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FX reserves management under

unfavorable market environment




Market environment
Eurozone

ECB’s PSPP objectives: Germany Sovereignh Curve
« Improving broader financing conditions by reducing sovereign yields —
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Market environment
USA

US sovereign yield curve shift
predominantly affected by the FED
monetary policy

FED policy rate in line with the

upward trend of the PCE core deflator

FED Policy USA Sovereign Curve
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FX reserves management

In current market environment, CBs face two issues:
» internal -changing rationale for holding reserves as they grow and

> external issues - the state of markets and the level of yields
Combination of this issues determines the CB'’s profile in reserves management

Market position

Blocked

Market-mover

Price-taker

Small

In this area CBs have to
behave as MARKET
managers

In this area CBs largely

In this area CBs are

actas LIQUIDITY predominantly
managers INVESTMENT managers
Inadequate Sufficient Comfortable Surplus

Size of
Significant  reserves

NBRM in the group of Price Takers and with a role of combined Liquidity and Investment

manager

Source: Current Issues in central bank reserves management, John Nugée, 2015 at Workshop No.20, OeNB


https://www.oenb.at/en/Publications/Economics/Workshops/2015/Workshop-No.-20.html

FX reserves management
Macedonia

Changing environment, low and negative yields in long period urge for strategic
orientation towards changes in portfolio management

-

m Investment Behavior Portfolio changes

e Insufficient compensation of e Search for yield and e Currency diversification (USD,
risk preservation of capital AUD, CAD, other)
e Low and negative rates e Increase in market risk ¢ Extended duration for EUR
(EUR) tolerance (currency risk and o Added new instruments and new
e Compressed spreads duration) issuers (larger exposure to
e Diverging monetary policies e Increase in credit risk financial institutions and non-
o Market disturbances due to tolerance core EZ)
political risk * Extending the scope of e Increased HTM portfolios
eligible assets « Increased active portfolio
(predominantly into money management (RVT, derivatives,
market, covered bonds, futures)

corporate bonds)



FX reserves management

Purposes of FX reserves holdings
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Monetary policy purpose:
» Exchange rate targeting strategy — peg to EUR

(B intervenes in the FX market

Precautionary objectives (insurance against

shocks):

» Buffer against balance of payments shocks

» Investor confidence in the country’s ability to
meet FX obligations, and to reduce cost of
external funding

« Emergency liquidity assistance to banking
sector - in case of market disruptions

* Funds in case of national disasters and
emergencies

Other objectives
* Generate income to cover operational costs

(protect Central Bank independence)
» Preserve wealth for future generations

Macedonia
Investment
principles/objectives
(" )
% Safety - Capital
preservation
\ J
( )
% Liquidity - Liquidity
provision
\_ 4
( )
< Profitability —
Income generation
& J




FX reserves management
Macedonia

Country’s profile — small and open
economy with exchange rate commitment to

...supported by structural changes in the economy that

encouraged FDI entrants with effect on export diversification

EUR; and CA deficit lowering
GDP has grown over the last couple
of years - despite several external and internal Exports by SITC (in %)
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FX reserves management
Macedonia

Exchange rate regime / currency
of intervention

Currency structure of trade
Currency composition of
external debt

important factors of FX reserves
currency composition and tranching

Before
Tranche 2016 Present
Operational | |
' portfolio /

export import
E Other E EUR
EUR/

Average for the period 2013-H1.2017 - -
Liquidity some USD/

ortfolio
Gross external debt P other

EUR =82%
EUR

Investment EUR (trading/HTM)

portfolio usD USD (at the

mUSD (Trading/HTM) diversification mon:,(-el-%only
\ ]

= EUR A currencies
B Other

Average for the period 2011-Q1.2017



FX reserves management
Macedonia

FX reserves on a generally growing path

Increased by 1.6 times in absolute terms as compared to the pre crisis-level (2008) and are constantly maintained
at adequate level

3,000 1 FX reserves r 350 L Adequacy of the FX reserves
- 30,0
2,500 - *. R _
- 20,0
2,000 - 50 1
1,500 - & '
5.0 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017*
mmmm Monthly coverage of imports for the next year
1,000 - - 0.0

2007 2009 2011 2013 05 2017 #  FXreserves/Short-term debt, resiudual maturity

== EUR mil o 95 0f GDP, 1.5, — Adequatelevel of FX reserves- IMF rule
*GDPis accordingto NBRM projections. *MNBRM projections,



FX reserves management
Macedonia

Macedonian FX reserves around the average of the countries with ER

commitment

35.0 Countries with ER ancor 45.0 1 Countries with floating/manage float ER
Gross foreign reserves, in % of GDP Gross foreign reserves, in % of GDP
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Source: IMF data. Source: IMF data.

*Latvia joined the Euro in 2014; Lithuania in 2015.



Governance, Accountability and

Oversight




Governance, accountability
and oversight

NBRM strives to maintain sound
financial position — does to protect

For NBRM - FX reserves management is important
function set by the law

> FX reserves - predominant item on the asset side of the Balance
Sheet
» On liability side - monetary liabilities, and government deposits

financial and policy independence

Assets Liabilities
2017
2016
2015
2014
2013
2012
2011
T T T T T 1 .\_\_C\_I\. EIE EIE EIE EIE EIE
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— ®E Foreign Liabilities
H Foreign Assets e Currency in circulation
H Advances to/daims on banks & Banks depnﬁrtﬁ
) I Monetary instruments
d Monetary instrurments H Government Deposits
H Government adwvances E Other liabilities

E Capital and reserves
W Other assets w Other liabilities



Governance, accountability
and oversight

Clear segregation of responsibilities on strategic, tactical and operational level — VERTICAL GOVERNANCE
Separated portfolio management activities from - performance measurement, risk control and compliance, accounting and

settlement — HORIZONTAL GOVERNANCE

Adopts Policy for FX reserves management in which sets/approves:
objectives and investment horizon
NBRM Board risk/return preferences
criteria for portfolio tranching and for determination of strategic currency structure
eligible asset classes
acceptable credit rating for investments

Adopts Guidelines for FX reserves management in which approves/sets:
strategic benchmark portfolios
strategic currency composition
additional criteria for eligible asset classes and issuers
risk budget in accordance to Board risk/return preferences
Governor makes the decision on the members of Investment Committee

Governor

Works under the Policy set by the Board and Guidelines defined by the Governor
Adopts annual portfolio allocation, tactical currency composition and tactical duration

Investment Review and decides on taking tactical positions

Committee
Conducts oversight on the implementation of the Policy, Guidelines and on all operational processes for

reserves management

Financial Markets Operations Department R Accounting Department
Department

Risk management  Division for
Division market analysis and reconciliation in GL

control over acconting of transactions

FX management Division Back office division

portfolio management
activities (yield curve
exposure, sector allocation,
security selection)

limit compliance  macroeconomic
performance and market
reporting developments

settlement and cash management

activites, accounting of transactions IELREDCNN] G DO



Governance, accountability
and oversight

Investment Committee - Chairperson: Vice Governor — Sector for Financial Market Operations and

Payment System, member DFMO (5), PSD (1), FACD (1)
IC meets on regular monthly basis. More frequent meetings if needed as well

Governor's Office
Bogoljub Jankoski, Head of Governor’s Office
International Relations Unit
Relations with the European Union Sub-Unit
International Cooperation Sub-Unit
Publication Services Unit

Organizational Chart
of the National Bank of the Republic of Macedonia Governor ‘

Dimitar Bogov

Internal Audit Department

Museum of the National Bank
Library and Archive of the National Bank

Human Resources Department
Human Resources Development Unit
Unit for Organizational and Personnel Matters and

Division of Supervision,
Banking Regulations and
Financial Stabili
Milica Arnaudova-Stojanovska,
General director

Fi ial i and L

Sector of Monetary Policy,
Research and Statistics
Anita Angelovska-Bezhoska,

Vice Governor

Regulations Department
Financial Stability Unit
Banking Regulations Unit

Department of Off-Site

Supervision and Licensing

Off-site Supervision Unit

Unit for Licensing and Corrective
Measures

Unit for Regulatory Reporting and
Administrative Issues

Department of On-Site

Supervision

Unit for On-Site Risk Supervision

Unit for Control of the Compliance
with the Regulations of Banks,
Savings Houses and Non-Banking
Institutions

M y Policy and Research
Department

Monetary Developments Unit

External Sector Developments Unit
Real Sector Developments Unit
Economic Modeling and Projecting Unit

Statistics Department
Monetary Statistics Unit
Unit for Production and Dissemination
of External Statistics
Unit for Compilation of Data
for External Statistics
Sub-Unit for Portfolio, Direct Investments
and Trade Credits
Financial Accounts Statistics Unit

Qctor of Finéncial Marg

Operations and Payment
Systems
Maja Kadievska-Vojnovic,
Vice Governor

Fir ial Market Oper

Department

Liquidity Forecasting Unit

Monetary Instruments and
Domestic Markets Unit

Foreign Reserves Management Unit

Risk Management Unit

Financial Markets Analysis Unit

Y Depar

Back Office Unit

Payment Systems Policy and
Development Unit

Payment Systems Oversight Unit

Government Foreign Payments Unit

Operations Unit

Financial, Accounting and Control

Department

Accounting Unit
Issue Accounting Sub-Unit
Sub-unit for Financial and Material
Accounting
Accrual Accounting and Cash
Operations Sub-Unit

Accounting Policies and Financial
Reporting Unit

Planning and Control Unit

- J

Sector of Cash
Management and
Information Technology
Fadil Bajrami,

Vice Governor

Banknotes Department

Unit for Manufacturing of and
Operations with Value Papers
Value Papers Manufacturing Sub-
Unit
Sub-Unit for Operations with Value
Papers — Skopje

Unit for Operations with Foreign
Currency, Precious Metals and
Counterfeiting Expertise
Counterfeiting Expertise Sub-Unit
Sub-Unit for Operations with
Foreign Currency and Precious
Metals

Processing, Selection, Disintegration
Unit

Information Technology

Department

IS control and security

IT Infrastructure Unit

Database Unit

IT Services Unit

Projects and Products Management
Unit

Programming Unit

Payment Systems IT Support Unit

Compliance with Regulations in the Field of Labor Relations

Central Services Sector
Janche Lekovski,
Secretary General

Legal Affairs Department
General Legal Affairs Unit
Compliance Unit

Public Procurement Department

Planning, Analysis and Reporting Unit

Public Procurement Preparation and
Implementation Unit

Contract Implementation Unit

Technical Maintenance, Security and
Archive Department
Technical Maintenance Unit
Transport Subunit
Current and Investment Maintenance
Subunit
Security Unit
Surveillance and Technical Security
Subunit
Physical Security (PS) and Fire
Protection (FP) Subunit
Documentation and Archiving Unit
Office Operation Subunit
Archive Operation Subunit



Reserves management continuously is
supported by

Legal Department

- reviews and gives opinion on agreements with
counterparties

- reviews compliance of Policy and Internal
Guidelines to NBRM Law

- discussions for assigning dedicated lawyer

IT Department
- internally developed IT systems for risk
management

OVERSIGHT

Internal Audit Department reports to the
NBRM Board about the adequacy of internal policies,
procedures and processes

External Audit control — NBRM performance,
and within it, to FX reserves management process -
findings are submitted to Board and published on web
site of NBRM

Governance, accountability
and oversight

TRANSPARENCY

On monthly basis - Statistics Department
publishes data on FX reserves

On quarterly basis - regular reports for the
reserves management are submitted by the IC
to the NBRM Board and to Minister of Finance

On annually basis - as part of NBRM report,
FX reserves management report is prepared



Governance, accountability
and oversight

RAMP client from July 2014 till now

Beneficial decision for FX Reserve Management
process - better institutional and operational set up

Full revision of the processes towards more active
portfolio management, strengthened risk procedures
and back office function

Gained skills have led to augmented overall
confidence in FX Reserve Management— as one of the
core CB’s functions



Challenges — summing up

Impossible Trinity in time of low and negative yields’ environment
within the given country specific factors: Safety, liquidity,
return....Which is the first?

The pressing need for good governance and oversight in reserves
management has been emphasised in recent years

Fundamental decision in FX reserve management is proper asset
allocation
« but, this is constrained by country specific factors (FX rate regime, reserves
volume, countries liabilities)
Low yielding environment forced to employ diversification
« NBRM undertook currency as well as asset diversification, but limited in scope
« In expectation of rising yields environment on global markets, shortening
durations and orientation to money market instruments
Given the rising challenges - the investment process must remain
guided by sound investment principles and solid risk management
policies - Impossible Trinity should be reached



THANK YOU FOR YOUR ATTENTION!

http://www.nbrm.mk

n https://www.facebook.com/nbrmkd

g https://twitter.com/narodna banka
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