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I. Summary

This report was written in conditions unknown to most of us, under the influence of the health
crisis caused by the COVID-19 pandemic. Extensive measures are being taken globally and na-
tionally, which are primarily aimed at protecting human health, but have significant economic
effects, as well. It is already certain that we are dealing with the most serious global shock with
strong negative consequences for the economic growth, for the companies’ performance and the
households, which would have transfer effects on the operation of the domestic banks. At this
moment it is difficult to say what the effects will be, but it is certain that there will be consequences
for the scope of activities of banks, and above all for the level of lending activity, the quality of
the loan portfolio, and of course, their profitability.

How much and how ready the banks are to cope with this shock is best shown by the numbers
and conclusions presented in this Report.

In 2019, as in previous years, the banking system preserved its stability. The National
Bank, through the constant improvement of the standards in accordance with the Eu-
ropean regulations, but also the banks with their prudent behavior, enabled to main-
tain liquidity and solvency high and stable. These are the two basic pillars of the sta-
bility of the banking system, the scope and quality of which will certainly contribute
to easier dealing with the consequences of the coronavirus. At the end of 2019, the capital
adequacy ratio of the banking system equaled 16.3%, which is an annual decrease of 0.2 per-
centage points, mainly due to the faster growth of banks' activities, primarily credit activity, com-
pared to the growth of own funds. Almost half of the own funds of the banking system belong to
the capital supplements determined in accordance with the supervisory assessment and to the
the capital buffers, which are especially important in crisis conditions, when they can be used to
deal with various challenges.The stress testing of the resilience of the banking system and indi-
vidual banks to simulated shocks shows improved resilience in 2019, compared to 2018.

In 2019, the liquidity position of banks further improved, mainly due to the growth of
liquid assets, which is the highest in the last nine years. Consequently, the indicators through
which liquidity is monitored and assessed also improved. As much as one third of the assets of
the banking system are liquid assets, which cover close to 60% of household deposits.The results
of the simulations for combined liquidity shocks confirm the satisfactory volume of liquid assets
that allows banks to smoothly carry out their business. This indicates an appropriate liquidity risk
management by banks and a satisfactory resilience to the assumed extreme liquidity outflows.

In these times of crisis, it is the structural excess liquidity and good capitalization of
domestic banks that contribute to their solid capacity and readiness to meet the needs
of their customers. Hence, in March 2020, the banks started a massive restructuring of loans
to households and the corporate sector, by providing a grace period and changing the terms of
financing. This created conditions for temporary ease the credit burden of the borrowers in the
coming months in order to overcome this crisis episode more easily. The regulatory flexibility
provided by the National Bank regarding the treatment of these restructurings, while maintaining
prudence by limiting the possibility for additional risks to the banks' balance sheets, had contrib-
uted greatly to this.
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Credit risk is still the most common risk in the overall risk profile of banks, but the
exposure to this risk shows a decrease in 2019. This is reflected in the decrease in non-
performing loans in both non-financial sectors. This decline is largely due to the non-performing
loans write-offs by banks in accordance with the amendments in the credit risk management
regulations!. Consequently, the ratio of non-performing loans to the non-financial sector dropped
to the historical low of 4.8%. This means that 95.2% of bank loans are repaid regularly or with a
delay of up to 90 days.

Still, most of the non-performing loans come from the loans to corporate sector, of which 7.6%
are non-performing loans. The ratio between non-performing and total household loans is at a
historically lowest level of only 2.0%. Despite the improvement of the indicators of the credit risk
exposure, there are still certain movements in the loan portfolios of the banks that deserve more
careful monitoring. The faster growth of household longer-term debt, indirect credit risk due to
the high (although declining) share of loans with currency component and loans with variable and
adjustable interest rates are some of the factors that may point to an additional source of credit
risk. However, the significant coverage of non-performing loans with impairment along with the
satisfactory volume and quality of own funds restricts the potential adverse effects on the banks'
solvency from full default.

The exposure of the banking system to currency risk is low, due to the acceptable and
mainly low ratio of banks' open currency positions with own funds. At the same time,
the euro is the most common currency in the currency structure of banks' balance sheets, which
in conditions of de facto fixed nominal exchange rate of the denar against the euro, limits the
probability for materialization not only of the direct but also of the indirect exposure of banks to
the currency risk. Banks' exposure to interest rate risk in the banking book remains low.

The domestic banking system in 2019 continued with profitable operations, but with
slightly lower profits and consequently lower indicators of return on equity and as-
sets, compared to 20182. At the end of 2019, these rates of return equaled 11.7% and 1.3%,
respectively. The narrowing of the banks' net interest margin, for the fourth year in a row, con-
tributed as well to this reduction, whereby in 2019 it was reduced to a historically low level of
3.4%. In the coming period, banks will have to compensate for the reduced importance of net
interest income for their profits, for which, in the expected slowdown in demand for various fi-
nancial services, as a consequence of the crisis with the COVID-19 virus, it is particularly important
to improve their operational efficiency. Of course, the consequences of the coronavirus will sig-
nificantly determine the financial result of the banks due to the possible increase in the cost of
impairment, based on the expectations for increasing the default rate on loans.

In general, the banking system is sound, stable and on solid ground, with the capacity to deal
with a variety of shocks, including the adverse effects of the current health crisis. The good con-
dition and the strong liquidity and capital positions of the domestic banks indicate sufficient po-
tential for absorption of possible losses, but also for providing further advanced credit support to

! From July 2019, the obligation for mandatory write-off of non-performing exposures that are fully provisioned for more than one
year was introduced. For comparison, from 1.1.2016 to 30.6.2019, the period of mandatory write-off of non-performing exposures
that are fully provisioned was two years.

2 The decrease in profits primarily stems from the exhaustion of the effects of the substantial improvement in profitability in 2018 due
to one-off events.
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households and companies. The National Bank is closely following all developments and, as be-
fore, is ready to take all necessary measures within its competence, to more easily overcome the
consequences of the crisis and to maintain the stability of the banking system.
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1. Structure of the banking system
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1.1 Main features of the business models of banks

Chart 1

Structure of the assets (up) and liabilities
(down) of banks and the banking system, as of
31.12.2019
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Source: National Bank, based on data submitted by banks.
The order of banks is random.

The main business model of the Mac-
edonian banks, collecting deposits and ex-
tending loans, registered no significant
changes in 2019. Household deposits, as the
most important source of funding for banks, pre-
vail in the total liabilities of the banking system,
with a share of 50.3% (which is by 0.8 percentage
points less compared with 31.12.2018). Analyzed
by individual bank, household deposits have the
highest share in the total sources of funds with
eleven banks. In three banks, the shares of depos-
its from households and from non-financial corpo-
rations are similar, while the liabilities of one bank
are predominated by the credit lines from the in-
ternational financial institutions, which it places to
end users through the other banks in the country.

Analyzing assets, the share of loans to non-
financial sector (58.5%) is the highest, which is by
1.1 percentage point less compared to
31.12.2018. As last year, this year as well, there is
an increase in the share of household loans
(30.2%), compared to loans to non-financial cor-
porations (27.7%), in total assets®. Analyzed by in-
dividual bank, five banks are more oriented to-
wards lending to non-financial corporations, and
six banks lend more to the households. In three
banks, the share of the lending to the two sectors
is almost the same, and in one bank, loans to do-
mestic banks prevail.

3 For the purposes of this analysis, loans are calculated on a net accounting basis (after impairment and accumulated depreciation).

7



1Y

Chart 2

]%‘ Report on the risks in the banking system in 2019

The structure of total banks’ income

Structure of total income (top) and total ex- corresponds to the application of the tradi-
penditures (bottom) of banks and the banking tional business model. Thus, net interest in-
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Source: National Bank, based on data submitted by banks.
The order of banks is random.

come, with a share of 64.6% is the most important
in the structure of total income, registering an in-
crease of 1.7 percentage point compared to 2018.
At the same time, the share of net fee income in
total income increased by 2.8 percentage points,
and the share of other income decreased by 4.6
percentage points. Similar to the movements in
the structure of assets, this year the share of net
interest income from the operations with house-
holds (34.2%) exceeded the share of net interest
income from the operations with enterprises
(27.2%) in total income.

At the level of the banking system,
the same as last year, the most significant
expenditures are: employees costs (31.3%),
followed by general and administrative costs
(25.3%) and impairment of financial and non-fi-
nancial assets (24.7%), with a minimal percentage
increase.
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1.2 Number of banks and access to banking services

As of 31.12.2019, seventeen depository institutions operate in the Republic of
North Macedonia, i.e. fifteen banks and two savings houses*. The number of banks
and savings houses is unchanged compared to the previous year.

Chart 3

Bank network (left) and number of inhabitants per business unit (right), by region in the Republic

of North Macedonia
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Source: The National Bank, based on data submitted by banks, State Statistical Office of the Republic of North Macedonia

according to official data of the 2002 census.

The banking network is spread across
almost all cities in the Republic of North
Macedonia and consists of 420 business
units®. The total number of business units is un-
changed compared to the previous year (two new
business units were opened and the same number
were closed). Around 42% of the total nhumber of
business units are concentrated in the Skopje
area, where the access to banking services, as
measured by the number of inhabitants per busi-
ness unit, is still the highest, despite the reduction
of the number of business units (by two) in 2019.
As for the rest of the country, the Vardar Region

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

5 The number of business units includes the banks’ main offices, but excludes banks' windows.
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Chart 4
Number of banking system employees
7,000

100

5,968 5,985 5,929 5,933 5,932

6,000 -
5,000 [ 50
4,000 -
3,000 -
2,000 - 0
1,000 -

0 + -100

31.12.2015
31.12.2016
31.12.2017
31.12.2018
31.12.2019

mmm Number of employees (left scale) == Annual change (right scale)

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

Chart 5
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*The DBNM is not included in the analysis due to the
type of its operations.
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and the east part of the country reported a slight
improvement of the access to banking services.

1.3 Employment in the banking system

In 2019, the number of persons em-
ployed in the banking system is 5,932 and
is almost unchanged (decreased by one
person) compared to the end of 2018. Qual-
ification structure of employees in the banking
sector further improved. The share of employees
with at least university education continues to in-
crease, reaching 82.1% of the total number of
employees in the banking system, which is an an-
nual growth of 1.1 percentage point.

Banking system productivity contin-
ues to improve. Asset growth in 2019 acceler-
ated, rising to the level of 9.2%, with almost un-
changed number of employees. Analyzed by bank,
the differences in the productivity of individual
banks remain significant. The increase in produc-
tivity is especially noticeable in two banks in the
sector, whose assets show solid annual growth (of
22.4% and 14.6%, respectively), while reducing
the number of employees (-8.7% and -4, 5%, re-
spectively).

10
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1.4 Ownership structure and concentration of the banking system
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As of 31.12.2019, the number of banks owned by foreign shareholders
(eleven), and the number of foreign banks subsidiaries® (six), remained unchanged.

Table 1
Structure of the number of banks and major balance sheet positions, by banks' majority ownership
(as of 31.12.2019)
in millions of denars and in %
Number Capital and Loans to non- Deposits from non- % | g - *
Type of ownership of reserves Assets financial sector financial sector Total revenues* | Financial result
banks Amount | In% | Amount | In% Amount In% Amount In% |Amount| In% |Amount| In%
Banks in dominant ownershipof | -y, | 43 g4 | 7280 |395,075 | 71.8% | 272,858 | 80.3% | 284,806 | 70.29% |17,828 | 76.7% | 4,735 | 70.8%
foreign shareholders
- subsidlaries of foreign banks 6 | 38003 | 63.0% | 323039 | 58.7% | 220580 | 64.9% | 236622 | 583% | 15030 | 64.7% | 5431 | 81.2%
- Austria 2 6,753 | 11.2% | 66,950 | 12.2% | 47,692 | 14.0% 41,902 103% | 2,695 | 11.6% | 498 | 7.4%
- Bulgaria 1 1,214 | 2.0% | 10,568 | 1.9% 6,847 2.0% 7,181 1.8% 376 | 1.6% 10 | 0.1%
- Greece 1 12,887 | 21.4% | 99,714 | 18.1% | 68,741 | 20.2% 80,996 | 20.0% | 5383 | 23.2% | 2,371 | 35.5%
- Svenia 1 0,793 | 16.2% | 88,394 | 16.1% | 59,178 | 17.4% 71,611 17.7% | 4426 | 19.0% | 1,850 | 27.7%
- Turkey 1 7,355 | 12.2% | 57,412 | 104% | 38,121 | 11.2% 34,932 8.6% | 2,151 | 93% | 702 | 10.5%
- other banks in dominant 5 5861 | 97% | 72208 | 13.1% | 52278 | 154% | 48184 | 11.9% | 2798 | 120% | 6% | -10.4%
foreign ownershp
- Bulgaria 2 2,564 | 43% | 25395 | 4.6% | 18,062 5.3% 17,766 44% | 1,155 | 5.0% | 236 | 3.5%
- Germany 1 2,589 | 4.3% | 30,263 | 5.5% | 23,186 6.8% 17,948 4.4% 897 | 3.9% | 145 | 2.2%
- Switzerland 2 709 1.2% | 16,378 | 3.0% | 11,029 3.2% 12,471 3.1% 747 | 32% | -1,077 | -16.1%
Banks in dominant ownershipof |, | 16 430 | 2720 | 154,805 | 28.29% | 66,841 | 19.7% | 120,780 | 29.8% | 5,406 | 23.3% | 1,950 | 29.2%
domestic shareholders
- private ownership 3 | 13829 | 22.9% | 144582 | 263% | 66771 | 197% | 120780 | 29.8% | 5305 | 22.8% | 1,932 | 28.9%
- state ownershp 1 2601 | 43% | 10313 | 1.9% 69 0.0% 0 0.0% 101 | 04% | 18 | 03%
Total: 15 | 60,295 [100.0%|549,969 [100.0%| 339,699 | 100.0% | 405,587 | 100.0% | 23,234 |100.0%] 6,685 |100.0%

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

*Total revenues and financial result refer to 2019.

Chart 6
Ownership structure of capital and reserves
of the banking system

in %

0.2 0.3 0.3 0.3 0.3
100

90 A
80 4
70 4
60 +
50 4
40
30 4
20

10 4

2015 2016 2017 2018 2019

mmmmm Undefined status

mmmmm Public sector, public firms and public institutions
W Financial institutions

mmmmm Nonfinancial legal entities

mmmmm Natural persons

Share of capital and reserves owned by foreign shareholders in total capital and reserves

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

In 2019, the banks in dominantly for-
eign ownership continue to prevail in most
categories of activities, which is particularly
pronounced in loans to non-financial entities
(80.3%), total income (76.7%) and financial result
(70, 8%). Compared to the previous year, a
slightly larger decrease (of 5.7 percentage points)
was registered in the share of banks in mostly for-
eign ownership in the total financial result of the
banking system. In 2019, the share of the foreign
shareholders in the total capital and reserves in-
creased by 1.9 percentage points, non-financial le-
gal entities decreased the share by 1.1 percentage
points, while the share of financial institutions in

6 In November 2019, the dominant ownership of one bank changed
but it remained an EU bank subsidiary, but with a new dominant
owner.
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the ownership structure of the banking system in-
creased by 1.9 percentage points. According to the
country of origin, the shareholders from Greece
(19.7%), Slovenia (14.5%), Turkey (12.1%) and
Austria (10.7%) have the highest share in the total
capital and reserves.

According to the Herfindahl index,
the concentration in the banking system in
2019 continued to decrease, which is most
pronounced in household lending. The only in-
crease is observed in the deposits of non-financial
corporations, while in the deposits of households
there is no change. All values of this index are
within the interval for its acceptable values.

In terms of size, several banks are
key for the total banking sector and the do-

Source: National Bank, based on data submitted by mestic economy, and the grOWth of me-

banks.

dium-sized banks increasingly delutes the

*Herfindahl index is calculated according to the formula importance of the three largest banks in the

system.

n
HI =) (S,)?

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

ered to be acceptable.

Table 2
Indicators of concentration of major balance
sheet positions in the three and the five larg-

est banks
in %
Position 31.12.2018 31.12.2019

CR3 CR5 CR3 CR5

Total assets 57.3 74.5 56.6 74.7

Loans to households 60.3 71.7 58.9 77.1

Loans to non-financial companies 49.9 72.3 48.6 73.5

Depostts from households 69.6 80.0 69.4 80.2

Deposits from non-financial companies 50.7 75.5 51.0 77.2

Fiancal resut* 796 94.4 90.2 104.5

Total revenues* 62.6 78.2 60.9 71.6

Source: National Bank, based on data submitted by banks.
*Total revenues and financial result refer to 2019.

The CR5 and CR3” indicators also show an-
nual decline in almost all segments of banking op-
erations. A significant increase in these indicators
is observed in the financial result, where, in condi-
tions of decrease in the total profit, the indicators
for the shares of the three and five largest banks
in the financial result increased.

7 The indicator CR5, i.e. CR3 shows the share of a certain analyzed category (for example, assets) of the five, i.e. the three banks
with the highest value of that category in the total amount of the analyzed category (for example, in total assets) in the banking

system.
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Chart 8

Share of individual banks in the total assets of
the banking system

Differences between banks in terms of
their shares in the total assets of the banking

in % system remain high. The spread between the bank
with the largest (22.4%) and the bank with the

24 lowest share in the assets (0.5%) of the system is
2 2122018 12.2019 almost at the same high level of the last year (by

20 0.4 percentage points lower), and seven banks

constitute less than 2.5%. The share of the five
smallest banks in the system decreased by a min-
imum of 0.2 percentage points, reaching 7%.
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Source: National Bank, based on data submitted by banks.
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II. Bank risks
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“Heat” map for the stability of the Macedonian banking system

~ _ _ Last 10 years (31.12.2009 - 31.12.2019)* Last 5 years (31.12.2014 - 31.12.2019)**
Indicators on banking system risk exposures

31.12.2018 | 31.3.2019 | 30.6.2019 | 30.9.2019 | 31.12.2019 31.12.2018|31.3.2019|30.6.2019|30.9.2019(31.12.2019
Insolvency risk

Capital and reserves / assets |
Capital adequacy ratio

Tier 1 ratio

Net-NPLs (non-financial sector) / regulatory capita
Credit risk

Default rate of credit exposure to non-financial sector
Restructured and prolonged loans to non-financial companies and
households / loans to households and non-financial companies
Non-performing loans / total / total loans (non-financial sector)
NPL coverage ratio

Impairment losses (balance-sheet) / total credit exposure

Impairment losses (income statement) / total loans to non-financial sector

Liquidity risk

Liquid assets / total assets

Liquid assets / short-term liabilities
Loans / deposits

Liaquid assets / household deposits
Market risks and indirect credit risk

Open FX position / regulatory capital

Net weighted position / regulatory capital

Loans with currency component / total loans

Loans with variable and adjustable interest rates / total loans
Profitability

ROAA

Net-interest income / average assets

Operating expenses / total income

Impairment losses (income statement) / net-interest income | |

Legend (percentile ranks):

- Historically high level of risk - the realized level of risk is among the 10%
0-10 percentiles f
worst realized

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

last 5/10 years

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

Realized level of risk is between 20% and 40% best realized levels in the

60-80 percentiles last 5/10 years

Realized level of risk is between 10% and 20% best realized levels in the

80-90 percentiles last 5/10 years

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

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

*The affiliation to the percentile range is determined on the basis of quarterly data set for the indicators
in the last 10 years (from 31.12.2009 to 31.12.2019)

**The affiliation to the percentile range is determined on the basis of quarterly data set for the indica-
tors in the last 5 years (from 31.12.2014 to 31.12.2019)

At the cut-off date of this Report, credit and liquidity risk indicators are in the "green zone" of the heat
map. In contrast, insolvency risk indicators are in the "yellow" zone (due to historically lower levels of
equity and reserves in total assets, capital adequacy ratio and the share of non-provisioned portion of
non-performing loans in own funds), while those for profitability are in the "red zone" (due to the
historically lower levels of the indicator of the share of net interest income in average assets and the
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rate of return on average assets and the higher ratio between operating costs and total regular income).
In the continuation of the Report, the movements of the indicators for the exposure of the individual
risks are explained in details.

The banking system stability “heat” map includes five components: insolvency risk, credit risk, liquidity
risk, market risks and profitability. For each component, a sum of the normalized values of selected
indicators is calculated, by using the method of a so-called empirical normalization on quarterly data
set covering the last ten (31.12.2009 - 31.12.2019) and the last five years (31.12.2014 - 31.12.2019).
Afterwards, taking into account the calculated aggregate values for each component, its affiliation to
appropriate percentile range has been determined (seven percentile ranges are introduced), for each
date, separately. Each percentile rank has its own colour, and the spectrum of colours varies from green
(that, in historical sense, corresponds to lower levels of risk) to red (that, in historical sense, corresponds
to higher levels of risk). The preparation of the presented “heat” maps takes into account 22 indicators,
arranged by individual componens.
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1. Credit risk

In 2019, the non-performing loans registered a decrease, which is largely due to
changes in credit risk management regulations (shortening the period for mandatory
write-off of fully provisioned non-performing exposures, from two to one year). The
reduction of the non-performing loans is to a lesser extent due to collections, most
often by taking over the debt from another entity and by taking and selling the pledge
or executing the pledged property by way of foreclosure. In 2019, non-performing
loans decreased by 2.8%, which reduced the rate of non-performing loans in the non-
financial sector to a historic low of 4.8%. Analyzed by sectors, most of the reduction
of non-performing loans accounts to the corporate sector, within which there was
some credit risk due to defoult of individual corporate clients from several different
industries. In addition, the annual growth of non-performing loans in certain indus-
tries, including some of the household loan products, may to some extent be related
to the adjustment of banks' portfolios to the changes in the definition of non-perform-
ing loans. The share of non-performing loans in total loans to the non-financial corpo-
rations decreased by 0.4 percentage points to 7.6% at the end of 2019. In the house-
hold segment, the decrease in non-performing loans is mostly due to mandatory write-
offs (the decrease in non-performing loans is most pronounced in non-performing
consumer loans and credit cards and current account overdrafts). This contributed to
reducing the ratio between non-performing and total household loans to the historical
lowest level of 2.0%.

Despite the decrease in the level of provision, due to the write-off of fully provisioned
non-performing loans, the coverage of non-performing loans with impairment for
them is maintained at a relatively high level (67.7%), which together with the satis-
factory volume and quality of own funds, limits the potential negative effects on the
solvency of banks from their possible total non-collection.

As of July 1, 2019, a new regulation on the credit risk management methodology has
been applied, which had a certain impact on the dynamics of the indicators of the
banks' credit risk exposure in 2019. It enabled harmonization of the domestic regula-
tions in this domain with the requirements of the international standard for financial
reporting, the so-called IFRS 9. In addition, with the new regulation, the definition of
non-functional exposure has been fully harmonized with that in the European regula-
tions. The new regulation shortens the time period in which non-performing credit
exposures should be reclassified from risk category "G" to "D", fully provisioned with
impairment (for those classified in "D"), as well as the period for mandatory write-off
from the banks' balance sheets. These regulatory requirements would enable faster
"cleansing" of non-performing credit exposures from banks' balance sheets and
greater focus on newer non-performing loans. Finally, changes were made in the re-
quirements related to the treatment of restructured credit exposures, which should
encourage banks to change the contractual terms more timely in order to comply with
the current financial difficulties of customers®°.

Regulatory changes in credit risk management methodology to mitigate the effects of the
COVID-19 epidemic
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The beginning of 2020 was marked by the global coronavirus pandemic, which will inevitably have strong
negative effects on the performance of the domestic economy and consequently on the creditworthiness of
domestic banks' customers. In the first half of March 2020, the National Bank amended the existing regu-
lations in the field of credit risk management, by temporarily easing the credit burden of borrowers in the
coming months, in order to easily overcome this crisis episode. In particular, these amendments contribute
to ease the requirements for whether and when banks' credit exposures to customers (non-financial legal
entities or natural persons) become treated as restructured or non-performing exposures. Namely, for the
credit exposures that were regular as of 29.2.2020, the banks were enabled to change the contractual
conditions, in the period from March to September 2020, without such credit exposures to receive treatment
of restructured credit exposures. This gave space to the banks, in agreement with the borrowers, to be able
to offer more favorable contractual terms on the existing loans ("grace period" in the repayment of the loan,

extension of the maturity, lower interest rate or approval of a new credit exposure for closure of the existing
one), i.e. to ease the burden of repaying the debt to the clients, without receiving a restructuring treatment.

The fact that these loans will not be considered restructured, leaves room for easier access of these cus-

tomers to credit support after the end of this period. In this way, the approval of this exception not only
enables the reduction of the current burden of the clients in dealing with the negative pressures from the
pandemic, it also enables these clients in the future not to have limited access to loans, due to the changes
in the contract conditions during the pandemic.

Furthermore, the credit exposure that was restructured before 29.2.2020 and was restructured in the period
March - September 2020 will not receive treatment as non-performing credit exposure.

There has also been some fadilitation regarding the recognition of non-performing status (the threshold for
acquiring non-performing status has been moved from 90 days to 150 days). Thereby, this "facilitated"
treatment can be applied only to the credit exposures that on 29.2.2020 were regular. Finally, in this crisis
period, banks are not obliged to apply the criteria for assessing the so-called inability to collect from the
client and on that basis to assess and treat credit exposures as non-performing.

The changes in the regulation should be temporary and should be applied until 30 September 2020. The

possible prolongation of this measure mostly depends on the duration of the coronavirus epidemic in our
country, the intensity and duration of the negative effects on the economy from this epidemic, as and the
situation in the banking system. These regulatory changes prompted the banks to change the contractual
terms of the loans according to the needs of the clients, in order to temporarily relieve the burden of
repaying their loans, without creating an obligation for the banks to determine additional impairment. At
the same time, these regulatory changes enable to avoid the difficult access of these clients to banks'
financial support, due to negative events in the credit history (file), related to extremely low probability
crisis episode, of unusual nature and expected duration, but with strong adverse effects. After the expiration

of the period of eased requirements for the treatment of credit exposures as non-performing (September
2020), the banks are required by the end of 2020 to apply the usual rules for determining credit exposures
as non-performing (before the introduction of these changes in the regulation) and make the necessary
adjustments to the value of these exposures. Banks, their clients and, in general, all economic entities and
Institutions in our country will face numerous challenges in the coming period, the appropriate overcoming
of which will depend on the duration and intensity of the negative effects of the global health and conse-

qguently, economic crisis. The intensity, form and duration of the negative effects for the banks can hardly
be estimated at this moment, but possible massive prolongations of the borrowers ‘liabilities may have
liguidity consequences for the banks' operations and at least less available means for maintaining or growing
the credit activity. In addition, despite the postponement of the obligation to recognize the impairment in

the balance sheets of banks, due to reduced creditworthiness of customers, this will inevitably happen in

the near future (according to changes in regulations, no later than 31.12.2020), which, in turn, will have

negative effects on profitability, and through it on the solvency of banks.

8 More details about the new Decision on the methodology for credit risk management can be found in the Report on the risks in the
banking system of the Republic of Macedonia in 2019, pp 11-13.
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1.1 Materialization of credit risk in
banks' balance sheets

In 2019, total non-performing loans to

Chart 9 the non-financial sector decreased by
Annual growth of non-performing loans of non- 2.8% (or by Denar 464 million), which is
financial entities a four-time lower decrease compared to the
in millions of denars in % previous year, when the significant downward
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1 | shift of these loans was caused by an irregular
event®. The reduction of non-performing loans
0 in 2019 mostly stems from the changes in the
mandatory write-off regulations!®. By isolating
| the effect of net write-offs!!, non-performing
loans to the non-financial sector increased by
10.8%, which is mostly due to the growth of
non-performing loans to the corporate sector,
o .| but the contribution of households is also sig-
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ing loans exluding the effect of all mandatory write-offs o .
made in the period 1.1.2016 - 31.12.2019. The data for  UVities, the largest decrease was registered at

December 2019, also contains mandatory written offloans ~ the non-performing loans of the clients from
in that month. the "industry" (of Denar 660 million, or
14.0%)'? and trade activity (of Denar 542 mil-
lion, or 14.4%), followed by non-performing
construction loans (Denar 124 million, or

9 The conducted sale of a significant amount of non-performing claims from a non-financial company (in the first quarter of 2018).

10 with the start of the application of the new credit risk management regulations, the period after which the credit exposures that are
fully covered by impairment / special reserve shall be transferred to off-balance sheet records, from two to one year, has been reduced.
In addition, the time period in which credit exposures should be reclassified from risk category "D" to "E" (credit exposures covered by
prescribed quality collateral that are not collected by activating that collateral for a period of up to 600 days is shortened), from the
maturity date of the credit exposure, as opposed to the previous decision according to which this non-payment period could be counted
after the date of inclusion of the collateral value in the calculation of the present value of the expected cash flows). The period in which
the exposures classified in "E" should be fully provisioned shortened (credit exposures covered by prescribed better quality insurance
that have not been collected for more than three years from the maturity date of the credit exposure, unlike the previous decision in
which this period was longer than four years after the date of inclusion of the value of the collateral in the calculation of the present
value of the expected cash flows, i.e. in determining the impairment).

11 Net write-offs refer to the implemented write-offs of fully provisioned non-performing loans reduced by the amount of previously
written-off loans collected on this basis. The data on the mandatory write-offs are available starting from January 2016 (after the
measure for mandatory write-off of the fully provisioned non-performing loans has been applied). The data on the previously written
off non-performing loans have been available starting from December 2019.

12 The decrease is most pronounced in "food industry" (by Denar 303 million, or 27.9%), "other manufacturing industry" (by Denar 280
million, or 24.3%) and "textile industry" (by Denar 107 million, or 23.0%). With the exception of the growth of non-performing loans in
the "chemical industry"”, no significant changes were observed in other industries.
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Chart 10

Annual growth rate of non-performing loans: at-
tained, 10-year moving average, maximum and
minimum level, by individual sectors (without the

effect of net write-offs *)
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5.4%). In the above mentioned activities, the
reduction of non-performing loans mainly re-
sults from the mandatory write-offs, but in
some cases it is also due to collections (usually
by taking over the debt from another entity
and by taking and selling the pledge). Despite
the general decrease in non-performing loans
to enterprises, new non-performing loans are
still registered in some industries and clients.
Thus, in the trade activity, "chemical industry"
and "professional, scientific and technical ac-
tivities"!3 it is mainly due to default toward sev-
eral clients, but to certain small amounts, while
in "food industry", "real estate activities"!, and
"transport and storage"!” several slightly larger
customers transitioned to a non-performing
status. The growth of non-performing loans of
the legal entities may be related to changes in
the definition of non-performing exposures?®,
but the National Bank does not have data on
this amount. Without the effect of mandatory
net write-offs, the growth of non-performing
loans to non-financial corporations would ac-
celerate compared to the previous year (1.3%)
and would amount to 9.5%.

Non-performing loans of households de-
creased by 5.3%, or Denar 192 million
(compared to the growth of 7.4%, or Denar
247 million in 2018). This decrease is partly at-
tributed to the mandatory write-offs which are
the main reasons for the downward shift in
non-performing consumer loans (by Denar 63
million, or 2.9%, compared to the increase of
Denar 329 million, or 17.8% in 2018). Non-
performing credit cards and overdrafts on cur-
rent accounts also registered a more pro-
nounced fall (by Denar 181 million, or 25.8%).
Non-performing housing loans for the first time
in the last six years began to register double-

13 This caused an increase in non-performing loans in the "chemical industry" and "professional, scientific and technical activities" of
Denar 237 million, or 88.1% and Denar 174 million, or 95.4%, respectively.

14 In this activity, the increase of non-performing loans (by Denar 412 million, i.e. at three times higher level compared to the previous
year) is largely due to the reclassification of a larger client from the trade activity.

15 In "transport and storage", non-performing loans increased by Denar 390 million, or 63.5%.

16 All exposures to a certain legal entity become non-functional, if the balance sheet credit exposure to that entity that has not been
collected for more than 90 days exceeds 20% of its total balance sheet exposure. In addition, from July 1, 2019, banks are obliged to
assess the so-called inability to collect from the client (and on this basis, certain credit exposures probably received non-performing

status at the end of the year).
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Chart 11 Dynamics (top) and annual change (bot-
tom) of non-performing loans by individual sectors,
after the introduction of the regulatory measure for
mandatory write-off
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Chart 12 Non-performing loans and regular loans to
non-financial entities with reduced credit quality, an-
nual change
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digit annual growth, which at the end of 2019
reached 13.4%. The growth of non-performing
loans in this loan product results from a dozen
clients in one bank (if we exclude the effect of
the realized growth in this bank, non-perform-
ing housing loans on an annual basis would ac-
tually register a slight decline). Excluding the
effect of mandatory net write-offs, then non-
performing loans to households increased by
15.9%, which exceeds the growth registered
in 2018 (11.9%).

The annual growth rate of non-perform-
ing loans to households and the total
non-financial sector in 2019 exceeds the
ten-year moving average. As a contrast,
the realized annual growth of the enter-
prises is constantly below the ten-year
moving average in the analyzed period
(2015 - 2019)"’.

Regular loans with reduced credit qual-
ity8, i.e. loans that in the short term can
be a source of new non-performing
loans, registered more significant de-
crease of 18.1% in 2019 (decrease by
14.2% in the previous year). Also, their share
in the total portfolio is very small and no sig-
nificant materialization of the credit risk due to
them has been noticed. Namely, these loans
cover 1.5% of the total loans of the non-finan-
cial sector (compared to the share of 1.9% at
the end of the previous year), and only 1.5%

17 In determining the ten-year average and the annual growth rates, the effect of all net mandatory write-offs is excluded.

18 For the purposes of this analysis, regular loans with reduced credit quality include regular restructured loans and past due regular
non-restructured loans where the delay of repayment is between 61 and 90 days (any further delay in the repayment of these regular
loans for another 1-30 days would make them non-performing). Regular restructured loans would likely obtain non-performing status if
banks did not change the credit terms of clients facing financial difficulties
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of the loans with a delay of 61 to 90 days re-
ceived non-performing status in January
2020%°, which is an indicator of solid collection
of these overdue loans.

The share of restructured loans in total loans
is also small (2.3% at the end of 2019, com-
pared to 2.7% on 31.12.2018). The total re-
structured loan portfolio of banks decreased by
Denar 1,309 million, or 14.3%, which is mostly
due to the reduction of regular restructured
loans due to their transition to non-performing
status, and to a lesser extent, a result of reg-
ulatory changes (introduced possibility for ex-
clusion from this category, pf the existing re-
structured credit exposures that meet the pre-
scribed criteria?®). Non-performing restruc-
tured loans also registered a downward trend
as a result of mandatory write-offs, and to a
lesser extent due to collection by taking over
the debt by another non-financial company. Al-
most the entire restructured loan portfolio
(about 95%) consists of legal entities, with
these credit exposures accounting for only
4.4% of total corporate loans. The rate of non-
performing loans in the portfolio consisting of

1% For households, this percentage is significantly higher and is 4.5%, while for non-financial corporations it equals 1.1%
20 From July 1, 2019, the banks can exclude the existing restructured credit exposure in this category, if two years have passed from
the date of its last restructuring and if all credit exposures of the client is classified in risk category "A".
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Chart 15
Annual growth rate of non-performing loans, by
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restructured loans to non-financial companies
is quite high and is 62.8% on 31.12.2019
(57.3% on 31.12.2018).

The quality of the banks' loan portfolio,
measured through the share of non-per-
forming loans in the total loans of the
non-financial sector improved by 0.4
percentage points in 2019. On 31 Decem-
ber 2019, this rate reached a historically lowest
level of 4.8%. Namely, since the introduction
of mandatory write-offs (in 2016), the rate of
non-performing loans has been constantly be-
low the level of its 10-year moving average.
Excluding the effect of mandatory write-offs on
fully provisioned non-performing loans (start-
ing from 1.1.2016), the share of "bad" loans in
the total loan portfolio is 11.1% and is higher
by 0.4 percentage points compared to the pre-
vious year. Thus determined (without the ef-
fect of write-offs), the registered level of this
indicator slightly deviates from the 10-year
moving average (10.9%).

There was an identical improvement of the ra-
tio between non-performing and total loans
(by 0.4 percentage points) in the non finan-
cial companies’ portfolio, where 7.6% of
total loans were non-performing?' on
31.12.2019. The decrease of this rate is mostly
due to the mandatory write-offs and twice as
weak credit support to this sector??. Analyzed
by individual activities, the ratio between non-
performing to total loans?* decreased in three
most important activities to domestic econ-
omy?*, which accounted for 75% of non-per-
forming (as well as total) credit portfolio of the
corporate sector. The decrease of this indicator
was mostly pronounced in the industry, where

2L A lower level of this indicator was only recorded at the end of 2008, when it amounted 7.5%.
22 1n 2019, total loans to non-financial companies increased by 3.948, or by 2.4% versus twice as higher growth of 7.239, or by 4.7%

in the previous year.

2 Analyzed by detailed economic activities and industry branches, the non-financial loans rate records a pronounced upper movement

"o, ”ow

”ow

only in “chemical industry”, “transport and storage”, “real estate activities”, “professional, scientific and technical activities”, and “ad-
ministrative and ancillary activities”. These activities account for only 20% and 18% of non-performing and total corporate loans,

respectively.

24 The three most important economic activities refer to total industry, trade activities and construction.
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Chart 17
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the non-performing loans rate decreased to
7.9% (from 9.7% on 31.12.2018) while the
lowest level of 6.0% was recorded in trade ac-
tivity (amid decline of 0.9 percentage points
compared to the end of 2018). If we exclude
the mandatory write-offs? effect, the non-per-
forming loans rate is 17.0% and is higher by
0.9 percentage points compared to the previ-
ous year®®. Without the effect of total manda-
tory write-offs, the non-performing loans rate
to corporate loans is above this rate’s 10 year
moving average (14.7%) and records an in-
crease as well as certain approximation to-
wards the maximum value (17.8%) in 2019.

In the loan portfolio of households, the
share of non-performing loans in total
loans decreased by 0.3 percentage point,
to the new record low of 2.0%. Despite
the mandatory write-offs, the downward shift
of non-functional loans rate is due to solid
credit support of this sector. Without the write-
offs effect, this rate registered a growth of 0.2
percentage points to 5.2% compared to the
previous year. The rate of non-functional loans
to households (excluding the effect of manda-
tory write-offs) is under its 10 year moving av-
erage and close to its minimum value?’.

Loans to non-financial companies ac-
count for the largest share (78.8%) of
non-performing loan portfolio of banks,
whose share additionally increased in
2019 (by 0.6 percentage points). Nearly
half (or 45.4%) of non-performing loan portfo-
lio of banks falls to two activities- “industry”

%5 For the last month of 2019, the amount of collected, mandatory written-off non-performing loans were taken into account, only for

that month.

% The share of non-performing in total loans to non-financial companies is almost constantly maintained at the same level of over 16%

in the last six years, without the effect of mandatory write-offs.

27 Lowest level of non-performing in total loans to households without the net write-offs effect in the amount of 4.9% was recorded at
the end of 2016 and 2017 and several monthly dates during these years. This indicator was on a level lower than 4.2% at the end of

2017, before introducing the mandatory write-off measure.
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Chart 19 Structure of non-performing loans to the
banking system, by individual activities (non-finan-
cial companies) and credit products (households)
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Chart 20 Coverage of non-performing loans with im-
pairment (up) and by activity and credit product
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and “wholesale and retail trade”, whose share
in total non-performing loans decreases due to
the growth of share in construction and
“transport and storage” sector®. From the
households’ portfolio, consumer loans have
the highest share in the total non-performing
loan portfolio of banks (13.2%), with an in-
crease in the share of housing loans (to 3.0%).

The negative effects of the possible com-
plete default on non-performing loans,
i.e. the volume of unexpected losses on
this basis, have a relatively limited im-
pact on the solvency position of the
banking system. Namely, a large portion of
non-performing loans are covered with impair-
ment (67.7%) despite the decrease compared
to the previous year (when it was 76.3%). The
main reason for the downward trend of provi-

28 In the structure of total non-functional loans, the share of clients in the construction sector increased to 16.8% (14.5% on 31.12.2018),

and in “transport and storage” to 6.2% (3.7% on 21.12.2018.
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2 Mostly as equipment, machinery, production facilities, business and warehouse space and similar.

30 Banks do not report amount of the collateral, in cases when the collateral is in the form of a guarantor and/or bill of exchange or co-
borrower, which contributes to the higher value of the LTV ratio for households. This is especially relevant to the credits intended for
consumption (including credit cards and overdrafts), where a guarantor and/or bill of exchange is a relatively frequent type of collateral.
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Annual rates of default and average risk level of

performing and total loans, by sector
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and the bill are a good source of collecting re-
ceivables, and in a great deal of credit agree-
ments there is an executive clause®' which en-
ables the banks a relatively quick collections of
loans by selling collateral.

Chart 22

Consumer loans and credit cards and current
account overdrafts, no collateral and collateral
only with guarantor and bill (draft)

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

The annual rate of regular credit expo-
sure uncollectability of non-financial
companies and overall non-financial sec-
tor records an improvement (decrease),
while this rate remains unchanged with
households. The lower percentage of provi-
sion of household regular loan portfolio is de-
scribed with the lower inherent risk due to its
significant dispersion by individual clients.
However, at the end of 2019, the average pro-
vision of regular loans to households was lower
than the established uncollectability rate,
which indicates that banks underestimate the
risk of this portfolio. Therefore, a careful mon-
itoring of this segment’s quality from the
banks’ credit portfolio is needed, particularly in

31 Pursuant to the Law on Enforcement and Law on Notary. The National Bank does not have any data on the amount of loans with such

clause included in the agreements.
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Chart 24

Structure of written off non-performing receiva-
bles by the type of write-off and by section (up),
and type of write-off (down)
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12.2019

the part of consumers loans3? approved on
longer terms3 and/or at a higher amount.

In 2019, banks wrote off Denar 5,031
million, i.e. 30.2% of total non-perform-
ing loans at the end of the previous year.
This amount of write-offs is higher by 40%
compared to the previous year, which is a re-
sult of the introduced obligation to write off re-
ceivables that are fully provisioned for more
than one year, as of 01.07.2019 (previously
from 01.01. 2016, the obligation for mandatory
write-off referred to those non-performing
loans which were fully provisioned in the last
two years at least). From a sectorial point of
view, about 70% of the last years’ written-off
receivables refer to non-financial companies.
The mandatory write-off of non-performing
loans will also continue in the next period,
given the fact that on 31.12.2019, 21.2% of
the non-performing loans are fully covered
with impairment and they will be written-off in
the next one year at the most, unless collected
in meanwhile.

32 By individual products, only consumer loans have less provisions (by 0.5 percentage points) than the realized annual uncollectability
rate of regular loans (but if we take the provision of total loans into consideration, as well as regular and non-performing, the impairment

coverage is significantly above the realized uncollectability rates)

3 The long terms of consumer loans repayment may be considered as a risk factor, since they are usually related to greater uncertainty
(due to the longer time horizon) compared to the ability of households to regularly meet due liabilities.
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Chart 25
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New borrowers of the household sector and
share of loans to these clients in total newly ap-
proved loans to this sector
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Source: National Bank’s Credit Registry, based on data
submitted by banks.

1.2 Potential sources of future credit

risk materialization

Despite the good quality and poor reali-
zation of the credit risk from banks’ ex-
posure to households, certain structural
features and adverse trends in this loan
portfolio may be potential sources of
new non-performing loans.

This refers to the slightly faster growth
of household indebtedness, mostly on
longer terms3* in which the clients’ credit-
worthiness is more uncertain. However, since
2016, the National Bank introduced higher
capital requirement for consumer loans ap-
proved for maturities equal to or higher than 8
years (risk weight of 150% instead of 75% or
100%), which enables growth of relatively sig-
nificant, additional capital amount for risk cov-
erage from this loans (additional mitigation in
the amount of 3.6% of total own funds). On
the other hand, the quality indicators for these
loans are still at a satisfactory level. Still, the
housing loans are also granted with relatively
long terms (92.8% of the housing loans are
approved with repayment terms equal to or
longer than 10 years, and almost 60% of the
housing loans are granted with repayment
terms equal to or longer than 20 years), but
these loans have an exceptionally good quality
and low rate of non-performing loans.

Most of the new loans are being granted
to current borrowers- households. In the
household segment, only 11.9% of the newly
approved loans® (16.8% in 2018) are being
approved to new borrowers3® (in their struc-
ture, the highest share falls to consumer loans,
58.4%, and nearly one third of the loans ap-
proved to new clients falls to housing loans).

34 As of the end of 2019, long-term household loans accounted for 92.0% of total household loans.

35 The share of loans granted to new borrowers in 2019 is on a higher level in the housing loans portfolio and is 20.4%, while the share
of loans to new borrowers in consumer loans amounts 8.9%.

3 The borrowers that are indebted to the banks at the end of the analyzed period and were not borrowers a year before, are considered
as new.
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Namely, in terms of continuously loosening of
the credit standards, including lower interest
rates®, refinancing household loans (primarily,
housing and consumer loans) have become
quite frequent. This indicates over-indebted-
ness of existing borrowers, which amid refi-
nancing, often, borrow even a higher loan. In
order to avoid clients’ over-indebtedness, it is
important for the banks to have set enough
prudent levels of the ratio between the clients’
monthly debt repayment and their monthly in-
come (which are currently set at a level of 55-
60%).

37 In 2019 the interest rate of newly approved housing, consumer and total loans to households amounted to 3.3%, 5.7% and 5.3%,

respectively, compared to higher levels at the end of 2018 (of 3.4%, 6

30

.1% and 5.5%, respectively).
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Note: the mandatory monthly repayment based on the
used credit card limit is set on 5%, for the needs of this
analysis, although not excluding the fact for certain banks
to have set different limits for certain types of credit cards.

Chart 30

Average indebtedness per household (up) and
structure of credit exposure (down) based on
consumer, housing loans and credit cards and
overdrafts of current accounts, according to the
amount of monthly income.
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The monthly debt burden of borrowers-
households increased. Namely, despite the
increase of the average weighted maturity of
total and newly granted loans®, the monthly
liability by borrower increased, due to increase
in debt per borrower®. Thus, the average an-
nuity in consumer loans increased by 21.0% or
by almost Denar 1000, while in housing loans
this growth was 8.8% or almost Denar 1.400
in the past year. This growth exceeds the
growth of total banks’ consumer credit portfo-
lio (which is 13.7%), which is not the case with
the housing loans portfolio (which increased
annually by 13.0%).

In terms of the structure of credit expo-
sure to households, according to their
monthly income, in 2019 the share of in-
debtedness of persons with Ilower
monthly income increased.

Namely, 46.7% of total credit exposure to
households is concentrated in households with
net-salary equal to or lower than the average
net-salary in 2019. This percentage is still high
for credit cards and overdrafts in current ac-
counts (61.5%) and consumer loans (54.6%),
while for the housing loans it is on a signifi-

38 The average weighted residual maturity of the consumer loans by the end 0f 2019 were increased by 1 year, reaching 7.3 years (6.3
years on 31.12.2018), while in housing loans increased minimally to 17.4 years (versus 17.2 years on 31.12.2018). The newly approved
consumer loans during 2019 were approved with a maturity of 8 years (7.2 years in 2018), while the average weighted maturity of the
new housing loans is 20.1 years (19.4 years in 2018). In the loan portfolio of households, the average weighted maturity is 9.8 years
(9.0 years in 2018) for total loans and 10.3 years (same as in 2018) only for newly approved loans

39 In 2019, the amount of newly approved loans to households increased by Denar 21.999 million, or by 20.6%. Namely, this growth is
Denar 20.773 million or 68.4% and Denar 1.443 million or 13.2% in consumer and housing loans, respectively.
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submitted by banks.

cantly lower level (21.7%). However, accord-
ing to the amount of monthly income, the cat-
egory borrowers with a net-salary equal to or
below the average, have the lowest average
indebtedness per person.

Loans approved with exceptions*® from
credit standards*' could pose risk to the
quality of household loan portfolio. However,
currently, the share of loans approved with ex-
ceptions is on a relatively low level (5.1% of
consumer loans, 13.0% of housing loans and
7.0% of total household loans).

An important structural feature of loans
to non-financial companies which may
have an impact on the risk realizations
related to this banks’ loan portfolio, is
the level of concentration, from various
aspects. About 80% of total loans to non-fi-
nancial companies have been extended to
three sectors (industry, wholesale and retail
trade, and construction and real estate activi-
ties), whose business performance are partic-
ularly important for the quality of the banks'
loan portfolio. In Fact, it is in the loan portfolio

40 According to the Decision on the methodology for credit risk management (Official Gazette of the Republic of Macedonia No. 149/18),
the credit risk management policy or other internal regulations for identifying, measuring, control and reduction and monitoring credit
risk (rules, procedures etc.), which banks are required to introduce and apply, shall, inter alia, contain definition of allowed exceptions,
approval procedure and definition of acceptable level of credit exposure approved with exceptions over a certain period. Also, pursuant
to the same Decision, the information system (reporting system) of the bank shall provide reports on credit exposures approved on the

basis of exceptions defined in the bank's internal acts.

“1 The exceptions in approval of loans could be categorized as so called “commercial exceptions” which include the amount and type of
interest rate, the loan’s repayment period, client’s age at application and the deadline of the loan repayment, document needed etc.
with which the banks compete with each other and so called “risky exceptions” including requirements for coverage of the monthly loan
rate with monthly income of the borrower, ratio between the loan amount and estimated value of collateral, the approved loan amount

etc.

32



Chart 32

Report on the risks in the banking system in 2019

Bullet loans to non-financial corporations

in %

40

30

20

10 Se

12.2015 12.2016

12.2017

12.2018 12.2019

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

Source: National Bank’s Credit Registry, based on data

submitted by banks.

Chart 33

Loans to non-financial companies for project
funding and their share to total loans for selected

economic activities
in millions of denars

in %

18,000

15,000

12,000

16.2

9,000

6,000

3,000

0 >

25.3 z

12.2015 12.2016

Construction sector (left scale)

mmmm \Wholesale and retail trade (left scale)
Other activities (left scale)

—— Industry (right scale)

=== Transport and storage (right scale)

12.2017

12.2018 12.2019

Industry (left scale)
Transport and storage (left scale)
Construction sector (right scale)

=== Wholesale and retail trade (right scale)

Non-financial companies (right scale)

Source: National Bank’s Credit Registry, based on data

submitted by banks.

consisted of clients from banks of these activi-
ties* that the indicator on the share of non-
performing loans to total loans shows the high-
est levels, and at the same time the banks
have set aside the highest amount of impair-
ment, and thus provided the highest coverage
with provisions**., However, when we draw a
conclusion on the level of corporate loans con-
centration, from the aspect of activities to-
wards which these loans are aimed, we should
take into account the total volume and struc-
tural characteristic of our economy, which con-
dition the concentration of the loan portfolio to
a large extent.

Another characteristic of loans to non-financial
companies which should be carefully moni-
tored, is the level of bullet loans. The share
of this loans is relatively high, though slightly
lower in 2019 (slightly over 35% of regular
loans to non-financial companies in 2019 and
36.9% in 2018). The level of credit risk reali-
zation from bullet loans deteriorated compared
to the previous year (from 6.9% to 8.1% on
31.12.2019), which is higher compared to total
loans to non-financial companies* due to the
deteriorated creditworthiness of the clients in
construction sector.

Loans to non-financial companies ap-
proved for project funding record an in-
crease in 2019 (from 7.4% to 10.1%) whereas
around two thirds of this loans were being
granted to clients in construction sector and
trade. Namely, one fourth of total loans in con-
struction sector were loans granted to clients
for the needs of project funding. Generally, the
structure and dynamics of repayment of these
loans is determined according to the projected

42 Despite the improvement of this indicator on total industrial activity by 1.8 percentage points to the level of 7.9% and for the
“processing Industry” by 1.6 percentage points to the level of 6.3%, the share of non-performing loans to total loans I the highest in
certain industrial branches, such as “Electricity supply, gas, steam and air-conditioning”, (17.8%), “other processing industry” (10.6%),
as well as agricultural activity (11.7%), “construction” (10.6%) and “transport and storage” (9.6%).

43 The coverage of non-performing loans with impairment is higher in the construction sector (by almost 5 percentage points) and
“industry” (by 4.4 percentage points), but lower in trade activity (by 7.5 percentage points) in terms of the coverage of total “non-

financial companies” sector.

* The rate of non-performing loans for loans with one-off repayment of principal is on a higher level only in construction sector amount-
ing 11.1% versus 9.7% for total loans to clients in this field. In “industry” (7.0%) and trade (5.6%) the NPL ratio is on a lower level
compared to total loan portfolio composed of clients in this fields (7.9% and 6.0%, respectively).
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cash flows (inflows and outflows) from the pro-
ject funded by the loan. Hence, the realizations
of these loans are conditioned, mostly by the

Chart 34 (non) realization of projections related to cash
Loans to non-financial companies with unexpired flows from the financed projects, for the deter-
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in % often specific knowledge is needed given the
. 10.9 uniqueness and specificity of each project. In
9.8 other words, every non-realization of projected

. >t cash flows of the project, with the predicted

scope or dynamics, will most likely lead to ina-
bility for a regular repayment of the approved
6 loan.
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submitted by banks. only if it is determined, since in the moment of
loan approval, the creditworthiness of the cli-
Chart 35 ent is uncertain. Also, approval of relatively
Prolonged loans of non-financial corporations L‘g”g grace penodg (fqr example. one year)
in millions of denars in % co_uld be a potential risk factor, since in t_hat
17,500 wo period the bank does not have an immediate
insight whether the client would orderly settle
the loan liabilities or not. However, the grace
periods are often part of the promotional offers
of new credit products, with which the banks
0| tend to attract new clients, rather than hide or
cover the clients’ existing financial problems.
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submitted by banks. that the non-pe orming loan rat_lo in this seg-
ment of the portfolio is higher, indicates that

4 The share of these loans is significantly higher in construction sector amounting 20.3% at the end of 2019.

4 According to the regulation, the use of loan with a grace period longer than 18 months is one of the criteria on which the banks base
their assessment whether there is an inability to collect from the client.

4 The quality of these loans, measured through the share of non-performing to total prolonged loans (13.4%), is significantly weaker
compared to total loans to non-financial companies and deteriorates in comparison to the previous year (10.0%).
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in certain cases, the extension might have
been made exactly due to clients’ financial dif-
ficulties or, the complicated financial situation
hasn’t been perceived.

Banks’ exposure towards ten largest ex-
posures to clients from non-financial
sector (each bank) participates with 13.1% in
total credit exposure of the banking system
(13.6% on 31.12.2018). These loans account
for 80.9% of banking systems’ own funds
(from 41.9% to 319.2% by individual bank*®).
Therefore, on average, the banks have provi-
sioned these exposures with 4.8% or twice as
less compared to the previous year, which is
due to mandatory write-offs. If the ten largest
exposures decrease for off-balance sheet ex-
posure, than these exposures account for
nearly 60% of own funds, for which the banks
provided higher coverage with provisions of
6.3%%.

As a potential source of indirect credit
risk in both segments from non-financial
sector, the high (but declining) share of
loans with currency component and the
loans with variable and adjustable inter-
est rate are pronounced. The analysis of
this aspect is provided in the sections discuss-
ing currency risk and interest rate risk in the
banking book.

1.3  Stress-testing of the resilience of
the banking system to increased credit
risk

The results of the stress-testing confirms
the resilience of the banking system to
the simulated shocks, but are somewhat
weaker in comparison with the previous
year. This is mainly due to lower capital ade-
quacy of the banking system before simula-

“ The Development Bank of the Republic of North Macedonia” AD Skopje is not included in determining the lowest and the highest
shares of 10 largest exposures in own funds by individual bank, due to small credit exposure of this bank to non-financial sector.
4 As with the total 10 largest exposures without off-balanced sheet exposure, the provision coverage is twice lower compared to 2018

with these exposures as well.
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Chart 38

Effects on the capital adequacy ratio from reclas-
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posure has the greatest effect on the capital
adequacy ratio. According to individual house-
hold credit products, the exposure based on
consumer loans, as the most common credit

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

product, has the largest negative impact on
the capital adequacy ratio. The results of the
stress test simulations on the loan portfolio
concentration to non-financial sector, shows
that the banks are less sensitive to the risk re-
alization in this loan portfolio. Namely, the im-
provement of the results arises from the more
pronounced decrease of the concentration
level in the loan portfolio to non-financial sec-
tor®®, regarding the reduction of capital ade-
quacy before the implementation of simula-
tions.

The banking system resilience is also ex-
amined by extreme simulation based on
a combination of seven hypothetical
shocks of worsening of the quality of the
credit portfolio to the non-financial sec-
tor®i. Even in third extreme simulation, the

50 perceived through the lower share of five largest credit exposures to non-financial sector in own funds and total credit exposure to
non-financial sector of 51.2% and 8.3%, respectively at the end of 2019 (compared to shares of 54.6% and 8.7%, respectively by the
end of 2018). Additionally, the five largest credit exposures to non-financial sector increased by 1.8%, compares to significant increase
of own funds by 8.5%.

51 The seven hypothetical shocks are the following: 1. complete default on the existing non-performing loans; 2. the total past due loans
receive non-performing status; 3. the total regular undue restructured exposure receives non-performing status; 4. banks carry out new
restructuring of the regular undue part of the credit exposure which according to the volume correspond with the amount of restructured
exposures which received a non-performing status, from the previous item; 5. 10% of loans with granted grace period which expires
after a period of one quarter to one year receive a non-performing status; 6. 20% of the undue prolonged exposure receives a non-
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Chart 39
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Source: National Bank’s Credit Registry, based on data sub-
mitted by banks.

adequacy of the banking system does not de-
crease below the minimum. Upon this simula-
tion, the capital adequacy ratio reduces by 5.0
percentage points, to 11.3%, which is a better
result compared to the end of the previous
quarter (10.5%, which is a decrease relative to
the initial capital adequacy ratio of 6.0 percent-
age points). The modest improvement of the
results after this extreme simulation, despite
the lower capital adequacy before the imple-
mentation of simulations, is mostly related to
regulatory write-offs realized in the last quar-
ter of the year, as well as the lower regular
undue restructured exposure to non-financial
sector as well as the undue prolonged expo-
sure to households compared to last year. The
highest negative effect on the capital ade-
quacy ratio is that of the assumed deteriora-
tion in the quality of bullet loans, which con-
tributes to almost 40% of the total reduction
of capital adequacy amid combined shock. In
addition, the negative effect of the assumed
total uncollectability of non-performing loans
to non-financial sector is high (25.7% of the
total capital adequacy decline amid combined
shock), as well as hypothetical worsening of
the quality of prolonged loans (accounting for
16.8% of the total decrease of capital ade-
quacy banking system) despite the reduced
contribution compared to the previous year.

performing status; 7. 30% of regular bullet loans with residual maturity up to one year (which are not prolonged, nor restructured)

receive a non-performing status.
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2. Liquidity risk

In 2019, the Macedonian banks owned a solid volume of liquidity assets, which ena-
bled them an appropriate liquidity risk management without the occurrence of li-
quidity pressures. Amid solid deposit base growth (sight deposits, mostly), total li-
quidity assets increased in 2019, significantly faster compared to the previous year,
achieving the highest relative and absolute growth in the last nine years. In their
structure, the growth bearers were primarily the increased placements of banks in
available overnight deposits at the National Bank, with a significant contribution of
banks’ increased investments in government securities (placements in domestic gov-
ernment Eurobonds®2?). Such developments influenced most liquidity indicators
which increased, as well as the composition of assets and liabilities, according to
their contractual residual maturity, where the gaps in most maturity segments still
deepens. The satisfactory level of liquid assets that facilitate banks’ smooth opera-
tions is also confirmed by the simulations of combined liquidity shocks, whose results
indicate an appropriate liquidity risk management by banks and a satisfactory resil-
ience to the assumed extreme liquidity outflows.

However, in the first quarter of 2020 we can most certainly expect that the COVID-
19 pandemic will create significant negative effects on the performance of the do-
mestic economy, which will have appropriate transfer effects on the liquidity of com-
panies and households as the most important clients of domestic banks. In these
moments of crisis, the solid liquidity of domestic banks is an important factor for
their capacity and readiness to meet their clients’ needs, by offering more favorable
terms in loan restructuring, including a possibility of postponing their collection for
a specified period.

The National Bank will closely monitor the operations of banks, including their liquid-
ity, especially given that it can be influenced by possible changes on the side of as-
sets, caused by the expected extensive restructurings of loan portfolios and mainly
increased inability of the clients to timely settle their liabilities to banks. In addition,
downward corrections of value are possible with a small part of liquidity instruments,
depending on the accounting classification, given the turbulent movements of inter-
national financial markets due to the health crisis. Possible changes on the liability
side of banks will be also carefully monitored, including their deposit base, whose
volatility might increase due to growing uncertainty caused by this crisis.

52 The Decision on the transition to the second phase of the association between the Republic of Macedonia and the European Community
and its member states (Official Gazette of the Republic of Macedonia No. 17/19) of 25.1.2019, allows domestic banks to freely purchase
and trade in domestic government Eurobonds.
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Chart 40 2.1. Dynamics and composition of liq-
Liquid assets, structure and growth uid assets
in millions of denars and in %
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Source: National Bank, based on data submitted by banks.

investments in Macedonian Eurobonds (amid
simultaneous decline in placements of banks
in government bonds) also contributed to the
growth of liquidity assets, while other com-
ponents of banks’ liquidity assets recorded a
decrease (short-term foreign currency assets
in foreign banks) or remained the same (in-
vestments in CB bills).

Cash and bank assets with the Na-
tional Bank (including CB bills) regis-
tered an annual growth of Denar 21,655
million or 27.4%, thus continuing to
dominate the structure of banks’ liquid
assets, with a share of 58.4% at the
end of 2019. During 2019, the National
Bank continued to offer CB bills in an un-
changed amount (Denar 25.000 million) and
fixed interest rate (which during the year was
cut by 0.25 percentage points>*). By limiting

53 The liquid assets encompass: 1) assets and claims on the National Bank, which include cash, assets on the accounts of banks with
the National Bank, deposit facility with the National Bank and CB bills; 2) short-term deposits with foreign banks, including the assets
of the banks on their correspondent accounts abroad and 3) the carrying amount of the investments in securities issued by central
governments, i.e. government securities issued by the Republic of North Macedonia and issued by foreign countries. For the purposes
of analyzing the liquidity, assets and liabilities in denars with foreign exchange clause are considered denar assets and liabilities.

54 Based on the assessment of the current economic and financial conditions, as well as existing risks, in conditions of absence of foreign
exchange market pressures from the external sector and solid expectations of the domestic subjects, amid further growth of total
deposits and low and stable inflation rate, the National Bank cut the core interest rate by 0.25 percentage points, i.e. from 2.50% to
2.25% in March 2019. In the first quarter of 2020, the National Bank cut the core interest rate twice: in January, when according to the
assessment of the existing economic and financial conditions, as well as current risks, it was assessed that there is a space for further
loosening of the monetary policy with a decision to cut the core interest rate by 0.25 percentage point, to 2.00%; and in March, when
in conditions of high foreign reserves and low inflation movements, amid present global risks, including the spread of the virus infection
COVID-19 (coronavirus), it was decided to loosen the monetary policy, in exceptional conditions, by another additional cut of the core
interest rate by 0.25 percentage points, on a historic lowest level of 1.75% (effective from 15.4.2020).
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Chart 41 bearing in mind the growth of denar liquidity,
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posits with the National Bank were minimal.
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m Foreign government securities
m Foreign currency deposits at NBRM

Foreign currency cash at banks
® Accounts and short-term deposits with foreign banks

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

5 According to the Decision on deposit facility (Official Gazette of the Republic of Macedonia No. 49/12, 18/13, 50/13, 166/13 and
35/15), the banks could place deposits with the National Bank every working day with a maturity of one business day (overnight) and
once a week with a maturity of seven days. These deposits are placed without the possibility of partial or full early withdrawal. In 2019,
the interest rates on these deposits remained unchanged (from the latest change in March 2018) and equaled 0.15% on overnight
deposits and 0.30% on seven-day deposits.
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Chart 42

Annual growth of liquid assets by component, ab-
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Chart 43
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Bank, by instrument, structure (up) and an-
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Investments in government se-
curities are a significant option for
banks in the operational management
of their liquidity position, which during
2019 grew significantly. The growth of
bank investments in government securities in
2019 reached Denar 7,308 million, or 20.4%
and was almost entirely conditioned by the
investments in Macedonian Eurobonds,
which in the banks' balance sheets amounted
to Denar 7,643 million as of 31.12.2019%¢, Ac-
tually, in 2019, banks invested part of the
short-term placements held in foreign banks
in Macedonian Eurobonds for making higher
returns. On the other hand, the annual
growth of banks' investments in Denar gov-
ernment bonds, and government bonds with

% As of 31.12.2019, their share in total placements in government securities was 17.7%.
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Net issued amount and supply and demand of
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ernment securities increased by Denar
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57 Net issued amount of government securities is calculated as the difference between the realized amount at the auctions of government
securities for a certain time period and the amount of government securities that falls due in the same time period.

58 Foreign currency liquid assets comprise short-term deposits with foreign banks, including assets on corresponding accounts, invest-
ments in foreign government securities and domestic government eurobonds issued on foreign markets, foreign currency cash and
foreign exchange account with the National Bank and placements of foreign currency deposits with the National Bank.

9 As a comparison, at the end of 2018, the share of these assets to total foreign currency liquidity assets was 86.1%.
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Chart 48 mained almost unchanged. The interbank in-
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SKIBOR, EURIBOR and LIBOR for the US dollar  taining the stimulating monetary policy in the
in % second half of the year, when it reduced the
- interest rate by 25 basis points twice (Sep-

tember 2019: 1.75% to 2%, and October
2019: 1.50% to 1.75%%3). In March 2020, the
global health crisis urged many central banks
around the world to aggressively ease mone-
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Source: The National Bank and the website of the European
Money Markets Institute for Euribor and the website of the
Federal Reserve Bank of St. Louis (so-called FRED) for LI-
BOR for US dollars.

60 SKIBOR (Skopje Interbank Offered Rate) is a reference interest rate on the denar money market and is an interbank interest rate at
which one reference bank is ready to sell denar liquidity to another reference bank. Pursuant to the new Rules on Selection and
Obligations of the Reference Banks Setting the Interest Rates for the Calculation of SKIBOR and the Calculation Process of SKIBOR,
adopted on 22 August 2018 by the Macedonian Banking Association and effective from 1 October 2018, reference banks are required
to quote one week, one month, three months, six months and twelve months interest rates.

61 MBKS is the interbank interest rate for trading on the interbank deposit market.

62 Other ECB main interest rates (interest rate on main refinancing operations and overnight loans) remained the same (0% and 0.25%,
respectively). At the time of writing this report, the only change that the ECB has made is that it cut the interest rate in long-term
refinancing operations program, from June 2020 to June 2021, where the interest rate will be 25 basis points lower than the level of
the reference interest rate for refinancing operations, i.e. the deposit rate, but in no case higher than -0.75%. This reduction is part of
the measures aimed to support economy and mitigate any adverse effects of the new infection (coronavirus), which the ECB adopted
at its meeting on 12 March 2020.

63 Reduction of the target interest rate, by additional 0.50 basis points (to an interval of 1.00% to 1.25%) and by additional 1.00 basis
points. (to an interval of 0.00% to 0.25%) was made at the two emergency meetings held in March 2020, as a result of the rapid global
spread of COVID-19.
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Chart 50
Spread of SKIBOR to EURIBOR, for selected ma-
turities
in percentage points
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Indicators of liquidity of the banking system
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2.2. Liquidity ratios

In 2019, amid accelerated
growth of liquid assets of the Macedo-
nian banking system, the liquidity indi-
cators®* improved, which, although moder-
ate, exceeded the level corresponding to the
ten-year average. The relatively stable share
of liquid assets in total assets (which re-
mained nearly one third) and the satisfactory
coverage of short-term liabilities and house-
hold deposits with liquid assets (which re-
mained around 50% and 60%, respec-
tively)®> are indicators of proper liquidity
management and maintenance of stable and
solid liquidity position that ensures smooth
operations. Loan to deposit ratio of the over-
all banking system is still below 100%, indi-
cating acceptable liquidity risk and stable li-
quidity management.

Analyzing the currency features of
liquid assets and liabilities, the improve-
ment is present mainly in denar liquidity
indicators®®, considering that the denar lig-
uid assets were the main driver of the annual
growth of liquid assets in 2019. On the other
hand, most of the foreign exchange liquidity
ratios slightly worsened. At the same time,
denar liquidity indicators remain higher com-
pared to the foreign currency liquidity indica-
tors, due to the higher structural share of de-
nar liquid assets in total liquid assets of
banks. The reduction of foreign exchange li-
quidity indicators is "mitigated" by the possi-
bility given to banks to provide the required
foreign currency liquid assets at any time
through the National Bank interventions on
the foreign exchange market.

54 The calculation of liquidity ratios of the banking system does not include resident interbank assets and liabilities.
55 Analyzed by bank, as of 31.12.2019, liquid to total assets ratio ranges between 18.6% and 47.7%, with a median of 27.2% (December
2018: between 20.3% and 49.6%). The coverage of short-term liabilities with liquid assets ranges between 41.2% and 90.4%, with a
median of 54.3% (December 2018: between 40.2% and 82.5%), the coverage of liabilities with residual contractual maturity up to 30
days between 48.3% and 114.2% with a median of 64.9% (December 2018: between 47.4% and 135.9%). The Development Bank of

North Macedonia AD Skopje is excluded from this analysis.

% Claims and liabilities with FX clause are considered denar claims and liabilities, since their cash flow is in denars.
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Chart 52

Banking system liquidity ratios according to cur-

rency structure, Denars (top) and FX (bottom)
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Regulatory liquidity ratios of the
banking system, presented as ratios between
assets and liabilities that mature in the next
30 and 180 days, are above the minimum re-
quirement of 1 at the end of 2019, thereby
confirming the sufficient amount of liquidity
available to the Macedonian banking system,
which allows banks to carry out their liabili-
ties.

Chart 44

Liquid assets/total assets (up), liquid as-
sets/short-term liabilities (middle) and liquid
assets/household deposits (down)
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Chart 53 Composition of assets and liabilities of
banks by contractual residual maturity (up) and
the gap between assets and liabilities, with con-
tractual residual maturity of up to one year
(down)
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2.3. Maturity structure of assets and li-
abilities

In 2019, changes to the assets
and liabilities structure by their remain-
ing maturity increased the shares of as-
sets and liabilities with shorter contrac-
tual maturity (up to one month). This
corresponds to the increase of cash and cash
on accounts and deposits with the National
Bank (on the assets side), i.e. stronger pro-
pensity of depositors to hold shorter-term de-
posits (on the liabilities side)®”.

Maturity mismatch between
banks' assets and liabilities is signifi-
cant, and in 2019 further enhanced.
However, the largest mismatch between as-
sets and liabilities by their contractual resid-
ual maturity is still registered in the maturity
bucket up to seven days, which usually re-
sults from the inclusion of banks' liabilities on
demand and without determined maturity
(including transaction accounts) in this ma-
turity bucket. Usually, a positive gap in the
contractual residual maturity of assets and li-
abilities is observed only in the maturity
bucket from 8 days to one month, mainly be-
cause the banks' investments in CB bills are
classified in this maturity bucket.

Hence, the ratio between the cumula-
tive negative difference of assets and liabili-
ties by contractual residual maturity and total
assets with the same residual maturity deep-
ened in 2019, compared to the end of 2018.
This movement was particularly noticeable in
foreign currency assets and liabilities, arising
from the accepted business model of domes-
tic banks, which inter alia, is based on the
currency and maturity transformation of for-
eign currency deposits of domestic nonfinan-
cial entities.

67 In 2019, bank deposit potential mostly increased given the rise in demand deposits.
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Chart 55

Reduction of liquid assets after the simulation for
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2.4. Stress-simulations for liquidity

shocks

combined liquidity shocks (after all shocks), total
banking system (up) and by bank (down)

in %

270

30

240 A
210 A
180 -
150 -
120 A
90 A
60

- -
”

~
7 2488

- —— -

2123 207.1

111.2
102.8 106.8

~

S o o= " 2349
210.9

109.3 105.2

12.2015 12.2016 12.2017

Total banking system

= == Maximum

12.2018 12.2019

e ¢ Minimum

Median

270

30

240 A
210 A
180 4
150 4
120 A
90 -
60

*»

WG eoe we o

102.8 106.8

e QD oonce

IR XXX

*

111.2

0 v we oo

*
109.3 ’ 105.

* *

12.2015 12.2016 12.2017

# Individual banks

12.2018 12.2019

@ Total banking system

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

The results of the liquidity shock
simulations as of 31 December 2019 in-
dicate a stable liquidity position of the
Macedonian banking system. The re-
sistance of the Macedonian banking system
to liquidity shocks is noticeable in the results
of all individual simulations of liquidity
shocks, and full utilization (105.2% on
31.12.2019) of liquid assets would occur only
in extreme simulation of liquidity shock,
which includes combined outflows®® of funds
from banks on several bases. Considering the
extremity of assumption, for the purpose of
this simulation, the usual coverage of liquid
assets is extended to other financial instru-
ments® owned by banks, for which it is esti-
mated that banks will quickly and easily col-
lect or turn into cash. In that case, the bank-
ing system would have sufficient liquid assets
with certain amount of available liquid assets.

At individual simulations of liquid
shocks, the high level of liquidity of the
Macedonian banks also provides settle-
ment of all assumed extreme liquidity
outflows. The sharpest decline in liquid as-
sets occurs amid outflow of the deposits of
the twenty largest depositors, but the im-
portance of this simulation to individual
banks is different, given the differences in the
degree of concentration of deposits. On the
contrary, simulated materialization of reputa-
tion risk and loss of confidence of the popu-
lation in the banks represented by an outflow

% The simulation assumes outflow of deposits of the twenty largest depositors, 20% of household deposits, liabilities to parent entities
(liabilities on subordinated instruments and hybrid capital instruments are excluded from the simulation because, according to the
regulations for calculating capital adequacy, their repayment is regulated), 50% of the liabilities to non-residents (excluding liabilities to
non-resident parent entities of banks which are already covered by one of the previous simulations) and conversion of certain off-
balance sheet liabilities of the banks (uncovered letters of credit, irrevocable credit lines and unused limits based on credit cards and
approved overdrafts on transaction accounts) into balance sheet claims. The simulations of liquidity shocks exclude the Development
Bank of North Macedonia AD Skopje.
% Financial instruments that comprise liquid assets, also include assets in the guarantee fund in KIBS, long-term deposits in foreign
banks, money market instruments issued by foreign non-government issuers, loans with contractual residual maturity of up to 30 days
and the effect of reducing the reserve requirement for foreign currency liabilities of banks, which is allocated in foreign currency due to
the simulated outflow of households' foreign currency deposits.
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of 20% of household deposits shows a signif-

Chart 56 icantly greater similarity in the results for in-
Contribution of shocks to the decline in liquid as- dividual banks, thereby confirming the im-
sets in the simulation of a combined liquidity portance of deposits to the financing of the
shock, by bank banks' activities. Hence, the sustainability of
?fo a percentage of reduction in liquid assets the liquidity position of banks, as well as the
potential growth of their activities, are di-
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70 There is an assumption for outflow from the migration of some off-balance sheet liabilities of the banks (uncovered letters of credit,
irrevocable credit lines and unused limits based on credit cards and approved overdrafts on transaction accounts) into on-balance sheet
claims.

71 At simulation of outflow of deposits of the 20 largest depositors, the liquid assets of the banking system are reduced by 42.4%, while
in case of assumed outflow of 20% of the household deposits, liquid assets are reduced by 32.3%.
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3. Currency risk

In 2019, the direct and indirect bank exposure to currency risk increased. The in-
creased direct exposure to currency risk is seen through the increased gap between
assets and liabilities with currency component in the banks' own funds, as well as
through the increased open currency position to own funds ratio. Also, higher loans
with currency component to total loan portfolio of the banking system indicate in-
creased bank exposure to indirect credit risk. The euro is the most common currency
in the currency structure of banks' balance sheets, which in conditions of de facto
fixed nominal exchange rate of the denar against the euro, contributes to maintain-
ing a low probability of direct and indirect bank exposure to currency risk. As of
30.12.2019, all banks were in line with the prescribed limit of 30% for the aggregate
currency position to own funds ratio.

Chart 57

Annual growth of total assets, currency component assets and currency component liabilities, in
amounts (left) and percentages (right) *
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Source: National Bank, based on data submitted by banks.
* Currency clause assets are reduced for the impairment of receivables classified in C, D and E risk categories under
the Decision on managing a currency risk. DBNM AD Skopje is not included in the analysis.

In 2019, the positive gap between assets and liabilities with currency component
increased by Denar 661 million (or 20%), compared to the decrease of Denar 21
million (or -0.6%) in 2018. The annual growth of the gap between assets and liabilities with
currency component results from the faster annual growth of Denar 14,772 million, or 7.5%, of
assets with currency component’?, compared to the increase of Denar 14,111 million, or 7.3%,
on liabilities with currency component’®. As at 31.12.2019, the share of the gap between assets
and liabilities with currency component in banks' own funds reached 6.3%, compared to 5.7%,
at the end of 2018. On the other hand, open currency position’* to own funds ratio is 6%, which
is below the ten-year average of 10.7% for this indicator. Banks cover the negative gap in foreign
currency (mostly arising from foreign currency deposits) with the positive gap in positions with
currency clause (mainly Denar loans with foreign currency clause). Depending on the sector,
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banks maintain a long foreign exchange position when dealing with non-financial companies,
and a short foreign exchange position with households.

Chart 58
Structure of the gap between assets and liabilities with currency component (left) and share of
the assets and liabilities with currency component in own funds (right)
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Chart 59
Ten year average, minimum and maximum of the OCP/own funds ratio (left) and share of the

assets and liabilities with currency component * in the total banks' assets (right)
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*Within the assets, claims are shown on a net basis i.e. adjusted for the impairment. The analysis does not include
DBNM AD Skopje.

72 The annual growth of assets with currency component is mostly a result of the growth of Denar loans with FX clause (Denar 10,509
million) and the banks’ placements in domestic Eurobonds (issued on foreign markets), in the amount of Denar 7,643 million (net book
value). In contrast, foreign currency deposits dropped by Denar 5,721 million annually. For more details, see Bank Activities below.
73 The annual increase in liabilities with currency component stems mostly from the growth of foreign currency deposits of nonfinancial
entities (of Denar 8,203 million), time deposits in foreign currency of non-resident financial institutions (Denar 2,812 million), as well as
foreign currency loan liabilities to non-resident financial institutions (Denar 2,231 million). For more details, see Banking Activities below.
74 The open currency position, besides the gap between assets and liabilities with currency component, includes the gap between off-
balance sheet assets and liabilities with currency component.
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Assets and liabilities with currency component* to total assets/ liabilities ratio
went down. Amid slightly slower growth of liabilities with currency component (compared to
assets with currency component and total liabilities), its share in total liabilities decreased by 0.7
percentage points annually. On the other hand, the share of assets with currency component in
total assets decreased by 0.6 percentage points.
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Chart 60
Dynamics and structure of the gap between assets and liabilities with currency component, by

currency (left) and exchange rate of the denar against selected currencies (right)
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Analyzed by currency, the narrowing negative gap in US dollars contributed the
most to the growth of the total gap between assets and liabilities with a currency
component. This gap narrowed by Denar 1,296 million or 45.8%, as a result of the annual
growth of assets in US dollars (Denar 774 million, or 5.8%) amid simultaneous decline in US
dollar liabilities (Denar 522 million, or by 3.2%)’>. The positive gap in euros also narrowed in
2019, by Denar 993 million or 16.1%, which, unlike the gap in US dollars, contributed to reducing
the overall gap between assets and liabilities with a currency component’®. The euro still domi-
nates the currency structure of assets and liabilities with a currency component. The strategy of
maintaining stable nominal denar exchange rate against the euro keeps the likelihood of currency
risk materialization, low. The movement in values of other currencies does not have a significant
impact on the domestic banking system, due to their low representation in the banks' balance
sheets. The coronavirus pandemic in the first quarter of 2020 caused turbulence in the interna-
tional financial markets, including the foreign exchange markets. Uncertainty about the duration
and intensity of the health crisis and the transmitted adverse effects on economies and financial
systems has increased volatility of exchange rates since the end of February 2020.

Table 3
Currency structure of assets and liabilities with currency component
in %
31.12.2018 31.12.2019
Currency — ——
Assets Liabilities Assets Liabilities
Euro 88.4 86.8 89.1 88.3
US dollar 6.8 8.4 6.7 7.6
Swiss franc 2.2 2.0 1.8 1.5
Australian Dollar 0.8 1.0 0.8 1.0
British pound 0.7 0.7 0.6 0.6
Other 1.1 1.0 1.0 1.0
Total 100.0 100.0 100.0 100.0

Source: National Bank, based on data submitted by banks.
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As of 30.12.2019, all banks were in line with the prescribed limit of 30% for
the aggregate currency position to own funds ratio. Eleven banks had a long aggregate
currency position, as opposed to three banks that reported a short currency position. The highest
aggregate currency position was long (26.9%) relative to the bank's own funds, while the lowest
was short and its ratio to the bank's own funds was 0.8%.

Table 4

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

position in own funds

Number of banks
Open currency position by currency /own funds
Aggregate
Items Euro US Dollar Swiss franc Australian Dollar Other currency
position /
Long Short Long | Short | Long | Short | Long | Short | Long Short | own funds

under 5% 4 3 7 7 9 4 5 4 12 2 6
from 5% to 10% 1 2
from 10% to
20% 4 4
from 20% to 2 2
30%
over 30%

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

Chart 61

Aggregate currency position to own funds ratio, by bank (left) and loans with FX component to

total loans ratio (right)
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75 The growth of assets in US dollars mostly stems from the increase in placements in loans (Denar 507 million) and deposits (Denar
302 million). The annual decline in US dollar liabilities reflects the reduction of current accounts and other short-term liabilities (Denar

358 million) and time deposits in this currency (Denar 230 million).

76 The narrowing of the euro gap results from the higher annual growth of euro liabilities (Denar 15,472 million), compared to the
increase in euro assets (Denar 14,479 million). The growth of current accounts and other short-term liabilities, time deposits of non-
residents and natural persons and loan liabilities mostly contributed to the increase in euro liabilities. On the other hand, placements in

domestic Eurobonds and increased loans in Denars with Euroclause contributed the most to the growth of euro assets.
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Maintaining a stable nominal exchange rate of the denar against the euro is
crucial for preserving low probability of materialization of indirect currency risk. In
2019, the growth of loans in denars with FX clause (which had a significant contribution to the
growth of assets with currency component) increased the share of loans with currency compo-
nent in total loans, which increases the banks' exposure to this risk. However, in conditions of
fixed nominal exchange rate of the denar against the euro, the probability of materializing this
risk is also low, given that more than 99% of loans with currency component are denominated
in euro or in denars with Euroclause.
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4. Interest rate risk in the banking book

At the end of 2019, the weighted value of the banking book, as a measure of
the exposure to interest rate risk, increased, both in absolute terms and in terms of
own funds of the banking system. The increase arises from the widening of the (non-
weighted) gap between assets and liabilities with variable and fixed interest rate and
from the changes in the maturity structure of the gap of positions with fixed interest
rate, from shorter to longer maturity buckets. On an aggregate basis, the banking
system is exposed to the risk of lowering interest rates, given the overall positive gap
between interest-bearing assets and liabilities. Given the high positive gap between
lending and deposit interest rate positions up to 1 month, any downward changes in
interest rates would materialize interest rate risk relatively soon. The significant pres-
ence of loans with adjustable and variable interest rates continues to highlight the
indirect exposure to the risk of increasing interest rates.

Chart 62 The total weighted value of the banking Total weighted value of the bank-
book*, by interest rate type, in absolute amount (left ing book registered a high annual
scale) and relative to own funds (right scale) growth of 37.9% or Denar 1,124 million
in millions of denars % and rose to the 6.2% of banking sys-
3600 | tem's own funds (4.9% at the end of
voro | 2018). Analyzing by bank, this ratio ranges
240 1 from 0.4% to 11.6%, which is far below
1,600 | 20%”’. By type of interest rate, there is an an-
] nual rise in weighted values of the portfolios
] with fixed interest rate (by Denar 668 million
or by 509.8%) and with variable interest rate

(by Denar 831 million or by 44%). In contrast,

the weighted value of the portfolio with adjust-

able interest rate decreased by Denar 376 mil-

lion annually, or by 39.7%. The annual growth

of weighted value of portfolios with fixed and
variable interest rate results from the widening

31.12.2015

31.12.2016 31.12.2017 31.12.2018 31.12.2019

Fixed interest rate (left scale) mmmmm Variable interest rate (left scale)

mmmm Adjustable interest rate (left scale) == == = Fixed interest rate (right scale)
== == «Variable interest rate (right scale)

== = = Adjustable interest rate (right scale)

e Total weighted value/own funds (right scale)

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

*The total weighted value of the banking book denotes the
potential loss of the economic value of this portfolio, amid
assumed unfavorable interest shock of +2 percentage

gaps between the lending and deposit posi-
tions with these types of interest rate. Also,
the weighted value of the portfolio with fixed

points. interest rate increases due to changes in the

structure of the gap between lending and de-
posit positions with this type of interest rate,
analyzed by maturity (more precisely, redistri-
bution in the gap structure, from shorter to
longer maturity buckets). Finally, given the
widening of the negative gap between lending
and deposit positions with adjustable interest
rate, the decrease in the weighted value of the

77 According to the regulation, when total weighted value of the banking book to own funds ratio exceeds 20%, the bank is required to
propose measures to reduce this ratio, and the National Bank may also require allocation of appropriate amount of capital for covering
the interest rate risk in the banking book.
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Chart 63

Interest sensitive assets and liabilities, by type of
interest rate: Gaps (up) and annual growth
(down)

In millions of denars (top) and in percentage (bottom)
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*Data on interest rate risk in the banking book are available
as of 2010
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banking book with this type of interest rate is
also a result of changes in the structure of the
adjustable interest rate gap (more precisely,
redistribution in the negative gap structure,
from positions where the time to the next in-
terest rate revaluation is longer, to positions
where the time to the next interest rate reval-
uation is shorter).

Although the net weighted position to
own funds ratio is coming close to the average
of this indicator, it is still below the average for
the last five years.

In 2019, the total gap, i.e. net
non-weighted position between inter-
est-sensitive assets and liabilities regis-
tered an annual growth of 16.2% or by
Denar 19,119 million. This is mostly due
to the widening of the positive gap in the
positions with variable interest rates, by
Denar 44,534 million, or by 40.9%. The
annual growth of placements in loans with
floating interest rate (of Denar 45,865 million)
contributed the most to widening the gap be-
tween the positions with floating interest
rates. The positive gap between assets and li-
abilities with fixed interest rate widened by
Denar 3,082 million or by 9.6%, as a result of
the higher annual growth of assets with this
type of interest rate (mostly loan placements,
deposits with the National Bank and domestic
Eurobonds issued on foreign markets) com-
pared to the growth of fixed interest rate lia-
bilities (primarily sight liabilities and liabilities
on term deposits and loans). The trend of re-
placing the adjustable interest rate with varia-
ble and/or fixed interest rate continued in
2019 and was more pronounced on the side of
loan placements, compared to deposit-based
liabilities, which widened the negative gap be-
tween the positions with adjustable interest
rate (by Denar 28,498 million, or by 125%).
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Chart 65 Annual growth of interest sensitive assets (left) and liabilities (right), by type of instru-

ment and type of interest rate
in millions of denars
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Source: National Bank, based on data submitted by banks.

Chart 66 Asset-liability gap, by period until next
interest rate revaluation (up) and gap structure

by interest rate type (down)
in millions of denars (up) and in millions of denars (down)
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Analyzed by period to the next interest
rate revaluation, in 2019, the gap up to 1
year contributed more to the widening of the
total gap between interest sensitive assets and
liabilities, which widened by Denar 10,312 mil-
lion (or 13.8%). There is also a solid growth
of the gap between positions, where the pe-
riod to the next interest rate revaluation is
over 1 year (Denar 8,807 million, or by
20.3%). The largest contribution to the annual
growth of the gap between interest-sensitive
assets and liabilities up to 1 year was made by
the gap with variable interest rate, mostly in
up to 1 month bucket and in 6 to 12 months
bucket (primarily due to the growth of place-
ments in loans with variable interest rate). Po-
sitions with variable interest rate contributed
the most to the widening of the gap over 1
year, primarily due to the growth of loans with
combined interest rates (fixed interest rate in
the initial loan maturity period, and variable
after the end of the initial period). Such move-
ments were followed by extension of the aver-
age period to the next revaluation of interest
rate, primarily on the side of lending positions.
On an aggregate basis, the banking system re-
mains exposed to the risk of lowering interest
rates, given the overall positive gap between
interest-sensitive assets and liabilities. Given
the still high positive gap between lending and
deposit interest-sensitive positions up to 1
month, any downward change in interest rates
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would cause significant materialization of the
interest rate risk in the banking system rela-
tively soon.

Chart 67 Average period until the next interest rates revaluation*, total (left) and by interest
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* The average period to the next interest rates revaluation is the amount of lending/deposit position of each maturity

bucket to total interest sensitive assets/liabilities, multiplied

by the maturity of each maturity bucket, in months. For

fixed interest rate positions, the average period to the next revaluation refers to the average remaining maturity.

Chart 68 Assets and liabilities structure, by type

of interest rate
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Indirect exposure to the risk of in-
creasing interest rates, arising from
loans with adjustable and variable inter-
est rates is significant, yet decreasing in
2019. As of 31.12.2019, the cumulative share
of these loans in total loans is 74.3% (75.9%
as at 31.12.2018), where 53.1% of total loans
have a variable interest rate, while 21.2% are
with adjustable interest rate. The downward
trend in the share of positions with adjustable
interest rate continued in 2019, both in inter-
est-sensitive assets and in interest-sensitive li-
abilities.

For more details about the structure of
interest-sensitive items of the banks see An-
nexes to this Report.
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5. Insolvency risk

The solvency and capitalization of the Macedonian banking system are stable and
satisfactory, despite the insignificant deterioration of some solvency indicators in
2019. The capital adequacy ratio decreased slightly by 0.2 percentage points, to
16.3% as a result of the faster enhancement of banks' activities (mainly credit risk
weighted assets) compared to the growth of own funds. Most of the growth of own
funds was used to meet the capital requirements and capital buffers (that increased
due to the enhancement of activities), which also used part of the available capital
(capital above the regulatory and supervisory requirement). Available capital to own
funds decreased from 8.6% in 2018 to 6.6%. However, as much as 44.3% of the
banking system’s own funds are capital additions identified in the supervisory assess-
ment and capital buffers, which are especially important in times of crisis, when they
can be used to deal with challenges of any nature and intensity. The stress testing of
the resilience of the banking system and the Macedonian banks to simulated shocks
shows improved resilience of banks in 2019 compared to 2018.

Chart 69
Indicators of solvency and capitalization of the
Macedonian banking system

5.1. Solvency and capitalization ratios
of the banking system
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Source: National Bank, based on data submitted by banks.
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ties increased by 0.2 and 0.1 percentage
points, respectively, and on 31.12.2019
reached 11.0% and 9.2%, respectively. Such
solvency and capitalization indicators of the
banking system are conditioned by the dy-
namics of change of the components of these
indicators. In 2019, assets and total activities
(on-balance sheet and off-balance sheet) of
the banking system increased by 9.2%, while
risk weighted assets increased by 9.8%. In
contrast, capital and reserves, own funds and
Tier I capital increased by 11.0%, 8.4% and
8.5%, respectively.
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To ensure an adequate level of capital
and prevent excessive borrowing, Macedonian
banks banks are obliged to calculate the lev-
erage ratio (as a ratio between the core capi-
tal and the total on- and off-balance sheet ex-
posure) semi-annually. The leverage ratio for
2019 is 10.8% and is by 0.9 percentage points
higher than the leverage ratio for 2018.

Analyzed by bank, capital adequacy and Tier I
capital ratios of most banks decreased annu-
ally from -0.3 to -2.2 percentage points, i.e.
from -0.3 to -1.9 percentage points, respec-
tively. Only two banks have issued instru-
ments of Additional Tier I capital, so the Tier
I capital and Common Equity Tier I capital ra-
tios of the banking system are similar (as of
31.12.2019, these ratios are 14.8% and
14.7%, respectively, compared to the end of
2018, when both of them equaled 15%).
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Measures for capital adequacy ratio distribution
(left) and Tier 1 capital rate (right) in the bank-
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* Data for the domestic banking system are also as of Compared to the banking systems of the

30.9.2019 for better comparability with the banking systems

of other countries.

countries of our environment and the EU, the
Macedonian banking system has lower sol-
vency indicators. In this group of analyzed
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Chart 74 countries, the capital adequacy rate rages be-
Leverage, risk and solvency of the banking sys- tween 16.9% and 22.7%.

tem

in denars and in % The breakdown of the capital adequacy rate
to its constituent components indicates a sim-
ultaneous increase in the ratio between assets
and own funds (leverage level indicator, in-
debtedness), as well as the share of risk
weighted assets in total assets (risk level indi-
cator of the activities of the banking system),
which had an overall contribution to the re-
duction of the capital adequacy rate in 2019.
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Chart 75
Annual growth in the total on-balance sheet and

off-balance sheet exposure, by risk weight

in millions of denars in percentage
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The risk level of total on-balance
and off-balance bank activities, meas-
ured as a ratio between credit risk-
weighted assets and total on-balance
sheet and off-balance sheet exposure
increased by 0.7 percentage points and
totaled 54.8% as of 31.12.2019. The rea-
son for this growth, to a large extent should
be sought in the annual growth of positions
with risk weight of 75% and 150% (within the
portfolio of small loans), in the total amount
of Denar 16,452 million (or by 11.8%) and of
positions with risk weight of 100% (primarily,
receivables from other companies, but also
from the portfolio of small loans and receiva-
s 25094 et sl o 1509 (et ) bles from public institutions) which increased
) el annually by Denar 18,061 million (or by
T s e 0 et ) 7.7%). The activity with risk weight of 0%

also registered a relatively high growth of De-
nar 30,467 million or 20.7%, as a result of the
solid annual increase in individual components
of banks’ liquid assets (deposits with the Na-
tional Bank, placements in government bonds,
denar cash and assets in denar accounts with
the National Bank). Contrary to this, activities

54.8
650000

600000

550000
500000
450000
400000
350000
300000
250000
200000
150000
100000

50000

0

12.2015 12.2016 12.2017 12.2018 12.2019

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

62



Report on the risks in the banking system in 2019

Chart 76 with risk weight of 20% registered an annual
Z index decrease of Denar 8,644 million (or 23.5%),
in levels which is mostly due to the reduced placement

with the foreign banks.
7 e Banking system stability measured by
the so-called Z-index’® is relatively high. On
average, it requires a negative shock of at
least 48.2 standard deviations from the rate
of average return on assets to fully exhaust
the capital potential of the banking system.
During 2019, there was a minimal decrease in
the Z Index value due to the lower rate of re-
turn on average assets, as well as the in-
creased volatility of banks’ profits during the
year, measured through the standard devia-
tion from the rate of return of average assets.
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Source: National Bank, based on data submitted by banks. Shares’ calculated 7\;VIth the Change of
*Upward movement of the Z index indicates lower risk level the so-called KAPM”’model, on a sample
and higher overall stability. eight banks whose shares are listed on
the official market, registered an annual
decline. The reduction of this rateis as a
result of the reduced risk premium of a
country and lower risk-free rate of re-
turn. The cost of capital, calculated using this
model decreased by 1.6 percentage point and
reached 14.3% at the end of 2019. That is
lower by 1.5 percentage points compared to
the rate of return on equity of the banks in-
cluded in this analysis. The lower required rate

78 The Z Index is calculated as follows: Z=(ROAA+E/A)/(c(ROAA)), where ROAA is the rate of return on assets, E is equity and reserves,
A is assets and o( ROAA) is the standard deviation of the rate of return on assets, calculated for the last three years. The formula shows
that this measure as such, combines several indicators: banks' performance and profitability ratio (ROAA), bank risk indicator (o (ROAA))
and banks' soundness and solvency measure (£/4). Calculated as such, the Z Index measures the bank's "distance" from full depletion
of its capital potential, expressed in number of standard deviations from the rate of return on assets and as such, it is a measure of the
banks' capacity to absorb losses. At the level of the banking system, the index is determined as an average of the index calculated for
each bank. Higher levels of this index indicate lower risk levels and higher overall stability of the banks. The Z Index is usually presented
in a logarithmic form (natural logarithm of the previously given formula), but it is easier to interpret and more indicative when presented
in levels.

79 *Calculated using the so-called Capital-Asset Pricing Model (CAPM) where the price of equity is the sum of: 1) risk free yield rate
(determined as the average of the yields to maturity of bonds listed on the Macedonian Stock Exchange), 2) the product of beta
coefficient per share and the difference between the market rate of return and risk free rate on return (or premium market risk) and 3)
the premium for country risk (defined as the difference between the yields of the Macedonian Eurobonds and comparable German
bonds). Market risk premiums is calculated as the average premium for market risk for each bank, weighted by the size of their assets.
The beta coefficient is a measure for the deviation of the variability of the returns of a specific share (or the risk of owning that share),
compared to the variability of the returns of reference share portfolio (in this case the shares that make up the index MBI10).
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Chart 77
Level and structure of the cost (price) of the cap-
ital* of the banks whose shares are listed on the
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of return on banks’ shares arises from the re-
duced risk premium of a country, which de-
creased by 1.4 percentage points (due to the
narrowing of the gap between the yields of is-
sued Macedonian Eurobonds and yields of
comparable German bonds), and to a lesser
extent due to the reduction of risk-free yield,
by 0.5 percentage points (the reduction of the
yields on government bonds which are listed
on the Macedonian Stock Exchange). Four
Macedonian bonds, whose yields registered
annual downward correction are currently
traded in the international capital markets
(yields of one of the Eurobonds, at the end of
2019 entered in the negative zone), which is
an indicator for their increased demand as a
result of the improved macroeconomic stabil-
ity. With the outbreak of the crisis related to
the coronavirus pandemic and consequent in-
creased turbulences in the international finan-
cial markets, these trends changed in the first
quarter of 2020, when bond vyields (not only
Macedonian) mainly increased.
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Price-to-book ratio for the shares of the three
largest banks in the system (up) and percentage
of turnover ratio for the previous one-year period,
for the three largest banks in the system (down)
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Source: National Bank, based on data submitted by banks.
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The indicators for trading the shares of
three largest banks on the Macedonian Stock
Exchange registered a certain decrease com-
pared to 2018, and the ratio between share
prices and price-to-book ratio) remained rela-
tively high. Since the beginning of March
2020, stock prices on the Macedonian Stock
Exchange, including banks, registered a
downward correction, influenced by the
spread of the coronavirus in our country and
in the world and the uncertainty regarding the
duration and intensity of the spillover negative
effects of the health crisis on economies.

5.2 Quality of own funds of the banking
system

The quality of banks’ own funds is
quite favorable, which contributes to a
greater resilience of the Macedonian
banking system to potential stressful
scenarios. In 2019, the own funds of the
banking system registered an annual growth
of Denar 5,134 or 8.5%, resulting from re-
tained earnings in own funds, the issue of or-
dinary shares, issued new subordinated in-
struments and bonds that met the require-
ments to be involved in banks’ own funds.

On 31 December 2019, the share of Com-
mon Equity Tier 1 Capital i.e. the highest qual-
ity capital buffer of the own funds of the bank-
ing system in own funds decreased by 0.5 per-
centage points to the level of 90.3%. Such a
movement is a consequence of the slower
growth of Common Equity Tier 1 Capital (with
a significant amount of current loss in one
bank which is a deductible item of own funds)
compared to the other buffers of own funds
(Additional Tier 1 Capital). Namely, Common
Equity Tier 1 Capital increased by Denar 4,347
million or by 7.9%, mostly due to reinvest-
ment of earnings and issuance of ordinary
shares in one bank. Additional Tier 1 Capital
increased by Denar 301 million (or by 501.1%
given the low starting base of this buffer of
own funds), resulting from the issuance of
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Chart 79

Structure of annual changes in own funds
in millions of denars
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Chart 80

Amount and structure of total banks' liabilities
based on subordinated instruments, by residual
maturity (left) and interest expenses*, for indi-

vidual sources of funding (right)
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perpetual convertible bonds by one bank. Fi-
nally, the Additional Tier 1 Capital of the bank-
ing system increased by Deanr 485 million or
by 8.7%, as a result of the issuance of subor-
dinated instruments in the form of bonds (by
two banks) and loans to banks.

The structure of the subordinated
instruments in terms of their maturity
improved as a result of the newly issued
subordinated instruments in 2019. Thus,
83.9% of the total amount of liabilities on sub-
ordinated instruments has a residual maturity
longer than five years as of 31.12.2019, which
gives legal power to banks to fully include
these instruments in the calculation of own
funds. On the other hand, the cost of subor-
dinated instruments, measured as an interest
expense rate (reduced on an annual basis)
that banks make for these instruments de-
creased by 0.2 percentage points (5.2%).
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ource: National Bank, based on data submitted by banks.
*Total banks' liabilities based on subordinated instruments
are given by net carrying amount from the balance sheet.
**The interest expenses rate is calculated as a ratio between
the amount of interest expenses realized in the last four
quarters (the cumulative flow of interest expenses realized
in the last four quarters) and the average amount of sources
of funds, calculated as an average of the their stock in the

last five quarters.
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With the help of the increased vol-
ume of banks’ activities during 2019,
most of the annual growth of own funds
was used to meet the capital require-
ments to cover credit risk, capital additions
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Structure of annual growth (up) and balance
(down) of own funds, by the requirement for cov-
ering risks and for maintaining the required capi-

tal buffers
in millions of denars and in %
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determined in accordance with the supervi-
sory assessment (pillar 2) and capital require-
ments for meeting the capital conversion
buffer®® and capital buffer for systemically im-
portant banks®!' whose amounts increased as
risk-weighted assets grew.

Consequently, at the end of 2019, the
share of the “free” capital above the deter-
mined regulatory and supervisory minimum
decreased from 8.6% at the end of 2018 to
6.6% of total own funds. However, as of 31
December 2019, 44.3% of the own funds of
the banking system (42.9% on 31 December
2018) belong to capital supplements deter-
mined in accordance with the supervisory as-
sessment and evaluation and capital buffers,
which are particularly important in times of
crisis when banks may use them to deal with
challenges of different nature and intensity.

Total capital requirements for cover-
ing risks register an increased (by Denar
2,891 million or 9.8%), which almost entirely
arises from the growth of required capital for
covering credit risk (by Denar 2,703 million or
10,4%). The growth of capital requirements
to cover credit risk arise from the increase in
receivables, which are part of the portfolio for
small loans and receivables of other trade
companies, which is related to the lending ac-
tivity of the banks with the households and
corporations.

For more details on the capital re-
quirements for covering risks and on the cap-
ital adequacy ratio, by group of banks, see an-
nexes to this Report.

Source: National Bank, based

8The regulation provides an opportunity to activate the countercyclical capital buffer and the capital buffer for systemically important
banks, with the data as of 31 December 2019 it is not assessed that the conditions for the introduction of these capital buffers are not

met.

81The calculation for the identification of systemically important banks for the period April 2019 - March 2020 was conducted based on
According to this calculation, eight banks have been identified as systemically important banks. For

the data as of 31 December 2018.
more information please visit
http://www.nbrm.mk/ns-newsarticl

on data submitted by banks.

e-zastiten-sloj-na-kapitalot-za-sistemski-znacajni-banki.nspx
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Chart 82
Stock and structure of capital requirements for

credit risk, by category of exposure
in millions of denars
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Chart 83
Results of stress-test simulations

in %
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82 Stress testing includes the following simulations:
I: Increase in non-performing loan exposure to non-financial entities by 50%;
II: Increase in non-performing loan exposure to non-financial entities by 80%;
III: Migration of 10% of the regular to a non-performing credit exposure to non-financial entities;

5.3. Stress-testing of the banking
system resilience to hypothet-
ical shocks

The results from the conducted
stress-testing of the banking system re-
silience and individual banks to simu-
lated shocks improved compared to 31
December 2018, although solvency indi-
cators (prior to shocks) at the end of
2019 are moderately lower.

Namely, in all simulations where
growth of non-performing exposure is as-
sumed, in addition to the lower capital ade-
quacy, the results of the stress-testing are
better, due to the annual reduction of non-
performing loan exposure and consequently
lower starting base of this exposure prior to
simulations. The capital adequacy of the
banking system does not fall below 8% in any
of the simulations, although individual banks
reveal hypothetical need for recapitalization in
the simulated extreme shocks.

The results of the reverse stress test
show that it takes growth of 303.7% of non-
performing loan exposure, i.e. migration of
15.3% from regular to non-performing loan
exposure for the capital adequacy of the bank-
ing system to drop to 8%. Such an assump-
tion seems extreme, given the fact that non-
performing loan exposure to non-financial en-
tities register an annual growth of 9%, with
the isolation of the effect from the mandatory
write-off of fully provisioned non-performing
loan exposures (or decline of 6% without ex-
cluding the effect from the write-offs). On the
other hand, in 2019, only 1,8% of regular loan
exposure to the non-financial sector obtained
non-performing status. The development with
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Chart 84 the coronavirus are not only a crisis in terms
Necessary deterioration of the quality of credit of health systems and human health, but can
exposure to cause a decline in the capital ade- also cause the biggest global crisis ever and
quacy of the banking system to 8% increase risks for banks’ operations.

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

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

V: Increase in non-performing loan exposure to non-financial entities by 80%, depreciation of the Denar exchange rate by 30% and
increase in interest rates from 1 to 5 percentage points;
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III. Major balance sheet changes and profitability of the bank-
ing system
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1. Bank activities

In 2019, total assets of the banking system grew faster than in the previous
year. The growth of banks' assets largely stemmed from the solid increase in the de-
posit base and reflects the growth of loans to non-financial corporations and the liquid
assets. In addition to that, liabilities based on loans of banks and deposits of financial
institutions also registered a growth. In 2019, banks increased their capital and re-
serves by issuing new shares and reinvesting profits from the previous year. The
growth of lending is mostly due to the household denar loans and loans with foreign
currency, while the corporate credit support continues to grow, but with a much lower
contribution in the total credit growth. The growth of deposit potential of the banks
mostly resulted from the increase of denar deposits, and to a lesser extent from for-
eign currency deposits, from both sectors and mostly by sight deposits.

The rapid spread of the new viral infection Covid-19 at the end of February 2020
has deepened the risks to the global and domestic economy. As a result to this, amid
low inflation and high level of foreign reserves, the National Bank reduced the policy
rate by 0.25 percentage points to 1.75%. This is the second reduction of the interest
rate in 2020 and should contribute to reducing costs of financing through bank loans,
in order to maintain the credit cycle and mitigate the effects of the negative shock on
the domestic economy, which will certainly have negative spillover effects on banks
activities. As of March 2020, relatively stable movements of the deposits of non-fi-
nancial entities can be observed. However, the economic effects as a whole are un-
certain and depend on the duration and instensity of this shock which is of a non-
economic nature.

Chart 85

Annual growth of components of assets (left) and liabilities (right) of the banking system
in %
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Chart 86 Structure of the assets (left) and liabilities (right) of the banking system

in millions of denars and in %
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Chart 87

Assets of the banking system
in millions of denars and in %
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As of 31.12.2019, total assets of
the banking system was Denar 549,969
million worth, which is an annual in-
crease of Denar 46,500 million, or 9.2%
(9% in 2018). On the assets side, the lend-
ing activity with non-financial entities and
banks’ liquid assets register a growth (primar-
ily overnight deposits with the National Bank
and placements in domestic government
bonds). On the liabilities side, deposits of non-
financial entities registered the highest annual
growth, and a certain contribution was made
by the increase of deposits of financial institu-
tions and liabilities based on loans to non-res-
idents, conditioned by the significant growth
of liabilities to parent entities.
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Financial intermediation in the Republic of North

Macedonia (up), EU countries and the region
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Source: NBRM, based on data submitted by banks, websites
of IMF, ECB and central banks.
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Amount of loans to non-financial entities
in millions of denars
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In 2019, the indicators point to
larger role of the banking system as fi-
nancial intermediary. Compared to most
EU countries under observation, financial in-
termediation in the Republic of North Macedo-
nia is lower yet similar to the analyzed coun-
tries in the region.

1.2 Loans to non-financial entities

In 2019, lending to non-financial entities
increased, but at a slower pace. The de-
celeration is mostly as a result of the
new credit risk management regulation
which requires banks to “clean up” the
non-performing loans from their balance
sheets®3. Loans to non-financial entities®* in-
creased by Denar 19,613 million, or by 6.1%
(7.6% in 2018). Analyzed by bank, four banks
(two large and two medium-sized) contributed
with 62.4% to the total annual growth of loans
to non-financial entities. The mandatory write-
off of non-performing loans which were fully
provisioned for more than two years had the
largest impact on the decelerated annual
growth (two years as of 30 June 2019)%. If we
exclude the effect from the mandatory write-
offs in the period June - December 2020, the
growth rate of total deposits would amount to
7.5%, which is at a similar level as at the end
of 2018.

The annual growth of the lending ac-
tivity mostly (83%) resulted from the
solid growth of household lending, while
the contribution of loans to non-financial
companies amounted to 20.1%. Loans to
non-financial companies increased by Denar
3,948 million annually, while the annual

8More details on the credit risk section of this report.

84 Loans to non-financial entities include loans to resident and non-resident non-financial entities, including loans to private and public
non-financial companies, central government, local government, non-profit institutions serving households (loans to other clients), sole

proprietors and natural persons (loans to households).
8More details on the credit risk section of this report.
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Chart 90 Growth of loans to non-financial entities
in millions of denars and in %
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Source: National Bank, based on data submitted by banks.
Chart 91 Structure of loans to natural persons,

by product
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by activity
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growth rate of these loans amounts to 2.4%
(4.7% as of 31 December 2018). The reduc-
tion of the annual growth rate of corporate
loans mostly resulted from the effect of man-
datory write-offs of non-performing loans®®.
Household loans®” in 2019 increased by Denar
16,281 million or 10.6% (11.4% excluding the
effect of mandatory write-offs in the period
July-December 2020), which is higher than the
growth in 2018 (10.4%). The significant
growth of household lending is also seen in the
approximation of the growth rate to the maxi-
mum value of its ten-year moving average.
The solid credit support to households contin-
ues to correspond with the net easing of the
overall credit terms, which was mostly pro-
nounced in the third quarter of 2019, and also
continued during the fourth quarter, but far
more moderately, as in terms of housing loans
(where the net percentage of banks which in-
dicating easing of the credit terms amounted
to 8.4%, compared to 58.5% in the third quar-
ter of the year, as well as the in terms of con-
sumer loans (where the net percentage of
banks indicating easing of the credit terms
amount to 0.2%, as opposed to 36.2% in the
third quarter of 2019). According to banks’
perceptions for specific credit terms, the esti-
mated net easing largely stems from the inter-
est rate, which is significantly pronounced in
both housing (more in the last two quarters of
the year), and consumer loans (more in the
first two quarters of the year). Competition
from other banks remains the most pro-
nounced factor that influences the net easing
of the credit standards of household loans.

On the demand side of household
loans, banks reported reduced demand for
consumer loans, in three of four quarters of
2019 (banks reported an increased demand
for consumer loans in the second quarter of
the year only). In doing so, banks estimated
“household savings” and “loans from other

8If we exclude the effect of the mandatory write-offs of non-performing loans for the period July-December 2020, the annual growth

of loans of non-financial companies would amount to 4.3%.

87 Consumer loans, overdrafts and credit cards are the most widely used credit products by households.
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Chart 93
Ten year moving average of annual growth
rates of household loans (up) and loans to non-

financial corporations (down)
in %
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not include the effect of the regulatory change to compul-

sory write-offs.
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Annual growth of the total lending to non-finan-
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banks” as factors that contribute to the reduc-
tion of the demand for consumer loans. In the
housing loans segment, in two of four quarters
of 2019, banks reported increased demand (in
the second and fourth quarter of 2019). Thus,
only “loans from other banks” are estimated
by banks as the factor which reduced the de-
mand of housing loans. All other factors
(“housing market prospects”, “consumer con-
fidence”, “non-housing costs”, “household
savings” and “other sources of financing”) are
estimated as factors which increased the de-
mand for housing loans®®.

With the consistent relatively high
growth of household loans, their structural
share in total loans increased, which on 31 De-
cember 2019 (49.9%) exceeded the share of
loans of non-financial companies in total loans
(49.1%). In six of the fourteen banks, the
share of household loans in the banks' loan
portfolio is higher than the share of corporate
loans. Thus, three banks from the group of
large banks account for 58.9% of total house-
hold loans at the level of the banking system.
By credit product, 67.3% of the loans to natu-
ral persons are intended for financing the non-
identified consumption by natural persons
(consumer loans, overdrafts and credit cards).

In 2019, denar loans with cur-
rency clause® had the largest (53.6%)
contribution in the growth of total loans
of non-financial companies, while the
contribution of denar loans® is slightly
smaller and amounts to 43.2%. Foreign

8 Source: National Bank’s Bank Lending Survey.

8Denar loans with currency clause increased by Denar 10,509 million or 12.7% on an annual basis, and within them household loans
increased by Denar 7,306 million (or 12.4%), while loans to non-financial companies registered a slightly lower increase of Denar 3,396

million (15.3%).

% Denar loans increased annually by Denar 8.469 million, or 4.5%. The growth of denar household loans was determined by household
loans (growth of Denar 8,657 million or 10.3%), compared to the lower loans to non-financial corporations (Denar 73 million or 0.1%).
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currency loans®! registered a modest annual
growth on an annual basis. In the currency
structure of total loans there is a growth of the
share of denar loans with currency clause,

Chart 95
Structure of total loans, by sector (left) and cur-
rency (middle), and structure of regular loans, by

maturity (right)* while denar loans continue to have the leading
o % structural share (57.7%).
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Annual growth of loans by sector, currency and maturity
in millions of denars and in %
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91 Foreign currency loans grew by Denar 635 million (or 1.3%) annually, almost entirely due to the loans to non-financial corporations
(Denar 625 million or 1.6%).

9L ong-term household loans increased by Denar 16,342 million or by 11.7% on an annual basis, and within them Denar loans registered
a growth of Denar 8,750 million, while the growth of denar loans with currency clause amounted to Denar 7,312 million.

93 Short-term loans reduced annually by Denar 1,895 million or 3.2%, almost entirely due to the loans to non-financial corporations
(decrease of Denar 1,826 million or 3.7%). Within the short-term loans of non-financial companies, denar loans decreased by Denar
2,539 million, while foreign currency loans registered a growth of Denar 702 million.
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1.2 Deposits of non-financial entities

In 2019, deposits of non-financial entities registered a significant growth and are still
the main source of financing bank activities (73.7% of total sources of assets). The annual
growth of the total deposit base of the banks (Denar 34,253 million) registered a certain deceler-
ation and amounted to 9.2% (growth of 9.4% in 2018). Analyzed by bank, 84% of the growth of
the deposit base resulted from deposits growth in four banks from the group of large banks.
Thereby, only one of fourteen®* banks registered a decrease in total deposits compared to 2018.

Households, which are traditionally the most important depositor in the Macedonian banking
system (share of 68.2% in total deposits) significantly increased their assets in banks in 2019, by
Denar 19,635 million, or 7.6% (9.5% in 20018). Deposits of non-financial companies regis-
tered a more moderate annual increase of Denar 13,905 million compared to the growth of house-
hold deposits, but their growth rate (13.8%) was a solid acceleration compared to 2018 (when it
amounted to 9.2%).

Analyzing the currency structure,
denar deposits made the greatest contri-
Chart 97 Stock of deposits of non-financial enti- bution (77.4%) to the annual growth of
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higher (50.7%) compared to the contribution
of the deposits of non-financial corporations
(48%). In both sectors, the growth of denar
deposits resulted from sight deposits®. For-
eign currency deposits registered an an-
nual increase (of Denar 8,203 million or
5.2%), which mostly resulted from household
sight deposits®®. Such movements contributed
to the growth of the share of denar deposits

339,281

322,797

122015 122016 122017 122018 122019 in the total deposit base, which at the end of
= Total depoists of non-financial entities 2019 amounted to 59.20/0 and |S by 1-7 per_
Source: National Bank, based on data submitted by banks. ~ ce€ntage points higher compared to 31 Decem-

ber 2018.

In terms of maturity, sight depos-
its®” almost entirely (98.8%) condi-
tioned the growth of the total deposit
base and registered the highest annual

% The Development Bank of North Macedonia AD Skopje is excluded from this analysis.

%The annual increase of denar sight deposits of non-financial companies amounts to Denar 13,113 million or 24.1%, while the annual
increase of denar sight deposits of households amounts to Denar 11,784 million or 20.9%.

%The annual increase of foreign currency sight deposits of households amounts to Denar 5,484 million or 12.4%. The remaining part of
the growth of deposits is due to sight deposits to non-financial companies, which registered a growth of Denar 2,291 million or 10.5%.
9In the annual growth of sight deposits, the contribution of denar deposits of non-financial companies amounts to 38.7%, while the
contribution of household denar deposits amounts to 34.8%. The contribution of foreign currency deposits of non-financial companies
in the annual growth of sight deposits amounts to 6.8%, while the contribution of foreign currency household deposits is higher and
amounts to 16.2%.

77



M‘ Report on the risks in the banking system in 2019

TR

e
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The analysis of the maturity structure of
household deposits in 2019 shows an increase
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Source: National Bank, based on data submitted by banks. ~ S€ts to 12.9% on 31 December 2019. Such
movements are mostly conditioned by the
growth of banks’ investments in domestic gov-
ernment Eurobonds (by Denar 7,858 million or
42.5%). In contrast, banks reduced their in-
vestments in treasury bills (by Denar 561 mil-
lion or 3.4%), while investment in CB bills re-
mained almost unchanged compared to 2018,
amid reduced key interest rate of the National

%The annual growth of long-term deposits is mostly as a result of the increase of household deposits by Denar 4,089 million (where the
contribution of denar deposits is 46%, while the contribution of foreign currency deposits amounts to 54%) and to a lesser extend due
to the increase of denar deposits of non-financial companies by Denar 1,489 million.

9Short-term deposits of non-financial companies decreased by Denar 2,983 million (or 21.6%), with denar deposits having the largest
contribution (62.5%). The reduction of household short-term deposits amounts to Denar 1,722 million (or 2,5%), which was mostly
(86.8%) conditioned by foreign currency deposits.

100 Including investment in associated companies.
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Chart 101
Maturity structure of household deposits
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10111 March 2019, based on the assessment of current economic and financial conditions, as well as existing risks, and in conditions of
absence of foreign exchange market pressures from the external sector and stable expectations of the domestic entities, with further
growth of total deposits and low and stable inflation rate, the National Bank reduced the key interest rate by 0.25 percentage points i.e.
from 2.50% to 2.25%. In the first quarter of 2020, the National Bank reduced the key interest rates on two occasions: in January, when
based on the assessment of current economic and financial conditions, as well as present risks, it was assessed that there was room for
further easing of the monetary policy and was decided to reduce the key interest rate by 0.25 percentage points, to 2.00%; and in
March, when in condition of high foreign reserves and low inflation movements, and in the presence of global risks, including the risks
from the spread of the viral infection Covid-19 (coronavirus), in extraordinary circumstances, a decision was made to ease the monetary
policy with another additional reduction of the key interest rate by 0.25 percentage points to the historically lowest level of 1.75%
(effective from 15 April 2020). The need for this last extraordinary reduction arose from the rapid spread of the viral infection of Covid-
19 globally, which deepened the risk in the domestic economy as well.
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Chart 102
Structure of total deposits, by sector (left), currency (middle) and maturity (right)
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Chart 103

Annual change of deposits by sector, currency and maturity
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In 2019, placements with banks and other financial institutions decreased by De-
nar 8,207 million, or 16,2%. A decrease was registered in all categories of placements (except in
loans of domestic banks)!%?, with the reductions of current account balances in foreign banks and
the reduction of short-term maturity assets of domestic banks abroad'®® having the largest con-
tribution. Total liabilities based on loans increased by Denar 2,845 million or 10.3%, on an
annual basis, which is almost entirely (97.9%) due to the growth of foreign currency liabilities
based on loans up to one month and the growth of long-term liabilities based on foreign currency
loans to non-resident financial institutions.

102The funds on the accounts and deposits with domestic banks in 2019 decreased by Denar 1,004 million, which is mostly due to the
reduction of term deposits of domestic banks in foreign currency for up to 1 month in two large banks and the growth of foreign currency
term deposits from 1 to up 3 month is one medium-sized bank. Domestic banks’ loans registered growth by Denar 235 million, or 1.6%.
103The annual decline of liquid assets on the accounts and deposits with foreign banks amounts to Denar 7,618 million (of 21.2%) and
was largely due to the decrease in their balances of regular foreign accounts in foreign currency (mostly in three large banks and one
medium-sized bank) and more significant reduction in term deposits abroad in foreign currency from one up to three months in one

large bank.
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Chart 104

Structure (left) and annual growth (right) of the securities portfolio
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Deposits of banks and other financial institutions continue to be a small source of
banks’ financing, with a share of 5.5% in total liabilities in 2019. The annual growth of the deposits
of banks and other financial institutions (of Denar 2,798 million or 10.1%) is mostly due to the
increase of foreign currency deposits of non-resident financial institutions up to one month and
growth of placements in foreign currency deposits of non-resident financial institutions from three

months up to one year.
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2. Profitability

The domestic banking system continued with profitable operations in 2019, but with
slightly lower profits compared to 2018. The decline in profits primarily arises from
the exhaustion of the effects of large non-recurring items from 2018, which led to
one-time and unusual high profit growth last year. The decrease in the net interest
income as the main income component of the banks also contributed to the decrease
in the profit, which in turn caused the narrowing of the net interest margin of the
banks. The decline in net interest income was mainly due to the faster decline in av-
erage interest rates on bank loans and the effects of lower interest rates on monetary
instruments. Net commission income recorded solid annual growth, which allowed
compensation of lower interest income. In 2019, various expenditure categories rec-
orded modest growth, but their contribution to the reduction of profit was more mod-
erate compared to the decline in revenues. Banks' costs for impairment, expressed as
a ratio of different income categories or average assets in 2019, reached historically
low levels (excluding the one-time effects of the 2018 impairment release). Amid such
movements in revenues and expenditures, the indicators of the return on capital and
reserves i.e. assets decreased, but are higher than their ten-year average.

The latest developments on a global and domestic level related to the global pandemic
of COVID-19, will certainly cause a decline in economic activity, which will inevitably
have a negative impact on the performance of banks. Although it is still difficult to
predict the duration and intensity of this global pandemic, it is quite clear that it will
significantly size the consequences on the financial performance of banks. On the
other hand, the initial reactions of the monetary authorities from more developed
countries, as well as the National Bank, indicate that the period of prevailing low and
even negative interest rates on low-risk investment alternatives will continue, which
may result in further pressure to reduce of net interest income and narrowing of
banks' net interest margin. Another limiting factor on the dynamics of different cate-
gories of non-interest income is the expected slowdown in demand for various finan-
cial services. It is also very realistic to expect a gradual increase in banks' costs based
on impairment for financial and non-financial assets, due to the greater likelihood of
increasing the non-performing rate on loans in conditions of significant economic
slowdown. All these developments can be expected to have an impact on almost all
major income and expenditure categories of banks and consequently on the further
maintenance of the current level of profit of banks.
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2.1. Profitability and efficiency indicators of the banking system

Chart 105 Dynamics of the presented total profit

of banks (top) and its annual change (bottom)
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Source: NBRNM, based on data submitted by banks.

The reduction of profit in 2019 was also due to the fall in total banks’ income (by 5%).
However, also if we exclude the effect of the large non-recurring items in 2018, total banks’ income
falls by 3.5%. This results from the fall in other banks’ income of 29.2%1%, i.e. 22.7% without
the one-time income from 2019!%, This was also due to the reduced net interest income that
banks earn from the traditional financial intermediation (by 2.4%). Given that the COVID-19 pan-
demic will cause a serious economic slowdown, there are prospects that this organic fall in banks’
income will continue at least during 2020, and even in the next years. This applies to the net
interest income, due to the continuation of the period of low interest rates at global level and the
initial shock of the credit demand, but also to the income from commissions and to the other
income, due to the negative effects on the real economic activity and the subsequent fall in the
total demand for financial services.

104 Besides the realized capital gain from the sale of a capital stake, the smaller other income in 2019, is due to the fact that in 2018
banks had increased income from the sale of foreclosed property due to uncollected claims.
105 One-time income in 2018 refers to the capital gain from the sale of a capital stake in an associate.
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Chart 106 Annual growth rate of the main income (left) and expenditure items (right) of banks
in percentage (down)
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In 2019, among banks’ income, an increase was registered in net commission income. This
shows that, in conditions of low interest rates and with significantly exhausted room for further
reduction of the cost for their deposit financing, domestic banks are increasingly oriented towards
finding alternatives with which they could offset the reduced contribution of the net interest in-
come to the formation of the rates of return. This can be performed in different ways, by increasing
the scope of the activities that generate commission income, by introducing new services or more
sophisticated business activities by banks, etc. The structure of the net commission income of the
domestic banks shows that most of this income results from the performance of payment services,
i.e. payment operations in the country, international payment operations and card operations,
which jointly form over two thirds of total net commission income in 20191,

The different categories of banks' costs also increased in 2019, but this had a smaller impact on
the annual decline in profit compared to the decline in revenues. Namely, total banks' expend-
itures grew by 4.0% on an annual basis, in which all categories of expenditures had
an appropriate share!”. If we exclude the effect of the release of impairment in 2018 due to
the large non-recurring item!%, total banks’ expenditures in 2019 would register even a decrease
of 3.2%. The fastest annual growth of 7.4% was registered in the banks' cost on the basis of
impairment of their financial and non-financial assets!'®. Moreover, the COVID-19 pandemic and
its consequences for the real economic activity will inevitably be reflected on the impairment costs.
The two key factors on which the effect of the COVID-19 pandemic on the impairment costs will

106 From the net commission income of the banks arising from the performance of other business activities, the largest contribution to
the total annual growth of net commission income was registered in the net income from all other activities, including activities in the
execution process, with a share of slightly below 27%. All other business activities of the banks contributed with about 13% to the total
annual growth of net commission income in 2019.

107 In the growth of total banks’ costs in 2019, the largest share of 46.5% was that of the growth of impairment costs, the growth of
staff costs had a share of 28.1%, and the growth of other operating costs, including general and administrative costs, as individually
the most important item, accounted for 25.4% of the annual growth of total costs.

108 1 2018, the banks presented smaller costs for impairment of financial assets due to the release of previously allocated impairment
in a total amount of Denar 1.1 billion as a result of a one-time unrepeatable event, i.e. the improvement of the credit risk with one
major corporate client.

109 If we exclude the effect of the release of impairment in 2018 due to the improvement of the credit risk with one major corporate
client from the comparison base for 2018, then the banks’ impairment cost in 2019 would decrease by 17.2% in 2019.
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depend, will be its duration, including the time that would be necessary for reviving the economic
activity and whether the same structural features will remain in the economy, i.e. the conse-
quences on the business behavior of economic agents, their financial position and the capacity to
generate revenues.

Chart 107 Distribution of the main income and expenditure items of banks, in absolute amount

(left) and in relative size (right)
in millions of denars (left) and in % (right)
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The annual changes in the income and expenditure items caused certain changes in
their structure in 2019. Regarding the income, the exhaustion of the effects of the large non-
recurring items from 2018 decreased the share of other income, at the expense of the increase in
the share of net commission income, but also of net interest income. Namely, net interest income,
despite the fall registered in 2019, remains the main component of total banks' income, with a
share of 64.6%. The changes in the structure of expenditures in 2019 were slightly smaller, mainly
through an increase in the share of staff costs and impairment costs, and a decrease in the share
of other operating expenses. Analyzed by groups of banks, the group of medium banks realized a
loss in 2019 (mainly due to the high impairment costs with one bank of this group), and the groups
of large and small banks had a smaller profit by 11.5% and 17.0%, respectively. These movements
of profits by the individual groups of banks led to an increase in the concentration of the profit in
the domestic banking system. Thus, the three largest banks according to the assets provided
90.2% of the total profit of the banking system in 2019 (79.6% in 2018).
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Chart 108 Contribution of the individual items to the annual change of the rate of return on aver-

age assets of banks (left) and the rate of return on average equity and reserves of banks (right)
in %
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Note: The chart shows the changes in individual components of profitability expressed as a share in average assets i.e.
average equity. The green and red bars indicate a positive and negative contribution to the growth of ROAA/ROAE,
respectively, in percentage points. ROAA and ROAE are expressed in percentages.

The decrease in the profit of the banking system also caused a decrease in the rates of return on
average assets (ROAA) and on average equity!'® (ROAE). Thus, at the end of 2019, these
rates of return were 1.27% and 11.66%, respectively, which is a decrease of 0.46 and
4.34 percentage points compared to the end of 2018. Generators of this decrease were the
narrowing of the net interest margin of banks, demonstrated through the reduced contribution of
the net interest income to the formation of the rates of return, for the second consecutive year,
as well as the fall in the contribution of other income due to the effect of the large non-recurring
item from 2018. However, despite the reduction in 2019, the rates of return are still at a relatively
high level compared to the performances in the past ten years, i.e. they are by 0.26 and 2.37
percentage points above their ten-year averages, which were 1.01 % and 9.29%, respectively.

110 Average assets and average capital and reserves are calculated as the average of their balance as of 31 December of the current
year and as of 31 December of the previous year.
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Chart 109 Dynamics of the rate of return on av-

erage assets (ROAA)
in percentage and in times
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and reserves in 2019, shows that the most im-
portant individual generator of its annual
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Note: The level of assumed risk is the ratio between the
average risk-weighted assets and the average assets at a
level of the banking system. Profit margin equals profit
(loss) after tax-to-total bank income ratio.

The net interest margin at a level of the banking system has been decreasing for the
fourth consecutive year. Moreover, unlike the past three years, in 2019, there was a slightly
more pronounced reduction of the net interest margin of 0.38 percentage points, thereby reaching
the historically lowest level of 3.38%. The reduction of the net interest margin in 2019 results

RWA _ P S A  RWA
— = —%—— % — % —— = PM %

111 The rate of return on average equity and reserves can be shown this way: : POAE = = 3«2 24

CR S A RWA S RWA CR A
RW Aturnover L * RBAratio, where P = profit after taxation, CR = average capital and reserves, S = total regular income, A = average
assets, RWA = risk-weighted assets, PM = profit margin, RWAturnover = risk-weighted assets turnover, L = leverage, RBAratio = ratio
of risk assumed.
112 The average of the level of assumed risk in the past ten years (2010-2019) was 74.22%, while the average of the level of leverage

in the same period was 8.93 times.
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from both the reduction of the net interest income (of 2.4%) and the acceleration in the annual
growth of the average interest-bearing assets (from 4.8% in 2018 to 8.6% in 2019). Moreover,
the reduction of the net interest income was almost entirely caused by the annual fall in interest
income of 1.8%, in circumstances when interest expenses recorded a slight growth of 0.2%. This
shows that in conditions of relatively low interest rates, which register a trend of decline, the room
for a further fall in the banks’ interest expenses has already been significantly exhausted, but on
the other hand the competition between them to serve in the credit market is gradually intensify-
ing. Hence, the trend of reduction of the ratio between the interest income and the average
interest-bearing assets accelerated in 2019, amid insignificant changes in the ratio between the
interest expenses and the average interest-bearing liabilities.

Chart 111 Dynamics of the net interest margin and its components for the entire banking system

(left) and net interest margin by individual bank (right)
in millions of denars (left) and in % (right)
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Source: NBRNM, based on data submitted by banks.

The financial intermediation with the households, in 2019 made the largest positive contribution
to the formation of the net interest income and consequently of the net interest margin of banks.
This positive contribution results from the growth of the interest income generated from the
household sector (by Denar 325 million, i.e. by 3.3%), due to the growth of household loans, but
also from the reduction of interest expenses (by Denar 66 million, i.e. by 3.0%). On the other
hand, the deposit-credit intermediation with the domestic non-financial companies, for the fourth
consecutive year, makes a negative contribution to the formation of the net interest income. This
is primarily due to the reduction of the interest income from non-financial companies (by Denar
272 million, i.e. by 3.8% in 2019), while the interest expenses from this sector registered a minimal
annual change (decline of Denar 3 million). Such movements can be explained by both the trend
of reduction of the interest rates and the slower pace of the credit activity to the domestic non-
financial companies compared to lending to households!!3. Also, a factor that contributes to the
negative contribution of the non-financial companies to the annual change of the net interest
income of the banking system is also the significantly smaller presence of the deposits of the

113 During 2019, the average annual growth rate of household loans was 9.9%, ranging from 9.4% to 10.6%, while the average annual
growth rate of loans to non-financial companies was 5.3%, ranging from 2.2% to 8.7%. In 2018, the average annual growth rate of
household loans was 10.3%, while the average annual growth rate of loans to non-financial companies was 4.0%.

88



‘ "»i Report on the risks in the banking system in 2019

domestic non-financial companies in the structure of the sources of funding for banks compared
to household deposits!!“.

Chart 112 Distribution of the net interest income of the banking system by sectors (left) and

contribution of the sectors to the annual change of the net interest income (right)
in millions of denars (left) and in % (right)
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Source: NBRNM, based on data submitted by banks.

Note: In the chart, the net interest income is presented without including the effect of the losses of the interest income
due to non-performing claims and the effect of the collected previously written-off interest claims. Other sectors include
local government, social insurance funds, nonprofit institutions serving households.

Other sectors have a more modest role in the formation of the net interest income of banks. The
net interest income from the central government, which is mostly comprised of the interest income
from government securities, made a negative contribution to the annual change of the net interest
income, mainly due to the trend of reduction of the interest rates on government securities!?>. It
should be noted that the non-resident sector, which usually has a negative impact in the formation
of the net interest income!!®, still makes a positive contribution to the annual change of the net
interest income, primarily due to the slightly faster growth of the interest income from non-resi-
dents in 20197, The domestic financial institutions in 2019 made a significant negative contribu-
tion to the annual change of the net interest income of banks, primarily due to the fall in interest
income from the National Bank of almost 20%, due to the reduction of the interest rates on
monetary instruments in 201918,

114 Puring 2019, the share of household deposits in total bank deposits averaged 69.0%, ranging from 68.2% to 69.7%. In 2018, the
average share of household deposits in total deposits was 69.4%.

115 Tnterest income from the central government in 2019 decreased by Denar 18.2 million, i.e. by 7.8%

116 This results from the fact that the domestic banks in the past few years usually have higher interest expenses to non-residents (due
to the use of subordinated instruments, loans from foreign financial institutions or non-resident deposits), compared to the interest
income from non-residents (which mainly results from the placements in foreign banks).

117 TInterest income from non-residents in 2019 increased by Denar 71 million, or 27.2%, interest expenses for non-residents increased
by Denar 17 million, or 2.4%.

118 Tn March 2019, the National Bank reduced the interest rate on CB bills from 2.5% to 2.25%, the interest rate on seven-day deposits
from 0.5% to 0.3% and the interest rate on overnight deposits from 0.25% to 0.15%.
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The reduction of the banks’ income categories
in conditions of a slight growth in cost catego-
ries in 2019 causedan interruption of the
trend of improvement of the operational
efficiency of the domestic banks which was
typical for the past ten years. Namely, the rela-
tive size of operating costs relative to total
banks’ income in 2019 increased by 3.8 percent-
age points. However, this ratio is significantly
lower than the average in the past ten years of
56.2%, which reflects the general improvement
of the operational efficiency of the domestic
banks in the past period. The same conclusion
also applies to the ratio of the operating costs
with the net interest income as the most im-
portant income component of the domestic
banks. In 2019, this indicator also deteriorated
by 3.9 percentage points, but is smaller by 8.5
percentage points than the average in the past
ten years which amounts to 86%. On the other
hand, the indicator for the ratio of the operating
costs with the average assets, in 2019 regis-
tered a modest reduction of 0.1 percentage
point, due to the slightly faster growth of the
assets (in 2019 of 9.2%) compared to the
growth of the operating costs (of 2.9%). At the
same time, this indicator in 2019 is significantly
lower than its average in the past ten years of
2.9%.
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Chart 114
Dynamics of the amount of the banks’ costs on
the basis of impairment of financial and non-fi-

nancial assets
in millions of denars
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The increase in the banks’ impairment
costs in 2019 was entirely caused by the
growth of impairment of financial assets
of Denar 844 miillion, i.e. by 25.1%. The
main cause for this increase in impairment costs
(with a share of around 70% of the increase)
was the exhaustion of the effects of the release
of impairment in 2018, as a result of the unre-
peatable event related to the collection of non-
performing claims.

Unlike this, the banks’ cost on the basis of im-
pairment of non-financial assets in 2019 regis-
tered a net positive amount (of Denar 123 mil-
lion), resulting from the release of impairment
due to the sales of previously foreclosed prop-
erty from uncollected claims by banks during
the year and consequently, the reduction of im-
pairment of non-financial assets.

Chart 115 Indicators for the ratio of impairment costs and different categories from the income
statement (left) and indicator for impairment costs in relation to average assets (right)

in millions of denars (left) and in % (right)
Source: NBRNM, based on data submitted by banks.
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The indicators that show the relative size of impairment cost relative to total income, net interest
income and banks' profits before impairment and taxation, in 2019, registered a certain increase.
This resulted from the exhaustion of the effects on the impairment of the one-time events in 2018,
but also from the fall in the income categories. If we exclude the effect of the one-time events in
2018, these indicators would actually register an annual reduction in 2019. The ratio of impairment
cost and banks’ average assets in the past few years registers a trend of reduction, and amounts
to 0.78% at the end of 2019. This value of the indicator is at a level of two thirds of its ten-year
average (of 1.18%), which is also the lowest level at the end of the calendar year during the past
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W

ten years!?®. Given that banks’ impairment cost as a rule has a pro-cyclical character and has a
tendency to return to the average values, but also considering that a slowdown in the global and
domestic economic activity lies ahead due to the consequences of the COVID-19 pandemic, this
component of banks’ costs has preconditions for growth in the forthcoming period.

2.2. Movements in interest rates and interest rate spread

Under the influence of the reduced interest rates on the instruments of the domestic
monetary policy, the low interest rates in the international money markets, especially
in the euro area, as well as due to the competition on the domestic credit market, in
2019, the banks' interest rates kept on decreasing!?°. Moreover, the reduction was slightly
more pronounced in the interest rates on loans, compared to the reduction in the interest rates
on deposits. Namely, at the end of 2019, the weighted average total interest rate on loans
amounted to 5.15% and decreased by 0.39 percentage points compared to the end of 2018, while
the weighted average total interest rate on deposits decreased by only 0.08 percentage points
and amounted to 1.37%. Analyzed by currency characteristics, the decline in 2019 was slightly
more pronounced in the average interest rates on denar loans (by 0.50 percentage points) and
denar deposits (by 0.17 percentage points)!2L,

119 The amount of additional impairment cost that would equal this indicator with its ten-year average is Denar 2,077 million, i.e. about
30% of the after-tax profit at a level of the banking system.

120 The analysis refers to the weighted interest rates of the banks in accordance with the interest rates statistics of the National Bank.
Weighted interest rate is the ratio between the sum of the products between ACR and individual amounts of each loan/deposit agree-
ment, and the sum of the individual amounts of each loan/deposit agreement. For more information on the interest rates statistics and
on the adequate methodological explanations visit https://www.nbrm.mk/statistika na_kamatni_stapki.nspx.

121 The reductions in the average weighted interest rates on denar loans with currency clause and on foreign currency loans in 2019
amounted to 0.26 and 0.37 percentage points, respectively. The average weighted interest rates on denar deposits with currency clause
decreased by 0.03 percentage points, while the average weighted interest rates on foreign currency deposits in 2019 increased by 0.01
percentage point.
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Chart 116 Interest rates on loans (top) and on
deposits (bottom) of banks, according to their
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Chart 117 Interest rate spreads according to the
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In conditions of a stronger reduction of the in-
terest rates on loans compared to the interest
rates on deposits, at the end of 2019 the inter-
est rate spread reduced to 3.78 percentage
points, whereby it is smaller by 0.32 percentage
points compared to the end of the previous
year. In terms of currency characteristics, the
spread between foreign currency interest rates
is lower by 0.51 percentage point compared to
the spread between denar interest rates.

Source: National Bank, based on data submitted by banks.
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Appendix 1: Concentration of non-performing loans of corporations

The concentration of loans according to some of their characteristics has a direct im-
pact on the volume and speed of the materialization of credit risk. This Annex analyzes
the concentration of the non-performing loan portfolio of non-financial companies,
according to their affiliation to certain economic activities, according to the number
and amount of non-performing loans, as well as the concentration of non-performing
corporate loans by individual banks. The analysis covers the period from 31 December
2015 to 31 December 2019.

Lending to the corporate sector provides considerable financial support for the activ-
ities of the corporate sector and is an important generator for the growth of the do-
mestic economy. Generally, this segment of the loan portfolio is characterized by a
lower level of granularity (higher level of concentration) and this is its inherent fea-
ture, which is appropriately present within the non-performing segment of corporate
lending. Thus, in the structure of non-performing loans to non-financial companies,
there is a high share of the 50 largest non-performing loans, as well as of loans in the
amount of over Euro 1 million. On the other hand, analyzed by the affiliation of the
clients to the individual activities, there is highest cumulative share of the non-per-
forming loans approved to the clients from the trade activity, the industry and the
construction sector. Namely, the business performances, the operational successful-
ness, the level and the sustainability of the debt of the corporate sector, as well as
the ability for regular repayment of the liabilities of the clients from these three ac-
tivities largely determine the quality of the total corporate credit portfolio of banks.
The domestic regulation on credit risk management registers a constant qualitative
improvement in accordance with the best and prudential international standards in
this domain, in order to prevent the creation of non-performing loans, but also to
stimulate faster and more efficient management of the already incurred non-perform-
ing claims by banks. In general, although the concentration of non-performing loans
to non-financial companies is decreasing, it is still relatively high.

Almost 80% of non-performing loans of
non-financial corporations are loans ap-
proved to customers in industry, whole-
sale and retail trade, construction and
activities related to real estate. In the
past period, the share of the loans approved
to the clients from these three activities in the
non-performing credit portfolio decreased by
almost 10 percentage points compared to the
end of 2017 when this share had the highest
value (88.6%). The downward trend of the
share of these three activities in the non-per-
forming credit portfolio of banks is due to the
reduced share of the non-performing loans of
the “industry” and trade activity at the level of
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Chart 118
Structure (top) and annual change (bottom) of
non-performing loans by individual activities of

non-financial companies
amounts presented in columns and % in labels (up)
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32.1% and 25.5%, respectively (versus 45.5%
and 28.4%, respectively, at the end of 2017).
This shift is mainly due to the conducted man-
datory write-offs of non-performing loans of
the clients from these activities, but also the
sale of the non-performing claims made by
one company from the “industry” and reclas-
sification of two major clients from the trade
to other activities. In contrast, the share of the
loans of the construction sector increased to
21.3% (after the lowest share of 14.7% as of
31 December 2017), while in “transport and
storage” it reached 7.9% (after the lowest
share of 2.5% as of 31 December 2017) as a
result of the shift to a non-performing status
of several major clients, in the analyzed pe-
riod. But this growth may also be related to
the changes in the definition of non-perform-
ing exposure. The higher concentration of
non-performing loans to non-financial compa-
nies to the clients from several activities is a
consequence of the greater orientation of the
credit activity to these activities, which, in
turn, is largely conditioned by the total volume
and structural features of the domestic econ-
omy. Hence, the business performances of the
companies from these activities are especially
important for the level of the quality of the
banks' loan portfolio.

The concentration of non-performing
loans to non-financial companies regis-
ters a decrease, which is more pronounced
according to the CR3 indicator!?? (by 15.1 per-
centage point, from 77.1% to 62.0%), and
more moderate according to the CR5'% indi-
cator'?* (from 86.6% to 88.0%), in the period
31 December 2015 - 31 December 2019. The
concentration of non-performing loans in the
three banks with the largest share in the non-
performing part of the corporate credit portfo-
lio decreases in the analyzed period, especially

122 The twice smaller share of the bank with the largest share in non-performing loans to non-financial companies (from 48.7% to

24.2%) in the analyzed period, should also be noted.

123 The CR3 indicator, i.e. CR5 also shows the share of loans to non-financial companies by individual economic activities of the three,
i.e. five banks with the highest value of loans in the total amount of loans for a certain segment, i.e. for the total corporate credit

portfolio.

124 As of 31 December 2019, the value of the CR5 indicator exceeds 90% in the individual analyzed activities.
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The analysis of the granularity'?® of the
non-performing credit portfolio com-
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125 The CR3 indicator reduces from 82.6% to 67.4% in “industry” and from 72.9% to 60.1% in “wholesale and retail trade”.

126 \With values of the CR3 and CR5 indicators of 83.2% and 95.3%, respectively. Namely, the value of the indicators for the concentration
of non-performing loans registers a more significant increase only in this activity, by 13.4 and 14.7 percentage points in the CR3 and
CR5 indicators, respectively, in the analyzed period.

127 With values of the CR3 and CR5 indicators of 60.1% and 91.0%, respectively.

128 Granularity is defined as the level to which the portfolio is divided, whereby the higher the granularity, the lower the concentration,
i.e. the better the portfolio is diversified. Hence, the granularity of the credit risk exposure shows to what extent it is divided into loans
to individual clients and shows the level of concentration through distribution of lending to individual clients.

129 In the charts for the structure of non-performing loans according to the amount of loans to an individual client, credit agreements to
the same client are aggregated and analyzed as a single amount.
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Chart 121
Non-performing loans of the most indebted non-
financial companies
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ments. The non-realization of the planned vol-
ume and dynamics of the inflows leads to ina-
bility for regular repayment of approved loans

in % in number

r 32,000

and their shift to a non-performing status, due
to which such loans are a major risk factor for
the level of concentration of non-performing
corporate loans. The non-performing credit
portfolio of companies composed of clients
whose non-performing loans are in the
amount of over Euro 1 million consists of a to-
tal of 46 loans. The structure of non-perform-
® lss0| iNg corporate loans larger than Euro 1 million
= 67 is predominated by loans to the clients from
#®| industry (14 loans) with a share of 41.4% at
the end of 2019. Despite the downward shift,
there is also a relatively high share of the 50
largest non-performing loans to enterprises
(out of a total of 1,410 non-performing loans
to individual enterprises!3®), which amounts to
63.5% of the total non-performing loans to
enterprises. Moreover, the share of the 10
largest non-performing loans is 32.5%%3!.
Namely, for the 10, i.e. 50 largest non-per-
forming loans, the banks have also allocated
the highest amount of impairment, and thus
the highest coverage with provisions!3? rela-
tive to the coverage for the overall sector of
“non-financial companies”. In this way, the
negative effects of a possible complete default
on non-performing claims are limited.

r 31,500

r 31,000

r 30,500

r 30,000

12.2015 12.2016 12,2017 12.2018 12,2019

mmm Other non-financial companies with credit exposure (left scale)
=== 201 - 300 most indebted non-financial companies (left scale)
101 - 200 most indebted non-financial companies (left scale)
51 - 100 most indebted non-financial companies (left scale)
11 - 50 most indebted non-financial companies (left scale)
mmm 10 most indebted non-financial companies (left scale)
Number of non-financial companies with credit exposure (right scale)

Source: National Bank’s Credit Registry, based on data sub-
mitted by banks.

Chart 122
Concentration of non-performing loans to individ-

ual clients, approved to non-financial companies
in % in number

T 2,800

r 2,400
r 2,000

r 1,600

Analyzed by individual activities, rela-
tively low granularity (high concentra-
tion to individual clients) is registered in
the non-performing credit portfolio com-
posed of clients who deal with construc-
tion, where 74.1% of the amount of non-per-
forming loans account for loans larger than
Euro 1 million (these are 10 construction com-
panies with a share of 25.6% in the total non-
performing corporate loans which analyzed by
an individual amount exceed Euro 1 million),

- 1,200

12.2015

12.2016 12.2017 12.2018 12.2019

mmm Other non-performing loans to non-financial companies (left scale)

mmm 41 - 50 largest non-performing loans to non-financial companies (left scale)
31 - 40 largest non-performing loans to non-financial companies (left scale)
21 - 30 largest non-performing loans to non-financial companies (left scale)
11 - 20 largest non-performing loans to non-financial companies (left scale)

mmm 10 largest non-performing loans to non-financial companies (left scale)
Number of non-performing loans to non-financial companies (right scale)

Source: National Bank’s Credit Registry, based on data sub-
mitted by banks.

130 The number of non-performing loans to non-financial companies is smaller by two times compared to the end of 2015 when their
number was 2,661.

131 The share of the 10 and 50 largest non-performing loans in the total non-performing loans to enterprises was the highest at the end
of 2017 and amounted to 51.5% and 80.3%, respectively.

132 The coverage of the 10 and 50 largest non-performing loans with impairment is 83.7% and 78.2%, respectively, whereby it is higher
by 15.2 and 9.8 percentage points, respectively relative to the coverage of the total non-performing loans to enterprises (68.5%).
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Chart 123 and only the ten largest non-performing loans
Structure of non-performing loans to construc-  (out of a total of 151 non-performing loan to
tion companies according to the amount of construction companies) comprise almost
loans to an individual client (top) and concen-  75% of the total amount of non-performing

tration of non-performing loans to individual cli-  loans to construction companies (83.4% as of
ents from the construction sector (bottom) 31 December 2015). Thus, in this segment of
in % the total credit portfolio of banks, the migra-

10 tion of a relatively small number of clients,

from regular to a non-performing status,
caused a relatively high deterioration of credit
quality indicators (e.g. the share of non-per-
forming to total loans). The concentration of
the non-performing loans of the construction
sector is also evident through the high share
of bullet loans (40.5%), restructured (41.2%)
and prolonged loans (20.0%) in the non-per-
forming credit portfolio of this sector at the
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21 - 30 largest non-performing loans to construction companies (left scale)
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Number of non-performing loans to construction companies (right scale)

Source: National Bank’s Credit Registry, based on data sub-
mitted by banks.
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Chart 124

Structure of non-performing loans to compa-
nies from the industry according to the amount
of loans to an individual client (top) and con-
centration of non-performing loans to individual

clients from the industry (bottom)
in %
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Source: National Bank’s Credit Registry, based on data sub-
mitted by banks.
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There is also moderate concentration to
individual clients in the portfolio of non-
performing loans to the companies from
the “industry”, where the loans larger than
Euro 1 million comprise 53.1% of non-per-
forming loans (a decrease of almost 20 per-
centage points, compared to the end of 2015).
The ten and thirty largest non-performing
loans (out of a total of 216 non-performing
loans) account for 68.5% and almost 90%, re-
spectively, of the total non-performing loans
approved to the clients from this activity
(46.1% and 74.3%, respectively at the end of
2015). The increased share of the clients
ranked from 11 to 30 according to the amount
of non-performing loans indicates an upward
trend of the concentration in terms of the
number of clients. Generally, it can be consid-
ered that the concentration in the non-per-
forming portfolio of the “industry” is at some
moderate/acceptable level according to the
amount and number of non-performing loans.
Slightly higher granularity is registered
in the non-performing credit portfolio
composed of loans approved to the cli-
ents from the trade activity, where the
loans larger than Euro 1 million account for
44.7% of the total non-performing loans
(62.9% as of 31 December 2015), and the 50
largest non-performing loans (out of a total of
604 non-performing loans to the clients from
the trade activity) represent 80.3% of the total
non-performing loans to trade companies
(76.9% as of 31 December 2015). In terms of
amount, non-performing loans up to Euro 500
thousand account for about one third of the
total non-performing loans of the trade activity
(26.3% at the end of 2015). Despite the
downward trend of the concentration, i.e. the
higher granularity of the non-performing
credit portfolio of the trade activity, the con-
centration of non-performing loans is still at a
moderate level according to the number of cli-
ents. Namely, almost 60% of the non-per-
forming credit portfolio composed of clients
from the trade activity is concentrated in the
20 largest non-performing loans. According to
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Chart 125

Structure of non-performing loans to trade
companies according to the amount of loans to
an individual client (top) and concentration of
non-performing loans to individual clients from

the trade activity (bottom)
in %
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Number of non-performing loans to trade companies (right scale)

Source: National Bank’s Credit Registry, based on data sub-
mitted by banks.
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the amount of non-performing loans, the con-
centration of non-performing trade loans is
relatively low whereby by about 22% of these
loans are distributed in the intervals from Euro
500 thousand to Euro 1 million, over Euro 1
million to Euro 2.5 million and over Euro 2.5
million to Euro 5 million.

The share of non-performing loans in the total
credit exposure in the portfolio of non-financial
companies to which banks have the largest
credit exposure (see Chart 9) is maintained at
a relatively low level. Higher share is regis-
tered in the companies from the “industry” and
the construction sector, in which the non-per-
forming loans of the largest clients account for
about 7%, on average, of their total credit ex-
posure with banks.

The analysis of the level of concentration
of non-performing loans by individual
activities indicates an increase in the
concentration according to the number
of non-performing loans (given the fact
that the total number of non-performing loans
to individual clients is halved), but simultane-
ously higher granularity according to the
amount of non-performing loans (in the ana-
lyzed period 31 December 2015 - 31 Decem-
ber 2019). Hence, it can be concluded that the
non-performing credit portfolio to the individ-
ual activities at the end of 2019 is concen-
trated on a smaller number of loans, which are
also approved in smaller amounts.



Chart 126

Concentration of non-performing loans to individual clients, approved to non-financial companies
(top left), to construction companies (top right), to companies from industry (bottom left) and to

trade companies (bottom right)
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