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Honorable,

After the difficult security and economic crisisin 2001, in 2002 the Republic of
Macedonia was making efforts to consolidate the economy, to improve the
macroeconomic performances and to continue the structural reforms. The
Macedonian economy was facing numerous challenges. The recovery of the
capacities, the renewal of the relations with the foreign partners, the implementation
of the ongoing projects, as well as the return of the confidence of the domestic and the
foreign investors, were considered to be the key prerequisites for re-acceleration of
the economic growth and achievement of satisfactory growth rates. However, the
macroeconomic indicators for 2002 confirm the necessity of a longer period of
recovery from the effects of the crisis and more dynamic functioning of the overall
economy. Thus, in 2002, the Macedonian economy registered a real GDP growth of
0.7%, with a fall being registered in the activity of the industrial sector. Despite the
difficulties and the relatively slow recovery, several facts reaffirmed the clear
determination of the Government and the support of the international community for
integration of the Macedonian economy in the global economic flows:

- although the arrangement with the International Monetary Fund (IMF) in 2001 was
terminated due to the security crisis and the impossibility to implement the agreed
policies, the cooperation of the Republic of Macedonia with the IMF in the first half of
2002 continued through the so-called Saff Monitored Program. Such an approach was a
signal to the international investors for the transitory character of the problems in the
country and the possibility to be promptly overcome. Additionally, the negotiations for
concluding a new Stand by arrangement with the IMF (approved at the end of April 2003)
were announced at the end of 2002, and successfully completed at the beginning of 2003);

- the donor conference for the Republic of Macedonia was held in March 2002, at which
the donors announced financial support of Euro 307 million, which was above the
expectations. These funds were primarily intended for supporting the balance of
payments, reconstruction of the regions affected by the conflict, implementation of the
Framework Agreement and therefore represent an important support to the Republic of
Macedonia in its endeavors to cope with the economic and security problems. The largest
portion of the announced financial funds from the donors was contingent upon the
conclusion of the arrangement with the IMF. After the fulfillment of this prerequisite,
larger inflows could be expected in 2003, which along with the positive direct effects,
increases the importance of the arrangement with the IMF;

- theinvolvement of the Republic of Macedonia in the global trade flows continued in 2002.
In October 2002, the Republic of Macedonia officially became 145™ member state of the
World Trade Organization (WTO), after the General Council of the WTO verified the
Membership Agreement. The Macedonian economy accepted the obligation for further
opening towards the foreign markets and promoting the competitiveness, as a necessary
precondition for regular conduct of the international commodity trade.

In 2002, the National Bank of the Republic of Macedonia (NBRM) was focused on
achieving the legally defined primary goal — maintenance of the price stability by conducting
flexible monetary policy based on the Denar exchange rate targeting strategy (against the
Euro starting from this year). Thus, in 2002, the achieved average inflation rate egqualed
1.8%. Such inflation performances are within the framework of the medium-term inflation
goal of the European Central Bank, which is of a great importance, taking into consideration
the long-term orientation of the Republic of Macedonia towards the European integration.



The actual implementation of the monetary policy was conducted in the environment
of clear need for coordinated action with the other macroeconomic policies, aimed at
providing consistent macroeconomic framework. This was particularly evident in the third
guarter of the year, i.e. in the period prior to the parliamentary elections, when the high
public consumption, typical for the pre-election period, created excess liquidity in the banking
system, and increased the level of currency in circulation. In such environment, the NBRM
managed to absorb the excess liquidity through the basic monetary regulation instrument, the
CB bills auctions, acting towards defense of the exchange rate stability. In this year, the
monetary policy instruments were permanently adjusted to the developments in the
Macedonian economy.

In accordance with the accepted monetary strategy, in 2002 the NBRM took an active
role on the foreign exchange market, where the supply of and the demand for foreign
exchange mostly reflected the unfavorable devel opments in the foreign trade. The difficulties
regarding the renewal of the lost markets and canceled contracts with the foreign partners
due to the crisisin 2001, as well as the environment of high demand on the domestic market
made the export of goods drop by 3.9%. Taking into account the dependence of the
Macedonian economy on the imports (and the additional measures aimed at creating
favorable conditions for import of used vehicles), the imports picked up by 15.9%, resulting in
higher demand for foreign exchange for servicing the foreign liabilities. In such
circumstances, the NBRM managed to close the gap between the supply and the demand for
foreign exchange and to preserve the exchange rate stability by a net sale of foreign
exchange. Nevertheless, at the end of 2002, the NBRM gross foreign exchange reserves
remained at a satisfactory level of US Dollar 735 million, covering 4.5-months of import. It
was achieved with the liabilities towards the foreign creditors being regularly serviced, where
total of US Dollar 300 million were paid off in 2002. However, in 2002, the deficit in the
current account of the balance of payments of the Republic of Macedonia increased and
reached USDallar 324.5 million. The realization of a portion of the donations from the donor
conference and the private transfers enabled partial financing of the trade deficit. In this
context, it is essential to mention the enforcement of the new Law on Foreign Exchange
Operations (October 2002) which allows high degree of liberalization of the capital
transactions, thus bringing the Republic of Macedonia closer to the contemporary market
economies. However, with regard to the liberalization, the potential adverse effects from the
liberalization of the portfolio investments (because of their short-term character) and the
international credit relations (in both directions) are of a great concern, due to which the
NBRM undertook proper preventive measures.

The outcome of the efforts for reforming, modernizing and restructuring of the
banking system, made throughout many years, became particularly evident in 2002, in the
time of the transfer of the payment operations to the banks and the Euro conversion. The
reform of the payment system is regarded as one of the most successful reforms in the
Macedonian economy. The NBRM plays the leading role in the new payment system, by
settling the large-value payments between the banks through the RTGS system. In 2002, the
NBRM also provided technical assistance for reforming the payment systems of other central
banks worldwide, which is a proof of the excellent concept and efficiency of the reform. The
new payment system operates on the basis of the principle of real time gross settlement and it
is compatible with the payment systems in the developed economies. From the aspect of the
banks, the reformed payment system provided enhanced capacity for liquidity monitoring and
management, and introduced a new type of services the banks offer to the clients. The smooth
conduct of the payment operations in 2002 indicated the excellent staff and technical
equipment and willingness of the banks and other participants to undertake such a venture.

The Euro-conversion was an exceptional opportunity for mobilizing the households’
foreign exchange savings in the banking system. However, after the substantial foreign



exchange inflows in the banks in the last quarter of 2001, an uncertainty could have been felt
regarding the volume and the dynamics of withdrawal of these funds, and particularly
regarding the successfulness of such credibility test for the banking system. However, the
withdrawal of the foreign exchange deposits was moderate and it was registered only in the
first quarter of 2002, immediately followed by the trend of further depositing of foreign
exchange savings, alongside the increase in the savings in domestic currency. It should be
underlined that the Republic of Macedonia is among the top countries in transition according
to the amount of funds that remained in the banks after the conversion. Such situation
confirms the strengthened confidence in the banking system and emphasizes the significance
of the interest income as a sour ce of income for the households. Hence, the annual drop in the
total deposits of 16.6% was primarily due to the high comparison base at the end of 2001, as
a period when the funds depositing was the most intensive due to the Euro-conversion.

In 2002, the currency in circulation was preserved at a high level, under the
influence of the Euro-conversion and the reform of the payment operations early this
year, the enforcement of the temporary financial transactions tax, as well as the effect
of the high budget spending. Taking into consideration the high level of currency in
circulation and the increase in the transaction deposits, in 2002, the monetary
aggregate M1 registered annual increment of 4.3%. Smultaneously, in 2002, the
money supply M2 — Denar component increased by 7.9%. The change in the broadest
money supply M4 in December was negative (9.8%), indicating the high comparison
base due to the conversion of the “ in-currencies’ into Euro.

In 2002, the banks credit policy showed certain responsiveness to the stabilization of
the situation, the lower country risk and consequently, to the lower credit risk of the clients.
Thus the total amount of credits extended at the end of 2002 compared to the end of the
previous year was by 7.8% higher. The fact that the placements in domestic currency are
generator of theincrease in the banks' placements just confirms the perceptions for the lower
risk. Thus the Denar placements registered annual growth rate of 10.1%, whereas the foreign
exchange placements fell by 1.5%. The lower amount of overdue claims of the banks indicates
higher efficiency in the credit portfolio management, improved selection and higher financial
reliability of the clients. In 2002, the banking system played an important role in the process
of supplementing the households' financial potential, by more intensive extension of consumer
and long-term housing credits. This increases the role of the banks in inducing the joint
consumption and the investments, as factors of the economic devel opment.

In 2002, when the NBRM interest rate policy was flexibly adjusting to the changes in
the overall economic flows, and when the interest rates on the Money Market were following
the monetary impulses, the banks' interest rates were relatively stable, remaining, however,
insufficiently responsive. At the end of 2002, the average weighted lending Denar interest
rates of the banks equaled 17.7%, reducing by 1.4 percentage points on annual basis,
whereas the deposit Denar interest rates registered more moderate increase of 0.9 percentage
points and equaled 9.2%. Thus, the interest rate margins remain high indicating the high
financial intermediation costs.

The activities for creating sound and modern legal basis for the financial system
functioning continued in 2002. Thus, the new Law on the National Bank of the Republic of
Macedonia entered into force in January 2002, with the NBRM operations being largely
harmonized with the modern central banks in the developed economies. Thus, the price
stability is legally defined as a primary goal of the monetary policy. Additionally, the Law
emphasizes the independence of the NBRM, which is one of the major preconditions for
consistent and effective conduct of the monetary policy. The amendments to the Banking Law
are also aimed at more secure and efficient functioning of the banking system. Also, the
amendments to the Law on Deposit Insurance Fund, i.e. the increase in the amount of



indemnification of the households' deposits, were aimed at supporting and strengthening the
confidence in the banks.

The implemented reforms of the financial system and the maintenance of the price
stability, as the most favorable environment for sustainable economic growth, are only some
of the elements necessary for more dynamic and successful functioning of the Macedonian
economy. The need for implementation of the structural reforms, the strengthening of the
production capacity of the economy, the expansion of the markets, as well as the renewal of
the export demand by increasing the competitiveness of the domestic exporters remains. Only
by such radical changes, the Macedonian economy will acquire the capacity to absorb the
labor force and solve one of the largest problems — the high rate of unemployment.

Eventually, it should be noted that the year 2002 was of an exceptional importance
for the NBRM as a monetary authority of the Republic of Macedonia. In April 2002, we
celebrated the tenth anniversary of the monetary independence of the Republic of Macedonia,
meaning ten-year of existence of the national currency unit and the Central Bank. Throughout
this period, the NBRM has developed into a modern institution with proved capacity for
achieving the set goals. Therefore, the maintained price stability and the Denar exchange rate
stability, the increase in the foreign exchange reserves up to the level of optimum import
coverage, as well as the gradual strengthening of the supervisory function and the stability of
the banking system should be stressed as the most significant accomplishments of the NBRM
in the past decade of monetary independence. In this context, it should be underlined that the
Republic of Macedonia is one of the rare countries in transition that avoided the systemic
banking crisis, in spite of the numerous unfavorable circumstances. On the eve of the new
challenges, the NBRM per manently improves its operations, and through the flexible conduct
of the monetary policy and the clear determination to preserve the stability in the economy, it
will act towards supporting the positive trends and accel erating the economic growth.

Ljube Trpeski, Ph.D.

May 2003, Skopje Governor and President of the
NBRM Council



|. Economic Developmentsin the World

In 2002, the world economic growth rate equaled 2.8%", and although it increased by
0.6 percentage points compared to 2001, however it is below the long-term upward trend.
Such performances were significantly affected by the uncertain environment in which the
global economy functioned, the difficulties for maintaining the economic growth in the EU
and the USA, as well as the stagnation facing Japan. With respect to dynamics, in the first
guarter of 2002, the economic conjuncture in global framework was unexpectedly favorable.
Notwithstanding the expectations for considerable undermining of the confidence of the
consumers and the investors after the terrorist attacks on September 11, 2001, at the beginning
of 2002, the world trade and the industrial output registered an increase. However, given the
considerable disturbance of the financial markets, supplemented with the depreciation in the
US Doallar, as well as the deterioration of the terms of financing of the developing countries
(particularly South America and Turkey), after the first quarter of 2002, the performances of
the world economy deteriorated. From the aspect of the groups of countries, the lowest
growth rate was registered in the group of developed economies (1.7%), while the developing
countries registered an increase of 4.2%. These two groups registered acceleration of the
economic activity, contrary to the countries in transition, where the economic growth rate
equals 3.9% in 2002, which is a Slowdown of 1.1 percentage point compared to the previous
year.

Notwithstanding the moderate recovery of the economic activity, the world trade
registered a growth of 2.1%, which is substantially lower than the average for the 1984 — 2001
period (6.4%). The oil price registered moderate increase (0.5%), with more intensive
increase being reached in the prices of the primary and industrial products (4.2% and 2.6%,
respectively). Due to such movements of the prices on the international markets, combined
with the dynamics of the economic activity, the inflation rate in the developed countries, the
developing countries and the countries in transition equaled 1.4%, 5.6% and 11.3%,

respectively.

Tablel
Selected indicators for the world economy

1998 1999 2000 2001 2002
(in %)
Real GDP growth rate 2.8 3.6 4.7 2.2 2.8
Growth in the world trade 4.3 55 12.6 -0.1 2.1
Inflation rate
Developed countries 15 1.4 2.3 2.2 14
Developing countries 10.5 6.9 6.1 5.7 5.6
Transition countries 221 44.1 20.2 15.9 11.3
Prices
Qil -32.1 375 570 -14.0 0.5
Primary products -14.7 -7.0 18 -5.4 4.2
Industrial products -1.8 -2.0 -5.2 -2.3 2.6
(% of GDP)
Saving rate 23.2 23.2 24.1 23.1 22.8
I nvestment 235 23.2 23.6 22.8 225

Source: IMF World Economic Outlook, September 2002.

! Estimation, WEO, September 2002.



1.1. Developed countries

The real growth rate of the gross domestic product in the group of developed
countries equaled 1.7% in 2002, which is an annua acceleration of the dynamics of the
economic activity of 0.9 percentage points. The total domestic demand registered an increase
of 1.8%, primarily as a result of the strengthened private and public consumption, with a
decline being registered in the investment activity (evident through investments in fixed and
permanent working assets). Thus, in Japan, the low domestic demand, the appreciation of the
Japanese yen and the structural problems (the need of restructuring of the banking and the
corporate sector) further contribute to achieving negative economic growth rates (0.5% in
2002). Therewith, in 2002 Japan is the only country that registered negative economic growth
rate within the framework of this group of countries. Besides the acceleration of the economic
activity, taking into account the increase in the labor productivity of 2.4% (annual increase of
1.8 percentage points) and the moderate increase in the unit labor costs of 0.9% (lower by 1
percentage point compared to 2001), in 2002, the inflation rate in the developed countries
equaled 1.4%, relative to 2.2% in 2001. Given the permanent procyclic adaptation of the
macroeconomic policies, the low inflation rate partialy reflects the high credibility in
maintaining low and stable inflation rates. Given the modest economic growth and the
substantial deterioration of the stock exchange indicators, the unemployment rate registered
an increase of 0.5 percentage points, thus reaching 6.4%. The deficit in the current account
remained at the level of the preceding year, that is 0.8% of the GDP and equals US Dollar
210.3 billion.

Table2
Selected economic indicators for the developed countries
GDP Inflation Unemployment Current Account
(real growth rate (retail prices (in %) Balance in the Balance
in %) increasein %) of Payments

(in US Dollar billion)
2000 | 2001 | 2002 | 2000] 2001 | 2002 | 2000|2001 | 2002 | 2000 | 2001 | 2002

Developed countries | 3.8 0.8 17|23 22 14|59 59 64 |-227.1 -188.4 -210.3
European Union 35 16 11|23 26 21|82 74 77 |-351 32 50.7

Germany 29 06 05|21 24 14|78 78 83]|-209 24 387

France 42 18 12|18 18 18|95 86 90| 194 240 26.6

Italy 29 18 07|26 27 241|106 95 93| -57 1.6 2.8
USA 38 03 22|34 28 15| 40 48 59 |-4103 -3934 -479.6
Japan 24 -03 -05|-08 -0.7 -10] 47 50 551196 87.8 1193

Source: IMF World Economic Outlook, September 2002.

In 2002, the European Union (EU) (group of countries being the major trading partner
of the Republic of Macedonia) registered a rea growth rate of the GDP of 1.1% (half of the
respective growth rate in the USA). Such dynamics of economic growth was achieved in
environment of simultaneous slowdown in the growth of the external demand and the
domestic aggregate demand. The inflation performances of the EU are favorable. Thus, the
inflation rate in 2002 equaled 2.1% (which inconsiderably diverges from the inflation rate
(2.0%) which is a goal of the ECB on a medium run). The gradua increase in the wages
causes concern regarding the price stability, which given the slower dynamics of the growth
in the labor productivity (0.9% in 2002, relative to 2.2% in the previous year), resulted in an
increase in the unit labor costs of 2.3%. Nevertheless, the Euro appreciation, as well as the
depletion of the effects of the transitory shocks (Euro conversion, oil prices, etc.) are expected
to contribute to further maintenance of the price stability.

Given the registered decrease in the private consumption, the almost unchanged level
of public consumption and the permanent negative growth rates of the total investments, the



domestic demand in Germany (as the most important trading partner of the Republic of
Macedonia in 2002) dropped by 1.1%. Such movements, given the strengthened external
demand, contributed to achieving modest real growth of the GDP of 0.5%. Thus the analysis
shows insignificant effect of the floods in 2002 on the economic activity, expecting
stimulating effects of the growing expenses for assistance and reconstruction. The inflation
rate in Germany is maintained at low level of 1.4%, with increase being registered in the labor
productivity of 3.2% and lower unit labor costs of 0.2%. In 2002, the unemployment rate in
Germany equals 8.3%, which is an increase of 0.5 percentage points compared to the
preceding year.

After the considerable slowdown in the economic growth rate in the previous year, in
2002, the USA registered areal growth rate of the GDP of 2.2%, which is the second highest
growth rate in the Group 7, after Canada. Additionally, the most intensive dynamics was
registered in the first quarter of the year due to: a. the timely and adequate reaction of the
ingtitutions responsible for the economic policy of the recession tendencies in the previous
year; b. the strengthened credibility of the monetary policy; c. the intensive growth in the
productivity, which offset the growth in the real wages and enabled prevention from profit
decline. Also, the strengthened joint consumption contributed to acceleration of the economic
dynamics, which was a sign of prompt improvement of the confidence and stabilization of the
expectations after the terrorist attacks on September 11, 2001. In the remaining period of
2002, the increase in the GDP in the USA was substantially more modest, primarily as aresult
of the acceleration of the import activities and the lower level of consumption. At the same
time, since March 2002, the Stock Exchange Index S&P500 has been registering permanent
decrease reflecting the higher uncertainty regarding the growth sustainability, the non-
confidence in the corporate sector following the numerous accounting and auditing
manipulations and revised projections for lower profit of the corporations in the forthcoming
period. Given the substantial increase in the labor productivity (4.4%) and the decline in the
unit labor costs (0.3%), the inflation rate in the USA in 2002 equals 1.5% (decrease of 1.3
percentage points compared to the preceding year). The balance on the current account in the
balance of payments in 2002 is negative and amounts to US Dollar 479.6 hillion, or 4.6% of
the GDP.

1.2. Developing countries

In 2002, the economic growth rate in the devel oping countries equaled 4.2%, showing
the strengthened dynamics of the economic activity compared to the previous year. Analyzed
by regions, the negative economic growth rate is registered only in the region of the West
Hemisphere? (real fall of the GDP of 0.6%), whereas the other regions registered acceleration
of the economic activity. Thus, the regions of Africa, developing Asia®, Middle East and
Turkey” registered real growth in the GDP of 3.1%, 6.1% and 3.6%, respectively.

Although the crisisin Argentina had direct transferable effects on the countries in the
region, it is a signal of the investors for the problems latently present in these countries.
Furthermore, the inaccessibility to the financia markets for Brazil (as the largest user of
external sources of financing), alongside the high level of public debt and the weak banking
sector, additionally increases the economic and the financia uncertainty in the region.

In the region of developing Asia (that registers the highest economic growth rate in
this group of countries), the economic performances are primarily caused by the exports
demand and hence, by the economic situation in the USA and Europe. Additionally, these

2 Countries of Latin America.
3 Ching, India, Indonesia, Malaysia, Philippines and Thailand.
*Including Malta.



countries show high sensitivity to the movements of the oil price. Thus the globa economic
movements and the positive performances of the information technology in the first quarter of
2002 ensured achieving intensive dynamics of the economic activity in these countries. The
inverse trend in the remaining period of the year, with the simultaneous growth in the oil price
on the international markets (caused by the undermined security in the Middle East) led to
slowdown in the economic growth rate in this region.

Table3

Selected economic indicators for the developing countries

Annual changes 1998 1999 2000 2001 2002

(in %)
Rea GDP 3.5 4.0 5.7 3.9 4.2
Exports -7.8 97 252 -32 3.2
Imports -5.3 0.7 192 -1.0 4.6
(US Dallar billion)

Current account of the Balance of Payments -85.1 -10.2 66.7 39.6 18.9

Source: IMF World Economic Outlook, September 2002.

The inflation performances of the developing countries are satisfactory. Thus the
average inflation rate in 2002 equaled 5.6%, which is dmost the same as the level in the
previous year. The lowest inflation rate was registered in the region of the developing Asia
(2.1%), whereas the group of Middle East and Turkey continues registering the highest
inflation rate (17.1%). The current account balance in the balance of payments in 2002 is
positive and equas US Dallar 18.9 hillion, due to the surplus of the regions of developing
Asiaand Middle East and Turkey.

1.3. Countriesin transition®

The high degree of integration of the countries in transition in the global trade and
financial flows prevents these countries from isolating themselves completely from the
developments in the leading economies. However, in 2002, notwithstanding the global
economic problems, the comprehensive reforms in the countries in transition created
prerequisites for solid macroeconomic performances, sustainable growth and macroeconomic
stahility. Major challenge in the next period for the countries of the Central and Eastern
Europe and the Baltic countries (CEB) is to achieve balance between the high fiscal outlays
(necessary for convergence towards the EU) and to meet the fiscal Maastricht criteria, having
in mind that their exports are primarily oriented towards the EU and they have a set date for
accession to the Union (most of them). The countries of South-Eastern Europe (SEE) are
facing with problems regarding the rehabilitation of the post-conflict consequences, as well as
with the challenge for creating favorable environment for domestic and foreign investments,
with their membership in the Stability Pact being the most considerable contribution.
Development of the infrastructure, proper externa debt management and strengthened
regiona cooperation (by removing the artificial barriers of the trade and the financia flows)
continue to be an imperative for the Commonwealth of Independent States (CIS).

5 Central and Eastern Europe and the Baltic countries, South-Eastern Europe and the Commonwealth of
Independent States.



Table4
Selected economic indicators for the countriesin transition

Current account of
the Balance of Foreign direct
GDP Inflation Payments investment
(real growth ratein %) (in %) (% of GDP) (in US Dallar billion)
2000( 2001| 2002| 2000{ 2001| 2002| 2000 2001| 2002| 2000| 2001| 2002
Countriesin transition* 6.6/ 50/ 39 202 159 113 -45/ -6.0 -62 7.8 81| 103
Central and Eastern Europe 40| 25| 23| 65 55 32 -47 -49| -47| 186| 175 220
Czech Republic 33 33| 25/ 39 47 23| 53 -47| -36/ 49 48| 80
Estonia 7.1, 50/ 4.0 40 40 61 -57/ -624 -67/ 03 03 03
Croatia 29| 38/ 35 40 58 38 -23] -33 -35 11 134 10
Latvia 68 7.71 40 26| 25 23 -69| -97 -85 04 02 03
Lithuania 38/ 59/ 52 10/ 13 09 -60 -48 -58 04/ 04 04
Poland 40| 10/ 104 101, 55 21 -63| -39 -38 82 65 50
Slovak Republic 22 33| 35 120 73] 31 -37 -88 -91 21 15 40
Slovenia 46| 30| 27 89 84 74 -34/ -04 12 01 034 06
Hungary 52| 38| 4.0 98 92| 49 -28/ -21 -24| 11 21 26
South and Eastern Europe 36| 45| 36| 245/ 283| 118 -80| -104| -10.0 254 27| 27
Albania 78/ 65/ 6.0 01 31 53 -69 -63 -60 01 02 02
Bosnia and Herzegovina 45 23| 30 -21.4| -23.1| -20.3 0.2 01} 02
Bulgaria 54/ 40| 40 99 74| 61 -56| -65 -59 10 06/ 08
SR Yugodavia 5.0 55| 30| 604| 91.3| 215 -74|-10.7| -129| 0.0 0.2/ 0.3
Macedonia® 45| -45 07, 58 55 18 -19| -63| -88/ 02 04 01
Romania 18| 53| 35/ 457 345 227 -37| -61] -50/ 25 40 na
Community of Independent
States 79| 59| 44| 290/ 17.0] 110 -08| -26/ -39 22 42| 6.2

Source: Transition Report, EBRD, 2002
*IMF World Economic Outlook, September 2002.
1/ The respective official institutions are source of the data on the Republic of Macedonia.

In 2002, the real growth rate of the GDP in the countriesin transition equaled 3.9% (a
slowdown of 1.1 percentage point compared to the previous year). Thus, the three-year trend
of achieving positive economic grown rate in this group of countries continued. The most
intensive growth was registered in the CIS (4.4%), with divergent movements being
registered within the framework of the countries. Russia is considered a generator of the
positive economic dynamics, that after the crisis in 1998, continuoudy registers positive
economic growth rates. The countries rich in natural resources extensively contribute to the
growth in 2002, taking into account the rise in the oil price and the primary products on the
international markets. In the SEE countries, the growth rate equaled 3.6% (decline of 0.9
percentage points) indicating the positive effects of the economic and political restructuring,
as well as the intensification of the regiona cooperation, by various regiona initiatives for
trade and investments promotion. The lowest economic growth rate (2.3%, or slowdown of
0.2 percentage points) is registered in the CEB. The performances within the group are largely
divergent. Thus, the growth rate of Poland (1.0%) is of a great concern, taking into account
the extremely poor domestic demand and unsuitable coordination between the monetary and
the fiscal policy. On the other hand, the Baltic countries are the major generators of growth in
this group. Simultaneously, the low inflation and the attractiveness of these countries for the
foreign direct investments enhanced their developing potential .

From the aspect of the inflation movements, the countries in transition continue
registering higher inflation rates relative to those of both the developed and the developing
counties. Thus in 2002, the inflation rate equaled 11.3%, which is a dowdown of 4.6
percentage points compared to the previous year. The highest inflation rate was registered in
the SEE countries, due to the two-digit inflation rates in Romania and FR Yugosavia



Nevertheless, in spite of the high inflation rates, the inflation performances of these two
countries significantly improved compared to the preceding year. In this group of countries,
the lowest inflation rates were registered in the Republic of Macedonia. In the CIS, the
inflation rate equaled 11.0%, with four countries registering two-digit rates of inflation
(Russia, Belarus, Tgjikistan and Uzbekistan). The most favorable levels of inflation were
registered in the countries of CEB (3.2%), gradually converging towards the medium-term
inflation goal of the EU (2.0%).

The movements in the external sector in the group of countries in transition, observed
from the aspect of the current account balance in 2002 are divergent. Thus, the deficit in the
current account of the countries in transition in 2002 equaled 6.2% of the GDP (increase of
0.2 percentage points relative to the previous year). In the CEB group, the deficit in the
current account equaled 4.7% of the GDP (improvement of 0.2 percentage points relative to
the preceding year), although the external demand from their major export market (EU)
registered a decrease. The SEE countries registered deficit in the current account of 10.0%
(decline of 0.4 percentage points compared to the previous year). Excluding Romania (the
deficit of which in the current account equaled 5.0% of the GDP), all countries of this group
registered a deficit over the criteria for sustainability of the current account set on the basis of
experience (5.0%)°. The most favorable performances in this area were registered in the CIS,
the deficit of which in the current account in 2002 equaled 3.9% of the GDP. It was primarily
due to the accelerated interregional cooperation, as well as the surplus on the current account
of the countries that export oil and primary products.

The efforts of the countries in transition are directed towards creating an environment
for attracting long-term capital for financing the deficit in the current account. The foreign
direct investments (FDI) are considered to be the most favorable type of capita inflow with
numerous quantitative and qualitative effects (effect on the balance of payments, the
employment, the introduction of modern technological processes and knowledge, etc.). In
2002, the total FDI in the countries in transition equaled US Dollar 31 billion (annual
increment of 27.0%). The SEE group registered the lowest inflow of FDI (US Dollar 2.7
billion), while in the CIS it equaled US Dollar 6.2 billion. The CEB countries continue to
register the highest inflow of FDI (US Dollar 22 billion, in 2002).

8 According to the IMF.

10



I1. Economic Developmentsin the Republic of Macedonia

2.1. Gross domestic product’

The macroeconomic performances of the Macedonian economy in 2002 were
severely influenced by the security crisis evidenced during the previous year, which was a
serious shock with long lasting consequences. Namely, the results registered in the economic
and the foreign trade activity in 2002 prove that for complete rehabilitation from such a
shock, alonger period of time is needed. Thus, despite the recovery of the economic activity
recorded in the last months of 2002, no significant revitdization of the economy was
registered, due to which in 2002, compared to 2001, the increase in the gross domestic
product in real terms equaled only 0.7%. In addition, the registered growth rate is
significantly below the upward trend of the Macedonian economy registered before the
security crisis.

Chart 1

Gross domestic product of the Republic of Macedonia
(real growth rates)

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

In 2002, the movements of the gross domestic product analyzed by quarters, point to
a gradual and continuing improvement of the situation compared to the previous year. Thus,
in the first quarter of 2002, the gross domestic product registered a decrease of 2.2%. The
decrease in the second quarter of the year was lower and equaled 0.6%, while in the third
quarter it increased by 1%. Such developments correspond to the gradual consolidation of the
economy, which was more obvious in the second half of the year. Consequently, in the last
quarter of 2002, high increase of 4.3% in real terms was registered.

The analysis of the gross domestic product based on production structure indicates
that in 2002, the largest rea decrease of 5.1% was registered in the value added in the
industrial sector, the share of which is largest in the gross domestic product (23%). In
addition, the value added in the construction activities (a share of 5%) decreased by 3.7%. On
the other hand, more obvious red increase was registered in the activities "transport, storage
and communications’, and "trade”" (of 9.4% and 6.5%, respectively), jointly comprising 21%
of the gross domestic product, the increase of which they were responsible for.

7 Source: State Statistical Office of the Republic of Macedonia. Estimated data for 2002. The quarterly GDP data
is given in constant prices, in Denar denomination from 1997. The structure is according to the National
Classification of Economic Activities (NCEA).
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Observed from the aspect of the expenditure structure of the gross domestic product,
in 2002 compared to the previous year, Government consumption registered a nominal
decline of 5.6%, given the significantly lower expenditures of the Central Government for the
security needs. Investments in machinery and equipment registered high nominal increase of
16.4%, taking into consideration the low comparison base registered in the previous year. The
foreign trade of the Republic of Macedonia in 2002 registered an increase, although it is
characterized by unfavorable structure. Thus, the export of goods and services registered a
significant nominal decrease of 7.5%, while the import of goods and services nominally
increased by 5.6%.

2.2. Inflation

Despite the unfavorable movements in the real sector, the Macedonian economy in
2002 registered satisfactory results in the maintenance of the price stability. Given the high
liquidity in the economy caused by the Euro conversion, the payment system reform and the
increased budget expenditures, the National Bank of the Republic of Macedonia succeeded in
achieving the main objective of the monetary policy - preserving the price stability, through
its firm determination to maintain stable exchange rate of the Denar against the Euro. Thus, in
2002, a one digit average rate of inflation of 1.8% was registered. In addition, the registered
rate of inflation was below the projection for 2002, being also significantly lower than the
average rate of inflation in 2001 (5.5%). Simultaneoudly, the annual rate of inflation
(December 2002 / December 2001) equaled 1.1%.

Chart 2

Costs of living
(changesin percent)

10
....... month / previous month

period / same period of previous year

1.2001 bt e
VI
VI
XI1

1.2002
VI
VI
1X

X
X1
X1l

The modest average rate of inflation in the Republic of Macedoniain 2002, measured
through the costs of living index, was caused by several factors:

= Highincreasein the prices of the postal and telecommunication services (the prices of the
impulses and the subscription for fixed telephony in May 2002) and the increase in the
prices of housing and public utility services (in October 2002), causing higher increase in
the costs for services;

= Higher prices of the agricultural products, mainly of the vegetables (due to the increase
registered in January, March, April and September 2002), which reflected in the increased
costs in the "food" category. The late production of the early vegetables, lower domestic
supply given the necessity of exporting the largest part of the domestic production, the
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dominance of the imported agricultural products and higher customs for the import of
vegetables, also contributed for such a situation;

= |Increase in the prices of oil derivatives in accordance with the movements in the price of
the crude oil on the international stock exchanges (in accordance with the Government
decisions adopted in March, April and September 2002), and increased costs of insurance
for the registration of motor vehicles due to the abolition of the benefits of 25% (in
November 2002). Such changes reflected in the increase in the costs of transportation and
communication services.

Conseguently, in 2002 compared to the previous year, the costs of services registered
more intensive increase (5.0%), in comparison with the increase in the costs of goods (1.2%).
Observed from the aspect of categories with more significant share in the total index of the
costs of living, the highest increase was registered in the costs of the means of transportation
and services (of 2.1%), food (of 1.8%) and housing (of 1.7%).

From the aspect of the monthly dynamics, in 2002 the monthly rates of increase in the
costs of living were mostly registered. Monthly deflation was registered in June and July
(seasona decrease in the prices of the agricultural products, i.e. the vegetables), while in
February, August and December, the level of the costs of living remained almost unchanged.
The most remarkable increase in the costs of living was registered in January (1.1%) and
April (0.7%). The increase registered in January is due to the higher prices of the agricultural
products given the decreased supply on the domestic market, which resulted in an increase in
the costs of food. The increase in the costs of living in April is caused by the higher prices of
the agricultura products and oil derivatives.

Regarding the correlation between the retail prices and the costs of living, the changes
registered in the retail pricesin 2002 were similar to the changes in the costs of living, having
in mind the influence of elaborated factors. Thus, in 2002 compared to the previous year, the
retail prices registered an average increase of 1.4%, while their annual rate of increse
(December 2002 / December 2001) equaled 2.2%.°

The structural changes in the retail prices correspond to the changes in the costs of
living. Thus, the prices of services registered higher monthly increase (3.7%) compared to the
increase in the prices of goods (0.3%). The highest increase was registered in the prices of
beverages (3.4%) and the prices of agricultural products (3.1%). However, the effect of the
increase in these categories was partially neutralized by the decline in the prices in the
category "non-food products' (0.6%). Observed on a monthly basis, more significant monthly
increase was registered in April (1.1%), May (0.8%) and October (0.8%), with the increasein
all three months originating from the changes in the prices of the agricultural products and oil
derivatives.

81f the price index of the food products and the price index of energy (oil and oil derivatives, gas, electricity, etc)
are excluded from the total retail price index, a basic rate of increase of the retail prices shall be obtained, which in
December 2002 equaled 2.8% on annual basis. This core inflation is calculated on the basis of the retail prices,
with the average for 2001 being taken as a base. Source: State Statistical Office of the Republic of Macedonia.

13



Chart 3
Retail prices
(changesin percent)

10 -
[ i month / previous month

period/ same period of previous year

1.2001
Vil
VIl
IX
X
X1
X1
1.2002
VII
VIl

The average value of the consumer's basket for food and beverages’ in 2002 equaled
Denar 10,336, which is an increase of 3.5% compared to 2001. Annually observed, the value
of the consumer's basket in December 2002 remained almost unchanged relative to the same
month of the previous year (aminimal decrease of 0.1%). Thisis due to the divergent changes
in the value in the categories "raw and processed vegetables' (decrease of 7.6%) and "raw and
processed fruits' (increase of 7.5%).

Chart 4
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The prices of the producers of industrial products in 2002 registered an average
decrease of 0.9% compared to the previous year, caused by the movements in the prices of
crude ail on the international stock exchanges. Taking into consideration the fact that
generally, in 2002 the world prices of oil were lower relative to 2001, the prices of the
producers of oil derivatives in the Republic of Macedonia decreased by 9.4% on average,

Al products in "food and beverages" category, which compose the basket, are taken as average monthly needs of
a four-member non-agricultural household, and that list of products is constant (same products - same quantities)
during one year period.

0 The high increase in the world prices of oil at the end of the last month of 2002, did not reflect immediately on
the level of the prices of oil derivativesin the country, given the time lag for their adjustment to the prices of oil on
the international stock exchanges.
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which contributed to the decrease in the prices of the producers of energy by 3.4%™.
However, 12 out of 22 observed branches registered a decrease in the prices of the producers
of industrial products. Anayzing the dynamics of changes, monthly decrease in the prices of
the producers of industrial products was registered in June (of 1.3%) and November (of
0.9%).

2.3. Domestic output™

In 2002, the volume of the industrial output registered an average decline of 5.3%,
which is continuation of the unfavorable movements registered in the previous year. Observed
from 1996 until present days, 2002 is the third year, during which the industrial output
decreased (in 1999 due to the Kosovo crisis, and in 2001 due to the security crisis in the
Republic of Macedonia). These shocks significantly sowed down the increase in the
industrial output, as a main driving force of the Macedonian economy. Consequently, the
estimated economic growth of 0.7% in 2002, contrary to the practice so far, does not originate
from the movements in the industry, but from the increase in the other sectors of the
economy.

The declinein the industrial output in 2002 is primarily due to the low starting base of
the output at the beginning of the year, the weakened industrial sector the restructuring of
which has not been completed yet, and its slow revitalization from the consequences of the
security crises evidenced in the previous year. This was supplemented with the fact that the
contracts with the foreign partners were not renewed, with the unfavorable weather conditions
and the recession in the steel industry in global terms. However, the gradua consolidation of
the economy and the improved performances given the revitalization of the economic activity
in the second half of 2002, and especialy in the last quarter, were not sufficient for the
economy to return to the level it was before the war crisis, and even less to register more
dynamic growth. Generally, the decrease in the industrial output in 2002 mainly reflects the
continued influence of the last year crisis, which in combination with the other
aforementioned factors, led to intensification of the decrease in the output relative to the year
in which the security crisis de facto existed (the decrease in the industrial output in 2001
equaled 3.1%)".

n Starting from January 2002, the State Statistical Office of the Republic of Macedonia announces the price index
of the producers of industria products according to the new Nationa Classification of Economic Activities
(NCEA), applying the National Nomenclature of Industrial Products (NNIP).

12 source: State Statistical Office of the Republic of Macedonia.

3 According to the National Classification of Economic Activities, National Nomenclature of Industrial Products
and the new weighting system of the State Statistical Office of the Republic of Macedonia
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Analyzed from the structural aspect™, in 2002, al main industrial groups™ registered
adecrease, except the production of capital goods, where an increase of 53.3% was recorded.
However, the increase in this industrial group had no significant effect on the movement of
the total industria output, due to its relatively low share in the total output, contrary to the
share of the production of energy and the production of non-durable consumption goods,
where an average decline of 16.8% and 2.4%, respectively, was registered.

Analyzed by sectors, the output declined in al three sectors (mining and quarring,
manufacturing industry and electricity, gas and water supply). In addition, the output in the
manufacturing industry, as a sector with the highest share in the total industrial output
(89.9%), registered an average decrease of 4.7%.

Thirteen out of 24 analyzed industrial branches, the participation of which in the total
industrial output equals 73.2%, registered a reduced production. The production of food
products and beverages, as a branch with the highest share in the industrial output (24.9%),
dropped by 8.0% compared to 2001. The decrease in this branch is due to the lower
production in the agriculture, as a basis of raw materias for this industry, which was a result
of the unfavorable weather conditions. The production of basic metals, as the second most
important branch (participating with 16.4%), registered a decline of 18.6%. The decrease is
caused by the insufficient source of raw materials for this branch (due to the reduced
extraction of metal ores), as well as to the global recession in the steel industry.
Simultaneously, the production of oil derivatives (7.0% of the total industrial output)
registered significant decrease of 31.9%. Namely, the production of oil derivatives in the
country was minimized on several occasions, and one of the reasons for that was the
suspended operations of the refinery, due to the activities related to the construction of the ail
pipeline to Kosovo. The textile industry also registered a significant decline (decrease of
12.4% in the branch "production of wearing apparel; dressing and dyeing of fur", in which the
largest part of the tolling manufacturing is included). This industrial branch was mostly
affected by the fact that the contracts with the foreign partners were not renewed, as well as
by the lower demand for domestic textile products on the international market.

 The structural analysis of the movement of the industrial output in 2002 differs from that in the previous years,
due to the different structuring of the activities in accordance with the new National Classification of Economic
Activities and the cal culations according to the new weighting system.

1 According to the National Classification of Economic Activities, the industrial output is divided into five main
industrial groups: energy, intermediary products (except energy), capital goods, durable consumption goods and
non-durable consumption goods.
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The analysis of the monthly dynamic of the industrial output points to the dominance
of the common seasonal movements, athough in certain cases, uncommon intensity in the
changes was registered. Such are the decreases registered in January, May and November, and
the increases in February and October. Namely, in January 2002, an uncommonly high
seasonal decrease in the industrial output on monthly basis (25.5%) was registered,
conditioned by the dill present unfavorable influence of the economic criss, as a
supplementation to the seasonal factor (smaller number of working days in the month).
Conseguently, an extraordinary and unusually high monthly increase in February (25.5%) was
registered, partialy due to the extremely low comparison base, and partially to the initiated
process of normalization of the economic conditions. In addition, the decline registered in
May (17.4%) was uncommonly high mainly due to the reduced production in the steel and
chemical industry and in the supply of electricity, as well as to the high comparison base in
the previous month (namely, as a result of the gradual recovery of the economy, in April, an
uncommon increase in the industrial output of 5.2% was registered). The increase registered
in October this year (31.1%) was intensified due to the increased production of electricity (the
heating season started earlier) and basic metals. However, despite the high comparison base,
the decrease in November was relatively low (2.6%), primarily due to the intensified increase
in the production of oil derivatives during this month.

Chart 6
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In 2002 compared to the previous year, the total production of the agricultural
products in the Republic of Macedonia registered a decrease of 5.2%'. The decrease is
mostly due to the reduced production in the viticulture (a decrease of 49.3%), the unfavorable
weather conditions (freezing of the vine plantation as a result of the low temperatures at the
beginning of the year). The production also decreased in the cattle breeding (by 1.8%), with
the most remarkable decline being registered in the sheep raising (11.0%). The decrease
recorded in these branches was partially compensated with the increased production in the
fruit growing and farming (of 44.6% and 3.9%, respectively). The high increase in the fruit
growing is a result of the low comparison base registered in the previous year, when this
agricultural branch was severely affected by the drought period.

16 Egtimated data of the State Statistical Office of the Republic of Macedonia
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2.4. Tradeturnover and construction’

In 2002, moderate intensification in the trade and construction activities in the
Republic of Macedonia was recorded. Namely, in 2002 compared to 2001, the total trade
turnover' increased by 3.3%, and reached Denar 119,712 million. The analysis of the
movements on quarterly basis shows that the registered increase in the trade turnover in 2002
isaresult of the intensified trading activity in the last two quarters of the year. Namely, in the
first quarter of 2002, compared to the same period of the previous year, the total trade
turnover decreased by 4.9%, while the fal in the second quarter was more moderate and
equaled 2.3%. The registered decrease is caused by the continuing influence of the crisis
evidenced in the previous year and the dow revitalization of the economic activity and
consumption. During the third quarter, in line with the gradual recovery of the economy, the
total trade turnover registered high increase of 13.5%. However, the low comparison base
should also be taken into consideration, since the security crisis culminated in the third
guarter of the previous year, due to which the trade turnover in that quarter registered its
lowest level. The favorable movements also continued in the last quarter, so an increse of
7.1% was recorded. Observed from the aspect of the monthly dynamic, the highest monthly
rates of increse in the total trade turnover were registered in March (13.4%), July 14.1%) and
October (11.8%).

Chart 7
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Analyzed by structure, the increased total trade turnover in 2002 is a result of the
increase in the retail sales and the wholesales. Thus, in 2002 compared to the previous year,
the retail sales turnover increased by 7.5% and reached Denar 49,444 million, while the
wholesales turnover increased by 0.5%, and equaled Denar 70,268 million.

Y Source: State Statistical Office of the Republic of Macedonia
18 Estimated data.
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Chart 8
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In 2002, an increase in the realization of the construction works was registered,
contrary to the value of the concluded construction works. Namely, the value of the
completed construction works in 2002, compared to the previous year, increased by 2%, thus
reaching Denar 9,193 million. However, construction works in the amount of Denar 10,924
million were contracted, which is by 0.6% less relative to 2001. From the aspect of the
monthly dynamics, the highest monthly increase in the value of the completed construction
works was registered in September (of 85.3%), which corresponds to the initiation of two
important investment projects (construction of the oil pipeline to Kosovo, and the
reconstruction of a section of the highway).

2.5. Labor market®®

According to the Labor Force Survey, the rate of unemployment in the Republic of
Macedonia in 2002, calculated as a share of the number of the unemployed persons in the
total labor force® given in percentages, equals 31.9%, which is an increase of 1.4 percentage
points compared to the previous year. Such a situation on the labor market in 2002 was
expected and represents a reversible process, since the positive changes registered in the
previous year (significant decrease in the rate of unemployment) were of a short duration, i.e.
they were a result of the extraordinary circumstances in which the Republic of Macedonia
was involved. Due to this, they did not contribute in resolving the problem with the existing
structura unemployment in the country on a longer term. Thus, having in mind the minimal
increase in the total number of unemployed persons in 2002 (by 287 persons, or 0.1%), the
increase in the rate of unemployment is due to the decrease in the total Iabor force, i.e. to the
smaller number of active population (contrary to the increased inactive population). Namely,
in 2002, the active population consists of 824,824 persons, which is by 37,680 persons, or by
4.4% less compared to the previous year. The decline in the active population originates from
the significantly lower number of employed persons (by 37,967 persons, or by 6.3%).
Consequently, the rate of employment (the share of the employed persons in the tota
population older than 15 years of age) registered a decline of 2.8 percentage points, and

9 Accordi ng to the Labor Force Survey (April 2002). The survey was conducted by the State Statistical Office of
the Republic of Macedonia, on the basis of a sample of 7,200 households on the whole territory of the country and
is in accordance with the methodological recommendations of the International Labor Organization (ILO) and the
European Statistical Bureau (EUROSTAT).

2 The total labor force (economically active persons) encompasses the employed and unemployed persons from
15 to 80 years of age.
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reduced to 35.8%, i.e. to the level it recorded in 2000. The additional factor which contributed
to the decrease in the number of employed persons in 2002, is the accelerated process of
resolving the problem of the loss making companies, which emphasizes the need for
implementing more intensified structural reforms in the economy, as a precondition to
overcome the problem of high unemployment.

When analyzing, the higher comparison base should also be taken into consideration,
due to the time incompliance in the period of conducting the research on the labor market
relative to the previous year. Namely, in 2001, due to the deteriorated security, the Survey
was conducted in October, instead of the usual term in April, with which certain seasonal
effects in the movement of the labor force were encompassed (for an example, increased
employment in the agriculture).

Chart 9
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Analyzed by gender, 159,144 persons, i.e. 60.4% of the total number of unemployed
persons are men, while the remaining 104,339 are women. The male and female population
registers aimost identical rates of unemployment (31.7% and 32.3%, respectively). The
analysis of the rates of unemployment according to the age structure, indicates that the highest
rate of unemployment is still registered among the population aged between 15 and 19
(60.2%), 20 and 24 (57.8%), and between 25 and 29 (48.0%). The highest increase in the rate
of unemployment is registered among the population aged between 25 and 29 (by 3.9
percentage points compared to the previous year), as a consequence of dismissing the largest
part of the reserve security forces of the Republic of Macedonia due to the stabilized situation
in the country.

The largest number of the total employed persons (61.1%) are men, who
simultaneoudly register higher rate of employment (43.5%) in comparison with the female
population (28.1%). From the aspect of the age structure, the highest rate of employment was
registered among the population between 40 to 44 (62.3%) and 45 and 49 (60.2%) years of

age.
2.6. Wage policy

The upward trend of the average net paid wage in the Republic of Macedonia also
continued in 2002, as a parallel process with continuous increase in the level of privatization

of the economy and increasing share of the private sector, where aliberalized setting of wages
is present. The nominal increase in the wages did not have an inflation effect, so the inflation
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in 2002 remained low and stable, which resulted in a simultaneous increase in the wages in
read terms. The increase in the wages in the public administration (in June 2002), in
compliance with the still valid Law on Wages that controles the increase in the wages in the
government sector, significantly contributed to the increase in the average wage in 2002.

Chart 10
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The nominal average net paid wage per worker in the Republic of Macedoniain 2002
increased by 6.9% compared to the previous year and equaled Denar 11,279. Observed from
the structural aspect, nominal increase in the wages was registered in all sectors, except in the
sector "fishing". However, the highest increase in the wages was registered in the sectors
"mining and quarring” (of 15.7%), "education" (of 12.6%), "public administration and
defense, compulsory social security” (by 10.7%), "transport, storage and communications’
(by 9.6%) and "health care and social work" (by 9.0%).

Table5
Net paid wage per worker in the Republic of Macedonia
Amount Nominal growth Real growth
in denars 2002/2001 2002/2001*
2002 (vo %)
Average monthly wage, total 11,279 6.9 5.0
Selected sectors/ activities:
Mining and quarring 12,840 15.7 13.9
Transport, storage and communications 14,305 9.6 7.8
Financial intermediation 22,281 5.8 4.0
Public administration and defense,
compulsory social security 11,606 10.7 8.9
Education 10,844 12.6 10.8
Health care and social work 11,024 9.0 7.2
Other activities of communal, cultural and
personnel services 11,743 6.4 4.6
December wage, total 11,550 9.0 7.8

* Real growth rates are calculated on the basis of the nominal growth rates corrected by the inflation rate.
The lower average rate of inflation (1.8%) compared to the increase in the nominal

average net paid wage in 2002, contributed to a high rea increase in the average net paid
wage of 5.0% relative to the previous year.

21



In December 2002, the average net paid wage per worker equaled Denar 11,550,
which is an increase of 9.0% and 7.8% in nominal and rea terms, respectively (with annual
rate of inflation of 1.1% being registered in December 2002).

2.7. Fiscal policy®

In 2002, the gradual normalization of the situation in the Republic of Macedonia from
security and economic aspect, created more favorable environment for the functioning of the
fiscal sector. Namely, 2002 is characterized by the significantly lower Government
expenditures for the security needs in comparison with the previous year, which conditioned
significantly lower increase in the total budget expenditures relative to the increase in the
revenues. In addition, the implementation of the tax on financial transactions, which was
introduced in order to provide funds for covering the expenditures arising from the security
crisis, and which was envisaged to be collected until the end of 2001, continued to be valid in
2002, as well. This tax, together with the value added tax were significant generators of
budget revenues in 2002. Hence, despite the more intensive increase in the revenues relative
to the budget expenditures, the total expenditures were higher compared to the registered
revenues, so in 2002 the budget deficit (central budget and funds) is expected to equal 5.6%
of the gross domestic product, i.e. by 0.5 percentage points less compared to the deficit
recorded in the previous year (6.1%” of the GDP). Such a situation in the budget in 2002 is
due to the high expenditures for servicing the principal of the domestic debt of the
Government, as well as to the increased capital expenditures (expenditures for projects
financed with funds obtained from the privatization of Telecom).

In 2002, the total revenues of the budget of the Central Government remained within
the projections (97% of the projected revenues) and equaled Denar 70,428%* million. In
comparison with 2001, the total budget revenues increased by 11.6%.

In 2002, the primary budget revenues, encompassing tax and non-tax revenues,
equaled Denar 56,916 million (an increase of 11.7% compared to 2001), with their share in
the structure of the total budget revenues remaining unchanged (80.8%). The registered
increase in the primary revenues is a result of the increased tax revenues, while the inflows
from the collection of non-tax revenues decreased. Within the tax revenues of greater
importance, the highest increse was registered in the revenues from the collection of the tax
on financia transactions (twofold increase), which is due to the low comparison base in 2001,
when the tax was collected only in the second half of the year. Consequently, in 2002, the
revenues from the tax on financial transactions reached 9% of the total budget revenues,
which isatwofold increase compared to 2001. Significant increase of 19.8% was registered in
the revenues from the value-added tax, which comprise 29.1% of the total budget revenues
(an increase of the share of 2 percentage points).

The capital revenues aso added more significant inflows in the budget in 2002 (they
registered nearly threefold increase), as a result of the high increase in the revenues from the
sadle of land and non-materia investments. The revenues originating from budget financing
represented significant revenue item in 2002 (comprising 17.2% of the total revenues) and
were by 3.8% higher compared to the previous year.

2L source of data: Mi nistry of Finance.

2 Edtimated data.

= Preliminary data.

% The total budget revenues encompass the revenues from financing.
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Chart 11
Structure of total budget revenues
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In 2002, the tota expenditures of the Central Government budget equaled Denar
71,599 million, meeting the projection to a large extent (98.7% of the projected
expenditures). In addition, the budget expenditures registered a moderate increase of 3.8%
relative to the previous year.

In 2002, the current expenditures amounted to Denar 56.686 million, which is a fall
of 2%, primarily due to the remarkably lower expenditures for goods and services compared
to the previous year (a decrease of 30.4%), as a result of the reduced Government
expenditures for security needs. Consequently, the share of the expenditures for goods and
services in the total budget expenditures is lower by 9.4 percentage points and equals 19.3%.
However, despite such developments, the current expenditures continue to have dominant
share in the total budget expenditures of 79.2% (although it decreased by 4.7 percentage
points compared to 2001).

Regarding the reduced current expenditures, the moderate increase in the total budget
expenditures in 2002 is due to the higher capital expenditures and the expenditures from
financing. In 2002, compared to the previous year, the capital expenditures and net lending
registered a significant increase of 17%, reaching 12.1% of the total budget expenditures. This
is due to the increased use of a part of the funds provided from the privatization of the
Macedonian Telecommunications for public investments (the so-called Telecom projects), as
a new expenditure item in the budget for 2002. In 2002 compared to the previous year, the
budget expenditures for financing increased by 71.5%, with their share reaching 8.5%. Their
increase is due to the increased expenditures for servicing the domestic debt of the
Government (among other things, due to the payments based on issued government bonds for
the "frozen" foreign currency savings of the households).

% The total budget expenditures encompass the expenditures of financing.
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Chart 12
Structure of the total budget expenditures
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In 2002, the revenues and the expenditures of the extrabudgetary funds were balanced
and remained within the projections (except the Road Fund, the revenues and expenditures of
which were below the projections by 5.3%, i.e. 5.7%, respectively). The total revenues of the
social funds (Pension and Disability Insurance Fund, Health Fund, and Employment Fund)
equaled Denar 45,384 million, and were amost identical to the total expenditures for these
Funds, which amounted to Denar 45,368 million. In comparison with the previous year, the
total revenues of the social funds incresed by 9.6%, while the total expenditures were higher
by 8.9%. The total revenues of the Road Fund equaled Denar 3,434 million, and were
minimally higher compared to the expenditures of the Fund (Denar 3,420 million). Besides
the fact that they were lower than projected, the revenues and the expenditures of this Fund
were aso lower in comparison with the previous year (by 14.4% and 14.8%, respectively).
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[11. Monetary Policy

3.1. Monetary policy goals

The outlining and the conduct of the monetary policy in 2002 were carried out in the
environment of gradual consolidation of the Macedonian economy after the security crisisin
the previous year. As usud, in 2002, the monetary policy was coordinated with the fiscal
policy (in the year of parliamentary elections), thus providing a consistent macroeconomic
framework.

The general monetary layout in 2002 was based on the maintenance of the price
stability, as an ultimate legally defined goal of the monetary policy. The price stability as a
priority is aimed at creating preconditions for sound and sustainable economic development.
Thus the basic assumption in the initia projection of the monetary variables for 2002 was the
achievement of an average rate of inflation of 2.5%. The projected rate of inflation was based
on two magjor assumptions. a. improvement of the weather conditions for the agricultural
output, with afavorable effect being expected on the supply of agricultural products and their
prices and b. expected fall in the oil price on the international markets and consequently,
decrease in the prices of inputs and the final prices of the products.

Over the past years, the price stability in the Republic of Macedonia has been
maintained by applying the monetary strategy of exchange rate targeting. The role of the
exchange rate as a nominal anchor in the Macedonian economy results from the great
significance of the exchange rate in the small economies, with strong trade and financial
linkages with the foreign countries (such as the Macedonian economy). In 2002, the NBRM
successfully maintained the stability of the parity of the Denar against the Euro (the exchange
rate of the Denar againgt the Deutsche Mark was targeted by the end of 2001) through the
interventions on the foreign exchange market and the coordinated application of the monetary
regulation instruments. The focus of the monetary policy on the exchange rate stability, as
well as the orientation towards maintaining the price stability emphasized the need for its
adjustment to the guidelines of the fiscal policy.

Second basic element of the monetary projection is the growth rate of the real GDP,
theinitial projection of which for 2002 equaled 4% (opposite to the negative dynamics of the
GDP in the previous year). Such considerable acceleration of the economic activity in 2002
was expected to be generated by: 1. the decrease in the total risk of the country, after the
stabilization of the security in the country. It was expected to reduce the economic and the
financial uncertainty and to strengthen the confidence of the domestic and the external
economic agents; b. the implementation of the projects financed by the inflows from the
privatization of the Macedonian Telecom was expected to result in multiple effects on the
economic activity and c. the funds from the donor conference, announced to be held in March
2002, as an additional generator of the economic growth. The purpose of the conference was
to provide micro-financial assistance, as well as financial support for rehabilitation after the
security crisis and for implementation of the Framework Agreement. In spite of the
terminated arrangement with the IMF, the six-month Staff Monitored Program began in late
2002, the role of which was to send a signal to the investors with respect to the transitory
difficulties the country is facing with and the possibility of concluding arrangement with the
Fund after their settlement. Generally speaking, the high growth rate of the GDP in 2002 was
to be generated by the domestic demand. Thisisin line with the need for a longer period for
recovery of the external demand, by renewing the canceled and concluding new contracts
with the foreign partners, given the gradual reduction in the country risk.

In order to provide adequate support of the economic activity, with simultaneous
maintenance of stable price level, an annual increase in the money supply M2 — Denar
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component of 7.4%, was anticipated within the framework of the initiadl monetary projection,
with increase in the reserve money of 7.8%. In conformity with the active role of the NBRM
on the foreign exchange market, so as to preserve the stability of the nominal anchor, a net
sale of foreign exchange was anticipated for 2002. The maintenance of the foreign exchange
reserves at the level of four-month imports was to be achieved by the announced inflows from
the donor conference.

The actua introduction of the new European currency in early 2002 and the need of
conversion of the twelve European currencies with the single currency (Euro) was expected to
contribute towards considerable expansion of the banks deposit base. In spite of the
expectations for intensive strengthening of the credit potential on this basis, the projected
annual increase in the banks' placements to the non-government sector equaled 6.8% and was
based on the assumption for prudent credit policy of the banks, taking into account the still
present political risk, and hence, the high credit risk. The projection perceived the uncertainty
of the banks regarding the dynamics and the amount of the possible withdrawa of funds
deposited for Euro conversion. Hence, the increase in the foreign exchange deposit potential
of the banks was expected to be primarily directed towards the foreign exchange accounts of
the banks abroad and to result in considerable increase in their foreign exchange assets.

The performances of the Macedonian economy in the first quarter of 2002 did not
correspond with the anticipated movements. Thus, conversely to the projected acceleration of
the economic activity, in conformity with the less risky environment, the industrial output
registered permanent slowdown. In addition, the bad westher conditions adversely affected
the agricultural output, the recovery of which was an essential element of the initial
anticipations for the economic growth in 2002. Another bad circumstance was the uncertainty
regarding the promised inflows from the donor conference, taking into account the
unconcluded arrangement with the IMF. In line with such movements, in May 2002, the
projection of the key macroeconomic variables was revised within the framework of the Staff
Monitored Program. The real growth of the GDP was anticipated at the level of 2.5%, while
the inflation rate was expected to reach 3.5%.

Revision of the monetary projection was carried out on the basis of the revised
projection of the major macroeconomic variables. Thus, the need for offsetting the effects of
the expected pre-election acceleration of the public consumption in the third quarter of the
year was emphasized in order to defend the stability of the exchange rate. Sterilization of the
excess liquidity through the CB bills auctions, as well as the further intervention on the
foreign exchange market with a net sale of foreign exchange, were envisaged. An annual
decrease in the level of reserve money of 3.2% was projected on the bases of such
expectations. In conformity with the projected dynamics of the foreign exchange savings
deposited on a short run (expected withdrawal of funds deposited for the Euro conversion),
the projected annual rate of the money supply M4 was negative and equaled 13.2%.
According to the revised projection, the growth rate of the total banks placementsto the non-
government sector equaled 5.4%.

With respect to the monetary regulation instruments, in 2002, further usage of the CB
bills auctions as a basic monetary policy instrument was anticipated. Additionally, this
instrument was projected to act towards compensating for the liquidity effects from the
influence of the autonomous factors, including the effects of the NBRM interventions on the
foreign exchange market. From the aspect of the setting of the auctions, their flexible
adaptation to the changes in the total economic flows was anticipated for 2002. In line with
the expected gradual exhaustion of the adverse effects of the security crisis, reduction of the
interest rates, and retransfer towards the “interest rate tender” auctions were envisaged. It
confirmed the orientation of the NBRM towards exploitation of the instruments set on market
and flexible basis.
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3.2. Monetary developmentsin 2002

In 2002, the NBRM took active participation in the foreign exchange market in order
to maintain stable level of the exchange rate of the Denar againgt the Euro, in line with the
applied strategy of exchange rate targeting. The setting of the monetary instruments was in
function of regulating the liquidity in the economy and removing the possible pressures on the
foreign exchange market. Such monetary policy of the NBRM, with simultaneous efficient
coordination with the basic components of the macroeconomic policy resulted in average
inflation rate (measured through the costs of living) of 1.8% in 2002, which is below the
projected growth. Therewith the NBRM successfully achieved the primary goa of the
monetary policy.

Several major factors created the environment in which the monetary policy was
conducted in 2002: a. gradual depletion of the negative effects of the security crisis in the
previous year, thus enabling gradua recovery of the economy and reduction of the
psychological pressures; b. further maintenance of the unfavorable dynamics of the foreign
trade; c. favorable movements of the banks' deposit potential after the introduction of the new
European currency at the beginning of the year and d. higher intensity of the public
consumption in the third quarter prior to the parliamentary elections. The accelerated import
activities, with simultaneous further decrease in the imports caused high demand for foreign
exchange for servicing the external liabilities. Given the insufficiently high foreign exchange
inflow, such movements resulted in pressures for depreciation of the domestic currency. In
order to defend the exchange rate, the NBRM took an active role on the foreign exchange
market by net sale of foreign exchange (the interventions in January, February and June acted
towards net purchase of foreign exchange).

Over the year, CB bhills auctions were used as a magor monetary regulation
instrument. The setting of the CB bills auctions was flexibly adjusted to the changes in the
economic environment. After the favorable movements registered on the foreign exchange
market in the first two months of the year, in the first half of 2002 the NBRM gradually
reduced the interest rates on the CB bills “volume tender” auctions, while the CB bills with
maturity of 14 days were abolished. Furthermore, due to the lower demand, the CB hills with
7-day maturity were abolished. In July 2002, as a reaction to the stabilization of the overall
economic flows, the “interest rate tender” auctions were reintroduced, which implies auction
based, i.e. market based determination of the interest rates. The NBRM successfully offset the
effects on the liquidity from the increased pre-election public consumption in the third quarter
of the year by withdrawing a portion of the excess liquidity through the CB bills auctions.

In December 2002, the monetary aggregate M2 — Denar component registered an
annual increase of 7.9%. The positive annual dynamics of the money supply was a result of
the higher amount of funds of the transaction deposits, as a reflection of the depleted
psychological pressures from the preceding year, the higher households inflows on the basis
of payments from the budget on various basis, as well as to the common accumulation of
funds on the enterprises’ transaction accounts at the end of the year. In conformity with the
lower country risk, the acquired credibility of the banking system, the Denar savings
deposited on a short run registered higher level on annual basis. At the end of 2002 compared
to the previous year, the currency in circulation remained amost unchanged and
consequently, did not contribute to the annual change in the money supply M2 — Denar
component. In the course of the year, the currency in circulation remained at permanently
high level reflecting the continuous effect of the cash conversion of the in-currencies in the
first two months of the year, the reform of the payment operations, the financia transaction
tax, aswell as the higher budget spending.
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In line with the inconsiderable annual change in the level of reserve money (fall of
0.2%), the increase in the money supply was solely due to the strengthened money
multiplication. Thus, in December 2002, the money multiplication of the money supply M2 —
Denar component equaled 2.06 (1.90 in the same month of the preceding year). In 2002, the
average annua growth rate of the reserve money equaled 39.9%, in environment of
permanently high level of currency in circulation and high liquidity of the banks (in
conformity with the reform of the payment operations and the consistent need of higher
liquidity of the banks for executing payment operations). In 2002, the monetary aggregate M2
— Denar component registered positive annua growth rate of 22.0%, with positive annua
growth rates continuously achieved throughout the year. The average annual growth rate of
the broadest monetary aggregate M4 equaled 37.7%, while on annual basis it was by 9.8%
lower (due to the high comparison base).

At the end of 2002, the total banks' placements registered annual growth rate of 7.8%
directed towards financial support of the real sector and as a proper reaction to the gradual
consolidation of the economy, the perceptions for lower country risk and the lower degree of
credit risk. The annual increase in the placements (taking into account the transfer of the
largest portion of the foreign exchange inflows on the basis of the Euro conversion to the
banks foreign exchange accounts abroad) is due to the high level of Denar placements of
10.1%, whereas the foreign exchange placements fell by 1.5% on annual basis. Unlike the
foreign exchange placements, the dynamics of which varied during the year, in the February —
September 2002 period, the Denar placements registered continuous increase. In 2002, the
banks' interest rate policy was relatively inflexible.
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V. Monetary Developmentsin the Republic of Macedonia

4.1. Reserve money

At the end of 2002, the reserve money (the currency in circulation and the total
liquidity of the banks®) amounted to Denar 18,175 million, thus approximating the level
registered at the end of the previous year (minimum decline of Denar 43 million, or 0.2%). In
2002, the reserve money remained at arelatively high level, due to the high level of currency
in circulation (in line with the preference to pay in cash) and the relatively high liquidity of
the banking sector (permanent increase after the transfer of the payment operations in the
banks). In 2002, the structure of the reserve money registered no considerable change, with
the currency in circulation continuing to dominate with a share of 77.8%.

Chart 13
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Generaly speaking, in 2002, the level of reserve money oscillated under the influence
of the dynamics of the autonomous factors and the NBRM monetary regulation. Conversely
to the dight annual change, the anaysis of the dynamics of the reserve money in 2002
indicates substantial oscillations. Thus, in the first quarter of the year, under the influence of
the fall in the currency in circulation and the lower liquidity of the banking system, the
reserve money registered significant decrease (of 7.5%). Thefall in the currency in circulation
was caused by the partial exhaustion of the influence of the factors that induced their
exceptional increase at the end of the previous year (seasona factors, reform of the payment
operations, the cash conversion of the EMU currencies into the Euro). Simultaneously, the
more realistic perception of the needs of the banks for liquidity, after the transfer of the
payment operations at the beginning of 2002, and the higher demand for CB hills resulted in
relative normalization of the total liquidity at the end of the first quarter of the year. In the
second quarter, in spite of the further normalization of the demand for currency in circulation,
the total banks liquidity registered an increase (taking into account the larger budget

% |n February 2002, the banks giro account and the compulsory reserve account with the NBRM were merged.
According to this change, the definition of the reserve money was subjected to certain adjustments. Consequently,
the reserve money includes the currency in circulation and the total liquidity of the banks (banks' account with the
NBRM and the cash in the vaults). The annual comparisons were made with adequate adjustments, therefore they
reflect the actual changes.
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spending), rising the reserve money by 1.6%. In the third quarter of 2002, under the influence
of the considerably intensified demand for currency in circulation (primarily under the
influence of the seasonal factors and the cash payment for indemnification of the savers of the
three savings houses™), the reserve money registered a significant increase of 10.3%. As a
result of the partial normalization of the demand for currency in circulation, given the
increased pressures on the exchange rate and the stronger NBRM interventions on the foreign
exchange market, the reserve money reduced by 3.7% in the last quarter of 2002.

Table6

Reserve money
(in Denar million)

Balance as of Changes by quarters Balance as of
31.12.2001 | 11 111 \ Total 31.12.2002
Reserve money 18,218 -1,372 | 271 1,757 -699 -43 18,175
- currency in circulation 14,134 -437 -270 | 1,707 -998 2 14,136
- banks' liquidity 4,084 -935 541 50 299 -45 4,039

From the aspect of the components of the balance sheet of the Central Bank, the dlight
change in the reserve money in 2002 was due to the convergent movements of the net
domestic assets and the net foreign assets of the NBRM. In 2002, the NBRM net domestic
assets acted towards reserve money creation. Within the net domestic assets, the largest
amount of reserve money was created through the higher budget spending, and partialy
through the CB bills auctions. In 2002, the Government deposits with the NBRM registered
continuous quarterly decline, with the highest intensity being registered in the third quarter,
primarily due to the higher budget spending in the pre-election period. On the other hand, the
lower NBRM claims on the Government (by 12.1%) mainly realized in the second quarter of
the year due to the payment of the government bonds issued in the bank rehabilitation
process, acted towards reserve money withdrawal. The credits extended to the banks by the
NBRM and the balance on the external account (in spite of the considerable quarterly
oscillations) had almost neutral effect on the level of the reserve money in 2002.

Table7

Flows of reserve money creation and withdrawal*
(in Denar million)

Balance as of Changes by quarters Balance as of

31.12.2001 | I 11 v Total | 31.12.2002
Reserve money 18,218| -1,372 271 1,757| -699 -43 18,175
Net foreign assets 50,206 2,169| -2,516| -2,080| -5,805| -8,232 41,974
Net domestic assets -31,988| -3,541| 2,787| 3,837 5,106| 8,189 -23,799
1. Credits to banks, net -2,923| -1,918| -872| 1,186| 1,743 139 -2,784
a) Credits to banks 234 482| -504 0 2 -20 214
- lombard credits 0 500/ -500 0 0 0 0
- other credits 234 -18 -4 0 2 -20 214
b) Instruments -3,157| -2,400| -368| 1,186 1,741 159 -2,998
2. Government, net -17,137 -93| 1,150| 4,250| 1,973 7,280 -9,857
- Claims on Government 4,270 -87| -337 -83 -9 -516 3,754
- Government deposits * -25,205 471 2,5502| 2,932 1,884 7,789 -17,416
a) for monetary support -8,560 0 0 800| 1,180) 1,980 -6,580
b) giro-account -3,776| -700 838| 1,032| -381 789 -2,987
c) other deposits -12,869| 1,171 1,664, 1,100 1,085 5,020 -7,849
- External financing 3,798| -477| -1,015| 1,401 98 7 3,805
3. Other items, net -11,928| -1,530| 2,509| -1,599| 1,390 770 -11,158

1/ (+) reserve money creation; (-) reserve money withdrawal

*Since these are liabilities presented on the asset side, the figures as of December 31, 2001 and December 31, 2002
are shown with minus (-) as a pre-sign. In the changes by quarters, the change presented with a negative pre-sign
denotes an increase in the deposits, and vice versa.

27 According to the adopted Law on Regulating the Claims of the Savers of the Savings Houses “TAT” — Bitola,
“Alfa S’ — Skopje and “Lavci” — Ohrid, the claims of the savers up to Euro 1,000 were repaid in cash. As for the
other higher amounts, convertible certificates were issued.
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On the other hand, in 2002, the reserve money was mostly withdrawn through the net
foreign assets of the NBRM, thus offsetting the increased budget spending. It was primarily
due to the need for NBRM intervention on the foreign exchange market by a net sale of
foreign exchange aimed at meeting the excess demand for foreign exchange and removing the
pressures for depreciation of the exchange rate of the Denar against the Euro, present on the
foreign exchange market in the larger period of the year. The higher repayment than the
utilization of foreign credits in 2002 was aso directed towards decrease in the net foreign
assets of the NBRM.

4.1.1. Basic monetary regulation instruments

The activities for permanent reform of the monetary regulation instruments continued
in 2002, and were directed towards larger efficiency, flexibility, more clear transmission of
the signals of the monetary policy and increased market orientation. The flexible structure
ensures successful adjustment of the monetary instruments to the changes in the economic
environment and proper response, depending on the actual circumstances. It ensures larger
efficiency in the banks' liquidity management, particularly important for providing stable
financial system and preventing from larger distortions on the foreign exchange market
induced by speculative motives.

Given the relatively high level of liquidity in the banking system, with the financial
market being insufficiently developed and having lack of various financia instruments, the
CB hills auctions are the basic and the most important instrument of the monetary policy. By
definition, the CB hills auctions act towards reserve money withdrawa and represent the most
effective method for sterilization of the excess liquidity, through which, in 2002, the NBRM
offset the effects of the movement of the autonomous factors (currency in circulation, foreign
exchange transactions, public spending) on the liquidity of the banks. The obligation of the
banks to dlocate compulsory reserve acts towards sterilization of the excess liquidity, even
though with certain restrictions. The compulsory reserve is based on the average allocation
system providing an opportunity to use 60% of the allocated amount, thus ensuring larger
effectiveness in the banks' liquidity management. In February 2002, the compulsory reserve
account was added to the giro account, creating a single account at the banks disposal with the
NBRM, and the compulsory reserve has become a component of the reserve money.

Chart 14
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The flexible structure of the CB bills auctions is shown through the possibility to be
organized in two ways. In the first half of 2002, same as in the second haf of 2001, the
NBRM continued organizing CB hills “volume tender” auctions, with the CB bills being
offered to all interested entities (through the banks). In February 2002, the NBRM sent a clear
signal for more relaxed monetary policy layout through the changes in the interest rates on the
CB bills auctions (the interest rates on the CB hills with 7-day and 28-day maturity were
reduced by 3 percentage points, and 2 percentage points, respectively), in compliance with the
gradual normalization of the economic flows and the relative stabilization of the movements
on the foreign exchange market and on the Money Market. In January 2002, due to the lower
interest, the CB hills with maturity of 14 days were abolished. The stabilization of the
economic flows and the gradual recovery from the effects of the crisis, created conditions for
abandoning the “volume tender” auctions and reintroduction of the “interest rate tender”
auctions (July 17, 2002). At this type of auctions, the banks bid by interest rates with the
amount of CB bills being restricted (offered) by the NBRM. Consequently, in the second half
of 2002, the interest rates on the CB bills were created on a market basis. Also, in July, the
NBRM ceased offering CB bills with maturity of 7 days, with the CB bills with 28-day
maturity being the only type used.

Chart 15
Monetary regulation instruments and autonomous factors of liquidity creation and
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Opposite of their defined function, in 2002, the CB hills auctions acted towards
reserve money creation (in the amount of Denar 159 million). At the end of 2002, the total
amount of reserve money withdrawn through this instrument amounted to Denar 2,998
million. The dynamics of CB bills sold in this year was determined by the oscillations in the
liquidity of the banking system (primarily under the influence of the autonomous factors).
Thus, in line with the high liquidity of the banks and the still attractive interest rates, the
demand for CB hills increased in the first half of the year. As a result, reserve money in the
amount of Denar 2,768 million were withdrawn through the CB bills auctions in this period.
In the first quarter, Denar 2,400 million were withdrawn, thus offsetting the effects of the
decrease in the currency in circulation and the net purchase on the foreign exchange market
on the total liquidity. In the second quarter, the amount of withdrawn reserve money was
more moderate (Denar 368 million) indicating the offset of the excess liquidity created
through the decrease of the government depasits with the NBRM and the fall in the currency
in circulation.

In the second half of 2002, due to the lower interest, the CB bills acted in the opposite
direction - reserve money creation (in the amount of Denar 2,927 million). Therewith, the
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NBRM compensated for the outflow of liquid funds of the banking system under the
influence of the autonomous factors (increase in the currency in circulation, net sale of
foreign exchange). In the third quarter of the year, Denar 1,186 million was created through
the CB bhills auctions, which, besides the lower interest in CB hills, shows the gradual transfer
(starting from September) of the funds of the Deposit Insurance Fund generated from the CB
bills to the deposit account with the NBRM, according to their maturity. In the last quarter of
2002, the amount of sold CB bills registered further decrease, thus creating additional Denar
1,741 million. The lowest demand for CB hills was registered in December, primarily due to
the need of the banks to accumulate liquid funds, in accordance with the expectations for
higher outflows at the end of the month (usually prior to the New Year’s and the Christmas
holidays).

4.2. Liquidity of banks

The transfer of the payment operations to the banking sector in early 2002, in
accordance with the reform of the payment system in the Republic of Macedonia, resulted in
higher needs of the banks for liquidity (particularly currency in circulation) on a permanent
basis. As aresult, in 2002, the liquidity of the banking system was permanently preserved at
high level. The registered oscillations in the liquidity of the banking sector in 2002 were due
to the activity of the autonomous factors (changes in the government deposits with the
NBRM, the movements on the foreign exchange market and the demand for currency in
circulation).

Chart 16
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In 2002, the average daily liquidity of the banks® equaled Denar 3,619.6 million,
which is by Denar 1,294.8 million or by considerable 55.7% over the average level of the
preceding year. From the aspect of the dynamics, in the first half of the year, the daily
liquidity of the banking sector amounted to Denar 3,473.1 million, on average. In the first
three months of 2002, the daily liquidity of the banks was preserved at a relatively higher
level (Denar 3,561.4 million on average), as a result of the incapability of the banks to
forecast precisdly the amount of liquid funds necessary for carrying out the payment

2 According to the new definition of the reserve money in February 2002 (when the giro account of the banks and
the compulsory reserve account merged into a single account), the calculation of the amount of the average daily
liquidity of the banking sector includes the amount of the compulsory reserve, in spite of the cash in the vaults and
the amount on the giro account of the banking system. The annual comparisons were made with adequate
adjustments, thus reflecting the actual changes.
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operations (immediately after they took them over) and for cash conversion of the “in-
currencies’ in the first two months of the year. Additional factor was the higher compulsory
reserve allocation requirement, in accordance with the expansion of the basis for calculating
the requirement for allocation of compulsory reserves on the banks' Denar deposits. Starting
from February 2002, the calculation basis also includes the public sector deposits. In the
second quarter of 2002, in conformity with the experience of the banks when determining the
liquidity needs for carrying out the payment operations, the level of the daily liquidity of the
banking sector dropped and reduced to Denar 3,384.8 million, on average.

In the second half of the year, the daily liquidity of the banking sector was
permanently maintained at higher level, primarily under the influence of the higher budget
spending, and equaled Denar 3,766.0 million, on average. In the third quarter, due to the
considerable decrease in the government deposits with the NBRM (in the election period),
notwithstanding the partial depletion of the liquidity through the banking channels by the
intensified demand for currency in circulation, the average daily liquidity registered the
highest level (Denar 3,906.4 million). In the last quarter of 2002, despite the decrease in the
level of currency in circulation and the higher budget spending, the daily liquidity was at a
relatively lower level (Denar 3,625.6 million, on average). The decrease was registered in the
environment of intensive interventions of the NBRM on the foreign exchange market (net sale
of foreign exchange), directed towards maintaining the stability of the Denar exchange rate.

As aresult of the high level of liquidity, in 2002, at the end of the calculating period
the banks allocated 23.8% over the compulsory reserve requirement, on average. Compared to
the previous year, it is a considerable increase of 16.4 percentage points, indicating
exceptionally high liquidity of the banking sector in 2002, and irrationa liquidity
management of some banks. With respect to the dynamics, in the first half of the year, the
banks allocated 21,7% over the set compulsory reserve requirement, on average, while in the
second half such alocation was higher (the banks alocated 26.0% over the set compulsory
requirement, on average). The higher alocation in the second half of 2002 corresponds with
the higher level of liquidity in the banking system registered in this period.

The high level of liquidity of the banking sector significantly influenced the
developments on the Money Market, with the amount of the supply, the demand and the
turnover registering exceptionally high levels in 2002. The permanent maintenance of the
demand for liquid funds on the Money Market at arelatively high level, and in the largest part
of the year (excluding May and the third quarter) exceeding the supply of liquid funds,
indicates that the basic characteristic of the liquidity of the banking sector in 2002 was its
uneven dispersion. In 2002, total of 31 Lombard credits were extended for coverage of the
occasional shortages of liquid funds of certain banks, mainly in the period of considerable
outflows of funds due to the payment of tax liabilities by the consumers. The Lombard credits
were used in amost all months of 2002, excluding May, July and August. More frequent
usage of Lombard credits was registered in the first half of the year (23), while in the second
half, the number of extended Lombard credits was lower (8) due to the higher liquidity.

The CB bills auctions were the basic instrument for withdrawing the excess liquidity
(that occurred after the reform of the payment operations, the Euro-conversion and which was
due to the relatively higher budget spending), creating pressure for depreciation of the Denar
exchange rate on the foreign exchange and the exchange offices market. Also, the foreign
exchange transactions of the NBRM acted towards liquidity withdrawal, in line with the
unfavorable movements on the foreign exchange market registered in the largest part of 2002.



4.3. Monetary aggr egates

In 2002, the movement of the money supply was determined by the NBRM monetary
regulation, the total economic activity, the perceptions of the economic entities for the future
developments, the continuous effect of the Euro-conversion and the reform of the payment
operations, as well as the NBRM interventions on the foreign exchange market, directed
towards preserving a stable exchange rate.

At the end of 2002, the monetary aggregate M1 (currency in circulation and demand
deposits) amounted to Denar 26.406 million, which is by Denar 1,084 or by 4.3% higher
compared to the end of the previous year. Given the considerable decrease in the reserve
money, the annual growth in the money supply M1 was a result of the strengthened money
multiplication process (in December 2002, the money multiplier of the money supply M1
equaled 1.45, compared to 1.39 in the same month of the previous year, given the almost
unchanged demand for currency in circulation and higher level of transaction deposits). In
2002, the average annual growth rate of the money supply M1 was exceptionaly high and
equaled 23.1%. It was largely due to the maintenance of a high level of currency in
circulation, as acomponent of the money supply M1.

Table8
Monetary survey
(in Denar million)
Balance as of Changes by quarters Balance as of
31.12.2001 | I 1l Y% Total | 31.12.2002
Money Supply M4 (total) 80,380| -12,277 -168| 4,441 -446| -8,450 71,930
Money Supply M4 (non-government sector) 77,236| -12,215 -562| 5,174 50| -7,553 69,683
Net foreign assets' 86,497| -13,180| -5,806| -1,113| -3,825| -23,924 62,573
Net domestic assets" -6,117 903| 5,638 5,554| 3,379 15,474 9,357
Domestic credits 32,524 829| 2,216| 6,579 182 9,806 42,330
Deposit money banks 49,661 922| 1,066| 2,329| -1,791| 2,526 52,187
out of which:
Non-government sector credit? 41,983 816 1,264 2,150| -2,004| 2,226 44,209
- in Denars 34,978 893| 1,494 945/ -970, 2,362 37,340
- inforeign currency 7,005 =77 -230 1,205| -1,034 -136 6,869
Government sector credit 7,678 106 -198 179 213 300 7,978
NBRM claims on Government, net -17,137 -93|  1,150| 4,250 1,973| 7,280 -9,857
Other items, net -38,641 74| 3,422 -1,025| 3,197| 5,668 -32,973

1/ (+) money supply (M1) creation; (-) money supply (M1) withdrawal
2/ Shows the accounting of the banks’ credits extended to the non-government sector.

The analysis of the dynamics shows negative dynamics of the money supply M1 in
the first quarter of 2002 (decrease of 2.1%), in conformity with the usual stabilization of the
demand for currency in circulation (after the increase induced by the seasona factors at the
end of the year) and the insignificant decrease in the demand deposits. In both the second and
the third quarter, the monetary aggregate M1 registered an increase of 0.7% and 10.3%,
respectively (the intensive increase in the third quarter was due to the substantially high level
of currency in circulation and demand deposits, with high budget spending being registered in
the election period). In the last quarter of the year, the money supply M1 was by 4.1% |lower,
in accordance with the high comparison base of the previous quarter.

Given the higher level of demand deposits and the amost unchanged demand for
currency in circulation, the structure of the money supply M1 registered favorable movements
a the end of 2002. Thus, at the end of 2002, the share of the currency in circulation in the
money supply M1 equaled 53.5%, which is an annua decline of 2.3 percentage points.
Nevertheless, the average monthly share of the currency in circulation in 2002 registered a
monthly increase of 5.8 percentage points and reached 54.6% due to the preferences of
holding cash and the higher share of cash transactions.
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In 2002, the currency in circulation permanently oscillated, thus remaining at a
permanently high level, under the influence of the following factors. the cash conversion of
the savings in “in-currencies’ in the first two months of the year, the reform of the payment
system, the temporary financial transactions tax (factors that were also present in a certain
period of the previous year) and the higher budget spending in the pre-election period. From
the aspect of the quarterly dynamics, in the first quarter of 2002, the currency in circulation
was by 3.1% lower, indicating the usua stabilization of the demand for currency in
circulation, after the seasona increase prior to the New Year's and Christmas holidays. The
currency in circulation fell in the second quarter (2.0%), as well, while in the third quarter the
demand for currency in circulation again intensified (12.7%). The dynamics of the currency in
circulation in the third quarter was a result of the combined activity of: a. the seasonal effect
of the higher consumption prior to the beginning of the new school year, and b. the
accelerated public consumption in the period of parliamentary elections. In spite of the
seasonal effect in December 2002, prior to the holidays, the high comparison base at the end
of the third quarter decreased the level of currency in circulation in the last quarter of the year
(6.6%). On December 31, 2002, the currency in circulation equaled Denar 14,136 million,
thus remaining almost unchanged relative to the end of the preceding year.

Chart 17
Structure of demand deposits by sectors
December 31, 2002 December 31, 2001
Other Other
sectors sectors

Households Households
12.3%
20.1% 13.7% 16.9%

Enterprises Enterprises
66.2% 70.8%

At the end of 2002 compared to the level at the end of the last year, the demand
deposits (current and giro accounts) were by Denar 1,082 million, or by 9.7% higher. The
positive annual dynamics of the demand deposits was due to the simultaneous increase in the
demand deposits of both the enterprises and the households. Thus, in December 2002
compared to the same month of the previous year, the enterprises’ demand deposits were by
2.5% higher. In the course of the year, the demand deposits constantly fluctuated due to their
transaction character, with their level permanently exceeding the average monthly amount of
the funds on the enterprises’ transaction accounts in the previous year. Such movement shows
the gradual recovery from the effects of the security crisis, the recovery of the economic
activity and the need of higher liquidity for regular conduct of the activities. At the end of
2002, the share of the enterprises demand deposits in the structure of the total demand
deposits equaled 66.2%, which is a decrease compared to the end of the preceding year of 4.6
percentage points.
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Chart 18
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In December 2002, the households’ demand deposits registered high annua growth
rate of 30.1%, which is due to the low comparison base of the previous year. Conversely to
the liquid funds withdrawal from the accounts and their conversion into foreign exchange or
Denar cash during the previous year (due to the psychological pressures, taking into account
the security crisis), the lower country risk and the stabilized expectations in 2002, as well as
the payments from the budget on various bases, resulted in accumulation of funds on the
households’ transaction accounts. As of December 31, 2002, the share of the enterprises
demand deposits in the structure of the total demand deposits equaled 20.1%, which is by 3.2
percentage points higher compared to the end of the previous year.

Table9

Monetary aggregates and their components
(in Denar million)

Balance as of Changes by quarters
31.12.2001 | 31.03.2002 | 30.06.2002 | 30.09.2002 | 31.12.2002 | 1 11 v Total
Currency in circulation 14,134 13,697 13,427 15,134 14,136 -437( -270| 1,707 -998 2
Demand deposits 11,188 11,091 11,536 12,399 12,270 -97 445| 863 -129| 1,082
Money Supply M1 25,322 24,788 24,963 27,533 26,406 -534 175| 2,570 -1,127| 1,084
Quasi-Denar deposits 9,368 9,060 9,567 11,725 11,019 -308 507| 2,158 -706| 1,651
Quasi-foreign currency deposits 35,094 24,530 23,448 23,903 26,797| -10,564| -1,082| 455 2,894| -8,297
Money Supply M2 69,784 58,378 57,978 63,161 64,222| -11,406| -400| 5,183| 1,061| -5,562
Non-monetary Denar deposits 3,828 3,792 3,346 3,482 3,965 -36| -446| 136 483 137,
Non-monetary foreign currency deposits 3,624 2,851 3,135 2,990 1,496 =773 284| -145| -1,494| -2,128
Money Supply M4 77,236 65,021 64,459 69,633 69,683| -12,215| -562| 5,174 50| -7,553

Besides the effect of the currency in circulation and the transaction deposits, in 2002
the dynamics of the broader monetary aggregates was under the influence of: a. the expected
withdrawal of a portion of the funds deposited on a short run during the Euro-conversion in
thefirst quarter of the year; b. additional depositing of funds, i.e. new savings, c. depreciation
of the US Dollar, implying lower Denar value of the US Dollar-denominated deposits. The
annua change in the broader monetary aggregates is negative, in conformity with the high
comparison base at the end of the preceding year (intensive depositing of foreign exchange
savings in Deutsche Marks and other “in-currencies’ in the last two months of the preceding
year so as to be converted into Euro). Thus, the money supply M2 (money supply M1, sight
deposits and deposits with one-year maturity) was by Denar 5,562 million, or by 8.0% lower,
on annual basis, and equaled Denar 64,222 million at the end of 2002. Its Denar component
registered an annua increase of Denar 2,735 million, or 7.9%, partially reflecting the
strengthened orientation towards saving in domestic currency. In December 2002, the
broadest monetary aggregate M4 (money supply M2, restricted deposits and long-term

2 All foreign exchange categories are valued according to the current exchange rate.
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deposits) amounted to Denar 69,683 million and was by Denar 7,553 million, or by 9.8%
lower on annual basis.

4.3.1. Total deposits

The actual introduction of the single European currency at the beginning of 2002 and
the need of conversion of the existing twelve European currencies into Euro, resulted in high
inflows of foreign assets in the banking system of the Republic of Macedonia, at the end of
the previous year. Hence, the high comparison base at the end of 2001 led to a negative
annual growth rate of the total deposits of the non-government sector at the end of 2002. Thus
in December 2002, compared to the same month of the previous year, the total deposits of the
banking system (sight deposits, deposits with maturity up to and over one year) were by
Denar 8,637 million, or by 16.6% lower and amounted to Denar 43,277 million. Severa
features of the dynamics of the deposits in this year indicate the strengthened credibility of the
banking system and the resumed orientation of the households to save in banks. a. the
expected withdrawal of the foreign exchange savings, deposited on a short run in order to be
converted into Euro, was made only in the first quarter of the year, followed by depositing
additional savings; b. the annual growth rate of the Denar deposits is positive, reflecting the
strengthened orientation towards saving in domestic currency, and c. in the second half of
2002, the total deposits registered a permanent increase.

Chart 19
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With respect to dynamics, in the first quarter of the year, the total deposits dropped by
22.5%. The negative dynamics of the deposits in this period was primarily due to the
withdrawal of a portion of the foreign exchange savings deposited for the Euro conversion
(decrease of about one third compared to the level of the foreign exchange deposits at the end
of 2001). In the second quarter of 2002, the level of the total deposits was by 1.8% |lower, due
to a certain accounting reclassification and depreciation of the US Dollar, leading to lower
Denar value of the foreign exchange deposits. Digtinctive feature of this quarter is the
increase in the short-term Denar deposits (5.6%), as an indicator for the higher propensity to
save, given good functioning of the banking system and gradua exhaustion of the negative
effects of the security crisisin the previous year. Also, more than four fifths of the increasein
the total deposits in the third quarter (by 6.6%) was due to the increase in the short-term
Denar deposits. Such movements were registered with the banks' interest rate policy being
amost unchanged. In the last quarter of 2002, the banks deposit potentiadl was by 2.8%
higher, primarily due to the considerably higher level of short-term foreign exchange savings.
The favorable dynamics of the deposits in 2002 is a reflection of: a the lower political and
security risk in the country; b. the strengthened confidence in the banking system, in line with
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its successful functioning during the crisis in the previous year; c. the transfer of a portion of
the savings into the banking system for their conversion into Euro increased the awareness for
the interest yield as a source of income and induced additional new savings, and d. the
amendments to the Law on Deposit Insurance Fund in this year, with which the percentage of
indemnification of the savings increased to 100% for the deposits up to Euro 10,000 and 90%
for the deposits up to Euro 20,000.

Table 10
Total deposits

(in Denar million)

Balance as of Changes by quarters

31.12.2001 | 31.03.2002 | 30.06.2002 | 30.09.2002 | 31.12.2002 | 1 1 v Tota
Total deposits of the
non-government sector 51,914 40,233 39,496 42,100 43,277| -11,681| -737| 2,604| 1,177| -8,637
- Denar 13,196 12,852 12,913 15,207 14,984 -344 61| 2,294| -223| 1,788
- foreign currency 38,718 27,381 26,583 26,893 28,293| -11,337| -798| 310/ 1,400| -10,425
I Short-term deposits” 44,462 33,590 33,015 35,628 37,816/ -10,872| -575| 2,613| 2,188 -6,646
- Denar 9,368 9,060 9,567 11,725 11,019 -308/ 507| 2,158| -706| 1,651
- foreign currency 35,094 24,530 23,448 23,903 26,797| -10,564| -1,082| 455| 2,894 -8,297
I1. Long-term deposits® 7,452 6,643 6,481 6,472 5,461 -809| -162 -9 -1,011] -1,991
- Denar 3,828 3,792 3,346 3,482 3,965 -36| -446| 136 483 137
- foreign currency 3,624 2,851 3,135 2,990 1,496 -773|  284| -145| -1,494| -2,128

1/ The short-term deposits include sight deposits and deposits with maturity of up to one year.
2/ The long-term deposits include deposits with maturity of over one year and restricted deposits.

With respect to maturity, the narrowing of the banks deposit base on annual basis
was due to the simultaneous decrease in both the short-term and the long-term deposits. Thus,
in December 2002, compared to the same month of the previous year, the short-term deposits
were by 14.9% lower, which is solely due to the decrease in the short-term foreign exchange
deposits (in line with the high comparison base a the end of 2001, due to the Euro
conversion). The annua growth rate of the long-term deposits was negative and equaled
26.7%. Such a decrease was caused by the fal in the restricted foreign exchange deposits,
intended for transactions based on the international payment operations instruments (the
dynamics of which is changeable and induced by the time schedule of the transactions with
the foreign partners), as well as the lower level of foreign exchange savings deposited on a
long run.

At the end of 2002, the structure of the deposits with respect to the currency of
denomination registered divergent movements. Thus, the increased propensity to save in
domestic currency is confirmed with the annual increase in the Denar deposits of 13.5%
(given the increase in both the short-term the long-term Denar deposits of 17.6% and 3.6%,
respectively). At the end of December 2002, compared to the same month of the previous
year, the total foreign exchange deposits were by 26.9% lower, with more intensive decrease
being registered in the long-term foreign exchange deposits (by 58.7%, partially due to the
lower level of restricted deposits based on the international payment operations instruments;
therefore it is not reflecting the propensity to save), while the decrease in the short-term
foreign exchange deposits was more moderate (23.6%) and was due to the high comparison
base at the end of the preceding year.
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Chart 20
Structure of deposits by sectors
December 31, 2002 December 31, 2001
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The sector-by-sector analysis indicates that on December 31, 2001, the share of the
households' deposits in the total deposits equaled 74.0%, which is a drop of 3.1% compared
to the end of the previous year. The share of the enterprises’ deposits registered an increase of
3.3%, reaching 22.5% at the end of December 2002.

In December 2002, the total households' deposits were by Denar 7,992 million, or by
20.0% lower, on annual basis. The first quarter registered most intensive decrease (25.4%)
given the withdrawal of a portion of the foreign exchange savings deposited for the Euro
conversion at the end of the previous year. The decline in the households deposits in the
second quarter was more moderate (1.5%), primarily due to the lower Denar value of the
foreign exchange deposits taking into account the depreciation of the US Dollar. In the third
and the fourth quarter of 2002, the households deposits increased by 3.7% and 5.0%,
respectively, in accordance with the higher households' propensity to save in both domestic
and foreign currency. In December 2002, compared to the same month of the previous year,
the enterprises’ deposits were by Denar 200 million or by 2.0% lower. In the course of the
year, their dynamics was primarily determined by the deposits intended for payments based
on the international operations instruments. With respect to the dynamics, the higher level of
the enterprises’ deposits was registered in both the second and the third quarter (2.7% and
18.1%, respectively), whereas in the first and the fourth quarter of the year, the enterprises
deposits dropped by 15.0% and 4.9%, respectively.

4.4. Banks placements®

In 2002, the credit activity of the banking sector was directed towards supporting the
economic flows. The gradual normalization and stabilization of the political and the economic
situation in the country acted towards decreasing the credit risk and creating environment for
more expansive credit policy of the banks. Simultaneously, the high liquidity of the banking
system and the moderate fluctuations in the banks' deposit base were additional factors that
positively affected the credit activity of the banks. In 2002, significant feature of the banks
credit policy was the high degree of prudence and selectivity, with the funds being placed in
high quality projects and in financially reliable clients. It indicates the qualitative progress of
the banks' business palicy in the area of credit portfolio management.

%0 The banks placements are shown according to the actual balance. The actual balance of the Denar placements
differs from the accounting balance by the corrections made in the written-off claims and the re-recordings with
the banks.
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In 2002, the process of credit support to the households (primarily on a long run)
intensified by extending consumer, housing and other credits. It made the household lending
take an important role in the structure of the banks' Denar placements, simultaneously acting
towards stimulating the domestic consumption, as an important segment in the process of
acceleration of the economic growth in the country. Such orientation of the banks credit
policy towards the household sector was partialy due to the absence of larger number of high
guality investment project of the enterprises which is a limiting factor in the process of
achieving dynamic and sustai nable growth of the Macedonian economy on along run.

Table11

Domestic credits of the deposit money banks
(in Denar million)

Balance as of Changes by quarters
31.12.2001 | 31.03.2002 | 30.06.2002 | 30.09.2002 | 31.12.2002 | | 1 1 [\ Total
Domestic credits* 49,661 50,583 51,649 53,978 52,187 922 | 1,066 (2,329 |-1,791| 2,526
Domestic credits” 57,536 58,597 60,041 62,792 61,296 |1,061|1,444|2,751|-1,496 | 3,760
1. Credits to the Government 7,678 7,784 7,586 7,765 7,978 106 | -198 | 179 213 300
- Denar credits 831 881 826 907 721 50 | -55 | 81 | -186 | -110
- Foreign currency crediits’ 6,819 6,800 6,671 6,768 7,249 -19 | -129 | 97 481 430
- Overdue interest 28 103 89 90 8 75 | -14 1 -82 -20

2. Social and private sector credit* 41,983 42,799 44,063 46,213 44,209 816 | 1,264 | 2,150 | -2,004 | 2,226

- Denar credits 30,780 31,463 32,946 33,946 33,259 683 | 1,483|1,000| -687 | 2,479
- Foreign currency credits’ 7,005 6,928 6,698 7,903 6,869 =77 | -230 | 1,205|-1,034| -136
- Overdue interest 4,198 4,408 4,419 4,364 4,081 210 | 11 | -55 | -283 | -117

2a. Social and private sector credit’ | 45,660 46,405 48,036 50,663 49,237 | 745 |1,631|2,627|-1,426| 3,577
- Denar credits 36,840 37,662 39,523 40,945 40,553 | 822 |1,861|1,422| -392 | 3,713
- Foreign currency credits® 8,820 8,743 8,513 9,718 8,684 -77 | -230 | 1,205|-1,034| -136
1/ accounting balance

2/ actual balance

3/ the foreign exchange categories are valued by the current rate

In 2002, the total banks' placements to the non-government sector increased by Denar
3,577 million, or by 7.8% and amounted to Denar 49,237 million on December 31, 2002.
With respect to the currency of denomination, the increased credit activity of the banks was
due to the higher Denar placements, whereas the foreign exchange placements registered
moderate decline.

The largest portion (82.4%) of the tota banks placements is denominated in
domestic currency. In 2002, the banks' Denar placements to the non-government sector
increased by Denar 3,713 million, or by 10.1% and amounted to Denar 40,553 million on
December 31, 2002. One should bear in mind that the increase in the Denar placements was
achieved in environment of improved collection of the claims by the banks, evident through
the moderate increase (of 3.1%) in the overdue claims based on principal in 2002. The high
degree of prudence of the banks credit policy was aso evident in the relatively moderate
changes in the movements of the Denar placements in this year, with the average monthly
growth rate of the banks' Denar placements equaling 0.8%.

With respect to the dynamics, in the first three quarters of 2002 (excluding January)
the banks' Denar placements to the non-government sector registered continuous increase.
The monthly fall in the Denar placements in January (of 0.8%) corresponds with the
considerably lower economic activity in this period of the year. Due to the fal in January, the
increase in the banks' Denar placements in the first quarter of 2002 (2.2%) was almost twice
lower compared to their increase in the second quarter (4.9%). In the third quarter, the
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increase in the Denar placements equaled 3.6%. The upward trend in the banks Denar
placements to the non-government sector was interrupted in the last quarter of the year, when
they dropped by 1.0% (in spite of their rise in November). The contraction of the banks
credit activity in this period of the year causes no restriction of the credit policy of the banks,
since it was primarily due to the significant decrease in the banks’ overdue claims.

Chart 21
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In 2002, the maturity structure® of the banks Denar placements to the non-
government sector registered considerable positive movements. Unlike the previous year,
when, according to the depreciated economic flows and the higher risk, the banks were
primarily extending short-term credits, in 2002 the banks were oriented towards long-term
credit support of the economic agents. Thus, with the long-term placements being
significantly increased (by 35.0%) and with the short-term placements being moderately
reduced (by 0.7%), the share of the long-term placements registered an increase of 6.1
percentage points and reached 30.7%, approximating the level prior to the beginning of the
security crisis in the country (early 2001). Therefore, although the banks continue extending
short-term placements (share of 69.3%), there istendency of increased extension of long-term
credits. The gradual increase in the long-term credit support creates prerequisites for more
significant investment activity necessary for acceleration of the economic growth.
Considering that the long-term credit support of the economic agents rose in the second half
of the year, the positive effects on the economic growth should be expected in the following
period.

In conformity with the credit support of the households, the sector structure registered
an increase in the share of the Denar credits extended to the household sector (by 4.8
percentage points), whereas the share of the placements extended to the enterprises dropped
(by 5.0 percentage points). Nevertheless, the credits extended to the enterprises dominate with
a share of 81.2%, while the share of the credits extended to the households equaled 17.7% at
the end of 2002. The largest portion (67.2%) of the Denar placements is extended to
households on along run, unlike the placements extended to the enterprises (most of them or
76.8% are extended on a short run). However, it should be underlined that in 2002 there was a
tendency of increasing the long-term credit support to the enterprises (by 20.0%), taking into
account the decline in the short-term placements extended to this sector (by 2.6%).

31 In the maturity and the sector-by-sector analysis, the banks Denar placements are shown according to the
accounting balance.
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Chart 22
Sector and maturity structure of Denar placements
December 31, 2002 December 31, 2001
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Taking into consideration the changes in the maturity and the sector structure of the
banks Denar placements, in 2002, the banks' credit policy was characterized with larger
orientation towards placing funds on along run (the share of the long-term credits of both the
enterprises and the households in the total Denar placements increased by 1.9 percentage
points and by 4.3 percentage points, respectively). Nevertheless, at the end of 2002, the short-
term Denar credits extended to enterprises further dominate with a share of 62.3%.

In 2002, the banks foreign exchange placements to the non-government sector
registered a moderate fall of Denar 136 million, or 1.5%, reducing to Denar 8,684 million on
December 31, 2002. The decline corresponds with the lower interest of the banks in using
foreign credit lines and foreign credits. However, the effect of the depreciation of the US
Dollar on the international stock exchanges should be taken into account, considering that the
foreign exchange placements in the analysis are presented in Denar, at the current exchange
rate.

With respect to the dynamics, due to the restraint of banks from using foreign credit
lines, the foreign exchange placements dropped in the first half of the year, with the decrease
in the first quarter (0.9%) being more moderate compared to the fall in the second quarter
(2.6%). Thus, at the end of June, the foreign exchange placements of the banks to the non-
government sector registered negative annual growth rate of 2.9%, for the first time since the
beginning of the year. The relatively higher comparison base in the previous year should be
taken into consideration, when due to the war crisis the banks preferred to extend foreign
exchange credits. The third quarter of the year registered intensive usage of foreign short-term
credit lines intended for delivery of projects, as well as increased usage of long-term credits
extended by foreign banks, which resulted in substantial increase in the banks foreign
exchange placements of 14.1%. In the last quarter of the year, the banks foreign exchange
placements to the non-government sector dropped by 10.6%. In spite of the restraint from
using foreign credit lines and foreign credits, such decrease was due to the collection of the
banks' claims on the enterprises based on used foreign credit lines (primarily those extended
on ashort run).

In 2002, there was a tendency of banks orienting towards using foreign long-term
credits and credit lines. It resulted in an increase in the long-term foreign exchange
placements of the banks extended to the non-government sector (of 14.5%), with
simultaneous decrease being registered in the short-term foreign exchange placements
(14.0%). Such movements affected the maturity structure of the foreign exchange placements
by increasing the share of the long-term placements (by 7.1 percentage points), which equaled



49.3% at the end of 2002. From the sector aspect, the largest portion of the foreign exchange
placements (93.7%) was concentrated in the enterprise sector.

4.5. Net foreign assets of the monetary system

In December 2002, the net foreign assets of the monetary system (covering the
transactions of the NBRM and the banks with non-residents) registered a decrease of Denar
23,924 million, or 27.7% on annual basis, reducing to Denar 62,573 million. The decrease in
the net foreign assets of the monetary system was due to the simultaneous decrease in both its
components: net foreign assets of the NBRM and the net foreign assets of the deposit money
banks.

Table 12

Net foreign assets of the monetary system
(in Denar million)

Balance as of Changes by quarters Balance as of
31.12.2001 | I I v Tota 31.12.2002

Net foreign assets of the monetary system 86,497| -13,180| -5,806| -1,113| -3,825| -23,924 62,573
Net foreign assets of NBRM 50,206/ 2,169| -2,516| -2,080| -5,805| -8,232 41,974
Foreign assets 55,103| 2,110/ -2,962| -2,081| -6,247| -9,180 45,923
Foreign liabilities 4,897 -59| -446 -1 -442 -948 3,949
Net foreign assets of the deposit money banks 36,291| -15,349| -3,290| 967| 1,980| -15,692 20,599
Foreign assets 49,801| -16,785| -2,747| 1,393| 1,454| -16,685 33,116
Foreign liabilities 13,510/ -1,436| 543| 426| -526 -993 12,517

Given the more intensive decrease in the foreign assets (16.7%) relative to the fall in
the foreign liabilities (19.4%), in December 2002, the net foreign assets of the NBRM were
by Denar 8,232 million, or by 16.4% lower, on annua basis. The decrease in the NBRM
foreign assets was primarily due to the Central Bank interventions on the foreign exchange
market by a net sale of foreign exchange (excluding January, February and June, when the
NBRM participated on the foreign exchange market by a net purchase of foreign exchange) in
order to preserve the stability of the exchange rate of the Denar against the Euro, as well as
the sale of foreign exchange for import of oil. Simultaneoudly, the lower amount of foreign
exchange partialy reflects the depreciation of the US Dollar. The Government external
account contributed to the decrease in the level of the NBRM foreign assets, due to the higher
amount of repayment of the foreign liabilities, relative to the amount of the inflows from
external sources. Taking into account the inconsiderable amount of executed transactions, the
fal in the NBRM foreign liabilities was primarily due to the appreciation of the Denar
relative to the US Dollar.

At the end of 2002, compared to the end of the previous year, the net foreign assets of
the deposit money banks dropped by Denar 15,692 million, or by 43.2%. The negative annual
dynamics of the net foreign assets of the deposit money banks was due to the more intensive
fall in the foreign assets (33.5%) compared to the fall in the foreign liabilities (7.4%). From
the aspect of the quarterly dynamics, the most intensive fall in the banks' foreign assets was
registered in the first quarter, due to the withdrawal of a portion of the foreign exchange
savings deposited for the Euro conversion (given the security crisis in the country in the
previous year and the uncertainty regarding the dynamics of the possible withdrawal of the
foreign exchange deposits, these funds were primarily deposited in accounts abroad, thus
increasing the foreign assets at the end of the preceding year). The sump in the foreign assets
in the second quarter was more moderate, whereas in the last two quarters, in line with the
positive dynamics of the foreign exchange deposits, the banks' foreign assets increased. From
the aspect of the foreign liabilities, in the last three quarters of 2002, the short-term relative to
the long-term indebtedness of the banks abroad registered a downward trend. It corresponds
with the downward trend of the short-term, at the expense of the increase in the long-term
placements in the structure of the total foreign exchange placements of the banks. With
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respect to the dynamics, in the first and the last quarter of the year, the foreign liabilities of
the banks plunged, primarily due to the decrease in the deposits of the non-residents in the
domestic banks. The considerable increase in the long-term indebtedness of the banks abroad

in the second and the third quarter, resulted in higher level of foreign liabilities in these
periods.



In 2002, despite the gradual normalization of the economy and the security in the
country and the reduction of the credit risk, the interest rates were maintained at a relatively
high level. Furthermore, typica for the interest rates in 2002 was. a. the high degree of
interdependence of the movements of the interest rates on the CB bills auctions and on the
Money Market; b. insufficient responsiveness of the banks interest rate policy to the
monetary policy stance and inconsistency with their liquidity position and, c. high interest
rates margins of the banks.

Same as in the previous three years, in 2002, the basic interest rate in the conduct of
the monetary policy was the interest rate on the CB bills auctions, established according to the
type of tender. Thus, in the first half of 2002, the NBRM was organizing only “volume
tender” auctions of CB bills with 7 and 28 days of maturity, three times a week (at the
beginning of 2002, the NBRM was offering CB bills with maturity of 14 days, but due to the
lower demand they were abolished in January). This type of auctions was applied by the end
of May 2001, due to the need for more aggressive action of the NBRM when defending the
exchange rate during the last-year crisis and in the post-crisis period. Due to such
organization, at the beginning of 2002, the NBRM was offering CB bills with 7 and 28 days
of maturity at interest rates of 11.0% and 15.0% p.a., respectively. At the end of February
(February 25, 2002), the NBRM reduced the interest rates on the CB bills with 7 and 28 days
of maturity to 8.0% and 13.0%, respectively. Such decrease is a continuation of the tendency
of gradual reduction of the interest rates on the CB bills that started in the second half of the
previous year, due to the gradual normalization of the security situation and the economic
conditions. Simultaneoudly, it was an adequate reaction of the monetary policy to the
normalized movements on the foreign exchange market and on the Money Market. The
intention was to send positive signal to the banks to make adequate changes in their interest
rate policy, aimed at supporting the positive trends in the economy.

After being reduced in February, the interest rates on the CB bills registered no
changes by the end of the first half of 2002. The weighted interest rate on the CB bhills
auctions was continuously maintained at a relatively high level in this period (January — June
2002) and equaled 12.5% p.a., on average. The maintenance of a relatively high level of the
average weighted interest rates on the CB hills reflects the considerably higher interest of the
banks and the economic agents in CB bills with longer maturity (of 28 days, bringing higher
interest).

The gradual stabilization and normalization of the economy created conditions for
returning towards a market-oriented method of setting the interest rate on the CB hills. As a
result, “interest rate tender” auctions started being used since July 17, 2002, where the banks
bid with interest rates for given (restricted) amount of CB bills. At the same time, in July, the
NBRM ceased offering CB bills with shorter maturity (7 days), recommending to the banks to
meet their short-term liquidity needs on the Money Market. In the second half of 2002, the
average weighted interest rate on the CB bills equaled 11.8%. With respect to the dynamics,
in the third quarter of 2002, the interest rates registered continuous decrease, with the lowest
value being achieved in September (9.5%). The downward tendency of the average interest
rate was due to the high liquidity in the banking system, due to which the demand for CB bills
was higher compared to the amount supplied by the NBRM. In the last quarter of 2002,
divergent movements were registered, with the interest rate on the CB bills registering
continuous increase (in December the weighted interest rates on the CB bills auctions reached
the highest level of 15.2%). It was primarily due to the continuous supply of higher amount of
CB hills by the NBRM rdative to the demanded one, in order to keep the signal of conducting
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prudent monetary policy in a situation where there were pressures for depreciation of the
exchange rate of the Denar against the Euro on the foreign exchange and exchange offices
market. Generally speaking, in 2002, the interest rates on the CB hills auctions remained at a
relatively high and attractive level, due to the need of withdrawing the excess liquidity from
the banking sector (primarily as aresult of the large outflows from the budget account).

Chart 23
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In 2002, the other NBRM interest rates remained unchanged. Thus, the discount rate
of the NBRM (used as a basis for calculating the penalty interest rates) equaled 10.7% in
2002. The interest rate on the Lombard credits al'so remained at the level of the previous year
(23.0%), as a maximum interest rate applied when the banks are not capable of meeting their
liquidity needs from other sources. The relatively high level of these interest rates corresponds
with the general monetary policy stance, primarily determined by the situation on the foreign
exchange and the exchange offices market.

The movement of theinterest rates on the Money Market in 2002 was primarily under
the influence of the oscillationsin the liquidity of the banking system and the monetary policy
stance. There was a high degree of correlation in the movement of the interest rates on the
Money Market and the CB hills auctions. Basic feature of the interest rates on the Money
Market in 2002 was their maintenance at a relatively high level. The average weighted
interest rate equaled 11.9%, which is a moderate decrease of 1.1 percentage point compared
to the previous year.

With respect to the dynamics, as a continuation of the favorable movements at the
end of the preceding year, in the first quarter of 2002, the tendency of reducing the interest
rates on the Money Market continued (in March, the average weighted interest rate reduced to
10.8% - the lowest level since May 2001). Such reduction in the interest rates on the Money
Market corresponds with the high level of liquidity, as well as with the reduction in the
interest rates on the CB hills. In the second quarter of 2002, convergent movements were
recorded, with the average weighted interest rate on the Money Market registering continuous
increase (in June it was by 1.3 percentage points higher compared to March). The increase
was achieved with the demand for liquid funds exceeding the supply on the Money Market in
this period (by 5.9%, on average). Considering the high level of total liquidity in the banking
system, it indicates unequal dispersion of the liquidity within the banking system.
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The exceptionally high level of liquidity in the banking system in the third quarter of
2002 led to constantly higher supply relative to the demand for liquid funds on the Money
Market. In such environment, the average weighted interest rate on the Money Market
dropped by 1.3 percentage points and for the second time this year was brought down to
10,8% in September. In the last quarter of 2002, the average weighted interest rate on the
Money Market considerably increased (by 3.5 percentage points). In the last month of 2002, it
reached 14.4%, which is the highest level since the beginning of the year. The increment in
the last quarter was achieved both with the demand for liquid funds on the Money Market
being constantly higher than the supply (by 17.1%, on average), and with higher interest rates
on the CB bhills auctions.

Chart 24
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In 2002, the banks interest rates were characterized with inconsistency of their
liquidity position and the insufficient responsiveness of the monetary policy stance. Given the
high level of liquidity and oscillations in the interest rates on the CB bills and on the Money
Market, the banks' interest rates registered a moderate decrease. Thus, the banks' nominal
weighted lending® interest rates in 2002 equaled 18.4%, on average, which is by 1.0
percentage point lower compared to the previous year. Simultaneoudy, the banks average
nominal weighted deposit™ interest rates, which in 2002 equaled 9.6% p.a. reduced by 0.3
percentage points. The relatively more intensive fall in the nominal weighted lending interest
rates compared to the deposit interest rates, resulted in a moderate decrease of 0.7 percentage
points of the average interest rate margins of the deposit money banks, which in 2002 equaled
8.8. percentage points, on average. Given the relatively low monthly inflation rates, in 2002,
the real lending and deposit interest rates of the banks registered no considerable divergence
from their nominal values, and equaled 17.0% and 8.2%, respectively, on average.

The moderate decrease in the banks' interest rates is a reflection of the lower credit
risk, in line with the gradual normalization of the economy and the security in the country.
The high level of liquidity of the banking sector, the higher income of the banks generated
from the banking services after the transfer of the payment operations in the banks, as well as
the satisfactory level of deposit potential of the banks acted towards the same direction.

%2 Pertaining to Denar short-term credits (up to one year).
33 Pertaining to three-month Denar deposit.



Chart 25

Nominal lending and deposit interest rates and banks' interest rate margins
(on annual basis)
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With respect to the dynamics, in the first half of 2002, the banks' nominal weighted
lending interest rates decreased by 0.8 percentage points, while the banks' nominal weighted
deposit interest rates fell by 0.5 percentage points. The fall was registered amost solely in
March, which is a partial response of the banks' interest rate policy to the monetary policy
measures (the decline in the interest rates on the CB bills). Decrease in both lending (by 0.7
percentage points) and deposit (by 0.4 percentage points) banks interest rates was aso
registered in the second half of 2002, with the fall being almost solely registered in the last
two months of the year, when the banks' interest rate policy became more flexible. In
December 2002, the banks' nomina weighted lending and deposit interest rates equaled
17.7% and 9.2% respectively, which isthe lowest level ever.

Notwithstanding the moderate decline, the banks interest rate policy is ill
characterized with relatively high interest rates. Unlike the stimulating influence of the
relatively high banks' deposit interest rates (directed towards favoring the Denar savings), the
relatively high banks' lending interest rates increase the costs of financing of the economic
agents. Generally speaking, the high level of banks' lending interest rates in the Republic of
Macedonia was due to the following factors: a high amount of overdue claims; b. still high
costs in the banks' operations; c. insufficient efficiency and rationality in the operations; d.
high demand for banking credits given the insufficient development of aternative sources of
funds; e. insufficient “active” competition in the banking sector, etc. The further prudent
character of the credit policy of the banks is an additional factor for the high level of the
interest rates in 2002. Under the influence of these factors, the banks' interest rate margins
still remain at arelatively high level.

The high level of the banks' interest rates and interest rate margins indicate the need
for continuing the process of reforming the banking sector. The necessary prerequisites for
gradual reduction of the banks' interest rates and the interest rate margins are created through
the gradual vanishing of the limiting factors (considering primarily the lower amount of
overdue claims of the newly extended credits), the process of concentration and the higher
competitiveness in the banking sector. Simultaneously, the increase in the Denar savings and
the moderate dynamics of withdrawing the foreign exchange deposits from the banks (after
their conversion into Euro) creates prerequisites for enhancing the deposit potential of the
banks on a sustainable ground, thus opening perspectives for higher supply of credits, and
consequently, lower interest rates. The more relaxed monetary policy, given the stabilized
budget spending, the gradual vanishing of the political risk in the country and in the region, as
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well as the changes in the foreign exchange system imposed by the new Law on Foreign
Exchange Operations should act towards the same direction.
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V1. Financial Marketsin the Republic of Macedonia

Generaly speaking, the overal economic conditions adequately affected the
movements on the financial markets. The economic environment in which the financial
markets in the Republic of Macedonia operated in 2002 was characterized with: a
continuation of the privatization process taking into account the gradual normalization of the
economy after the political and the security crisisin the preceding year; b. the relatively high
liquidity of the banking system; c. unfavorable movements in the foreign trade of the
Republic of Macedonia and d. changes in the regulation (adoption of the new Law on Foreign
Exchange Operations, amendments to the Law on Securities). Also, the parliamentary
elections in 2002 affected the dynamics on the financial markets through the higher budget
spending and the higher demand for foreign exchange, due to the uncertainty of the election
outcome and the future macroeconomic policy. In such environment, excluding the Stock
Exchange, the other financial markets (the Money Market and the foreign exchange market)
in the Republic of Macedoniaregistered higher turnover in 2002.

6.1. Money and short-term securities market

In 2002, the Money and short-term securities market registered exceptionaly high
activity. It was due to the: a. high level of total liquidity of the banking system; b. unequal
dispersion of the liquidity within the banking system; c. changes in the monetary instruments
(the possibility of purchasing CB bills with shorter maturity was abandoned, resulting in a
more frequent presence of the banks on the Money Market for the purpose of meeting the
short-term liquidity needs) and, d. gradual normalization of the situation after the security
crisisin the previous year. In such environment, the total supply, demand and turnover on the
Money Market registered exceptionaly high values — the highest since its establishment,
wheresas the interest rate on the Money Market remained at arelatively high level in 2002.

In 2002, the total supply of liquid funds on the Money Market registered considerable
increase of 2.9 times. Simultaneously, significant increase of 2.4 times was registered in the
demand for liquid funds. In such environment, the total turnover on the Money Market
increased by 2.8 times. It should be considered that the exceptionally high acceleration of the
activity on the Money Market in 2002 was partially due to the relatively low comparison base
in 2001, when, in an environment of significant oscillations in the liquidity of the banks
caused by the deteriorated security, the activity on the Money Market dowed down. Thus, in
2002, the total demand for liquid funds was higher relative to the supply by 2.3%, with 12.0%
of the total demand on the Money Market not being met. On the other hand, due to the limits
set by the banks — suppliers in order to disperse the risk, 9.9% of the total funds available on
this marker remained unused. Proof for the exceptionaly high activity on the Money Market
is the average daily turnover on this market in 2002 (Denar 185.8 million), which is by 2.8
times higher compared to 2001, in larger number of working daysin 2002.
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Chart 26
Tota turnover and weighted interest rate on the Money Market
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With respect to dynamics, in 2002, the supply, the demand and the turnover on the
Money Market registered exceptionally high monthly amounts. An interesting feature is that,
in 2002, the supply, the demand and the turnover act towards the same directions, however, in
different intensity of the change. The tendency of their increase in the last quarter of 2001
continued in the first quarter of 2002 (almost identical twofold increase in the supply, the
demand and the turnover), corresponding with the stabilization of the political and security
situation. In the following months, the activity on the Money Market oscillated in accordance
with the dynamics of the liquidity of the banking sector, with the supply, the demand and the
turnover registering relatively high amounts. The highest monthly amounts of demand for
liquid funds (Denar 6,126.8 million) and supplied liquid funds (Denar 5,646.1 million) on the
Money Market were registered in June 2002. Additionally, they are the highest amounts of
supply and demand on the Money Market since its establishment.

In 2002 (excluding May and the third quarter) the demand for liquid funds was higher
relative to the supply, with the discrepancy being the highest in October (21.3%) and
November (24.0%). Consequently, in 2002, the interest rate on the Money Market was
maintained at a relatively high level (11.9%, on average), with a tendency of more
considerable increase in the last quarter of the year (in December, the average weighted
interest rate reached the highest level of 14.4%). On the other hand, its most substantia
excess supply over the demand for liquid funds on the Money Market was registered in
August (21.7%), which adequately affected the movements of the interest rate, thus reducing
it to 10.8%.

6.2. Foreign exchange and exchange offices market

Trading with foreign exchange in the Republic of Macedonia is carried out on the
foreign exchange and the exchange offices market. Participants in the foreign exchange
market in the Republic of Macedonia are: the National Bank of the Republic of Macedonia,
authorized banks and domestic legal entities, while the individuals and the exchange offices
participate in the exchange offices market.

In 2002, the movements on the foreign exchange market in the Republic of
Macedonia were determined by the unfavorable movementsin the foreign trade, the persistent
implementation of the accepted monetary concept of targeting the exchange rate of the Denar
against the Euro and the application of the new Law on Foreign Exchange Operations. The
unfavorable movements in the foreign trade (higher imports, and lower exports) caused
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excess demand over supply of foreign exchange in the largest part of the year, and
consequently, continuous pressure for depreciation of the Denar against the Euro. In order to
meet the excess demand for foreign exchange and maintain the exchange rate of the Denar
against the Euro at a stable level, the NBRM intervened on the foreign exchange market with
anet sale of foreign exchange (excluding January, February and June). According to the new
Law on Foreign Exchange Operations (in force since October 15, 2002) the payment
operations were transferred to the banks by abolishing the possibility for independent trade in
foreign exchange between enterprises. Consequently, the turnover on the foreign exchange
market increased on permanent basis. Additional factor that affected the movements on the
foreign exchange marker in 2002 was the level of liquidity in the banking system, the changes
of which caused adequate conversions between the Denar and the foreign exchange liquidity
and consequently, oscillations in both the supply and the demand for foreign exchange on the
foreign exchange market.

In 2002, the total turnover on the foreign exchange market equaled US Dollar 1,798.8
million, which is by US Dallar 257.9 million, or by 16.7% higher compared to the previous
year. At the same time, it is the highest annual amount of turnover on the foreign exchange
market since its institutionalization. With respect to the dynamics, in the first half of 2002
relatively lower turnover was registered (the turnover on the foreign exchange market in this
period was by US Dollar 8.2 million lower compared to the first half of 2001). It was
primarily due to the considerably lower supply of foreign exchange by the enterprises due to
the lower export demand for the Macedonian products on the international markets. In the
second half of 2002, the turnover on the foreign exchange market substantially increased,
with more significant intensity being registered in the last quarter of the year (32.9% of the
total turnover on the foreign exchange market in 2002 was carried out in the last quarter). The
relatively high turnover in this period was due to the: a. favorable influence of the new Law
on Foreign Exchange Operations on the liquidity on the foreign exchange market; b. increased
NBRM interventions on the foreign exchange marker in order to meet the higher demand for
foreign assets, and c. increased need of the banks for Denar liquidity, which was partially met
with the conversion of their foreign exchange potential.

In 2002, the increase in the total turnover on the foreign exchange market was
primarily due to the increased turnover in the transactions between banks and enterprises (of
US Dallar 184.7 million, or by 20.1%), with the sale of foreign assets by the banks registering
more considerable increase. Apart from the banks that mostly met the demand for foreign
exchange on the foreign exchange market, the NBRM transactions were also essentia for
balancing the supply and the demand on the foreign exchange market in 2002 (in 2002, the
turnover between the NBRM and the other participants on the foreign exchange market
increased by US Dollar 47.1 million, or by 13.4%). In 2002, an increment was registered in
the turnover in the transactions between the banks (by 34.9%) and between the enterprises (by
6.1%) by the time of the enforcement of the new Law on Foreign Exchange Operations.

In line with such movements, in 2002, the largest portion of the turnover on the
foreign exchange market was carried out in the transactions between the banks and the
enterprises (61.3%). Out of the total turnover in 2002, 22.2% was carried out in the
transactions between the NBRM and the other participants on the foreign exchange market,
and 14.0% in the transactions between the enterprises.
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Chart 27

Movements of the total turnover on the foreign exchange and the exchange offices markets
(in US Dollar million)
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In 2002, the tota turnover on the exchange offices market equaled US Dollar 1,103.3
million, which is by US Dollar 209.7 million, or by 23.5% lower compared to the previous
year. Thus, US Dollar 696.7 million were purchased from the individuals (supply of foreign
exchange), which is by US Dollar 151.3 million more compared to 2001. The amount of
foreign exchange sold to individuals (demand for foreign exchange) registered more moderate
increase of US Dollar 58.4 million, reaching US Dollar 406.6 million. Such movements of the
supply and the demand for foreign assets resulted in net purchase of foreign exchange by the
exchange offices market in the amount of US Dollar 290.0 million (by US Dollar 92.8 million
more compared to the previous year).

With respect to dynamics, the exceptionally high turnover on the exchange offices
market at the end of 2001, caused by the preferences of the economic agents for cash
conversion of the foreign exchange savings (primarily in Deutsche Marks) prior to the actual
introduction of the Euro, continued in the first two months of 2002. Out of the total turnover
on the exchange offices market in 2002, 37% was carried out in this period, due to the
possibility for the economic entities to convert their savings in the currencies of the 12 EMU
member states into other currencies in the first two months of 2002. After the expiry of the
period of cash conversion, the turnover on the exchange offices market normalized in March,
while in the second quarter of 2002, its level was characterized with relative stability (average
monthly turnover of US Dollar 63.7 million). In the third quarter, the turnover on the
exchange offices market was maintained at a relatively high level, caused by the relatively
higher level of supply (influenced by seasona factors) and the demand for foreign exchange
(given the relatively high amount of currency in circulation). In the last quarter of 2002, given
the normalization of the supply of foreign exchange and the inconsiderable change in the
demand for foreign exchange, the turnover on the exchange offices market dropped by US
Dollar 35.0 million, compared to the previous quarter.

6.3. Stock exchange

The operation of the Macedonian Stock Exchange in 2002 was influenced by the
continuation of the privatization process and the consolidation of the ownership in the
Macedonian economy. The Stock Exchange operations in 2002 were characterized with: a
considerably lower turnover; b. larger number of traded securities; c. larger number of
executed transactions; d. purchase of large packages of shares and firms through the Stock
Exchange, and e. oscillation of the value of the Stock Exchange Index around itsinitial value.



Table 13
Review of the trade on the Macedonian Stock Exchange in 2002

Number of traded Number of
Government securities transactions with

Readlized turnover | Number of traded and convertible Number of Government Days of

(in Denar million) securities certificates transactions bonds trading
1-X11.2001 28,800.1 17,397,290 22,341,684 3,527 6,715 136
January 410.9 229,063 2,906,982 280 872 14
February 224.3 169,512 1,068,481 358 837 16
March 219.0 643,722 970,939 416 570 16
April 428.2 538,205 1,130,100 446 722 18
May 418.7 655,948 997,636 415 493 15
June 272.5 1,370,108 2,175,710 515 808 16
July 523.6 997,580 72,942,737 456 427 19
August 671.6 742,131 133,001,495 325 552 16
September 1,050.3 4,391,780 353,886,974 523 927 16
October 417.4 2,203,650 113,704,485 830 793 19
November 317.7 195,368 1,824,354 512 496 16
December 789.2 439,775 5,043,293 643 528 18
I-X11. 2002 5,743.4 12,576,842 689,653,186 5,719 8,025 199

In 2002, compared to the preceding year, the total and the average daily turnover on
the Macedonian Stock Exchange registered considerable decrease of 5.0 times and 7.3 times,
respectively. The relatively significant fall in the average daily Stock Exchange turnover was
due to the larger number of trading days in 2002 (199) compared to 2001 (136), as a result of
the dectronic trading introduced in April 2002. On the other hand, the number of traded
securities and executed transactions on the Stock Exchange in 2002 registered considerable
increase, primarily due to the quotation of new government securities.

The substantial fall in the Stock Exchange turnover in 2002, in spite of the
unfavorable movements on the Stock Exchange, was due to the exceptionaly high
comparison base, caused by the execution of the largest Stock Exchange transaction — the sale
of the Telecom to a foreign strategic investor (January 2001). However, even if this Stock
Exchange transaction is excluded, in 2002 relative to the preceding year, the Stock Exchange
turnover is lower by 27.7%*. These comparisons reflect the still inadequate Stock Exchange
positioning within the framework of the financial system of the Republic of Macedonia.

With respect to the dynamics, after the relatively low Stock Exchange turnover in the
first two quarters of 2002, in the third quarter the Stock Exchange turnover registered
considerable increase, in which the largest portion, or 39.1% of the turnover in 2002 was
carried out. The relatively high Stock Exchange turnover in this period was due to: a. the
commenced trading in the new government denationalization bonds and the convertible
certificates™, and the commenced listing of the government bond for the purchased claims
from the privatization of Stopanska Banka a.d. Skopje. At the beginning of their listing on the
Stock Exchange, the turnover of these securities registered considerable increase; b. the sale
of the residua shares owned by the government intensified, with a possibility to be purchased
also with government securities. Starting from June 2002, the packages of residua shares
owned by the government, besides with cash payment, might be purchased with the
government bonds and the convertible certificates. In 2002, the highest monthly Stock
Exchange turnover was registered in September, when the turnover with the convertible
certificates registered the significant increase.

34 |f the executed block transactions are excluded (Stock Exchange transactions in which at least 10% of the value
of the enterprise (basic capital) are traded, or the turnover of which exceeds Denar 5,000,000) the drop in the Stock
Exchange turnover in 2002 equals 12.6%.

5 Convertible certificates are securities issued by the Government for regulating the claims of the savers in the
savings houses “TAT”, “AlfaS’ and “Lavci”. They can be used only for purchasing or payment of shares, or other
property handled by the Privatization Agency of the Republic of Macedonia. Their validity is restricted to 2 years,
or by July 9, 2004, after which they cease to be valid.
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In the last quarter of 2002, the Stock Exchange turnover registered lower values,
primarily due to the significantly lower turnover with the government convertible certificates
and the considerably lower sale of government residual shares (in November, only one
package was sold, whereas in December, no package of residua shares owned by the
government was sold). It should be underlined that larger number of companies are listed on
the Official Stock Exchange, in accordance with the amendments to the Law on Securities
(May 2002), stipulating compulsory listing (by the end of November 2002) of all companies
that meet the criteriato be listed on the Stock Exchange (the nominal value of the capitdl, the
number of shareholders, dispersion of the shares in the public). In spite of the listing of the
shares of one firm, the shares of another firm started to be traded in November, while in
December, the shares of other 45 joint-stock companies started to be traded.
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At the end of 2002, the Stock Exchange Index (MBI), which reflects the total
developments on the Stock Exchange, equaled 1,094.7 points, the value of which is by 94.7
points, or by 9.5% higher relative to its initial value (the Stock Exchange Index was
introduced in November 2001, and itsinitial value equaled 1,000 points). Simultaneoudly, itis
the highest value of the Stock Exchange Index since its introduction. With respect to
dynamics, in the first three months of 2002, the value of the Stock Exchange Index was
continuously maintained over its initial value, whereas in the second quarter it registered
lower value, permanently remaining under itsinitial value. In June, the Stock Exchange Index
reduced to 823.3 points — the lowest value since its introduction. In the third quarter, the
Stock Exchange Index registered continuous increase, which corresponds with the substantial
increase in the Stock Exchange turnover in this period. In the last quarter of 2002, in spite of
the decrease in the Stock Exchange turnover, the Stock Exchange Index registered significant
increase (by 17.0%), with the increase being solely registered in the last two months of the
year.

In 2002, trading activity was registered on all segments of the Stock Exchange, with
the Unofficial Market being the most active one, carrying out 58.1% of the total Stock
Exchange turnover in 2002. Out of the total Stock Exchange turnover in 2002, 14.8% was
registered on the Official Stock Exchange, at which the securities (shares and bonds, among
which the government bonds for old foreign exchange savings) listed on the Stock Exchange
were traded. The remaining portion of the turnover in 2002 was carried out on the separate
segment for trading in securities owned by the government (21.8%) and on the segment for
trading in other government securities — convertible certificates (5.3%). The listing of the
securities of larger number of companies creates prerequisites for change in the structure
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aimed at better positioning on the Official Stock Exchange trading in the structure of the
Stock Exchange turnover. It should lead to more appropriate position of the Stock Exchange
in the structure of the financial system in the Republic of Macedonia.
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VII. External Sector

With the situation in the economy being normalized after the deteriorated security in
2001, in 2002 a relative stabilization of the economic activity and an improvement in the
performances of the external sector were expected. However, the consequences from the last
year security crisis were still present in the Macedonian economy in 2002, reflecting
unfavorably on the movementsin the external sector, aswell. Namely, in 2002, high deficit in
the current account of the balance of payments was registered (the second highest deficit since
the independence of the Republic of Macedonia, after that recorded in 1996), mainly caused
by the deteriorated deficit in the foreign trade. However, the inflows based on transfers from
abroad, as well as the consistent foreign exchange policy shown through the preserved
stability of the Denar exchange rate relative to the Euro, and the satisfactory level of covering
the import with the foreign exchange reserves, with the liabilities to foreign creditors being
regularly serviced, partially mitigated the unfavorable effects caused by the security crisis
experienced in the previous year.

7.1. Balance of payments®

In 2002, the deficit registered in the current account of the balance of payments in the
Republic of Macedonia equaled US Dollar 324 million, which is an increase of US Dollar 89
million, or by 37.8% compared to 2001.The deficit registered in the current account equaled
8.8% of the GDP*', which is an increase of 1.9 percentage points compared to the previous
year. The analysis of the dynamics by quarters points to a continuing deficit, which mainly
originates from the deteriorated performances of the foreign trade. Thus, in accordance with
the movements in the trade, the highest deficit in the current account was registered in the
fourth quarter of 2002, in the amount of US Dollar 124 million, or 38.3% of the total deficit.

In 2002, the deficit in the trade account® increased, reaching US Dollar 768 million,
which isby US Dollar 244 million, or by 46.7% more compared to the previous year. Despite
the registered increase in 2002, the foreign trade was characterized by an unfavorable
structura character presented through the decreased export and increased import of goods,
mainly as a result of the prolonged effects of the last year crisis. Namely, the decreased
exports demand, the loss of a part of the markets and unrenewed contracts with the foreign
partners, led to a constantly high deficit. This situation was most evident in the fourth quarter
of 2002, when it was additionally intensified by the excessive import of used cars, due to
which the deficit in the trade account reached its peak on quarterly basis, equaling US Dollar
246 million (32.0% of the total trade deficit).

% Preliminary data

3" The amount of the GDP for 2002 is estimated data of the State Statistical Office of the Republic of Macedonia.

38 The deficit in the trade account of the balance of payments differs from the deficit in the foreign trade presented
according to the official data, because the imports in the balance of payments are presented on f.o.b. basis, while
the official statistics presents the imports on c.i.f. basis.
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Table 14

Balance of payments of the Republic of Macedonia
(in US Dollar million)

2001* 2002*
Ql | Q2| Q3| Q4| 2001 | Q1 | Q2 | Q3 | Q4 | 2002
1. Current account -32 | -109| -67 | -27 | -235 | -104| -59 | -37 | -124| -324
1.1. Goods, net 95 | -144| -93 | -191| -523 | -181 | -177| -163 | -246 | -768
Exports, f.0.b. 291 | 285 | 295 | 282 | 1,153 | 243 | 263 | 305 | 300 | 1,110
Imports, f.0.b. 2 -386 | -429 | -389 | -473 | -1,677 | -424 | -440 | -468 | -546 | -1,878
1.2. Services, net -3 -9 -5 2 -16 -7 -5 -7 -6 -25
1.3. Income, net -17 -3 -18 -2 -39 -18 -4 -11 2 -31
1.4. Current transfers, net 83 | 47 | 49 | 164 | 343 | 101 | 126 | 144 | 127 | 498
Official 6 10 | 11 | 21 49 47 | 21 | 14 | 18 100
Other 76 | 37 | 38 | 143 | 294 54 | 105 | 130 | 108 | 398
2. Capital and financial account 19 83 56 20 178 118 | 76 22 | 139 | 354
2.1. Capita account, net 0 0 0 1 1 1 3 2 2 8
Capital transfers, net 0 0 0 4 4 1 3 2 3 10
Official 0 0 0 4 4 3 3 2 3 10
Other 0 0 0 0 0 0 0 0 0 0
Acquisition/disposal of nonprod., nonfinan. assets 0 0 0 -2 -2 -1 0 0 0 -2
2.2. Financia account, net 19 83 56 19 177 117 | 73 20 | 136 46
Direct investments, net 372 | 13 | 18 | 40 442 5 16 | 45 12 77
Portfolio investments, net 0 0 0 0 0 0 0 0 0 1
Other investments, net -100 | -34 | -59 4 -189 | 125 | 35 | -66 | 44 137
Trade credits, net -65 | -56 | -50 46 -125 8 22 | -28 64 66
Loans, net 31| <10 | -35 | -32 | -107 9 17 | 12 | -3 -26
Foreign currency and f.c. deposits, net 3 -11 | 29 19 | -15 22 100 | 24 | -56 1 69
o/w: Monetary authority, net 3 2 -2 | -86 -83 71 | -11 1 7 69
Commercial banks, net 8 47 4 |-331| -272 | 161 | 40 | -48 | -16 137
Households, net * 23| -19 | 17 | 402 | 377 |-132| -5 | -9 | 10 | -136
Other, nets 7 3 8 5 22 7 5 6 10 28
Gross official reserve® -253| 104 | 97 | -25 =77 -13 | 22 41 81 131
3. Errors and omissions 14 26 11 7 57 -14 | -16 15 -15 -29

1/ Preliminary data.

2/ The import is presented on f.o.b. basis in accordance with the V edition of the IMF's Manual for balance of payments. The
estimation of the c.i.f - f.0.b. factor as a percentage of the c.i.f. importsin 2001 and 2002 equals 4.20%.

3/ Theincrease in the assets is denoted with a negative sign.

4/ In 2001 - decrease in the households' foreign assets outside the banking system and their depositing on the banks' accounts due
to the conversion into Euro, and in 2002 - withdrawal of the converted foreign assets from the banking system.

5/ Without monetary gold and exchange rate differentials; assets in the amount of US Dollar 23.89 million, originating from the
succession of the former SFRY, are not encompassed by the changes of the official reserves for the second quarter of 2001, since
they are not a balance of payments transaction.

In 2002, the upward trend of the deficit in the item "services, net" continued and
reached US Doallar 25 million, which is by US Dollar 9 million, or by 56.0% more compared
to the previous year. Despite the annual increase in the inflows, which reached US Dallar 253
million, the main generator of the registered deficit were the increased outflows for serviced
externa liabilities for services on annua basis, which reached US Dollar 278 million. The
annua analysis of the separate categories of services indicates that an annual increase was
registered only in tourism services on net basis (by US Dollar 8 million, compared to 2001),
while negative changes were registered in transportation services, net and in the other
services, net, in the amount of US Dollar 7 million and US Dollar 10 million, respectively.

In 2002, the deficit registered in the item "income, net" equaled US Dollar 31 million,
which is a decrease of US Dollar 9 million, or by 22.4% compared to 2001. The decrease in
the deficit is a result of the increased inflow of funds based on wages paid to employees, in
the amount of US Dollar 13 million, which is by US Dollar 8 million more in comparison
with the previous year. In 2002, an outflow of US Dollar 20 million based on net paid interest
was registered, contrary to US Dollar 34 million in 2001. The uncertainty and the political
and security situation in the region conditioned higher outflow of funds based on profit of
foreign investors, which annually increased by US Dollar 13 million and equaled US Dollar
23 million.
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Analyzed by transfers, in 2002, a net inflow of US Dollar 498 million on the current
account of the balance of payments was registered, which is an increase of US Dollar 155
million, or 45.3% compared to the previous year. The significant increase in the current
transfers is due to the increased official and private transfers. Namely, the official transfers
reached the amount of US Dollar 100 million, which is an increase of US Dollar 52 million
compared to 2001, primarily due to the withdrawn funds from the Donor Conference for the
Republic of Macedonia held in March 2002. Significant increase was also recorded in the
private transfers (by US Dollar 104 million more relative to 2001), which in 2002 reached the
amount of US Dollar 398 million.

Chart 29
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In 2002, net inflow of funds in the amount of US Dollar 354 million was registered in
the category of capital and financial transactions, representing an increase of US Dollar 176
million compared to 2001. However, the net inflow of funds registered in the capita
transactions reached US Dollar 8 million, which is due to the unilateral transfer of funds from
the European Union for the purpose of restoring the electricity supply network.
Simultaneously, the net financial transactions amounted to US Dollar 346 million (contrary to
US Dollar 177 million in 2001), as a result of the net inflows originating from the foreign
direct investments and the item "other investments, net".

In 2002, the net direct investments in the Republic of Macedonia equaled US Dollar
77 million, which is a decrease of more than five times in comparison with the previous year,
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totally due to the high comparison base registered in the previous year, when the highest level
of foreign direct investments since the independence of the Republic of Macedonia was
registered (the sale of the Telecom). However, the largest part of the foreign direct
investments in 2001 was alocated in the banking sector, which together with the newly
invested capita in the insurance companies and other financial holding companies, attracted
US Dollar 24 million. The aforementioned investments are followed by the investmentsin the
oil industry (US Dollar 12 million), and the telecommunication services (US Dollar 9
million).

In 2002, the surplus registered in the item "other investments, net" reached US Dollar
137 million, contrary to the deficit in the amount of US Dollar 189 million recorded in 2001.
The surplus registered in this category is due to the high amount of trade credits extended for
the purpose of import of goods, causing a significant annual increase (of US Dollar 191
million) in the category of net trade credits. On the other hand, a net outflow of funds in the
amount of US Dollar 26 million was registered in the item "loans, net" (a significant decrease
of US Dollar 81 million, or by 75.5% compared to 2001), mainly as a reflection of several
withdrawn credits with the of the liabilities being regularly serviced. In 2002, an outflow of
foreign assets in the amount of US Dollar 69 million was registered in the item "currencies
and deposits, net", representing an increase of US Dollar 48 million compared to 2001.

In 2002, the gross foreign exchange reserves™ decreased by US Dollar 131 million,
while the item "errors and omissions’ had a negative sign and amounted to US Dollar 29
million, which points to the further inability to provide a complete identification of the
inflows from non-residents.

7.2. Foreign trade

The consequences from the security crisis in 2001 reflected unfavorably on the
economic activity during 2002, inevitably producing negative effects on the foreign trade.

Namely, the foreign trade of the Republic of Macedoniain 2002 was characterized by
a sow recovery after the last year crisis and the political and economic stabilization. Thus,
during the first six months of 2002, despite the low comparison base, the foreign trade
increased by only 1.1% compared to the same period of the previous year, with unfavorable
structurad movement, i.e. increase in the imports of 10.4% and decrease in the exports of
12.1% being registered. In the second half of the year, a dight consolidation of such a trend
was recorded, with positive growth rates in the exports during the last two quarters being
registered (an annual increase of 2.7% and 6.1%, respectively). In accordance with such
developments, the Macedonian economy in 2002 registered an increase in the foreign trade of
7.8%, with an increase in the imports of 15.9% and a decrease in the exports of 3.9% being
registered, compared to the previous year.

The dynamics in the imports and exports proves that the economic agents have not
completely regained the markets lost during the last year crisis, yet, (especidly in the trade
with Serbia and Montenegro, and Germany, with which it turned from a net exporter to a net
importer).

* The data on the gross foreign exchange reserves presented in the balance of payments differs from the data on
the gross foreign exchange reserves according to the official data, since the balance of payments statistics excludes
the exchange rate differentials and the monetary gold.
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Chart 30

Foreign trade of the Republic of Macedonia
(in US Dollar million)
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In 2002, the total export of the Macedonian products to foreign markets equaled US
Dollar 1,113 million, which is by US Dollar 45 million (3.9%) less compared to the previous
year. Analyzed by products, the export of iron and steel, comprising 15.2% of the total export,
registered a significant decrease of 20.4%. Among other export items of higher importance,
the most significant decrease of 42.4% was registered in the export of oil derivatives (mainly
intended for the Kosovo market) and the export of zinc of 21.4% (mainly due to the unstable
and decreasing price on the stock exchanges). The main reason for such a hegative movement
isthe insufficient use of the production capacity (the production of the basic metals decreased
by 18.6%, while the production of oil derivativesin 2002 represents 68.1% of the production
registered in the previous year). Among the larger exports categories, only the category
"clothes and textile" (the share of which in the total exports in 2002 is 30.8%) registered an
increase of 3.9% compared to the previous year.

In 2002, the total imports of the Republic of Macedonia increased by US Dollar 269
million (15.9%) relative to the previous year, thus reaching the amount of US Dollar 1,962
million. The tendency of increase was recorded in all larger import product categories.
Simultaneously, the import of vehicles is by two times higher compared to that registered in
the previous year, due to the change in the legal framework in February 2002, which allows
import of vehicles not older than 10 years. On the other hand, the import of finishings
registered a decrease of 2.2%, reducing approximately to 19.2% of the total import (by 3.5
percentage points less compared to the previous year). The import of goods for further
processing plays a significant role for the dynamization of the exports, regarding the fact that
the export of goods after further processing participates with 47.3% in the total exports.
However, the reduced import of goods for further processing is caused by the significant
decline in the import of iron and steel for further processing (30.9%), structuraly
participating with 15.6% in the import of finishings, which points to an unfavorable
circumstances in the Macedonian steel industry.

The movements in the exports and the imports in 2002, resulted in a foreign trade
deficit of the Republic of Macedonia in the amount of US Dollar 849 million (the highest
trade deficit since 1993 until present days). It is, however, an increase of US Dollar 313, or of
58.4% relative to the trade deficit registered in 2001. Consequently, in 2002 the import-export
coverage ratio decreased by 11.6 percentage points, and equaled 56.7%.

In 2002, observed from the aspect of the economic use of the products, the dominant

share in the exports accounts for the consumption goods (51.6% of the total exports), the
structurd share of which increased by 3.7 percentage points, causing the reproduction
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products (with their share of 45.8%) lose their dominance on the export side registered in the
previous year, thus representing a positive structural movement toward an export of goods
with a higher degree of finalization.

The analysis of the import side indicates that in 2002 the largest share in the imports
accounts for the reproduction materials (63.0% of the total import), which is a decrease of 3.4
percentage points compared to the previous year. On the other hand, the share of the
consumption goods in the total import increased by 2.9 percentage points, comprising 23.9%
of the total imports of the Republic of Macedonia.

Chart 31
Structure of the foreign trade of the Republic of Macedoniain 2002 analyzed by the economic
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The analysis of the orientation of the foreign trade of the Republic of Macedonia
toward separate groups of countries, points to the dominance of the European Union group of
countries. Namely, in 2002 the European Union increased its structural share in the total
exports of the Republic of Macedonia by 1.9 percentage points and reached 50.8%.
Simultaneoudly, the exports to the countries of Central and Eastern Europe increased by 0.5
percentage points, with their share in the total export being equal to 5.3%. On the other hand,
in 2002 the share of the placement of the Macedonian products in the former republics of
SFRY in the total exports of the Republic of Macedonia decreased by 0.3 percentage points,
reducing to 31.0%. Simultaneously, a decrease was registered also in the export to other
developed countries out of the European Union (of 1.5 percentage points), the share of which
in the total exports equaled 8.5%.
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Table 15
Foreign trade of the Republic of Macedonia with economic groups of countries
(in US Dollar million)

Foreign
Economic groups of countries Exports| Structure | Imports | Structure | trade | Structure
I - X11.2002

Republic of Macedonia (total) 1,113 100.0f 1,962 100.0| 3,075 100.0
1. Developed countries 690 62.0) 1,082 55.1) 1,771 57.6
out of which:

EU 565 50.8 888 45.3| 1,453 47.3

EFTA 30 2.7 30 15 60 2.0

Other developed countries 94 85 163 8.3 257 8.4
2. Countries of Central and Eastern Europe

and former USSR 59 53 382 19.5 441 14.3
3. Undeveloped countries 2 0.1 3 0.1 4 0.1
4. Developing countries 17 15 113 5.8 130 4.2
5. Republics of the former SFRY 345 31.0 383 19.5 728 23.7
6. Other countries 0 0.0 0 0.0 0 0.0

The analysis of the structure of the imports relative to separate groups of countries
points to an increased share of the European Union (by 2.8 percentage points), which reached
45.3% of the total imports. The imports from the Centra and Eastern European countries
registered a structural decline of 3.8 percentage points, reducing the share in the total import
to 19.5%. This is mainly due to the insufficient use of the production capacities of the iron
and sted industry in the Republic of Macedonia, which depends on the import of raw
materials from these countries. On the other hand, the imports from the former republics of
SFRY comprise 19.5% of the total import in 2002, which means aimost the same structural
share comparing to the previous year, i.e. increase of 0.2 percentage points.

In 2002, the most significant trading partner of the Republic of Macedonia in the
trade with separate countries is Germany, with which goods in the total amount of US Dollar
514 million were traded, which is an increase of 13.3% compared to the previous year. Thus,
the share of Germany in the total foreign trade of the Republic of Macedoniaincreased by 0.8
percentage points and equaled 16.7%, mainly due to the increase in the imports (30.6%) and
decrease in the exports to this country (2.3%). In the foreign trade of the Republic of
Macedonia with its second most important trading partner - Serbia and Montenegro, in 2002 a
reduced export of 7.9% and increased import of 16.7% was registered. However, foreign trade
in the amount of US Dollar 430 million was registered, which is an increase of 1.2%
compared to 2001, while the share of this country in the total foreign trade of the Republic of
Macedonia decreased by 0.9 percentage points, and reduced to 14.0%. In 2002, the foreign
trade of the Republic of Macedonia with Greece amounted to US Dollar 353 million, whichis
an increase of 23.5% compared to the previous year, while its share in the tota trade
increased by 1.5 percentage points, and reached 11.5% (mainly due to the increased share of
imports by 1.2 percentage points).
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Table 16
Ten most important trading partners of the Republic of Macedonia

Exports Import -
Foreign trade (inUS Imports (in export
(inUSDollar Dollar US Dollar coverage
million) Share | million) | Share | million) | Share ratio
1-X11.2002
Republic of M acedonia 3,075/ 100.0 1,113 100.0 1,962 100.0 56.7
out of which:
Germany 514 16.7 233 210 281 143 83.1
Serbiaand Montenegro 430/ 14.0 246, 221 184 9.4 1334
Greece 353| 115 116| 104 237, 121 49.0
Italy 196 6.4 79 7.1 118 6.0 66.5
Slovenia 151 49 22 1.9 129 6.6 16.7
Bulgaria 150 49 22 2.0 128 6.5 16.9
USA 135 44 77 7.0 58 3.0 1335
Russia 117 3.8 14 1.3 103 52 14.0
Croatia 114 3.7 59 5.3 55 2.8 107.5
Netherlands 96 3.1 45 4.0 51 2.6 86.8
Total (10 largest trading partners) 2,258| 734 913| 82.0 1,345/ 68.5 67.9

When analyzing the foreign trade with the ten most important trading partners, in
2002 the Republic of Macedonia registered positive trade balance with: Serbia and
Montenegro, the USA and Croatia. The highest individua surplus in the amount of US Dollar
62 million was registered in the foreign trade with Serbia and Montenegro, while the largest
deficit was recorded in the trade with Greece, which equaled US Dallar 121 million. Until the
end of 2002, the Republic of Macedonia concluded Free Trade Agreements with al countries
in the region. However, regarding the trade with Bulgaria, Slovenia and Turkey, significantly
higher import compared to export was registered, with the trade deficit with these countriesin
the January - December 2002 period reaching US Dollar 265 million (31.2% of the total
deficit). In 2002, compared to the previous month, the trade with Croatia registered an
increase of 8.7%, with the Macedonian export - import coverage ratio being equal to 107.5%.

The admission of the Republic of Macedonia to the World Trade Organization -
WTO (October 2002), and the practical implementation of the provisions originating from the
official admission in April 2003, as well as the changes in the regulation for the foreign
exchange operations (the new Law on Foreign Exchange Operations became effective in mid-
October 2002), shal act towards an additional liberalization of the trade regime of the
Republic of Macedonia. The admission to the WTO provides more stable and more
transparent foreign trade policy, with positive implications for the process of the regional
integration of the country. However, the evaluation that the domestic contractors need better
export strategy adjusted to the economic environment provided by the admission to the WTO,
in order to use the benefits this membership provides on along-term basis, is ill present.

7.3. Denar exchangerate

Starting from January 2002, with the actua introduction of the new European
currency - the Euro, the National Bank of the Republic of Macedonia changed its strategy of
exchange rate targeting of the Denar against the Deutsche Mark to a strategy of exchange rate
targeting of the Denar against the Euro. In accordance with the previoudy set fixed and
irrevocable parity of Deutsche Mark 1,95833 per one Euro of the European Central Bank, on
January 1, 2002, the initial level of the Denar exchange rate relative to the Euro was set at
Denar 60.95 per one Euro.
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In 2002, a stable correlation between the Denar and the Euro was registered on the
foreign exchange market, despite the unfavorable movements in the foreign trade and the
fluctuations in the liquidity during the year. Namely, the foreign trade in 2002 was
characterized with constantly high imports and weak export performances of the Macedonian
economy, and consequently, the lower inflow of foreign assets from abroad. The high
liquidity in the economy, which was especiadly intensified by the increased budget
expenditures during the parliamentary elections period (September 2002), as well as the
introduction of the Law on Foreign Exchange Operations in mid-October 2002, which
basically alows larger liberalization in the trade also in the other segments of the foreign
exchange operations, reflects on the foreign exchange market through continually higher
demand relative to the supply of foreign assets. This situation was a reason for pressures for
depreciation of the Denar relative to the Euro (especially in the third and the fourth quarter of
2002), which were eliminated through the NBRM interventions on the foreign exchange
market with anet sale of foreign assets. Consequently, the Denar exchange rate relative to the
Euro remained stable, and on December 31, 2002 Denar 61.07 were traded per one Euro.

Chart 32
Nominal Denar exchange rate relative to the Euro and the US Dollar on the foreign exchange
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On the exchange offices market, starting from January 2002, when the actua trading
in Euros started, until November, a continuous depreciation of the Denar relative to the Euro
was registered. Namely, after setting the Denar exchange rate at the level of Denar 61.0 per
one Euro at the end of January, its level was continually increasing until the end of November
2002, when Denar 63.5 per one Euro were traded (a depreciation of the Denar of 4.1%). The
depreciation of the Denar relative to the Euro is due to the constantly high demand for Euro in
2002. Namely, in the first two months of 2002, this demand was especially intensified due to
the conversion of the currencies of the EMU member states in cash, while during the rest of
the year, it was stimulated by the high liquidity in the economy and the weak performances of
the US Dollar, which resulted in an increased demand for foreign exchange, as well asin the
conversion of the US Dallar into the stronger currency - the Euro. Such movements of the
Euro relative to the other world currencies eliminated the doubts in the financial area about its
successful introduction and application, pointing to the relatively rapid acceptance of the new
currency by the population. In the last month of the year, the preference of the economic
agents for Denar cash before the Christmas and New Y ear holidays, led to modest monthly
appreciation of the Denar relative to the Euro, of 1.9%. Thus, on December 31, 2002, Denar
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62.3 per one Euro were traded, which is a depreciation of 2.1% relative to the level registered
on January 31, 2002.

Chart 33
Nominal Denar exchange rate relative to the Euro and the US Dollar on the exchange offices

market
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The strategy of targeting the Denar exchange rate relative to the Euro, implicitly sets
the Denar exchange rate relative to other foreign currencies, according to the parities of the
Euro and the other foreign currencies announced by the European Central Bank.
Conseguently, the movement of the Denar exchange rate relative to the US Dallar on the
foreign exchange market in 2002, is in accordance with the registered movements of the Euro
and the US Dollar. Namely, the gradual recovery of the American economy after the terrorist
attack on September 11, 2001, which was additionally impeded by the financial affairs in
some of the largest American companies, caused almost continuous depreciation of the US
Dollar relative to the Euro, and thus relative to the Denar, during 2002. The depreciation
movements of the US Dollar started in January, when US Dollar 0.86 per one Euro were
traded, and were additionally intensified in the second quarter of 2002 (at the end of June, US
Dollar 0.98 per one Euro were traded). In the third quarter, moderate stabilization of the
exchange rate of the US Dollar relative to the Euro was registered, while in September 2002,
moderate monthly appreciation of 0.7% was recorded. However, the unfavorable combination
of economic and political factors (the rumors about the war in Irag) which influenced the
American economy, led to even larger decrease in the US Dollar exchange rate relative to the
Euro in the fourth quarter of 2002. Namely, at the end of December, US Dollar 1.04 per one
Euro were traded. Hence, on December 31, 2002 Denar 58.6 per one US Dollar were traded
on the foreign exchange market, which is an appreciation of the Denar of 15.3% compared to
December 31, 2001.

Identical movements were registered on the exchange offices market, although the US
Dollar lost its attractiveness with the domestic entities relatively more rapidly, thus causing
lower demand for the US Dollar, so the parity between the Euro and the US Dollar was
already achieved in June 2002. The tendency of maintaining the lower exchange rate of the
US Dollar relative to the Euro continued also in the second half of the year. On December 31,
2002, Denar 57.79 per one US Dollar were traded on the exchange offices market (an
identical annual appreciation of the Denar of 15.3%).
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The real effective exchange rate is a generaly accepted indicator for the price
competitiveness of an economy. At the end of 2002 compared to the end of 2001, the real
effective Denar exchange rate* estimated by the two indicators - index of the movements in
the prices of the producers of industrial products and the index of the movements in the retall
sales prices, appreciated by identical 1.6%. The appreciation of the rea effective exchange
rate is due to the higher increase in the nominal effective Denar exchange rate, which
eliminated the improved price competitivenessin both price indicators.

7.4. Foreign reserves of the Republic of Macedonia

The total foreign exchange potential of the Republic of Macedonia consists of the
total foreign assets of NBRM and the foreign assets of the banks authorized for conducting
international payment and credit operations. At the end of December 2002, the total foreign
exchange potential equaled US Dollar 1,355 million, whichis by US Dollar 131 million, or by
8.8% less compared to December 31, 2001. This decline is due to the decrease in both
components, and especialy to the reduced foreign assets of banks authorized for conducting
international operations, as a result of the high comparison base registered at the end of the
previous year, when, due to the Euro-conversion, the population started to deposit its foreign
exchange savings with the banks to a large extent just before the introduction of the Euro.

In comparison with the end of 2001, the total foreign assets of the NBRM decreased
by US Dollar 13 million, reducing to US Dollar 784 million at the end of 2002. On December
31, 2002, the gross foreign reserves of the NBRM* equaled US Dollar 735 million, which
compared to the end of 2001, isa drop of US Dollar 40 million, or of 5.2%. However, despite
the registered decrease in the gross foreign exchange reserves of the NBRM and the
significant import of goods (annua increase of 16.3%), the coverage of the imports with the
foreign exchange reservesis satisfactory, providing coverage of 4,5 months of import.

Table 17
Inflows and outflows in the gross foreign exchange reserves of the NBRM
(in US Dollar million, end of period)

01.01.2002-
31.12.2001 1Q | 1Q | 1HQ | IVQ | 31.12.2002
Foreign exchange reserves 775 793] 865 83l 735
Increase in foreign exchange reserves, net 18 72| -34| -96 -40
Realized change in foreign exchange reserves,
on net basis
Purchase and sale 14| -25| -42| -70 -122
Gold 0 1 1 0 1
External account 7 12| -24 -3 -8
Interest recived on foreign currency deposits 6 3 7 5 20
IMF credits 0 -1 0 -5 -6
Government deposits -13 4 171 -13 -5
Exchange rate differentials 3 79| -10 36 108
Other 0 0 16| -44 -28

In 2002, the net sdle of foreign exchange on the foreign exchange market acted
towards a decrease in the foreign exchange reserves of the NBRM. Namely, for the purpose
of meeting the increased demand, in 2002 the NBRM realized a net sale of foreign exchange
in the amount of US Dollar 122 million. The situation of having relatively lower amount of

40 Preliminary data used for December 2002.

“ Eqtimations of NBRM.

2 The gross foreign reserves of the NBRM are estimated as a differential between the total foreign assets of the
NBRM and the collateral (collateral in foreign banks).
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withdrawn funds given the regular repayment of the liabilities to foreign creditors, triggered a
net outflow from the external account in the amount of US Dollar 8 million, while the
repayment of the liabilities to the International Monetary Fund (IMF) reduced the reserves by
US Dollar 6 million. In 2002, the registered net outflows based on the Government foreign
exchange depositsin the amount of US Dollar 5 million, acted in the same direction.

On the other hand, the net inflows of the foreign assets registered from the exchange
rate differentials acted towards an increase in the gross foreign exchange reserves of the
NBRM. In 2002, the continuing appreciation of the Euro relative to the US Dallar, given the
dominant share of the Euro in the currency structure of the foreign reserves of the NBRM, led
to anet inflow of foreign assets of US Dollar 108 million. In this regard, the collected interest
from the deposited foreign assets abroad also acted in this direction, together with the
purchased monetary gold, which in 2002, increased the gross foreign exchange reserves by
US Dollar 20 million and US Dollar 1 million, respectively.

In 2002, having in mind the decrease in the gross foreign exchange reserves of the
NBRM, the failure to sign the arrangement with the IMF and the regular servicing of the
liabilities to this organization, the net foreign exchange reserves of the NBRM, calculated as a
differential between the gross foreign exchange reserves and the liabilities to the IMF,
decreased by US Dollar 37 million in comparison with the end of the previous year. Hence, at
the end of December 2002, the net foreign exchange reserves of the NBRM equaled US
Dollar 667 million, while the liabilities to the IMF reduced to US Dollar 67 million.

Chart 34
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On December 31, 2002, the tota foreign assets of the banks authorized for
conducting international operations amounted to US Dollar 571 million, which is a decrease
of US Dollar 118 million, or 17.1% compared to the previous year. The registered decrease is
a result of the decline in both components: the banks own foreign assets (by US Dollar 44
million), and the foreign exchange deposits of the economic agents with banks (by US Dollar
74 million). However, the registered decrease in the foreign exchange deposits of the
economic agents with banks is a result of the high comparison base at the end of 2001, when
before the introduction of the Euro, the foreign exchange deposits with banks (especialy the
households deposits) increased by severa times, which was followed by their moderate
withdrawal .

Although the decrease in the households' foreign exchange deposits (of US Dollar 84
million compared to the end of 2001) was the main cause for the decrease in the foreign
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exchange deposits with banks, the analysis of the dynamics points to positive movements in
the banking sector. Namely, after the decline registered in the first quarter, when an amount of
US Dollar 156 million was withdrawn by the economic agents, in the second quarter of the
year, the households foreign exchange deposits increased again, now by 9.9% compared to
the first quarter. In the third quarter of 2002, modest decrease in the households' deposits was
recorded (of 1.2% compared to the previous quarter), which is primarily due to the summer
vacations, as well as to the uncertainty caused by the parliamentary elections. At the end of
the fourth quarter, the households' foreign exchange deposits reached US Dollar 412 million,
which is adso the highest increase of 11.5% registered on a quarterly basis. These
developments point to a strengthened confidence of the depositors in the banking system,
which is aso stimulated by the changes made in the area of deposit insurance, as well as the
continuous process of modernization and improvement of the banking system. Positive
developments were aso registered in the enterprises deposits, which were constantly
increasing comparing to the end of 2001 (a decrease was recorded only in January and
February 2002), thus reaching US Dollar 52 million at the end of December 2002. Hence, the
enterprises depositsincreased by US Dollar 25 million compared to December 31, 2001.

7.5. External debt of the Republic of M acedonia®

On December 31, 2002, the external debt of the Republic of Macedonia (based on
short-term and long-term credits) equaled US Dollar 1,613 million. From the aspect of
maturity, the liabilities based on used short-term credits equaled US Dollar 64 million, or
3.9%, while US Dollar 1,549 million, or 96.1% of the total external debt account for the long-
term liabilities. The largest share of the total long-term debt accounts for the liabilities based
on principle (98.2%), while the remaining share accounts for the liabilities originating from
the overdue interest and estimated late interest (1.8%).

At the end of 2002, in comparison with the end of 2001 (US Dollar 1,506 million*),
the total external debt increased by 7.1%. The increased indebtedness originates from the
larger amount of withdrawn assets based on long-term credits in the amount of US Dollar 175
million, or by 38.0% more compared to the previous year (given the low comparison base in
2001, when the amount of used long-term credits significantly decreased due to the security
crisis), aswell as from the high amount of exchange rate differentials.

Analyzed by the indicators for the level of indebtedness in 2002*°, the Republic of
Macedonia belongs to the group of less indebted countries with medium income. This
statement is based on the following three indicators: correlation between the total debt and the
average export of goods and services for the previous three years (118.1%), the correlation
between the debt servicing and the average export of goods and services for the previous three
years (17.2%), and the repayments of the interest relative to the average export of goods for
the previous three years (3.9%). According to the total external debt to the average of the
GDP in the last three years ratio (45.2%), the Macedonian economy belongs to the group of
moderately indebted countries.

7.5.1. Debt structure

The short-term debt includes all credits with maturity up to one year, extended to
residents by the non-residents. On December 31, 2002, the short-term external debt of the
Republic of Macedonia equaled US Dollar 64 million (an increase of 1.6% compared to
2001), 95.7% of which are liabilities based on principle. Observed from the aspect of the type

43 Preliminary data of the NBRM.
*“ Revised data.
4 Accordi ng to the methodology of the World Bank.

70



of the short-term credits, the dominant share in the short-term debt accounts for the financial
credits with participation of 96.3%, the share of the commercial credits equaed 2.9%, while
the share of the bank credit lines equaled 0.7%. In addition, 60.9% of the financial credits are
used for financing in the country, 27.2% for the investments abroad, while the remaining
share is intended for the import of equipment, raw materials and intermediate goods, the
import of consumption goods, investments, repayment of previously used credits, etc.

Chart 35

Structure of the short-term debt based on types of external credits
(as of December 31, 2002)

Short-term credit
lines
0.7%

Commercial credits
2.9%

Financial credits
96.3%

The externa long-term debt encompasses the liabilities of the residents to non-
residents, with a maturity exceeding one year. Within the long-term debt of the Republic of
Macedonia at the end of 2002 (US Dollar 1,549 million), the liabilities based on principle in
the amount of US Dollar 1,521 million (98.2% of the total long-term debt), the overdue
interest of US Dollar 16 million (1.1%) and the estimated late interest of US Dollar 12 million
(0.7%) are aso included, with their share in these liabilities in the structure of the long-term
debt remaining almost unchanged relative to 2001.

Table 18
External debt of the Republic of Macedoniain 2002
Balance as of Structure Changes relative to
31.12.2002 31.12.2001
(in USD million) (in %) (in %) (in USD million) (in %)
Long-term loans and credits 1,549 100.0 96.1 105 7.3
Principal 1,521 98.2
Interest’ 28 1.8
Short-term credits 64 100.0 3.9 1 1.6
Principal 61 95.3
Interest! 3 4.7
Total debt 1,613 100.0 106 7.0

?

The structure of the long-term external debt of the Republic of Macedonia by
individual foreign creditors in 2002 registered no significant changes. Namely, the officia
creditors (multilateral and the bilateral ones) still dominate with their share being equa to US
Dollar 1,048 million, or 67.6% (67.9% in 2002). Within this group of creditors, the
multilateral creditors participate with US Dollar 756 million, or 48.8% (47.7% in 2001), while
US Dollar 292 million, or 18.8% (20.2% in 2001) account for the bilateral creditors.
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Chart 36
Structure of the long-term debt by types of foreign creditors
(as of December 31, 2002)
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In 2002, the largest individual creditor of the Republic of Macedonia among the
multilateral creditors is the International Development Agency (IDA) with its share in the
total debt of the Republic of Macedonia being equa to 19.1% (an increase of 1.4 percentage
points compared to December 31, 2001). IDA is followed by the International Bank for
Reconstruction and Development (IBRD) with 9.4% and the European Investment Bank
(EIB) with 6.6%, which increased their share within this group of creditors by 0.8 and 1.4
percentage points, respectively.

Chart 37
Structure of the long-term debt to multilateral creditors
(as of December 31, 2002)
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From the aspect of the indebtedness of the Republic of Macedonia to bilateral
creditors, the dominant structural share of 78.1% in the total debt to bilateral creditors
accounts for the Paris Club of Creditors (US Dollar 228 million). Simultaneously, the
indebtedness based on the newly concluded credits on bilateral bases equaled US Dollar 64
million, contributing their sharein the totdl liabilities to the bilateral creditors to reach 21.9%.

At the end of 2002, the debt of the Republic of Macedonia to the private creditors
equaled US Dollar 501 million, with its share being increased by only 0.2 percentage points
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compared to December 31, 2001, reaching 32.4% of the tota liabilities based on used long-
term credits. In addition, it is the first time since the independence of the Republic of
Macedonia to record more intensive credit relations of the residents with private creditors, in
the framework of the total withdrawals. Thus, US Dollar 90 million out of the total withdrawn
long-term credits in 2002 are extended by private creditors (primarily by foreign banks and
financial ingtitutions), while US Dollar 85 million account for the officiad creditors. Such a
situation is in line with the restored security and macroeconomic stabilization in the country.
Observed from the aspect of separate private creditors, a dominant share of the debt accounts
for the debt to the London Club of Creditors (50.6% of the liabilities to this group of
creditors).

At the end of 2002, the debt to the other private creditors equaled US Dollar 247
million, i.e. 49.4% of the total debt to the private creditors. US 181 million, or 36.2% of this
amount account for the debt to banks and financial institutions while US Dollar 66 million, or
13.2% of the total debt to the private creditors account for the debt to foreign enterprises.

7.5.2. Registered movements in 2002

On December 31, 2002, compared to the end of 2001, the foreign debt of the
Republic of Macedoniaincreased by US Dollar 106 million, or by 7.1%. In addition, the long-
term external debt of the Republic of Macedonia, which represents the largest share of the
external debt, increased by US Dollar 105 million, or by 7.3%, given the almost unchanged
short-term liabilities (increase of US Dollar 1 million, or of 1.6%).

In 2002, the total withdrawn funds based on short-term and long-term loans and
credits reached US Dollar 255 million, which is by US Dollar 69 million more compared to
2001. The significantly higher amount of withdrawn funds during 2002 is due to the low
comparison base (the restrain of the foreign creditors from granting new credits in 2001 due
to the deteriorated political and security situation in the country).

Additionally, observed from the aspect of maturity, an amount of US Dollar 80
million based on short-term credits from foreign sources of financing was withdrawn in 2002,
which is by US Dollar 21 million more compared to the previous year. The largest share of
the new short-term credits (93.8%) accounts for the granted financia credits, which reached
US Dollar 75 million at the end of 2002. Analyzed by the dynamics of the withdrawal of
funds, the highest amount of withdrawn funds was registered in September 2002 (US Dallar
22 million), when the largest part of the financial credits was withdrawn.

In 2002, total amount of US Dollar 175 million was withdrawn from the granted
long-term credits, which is an increase of US Dollar 48 million compared to the previous
year. Funds in the amount of US Dollar 75 million were withdrawn from the multilateral
creditors, which is an increase of US Dollar 12 million compared to the previous year.
Simultaneously, US Dollar 10 million and US Dollar 90 million were withdrawn from
bilateral and private creditors, respectively. In comparison with 2001, the amount of funds
withdrawn from bilateral and private creditors in 2002 increased by US Dollar 2 million and
US Dollar 34 million, respectively.

With regard to the multilateral creditors, the largest share of the funds, i.e. US Dollar
18 million were withdrawn from the International Development Agency (IDA), especially
from the Emergency Economic Recovery Credit 11 (US Dollar 12 million), for the purposes of
the Health Sector Project (US Dollar 2 million) and the Reconstruction of the Irrigation
System Project (US Dollar 1 million). The remaining withdrawn funds refer to the projects
aimed at facilitating the trade and the transport in the South Eastern Europe, the Private
Farmer Support Project, etc. In 2002, funds in the total amount of US Dollar 16 million were
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withdrawn from the European Investment Bank (EIB) on the basis of roads construction
projects.

During 2002, an amount of US Dollar 15 was withdrawn from the International Bank
for Recongtruction and Development (IBRD) for the purposes of the following projects:
Power System Improvement Project (US Dollar 8 million), Private Sector Development
Project (PSDL 11) (US Dollar 4 million), Transport Sector Project (US Dollar 3 million), and
the Reconstruction of the Irrigation System Project (US Dollar 0.3 million).

In 2002, funds in the amount of US Dollar 10 million were withdrawn from the
European Union, i.e. the second tranche of the credit aimed at the Structural Adjustment
Project. Simultaneoudly, US Dollar 5 million were withdrawn from the Council of Europe
Development Bank (CEDB) aimed at the Project for Construction of apartments at
concessiona terms intended for persons with insufficient financial support, as well as the
third and the fourth tranche of the credit aimed at the Employment Project in the total amount
of US Dollar 3 million.

Within the structure of funds withdrawn from bilatera creditorsin the total amount of
US Dollar 10 million, the largest share (US Dollar 7 million) accounts for the Small-size and
Medium-size Enterprises Project (KFW). Funds in the amount of US Dollar 1 million were
withdrawn from the Italian credit line aimed at the import of equipment, while the remaining
part are funds withdrawn for the Project for Improvement of Micro, Small-size and Medium-
size Enterprises (KFW) and funds from the credit extended by the Government of the
Republic of Germany.

Within the group of private creditors, in 2002 funds in the amount of US Dollar 90
million were withdrawn, which is an increase of US Dollar 34 million compared to the
previous year. US Dollar 79 million of this amount originate from foreign banks and other
private financial institutions, while the remaining share refers to the withdrawn funds from
foreign private enterprises.
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Table 19

Withdrawn funds and serviced liabilities breakdown by creditorsin 2002
(in US Dollar million)

W'th‘;g”ars‘ Peid liabilities

Total Principal Interest
LONG-TERM LOANSAND CREDITS 175 231.7 181.1 51
MULTILATERAL CREDITORS 75 105.0 82.4 23
International Monetary Fund - 10.0 8.8 1
World Bank 15 13.0 5.8 7
International Financial Corporation 3 221 204 2
International Deveopment Agency 18 2.0 2
European Investment Bank 16 6.8 3.0 4
European Railway Funding Company - 4.9 44 1
European Development Bank Council 8 13 1.0 0
European Bank for Reconstruction and Development 4 42.0 38.1 4
European Union 10 19 2
International Fund for Agriculture Development 1 0.0 0

European Agency for Reconstruction - 0.8 0.8 -
BILATERAL CREDITORS 10 47.1 33.9 13
Paris club (total) 39.8 28.6 11
New credits 7.3 5.3 2
PRIVATE CREDITORS 90 79.6 64.8 15
London club 0 17.8 7.8 10
Other private creditors 90 61.8 56.9 5
Banks and private financial institutions 79 51.6 47.4 4
Foreign enterprises 10 10.2 9.5 1
SHORT-TERM CREDITS 80 68.0 65.9 2
Commercid credits 3 3.1 3.1 0
Financial credits 75 58.2 56.7 1
Short-term credit lines 2 7.0 6.2 1
TOTAL 255 299.7 247.0 53

At the end of 2002, the total amount of serviced liabilities to foreign creditors based
on used short-term and long-term credits reached US Dollar 300 million (in 2001, US Dollar
245 million), US Dallar 247 million of which are serviced principle, while the remaining US
Dollar 53 million refer to the serviced liabilities based on interest.

In 2002, the total amount of serviced liabilities based on short-term credits in 2002
equaled US Dollar 68 million (in 2001 it equaled US Dollar 40 million), with the largest share
referring to the repayment of financial credits (US Dollar 58 million). US Dollar 66 million
and US Dollar 2 million out of this amount of serviced short-term liabilities account for the
serviced principle and interest, respectively.

At the end of 2002, the total amount of serviced liabilities to foreign creditors
originating from the used long-term credits reached US Dollar 232 million (in 2001, US
Dollar 205 million). US Dollar 181 million of this amount refer to the serviced principle,
while US Dollar 51 million account for the serviced interest. The analysis by individual
creditors indicates that the largest share of the funds, or US Dollar 152 million, was repaid to
the official creditors, i.e. the amount of US Dollar 105 million was paid to the multilateral
creditors, and US Dollar 47 million to the bilateral ones. Within the multilateral creditors, the
largest amount was repaid to the European Bank for Reconstruction and Development
(EBRD) (US Dallar 42 million) and the International Financial Corporation (IFC) (US Dollar
22 million). Simultaneoudly, among the group of bilateral creditors, the largest amount, (US
Dollar 40 million), was paid to the Paris Club of Creditors.
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During 2002, liabilities to the private creditors in the total amount of US Dollar 80
million were serviced (in 2001, US Dollar 50 million), US Dollar 65 million of which were
principle and US Dollar 15 million were interest. The largest share of this amount, i.e. US
Dollar 52 million are liabilities serviced to foreign banks and private financial institutions. In
2002, US Dollar 10 million were serviced to the London Club of Creditors based on interest
and US Doallar 8 million based on principle, with a minimum amount of funds being
withdrawn, which contributed the liabilities to this group of private creditors to decrease by
US Daollar 8 million compared to the end of the previous year.

During 2002, new loan and credit arrangements were concluded with the following
creditors:

- Credit arrangements in the total amount of US Dollar 8 million were concluded with the
International Development Agency (IDA), out of which US Dollar 5 million refer to the
Culture and Communities Development Project, and US Dollar 3 million account for the
Children and Y outh Devel opment Project;

- The European Bank for Reconstruction and Development (EBRD) approved a credit in
the amount of US Dollar 12 million aimed at the Reconstruction of the Ohrid Airport
Project;

- The Government of the Republic of Italy approved a credit in the amount of US Dollar 8
million for the purposes of the Hydroelectric Power Plant “ Strezevo” Project.
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VIII. Supervision of Banks and Savings Houses

8.1. Activities of the banking supervision in 2002
8.1.1. Changes and improvements to the regulatory framework of the banking supervision

In 2002, the National Bank of the Republic of Macedonia continued its activities
directed towards further improvement and strengthening of the regulatory framework for
prudent banking operations. Activities for further compliance with and implementation of the
international supervisory standards, as well as the incorporation of certain legal solutions
originating from the specific conditions and environment in which the Macedonian banks
function, were undertaken in that respect.

At the beginning of 2002, changes and amendments to the Banking Law were made.
The most significant changes and amendments to the Law refer to the authorization of the
National Bank of the Republic of Macedoniato check the source of funds for each payment of
capital and each change in the ownership structure of the bank's shares. This change was
made within the overall activities in the economy aimed at combating against the possible
forms of money laundering. In addition, this change was intended for overcoming the
constant problems in the implementation of the provision of Article 11 of the Banking Law,
according to which the National Bank of the Republic of Macedonia evaluates the integrity of
each individual potentia entity, on the basis of which it reviews the request for issuing an
approval only in the case of gradual or one-time acquisition of shares, the total cumulative,
nominal amount of which equals 10%, 20%, 33%, 50% and 75% of the total number of shares
with managing right.

Other important changes and amendments to the Banking Law refer to the possibility
of transforming the savings house into bank; prescribing standards for preparing and
implementing security measures of the information system, according to which the adequacy
of the banks' information systemsis evaluated, etc.

In addition, in March 2002, the Supervisory Circular No.5 - Identification,
Measurement, Monitoring and Control of the Country Risk was adopted, by which the
National Bank of the Republic of Macedonia continue its practice of preparing supervisory
circulars, which give a direction for more efficient fulfillment of the stipulated supervisory
standards, i.e. fulfillment of the dipulated legal obligations. This Circular represents a
guideline with regard to the evaluation of the country risk by the bank, defining of the bank's
exposure to a separate country, setting monitoring and controlling systems of the exposure to
separate countries, determining the potential losses originating from the exposure to an
individual client - foreign entity, and defining the basic elements of the country risk
management policy.

8.1.2. Supervisory function of the National Bank of the Republic of Macedonia

The supervisory function of the Nationa Bank of the Republic of Macedonia is
based on the Law on the National Bank of the Republic of Macedonia, the Banking Law, as
well as on other by-laws. Thisfunction is achieved through the following:
- licensing, i.e. issuance of licenses for founding and approvals for conducting operations;

- supervision, i.e. controlling the operations of the banks and the savings houses;
- undertaking corrective measures.
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8.1.2.1. Licensing function

In 2002, no requests for issuing founding and operating licenses for new banks and
savings houses, or requests for issuing of licenses for changes in the status on any ground,
were submitted to the National Bank of the Republic of Macedonia.

8.1.2.2. Examination on the banks and savings houses operations

In 2002, the National Bank of the Republic of Macedonia conducted a total number
of 50 on-site examinations, 21 of which were full-scope, and 29 targeted examinations. Full-
scope on-site examinations were conducted in 13 banks and 8 savings houses. The full-scope
on-site examination is carried out according to the CAMELS rating system, consisting of
analysis and evaluation of the capital adequacy, assets quality, management, profitability,
liquidity and market risk involved in the banks operations. Also, 28 targeted examinations of
the banks operations, as well as a targeted examination on the operations of one savings house
were performed. The targeted examinations were for the purpose of checking the manner in
which the corrective actions imposed by the National Bank of the Republic of Macedonia are
fulfilled, verification of certain findings stated by the off-site supervision of the banks and the
savings houses operations, as well as checking of certain segments of the banks and savings
houses operations, as the credit portfolio and the sharehol ders structure.

The on-site examinations conducted in 2002, as well as the permanent off-site
surveillance of the banks and savings houses operations, confirm the identified problems in
the operations of the banks and the savings houses during the previous period. Further more,
the credit risk is the dominant one in the spectrum of risks the banks and the savings houses
are exposed to in their operations. This risk is manifested through the rdatively high
percentage of placements with higher level of risk; credit concentrations, i.e. high credit
exposure of the banks to individual entities; high percentages of non-interest bearing assets
due to the accumulated bad placements in the balance sheets of the banks, as well as to the
assumption of mortgages by the banks, which can not be appropriately materialized on the
real estate market in the Republic of Macedonia.

Besides the credit risk, the performances of the banks and the savings houses are also
significantly influenced by other risks, most of all the liquidity and the operational risks,
while specific problem is aso the insufficient transparency of the shareholders structure of
some of the banks in the Republic of Macedonia. These risks are reflection of the weak
systems of corporate management identified with some of the banks, inadequate systems of
internal control, improper functioning of the internal audit departments, inadequate written
policies and procedures for risk management involved in the banks and savings houses
operations, as well as their improper implementation. Such situations are also influenced by
unfavorable external factors, first of al the political and the security environment
characterigtic for the last several years, the uncompleted reforms in the rea sector, as well as
the problems in the collection of claims of the banks, due to inefficiency of the judicial
system.

Simultaneously with the supervision on banks and savings houses, the National Bank
of the Republic of Macedonia aso inspects the application of the regulations within foreign
exchange and Denar operations. Thus, in 2002, a total number of 63 on-site examinations
were conducted, 11 of which covered the overall foreign exchange operations of the banks, 8
examinations covered certain segments of the foreign exchange operations of the banks, while
41 examinations referred to the exchange offices operations.
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8.2. The banking system of the Republic of Macedonia in 2002
8.2.1. Sructure of the banking system of the Republic of Macedonia

In 2002, no changes in the number of banking institutions belonging to the both main
segments of the banking system of the Republic of Macedonia were registered:

1. Banksof universa type;
2. Savings houses.

Thus on December 31, 2002, 21 banks operated on the territory of the Republic of
Macedonia, 18 of which were licensed for conducting financia activities pursuant to Articles
45 and 46 of the Banking Law, while the remaining 3 banks were licensed for conducting
financial activities stipulated in Article 45 of the Banking Law which refer to the activities of
the banks the founding capital of which equaled Euro 3,500,000%.

The number of savings houses at the end of 2002, as well as at the end of the previous
year, equaled 17, with their share in the total assets of the banking system being equa to
0.97%. As for the attracted households deposits, as one of the main functions of the savings
houses, their structural share at the level of the banking system equaled 0.6%, i.e. 2.2% if only
the Denar savings deposits are taken into consideration.

The main structural characteristics of the banking system of the Republic of
Macedonia are analyzed from severa aspects:

1. Thesize of the banks;
2. The ownership structure;
3. Theregiona structure.

The analysis of the size of the banks is made according to five criteria:

a) Tota assets, i.e. total financia potentid;

b) The scope of activities or market share;

c) Capital strength, i.e. the total amount of banks own funds disposable;
d) Credit activity; and

€) Deposit activity.

In accordance with the stated criteria, the two largest banks have the dominant share
in the banking system of the Republic of Macedonia. Thus as of December 31, 2002 the two
largest banks in the Republic of Macedonia participated with 54.1% in the total net assets.
With respect to the market share, i.e. the total volume of the on-balance sheet and off-balance
sheet activities of the banks, on December 31, 2002, the participation of the both largest banks
equaled 52.8%. If acomparison is made on the basis of banks' capital, on December 31, 2002,
the first two largest banks participate with 34.5% in the total banking system. If the credit
activity of the banks is taken into consideration, the share of the two largest banks in the
credit activity of al of the banks equaled 46.9% on December 31, 2002. The most
remarkable concentration with both largest banks was identified during the analysis of the
deposit activity of the banks. Namely, as of December 31, 2002, both largest banks attracted
64.8% of the total deposits.

46 On November 11, 2002 Export-Import Banka a.d. Skopje was subjected to a pre-rehabilitation procedure and
receiver was appointed. On January 8, 2003, the pre-rehabilitation procedure was replaced with temporary
governance in line with the efforts for rehabilitation of this bank. With this, at the end of 2002, the bank was de
facto excluded from the regular courses of the banking system of the Republic of Macedonia. In order to obtain
real indicators for the structure, the activities and the performances of the banking system of the Republic of
Macedonia, Export-Import Banka a.d. Skopje is excluded from the future analysis within this part of the report.
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The ownership structure of the banks in the Republic of Macedonia has been
analyzed from two aspects:

a) Thelevel of privatization of the banks; and
b) The share of foreign capital.

a) The level of privatization of the banking capital in the Republic of Macedonia as of
December 31, 2002 equaled 85.9%, i.e. 90.3% if the Macedonian Bank for Development
Promotion AD Skopje is excluded from the analysis, since it is completely state-owned.
Analyzed by separate banks, the level of privatization in 7 banks ranged from 66.7% to
100%. Compared to December 31, 2002, the level of privatization increased by 1.6
percentage points.

b) Asof December 31, 2002, the share of the foreign capital in the total banking capital in
the Republic of Macedonia equaled 44.4%, or by 4.3 percentage points more compared to
end of December 2001. The analysis by separate banks indicates that foreign capital
existsin 16 banks, with the percentage share ranging from 0.2% to 100%.

The structural characteristics of the banking system of the Republic of Macedonia
observed from the regional aspect, confirm the already recognized asymmetry and
concentration of the supply of financia servicesin the capital of the Republic of Macedonia.
Namely, as of December 31, 2002, only 4 out of the total number of banks are located outside
Skopje, 3 of which are licensed for conducting financial activities stipulated in Article 46 of
the Banking law, which also includes conducting international payment and credit operations
abroad. The financia potentia of these 4 banks participates with 11.2% in the total financial
potential of the banking system of the Republic of Macedonia. On the other hand, there is a
relatively wide network of subsidiaries, branch offices, counters and operational units.

8.2.2. Performances of the banks in the Republic of Macedonia
8.2.2.1. Capital adequacy / Insolvency risk

At the end of 2002, the banks own assets equaled Denar 19,279 million (Euro 316
million), which is an increase of Denar 120 million, or of insignificant 0.6% compared to the
end of 2001.

The decrease of 11.8% registered in the banks' net assets in 2002 relative to 2001 on
the one hand, and the insignificant increase in the capital of 0.6% during the same period, on
the other, caused the rate of capitalization to equal 20.7% on December 31, 2002, which is an
increase of 2.5 percentage points in comparison with the end of 2001.

On December 31, 2002, the average capitd adequacy ratio of the banks in the
Republic of Macedonia equaled 28.1%, as a result of the movement of the guarantee capital
and the risk weighted on-bal ance sheet and off-balance sheet assets, which is a decrease of 6.2
percentage points compared to the end of the previous year. This situation is primarily due to
the inclusion of the aggregate open foreign exchange position in the methodology for
calculating thisratio.

8.2.2.2. Credit risk
The changes in the by-laws, which were adopted in 2001 and the implementation of

which started on March 31, 2002 are incorporated in the analysis of the asset quality, i.e. the
credit risk undertaken by the banks in the Republic of Macedoniain 2002.
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The anaysis of the main indicators of the quality of the banks' credit portfolio on
December 31, 2002 shows significant improvement in comparison with the end of 2001.
However, if the effect from the changes in the methodology for defining and calculating the
total credit exposure of the banks is not taken into consideration regard, then moderate
improvement in the quality of the credit portfolio in 2002 is registered. Such a view about the
changes in the quality of the credit portfolio for 2002 is supported aso by the comparison of
the indicators in the June - December 2002 period, where there is a consistency in the
calculation in accordance with the new methodology. Namely, the total claims of the banks
classified in the risk categories C, D and E on December 31, 2002 equaled 15.9% (excluding
the claims classified in the risk category E for more than two quarters, which are transferred
to the off-balance sheet record) which is a decrease of 1.5 percentage points compared to June
30, 2002.

At the end of 2002, the total credit exposurein the risk categories C, D and E equaled
Denar 14,860 million, which is 77.7% of the guarantee capital of the Macedonian banks. As
of December 31, 2001, the credit exposure in the risk categories C, D and E equaled Denar
17,892 million, or 95.7% of the guarantee capital of the banks in the Republic of Macedonia,
indicating to the improvement in the indicator by 18 percentage points.

However, in order to perceive the trend of change in the quality of the credit portfolio
of the banks in 2002 more redlisticaly, the total amount of the claims classified in the risk
category E for more than two quarters, which are transferred to the off-balance sheet record
during the year should be taken into consideration. Thus together with this amount which in
2002 equaled Denar 5,346 million, on December 2002, the total credit exposure of the banks
in the risk categories C, D and E equaled Denar 20,206 million. Thus the share of the credit
exposure classified in the risk categories C, D and E in the total credit portfolio of the banks
on December 31, 2002 equaled 20.5%. In comparison with December 31, 2001, this ratio
declined by 17.7 percentage points. However, if the guarantee capita is taken as comparison
basis, the indicator of the total credit exposure in the C, D and E / Guarantee capital equas
105.7%. The improvement in the indicator by 10.5 percentage points compared to 2001 is a
result of the decreased amount of placements in the C, D and E by Denar 1,521 million, and
the increased guarantee capital by Denar 423 million.

If the allocated provisions for the credit exposure classified in the risk categories C, D
and E are analyzed, the uncovered part of this segment from the banks' risk exposure equaled
Denar 7,950 million on December 31, 2002, which is 8.5% of the total credit portfolio, i.e.
41.6% of the guarantee capital of the Macedonian banks on December 31, 2002.

In 2002, the rate of risk of the credit portfolio, which shows the correlation between
the calculated potential losses and the total credit exposure, equaled 8.8% (13.7% with the
included claims transferred to the off-balance sheet records), which corresponds to the risk
category B. Larger decrease in the rate of risk of the credit portfolio in comparison with 2001
is due to the changesin the regulations, while in the second half of 2002, real minimal decline
in the rate was registered.

8.2.2.3. Country risk

With the changes in the Decision on determining the methodology for classifying the
Lending on-balance sheet and off-balance sheet items of the banks according to their risk
level, the country risk has been defined for the first time in the Republic of Macedonia, and
the banks are now obliged to calcul ate the potential losses on this bas's.

As of December 31, 2002 the total exposure to a country risk equaled 29,813 million,

or 32% of the total credit exposure of the banks. The total amount of the potential losses for
the country risk equaled Denar 8 million, i.e. the indicator which measures the level of the
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country risk exposure equaled only 0.03%. Thisis due to the fact that most frequent exposure
of the banks in RM, is the exposure towards international first class banks, with agreed
maturity of up to 3 months. Also, 91.1% of the placements with the clients - foreign entities,
are in the countries having a risk weight of 0%.

8.2.2.4. Liquidity risk

The stabilization of the economic situation and the gradual rehabilitation from the last
year crisisin the Republic of Macedonia, led to a significant decrease in the liquidity risk of
the banks in 2002. Within the favorable trend of the general situation in the country, two main
factors gave a strong additional impetus in reducing the liquidity risk: withholding of the
largest part of the households' savings deposited during the Euro conversion, as well as the
new payment system which enables the banks to plan and manage the liquidity on a daily
basis directly and much more efficiently. In managing the liquidity risk, the banks are highly
influenced by the monetary policy instruments.

With respect to the liquidity risk management, in 2002 the trend of stability of the
deposit base is positively evaluated. The dynamics of the total deposit base of the banksin the
Republic of Macedonia was mainly determined by the maintenance of the largest part of the
deposited funds during the Euro conversion, as well as the additionally deposited households
deposits, having in mind their dominant share in the total deposit base (average monthly share
of 56.8%). Namely, the withdrawal of the households foreign exchange savings registered
during the first quarter of the year, was followed by a period of stabilization of the banks'
deposit potential, and as well as by a continuing moderate extension of the deposit base. Such
trends point to a permanent strengthening of the propensity to save, which also signalizes the
strengthened credibility of the banking system and positive expectations for the future
developments.

Observed from the aspect of the asset management in 2002, high level of liquid assets
in the structure of the total assets of the banks in the Republic of Macedonia is recorded,
primarily determined by the maturity structure of the sources of funds, i.e. the dominant share
of the sight deposits (average monthly share of 39.6% in the total sources of funds). Thus, the
average share of the liquid assets in the total assets of the banking system during the year
equaled 46.4%, i.e. it is by 9 percentage points more compared to 2001, which is an indicator
for the higher liquidity of the banks in the Republic of Macedonia during the analyzed period.

The increased liquidity in 2002 on annual basis, as well as the stability of the deposit
base mean smaller dependence on the secondary sources of funds on aggregate basis. During
the analyzed period, the secondary sources of funds participated with 13.7% in the total
sources of funds on average, (1.3 percentage points less compared to their average monthly
share in 2001), i.e. 17.4% of the total liabilities of the banks (a decrease of 2.9 percentage
points compared to their average monthly share in 2001).

The increased liquidity in the banking system of the Republic of Macedonia in 2002,
in the absence of a developed financial market and diversified financial instruments, as well
as the preference for risk-free placements, caused the banks to place a significant share of the
liquid assets into CB bills. The Money Market, where the banks place part of the excess
liquidity, plays a special role in the management of the liquidity of the banks. The unequal
alocation of the liquidity in the banking system, as well as the fluctuations in the liquidity,
especialy with the largest banks during the year, caused severa banks to use the Lombard
Credit as alast resort facility, adhering to the stipulated terms for its utilization.
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8.2.2.5. Analysis of the profitability of the banks in the Republic of Macedonia and evaluation
of their efficiency

In 2002, the banks in the Republic of Macedonia showed positive financial resultsin
the amount of Denar 396 million on aggregate level. However, 15 banks, representing 69.8%
of the total financial potential of all banks, showed positive financial result in a total amount
of Denar 972 million, while 5 banks showed negative financial results in the total amount of
Denar 576 million.

Basically, the positive financial result of the banks in 2002 originates from the
positive net interest income after provisioning, given the negative differential between other
revenues and other expenditures. Since the banks registered a negative financial result in the
first six months of 2002, which equaled Denar 894 million on aggregate basis, the sources of
the registered profit of the banks for 2002 are to be found in the operations of the banks
during the second half of 2002.

The registered positive financial result in 2002, leads to positive values of the
indicator for the rate of return on assets (ROAA) and the indicator for the rate of return on
equity (ROAE). The ROAA shows that in 2002, 100 units of assets of the banks in the
Republic of Macedonia generate 0.4 units of profit, while ROAE shows that 100 units of
equity of the banks in the Republic of Macedonia generate 2.06 units of profit. In case only
the banks which generate profit in their operations are encompassed in the analysis, the rate of
return on assets and the rate of return of equity are set on the level of 1,46%, i.e. 6.9%,
respectively. This shows that most of the banks in the Republic of Macedonia, the financial
potential of which equals 69.8% of the total financial potential, register an adequate alocation
of the available resources and provide profitability, as well as return on assets and return on
equity which adhere to the international standards.
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| X. Other Activitiesof NBRM

9.1. Payment system in the Republic of M acedonia

At the end of 2001, one of the larger systemic reforms — reform of the payment

system was completed, by which starting from January 1, 2003 the payment operations in the
Republic of Macedonia have been performed through the commercial banks (instead of
through the specialized institution — Payment Operations Bureau), while the settlement
between the banks has been performed in the NBRM settlement system — MIPS (Macedonian
Inter-bank Payment System). Thus, 2002 is the first year of independent functioning of the
reformed payment system after the short period of operating alongside the POB (July 30 —
December 31, 2001).

Chart 38

The results of the reformed payment system are the following:

Increased competition between the institutions responsible for the payment operations
resulting in lower prices of the payment transactions, improvement of the service,
application of new technologiesin the payment operations and lower systemic risk;
prompt settlement, resulting in reduction of the liquidity and the credit risk, and
consequently, the systemic risk;

direct contacts between the banks and their clients, resulting in improved monitoring
of the clients by the bank, and larger possibilities for the economic agents when
choosing the bank;

disperson of the client risk with the possibility of opening several accounts in
different banks;

improved liquidity management by the banks, since they execute all payments and
harmonization of the payment system with the payment systems in the European
Union, in line with the orientation of the Republic of Macedonia towards this
integration.
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In 2002, 24,380 new accounts were opened and 865 accounts were closed in the

ingtitutions responsible for conducting the payment operations in the Republic of Macedonia
(banks and the NBRM), with the total number of opened accounts reaching 72,866 at the end
of 2002. Payment operations in the total amount of Denar 1,465.1 hillion were executed



through these accounts. Out of the total amount, 40.8% is internal transactions within the
banks (between accounts in a same bank), 46.1% accounts for the inter-bank transactions
through the MIPS, and 13.0% is an inter-bank operation through the KIBS (Clearing House).
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The Settlement system of the National Bank of the Republic of Macedonia— MIPS is
the core of the new payment system through which the settlement of the institutions
responsible for conducting the payment operations is carried out. The MIPS system provides
execution of the transactions in real time, meaning that the funds are available for the
recipient immediately after the order is submitted by the orderer. Thisis enabled by applying
electronic documents, signed with an e ectronic signature, based on mutual written agreement
between the participant and the National Bank of the Republic of Macedonia. The MIPS isthe
first system in the Republic of Macedonia using electronic documents, signed with an
electronic signature.

Participantsin MIPS are the following:

- thebanks (21)

- the National Bank of the Republic of Macedonia
- the Treasury system of the Ministry of Finance

- the Central Securities Depositary

- theClearing House - KIBS and

- the National Payment Card

The participants may connect to the MIPS in three ways: through the international
banking network — SWIFT, through the private network by using the lines of the Macedonian
Telecommunications and through a private network by a direct connection. It provides
flexible usage of the system, upon choice of the participant in the system. The standard
interbank messages are used for communication between the participants, in accordance with
the international SWIFT standards. The system enables payments of the participants,
browsing through the sent messages, notification on the balance on the account, etc.

The system operates according to a strictly determined time-table. In 2002, the time-

table was changed twice, with the office hours in the second half of the year starting from
07:30to 16:30 for client payments and to 17:00 for inter-bank payments.
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In 2002, 1,247,534 transactions were executed through the MIPS system, with a total
value of Denar 791.2 hillion. The largest portion of the transactions are inter-bank payments,
with the transactions for settling the net balances of the private clearing systems being
included, as well.

Chart 40
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Settlement of the securities on the basis of “delivery versus payment” is conducted
through the MIPS, in cooperation with the Central Securities Depositary. The delivery is
made on the basis of gross/net method, i.e. the securities are settled on gross, while the cash is
settled on net basis. The settlement is conducted between 10:00 and 11:00.

Also, the Clearing House for small-value payments-KIBS is settled in the MIPS. The
Clearing House operates on a net basis, with the settlement being conducted once a day — in
the period from 14:30 to 15:30. Numerous payments are executed through the Clearing House
(87.39% of the total paymentsin 2002), however, in small amounts (22.06% of the amount of
all executed payments). In addition, the transactions of the ATMs of the National Payment
Card are settled in the MIPS.

Within its operational role, other than operating the MIPS, in 2002 the National Bank
of the Republic of Macedonia received and processed 875 decisions for forced collection, 431
decisions of which were incomplete and had to be returned to the courts for their further
completion, in order to be executed.

Due to the relatively short period of establishment and successful functioning in the
initial period, the payment system in the Republic of Macedonia and particularly the NBRM
settlement system — the MIPS were interesting for many central banks from other countries
worldwide. In 2002, in order to acquaint with the payment system and to exchange
experience, the NBRM was visited by representatives of the centra banks of Moldavia,
Serbia, Montenegro and Egypt, as well as by representatives of the Central Bank of the West
African States (with ajurisdiction over 8 countries of the French-speaking region in Western
Africa, with headquarter in Senegal).
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9.2. Printing banknotes and minting coins

In 2002, considering the reserves of banknotes and coins as a regular activity, 8
million banknotes were printed in denomination of Denar 100 and 10 million banknotes in
denomination of Denar 10. The minting of 10 million coins was completed by May 2002.

Following the abundant preparations, on January 1, 2002, upon the start of the
reformed payment system, the NBRM smoothly took over the cash operations from the
former Payment Operations Bureau. Ten local offices of the NBRM Cash Management
Department started operating in different towns in the Republic of Macedonia in order to
successfully support cash transactions.

In the last months of 2001 and the first months of 2002, the NBRM timely and
securely performed the activities related to the preparations and the conversion of the EMU
currencies with the Euro, for the needs of the entire state. The commercial banks were aso
included in the process of conversion of the Euro-currencies.

9.3. Numismatic activity of the NBRM

Over the last four years, the NBRM has been systematically purchasing numismatic
material, processing the documentation related thereto and preparing catal ogues, conducting
scholar and research activities and issuing publications in the area of the numismatics.
Besides these activities, a conservator laboratory has been operating within the NBRM for a
year, supplied with modern equipment, carrying out all necessary conservatory activities
related to the numismatic material.

On the occasion of the tenth anniversary of the monetary independence of the
Republic of Macedonia, the Numismatic Museum was opened in the premises of the NBRM
on April 25, 2002, with a permanent numismatic exhibit “Macedonia, the Money and the
History”, accompanied with proper catalog of the exhibited samples. Approximately 1,000
coins discovered on the territory of the Republic of Macedonia are exhibited in 42 glass
showcases in the museum.

The NBRM numismatic collection is the first, and so far, the only specialized
collection in the Republic of Macedonia, with approximately 13,000 samples of coins,
medals, exagias, and contemporary banknotes. This numismatic material became a part of the
collection by purchasing or donations of citizens. The collection is divided into several parts,
exhibited in the museum in chronological order, asfollows:

- Coinsthat circulated and were minted on the territory of Macedonia starting from
VI/V century B.C., in which the Paeonian tribes Derrones and Laiai existed;

- Coins of the antique Macedonian towns;

- The Macedonian rulers are presented in 117 coins (starters, tetradrachms,
drachms);

- Coins from the Roman period. Special stress has been laid on the coins minted in
Stobi, the only minting house from the Roman period operating on our territory.
The fact that the NBRM owns the largest public collection of coins minted in this
minting house in the world is a curiosity. This segment of the exhibition includes
review of the first Christian symbols and iconography of the coins in the IV
century B.C.;

- Bysantine coin-minting, where the period of Early Bysantium is presented with
larger number of denominations, fractions and minting houses from all over the
empire.
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- The period of late Middle Ages is illustrated with the coins of several monetary
systems such as Venice, Serbia, Bulgaria, as well as the coins of the independent
Macedonian feudal lords;

- The period of the Ottoman Empire is presented with Turkish coins, among which
are the coins from the Skopje, Ohrid and the Kratovo minting houses, including
some contemporary coins from West European countries from the XVII1 and the
XIX century that circulated on our territory, aongside the coins of the Turkish
monetary system;

- Contemporary banknotes in circulation on the territory of Macedonia in the
XVII, XIX and the XX century, the current banknotes of the Republic of
Macedonia, jubilee gold coins and one particularly attractive golden bar.

Apart from the individual samples, collective numismatic findings discovered on the
territory of Macedonia have been exhibited in the museum, showing the numismatic treasure
of thisregion.

9.4 Internal audit

In 2002, the activities of the internal audit of the National Bank of the Republic of
Macedonia were directed towards auditing the conduct of the business processes in the
organizational units, improvement of the operating procedures for better management of the
possible risks and staff training, in order to acquire the most recent practical knowledge in the
conduct of internal audit.

In accordance with the Audit Plan, in 2002, 15 various processes of the operation of
the organizational units of the National Bank of the Republic of Macedonia were audited.
Besides the regular audits, one extraordinary audit was conducted in 2002, pertaining to the
procedure for carrying out the procurements in the National Bank of the Republic of
Macedonia.

In general, the findings of the audits indicate that there are satisfactory control
processes and adherence to the laws and other regulations, as well as to the written policies
and procedures of the National Bank of the Republic of Macedoniain its organizational units.

In 2002, adjustments and improvements were made, and new written procedures were
designed for the total of 155 operating processes, as well as for two policies in the area of
foreign exchange operations and accounting and financial operations in the National Bank of
the Republic of Macedonia.

The technical cooperation with the Dutch Central Bank continued in 2002, basically
for the purposes of conveying experience for carrying out the internal audit processes in the
area of the information technology in the payment systems and the cash operations.

During the performance of the audits, recommendations and guidelines are given for
further improvement of the internal control processes in the organizational units of the
National Bank of the Republic of Macedonia.

According to the recommendations of the Internal Audit Department, the main areas
that need further improvement are the following:
- improvement of the organization of the operating processes by enhanced
exploitation of the information technology system in the exchange of data and e-
documents,
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- development of internal information system through which all employees would
have an insight and information on the adopted internal by-laws and other
regulations;

- regular and systematic analysis of the processes, risk assessment, and hence,
proposing measures for improving the control systems.

9.5. Human resour ces palicy

The NBRM human resources policy in 2002 was aimed at further recruitment of new
employees, as well as further training of the staff by attending seminars and training courses,
and realization of technical assistance and cooperation projects.

In 2002, 82 new persons were employed in the NBRM. Out of them, 25 are university
graduates (16 persons graduated from the Faculty of Economics, one person completed the
Law School, one person graduated from the Faculty of History of Art and Archeology, one
person graduated from the Faculty of Biochemistry, and 6 persons completed the Faculty of
Electrical Engineering) and 57 persons with completed high school. Out of the total number
of newly employees, 65 are overtaken from the former Payment Operations Bureau, in
accordance with the Law on Transformation of the Payment Operations Bureau, 12 of which
with university degree and 53 with high school degree.

In 2002, in order to gain further professional experience, the NBRM staff attended
large number of seminars and training courses organized by the following institutes and
central banks. seminars of the IMF Institute, held in Washington, USA; seminars of the Joint
Vienna Institute, in organization of the IMF, the World Bank, the EBRD, the OECD and the
WTO, held in Vienna, Austria; seminars of the Central Bank of Switzerland, organized in the
student center of Gerzensee, Switzerland; seminars of the Dutch Central Bank, held in
Amsterdam; seminars of the Central Bank of Germany, held in Frankfurt; seminars of the
Central Bank of France, in organization of the International Institute of Banking and Finance,
held in Paris; seminars of the Central Bank of England in organization of the Center for
Central Banking Studies, held in London, etc.

A new NBRM technical assistance project was agreed with the Dutch Central Bank in
April 2002. This technical assistance project is actually a continuation and development of the
previous NBRM technical assistance project of the Dutch Central Bank, successfully
completed in the previous year. The new project will end at the end of 2003, and generally,
covers the same subprojects and includes additional technical assistance in the area of
payment systems (control of the payment systems and the operational activities).

The project for technical assistance for the NBRM provided by the International
Monetary Fund (IMF) was implemented in 2002, and covers the following areas:

® banking supervision: tasks and activities of the Supervision Department related to money
transfer by non-banking residents, defining the criteria for issuing licenses and
supervision of such activities, compliance with the Law on Anti-Money Laundering,
consistency with the current supervisory framework, etc.;

* monetary regulation: the interest rate policies of the Central Bank and their influence on
the market interest rates, development of secondary short-term securities market, thus
ensuring larger flexibility in the conduct of the monetary policy;

* payment systems. operational procedures for the RTGS system, control of the
responsibilities (more clear distinction between the supervision and the control of the
payment system);
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¢ foreign exchange operations. improvement of the efficiency of the interventions on the
market, introduction of cOREIMGENI i nvestment in securities;

* balance of payments: identification of the possible reasons for the *errors and omissions’
item, proposals for further improvement of the collection of statistical datain the NBRM
balance of payments, review of the revised methodology used for short-term commercia
credits estimation.

9.6. Changesin the legidative and thelegal regulation

Severa laws in the area of finance, banking and monetary and foreign exchange
operations were adopted and became effective in 2002.

The Law on the National Bank of the Republic of Macedonia (“ Official Gazette of
the Republic of Macedonia’ n0.3/2002) was adopted on January 15, 2002. This Law was in
compliance with the laws of the central banks of the European Union member-states,
emphasi zing the sovereignty and the independence of the Central Bank from the Government
(functional, ingtitutional, personal and financia independence). According to the new Law,
the primary objective of the National Bank of the Republic of Macedonia is to maintain the
price stability. The National Bank of the Republic of Macedonia independently sets the goals
of the monetary policy, as well as the instruments for their achievement. The Law specifies
restrictive provisions pertaining to the government financing, with a possibility for extending
only intra-day credits or loans, without a possibility to be renewed or rolled over. The reports
on the Nationa Bank of the Republic of Macedonia operations are submitted to the
Parliament of the Republic of Macedonia, after being adopted by the National Bank of the
Republic of Macedonia Council.

The Law on Check and the Law on Bill of Exchange (“Officia Gazette of the
Republic of Macedonia’” no. 3/2002) were adopted on January 15, 2002. The Law on Check
sets forth the contents of the check, the types of checks, the check issuance as well as the
check operations and rules. The Law on Bill of Exchange sets forth the contents, the types of
bills of exchange, as well as the operations and rules related to the bills of exchange.

The Law on Leasing (“Official Gazette of the Republic of Macedonia’ no. 4/2002)
was adopted on January 16, 2002. This Law sets forth the manner and the terms for leasing
tangible movables. According to this Law, the license for performing the activity of leasing
movables in the Republic of Macedonia is issued by the Ministry of Finance. The basic
capital is set on minimum Euro 100,000 (in Denar equivalent caculated on the basis of the
NBRM middle exchange rate), calling for increase in the basic capital to Euro 150,000 on
January 1, 2004, and to Euro 200,000 on January 1, 2006. The leased movable shall be
registered in a special registry maintained at the Central Registry.

The Law on Anti-Money Laundering (“Official Gazette of the Republic of
Macedonid’ no. 70/2001) became effective on March 1, 2002. This Law sets forth the
obligation for al financial institutions, trade companies, other legal entities and individuas
that render services, to report to the Anti-Money Laundering Department (body of the
Ministry of Finance) on all suspicious transactions and all other transactions through which
transfer of amounts exceeding Euro 10 thousand is executed.

The Law on Supervison of Insurance (“Official Gazette of the Republic of
Macedonia’ no. 27/2002) was adopted on April 11, 2002. This Law sets forth the criteria
according to which the activities related to life insurance, insurance and reinsurance and
insurance and brokerage may be performed. Furthermore, it also sets forth the founding, the
operation, the supervision and the termination of the operations of the insurance and
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reinsurance companies, the insurance brokerage companies and the National Insurance
Bureau. In accordance with the new Law, the Ministry of Finance conducts supervision of the
insurance companies in order to determine whether their operations are in compliance with
the rules for risk management and the other legal regulations in the field of insurance. Each
insurance company shall appoint a licensed actuary, who will assess the compliance of the
data and the regularity of the calculations in the annual reports with the insurance accounting
standards and the legal regulations and shall inform the Ministry of Finance thereto.

The Law on Compulsory Capital Financed Pension Insurance (“ Official Gazette
of the Republic of Macedonia’ no. 29/2002) was adopted on April 24, 2002. This Law sets
forth the compulsory capital financed pension insurance, the establishment and the operations
of the pension funds and the pension fund management companies, as a part of the pension
and disability insurance system. The pension funds and companies receive contributions from
the insured, invest them in financia instruments and distribute the accumulated funds in
accordance with the Law. The company shall eect a single custodian to which it will entrust
the responsibility for safeguarding the funds of the pension funds. Custodian of the domestic
funds of the pension funds may be a bank to which the NBRM has granted a license. This
Law provides for establishing an Agency for supervision of the capital financed pension
insurance which will issue operating licenses and approvals to the pension funds management
companies, conduct supervision and perform other activities and functions stipulated by this
Law. The primary objective of the Agency is to protect the interests of the pension funds
members and to stimulate the development of the capital financed pension insurance. The
payment of the contribution for the compulsory capital financed pension insurance (the
second pillar) will start on January 1, 2004.

The Law on Amendments to the Banking Law (“Official Gazette of the Republic
of Macedonia’ no. 37/2002) was adopted on May 23, 2002. These changes allowed the
National Bank of the Republic of Macedoniato verify the source of funds for each increasein
the capitd and for each change in the ownership structure of the shares with aright to manage
the banks.

Law on Amendmentsto the Law on Deposit | nsurance Fund (“ Official Gazette of
the Republic of Macedonia’ no. 43/2002, adopted on June 18, 2002). In accordance with this
Law, the value of the deposits of the natural persons subject to insurance increases (100%
indemnification for depositsin Denar equivalent up till Euro 10,000 and 90% indemnification
for depositsin Denar equivaent of Euro 10,000 to Euro 20,000).

Law on Trade Companies (“Official Gazette of the Republic of Macedonia” no.
58/2002). This Law sets forth the types, the establishment, the operations, the responsibilities
and the cessation of the trade companies. The Law was adopted on July 1, 2002, and starting
from January 1, 2003 shall apply to the trade companies established on the territory of the
Republic of Macedonia. The trade companies established before the enforcement of this Law
are required to comply their operations with the provisions of this Law, by December 31,
2004.

The Law on Banks for Microfinancing (“Officiad Gazette of the Republic of
Macedonia’ 61/2002) was adopted on July 18, 2002. This Law sets forth the establishment
and the operation of the banks for microfinancing. The bank for microfinancing is established
for financing the small-size proprietors, freelance professionas (lawyers, notaries, etc.) and
persons performing agricultural or handicraft activity. The bank is established as a joint-stock
company, with a minimum founding capital of Euro 4 million (in Denar equivaent).
Domestic and foreign legal entities and natural persons may be shareholders. The bank for
microfinancing is required to operate in accordance with the provisions of the Banking Law
and should meet certain supervisory standards. The bank for microfinancing is expected to
start operating in the first half of 2003.
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The Law on Foreign Exchange Operations (“Officia Gazette of the Republic of
Macedonia’ no. 34/2001, 49/2001, 103/2001 and 54/2002) became effective on October 15,
2002. This Law increases the liberalization of the capital and financial transactions between
residents and non-residents. The liberalization will be conducted in stages, in compliance with
the Association and Stabilization Agreement with the European Union. The Law provides for
full liberaization of the direct investments and the credit transactions between residents and
non-residents, gradual liberalization of the operations with securities and portfolio
transactions, as well as the reforms of the foreign exchange market directed towards its
deepening, development and higher liquidity.
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INDEFENDENT AUDITORS' REPFORT
To the Council of Mational Bank of the Republic of Macedonia

We hove audited the uctmnpu.n}'ing balance sheet of MNational Bank of the Republic af
Macedonia (the Bank) as of December 31, 2002, and the related statements of income,
cash Mows and changes in equity for the year then ended. These financial stalements are
the responsibility of the Bank's management. Our responsibility is to express an opinion
on these financial staternents bazed on owr audil.

Except as discussed in paragraph 4 below, we conducted our audit in accordance with
International Standards on Auditing.. Those standards require that we plan and perform
the audit to obtain reasonable assurance about whether the financial statements are free of
material misstatement. An audit includes examining, on a test basis, evidence supporting
the amounts and disclosures in the financial silements. An audit alse includes assessing
the mccounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit pr'm-'l'dr:s
& reasgnnble basis for our opinion.

As disclosed in note 2a to the accompanying financial statements, in accordance with the
WNational Bank of the Republic of Macedonla Law, the Bank transfers net unrealized
differences on translation of foreign currency monetary items at each balance sheet date
dirgetly to a revaluation reserve, 10 the extent that this reserve has a positive balance afier
the transfer for the period. This treatment is not in compliance with Imernational
Accounting Standard 21, which requires that both realized and unrealized forelgn
exchange differences are ken o the Income Statement.

As disclosed in note 3 to the accompanying financial statements, the Bank has provided
MED 173,500 thousand for losses on guarantees, given in respect of borrowings of a local
commercial bank that was put in receivership in January 2003, These guaraniees are
secured by the pledge of forelgn currency deposits of the Bank, In the event that these
guaraniees are excrcised, the Bank is entitled 0 recover any payments made on the
guarantees from the sale of assets of the commercial bank. Presently we are unable to
make a reasonpble estimate of the amount that is recoverable from the assets of the
commercial bank and therefore we cannot determing a sufficiently reliable estimate of the
provision for losses on these guaraniees,

In our opinion, except for the non-compliance with IAS 21 in respect of unrealized foreign
exchange differences and except for the effects of such adjustments that would have been
determined (o be necessary had we been able o satisfy ourselves a3 o the amount of
provision required for losses on puarantees, the financial statements present fairly, in all
material réspects, the fnancial posifion of the Bank as gl 31 December 2002 and the
results of its operations and cash flows for the vear then ended in accordance with
International Financial Reporting Standards.

Gzl"-!.-':."J i, T .




National Bank of the Republic of Macedonia

BALANCE SHEET
31 December 2002

ASSETS

FOREIGN ASSETS

Sight deposits

Term deposits

Gold

Fareign currencies in vault
SDR holdings, net

Foreign securities

RECETVABLE FROM PUBLIC SECTOR
Loans to Government

Receivables from Government related o IMF
Government securities

Receivable from external account transactions

RECEIVABLE FROM BANKS

Loans
Other accounts receivahle
Owverdue accounts receivable

DTHER ASSETS
Premises and equipment
[nventories

Receivables

Other asseis

TOTAL ASSETS

The financial statements were adopted

Nate

—i B L L L L

12
13
14

15
16
17
18

all amounts in MEDGO0

2002 2004
11.001.356 38.826.740
18985243 [3.051:.572

1970644 A.707.346
480.252 2227196
358302 154.018
467448 | 906, 146

45.272.245 50873018
11.789 19.177
914.452 1.177.498

J.066.T19 3355192

3.804.814 3.798.357

7.797.774 £.350.224

62.802 62 802

8. 715 118419
2443 153.775
T1.260 334,995
1.033.536 BTo.258
T2.543 66.777
172.047 32997
Q45,002 058,581
2,223,128 1.937.613
55.365.107 70.495.851

by the Council of the National Bank of the Republic
of Macedonia on 12 July 2002 and signed on its behalf by:
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National Bank of the Republic of Macedonia

BALANCE SHEET
31 December 2002

LIABILITIESAND CAPITAL

RESERVE MONEY
Narrow definition of reserve money

Compulsory reserves of banks and savings houses

NBRM bills
Demand deposits

RESTRICTED DEPOSITS
FOREIGN LIABILITIES

DEPOSITS OF THE PUBLIC SECTOR
Denar deposits of the public sector
Foreign exchange deposits of public sector
Stabilization Fund of the Government

OTHER LIABILITIES

Payables

Other liabilities

Counter-entriesin NBRM accounts

SDR ALLOCATION LIABILITY

CAPITAL ACCOUNTS
General reserves

Funds

Revaluation reserves
IFRS adjustments

TOTAL LIABILITIESAND CAPITAL

Note

19
20
21
22

23

24

25

26
27

28
29
30

31

32

33

35

al amountsin MKD'000

2002 2001
18.169.790 16.420.127
4,849 1.806.342
2.997.753 3.157.338
15.313 -
21.187.705 21.383.807
553.383 587.247
3.948.733 4.896.924
4.040.311 3.812.404
7.712.456 12.847.881
6.579.998 8.559.998
18.332.765 25.220.283
92.618 558.394
1.804.615 6.322.732
510.828 414.741
2.408.061 7.295.867
667.490 728.360
723.636 716.888
1.432.034 1.433.816
6.483.455 8.610.732
(372.155) (378.073)
8.266.970 10.383.363
55.365.107 70.495.851

The accompanying notes form an integral part of these financial statements




National Bank of the Republic of Macedonia

INCOME STATEMENT all amountsin MKD'000
Y ear Ended 31 December 2002

Note 2002 2001
Interest income 36 1.722.200 2.483.425
Interest expense 37 1.319.095 1.592.833
NET INTEREST INCOME 403.105 890.592
Fee income 38 201.461 148.529
Other operating income 39 133.399 310.973
OPERATING INCOME 737.965 1.350.094
Staff expenses 288.703 192.321
Depreciation 62.226 44.855
Fee expense 40 35.399 89.780
Other expense 41 149.292 272.115
OPERATING EXPENSES 535.620 599.071
Loan loss provisions, net 42 154.357 -
PROFIT BEFORE TAXES 47.988 751.023
Income tax 43 8.329 130.835
NET PROFIT FOR THE YEAR 39.659 620.188

APPROPRIATION OF NET INCOME AFTER TAXES

NET PROFIT FOR THE YEAR 39.659 620.188

Net effect of IFRS adjustments (5.918) (54.594)
NET INCOME AFTER TAXES PER STATUTORY

STATEMENTS 33.741 565.594

Reserves for net realized foreign exchange gains - 100.388

General reserves 6.748 -

Fixed Assets Fund - 117.475

Employee Amenities Funds - 40.000

FOR DISTRIBUTION TO CAPITAL ACCOUNTS 6.748 257.863

FOR TRANSFER TO THE BUDGET 26.993 307.731

The accompanying notes form an integral part of these financial statements
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National Bank of the Republic of Macedonia

STATEMENT OF CASH FLOWS
Y ear Ended 31 December 2002

al amountsin MKD'000

2002 2001
Net income before allocation 39.659 620.188
Adjustmentsfor:
Depreciation 62.903 44.855
Debts written off earlier, foreclosed (41.806) -
Net income before changes in assets and liabilities 60.756 665.043
Gold (272.298) (1.704.259)
Foreign securities 1.438.698 1.498.946
Claims on public sector, excluding 491.580 (2.756.956)
Claims on banks, net of foreclosures 142.684 (80.525)
Inventories and other assets (131.237) (106.358)
(Increase)/decrease in current assets 1.669.427 (3.149.152)
Money in circulation (856.521) 5.813.859
NBRM bills (159.585) (1.665.000)
Denar deposits of banks 820.004 (1.571.735)
Deposits of public sector, including restricted deposits (6.921.382) 7.443.693
Foreign liabilities (948.191) (1.360.790)
Other liabilities (4.914.800) 4.674.698
Increase/(decrease) in current liabilities (12.980.475) 13.334.725
NET CASH FLOWS FROM OPERATING ACTIVITIES (11.250.292) 10.850.616
Fixed assets additions, net of foreclosures (62.997) (121.391)
Fixed assets sales 8.680 572
NET CASH FLOWSFROM INVESTING ACTIVITIES (54.317) (120.819)
Net appropriations for premises and equipment (2.488) 159.000
NET CASH FLOWS FROM FINANCING ACTIVITIES (2.488) 159.000
Exchange rate effects (2.127.276) 1.303.165
Net (decrease) increase in cash and cash equivalents (13.434.373) 12.191.962
Cash and cash equivalents at the beginning of the year 54.259.526 42.067.564
Cash and cash equivalents at the end of the year 40.825.153 54.259.526
Analysis of cash and cash equivalents at end of the year
Sight deposits 11.001.356 38.826.740
Term deposits 28.985.243 13.051.572
Foreign currenciesin vault 480.252 2.227.196
SDR holdings, net 358.302 154.018
Total 40.825.153 54.259.526

The accompanying notes form an integral part of these financial statements
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National Bank of the Republic of Macedonia

STATEMENT OF CHANGESIN EQUITY

al amountsin MKD'000

Y ear ended 31 December 2002
General Reservesfor  Revaluation Fixed Employee Net profit for IFRS Total capital
reserves  net realized Reserves Assets  Amenities  distribution adjustments  and reserve
FX gains Fund Funds to Budget accounts
At 1 January 2002 547.043 169.845 8.610.732 1.251.512 182.304 - (378.073) 10.383.363
Elimination of reserves for
net realized FX gains 169.845 (169.845) - - - - - -
Unrealized FX gains/(losses) - - (2.127.277) - - - - (2.127.277)
IFRS adjustments to current
year profit - - - - - - 5.918 5.918
Profit allocation 6.748 - - - - 26.993 - 33.741
Distribution to Budget - - - - - (26.993) - (26.993)
Other - - - 6.534 (8.316) - - (1.782)
At 31 December 2002 723.636 - 6.483.455 1.258.046 173.988 - (372.155) 8.266.970

The accompanying notes form an integral part of these financial statements




National Bank of the Republic of Macedonia

STATEMENT OF CHANGESIN EQUITY

al amountsin MKD'000

Y ear ended 31 December 2001
General Reservesfor  Revaluation Fixed Employee Net profit for IAS Total capital
reserves  net realized Reserves Assets  Amenities  distribution adjustments  and reserve
FX gains Fund Funds to Budget accounts
At 1 January 2001 547.043 69.457 7.423.149 1.104.691 153.110 - (432.667) 8.864.783
Unrealized FX gains/(losses) - - 1.187.583 - - - - 1.187.583
IFRS adjustments to current - - - - - - 54.594 54.594
year profit
Profit allocation - 100.388 - 117.475 40.000 307.731 - 565.594
Distribution to Budget - - - - - (307.731) - (307.731)
Other - - - 29.346  (10.806) - - 18.540
At 31 December 2001 547.043 169.845 8.610.732 1.251.512 182.304 - (378.073) 10.383.363

The accompanying notes form an integral part of these financial statements




National Bank of the Republic of Macedonia

NOTESTO THE FINANCIAL STATEMENTS al amountsin MKD'000
31 December 2002

1 GENERAL INFORMATION

The National Bank of the Republic of Macedonia ("NBRM") is the central bank of the
Republic of Macedonia and the sole issuer of money in the country. NBRM organization and
its operations are regulated by the Law on the National Bank of the Republic of Macedonia,
("NBRM Law"), dated 22 January 2002. NBRM is alegal entity under the sole ownership of
the state, with financial and administrative independence. NBRM isthe legal successor of the
former National Bank of Macedonia, established in 1946, which, when the Republic of
Macedonia was a constituent part of the ex-Yugoslav federation, was operating within the
system of national banks of the former National Bank of Y ugodavia.

Under the NBRM Law, the main objective of NBRM is to maintain the price stability. In
addition, NBRM is expected to support the economic policy and the financial stability of the
country. The performance of these functions takes priority over the achievement of profit.

NBRM submits to the Parliament of the Republic of Macedonia a semi-annua and annual
report on its operations, on the supervision and the undertaken measures against banks and
savings houses, and on handling the foreign exchange reserves.

Net income of NBRM is appropriated so that 20% is allocated to the general reserves until
the level of initial capital is reached, then initial NBRM capita is increased, if approved by
the Government of the Republic of Macedonia, and the rest is regarded as revenue of the
Budget of the Republic of Macedonia. Any loss of NBRM shall be covered from its general
reserves, and if there is a shortage of funds, it shall be covered with funds from the Budget of
the Republic of Macedonia or by issuing government securities to be redeemed with future
NBRM profits.

NBRM is governed by the NBRM Council and the Governor.

The total number of employees as of 31 December 2002 was 386 (31 December 2001: 314).




National Bank of the Republic of Macedonia

NOTESTO THE FINANCIAL STATEMENTS al amountsin MKD'000
31 December 2002

2 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

a) Basisof preparation of financial statements

The financial statements have been prepared in accordance with International Financial
Reporting Standards ("IFRS"), which comprise standards and interpretations approved by the
IASB, and International Accounting Standards and Standing Interpretation Committee
interpretations approved by the IASC that remain in effect.

The financial statements are prepared under the historical cost convention as modified for the
measurement at fair value of available for sale investment securities and by the revaluation of
premises and equipment, and related amortization and depreciation, in accordance with the
regulations of the Republic of Macedonia.

b) Foreign currency trandation

Foreign exchange transactions are recorded at exchange rates prevailing at the day of the
transaction. Resulting realized exchange differences are taken to the income statement.

At the balance sheet date, monetary assets and liabilities denominated in foreign currencies
are remeasured at closing rates. Unrealized exchange differences are taken to revaluation
reserves. The NBRM Law mandates this accounting policy. It represents a departure from
IFRS, which requires that all foreign exchange gains and losses, realized and unrealized, to
be taken to the income statements. Identical or similar provisions on the treatment of
unrealized foreign exchange gaing/losses are found in other central banks, due to the specific
responsibility of central banks to manage the country's foreign reserves. The carrying value of
revaluation reserves indicates the cumulative effect of net unrealized foreign exchange gains
through the balance sheet date, while the movement in the revaluation reserves during the
year indicates the amount of net unrealized foreign exchange gainsg/losses that, under IFRS,
should have been taken to the income statement for the respective year.

¢) Depositswith banks

Deposits with banks are stated at cost, less any amounts written off and provision for
impairment.

d) Monetary gold

Gold transactions are valued at the market value based on the quoted London fixing rate at
the transaction date. Gold holdings are revalued at the end of each month. At the balance
sheet date, gold is valued at the MKD price per gram set by the NBRM Council, obtained by
expressing in MKD the ruling market price.

Redlized and unredlized gains and losses from end-month revaluations, resulting from
changes in the market price of gold, are included in realized and unrealized foreign exchange
gains and losses, respectively, and treated as described in note 2(b).




National Bank of the Republic of Macedonia

NOTESTO THE FINANCIAL STATEMENTS al amountsin MKD'000
31 December 2002

2 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

€) Cash and cash equivalents

For the cash flow statement purpose, cash and cash equivalents comprise balances with
maturities of less than 90 days, including foreign currencies in NBRM vault and deposits with
banks and other financia institutions.

f) Investments (securities)

Trading investments are initially recognized at cost and subsequently measured at fair value.
All related realized and unrealized gains or losses are included in net income. Interest earned
isincluded in interest income.

Non-trading investments are classified asfollows:
* Held to maturity
* Availablefor sale

All investments are initially recognized at cost, being the fair value of the consideration
given, including acquisition costs.

Premiums and discounts on non-trading investments are amortised using the effective interest
rate method and taken to interest income.

Held to maturity
Investments, which have fixed or determinable payments and are intended to be held to
maturity, are carried at amortised cost, less provision for impairment in value.

Available for sale

After initial recognition, investments, which are classified as “available for sae’ are
remeasured at fair value, except those whose fair value cannot be reliably measured, which
are measured at cost, less provision for impairment. Unrealised gains and losses are reported
as a separate component of equity until the investment is derecognised or the investment is
determined to be impaired. On derecognition or impairment the cumulative gain or loss
previously reported in equity, along with any transition adjustment to retained earnings
arising from the adoption of IAS 39, isincluded in the statement of income for the period.

g) Fair values

For financial instruments traded in organized financial markets, fair value is determined by
reference to quoted market prices. Bid prices are used for assets and offer prices are used for
liabilities.

For unquoted equity investments fair value is determined by reference to the market value of
asimilar investment, or is based on the expected discounted cash flows.

h) Impairment and uncollectability of financial assets

An assessment is made at each balance sheet date to determine whether there is objective
evidence that a specific financial asset may be impaired. If such evidence exists, the
estimated recoverable amount of that asset is determined and any impairment loss is
recognized in the statement of income.

10
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2 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

i) Tradeand settlement date accounting

All "regular way" purchases and sales of financial assets are recognized on the settlement
date, i.e. the date the asset is obtained from, or delivered to, the counter-party. Regular way
purchases or sales are purchases or sales of financial assets that require delivery of assets
within the time frame generally established by regulation or convention in the market place.

j) Loansand advances

These are stated net of provisions for impairment.

k) Premisesand equipment

All items of premises and equipment are initially recorded at cost. Depreciation is provided

on a straight-line basis over the estimated useful lives of all premises and equipment, which
are asfollows:

Buildings 2510 100 years
Equipment 5to 12 years
Vehicles 6 years
Furniture and fixtures 5t0 12 years

Intangible assets (software)  5to 6 years

Fixed assets (and related depreciation) are revalued at year-end using official revaluation
coefficients based on the general manufactured goods price index. Such coefficients are
applied to historical cost or later valuation and to accumulated depreciation. The resulting net
revaluation surplusis capitalized through a corresponding increase in the Fixed Assets Fund.

This accounting policy is mandated by the Macedonian accounting regulations and practices.
I) Jubilee coins

Golden and silver coins minted to commemorate important anniversaries are carried at
production cost, plus a mark-up of about 20% on average to the production costs. The
production costs include the price of gold used for that purpose and the minting expenses.
The mark-up percentage varies to compensate for varying fixed production costs of different
guantities of specific coins, in order to obtain similar prices for the whole range of jubilee
coins.

m) Notesand coinsin circulation

Notes and coinsin circulation are issued by NBRM and are presented in the balance sheet as
aliability in favor of the holder, at face value.

11
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2 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

n) Short-term billsissued

Short-term bills issued by NBRM for monetary policy purposes are recorded at discounted
values, reflecting the consideration paid by banks to acquire them. Interest is accrued and
expensed at maturity.

0) Deposits

Deposits are carried at cost |ess amounts repaid.
p) Revenuerecognition

Interest income is recognized as it accrues.

Recognition of interest income from loans and deposits with banks is discontinued when the
payment of interest or principal is doubtful due to initiation of a bankruptcy procedure. In
such cases, any interest previously accrued but not received is reversed, and interest income
is subsequently recognized only when received. The recognition of interest income on an
accruals basis is reinstated only when the doubt about collectability is removed and when the
outstanding arrears of interest and principal are cleared.

Fee and other income are recognized when earned.

Similar to the treatment of interest income from loans and deposits with banks, fee income is
discontinued when its payment is considered doubtful, previously accrued fees and
commissions that are not received are reversed, and income is recognized only when
received.

g) Taxation

Deferred income taxation is provided using the liability method on all temporary differences at
the balance sheet date. Deferred income tax assets and liabilities are measured at the tax rates
that are expected to apply to the period when the asset is realized or the liability is settled, based
on laws that have been enacted at the balance sheet date.

The carrying amount of deferred income tax assets is reviewed at each balance sheet date and
reduced to the extent that it is no longer probable that sufficient taxable profit will be available
to allow dl or part of the deferred income tax asset to be utilized.

12
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3 FOREIGN EXCHANGE DEPOSITS

Foreign exchange deposits are analyzed as follows:

a) Foreign exchange deposits by type of deposit

al amountsin MKD'000

2002 2001
Sight deposits 11.506.066 38.977.154
Provisions (504.710) (150.414)
Subtotal 11.001.356 38.826.740
Term deposits 29.134.325 13.400.593
Provisions (149.082) (349.021)
Subtotal 28.985.243 13.051.572
Total deposits (sight and term) 40.640.391 52.377.747
Provisions (653.792) (499.435)
Total 39.986.599 51.878.312

Sight deposits include total interest-earning deposits of MKD 10.812.125 thousand (2001:
MKD 37.512.775 thousand), earning interest at rates mostly based on the currency of the
deposit and up to 3,4% per annum (2001: up to 3%).

Term deposits earn interest at rates based mostly on the currency of the deposit, ranging from
1,33% to 6,75% per annum (2001: 1,72% to 6,28%). The structure of term deposits per
remaining period to maturity isincluded in note 44a).

Sight and term deposits include MKD 547.215 thousand of deposits that are not freely
available to NBRM, as they were pledged during 2002 to secure a guarantee in the same
amount that was obtained in favor of a foreign bank (currently under administration) as a
condition for releasing NBRM deposits in the bank, making sure that NBRM continues to
bear full credit risk for the foreign bank exposure until the bank is rehabilitated or liquidated.
In addition to sight and term deposits, NBRM has made a subordinated loan with the same
bank of USD 5 million (MKD 292.990 thousand) maturing in 2002, which is fully
provisioned. As the bank is under administration, the maturity of thisloan did not change its
subordinated status.

Sight and term deposits also include MKD 2.582.379 thousand (2001: MKD 3.501.097
thousand) of deposits that are not freely available to NBRM, as they are pledged to secure
borrowings of Macedonian commercia banks from the foreign banks where those deposits
are placed, in accordance with the NBRM Council "Decision on Criteria and Conditions for
Using Part of Foreign Reserves for Providing Guarantees to Banks Authorized for Foreign
Operations'. Of these deposits, MKD 1.249.112 thousand are pledged in 2001 and 2002 to
secure borrowings of a commercial bank, that was put in receivership in January 2003,
including MKD 243.181 thousand that are pledged under a NBRM Council Conclusion in
order to facilitate repayment of its obligations towards the foreign bank under administration,
as a precondition for effecting the conditional release of NBRM deposits described above.
NBRM has provided MKD 173,500 for losses on these deposits.

13
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3 FOREIGN EXCHANGE DEPOSITS (Continued)

The movements in provision for losses in sight and term deposits were as follows:

Sght deposits Term deposits  Subordinated loan Total
At 31 December 2000 148.058 3.075 326.641 477.774
Interest accrued and reversed 25.772 - - 25.772
FX valuation (23.416) 88 19.217 (4.1112)
At 31 December 2001 150.414 3.163 345.858 499.435

Reclassifications arising upon the
Deposit Release Agreement with
the foreign bank in administration

due to FX valuation 52.868 - (52.868) -

due to deposit maturity 3.163 (3.163) - -
Release of provisionsto income (87.143) - - (87.143)
Charge for the year 92.418 149.082 - 241.500
At 31 December 2002 211.720 149.082 292.990 653.792

b) Foreign exchange deposits by counter-party

2002 2001
International financial institutions 27.234.436 30.276.086
Central banks 9.480.171 11.489.908
Commercia banks 3.925.784 10.611.753
Subtotal 40.640.391 52.377.747
Provisions (653.792) (499.435)
Total 39.986.599 51.878.312

The term "International financia institutions" denotes the Bank for International Settlements
("BIS") in Badle, Switzerland. Provisions relate to deposits in commercial banks.

¢) Foreign exchange deposits by geographical area

2002 2001
Europe 31.886.302 51.909.367
Other 8.754.089 468.380
Subtotal 40.640.391 52.377.747
Provisions (653.792) (499.435)
Total 39.986.599 51.878.312

The bulk of the balances outside Europe relates to a sight deposit with the Federal Reserve
Bank of New Y ork. Provisions relate to deposits in Europe.

14



National Bank of the Republic of Macedonia

NOTESTO THE FINANCIAL STATEMENTS al amountsin MKD'000
31 December 2002

4 GOLD

Gold is analyzed asfollows:

2002 2001
Gold in NBRM vault 67.892 229.407
Gold deposits 3.911.752 3.477.939
Tota 3.979.644 3.707.346

Total gold reserves of NBRM as of 31 December 2002 consisted of 194.764,682 fine troy
ounces at a market value of USD 342,75 (MKD 20.084) per fine troy ounce.

Gold deposits are held at two correspondent banks: 4.060,751 fine troy ounces as non-
interest-bearing sight deposit, and 190.703,930 fine troy ounces as rollover term deposits for

two and three months, earning interest during 2002 at a rate of between 0,04 and 0,4% per
annum (2001: 0,2% to 0,55%).

5 FOREIGN CURRENCY INVAULT

Foreign currenciesin vault comprise convertible foreign currencies held by NBRM.

6 SDR HOLDINGS

NBRM keeps a SDR-denominated current account with IMF for processing and settling
transactions with IMF.

This current account earns interest at the so-caled basic rate of IMF, which is obtained
weekly as a weighted average of selected rates of 3-month money-market instruments of five

countries whose currencies constitute the SDR valuation basket. During 2002, the basic rate
ranged between 2,4% and 2,9%, per annum (2000: 2,6% to 5,3%).

7 FOREIGN SECURITIES

Foreign securities are analyzed as follows:

2002 2001
Fixed-income securities (trading securities) 427.495 1.858.983
Other foreign securities (available-for-sale securities) 39.953 47.163
Total 467.448 1.906.146

Fixed-income securities comprise securities issued by BIS (so-caled "FixBIS'). At 31
December 2002, these include securities denominated in EUR with a term of 90 days and a
yield of 2,64%, per annum (2001: 3,23% for EUR securities and 1,72% for USD securities).
They were sold back to BIS on 2 January 2003, at a price that resulted in ayield of 2,99%.

Other foreign securities comprise ordinary shares of BIS, representing less than 0,1% of the
total equity of BIS, paid up at 25% of their nominal value of 2.500 gold francs each.
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8 LOANSTO GOVERNMENT

These relate to loans granted to the Government of the Republic of Macedonia in 1993 for
settling the government obligations to commercia banks in connection with the payment of
household foreign exchange deposits guaranteed by the Republic of Macedonia. The term of
the loan with origina amount of MKD 64,348 thousand was 10 years, to be settled in 20
equal semi-annual installments, with the last installment due on 1 January 2004.

Theloan earns interest at the rate of 5% per annum.

9 RECEIVABLESFROM GOVERNMENT RELATED TO IMF

Receivables from Government from relations with IMF are analyzed as follows:

2002 2001
Receivable related to IMF STF-1 borrowing ( Note 24) 246.962 449.138
Receivable related to SDR allocation liability ( Note 31) 667.490 728.360
Total 914.452 1.177.498

The Republic of Macedonia borrowed from IMF in 1994, for the first time, on the basis of an
IMF arrangement known as Systemic Transformation Facility (STF) for the repayment of
outstanding arrears towards the International Bank for Reconstruction and Development
("IBRD"). NBRM established a receivable account from the Government for an equivalent
amount, in accordance with the agreement between NBRM and the Government of the
Republic of Macedonia, to be serviced in parallel with the associated liability towards IMF.
NBRM charges the government the same interest rate incurred on the borrowing from IMF,
which isthe basic rate of IMF (see note 6).

The receivable related to SDR allocation concerns only the corresponding liability for the
Macedonian share of the obligation towards IMF for the SDR allocated to, and received by,
the former Yugosavia.,, based on the Law on the Legal Succession of the Republic of
Macedoniain the Membership of the IMF (see note 31).

Pursuant to the IMF Statute, ratified by the Parliament of the Republic of Macedonia, and the
related Law on the Legal Succession of the Republic of Macedonia in the Membership of the
IMF, NBRM acts as a fiscal agent of the Republic of Macedonia, and as a depository of IMF
in the Republic of Macedonia. In this capacity, NBRM records the membership quotain IMF
of the Republic of Macedonia, and also Accounts No.1, and No.2 with IMF. The balances of
these three accounts, which are not reflected in these financial statements, were MKD
5.875.874 thousand, MKD 14.727 thousand, and MKD 173 thousand, respectively (2001:
MKD 5.872.059 thousand, MKD 14.717 thousand, and MKD 173 thousand, respectively).
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10 GOVERNMENT SECURITIES

Government securities are analyzed as follows:

2002 2001
Bond maturing in April 2020 610.612 592.072
Other Bonds 2.456.107 2.763.120
Total 3.066.719 3.355.192

Government securities represent Bonds issued by the Bank Rehabilitation Agency on behalf
of the Republic of Macedonia for rehabilitation and restructuring of the largest Macedonian
commercial bank, based on the provisions of the 1995 Law on Rehabilitation and
Restructuring of Part of Banks in the Republic of Macedonia.

The Bond maturing in one lump-sum payment in April 2020, with a nominal value of MKD
1.039.318, does not earn any interest. For IFRS reporting purposes, this Bond is valued at the
fair value of the assets that were given up in exchange, subsequently amortized to maturity.

The other Bonds are repayable in equal annual installments of MKD 307.013 thousand until
1 April 2010. These Bonds earn interest at a variable rate equal to the NBRM discount rate,
which during 2002 was 10.7% per annum (2001: 7,9% until 28 June 2001, and 10,7% per
annum thereafter), payable on a monthly basis.

11 RECEIVABLES FROM EXTERNAL ACCOUNT TRANSACTIONS

Foreign exchange transactions of the Government with regard to receiving and repaying
Government foreign currency borrowings are conducted through a so-called external account
of NBRM, in order to avoid any monetary impact from Government foreign exchange debt
transactions. The balance of this account reflects the amounts paid by NBRM on behalf of the
Government from its foreign reserves which have not been reimbursed by the Government by
year-end. This account does not earn any interest.

12 LOANSTO BANKS

Loansto banks are analyzed as follows:

2002 2001

L ong-term loans from the conversion of selective loansin:
1993 38.287 38.287
1996 24.253 24.253
Long-term loans from other conversions 262 262
Total 62.802 62.802

These loans were obtained upon the restructuring of selective loans of the former National
Bank of Macedonia used to refinance mainly agricultural loans of the banks in former
Yugoslavia. Loans converted in 1996 mature on 31 March 2020, while loans converted in
1993 mature from 2003 to 2008, in ten equal semi-annual installments. All selective loans
carry an annual fee of 1,5%, payable in semi-annual installments.
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13 OTHER RECEIVABLESFROM BANKS

The balance at 31 December 2001 comprises mostly foreign exchange denominated claims
from domestic banks that have arisen just before year-end as a result of regular NBRM
operations of selling and buying foreign exchange with them, and were cleared in the first
week of 2002.

14 OVERDUE RECEIVABLE FROM BANKS

Overdue receivable from banks are analyzed as follows:

2002 2001
Overdue deposit auctions 9.268 160.600
Provisions (6.825) (6.825)
Total 2.443 153.775

Auction sales of deposits represent a monetary instrument designed to provide additional
liquidity into the banking system by auctioning NBRM deposits to commercial banks for
short periods of time and carrying interest rates set at the respective auction. Overdue
receivable from banks represent auction deposits sold in 1999 to two banks, which were not
repaid on the due date. In 2001, bankruptcy procedure was instituted against both, and it is
dtill in progress. According to the Law on Banks, the claims of NBRM, together with the
claims of the Republic of Macedonia, have priority over the claims of other creditors.

The movement of these claimsis analyzed as follows:

Total
31 December 2000 183.600
Collected in cash (23.000)
Subtotal 160.600
Provisions (6.825)
At 31 December 2001 153.775
Collected in cash (30.980)
Foreclosed property (120.352)
At 31 December 2002 2.443

During 2002, NBRM utilizing its preferred creditor position stipulated by law, acquired legal
title over premises of the two banks in Skopje in exchange for its overdue receivable. The
value of the premises acquired in respect of the one bank exceeded the auction deposit
principa receivable by MKD 41.806, representing recovery of interest on the receivable and
resulting in income, as this interest was previously fully written off.
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15 PREMISESAND EQUIPMENT

Premises and equipment are analyzed as follows:

Furniture, Total assets  Assets for

Description Buildings equipment Works of Computer Construction for business employee Total fixed

P gs equipm art  software in progress oy assets
and vehicles purposes amenities

At revalued

amount

At 1 January

2002 671.021 372.222 16.120 50.448 4315 1.114.126 34.600 1.148.726

Additions 171.975 25.893 5.946 3.977 8.547 216.338 68 216.406

Disposals (8.724) (3.075) - - - (11.799) (36) (11.835)

Assets received

free of charge - 703 3 - - 706 - 706

Revaluation 7.330 4.120 2 555 - 12.007 379 12.386

At 31 December

2002 841.602 399.863 22.071 54.980 12.862 1.331.378 35.011 1.366.389

Accumulated

depreciation and

amortisation

At 1 January

2002 81.838 175.540 - 9.197 - 266.575 2.893 269.468

Charge for the

year 6.780 44.570 - 10.176 - 61.526 1.377 62.903

Disposals (254) -2.886 - - - (3.140) (15) (3.155)

Revaluation 974 2.406 - 210 - 3.590 47 3.637

At 31 December

2002 89.338 219.630 - 19.583 - 328.551 4.302 332.853

Carrying amount:

At 31 December

2002 752.264 180.233 22.071 35.397 12.862 1.002.827 30.709 1.033.536

At 1 January

2002 589.183 196.682 16.120 41.251 4.315 847.551 31.707 879.258

Assets for employee amenities include two buildings and other furniture and equipment, in
those buildings that serve the recreational needs of NBRM employees.

As part of the 2001 payments system reform, NBRM took over the function of cash provision
from the former Payments Operations Bureau ("ZPP'), as well as part of ZPP premises,
equipment and furniture associated with that function in ten cities in Macedonia. The
premises transferred from ZPP are currently used and maintained by NBRM and NBRM has
made capital improvements shown as construction in progress in the above schedule.
However, NBRM has not yet acquired legal title over this property, pending government
formal decision on the distribution of ZPP assets and there has not been an evaluation for the
premises, yet. Therefore, no value for the premises has been recorded in the financial
statements of NBRM, yet.
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16 INVENTORIES

Inventories are analyzed as follows:

2002 2001
Jubilee coins 50.633 51.766
Other inventories 21.910 15.011
Totd 72.543 66.777

Jubilee coins represent golden and silver coins produced out of the monetary gold in NBRM
vault to honor anniversaries deemed important for the country, as decided by the
Government. At 31 December 2002, NBRM held 5.854 golden coins and 476 silver coins
(2001: 5.987 golden coins and 499 silver coins). The jubilee coins are mainly intended for
resale and gratuity, and a part is kept permanently for the NBRM collection.

Other inventories include mainly office supplies, materials for printing money and other
small inventories for NBRM use.

17 RECEIVABLES

Receivables are analyzed as follows:

2002 2001
Income tax 110.451 -
Interest 24.043 27.288
Fees and commissions 23.014 1.057
Other 14.539 4.652
Totd 172.047 32.997

The income tax receivable balance relate to the excess of the monthly income tax advances
paid during 2002 over the final tax liability for the year ended 31 December 2002 per the
annual income tax return.

The interest receivable is mainly due to the December accrual of interest on government
bonds (see note 10).

Fees and commissions include MKD 9.980 thousand of fees receivable for foreign exchange
guarantees from a commercial bank that is currently in receivership (see note 3).
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18 OTHER ASSETS

Other assets are analyzed as follows:

2002 2001
Reserve funds 716.888 716.888
Funds for employee amenities 138.772 145.830
Deferred tax asset (Note 43) 58.313 61.287
Deferred income 26.238 25.651
Assets with special purpose 615 615
Other 4.176 8.310
Total 945.002 058.581

Reserve funds are a counterpart to earnings retained in General reserves against potential
future losses of NBRM operations (see note 32), as the specific nature of central bank
operations and the central bank balance sheet requires the retention of earnings to be
accompanied by allocation of funds from the general NBRM account (giro account) to a
specific account. These funds cannot be used for purposes other than covering potential
future losses of NBRM.

Funds for employee amenities are also alocated from the general NBRM account (giro
account) and they are intended to fund recreational and other needs of NBRM empl oyees.

Deferred income includes mainly interest income accrued at the balance sheet date in relation
to sight and term depositsin foreign banks.

Assets with special purpose include membership deposits in the Multilateral Investment
Guarantee Agency and the International Development Association, members of the World
Bank Group, on behalf of the Republic of Macedonia.

19 NARROW DEFINITION OF RESERVE MONEY

The narrow definition of reserve money is analyzed as follows:

2002 2001
Money in circulation 14.814.692 15.671.213
Deposit accounts of banks 3.355.098 748.914
Tota 18.169.790 16.420.127

Money in circulation includes notes and coins held by the general public, i.e., not accounted
for in NBRM.

Accounts of banks are placed with NBRM. No interest is paid on these balances.
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20 COMPULSORY RESERVES OF BANKSAND SAVINGSHOUSES

Banks and savings houses were obliged to hold as compulsory reserves with NBRM a
percentage of deposits placed with them, as prescribed by NBRM. The compulsory reserves
of banks were merged with their accounts with NBRM (Note 19), with effect from 11
February 2002. Only savings houses are now required to hold the compulsory reserves on a
specia account with NBRM.

NBRM paid interest on the amount of compulsory reserves of savings houses at 89% of the
NBRM discount rate, amounting to 9,52% per annum, until 11 July 2002, and at 6% per
annum, thereafter. (2001: 9,52%)

21 NBRM BILLS

NBRM hills represent a monetary instrument designed to withdraw excess liquidity from the
banking system by offering securities to banks for a pre-determined period (from three days
to three months). The bills are subscribed by the banks through an auctioning process,
whereby they bid for amounts they want to purchase (in cases when NBRM chooses to fix
and preannounce the yield for the auctioned bills, which was the type of auction held until
July 2002), or, the banks bid discount percentages that reflect the yield sought by the banks
(in cases when NBRM tenders out a pre-determined amount of bills). During 2002, yield has
varied between 6,8% and 16%, per annum (2001: between 6,7 % and 18%).

22 DEMAND DEPOSITS

Demand deposits comprise deposits of brokerage houses that are placed with NBRM in
accordance with the payment system regulations.

NBRM does not pay interest on these deposits

23 RESTRICTED DEPOSITS

Restricted deposits mainly include foreign exchange funds of depositors (government)
pending completion of wire transfers abroad and funds of depositors (government) that
represent a 100% cover of letters of credit issued by NBRM on their behalf.

NBRM does not pay interest on these deposits.
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24 FOREIGNLIABILITIES

Foreign liabilities comprise borrowings from IMF and are analyzed as follows:

2002 2001
Systemic Transformation Facility - Part 1 (STF-1) 246.962 449.138
Systemic Transformation Facility - Part 2 (STF-2) 411.604 628.794
Enhanced Structural Adjustment Facility (ESAF) 2.100.899 2.371.537
Compensatory Contingency Financing Facility (CCFF) 960.563 1.197.895
Poverty Reduction and Growth Facility (PRGF) 137.223 149.737
Extended Fund Facility (EFF) 91.482 99.824
Total 3.948.733 4.896.924

Borrowings from IMF are for the purpose of supporting the balance of payments, with the
exclusion of STF-1 borrowing, which was for the purpose of repaying arrears towards IBRD
(see note 9). All IMF borrowings are denominated in SDR.

CCFF is for a period of five years, including a three-year grace period, with quarterly
payments, maturing in 2004. STF, ESAF, PRGF and EFF arrangements are for a period of ten
years, including a grace period of four and a half years (STF and EFF) or five and a half
years (ESAF and PRGF). These borrowings are payable in semi-annual installments and
should be settled fully between 2004 and 2010, depending on the arrangement type.

ESAF and PRGF arrangements incur interest at concessional rates of 0,5% per annum. Other
borrowing arrangementsincur interest at the basic rate of IMF (see note 6).

25 DENAR DEPOSITSOF THE PUBLIC SECTOR

Denar deposits of the public sector are analyzed as follows:

2002 2001
Central government account (Budget) 2.557.165 2.897.662
Other denar accounts 1.483.146 914.742
Total 4.040.311 3.812.404

Government keeps its central account (the Budget) in NBRM.

NBRM aso maintains deposits for compensatory accounts of the Ministry of Finance related
to the PHARE program and a few specia accounts of government agencies such as the
National Enterprise Promotion Agency, the Deposit Insurance Fund, and the Central
Depository of Securities. These deposits are included above as "other denar accounts”.

NBRM pays interest on these deposits, with the exception of the Centra Depository of
Securities deposit. The interest rate is renegotiated annually. During 2002, the interest rate
was 5,5% per annum until 1 October 2002, and 3% per annum thereafter (2001: 5% per
annum).
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26 FOREIGN EXCHANGE DEPOSITSOF THE PUBLIC SECTOR

NBRM offers deposit facilities to government and government entities for foreign exchange
received as a result of foreign borrowings, foreign donations or other purposes, on the
condition that, the opening of such accountsisformally approved by the Ministry of Finance.

NBRM pays interest on USD deposits at 70% of Federal Reserve System discount rate,
amounting to rates between 0,5% and 0,9%, per annum (2001: between 1,2% and 4,2%), and
on EUR deposits at 70% of ECB refinancing tender rate, amounting to rates between 1,2%
and 1,6%, per annum (2001: between 2,3% and 3,3%), with the exception of the special
foreign exchange privatization deposit denominated in EUR amounting to MKD 6.698.477
thousand (2001: MKD 11.371.050 thousand), which earns interest at the full amount of the
above mentioned benchmark rates for EUR deposits.

27 STABILIZATION FUND

For the purpose of coordinating monetary and fiscal policies, the Government maintains
funds in a special stabilization fund with NBRM, in order to support the exchange rate of the
Macedonian Denar. This deposit does not earn interest.

28 OTHER PAYABLES

Other payables are analyzed as follows:;

2002 2001
Interest payables 30.079 35.502
Payables from appropriation of net income 26.993 307.731
Liabilitiesfrom BNT bankruptcy 15.263 24.762
Payables from sale of socially-owned flats 10.300 168.782
Income tax payable 9.983 16.707
Other payables - 4.910
Total 92.618 558.394

Interest payables comprise mainly interest accrued for December on public sector MKD
deposits and compulsory reserves of banks, paid in January.

Payables from appropriation of net income relate to the NBRM net income, after taxes and
appropriation of net income to NBRM reserves, which is due to the Budget, in accordance
with the provisions of the NBRM Law.

As a result of the NBRM guarantee of household deposits stipulated by the banking
regulations at the time, when a commercial bank was declared bankrupt in 1996, its liabilities
amounting to MKD 292.442 thousand were transferred to NBRM with a decision of the
bankruptcy court. In this respect, the amount of MKD 124.533 thousand was paid out until 31
December 2002 to meet claims by the bank depositors. The amount of MKD 15.263 thousand
reflects the amount NBRM management believes that will be paid for the same purpose in the
foreseeable future.
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28 OTHER PAYABLES (Continued)

Payables from the sale of socially-owned flats arise when such flats are bought by their
residents with foreign currency deposited in commercial banks, as alowed by the relevant
regulations. The foreign exchange collected this way is transferred to NBRM and deposited
in aspecial account, and the MKD equivalent is paid to the government on aweekly basis.

NBRM does not pay interest on either of these payables.

29 OTHERLIABILITIES

Other liahilities are analyzed as follows:

2002 2001
NBRM Apex operation inflows 746.206 484.211
Bank deposits related to swap operations 660.901 68.032
Temporarily confiscated foreign currencies 145.844 146.491
Equity payments pending operational license 122.142 -
Jubilee coins counterpart (note 16) 50.633 51.767
Expected litigation outlays 30.779 30.779
IBRD special deposit 20.212 19.712
Accrued interest to IMF 19.107 13.116
Other liabilities 8.791 12.452
Bank deposits related to EUR changeover - 5.381.453
Special purpose bank deposits - 114.719
Total 1.804.615 6.322.732

NBRM Apex operation inflows includes mainly principal collected from the commercial
banks within the framework of the Private Sector Development Loan ("PSDL") from IBRD,
where NBRM acts as an intermediary ("Apex" Unit) channeling IBRD loans to commercial
banks for on-lending as sub-loans and, on the other side, commercial bank repayments to
IBRD. Since sub-loans have shorter repayment terms compared to the IBRD borrowing,
NBRM accumulates principal repaid from the banks, but not yet due to IBRD. This
accumulated principal is intended for rollovers of sub-loans until IBRD repayment is due.
NBRM does not pay any interest on these funds.

Bank deposits related to swap operations consist of foreign exchange deposits of domestic
banks made available for intra-day or other swap facilities that NBRM offers to domestic
banks as a stand-by or discretionary facility for the banks' liquidity in local currency. None of
the above amounts outstanding was being used for that purpose as at 31 December 2002.
NBRM pays interest on these funds amounting to 70% of the benchmark rates explained in
note 26.
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29 OTHER LIABILITIES (Continued)

Temporarily confiscated foreign currencies represent foreign currency holdings of
individuals that were confiscated for a variety of reasons and deposited with NBRM by the
confiscating authority, until the court resolution of the dispute, when the foreign currencies
are either returned to the original holder or conferred to the government. The above amount
represents the foreign currencies that were temporarily confiscated up to 1993 and have been
subsequently included in the foreign reserves under NBRM management. Thereafter, the
temporarily confiscated foreign currencies have been kept physically separate from other
foreign currencies, and do not constitute part of the foreign reserves under NBRM
management, and are thus recorded in a memo account until a final court resolution. Those
foreign currencies recorded off-balance sheet amount to MKD 101.788 thousand at 31
December 2002 (2001: MKD 72.021 thousand). NBRM does not pay interest on these funds.

Equity payments pending operational license include EUR 1 million deposit made in respect
of alicense application to the Ministry of Finance for an insurance company license, made in
accordance with the Insurance Supervision Law, and a EUR 1 million deposit related to a
license application to NBRM for money transfer activities, made in accordance with the
NBRM regulation on money transfer. NBRM does not pay interest on these funds.

Expected litigation outlays relate to estimated amounts of interest that NBRM management
expects to pay to insurance companies that have sued NBRM for foreclosing on their giro
accounts the amounts that these insurance companies owed to NBRM with regard to insuring
NBRM advances to exchange bureaus.

IBRD special deposit represents advances made to cover administrative expenses of the
IBRD Resident Office in Skopje.

Bank deposits related to Euro changeover concern the aggregate amounts of banknotes of
currencies replaced by Euro that were deposited by Macedonian banks before 31 December
2001 and were converted into Euro and released back to the banks at the beginning of 2002.

Specia -purpose bank deposits arose when Macedonian commercial banks that had borrowed
under a NBRM deposit guarantee from a foreign bank that was later put under administration
started channeling their loan repayments to NBRM, pending resolution of the status of that
bank. The accumulated deposits were released during 2001 and 2002, in conformity with the
Deposit Release Agreement signed between NBRM and the bank administrators, that requires
NBRM to encourage reduction of arrears of Macedonian banks towards the foreign bank in
return for a conditional release of NBRM deposits.
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30 COUNTER-ENTRIESIN NBRM ACCOUNTS

Counter-entries in NBRM accounts arise as a result of the specific nature of central bank
operations, with respect to the following:

- counter-entries for local currency deposits maintained in NBRM,

- stocks of banknotes and coins in case of a need to issue them into circulation, as well as
administrative forms and stamp duty that are also put in circulation by NBRM,

- for transactional giro account and special accounts for so-caled "primary issue" that
reflect changes in underlying assets and liabilities used for monetary policy purposes, etc.

Since the above categories do not represent liabilities or receivables against third parties, they
are netted off and only the net amount is shown on the balance sheet.

31 SDR ALLOCATION

By decision of the Executive Board of IMF dated 14 December 1992 and upon written
approval of al successor states in the process of distributing the IMF quota of former
Y ugoslavia, the Republic of Macedonia received 5,4% of the net cumulative SDR allocation
obligation of former Yugoslavia, in the amount of SDR 8.378.694. This amount represents
the share of Republic of Macedonia of the obligation towards IMF of former Yugoslavia, for
the SDR that were previously allocated to, and received by, former Y ugoslavia

According to IMF statute, the liability for SDR allocations is due only in the case of
cancellation of SDR allocations. Such cancellation may be effected by a decision of the
Board of Governors of IMF, with a 85% magjority of the total voting power, or in the case of
termination of the country's participation in the IMF SDR Department or in the event of
liquidation of the IMF SDR Department.

NBRM pays the IMF basic rate on the outstanding amount of the SDR allocation liability.

32 GENERAL RESERVES

It is stipulated in the NBRM Law that 20% of NBRM annual net income after taxes is
transferred to the general reserves until the level of initial NBRM capital is reached.

General reserves act can be used to cover unexpected losses in NBRM operations. Before the
2002 , the general reserves included also other special reserves components, such as, the
Reserve from realized net foreign exchange gains, Reserves for crediting Deposit Insurance
Fund, and General Reserves, which were unified in 2002.
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33 FUNDS
Funds are analyzed as follows:

2002 2001
Fixed Assets Fund 1.258.046 1.251.512
Fund for Employee Amenities 173.988 182.304
Total 1.432.034 1.433.816

By its earlier constitution, and following its established central bank accounting practices,
NBRM does not have equity capital. These fund accounts were originally a quasi-equity
account for its fixed assets for business purposes and fixed assets for employee amenities,
including the NBRM accounts that are used to finance those fixed assets. They were
increased by retaining earnings in accordance with the Council Decision for appropriation of
net income, based on the financia plan of NBRM for purchases of fixed assets, as approved
by the Parliament, but also when fixed assets were received free of charge or converted to
cash.

34 REVALUATION RESERVES

These reserves represent accumulated net unrealized foreign exchange gains from periodic
exchange rate revaluations of monetary assets and liabilities, which serve as a reserve against
potential future adverse movements in exchange rates.

35 IFRSADJUSTMENTS

This retained earnings account accumulates all changes to statutory profit and loss statements
up to and including year 2002 that were required for the financial statements to be compliant
with IFRS in al material aspects applicable to central banks, with year 2001 being the first
year NBRM prepared financial statements in compliance with IFRS (1AS). The movement of
this account is analyzed as follows:

At 31 December 2000 -
IFRS adjustments to the statutory profit and loss statements up to 2000 432.667

IFRS adjustments to the statutory profit and loss statement for 2001 (54.594)
At 31 December 2001 378.073
IFRS adjustments to the statutory profit and |oss statement for 2002 (5.918)
At 31 December 2002 372.155
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36 INTEREST INCOME

Interest income is analyzed as follows:

al amountsin MKD'000

Loans Deposits  Securities Total Total
granted made  purchased 2002 2001
Government 868 277.001 277.869 266.485
Domestic banks 16.904 16.904 15.923
Foreign entities 1.418.858 8569 1427427 2.201.017
Total 2002 17.772  1.418.858 285,570  1.722.200  2.483.425
Total 2001 17147  2.114.147 352.131  2.483.425
37 INTEREST EXPENSE
Interest expense is analyzed as follows:
Loans Deposits  Securities Total Total
received received issued 2002 2001
Government 476.081 476.081 960.855
Domestic banks 174.495 568.663 743.158 483.927
Foreign entities 99.856 99.856 148.051
Total 2002 99.856 650.576 568.663  1.319.095  1.592.833
Total 2001 148.051  1.087.563 357.219  1.592.833
38 FEE INCOME
Feeincomeis analyzed asfollows:
2002 2001
Fees from foreign exchange payments 50.760 106.144
Fees from guarantees for domestic bank borrowings 38.615 23.585
Fees from sales of duty stamps 20.289 10.074
Fees from providing cash to commercial banks 36.518 -
Fees from domestic bank payments clearing (RTGS) 26.277 1.611
Fees from Euro exchange for domestic banks 20.739 1.093
Other fees 8.263 6.022
Total 201.461 148.529

Fees from foreign exchange payments are mainly generated when NBRM sells foreign
exchange to banks as part of NBRM and bank treasury operations and when NBRM sdlls
foreign exchange and executes foreign payments upon instructions of government entities

conducting payment operations through NBRM.
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38 FEE INCOME (Continued)

Fees from guarantees for domestic bank borrowings include fees of 0,1% a month, charged
on the balance of guarantees issued by NBRM for borrowings of domestic banks from
foreign banks, in accordance with a NBRM Council Decision that allows foreign exchange
reserves managed by NBRM to be used as a guarantee to domestic banks for borrowing from
foreign banks and on-lending the borrowing proceeds to Macedonian companies.

Fees from sales of duty stamps relate to proceeds from sales of administrative and legal duty
stamps that are earned by NBRM for itsrole in their printing and distribution.

Fees from providing cash to commercia banks and fees from domestic bank payments
clearing (RTGS) relate to services to domestic commercia banks, which NRBM commenced
providing as from the beginning of 2002 and from the end of 2001, respectively.

Fees from changing EUR for domestic banks, earned around the EUR changeover cut-off
date of 31 December 2002, were generated when domestic banks chose to use NBRM
services for exchanging the currencies collected from the public into EUR.

Fees for all NBRM operations are determined with a special NBRM Council decision on the
tariff structure, as amended from time to time.

39 OTHER INCOME

Other income is analyzed as follows:

2002 2001
Realized foreign exchange gains, net 56.908 111.652
Collection of interest written off earlier (Note 14) 41.806 -
Feesfrom NBRM Apex operations (Note 29) 11.688 20.402
Dividend income from BIS (Note 7) 6.804 -
Other income 16.193 9.415
Extraordinary items
BIS shares received without compensation - 49.036
Cancelled liability to replace 1993 banknotes - 120.468
Total 133.399 310.973

Redlized foreign exchange gains, net, arise mainly from operations of buying and selling
foreign exchange with domestic banks and from the 0,3% spread between the middle and
buying official exchange rates when NBRM sells foreign exchange to government for foreign
payments.

At 31 December 2001, the obligation to replace previous banknotes issued in 1993 with the
existing legal tender (banknotes issued in 1996) expired, as set by a Decision of the NBRM
Council, and the liability of NBRM to replace such banknotes was cancelled.
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40 FEE EXPENSE

Fee expenseis analyzed as follows:

Fees to foreign banks
Fees to domestic banks related to exchange operations
Other fees to domestic banks

al amountsin MKD'000

Total

2002 2001
19.666 13.249
9.928 69.460
5.805 7.071
35.399 89.780

Fees to foreign banks relate to charges on transactions with NBRM deposits and other foreign

exchange transactions with foreign banks.

41 OTHER EXPENSE

Other expense is analyzed as follows:

Services
Costs for production of banknotes and coins
Materials

Other administrative expenses
Expenses for expected litigation outlays ( Note 29 and
45¢)

Other expenses

Total

2002 2001
74.743 85.049
31.926 121.170
27.087 22.465
11.257 10.211

- 30.779
4.279 2441
149.292 272.115

Costs for production of banknotes and coins relate mainly to special paper imported for the
banknotes. The banknotes are produced by a Macedonian company not related to NBRM.

42 LOAN LOSSPROVISIONS, NET

Loan loss provisions are analyzed as follows:

Provisions charged in 2002 against bank deposits
Reversal of provisions for interest collected from the
foreign bank under administration (Note 3)

Tota

2002

241.500
(87.143)

154.357

2001
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43 TAXATION
2002 2001
Deferred asset:
At 1 January 61.287 76.353
Movement for the year relating to income statement
Reversal of previoustemporary differences (2.974) (6.152)
Origination of temporary differences - (8.914)
At 31 December 58.313 61.287
The net deferred tax asset comprises the following types of temporary differences:
2002 2001
Deferred tax assets:
Adjustment for non-interest earning bond (Note 10) 64.306 67.087
Cut-off of gold used for jubilee coins - 804
Correction of prior year deferred taxation - 3.115
Deferred tax liabilities:
BIS shares obtained for free (Note 7) (5.993) (7.356)
Cut-off of interest for bank sight deposit - (2.363)
Net deferred tax asset 58.313 61.287

The relationship between the tax expense and the accounting profit can be explained asfollows:

Profit before taxation per income statement

Income tax at the statutory rate of 15%

Tax effects arising from:
origination and reversal of timing differences
expenses that are not deductible for tax purposes
income that is not taxable for income tax purposes
tax relief for fixed assets additions

Tax at effective income tax rate 17,4% (2001: 17,4%)

Effective tax rate

Current income tax expense
Deferred tax expense

2002 2001
47.988 751.023
7.198 112.653
1.641 4,616
1.275 16.423
- (16)
(1.785) (2.841)
8.329 130.835
17,4% 17,4%
5.355 115.769
2.974 15.066
8.329 130.835
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43 TAXATION (Continued)

NBRM income tax liabilities are based on the tax returns filed to the tax authorities and are
finalized when audited by the Central Tax Authorities, or a ten-year period has elapsed from
the year they are filed. The NBRM books and records have not been audited by the income
tax authorities for 2002 and 2001. Therefore, the NBRM income taxes for these years may
not be considered finalized.

44 FINANCIAL INSTRUMENTS

The balance sheet of NBRM is largely comprised of financial instruments. These instruments
expose NBRM to a number of risks, including liquidity risk, interest rate risk, foreign
exchange risk, and credit risk.

a) Liquidity risk
Liquidity risk istherisk that NBRM will be unable to meet its liabilities when they fall due.

Regarding liabilities in domestic currency, NBRM is not exposed to thisrisk dueto its central
bank character. Regarding liabilities in foreign currencies, NBRM limits this risk by
managing foreign assets with liquidity in mind.

The table below summarizes the maturity profile of the bank’s assets and liabilities based on
contractual repayment determined on the basis of the remaining period at the balance sheet
date to the contractual maturity date, at 31 December 2002:

Upto 1to3 3 months 1to5 over Total

1 month months to 1 year years 5years
ASSETS
Foreign assets 35.606.996  9.625.296 - 39.953  45.272.245
Receivable from public sector 4,476,137 82.321 393.263 1.314.401 1.531.652 7.797.774
Receivable from banks 9.158 - 2.863 35.424 24,515 71.960
Other assets 1.054.223 - 58.313 1.110.592 2.223.128
Total assets 41146514 9.707.617 396.126 1.408.138 2.706.712  55.365.107
LIABILITIES
Reserve money 21.187.705 21.187.705
Restricted deposits 553.383 - - - - 553.383
Foreign liabilities - 511.536 728.870 2.507.812 200.515 3.948.733
Deposits of public sector 18.332.765 - - - - 18.332.765
Other ligbilities 2.408.061 2.408.061
SDR dllocation liability 667.490 - 667.490
Capital accounts - 8.266.970 8.266.970
Total liabilities and capital 43149404 511536 728.870 2.507.812 8.467.485  55.365.107
GAP ANALYSIS
Gap per individual band (2.002.890) 9.196.081 (332.744) (1.099.673) (5.760.773)
Cumulative gap (2.002.800) 7.193.191  6.860.447 5.760.773 -
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44 FINANCIAL INSTRUMENTS (Continued)

a) Liquidity risk (Continued)

The maturity profile of the assets and liabilities at 31 December 2001 was as follows:

ASSETS
Foreign assets

Receivable from public sector

Receivable from banks
Other assets

Tota assets

LIABILITIES

Reserve money
Restricted deposits
Foreign liabilities
Deposits of public sector
Other liabilities

SDR dlocation liability
Capital accounts

Total liabilities and capital

GAP ANALYSIS
Gap per individua band

Cumulative gap

al amountsin MKD'000

Upto 1to3 3 months 1to5 over Total
1 month months to 1 year years 5years
59.089.801 327.858 408.196 - 47.163  59.873.018
4.530.190 89.828 93.387 1.816.694 1.820.125 8.350.224
272.194 - - 29.431 33.371 334.996
925.526 - - 61.287 950.800 1.937.613
64.817.711 417.686 501.583 1.907.412 2.851.459  70.495.851
21.383.807 - - - - 21.383.807
587.247 - - - - 587.247
- 179.655 179.655 3.616.521 921.093 4.896.924
25.220.283 - - - - 25.220.283
7.295.867 - - - 7.295.867
728.360 - - - - 728.360
- - - - 10.383.363  10.383.363
55.215.564 179.655 179.655 3.616.521  11.304.456  70.495.851
9.602.147 238.031 321.928  (1.709.109)  (8.452.997)
9.602.147  9.840.178 10.162.106 8.452.997 -
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44 FINANCIAL INSTRUMENTS (Continued)

b) Interest raterisk

Interest rate risk arises from the possibility that changes in interest rates will affect future
profitability or the fair values of financial instruments. NBRM is exposed to interest rate risk
as aresult of mismatches of interest rate re-pricing of assets and liabilities.

With regard to domestic assets and liabilities, NBRM has significant powers to influence
interest rates, directly, through setting the discount rate which then determines the
remuneration rate on bank compulsory reserves, loans to banks and government securities,
and indirectly, through influencing the overall level of interest rates via its monetary policy.
However, these powers are used in the context of the monetary policy and in the interest of
the economy as a whole, are constrained by the overall framework of the country's economic
policy, and are not guided by NBRM balance sheet or profitability considerations. With
regard to foreign assets and liabilities, alarge part of NBRM liabilities are at variable interest
rates and the bulk of NBRM assets are at short terms that effectively simulate the interest rate
variability on the liabilities side.

The Bank’s interest sensitivity position based on contractual re-pricing arrangements at 31
December 2002 was as follows:

Interest-bearing items Non-interest
Up to 1month or 1to3 3 monthsto 1lto over bearing Total
at variablerate months 1 year 5years 5years items
ASSETS
Foreign assets 35.058.852 9.625.296 - - - 588.097 45.272.245
Receivable from public
sector 2.706.902 - 3.929 4.027 610.612 4.472.304 7.797.774
Receivable from banks 2.443 - 2.863 35.424 24515 6.715 71.960
Other assets - - - - - 2223128 2.223.128
Total assets 37.768.197 9.625.296 6.792 39.451 635.127 7.290.244 55.365.107
LIABILITIES
Reserve money 3.002.602 - - - - 18.185.103 21.187.705
Restricted deposits - - - - - 553.383 553.383
Foreign liabilities 1.710.611 72448  289.782 1.721.118 154.774 - 3.948.733
Deposits of public sector 10.720.429 - - - - 7.612.336 18.332.765
Other liabilities 660.901 - - - - 1.747.160 2.408.061
SDR allocation ligbility 667.490 - - - - - 667.490
Capital accounts - - - - - 8.266.970 8.266.970
Total liabilities & capital 16.762.033 72448 289.782 1.721.118 154.774 36.364.952 55.365.107
GAP ANALYSIS
Gap per individual band 21.006.163 9.552.849  (282.990) (1.681.666) 480.353 (29.074.708)
Cumulative gap 21.006.163 30.559.012 30.276.021 28.594.355 29.074.708
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b) Interestraterisk (Continued)

al amountsin MKD'000

The bank’s interest sensitivity position based on contractual re-pricing arrangements at 31

December 2001 was as follows:

Interest-bearing items Non-interest

Up to 1month or 1to3 3 monthsto 1lto over bearing Total

at variablerate months 1 year 5years 5years items
ASSETS
Foreign assets 53.829.906 327.859 408.196 - - 5.307.057 59.873.018
Receivable from public
sector 3.215.731 - 3.559 12.145 - 5.118.789 8.350.224
Receivable from banks 153.775 - - 20.431 33.371 118.419 334.996
Other assets - - - - - 1.937.613 1.937.613
Total assets 57.199.412 327.859 411.755 41,576 33.371 12.481.878 70.495.851
LIABILITIES
Reserve money 4.963.680 - - - - 16.420.127 21.383.807
Restricted deposits - - - - - 587.247 587.247
Foreign liabilities 2.375.651 - - 1343876 1.177.397 - 4.896.924
Deposits of public sector 12.572.442 - 3.792.081 - - 8855760 25.220.283
Other liabilities 182.751 - - - - 7113116 7.295.867
SDR alocation liability 728.360 - - - - - 728.360
Capital accounts - - - - - 10.383.363 10.383.363
Total liabilities & capital 20.822.884 - 3792081 1.343876 1.177.397 43.359.613 70.495.851
GAP ANALYSIS
Gap per individual band 36.376.528 327.859 (3.380.326) (1.302.300) (1.144.026) (30.877.735)
Cumulative gap 36.376.528 36.704.387 33.324.061 32.021.761 30.877.735
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44 FINANCIAL INSTRUMENTS (Continued)

¢) Foreign exchangerisk

Currency risk is the risk that the value of a financial instrument will fluctuate due to changes
in foreign exchange rates.

The current foreign exchange system of the Republic of Macedonia is theoretically based on
freely floating exchange rates, as set by market participants. However, the exchange rate of
MKD versus the German Mark (Euro) is a basic anchor of the monetary policy and the
overall economic policy and NBRM has wide powers to influence the exchange rate of
MKD. NBRM also publishes the official indicative list of exchange rates, which is used for
accounting trandation of foreign exchange values to MKD, including the trandations in
NBRM records. NBRM balance sheet and profitability considerations have not historically
played any role in setting the exchange rates. In addition to the constraints posed by the
overall economic policy, the NBRM is constrained to a limited extent also by market forces
that may render the official exchange rates incomparable to market rates.

The table below shows main categories of assets and liabilities analyzed by their currency of
denomination, as at 31 December 2002:

EUR usbD SDR other MKD Tota
ASSETS
Foreign assets 27.010.470 12.136.781  358.302 6.420.4814 (653.792) 45.272.245
Receivable from public sector 3.804.814 914.452 3.078508 7.797.774
Receivable from banks - - - 71.960 71.960
Other assets 5.331 18.294 2.613 2.196.800 2.223.128
Total assets 27.015.801 15.959.880 1.272.754 6.423.097  4.693566 55.365.107
LIABILITIES
Reserve money - - 21.187.705 21.187.705
Restricted deposits 44.395 445,039 - 63.949 553.383
Foreign liabilities - - 3.948.733 - 3.948.733
Deposits of public sector 7.409.123 303.333 10.620.309 18.332.765
Other ligbilities 1.577.201 112.786 - 14.021 704.053  2.408.061
SDR allocation liability 667.490 - 667.490
Capital accounts 8.266.970  8.266.970
Total liabilities and capital 9.030.719  861.158 4.616.223 77.970  40.779.037 55.365.107
GAP ANALYSIS
Gap per currency 17.985.082 15.098.731 (3.343.468) 6.345.127 (36.085.471)
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44 FINANCIAL INSTRUMENTS (Continued)

¢) Foreign exchangerisk (Continued)

al amountsin MKD'000

The table below shows main categories of assets and liabilities analyzed by their currency of

denomination, as at 31 December 2001

ASSETS
Foreign assets

Receivable from public sector

Receivable from banks
Other assets

Total assets

LIABILITIES

Reserve money
Restricted deposits
Foreign liahilities
Deposits of public sector
Other liabilities

SDR dllocation liability
Capital accounts

Total liabilities and capital

GAP ANALYSIS
Gap per currency

EUR uUsb SDR other MKD Total
41.721.416 13.939.082 154.018 4.058.502 - 59.873.018
- 3798357 1.177.498 - 3.374.369 8.350.224
1.093 80.915 - 30.086 222.902 334.996
19.104 2.949 - 5.862 1.909.698 1.937.613
41.741.613 17.821.303 1.331.516 4.094.450 5.506.969 70.495.851
- - - - 21.383.807 21.383.807
163.987 369.774 - 53.486 - 587.247
- - 4.896.924 - - 4.896.924
12.054.230 793.542 - 109  12.372.402 25.220.283
6.313.240 42.852 12.679 8.574 918.522  7.295.867
0 - 728.360 - - 728.360
- - - - 10.383.363 10.383.363
18.531.457 1.206.168 5.637.963 62.169  45.058.094 70.495.851

23.210.156 16.615.135 (4.306.447) 4.032.281 (39.551.125)
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44 FINANCIAL INSTRUMENTS (Continued)

d) Credit risk

Credit risk is the risk that one party to a financial instrument will fail to discharge an
obligation and cause the other party to incur afinancial loss.

The size and concentration of the exposure of NBRM to credit risk can be obtained directly
from the balance sheet and notes to balance sheet positions that describe financial assets. In
the case of NBRM, the main credit risk arises in respect of correspondent banks where
foreign exchange deposits and other foreign assets are placed and in respect of domestic
banks regarding the use of NBRM guarantees. The table below shows main concentrations of
credit risk by counter-party, as of 31 December.

Deposits Securities Total 2002 2001
BISBasle 30.247.039 467.448 30.714.487 32.048.072
Federal Reserve Bank of
New York 8.708.892 - 8.708.892 365.321

Main instrument for managing credit risk is the NBRM Council regulation requirement
foreign reserves to be placed with banks that cumulatively meet both a criterion of size (to be
among 200 largest according to the Banker's Almanac) and a criterion of credit rating (to be
rated at least A3 per Moody's or comparable), with exceptions approved by the NBRM
Council. These requirements are monitored when opening a new bank account and
continually thereafter until account closure.

e) Fair value
The table below sets out the differences between carrying values and estimated fair values of

those financial instruments where fair values are materially different from carrying amounts
in the financial statements.

31 December 2002 31 December 2001
Carrying Fair Carrying Fair
value value Difference value value Difference

Financial assets

Non-interest earning

government bond (Note 10) 610.612 238.791 (371.821) 592.072  219.275 (372.797)
Long-term loans to banks

from conversion of

selective loans (Note 7) 62.802 38.004 (24.798) 62.802 35.385 (27.417)

Net difference between (396.619) (400.214)

The fair values were estimated by discounting to net present value the future cash flows
associated with the financia instruments using the discount rate of NBRM of 8.9% prevailing
during the last two years.

Asexplained in note7, included under available-for-sale investments are BIS shares with avalue
of MKD 39,953 thousand (2001: MKD 47,163 thousand), for which fair value cannot be
reliably determined due to the fact that these shares are not actively traded.

Carrying amounts of other financial assets and liabilities approximate their fair values.
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45 COMMITMENTSAND CONTINGENCIES

a) Capital commitment

NBRM has uncalled capital on itsinvestment in BIS shares amounting to 806.250 gold francs
or MKD 119.859 thousand (see note 7). In accordance with the BIS Statute, the unpaid
capital is calable at three months notice by decision of the BIS Board.

b) Guarantees

Based on the NBRM Council "Decision on Criteria and Conditions for Using Part of Foreign
Reserves for Providing Guarantees to Banks Authorized for Foreign Operations' and
"Decision on Using Part of Foreign Reserves for Providing Guarantees to Banks Authorized
for Foreign Operations Aimed at Supporting Economic Activities', NBRM pledges part of
the foreign reservesin form of bank deposits to guarantee borrowings of domestic banks from
foreign banks to finance sub-loans to domestic enterprises, mainly for export and
manufacturing purposes.

As of 31 December 2002, there were 12 such individual guarantees outstanding, in the total
amount of MKD 2.582.378 thousand (2001: 22 individual guarantees, MKD 3.501.097
thousand).

¢) Litigation

NBRM is defendant in a number of lawsuits. NBRM contests these claims and based on legal
advise considers that no other material liabilities will be incurred, except for the amounts
already provided for (see note 29).

d) Derivatives

NBRM had no derivatives as of 31 December 2002 (2001: nil).
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