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|. Activities of the Banking Supervision in 2002
1.1. Changes and promation of the regulatory framework of the banking supervision

In 2002, the National Bank of the Republic of Macedonia continued performing the
activities directed towards further promoting and strengthening of the regulatory framework for
prudent banking operations. Therefore activities were performed for further compliance with and
implementation of the international supervisory standards, as well as incorporation of certain legal
solutions arising from the specific conditions and circumstances in which the Macedonian banks
operate.

More important amendments to the legal framework regulating the banking supervision
and the banking operations i n 2002 are the following:
- the new Law on the National Bank of the Republic of Macedonia; and
- the amendments to the Banking Law.

The key systemic laws regulating the operations of the banking system in the Republic of
Macedonia, such as the Banking Law, the Law on Foreign Exchange Operations and the Law on
Payment Operations were adopted in the previous years. These laws had certain influence on the
role and the functions of the National Bank of the Republic of Macedonia, imposing the need of
compliance of the Law on the National Bank of the Republic of Macedonia with these laws and the
other regulations. On the other hand, the signing of the Stabilization and Association Agreement
between the Republic of Macedonia and the European Union imposed the obligation for adjusting
the domestic legidation to the legidation of the European Union member states.

The new Law on the National Bank of the Republic of Macedonia was adopted in early
2002, thus providing a ground for structuring the functions and the organization of the Central
Bank in accordance with the legal solutions of the European Union member states.

Few significant aspects may be distinguished in the new Law on the National Bank of the

Republic of Macedonia, as follows:

- the price stability becomes aprimary goa of the National Bank of the Republic of Macedonia;

- strengthening the functiona, ingtitutional and the financial sovereignty and independence of
the National Bank of the Republic of Macedonia, particularly from the aspect of conducting the
monetary policy. In order to avoid the political influence, the new Law does not alow
members of political parties to become members of the Council of the National Bank of the
Republic of Macedonia, while two of them shall be professionally engaged in the Nationa
Bank of the Republic of Macedonia. It strengthens the professionalism, the responsibility and
the transparency in the operations of the bodies of the National Bank of the Republic of
Macedonig;

- further strengthening of the supervisory role of the National Bank of the Republic of
Macedonia, by expanding the range of corrective measures that could be undertaken against the
banks or the savings houses in the Republic of Macedonig;

- the terms and criteria for placing the foreign exchange reserves have been strengthened,
considering the safety, liquidity and profitability;

- the competence of the National Bank of the Republic of Macedonia in the conduct of payment
operations is clearly defined;

- larger transparency in the operations of the National Bank of the Republic of Macedonia, by
introducing the obligation for verification and assessment of the annual accounts of the
National Bank of the Republic of Macedonia by an authorized audit company. The Nationa
Bank of the Republic of Macedonia publishes the supervisory report in the media;

- the possihilities for the National Bank of the Republic of Macedonia to extend loans or credits
to the Government are limited;



- the tasks, the responsibilities and the organizational layout of the internal audit within the
National Bank of the Republic of Macedonia are defined in more details.

At the beginning of 2002, amendments were made to the Banking Law. The most essential
amendments to the Law are related to the authorization of the National Bank of the Republic of
Macedonia to check the source of funds for each payment of capital and for each change in the
ownership structure of the bank’s shares. This amendment was made within the framework of the
scope of activities the Government undertook, for prevention of the possible forms of money
laundering through the banking system of the Republic of Macedonia. Also, this amendment was
made in order to overcome the identified problems in the application of the provision of Article 11
of the Banking Law according to which the National Bank of the Republic of Macedonia assesses
the integrity of each potentia entity, on the basis of which it discusses the application for issuing an
approval only when acquiring, gradually or at once, shares with total cumulative, nominal amount
of 10%, 20%, 33%, 50% and 75% of the total number of shares bearing managing right.

On the basis of this change, the National Bank of the Republic of Macedonia acquired an
authorization to check the source of funds paid in as banks' capital, irrespective of the amount of
payment, i.e. the changes in the ownership structure, which lead to larger transparency of the
ownership structure.

A Decision on the documentation necessary for issuing approvas was adopted on the basis
of the amendments to the Banking Law, regarding the documentation enclosed for each payment of
capital and for each change in the ownership structure of the banks shares and the criteria for
assessment of the source of funds, specifying the necessary documentation on the basis of which
the source of funds is assessed (audit report, annual report, credit, loan, gift and other evidence for
the funds used for purchasing or acquiring shares). The National Bank of the Republic of
Macedonia verifies the adequacy of the submitted evidence for the source of funds, and if it is not
submitted or is inadequate, the Nationa Bank of the Republic of Macedonia is required to notify
the Anti-Money Laundering Department. The shares acquired contrary to the legal regulations shall
not bear voting right, while the persons who acquired such shares may not be members of the
management bodies of the bank.

Other amendments to the Banking Law pertain to the following:

- possibility of transforming a savings house into a bank;

- setting standards for preparing and implementing security in the information system, on the
basis of which the banks' information systems adequacy is assessed;

- specifying cases of alowed disclosure of data which according to the regulations are deemed
confidential data on the bank;

- moreprecise definition of the terms that are to be met by the members of the Risk Management
Board, who are required to be with tertiary education and to have an experience of at least three
years in the area of finance or banking; and

- strengthening the method of carrying out the supervisory function by the National Bank of the
Republic of Macedonia.

The enforcement of the new decisions regulating the basic supervisory standards started at
the beginning of 2002, such as. banks capita adequacy calculation, credit risk assessment by
establishing a methodology for classification of the banks' risk assets, identification, measurement
and monitoring of the credit concentration limits, etc. These by-laws were adopted in 2001,
however, due to their complexity, and since their application required adequate changes in the
internal systems and the software applicationsin the banks, an adjustment period for the banks was
envisaged, and therefore, their enforcement started at the end of the first quarter of 2002.

Also, in March 2002, the Supervisory Circular no. 5 — ldentification, measurement,
monitoring and control of the country risk was adopted, with which the National Bank of the
Republic of Macedonia continued the practice of preparing supervisory circulars which are



guiddines for providing more effective manner of fulfilling the set supervisory standards, i.e.
fulfillment of the established legal obligations. This circular provides guidelines with regard to the
country risk assessment by the bank, for defining the bank’s exposure to a certain country, the
establishment systems for monitoring and control of the exposure towards certain countries, for
setting the potential losses arising from the exposure towards a particular client — foreign person
and for defining the basic elements of the country risk management policy.

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

The layout of the National Bank of the Republic of Macedonia supervisory function is
based on the Law on the Nationa Bank of the Republic of Macedonia, the Banking Law, aswell as
other by-laws. This function is performed through:

- Licensing, i.e. issuing licenses and approvals;
- Supervision, i.e. examination of the operations of the banks and the savings houses; and
- Undertaking corrective measures.

1.2.1. Licensing function

In 2002, neither applications for licenses of new banks and savings houses, nor
applications for issuing licenses for status changes on any ground were submitted to the National
Bank of the Republic of Macedonia

According to Article 28-a of the Law on the Foreign Exchange Operations and the
Decision on the procedure, the necessary documentation and the criteria for obtaining a license and
the commencement of performing the activity of money transfer, the determination of the manner
and the terms of operating and undertaking measures at the end of 2002, an application for
obtaining a license for performing the activity of money transfer was filed. The procedure for
processing this application is underway.

On the basis of the provisions of Article 25 of the Banking Law, which provides for issuing
approvals by the National Bank of the Republic of Macedonia on various bases and the provisions
of Article 26 of the Banking Law, which stipulates verification of the submitted proof of the source
of funds for each payment of capital and each change in the ownership structure of the banks, the
following activities were carried out in 2002:

- out of 21 applications for issuing prior approva for appointing an executive body, an
approval was granted for 20 applications, and 1 was withdrawn;

- out of 6 applications for issuing prior approva for changing the ownership structure of
shares with vating right (2 of which were carried over from 2001), an approva was granted
for 5 applications, while 1 was granted a partia approval;

- out of 18 applications for issuing prior approval for statutory change, an approva was
granted for 16 applications, while as of December 31, 2002, the procedure for processing 2
applications was still underway;

- prior approval was granted for 2 applications for change in the name of a bank (Kreditna
Banka AD Skopje changed its name into Alpha Banka AD Skopje, while Euroswiss Banka
AD Skopje changed into Eurostandard Banka AD Skopje);

- the application for issuing prior approva for opening branch office abroad and the
application for issuing prior approval for opening representative office in the country were
rejected as incomplete by a Decision;

- prior approval was granted for 4 applications for acquiring a right to have an insight in an
on-site supervision report (1 of which was submitted in 2001);

- out of 2 applications for issuing prior approval for extending license for founding and
performing other financial activities, only one application was granted an approval;

- out of 24 natifications, in accordance with Article 26 of the Banking Law, the Nationa
Bank of the Republic of Macedonia affirmatively replied to 7 natifications, while as of
December 31, 2002, 17 were undergoing a processing procedure.



1.2.2. Supervision of the banks and the savings houses operations

The Nationa Bank of the Republic of Macedonia performs the supervisory function
according to the existing regulation (Law on the National Bank of the Republic of Macedonia, the
Banking Law), the Decision on the manner of conducting supervision of the banks and the
procedure for undertaking measures for removing the identified irregularities, as well as according
to other regulations. The supervision of the operations of the banks and the savings houses is
conducted through:

- off-gite supervision of the banks and savings houses operations, by analyzing and
verifying the reports submitted to the National Bank of the Republic of Macedonig;

- on-site supervision of the operations of banks and savings houses, consisted of direct
insight in the documentation, their policies and procedures when performing the everyday
business activities, as well as in the systems for identification, monitoring, measuring and
control of the risks involved in the operations of the institution. Depending on the scope, or
the subject of the supervision, the on-site supervision may be full-scope or targeted.

The basis of the supervision liesin the assessment of therisk level of the overall operations
of the banks and the savings houses and assessment of the compliance of their operations with the
supervisory standards and regulations. In 2002, the fullscope on-site examinations were
supplemented with the assessment of the compliance of the operations of the banks and the savings
houses with the Anti-Money Laundering Law.

In 2002, the National Bank of the Republic of Macedonia carried out total of 50 ontsite
examinations, 21 of which full-scope and 29 targeted. Full-scope ortsite examinations were carried
out in 13 banks and 8 savings houses. Also, 28 targeted examinations of the operations of the banks
were carried out, and one targeted examination of the operations of 1 savings house. The targeted
examinations were carried out in order to check the manner of fulfilling the corrective measures
imposed by the Governor of the National Bank of the Republic of Macedonia, to verify certain
findings ascertained through the off-site supervision of the operations of the banks and the savings
houses, as well as to check certain segments of the operations of the banks and the savings houses,
such as the credit portfolio and the ownership structure.

The full-scope on-site supervision is carried out according to the CAMELS rating system,
which covers andysis and assessment of the capita adequacy, assets quality, management,
earnings, liquidity and the market risk involved in the banks operations. The composite rating of
the indtitution, ranging from “1” to “5" is determined on the basis of the carried out onsite
examination. The composite rating indicates the risk level of the ingtitution, the weaknesses in its
operations, the risk management and the degree of compliance with the regulations. The rating “1”
is the highest rating denoting safe and stable operations of the bank, wheress the rating “5” is the
lowest rating denoting high-risk operations of the banks and requires the highest level of
supervisory action.

Table 1
Structure of the banks and the savings houses in accordance with their composite rating
Compositerating 31.12.2001 31.12.2002 Comparison 2002/2001
banks | savings houses | banks | savingshouses | banks | savings houses
1 0 0 0 0 0 0
2 6 4 6 5 0 1
3 6 7 3 8 -3 1
4 6 3 8 3 2 0
5 0 0 2 0 2 0
No rating 3 3 2 1 -1 -2
Total 21 17 21 17




The comparative anaysis of the banks structure by their composite ratings indicates that
in 2002 the number of banks with composite rating “4” and “5” increased by 2 banks per each
rating category, at the expense of the decrease in the number of the banks with composite rating
“3", as wdll as reduction in the number of banks which remained non-assessed at the end of 2001.
Also, in the analyzed period, the total number of savings houses with composite rating “2” and “3”
increased by 1 savings house per each rating category, & the expense of the number of savings
houses which were not assessed at the end of 2001.

Analyzing by banks (the operations of which were subject to full-scope examinations) a
conclusion could be reached that the composite rating of 3 banks deteriorated from “3" to “4” and
“5”, and one bank with composite rating “4” was given arating “5".

In the analyzed period, two savings houses registered improvement in their composite
rating (from “3” to “2”), whereas the composite rating of one savings house deteriorated from “2”
to“3".

The on-site examinations carried out in 2002, as well as the permanent off-site supervision
of the operations of the banks and the savings houses affirm the ascertained problems in the
operations of the banks and the savings houses in the previous period. Within the range of risks the
banks and the savings houses are exposed to in their operations, the credit risk remains dominant.
This risk is manifested through the relatively high percentage of placements bearing higher degree
of risk; the credit concentrations, that is the high credit exposure of the banks to individua entities;
high percentage of non-interest bearing assets due to the accumulated non-performing placements
in the banks' balance sheets, as well as due to the mortgages foreclosed by the banks, that could not
be sold on the real estate market in the Republic of Macedonia.

Besides the credit risk, other risks, primarily the liquidity and the operational risk
significantly affect the performances of the banks and the savings houses, while a special problem
represent the identified insufficient transparency of the shareholder structures in some banks in the
Republic of Macedonia. These risks occur as a result of the weak corporate governance systemsin
several banks, inadequate internal control systems, inappropriate functioning of the interna audit
departments, unsuitable written policies and procedures for managing the risks involved in the
operations of the banks and the savings houses, as well as their improper implementation. Such
conditions are affected by the unfavorable externa factors, primarily the political and security
situation typical for the preceding years, the still uncompleted reforms of the real sector, as well as
the problems in the collection of thebanks claims, due to the inefficient judiciary system.

Alongside the supervision of the banks and the savings houses, the National Bank of the
Republic of Macedonia conducts inspection of the application of the regulations in the area of
foreign exchange and Denar operations. Tota of 63 inspections were carried out in 2002. Out of
them, 11 inspections covered the overal foreign exchange operations of the banks, 8 inspections
covered targeted segments of the foreign exchange operations of the banks, while 41 inspections
were carried out in exchange offices.

Most frequently, the enforcement of the regulations setting forth the manner of conducting
the payment operations and the international credit operations, the daily foreign exchange position,
fulfillment of the terms and the manner of conduction exchange operations, etc., were subject to
partia inspections in the banks.

1.2.3. Measures imposed against banks and savings houses in 2002

Within its lega authorizations, the National Bank of the Republic of Macedonia undertakes
corrective actions against banks and savings houses in which illegalities and irregularities were
identified, in order to preserve the stability and the safety of the banks and the savings houses and
the stability and the safety of the overall banking system.



In 2002, the Nationa Bank of the Republic of Macedonia adopted 26 decisions with

corrective measures against 14 banks and 2 savings houses and filed 22 requests for initiating
misdemeanor procedure against 8 banks, 1 savings house and 12 exchange offices, as follows:

measure for introduction of pre-rehabilitation procedure was imposed against 1 bank;
measure for ban on lending to lega entities and prolonging aready extended credits was
undertaken against 2 banks;

measure for ban on extending credits and operating with placements other than placements
in securities based on sale of deposits of the National Bank of the Republic of Macedonia
was imposed against 1 bank;

measure for ban on lending to particular clients was under taken against 1 bank;

measure for ban on receiving savings deposits was undertaken against 2 banks,

measure for ban on receiving new and prolonging the existing deposits from natura
persons was undertaken against 1 bank;

measure for ban on lending to clients classified in risk categories C, D and E was imposed
against 4 banks;

measure for ban on capital investments was undertaken against 2 banks;

measure for ban on placing deposits which represent coverage based on credit exposures of
third parties was imposed against 1 bank;

measure for recapitalization was imposed against 3 banks;

measure for verification of orders of authorized employees of the National Bank of the
Republic of Macedonia was imposed against 2 banks,

measure for cessation of payments abroad, other than payments for due liabilities based on
foreign credits and convention liabilities, was imposed against 1 bank;

measure for ban on purchase of claims was imposed against 1 bank;

measure for ban on new uncovered off-balance sheet exposures was mposed against 1
bank;

measure for restricting the wages of the management and the members of the Management
Board was imposed against 1 bank;

measure for restricting the representation and advertising costs was imposed against 1
bank;

measure for excluding from the participation in the foreign exchange market was imposed
againgt 7 banks;

measure for compliance with the credit exposure limits was imposed against 5 banks;
measure for compliance with the limit for the value of the property and the capital parts
was imposed againgt 1 bank;

action for adherence to the Decision on classification of on-baance sheet and off-balance
sheet assets items of the banks and savings houses according to their risk degree was
undertaken against 6 banks and 1 savings housg;

action for adherence to the Decision on determining and calculating the banks open
foreign exchange positions was undertaken againgt 2 banks;

action for adherence to the Decision on supervisory standards for regulating overdue
claims was undertaken against 2 banks;

Other measures. compliance with the Law on Accounting and Accounting Standards and

Principles (4 banks and 1 savings house), intensification of the procedures for collection of due
claims (2 banks), establishment of an Internal Audit Departmert (2 banks and 1 savings house),
submission of an anaysis for the posshility of selling the assumed assets on the basis of
uncollected claims (1 bank), preparation of a plan for compliance by the Management Board (1
bank), submission of evidence for ownership of a property assumed on the basis of uncollected
clams (2 banks); further development of the existing computer system (1 bank); update of the
Shareholder Book (1 bank), compliance of the share of a single shareholder with the legaly
determined limit (1 bank), proper registration of shares in the Centra Depository (1 bank),
compliance of savings books with the Law on Consensual Agreement (1 savings house),
submission of reports within set deadlines (6 banks and 1 savings house), submission of



specification of claims by clients (1 bank), submission of decisions of the Risk Management Board
(1 bank), adjustment of the book value of own funds (1 bank) etc.



|1. Banking system of the Republic of Macedonia in 2002
2.1. Structure of the banking system

In 2002, there were no changes in the number of banks and savings houses which are basic
segments in the banking system of the Republic of Macedonia:

2002 2001
Banks of universd type 21 21
Savings houses 17 17

Out of the total number of banks, on December 31, 2002, 18 were licensed for performing
the financid activities specified in Article 45 and Article 46 of the Banking Law, while the other 3
banks were licensed to perform the financial activities provided for in Article 45 of the Banking
Law stipulating the scope of activities of the banks established with capital of EURO 3,500,000",

At the end of 2002, the number of savings houses remained the same as at the end of the
previous year, accounting for 0.97% of the total assets of the banking system. From the aspect of
mobilization of the available funds of the households, as one of the major functions of the savings
houses, their structural share at the level of the banking system equals 0.6%, i.e. 2.2% if only the
Denar savings deposits are taken into account.

The issue on regulating the status of the savings houses, i.e. the future possibilities and
perspectives of this segment of the banking system of the Republic of Macedonia remains open.

The basic structural features of the banking system of the Republic of Macedonia are
analyzed from severa aspects, as follows:

1. Size of the banks;

2. Ownership structure;

3. Regiond structure;

2.1.1. Sze of the banks

The analysis of the size of the banks was made according to five criteria
a Tota assts, i.e. totd financia potential;

b. Scope of operations, i.e. market share;

c. Capitd power, i.e. tota amount of own funds available for the banks;
d. Credit activity; and

e Depost activity.

In line with the aforementioned criteria, the two largest banks dominate the banking system
of the Republic of Macedonia, indicating certain concentration, which, according to the Herfindahl
Index?, is within the acceptable framework.

Thus, as of December 31, 2002, the two largest banks in the banking system of the
Republic of Macedonia account for 54.1% of the total net assets. Comparing with December 31,
2001, according to this criterion, the concentration decreases by 1.7 percentage points. Thisis a
result of the significant decline in the assets of the two largest banks in 2002, (14.4%) compared to

1 On November 12, 2002, a prevehabilitation procedure by appointing aconservator was initiated against Export Import Banka a.d.
Skopje. On January 8, 2003, the prerehabilitation procedure was replaced with receivership within the framework of the activities for
rehabilitation of the bank. Therefore, de facto, at the end of 2002, the bank was out of the regular activities of the banking system of the
Republic of Macedonia. In order to get red indicators for the structure, the activities and the performances of the banking system of the
Republic of Macedonia, Export Import Banka ad. Skopje is exempted from the further analysis in this Report.

2 H = ? (assets of one bank / total assets of al banks *100)?



the fall in the total assets of the banking system, which equals 11.7% in the same period. The
concentration of the assets of the banks in the Republic of Macedonia, expressed through the
Herfindahl Index for 2002, refers to acceptable concentration®, which analyzed on annua basis
registers a downward trend. Thus, as of December 31, 2002, the concentration in the banking
system of the Republic of Macedonia amounts to 1,667 units, which is by 71 units lower compared
to December 31, 2001. As of December 31, 2002, the value of the Herfindahl Index for the two
largest banks equals 1,465 units, which is by 116 units less compared to the same period of the
preceding year.

Chart 1

Concentration of the banking system according to the siz e of the total assets as of December 31,
2002

Two largest
banks
54.1%

Other banks
45.9%

In 2002, certain decline in the concentration of the two largest banks may also be perceived
from the aspect of the criteria of 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 share of the two largest banks
equaled 52.8%, which is a decrease of 2.7 percentage points compared to the end of 2001. The
lower concentration was a result of the reduced total volume of onbalance sheet and off-balance
sheet activities in the two largest banks by 16.8%, while for the whole banking system in 2002,
such a decrease equals 12.6%.

Chart 2
Concentration of the banking system according to the market share as of December 31, 2002
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8 According to the Herfindahl if the Index ranges between 1,000 and 1,800 units, the concentration of the assets is considered acceptable.



If the capital available to the banks is taken as a comparison variable, it is ascertained that
on December 31, 2002 the share of the two largest banks equaled 34.5% of the total banking
system, which is by 4.9 percentage points higher, compared to December 31, 2001. The higher
concentration in the two largest banks, according to the aforementioned criteria was due to the new
capital infusion in the second half of 2002 by the strategic investors in one of the two largest banks.
Anayzed by this criterion, the concentration in the two largest banks is not as evident as according
to the previous two criteria total assets and market share.

Chart 3
Concentration of the banking system according to the capita strength as of December 31, 2002
Two largest
banks

34.5%

Other banks
65.5%

If the banks' credit activity is taken into consideration, the share of the two largest banksin
the credit activity of all banks equals 46.9% as of December 31, 2002, which is amost unchanged
compared to the end of 2001, when its share equaled 46.8%.

Chart 4
Concentration of the banking system according to the credit activity as of December 31, 2002
Two largest
banks

46.9%

Other banks
53.1%

The most evident concentration in the two largest banks was ascertained in the analysis of
the banks' deposit activity. As of December 31, 2002, the two largest banks mobilized 64.8% of the
total deposits, which is by 1.7 percentage points lower compared to the end of the previous year.
This was due to the withdrawal of the households foreign exchange deposits in the first half of
2002, which is more apparent in the two largest banks. At the end of 2002, compared to the end of
the previous year, the deposit base of the two largest banks dropped by 18.2%, while the total
deposit base of the entire banking system fell by 15.9%.



Chart 5
Concentration of the banking system according to the deposit activity as of December 31, 2002
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At the end of 2002, considerable concentration of the financial potential, the credit
activities and the received deposits in the two largest banks, which have the precedence on the
banking market in the Rgpublic of Macedonia remain basic structural feature of the banking system
of the Republic of Macedonia, although their concentration registered moderate downward trend.

2.1.2. Ownership structure

The ownership st