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Summary

In 2018 the Macedonian economy faced with various external risks related to the growing global
trade protectionism, enlarged geopolitical problems in certain regions of the world, uncertainty
associated with the monetary policy normalization pace of the central banks in the developed
countries, as well as to the current developments concerning the announced UK exit from the
European Union. However, the domestic risks lowered, the domestic environment remained
stable, the economic activity revived (especially since the second quarter), and in the absence of
imbalances in the economy, favorable external position and stable expectations of the economic
agents, the National Bank reduced the policy rate on three occasions. In such conditions, the
activities growth in the domestic banking system significantly increased and the profitability
improved, with the higher performances being realized in conditions of prudent risk
management that contributed to the improvement of the banks’ risk profile, as well. Given the
growth of the sources of funds (both on deposits and capital positions), the lending activity was
mainly directed towards the households, although a solid annual growth rates and credit
support to the corporate sector were also registered. The depreciation process continued in
2018, perceived through the reduced share of loans and deposits with currency component in
total loans and deposits. Deuroisation was more pronounced on the side of the loans, but is
somewhat slower compared to 2017.

The materialization of the credit risk, measured through the trend of non-performing loans,
decreased in 2018, as the non-performing loans decreased by 12% (as opposed to 2017, when
these loans increased by 2%). The share of the non-performing loans in the total loans of the
non-financial entities also improved and went down to the level of 5.2% (6.3% as of 31
December 2017). The decrease in non-performing loans was fully concentrated in non-financial
companies, where these loans decreased by 16.1%, mostly due to the sale of a significant
amount of non-performing claims from one client (in the first quarter of 2018), and the effects
of the compulsory write-offs of non-performing loans to this sector. Thus at the end of 2018
after a longer period, the share of the non-performing in the total corporate loans reduced to a
one-digit level of 8% (10% at the end of 2017). In the credit portfolio composed of households,
the non-performing loans grew faster compared to the preceding year (7.4% in 2018 and 1.4%
in 2017), which is a result of the increase in the non-performing consumer loans. However, in
conditions of accelerated and solid growth of the households’ lending activity, the share of the
non-performing loans in the total household loans improved and reached 2.3% at the end of
2018 (2.4% on 31 December 2017). The high coverage of the non-performing loans with
impairment was preserved also in 2018, which in conditions of satisfactory scope and quality of
own funds, limits the negative effects on the banks' solvency, from the possible full
uncollectability of these loans.

Most indicators of the liquidity of the banking system registered improvement, in conditions of
solid annual growth of the banks’ liquid assets, of 12.7% (0.8% in 2017), which accounted
slightly over 40% of the total assets growth of the banking system. The liquid assets make up
roughly one third of the banks’ total assets, covering more than half of the short-term liabilities
and nearly 60% of the total household deposits. Positive trends in the deposit base of the
banking system provide stable sources for financing the credit growth, which is better seen by
the movements of the loan to total deposit ratio, which aggregately moves around 86%.



The profitability of the banking system improved in 2018. ROAA and ROAE reached solid levels
of 1.7% and 16.0%, respectively (in 2017, these indicators equaled 1.4% and 13.5%,
respectively). In conditions of annual decrease in the net interest income, the main generator of
the improved profitability included lower costs for impairment that reflected the banks’ activities
for collection of nonperforming loans, primarily in the first and the second quarter of 2018. In
addition, in the same period the realized capital gain from the sale of a capital investment in
another financial institution, as well as the intensified sale of previously foreclosed property, had
a positive impact on the higher profitability. The operational efficiency of the banking system
has been improving for several years now, evident through the downward trend of the cost-to-
income ratio, which reached 46.2% at the end of 2018 (48.7% in 2017).

The solvency of the banking system also improved in 2018. The reinvestment of the gains in the
banks' own funds, the new issues of shares and the issued new subordinated instruments
contributed the most to the annual growth of the capital positions. The capital adequacy ratio of
the banking system equals 16.5% (15.7% as of 31 December 2017), while the ratio between
the most quality layer of the banking system’s own funds (common equity Tier 1 capital) and
risk weighted assets equals 15.0% (14.2% at the end of 2017). Aggregately, the banking
system has capital available above the regulatory! and supervisory requirement of 8.6% of the
total own funds (6.8% as of 31 December 2017).

The direct exposures of the banking system to currency risk and interest rate risk are small and
account for 3.8% and 4.9%, respectively, in the total own funds. However, the indirect
exposure to these risks, considering the presence of loans with a currency component and loans
with adjustable and variable interest rates in the banks' portfolios, should also be taken into
consideration. Thus, the share of loans with currency component in the total credits mainly
shows a downward trend, while the presence of variable interest rates (variable and adjustable
interest rate) with loans is inconsistent, and in 2018 it registers a growth.

The recent unblocking of the Euro-Atlantic integration processes for our country gives a new
positive impetus to the domestic economic activity and the financial system, which would have
lasting, positive effects on the overall economic flows. One of the initial effects of the revival of
these integrative processes is the transition in the second stage of the Stabilization and
Association Agreement concluded between the Republic of North Macedonia and the European
Union and its member states (just before the end of 2018). The transition in the second stage of
this agreement brings changes in the business environment of domestic banks, which should
increase the degree of integration of the domestic with the global financial system and
strengthen the competitive pressure on domestic financial institutions (given the expansion of
the possibilities of the domestic entities for investments in foreign real estate, securities abroad,
purchase of derivative instruments on foreign markets, etc.), to which they should respond with
an enriched offer of products and services for its customers. The surge of FinTech activities and
the announced adoption of the Law on Payment Services and Payment Systems are challenges
domestic banks will cope with in the forthcoming period.

! Including capital buffers.



I. Structure of the banking system



1. Structure of the banking system

1.1 Main features of the business models of banks

Chart 1

Structure of the assets (top) and liabilities (bot-
tom) of banks and the banking system, as of 31

December 2018

in %

The main business model of the Mac-
edonian banks, collecting deposits and ap-
proving loans, registered no changes in
2018. Household deposits, as the most im-
portant source of funding for banks, prevail in the
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total liabilities of the banking system, with a
share of 51.1% (which is by 0.3 percentage
points more compared with 31 December 2017).
Analyzed by individual bank, household deposits
have the highest share in the total sources of
funds with eleven banks. In three banks, the
shares of deposits from households and from
non-financial companies are similar (i.e., the dif-
ference between the shares of these two sources
of funding does not exceed 5 percentage points),
while the liabilities of one bank are predominated
by the credit lines from the international financial
institutions, which it places to end users through
the other banks in the country.

In the assets, the share of loans to the
non-financial sector (59.6%) is the highest. In
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conditions of a constantly faster growth of loans
to households, compared with loans to non-
financial companies, for the first time this year,
the share of loans to households (29.6%) ex-
ceeded the share of loans to non-financial com-
panies (29.2%) in total assets. Analyzed by indi-
vidual bank, seven banks are more oriented to-
wards lending to non-financial companies, and six
banks lend more to the households. In one bank,
the share of the lending to the two sectors is al-
most the same, and in one bank, loans to domes-
tic banks prevail.

Source: National Bank, based on the data submitted by
banks.
The order of banks is random.



Chart 2

The structure of total banks’ income

Structure of total income (top) and total ex- corresponds to the application of the tradi-
penditures (bottom) of banks and the bank- tional business model. Thus, net interest in-

ing system, in 2018
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Source: National Bank, based on the data submitted by
banks.
The order of banks is random.

come, with a share of 62.9% is the most im-
portant in the structure of total income, despite
the reduction of its share of 2.1 percentage point
compared to 2017. At the same time, net fee in-
come increased the share in total income, by 0.8
percentage points, and the share of other income
increased by 1.7 percentage points. Similar to the
movements in the structure of assets, this year
the share of net interest income from the opera-
tions with households (30.8%) exceeded the
share of net interest income from the operations
with enterprises (26.9%) in total income.

Staff costs are the most important
expenditures at a level of the banking sys-
tem, followed by general and administra-
tive expenses and impairment of financial
and non-financial assets. Compared to last
year, when impairment costs had the highest
share in total expenditures, this year, staff costs
prevailed. Such change in the structure of the
expenditures of the banking system primarily re-
sults from the annual fall in the impairment cost,
which caused a reduction of its share in total ex-
penditures, of 6.8 percentage points. At the same
time, staff costs and general and administrative
expenses increased the shares in total expendi-
tures by 2.3 percentage points and 2 percentage
points, respectively.



1.2 Number of banks and access to banking services

As of 31 December 2018, seventeen depository institutions operate in the
Republic of North Macedonia, i.e. fifteen banks and two savings houses?. The
number of banks and savings houses is unchanged compared to the previous year.

Chart 3
Bank network (left) and number of inhabitants per business unit (right), by region in the Republic
of North Macedonia
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Source: The National Bank, based on data submitted by banks, State Statistical Office of the Republic of North Mace-
donia according to official data of the 2002 census.

The banking network is spread
across almost all cities in the Republic of
North Macedonia and consists of 420 busi-
ness units3. The total number of business units
decreased by seven (three new business units
were opened and ten were closed). Around 42%
of the total number of business units are concen-
trated in the Skopje area, where the access to
banking services, as measured by the number
of inhabitants per business unit, is still the best,
despite the reduction of the number of business
units (by seven) in 2018. As for the rest of the
country, the region of Pelagonija, the east and
southeast parts of the country registered a slight
improvement of the access to banking services,
while the Polog region, the southwest and north-
east parts of the country registered slight deterio-
ration.

2 The share of savings houses in total assets of depository financial institutions (banks and savings banks) is 0.4%, in total loans to
non-financial entities 0.5% and 0.4% of total household deposits. Given the insignificant share of savings houses in the total
banking system, they are subject to analysis only in the Reports on the Financial Stability of the Republic of North Macedonia.

3 The number of business units includes the headquarters of banks, but excludes banks' windows.
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Chart 4

Number of banking system employees
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Chart 5

Assets per employee*
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*The MBDP is not included in the analysis due to the

type of its operations.

1.3 Employment in the banking system

In 2018, the number of bank em-
ployees insignificantly changed (increased
by 4 persons) and equals 5,933. Qualification
structure of employees in the banking sector reg-
isters a further improvement. The share of em-
ployees with at least university education contin-
ues to increase, reaching 81% of the total num-
ber of employees in the banking system, which is
an annual growth of 2.2 percentage points.

Banking system productivity contin-
ues to improve. The growth of assets in 2018
significantly accelerated, amid insignificant
change in the total number of employees. How-
ever, analyzed by individual bank, the differences
in productivity of the individual banks are signifi-
cant and further deepened in 2018, largely as a
result of the improvement in the banks with
higher productivity. The increase in the amount
of the assets per employee is especially signifi-
cant in the bank with the highest productivity in
the sector, resulting from the solid annual growth
of the assets of this bank (23.6%), amid simulta-
neous reduction of the number of employees (-
13.4%).



1.4 Ownership structure and concentration of the banking system

Table 1 Structure of the number of banks and major balance sheet positions, by banks' majority
ownership (as of 31 December 2018)

in millions of denars and in %

Loans to non-financial Deposits from non-

Capital and reserves Assets sector financial sector Total revel
Numb
Type of ownership er of
banks
Amount In% Amount In% Amount In% Amount In% Amount

Banks in dominant ownership of

foreign shareholders 11 38,800 71.4% | 360,324 | 71.6% 255,868 80.0% 261,593 71.8% 18,329

- subsidaries of foreign banks 6 33407 | 615% | 291,255 | 57.8% | 208394 65.1% 214,089 58.8% 15,515
- Austria 1 2,269 4.2% 21,422 4.3% 14,797 4.6% 13,350 3.7% 984
~ Bulgaria 1 1,201 2.2% 9,214 1.8% 5,382 2.0% 6,879 1.9% 370
~ Greece 1 11,459 | 21.1% | 91,817 | 18.2% 66,539 20.8% 73,810 20.3% 5503
- Slovenia 1 8,976 | 16.5% | 82,021 | 16.3% 56,258 17.6% 65,446 18.0% 4,849
~Turkey 1 5787 | 10.7% | 47,176 9.4% 34,026 10.6% 27,631 7.6% 2,046
~ France 1 3,714 6.8% 39,605 7.9% 30,392 9.5% 26,973 7.4% 1,763
- other banks i1 dominant foregn | ¢ 5393 | 99% | 69068 | 13.7% | 47474 14.8% 47,504 13.0% 2,813
ownershp
- Bulgaria 2 2,012 3.7% 22,680 4.5% 15,472 4.8% 15,905 4.4% 1,079
~ Germany 1 2,546 4.7% 28,307 5.6% 20,458 6.4% 17,381 4.8% 952
- Switzerland 2 835 1.5% 18,081 3.6% 11,543 3.6% 14,218 3.9% 783
Banks in dominant ownership of| 15,532 |28.6% | 143,145 |28.4% | 64,149 20.0% | 102,652 28.2% 6,129
domestic shareholders
- private ownership 3 12,977 | 23.9% | 133,093 | 26.4% | _ 64,129 20.0% 102,652 28.2% 6,009
- state ownership 1 2,555 4.7% 10,053 2.0% 20 0.0% 0 0.0% 121
Total: 15 | 54,332 [100.0%]| 503,469 [100.0%| 320,017 | 100.0% | 364,245 | 100.0% | 24,458

Source: National Bank, based on the data submitted by banks.
*Total income and financial result refer to 2018.

In 2018, the number of foreign owned banks (eleven), as well as the number
of foreign bank subsidiaries (six) remained unchanged compared to the end of
2017.

The banking system of the Republic
of North Macedonia is predominated by
banks in predominant ownership of foreign
shareholders, in all major balance sheet
positions. Their dominance is most pronounced
in the credit activity (80.0%) and in the financial
result (76.5%). In 2018, the share of foreign
shareholders in the total capital and reserves de-
creased by 3.9 percentage points, mostly due to
the changes in the ownership structure of one
bank, where foreign shareholders (predominantly
investment funds) sold their shares to several
domestic non-financial companies. Hence, the
share of financial institutions in the ownership
structure of the banking system decreased by 4



Chart 7

Herfindahl index*
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*Herfindahl index is calculated according to the formula

n
HI =" (S;)?

= , where S is the share of each bank in
the total amount of the analyzed category (e.g., total
assets, total deposits, etc.), where 1 denotes the total
number of banks in the system. When the index ranges
from 1,000 to 1,800 points, the concentration ratio is
considered to be acceptable.

Table 2

Indicators of concentration of major balance
sheet positions in the three and the five
largest banks

in %
. 31.12.2017 31.12.2018

Position CR3 CR5 CR3 CRS
Total assets 57.8 74.6 57.3 74.5
Loans to households 61.5 78.8 60.3 77.7
Loans to non-financal 53.0 73.4 4.9 723
companies
Deposits from households 70.1 80.0 69.6 80.0
Depos@ from non-financial 511 %6.6 50.7 755
companies
Financial result* 76.1 89.7 79.6 94.4
Total revenues* 63.2 77.6 62.6 78.2

Source: National Bank, based on the data submitted by

banks.
*Total income and financial result refer to 2018.

percentage points, as is the approximate increase
in the share of non-financial companies. Accord-
ing to the country of origin of foreign sharehold-
ers, the highest share is that of the shareholders
from Greece and Slovenia, whose share in the
total capital and reserves is 19.5% and 14.8%.

In terms of size, several banks are
key for the total banking sector and the
domestic economy, and the growth of me-
dium-sized banks increasingly reduces the
importance of the three largest banks in
the system. According to the Herfindahl in-
dex, the concentration in the banking sys-
tem in 2018 continued with the trend of
decrease, which is most pronounced in the part
of lending. All values of this index are within the
interval for its acceptable values. CR5 and CR3
indicators* also registered an annual decline in
almost all segments of banking operations, ex-
cept for the financial result, where the indicators
for the shares of the three and five largest banks
in the financial result increased. The spread be-
tween the bank with the largest (22.7%) and the
bank with the lowest share in the assets (0.5%)
of the system is almost at the same high level of
the last year, and seven banks constitute less
than 2.5%.

4 CR5 indicator, i.e. CR3 shows the share of a certain analyzed category (e.g. assets) of the five, i.e. the three banks with the
highest value of that category in the total amount of that analyzed category (e.g. in the total assets) in the banking system.
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II. Bank risks



“Heat” map for the stability of the Macedonian banking system

On the cut-off date of this Report, most indicators used to monitor the stability of the banking
sector have the best values in the last five and ten years. An exception is registered in
profitability, which is in the “pink zone”, i.e. among the lower levels achieved in the last five
years, due to the reduced interest margin as of 31 December 2018.

The affiliation to the percentile coverage is determined on the basis of quarterly data set for the
indicators in the last 10 years (from 31 December 2008 to 31 December 2018)

Component
Insolvency risk
Credit risk
Liquidity risk
Market risks and indirect credit risk
Profitability

The affiliation to the percentile coverage is determined on the basis of quarterly data set for the
indicators in the last 5 years (from 31 December 2013 to 31 December 2018)

Component
Insolvency risk
Credit risk
Liquidity risk
Market risks and indirect credit risk
Profitability

'Legend (percentile ranks):

Historically high level of risk - the realized level of risk is among the 10% worst realized
0-10 percentiles levels in the last 5/10 years

10-20 percentiles Realized level of risk is between 10% and 20% worst realized levels in the last 5/10 years

20-40 percentiles Realized level of risk is between 20% and 40% worst realized levels in the last 5/10 years

Realized level of risk is between 40% and 60% worst (best) realized levels in the last

40-60 percentiles 5/10 years

60-80 percentiles Realized level of risk is between 20% and 40% best realized levels in the last 5/10 years

. Realized level of risk is between 10% and 20% best realized levels in the last 5/10 years
80-90 percentiles

Historically low level of risk - the realized level of risk is among the 10% best realized

90-100 percentiles levels in the last 5/10 years

The banking system stability heat map includes five components: insolvency risk, credit risk,
liquidity risk, market risks and profitability. For each component, a sum of the normalized values
of selected indicators is calculated, by using the method of a so-called empirical normalization
on quarterly data set covering the last ten (31 December 2008 - 31 December 2018) and the
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last five years (31 December 2013 - 31 December 2018). Afterwards, taking into account the
calculated aggregate values for each component, its affiliation to appropriate percentile
coverage has been determined (seven percentile coverages are introduced), for each date,
separately. Each percentile coverage has its own colour, and the spectrum of colours varies
from green (that, in historical sense, corresponds to lower levels of risk) to red (that, in
historical sense, corresponds to higher levels of risk). The preparation of the presented “heat”
maps takes into account 23 indicators, arranged by individual components as follows:

Insolvency risk Credit risk Liquidity risk Market risks Profitability
Captal and reserves / assets Defaut rate gf cre_drc exposure to non- | Liquid assets / total | Open FX posutpn/ regulatory Return on average assets
financial sector assets capital
: . Restructured and pronged baqs / tgtal Liqud assets / short-term Gap_ betwe‘?.” terest-ate- Net interest income / average
Capital adequacy ratio loans to households and non-financial o sensitive positions / regulatory
. labilties ; assets
companies captal
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1. Creditrisk

In 2018, non-performing loans decreased significantly, whereby their share in
the total loans to the non-financial sector reduced to 5.2%. In the portfolio
comprised of non-financial companies, non-performing loans decreased as a result
of selling of non-performing claims from one non-financial company, conducting
mandatory write-offs by banks, and to a lesser extent due to foreclosures. In
contrast, non-performing loans to households registered an annual growth, as a
result of the increase in non-performing consumer loans, amid simultaneous fall in
non-performing housing loans. Regular loans with lower credit quality register
divergent movements, i.e. regular restructured loans decreased, while past due
loans where the delay in the repayment is between 61 and 90 days (and still have
regular status) increased, whereby they minimally reduced their share in the total
loans, to the level of 1.3%. The write-off is the most frequent and most extensive
form of reduction of non-performing loans in the banks' balance sheets. The high
coverage of the non-performing loans with impairment (76.3%) was also
maintained in 2018, which, in conditions of satisfactory scope and quality of own
funds, facilitates the management of non-performing loans and limits the negative
effect on the banks' solvency, from the possible complete default on these loans.

Credit support to households registered a relatively high and steady growth
given the greater preference of banks to finance this segment of the loan portfolio
due to the positive effects of the larger dispersion of the risks in terms of the
amount of loans and number of clients. However, lending to households includes and
combines several characteristics that may represent a potential source of
materialization of credit risk: the long maturities and the more frequent extensions
of the repayment term, the still high share of loans with a currency component, the
application of variable and adjustable interest rates in credit contracts, easing of the
requirement for the amount of the ratio between the monthly obligation for
repayment of the loan and the income of natural persons (in some of the banks), the
greater concentration of the debt with the households with lower incomes etc.
Banks manage these potential risk factors relatively well in this portfolio.

The growth of loans to non-financial companies accelerated, but still quite
lags behind that of the households. The quality of this part of the loan portfolio is
largely conditioned by the operational success and results of the business activities
of the three most important economic activities. Despite some improvements in the
performances of companies, the risks of the lending to non-financial companies
should be carefully monitored due to the relatively high share of bullet loans, loans
with an approved grace period and loans with prolonged maturity, as well as the still
poor liquidity and efficiency indicators of the domestic corporate sector.
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Chart 8

Non-performing loans and regular loans to
non-financial entities with reduced credit
quality*, annual growth (top) and share in

total loans to non-financial entities (botom)
in millions of denars (top) in percentage
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*For the purposes of this analysis, regular loans with
reduced credit quality denote regular restructured
loans and regular non-restructured loans where the
delay in the payment is between 61 and 90 days.

based on data

1.1 Materialization of credit risk in

banks' balance sheets

In 2018, the total non-performing
loans to the non-financial sector decreased
by 12.0% (by Denar 2,269 million), which
is a strong decline compared with the small
upward movement registered in the previ-
ous year. Analyzed by individual credit sub-
portfolios, non-performing loans register
divergent movements. The non-performing
credit portfolio comprised of households
increased by 7.4% or by Denar 247 million,
which is the largest growth after the peri-
od of the global financial crisis. Namely, this
growth is entirely attributed to non-performing
consumer loans (which increased by Denar 329
million, or by 17.8%?), which can be an indicator
of a certain materialization of the risks of the
faster growth and eased terms of consumer lend-
ing in the past period®. In contrast, non-
performing housing loans decreased in 2018, by
Denar 66 million (or by 13.5%).

5 The growth of non-performing consumer loans in 2017 was Denar 139 million, or 8.1%.

6 Source: Bank Lending Survey. Changes in the individual credit terms of consumer lending are explained in details at the beginning
of the section 1.2 Potential sources of future materialization of credit risk.

7 In 2017, non-performing housing loans decreased by only Denar 18 million, or by 0.02%.
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Chart 9

Annual growth of non-performing loans to
non-financial entities, by individual sectors
(top) and individual activities and credit

products (bottom)
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Following the growth in 2017, non-
performing loans to non-financial compa-
nies decreased significantly during 2018
(by Denar 2,494 million, or by 16.1%),
mostly due to the sale of non-performing claims
from one non-financial company by three banks.
The remainder of the reduction of the "bad"
loans is an effect of the mandatory write-offs,
and to a lesser extent results from the closing of
some uncollected claims by the means of foreclo-
sure. Analyzed by individual activities, the regula-
tory write-offs and the sale of non-performing
claims from one non-financial company condi-
tioned most of the downward movement of non-
performing loans in the activities “wholesale and
retail trade” (which decreased by Denar 639 mil-
lion, or 14.5%), “manufacturing industry”®
(whose non-performing loans decreased by De-
nar 3,071 million, or almost 50%)° and “infor-
mation and communication” (by Denar 133 mil-
lion, or 37.9%). In contrast, in 2018, non-
performing loans registered an increase in “con-
struction” (by Denar 411 million, or by 22.1%),
“electricity, gas, steam and air-conditioning” (by
Denar 545 million, or by 61.1%) and in “transport
and storage” (by Denar 222 million, or by
56.8%)!° which arises from the shift to a non-
performing status with several clients from the
individual activities.

8 The annual reduction of non-performing loans of the activity “production of metals, machines and equipment”, in addition to the
sale of non-performing claims from one non-financial company, is also caused by the write-off of a loan of a company under
bankruptcy. These two events condition about 85% of the reduction of non-performing loans in the "manufacturing industry".

° In 2017, non-performing loans of the clients from the trade activity decreased by only Denar 192 million, or by 4.2%, while non-
performing loans of the clients from the manufacturing industry increased by Denar 1,612 million, or by 35.4%.

0 In these activities, non-performing loans registered a downward movement at the end of 2017, in the amount of Denar 537
million, or 22.4% in “construction”, Denar 263 million, or 40.2% in “transport and storage” and Denar 47 million, or 5.0% in

“electricity, gas, steam and air-conditioning”.
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Chart 10

Structure of non-performing loans to the
banking system, by individual activities
(non-financial companies) and credit prod-

ucts (households)
in %

100

13.3

g0 | mECCEN
9.9
13.7

40

20

12.2014

12.2015 12.2016

Other non-performing loans
Housing loans
® Credit cards and overdrafts
Consumer loans
® Wholesale and retail trade
Construction and real estate activities
B Industry

12.2017 12.2018

Source: NBRNM's Credit Registry, based on data
submitted by banks.

Chart 11

Rate of non-performing loans to non-
financial entities, by individual sectors (top)
and by individual activities and credit prod-

ucts (bottom)
in %

16

12

12.2014 12.2015 12.2016 12.2017 12.2018
=+ Non-financial companies === Households === Non-financial entities

24

0

12.2014
——Industry

12.2015 12.2016 12.2017 12.2018

Construction and real estate activities
=== Wholesale and retail trade Consumer loans
== Credit cards and overdrafts Housing loans

Source: NBRNM's Credit Registry, based on data
submitted by banks.

Regular loans with reduced credit
quality''! decreased during 2018. Namely,
regular restructured loans (which likely would
have received a non-performing status if the
banks had not changed the credit conditions of
the clients who face financial challenges) de-
creased (by Denar 294 million, or by 6.8%),
while regular loans where the delay in the re-
payment is from 61 to 90 days increased by De-
nar 30 million, or by 12.0%. Analyzed by sectors,
the movements in this segment of the banks'
loan portfolio were mostly concentrated in non-
financial companies. Namely, the growth of
banks’ claims in which the period of the delay in
the repayment of principal is between 61 and 90
days, as another possible “source” of new non-
performing loans, is registered only in non-
financial companies!?. At the same time, the re-
duction of restructured regular loans is almost
entirely concentrated in non-financial companies
and is a consequence of the shift to a non-
performing status of several major clients!® pre-
dominantly from the “wholesale and retail trade”.
This indicates that some of the previous restruc-
turings have not enabled regular debt servicing
by clients, and with some delay, the claim has
become non-performing.

1 For the purposes of this analysis, regular loans with reduced cred-
it quality denote regular restructured loans and past due regular
non-restructured loans where the delay in the repayment is between
61 and 90 days.

12 Given the fact that only 1.3% of past due loans between 61 and
90 days of non-financial companies have received a non-performing
status in January 2019, the collection of the loans with past due part
of 61 to 90 days is considered to be solid. As for households, this
percentage is higher and amounts to 4.1%, while for the overall
non-financial sector it amounts to 1.6%.

13 Shift to a non-performing status is also registered in some other
restructured claims of clients from “construction” and “food indus-
try”.
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Chart 12
Non-performing loans for which collateral
and LTV ratio have been established, by
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Note: Banks do not report amount of the collateral, in
cases when the collateral is in the form of a guarantor
and/or bill of exchange or co-borrower, which contrib-
utes to the higher value of the LTV ratio for house-
holds. This is especially relevant to the credits intended
for consumption (including credit cards and over-
drafts), where a guarantor and/or bill of exchange is a
relatively frequent type of collateral.

The quality of the banks' loan portfo-
lio improved in 2018. The share of non-
performing loans in total loans to the non-
financial sector decreased by 1.2 percent-
age points to 5.2%?% at the end of 2018. If
the amount of non-performing loans is increased
by the amount of regular loans with reduced
credit quality, then their share in total loans to
non-financial entities is 6.5% (7.9% at the end of
2017). The improvement of the share of non-
performing loans in total loans was especially
pronounced in the portfolio of non-financial com-
panies, where 8.0% of total loans are non-
performing (10.0% as of 31 December 2017).
Analyzed by individual activities, there is an espe-
cially noticeable improvement of almost 5 per-
centage points, of the share of non-performing
loans in total loans to the clients from the “indus-
try”'> (9.7% as of 31 December 2018 and 14.5%
as of 31 December 2017)%. Downward trend, but
weaker, is also present in the other activities
whereby this share is no longer double-digit in
any of the activities. The reduction of the rate of
non-performing loans to non-financial companies
also results from their accelerated lending’,
which is associated with the increased demand
for loans by the corporate sector, primarily in the
area of long-term lending due to the increased
needs for investments in inventories and working
capital, the need for restructuring debt and loans
from other banks. In the loan portfolio of house-
holds, the share of non-performing loans in total
loans decreased by only 0.1 percentage point,
but this is also the lowest level of the indicator
within this sub-portfolio. This ratio increased by
minimal 0.1 percentage point in consumer loans
(and reached a level of 2.6%), while in the seg-
ment of housing loans, the share of non-
performing loans in total loans improved by 0.3
percentage points and reduced to an extremely
low level of 0.9%.

4 The historically lowest level of this indicator of 5% is registered at the end of the third quarter of 2018.
15 Industry includes manufacturing industry, quarrying and electricity, gas, steam and air-conditioning.
6 The share of non-performing loans in total loans in the “industry” for the first time reduced to a one-digit level at the end of

August 2018.

7 Source: Bank Lending Survey conducted on a regular quarterly basis by the National Bank.
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Chart 13

Non-performing loans for which collateral
and LTV ratio have been established, by
individual activities of non-financial compa-
nies (top) and credit products to house-
holds (bottom)

in %
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*Banks do not enter amount of the collateral, in cases
when the collateral is in the form of a guarantor and/or
bill of exchange or co-borrower.

Loans to non-financial companies oc-
cupy a dominant part (78.2%) of the non-
performing loan portfolio of banks. In this
segment of the loan portfolio, the shares of non-
performing loans to non-financial companies from
the “industry” and “wholesale and retail trade”
are the highest, which account for slightly more
than half of the total amount of non-performing
loans. However, their share decreased by almost
10 percentage points compared to the previous
year as a result of the write-offs conducted by
banks and sale of some non-performing claims.
The same banks’ activities also reduced the share
of non-performing loans to non-financial compa-
nies in the total non-performing loans by almost
4 percentage pointst®. In contrast, an increased
share in the total non-performing loans is regis-
tered in “construction and activities related to real
estate” (from 12.1% to 14.5%), “transport and
storage” (from 2.1% to 3.7%) and “agriculture,
forestry and fishing” (from 1.1% to 3.4%). From
the households’ portfolio, non-performing con-
sumer loans have the highest share in the total
non-performing loan portfolio of banks (13.1%).

The negative effects of the possible
complete default on non-performing loans,
i.e. the volume of unexpected losses on this
basis, have a limited impact on the solven-
cy position of the banking system. Namely,
non-performing loans are already solidly provi-
sioned in the banks' balance sheets (with
76.3%), and the remaining part, assuming its
complete default, would “impair” only 6.5% of
the total own funds of the banking system. The
coverage of non-performing loans is slightly high-
er in the loan portfolio of non-financial companies
(76.8%), and is especially high in wholesale and
retail trade (81.9%), while housing loans are
characterized by the lowest provisioning (60.4%),
which corresponds to the lower risk of this credit
product. In addition, for about 88% of the non-
performing loans, some collateral has been estab-
lished, whose estimated value is almost twice

18 At the end of 2017, loans to non-financial companies accounted for 82.0% of the total non-performing loans.
19 Compared to the end of 2017, consumer loans register an increase in the share in the non-performing loan portfolio of banks of

3.3 percentage points.
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Chart 14
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Chart 15
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higher than the amount of the non-performing
loans for which the collateral has been estab-
lished. The high coverage of non-performing
loans with collateral is mainly a feature of the
portfolio of non-financial companies, while in
households, for about 60% of the non-performing
loan portfolio, certain collateral has been estab-
lished. The weaker collateralization of this seg-
ment of the loan portfolio results from non-
performing consumer loans, where the share of
collateralized? loans is slightly above 50% of the
total non-performing consumer loans. However,
the coverage of these loans with impairment is at
a solid level of 74.6%, which is almost identical
to the total loan portfolio of households.

The write-off of non-performing
loans is the most frequent and most signifi-
cant form of reduction of these loans from
the banks’ balance sheets in the past three
years. At the beginning of 2018, four banks
made sales of non-performing loans. However,
these activities are usually of an irregular charac-
ter, which is associated with the weak develop-
ment and the functioning of the market of non-
performing claims. The foreclosed property based
on uncollected claims registered a decline in the
banks’ balance sheets (reduction of almost 35%
at the end of 2018), which is partly a result of the
sales of this property, but it is largely a conse-
quence of the absence of new foreclosures (in
conditions of mandatory impairment of 20% an-
nually). Almost 40% of non-performing loans to
non-financial sector are loans where the banks
have tried to help their clients overcome their
current financial challenges by changing the con-
tractual terms and characteristics of approved
loans. In the past three-year period, restructured
non-performing loans registered a strong decline
(of 20.4% or Denar 1,325 million only in the last
year), which is mostly a consequence of the con-
ducted write-offs of these claims. Hence, the
mandatory write-offs of non-performing loans,
that are fully provisioned at least in the last two
years, are the most frequent and most extensive

20 Collateralized loans are the loans in which there is some collateral (including a guarantor, bill of exchange, etc.).
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Chart 16

Written-off non-performing loans
in percentage of non-performing loans at the end of
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form of reduction of these loans in the last three
years. During 2018, banks wrote off Denar 3,825
million, i.e. 20.4% of total non-performing loans
at the end of 2017%. Given the fact that 35.0%
of non-performing loans as of 31 December 2018
are fully covered by impairment, the mandatory
write-off of non-performing loans will also contin-
ue in the next period. Namely, the loans that are
fully provisioned in the next two years (i.e. one
year, after 1 July 2019, according to the new
regulation on credit risk management) will be
written off, if they are not paid off in the mean-
time.

2L Of the total written-off loans to the non-financial sector, 89.6% account for mandatory write-offs of non-performing loans that are

fully provisioned, at least in the last 2 years.
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Chart 17

Share of loans with selected residual matur-
ities in total regular loans and NPL ratio for
non-financial corporations (up) and housing

and consumer loans (down)
in %
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1.2 Potential sources of future credit risk
materialization

Household lending has registered
relatively high and stable growth (averaging
about 10% a year) in the last 6-7 years, prompt-
ed by several factors, both on the supply and on
the demand side of these loans. Most household
loans have been intended to finance consumption
of natural persons??, accounting for about 70% of
the total loans in this sector. However, since mid-
2015, housing loans have been the fastest grow-
ing segment of the household loan portfolio with
annual growth rates currently ranging around
15% and a few percentage points higher than the
annual growth of consumer loans as a credit
product with the highest share in the loans to this
sector (54.4% as of 31.12.2018). Also, the in-
creased housing loans rose their share in total
household loans to almost 30% as of 31.12.2018
(for comparison, this share was 25% at the be-
ginning of 2015). Higher banks’ propensity for
household lending results from the positive ef-
fects of greater risk dispersion in terms of the
amount of loans and the number of clients, as
well as from the further improvement of the
banks’ expectations and assessments of the risk
profile of credit demand amid still low indebted-
ness of this sector and favorable labor market
performance. Significant factor for the intensified
lending to this credit market segment is the solid
household discipline in settling their due liabili-
ties.

However, one should not neglect some of
the relatively unfavorable features that may rep-
resent a potential source of credit risk materiali-
zation Thus, growth is largely generated by long-
er-term?® household loans where clients’ credit-
worthiness is less certain, especially considering
the still high (yet falling) share of loans with cur-
rency component?® and loans with variable and

22 Besides consumer loans, these include credit card loans and overdrafts, car and other loans.
2 At the end of 2018, long-term household loans accounted for 91.1% of total household loans, while at the end of 2014, their share

was 86.1%.

24 At the end of 2018, regular loans with a currency component approved to households accounted for 45.3% of total regular loans in
this sector (46.3% at the end of 2017). For comparison, this share in regular loans to non-financial corporations is lower and amounts
to 37.8% (38.5% at the end of 2017). Compared to the end of 2014, the share of regular loans with currency component in the total
regular loans of non-financial corporations decreased by 11.2 percentage points, while in the regular credit portfolio of households,

this share decreased by 2.5 percentage points.



Chart 18
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adjustable interest rate?. Analyzing by credit
product, about two-thirds of regular consumer
loans have residual maturity longer than or equal
to 5 years, and almost 80% of housing loans
have maturity longer than 10 years. However, the
quality of consumer loans with residual maturity
over 5 years is relatively solid?®, while consumer
loans with residual maturity up to 5 years are
marked by twice as high, yet moderate rate of
non-performing loans (4.8%) compared to total
consumer loans (2.6%). Although the structure of
consumer loans is dominated by loans that are
poorly backed?’, the fact that both the surety and
the promissory note are a solid source of collec-
tion in case of default, as well as the executive
clause in loan agreements?® should not be over-
looked.

In the last two years, some banks have
seen a slight easing of banks' requirement for the
ratio between monthly loan installment and natu-
ral persons’ income. Slightly more than a third of
the total credit exposure to households is concen-
trated in households with a net wage equal to or
less than the average net salary for 2018. This
percentage is even higher in consumer loans
(45.5%). However, the potential high debt risk in
this segment is reduced by the fact that house-
holds with a net wage equal to or less than the
average net wage for 2018 have had the lowest
average household indebtedness. On the other
hand, the real creditworthiness of households can
be obscured by the intensified trend of prolong-
ing the maturity?® of household loans, which is
particularly pronounced in consumer loans®.
However, the share of non-performing loans pro-
longed to total prolonged household loans is low
(1.1%)3.

%5 As of 31.12.2018, regular loans with variable and one-sided adjustable interest rate make up 22.6% and 28.0%, respectively, of
total regular household loans (22.1% and 35.9%, respectively, as of 31.12 .2017).

% At a rate of non-performing loans of 1.6% as of 31.12.2018.

27 poorly secured loans are loans where there is no secondary source of loan repayment or it is uncertain in the event of default (for
example, in cases where the loan is secured by a surety and a promissory note).

28 Under the Law on Executions and the Law on Notaries. The National Bank does not have any data on the amount of loans with such
clause included in the agreements.

2 At the end of 2018, 13.2% of regular household loans were prolonged (for comparison, at the end of 2014, this share was 0.5%,
and in 2017 it was 12.2%).

30 At the end of 2018, regular extended consumer loans recorded an annual growth of 19.0%, while the share of these loans in total
regular consumer loans was 22.6% (i.e. 0.7% at the end of 2014). This share is by almost 10 percentage points higher than the
regular household loan portfolio.

31 This share is similar in the prolonged consumer loans (1.2%).
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Chart 20
Regular household loans, by credit products
with collateral and LTB ratio
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Banks do not enter the amount of the collateral, in
cases when the collateral is in the form of sureties or
promissory notes or co-borrower, which contributes to
the higher LTV ratio for consumer loans, consumer

financing loans and housing loans.

Chart 22
Regular loans to non-financial companies,
by activity with collateral and LTB ratio
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Chart 21
Average debt by household (up) and structure
of credit exposure to households and consum-
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Growth of loans to non-financial cor-
porations accelerated and doubled compared to
the previous year, but still lags behind the growth
of household loans. Loans to non-financial corpo-
rations still constitute almost half of the total reg-
ular non-financial sector loans. About 80% of to-
tal loans to non-financial corporations have been
extended to three sectors (industry, wholesale
and retail trade, and construction and real estate
activities)®?, whose operating and business per-
formances are particularly important for the
quality of the banks' loan portfolio. Moreover,
non-performing loan to total loan ratio is the

32 In 2018, as well, most of the credit support was directed to these
activities, which constitute 68.6% of the total growth of loans to
non-financial corporations.
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highest in the credit portfolio comprised of banks
clients from these sectors, despite the im-
provement in 2018.

Chart 23
Loans with ongoing grace period of non-

financial corporations, by activity
in % Banks usually "back" the credit support for
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this type of assets and property. In the Strategy3*
for better non-performing loans management,
one of the priorities is to take measures and ac-

uarter
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tions to harmonize assessment methodologies
with the international and European standards in
this area, as well as to facilitate the process of
alienation of real estate foreclosed by banks by
establishing a special register of properties
owned by banks that have been foreclosed and
put on sale. These activities, as well as other ac-
tivities included in the strategy, aim to improve
Chart 24 the process of assessing property value when es-
Bullet loans to non-financial corporations tablishing collateral, as well as to facilitate the
in % sale of collateralized property in case of default.
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Source: National Bank’s Credit Registry, based on
data submitted by banks.

ue of the established collateral is relatively solid,
i.e. the estimated value of collateral is twice as
high as the amount of loans backed by collateral.
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20

Of the other structural features of lending
to non-financial corporations, the most noticeable
is the residual maturity which is more than two
thirds of the total regular loans of non-financial
corporations, and relatively short of less than 5
years (41.4% of the regular loans of non-financial
corporations have a residual maturity of less than
1 year). Usually, the sources of assets with short-
er maturities are more used to finance working

10

0

12.2015 12.2016 12,2017

12.2018

mmm Share of bullet loans in regular loans to non-financial companies
Share of non-performing in total bullet loans to non-financial companies

Source: National Bank’s Credit Registry, based on
data submitted by banks.

33 The share of non-performing loans is the highest in the total loans
in some manufacturing branches (for example, in other manufactur-
ing activity, this indicator was 15.1% as of 31.12.2018), supply of
electricity, gas, steam and air conditioning (17.4%), mining and
quarrying (15.1%) and construction (11.2%).

34 The Strategy was adopted by the Government of the Republic of
North Macedonia in December 2018.
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Chart 25
Prolonged loans of non-financial corpora-
tions, by activity
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Chart 26

Concentration of regular credit exposure to
non-financial corporations and by selected
activities and credit products
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data submitted by banks.

capital and ongoing activities of domestic compa-
nies, rather than to invest in and support larger
projects. Regarding the other features of loans to
non-financial corporations, we should also high-
light the relatively high share (slightly below 40%
of regular loans) of bullet loans (for more details
on this type of loans see the annex to this report,
on the structural features and quality of bullet
loans). Relatively high, yet reduced in 2018 (from
10.4% to 9.2%), is the share of loans with a
grace period that expires after at least one quar-
ter in the total regular corporate loans. The share
of these loans is slightly higher in the construc-
tion sector, and in industry (15.2% and 12.0%,
respectively as of 31.12.2018). If we add the rel-
atively solid share of loans with prolonged ma-
turity (slightly less than 10% of the total regular
loans to non-financial corporations), it can be
concluded that banks take into account the needs
of companies in structuring credit features, alt-
hough consciously accepting probably greater
uncertainty about the timely repayment of loans.

Regarding the concentration by ac-
tivity, 42.0% of the total regular credit exposure
to the non-financial sector is to the industry,
wholesale and retail trade, and construction and
real estate activities, but at the same time, these
are the activities that have the greatest added
value to the overall economic activity in the coun-
try. Most of the regular credit exposure to natural
persons is for consumption, but it is quite diversi-
fied and consists of a number of smaller credit
agreements.

The ten largest regular exposures to the
non-financial sector of ea ch bank account for
12.7% of the total regular credit exposure. Given
the high credit quality of the largest regular credit
exposures, banks reported impairment of only
2.2% of the value of these exposures, due to
which the net amount of these exposures ac-
counts for about 75% of the banking system's
own assets.
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Chart 27
Annual rates of default and average risk
level of regular loans, by sector
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The annual rate of default is calculated as a percentage of
performing credit exposure, which for a period of one year
transforms into exposure with non-performing status. The
average annual default rates and the standard deviation are
calculated from the annual default rates registered from
31.3.2009 to the date of calculating the average i.e. the
standard deviation.

Chart 28
Annual rates of default and average risk
level of regular loans, by sector and credit

product
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In 2018, the annual default rate of
regular credit exposure to non-financial
corporations remained unchanged and dec
reased intangibly in households. In general,
the annual default rate of regular credit exposure
to households is significantly lower (especially in
housing loans). Analyzed by activity, the annual
default rate generally improved, with the excep-
tion of the construction sector (to 4.7%) and
transport and storage (to 2.0%)3> where this rate
deteriorated. Banks responded to this deterior
ation with greater provisioning of regular loans to
these sectors. The average risk level of regular
loans is quite stable and higher than the annual
default rates of these loans*® over the last one-
year period, which shows that banks are more
prudent and make higher impairment of regular
loans®” compared to the current default rate of
these claims.

35 As a result of the transition to non-performing status of some credit exposures that at the end of 2017 had performing status.
36 With the exception of consumer loans and loans to the construction sector where the average risk level is lower than the annual

default rate.

37 In households, the average risk level of regular loans is similar to the annual default rate, while in consumer loans, the current
default rate (1.2%) is higher than the impairment for regular consumer loans (0.9%).
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Chart 29

Effects on the capital adequacy ratio from
reclassification of the largest credit expo-
sures to non-financial entities (including the

connected entities) in a higher risk category
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1.3  Stress-testing of the resilience of the
banking system to increased credit risk

The results of stress testing confirm
the resilience of the banking system to the
simulated shocks and show improvement
compared to the previous year. The capital
adequacy ratio of the banking system does
not fall below 8% at any of the simulations.
Assuming a migratio n of 30% of the credit
exposure to non-financial corporations,
from the existing categories to the follow-
ing two higher risk categories, the capital
adequacy ratio of the banking system is re-
duced to 11.4%, which is identical reduction
(measured in percentage points compared to the
initial level of capital adequacy ratio) as a the re-
sult of the same simulation carried out at the end
of the previous quarter. Analyzed by activity, the
simulated deterioration of the creditworthiness of
the clients dealing with activities with the highest
credit exposure has the largest effect on the capi-
tal adequacy ratio. Thus, the capital adequacy
ratio reduces to 15.6% in the case of worsened
quality of credit exposure to wholesale and retail
trade (14.8% as of 31.12.2017) i.e. to 15.8% in
the case of worsened creditworthiness of industry
sector (14.8% as of 31.12.2017) and to 16.1% in
the ca se of reduced creditworthiness of con-
struction companies (15.3% as of 31.12.2018).
Amid assumed migration of 30% of the credit
exposure to households from the existing catego-
ries to the following two higher risk categories,
the greatest negative impact on the capital ade-
quacy ratio is made by consumer loan exposure
that makes up most of the total loan exposure to
households (48.8%). Thus, in the case of simu-
lated worsening of the quality of only this seg-
ment of exposure to natural persons, the capital
adequacy ratio reduces to 15.4% (14.7% as of
31.12.2017).
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Chart 30

Capital adequacy ratio before and after hypothetically combined shocks of various credit expo-
sure segment (left) and contribution of individual shocks to the reduction of the capital ade-
quacy ratio (right)
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The banking system resilience is also examined by extreme simulation based on a
combination of seven hypothetical shocks of worsening the quality of the credit
portfolio to the non-financial sector33. In this simulation, the capital adequacy ratio of the
banking system reduces by 6 percentage points, to 10.5%, which is a better result in
comparison with the result of the same simulation carried out at the end of the previous year
(9.5%). The highest negative effect on the capital adequacy ratio is that of the assumed
deterioration in the quality of bullet loans, which contributes to one third of the total reduction
of capital adequacy amid combined shock. In addition, the negative effect of the hypothetical
worsen ing of the quality of prolonged loans (accounting for 24.9% of the total reduction of the
capital adequacy ratio of the banking system) is also high, as well as the assumed complete
default on non-performing loans to non-financial sector (18.3% of the total decline in capital
adequacy in the combined shock).

38 The seven hypothetical shocks are the following: 1. Complete default of the existing non-performing loans; 2. The total due loans
receive non-performing status; 3. The total regular undue restructured exposure receives non-performing status; 4. Banks are
conducting new restructuring of the regular undue part of the credit exposure, which according to the volume corresponds to the
amount of restructured exposures that have received a non-performing status, from the previous item; 5. 10% of loans with granted
grace period which expires after a period of one quarter to one year receives a non-performing status; 6. 20% of the undue
prolonged exposure receives a non-performing status; 7. 30% of regular bullet loans with residual maturity of up to 1 year (which
are not prolonged, nor restructured) receives a non-performing status.
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2. Liquidity risk

In 2018, the exposure of the banking system to liquidity risk registered no
significant changes and remained satisfactory and stable. Banks continued to
manage liquidity risk appropriately, maintaining a stable and solid liquidity position
that ensures smooth operation. Amid constant growth of the deposit base, which in
2018 was higher than the banks’ credit growth, the total liquid assets continued to
grow, significantly faster than the previous year, achieving the highest relative and
absolute growth in the last eight years. Observing the liquid assets structure, the
largest growth was recorded in cash and cash on accounts and deposits with the
National Bank, and slightly lower contribution of increased banks’ investments in
domestic long-term government securities, as well as increased short-term foreign
currency of banks in foreign banks. Such movements also affected most liquidity
ratios that registered an upward trend, but also the composition of assets and
liabilities by residual maturity, where the gaps in almost all mature segments
widened. Simulations for combined liquidity shocks confirm that the domestic banks
maintain a satisfactory level of liquidity assets which enables proper management
with the liquidity risk and satisfactory resilience to the suspected extreme liquidity
outflows.

2.1 Dynamics and composition of liquid as-

sets
Chart 31 At the end of 2018, the liquid as-
Liquid assets, structure and growth sets® of the ban_kipg syst_em -amOL_mted to
in millions of denars and in % Denar 150,800 million, which is an increase
160,000 =| of Denar 17,016 million, or 12.7% on an
oo . annual basis. During 2018, except for the
' banks’ investments in CB bills (that remained the
80,000 ., = same), all other liquid assets components grew,
° us ® with different contribution to the total growth of
40,000 = *| liquid assets. More than two thirds of the annual
, ._-_-_-l . growth of liquid assets account for the growth of
w1420 2016 w17 2018 cash and bank assets with the National Bank,
s vy e which reached Denar 11,944 million, or 28.4%.
Centralbarks bls(eft scale) On an annual basis, the banks' placement in
:ijsn"u:”:f:::;:je";;:eu;“:‘:e"tj(ji”g"hj:::‘sW‘t“ the National Bank (eftscale) government securities increased, as well as in
Source: National Bank, based on data submitted by short-term foreign currepc;y assets in foreign
banks. banks (by Denar 2,032 million or 6% and Denar

3,041 million or 9.2%, respectively).

3 The liquid assets encompass: 1) assets and claims on the National Bank, which include cash, assets on the accounts of banks with
the National Bank, deposit facility with the National Bank and CB bills; 2) short-term deposits with foreign banks, including the
assets of the banks on their correspondent accounts abroad and 3) carrying amount of investments in securities issued by central
governments, i.e. government securities issued by the Republic of North Macedonia and issued by foreign countries. For the
purposes of analyzing the liquidity, assets and liabilities in denars with foreign exchange clause are considered denar assets and
liabilities.
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The main driver of the annual growth of
the cash and banks’ cash on the accounts
and deposits with the National Bank in 2018
were the funds on the Denar account with the
National Bank, in particular the banks’ placement
in overnight deposit facilities of the National
Bank*® (amid reduced investments of banks in 7-
day deposit facilities of the National Bank), which
at the end of 2018 increased almost tenfold com-
pared to the previous year. Their growth acceler-
ated especially in the second half of 2018, when
supply in the primary government securities mar-
ket declined, while banks' investments in CB bills
remained unchanged throughout 2018. In 2018
as well, the CB bill auctions were held with vol-
ume tender (which during the year remained un-
changed at Denar 25,000 million) and a fixed in-
terest rate (which was cut during the year by a
total of 0.75 percentage points*).

As a result of these movements, the struc-
ture of banks’ liquid assets registered an annual
increase in the share of banks’ cash and place-
ments in National Bank instruments (from 50.1%
to 52.3%)*, at the expense of the reduction of
the share of government securities (from 25.3%
to 23.8%) and short-term deposits in foreign
banks (from 24.6% to 23.9%).

40 According to the Decision on deposit facility (Official Gazette of
the Republic of Macedonia No. 49/12, 18/13, 50/13, 166/13 and
35/15), the banks could place deposits with the National Bank every
working day with a maturity of one business day and once a week
with a maturity of seven days. These deposits are placed without
the possibility of partial or full early withdrawal. Interest rates on
these deposits until 14.3.2018 amounted to 0.25% for overnight
deposits and 0.50% for seven-day deposits, and on 14.3.2018, the
interest rates on these deposits were reduced by 0.10 and 0.25
percentage points, to 0.15% and 0.30%, respectively.

“1 The National Bank assessed that, given the sound economic fun-
damentals and absence of imbalances (amid constantly favorable
movements in the foreign exchange market and favorable shifts in
the banks’ deposit base, which is a sign of stable expectations and
confidence of economic agents), there is room for easing of the
monetary policy and cut the CB bill rate from 3.25% to 3.00% in
March 2018, to 2.75% in August 2018 and to 2.50% in December
2018. In March 2019, the National Bank again reduced the policy
rate by 0.25 percentage points, so that, currently, the interest rate
has been 2.25%.

“2 The cash and placement of banks in the National Bank instru-
ments are commonly the most represented component of liquid
assets of the banks, within which, for the first time in a long time,
the largest amount is made up by the cash on accounts with the
National Bank.
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Investment in government securities
are a significant option for banks in manag-
ing their liquidity position. However, in 2018,
the share of banks in the primary market of gov-
ernment securities continued decreasing, and the
total net issued amount® of government securi-
ties increased by Denar 4,624 million.

The structure of government securities
owned by banks registered certain maturity
extension i.e. less investment in treasury
bills, and more investment in government
bonds, mostly with shorter maturities (share
of government bonds in the structure of banks’
government securities portfolio as of the end of
2018 reached more than a half). Namely, the an-
nual growth of banks' placements in continuous
government securities** of 5.5% (December 2018
- December 2017, according to their face value),
for the second year in a row, has been solely de-
termined by the increase in the placements in
domestic government bonds (of Denar 6,941 mil-
lion, or by 55.9%, December 2018 - December
2017). On the other hand, investments in treas-
ury bills decreased (by Denar 5,104 million, or
24.5%, December 2018 - December 2017), which
corresponds to the smaller supply of this type of
government securities. Bank-owned government
bonds are mainly continuous government bonds
issued by the Republic of North Macedonia, with
almost half being two-year bonds, while the rest
are with longer maturity (three, five, ten and fif-
teen years). The structure of treasury bills is
dominated by twelve-month treasury bills.

Investments in government bonds is-
sued by foreign countries have a modest
share of only 2% in the total portfolio of
government securities of banks.

Short-term assets placed in foreign
banks still account for the bulk of the for-

43 Net issued amount of government securities is calculated as the
difference between the amount at the government securities auc-
tions over a certain time period and the amount of government
securities that falls due in the same time period.

* Continuous government securities include treasury bills and gov-
ernment bonds issued in the domestic financial market, but exclude
structural securities, i.e. denationalization bonds.
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annual fall.

Movement of SKIBOR, EURIBOR and LIBOR
for US-dollar (up) and the spread between
SKIBOR and EURIBOR, for selected maturi-
ties (down)

ir}opercentage and in percentage points

The yield borne by liquid financial in-
> struments of banks is directly dependent
] ;| |on interest rates fluctuations. In 2018, fol-

lowing the National Bank monetary relaxation,
the banks reduced the interbank offered rate
(SKIBOR)*, while money market interest rates in
the Republic of Macedonia (MKDONIA and

MBKS)* remained relatively stable.

2.0 A
1.5 A
1.0 A
0.5 4

s
0.0 1

-0.5

@ e» « EURIBOR 1 month

SKIBOR 1 month

e USD LIBOR 1 month e == « EURIBOR 3 months
SKIBOR 3 months eeee USD LIBOR 3 months
EURIBOR 12 months SKIBOR 12 months 45 . L ) i i
USD LIBOR 12 months Foreign currency liquid assets comprise short-term deposits with
30 foreign banks, including assets on corresponding accounts, invest-
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20 | © C——— foreign exchange account with the National Bank and placements of
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1.0 : et . 4 SKIBOR (Skopje Interbank Offered Rate) is the reference interest
05 | Lieeee gy attennett TReenes rate on the denar money market and is an interbank interest rate at
0.0 which one reference bank is ready to sell denar liquidity to another
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Spread between SKIBOR and EURIBOR - one month effective from 1 October 2018, reference banks are required to
== Spread between SKIBOR and EURIBOR - three months quote interest rates for: one week, one month, three months, six
ooooo Spread between SKIBOR and primary market auctions of denar treasury bills with months and twelve months.

maturity up to one year

4 MKDONIA is the interbank interest rate for concluded overnight
Source: The National Bank and the website of the Eu- transactions by reference banks as sellers of denar deposits. It is
ropean Money Markets Institute for Euribor and the calculated as the weighted average interest rate, so the interest rate

website of the Federal Reserve Bank of St. Louis (so- On each transaction is weighted by the appropriate amount of cash.
called FRED) for LIBOR for US dollars. MBKS is the interbank interest rate for trading on the interbank
deposit market.
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Movement of domestic interest rates
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Interest rates on the euro area interbank
markets remained extremely low or even nega-
tive for some maturities, which corresponds with
the unchanged setup of the ECB's monetary poli-
cy throughout 2018. In contrast, as a result of
the normalization of the US monetary policy*,
LIBOR for US dollars continues to rise.

In 2018, there was a major growth in
the volume of new sources* of bank fi-
nancing, compared to last year. The increase
was primarily due to the more pronounced dy-
namics of deposits of non-financial corporations
as the main source of financing for Macedonian
banks>°.

In 2018, banks' risk-taking was relatively
high. Banks used more than a half of the new
sources of funding for lending purposes, while
around one third were directed to liquid assets.

2.2 Liquidity ratios

In 2018, the liquidity of the banking
system remained satisfactory, as seen
through the relatively stable share of liquid
assets in total assets and the satisfactory
coverage of household short-term liabilities
and deposits with liquid assets. Namely,
amid accelerated growth of liquid assets of the
Macedonian banking system®!, the liquidity ratios
of the banking system improved, but without ma-
jor departures from their usual level. The liquid

4 At the meeting in December 2018, the Fed made decision on new
increase in the target range of the policy rate by 25 basis points
which now equals 2.25% - 2.5%. This is fourth consecutive rise in
the policy rate in 2018 and ninth in the last three years.

“The new sources of funding for banks and their use are obtained
indirectly, i.e. by changing the balances of individual accounts of the
banks' balance sheet. The effect on the banks' cash flows, which is
due to the income and expenditures that do not represent cash
outflow or inflow (e.g. loan write-offs, revaluation of securities
available for sale or held for trading, depreciation of fixed assets,
net foreign exchange differences, etc.) is an integral part of the
change in the corresponding balance sheet items, the respective
inflow or outflow refers to, while the effect of the impairment of
loans and other assets is included in the total sources of funding.
The effect of domestic interbank claims and liabilities is excluded
from the calculation.

%0 During 2018, the annual growth in deposits of non-financial cor-
porations accounted for almost three quarters in the structure of the
new sources of bank financing.

ies not include resident interbank assets and liabilities.
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assets still make up roughly one third of the
banks’ total assets, covering more than half of
the short-term liabilities and nearly 60% of the
total household deposits®?.

Chart 41
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Loan to deposit ratio of non-financial corporations

Loan to deposit ratio of non-financial corporations is one of the ratios used to assess the
structure of banks' sources of funds and liquidity position. This ratio is expressed as a
percentage and shows the extent to which the bank's lending is financed by deposits of the
non-financial sector. If the ratio is too high, it could be a sign that the bank is probably
financing much of its lending from non-traditional sources of funding (primarily those raised
from financial markets) that can be quickly withdrawn or not revolving, especially in times of
crisis, which jeopardizes the bank’s liquidity. Conversely, if the ratio is too low, it may signal
that the bank has room to increase its lending and subsequently improve profitability.

52 Analyzed by bank, as of 31.12.2018, the share of liquid in total assets ranges between 21.2% and 49.6%, with a median of
26.7% (December 2017: between 14.7% and 45.5%). The coverage of short-term liabilities with liquid assets ranges between
40.2% and 82.5%, with a median of 51.4% (December 2017: between 30% and 109%), the coverage of liabilities with residual
contractual maturity up to 30 days between 47.4% and 135.9% with a median of 62.7% (December 2017: between 33.9% and
214.2%). "MBDP" AD Skopje was excluded from this analysis.

53 Claims and liabilities with FX clause are considered denar claims and liabilities, since their cash flow is in denars.
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Chart 42
Loans/deposits, banking system (left) and by bank (right)
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In the Macedonian banking system, over the past seven years, the loan to deposit ratio of non-
financial corporations of the overall banking system has been relatively stable around its
average of 88% (86.2% as of 31.12.2018). Over the entire period under observation, this ratio
was lower than 100%, which indicates an insignificant imbalance in favor of deposits, and the
highest value of loan to deposit ratio of non-financial corporations was reached in 2015 and
early 2016. Namely, the environment in which the banks operated during this period was
strongly influenced by non-economic factors, primarily the pronounced domestic political turmoil
and the debt crisis in Greece, which complemented by low interest rates, limited the stronger
growth of sources of bank funding. Thus, the increase in the value of loan to deposit ratio in
the first half of 2016 was caused mainly by the slow growth and even reduction of deposits in
some months, determined by the psychological response of the households.

Analyzed by bank, there are large differences in the loan to deposit ratio. Thus, as of
31.12.2018, this ratio ranges from 53.7% to 123.1%. The market share in the total banks’
assets where this ratio is higher than 90% is 53.7%, while the banks’ assets where this ratio is
over 100% constitutes 29.6% of the total assets of the banking system. A large bank reported
the lowest level of loan to deposit ratio of the overall banking system. If this bank is excluded
from the analysis, as of 31.12.2018, the loan to deposit ratio of the banking system would be
significantly higher (than 86.2%) and would be 97.8%.
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Analyzed by sector, loan to deposit ratios of non-financial corporations and households show
divergent movements. For households as the most important creditor of the banking and overall
financial system and whose behavior largely determines the liquidity of banks and their scope of
activities, the loan to deposit ratio over the past seven years has been relatively stable at about
50%. A larger increase in this ratio has been observed in the last three years (almost 60%).
This movement is largely supported by the growing tendency of banks to lend to households,
given the lower risk and higher yield compared to the corporate lending, which has been
particularly noticeable in the last three or four years. In contrast, non-financial corporations’

Chart 43

Non-financial corporations loan to deposit ratio, by sector (left) and by currency (right)
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role of a net debtor of the banking system is much more significant, so that the loan to deposit
ratio of non-financial corporations is significantly higher, i.e. constantly above 100%.

Analyzed by currency, there are significant differences between the loan to deposit ratio in
foreign currency and the loan to deposit ratio in denars and in denars with foreign currency
clause, which have further enhanced in the past three years. Namely, the loan to deposit ratio
in foreign currency is significantly low (currently around 30%), unlike the loan to deposit ratio in
denars and in denars with foreign currency clause, which in the past few years has exceeded
120%. Such movements only confirm the currency transformation by the banks, when due to
the coverage of open currency position given the collected foreign currency deposits, foreign
currency inflows are transformed into denar outflows (through loans in denars and in denars
with foreign currency clause). The picture is different if we look at the loan to deposit ratios in
denars and with a currency component. In the past few years, the loan to deposit ratio in
denars is at a relatively similar level (85-90%), same as the loan to deposit ratio with currency
component (in foreign currency and in denars with foreign currency clause).

39




Chart 44

Loans/deposits, by country from the euro area (left) and country from the region (right)
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The loan to deposit ratio in the euro area has recorded a steady downtrend (from 122.6% in
2012 to 103.9% in 2018), which is largely caused by the significant increase in household
deposits. On the other hand, the average of loan to deposit ratio of non-financial corporations
for the countries of the region and the Western Balkans, over the period under observation, is
quite stable and ranges from 80% to 90%, which largely corresponds to the movement of this

indicator of the Republic of North Macedonia.
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2.3 Maturity structure of assets and liabili-
ties

In 2018, in the composition of assets
and liabilities by residual maturity, the
share of assets and liabilities with residual
maturity over one year increased. At the
same time, the share of assets with residual ma-
turity up to three months and up to one year in
total assets decreased annually, similar to the
share of liabilities with residual maturity up to
one month, up to three months and up to one
year in total liabilities.

The maturity mismatch between
banks' assets and liabilities is significant,
and in 2018 further enhanced. The largest
maturity mismatch has been observed between
the aggregate negative difference of the foreign
currency component of assets and liabilities with
residual maturity up to 30 days (whose ratio with
foreign currency maturities up to 30 days, on an
annual basis, increased by 21.5 percentage
points). The greater mismatch between the

40




Chart 46

Composition of assets and liabilities of banks
according to their contractual residual ma-
turity (up) and the gap between assets and
liabilities, with contractual residual maturity

of up to one year (down)
in % and in millions of denars

100

90 4
80 4
70 A
60 4
50 4
40 A
30 4
20 4
10 A
0 4
2014 | 2015

2016

Assets

= Up to one month
From three months up to one year Over one year

2014 | 2015

Liabilities

® From one month up to three months

30,000

0

-30,000

-60,000

-90,000 -

-120,000 -

-150,000 A

-180,000

from 8 to

2014

30 days

2015 2016 2017 2018

from 181 to 365 days from 91 to 180 days = from 31 to 90 days

®up to 7 days ® Total up to one year

Source: National Bank, based on data submitted by

banks.
Chart 47

Expected stability of deposits with residual
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assets and liabilities with foreign currency com-
ponent compared to the denar one mainly arises
from the accepted business model of the domes-
tic banks, which is based, inter alia, on the cur-
rency and maturity transformation of foreign cur-
rency deposits of domestic non-financial corpora-
tions in placements with denar component.

In 2018, the banks expected high de-
posit stability, as main funding source.
Thus, as of 31.12.2018, banks expected that
85.9% of time deposits with residual maturity up
to three months (84.6% as of 31.12.2017) would
be stable, i.e. remain in the banks, while for total
deposits and demand deposits, the percentage of
expected stability is somewhat smaller (81.6%
and 80.2%, respectively), registering a slight de-
terioration compared to the previous year. In
2018, banks maintained the expectations for a
positive gap between assets and liabilities, ac-
cording to their residual maturity, both aggre-
gately and by individual maturity segments (for
more details see the annexes to this Report).

2.4 Stress-simulations for liquidity shocks

Simulations of liquidity shocks carried
out as of 31.12.2018, confirm the stable li-
quidity position and resilience of the Mace-
donian banks to liquid shocks, mainly due
to the satisfactory level of available liquid
assets. The liquid assets would be fully used (or
109.3% as of 31.12.2018) amid extreme simula-
tion of liquidity shock, that includes combined
outflows>* from banks on a multiple bases. Con-
sidering the extremity of assumption, for the pur-
pose of this simulation, the usual coverage of lig-
uid assets also included other financial

54 The simulation assumes outflow of deposits of the twenty largest
depositors, 20% of household deposits, liabilities to parent entities
(liabilities on subordinated instruments and hybrid capital instru-
ments are excluded from the simulation as, according to the regula-
tions for calculating capital adequacy, their repayment is regulated),
50% of the liabilities to non-residents (excluding liabilities to non-
resident parent entities of banks which are already covered by one
of the previous simulations) and conversion of certain off-balance
sheet liabilities of the banks (uncovered letters of credit, irrevocable
credit lines and unused limits based on credit cards and approved
overdrafts on transaction accounts) into balance sheet claims. The
simulations of liquidity shocks exclude MBPR AD Skopje.
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Reduction of liquid assets after the simula-
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instruments> owned by banks, for which it is es-
timated that banks will quickly and easily collect
or turn into cash. In such a case, the banking
system would have sufficient liquid assets, i.e.
the reduction of liquid assets at the level of the
banking system would be lower (98.5%) (which
means that after such extreme shocks, there
would be a certain amount of liquidity, analyzed
across the banking system).

Simulations of liquidity shocks show
that banks hold sufficient liquid assets to
finance simulated outflows. Liquid assets de-
cline the most amid outflow of deposits of the
twenty largest depositors; yet the importance of
this simulation to individual banks is different,
given the differences in deposit concentration. On
the other hand, simulated materialization of repu-
tational risk and loss of public confidence in the
banks represented by an outflow of 20% of
household deposits shows a significantly greater
similarity in the results for individual banks,
thereby confirming the importance of deposits to
the financing of the banks' activities.

Hence, the sustainability of banks’ liquidity
position, as well as the potential growth of their
activities, are directly dependent on the move-
ments and the banks’ share in the deposit market
and the maintenance of the confidence of domes-
tic depositors in Macedonian banks. In the case
of assumed conversion of certain off-balance
sheet liabilities of the banks into on-balance
sheet claims®, the banks would spend about
20% of their liquid assets, which although lower
compared to the simulations of outflow of depos-
its®”, can be considered significant.

%5 Financial instruments that comprise liquid assets, also include the
following financial instruments: assets in the guarantee fund in
KIBS, long-term deposits in foreign banks, money market instru-
ments issued by foreign non-government issuers, loans with con-
tractual residual maturity of up to 30 days and the effect of reducing
the reserve requirement for foreign currency liabilities of banks,
which is allocated in foreign currency due to the simulated outflow
of households' foreign currency deposits.

%6 Qutflow is assumed as a result of the migration of some banks’
off-balance sheet liabilities (uncovered letters of credit, irrevocable
credit lines and unused limits based on credit cards and overdrafts)
into on-balance sheet claims.

57 During the simulation of outflow of deposits of the 20 largest
depositors, the liquid assets of the banking system reduce by
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The small share of liabilities to non-
residents and to parent entities in the structure of
banks’ total sources of funding causes moderate
impact of the shocks associated with them on the
overall result of this simulation.

44.8%, while in the case of assumed outflow of 20% of household
deposits, the liquid assets reduce by 34.2%.
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3. Currency risk

In 2018, the banking system reduced the already low direct exposure to
currency risk.The gap between assets and liabilities with currency component
narrowed further in 2018, reducing its ratio with own funds to 5.7%.0n the other
hand, the ratio between the open currency position and own funds of the banking
system is even lower and as of 31.12.2018 it amounts to 3.8%75%.Share of assets and
liabilities with currency component in the total assets and liabilities of the banking
system decreased in 2018 as well.However, the indirect exposure to currency risk
arising from the presence of loans with FX component in the banks’ credit portfolio
remains significant but declines.The euro is the most common foreign currency in
the banks’ balance sheets, which contributes to maintaining a low probability of the
materialization of direct or indirect exposures of banks to currency risk, given the
application of the strategy for maintaining stable nominal exchange rate of the
denar against the euro.Observed by banks, as of 30.12.2018, all banks complied
with the prescribed limit for the aggregate currency position, which should not
exceed 30% of the banks' own funds.

Chart 50
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8The reduction of the open currency position arises from the gap between off-balance sheet assets and liabilities with currency
component (which as of 31.12.2018 is negative).
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Chart 51

Structure of the gap between assets and liabilities with currency component (left) and share of
the assets and liabilities with currency component in own funds (right)
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The open currency position also includes the gap between off-balance sheet positions with currency component.

Chart 52
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In 2018, the positive gab between
assets and liabilities with currency compo-
nent registered a slight narrowing of Denar
21 million or by 0.6%.The narrowing of the
gap arises from the slightly higher growth of lia-
bilities relative to the growth of assets with cur-
rency component.Liabilities with currency compo-
nent increased by Denar 12,710 million>°, or by
7.0%, while assets with currency component reg-
istered a growth of Denar 12,689 million®®, or by
6.9%.The reduced gap between assets and lia-
bilities with currency component, amid simulta-
neous increase of own funds (Denar 6,367 mil-
lion) led to its reduced share in own funds (by
0.7 percentage points), which at the end of the
year reached 5.7%.Banks’ cover the negative gap
in foreign currency (which mostly derives from
foreign currency deposits) with the positive gap
of the currency clause (mainly denar loans with
FX clause).According to the sector, banks main-
tain a long foreign currency positions in opera-

9The annual increase of liabilities with currency component is mostly due to the growth of foreign currency current accounts of
households, and non-financial corporations to a lesser extent.Also, deposits of natural persons (sight deposits and term deposits) in
foreign currency increased significantly.

600n the assets side, denar loans with FX clause (most of them households) registered the largest growth.Foreign currency deposits
termed abroad, also, contributed to the growth of assets with currency component.
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Chart 53
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Table 3
Currency structure of assets and liabilities with currency component
in %
31.12.2017 31.12.2018
Currency — —
Assets Liabilities Assets Liabilities
Euro 88.7 87.4 88.4 86.8
US dollar 6.6 7.8 6.8 8.4
Swiss franc 2.1 1.9 2.2 2.0
Australian Dollar 0.9 1.1 0.8 1.0
British pound 0.7 0.8 0.7 0.7
Other 1.0 0.9 1.1 1.0
Total 100.0 100.0 100.0 100.0

Source: NBRNM, based on data submitted by banks.
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Analyzed by currency, the growth of
the negative US dollar gap had the greatest
impact on the narrowing of the gap be-
tween assets and liabilities with currency
clause.This gap widened by Denar 833 million or
by 41.6% as a result of the higher annual growth
of liabilities in US dollars (Denar 2,056 million or
by 14.5%) compared to the annual growth of as-
sets in US dollars (Denar 1,223 million or by
10.1%).5'However, the narrowing of the gap be-
tween assets and liabilities with currency compo-
nents is small due to the simultaneous growth of
the positive gap in Euros by Denar 855 million or
by 16.1%5%.The Euro continues to dominate in
the structure of assets and liabilities with curren-

6lThe growth of liabilities in US dollars is conditioned by the growth of current accounts, while the growth of assets in US dollars is

due to foreign currency deposits.

62The growth of liabilities in Euros is mostly due to the growth of current accounts in Euros, but also the growth of deposits (sight or
term deposits) of natural persons.Assets in Euros increased primarily due to the growth of loans with currency component in euros,
but deposits placed abroad also have some contribution.

46



cy component.However, given the application of
the strategy of maintaining a stable nominal de-
nar exchange rate against the euro, the probabil-
ity of currency risk materialization is kept low.The
movements in the value of other currencies have
no significant effect on the functioning of the
domestic banking system, due to their low share
in the banks’ balance sheets.

Table 4

Distribution of banks by share of open currency position, by currency and the aggregate currency
position in own funds

Number of banks
Open currency position by currency /own funds

Aggregate
Items Euro US Dollar Swiss franc Australian Dollar Other currency
position /

Long | Short | Long Short Long | Short Long | Short Long Short | own funds
under 5% 7 10 4 10 3 6 3 10 4 6
from 5% to 10% 3 1 6
from 10% to
20% 1
from 20% to 1
30% 1
over 30%

Source: NBRNM, based on data submitted by banks.

Chart 55

Aggregate currency position to own funds As of 30 December 2018, all banks
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Chart 56

Deposits in denars and with currency component of the natural persons (left) and non-
financial corporations (right)
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The indirect exposure to currency
risks, which arises from the presence of
loans with currency component in the
banks' portfolios, is significant, though de-
creasing.At the end of 2018, the share of loans
with currency component in total loans of non-
financial entities remained solid, 41.4%, which is
a decrease of 1.1 percentage points on an annual
basis.However, the probability of the materializa-
tion of this risk is also low, given the fact that
more than 99% of loans with currency compo-
nents are denominate in Euros or Dollars with
Euro clause, given the application of fixed nomi-
nal exchange rate of the denar against the euro.
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4. Interest rate risk in the banking book

The weighed value of the banking book, as a measure of exposure to interest
rate risk, registered a decline in 2018, both in absolute amount and own funds of the
banking system.The decrease is entirely due to the narrowing of the gap between
interest-sensitive assets and fixed interest rate liabilities, which is a result of
amendments made to the regulation which enabled a more accurate presentation of
loans which envisage a different type of interest rate in different time periods until
the maturity date, but also is a result to the increase in term deposits with fixed
interest rate.The positive gap (net, unweighted position) between interest-sensitive
assets and liabilities widened, which is mostly due to the narrowing of the negative
gap in positions with adjustable interest rates, as a result of the reduction of
deposits with interest rates of this type.On an aggregate basis, the banking system
is exposed to the risk of lowering interest rates, which could be achieved in a
relatively short period, given the high positive gap between assets and liabilities
positions where the period until the next interest rate revaluation is up to 1 month.

Chart 58
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%As of 1 January 2018, for the purposes of determining the total weighted value of the banking book, changes were made to the
manner of presenting positions where the application of a different type of interest rate in different time periods until maturity was
agreed.Most often refers to loans which which envisage the application of a different exchange rate in the first several years after of
the loan approval and application of a different type of interest rate, after the expiration of the initial period.Until the end of 2017,
banks presented these positions (loans) depending on the type of the interest rate applied on the reporting day and maturity block
corresponding to the residual maturity of the entire loan.With the amendments to the Instructions for enforcing the Decision on
managing the interest rate risk in the banking book (Official Gazette of the Republic of Macedonia No.154/17), as of 2018, banks
shall divide the amount of these loans into a part for which fixed interest rates are applied (and shall present this part in the
maturity block which corresponds to the period in which the fixed interest rates are applied) and the part where a different interest
rate type is applied (mostly floating interest rates) and this part shall be presented in the respective maturity block after the fixed
interest rate period has expired, according to the time period until the next interest rate revaluation.Thus, the time period until the
next floating interest rate revaluation are usually much shorter than the residual maturity of loans, with the remainder of the loans
often listed in the shorter maturity blocks, for which lower weights are envisaged when calculating the weighted value of the
banking book.
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Chart 59

The total weighted assets of the banking
book*, by interest rate type, in absolute
amount (left scale) and relative to own
funds (right scale)
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In addition to this, the growth of term de-
posits with fixed interest rate (due to replacing
the adjustable with a fixed interest rate on a part
of banks’ term deposits, after their maturity), fur-
ther contributed to narrow the gap in positions
with fixed interest rates and subsequently de-
creased the weighted value of the banking book
with fixed interest rates.The weighted value of
the banking book with floating and adjustable
interest rates registered an annual growth, from
Denar 1,775 million and Denar 289 million, re-
spectively, which is insufficient to cancel the re-
duction of this value in the fixed interest rates
portfolio.Amid the annual growth of own funds,
the ratio between the total weighted value of the
banking book and own funds of the banking sys-
tem decreased by 3.5 percentage points and as
of 31 December 2018 equaled 4.9%.Analyzed by
bank, the ratio between the total weighed value
to own funds ranges from 0.6% to 9.7%, which
is far below the 20% level®®.

In 2018, the gap i.e. net weighted
position between interest-sensitive assets
and liabilities widened by Denar 54,419
million or by 85.2%.This is mainly due to the
narrowing, by Denar 52,740 million, of the nega-
tive gap of positions with adjustable interest
rates.Such developments in the gap with adjust-
able interest rates mostly arise from the reduc-
tion of term deposits with adjustable interest rate
(application of fixed instead of adjustable interest
rates after maturity) and sight deposit liabilities
with this interest rate type (due to the decision of
some banks not to pay more interest on these
liabilities).At the same time, the gap between in-
terest-sensitive assets and liabilities with floating
interest rates also registered a growth of Denar
45,119 million, while the positive gap between
positions with fixed interest rates registered a
decrease of Denar 43,440 million.The similar an-
nual absolute changes, but with opposite sign, in

%According to the Decision on managing interest rate risk in the banking book (Official Gazette of the Republic of Macedonia
No.163/2008 and 144/2009), when the ratio between total weighted value to own funds ratio exceeds 20%, the bank is required to
propose measures to reduce this ratio, and the National Bank may also require allocation of appropriate amount of capital for the

interest rate risk in the banking book.
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Chart 60

Annual changes of the interest-sensitive assets (left) and liabilities (right), by type of instrument
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terest rate type (right)
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the gaps with fixed and floating interest rates
mostly arise from the aforementioned amend-
ments to the regulation that caused the reas-
signment of part of loans with fixed interest
rates, in positions with floating interest
rates.Also, in 2018, term deposits with fixed in-
terest rate registered an annual increase, due to
the aforementioned replacement of the adjusta-
ble with fixed interest rate in some term deposits,
which also contributed to narrow the positive gap
in the positions with fixed interest rates.

According to the time period until the next
revaluation of the interest rate (i.e. residual
maturity in positions with fixed interest rate), the
gap until 1 year mostly contributed to wid-
ening the total gap between interest-
sensitive assets and liabilities.The gap until 1
month had the largest contribution to the in-
crease of the gap until 1 year, whose increase
arises from the narrowing of the negative gap
between positions with adjustable interest rate,
primarily due to the decrease of sight liabilities
with this interest rate type (aforementioned deci-
sion of some banks not to pay interest on these
liabilities).The negative gap until 1 year between
positions with adjustable interest rate, theoreti-
cally exposes the banking system to risk of inter-
est rate increase, but generally this interest rate
type does not expose banks to interest rate risk
from the banking book, due to the agreed possi-
bility for their unilateral change.The gap between
interest-sensitive assets and liabilities with float-
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ing interest rate is positive (up to and over 1
year), exposing the banking system to risk of in-
terest rate cuts.Finally, the positive gap in posi-
tions with fixed interest rates which, being mainly
concentrated in the maturity block of up to 1
month exposes the banking system to risk of in-
terest rate cuts.Given that, on an aggregate ba-
sis, the total gap between interest-sensitive as-
sets and liabilities is positive, the banking system
is exposed to risk of interest rate cuts.However,
given that most of the gap is concentrated in the
time period up to 1 month, the risk of interest
rate cuts would be materialized in a relatively
short period of time.

Chart 62
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In 2018, banks reduced the average period until the next interest rate
revaluation in assets, and increased the average period until the next interest rate
revaluation in liabilities, which led to the reduction of the gap between average period until the
next interest rate revaluation in assets and liabilities.Such changes in the average period until
the next interest rate revaluation in assets and liabilities, are usually done amid anticipating
future interest rate increases.However, the aforementioned amendments to the regulation
should be kept in mind (which are effective as of 1 January 2018), as well as the present trend
of abandoning the application of adjustable®® interest rates by banks (both in deposits and
loans) have a large impact on calculating the average period until the next interest rate
revaluation.

%In October 2016, the NBRNM in a letter recommended banks to exclude the application of unilaterally
adjustable interest rates in new loan and deposit agreements with customers.

52



The indirect exposure to interest rate risk which arises from the presence of
loans with adjustable and floating interest rates is significant.As of 31 December 2018,
the cumulative share of these loans in total loans was 75.9%, whereby 41.7% of total loans
have a floating interest rate, while 34.2% have an adjustable interest rate.The significant share
of floating interest rate (including the adjustable interest rates) in household loans agreements,
emphasizes the significance of the indirect exposure of banks, amid increasing interest rates.

Chart 63
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Over the past few years, there has been a
downward trend in the share of loans and depos-
its with adjustable interest rate in the total loans
and deposits.This trend is largely as a result to
the National Bank recommendations’ to bank for
abandoning the application of this interest rate
type due to the potential reputational and legal
risk they carry for banks. Hence, banks’ activities
to abandon this interest rate type in loan and de-
posit agreements are evident, especially after the
maturity date, after which floating (in loans) or
fixed interest rates (in deposits) are applied to
newly concluded agreements.The trend of re-
duced application of adjustable interest rates is
more pronounced in deposit agreements, where-
by the share of deposits with this interest rate
type in total deposits registers a higher decline
compared to the share of loans with adjustable
interest rates in total loans.

More details about the structure of the in-

terest-sensitive items of the banks are provided
in Annexes to this report.
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5. Insolvency risk

The Macedonian banking system ended 2018 with higher solvency and
capitalization ratios compared to the previous year. The higher growth of banks’
own funds in relation to risk exposure led to improved solvency, and thus improved
capacity to handle unexpected losses. The growth of own funds is due to the
retained profit, ordinary share emission and emissions of new subordinated
instruments, while the growth of risk weighted assets was mostly concentrated in
assets weighted by credit risk. Most of the growth of own funds was used to meet
the capital buffers and meet the capital requirements for credit risk coverage, but
part of this growth remains free, above the minimum regulatory and supervisory
requirements. The stress testing of the resilience of the banking system and
individual banks in the Republic of Macedonia to simulated shocks shows improved
results at the end of 2018, compared to the previous years.

5.1. Solvency indicators and capitalization of the banking system and risk level of
the activities

Chart 64
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In 2018, solvency and capitalization ratios of the banking system
registered certain upward shifts. Capital adequacy increased by 0.8 percentage points,
given the almost double higher relative growth of own assets compared to risk weighted
assets.The annual growth of own funds was mostly due to retained profit, new emissions of
shares and issued subordinated instruments.On the other hand, credit risk weighted assets,
as so far, mostly contribute to the growth of total risk weighted assets.Braking down the
capital adequacy ratio to its components points to simultaneous decrease of the so-called
leverage (measured as the ratio between assets and own funds) and their risk to banking
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activities (measured as the ratio between risk weighted assets and total assets), which
cumulatively contributed to the increase of the capital adequacy ratio in 2018.

Chart 65
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Chart 66
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Analyzed by bank, the capital ade-
quacy rate and Tear 1 capital rate regis-
tered an annual growth in most
banks.Only one bank in the system has addi-
tional Tier 1 capital, therefore at the level of
the banking system, Tier 1 capital ratios and
Common Equity Tier 1 capital ratios are almost
equal and equal to 15% as of 31 December
2018.Compared to the countries in the region,
with the exception of few countries where the
capital adequacy ratio is over 20%, the Mace-
donian banking system is in the second part of
the list where the banking systems have capital
adequacy between 14% and 18%.The share
ratio of capital and reserves in total assets is
similar.

Capital adequacy ratio (left) and share of capital and reserves in total assets (right) in the bank-

ing system of selected countries
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Chart 67

Average leverage ratio

in %
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Source:National Bank, based on data submitted by banks.

*The leverage ratio represents the ratio between Tier 1 capital
and exposure (on-balance sheet and off-balance sheet) of the
bank.Banks’ calculate this ratio on a monthly basis, and the
graph shows the average levels of the ratios for each month.

Chart 68

Stock and structure of the total on-balance
sheet and off-balance sheet exposure, by risk
weight**

in millions of denars in percentage
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Source:National Bank, based on data submitted by banks.
**The average risk weight is calculated as a ratio between the
credit-risk-weighted assets and the total balance sheet and off-
balance sheet exposure of the banking system.

In order to provide adequate lev-
els of capital and prevent excessive bor-
rowing, the Macedonian banks are
obliged to determine and monitor the
leverage rate®’. The average leverage rate
calculated for 2018 is 9.9%°% and is lower by
0.2 percentage points compared to the aver-
age leverage rate for 2017.

Total risk weighted assets in-
creased by 6.5% (5.7% in 2017) or by
Denar 22,408 million, which was almost
entirely due to the growth of risk
weighted assets credit risk weighted as-
sets which increased by 7.2% or by Denar
21,834 million.As a result of the increase of
banks’ liquid assets, the largest increase in the
total on-balance sheet and off-balance sheet
exposure of the banking system was registered
in activities that bank include with 0% risk
weight.Exposures included in the portfolio of
small loans for which risk weights of 75% and
150% are envisaged also register a solid annual
growth.Such developments in risk
weighted assets contributed to a certain
decrease in the risk lave of the banking
activities (or average risk level of the
banking activities), calculated as a ratio
between risk weighted assets and total
on-balance and off-balance exposure
(54.2% as of 31 December 2018).

5’The Decision on the Methodology for Managing Leverage Risk (Official Gazette of the Republic of Macedonia No.26/17).
%The average leverage ratio calculated for the first half of 2018 amounts to 9.3%, and for the second half of the year amounts to

10.5%.
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Chart 69

Z-index
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*Higher levels of this index indicate lower risk exposure.

Chart 70

Level and structure of the cost (price) of the
capital* of the banks whose shares are listed
on the official market of the Macedonian Stock

Exchange

in %
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Source:National Bank, based on data submitted by banks.
*Calculated using the so-calledCapital-Asset Pricing Model
(CAPM) where the price of equity is the sum of:1) risk free yield
rate (determined as the average of the yields to maturity of
bonds listed on the Macedonian Stock Exchange), 2) the prod-
uct of beta coefficient per share and the difference between the
market rate of return and risk free rate on return (or premium
market risk) and 3) the premium for country risk (defined as
the difference between the yields of the Macedonian Eurobonds
and comparable German bonds).

Banks’ stability, measured through
the so-calledZ-index®’, is relatively high.On
an average, it requires a negative shock of at
least 48.3 standard deviations from the rate of
return on assets to fully exhaust the capital po-
tential of the banking system.During 2018, there
was a decrease in the average value of the Z-
index, primarily due to the increased volatility of
banks’ profits during the year, calculated through
the standard deviation from the rate of return on
average assets.

The cost of capital, i.e. required rate
of return of investors in banks’ shares, cal-
culated using the so-called CAMP model, on
sample of eight banks whose shares are
listed on the official market, registered an
annual increase. Namely, the cost of the capi-
tal, calculated using this model, increased by 1.5
percentage point and reached the level of 15.9%
at the end of 2018.That is higher by 3.9 per-
centage points compared to the return of return
on capital realized by the banks included in this
analysis.The higher required rate of return on
banks’ shares stems from the increased market
risk premium, which registered an increase of
2.0 percentage points, as a result of the in-
creased average market return on stocks that
make up the MBI 10 (in 2018, MBI 10 registered
an annual growth of 36.6%).

ROAAYE/A -\ here ROAA is
(ROAA)

the rate of return on average assets, £ is equity and reserves, A is
assets and o(ROAA) is the standard deviation of the rate of return
on average assets, calculated for the last three years.The formula
shows that this measure as such, combines several indicators:banks'
performance and profitability indicator (ROAA), bank risk indicator
(o0 (ROAA)) and banks' soundness and solvency measure
(E/A).Calculated as such, the Z Index measures the bank's "dis-
tance" from full depletion of its capital potential, expressed in num-
ber of standard deviations from the rate of return on assets and as
such, it is a measure of the banks' capacity to absorb losses.The
index at the banking system level is determined as the average of
the index value calculated for each bank.Higher levels of this index
indicate lower risk levels and higher overall stability of the
banks.The Z Index is usually presented in a logarithmic form (natu-
ral logarithm of the previously given formula), but it is easier to
interpret and more indicative when presented in levels.

57

%The Z Index is calculated as follows:Z =




Chart 71
Price-to-book ratio for the shares of the three largest banks in the system (left) and percentage
of turnover ratio for the previous one-year period, for the four largest banks in the system
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Source:National Bank, based on data submitted by banks.

In 2018, the price-to-book ratio for the shares of the three largest banks
registered an increase, with one of the banks approaching to 2.The improved
performances and profitability of the banks, followed by the growth of banks’ share prices i.e.
mostly positive developments of the Macedonian Stock Exchange in 2018, mainly contributed to
the increase of the price-to-book ratio of the shares of the three largest banks.

5.2. Movement and quality of the own funds of the banking system

Banks’ own funds registered a faster annual growth of Denar 6,446 million or
by 11.9% (in 2017, the growth of own assets was Denar 4,555 million or 9.2%),
which mostly arises from the retained profit in the banks’ capital positions, new issues of
ordinary shares and newly issued subordinated instruments.
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Chart 72

Structure of annual changes in own funds
in millions of denars in percentage
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Chart 73

The structure of the subordinated in-
struments in terms of their maturity signif-
icantly improved as a result of the newly
issued subordinated instruments in
20187°.The share of instruments with a residual
maturity shorter than 5 years decreased to 5.3%
at the end of 2018 (compared to 30.9% as of 31
December 2017).0n the other hand, the cost of
subordinated instruments, measured as interest
expense rate (reduced annually) that banks make
for these instruments, remained at the same lev-
el as in 2017 (5.4%).

The quality of own funds is high with
a share of Common Equity Tier 1 capital (the
highest quality component of own fund) in total
own funds of 90.8% (90.3% as of 31 December
2017).

Amount and structure of total banks' liabilities based on subordinated instruments*, by residual
maturity (left) and interest expenses**, for individual sources of funding (right)

in millions of denars in percentage
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Source:National Bank, based on data submitted by banks.

*Total banks' liabilities based on subordinated instruments are expressed according to the net carrying amount, from the balance

sheet.

**The interest expenses rate is calculated as a ratio between the amount of interest expenses realized during the year, and the
average amount of sources of funds, calculated for the last five quarters.

7ORefers to replacing the existing subordinated instruments that were in the last five years until maturity, with new longer maturity
instruments.Although the new subordinated instruments are at a lower nominal value, in terms of instruments that have been
replaced, still, due to the regulatory rule for discounting the value of subordinated instruments in the last five years, the total
amount of subordinated instruments increased at the end of 2018, which I included in the calculation of own funds, compared to the

previous year.
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5.3.Movements and structure of capital requirements, capital buffers and available
capital of the banking system

Most of the annual growth of own funds was used to cover the capital buffers
of the systematically important banks’! and for covering the capital requirements for
credit risk.A smaller portion of their growth was used for covering the capital conversion
buffer’? and for increasing the available own funds above the minimum statutory and
supervisory requirements (available capital registered an annual growth of Denar 1,505 million
or 40.4%).Thus, the increased amount of own funds needed for covering the credit risk and
covering the capital conversion buffer solely arises from the increased volume of banks’
activities in 2018.

Chart 74
Structure of annual changes (left) and stock (right) of own funds, by capital requirements

in millions of denars in percentage
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Source:National Bank, based on data submitted by banks.

"1The list of systemically important banks determined in 2018 remained the same as in the previous year, with one bank
identifying the need for higher amount of capital buffer.For more information regarding the Methodology on identifying
systemically important banks and their list see the following link:
http://www.nbrm.mk/ns-newsarticle-zastiten-sloj-na-kapitalot-za-sistemski-znacajni-banki.nspx

Thereby, the systemically important banks in this list shall be obligated to meet the prescribed amount of capital buffer by 31
March 2019 at the latest.

72The gives the opportunity of activating both the countercyclical and systemically important capital buffer, but current
assessments show that the conditions for imposing these capital buffers are not met.
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Chart 75
Stock and structure of capital requirements

for credit risk, by category of exposure
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Chart 76 The credit exposure quality has to dete-
riorate for the capital adequacy of the banking

system to drop to 8%.
in %

Total capital requirements for cover-
ing risks register an increase (by Denar
1,793 million or 6.5%), which arises from
the growth of the capital required for cov-
ering the credit risk (by Denar 1,747 mil-
lion or 7.2%).0n the other hand, the al-
ready low capital requirement for covering
the currency risk registered an annual de-
crease of Denar 29 million or 5.7%.The in-
crease of capital buffers for credit risk arises
from the increase of the claims which are part of
the small loan portfolio.On th other hand, the
decline of the capital requirement for currency
risk arises from the decrease of the open curren-
cy position of the banking system in 2018.

For more details on the capital require-
ments for covering risks and on the capital ade-
quacy ratio, by group of banks, see annexes to
this report.

5.4. Stress-testing of the banking
system resilience to hypothetical
shocks
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the simulations.This is due to the higher
capital adequacy of the banking system be-
fore the simulations, but also to the less pro-
nounced sensitivity of some banks to the as-
sumed shocks.

Hypothetical shocks on the part of the
credit risk had the greatest impact on the
stability of the banking system.Within the
credit exposure to non-financial entities, the

Source:National Bank, based on data submitted by banks.

simulations show that the capital adequacy
of the banking system would drop to 8% on-
ly if the non-performing loan exposure rises
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Chart 77
Comparison of results from simulations of credi
and combined shocks
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Source:National Bank, based on data submitted by banks.

*Stress testing includes the following simulations:

I simulation:Increase in non-performing loan exposure to non-
financial entities by 50%;

II simulation:Increase in non-performing loan exposure to non-
financial entities by 80%;

IIT simulation:Migration of 10% of the regular to a non-
performing credit exposure to non-financial entities;

IV simulation:Reclassification in "C - non-performing" of the five
largest credit exposures to non-financial entities (including related
entities);

V simulation:Increase in non-performing loan exposure to non-
financial entities by 80% and increase in interest rates from 1 to
5 percentage points;

VI simulation:Increasing the non-performing credit exposure to
non-financial entities by 80%, depreciation of the Denar ex-
change rate by 30% and increase in interest rates from 1 to 5
nn_:
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t by 232.2%, i.e. in case of migration of 15.3%

from regular to non-performing loan expo-
sure.These simulations would lead to a three-
fold increase in the rate of non-performing
loans.In  comparison, during 2018, non-
performing credit exposure decreased by
7.3%, while only 1.8% of regular credit expo-
sure became non-performing.






III. Major balance sheet changes and profitability of the
banking system



1. Bank activities

In conditions of stable expectations of the domestic economic entities, sound
economic fundamentals and absence of imbalances in the economy’3, the total
activities of the banking system in 2018 intensified. The growth of banks' assets
stems most from the accelerated deposit growth and is reflected by the rapid
growth in lending to non-financial entities and liquid assets. The increased lending is
mostly a result of the denar loans to households. The increased credit support to
corporate clients, which still contributes slightly to the overall credit growth, is of
particular importance for the economic activity. The growth in banks' deposit
potential stems most from the increase in denar household deposits, primarily
demand deposits, with larger contribution of deposits from financial institutions, in
particular, from pension funds, being registered. In addition, in 2018 banks
increased their capital and reserves and profits, which also made a significant
contribution to the increase in the resources of the banking system.

Chart 78
Structure of the assets (left) and liabilities (right) of the banking system
in %
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Source: National Bank, based on the data submitted by banks.

73 In 2018, the National Bank estimated that there is a room for monetary policy relaxation and reduced the interest rate on the CB
bills from 3.25% to 3.00% in March 2018, to 2.75% in August 2018 and 2.50% in December 2018. In March 2019, the National
Bank adopted a decision on additional reduction of the interest rate on CB bills (from 2.50% to 2.25%). The bid amount remained at
Denar 25,000 million.
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Chart 79

Annual growth of components of assets (left) and liabilities (right) of the banking system

in millions of denars
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Chart 80

Assets of the banking system

in millions of denars and in %
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Source: National Bank, based on the data submitted
by banks.

As of 31 December 2018, total assets
of the banking system was Denar 503,469
million, which is an annual increase of De-
nar 41,477 million, or 9%. Asset growth has
more than doubled compared to 2017 and is
mainly driven by the accelerated growth of lend-
ing to non-financial entities and liquid assets
growth (primarily cash and funds on the accounts
and deposits with the National Bank and place-
ments in short-term assets in foreign banks and
domestic government bonds). The driving force
of the banks’ assets growth was the deposit ac-
tivity with non-financial entities, which grew rap-
idly compared to the previous year. More signifi-
cant growth was registered also with the deposits
of financial corporations, mostly as a result of the
increase in the pension funds’ deposits. Higher
financial result registered in the previous and dur-
ing the current year was significant source to fi-
nance the increased activities of the banking sys-
tem. After the registered fall in the previous year,
the liabilities towards the banks’ parent entities
registered more significant increase in 2018.
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Chart 81

Financial intermediation in the Republic of North Macedonia, EU countries and the region

in %
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Chart 82

Amount of loans to non-financial entities
in millions of denars

In 2018, the indicators point to
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larger role of the banking system as finani-
al intermediary. Compared with most EU coun-
tries under observation, financial intermediation
in the Republic of North Macedonia is lower, but
similar to that of the countries of the region.

Source: National Bank, based on the data submitted

by banks.

Chart 83 Growth of loans to non-financial

entities
in millions of denars and in %
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of the economic agents and absence of im-
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lending to non-financial entities accelerat-
ed in 2018. Loans to non-financial entities’ in-
creased by Denar 22,510 million, or by 7.6%
(Denar 16,613 million, or 5.9% in the second
quarter of 2017). Analyzed by bank (two in the
group of large and one in the group of medium-
size banks) contributed 50.7% to the total annual
change of loans to non-financial entities.

Source: National Bank, based on the data submitted

by banks.

74 Loans to non-financial entities include loans to resident and non-resident non-financial entities, including loans to private and
public non-financial companies, central government, local government, non-profit institutions serving households (loans to other
clients), sole proprietors and natural persons (loans to households).
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Chart 84
Annual growth of the total lending to non-

financial entities, by bank
in millions of denars and in %
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75 46.7% and 52.3% respectively at the end of 2017.
76 MBDP AD Skopje was excluded from this analysis.

Lending to households made the
largest contribution of 64% to the annual
growth of lending to non-financial entities.
However, their contribution to the total
credit growth in 2018 is lower compared to
the previous year (when it was 73.7%),
due to the accelerated growth of the loans
to non-financial corporations. Loans to
households grew at a solid growth rate of 10.4%
(9.7% in 2017), while growth rates on corporate
loans were twice lower, compared to households,
accounting for 4.7% (2.9% in 2017).

Banks continue to have greater propensity
for lending to households, with the last several
years showing a steady approximation of
the structural participation of the structural
shares of households and corporate clients
in total bank lending (as of 31 December
2018, 47.9% and 50.9%, respectively’”). In six of
the fourteen banks’®, the share of household
loans in the banks' loan portfolio is higher than
the share of corporate loans.

By purpose, 70.7% of the loans to natural
persons are intended for financing the non-
identified consumption by natural persons (con-
sumer loans, overdrafts and credit cards).
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Chart 86

Structure of total loans, by sector (left), currency (middle), and structure of regular loans, by
maturity (right)
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In 2018, denar loans contributed the
most (73.5%) to the growth of total loans
to non-financial entities, although the con-
tribution of currency component lending
increased significantly (from 2.3% in 2017 to
26.5% in 2018). Denar loans’’ increased more
with households (growth of Denar 9,523 million
or 12.7%), compared to the corporate loans
(growth of Denar 7,230 million or 7.6%). The
increase in denar loans with currency clause and
foreign currency loans 78 is once again mainly
stirred by households. Denar loans kept the lead-
ing role in the loans’ currency structure with a
share of 58.6%, and additionally increased com-
pared to the previous year.

77 Denar loans increased annually by Denar 16.535 million, or 9.7%.

78 Denar loans with FX clause increased by Denar 5,381 million (or 6.9%), with contribution of household loans of 69.8%. Foreign
currency loans grow by Denar 594 million (or 1.2%) annually, whereby household credit growth equals Denar 1,122 million (or
12.9%).
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Chart 87

Annual growth of loans by sector, currency and maturity
in millions of denars and in %
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Stock of deposits of non-financial entities
in millions of denars
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Growth of deposits of non-financial entities
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In 2018, the increase in the loan
portfolio maturity continued. Long-term lend-
ing registered an annual growth of 9.4%, thus
further strengthening its share in the structure of
total loans (79.5%). Most (65.8%) of the growth
of long-term loans was due to household loans”.
Short-term lending contributed less (15.3%) to
the growth in total lending. Thereby, the growth
of short-term loans was mostly due to non-
financial corporations®?).

1.2, Deposits of non-financial entities

The deposits of the non-financial en-
tities in 2018 continued to grow faster (es-
pecially since the second quarter), still be-
ing the main source of financing the bank
activities (73.8% of total sources of funds,
which is almost unchanged compared to 2017).
The annual growth of the banks' deposit base
amounted to Denar 32,052 million, or 9.4%, be-
ing significantly faster compared to the end of
2017 (when it accounted for 5.1%). Households,
which are traditionally the most important deposi-
tor in the domestic banking system, in 2018 in-
creased their assets in banks by Denar 22,278
million, or 9.5% (6.2% in 2017). Deposits of
non-financial corporations experienced more

7% Long-term loans to households registered an annual increase of Denar 13,640 million, primarily reflecting the growth of long-term
denar loans to households (about Denar 8,676 million), mainly consumer and housing loans.

80 Short-term loans of non-financial corporations increased by Denar 2,746 million (or 5.8%) on an annual basis, which was almost
entirely due to the growth of denar loans to households (by Denar 2,720 million, or 2.4%).
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Chart 90
Annual growth of total deposits of non-

financial entities, by bank
in millions of denars and in %
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modest annual growth (of Denar 8,488 million or
9.2%), which is almost three times less than the
growth of household deposits, but significantly
higher than in 2017 (when it was 2.4% or 2,158
millions).

By bank, three banks from the group of
large banks contributed 55.5% to the total annu-
al change in the deposits of non-financial entities.

Chart 91
Contribution of individual components to the
annual growth of total deposits of non-

financial entities
in millions of denars and in %
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Chart 92

Structure of total deposits, by sector (left), currency (middle) and maturity (right)
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Maturity structure of household deposits
in %
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Analyzing the currency structure,
denar deposits had the largest share in the
annual growth of total deposit, increasing by
Denar 20,368 million (or 10.5%). Household de-
posits contributed significantly (66%) to the
growth of denar deposits compared to the contri-
bution of the deposits of non-financial corpora-
tions (30.3%). The largest share of the total de-
posit base remains with the Denar deposits,
whose share in the currency structure of the de-
posits increased (57.5% as of 31 December
2018, compared to 56.9% as of 31 December
2017). Foreign currency deposits registered an-
nual growth of Denar 12,315 million, or 8.5%,
while 71.8% accounted for the household depos-
its.

In 2018, the maturity transformation
of the deposit base of non-financial entities
continued. At the end of 2014, demand de-
posits took the lead in the growth of depos-
its of non-financial entities, thus remaining
the fastest growing component in the ma-
turity structure of total deposits. Demand
deposits reached half of the total deposit base
and almost 40% in household deposits. However,
long-term deposits registered solid annual
growth, while the contribution of the short-term
deposits in the deposit growth remainednegative.
In 2018, the short-term®! deposits registered
fall of Denar 2,545 million, or of 2.9%. Demand
deposits increased by Denar 25,970 million (or

81 The annual decline in the short-term deposits was mostly (72.6%) due to the decrease of household deposits in foreign currency.
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16.3%), which was largely driven by denar de-
posits®?, primarily household deposits. Long-
term deposits experienced annual growth of
Denar 8,627 million (or 9.4%), whereby the con-
tribution of denar deposits (55.6%) was slightly
higher than the contribution (51.3%) of the
foreign currency deposits.®.

Chart 94 Annual change of deposits of non-financial entities, by sector, currency and maturity
in millions of denars and in %
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1.3. Other activities

At the end of 2018, banks' invest-
ment in securities® (by net book value) in-
creased by Denar 2,079 million (or 3.5%), while
their share in the total assets of the banks
amounted to 12.4% (13% as of 31 December
2017. The annual growth of the total securities
portfolio is entirely a result of the significantly
increased banks' investments in domestic long-
term debt securities (by Denar 6,778 million, or
57.8%), mostly in two-year and three-year gov-
ernment bonds. Banks’ investments in treasury
bills fell annually by Denar 4,751 million (or
22.1%). The banks' investment in CB bills are
almost unchanged compared to 2017 (given un-
changed supply).

82 The annual growth of demand deposits largely (59.9%) resulted from the growth of denar deposits (out of which, household
deposits increased by Denar 10,297 million, while deposits of non-financial corporations increased by Denar 4,972 million) and to a
smaller extent (40.5%) of the growth of foreign currency deposits ( the growth of household deposits amounted to Denar 7,408
million, and the growth of deposits of non-financial companies amounted to Denar 3,227 million).

8 The annual growth of long-term denar deposits amounted to Denar 4,798 million, largely due to the growth of household deposits.
The annual growth of long-term foreign currency deposits amounted to Denar 4,425 million, and the largest part (76.2%) of this
growth arises from household deposits.

84 Including investment in associated companies.
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Maturity structure of banks' investments in

government securities
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In 2018, placements with banks and other financial institutions increased (by
Denar 1,253 million, or 2.5%), which is entirely due to the growth of short-term time deposits
of domestic banks abroad. On the other hand, the loans extended to the domestic banks
decreased as a result of the reduced long-term foreign currency loans extended to domestic
banks through MBDP AD Skopje. The volume of inter-bank operations in the domestic banking
system is still small (placements with domestic banks account for only 2.3% of total banks'
assets). Within liabilities, the reduced liabilities based on loans (by Denar 2,908 million, or
9.5%) arise from the reduced liabilities based on short-term denar loans and reduced liabilities
based on long-term foreign currency loans to domestic banks (due to deleverage of domestic
banks to MBDP AD Skopje) and to non-resident financial institutions (due to MBDP AD Skopje
deleverage to international financial institutions).
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Bank and other financial institutions’ deposits are still a very small source of
financing for the banks, although their share in total liabilities in 2018 increased slightly (and
equals 5.5%). Bank and other financial institutions’ deposits increased by Denar 5,667 million,
or 25.7%, largely due to the growth of current account balances and long-term denar
deposits of pension funds. The short-term deposits from domestic banks and long-term
deposits from insurance companies also increased.

In2018, the banking system’s claims on non-residents exceeded its
liabilities to this sector. The volume of domestic banks’ activities with non-
residents is still relatively insignificant. Banks' claims on non-residents increased by
Denar 4,451 million or 12.3%, and their share in total assets of the banking system reached
8.1%®%. This increase stems from the increase in banks' placements in short-term foreign
currency deposits abroad. Long-term loans to non-financial non-resident entities also
registered some increase. On the other hand, the banks' liabilities to non-residents registered
a slight increase of Denar 369 million (or 1%), which is a result of the growth of liabilities to
banks’ foreign parent entities, while MBDP AD Skopje .simultaneously repaid debt to
international financial institutions. The share of liabilities to non-residents in total liabilities
decreased and equaled 7.1%%,
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The funding sources by parent entities have little significance for the
Macedonian banks. However, in 2018, banks' liabilities to their parent entities
increased by Denar 3,276 million (or 36%), largely as a result of the growth of short-term
deposits from financial entities and the growth in liabilities based on borrowings with a
medium-sized bank.

85 Analyzing by bank, the share of banks' claims on non-residents in total assets ranged from 1.8% to 18.6%. "MBDP" AD Skopje was
excluded from this analysis.

8 Analyzed by bank, the share of banks' liabilities to non-residents in total liabilities ranged from 0.1% to 18.3%. "MBDP" AD Skopje
was excluded from this analysis.
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To a lesser extent, the growth of liabilities towards parent entities is due to the
increased liabilities based on subordinated instruments and the growth of short-term deposits
with two large banks. Thus, the share of banks' liabilities to parent entities (including
subordinated liabilities and hybrid capital instruments) in total liabilities of the domestic
banking system, and in liabilities to non-residents increased to 2.6% and 34.8%?, respectively
(2.2% and 25.9%, respectively as of 31 December 2017). The sources of banks' financing
from parent entities often include short-term deposits and liabilities based on loans and
subordinated instruments. Banks' claims on parent entities participate with only 0.4% in
the total assets of the domestic banking system, while their share in the total claims on non-
residents is 5%. Compared to 2017, the claims on parent entities registered an increase of
Denar 202 million, or 11.1%.
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87 Analyzing by bank, the share of banks' liabilities to parent entities in total liabilities to non-residents ranged from 9.7% to 79.5%.
Analyzing by bank, the share of banks' liabilities to parent entities in total liabilities ranged from 0.1% to 12.6%.
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2. Profitability

During 2018, banks registered high profit from their operations, which
significantly improved the indicators used for monitoring the profitability and
efficiency of the banking sector. Return on equity and assets reached pre-global
crisis levels, with operational efficiency also being improved. Such movements are
mainly a result of the one-off factors in the first quarter of the year®®, with the
regular bank activities also contributing mainly through the segments that generate
non-interest income. The net interest income decreased moderately on annual basis,
thus contributing negatively to the annual growth of the banking sector's profit for
the first time since 2010. Namely, in conditions of stable domestic environment and
revival of the economic activity, banks increased their volume of activities, but this
was not enough to support the growth of interest income, which is in the zone of
annual decline for the second consecutive year. This year as well the banks managed
to compensate some of the decrease in interest income through downward
adjustments on the expenditures side, but that gap is getting narrower and
additionally constrained by the accelerated growth of the total deposit base. Hence,
the capacity of the domestic banks to generate interest income will be an important
challenge for maintaining the profitable operations of the banking sector in the
period ahead. Most banks expect profitability to increase also in 2019%°. However,
for maintaining such trends, it is important for the banks to continue incrementing
their loan portfolio, as the most profitable portfolio of banking activities, as well as
to develop new competitive products, with further adequate risk management and
effective control of operating costs.

5.1 Profitability and efficiency indicators of
the banking system

In 2018, the banking system gener-
ated profit from their operations of Denar
8.4 billion, which is by 27.4% higher, or
Denar 1.8 billion, compared to the previous
year. The main reason for the high increase in
banks’ earnings were few irregular events in the
first quarter of the year, when a larger amount of
non-performing claims from one non-financial
corporation was collected by several banks and
capital gains were generated from the sale of eg-
uity stake by one bank. The impact of these one-
off factors explains about 83% of the banking
sector's profit growth. Excluding their effect,
earnings would be within the financial result of
the previous year with moderate annual growth
of 4.5%.

8 In the first quarter of 2018, a larger amount of non-performing claims from one larger non-financial company was collected by
several banks and capital gains were realized from the sale of equity stake. These are irregular events that contributed to the
profitability increase of the banking sector.

8 Pursuant to the Survey on banks’ perceptions of risks stemming from their surrounding and planned business activities in 2019.
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The one-off factors influenced
profitability by reducing the cost of im-
pairment, as a category contributing most
to the growth of the banking system's
profits and increasing other regular in-
come. From the other categories reflect-
ing the regular operations of the banks,
the improved operating efficiency contrib-
uted to the increase in the profit amid
lower operating costs, as well as the in-
crease in net fees and commissions in-
come. Net interest income, as a leading
component of banks' total revenues, de-
clined on an annual basis in 2018, and for
the first time since 2010, it had a nega-
tive contribution to the annual growth of
the banking sector's profit. Bank-by-bank
analysis showed high concentration of the
profit (more than 90%) in the group of
large banks, while the group of small
banks registered a significant improve-
ment showing profitable operation com-
pared to the previous year when it oper-
ated at a loss from its operations.
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Note: The chart shows the changes in individual components of profitability expressed as a share in average assets
i.e. average equity. The green and red bars indicate a positive and negative contribution to the growth of
ROAA/ROAE, respectively, in percentage points. ROAA and ROAE are given in percentages.
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The high increase in banks’ earnings in 2018 contributed for significant
improvement in the profitability indicators of the banking system. The rates of return
on average assets and average capital and reserves® equaled 1.7% and 16%, respectively,
which is at the level registered in 2007, when the banking sector was in a high-growth stage.
Excluding the effect of one-off factors, both indicators would be at the level of the previous
year, which is higher than the level that most banks consider appropriate to ensure sustainable
operations in the long run. Namely, according to the results of the Survey of Banks' Perceptions
of Risks Stemming from their Surrounding and Planned Businesses Activities in 2019%!, most
banks in the long run consider the sustainable ROAE at a rate below 10% (five banks), i.e.
within the interval of 10-12% (4 banks). The analysis of the rates of return by components®?
realized in 2018, shows that the improved profitability is mainly due to the higher profit margin,
which is an indicator of the increased ability of banks to transform their realized income into
profit, with the main contribution being made from irregular income. The leverage level of the
banking sector decreased minimally, with slightly more pronounced, but moderate decrease
being also observed in the turnover of risk weighted assets and the level of risk taken. Such
developments in individual components indicate that the profitability growth in 2018 was
registered in conditions of prudent risk management, which contributed to the improvement of
the banks' risk profile, which is in favor of maintaining the stability and safety of the banking
sector in the following period. Profitability and efficiency indicators of the banking system and
individual bank groups are presented in Annexes to this Report.
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At the level of the banking system, the improvement in the profitability
indicators in 2018 is significant, but observed at a micro level, there are evident
differences among banks. Thus, two banks registered return on equity and assets that is
higher than the one at the level of the banking system, the performance of three banks is at the

“Average assets and average equity and reserves are calculated as the balance of assets i.e. equity and reserves as of 31 December
2018 and 31 December 2017.
%1 According to the results of the Survey, five banks assess that even with ROAE lower than 10% they would achieve sustainable
operations in the long run. Four banks assess the sustainable ROAE rate in the interval of 10 to 12%, while only three banks
estimate ROAE higher than 14% for long-term operations. The Survey on banks’ perceptions for the risks stemming from their
surrounding and the planned business activities in 2019 is published on the web site of the NBRNM.

P S A RWA P S A RWA

%2 The rate of return on average equity and reserves can be shown this way: POAE = —#>#S4—— =4 —— % —x—-= PM *
CR S A RWA S RWA CR A

RW Aturnover = L * RBAratio, where: P = profit after taxation, CR = average capital and reserves, S = total regular income, A =
average assets, RWA = risk-weighted assets, PM = profit margin, RWAturnover = risk-weighted assets turnover, L = leverage,
RBAratio = ratio of risk assumed.

Profit margin is operating profit (loss) to total regular income ratio.
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system level, while nine banks operated profitably, but with results below the banking system
level. Only one bank ended the year at a loss from its operations. Such developments point to
the need of restructuring the less profitable banks in order to increase efficiency of capital and
assets engaged thus ensuring their long-term stability and sustainability. Another possibility is
through consolidation of the domestic banking sector, which, according to theoretical and
empirical research, has a positive impact on banks’ performance by reaping the benefits of
economies of scale and the synergy effect of merging complementary operations.

Chart 103
Rates of return on average assets - ROAA (left) and on average equity and reserves - ROAE
(right) by banks
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Source: National Bank, based on the data submitted by banks.

Note: The charts show the highest value of the respective indicator registered by a particular bank, the value of the
indicator at the level of the banking system and the lowest value of the respective indicator registered by a particu-
lar bank.

The net interest margin that the banks realize from the financial
intermediation decreased moderately also in 2018 (by 0.2 percentage points) to the
level of 3.8%, which was realized in conditions of moderate decrease of the net interest
income (of 1.6%), given simultaneous increase in the average interest-bearing assets (by
5.5%). The lower level of net interest income results from the decline in interest income, which
was only partially compensated by the lower level of interest expenses. Namely, in the context
of low interest rates, the banks in the previous few years managed to increase the net interest
income mainly through rationalization of the deposit costs, in conditions when the interest
income registered slower growth or decrease on annual basis. Given that the interest rates on
deposits are already reduced to a very low level, the room for their further reduction is limited,
and thus the possibility of maintaining net interest income by adjusting the expenditure side.
Additional factor is the increase in the banks’ total deposits, which in 2018 accelerated® thus
additionally decelerating the downward adjustment of the interest expenses.

%In 2018, banks’ total deposits grew on an annual basis with an average rate of 8.7% (or average absolute change of Denar 27,957
million), compared to the same period last year when the average growth rate was 5.7% (or average absolute change of Denar
17,409 million).
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Chart 104

Net interest margin as of 31 December 2018 of the banking system (left) and by bank (right)
in %
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In such conditions, the total interest expenses in 2018 are lower by Denar 84 million or
1.9%% on an annual basis, compared to the previous year when the decline was 9.9%%. On
annual basis, the interest income was lower by Denar 336 million, or 1.7%, which is a moderate
deepening of the decrease compared to the previous year.”® However, such movements are a
product of more intensive decrease in revenues from financial institutions,®” or more specifically,
revenues from Central Bank, given that the National Bank has reduced the CB bills interest rate
by 0.75 percentage points during the year.°® Amid monetary policy easing, a stabilized domestic
environment, and vigorous economic activity, the growth of banks' lending activity accelerated
significantly in 2018%, contributing by about 75% to the growth of interest-bearing assets. In
line with previous years, banks allocated a larger portion of the loan portfolio to the households
sector'®, which, given the slower growth in net interest income from households (compared to
the growth of regular household loans), had small contribution to the decrease in the net
interest margin of the banking system!%l. However, in addition to households, in 2018, banks
significantly increased the volume of lending to the corporate sector as well'%?, thus slowing the

*The decrease in interest expenses was mostly due to the lower interest expenses for the household sector which decreased by
Denar 97 million, or 4.4% on an annual basis. Non-financial corporations also reported lower interest expenses (by Denar 34 million
or 6.5%). Interest expenses from financial companies increased on annual basis (by Denar 46 million or 6%), while other interest
expenses remained almost stable (minimal increase of Denar 1 million or 0.2%).

% For comparison, interest expenses in 2016 decreased by 14.7% on annual basis. The decrease in 2015 and 2014 was 21.5% and
10.2%, respectively.

%In 2017, interest income was lower on annual basis by Denar 229 million, or 1.1%.

%In 2018, the interest income from financial institutions decreased by Denar 188 million or 13.8% on annual basis, compared to the
previous year when the decrease was Denar 9 million, or 0.7%.

% During 2018, the National Bank reduced the interest rate on CB bills on three occasions (March, August and December) by 0.25
percentage points, reducing the policy rate from 3.25% in December 2017 to 2.5% in December 2018.

%In 2018, banks’ total loans grew on an annual basis with an average rate of 7% (or average absolute change of Denar 19,872
million), which is an increase twice higher compared to the previous year, when the average growth rate was 3.3% (or average
absolute change of Denar 9,040 million).

1901 2018, total banks’ loans granted to the households sector increased on an annual basis with an average rate of 10.3%, which
is moderate acceleration compared to the average of the previous year, which equaled 9.1%. Thus, households loans contributed
69%, on average, to the average annual growth of total loans to non-financial entities in 2018.

%1The ratio between the net interest income from households and the average amount of regular loans to this sector equaled 5.4%
in 2017 and 5.3% in 2018.

102 Tn 2018, total bank loans to non-financial corporations grew at an average annual rate of 4% (or average absolute change of
Denar 5,885 million), compared to the previous year when average annual growth was negative and amounted to - 1.3% (or
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decline in interest income from non-financial corporations. Deposit and lending activity
with non-financial corporations continues to contribute to reduce the net interest
margin, although the decrease is somewhat smaller compared to the previous year,
which highlights the importance of banks' lending activity for maintaining stable net
interest income.1%3

Chart 105
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average annual reduction in the absolute amount of Denar 2,038 million). Increased lending activity to non-financial corporations
contributed about 30% to the growth of total interest bearing assets in 2018.

193 The ratio between net interest income from non-financial corporations and the average amount of regular loans to this sector
was 5.8% in 2016, 5.2% in 2017 and 4.7% in 2018.

1%4As of November 2017, the deposit insurance premium decreased from 0.5% to 0.25%.

105 The special reserve for off-balance sheet exposure in 2018 equaled Denar 876 million. If not taken into regard the effect of
excluding the special reserve for off-balance sheet exposure, the total operating costs in 2018 would be 4.3% higher compared to
the previous year.

106 Starting from 1 January 2018, the special resrves for off-balance sheet exposure (including reversal of these reserves) is recorded
as part of the impairment costs, not the operating costs of the banks.

107 In 2017, the annual growth of staff costs and general and administrative costs equaled 2.3% and 4.1%, respectively.

198 Total income from regular operations includes net interest income, net income from fees and commissions and other regular
income.

1%Capital gain derives from the sale of foreclosed property and capital investment.
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Chart 107
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Note: * Net impairment of non-financial assets was positive
for 2017 and negative in 2018 (and in all other years pre-
sented in the charts). Hence, although the net impairment
of non-financial assets declined mathematically in 2018, the
cost of impairment of non-financial assets increased annual-
ly.
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Net fees and commissions income is
an important revenue item related to regu-
lar banking activities, which accounts for
about 19%, on average, of the total regular
income over the last five years. The analy-
sis of the structure of the net fees and-
commissions income shows that banks
generate most of their income on the basis
of commissions and fees from the payment
operations in the country, which account for
37.1% of the total net fees and commissions in-
come and have the largest contribution to their
growth in 2018 (of 37.2%). Next in importance
are the commissions from card operations and
from international payment operations, which
contribute 24.2% and 13%, respectively, to the
annual growth in total net fees and commissions
income. Revenues from more sophisticated, in-
vestment activities, such as asset management,
have a marginal impact on the income of domes-
tic banks. This structure is in line with the tradi-
tional business model applied by domestic banks,
which apart from credit-deposit activity, as the
main activity of its operations, mainly relies on
the provision of payment services and card oper-
ations.

In 2018, net impairment costs of fi-
nancial and non-financial assets decreased
significantly on an annual basis (by 23.2%
or Denar 1,146 million) and were the main
driver of the growth of the banking sector's profit
with a contribution of 63.7%. The one-off events
from the first quarter, when several banks col-
lected a significant amount of non-performing
loans, contributed the most to such performanc-
es. However, even without such events, 2018 can
be observed as a year of mainly effective collec-
tion of non-performing loans by domestic banks.
Net impairment of financial assets, after exclud-
ing the effect of one-off factors, registers again
an annual decreases (of 10.1% or Denar 504 mil-
lion), thus contributing to the growth of the bank-
ing sector's profit. During the year, banks also
performed several sales of foreclosed property,
which contributed to reversal of impairment on
non-financial assets. However, net impairment of
non-financial assets registers an increase on an
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Chart 109 Lending (top) and deposit (bot-

tom) interest rates
Annual average, in %
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annual basis, which is due to the regulatory obli-
gation to gradually “impair” the foreclosed assets,
in a five-year period.

According to the Survey of banks'
perceptions of risks stemming from their
surrounding and planned bussiness activi-
ties''®, most banks expect profitability
growth to continue in 2019. Most banks ex-
pect that profitability growth will be supported by
the increase in fees and commissions income,
followed by interest income, expecting further
improvement in operating efficiency and reduc-
tion in impairment costs. Given the current per-
formance and low interest rate environment,
banks’ ability to maintain a sustainable level of
net interest income and reduce the operating
costs will pose a significant challenge to banks'
profitable operations in the coming period.

5.2 Movements in interest rates and in-
terest rate spread

The downward trend of the banks'
lending and deposit interest rates!!!, char-
acteristic for the post-crisis period, contin-
ued during 2018, amid lower policy rate of
the National Bank!'? and basically stable
level of reference interest rates on interna-
tional markets.''?® The decrease was more pro-
nounced in the lending interest rates (by 0.4 per-
centage points on average, compared to the pre-
vious year), with the total average lending inter-
est rate in 2018 being 5.5% on average. The to-
tal deposit interest rate decreased minimally (by
0.1 percentage point) and for 2018 it equaled
1.4%, on average.

10 The Survey on banks’ perceptions risks stemming from their surrounding and planned business activities in 2019 is published on
the web site of the NBRNM.

11 As of January 2015, data on interest rates of banks and savings houses have been collected under the new interest rate
methodology. The data under the new and previous methodology are not fully comparable, so that the changes in the relevant
interest rates as such also include the effect of methodological changes which are described in more details on the website of the
National Bank and within the Report on the risks of the banking system of the Republic of Macedonia in the third quarter of 2015,
page 70. The new interest rate methodology mainly affected the level of deposit interest rates because interest rates on sight
deposits and overnight deposits are no longer included in the calculation of interest on total deposits.

112 During 2018, the National Bank reduced the interest rate on CB bills on three occasions (March, August and December) by 0.25
percentage points, bringing the key interest rate by 3.25% in December 2017 to December 2018 reduced to 2.5%.

113 Interest rates EURIBOR remained basically stable throughout the year, with the exception of the last two months, when there
was a tendency of moderate growth in certain maturities, primarily at 6-month and 12-month EURIBOR.
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The analysis of the structure of the lend-
ing interest rates shows the strongest decrease in
the interest rates on the foreign currency loans
(by 0.5 percentage points on average compared
to the previous year average), while on the de-
posits side, the banks most significantly lowered
the interest rates on the denar deposits with a
currency clause (by 0.4 percentage points on av-
erage, compared to the previous year average).

In line with the larger decrease in lending
compared to deposit interest rates, the interest
rate spread moderately narrowed and in 2018 it
was 4.1 percentage points, on average, com-
pared to the average of 4.4 percentage points in
2017.
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ANNEX 1
Managing and resolving non-performing loans in the Macedonian banking system

Non-performing loans are a fairly researched category, given the fact that the efficient
management and timely resolution of these loans is a necessity, especially for banks and
banking systems that are burdened with high levels of non-performing loans. These loans carry
losses for banks, “damage” the capital position and increase financing costs. In addition to bank
managers, macroeconomic policy makers are also concerned with non-performing loans.
Researches (Klein,2013)!* show that large amounts of non-performing loans reduce economic
growth, increase unemployment, hamper monetary policy transmission to real economy and
demotivate private sector credit supply, especially in economies where banks are the main
financial intermediary between people with excess and those with a shortage of funds. In
addition, several researches confirm that the existence of high levels of non-performing loans
signal banking crises (Demirgiic-Kunt and Detragiache, 2005)!*> which jeopardize the financial
stability of the country and cause significant losses for the economy (Laeven and Valencia,
2012)%6,Hence, assessing the overall quality of assets and credit exposure of the banking
system is an important element of the macro-prudential analyses of the central banks, including
the National Bank.

Chart 1

Movement of non-performing and total loans
to non-financial entities
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114 Klein, Nir, 2013, - “Non-Performing Loans in CESEE: Determinants and Impact on Macroeconomic Performance”,
IMF working paper 12/72, International Monetary Fund, Washington DC, March 2013

115 Demirglic-Kunt, Asli and Detragiache, Enrica (2005), “Cross-Country Empirical Studies of Systemic Bank Distress: A
Survey”, IMF working paper 05/96, International Monetary Fund, Washington DC, May 2005

116 | geven, Luc and Valencia, Fabian (2012), “Systemic Banking Crises Database: An Update”, IMF working paper
12/163, International Monetary Fund, Washington DC, June 2012
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banks’ ownership structure), domestic banks managed to build modern risk management
systems, improve their efficiency and financial positions (Report on the operations and activities
of the National Bank of the Republic of Macedonia in the period May 2004 - May 2011)!Y/,
increased the credit supply and reduced the share indicators of non-performing in total loans.
Thus, the period from 2004 to the last quarter of 2008 was characterized by high, double-digit,
annual credit growth rates (higher than 30% on an average), amid simultaneous, almost
continuous, reduction of the share of non-performing loans in total loans, which was reduced
down to a minimum 6.6% (at the end of the third quarter of 2008). However, starting in
September 2008, the month when Lehman Brothers collapsed, and the financial crisis beginning
in USA gained global dimensions, until the end of 2015, non-performing loans in the Republic of
North Macedonia registered almost continuous growth. Thus, in the period from 2008 to 2015,
the amount of non-performing loans registered a threefold increase, and the share indicators of
non-performing loans in total loans of non-financial entities reached 10.8% at the end of 2015
(in the period between 2008 and 2015, the highest level of the share indicators of non-
performing loans in total loans was reached on 31 December 2014 and amounted to 12.6%).

The empirical research of the National Bank from that period (Vaskov, 2015)!8 indicates
a relatively high concentration of non-performing loans, in many respects (when a small number
of loans or clients account for relatively high amounts of non-performing loans). In addition, it
was observed that the so-called persistence of non-performing loans in banks’ balance sheets
i.e. high amounts of non-performing loans have been observed dating to earlier times in the
credit portfolios (“old” non-performing loans), and banks apparently have failed to efficiently
resolve and a good portion of them have been reduced (in banks’ balance sheets) to zero.
Hence, the National Bank, as a responsible regulatory and supervisory authority for the
domestic banks, adopted measures, effective as of 1 January 2016, to mandatory write-off non-
performing loans, which have been fully reserved for at least two years on the banks’ balance
sheets (without losing the right to later repay the non-performing loans). Since then, banks
have written-off almost Denar 20 billion of non-performing loans, in line with the requirement of
this measure (more specifically, in 2016, 44.2% of the non-performing loans were written-off as
of 31 December 2015, in 2017, 17.6% of the non-performing loans were written-off as of as of
31 December 2016, and in 2018, 18.3% of the non-performing loans were written-off at the
end of 2017). At the same time, the share indicator of non-performing loans in total loans
registered a drastic downward trend and amounted to 5.2% as of 31 December 2018. Thus, the
adopted measure significantly contributed to the reduction of the amount of gross non-
performing loans, without having any effect on the income statements, given the fact that these
are fully reserved loans over a period of 2 years. Designed to do so, the measure encourages a
fast “resolution” of old, fully reserved non-performing loans, as well as a shift of banks’ attention
and resources to newly created, newer non-performing loans, whose flows are also not to be
underestimated. Taking into account the positive effects of this measure, the same is still in
force, and starting from 1 July 2019, pursuant to the new Decision on the credit risk
management methodology (Official Gazette of the Republic of Macedonia No. 149/18, banks
shall be obligated to write off non-performing loans which have been fully reserved in the last 1
year (this period is shortened, from the previous two years, for only a year).

117 May, 2011.
118yaskov, Mihajlo, 2016, “Concentration level and structural characteristics of non-performing loans in the banking system of the
Republic of Macedonia”, National Bank analysis, October 2015.
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In line with the Euro-integration process recommendations, and given the great
importance of efficient management and resolution of non-performing loans, the National Bank
has recently prepared a Strategy to encourage and improve the management of non-performing
loans (bad loans). After the inter-institutional reviews and drafting of the final version, the
strategy was adopted by the Government of the Republic of North Macedonia, whereby in the
following period several institutions in the country will undertake measures (each in its area of
competences) for its implementation. The Strategy aims to improve the conditions and increase
the efficiency of non-performing loan repayment, as well as create condition for improving the
business practices amid trading with the claims. Thus, the National Bank is already undertaking
activities to strengthen the supervision of banks’ non-performing loans and is actively working
for further improve the credit registry set-up and functioning. By involving other relevant
institutions, inter alia, actions will be taken to improve the financial reporting and companies’
corporate governance. Given the importance of managing non-performing placements, activities
are already in progress for improving the provisions of the legislature in the area of
enforcement, notary, bankruptcy, and also significant reforms in the field of property valuation
are foreseen. In addition, activities are provided to create conditions for the development of the
market of non-performing claims, as a specific market segment.

Despite the obviously needed regulatory and other simulations, that will “press” or
enable banks to resolve non-performing loans faster and more efficiently, the role of the bank
management in the process is crucial. Namely, managing the non-performing loans is
nevertheless an internal process in the banks, which should be adequately addressed in their
internal acts, implemented in their daily activities and management and finally, carefully
supervised by the National Bank. Hence, the new Decision on credit risk management (Official
Gazette of the Republic of Macedonia No0.149/18), which will be applied starting in 1 July 2019,
stipulates that the organizational structure of the banks, inter alia, shall cover individual
staff/organizational unit for managing non-performing loan exposures, and the internal acts for
credit risk management shall define indicators for non-performing loan exposures on the basis
of which they will develop a plan for undertaking actions for their collection and/or sale, as well
as a manner of monitoring the fulfillment of the plan. Furthermore, in the procedure and rules
for restructuring claims (which will become non-performing if not restructured due to the client’s
financial difficulties), banks shall anticipate the manner of managing and valuating the
performance and effect of the restructuring. Finally, banks, in their credit risk management
policies shall determine the procedure and rules for buying and selling credit exposures and/or
loan portfolios, which could also contribute to improve the process of the resolution of non-
performing exposures.
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Chart 2
Collection and write-offs of non-performing loans (left) and new non-performing loans *

(right)
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The analysis of banks’ performance in managing the non-performing loan portfolio
indicates that in each of the previous three years, banks have managed to collect around 20-
27% of the amount of non-performing loans at the end of the previous year. Thus, the
cumulative share of non-performing loans which have been collected by the banks’ active
management of the non-performing loan portfolio, i.e. by enforced collection, by selling the
receivables, by foreclosing assets set as collateral or charged after the implemented write-off,
ranges from around 11.9% (in 2016) to 21.5% (in 2018). On the other hand, the share of non-
performing loans paid by the client (without enforced collection or foreclosing assets) and those
that have returned to regular status during the year, ranges from 5.5% to 8.6% of the amount
of non-performing loans at the end of the previous year. Banks have also tried to restructure
their credit terms in 2-4% of the total amount of non-performing loans, and thus meet the
financial difficulties of the clients, so they can overcome the non-performing status in their
banks.

Contrary to the described examples of successful resolution of non-performing loans, the
amount of non-performing loans that banks have failed to collect and write-off in each of the
three previous years are relatively high and account for 15-52% of the amount of non-
performing loans at the end of the previous year!?®,

Along with the flows of managing non-performing loans (successful and unsuccessful), in
the past three years, banks’ loan portfolios also register flows of new non-performing loans
(switching from regular to non-performing loans), whose amounts account for 16.9-31.2% of
the non-performing loans at the end of the previous year, where banks will have yet to commit
resources and undertake activities to properly manage these loans and their eventual successful
resolution (collection). Hence, banks should continue their efforts to further improve the internal

119t the same time, the largest portion, around 87% of the write-offs are mandatory write-offs of non-performing loans which have
been fully provisioned, at least in the last two years.
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processes for non-performing loan management, which combined with the activities that will be
undertaken pursuant to the Strategy to encourage the management and improve the
management of non-performing placements (bad loans), should in the medium term enable
faster and more efficient resolution of non-performing loans, and thus more efficient financial
intermediation provided by banks.
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ANNEX 2
Structural features and quality of bullet loans

Bullet loans are a potential source of loan losses, due to the higher inherent
risk. The potentially higher risk of these loans arises from the fact that banks charge interest
only during the loan agreement, while the loan principal is paid at the end of the agreed term.
In this way, banks consciously accept greater risk related to the client's capacity to repay the
entire loan principal at once, at the end of the agreed term. However, it should be borne in
mind that the presence of such structured loans also implies greater banks’ flexibility to meet
the specific customer needs, their business model, or a project they are willing to finance with
the loan, which on the one hand contributes to the financial intermediation process, and on the
other hand, increases the probability of settling total loan liabilities. Hence, the presence of a
bullet repayment clause in credit agreements, in itself, does not necessarily mean frequent
credit risk materialization, and is directly related to the banks’ capacity to properly assess credit
demand.

Chart 1

Share of bullet loans in total regular loans
to non-financial corporations, and by activ-
ity
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Source: National Bank’s Credit Registry, based on
data submitted by banks.

* Note: In the charts, bullet loan will denote a loan
where a payment of the entire principal is due at the
end of the loan term.

At the end of 2018, 36.8% of the to-
tal, i.e. 37.2% of the regular and 31.6% of
the non-performing loans of non-financial
corporations'?® have a bullet repayment
clause. This share was relatively stable in
the analyzed period, which shows that bul-
let loans are constantly approved by banks
with dynamics similar to that of total loans
to non-financial corporations. Analyzed by
activity, most of the regular bullet loans have
been approved to clients from the wholesale and
retail trade (40.4% of total regular bullet loans),
industry!?! (28.6%) and construction and real es-
tate activities (15.8%). The need for customers
of these activities to be financed by bullet loans
probably arises from the specifics of their busi-
ness models.

In the non-performing loan portfolio
of the banking system, composed of non-
financial corporations, the share of bullet
loans is about 30%, and again most of the
non-performing bullet loans is approved to clients
from wholesale and retail trade (35.9%), industry
(32.4%) and construction (25.4%).

As of 31.12.2018, the shares of the
ten and the twenty largest borrowers of

120 Byllet loans are usually approved to non-financial corporations. Hence, the focus of this analysis is on the loans approved to non-
financial corporations. For illustration, the share of bullet loans in total regular household loans is only 0.3% as of 31.12.2018.
121 Most of the regular bullet loans approved to the industry are to clients from the metal manufacture, machinery, tools and

equipment and food industry.
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Chart 2

Structure of total regular bullet loans to
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Chart 3
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regular bullet loans in total regular bullet
loan s were 17.4% and 25%, respectively,
and in the past five years they have been
steadily declining. The loan quality of the larg-
est regular bullet loan exposures is solid, i.e. the
banks reported impairment of 2.9% and 3.4% of
the value of the ten and the twenty largest regu-
lar bullet loan exposures, respectively. By sector,
most of these borrowers belong to trade and in-
dustry sectors!??,

In terms of concentration by bank,
almost two-thirds of regular bullet loans
are concentrated in four banks. Observed by
activity, the share of these four banks ranges
from 57.9% in bullet loans to the construction
sector to 72.8% to the industry. The concentra-
tion is even higher in the portfolio of non-
performing loans, i.e. 57.5% of the total non-
performing bullet loans are concentrated in two
banks. However, risks arising from non-
performing bullet loans are not considerable, giv-
en that banks mostly cover them with impairment
(72.4% in the segment of non-financial corpora-
tions!?3), thus their default would not deteriorate
banks' solvency.

122 Clients from industrial branches such as metals manufacture, machinery, tools and equipment and other manufacturing industry
123 However, the coverage of non-performing bullet loans approved to non-financial corporations with impairment is slightly lower
compared to the coverage of total non-performing loans to non-financial corporations with impairment (which as of 31.12.2018 is

76.3%).
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Chart 4

Average risk level (left) and annual default rates (right) of regular loans to non-financial corpo-

rations, and by activity
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Chart 5

Share of non-performing bullet loans to
total non-performing loans (up) and NPL
ratio (down), by activity
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The materialization of credit risk in
bullet loans is mainly lower compared to
the total loan portfolio of the banking sys-
tem (in the segment of non-financial corpo-
rations and by activity). Hence, the per-
centage of impairment determined by the
banks for these loans is also lower com-
pared to the total loans to the non-financial
corporations. Namely, non-performing to total
bullet loans ratio, as well as the annual rates of
regular bullet loans are lower compared to the
total loans to non-financial corporations. At the
same time, the average risk level of these loans
is lower compared to the total loans of non-
financial corporations. However, it should be
borne in mind that in the period before 2016 (af-
ter the application of the mandatory write-off of
fully provisioned non-performing loans), non-
performing to total bullet loan ratio was higher
compared to the corresponding shares in the to-
tal loan portfolio of banks (composed of non-
financial corporations). Hence, apparently in the
past, the materialization of credit risk in bullet
loans was slightly higher and/ or the resolution of
bad loans in this portfolio was less frequent (or
less successful). This confirms the need for care-
ful monitoring of bullet loans, as banks charge
interest only during the loan agreement, while
the loan principal is paid at the end of the agreed

Annex 2 | 3



Chart 6

Share of regular bullet loans backed by
collateral and LTV ratio, by activity
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Chart 7

Share of non-performing bullet loans
backed by collateral and LTV ratio, by ac-
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term. Banks are cautious, and similar for the total
regular loans and regular bullet loans, mainly de-
termine higher percentage of impairment than
what is indicated by the annual default rates, ex-
cept in the construction sector.

Restructuring rarely applies to regular bul-
let loans (only 0.1% as of 31.12.2018, as op-
posed to the total loan portfolio of non-financial
corporations where it is 2.4%), while 6.6% of the
regular bullet loans to non-financial corporations
are prolonged (9.4% of the total regular loans of
non-financial corporations as of 31.12.2018).

Observed by maturity'?*, regular bullet
loans have an average weighted maturity!?> of
2.1 years, while total regular loans to non-
financial corporations are approved for more than
twice as long (5.6 years as of 31.12.2018).

With respect to collateral, secured
loans to total bullet loans ratio is high, both
within the regular and non-performing loan
portfolio. In addition, most of the bullet
loans are backed by real estate (residence,
office, warehouse, production facilities and
other real estate)'?5. Almost all regular bullet
loans are backed by collateral (more precisely,
98.4% of the regular bullet loans are backed).
Regular bullet loan to estimated collateral value is
also solid and does not exceed 60%. In non-
performing bullet loans, the share of secured
loans is slightly lower (compared to regular bullet
loans), but it is also solid and amounts to 90.8%
in non-financial corporations (by activity, this
share ranges from 81.1% in wholesale and retail
trade to 100% in construction). The non-
performing bullet loan to estimated value of col-
lateral is slightly higher (compared to those calcu-
lated for regular bullet loans) and ranges from
41.2% in industry to 116.8% in construction.

124 The maturity analysis refers to the original maturity of the loan agreements on the date of approval.
125 The loan maturity is weighted by the share of each loan agreement to total regular loans.
126 gpecifically, loans secured by real estate account for 61.9% and 76.9% of the total regular and non-performing bullet loans of non-

financial corporations,

respectively.
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ANNEX 3
Review of the developments in relation to the international reforms for the determining of
the interest rate benchmarks for the contracts in euros in 2018

Interest rate benchmarks are essential for the smooth functioning of the financial market and of the
individual financial institutions, and through their business relations with non-financial entities, also for the
financial activities of the entire economy'?’. Interest rate benchmarks are of great importance also for
central banks, including the European Central Bank (hereinafter: the ECB), in the operationalization of the
monetary policy and the subsequent monitoring of its transmission mechanism. At a level of the European
Union, in June 2016, a special EU Benchmarks Regulation — BMR'?® was adopted, which entered into force
in January 2018, which also refers to interest rate benchmarks, and which establishes a single sum of
rules for the preparation, publication and use of financial benchmarks in the EU member states, including
for those interest rates that serve as interest rate benchmarks. In practice, the interest rate benchmark
that serves to set the level of the contractual interest rate according to the predetermined period of new
setting of its level (repricing frequency), for all products of the banks (but also of any other creditor) that
has variable contractual interest rate, to set and present the level of the contractual interest rate, and
thus the cash obligation arising from such contract (mostly in the form of a contractual interest rate), is
subject to regulation of this European regulation. In this Regulation (specifically in Article 3, paragraph 1,
item 22), the interest rate benchmark is defined as a benchmark which is determined on the basis of the
rate at which banks may lend to, or borrow from, other banks, or agents other than banks, in the money
market. Review of the financial products where the interest rate benchmarks are used, is given in Table 1
and 3.

Currently, the two most used interest rate benchmarks for the contracts in euros on the uncollateralized
interbank market are EURIBOR (Euro Inter-bank Offer Rate)'?® and EONIA (Euro Over Night Index
Average)'*, which are administrated by the European Money Markets Institute — EMMI, hereinafter: the
EMMI)!31, However, the uncertainty about the further application of these interest rate benchmarks in the
euro area is growing, since in their current form, these interest rates do not correspond to the
requirements of the EU Benchmarks Regulation — BMR. Namely, the current interest rate benchmarks face
two general problems, firstly, the drastic reduction of the number of banks in the last few years, that
participate in the panels for formation of EONIA and EURIBOR and secondly, the significant decline in the
volume of concluded overnight transactions among reference banks from the panel, and which contribute
to EONIA, amid increased excess liquidity in the system. For that reason, and in order to harmonize with
the new EU Benchmarks Regulation — BMR, the EMMI has initiated a process of substantial reforms of the
existing interest rate benchmarks.

Regarding EURIBOR, the EMMI in the past few years prepared a plan for its gradual reformation, in order
to determine this interest rate benchmark, as much as possible, on the basis of data on concluded

127 The National Bank regularly monitors the interest rate benchmarks as a type of financial benchmark, as well as the global
initiatives for the reforms in terms of their determining and use, which were already covered within the “Report on the Risks in the
Banking System of the Republic of Macedonia in the Third Quarter of 2017”, for which more information is available at
http://www.nbrm.mk/content/Requlativa/Kvartalen 30 09 2017.pdf.

128 This Regulation has a working title “Regulation (EU) 2016/1011 on indices used as benchmarks in financial instruments and
financial contracts or to measure the performance of investment funds”, and it is available on the following link:
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A32016R1011.

125 EURIBOR is an interest rate at which reference banks on the Euro area money market are ready to sell deposits to another
reference banks. This interest rate is calculated as the average of the quoted interest rates of selected panel banks (at the moment
a total of 19 banks, which participate on a voluntary basis, with a head office in EU countries and banks that are not with a head
office in the EU but have a substantial volume of operations in the euro area). EURIBOR is available in several maturities (one week,
one, three, six and twelve months). It is calculated on a daily basis and is published every day at 11:00.

130 EQONIA is a one-day interbank interest rate on the Euro area money market, i.e. a rate at which banks lend to each other with
maturity of 1 day. It is a weighted average of the interest rate on all overnight credit transactions concluded on the interbank
market, by the panel of banks from the European Union and the European Free Trade Association - EFTA) - at the moment 28
banks. EONIA is published every day until 19:00.

131 The EMMI is a non-profit association with a head office in Brussels and is responsible for the methodology for the formation, as
well as for the implementation of the operational aspects in the process of obtaining these interest rates.
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transactions, and as little as possible on the basis of quotations of interest rates. The methodology
(developed by the EMMI, in cooperation with the ECB) based on data on concluded transactions was
tested by the EMMI during 2016 and in May 2017 it was concluded that in the current market conditions,
determination of EURIBOR, that will be fully based on data on concluded transactions, is not possible. As
a result, the EMMI decided to examine the possibility of applying a so-called hybrid model, that will enable
the determination of EURIBOR to be based on the data on concluded transactions whenever it is possible,
but also the determination of this rate to rely on other appropriate market sources of prices. For this
purpose, a new working group has been formed, used to collect feedback from the market participants,
who will help in the development of the new methodology for EURIBOR. During 2019, the Belgium
Financial Services and Markets Authority - FSMA, as a responsible supervisor and regulator of the EMMI,
will assess whether the new methodology is in accordance with the EU Benchmarks Regulation — BMR
and, if the result of this assessment is negative, may prohibit the use of EURIBOR, pursuant to Article 51
(4) of the EU Benchmarks Regulation — BMR. For illustration, the British competent supervisory authority
for the possibly most used financial benchmark in the world - LIBOR (Financial Conduct Authority - FCA),
gave the market participants around the world to understand that the further maintaining and publishing
of the LIBOR rates are impossible, after the end of 2021132, Hence, a process of transition of the markets
and market participants to the so-called risk-free interest rates is under way, i.e. a process that
terminates the utilization of the so far used financial benchmarks. The metaphor given in the quarterly
report of the Bank for International Settlements from March 2019133, that “for the global financial system
this is something that resembles performing operation on an open heart”, is a very good illustration for
the importance of this process of transition and the global reforms related to the interest rate benchmarks
in general.

Regarding EONIA, after the completion of the first phase of the revision of this interest rate, which
consisted of definition of the regulatory framework in accordance with the new regulatory requirements,
the EMMI implemented the second phase that referred to market analysis and review of the applicability
of the revised EONIA. However, in February 2018, the EMMI concluded that if the market conditions
remain the same, there is a very likely possibility that EONIA will not meet the criteria of the EU
Benchmarks Regulation — BMR by January 2020 and thus limit its use from 1 January 2020.

Along with the reforms of the existing interest rate benchmarks, the ECB started to form a new interest
rate benchmark for non-collateralized overnight transactions for the contracts in euros, on the basis of the
already available data of the European System of Central Banks (Eurosystem). This new rate, as an
alternative of (close to) the risk-free interest rate benchmark, aims to supplement the existing interest
rate benchmarks and it should cover the transactions in euros of the banks that meet pre-established
criteriat3®. The new interest rate benchmark, which was initially called ESTER, and from recently
rebranded in €STR, is expected to contribute to greater transparency. Namely, in September 2017, the
Belgium Financial Services and Markets Authority - FSMA, together with the European Securities and
Markets Authority and the European Commission formed a working group with representatives from the
private sector, which, by voting (from offered three alternative interest rate benchmarks), chose ESTER
as the most appropriate, future risk-free interest rate benchmark for the contracts in euros. The selection
of ESTER was mostly based on four main elements: (1) it refers to non-collateralized transactions, which
makes it similar to EONIA, and thus easily understandable and easier for communication with clients; (2)
the calculation methodology, that will be based on daily data on each transaction of the banks that report
according to the statistical reporting regulation (MMSR), i.e. on data that meet pre-established criteria;

132 More information is available on the formal speech by Andrew Bailey, Chief Executive of the Financial Conduct Authority — FCA),
i.e. on the following link: https://www.fca.org.uk/news/speeches/the-future-of-libor.

133 The section of this Report that refers to interest rate benchmarks, under the working title of “Beyond LIBOR: a primer on the
new benchmark rates”, is available on the following link: https://www.bis.org/publ/qgtrpdf/r gt1903e.htm.

134 The criteria are an integral part of the current regulation on the ECB's money market statistical reporting — MMSR. The Money
Market Statistical Reporting - MMSR is regulated by the Regulation No. 1333/2014 of the ECB of 26 November 2014 (ECB/2014/48)
and covers the statistical data that refer to the money markets. The collection of daily data by the ECB, in cooperation with several
national central banks, started in July 2016 and its main aim is to provide comprehensive, detailed and harmonized statistical data
on the money markets in the euro area.
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(3) the higher stability of the rate; and (4) the fact that ESTER will be administrated by the ECB, which
represents a public institution of the EU, with a high reputation. Namely, in the process of designing the
rate, and in order to ensure transparent communication, the working group conducted two public
consultations, and the conclusions and feedback from the public obtained through them were published
and taken into account in the selection and development of the methodology for the new interest rate.
One of the recommendations of this working group, published on 14 March 2019'®, is the new interest
rate benchmark ESTER to be a replacement for EONIA.

The transition from EONIA to ESTER should be completed by 1 January 2020, and it is a complex
challenge, which requires a significant engagement from both the direct market participants and the
entities that provide the financial market infrastructure, and all concerned market regulators or
supervisors of institutions. On the global financial markets, only derivative contracts and securities, whose
valuation or payments are based on application of EONIA, are currently estimated to have a value higher
than Euro 20 trillion'®. Given that the time period for transition to ESTER is rather short, timely
preparation and extensive coordination between market participants and users of interest rate
benchmarks is necessary in the preparations for transition to ESTER, from both legal point of view
(ensuring continuity of contracts) and from technical perspective (adjustment of trading systems to the
new interest rate benchmark). On the other hand, the avoidance of possible operational risks of the
excessively fast transition to ESTER requires a sufficient testing period, that will ensure that the technical
setup provides a high degree of reliability and smooth application of the new interest rate benchmark.
Hence, the working group carries out technical analyses and assessments of the different ways and
scenarios for transition to ESTER. More specifically, the group focuses on two broader options, as follows:
scenario of a so-called “transition led by the market” (in this scenario, the derivatives market, whose
prices are related to ESTER, will develop in parallel with the existing market of derivatives based on
EONIA, in order to avoid interruption in the application of the rates) and scenario of a so-called
“successor” (this scenario provides for all existing contracts to apply the new interest rate benchmark,
from the date of commencement of the use of this interest rate benchmark). Regardless of the scenario
that will be chosen, the ultimate aim is to minimize the risks that may arise from the transition to
utilization of the new interest rate benchmark. To fulfill this aim, the ECB published the so-called rate
before ESTER rate, as a series of data calculated by using the same methods as those defined for ESTER,
of transactions that are currently carried out. These data allow market participants to assess the
appropriateness of the new rate and to start with the preparations for its use in the contracts, as well as
in the risk management processes. In conditions of a high level of liquidity, the levels of the before ESTER
rate are relatively stable. On average, around 30 banks (out of a total of 52 banks that meet the pre-
established criteria of the statistical reporting regulation (MMSR) and which are determined to participate
in the formation of ESTER) publish data every day, which guarantees existence of sufficient data to
calculate the rate. Therefore, it will not be necessary for the calculation methodology to be enriched with
historical data or to rely on data from some other market segments.

The ECB will start to publish ESTER by October 2019. The rate will be available by 09:00 CET (central
European time) every TARGET2 working day (Trans-European Automated Real-time Gross Settlement
Express Transfer System), on the basis of the transactions of the previous day (reporting date T, with
maturity date of T+1). It will be published on the ECB’s website, via the MID platform of the ECB and the
Statistical Data Warehouse.

The reformation of the existing interest rate benchmarks is not an activity that is carried out only by the
ECB, but it is also a global trend. Namely, the administrators of the interest rates that are formed on the
interbank markets of non-collateralized deposits (IBOR), in numerous jurisdictions, have also taken

135 This recommendation is available on the link:

https://www.ecb.europa.eu/press/pr/date/2019/html/ecb.pr190314 1~af10eb740e.en.html.

136 Source: The European Central Bank (Update on quantitative mapping exercise, Working Group on Euro Risk-Free Rates 17 May
2018).
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measures to strengthen the methodologies for determining the existing interbank interest rates and for
developing new interest rate benchmarks (Table 2).

However, what one should bear in mind in the process of reformation and transition to the new interest
rates is that most of the currently valid contracts, especially for the so-called market of non-derivative
financial instruments (cash market), i.e. all securities, loans, deposits and other financial instruments that
refer to use of some of the existing interest rate benchmarks (EURIBOR, LIBOR, EONIA, etc.), have no
clear provisions that unambiguously indicate and define the mechanism of application of an alternative
interest rate benchmark, if the existing one ceases to exist, to be published or to meet defined conditions
(so-called fallback provisions). In addition, there are also contracts that already provide for such
provisions in the part of the interest rate benchmarks, but they do not point clearly to application of some
of the new interest rate benchmarks, which may only create even more difficulties and cause
fragmentation of the markets for individual instruments. Hence, most of the contracts that refer to use of
some interest rate benchmark will require concluding of annexes to the contracts, which will
unambiguously point to the application of some of the new interest rate benchmarks. The Bank for
International Settlements in its work materials'®” has already stated its opinion that the transition of the
so-called IBOR to the new risk-free interest rates would be the most challenging with the financial
instruments on the market of non-derivative financial instruments, including the credit market, because
they are mostly so-called private transactions with flexible nature, i.e. imply concluding in direct contracts
between each creditor and each user. In other words, unlike the global OTC market for derivative
contracts where there is an internationally non-profit centralized practitioner association i.e. the ISDA -
International Swaps and Derivatives Association!3®, which is in position to make provisions that will serve
as an amendment to the existing contracts that will determine a mechanism of application of an
alternative interest rate benchmark, and thus to coordinate the transition of the global financial industry,
there is no such a body on the retail credit market.

At global level, the International Swaps and Derivatives Association, in December 2018, published a
report which presents the results of the consultations conducted with the global market participants, and
in relation to certain technical issues related to the formulation of the new fallback provisions in the
derivative contracts that refer to certain interbank interest rates (so-called IBOR)!¥, Namely, given that
risk-free rates are overnight rates, and the relevant IBOR ones have different maturities, in order to
enable their mutual comparability, the relevant ISDA contracts need to include relevant fallback
provisions, which would practically adjust risk-free interest rates to the new circumstances. Market
participants were offered a choice between four options for adjusted risk-free rates, in order to provide
their comparability with the adequate maturity of the current interbank interest rates, as follows: spot
overnight rate, convexity-adjusted overnight rate, compounded setting in arrears rate and compounded
setting in advance rate!®, Also, the market participants were supposed to make a choice between three
options in relation to the preference for spread adjustment, with which the relevant adjusted risk-free
interest rates would be comparable with the relevant IBOR, given that they are almost risk-free, while
IBOR also includes credit risk premiums for the banks, and is also under the influence of many other
factors (such as liquidity, changes in demand and supply, etc.). These three possible choices were the
following: forward approach, historical mean/median approach and spot-spread approach between the
relevant IBOR and the adjusted risk-free interest rate on the day preceding the relevant announcement or

137 More information is available in the quarterly report of the Bank for International Settlements for March 2019 under the working
titte of “Beyond LIBOR: a primer on the new benchmark rates”, which is available at:
https://www.bis.org/publ/gtrpdf/r gt1903e.htm.

138 The ISDA is an international swaps and derivatives association that exists since 1985. It has more than 900 members, institutions
from 69 different countries, and the work is carried out in three main areas - reducing central counterparty risk, increasing
transparency and improving the operational infrastructure of the industry, thus showing the strong commitment of the association to
achieve its primary goals: developing stable financial markets and a prudent financial regulatory framework.

139 More information can be found on the website of the ISDA:
https://www.isda.org/2018/12/20/isda-publishes-final-results-of-benchmark-fallback-consultation/.

140 More details about these methods for obtaining adjusted risk-free interest rates can be found at:
http://assets.isda.org/media/f253b540-193/42c13663-pdf/ (page 7-11), as well as in Annex A to this document.
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publication that activates the provisions for the mechanism of application of an alternative interest rate
benchmark, if the existing one ceases to exist, to be published or to meet appropriate conditions!*!. The
report showed that the vast majority (almost 90%) of the market participants at global level, in relation to
the manner of adjusting risk-free interest rates, prefer application of a compounded setting in arrears
rate, while a substantial majority (almost 70%) of the market participants at global level, in relation to the
spread adjustment that is added to the adjusted risk-free interest rate, prefer the historical mean/median
approach'®, The International Swaps and Derivatives Association in the second half of 2019 should
analyze and publicly disclose the relevant fallback provisions that would be included in its standard
definitions, which would be based on the compounded setting in arrears rate and the historical
mean/median approach, including the setting of all necessary parameters and similar technical issues
needed to apply the appropriate formula for spread adjustment. There is a serious possibility for these
methods to serve as a basis for formulation and application of relevant fallback provisions also on the
markets for non-derivative financial instruments, i.e. for the necessary annexes that should be concluded
in the existing credit agreements, deposits, prospectuses of the issued securities or other financial
instruments etc.

According to some estimates, the joint amount of loans for business purposes, consumer loans, debt
securities with variable interest rates and products which arise from securitization, and which present
LIBOR in US dollars and which have a contractual maturity over 2022, exceeds Dollar 2 trillion*,
Fundamentally, several basic ways are possible to practically carry out the transition at global level, for
example through conversion of the instruments with variable interest rate into instruments with fixed
interest rate according to the last valid interest rate before the conversion, through amendments to the
contracts, or ultimately, through purchase or revocation of the instruments by the issuers and their
replacement with newly issued ones. Any of these alternative activities actually creates a great impact on
the manner of asset liability management, on the portfolio management, on the manner of functioning of
the units for administering finances in enterprises (corporate treasuries), and ultimately, perhaps on the
manner of setting the operational objectives of the monetary policies of some of the central banks in the
countries with more developed financial markets.

Given that the transition to the new interest rate benchmarks is not a simple process that comes down to
insertion of a new price into the contract or its annex, the banks need to estimate the costs and assess
the risks on time. Also, the regulatory competent authorities should increase their involvement in these
processes through their responsibilities for ensuring reliability of the banking system and monitoring of
systemic risks, help banks and other market participants in the process of a smooth and timely transition
to the new interest rate benchmarks.

41 More details about these methods for obtaining adjusted risk-free interest rates can be found at:
http://assets.isda.org/media/f253b540-193/42c13663-pdf/ (page 11-14), as well as in Annex B to this document.

142 A detailed review of the results of this research is available at: http://assets.isda.org/media/04d213b6/db0b0fd7-pdf;.

43 Source: Blackrock 2018, available at: https://www.blackrock.com/corporate/literature/whitepaper/viewpoint-libor-the-next-
chapter-april-2018.pdf.
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Table 1

Review of financial products in which interest rate benchmarks are used

* Swaps ¢ FX forwards
Derivatives * Swaptions * Swap futures
¢ Options e Eurodoliar futures
e Commercial loans e Agricultural loans
¢ Syndicated loans e Student loans
Loans * Floating rate bank loans e Credit card loans
e Term loan market e Home equity loans
¢ Leverage facilities ¢ FHLB advances
 Intercompany loans
* Asset backed securities - ABS * Colateralized loan obligations - CLOs
Sé:l;(ét:g;d « Mortgage backed securities - MBS E I\(/Ijgll:terallzed mortgage obligations -
Z: I\ﬁgr;meraal mortgage backed securities « Hybrids
« Foreign office deposits e Commercial paper
¢ Time deposits ¢ Medium-term notes (MTNs)
sh ¢ Checking accounts e Securties lending
ort-term

e Money market deposit accounts
¢ Demand deposit products
e CDs

* Repo
¢ Reverse repo

Bonds / Other

¢ Corporate bonds

¢ Auction rate securities

¢ Agency notes

* Non-US government bonds
« Affordable housing bonds

e Trust preferred securities

¢ Covered bonds

» Solvency II liabilties reference
rate definition

¢ Subordinate debt

e Senior notes

¢ Capttal leases

e Trade finance

¢ FA-backed notes

« Direct fund agreements

e Commercial leases

e Interest calculations on I/C
accounts of group companies
e Pricing and accounting of money
market, debt and derivatives
¢ Benchmarks for asset
management mandates

Source: The Financial Stability Board — FSB, a report under the working title of “Market Participants Group on Reforming Interest
Rate Benchmarks” available on the following link: http://www.fsb.org/wp-content/uploads/r 140722b.pdf.
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Table 2
Review of alternative interest rate benchmarks for selected currencies

United States  United Kingdom Euro area Switzerland Japan
Alternative rate SOFR SONIA ESTER SARON TONA
(secured overnight (sterling overnight  (euro short-term (Swiss average  (Tokyo overnight
financing rate) index average) rate) overnight rate) average rate)
. Federal Reserve SIX Swiss
Administrator Bank of New York Bank of England ECB Exchange Bank of Japan
Triparty repo, FICC Form SMMD (BoE . Money market
Data source GCF, FICC biateral  data collection) MMSR CHF interbank repo brokers
Wholesale non-bank Yes Yes Yes No Yes
counterparties
Secured Yes No No Yes No
Overnight rate Yes Yes Yes Yes Yes
Avaiable now? Yes Yes Oct-19 Yes Yes

FICC = Fixed Income Clearing Corporation; GCF = general collateral financing; MMSR = money market statistical reporting;

SMMD = sterling money market data collection reporting.

Source: The quarterly report of the Bank for International Settlements for March 2019 under the working title of “Beyond LIBOR:
a primer on the new benchmark rates”, which is available at: https://www.bis.org/publ/gtrpdf/r gt1903e.htm, and it is based on
data from the European Central Bank - ECB; the Bank of Japan; the Bank of England; the Federal Reserve Bank of New York; the
Financial Stability Board — FSB; the Bank of America Merrill Lynch; the International Swaps and Derivatives Association.
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Table 3

Examples for financial products in which interest rate benchmarks are used, which are ex-

pected to be subject to transition to the new alternative risk-free interest rates

Benchmark by
currency

Product

Product examples

Market participants

« Overthe-counter  ° Lnterest rate swaps, forward rate e Central
e GBP LIBOR (OTC) derivatives agreements (FRAs), cross-currency counterparties « Pension funds
swaps (CCPs)
* Exchange-traded  Interest rate options, Interest
¢ USD LIBOR derivatives (ETDs) rate futures ¢ Exchanges ¢ Hedge funds
« EURO LIBOR, ¢ Syndicated Ioar_15, business loans, . Govel_'nmentsponsored « Regulated
EURIBOR ¢ Loans mortgages, credit cards, auto loans, enterprise funds
consumer loans, student loans (GSE)
¢ Corporate and non-US
¢ Bonds and floating government bonds, agency notes, ¢ Investment e Insurance/
* CHF LIBOR rate notes (FRNs) leases, trade banks Reinsurance
finance, FRNs, covered bonds,
capital securities, perpetuals
* JPY LIBOR, * Repos, reverse repos, time
JPY TIBOR, e Short-term deposits, credit default swaps e Commercial .
¢ Corporations
EUROYEN instruments (CDS), banks P
TIBOR commercial paper

» Mortgage-backed securities
(MBS), asset-backed securities
(ABS),

'rizﬁﬁzzec' commercial mortgage-backed e Retail bankso .Ierll\l d(:enrébank
P securities (CMBS), collateralized loan
obligation (CLO), collateralized
mortgage obligation (CMO)
¢ Late payments, discount rates, o Asset .
Other overdraft managers Others

Source: The International Swaps and Derivatives Association — ISDA, a report under the working title of “ISDA Global bench-
mark survey 2018 transition report” available on the following link: https://www.isda.org/a/g2hEE/IBOR-Global-Transition-
Roadmap-2018.pdf.

* According to the definition of the Bank for International Settlements — BIS, available on the following link:
https://www.bis.org/publ/gtrpdf/r qti612c.pdf, hedge funds denote unregulated investment funds and various types of money
managers, including commodity trading advisers (CTAs) — usually registered portfolio fund managers who invest in futures whose
value depends on the movement in commodities) that share (all or a combination of) the following characteristics: 1) often follow
a relatively broad range of investment strategies that are not subject to borrowing and leverage restrictions (with many of them
therefore using high levels of leverage); 2) often have a different regulatory treatment from that of institutional investors and
typically cater to high net worth individuals or institutions; 3) often hold long and short positions in various markets, asset classes
and instruments; and 4) frequently use derivatives for position-taking purposes.
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ANNEX 4
Contingent convertible capital instruments

Contingent convertible capital instruments - CoCos are securities that, in accordance with
the contractual terms for their issuance, can be converted into equity instruments and used to
absorb losses from the issuer's operations, especially in stressful situations. It is a debt
instrument, a bond, that offers coupon interest to investors, but the payment of that interest
can be canceled (without the possibility of accumulation of unpaid interest), if the capitalization
indicators of the institution drop to a low level (usually determined with the contractual terms
for their issuance). What is more important is that if the issuer's financial and capital positions
deteriorate to a level that could jeopardize its normal operating, these instruments may be
converted into shares (which directly increases the most quality capital) or may partially or fully
reduce their value (thereby reducing the issuer's total debt). In this manner, the investors in this
type of debt instruments participate in the loss coverage. With the emergence of these
instruments, the concept of bail-out in the period of the global financial crisis is replaced by the
bail-in concept, which is of particular importance in cases where the issuer is a bank or other
financial institution. Therefore, such contingent convertible equity instruments are being
accepted by banks' supervisors and regulators as equity instruments that are part of regulatory
capital (i.e. in own funds).

Figure 1
Outlook of different alternatives about both basic features of contingent convertible equity
instruments

I Market value I

Mechanical

Book value I

Discretionary

Main features of contingent
convertible equity
instruments

Conversion to equity I

Loss
absorption
mechanism

Principal writedown

Source: Adjusted by Avdjiev Stefan, Kartasheva Anastasia, Bogdanova Bilyana, 2013, “CoCos: a primer”, BIS Quarterly Review,
September 2013.
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Thus, the first financial institution to issue such bonds (at the end of 2009) was the
Lloyds Banking Group, and later similar bonds were issued by Rabobank, Credit Suisse and the
Bank of Cyprus. Contingent convertible equity instruments are particularly characteristic for the
European banking market (the largest issuers are Barclays, BNP Paribas, HSBC or Santander, for
example), although these instruments are also used in Asia. Such instruments are not
encountered in the United States, although there are securities with similar characteristics,
usually structured as prospective non-cumulative priority securities (this type of instrument is
issued, for example, by JP Morgan or Wells Fargo).Often, investors in contingent convertible
equity instruments are the “retail” investors or smaller private banks.'*

The two basic features of contingent convertible equity instruments relate to determining
the event that will trigger the activation of this mechanism, the so-called trigger and
determining loss absorption mechanism.

The event triggering the loss absorption mechanism may be in the form of a mechanical
rule or may be at the discretion of the supervisor. The mechanical rule usually defines the level
of the chosen (contracted) equity indicator, which, if achieved, will trigger the activation of the
loss absorption mechanism. Equity indicator can be determined on the basis of internal
indicators, mostly as a correlation between the regular core capital and the risk weighted
assets'®, or to be based on certain market indicator on the issuer, such as the correlation
between the market capitalization of issuer’s shares and the amount of its assets. In addition,
the supervisor may have the discretion to decide whether and when the loss absorption
mechanism should be activated, based on its assessment of current or future movements in the
bank's capital position (point of non-viability trigger.)!*.

The loss absorption mechanism can envisage conversion of the debt into equity
instrument or decrease (write-off) of its value. The conversion in equity instruments can be
made taking into account the current market value of the issuer’s share or its predetermined
price (for example, market price or the price determined by the prospect for issuing the debt
instrument). When converted at the current market price of the share, it is very likely that the
issuer's existing shareholder structure of the convertible bond will be diluted due to the fact that
the current market price of its shares may have a lower value under stress conditions. Hence,
the conversion is often carried out at a predetermined price, which may or may not be the
prevailing market price at the time of issuance of conditional conversion bonds. An additional
possibility is to foresee a partial or total reduction in the nominal value of the issued bond, thus
reducing the issuer's current debt and potential future interest repayments based on these
instruments.

144 One of the reasons for the lower interest by institutional investors is the fact that these instruments often do not have credit
ratings, due to the variety in their characteristics (depending on the jurisdiction), the potential opportunity (given the features) to
disrupt the ranking of the investor and the creditors of the bank, when absorb losses and the uncertainty about their valuation,
especially those where the conversion may be triggered by the decision of the supervisor.

145 The Basel Capital Accord, which specifies the manner of defining own funds and instruments that may be part of the own funds,
stipulates that a particular equity instrument may be part of the bank's additional Tier 1 capital, provided that its contractual terms
provide for activation of the loss absorption mechanism, at least in cases where the ratio between regular core capital and risk-
weighted assets declined below 5,125%.

146 Discretion is usually exercised by resolution authorities.
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Contingent convertible equity instruments are usually issued as perpetual bonds!*,
although the expectations for the interested parties are that the issuer will be interested to
purchase them as soon as possible, having in mind that they are one of the more expensive
instruments. Given the aforementioned features of these instruments, it is quite clear that they
are offered at higher prices (in some cases they absorb losses even to shareholders) than other
securities issued by the same issuer (their price does not depend only on the features of the
issuer). The yields on the contingent convertible equity instruments are similar to the yields on
the issuer's subordinated bonds, and less on the premiums on credit default swaps spreads or
prices on equity instruments of the particular issuer.

Despite the fact that these are relatively “new” financial instruments whose markets
have not yet undergone a more serious and stronger downturn, few conclusions can be drawn
regarding the advantages and disadvantages of issuing such instruments. The most significant
advantage of contingent convertible equity instruments is that they provide greater stability of
banks' own funds and increase in their quality. In conditions of problems in bank operating, it
has an additional loss absorption mechanism and improve its balance sheet, whether converting
these instruments into shares or reducing their value. This increases the resistance of each bank
to shocks, and thus the resistance of the entire banking system. Also, their presence reduces
the risk of using budget funds to cover bank losses which, as noted, were particularly present
during the global financial crisis.

On the other hand, because of the higher price offered by these instruments, they can
strain the issuer's profitability, which has to pay higher interest on the issued instruments to
protect against a crisis that may never happen. Such a feature requires both the issuer and the
investor to have a proper knowledge in risk assessing risks and the benefits of these
instruments.

In addition to the advantages these instruments offer for each issuing bank, their
issuance can have a positive impact on the expansion of investment options in the financial
market, which may be of particular importance for the development of the domestic capital
market. Thus, due to the increase in the amount of own funds, improvement of their structure,
as well as expansion of funding sources, in the Macedonian banking system, there have recently
been two cases of successful issuance of convertible bonds. In the first case!*® we are dealing
with perpetual bonds!*°, which provide for their total or partial (temporary) depreciation when a
critical event occurs (when the bank's regular fixed capital ratio drops below 5,125%). In
addition, there is a possibility of termination of the payment of interest on the instrument (on a
non-cumulative basis), on several grounds: the issuer's discretion, the National Bank's
discretion, if the payment of interest violates legal requirements regarding capital requirements
or if the above critical event occurs. Bonds are subordinated to the liabilities to depositors and
other creditors of the bank, and include a purchase option that entitles the issuer to redeem or
repay to holders (after five years of issue and with prior consent from the National Bank). The
contractual terms on which these bonds are issued fully meet the requirements for their
inclusion in the bank's own funds as part of the additional fixed capital.

147 The reason for the perpetuation of these instruments (with no maturity) with the banks should be sought in the requirements of
the Basel Capital Accord as reflected in the domestic capital adequacy regulation. Namely, one of the requirements that the
instrument has to fulfill in order to be part of the bank's additional Tieer1 capital is to have no maturity.

149 They were issued as private bid in January 2019, and as of 1.3.2019 are listed on the Macedonian Stock Exchange.
http://www.unibank.com.mk/files/attachments/Prospekt.pdf
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In the second case, we are dealing with subordinated bonds'*® (with respect to the
obligations of depositors and other creditors of the bank), which entitles the holder / investor to
convert the bonds into shares.’>!, These bonds have a maturity of seven years, but have an
embedded call option, which entitles the issuer (after five years of issue) to repurchase or repay
the holders (with prior payment consent of the National Bank). Due to maturity, these
instruments are part of the bank's Tier 2 capital.
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151 That is why the bank (more precisely the bank's shareholders assembly) has already made a decision on conditional increase of
the principal in order to convert the bonds into shares.
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