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EXECUTIVE SUMMARY

On 5 August 2002 Deoitte Touche Tohmatsu Emerging Markets, Ltd. (Emerging Markets
Group) and the United States Agency for International Development (USAID), through its
Regiond Contracting Office (RCO), sgned contract PCE-1-00-99-00008-00 for the
implementation of the Macedonia Financid Sector Strengthening Project (“MFSSP” or “the
Project”).

The purpose of the MFSSP isto provide:

1) Assiganceto the commercia banking system:

2) Assgancein investment promotion and in the building of avigble capitd market;

3) Assgancein accounting reform and strengthened financid reporting among
enterprises,

4) Assgancein pension reform to include strengthening of the pillar one systlem and
design and planning work for apillar two system; and

5) Assganceinarange of other areasto include insurance supervison, lega reform,
SME finance, and NBFI development.

The Macedonia FSS Project supports USAID/Macedonias Strategic Objective 1.3 —
Acceerated Development and Growth of the Private Sector. The SO 1.3 is linked to other
initistives currently occurring in the region, however, this activity’s Intermediate Results
consistsof: I.R. 1.3.1, Bank and Non-Bank Financid Inditutional Strengthened.

This Annud Report is a summary of activities that includes the Project’s commencement and
activities during 2003. It is provided in accordance with Section F.11 (C)(1), of the Contract
for Services No. PCE-1-00-99-00008-00 (the “Contract”). The subsequent chapters of this
Report will discuss in depth each technical area encompassed within the MFSSP.

During the 2003 fiscd year, the Macedonia Financid Sector Strengthening Project met a
number of its key benchmarks and milestones. In addition to employing a number of locd
professonals and severa short-term technical assgtants, the Project has developed effective
working relationships with the counterparts in the Macedonian Government.  The Project has
seen a number of changes since its origind inception in August 2002:  there was the addition
of the Treasury Securities advisor and related activities, and dthough there was a dight
decrease in the area of Banking activity, this will be supplemented by the addition of a
Financid Regulatory specidist and an Investment Promotion advisor in 2004.

We have enhanced our cross-cutting activities within the MFSSP project, and with other
USAID projects as wel as other multilaterd donor projects in Macedonia.  Frequent
communication and interaction with other projects is an essentiad eement of the nature of the
MFSSP project. The MFSSP was designed to achieve the overarching goa of establishing
and promoting linkages and cross-cutting dements in the overdl deveopment of the financid
sector. Each area of the project’s progress is highly dependent upon the other — making this a
uniquely interdependent, systematic and dl-indusve devdopment activity.  Highlights from
each of the technica aress that represent developments over the past year are summarized
below:
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In the Accounting area, the Project administered the certification exam in Financid
Accounting, Auditing and Managerid Cost Accounting. Nineteen of those taking the
exam (25%) passed, bringing the number of certified auditors in Macedonia to 91. In
addition, the Project made dgnificant progress in deveoping the accounting and
auditing SRO.

In the Banking area, the Project assessed the leve of interest in the establishment of a
credit information bureau and identified a private sector counterpart to assg in the
cregtion of a credit information center. We assigted in reviewing accounting practices
for commercid banks and issued a report and training materids on the rdevant
internationa financia reporting tandards.

In the Penson area, we have made noteworthy progress in the establishment of the
Penson Supervisory Agency in dl aspects, such as development of the organizationd
dructure, budgeting, by-laws, regulaions, as wdl as a detalled criticd path andyss.
The Pensions Advisor has dso worked closdy with the World Bank in heping the
Macedonian government establish the pensions reform program.

In the area of Capita Markets, the Project has served as a close advisor to the SEC,
and very often provides technica guidance to the SEC, the MSE and the CSD
regading a range of issu.es. The Project has dso provided a review of the
Macedonian Securities Legidation and compliance with 10SCO, among other
legidative reviews.

In addition, the Project has adso hired a consultant to assist in the establishment of a
Treasury Securities market.

On the Budgeting and Contractual issues, there have been some periods over the last year of
ggnificant activity, manly attributed to increased <hort-term consultant  utilization. In
addition, Other Direct Costs (ODCs) have remained fairly consigtent throughout the year.
The use of funds for M SFFP has not exceeded the budget projections.

Oveadl, in 2003, the MFSSP has made successful inroads in establishing close links to the
Government of Macedonias counterparts.  This Project is truly a next generation economic
reform program that was designed to leverage the combined components and create Synergies
within the devdopment of the financid sector — we have indeed seen dggnificant
advancement in this regard. The MFSSP is optimigic that it will continue to meet and
exceed itstargets for the following year.
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1. KEY HIGHLIGHTS OF THIS YEAR'S ACTIVITIES
1.1 Major Accomplishments from the past year

During this year, the MFSSP team achieved a number of results in the overdl Activity.
Bdow we present the mgor accomplishments that show dSgnificant progress for esch
technica area of the MFSSP.

Ovedl Project

Although not required under the terms of the Task Order, the Project prepared and
ddivered an 81 page Inception Report detaling updated status in each sector, comments
and adjustments proposed, related efforts by other projects and donors, possible obstacles
and priorities and itemization of the work in each sector. The report dso identified
croscutting issues within the project, linkages to other USAID projects and linkages to
other donor programs. This Inception Report formed the bass of the Project's
discussions with USAID on start-up and planning.

We gave numerous presentations in support of the Project’s work:

The Pension Reform Roundtable sponsored by the World Bank —COP
presentation concerning the intersection between penson reform and the capitd
markets, insurance, accounting and banking sectors.

NBFI Forum sponsored by FULM Savings House — COP presentation in support
of the development of the NBFI sector in Macedonia describing the current status
of the financia sector and near-term efforts underway. The presentation was
covered by the newspapers.

MSE 7" Anniversary Roundtable sponsored by the MSE — COP presentation on
the future of the Macedonian securities markets. The comments were carried on
televison news and the newspapers.

Listed Company Conference sponsored by the Project — COP keynote address
outlining the structure of the Macedonian securities markets.

Broker’s Certification Review Course sponsored by the SEC — COP presentation
on “Ethics and Professondiam”, the firg time this subject has been taught as part
of the review course.

Mission Director Briefing for USAID — 3 % hour briefing for the Misson
Director by the Project

We supported the US Embassy’ s Economics Office by

Helping draft a cable on Macedonian banking system: At the request of the
embassy we prepared an extensve memorandum detalling the datus of the
banking sysem which was used as background materid for an officid State
department cable.
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Briefing Material for Ambassador: At the request of the embassy we prepared
background materid entitted “Recent Developments in the Macedonian Banking
System” for the US Ambassador’ s visit to the IMF in Washington.

Performing an Inquiry into Auction of State-owned shares. At the request of the
Embassy, the Project performed an inquiry into one of the auctions of State-
owned shares during which the bid of an American company was regjected by the
MSE as lae  After receving the dectronic audit trall, other supporting
documents and interviewing the MSE's Director and IT daff, the Project
concluded that the US company’ s offer was rejected for proper reasons.

The Project dso provided input to the Minigtry of Finance as it prepared its policies to be
presented to the Council of Minisers. This input concerned the role of financid system
reform in promoting economic growth.

Accounting

- Certification Exam: The catification exam in Financial Accounting, Auditing

and Managerid Cost Accounting was given during the month of May. The exam

was updated to be fully compliant with 1AS, 1SA and IFAC, and aso to reflect

advanced theories designed to raise the standard of the examinaion. The Project

has edablished credibility through the implementation of higher security and

internal controls. Recent results of the certification exam reflect an average 30%

pass rate (19 successful candidates) from 5% a year ago. The number of certified

auditors in Macedonia now totas 91. In addition to the exams being IFRS
compliant, the technica standards have been improved to an ACCA Leve 3.

SRO Development: The deveopment of the SRO has been a chdlenging one
over the last year. IFAC suspended SOYUZ nembership and the Ministry gave
tacit approva to begin formation of a new SRO. After severd months of dow
developments, however, the Project called for a specid meeting with the Deputy
Miniger to emphasize the lack of progress on the Accounting SRO. The Project
drafted the required modifications of the Accounting SRO's by-laws and charter.
The modified exiding by-laws are now compliant with IFAC standards and these
have ganed virtud universd acceptance by the Minidry of Fnance and the
World Bark, including amgority of potentid members.

University Participation. The Project has established new IFRS compliant
curricula in 2 univerdties, and actively lectures in 3 universties  This is
ggnificant progress, as in the previous years, the universties were not willing to
consder outsde educationd assstance. Of particular note is the concurrence on
the part of the schools to adopt the project’s idea to offer courses, in addition to
the standard offerings, that would be acceerated and be commensurate with
ACCA dgandards. These courses are for students who intend to be professona
accountants or auditors and prepare for the cetification examination. Short term
consultants have been retained to contribute to Continuing Professond Education
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(CPE) and adult education and to some extent participate in the development of
the SRO. These CPE courses are being held now.

Trandation of Accounting/Auditing Texts and Materials. As part of the CPE
program, the Project trandated a compilation of accounting textbooks into a 450
page manud. It has recaived wide acceptance. Similar trandations were done on
agmaller scalefor thereview of courses.

Modification of Current Law(s). The Project has been active in the Profit Tax,
Leasng, Audit and Trade Company Law companies. Participation on the
Company Trade Law committee has now been completed and the law is now in
paliament.  Further project involvement is contingent on the outcome of any
proposed amendments. The Audit Law is in the process of review and further
discussons will be held before the law is submitted to parliament. The project
dso had very intengve involvement with the Leasing law. The project has been
asked to conduct courses to enterprises and ministries to assist in the accounting
implementation of the technica rudiments of the law.

Banking

- Seminar on Credit Information in the Commercial Banking System
Organized and presented a seminar for representatives of banks and other
government officids.  The seminar ds0 presented the findings of a number of
meetings and interviews held with commercid bankers, government officids and
other interested parties in order to assess the concept of a credit information
agency in Macedonia.

Credit Information Center: The Project has identified a private sector
counterpart for the creation of a credit information center. The counterpart, the
Interbank Clearinghouse (KIBS), has requested technica assstance and taks are
in progress.

Briefing Paper: Prepared a briefing paper and estimates of NPL losses in the
commercid banking sysem for MOF officids. This was based on available,
systemwide data from the Central Bank. The Project aso prepared a number of
other papers on bank accounting and auditing, deposit insurance and risk-based
asessments, and State depositsin commercia banks for the Ministry of Finance.

Accounting Practices for Banks: The Project completed STTA regarding
accounting practices for banks for the NBRM and issued a report on current
accounting practices of he banks, training materid on IAS 30 and 39 and a draft
directive requiring banks to use IFRS.

Market Risk Assessment Assignment: The Project completed a 5 stage short-
term assstance effort designed to help the NBRM understand the level and the
nature of maket risk within the banking sysem. This assstance included
tutorids and other working sessons with NBRM daff, ondte examination
assigance and creation of bank risk and product risk profile templates. In
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addition, the Project delivered a 26 page find “Report on Market Risk and its
Supervison”.

Capital Markets

The Securities and Exchange Commission. The Project serves as confidentia
advisor to the SEC and attends al of its closed-door meetings. In this role we
provide guidance on a wide range of sendtive issues. In one paticular Stuation
we rendered advice that helped diffuse a demondraion at the Commisson's
offices concerning shareholder ligts of alarge company.

Technical guidance and opinions. We delivered detailed technicd opinions to
the SEC, MSE and CSD regarding:

o Trading, clearing and settling shares that are encumbered by voting right
proxies (the Project was mentioned in the Macedonian press in this

regard);

o0 The gpplication of the Lawv on Takeovers to a specific transaction under
review,

0 Disclosures required by liged companies regarding the setting of
dividends. (This materid was subsequently didributed to dl listed
companies and used a a seminar sponsored by the MSE.)

0 On severd occasons we provided comments to proposed technica

amendments to the Law on Securities sponsored by the Ministry of
Finance

Broker Certification Examination. We assiged the SEC in reindating the
Broker Cetification Examination and a two-week Review Course. This is the
fird time in two years that the Course and Examinaion will be conducted. The
COP has been designated as one of only three persons who will sdect the
questions for the examination.

Stock Exchange Listing. The Project organized and conducted a seminar for al
companies listed on the Stock Exchange. Over 70 persons atended. There were
presentations from 6 guest speskers and handout materids for al attendees.
Feedback from the Exchange and the attendees was that the seminar was highly
informetive.

Working Group on Voting Rights Abuse. The Project organized a working
group, including the principals of the MSE, MSEC and CSD and representatives
from the corporate governance and financial projects, to address the abuse of the
voting rights agreements.  As a result of the effort amendments were passed in
July 2003 removing the legd badsis for entering into these contracts. As a result
the previous practice has now been banned.

Grey Market Securities Trading. The Project prepared and delivered a report
on “Grey Market Securities Trading in Macedonid’, containing a detalled review
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of the levd of off-exchange trading and 9 recommendations to curb this activity.
The SEC, MSE and CSD have each agreed to implement the Study’s
recommendations.

Macedonian Stock Exchange. The Project provided a short-term adviser for the
MSE who focused on: (1) improving the Exchange's business arangements with
Reuters and Bloomberg; (2) reviewing the coverage by the loca media (3)
advisng on further memberships in associations of stock exchanges, (4) changes
to the trading system to make it more transparent. The MSE has agreed with the
recommendations of the Report and begun to adopt its recommendations.

The Project aso provided short-term technicd assstance with regard to the
ownership structure, governance and block trading practices of the MSE. During
an intensve 3week process, the Project completely reviewed the MSE's practices
in these aeas and then issued a 90-page report containing Specific
recommendations for a subgtantid reorganization of the MSE. The Exchange's
management has concurred with the far-reaching changes and intends to submit
them to the Board of Directors for gpproval in November.

Legidative Reviews. The Project completed an extensve review of the
“Macedonian  Securities Legidation and its Compliance with the 10SCO
Principles  of Securities Regulation” incduding a review of the G-30
Recommendations on Clearance and Settlement.  All interested inditutions have
agreed that a comprehensive, integrated package of amendments to the Securities
Legidation is necessary and the Minigter of Finance has agreed with the Project’s
proposa to form aworking group for this purpose with the SEC aslead.

Treasury Securities

= The Project completed Phase | of the technica assstance regarding the creation of
atreasury securities market. A 40-page report was furnished to the Mission.

Pensons
- Pension Supervison Agency. The Project has been instrumenta in its role as the
donor coordinator in  the edablishment, budgeting and desgn of the
organizationd dructure of the Agency. The Project has provided assstance in
drafting by-laws and the secondary legidation, preparing job descriptions and aso
assiding in equipment purchases.  Additiondly, the Project has drafted tender
documents for Penson Fund Company, and has held a road show to promote
penson reform tenders. A Penson Agency Development Plan Report was drafted
to ass3g in identifying the needs for daffing, budgeting requirements, business
processes, I T needs, etc.
Critical path analyss. The Project findized the criticd pah andyss for the

Penson Agency. Working with Rhoda Davis, a World Bank consultant dl
required tasks for the PSA between now and January 1, 2004 were identified.
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This identified dl the detalled seps required to establish the Agency, issue
required regulations, run a public education campaign to help workers decide
whether to join the new system, run a public tender to hire two Penson
Companies, develop Agency business processes and IT sysems, and enroll al
workersin Pension Funds.

Data Collection and Allocation. The Project asssted the Penson Supervison
Agency and Penson and Disdbility Fund with design of contribution and data
collection and dlocation procedues, and employee regidration and effiliation
procedures

Public Education Campaign: The Project prepared a draft of the public
education assessment, and outlined the primary gods for this campaign and the
guiddinesfor hiring alocd palling firm.

Financial Modd Analysis: The Project estimated trangtion costs, estimated cash
flows to a fully funded pension system, and crested a modd to assst workers with
the decision to join the new penson system.

Training. The Project has been involved in a number of training initiaives,
including sponsoring a number of Macedonians to attend regiond penson
conferences, in addition to various computer training seminars such as Microsoft
Project, Visua Basic for Applications, Microsoft Access, etc.

10
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2. OBJECTIVES FOR THE NEXT FISCAL YEAR

2.1 Major Goalsfor Fiscal 2004

We have identified a series of specific tasks that must be achieved in order to accomplish
the Project’s objectives for this quarter. Key tasks to be started or completed during the

next quarter include the following:
Accounting

Certification Examination will see continua upgrades in the sandards to meet the
god of being on par with ACCA levd 4 CAT (certified accounting technician).

Increese the number of a the universty levd lectures ; initiatle a specid
professond track in addition to the regular academic courses. Initiate meetings
with ACCA to coordinate their required standards and develop their participation;
continued training of professors in both content and technique. Expanded CPE
program  to include Managerid Cogst  Accounting, Auditing and Fnancid
Management.

SRO Devedopment : Adoption and rdification of by-laws by the assembly of the
associgtion; attain associate membership in IFAC; and, prepare a business plan that
includes activities that will meke the SRO <df sudaning and professondly
respongive to the financid community.

Trandation of Accounting Texts and IFRS Standards by March, as wdl as further
trandations of other accounting materid.

The accounting component of the MFFSP will mantan its avalability to
participate in other programs of the MFSSP and on the various committees in place
that are relevant to the goals of the project.

Banking

Obtain commitment by the NBRM to address the NPL problem.
Participate in the amendments to the Savings House Law.
Participate in the amendments to the Bankruptcy Law

Participate in the creetion of aLaw on Finance Companies.
Participate, as requested, in the creation of aLaw on Credit Unions.

Inditute full compliance by the banks with the requirement to present financid
statements in accordance with IFRS.

11
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Capital Markets:

Continue serving as confidential advisor to the SEC and attend al of its closed-
door mestings.

Continue providing detailed technica opinions as requested

Conduct the Broker Certification Examination.

Complete 8 regulations called for by the securities legidation but not yet adopted.
Extend the mandatory listing program one more year

Implement recommendations of the study “Grey Market Securities Trading in
Macedonia.”

Implement the recommendations of the report on the MSE's ownership structure,
governance and block trading practices and inditute the far-reaching changes to
board structure and trading operations.

Prepare a comprehengve, integrated package of amendments to the Securities
Legidation as recommended by the IOSCO Report.

Prepare the MSE's top listed companies for marketing to portfolio investors and
perform outreach to mutud funds specidizing in trangtion economies.

Reach out to companies seeking to conduct offerings of dternative securities
Support the Ministry of Economy’s FDI Promotion Program.

Treasury Securities

= Complete al preparations, commence auctions for treasury securities and cregte
secondary market for trading.

Pensons

Complete Penson Company accounting regulation.
Complete custody, marketing, sales agent, and fee regulations.

Identify IT and Penson Company adminigtration experts, agree to the dates for
their initid vigts

|dentify pension reform leader for the Ministry of Labor.

12
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Finish computer procurement and deliver equipment to the Agency.
Hire 4 recent universty graduates to work for the Agency.

Resolve problems with Civil Service Agency so MAPAS can hire senior people
from other government agencies.

Sdect Macedonian polling and public education firms to support the public
education campaign.

2.2 Potential Problems and Needs for Assistance

At this stage, we foresee no mgor or unusud impediments to our &bility to achieve the
objectives outlined above during the next year. We anticipate having the support of our
locad counterparts in al of the initiatives we intend to undertake, as well as the support of
the Misson.

2.3 Expected Staffing Requirements

In order to accomplish these tasks, during the next quarter we tentatively plan to request
USAID approvd to assign short and long-term expertsin the aress of:

Banking: Credit Information Bureau Expert

Banking: Bank IAS/ IFRS Expert

Banking: NPL Expert

Capitd Markets Stock Exchange Externa Operations Specidist
Accounting: Accounting Professor

Accounting: Accounting Ingtructor

Penson: Penson Company Adminisiration Expert
Pension: Public Education Expert

Penson: IT Expert

Government Securities: Government Securities Expert
Cross-cutting: Financid Regulatory Specidist

Cross-cutting:  Investment Promation Specidist
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