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Abstract

The interest rate policy is an instrument of the monetary credit policy in achiev-
ing of determined goals. Its task is to ensure efficient allocation of financial resources
and achieving an internal and external stability of the economy, and thus to directly
contribute to stimulating the development and improvement of living standard.

The National bank of the Republic of Macedonia, through regulating of the
spectrum of interest rates, influenced on keeping the nominal exchange rate of  MKD
(Denar) to a target level, and realization of price stability in the economy. This way,
the bank sent signals to all commercial banks to adjust the interest rates level. The
commercial banks in the Republic of Macedonia conceive and run their own interest
rate policy, in accordance to the effectuated level of economic activity, the level of
liquidity, the inflation rate, the course of monetary policy, competition, risks and the
high level of  indirect and operation costs.

In recent years, the rigid bank interest rate policy gradually relaxed. However,
yet the limited level of domestic saving from one side, and  high demand for invest-
ment funds and inadequate quality of the banks‘ credit portfolio, on the other side, in
the following period, will determine the establishment of  relatively higher bank inter-
est rates in the Republic of Macedonia, that adversely reflects on acceleration of the
economic growth.
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Introduction

The policy of interest rate is one of the most important instruments of the
monetary and macroeconomic policy in general, in every modern economy. The em-
phasis on the interest rate policy as a mechanism for managing money offer and
demand of, suggests the need for providing efficient allocation of financial resources,
as well as to enable achievement of internal and external stability of the economy.
Establishment of the optimal interest rate policy, through the influence of the capital
mobility, maintaining of low inflation level and stable exchange rate, should present a
basic prerequisite for enhancing acceleration of economic growth, increasing em-
ployment, and improving the living standard.

Establishment of adequate interest rates in countries with a developed, diversi-
fied financial structure is realized through market principles implementation. Howev-
er, the establishment of optimal interest rates in countries with underdeveloped finan-
cial markets, unsatisfactory performances in the real economy, with a structural im-
balance in the financial supply and demand, and with incomplete performing of the
monetary transmission mechanism, imposes a special need of attention when con-
ducting interest rate policy.

The interest rate, as a specific price for use of resources for a particular time
period, should ensure reward to the saver, for his restrained current consumption,
while it presents a part of expected profit for the investor, from which he should
cancel and  pay  as a fee for utilization of financial resources. At this, the interest rate
has a decisive role in mobilizing free money assets and formation of the financial
potential, as well as absorbing an optimal allocation of the formed saving. Anyway,
only the real interest rates can influence the saving and investing level. Hence, this rate
presents an important determinant for balancing the supply and demand of financial
resources in every economy.

The impact of the interest rate on the behavior of economic subjects is realized
through three mechanism: a) the substitution effect- at low interest rates there is a
greater inclination to invest and smaller inclination to save, and vice versa, at higher
interest rates there is a greater inclination to save and smaller inclination to invest; b)
the effect of wealth - at low interest rates the price of financial assets-the assets of
entities  is raising , and thus influences on the decisions about spending - investing,
while at higher interest rates the value of the properties reduces and imposes a re-
strained spending, and c) the effect of income (interest)- at low interest rates the
savers get smaller amount of  interest and have less opportunity for spending and vice
versa, in case of higher interest rates the savers have higher income, get greater
interest, and so they can spend more, while at higher interest the borrowers reduce
their spending.

The Republic of Macedonia economy is a small and open economy, which still
carried out transition structural reforms. It is an economy that depends greatly on
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foreign markets trends. In recent years, it has great budgetary deficit in the trade and
payment balance. Besides the built financial structure, the financial market of the
country is small and underdeveloped. On the other side, our economy has great ne-
cessity for financial resources, as well as for additional credit support inside the re-
production processes. In recent years, the economy conditions became more serious
with further occurrence of the financial mortgage crisis, which quickly spread in the
world economy. In such a complex situation, it is necessary to view how effective the
interest rate policy of the Republic of Macedonia is, and to face the challenges for
maintaining the financial stability and encouraging the economic development.

1. THE INTEREST RATE POLICY OF THE NATIONAL
BANK OF THE REPUBLIC OF MACEDONIA

The main objective of the monetary credit policy in Macedonia, as in most
developed countries in the recent period, is maintaining the financial-price stability, as
most favorable environment for stimulating economic activity and achieving long term
sustainable economic development. The monetary growth, only for a short term, may
contribute stimulating of the economic dynamics, while for a long term, its impact is
reflected only on raising of prices. The inflation increases the uncertainty of economic
results, de-stimulates the investment procedures, and reduces the efficiency of price
signals and markets. The monetary credit policy can best contribute to achieve eco-
nomic growth only through maintaining a low, stable and anticipated rate of inflation.

In Macedonia, a small and open economy that is highly exposed to the impact of
the world market movements and with underdeveloped financial markets, the defined
objective of achieving price stability is accomplished through a target strategy of the
MKD exchange rates versus the Euro. Conditions of the domestic economy disabled
achievement of the objectives of low inflation rate and positive economic growth,
through targeting of the interest rates. In terms of permanently high structural liquid-
ity of the banking system, the interest rate policy implemented by the central monetary
authority, may not implement the basic function of regulating the required amount of
liquid assets in the economy. Hence, this policy becomes primarily an instrument for
maintaining stability of the MKD exchange rate and generating a foreign capital in-
flow. In this way, it indirectly regulates the money offer and demand, and thus the
price stability. Through everyday interventions in the foreign exchange markets, by
targeting the exchange rates it ensures stability, which is resulting in repressing the
inflation results and maintaining the financial -price stability.

In recent years, the central monetary authority, in order to achieve financial-
price stability, defended the target level of the MKD exchange rate by neutralization of
effects caused by the impact of autonomous factors on the banking sector liquidity.
In this regard the National Bank of Macedonia mainly did withdraw the surplus liquid
assets. In addition, it governed a cautious interest rate policy, using a spectrum of
interest rates. The interest rates were set on a flexible market basis, that enables a
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constant changing and adopting in order to increase their efficiency and successful
realization of the determined goals. The amount of these rates was determined by
accomplished economic results in the country, particularly the level of economic ac-
tivity, the export and balance of payment, movements of the exchange market, the
level of liquidity in the banking sector, governing a prudent fiscal policy, risks and
uncertainties in the economy and banking, and expected inflation.

Considering the positive achievement in the real and external sector of the econ-
omy and high structural liquidity of deposit banks, the rigid restrains of the monetary-
credit policy, gradually and overtime the interest rate of the National Bank of the
Republic of Macedonia relaxed, and gained a positive downward trend. However, this
situation was disrupted with emerging and spreading of the financial mortgage crisis
in 2007. Due to high uncertainties in the world market, high inflationary pressures and
deepening of external imbalance, the interest rate policy governed by the central mon-
etary authority has strained again.

In Macedonia, the discount rate of the central monetary authority does not
present a basic instrument for regulating of the liquidity assets offer and demand, as it
is in the developed market economies. Despite, this rate is the basis for calculating of
the penalty interest rate in the banking system, as well as for giving signals for the
exchange of the monetary policy course. In the analyzed period, the discount rate was
stable-intact and      was kept at the same level at 6,5%.

The Lombard loans interest rate is the highest rate of the central bank interest
rates spectrum. It applies in circumstances where the bank can not overcome their
liquidity problems and cannot use other resources, so, they use short time collateral
short-time loans from NBRM, as from last resort lender. Due to a high liquidity of the
banking sector, in 2007, this rate noted reduction from 13,0% in 2004 to 7,5% in
2007. But, in terms of increased uncertainties and reduced liquidity resulted from the
financial crisis, the Lombard loans interest rate increased to 10,0% in 2009, while
showing certain stabilization in 2010, the interest rate level showed a decrease up to
5,5% . However, in the studied period, the Lombard loans were barely used by the
commercial banks.

The basic referential interest rate, for realization of the established monetary-
credit policy in Macedonia, is the interest rate of treasury notes. In terms of structural
surplus of MKD liquidity in the banking system, the underdeveloped and shallow
financial market, and insufficiently diversified portfolio of securities, the interest rate
of  NBRM treasury notes represent a basic instrument for regulation and withdrawal
of liquidity. This interest rate has the greatest influence on formation of interest rates
on the money market and short term securities, and partly on the interest rates of the
banking sector. In the recent years, due to the increased foreign currency reserves,
the prudent fiscal policy and the stable economic environment, the   average ponder-
ing interest rate of NBRM treasury notes has gradually declined. Namely, the higher
average demand of the average offer of treasury notes, has contributed to the reduc-
tion of the interest rate from 8,3% in 2004 to 5,1% in 2007. However, the unfavorable
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global environment caused by the global crisis, has the effect to increase the uncer-
tainties and risks, was expressed through the growing external imbalance and pres-
sure on the foreign exchange market, which produced increase of the average interest
rate of the NBRM treasury notes. Thus, this rate reached to 8,46% in 2009, while in
2010 it decreased, adjusted and stabilized to 5,7%.  (Figure1.).

The established interest rate of the central monetary authority in the recent
years, was focused on a permanent sterilization of the surplus liquidity in the banking
sector, which resulted from the NBRM high foreign currency net purchase from the
foreign exchange markets. In addition, the monetary authority, despite the frequent
pressure has successfully maintained the exchange rate of the MKD versus the EURO,
on a stable level. This type of monetary strategy of targeting the exchange rate has
allowed generating of a relatively low and stable inflation. Thus, the rate of inflation
(measured by the cost of living index rate) was kept controlled. In some years, the
rate was negative. In the period before the financial crisis, the rate amount ranged
from -0,4% in 2004 to 2,3% in 2007. Then, as a result of the uncertainties and infla-
tionary pressures on the global financial market, the rate reached to 8,3% in 2008,
while later, in 2009 , in terms of positive shifting, the rate fell within the scope of
negative value at the level of -0,8% , and in 2010 it stabilizes at 1,6%.

Figure 1
MOVEMENT OF SHORT-TERM INTEREST RATES OF NBRM

AND YEAR`S INFLATION RATE

Source: NBRM quartally report-Statistical annex , 4/2010, Skopje, 2010
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Figure 2
MOVEMENTS OF INTEREST RATES ON THE INTERBANKING

MONEY MARKET AND GOVERNMENT SECURITIES

Source: NBRM quartally report-Statistical annex , 4/2010, Skopje, 2010
*IBIR = Inter-banking interest rates

Also, in the analyzed period, the interest rates on financial markets in the Repub-
lic of Macedonia (the inter-banking money market and government securities market)
were in close correlation with the established rate of relaxation of the monetary-credit
policy. The interest rate on the inter-banking money market did harmonize the surplus
and the shortage of short-term MKD liquidity assets within the banking sector. In
recent years, this interest rate showed response to the most apparent changes in the
referential interest rates. Particularly, the gradual reduction of the interest rate of treasury
notes was followed by an appropriate response in decline of the average pondering
interest rate on the inter-banking money market. Thus, the pondering interest rate
showed a continuous decline of 7,0%  in 2004 up to 3,7% in 2007. In subsequent
years, during the crisis, the downward trend of the interest rate was disturbed in 2008
and 2009, when higher rates of 4,3% and 6,31 % were registered, respectively. How-
ever, in 2010, the inter-banking interest rate reduced again, and thus reduced at the
level of 2007, when the rate was 3,75%. (Figure 2.).

In Macedonia, issuing short-term government securities is made primarily in
order to realize the monetary objectives. The interest rate of government securities
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with validity of 3; 6; and 12 months, has the function of regulation, i.e. withdrawal of
the present structural surplus liquidity from the banking sector. In the analyzed peri-
od, changes at this interest rates was a reaction to the movement of the NBRM basic
interest rate. Precisely, the average pondering interest rate of government securities
from 2004 to 2007 produced a downward movement. Thus, the interest rate for 3
months validity of treasury bills has reduced from 8,4% to 5,6% ; the interest rate for
6 months validity of treasury bills has reduced from 9,9% to 6,1%; and the interest
rate for 12 months validity of treasury bills reduced from 10,3% (in 2005) to7,0%.
During the most intensive shocking period of the financial crisis (2008-2009), in con-
ditions of reduced liquidity, the interest rate has increased and stabilized in 2010, at the
level of 4,48% at 3- months, and 4,73% at 6 -months treasury bills.

The interest rate policy which the NBRM conducted last year, in correlation
with the financial markets interest rates, has a relaxing characteristic. Although this
policy represents an instrument of an indirect regulating of the amount of liquidity
assets in the economy, yet, it successfully maintained the financial-price stability. It
was sending positive signals to the banking system to ease the interest rate policy, to
intensify credit loans, and create possibilities for acceleration of the economic activi-
ty.

2. THE INTEREST RATE POLICY OF THE
COMMERCIAL BANKS OF THE REPUBLIC OF
MACEDONIA

The banks of the Republic of Macedonia, whose main business is collecting
deposits and its placement in loans and other investments, presents legal entities with
the main goal of profiting. This kind of establishment of the banking system enables
them independence in frames of creating business and pricing policy. Considering the
fact that the interest rates, as a price for placement of financial resources for a given
time, simultaneously represents the cost and revenue component in the banking oper-
ations, that implies careful conduct of the pricing policy.

Usually, the banks behavior in designing the interest rate policy is determined by
the influence of several factors. Thus, the growth of the deposit basis, the intensity of
credit demand, the position of liquidity of banks, quality of the credit portfolio, the
amount of operating expenses and expenses for mediation, the degree of competition,
the access to market finances, the degree of overall economic activity in the country,
the inflation rate, risks and uncertainties, as well as the courses of the monetary-credit
policy, are factors that decisively effect on the banks reaction in adjusting the interest
rates. The banks, at forming individual interest rates on their own products, can take
into consideration the NBRM referential interest rate as a basic interest rate, as well as
the interest rate of inter-banking money market LIBOR or EURIBOR- interest rate.

In recent years, commercial banks in Macedonia reduced the rigidity of their
own interest rate policy. With its relaxation, the policy was put in a position to be used
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for intensification of the economic development. The gradual relaxation of this policy
was induced primarily by: expansion of the deposit basis for a good banking liquidity
position; relaxation of the NBRM monetary credit policy; improved economic condi-
tions and reduced risks and uncertainties; low inflation level; stronger competition
pressure among banks; banks‘ increased access to market financing; as well as the
positive expectations of the overall economic activity. However, in recent years, the
banking interest rate policy was negatively influenced by the emerging of the financial
crisis.

Active interest rates, by which the banks approved loans, realize a tendency of
continuous decline. Relief of the interest rate was more expressed at MKD interest
rate. The average positive pondering Denar interest rate continually decreased from
12,5% in 2004, to 9,5% in 2010. (Figure 3.).  In addition, dynamics of reduction of
the interest rate was not identical among different sectors. Greater downward correc-
tion was performed on the interest rate in the household sector, as a less risky seg-
ment. Banking interest rate policy that was implemented in the enterprises sector was
more conservative. Unlike the Denar interest rate, the average positive pondering for-
eign currency interest rate was positioned at a significantly lower level of 7,7% in
2005, slightly increased to 8,4% in 2007, and then dropped to 7,4% in 2010. Greater
variability in the amount of the Denar versus the foreign currency interest rate derived
from the fact that the foreign exchange interest rate followed the movement of the
international financial markets.

The passive (adverse) interest rate, with which banks stimulated saving in the
past, had realized altering movements. The average passive pondering Denar interest
rate realized downward trend, till the appearance of the financial crisis. Thus, this rate
of 6,5% in 2004 dropped to 4,7% in 2006, and later in conditions of the crisis and
limited financial resources, it gradually increased to 7,1% in 2010. The upward adjust-
ment of the passive Denar interest rate was fairly expressed in the household sector.
While, the average passive pondering foreign currency interest rate was set at a very
low level. In recent years, according to the movement of international financial mar-
ket, it registered growing and moving from 1,3% in 2005 to 3,1% in 2010. The
existence of fairly broad range of income between deposits in domestic currency and
foreign currency, has contributed a lot to encourage clients to save in the MKD.

Taking into consideration the movement of positive and passive interest rate of
MKD, in the analyzed period Macedonian banks had gradually realized narrowing of
the interest rate margins. The margin of 6,0% points in 2004 decreased to 2,4% points
in 2010. However, the narrowing of the interest margins has primarily resulted from
the increase of passive interest rates, while a small part resulted from the increased
efficiency of the bank working.

Despite the achieved positive movements, the interest rate policy of commercial
banks in Macedonia is characterized by a relatively high set positive interest rates, that
actually do not function in favor of greater intensification of the economic activity in
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Figure 3
POSITIVE AND PASSIVE INTEREST RATES OF COMMERCIAL BANKS

IN REPUBLIC OF MACEDONIA

Source: NBRM quartally report-Statistical annex , 4/2010, Skopje, 2010
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the country. There are various circumstances of objective and subjective characteris-
tics that contribute the interest rate bank policy to be at low level. The most distin-
guished limiting factors are: instability, limited and poor domestic savings opposite to
the high and rigid demand for bank loans, in conditions of underdeveloped financial
market and non-banking financial mediators; poor quality of the banking portfolio
with high degree of risking and unpaid debts, precautious and conservative course in
conducting the bank credit policy, especially for financial indiscipline and problems in
the case of  charging claims in court, as well as high direct and operating costs due to
the bad, inefficient and irrational banking operations. On the other hand, the high
positioned passive interest rate should allow expansion of the financial basis, actually
to contribute to attracting larger scope of saving. Such interest rates are striving to
keep the existing savers and encourage new savers.

The established banking interest rate policy in recent years, was not in the line
compared with the trend of the achieved level of price stability.  Moreover, banks‘
responding to the NBRM monetary signals was unsatisfactory, and was implemented
with delay and small intensity. This type of banking reaction of transferring the posi-
tive impulses from the central bank to the real economic sector, resulted from the
reduced propensity of banks‘ exposure to risks, especially due to their own inefficient
operating. The banking interest rate policy was quite rigid, especially in the downward
correction of positive interest rates, i.e. the upward correction of passive interest
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rates. On the other hand, banking positive interest rates in Macedonia, compared with
other countries in transition, were positioned at a relatively higher level. Such designed
interest rate policy, in terms of high and rigid credit demands, contributed to incom-
plete utilization of financial potentials for crediting the population and the economy, on
one hand, and to placement of the obtained credit income in riskier projects, with
which the realization of payment was endangered, on the other hand. “Non-perform-
ing loans” or bad credits that are difficult to be charged, are highly implemented in the
banking credit portfolio. Its participation, in the previous period, was decreasing from
9,1% in 2004 to 4% in 2007, and  in conditions of financial crisis it increased from
6,8% in 2008 to 9,3% in 2010. Despite the improved conditions, the share of non-
functional loans is relatively high in the total credit investment of Macedonian banks,
and it is above the average of non-performing loans in the EU, where it ranges be-
tween 2-3%.

In the following period, regarding the limited and low quality of domestic sav-
ings, as well as the need of increased investments in order to provide more intensive
development, further we expect Macedonian banking interest rates to be set at a rela-
tively higher level. On the other side, the improved macroeconomic performances-
low inflation, a stable foreign exchange course, and favorable liquidity level will effect
positively on positioning the interest rates on the economic rational level. However,
the fact remains that Macedonian banking interest rates will continue negatively re-
flecting on acceleration of the economic growth.

CONCLUSION

The interest rate policy, that regulates the money offer and demand, is an im-
portant instrument of the monetary and macroeconomic policies of every country in
achieving the fast economic development. In Macedonia, the interest rate policy con-
ducted by the NBRM in recent years had a relaxing characteristic. Although this pol-
icy represented an instrument for indirect regulating of liquidity assets in the econo-
my, yet,  it successfully maintained the financial –price stability. In implementation of
this course, the central bank was sending positive signals to the banking system to
ease the interest rates policy and create possibility for accelerated economic activity.

The commercial banks in Macedonia are independent in conceptualization of
their own interest rate policy. In recent years, as a result of expansion of the deposit
basis and good liquidity position, eased monetary-credit policy, improved economic
conditions, low inflation and the increased competition, the banks gradually carried
out relaxation of the interest rate policy. However, despite the effectuated positive
movements, the banking interest rate policy is still characterized by setting a relatively
high positive interest rate, which aimed to intensification of economic activities in the
country.
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In the following period, considering the limited and low quality domestic sav-
ings, as well as the need for greater investment, we can further expect the Macedoni-
an banking interest rates to be set at a higher level, thereby adversely effecting the
acceleration of the economic growth.
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