WP/00/145

"\ IMF Working Paper

Former Yugoslav Republic of Macedonia
Banking Soundness and Recent Lessons

Paulo Drummond

INTERNATIONAL MONETARY FUND



© 2000 International Monetary Fund WP/00/145

IMF Working Paper
European I Department

Former Yugoslav Republic of Macedonia
Banking Soundness and Recent Lessons

Prepared by Paulo Drummond'
Authorized for distribution by Biswajit Banerjee

August 2000

Abstract

The views expressed in this Working Paper are those of the author{s) and do not necessarily
represent those of the IMF or IMF policy. Working Papers describe rescarch in progress by the
author{s) and are published to elicil comments and to further debate.

After several years of transition, major weaknesses in the banking and enterprise sectors
remain the root cause of low growth. A large share of nonperforming assets in the portfolio
of large banks, stemming from losses in the enterprise sector, has been a key impediment to
financial sector development. The banking system has been crippled with low levels of
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1. INTRODUCTION

For several years, major weaknesses in the banking and enterprise sectors have hampered
faster economic growth and development. A large share of nonperforming assets in the
portfolio of large banks, stemming from losses in the enterprise sector, has been a key
impediment to development in the financial sector. The banking system has been crippled by
the low level of intermediation, high cost of capital, severe lack of financial discipline, and
poor allocation of credit. Reforms aimed at strengthening lending practices, encouraging
foreign bank participation, improving bank supervision and, above all, a consolidation
process that breaks away from the past are helping pave the path to economic recovery.

This paper provides an overview of the soundness of the banking system in FYRM. The
paper is organized as follows: Section B presents background information on the structure
and composition of the banking system. Section C reviews banking system operations, and
outstanding portfolio and recent developments, Section D provides an overview of banking
system soundness and vulnerability. Section E reviews the macroeconomic effects of banking
system fragility. Section F provides an overview of bank supervision and the legal
environment. Section G reviews and draws lessons from the recent Macedonian experience
in dealing with unsound banks. Attachment I provides a summary of key definitions used for
the purpose of this note.

II. MARKET STRUCTURE

The number of banks in FYRM is large. As of September, 1999, there were 22 commercial
banks, two branches of foreign banks and 15 savings houses. Of the total number of banks,

13 were operating under an NBM license allowing both domestic and foreign operations,
while the remaining licensed banks had licenses only for domestic operations. Since
end-April 1999, a minimum capital of DM 5 million is required for a domestic operation
license and DM 15 million for foreign operations. The minimum capital for foreign
operations is scheduled to increase to DM 18 million at end-April 2000 and DM 21 million at
end-April 2001.°

The banking system is heavily concentrated. At end-September 1999, Stopanska Banka, the
largest bank, accounted for 31 percent of the system's total assets and 41 percent of total
deposits (Table 1). Jointly with Komercijalna Banka, the two banks accounted for

? According to the Banks and Savings Houses Act and NBM Regulations. Some terminology
may differ from standard usage.

? The minimum capital requirements for domestic operations are, respectively, DM 6 million
by end-April 2000 and DM 7 million by end-April 2001.



Table 1. FYRM: Summary Balance Sheet of Banks

Dec.97 Dec.98 Sep.99
All banks All banks All banks Bank 1 Bank 2 Cther banks
{In millions of denars)
Assets
Cash and bonds 19,934 21,688 28,219 8,117 8,303 11,798
Credit to nonbanks 31,402 32,183 33,751 14,459 6,313 12,569
Credit to banks 1087 581 1,477 488 75 014
Capital investments and fixed asscis 4,262 4,605 4,936 1,577 578 2,781
Accrzed intercst and ather assets 3,658 7,339 9,505 4,275 551 4,769
Provisions 1/ 9,410 7.302 13,3594 8,707 770 3,917
Total assets 2/ 50,912 59,093 64,584 20,219 15,051 29,314
Liabilities
Deposita 25,390 32,219 40,556 16,506 10,967 13,084
Borrowing 9,249 9,394 8,663 3,478 714 4,472
Other liabilitics 4,166 2,674 4,330 2,087 698 1,545
Ovwned funds 3/ 12,108 14,807 11,035 -1,851 2,672 10,214
Total Liabilities 2/ 50,912 59,053 54,584 20,219 15,051 29,314
OfI-balance sheet items 12,520 14,736 14,228 7,861 2,896 3,471
(It percent of GDP)
Assets
Cash and bonds 10.8 11.4 14.5 4.2 4.3 6.0
Credit to nonbanks 17.0 16.9 173 7.4 3.2 6.6
Credit to banks 0.6 0.3 0.8 03 0.0 0.5
Capital investments and fixed assets 23 2.4 25 0.8 0.3 1.4
Accrued interest and other assets 2.0 3.3 49 22 03 24
Provisions 1/ 5.1 3.8 69 4.5 0.4 2.0
Total assets 2/ 27.5 30 3al 10.4 17 15.0
Liabilities
Deposits 137 16.9 20.8 8.5 5.6 6.7
Bormrowings 5.0 4.9 4.4 1.8 0.4 23
Other liabilitics 23 1.4 22 11 4 0.8
Owned funds 3/ 6.5 78 57 0.9 14 52
Total liabilities 2/ 27.5 31.0 331 104 17 15.0
OfT-balance-sheet items 6.8 17 7.3 4.0 15 1.8

Sources: National Bank of Macedonia (NBM), Banking Supervision Department; and IMF staff cstimates.

1/ In¢ludes unallocated specific provisions.

2/ Net of provisions,
3/ As per banks' balance sheet.



55 percent of total assets and two-thirds of all deposits in the banking system. The rest of the
banki4ng system was dispersed across 20 nonsystemic smailer banks, with a reduced deposit
base.

The banking system is dominated by banks controlled by formerly socially owned
enterprises, most of them now private. Some of the shareholding companies have become
shareholders during bank reorganizations in the early years. This pattern of ownership,
jointly with underdeveloped capital markets, has resulted in less than active shareholding
participation in banks. It has also led to the pervasive connected lending and large exposure
to single debtors that permeate the system.’

The ownership structure has little foreign participation. The share of foreign capital in the
total founders’ capital of commercial banks was about 15 percent at end-1998. Foreign
capital holds a majority stake in only four banks, including one foreign branch from Turkey,
two banks from Russia {one of which is undergoing bankruptcy procedures), and one bank
from Bulgaria. Western banks have, so far, abstained from participation in the Macedonian
banking system. This changed rapidly in 1999, with one small equity acquisition by a Greek
bank, in addition to the large Greek investment in Stopanska Banka.

The banking environment generally allows banks to operate independently but some banks
have been subject to a considerable degree of government intervention. The Development
Bank created in 1998 to help channel credit lines from abroad has targeted individual
commercial banks to carry out its operations. The government has also provided idle budget
funds in support of commissioned loans—a substantial share of income for a number of
banks. In addition, the government has exercised its ability to shift large deposits of state-
owned enterprises across banks, affecting individual banks’ liquidity position and
profitability. There is also anecdotal evidence of outright moral suasion.

III. BANKING SYSTEM OPERATIONS AND RECENT DEVELOPMENTS

The level of banking system financial intermediation remains quite low, reflecting low
confidence in the banking system, a precautionary preference for holding cash in foreign
currency and an attempt to avoid the control—and obligations—imposed by the Bureau of
Payments Operations (ZPP). Total banking system deposits—denar and foreign currency’—
amounted to only 21 percent of GDP by September 1999, despite a steady increase in the last
two years (Table 1). The low confidence in the banking system has deep roots associated,
inter alia, with events that go back to the time of FYRM independence, particularly the

* The third largest bank accounted for 5 percent of total banking system assets.

S At end-September 1999, six banks had exposure to a single shareholder in excess the
prudential limit,

® Held by residents and non-residents.



freezing of foreign currency deposits that took place at the time of dissolution of the former
Socialist Federal Republic of Yugoslavia (Box 1).

During the past two years, the recovery of deposit-taking activities and a gradual and slow
process of reintermediation of financial activities by banks has taken hold. Banking system
activities—measured in terms of total assets—have been growing faster than the GDP
growth. As of September 1999, total assets of the banking system’ stood at 47 percent of
GDP, compared with 43 percent in 1998 and 40 percent in 1997 (Table 1). Total banking
system assets was split between on-balance assets—gross of provisions—equivalent to

40 percent of GDP, and off-balance assets equivalent to 7 percent of GDP.?

Box 1. Frozen Foreign Currency Deposits

At the time of the dissolution of the former Socialist Republic of Yugoslavia (SFRY),
commercial banks in FYRM had significant claims on the SFRY National Bank, both from
foreign exchange actually redeposited with the SFRY National Bank and for exchange rate
losses against which the SFRY National Bank had guaranteed the commercial banks. As of
December 1999, outstanding foreign exchange deposits were DM1.1 billion, equivalent to
about 17% percent of GDP, reduced by payment transactions from the original stock of
approximately DM 1.7 billion as of April 1992.

After the dissolution of SFRY, the FYRM passed a Law on the “guarantee of the Republic of
Macedonia of foreign exchange deposits of citizens.” This Law effectively froze the foreign
currency deposits of Macedonian citizens, as these deposits can be used only for the limited
payments specified in the Law. The Law provides that the FYRM guarantees the foreign
exchange deposits of its citizens with the National Bank of the SFRY. The Law also
determines that, as guarantor, the FYRM provides banks with foreign or local currency for
the purpose of repaying citizens’ foreign exchange deposits. Under the Law, the deposits
accrue interest and commercial banks are currently permitted to pay local currency to
depositors, up to specified amounts, for some very limited purposes specified in the law;
commercial banks may also provide foreign exchange to depositors for certain kinds of
limited payments abroad. However, no other payments or transfers are permiited to be made
with the foreign currency deposits guaranteed by the FYRM.

The government is currently preparing a new draft Law to address the issue of servicing
frozen foreign deposits within a fiscally sustainable framework.

"On- and off-balance sheet items, excluding provisions for loan losses, and without risk-
weighting.

®The increase in banks' assets could be overstated, owing to possible inaccuracies and
misclassification of accrued interest.




During the last two years, deposits of nonbanks have fluctuated in response to
macroeconomic and regional developments around a rising trend (Table 2). Deposits of
enterprises, mostly short-term, were particularly strong in the second half of 1999, in the
wake of large foreign inflows from abroad. Household deposits have increased gradually,
helped, inter alia, by the establishment of the Deposit Insurance Fund set up in January 1997
(Box 2). Households have also gradually realtocated deposits from longer maturities to
shorter ones, possibly reflecting a precautionary motive to become more liquid in the period.

Box 2., Deposit Insurance Fund

The Savings Deposit Insurance Fund (DIF) was established in January 1997 as a joint stock
company owned by all banks and savings houses allowed to take personal deposits. The
government has no capital in the fund. The DIF has been managed by a Managing Board
with representatives of five banks, one savings house, and one member appointed by the
National Bank.

Deposits are insured in the amount of 75 percent, with an aggregate ciling of

DM 10 thousand. This limit applies to the total of all deposits by individual depositors per
bank or savings house. Coverage includes principal and interest combined and is provided for
denar and foreign currency deposits. Compensation, however, is to be made in denars. Since
its establishment, the Fund has not been called upon to make a pay-out.

The fund is financed through the collection of premiums from the members, up to 2.5 percent
of an institution’s deposit base, and income from the investment of assets. Until

December 1999, banking and savings houses had been paying an actual premium of

1.5 percent, as defined by the DIF managing board. The fund’s assets are targeted to be not
less than 5 percent of the total savings deposits in the system by September 2000. At end—
1999, the total funds available at the fund were about 4 percent of the total amount of
deposits of individuals in the banking system, fully held as NBM bills.

The DIF has no role in the supervisory process nor in the management of the assets of failed
institutions. The NBM is the sole institution in charge of supervising operations of banks and
savings houses. In case funding is needed, the National Bank is allowed to issue loans to the
DIF. In case of bankruptcy of a bank or savings house, liabilities to the National Bank are
settled first, followed by settlement of any liabilities to the fund.

The currency composition of deposits changed very little between December 1997 and
June 1999. Boosted in particular by foreign currency deposits of nonresidents and residents
alike, the share of foreign currency deposits in total deposits peaked at 44 percent as of
September 1999, compared to 3640 percent in the earlier period. The share of denar




Table 2. FYRM: Banking System Liabilities

1997 1998 1999
Dec. Mar. Jun, Sep. Dec. Mar, Tun Sep.
(In percent of total liebilities)

Deposits of nonbanks 46.4 463 45.8 453 49.8 46,1 48.0 574
Sight and short-term deposits 40.4 403 397 308 443 40.1 422 5LS
o.w. in foreign exchenge 183 169 18.5 15.7 21.2 176 18.0 243

by economic classification:
enlerprises 265 253 24.5 238 287 254 272 351
households 8.6 o1 92 103 101 9.3 89 94
ather 53 59 .0 58 55 5.4 5.0 6.9
Long-term deposits 6.0 6.0 6.0 6.0 5.6 6.0 58 6.0
0.w. in foreign exchange 0.4 05 0.6 0.6 08 a7 0.6 0.7

by economic classification;
enlerprises 09 08 2.9 0% o7 03 0.0 1.1
households 43 42 42 42 39 39 37 35
other 09 09 1.0 1.0 1.0 1.3 13 1.3
Borrowings 182 175 181 170 159 17.5 166 134
Short-term borowings 12.0 113 11.5 89 12 82 718 53
o.w. in foreign exchange 16 80 19 57 36 s 39 33
0.0 0.0 0.0 0.0 090 00 4.0
Long-term borrowings 6.1 6.2 66 81 8.6 93 83 8.1
o.w, in foreign exchange 49 a7 57 71 79 8.6 80 74
Owned fonds 1/ 238 236 253 247 251 257 258 171
Other 116 126 108 124 92 10.7 2.6 121

Memorandum items:

Total banking system liabilities (in millions of denars) 50,912 50,881 50,723 52,143 59,093 57,531 61,503 64,584
Foreign exchange deposits (in millions of U.S. dollars)} 11 156 155 165 249 186 196 281

Sources: National Bank of Macedonia {NBM), Banking Supervision Department, and IMF staff estimates.

1/ As per banks’ balance sheet.



deposits has been sustained at a relatively high cost. The interest rate spread between denar
and foreign currency deposits® has fluctuated around 67 percentage points.

Fueled by increasing banking system deposits, banks have allocated an increasing share of
assets to credit to nonbanks (Table 3). In addition to regular credit, banks have extended
credit mostly through off-balance-sheet activity that has come on-balance, classified in the
form of receivables and other assets (Table 3)'® Such assets include denar and foreign
currency advances for letter of credit transactions made on behalf of bank’s clients in
previous periods, as well as receivables from payments made on behalf of banks’ clients
arising from banks’ guarantees. About 90 percent of total bank credit to nonbanks was
corporate credit while interbank credit and credit to households remained marginal for banks’
business. The latter, in particular, suffered from the weak environment and legal framework
for creditors” rights, which has remained a key obstacle to lending by banks (see Section F).

The share of foreign currency denominated loans in total credit increased from 18 percent in
December 1997 to 21 percent in 1998 and 25 percent in September 1999, owing to three
main factors. First, the cost of foreign currency loans was significantly cheaper—the denar-
foreign currency spread on lending rates hovered around 8 percent. Second, there was greater
availability of credit lines channeled through commercial banks. About 60 percent of the
foreign currency credit flow in 1999 (about US$28 million) was associated with credit lines
from abroad (mostly IBRD and EBRD) and loans disbursed by the Development Bank, out
of its own funds (Box 3)" Third the reduction in the reserve requirement on foreign currency
deposits from 100 percent to 61 percent in June 1998 allowed banks discretion to channel
resources, previously deposited in accounts abroad, to foreign currency credit.

*Paid on three-month deposits.

%I December 1998, Stopanska Banka reprogrammed denar 6 billion, equivalent to 7 percent
of banking system assets, reclassifying “other assets” into "credit to enterprises.”

1At end-September 1999, foreign currency credit was equivalent to 13 percent of the
banking system assets.
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Table 3. FYRM: Banking System Assets

1998 1999

1997
Dec. Mar. Jun. Sep. Dee. Mar. Jun, Sep.
(In percent of total asscts, unless otherwise indicated)

Cash and securities 39.2 356 338 323 367 317 342 43.7

Bank credit to nonbank 61.7 54.9 550 51.7 54.5 56.7 542 523
enterpriscs 43.5 359 36.6 369 429 /1 4.5 40.1 371
households 38 36 34 32 3.5 as 3.3 3.5
others 1.7 23 27 35 21 23 2.5 1.9
Overdue and nonperforming loans 127 131 123 74 58 6.4 78 9.7

Credit to banks 2.1 24 20 14 1.0 26 23 23

Provisions 18.5 193 17.8 12.6 124 14.1 138 207

Crther assels 156 264 269 272 202 231 231 22.5
Accrued interest 47 5.4 56 5.8 4.1 31 4.6 4.7
(Orher assets 2/ 2.5 125 131 133 831 90 106 102
Capital investments and fixed assets 84 85 B2 8.1 7.8 81 79 16

Memorandom Hems:

Total off-balance-sheat items 246 270 29.6 20.1 24.9 267 229 220
Uncovered letters of credit and guarantees 16.3 127 17.9 18.1 16.6 18.1 146 142
Covered letters of credit and guarantees 32 31 47 4.1 30 23 26 27
Other off-balance-sheet items 31 6.2 10 7.0 53 6.4 56 52

Total risk-weighted assets 81.2 86.4 817 9.2 869 92.1 847 78.1
Risk-weighted on-balance 65.5 69.6 70.6 738 7.3 753 723 79
Risk-weighted off-balance 17.7 18.8 193 19.5 17.7 19.4 158 153
Unallocated provisions and other items 3/ 1.9 21 22 2.1 26 26 33 9.0

Total banking system sssets (in millions of denars) 50,912 50,881 50,723 52,143 59,093 57,531 61,503 64,584

Foreign currency credit {in millions of U.S. dollars) 4/ 94 100 112 120 123 128 142 151

Foreign currency credit {in percent of total banking system assels) 10.2 10.9 122 12.3 1.5 123 12.8 13.0

Sources: National Bank of Macedonia (NBM), Banking Supervision Department; and IMF steff estimates.

1/ Includes reprogramming of assets by Stopenske banka (6,271 millions of denars).
2/ Includes other receivables, fees and claims classified in temporary sccounts.

3/ Uncovered losses and capital investments as per the Banks' Act.

4/ Bxcludes exchange rate valuation adjustments,
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Box 3. Development Bank

The government, in consultation with the German Bank Kreditanstalt fiir Wiederaufbau
(KfW) founded a hybrid export/development bank in 1998. The bank’s founding capital of
DM30 million was intended to provide export financing in the form of short-term loans
secured against identifiable export receipts and export guarantees. '

The bank is not a deposit-taking institution and uses its development arm to pass on to
commercial banks official lines of credit received from abroad. The bank is not allowed to
extend credits or guarantees to the central government or other public institutions. The Bank
started its lending activities in March 1999 and has targeted investment projects in small and
medium-sized enterprises and export promotion through six commercial banks. As of
December 1999, the bank's credit portfolio consisted of US$10 million loans for

30 identified projects. About two-thirds of the credit amount disbursed targeted enterprises
under a “consumer goods export promotion program” and about one-third was in support of
small and medium-sized enterprises.

Banks’ operations have been shaped by off-balance-sheet activities equivalent to about

22 percent of total banking system assets (Table 3). About 90 percent of off-balance-sheet
assets entails credit risk'? and more than half of ail balance-sheet activity is carried by
Stopanska Banka. A separate discussion of the recent impact of off-balance sheet activity on
banking system credit is included in Section E.

Banks’ modus operandi has changed little over the last two years and banking system
efficiency and profitability have deteriorated (Table 4). Interest income remains the main
source of income—about 50 percent—while fees and foreign exchange income account for
about 30 percent. Despite high lending rates, the effective interest margin'’ remains
extremely low and has been declining. As a result, the banking system has been making
losses in the last two years, masked by small accounting profits, which do not reflect the true
position of banks but arise in the context of widespread underprovisioning. Given the impact
of accrued losses on the balance sheet of Stopanska Banka, the banking system net
accounting income, for the first time, became negative, for the first time in September 1999.

IV. BANKING SYSTEM SOUNDNESS AND VULNERABILITY

A. Banking System Soundness

The quality of loan portfolios is extremely poor and has deteriorated in recent months (Tables
5 and 6). As of September 1999, classified exposures stood at 45 percent of total

2 The ratio could be larger if security held as cover for letters of credit and guarantees entails
risk.

 Interest income minus interest expenses, as per banks’ balance sheets.
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Table 4. FYRM: Banking System Income Statement and Profitability

1997 1998 1938 1599
Dec. Sep. 1/ Dec. Sep. 1/
(In percent of total banking systemn asseis)

Teotal income 16.8 8.9 16.6 96
Interest income 79 5.6 92 54
Fees 32 33 3.3 21
Foreign exchange income 3.1 0.0 0.9 a9
Other income 2.6 0.0 33 1.2

Total expenses 13.9 7.6 144 84
Interest expense 39 24 36 2.6
Provisions 37 1.0 4.3 14
Wages 27 1.8 25 1.9
Other expenses 36 2.4 3.5 2.5

Gross income 25 1.3 22 12

Unallocated provisions for potential loan losses 4.6 0.5 14 76

Net income 23 0.8 0.8 -6.4

Sources: National Bank of Macedonia (NBM), Banking Supervision Department; and IMF staff estimates.

1/ January—- September.
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Table 5. FYRM: Credit Exposure

1397 1998 1995

Dec. Mar, TJun. Sep. Dec. Mar. Jun. Sep.

(In percent of credit exposure, unless otherwise indicated)

By credit classification
Reguler joans 412 45.7 46.6 50.5 602 591 331 59.4
Nonperfarming loans 127 114 10.7 57 52 5.0 134 25
Acerued interest 5.2 50 5.9 6.4 4.2 5.0 4.4 4.7
Other claims 153 16.0 154 153 20 92 103 95
Off-balance-sheet agsets 19.6 21.0 214 221 N4 21.7 18.2 17.9
By risk classification
Fass 8.7 38.5 9.5 41.4 40.8 400 38.9 351
Watch 256 2712 287 286 264 26.1 193 201
Substandard 11.6 113 11.5 140 15.6 165 223 124
Doubtfial 12.9 127 13.1 129 14.2 143 15.9 134
Loss 111 10.4 12 22 31 30 346 12.0
Allocated provisions 230 2.0 187 152 163 159 13.0 17.8
Memo items:
Credit exposure (in miliions of denars) 45,251 48353 47,841 46,831 49,944 52,270 52,018 53,008
Credit exposure (in percent of total benking system assets) 889 95.0 94.3 89.8 84.5 90.9 84.6 821
Guaranty capital (in millions of denars) 11,273 11,446 12,402 12,473 13,304 14,068 13,612 10,174
Allocated provisions (in millions of denars} 10,429 10,66} 9,438 T113 8,119 8322 9,377 9,444

Sources: National Bank of Macedonia (NBM), Banking Supervision Department; and IMF staff estimates.
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Table 6. FYRM: Banking System Soundness 1/

1997 1998 1999
Dec. hAar. Jun. Sep. Dec. Mar. Tun. Sep.
(In percent, unless otherwise indicated)
Asset Quality
Classified exposure/ Total credit exposure 2/ 356 34 31.8 201 29 338 419 44.83 13
Provisions/ Classified exposure 64.7 4.2 62.0 523 49.5 47.0 43.1 397
Provisions shortfall/ Classified exposure 20 29 L8 25 51/4 46 5.7 205 /5
Acerued interest! Net loans 6/ 105 14.3 14.2 14.1 9.5 11.2 12.1 1.7
Capitalization
Guaranty capital/ Risk-weighted assets (C.AR) 273 26.0 219 26.2 259 265 26.1 202 17
Capital/ Total assets 8/ 215 235 253 24.7 23.6 255 233 16.9 /9
Paid-in capital (millions of D) 10/ 386 394 421 424 476 501 464 473
Banks cormpliant with 1999 Min.Cap Req.{DM 15 mil.) 11/ 6 6 ) 6 9 n 13 13
Banks compliant with 2001 Min Cap. Req.(Dh 21 mil.) 11/ 4 4 5 5 1 T 7 7
Liguidity
Short-term debt/ Total liabilities 120 113 11.5 89 72 8.2 7.8 53
NBM debt/ Tota) liabilities 4.6 32 3.7 34 39 43 33 1.6
Liquid assets/ Short-term liabilities 70.1 64.4 62.1 51.3 654 61.2 62.9 A4
Profitability
Net interest margin/ Total assets 4.1 1.3 25 38 55 15 18 27
Net income/ Total assets 12/ 23 0.6 0.6 10 19 0.0 0.4 54
Memorandum items:
Classified exposure/ Total credit exposure (adjusted) 356 34.4 310 32 36.5 373 451 48.0
Provisions/Classified exposure (adjusted) 647 642 64.0 60.6 570 544 502 410
Provisions shortfall/ Classified exposure (adjusted) 20 2.9 1.7 2.0 43 19 5.9 18.1

Sources: National Bank of Macedonia (NBM), Banking Supervision Department; and IMF staff estimates.

1/ Definitions are described in Attachment 1

2/ Since June 1998, the zatio has been affected by write-offs of loans classified in the loss category. The adjusted ratio is shown as a memo item
3/ Reclassification of assets by Stopanska Barka accounts for 2.6 percentage points.

4/ Shortfall in provisions by Almako Banka accounts for 3.6 percentage poinits.

5/ Shortfall in provisions by Stopanska Banka accounts for 15.0 parcentage points.

6/ Net of provisions. Net loans exclude interbank loans.

Tt After reduction in guaranty capital of Stopanska Banka, equivalent to 7.1 percentage points of overall CAR.

8/ As per NBM's Banking Supervision Depertrnent.

9/ After increase in unallocated provisions for Stopanska Banka, equivalent to 5.5 percentage points of total banking system assets.

10/ Paid-in capital is used as the benchmark for compliance with the minimum capital requirement.

11/ Nurrber of banks compliant. Since April 1959, capital has been adjusted for imallocated provisions,uncovered losses and requests for capital increases not yet approved by NBM.

12/ Assets and income adjusted for unallocated provistons.
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credit exposure. About 11 percent of total credit exposure became classified in 1999, mainly
in the context of the Kosovo crisis, when enterprises responded to the shock by stoping
servicing their debts. The ratio of classified exposure stabilized in the third quarter of 1999
reflecting a partial reversal of nonperforming loans into regular loans as some enterpirses
resumed servicing their debts. The quality of exposure is worse than average for some banks
at end-September 1999, seven of 22 banks had more than 50 percent of their credit exposure
classified.

Total specific loan loss provisions amounted to 40 percent of total classified exposures at
end-September 1999, compared with SO percent in December 1998 and 65 percent in 1997,
largely reflecting underprovisioning by some banks, including the large Stopanska Banka and
the smaller Almako Banka which became technically insolvent in the period (Section G).
Allocated provisions are likely to be inadequate since they are also based on the value of
collateral, the market value of which is likely to be lower than the book value.'* On the basis
of anecdoctal evidence, and as illustrated by the cases of Stopanska Banka and Almako
Banka (see Section F), there is considerable risk that bad assets and losses are understated
owing to possible misclassification of loans, and banking sector statistics may severely
underestimate the degree of system fragility.'* Underprovisioning also arises because of
provisioning based on loan classifications done several months earlier, which may entail a
substantial provision shortfall compared with provisions required under current toan
classification.

At end-September 1999, seven banks accounting for 50 percent of banking system assets had
CAMEL ratings of 4 or 5.'® Of this total, two banks are being dealt with either by
recapitalization and sale to a foreign strategic investor (Stopanska Banka, which accounts for
35 percent of banking system assets) or by closure (Almako Banka, holding 4 percent of
banking system assets).

Measured capital asset ratios (CAR) of banks overestimate the true capitalization condition
of the banking system. The high capitalization reflects unallocated provisions that have
hidden in the system owing to misclassification of credit exposure. In September 1999, one-
off adjustments to the guaranty capital of Stopanska Banka to account for unallocated
provisions implied a decline in the overall banking system capitalization ratio of about

7 percentage points, to 20 percvzmt.17 In general, the high capitalization arises more because of
accounting effects rather then economic solvency. For some banks, the high capitalization is

4 Verification of collateral is part of the regular on-site inspections by the Bank Supervision
Department of the National Bank.

1 Since September 1998, the Banking Supervision Department has started disclosing the
amount of unnalocated provisions, by banks.

Including Stopanska Banka. Includes off-balance sheet items.

"The CAR should be restored with the recapitalization of Stopanska Banka (see Section G).
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also a structural feature associated with their low deposit base. Banks with small deposits
tend to maintain higher-than-average CARs.

Until mid-1999 the banking system was subject to structural liquidity shortages requiring
long-term liquidity support by the National Bank (Figure 1). Largely reflecting broader
macroeconomic and regional developments the liquidity position of banks worsened
considerably in the period October 1998 through April 1999 as foreign capital outflows
created a liquidity squeeze that fed into downward movements in credit quality. Banks came
under increased pressure largely because of rapidly deteriorating loan portfolios, raising the
prospects of a systemic problem. Beginning in May, the overall liquidity position of banks
improved relatively fast as economic activity picked up and unexpected foreign inflows.
Banks foreign exchange reserves were boosted by rapid growth in foreign exchange deposits
of residents and non-residents alike (Figure 1). Banks used their improved liquidity position
partly to withdraw from the deposit auction, which carried relatively higher funding costs,
and partly to allocate funds into central bank bills. By November banks had reduced the
outstanding credit from the NBM to almost zero.

The overall improved liquidity position masks large variations across banks. Many banks are
net suppliers of funds to the interbank market and their claims are subject to credit risks,
while few banks have consistently relied on interbank borrowing, indicating a liquidity
shortage. During 1998 and 1999, about 11 banks (excluding Stopanska Banka) have
consistently borrowed in the interbank market about 80 to 90 percent of all interbank funds,
an amount equivalent to 6 percent of borrowing banks' own funds.'®

Profitability remains weak and in the last two years, the banking system has made losses,
largely owing to weak credit portfolio. Until June 1999, profitability indicators show small
positive accounting margins, overestimating the true banking system condition. It is difficult
to assess the extent of hidden losses but they reflect underprovisioning that stems from
misclassification of credit exposure, neglect of the nonaccrual rule by some banks, and
episodes of interest capitalization to avoid the suspension of interest payments.

B. Banking System Vulnerability

Assessing the banking system's vulnerability is particularly important in FYRM in light of
the repeated macroeconomic shocks with economy-wide implications from the recent past.
Although more general systemic risks will be significantly reduced upon completion of the
sale and recapitalization of Stopanska Banka, the banking system remains vulnerable and
subject to large risks associated with its bad loan portfolio, large off-balance-sheet exposures,
maturity gaps, and interest rate and foreign currency risks.

The banking system is highly vulnerable to credit risk, because of the high share of
unclassified exposure and possible under provisioning. If one-third of total credit exposure

¥Equivalent to less than 2 percent of total banking system assets.
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Figure 1. FYRM: Commercial Bank Liquidity and Composition of Foreign Exchange
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(net of specific provisions) were to become nonrecoverable, then, about 60 percent of the
banking system’s own funds would be wiped out.”

Although banks do not have short open foreign exchange positions, they bear a substantial
risk to foreign currency exposure. Over the last two years, banks have transferred an
increasing part of their foreign currency risk into credit risk, of domestic borrowers, to the
extent that the borrowers themselves have open positions. As of end-September 1999, all
banks had net long foreign exchange positions, but one-fourth of total credit was
denominated in foreign currency. Four banks (excluding Stopanska) carried foreign currency
loans in their portfolios in the range of one-fourth to one-third of each bank’s total credit
exposure. In FYRM's small open economy, particularly vulnerable to trade shocks, banks’
vulnerability to foreign currency risks is greatly associated with vulnerability of borrowers’
net foreign currency earnings.

The improved overall liquidity position has reduced the maturity gap and the vulnerability of
banks to higher interest rates, During 1999, banks have managed to reduce their short-term
borrowing and debt to the NBM (mostly short-term deposit auctions). As a resuit, the
coverage of short-term liabilities by liquid assets increased to 70 percent in September 1999,
compared with 60-65 percent over the last two years. However, a group of banks with
maturity gaps of less than one month has remained dependent on interbank funds for over a
year, rendering them vulnerable to liquidity from other banks, eventual NBM support, and/or
sustained rising costs of funds.

The banking system’s vulnerability to off-balance sheet risks remains very high, given the
magnitude of outstanding off-balance sheet claims, the risk of underprovisioning and the low
compliance ratios by borrowers. The average default ratio of all uncovered off-balance-sheet
items, including letters of credit and guarantees for the whole banking system, was

25 percent during the last six months of 1999 (Table 7).%° The default ratio was slightly
higher for Stopanska Banka (28 percent), which accounts for half of all off-balance-sheet
exposure.

An assessment of the implications of interbank exposures for a group of identified troubled
banks (excluding Stopanska Banka) shows that, on the basis of interbank market transactions,
the current levels of interbank exposure makes a small group of banks, vulnerable to
illiquidity or insolvency (Box 4). A group of 11 banks that has consistently (for more than a
year) relied on interbank funding—of 10 percent or more of their own funds (capital and
reserves)——is particularly vulnerable to availability and costs of interbank borrowing. The
possible illiquidity or insolvency of a group of identified small banks, however, would seem
to pose limited systemic risk.

PExcluding Stopanska Banka and Almako Bank.

% The NBM Supervision Department began monitoring off-balance-sheet activity in
May 1999.
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Table 7. FYRM: Credit and Off-Balance-Sheet Activity 1/

1999
May Jun. Jul. Aug. Sep. Oct. Nov. Dee,
(n percent}
Creidit developnests
Credit due to off-balance-sheet activity/(in percent of total new credit) 1 M3 3n2 Bo 138
Of which: Stopanska Banka 180 48 258 241
Default rates 3
All banks
Cif-balanee sheet iterns 4/ 213 39 »T 22 05 17.0
Letters of credit 19.7 334 nEg e 311 183
Guarantess 239 359 388 7.0 151 164
Bank |
Cff-balance-sheet items 4/ 418 34 211 334 452 36 186 159
Letiers of credit 370 n2 20 343 261 618 X 10.0
Guarantees 45.5 515 217 330 66.1 ne 177 176
Memorandumn iteme:
(tn millioms of denars)
ATl banks
Cff-balance-sheet iterns 4/
Current due 1,712 1,466 1,496 1,776 1213 4,010 1,752 2,074
Paid (by bank) 33 520 433 488 359 352
Letters of Credit (L/Cs)
Current due 918 T3 562 T8 539 875 589 666
Paid (hy bank) 1n M3 n 269 183 122
Collection of overdue L/Cs 5/ 185 130 01 43 ik 185
Of which: Collection of overdue L/Cs (current month) 24 55 43 58 125 67
Guaraniees
Cursent due 737 735 934 1,048 674 3,135 1,163 1,407
Paid (by bank) prel Ery 262 218 175 230
Collection of overdue guarantees 5 238 137 129 143 142 39
Of which: Collection of overdus month) 57 [ 38 15 18 88
Credit flow due to off-balance-sheet activity - 353 103 102 ¢ -152
Bank 1
OfF-balanes-sheet items 4/
Current due 920 758 B16 733 519 973 763 882
Paid (hy bank} 385 209 172 45 234 317 142 140
Letters of credit
Current due 403 5 274 214 m 44 14t 192
Paid (by bank} 149 76 22 7 i 150 n 19
Colbection of overdue L/Cs 5/ 184 98 50 40 45 70 24 63
Ofwhich: Collection of overdue L/Cs {(cument month) 5 27 2 20 11 14
Guarantees
Current due 5i8 433 42 519 248 29 623 690
Prid by bank} 36 223 150 172 164 166 11z 1
Collection of overdue guataniees 5/ 74 132 142 9 63 7 o 5
Of which: Collection of overdue @ (current month} 14 55 5 6 ] 2
Credit flow due to off-balance-sheet activity 126 69 -20 106 121 231 88 kL]
Sources: Nattonal Bank of Macedonia (NBM), Banking Supervision Dep ; and IMF staff estimates.
1/ Off-site monitoring of off-balance-sheet activity stanted in April 1999.
2/ Credit d by NBM {(adjusted for exch rate valuations) may not reflect all eredit expansion due to off-bajance-sheet activity.
Curnulative since July.
3/ In percent of cutrent due.

4/ Uncovered Letters of credit and guarantees.
5/ Data on overdue Eetters of credit and guarantses {current month) are available from July on.
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Box 4. Assessment of Interbank Exposures

The banking system in FYR of Macedonia presents a somewhat unique situation in that, other than
the large Stopanska Banka which is being restructured and sold to a foreign investor, a number of
troubled small banks remain. While it is straightforward to verify that each individual troubled bank
does not pose systemic risks due to their size, it is less clear whether as a group, the current small
troubled banks may eventually come to pose a systemic risk. Assessing the possibility of
simultaneous illiquidity or insolvency of several small banks is important in practice in light of the
repeated macroeconomic shocks with far reaching and economy-wide implications that have stormed
the Macedonian economy. In addition, to the extent that interbank market relations decpens, the
assessment of interbank exposures will become increasingly important.

An assessment of the systemic risk posed by interbank exposures was made using indexes that
capture the systemic importance of troubled banks in the interbank market (IE indexes; see
Attachment II}. A set of troubled banks (TB) in FYRM was defined to include all banks (excluding
Stopanska Banka) that have received CAMEL ratings of 4 or 5 by the Supervision Department and
banks with CAMEL ratings of 3 that have borrowed more than 10 percent of their own funds {equity
capital and reserves) in the interbank market. The systemic importance of troubled banks on the
interbank market was measured by the share of all sound banks’ loans to each one of the troubled
banks in their own portfolios. If lending to any one of—or the set of—the troubled banks represent a
large share of sound banks assets, then illiquidity or insolvency of troubled banks can be expected to
caunse difficulties to lending banks.

The assessment of systemic risks of interbank exposures using IE indexes for FYRM was made for
December 1998 and December 1999. The set of troubled banks consists of 11 small banks in both
periods: 8 banks (excluding Stopanska Banka) with CAMEL ratings 4 or 5 and 3 banks with CAMEL
ratings 3 and funds borrowed in the interbank market equivalent to more than 10 percent of their own
funds (capital and reserves). As of December 1998, the set of troubled banks as defined above bad
borrowed denar 277 million in the interbank market, equivalent to 82 percent of total interbank funds.
As of December 1999, the amount of funds borrowed was denar 217 million, equivalent to 90 percent
of total interbank funds. In both periods, the funds borrowed represented about 6 percent of troubled
banks’ own funds (capital and reserves). The index of interbank exposures was 0.04 in 1998 and

0.05 in 1999 indicating the group of identified troubled banks posed limited direct systemic risk.

This result, however, must be interpreted with caution. Interbank market transactions do not record all
interbank exposures. Interbank market transactions account for about one third of overall interbank
exposures and therefore provide an underestimate of the overall potential impact. In addition, given
weaknesses in statistics, accounting standards and difficulties in assessing individual bank positions,
care needs to be taken to interpret the assessment of systemic potential of interbank exposures
according to this methodology. More importantly, to the extent that behavior of depositors of sound
banks is affected by the illiquidity or insolvency of troubled institutions, small troubled banks could
have a systemic impact above and beyond their relative size in the banking system.
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C. Macroeconomic Effects of Banking System Fragility

The fragility and structural problems of the banking system have affected the transmission
channels of monetary policy, making it less efficient. In particular, unsound banking
practices that continue to lead to misallocation of resources have implied that additional
credit has not been channeled in a way that maximizes benefits to the real economy. In
addition, the high cost of intermediation and a harmful bias in the cost of credit toward bad
debtors have effectively, led to an interest rate wedge that taxes viable enterprises and
reduces the availability of bankable projects at current rates.

An immediate and direct outcome of banks’ poor lending practices has been the biased and
poor allocation of credit. Banks have continued to lend without regard to borrowers’ capacity
to service debt or their creditworthiness. In addition, banks have continued to finance risky
borrowers because the cost of rolling over debt and possibly extending new credit to bad
debtors, despite weak collection rates, is preferred to the alternative of not doing so and
charging losses against capital. The share of total credit flow to the largest 16 debtors with
classified exposure was as high as 83 percent in the first three quarters of 19992

The bad loan portfolio of the banking system has resulted in prohibitive costs of
intermediation (Figure 2). Banks have shifted the credit risk burden into higher interest rates,
effectively penalizing new and good borrowers and distorting the allocation of credit. The
spread between nominal lending and deposit rates has remained high at about 8-10 percent
annually, which is associated with a wedge between nominal and effective lending rates
(rates effectively collected by banks) in the range of 16-18 percent annually. Despite such
high rates, given the implicit interest rate subsidy to outstanding nonperforming borrowers,
the effective net interest margin of banks (net interest income) has remained low, hovering
around 1-5 percent (Table 6).%

2This ratio may overestimate the share of credit to the 16 largest debtors with classified
exposure to the extent that credit arising from denar and foreign currency advances for letter
of credit transactions made on behalf of banks’ clients in previous periods, as well as
receivables from payments made on behalf of banks’ clients arising from guarantees (an off-
balance-sheet item fee that has come on balance) may have been improperly classified as
“other assets” in banks’ balance sheets. The ratio, adjusted for potential misclassification,
would still be very high (53 percent).

L ow remuneration of reserve requirements is also partly responsible for the high spread
between lending and deposit rates. In June 1998, the National Bank increased the
remuneration or reserve requirements by 2.8 percentage points to 6.2 percent, a level that
remains below market rates. The higher remuneration, however, has a marginal impact on the
intermediation spread, estimated to be only 0.2 percentage point.
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The NBM’s monetary policy stance of accommodating the liquidity needs of banks with
structural needs has reduced the incentive for banks to change their own interest rates,
causing commercial banks’ interest rates to remain inflexible and largely insensitive to
changes in banks’ liquidity position’s (Figure 2). As a result, in tandem with increased
volatility of NBM’s rates, commercial banks’ interest rates have remained largely unchanged
without affecting interest-sensitive activity in the economy. At the same time, the permanent
illiquid position of a number of banks has implied as even higher cost of capital and
intermediation spreads for part of the banking system (Figure 2).

The large share of risky off-balance-sheet exposure has created an endogenous component to
credit expansion in the very short term. The amount of receivables from payments made on
behalf of banks’ clients arising from guarantees and letters of credit that have come on
balance peaked at one-third of banks’ measured credit to the enterprise sector in the third
quarter of 1999 (Table 7).2* The poor payment and collection ratios of off-balance-sheet
exposure have implied a high endogeneity of credit expansion in the very short run, which
has limited the ability of the NBM to tighten credit conditions when needed. It has also
highlighted the need for an increasing role for the Supervision Department in terms of credit
control and monitoring,

Weaknesses in the banking system have also demonstrated the reduced room for maneuver
by the NBM. Because troubled banks that posed systemic risks needed support during the
Kosovo crisis, the monetary authorities had to tighten, the liquidity position of the remainder
of the banking system to maintain a given level of market liquidity. By providing liquidity
support and accommodating banks' liquidity needs of weak banks, the NBM effectively
redistributed reserves across banks into weak banks, thereby sanctioning a transfer of the
adjustment burden to sound banks within the banking system, with a long-lasting adverse
impact on compliance and financial discipline.

The fragility of the banking system has added volatility to the foreign exchange market as
illiquid banks have dumped foreign exchange inflows into the market to maintain their denar
liquidity. Movements in commercial banks’ foreign reserves have been closely associated
with developments in the foreign exchange market (Figures 3). Between January 1998 and
October 1998 the commercial banks’ foreign exchange reserve position remained, on
average, broadly balanced, and the spread of the interfirm rate remained under 2 percent over
the NBM middle exchange rate with a high daily market turnover (above DM 1.5 million).
Between October 1998 and June 1999 commercial banks lost about US$30 million in foreign
exchange reserves as pressures on the foreign exchange market exacerbated largely in
anticipation of, and as a result of, political and regional developments. The exchange rate
spread peaked above 4 percent in early November 1998 and in April 1999, immediately after
the start of the Kosovo conflict. In April, the foreign exchange market became very thin and

BCredit measured by the NBM may not reflect all credit expansion that is due to off-balance-
sheet activity, owing to possible misclassification of credit by banks as other assets and
temporary accounts.
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illiquid with small transactions moving the market. From June to December 1999,
commercial banks accumulated as much as US$156 million in foreign exchange, and the
exchange rate spread shrank to less than 1 percent in the interfirm market as substantial
foreign inflows dampened market pressure (Figure 3).

D. Banking Supervision and the Legal Environment

The weak and fragile conditions of the banking system have developed against a background
of incipient banking system supervision and a legal environment that suffers from several
shortcomings. In recent years, the NBM has taken gradual steps to reshape and improve its
banking supervision capacities. An assessment of compliance with core principles of banking
supervision conducted in November 1999 has found favorable compliance with principles
related to the regulatory and legal basis of supervision. However, the review found that
substantial efforts are required to comply with those principles related to timely and rigorous
regulatory enforcement, and off-site monitoring and supervision. In addition, the review
found that further work is needed to start preparing to achieve compliance with those
principles that postulate the coverage of several types of risks that more mature financial
systems face.

The NBM has taken initial steps to strengthen its off-site monitoring ability, including
monitoring of off-balance-sheet activity. A separate unit within the Banking Supervision
Department has been set up to conduct off-site analysis. The unit has been monitoring off-
balance-sheet activity by banks since April 1999, and it is expected to tackle problems on
several fronts, including enforcing adequate provisioning, reducing the time lag of
monitoring in between on-site inspections, and reviewing adequate and timely banking
system data submission and accounts.

To improve enforcement of banking supervision, the NBM has created a troubled bank unit
within the Supervision Department. The unit aims to closely monitor banks that are chronic
violators of prudential standards and to monitor and specify explicit criteria for addressing
problem banks that are illiquid or insolvent and are primary candidates for reorganization or
liguidation, The unit is currently establishing rules for the provision of NBM emergency
liquidity and government solvency support. The unit is expected to strengthen the NBM’s
supervisory capacity by seeking to enforce the timely implementation of corrective actions
and by strictly enforcing prudential rules and regulations, including the minimum capital
requirement.

The NBM is currently redrafting the Banks' Act regulating the banking system, aiming to
enable early intervention and resolution of troubled banks, to increase savings house capital
requirements, to mandate standards for accounting and auditing, to improve licensing and
exit policies and to further develop prudential regulations to bring the draft law in line with
the Basle Core Principles of Bank Supervision and EU standards.

Over the last two years, the existing legal framework for creditors’ rights has remained
broadly unchanged and is a key obstacle to greater banking system intermediation. Poor loan
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recovery has been associated with long delays in processing claims to take possession of
mortgages and other collateral. Under the current Bankruptcy Law, courts can

delay the opening of a bankruptcy proceeding, while under the current Law on Executive
Procedures, creditors are not allowed to take possession of collateral without the prior
approval of the courts. In addition, under the existing Collateral Law, security cannot be
given over a changing pool of assets such as inventories and accounts receivables, based on a
general description of the assets, making it more difficult for small and medium-sized
enterprises to meet collateral requirements. Finally, the current Mortgage Law does not
facilitate foreclosure in case of loans secured by real property.

E. Dealing with Unsound Banks

The combination of weak credit portfolios, hidden losses, poor lending practices, connected
lending, and weak collection has led the largest bank, Stopanska Banka, and a smaller bank,
Almako Banka to become insolvent between end-1998 and early 1999. Stopanska Banka first
failed to meet the minimum reserve requirement in Aprif 1999, At the same time, Almako
was declared insolvent by the NBM and then had its operating licenses revoked by the NBM
as an intermediate step prior to initiation of bankruptcy procedures. In what follows, this note
provides a review of recent developments in Stopanska Banka and Almako Banka with a
view to looking into the latest individual problems within the banking system, the nature and
timing of response by the NBM's bank supervision, and to drawing lessons from the recent
experience.

Stopanska Banka

The bank accounts for almost half total credit exposure and slightly more than half of risky
loans in the banking system posing a clearly systemic risk. Stopanska's liquidity position
began to deteriorate fast in the second half of 1998, reflecting the behavior of large
borrowers/shareholders who defauited on their payments in anticipation of a failed reverse
debt-equity swap made possible by a former prospective foreign investor in the bank.?* In
March 1999, the bank deposit base suffered a relatively large shock after the onset of the
Kosovo crisis with a resulting worsening of Stopanska’s liquidity position that led it to
increase its debt against the National Bank. In April 1999, Stopanska failed to meet the
minimum reserve requirement and the Governor of the National Bank adopted a decision
banning any new credit activity for one month. In May, Stopanska again failed to meet the
minimum reserve requirement and the lending ban was extended for one more month. On
that occasion, the NBM adopted a decision to cap new credit extension, including off-balance
sheet activity, in an attempt to restore the bank’s liquidity position.

Beginning in May 1999, the government identified a new strategic investor (the National
Bank of Greece, NBG) willing to bid for a majority shareholding stake in the bank with the
participation of the EBRD and the IFC. Agreement was reached with the agreed purchase

** The share purchase contract was expected to be closed on October 1998 but the deal did
not go through.
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price for 85 percent of the ordinary share capital set at DM 94 million (equivalent to

81 percent of total capital, DM 116 million). Under the investment, the NBG acquires

65 percent of SB’s ordinary share capital and the EBRD and the IFC acquire a maximum of
10 percent of SB's ordinary share capital each. The government recapitalized the bank by
issuing Euro-denominated bonds to Stopanska Banka in exchange for the four largest
borrowers’ bad debts amounting to DM 235 million. The bond terms are 15-year maturity,
Euribor plus 1 percent coupon and one year grace period. The bad debts have been
transferred to the Bank Rehabilitation Agency for collection. However, the active
restructuring of the bank’s large debtors and the track record on BRA's collection have not
yet been established. To help offset the cost of servicing the newly acquired debt the
government has agreed to save all of its proceeds from the sale of Stopanska Banka estimated
to be about DM60 million (including its equity participation and all the premiums received
on the existing shares). The share purchase agreement was signed on December 20 and
closing of the contract is expected to take place before March 31, 2000. In addition, the
investors undertook to increase capital by about DMS50 million before May 31, 2000, largely
to help restructure and improve the liquidity position of the bank.

Almako Bank

The bank is relatively small with a reduced deposit base and bank's assets equivalent to
slightly less than 5 percent of the banking system's total. The bank’s portfolio was originally
concentrated in loans to parent mines and metal trading companies (lead and zinc). In light of
its long-standing fragile position, the bank’s liquidity deteriorated sharply over a period of
few months in late 1998 as a result of poor asset collection and some withdrawal of deposits.
By end-March 1999, bad and doubtful loans accounted for 59 percent of the bank's overall
exposure, up from 15 percent at end-September,1998. The bank managed to delay adjustment
by tapping increasingly into the liquidity provided by the National Bank through deposit
auctions, almost doubling its borrowing from the NBM in 1998. On April 14, the NBM’s
governor adopted a decision declaring the bank illiquid. The bank’s payment operations
ceased, denar and foreign exchange deposits of households and enterprises were frozen, and
the bank was required to submit a bank rehabilitation program to the NBM with specific
measures to reestablish solvency and restore liquidity. By end-April 1999, the bank’s
negative net worth was denar 268 million (DM 8.6 million) with total uncovered losses of
about denar 629 million (DM 20.2 million). On March 1, 2000, after a long period of failed
attempts to recapitalize the bank, the council of the NBM closed the administrative procedure
for appeal and adopted a decision to initiate bankruptcy procedures.

Lessons from recent experience

First, delaying closure or restructuring of nonviable banks entail large adverse consequences.
The NBM's provision of perennial liquidity support propping up Stopanska and other illiquid
banks delayed achieving a more permanent solution. The consequences have been
considerable. By postponing more definite action and accommodating banks’ liquidity needs
over long time periods, the NBM allowed enterprises to transfer the burden of recurrent
losses into the banking system and into the NBM itself. Also, by lessening financial
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discipline, a more general long-lasting adverse impact on the banking system was felt
because it affected compliance and collection efforts. In addition, the fiscal costs of bank
restructuring and closure have been magnified over time as insolvent banks were allowed to
continue to operate and more definite action by the Supervision Department was delayed.

Second, the macroeconomic impact of banking system weaknesses, if left unchecked, can be
extremely large. The harmful distortions on the availability, cost, and allocation of credit due
to the poor conditions of the banking system have had a fairly large negative impact on
growth and private sector development. They have also reduced the scope for monetary
policy response by the NBM.

Third, the absence of independent and strong enforcement capacity of the supervisory
function prevents proper follow-up of the legal and regulatory framework and implies that
weak financial discipline may remain unchecked within the system. Lack of enforcement
capacity breeds a moral hazard with long-lasting implications on the behavior of banks.

Fourth, in the absence of clear steps that improve financial discipline, banks may reengage in
automatic financing of losses accrued by the enterprise sector. Dealing with the stock
problem of a poor credit portfolio in the banking system is a necessary but not sufficient
condition for reform. Simultaneous steps must be taken—particularly in the enterprise
sector—to prevent a resurgence of the flow problem of bad financing to nonviable
enterprises. In the mid 1990s, FYRM has undergone a banking system restructuring that has
not prevented the recurrence of banking system problems, largely because of its failure to
address the issue of loss-making enterprises.

Fifth, the consolidation process in the banking system can be greatly facilitated by, and may
require, the entry of foreign banks. The sale of Stopanska Banka to a foreign strategic
investor is expected to have far-reaching and economy-wide implications for the banking
system as a whole.
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Banking Definitions”’

Accrued interest: interest due but not paid for less than 90 days. Gross of provisions.

Allocated provisions: specific reserves set by banks by applying specific weights to credits
according to their risk classification (2 percent for A; 10 percent for B; 25 percent for C;
50 percent for D and 100 percent for E).

Capital (owned funds): common and preferred shares, general banks’ reserves, revaluation
reserves and undistributed profits. Net of uncovered losses and unallocated specific
provisions identified by the NBM’s Banking Supervision Department.

Credit to banks: regular and nonperforming loans and other claims to domestic and foreign
banks, gross of provisions.

Credit to nonbanks: regular and nonperforming loans to private and public enterprises,
households and other customers, gross of provisions. Includes short- and long-term denar and
foreign currency loans.

Classified exposure: credit exposure classified under Substandard, Doubtful and Loss Risk
category.

Credit risk classification: NBM classifies credit risk into five categories from A to E, which
correspond to Pass (A), Watch (B), Substandard (C), Doubtful (D) and Loss (E).
Classification is based on objective and subjective criteria including the amount of time loans
have been overdue (A,15 days; B,from 16-60 days; C,from 61-150 days; D,from151-365
days and E,more than 365 days or without recovery).

Credit exposure: regular and nonperforming loans, accrued interest, other claims and off-
balance-sheet credit exposure that entails credit risk.

Guaranty capital: capital adjusted by current profit (50 percent) and other long-term
securities, net of current losses and capital investments.

Liquid assets: cash, claims, and securities rediscounted by the NBM; debt securities and
accounts with domestic and foreign banks.

Minimum capital requirement: based on paid-in capital. Since April 1999, the NBM’s
Banking Supervision Department requires banks to adjust the amount of paid-in capital by

2% According to the Banks and Savings Houses Act and the NBM’s regulations. Some
terminology may differ from standard usage elsewhere.
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deducting unallocated specific provisions, uncovered losses and requests for capital increases
not yet approved by the NBM.

Net loans: regular and nonperforming loans to nonbanks, net of provisions.
Nonaccrual interest: interest overdue more than 90 days.

Nonperforming loans: principal of loans classified as Doubtful and Loss and principal of
loans for which interest payment has been overdue more than 90 days.

Off-balance-sheet items: covered and uncovered letters of credit and guarantees,
performance guarantees, credit commitments, and other uncovered off-balance-sheet items.

Off-balance-sheet credit exposure: uncovered off-balance-sheet items.

Paid-in capital: common and preferred shares and general banks’ reserves paid-in in money
form, adjusted by annual reports.

Provisions: allocated provisions on credit to nonbanks and banks; unaltlocated specific
provisions and provisions for nonaccrual interest.

Unallocated provisions: provision shortfall identified by the NBM’s Banking Supervision
Department.

Regular loans: principal of loans (including overdue) other than nonperforming loans.

Risk-weighted assets: risk-weighted on-and off-balance-sheet assets net of uncovered and
current losses, capital investments and unallocated specific provisions.

On-balance-sheet items and their risk-weighting is as follows:

-cash, deposits with NBM and gold (0 percent risk),

-claims on NBM and on Government (0 percent}),

-claims secured or guaranteed by NBM and Government (0 percent);
-claims covered with cash (0 percent),

-claims on domestic and foreign banks (20 percent);

-precious metals (20 percent); and

-all other assets (100 percent).

Off-balance-sheet items and their risk-weighting is as follows:

-covered letters of credit and guarantees (0 percent risk);

-performance guarantees to nonbanks (20 percent),

-credit commitments to nonbanks (50 percent); and

-uncovered letters of credit and guarantees and other off-balance-sheet items to nonbanks
(100 percent).
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Performance guarantees, credit commitments, and uncovered off-balance-sheet items to
banks (20 percent of risk-weighting for each asset).

Short-term liabilities: deposits and borrowings up to one year. Includes denar and foreign
currency liabilities.

Measuring the Systemic Risk of Interbank Exposures

Define a banking system with n banks, of which, m are troubled banks. Define a matrix A
where aij is the logarithmic transformation of Aij, the share of bank i's loans to troubled bank
j as a percentage of that bank i's total loan portfolio (if one sound bank lends 10 percent and
15 percent of its bank portfolio to two troubled banks, then Aij is 0.1 and 0.15 respectively).
Using data from the interbank market, define a matrix W where wij for i=1 to n and j=1 to m,
is the share of sound bank i's loans to troubled bank j as a percentage of total interbank loans
to troubled bank j (If 10 sound banks lend to 5 troubled banks and each sound bank i lends

10 percent to each troubled bank, then Wij is 0.1 for each i and j).

Then, define the matrix S = A"W where A’ is the transposed matrix A. The matrix S has
dimension m*m with indexes sj, j=1 to m, where each index Sj is the weighted share of each
sound bank’s lending to each troubled bank as a percentage of the sound bank total loan
portfolio. Define an index of interbank exposure (IE) as Tr(eSj). The impact of potential
banks’ failures on banks that lend to troubled banks is greater, the closer IEisto 1. The
closer IE is to zero, the lower the impact on lending banks.
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