


























Graph 8: Value of the subindex - Efficiency of the financial market in Macedonia,
Western Balkans and the EU
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4.2.4.d Recommendations

The low efficiency of the financial markets in Macedonia is mainly due to the
insufficient competition in the financial sector, the incomplete liberalization of the
capital transactions between the residents and non-residents and the weak
regulatory framework for operation of capital markets. Although there were some
significant improvements in 2007, especially the entry of several foreign banks,
including Societe General, activities are needed in several areas.

1. Easier access of foreign banks and institutional investors in the remaining banks
with dominant local capital, especially in the problematic banks. This will
strengthen the banking sector and increase the competitiveness that will have
positive impact on the availability of loans.

2. Harmonization of the Law on Banks bylaws with the EU member states best
practices.

3. Establish legal framework for more active role by the Macedonian Bank for
Support of Development in financing of new businesses and higher risk sectors,
such as the agriculture. This will fill in certain gaps on the financial market and
will increase the number of businesses that have access to loan support.

4. Faster liberalization of the remaining constraints on the capital transactions with
non-residents, especially the portfolio investments.

5. Adoption of the appropriate legal infrastructure for doing business of the
investment funds, especially in the terms of precise regulation of the role of the
banks custodians and custodian accounts.

6. Adoption of the legal framework for doing business of the non-baking credit
institutions.
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4.2.5. Pillar 9: Technological readiness

The ninth pillar, technological readiness, measures the agility with which an
economy adopts existing technologies to enhance the productivity of its industries.
This is critical because technological differences have been shown to explain much
of the variation in productivity between countries. In fact, the relative importance
of adoption of technology for the national competitiveness has grown in recent
years, following the progress in knowledge dissemination and the increasing use of
information and communications technologies (ICT).

We need to make distinction between the level of technological readiness of the
companies from the ability of the country to introduce innovations and expand the
borders of tis knowledge. Because if this reason we are going to make distinction
between the technological readiness and the innovations.

4.2.5.a Statistical analysis of the present situation —index and ranking
in relation to the average valuesfor all countries (2007)

The global competitiveness index provides the following summary of the
technological readiness of Macedonia:

Table 13: Values of the integral elements of the ninth pillar — Technological
readiness

Index value
2007 Rank 2007
Technological readiness 2,77 90
Availability of latest technologies 3,10 114
Absorption of technologies at companies level 3,38 128
Laws related to the ICT sector 3,16 88
FDI and technologies transfer 3,93 124
Mobile telephones 3,39 53
Internet users 1,53 83
Personal computers 2,53 37
Broadband Internet 1,14 69

We can see from this table that Macedonia is ranked 90" from a total of 131
countries regarding the technological readiness with an index value of 2,77 in
2007. This index has been calculated from eight parameters.

4.2.5.b Separation of the extremes
If we analyze the very structure of the technological readiness index we can see

that the performance is the best in the use of personal computers (ranked 37™) and
the use of mobile phones (ranked 53™). Macedonia is almost at the bottom of the
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table with regards to the foreign direct investment and technologies transfer
(ranked 124™) and the adoption of technologies on the company level (ranked
128™). These bad results are also present in 2006 so our country should implement
immediately measures to improve the situation in these areas.

4.2.5.c Benchmarking in relation to the EU and the Region

As we can see from the statistics, the results for Macedonia regarding the
technological readiness are below the averages in the EU and the region.
Macedonia has better results only compared to Bosnia and Herzegovina. Other
countries in the region are far ahead of us.

Graph 9: Value of the subindex of for technological development for Macedonia,
SEE and EU
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4.2.5.d Recommendations

In order for our companies to be more competitive, it is necessary to increase the
percentage of use of modern technologies in production and other activities of the
companies. Although the number of mobile operators in our country has been
increased still the prices are on a quite high level considering the fact that there is
competition in this field. It is necessary to continue the efforts aimed to improve
the internet connectivity and the price for the internet services.

4.2.6. Market size

4.2.6.a Statistical analysis of the present situation —index and ranking
in relation to the aver age valuesfor all countries (2007)

The market size has an impact on the productivity since the large markets allow the
companies to use the economies of scale. In the times of globalization the
international markets substitute the national market which is especially valid for
the small countries. In order to avoid discrimination of those geographic areas
(such as, for example, the European Union) which is divided into many countries
that have common market, two types of markets are included — local and
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international as measures for the size of the markets when it comes to
establishment of the tenth pillar of the competitiveness: the market size.

Table 14: Values of the integral elements of the tenth pillar —Market size

2007
Index value Rank

Pillar 10: Market size 2,54 106
A. Domestic market size 2,47 104
Index of the domestic market size 2,47 104
Value of the GDP at PPP 15.74 112
Imports as percentage of the GDP 65,80 32

Exports as percentage of the GDP 43,80 65

B. Foreign market size 2,76 103
Foreign market size index 2,76 103

Macedonia is ranked 106th on the basis of this subindex.
4.2.6.b Separation of the extremes

According to export and import values Macedonia stands well in the ranking but
quite bad when it comes to the GDP at PPP.

4.2.6.c Benchmarking in relation to the EU and the Region

In this subindex Macedonia is ranked better compared to Albania and Montenegro
but worse compared to Bosnia and Herzegovina, Croatia and Serbia.

Graph 10: Value of the subindex of the market size in Macedonia, Western
Balkans and the EU
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4.2.6.d Recommendations

There is no doubt that the geographic size has the impact on the competitiveness of
the economy (through the economy of scale). However, good number of small
countries managed to find ways how to improve their economy in order to be
globally competitive. Macedonia should continue working in its competitive
advantages by becoming integrated in the global trends and improve its export
capacities in order to manifest higher growth rates.

4.3. Subindex for innovations and business sophistication

In relation to the subindex for innovation and business sophistication for 2007
Macedonia is ranked 101* (from a total of 131 countries). The value of the
coefficient in 2007 is 3,12. This value was derived by calculating the two indexes:
for business sophistication and innovations.

With regard to the countries from the region, Macedonia has better results in
relation to Albania (ranked 125th) and Bosnia and Herzegovina (ranked 123rd).
Leader in the SEE region is Croatia that is ranked 53™). In relation to the regional
average (3,17), Macedonia is just slightly lacking behind. The results from the 25
EU member states and the two new EU members can be seen from the following
table.

Table 15: Ranking and value of the subindex for innovations and business
sophistication of Macedonia and the SEE countries

Subindex for innovation and business Rank in él pillar Rank 12 pillar
sophistication 2007 sophui:glce;tsion in 2007 Innovations
Rank Index
Macedonia 101 3,12 3,35 108 2,88 92
Albania 125 2,72 3,35 109 2,10 131
BiH 123 2,86 3,20 119 2,53 121
Croatia 53 3,77 4,11 64 3,43 50
Montenegro 97 3,18 3,68 90 2,69 104
Serbia 88 3,30 3,53 95 3,08 78
SEE average - 3,17 3,74 2,76
25 EU average - 4,50 5,07 4,09
2 EU average - 3,40 3,85 3,03

4.3.1 Pillar 11: Business sophistication

The business sophistication contributes towards greater efficiency in production of
goods and services which influences on higher productivity, thus increasing the
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national competitiveness. The business sophistication takes into account the quality
of the overall business networks in the country and the quality of activities and
strategies of the individual companies. This pillar is especially important for the
economies that are in the phase of development driven by the innovations.

When the companies and the providers are connected into geographically close
groups (clusters) then their efficiency shows, contributing towards greater
opportunities for innovations and reduction of the barriers for entry of new
companies. On the other side, however, the activities and strategies of the
individual companies, such as branding, marketing, presence of the value chain and
the production of unique and sophisticated products result in sophisticated and
modern business processes.

4.3.1.a Statistical analysis of the present situation —index and ranking
in relation to the average valuesfor all countries (2007)

The global competitiveness index shows the following status regarding the
sophistication of doing business in Macedonia:

Table 16: Values of the integral elements of the eleventh pillar — Business
sophistication

Index value
2007 Rank 2007

Business sophistication 3,35 108
1. Networks and supporting industries 3,57 107
Local suppliers quantity 4,24 103
Local suppliers quality 3,80 99

Clusters development status 2,67 117
2. Sophistications of firms operations and strategies 312 113
The nature of the competitive advantage 2,52 127
Value chain breadth 2,97 97

International distribution control 3,75 89

Sophistication of the production process 2,85 105
Extent of marketing 3,37 107
Willingness to delegate the authority 3,02 111
Reliance on professional managers 3,62 112

As it can be seen Macedonia was ranked 108™ in 2007 with a coefficient of 3,35.
This coefficient is consisted of two groups: networks and supporting industries
(ranked 107™) and sophistication of the business and strategies of the companies
(ranked 113™).
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4.3.1.b Separation of the extremes

If we go deeper into the structure of this index we can conclude that, regarding the
business sophistication in Macedonia, the quantity of local suppliers is
unsatisfactory low while their quality is low due to the insufficient technology
capability. When we talk about sophistication of the companies, their production
processes are mainly labor intensive, their marketing activities are limited and
employing only limited marketing tools and techniques. The international
distribution, where we show the best results in this pillar (ranked 89™), is largely
controlled by foreign companies and the top management is not inclined to
delegate either authority or control over important decisions. The results are
especially bad with regards to the competitive advantage in exports (ranked 127™)
and Macedonia continues to be largely based on local low cost natural resources,
rather than on unique products and processes. The exporting companies in
Macedonia are generally involved in resource extraction or production, unlike
developed countries where companies concentrate on product design, marketing
and sales, logistics and after-sales services.

4.3.1.c Benchmarking in relation to the EU and the Region

As far as the business sophistication is concerned Macedonia is again below the
average of the SEE region (3,74). The highest results are achieved in Croatia where
the Index is way above the SEE average (4,11). In the frames of the 25 EU member
states the best are the results in Germany (5,96), Sweden (5,83) and Austria (5,72).
The two new EU member states — Bulgaria and Romania — have an average of
3,85.

Graph 11: Value of the subindex of Market size in Macedonia, Western Balkans
and the EU
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4.3.1.d Recommendations

The recommendations for Macedonia in the area of business sophistication are in
two directions — towards improvement of the internal business processes in the
companies and focusing of the local companies towards supplying a product and
services with higher added value. In this regard it is necessary to investigate the
international market and adjust the production towards their tastes and needs, in the
same time using more advanced techniques in the production process — all with a
purpose the achieve greater efficiency and effectiveness and also to achieve greater
competitiveness on the global level. In the same time, the state institutions should
be part of the marketing process of the Macedonian products and the Agencies that
should represent Macedonia abroad should start really implementing their role and
liaise the interested parties in order to achieve greater cooperation.

With regards to the internal business processes, the recommendation is to stimulate
the delegation of some of the decision making on the lower level managers. From
institutional perspective it is recommended to become full member of the European
Committee for Standardization and of the European Committee for Electro-
technical Standards.

4.3.2. Pillar 12: Innovations

The last pillar of competitiveness is the innovation. Although significant
improvements can be made through improvement of the institutions, building of
the infrastructure, reduction of the macroeconomic instability or improvement of
the human capital, these factors, in time, produce reduced yield. The same goes for
the labor efficiency, financial markets and markets of goods. In this regard, on a
longer term, since all these factors produce reduced yields, the standard of living
can be improved only with technological innovations. The innovations are
especially important for those economies that become closer to the limits of the
knowledge and where the possibility to integrate and use external technologies is
large. While less advanced countries can still improve their productivity by
adopting existing technologies or making incremental improvements in other areas,
for countries that have reached the innovation stage of development, this is no
longer sufficient to increase productivity. The companies in these countries must
design and develop cutting-edge products and processes to maintain a competitive
advantage. This requires an environment that is conducive to innovative activity,
supported by both the public and the private sectors. In particular, this means
sufficient business investment in research and development, high-quality scientific
research institutions, collaboration in research between universities and industry,
and protection of intellectual property.
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4.3.2.a. Statistical analysis of the present situation - index and ranking
in relation to the average values for all countries (2007)

Compared to 131 countries in 2007, the Republic of Macedonia is ranked 92" with
regards to innovations in the economy and individual coefficient of 2,88.
Table 17: Values of theintegral elements of the twelfth pillar - Innovations

Index value
2007 Rank 2007

Innovations 2,88 92
Capacity for innovations 2,90 84
Quality of scientific-research institutions 3,44 89
Company spending on research and development 2,69 107
Research cooperation between the universities and 2,88 81
the industry
Government procurements of advanced technology 3,05 107
products
Availability of scientists and engineers 4,38 64
Utility patents in 2006 1,00 89
Protection of the intellectual property 2,58 116

4.3.2.b. Separation of the extremes

If we consider the qualitative aspect of this issue we can ascertain that we have
relatively good offer of researchers and engineers as well as particular
improvement of the quality of the scientific-research institutions. Negative impact
on this present status regarding innovations have the amounts of funds the
companies allocate for research and development as well as the low level of
Government procurements of cutting-edge technology products. Although there is
some improvement if we see the results regarding the protection of intellectual
property, Macedonia is still faced with this problem, especially in the manner and
success i.e. lack of success to cope with the piracy. According to this criteria
Macedonia is on the bottom of the list (ranked 116™).

4.3.2.c Benchmarking in relation to the EU and the Region

If we compare ourselves against the SEE region we can say that our performances
are better than Albania, Bosnia and Herzegovina and Montenegro. The Republic of
Macedonia also has better result from the region average (2,76). The average of the
25 EU member states is 4,09 while the average of the two new EU member states
is 3,03. It interesting to mention the performances of the countries with best results
in innovations - Finland (5,57), Sweden (5,46) and Germany (5,43).
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Graph 12: Value of the subindex for innovations for Macedonia, SEE and EU
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4.3.2.d Recommendations

The logical conclusion from the analysis is that there is definite need for
innovations project that will involve the Government, the private sector and the
educational institutions. The introduction of tax incentives for the companies that
finance research and development and use innovations in their work can stimulate
the private investments in innovations and new technologies. In the same time
there is a definite need to improve the protection o the intellectual property with
greater sanctions for the perpetrators. However, the inspectors and the prosecution
still do not have the necessary expertise and equipment to identify and punish the
perpetrators.
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5. Macedonia, the EU and the competitiveness

Macedonia is moving towards full EU membership so it is very important for
Macedonia to compare the trends in the EU with the trends in Macedonia in the
area of competitiveness.

In 2006 the total competitive performances of the EU economy were significantly
improved. The European Competitiveness Report for 2007 underlines the key role
of the productivity as a long-term source of growth and consideration of the
cooperation between various economic sectors, with improved performances,
including the role of the policies which are those under the umbrella of the
macroeconomic pillar of the Lisbon Strategy. The research and innovations
compared against the education and training, are better and have strong impact on
the competitiveness. The economy reforms which improve the overall business
environment and facilitate the structural changes and reallocation of resources are
also very important i.e. have decisive impact on the economy. The liberalization of
the industrial network, either through open trade, improvement of the single market
or through reforms on the market of goods and services, continues to be the main
carrier of the increase of the economy efficiency. The coordinated efforts in these
areas in the EU level create better benefits, compared to acting individually.”

5.1. The engines of the EU competitiveness

The microeconomic reforms contribute to greater growth of productivity in the EU:

1. The investing in ICT enables return on investments in environment of
productivity, accompanied with appropriate organizational changes and
improvements through investments;

2. The competitiveness is important engine for greater productivity and
innovation;

4. incentives for entrepreneurship and improvement of the conditions the small
and medium sized enterprises also has positive effects on the productivity;

5. The improved management with the available resources and bureaucracy
reduction contribute to significantly greater production and consumption;

6. The open trade and productivity go hand in had; and

7. Improvement of the skills becomes the key factor for competitiveness.

The increase of the potentially long-term economic development, together with the
increase of productivity, is one of the fundamental goals of the updated Lisbon
Strategy as important answer to the changes caused by the globalization,
demographic ageing, quick shifts in the technology progress and the need to

> MEMO/07/445 BRUSSELS, 5TH NOVEMBER 2007.
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manage the climate changes. The microeconomic pillar from the Lisbon Strategy
covers a lot of political areas that are relevant for improvement of the productivity.

5.2. The engines of competitivenessin Macedonia

Last year the competitiveness of the Macedonian economy was driven by the
traditional factors of production that are competitive with low price i.e. economies
that rely on cheap labor force and cheap natural resources. In this phase of
development the competitiveness steers from the strength of the institutions, the
good infrastructure, the stable macro-economic environment, primary health care
and the elementary education level.

This year the Macedonian economy is ranked in the group of countries whose
competition does not rely anymore on the low prices but on the quality of products.
In this phase the key words are efficient markets for goods and services, for labor
fore, the financial market, the knowledge that is acquired from higher education
and specialized training and access to latest technologies.

However, due to the slow transition from planned towards efficient market economy,
although we are ranked in the group of countries whose economy is driven by
efficiency, we need to point out to five things.

First, the Global Competitiveness Index for Macedonia 2007 is worse and now we
are ranked on 94th place, compared to 84th place in 2006.

Secondly, the Macedonian economy is still vulnerable, it relies on cheap labor force
but it is also featured with low productivity and, accordingly, with low level of
salaries. The public and the private institutions are still weak. In order to be
successful in the competition phase that is driven by the efficiency factors we need to
aim towards more quality higher education, efficient markets, sophisticated financial
market, strong exports, more foreign direct investments and the ability to use the
benefits of the existing technology, improvement of the public and private
institutions.

Third, the lower ranking for this year compared with the previous year is also due to
the fact that last year we had greater weight (values) in this pillars in which we were
more competitive, which is not the case this year where Macedonia is ranked in the
second group of countries where we have greater weight exactly in the areas where
our relative competitiveness is lower i.e. this year we compete with economies that
are more competitive compared to the group of countries we used to be with last
year.
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Fourth, from the six new countries and dissolution of Serbia and Montenegro into
two separate states, Macedonia is in the very start ranked worse from three of these
countries.

Fifth, although the competitiveness is measures by using 12 factors, these factors are
not independent from each other but they are in interrelated interaction. In this
regard, the innovations (factor/ pillar 12) will not be possible unless there are strong
institutions (factor/ pillar 1) which have credibility and will guarantee the right on
intellectual property which, in turn, requires appropriate environment for
development of innovations that are, generally, impossible to happen with
insufficiently educated labor force (factor/ pillar 5).

In addition, the two tables below show the factors were Macedonia is ranked in the Y
of the list of countries, according to WEF and factors where Macedonia is ranked in
the last quarter of the list, according to WEF.

The factors that rank the Macedonian economy towards greater competitiveness (the
first quartile from ranking of more than 100 parameters for 131 countries by using
the WEF methodology) for this year are the following:

Pillar, Parameter name Competitiveness
par ameter ranking of
Macedonia from
atotal of 131
countries

4,02 Malaria presence 1

4,06 HIV presence 1

6,07 Time needed to start a business 25
8,09 Index of legal rights 27
10,04 Imports as percentage of the GDP 32
7,06 Fire damages 32
9,07 PCs 37
7,02 Flexibility in the determination of salaries 38
4,11 Education costs 40
3,03 Inflation 43
4,04 Tuberculosis presence 49
2,08 Telephone lines 50
5,04 Quality of the mathematics and science education 51
9,05 Mobile telephone subscribers 52
4,09 Elementary education quality 53
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4,07 Infants mortality rate 56
4,08 Life expectance 56
5,03 Educational system quality 57
6,05 Total tax rate 58
1,03 Misuse of public funds 59
8,04 Availability of venture capital 59
3,01 Government surplus/ deficit 61
12,06 Availability of scientists and engineers 64
5,02 Enrollment in tertiary education 65
6,06 Number of procedures necessary to start a business 65

The factors that rank the Macedonian economy towards lower competitiveness (the
fourth quartile from ranking of more than 100 parameters for 131 countries by using
the WEF methodology) for this year are the following:

Pillar, Parameter name Competitiveness
param ranking of
eter Macedonia from
atotal of 131
countries
12,03 Company investments in research and development 107
12,05 Procurement of latest technology products by the 107
Government
1,15 Ethical behavior in the companies 108
8,03 Easy access to loans 108
7,01 Employer-employee cooperation 109
8,07 Sustainability of the banks 109
1,05 Independent judiciary 110
6,11 Presence of foreign ownership 110
1,09 Legal system efficiency 111
1,11 Business insurance from terrorism 111
11,09 Readiness to delegate authority 111
7,03 Unpaid labor costs 112
7,08 Trust in professional management 112
10,03 GDP value in the PPP 112
7,08 Trust in professional management 112
9,01 Access to cutting-edge technologies 114
1,02 Protection of intellectual property 116
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6,12 The business under the influence of the FDI rules 117
11,03 State development of local groups 117
1,17 Corporate boards activity 118
2,05 Road-air transport infrastructure quality 120
2,06 Kilometers available per airplane seat 122
1,13 Organized crime 123
9,04 FDI and technology transfer 124
7,09 Brain drain 125
11,04 Features of the competition products 127
9,02 Technology development absorption on company level 128
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