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1. The Financial System Assessment (FSA) is based on the work of the joint IMF-World 
Bank Financial Sector Assessment Program (FSAP) missions to FYR Macedonia in May and 
June 2003. 
Governor of the National Bank of the Republic of Macedonia (NBRM), as well as with staff of 
the Ministry of Finance (MoF) and the NBRM, of agencies involved in regulation and 
supervision of the financial system, banks and other financial institutions, and other private 
sector participants. 

The team met with senior officials, including the Minister of Finance and the 

2. 
actions identified. 

This report provides a summary of the main findings of the missions, and the priority 

The FSAP team consisted of Hormoz Aghdaey (World Bank, Mission Chief); Marc Quintyn (IMF, Deputy 1 

Mission Chief); Philip Schellekens, Anita Tuladhar, and Judit Vadasz (all IMF); Robert Gourley, Edil Dushenaliyev, 
Peter Kyle, Rodney Lester, Svitlana Lewis, Takashi Miyahara, Melinda Roth, Hannah Thomas, Jasminka 
Varnalieva, Cari Votava , and Richard Zechter (all World Bank); Paul van Sluijs (The Netherlands Bank, Banking 
Supervision-IMF expert); Nick Roberts (Reserve Bank of Australia, Payment System-IMF expert); and Emile 
van der Does de Willebois (Finance Ministry of the Netherlands, Criminal Law on AMLICFT, World Bank expert). 
Kevin Ross (IMF Resident Representative) participated in some meetings. Frederic Gielen (World Bank) who 
conducted an Accounting and Auditing ROSC independent of the FSAP, contributed to the report. 

The FSAP missions completed the assessment of compliance with Base1 Core Principles, Code on 
Transparency of Monetary and Financial Policies, AMLICTF Principles, and Core Principles for Systemically 
Important Payments Systems. Following review within the IMF and the World Bank, a three-volume report has 
been completed and is being submitted to the authorities. 
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Overview 

3. 
country’s turbulent first decade of independence. Intermittent conflicts and disturbances, 
within FYR Macedonia and in bordering countries, have had an adverse impact on the 
developments of the institutions necessary to support to transition to a market economy and on 
the governance of those institutions. As a result, the financial system is still very small and its 
role in intermediation of financial flows limited. Nonetheless, soundness of the banking system 
has been improving in recent years. The entrance of foreign strategic investors, in combination 
with enhancements in regulation and supervision, has fostered this process. Vulnerabilities 
remain, however. The system remains vulnerable to weak governance in smaller banks and 
weaknesses in the banks’ balance sheets. Macroeconomic vulnerabilities could stem from the 
effect on banks of potential exchange rate instability, or a dramatic reversal of current fiscal 
policies. 

Development of the FYR Macedonia’s financial system shows the marks of the 

4. 
corruption, money laundering, weak implementation and enforcement of laws in the broader 
economy need to be addressed as preconditions for improving the integrity of the financial 
system and its role in the economy. Specific recommendations with respect to the operation of 
the financial system include: (a) strengthening of the regulatory framework for banking and 
sharpening banking supervision practices; (b) establishing a framework for emergency lending at 
the Nl3RM; (c) developing a government securities market as the basis for financial market 
development; (d) developing supervisory capacity for the insurance market and restructuring the 
motor vehicle insurance system; and (e) cautious development of the second pension pillar, given 
the fledging financial markers and its potential impact on the country’s fiscal position. 

The FSAP recommendations aimed at two levels. At the general level, problems of 

Context for Financial Intermediation 

5 .  
subsequent economic and political upheavals. Following independence in 1991 , the country 
had to cope with the loss of its foreign exchange deposits held in the National Bank of 
Yugoslavia, a breakdown in its trade linkages due to the embargo on Yugoslavia, the blockade 
by Greece, the 1999 Kosovo conflict, and the internal civil strife in 2001. 

FYR Macedonia has not yet fully recovered from the breakup of Yugoslavia and the 

6. These intermittent conflicts and disturbances have had an adverse impact on the 
development of the institutions necessary to support the country’s transition to a market 
economy and on the governance of those institutions. By many accounts, there has been a 
significant degree of corruption in the public sector, manifested in the use of public office for 
private gain. Corruption and bad governance have been compounded by the chosen methods of 
privatization and the lack of effective measures to contain the influence of political forces on the 
economy. The judicial system is considered to be ineffective, because of excessive 
politicization, lack of independence and intimidation of the judges, as well as deficiencies in the 
procedures and operations of the courts. 

7. Weak institutions and governance have taken a significant toll on economic 
development, stability, and growth in the past decade. Indeed, FYR Macedonia does not 
present an environment that is conducive to attracting investment, whether foreign or domestic. 
As a result, the country is only midway in the transition to a stable market-oriented economy. 



8. 
sector development. On the one hand, financial integrity has often been threatened by 
opportunities for corruption and abuse, diverting resources away from potential productive use in 
the economy. On the other hand, it has been difficult for banks to develop lending activities in 
an environment of weak corporate governance and legal uncertainty. Taken together, these 
influences have constrained the banking system from playing an effective intermediation role. 

Not surprisingly, these deficiencies have also had a negative impact on financial 

9. To address these deficiencies at their roots, a two-pronged approach is needed. 
Remedying the problems of weak financial intermediation and regaining the confidence of the 
population and foreign investors is both a matter of preserving macroeconomic stability and 
addressing the problems of governance and corruption. 

10. The Government has taken steps to address institutional weaknesses and 
governance issues. Reinforcing the rule of law, improving governance in all sectors of the 
economy, and focusing on measures to improve competitiveness are key priorities of the 
Government to improve the investment climate. Improving the role of the financial sector in 
providing access to credit and financial services is also part of the equation. These efforts are 
seen as the keystone for building a sound and stable financial system that can actively contribute 
to economic development and growth. 

1 1. 
infrastructure underlying the financial system. While the core legal framework for banking 
operations is generally sound, implementation and enforcement of laws are lacking in important 
areas. Low respect for the law and abuse of the system have led to a culture of non-compliance 
and non-payment. Improvements in the operation of the court system will play an important role 
in this regard. 

It is essential to take measures to strengthen the legal and institutional 

12, 
but much remains to be done to translate these principles into practice. Improvements in 
the protection of shareholder rights and enforcement of directors’ duties are a priority. In 
addition, Macedonian enterprises should be required to prepare and present reliable financial 
statements. For example, public interest entities should prepare and present their financial 
statements in conformity with International Financial Reporting Standards (IFRS). These 
financial statements should be audited in accordance with International Standards on Auditing 
(ISA). Recommendations included in the Report on the Observance of Standards and Codes 
(ROSC) for Accounting and Auditing for FYR Macedonia, should be implemented to enhance 
the reliability of financial reporting. 

Some of the key elements of a proper corporate governance framework are in place, 

13. Sustained efforts to implement and enforce the AML/CTF legal framework should 
also improve the general business climate. Although the MoF had initially taken a lead role in 
coordinating the AML strategy, these efforts appear to have stalled due to lack of financial and 
human resources. The newly established financial intelligence unit (FIU) should be instrumental 
in coordinating and implementing the strategy together with the other financial sector 
supervisory agencies, appropriate law enforcement authorities and the Ministry of Justice. Ways 
need to be identified to enhance the legal authority of supervisory agencies to monitor 
compliance with the laws and for law enforcement authorities to fulfill their necessary role in a 
coordinated AMLKFT strategy. 



Macroeconomic Vulnerabilities 

14. The economy is recovering very slowly from the current recession due to the 
lingering effects of the security situation in 2001. Although the economy remains fragile and 
potentially volatile, there appear to be no immediate macroeconomic threats to the stability of the 
financial system. Nonetheless, the authorities need to remain vigilant for potential risks that 
could come from exchange rate instability in a highly euroized environment, or from a growing 
fiscal deficit. 

15. 
euroized environment. Devaluation could lead to credit defaults by borrowers with un-hedged 
Euro positions. The stress tests show that a combined effect of a devaluation and credit defaults 
would have a significant impact on the banking system. Authorities need to be vigilant of this 
risk, particularly since amendments to the new foreign exchange law allow enterprises to borrow 
directly from abroad. In addition, many households, among other borrowers, have foreign 
exchange indexed denar loans. It is not immediately clear to what extent these borrowers have a 
natural currency hedge, something that needs to be closely monitored. 

Potential macroeconomic risk could result from exchange rate instability in a highly 

16. To date, the budget has been supported significantly through privatization receipts, 
especially from foreign direct investments, as well as, donor support. As these inflows taper 
off, the Government will need to rely on new domestic borrowings for which it has yet to 
develop an adequate debt management capacity. A large fiscal financing requirement from 
unforeseen events could result in high interest rates, unsustainable debt levels, and crowding out 
of private investment and credit flows. 

Banking System Assessment and Vulnerabilities 

17. Overall, the Macedonian banking system remains small compared to the size of the 
economy with assets at less than 52 percent of GDP. At the end of 2002, the system consisted 
of 21 banks and 17 savings houses.2 Banks hold 98.9 percent of total assets and savings houses 
the balance. Commercial banks operate under a two-tier licensing system, requiring separate 
licensing to undertake foreign exchange operations. Eighteen banks have this license, enabling 
them to undertake international payments, and credit and guarantee operations. The remaining 
three banks are licensed only for domestic  operation^.^ 

18. 
years. The sector is still relatively underdeveloped. Most of the deposits and assets are 
concentrated in the top three banks. These three banks are gradually emerging as a core group 
with relatively prudent and sound banking practices. The entrance of foreign strategic investors 
has fostered this process. 

The soundness of the Macedonian banking system has been improving in recent 

The saving houses are legal entities designed to provide financial services to private individuals. Founders 2 

must have at least euro 150,000 capital. Most provisions of the Banking Law are applicable to savings houses. 

Banks are required to have minimum capital of euro 9 million for a foreign operations license and euro 3.5 3 

million for a domestic operations license. 



19. 
addressed could undermine the sector’s improving soundness. The system remains 
vulnerable to weak governance practices in smaller banks; the effects of euroization of banks’ 
balance sheets; problems in contract enforcement; and, potential credit risks associated with 
expansion of lending. 

Despite these positive developments several vulnerabilities remain that if not 

20. Banking is currently characterized by high real deposit interest rates, large spreads, 
a limited appetite for lending, and a substantial euroization of assets and liabilities. Denar 
deposit rates are 9 percent (about 6 percent in real terms), and lending rates in denar in the 16-1 9 
percent range.4 These high spreads (of about 8-9 percent) reflect lack of competition, inefficient 
operations (mainly overstaffing), and high credit risk. Most banks are expanding lending only 
modestly, reflecting their own weak balance sheets as well as a legal environment that is not 
conducive to repayment and loan recovery. More than 50 percent of deposits and about 40 
percent of banks’ total loans are now denominated in, or linked to, foreign currency. However, 
many borrowers are not foreign exchange earners, creating a potential credit risk for the banks. 

2 1. 
addition to the above impediments, business activities of banks have been constrained by: 
general lack of confidence in the economy; weaknesses in the investment climate in general, but 
more specifically govemance’problems in the enterprise sector and problems in transparency of 
infomation; and, scarcity of viable projects. In this environment, banks have little incentive to 
engage, to compete with each other, or to introduce new instruments. 

Reasons behind the low level of intermediation are manifold and intertwined. In 

22. 
individual shocks, with credit risk having the greatest impact. However, the combined 
effects of an exchange and interest rate shock, together with a drop in credit quality could result 
in significant strain on the system. Larger banks appear more vulnerable than smaller banks, 
because they are lending more actively to the private sector and because of their lingering 
portfolio problems. 

Stress tests indicate that the system is relatively resilient to the direct effects of 

23. 
amendments in the wake of the FSAF’ mission include key improvements to the fit and proper 
regulations, the reporting of investments in banks, and of significant bank investments and the 
range of corrective actions for weak banks. Further modifications are suggested to (a) lift the 
constraints on the use of corrective measures so that these can be invoked in a more proactive 
way; (b) strengthen the role and power of the administrator of weak banks; and (c) strengthen the 
role of supervisors in anti-money laundering efforts. In addition, the adoption of internationally 
accepted accounting standards would improve transparency of bank operations, and governance 
in general. 

The regulatory framework for banking should be further strengthened. Recent 

24. 
improve as confirmed by the assessment of compliance with the BCPfor Effective 
Supervision. Supervisors have made great progress in moving beyond the level of formal 
checking on the basis of rules and regulations. In light of the fragility of the banking system, 
supervisors have been encouraged to move to more risk-oriented supervision, with a constant eye 

NBRM is a well-run institution and the quality of banking supervision continues to 

Mainly the effects of the macroeconomic environment, especially monetary policy. 4 



on the banks’ risk management techniques and internal controls; to develop their strategic 
thinking on the future of the sector (carefully selecting reputable foreign strategic owners while 
diminishing the importance of non-financial sector corporate owners of banks); and, to analyze 
the soundness of the sector at the aggregate level. 

25. The NBRM’s practices with respect to its monetary policy function are broadly 
transparent. Nonetheless, the assessment revealed that there is scope for improvements in (a) 
formalizing its accountability arrangements towards the government, the legislature, and the 
general public; (b) establishing and disclosing procedures with respect to its role as lender of last 
resort; and (c) publishing internal governance standards, code of conduct, and the extent of the 
staffs legal protection. 

26. 
forward in developing the appropriate infrastructure for financial sector development. The 
assessment of compliance with the Core Principles for Systemically Important Payments Systems 
revealed that the system is in close observance of most principles. Improvements should be made 
in defining the central bank’s oversight role and establishing a remote back-up facility. The legal 
requirement that the NBRM execute payment guarantees between commercial bank clients 
should be removed because it creates legal risks for the NBRM and liquidity risks for the 
payment system. 

The establishment of the Macedonian Interbank Payment System (MIPS) is a step 

27. The framework for liquidity management contains some deficiencies that need 
further attention. Issues to be addressed include expanding the range of eligible instruments for 
collateral to access the central bank and supporting secondary market development by reducing 
the frequency of central bank bill auctions. The interbank market is still too shallow for the 
larger banks. As a result, they have to build up precautionary balances. Some banks are 
vulnerable because of the presence of sizeable individual deposits on their balance sheets. 

28. Deposit Insurance Fund (DIF) in FYR Macedonia functions as a payout box with no 
supervisory authority over the banks. It insures deposits of natural persons, including foreign 
currency denominated deposits, held in commercial banks, savings houses, and depository 
financial institutions. It covers 100 percent of deposits up to Euro 10,000 equivalent and 90 
percent of the next Euro10,OOO equivalent, per depositor per institution. According to 
international practice, the combination of these provisions is very generous. As of May 2003, the 
reserve fund of the DIF covered 3.27 percent of the deposit base. The fund is being built up 
through an initial capital contribution of the Government, premium contributions from member 
banks, and investment returns. 

29. The DIF law is being amended to increase capitalization and to clarify some 
conflicting provisions. The reserve fund is targeted to reach 4 percent of the deposit base. 
Although the fund may be inadequate in case of a risk event for a large bank, the DIF is allowed 
to borrow from the government and from foreign sources, and to receive payments from member 
banks up to a pre-specified limit. The DIF is generally transparent in its policies related to 
insurance coverage and operations. Many of the principles in the Transparency Code for 
Financial Policies are fully observed. However, procedures on compensation (payouts), internal 
governance, and confidentiality are not yet publicly available. Following the revision of the law, 
the Statute of the DIF and the Rule book are expected to be posted on the IMF website. 



30. 
for an emergency credit facility for systemically important banks. While the NBRM may 
extend collateralized short term liquidity support to banks, this standing facility is designed 
essentially for overnight lending as an extension of intra-day credit for payments. In the event of 
a crisis in one of the larger banks (that is too big to fail), the NBRM does not have any 
discretionary power to provide emergency support. It is recommended that legal provisions be 
developed to give the NBRM such authority in exceptional circumstances, including a policy 
framework on the terms and conditions for such support. 

A major shortcoming in the safety net infrastructure is the lack of legal provisions 

Nonbank Financial System Assessment 

3 1. The securities markets are small and present little systemic risk to the financial 
sector, but further development of capital markets is a priority. The development of a 
government bond market will contribute to financial deepening and provide investments for 
individuals and institutions, including the second-pillar pension funds. Equity market 
development has been adversely affected by managerial control over the voting rights on shares 
held by employees. Further linkages and integration with other equity markets in the region 
would be beneficial. There is scope for further improvement in the regulatory framework for the 
Securities and Exchange Commission (SEC), including measures that will strengthen its 
enforcement cap abilities. 

32. 
supervision and reforming motor vehicle insurance are priorities . There are seven insurance 
companies, but the largest one, a former state-owned enterprise, dominates the market. Insurance 
supervision is weak and the third party motor liability system is functioning poorly, in part due to 
a claims backlog in the courts. In order to allow the sector to develop, it is important that the 
legal framework for conducting insurance business, in particular third party motor liability, and 
the supervisory framework be strengthened. Following the FSAP recommendation, the MoF 
authorities are taking steps to remedy these short comings with support from the World Bank and 
technical assistance fimding from bilateral donors. 

The insurance sector remains insignificant by most standards, but strengthening 

33. 
but several preconditions must be met before the implementation of the two-pillar system if 
the pension reform is to be successful. The most important of these include: (a) financing the 
fiscal transition deficits; (b) creating adequate financial instruments for investment; and (c) 
ensuring that the institutional framework established is cost effective and consistent with sound 
governance principles and long-run financial return objectives. 

Legislation has been passed to implement a mandatory second pillar for pension, 

34. 
recommendations. The table below identifies the priority of the actions and indicates whether 
the steps and expected realization of results are short-term or long-term. The authorities have 
expressed their agreement with the recommendations and have already taken some steps towards 
their implementation. The Bank will provide assistance for this undertaking through FSAP 
Follow-up activities, through identifying donor funding assistance (such as already done with 
FIRST for assistance in the TPL), and, where appropriate, through future World Bank 
operations. In addition, there is significant assistance avaiIable through bilateral and multilateral 
donors to help the authorities in further strengthening and development of the financial sector. 

The following action plan provides an overview of the FSAP’s key 



Actions 

Banking. The quality of ownership and management in the banking system 
could be upgraded by attracting new strategic investors, which would help 
address low levels of financial intermediation, lack of competition and 
inefficiency in the banking system. 
Bank Regulation and Supervision. Additional steps could be taken to 
strengthen the legal framework for supervision and to improve the 
supervisory function through a more proactive approach to addressing 
banks under enhanced supervision. Supervisors should continue to search 
for reputable foreign strategic investors and a strategy should be developed 
to reduce the importance of non-financial corporate investors. 
Liquidity Management. Liquidity management could be improved 
through expansion of the instruments available for collateral to access the 
central bank facility. Rep0 operations should be introduced and primary 
auctions decreased to develop the secondary market. 
Payment and Settlement Systems. The NI3RM’s oversight role for the 
payments systems needs to be clarified, and a back-up facility established. 
The NBRM’s obligation to execute payment guarantees between 
commercial bank clients should be moved outside the system. 
Financial Safety Nets. Establish framework for emergency lending for 
systemically important banks. 
Securities Markets. The capital markets should be further developed, 
Darticularly the government securities market. There is scope for further 
ictions to strengthen the framework for securities regulation, particularly 
:he enforcement capability of the SEC. 
Pension System. Before implementing the second pillar, the Government 
should reach consensus on key policy issues, demonstrate the viability of 
:he government securities market, simplify the model for a transitional 
)eriod, and ensure the institutional strengthening of the PSA. 
[nsurance Sector. Insurance supervision should be strengthened though 
lesignation of an Insurance Commissioner in the MoF and related capacity 
milding. The third party motor liability system should be fundamentally 
,eformed. 
Legal and Judicial Framework. The Government should move 
iggressively to reform and strengthen the judicial sector, and to strengthen 
he implementation and enforcement of a wide range of laws to foster 
espect for the rule of law and the court system. Financial regulators should 
)e Drovided legal authority to imDose sanctions on financial institutions. 
~~~ 

iML/CFT. The MoF should enhance coordination with other agencies to 
mplement the national AML strategy. It should coordinate activities 
losely with the Justice Ministry to ensure rapid adoption of necessary legal 
mendments required pursuant to International AML/CFT Conventions. 
,egal authority should be provided to supervisory agencies to monitor 
ompliance with AMLKFT laws. Further capacity building is required for 
esDonsible agencies. 

Priority/ 
Expected results 

Moderate/ 
Medium to Long- 
term 

HigWShort to 
Long-term 

Moderatemedium 
to Long-term 

HighMedium to 
Long-term 

High/Medium to 
Long-term 
Moderatemedium 
to Long-term 

HigWLong-term 

HigWImmediate to 
Long-term 

HigWMedium to 
Long-term 

HigWShort to 
Long-term 


