment."

With reduced remittances, the Macedonian government
will be forced to borrow - or to dip into the country's
foreign exchange reserves - in order to finance imports.
Many families will be left without a source of income.
Banks will do less business and the National Bank will
have fewer resources at its disposal. This is not a
hypothetical situation. It is happening now.



Written October 8, 2008
Too Much Politics - Or Not Enough?

Macedonians often complain that their country has "too
much politics". Politicians and political parties are
everywhere, as they make sure that their cronies get
lucrative jobs, their supporters land sinecures, and their
family members run the state. It is impossible to be
employed in the public administration unless one joins a
political party in power and displays a "party membership
booklet" (knishka). It is outlandishly difficult to obtain
needed licenses and permits without the right connections
and without pledging future benefits to decision-makers.

Still, it is wrong to say that Macedonian public life and
private business are too politicized. Macedonia's political
parties are not political and they are definitely not parties
in the Western sense of the word. Macedonia's political
parties revolve around money, not around competing
ideologies and platforms. They function as part business
concern, part employment agency, part tour operator for
their members.

Macedonia's political parties use the guise of politics and
the bluster of perpetual campaigning to hide the fact that
they care little about social issues and the country's future.
They are concerned with one thing only: upward social
mobility. The political organizations here - the parties and
the NGOs they spawn and finance behind the scene - are
out to maximize income for their members, personal
wealth for their leadership, profits for their oligarch
supporters, perks for everyone involved.

In Britain, the government pays the salary of the head of
the main opposition party. There, the opposition is an



integral and crucial part of governing the state. The
government consults the opposition on issues of national
interest and involves it in decision-making processes. In
Macedonia, the opposition is merely the competition.
Macedonia's resources are scarce and both coalition and
opposition are rapacious business organizations, not
political parties. They are both out to maximize their take
and they prey on Macedonia's impoverished population.

Macedonia doesn't have too much politics - it doesn't have
enough politics. It has no political parties, no true
opposition, no politicians to speak of. The day this
changes, Macedonia will have joined Europe. Until that
time, though, it is merely an African country with
European pretensions.

Irish Trash and Macedonian Plastic Bags

The Connecticut, Massachusetts, and Maine legislatures
have recently rebuffed proposed legislation to ban the use
of plastic bags. Americans dispose of more than 100
billion of them every year. Supermarket checkout
counters, dry cleaning outfits, and other establishments all
furnish their customers with plastic carrying bags which
cannot be efficiently recycled and are taking up expensive
and scarce space in trash landfills. Moreover, plastic bags
are made of non-renewable energy resources, such as
natural gas and petroleum. Thus, they contribute to global
warming and, when they end up in the ocean, they
endanger marine life.

So, why not ban them altogether?
Because there is a much better idea.

In 2002, Ireland imposed a tax on plastic bags. Within one
year, their number dropped by 90 percent. The proceeds



from the tax on the remaining ten percent of bags in
circulation went to finance environmental causes.

Lessons? Tax, don't ban. Tax, don't recycle. It would also
make Minister of Finance, Slaveski, happy, as the
government's share of Macedonia's economy grows even
further.

Written October 11, 2008
It is Europe's and Asia's Turn Now

The crisis in the United States has little to do with its real
economy. Last quarter, GDP there grew by an impressive
3.3%. IBM's profits are up 22% year on year. American
commercial banks, though in need of re-capitalization, are
sound. Its investment banks - the sources of the current
crisis - are gone. The Dow Jones is unlikely to drop below
7100. The end of the crisis is near. The Treasury will
semi-nationalize some banks (take equity positions
against an injection of capital), buy some toxic debts and
that's it. Within 12 to 18 months, the USA will emerge
from this crisis, strengthened and Wall Street will be back
at 10,000.

Not so Europe.

Europe's real economy as well as its financial sector are a
mess. France's GDP declined by 0.3% last quarter. In
sliding officially into a recession, it has joined Spain,
Ireland, and, now, the United Kingdom and Germany.
Battered by a strong euro, expensive energy, and mighty
competition from China, the US, and India, European
exports have stagnated. As opposed to the USA (where
exports constitute 18% of GDP), Europe is dependent on
foreign carbon fuels and foreign markets for its goods and
services. Exports constitute more than 40% of Eurozone



GDP.

Moreover, Europe's commercial banks are in horrible
shape - far worse than America's. This year alone,
European banks must pay 1.41 trillion US dollars in
principal and interest, mainly to bondholders. They don't
have the money and they cannot borrow it from other
banks because interbank lending has all but dried up.
Many of them are already technically insolvent.

Europe's recession will be profound and protracted. Asia
is likely to follow suit: Singapore is already technically in
recession and china's growth rate is abating. It seems that
yet again, the USA will be faced with the daunting task of
dragging the rest of the world back to growth and
profitability.

Written October 13, 2008
Who Needs the European Dis-Union?

The current global financial crisis should have been the
European Union's finest hour. The countries comprising
this much coveted club could have joined to battle the
waves of bank failures, industrial closures, layoffs, and
bankruptcies that are threatening to overwhelm their
economies from Iceland to Italy.

The European Union finance ministers should have come
with a coherent plan to introduce cross-border regulation,
a Europe-wide bank bailout fund, clear, continent-wide
guidelines as to state subsidies and export stimulation, and
other joint policies. Instead, pompous declarations aside,
each government rushed to implement unilateral steps,
regardless of the needs of their allies and the risks to the
Union. The EU was reduced to pathetic and disheartening
caricature in the space of less than a week. Iceland was so



disgusted by the spectacle that it asked Russia for a loan
rather than approach the EU.

But the cracks in the Union were evident long ago. A
much-trumpeted EU Constitution was soundly and
multiply rejected by the French, the Dutch, and the Irish.
Rows erupted over the dispatch of a contingent of soldiers
to Afghanistan and 24 helicopters (!) to Darfur. An EU-
brokered truce in Georgia was humiliatingly ignored by
Russia. Members disagree on virtually every issue: from
how to treat Kosovo to how to deal with terrorism.

Both passport-free travel (the Schengen Agreement) and
the single currency, the euro, do not apply to the entire
EU. The process of enlargement to the Balkans and to
Turkey is contentious and may not come to pass. "What's
the point of having an EU?" - wondered the Associated
Press last week. The Financial Times called the current
disarray "a suicidal position".

Moreover, the EU's new (formerly communist or socialist)
members differ strongly from old members (Germany,
France) on a host of topics, including the extent of
collaboration with the United States and whether to
nationalize crumbling financial institutions. "The
politicians in Europe are crazy. We didn't live under
communism for 40 years just to return to it on EU soil,"
said Czech Finance Minister Miroslav Kalousek.

Written October 28, 2008
Gambling with the Foreign Exchange Reserves

Macedonia's foreign exchange reserves, assures us the
governor of the central bank of Macedonia (NBM), are
safe. Why are they safe? Because they are invested in
bonds issued by governments of rich nations, such as



Germany and the USA. Only if these governments default
on their obligations will these bonds become worthless.
But, such an event - a default by the governments of the
USA or Germany or Switzerland - is unlikely.

True, but highly misleading.

To start with, most of these bonds do not provide a
protection against inflation. If the NBM owns a US
treasury bond that pays 6% interest annually and inflation
in the USA shoots up to 8%, the NBM will lose 2%
annually (the difference between the interest coupon and
inflation).

Secondly, the value of the bond is determined daily in
bond markets around the world. Prices of bonds have been
known to decline by up to 35% (!). If the NBM buys a
bond and holds it to maturity then I agree with the
governor, the investment is safe and guaranteed. But, if
the NBM has to buy and sell the bonds prior to their
maturity there is no way it can foretell their value.

Imagine that the NBM suddenly needs 500 million euros.
It would have to sell the foreign bonds it owns in the open
global markets. If the prices of the bonds declined in the
weeks or days preceding the sale, the NBM would get less
money than it has invested when it purchased the bonds in
the first place!

How likely are bond prices to collapse? Very likely.
Countries from China to Saudi Arabia are reluctant to
purchase newly issued American bonds because of the
low interest rates they are paying (the low coupons). The
prices of European bonds will crumble as Europe enters a
continent-wide recession and as government issue and sell
to the public 2 trillion euros worth of new bonds to allow



them to recapitalize the ailing banking system. The NBM
better pay heed.

Vox Populi, Vox Gruevski: Time for Plan B

Macedonian politicians and analysts often confuse
populism with a true expression of the popular will.
Populism, in the derogatory sense, is when a leader
manipulates his supporters by fanning their base
emotions, by making unrealistic, fantastic promises, and
by doling out money. Popular will, on the other hand, is
what we call "democracy".

By rejecting any meaningful compromise on the name
issue, Gruevski is fully in accord with the will and
sentiments of the vast majority of Macedonians. Only the
(often self-designated) "elite" is unhappy with the course
he is taking.

Of course, such intransigence has a price. Gruevski is
acting as a populist when he refuses to reveal to the
people the painful cost of his nationalist and popular
policies. Macedonia can forget about the EU for the next
few years. Anyhow, it is not welcome by this august club.
I won't be surprised if it joins it after Serbia, or not at all
(though NATO is a different story).

Consequently, Macedonia can also forget about becoming
an attractive business destination. Foreign direct
investment will become even more of a pipe dream.
Access to international credit lines will be highly
restricted. Exports will languish. Even tourism will be
adversely affected. The Albanians in Macedonia are likely
to be extremely unhappy with this glorious isolation. Who
knows what form this dissatisfaction may take?

It is time for Plan B. Macedonia has to reorient its



geopolitical and economic policies: to develop Asian
export markets; to attract foreign direct investment from
North America, Eastern Europe, Russia, Asia, the Middle
East, and Latin America; to establish itself as a free zone,
catering to banking, manufacturing, and transport; to offer
back office IT services; to encourage domestic rather than
foreign investment (perhaps by offering a conditional
amnesty to tax evaders).

In the absence of such Plan B, Macedonia will find itself
an isolated, backward, impoverished backwater an African
enclave at the heart of Europe.



Written October 31, 2008

What not to Learn from the National Bank of the
Republic of Macedonia

On October 30, 2008, Nova Makedonija published a harsh
attack on me by the Investment Committee of the National
Bank of the Republic of Macedonia. I will ignore the
personal slights (without which no Macedonian can
communicate, it seems) and get straight to the core: the
worryingly amateurish and manifestly wrong claims made
by the authors.

1. The authors refer me to the biannual reports published
by NBRM and available on their Website. Alas, either by
design or by omission these reports are meaningless,
partial, and fail to contain the most critical information.
The reader cannot learn from them how the Committee
selects its investments,what specific financial instruments
were chosen (except in the most vague terms), in which
banks the reserves are deposited, etc.

2. The authors are correct in noting that as inflation rises,
the prices of traded bonds drop. This is precisely my
point: the prices of bonds already owned by NBRM will
drop steeply if and when inflation in the issuing countries
were to rise. In the near future, inflation will begin to
climb, as the enormous injections of money (1 trillion
USD in Europe alone!) will affect the money supply.

3. The authors' next claim that the investment portfolio of
the NBRM can never lose more than 2.7% is utter
nonsense. No one can predict the losses and profits on
money invested in bonds and gold. No one can predict
future prices of bonds and gold with certainty. No one can



predict the future direction of interest rates (up or down)
with certainty. If the geniuses of NBRM were truly able to
limit their future losses to 2.7% they would be working in
Wall Street, not in Skopje and making billions of dollars
in salary.

4. To say that NBRM will never have to sell bonds at a
loss is again an example of lack of experience,
amateurism, and ignorance. No one can predict the future.
It is possible that Macedonia will suddenly need a big sum
in foreign exchange (for instance, if it has to bail out a big
bank about to go insolvent). In that case, NBRM will have
to sell bonds in the marketplace and may incur a loss.

5. Finally, the authors come to my help in order to teach
me about the global bond market. It would have been
comic had it not been tragic. [ am the author of a
bestselling book about modern portfolio management
theory and have spent the last 32 years analyzing and
writing about financial markets and instruments all over
the world. I have traded bonds in Wall Street long before
Macedonia became an independent state.

And what do the esteemed authors say? Because prices of
bonds have climbed during this financial crisis, they will
continue to climb.

Wrong. As governments issue trillions of USD in new
bonds, the prices of bonds are bound to come under
pressure. As interest rates drop below 1%, buyers will lose
interest in bonds and move to other assets. As countries
that hold trillions in bonds begin to feel the pinch of the
global crisis, they will be forced to liquidate their
bondholdings in order to finance their needs.



In other words, bond prices are poised to crash
precipitously. In the last 50 years, bond prices have
collapsed by more than 35% at least on three occasions.
Should this happen, the NBRM will lose a fortune.

The NBRM Investment Committee should not behave as
individual investors do. They should not predict prices
and then act on their predictions. They should not gamble
with money that belongs to the people. They should keep
it safe. And they should hire professional money
managers, and not rely on recent university graduates,
oligarchs, professionally unqualified politicians, and
failed bank managers to manage their investment
portfolio.

Written November 1, 2008

Why Minister Trajko Slaveski Deserves the Nobel Prize
Jfor Economics

Professor-turned-Minister, Trajko Slaveski, goes around,
gloating and bragging: "I told you so! You see, inflation
was nothing to worry about after all!". But, he is ignoring
the two main criticisms leveled at him: (1) That most of
the high inflation during the first months of the year was
not imported from the outside, but was the inevitable
outcome of the government's profligate and populist
spending plans and (2) That the government took no steps
whatsoever to quell the inflation that it has wrought.
Macedonian paid a high price for its unnecessary
inflation.

Slaveski further says: "Our main problem now is
deflation, not inflation." In years of working with and for
governments in Macedonia, I have come to strongly
distrust the official figures released by the pliant and



heavily politicized Bureau of Statistics. I cannot
understand how deflation is possible in Macedonia.

Deflation is a drop in the general price level. Such a drop
occurs under these conditions: (1) That the prices of raw
materials, energy, and foodstuffs are collapsing. Indeed,
this is happening. Imported inflation may well have
become imported deflation; (2) That bank lending and,
consequently, the real economy is contracting. In
Macedonia, the opposite is true: both bank lending and
GDP (Gross Domestic Product) are growing strongly; (3)
That the amount of money in circulation and the velocity
of money (how many times money changes hands) have
dropped precipitously (for instance, as a result of bursting
asset bubbles or much higher interest rates). Again, this is
not happening in Macedonia. On the contrary: money
supply has been growing vigorously; (4) That government
spending is drastically cut and the personal savings rate is
meteorically up (and, thus, consumption equally down). In
Macedonia, the reverse is true.

No question that inflation in Macedonia should drop from
the dizzying heights of January-June 2008. But the
science of economics teaches us that conditions for
deflation do not exist in Macedonia. Even more suspicious
is the fact that inflation in Macedonia mysteriously began
to abate two months before the end of the uptrend in
global commodity and energy prices. Macedonia, actually,
was the only country in Europe whose inflation turned
into deflation when it did. Slaveski deserves the Nobel
prize for Economics as he was the only Minister of
Finance and economist who correctly predicted the level
of inflation in his country - down to the last decimal point.

Telling Macedonians What They Want to Hear



Macedonians love a certain type of foreigner:
ambassadors, authors, columnists, and visitors who tell
them how great and wonderful Macedonians are; how
perfect their country is; how right Macedonians are to feel
aggrieved ("the whole world is really against you, poor
things!"); how impeccable and infallible their customs,
traditions, and way of thinking are; and how it will all turn
out well in the end. These fake friends, who tell them
what they want to hear, Macedonians embrace and adore.

Macedonians hate a certain type of foreigner:
ambassadors, authors, columnists, and visitors who tell
them how flawed Macedonians are; how imperfect their
country is; how counterproductive it is to nurture grudges
that spawn xenophobic paranoia; how ill-suited to modern
life are their customs, traditions, and way of thinking; and
how, if they don't wake up and reform themselves and
their dysfunctional institutions, the Macedonian
experiment may well turn out badly and short-lived. These
true friends, who confront them with the truth,
Macedonians hate, despise and threaten. They suspect
their motives and develop all kinds of inane conspiracy
theories to account for their involvement in the country's
affairs.

I am true friend of Macedonia and Macedonians. My wife
is Macedonian. I have given years of my life to teach and
write in this country. I never charge for my work here: my
columns in Nova Makedonija, Fokus, and Kapital are free
of charge; my lectures and seminars are free of charge;
consultancy services that I provide are free of charge. At a
grave risk to my personal safety, I have contributed to
Nikola Gruevski's career in all its crucial stages. Judging
by election results and opinion polls, most Macedonians
seem to regard Gruevski as the only good thing to have



happened to Macedonia since its independence.

In a sense, I am more of a Macedonian patriot than most
Macedonians. But, I am a true friend, not a fake one. |
will never tell Macedonians what they want to hear. I owe
Macedonians the truth (as I see it), the whole truth, and
nothing but the truth.

As we all know, though, the truth threatens the vested
interests of many groups in Macedonia. The self-
appointed "elites" who enrich themselves at the people's
expense, don't want Macedonians to know the truth.
People like me, who expose their lies, ignorance, and
shenanigans constitute a threat. So, they fight back by
spreading ugly rumors and deception, by labeling truth-
sayers and truth-seekers "traitors".

And so, when I criticized its policies, the National bank of
Macedonia called me "malicious" on the pages of Nova
Makedonija (October 30) and said that my aim is to
destabilize the trust in the country's institutions.

On October 17, Nova Makedonija published another long
"pismo" (letter to the editor) in which the anonymous
reader wrote that [ am a "dokazen neprijatel" (proven
enemy) of Macedonia and am here in order to damage it.
In the name of "national interests" and "national unity",
the reader called upon the editors not to publish my
column any more.

Recently, a government official warned a visiting foreign
analyst that I am "an enemy of Macedonia" and publicly
berated the journalists present for associating with me.

A senior minister is spreading false rumors (knowing full
well that they are false) that my Ph.D. is fake. Luckily for



me, my Ph.D. thesis is listed in the online catalog of the
Library of Congress and in the UMI repository of
dissertations in Michigan.

"Don't worry, these are mere words" - my friends try to
reassure me. But, if words were to fail the members of
these "elites", the next stage in such a campaign may not
be limited to verbiage. Look what happened in Croatia to
the courageous editor-in-chief of "Nacional".
Macedonians' freedom of speech is at stake and their
ability to tell apart their true friends from those who only
pretend to be their friends in order to further their
diplomatic careers or enrich themselves.

Macedonia's Steel Industry: Too Big To Fail?

Steel prices are down 40-80% since July (depending on
the product). Such a precipitous drop threatens the very
existence of the steel processing sector in Macedonia.
Should the government extend a helping hand? Should it
provide the steel industry with handouts, or, as a
minimum with -heavily subsidized loans?

The answer is: yes. Steel products make up a sizable part
of Macedonia's exports at a time when its trade deficit is
record-shattering and its current account deficit equals 8%
of GDP. Thousands of families depend on income from
that sector in a country where the official unemployment
rate hasn't budged from 35% in years. In the United
States, they call firms and sectors that are critical to the
economy TBTF (Too Big To Fail).

Still, any assistance granted by this poor state to the rich
shareholders of the steel industry must come with many
strings attached:

To start with, the government should take shares in the



companies it helps as collateral. It should charge a hefty
interest rate for trade credit facilities and subsidize only
the loans whose proceeds are to be invested in machinery
and other capital goods and infrastructure. It should
impose onerous conditions on the shareholders: as long as
they enjoy the government's largesse, they should receive
a minimum wage and no bonuses. The companies should
not distribute dividends until they have paid back the state
in full. And, most importantly, the government should
impose a "windfall tax" on profits made by the
shareholders in the past as a result of the steep rises in
commodity prices. Justice must be done and be seen to be
done.

Written November 3, 2008
Macedonia's Miraculous GDP

To remind all of us (including former employees of the
World Bank):

The formula to calculate GDP (Gross Domestic Product)
is this:

GDP (Gross Domestic Product) = Consumption +
investment + government expenditure + net exports
(exports minus imports) =

Wages + rents + interest + profits + non-income charges +
net foreign factor income earned.

Remittances make up close to 20% of Macedonia's GDP.
In the last 12 months, they have fallen by 20% (or c. 300
million USD). This alone has subtracted 4% from the
country's GDP. This shortage was balanced by a spurt of
growth in FDI (Foreign Direct Investment) of c. 300



million USD (if we believe the official figures). Yet, net
exports have declined by 1 billion USD over the last 12
months (in other words, the trade deficit and the current
account deficit have both shot up). Moreover,
Macedonia's exports are in decline, owing to the global
crisis, and so this gap is bound to widen and further
depress GDP growth.

Professional economist-turned-amateur politician, Deputy
Prime Minister Zoran Stavreski, promises us that GDP
this year will grow by 5%, as predicted. This is possible
only if consumption and government expenditures will
shoot up. As consumption is likely to stagnate (at best),
we are left with the state budget as the sole engine of
growth. The government will simply tax more, spend
more and make sure that GDP grows. It will raise wages,
pay higher rents, employ more people, spend more on
self-promotion, and build additional churches and tennis
courts. That's what it did last year, when the budget
ballooned into 42% of GDP - and GDP grew by 5.2%.

Written November 11, 2008
Borrowing Its Way into a Financial Crisis

At 2.7 billion euros, Macedonia's central budget equals c.
50% of its Gross Domestic Product (GDP). A year ago, |
met the representatives of the IMF, then on one of their
endless missions here, and warned them that Macedonia
will have a budget deficit this year and next. They laughed
me off: the Minister of Finance had assured them that tax
receipts were high and climbing; a budget surplus was
literally guaranteed.

Fast forward 12 months: Macedonia's 2009 budget
contains an in-built deficit (the difference between taxes



and expenditures) equal to 2.8% of GDP. Where will the
government find the money to cover the deficit? It will
borrow it. Public sector borrowing will increase.

And where will the government find the money to pay for
the skyrocketing trade deficit (now at 2.2 billion US
dollars and projected to total 3 billion US dollars by the
end of the year)? You guessed right: It will borrow it.
Public sector borrowing will increase.

Moreover, a deficit of 2.8% of GDP is by no means
guaranteed. On the one hand, as economic activity
contracts (consumption, employment, and exports are
very likely to go down), in the wake of the global crisis,
tax intake will stagnate or even decline. On the other
hand, the government's profligate and irresponsible
promises, wage increases, "projects", campaigns, and
other ostentatious displays of populism will put pressure
on the expenditure side. I wouldn't be surprised if the
actual budget deficit ended up being 4-6% of GDP.

Can the government afford such a spiral of debt or will it
become the spiral of death?

In the short-term, Macedonia can afford to borrow money
from its citizens and abroad (for instance, in the form of
Eurobonds). Macedonia's public debt is actually down this
year (although the debts of the private sector are up
sharply). This can go on for 2, maybe 3 years. After that,
no one in his right mind will lend money to such a
spendthrift state; capital will begin to flee the country
("capital flight"); interest rates will go up sharply; and the
denar may have to be devalued. Macedonia appears to be
borrowing itself straight into a financial crisis.

Written January 6, 2009



Gruevski's Macedonia, Greece, and Alexander the
Great, History's Forgotten Madman

The government of Macedonia has recently changed the
name of its puny airport to "Alexander the Great". This
was only the latest symptom of a growing cult of
personality. Modern-day Macedonians, desperately
looking for their ancient roots in a region hostile to their
nationhood, have latched onto their putative predecessor
with a zeal that defies both historical research and the
howls of protest from their neighbor, Greece.

In a typical Balkan tit-for-tat, Greece blocked
Macedonia's long-sought entry into NATO, citing, among
a litany of reasons, the "irredentist provocation" that was
the renaming of the airport. Macedonia has designs on a
part of Greece, Greek politicians claim with a straight
face, and the denizens of this tiny polity have no right to
the heritage of Greece of which Alexander the Great is an
integral part.

Not to be outdone, Macedonian television is now awash
with a lengthy ad depicting the precocious leader berating
his pusillanimous and craven commanders ahead of a
crucial battle. He speaks fluent Macedonian (the current
day, Slav language) and ignores their wise counsel. This
pathetic abuse of screen time is supposed to indoctrinate
latter-day Macedonians to dare, be decisive, and to face
challenges. Alexander the Great would have greatly
disliked contemporary Macedonians: they are peace-
loving, overly-cautious, consensual, and compromise-
seeking. It seems that their own government finds these
laudable qualities equally offensive.

It is beyond me why both Macedonia and Greece wish to
make a deranged mass murderer their emblem and



progenitor. There is little that is commendable in both
Alexander's personality or his exploits. Having shed the
blood of countless thousands to fulfill his grandiose
fantasies of global conquest, he declared himself a god,
suppressed other religions bloodily, massacred the bulk of
his loyal staff, and betrayed his countrymen by hiring the
former enemy, the Persians, to supplant his Macedonian
infantry.

Alexander the Great was clearly insane, even by the
cultural standards of his time. According to Diodorus, a
month before he mercifully died (or, more likely, was
assassinated) his own generals invited Babylonian priests
to exorcise the demons that may have possessed him.
Plutarch calls him "disturbed". He describes extreme
mood swings that today would require medication to quell
and control. The authoritative Encyclopedia Britannica
attributes to him "megalomania and emotional instability".
It says:

""He was swift in anger, and under the strain of his long
campaigns this side of his character grew more
pronounced. Ruthless and self-willed, he had increasing
recourse to terror, showing no hesitation in eliminating
men whom he had ceased to trust, either with or without
the pretense of a fair trial. Years after his death,
Cassander, son of Antipater, a regent of the Macedonian
Empire under Alexander, could not pass his statue at
Delphi without shuddering."

Alexander was paranoid and brooked no criticism, or
disagreement. When Cleitus, his deputy, had a petty
argument with him in 328 BC, Alexander simply ran a
lance through his trusted general and had the army declare
him a traitor and, thus, justify the slaying. The same fate
befell Cleitus's unfortunate successors as second in



command.

From his early youth, Alexander has been reckless
(though fortunate) and unusually bloodthirsty. He used the
fortuitous occasion of his father's murder to liquidate
anyone who opposed him, even implicitly. He then went
on a rampage that alienated and united all the Greeks
against him. Even his famed campaign against the
Persians owed its success to the latter's precipitous decline
rather than merely to Alexander's military genius. Long
before he came on the scene, other Greeks (the Ten
Thousand, Agesilaus of Sparta) have defeated the Persians
decisively. His bloodlust never abated: when his army
mutinied in India and forced him to return to Babylon,
once there, he executed scores of his satraps, military
commanders, and other functionaries.

Alexander was known for his hubris and unmitigated
narcissism. Using humiliating language, he twice rejected
offers of peace from Darius the Great King of Persia,
whose family he held captive. When Parmenio advised
him to accept the second offer by saying: "I would accept,
if I were Alexander", he retorted: "So would I, were I
Parmenio". Parmenio paid for his independence of mind
with his life: Alexander later ordered him assassinated and
his son executed. He also murdered anyone who had
anything to do with the two.

When he tried to impose on his free-spirited troupes the
obligation to prostrate themselves in his presence, he was
subjected to such ridicule that he reversed his decision.
But, he kept on wearing the Persian royal garb and he did
execute Calisthenes, an hitherto obsequious historian (and
nephew of Aristotle) who wouldn't bow to him. The
Spartans held Alexander in derision. They published a
decree that read: "Since he (Alexander) wishes to be a
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god, let him be a god".

Wherever he went, Alexander was escorted by scribes
whose job it was to embellish history and manufacture
legends about their employer. Consequently, most of what
i1s commonly "known" about Alexander is false. But, even
so, numerous accounts of his drunken and violent reveries
remain, in which he habitually murdered people and tore
down cultural treasures (such as the palace of Xerxes).
That Alexander was a prodigious imbiber of wine cannot
be denied. Virtually all the eyewitnesses concur: Ptolemy,
Alexander's bodyguard; Nearchus, his admiral; Eumenes
the scribe, his secretary; Chares, his chamberlain;
Aristobulus, his military engineer. So do historians who
relied on such accounts: Diodorus, Plutarch, Arrian, and
the anonymous author of "Historia Alexandri Magni"
(History of Alexander the Great").

One could only fervently hope that the government of
Macedonia fails in its campaign to transform its citizens
into mini-versions of this monster.



Interview granted to "Kapital"', April 6, 2009

-Kosky n 30uTO € NnoTpebHo n
HeonxoaHO BO CeraluHaTta eKOHOMcCKa
cutyaumja MakenoHumja ga nobapa
nomow og MM®?

Sam:

Macedonia's external financing needs (as expressed in its
current account deficit, currently at 15% of GDP) are big.
The trade deficit, at 40% of GDP and growing, is also
unsustainable. Macedonia's sources of foreign exchange
are drying up, as well: FDI is down and so are remittances
from Macedonian workers abroad.

This creates an external financing gap that may threaten
macroeconomic stability and the denar's exchange rate.

However, Macedonia's foreign debt 1is moderate.
Moreover, the denar is not a convertible currency and is
unlikely to come under speculative attack of the type
suffered by the ruble, or the forint. Macedonia can still tap
foreign credits and foreign aid to finance its external
account. It can also devalue its currency without any
major repercussions (as not many credits here are
denominated in foreign currency).

At this stage, I see no need to have an arrangement with
the IMF. On the contrary, such an arrangement will likely
be counterproductive: it will restrict the government's
ability to reflate and re-monetize the economy with
counter-cyclical deficit spending. It will also hamper the
country's monetary flexibility.






-Koj e BawmoTt cTaB 3a BnaguHata umpeja
3a 3apmoJsixyBake Ha [gOp>XaBaTta BO
CTPaHCKN KoMmepuujanHun 6aHkun 3a
¢uHaHcupamwe Ha byyeTckute pacxogmu?

Sam:

There is nothing inherently wrong either with budget
deficits, or with external indebtedness. The only condition
is that the money borrowed should be used to finance
long-term, income-yielding projects (in infrastructure,
healthcare, education, information technology, etc.).

However, borrowing money to pay for CURRENT
expenses (increased wages in the public sector; indexed
pensions; self-congratulatory advertising campaigns;
populist construction projects; etc.) is detrimental to the
health of the Macedonian economy. Borrowed money has
to be repaid and if it was invested non-productively, future
governments will have to raise taxes or default on the
country's obligations.

MORE GENERALLY:

The Gruevski governments have rendered Macedonia and
Macedonians addicted to flows of foreign capital (FDI
and remittances) to consumption credits. The
Gruevski governments failed to come up with a Plan B.
They failed to encourage domestic investment, for
instance. Now that all forms of foreign capital are drying
up simultaneously, the government faces two options
only: (1) To borrow and spend its way out of the recession
or (2) To devalue the currency and implement
protectionist measures. This is a stark choice. Macedonia's
current economic malaise is NOT the result of the global



crisis, as the government would have us believe. Rather, it
is the direct outcome of the governments' amateurish and
irresponsible mismanagement of the economy.

THESES and ANTITHESES for Macedonia and the
Global Crisis: Weighing the Options

Forum organized by the Association of Chambers of
Commerce , May 28, 2009

THESIS NUMBER 1

Macedonia's external financing needs (as expressed in its
current account deficit) are big. The trade deficit is also
unsustainable. Macedonia's sources of foreign exchange
are drying up, as well: FDI is down and so are remittances
from Macedonian workers abroad. This creates an
external financing gap that may threaten macroeconomic
stability and the denar's exchange rate.

THESIS: Macedonia's foreign debt is moderate.
Moreover, the denar is not a convertible currency and is
unlikely to come under speculative attack of the type
suffered by the ruble, or the forint. Macedonia can still tap
foreign credits with few strings attached and foreign aid to
finance its external account. An arrangement with the IMF
will likely be counterproductive: it will restrict the
government's ability to reflate and re-monetize the
economy with counter-cyclical deficit spending. It will
also hamper the country's monetary flexibility. It should
be used only as a last measure. An arrangement with the
IMF may also send the wrong signal to the markets (that
Macedonia's macroeconomic stability is threatened).

ANTITHESIS: An arrangement with the IMF will restore
confidence in Macedonia's macroeconomic stability and
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in its ability to preserve a foreign exchange anchor. It will
increase foreign exchange reserves and allow Macedonia
to implement proper and much-needed fiscal and
monetary policies. The cost of borrowing from the IMF is
also lower than any other form of indebtedness.

THESIS NUMBER 2

THESIS: When the economy goes sour, rational
individuals and households save more and spend less. The
aggregate outcome of their newfound thrift is
recessionary: decreasing consumption translates into
declining corporate profitability and rising
unemployment. These effects are especially pronounced
when financial transmission mechanisms (banks and other
financial institutions) are gummed up: frozen in fear and
distrust, they do not lend money, even though deposits
(and their own capital base) are ever growing. Businesses
refrain from investing as credits dry up.

In times of economic crisis, as consumption and
investment plummet and unemployment is on the rise, the
only way to effectively cancel out this demonetization of
the national economy (this "bleeding") is through
enhanced government spending and by cutting taxes and
reducing fees for government services and goods. Where
fearful citizens save, their government should spend on
infrastructure, health, education, and information
technology. The state's negative savings should offset
multiplying private savings and negate the "Thrift
Paradox". In extremis, the state should nationalize the
financial sector for a limited period of time (as Israel has
done in 1983 and Sweden, a decade later). Other steps
include: removal of import duties, excise taxes, VAT, and
other taxes and fees on all energy products and foodstuffs;



freezing, reducing or waiving public sector fees and
charges; and subsidizing the consumption of the poorest
10% of the population.

ANTITHESIS: Government stimulus should be symbolic
or moderate. The role of the government in Macedonia is
already way to big: the tax burden is high and the state is
the largest single employer. It is crowding out the private
sector and competing with it for scarce capital.
Government extra spending should go towards capital
investments and not current expenses. In times of anxiety
and uncertainty, it is far more important to safeguard
fiscal discipline and, by implication, macroeconomic and
monetary stability which are the preconditions for true,
long-term, and sustainable growth. Enhanced government
spending on wages, pensions, and other discretionary
current items will only translate into increased imports
and an even larger trade deficit. The government should
actually cut spending by rebalancing the budget and try to
avoid sizable deficits. This way it will be sending a signal
to the market that it is a responsible economic player,
committed to the long-term health of the economy.

THESIS NUMBER 3

THESIS: The real risk to Macedonia's economy is
deflation, not inflation. The National Bank should allow
credit formation, reduce interest rates and reserve
requirements, buy government bonds and, thus, encourage
consumption, bank deposits, and investment. To increase
interest rates and depress consumption and investment
amidst a global crisis is unwise.

ANTITHESIS: The real risk to Macedonia is inflation,
possibly brought on by a devaluation of the denar. In the
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long-term, real growth will resume only if inflation
remains subdued. Additionally, the stability of the banking
system is at stake as the quality of the banks' loans
portfolios deteriorates owing to an increase in the number
of bad loans. Steps should include: Raising interest rates
and reserve requirements; capping interest rates on
deposits in the banking system to prevent new credit
formation; forcing banks to purchase government bonds to
reduce liquidity in the market; administratively capping
credit growth and tightening lending to consumers and for
real-estate transactions.

THESIS NUMBER 4

THESIS: The government should shield local industry
and manufacturing from the effects of the global crisis by
imposing import quotas, non-tariff barriers, and other
trade restrictions. It could also prefer domestic businesses
in tenders and institute a "Buy Local" campaign. It can
offer export subsidies; levy duties and excise on
nonessential and luxury imported goods as well as on
strategic products; cut duties and excise on raw materials.
In extremis, it can declare a World Trade Organization
(WTO) emergency (which Macedonia's trade deficit fully
justifies).

ANTITHESIS: Macedonia relies on flows of foreign
capital in the forms of FDI, export proceeds, and
remittances. It is fully integrated with the global economy
and cannot afford to declare a trade war. Protectionist
measures only serve to cushion inefficient industries and
manufacturers and will provoke retaliatory measures by
Macedonia's trade partners. External competition is a
good thing as it forces domestic firms to streamline and
cater to the needs and requirements of the marketplace.
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THESIS NUMBER 5

THESIS: Foreign Direct Investment (FDI) is the key to
Macedonia's prosperity and economic growth. FDI
encourages the transfer of management skills, intellectual
property, and technology. It creates jobs and improves the
quality of goods and services produced in the economy.
Above all, it gives a boost to the export sector. While all
forms of investments - both foreign and domestic - should
be encouraged, the government should play a decisive role
in attracting foreign investment and in providing the
conditions for its success. As the business climate
improves, local businessmen and entrepreneurs will
establish firms, manufacture, and export. The government
should not directly subsidize the formation or the
operation of domestic businesses. This is better left to the
private sector.

ANTITHESIS: The government should encourage
domestic investment and even subsidize the formation and
operation of local businesses. This is the only way to put
into use nonproductive capital; prevent capital flight; and
guarantee the long-term economic welfare of the citizens
of Macedonia. FDI does not foster growth and stability. It
follows both. Foreign investors are attracted to success
stories, they are drawn to countries already growing,
politically stable, and with a sizable purchasing power.



THESIS NUMBER 6

THESIS: Macedonia's macroeconomic stability depends
on maintaining an exchange rate anchor: a stable
exchange rate against the currency of Macedonia's main
trading partners, the euro. To that end, the National Bank
should intervene in the markets to support the denar, if
necessary by using its foreign exchange reserves. A stable
exchange rate guarantees low endogenous inflation and
economic growth. The claim that the denar is overvalued
and hampers export growth is false. Macedonian firms are
not exporting more not because of the exchange rate, but
because of outdated technology, wrong or deficient
marketing, lack of compliance with standards, antiquated
design, and a general lack of competitiveness.

ANTITHESIS: Macedonia would do better to introduce a
flexible exchange rate policy coupled with inflation
targeting. Introducing an inflation target would create as
much macroeconomic stability as any currency peg. The
government has at its disposal policy instruments that
allow it to control inflation: introducing price controls and
freezing the prices of essential products, or even
wages, healthcare ~ costsand  pensions;  releasing
commodities, oil, and minerals from strategic reserves;
hedging (fixing the future prices of foodstuffs, oil, and
commodities by purchasing forward contracts in the
global markets).

The National Bank should allow for a gradual devaluation
of the currency, within a band or range or as a crawling
peg. This will prevent speculative attacks on the denar that
currently are depleting the foreign exchange reserves of
the country. It will increase the competitiveness of
Macedonia's exports and reduce its trade deficit. A strong
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currency has anti-inflationary effects, so any devaluation
must be minimal, slow, and subject to market forces. Still,
Macedonia can also devalue its currency without any
major repercussions (as not many credits here are
denominated in foreign currency and inflation is
subdued).

THESIS NUMBER 7

THESIS: The global crisis discredited the doctrine of the
free, laissez faire market. The role of governments is
growing and they are assuming additional functions and
responsibilities. Strict regulation should be introduced and
enforced in various areas: the financial industry;
healthcare; employment; international trade; the
environment; and so on. The government should become
more involved in every phase of the economic cycle: from
entrepreneurship to  taxation; from banking to
manufacturing; and from education to healthcare. It
should even consider re-nationalizing some utilities.

ANTITHESIS: This is a temporary crisis that has to do
with excesses and imbalances of the system and not with
the core beliefs and theories that underlie it. This is not a
crisis of capitalism, but ofcertain capitalists.
Governments should let the private sector sort itself out
and interfere only to provide public goods and where there
are systemic market failures (such as in the banking
sector). Even so, governments' involvement should be
time-limited and with a clear exit strategy.
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Written on May 27, 2009
Israel, Obama, Iran, and Journalism

"During Netanyahu's visit, Israel shared intelligence with
the CIA regarding the potential for a terrorist attack which
will dwarf 9/11 if Iran is allowed to continue with its
nuclear designs and share its outcomes with allies such as
Hamas and the Hizbullah. Iranian proliferation is a direct
threat to US National security.

Obama's staff is ignoring the intel (HUMINT) because
they believe that it is intended to manipulate the
Administration into accepting Israel's planned bombing of
two facilities in Iran.

They are also ignoring intel regarding a Hamas cell in
Cairo that is bent on mischief. The Israelis are shunned.
The CIA is exasperated."

How reliable is this information? Can journalists be
trusted not to be manipulated; not to substitute opinion
and wishful thinking for facts; not to be corrupted with the
trappings of power or outright pecuniary incentives?

Consider my case:

On January 20, 2009, I appeared as a guest in the most
popular political affairs program in Macedonia ("Glasot
na Narodot", or The Voice of the People). | warned that
Israel is willing to wait 6 to 8 months for Obama's
"diplomacy" with regards to Iran's nuclear capability to
show some progress. If Iran remains recalcitrant, Israel
plans to bomb two facilities in Iran as it did in Iraq in
1981, I said. Refueling won't be a problem, I assured the



program's host: both Egypt and Saudi-Arabia offered to
help.

This and other interviews provoked speculations in
Balkan media and on the Internet:

Vaknin probably had assumed that the NSA (which has a
presence in Skopje, having recently moved some of its
facilities there from Athens) will be monitoring the
program and will report to Washington, suggested one of
them.

Vaknin' sister is Sima Gil-Vaknin, the IDF's (Israel
Defense Force's) Chief Censor (true) and Vaknin is a
senior Israeli intelligence operative (which I deny
emphatically).

Recently, the leading Balkan newsmagazine "Fokus"
published a long article about the Eligibility Problem
(Obama's missing original birth certificate and other
personal documents). In that article, Fokus speculated that
Israel may have written off Obama and has embarked on a
worldwide campaign to discredit him and counter his
dangerous diplomatic and military moves. Vaknin,
contended the magazine, spearheaded these activities in
Central and Eastern Europe and the Balkans in
conjunction with the Hasbara's clandestine unit, which is
under the direct control of the Prime Minister's office. I
have since denied these rumors, too.

I am a journalist of long standing (since the mid-eighties),
have lived and worked in Israel and maintain a network of
top-level, unimpeachable sources. | am made privy to a lot
of information and disinformation (see my articles about
Macedonia's accession to NATO and the name issue).



Like every journalist, I sometimes can't tell the difference
and get duped. But this is one of the risks of the First
Amendment.

As I see it, my job is not to block or filter content. My
task is publish with appropriate disclaimers regarding the
sources of my information. I should serve as an eBay of
data, ranking the past performance of "vendors" of
intelligence and letting the fully-informed reader make up
his or her mind whom to believe and whom to discredit.

Back to the opening scoop:
Is it true? Did it happen?

Who knows! All I can say is that someone wanted this
information leaked. It could be a arrow shot across the
Obama administration's bow. It could be part of a much
larger picture. It could be a signal aimed at Iran. It may be
a brazen fabrication. History will tell.

But one thing it is for sure: a story. Someone(s) told me, a
journalist, this story. They wanted it out. The importance
of a story sometimes lies not with its content, but with its
very release. It is the role of the discerning reader to read
between the lines, connect the dots, and come up with his
or her own narrative.



Interview granted to Maja Mihailovska of ""Spic, May
29, 2009

1. Yesterday you said that Macedonian economy have to
stop with obsessively keeping up to fixed exchanged rate
and to turn on to flexible exchange rate. How do you
argument that suggestion when everyone here has awful
remembering of devaluation of the denar in the past and
dangerous of inflation spiral? Many of experts here
agree that would be disaster for Macedonian economy?

A flexible exchange rate is not the same as a devaluation.
A devaluation is a one-time act. A flexible exchange rate
i1s a long-term regime of managing the exchange rate of
the domestic currency against a basket of foreign
currencies. In a flexible exchange rate, the local currency
can go down (devaluation) OR up (appreciation), usually
within a band (pojas) according to demand and supply in
the market.

There are many types of flexible exchange rate regimes.
An exchange rate band is only one of them. Another type
is called "crawling peg": the local currency is devalued in
infinitesimal daily increments so that the devaluation over
one year is equal to the level of inflation over the same
period as measured by the Consumer Price Index (CPI).

A flexible exchange rate should always be implemented
with another policy called "inflation targeting". It means
that the government and the national (central) bank make
a commitment to use all the policy tools at their disposal
to achieve a specific target of inflation.

The vast majority of countries in the world have a flexible
exchange rate coupled with some form of inflation



targeting. This combination has proven to provide
macroeconomic stability and prevent speculative attacks
on the currency. Albania, for instance, has been
implementing this policy for a few years now. The result?
Albania's economy will grow this year by 3-4%. We know
where Macedonia with its "stability" is by comparison to
Albania.

Macedonia is among the few with an antiquated and rigid
system of an exchange rate anchor (effectively: a fixed
exchange rate). This is for two reasons: (1) The trauma of
Macedonia's past hyperinflation (2) The very low level of
economic "experts" and "professionals" in Macedonia (a
flexible exchange rate regime requires sophistication and
up to date expertise). Most of them don't know what they
are talking about, they are simply repeating like parrots
things they have heard somewhere.

2. What is the price we pay for stable denar, is it too
much high? What are the implications?

A "stable" denar is the most unstable option of all. In a
fixed exchange rate regime (such as exists in Macedonia),
the National Bank has to spend hundreds of millions of
euros to "defend" the local currency by supplying the
demand for foreign exchange from its own reserves.
Another problem is that a strong denar makes imports
very attractive (very cheap in terms of denars). As people
and firms buy more imports, the trade deficit increases. As
the trade deficit balloons, macroeconomic stability is
threatened because the country needs to borrow money to
finance it (especially because Foreign Direct Investment
and remittances from abroad - doznaki - are decreasing).
Finally, in a fixed exchange rate environment, exporters,
when they convert their foreign exchange earnings,
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receive fewer denars. So, while their expenses in denars
are growing all the time (owing to inflation), their income
remains the same.

3. How long still Macedonian Central Bank could go on
and to keep the stable and fixed denar in the same
position toward euro 61,5 in such a economic
circumstances? How you explain latest measures of
Central Bank from yesterday towards commercial banks
in order to keep on a stable denar?

Not for long. Current foreign exchange reserves must be
used to finance imports and the repayment of foreign
debts (about 90 million euros this year). FDI is dropping,
remittances fell 26% in the first quarter. There simply isn't
enough foreign capital flowing into Macedonia to
continue to defend the exchange rate.

The National Bank's steps (to increase the reserve
requirement regarding foreign exchange loans and
deposits) are intended to encourage a move by banks,
depositors and borrowers from foreign exchange
denominated instruments to domestic currency. Such
measures usually mean that the National Bank is
anticipating a devaluation. Following a devaluation, many
firms and households default on foreign exchange loans
because they don't have a sufficient quantity of denars to
pay back their obligations: after the devaluation, they need
more denars to pay back the same amount in euros. The
banks can then use the higher reserves deposited with the
National Bank to cover their losses and avoid insolvency.

Return



Interview in ""Nova Makedonija - Sabota"
Date: 1996

NM: Dr. Vaknin, you travel a lot and you are in constant
touch with the international financial community. How
has the TAT affair effected the image of Macedonia in the
world?

SV: Much less than you imagine. TAT is regarded as a
regrettable affair - but a local one. In the first days of
panic, it is normal to overestimate the damage. Much of
this exaggeration was politically motivated. I - and all my
colleagues - believe that when the dust settles, the real
damage - if any - will be found to be much more limited.
It seems to me that the Stedilnica's assets should cover its
liabilities.

NM: Still, what could be done to avoid such occurrences
in the future?

SV: Unfortunately, a lot of international experience has
been accumulated with this type of financial scandals.
MMM in Russia, CARITAS in Bulgaria, Albania, the
banking crisis in Israel in 1983 and - of course - the
biggest crisis of savings and loans associations in history
in the USA. A few universal remedies emerged from all
these affairs:

First and foremost: public trust has to be restored
immediately. The government has to be seen to be
impartially and fearlessly investigating the matter. A long
term arrangement with depositors has to be promised
instantly and the Central Bank has to inject liquidity and
free foreign exchange reserves as much as may be needed
to quell the panic.



Admittedly, a fine balance has to be struck between
inflationary concerns and public policy ones. But if I had
to choose, I would momentarily put aside the battle
against inflation in favour of maintaining a healthy social
and economic fabric. Albania may be without inflation
now - but it is also without a state, law and order. This
kind of order of priorities is ridiculous, to use a mild term.

A second important element in any recovery program is to
separate the supervision of financial institutions from the
Central Bank. There is an inherent conflict of interests
between certain of the functions of these venerable
institutions (the Central Banks) and supervisory functions.
On many occasions, the supervisors end up criticizing the
Central Bank and its functioning. All the various agencies
and authorities which deal with banking institutions
should be kept separate from each other and totally
independent: both budget-wise and politically. There
should be a clear division of labour between these zealous
guardians of the public good: one agency should deal with
insuring the deposits, one should be in charge of
supervising and of examining liquidity and one should
review operations with an eye to unearthing illegal or
dangerous practices. All these authorities should be
equipped with unlimited powers. They should be allowed
to close down a banking institution, depose of its
management, take over its assets, in short: they should be
permitted to do anything within their power to preserve
decency and proper management.

NM: And all these steps will guarantee that there will be
no more financial scandals?

SV: I can guarantee you that there will be additional
financial scandals. This is human nature. There are ways
around any regulation and techniques which can - and will



- be used to mislead any supervisor. But at least the
damages will be minimized.

Long term, I think that there is no reason to maintain two
kinds of banking institutions. The Stedilnicas should be
eliminated as they are being in Britain and in the USA.
Only banks should exist as financial mediators.
Stedilnicas could consolidate, increase their equity and get
bank charters. That is a much healthier course than trying
to keep the Stedilnicas alive while imposing somewhat
bizarre constraints on their activities.

On the other hand, your central bank must ask for a more
realistic amount of minimum equity necessary to have in
order to open a bank. It is not reasonable to ask an
investor to put 9 million DM to open a bank in a country
with 2 million people and 3 billion GDP. Israel is 30 times
larger (100 billion GDP) - and it demands less of anyone
who wishes to open a bank there. A more realistic capital
requirement of 4 to 5 million DM would encourage
foreigners and locals to open banks here, increase the
competition, enhance the geographic coverage and the
distribution of branches, reduce financing costs and
commissions to Western levels and through this reduce the
ominous default rates and the currently insupportable lack
of business ethics.

NM: Let us move to another subject. Why do foreign
investors refrain from investing in Macedonia?

SV: I wouldn't say that. In general, I think that you should
be very optimistic about the future of Macedonia. In a
matter of a few years it can - if it so chooses - become the
Switzerland of the Balkans. The international financial
community thinks that you may well be the next Slovenia.
This is why Macedonia is getting disproportionate



amounts of foreign aid and foreign credits. Per capita,
Macedonia is getting much more than Russia does, for
instance.

Macedonian sovereign debts are trading almost at the
same price as Slovenian sovereign debt. This means that
the financial markets - which are analytical and have no
sentiments for or against anyone - believe that Macedonia
will pay its international obligations at least as well as
Slovenia will. As opposed to commonly held beliefs,
Macedonia is not indebted heavily to the West. It is a
medium sized borrower and in a fairly reasonable
international credit standing. The recent events in the
Balkan only demonstrate its stability relative to its
neighbours and its high value as a safe transit area.

I predict a flow of foreign investments in the forthcoming
12 months. This flow will increase and become a deluge
in the next four or five years. Investments will flow to hi-
tech sophisticated agriculture, information technologies,
outsourcing of data processing functions by multinational
firms. Capital will also be invested in textiles, the wood
industry, food production and basic manufacturing (e.g.
cars). But the latter are the industries of the past.

One by-product of all this will be the establishment of
prosperous capital and money markets. The stock
exchange will flourish and become a major profit centre.
For instance.

For all this to happen, Macedonia has to contribute its
part. It has to legislate to protect property rights and
especially intellectual property rights. It has to modernize
its law enforcement systems with emphasis on the courts.
Courts have to act more resolutely and more speedily to
enforce property rights. The reform commenced in



adopting Western accounting standards has to continue
vigorously. Full, accurate and timely information is a
precondition to any foreign investment. The situation in
Macedonia in this sense is abysmal: there is no disclosure
whatsoever of the true state of businesses. Financial
statements are tax driven, false and hide more than they
tell.

There are other problems: lack of certain skills within the
(overall educated) workforce, arbitrary and retroactive
panic legislation, lack of physical infrastructure, high
business costs and a dysfunctional banking system.

But those are problems common to economies in
transition and, judging by my personal experience, they
are fast improving. Unless Macedonia does a major
mistake - it is destined to become a prosperous,
entrepreneurial country.

NM: So, why do we, the Macedonians feel so differently?
Why is the general mood depressed rather that elated?

SV: That may well be the biggest problem of Macedonia
as a country and of Macedonians as a nation. Centuries of
repression and lack of hope tended to have shaped your
mood in the pessimistic mould. Ever since Macedonia was
born, it faced great difficulties, both economic and
political. It has endured a double siege and an erasure of
80% of its export markets. Those are traumatic events and
you are in a post traumatic shock. It is natural - and it will
pass. You are staging one of the most remarkable
recoveries in recent history. True, it is fraught with the
childhood disorders of capitalism. So what? You have a
breathtaking country, strategically situated, blessed by
nature, with great human resources, not overburdened
financially, well behaving macroeconomically. Stop being



so pessimistic. Whatever you say about yourselves and
about your country is what the world will believe about
you.

In 1993, when it was made completely legal and available
to the public - 90,000 small businesses were registered by
individuals in Macedonia. Most of them, are defunct by
now, but this is hardly the important point. What is
important is that this was an exciting demonstration of the
entrepreneurial spirit of Macedonians. This holds a great
promise for the future. With your back to the wall, you did
not give up. You fight in the jungle of capitalism using
market economy tools - and I do not have the slightest
doubt that you will succeed.

NM: What do you think about the privatization process in
Macedonia?

SV: I am afraid that this is one of the points that I have to
sound a lot less optimistic.

As I had the chance to write in your newspaper, there is
privatization - and there is privateering, or what is called
in polite terms, transformation.

I have my clear and unequivocal views about this subject.
It would be only fair to say that the body of evidence is
not at all conclusive and that very little and short
experience was accumulated both in the West and in the
East. Many economic thinkers say that passing the
ownership of firms to the hands of their managers and
employees is socially more just than selling it to a few
wealthy businessmen. This sounds true to me:
privatization all over the world has degenerated into
crony-capitalism. Only those with political clout won the
fat parts and this is highly unfair. So, I vote against the



Western privatization methods (Britain, Israel).

But I think that state enterprises belong to all the citizens
of the country and not to select groups of people, no
matter how closely they are related the privatized
enterprises and/or to the political elites. So, I personally
would vouch for something akin to a voucher system,
where each and every member of the community has the
option to share in the wealth of the country.

But, frankly, it is not only - or even primarily - a question
of social justice. We have to think about the long term
good of everyone involved in the privatization process. A
factory which changes ownership and is transferred (at
ridiculously low prices) to its workers - is not necessarily
better off. The workers are not necessarily better off either
(see the case of the Pelagonija construction group). The
paramount idea behind privatization is that the newly
privatized businesses should thus gain access to capital,
ideas, technology and management to which they hitherto
had no access. The same old hands cannot innovate,
invigorate and vitalize. The same failure patterns will
reappear and the factory and its new owners will be
doomed from the very start.

Another thing that long years of experience have taught us
is that it is unwise to mix ownership with management.
All the groups involved with the company should
participate in an intricate checks and balances dance. The
owners should conflict with the management and
supervise their operations and the management should
take all the necessary steps to ensure the profitability and
longevity of the business. When everything is mixed:
owners are employees who are managers - conflicts of
interests arise which irreparably damage the
implementation of the right decision making processes



and hinder the proper functioning of the firm. This is why
I support noncash universal systems (which always lead to
real privatization in the end) and not classic privatization
or classic transformation.

NM: One final question: why are you here?

SV: That's an easy one. I am here because I believe in the
future of this country. My business is to make businesses
get the finances that they require from international
financing sources. A lot of money is available to the
Macedonian private sector from these sources - yet,
Macedonian firms did not use almost any of it. By helping
them get access to these funds - I, naturally, help myself.

But something emotional has happened to me here:
Macedonia is so very much like Israel in its first few years
(I am an Israeli and a Jew, so I am very good with
money). I feel that helping Macedonia find itself and its
role in this new, brave world - is like helping a young
brother. Sometimes you are mad at him - but you always
love him. I, therefore, am engaged in a series of voluntary
activities of which I am very proud: writing, teaching and
lecturing.

Return



Interview with DELO
Date: 1997

Delo: Vie ste dolgogodisen prijatel 1 poznavac na
sostojbite na Republika Makedonija. Od kade proizleze
Vasiot interes za Makedonija?

SV: I came to Macedonia at the end of 1996 at the
invitation of a past partner of mine, Mr. Gideon Sandel. It
was a difficult period in my personal life. Macedonia
welcomed me and accepted me. This is a kindness I can
never repay.

Macedonia reminds me a lot of the Israel I grew in, the
Israel of my childhood. It still retains the naiveté and
innocence long lost in the West. There is corruption and
crime, of course and very bad things are happening every
day. But there are still many of the old fashioned values
and social institutions. It is enchanting.

Delo: Kako se sluci ete, da stanete 1 nejzin strucen
sovetnik vo oblasta na ekonomijata i bankarstvoto?

SV: As you know, I left Macedonia in 1998, after my
friend and associate, Mr. Gideon Sandel, has been
arrested. I believed then — and believe now — in his
complete innocence in the matter attributed to him. In
conjunction with threats and warnings that he and I
received, I had good reasons to "take a vacation". I lived
for a while in Russia and in the Czech Republic. When the
new government came to power, they invited me back and
I refused. I insisted that my name be completely cleared
before I return. They asked me again during the Kosovo
crisis and I accepted, also for personal reasons.



I have Mr. Gruevski in my seminars. He impressed me so
much that I co-authored a series of dialogues with him
(later published in a book). He introduced me to Messrs.
Georgievski and Trajkovski.

Delo: Obidete se da i ja objasnite na makedonskata
javnost specifikata na Vasata rabota. Koi se Vasite zadaci i
ingerencii vo odlucuvanjeto?

SV: I am the first economic consultant whose services
have been contracted directly by any Macedonian
government. In a way, we are still defining my job. As |
see it, my biggest contribution can be to open a window to
the world. There is a lot of provincialism and resistance to
change and to learning. Macedonian academics and
intellectuals don't know languages, rarely read or have
access to foreign literature, are hopelessly outdated and
very arrogant. The same can be said about Macedonian
politicians. I try to destabilize this consensus of ignorance
and greed by putting a mirror to the face of my clients. It
does not make me very popular, I am afraid. But this is
my responsibility to do it, my obligation.

Hitherto, I have done more than I accepted. I participated
in writing laws, gave seminars, provided information and
analysis, submitted reports and recommendations (for
instance regarding the Grey Economy and regarding
Unemployment) — regular things that advisors do.

But I am still very isolated and feared. People feel
threatened because deep inside they fear that maybe they
are incompetent or inexperienced. I am wrongly regarded
as competition rather than as help. And Macedonia has
many naked kings who are afraid to be exposed.

Delo: Bidejki kontinuirano ja sledite i analizirate



sostojbata na Makedonija, kako taa Vi izgleda sega,
otkoga se slucija promenite vo vlasta?

SV: I cannot say that anything fundamental changed. The
only differences — which are important, althesame — are
differences in style. The current government is more open
to learn and to experiment and experience than the
previous one.

Delo: Vo kolkava mera Kosovskata kriza ja narusi
ekonomskata programa, i dali denes, otkoga vojnata zavri
1 se sozdadeni uslovi zagubite da se nadminat?

SV: 1 am not aware of any long-term economic plan that
was disrupted by Kosovo. What the current government is
trying to do in the Committee headed by the Prime
Minister and by Mr. Ante Markovic and in the committee
headed by the minister of Development, Milijana
Danevska, is to develop exactly such a plan. But until this
very minutes, there is no master plan, a vision, according
to which economic events are unfolding. It is all fighting
fires and improvisation.

I am also uncertain about the losses suffered by
Macedonia — if it does receive all the money pledged (but
never delivered) to it by the West in donor conferences
and in the framework of international financial
organizations.

Overall, Kosovo has been a blessing in disguise to
everyone involved, except Serbia. The world would have
never invested 2-3 billion dollars in this region had there
not been a war. Macedonia would have never become an
associate member of the European Union had it not been
for its contribution to the war effort of NATO. Albania
was virtually resuscitated by this serendipitous turn of



events.

Delo: Koe e Vaseto mislenje, koi se okolnostite ili
eventualno pogresnite potezi sto ja dovedoa drzavata vo
vakva ekonomska kriza?

SV: 1 commend this inexperienced government for its
conduct during one of Macedonia's most difficult hours.
Its performance was nothing short of impressive.

The only grave mistake was to ignore the foreign media (a
mistake which continues to this very day). Macedonia had
a once in a lifetime chance to project a positive image and
to disseminate positive information about itself all over
the world. But the government was so traumatized and
shell shocked that it refused to talk to the foreign media in
any meaningful way and when it did — its representatives
deteriorated to demagoguery and cheap xenophobia.

It was an opportunity missed, worth hundreds of millions
of dollars.

Delo: Kako Vie go gledate izlezot od ekonomskata kriza.
Sto e ona sto prioritetno treba da se napravi?

SV: The trust between citizens and the state has vanished.
This is the most important priority. You cannot fight an
economic war without an army (the people). People don't
trust the government, the state institutions, each other and
themselves. There is a civil revolt going on — no one pays
taxes and everyone is trying to steal as much as they can
and to live at someone else's expense. They introduce
crime not only as a means for survival, not only in the
form of drug escapism — but as a method to settle disputes
and to get along in life.

Trust has to be re-established before any talk about



reforms or development. This can be done by fighting
corruption — with commitment, openly, mercilessly and
indiscriminately. Concurrently, the institutions of
Macedonia must be revamped: the courts and the banking
system above all. Without functioning, non corrupt,
professional courts, customs and police — no one will
invest here. Without a reasonable, preferably foreign
owned and foreign run banking system, the citizenry will
not save and there will be no domestic savings to finance
investments.

The economic process is like a body. It stands on the
ground — the people. It has two legs: trust and functioning,
honest institutions. It has a body — reforms. It has two
hands — the public and the private sector. And it has a head
— development. Macedonia right now has no ground to
stand on because the people are disappointed, depressed,
angry and alienated. It has no feet — no functioning
institutions and no trust.

Concurrently, we must fight cyclical unemployment. It
has a horrendous and increasingly irreversible economic,
psychological and human price. It can be reduced. It has
been done in the past in many countries. [ submitted a
report to Minister Ibrahimi about two months ago and he
promised to establish a committee to study it which I
believe he hasn't done yet.

Another top priority is to encourage exporters and exports.
Both by simplifying and rationalizing customs procedures
and by providing direct assistance and encouragement.

Delo: Sto e dosega sraboteno 1 na sto vo momentov
rabotite?

SV: 1 am completing the final report regarding "The



Informal Economy in Macedonia" which contains 60
recommendations and will be submitted shortly to the
Prime Minister.

I have completed the first draft report regarding
unemployment and have submitted it to the Prime
Minister, to the Minister of Labour and Social Policy and
to the Minister of Finance about 2 months ago. [ haven't
heard a reaction from any of them yet.

I finished writing a "Handbook for Exporters" which will
distributed in my forthcoming 4 days seminar "Export
Transactions and How to Realize Them".

Otherwise, I advise the Ministry of Trade on current
matters and am a member in a newly formed committee
for the Development of Macedonia.

Delo: Svoevremeno ne se soglasuvavte so tajvanskoto
priznavanje. Kakov e sega vasiot stav, od ekonomski
aspekt, po toa prasanje, osobeno koga Tajvan se smeta za
adut vo programata za ekonomski razvoj?

SV: Taiwan is not an economic issue. It is a highly
charged political issue which lies at the heart of the
coalition. It is an example of the over-politicization of
Macedonian life when people cannot discuss anything
without dividing to bitterly opposed political parties. It is
not the way to run an economy and it is not a good sign.

Delo: Kako na kraj so problemot TAT?

SV: I can tell you only my personal opinion. Wherever
and whenever the state has done something (or refrained
from doing what it should have done) and, as a direct
result, adversely affected the economic condition of its
citizens — it must compensate them. Israel has done so in



1983 and China is doing it currently — and in both cases
these were state-mandated pyramid savings or investment
schemes. This is why the law of denationalization. This is
why almost all the countries in the world have deposit
insurance.

But where the state (I am not talking about individual
politicians — I am talking about the state as an entity) has
not been involved in economic activities — it should not
provide a safety net. It should not compensate people for
gambling. It should not create situations of "moral hazard"
(If I win, I keep my gains — if I lose, the state will
compensate me).

Delo: So Vasite izjavi za sostojbite vo bankarstvoto gi
nalutivte bankarite. Kako gi argumentirate Vasite stavovi?

SV: Banks, in general, are very primitive institutions.
They take money from their depositors and lend it to
business. | Macedonia, they don't do either. Almost no one
deposits money in Macedonian banks — and they do not
lend to business unless it is politically well connected or
belongs to friends and family members. So, the "banks" in
Macedonia are nothing but channels through which
money flows from the state to all manner of recipients.

The loan portfolios of Macedonian banks are so bad that
no one wants to touch them.

This, to me, are sufficient arguments. The banks in
Macedonia must be immediately sold — almost at any
price — to any foreign commercial bank. This is the only
hope.

Foreigners — we all know — have no pity. They are likely
to immediately get rid of the incompetent crop of bank
managers we have today. They are likely to bankrupt



clients who refuse or cannot pay back their loans and thus
re-structure the Macedonian economy leaving it with
more efficient firms. They are likely to attract depositors.
People don't trust local banks but they do trust foreign
banks not to disappear with their money or "freeze" it.
They are likely to lend money to those sectors of the
economy likely to pay it back (growth industries and
sound small businesses). They are likely to be a lot less
corrupt, nepotist and cronyist.

Delo: Pocnaa pregovorite so MMF i Svetska banka. Kako
ke izgleda vo idnina makroekonomskata politika na
Makedonija?

SV: Macedonia should maintain its macroeconomic
stability. It is a hard gained and important asset. But it
should not do so obsessively. Macroeconomic policy is
only part of a much larger picture called the national
economy. There is the issue of social costs so grave that
they threaten the social fabric itself. There are question
like unemployment and availability of capital and
technological know how, restructuring and the export
sector, balance of payments (mainly trade) and budget
deficits and so on.

I think that the denar should be devalued gradually to
improve our terms of trade and export competitiveness. It
would be a wise idea to let it float afterwards.

I think that the central bank should concentrate on
inflation targeting. An inflation floor and an inflation
ceiling have to be publicly declared and macroeconomic
policy has to have as its main goal the attainment of these
targets.

I think that interest rates should be reduced considerably



by declaring a re-scheduling of all private sector debt,
including non-performing debt and by criminalizing non
payment of debts as well as by simplifying and enhancing
procedures for collection on collateral.

The insanely high interest rates in Macedonia reflect rigid
inefficiencies in the allocation of capital because of a non-
functioning banking system and an inflation-phobic
central bank.

It is time to look forward in hope and not backward in
fear.

Return



Interview in Makedonsko Sonce
Date: April 7, 2000

MS: Mr. Vaknin, You are well acquainted with the
economic conditions of the Balkan Peninsula as well as of
countries in Eastern Europe. Where is the RM situated,
with regards to its economic development, in the Balkan,
in Eastern Europe as well as in European and Global
terms. In the same vein, how close or far is Macedonia to
the EU?

Sam: Macedonia is very far from becoming a full member
of the European Union. Its annual GDP per capita is 10%
that of the EU, its infrastructure is in disrepair, 40% of its
workforce are unemployed, its industry is obsolete and its
agriculture primitive. It is difficult even for Hungary and
Slovenia to become members of this exclusive club.

Having said that, it is important to realize that the EU has
been transformed lately from a purely economic grouping
of nations - to a political-economic alliance. Association is
now linked to stability, stability to growth, growth to
peace and peace to prosperity and markets. The European
hinterland (CEE) and periphery (NIS, SEE) are the natural
future markets of the EU. It is a prime interest of Europe
to have peace and prosperity at its doorstep, if only to
prevent massive waves of crime and immigration.

Hence the invitations extended by the EU to basket cases
like Romania, Bulgaria and Cyprus. Compared to these -
and compared to Albania, Bosnia Herzegovina,
Yugoslavia and even Croatia - Macedonia is more
advanced. It is more democratic, its institutions are more
functional, less murderous and chaotic. The Macedonian
economy is undergoing now painful structural changes



which should have taken place years ago.

MS: What steps should the Macedonian government
adopt in its economic plan to finally sign the arrangement
with the IMF and with the World Bank, with which credits
for Macedonia should be approved?

Sam: Macedonia knows what it has to do and it has
known what it has to do in the last ten years. What was
lacking was not the knowledge - but the political will and
a modicum of courage and leadership. Whatever one
thinks about this government - it is confronting difficult
issues head on. We have to fire people in loss making
factories. We have to reform the banking system by
opening it up to foreign investment. We have to collect
more taxes by any means necessary - many of these
means disagreeable. We have to privatize by selling
directly to investors, if there is no other choice. This is a
very partial list. And we have to absorb the public's ire
and wrath. It is part of the price we have to pay for finally
doing what needed to have been done long ago. The delay
in the implementation of crucial reforms has cost us
dearly. Multilateral financial institutions no longer trust
us. The citizens don't trust the state or the banks. The
economy is in shambles. There is no capital stock left. the
unemployed paid a horrendous and irreversible
psychological toll. The very social fabric has been
tattered.

MS: The representatives of the government of RM claim
that the state is currently on an upward trend of economic
development. The opposition claims the opposite and we
can hear others saying that we, as a country, are facing
economic collapse. According to you, who is right and
who is saying the truth - the coalition or the opposition?



Sam: Both. We have to collapse first in order to grow
later. This is what the previous governments refused to
accept. Decades of socialism left in their wake such
devastation that the only sensible thing to have done is to
erase everything and to start anew. Instead, previous
governments tried to patch things up, to insert a finger in
the bursting dike.

The next two years will be horrible. People will lose their
jobs. Factories will be closed. The state administration
will be cut. The tax burden will increase. It won't be easy.
But, if everyone will lend a hand and understand that we
have no choice - this too shall pass. A new dawn will rise.
The remaining factories will be lean, mean and efficient.
The remaining workers will be industrious and
conscientious. The remaining businesses will pay taxes.
The country will seem much more appealing: modern,
streamlined, efficacious, functioning. One has to go on a
severe diet to look good later.

MS: Did the RM adopt the most satisfactory model of
privatization and what will happen, according to you, with
the published revision (review) of the past privatization in
Macedonia?

Sam: [ haven't followed this subject in almost two years
now. I don't think I am in the intellectual position to say
anything meaningful about it.

MS: It is a fact that Macedonia has not been blessed by
many foreign investors in its economy. Why is it like that
and is there a way for our country to attract foreign
capital?

Sam: There is very little a state can do to attract foreign
investment if there is nothing to invest in, or if foreign



investors are not welcome, or if no real transition to a
market economy took place.

Macedonia is in a rough neighbourhood. It is a crossroad.
It has no industry to speak of and its agriculture is very
basic. So - with the exception of close neighbours like
Greece, Yugoslavia and Bulgaria - there is very little to
attract foreign investors to come here. There is very little
to invest in.

But, then, this was the case in Japan, Hong Kong, Taiwan
and Israel - and they became Meccas of foreign
investment. How come?

What is common to these "economic miracles" is that they
all offered unique opportunities to invest in brains and
services (including manufacturing-related services, like
assembly). Not in industry and agriculture (where anyhow
Macedonia cannot compete with the likes of Vietnam) -
but in services and brains. Look at the miraculous
transformation of India into a high tech giant.

There are great brains in Macedonia. Its inventors often
gain world acclaim. Its young are incredibly computer
literate. But this natural resource - Macedonia's brains - is
not tapped, it is not mined properly. Instead, the money
goes on mineral mines, heavy soot-intensive industries
and inefficient agriculture.

So, the first problem is a wrong investment orientation.

The second problem is that Macedonians are xenophobic.
You do not like foreigners and you are paranoid and
envious. You are constantly engaged in inventing
conspiracy theories and propagating them. This is the
legacy of the Turkish centuries and Tito's "Brotherhood
and Unity", I guess.



The third problem is the poor infrastructure. I am not
talking only about phones and roads (and both are
lacking). I am referring to proper institutions (non existent
here), to functioning and honest courts (science fiction), to
impartial and decent media (fantasy), to protected
property rights (in Macedonia the concepts of contract and
obligation are way too elastic and the only effective
enforcement is "private").

The government can do something about the first and
third elements. And it is trying to. Closing smokestack
industry and opening free trade zones is a step in the right
direction. Improving the bankruptcy and competition laws
is another. The introduction of VAT is important and so is
the encouragement of exporters. The population's
resistance to these highly beneficial and correct steps is
strong. Here, if you ask me, is one of the two great faults
of this regime. We do the right things. But our public
relations suck. We don't know how to "spin doctor", to put
the right spin on our actions. We did not dedicate enough
resources to "selling" ourselves, to "marketing" our
activities and to making our image. We are too busy doing
things instead of talking about things that we do...

MS: In the period preceding the parliamentary elections
in 1998, Mr. Vasil Tupurkovski promised that 1 billion
dollars of foreign capital will be invested in Macedonia.
Yet, until now, Mr. Tupurkovski did not fulfil this
promise. In your view, how well-founded was such a
promise made to the Macedonian electorate?

Sam: In the last ten years, from its independence until the
end of 1999, the total net foreign investment in
Macedonia, according to the National Bank, was less than
26% of 1 billion US dollars.



MS: Is it right to sacrifice political aims of a country to its
economic interests? In this context, do you think that the
Macedonian government has erred in recognizing The
ROC-Taiwan?

Sam: The economic interests of a country are as
legitimate as its political ones. A country cannot be strong
and safeguard its political interests while its economy is
collapsing.

My views about the agreement with Taiwan were
published at the time. They were not positive.

MS: The Jewish lobby played a large role in the
development of Israel into a powerful and economically
stable country. As someone who is well acquainted with
the Macedonian situation, what steps should the
government of RM adopt to provoke the Macedonians in
throughout the world to invest in the country?

Sam: [ recently gave a speech in the Canada-Macedonia
Chamber of Commerce at the invitation of Mr. William
(Bill) Dimitroff precisely regarding this issue.

On the surface, the two situations look identical:

A big, relatively affluent, diaspora situated in critical
countries in the West. A small, impoverished country
fighting for its survival. Close emotional links between
families, communities and friends all over the world.

But there are three major differences which render a
repetition of the Israeli-Jewish model impossible unless
successfully tackled first:

1. The Macedonians abroad are very fractious.
Internecine fighting is very common. Narrow



interests and age-old rivalries and hatreds get in
the way of assisting their homeland. Some of them
reject the Macedonian identity in favour of a
Bulgarian or a Serb one.

2. Many of the Macedonians outside Macedonia have
either given up on Macedonia - or regard it as a
"milking cow" to be exploited and abused in
cahoots with corrupt politicians. Even those who
really want and wanted to help - recoil in contempt
and disgust in the face of rampant venality,
dysfunctional institutions and a bloated
bureaucracy.

3. The Macedonian state has done very little to
encourage a collaboration with the diaspora. To a
large extent, Macedonians abroad are regarded as
second-hand foreigners" with ulterior motives.
Moreover, the local breed of politicians and
businessmen does not like to share the spoils with
newcomers. This class guards jealously its
"territory" and does not recoil from co-opting
organized crime to protect its interests.

The state should recognize the Macedonians abroad as
equal partners. It should accord them a privileged status
and privileged treatment as foreign investors. It should
establish special liaison offices with Macedonian
communities abroad. They should have an
institutionalized say in any decision that affects them or
their interests directly. They should be encouraged to
participate in the cultural life of the country. Their
children should be brought over here to get acquainted
with Macedonia. There are many more steps. But the first
step is to recognize that where a Macedonian is - doesn't
matter, it is a mere accident of history. That all



Macedonians are equal in the eyes of time.

MS: What is the safest way to compensate the savers of
the pyramid savings houses in RM, especially the TAT
savings house of Bitola?

Sam: Education. When something is too good to be true -
it is not true. When an offer or a product deviate from
logic, reason and market principles - walk away.

But Macedonians are easy prey. They fall for crooks and
quacks and soothsayers and superstitions and conspiracy
theories. They fall for it not because they are stupid.
Macedonians are sharp and entrepreneurial folk. No, they
fall for it because it is often better to live in a false
paradise than in a true hell. People escape into
telenovellas and games of luck and gambling and "get rich
quick" pyramid schemes. As long as people prefer an
imagined future to a real present - such events will recur
and there is nothing the state should or can do about it.

MS: Will the Macedonian economy and its standard of
living be affected by inflation in the near future?

Sam: Inflation is a situation when there is a lot of money
chasing few goods and services.

Macedonia is an illiquid and demonetized country. People
used up all their savings. Purchasing power has been
depleted to the maximum. Inter-company debt is gigantic.
Wages are in outlandish arrears.

In Macedonia there is almost no money confronted with
numerous small businesses and their offerings.

This is called DEflation - not INflation.



Macedonia is in risk of deflation - when prices spiral
down, factories lose money and fire workers who then -
devoid of income - drive prices further down.

In this year of the introduction of VAT, I cannot see
inflation exceeding 5-6%.

I won't be at all surprised if, at the end of the year, we will
discover that prices almost did not budge.

MS: As I believe that you know, there are questions on
the internet, staining your doctorate with the claim that it
was not obtained in the regular manner but through
correspondence. Your comment?

Sam: On the internet - and not only on the internet but in
real life Macedonia - there are many nagging questions.
Anlaspy? Am I acriminal? Am I "operating" alone or is
some mysteriously conspiratorial organization backing
me? What is the purpose of my stay here? Am I working
in favour of Macedonia - or really against it at the service
of its enemies? Am I a real Ph.D.?

Start with the last question:

I acquired my Ph.D. using credits from the "Technion -
Israeli Institute of Technology" in Haifa, Israel (8
semesters) and "Pacific Western University". The latter
was a real, accredited, university in California. I obtained
my doctorate in 1982 (major: Physics). My doctoral
dissertation can be obtained here:

(the UMI microfiche service):
http://wwwlib.umi.com/dxweb/gateway

or, by phone: 1-800-521-3042

It is titled "Time Asymmetry Revisited"

(by Sam Vaknin, 1983 or 1982, I am not sure in which



http://wwwlib.umi.com/dxweb/gateway

year they accepted it)

A few years ago, my alma mater merged with others (I
don't quite know the details, I have been a bad alumnus).
The source of the confusion is that there is an outfit in
HAWAII called "Pacific Western University" which, I
believe, is, indeed, a distance learning university. About
50% of all students in the world obtain their degrees
through distance learning programs, by the way. The very
question raised indicates pettiness and ignorance of
modern education.

Moreover, most financial experts in the world come from
a background in physics and mathematics. I am often
attacked by certain ex-socialist, current-capitalist
sunflower (soncogled) "professors" of "economics" as a
non-professional (being a physicist and not an economist).
I encourage them to study English and read professional
economic literature. It is full with ex-physicists and ex-
mathematicians turned financial experts.

Let me dispel a few myths:

I never heard of a spy who constantly exposes himself to
the local media and who comes back to the same country
after he left it.

I never heard of a criminal who doesn't charge a denar for
the hundreds of articles he wrote and published or for the
dozens of seminars he gave all over the country.

I never heard of a person who has anything to hide, a
reason to be afraid - and writes so freely and, I might add,
courageously, in all the papers of his host country.

I contributed a lot to this country and I am proud of it.



Wherever I live is my home and wherever I see injustice -
it is my business. These are good principles to adopt. They
might bring about the changes we are all waiting for.

Return



Second Interview in Delo

Date: March 31, 2000

Delo: "After the Rain - How the West Lost the East" is the
title of your last book which consists of a two-parts thesis.
The first part of the thesis is that "the West missed a
unique historical opportunity to unite Europe". Could you
please explain: why unique?

SV: In the last millennium, Europe was caught in a
pendulum movement between integration and
disintegration. Only 200 years ago, Europe was composed
of more than 600 political entities (380 of them in the area
of today's Germany alone!). People like Charlemagne,
Napoleon and Hitler all had visions of a unified Europe.
The European Union is a much more benign version of
the same dream. The modern nation state was an
equidistant compromise between the two poles. It
integrated many political units within a political union
called the "nation" — but the nation was also an exercise in
segregation and separatism — a "we" against "they". This
becomes abundantly evident now that self- determination
went amok and every village aspires to be a state and a
nation and YET be a member of the EU!

The collapse of communism afforded a unique
opportunity in that, for the first time in European history,
there was a viable and functioning truly European
alternative in the form of the European Union. Non-
violent, prosperous and enlightened — it was the envy of
the belligerent and dilapidated remnants of the old nation-
states system. The countries of CEE and the Balkan were
willing to shed some of their sovereignty in order to join
these exclusive clubs: NATO and the EU. For the first
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time in history, a unified, integrated, peaceful Europe was
within reach.

But, instead of grasping at this fantastic opportunity — the
West recoiled, procrastinated, bluffed and hesitated. The
opportunity was missed. The tide turned. Public opinion
on both sides of the fence changed. The dream
transmogrified into a nightmare of bureaucracy, hostility
and warfare.

Delo: Are, in this case, the recent initiatives of the Pact of
Stability, or the Stability and Association agreement
between Macedonia and EU only an endless trial at
"parallel friendly walking"?

SV: It is too little and too late. The nations of Europe do
not support integration now. The post-communist delirium
waned. The Wessies (West Germans and, by extension,
West Europeans) — are repelled by the Ossies (East
Germans and, by extension, East Europeans). The Ossies
distrust the Wessies. The former detest the corruption, the
venality, the inefficiency, the lack of ethics and the crime.
They are terrified by the spectre of waves of destitute
immigrants drowning their national accounts in welfare
costs and competing for scarce jobs. Haider is a typical
reaction — there are similar movements everywhere in
Europe, from France to Scandinavia. These are
xenophobic allergic reactions to immigrants from CEE
and Southeastern Europe (also known as the Balkans).

The Stability, Growth and Association Pacts and
Agreements are stopgap measures, aspirin to cancer
patients. The "civilized" Europeans simply don't know
what to do with the Barbarians at the Gate. They stall.
They invent agreements they have no intention to fill with
content. They peddle dreams and fantasies. They wait.



They hope that time will heal all wounds, that somehow
the situation will resolve itself. But it won't and sooner or
later the peoples of the Balkans will try to cash the check.
When the hollowness of the promises, the emptiness of
the visions, the insincerity of the ceremonies is exposed —
there is bound to be a great upheaval and a backlash. The
seeds of future conflict — between rich and poor, south and
north, Slav and Latin or Anglo-Saxon — are being sown.
They who sow wind shall surely reap a storm.

Delo: The second part of the thesis, which you considered
as the cause of the first one, is that the battle is lost
because "the peoples of Central, Eastern and Southern
Europe are beyond salvation, deformed and pathologized
by communism irreconstructibly". Why do you consider
the battle as irreversible lost?

SV: It is lost for as long as the people who were exposed
to the poison of socialism and communism are still alive.
These generations were corrupted and pathologized. They
were weaned on brainwashing, lying, venality, criminal
habits and hypocrisy in debilitating quantities. In other
words, they have been abused and traumatized. Future
generations are likely to be healthier, no matter what bad
habits they absorb through their "education" and
socialization processes. This is the only hope.

Delo: Your origin is from the east side of a world divided
in two polarities, a political division (ex communist versus
capitalist countries) and a spiritual divide (Asian versus
Western civilization). This is how come you are
acquainted with the Eastern mentality. Do you think that
the missing of that intention (except the communist
experience) might be attributed to the essential distinction
between these two completely different entities: the
mentalities of West and East? Does this distinction



prevent fostering an homogenous totality based on
Western principles and is economic globalization (the
homogenous capitalistic model) a unique opportunity to
unite the continent?

SV: Two historical influences are directly responsible for
the schism between East and West: the Ottoman Empire
and Communism. Both empires acquired Byzantine hues
in the Balkans and Germanic / Austrian leanings in CEE.
The Ottoman Empire influenced Europe both by directly
ruling its Southeast and by threatening and adumbrating
its heartland. Communism and its more benign variant,
socialism, engulfed even more of Europe though for a
fraction of the time. Still, the two shared a few
characteristics: authoritarianism, bloated, stifling and
senseless bureaucracy, venality, ruthlessness, hypocrisy,
indoctrination, suppression of minorities and their national
aspirations, etc. I do not understand the term "mentality".

I think it is too vague to be conducive to a meaningful and
constructive discussion. But I do believe that centuries of
trauma, abuse, wrong role models, vile education and anti-
social socialization — led to the emergence of a personality
disorder on a massive scale among the populations
subjected to such treatment.

Capitalism is not the panacea, nor is it a unifying
principle. To start with, there are at least three competing
models of capitalism. Additionally, capitalism is first of
all a state of mind, a social and cultural biosphere, all-
pervasive and all-encompassing. One cannot study (or
teach) capitalism from books, it is not a recipe. Its — now
triumphant — Anglo-Saxon version (as practised mainly in
the USA and the UK) is not fully compatible with the
"East". Major modifications are called for, especially as
concerns the supremacy of money as a value and social



cohesion and solidarity as inevitable costs.

I would hate to see a continent united on the basis of a
pale imitation of America. The uniting principle should be
the very plurality and diversity of this magnificent part of
the world. The secret is in assimilating the good qualities
of each of the constituent members — East and West alike
— and not in homogenization.

Delo: Can we say that the case with Macedonia is more
complex, considering itself as a bridge across those two
polarities. Do you think this clash between its desires its
and roots is responsible for its situation (political, social,
ethical...) and leads to more paranoia?

SV: I think that Macedonia is closer to certain parts of
Europe than to others. It is reminiscent of Naples, south
France and Spain, Greece, Bulgaria, Yugoslavia and
Turkey. It has very little in common with Austrian Waltzes
and Buckingham Palace. Yet, in a curious reversal of an
unjustified — I emphasize: absolutely unjustified - sense of
inferiority, the Macedonians narcissistically regard
themselves as being a part of the "other" Europe. This is
common behaviour in all "bridging" countries. Israel,
Slovenia and Croatia are other examples of countries,
which pretend to be what they are not and get horribly
offended if reminded of what they are.

Macedonia can fulfil the role of an intermediary and go
between the diverse civilizations only if it maintains its
authenticity and genuineness. Only by being what it really
is can it contribute to a world, which thirsts for the
different and the unique. Becoming a cheap and
preposterous imitation of others — is a guaranteed cul de
sac.



The main tension in Macedonia is not between East and
West. The West failed to penetrate Macedonia
meaningfully and it remained pretty well insulated.
Macedonia is still a bastion of the East.

The tension is between the principles of the nation state
and the tenets of liberalism. Is Macedonia primarily the
state of the Macedonians or is it a state of its citizens
(including the Albanians)? What should be preferred — the
individual or the state (the common good)? The
individual, or the family? In a way, it is a clash between
modernity and the very foundations of a still rural and
tribal society.

There is also a crisis of identity — or, rather, the emergence
of one. To some Macedonians, the distinction between
being Bulgarian and being Macedonian is vague. To
others, Macedonia is still a part of Serbia. The majority
tries to grapple with the history, the language, the territory.
It is all in very disorienting flux: borders, dialects,
loyalties, national aspirations.

Delo: You received a combined doctorate of philosophy
and physics, but you turned to economics. On the other
hand, you consider psychology to be a complementary
science to economics. You also elaborate on a struggle
between East and West... Do your interests converge on
the theme of a struggle between the material and spiritual?
How you solve it in your philosophical conception: in
Hegel, Adorno, Nietzsche or Kierkegard's way?

SV: I am sorry to disappoint you, but I am a materialist to
the core and, philosophically, probably the last positivist.
In other words, I do not deal with information that cannot
be communicated (like personal experiences) and I do not
waste my time on questions that cannot be answered (is



there a God and so on). I am, therefore, an agnostic.

Still, I do tend to think that all the branches of knowledge
are manifestations of essentially the same "thing". Reality
is monolithic. It is our shortcomings as finite humans that
prevent us from grasping the totality. Therefore, yes, I
believe that economics, psychology and philosophy are all
facets of one and the same reality.

Delo: The other two parts of the book are analyses
borrowed from the spheres of economics and history. How
do these complete the totality of the book and your thesis?

SV: One can hardly advance a thesis, which pertains to
both history and economics without relying on historical
and economic facts. What I tried to demonstrate in the
"historical" part is the inordinate power of myths in this
region — mainly the power to generate more myths. In the
economic chapters I dealt with some phenomena, which
are particularly relevant to this area (intellectual property,
the IMF, the New Rich, etc.).

Delo: Our older men used to say "After the rain..." comes
the sun. The younger generations have another motto. A
few years ago, one Macedonian band recorded an album
called "And After Tito - Techno!" Do you think the new
techno generation is already born?

SV: Yes, I do. Just look around you. It is not only a
question of musical preferences. It is a more independent,
less brainwashed breed. They respect nothing by decree.
They question everything. They doubt everyone. They
taste life early on — from sex to travel abroad. They are
tuned in. They are open to the world and, in return, the
world is open to them. They are the rainbow after the rain:
colourful, overarching, promising.
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Delo: There are a lot of reactions to your articles. In this
forthcoming issue of Delo there is one of them. What do
you think about these minds?

SV: In ancient Rome, they used to kill the messenger who
brought bad news. It is never easy to be a mirror - people
often want to break it. Macedonia's only hope is if faces
its shortcomings, character failures and past with no
denial and no suppression or censorship of the truth. There
is a mentality in small, landlocked countries of "hush-
hush", of "let us not launder the dirty linen in public", of
"why stir trouble and cause turbulence". This is wrong.
Wounds heal only when exposed to fresh air. To be
realistic about one's capabilities and goals - one needs to
face oneself without flinching. It is only through
confronting unpleasant truths that we grow and change. |
don't mind paying the price. I will continue to serve
Macedonia and Macedonians by being their faithful
mirror - though I do not guarantee they are going to like
everything they will see in it.

Return
Interview with Pravda
Macedonia, Now and Then
Date: August 14, 2001

Interviewer: Chris Deliso

Q: What duties did you have as economic advisor? When
was this post created? By whom?

A: The post was created in autumn 1999, immediately
after the elections. Two outside consultants were hired:
Mr. Ante Markovik, Yugoslavia's last Prime Minister, and



myself. My job consisted of gathering economic data,
analyzing it, proposing policy alternatives, drafting laws
and international tender documents and reviewing
decisions made by various economic Ministries. The post
was created by the Prime Minister of Macedonia, Mr.
Ljubco Georgievski and by the then Deputy Prime
Minister, Mr. Vasil Tupurkovski. I left the position last
month.

Q: How significantly did the forced influx of Kosovar
Albanians from Spring '99 affect Macedonia
economically?

A: Politically, Kosovo was and is a threat to Macedonia's
very existence as a unitary, unified, sovereign, and
autonomous homeland to the Macedonians (by the way, |
am an Israeli, not a Macedonian). Economically, though,
it was a mixed blessing. On the one hand the burden of
accepting, harbouring, feeding, and accommodating c.
300,000 refugees (equal to 15% of the population) was
crushing. Macedonia's infrastructure nearly collapsed
under this sudden onslaught and due to the heavy use by
NATO/KFOR. Macedonia was never fully compensated
for these outlays. The West has honoured less than 25%
(1) of pledges it made in donor conferences. Moreover, the
imminent threat to the very social fabric of Macedonia
caused Western firms (mainly Germans and American -
less so Greek) to cancel manufacturing orders and sub-
contracting of textile production. Agriculture has suffered
badly due to the effective blockade imposed by NATO's
siege of Kosovo, the devastation of the Danube bridges
and the throngs of refugees. The wine and tobacco
industries were virtually demolished. Still, NATO has
spent hundreds of millions of DM's in Macedonia since
1999. An influx of 10,000 well-earning foreigners (mainly



employed in more than 60 branches of NGO's established
here) also offset some of the damage by revitalizing the
services sector. And Macedonia was rewarded by being
integrated into pan-European structures (e.g., its
stabilization and association agreement with the EU) or
southeast European ones (e.g. the Stability Pact).

Q: George Soros' organizations pumped a lot of money
into Macedonia in the 90's. Some have alleged that this
was a case of "Greeks bearing gifts" and that he was
trying to buy the country's future policy direction. Is this a
legitimate criticism?

A: No, it is not. Soros invested close to nothing here. He
did encourage a series of modest cultural efforts and did
provide free internet ISP services to NGOs, the media,
and academic institutions but that was just about it.
Perhaps Macedonia - with 3.5 billion US dollars in GDP -
is simply too marginal and inconsequential...:0))

Q: Is Macedonia now in better or worse shape
economically than it was in '99? Why?

A: In some ways it is better off, in others much worse off.
The young and dynamic Minister of Finance of
Macedonia, Mr. Nikola Gruevski, has succeeded to pass
through parliaments dozens of modern economic laws,
thus equipping Macedonia with an advanced economic
legal infrastructure. The state sold or shut down most of
the loss making industrial behemoths, thus considerably
reducing budgetary strain. Foreign direct investment
(mainly Greek, but also German and Slovenian) has
qauntupled. Privatization made great (and highly
controversial) strides. The local telecom was just sold to
MATAV. Macedonia's biggest bank, Stopanska Bank, was
sold to the Greek National Bank. At the beginning of the



year, the introduction of VAT caused the budget to be in
surplus and allowed the state to accelerate the repayment
of its obligations to its citizens. GDP has increased by 5%
and things looked rosy. The country was even
contemplating obtaining a sovereign credit rating and
issuing international bonds. The only blight was an ever
growing trade deficit which may have been the outcome
of an overvalued currency. But the eruption of the
insurgency by the NLA has changed all this painfully.
With the exception of some deals with the Greeks already
in the pipeline, all FDI ceased. Trade collapsed by 20%.
Industrial production plummeted by almost 9% (from an
already dilapidated base). Manufacturing orders and
production contracts were called off. Airlines cancelled
their routes to Skopje. Most foreigners left the scene. The
IMF did not renew the arrangement with Macedonia and
the EU has suspended credit and aid facilities in an effort
to exert pressure over Macedonian decision makers to
show more transigence in the negotiations with the
Albanians. The damage to the country's image as an
investment destination is irreparable and irreversible. As
taxes collected diminished and the need to finance what
became a civil war became more pressing, the budget
swung to deficit.

Q: Northern Macedonia, along with Kosovo, is the
lawless European crossroads for drug, weapons and sex
trafficking. Albanians have been largely linked with this.
Are there only Albanian gangs, or are there also
Macedonian ones? Is organized crime permitted in
Macedonia (i.e., corrupt politicians)? And is suppressing
the black market in Macedonia's best interest, anyway?

A: Drug trafficking is only one of a series of criminal
economic activities typical of the region. Cigarette



smuggling, white slavery, illegal immigration, cross
border trading in light weapons, piracy of intellectual
software and much more besides. Macedonian and
Albanian gangs collaborate in these activities under the
protection (and profit sharing) of corrupt politicians and
officials in the kleptocracies that pass for governments in
these countries. The informal economy is comprised of
both criminal activities and tax evasion. I think that the
informal sector is the most vibrant, entrepreneurial and
employment-creating one in Macedonia and should be left
to its own beneficial devices until the state sorts out its
own act. In the absence of impartial and functioning
institutions - courts, banks, tax administration, customs -
Macedonia is blessed to have a black economy.

Q: It is well-known that the ethnic Albanian rebels in
Macedonia are financed from abroad, particularly by
groups in Switzerland and the U.S. Is there any evidence
that advocacy groups, such as Joe DiGuardi's Albanian-
American Civic League, are involved in this? And, is it
known what percentage of their weapons-buying funds are
garnered from criminal profits?

A: The NLA is not a monolithic entity. It is more like an
umbrella organization with serious and fracturing
differences of opinion regarding the ultimate goals the
insurrection and the means to obtain these goals. Roughly,
it is made up of one third veteran Kosovo fighters, some
of them professional soldiers, who also fought in Croatia,
or in the Foreign Legion. These people are bitter and
disgruntled by what they see as the betrayal of the West in
refusing to guarantee an independent Kosovo and the
failure of the current Kosovar leadership to integrate them
economically into the emerging polity there. Their
motives are part emotional and part pecuniary. Another



third is made of unemployed, young Albanians, mainly
from Macedonia itself. Their fighting is self-interested.
They get a monthly salary and perks and, lacking
education and skills, they don't have much of a choice
outside the killing fields. The rest are diehard, hardcore,
idealists who either fervently espouse a Great Albania, or
would like to take over Western Macedonian in a
"constitutional coup" which will grant them their own
police force, municipalities, institutions, universities,
budgets, and semi-political structures. The NLA itself is
not directly involved in criminal activities, though a few
of its members are. But the money that finances it (from
the Czech Republic, Switzerland, Germany, and the USA)
is tainted by drug dealing, white slavery, illegal
immigration, and the smuggling of everything illicit, from
cigarettes to stolen cars, to weapons. In this they
collaborate with politicians and criminals in Macedonia -
both Albanian and Macedonian. Lobby groups, such as
the one you mentioned, are not known to be involved in
crime, though.

Q: A couple months ago, Albanian terrorists threatened
that the northern Greek province of Epiros would be their
next target. Should this threat be taken seriously? And if
so, do you foresee attempts by Albanian terrorists to
disrupt the Athens Olympics of 2004?

A: I think that Montenegro is next in line, followed by
Greece. Both have restless Albanian minorities. Albanian
terrorists, in both Kosovo and Macedonia, have hitherto
never acted in the manner of Palestinian terrorists
(hijacking planes, disrupting international events, etc.).
They clung to their "constituencies", recruited from the
rural population, obtained logistical supplies (food,
medicines) from the hinterland via short supply lines and



attacked, largely, only the military and the police.

Q: In 1999, could you have been able to predict that this
current crisis in Macedonia would be taking place now?

A: I have. In many of my articles. Visit my web site.

Q: Looking five years in the future, what will become of
Macedonia? Will there be a "Greater Albania", and will
other Balkans countries' borders be redrawn?

A: Look five years into the past and you will see that
Balkan borders HAVE been redrawn. Kosovo has been
separated from Serbia. Bosnia is divided to three. The
border between Slovenia and Croatia has changed. The
only long term permanent and stable solution to the
Eastern Question involves changing borders and
exchanging populations. The great tragedy of the Balkan
is the ignorant and self-interested involvement of the
Western Big Powers and their agents, the multilateral
organizations (such as the IMF) and the NGO's. But then,
Big Powers involvement has always been the Balkan's
misfortune.

Return
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Interview with Balkanalysis

First and Last Days in Kosovo

Date: March 27, 2004
Interviewer: Chris Deliso

Reaping the Fruits of Intervention: Dr. Sam Vaknin on
the West’s Quagmire in Kosovo

NATO recently celebrated the fifth anniversary since its
bombing of Serbia and “liberation” of Kosovo's Albanian
population. The intervention was called a successful one
by key players such as Wesley Clark, Javier Solana,
Madeleine Albright, Jamie Shea and Bill Clinton. Yet now,
five years later, NATO is increasingly finding itself
caught in the crossfire of ethnic hostility, as the restless
Albanians clamor for independence and the besieged
Serbs demand NATO protect them from their persecutors.
And acts of terrorism have been stepped up against both
the KFOR military peacekeepers and the UNMIK colonial
administration.

Given the optimistic prognosis forwarded by Western
interventionists at the time, how could everything have
gone so horribly wrong? Was the current quagmire to
some extent foreseeable, or not? And what can the current
violence tell us about the future of this embittered Balkan
sub-state? For answers to these questions and more we
turn to longtime Balkan resident and analyst, Dr. Sam_
Vaknin.
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Prophesies, Partitions and the Future Map of the
Balkans

Q: In a provocative piece dated 14 June 1999, entitled
“NATO’s Next War,” you prophesied that the then-
triumphant NATO occupiers would become the object of
disdain not just for Serbs but for ‘liberated’ Albanians-
and in the end wind up the ultimate losers of the war.
History, it seems, has proven you right. KFOR and
UNMIK officials and facilities have been increasingly
targeted in Kosovo in the past few months, and
especially since last week’s riots in Mitrovica and
elsewhere. Yet from your article one got the impression
that the reckoning would arrive somewhat sooner. Are
you surprised that it took a whole 5 years for tensions to
reach the boiling point?

SV: Very much so. The West invested fortunes — billions
of dollars (and euros) in maintaining this illusory truce. In
a way, the West bribed both the local politicians and
Kosovo’s impoverished population (as it has been doing
in other conflict regions). Additionally, it capitalized on
the adulation and the Albanian Kosovars’ overwhelming
pro-Western sentiments (the main street in Pristina is
named after Bill Clinton).

But I did expect this inevitable confrontation to start much
sooner.

CD: Your article seems to overestimate the gains Serbia
would make from the crisis. You wrote: “...Materially
revamped, nationally revived, militarily vindicated, an
invigorated power that withstood the mightiest alliance
in history, Serbia is in an excellent position to emerge as
an important, nay, indispensable regional player.”
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However, five years later, Serbia has enjoyed neither
economic growth nor territorial solidification. On the
contrary, aside from Kosovo’s independence there are
ever more likely possibilities of autonomy and/or
independence for Montenegro, Vojvodina and
eventually, perhaps, the Sandzak. The Hague still
demands the extradition of various “war criminals.”
Considering that your article seemed quite optimistic
regarding Milosevic’s future, is it possible to say that
your assertions about Serbia were inextricably tied to a
belief that Milosevic would remain in office?

SV: Like most analysts I foresaw the extradition of
Milosevic and the subsequent trial. I also predicted the
emergence of Milosevic-clones and the inevitable
takeover of state structures and institutions by the criminal
class.

Moreover, I firmly believe in what I wrote:

Serbia is bound to emerge as a pivotal strategic and
economic factor in the southwestern Balkans.

Where I failed is, again, in providing a realistic timetable.
I simply did not envisage the West’s collusion with the
local mafias (as represented, for instance, by the late
Zoran Djindjic and by the long-serving Montenegrin
President, Milo Djukanovic).

In Serbia, the West has wasted precious time (and an
inestimable amount of goodwill) on pursuing and purging
minions of the ancien regime (Milosevic apart), on
imposing the notorious Washington Consensus (a surefire
recipe for economic decline), and on aiding and abetting
an assortment of indigenous crime lords and murky power



brokers.

CD: Nevertheless, even from his jail cell in the Hague,
Milosevic has had the last laugh time and time again.
The frustrated prosecutors can’t pin the desired charge
of genocide on him amidst various challenges to witness
credibility and spirited cross-examinations from the
defendant. It is obvious that Milosevic incarcerated has
a symbolic prestige he never had while in power. But do
you think that the situation in Kosovo has gone as he
had planned?

SV: I would beg to differ. Milosevic between 1989 and
1994 had a lot of clout among his people. He was an
admired politician, thought to capture the spirit of a
resurgent, proud Serbia.

I don’t think he had any “plan” as far as Kosovo is
concerned. He simply wanted to eradicate what he
regarded as criminals in cahoots with terrorists — and
many Kosovars considered as freedom fighters.

A typical Balkan policing operation was labeled “Ethnic
Cleansing” by the West (mainly by the Americans) and
treated as genocide by the emerging system of
supranational courts.

Milosevic could not have foreseen these surrealistic turns
of events. He reacted as any besieged self-respecting
politician would have. He fought back.

CD: That said, will the province be partitioned? And, if
so, will there be a knock-on effect for other ethnically
estranged territories, such as Republika Srpska in
Bosnia and the Albanian-populated sections of Greece



and Macedonia?

SV: Cosmetic and face-saving alterations to its borders
aside, Kosovo, in one piece, will end up being an
independent state. The Serbs and even the West have no
say in this. It is entirely the Albanians’ call.

Secession and partition are not new to the post-Yugoslavia
Balkans. The West’s feigned horror aside, the only viable
long-term solutions to the Balkans quagmire(s) involve
the (voluntary or forced) exchanges of population and the
(negotiated or belligerent) alteration of borders.

Ironically, the interventionist West itself is responsible for
the relocation of whole populations (such as the Serbs in
Kosovo) and for the demarcation of new borders
everywhere (need I mention Serbia, Bosnia, Slovenia, or
Croatia)?

CD: Could an independent Kosovo survive on its own?

SV: What country in the Balkans — Slovenia aside — can
truly survive on its own? Is Macedonia a viable economic
entity? Is Bosnia? These are all charity cases and will
continue to be so for a long time to come.

As an autonomous unit within the Federated Yugoslavia,
Kosovo survived on massive handouts from the center.
The West has now replaced Belgrade as Kosovo’s (and
Macedonia’s and Serbia’s and Bosnia’s) sugar-daddy.



CD: Who should fear most in the case of a ‘Greater
Albania?’- neighboring countries, the West, or the
Albanian residents themselves? Could such a
construction even survive after the initial euphoria
subsided without lapsing into civil war?

SV: “Greater Albania” is a boogeyman gleefully exploited
by non-Albanians in the region. “Greater Serbia” and
“Greater Bulgaria” (even “Greater Greece”) are far more
realistic (and they are not).

Moreover, Albanians are not a homogeneous lot
religiously, or ethnically. Kosovars do not get along with
Albanians from Albania and vice versa. Albanians in
Western Macedonia have a disparate agenda. The dream
of “Great Albania” is a pipe-dream.

An Economy Deferred

CD: In another article from last year, entitled “Kosovo’s
Iraqi Lessons,” you cite many examples of bureaucratic
stonewalling due to the unresolved status of Kosovo.
These, you argue, have had the cumulative effect of
stymieing economic growth. Starting companies, getting
licenses, dealing with insurers, conducting banking, etc.
have been difficult at best and impossible at worst. To
the best of your knowledge, has any significant process
been made towards implementing legal and other
reforms that will facilitate business since you wrote this
article? If not, why not?

SV: I regret to say that nothing of substance happened in
the eleven months since this article was written. The
Kosovar leadership, however, is now determined to take
things in its own hands. Shortly, it will demand far greater
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economic autonomy and decision-making powers. This
may be the first institutional salvo in the battle for
independence — not from Serbia, but from the stifling
Western bureaucracy.

CD: Out of the total stock of Kosovar Albanian
grievances with the West, what percentage of these
grievances do you see as stemming from such economic
failures?

SV: Zealous (or virulent) nationalism is very often a
symptom of economic malaise. The state of Kosovo’s
economy is among the worst in the world. It is
comparable to the West Bank and Gaza.

Unemployment is vertiginous. The manufacturing and
agricultural bases are moribund. Only the construction
sector somehow chugs alone — and crime, of course:
Kosovo’s main product and export.

Inevitably, this translates into frustration and aggression.
This is psychology 101. Independence attains the mantle
of a panacea and Serbs (and increasingly Westerners) are
viewed as obstinate and infuriating obstacles on the way
to happiness and prosperity.

CD: Given the current unrest and disdain for foreign
advisors who are perceived as being corrupt and
meddlesome, will the future Kosovo government suffer
from a lack of imported insight? If so, what effect would
this have on the province’s economic reform process and
economic strategy?



SV: The Kosovar government is actively seeking the help
of real foreign advisors with hands on experience —
especially in the economic field. The current crop of
“foreign advisors”, imposed on Kosovo by its benefactors,
are either lethargic bureaucrats or fourth rate economists
from third world countries. It is in places like Kosovo that
the West dumps its damaged goods and surplus university
graduates. But the Kosovars are eager for useful and
relevant foreign input.

Political Myths and Machinations

CD: Let’s go outside of Kosovo for a moment. To the
best of your knowledge, are there any factions within the
government of Albania proper, or its political parties,
who may be sponsoring the latest round of violence in
Kosovo?

SV: The recent violence in Kosovo was not the outcome
of conspiracies and machinations, neither was it carefully
planned and executed. Mitrovica has always been a flash
point. Tempers have been running high for years now.
Recurrent conflagrations are unavoidable. There is no
need for outside assistance or encouragement.

CD: Same question, regarding the Albanian leadership
in Macedonia.

SV: Due to personal and historical reasons, the Albanian
leadership in Macedonia is far closer to the Kosovars that
their counterparts in Albania proper. So, yes, they were
kept updated throughout and gave words of advice here
and there.

But the inner turmoil in the Albanian camp in Macedonia



is such that it consumes all their energy and resources.
The forthcoming presidential elections have exposed deep
rifts. Erstwhile extremists (dare I say “terrorists”) have
been tamed by lavish sinecures and exorbitant personal
gains. Erstwhile moderates now clamor to replace them as
new radicals. Violence and zealotry have proved
themselves as engines of upward social mobility and self-
enrichment.

CD: Can you offer any insights on the specific power
dynamics at work these days within the Kosovo
leadership, i.e., between people like Rugova, Rexhepi
and Thaci? Can the current manifestation of violence be
seen as a sort of power struggle between various
Kosovar political factions?

SV: No, it isn’t. One shouldn’t read too much into the
latest riots. Rugova is firmly in charge because he is
holding the purse string (and what a purse it is!) and
because he is a Western favorite. Thaci has been
domesticated by the trappings of power and the dangling
prospect of a Hague ignominy should he bare his armed
teeth.

CD: Speaking of Hashim Thaci, at the time of the riots
he was far away in America, addressing the US Institute
for Peace regarding his great sorrow at the violent
events occurring in Kosovo, and pledged his “vision” for
a multi-ethnic and harmonious Kosovo. Yet given his
background as a high KLA leader and given that some
suspect his involvement with actually having sponsored
the latest riots, what credence do you give these stated
views?

SV: No Albanian leader — Rugova and Thaci included —
wants a multi-ethic Kosovo. They can do without this
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headache. They publicly say otherwise only to placate the
West and keep the foreign aid flowing.

Still, almost all of them do wish to see a peaceful and
prosperous Kosovo (if only for selfish reasons of political
self-perpetuation and self-enrichment). The sentiments are
false — the wishes fairly true, I believe.

CD: That said, do characters like Javier Solana really
mean business when they declare the need to ‘purge’ the
Kosovo leadership of militants? Do UNMIK and KFOR
have the guts to really be tough on troublemakers, or is
this just a symbolic threat that should not be taken
seriously?

SV: It is not a threat but a classic manipulative lever. Do
what we, the West, tell you to do — or you will end up in
the Hague (or worse).

The Humanitarian Disease and NATO’s Impending
Defeat

CD: In your first article mentioned above, you predicted
that NATO had “contracted the humanitarian cancer”
and that its “days were numbered.” Can you explain
more precisely what you mean here, and at what stage
the organization (which is, after all, presently expanding
east) is now at with this terminal disease?

SV: NATO - as a military alliance - has died a while back.
It is now engaged mostly in peacekeeping and
humanitarian aid operations. Its roles are to mop after the
United States and to assist the United Nations
peacekeeping forces. Its expansion is meaningless. It does
not possess the military wherewithal to threaten any



country — or to defend it.

Both the USA and the European Union have accepted
NATO’s demise as a fait accompli.

In the last few years, the USA has been going it alone
militarily. It doesn’t even bother to “consult” its “allies” in
NATO (also known as the “Old Europe™).

The Europeans are frantically trying to revive old military
structures and infuse them with some might and content.
Hence the non-NATO European rapid deployment force,
for instance.

CD: Let me present you with a scenario: Kosovo
Albanian protestors threaten KFOR peacekeepers so
violently that the latter have no choice but to shoot back,
wounding or even killing a number of the protesters,
sparking popular outrage, renewed protests and soon,
heavy fighting. NATO, caring only for its own self-
protection, flees the province with its tail between its
legs, allowing the Albanians to continue “cleaning up”
the vestigial ethnic minorities left.

What is the likelihood of such a scenario actually
happening? And, if not this, can you speculate on a
more likely scenario for the next 6 months in Kosovo?

SV: KFOR has been fleeing Kosovo for years now. It is a
shadow of its former self. I don’t think it will openly
evacuate the province. But it may seek a negotiate way
out ASAP.

What Serbs are left to cleanse, by the way? Vestigial they
are, indeed.



I don’t know about the next six months, but the Kosovars
just discovered assertiveness. They are going to demand
independence ever more vocally and violently. And, to no
one’s surprise, they are going to get it.
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Macedonia's Economy 2008
A Dialog with Dan Doncev

Dan Doncev is a former CEO of Makedonski Telekom, a
former member of Macedonia's parliament, and a
columnist in Fokus, Macedonia's largest newsmagazine.

VAKNIN

I have often accused Trajko Slaveski, Macedonia's
Minister of Finance, of mismanaging the economy. But,
you got to hand it to him: he has a great sense of humor.
On Saturday, August 16, 2008, he visited Bitola and made
these announcements, hereby copied faithfully from MIA
and Nova Makedonija:

"MHpnaynjata BO 3eMjaBa € Nnopg KOHTPONa,
MU3jaBN BUKEHAOB MUHUCTEPOT 3a (PUHAHCUW
Tpajko Cnasecku Bo butona, oarosapajkm Ha
HOBMHAPCKU npalwlama.

- MHdnaumwjata BO jyHM BO 3eMjaBa nNagHa 3a
e[leH NPoLEeHT, a WTo e nonHtepecHo, so CAJ]
Ha NpuMep Taa rnopacHa 3a eneH MPOLEHT.
MocnegHnBe 4eTupu Meceunm MMamMe MHOry
HUCKKM Mece4yHW cTanku. O no4YeToKoT A0
KpajoT Ha roguHaTa cTankaTa Ha MHdaumja
Ke bupe 3,2 oTCTO, a NpoekuwnjaTa belwe Taa
ha n3HecyBa oKosy 5,5 npoueHTn, WTO 3Ha4mn
heka MHdNaynjaTa BO Penybnuka
MakeOoHnja e nog KOHTpoJa - WCTaKHa
Cnasecku, Koj pogage neka BO MOMEHTOB BO
Ap>XaBHMOT 6yLeT mma cypuumT, OAHOCHO
noeeke npuxogmn on pacxoau.

Bo Bpcka cO eKOHOMCKMOT mopacT BO 3eMjaBa



N pas3INYHUTE MNpPoueHn Ha MeryHapogHuoT
MoHeTapeH ¢oHa (MM®) m MakepoHcCKaTa
Bnaga, CrnaBeckM pevye peka [0 KpajoT Ha
roguHaTa Ce o4ekyBa MopacToT Ha O6pyTo-
AOMalHWOT Mpou3Bo4 Ja ja HaaMUHe
npoekTupaHaTta cTanka co MM® wu Taa,
crnopefn npoueHn Ha BnapaTta, goa 6bupe Han
wecT MPOUEHTMN.

- NoTpebeH e ywTe eneH Mecew 3a Ja M
nobueme KOHe4YHUTe rnokasartenu 3a
nopacToT Ha 6pyTo-AOMaALUHUOT NPOM3BOA BO
BTOpPWOT KBapTas. MNpBuoT KBapTan bewe 5,1
MPOLLEeHTW. HeodwunjanHo, cnopepn
nocnegHUTe aHaau3yM Ha nojgartouunTe, BO
BTOpMoT KBapTana, po 30 jyHu, 6pyTo-
AOMAlLHMOT Mpou3Boa Ke 6buae co HewTo
MOBMCOKA CTanka U o4eKyBaMe [0 KpajoT Ha
rooMHaTa Aa ja HagMUHEeMe MpoeKTupaHaTa
ctanka co MM®, koja cnopen HawwuTe
npoekuun Ke bmae Hapg 6 OTCTO - MOjaCcHWU
MUHWUCTepoT."

The Minister later responded to my request for
clarification (to his credit, he always does). Apparently, he
was misquoted. What he did say is that cumulative
inflation being 3.2% in January-July, it looked as though
the target of 5.5-6% annual inflation in 2008 is well on its
way to being met.

It's uncanny how the government of Macedonia - alone in
the whole world - gets all its predictions right, courtesy of
the ever-pliant Bureau of Statistics here.

Moreover, the Minister, aware of the abysmal ignorance
of both journalists and citizenry, manipulates public



opinion by comparing oranges to apples: inflation in the
USA is not the government's doing. It is the fault of the
Central Bank there (the Federal Reserve). Inflation in
Macedonia, on the other hand,is, in large part, an
outcome of the government's outpouring of populist
generosity. Its unbridled and irresponsible spending led to
a wage spiral in the private sector, for instance. It also
failed to take steps to counter inflation imported from
abroad through the prices of oil, electricity, raw materials,
finished goods, and luxury items.

Consequently, Macedonia's trade deficit is among the
highest in the world (and in history) and jeopardizes the
country's macroeconomic stability.

As for the impressive growth in GDP - it is far less
impressive when we realize that the economies of all the
countries in the region have grown more or less by the
same percentage. The British have a saying: "The
incoming tide lifts all boats". When the economy grows
(unexceptionally), the government takes credit. When
something goes wrong with the economy, it is never their
fault, the global economy is to blame.

More to the point, the growth in GDP, like much else in
Macedonia is, to a certain extent, a mirage. It is fuelled by
rampant construction, government outlays gone amok,
and remittances from Macedonian Gastarbeiters. The real
sector is no doubt expanding, but is far from making a
sizable or lasting contribution in terms of gross factors of
production.

Finally, the Minister brags that the government's budget is
in surplus. Let me get this straight: the government takes
42% of GDP in taxes and then spends some of it on



churches and basketball halls and media campaigns and it
thinks that this gross misallocation of scarce economic
resources deserves praise. With its all-pervasive economic
presence, the government has transformed itself into
Macedonia's biggest employer and advertiser. The private
sector is crowded and cowed. There is no economy to
speak of. Foreign direct investment (FDI) - touted as the
panacea to the country's economic problems only two
years ago - is now no longer the top priority, maybe
because Macedonia last year has again been ranked as the
least attractive in the region. A pretty picture this is.

DONCEV

Sam you don't spend much time on small talk - straight to
the point. But before I respond to the many issues you
have raised, let me just say for the record what an absolute
pleasure it is for me to be engaged in this dialogue with
you. I seem to recall that the last guy who had an open
dialogue with you ended up as Prime Minister of
Macedonia. Judging from the tone of your opening
remarks though, it would seem that at least as far as you're
concerned Macedonia passed the crossroads of ten years
ago only to hit a dead end!

The economy has certainly been mismanaged, but I don't
think Trajko Slaveski is entirely to blame in this case. He
is not in an enviable position. The previous two Ministers
of Finance (Popovksi and Gruevski) were both in a much
stronger position in the sense that they had no higher
political authority who was considered as an authority in
economics. Now by this I am in no way making a
judgment on the actual competence of Popovski and
Gruevski as Ministers of Finance or ignoring the fact that
they too had political masters, but it is fair to say that they



both had a much freer hand to manage (or indeed
mismanage the economy) than what Slaveski has today.

Slaveski is not in a strong position as Minister in the sense
that he has Zoran Stavreski above him (who is stronger
politically and considers himself as a higher

authority in economics than Slaveski) and of course you
have Prime Minister Gruevski of whom many in his
Government will tell you is the most brilliant economist in
Europe. So Slaveski I am sure is conforming to the
economic wishes of Stavrevski and Gruevski even in
cases where he may disagree. In analyzing the
performance of Macedonia's economy over the last two
years we have to take into account the political dynamics
between this troika, which has significant influence on the
actual economic policy decisions that have been taken.

You know the old saying that there are lies, damned lies
and statistics! The Macedonian Bureau of Statistics and
Trajko Slaveski can quote whatever figure on inflation
they want, but the one thing they cannot manipulate are
the prices people pay for their goods and services. The
Macedonian consumer knows very well the prices he is
paying for basic goods such as bread, milk, eggs, meat,
rice and cooking oil, compared to the prices two years
ago. Indeed the prices of almost all goods and services
have gone up to various degrees, and in almost all cases
they have been well into double digits. Add to this the
expected astronomical rise in the prices of electricity and
heating. Measured properly, Macedonia's inflation rate for
2008 would be at least 12%.

Three observations I want to make here. First, at various
stages of this year, different Ministers have quoted
different rates of inflation ranging from the above



mentioned 6% by Slaveski to 10% by Stavreski. It seems
they can't even agree on the rate among themselves.
Second, we have often heard the excuse throughout the
year that inflation is high but it's imported. Macedonia has
a fixed rate of exchange pegged to the Euro. This
effectively means we import all our goods and services at
a constant Euro rate. Thus by definition the inflationary
effect from increased prices of imports cannot be higher in
Macedonia than that in the Euro zone. The 2008 Euro
zone overall inflation rate is only 4%. Third, for the first
time in the last ten years, we now have negative real
interest rates (interest rates minus inflation rate) of at least
3%. The savings and wealth of Macedonia's citizens is
being eroded every day. As people realize this effect, they
shift their savings to consumption which in Macedonia's
case also leads to a direct increase in the trade deficit.

Therefore, I concur with you that inflation in Macedonia
is in large part, an outcome of the government's
outpouring of populist generosity, and unbridled and
irresponsible spending leading to a wage/price spiral.
Over twelve months ago, I had the unfortunate experience
to watch an interview on a television show which claims
to represent the voice of the Macedonian people. Clearly
amazed by the fact that the government had just
announced  significant increases to the public
administration wages and the pensions of the senior
citizens, the interviewer asked Gruevski if he was in fact
the "Wizard of Oz"? If only it were so easy. If the history
of economics shows one thing, it is that every time wages
in a country are increased, and the increase is not as a
result of increased worker productivity, inflation always
follows!

I want to really expand on your final point. I think there is



such a misconception among society at large (and in this
regard I think the media in general have much to answer
for) as to what the Budget actually represents. First of all,
when you say that the government takes 42% of GDP in
taxes, two things must be made clear. First, on average,
42% of the yearly income of every citizen goes to the
government by way of all the direct and indirect taxes
which exist in Macedonia. All these taxes are collected
from the Private Sector in the economy. Second, it follows
by definition that should the government choose to reduce
its share of GDP to say 30% (by reducing the overall tax
burden by 12%) the 12% reduction of the Government
sector will result in a 12% increase in the Private Sector.
The converse is true if the Government chooses to
increase its share of GDP by raising the overall tax
burden. This is in fact the "crowding out" effect you refer
to. This is why it becomes almost laughable when
Macedonian media report front page news that we have
the lowest taxes in Europe.

From a macro economic point of view, the hundreds or
thousands of individual taxes are only important insofar as
they determine the overall tax burden on the Private
Sector. (Of course individual taxes analyzed on a stand
alone basis play an important role on the micro economic
level of activity).

It thus becomes a real choice for society (through its
elected leaders): Do we want a society which allocates a
larger or smaller portion of the GDP of the country in the
hands of the Government? And once that choice has been
made, it then begs the second choice as to how we
actually allocate the funds within the Budget itself? Do we
spend it on churches, basketball halls and media
campaigns as you say, or do we choose to build roads,



schools and hospitals with the same funds? In this context,
the self serving media campaigns of this Government
(amounting to tens of millions of Euros) are in my opinion
one of its biggest sins.

A pretty picture indeed!



VAKNIN

Alas, something happened on the tortured way from 1998
to 2008. Macedonians have become so downtrodden and
destitute that they now knowingly choose to live in
fantasy rather than face their dismal reality. It is a state of
mass psychosis, a delusional hysteria, fostered by an
endless stream of Big Brother advertisements and inane
hype. People refuse to wake up and resent the few truth-
speaking messengers left to the point of branding them
"traitors".

And what is the truth?

(1) Macedonia's macroeconomy hasn't been in worse
shape since 1996 and (2) This government has failed in
literally all its efforts: geopolitical, political, and
economic.

Admittedly, there have been some improvements in what
Stavreski keeps calling "business climate": the
introduction of streamlined taxation; the decrease in red
tape and regulation (through the mechanism of
"regulatory guillotine"); the (partial) implementation of a
one-stop-shop process of company registration; and the
reform of various business-related institutions (such as the
Customs and the Cadastre). But the microeconomic
sphere is subordinate to the macroeconomic climate. In an
unstable environment of high inflation, for instance,
business cannot thrive.

Zoran Stavreski is my biggest disappointment. While
Nikola Gruevski is an outstanding and gifted manager, he
is hardly an economist. Not so Stavreski, who used to be a
conscientious and well-informed monetary expert. Yet,



probably tempted by power and fame, he has transformed
himself from a first-rate economist to a third-rate
politician.

The government's new strategy: never admit to failure.
Declare victory and retreat with dignity intact. Thus, they
pretend that Macedonia's economic malaise is actually a
sign of its growing economic health and an inevitable
outcome of the government's sagacious and farsighted
policies. The record-shattering trade deficit? Nothing to
worry about: it is a mere reflection of growing foreign
interest in Macedonia's industry. Inexorably rising
inflation? A normal by-product of the meteoric growth of
Macedonia's economy. Unemployment? Give it a decade
or two and it, too, shall be conquered. Macedonia's failure
to join NATO and the EU? Will only serve to attract
foreign direct investors in the next four years up to
accession.

Those who disagree with them are accused of getting paid
either by the shady opposition or by Macedonia's enemies.

The government's attempts to re-write and revolutionize
the economic sciences is probably a sign of desperation.
But, the people at its helm also tend to believe and
vehemently defend the veracity of their own propaganda
claims. This is where the real danger lies. Gruevski,
Stavreski, and Slaveski are not confabulators and con-
men. They are self-deluded ideologues, trapped by their
own verbosity.

Three cases in point: FDI (Foreign Direct Investment),
labor productivity, and the trade deficit.

First, FDI. The government tells us that close to 240



million euros flowed into the country in the first 5 months
of the year. This is the same as all of 2007.

Yet, close to 80% of this amount are in the form of
acquisitions: foreign companies (mainly banks) buying
Macedonian firms (mainly banks). This is meaningless
FDI that has little effect on the domestic economy (though
it does enhance the net worth of certain individual
shareholders).

Moreover, economic studies demonstrate conclusively
that foreign banks tend to do business with foreigners, not
with local firms and that the profits they repatriate (the
foreign exchange they take out of the country) exceed
their initial investment.

But, what about the remaining 20%? We are still talking
about 50 million euros!

Most of this money is invested in construction of objects
such as shopping malls. What do shopping malls
contribute to the economy? Zilch. Shopping centers are
non-productive. They don't increase exports. They barely
increase employment (except temporarily, during the
construction phase). They do elevate the trade deficit (by
importing goods) and inflation (by encouraging
consumption). This is the wrong kind of investment.

How much new foreign money was invested in greenfield
industry and manufacturing? A negligible amount. During
the election campaign of 2008, the entire government
embarked on a flying circus of sorts, signing up foreign
companies and touting their achievements to a retinue of
obsequious (and happy to travel free of charge)
journalists.



What happened with these deals? Nothing. They were not
real. Macedonia had signed numerous memoranda-of-
understanding and memoranda-of-intent, but very few
firm contracts. Bunardzik is still an empty lot.

Now, to labor productivity. In his by-now infamous
column in Dnevnik, on August 29, Stavreski claimed that
labor productivity in Macedonia, by some measure, has
gone sharply up. Well, wrong again: it hasn't. Neither has
the competitiveness of Macedonia's products

improved. The prices paid for Macedonia's exports are
going up, thus creating the optical illusion that exports
are rising.

The average salary in Macedonia is c. 250 euros per
month and the cost to the employer - what with wage
taxes and contributions to the pension and health funds
thrown in - is c. 420 euros. That translates to c. 5000 euros
a year.

According to the IMF, Macedonia's GDP this year would
be c. 8 billion USD (or 5 billion euros). The World Bank
and the CIA largely agree with this estimate. That's 2500
euros per every Macedonian, man, woman, and child
(=GDP per capita).

Of course, only 20% of Macedonia's population are
employed, so GDP per employee is c. 15,000 euros
(excluding the 10% of those who do not get paid).

How does it compare to other countries?

Start with the region.



Albania's and Bosnia-Herzegovina's GDP per capita are
equal to Macedonia's, but rising fast with impressive
flows of FDI. Bulgaria's and Serbia's are 40% higher.
Croatia's is three times Macedonia's. But, since the rate of
employment in Croatia is double that of Macedonia, a
Croat worker produces only 1.5 times as much GDP as a
Macedonian one. Every Greek, Czech, and
Slovene worker is four times as productive as a
Macedonian worker (these countries' GDP per capita is 8
times Macedonia's) while the Romanians are almost
twice as plentiful and the Russian workers beat the
Macedonians 1.7:1 (Russia's GDP per capita is 3 times
Macedonia's).

Of course, such a comparison is unfair. The Czech
average salary is 722 euros. We should, therefore divide
the GDP per capita by the cost of labor. This is known as
GDP unit labor cost.

Even then, Macedonian workers are spectacularly
unproductive. The Macedonian costs 5000 euros a year
and produces 15,000 euros of GDP annually. The
Serb costs pretty much the same (c. 5300 euros a year),
but produces 20,000 euros of GDP every 12 months. The
Czechs, Greeks, and Slovene employees do even
better: they each cost between 9000 euros (Czech
Republic) and 20,000 euros (Greece)a year, but give
in return 60,000 euros of GDP!

This disparity is one of the reasons why Macedonia is not
an attractive destination for foreign direct investors.
Salaries here are actually way too high. Judging by this
meager output, to render it attractive, the average wage in
Macedonia should not exceed 50 euros a month, all
included.



Are Macedonian workers lazier or more stupid than their
counterparts elsewhere? Not so. Labor productivity does
depend on the existence of a work ethic (longer hours and
more effort and initiative). But, more importantly, it
reflects the workers' level of education and skills, the

age and quality of machinery and other capital goods and
equipment used in the production process, the availability
of knowledge and technology, and the proliferation of
better management. Macedonia needs to work hard in all
these spheres merely to catch up with the rest of the
region, let alone the world.

The government can do a lot to render Macedonia a more
attractive proposition as far as labor unit cost goes. It can
reduce wage-related taxes and contributions drastically, or
even waive them altogether for new employees. It took
one halting step in this direction and leveraged it to the
hilt for public relations purposes. This propensity to
govern-by-gesture, to emphasize cosmetics over substance
will be the undoing of the economy, I fear.

Finally, the trade deficit. It is a prime example of how
populism (of previous governments as well as the
incumbent one) trumped and trumps common economic
sense.

There is only one path to reduce Macedonia's threatening
trade deficit: to discourage imports. There are many ways
to reduce imports. For starters, the government should
correctly price items like electricity and fuel, which it is
attempting to do. Subsidies need to be limited only to the
neediest 10% of the population. Everyone else should pay
much higher, realistic, global market prices.



Consider passenger cars - a major and recurrent
components of Macedonia's burgeoning trade deficit. The
government should make it very expensive to buy a new
car and very attractive to keep a used one. Instead, the
Ministry of Finance, eager to please the population and
with an eye on the ratings of the governing coalition,
spews out nonsense to justify its irresponsible acts. "New
cars consume less fuel and need fewer spare parts", they
say. True. But, a new car costs 10,000 euros, paid for with
scarce hard currency. The savings that are the results of
higher fuel efficiency do not amount, over the life of the
car, to 10,000 euros.

Had this government been leading rather than following
the opinion polls, it would have embarked on a campaign
to encourage the use of public transport; would have cut
the costs of owning and maintaining a used car; would
have slapped punitive taxes and charges on buyers and
owners of new passenger cars; and would have used
remedies available to it under the WTO to impose import
quotas and other duties, tariffs, and non-tariff (e.g.,
environmental) limitations on luxury, gas-guzzling
vehicles.

Macedonians consume imported vegetables, imported
chocolate, imported meat and dairy products; they buy
imported "white electronics" and "black electronics"; they
vacation outside the country, some of them in order to
boast about it to their friends. A craze of conspicuous
consumption has gripped this impoverished country that
has no economy to speak of. Macedonians are living over
and above their means and over and above their economic
contribution to society. This will end badly: with a
banking crisis, hyper-inflation, and massive indebtedness
of both this profligate state and its gullible citizens, who



want so much to dream and to fantasize.

DONCEV

I accept your assessment that Macedonians in general
have become downtrodden and destitute. The words
transition, reforms, EU and NATO have become a
cognizant part of everyday life over the last fifteen years.
Our lack of success in each of these fields has had a
significant demoralizing effect on the nation as a whole. It
seems at times that we are living through a never ending
story whose plot is always the same, but the actors
periodically change. However, I don't think that the
Macedonian people knowingly choose to live in fantasy
rather than face their dismal reality. I believe it is a failure
of the leadership of the country and not of the people. One
of my Harvard professors defined real leadership as
"getting people to confront reality and change values,
habits, practices and priorities to deal with the real threat
or the real opportunity the people face". The converse of
this he defined as counterfeit leadership which "provides
false solutions and allows the group to bypass reality". I
believe that the Macedonian people, deep down, are aware
of the reality, but in the absence of real leadership that
leads people to confront reality, they are left with no
choice but to conform and fit in as best they can and thus
bypass reality. And at no time have we had greater
counterfeit leadership than by the existing populist
government.

The Government's failures in its political and geopolitical
efforts in particular are of course a subject for debate in
themselves, but they have certainly played a

significant role in increasing the political risk that
potential foreign investors associate with Macedonia. This



in turn greatly diminishes Macedonia as a destination for
foreign investment.

Personally, I don't think the much touted improvements to
the "business climate" have been anything more than
window dressing. The much heralded so called "flat tax"
is a gross misrepresentation of the truth. I have spoken out
about this in Parliament and the media and to anyone who
cares to listen, but for the record let me say it again.
Macedonia does not have a flat tax! The tax rates are not
the lowest in Europe! But this has not stopped the
Government from paying expensive advertisements in
foreign newspapers which proclaim the opposite.

Of course, any serious foreign investor who does basic
level of due diligence on business in Macedonia quickly
finds out that the tax rates are not what they were led to
believe. In a debate in Parliament last December, I made
an elaborate presentation which proves that Macedonia
does not have flat tax. In fact the overall tax rate on wages
varies from 38 to 40 percent on the gross wage, or, since
every one in Macedonia is accustomed to the net wage
concept, the overall taxes represent an add on of between
60 to 70 percent to net wages. The manner in calculating
the overall taxes payable on wages is unbelievably
complicated and antiquated.

So, the Government comes along and merely reduces one
of the six components of calculating taxes on wages to
10% and then heralds with great fanfare that Macedonia
now has a flat tax with the lowest rates in Europe. In his
response to my speech, Trajko Slaveski said, and get this,
that I was confusing personal income tax with
contributions (to the pension fund, health fund,
employment fund, etc). Now I should have said to him at



the time, but I chose to be diplomatic then, that the
Government can call these taxes a "contribution to Trajko
Slaveski's Christmas cake" if it likes, but nothing changes
the fact that they are taxes which business has to pay for
every employee it has on its payroll. But this is the type of
mentality we are dealing with here.

With regards to the trade deficit I have four additional
observations. First it never ceases to amaze me how
successive Governments in recent years have been quick
to point out the virtues of Macedonia's increase in its
exports. Prime Minister Vlado Buckovski started this
trend in 2005 and it culminated in, as you say, in Zoran
Stavreski's "by-now infamous column" in Dnevnik, on
August 29, when he proudly proclaimed that exports have
increased by 38% in 2008 (ohh and by the way imports
also increased by 55% at the same time). The major
reason why exports have increased dramatically over the
last four years is because the price value of the exports
have increased and not because of material increase in the
quantity exported. The world has gone through a
commodities boom over the last seven years culminating
in record prices for commodities such as nickel, zinc,
lead, and iron ore. At the same time oil had more than
tripled when it climaxed at $147 per barrel in mid 2008.
But because our commodity exports are in large part
import dependant, the value of our imports has also
increased parallel to the value of the exports. But the
actual value added to Macedonia's economy has remained
roughly the same.

A couple of examples will illustrate this point. OKTA
imports oil and exports refined petroleum. The import
value of oil reflected in Macedonia's Balance of Trade
account has tripled over the last four years. At the same



time the value of the refined petroleum exported has also
more than tripled. Or take FENI INDUSTRIES or
MAKSTEEL. They too produce import dependant
exports. The value of their exports has increased several
fold over the last few years, but so too has the value of
their imports. But once again, the value added to the
Macedonian economy has not been much different.

Second, the only reason why the absurdly large trade
deficit has not yet resulted in a total meltdown of
Macedonia's economy is because remittances from the
Macedonian Diaspora and temporary Gastarbeiters have
been steadily increasing over the last ten years. This is
hardly something to be proud about and in no way
represents a sustainable way to keep a country's economy
going, but it has been the country's only saving grace to
now. Bear in mind, total remittances in 2007 amounted to
1.4 billion dollars, or close to 20% of the country's GDP.
This is mind boggling! In 2008 they are likely to be less
than last year but will again be in excess of 1 billion
dollars.

Thirdly, it is a truly amazing phenomenon how each
successive government over the ten years has in a parrot
like fashion repeatedly stated that it is their objective to
have a fixed and stable rate of exchange. Thus we have
had a fixed rate of exchange pegged to the Euro (and its
Deutschemark predecessor) of approximately 61 Denars
to the Euro. Any attempt to even debate the issue is
usually linked to the period of 1990 to 1995 when
Macedonia went through a period of hyper inflation and
repeated devaluation of its currency. Of course every time
the government prints money, hyperinflation and
devaluation will follow. But an exchange rate policy that
takes into account the economy's competitive environment



and is designed to maximize exports and reduce imports
should not

in any way be confused to the phenomenon which
occurred in the early part of the last decade.

Finally, the growing balance of trade deficit over the last
several years (and the last two years in particular) has
been exasperated by the rapid growth of credit over the
same period. As people's perception of the stability of the
Macedonian banking sector has improved and as the
memories of the late 80's early 90's begin to fade (when
citizens lost vast amounts of their saving when the
Yugoslav banking sector collapsed), the citizens of
Macedonia have began to place more and more of their
savings (which they previously held as Euros "under the
mattress") on deposit with the Banks.

Normally this would be a fantastic opportunity for the
economy if it was geared for investment. Unfortunately it
is geared toward consumption, and as a result there has
been an explosion in the growth of credit over the last few
years. A large number of families with no savings of their
own have taken out loans. This trend is visible even in
farming villages.

This credit formation process has led to a credit fuelled
consumption as people take out loans to finance current
expenditure. Since the economy is incapable of meeting
the increased consumption demand internally
(paradoxically of course, owing to the lack of prior
investments in the economy's productive capacity) the
increased consumption demand has resulted in the
ballooning of the balance of trade deficit.

We have painted a grim picture. Some may think it's



malicious, some may think it's too pessimistic, some may
refute it. The easiest thing to do is to ignore it. But
ignorance does not change reality. How our leaders
choose to lead the people to confront this reality will also
determine the policy measures taken to remedy the
situation with an aim to genuinely improve the economic
condition of all citizens in Macedonia. You have given a
fairly grim prognosis of how you think this will all end -
with a banking crisis, hyper-inflation, and massive
indebtedness of both the profligate state and its citizens.

I should like to hope that we will sooner, rather than later,
get leadership at the helm of the country that will not be
as concerned with its rating as it is with the

wellbeing of the country's citizens. Confronting reality
requires in some instances policies that are far from
populist. Some policies will actually cause more pain in
the short term. But close to twenty years of "transition and
reform" have already passed and we are witnessing its
fruits today first hand.

Something is rotten in the State of Denmark - but not
hopeless! Our next dialog will deal with remedies,
policies, and steps that can and should be taken that can
prevent your dire prognosis from coming true.
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Why is the Macedonian Stock Exchange
Unsuccessful?

The Macedonian Stock Exchange (MSE) is not operating
successfully. True, some of the parameters which we use
to measure the success of a stock exchange have lately
improved in the MSE. For instance, the monthly money
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volume has increased together with the number of
transactions. But this is a far cry from success.

Who is to blame? Is the current management of the MSE
incompetent?

I do not think so. Actually, I think the MSE has an
excellent management team, doing their best to
incorporate new trading techniques and to list new firms.
The problems lie elsewhere.

A stock exchange is a very important financial market. It
is a highly efficient and visible instrument of financing. In
the West, it is used to finance most of the needs of
corporations, way above financing available from banks.
Individuals and firms save some of their income and
invest it. The stock exchange is meeting grounds for
savers wishing to invest their savings - and firms looking
for investments.

Another function of stock exchanges is to assist
governments in financing their internal borrowing
requirements. Governments sell obligations (called bonds)
to investors through the stock exchanges in their
countries. A stock exchange is, therefore, an indispensable
tool for re-financing national debt.

But a few conditions must prevail before a stock exchange
functions properly.

The most important condition is the existence of a healthy,
growing economy in the stock exchange's country.
Investors flock to robust economies and shy away from
sickly ones.

On the face of it, the Macedonian economy belongs to the
latter category. High unemployment, low savings, retarded



growth, a gaping trade and payments deficits. But this is
an optical illusion. The economy is in much better
conditions that most Macedonians would care to admit.
The unemployment figures are skewed. They reflect
efforts to evade paying social taxes - not real
unemployment. The economy is growing, even by official
estimates. The black economy is growing even faster. The
deficits are covered by enormous capital infusions from
donor countries. Macedonia is receiving more
international credits per capita than Russia. It is always
convenient to blame the worsening economic climate - but
the cold, objective figures do not bear this out.

When an economy is growing - the profits of companies
(including those listed in the MSE) will grow with it. This
makes the shares of these companies an interesting buy.

Since no one is buying - we must look for the problem
elsewhere.

A prospering stock exchange is linked to the existence of
the right micro and macro economic management.
Macedonia has more than its share of problems in this
respect.

The process of transformation of businesses with social
capital had four basic flaws:

first, it introduced no new management, ideas or capital to
the beleaguered firms which were "transformed". The
market simply does not believe that they were
transformed. The same people run the same shows under a
different hat.

Second, such transformation violates the concept of
Hierarchy, a chain of command.



It blurs the distinction between labour (workers) and
capital (owners). What is wrong with that is that a ship
must have a captain - and only one. Someone must have
the authority and the responsibility. Collective
management is no management at all.

Moreover, innovation change and revitalization are all
prevented. What change could come from the same set of
worn out managers? How can thousands of owners decide
to worsen the conditions of the workforce - if owners and
labourers are one and the same? So, management is
polluted by irrelevant, non-economic considerations:
power struggles amongst groups of workers, social
considerations and political ones.

We identified one villain. The other one is high (real)
interest rates. When interest rates are high, three effects
prevent the resuscitation of the stock exchange:

First, firms have high financing expenses (interest
payments) - which reduces their profits.

Second, it is not worthwhile to borrow money and to
invest in shares.

Third, it is more tempting to invest money in bank
deposits, yielding high interest rates - than in shares. High
interest rates are the poison of stock exchanges.

The same is true for low savings rates. If people and firms
do not save - there is no capital available for investment in
stocks.

This, exactly, is the current situation in Macedonia :
impossibly high interest rates coupled with exceedingly
low savings. There is basic mistrust between clients and
their banks. They prefer other ways of keeping their



money.

But all the above is far from exhausting the list of pre-
conditions for the proper functioning of a stock exchange.

Investors must have timely, accurate and full information
about the firms that they invest in. This will allow them to
respond in real time to developments in the company and
to prevent losses. This will also make it difficult to cheat
them - which is were we come to the question of
accounting standards. Only lately have the accounting
rules in Macedonia been revised to conform to the
Western systems of accounting. Even now, the similarity
is very slight. Macedonian firms maintain a double
accounting system. One set of books is tax-driven. It is
intended to show losses or profits at the whim of the
management. An elaborate scheme of hidden reserves lies
at the heart of the typical financial statements of the
Macedonian firm. Another set of books - if they are kept
at all - reflects reality. This is an enormous barrier to
foreign investment - and foreign investors are the driving
force in every modern stock exchange.

The trust of investors in the stock exchange is based on
legislation to protect their property rights against the
firm's management' against the authorities and against
other investors who might wish to rig the market or
manipulate the prices of stocks.

But legislation without an effective judicial and law
enforcement systems is like a stock exchange without
money. To enforce property rights in Macedonia takes
ages and even then the outcome is not certain. Laws,
regulations are in their embryonic stage and some of them
seem to have had an abortion: they were hastily and
unwisely copied verbatim from legal codices of other



countries (Germany, Britain).

Last - but definitely not least - is the existence of a fair,
transparent and non-corrupt marketplace. The stock
exchange, the banks, the regulatory authorities, the police
and the courts have to be above suspicion. For the market
to be utterly efficient - it must be utterly free of any
ulterior considerations and motives. Corruption distorts
the market's allocative mechanisms and powers. It is
easily discernible in dealings in the stock exchange for all
to see. A stock exchange is, after all, the showcase of the
local economy.

But there is a problem which towers above all other
problems and it is almost endemic to Macedonia. It helps
to explain much of the predicament of the stock exchange
in Skopje. It is the fact that the market is missing its most
important player: the Government.

Investors - both foreign and domestic - look for the
Government to be active in the local stock exchange.
Governments throughout the world use their stock
exchanges to sell shares of state-owned enterprises to their
populace. The stock exchange becomes a mechanism for
the distribution of the national wealth - as embodied by
the state owned enterprises - to all the citizens. As we said
before, governments also use the stock exchange to
borrow money from their citizens.

The Government of Macedonia does neither. It totally
ignores the MSE. Not one company was privatized
through the MSE. Not one Denar was borrowed from a
Macedonian citizen through it. A government's activity in
the stock exchange is proof that the government believes
in it. Therefore, if it does not operate in the stock
exchange - it proves that it does not believe in it. If the



government does not believe in the stock exchange in its
own country - why should the investors believe in it?

There are a few additional structural characteristics which
are considered to be the hallmarks of a healthy stock
exchange. But those are the by-products of all the above
mentioned conditions.

A stock exchange must be liquid so that investors would
be able to convert their shares into cash easily and
expediently. It must include many investment options -
professionally put, it must be diversified. This will allow
the investors to choose from a variety of investments and
also to reduce their risks by dividing their money among a
few types of investments.

The management of the stock exchange can help it by
introducing efficient trading techniques, computerized
trading and settlement systems and so on. The faster
investors meet their money when they sell their shares -
the more they will be inclined to operate in the stock
exchange that allows them that. The easier it is for them to
liquidate their assets by meeting buyers - the more they
will prefer to work in that stock exchange.

Investing in the stock exchanges in the markets of the
emerging economies has been an unfortunate decision in
the last three years. Stock exchanges from Russia to
Hungary and from Lithuania to Poland have jeered wildly
since the end of 1993.

They resembled a roller coaster in their performance,
going up and down by tens of percents annually. There are
exceptions to this rule. The Ljubljana Stock exchange, for
instance. The trading volume there has gone up 10 times
since December 1993 - and the market capitalization is up



30 times. But this is because of the performance of the
general economy in Slovenia. In Croatia, the government
is privatizing its holdings in state owned companies by
auctioning shares to the public through the Zagreb Stock
Exchange. This has helped it a lot.

Newly-established stock exchanges are highly volatile and
very dangerous. Volatility goes hand in hand with risk.
They are long term investments. Since 1988, they
outperformed the more established stock exchanges in the
world, like Wall Street.

But these stock exchanges are growing fast, they are
cheap by any measure and they are the best investment
that a country can make in its own future.

Overview of the Macedonian Stock Exchange -
December 2007

The Macedonian Stock Exchange, as measured by its
MBI-10 index, rose to a record high of close to 10,500 in
mid-2007. It has since shed 40% of its gains. This
correction, or, rather, rout has its roots is a series of
converging factors.

The multiple failure of the financial system in the United
States, brought on by the subprime mortgage crisis and its
contagion, resulted in a dollar plunge and the ascendance
of the euro. Investors fled the ailing American scene in
search of higher and safer returns in the markets of
emerging economies of commodities and oil producing
countries.

This stampede coalesced with other trends to create a
bubble of hyperliquidity. Financial technology made
money transfers almost instantaneous, thus reducing the
need for a non-productive and illiquid float. International



trade expanded at a breakneck pace, shifting
unprecedented amounts of wealth from consumers to
producers and manufacturers. GDP growth throughout the
world outstripped inflation, generating sizable surpluses.
The global monetary environment swung from inflation to
deflation leading to a precipitous decline in interest rates.

Inevitably, investors migrated from cash and bonds to
assets such as real-estate and stocks, fostering in the
process a series of bubbles, booms, and busts as volatile
"hot money" pursued returns everywhere.

Moreover: in contradistinction to the recent past,
diversification offered no refuge as financial markets
merged and integrated with global, around the clock
networks. To their dismay, investors found that,
paradoxically, as markets became more efficient, they also
become more correlated. This convergence was further
enhanced by geopolitical and geo-economic processes,
such as the enlargement of the European Union.

Macedonia could not remain aloof. As its informal
economy emerged from the shadows, capital controls
were lifted, capital mobility increased, and foreign firms
and investors entered the scene. The more the business
climate improved, the better Macedonia's prospects
appeared, the higher Macedonian stocks were valued by
an euphoric public. Macedonia's professionals did nothing
to restrain the hysteria or to ameliorate the casino
mentality that pervaded the entire system. They benefited
personally from the bubble.

The newfound optimism of Macedonia led to a repricing
of risk and to heightened expectations of corporate profits,
boosted by a more lenient tax regime and by decreasing
interest rates. Equity risk premium plummeted until it
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vanished altogether and even became negative. The P/E
multiple reached a stratospheric 50 before the recent
correction. It is still pegged at an unsustainable 37.

Throughout this Bacchanalia, foreigners flocked into the
Macedonian Stock Exchange, constituting 30-40% of the
buy side. But they have begun to withdraw owing to big
privatizations back home, troubles in their domestic
financial systems, a more restrictive monetary policy in
some countries, and the changing fortunes of the
Macedonian marketplace.

The down trend in the Macedonian Stock Exchange is not
a mere correction. It is a repricing of assets. It still has a
long way to go. Even at 4300 - the next massive technical
support - Macedonian shares are inanely overvalued.

Interview with Alexandar Dimishkovski of BID
Consulting

Conducted October 2007

The Balkans as a region is experiencing a confluence of
events of both fundamental and technical nature that
augur well, as far as its economies go. Accession to the
huge and unified market of the European Union (and to
NATO) is closer and more realistic than ever. Two
decades of transition from socialism and communism,
privatization, institution-building, and private sector
reform are finally bearing fruits. Emerging markets - and
Europe - are more attractive than ever as investment
destinations, now that the United States is caught in a
vicious cyclical downturn which might result in a
recession. These shifts in fortunes inevitably are reflected
in the stellar performance of many Balkan stock
exchanges and other asset markets, such as real estate.



But will the euphoria last? Is the exuberance irrational?
Are we in the throes of a bubble about to burst?

Until recently and for four years, Aleksandar
Dimishkovski worked as a business and finance
correspondent in  Macedonia's  best-selling  daily
newspaper, "Dnevnik". In the past year, he also served as
a personal advisor to the general manager of a foreign-
owned company that has established its network in
Macedonia. He is known as a market analyst and a
business consultant and has recently founded "BID
Consulting".

1. Why did the Macedonian Stock Exchange (MSE)
skyrocket when other stock exchanges plummeted in
the wake of the subprime mortgage crisis and,
similarly, why has it collapsed recently when Wall
Street is setting new records?

AD: There are many reasons for this, starting with the
size, the position, and the strength of the floated
companies and down to the origin of the portfolio
investors and the speed of the reaction to global trends.

The Macedonian Stock Exchange is a relatively young
market and in its early phase of development. Though it
has existed since 1996, it has just recently started to open
its doors to foreign portfolio investments. It has been only
a few years since the annual as well as the daily turnover
on MSE started to be dictated mainly by foreign investors
(especially investment funds), which could be cited as the
sole reason for the incredible percentages of price hikes in
the past few years.

Bearing in mind the fact that the speed of reaction even to



internal factors and influences is still relatively low, global
trends impact the MSE with a delay of between three to
six months. For example: there were some instances when
oil or steel prices grew rapidly, but the value of the shares
of Macedonian companies, which work with the
production or distribution of oil or steel has decreased!

Nevertheless, this started to change recently. If the period
of delay in reaction to global trends was more than six
months in 2006, now in some cases it is less than a month.

One other fundamental reason for the difference in trends
between the MSE and the major Stock Exchanges like
New York, Tokyo or London is the origin of its major
investors. For instance, the majority of the foreign money
invested in the MSE is of Balkan origin and does not
constitute a diversified list of portfolio investors coming
from all parts of the world. Therefore, the fluctuations in
the investing of capital in the major Stock Exchanges or in
its allocation from one market to another at this time don't
affect the trends in the MSE, or at least not instantly,
because the investors present at the Macedonian capital
market are not present in the big Stock Exchanges such as
Wall Street.

2. Are the stock exchanges in the Balkans correlated?
Do they move and react to external shocks in unison?

AD: Yes, they are correlated in many ways, and not just
by way of reacting to external shocks. Actually, if you
look at the statistics, especially of the Stock Exchanges of
the countries of former Yugoslavia, you can find
similarities in almost all parts of the capital markets, from
price growth, crisis management, and institutional
establishment, to reactions to shocks.



It seems like every Stock Exchange in the Balkans is
growing in a similar pattern. They all faced similar crises,
obstacles to growth, lack of efficiency and especially lack
of general knowledge regarding financial tradable
instruments. In some cases, it even seemed like two stock
exchanges faced an identical situation within just a few
months, disregarding the phase of development they were
in. In 2006, there was even a case of two stock exchanges
from two different countries that have had almost identical
annual index growth.

However, what determines the type of reaction and
development is the palette of investors. Investors from
Slovenia are present in Macedonia, Croatia, Serbia,
Montenegro, Bosnia, etc. And the ones from Croatia are
also present in Macedonia, Serbia, Slovenia...So these
markets are all intertwined within the borders of the
Balkans. Even in Slovenia and Croatia or Serbia, which
may be seen as the most developed, the majority of
investors hail from the neighborhood.

Because of all of these similarities, your suggestion in the
question is correct. They do react and move in unison.
And this is also one of the postulates for the initiative for
the creation of one Balkan Stock Exchange, similar to the
case of the Nordic countries and NORDEX. Because of
these similarities and interconnections, the creation of one
single stock exchange, in my opinion, would be beneficial
to all parties involved. Unfortunately this process is
developing very slowly.

3. How vulnerable are the stock exchanges in the
region to insider trading? Is there a need for Sarbanes-
Oxley types of laws?



AD: The transition process left many open wounds as far
as legislation in the Balkans goes, especially in fields
where there was no experience to draw on for the creation
of laws. The Stock Exchange is a perfect example of this
deficiency, likewise the protection of industrial property,
the protection of copyrights etc. All these were emerging
fields in the newly established democratic order. Though
in many cases laws were translated and adapted to the
needs of the market, relics of the communist regime can
still be found, thus engendering an open space for
manipulations like insider trading.

Attempts to deny the existence of insider trading are
unquestionably present. But in practice, little has been
done and can be done to protect shareholders from it. So,
there is a definite need for Sarbanes-Oxley type of laws in
almost all Balkan countries. Nevertheless, these laws can't
be merely translations of the legal corpus of some Western
Europe country. Experiences from abroad are welcome
and helpful, but only as a basis on which to build.

In fact, to protect shareholders and investors from insider
trading, first a new and up to date corporate law must be
implemented. When even the smallest shareholders would
know their rights and obligations concomitant with the
corporate-responsibility type of organization, the efforts
and the laws intended to prevent insider trading will take
hold.

However, it must be noted that discernible progress in this
field has already been made with the present legislation
and strangely, by inertia, under the influence of foreigners.
This progress must continue at a faster clip.



4. Some analysts say that foreign money makes the
bulk of investments in the smaller, poorer stock
exchanges in the region (Macedonia, for one). Is this
your impression as well? Will this money dry up now
that the world is in the throes of a global credit
crunch? What will happen if sentiment changes and
the foreigners leave?

AD: Tt seems that the fact that the world is in the throes of
a global credit crunch doesn't influence investor decisions
in the Balkans. In fact, in Macedonia for instance, the
tremendous growth in share prices in the past two years
contributed to an increase in the demand for credit. People
started to borrow money in order to invest in the Stock
Exchange, expecting a quick return on their investments
and "fat" profits. Nevertheless, the lottery type of
investment didn't have sufficient influence to noticeably
tilt the capital markets.

Bearing in mind the fact that the majority of foreign
investors in the smaller stock exchanges, like the one in
Macedonia, are regional, of Balkan origin, I can't say that
foreign investments will decrease. On the contrary, the
official statistical data, released by the MSE, show a
constant increase in the presence of foreign money in the
market, especially on the buying side.

At this point, foreign portfolio investors contribute as
much as half of the buying side, and 30 percent of the
overall turnover. I think that this is only the beginning of
the "bulk of investments" as you say. With the MBI-10
(the MSE's index- SV) growing by more than 100 percent
in 2006, the Macedonian Stock Exchange caught the eyes
of even more distant investors who started to invest in this
market.



Will this trend continue? If there is no major crisis —
political or economic - in the region, it is not too
optimistic to expect that it will. However, if the money
inflow from foreign investors starts to decrease, it will be
a major step back for the capital market. The influence
and the financial clout of foreign investors can't be easily
substituted for by an increase in domestic demand. It can
even be the sole reason for a total collapse of some of the
smaller stock exchanges in the region.

5. Can you tell us a bit about the recent financial
innovations in the region: mutual and investment
funds, short selling, options?

AD: Except for investment funds, which were accepted
with open arms, it seems like these markets are very
heavy and slow as far as the introduction of new financial
instruments or innovations goes. This could be easily
verified by having a look at the gamut of tradable
securities in almost all the countries in the region.

The typical capital market comprises state bonds and
corporate stocks. In Macedonia for instance, the Securities
Law actually allows for the issuance of corporate bonds
and even for financial instruments such as short selling
and options. But, because of the low level of general
knowledge as well as the phase of development of the
market, these instruments are not in place. Nobody is even
willing to ask, or to do something to expand the range of
tradable securities, which may be the most frightening
thing. This leaves serious portfolio investors with very
little flexibility and it may be the principal determinant of
how these markets will develop in the mid term, and
especially in the long term.



On the other hand, the paucity of the sell side is one of the
reasons for the increases on the bid side and,
consequently, in the prices and value of the floated shares.
The value of the shares of some companies skyrocketed
by more than 2000 percent in the second half of 2006 and
in the first half of 2007.

However, the massive growth in the inflow of money will
eventually stop mainly because of the insufficient number
and type of securities on offer.

6. What is the role of bonds - both government and
corporate - in the capital markets in the region? Are
there any municipal bonds issued and traded?

AD: State bonds are of interest to investors in
Macedonia's neighborhood mainly because they represent
a safe investment or even more so a type of savings. The
banking system in this area faced huge risks on many
occasions and interest rates are still prohibitively high for
debtors and low for savers. This exerted an upward
pressure on the interest rates payable on government
issued bonds: they offer a stable source of interest income
which in most cases is higher than the interest rates
offered by the banks on savings by at least 30 percent
annually.

As for corporate bonds - hmmm... Now, this is one of the
issues that I have mentioned earlier. In Macedonia, these
type of bonds are not yet developed, nor are municipal
bonds. Although, there are some announcements that a
few firms will issue bonds, there still are none extant. It
seems that they tend to prefer the issuance of shares as a
source of financing. Still, even shares are not issued too



often.

Bonds in general aren't that interesting when the prices of
shares grow exponentially. Even investors with no
professional knowledge at all are more willing to risk and
to invest in shares than to expect safe and stable returns
from an investment in bonds. When these capital markets
will mature, price growth will level off and I guess that
then investing in bonds will become more interesting.

7. How would you rate the performance of the
Securities and Exchange Commissions in the region?
Are the courts able to tackle securities fraud and
complex financial transactions and instruments?

AD: With the lack of general knowledge ruling this part of
the world, to expect the Securities and Exchange
Commissions, or the courts to ably perform in cases
involving very complex financial scams or illegal
activities is exaggerated. While the SECs do have some
influence and they do take some basic actions to prevent
illegal activities such as insider trading, the courts aren't
sufficiently prepared to handle these kinds of cases.

However, reforms in the judicial system yielded some
results even in the first phases of their implementation.
Now, these types of frauds and criminal activities are
taken much more seriously and the whole attitude is
changed, not just by the courts, but in general, by all other
relevant institutions. Big progress has been accomplished
even with the adjustment of domestic laws to European
Union code.

However, if I have to rate the performance of the SECs
and the courts in the region, I would have to say that they



are "trailing behind" the actual market players, both from
an organizational as well as from a technical point of
view. With insufficient human resources, lack of finance
and deficient inter-institutional cooperation, the SECs and
the courts are not as efficient as they should be, especially
in these early phases of development of the capital
markets, when big changes in a company's shareholders
list can be done in a minute.

Return



International Trade and the Macedonian
Economy

A British politician, Richard Cobden once (1857) wrote:

"Free Trade is God's diplomacy and there is no other
certain way of uniting people in the bonds of peace."

International, free trade is particularly important to
developing, poor, countries (among them the "economies
in transition").

Without international trade, the local economy is limited.
It does not manufacture and produce more than it can
consume. If it produces excess products, commodities, or
services - no one buys them, they accumulate as
inventory, and they bring about losses to the producers
and, often, a recession. So, in the best of cases - even
assuming optimal management and unlimited availability
of capital - a firm in a closed economy can expect to grow
by no more than the rate of growth of the local population.

This is where exports mitigate population growth as a
constraint.

An export market is equivalent to a sudden growth in the
local population. Suddenly, the firm has more people to
sell to, additional places to market its products in, an
increasing demand which really is unlimited. No firm in
the world is big enough not to be negligible in the global
marketplace. With 6.2 billion people and 170 million new
ones added every year - it is much cleverer to export than
to limit oneself to a market with 2, 20, or even 200 million
inhabitants. In sum: local firms - and, as a result, the
economy as a whole, can increase their production above



the level of local consumption and export the surplus.

This, obviously, has the beneficial effect of increased
employment. Export oriented industries in economies in
transition are labour intensive. The more the country
exports - the more its industries employ. This equation led
some economists to say that a country exports its
unemployment when it exports products. Every product
contains a component of labour. When someone buys an
imported product - he really buys the labour invested in
this product, among other inputs. See the Technical
Appendix for more.

But free trade cuts both ways. Some products are so
expensive to manufacture locally, that it is more cost
effective to import them cheaply. In aggregate, the local
economy benefits from this more efficient use of its (ever
limited) resources.

It has been proved in numerous studies that countries
benefit from certain kinds of imports no less than they
benefit from exports or the resulting enhancement of local
manufacturing. This is called the theory of "comparative
relative advantage".

Cheap imports (only as a replacement for expensive
locally produced goods) have two additional effects: they
reduce the costs of operating enterprises (and thus
encourage the formation of businesses) - and, naturally,
they reduce inflation. Where cheap products are available
- inflation, by its very definition, is subdued.

So, instead of wasting money on purchasing expensive
products, which are manufactured locally - instead of
paying high interest payments on liabilities due to high
inflation - the economy can optimally allocate its
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resources where they are at their productive best.

Free trade assists the economies of all players. It allows
them to optimize the allocation of their (scarce) economic
resources and, thus, maximize national incomes.

Optimal allocation frees up sizeable resources which were
previously engaged in inefficient production, or dedicated
to defraying financing expenses, or locked into the
consumption of expensive local products. A consumer
allowed to buy a cheap, imported car instead of an
expensive locally manufactured one, saves the difference
and invests it in a savings account in a bank. The bank, in
turn, lends the money to firms - and this is the relation
between free trade and high savings and, hence, high
investment rates. Free trade reduces the overall price level
in the economy, more money can be saved, and the
savings can be lent to more businesses on better terms.
Plants can, thus, be modernized, technological skills can
be acquired, more comprehensive education provided,
infrastructure can be improved.

Above all, those who trade do not fight. Free trade
pacifies countries. It leads to the peaceful and prosperous
coexistence of neighbouring nations. It yields mutual
collaboration on trade, investments and infrastructure.

But free trade cannot exist in a legal and infrastructural
vacuum. To achieve all these good outcomes a country
must rationalize its trading activities.

First and, above all, it must gradually dismantle regulatory
and tariff barriers to allow the unobstructed flows of
goods, services, products, commodities, and information.

I used the word "gradually" judiciously. A poor country
must make the transition from a protectionist



environment, heavily isolated by regulations, customs,
duties, quotas, tariffs and discriminating standards - to
completely free trade in minute, well measured steps. The
influence on local industries, the level of employment, the
national foreign exchange reserves, interest rates, and
many other parameters - economic as well as social -
should be gauged regularly to prevent unnecessary
shocks. But these monitoring and fine tuning should not
serve as fig leaf, they should not be an excuse to prevent
or delay the freeing of trade. The country must,
unequivocally, announce its plans and intentions, replete
with timetables and steps to be adopted. And the country
must stick by its plans - and not succumb to the inevitable
and forceful demands of special interest groups.

On the other hand, the country must encourage foreign
investment. (Foreign Direct Investment (FDI) and even
portfolio investments are a critical part of free trade.
Investors build manufacturing plants, which export their
products, or sell them locally, substituting for imports.
Direct investors are usually connected - directly or
indirectly - to trading networks. Financial (portfolio)
investors usually come only much later, when the local
capital markets have matured and have become much
safer. A country can encourage the inflow of foreign
investment by providing investors with tax incentives (tax
holidays, tax breaks, even outright grants and subsidized
loans). It can provide other incentives - there are too many
to enumerate here. Above all, though, it must protect the
property rights of investors of all kinds - domestic, as well
as foreign. Investors flock to secure places and no
incentive in the world can convince them to put their
money, where they do not feel certain that they can always
- and unconditionally - recover it. Property rights is the
countries in transition's weak point in this respect: the



appropriate legislation is lacking, courts are slow,
ignorant, and indecisive, law enforcement agencies are
immature and uncertain of their authorities and how to
exercise them. Some countries are outright xenophobic.
This is not conducive to foreign investment.

But all this is not enough. A skilled, well educated
workforce is a prerequisite for the development of export
industries. Even low-tech industries (textiles, shoes)
require the workers to be literate and to know basic
arithmetic. As industries mature, the workers are required
to train, retrain and re-qualify ceaselessly.

The nation must make education as a top priority.
education is as much an infrastructure as roads and
electricity. To think differently is to be left behind and to
be left behind in today's competitive world is to die a slow
economic death.

All this will be to no avail if a country does not make an
intentional, conscientious effort to identify those things
that it is good at, its "relative, competitive advantages".

But should a nation leave the forces of the marketplace to
take their course, unhindered? Alternatively, should a
government determine the priorities of the nation within a
very long term plan?

Personally, I do not support fanatic views. The market has
its flaws. It is never perfect. Governments should
intervene (marginally) to fix market imperfections and
failures. Otherwise, who will supply public goods like
defence or education?

The same is true for trading. Japan and Israel are two
prime examples of extremely successful government
involvement in determining national priorities and in



pursuing them (the current slump in Japan
notwithstanding). The all powerful Ministry of Industry
and Trade (MITI) in Japan virtually dictated what should
be done, where, with whom and how for decades. Israel
actively encourages the formation of hi-tech, labour-poor,
high value added industries. But both governments
recognized the limits of their intervention, and the
difference between advice, incentives and coercion.

The government of a country should identify its relative
competitive advantages and re-orient itself to materialize
them.

This realization phase can be successful only if the
country is an active and complying member of and
participant in the international community of nations. It
must peacefully and willingly adhere to international
agreements on trade and investments and it must agree to
resolve its conflicts within the international judicial and
arbitration frameworks.

Macedonia is in a difficult economic spot - but it is by no
means unique. Almost all the newly-formed countries lost
almost all their previous export markets simultaneously.
COMECON and the USSR disintegrated almost at the
same time as Yugoslavia did. Some countries have not
adapted to the new situation:

Their GDP was halved, their industrial infrastructure was
demolished and they ran ever-widening trade deficits.
They preferred to mourn their situation and blame the
whole world for it. Others have oriented themselves to
become a (geographical and mental) bridge between East
(Europe) and West (Europe). They adopted the Western
mentality, Western institutions and Western legislation
regarding investments, banking and finance. They



emphasized their roles as transit countries in the best
sense of the word: having a lot to contribute within the
process of transit.

What is common to all the more successful countries is
that they encouraged joint ventures with foreign investors,
suppressed xenophobia and ethnic discrimination, shared
economic benefits with their neighbours by collaborating
with them, imported mainly capital goods (instead of
consumption goods), adopted sound fiscal policies and
really privatized. In most of them, lively capital and
money markets have developed.

This is the future that Macedonia should aspire to. It can
become the Switzerland of the Balkans. It has all that it
takes. Ask the financial markets: they are paying for
Macedonian government securities (almost) the same
price they pay for Slovenian national debt. That means
that they think that Macedonia is the Slovenia of
tomorrow.

And that, in my view- is not such a bad future, at all.

TECHNICAL APPENDIX
International Trade, Inflation and Stagflation
Situation I
The exporting country has:
a. An overvalued currency;

b. Low inflation or deflation as prices and wages
decrease to restore competitiveness.



The exporting country thus exports its deflation (through
the low and competitive prices of its goods and services)
and its unemployment (through the labour component in
its exports).

The importing country's inflation rate is affected by the
deflation embedded in imported goods and services.
Cheap imports thus exert downward pressure on prices
and wages in the importing country.

This, in turn, tends to increase the purchasing power of
the local currency and to cause its appreciation.

In other words:

The macro-economic parameters of the importing country
tend to REFLECT the macro-economic parameters of the
exporting country.

If the exporting country's currency is overvalued - the
importing country's currency will tend to appreciate as a
result of the export/import transaction.

If the exporting country's inflation is low - it will exert a
downward pressure on wages and prices (on inflation) in
the importing country.

Unemployment will tend to decrease in the exporting
country and increase in the importing country.

Following the export transaction, the importing country
will have:

a. An appreciating currency;
b. Deflation or low inflation;

c. Higher unemployment.



Why would anyone import from a country with an
OVERvalued currency?

Because it has a monopoly or a duopoly on knowledge,
intellectual property, technology, or other endowments.

Situation II
The exporting country has:
a. Anundervalued currency;

b. High inflation as prices and wages increase (to
restore equitable distribution of income).

The exporting country thus exports its inflation (through
the higher though competitive prices of its goods and
services) and its unemployment (through the labour
component in its exports).

The importing country's inflation rate is affected by the
inflation embedded in imported goods and services.
Expensive imports thus exert upward pressure on prices
and wages in the importing country.

This, in turn, tends to decrease the purchasing power of
the local currency and to cause its devaluation.

In other words:

The macro-economic parameters of the importing country
tend to REFLECT the macro-economic parameters of the
exporting country.

If the exporting country's currency is undervalued - the
importing country's currency will tend to depreciate as a
result of the export/import transaction.



If the exporting country's inflation is high - it will exert an
upward pressure on wages and prices (on inflation) in the
importing country.

Unemployment will tend to decrease in the exporting
country and increase in the importing country.

Following the export transaction, the importing country
will have:

1. A depreciating currency (devaluation);
2. Higher inflation;
3. Higher unemployment.

The state of higher inflation with higher unemployment is
called "stagflation". So, in this scenario, the importing
country imports stagflation as part of the goods and
services it imports.

Return



Should the Government Compensate the
Clients of TAT?

This, of course, is a political decision. There is no "right"
thing to do. Even the IMF imperatives are not sacred.
Sometimes, inflationary goals should be sacrifice to avoid
the total collapse of the banking system and, with it, the
economy as a whole.

Unfortunately, a lot of experience has been accumulated
elsewhere in the world. No country was exempt, all
suffered collapsing or near-collapsing banking systems.
India had to nationalize the fourteen biggest banks - and,
later on, tens of private, smaller ones - in 1969.

This was done to avert a major financial catastrophe. No
one can enumerate all the banking crises in England. As
late as 1991 it had a 10 billion USD collapse (the BCCI

bank).

In 1973-4, during the "secondary banking crisis", the
government had to launch operation "Lifeboat" to save 60
banks. They failed because the Bank of England
deregulated the credit markets and freed it to competition.

As we review this scorched earth of ruined banks, six
patterns emerge concerning the compensation offered by
the state to the adversely affected clients.

The USA established a Federal Deposit Insurance
Corporation (FDIC) as early as 1933.

Every depositor in every American bank is insured and the
participation of the banks in the FDIC is obligatory. The
FDIC covers deposits of up to 100,000 USD per person
per bank.



The savings and loans associations (SLAs) were insured
in a separate agency, the FSLIC.

When a wave of bankruptcies engulfed the SLAs in 1985-
7, the FSLIC went bust and was unable to meet the
demands of the panicky depositors.

The USA reorganized the whole system but it also decided
to compensate the depositors and savers in the SLAs. To
do that, it initially injected - using budget contingency
funds - 10.8 billion USD. Then, a special agency was set
up (the RTC). This agency established RefCorp, a
corporation whose sole purpose was to issue bonds to the
public and sell them in the various stock exchanges
throughout the USA. The proceeds of the of the sale were
used to beef up the failing SLAs and to make their balance
sheets much healthier.

It is important to note that nothing explicit was promised
to the depositors. The government made vague and late
statements about its willingness to support the ailing
institutions. This was enough to calm the panic and to re-
establish trust between the depositors and the SLAs.

RefCorp bonds were not backed by a federal guarantee.
Still, the fact that RefCorp was a federal entity, associated
with the administration was enough to give it a federal
credit rating.

People believed in the sincerity of the commitment of the
government and in the long term repayment prospects of
the bonds. They bought 300 billion worth and the money
was immediately injected to heal the bankrupt institutions.
Using long term debt - which was not even part of its
obligations - the government was able to stabilize the
financial system and to fully compensate depositors for



their money.

A similar approach was adopted by Israel to cope with its
1983 banking crisis. The whole banking system collapsed
as a result of a failure of a pyramid scheme involving the
banks' shares. The government was faced with civil unrest
and decided to compensate those who bought the shares in
the stock exchange.

At first, the banks were nationalized and trading in their
shares in the stock exchange was suspended to prevent
panic selling. The government, having become the owner
of the banks, declared a share buyback scheme. Owners of
bank shares were permitted to sell them to the government
in three specific dates over a period of 9 years (originally,
the share buyback scheme was for a period of 6 years with
two exit dates but it was prolonged). The price at which
the government agreed to buy the shares back from the
public was the price on the last day that the shares were
traded prior to the collapse (5/10/83) and it was linked to
the exchange rate of the Shekel-USD. The government
used funds allocated within the national budget to buy the
shares back. This means that it used taxpayers money to
financially save a select group of sharecholders. But there
was no public outcry: so many people were involved in
these pyramid schemes for so long that all the citizens
stood to benefit from this generous handout. When the last
shares were bought in 1992 the total damage became
evident: no less than 6 billion USD (minus what the
government could get when it were to sell the banks that it
owned).

1994 was arguably the worst year for banks in South
America since 1982. Banks collapsed all over that region.

It started with Venezuela in January 1994. One of the



major banks there, Banco Latino, failed, dragging with it
7 others. The Government decided to fully compensate all
the depositors and savers in these banks. It has created a
special fund to which revenues from the sale of oil were
transferred. Obviously, this money was taken away from
the budget and was compensated for by extra taxation.
The whole economy was horribly effected: inflation shot
up uncontrollably, a credit crunch ensued and business
bankruptcies proliferated. Venezuela entered one of the
worst economic periods in its history with rampant
unemployment and a virtual state of economic depression.
It cost the country 12 billion USD to extract its banking
system from the throes of imminent evaporation - an
amount equal to 22% of its annual GDP.

And this was nothing compared to the Brazilian
predicament. Brazil is divided to geographically huge
states, each with its own development bank. These banks
are really commercial banks. They have hundreds of
branches spread across the states, they take deposits and
make loans to business firms and to individuals. But their
main debtors are the administrations of the states. When
Banespa, the Sao Paolo state development bank collapsed,
it was owed 19 billion USD by the state government, not
to mention other bad loans. This bank had 1,500 branches
and millions of depositors. It would have been political
suicide to just let it die away. In December 1994, the
Central Bank took over the day to day management of the
bank and installed its own people in it. The bank was later
completely nationalized. Moreover, the other state
development banks began to wobble, together with a
sizeable chunk of the private banking sector - 27 banks in
total. This was really ominous and the government came
up with a creative solution: instead of saving the banks - it
saved the big clients of the banks. Sao Paolo received 66



billion USD in federal credits which assisted it in re-
financing and in re-scheduling its debts, especially its
debts towards Banespa. The bank was saved, the state was
saved, the federal budget was 66 billions poorer - and this
was only the beginning. In certain cases, the loan (asset)
portfolios were so bad and unrecoverable that the
government had to inject money to the bank itself -
because there were no more clients to inject money to.
Banco do Brazil received 7.8 billion USD on condition
that it writes off loans from its books. Another 13.6 billion
USD were given to private banks. The government also
cajoled banks into merging or into finding foreign
partners. The depositors were completely compensated
but only a few of the 27 saved banks are of any interest to
foreign investors. After all, a bank without assets is hardly
a bank at all.

The most vicious of all banking affairs in this part of the
world occurred in Paraguay a year later. The Treasure of
the Central Bank, no less, was found using the Central
Bank funds to run a lucrative money lending operation.
He lent 3 million of the bank's funds before he was
caught. Needless to sat that he pocketed the interest
payments. In April 1995, the Governor of the Central
Bank there decided that things were getting too hot for
him and he fled the country altogether. The public was in
panic. No one knew what happened to the reserves of the
commercial banks which were deposited with the Central
Banks. Banks with no reserves are very shaky and
dangerous institutions. So, depositors and savers queued
in front of the banks to draw their money. It was a matter
of a very short time before the banks became insolvent
and closed down their operations, albeit "temporarily".
Four banks and 16 savings houses collapsed that year and
four more banks - the next. The bank supervision



discovered mountains and oceans of black money on
which the banks paid high rates of interest. The legal
"white" money - a much smaller amount altogether - bore
a lower rate of interest.

The government adopted a politically brave decision: it
would compensate only those depositors which deposited
money on which they paid taxes ("legal money"). Even
so, the damage was great (in Paraguayan terms): 450
million USD. Those depositors who received excess
interest payments on their undeclared funds - lost both
their funds and the interest accruing thereon. Moreover,
the government forced the owners of the banks to increase
the equity capital. The system was saved, though the basic
malaise was not cured and the banking system is still
obscure, secretive, nepotistic and highly dangerous.

A course very similar to that chosen by Macedonia was
adopted by the government of Japan.

In 1990, the Tokyo Stock Exchange began its long 50%
decline. People lost trillions of USD.

As a result, they had no money to continue to pay the
outlandish prices which were demanded by sellers of real
estate property. So, real estate prices went down by as
much as 80% in the Tokyo area - and by a bit less
elsewhere in Japan. Real estate property served as the
main security on huge portfolios of loans which were
provided by banks through Junsen, financing corporations
set up especially to provide mortgage collateralised loans.

The logical - and inevitable - result was the collapse of
seven important Junsen, followed by a chain reaction of
banks ceasing to function.

The Japanese government set up a special agency, the



HLAC, which "cleaned" the books of the banks by taking
over the non-performing loans. This move was very
similar to what the Macedonian government did with the
Agencija za Sanacija na Bankiti" - clean off the balance
sheets of the banks, make them healthier and then
supervise them heavily. No one knows how much the
government of Japan has doled out to save the banks
(actually, the depositors money). Rumours have it that
about 1.8 billion were invested in the rescue operation of
1 junsen, the Nichiei Junsen.

Different countries bring different cultures and different
solutions to the same problems.

Yet, there is one thing common to all: depositors are
usually almost fully compensated using state money on
and off budget. Some countries spread the payments over
longer periods of time - other do not even dare raise the
possibility and they take over the liabilities (and the
assets) of the failing banking system. Some sell bonds to
raise the money - other us taxpayers money. But they all
succumb to the ultimate political imperative: survival.

Return

Equity, Europe, Investments
Three Wrong Orientations in the
Macedonian Economy

Economic theory describes the individual player in the
marketplace as rational and cold blooded, always



calculating risks versus profits. But reality is much more
complex. Economy is 90% psychology: fashions,
emotions, fears, hopes and expectations, past history and
future visions. A phenomenon like entrepreneurship
cannot be fully explained by classic economic theories.

Moreover, the market is not always right. Sometimes it is
dead wrong. The fax machine had to wait more than 100
years (!) before it was widely used. Television had to wait
20 years. Most innovations were rejected by the economic
gurus and businessmen of the day. The "Invisible Hand"
which regulates the market economy is not always active.

The Macedonian economy is driven by three dangerously
wrong orientations, three myths:

1. Tt is better to invest your own money than to take
loans and credits;

2. The main goal of Macedonia should be to join the
European Union,;

3. Macro-economically, we should prefer investors to
mere speculators.

It is better to invest your own money than to take loans
and credits.

This is sometimes true and sometimes wrong. It depends
on certain quantitative parameters.

Psychologically, everyone is deterred by credits. The
debtor (=the person or firm who take the credit from the
bank or any other lending institution) has to pay back
more than he has taken, because he has to add interest
payments to the original principal of the loan.



Moreover, the credit is a burden on the finances of the
individual or the firm. It ruptures the cash flows. It
introduces an intrusive and unwelcome partner: the
creditor (=the person, bank or institution which lent the
capital to the debtor).

But the decision whether to finance a business through
credits or by investing in equity (=your own money)
should be based on the following TWO simple questions:

1. Will my business be able to pay back the principal and
interest payments of the credits / loans that I intend to
take? If Not - don't take credits. If Yes - move on to the
next question.

To answer this question, you must take into consideration
not only the field of economic activity that you want to
establish a business in and not only the likely future
development of your own project. You must incorporate
the political and economic situation of Macedonia in
particular and of the Balkan area in general. Geopolitical
and macroeconomic uncertainties are negative factors.

2. If I put my money (=equity investment) elsewhere -
will it provide me higher yields than the ones that I will
get by investing it in this business?

An example: If I invest 100,000 DM in my business - |
will generate an average of 10,000 DM in annual income
in the next 5 years. If I invest the same money in another
business, or in a bank deposit, or in stocks in the stock
exchange, or in Government bonds - I will earn 12,000
DM in annual income. In this case, it is better to put the
money elsewhere and to finance the business with
credits/loans.

And that is all. A decision to take or not to take credits has



to be based on the answers to these two questions.
Otherwise, it will be an irrational (and, long term, an
unwise) decision.

Investments are financed by savings. They can be
financed by the investor's savings and that is called
"equity". They can be financed by someone else's savings
- and that is called debt in the form of credits. If an
investor needs 100% of an investment and saves 2% each
year - it would take him 50 years until he accumulates all
the capital that he needs. Many times an investor cannot
save the total amount of capital needed. This is where
credit is helpful.

The main goal of Macedonia should be to join the
European Union.

Geographically, Macedonia is a European country.
Commercially it trades foremost with Europe. Its leaders
incessantly repeat the mantra: "Our goal is to join the
European Union".

Is this necessarily the wisest choice?

We know of many countries which aligned themselves
with continents or groups of countries to which they did
not belong. Israel, for instance, is definitely European (or
American) - although it is in Asia. Australia was part of
the Anglophile world - despite the indisputable
geographical fact that it is closer to the Far East (Japan,
China, Indonesia). In today's world of rapid, limitless
means of communication and transport - geography's role
is exponentially diminishing.

Lesson number one: Macedonia can decide where to
belong to economically.



Another thing we know is that countries maintain close
ties with communities of expatriates throughout the world.
Israel has close historical, emotional AND ECONOMIC
ties with the Jewish diaspora. Most of the foreign
investment in mainland China comes from Investors of
Chinese origin - living outside its borders.

There are almost 750,000 Macedonians living outside
Macedonia - but not in Europe. They are concentrated in
Australia, Canada and the USA. They are an invaluable
source of foreign investments, foreign exchange and
political clout.

Lesson number two: Macedonia's immediate future may
be with the immigrant communities - and those are not in
Europe.

Economies in transition - from centralized state controlled
to private sector driven - do not enjoy foreign investments
by the private business sectors. They must live off credits
and investments provided by international financing
institutions. Organizations such as the IMF, World Bank
(and its private sector arm, the IFC), the EBRD and OPIC
- have already channelled hundreds of millions of Dollars
to the Macedonian economy. Yet, these organizations are
controlled and financed mostly by the USA - not by
Europe. Moreover, in many respects, Macedonia stands in
direct competition with the other countries comprising the
European Union. These countries will not view the
Macedonian newcomer favourably and will do whatever
they can to obstruct him - rather than assist it in its first
fledgling steps. It will not be easy to be accepted to the
club. There are 83 such clubs in the world today
(according to WTO figures) - why belong exclusively to
only one of them?



Lesson number three: the USA controls the money that
Macedonia needs and the European club is only one of
many - and not necessarily the friendliest one.

This is what the former President of the EBRD, Mr.
Jacques Attali, has to say about Europe ("Time Magazine"

- Golden Anniversary Issue - 50 Years Europe - Winter
1996):

"Conventional predictions lead us to fear that Europe? has
entered a period of decline? that? seems unstoppable.
Europe now has, compared with its main competitors, the
lowest birthrate (with the exception of Japan) the highest
unemployment rate, the oldest population, the highest
social expenditures, the lowest industrial growth rate, the
weakest industrial research in key sectors of information
technology, the fewest new patents. Even its renowned
financial markets are heading towards fragility. And
though its share of the worldwide GNP remains high -
above 20% - this too will drop rapidly in the future.

Thus everything is shaping up for 21st century Europe to
become little more than a 'Venetian Continent', visited by
millions of Asians and Americans, inhabited by tourist
guides, museum caretakers and hotelkeepers. In the big
global bazaar, the place occupied by European companies,
products, ideas, literature, music and cinema will soon be
taken over by objects, services, sounds, noises, words and
images from elsewhere."

Lesson number four: who wants to join such a club
anyhow?

Macro-economically, we should prefer investors to mere
speculators.

This used to be the sentiment until the end of the 1960s.



Breakthroughs in economic theory revealed the
importance of the Speculator and somewhat tarnished the
hitherto impeccable image of the investor.

An old financial joke goes like this: "An investor is a
speculator who failed in his speculation". This is half true.
No businessman objects to a quick turn of profit.

The only difference between investor and speculator is
how long they hold on to the very same goods. The
shorter they hold on to it - the more "speculative" the
nature of their investment.

But speculators perform a highly needed task: they bridge
risky gaps in the economy. They assume risks where no
other would.

This is their first important function: they facilitate the
mobility of goods and services. They are like oil on the
cogs of the economic machine.

They take advantage of market imperfections. If a
merchandise would fetch two different prices in two
geographical locations - they would buy it in one (where
the price is low) and sell it in the other (where the price is
high), materializing a profit in the process.

But their very purchasing activity would raise the prices in
the one market - and their wish to get rid of the
merchandise as fast as they can would help to reduce the
prices in the other market.

This is their second important function: they equalize
prices through the delicate, real time mechanism of
arbitrage.

Speculators are essential for markets with high levels of



uncertainty and for economies in transition. They are
essential in this phase of the economic cycle in
Macedonia. Investors are nowhere to be found in these
circumstances. Most economic activities in such situations
are performed by the speculators.

Speculators thrive on market inefficiencies. When things
will stabilize in Macedonia - the speculators will vanish.
Stable prices, open, friendly markets, efficient
dissemination of information - they are all a poison to
speculators.

Then and only then will the stage be set for the investors:
deep thinking, thorough, methodical and long term. To act
long term and to think long term an investor needs
certainty - and this is scarce commodity in Macedonia
nowadays.

Return

Macedonia's Great Opportunity

A speech given at the 13/2/97 meeting of
the Skopje Chamber of the Rotary Club

Five thousand years ago, people were still roaming the
earth as nomads. They carried along their few precious
possessions in their hands and on their backs. They hunted
and gathered food at random.

Then came the Agricultural Revolution: people settled
down and got attached - physically, emotionally and
legally - to specific plots of land. They grew their food in
accordance with a pre-meditated plan. They domesticated
animals. This new pattern of human existence led to
enormous shifts in demographic patterns.



It took yet another 4500 years before the dawn of the next
Revolution: the Industrial one. Its main achievement was
to separate the raw materials and the means of production
from the land. It also created the need to have an educated
workforce. This Revolution brought in its wake the
formation of cities (which supplied workers to mega-
factories), mass education systems and leisure.

For the first time in history, people began to have free
time on their hands.

Numerous organizations, firms and institutions sprang up
in an effort to satisfy the insatiable desire for
entertainment and the necessity to cope with the ever
growing complexity of social and economic institutions.

Contrary to common opinion, the service oriented society
was - and still is - an inseparable part of the industrial
world.

Today, we are in the eye of the biggest storm ever: the
Third Wave (to borrow Alvin Toffler's excellent coinage).
This is the Information and Knowledge Revolution. It is
leading to an economy which will be based on the
accumulation, the processing and the delivery of
information (the equivalent of raw materials) and of
knowledge (the equivalent of processed goods). All these
will be made accessible to ever widening strata of society.

This, indeed, is what separates this Revolution from its
predecessors:

(1) It is equitable - anyone and everyone can partake in it.

To participate in the previous two Revolutions - large
amounts of capital were needed. Where capital was amiss
- raw force was used to obtain raw materials, capital



goods, land and other means of production (including very
cheap labour in the form of slavery).

This Revolution is different: all that is needed is good
ideas, some (ever lessening) technical background and
ever cheaper infrastructure.

So, this Revolution is open to young people in home
garages (this is how computer giants such as Apple
Computers and Microsoft were established).

It is non-discriminating: age, gender, race, colour,
nationality, sexual preferences - they all do not matter.
This Revolution is the Great Equalizer.

(2) This is the first time in human history that raw
materials, production processes, finished products and
marketing and distribution channels are one and the same.
Let us examine the example of the sales of products (e.g.,
software) through the Internet:

Software is written on computers using programming
languages - a manipulation of electronic bits in a virtual
environment. Thus, the product (=the software), the
production processes (=the programming languages), the
raw materials (mental algorithms translated to electronic
bits) and the channels of marketing and distribution (the
electronic bit streams of the Internet) - they are all made
of the same elements and components.

This is why the technology is so cheap. This is why the
products of the forthcoming Revolution will be
disseminated so easily. To manufacture and to distribute
will become mundane - rather than arcane - operations.

(3) Only some of our forefathers have been influenced by
the Agricultural Revolution. Only some of them have been



influenced by the Industrial Revolution. Gradually, the
percentage of the population working the land decreased
from well over 60% to less than 3% (in the USA, for
instance). An equal drop can be discerned among the part
of population engaged in industry.

But this is not the case with the third Revolution:

There is not a single human on earth who is not influenced
by the third, biggest Revolution of all: the Information /
Knowledge Revolution.

All of us are exposed to radio, television, computers,
cellular phones, the Internet. These products and services
are becoming cheaper and more available and accessible
by the month. The new Revolution is all- pervasive and
all-encompassing.

(4) All the above characteristics brought about a new form
of economic development: non-centralised, high value
added, fast progressing with quick business cycles. It is
the first non-mercantilist, non-colonial phase in human
history. All economic activity in the past was
characterized by the importation of raw products at low
prices from the very same markets that absorbed the final
products (produced from those raw materials) at much
higher prices.

This form of exploitation will gradually become
impossible. Today, it is no longer important where goods
are produced. The demarcation lines between finished
products and raw materials are so blurred (even where
old-fashioned industrial products are concerned) - that the
old distinctionbetween "colonizer" and "colony" has all
but vanished.

This holds a great promise for less-developed and



developing countries.

In the (near) past, they would have needed huge amounts
of capital and other, non-monetary, resources to equate
themselves with the more developed part of the World.
Today, much less investment is needed to achieve the
same results. The world is finally becoming what the sage
of Western media, Marshall McLuhan called: "The Global
Village". It matters less WHERE you are - it matters more
WHAT you think. A global economic premium is placed
on innovation, creativity, improvisation and the
entrepreneurial spirit.

These - the new mental commodities - are abundantly and
equally available to all the countries in the world: poor
and rich, off-center and on-center, developed, developing
and less developed.

The old economic conception of an evolution: from the
agricultural to the industrial to the service economies is
being replaced. The new breed of economic thinking
encourages countries - such as Macedonia - to move
directly from the Agricultural phase to the Third Wave:
that of Information and Knowledge industries. Macedonia
can better accommodate this type of industries: they are
affordable, accessible, easy to understand and to
implement, highly profitable, ever evolving and
progressing.

Macedonia will not be the first country to implement such
a daring policy of leaping forward and skipping the
Industrial stage - straight into the age of Information.
Israel has done it before and so have Switzerland, Hong-
Kong, Singapore and (to a certain and hesitant extent)
India. All these countries were naturally under-privileged.
Some of them are mere deserts, others isolated, barren



islands or severely overpopulated. But they all managed to
get heavily involved in the unfolding revolution. All of
them (with the exception of India which is a new, half-
hearted, entrant) possess the highest per capita GNP in the
world.

The gamble has paid off.
But there is a fascinating side-benefit to such a choice.

The shift from industry to the information technology and
knowledge industries - is a shift from dealing with reality
to dealing with symbols. The techniques used to
manipulate symbols are the very same - no matter what
the symbols are. If a country is successful at developing
trained operators of symbols - they will know how to
manipulate, operate and transform any kind of symbol.

This is also true when it comes to the biggest symbol of
all: to Money.

Money - as we all know - is a symbol. It represents an
agreement reached amongst members of a group of
people. It has no intrinsic value. The same techniques
which are used for the manipulation of information are
easily applicable to the manipulation of the symbol called
money.

THE MORE ADEPT A COUNTRY IS AT PROCESSING
SYMBOLS (=INFORMATION) - THE MORE ADEPT
IT IS IN FINANCIAL TRANSACTIONS OF ALL
KINDS. It is more likely to attract investments, to develop
flourishing stock exchanges and money markets, to train
young professionals, to trade and in general: to get
enmeshed in the very fabric of the modern international
economy.



How to Prepare a Successful Business Plan

By: Sam Vaknin, Ph.D.

In our previous article, we recommended that Macedonia,
as a nation, will skip the Industrial Age. It should go
directly to the age of Information and Knowledge. In
other words: it should move directly to the age of
manipulation of symbols.

There are many types of symbols. Money from investors,
banks or financial organisations is one such kind of
symbols.

A successful Business Plan (=a successful manipulation of
symbols) is one which brings in its wake the receipt of
credits (money, another kind of symbol). What are the
rules of manipulating symbols? In our example, what are
the properties of a successful Business Plan?

(1) That it is closely linked to reality. The symbol system
must map out reality in an isomorphic manner. We must

be able to identify reality the minute we see the symbols

arranged.

If we react to a Business Plan with incredulity ("It is too
good to be true" or "some of the assumptions are non
realistic") - then this condition is not met and the Business
Plan is a failure.

(2) That it rearranges old, familiar data into new,
emergent, patterns.

The symbol manipulation must bring to the world some
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contribution to the sphere of knowledge (very much as a
doctoral dissertation should).

When faced with a Business Plan, for instance, we must
respond with a modicum of awe and fascination ("That's
right! - I never thought of it" or "(arranged) This way it
makes sense").

(3) That all the symbols are internally consistent. The
demand of external consistency (compatibility with the
real world, a realistic representation system) was
stipulated above. This is a different one: all symbols must
live in peace with one another, the system must be
coherent.

In the example of the Business Plan:

Reactions such as: "This assumption / number/ projection
defies or contradicts the other" indicate the lack of
internal consistency and the certain failure to obtain
money (=to manipulate the corresponding symbols).

(4) Another demand is transparency: all the information
should be available at any given time. When the symbol
system is opaque - when data are missing, or, worse,
hidden - the manipulation will fail.

In our example: if the applicant refuses to denude himself,
to expose his most intimate parts, his vulnerabilities as
well as his strong points - then he is not likely to get
financing. The accounting system in Macedonia - albeit
gradually revised - is a prime example of concealment in a
placewhere exposition should have prevailed.

(5) The fifth requirement is universality. Symbol systems
are species of languages. The language should be
understood by all - in an unambiguous manner. A common



terminology, a dictionary, should be available to both
manipulator and manipulated.

Clear signs of the failure of a Business Plan to manipulate
would be remarks like: "Why is he using this strange
method for calculation?", "Why did he fail to calculate the
cost of financing?" and even: "What does this term mean
and what does he mean by using it?"

(6) The symbol system must be comprehensive. It cannot
exclude certain symbols arbitrarily. It cannot ignore the
existence of competing meanings, double entendres,
ambiguities. It must engulf all possible interpretations and
absolutely ALL the symbols available to the system.

Let us return to the Business Plan:

A Business Plan must incorporate all the data available -
and all the known techniques to process them. It can
safely establish a hierarchy of priorities and of preferences
- but it must present all the possibilities and only then
make a selection while giving good reasons for doing so.

(7) The symbol system must have links to other, relevant,
symbol systems. These links can be both formal and
informal (implied, by way of mental association, or by
way of explicit reference or incorporation).

Coming back to the Business Plan:

There is no point in devising a Business Plan which will
ignore geopolitical macro-economic and marketing
contexts. Is the region safe for investments?

What are the prevailing laws and regulations in the
territory and how likely are they to be changed? What is
the competition and how can it be neutralized or co -



opted? These are all external variables, external symbol
systems. Some of them are closely and formally linked to
the business at hand (Laws, customs tariffs, taxes, for
instance). Some are informally linked to it: substitute
products, emerging technologies, ethical and
environmental considerations. The Business Plan is
supposed to resonate within the mind of the reader and to
elicit the reaction: "How very true!!!"

(8) The symbol system must have a discernible hierarchy.
There are - and have been - efforts to invent and to use
non-hierarchical symbol systems. They all failed and
resulted in the establishment of a formal, or an informal,
hierarchy. The professional term is "Utility Functions".
This is not a theoretical demand. Utility functions dictate
most of the investment decisions in today's complex
financial markets.

The author(s) of the Business Plan must clearly state what
he wants and what he wants most, what is an absolute sine
qua non and what would be nice to have. He must fix and
detail his preferences, priorities, needs and requirements.
If he were to attach equal weight to all the parts of the
Business Plan, his message will confuse those who are
trying to decode it and they will deny his application.

(9) The symbol system must be seen to serve a (useful)
purpose and it must demonstrate an effort at being
successful. It must, therefore, be direct, understandable,
clear and it must contain lists of demands and wishes (all
of them prioritized, as we have mentioned).

When a computer faces a few tasks simultaneously - it
prioritizes them and allocates its resources in strict
compliance with this list of priorities.



A computer is the physical embodiment of a symbol
system - and so is a bank doling out credit. The same
principles apply to the human organism.

All natural (and most human) systems are goal-oriented.

(10) The last - but by no means the least - requirement is
that the symbol system must be interfaced with human
beings. There is not much point in a having a computer
without a screen, or a bank without clients, or a Business
Plan without someone to review it. We must always -
when manipulating symbol systems - bear in mind the
"end user" and be "user friendly" to him. There is no such
thing as a bank, a firm, or even a country. At the end of
the line, there are humans, like me and you.

To manipulate them into providing credits, we must
motivate them into doing so. We must appeal to their
emotions and senses: our symbol system (=presentation,
Business Plan) must be aesthetic, powerful, convincing,
appealing, resonating, fascinating, interesting. All these
are irrational (or, at least, non-cognitive) reactions.

We must appeal to their cognition. Our symbol system
must be rational, logical, hierarchical, not far fetched,
true, consistent, internally and externally. All this must
lead to motor motivation: the hand that signs the check
given to us should not shake.

THE PROBLEM, THEREFORE, IS NOT WHERE TO
GO, NOT EVEN WHEN TO GO IN ORDER TO
OBTAIN CREDITS.

THE ISSUE IS HOW TO COMMUNICATE (=to
manipulate symbols) IN ORDER TO MOTIVATE.

Using this theory of the manipulation of symbols we can



differentiate three kinds of financing organizations:

(1) Those who deal with non-quantifiable symbols. The
World Bank, for one, when it evaluates business
propositions, employs criteriawhich cannot be quantified
(how does one quantify the contribution to regional
stability or the increase in democracy and the
improvement in human rights records?).

(2) Those who deal with semi-quantifiable symbols.
Organizations such as the IFC or the EBRD employ sound
- quantitative - business and financial criteria in their
decision making processes. But were they totally business
oriented, they would probably not have made many of the
investments that they are making and in the geographical
parts of the world that they are making them.

(3) And there are those classical financing organizations
which deal exclusively with quantifiable, measurable
variables. Most of us come across this type of financing
institutions: commercial banks, private firms, etc.

Whatever the kind of financial institution, we must never
forget:

We are dealing with humans who are influenced mostly
by the manipulation of symbol systems. Abiding by the
aforementioned rules would guarantee success in
obtaining funding. Making the right decision on the
national level - would catapult Macedonia into the 21st
century without having first to re-visit the twentieth.

Return

A Casino in Macedonia - A Mistake or a
Blessing?



154,000,000. This is the number of Americans who visited
the gambling institutions in the USA in 1995. Another
177,000,000 participated in other forms of gambling: car
races, horse races, other sports tournaments. They have
spent well over 44 BILLION USD on gambling. On
average, they lost 20% of the money that they invested -
and this, approximately, is the profit of this industry in the
US. The industry's annual growth rate is 11% which is an
excellent figure for an industry which commenced its
operations in 1940 in a desert in the State of Nevada. Wall
Street likes casinos and shares of gambling related
companies skyrocketed and yielded much more than the
Dow Jones Average Index. Hotels chains - such as Hilton
and ITT - are competing fiercely to purchase casinos.

Casinos do not like to call themselves "Gambling Outfits"
(which is really what they are). The politically correct
name today is: "Gaming and Leisure establishments".

The reason is that gambling has a lot of what we,
economists, like to call "negative externalities". Put in less
delicate terms: casinos exact a heavy social and economic
price from the countries in which they operate.

Lately the Government of Macedonia has decided to
liberalize gaming. Anyone with 500,000 DM will be
allowed to establish and operate a casino. Certain
gambling - hitherto monopolized by the Macedonian
Lottery - will be open to other, private operators.

I am not privy to the considerations behind these
decisions. Yet, it is a safe bet to assume that the same
political and economic motivating force is in operation
here as it was in the USA: money. Gambling is considered
the easy way out. Gamblers will come from all over, leave
their money with the casino and go home. The local and



national governments will tax the casinos heavily and a
perpetuum mobile will be created, virtually providing
money at no cost.

But there is one law in economy which is indisputable and
unbreachable: THERE IS NO FREE LUNCH AND
THERE IS NO SUCH THING AS MONEY WITHOUT
ITS PRICE TO PAY.

In warmly embracing the casino culture, Macedonia
maybe committing a grave error.

Let us try and understand why:

(1) To be a success, a casino must be geographically
isolated and almost a monopoly. The most successful
casinos in human history were established by the
American mob (=Mafia) in a desert (in Las Vegas). There
were no other casinos available. Gamblers who came all
the way to the desert - had to stay a few days. This
encouraged the construction of hotels, restaurants and
other tourist attractions and diversions. This also increased
the revenues of the casinos considerably.

Macedonia is surrounded by neighbours with a rich and
well developed casino culture. Greece, Bulgaria and
Turkey are casino superpowers. Casinos also exist in
Slovenia, Croatia, Hungary and Romania. So, Macedonia
will be competing headlong with powerful gambling
realities. The situation would have been different if
Macedonia were to attract affluent tourism. But tourism in
Macedonia has all but collapsed. Its tourist-related
infrastructure has dwindled and it cannot support an influx
of tourists. In Skopje, the cultural and economic hub of
Macedonia, a city of 600,000 inhabitants - there are only
two class "A" hotels (which really compare to 4 star



hotels in the West). Until such an infrastructure is re-
instated and tourist attractions - natural and artificial - are
maintained - tourists will not flock into Macedonia.

Thus, a casino in Macedonia will be fed by the gambling
of LOCAL CITIZENS and one-day (or one night) tourists.
This is the wrong way to operate a casino. A casino cannot
look forward to an economically viable future based on
these types of clients. Moreover, a casino which will take
the local citizens (anyhow scarce) money will wreak
havoc on the social fabric of Macedonia. It will not be
very different from the impact exerted by the collapse of
the various pyramid schemes (in Albania) and Stedilnicas
(in Macedonia). Gambling is equivalent to mild drugs:
some people get addicted. The social cost is an important
factor.

One way to avoid these unfortunate consequences is to
prohibit Macedonians from gambling in the casinos in
Macedonia. But this will ruin the economic justification
for the establishment of such an institutions. Experience
gathered in other countries also teaches us that the local
citizens will find ways around this prohibition.

(2) Governments think about casinos as a way to create
employment and to enlarge the tax base (=to generate
additional taxes). These two assumptions are quite
dubious, according to recent research.

When a casino is established, its owners and operators
usually promise that they will invest money in the locality.
They promise to renew decrepit city centres, to repave
roads, to invest in infrastructure and to assist the
establishment of restaurants and hotels. Some states in the
USA have earmarked revenues from gambling to specific
purposes. All the income generated by the New York State



lottery goes to education and the construction of new
schools. In Israel, the money earned by the state
monopoly of Gambling is transferred to the Government's
annual development budget and is invested in the
construction of schools, community centres and clinics.

But even the gambling industry itself admits - in its
annual Harra's Survey of the Gaming and Leisure
Industries - that the investments in the economy,
generated by casinos are far less than even the most
modest expectations.

True, in the USA alone, casinos employ 367,000 people -
a 24% increase over 1994.

But most of these jobs are menial. These are temporary
jobs without job security and without a career plan or
future. They are dead end jobs for desperate people.

Casinos also cause jobs to be cancelled. Older firms (old
hotels, restaurants, service firms) are closed down and
people get fired. The number quoted above also does not
take into consideration the natural (not related to
gambling) growth in employment in the USA as a whole.
Taking all this into account, the claims that casinos create
jobs looks more and more dubious. The more casinos
established - the less business each of them is able to do.
Some of them are making losses and are firing people,
exacerbating a bad employment scene.

Casinos did invest in municipal infrastructure. Yet, they
preferred decoration to grass roots, ornamental veneer
type visible investments - rather than real improvement in
things less glorious (such as the sewage system, for
example). Cities with casinos enjoyed a brief renaissance
which was followed by the collapse and degeneration of



the city centre's scape.

(3) Casinos not only generate revenues. They also
generate enormous direct (not to mention the indirect)
costs. Criminal elements tend to gather around casinos
and sometimes try to own them. Gambling addicts commit
crimes in a desperate attempt to obtain funds. So, a lot of
money has to be expended on an increase in the police
force and on the additional work of other law enforcement
agencies. There is also a sizeable increase in the costs of
cleaning the street, sanitation and extra social services
needed to cope with the break up of families and with
gambling addictions.

Taking all this into consideration, it is not at all clear that
casinos are a net benefit to the economy and it is almost
certain that they are not a net benefactor of society as a
whole.

(4) Casinos undoubtedly hurt the local economy when
they take money from local citizens. A Macedonian with
free income could use it to buy clothes, go to a restaurant
or buy a computer. If he spends this money in a casino -
other businesses suffer. Their turnover is reduced. They
must fire employees. They also pay less taxes - which
offsets the taxes that casinos pay. No one has ever
calculated which is more: the taxes that casinos pay - or
the taxes which businesses stop to pay because of reduced
consumption by local citizens who spent all their money
in a casino. Sometimes these businesses close down
altogether. Anyone who visited Atlantic City or Gary,
Indiana can testify to this. Atlantic City is a gambling
capital - and, yet, it is was of the most trodden down cities
of the USA.

Statistics show that casinos prefer to employ non-local



people. They employ foreigners. If this is not possible,
they will try to employ people from Bitola in Skopje - and
vice versa. This is intended to prevent collusions and
conspiracies between the staff and the gamblers. More
than 60% of casino employees in the USA do not live in
the city in which the casino is located. So, we cannot even
say that a casino generates employment for the inhabitants
of a city whose infrastructure it uses.

(5) There are some alarming statistics. Nevada has the
highest suicide rate in the USA. It also has the highest
accident rate (per mile driven). It has amongst the highest
rates of crime and school drop out rates. Its economy is
totally dependent on gambling. It is like a laboratory in
which what happens to a gambling state can be tested and
measured - and the results are far from encouraging.

Moreover, 4% of the population are "pathological
gamblers". Those who cannot stop and who will stop at
nothing - crime included - to get the money that they need
in order to gamble. 10% of the gamblers account for 80%
of the money wagered in casinos. 40% of white collar
crime (especially embezzlement and fraud) is rooted in
gambling. Families, immediate social circles and
colleagues in the workplace are gravely affected. The
direct costs are enormous. One small town in
Massachusetts (in the neighbourhood of a casino) had to
increase its police budget by $400,000 per year. Think
what the costs are for big cities with casinos in them!!!

Macedonia is advised to think well before it commits
itself to a casino.

Establishing a casino is as much a gamble as playing in
one.



Return



The Ifs and VATs of Taxation in
Macedonia

Should Value Added Tax (VAT) be Applied
in Macedonia?

To be justified, taxes should satisfy a few conditions:

Above all, they should encourage economic activity by
providing incentives to save and to invest. Savings -
transformed into investments- enhance productivity and
growth of the economy as a whole.

A tax should be simple - to administer and to comply
with. It should be "fair" (progressive, in professional
lingo) - although no one seems to agree on what this
means.

At best, it should replace other taxes, whose compliance
with the above conditions is less rigorous. In this case it
will, usually, lead to budget cuts and reduce the overall
tax burden.

The most well known tax is the income tax. However, it
fails to satisfy even one of the conditions above listed.

To start with, it is staggeringly complicated. The IRS code
in the USA sprawls over more than 8,000 pages and 500
forms. This single feature makes it expensive to enforce.

Estimates are that 100 billion USD are spent annually (by
both government and taxpayers) to comply with the tax, to
administer it and to enforce it.

Income tax is all for consumption and against savings: it
taxes income spent on consumption only once - but does



so twice with income earmarked for savings (by taxing the
interest on it).

Income taxes discriminate against business expenses
related to the acquisition of capital assets. These cannot be
deducted that same fiscal year. Rather, they have to be
depreciated over an "accounting life" which is supposed
to reflect the useful life of the asset. This is not the case
with almost all other business expenses (labour, to name
the biggest) which are deductible in full the same fiscal
year expended in.

Income taxes encourage debt financing over equity
financing. After all, retained earnings are taxed - while
interest expenses are deductible.

We can safely say that income taxes in their current form
were somewhat responsible to an increase in consumer
credits and in the national debt (as manifested in the
budget deficits). They also had a hand in the freefall in the
saving rate in the USA (from 3.6% in the 80s to 2.1% in
the 90s). And money evading the tax authorities
globalised itself using means as diverse as off-shore
banking and computer networking. This made taxing
sophisticated, big money close to impossible.

No wonder that taxes levied on consumption rather than
on income came to be regarded as an interesting
alternative.

Consumption taxes are levied at the Point of Sale (POS).
They are a mixed lot:

We all get in touch with Excise Taxes. These are imposed
on products which are considered to be bad both for the
consumer and for society. These products bring about
negative externalities: smoke and lung cancer, in the case



of tobacco, for instance. So, when tobacco or alcohol are
thus taxed - the idea is to modify and reform our
behaviour which is deemed to be damaging to society as a
whole. About 7% of tax revenues in the USA come from
this source - and double that in other countries.

Sales taxes have a more modest calling: to raise revenues
by taxing the finished product in the retail level.
Unfortunately, so many authorities have the right to
impose them - that they vary greatly from one location to
another. This adds to the confusion of the taxpayer (and of
the retailer) and makes the tax more expensive to collect
than it should have been.

Moreover, it distorts business decisions: businesses would
tend to locate in places with lower sales taxes.

Sales taxes have a malignant effect on the pricing of
finished goods. First, no tax credit is allowed (sales taxes
paid on inputs cannot be deducted from the sales tax
payable by the retailer). Secondly, the tax tends to
cascade, increase the prices of goods (taxable and not,
alike), affect investments in capital goods (which are not
exempt). It adversely affects exports and domestic goods
which compete with imports.

In short: sales taxes tend to impede growth and prevent
the optimization of economic resources. Compare this
with the VAT (Value Added Taxes): simple, cheap to
collect, contain no implicit taxes on inputs. VAT renders
the pricing structure of goods transparent. This
transparency encourages economic efficiency.

VAT is used in 80 countries worldwide and in 22 out of 24
OECD countries, with the exception of the federal ones:
the USA and Australia.



There are three types of VAT. They are very different from
each other and the only thing common to them all is the
tax base: the value added by the taxpayer.

Economic theory defines Value Added as the sum of all
the wages, interest paid on capital, rents paid on property
and profits. In the Addition VAT method, these four
components are taxed directly. The State of Michigan in
the USA uses this method since 1976. Experience shows
that this method yields more predictable tax revenues and
is less susceptible to business or industry cycles.

The Subtraction method, employed in Japan and a few
much smaller countries, is admittedly the simplest. It
taxes the difference between a taxpayer's sales and its
taxed inputs. However, it becomes very complicated when
the country has a few VAT rates, because the inputs have
to be separated according to the various rates.

Thus, the most widely accepted system is the Credit
Invoice. Businesses become unpaid tax collectors. They
are responsible to get tax receipts from their suppliers
(inputs). They will be credited with the VAT amounts on
the receipts that they have collected, so they have a major
incentive to do so. They will periodically pay the tax
authorities the difference between the VAT on their sales
and the VAT on their inputs, as evidenced by the receipts
that they have collected. If the difference is negative -
they will receive a rebate (in certain countries, directly to
their bank account).

This is a breathtakingly simple concept of tax collection,
which also distributes the costs of administering the tax
amongst millions of businesses. In the fiscal year (FY)
1977/8 in the UK - the tax productivity (cost per 1 dollar
collected) was 2%. This means that the government paid 2



cents to collect 1 dollar. But businesses paid the remaining
10 cents.

If introduced in the USA, VAT will cost only 3 billion
USD (with 30,000 tax officials employed in a separate
administration). To collect 1 dollar of income tax costs
0.56% in the USA. But, to collect VAT in Norway costs
0.32%, in Belgium - 1.09% and, on average, 0.68%. In
short, VAT does not cost much more than income taxes to
collect.

Yet, what is true for government is not necessarily so for
their subjects.

The compliance cost for a business in the USA is $49. It is
$53-282 in other countries.

Small businesses suffer disproportionately more than their
bigger brethren. It cost them 1.94% of VAT revenue in FY
1986/7 in the UK. Rather more than big firms (0.003%!).

Compliance costs are 40 times higher for small
businesses, on average. This figure masks a larger
difference in retail and basic industries (80 times more), in
wholesale (60 times more) and in manufacturing and
utilities (45 times more).

It was inevitable to think about exempting small business
from paying VAT.

If 16 out of 24 million businesses were exempted - the
costs of collecting VAT will go down by 33% - while the
revenues will decline by only 3%. KPMG claims that
businesses with less than $50,000 annual turnover (18 out
of 24 million) exempted in the USA, revenues would have
declined by 1.5%. About 70% of the tax are paid by 10%
of the businesses in the UK. For 69% of the businesses



there (with turnover of less than 100,000 USD annually)
the costs of collection exceed 60% of the revenues. For
96% of the businesses (with less than 1 million USD a
year) - the costs exceed 50%. Only in the case of 30,000
companies - are the costs less than 20%. These figures do
not include compliance costs (=costs borne by businesses
which comply with the tax law).

No wonder that small businesses borrow money to pay
that VAT bills. Many of them - though exempt - register
voluntarily, to get an endless stream of rebates. This is a
major handicap for the tax system and reduces its
productivity considerably. In a desperate effort to cope
with this law-abiding flood, tax authorities have resorted
to longer periods of reporting (instead of monthly). Some
of them (in the UK, for one) allow annual VAT reports.

Part of the problem is political. There is little
disagreement between economists that VAT is a tax
preferable to income taxes. But this statement comes with
caveats: the tax must have one rate, universally applied,
without sector exemptions. This is the ideal VAT.

The world being less than ideal - and populated by
politicians - VATs do not come this way. They contain
many rates and exemptions for categories of goods and
services.

This mutilated version is called the differentiated VAT.

An ideal VAT is economically neutral - though not
equitable. This means that the tax does not affect
economic decisions in ways that it shouldn't. On the other
hand, its burden is not equally distributed between the
haves and have nots.

VAT taxes value added in each stage of the production



process. It does so by levying a tax on goods and services
- but what is really taxed are the means of production,
labour and capital. Ultimately, shareholders of the
taxpaying businesses pay the price - but most of them try
to move it on to the consumer, which is where the inequity
begins. A rich consumer will pay the same tax as his
poorer counterpart - but the tax will constitute a smaller
part of his income. This is the best definition yet found for
regressivity.

On the face of it - and for a very long time - VAT served
as a prime example of regressive, unfair taxation.

For a very long time, that is until the development and
propagation of the Life Cycle Theories. The main idea in
all these theories was that consumption was not based on
annual, current income only. Rather, it took into
consideration future flows of income (income
expectations). People tended to be constant in their level
of spending (in different periods in their lives) - even as
their annual income vacillated. With the exception of
millionaires and billionaires, people spent most of their
income in their lifetime.

VAT was, therefore, a just and equal tax. If income
equalled consumption in the long run, VAT was a form of
income tax, levied incrementally, with every purchase. It
reflected a taxpayer's ability to pay (=to consume). It was
a wealth tax. As such, it necessitated the reduction in other
taxes. Taxing money spent on consumption was taxing
money already taxed once (as income). This was classic
double taxation - a situation which had to be remedied.

But, in any case, VAT was a proportional tax when related
to a lifetime's income - rather than a regressive tax when
compared to annual income. Because consumption was a



parameter more stable than income - VAT made for a
more stable and predictable tax.

Still, old convictions die hard. To appease social lobbies
everywhere, politicians came up with solutions which
were unanimously rejected by economists.

The most prevalent was exempting a basket of "poor
people's goods" from VAT.

This gave rise to a series of intricate questions:

If food, for instance, was exempted (and it always is) -
was this not a subsidy given to rich people as well? Don't
rich people eat?

Moreover, who will decide what is or isn't food? Is caviar
food? What about health food? It was obviously going to
be very hard to reach social consensus.

If tax on these products were zeroed - taxes on other
products would have had to go up to maintain the same
revenue. And so they did. In most countries VAT is levied
on less than 45% of the GDP - and is reckoned to be twice
as high as it should be.

Some sought to correct this situation by subjecting
services to VAT but this proved onerous and impossible to
implement in certain sectors of the economy (banking and
insurance, to name two).

Others suggested to dedicate VAT generated revenues to
progressivity enhancing programs. But this would have
entailed the imposition of additional taxes to cover the
shortfall.

It is universally thought, that the best method to



"compensate" the poor for their regressive plight is to
directly transfer money to them from the budget or to give
them vouchers (or tax credits) which they can use to get
discounts in education, medical treatment, etc. These
measures will, at least, not distort economic decisions.
And we, the less lucky taxpayers, will know how much
we are paying for - and to whom.

This is one of the budgetary items which increase with the
introduction of VAT. Research shows that there is a strong
correlation between the introduction of VAT and growth in
government spending. Admittedly, it is difficult to tell
which led to what. Still, certain groups in the population
feel that it is their natural right to be compensated for
every income reducing measure - by virtue of the fact that
they don't have enough of it.

But VAT is known to have some socially desirable results,
as well.

To start with, VAT is a renowned fighter of the Black
Economy. This illegitimate branch of economic activity
consists of three elements:

1. The non official sales of legal goods (produced
within the tax system);

2. The sales of illegal goods (which never were
within the tax system);

3. The consumption of money not declared or
disclosed to the tax authorities VAT lays its heavy
paws on all three activities.

VAT is self enforced. As we said, VAT offers a powerful
(money) incentive not to collaborate in tax scams. Every
tax receipt means money begotten from the tax



authorities.

VAT is incremental. To completely evade paying VAT on a
product would require the collaboration of dozens of
businesses, suppliers and manufacturers. It is much more
plausible to cheat the income tax authorities. VAT is
levied on each and every phase of the production cycle - it
1s possible to avoid it in some of these phases, but never in
all of them. VAT is an all-pervasive tax.

VAT is levied on consumption. It is indifferent to the
source of the money used to pay for it. Thus, it is as easily
applied to "black", undeclared, money - as it is to
completely legal funds.

Surely, there are incentives to avoid and to evade it. If the
amount of inputs in a product is very low, the VAT on the
sale will be very burdensome. A business non-registered
with the VAT authorities will have a sizeable price
advantage over his registered competitor.

With a differential VAT system, it is easy to declare the
false sale of zero-rated goods or services to linked entities
or to falsify the inputs, or both. Even computers (which
compare the ratio of sales to inputs) cannot detect
anything suspicious in such a scheme.

Yet, these are rare occurrences, easily detectable by cross
examining information derived from several databases.
All in all, VAT is the ultimate, inevitable tax.

Moreover, it is virtuous. By making consumption more
expensive, it would tend to divert capital into investments
and savings. At least, this is what our intuition tells us.

Research begs to differ. It demonstrates the resilience of
consumers, who maintain their consumption levels in the



face of mounting price pressures. They even reduce
savings to do so. We say that their consumption is rigid,
inelastic. Also, people do not save because it "pays better"
to save than to consume. They don't save because the
relative return on savings is higher on savings than on
consumption. They save because they are goal oriented.
They want to buy something: a car, a house, higher
education for their children.

When the yield increases - they will need to save less
money to get to the same target in the prescribed period of
time. We could say that, to some extent, savings display
negative elasticity.

Markets balance themselves through a series of intricate
feedback loops and "true models" of economic activity.
Take an increase in savings generated by the introduction
of VAT: it is bound to be short lived. Why? because the
equilibrium will be restored.

Increased savings will increase the amount of capital
available and reduce the yields on this capital. A reduction
in yield would, in turn, reduce the savings rate.

Moreover, narrow (differentiated, non-ideal) based VATs
lead to higher rates of VAT (to generate the same
revenue). This reduces the incentives to work and the
amount of income available for savings.

In a very thorough research, Ken Militzer found no
connection between the introduction of VAT and an
increase in the rate of saving in 22 OECD countries since
1965 (VAT was first introduced in France in 1954). He
also found no connection between VAT and changes in
corporate (profit) and income taxes.

In Europe VAT replaced various turnover taxes so its



impact on anything was fairly insignificant. It had no
influence on inflation, as well. VAT apparently has two
conflicting influences: it raises the general price level
through a one time "price shock", on one hand. On the
other hand, it contracts the economy by providing a
disincentive to consume. If VAT does influence inflation -
its impact will be echoed and amplified through wage
indexation and the linking of transfer payments to the
Consumer Price Index (CPI). In this case, maybe its
effects should be sterilized from the calculations of the
CPL

But research was able to demonstrate only the potentially
dangerous contracting, deflationary (stagflationary, to be
exact) influences of this tax. The recommendation is
surprising: the Central Bank is advised to increase the
money supply to accommodate the reverberations of the
introduction of this tax.

Finally, VAT is a "border adjustment" tax (under the
GATT and WTO charters).

This means that VAT is rebated to the exporter and
imposed on the importer.

Prima facie, this should encourage exports - and equally
discourage imports.

Surprisingly, this time the intuition is right - albeit for a
limited period of time.

Despite a raging debate in economic literature, it seems
safe to say the following:

« VAT increases the profits of exporters and
producers of import substitutes.



« VAT increases the investments in the trade sector.
« VAT increases exports and decreases imports.

« These advantages are, ultimately, partially offset
by the movement of exchange rates.

« If certain sectors are not taxed - investment will
flow to that sector and badly affect the trade sector
and the competitiveness of the country in world
markets.

With its burgeoning black market, under-developed export
industries, huge shortfall in tax revenues - Macedonia
urgently needs VAT.

It will do well to learn from the experience of others and
introduce a VAT which is as ideal as socially permissible
and politically possible.

The draft law that I have seen is a copy - almost verbatim
- of laws in the European Union and is riddled with
exemption to various goods, services and sectors.

VAT is a good idea - but it seems to be starting on the
wrong footing in Macedonia.

Return



What Could Macedonia Learn from a
Tiger?

The Asian Tigers and the Phenomenon of
Uninterrupted Economic Growth

The first reaction of economies in transition is a sharp
decline in their production, mainly in industrial
production. In the countries which attained independence
with the demise of the British Empire (where the sun
never set) - industrial production fell by 20% on average.
Even this was because these countries continued to
maintain economic ties with the "mother" (the United
Kingdom). They also continued to trade among
themselves, with the rest of the British Empire, through
the Commonwealth mechanism.

This was not the case when the second biggest empire of
modern times collapsed, the Soviet empire. When the
USSR and the Eastern Bloc disintegrated - the
COMECON trading bloc was dismantled, never to be
replaced by another. All the constituents of the former
Eastern Bloc preferred to trade with the west rather than
with one another. The Empire left in its wake mountains
of trade debts, total lack of liquidity and money losing
barter operations carried out in unrealistic prices.

Thus, industrial production plunged in the newly
established countries (CIS and the countries which were
part of Former Yugoslavia) as well as in other former
members of the Eastern Bloc by 40-60% over a period of
5 years. A slow recovery is discernible only in the last two
years and industrial production is picking up at an annual
rate of 2% (Estonia) to 8% (the Czech Republic) -



depending on the country.

This disastrous drop in the most important parameter of
economic health was largely attributable to a few,
cumulative factors:

a.

The sudden evaporation of all the traditional
export markets - simultaneously. Macedonia has
lost 80% of its export markets with the bloody and
siege-laden disintegration of the Former
(federation of) Yugoslavia. Similar vicissitudes
were experienced by other countries in transition.

A huge, unsustainable internal debt between the
companies themselves (each acting in the dual role
of supplier and of client) - and between the
enterprises and the state. This burden was only
very mildly ameliorated by bartering. Mostly, it
led to severe cases of insolvency or lack of
liquidity and to a reversion to pre-monetary
economic systems.

This lack of liquidity also prevented the
investment in capital assets (plant modernization,
personnel training, data processing and decision
making tools) necessary to sustain efficiency
gains, increase productivity and maintain
competitiveness.

Gross inefficiency of the industrial plants which
was due to massive hidden unemployment, low
maintenance standards and the aforementioned
lack of capital.

Outmoded and outdated management techniques.
The old guard of managers in industry were ill
adapted to the rapid changes wrought about them



by capitalism and wise industries. They continued
"to fight the last (and lost) wars", to bemoan their
fate and not to provide a sense of direction, a
vision of the future and the management decisions
which are derivatives of the above.

Faulty legislation, dysfunctioning law enforcement
systems, crony capitalism and privateering (the
sale of state assets to political allies or to family
members of influential political and economic
figures) - all led to fuzzy ownership structures and
to a virtual abandonment of the protection of
property rights. In the absence of clear ownership
and under the threat ever - imminent loss of
property, the profit motivation has degenerated
into speculative binges and bouts and decision
making was transformed into power contests.

These industries produced and manufactured
goods in accordance with some central planning,
an theoretical model of the marketplace, or rule-
of-thumb thinking. The result was mountains of
shoddy merchandise, of low quality and very little
demand. Antiquated design and lack of
responsiveness to market needs and consumers'
wishes only exacerbated the situation.

This absence of market research, market analysis
and, more generally, market awareness led to the
almost complete absence of marketing, sales
promotion, or advertising (in the modern sense).
Paradoxically, the communist era industries
demonstrate a deeper belief in "the invisible hand
of the market" than do their capitalist brethren.
They entrust the function of the dissemination of
information and its influence upon the decisions



made by consumers - entirely to the market. If the
product is either needed or good enough, it will
sell itself, was the thinking. Marketing and
advertising were thought of as illegitimate
cajoling, pushing consumers to make decisions
that they would not have made otherwise.

1. Industry operated under all these crushing
constraints in an environment of heavy to
impossible regulation, trade protectionism (which
denied them the benefits of competition), corrupt
bureaucracy, rolls of red tape, heavy political
involvement and a total distortion of economic
considerations by "social" ones. This was further
compounded by a decaying banking system
(where the distinction between lender and
borrower was rendered superfluous by the concept
of "social capital" which belongs to everyone
equally). It could not supply the industrial sector
with capital replenishment and the total absence of
capital markets did not help.

j. Last - but far from being least - was the non
existence of a "Protestant” or "Asian values" work
ethic. Low salaries, feigned "equality" and absent
profit motivation - all led to a disincentived work
environment. The norm in many of these countries
is still: "come to work, open and close the door
and get paid", as the saying goes. This is the
benign case. Stealing from the workplace has
become an acceptable way of complementing
income and moonlighting was done at the expense
of the official "primary" workplace.

But it seems that the worst is over and that the scene is
fast changing.



However sloppy or criminal the process of privatization,
still hundreds of thousands of new capitalists were brewed
and introduced, willy-nilly, to the profit motive. The
spectre of capital gains, made most of them (except the
most hardened) discover marketing, advertising, design,
export, trade financing, public offerings, strategic
partnerships, concessions and business plans.

Industries are much more focused and market oriented.
The new religion of capitalism, replete with
entrepreneurship, free choice, personal profit and the
invisible hand of the market has been successfully phased
in.

Both the domestic markets and international trade are
recovering nicely. Consumption is growing and with it
exports. The political level is withdrawing from the scene
through more or less successful privatization or
transformation schemes and appropriate legislation to
minimize the role of the state in the economy.

Some countries have opted to "skip" some of the
industrial portion of the classic, evolutionary economic
cycle - and go directly to investing in information and
knowledge industries. They educate their workforce and
retrain it accordingly. They invite multinationals - using a
cocktail of tax incentives and direct grants and subsidies -
to open back office operations (accounting,
administration) and telemarketing operations in their
countries. This calls for lower investment than in classic
(or sunset) industries and has a high value added to the
economy.

But the single largest driving force behind economic
recovery is foreign capital. Foreign Direct Investment
(FDI) is pouring in and with it: new markets, technology



transfers through joint ventures, new, attractive product
mixes, new management, new ideas and new ownership -
clear and decisive.

So, industrial production is picking up and will continue
to grow briskly in all countries in transition that have the
peaceful conditions necessary for long term development.
If Macedonia will follow the examples of the Baltic
countries, of Poland, the Czech Republic, Hungary,
Slovenia, even Russia, Ireland, Egypt, Chile, Indonesia,
Israel and the Philippines - it will double its industrial
production within 10 years and redouble it again in 15
years.

Israel, Ireland and ... France and Japan (!) are examples
of poor, agricultural countries, which made the transition
to thriving industrial countries successfully.

But was their secret? How come Hong Kong and
Singapore are richer than Britain by some measures?
Together with South Korea and Taiwan they have been
growing at an average rate of 7.5% annually for the last
30 years. China, Indonesia, Malaysia, Thailand, The
Philippines have joined the "Asian Tigers" club.

They all share some common features:

0.Massive injections of labour (by massive immigration
from rural areas to the cities, urbanization). Massive
injections of capital and technology. The above injections
were financed by an exceedingly high level of savings and
investments (savings amount to 35% of GDP, on average).

b. Wise government direction provided through a
clear industrial policy. This, though, is a double
edged sword: a less wise policy would have
backfired with the same strength.



c. A capitalist, profit seeking mentality.

d. An annual increase of 2-3% in productivity which
is the result of copying technology and other forms
of technology transfers from the rich West.

e. Strong work, family and society ethics within a
cohesive, conformist and supportive social
environment (the "Asian Values" are the Eastern
equivalent of the "Protestant Work Ethic").

f. Low taxation and small government budgets (less
than 20% of GDP compared to twice as much in
the West - and 3 times as much in France today).

g. Flexible and mobile labour and ¢ (in certain
countries) capital markets. When mobility or
flexibility are restricted (Japan) it is the result of
social treaty rather than of legislation, regulation,
or other statist intervention.

h. A firm, long lasting commitment to education and
to skill acquisition, even in hard circumstances.
The number of educated people is low but growing
rapidly, as a result.

1. Openness to trade, knowledge and to technology.

j. Imports are composed mostly of investment goods
and capital assets. The culture of conspicuous,
addictive (or even normal) consumption is less
developed there.

Still, these countries started from a very low income base.
It is common economic knowledge that low income
countries always grow fast because they can increase their
productivity simply by purchasing technology and



management in the rich country. Purchasing technology is
always much cheaper than developing it - while
maintaining roughly the same economic benefits.

Thus, Hong Kong grew by 9% in the 60s. This growth
coefticient was reduced to 7.5% in the 80s and to 5% in
the 90s. But China, Malaysia, Thailand and Indonesia are
likely to grow annually by 7-9% during the next decade.

Not that these countries are exempt from problems. The
process of maturation creates many of them. There is the
dependence on export markets and volatile exchange rates
(which determine the terms of trade). When the West
reduced its consumption of microchips and the Dollar
appreciated by 50% against the Japanese Yen - all the
tigers suffered a decline in economic growth rates, current
account deficits of 5-8% of their GDP, strikes (South
Korea) and Stock Market crashes (Thailand, to name but
one of many). In Singapore and in Hong Kong, the
industrial production plummeted by 5% last year (1996).

Years of easy money and cheap credits directed by the
state at selected industries starved small businesses,
created overinvestment and overcapacity in certain, state-
supported, industries and destabilized the banking and the
financial systems. It helped forge infrastructure
bottlenecks and led to a shortage in skilled or educated
manpower. In Thailand only 38% of those 14 years old
attend school and in China, the situation is not much
better.

Finally, the financial markets proved to be too regulated,
the government proved to be too bureaucratic, corruption
proved to be too rampant (Indonesia, Japan, almost

everybody else). There were too many old conglomerate-
type mega - companies which prevented competition (e.,



the Chaebol in South Korea or the Zaibatsu in Japan).

So, the emerging economies are looking to Hong Kong,
Singapore and Taiwan to supply the ideal: truly flexible
labour markets, no state involvement, lots of nimble,
small businesses, deregulated markets, transigent
industrial policies. These countries - and the rest of the
Asian Tigers - are expected to beat the West at its own
game: money. They have many more years of economic
growth ahead:

Each Korean worker has only 40% of the capital goods,
available to his Western comrade, at his disposal. Putting
more technology at his fingertips will increase his
productivity.

An industrial worker in the west has a minimum of 10
years of education. In Indonesia and Thailand he has 4
years and even in South Korea he has merely 9 years. On
average, an industrial worker in one of the Asian Tigers
countries carries 7 years of education in his satchel -
hardly the stuff that generals are made of. Research
demonstrated that the more educated the worker - the
higher his productivity.

Finally, increasing wages and looming current account
deficits - will force the tigers to move to higher value
added (non labour intensive) industries (the services,
information and knowledge industries).

Then, it will be the turn of countries like Macedonia to
take their place in some labour intensive areas and to rise
to tigerdom.

Return



A Contract Between
The People of the Republic of Macedonia
and (The Party)

Date: 1997-8

We hereby declare that every free citizen of the Republic
of Macedonia has the right to earn a decent and secure
living;

The right to provide for his family, to educate his children,
to build a home for his loved ones, not to burden them as
he grows old;

The right to contribute as a useful citizen to the welfare
and progress of his community and of his country;

Every citizen, in other words, has the immutable and
inalienable right to look forward to a better future.

We (the party) undertake to put the fulfilment of these
natural rights at the top of our agenda, as our first and
foremost priority.

We (the party) undertake to intervene in the economy of
this country just in order to make such intervention
forever redundant and unnecessary;

To re-invent a vigorous, vibrant private sector, which lives
from generation to generation through the entrepreneurial
spirit of our people;

To encourage the pursuit of happiness through prosperity
and well-being, of welfare through employment, of
education through work, of good neighbourliness which is
the inevitable result of freedom of enterprise and of



initiative.

To achieve these ends, we undertake, as an inviolable
contract between us and each and every citizen of this
country, regardless of race, gender, or religion - to
implement the following measures once we are elected to
manage this nation on the way to membership in the club
of modern nations:

General Orientation

Macedonia is at the heart of an important cross-roads, not
only between countries, or continents - but between
cultures and between times past and the future.

We will, therefore, adopt "Multi-Orientation":

Whereas we recognize Macedonia's place in the newly
emerging great Continent of Europe;

Whereas we will vigorously and unrelentingly pursue
Macedonia's integration into the European Union, NATO
and all other European political and economic multilateral
structures - still, we will pursue as diligently our
connection with our close geographic neighbours and
strive, together with them, to transform the adjective
"Balkanian" from derogatory to the ultimate compliment.

We will collaborate in any and all economic regional
frameworks and initiatives - and initiate them as well.

We will put great emphasis upon building an iron bridge
of interests and common goals with South East Asia,
Japan and China, on the one hemisphere - and the
countries of the Americas, on the other.

Even as we do all this, we will never neglect our former



economic allies and partners. We will always strive to
maintain the best economic collaboration with them and
to make them our partners in all our future endeavours
and activities.

Government Structure and Budget

Once elected, our party will do away with big, all-
pervasive, ominous, corrupt government.

Our government will contain the minimum number of
Ministers.

Each Minister will be in charge of a group of subjects, all
related to each other.

We will introduce independent budgeting for each
Ministry and a system of incentives to those in the service
of the government who save the money of the taxpayers.
All public procurement will be subject to public,
competitive, bidding in domestic and international tenders
and reports will be submitted to a special committee in the
cabinet, headed by the Minister of Finance.

Our budget will be prepared and subjected to open public
debate months before the beginning of the new fiscal year.

All the expenditures in the budget and other budgetary
items will have to be covered by a corresponding item of
income. This government will not sink Macedonia into the
deep and shark infested waters of indebtedness intended
to finance consumption.

All legislative initiatives will, first, have to clear this
logical hurdle: where will the finance come from? If no
sources are proven to exist - the government will do its
best to postpone or prevent the legislation.



A clear division will be instituted in the budget between
Development items - and current items. Borrowing will be
encouraged and dedicated to the former - and abolished
from the latter.

The government will introduce - in its first year in office -
a balanced budget amendment to the constitution and,
thus, ensure that future government will not stray from the
path of responsibility and maturity.

Finally, this government will be the first to establish a
National Budget Planning Office which will provide the
government with five year forecasts based on
demographic, economic, geopolitical and technological
trends. Such planning is indispensable in the plan to
rationalize the process of the preparation of our national
budget.

A budget is a declaration of priorities and intents of the
nation, as a whole. We intend to bear this in mind and to
reverse the devaluation in the importance and seriousness
of this all too crucial instrument of policy.



Election Funding and Party Financing

This government will completely revamp the laws
pertaining to election spending and party financing.

It will transform the process of elections and make it
open, honest, non-corrupt, publicly audited and subject to
constant media scrutiny.

Parties will be allocated funds from the budget according
to their size in Parliament.

Any party exceeding the funds allocated to it - will be
severely monetarily penalized.

Parties will provide complete, audited details of their
campaign financing to the election committee and to
Parliament. These data will be made available to the press.

Parties will not be allowed to receive money from non-
resident donators.

Limitations will be placed on the amount of money raised
from a single donator, on funds raised from corporations
and from not for profit organizations.

The spending of campaign funds in the various media will
be restricted and closely monitored.

A special, permanent authority will monitor the
connections and dealings between major donators and the
political parties or the politician to whom they have
donated.

Economic Legislation and Property Rights



The laws of our Republic which deal with economic
matters are, at best, copied verbatim from the codices of
other nations. They are muddled, ill-understood even by
experts, are not consistent or compatible with each other
and contain many "dead weed" provisions.

Thus, instead of encouraging economic activity - they
discourage it.

We will harmonize all the economic legislation in
Macedonia within a coherent and compact code, phrased
in a manner which will be understandable to all, free of
contradictions and unsuitable articles and provisions.

We will work to transform our laws from a major
deterrent to business - to one of our most attractive
features: transparent, comprehensible, just, pro-business.

To do this, our government will create a special council
which will be composed of legal experts, business and
financial consultants, representatives of the private sectors
and the relevant Ministries.

This council will work day and night to rationalize the
bureaucratic nightmare forged so successfully by the
former administration.

We will introduce to Macedonia - in a legally binding
manner - Western standards of accounting. This will
constitute a great step towards becoming integrated in the
family of advanced economic nations.

All our laws will be reviewed and, where necessary, re-
written, to protect the sacred right to own property and to
dispose of it or to make use of it in any way deemed
appropriate by its owner. The state need not intervene in
these matters, except to protect these rights against any



infringement, either by itself, or by anyone else.

We take this opportunity to tell all foreign investors and
domestic investors in the world:

This is the end of the dark era of property rights in
Macedonia.

Your rights of all kinds, and your property rights included,
will be zealously guarded by this administration. Special
emphasis will be placed on the protection of intellectual
property rights: copyrights, brandnames, registered
trademarks.

You are the most welcome guests to Macedonia's future.
Judicial and Quasi-Judicial System

No law exists where no law is enforced. Our courts are
slow, hesitant and ineffective. Justice served late - is
injustice.

This government will revamp, reconstruct and rehabilitate
the judicial system. It will allocate the budget necessary to
double the number of judges, to build new facilities, to
computerize the courts, to get rid of the backlog by
operating second shifts, to establish well stocked legal
libraries, to better the pay of the judges in order to attract
the best legal minds to the profession and to provide them
with the necessary administrative backup.

On the other hand, this government will offer the citizens
alternatives to the clogged court system: binding courts of
arbitration which will resolve conflicts swiftly and the
powers and budgets of courts for special matters
(economic, family, administrative) will be considerably
enhanced.



On its part, the government will provide the citizenry with
free legal advice and, in certain cases, services. It will
encourage people to reach out of court compromises by
enlisting the services of retired judges, lawyers and
eminent public figures to assist the parties. It will
financially reward speedy settlements of disputes by
allowing tax deductions of the expenses.

The government will embark upon a massive educational
effort which will disseminate conflict resolution methods
among the uninitiated.

The government will not hesitate to publicly commend or
condemn inefficient or corrupt courts and judges. It will,
however, not hesitate to reward those who function with
efficiency and decency to the benefit of the public and for
its interests.

The government will nominate to vacant posts of judges a
younger generation of lawyers and legal scholars, more
attuned to the needs and realities of current Macedonia.

The government will offer, free of charge, educational
possibilities to the judges, both in the studies of law and in
other, relevant fields (criminology, psychology, sociology,
ethnology, history, physics and chemistry, etc.).

But the government will also encourage the formation of
quasi judicial bodies - or their activation, where they
already exist.

The State Ombudsman and Reviser, the Securities and
Exchange Commission, the Bank Supervision Department
in the Central Bank, the Customs Investigative Unit, an
anti-trust department - are all examples of arms of the
executive branch which will be endowed with police
authority and with judicial and criminal prosecution



powers. The same powers will awarded to the committees
of the Parliament:

The power to summon and subpoena witnesses, to
question them under oath, to gain access to documents,
both private and governmental, to fine, detain and arrest.

Where courts cannot tread, where there is no obvious
plaintiff - it is there that these quasi judicial bodies can
and must intervene:

To protect consumers against the powers of a cartel;

To expose stock manipulation and market rigging and
punish those responsible;

To uncover smuggling operations, arrest the smugglers
and confiscate the contraband and so on.

It is only with these special powers - which need be
exercised carefully lest they be abused - that the citizens
and investors (foreign and domestic) will feel protected
from the brutality of the State or of big business, or from
the wrongdoing of shadowy individuals.

Openness, transparency, equality before the law, speedy
resolution of disputes, swift punishment of wrongdoing -
will be the pillars of the new Macedonian Judicial System.

Recommendations

1. Double the number of judges, build new court
facilities, computerize the courts and the entire workflow
of the judges, and provide judges with the necessary
administrative backup.

2. Create an Office of Budgetary Management in the
judiciary that will allow the courts to reallocate their



budget among the courthouses in accordance with their
caseloads.

3. Operate the courts in second shifts.

4. Establish well stocked legal libraries and online
databases of verdicts, precedents, and decisions.

5. Improve the pay of the judges in order to attract the best
legal minds to the profession. Offer better pay against
long-term contractual commitment of the judges (i.e., a
judge that signs on for a minimum of five years will
receive a higher salary; wages and benefits will reflect on-
going training; etc.)

6. Create binding courts of arbitration which will resolve
conflicts swiftly.

7. Establish specialty courts for specific matters (FDI,
intellectual property, economic, family,
administrative) and train judges to operate these courts.

8. Provide the citizenry with free legal advice and, in
certain cases, free legal services.

9. Encourage people to reach out of court compromises by
enlisting the services of retired judges, lawyers and
eminent public figures to assist the parties in "mediation
tribunals". Financially reward speedy settlements of
disputes by allowing tax deductions of the expenses
incurred during out of court procedures, mediation, and
arbitration.

10. Embark upon a massive educational effort to convince
plaintiffs and disputants to resort to mediation and
arbitration instead of the courts.



11. Publish statistics regarding the efficiency of specific
judges and courts.

12. Create a special police force and a special tribunal
(including at least one foreigner) to deal with corruption
in the judiciary. Televise proceedings against corrupt
judges.

13. Judges should disclose, by law, once a year, their
assets, economic interests, sources of income, and
affiliations. Unambiguous and transparent rules regarding
conflicts of interest and recusal should be formulated and
published.

14. Offer, free of charge, educational possibilities to the
judges, both in the studies of law and in other, relevant
fields (criminology, psychology, sociology, ethnology,
history, physics and chemistry, etc.).

15. Limit the right to appeal in various civil and criminal
proceedings. Increase the number of issues that can be
decided by a single judge or in administrative or brief
procedures.

16. Form quasi judicial bodies and endow with police
authority and with judicial and criminal prosecution
powers the State Ombudsman and Reviser, the Public
Income Authority (UJP), the Securities and Exchange
Commission, the Bank Supervision Department in the
Central Bank, the Customs Investigative Unit, the
military, an anti-trust department. The same powers will
awarded to the various committees of Parliament.

Examples of such competencies and powers include:

The power to summon and subpoena witnesses, to
question them under oath, to gain access to documents,



both private and governmental, to fine, detain and arrest.
To protect consumers against the powers of a cartel;

To expose stock manipulation and market rigging and
punish those responsible;

To uncover smuggling operations, arrest the smugglers
and confiscate the contraband and so on.

17. Streamline the relationship between the Public
Prosecution and the courts: render all processes and
communications transparent; establish court oversight on
prosecutorial powers.

Data and Statistics

The government, firms in the economy, individual citizens
and foreign investors - all base their decisions on
statistics, data and its analyses.

Unfortunately, the data and statistics published in the
Republic of Macedonia by all involved are ridiculous, in
the best of cases and downright misleading.

This government will make the collection of right data, its
proper analysis and widespread dissemination - a national
priority.

Data will be constantly and periodically collected on the
national, regional, municipal and personal level without
infringing upon any human or civil rights.

Data gathered from different sources will be compared
and crossed to unearth discrepancies and to try and settle
them prior to the decision making process.



This government will develop a host of national databases
which will serve the executive branch in its fight against
crime, tax evasion and corruption. All the organs of the
state will be bound by law to transfer all the data that they
accumulate to these national, computerized databases.

The government undertakes to dedicate at least one
special session a month to the analysis of new data which
will be presented to it in the form of monthly reports. The
government will engage itself in the important task of
understanding demographic, economic and other trends
which influence our country.

The decisions of this government will be learned
decisions, based on knowledge and far from the
guesswork which characterized the previous
administrations.

Infrastructure and Regional Development

This government will adopt the broad, modern view of
infrastructure.

In today's world of information technology, unlimited
mobility of the workforce and of multinational firms -
infrastructure is not limited to roads, telephone and
electricity lines, media outlets, waterways, office
buildings and commercial space. All these are very
important and will continue to star in the agenda of this
administration.

However, we will adopt the view that infrastructure is
anything which facilitates the free exchange of goods,
services and ideas. In other words: anything that
encourages business and civilized life as we came to know
it in the latter half of the 20th century.



Infrastructure includes:

The right legislation and a court system to efficiently
enforce it;

Computer networking the country and deeper integration
into the information global village through the backbone
of the Internet;

A functioning, internationally open, computerized and
efficient banking system;

The existence of domestic thriving and dynamic capital
markets;

An educated and skilled workforce;

The implementation of Western standards of accounting
and disclosure with regards to firms in the private sectors,
firms in the public sector and the government as an
economic entity;

And above all: equitable, just, open, transparent
institutions of government.

This government will introduce public, competitive
bidding in all public procurement;

will give the citizen full access to the details of its
decision making processes;

will establish institutions of appeal on all levels and
subject itself, willingly, to criticism and legal challenges.
It will encourage feedback from the people and promises
to study each suggestion carefully and to respond on it in
a reasoned manner.

This - participatory democracy - is what this government



sees as the real infrastructure. A citizen which feels that he
can really influence, takes part more willingly in the
economic activities of his nation.

The new government will recognize the fact that
Macedonia is composed of a few very distinct regions,
each unique with its own treasures, burdens, potentials
and needs.

To dictate to these regions a central policy, harks back to
the darker days of our history. It is also impracticable and
inefficient. Today, the trend all over the world is that of
"Devolution" - the returning of authority and of
responsibility to the level directly in touch with the
citizenry and with its needs (the regional and municipal
elected authorities).

We will, therefore, encourage each region to act
autonomously on behalf of its own economic interests and
to establish its own economic council and chamber of
commerce.

Regions and big municipalities will be allowed to raise
funds in ways which will be prescribed by law and use
their assets and future income to do so;

to attract foreign and domestic investments and tourism
offering any kind of lawful incentives;

to encourage economic activities within their boundaries
or in collaboration with other regions or municipalities;

to enhance their infrastructure, including their educational
facilities and to transform many of their functions into
economically feasible activities (from waste disposal to
recycling, for instance);



to manage their welfare and social services activities as
they deem fit, within national guidelines of entitlement
and eligibility;

to manage their own financial affairs, using most of the
income generated within their boundaries (only a small
portion will be transferred to the central government) and
to keep and use any savings generated by their activities;

to plan their development on a multiannual level and
implement it, without being interfered with or hindered
(or assisted) by the central government.

In short: to manage their regional economies to the benefit
of their citizens.

Unemployment, Retraining and Trade Unions

The scourge of Macedonia is its totally unacceptable level
of unemployment.

Whatever the real figures are - they are much too high.
People who could productively contribute to society and
to their country - lose their savings, their pride and their
families in this degrading social blight called
unemployment.

In the eyes of this government, this is the main enemy and
it will do its best to win this crucial battle against the
degeneration, feeling of futility and bitter despair which
engulf such a big part of our populace.

This government undertakes to cut unemployment by one
third (33%) in its first 18 months in office - and by one
half (50%) at the end of its first term, without using public
funds to finance unnecessary, fictitious jobs in the public
sector.



We know how to do it. We closely studied the examples of
other countries, notably the USA, Netherlands, the United
Kingdom and Israel.

We will discourage people from getting unemployment
benefits - and encourage them to go to work by giving
them tax breaks and by paying them outright to do so.

We will give each employer cash incentives and discounts
on the social contributions that he is paying - if he takes
an unemployed person to work for him. We prefer to pay
the same amount of money to an employer - rather than to
the unemployed as habit-forming, addictive
unemployment benefits.

We will create communities of unemployed and they will
barter goods and services that they produce amongst them,
using a special voucher system.

We will sign a "National Employment Contract" involving
the trade unions, the employers and the government. This
Contract will encourage labour mobility, labour flexibility,
the guaranteed formation of new work places against a
freeze on employee compensation and a separate
treatment of part time work. Each of the parties will have
to forgo some of its benefits - to increase the well being of
the whole body of the nation.

In this mammoth task, the trade unions play an important
role.

Only an elastic, dynamic labour market can bring about
the miracle of less unemployment. The unions will have
to assist their members by agreeing to be flexible on
minimum wages, on part time job, on job security, on
hiring and firing procedures, on social and unemployment
benefits, on the right to strike, on the level of salaries, on



compensation for inflation and a long range of other
subjects.

The employers have to sacrifice too: they have to oblige
themselves to increase the number of those employed over
a number of years, with fixed quantitative targets
embedded in the trilateral "National Employment
Contract".

The government will transfer to the employers the amount
which represents the unemployment benefits of newly
hired formerly unemployed persons and will participate in
the payments of their social contributions.

But it will also embark upon massive retraining and
requalification programs in which it will teach the
unskilled and semiskilled unemployed the skills that they
require to get back to the labour market.

The government will organize employment fairs,
employment bulletins, barter communities of the
unemployed and will give priority in its procurement to
firms which employ the formerly unemployed.

But - above all - the government, through its progressive
and modern day policies will create employment: real,
economic, private sector, feasible employment. This kind
of employment is long lasting because it is based on true
economic value. This government will not bask in the
false sun which shone upon the previous government:
fictitious employment, hidden unemployment, gross
misallocation of economic resources and the economic
inefficiency resulting from it.

Education and the Media



Education is our investment in human capital. It is the
creation of the most important type of infrastructure. This
government will give education the treatment it deserves:
a matter of national survival.

Besides expanding and modernizing facilities, adding
teachers and instructors and considerably increasing the
salaries of teachers to attract the best minds to the
profession, this government will revolutionize education.
In our country.

The government will define national economic priorities.
Education will no longer be divorced from the realities of
the jobs markets or the economy as a whole. Career paths
will be delineated to our youngster and they will choose
their future course of learning from primary school to
university graduation, attuned to the needs of the market.

The government will disseminate knowledge through
distance learning (television and computers, satellites and
phone lines). It will financially reward teachers who will
be willing to teach in remote, less advanced areas. It will
institute an "educational cascading": students will teach
secondary school pupils and they, in turn, will teach
primary school pupils.

It will link schools to the information highway and
encourage the construction of educational and learning
websites in the Macedonian language.

The government will enlist both state media and private
media into this national effort. The media will assist in the
rapid expansion of educational efforts and in providing
remote access to learning.

The government will positively encourage private
education of all types, commercial and non-commercial. It



will give its full blessing and assistance to extracurricular
educational activities. It will strive to obtain any
assistance available from other countries, not for profit
organizations, non governmental organizations,
international organizations and multilateral groupings - to
further education, exchange information, exchange
students and staff, promote advanced education, research
and development.

To indicate the importance that it attaches to this
particular subject, the Minister of Education will also bear
the title of Vice Premier.

Small Businesses

Small businesses generated more than 60% of all the new
employment in the world in the last two decades. Being
aware of this, we will regard the establishment of small
businesses as our secret weapon against unemployment.

Again, the Republic of Macedonia can benefit from the
experience of other countries: the USA, Israel, the United
Kingdom, Ireland.

We will establish "One Stop Shops" in every city in
Macedonia.

Entrepreneurs will enter these "shops" with only an idea -
and exit them with an on going, operating business. Inside
the "shop", the entrepreneur will receive all the assistance
that is needed to establish his business: the preparation of
business plans and credit applications, his proposed
business will be analysed for feasibility, he will receive all
the government and municipal licences and permits on the
spot, he will file his application for credit with the
representatives of the banks which will also be present
there. Then he will be offered a choice of workers from



amongst the ranks of the unemployed and some legal and
accounting assistance. All this will be done with the
constant escort of a Tutor, assigned to him the minute that
he enters this shop.

The government will develop and offer special funds for
the establishment of small businesses, either in the form
of microcredits with no collateral required, or in the form
of regular credit directly offered to the entrepreneur -
without the involvement of any financial intermediaries.

The government will open "An Entrepreneurs University",
in collaboration with the private sector. The graduates of
this University will be versed in the erection and the
management of a small business.

The government will strongly encourage Intrapreneurship:
when big, well established, businesses spin off start-ups
for their employees. Small businesses bred by big ones
can benefit from the experience of the mother company
and from its financial clout.

The government will initiate a host of tax and financial
incentives to the small businesses: tax holidays, rebates on
social contributions, discounts for government services
and the use of infrastructure, priority in gaining access to
infrastructure (e.g., phone lines), credits for the purchase
of fixed assets and much more.

Pensions and Social Benefits

It is only a matter of time before our whole pension
system collapses.

We need to pre-empt this nightmare by learning from the



experience of others (notably, the experience of Chile).

This government will maintain a socially acceptable level
of pension and other forms of social security.

It will, however, encourage people to supplement it by
putting their retirement money into privately managed and
tightly regulated retirement funds.

Gradually, the government plans to phase out of this
market and to confine itself to the role of a safety net.
Social benefits - and, especially pension funds - urgently
need to be privatized to avoid the current mismanagement
and financial mayhem.

Contributions to private pension funds and to other
privatized social security functions (for instance,
unemployment insurance) - will receive the same tax
treatment and possess the same legal standing as
payments within the current system.

Pension funds will be subject to strict control and
supervision and to clear investment guidelines. They will
provide their members with all the information that they
require about their operations, financial results and
investments.

They will maintain adequate reserves against their
liabilities and against their assets.

This will be part of a larger move to completely
deregulate the financial markets.

Financial institutions will be permitted to engage in all
manner of financial activities, from insurance to securities
brokerage and from deposit taking to loan making.



Healthcare and Social Welfare

This government will not privatize the social services,
including the health sector. But it will encourage
streamlining and efficiency by introducing competition
from the private sector, a wider choice for the consumers
and the privatization of certain types of activities within
the social services.

Group of citizens, entrepreneurs, investors, Non
Government Organizations (NGOs) and Not for Profit
Organizations (NPOs) will be encouraged to open
competing social services, especially in the health sector -
but also in battling unemployment, poverty, child abuse,
drug abuse, teenage pregnancies and so on.

The government will look favourably upon such activities
in the private sector, regardless if their motivation is
commercial or non-commercial.

The government will encourage groups of consumers to
form legal entities and to shop and tender for the best and
most efficient services for their members.

This government will institute State Medical Insurance:
everyone will be automatically insured and a premium
will be deducted from his income.

But each citizen thus insured will be allowed to choose
the providers of his health care and to form consumer
clubs to exert pressure on such providers to better the
services that they are offering.

The government will do its utmost to facilitate the way
and to financially assist the opening of day care centres
for children of working mothers, drug rehabilitation
centres, day long classes, extracurricular learning centres,



language schools, employment offices, food distribution
centres for the needy, night shelters for the homeless,
shelters for beaten women, orphanages and psychological
treatment stations. All these should be able to turn a profit,
if properly planned, financed and managed.

Taxation - Direct and Indirect

This government will not tolerate tax evasion. It will
introduce measures - legislative and executive - to
severely and mercilessly punish those stealing from their
fellow citizens by not paying taxes.

It will establish national databases to track property
purchases and compare them to declared income.

It will not hesitate to confiscate property, imprison and
deny civil rights to tax evaders.

This government will step up tax enforcement, tax
sampling and tax collection.

It will replace the old, tax driven, accounting system with
a rational, Western standard accounting system which will
lead to full disclosure and to a dramatic increase in tax
receipts.

On the other hand, this government will rationalize the tax
system by extremely simplifying it, by eliminating
numerous loopholes, exemptions and deductions, by
increasing the personal allowances, by drastically
reducing the tax rates and by introducing VAT (Value
Added Tax) and other consumption and excise taxes.

Our VAT will be simple and uniform. It will have one rate
and apply to all goods and services. Poor households will
receive cash compensation from the VAT authorities on a



monthly basis, calculated on a basket of goods and
services determined by the Bureau of Statistics.

We believe that taxes should be simple to comprehend and
to calculate.

They should be minimal in order not to distort economic
decisions.

It should be evident to the citizen, that the money that he
paid to the tax authorities was used to his immediate
benefit.

This is why this government will embark upon a massive
campaign in the media and by direct mail, to explain to
the citizens the benefits of paying taxes.

This is why this government will earmark 50% of all VAT
revenues to educational, sports, academic and other public
benefit or infrastructure projects.

But this government firmly believes that citizens should
pay taxes - especially if they are rational and just.

Inflation, Interest Rates, Exchange Rates and the
Central Bank

The Central Bank of the Republic of Macedonia is the
guardian appointed by law to preserve the stability of the
Denar, to manage the country's foreign exchange reserves
and to oversee the financial system in the country and its
liquidity.

Our Central Bank has failed on all scores but one. It has
maintained the stability of the Denar because it followed
the advice of the IMF and prevented rampant inflation.
But, at what cost!



We state: where there is no economy - there is no
inflation!

Where there is no employment - there are no price
pressures and the currency is stable!

We intend to transform the Central Bank of Macedonia
into the totally independent body that it deserves to be.
We will let the Central Bank decide the inflation targets
and allow it to use the monetary arsenal to secure the
achievement of these targets.

We will establish a Monetary Council, headed by the
Governor of the Bank, his Deputy, three prominent
academics, three representatives of the private sector and
three representatives of the government. This Council will
be completely autonomous to set the targets for the money
supply, interest rates, inflation and other monetary
parameters.

We will liberalize the trading of foreign exchange, abolish
all manner of exchange controls and allow the market to
fix the exchange rates. The Central Bank will be confined
to managing the daily interbank trading and settlement in
foreign exchange and it will publish a non-binding
"middle exchange rate" for the day. Otherwise, it will
have no imvolvement in this market.

The Supervision of the Banks will be removed from the
Central Bank and become an independent unit, nominally
under the Minister of Finance.

The Central Bank will have its own budget. It will be
barred by law from transferring any of its profits to the
national budget. Its autonomy will rest on its financial
self-sufficiency.



International Trade - Exports, Imports, Customs
Balance of Trade and Balance of Payments

The Republic of Macedonia was reduced to asking for
handouts to cover its excesses of consumption. Had it not
been for foreign donations, our country would have been
broke, unable even to import basic food staples.

The widening twin deficits - one in the balance of trade
and balance of payments and the other in the budget
deficit - threaten to destroy the very fabric of our
economy. Our foreign exchange reserves are barely
enough to cover 6 weeks of imports!

This government will strongly encourage exports and the
importation of capital goods - and strongly discourage the
import of consumption goods. While we unconditionally
adhere to international free trade principles - we cannot
afford to waste all our (very) scarce economic resources
on importing passenger cars!

The institution of VAT will give a considerable boost to
exports by improving the terms of trade. It will also
encourage local industries which produce import
substitutes and discourage imports, by levying a VAT on
them.

We will initiate a host of special assistance programs for
exporters, all under the umbrella of a special Government
Export Institute: from educational seminars, through the
modernization of trade services in the banking system
(including Electronic Document Interchange - EDI), the
provision of grants to finance marketing, the opening of
sales representative offices abroad and the participation in
trade fairs, the insurance of export transactions and of
forward foreign exchange rates through a special



government agency, trade delegations to non-traditional,
new export markets - and up to the instalment of export
subsidies in certain cases.

We will penalize the imports of non-productive
consumption goods by imposing excise taxes on them, by
levying taxes on their usage and maintenance, by
demanding a declaration concerning the source of the
funds used to import them and - when and if necessary -
by imposing import quotas.

We will not resort to administrative discriminatory trade
practices and to administrative and political devaluation of
the foreign exchange rate. But we will put exports as our
motto during our tenure.

Economic Sectors
1. Industry and Crafts

This government will not let the economy drift in the
stormy water of international competition - unguided and
unassisted.

It will have a clear industrial policy and order of priorities.

It will announce these priorities and back them with tax
and other incentives.

It will establish Industrial Councils in which members of
the government will convene periodically with
representatives of industry to discuss problems and
solutions. Each council will be dedicated to a different
sector and national councils will deal with issues common
to all industrial sectors.

The government will put at the disposal of the industrial



sector all the infrastructure that it currently possesses but
does not operate.

The government will direct its development efforts and
budget resources to areas - both geographical and sectoral
- mandated under the Industrial Policy.

The government will create an "Industrial Goods
Exchange" which will facilitate the flow of information
between its members and to the outside world concerning
which goods are available and at which price.

The government will encourage the formation of
household-sized small crafts factories. These will
manufacture goods unique to the Macedonian cultural
heritage - or subcontract for bigger firms. They will be
treated as small businesses, with all the benefits accruing
to them.

2. Agriculture
The Macedonian agriculture is in shambles.

The government will not attempt to artificially resuscitate
those segments which are non-competitive and inefficient.

The government will conduct a nationwide survey of all
the agriculture stock: infrastructure, livestock, inventories,
needs.

Based on this thorough survey, the government will
declare a national Agricultural Policy, similar to its
Industrial Policy. The two should be synergistically
linked. For instance, the government will encourage
agricultural produce which could serve as raw materials
for a domestic industry.



The government will encourage the transition to hi-tech,
high value added, sophisticated, off season agriculture. It
will initiate education and technology transfers in the
agricultural sector, aided by other countries and
governments.

It will provide financing and procure know-how to
establish regional processing centres (cold storage,
controlled air storage, packing and sorting centres,
slaughterhouses, mini-dairies and so on) with the aim to
move our agriculture from the level of raw materials to
semi-finished and finished products which are much more
lucrative.

Above all, the government will encourage efficiency in all
phases of the production and distribution cycles:

Old irrigation methods will be replaced with new
technology.

Ploughing, sowing, diluting, planting, greenhouses, the
full utilization of existing machinery, new seeds,
biotechnology - all need to be tackled using new
techniques and methods available in the world.

Bottlenecks related to distribution and the operation of the
markets render our produce expensively non-competitive
even when compared to imported produce.

This anomaly must be solved by improving transport and
distribution channels.

Market accessibility and produce availability are,
arguably, Agriculture's two biggest problems in
Macedonia.

Another problem, is lack of communication and



information. At times, products are imported from abroad
that are available a few kilometres away!

The government will initiate an "Agricultural
Commodities Exchange" which will facilitate the flow of
information among its members.



3. Transportation and Telecommunications

Transportation and telecommunications are the blood
vessels in the economic body of the nation. In Macedonia,
these blood vessels are in advanced stage of
sedimentation. To restore them and to replace them with
more appropriate vessels is a prerequisite, a precondition
to the resuscitation of the Macedonian economy.

The government will attract private firms to build
transportation infrastructure and facilities, by offering to
them long term concessions in a "Build, Operate,
Transfer" (BOT) approach. This way, roads, railways,
river facilities, petrol stations - all can be constructed with
a minimal investment of taxpayer's money.

The government will open the telecommunications market
to unrestrained competition in all fields: domestic calls,
international calls, internet service provision, data
transfers and verification, EDI, satellite communications,
cellular phone networks, paging systems and all other
areas of telecommunications.

It will auction frequencies and licences and rights in a
series of international tenders, open to participants from
all over the world. The proceeds will be invested in the
further development of infrastructure.

It will maximize the income to the nation from the use of
its resources - while guaranteeing more choice, higher
quality, better services, bigger efficiency - and all this at
no cost to the public purse!

The government will privatize all its holdings in
transportation and telecommunications facilities and
companies. It will sell its shares through international,



competitive tenders without limitation as to the nationality
of the participants. The proceeds will be invested in
infrastructure only.

4. The Information and Knowledge Industries

Macedonia has a high rate of educated workforce, most of
it computer literate and those who are not can easily
acquire computer literacy.

The government will attract multinational firms to
establish back-office operations here: data processing,
processing of claims, telemarketing, settlement of
transactions, software duplication, microchip production
and other low skill information technology activities.

Concurrently, the government will emphasize computer
literacy and education both in existing educational and
academic institutions - and in private sector schools.

The government will commence a national drive to open
computer classes in all the schools of Macedonia and to
initiate all the members of the younger generations in the
use of the information highway. It will appeal to nations
and to organizations around the world to assist it in this
effort. It will also appeal to the Macedonian diaspora all
over the world to contribute the necessary equipment.

The government will encourage the formation of software
development firms, internet related international activities
and other knowledge industries. It will strive to transform
Macedonia into a production and development base for all
of the Balkan area.

The government will establish a strong presence on the
Internet by opening websites to promote exports, foreign
direct investment (FDI) and tourism.



It will encourage firms to minimize their costs by using
the Internet as their communications backbone - rather the
existing telephony system.

The government will step up its support of scientific and
technological activities and especially research and
development. It will offer tax incentives, loans and grants
for the development of new products. It will be entitled to
royalties from future sales until it has been fully repaid.

It will establish a "Chief Scientist" Office in the Ministry
of Industry to supervise these activities and to authorize
applications for such funding.

The government will initiate the creation of a
"Macedonian Venture Capital Fund" to invest in
intellectual property (patents, designs, trademarks,
copyrighted material, etc.) generated within the Republic.
It will invite Macedonians in the diaspora to participate in
it, as well as foreign venture capital funds and funds from
the relevant European Union organs.

The government will enhance the image of Macedonia as
an "emerging economy". This is an asset hitherto totally
unused. There are numerous financial sources in the world
(mutual funds, pension funds, investment banks, private
investors) looking to invest exclusively in emerging
markets and emerging economies. Macedonia should have
tapped these resources - but has neglected them and did
not attract the funds which were available to it.

5. Construction

The construction sector is not only a gauge of national
economic health - it is also a barometer, signalling the
future. A host of industries and crafts are involved in the
complex process of construction.



The government will encourage residential construction
by providing state guaranteed construction loans, on the
one hand - and mortgage backed loans to young couples,
on the other hand.

Every developer and construction group which will
initiate a residential property project - will be entitled to
receive upto 70% of the construction costs in the form of a
construction loans, linked to the appreciation in the value
of the property, as the construction proceeds. These loans
will be guaranteed by a special government authority.

Young couples who wish to buy a home, will receive up to
15 year loans covering up to 50% of the price of the
apartment, with subsidized interest rates and low
repayments with the property as the collateral.

The government will sell housing that it possesses in a
public auction.

The government will discourage - through the tax system -
any property owner who chooses not to rent his
apartment.

The government will encourage - through the tax system -
construction of housing projects for rental purposes, the
construction of one bedroom housing units and
construction in the periphery of cities.

The government will auction the land that it owns and sell
it below market prices to private land developers -
providing that they pass these discounts to the future
homeowners.

The government will grant a licence to operate
"Apartment Exchanges" on a commercial basis.



6. Tourism and Catering

Macedonia contains many sites which constitute an
important part of the international cultural heritage.
Unfortunately, these sites are not preserved, the
infrastructure to accommodate international tourism is
absent or dilapidated and the huge potential of
Macedonia's breathtaking landscapes, archaeology and
sites remains largely that: a potential.

This government recognizes tourism to be an export item.

It will encourage the construction of all types of tourism
infrastructure: all grades of hotels, catering to different
populations, restaurants, roads, signs, public utilities, fully
equipped camping sites, panoramic views, etc.

The government will conduct a national survey of
Macedonia and take stock of all the "tourism inventory":
sites, hotels, restaurants, camping facilities, utilities,
roads, signs, museums and so on.

The state that each tourism asset is in will be noted: is it
decrepit, badly maintained, not tourist-friendly, lacking
signs or explanations in foreign languages, lacking access
roads, water, public lavatories.

The government will invest its own resources in small
ticket items, in the maintenance of the sites and their
transformation into tourist friendly locations and in the
marketing of Macedonia worldwide as an hidden,
unspoiled paradise.

Concurrently, the government will collaborate with
private - domestic and foreign - entrepreneurs, who wish
to construct facilities to accommodate international
tourism. It will assist in attracting a major hotel



management firm to invest in Macedonia and give its
name and expertise to the local operation.

The government will strive to educate our citizens to
welcome foreigners and be tolerant and understanding
when confronted with differences in culture and
behaviour.

The government will encourage both low spending and
high flying types of tourism: backpack, young tourists,
campers and businessmen.

The government will establish modern facilities for
congresses, conventions and trade fairs in Skopje and in
two other major cities.

Banking, Finance and the Capital Markets

Economic activity cannot be pursued without the
continuous support of stable and risk assuming banking
system and capital markets. Unfortunately, Macedonia has
neither.

The government will reduce the capital requirements to
open a bank, to allow for increased competition in this
sector. It will, however, screen applications more carefully
and refuse investors with no thorough background in
banking.

The government will abolish all non-banking financial
institutions and encourage banks to open branches
throughout the country by reducing the capital required to
do so.

The function of Bank Supervision will be separated from
the Central Bank and transferred to a distinct government
agency with judicial and criminal prosecution powers.



However, liquidity and reserves policies will still be
determined by the Central Bank.

All the banks will be required to manage their accounts
using western accounting methods and to be audited by a
Western auditor. The banks will supply the Supervision
authorities with quarterly exposure and asset risk
assessments.

To reinstate the trust between the population and the
banking system, the government will strengthen
considerably the role and the financing of the Deposit
Insurance agency. The government will fully guarantee its
obligations.

By providing tax incentives, the government will
encourage the banks to computerize and to reduce their
costs (and the waste of their clients' resources) by
performing more and more banking functions through
unmanned teller machines.

The banks will administer the government's plans for
small businesses and for export encouragement.

But banks are only part - albeit, indispensable - of the
total picture of capital markets in a modern economy.

The other part are the various exchanges, headed by the
Stock exchange.

The latter has performed dismally in the first year of its
existence, not least because the government refrained
from using it in the process of privatization and because it
had no political clout.

This government will regard the Stock Exchange as a
prime financing instrument in the economy. It will



encourage its activities in many ways:

It will offer tax breaks (up to total exemption from capital
gains tax) to owners of stock in listed companies;

It will educate the public as to how to use the Stock
Exchange as a capital market - and as to how to trade in it;

It will encourage employees and managers who received
stock during the privatization process to trade their shares
through the services of the Stock Exchange;

It will establish free legal and accounting services for
firms who wish to be enlisted;

It will continue the process of privatization through the
Stock Exchange;

It will raise and recycle some of its internal debt through
the Stock Exchange;

It will not tax long term holding of shares as an
investment;

It will support the creation of mutual funds and voucher
funds.

Today, 145,000 of our citizens are nominal shareholders.
Their wealth depends on their ability to infuse their firms
with new capital, new management techniques, new ideas
and technological innovation. Some will succeed - but
others will not.

This government will not re-nationalise privatized firms
whose new owners default on their undertakings to pay
the Agency for Transformation of Enterprises with Social
Capital.



It will also not re-nationalise privatized firms whose new
owners mismanage or procrastinate on vital business
decisions.

This government, in short, will not be the lender of last
resort to economic basket cases. It will not re-instate an
economic system which failed so miserably just less than
a decade ago.

Instead, it will look to the domestic capital markets to do
the job of mediating between private, domestic and
international, capital and bargain basement priced firms.

Because we anticipate this imminent need in fresh capital
and business outlook - we decry the need in efficient,
liquid capital markets.

The process of privatization in Macedonia was botched,
misused, mismanaged and abused to a point of no return.
Companies were transferred at ridiculously low prices to
the very same people that brought the companies to their
sorry state in the first place. This was privateering - not
privatization. Crony capitalism was loose and nepotism
celebrated.

But now all this is behind us and there is nothing much
which can be done to reverse the wheel of history. In the
future we will have to suffer the results of this careless,
negligent approach to the disposition of the assets of this
nation.

But this country cannot pay anymore for the mistakes and
wrongdoing of its political level and it has suffered
enough.

It must now prepare the financing alternatives through the
establishment of healthy banks and a healthy capital



market.

Foreign Direct Investment (FDI)
and Free Trade Zones (FTZ)

This governments regards FDI to be its only measure of
success or failure in office. If foreign investors vote
confidence in it - the whole Macedonian economy would
look different.

The government will establish 2-3 free trade zones in
Macedonia - one near Skopje and two others in more
peripheral areas, close to main transportation veins. These
areas will be declared completely off-shore and ex-
territorial.

They will be dedicated to industrial and to processing
activities - but will allow, in their charter for holdings,
banking, insurance and financing activities, as well.

This government will attract FDI by:

Fiercely protecting property and intellectual property
rights;

Revamping and restructuring the judicial system to allow
for efficient enforcement of the law;

Offering tax incentives, grants and loans;

Appealing to Macedonians abroad, offering them special
treatment;

Improving the general business and economic climate in
the country;

Instituting full disclosure and Western accounting
methods;



Emphasizing the natural and human endowments of
Macedonia;

Providing ever improving telecommunications and
financial infrastructure;

Participating in a Venture Capital Fund for Macedonia;

Encouraging prime Macedonian firms to list and trade
their securities abroad;

Revitalizing the local capital markets to provide for exit
strategies;

Collaborating with international financial institutions;

Educating the population to approach international
financial sources for their financing needs;

Establishing free trade zones;

Improving the physical infrastructure using BOT
arrangements;

Promoting Macedonia abroad for what it is: a unique
opportunity.

Return



An Evaluation of the Devaluation

A Minister of Finance is morally right to lie about a
forthcoming devaluation and a woman has the right to lie
about her age. This is the common wisdom.

Rumours about a devaluation of the Macedonian Denar
versus the major currencies were in the air during the last
few weeks. Still, no government official had to lie. The
market just did not believe it. The unofficial exchange rate
stayed put at 27 MKD to the Deutschmark even as the
devaluation was taking place.

This is strange. Devaluation rumours are usually reflected
in the street exchange rates. The MKD has held its turf
against other currencies in the last three years. A
devaluation seemed like a reasonable proposition - or was
it?

Why do governments devalue their currencies? They do it
mainly to improve the balance of trade. A devaluation
means that more local currency is needed to purchase
imports and exporters get more local currency when they
convert the export proceeds (the foreign exchange that
they get for their exports). In other words: imports
become more expensive - and exporters earn more money.
This is supposed to discourage imports - and to encourage
exports and, in turn, to reduce trade deficits.

At least, this is the older, conventional thinking. A
devaluation is supposed to improve the competitiveness of
exporters in their foreign markets. They can even afford to
reduce their prices in their export markets and to finance
this reduction from the windfall profits that they get from
the devaluation. In professional jargon we say that a
devaluation "improves the terms of trade".



But before we examine the question whether all this is
true in the case of Macedonia - let us study a numerical
example.

Let us assume that we have a national economy with for
types of products:

Imported, Exported, Locally Produced Import Substitutes,
Locally consumed Exportable Products. In an economy in
equilibrium all four will be identically priced, let us say at
2700 Denars (= 100 DEM) each.

When the exchange rate is 27 MKD/DM, the total
consumption of these products will not be influenced by
their price. Rather, considerations of quality, availability,
customer service, market positioning, status symbols and
so on will influence the consumption decision.

But this will all change when the exchange rate is 31
MKD/DM following a devaluation.

The Imported product will now be sold locally at 3100.
The Importer will have to pay more MKD to get the same
amount of DM that he needs to pay the foreign
manufacturer of the product that he is importing.

The Exported products will now fetch the exporter the
same amount of income in foreign exchange. Yet, when
converted to MKD - he will receive 400 MKD more than
before the devaluation. He could use this money to
increase his profits - or to reduce the price of his product
in the foreign markets and sell more (which will also
increase his profits).

The Locally Produced Import Substitutes will benefit:
they will still be priced at 2700 - while the competition
(Imports) will have to increase the price to 3100 not to



lose money!

The local consumption of products which can, in
principle, be exported - will go down. The exporter will
prefer to export them and get more MKD for his foreign
exchange earnings.

These are the subtle mechanisms by which exports go up
and imports go down following a devaluation.

In Macedonia, the situation is less clear. There is a great
component of imported raw materials in the exported
industrial products. The price of this component will
increase. The price of capital assets (machinery,
technology, intellectual property, software) will also
increase and make it more difficult for local businesses to
invest in their future. Still, it is safe to say that the overall
effect of the devaluation will favour exporters and exports
and reduce imports marginally.

Unfortunately, most of the imports are indispensable at
any price (inelastic demand curve): raw materials, capital
assets, credits, even cars. People buy cars not only to drive
them - but also in order to preserve the value of their
money. Cars in Macedonia are a commodity and a store of
value and these functions are difficult to substitute.

But this is all in an idealized country which really exists
nowhere. In reality, devaluation tends to increase inflation
(=the general price level) and thus have an adverse macro-
economic effect. Six mechanisms operate immediately
following a devaluation:

1. The price of imported products goes up.

1. The price of goods and services, denominated in
foreign exchange goes up. An example: prices of



apartments and residential and commercial rentals
is fixed in DEM. These prices increase (in terms of
MKD) by the percentage of devaluation -
immediately! The same goes for consumer goods,
big (cars) and small (electronics).

Exporters get more MKD for their foreign
exchange (and this has an inflationary effect).

People can convert money that they saved in
foreign exchange - and get more MKD for it. A
DEVALUATION IS A PRIZE GIVEN TO
SPECULATORS AND TO BLACK MARKET
OPERATORS.

Thus, the cost of living increases. People put
pressure on their employees to increase their
salaries. Unfortunately, there is yet no example in
history in which governments and employers were
completely successful in fending off such
pressures. Usually, they give in, wholly or
partially.

Certain countries tried to contain such wage
pressures and the wage driven inflation which is a
result of wage increases.

The government, employee trade unions and
representatives of employers’ unions - sign
"economic pacts or package deals".

The government undertakes not to raise fees for
public services, the employers agree not to fire
people or not to reduce wages and employee trade
unions agree not to demand wage hikes and not to
strike.

Such economic pacts have been very successful in
stabilizing inflation in many countries, from Israel
to Argentina.



Still, some of the devaluation inevitably seeps into
the wages. The government can effectively control
only such employees as are in its direct

employment. It cannot dictate to the private sector.

1. Inflation gradually erodes the competitive
advantage awarded to the exporters by the
devaluation which preceded it. So devaluations
have a tendency to create a cancerous chain
reaction: devaluation-inflation followed by more
devaluation and yet by more inflation.

Arguably, the worst effect of a devaluation is the
psychological one.

Macedonia has succeeded where many other countries
failed: it created an atmosphere of macro-economic
stability. It is a fact that the differential between the
official and non-official exchange rates was very small
(about 3.5%). This was a sign of trust in the macro-
economic management. This devaluation had the effects
of drugs: it could prove stimulating to the economic body
in the short term - but it might be harmful to it in the
longer term.

These risks are worth taking under two conditions:

1. That the devaluation is part of a comprehensive
economic program intended to stimulate the
economy and mainly the export sector.

1. That the devaluation is part of a long term macro-
monetary plan with clear, OPENLY DECLARED,
goals. In other words: the government and the
Central Bank should have designed a multi-year
plan, stating clearly their inflation objectives and
by how much they are going to devalue the



currency (MKD) over and above the inflation
target. This is much preferable to "shock therapy":
keeping the devaluation secret until the last minute
and then declaring it overnight, taking everyone by
surprise. The instinctive reaction is: "But if the
government announces its intentions in advance -
people and speculators will rush to take advantage
of these plans. For instance, they will buy foreign
exchange and put pressure on the government to
devalue by dilapidating its foreign currency
reserves".

If so, why didn’t it happen in Israel, Argentina, Chile and
tens of other countries? In all these countries, the
government announced inflation and devaluation targets
well in advance. Surprisingly, it had the following effects:

1.

The business sector was able to plan its operations
years in advance, to price its products properly, to
protect itself by buying financial hedge contracts.
Suddenly, the business environment became safe
and predictable. This had an extremely favourable
micro-economic effect.

The currency stabilized and displayed qualities
normally associated with "hard currencies". For
instance, the New Israeli Shekel, which no one
wanted to touch and which was immediately
converted to US dollars (to protect the value) -
became a national hit. It appreciated by 50% (!)
against the dollar, people sold their dollars and
bought Shekels - and all this with an inflation of
18% per year! It became a truly convertible
currency - because people could predict its value
over time.



1. The consistency, endurance and resilience of the
governments in implementing their macro-
economoic agendas - made the populace regain
their trust. Citizens began to believe their
governments again. The openness of the
government, the transparency of its operations and
the fact that it kept its word - meant a lot in
restoring the right, trusting relationship which
should prevail between subjects and their
administration.

That strict measures are taken to prevent the
metamorphosis of the devaluation into inflation. The usual
measures include a freeze on all wages, a reduction of the
budget deficit, even temporary anti-import protective
barriers to defend the local industries and to reduce
inflationary pressures.

Granted, the government of Macedonia and its Central
Bank are not entirely autonomous in setting the economic
priorities and in deciding which measures to adopt and to
what extent. They have to attune themselves to "advice"
(not to say dictates or conditions) given by the likes of the
IMF. If they fail to do so, the IMF and the World Bank
will cut Macedonia off the bloodlines of international
credits. The situation is, at times, very close to coercion.

Still, Macedonia could use successful examples in other
countries to argue its case. It could have made this
devaluation a turning point for the economy. It could have
reached a nationwide consensus to work towards a better
economic future within a national "Economic Agenda". It
is still not to late to do so. A devaluation should be an
essential part of any economic program. It could still be
the cornerstone in an export driven, employment oriented,
economy stimulating edifice.



Return



Marketing Macedonia

Speech delivered at the AIESEC congress in
Skopje, 1997

Many Macedonians ask me: why do foreign investors
refrain from investing in Macedonia?

This reminds me of one Jewish joke and of three (true)
stories.

The stories first:

In the November 1st, 1997 edition of the prestigious
economic magazine, "The Economist", there is an ad
published by the Berlin Economic Development
Corporation. It contains the names of all the countries in
Eastern and Central Europe including such godforsaken
ones as Azerbaijan and Kyrgyzstan. Only one name is
missing: Macedonia.

A second story: all the important internet sites provide
their users with lists of countries. The users use these lists
to identify themselves to the webmasters of the site and to
other visitors. The lists are very comprehensive. Even the
names of tiny quasi-republics are included (anyone ever
heard about Tuvalu?).

With the exception of very few Websites, Macedonia is
not to be found on any of these lists.

One last story: on my way from Prague to Skopje, I was
seriously asked by a reservations clerk of one of the
leading airlines whether Skopje (Macedonia's capital since
time immemorial) was a suburb of Belgrade.



These are tragicomic incidents. Still, they remind me of
the Jewish joke that I promised you:

In a small Jewish town there was a Jew who made it a
habit to complain to God weekly: he never won the lottery
while many of his neighbours turned rich by playing the
game. Finally, God (apparently utterly fed up) thundered
at the hapless Jew: I have been trying to help you for
decades - but for Christ's sake, would you please BUY A
LOTTERY TICKET!

To attract FDI (Foreign Direct investment), the recipient
country must meet a few conditions.

The first condition is rather obvious: foreign investors
must know that the country exists. Very few people know
that the Republic of Macedonia exists, let alone where it
is, what is it producing and selling and other basic
economic facts about it.

In an age of advanced communications and transportation,
investors are faced with a glut of information. Countries
must differentiate themselves by investing in their own
"brand names".

Any failure to disseminate relevant economic information
translates into diminishing geopolitical leverage and
decreasing foreign investments. In certain cases it puts the
very existence of the country at risk. Is the West likely to
send peacekeepers or soldiers, aid and know-how to a
country no one ever heard of? If the West has no vested
interests in Macedonia - will it really matter if it ceases to
exist?

To answer these questions, I will analyze three cases:
Israel between 1948-1968, Great Britain during the new
"Labour" era (the "branding" period) and Slovenia after
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1990. We can use the lessons derived from these three
disparate case studies to draw up a blueprint of public
relations for Macedonia.

1. The Case of Israel

The small (20,700 sq. km.) State of Israel was established
in 1948. Its very establishment was a brilliant geopolitical
and political coup, a masterly use of public relations.

Israel was openly described as an "ethnically clean"
country intended to accommodate the world's Jews.
Citizenship was granted on a racial-genetic basis: a person
whose mother was Jewish was eligible for citizenship
immediately. All others had to go through a tortuous (and
often unsuccessful) process to obtain the same.

Despite these politically very incorrect and unappetizing
features, the Jewish State enjoyed tremendous popularity
throughout its first years of existence. This popularity was
cleverly translated into one of the world's most thriving
and vibrant economies. Many attribute this phenomenal
success to the (partly imaginary) clout of world Jewry.
This explanation is not sufficient (or true).

The political leadership of the Zionist (Jewish national)
movement made good use of other PR angles:

One third of the Jewish people were cold-bloodedly
slaughtered during the Second World War. Many other
nations suffered huge losses in human lives (Russia lost
20,000,000 people!). Still, no other nation or ethnic group
was wiped off the face of a whole continent and no other
nation or ethnic group was persecuted merely due to its
religion or racial origin. Jews were murdered because they
were Jews and for no other reason.



Understandably, the world felt guilty. The remaining Jews
were able to leverage this guilt and to extract political and
financial benefits out of an otherwise reluctant
international community. Many countries (both the USA
and the USSR, for instance) felt that they had to support
the creation of a safe haven for Jews somewhere on the
planet. Others felt obliged to compensate the victims
monetarily (Germany).

This (totally justified) guilt was further compounded by
the hostile and violent Arab reaction to the possible
emergence of a Jewish State amidst them. Israel cast itself
in the role of David against an Arab Goliath, the youthful
underdog versus the corrupt giant (Rocky), the one against
the many (Arab countries).

In truth , Israel was always much stronger militarily than
all its neighbours combined. But it succeeded in
maintaining the false image of a "maiden in distress" for
decades. Moreover, Israel presented itself as the staunch
ally of such Western powers as Britain, France (1956) and
the USA. It assumed the role of a democratic bastion in an
authoritarian sea, the protector of Western interests in a
deeply unstable, unpredictable and perturbed part of the
world.

Truth be told, until very recently Israel really was the only
democracy in the Middle East, a stable polity with
European roots (the Israeli elites emigrated from Central
and Eastern Europe or from Western Europe and the
USA). It came to resemble the United States and Europe
in many ways, spawning hi-tech industries, its populace
literate and numerate, sporting a varied and pluralistic
culture. Israel firmly adhered to civil society principles
like the rule of law, a work ethic, fair play, and
maintaining a system of genuine popular representation.



Israel did protect the West's interests and, in the process,
came close to becoming an outpost of neo-imperialism
and neo-colonialism. But it chose right early on by
wholeheartedly embracing capitalism and the West. It was
aligned in a period of non-alignment (remember Tito and
Nasser).

Israel cleverly positioned itself as the only humane
solution to one of the world's most pressing problems:
migration from Eastern Europe. During the 1990s, it
received 10 billion USD in loan guarantees from the USA
intended to help it to successfully assimilate a million
mainly Russian Jews ("who otherwise" - the Israeli
argument went - "would have flooded the West").

Granted, it is not all spin. Israel does offer some real
relative advantages. It is a perfect transit point between all
the important emerging markets (Africa included). It has
an inordinately highly educated, polyglot workforce and it
enjoys capital inflows from the West and from Jews all
over the world.

Still, Israel is a triumph of image over substance and over
fact.

Consider this: Israel is by far the most dangerous place for
a Jew to inhabit - yet every Jew (and gentile regards it as a
safe harbor and a shelter. Israel is of no real strategic
significance (see its marginal role during the Gulf war) -
yet the mighty USA behaves as though it is the most
important spot on Earth. It is no longer the only
democracy in the region - but is still wrongly known as
such. This is the power of place marketing and nation
branding.

1I. The Case of Slovenia



From its inauspicious inception, Slovenia marketed itself
aggressively. It even hired expert lobbyists to work the
corridors of power in the UN and in the USA. It cultivated
journalists, media executives, and public relations
personnel in big business. It shamelessly - and
successfully - engaged in outright economic and political
propaganda. As a result, it has an excellent public image -
supported by a far less excellent reality. Still, the country's
marketing is sufficiently based on realistic elements to
convince others.

The elections in November 1996 put paid to any
semblance of political stability. The (former) communists
opened old wounds by calling not to compensate
collaborators with the Nazi and Fascist occupation forces
for their nationalized property. A debate erupted between
proponents of the free market and supporters of the
"social model" concerning the future of the welfare state.

But everyone, regardless of political hue, are united
behind a Western (EU) and Northern (NATO) orientation,
away from the Balkans in general and from other former
Yugoslav states in particular. The Slovenes even refuse to
connect the port of Rijeka (Croatia) with Corridor 5 (the
Barcelona-Kiev thoroughfare) for fear of being again
identified with their backward neighbors.

The Slovenes emphasize their differences (and
disagreements) with Croatia on shipping prices, border
demarcation and control, banking, the use and abuse
nuclear power an a lot more. They are eager to distinguish
themselves from the morass that is their geography. The
message they broadcast to the world is: see how different
we are from these semi-civilized remnants of the Yugoslav
Federation.



Slovenia presents itself as a bridge between East Europe
and its West, between Central Europe and Asia. It made
peace with Prodi's Italy and publicized the good services
that it is offering to landlocked Austria and Hungary,
current EU members and prospective ones (since the
speech was delivered, both Hungary and Slovenia became
full members of the European Union - SV).

The Slovenes flooded the world media with data
regarding every aspect of their maritime ascendance. They
celebrated when Slovenia's port, Koper overtook Trieste
in cargo handled, with its docks improved. Traffic will
double in 10 years, they boast.

Slovenia's Foreign Minister (Kracun) is unequivocal:
Slovenia is politically and mentally removed from the
Balkans. With 10,000 USD GDP per capita (14,000 USD
in 2004 - SV), it is richer than the poorest EU countries
(Portugal, Greece) and will soon become a net contributor
to the EU budget thus joining an exclusive club (with
Germany).

Inflation is low as Slovenia was not influenced by the
collapse of the Yugoslav internal market (70% of its trade
is with the EU), its currency is stable, its budget balanced,
its public debt close to invisible. This is a country to do
reliable, long term business with, imply the Slovenes.

Swept under the public relations carpet is the true picture:
crony privatization, foreign investors shunned, state and
private companies do not restructure and are not
competitive, wages are much too high and price many
Slovene industries out of existence. Unemployment is
rising (14%), growth is slowing and industrial production
slumping. Moreover, the Slovenes are highly xenophobic
and fiercely independent. They do not want to belong to



another political federation, so they detest the idea of the
EMU (the euro).

Every now and then, the world media have a new star: it
used to be the Czech Republic or Albania - now it is
Poland and Hungary. Slovenia was never regarded as a
meteor (rising and falling) - rather as the North Star:
always present, a reliable navigational aide. These are the
results of a very successful marketing, market positioning,
lobbying, image making and public relations campaign.

Many countries have drastically altered their image
through a concerted, intentional effort: Spain, Chile,
Ireland, and Australia to mention a few. The last to seize
on the idea that a country is like a brand name and (like
any other product) has to be re-branded from time to time,
is Britain.

To summarize a very livid and complex debate,
Britishness has acquired either a bad or a staid name,
depending on whom you ask. To be British means to be:
past-oriented, xenophobic and imperialist, vaguely
negative (older people) to totally indifferent (younger
folks).

Foreign investors (inward investment is fairly high)
identify Britishness with inflation, strikes and quaint
products. British companies (British Telecom and British
Airways as of late) are doing their best to disguise their
Britishness. Tourists regard Britain as a huge museum
with slightly eccentric traditions. The British Tourist
Agency is dropping the Union Jack and Tony Blair is
hosting film stars and fashion designers in Downing Street
to project an image of a cool, creative, young

country. This as opposed to the sitcom image of white,
protestant and imperialist.



Paradoxically, to be British might mean to be less and less
British. Only 48% of Britons see themselves as British.
The Sports Minister called lately not to play the anthem
and not to wave the British flag on international sports
occasions. People think that less nationalism means more
trade and less war.

A British think-tank (a novelty in Britain), Demos,
defined the six new dimensions of future Britishness
(courtesy of "The Economist"):

« A Global Hub (an exchange of goods, messages
and ideas) - a bridge between Europe and America
(examples: the City, Heathrow);

« A Creative Island - crammed with innovating
minds from science to music;

« A Hybrid Nation - deriving strength from ethnic
and cultural diversity;

« A Silent Revolutionary - espousing non-violent
change and a trend-setter (from privatization to de-
industrialization and to constitutional reform);

« A Nation of Buccaneering Entrepreneurs;
« The Nation of Fair Play and the Rule of Law.

The belief (really ungrounded in research) is that
rebranding Britain will boost its economy.

And from Britain to another poorly branded country:
Macedonia.

Macedonia has a lot of marketable advantages - and one
of the worst marketing strategies amongst the economies



in transition:

It has rich natural endowments (much more
than Israel);

An educated workforce (much more than
South Korea, Thailand and China);

(Relatively) cheap labour (paid less than in
Croatia, Slovenia, the Czech Republic);

A massive diaspora of Macedonians abroad
(relatively more than any other nation
except the Jews);

Political and macroeconomic stability
(much more than any other Balkan country,
Greece included);

Natural trading instincts (Macedonians
have graduated from 500 years of the
Turkish School of Survival and did their
post graduation in the Communist
University of Getting By);

The sympathy reserved for a small country
surrounded by mightier enemies

A unique geopolitical and cultural role (by
virtue of its history, its culture and,
especially its peaceful role in the last
Balkan War - the Yugoslav disintegration);

An advantageous geographical location
(the perfect transit route between Europe
and Asia, much better positioned than
Slovenia for certain purposes).



None of these advantages is properly brought to the
attention of the world. Macedonia hits the headlines only
when ethnic tensions erupt.

To thrive, this crucial handicap must be radically altered.
The experiences described in this articles might show the
Macedonian decision makers the way to the creation of a
new brand name: Macedonia.

Also Read

Nation Branding, Place Marketing, and Investment
Promotion

Return
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Does Macedonia Need Competition Laws?
A. THE PHILOSOPHY OF COMPETITION

The aims of competition (anti-trust) laws are to ensure
that consumers pay the lowest possible price (=the most
efficient price) coupled with the highest quality of the
goods and services which they consume. This, according
to current economic theories, can be achieved only
through effective competition. Competition not only
reduces particular prices of specific goods and services - it
also tends to have a deflationary effect by reducing the
general price level. It pits consumers against producers,
producers against other producers (in the battle to win the
heart of consumers) and even consumers against
consumers (for example in the healthcare sector in the
USA). This everlasting conflict does the miracle of
increasing quality with lower prices. Think about the vast
improvement on both scores in electrical appliances. The
VCR and PC of yesteryear cost thrice as much and
provided one third the functions at one tenth the speed.

Competition has innumerable advantages:

0.It encourages manufacturers and service providers to be
more efficient, to better respond to the needs of their
customers, to innovate, to initiate, to venture. In
professional words: it optimizes the allocation of
resources at the firm level and, as a result, throughout the
national economy.

More simply: producers do not waste resources (capital),
consumers and businesses pay less for the same goods and
services and, as a result, consumption grows to the benefit
of all involved.

b. The other beneficial effect seems, at first sight, to



be an adverse one: competition weeds out the
failures, the incompetents, the inefficient, the fat
and slow to respond. Competitors pressure one
another to be more efficient, leaner and meaner.
This is the very essence of capitalism. It is wrong
to say that only the consumer benefits. If a firm
improves itself, re-engineers its production
processes, introduces new management
techniques, modernizes - in order to fight the
competition, it stands to reason that it will reap the
rewards. Competition benefits the economy, as a
whole, the consumers and other producers by a
process of natural economic selection where only
the fittest survive. Those who are not fit to survive
die out and cease to waste the rare resources of
humanity.

Thus, paradoxically, the poorer the country, the less
resources it has - the more it is in need of competition.
Only competition can secure the proper and most efficient
use of its scarce resources, a maximization of its output
and the maximal welfare of its citizens (consumers).
Moreover, we tend to forget that the biggest consumers
are businesses (firms). If the local phone company is
inefficient (because no one competes with it, being a
monopoly) - firms will suffer the most: higher charges,
bad connections, lost time, effort, money and business. If
the banks are dysfunctional (because there is no foreign
competition), they will not properly service their clients
and firms will collapse because of lack of liquidity. It is
the business sector in poor countries which should head
the crusade to open the country to competition.

Unfortunately, the first discernible results of the
introduction of free marketry are unemployment and



business closures. People and firms lack the vision, the
knowledge and the wherewithal needed to support
competition. They fiercely oppose it and governments
throughout the world bow to protectionist measures. To no
avail. Closing a country to competition will only
exacerbate the very conditions which necessitate its
opening up. At the end of such a wrong path awaits
economic disaster and the forced entry of competitors. A
country which closes itself to the world - will be forced to
sell itself cheaply as its economy will become more and
more inefficient, less and less competitive.

The Competition Laws aim to establish fairness of
commercial conduct among entrepreneurs and competitors
which are the sources of said competition and innovation.

Experience - later buttressed by research - helped to
establish the following four principles:

1. There should be no barriers to the entry of new
market players (barring criminal and moral
barriers to certain types of activities and to certain
goods and services offered).

1. Alarger scale of operation does introduce
economies of scale (and thus lowers prices).
This, however, is not infinitely true. There is a
Minimum Efficient Scale - MES - beyond which
prices will begin to rise due to monopolization of
the markets. This MES was empirically fixed at
10% of the market in any one good or service. In
other words: companies should be encouraged to
capture up to 10% of their market (=to lower
prices) and discouraged to cross this barrier, lest
prices tend to rise again.



1. Efficient competition does not exist when a market
is controlled by less than 10 firms with big size
differences. An oligopoly should be declared
whenever 4 firms control more than 40% of the
market and the biggest of them controls more than
12% of it.

1. A competitive price will be comprised of a
minimal cost plus an equilibrium profit which does
not encourage either an exit of firms (because it is
too low), nor their entry (because it is too high).

Left to their own devices, firms tend to liquidate
competitors (predation), buy them out or collude with
them to raise prices. The 1890 Sherman Antitrust Act in
the USA forbade the latter (section 1) and prohibited
monopolization or dumping as a method to eliminate
competitors. Later acts (Clayton, 1914 and the Federal
Trade Commission Act of the same year) added forbidden
activities: tying arrangements, boycotts, territorial
divisions, non-competitive mergers, price discrimination,
exclusive dealing, unfair acts, practices and methods.
Both consumers and producers who felt offended were
given access to the Justice Department and to the FTC or
the right to sue in a federal court and be eligible to receive
treble damages.

It is only fair to mention the "intellectual competition",
which opposes the above premises. Many important
economists thought (and still do) that competition laws
represent an unwarranted and harmful intervention of the
State in the markets. Some believed that the State should
own important industries (J.K. Galbraith), others - that
industries should be encouraged to grow because only size
guarantees survival, lower prices and innovation (Ellis
Hawley). Yet others supported the cause of laissez faire



(Marc Eisner).

These three antithetical approaches are, by no means, new.
One led to socialism and communism, the other to
corporatism and monopolies and the third to jungle-
ization of the market (what the Europeans derisively call:
the Anglo-Saxon model).

B. HISTORICAL AND LEGAL CONSIDERATIONS

Why does the State involve itself in the machinations of
the free market? Because often markets fail or are unable
or unwilling to provide goods, services, or competition.
The purpose of competition laws is to secure a
competitive marketplace and thus protect the consumer
from unfair, anti-competitive practices. The latter tend to
increase prices and reduce the availability and quality of
goods and services offered to the consumer.

Such state intervention is usually done by establishing a
governmental Authority with full powers to regulate the
markets and ensure their fairness and accessibility to new
entrants. Lately, international collaboration between such
authorities yielded a measure of harmonization and
coordinated action (especially in cases of trusts which are
the results of mergers and acquisitions).

Yet, competition law embodies an inherent conflict: while
protecting local consumers from monopolies, cartels and
oligopolies - it ignores the very same practices when
directed at foreign consumers. Cartels related to the
country's foreign trade are allowed even under
GATT/WTO rules (in cases of dumping or excessive
export subsidies). Put simply: governments regard acts
which are criminal as legal if they are directed at foreign
consumers or are part of the process of foreign trade.



A country such as Macedonia - poor and in need of
establishing its export sector - should include in its
competition law at least two protective measures against
these discriminatory practices:

1. Blocking Statutes - which prohibit its legal entities
from collaborating with legal procedures in other
countries to the extent that this collaboration
adversely affects the local export industry.

1. Clawback Provisions - which will enable the local
courts to order the refund of any penalty payment
decreed or imposed by a foreign court on a local
legal entity and which exceeds actual damage
inflicted by unfair trade practices of said local
legal entity. US courts, for instance, are allowed to
impose treble damages on infringing foreign
entities. The clawback provisions are used to battle
this judicial aggression.

Competition policy is the antithesis of industrial policy.
The former wishes to ensure the conditions and the rules
of the game - the latter to recruit the players, train them
and win the game. The origin of the former is in the 19%
century USA and from there it spread to (really was
imposed on) Germany and Japan, the defeated countries in
the 2" World War. The European Community (EC)
incorporated a competition policy in articles 85 and 86 of
the Rome Convention and in Regulation 17 of the Council
of Ministers, 1962.

Still, the two most important economic blocks of our time
have different goals in mind when implementing
competition policies. The USA is more interested in
economic (and econometric) results while the EU
emphasizes social, regional development and political



consequences. The EU also protects the rights of small
businesses more vigorously and, to some extent, sacrifices
intellectual property rights on the altar of fairness and the
free movement of goods and services.

Put differently: the USA protects the producers and the
EU shields the consumer. The USA is interested in the
maximization of output at whatever social cost - the EU is
interested in the creation of a just society, a liveable
community, even if the economic results will be less than
optimal.

There is little doubt that Macedonia should follow the EU
example. Geographically, it is a part of Europe and, one
day, will be integrated in the EU. It is socially sensitive,
export oriented, its economy is negligible and its
consumers are poor, it is besieged by monopolies and
oligopolies.

In my view, its competition laws should already
incorporate the important elements of the EU
(Community) legislation and even explicitly state so in the
preamble to the law. Other, mightier, countries have done
so. Italy, for instance, modelled its Law number 287 dated
10/10/90 "Competition and Fair Trading Act" after the EC
legislation. The law explicitly says so.

The first serious attempt at international harmonization of
national antitrust laws was the Havana Charter of 1947. It
called for the creation of an umbrella operating
organization (the International Trade Organization or
"ITO") and incorporated an extensive body of universal
antitrust rules in nine of its articles. Members were
required to "prevent business practices affecting
international trade which restrained competition, limited
access to markets, or fostered monopolistic control



whenever such practices had harmful effects on the
expansion of production or trade". the latter included:

0.Fixing prices, terms, or conditions to be observed in
dealing with others in the purchase, sale, or lease of any
product;

b. Excluding enterprises from, or allocating or
dividing, any territorial market or field of business
activity, or allocating customers, or fixing sales
quotas or purchase quotas;

c. Discriminating against particular enterprises;
d. Limiting production or fixing production quotas;

e. Preventing by agreement the development or
application of technology or invention, whether
patented or non-patented; and

f. Extending the use of rights under intellectual
property protections to matters which, according to
a member's laws and regulations, are not within
the scope of such grants, or to products or
conditions of production, use, or sale which are
not likewise the subject of such grants.

GATT 1947 was a mere bridging agreement but the
Havana Charter languished and died due to the objections
of a protectionist US Senate.

There are no antitrust/competition rules either in GATT
1947 or in GATT/WTO 1994, but their provisions on
antidumping and countervailing duty actions and
government subsidies constitute some elements of a more
general antitrust/competition law.



GATT, though, has an International Antitrust Code
Writing Group which produced a "Draft International
Antitrust Code" (10/7/93). It is reprinted in §II, 64
Antitrust & Trade Regulation Reporter (BNA), Special
Supplement at S-3 (19/8/93).

Four principles guided the (mostly German) authors:

1. National laws should be applied to solve
international competition problems;

1. Parties, regardless of origin, should be treated as
locals;

1. A minimum standard for national antitrust rules
should be set (stricter measures would be
welcome); and

1. The establishment of an international authority to
settle disputes between parties over antitrust
issues.

The 29 (well-off) members of the Organization for
Economic Cooperation and Development (OECD) formed
rules governing the harmonization and coordination of
international antitrust/competition regulation among its
member nations ("The Revised Recommendation of the
OECD Council Concerning Cooperation between Member
Countries on Restrictive Business Practices Affecting
International Trade," OECD Doc. No. C(86)44 (Final)
(June 5, 1986), also in 25 International Legal Materials
1629 (1986). A revised version was reissued. According to
it, " ...Enterprises should refrain from abuses of a
dominant market position; permit purchasers, distributors,
and suppliers to freely conduct their businesses; refrain
from cartels or restrictive agreements; and consult and
cooperate with competent authorities of interested



countries".

An agency in one of the member countries tackling an
antitrust case, usually notifies another member country
whenever an antitrust enforcement action may affect

important interests of that country or its nationals (see:
OECD Recommendations on Predatory Pricing, 1989).

The United States has bilateral antitrust agreements with
Australia, Canada, and Germany, which was followed by
a bilateral agreement with the EU in 1991. These provide
for coordinated antitrust investigations and prosecutions.
The United States thus reduced the legal and political
obstacles which faced its extraterritorial prosecutions and
enforcement. The agreements require one party to notify
the other of imminent antitrust actions, to share relevant
information, and to consult on potential policy changes.
The EU-U.S. Agreement contains a "comity" principle
under which each side promises to take into consideration
the other's interests when considering antitrust
prosecutions. A similar principle is at the basis of Chapter
15 of the North American Free Trade Agreement
(NAFTA) - cooperation on antitrust matters.

The United Nations Conference on Restrictive Business
Practices adopted a code of conduct in 1979/1980 that was
later integrated as a U.N. General Assembly Resolution
[U.N. Doc. TD/RBP/10 (1980)]: "The Set of
Multilaterally Agreed Equitable Principles and Rules".

According to its provisions, "independent enterprises
should refrain from certain practices when they would
limit access to markets or otherwise unduly restrain
competition".

The following business practices are prohibited:



Agreements to fix prices (including export and
import prices);

Collusive tendering;

Market or customer allocation (division)
arrangements;

Allocation of sales or production by quota;

Collective action to enforce arrangements, e.g., by
concerted refusals to deal,

Concerted refusal to sell to potential importers;
and

Collective denial of access to an arrangement, or
association, where such access is crucial to
competition and such denial might hamper it. In
addition, businesses are forbidden to engage in the
abuse of a dominant position in the market by
limiting access to it or by otherwise restraining
competition by:

a. Predatory behaviour towards
competitors;

b. Discriminatory pricing or terms or
conditions in the supply or purchase
of goods or services;

c. Mergers, takeovers, joint ventures,
or other acquisitions of control;

d. Fixing prices for exported goods or
resold imported goods;

e. Import restrictions on legitimately-



marked trademarked goods;

f. Unjustifiably - whether partially or
completely - refusing to deal on an
enterprise's customary commercial
terms, making the supply of goods
or services dependent on
restrictions on the distribution or
manufacturer of other goods,
imposing restrictions on the resale
or exportation of the same or other
goods, and purchase "tie-ins".

C. ANTI - COMPETITIVE STRATEGIES

Any Competition Law in Macedonia should, in my view,
excplicitly include strict prohibitions of the following
practices (further details can be found in Porter's book -
"Competitive Strategy").

These practices characterize the Macedonian market.
They influence the Macedonian economy by discouraging
foreign investors, encouraging inefficiencies and
mismanagement, sustaining artificially high prices,
misallocating very scarce resources, increasing
unemployment, fostering corrupt and criminal practices
and, in general, preventing the growth that Macedonia
could have attained.

Strategies for Monopolization

Exclude competitors from distribution channels. - This is
common practice in many countries. Open threats are
made by the manufacturers of popular products: "If you
distribute my competitor's products - you cannot distribute
mine. So, choose." Naturally, retail outlets, dealers and
distributors will always prefer the popular product to the



new. This practice not only blocks competition - but also
innovation, trade and choice or variety.

Buy up competitors and potential competitors. - There is
nothing wrong with that. Under certain circumstances, this
is even desirable. Think about the Banking System: it is
always better to have fewer banks with bigger capital than
many small banks with capital inadequacy (remember the
TAT affair). So, consolidation is sometimes welcome,
especially where scale represents viability and a higher
degree of consumer protection. The line is thin and is
composed of both quantitative and qualitative criteria.
One way to measure the desirability of such mergers and
acquisitions (M&A) is the level of market concentration
following the M&A. Is a new monopoly created? Will the
new entity be able to set prices unperturbed? stamp out its
other competitors? If so, it is not desirable and should be
prevented.

Every merger in the USA must be approved by the
antitrust authorities. When multinationals merge, they
must get the approval of all the competition authorities in
all the territories in which they operate. The purchase of
"Intuit" by "Microsoft" was prevented by the antitrust
department (the "Trust-busters"). A host of airlines was
conducting a drawn out battle with competition authorities
in the EU, UK and the USA lately.

Use predatory [below-cost] pricing (also known as
dumping) to eliminate competitors. - This tactic is mostly
used by manufacturers in developing or emerging
economies and in Japan. It consists of "pricing the
competition out of the markets". The predator sells his
products at a price which is lower even than the costs of
production. The result is that he swamps the market,
driving out all other competitors. Once he is left alone - he



raises his prices back to normal and, often, above normal.
The dumper loses money in the dumping operation and
compensates for these losses by charging inflated prices
after having the competition eliminated.

Raise scale-economy barriers. - Take unfair advantage of
size and the resulting scale economies to force conditions
upon the competition or upon the distribution channels. In
many countries Big Industry lobbies for a legislation
which will fit its purposes and exclude its (smaller)
competitors.

Increase "market power (share) and hence profit
potential.

Study the industry's ""potential”’ structure and ways it
can be made less competitive. - Even thinking about sin
or planning it should be prohibited. Many industries have
"think tanks" and experts whose sole function is to show
the firm the way to minimize competition and to increase
its market shares. Admittedly, the line is very thin: when
does a Marketing Plan become criminal?

Arrange for a "rise in entry barriers to block later
entrants' and "inflict losses on the entrant'. - This
could be done by imposing bureaucratic obstacles (of
licencing, permits and taxation), scale hindrances (no
possibility to distribute small quantities), "old boy
networks" which share political clout and research and
development, using intellectual property right to block
new entrants and other methods too numerous to recount.
An effective law should block any action which prevents
new entry to a market.

Buy up firms in other industries "as a base from which
to change industry structures'’ there. - This is a way of



securing exclusive sources of supply of raw materials,
services and complementing products. If a company owns
its suppliers and they are single or almost single sources
of supply - in effect it has monopolized the market. If a
software company owns another software company with a
product which can be incorporated in its own products -
and the two have substantial market shares in their
markets - then their dominant positions will reinforce each
other's.

"Find ways to encourage particular competitors out of
the industry". - If you can't intimidate your competitors
you might wish to "make them an offer that they cannot
refuse". One way is to buy them, to bribe the key
personnel, to offer tempting opportunities in other
markets, to swap markets (I will give you my market
share in a market which I do not really care about and you
will give me your market share in a market in which we
are competitors). Other ways are to give the competitors
assets, distribution channels and so on providing that they
collude in a cartel.

""Send signals to encourage competition to exit'" the
industry. - Such signals could be threats, promises, policy
measures, attacks on the integrity and quality of the
competitor, announcement that the company has set a
certain market share as its goal (and will, therefore, not
tolerate anyone trying to prevent it from attaining this
market share) and any action which directly or indirectly
intimidates or convinces competitors to leave the industry.
Such an action need not be positive - it can be negative,
need not be done by the company - can be done by its
political proxies, need not be planned - could be
accidental. The results are what matters.

Macedonia's Competition Law should outlaw the



following, as well:
'Intimidate' Competitors

Raise "mobility" barriers to keep competitors in the
least-profitable segments of the industry. - This is a tactic
which preserves the appearance of competition while
subverting it. Certain segments, usually less profitable or
too small to be of interest, or with dim growth prospects,
or which are likely to be opened to fierce domestic and
foreign competition are left to the competition. The more
lucrative parts of the markets are zealously guarded by the
company. Through legislation, policy measures,
withholding of technology and know-how - the firm
prevents its competitors from crossing the river into its
protected turf.

Let little firms ""develop" an industry and then come in
and take it over. - This is precisely what Netscape is
saying that Microsoft is doing to it. Netscape developed
the now lucrative Browser Application market. Microsoft
was wrong in discarding the Internet as a fad. When it was
found to be wrong - Microsoft reversed its position and
came up with its own (then, technologically inferior)
browser (the Internet Explorer). It offered it free (sound
suspiciously like dumping) to buyers of its operating
system, "Windows". Inevitably it captured more than 30%
of the market, crowding out Netscape. It is the view of the
antitrust authorities in the USA that Microsoft utilized its
dominant position in one market (that of the Operating
Systems) to annihilate a competitor in another (that of the
browsers).

Engage in "promotional warfare" by "attacking shares
of others". - This is when the gist of a marketing,
lobbying, or advertising campaign is to capture the market



share of the competition. Direct attack is then made on the
competition just in order to abolish it. To sell more in
order to maximize profits, is allowed and meritorious - to
sell more in order to eliminate the competition is wrong
and should be disallowed.

Use price retaliation to "discipline' competitors. -
Through dumping or even unreasonable and excessive
discounting. This could be achieved not only through the
price itself. An exceedingly long credit term offered to a
distributor or to a buyer is a way of reducing the price.
The same applies to sales, promotions, vouchers, gifts.
They are all ways to reduce the effective price. The
customer calculates the money value of these benefits and
deducts them from the price.

Establish a "pattern"’ of severe retaliation against
challengers to ""communicate commitment"' to resist
efforts to win market share. - Again, this retaliation can
take a myriad of forms: malicious advertising, a media
campaign, adverse legislation, blocking distribution
channels, staging a hostile bid in the stock exchange just
in order to disrupt the proper and orderly management of
the competitor. Anything which derails the competitor
whenever he makes a headway, gains a larger market
share, launches a new product - can be construed as a
"pattern of retaliation".

Maintain excess capacity to be used for "fighting"’
purposes to discipline ambitious rivals. - Such excess
capacity could belong to the offending firm or - through
cartel or other arrangements - to a group of offending
firms.

Publicize one's ""commitment to resist entry' into the
market.



Publicize the fact that one has a "monitoring system'’ to
detect any aggressive acts of competitors.

Announce in advance "market share targets' to
intimidate competitors into yielding their market share.

Proliferate Brand Names

Contract with customers to ""meet or match all price cuts
(offered by the competition)' thus denying rivals any
hope of growth through price competition.

Secure a big enough market share to ""corner"” the
"learning curve," thus denying rivals an opportunity to
become efficient. - Efficiency is gained by an increase in
market share. Such an increase leads to new demands
imposed by the market, to modernization, innovation, the
introduction of new management techniques (example:
Just In Time inventory management), joint ventures,
training of personnel, technology transfers, development
of proprietary intellectual property and so on. Deprived of
a growing market share - the competitor will not feel
pressurized to learn and to better itself. In due time, it will
dwindle and die.

Acquire a wall of ""defensive' patents to deny
competitors access to the latest technology.

""Harvest" market position in a no-growth industry by
raising prices, lowering quality, and stopping all
investment and advertising in it.

Create or encourage capital scarcity. - By colluding with
sources of financing (e.g., regional, national, or
investment banks), by absorbing any capital offered by the
State, by the capital markets, through the banks, by
spreading malicious news which serve to lower the credit-



worthiness of the competition, by legislating special tax
and financing loopholes and so on.

Introduce high advertising-intensity. - This is very
difficult to measure. There could be no objective criteria
which will not go against the grain of the fundamental
right to freedom of expression. However, truth in
advertising should be strictly imposed. Practices such as
dragging a competitor through the mud or derogatorily
referring to its products or services in advertising
campaigns should be banned and the ban should be
enforced.

Proliferate ""brand names'" to make it too expensive for
small firms to grow. - By creating and maintaining a host
of absolutely unnecessary brandnames, the competition's
brandnames are crowded out. Again, this cannot be
legislated against. A firm has the right to create and
maintain as many brandnames as it wishes. The market
will exact a price and thus punish such a company
because, ultimately, its own brandname will suffer from
the proliferation.

Get a ""corner” (control, manipulate and regulate) on
raw materials, government licenses, contracts, subsidies,
and patents (and, of course, prevent the competition
from having access to them).

Build up "political capital” with government bodies;
overseas, get "protection"” from "'the host government".

'"Vertical' Barriers

Practice a "preemptive strategy' by capturing all
capacity expansion in the industry (simply buying it,
leasing it or taking over the companies that own or
develop it).



This serves to "deny competitors enough residual
demand". Residual demand, as we previously explained,
causes firms to be efficient. Once efficient, they develop
enough power to "credibly retaliate" and thereby "enforce
an orderly expansion process" to prevent overcapacity

Create "'switching'’ costs. - Through legislation,
bureaucracy, control of the media, cornering advertising
space in the media, controlling infrastructure, owning
intellectual property, owning, controlling or intimidating
distribution channels and suppliers and so on.

Impose vertical "price squeezes''. - By owning,
controlling, colluding with, or intimidating suppliers and
distributors, marketing channels and wholesale and retail
outlets into not collaborating with the competition.

Practice vertical integration (buying suppliers and
distribution and marketing channels).

This has the following effects:

The firm gains a "tap (access) into technology" and
marketing information in an adjacent industry. It defends
itself against a supplier's too-high or even realistic prices.

It defends itself against foreclosure, bankruptcy and
restructuring or reorganization. Owning suppliers means
that the supplies do not cease even when payment is not
affected, for instance.

It "protects proprietary information from suppliers" -
otherwise the firm might have to give outsiders access to
its technology, processes, formulas and other intellectual

property.

It raises entry and mobility barriers against competitors.



This is why the State should legislate and act against any
purchase, or other types of control of suppliers and
marketing channels which service competitors and thus
enhance competition.

It serves to "prove that a threat of full integration is
credible" and thus intimidate competitors.

Finally, it gets "detailed cost information" in an adjacent
industry (but doesn't integrate it into a "highly competitive
industry").

"Capture distribution outlets" by vertical integration to
"increase barriers".

'Consolidate' the Industry

Send "signals" to threaten, bluff, preempt, or collude
with competitors.

Use a "fighting brand" (a low-price brand used only for
price-cutting).

Use ""cross parry" (retaliate in another part of a
competitor's market).

Harass competitors with antitrust suits and other
litigious techniques.

Use "brute force' (""massed resources" applied "with
finesse") to attack competitors

or use ""focal points" of pressure to collude with
competitors on price.

"Load up customers" at cut-rate prices to "deny new
entrants a base' and force them to "withdraw" from
market.



Practice "buyer selection,"” focusing on those that are
the most "vulnerable" (easiest to overcharge) and
discriminating against and for certain types of
consumers.

"Consolidate" the industry so as to ""overcome industry
fragmentation'

This arguments is highly successful with US federal
courts in the last decade. There is an intuitive feeling that
few is better and that a consolidated industry is bound to
be more efficient, better able to compete and to survive
and, ultimately, better positioned to lower prices, to
conduct costly research and development and to increase
quality. In the words of Porter: "(The) pay-oft to
consolidating a fragmented industry can be high because...
small and weak competitors offer little threat of
retaliation."”

Time one's own capacity additions; never sell old
capacity ""to anyone who will use it in the same
industry" and buy out "and retire competitors’
capacity"’.

A Note on the Spiteful Application of Competition Laws

In many developing countries and countries in transition
from Communism to capitalism, competition laws are
used to reward cronies or to damage opponents. The
discriminatory and partial application of such laws and
regulations sustains networks of patronage and cements
political-economic alliances.

This abuse of the rule of Law and the regulatory regime is
further compounded by the seething pathological envy
that is typical of erstwhile egalitarian societies now
exposed to growing income inequalities. The mob,



http://samvak.tripod.com/pp29.html

business rivals, political parties, and the populace at large
leverage competition laws to tear down businesses and
humiliate entrepreneurs whose success grates on their
nerves and provokes their unbridled jealousy.

Return



Should 1 DM (deutschmark) be equal to
40 Macedonian denars?

We are used to reading financial statements denominated
in US dollars or to pay our rent in Deutsche marks.
Economic indicators are normally converted to a common
currency to allow for international comparisons. The
exchange rates used are the official exchange rates (where
foreign exchange persist) or market exchange rates (where
the markets freely determine the exchange rates between
the local currency and foreign currencies). The theory
says that exchange rates are adjust through the mechanism
of the market so that the prices in local currency of a
group of identical goods and services represent equivalent
value in other currencies. Put differently: 31 Denars
should buy the same quantities of identical goods and
services in Macedonia as 1 DM buys in Germany.
Otherwise, one of the currencies is overvalued, the other
one is undervalued and the exchange rate is "wrong"
(sometimes, kept artificially wrong by the governments
involved). This is the Law of One Price.

In reality, such adjustments do not reflect timely or
accurately changing economic circumstances. The
involvement of the state, for example, by imposing
currency controls and by intervening in the markets
(through the Central Bank and using its reserves),
determining interest rates, slapping import tariffs, and
introducing export subsidies distort the veracity of
market- based exchange rates.

As long as goods are traded across borders, the possibility
of arbitrage exists: the same goods can be bought cheaply
in one place (call it territory A) - and sold for a profit in
another (call it territory B), until the price equalizes.



Prices tend to equalize, because there will always be
someone who is willing to make less profit. He will sell
(in B) at a reduced price which will be closer to the
cheaper price that he paid in A. This way, the price
mechanism will equate the purchasing power of the
currencies of A and B: the same money will be needed to
buy the same goods in A and B. Fiscal policy is
considered to be of little consequence regarding exchange
rates. The costs of transportation are ignored. In short, this
ideal picture is very misleading. The reason is that many
goods and services cannot be traded at all (non-tradables).
Real estate, for instance. The relative value of such goods
in A and B has nothing to do with the exchange rates.
These goods are not part of the flows of currencies which
determine exchange rates. They are bought and sold only
in local currency. Their relative value is independent of
the exchange rate mechanism and cannot be determined
by studying it. To summarize: international comparisons
based on market exchange rates usually greatly over- or
understate the value of a nation's economic activity.

The Purchasing Power Parity (PPP) theories are the rivals
of the Exchange Rate ones. The comparison is based on
an evaluations of the purchasing powers of currencies -
rather than on their exchange rates.

The procedure is fairly straight forward (and a little more
convincing): the prices several hundred goods and
services are regularly monitored (for instance, by the
International Comparison Project (ICP) which operates in
a large number of participating countries). The exchange
rates are adjusted to reflect differences in purchasing
power and thus to create purchasing power parity (PPP).
PPP currency values are the number of units of a local
currency required to buy the same quantity of comparable



goods and services in the local market as one U.S. dollar
would buy in an "average country" (in an average of all
the countries). Sometimes, PPP comparisons are made
against some base country. Could 55 Denars buy what 1
dollar buys in the USA? If so, the exchange rate is "right"
because both currencies have the same purchasing power.

No article about PPP can ignore the "Economist Big Mac
Index of Purchasing Power". The idea is ingenious: the
Big Mac, the staple of the McDonald's restaurants, is
almost completely identical the world over. In Beijing,
Paris, Skopje and Tel-Aviv the same raw materials are put
together in the same quantities to produce the same Big
Mac. So, the Big Mac is really a "basket" of goods and
services (the sales, cleaning, maintenance, accounting and
so on) which is universal. In other words, it is a global
index. By comparing the prices of Big Macs in various
countries we can get a rough estimate whether the
exchange rates properly reflect the relative purchasing
power of the currencies involved. "The Economist" has
been publishing the Index for a few years now and the
results are amazing:

Exchange rates deviate wildly from real purchasing
power. The Big Mac costs in the USA 2.58 USD (= 140
Denars). In Venezuela and Israel it costs 30% more. In
Japan it costs 12% less, in Greece 20% less, in Russia
25% less, in Czech Republic 35% less, in Poland and
Hungary almost 50% less. Translated to foreign exchange
terms, the currencies of Hungary and Poland are 50%
undervalued and the Israeli Shekel is 30% overvalued and
should be devalued by the same amount.

In Macedonia a Big Mac costs 95 Denars - 40% less than
in the USA! In other words: 95 Denars are the equivalent
of 2.58 USD and the exchange rate should have been 37



Denars to the USD - and not 55.

This is a light hearted way of measuring PPP but all the
international financial institutions agree today that the
exchange rates used in their reports should be at least
compared (if not actually adjusted) to reflect the
purchasing power. The World Bank now uses both modes
of presentation to present estimates of GDP. The IMF uses
country weights based on PPP-based GDP for calculating
growth rates and other economic indicators.

This has enormous implications. If this is true, the
developing world's share of the economic activity in the
world is larger than that adduced from the exchange rates.
Granted, exchange rates provide us with a fair estimate of
trade potential - but, after all, trade is only a part (and not
the biggest) of the world economy.

As the new decade entered, the United Nations devised an
index of Purchase Power Parity comparing the spending
prowess of most of its members. The index included a
basket of such items as average incomes, taxes, interest
rates, insurance, utilities, gasoline, milk, newspapers and
other typical expenses. As usual, the USA constituted the
benchmark at 100. The first published index showed
Greece at 35 (=three Greeks equal the purchasing power
of one American consumer). A few more numbers:

GERMANY 89, JAPAN 86, FRANCE 82, SWEDEN 77,
AUSTRALIA 77, SINGAPORE 77, UK 72, ISRAEL 62,
SPAIN 56, SAUDI ARABIA 42, ARGENTINA 37,
CHILE 35, MEXICO 31, RUSSIA 26, BRAZIL 22,
TURKEY 22, POLAND 20, SOUTH AFRICA 16,
EGYPT 15, INDONESIA 12, CHINA 8, KENYA 6,
INDIA 5.



So, what should be the exchange rate of the Denar?
Skopsko and everything is possible: 37 Denars to the USD
in McDonald's. Reality, however, is more grim. The
(formal) average salary in Macedonia is 170 USD per
month. Taking into consideration a 50% black economy
factor, the real monthly wage is closer to 350 USD. This is
still 10% of the average salary in the USA. The PPP
theories ignore this important consideration. How strong
(or weak) the currency is - is one important consideration
but to say that it incorporates all the available information
would be to miss the point. I am sure that the prices that
McDonald's can and does charge in Skopje were
influenced by the very simple fact that people have 90%
less money here than in St. Louis.

Judging by the money supply, the availability of money
through earnings, the wealth accumulation (savings rate
and interest payable on M1 type instruments) - Macedonia
is both inordinately illiquid and insanely expensive. To
rent an apartment here costs 50-100 DM per square meter
which is 60% of the rent in the most luxurious
neighbourhoods in Tel-Aviv. Israel's GDP, however is 35
times that of Macedonia and the minimum legal wage is
900 DM. To my mind, there is little question that the
purchasing power of the Macedonians is miserable. The
combination of law wages and expensive prices sustained
by a small rich elite is a clear sign of erosion of the power
to spend of the great majority.

Other measures of currency parity are also unfavourable
to the Denar. An important measure is the Covered (and
Uncovered) Interest Parity (C/UIP). Roughly, it says that
the differences in interest rates should be equal but
opposite in sign to the (forward) exchange rate premium
or discount between currencies.



Consider an American investor. Investment in either
America or in Macedonia should yield the same return if
the exchange rate risk is to be removed. If this were not
the case, currency arbitrageurs would have moved in and
made a profit. If the interest rate paid on the MKD is 10%
and to borrow in American USD costs 6% - if the
exchange rate remains stable, the investor will borrow
USD, invest in MKD and earn 4% just by converting one
currency to another (assuming free convertibility).

The fact that this is not happening in Macedonia proves
that people still believe that the Denar is overvalued and
should be heavily devalued. In other words: they think
that the exchange rate risks are higher than the potential
arbitrage profit. In a country far more dangerous than
Macedonia (Israel) the foreign exchange reserves shot up
by 130% (to 19.3 billion USD) precisely because of this:
speculators converted dollars to Shekels to earn the high
real interest that it offers in terms of dollars.

But, ultimately, exchange rates are determined by the
supply and demand for the local currency relative to
foreign currencies. This is a fundamental issue. In a
country with a big trade or payments deficit, the demand
for foreign exchange will exert pressure on the exchange
rate of the local currency. In Thailand, Indonesia,
Malaysia, Mexico - the trade deficit was less than 10% of
GDP. Still, their currencies collapsed and were devalued
by tens of percents, many times violently and in the space
of a few horrible days. Macedonia's trade deficit stands at
16% (double that of Thailand's and Mexico prior to the
demolition of their currencies).In a country with a big
trade deficit, the fact that a currency is stable for a long
time only means that it will collapse more spectacularly. It
is like a pressure cooker: the more the lid is on, the higher



the pressure and the resulting vapour. The trade deficit is
covered by unilateral transfers from international financial
institutions and donors. This is not a way to build a
healthy currency (or economy, for that matter). Moreover,
the bleeding of foreign exchange goes towards an increase
in consumption. Investments of foreign exchange in
capital assets (example: machinery and plant) generates
enough foreign exchange in exports to recoup the outflow.
Foreign exchange spent on cars and on caviar is foreign
exchange lost.

The high interest rates in Macedonia and the infusions of
capital from abroad keep the currency overvalued. Its
appreciation is the result of conjectures not of
fundamentals.

The writing is on the wall: a country which is running a
large trade or current account deficit must balance its
balance of payments with capital inflows (capital account
surplus). If investors lose confidence in the country,
capital inflows will cease (maybe reverse direction)
leading to a depreciation (e.g., Mexico in 1994). For
"investors" read in the last sentence "the international
financial community". The important monthly
"Euromoney" downgraded the credit rating of Macedonia
(to the 151 place!!!) largely on these grounds. Current
account + Capital account = change in gov't reserves.
Today's reserves are sufficient to cover 2-3 months of
imports. This is ample - but this is also temporary. The
danger is imminent and the results could be catastrophic.

Macedonia: Quo Vadis?

Executive Summary of Research Reports Dated 7/8/99

Executive Summary of Research Reports Dated



10/1/2001
Supplement about the risks facing Macedonia in 2008
Issued by: Capital Markets Institute Ltd.
General

Macedonia is geographically positioned to become a
trilateral bridge between Asia, Western Europe and
Eastern Europe. It is the heart of the Balkans. With the
proper promotion and dissemination of information, it
could well become an important regional economic hub,
as well. To achieve this, it has to adopt an export
orientation, to encourage the formation of small
businesses, to be friendly to FDI (foreign direct
investment), to deregulate and open up to (domestic and
foreign) competition in its infrastructure (telecoms, the
banking system, etc.), to emphasize the protection of
property rights and to start the process of privatization all
over again - this time sincerely.

The World Economy in 1999

The Asian crisis is not over — it hasn't even started. It will
erupt again, this time much more severely and mainly in
Indonesia, China, Malaysia and Japan. This will create
recession shock waves both in Europe and in the USA.
The stock exchanges (headed by Wall Street) will be the
first to adversely react. The IMF will be fast depleted of
resources. The central banks around the world will not be
able to implement tighter monetary policies and global
inflation will be re-ignited. This inflation will be
exacerbated by currency devaluations in South East Asia
(China) and in Russia. The introduction of the Euro will
further limit the flexibility of the counter-cyclical
reactions of the economic authorities. This overall rigid



response will force countries to adopt protectionist
measures against the free flow of goods, services and,
above all, capital.

The evaluation of the Macedonian economy in this paper,
however, ignores this scenario. Should it transpire as we
predict — the impact on Macedonia might be disastrous.

The Denar must be Devalued Gradually and
Transparently

The trade deficit (at 400 million USD) equals 13% of the
(admittedly, official) GDP and the current account deficit
amounts to almost 8% of GDP. This is AFTER unilateral
transfers of capital from donor countries and aid agencies
and from immigrants. The reserves of the Central Bank
cover 2-3 months of regular imports and, luckily, are
insufficient to excite the big time speculators. Still, the
currency is overvalued. In PPP-adjusted terms it should be
converted at 37 to the DM (versus 31 now) and at ¢.70 to
the USD (versus 56 now). If the Central Bank will not
devalue the Denar at least to these levels shortly — market
selling might force it to devalue it in a disorderly manner.
The exchange rate stability is artificial, discourages
exports and encourages imports. It also exerts deflationary
forces in a deflation prone economy. The terms of trade of
Macedonia have deteriorated by 14% these last few years.
A devaluation forced by the market will be to much lower
levels, in a very short period of time and it will adversely
influence the inflation outlook in the country.

Inflation

The Macedonian economy is totally illiquid and
demonetized. High unemployment, a low money supply
and the absence of money multipliers or accelerators



(such as functioning credit providing institutions coupled
with low credit ceilings and high interest rates imposed by
the Central Bank) — have depressed any nascent inflation
and, lately, led to demand deflation. To encourage growth,
Macedonia must tolerate a 10-15% annual level of
inflation (versus c¢. 5% now) and a minimum of 3-5%
budget deficit (versus 1% now, if we ignore the Kosovo
"blip"). There is no need to fear hyperinflation because of
low demand. A devaluation will be mostly absorbed by
importers and manufacturers. The government's fiscal and
monetary policies are unduly restrictive and
contractionary when they should be expansive.

If, however, the Central Bank will be forced by the market
to devalue the Denar — the result will be profits for
speculators and an inflation out of control. This will lead
to stagflation — runaway inflation coupled with economic
stagnation (the worst possible scenario for Macedonia).

The Macedonian Central Bank is forced by the IFIs
(especially by the IMF) to maintain a DUAL TRACK
policy, namely to observe BOTH an inflation target AND
a stable exchange rate. This is a classic mistake, badly
regretted in many countries now (examples: Brazil, Russia
and Israel). By law, the Central Bank should ascertain the
stability of the denar exchange rate. It is advisable to alter
the law so that the bank observes an INFLATION
TARGET, with a floor and a ceiling (an inflation band).

The Banking System

Is largely closed to outside influences. Foreign owners are
either hesitant (Erste Bank, which withdrew from the bid
for Stopanska Banka) or too institutional (EBRD, IFC) or
marginal.



The banks are ossified, unable to cope with the newly
emerging market economy. They reacted either by
disregarding the quality of their portfolio while over-
emphasizing mere size (Stopanska Banka) — or by being
too conservative. Instead of developing effective methods
to monitor and evaluate risks — they preferred to raise the
commercial interest rates to outlandish levels. They offer
no new services or products, lend only against real estate,
favour cronies and cater to political wishes. The
management in many of the banks in less professional
than in the West. It is very likely that corruption is
rampant due to favouritism and lack of transparency.

Only foreign ownership and CONTROL will alter this
sorry state of things.

The Trade Deficit

The Macedonian economy is a "scavenger economy". At
first, it benefited from the siege imposed on Serbia by the
international community. Greek and other goods were
shipped through Macedonia to Serbia. A lot of people got
rich in the process. Now, Macedonia lives off its
reputation as a "stable" country. The USA and other
countries finance its trade deficit and other financial
excesses — just to keep it as a buffer and a protection
against instability in the region. This cannot last and is no
substitute to long term policies. Macedonia must move
from scavenging to being a "predator economy": eager to
conquer new markets and prey on the competition. In the
process, it might do well to get rid of magical thinking
and wishful thinking. There is no "miracle or bingo"
economics. It is all hard work.

A trade deficit is not inherently evil. If the money is spent
on the importation of industrial raw materials and capital



goods, the future profits will easily offset current deficits.
But the Macedonian trade deficit goes to finance
consumption goods and food. This is a malignant type of
deficit, which will ultimately boomerang and hurt the
local economy gravely.

What is needed is an orderly devaluation, the introduction
of VAT and the imposition of some temporary import
restrictions as well as the active encouragement of
exports.

The Private Sector

The Macedonian people are very entrepreneurial. The
level of taxation is tolerable. But there is no private sector
to talk about. This is because there is no management
culture, a lot of bureaucratic red tape, no capital markets,
no business-oriented banking system, no real incentives or
environment available to exporters and to small
businesses and a crowding out of credit by failing,
politically connected, or state owned businesses. The
privatization process transferred state assets to the hands
of an elite of managers at a discount on real values. The
workers also received shares but could not dispose of
them in any meaningful way. Even companies which
could easily have been sold to foreign investors were
privatized in this manner: Alkaloid, Pivara, Ohis, to
mention but a few (Makpetrol, the PTT, Elektrostopanstvo
can also be included in the lists of "easily sellable
companies"). The companies thus privatized still rely too
heavily on the state and engage in political lobbying rather
than in production.

The Public Sector

Despite rumours to the contrary, the public sector is less



corrupt than in comparable countries (according to
Transparency International and to my own experience),
well educated and capable. However, it is far too large and
inefficient. This sector is subjected to economic laws,
which were either copied from the West verbatim or
phrased locally by legislators and "experts" who lack the
necessary experience. It is not service oriented, poorly
paid and considered a "dead end" careers.

Regional Devolution

The ethnic mix of Macedonia is explosive. This may be
the reason why the central government was loath to
transfer powers, authority and the money to back them to
the regions. The regional economy is still very much
centralized, planning is done from afar, the regions have
no real taxing or spending autonomies (for instance: they
cannot lobby abroad freely or raise funds in the capital
markets because the land is not theirs to pledge, it belongs
to the state).

But Macedonia is uniquely varied. It has an outstanding
potential for tourism, transport and telecommunications.
All of these can be developed regionally — rather than
centrally. It is only the political will that is missing. In the
world today — the central government is consciously
transferring budgets and powers to the regions and the
EU's motto is: "A Europe of regions". Macedonia has
haltingly started to implement it — but the process is not
fast enough.

Brain Drain

About 4% of the population left the country in the three
years immediately following independence (1991-4).
Another 2-3% left the country between 1994-8 (estimate).



Many young people resent the fact the it is not merit that
will determines their career path, but connections to the
right people. Others face difficult personal choices: unable
to buy apartments, they cannot form or raise families
properly. Unemployment is a permanent feature and many
young and unskilled or semi-skilled people are
unemployed for years or reduced to menial jobs. This is a
real threat to Macedonia's economic future and
competitiveness in the global market. In a way,
Macedonia is subsidizing the West with this export of
gifted people. Unfortunately, there is not a lot that can be
done to directly counter this phenomenon. It will
disappear of itself (even be reversed, as happened in
Israel) once the economy improves.

Unemployment

This is the cancer of the Macedonian economy:
psychologically as much as financially, a burden on the
state, a burden on the unemployed. Hitherto there was no
serious treatment of this problem. In 1998, the
government introduced a structure of tax incentives
intended to subsidize new employment. Due to abuses, it
was cancelled by the new government. But even that was
absolutely insufficient and, in isolation, inefficient. The
unemployment rate (already at c. 40% according to
official figures) — is poised to GROW as the economy
becomes more efficient, technology is introduced and real
privatization takes root. This will be a social calamity.
Experience in the world can guide the government: to
increase labour mobility, to decrease the power of unions,
to transfer unemployment benefits to the employer (in
order to encourage him to employ the unemployed), to
initiate public works (a Macedonian "New Deal" even at
the cost of budget deficits), to encourage small businesses



(microcredits, incubators, tax credits, preference in
government procurement), to organize barter communities
with voucher money, to encourage part time and flexible
forms of employment. Israel, Holland, Britain and the
USA are good examples.

Higher Education

The Macedonian workforce is more educated than its
equivalents in Southeast Asia, for instance. The quality of
higher education is impressive, with a few notable
exceptions. Despite some corruption (university diplomas
that are bought in cash rather than earned through toil, as
the rumours go) — the overall picture is encouraging. But
the stock of education capital (buildings, laboratories,
libraries, computers) has dwindled to the extent that
Macedonian higher education is risking becoming
obsolete and irrelevant. Moreover, the universities and
dedicated schools are churning out graduates with degrees
in professions, which are irrelevant to the Macedonian
economy. There is a huge mismatch between what
Macedonia needs and what Macedonia gets from its
higher education institutions. In this sense, these
institutions abdicated their social responsibilities. They
are no longer subject to planning of any sort: central or via
the market forces (because there is no market in
Macedonia as of yet).

The Judicial System and Property Rights

The courts are slow, hesitant and ineffective.
Contradicting interpretations of economic laws by
different judges are not a rarity. The system is under-
funded, understaffed and bogged in a landscape of laws
and regulations, which changes arbitrarily. There are no
private or public alternatives to the clogged, backlogged



nightmare. The laws are full of irrelevant "dead weed",
are too complex and archaic or too open to interpretation.
There are no reliable, pu