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Financial stability means that the financial system – financial intermediaries, financial markets and 

financial infrastructure – is capable of ensuring efficient allocation of financial resources and 

fulfilling its key macroeconomic functions even if financial imbalances and shocks occur in the 

domestic and international environment.  

 

Under conditions of financial stability, economic agents have confidence in the banking system and  

ready access to financial services, such as payments, lending, deposits and hedging.  

 

Articles 3 and 4 of the Law on the National Bank of Serbia (“RS Official Gazette”, Nos 72/2003, 

55/2004 and 44/2010) mandate the National Bank of Serbia to contribute, without prejudice to its 

primary objective, to the maintenance and strengthening of the stability of the financial system, and 

to determine and implement measures and activities to that effect.   

 

In striving to achieve this statutory objective, the National Bank of Serbia actively cooperates with 

other relevant state and international insitutions.  

 

As part of the above measures and activities, the National Bank of Serbia undertakes regular and 

comprehensive analyses of macroeconomic environment and functioning of key financial 

institutions, markets and infrastructure; identifies risks that pose a threat to the stability of the 

financial system; identifies trends that may increase the vulnerability of the financial system; and 

launches debate on new regulatory initiatives and their potential effect on the financial system and 

the real sector of the economy. The National Bank acts both preventively and correctively by 

changing the financial regulatory framework. If necessary, the National Bank also manages the 

consequences of external shocks and other crisis situations, lessening potentially negative effects on 

financial stability. 

 

The aim of the Financial Stability Report is to provide timely information about the current 

situation in the financial system, identify potential risks to financial stability and raise awareness of 

economic agents to those risks. We expect the Report will contribute to improved transparency and 

strengthened confidence in the domestic financial system, which will underpin its stability and 

support a stable and sustainable economic growth.  

 

The analyses in the Report were prepared by the Financial Stability Department and the Centre for 

Financial System Development. The Report uses data available as at the end of the first quarter of 

2012, or more recent in some cases.   

 

The Financial Stability Report was adopted by the NBS Executive Board in its meeting of 25 June 

2012. Earlier issues of the Report are available on the National Bank of Serbia’s website 

(http://www.nbs.rs). 
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Key risks Mitigating measures 

External risks:  

- protracted crisis in the euro area leads to bank 

deleveraging and consequently, a drop in lending 

activity  

- crowding out of the real sector due to huge budget 

deficit, public debt of the countries not yet overindebted, 

and enormous needs for new issues and refinancing 

- crowding out of overindebted countries due to the risk 

of negative feedback loop between sovereign debt 

(sovereign bond market) and bank balance sheets  

- consolidation of public finance; this calls for 

decisive action and may have a negative short-term 

impact on growth  

- active role in international initiatives, especially in 

securing greater support from international financial 

institutions and parent banks  

 

Internal risks:  

- nearing the debt threshold where crisis becomes 

possible  

- large exposure in own government securities could 

be risky and the capital insufficient  

- sluggish capital inflow into the country as a 

consequence of investor risk aversion triggered by the 

breach of fiscal rules 

- sluggish capital inflow into the banking sector due to 

deleveraging and bad market conditions for the sale of 

government shares in good banks 

- increased pressure on the foreign exchange market  

- further deterioration in asset quality as NPLs generate 

no income,  have a negative impact on equity and deter 

external funding  

- weak economic growth and depreciation reduce the 

lending potential of banks  

- poor corporate governance of banks in highly 

fragmented ownership   

- consolidation of public finance   

- strengthening macroprudential supervision by the 

NBS and the resolution framework as the first line of 

defence against systemic risk:  

 introduction of recovery plans 

 introduction of resolution plans 

 impact on banks’ dividend policy  

- improvement of the regulatory and institutional 

framework for NPLs  

- encouraging banks to rely more on profit as a 

source of additional capital 

- encouraging banks to focus on the issue of long-

term debt so as to diversify their sources of financing 

- supporting the process of ownership consolidation 

of banks in highly fragmented ownership  

- continuation of the arrangement with the IMF in 

order: 

 to insure against external shocks  

 to anchor fiscal responsibility  

 to mitigate financial risks  

 to catalyse structural changes  

- financial system exposure to the foreign exchange 

risk 

- implementation of the dinarisation strategy: not 

possible other than through concerted effort of the 

NBS, the Government and banks 
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I 

 

 

Complex situation in the euro area weakens the 

economic recovery.  

 

 

 

 

 

 

 

 

The consequences of a resurgence of the sovereign 

debt crisis in the euro area could manifest through 

the foreign trade and financial channels.  

 

 

 

The economic recovery of the Republic of Serbia in 

2011 was weaker than expected due to the economic 

slowdown in the EU. The escalation of the sovereign 

debt crisis late in the year caused a sharp drop in the 

prices of sovereign bonds issued by countries in fiscal 

distress (Greece, Portugal, Italy and Spain). Тhis 

reflected negatively on the balance sheets of banks 

holding the sovereign debt of those issuers. The 

situation stabilised somewhat in early 2012 as a result 

of the measures taken by the European Central Bank 

and national central banks (liquidity supply to banks, 

extending the list of securities eligible as collateral, 

etc.).  

 

 

The risks of a resurgence of the euro area debt crisis 

are evident. Feedback loop between the sovereign 

default risk and asset quality could lead to European 

banks’ deleveraging and consequently, bear down on 

economic activity and financial stability. The impact 

on Serbia could work its way through two channels. 

One is the foreign trade, considering Serbia’s trade 

linkages with some of the affected countries (Italy, for 

instance), and the other is the financial channel, given 

that foreign banks’ subsidiaries hold 78.2% of total 

Serbian banking sector assets.  

 

 

 

 

 

 

 

 

 

 

 

Source: National Bank of Serbia.

Chart I.1.21. Ownership structure of banks operating in the 
Republic of Serbia, by major shareholders' country of origin 
(share in total assets, %)
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II 

Macroeconomic imbalances remain large. There are 

no signs of a faster economic recovery, and the crisis 

could even lead to a decrease in potential GDP 

growth.  

 

 

The level and currency structure of public 

debt sound a warning. Sustainable public (and 

external) debt requires strong fiscal adjustment and 

maintaining average level of external capital 

inflows… 

While no definite conclusions can be drawn from 

vulnerability indicators as to the reduction of 

macroeconomic imbalances in 2011 relative to 2008, 

there is no doubt that these imbalances are still large. 

Comparison of individual risks in 2011 and 2008 

reveals a noticeable narrowing of the balance of 

payments deficit and an increase in the adequacy of 

foreign exchange reserves. The level of euroisation of 

the banking system (which significantly constrains the 

effectiveness of monetary policy stabilisation 

measures) and the share of private external debt in 

GDP remained approximately the same, while the 

share of public debt in GDP rose considerably. 

Comparison of 2011 and 2010, however, shows an 

increase in vulnerability, evidenced by the widening 

of the balance of payments deficit that reached 9.5% 

of GDP at end-2011 (7.4% in 2010) and by the further 

rise in public debt. 

 

 

 

 

 

The public debt level sounds a warning. The debt not 

only swelled over the legal ceiling, but went beyond 

the threshold where the public debt crisis becomes 

possible. Strong fiscal adjustment efforts are 

necessary, bearing in mind the level and structure of 

public debt and the size of structural deficit. In 

addition to the level, the currency structure of public 

debt is also a cause for concern. The currency 

structure and the fact that non-residents hold a 

considerable portion of public debt indicate that the 

exchange rate and investor sentiment exert a 

significant influence. On the other hand, the risk of 

refinancing is low, given the favourable maturity 

structure of public debt. Sustainability of external 

imbalance hinges on the expected external capital 

inflows. Maintaining such inflows must be a policy 

priority. Fiscal policy has an equally important role in 

preventing excessive budget deficit. This is a 

challenging task in a country in which fiscal 

adjustment must go hand in hand with the growth of 

public investments. 
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Chart I.4.10. Stabilization of public debt-to-GDP ratio at 51%
(% of GDP)

-6

-5

-4

-3

-2

-1

0

0 1 2 3 4 5

GDP growth rate (in %)

Debt-stabilizing fiscal result Fiscal result achieved in 2011



Financial Stability Report                                                                                                                                                  National Bank of Serbia 

 

 

III 

…however, foreign exchange reserves provide an 

adequate protection from extreme shocks. 

 

Monetary policy easing was halted in 2012.  

 

 

The corporate sector operated with profit in 

2011, relying increasingly on the domestic sources of 

financing and reducing its debt. The terms of 

financing for the corporate sector remain 

unfavourable.  

Foreign exchange reserves serve as a safeguard 

against extreme shocks in conditions of high 

euroisation and large external imbalances. They stand 

as the last line of defence against extreme shocks 

when structural changes and fiscal policy fail to 

provide support. In the course of 2012, the National 

Bank of Serbia has intervened in the foreign exchange 

market, responding to excessive oscillations. 

Currently, foreign exchange reserves stand at EUR 

10.2 billion in gross amount and at EUR 5.5 billion 

net. Irrespective of the model or indicator used to 

assess reserve adequacy, this level of gross foreign 

exchange reserves represents a sufficient protection 

against extreme shocks. 

 

 

Monetary policy easing from the second half of 2011 

ended in 2012 due mainly to depreciation pressures, 

uncertainties over the future fiscal policy stance, and 

unfavourable developments in the international 

market.  

The corporate sector operated with profit in 2011. Its 

deposits grew at a slower pace, while the structure of 

borrowing shifted towards greater reliance on the 

domestic banking sector and a reduction of external 

debt. In 2011, external corporate debt contracted by 

around EUR 600 million. Due to liquidity shortages, 

current asset loans dominated the structure of new 

bank lending to the corporate sector. At the same time, 

investment loans showed an upward trend even though 

government subsidies were significantly scaled down. 

Despite unfavourable conditions in the international 

market, cross-border loans are still available to high-

quality borrowers from among large corporates, while 

small- and medium-sized enterprises continue to face 

unfavourable terms of financing. Although interest 

rates on corporate loans and deposits (dinar and 

foreign currency) decreased moderately, the spread 

between interest rates on dinar deposits and loans, as 

well as between interest rates on foreign currency 

deposits and foreign currency-indexed loans remains 

large. 
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Chart I.5.3. Debt level of Serbian corporate sector

(% of  GDP)
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Table I.3.1. Foreign exchange reserves adequacy, May 2012

Adequate level        

(EUR bn)

Three months of import coverage

Coverage of short-term external debt at remaining maturity 

Coverage of 20% of broad money (M3)

Coverage of foreign exchange deposits (100%)

Three months of current payments coverage

Roaf-Norris indicator (stress scenario)

Wijnholds-Kapteyn indicator

Foreign exchange reserves

Coverage of the sum of short-term external debt at remaining 

maturity and current account deficit

The right measure for Serbia
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IV 

Real wages are stagnant against the 

background of rising unemployment. Despite 

negative trends in the real sector, household savings 

are growing in real terms, albeit at a slackening 

pace. The maturity structure of household savings is 

changing towards a greater share of long-term 

sources. The pace of real lending is also slowing. 

The household sector remains the net creditor of the 

financial system, its debt being exceptionally low.  

The banking sector is well capitalised. 

Reliance on external sources has diminished, but 

local sources of funding need to be built up. Serbian 

banks are extremely liquid. A rise in dinar lending 

and a lack of long-term dinar sources of funding 

signal that currency and maturity matching is 

required. Overall profitability is at a satisfactory 

level. Foreign currency-induced credit risk pushes 

up non-performing loans which are, however, fully 

covered by provisions.  

Lower standard of living and higher unemployment 

have a negative impact on disposable household 

income, which could strain households’ capacity to 

service their debts to the banking sector and push up 

the level of non-performing loans. Note, however, that 

the level of household debt is exceptionally low (18% 

of GDP). The growth in household savings continued 

in 2011, though at a slower pace. In real terms, dinar 

savings increased by 35.9%. At the same time, the 

growth in household lending slowed down, but 

remained positive in real terms. Lending growth 

softened in response to the shrinking number of 

subsidised loans and the Decision on the Measures 

Safeguarding and Strengthening Stability of the 

Financial System. This Decision stipulated that loans 

may be indexed only to the euro, raised the 

downpayment for euro-denominated loans to 30% of 

the loan amount, and set the loan-to-value ratio for 

housing loans at maximum 80%. Interest rates on 

loans and deposits (dinar and foreign currency) are on 

a mildly downward trend. However, the spread 

between interest rates on dinar and foreign currency 

savings remains large (5%), as does the spread 

between rates on dinar and foreign currency-indexed 

loans (11.5%). Wide spreads persist also between 

interest rates on dinar deposits and loans (10.6%) and 

between rates on foreign currency deposits and foreign 

currency-indexed loans (4.1%). 

 

Serbia’s banking sector was well capitalised in 2011; 

the ratio of regulatory capital to risk-weighted assets 

of the national banking sector ranked second among 

Central and East European countries. Banks’ loan 

portfolio accounted for 60%, while required reserves, 

securities issued by the Serbian government and the 

National Bank of Serbia made up 26.8% of total 

banking sector assets. In 2011, bank lending growth 

slowed down. The greatest contribution to the growth 

in lending came from loans to the corporate sector, 

and in particular, investment loans. The share of non-

performing loans in total loans increased to 19% at 

end-2011. However, as reserves for potential losses 

cover 129.2% of gross non-performing loans, non-

performing loans do not pose a threat to financial 

stability. Corporate loans accounted for the largest 

share of non-performing loans (24.6%), while the 

share of household non-performing loans was stagnant 

(9.1%). Foreign exchange risk, which banks shifted to 

borrowers through foreign currency-indexation of 

loans, returned to the banking system in the form of 

foreign-exchange induced credit risk. Profitability of 

the banking sector improved mildly on 2010, except 

for one bank. With return on assets of 1.3% and return 

on equity of 6.1%, Serbia’s banking sector is among 

the more profitable in the region. The structure of 

profit reveals that domestic banks’ business model is 

still more oriented towards traditional banking 

operations.  
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V 

 

 

 

 

 

 

 

The insurance sector is well capitalised, but its 

profitability is low. Underdevelopment of natural 

hazard insurance poses a significant risk. 

 

 

Serbia’s banking sector is extremely liquid and the 

liquidity risk is the least pronounced of all systemic 

risks. At the same time, the quality of sources of 

funding of Serbia’s banks improved through an 

increase in the share of long-term sources, due largely 

to the National Bank of Serbia’s decision to introduce 

differentiated reserve requirement ratios depending on 

the maturity of the exposure. Long-term sources 

currently cover roughly 70% of total loans. The 

refinancing risk also subsided, as the share of short-

term credit lines from parent banks to subsidiaries fell 

from 12% in 2009 to 2% in March 2012.  

However, the sources of funding obtained from 

banking group members or through foreign borrowing 

still account for a large part of total sources. A 

shortfall in liquidity in international markets could 

trigger deleveraging by banks that have active 

subsidiaries in Serbia, bearing down on capital 

inflows. It is therefore necessary to enhance local 

sources of funding as support to further growth in 

lending.  

In addition, there is a loan maturity and currency 

mismatch generated by a rise in dinar lending and a 

lack of corresponding long-term dinar sources. 

Currency structure of deposits remained broadly 

unchanged, with foreign exchange (euro) deposits as 

the dominant source of funding. 

 

Growth trends in the insurance sector slowed down in 

2011, as total premium shrunk 5.2% in real terms 

year-on-year. The Serbian insurance sector is well 

capitalised relative to its overall risk exposure, though 

low profitability, resulting primarily from high 

underwriting expenses relative to earned net premium, 

presents a risk that may jeopardise the solvency of 

insurance companies. In addition, insurance against 

floods, earthquakes and other hazards is poorly 

developed in Serbia, so major damages from such 

hazard events have so far been covered by the state. 

 

 

 

 

 

 

 

Source: National Bank of Serbia and IMF: GFSR.

Chart II.1.12. Bank provisions to NPLs, CEE countries
(2011, latest available data, %)
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VI 

Insufficiently developed domestic institutional 

investors hinder the promotion of the financial 

market as an alternative source of funding.  

 

The property market featured a drop in prices and 

dented trading volumes. 

High level of euroisation is the key risk to the 

stability of the financial system. The Memorandum 

on the Strategy of Dinarisation of the Serbian 

Financial System is a significant step forward in 

mitigating this risk. 

Financial market instruments in Serbia are small in 

number and low in liquidity. An additional obstacle to 

the promotion of the capital market as a funding 

alternative to the banking sector are domestic 

institutional investors that are insufficiently developed 

to generate demand, instigate secondary trading and 

indirectly cut the costs of borrowing. Moreover, high 

ownership concentration of companies quoted on the 

Belgrade Stock Exchange and the lack of awareness 

on the part of key actors about the importance of 

adequate corporate governance deepen the stock 

market illiquidity. Despite some positive steps 

forward, the financial derivatives market remains 

underdeveloped. 

 

 

 

 

 

The property market recorded a drop in prices and 

lower trading volumes in 2011. The property market 

in Serbia is under the impact of falling demand as 

household income declined and unemployment went 

up. Another impact comes from a noticeable drop in 

supply triggered by unfavourable trends in 

construction. There is no comprehensive index in 

Serbia for property valuation and market monitoring. 

With property serving as loan collateral, banks are 

directly exposed to the risk of changes in property 

prices. 

 

 

 

 

 

High level of euroisation remains the main risk to the 

stability of the Serbian financial system, both on the 

asset and on the liability side of the banking sector. 

Corporate, household and government exposures to 

sudden and substantive changes in the exchange rate, 

through translation of the foreign exchange into credit 

risk may seriously undermine financial stability. The 

National Bank of Serbia launched a comprehensive 

dinarisation campaign, in order to mitigate this risk, 

which resulted in the Memorandum on the Strategy of 

Dinarisation of the Serbian Financial System, signed 

by the National Bank of Serbia and Serbian
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VII 

As the results of financial stability assessment reveal, 

Serbia’s financial system is stable, though less so 

than in the pre-crisis period. 

 

Government in March 2012. The Memorandum sets 

forth measures for the reduction of foreign exchange 

risk, such as activities aimed at the development of the 

market of dinar securities and foreign exchange risk 

hedging instruments and creating conditions for the 

introduction of new dinar products. The Memorandum 

confirms the Government’s commitment to increase 

the share of non-foreign currency-linked dinar debt in 

total public debt. Also important is the measure 

limiting new subsidised loan financing by the 

government to dinar loans only. These measures 

should boost the attractiveness of the dinar relative to 

foreign currencies and increase the share of non-

foreign currency-linked loans in total loans. 

 

As financial stability is difficult to assess, a 

combination of different methods was used: (a) 

comparison of selected financial soundness indicators; 

(b) construction of an aggregate financial stability 

indicator; (c) use of the ELECTRE method; (d) 

exposure of the financial system to large scale shocks 

as part of stress tests. Financial stability in the 2008-

2011 period was evaluated. As financial stability 

indicators reveal, Serbia’s banking sector is in a better 

condition relative to its regional counterparts. 

However, Serbia’s ranking by the value of its 

aggregate financial soundness index was revised 

slightly downwards. Stress tests conducted by the 

National Bank of Serbia point to high banking sector 

resilience to an increase in losses on account of rising 

non-performing loans and the liquidity risk. Overall, 

cross verification of results indicates that Serbia’s 

financial system is stable, but less so than in the pre-

crisis period (2008). 

 

 

 

 

 

 

 

 

 

 

 

Source: National Bank of Serbia.
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1 

I. Real sector 

I.1. International macroeconomic 

environment 

A modest recovery is expected only in 2013.  

Macroeconomic developments in the euro area and 

CESEE exhibit a similar pattern. In the first half of 

2011, signs of recovery emerged and inflationary 

pressures gathered momentum, leading to a temporary 

turnaround in monetary policy towards lowering the 

degree of monetary expansiveness. The second half of 

the year, on the other hand, saw the weakening of both 

economic activity and inflationary pressures.   

The IMF and the OECD significantly reduced their 

growth projections for 2012 and 2013. After growing 

by real 1.4% in 2011, economic activity in the euro 

area is expected to contract by 0.3% in 2012. This 

may be explained by the insufficient support of the 

vulnerable financial system and loss of investor 

confidence, but also by the lowering of the degree of 

fiscal expansion. Modest recovery, expected in 2013 

(0.9%), will be driven by the growing aggregate 

demand in other regions. While the euro area as a 

whole is poised for a fragile recovery, recessionary 

trends are expected to continue in Greece, Portugal, 

Italy and Spain. Economic growth rates of selected 

countries and country groups are shown in Table I.1.1. 

The causes of the sovereign debt crisis may lie in global, but also in specific local developments. No 

matter what the root cause, the affected country suffers a downward revision of its credit rating and a 

rise in its risk premium. In the event of banking sector exposure to issuers hit by the sovereign debt 

crisis, banks face higher cost of borrowing and the prices of their shares spiral down. Being a factor 

that may improve risk perception and ensure access to capital at a lower cost, a credible 

macroeconomic policy is always important, but still more so in conditions of unfavourable news flow 

from the international environment.   

AAA

AA+

AA

AA-

A+

A

A-

BBB+

BBB

BBB-

BB+

BB

BB-

B+

B

B-

CCC+

CCC

CCC-

CC

C

D

Source: Standard & Poor's.
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Dim growth prospects for the euro area as a whole and 
for Serbia’s key trade partners (Italy, Germany, and 
Bosnia and Herzegovina) are a threat to the exports-
driven recovery of the domestic economy. Exports to 
Italy, for instance, account for more than 10% of 
Serbia’s total exports, which makes the Serbian 
economy rather vulnerable to changes in Italy’s 
external demand. Though the risk of losses in the 

domestic banking sector is rising against the 
background of weak economic growth, the stability of 
the banking sector is not threatened.    

Sovereign debt crisis could jeopardise frail recovery.  

Credit ratings of several European countries were 
downgraded on account of a rise in their sovereign 

(%)

Estimates

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

World 4.9 4.5 5.2 5.4 2.8 -0.6 5.3 3.9 3.5 4.1

European Union 2.6 2.2 3.6 3.4 0.5 -4.2 2.0 1.6 0.0 1.3

Euro area 2.2 1.7 3.3 3.0 0.4 -4.3 1.9 1.4 -0.3 0.9

Austria 2.6 2.4 3.7 3.7 1.4 -3.8 2.3 3.1 0.9 1.8

Belgium 3.3 1.7 2.7 2.9 1.0 -2.8 2.3 1.9 0.0 0.8

Cyprus 4.2 3.9 4.1 5.1 3.6 -1.9 1.1 0.5 -1.2 0.8

Еstonia 6.3 8.9 10.1 7.5 -3.7 -14.3 2.3 7.6 2.0 3.6

Finland 4.1 2.9 4.4 5.3 0.3 -8.4 3.7 2.9 0.6 1.8

France 2.3 1.9 2.7 2.2 -0.2 -2.6 1.4 1.7 0.5 1.0

Germany 0.7 0.8 3.9 3.4 0.8 -5.1 3.6 3.1 0.6 1.5

Greece 4.4 2.3 4.6 3.0 -0.1 -3.3 -3.5 -6.9 -4.7 0.0

Ireland 4.5 5.3 5.3 5.2 -3.0 -7.0 -0.4 0.7 0.5 2.0

Italy 1.7 0.9 2.2 1.7 -1.2 -5.5 1.8 0.4 -1.9 -0.3 

Luxembourg 4.4 5.4 5.0 6.6 0.8 -5.3 2.7 1.0 -0.2 1.9

Malta -0.5 3.7 2.9 4.3 4.1 -2.7 2.3 2.1 1.2 2.0

Netherlands 2.2 2.0 3.4 3.9 1.8 -3.5 1.6 1.3 -0.5 0.8

Portugal 1.6 0.8 1.4 2.4 -0.0 -2.9 1.4 -1.5 -3.3 0.3

Slovakia 5.1 6.7 8.3 10.5 5.8 -4.9 4.2 3.3 2.4 3.1

Slovenia 4.4 4.0 5.9 6.9 3.6 -8.0 1.4 -0.2 -1.0 1.4

Spain 3.3 3.6 4.1 3.5 0.9 -3.7 -0.1 0.7 -1.8 0.1

Emerging markets 7.5 7.3 8.2 8.7 6.0 2.8 7.5 6.2 5.7 6.0

Central and Eastern Europe (CEE) 7.3 5.9 6.4 5.4 3.2 -3.6 4.5 5.3 1.9 2.9

Аlbania 5.7 5.8 5.4 5.9 7.5 3.3 3.5 2.0 0.5 1.7

Bosnia and Herzegovina 6.3 3.9 6.0 6.2 5.7 -2.9 0.7 1.7 0.0 1.0

Bulgaria 6.7 6.4 6.5 6.4 6.2 -5.5 0.4 1.7 0.8 1.5

Croatia 4.1 4.3 4.9 5.1 2.2 -6.0 -1.2 -0.0 -0.5 1.0

Hungary 4.8 4.0 3.9 0.1 0.9 -6.8 1.3 1.7 0.0 1.8

Latvia 8.7 10.6 10.5 9.6 -3.3 -17.7 -0.3 5.5 2.0 2.5

Lithuania 7.4 7.8 7.8 9.8 2.9 -14.8 1.4 5.9 2.0 2.7

FYRM 4.6 4.4 5.0 6.2 5.0 -0.9 1.8 3.0 2.0 3.2

Montenegro 4.4 4.2 8.6 10.7 6.9 -5.7 2.5 2.5 0.2 1.5

Poland 5.3 3.6 6.2 6.8 5.1 1.6 3.9 4.4 2.6 3.2

Romania 8.5 4.2 7.9 6.3 7.3 -6.6 -1.6 2.5 1.5 3.0

Serbia 9.3 5.4 3.6 5.4 3.8 -3.5 1.0 1.6 0.5 3.0

Turkey 9.4 8.4 6.9 4.7 0.7 -4.8 9.0 8.5 2.3 3.2

Commonwealth of Independent 

States (CIS) 8.2 6.7 8.8 9.0 5.4 -6.4 4.8 4.9 4.2 4.1

Armenia 10.5 14.1 13.2 13.7 6.9 -14.2 2.1 4.4 3.8 4.0

Azerbaijan 10.2 26.4 34.5 25.0 10.8 9.3 5.0 0.1 3.1 1.9

Belarus 11.5 9.4 10.0 8.6 10.2 0.2 7.7 5.3 3.0 3.3

Georgia 5.9 9.6 9.4 12.3 2.3 -3.8 6.3 7.0 6.0 5.5

Kazakhstan 9.6 9.7 10.7 8.9 3.2 1.2 7.3 7.5 5.9 6.0

Kyrgyz Republic 7.0 -0.2 3.1 8.5 7.6 2.9 -0.5 5.7 5.0 5.5

Моldova 7.4 7.5 4.8 3.0 7.8 -6.0 7.1 6.4 3.5 4.5

Mongola 10.6 7.3 8.6 10.2 8.9 -1.3 6.4 17.3 17.2 11.8

Russian Federation 7.2 6.4 8.2 8.5 5.2 -7.8 4.3 4.3 4.0 3.9

Tajikistan 10.6 6.7 7.0 7.8 7.9 3.9 6.5 7.4 6.0 6.0

Turkmenistan 14.7 13.0 11.0 11.1 14.7 6.1 9.2 14.7 7.0 6.7

Ukraine 12.1 2.7 7.3 7.9 2.3 -14.8 4.1 5.2 3.0 3.5

Uzbekistan 7.4 7.0 7.5 9.5 9.0 8.1 8.5 8.3 7.0 6.5

Тable I.1.1. GDP growth rates, selected countries

Projections

Source: World Economic Outlook, International Monetary Fund
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debt levels.  For the first time in history, the United 
States saw its credit rating cut from ААА to АА+. 
Investors expected downgrades would follow for other 
highest-rated countries as well, and this is exactly 
what happened in the case of Austria, France, etc. 
Credit ratings were reduced for all home countries of 
parent banks whose subsidiaries operate in Serbia.   

Uncertainty over the sustainability of fiscal policy and 

the crisis management mechanism fed through into 

higher CDS spreads on sovereign bonds. Risk 

premium increased in the euro area money markets 

too. Pressures in the European financial market spilled 

over to CEE countries, which in consequence 

experienced a rise in their risk premiums and yields on 

eurobonds, and a fall in the value of their currencies.    

Large exposure to highly indebted countries has 

created substantial losses in European banks’ balance 

sheets. As the capital of these banks is insufficient to 

cover those losses, CDS spreads on bank bonds are 

rising, while the prices of bank shares are heading 

down.   

Banks have responded by scaling down their exposure 

to highly indebted countries and compensated for the 

lack of funding in the market by tapping on the 

augmented ECB lending facility. Launching of the 

European Stability Mechanism and the IMF’s 

resources should strengthen the support to countries 

with liquidity problems and undercapitalised banks.   

The stress test exercise carried out by the European 

Banking Authority in July 2011 on the sample of 90 

banks highlighted the need for recapitalisation of a 

certain number of banks in the total amount of EUR 

2.5 billion
1
. 

Accommodative monetary policy is an attempt to 

bolster economic recovery and stabilise markets.   

Many central banks lowered their policy rates in 

response to faltering economic growth. The ECB 

eased the risk of bank financing not only by lowering 

its reference rate, but also by offering full allotment 

longer-term refinancing operations (LTROs) in mid-

December 2011. At the same time, the ECB extended 

the list of eligible collateral, which helped improve the 

liquidity of banks and of the debt market. By 

accepting Italian sovereign bonds as collateral, the 

ECB contributed to the easing of market pressures on 

their price. The above measures, in combination with 

the announced and implemented structural reforms 

and fiscal consolidation, managed to alleviate 

uncertainty in the markets. 

                                                 
1 Recapitalisations made between January and April 2011 equalled 
EUR 50 billion.  

In addition, late 2011 saw a coordinated action by five 

central banks (UK, EU, Japan, Switzerland and 

Canada), providing banks with access to unlimited 

Source: Bloomberg.
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amounts of dollar liquidity. If the market conditions 

deteriorated further on account of the increase in 

sovereign default risk, this action would ease the 

spillover effect to enterprises and households through 

the credit channel.   

The situation stabilised in early 2012. CDS spreads 

on sovereign bonds decreased, except on those issued 

by Greece, Ireland and Portugal. A more durable 

market stabilisation, however, depends on the 

outcome of talks on the fiscal treaty. The achievement 

of a fiscal union would pave the way for the issue of 

Eurobonds (euro-denominated debt jointly issued by 

17 euro area countries), which would enable the 

financing of peripheral sovereign debt under more 

favourable terms.   

Banks are scaling down their lending operations.  

The greatest risk could arise from the negative 

feedback loop between the sovereign default risk and 

asset quality of European banks.  

In the event of a downside scenario (implying further 

drop in prices of sovereign bonds and deterioration in 

asset quality), banks could start selling their assets as 

the options for raising additional capital in the market 

are rather limited due to the low market share prices 

and investor risk aversion.  The reduction of assets has 

an adverse impact on lending, and in a negative 

feedback spiral, on the country’s fiscal performance 

and capacity to support banks.   

In the long run and from the aspect of financial 

stability, a business model revision (deleveraging) is 

desirable given that it is a relatively healthy process. 

However, any sudden change, followed by a sharp 

contraction in lending operations of large banks, could 

have negative effects on economic growth and 

financial stability. Firstly, slowing growth would 

increase fiscal vulnerability, paving the way for a 

further drop in sovereign bond prices. Secondly, 

slowing growth would lead to a rise in NPLs, putting 

additional pressure on banks to pursue a still more 

conservative credit policy.   

The spillover of the crisis to other countries would 

depend on the extent of trade and financial linkages.  

The largest market share in the Serbian banking sector 

at end-Q1 2012 was that of foreign banks’ 

subsidiaries. Namely, banks in majority foreign 

ownership accounted for 72.8% of gross balance sheet 

assets. There are four Greek banks operating in Serbia. 

At end-Q1 2012, they held a 15.3% market share. 

Though movements in CDS spreads and share prices 

of their parent banks signal high likelihood of default, 

it should be noted that Greek banks, as all other banks 

operating in the domestic market, are legal entities 

founded in Serbia. They guarantee for their 

obligations by their own capital, and are in this 

respect independent from their parent institutions. 

It is also important to note that Greek banks 

Source: Bloomberg.

Chart I.1.7. Risk premium in the interbank money market
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operating in the domestic market are highly capitalised 

and liquid.  

Though the risk of deleveraging of the euro area banks 

is present to a significant degree, it is much lower in 

Serbia than in other countries in the region.   

The impact of a cutback in lending operations of 

European banks on other countries would be all the 

stronger if those banks retrenched to their home 

markets. The home bias would manifest as a more 

noticeable contraction in cross-border credit supply 

relative to credit supply in the domestic market. The 

most exposed in this respect are emerging markets, 

and this is why the Vienna Initiative was revived in 

January 2012. The aim of the Vienna Initiative 2.0 is 

to strengthen regional cooperation to control the 

negative effects of the reduction of European banks’ 

exposure to emerging markets. The intensity of the  

 

effect of a potential contraction in credit supply by 

European banks and their subsidiaries will depend not 

only on the orderly pace of the reduction in their 

lending activity, but also on the capacity of local 

banks to diversify their sources of financing and rely 

more, for instance, on the issue of long-term debt and 

domestic savings.

Source: Bloomberg.

Chart I.1.10. Yields on 10Y bonds issued by the Republic of 
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Chart I.1.13. CDS spreads of 5Y bonds issued by Greek bank 
groups whose subsidiaries are present in the Republic of 
Serbia 
(bp)
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Source: Bloomberg.

Chart I.1.18. Stock price movements of Austiran banks 
whose subsidiaries are present in the Republic of Serbia
(index, 01. 06. 2007 = 100)
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Chart I.1.19. Stock price movements of French banks whose 
subsidiaries are present in the Republic of Serbia
(index, 01. 06. 2007 = 100)
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Chart I.1.17. Stock price movements of Italian banks whose 
subsidiaries operate in the Republic of Serbia
(index, 01. 06. 2007 = 100)
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Chart I.1.14. CDS spreads of 5Y bonds issued by French and 
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Republic of Serbia
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of Serbia 
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Chart I.1.22. Exposure of BIS member banks to emerging 
markets 
(index, September 2008 = 100)
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Chart I.1.20. Stock price movements of Greek banks whose 
subsidiaries operate in the Republic of Serbia
(index, 01. 06. 2007 = 100)
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I.2. Domestic macroeconomic environment  

Vulnerability indicators
2
 suggest that 

macroeconomic imbalances eased in 2011 (2010) 
relative to 2008, but remained large nevertheless. 
No signs of a faster economic recovery are in 
sight, and the crisis may even lead to a decrease in 
potential GDP growth.   

Comparison of individual risks in 2011 (2010) and 

2008 reveals a noticeable narrowing of the balance of 

payments deficit and an increase in the adequacy of 

FX reserves. The level of euroisation of the banking 

system (which significantly constrains the 

effectiveness of monetary policy) and the share of 

private external debt in GDP remained approximately 

the same, while the share of public debt in GDP rose 

considerably. Comparison of 2011 and 2010, however, 

shows an increase in vulnerability, evidenced by the 

widening of the balance of payments deficit that 

reached 9.5% of GDP at end-2011 (7.4% in 2010) and 

by the further rise in public debt.  

The current account deficit was financed by FDI and 

portfolio investments. Doubling on the year before, 

FDI reached EUR 1.8 billion (net) in 2011.   

Total external debt of the Republic of Serbia increased 

in 2011 as the government borrowing exceeded net 

debt repayment by banks and enterprises. While 

government external debt increased by EUR 1567 

million, the private sector slashed its direct cross-

border borrowing – banks by EUR 729 million and 

enterprises by EUR 629 million (Table I.2.1.). A 

reduction in the banking sector’s external debt was 

registered for the first time in 2011.  

As signalled by the share of dinar loans in new 

lending, the NBS dinarisation efforts started producing 

some results. However, due to the high level of 

euroisation and the slowdown in real lending growth, 

the presence of FX-induced credit risk remains 

markedly strong. 

There are no signs of a major economic recovery 

despite the expansiveness of the fiscal policy stance. 

 

 

 

 

                                                 
2Key vulnerability indicators for the Republic of Serbia are shown in Chart I.2.1. 

The chart shows changes in the balance of payments deficit, private external 

debt, public debt, euroisation level and adequacy of FX reserves – as the inverse 

value of the number of months of the gross FX reserves/imports coverage. Any 

increase in the indicator’s distance from the centre of the chart signals elevated 

risk and a threat to stability. The farther away from the centre an indicator is, the 

greater the vulnerability of the economy.  
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Modest economic growth of 1.6% in 2011 was driven 

by increased production of nontradables on the supply 

side (Chart I.2.6.). On the demand side, key 

contribution to economic growth came from private 

sector investment (Chart I.2.7.).  

Weak economic growth in the aftermath of recession 

has hit the labour market (Chart I.2.8.).  With the rise 

in unemployment, domestic consumption declined. 

The achievement of export-led economic growth 

depends on growth in the region, but also in Italy, 

Germany, France and Russia – Serbia’s main trade 

partners outside the region. 

Based on the IMF’s projection (World Economic 

Outlook, April 2012), the Serbian economy is set to 

grow 0.5% in 2012 and 3% already in 2013 (Chart 

I.2.3.). These growth rates are comparable with 

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

Debt w ith domestic banks

Total 7,825 4,866 3,519 3,949 4,902 6,531 8,153 10,771 12,926 14,863 17,544 17,013

Corporate 5,923 3,516 2,346 2,717 3,148 4,110 4,612 6,186 7,207 7,889 9,111 9,694

Households 93 88 262 432 843 1,546 2,578 3,861 4,838 4,828 5,421 5,751

Other 1,808 1,261 911 800 911 875 963 724 881 2,146 3,011 1,569

External private debt

Total 674 711 774 1,151 2,183 4,304 7,590 10,854 14,568 14,724 14,710 13,352

Corporate 546 607 727 983 1,436 2,550 4,113 7,248 11,043 10,414 9,617 8,988

Banks 128 105 47 168 747 1,754 3,477 3,606 3,524 4,310 5,093 4,364

Public debt

Total 14.167 13.434 11.529 11.023 9.676 10.283 9.352 8.875 8.782 9.849 12.157 14.467

Domestic debt 4.108 3.871 4.152 4.240 4.065 4.256 3.837 3.413 3.162 4.186 4.912 5.654

Direct 4.108 3.871 4.152 4.240 4.065 4.256 3.837 3.413 3.162 4.051 4.572 5.118

Indirect 0 0 0 0 0 0 0 0 0 135 340 536

External debt 10.059 9.563 7.377 6.784 5.611 6.027 5.515 5.462 5.620 5.664 7.245 8.812

Direct 10.059 9.561 7.230 6.564 5.267 5.364 4.746 4.616 4691 4.406 5.873 7.239

Indirect 0 2 147 220 344 663 770 846 929 1.257 1.372 1.574

Total debt

Total private debt 6.690 4.315 3.382 4.300 6.174 9.960 14.780 20.901 26.613 27.441 29.242 28.797

Total public and private debt 22.666 19.011 15.822 16.124 16.761 21.118 25.095 30.500 36.275 39.436 44.411 44.832

Debt to GDP ratio*

Private debt 53.10% 33.7% 21.1% 24.8% 32.5% 49.0% 63.4% 73.4% 81.5% 95.0% 100.9% 91.2%

Public debt** 169.30% 105.2% 72.9% 66.9% 55.3% 52.2% 37.7% 30.0% 29.2% 34.8% 42.9% 45.1%

Total debt 179.90% 148.3% 98.7% 93.2% 88.1% 104.0% 107.7% 107.1% 111.0% 136.5% 153.2% 142.0%

Table I.2.1. Aggregate debt level in Serbia

(EUR mn)

* Of f icial data by  the Statistical Of f ice of  the Republic of  Serbia on nominal GDP are disclosed in RSD, while EUR v alue is calculated by  the National Bank of  Serbia by  apply ing end of  period exchange rate.

** According to the Ministry  of  Finance Monthly  Bulletin.

Source: National Bank of  Serbia, Ministry  of  Finance of  the Republic of  Serbia and Statistical Of f ice of  the Republic of  Serbia.
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Central and East European countries, but are lower 

than the corresponding figures for the global economy 
and emerging markets. The National Bank’s GDP 

projection published in the Inflation Report is in line 

with the IMF’s forecast (Chart I.2.4.).  

The year 2011 was marked by strong disinflationary 

pressures (Chart I.2.9.): y-o-y inflation rate started to 

fall in April, settling by year-end at 7%, i.e.  above the 

upper bound of the target tolerance band. Inflation 

returned within the target tolerance band in early 

2012. The key drivers of inflation growth, but also of 

its decline, were food prices (Chart I.2.10.). Import 

prices, on the other hand, stabilised during 2011, but 

resumed growth in late 2011 which continued into 

2012. Sluggish wage growth is another factor that 

supported the process of disinflation (Chart I.2.11.). A 

large negative output gap worked in the same 

direction (Chart I.2.12.). Finally, inflation 

expectations are anchored above the actual inflation 

rate (Chart I.2.14.). 

There are numerous risks that could reverse the 

disinflation trend. These risks are associated with the 

RSD depreciation, uncertainty over the future fiscal 

policy stance, growth in food and administered prices, 

and unfavourable international developments. The 

effect of these risks is counterbalanced by lower 

inflation expectations. As indicated by surveys, 

inflation expectations will continue to produce 

disinflationary pressures over the coming two years. 

The negative output gap is likely to work in the same 

direction.  

The NBS has published the inflation projection in its 

Inflation Report. 

Depreciation pressures gathered momentum since the 

start of 2012 (Chart I.2.17.) reflecting the interplay of 

several factors. The imbalance in the foreign exchange 
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market increased amid reduced capital inflow, higher 

energy imports (due to long and cold winter and US 

Steel’s departure from the Serbian market. As fiscal 

expansion exceeded the agreed level, the IMF 

program has been suspended. Uncertainties over the 

economic programme of the future government only

added to depreciation pressures.  The NBS has 

intervened in the foreign exchange market in order to 

ease excessive daily RSD exchange rate volatility, but 

also to prevent inflation from rising above the target. 

The depreciation of the dinar suggests that monetary 

relaxation should be halted, and the same signal comes 

from the Monetary Conditions Index (Chart I.2.19.) 
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Chart I.2.8. Annual GDP growth  and formal employment 
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I.3. Foreign exchange reserves – insurance 

against shocks 

Foreign exchange reserves serve as a safeguard 
against extreme shocks that may occur due to high 
euroisation and large external imbalance. They 
stand as the most important defence against 
extreme shocks when structural changes and 
fiscal policy fail to provide support. In the course 
of 2012, the National Bank of Serbia has intervened 
in the foreign exchange market, responding to 
excessive oscillations. In May 2012, foreign 
exchange reserves stood at EUR 10.2 billion in 
gross amount and at EUR 5.5 billion net. 
Irrespective of the model or indicator used to 
assess reserve adequacy, this level of gross 
foreign exchange reserves represents a sufficient 
protection against extreme shocks. 

Foreign exchange reserves are “those external assets 

that are readily available to and controlled by 

monetary authorities for meeting balance of payments 

financing needs; intervention in exchange markets to 

affect the currency exchange rate; and other related 

purposes (confidence in the currency and the 

economy; basis for foreign borrowing)”
3
.  

The National Bank of Serbia holds foreign exchange 

reserves for the purpose of servicing its external debt 

and intervening in the foreign exchange market (in 

order to prevent excessive fluctuation of the exchange 

rate and enable smooth market operation), upgrading 

the country’s credit rating (in order to boost foreign 

direct and portfolio investments), and dealing with 

contingencies, such as natural disasters. The role of 

the National Bank of Serbia is to ensure adequate level 

of foreign exchange reserves, in both net and gross 

amounts. The significance of the gross amount of 

reserves comes to the fore when the crisis has dented 

confidence in domestic currency, but not in the 

domestic banking system. In such cases, the full 

amount of reserves is available for interventions in the 

foreign exchange market. Net reserves (gross foreign 

exchange reserves less banks’ required reserves and 

drawings from the IMF) gain significance when the 

currency crisis goes hand in hand with the loss of 

confidence in the domestic banking system. This 

section gives an overview of reserve adequacy 

indicators. We can distinguish between traditional 

indicators which measure adequacy from the 

standpoint of protection against specific risks and the 

composite ones, which cover a combination of risks. 

Reserve adequacy was assessed using the Jeanne–

Ranciere model
4
 adjusted to the specificities of the 

Serbian economy. We have assumed a small, open, 

highly euroised economy that can be exposed to 

different concurrent shocks, not only to a sudden stop 

                                                 
3 Balance of Payments Manual, IMF. 
4 O. Jeanne, and R. Rancière (2008): The Optimal Level of International 

Reserves For Emerging Market Countries: A new Formula and Some 

Applications, CEPR Discussion Papers 6723. 

assumed by the original model. Such country must 

hold the level of reserves sufficient to mitigate the 

shock effects on domestic consumption. It follows that 

the reserves serve as an insurance against the 

consequences of a large shock. Note that reserve 

holding itself is not without costs (as the return on 

reserves is considerably lower than the interest the 

government pays on its long-term external liabilities).  

  

Chart I.3.1. Foreign exchange reserves of the National 
Bank of Serbia
(EUR bn)

Source: National Bank of Serbia.
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Source: National Bank of Serbia.

Chart I.3.2. Coverage of imports by gross foreign 
exchange reserves  
(in months of imports of goods and services)
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Coverage of current account deficit and short-term 

debt at remaining maturity 

In the event of loss of access to international capital 

markets as they undergo adverse developments, the 

country will not only be faced with the issue of 

external debt servicing during the following year, but 

also with how to address its balance of payments 

deficit. Bearing this in mind, Alan Greenspan
5
 

suggested a modification to the Guidotti rule
6
. 

Namely, Greenspan proposes to extend the reserve 

coverage to include the balance of payment deficit, in 

addition to short-term external debt at remaining 

maturity (under the Guidotti rule). Note that this 

assumes reserve coverage for all liabilities arising 

from the loss of access to the international capital 

market.  

Wijnholds–Kapteyn indicator
7
 

In a financial (banking) crisis, the withdrawal of 

capital by non-residents (external drain) is normally 

followed by internal drain, i.e. residents’ flight from 

domestic to foreign currency. A good indicator should 

take both of these shocks into account. With this in 

mind, Wijnholds and Kapteyn have developed an 

indicator that takes into account both external and 

internal drains. This indicator is composed of three 

components, the first being similar to the Guidotti 

indicator and accounting for the external drain. The 

second component addresses potential internal drain, 

or sudden flights from local to foreign currency, which 

may be approximated by a certain percentage of the 

broad money. The third component is the probability 

of internal shock or drain, expressed through 

multiplication of a percentage of broad money by the 

Emerging Market Bond Index (EMBI). According to 

the indicator proposed by Wijnholds and Kapteyn, the 

reserves should cover the total stock of external short-

term debt at remaining maturity increased by 5 to 10% 

of the broad money. In calculating the necessary level 

of foreign exchange reserve holdings for the National 

Bank of Serbia, we applied a more conservative 

scenario by including a 10% increase in М3 aggregate. 

Coverage of 100% is considered adequate.  

Roaf–Norris indicator (stress scenario)
8
 

Previous experience has shown that crises typically 

trigger simultaneous shocks from various sources. An 

indicator initially proposed in the Roaf–Norris paper
9
 

covers four potential independent drains. The first one 

includes losses incurred by a dwindling export 

demand or change in terms of trade. Such 

                                                 
5 A. Greenspan, (1999) Currency Reserves and Debt Federal Reserve System. 

6 Guidotti, Pablo, Sturzenegger, Federico and Augustin Villar, (2004),On the 

Consequences of Sudden Stops, Economia Vol. 4, No. 2, pp. 171-203. 
7 B. Wijnholds, A. Kapteyn, (2001), Reserve Adequacy in Emerging Market 

Economies, IMF. 

8 V. Predescu, J. C. Rodado, E. T. Zane, (2011), Is the level of foreign exchange 

reserves held by emerging countries adequate if the financial crisis worsens?, 

Natixis. 

9 J. Roaf, E. D. Norris, (2011), Assessing reserves adequacy, IMF. 

developments, in any case, would reduce export 

revenues. The second possible problem taken into 

account is inability to roll-over external short-term 

debt, which leads to the drain of foreign exchange 

reserves on account of servicing liabilities that fall 

due. Apart from borrowing, the country may also use 

other sources of financing, such as portfolio 

investments. However, in times of crisis, non-residents 

withdraw capital from such investments which 

accounts for the third potential drain. Finally, by 

including a portion of the M3 broad money, the risk of 

a sudden flight by residents from domestic into 

foreign currency is also incorporated. The weights for 

this indicator are assessed based on the emerging 

markets sample and incorporate data from the 

previous crises. According to such data, the crisis 

triggered by the collapse of Lehman Brothers led to 

external financing problems which lasted for two 

quarters. Based on this, the weight for short-term 

external debt at remaining maturity was set at 50%, 

i.e. including all liabilities falling due within the next 

six months. Given that the same crisis period saw half 

of non-resident portfolio investments withdrawn, the 

assumed necessary coverage for portfolio investments 

is 50%. Also, the most recent crisis induced an 

average 15% fall in exports. The assessed risk of flight 

from domestic to foreign currency stands at 5% of М3 

money supply. The safe level of coverage of these 

risks stands above 100%. 

The right measure for Serbia 

Taking into account all the specific features of Serbia 

and the experience from crisis years, we created a 

reserve adequacy indicator for Serbia. This included a 

modification of the Greenspan–Guidotti indicator by 

the requirement that foreign exchange reserves cover a 

percentage of FX and dinar deposits of households 

and corporates in addition to short-term external debt 

at remaining maturity and the current account deficit. 

This means that in the event of cessation of external 

inflows, foreign exchange reserves would be sufficient 

to cover all liabilities falling due over the next year, 

the withdrawal of a part of FX deposits and the 

potential flight from domestic currency. The portion 

of FX deposits that needs to be guaranteed by reserves 

coverage was established based on the scenario from 

end-2008 when around 15% of deposits were 

withdrawn. We assessed that around 5% of dinar 

deposits bear potential risk of flight from domestic 

currency. The current account deficit is adjusted for 

FDIs, i.e. the coverage is intended for credit-financed 

deficit only.   
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Composite indicators of adequacy of 
foreign exchange reserves 

Chart I.3.8. Coverage of the sum of short-term external 
debt at remaining maturity and current account deficit 
by gross foreign exchange reserves
(%)
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Chart I.3.9. Wijnholds-Kapteyn indicator for gross 
foreign exchange reserves
(%)

117

158

138

203

176

60

80

100

120

140

160

180

200

220

2008 2009 2010 2011* May 2012*

*Short-term external debt at remaining maturity is projected by the 
NBS.
Source: National Bank of Serbia.

Chart I.3.10. Roaf-Norris indicator for gross foreign 
exchange reserves (stress scenario)
(%)

152

193

166

194

165

60

80

100

120

140

160

180

200

220

2008 2009 2010 2011* May 2012*

*Short-term external debt at remaining maturity is projectied by the 
NBS.
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(%)

124

146

130

166

143

0

20

40

60

80

100

120

140

160

180

200

2008 2009 2010 2011* May 2012*

*Short-term external debt at remaining maturity, current account 
deficit and foreign direct investments are projected by the NBS.
Source: National Bank of Serbia.



Financial Stability Report                                                                                                                                                  National Bank of Serbia 

 

 

17 

Jeanne–Ranciere model on optimal level of FX 

reserves tailored to the characteristics of Serbia’s 

economy 

The original model assumes a small open economy, 

where private sector includes an infinite number of 

consumers with identical utility function. The private 

sector’s consumption is financed from income (GDP), 

external loans and government funds. The observed 

negative shocks are induced by a sudden stop in 

external financing. The government’s role in the 

model is to ensure smooth private sector consumption 

during crisis. Therefore, it is assumed that the 

economy may be in one of the following two states: 

the normal and the crisis state, i.e. the state of a 

sudden stop of financing. To protect private sector 

from external shocks, the government uses foreign 

exchange reserves which may be viewed as insurance 

contracts concluded with foreign investors which in 

the normal state require the payment of a premium 

(the cost of holding reserves). However, at times of a 

sudden stop of external financing, the state has at its 

disposal the total amount of accumulated reserves to 

smooth private sector consumption. Assuming that 

foreign exchange reserves and external borrowing are 

denominated in foreign currency, the budget constraint 

of the consumer may be expressed as follows: 

 t  t  t
( t (  r) t    t)  

where   t  is consumption,  t income,  t funds 

borrowed from abroad, r interest payable on external 

debt,  t  foreign exchange reserves available for 

spending and  
t     exchange rate. The government 

maximizes general welfare, taking into account the 

budget constraint. By such maximization the model 

arrives at an optimal level of reserves that smoothes 

consumption in the event of a crisis occurring with the 

probability  , and causing the loss   and real 

depreciation   . The optimal reserve level is also 

dependant on the size of external shock ( ), risk 

aversion ( ), return on reserves (r), emerging markets 

bond index ( ) and real GDP growth (g): 

  
    (  

r g

  g
 ) (  p

 
 ⁄ )  

  r

  g
   

  
 

  p(   )
(  p

 
 ⁄ ) (     )  

  

where 

p   
 

(   )(   )
 

The model was adjusted by the assumption that 

external shocks may be coupled with internal ones, 

such as run on deposits or loss of confidence in 

domestic currency. Namely, the parameter which in 

the original model represented the size of external 

shock can be expressed as  

  ∑  

 

   

 

where    stands for different shocks. Therefore, 

foreign exchange reserves are deemed adequate if they 

suffice to neutralise the consequences of all potential 

concurrent shocks. The model result, i.e. optimal level 

of reserves is sensitive to parameter assessments. 

Further below we provide the analysis of the 

sensitivity of result to parameter assessments, and the 

estimate of an adequate level of foreign exchange 

reserves under four possible stress scenarios. Stress 

scenarios assume different sizes of shocks (30% and 

35% of GDP) and real depreciation (0% and 10%). 

1 2 3 4

γ

Output loss due to 

sudden stop (in % of 

GDP)

7% 7% 7% 7%

r Return on reserves 1.5% 1.5% 1.5% 1.5%

g Average GDP growth 4% 4% 4% 4%

σ Risk aversion 3 3 3 3

δ EMBI index 6% 6% 6% 6%

π
Probability of a sudden 

stop
10% 10% 10% 10%

λ
Size of a shock            

(in % of GDP)
30% 30% 35% 35%

ΔQ Real depreciation 0% 10% 0% 10%

ρ

Optimal foreign 

exchange reserves     

(in EUR mn)

6,536 7,647 8,129 9,252

Source: National Bank of  Serbia.

Table I.3.2. Stress scenarios for foreign exchange reserves

Gross foreign exchange 

reserves of the NBS                      

(May 2012, EUR mn)

10,172

Symbol Parameter

Scenario
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 Chart I.3.12. Analysis of the sensitivity of model 

results based on 4
th 

stress scenario 
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I.4. Fiscal policy, public (and external) 

debt and financial stability 

Public debt not only swelled over the legal ceiling, 
but went beyond the threshold where public debt 
crisis becomes possible. Strong fiscal adjustment 
efforts are necessary, bearing in mind the level and 
structure of public debt and the size of structural 
deficit. Sustainable external imbalances hinge on 
expected external capital inflows. Hence, the 
continuation of high FDIs, especially in export and 
import substitution industries must be the priority 
of economic policy. Fiscal policy has an equally 
important role in preventing the excessive budget 
deficit. This is a challenging task in a country in 
which fiscal adjustments must go hand in hand 
with the growth of public investments.   

Public debt functions  

Before the analysis of public debt sustainability, we 

will give an overview of the vital functions fulfilled by 

public debt.  

The main role of public debt is to sustain the financing 

of state functions. The state budget is not always 

balanced, nor should it be. Fluctuations of the fiscal 

result during the economic cycle are justifiable as part 

of the so called automatic stabilizers effect.  A cyclical 

component is thus introduced in the public debt 

dynamics, to be cancelled out in the long run. With a 

structurally balanced budget, the nominal public debt 

remains constant and its share in GDP scales down in 

the long run. The new euro area treaty incorporates a 

balanced structural budget, which will ensure long-

term debt sustainability.  

Debt may have a rising tendency and public finances 

may run structural deficit outside economic cycles. 

There are both good and bad reasons for this. From the 

standpoint of effectiveness and fairness, it makes 

sense that future generations should pay for the 

infrastructure, knowledge and technology inherited 

from the present generations. Of course, it does not 

make sense to do what many countries have done, 

Serbia included, to postpone the payment of current 

expenditures or the collection of pension and health 

insurance receivables, due to the structural imbalance 

between liabilities and inflows.  

The second function of public debt is to act as a store 

of value. Government bonds are backed by the 

government’s power to tax and they store (and also 

transfer) the wealth from one period (generation) to 

another. They are a close substitute for money and, 

particularly in developed economies, are considered 

risk-free, i.e. safe and liquid assets. Exactly the kind of 

assets that is necessary in a modern economy. They 

serve as a basis for pricing and valuation of financial 

instruments. The whole financial system is dependent 

on the existence of risk-free assets against which other 

assets can be priced, including the derivatives market.  

There is a strong demand for this type of assets. It is 

used as a collateral in financial intermediation and as a 

primary support in monetary policy operations in a 

number of countries. It offers a safe haven in times of 

turbulence and insecurity. Finally, foreign exchange 

reserves of many countries are held in the form of 

government securities. From the standpoint of 

financial stability, the supply of government securities 

has far-reaching consequences, as the most important 

and maybe even the sole source of external liquidity, 

crucial in case of chronic liquidity shortage. In such 

circumstances, an issue of debt securities must match 

maturity preferences in demand, i.e. the government 

must be prepared to issue short-term liquid securities. 

An inadequate supply, causing liquidity shortage, may 

lead to disruptions in financial intermediation, lower 

asset prices, dampen demand for goods and services 

and slowdown economic activity.  

The supply of adequate liquid instruments is of vital 

importance in the international monetary and financial 

system.  

Public debt sustainability 

The issue of public debt and fiscal policy 

sustainability dominates economic and political 

debates. Everyone seeks a clear univocal answer to 

this question. There are different approaches to the 

sustainability analysis and, regardless of their 

respective weak spots, all give important signals to 

economic policy makers.  

The econometric approach, shown in the Text box I.1. 

includes the testing of time series (public revenues, 

expenditures, fiscal result and debt) for stationarity or 

cointegration. By analogy, the same approach is used 

in the analysis of external sustainability.  

Source: National Bank of Serbia.

Chart I.4.1. Fiscal result 
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The accounting or balance sheet approach assumes 

calculation of the primary fiscal balance needed to 

stabilise the share of debt in GDP. The required 

adjustment value is a difference between the debt-

stabilising primary fiscal balance and the actual 

primary fiscal balance. A positive gap signals that 

fiscal policy allows debt accumulation and that 

without policy changes, the debt will rise to 

unsustainable levels, because its share in GDP cannot 

grow infinitely. Debt stabilisation, however, does not 

mean that the debt has reached an optimal level.  

We will first take a look at public debt sustainability. 

In seeking a simple, univocal solution among different 

approaches and responding to a complex reality, one 

must start from the following: 

а) one and the same level of debt may be sustainable 

in one state of world and unsustainable in the other; 

according to standard (balance sheet) analysis, public 

debt dynamics may be expressed by an equation in 

which the stock of public debt depends on several 

parameters, the key ones being primary fiscal deficit, 

economic growth rate, interest rate and exchange rate. 

However, the levels and dynamics of these parameters 

are uncertain.  

b) adding uncertainty to the equation assumes 

different financial market dynamics; multiple balances 

are possible, some reinforcing financial stability, 

others causing instability.  

c) public debt sustainability is endogenous, i.e. 

dependent on fiscal policy. The most important 

response to high public debt is credible fiscal 

consolidation. Other policies, such as regulatory 

framework and the readiness of the government to 

timely service its liabilities influence the interaction of 

the public debt factors with the financial market, 

which may, but does not necessarily entail a stable 

environment.  

Sustainability of fiscal policy and of the public debt 

are two interrelated concepts. Fiscal policy is 

unsustainable if, in lack of adjustment, it causes  

government, sooner or later, to default on its debt.  

Two situations are possible. In the first one, fiscal 

adjustment is feasible (economically and politically), 

and will bring primary fiscal balance to the level 

Source: National Bank of Serbia.

Chart I.4.2. Public revenues and expenditures
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Chart I.4.3. Public debt 
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which enables regular servicing of debt. In such a 

case, the current fiscal policy is unsustainable, while 

public debt is deemed sustainable. Alternatively, the 

necessary level of primary fiscal balance may be 

economically and politically unfeasible. In that case 

both fiscal policy and public debt are unsustainable, so 

the only way to address insolvency is by restructuring 

of the public debt.   

Higher public debt levels increase the chances that 

fiscal policy and public debt may prove unsustainable. 

A higher public debt can be stabilised only by running 

higher primary fiscal surplus. Also, a higher debt 

entails a higher interest rate and a lower economic 

growth rate. The higher interest rate (reflecting a 

change in market sentiment) and lower economic 

growth rate on their part also necessitate higher 

primary fiscal surplus in order to stabilise public debt.  

High public debt increases vulnerability to shocks. 

The higher the baseline public debt level, the greater 

the effects of a rise in the interest rate or of a decrease 

in the economic growth rate on the primary surplus 

needed to stabilise the debt. The refinancing risk 

depends on the size of the necessary borrowing and of 

the fiscal deficit (which on its part depends on the size 

of debt, through interest payments), the structure of 

debt (e.g. a higher share of shorter maturities entails 

more risk) and investment base (e.g. the prevalence of 

non-residents is riskier). 

Sustainability of Serbia’s fiscal policy and public 

(and external) debt  

Serbia’s fiscal policy position deteriorated in 2011 and 

the first quarter of 2012. Twelve-month moving fiscal 

deficit at the end of the first quarter equalled 5.8% of 

GDP. With April and May data still pending, the 

trends in the balance of government deposits with the 

central bank indicate that fiscal deficit already climbed 

above 6% of GDP. This figure underestimates, at 

least, expenditures under called upon government 

guarantees. Government’s subsidies and loan subsidy 

financing are probably also somewhat underestimated, 

being recorded as an investment (financial assets 

purchase), and not as an expenditure in the calculation 

of the fiscal result.  

Public debt level sounds a warning. By the end of Q1 

it swelled over 51% of GDP, which means that the 

threshold where public debt crisis becomes possible 

(50%) is crossed. Meanwhile, public debt keeps 

growing and will reach around 55% of GDP by the 

end of 2012. In addition to the level of public debt, its 

structure is also a cause for concern. The currency 

structure of public debt and the share of external 

public debt in GDP indicate the extent to which the 

exchange rate affects the size of public debt. 

Therefore, public debt is extremely sensitive to 

exchange rate fluctuations. It is also sensitive to 

investor perception, given that large portion of debt is 

held by non-residents. However, its maturity structure 

is favourable, indicating low refinancing risk.   

Source: Ministry of Finance of Republic of Serbia.
.
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Public debt is not considered risky in normal 

circumstances. However, in times of crisis, liquidity 

may dry up. The feedback between credit and liquidity 

risk enables multiple balancing. Endogenous factor 

plays an important role in terms of market’s valuation 

of sovereign risk. The perception of insolvency may 

create insolvency. In times of crisis, states, just like 

financial institutions, may be either illiquid or 

insolvent, or both. When there is substantial 

uncertainty, governments face liquidity shortages and 

can issue new debt only at progressively higher 

interest rates. This creates further doubts about their 

solvency, triggering negative liquidity spiral. Should 

such spiral be set in motion, it may lock a country, just 

like a financial institution, into a bad equilibrium. 

Sustainability rests on confidence and the crisis of 

debt, public or private, is a disruption of confidence.  

Due to a wide budget deficit and increasing public 

debt, the country must resort to new issues of debt and 

refinancing, which will push private sector further out 

of the market and slow down credit growth and 

economic activity.  

According to the Fiscal Council’s estimate, EUR 2.5 

billion of new debt needs to be ensured for fiscal 

deficit financing and the repayment of outstanding 

principal balance. In such circumstances, breaches of 

fiscal rules causing negative investor perception 

should be avoided, as this could drive risk premium up 

and exacerbate pressure on the foreign exchange 

market. The National Assembly has adopted fiscal 

responsibility provisions incorporated in the Budget 

System Law. Under such provisions, fiscal deficit is 

determined according to a numerical rule. Debt ceiling 

was set (including guarantees issued) at 45% of GDP 

and the Fiscal Council was established to monitor 

compliance with the law, i.e. to assess if fiscal policy 

is conducted in compliance with the rules.  

The stabilisation of public debt at 51% of GDP under 

different assumptions about the economic growth rate 

and depreciation of the dinar signals the need for 

strong fiscal adjustment. A clear adjustment plan is 

needed, which should be made public and adhered to. 

No matter how grave the situation, it can be improved.  

Fiscal adjustment must take place primarily on the 

expenditure side, given that public spending is 

comparatively high relative to other European 

emerging markets, as shown in the Table I.4.1. 

The Fiscal Council proposed the following measures 

for cutting expenditures: tight control, including the 

freezing of salaries and pensions, cutting down public 

sector employment, centralised oversight of all current 

public expenditures (enabling public procurement 

savings), reducing the number of consumer units and 

implementation of a sustainable model of fiscal 

decentralisation.  

The following reforms are needed: pension reform (a 

combination of the replacement rate and raising the 

effective retirement age), reforms of public sector 

wages and employment and reform of the state 

benefits scheme. 

However, a cut in expenditures is not sufficient in 

itself to ensure fiscal consolidation. There is room to 

increase public revenues by increasing tax rates and 

making considerable changes in the structure of tax 

revenues (by raising consumption taxes and lowering 

production taxes). For example, there is room for 

VAT increase and for the transfer of 20% of non-

subsistence items to the general rate, given that 

Serbia’s VAT rate is below the regional average. Also, 

there is room to raise excise taxes on cigarettes and 

alcohol, as well as property tax (increasing rates, 

better property valuation and access to cadastre data). 

Improvement of fee collection and introduction of a 

fee for the so called smoking area (especially in 

combination with the reduction of other fees) may 

improve the fiscal result. More progressive wage 

taxation and lowering of contribution rates would 

reduce a burden on wages. Fiscal devaluation would 

reflect favourably on price competitiveness, boost 

Table I.4.1. Public expenditures of European countries 

Country/Country group

Serbia

Source: International Monetary  Fund.

Advanced Europe, euro area 48.7

Advanced Europe, non-euro area 45.4

Public expenditures          

(2010, % of GDP)

47.2

Emerging Europe, flexible exchange rate 39.8

Emerging Europe, fixed exchange rate 39.9

Source: National Bank of Serbia.
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exports and investments and stimulate new 

employment, while lowering consumption.  

The last four years of the crisis seem to have taught us 

the following lessons: (а) solvency crisis may happen 

anywhere (in both developed countries and emerging 

markets); (b) indebted countries are vulnerable to 

shocks; (c) countries with moderate level of debt 

should make effort to keep their debt moderate.  

External debt stabilisation at 77.5% of GDP, where 

assumptions about economic growth rate and dinar 

 

 

 

 

depreciation remain unchanged, points to: (a) the 

significance of fiscal adjustment which will at the 

same time lead to a reduction in external imbalance; 

(b) the significance of capital inflows, especially FDIs. 

Bearing in mind that privatization has reached a 

momentum, microeconomic reforms should guarantee 

investors' interests; (c) the possibility of using the 

exchange rate to reduce external imbalances without 

jeopardising the targeted level or stability of inflation, 

and the financial stability at large.  

 

 
 

 

 

  

Source: National Bank of Serbia.

Chart I.4.10. Stabilization of public debt-to-GDP ratio at 51%
(% of GDP)
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Chart I.4.11. Stabilization of public debt-to-GDP ratio at 51% 
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Chart I.4.12. Stabilization of external debt-to-GDP ratio at 
77.5% 
(% of GDP)
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Chart I.4.13. Stabilization of external debt-to-GDP ratio at 
77.5% 
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Source: National Bank of Serbia.

Chart I.4.14. External debt  -to- GDP ratio
(% of GDP)
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10Quintos, C.E. (1995), Sustainability of the Deficit Process with Structural Shifts, Journal of Business andEconomic Statistics 13(4), October, 409–417. 

This analysis of sustainability of public and external debt of the Republic of Serbia is based on the sustainability test 

used by Quintos (1995)10. The analysis uses quarterly data on revenues (public and/or exports), expenditures (public 

and/or imports), deficit (fiscal and/or balance of payments) and debt (public and/or external) from the period Q1 2001 – 

Q1 2012. The econometric approach applied in the analysis is presented in the diagram below. The method suffers from 

several weaknesses, so the results should be interpreted with utmost caution. Nevertheless, they must be taken into 

account by economic policy makers. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

In case of cointegration, Quintos (1995) shows that if the first difference of public debt is stationary, budget 

sustainability is strong, while if the first difference of public debt is non-stationary, the sustainability is weak. This 

analysis can be equally applied when analysing sustainability of external debt. In public (external) debt sustainability 

analysis all variables are expressed as a percentage of GDP.  

The Table 1 contains the results of three unit root and stationarity tests (augmented Dickey–Fuller 

 (ADF), Phillips–Perron (PP) and Dickey–Fullertest with generalized least squares method (DF-GLS)). Based on the 

results in Table 1 we may conclude that public revenues and public expenditures generally have unit root. As expected, 

the results of unit root tests of fiscal deficit time series are very similar to the results of public revenues and expenditures 

tests. PP and DF-GLS unit root tests of public debt time series indicate that the first difference of public debt is non-

stationary. Conversely, ADF test shows that the hypothesis about non-stationarity of the first difference of public debt 

may be rejected at 10% significance level. In making a decision about unit root we were motivated by the fact that DF-

GLS is more reliable than other tests, especially when using short data series. Based on the above tests and visual 

analysis of public debt trends in our sample, we concluded that the first difference of public debt shows non-stationary 

movement.  

After establishing that public revenues and public expenditures series have unit root, we conducted a cointegration 

analysis of these series using Johansen methodology.  

Text box I.1. Еconometric analysis of sustainability of public and external debt of the 

Republic of Serbia  

 

Diagram 1. Econometric approach 
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Given that the results of the Johansen cointegration test can be significantly influenced by the lags, it is very important 

to choose an optimal lag. In the analysis of optimal lag we used LR (likelihood ratio) and four information criteria (FPE 

– Final Prediction Error; AIC – Akaike information criterion; HQIC –Hannan and Quinn information criterion and SBIC 

– Schwarz– Bayesian information criterion). Based on LR test and AIC information criteria, optimal length of the lag is 

four. 

 

Using optimal lags and Johansen cointegration test we have established one cointegration relationship. We assumed 

there is a constant within error correction. Table 2 presents the results of Johansen cointegration test.  

In the application of the Johansen test, we used LM (Lagrange Multiplier) test for correlation of the residuals, a series of 

tests of normal distribution of residuals and the test of stability of estimated elements of vector error correction model. 

The results of diagnostic tests indicate that estimated parameters are reliable and stable.  

 

 The results of the Johansen cointegration test for nominal variables support the hypothesis on cointegration of revenues 

and expenditures with one cointegration vector [1.0 –0.74 0.68]. 

PP and DF-GLS tests show that the first difference of public debt is non-stationary, which means that weak budget 

sustainability may be expected.  

Since in the case of Serbia b=0.68 we concluded that budget sustainability is weak, when the period from Q1 2001 until 

Q1 2012 is analysed.  

Tables 3 and 4 present unit root tests of external debt sustainability and results of the Johansen conitegration test.   

 

 

Variable
Model w ith 

constant

Model w ith 

trend
First diff.

Model w ith 

constant

Model w ith 

trend
First diff.

Model w ith 

trend

Model w ith 

trend
First diff.

Public 

revenues
-1.973 -2.258 -4.216** -7.735** -7.277** -12.993** -1.198 -0.358 -1.159

Public 

expenditures
-2.103 -2.73 -4.523** -7.253** -8.174** -15.873** -1.875 0.287 -1.482

Fiscal deficit -0.814 -1.38 -4.060** -5.116** -5.785** -17.140** -2.203 0.287 -0.353

Public debt -1.132 -0.103 -2.651(*) -9.221(*) -5.814(*) -2.381 -0.126 -0.095 -2.606

Variables are measured in relation to GDP. Public debt is measured in relation to GDP on annual basis. The v alues are estimated t –statistics. ‘**’, ‘*’ or ‘(*)’ show that 

the corresponding hy pothesis can be rejected at the 1%, 5% or 10% signif icance lev el, respectiv ely . Number of  lags of  the ADF test is 4.

Source: National Bank of  Serbia.

Table 1. Tests for unit roots and stationarity (public debt)

АDF test PP test DF-GLS test

Null 

hypothesis
Lag

r = 0 4

r = 1 4

* Shows that null hy pothesis of  no cointegration relationship between public rev enues and expenditures can be rejected at the 5% signif icance lev el.

Source: National Bank of  Serbia.

Table 2. Results of the Johansen cointegration test (public debt, nominal variables)

0.49782 28.8258* 28.2403*

[1.0 -0.74 0.68]
0.49782 0.5854 0.5854

Eigenvalue Trace statistic Maximal eigenvalue statistic
Normalized cointegration 

vector

Variable1) Model w ith 

constant

Model w ith 

trend
First diff.

Model w ith 

constant

Model w ith 

trend
First diff.

Model w ith 

constant

Model w ith 

trend
First diff.

Export -0.759 -2.835 -3.089* -1.261 -3.717* -8.611** -3.00(*) -1.56 -1.704

Import -1.738 -1.965 -3.381* -2.154 -3.873* -10.26** -2.225 -1.736 -8.783**

Deficit -2.44 -2.176 -3.635* -3.101* -3.148 -9.161** -3.470* -3.16** -8.621**

External debt -1.475 -2.21 -3.366* -4.957** -8.090** -2.672(*) -1.157 -1.049 -1.641

Source: National Bank of  Serbia.

Таble 3. Tests for unit roots and stationarity (external debt)

АDF test PP test DF - GLS test

Variables are measured in relation to GDP. Public debt is measured in relation to GDP on annual basis. The v alues are estimated t –statistics. ‘**’, ‘*’ or ‘(*)’ show that

the corresponding hy pothesis can be rejected at the 1%, 5% or 10% signif icance lev el, respectiv ely . Number of  lags of  the ADF test is 4. 



Financial Stability Report                                                                                                                                                  National Bank of Serbia 

 

27 

 

АDF and DF-GLS unit root tests of exports and imports show that exports and imports in our sample generally have unit 

root, i.e. show non-stationary movements. Based on unit root tests it is very difficult to draw a univocal conclusion 

about the existence of unit root of the balance of payments deficit series. АDF and PP tests of the first difference of 

external debt show that the null non-stationarity hypothesis can be rejected at 5% or 1% significance level, respectively. 

Conversely, DF-GLS test shows that the first difference of external debt is non-stationary.   

Since we have established that exports and imports series have unit root, we conducted cointegration analysis of these 

series using Jonahsen’s methodology.  

The optimal number of lags is one, based on LR test and HQIC and SBIC information criteria. These criteria produce 

better results in small samples. 

 

The results of the application of Johansen methodology indicate that exports and imports are not cointegrated variables 

in the observed period.   

 

Conclusion: 

 

Unit root tests of public revenues and expenditures lead to the conclusion that these variables show non-stationary 

movements, i.e. that they have unit root. Most of the tests indicate that the first difference of the public debt is non-

stationary. In the econometric analysis we used Quintos (1995) public debt sustainability test, and by applying Johansen 

methodology, we established that there is a cointegration relationship between public revenues on the one hand and 

public expenditures on the other, while the estimated value of the parameter indicates that the sustainability of the 

Serbian budget in the observed period was weak.  

 

Unit root tests of imports and exports show that these series have unit root. Using Johansen methodology we showed 

that exports and imports are not cointegrated variables in the observed period. It follows that the sustainability of 

external debt of the Republic of Serbia depends on maintaining external capital inflows at the level of the average for the 

crisis period (2009–2011), and on the extent of fiscal adjustment.  

 

Null 

hypothesis
Lag

r = 0 1

r = 1 1

* shows that null hy pothesis of  no cointegration relationship between public rev enues and expenditures can be rejected at the 5% signif icance lev el.

Source: National Bank of  Serbia.

Таble 4. Results of the Johansen cointegration test (external debt)

Eigenvalue Trace statistic Maximal eigenvalue statistic
Normalized cointegration 

vector

0.19528 11.5752* 9.3424*

[- - -]
0.19528 2.2328 2.2328
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I.5. Corporate sector  

GDP grew by a modest 1.6% in 2011. By contrast to 
2010, the corporate sector (non-financial 
corporations) operated with profit. Corporate 
deposits, expanded in real terms, albeit at a slower 
pace. Though corporate debt is low compared to 
regional counterparts, its share in GDP is 
declining. The structure of debt is changing 
towards greater reliance on the domestic banking 
sector and a reduction of external borrowing.  

After falling in 2009, GDP increased sluggishly in 

2010 and 2011, but industrial production recovered to 

its pre-crisis level. Similar to GDP, real corporate 

deposits and lending increased in 2010 and 2011, 

exhibiting slower growth dynamics.  

Though corporate debt as a share of GDP is 

contracting, its total level (internal and external) 

remains unchanged. The structure of debt, on the other 

hand, is shifting towards a greater share of loans 

approved by domestic banks and a smaller share of 

cross-border loans.  

Due to liquidity shortages, the structure of new bank 

lending to the corporate sector is dominated by loans 

for the purchase of current assets. Investment loans 

show an upward trend even though government 

subsidies aimed at bolstering lending activity have 

been significantly scaled down. It should be noted that 

these subsidies played an important role in cushioning 

the economic slide during the crisis.  

In 2011, the corporate sector repaid EUR 2.6 billion, 

mostly under long-term foreign loans. The decline in 

corporate external debt by EUR 600 million testifies 

that the Serbian economy has access to refinancing in 

the international capital market though the risk of 

capital availability was often cited as the key risk 

overshadowing emerging markets. Direct cross-border 

loans,  however,  are  available  only   to   high-quality  
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Chart I.5.3. Debt level of Serbian corporate sector
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borrowers from among large corporates. Small- and 

medium-sized enterprises still have limited access to 

affordable financing.   

Interest rates on loans and deposits (dinar and FX) are 

on a mildly downward path. However, the spread 

between interest rates on dinar and FX savings 

remains large (5.98 pp), as does the spread between 

rates on dinar and FX-indexed loans (8.23 pp). Wide 

spreads persist also between interest rates on dinar 

deposits and loans (7.96 pp) and between rates on FX 

deposits and FX-indexed loans (5.71 pp). 

The volume of claims subject to enforced collection 

decreased substantially in 2011. The sharpest fall was 

registered for bank claims, largely on account of claim 

write-offs in the course of the year. The 

implementation of the Law on Bankruptcy 

Proceedings, which entered into force in 2010, also 

contributed to the lowering of the volume of claims in 

enforced collection. The Law envisages automatic 

bankruptcy of enterprises whose accounts were 

blocked for an uninterrupted period of over a year. 

Most of the forced bankruptcy proceedings initiated 

since the start of implementation of the above Law 

were completed in 2011. This means that previous 

data did not give a real picture of the state of the 

Serbian economy. They showed uncollectible claims 

in the balance sheets of enterprises and banks, which 

accumulated over a considerable period of time. The 

volume of claims in enforced collection continued 

decreasing in early 2012. Again, the steepest decrease 

was recorded for banks.  

After three years of losses, the Serbian economy 

recorded a positive result in 2011 – RSD 84.8 billion. 

Though both sectors (tradable and nontradable) 

operated with profit, the key contribution was that of 

the sector of nontradable goods and services.  

Improvement in the net result of the corporate sector 

was due not only to stronger growth in revenue than in 

expenditure, but also to an appreciable decline in 

financial expenditure.  

Corporate fixed assets expanded substantially in 2011 

as a result of increased investment activity. At the 

same time, the growth in current assets and short-term 

liabilities slowed down, signalling possible absence of 

additional liquidity pressures.  
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Chart I.5.6. Corporate deposits interest rate dynamics - new 
businesses
(weighted average, %)

2009 2010 2011

First order claims 73,124 50,741 35,298

Second order claims 47,042 31,052 24,577

Third order claims

Banks 90,101 100,098 72,544

Mutual claims 51,838 44,765 38,820

Table I.5.1. Overview of claims through enforced collection

(RSD mn)

Source: National Bank of  Serbia.
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Chart I.5.7. Corporate RSD loans and deposits dynamics -
new businesses
(weighted average, %)
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Chart I.5.8. Corporate EUR nad EUR indexed loans and 
deposits interst rates - new businesses
(weighted average, %)

2009 2010 Growth rate 2011 Growth rate

Total revenue 6,328 7,260 14.7% 8,065 11.1%

Sectors of  tradable goods and serv ices 2,325 2,898 24.6% 3,318 14.5%

Sectors non tradeable goods and serv ices 4,003 4,362 9.0% 4,748 8.8%

Total expenses 6,409 7,339 14.5% 7,945 8.3%

Sectors of  tradable goods and serv ices 2,439 2,947 20.8% 3,297 11.9%

Sectors non tradeable goods and serv ices 3,971 4,392 10.6% 4,648 5.8%

Financial expenses 420 533 26.9% 419 -21.4%

Sectors of  tradable goods and serv ices 164 220 34.1% 178 -19.1%

Sectors non tradeable goods and serv ices 255 313 22.7% 242 -22.7%

Business result -81 -79 -2.5% 120 -251.9%

Sectors of  tradable goods and serv ices -114 -49 -57.0% 21 -142.9%

Sectors non tradeable goods and serv ices 32 -30 -193.8% 100 -433.3%

Gross profit margin (%) -1.28% -1.09% 1.49%

Net financial result after taxes -102.2 -101.5 -0.7% 84.8 -183.5%

Fixed assets 5,482 5,672 3.5% 6,850 20.8%

Current assets 3,613 4,150 14.9% 4,346 4.7%

Inventories 1,082 1,188 9.8% 1,265 6.5%

Short term liabilities 3,750 4,341 15.8% 4,585 5.6%

Long term liabilities 1,752 1,959 11.8% 2,021 3.2%

Quick ratio 0.67 0.68 0.66

Current ratio 0.96 0.95 0.93

Total assets 9,622 10,526 9.4% 12,036 14.3%

(in % of GDP) 354 365 379

Capital* 3,563 3,495 -1.9% 4,506 28.9%

Share of own capital** 42.3 39.6 44.1

* Capital adjusted f or losses ov er capital lev el

Source: Serbian business registry  agency . Register f or f inancial statements and solv ency .

Table I.5.2. Overview of key corprate sector performance indicators

(RSD bn)
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I.6. Household sector 

 

Real wages are stagnating against the background of 

rising unemployment. Despite negative developments in 

the real sector, household savings are growing in real 

terms, albeit at a slackening pace. The maturity structure 

of savings is shifting towards a greater share of long-term 

deposits. Real lending is also growing at a slowing pace. 

With exceptionally low level of indebtedness, household 

sector remains the net creditor of the financial system.  

Reflecting a slightly higher growth in consumer prices 

relative to nominal wages and a rise in the 

unemployment rate, the standard of living declined in 

2011. No major changes were recorded during the 

year in the coverage of the average consumer basket 

by the average wage. Namely, both the average 

nominal wage and the cost of average consumer 

basket increased by around 11%. Hence, the coverage 

ratio (68.4%) remained almost unchanged from a year 

earlier (68.1%). The continuing of this trend could 

have a negative impact on disposable household 

income, strain the household debt servicing capacity 

and push up NPLs. It should be noted, however, that 

the indebtedness of the household sector is 

exceptionally low – mere 18% of GDP.  

The growth in savings continued in 2011, though at a 

slower pace than a year earlier due to the fall in the 

standard of living. Overall, household savings gained 

7.3% in real terms, which is much less than in 2010 

(16.6%). In 2011, total household savings rose from 

RSD 745 billion to RSD 795 billion. As in the 

previous years, the strongest growth was recorded 

during the November Savings Week. However, the 

1.5% growth in FX savings in November was weaker 

than in 2010 (6%), largely as a result of lower interest 

rates that banks offered in line with the NBS 

recommendation. The NBS argued that financing 

loans from deposits paying higher interest rates can 

only translate into expensive loans, which increases 

the risk in the banking system. It therefore 

recommended that bank interest rates offered on FX 

deposits during the Savings Week should not deviate 

significantly from the average interest rates paid on 

those deposits in the remainder of the year. The aim of 

the recommendation was to prevent excessive 

fluctuations of the interest rate and liquidity levels. 

The NBS also recommended that banks should focus 

on attracting dinar savings, thereby contributing to the 

strengthening of financial stability. This 

recommendation without any doubt played a 

significant role in the growth of dinar savings. 

Namely, during 2011 dinar savings rose by a real 

35.9%, providing additional funding for banks’ dinar 

investments and moderating their exposure to FX risk. 

The share of dinar savings in total savings rose by 0.6 

pp, from 1.8% at end-2010 to 2.4% at end-2011. 

 

Chart I.6.1. CPI , real and nominal net wages 
(index, 2009 =100)
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The currency structure of FX savings changed by the 

end of the year. Media speculation about Greece going 

bankrupt and exiting the euro area, as well as concerns 

over the future of the single currency led households 

to switch from the euro and start saving in other 

currencies, notably the US dollar and the Swiss franc. 

During the last two months of the year, euro savings 

edged up 0.1%, while savings in the Swiss franc and 

the dollar increased by 25% and 6.4%, respectively. 

This impact on the currency structure shows the extent 

of market sensitivity to negative news from the 

international environment.  

The growth in household lending eased in 2011, but 

remained positive, measuring in real terms 5.5% 

relative to 10.2% in 2010. Lending growth softened in 

response to the weakening of subsidised lending and 

to the Decision on the Measures Safeguarding and 

Strengthening Stability of the Financial System, which 

entered into force on 30 June. To reduce FX and credit 

risk, the decision stipulated that loans may be indexed 

only to the euro, raised the downpayment for euro-

denominated loans to 30% of the loan amount, and set 

the LTV ratio for housing loans at maximum 80%.  

The above measures contributed to the 5.4 pp rise in 

the share of dinar loans in total lending, from 26.1% to 

31.5%. Another piece of encouraging news is the 

lower use of costlier sources of finance, i.e. credit 

cards, which should facilitate debt servicing to the 

banking sector.  
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Table I.6.1. Household FX savings

Currencies 31.10.2011 31.12.2011 Change

EUR (EUR mn) 6,957.18 6,961.01 3.82

USD (USD mn) 257.88 274.47 16.58

CHF (CHF mn) 192.86 240.82 47.95

Source: National Bank of Serbia.
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Interest rates on loans and deposits (dinar and FX) are 

on a mildly downward trend. However, the spread 

between interest rates on dinar and FX savings 

remains large (5 pp), and so does the spread between 

rates on dinar and FX-indexed loans (11.5 pp). Wide 

spreads persist also between interest rates on dinar 

deposits and loans (10.6 pp) and between rates on FX 

deposits and FX-indexed loans (4.1 pp). 
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Table I.6.2. Household sector performance indicators

(in %, unless indicated otherwise)

Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1

2008 2009 2009 2009 2009 2010 2010 2010 2010 2011 2011 2011 2011 2012

Total indebtedness

in RSD bn 414.5 428.9 425.3 428.8 449.3 474.3 522.3 540.2 553.8 546.9 565.5 568.9 585.3 612.0

in EUR mn 4,678.2 4,525.4 4,551.0 4,610.0 4,685.2 4,754.1 5,004.7 5,087.4 5,249.1 5,279.4 5,518.7 5,623.0 5,593.7 5,495.0

in % of GDP1) 15.6 15.8 15.6 15.8 16.5 16.5 18.1 18.7 19.2 17.2 17.8 17.9 18.4 18.6

FX to total loans2) 80.1 80.3 79.5 79.2 80.3 80.7 78.5 75.6 73.9 72.1 70.9 69.1 68.5 68.8

FX to total deposits2) 87.5 89.8 88.7 88.5 89.1 90.3 90.7 91.1 91.5 91.7 91.7 90.8 89.9 90.8

FX deposits to FX loans2) 125.4 131.9 137.5 143.2 158.3 158.9 159.8 167.9 179.7 186.1 185.9 190.0 194.4 199.0

Short-term loans to total loans 11.9 11.9 12.7 12.9 12.2 11.9 11.5 11.0 10.6 11.2 10.5 10.1 9.9 10.3

LTV ratio3) 63.6 62.2 63.2 64.3 66.1 66.4 65.9 65.5 65.4 66.9 67.7 64.7 64.3 62.5

Average loan per employee

in RSD thousands 160.7 176.4 175.3 175.2 187.6 201.5 232.1 243.9 249.0 248.2 260.6 263.6 273.7 286.5

in EUR 1,813.6 1,860.9 1,876.4 1,883.7 1,956.6 2,019.4 2,223.4 2,297.3 2,360.2 2,395.7 2,543.8 2,605.5 2,615.8 2,572.2

Average loan per resident

in RSD thousands 56.4 58.5 58.0 58.6 61.5 64.9 71.6 74.1 76.1 75.2 77.7 78.2 80.4 84.1

in EUR 636.9 616.8 621.0 629.8 640.9 651.1 686.2 698.4 721.4 725.6 758.5 772.8 768.8 755.2

Average loan amount

in RSD thousands 319.7 333.4 347.3 356.6 373.3 396.5 420.0 421.9 428.1 425.5 431.2 430.6 440.2 457.9

in EUR 3,608.6 3,517.3 3,716.5 3,833.8 3,892.8 3,974.4 4,024.2 3,973.5 4,057.4 4,107.5 4,208.6 4,255.8 4,206.8 4,112.0

Average loan  per user

in RSD thousands 388.2 404.4 420.4 428.2 448.6 474.3 500.2 502.8 509.6 507.2 516.0 516.4 531.6 555.4

in EUR 4,381.9 4,266.5 4,498.9 4,603.5 4,678.8 4,754.8 4,793.0 4,735.7 4,830.5 4,895.6 5,035.9 5,104.0 5,080.4 4,987.1

Indebtedness to financial assets 83.9 81.4 77.8 74.8 67.4 67.5 69.3 68.7 66.0 65.4 66.4 66.0 64.3 65.4

1) GDP rates for 2011 and 2012 are projected by the NBS.

2) FX loans and deposits include FX-indexed loans and deposits.

3) For loans insured w ith the National Mortgage Insurance Corporation.

Source: National Bank of Serbia, Association of Serbian Banks, National Mortgage Insurance Corporation and Statistical Office of the Republic of Serbia.
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Source: National Bank of Serbia.
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Source: National Bank of Serbia.
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II. Financial sector 

II.1. Banking sector 

Capital adequacy of the banking sector 

The level of regulatory capital of Serbia’s banking 

sector was adequate throughout 2011. It remained so 

even after the national regulatory framework was 

harmonized with Basel II requirements, though it 

should be noted that the Decision on the Classification 

of Balance Sheet Assets and Off-balance Sheet Items 

was amended, relaxing the previously stringent rules 

on provisioning.  

In order to respond to the requirements of a changed 

regulatory framework, four banks were recapitalized 

in the total amount of RSD 21.6 billion (EUR 231.6 

million). A number of banks raised their capital by 

increasing subordinated debt in the total amount of 

RSD 7.8 billion (EUR 75 million). Total inflow of 

capital to the banking sector thus came at RSD 29.4 

billion (EUR 306.6 million). One bank effected a 

conversion of subordinated debt into equity in the 

amount of RSD 0.5 billion (EUR 5 million). 

In Q4 2011, banking sector’s regulatory capital 

decreased by RSD 20.7 billion. This came as a result 

of Basel II implementation (primarily, the inclusion of 

reserves calculated as the difference between 

valuation adjustment and reserves calculated under 

International Financial Reporting Standards and 

International Accounting Standards into deductions 

from capital and tighter requirements for recognizing 

subordinated debt as an element of capital). In 

addition, one-off loss for the uncovered amount 

sustained by a single bank led to a contraction of core 

capital in the sector at large, although core capital of 

other banks did not decrease to any significant degree. 

The capital adequacy ratio remained high (19.1%) as 

reserves for potential losses declined.  

In Q1 2012, the capital adequacy ratio decreased as a 

result of the combined effect of a fall in regulatory 

capital and a rise in risk-weighted assets triggered, 

among other things, by dinar depreciation. 

On the international scale, the ratio of regulatory 

capital to risk-weighted assets of the domestic banking 

sector ranked second among CEE countries. 

At end-2011, the structure of Serbia’s banking sector 

regulatory capital was dominated by capital 

Total financial sector assets reached 90.3% of GDP in late 2011, with the banking sector continuing to 
hold a dominant share. Serbia’s banking sector is well capitalized. Loan portfolio is the most important 
segment of banks’ assets. The share of non-performing loans in total loans is rising, mostly as a result 
of foreign exchange-induced credit risk. However, as banks’ reserves are very high, non-performing 
loans do not pose a threat to financial stability. Overall, profitability is sound. As the banking sector is 
extremely liquid, the liquidity risk is the least pronounced of all risks in the system. The quality of 
sources of funding improved notably, primarily through an increase in the share of long-term sources. 

Source: National Bank of Serbia.
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Chart II.1.2. Regulatory capital to risk-weighted assets, CEE 
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requirements for credit risk, counterparty risk and 

settlement/delivery risk (86.6%).The rest refers to 

market risks (foreign exchange and price risk) and 

operational risk (novelty introduced by Basel II 

standards). Evidently, credit risk is the key risk faced 

by Serbia’s banking sector. Banks, however, allocate a 

sufficient amount of capital to cover possible losses in 

this respect. A look at the ratio of regulatory capital to 

risk-weighted assets and the share of NPLs to total 

loans in a wider international context points to a   

similar conclusion.  

Level, structure and quality of assets 

Banking sector assets reached 83.5% of GDP at end-

2011. The composition of assets remained broadly 

unchanged during 2011. Banks’ loan portfolio 

continued to be dominant, accounting for close to 60% 

of total banking sector assets in late 2011. Required 

reserves held with the National Bank of Serbia and 

repo securities made up 21% of assets. Investment in 

government securities was on a steady rise since 2008, 

reaching a share of 5.8% in late 2011. 

After a fall recorded during 2009, the share of risk-

weighted assets in total assets of the banking sector 

remained relatively stable until Q4 2011 when, 

following the introduction of a new regulatory 

framework, it subsided notably.  

Lending activity 

Real growth in lending activity slowed down in 2011, 

but continued recording positive values. Real credit 

growth started slowing down in early 2008. It picked 

up temporarily in 2010 as a result of interest subsidies 

for liquidity loans, consumer loans and investment 

loans, subject to Government Decree. After these 

subsidies were halved in 2011, credit growth 

continued its slowdown (in part also due to the base 

effect of a faster growth in 2010). Composite credit 

growth which, in addition to domestic loans approved 

to non-monetary sectors also includes direct external 

borrowing by enterprises, displayed similar trends. 

The greatest contribution to lending activity growth 

came from loans to the corporate sector, followed by 

loans to households
11

. Investment loans were among 

the most significant loans to the corporate sector. 

Their contribution is on a steady rise, which could be 

an early signal of economic recovery. 

Chart II.1.7. shows the credit gap evaluated by using 

the Hodrick–Prescott filter on the basis of data on 

total household and corporate loans approved. Q1 

2011 saw a positive divergence of lending activity 

from the trend, while subsequent quarters recorded 

movements below the potential level. Lending activity 

higher than the trend was recorded in Q1 2012 as well. 

  

                                                 
11Corporate sector comprises public enterprises and companies. Household 

sector includes private individuals, enterpreneurs, private households with self-

employed persons and registered agricultural producers. 

Source: National Bank of Serbia and IMF: GFSR.

Chart II.1.3 Capital adequacy ratio and NPL ratio, CEE region
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Portfolio quality 

 
In 2011, NPLs grew faster than total loans. 

The share of NPLs in total banking sector loans has 

been increasing since 2008. In late 2011, NPLs made 

up 19.0% of total loans approved. However, reserves 

for potential losses are sufficient to cover 129.2% of 

gross NPLs. Owing to such high coverage, NPLs, 

although significant in nominal terms, do not pose a 

threat to financial stability.  

Region-wise, the share of NPLs in total loans is the 

highest in Serbia, but so is the level of reserves for 

covering potential losses on these loans. 

Moreover, in regional terms, the share of NPLs in total 

loans since the start of the crisis until 2011 increased 

much less in Serbia than in much of the rest of the 

region.  

Loans to the corporate sector, including in particular 

mining, manufacturing and trade, accounted for the 

highest share of total NPLs. At end-2011, the share of 

NPLs in total corporate loans was 24.6%. 

Individual branches of the economy differ 

substantially in terms of their respective shares of 

NPLs in total loans. The largest shares are accounted 

for by the real estate activity, agriculture, fishing and 

forestry, construction, mining and manufacturing.  

Following an increase during 2009, the share of 

household NPLs levelled off by late 2011. At end-

2011, this share was broadly similar to that of early 

2011, without undergoing any major oscillations in the 

meantime. In early 2012, this indicator increased 

somewhat. 

Housing and cash loans make up most of total 

household NPLs. On the other hand, the share of non-

performing housing (cash) loans in total approved 

housing (cash) loans is the smallest.  

* Adjusted for inflation and exchange rate movements.
Source: National Bank of Serbia.

Chart II.1.6. Contributions to real growth* in domestic 
lending activity
(y-o-y rates, pp)
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Chart II.1.7. Credit gap*
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Chart II.1.8. Growth dynamics of NPLs and total gross loans
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Source: National Bank of Serbia.

Chart II.1.10. NPL coverage
(%)
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Chart II.1.11. NPL ratio, CEE countries
(2011, latest available data, %)
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Chart II.1.12. Bank provisions to NPLs, CEE countries
(2011, latest available data, %)
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Chart II.1.13. Change in NPL ratio, CEE countries
(change from 2008 to 2011, pp)
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Chart II.1.14. Sectoral structure of non-performing loans
(%)
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Chart II.1.15. Non-performing loans of Serbian enterprises: 
NPL ratio and structure - public enterprises vs. private 
companies
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Profitability 

In late 2011, profitability of the Serbia’s banking 

sector was somewhat higher than at end-2010.With 

the return on assets of 1.3% and return on equity of 

6.1%
12

, Serbia’s banking sector was among the most 

profitable in the region at end-2011. If changes in 

profitability relating to the pre-crisis period are 

analysed, it becomes apparent that, although 

profitability declined, the decline was lower than in 

most countries of the region. 

A one-off, but sharp fall in banking sector profitability 

in Q4 2011 was caused almost entirely by losses of 

RSD 29.7 billion in the balance sheet of a single bank. 

This extraordinary loss was almost entirely due to a 

one-off valuation adjustment of the bank's non-

collectible claims in Q4 2011. 

                                                 
12 Excluding Agrobanka’s losses in Q4 2011. 

Source: National Bank of Serbia.

Chart II.1.19. Structure of households' non-performing loans
(March 2012, RSD bn and % of total households' NPLs)
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Chart II.1.20. NPL ratio of households, by loan purpose
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Chart II.1.16. Sectoral structure of non-performing loans of 
private companies
(March 2012, RSD bn and % of total private companies' NPLs)
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Chart II.1.17. NPL ratio of private companies, by sectors
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 Pre-tax profit of the sector rose by RSD 5.6 billion  

y-o-y
13

, or 22% in 2011 (Table II.1.1). Profitability 

rallied mostly on account of increased interest income 

(RSD 7.0 billion), fees and commissions (RSD 1.2 

billion), while the largest negative impact came from a 

fall in income on account of exchange rate changes 

(RSD –3.5 billion).  

Operating income, representing income from regular 

business activities of a bank,
14

 mainly comprises 

income from interest and fees. This indicates that 

domestic banks’ business model is still largely 

oriented towards traditional banking operations (loan-

deposit transactions) rather than investment banking. 

As a consequence, income from trade in securities 

accounted for only a minor percentage of domestic 

banks’ operating income. 

Banking sector efficiency, as measured by the cost-to-

income ratio, also improved. Operating costs made up 

two thirds of the operating income in late 2011, 

compared to slightly over 70% in 2010.  

Banking sector liquidity 

Though banking sector lending activity slowed 

notably, it remains in the positive real growth zone. A 

steep fall in risk propensity encouraged liquidity 

hoarding, i.e. investment in government securities and 

central bank’s bills. 

As a result, Serbia’s banking sector is extremely liquid 

and the liquidity risk is the least pronounced of all 

system risks. 

                                                 
13 Exluding Agrobanka’s losses in Q4 2011. 
14 For the purposes of this report, operating income is defined as the sum of net 

interest margin, net fees and commissions margin, net result of trade in 

securities, shares and stakes, and revenue from dividends and stakes. 

Source: National Bank of Serbia and IMF: GFSR.

Chart II.1.21. Return on assets, CEE countries
(2011, latest available data, %)
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Chart II.1.22. Return on equity, CEE countries
(2011, latest available data, %)
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Chart II.1.23. Change in ROA, CEE countries
(change from 2008 to 2011, pp)
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Chart II.1.24. Change in ROE, CEE countries
(change from 2008 to 2011, p.p.)
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Highly liquid foreign exchange assets (funds held in 

banks’ foreign exchange accounts and required 

reserves allocated to foreign exchange deposits with 

the National Bank of Serbia) cover 45 to 50% of 

household foreign exchange deposits. This makes the 

banking sector extremely resilient to liquidity risk, as 

tested by stringent liquidity stress tests assuming a 

potential outflow of around 30% of deposits.  

However, a shortfall of liquidity in international 

markets could trigger deleveraging by banks that have 

active subsidiaries in Serbia and other countries of the 

region, bearing down on capital inflows to the banking 

sectors of the entire South and East European region. 

It is therefore necessary to enhance local sources of 

funding as support to further growth in lending 

activity. 

A source of optimism can be found in the fact that 

banks signatories to the Vienna Initiative have larger 

than agreed exposures to Serbia, despite the 

programme’s completion in 2010. The expected 

pressures on account of consolidation of large banking 

groups did not play out in the Serbian market. Timely 

recapitalizations of banks in late 2011 to ensure 

compliance with Basel II rules are indicative of parent 

banks’ commitment to stay in the Serbian market.  

The structure of sources of funding of the banking 

sector remained broadly unchanged in 2011. Domestic 

deposits were dominant, making up 73% of all 

liabilities. However, the loan-to-deposit ratio was on a 

mild increase in Q1 2012, reaching 1.33 at end-March 

after rising by 7.4 pp since the start of the year. For 

the sake of comparison, this ratio ranged from 1 to 1.2 

in the pre-crisis period. 

Sources of funding 

The maturity structure of sources of funding 

improved. Long-term sources currently cover around 

70% of all loans in Serbia. Consequently, a decline 

was recorded in the liquidity risk on account of the 

maturity mismatch of sources of funding and assets. 

The rising trend in the share of long-term sources of 

funding has been particularly pronounced from 2011 

onwards after the coming into force of the Decision on 

applying different reserve requirement ratios to 

liabilities with the maturity of under and over two 

years (“RS Official Gazette”, Nos 3/2011, 31/2012 

and 57/2012). In this way, total long-term sources rose 

in late 2011 to 50% of liabilities – a significant 

increase from 42% and 43.3% in 2008 and 2010, 

respectively. 

At the same time, the structure of bank funding by 

parent banks and related persons also improved, 

mitigating the risk of reduced access to refinancing. 

The share of short-term debt declined steadily, down 

to around 2% of total bank liabilities at end-April, 

compared to 8.3% and 12% at end-2010 and end-

2009, respectively. 

Q1 Q2 Q3 Q41) Q1

2011 2011 2011 2011 2012

Return on assets (ROA) 2.1 1.0 1.1 1.6 1.4 1.4 1.3 1.4

Return on equity (ROE) 9.0 4.6 5.3 7.6 7.0 6.5 6.1 6.9

Financial result (RSD bln) 34.7 20.0 25.4 9.6 17.8 25.1 31.0 9.4

Financial result (y-o-y grow th rates) -42.4 26.8 38.3 16.8 21.2 22.0 -1.6 

Net interest margin to net operating 

income 74.5 75.9 76.2 77.9 77.6 77.3 76.9 76.7

Net fees and commissions margin to net 

operating income 24.0 23.9 23.2 21.9 22.2 22.5 22.9 22.5

Net interest margin to average assets 5.7 5.3 4.6 4.7 4.8 4.8 4.7 4.3

Net fees and commissions margin to 

average assets 1.8 1.7 1.4 1.3 1.4 1.4 1.4 1.3

Staff costs to total operating expenses 41.2 41.9 41.1 42.3 42.2 42.3 41.9 42.4

Cost to income ratio 68.5 70.9 70.9 64.7 63.6 64.2 66.0 66.1

1) Agrobanka's loss recorded in the f ourth quarter of  2011 was excluded f rom the calculation of  ROA, ROE and f inancial result.

Source: National Bank of  Serbia.
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In 2011, the share of foreign loans in total banking 

sector sources edged down to 18.9% (relative to 

22.2% at end-2010, primarily on account of a 14.3% 

fall in disbursed foreign funds). In Q1 2012, the 

downward trend was reversed and the share of foreign 

loans rose to 19.6%. 

Deposit currency structure remained broadly 

unchanged. Foreign exchange deposits, and in 

particular, euro-denominated deposits, represent the 

dominant source of financing. A trend of flight from 

the euro to other currencies has been recorded for the 

household sector (even to Japanese yen, Norwegian 

krone, Canadian dollar, the currencies not usually 

traded in the Serbian market). The largest increase was 

recorded for the share of deposits in Swiss francs (0.8 

pp).  

Table II.1.2. Liquidity indicators of the banking sector of Serbia

Q1 Q2 Q3 Q4 Q1

2001 2001 2001 2001 2012

LTD ratio 1.22 1.15 1.27 1.31 1.32 1.27 1.26 1.33

Liquid assets to total assets 43.3 41.5 35.1 36.0 36.4 36.7 37.7 34.6

Liquid assets to short-term liabilities 68.6 63.6 56.3 58.3 59.2 59.4 62.8 59.3

Liquid assets (narrow ly defined) to total assets 31.1 28.7 23.8 24.3 23.1 24.4 27.4 25.1

Liquid assets (narrow ly defined) to short-term liabilities 49.3 43.9 38.1 39.4 37.5 39.5 45.6 42.9

Average monthly liquidity indicators 1.81 1.86 1.96 1.96 2.08 2.11 2.17 2.23

Source: National Bank of  Serbia.
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Sensitivity to market risks 

The exposure of the banking sector to market risks, at 

least to their basic forms, is not significant. The two 

key market risks that, according to Basel II standards, 

form the basis for calculating capital requirements 

include the price risk (in respect of debt and equity 

securities) and foreign exchange risk. The majority of 

the securities in banks’ portfolios (over 90%) are 

securities issued by the National Bank of Serbia and 

the Serbian government. As the risk of change in the 

prices of these securities is relatively low, especially 

since they are mostly short-term, the domestic banking 

sector is not much exposed to the price risk. The key 

foreign exchange risk indicator is the ratio of net open 

foreign exchange position to regulatory capital of the 

banking sector. The maximum allowed value of this 

indicator is 20%
15

, but it has moved consistently 

below this limit. 

As banks’ sources of funding are mostly foreign 

exchange denominated, by approving FX-indexed 

loans banks shifted almost the entire foreign exchange 

risk to borrowers. However, banks did not manage to 

circumvent the foreign exchange risk entirely, as it 

returned in the form of foreign-exchange induced 

credit risk, i.e. the risk that borrowers who receive 

wages in dinars will no longer be able to regularly 

service their obligations if the domestic currency 

depreciates substantially relative to the currency of 

indexation.

                                                 
15Decision on Capital Adequacy of Banks, “RS Official Gazette”, No 46/2011. 
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Depending on the quality of their receivables, banks perform regular loan portfolio classification by level of collectability 

and/or engage in reserving for potential losses, these being their two key credit risk management tools. A regular loan 

portfolio classification is based on the regulations issued by the competent regulatory authority and subject to 

International Accounting Standards.  

Classification of loans 

At the time of approval, loans are classified into an appropriate category (e.g. the category of low risk loans). A loan 

becomes a non-performing loan if circumstances occur that lower the probability of its collection: if the borrower defaults 

on repayment by over 90 days or if, with regard to the payment of interest or principal, accrued interest equalling its 

three-month amount (or more) is capitalized, refinanced or its payment is deferred, or if the borrower defaults on 

repayment by less than 90 days but the bank assesses that its creditworthiness has deteriorated or that it is unlikely to 

repay the full amount of debt. Banks perform the classification of loans at least quarterly. 

Reserves for estimated losses 

Simultaneously with the classification of loans, reserves for estimated (expected) losses are formed. The purpose of such 

reserves is to absorb the shock of impossibility to collect a loan. The reserves are calculated quarterly by applying a 

specific reserving rate to the reserving base, depending on the quality of claims. For non-performing loans (D and E 

categories), this rate is 30% and 100% of claims, respectively. The bank calculates reserves for estimated losses as a 

positive difference between reserves for estimated losses and the amount of valuation adjustment of balance sheet assets 

plus reserves for losses on off-balance sheet items at borrower level. The bank, therefore, recognizes the loss even before 

claims are written off. When the loss occurs, the bank absorbs it without reducing its capital or its lending activity. 

Claims valuation adjustment 

Claims valuation adjustment represents that part of the principal which is not expected to be repaid or renewed. It is a 

mechanism for adjusting the value of loans which is similar to the concept of depreciation of claims. As these are regular 

operating expenses, they are booked to the debit of expenditures and to the credit of assets valuation adjustments. 

Evaluation and calculation of claims depreciation is defined by the bank itself in its methodology and other internal acts 

that must contain minimum requirements from the Decision on the Classification of Balance Sheet Assets and Off-

balance Sheet Items of a Bank and be harmonized with International Accounting Standards (IAS 39). 

Attempted collection prior to write-off 

A bank’s methodology usually defines the expected period for the collection of claims against collateral as ranging 

between one and five years, depending on the prescribed legal deadlines, court practice and the applicable regulations of 

the Republic of Serbia. The estimated time of collection depends in particular on the type of procedure through which 

enforcement is performed (Law on Enforcement and Security, Mortgage Law, Civil Procedure Code or bankruptcy 

procedure). Minimum expected period of collection in the mortgage activation procedure is one year, if mortgage is 

activated through out-of-court settlement subject to Mortgage Law, if the real estate cadastre of the Republic of Serbia 

observes all of the legally prescribed deadlines for registering the right of sale and if the borrower is willing to cooperate 

with the bank. If collection is performed against collateral activated in a court procedure (Law on Enforcement and 

Security, Civil Procedure Code, bankruptcy procedure) the duration of which depends primarily on the proceedings of 

courts, bailiffs and bankruptcy administrators, the expected period of collection can range between one and three years. 

The maximum expected period of collection of five years is applicable in cases when an objective risk of depreciation has 

just been identified and the bank did not yet start negotiations with, or instituted proceedings against, the client. NPLs can 

be written off from the balance sheet either after these deadlines expire or earlier, depending on the bank’s assessment. 

Despite the write-off, however, the procedure for their collection continues, either against the collateral or through 

repayment by the borrower. 

NPLs write-off 

When an NPL is written off, it is removed entirely from the bank’s balance sheet. Once a bank writes off an NPL, it is 

booked to the debit of expenditures, producing a negative effect on the bank’s business result. The bank thus frees up its 

capital by reducing the amount of provisioning, but burdens its business result by the same amount. 

 

Text box II.1. Life cycle of a non-performing loan  
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II.2. Non-bank financial sector 

The Serbian insurance sector remains 
underdeveloped and its performance substantially 
below the average for EU member states. Growth 
trends slowed down in 2011, as total premium 
shrunk 5.2% in real terms, year-on-year. The sector 
was well capitalised in 2011. A potential threat to 
solvency of insurance companies is low 
profitability, primarily due to high underwriting 
expenses compared to earned net premium.  

II.2.1. Insurance companies  

At end-2011 the balance sheet total of the insurance 

sector made up 4.4% of the total for banks, leasing, 

insurance and voluntary pension funds (financial 

sector supervised by the National Bank of Serbia). 

Serbia’s insurance sector is small and underdeveloped, 

compared to those of other European countries. Total 

premium in 2011 stood at RSD 57.3 billion, having 

stepped up a mere 1.4% from 2010 (RSD 56.5 

billion). In the year observed, the sector’s real growth 

was -5.2% (adjusted for 2011 inflation). Total 

premium collected in 2011 came at 1.7% of GDP, 

while the average premium per capita equalled RSD 

8,049, i.e. USD 101.5.  

Official statistics show that life and non-life insurance 

premium accounted for 17.4% and 82.6% of the total 

premium, respectively. The proportion slightly 

changed relative to 2010, when life insurance made up 

16.5%. Motor third party liability insurance (MTPL) 

and motor vehicle insurance held the dominant share 

in non-life insurance, amounting to 54.7% (RSD 25.9 

billion). Property insurance premium came at 26.7% 

of total non-life insurance premium (RSD 12.6 

billion). Held back by the economic crisis and 

shrinking disposable income, this type of insurance 

continues to stagnate. 

In 2011, the Serbian insurance market comprised 28 

insurance companies, two more than a year earlier. 

Eleven companies engaged in non-life insurance, 

seven in life insurance, and six in both life and non-

life insurance. Four reinsurers operated in the market. 

Breakdown by ownership shows that 21 companies 

were in majority foreign ownership (the Chart below 

shows the aggregate ownership structure).  

On an aggregate basis, around 50% of total industry 

capital is held by the Republic of Serbia and domestic 

legal persons. The Republic of Serbia owns around 

95% of the capital of the largest insurance company 

Dunav, which accounted for 22.8% of the total 

balance sheet of the sector, 33.5% of the total capital, 

аnd 26.9% of the total premium. Market 

concentration, measured by Herfindahl–Hirschman 

index, continued on a downward trend. The HHI for 

insurance sector declined from 1.123 in 2010 to 1.117 

in 2011. HHI values below 1,000 indicate no market 

concentration.  

Chart II.2.1.2. Premium per capita in 2010
(in USD)
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Capital adequacy 

The Serbian insurance sector is well capitalised 

relative to its overall risk exposure. Given that the 

function of capital is to absorb risks in operation of 

insurance companies (technical risks, investment risks 

and other risks), capital adequacy indicators are 

applied to assess the compliance of insurance 

companies in terms of the level and volatility of 

assumed risks relative to the company capital.  

For all companies predominantly engaged in non-life 

insurance, total available surplus capital stood at 

195.2% of the solvency margin capital at end-2011, 

while for those primarily engaged in life-insurance 

this ratio was 185.6%. This is one of the most 

important financial indicators signalling the insurer’s 

compliance with solvency requirements. Under the 

Insurance Law, total available surplus capital must 

always exceed the calculated solvency margin capital. 

Given that the minimum required ratio is 100%, 

195.2% and 185.6% ratios for non-life and life 

insurers, respectively, indicate that Serbian insurance 

companies are well capitalised.  

For companies primarily engaged in non-life 

insurance, the ratio of net premium to total capital is 

an approximation of assumed insurance risks, i.e. it 

reflects the ability of an insurance company to absorb 

the inadequate premium price level. Net premium 

stood at 178.7% of total capital in 2011 and at 181.9% 

in 2010. Serbian insurers are predominantly engaged 

in stable forms of insurance; MTPL and mandatory 

property insurance are the prevalent forms of non-

insurance business, so 178.7% indicates that the 

companies engaged predominantly in non-life 

insurance are, on average, well capitalised.  

Contrary to non-life insurance, where net premium is a 

good approximation of assumed risks, premium 

payments in life insurance are usually periodical and 

liabilities to policyholders are long-term. Therefore, 

capital adequacy in life insurance is assessed based on 

the ratio of total capital to technical reserves, which in 

2011 stood at 26.3%.  

The ratio of total capital to total assets reflects the 

insurer’s exposure to credit and market risks. On 

aggregate basis, this indicator continued to decline for 

both non-life and life insurance companies, and at 

end-2011 it settled at 27.7% and 19.7% for the two 

groups, respectively.  

Asset quality 

In asset quality assessment special attention is paid to 

liquidity of investments and adequacy of valuation 

methodologies. Assets with limited marketability, 

more demanding from the standpoint of valuation, are 

intangible investments, property, non-tradable 

securities and receivables. Such assets accounted for a 

considerable portion – 38.1% of total assets of non-life 

insurance companies at end-2011. Companies 

primarily engaged in life insurance invested in a 

smaller share of less liquid assets (8%). Serbia’s 

experience in this regard is contrary to the general 

tendency. Namely, less liquid assets are typically more 

prevalent in life than in non-life insurance, since the 

liabilities of life insurers are by nature longer-term 

and, therefore, longer-term and less liquid assets tend 

to dominate on the asset side.  

The ratio of premium receivables to total premium 

written signals how successful insurers are in 

managing credit risk. This indicator reflects the 

quality of the company credit policy. Its value for non-

insurance companies slightly upped, from 11.27% in 

2010 to 11.91% in 2011, while companies primarily 

engaged in life insurance saw some decline, from 

11.67% in 2010 to 11.27% in 2011.  

It is extremely important in insurance business that 

technical reserves are covered by the prescribed types 

of assets in compliance with investment limits. The 

coverage of technical reserves in 2011 stood at 

99.35% for non-life insurance, and 101.5% for life 

insurance companies. An indicator below 100% 

signals that technical reserves are not covered by 

adequate forms of investments, which may cause 

problems in meeting liabilities to policyholders. 

Technical reserves in non-life insurance totalled RSD 

42.5 billion and RSD 31.6 billion in life insurance. 

The structure of investment of technical reserves is 

shown in the charts.  

Technical reserves were mostly covered by low-risk 

investments (securities of the Republic of Serbia and 

bank deposits, including cash), which in non-life 

insurance came at around 70% and at around 95% in 

life insurance. Special attention should be paid to the 

risk of concentration of investments in a single, 

domestic market.  
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Source: National Bank of Serbia.
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Reinsurance and actuarial positions  

Reinsurance has the key role in insurance company 

risk management. It enables the so called risk 

equalisation and protects insurers from major and 

massive claim payments that may jeopardise company 

operations. An insurer’s ability to meet its insurance 

policy liabilities largely depends on the adequacy of 

reinsurance risk transfer. Excessive risk retention may 

jeopardise the settlement of insurance policy 

liabilities. On the other hand, excessive dependence on 

reinsurance may cause difficulties in operation in case 

of unfavourable developments in the reinsurance 

market, e.g. insolvency of reinsurer.  

Risk retention ratio, expressed as the ratio of earned 

net premium to earned gross premium, indicates the 

extent of risks retained by an insurance company. 

Relative to 2010, this indicator slightly upped for non-

life insurance companies (from 85.9% to 86.3%) and 

slightly dropped for life insurance companies (from 

98.0% to 97.7%). By type of insurance business, the 

greatest transfer of risk to reinsurance is recorded for 

aircraft liability insurance and aircraft insurance, 

which is understandable bearing in mind the nature of 

these types of insurance. High value of this indicator 

for life insurance companies (around 98%) is the 

result of the transfer of a portion of pure risk premium 

to reinsurance, while the investment portion (as a 

significantly larger portion of life insurance premium) 

remains in the insurer’s portfolio. 

 

The ratio of net technical reserves to average of net 

settled claims in the last three years shows whether the 

insurance company has adequately assessed the value 

of settled claims. In non-life insurance companies, this 

indicator has been on decline since 2008, settling at 

192.17% in 2011. A different ratio is applied for 

insurance companies engaged predominantly in life 

insurance – net technical reserves to average net 

premium in the last three years. This indicator has 

risen year after year, reaching 352.17% at end-2011.  

Profitability 

Insurance companies’ profit is the most important 

source of their long-term capital growth. Also, 

successful operations strengthen the confidence of 

policyholders. Low profitability signals that the 

company is faced with serious difficulties and can be 

considered the key indicator of solvency problems.  

The Loss Ratio indicates the extent to which an 

insurance company is able to settle its net claims from 

its net premium income. This ratio is also a measure of 

the adequacy of price policy of companies engaged 

primarily in non-life insurance. In 2011 it came at 

51.2%, thus halting the downward trend in place since 

2008.  

The Expense Ratio measures the efficiency of 

insurance underwriting. It expresses underwriting 

expenses (acquisition and handling expenses) per unit 

of underwritten premium. Non-life insurers have seen 

this indicator rising since 2005 to 48.1% in 2011, 

while life insurers experienced a decline since 2008, 

with indicator settling at 39.2% in 2011.  
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The combined ratio for non-life insurers, the sum up 

of the previous two indicators, stood at 99.3% in 2011 

and 99.9% in 2010, slightly below the 100% 

threshold. When values of this indicator are above 

100%, it is assumed that companies rely on potential 

income from investment in financial and property 

markets when determining the level of premium. 

ROE for non-life insurers in 2011 stood at 1.8%, with 

five companies recording a net loss. Life insurers had 

a negative ROE (–3.0%) in the same period, seven 

companies having suffered a net loss. Non-life and life 

insurance companies had a ROA of 0.5% аnd –0.6%, 

respectively. It follows that Serbian insurance sector is 

characterised by low profitability.  

Low profitability of insurance companies mainly 

results from high underwriting costs relative to earned 

net premium and presents the major threat to solvency 

of the Serbian insurance sector.   

II.2.2. Voluntary pension funds 

At end-2011, net assets of voluntary pension funds 
amounted to RSD 12.45 billion, and their 
beneficiary base to around 175,000. In the absence 
of proper investment avenues, voluntary pension 
funds invest over 70% of their assets in Republic 
of Serbia securities and face high investment 
concentration risk. Financial market development 
is indispensable for dispersion of the risk assumed 
by voluntary pension funds. 

Pension system reform is a topical issue in both 

advanced and emerging economies. It is inspired by 

the need to prevent poverty among the old and reduce 

fiscal pressures. Developing countries follow the 

World Bank model of pension reform. The model rests 

on three pillars: 1) a publicly managed pillar financed 

from current contributions (pay-as-you-go) or from 

returns on public fund assets (created from 

contributions) invested in the financial market; 2) a 

privately managed, mandatory, defined contribution 

pillar; and 3) a voluntary private pillar. Mandatory 

pension and disability insurance in Serbia is fully 

supported by the first, publicly managed pillar.   

 

In late 2006 and early 2007, the first voluntary 

pension funds (VPFs) opened in Serbia as part of the 

third pillar.  

VPFs are defined contribution schemes with the 

amount of pension not determined or known in 

advance. The level of pension depends on the value of 

contributions made (statutory minimum RSD 1,000) 

and investment returns from fund assets. VPFs are 

managed by specialised financial institutions – 

management companies. At end-2011, six companies 

managed nine VPFs. Founders of management 

companies are mainly domestic insurance companies 

and banks. At end-2011, measured by Herfindahl-

Hirschman Index, market concentration was high at 

2,839 points, vs. 2,818 points at end-2010. 
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Despite a constant rise in VPF assets in Serbia over 

the last five years, this sector remains underdeveloped. 

At end-2011, net assets amounted to RSD 12.45 

billion – 0.43% of total balance sheet sum of the 

financial sector supervised by the NBS, or only 0.39% 

of GDP for 2011.  

The initial value of FONDex (reflecting movements in 

investment units of all VPFs in the market) of 1,000 

points was established on 15 November 2006 when 

the first VPF began to operate. At end-2011, FONDex 

reached 1,470.1 points. The return on FONDex, which 

represents the weighted average performance of all 

funds, came at 5.8% nominally, or -1.1% in real terms.  

VPF net assets increased generally in response to net 

contributions, and to a lesser extent, in response to 

financial markets returns. At end-2011, in line with 

VPFs’ conservative investment policy, 93.1% of 

assets were invested in Republic of Serbia securities 

and bank deposits, including transaction accounts.  

By the year-end, 24% of assets were exposed to FX 

risk vs. 39.7% in 2010. Due to a high share of debt 

instruments and bank deposits, most assets were 

exposed to interest rate risk. No investments were 

made abroad in 2011. Major systemic risks lie in the 

concentration of investment in the same or highly 

correlated financial instruments and the liquidity of 

domestic financial instruments. 

II.2.3. Financial leasing 

Moderate economic recovery, after the fallout from 
the global financial crisis, and the prevailing 
macroeconomic instability in the country, reflected 
on operating terms of financial lessors. Moreover, 
strained liquidity of household and corporate 
sectors, and hence dented solvency and increased 
borrowing caution, led to a contraction in leasing 
operations 

Vigorous expansion of the financial leasing sector 

came to a halt in 2010 when the sector suffered a 

major blow of the crisis. However, already in 2011, 

the first signs of recovery emerged and sector losses 

were considerably lower than last year. Still, the 

volume of lessors’ operations declined further – in 

2011, revenues and balance sheet assets lost a fifth of 

their value in 2010.  

The number of financial lessors stayed the same and 

17 lessors were active in 2011. The downsizing in 

employment levels initiated in 2009 moderated in 

2011.  

Financial leasing balance sheet assets contracted to 

RSD 80.2 billion at end-2011, down by 18.8% on end-

2010. Only one lessor accounted for a fourth of the 

sector balance sheet total.  

The major portion of lessors’ assets and liabilities are 

FX and FX clause-indexed (91.3% and 88.2% 

respectively).  

On the assets side, receivables rose to 78.9% (from 

74.8% at end-2010). Long-term liabilities accounted 

for the major share of liabilities – 86.9%, down by 

21.3% from 2010. 
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Chart II.2.2.2. Annual increase in VPF net assets and net 
contributions 
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2009 2010 2011

111,314 98,834 80,213

83,549 73,922 63,300

100,332 88,827 70,650

4,534 3,807 5.495

95,798 85,020 65,155

1.76% -0.83% 0.35%

27.08% -10.17% 3.91%

5.84% 5.74% 4.90%

58,479 51,542 45,881

Source: National Bank of Serbia.

Abroad

Return on assets

Return on capital

Net interest margin

Number of contracts

Total assets 

Financial leasing investment

Liabilities under loans

Domestic banks

Tabel II.2.3.1. Performance indicators for financial leasing sector                                                                                                      

(RSD million)
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In terms of lessors’ funding sources, the dominant 

portion came from external borrowing. Lessors' 

obligations under external borrowing made up 81.2% 

of total liabilities, while investment under financial 

leasing accounted for 78.9% of total assets. Lessors’ 

foreign creditors are usually their founders or legal 

entities from the same banking group. The share of 

long- and short-term domestic borrowing picked up 

from 2010. Current assets dropped by 32.7% as cash 

and cash equivalents lost 52.6%. The number of 

contracts continued down in 2011.  

Structure of lessees 
 

Companies were again the main financial lessees. 

Most financial lease arrangements were approved to 

non-financial companies – 85.5%. Natural persons 

accounted for 4.7%, entrepreneurs 4.3%, public 

enterprises 3.0%, and farmers 1.5%. The share of 

other categories was below 1%. 

No major changes were recorded in the investment 

structure by the lease asset. The financing of freight 

vehicles, minibuses and buses continued to made up 

the largest share, followed by passenger vehicles.  

Overall, business activity of financial lessors 

contracted in 2011.  

II.2.4. Broker-dealer companies 

Uncertainties in global and regional capital 
markets, which marked 2011, spilled over to 
Serbia’s market. To create the conditions for more 
stable operation of all actors and faster market 
development in 2011, the NBS adopted regulations 
relating to broker-dealer transactions, harmonised 
with international standards. Though the value of 
securities trading plummeted further in 2011 (the 
downward trend began with the global economic 
crisis), 2011 saw a higher number of transactions 
relative to 2010.  

Financial market specifics determined the operating 

conditions for the actors and the number of broker-

dealer companies active in 2011 fell relative to last 

year. As a result, their total balance sheet assets 

declined. However, after continuous losses recorded 

since 2008, broker-dealer companies intensified their 

activity and posted a positive net financial result, 

primarily thanks to only one company.  

 

In 2011, 42 broker-dealer companies operated in 2011, 

down by nine from last year. The number of 

employees was 305, down by almost a fifth. High 

concentration of financial results was maintained in 

2011 – only one company posted more than two thirds 

of total net profit, while five companies accounted for 

over 80%. In contrast, five companies posted two 

thirds of total net loss.  

 

In 2011, broker-dealer companies stepped up their 

activity. Their total revenues (RSD 1,793 million) 

exceeded the last year’s levels by 71.4%.  

 

As interest earnings rose nine times, financial 

revenues increased three times from last year with one 

company holding the largest share, i.e. 89.0%.  

 

Total expenditures came at RSD 1,574 million, up by 

13.2% on 2010. 

 

Table II.2.4.1. shows the structure of revenues and 

expenditures. 

 

Much faster growth in total revenues relative to 

expenditures led to a positive net financial result of 

RSD 170 million in 2011.  

 

This is, however, due to the activities of one company 

only (RSD 236 million), while all other companies 

recorded a negative net result (RSD 66 million).   

 

Twenty two broker-dealer companies posted net profit 

and 20 of them a net loss. 

 

Comparative performance results are shown in Table 

II.2.4.2. 

 

 

Source: National Bank of Serbia.

Chart II.2.3.1. Investment structure by lessee in 2011 
(%)
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1,069 59.6
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1,574 100

1,207 76.7

214 13.6

153 9.7

- -

Tabel II.2.4.1. Structure of revenues and expenditures of broker-dealer 

companies in 2011                                                                                                        

(RSD million)

 

Total revenues

Business revenues

Financial revenues

Other revenues

Net profit from discontinued 

operations

Total expenditures

Business expenditures

Financial expenditures

Other expenditures

Net loss from discontinued 

operations

Source: Business Registers Agency .
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As at 31 December 2011, assets of broker-dealer 

companies totalled RSD 3,903 million, down by 

11.0% on 2010.   

 

 

II.2.5. Investment fund management 

companies  

 

The loss posted by investment fund management 

companies in recent years narrowed in 2011. Balance 

sheet assets of these companies declined. Net assets of 

closed-end and private investment funds also declined.  

 

Investment fund management companies operated in 

an environment of unstable recovery and a potential 

risk from further deterioration driven by a new wave 

of the crisis. Market uncertainty being the key 

hindrance to these companies’ operation, a negative 

net financial result was inevitable.  

 

Three companies accounted for four fifths of total net 

loss – they participated with 28.1% in total balance 

sheet assets, 27.1% in own sources of funding, and 

employed a half of the total number of employees. 

Eight investment fund management companies were 

active in 2011, less than one from 2010. Total 

employment contracted.  

 

Companies manage 19 investment funds – 15 open-

end, three private and one closed-end. Their total 

revenues reached RSD 85 million, down by one fifth 

from 2010. Expenditures totalled RSD 158 million, 

down by almost a third.  

 

In 2011, management companies posted a negative net 

result of RSD 72 million, less by 38.9% on 2010.  

Unlike last year when all companies operated with a 

loss, two companies recorded a positive result in 2011. 
 

Table II.2.5.1. shows performance of investment fund 

management companies.  

 

 

 

 

 

 

Closed-end and private investment funds  

 
Contracted investment activity affected the operation 

of closed-end and private investment funds. These 

funds operated with a negative net financial result and 

saw further considerable cuts in their net assets.  

 

As at 31 December 2011, net assets of closed-end and 

private investments funds stood at RSD 179 million, 

down by as much as 77.1% from 2010. Core capital 

declined drastically (59.9%), while capital and 

revaluation reserves and reserves from profit were not 

posted, unlike 2010 when they stood at RSD 344 

million. The loss was eight times smaller.  

2011 Item
No. of broker-dealer 

companies

1.Net profit 342 22

2.Net loss 172 20

Net f inancial result (1-2) 170

2010 Item
No. of broker-dealer 

companies

1.Net profit 83 24

2.Net loss 436 26

Net f inancial result (1-2) -353

Table II.2.4.2. Comparative performance results of broker-dealer 

companies                                                                                                                        

(RSD mn)

Source: Business Registers Agency .

2011 Item

No. of investment 

fund management 

companies

1.Net profit 4 2

2.Net loss 76 5

Net f inancial result (1-2) -72

2010 Item

No. of investment 

fund management 

companies

1.Net profit - -

2.Net loss 118 9

Net f inancial result (1-2) -118

Table II.2.5.1. Comparative performance results of investment fund 

management companies                                                                                                                                             

(RSD mn)

Source: Business Registers Agency . 
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III. Financial markets 

III.1. Money market 

Throughout 2011, BEONIA (Belgrade Overnight 

Index Average) generally trended below the key 

policy rate, which signals improved banking sector 

liquidity. By the year-end, BEONIA was around 1% 

below the key policy rate, though the spread narrowed 

as of early 2012.  

The key policy rate was the main determinant behind 

BELIBOR trends. Three- and six-month BELIBOR 

rates also mirrored the rates on T-bills which were 

falling through 2011. The fact that these BELIBOR 

rates outstripped the same maturity T-bills reflects the 

perception of risk of interbank lending vis-à-vis risk-

free government securities.  

Bank FX liabilities under swaps with non-residents 

arose from trading in FX swaps under bank direct 

borrowing from parent banks rather than from non-

resident purchases of dinar government bonds. Bank 

net FX liabilities have risen noticeably since July – 

over EUR 300 million at end-April 2012.  

 

 

 

 

  

Financial market instruments in Serbia are small in number and low in liquidity. An additional obstacle 
to the promotion of the capital market as a funding alternative to the banking sector are insufficiently 
developed domestic institutional investors who would generate demand, instigate secondary trading 
and indirectly cut the costs of  borrowing. Moreover, high ownership concentration of companies 
quoted on the Belgrade Stock Exchange and the lack of awareness on the part of key actors about the 
importance of adequate corporate governance deepen the stock market illiquidity. Despite some 
positive steps forward, the financial derivatives market remains underdeveloped.  
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III.2. Bond and stock market  

To monitor the risks facing the financial system 

entails a regular and in-depth analysis of risks 

emanating from financial markets. Developed 

financial markets are an alternative source of 

corporate funding – mainly via the issue of debt 

securities, but also through initial public offerings of 

equities. A continuous dinar yield curve for 

government securities is a basic precondition for the 

development of the debt securities market. In February 

2009, the Ministry of Finance relaunched the auctions 

of government securities. The maturity of dinar 
securities was gradually lengthened – the longest was 

three years at end-2011, while in late January 2012 the 

Ministry issued its first five-year dinar bond. 

By end-Q1 2012, the overall stock of dinar and euro 

government bonds due for redemption was nominally 

RSD 295.6 billion and EUR 458.1 million, 

respectively. Investors showed the greatest interest in 

one-year dinar government bonds – 30.4% of the total. 

In early 2011, with heightened foreign investor 

interest in government bond auctions, the weighted 

average rates on dinar government bonds fell more 

steeply than those on T-bills. Until the year-end, rates 

on dinar government bonds levelled off at around 

13%. 

The bid-to-cover ratio for government securities in 

primary auctions is unfavourable. The ratio over 2.0, 

shown in Chart III.2.3, indicates a successful auction, 

but only in shorter intervals. This is due, inter alia, to 

the absence of a primary dealers system, no domestic 

institutional investors and the frequency of auctions. 

The box below elaborates on the positive effects of a 

primary dealers system on the government bond 

market. 

Given considerable foreign investor participation and 

the structure of funding sources of dominant domestic 

market participants (banks), the demand for dinar 

government bonds is highly dependent on the 

RSD/EUR exchange rate. In periods of a stronger 

dinar, the demand for dinar government bonds went 

up, while investor demand for longer-maturity 

government bonds was stronger than for those of 

shorter-maturity. Foreign investor demand being one 

of the key determinants of demand for government 

bonds, the performance ratios at dinar government 

auctions were falling from April to end-2011 in 

response to the heightened crisis in euro area 

countries. 

In February 2011, at the first auction of one-year euro 

government bonds, the value of submitted bids was 

five times the amount offered. The major buyers were 

domestic banks (50%) and foreign investors (48%). At 

later auctions, foreign investor participation subsided, 

while the share of domestic institutional investors 

picked up. In late 2011 and early 2012, the available 

stock of these bonds contracted.  
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16 See “Primary Dealers in Government Securities: Policy Issues and Selected 

Countries’ Experience“, Arnone, M. и Iden, G., IMF Working Paper WP/03/45, 

2003. 

Strong reliance on foreign capital and elevated private and public sector exposure to FX risk turned out to be the main 

weaknesses of the Serbian economy and its financial system in the crisis period. To mitigate the risk, the Government and 

the NBS launched the dinarisation strategy, one of its pillars being the development of the dinar government bond market.  

In early 2009, the Ministry of Finance made the first important step towards the development of the dinar government 

bond market by relaunching regular issues of government bills.  

Despite the continuity of new dinar securities issues since 2009, the secondary market enabling the formation of a dinar 

yield curve is still in its initial phases of development. In early 2011, the Ministry of Finance, Securities Commission, 

Central Securities Depository and Clearing House, ACI Serbia and the NBS set up a task force to enhance the liquidity of 

the secondary government bond market. As experiences of a number of countries16 testify to the positive role of primary 

dealers in improving the liquidity of primary and secondary markets, the task force recommends the introduction of a 

primary dealers system in Serbia.  

Positive effects of the primary dealers system are reflected in a more diversified client base and stable placement of 

government debt securities, reduced market fluctuations, lower risk premium, more efficient price discovery, and a 

reduced risk in secondary trading. Moreover, the system may help preserve market stability in a crisis. This system 

functions across the world and is often recommended by financial institutions such as the International Monetary Fund 

and the World Bank.  

The key risk is associated with possible collusion between dealers, which may bring about the accumulation of systemic 

risks and the disruption of market development. This is particularly manifest in small and shallow financial markets where 

a few local actors may create cartels and disable efficient functioning of the market.  

In a primary dealers system, a balance must be struck between dealers’ obligations and their rights and privileges. Typical 

obligations include: (1) submission of bids in primary auctions, (2) reaching particular market shares in primary and 

secondary markets, (3) reporting, (4) firm price quotation, (5) informing the public debt agency about market 

developments. The fulfilment of these criteria is regularly monitored and evaluated, usually on a quarterly basis, and the 

results are published to enable interested, eligible participants to gain the primary dealer status. At the same time, non-

eligible participants are deprived of such status. Renewing the primary dealer status in regular intervals is one of the 

prerequisites for efficient functioning of the system.  

Primary dealers’ privileges usually encompass: (1) an exclusive right to participation in the non-competitive segment of 

primary auctions, (2) right to access the discount window/special central bank operations in crisis conditions, (3) exclusive 

partnership with the public debt agency, (4) participation in syndicated transactions (e.g. issue of eurobonds or swaps), (5) 

informational advantages, (6) right to use the primary dealer’s name. 

A primary dealers system is sometimes introduced partially by first targeting a longer-term market segment, while the 

short-term segment is established only after the full liberalisation of capital flows.  

 

Text box III.1. Impact of a primary dealers system on the government securities market 
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Despite the continuity of dinar government securities 

issues since 2009, the secondary market enabling the 

formation of a dinar yield curve is still in its initial 

phase of development.  

Secondary trading in government securities issued by 

the Ministry of Finance amounted to RSD 60.4 billion 

and EUR 230.7 million in 2011. This is a significant 

increase from RSD 10.9 billion of total trading in 

2010 (the first transaction in April 2010). Trading in 

Q1 2012 came at RSD 40.2 billion and EUR 9.8 

million. As a rule, secondary trading volumes are 

highest in the first five days following the primary 

auction of government securities.  

The annual ratio of secondary trading in Ministry of 

Finance securities was 33.2% in 2011 vs. 8.5% in 

2010. Though liquidity indicators rose relative to 

2010, trading volumes remained low, with usually 

only one transaction performed daily.   

Capital market development is usually measured by 

the degree of market capitalisation of local stock 

markets and its share in GDP. From 2000 to 2007 

(when the economic crisis broke out), market 

capitalisation of the Belgrade Stock Exchange (BSE) 

displayed robust growth dynamics. Hence we may 

infer that the Serbian capital market underwent 

vigorous expansion.  

However, this indicator is not completely adequate as 

market capitalisation also comprises companies whose 

shares are very rarely traded on the stock exchange. 

Judging by the trading ratio, the domestic market is 

highly illiquid. Low trading volumes and very few 

issuers with actively traded shares are the main 

features of the Serbian stock market. A positive 

breakthrough was observed in 2010 when shares of 

’NIS’ (’Serbian Oil Company’) and ’Nikola Tesla’ 

Airport were admitted to trading. 

The daily trading ratio is calculated as the quotient of 

total stock trading within a calendar year and the 

average total market capitalisation of BSE shares, 

divided by the number of working days in the calendar 

year. Though it indicates low BSE liquidity, the daily 
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trading ratio may be overestimated as overall turnover 

includes block trading which is, as one-off stock 

purchases, only formally recorded on the BSE and 

does not reflect actual liquidity.  

Prices of BSE shares continued down in 2011. 

BELEX15 lost 23.4% and BELEXline 23.8%. In H2 

2011, BELEX15 lost more than a third of its value. A 

similar trend was noted for indices of most Central 

and East European stock markets. From early 2012 

until half-March, BELEX15 edged up slightly, only to 

return to its early-year value of 491 index points.  

Frozen FX savings bonds are also traded on the BSE. 

These are euro-denominated zero-coupon bonds 

issued to Serbian citizens to settle debt under FX 

savings. Bonds are due on 31 May each year until 

2016. Outstanding issues are worth c. EUR 1.8 billion 

nominally. Major trading in these bonds takes place on 

the OTC market though the BSE was until recently 

more favourable owing to the structure of trading 

costs.  

Markets of municipal and corporate bonds are 

underdeveloped and illiquid. Only two local 

governments issued municipal bonds, to pre-selected 

investors, without a public offering and no record of 

secondary trading. Some positive developments have 

been observed in the corporate bonds market – a 

domestic commercial bank recently issued the first 

dinar corporate bond. 
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On 3 May 2012, Serbia-based Société Générale bank sold its first issue of dinar bonds worth RSD 1.7 billion. Demand 

equalled c. RSD 2.8 billion or 167.2% of the offer. The dinar bonds are issued for a three-year period, without any 

protection currency clause. Interest will be paid on a quarterly basis. The interest rate is variable and consists of a 

variable part based on the key policy rate and a 5.25% fixed margin. The bank chose the key policy rate as a variable 

component in an effort to protect bond owners from inflationary pressures.  

Société Générale issued long-term dinar bonds in order to 

widen and further diversify the funding sources for its 

regular operations, as well as to ensure long-term and 

stable funds for dinar lending which becomes an 

increasingly important portion of the bank’s overall 

lending. Moreover, with this issue Société Générale 

contributes to the dinarisation process in Serbia. 

The bonds were issued in accordance with Article 12, 

paragraph 1, item 1 of the Capital Market Law, and are 

tailored for pre-selected qualified investors. Investors who 

purchased bonds are domestic, qualified investors from 

the sectors of insurance and voluntary pension funds 

(eight investors with a 15% percentage share in the total 

issue) and the banking sector (three investors with a 85% 

percentage share). Upon the issue of bonds, Société 

Générale shall promptly list them  on the Belgrade Stock 

Exchange in order to enable investors to launch secondary 

trading. Considerable interest and  the fact that most 

investors come from the banking sector, signal a new 

development phase of the domestic debt securities market. 

Other banks are also expected to soon issue long-term 

dinar bonds aiming to provide funds for enhanced dinar 

lending. 

 

Text box III.2. Issue of dinar bonds by local banks  

Insurance 
companies: 

13.4% Voluntary 
pen. 

funds: 
1.2%

Banks: 
85.3%

Chart 2. Société Générale Bank Serbia bonds investor 
structure
(% of total invested assets)

Source: Société Générale.
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III.3. Property market  

There is no comprehensive index in Serbia for 
property valuation and market monitoring. The 
failure to adequately evaluate property poses one 
of the most significant risks to the financial system 
– with property serving as loan collateral, banks 
are directly exposed to the risk of property price 
variation.  

With banks exposed to the risk of property price 

variation, movements in the property market must be 

monitored and analysed. There is no comprehensive 

index in Serbia either for residential or commercial 

facilities.  

Since January 2012, the National Mortgage Insurance 

Corporation has been publishing on its website the 

property price index DOMex. DOMex reflects 

purchase/sale prices of property financed with loans 

insured by the Corporation.  

DOMex is obtained by comparing the average value 

of all achieved prices per square metre in a particular 

period in a specific territory with the average value of 

all achieved prices per square metre in the base 

period.
17

 The sum of data used for DOMex calculation 

is narrower than the sum of all purchases and sales in 

Serbia as it does not include data on achieved prices 

for property financed by cash or uninsured loans. 

Publication of the index is doubtless positive, though 

its calculation does not exclude the impact of change 

in the composition of the property index basket  

through observed periods (e.g. new construction), or 

qualitative changes in traded property.   

The analysis of DOMex trends in Serbia shows a rise 

in property prices until early 2010 when they recorded 

a mild drop followed by stagnation. Cross-comparison 

                                                 
17 The index base value is obtained from average values of all prices from 2002 

to 2010. 

of DOMex by districts indicates the sharpest rise in 

Šumadija – with Kragujevac-based Fijat automobili 

factory jointly founded by FIAT and the Serbian 

Government in late 2009.  

The property market in Serbia is under the impact of 

falling demand as household income declined and 

unemployment went up. Another impact comes from a 

noticeable drop in supply triggered by unfavourable 

trends in construction. From December 2011 to 

February 2012, the index of the number of issued 

construction licences recorded a strong decline, only 

to recover in March 2012.  

Responding to adverse conditions in the field of 

construction, the Government adopted in June 2010 

the Programme for Extraordinary Aid to the 

Construction Sector, worth RSD 18 billion. The 

Programme aims to support the domestic construction 

industry by engaging domestic enterprises in projects 

of wider social importance, using domestic 

construction material. In addition, the Government 

directly subsidises interest rates on consumer loans for 

purchases of construction material as a durable 

consumer good. It also directly subsidises interest on 

housing loans and offers a long-term housing subsidy 

scheme. 
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IV. Payment systems  

IV.1. National Bank of Serbia as a payment 

systems operator 

The role of the central bank as the operator of a large 

payment system is observed primarily from the 

standpoint of payment execution guarantees. The 

National Bank of Serbia is an operator of the real time 

gross settlement system (RTGS system), clearing 

system, DinaCard system for processing and handling 

of receivables of participants based on usage of the 

national payment card, as well as an operator of the 

system of interbank and international clearing of 

foreign exchange payments. 

The National Bank of Serbia's RTGS system is the 

key component of the financial infrastructure of the 

Republic of Serbia and represents a systematically 

important payment system The NBS RTGS system 

processes large value transactions, maintains 

settlement accounts of financial institutions, operators 

of other payment systems through which monetary 

policy measures are implemented, and also enables 

access to central bank loans. Access to the payment 

system operated by the central bank, and particularly 

access to central bank loans is one of the most 

important components of guaranteeing financial 

security. In 2011, 133.9 million payments were 

processed through the RTGS system worth RSD 

33,973.6 billion. The highest monthly value of 

turnover was processed in December (RSD 3,382.8 

billion). 

The clearing system of the National Bank of Serbia 
– the system for the reception and processing of 

individual payment orders or groups of payment 

orders, for the purpose of calculating multilateral net 

settlement amounts. It is also a systematically 

important payment system. The settlement of 

multilateral net positions is processed in the RTGS 

system. 

 

 

 

 

Though payment systems represent the basic infrastructure of the financial system, special attention was paid to their 

operation only recently. Reforms of the financial sector were implemented in many countries, which together with 

economic growth and as a result of increased competition and globalisation, has led to a significant rise in the volume 

and value of payment transactions. Accelerated development of information and communication technologies and their 

implementation in the banking industry has created both new opportunities and new risks. Moreover, the integration of 

national financial markets opened up new issues regarding the integration of payment systems. 

Source: National Bank of  Serbia.
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1.  

 

 

 

 

 

 

 

                                                 
18 Greenspan, A (2007): We’d always thought that if you wanted to cripple the 

US economy, you’d take out the payment systems. The Age of Turbulence, 

Adventures in a New World, Penguin Press, New York. 

 

 

 

 

 

Payment  and settlement systems are important components of a country’s financial system. At the top of the financial 

system is a network of interconnected markets in which domestic and international financial institutions allocate 

capital and manage risks. Those systems represent the foundation of the financial infrastructure, which enables 

unhindered functioning of such markets. 

 

Payment systems have the key role in an economy since they provide for the timely execution of monetary obligations 

arising from economic activities of various entities. Particularly important payment systems are those without a 

sufficient degree of risk protection, since disturbances of such systems may cause problems with system participants 

or may lead to system disturbances in a broader financial environment. In order for money to successfully fulfil one of 

its basic functions – the means of exchange function, payment systems must be reliable and efficient, or otherwise 

public trust in money would evaporate. In addition, if problems occur in the financial market, they are the first to 

experience the impact; therefore it is important that they function in the manner which decreases the possibility of 

having problems transferred to participants. On the other hand, disturbances in operation of payment and settlement 

systems may open up the space for financial and economic instability, which is why special attention is paid to their 

reliability.  

 

As the most important payment systems execute orders in real time, it is necessary to satisfy high standards of 

operating security and efficiency.  

 

The Former Chairman of the Federal Reserve System of the US noted that the most efficient manner to cripple the US 

economy is to take out payment systems.18 This also applies to payment systems operating in Europe and in the 

Republic of Serbia.  

 

If one participant in the payment system becomes unable to meet its obligations towards other participants in the 

system, there is a danger that the risk will be transferred to other participants, and that, due to the lack of funds, some 

participants will not be able to meet their obligations within the stipulated deadline. In other words, problems of one 

participant may expand to other participants within the same payment system. Given that financial institutions are 

participants in multiple payment and settlement systems, the problem may expand to multiple payment systems, thus 

jeopardising financial stability of the country. 

 

To have an idea of the size of monetary flows in payment systems, we will compare the amount of money flowing into 

the RTGS system of the National Bank of Serbia with the amount of GDP of the Republic of Serbia. The average daily 

turnover in the RTGS system in 2011 amounted to RSD 134 billion. The entire GDP is processed through the RTGS 

system in approximately 23 days. 

  

Text box IV.1. Importance of payment systems for financial stability 
 



Financial Stability Report                                                                                                                                                  National Bank of Serbia 

 

 

63 

During 2011, 202.6 million of interbank payments 

were processed through NBS RTGS and clearing 

systems, worth RSD 34,476.3 billion. The payment 

value, processed through the RTGS system, is 

approximately 11 times larger than GDP of the 

Republic of Serbia
19

.  

Results of operation of RTGS and clearing systems of 

the National Bank of Serbia in 2011 are best 

illustrated by data on simultaneous growth trend of the 

volume and value of processed payments. The volume 

of payments increased by 4.9% relative to 2010, while 

the value of turnover was up by 3.5%.  

There are 37 financial institutions participating in the 

NBS RTGS and clearing system – 33 banks, 

Ministry of Finance – Treasury, Central Securities 

Depository and Clearing House, Association of 

Serbian Banks and the National Bank of Serbia.  

The DinaCard system processes and handles 

receivables of national payment card users, for the 

purpose of calculating multilateral net settlement 

amounts. In 2011, the DinaCard system saw execution 

of around 31 million transactions, which is 6% more 

than in 2010. Of the total volume of transactions, 68% 

were interbank transactions. During 2011, turnover 

worth more than RSD 97 billion was processed, 7% 

more than in 2010. The share of interbank turnover in 

the total turnover volume was 41% for the year as a 

whole. 

One of the most important projects since the 

establishment of the DinaCard system is enabling the 

usage of DinaCard payment cards outside the 

Republic of Serbia. Starting from December 2010, 

thanks to the contract concluded between the National 

Bank of Serbia and Discover Financial Services, the 

national DinaCard payment card is accepted in more 

than 185 countries throughout the globe in Discover, 

PULSE and Diners Club International networks. 

The number of issued DinaCard payment cards stood 

at 2.5 million at end-2011, which is 39% of all cards 

issued in the country. In 2011, DinaCard payment 

cards were used in 31 million transactions amounting 

to over RSD 97 billion. There are around 2,830 ATMs 

in the country which accept DinaCard payment cards, 

and the network of POS terminals in retail outlets 

includes more than 58,000 devices. As in the previous 

period, DinaCard payment cards were used mainly for 

payment of goods and services. Of total transactions in 

2011, over 62% were realised on POS terminals in 

retail outlets. In terms of interbank transactions, close 

to 90% were payment transactions. 

 

                                                 
19 Source: Statistical Office of the Republic of Serbia. 

 

 

System of interbank clearing of foreign exchange 

payments  

The National Bank of Serbia is also an interbank 

clearing operator of the foreign exchange payment 

system in the Republic of Serbia, as well as an 

operator for payments with banks from Bosnia and 

Herzegovina. Payment transactions between banks in 

the Republic of Serbia and those in Bosnia and 

Herzegovina are done on a net-calculation basis.  

In 2011, 35,373 payments were realised in the above 

mentioned system, worth EUR 279.4 million. The 

volume of payments in 2011 increased by 152.72% 

relative to 2010, while the payment value was three 

times higher (an increase of 207.57%).  

Source: National Bank of Serbia.
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A total of 24 financial institutions participate in the 

system of interbank clearing of foreign exchange 

payments: 18 banks from the Republic of Serbia, 

National Bank of Serbia and five banks from Bosnia 

and Herzegovina. 

 

IV.2. Oversight of payment systems 

Strengthening of the oversight function, along with 

continuous maintenance of secure and efficient 

operations of payment and settlement systems 

systems, is of great significance for the financial 

stability of the country. The central bank is the bearer 

of the oversight function of payment and settlement 

systems in many countries. The law mandates the 

National Bank of Serbia to define, oversee and 

improve unimpeded operation of the payment system. 

The oversight function of payment systems in a 

central bank is complementary to its other functions 

and primarily aims to preserve financial stability of 

the country. In addition, the aim of the central bank is 

to protect the entire financial system from a possible 

domino effect, which may occur in payment and 

settlement systems in case of materialisation of credit 

or liquidity risk. Oversight, as a central bank function, 

focuses on payment system operation as a whole, and 

not on individual participants in the system. 

 

In April 2012, the Bank for International Settlements 

published the document "Principles for Financial 

Market Infrastructure", which contains new 

international standards for payment and settlement  

systems, as well as for central counterparties.
20

 The 

publication was issued in response to the need to 

integrate standards contained in three previous 

publications: Core principles for systemically 

important payment systems (CPSS, 2001), 

Recommendations for securities settlement systems 

(CPSS-IOSCO, 2001), and Recommendations for 

central counterparties (CPSS-IOSCO, 2004). This 

document clearly indicated the need to oversee 

payment and settlement systems according to the same 

standards and best practices. That should be done 

because those systems are interconnected and the 

materialisation of certain risks in one system may 

have dramatic consequences on efficient and 

unhindered operation of another system, and 

consequently on financial stability. 

 

Good practices in the area of payment systems 

oversight include evaluation of payment systems 

through the questionnaire for assessment of 

compliance of systemically important payment 

systems with Core Principles for Systemically 

Important Payment Systems,
21

 which should be fully 

based on standards of the European Central Bank. The 

questionnaire should include the key questions, based 

on which financial and operational risk management is 

assessed, along with the assessment of management of 

other risks occurring in payment system operations. 

The questionnaire is a guide through the process of 

evaluation, aiming to identify all aspects which need 

to be taken into consideration. The evaluation of 

payment systems based on the questionnaire produces 

a high degree of comparability between operations of 

national payment systems and payment systems in the 

European market. 

 

IV.3. Changes to regulations 

Draft Law on Settlement Finality  

In line with the National Bank of Serbia’s endeavour 

to harmonise domestic legislation with regulations of 

the European Union, the Draft Law on Settlement 

Finality in Payment and Securities Settlement System 

                                                 
20 Principles for financial market infrastructure. 

21 Core Principles for Systemically Important Payment Systems. 

Source: National Bank of Serbia.

Chart IV.1.5. Turnover in international clearing 

(EUR mn) 

0

5

10

15

20

25

30

35

1 2 3 4 5 6 7 8 9 10 11 12

2008 2009 2010 2011

Source: National Bank of Serbia.

Chart IV.1.6. Number of payments in international clearing 

0

500

1000

1500

2000

2500

3000

3500

4000

1 2 3 4 5 6 7 8 9 10 11 12

2008 2009 2010 2011



Financial Stability Report                                                                                                                                                  National Bank of Serbia 

 

 

65 

was developed. The Law is harmonised with the 

Settlement Finality Directive
22

, the subject matter of 

which is regulating interdependence and legal security 

in payment systems and securities settlement systems. 

Bearing in mind the interdependence of payment 

systems with securities settlement systems, (payment 

transactions based on securities trading are processed 

through payment systems) and the fact that problems 

in functioning of these systems may be the source of 

significant disturbances, not only in the securities 

market, but in payment systems as well, we believe 

that the implementation of the Law will contribute to 

strengthening of financial stability. 

Implementation of the Law mitigates systemic risk by 

harmonising the rules of the system which define the 

irrevocability and finality of transfer order, as well as 

by defining “security instruments” and their 

realisation in case of inability of a certain market 

participant to fulfil its obligations. Also, it contributes 

to fast and efficient implementation of procedures, in 

order to maintain financial stability of the country and 

reduce the systemic risk. It introduces legal security in 

payment systems and securities settlement systems, in 

cases of inability of a market participant to fulfil its 

obligations. 

  

Draft Law on Payment Services 

The development of the new Law on Payment 

Services is underway. It is harmonised with the EU 

Directive that regulates the payment service area
23

. 

The Directive is one of the most important directives 

for the central bank and represents a harmonised legal 

framework for opening the market for other 

institutions in addition to banks.  

The Law regulates the rights and obligations of 

payment service providers and beneficiaries, defines 

the rule regarding information and content of 

framework contracts on payment services, types of 

payment services, obligations on informing and 

notifying, transaction execution deadlines, value date, 

refunds, correction of errors, time for order receipt etc. 

Adoption of the Law would open up the payment 

services market for other entities as well, where only 

banks and telecommunication enterprises are currently 

present, which will increase competition and provide 

an incentive for more efficient provision of payment 

services at lower costs. 

The introduction of new banking products and 

services in the area of payment operations, in order to 

provide the best possible service to clients, as well as 

the creation of the possibility to include new providers 

                                                 
22 Directive 98/26EC on settlement finality in payment and securities settlement 

systems. 

23 Directive 2007/64/EC on payment services in the internal market. 

of payment services call for a clearly defined and 

comprehensive law, harmonised with the EU legal 

framework. 

Draft Law on Electronic Money 

Electronic money may be defined as a monetary claim 

on the issuer, issued upon receipt of funds and stored 

electronically and magnetically (on a card or a 

computer), for the purposes of executing a payment 

transaction accepted by the natural person or legal 

entity that is not its issuer.  

Electronic money is primarily intended for small-

value payments – transactions involving small sums, 

like internet payments, parking payments or public 

transportation payments. 

The Republic of Serbia does not have a legal 

framework that regulates the issuance of electronic 

money and the establishment of electronic money 

institutions. 

The Directive on Electronic Money
24

 will be 

implemented through the new Law on Payment 

Services. Creation of an adequate legal framework is a 

precondition for ensuring security of monetary assets 

of beneficiaries of such services and efficiency of 

payment transactions conducted in such manner. 

IV.4. Risks in payment systems 

Though payment systems represent the basic 

infrastructure of the financial system, special attention 

was paid to their operation only recently. Reforms of 

the financial sector were implemented in many 

countries, which together with economic growth and 

as a result of increased competition and globalisation, 

has led to a significant rise in the volume and value of 

payment transactions. 

Accelerated development of information and 

communication technologies and their implementation 

in the banking industry has created both new 

opportunities and new risks. In addition, integration of 

national financial markets opened up new issues 

regarding the integration of payment systems. 

Strong interconnection between participants in 

payment systems opens up the possibility for the 

materialisation of risks to cause systemic shocks and 

instability of the entire financial system of the country. 

Payment systems in the Republic of Serbia are 

designed and organised in a way which minimises the 

risks that payment system participants are exposed to. 

                                                 
24 Directive 2009/110/EC. 
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The NBS RTGS system processes payment 

transactions on the real time gross settlement 

principle. As a result, credit risk, which other system 

participants could be exposed to, is eliminated. 

For the purpose of liquidity risk management, the 

RTGS system provides different possibilities to 

system participants, such as: setting priorities for 

transaction execution, placing transaction into the 

central waiting queue in case of the lack of funds for 

transaction execution, review of executed transactions 

and account balances. The National Bank of Serbia 

enabled the use of interest-free intraday loans for 

maintaining liquidity secured by collateral. 

The National Bank of Serbia's clearing system is 

organised on a multilateral net calculation basis and as 

such it saves the liquid assets of participants. It is 

organised in three clearing cycles, and a participant is 

obliged to provide appropriate debit cap for calculated 

negative net position, which ensures credit risk 

management. 

The operational risk management system is adequately 

established in the NBS RTGS and clearing system, in 

compliance with ISO 27005:2008. 

Instability of the payment system, due to downtime of 

the infrastructure of the central bank or individual 

system participants may affect one or more 

participants and prevent them from executing 

payments. Operational incidents may be the source of 

systemic risk and may have a significant influence on 

the stability of the country’s financial system.  

As the operator of RTGS and clearing systems, the 

NBS has introduced a back-up location, for the 

purpose of ensuring business continuity, which is 

tested in regular intervals. The back-up location is 

fully functional and has the capacity needed to ensure   

full capacity production work of the payment system 

in the Republic of Serbia. As an operator and in order 

to manage operational risk of participants, the NBS 

provides opportunity to participants to execute 

payments in extraordinary circumstances, and/or 

technical problems or downtime in application or 

communication, through user applications WEB Thin 

Client and Service Bureau.  

The availability of the NBS RTGS and clearing 

system is the percentage ratio of overall operating 

time of the system in production and during 

downtime. Out of total 253 workdays in 2011, and/or 

136,620 minutes of stipulated production, the 

availability of NBS RTGS and clearing systems was 

99.77%. 

In 2011, the availability of the interbank and 

international clearing of foreign exchange payment 

system was 100%. 

IV.5. Simulation of impact of operational problems 

in payment system  

The paper “Analysis of the Payment System of the 

National Bank of Serbia – Simulation-Based 

Approach” included the analysis of the payment 

system using tools for simulation of payment systems 

in stressful conditions of a bad scenario, developed by 

the Central Bank of Finland. 

The analysis is based on the sample of production data 

for the period involving 23 months (from 1 January  

2009 until 31 October 2011), whose goal was to 

analyse the impact of operational problems of the two 

most significant participants on the whole system and 

on other participants of the NBS RTGS payment 

system. The assessment of the significance of 

participants was determined based on data on the 

volume and value of payments of individual 

participants of the National Bank of Serbia's payment 

system during the analysed period. In the simulation 

approach to the payment system, a situation which so 

far has not happened in the real system was analysed, 

but it was designed hypothetically in such a manner 

that it has a significant influence on the system 

operation in case it really occurs. Situations were 

discussed in which the most significant participants 

face operational problems the entire workday and do 

not execute payments during the whole workday. It 

should be noted that if such situation occurs, the NBS 

RTGS will provide security mechanisms through 

which a bank may execute emergency payments. In 

this way we can understand not only what happens if 

simulated situations do occur in real life. Such 

simulations can also contribute to our better 

understanding of relations that already exist between 

participants and the assessment of which participants 

will be first affected by the negative event and to what 

degree other participants will also be affected. 

As one of the possible reactions of participants to the 

situation in which the above mentioned problems 

occur, the stop-sending rule was applied, and testing 

was conducted in order to realise to what degree it can 

mitigate the aforementioned negative influences. 

Some of the main conclusions of the analysis are as 

follows: 

- There is a significant influence of operational 

problems of most significant participants in the 

NBS RTGS payment system. One should be careful 

with this conclusion, because it depends on the 

simulations conducted. 

- Implementation of the stop-sending rule may 

mitigate to a significant degree the negative effects 

of operational problems of most significant 

participants.  
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- Implementation of the rule decreases the number 

of participants that can have unsettled transactions. 

- Operational problems of the two most significant 

participants would almost certainly affect the work 

of other participants in the NBS payment system. 

- An increasing number of participants facing 

operational problems increases the efficiency of 

the stop-sending rule. 
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Electronic money is a monetary value that represents a receivable towards the issuer. It is stored electronically, and/or 

magnetically, is issued upon receipt of monetary funds (for the purpose of executing payment transactions), and 

accepted by natural persons or legal entities that are not issuers of such electronic money.  

 

Examples of electronic money include electronic money on the so-called smartcards (Mondex and VISA Cash, 

Octopus), electronic money on a server, such as pre-paid personalised on-line payment schemes (PayPal), electronic 

traveller's checks, pre-paid debit cards, electronic vouchers etc.  

 

The Directive on the taking up, pursuit and prudential supervision of the electronic money institutions sets up a 

regulatory framework, which enables the development of the electronic money market as a technological innovation in 

the area of payment services. At the same time, it enhances competition in the area of payment services and 

contributes to a harmonised approach at the level of the EU for supervision of electronic money institutions. The 

Directive entered into force on 30 April 2011, rendering the previous directive invalid (in application since 2002).  

 

Within market liberalisation, the new Directive lowered minimal capital requirements from EUR 1 million down to 

EUR 350,000, thus facilitating the terms for new participants to enter the market, while electronic money institutions 

have been permitted, in addition to the issuing of electronic money, to engage in other activities as well, which was not 

the case in the previous period. However, interest payments or provision of any other benefit on account of the length 

of maintaining such funds are not permitted, while funds received from clients based on issuance of electronic money 

are kept separately from funds used for other activities. These institutions are forbidden to accept deposits – all funds 

received are immediately replaced by electronic money.  

 

In addition to their core function – the issuance of electronic money, electronic money institutions also provide the 

following services: account keeping, withdrawing and placing cash, all payment transactions, issuance of payment 

instruments, monetary remittances, approval of loans for the provision of payment services (but not from funds 

received on electronic money), provision of operational, and/or closely related ancillary services – ensuring transaction 

execution, foreign exchange services, data protection and storing etc. 

 

EU member states were obliged to adopt relevant national regulation by 30 April 2011. In some EU member states, the 

Directive was implemented through amendments to existing regulations on payment services, while in other states new 

acts were adopted that regulate operations of such institutions. In Serbia, this Directive is being incorporated into the 

domestic legislation: provisions that will regulate operations of electronic money institutions will be part of the new 

law that will regulate payment services, as well as payment systems in the Republic of Serbia.  

Text box IV.2. Electronic money 
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V. Financial stability 

V.1. Regulatory framework as support to 

financial stability 

V.1.1 International initiatives 

V.1.1.1 Basel III 

Basel III
25

is the key regulatory response to the 

international financial crisis. It comprises a set of 

reform measures agreed upon by members of the 

Basel Committee on Banking Supervision in order to 

improve banking sector’s resilience to shocks arising 

from systemic crisis, advance risk management and 

strengthen banks’ transparency. 

The reform targets not only microprudential 

regulations which will help raise the resilience of 

individual banking institutions in the periods of 

financial crisis, but also macroprudential regulations 

aimed at preventing procyclical amplification of risks. 

As the recent financial crisis has revealed, banks 

found a way around Basel II rules on capital 

requirements. Lending took place in the unregulated 

shadow banking system, circumventing existing 

banking standards (doctrine of substance over form). 

Due to its interconnectedness with the banking 

system, any systemic risk occurring in this shadow 

system quickly spilled over to banks. In addition, 

banking system regulations did not pay enough 

attention to the liquidity risk which played a key role 

in the crisis. Moreover, regulations were procyclical, 

focusing not on systemic risks, but only on micro risks 

affecting individual institutions. Problems relating to 

valuation, in particular the application of the fair value 

principle, also came to the fore. Finally, banks ignored 

the leverage ratio which was inadequately covered by 

risk-based capital requirements. 

For this reason, in December 2010 the Committee 

released the Basel III regulatory standard that sets 

out higher and better-quality capital, enhanced 

consistency and transparency of capital, better risk 

coverage and higher minimum capital requirements. 

Introduction of the leverage ratio and minimum 

liquidity requirements is also very significant. Basel 

III further builds up on the requirements relating to 

banking sector supervision (Pillar 2 of Basel II) and 

transparency requirements (Pillar 3 of Basel II).  

In order to enhance the quality of capital, Basel III sets 

out that the predominant form of core capital (Tier 1) 

must be common shares and retained earnings. 

Minimum common equity has been raised by 2.5 

                                                 
25Basel III: A global regulatory framework for more resilient banks and banking 

systems. 

http://www.bis.org/bcbs/basel3.htm 

percentage points from Basel II to 4.5% of risk-

weighted assets. Total Tier 1 capital has been raised 

by 2 percentage points from Basel II to 6% of risk-

weighted assets (see Chart V.1.1.1.1). Banks have 

until 2015 to meet these standards. A more restrictive 

definition of common equity has been introduced. A 

set of deductions from common equity will be phased 

in by 2018. Basel III also sets out that all elements of 

capital should be publicly available. 

Basel III further enhances risk coverage relating to 

securitisation by defining higher risk weights for 

resecuritisation and increased conversion factors for 

off-balance sheet short-term credit transactions. 

Further, measures were taken to mitigate reliance on 

external ratings. 

The impact of potential mark-to-market losses 

associated with a deterioration in the creditworthiness 

of a counterparty has also been defined. Basel III 

further strengthens collateral management and initial 

margining. With regard to OTC futures exposure, 

higher capital requirements have been defined in order 

to encourage banks to move their exposures to central 

counterparties (CCPs). 

Basel III introduces two new types of capital buffers: 

capital conservation buffer and countercyclical 

capital buffer.  

Capital conservation buffer should be built up during 

the upswing in the financial cycle and drawn down 

during periods of crisis. This buffer should be 2.5% of 

common equity. If it falls to below 2.5%, limitations 

will be imposed in terms of dividends, share buybacks 

and discretionary bonus payments. This standard will 

be phased in between 2016 and 2018 becoming fully 

effective on 1 January 2019. 

Countercyclical capital buffer aims to contain 

systemic risk in the financial system. This capital 

requirement will be introduced in case of excessive 

credit growth leading to the build-up of system wide 

risk, and released when lending activity contracts. 

This will help moderate the credit cycle and mitigate 

systemic risk. Relevant national authorities in different 

jurisdictions will independently decide on putting in 

place a countercyclical buffer requirement that may 

vary between zero and 2.5% of risk-weighted assets. 

The decision to raise the level of the buffer needs to be 

pre-announced by up to 12 months. Banks must meet 

the buffer with common equity. Credit gap can be a 

possible criterion. The application of this capital 

buffer is subject to reciprocity. Namely, a home 

jurisdiction will apply the same countercyclical capital 

buffer requirement to a local bank as applied to 

subsidiaries of its banks in other jurisdictions. 

Countercyclical capital buffer requirement will be 

phased in between 2016 and 2018 becoming fully 



Financial Stability Report                                                                                                                                                  National Bank of Serbia 

70 

effective on 1 January 2019. For Basel III 

implementation timeframe see Table V.1.1.1.1. 

One of the underlying features of the global financial 

crisis was the build-up of excessive leverage in the 

banking system. In many cases, banks built up high 

leverage ratios, while still recording high capital 

adequacy. The process of deleveraging triggered by 

the crisis amplified downward pressure on asset 

prices, leading to declines in banks’ capital base and 

lending activity. Therefore, the Basel Committee 

agreed to introduce a simple non-risk based leverage 

ratio. This ratio is calibrated to act as a supplementary 

measure to indicators of risk exposure, as the latest 

financial crisis revealed all weaknesses of the latter. 

The leverage ratio is defined as the ratio of capital and 

total exposure. The capital measure is based on Tier 1 

capital as defined by Basel III, while total exposure 

generally follows the accounting measure of exposure.  

The Basel Committee will monitor this ratio until 

2013. Starting from 2013, it will assess whether the 

proposed leverage ratio of 3% is appropriate. During 

this period, the ratio and its components will be 

tracked relative to the risk based requirement. Bank 

level disclosure of the leverage ratio will start in 2015, 

migrating to a Pillar 1 treatment on 1 January 2018. 

The global financial crisis revealed a complete lack of 

liquidity standards. For this reason, Basel III 

introduced two minimum standards for funding 

liquidity: Liquidity Coverage Ratio – LCR and Net 

Stable Funding Ratio – NSFR. The first ratio indicates 

short-term liquidity and the second – long-term 

liquidity. 

Meeting the liquidity coverage ratio helps ensure that 

financial institutions have high-quality liquid assets 

easily convertible to cash in case of serious liquidity 

shocks determined by the supervisor. The LCR is 

intended to promote a bank’s resilience to potential 

liquidity disruptions over a 30 day horizon. This time 

period is considered sufficient for the management 

and the relevant supervisor to take adequate corrective 

measures to ensure proper bank restructuring. 

In order to ensure medium- and long-term funding of 

banks’ assets and activities, the Basel Committee 

introduced the net stable funding ratio. This ratio 

requires a minimum amount of stable sources of 

funding relative to the liquidity profile of the assets 

over a one-year horizon. The ratio is defined in such a 

way that long-term assets must be covered by a 

minimum amount of stable long-term funding. This is 

a minimum standard aimed to supplement the liquidity 

coverage ratio and support a drive towards more stable 

long-term sources of funding. 

On 20 July 2011, the European Commission issued a 

proposal of Capital Requirements Directive IV (CRD 

4)
26

 and Capital Requirements Regulation (CRR)
27

. 

These regulations aim to implement the regulatory 

framework defined by the Basel Committee on 

Banking Supervision with regard to capital, liquidity 

and leverage ratio (Basel III). When the proposed 

regulations are adopted (by end-July 2012), Basel III 

will be implemented in acquis communautaire. Basel 

III standards will be phased in between 1 January 

2013 and 2019, with necessary transition periods. 

It is important to note that, according to the Capital 

Requirements Regulation (CRR), the provisions of 

which are directly applied by member states, the 

European Commission is the only body entitled to 

impose stricter prudential requirements on specific 

member states or regions in response to changes in the 

intensity of micro- and macroprudential risks. 

Competent authorities in each member state will, 

accordingly, not have the right to impose stricter 

prudential requirements for credit institutions in their 

jurisdiction. 

The National Bank of Serbia follows the plans and 

regulatory proposals of the European Union with 

regard to the application of Basel III and participates 

in the Vienna Initiative Working Group on Basel III 

implementation. The National Bank of Serbia will 

adopt and publish a Strategy on Basel III 

implementation by end-2012. 

                                                 
26Proposal for a Directive of the European Parliament and of the Council on 

the access to the activity of credit institutions and the prudential supervision 

of credit institutions and investment firms, European Commission, 20 July 

2011. 
27Proposal for a Regulation of the European Parliament and of the Council on 

prudential requirements for credit institutions and investment firms, 20 July 

2011. 

0%

2%

4%

6%

8%

10%

12%

14%

16%

18%

2%

Common Equity 
Tier 1 - CET 1 

Countercyclical Capital 
Buffer

Capital Conservation 
Buffer

Planned additional 
capital requirements

for G-SIFIs

Additional capital -
Tier 2 

Non Equity Tier 1

4,5%

1,5%

2,5%

0 - 2,5%

1 - 2,5% 

Chart V.1.1.1.1. Basel III - new capital limits

Source: National Bank of Serbia.



Financial Stability Report                                                                                                                                                  National Bank of Serbia 

71 

Based on the above, Basel III introduces significant 

novelties in regulating bank operations. One of the 

advantages of this standard is that it leaves a 

transitional period for banks to align their business 

models with new rules. Also, some elements are yet to 

be fully defined, allowing for their proper calibration. 

Definition of certain elements (such as countercyclical 

capital buffer) has been left to national supervisors, 

allowing for national specificities. In a drive to 

introduce macroprudential supervision, Basel III rules 

will surely buttress financial stability of the 

implementing countries. However, any judgement of 

the effects of this regulatory framework can only be 

given after sufficient time has passed from its 

implementation. 

V.1.1.2. Vienna Initiative 2.0 

Setting up an international framework for global 

financial crisis management is key to its successful 

resolution. 

At the height of the global financial crisis in the 

second half of 2008, it became increasingly uncertain 

whether western European banks with local 

subsidiaries in the emerging markets of Central, East 

and South European countries would decide to 

withdraw from these markets. The problem was that 

the withdrawal of these banks which had systemic 

importance in these emerging markets would have 

exacerbated the already deep systemic crisis. For this 

reason, at the proposal of the European Bank for 

Reconstruction and Development, key international 

financial institutions (IFIs) agreed to set up an 

international framework for coordination and 

cooperation in crisis management – The Vienna 

Initiative. 

The initiative has served as a platform for private and 

public sector institutions that have a shared interest in 

ensuring successful operations of cross-border 

banking groups located in the European Union and 

active in emerging Europe. The initiative is supported 

by the International Monetary Fund, European Bank 

for Reconstruction and Development and World Bank, 

European institutions (European Commission, 

European Central Bank as observers), regulators and 

fiscal authorities from home and host countries of 

large cross-border banking groups, as well as the 

major banking groups operating in the region. 

Since its launch, the Vienna Initiative has changed in 

response to new risks and circumstances in the 

financial sector of the region, going through three 

phases of development: 

Vienna Initiative 1.0, focussed on response to global 

financial crisis that spilled over to countries of the 

region, highlighting the weaknesses of their financial 

systems (January 2009 – early 2010); 

Vienna Initiative plus, focussed on financial crisis 

prevention (March 2010 – end-2011); 

Vienna Initiative 2.0, focussed on mitigating systemic 

risk resulting from the recent European Union crisis 

(from January 2010 onwards). 

The key objective of Vienna Initiative 1.0 was to 

preserve financial sector stability in East European 

market, by encouraging cross-border banking groups 

to maintain their exposures in these markets and 

ensure adequate solvency and liquidity to their 

subsidiaries. As part of the Initiative, IFIs provided 

joint financial assistance to banks as agreed by EBRD,  

2011. 2012. 2013. 2014. 2015. 2016. 2017. 2018. 2019.

Minimum Common Equity Capital Ratio 3,5% 4,0% 4,5% 4,5% 4,5% 4,5% 4,5%

Capital Conservation Buffer 0,625% 1,25% 1,875 2,50%

Minimum common equity plus capital

conservation buffer
3,5% 4,0% 4,5% 5,125% 5,75% 6,375% 7,0%

Phase-in of deductions from CET1

(including amounts exceeding the limit 

for DTAs, MSRs and financials )

20% 40% 60% 80% 100% 100%

Minimum Tier 1 Capital 4,5% 5,5% 6,0% 6,0% 6,0% 6,0% 6,0%

Minimum Total Capital 8,0% 8,0% 8,0% 8,0% 8,0% 8,0% 8,0%

Minimum Total Capital plus conservation

buffer
8,0% 8,0% 8,0% 8,625% 9,125% 9,875% 10,5%

Capital instruments that no longer 

qualify as non-core Tier 1 capital or Tier 

2 capital

Liquidity coverage ratio

Observation

period

begins

Introduce

minimum

standard

Net stable funding ratio

Observation

period

begins

Introduce

minimum

standard

Phased out over 10 year horizon beginning 2013

Source: Basel Committee on Banking Superv ision (2011) Basel III: A global regulatory  f ramework f or more resilient banks and banking sy stems December 2010 (rev  June 2011), p. 69.

Table V.1.1.1.1. Transistion from Basel II to Basel III (shading indicates transition periods - all dates are as of 1 January)

Leverage ratio Supervisory monitoring

Parallel run

1 Jan 2013 – 1 Jan 2017

Disclosure starts 1 Jan 2015

Migration to

Pillar 1
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EIB and World Bank. The purpose of such assistance 

was to enable banks to maintain their exposure to the  

region, meet their capital requirements and direct their 

lending activity to the real sector. Maintaining parent 

bank exposures was part of the overall balance-of-

payments support to countries where support 

programmes of the IMF and the European Union has 

become necessary. Vienna Initiative 1.0 also aimed to 

ensure that national support packages of cross-border 

bank groups should benefit their subsidiaries in 

emerging Europe. With regard to crisis management, 

different participants in Vienna Initiative 1.0 had 

different commitments. For instance, host country 

authorities were responsible for appropriate 

macroeconomic policies, liquidity support in local 

currency irrespective of bank ownership and 

supporting their deposit insurance schemes. Parent 

bank groups and the home country authorities behind 

them were responsible for providing funding in 

foreign exchange and recapitalising subsidiaries where 

needed.
28

 

The Vienna Initiative 1.0 successfully met its 

objectives. Banking groups maintained their exposure 

limits in the region and lending to the production 

sector continued, driving economic recovery in 2010 

and 2011. 

Vienna Initiative Plus was an interim phase, in which 

it acted as a venue and a virtual think-tank for 

discussion and analysis of matters significant for 

financial crisis prevention. Foreign currency lending 

was discussed and a report drawn up on this subject.
29

 

The Initiative continued as its participants were aware 

of its importance as a platform for public-private 

                                                 
28“European Bank for Recostruction and Development (2012), Vienna Initiative 

–moving to a new phase“, April 2012, p. 2. 
29“EBCI (2011),Report by the Public-Private Sector Working Group onLocal 

Currency and Capital Market Development“. 

As parts of the European banking sector undergo a process of deleveraging, it is important to recall that stability of the 

financial sector and orderly credit conditions in CESEE are in the shared interest of the private sector and home and host 

country authorities. The following interconnected principles of the Vienna Initiative 2.0 of 12 March 2012 are designed 

to enhance cooperation and coordination among the various stakeholders so as to help ensure mutually beneficial 

outcomes even in times of global financial stress and a shifting financial-sector landscape. 

1) Principle of free allocation of liquidity and capital consistent with safeguarding financial stability. The 

commitment to free movement of bank liquidity and capital in accordance with the Treaty for EU members is reaffirmed. 

In this context, ex-ante coordination of financial stability measures among home and host authorities is essential, 

especially in conditions of financial market stress. 

2) Principle of matching the supervisory framework with the cross-border integration of financial markets. 

Arrangements for cross-border supervision need to be made compatible with the integrated financial markets across 

Europe. Mechanisms should be adopted to involve jurisdictions outside the EU where European banking groups are 

active. 

3) Principle of fiscal authority cooperation. Supervisory coordination must be accompanied by coordination among 

the fiscal authorities, particularly with regards to crisis management and resolution issues. 

4) Principle of considering spill-overs from national actions. Supervisors, central banks, and fiscal authorities must 

take account of the implications of their actions for other national jurisdictions and for the European financial system as 

a whole, by involving the European Banking Authority (EBA) and colleges in all decisions. 

5) Principle of the central role of European institutions. The European Commission should play its role in promoting 

an EU single and stable market in financial services. The European Supervisory Authorities should play a central role in 

supervisory cooperation and mediate among country authorities. The European Systemic Risk Board should play a key 

role in macroprudential oversight. 

6) Principle of private sector engagement. Banking groups active in the region should cooperate actively with national 

authorities in efforts to promote financial stability, orderly credit conditions and sustainable cross-border banking. 

7) Principle of IFIs involvement. International organizations, internalizing the impact of cross-border spill-overs, 

should promote adjustment to more robust financial systems. They can assist the implementation of these principles 

through their surveillance, mediation, timely data collection, and financial support functions. 

8) Principle of focus on implementation. Participants are committed to the structured implementation of these 

principles. A Steering Committee will report on the proposed approach to operationalize these principles. 

Text box V.1. Principles of Vienna Initiative 2.0 
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cooperation in the event of future systemic risks. This 

proved to be the right approach and the Vienna 

Initiative soon moved to phase 2.0. 

The second phase of Vienna Initiative activities is a 

response to renewed risks to the region stemming 

from the international environment. 

Euro area crisis deepened in mid-2011 and was even 

graver than the 2008 crisis which prompted the 

creation of the Vienna Initiative in the first place. This 

time, the crisis affected not only banks but public 

finances of home countries as well. National 

assistance schemes became impossible to sustain, as 

home countries were too indebted to even settle their 

obligations to banks. This triggered a process of 

deleveraging and lowering of banking groups’ 

exposures in the region.  Some countries took 

measures without considering their consequences for 

host countries of their banks’ subsidiaries. Despite 

Europe being a single market, crisis management 

measures were left to national authorities. In such 

circumstances, coordination of measures within a wide 

forum of participants in the Vienna Initiative gained 

importance. As a result, Vienna Initiative was revived 

in January 2011. 

The key features of Vienna Initiative 2.0 are as 

follows: 

-  primary goal – coordination of the process of 

deleveraging of banking groups through cooperation 

of home and host countries supervisors to get a better 

picture of systemic risks that could spill over to host 

countries’ financial systems; 

- supervisory groups to monitor developments in 

individual countries, particularly with regard to cross 

border deleveraging and movement of capital. 

 

By contrast to the first phase of the Vienna Initiative, 

the second phase does not aim to maintain a given 

level of banks’ exposure to countries of the region. As 

a result, no mechanism of IFI’s financial assistance to 

banking groups has been envisaged. Rather, the aim is 

to create sustainable bank business models instead of 

models reliant on external assistance. This also 

involves greater reliance on local sources of funding, 

rather than funding by parent banks. 

A possible result of the Vienna Initiative 2.0 is a 

regional memorandum of cooperation between 

relevant authorities of home and host countries on 

crisis management measures, taking account of their 

repercussions for the financial stability of host 

countries. 

At the meeting of 12 and 13 March 2012 of the Full 

Forum of the European Bank Coordination “Vienna” 

Initiative in Brussels, basic principles were adopted 

which aim at boosting coordination between host and 

home countries on cross-border banking activities (see 

Text box V.1.). These principles stress the central role 

of European and international financial institutions in 

promoting such cooperation.
30

 They should play a 

central role in supervisory coordination, 

macroprudential oversight and mediation among 

national authorities, and support the implementation of 

the agreed principles by their involvement in 

surveillance, data collection and financial support. 

Vienna Initiative’s importance for the Central, East 

and South East Europe region is indisputable. It is a 

forum for exchange of views but also for joint action 

and coordination for the purposes of financial crisis 

management. In this way, it provides an active 

contribution to the preservation of financial stability in 

participating countries, boosting the resilience of 

national financial systems and the European financial 

system to systemic risks. Therefore, we believe that 

the participation of local representatives in this forum 

is significant and contributes to preserving financial 

stability of our country. 

V.1.3. Crisis management framework 

Introduction 

Financial intermediaries (banks and other financial 

institutions) play a very important role in any society. 

They mediate between those who need money and 

those who have money for investment. Direct 

transactions between these two groups of entities in 

the modern society would be fraught by so many risks 

and restrictions that it is difficult to imagine a modern 

state without a financial system that assumes and 

controls such risk exposure. Banks and other financial 

institutions enable deposit taking, loan approvals and 

the functioning of the payment system as hallmarks of 

social development. Confidence in the financial 

intermediation system is therefore of great importance, 

as this system performs vital functions without which 

social welfare at large would be threatened. 

Following the bankruptcy of Lehman Brothers in 

September 2008 at the height of the global financial 

crisis, financial institutions received notable financial 

assistance from their home states.
31

The aim of such 

aid was to boost liquidity and prevent insolvency of 

such institutions. This helped the financial system 

preserve its vital functions. Massive amounts of 

taxpayers’ money were spent and a theoretical 

justification for such measures was requested. 

Namely, although these institutions perform important 

functions, they are, in the conditions of a market 

economy, profit oriented and privately owned. As a 

                                                 
30http://www.imf.org/external/np/sec/pr/2012/pr1280.htm 
31The scale of such assistance is illustrated by the fact that EU governments 

committed aid amounting to around 30% of EU GDP, while the aid used 

amounts to around 13%, see:COM(2010) 579 final, p. 2.  
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result, they are subject to laws of the market. In 

normal conditions, if they lacked liquidity or became 

insolvent, a legal procedure for their termination 

would be initiated (bankruptcy proceeding). However, 

this was not done in this case (except for Lehman 

Brothers) as such a step, i.e. bankruptcy of large 

financial institutions, would have produced massive 

negative consequences (negative external effects) on 

the performance of basic functions of the financial 

system, constituting a major systemic risk. 

Governments provided assistance, guided by the 

estimate that the costs of such aid would still be 

smaller than the damage in case no aid was provided. 

This revealed a glaring absence of an efficient, 

predetermined plan of measures in the event of 

systemic risk. Consequently, state response was heavy 

handed
32

and too pricy for taxpayers. For that reason, 

there is a growing awareness, both locally and 

globally, of the need to set up an efficient mechanism 

for responding to any systemic events threatening 

financial system stability. As a result, international 

bodies such as the Financial Stability Board (FSB) 

and, in the European Union, the European 

Commission began developing international standards 

with a view to devising an efficient framework for the 

resolution of troubled financial institutions and 

systemic crisis management. The key feature of such 

initiatives is protection of taxpayers and their money 

as an option of last resort. 

The text below highlights international principles that 

should represent the basis for a regulatory framework 

for systemic crisis management. We will also consider 

Serbia’s regulatory framework which is highly 

developed in this respect, even though this subject 

matter has only recently come into focus of 

international attention. 

International crisis management standards 

Internationally, a major role in coordinating the 

regulatory framework for crisis management and 

resolution of financial institutions was played by FSB. 

Its two key documents relating to this matter include: 

FSB (2011), Effective Resolution of Systemically 

Important Financial Institutions Recommendations 

and Timelines, Consultative Document, 19 July 2011, 

and FSB (2011a), Key Attributes of Effective 

Resolution Regimes for Financial Institutions, October 

2011. These documents were prepared in response to 

the G20 request that the FSB considers the problem of 

resolution of ailing banks and provides specific 

recommendations.
33

While the first document is 

consultative in character, the second is an international 

                                                 
32This is best illustrated by the fact that the US decided not to prevent Lehman 

Brothers bankruptcy, applying market economyprinciples, but averted 

subsequent potential bankrupcies, such as that of the AIG insurance group, 

Merrill Lynch bank and others. 

33ECB (2011), Mountly Bulletin, July 2011, p. 87. 

standard setting out a regulatory framework for the 

resolution of ailing financial institutions. A European 

Union directive on a crisis management framework is 

yet to be adopted. However, the documents published 

by the European Commission
34

 give a broad outline of 

the fundamentals of such future framework. The two 

frameworks are broadly consistent, except for certain 

aspects of the European framework that are adjusted 

to EU circumstances. 

According to the FSB, an efficient regulatory regime 

should aim “to make feasible the resolution of 

financial institutions without severe systemic 

disruption and without exposing taxpayers to loss, 

while protecting vital economic functions through 

mechanisms which make it possible for shareholders 

and unsecured and uninsured creditors to absorb losses 

in a manner that respects the hierarchy of claims in 

liquidation.“
35

The definition itself is revelatory as to 

the nature of the proposed framework. One of the key 

principles is to avoid costs for taxpayers and make 

sure that financial institutions’ losses are borne by 

shareholders and creditors. The focus on the hierarchy 

of claims aims to ensure that the resolution procedure 

produces the same consequences for shareholders and 

creditors as a regular liquidation procedure would. 

The purpose (ratio legis) of the above regulatory 

framework is not to protect any persons that should 

bear the losses according to the regular legal 

procedure, but to preserve the stability of the financial 

system that may be threatened in the event of 

bankruptcy of a given financial institution. It is based 

on a special procedure different from regular 

bankruptcy, as bankruptcy does not aim to preserve 

financial stability but rather to deal with corporate 

bankruptcy and settling creditors’ claims from the 

bankruptcy estate. 

The overriding objective of a European resolution 

framework is similarly defined, as ensuring that 

ailing institutions, and in particular systemically 

important institutions, can be allowed to fail without 

risk to financial stability whilst avoiding costs to 

taxpayers.
36

 

To meet the above objective, the regulatory 

framework of the European Union includes crisis 

prevention and crisis management. The nature of the 

European framework is best illustrated by its key 

principles: 

 prevention and preparation; 

 provision of credible resolution tools to  

authorities; 

                                                 
34http://ec.europa.eu/internal_market/bank/crisis_management/index_en.htm#dis

cussionpaper 
35 FSB (2011a), Key Attributes of Effective Resolution Regimes for Financial 

Institutions, October 2011, p. 3. 
36COM(2010), 529 final, p. 3. 
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 enabling fast and decisive action (putting in place 

well defined powers and processes and eliminating 

legal uncertainty about when authorities can intervene 

and the actions they can take); 

 reducing moral hazard (ensuring an appropriate 

allocation of losses to shareholders and creditors and 

protecting public funds); 

 contributing to a smooth resolution of cross 

border banking groups; 

 ensuring legal certainty (appropriate safeguards 

for third parties and restricted interference with 

property rights to what is necessary and  justified in 

the public interest); 

 limiting distortions of competition (relates to the 

European Union market).
37

 

The European Commission holds that the regulatory 

framework for crisis management should apply to all 

credit institutions and investment firms whose failure 

risks causing systemic instability.
38

 

Broadening the scope of application of the EU crisis 

management framework to include insurance 

companies and other institutions will be considered 

after relevant analyses have been made. On the other 

hand, according to the FSB, this framework should 

apply to any financial institution whose bankruptcy 

could be critical to the functioning of the financial 

system. This means that the framework should extend 

to holding companies with a direct or indirect share in 

systemically important financial institutions (SIFIs), 

non-regulated companies within a financial group and 

branches of foreign SIFIs if their operations are 

allowed under national jurisdiction. The regulatory 

framework should further extend to insurance 

companies and financial infrastructure, i.e. those parts 

of infrastructure that could be critical to the stability of 

the financial system.   

An effective regulatory framework for crisis 

management requires the existence of a designated 

authority responsible for preserving financial 

stability in the event of systemic risk, i.e. an authority 

with a financial crisis management and resolution 

mandate.    

The designated authority should have the expertise, 

resources and operational independence for prompt 

response in safeguarding the vital functions of the 

financial system. It should also have the power to use 

without delay all the tools needed to ensure smooth 

performance of the systemically important functions 

of a financial institution. If more than one authority is 

responsible for financial crisis management (as is the 

case in Serbia), their roles and competences should be 

                                                 
37COM(2010) 529 final, p. 4. 
38 COM (2010) 529 final, p. 3. 

clearly defined and coordinated so that there would be 

no undue delays in taking action.    

As regards prevention and preparation for a systemic 

crisis, the regulatory framework should envisage 

mandatory recovery and resolution planning for financial 

institutions.   

Recovery plans are prepared by financial institutions 

to set out the measures they would take in different 

scenarios to address liquidity problems, raise capital 

or reduce risk. Recovery plans are expected to be 

detailed and realistic, and should not assume access to 

public funds. They need to be regularly submitted to 

the competent authority for assessment of their 

comprehensiveness and the potential to restore the 

viability of the institution.   

If recovery plans fail, a resolution procedure is 

initiated, using pre-determined resolution plans. 

Resolution plans are not prepared by financial 

institutions, but rather by the crisis management 

authority in cooperation with the supervisory 

authority. The main difference between a recovery and 

a resolution plan is that the latter implies the use of 

resolution tools, which interfere with the property 

rights of shareholders and creditors by way of entitling 

the competent authority to transfer the assets and 

liabilities of a failing institution to another entity, i.e. 

to write off the claims of its shareholders or write 

down the debt of unsecured creditors.  

The regulatory framework should provide for a 

timely and early intervention before a financial 

institution is balance-sheet insolvent and the entire 

shareholder capital is spent.
39

 

The above resolution framework applies to a SIFI 

that is no longer viable and there is no reasonable 

prospect of it becoming so. A clear standard must be 

established for threshold conditions for entry into 

resolution. Resolution is usually entered when it 

becomes quite obvious that the recovery plan does not 

or will not produce the expected results. Resolution 

should also be embarked upon when a financial 

institution is likely to incur losses that will deplete its 

regulatory capital, when its assets are lower than its 

liabilities (losses over capital), or, more broadly, when 

it does not have adequate resources to carry on its 

business.
40

 

The most important part of the regulatory framework 

is the power of the competent authority to use timely 

and adequate resolution tools to preserve the vital 

functions of a financial institution and, by extension, 

prevent the occurrence of systemic risk. As a rule, 

these tools are used in accordance with the resolution 

                                                 
39 COM (2010) 529 final, p. 7. 
40 COM (2010) 529 final, р. 7. 
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plan. In the text below, we will mention some of the 

most important ones.   

The first of the tools is the right of the competent 

authority to transfer the rights and obligations of an 

ailing financial institution, including obligations under 

deposits and ownership of shares, onto a third 

financial institution or a bridge bank. This transfer 

must not be conditioned by the consent of 

shareholders, creditors or any other stakeholder. 

Furthermore, it needs to be laid down in the 

regulations that the transfer must not affect the 

existing contractual relations in terms of conditions for 

contract cancellation (cancellation clause), i.e. 

contract termination.   

The second tool is the right of the competent authority 

to set up one or more bridge banks to take over 

systemically important functions of the failing 

institution, as well as the functions that were 

unaffected to that point. This tool implies the rights of 

the competent authority to independently designate 

which rights and obligations should be transferred to 

the bridge bank. The competent authority should also 

have the right to determine the terms of business of a 

bridge bank in case of its continued operations, 

including capital and other requirements, as well as 

the right to appoint its senior management and to lay 

down the rules of the bank’s corporate governance. 

The competent authority should also have the right to 

make sale arrangements, i.e. to sell the bridge bank or 

its rights and obligations in part or in whole to a third 

institution, as well as to decide on the bank’s 

liquidation.  

The third resolution tool, and perhaps the most 

important one given that its application protects 

taxpayer money, is the right of the competent 

authority to write off shareholders’ rights and to write 

down the debt of unsecured creditors of the troubled 

institution. However, the exercise of this right should 

not interfere with the bankruptcy payout lines. This 

write down should not exceed the amount needed to 

cover the losses of the institution concerned. Besides, 

the competent authority has the right to convert 

unsecured debt into equity, observing, however, the 

bankruptcy payout lines.  A special right relates to 

convertible financial instruments where conversion to 

equity is “contingent” on a specified event.
41

 Namely, 

the competent authority should have the right to 

convert these instruments into equity even before the 

specified event takes place.  

                                                 
41 Usually contingent convertible notes (CoCоs) that are designed to convert into 

shares if a pre-set trigger (specified event) is breached. This trigger is in most 

cases defined as the drop in the value of shares of the relevant financial 

institution below a certain level or the drop in capital adequacy below a pre-

determined floor.   

The cost of resolution should be borne by shareholders 

and unsecured creditors, while taxpayer money should be 

a measure of last resort.  

The European Commission proposed
42

 formation of 

special funds for financing bank assistance in case of 

systemic risk. These funds should be financed from 

bank tax receipts. A theoretical springboard for 

financing resolution funds is the so-called Pigouvian 

tax, which operates on the principle that the creators 

of negative externalities should internalise these 

negative effects through payment of tax. This 

principle derives from environmental policy (“polluter 

pays” principle), where polluters pay the costs of 

measures to reduce pollution.   

The key question with regard to cross-border banking 

groups is how to coordinate their resolution when they are 

composed of financial institutions operating under 

different jurisdictions.   

The FSB maintains
43

 that the very minimum is to set 

up crisis management groups (CMGs) for globally 

systemically important institutions (G-SIFIs). These 

groups would consist of the authorities of the home 

and host jurisdictions, and their task would be to 

elaborate recovery and resolution plans for cross-

border entities, conduct regular resolvability 

assessments, and to exchange information. To ensure 

efficient resolution planning, there should be 

institution-specific agreements for all G-SIFIs on 

cooperation between the authorities of the home and 

host jurisdictions. In addition to exchange of 

information, these agreements should ensure 

coordination of recovery and resolution planning and 

define the role of different authorities both in the “pre-

crisis” phase and “in crisis”. 

In principle, the European Commission favours an 

integrated regulatory framework for resolution of 

cross-border entities by a single European body. The 

Commission, however, recognises that it would be 

difficult to establish an EU integrated resolution 

model for cross-border banking groups in the absence 

of a harmonised insolvency regime and of a Single 

European Supervisory authority for those entities.
44

 

For that reason, the Commission proposed, as the first 

step, a coordination framework based on harmonised 

resolution tools and a requirement for authorities to 

consult and cooperate when resolving affiliated 

entities. To achieve this, in addition to the existing 

supervisory colleges, resolution colleges should be 

formed. Resolution colleges should be chaired by the 

resolution authority responsible for the parent 

institution (“the group level resolution authority”), and 

would be responsible for crisis planning and the 

                                                 
42 COM (2010) 254 final, p. 2. 
43 See: FSB (2011a), р. 13–15. 
44 See: COM (2010) 529 final, р. 12. 
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preparation of resolution plans including, if 

appropriate, principles for burden sharing. In the event 

of a crisis, the resolution college would provide a 

forum for the exchange of information and 

coordination of resolution measures.  

The group level resolution authorities should have the 

power to decide in cases of group failure whether a 

group resolution scheme is appropriate. Pending that 

decision, national authorities would be required to 

refrain from adopting national measures. The group 

level resolution authority may decide that a separate 

entity resolution should be undertaken rather than a 

group resolution, in which case each national authority 

would take independent decisions.   

The production of a group resolution scheme in 

appropriate cases should facilitate coordinated 

resolution that is more likely to deliver the best result 

for the group. However, because resolution powers are 

applied to individual legal entities and the competence 

for resolution would remain national, the group 

resolution scheme would not be binding. National 

authorities that disagreed with the scheme would not 

be prevented from taking independent action where 

they considered that necessary for reasons of national 

financial stability, but in doing so would be required 

to notify other members of the resolution college of 

the reasons for individual action.  

Though there is still no concrete proposal of 

regulations on crisis management in the EU, the basic 

elements of the framework at both EU and global level 

are more or less familiar. They are based on the 

principles of protecting public finances and preventing 

materialisation of systemic risk that would cause huge 

losses to the economy and social welfare at large. To 

be valid and effective, a crisis management framework 

must strike a balance between these two principles.   

V.1.2. Domestic regulatory framework 

V.1.2.1. Crisis management  

Agreement of Cooperation to Preserve Financial 

Stability in the Republic of Serbia  

Serbian authorities started developing the domestic 

regulatory framework for crisis management immediately 

after the outbreak of the global financial crisis in 2008.  

In December 2008, only two months after the collapse 

of Lehman Brothers, the Government of the Republic 

of Serbia, the National Bank of Serbia and the Deposit 

Insurance Agency entered into Agreement of 

Cooperation to Preserve Financial Stability in the 

Republic of Serbia. The signatories agreed to 

cooperate and take measures, within the scope of their 

constitutional and statutory powers, in order to prevent 

and mitigate potential adverse effects of the global 

financial crisis on financial stability in the Republic of 

Serbia. The Agreement laid down the key principles of 

mutual cooperation:  

 

 efficiency – the parties’ responsibilities must be 

clearly defined so as to minimise overlap of activities; 

 cost-effectiveness – whenever possible, appropriate 

measures will be selected and implemented at minimal 

and solely indispensable fiscal  and other costs; 

 information exchange – for the purposes of 

effective implementation of the Agreement, the parties 

will engage in timely exchange of all information that 

may be of use to the other parties in accordance with 

the regulations regarding data protection and internal 

regulations on the keeping and protection of data 

classified as secret. 

The principles underlying the Agreement are 

harmonised with the international crisis management 

standards set out above, i.e. with the need to protect 

taxpayer money (cost-effectiveness), to define the 

roles and responsibilities of the relevant authorities so 

as to ensure swift response and prevent indecisiveness 

or a conflict of authority (efficiency), and to provide 

timely and reliable information as the basis for 

decision-making (information exchange). 

Another important aspect is that the Agreement 

defines the financial crisis as a term embracing: 

1) serious problems in the operations of a financial 

institution (bank) or a banking group, which could 

threaten financial stability; 

2) serious problems in the operations of a financial 

group that consists of financial institutions (other than 

banks), which could threaten financial stability; 

3) other systemic disruptions, including those related 

to the payment system or the financial market as a 

whole.
45

 

This definition also sets out the scope of our crisis 

management framework. In addition to systemically 

important banks and banking groups, the framework 

applies to financial groups that do not necessarily 

include banks, which means that it applies to 

insurance companies, pension funds, investment funds 

and other financial institutions of systemic 

importance. The crisis management framework further 

extends to financial infrastructure and financial 

markets. It may be said therefore that the scope of 

application of the Serbian regulatory framework is 

rather broad as it includes all entities considered to be 

                                                 
45 See: Article 9 of the Agreement of Cooperation to Preserve Financial Stability 

in the Republic of Serbia.  
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systemically important.
46

 As such, the framework is 

harmonised with the FSB recommendation explained 

in the previous section.  

The Agreement envisages urgent adoption procedures 

for measures supporting financial stability.    

In case of severe illiquidity of the banking system, the 

role of the National Bank of Serbia is to act as the 

lender of last resort. The Government, on the other 

hand, is obligated to support the operations of majority 

state-owned banks and help maintain their liquidity by 

taking different measures, including increase in the 

state share by recapitalisation. This highlights the 

responsibility of the state for the liquidity and 

solvency of banks in its majority ownership.  

Finally, the Agreement envisages the formation of a 

Financial Stability Committee, consisting of   

Governor as the chair, Minister of Finance, Director of 

the Deposit Insurance Agency, and other members 

nominated by the Government and the NBS.  The 

Committee operates as an advisory body that discusses 

and assesses all issues and possible measures relating 

to the country’s financial stability. It also coordinates 

the activities of the key parties involved in the process 

of maintaining financial stability. The Committee 

convenes on as needed basis, and at least quarterly. 

Other persons may be invited to its meetings, 

including representatives of other state administration 

authorities or experts in fields related to the work of 

the Committee.  

The parties to the Agreement cooperate with 

international financial institutions for the purposes of a 

more in-depth analysis and evaluation of possible 

solutions and measures to contain the financial crisis. 

This highlights the significance of international 

coordination in crisis management, especially in view 

of the fact that cross-border financial groups may be 

resolved only by joint action of the competent 

authorities of different jurisdictions under which 

members of the group operate. Thence it follows that 

the Agreement upholds the principle of international 

cooperation.  

The crisis management framework established by the 

above Agreement laid down the groundwork for 

legislative changes that followed.  

The Agreement respects some of the international 

standards that were formally defined after its adoption, 

but could not cover the most important resolution 

instruments proposed later on. As a contract, the 

                                                 
46 According to the IMF, BIS, FSB (2009) Guidance to Assess the Systemic 

Importance of Financial Institutions, Markets and Instruments: Initial 

Considerations, Report to the G-20 Finance Ministers and Central Bank 

Governors, October 2009, р. 2, all types of financial intermediaries (financial 

institutions), financial markets and financial infrastructure may be systemically 

important to a certain degree.  

Agreement cannot legally bind the signatories to apply 

measures that are not envisaged by the legislation 

regulating their work.  Amendments to the relevant 

legislation were needed, and they followed in 2010.   

Set of legislative changes  

A set of amendments to the relevant legislation was 

adopted in 2010 with a view to creating an effective 

crisis management framework and enabling the use 

of generally accepted resolution tools.  

The crisis revealed the weaknesses of our regulatory 

framework – its failure to ensure adequate protection 
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(possible provision of financial support)

Receivership

(possible provision of 

financial support)
Licence revocation

2. National Bank of Serbia

Bank continues its 

operations

Deposit Insurance Agency

Administration proceedings

Establishment of a 

Bridge Bank

Purchasing and 

assuming assets and 

liabilities by another 

bank

 (mandatory transfer of 

total insured deposits and 

possible provision of 

financial support)

Transferring a part of or 

total assets and 

liabilities to a Bridge 

Bank

 (mandatory transfer of 

total insured deposits and 

possible provision of financial 
support)

Bankruptcy or liquidation of a bank in administration 

(after the transfer of assets and liabilities to another bank or 

bridge bank, or after 25 days if there is no possibility of 

transfer of assets and liabilities)

Chart V.1.2.1.1. Crisis Management Framework 

Source: National Bank of Serbia.
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to depositors, lack of  diverse resolution mechanisms 

(except for recapitalisation by existing or new 

shareholders and receivership in case of a bank 

holding an operating license or bankruptcy and 

liquidation in case of a bank whose operating license 

has been revoked) ,   lack of a legal basis for providing 

financial assistance to the financial sector, extended 

procedure for raising the level of expenditure or 

borrowing for these purposes, etc. Due to this, the 

following pieces of primary legislation were amended 

in 2010: Law on Banks (“RS Official Gazette”, Nos 

107/2005 and 91/2010), Law on Deposit Insurance 

(“RS Official Gazette”, Nos 61/2005, 116/2008 and 

91/2010), Law on Deposit Insurance Agency (“RS 

Official Gazette”, Nos 61/2005, 116/2008 and 

91/2010) and Law on Bankruptcy and Liquidation of 

Banks and Insurance Companies (“RS Official 

Gazette”, Nos 61/2005, 116/2008 and 91/2010). These 

amendments provided for a detailed regulation of the 

crisis management framework.   

The crisis management framework is presented in 

Chart V.1.2.1.1. 

A very important part of the crisis management 

framework is the increase in the deposit insurance 

coverage, as well as the increase in the minimum sum 

insured from EUR 3,000 to EUR 50,000 per depositor 

(including the full protection option). If the Deposit 

Insurance Fund cannot cover the payment of insured 

deposits, the shortfall amount is provided from the 

budget of the Republic of Serbia.   

In addition, resolution options have been diversified. 

The NBS may now intermediate in bank mergers or 

take decisions to introduce receivership if it 

determines that a systemic bank is critically 

undercapitalised.
47

 The criteria for determining 

whether a bank is systemically important are agreed 

upon by the NBS and the Ministry of Finance. 

Receivership may last maximum six months, though it 

may be extended by additional three if the NBS 

assesses this is necessary for completing the 

receivership agenda.  Various measures may be taken 

during receivership to improve the bank’s financial 

condition, including recapitalisation, merger with or 

acquisition by another bank. Receivership of a bank 

may also be terminated before the expiry of the above 

deadlines if official receivers or the NBS assess that 

the receivership did not result in the bank’s improved 

financial condition or that the bank’s financial 

condition has improved to such an extent that 

receivership is no longer required. 

By contrast to merger and receivership, 

administrative management is instituted against a 

bank which had its operating license revoked by the 

                                                 
47 Article 117, paragraph 1 of the Law on Banks. 

NBS or which received the NBS consent to its 

assembly decision to terminate bank operations.  

The Deposit Insurance Agency is appointed as a bank 

administrator in administrative management 

proceedings. The Agency carries out the function of 

the administrator, exercising all the powers of the 

bank’s managing and executive boards and the bank’s 

assembly. A bank may be under administrative 

management for maximum 25 days, which is 

significantly shorter than under receivership. The 

bank’s assets may not be subject to enforcement and 

all court and administrative proceedings against the 

bank are suspended for the duration of administrative 

management. During that time, the Deposit Insurance 

Agency may:  

 conclude a sale and purchase agreement with a 

bank which purchases and assumes the entire assets 

and liabilities of the administered bank or a portion 

thereof (the assuming bank); 

 set up a bridge bank and transfer the entire or part 

of the assets and liabilities of the administered bank to 

the bridge bank. 

Bridge banks are founded by the Deposit Insurance 

Agency for a period of up to two years. At the 

Agency’s request, the NBS may extend this timeframe 

by maximum two years.
48

 Members of the bridge 

bank’s managing and executive boards are appointed 

by the Agency. During the period of the bridge bank’s 

business operations, the Agency may 

 close a sale and purchase agreement with a bank 

which purchases and assumes all or part of the assets 

and liabilities of the bridge bank, after which the 

Agency submits a proposal to the NBS to revoke the 

bridge bank's operating license;  

 sell the shares of the bridge bank, after which the 

bridge banks continues to operate as a commercial 

bank in accordance with the law governing bank 

operations.  

The funds generated through the sale of the bridge 

bank's shares are paid in to the account of the Deposit 

Insurance Agency.  

The Agency must include all deposits up to the level 

of the insured amount defined by the law governing 

deposit insurance (EUR 50,000) in the transfer of 

assets and liabilities of the bank under administrative 

management. No consent of shareholders, depositors 

and other creditors and/or debtors of the bank under 

administrative management is required for the sale and 

assumption, i.e. transfer of all or part of the assets and 

liabilities of the bank under administrative 

management. In the transfer of assets and liabilities of 

the bank to the assuming bank or a bridge bank, the 

                                                 
48 Article 3d, paragraph 2 of the Law on Bankrupty and Liquidation of Banks 

and Insurance Companies.   
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Agency must secure equal treatment of creditors of the 

bank under administrative management, in accordance 

with the payout lines in bankruptcy proceedings.   

The Deposit Insurance Agency may provide financial 

support to the assuming bank or to the bridge bank 

when the amount of that support is the result of the 

least cost test determined by the Agency. The amount 

of financial support must be lower than the total 

amount the Agency would pay out on account of the 

deposits insured.  

At the Agency’s proposal, the Government may also 

decide to approve financial support to the assuming 

bank, bridge bank or bank buying all or part of the 

bridge bank’s assets and liabilities. Financial support 

may not be provided to a bank under administrative 

management nor to a bank whose operating license 

has been revoked.  

However, the Law on Deposit Insurance Agency 

prescribes that in accordance with the Government’s 

act issued at the proposal of the NBS, the Agency may 

cover potential losses of banks and issue bonds to that 

effect, take over, buy or otherwise acquire bad assets, 

as well as manage and sell bad assets.
49

 This means 

that, in accordance with the Government’s decision 

proposed by the NBS, financial support may be 

provided not only to the assuming bank or to the 

bridge bank, but also to any other bank. However, this 

support is justified exclusively in case of a systemic 

risk to the financial system, and this statutory power 

should be interpreted in that context only.  

Programme of Measures to Preserve Financial 

Stability  

The most recent document to be incorporated into the 

crisis management framework is the Programme of 

Measures to Preserve Financial Stability, passed by 

the Government conclusion of 29 December 2011 and 

amended on 19 April 2012 to accommodate 

suggestions of the IMF Mission. The Programme 

defines the measures to be taken with a view to 

preserving financial stability, with special emphasis on 

the banking sector.    

The Programme envisages the issuing of government 

dinar bonds as a new instrument supporting the 

stability of the banking sector. These bonds represent 

long-term securities whose specific elements are 

defined by a decision on each individual issue, 

depending on the current market conditions. This 

manner of financing bank recapitalisation or purchase 

of bad assets offers numerous advantages: matching 

bond maturity with the bank’s liquidity needs, 

matching bonds return with the bank’s liabilities, 

limiting the bank’s capacity to invest into risky assets, 

                                                 
49 Article 9 of the Law on Deposit Insurance Agency. 

distributing fiscal expenses over a protracted period of 

time, using longer maturities to  postpone the need for 

refinancing, etc.
50

 The legal basis for the issue of dinar 

bonds is in Article 5 of the Law on Public Debt (“RS 

Official Gazette”, Nos 61/2005, 107/2009 and 

78/2011), pursuant to which the Republic of Serbia 

may issue debt for the purposes of capital investment 

and purchase of financial assets.  

All banks domiciled in the Republic of Serbia may 

take part in the Programme. Participation is voluntary. 

The measures envisaged by the Programme include:  

 takeover of bad assets at estimated value (net 

value) by the Republic of Serbia in exchange for 

issued government bonds; 

 bank recapitalisation by issuing government bonds. 

To participate in the Programme, a bank must apply to 

the Ministry of Finance. Before applying, the bank’s 

assembly must adopt a decision on participation in the 

Programme, an extraordinary certified auditor’s report 

which contains assessment of the collectability of bad 

assets, a decision on the coverage of losses from 

capital, a stabilisation programme for the bank’s 

operation with a proposal of operating costs 

streamlining, as well as the decision authorising the 

bank’s managing board to negotiate with the Republic 

of Serbia. If a bank is applying for recapitalisation by 

the Republic of Serbia, it must also submit a decision 

determining new nominal value of shares after the 

coverage of losses (decrease), decision on share 

issuing for the purposes of replacing existing shares 

due to change in their nominal value, decision   

excluding pre-emption right to share subscription, and 

a decision on the new issue of shares for the purposes 

of recapitalisation by the Republic of Serbia. If a bank 

is applying for takeover (purchase) of bad assets by 

the Republic of Serbia, it must submit a list of debtors 

whose claims are to be taken over, the list being 

determined by the assessment of collectability of bad 

assets confirmed by the certified auditor.  

The application is forwarded to the NBS for 

assessment of compliance with the criteria for entering 

the Programme, the criteria being as follows:  

 the bank is systemically important, i.e. it may cause 

systemic risk, or the bank’s financial condition is 

likely to deteriorate further, which makes the 

provision of financial support justified; 

 the bank is undercapitalised or significantly 

undercapitalised; 

 the bank’s shareholders did not recapitalise the 

bank in the amount and within the timeframe set by 

the NBS, and there is no interest in the market for 

bank recapitalisation or acquisition. 

                                                 
50 For more information on the advantages of these bonds see: Michael Andrews 

(2003), Issuing Government Bonds to Finance Bank Recapitalisation and 

Restructuring: Design Factors that Affects Banks’ Financial Performance, р. 4.  
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To ensure swift action, the Government sets up a 

working group tasked to negotiate and draft the text of 

the agreement with the bank. The working group 

consists of the representatives of the Ministry of 

Finance, NBS and the Deposit Insurance Agency.  

At the proposal of the Ministry of Finance, and based 

on the recommendation of the working group, the 

Government passes a decision accepting or rejecting 

the bank’s application. An integral part of the 

Conclusion is the agreement specifying the rights and 

obligations of the Republic of Serbia and of the bank. 

If the bank’s application is accepted, the Government 

launches a bond issue for the purposes of 

recapitalisation or takeover of bad assets. In case of 

the latter, the bank holds government bonds to 

maturity, which, argumentum a contrario, means the 

bank may alienate the bonds before maturity in the 

case of recapitalisation.   

The agreement may stipulate obligation for the 

shareholders to participate in recapitalisation, as well 

as to pledge their shares.  

By this agreement, the bank commits to a number of 

actions to prevent further deterioration of its financial 

condition. Thus, the agreement may prohibit the bank 

from paying out dividends and bonuses; from 

increasing wages, fees and other remuneration to 

employees and members of management bodies; from 

purchasing own shares; from early payment of 

obligations under debt securities issued; from 

transferring assets to connected persons; from making 

new investments (shares, real estate, etc.), from 

employing new staff and from engaging in any 

activities leading to potential outflows.   

Banks may apply for the Programme within a year 

from its adoption. The maximum volume of bond 

issue under the Programme is RSD 30 billion. 

Conclusion 

Crisis management tools in the domestic regulatory 

framework fully comply with international 

standards. 

As pointed out above, the three most important crisis 

management tools are the following: 1) the right of the 

competent authority to transfer the rights and 

obligations without prior consent of shareholders or 

creditors, 2) the right of the competent authority to set 

up a bridge bank to take over the rights and 

obligations of the bank under restructuring, and 3) the 

right of the competent authority to write off the claims 

of shareholders or write down the debt of unsecured 

creditors. The Deposit Insurance Agency directly 

exercises two of these three rights in the 

administrative management procedure. It is authorised 

to transfer the rights and obligations of a bank under 

administrative management to another bank or to a 

bridge bank, and also to set up a bridge bank. 

Although the Deposit Insurance Agency is not 

authorised to directly write off  shareholders' claims 

and to write down the debt of unsecured creditors, it is 

authorised to prioritize the transfer of rights and 

obligations observing the hierarchy of the bankruptcy 

payout lines. This means that the rights of 

shareholders and unsecured creditors, being at the 

bottom payout line
51

, will most probably stay in the 

troubled bank, which ultimately amounts to much the 

same as the write off.  

A tool particularly worth noting is the issue of 

government securities to finance capital increase or 

purchase of bad assets of a troubled bank, which 

enables fast restructuring with the fiscal costs 

spreading out over a longer time period.   

This regulatory framework however does not stipulate 

the draw up of recovery and restructuring plans, and 

this should be addressed by future legislative 

amendments.   

The domestic crisis management framework has 

yielded positive results in the implementation thus far. 

Having weathered the first wave of the crisis, the 

domestic banking system preserved stability which 

still holds through the second wave in the face of 

emerging, ever more serious risks.  

V.1.2.2.  Macroprudential tools and regulatory 

recommendations  

Macroprudential tools are regulatory measures of 

competent authorities aimed at safeguarding and 

strengthening financial stability.  

Pursuant to Articles 4 and 14 of the Law on the 

National Bank of Serbia (“RS Official Gazette”, Nos 

72/2003, 55/2004, 85/2005 – other law and 44/2010), 

the National Bank of Serbia is empowered and 

mandated to use macroprudential tools. They confine 

systemic risk, i.e. the risk to the financial system as a 

whole. Systemic risk is commonly defined as “the risk 

of disruption to financial services that is (1) caused by 

an impairment of all or parts of the financial system 

and (2) has the potential to have serious negative 

consequences for the real economy.”
52

The definition 

also casts light on the nature of macroprudential 

instruments, their primary focus being the financial 

                                                 
51Article 17 of the Law on Bankruptcy and Liquidation of Banks and Insurance 

Companies. 
52IMF, BIS, FSB (2009), Guidance to Asses the Systemic Importance of 

Financial Institutions, Markets and Instruments: Initial Considerations – Report 

to the G-20 Finance Ministers and Central Bank Governors, October 2009, p. 2, 

similar in Regulation (EU), No 1092/2010 oftheEuropean Parliamentandof the 

Council of 24, November 2010 on European Union macro-prudential oversight 

of the financial system and establishing a European Systemic Risk Board, 

Article 4. 
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system and the ultimate aim the avoidance of negative 

effects on the gross domestic product.  

Macroprudential tools applied in 2011 and 2012 

The National Bank of Serbia first exercised its 

authority to use macroprudential tools in 2011, by 

issuing the Decision on Temporary Measures for 

Preserving Financial Stability in the Republic of 

Serbia (“RS Official Gazette”, No 34/2011). This 

decision stipulated measures aimed at reducing risks 

in the financial system arising from the high share of 

FX-denominated and -indexed dinar loans. The 

decision introduced the following three measures: 

80% LTV ratio required for FX-denominated or -

indexed housing loans; 

Approval of FX-indexed loans to natural persons is 

conditional on the euro being the currency of 

indexation; 

Down payment or placement of deposit of no less than 

30% of the loan amount as a requirement for the 

approval of FX-denominated and -indexed loans to 

natural persons, other than in the case of credit card 

debt.   

By the implementation of the above measures the 

National Bank of Serbia directly helped contain the 

risks arising from the excessive use of the FX clause. 

Such risk is a systemic one, since it plays out in the 

event of a considerable depreciation of domestic 

currency. The depreciation pushes up the NPL rate, 

given that most borrowers receive their income in 

dinars only. That way, the National Bank of Serbia 

limited to a certain extent the level of such risk 

assumed by the banking system and natural persons. 

However, other government bodies should also be 

involved in curbing the volume of FX-linked lending, 

an orientation confirmed by the Memorandum on the 

Strategy of Dinarisation of the Serbian Financial 

System concluded by the National Bank of Serbia and 

the Serbian Government in March 2012. The 

Memorandum sets forth possible measures for 

reduction of FX risk, such as activities aimed at the 

development of the market of dinar securities and FX 

risk hedging instruments and creating conditions for 

the introduction of new dinar products. The 

Memorandum confirms the Government’s 

commitment to increase the share of non-FX-linked 

dinar debt in total public debt. By limiting the 

potential new loan subsidies by the government solely 

to dinar loans, the Memorandum recognises the 

importance of government incentives. One of the steps 

defined by the Memorandum is further growth of the 

primary and secondary securities market, as well as 

the issuance of long-term securities by the Republic of 

Serbia. All of these measures should boost the 

attractiveness of the dinar relative to foreign 

currencies and increase the share of non-FX-linked 

loans in total loans. 

The new Bank Capital Adequacy Decision adopted in 

2011 (“RS Official Gazette”, No 46/2011) implements 

the First Pillar of Basel II capital standard into 

Serbia’s financial legislation. While Basel II serves 

primarily as microprudential legislation, its impact on 

the stability of individual banks has a significant pass 

through effect on the stability of the overall banking 

system (macroprudential aspect). The most important 

steps forward made by the new Capital Adequacy 

Decision are the treatment of credit risk and 

introduction of capital requirements for operational 

risk. 

The new decision allows the implementation of more 

advanced approaches to calculation of capital 

requirements for credit risk. There are two basic 

approaches, as follows:  

- Standardised approach, which uses credit rating 

established by the credit rating agency approved by 

the National Bank of Serbia (eligible rating agency), 

in credit quality assessment, and 

- Internal Ratings-Based approach (IRB), which 

allows the bank to calculate capital requirements 

against credit risk by applying internal rating systems; 

there are two versions of this approach – foundation 

IRB approach and advanced IRB approach. 

Under the foundation IRB approach a bank applies its 

own probability of default (PD) and loss given default 

(LGD) parameters, conversion factor and effective 

maturities. On the other hand, under the advanced IRB 

approach, in addition to its own PD and LGD 

parameters and conversion factor, the bank applies, 

where applicable, its own estimates of effective 

maturities. To apply IRB approach, the bank should 

obtain prior consent of the National Bank of Serbia.  

The new decision has also introduced capital 

requirements for operational risk, arising from 

employees’ omissions, inadequate procedures and 

processes in the bank, inadequate management of 

information and other systems and occurrence of 

unforeseen external events. Banks have three 

approaches at their disposal for calculation of capital 

requirements against operational risk (BIA – Basic 

Indicator Approach, SA – Standardised Approach and 

AMA – Advanced Measurement Approach). The 

choice between these three approaches is based on the 

scope and type of bank’s activities and the quality and 

development of its risk management system.   

In 2011 the National Bank of Serbia also adopted a 

new Decision on the Classification of Bank Balance 

Sheet Assets and Off-balance Sheet Items (“RS 

Official Gazette“, No 94/2011). The decision lowered 

the provisioning for B, C and D categories, thereby 

freeing more funds for lending, and removed the 

obligation on the part of banks to form reserve from 



Financial Stability Report                                                                                                                                                  National Bank of Serbia 

83 

profit for the part of special reserve for estimated 

losses not covered by value adjustments.  

Regulatory recommendations for control of 

identified systemic risks  

This section outlines recommendations regarding 

necessary amendments to or full implementation of 

existing regulations that may help to contain the 

identified systemic risks.  

Non-performing loans  

While considerably high for the banking system (20.4 

per cent in March 2012), the NPL ratio shows large 

variances across individual banks. The government’s 

Programme of Measures to Preserve Financial 

Stability of 29 December 2011, which envisages 

forms of financial assistance to systemically important 

banks, was motivated, among other, by the need to 

address the issue of NPLs. The programme is the most 

recent component of the regulatory framework for 

crisis management. In addition to certain forms of 

financial assistance, some other measures can also be 

used to tackle NPLs, as set out in the regulatory 

recommendations below: 

1. Implementation of the Law on Voluntary 

Financial Restructuring of Companies (“RS 

Official Gazette”, No 36/2011), adopted in2011. The 

law provides for voluntary financial restructuring of 

companies prior to initiating the bankruptcy 

proceedings, applying the “going concern” principle to 

the debtor and allowing the financial restructuring of 

debtors which have the potential to remain in business.  

Restructuring is governed by the principle of 

voluntariness, allowing the creditors and debtors to 

freely decide whether they wish to initiate the 

proceeding. The law thereby encourages the 

employment of existing company resources and 

enhancing the prospects of future debt collection. At 

the same time, lengthy and costly bankruptcy 

proceedings, which may further deteriorate the 

accounts receivable collection percentage, is avoided. 

In addition, under Article 16 of the Legal Entity Profit 

Tax Law (“RS Official Gazette”, Nos25/2001, 

80/2002, 80/2002 – other law, 43/2003, 84/2004, 

18/2010 and 101/2011), as amended in 2011, the write 

off of individual receivables in financial restructuring 

conducted in compliance with the Law on Voluntary 

Financial Restructuring of Companies may be 

recognised as a debit to expenses. Creditors involved 

in voluntary financial restructuring are thereby eligible 

for tax incentive i.e. their profit tax base is reduced. 

Furthermore, the Decision on the Classification of 

Balance Sheet Assets and Off-balance Sheet Items 

(“RS Official Gazette”, No 94/2011) provides for a 

more favourable treatment of restructured receivables 

in the classification of balance sheet assets, entailing 

the lower level of reserves for estimated losses 

deductible against capital and thus enhancing bank 

capital adequacy ratio. Despite the incentives, the 

number of voluntary restructuring proceedings 

remains modest. The implementation of this law needs 

to be improved by educating representatives of banks 

and other creditors on the one hand, and 

representatives of debtors on the other, given that 

voluntary restructuring is in their mutual interest. 

2.Creation of regulatory assumptions for NPL 

cession. One of the possible ways to work out NPLs is 

to cede them to interested buyers in exchange for 

compensation. The necessary regulatory assumption 

for this process is the removal of unwarranted 

obstacles to cession. The cession of bank receivables 

is currently regulated by Articles 436 to 445 of the 

Law on Contracts and Torts (“SFRY Official 

Gazette”, Nos 29/78, 39/85, 45/89 – decision rendered 

by the Constitutional Court of Yugoslavia and 57/89, 

“FRY Official Gazette”, No 31/93 and “SM Official 

Gazette”, No 1/2003 – Constitutional Charter), Article 

39 of the Financial Services Consumer Protection Law 

(“RS Official Gazette”, No 36/2011) and Section 42, 

item 5 of the Decision on Risk Management by Banks 

(“RS Official Gazette”, No 45/2011). The above 

regulations allow the cession of bank receivables from 

natural persons only to another bank, while 

receivables from legal entities may be ceded only after 

they fall due and only to a legal entity in the Republic 

of Serbia primarily engaged in financial activity, 

provided that the bank had previously tried to collect 

such receivable from the debtor. Furthermore, the 

cessionary may not be an entity related to the bank 

and the receivable may not be ceded to a number of 

legal entities at the same time. Obviously, the 

restrictions to the cession of receivables need to be re-

examined. Innominate contracts, such as factoring, 

also need to be regulated.  All of the above would help 

to regulate certain aspects of the cession of bank 

receivables.  

3. Systematic approach to NPLs and the formation 

of bank task forces. In addressing NPLs, banks need 

to employ adequate resources, commensurate with the 

scope of the problem in a particular bank. This, among 

other, requires the formation of special task forces 

within banks, specialised in the matter and having 

access to the relevant knowledge and resources. 

Banks’ task forces should cooperate on negotiated 

NPL restructuring and try to increase NPL collection 

rates by regular means. Foreign bank subsidiaries need 

to address the problem on the banking group level, 

involving the assistance of the parent bank. 

4. Adoption of regulatory framework for personal 

bankruptcy. Personal bankruptcy is a legal 

proceeding advancing several objectives. The debtor 

gets a fresh financial start, while unsecured creditors 

benefit from collective, even, fair and forced debt 
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settlement.
53

 The introduction of such proceedings 

into our legal system would facilitate and speed up the 

resolution of NPLs held by natural persons.
54

 

Crisis Management Framework  

The section of this report on the regulatory framework 

for crisis management in Serbia underlines its general 

compliance with international standards. Still lacking, 

however, is the obligation to draw up recovery and 

resolution plans that would enable banks to timely and 

efficiently respond to systemic events (materialisation 

of a systemic risk). Lacking adequate preparation, 

banks and relevant authorities may hesitate to 

undertake measures and, what is most dangerous, lag 

behind, as demonstrated by the global financial crisis. 

The following regulatory recommendations address 

this problem:  

5. Envisaging bank recovery plans in the 

regulatory framework. The development of recovery 

plans should be the responsibility of banks.  Such 

plans need to incorporate different scenarios for 

addressing liquidity issues, re-capitalisation needs and 

urgent risk control measures. They need to be detailed 

and feasible, without any recourse to government 

funding. Also, the plans should be regularly submitted 

to the National Bank of Serbia for assessment of 

comprehensiveness and their capacity to ensure 

business continuity in crisis.  

6. Envisaging the development of bank resolution 

plans by competent authorities. The next phase, in 

case of failure of bank recovery plans, is the resolution 

which also needs to be founded on the previously 

developed plans. While the recovery plans fall under 

banks’ remit, resolution plans are developed by the 

crisis management authority. They also differ in that 

the latter implies the use of tools which interfere with 

the rights of shareholders and creditors by way of 

entitling the competent authority to transfer the assets 

and liabilities of a failing institution to another entity, 

i.e. to write off the claims of its shareholders or write 

down the debt of unsecured creditors. 
 

The risk of euroisation   

The section of the report dealing with the regulatory 

concept of dinarisation listed all the negative 

consequences of the high rate of euroisation of loans 

and deposits in Serbia: dented efficiency of monetary 

policy tools, loss of monetary sovereignty, risk of 

overspending the FX reserves and a significant rise in 

systemic risk of foreign exchange rate fluctuation, 

which, given the high euroisation rates, presents the 

weakness of the Serbian financial system. The 

                                                 
53Vuk Radović (2006),Individualni stečaj, stečaj nad imovinom fizičkog lica, 

(Personal Bankruptsy, Personal Property Under Bankruptcy), Belgrade. 
54For recommendations of the Working Group on NPLs formed under Vienna 

Initiative see: 

“EuropeanBankingCoordination΄Vienna΄Initiative(2012a),Working Group on 

NPLsin Central, Eastern andSoutheastern Europe“, March 2012.   

regulatory recommendations listed below seek to 

control the euroisation risk:   

7. Introduction of a restriction on the use of FX 

clause. Article 34 of the Law on Foreign Exchange 

Operations (“RS Official Gazette”, Nos 62/2006 and 

31/2011) stipulates that the FX clause may be used 

freely. This provides for the use of foreign currency as 

a unit of account in the territory of the Republic of 

Serbia, and conversely, considerably limits the 

function of the dinar as a measure of value. The free 

use of the FX clause may be regarded as the key legal 

reason of the high rate of euroisation in Serbia. Hence, 

some form of limitation should be considered, 

including capping the aggregate amount of the newly 

approved FX-indexed loans and a phased introduction 

of a new standard (e.g. 70% cap on  the aggregate 

amount of newly approved FX-indexed loans in the 

first year, 60% in the second, 50% in the third year, 

etc.). This would provide sufficient time for successful 

adjustment of bank business models to new terms of 

business, without creating any additional risks in the 

system.  

8. Differentiation between insured amounts and 

insurance premiums for FX and dinar deposits. 

Namely, under Article 2 of the Law on Deposit 

Insurance (“RS Official Gazette“, Nos 61/2005, 

116/2008 and 91/2010) the insured FX deposit  

amount is EUR 50,000 per depositor, while the dinar 

equivalent value calculated at the official exchange 

rate applies to dinar deposits. Currently, FX and dinar 

deposits are treated equally, so regulatory amendments 

need to differentiate between the respective insured 

amounts in order to encourage the growth of dinar 

deposits. Also, when it comes to insurance premium 

(Articles 9 to 15), FX deposits do not expressly entail 

higher insurance premium, which means that risk-

wise, FX and dinar deposits are treated equally. 

However, it is not warranted to require the same 

insurance premiums for dinar and FX deposits, 

disregarding the fact that in the payout of the latter the 

insurer faces a much higher risk. Also, from the 

standpoint of their use as a source of funding, FX 

deposits entail higher risk or higher probability of the 

occurrence of an insured event, while dinar lending 

carries no FX risk. Hence, higher insurance premium 

for FX deposits should be envisaged through 

amendments to the law.  

9. Limiting subsidised loan financing by the 

Government to non-FX-linked dinar loans only. 

Although the Memorandum on the Strategy of 

Dinarisation of the Serbian Financial System already 

stipulates that the Government may engage in 

subsidised loan financing provided these loans are 

dinar-denominated, such provision should also be 

made mandatory by the law.  

http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0133cc/13334.htm?encoding=Latinica#zk61/05
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0133cc/13334.htm?encoding=Latinica#zk116/08
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0133cc/13334.htm?encoding=Latinica#zk91/10
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Public debt 

General government debt swelled above 45% of GDP, 

the ceiling set by the fiscal rule under Article 27е of 

the Budget System Law (“RS Official Gazette”, Nos 

54/2009, 73/2010, 101/2010 and 101/2011). Against 

the background of public debt crisis which already hit 

some of the EU members, such as Greece, Italy and 

Spain, the growing public debt may cause serious 

problems in the future. A particular cause for concern 

is a modest share of dinar borrowing in total 

government borrowing, including cross-border loans 

(12.2% in March 2012). Any substantial depreciation 

of the dinar could therefore significantly increase the 

dinar amount of public debt.  

Taking into account all of the above, we propose that 

the public debt issue be addressed by:  

10. Adoption of a programme for the reduction of 

the general government debt as a percentage of 

GDP. Namely, under Article 27е of the Budget 

System Law, in the event that the general government 

debt, excluding debt under restitution, oversteps the 

threshold of 45% of GDP, the Government must 

submit to the National Assembly the programme for 

reducing the level of debt relative to GDP, together 

with the budget proposal for the next year. We are of 

the opinion that the Government should develop a 

sustainable debt reduction programme, to ensure 

substantive compliance with the above fiscal rule.  

11. Setting of a fiscal rule on dinar-only borrowing 

by the government and local government bodies 

and allowing FX borrowing only in exceptional 

cases. The law should stipulate dinar-only borrowing 

for the central government and local governments, 

with permissible exceptions. Under the Memorandum 

on the Strategy of Dinarisation of the Serbian 

Financial System, the Government has committed to 

work toward increasing the dinar share of public debt 

and to exert influence on local governments and 

public enterprises to favour borrowing in dinars. 

However, this obligation should be brought to a higher 

level and mandated by the law. This would help 

reduce the FX exposure of state and local government 

budgets which could easily translate into credit risk.   

12. Development of the market of dinar securities –

issuance of longer-term government bonds. This 

recommendation is closely related to the one 

preceding it. Namely, the dinarisation of public debt 

should go in parallel with intensive government efforts 

toward the issuance of longer-term government bonds 

and further growth in the respective market. This 

would require regular issuance of bonds with maturity 

of over five years. In this way, the Government would 

demonstrate its confidence in the value of the 

domestic currency in the long-term.  

The growth of the market of dinar securities could also 

be stimulated by the introduction of the system of 

primary dealers, strengthening of transparency, 

building capacities of domestic institutional investors, 

development of the repo market and adequate 

structuring of securities issues from the standpoint of 

their size, frequency etc.  

The Table V.1.2.2.1. summarizes all the above 

regulatory recommendations by types of risks.   
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Risks and tools

Non-performing loans 

1. Voluntary restructuring 

2. Cession of NPLs

3. Banks – forming NPL task forces 

4. Introducing personal bankruptcy 

Crisis management framework

5. Recovery plans 

6. Resolution plans 

The risk of euroisation

7. Restriction on the use of FX clause 

8. Different insured amounts and insured premiums for 

FX/dinar deposits 

9. Subsidies only for dinar loans

Public debt

10. Public debt reduction programme 

11. Dinar-only borrow ing (allow ing FX loans only 

exceptionally)

12. Further grow th of the market of dinar securities

Source: National Bank of  Serbia.

A programme should be adopted for low ering the general government 

debt relative to GDP complying w ith the f iscal rule on 45% of GDP.

Table V.1.2.2.1. Regulatory recommendations

Description of tools

The implementation of the Law  on Voluntary Financial Restructuring of 

Companies (“RS Official Gazette” No 36/2011) should be improved to 

advance out-of-court settlement of NPLs.

Cession of receivables should be facilitated by removing some of the 

current restrictions. This w ould speed up the collection of a portion of 

receivables and clear bank balance sheet of bad assets.

In addressing NPLs, banks need to employ adequate resources, 

commensurate w ith the scope of the problem in a particular bank. 

Banks should form special task forces to deal w ith NPLs. 

Personal bankruptcy procedure provides for a possibility of a fresh 

f inancial start of the debtor, w hile unsecured creditors benefit from 

collective, even, fair and forced debt settlement, w hich speeds up 

NPL resolution. 

Banks should be responsible for the development recovery plans 

including different scenarios that w ould ensure their timely and 

eff icient response to systemic events. 

Competent authorities should be responsible for the development of 

resolution plans, a measure to be employed in case of failure of the 

recovery plans. Such plans envisage restrictions of shareholder and 

creditor rights.

A restriction on the use of FX clause should cap the aggregate 

amount of new ly approved FX-indexed loans and enable a phased 

introduction of a new  standard (e.g. 70% cap on  the aggregate 

amount of new ly approved FX-indexed loans in the f irst year, 60% in 

the second, 50% in the third year, etc.).

Regulatory changes should differentiate betw een insured amounts 

and insurance premiums for FX and dinar deposits, encouraging the 

grow th of dinar deposits.

Regulatory changes should limit subsidised loan f inancing by the 

Government to non-FX-linked dinar loans only.

A f iscal rule should be adopted stipulating dinar-only borrow ing by the 

government and local government bodies and allow ing FX borrow ing 

only in exceptional cases. This w ould help reduce the FX exposure of 

state and local government budgets w hich could easily translate into 

credit risk.

The government should start issuing longer-term government bonds. 

Namely, the dinarisation of public debt should go in parallel w ith 

intensive government efforts tow ard the issuance of longer-term 

government bonds and further grow th of the respective market. 
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V.2. Financial stability assessment 

As financial stability is difficult to assess, we relied 
on a combination of different methods to enable 
cross verification of the findings: (a) comparison 
of selected financial soundness indicators; (b) 
construction of an aggregate financial soundness 
indicator; (c) use of the ELECTRE method; (d) 
exposure of the financial system to large scale 
shocks as part of stress tests. The results 
indicated that the financial system in Serbia is 
stable, but less so than in the pre-crisis period 
(2008). 

V.2.1. Financial soundness indicators 

Although all international comparisons must be 

approached with a good deal of caution, Serbia's 

banking sector seems to have weathered the global 

financial crisis better than other banking sectors of the 

region. Financial stability “nets“ (Chart V.2.1.1) show 

six key financial soundness indicators for Serbia and 

the region as at end-2008, 2010 and 2011: (а) capital 

adequacy; (b) balance sheet capital to balance sheet 

assets; (c) share of non-performing loans to total 

loans; (d) provisions for estimated losses to non-

performing loans; (e) return on assets; (f) return on 

equity
55

. At end-2011, Serbia's banking sector was 

both more profitable and better capitalised than other 

sectors of the region. Although the share of NPLs has 

remained higher for Serbia than for other countries of 

the region, NPLs are more than sufficiently covered 

by provisions for estimated losses. While capital 

adequacy of domestic banking sector decreased to a 

                                                 
55Return on assets and return on equity of Serbia’s banking sector exclude 

Agrobanka’s losses recorded in Q4 2011. 

certain extent compared to 2008, in region as a whole 

it increased. Nonetheless, Serbia's capital adequacy 

ratio continues to be the highest in the region. 

Profitability, as measured by the return on equity, 

decreased more in the region than in Serbia, while the 

decline in return on assets was broadly similar. In 

2011 relative to 2008, the share of NPLs to total loans 

increased more in the region than in Serbia.  

 

Source: National Bank of Serbia, IMF: GFSR.

Chart V.2.1.1. Financial soundness compared to other emerging European countries

2008 2010 2011

Notes: 
1) Chart shows standardised values of the most common financial soundness indicators: CAR - capital adequacy ratio (regulatory capital to risk-weighted assets);C/А -capital to assets;NPL/L -gross NPLs 

to total gross loans; P/NPL - provisions to gross NPLs; ROA -return on assets; ROE - return on equity. 
2) Greater distance from net center indicates greater risk. 
3) Region refers to CEE countries: Albania, Bosnia and Herzegovina, Bulgaria, Latvia, Lithuania, Hungary, FYRM, Poland, Romania, Turkey,Croatia and Montenegro.Region FSIs are non-weighted 

averages of individual countries' FSIs.
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On 28 May 2012, four largest Greek banks were recapitalized in the total amount of EUR 18 billion: National Bank of 

Greece (NBG) by EUR 7.43 billion, Alpha Bank by EUR 1.9 billion, EFG Eurobank Ergasias SA by EUR 3.97 billion 

and Piraeus Bank SA by EUR 4.7 billion. 

Recapitalization funds were provided as part of EU/IMF assistance package aimed at covering the losses stemming from 

Greek sovereign debt write-down as these banks were significant holders of Greek government bonds. Funds for 

recapitalization were transferred to banks through the Hellenic Financial Stability Fund. The financial assistance aims to 

improve the banks’ financial position pending recapitalization expected later this year. 

The resolution plan for ailing Greek banks has the following stages: 

- All banks will be required to achieve a core Tier 1 capital ratio sеt at 9% by end-September 2012, reaching 10% 

by end-June 2013; 

- The Bank of Greece, with the support of external consultants, will undertake an assessment of banks' capital 

needs; this assessment will be based on, inter alia, the business plans banks have submitted, results from the Black Rock 

loan diagnostic exercise and on the basis of a requirement to maintain a 7 per cent core Tier 1 capital ratio under a three 

year adverse stress scenario; based on this analysis, banks will revise their business plans and submit capital raising 

plans; 

- Depending on its circumstances, each bank will be assigned specific deadlines to raise capital in the market, 

with a maximum duration to end-September; 

- Banks submitting viable capital raising plans will be given the opportunity to receive public support in a 

manner that preserves private sector incentives to inject capital and thus minimizes the burden for taxpayers; banks will 

be able to access capital from the Hellenic Financial Stability Fund through common shares and contingent convertible 

bonds. 

- The voting rights of the Hellenic Financial Stability Fund for the common shares it holds will be strictly limited 

to specific strategic decisions (unless the private participation is less than a given minimum percentage of the bank's 

total capital needs, as defined in the amended Law on the Hellenic Financial Stability Fund); the shares acquired by the 

Fund shall not be transferred or sold to any other state-related entity in any form and private shareholders will be given 

incentives to purchase HFSF-held shares). 

- Banks that do not submit viable capital raising plans and do not raise the capital needed to meet the regulatory 

requirements within the deadline set by the Bank of Greece will be resolved firmly and quickly, at the lowest cost 

to the State, using resolution options such as purchase and assumption, interim credit institutions (bridge banks) and 

orderly wind down. 

Recapitalization and the Greek crisis management framework reflect an effort to preserve the stability of the Greek 

banking system. As the subsidiaries of four major Greek banks are active in our market, such recapitalization and the 

planned crisis management framework will mitigate the risk of withdrawal of subsidiaries’ funds by parent banks and 

give a positive contribution to the success of their operations. 

Text box V.2. Recapitalization of Greek banks 
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V.2.2 Aggregate financial soundness 

indicator 

Constructing an aggregate financial soundness 

indicator (AFSI) enables an assessment of conditions 

in country's banking system on the basis of a single 

indicator. Its construction is endogenous, as it is 

dependent on financial soundness indicators of all 

reviewed countries, and not only of the country for 

which the AFSI is calculated. It is therefore not an 

exogenous measure of stability. Rather it reveals the 

state of a country's banking system relative to an 

underlying set of countries. Table V.2.2.1. gives an 

overview of indicators comprising the AFSI. 

The first step in constructing the AFSI is the 

normalization of the indicators from Table V.2.2.1. 

Every indicator is normalized with respect to values of 

indicators for all countries in the sample. A 

normalized indicator of the k-th indicator for country ј 

is defined using formula (1) if higher value means an 

improvement in the banking system soundness 

(indicators No 1, 2, 6, 7, 8 and 9) and using formula 

(2) if lower value means an improvement in the 

banking system. 
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When normalized indicators are calculated, AFSI for 

each considered country is obtained as a weighted 

arithmetic mean of  the country’s standardized 

indicators, with all groups of indicators, and all 

individual indicators within a single group, assigned 

equal weights. 

 

 

Movements in the AFSI of the domestic banking 

sector are shown in Chart V.2.2.1. Table V.2.2.2. 

gives a ranking of countries by values of their 

aggregate financial stability indicators, while Chart 

V.2.2.2. shows changes in ranking for each country 

between 2008 and 2011. 

 

  

Source: National Bank of Serbia.

Chart V.2.2.1. AFSI Serbia
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Table V.2.2.1. Building blocks of the AFSI 

No. Category Name 

1 
Capital adequacy 

Capital to assets 

2 Regulatory capital to risk-weighted assets 

3 Net NPL to capital 

4 Asset quality NPL to total gross loans 

5 Risk-weighted assets to total assets 

6 Profitability Return on assets 

7 Return on equity 

8 Liquidity Liquid assets to total assets 

9 Liquid assets to short-term liabilities 

10 Sensitivity to 

market risks 

Net open FX position to capital 

11 FX and FX indexed loans to total loans 

 

Table V.2.2.2. Rank by AFSI values 

Country Ranking 

2011 2008 

Luxembourg 1 3 

Estonia 2 20 

Turkey 3 1 

Slovakia 4 4 

Czech Republic 5 5 

France 6 6 

Denmark 7 15 

Netherlands 8 22 

Romania 9 2 

Austria 10 9 

Great Britain 11 25 

Serbia 12 10 

Poland 13 14 

Norway 14 21 

Croatia 15 11 

Portugal 16 19 

FYRM 17 23 

Spain 18 8 

Bosnia and Herzegovina 19 18 

Finland 20 16 

Italy 21 13 

Latvia 22 26 

Greece 23 12 

Lithuania 24 24 

Ireland 25 7 

Hungary 26 17 

Slovenia 27 27 

  



Financial Stability Report                                                                                                                                                  National Bank of Serbia 

 

 

91 

 

 

 

 

 

                                                 
56 See: Larichev, O. I. (1992), Cognitive validity in design of decision-aiding techniques, Journal of Multi-criteria Decision Analysis, 1(3), pp.127–138 and 

SlovicP.,Kahneman D.&Tversky A. (1982), Judgement under uncertainty: heuristics and biases, Cambridge University Press. 
57 See: Kini, R. &Raifa, Kh. (1981), Taking decisions at many criteria: advantages and mutual substitution. M.:Radio and communication, p.560 (in Russian). 
58 Anić, I., Larichev, O. (1996), The ELECTRE method and the problem of acyclic relation between alternatives, Automation and Remote Control 8,pp. 108–118 

(in Russian). 
59 See: Bojković, N., Anić, I., Pejčić-Tarle, S. (2010), One solution for cross-country transport sustainability evaluation using a modified ELECTRE 

method.Ecological Economics, 69(5), pp. 1176–1186, and M. Petrović, N. Bojković, I. Anić& D. Petrović (2012), Benchmarking Digital Divide Using a Multi- 

-Level Outranking Framework: Evidence from EBRD countries of Operation, Government Information Quarterly (accepted). 

 

The aggregate financial soundness indicator (AFSI) enables simple ranking of the countries (banking systems) based on 

which it is defined. It also provides a set of benchmarks for each country (except the first ranked). Although it enables 

comparison between each two banking systems in terms of their AFSI values, such ranking has at least two major 

drawbacks, as does any valuation based on indices or composite indicators (so-called quantitative approach to decision 

making). 

The first drawback of ranking based on quantitative principles is that a country seen as benchmark for another country 

may have completely different performances. In that case, it is virtually impossible to bring a poorer ranked banking 

system to the level of a better ranked one. Secondly, it may happen that a country has a number of financial soundness 

indicators at very high levels, which raises the value of its AFSI, but records very poor values for some of the indicators. 

For instance, the banking sector of a country can be highly profitable, but its capital may not be high enough to cover the 

risks it takes. In that case, any major stress in the financial market could trigger great instability in such banking system. 

However, with its high AFSI, such country would be a benchmark for many other countries with much more stable 

banking systems. 

Overall, whenever it is necessary to make decisions (in this case, on the ranking of banking systems of selected 

countries) on the basis of several criteria, we must not rely on the quantitative concept only (such as the use of composite 

indicators). Research in the 1970s56 on the decision making based on several criteria gave preference to qualitative 

methods, including the ELECTRE57 methods (ELimination Et Choix Traduisant la REalité). What is new about these 

methods is that a hypothesis that a given choice is better than its alternative calls for separate consideration of criteria 

supporting such hypothesis (concordance index) and of criteria against such proposition (discordance index). 

The ranking of banking systems of the selected group of countries presented in this report is based on a modification of 

the ELECTRE 1 method58, which enables the set-up of the so-called partial order. Countries that cannot be benchmarks 

to one another, due to very different performance, are recognized as incomparable by the method. This method and its 

more advanced version (ELECTRE MLO) were successfully applied to ranking and identification of benchmarks in the 

areas of sustainable development, transport and telecommunications.59 

The observed countries and criteria, i.e. indicators, are the same are those that were used as building blocks for the ASFI. 

Weights for individual indicators are the same as those used in constructing the ASFI. By applying the ELECTRE MLO 

method, the selected countries are ranked in terms of stability of their banking systems and classified into levels of 

hierarchy (Chart 1) enabling an easy reading of the set of benchmarks for each country. The method was applied to data 

for prior four years (from 2008 until 2011) and the results are given in Table 1. 

Text box V.3. Comparative analysis of financial stability 
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Table 1. Comparative overview of the levels of financial stability of the banking systems and the values of the 

aggregate financial soundness indicator between 2008 and 2011 

  2008 2009 2010 2011 

 Level AFSI Level AFSI Level AFSI Level AFSI 

Luxembourg 2 0.63 1 0.69 1 0.68 1 0.66 

Estonia 2 0.46 8 0.36 6 0.42 1 0.65 

Turkey 1 0.72 1 0.72 1 0.71 1 0.61 

Netherlands 8 0.44 1 0.59 1 0.56 1 0.54 

Czech Republic 2 0.60 2 0.59 3 0.60 2 0.56 

France 1 0.60 1 0.58 1 0.58 2 0.55 

Romania 1 0.68 2 0.60 2 0.58 2 0.52 

Serbia 2 0.54 2 0.52 2 0.50 2 0.47 

Austria 3 0.58 4 0.58 2 0.59 3 0.51 

Croatia 2 0.53 6 0.48 3 0.49 3 0.42 

Denmark 4 0.50 2 0.56 2 0.58 4 0.54 

Great Britain 8 0.39 5 0.52 4 0.52 4 0.48 

Norway 6 0.45 4 0.48 1 0.48 4 0.46 

Latvia 8 0.36 10 0.19 8 0.24 4 0.35 

Slovakia 1 0.63 2 0.58 2 0.60 5 0.57 

Finland 3 0.50 3 0.32 2 0.39 5 0.38 

Poland 2 0.51 3 0.49 4 0.52 6 0.46 

Ireland 7 0.59 9 0.27 7 0.23 6 0.26 

Portugal 8 0.46 5 0.47 4 0.47 7 0.40 

FYRM 5 0.42 7 0.44 5 0.46 7 0.40 

Spain 4 0.59 5 0.43 4 0.41 7 0.38 

Bosnia and 

Herzegovina 
5 0.47 7 0.45 5 0.39 7 0.38 

Italy 10 0.51 5 0.42 5 0.41 7 0.37 

Lithuania 5 0.42 11 0.15 6 0.29 7 0.30 

Greece 3 0.53 3 0.53 4 0.48 8 0.33 

Hungary 4 0.49 7 0.41 5 0.35 8 0.26 

Slovenia 9 0.33 8 0.32 7 0.29 9 0.20 

The ELECTRE MLO method naturally classifies countries into qualitative levels. In principle, these levels are broadly 

consistent with the values of the aggregate indicator, but there are notable differences in some cases. For instance, 

Slovakia is on the fifth level despite a high AFSI. This might indicate increased instability in the banking system of that 

country which is still not reflected in the aggregate indicator. On the other hand, Ireland has a very low AFSI, lower 

than all countries that are ranked below it, but ELECTRE MLO ranks its banking system at the same level as Poland. 

This could signal an increase in Ireland’s aggregate indicator in 2012. 

Serbia is stably positioned on the second level, in spite of a moderate fall in its AFSI. The fact that Serbia remained on 

the second level in 2011 as well, despite a low AFSI (lower than for Austria, Denmark and Slovakia), indicates that its 

banking system is stable, that no further decrease in the AFSI is expected and that, by contrast, we may even see a mild 

rise in this index in 2012. It is worth noting that AFSI fell in 2011 relative to 2010 for most considered countries. 

In addition to the current level of banking systems stability, a set of evolution benchmarks can also be defined for each 

individual country (Chart 1). Arrow from one country to another shows that the first country is the direct benchmark for 

the other (for instance, a set of benchmarks for Slovenia could be: Hungary, Italy, Poland, Slovakia, Norway, Austria, 

France and Estonia). 

Serbia’s banking system is a benchmark for the Croatian, while Turkey is a benchmark for Serbia, which means that the 

policies of these countries’ central banks regarding preservation of financial stability are similar, but not equally 

successful. Austria is one level below Serbia, which does not imply that Serbia’s banking system is more stable than 

Austria’s, as Serbia is not a benchmark for Austria. Serbia is classified within the second level mostly on account of its 

high capital adequacy, while Austria has high quality of assets but its Capital to assets ratio is only 7.2% (20.6% for 

Serbia’s banking system).  

A more comprehensive analysis of Turkey’s banking sector could be indicative for Serbia. The drop in Turkey’s AFSI 

in 2011 is a warning signal for Serbia as well, as the domestic banking sector is developing in a similar direction. 
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Chart 1. Levels of hierarchy and sets of evolution benchmarks for selected European countries ranked by their 

banking systems stability 
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A banking sector stress test is an analysis designed to determine the effects of an unexpected adverse shock on banks’ 

balance sheets. Shock is defined as an event which is unlikely but plausible. Stress tests usually combine adverse 

shocks that rarely occur simultaneously. 

Two important dimensions must be considered in the stress testing process: 

- balance sheet items which the stress test targets, 

- the degree of transmission of the initial shock through the financial system and real economy. 

 

The shock may affect balance sheet items on the assets side (cash and cash equivalents, loans granted and securities 

purchased) and the liabilities side (client deposits, credit lines received and securities issued). 

 

Capital is the difference between total assets and total liabilities of a bank. Capital adequacy of a bank, as an important 

measure of its financial strength, is the ratio of regulatory capital to risk-weighted assets, within which higher weights 

are assigned to riskier elements. In part, stress tests enable an assessment of the impact of adverse shocks on capital  

adequacy. Different types of shock affect different balance sheet items. To illustrate: 

- in October 2008, at the start of banking sector crisis in the Republic of Serbia, withdrawals of household deposits 

over a two-month horizon led to a notable downsizing of liquidity, causing problems on the liabilities side; 

- a similar effect would be produced by a sudden stop of foreign capital inflows, again creating problems on the 

liabilities side; 

- with public debt write-downs already unfolding in advanced European economies, stress tests target securities as a 

class of assets;  

- rise in NPLs (part of balance sheet assets) could also be a source of banking sector vulnerability.  

 

There are two possible approaches to stress testing: 

- sensitivity analysis which aims to evaluate the effects of a given shock, and  

- macrostress test, evaluating the effects of change in several risk factors or of simultaneous occurrence of several 

specific events represented by the macro-scenario. As macroeconomic variables are interdependent, some negative 

effects amplify one another but it is also possible for one effect to neutralize the other. A macrostress test is an attempt 

to analyse the risks to the system as a whole, taking account of the spillover effects – transmission of risks within a 

country’s financial system but also cross-border transmission, as well as the transmission of risks between the 

financial sector and the real economy. 

 

In view of the structure of bank’s risk exposure, 

credit and liquidity risks occupy the main 

position. 

 

In this report, the National Bank of Serbia gives 

an overview of results of stress tests which, in 

light of financial crisis experiences, focus on 

credit, market and liquidity risks. 

 

It is important to highlight that stress tests do not 

provide an answer as to how the banking sector 

will function in periods of crisis, but rather shed 

light on key risks and their potential impact on 

capital and liquidity. 

  

Шта се може проценити стрес тестовима? 
 

Text box V.4. What do stress tests evaluate? 
 

Source: National Bank of Serbia.

Chart 1.  Capital requirements for risks in the banking sector 
of the Republic of Serbia

Credit risk

Price risk
Foreign 

exchange 
risk

Operational 
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The global economy is facing great uncertainties. 
Serbia’s economic growth is stagnant in the 
context of a global economic downturn. Stress 
tests performed in the conditions of stagnating 
growth revealed that the banking sector is resilient 
to a build-up of losses on the back of a substantial 
rise in non-performing loans. Exposure to the 
liquidity risk is low. 

 

V.2.3. Stress tests 

Introduction 

The National Bank of Serbia uses stress tests to assess 

banks’ individual resilience to potential risks. It also 

conducts macroeconomic stress tests of groups of 

banks and the banking sector at large. Stress tests are 

conducted once every three months and are subject to 

on-going improvement. Basel II
60

standards require 

commercial banks to use stress tests to evaluate their 

internal capital. This points to the significance of 

stress tests as tools for evaluating the problems that 

may occur in the bank behaviour model. 

The global importance of the stress testing framework 

is evident from substantial public interest in the 

results of stress tests conducted by the European 

Banking Authority
61

. The results of the test, which 

included 90 European banks and banking groups, 

revealed that eight banking groups could face 

significant losses. If the economic and financial 

environment deteriorates, additional capital of EUR 

2.5 billion would be required. The fact that around 

EUR 160 billion of member states’ aid was injected in 

the financial system of the European Union before the 

results of the stress tests were available and published 

goes to show the full extent of the cost of systemic 

crisis risk. 

As stress tests are based on probable but implausible 

extreme assumptions and/or events that have 

extremely negative effects on the financial system, 

poor results of a stress test do not mean that a sector, 

individual bank or a group of banks are facing a 

problem. Results for individual banks are most often 

not published, in order to avoid misinterpretation of 

the results and the spreading of unnecessary panic 

among the public. 

 

 

 

                                                           
60Principles for sound stress testing practices and  

Supervision. 
61European banking authority 2011 EU-wide stress test aggregate report. 

Stress tests used in the National Bank of Serbia 

enable: 

- measurement of credit risk depending on 

macroeconomic variables, and measurement of the 

impact of NPLs on banks’ capital and capital 

adequacy ratio; 

- measurement of liquidity risk due to loss of 

depositors’ confidence and adverse economic 

circumstances; 

- measurement of effects of shock transmission in 

case an individual bank faces problems and no longer 

meets its obligations to other banks, transmitting the 

effects of the shock to the rest of the system. 

This report sets out two approaches to analysing the 

impact of economic turbulences on banking sector 

stability. The first approach involves an assessment of 

credit risk depending on macroeconomic 

development. The second involves an assessment of 

whether, in case of large deposit withdrawals, the 

banking sector has sufficient liquidity to ensure 

smooth operation. 
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The economic crisis played down on investors’ propensity to risk. As a result, lending contracted and lost pace in real 

terms, while NPLs went up (Chart 1). Note that the ASB’s Credit Bureau data differ from the NBS data as they include 

only pure banking sector loans, i.e. they do not include uncovered letter of credits, guarantees, sureties; household and 

corporate credit cards, discounted securities or credits of firms in bankruptcy. At the same time, these sets of data are 

highly correlated.  

 

Dinar’s plummeting against the euro in Q4 2008 (by 17% relative to Q3 2008) and the withdrawal of foreign currency 

savings (monthly growth rate down by 14% in October) represented an important trigger of NPLs acceleration. Year-on-

year s-a GDP growth of 0.9% hinted at a deterioration in economic activity and heralded economic recession. Monthly 

rate of growth in the share of NPLs peaked to 27% in February 2009, the same month that saw a temporary worsening 

of banking sector liquidity (triggered by banking sector repayment of short-term credits and net outflow of foreign 

currency savings). In this quarter, seasonally adjusted real GDP fell by a record 2%, while real lending displayed a 

notable downward tendency (Chart 2). This trend was discontinued over the coming months as the Government issued 

measures to mitigate the effects of the global financial crisis through the provision of loan subsidies (Chart 3). 

Moreover, the implementation of the Vienna Initiative, as a programme of financial system support, also began in March 

2009. The Vienna Initiative included an obligation for the National Bank of Serbia to loosen past due criteria in case of 

restructuring of obligations under loans approved prior to April 2009. In order to boost foreign exchange liquidity and 

encourage growth in lending in the above quarters, the National Bank of Serbia adopted a set of measures to lower the 

foreign currency reserve requirement. It also intervened heavily in the IFEM, with interventions worth EUR 1 billion 

and EUR 450 million, to moderate excessive exchange rate fluctuations. Even with these measures to mitigate the 

effects of the global economic crisis, 2009 saw a crisis spill-over through a contraction in export potential and a 

significant 3.5% drop in real GDP. During 2010 and 2011, the Government continued its programme of economic 

support through loan subsidies. Liquidity loans accounted for the largest share of approved loans. In 2010, subsidised 

loans peaked in Q2 at RSD 66.6 billion. At the same time, the share of liquidity loans was 68%, gaining dominance in 

H1 2011 (90%). Real GDP growth rate came to 1% in 2010 and 1.6% in 2011, and probably moderated oscillations in 

NPLs, but the tendency of NPLs growth remained broadly unchanged over the last two years. In 2010 and 2011 the 

National Bank of Serbia continued taking prudential policy measures, such as limiting the LTV ratio, thereby greatly 

reducing the probability of NPLs growth in respect of mortgage loan approval. 

In the stress tests it conducts, the National Bank of Serbia links changes in NPLs to changes in the macroeconomic 

environment. Of the large set of variables that could have a potential effect on NPL dynamics, only three have reliable 

predictive values: output gap change, exchange rate change and key policy rate change. Lacking data to evaluate 

specific elasticities for Serbia, in the early phase of stress testing we applied a combination of elasticities obtained on the 

basis of 51 banking crises events in 54 countries over a ten-year period (1994-2004) with technical assessments. The 

assumed elasticities that link key macroeconomic variables to credit risk in Serbia equal   –0.7, 0.3 and 0.4 for changes 

in the output gap, exchange rate and interest rate, respectively. To ensure an empirical validation of the impact of the 

above factors on movements in the share of NPLs, we performed an evaluation of the regression model of the monthly 

growth rate of the share of outstanding debt in respect of past due loans in total outstanding debt according to data 

provided by the Association of Serbian Banks (as this time series is longer than that available to the National Bank of 

Text box V.5. Determinants of non-performing loans 
 

Source: National Bank of Serbia and Association of Serbian Banks.
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Serbia). The variables explaining the movements in the 

dependent variable (LU) used in the analysis are: nominal 

exchange rate of the dinar against the euro (LE), key policy 

rate (LR) and seasonally adjusted gross wages in euros 

(LWES) according to data of the National Bank of Serbia 

and the Serbian Statistical Office. 

All variables were first log transformed and then their 

stationarity was tested. A Dickey-Fuller unit root test (with 

appropriate correction for structural breaks) determined that 

each variable has one unit root, which limits their utilization 

in a classical econometric model without a prior reduction 

to stationary transformations – first differences. The 

estimation of model parameters for the time period from 

July 2007 until April 2012 is given in Table 1.  

The estimated model indicates that the key policy rate is 

the variable that affects movements in NPLs with the 

longest lag (nine months), while the lags for the exchange 

rate and gross wages are four and three months, 

respectively. The exchange rate provides the largest 

contribution to explainability of dependent variable’s 

variability (criterion of highest absolute value of statistics 

of the model parameters significance test), while the 

smallest contribution comes from gross wages. As the 

estimated model parameters represent elasticity 

coefficients, a one-per cent RSD/EUR depreciation 

triggers a rise of 1.63% in monthly growth in NPLs share 

four months later. On the other hand, an increase in the 

key policy rate and s-a gross wages induces an 

increase/fall in NPLs share by around 0.5%. In addition 

to the above, the model also includes two dummy impulse 

variables. The first dummy variable for July 2009 explains 

the amendment to the decision to moderate the 

classification of assets in the NPL category, while the 

dummy variable for October 2011 covers a one-off write-

off of NPLs. 

As the results of statistical tests show, all variables are 

significant, with the significance level of 1%. The 

conducted econometric tests confirm the absence of auto-

correlation and fulfilment of the assumption on the 

normality of distribution of the stochastic model member 

(Table 1). Chart 4. reflects a high degree of correlation 

(0.82) of the dependent variable and the variable estimated 

on the basis of the model. In order to verify the stability of 

model parameters, recursive coefficients were calculated (as 

shown in Chart 6), indicating a high level of stability of the 

estimated model parameters.  

For the purpose of analysing the effects of high/low 

monthly growth rates of model variables on movements in the share of NPLs, Chart 7. presents their contributions to the 

estimated monthly growth rate for 2011. The highest monthly RSD/EUR depreciations in the analysed period (5.5% in 

June and 3.4% in December) produced, with a four-month lag, the greatest effects on growth in monthly growth rates in 

the share of NPLs in October 2011 and March this year. By contrast, high monthly appreciations of the dinar against the 

euro by 3.9% and 2.7% in April and May contributed to a fall in the dependent variable. In each year of the analysed 

period, except in 2009, the highest monthly NPLs share growth rates were recorded in May. The key policy rate made 

Source: Ministry of Economy and Regional Development.
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(RSD bn)

26

66

56

38

27

59

8

0

-10

0

10

20

30

40

50

60

70

80

I II III IV I II III IV

2010 2011

Liquidity Investment Consumer Dinar cash

Source: National Bank of Serbia and Association of Serbian Banks.

Chart 4. Monthly growth rate of share of NPLs in total loans 
and  its estimate 
(%)

-20

-15

-10

-5

0

5

10

15

20

25

30

5 7 9 11 1 3 5 7 9 11 1 3 5 7 9 11 1 3 5 7 9 11 1 3 5

2008 2009 2010 2011 2012

Monthly growth rate estimate of share of NPLs in total loans

Monthly growth rate of share of NPLs in total loans

Table 1. Coefficient estimates*

Dependent variable DLU

Independent variables
Coefficient 

estimates
P-value

Constant 0.02092 0.0015

DLE(-4) 1.6338 0.0000

DLR(-9) 0.4212 0.0001

DLWES(-3) -0.5514 0.0081

V1 (july 2009) -0.1464 0.0011

V2 (october 2011) -0.1993 0.0001

Econometric tests

R-squared 0.6734

Prob(F-statistic) 0.0000

Prob(BG LM statistic-one lag) 0.4817

Prob(BG LM statistic-tw o lags) 0.5853

Prob(BLJQ(7) statistic) 0.7126

Prob(JB statistic) 0.8263

* National Bank of  Serbia estimate. 
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the greatest contribution to NPLs growth in August 2011, 

on the back of its 10% monthly increase in November 

2010 – the highest in the past three years. Prior to peaking 

in November 2010, the key policy rate recorded rising 

monthly growth rates in the period from August 2010 

until October 2010 averaging at around 6%, as can be 

seen from its contribution to NPL growth from May to 

July 2011. Different studies have shown that change in the 

key policy rates affects inflation movements with a nine 

to ten months’ lag. Such high key policy rate in this 

period resulted from strong inflation growth from mid-

2010. A change in inflationary trends, as measured by the 

consumer price index, became apparent from Q2 2011 

(nine to ten months after high monthly repo rates). A 

negative contribution of key policy rate growth to 

movements in the share of NPLs can further be attributed 

to banking sector’s reluctance to approve loans to 

households and the corporate sector, as well as the 

stimulating effect of a high key policy rate in certain periods of the empirical analysis. The variable of gross wages in 

euros contributed to a fall in NPLs in April 2011, on account of an unseasonal rise in January. The unseasonal drop in 

gross wages in euros in July 2011 triggered the highest increase in NPLs caused by gross wages in October 2011.     

 

The results of the estimated model are in accordance with the determinants of NPLs used in the model during the first 

stage of stress testing (exchange rate, interest rate and real economic activity). However, the difference between the two 

analyses is in the order of significance of NPL factors. Namely, the model of calibrated parameters stresses economic 

activity as the key determinant of NPLs, while empirical analysis ascribes dominant importance to the exchange rate. It 

should be stressed that direct comparability of parameters of the two models is hampered by the limiting of different 

levels of aggregation of variables in the calibrated and estimated model (quarterly and monthly, respectively), but also 

the measurement of economic activity by real gross wages and not by the GDP gap as in the first model. Finally, as the 

empirical analysis points to a dominant impact of the exchange rate on NPL movements, future analyses should focus 

more on examining the movements in this factor as a determinant of NPLs, by contrast to earlier ones which focussed 

primarily on real economic activity. 

* National Bank of Serbia estimate. 
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Chart 6. Recursive  coefficients of the regression*
(%)

-1.0

-0.5

0.0

0.5

1.0

1.5

2.0

11 12 1 2 3 4 5

2011 2012

Exchange rate
Key policy rate
Constant
Dummy variable (July 2009)
Dummy variable (October 2011)
Seasonally-adjusted gross wages in euros

* National Bank of Serbia estimate. 

Chart 7. Contributions of independent variables to the 
estimated monthly growth rate of share of NPLs in total 
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Credit risk 

Lending activity of banks contracts in periods of 

crisis, as they grow more cautious when approving 

new loans. Loan demand, on the other hand, subsides 

on account of mounting uncertainties triggered by 

rising unemployment and large currency oscillations. 

It also becomes increasingly difficult to provide high-

quality collaterals as property prices go down. In such 

adverse circumstances, the decline in loan demand is 

offset by increased payment cards debt and a rise in 

account overdrafts. 

Our analysis will also focus on classified off-balance 

sheet items as a potential source of immense losses. 

This refers primarily to approved but not activated 

payment and performance guarantees, which, when 

called upon, become part of risk-weighted assets. 

Experiences from the period of crisis indicate that off-

balance sheet assets represent a key channel of system 

risk amplification. 

In case of loan default by an enterprise provided with 

some form of guarantee, repayments can be activated 

within a very short time, which can potentially trigger 

additional liquidity problems. 

In order to determine banking sector resilience to 

stress situations relating to credit risk, we analysed the 

structure of classified assets and the change in such 

structure on account of an estimated increase in NPLs 

resulting in their classification into lower quality 

categories. Each classification of loans into lower 

quality categories leads to an increase in calculated 

and required reserves and a corresponding rise in 

deductions from the capital.  

Banks will be analysed both individually and 

aggregately. The analysis is based on data from 

quarterly bank reports as at 31 December 2011. 

Chart V.2.3.1 shows projections of NPLs and the 

corresponding confidence intervals. Box-Jenkins 

approach to NPLs modelling was applied and 

estimates were made of an adequate ARIMA model 

for NPLs forecast. 

The ARIMA model anticipates NPLs growth by over 

three pp (moderate scenario) or by six pp (worst-case 

scenario).  

In addition to ARIMA, we also used the econometric 

model to analyse, first, the impact of the exchange 

rate on NPLs and, second, the impact of the exchange 

rate and NPLs on FX risk- and credit risk-based 

capital requirements and on items within risk-

weighted assets. 

The model assumes two exchange rate scenarios over 

a one-year horizon. The first scenario assumes a 

depreciation of 15%, while the second one assumes a 

depreciation of 25%. 

It is assumed that the potential loan loss provision 

rates will remain at the level prescribed by the 

Decision on the Classification of Balance Sheet 

Assets and Off-balance Sheet Items of Banks. Chart 

V.2.3.2. shows a trend of steady growth in the 

percentage of NPLs over the past three years. The key 

reason for such increase is the fall in the quality of 

loans approved to the corporate sector, as a reflection 

of an ailing real sector. Chart V.2.3.2. also shows the 

projected increase in NPLs for the two assumed 

scenarios. 

The impact of depreciation on the rise in the share of 

NPLs, and, consequently, on the capital adequacy 

ratio, is shown in Chart V.2.3.3. 
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Table V.2.3.1. shows the distribution of capital 

adequacy under both of the assumed scenarios. In case 

of the moderate stress scenario, seven banks are 

undercapitalized, while in the worst-case scenario the 

number of undercapitalized banks rises to nine. Two 

banks are critically undercapitalized in both scenarios. 

If the assumed shocks should occur, no bank would be 

in the insolvency zone. 

 

In the moderate scenario, at end-2012, commercial 

banks should be recapitalized by a total of RSD 7.15 

billion, or the equivalent of 2.6% of the estimated 

regulatory capital. In other words, Serbia’s banking 

sector is expected to be adequately capitalized in the 

moderate scenario. 

 

In the worst-case scenario, stress test results show 

that, although the capital adequacy ratio does not fall 

below the prescribed legal minimum of 12%, it is still 

much lower than in the moderate scenario. Banking 

sector end-2012 recapitalization should thus come at 

RSD 10.08 billion, or 4.4% of the projected capital. 

The amount of recapitalization needed in different 

scenarios is shown in Chart V.2.3.4. 

 

It should be reiterated that the stress tests are based on 

data from quarterly reports submitted by banks as at 

31 December 2011. In the year 2012 to date, three 

banks were recapitalized. 

The final stage of credit risk analysis includes: 

- determining the share of NPLs in total loans that 

could lower capital adequacy from its present level to 

14.5% and 12%, respectively, and 

- determining the probability of increase in the share 

of gross NPLs in total loans that would result in a 

capital adequacy ratio of 14.5% and 12%, 

respectively. 

 

Chart V.2.3.5. shows that the probability of reaching 

CAR level of 14.5% is only 5.5% and the probability 

of reaching CAR level of 12% is around 0.2% in the 

moderate scenario. In the worst-case scenario, 

probabilities are 9% and 1.5%, respectively, as shown 

in Chart V.2.3.6. 

 

As the results of the stress tests reveal, with its current 

capital adequacy ratios the banking sector is resilient 

to shocks and its solvency is not threatened. 

Source: National Bank of Serbia.

Chart V.2.3.2. The share of gross non-performing loans in 
moderate and worst case scenario
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Chart V.2.3.3. Expected capital adequacy ratio by stress 
scenarios
(%)

0

5

10

15

20

25

30

I II III IV I II III IV I II III IV I II III IV I II III IV I II III IV

2007 2008 2009 2010 2011 2012

Moderate Worst case

Regulatory minimum

Source: National Bank of Serbia

Chart V.2.3.4. Additional capital needed by scenarios
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Table V.2.3.1. Distribution of capital adequacy ratios by banks in different  scenarios

CAR < 0% < 2% < 4% < 6% < 8% < 10% < 12% < 14.5% >14.5%

Initial state 0 0 0 1 1 0 0 2 28

Moderate scenario 0 2 0 0 0 3 2 4 21

Worst case scenario 0 2 0 0 1 3 3 6 17
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Liquidity risk 

Liquidity stress tests aim to evaluate if the banking 

sector is able to provide liquidity at times of stress. On 

the liabilities side, liquidity can be affected by limited 

access to new sources of funding, impossibility to 

refinance and withdrawal of funds. On the assets side, 

problems occur due to unexpected drawings on credit 

lines, market liquidity contractions, reduced values of 

assets etc. which further weaken the liquidity 

structure. 

 

Stress events may at the same time create a need to 

provide critical liquidity in different currencies and 

different payment and clearing systems. Such need 

may result from the activities of the bank, other 

market participants or banks’ clients. 

 

 

 

 

 

The period over which the effect of the shock is 

observed is called the survival period. It can be 

divided into two stages. The first is a short period of 

high intensity stress, lasting for several days, during 

which an evaluation is made of the bank’s ability to 

cover liquidity outflows without changing the 

business model. The second refers to a longer time 

period attended by weaker but more persistent shocks, 

in the duration of over one month. 

 

The analysis was performed using data as at 31 

December 2011. The analysis comprises three groups 

of scenarios for liquidity stress testing. Each group 

has two scenarios – moderate and worst-case. 
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The first group of scenarios observes the effects of an 

unexpected withdrawal of deposits by clients from 

different sectors and the effect of such withdrawal on 

the liquidity ratio. Deposits are classified into two 

basic groups – demand deposits and time deposits. 

 

The moderate scenario assumes different rates of 

unexpected deposit withdrawals (depending on the 

type of deposit) resulting from a sudden fall in client 

confidence in an individual bank or the banking sector 

as a whole, and evaluates the adequacy of available 

liquid assets of a bank, i.e. its liquidity reserves. 

 

On the liquid assets side, we observed changes within 

items: cash and cash equivalents, deposits with the 

National Bank of Serbia, liquid securities, claims on 

highly ranked banks and placement to other banks. It 

is assumed that banks will meet their liquidity needs 

through items on which they record the lowest return. 

 

In addition to the above assumptions, the worst-case 

scenario introduces another assumption – a 10 pp fall 

in marketability of liquid assets. Assumptions on 

deposit withdrawals for both scenarios are given in 

Table V.2.3.2.  

 

 

 

Chart V.2.3.7. shows movements in liquidity ratios in 

the described scenarios. In both cases, the results are 

satisfactory as the ratio falls to 1.98 in the moderate 

scenario and 1.65 in the worst-case scenario.  

Table V.2.3.3. shows the grouping of banks by the 

level of their liquidity ratios in different scenarios. In 

the moderate scenario, no bank falls below the 

prescribed regulatory liquidity ratio of 1, while in the 

worst-case scenarios two banks are below the 

prescribed minimum. As evident, a large percentage 

of banks are in the safety zone, with the liquidity ratio 

of over 1.5. 

 
The second group of scenarios aims to determine the 

longest survival period for a bank in case of assumed 

daily deposit withdrawals. The analysis continues 

with an estimate of the number of days a bank can 

support such deposit withdrawals (short period of high 

intensity stress). Underlying assumptions on deposit 

withdrawals for moderate and worst-case scenarios 

are given in Table V.2.3.4.  

 

We assumed demand deposits’ withdrawal of 10% 

and 15% for moderate and worst-case scenarios, 

respectively. The assumed outflow of time deposits is 

lower as their withdrawal implies opportunity costs. 

The assumed rates of outflow for time deposits are 2% 

and 5%, respectively. 

 

For shorter shock periods, we assumed that liquidity 

reserves comprise only highly marketable assets, 

while, for longer observation periods, other types of 

less liquid assets were also included. 

 

As shown in Charts V.2.3.8, V.2.3.9, V.2.3.10. and 

V.2.3.11. the banking sector as a whole is resilient to 

shocks produced by deposit withdrawals. 

 

Charts V.2.3.8. and V.2.3.9. show available liquid 

assets in the first five days (the amount of liquid 

assets remaining after covering the liquidity 

requirement), while Charts V.2.3.10. and V.2.3.11. 

show the composition of deposits by days. 

 

The assumptions defined in the applied scenarios are 

very strict. However, a general rule is that a bank is in 

the safety zone if it can sustain such deposit outflows 

for a period of five business days. 

 

The third group of scenarios is focussed on 

identifying the lowest level of the liquidity ratio, 

taking into account different confidence intervals. 

 

On the basis of simulations of several tens of 

thousands of stress situations, an estimate of the 

conditional probability of movements in this ratio was 

obtained. It is shown in Chart V.2.3.12, assuming 

confidence intervals of 10%, 5% and 1%, 

respectively. 

 

As the results of stress tests reveal, at the current level 

of liquidity banking sector is resilient to the assumed 

shocks. 

  
Source: National Bank of Serbia.

Chart V.2.3.7. Expected liquidity ratio for banking sector by 
stress scenarios
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WITHDRAWAL OF DEPOSITS Moderate scenario
Worst case 

scenario

Banks - demand 15% 60%

Corporate - demand 30% 50%

Households - demand 20% 50%

Government - demand 10% 50%

Time deposits 10% 20%

Marketability of 2nd class liquid assets 100% 90%

Table V.2.3.2. Assumed withdrawal rate of deposits by sectors
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Table V.2.3.3. Distribution of liquidity ratios by banks in different scenarios

LR <0.6 <0.8 <1 <1.2 <1.5 >1.5

Initial state 0 0 0 0 2 31

Moderate scenario 0 0 0 1 4 28

Worst case scenario 1 0 1 2 4 25

Source: National Bank of Serbia.

Chart V.2.3.8. The difference between liquidity outflow and 
available assets - daily for moderate scenario
(RSD bn)
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Chart V.2.3.9. The difference between liquidity outflow and 
available assets - daily for worst case scenario
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Chart V.2.3.10. The structure of demand and time deposits -
daily for moderate scenario
(RSD bn)
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Chart V.2.3.11. The structure of demand and time deposits -
daily for worst case scenario
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Chart V.2.3.12. Distribution and confidence intervals for 
liquidity ratio under stress
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WITHDRAWAL OF DEPOSITS moderate scenario
w orst case 

scenario

Demand deposits - daily 10% 15%

Time deposits - daily 2% 5%

Availability of liquid assets - daily 95% 95%

Availability of non-liquid assets- daily 0.01 0.01

Table V.2.3.4. Assumed daily w ithdrawal rate od deposits
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Conclusion 

 

Economic recovery in the Republic of Serbia and the 

rest of Europe will continue in the years ahead. Global 

markets, though, remain highly sensitive to potential 

shocks. The fact that banks in the Republic of Serbia 

depend on external sources of funding makes our 

banking system vulnerable to movements in 

international markets. A weakened macroeconomic 

environment, together with a fiscal deficit that 

overshot the limit defined by the fiscal programme 

agreed with the International Monetary Fund, could 

lead to a worsening of the terms of funding for 

commercial banks. 

 

As the share of interbank sources of funding in total 

sources of funding in Serbia’s market declined 

notably, the systemic risk relating to the spill over of 

risk from one bank to another is now also lower. 

However, parent banks and international financial 

institutions continue to hold a significant share in the 

sources of funding of the national banking sector. 

 

An asset-liability maturity mismatch and the 

predominantly short-term sources of funding are 

issues that need to be addressed both within individual 

banks and by the banking sector at large. 

 

Although banking sector profitability is sound, over 

60% of net banking sector profits are earned by three 

banks only. As a result, the remainder of the banking 

sector is left with comparatively lower profit buffers 

against adverse macroeconomic developments. 

 

With a rise in gross NPLs and a stagnation in lending 

activity, credit risk for individual banks and the sector 

at large gains centre stage. As stress tests show, credit 

risk is present in the entire banking sector, but it is 

particularly pronounced in some of its segments. 

 

The stress tests conducted by the National Bank of 

Serbia point to banks’ resilience to increased losses on 

account of rising NPLs. Although the liquidity risk is 

at an acceptable level and liquidity risk exposure is 

relatively low, the sensitivity of assets maturity 

structure increased notably over the last several 

quarters. 

 

Stress tests’ results point to high banking sector 

resilience, but in some of its segments shocks could 

produce serious effects on both financial result and 

capital. 

 

As indicated by the banking sector risks assessment, 

banks should build up their capital and increase their 

capacity to cover the liquidity gap on the assets side 

and to obtain long-term sources of funding on the 

liabilities side. 

 

  



Financial Stability Report                                                                                                                                                  National Bank of Serbia 

 

105 

 

                                                 
62 Gerald E. Meyerman (2000), The London Approach and Corporate Restructuring, The World Bank, slide 2. 

63 Ben Fung, Jason George, Stefan Hohl and Guonan Ma (2004),  Public asset management companies in East Asia, Financial Stability Institute, p. 37.
 

There are micro- and macro-prudential aspects to resolving the issue of non-performing loans (NPLs). Namely, from 

the micro-prudential perspective, it is undoubtedly in the banks’ interest to reduce the amount and number of NPLs. In 

this way the banks protect their solvency and liquidity, which is ultimately aimed at protecting their clients’ interests. 

On the other hand, resolving the issue of NPLs has a macro-prudential dimension as well, considering that the high rate 

of these loans in the financial system can pose a systemic risk. Systemic risk can occur in two different forms. The first 

form is the lower volume of aggregate loans than it would be possible if the NPL rate was not extremely high, while the 

second form is the potential insolvency and illiquidity of systemically important banks, which can jeopardise the 

stability of the financial system. This is why the resolution of NPLs requires a system-wide approach. It is important to 

note that the rate of NPLs is the indication of problems faced by a country’s economy, but it is also a sign of poor 

institutional and regulatory framework governing this matter. 

The issue of NPLs can be resolved in traditional or alternative ways. Enforced collection of claims through court or out-

of-court proceedings is a common method of resolving NPLs. In order for this method to be successful, functional legal 

and judicial systems must be in place, including fast and efficient insolvency/bankruptcy proceedings.62 However, even 

when these conditions are met, from the economic point of view, it is sometimes better to resolve NPL issues by 

choosing alternative methods, given that some of these methods can ensure better collection of loans, while others can 

even enable continued employment of productive economic resources. These methods include assignment of claims, 

financial restructuring procedure, write-off of claims, as well as merger and acquisition, in case of companies. Some of 

the said methods, such as financial restructuring procedure, mergers and mergers by acquisition enable transformation 

of NPLs into performing loans63, accompanied by the employment of productive economic resources. Thus, in addition 

to resolving a concrete NPL issue, positive externalities on the economic growth are also produced. While there is no 

ideal way of solving this problem, it is necessary to simultaneously strengthen both traditional and alternative methods, 

and thus, by ensuring a greater variety of options, contribute to the appropriate resolution of NPLs. 

We will not delve into the traditional procedure of claims collection, but will instead focus on some of the alternative 

approaches to resolving NPLs, for the purpose of their further development. 

One of such methods is the assignment of claims by contract (cession).Cession of claims is regulated in Articles 436 to 

445 of the Law on Contracts and Torts (“SFRY Official Gazette” Nos 29/78, 39/85, 45/89 – decision of Constitutional 

Court of Yugoslavia and 57/89, “FRY Official Gazette“, No 31/93).The said law lays down the freedom to assign 

claims, unless the assignment is prohibited pursuant to other law, or the claim is restricted to creditor’s person (intuitu 

personae), or the claim's very nature is incompatible with assignment to another person. This means that, if the above 

law is applied, banks would be able to freely assign NPLs, due to the fact that the credit operation is not a contract 

intuitu personae (it is not important for the borrower who the creditor is), and it would be difficult to find the reason 

why a credit operation would be incompatible with assignment as this is a contract which is essentially a type of loan 

agreement - any person with the capacity to contract can enter into such an agreement. However, the assignment of 

banks’ claims is restricted by Article 39 of the Law on the Protection of the Financial Services Consumers (“RS 

Official Gazette”, No 36/2011) and item 42, paragraph 5 of the Decision on the Management of Bank’s Risks (“RS 

Official Gazette”, No 45/2011).The above regulations stipulate that the bank is allowed to perform cession of claims 

from a natural person only if the assignment is made to another bank, and the cession of claims from a legal person can 

be made only if the claim is due and payable, if the assignment is made to a legal person in the Republic of Serbia that 

is principally engaged in financial activity in the Republic, and under the condition that the bank has tried to collect the 

claim from the debtor. In addition, the legal entity the claim is assigned to may not be a person related to the bank, nor 

may the bank assign the claim to several legal entities. This seriously restricts the assignment of banks’ claims. 

The question is, what is ratio legis of the above restrictions? In the assignment of claims of natural persons, that is the 

protection of the borrower from abuse during the collection of loans, while in case of legal persons, ratio legis is the 

protection against abuse during the pricing of the claim (prohibition of assignment between related persons), as well as 

protection against the assignment of claims to other persons that would essentially perform a banking activity in that 

situation even though they are not banks (the requirement of principal engagement in financial activity and the 

condition that the claim is due and payable). With the application of the above described limitations, the assignment of 

NPLs, and one of the most important ways of solving this issue, is restricted to such an extent that this approach is 

almost entirely unfeasible in our country. However, regardless of the law makers’ good intentions, the necessary 

Text box V.6. How to improve the efficiency of resolving non-performing loans 
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objectives could be achieved with other measures, and not the measures that place restraints on the assignment of 

claims. 

Firstly, when the claims are assigned it is possible to ensure proper pricing of claims. In Albania, for example, tax laws 

require that transfer pricing issues be referred to a panel with specialised expertise64. The aim is to avoid the pricing by 

regular auditors, as they are not well prepared for this task, but this is time-consuming and can also produce great 

differences and inconsistencies between conducted pricings. Even though the said panel has not been set up in Albania 

yet, we believe that this approach is an example of good practice as it enables building of expertise for the pricing of 

NPLs, which is vital for the successful completion of this sensitive task. Even after completion, the pricing should be 

subject to the supervisor’s control in order to ensure better protection against abuse. Secondly, the risk of unregulated 

persons entering the banking sector, by buying off NPLs from banks, as well as the risk of potential abuse during the 

collection of claims can be successfully controlled by regulating the so-called Asset Management Companies. These 

companies are established for the purpose of buying off, managing and collecting non-performing assets – which means 

that they are specialized in resolving NPL issues. They enable the bank’s management to focus on the core banking 

activity, instead of dealing with NPLs. In addition, they achieve better collection of NPLs as this is their principal 

activity. Such companies can be private or state-owned. The experience with public asset management companies has 

been generally positive, particularly during the Asian crisis in late 1990s.They have managed to remove a substantial 

portion of NPLs from East Asia's banking systems, and most of the acquisitions of claims were financed through bonds 

issued by these companies65. This approach can play a vital part in our country as well, given that the Programme of 

Measures for Preserving Financial Stability (December 2011), as one of the ways to resolve NPLs, envisages the 

acquisition of non-performing assets at the assessed value (net value) by the Republic of Serbia in exchange for issued 

government bonds. Establishment of asset management companies, which could also include a mixed public-private 

ownership, would enable a transparent process of buying off and managing non-performing assets, concurrently 

employing private resources for the resolution of NPLs. These companies should have a sound internal control system; 

they should be subject to supervision, and audited by an external audit66. The above brings us to the conclusion that the 

restrictions posed on the transfer of NPLs also hinder the participation of private capital in the resolution of NPLs, 

making the potential costs of resolving this issue a direct burden on the budget, which should be the last funding source 

for this activity.  

Despite the great potential that the assignment of claims has for the resolution of NPLs, it is not significantly developed 

in the region either. One of the obstacles in these countries is the discrepancy between the price offered by the assigning 

party and the one offered by the buyer. This discrepancy arises from the too optimistic approach applied during the 

valuation of claims on bank’s books. In addition, there are limitations in terms of regulations governing banking 

secrecy and data protection which hinder the transfer. The legislation for asset management companies is poor and they 

are often forced to incorporate as factoring firms being subject to onerous capital requirements67. However, this does 

not mean that this approach to resolving NPLs should not be developed, given its numerous described advantages. 

Similar to assignment of claims, clearing bank's balance sheet through the claim write-off is hindered by many 

regulatory obstacles and problems occurring in practice. Recent amendments are a sign of positive progress in this area, 

but it seems that they have not been sufficiently utilized by the banks, at least so far, and that there is still a lot of room 

for further improvement. Hence, pursuant to the effective laws and by-laws of the National Bank of Serbia, the write-

off of bank’s claims is not prohibited as such, but there are obstacles in practice when other, mostly tax-related 

legislation, also applies. Namely, pursuant to the Law on Corporate Income Tax, in Article 16, the write-off of 

individual receivables is recognised as charge to expenditures (save for adjustments of receivables from persons to 

which payment of debts is also due) if three conditions are met cumulatively:  

- It must be proved without doubt that the receivables were included in the tax payer's revenues, 

- The claims must be written-off as uncollectable in the tax payer’s books, and  

- The tax payer (bank) must provide evidence on the unsuccessful collection of claims through court proceedings.  

Therefore, considering the first two relatively feasible conditions, the write-off of individual receivables against 

expenditures is possible, but only if the third condition is also met, i.e. evidence of failed collection through court 

proceedings. This means that the unsuccessful out-of-court collection of claims (cession, multilateral compensations, 

discounted promissory notes, claims buy-off , and, in special cases, mortgage), or any evidence of the failed collection 

of this kind is not sufficient for the value of the receivable in question to be written-off against expenditures. 

Practically, the main incentive that would motivate a bank to perform a write-off of NPLs (except balance clearing) is 

the possibility of recognising the write-off against expenditures, which decreases the tax baseline. The attempt to 

perform collection through court proceedings, as the requirement sine qua non, is burdensome from the perspective of 
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time and costs. Generally, in the court practice, despite the relatively short deadlines and often urgent procedure, the 

bank receives the writ of execution after a long while, and then faces another problem. In a great number of cases, the 

judgement debtor does not have enough assets for the settlement and, even if it does, there are many legal restrictions 

imposed on the settlement, such as exemption of personal and family items, or the debtor's revenues up to a certain 

percentage. The additional obstacle for the bank lies in Article 7a of the said law providing that the adjustments of 

receivables against expenditures are not recognised, inter alia, “if such adjustments are to be made to claims from the 

persons to which payments are also due". For example, if a bank receives an advance payment from a client for the 

purpose of activating a loan, the bank’s claim on the basis of the NPL cannot be written-off against expenditures. 

Finally, all written-off claims that are recognised as expenditures, and which are later on collected, at the moment of 

collection become part of the tax payer's revenues.  

Some positive steps have been taken in the form of improving the legislation in the field of bankruptcy and liquidation 

of companies, as well as upgrading out-of-court collection of receivables (financial restructuring). Thus, for example, 

the Law on Corporate Income Tax introduces the exemption from the above-mentioned conditions that must be met in 

order to perform the write-off of individual receivables as charge to expenditures. Provision of Article 16 stipulates that 

the write-off of individual receivables as charge to expenditures is recognized when the claims in question are covered 

by financial restructuring, which is performed as provided by the law regulating the consensual financial restructuring 

of companies. The Law on Consensual Financial Restructuring of Companies (“RS Official Gazette”, No. 36/2011) 

brings numerous positive changes in the area of management of claims which are based on the principle of voluntary 

behaviour. This law, accepting the best international practice based on the “London approach”, defines financial 

restructuring as the re-arrangement of the debtor-creditor relationship between the creditor and a company in financial 

distress as the debtor, and it can be performed if at least two national or foreign banks participate as creditors. The main 

method that contributes to the consolidation of debtors in this procedure is the so-called debt dormancy which serves as 

the legal basis for the cancellation of the launched execution on the debtor’s property. Finally, financial restructuring is 

completed with the conclusion of the financial restructuring agreement which, in addition to other numerous solutions 

for redefining the debtor-creditor relationship, can include the debt release. In this manner, the bank may write off a 

certain NPL against expenditures without meeting the conditions specified in Article 16 of the Law on the Corporate 

Income Tax. This law also provides that the National Bank of Serbia shall, through the regulations falling within the 

scope of its competence, regulate the incentives for financial restructuring (Article 16) which is why the Decision on 

the Classification of Bank Balance Sheet Assets and Off-Balance Sheet Items has been amended. The Decision 

specifies in detail the term “restructured claim” and contains a provision that lays down the classification of 

restructured claims from legal entities reducing the period during which the debtor is obliged to regularly service its 

liabilities towards a bank in order to be more favourably classified. The scope of the regulation is extended to cover 

restructured claims from natural persons, which enables a more favourable classification of these claims according to 

the criterion of past due claims.  

With its recent modification of legislation, Slovenia has regulated the write-off of bank’s claims better. Pursuant to the 

Decree on the Amendment and Supplements to the Decree on the Assessment of Credit Risk Losses of Banks and 

Savings Banks, these entities are obliged to write-off claim in the following situations:  

- For an unsecured loan, where the debtor is more than three years in arrears with repayment;  

- For a secured housing loan, where the debtor is more than five years in arrears with repayment;  

- For an unsecured loan, where the debtor has been in bankruptcy proceedings for more than one year, and 

- For the claim for which the write-off has been agreed following the compulsory settlement.  

If in these situations the court proceedings are not yet finalized, the written-off claims must be recorded as off-balance 

sheet items until their finalization. If the write-off is performed in line with the International Financial Reporting 

Standards, in Slovenia there are no tax-related restrictions, i.e. the tax baseline is not increased.  

The issue of NPLs is a systemic issue. The successful resolution of this issue will not only bring benefits for individual 

banks, but for the society as a whole, due to its impact on the efficient functioning of the financial intermediation 

system. It must be stressed, however, that the government financial resources must be used for this purpose only after 

all other possibilities have been exhausted. It must not be overlooked that the banks approve loans and that the decision 

on loan approval depends on their assessment of the client's creditworthiness and of the future economic conditions. 

Risky profit-oriented behaviour of banks during the upward phase of the financial cycle should not be awarded by the 

usage of tax payers’ money in the downward phase of this cycle. However, despite the fact that banks bear primary 

responsibility for the resolution of this issue, it also requires a comprehensive action of public and private stakeholders 

to implement, inter alia, good practice and recommendations of the relevant international initiatives (Vienna Initiative). 

To that end, recommendations on how to improve the resolution of NPLs are given below:  

Banks and Association of Serbian Banks 

- Banks should seriously address the issue of NPLs and form relevant groups. Banks should address the issue of 

NPLs by utilizing adequate resources given the significance of this issue for a bank. This means that banks should 



Financial Stability Report                                                                                                                                                  National Bank of Serbia 

 

108 

form special groups that would be specialized for this issue and have relevant expertise and resources at their 

disposal. The groups should cooperate regarding voluntary restructuring of NPLs and increase the performance of 

NPL collection through regular methods. In addition, with respect to subsidiaries of foreign banks, it is necessary to 

adopt a common approach at the level of the banking group and include the assistance of parent banks. 

- It is necessary for the banks to take part in the process of financial restructuring. Namely, despite the adoption 

of the Law on Consensual Financial Restructuring of Companies in 2011, its application has brought modest results 

so far. Initial problems are reflected in the lack of interest by banks' representatives to participate in the said 

procedure, even though this procedure can put both banks and debtors in a better position as its implementation 

stimulates the usage of a company’s existing resources and enables a better collection of debt. The Law enables 

consensual financial restructuring of companies before the bankruptcy proceedings are launched, observing the 

going concern principle. At the same time, long and expensive bankruptcy proceedings are avoided, as they can lead 

to further reduction of the collection rate. It is therefore necessary to educate the banks' representatives and other 

creditors' and debtors' representatives and improve the implementation of the said law, as this procedure is in their 

mutual interest.  

- Banks should intensify the training of the staff dealing with NPLs. The growth of NPLs at the level of a bank is 

a clear signal that one of the most important future activities of that bank will be the restructuring and collection of 

loans. This fact should not be ignored, but instead, time and adequate resources should be allocated for the training 

of staff dealing with the restructuring and collection of these loans. There is a general shortage of trained staff in the 

region, and the banks often refer these issues to the employees engaged in the granting of the loans, without 

providing them with necessary additional knowledge.  

- The Association of Serbian Banks should take an active part in addressing the issue of NPLs. The resolution of 

NPLs should be the Association's priority. It should use its authority and influence to launch a collective action of 

resolving NPLs and encourage individual members to take an active role in this process. In addition, it should 

organize educational activities with the aim to contribute to a better understanding of the issue by banks.   

Government and other authorities 

- Tax legislation should not hamper the resolution of NPLs. Profit tax legislation should align tax treatment of 

financial restructuring operations, cession of NPLs, as well as of provisions for covering potential losses, with the 

legislative purpose that these methods of resolving NPLs should serve. In addition, the transfer and/or assignment of 

the NPLs should be free of tax burdens, and in the case of consensual financial restructuring, the amount that is 

written-off should be exempt from taxable receipts of all parties to the restructuring.  

- The regulatory framework in the area of collaterals, out-of-court settlement, execution and tax obligations 

should be generally upgraded. Out-of-court settlement (more precisely, a failed attempt to settle), supported by 

adequate evidence, should be accepted as one of the conditions for the write-off of claims against bank's 

expenditures. 

- It is necessary to legally specify the procedure of NPL pricing when these are assigned, which should include 

the assessment performed by a panel of specialized experts. Consequently, regular auditors would not perform 

the said pricing as they are not specialized in this type of activity. Only in this way, which enables the building of 

specialized expertise for the pricing of NPLs, can this sensitive task be successfully completed.  

- It is necessary to develop a regulatory framework to govern the operation of asset management companies. 

These companies are established for the purpose of buying off, managing and collecting non-performing assets – 

which means that they are specialized in resolving NPL issues. They enable the bank’s management to focus on the 

core banking activity, instead of dealing with NPLs. In addition, they achieve a better collection of NPLs as this is 

their core business. These companies should have a sound internal controls system; they should be subject to 

supervision, and audited by an external auditor. 

- It is necessary to adopt a regulatory framework for the personal insolvency. Personal insolvency proceedings 

can accomplish several goals. The debtor is given the opportunity for a fresh start, while the unsecured creditors are 

provided with the collective, balanced, fair and compulsory settlement. By introducing this procedure into our legal 

system, the authorities would facilitate and speed up the procedure of resolving NPLs granted to natural persons. 

- Government resources should be the last resort when solving NPLs. Government’s financial assistance to banks 

aimed at resolving NPL issues creates incentives for the passive behaviour of banks with respect to the timely 

resolution of this issue. This is why government resources should only be used in exceptional cases, for the 

systemically important banks, and when the stability of the financial system is directly threatened. 

National Bank of Serbia 

- It is necessary to set up a task force for the resolution of NPLs. The successful resolution of this issue requires a 

system-wide approach. Such approach should include all relevant public and private stakeholders due to the very 

nature of NPLs. The said task force should include representatives of the Association of Serbian Banks, the National 
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68 European Banking Coordination, Vienna Initiative (2012a), Working Group on NPLsin Central, Eastern and Southeastern Europe, March 2012,p. 66. 

Bank of Serbia, Ministry of Finance, and Ministry of Justice.68 The result of their work should be the proposal for a 

system-wide resolution of NPLs in the Serbian financial system.  

- Regulatory foundations should be laid for the assignment (cession) of NPLs. As already explained above, one of 

the possible ways to resolve the issue of NPLs is their assignment to other persons. This process requires regulatory 

foundations, which means that the restrictions on cessions that prove to be unjustified should be removed. The 

National Bank of Serbia is mandated to adopt the Decision on the Management of Bank's Risks which at this 

moment seriously limits the possibility of transferring the bank's claims from legal entities. Therefore, it is necessary 

to cooperate with other authorities, especially when it comes to regulating the operation of asset management 

companies, and work together toward the elimination of the existing restrictions.  

 

- When supervising the operations of banks, the National Bank of Serbia should also control the transfer 

pricing adjustments. Namely, if the requirement is introduced that the pricing of transferred claims is referred to a 

panel of specialized experts, the National Bank of Serbia, acting as the supervisory authority, should control the 

pricing performed – the methodologies used, the results obtained, etc. This will ensure a stronger protection against 

abuse.  

- Constant improvement of the regulatory framework under the competence of National Bank of Serbia is 

needed, for example Decision on Capital Adequacy and the Decision on the Classification of Balance Sheet Assets 

and Off-Balance Sheet Items. In that respect, and in cooperation with the Tax Administration, the National Bank of 

Serbia should consider introducing the mandatory write-off of NPLs when the relevant conditions are met.  

- In cooperation with other authorities and relevant associations, the licensed real estate appraisers should be 

introduced, as real estate is the most important form of collateral.  

- Education regarding NPLs should be improved. Through its educational centre and offices for entrepreneurs, the 

National Bank of Serbia should educate the economic operators and the general public on the strengths and 

weaknesses of restructuring, assignment of claims, as well as other forms of resolving NPLs.  

- The National Bank of Serbia should participate in all regional and international initiatives aimed at resolving 

the issue of NPLs. Due to the fact that NPLs are a region-wide problem, this issue should be resolved through 

coordination with competent authorities of the countries where the head offices of the banking groups operating in 

our country are located. 
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VI. From the aspect of financial stability

VI.1. Regulatory concept of dinarisation
69

 

Vladimir Petrović
70 

 

VI.1.1 Problem definition 

The aim of this paper is to present briefly, in general 

terms, the problem of euroisation, explain the genesis 

of euroisation in our country, study the treatment of 

dinar in positive legislation, with a separate analysis of 

the decrees of the Government of the Republic of 

Serbia, and to define recommendations relating to 

necessary regulatory measures to be taken to 

overcome this problem. There are three types of 

euroisation recognized in the literature: euroisation of 

payments (use of foreign currency as a means of 

payment), financial euroisation (financial assets and 

liabilities held in foreign currency by residents) and 

real euroisation (indexation, formal or actual, of 

domestic prices and salaries to a  foreign currency).
71

 

For the purpose of this paper, euroisation, dollarisation 

etc. (hereinafter: “euroisation”) is defined as the legal 

use of a foreign currency as a unit of value, a medium 

of exchange or a store of value in the territory of a 

country resulting from the decision of a sovereign 

public authority to allow this. 

The purpose of this paper is to shed light on the 

regulatory aspect of euroisation, where overly liberal 

use of foreign currency may, but need not, have 

economic causes, generate significant costs for the 

state, population and economy and thus contribute to 

an erosion of social welfare. Of course, economic 

causes of euroisation, usually contained in instability 

of the value of domestic currency
72

 relative to foreign 

                                                 
69The opinions presented in this paper are those of the author and do not 

necessarily reflect the official viewpoint of the National Bank of Serbia. 

70Chief Analyst, Financial Stability Department, National Bank of Serbia. 
71See: Anne-Marie Gulde, David Hoelscher, Alain Ize, David Marston, Gianni 

De Nicolo (2004), “Financial Stability in Dollarized Economies”, 

International Monetary Fund, Washington DC, p. 1. 

72 Moreover, the correct attempt of creditors to protect themselves from the 

risk of instability of domestic currency is considered to be the actual cause of 

euroization, see: Anne-Marie Gulde, David Hoelscher, Alain Ize, David 

Marston, Gianni De Nicolo (2004), p. 4. 

currencies, high inflation rate, etc. are not hereby 

denied, but attempt is made at establishing the 

connection between economic and regulatory causes 

of euroisation and thus analysing the problem in a 

comprehensive manner.
73

 

The paper is divided in five parts: the first one deals 

with regulatory causes of euroisation, the second one 

presents the treatment of dinar in positive legislation, 

the third one analyses the treatment of dinar in 

Government decrees, the fourth one provides 

recommendations regarding the policy of regulatory 

dinarisation and its instruments, while the fifth part 

gives the conclusion. 

 

VI.1.2. Regulatory causes of euroisation 

Regulatory notion of money (monetary 

sovereignty) 

Any money performs three functions – represents a 

unit of value, a medium of exchange and a store of 

value. Money is a unit of value since the prices of all 

goods and services are measured against it. As a 

medium of exchange it enables payment of services 

and purchase of goods, i.e. trade in goods and 

services. As a store of value, it enables conservation of 

value. The first two functions represent the specific 

difference (differentia specifica) between money and 

other objects, since only money can be both a medium 

of exchange and a unit of value, while various other 

durable non-monetary objects (e.g. real estate, 

paintings by old masters) can also be a store of 

value.
74

 It has been noted in history that money was 

able to perform its functions without a state (e.g. 

money was sometimes issued by feudal lords, 

monasteries, etc.).
75

 However, following the 

emergence of a modern state, money issuing and 

management (monetary sovereignty) have become an 

                                                 
73For example, regulatory liberalisation of the use of foreign currency as a 

unit of value in turn causes the reduction in the value of domestic currency, at 

least because the government's mistrust in its own currency is a signal to non-

governmental entities that the domestic currency will not have a stable value. 

74See: John Hicks (1989), “А Market Theory of Money”, Clarendon Press 

Oxford, pp. 42 and 43. 

75See: Vrleta Krulj (1978), Novčane obligacije – Enciklopedija imovinskog 

prava i prava udruženog rada [Monetary obligations – Encyclopaedia of 

property law and associated labour law], volume II, Belgrade, p. 447. 

This section of the Report is reserved for authorial papers in the field of financial stability. We hope that 
in addition to the representatives of the National Bank of Serbia, other interested participants will also 
provide their contributions. At the same time we emphasise that the opinions presented in the papers 
published in this section of the Report do not necessarily reflect the official viewpoint of the Financial 
Stability Department or of the National Bank of Serbia. 
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inseparable attribute of sovereign state authority.
76

 

Money as a legal category may only be understood as 

an attribute of sovereignty since every state is 

interested in having monopoly over issuing and 

regulation of money in its territory. This practically 

means that only the objects designated as such by the 

state or another body under its authorisation may be 

considered as money on a specific state territory.
77

 

Monetary sovereignty consists of three separate rights 

belonging to a state: 

- the right to issue currency – to produce coins and 

banknotes that represent legal tender on the sovereign 

state territory; 

- the right to determine and change the value of 

money; 

- the right to regulate the use of domestic currency 

and of all other currencies within its territory.
78

 

Monetary sovereignty of the Republic of Serbia is 

based on Article 97 of the Constitution of the Republic 

of Serbia (“RS Official Gazette”, No 98/2006), 

according to which the Republic of Serbia regulates 

and provides for the monetary and foreign exchange 

systems. In order to regulate and provide for these 

systems, the Republic of Serbia has established, in 

Article 53 of the Law on the National Bank of Serbia 

(“RS Official Gazette”, Nos 72/2003, 55/2004, 

85/2005  other law and 44/2010), that the monetary 

unit of the Republic of Serbia is the dinar, which is 

divided into 100 paras. Article 53 of the same Law 

confers on the National Bank of Serbia the exclusive 

right to issue banknotes and coins in the Republic of 

Serbia (the first component of monetary sovereignty 

as referred to above). Article 34 of the same law lays 

down that the National Bank of Serbia determines and 

implements monetary and foreign exchange policy in 

the Republic of Serbia, while Article 43 lays down 

that the National Bank of Serbia pursues the dinar 

exchange rate policy (the second component of 

monetary sovereignty). Article 54 sets forth that all 

pecuniary obligations arising from transactions 

concluded in Serbia between companies, other 

domestic legal entities and citizens shall be 

denominated in dinars and effected by dinar-

denominated means of payment, unless otherwise 

provided for by law (the third component of monetary 

sovereignty). The mentioned provisions ensure all 

three components of monetary sovereignty, in addition 

to two primary functions of money, which distinguish 

                                                 
76See: F. Mann (1971),”The Legal Aspect of Money”, p. 15, and Arthur 

Nussbaum (1939), “Money in Law National and International, A Comparative 

Study in the Borderline of Law and Economics”, p. 36. 

77Vrleta Krulj (1978), p. 447; F. Mann (1971), p. 14. In addition, the state also 

has sovereign right to delegate its monetary sovereignty, fully or partially, to a 

supranational body, e.g. the European Monetary Union (EMU) and the West 

African Economic and Monetary Union both issue a single currency for 

Member States of the respective unions. 

78See: Francois Gianviti (2005), “Current Developments in Monetary and 

Financial Law, Volume 4 –Current Legal Aspects of Monetary Sovereignty”, 

International Monetary Fund, p. 4. 

it from other objects. Article 54 prescribes that all 

payments in Serbia shall be effected in dinars, with 

exceptions provided for by law (function of money as 

a medium of exchange) and that all pecuniary 

obligations shall be denominated in dinars (function of 

money as a unit of value).
79

 

External and internal value of money 

To analyse the causes of euroisation, it is necessary to 

distinguish between the external and the internal value 

of money. The nominal value of money is indicated on 

banknotes and coins (external value, official, formal 

value of money), while  its real value is reflected in its 

purchasing power, in the quantity of goods and 

services that may be bought for it (internal value of 

money)
80

. This distinction emerged in modern 

monetary law, since money was previously based on 

the value of metal backing of which it was physically 

made and then, when paper money started to be 

issued, on metal backing to which it could be 

converted. Until the early 1970s, convertibility of a 

currency into real value was considered a must. Before 

that the so-called Bretton Woods system was in use. It 

was created after World War II, through ratification of 

the Articles of Agreement of the International 

Monetary Fund (IMF), and was based on the exchange 

rate of IMF member states’ currencies tied to the US 

dollar. On the other hand, convertibility of the US 

dollar into gold was a precondition to the viability of 

that system. However, the United States abandoned 

the convertibility of the dollar to gold, which brought 

the Bretton Woods system to an end.
81

 Since that 

moment, the value of currency became ideal, based on 

a legal act determining its value, adopted pursuant to 

monetary sovereignty rather than based on real 

backing underlying that currency. This created 

preconditions for making a distinction between the 

nominal (ideal) and real value of money. 

The issue of ideal and real value of money is 

particularly relevant at the time of economic crises, 

when the difference between these two values 

becomes significant. Building up on this distinction, 

theories of monetary nominalism and monetary 

valorism have been developed. 

Monetary nominalism and monetary valorism 

When executing monetary obligations, the situation 

when the relation between the nominal and real value 

of money changed between the moment when such 

obligation is incurred and the moment when it falls 

due for payment raises the question of the value at 

which the monetary obligation will be executed – 

according to the real value it has at the time of 

                                                 
79We will see later how the dinar, pursuant to the Law on Foreign Exchange 

Operations (“RS Official Gazette”, Nos 62/2006 and 31/2011), which allows 

free use of the currency clause, has de lege and de facto entirely lost one of its 

main functions (unit of value) and became a “flawed currency”. 

80Vrleta Krulj (1978), p. 448. 

81 See: http://www.imf.org/external/about/histend.htm 

http://www.imf.org/external/about/histend.htm
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settlement of the obligation or according to the 

nominal value. This issue is particularly important in 

the states with a high rate of inflation where money 

may lose a significant part of its purchasing power 

between the creation and maturity of a monetary 

obligation. There are two approaches in respect of the 

method of dealing with this issue – nominalistic and 

valoristic.
82

 

Advocates of monetary nominalism maintain that 

change in the purchasing power of money from the 

time of the creation of a monetary obligation to the 

time of its maturity should be irrelevant for the 

settlement of that obligation. Monetary nominalism 

proceeds from monetary sovereignty and the right of a 

state to freely determine the value of the money it 

issues. Any change in the purchasing power of money 

does not affect the fulfilment of a monetary obligation 

since the state has determined the nominal value of 

money and from the point of law it is the only relevant 

value. Thus, according to this school, a monetary 

obligation is settled by the number of monetary units 

indicated on the face of the obligation. Monetary 

valorism proceeds from the opposite standpoint. It 

recognizes the economic occurrence of change in the 

purchasing power of money and requires the monetary 

obligation to be settled according to its real value at 

the moment of discharge of the contractual obligation 

rather that at its nominal value. 

The Law on Contracts and Torts (FRY Official 

Gazette Nos 29/78, 39/85, 45/89 – Decision of the 

Constitutional Court of Yugoslavia and 57/89, FRY 

Official Gazette No 31/93 and Official Gazette of 

Serbia and Montenegro, No 1/2003 – Constitutional 

Charter – hereinafter: LCT) proclaims in Article 394 

the principle of monetary nominalism, according to 

which when the subject of obligation is an amount of 

money, the debtor is obliged to pay out the number of 

monetary units indicated on the face of the obligation, 

unless otherwise provided by the law. This means that 

the provision of Article 394 is imperative, unless the 

law derogates therefrom in certain cases. This brings 

us to the question as to how the problem of euroisation 

emerged in our country despite this imperative 

provision. When LCT was published in 1978 it 

contained the provision of Article 395 which read that 

if a monetary obligation is made out, contrary to a 

specific federal law, in gold or in a foreign currency, 

its fulfilment may be demanded only in domestic 

currency according to the rate of exchange valid at the 

moment of creation of the obligation. It also contained 

a provision in Article 396 which set forth that a 

provision of a contract where monetary obligation in 

domestic currency is linked to the change in prices of 

goods, commodities or services expressed by a price 

index determined by an authorised organization (index 

                                                 
82See: Slobodan K. Perović (1990), “Obligaciono pravo” [Law of Contracts 

and Torts], volume one, seventh edition, Belgrade, p. 103. et seq., and 

Kenneth L. Karst, Keith S. Rosenn (1975), “Law and Development in Latin 

America, A Case Book“, University of California Press, p. 442. 

clause) shall be deemed null and void. However, it 

also prescribed an exception whereby the index clause 

will be valid if the index is directly economically 

related to the subject of the deal, hence does not have 

a speculative character, or if such provision has been 

agreed to safeguard the living standard of a party to 

the contract. This means that in its first version LCT 

tried to consistently implement the principle of 

monetary nominalism, insisting on “the exchange rate 

at the time when the obligation was created“, and not 

at the time of fulfilment of the obligation (Article 

395), while prohibiting the index clause (Article 396) 

– which practically means valorisation of the 

monetary obligation (the principle of valorism), with 

two mentioned exceptions when the legislator thought 

that allowing valorism was justified.
83

 The conclusion 

is that the first version of LCT introduced monetary 

nominalism as a rule and valorism only as an 

exception in certain cases. 

However, after the adoption of LCT in the early 

1990s, our country experienced hyperinflation, when 

significant loss of real value of the dinar occurred on 

the daily basis. Such circumstances resulted in the fact 

that the implementation of the principle of monetary 

nominalism led to improper release of the debtor of 

his obligation and deprived the creditor of his assets. 

In these extraordinary circumstances, the legislator 

made a justified move and in 1993 amended the LCT 

– in the provision of Article 395 changed the words 

“according to the rate of exchange valid at the moment 

of creation of obligation” into “according to the rate of 

exchange valid at the moment of fulfilment of the 

obligation” and repealed Article 396 (prohibition of 

index clause), which by application of argumentum a 

contrario means that the index clause is allowed 

henceforth.
84

 The Law on the Default Interest Rate 

(FRY Official Gazette, No 32/93) was adopted at the 

same time. It specified that default interest rate is 

composed of retail price growth rate and a fixed rate 

of 1.2% per month applied to the retail price growth 

rate (Article 1 of the Law on the Default Interest 

Rate). In this way, monetary nominalism remained 

only a declarative principle in an unchanged Article 

394 of LCT, while so many exceptions from its 

application marked the transition of our law to 

monetary valorism, implying a free use of the index 

clause – debt valorisation. 

Currency clause or transformation of domestic 

currency into a mere payment instrument 

An extreme form of monetary valorism is free use of 

the currency clause which sets forth that the agreed 

                                                 
83It is interesting that one of the conditions for implementing the exception 

was that the index does not have a speculative character, which indicates how 

currency clauses should be treated at present (e.g. currency clause where the 

obligation is adjusted to the value of Swiss franc relative to the dinar). 

84See: Conclusion No 1/193 of the Consultation of the Federal Court, 

Supreme Military Court, Supreme Court of Serbia, Supreme Court of the 

Republic of Montenegro and Higher Commercial Court in Belgrade of 16 and 

17 November 1993. 
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unit of value (currency of valuation) is a foreign 

currency, while domestic currency is only a medium 

for the settlement of debt, i.e. a mere payment 

instrument.
85

 

Currency clause was introduced in 2002 by the Law 

on Foreign Exchange Operations (FRY Official 

Gazette, No 23/2002), which specified in Article 21 

that contracts in the country may be concluded in 

foreign currency, provided payment and collection are 

effected in dinars. The present Law on Foreign 

Exchange Operations (“RS Official Gazette”, Nos 

62/2006 and 31/2011) also specifies in Article 34 that 

contracts may be concluded in foreign currency, 

provided payment and collection under these contracts 

are effected in dinars. Since the Law on Foreign 

Exchange Operations is a specific law in relation to 

the Law on the National Bank of Serbia (Lat. Lex 

specialis derogat legi generali), the mentioned 

provision of the Law overrides the imperative 

character of Article 54 of the Law on the National 

Bank of Serbia in the part that relates to dinar 

denomination of all pecuniary obligations arising from 

transactions concluded in the Republic of Serbia, 

which means that they may be freely expressed in a 

foreign currency as well. Such provision of the Law 

on Foreign Exchange Operations deprived dinar of 

one of the main functions of money – as a unit of 

value in the territory of a state. That is why it is quite 

justified to name dinar a “flawed currency”. 

Theoretically, it may even be deprived of the attribute 

of money, since it does not meet the requirement of a 

generally accepted definition of money to serve as a 

unit of value. In order to fulfil this requirement, it is 

necessary that the legal order recognizes this attribute. 

Dinar was deprived of this attribute on the basis of the 

law which allows free use of foreign currency as a unit 

of value in the territory of the Republic of Serbia.  

In respect of the use of the currency clause, it is 

important to stress that the whole economic substance 

is in the foreign currency, while domestic currency is 

only a means for the settlement of debt (a mere 

payment instrument). Currency clause is a form of 

monetary valorism which may often have speculative 

character, since cross-currency exchange rates need 

not necessarily reflect the essence of valorism 

(maintaining the purchasing power of money). A 

recent example is that of the Swiss franc, whose value 

was rising unstoppably as a result of distortions in the 

world financial market. Due to this, contractual 

obligations denominated in Swiss francs have 

increased. That did not result in the maintenance of 

purchasing power of money, but contributed to a 

significant increase in that power, placing debtors in 

an unfavourable position. At the same time, this 

represented a violation of the principle of equality of 

mutual considerations referred to in Article 15 of the 

LCT.  

                                                 
85Vrleta Krulj (1978), p. 456. 

There is no doubt that the state itself, by legalizing the 

use of the index clause, has demonstrated its doubts 

about the possibility to maintain the purchasing power 

of its own currency, thereby opting for monetary 

valorism. However, it is not clear whether it was 

aware of the consequences of legalization of the free 

use of the currency clause – i.e. of negating one of the 

attributes of money to the dinar, thus causing 

significant costs for the economy (e.g. through lower 

efficiency of monetary policy instruments). As already 

mentioned, a state has the right to determine the value 

of its own currency, including the right to allow that 

the value of foreign currencies overrides the domestic 

currency. This means that we are currently 

implementing extreme valorism, which includes the 

possibility of adjusting pecuniary obligations both to 

price growth and to exchange rates of foreign 

currencies.
86

 

 

VI.1.3. Treatment of the dinar in positive 

legislation 

The part of the paper dealing with regulatory causes of 

euroisation provides a partial answer to the question of 

treatment of the dinar in our legislation. However, to 

get a complete picture, it is necessary to look into 

systemic laws and bylaws which explicitly or 

implicitly affect the performance of the functions of 

the dinar as a domestic currency in our country’s legal 

system. 

The Law on Foreign Exchange Operations 

As regards the Law on Foreign Exchange Operations, 

it has already been said that it regulates the use of the 

currency clause. But it also regulates numerous other 

issues relating to the use of foreign currency. Article 

34 of this Law sets forth that payments, collections 

and transfers between residents and between residents 

                                                 
86 It is interesting to note that the Constitutional Court of Iceland ruled on 16 

September 2010 that the use of currency clause is contrary to the Constitution 

of Iceland and accordingly, provisions of contracts referring to currency 

clause have been declared null and void. Moreover, the same court made a 

decision on 15 February 2012 (link for decision in Icelandic: 

http://haestirettur.is/domar?nr=7876) that these contracts, now without 

currency clause, are subject to the same interest rates as agreed with the 

assumption of currency clause. This means that interest rates applicable on 

these contracts would be much lower than if the borrowers took their loans in 

the Icelandic crown (e.g. the applicable interest rate would be the interest for 

the Swiss franc or the euro, although these contracts now became contracts in 

the domestic currency to which higher interest rates apply). Such a decision of 

the Constitutional Court of Iceland is not surprising from the legal point of 

view, since the use of the currency clause threatens monetary sovereignty of 

any state by depriving the domestic currency of the attribute of money (as a 

unit of value), which is contrary to the provisions of the constitutions which 

often declare domestic currency as the only legal tender on the state territory. 

In addition, the court decision concerning further use of the agreed interest 

rate represents correct reasoning, since partial nullity of the contract regarding 

currency clause cannot affect other parts of the contract that remain in force 

as agreed. What is surprising is that only two days after the mentioned 

decision was rendered, on 17 February, credit rating agency Fitch increased 

Iceland’s credit rating from BB+ to BBB–. It would be interesting to see what 

decision the Constitutional Court of Serbia would render if proceedings were 

instituted for the evaluation of constitutionality of the provision of Article 34, 

paragraph 7 of the Law on Foreign Exchange Operations (free use of the 

currency clause) and what would happen to the credit rating of our country in 

case this provision is declared unconstitutional. 

http://haestirettur.is/domar?nr=7876
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and non-residents in the Republic of Serbia shall be 

effected in dinars. In this way, the dinar is guaranteed 

one of the functions of money – that of a medium of 

exchange.
87

 In addition, Article 34 of the same Law 

provides for exceptions when payments, collections 

and transfers may also be effected in foreign 

exchange, specifying, among other things that this is 

possible in the case of sale of real estate (Article 34), 

and in the case of loans extended to resident 

individuals for the purchase of real estate in the 

country (Article 34). It is obvious that, in this case, the 

legislator proceeded from an assumption that, as real 

estate represents objects of high value, the use of the 

dinar as a medium of exchange is not appropriate, 

while its use as a unit of value is not even to be 

contemplated. In the sale of real estate, dinar is hardly 

ever used as a medium of exchange. However, in the 

practice of granting housing loans, dinar retained its 

role as a medium of exchange, despite the provision 

referred to above, because these loans, granted as a 

rule with a currency clause, ensure higher earnings for 

the bank than if they were granted in foreign 

exchange.
88

 Likewise, Article 34 prescribes that 

payment for the lease of real estate may also be 

effected in foreign exchange. One can hardly find a 

good reason for this stipulation since monthly amounts 

of rent are not high-value amounts and this cannot be 

the reason for allowing payment of rent in foreign 

exchange. A similar case is the payment of life 

insurance premium (Article 34 of the Law on Foreign 

Exchange Operations), which may be collected in 

foreign exchange without a justifiable cause, 

particularly having in view that this is not allowed in 

the case of payments of contributions to the voluntary 

pension fund, which is a financial product most 

similar to life insurance.
89

 

Article 35 of the Law on Foreign Exchange 

Operations sets forth that the National Bank of Serbia 

shall prescribe the conditions under which banks open 

foreign exchange accounts and the manner of 

maintaining of these accounts and residents’ foreign 

exchange savings deposits. That Article of the Law is 

a legal basis for residents’ savings in foreign exchange 

and thus adversely affects the exercising of the third 

function of the dinar as money – its role as a store of 

                                                 
87 We have already seen how the same law relativizes the function of the dinar 

as a unit of value.  

88 Banks usually grant loans for the purchase of real estate in dinars with the 

currency clause, although this Article of the Law allows them to grant loans in 

foreign exchange. The underlying reason is that in this way banks may make 

profit on exchange rate differentials, because sellers of real estate almost 

invariably demand payment of price in foreign exchange. Therefore, the bank 

additionally charges the borrower – buyer of real estate – for conversion of 

dinars into foreign exchange. 

89 A likely reason for this exception is greater influence that insurance 

companies may have in drafting legislation and thus ensure a better position 

for their developing products (due to a perception of the population who in 

overwhelming percentage keep their savings in foreign exchange, and thus 

find it more acceptable to also pay insurance premiums in foreign exchange), 

than voluntary pension fund management companies, which are far less 

numerous and sell only one financial product. 

value.
90

 However, it imposes an obligation on the 

National Bank of Serbia to define the conditions under 

which banks open and maintain residents’ foreign 

exchange accounts and foreign exchange savings 

deposits. Pursuant to that Article, the National Bank of 

Serbia adopted the Decision on the Conditions of 

Opening and the Manner of Maintaining Foreign 

Exchange Accounts of Residents (“RS Official 

Gazette”, No 67/2006), which does not set specific 

restrictions for the opening of foreign exchange 

accounts of residents – natural persons; hence, that 

may be done freely. We think that certain limitation of 

complete freedom in respect of opening of foreign 

currency accounts of residents – natural persons – 

should be considered as a possible regulatory 

instrument of dinarisation. 

The Law on Trade and the Law on Advertising 

The following systemic law that to a certain extent 

regulates the use of the dinar is the Law on Trade 

(“RS Official Gazette”, No 53/2010). It sets forth in 

Article 41 that the merchant is required to display the 

sale price and unit price of a good or service offered in 

retail trade, in a clear, unambiguous, easily visible and 

legible manner, in the currency of payment operations. 

The currency of payment operations, pursuant to 

Article 34 of the Law on Foreign Exchange 

Operations, is the dinar, except for listed exceptions. 

This means that the merchant (legal or natural person) 

in retail trade is required to display the price in dinars. 

No such requirement exists in respect of wholesale 

trade. 

Advertising of prices of goods and services in dinars is 

governed by the Law on Advertising (“RS Official 

Gazette”, No 79/2005). This Law does not stipulate an 

obligation for advertising of goods and services in 

dinars. It only lays down (in Article 49) that a product 

or service in an advertising message may not be 

untruthfully presented or presented in a manner that is 

misleading in respect of the manufacturer/service 

provider, price, manner of sale, delivery and payment 

of price, origin, quality, quantity, usability, warranty 

terms, service options, official recognitions or other 

trait. It is important to focus on the fact that the Law 

requires, as follows from the mentioned provision, that 

advertising should not be misleading about the price 

and payment of the price. However, there is a question 

whether advertising of the price of a product in a 

foreign currency (e.g. euros), which is very much 

present in advertisements for the sale of new or used 

cars or advertising of tourist trips, represents a 

violation of that provision, when the advertisement 

also includes information that payment should be 

effected in the equivalent value in dinars. We think 

                                                 
90 Information that savings in dinars account for about 2% of total savings in 

Serbia – a negligible amount – is alarming. See: National Bank of Serbia 

(2011), “Report on dinarisation of the financial system of Serbia, September 

2011“, Belgrade. 
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that the above examples do not represent a violation of 

Article 41 of the Law on Advertising, because there is 

nothing misleading in the advertisement either about 

the price or about the manner of payment, since the 

advertisement message indicates that the price will be 

adjusted to the exchange rate of the dinar to foreign 

currency and that the price will be paid in dinars. It is 

worth noting here that the Law on Foreign Exchange 

Operations allows free use of the currency clause, 

meaning that advertising a legal transaction containing 

a currency clause by advertising that same clause is 

not misleading and, to the contrary, helps the user 

understand that the dinar amount concerned is subject 

to the adjustment to the exchange rate of foreign 

currency.
91

 If the legislator wanted to prohibit the use 

of foreign currency in advertisements, he would have 

to set that out explicitly. However, in the case of free 

use of the currency clause, as the case is in our 

country, such a move would only mislead the recipient 

of the advertising message. That is why we believe 

that this form of advertising should be prohibited only 

in the case of introduction of restrictions on the use of 

the currency clause.  

We would expect that in case of absence of explicit 

regulation by other laws, the Law on Tourism (“RS 

Official Gazette”, Nos 36/2009 and 88/2010) would 

regulate the disclosure of the price of tourist trips 

abroad in foreign currency. However, this Law does 

not deal with this issue, suggesting that in this case the 

provisions of general regulations on the free use of the 

currency clause apply. 

Tax and other fiscal laws 

The next group of laws affecting the performance of 

the functions of the dinar as money are tax and other 

fiscal laws. The Law on Public Debt (“RS Official 

Gazette”, Nos 61/2005, 107/2009 and 78/2011), which 

regulates the borrowing of public bodies, sets forth 

that the Republic of Serbia may borrow in domestic 

and foreign currency (Article 4), while Article 34 

prescribes that local authorities may also borrow in 

domestic and foreign currency. These provisions only 

confirm the sovereign right of the state to freely 

choose the currency in which it will borrow in order to 

borrow under the best conditions if at all, at the times 

of crisis. However, it is necessary that the state 

exercises that right responsibly in view of the fact that 

significant borrowing of the state in foreign currency 

affects the performance of the functions of the dinar as 

a medium of exchange, as a generally accepted unit of 

value and as a store of value. If the state does not 

believe in the value of its own currency, why would 

anyone else? The Law on Tax Procedure and Tax 

Administration (“RS Official Gazette”, Nos 80/2002, 

                                                 
91 In interpreting the regulations it is necessary to use the so-called systemic 

interpretation, meaning that the provision of a certain regulation may not be 

interpreted only within the regulation concerned, but also in relation to all 

other regulations of the legal system of the country concerned. 

84/2002, 23/2003, 70/2003, 55/2004, 61/2005, 

61/2007 and 20/2009) and the Law on Budgetary 

System (“RS Official Gazette”, Nos 54/2009, 

73/2010) do not contain relevant provisions that would 

influence the use of the dinar.  

Article 65 of the Law on Personal Income Tax (“RS 

Official Gazette”, Nos 24/2001, 80/2002, 135/2004, 

62/2006, 65/2006, 31/2009, 44/2009, 18/2010 and 

50/2011) prescribes tax exemption from the payment 

of taxes on income from capital arising from interest 

on savings and other deposits (time or demand 

deposits) in dinars. As the rate of tax on income from 

capital is 10%, this provision supports dinarisation, 

because the exemption encourages saving in dinars, 

but not saving in foreign currency.
92

 However, the 

most important thing here is that by providing for tax 

exemption the legislator attempted to strengthen the 

third function of the dinar as money – its role of a 

store of value. If the citizens’ confidence in this third 

function increases, the first two functions of the dinar 

(medium of exchange and unit of value) would 

automatically strengthen. In addition, Articles 14b and 

21а of the same Law prescribe tax incentives for 

payment of contributions into voluntary pension 

funds. This encourages a form of savings in dinars for 

the old age, unlike payment of life insurance 

premiums which may be paid in foreign exchange and 

which the legislator properly decided to exempt from 

any tax incentives. However, the provision of Article 

12а of the same Law prescribes that dinar amounts of 

tax reliefs, amounts used for tax base calculation and 

other dinar amounts used by the Law,
93

 shall be 

adjusted to the annual consumer price index in the 

calendar year preceding the year in which the 

adjustment is made, according to the data provided by 

the republic body in charge of statistics. This means 

that at this point the legislator derogated from 

monetary nominalism and recognized the fact that the 

purchasing power of the dinar is eroding over time and 

that it is necessary to valorise dinar amounts. This 

provision affects the treatment of the dinar as a unit of 

value and a store of value in our legislation.  

 Article 24 of the Law on Value Added Tax (“RS 

Official Gazette”, Nos 84/2004, 86/2004, 61/2005 and 

61/2007) prescribes that value added tax is payable on 

the supply of goods dispatched abroad by a foreign 

recipient as personal luggage, provided that the total 

value of delivered goods is higher than the dinar 

equivalent of EUR 150 according to the middle 

exchange rate of the National Bank of Serbia, 

including the VAT. That is an example how the 

legislator without justification converts the amount 

                                                 
92 It seems that this tax exemption is not sufficient to induce an increase in the 

percentage share of savings in dinars to any significant extent, given the 

negligible amount of savings in dinars relative to savings in foreign exchange 

(see footnote 22).  

93 This applies to dinar amounts referred to in Articles 9, 15а, 18, 21а, 83. and 

101а of the Law on Personal Income Tax.  

http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0060cc/6045_02.htm#80/2002
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0060cc/6045_03.htm#84/02
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0060cc/6045_03.htm#23/03
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0060cc/6045_03.htm#zk70/03
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0060cc/6045_03.htm#zk55/04
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0060cc/6045_03.htm#ZK61/05
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0060cc/6045_03.htm#zk61/07
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0060cc/6045_03.htm#zk20/09
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0264cc/26428.htm?searchField=valut&search=Tra%C5%BEi#zk54/09
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0264cc/26428.htm?searchField=valut&search=Tra%C5%BEi#zk73/10
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0000cc/31.htm?encoding=Latinica#24/01
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0000cc/31.htm?encoding=Latinica#zk80/02i
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0000cc/31.htm?encoding=Latinica#zk135/04
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0000cc/31.htm?encoding=Latinica#zk62/06
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0000cc/31.htm?encoding=Latinica#zk65/06
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0000cc/31.htm?encoding=Latinica#zk31/09
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0000cc/31.htm?encoding=Latinica#zk44/09
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0000cc/31.htm?encoding=Latinica#zk18/10
http://www.propisi.net/DocumnetWebClient/ingpro.webclient.Main/FileContentServlet/propis/0000cc/31.htm?encoding=Latinica#zk50/11
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paid in dinars into foreign currency which is used as a 

unit of value. 

Financial laws 

The next group of laws that influence the performance 

of the functions of the dinar as a domestic currency 

are financial laws. Thus Article 2 of the Law on 

Deposit Insurance (“RS Official Gazette”, Nos 

61/2005, 116/2008 and 91/2010) prescribes that the 

insured deposit amount is the amount of up to 

EUR 50,000 per depositor as follows: (1) for dinar 

deposits – in the dinar equivalent according to the 

official middle exchange rate valid on the date of the 

decision of the competent court on instituting 

bankruptcy or liquidation proceedings; (2) for foreign-

currency deposits that are not denominated in euros – 

in the equivalent of the currency in which the deposit 

is denominated, according to the exchange rate of euro 

against the currency concerned calculated on the basis 

of the middle official exchange rate of the dinar 

against the euro and the middle official exchange rate 

of the dinar against the currency concerned, valid on 

the date of the decision of the competent court on 

instituting bankruptcy or liquidation proceedings. By 

this Article of the Law, the insured amount of the 

deposit is determined in foreign currency even if the 

deposit is held in dinars, when the conversion into 

dinars is performed as if the dinar is a foreign 

currency and euro a domestic currency. Someone may 

find justification for that provision in the fact that 

foreign currency deposits account for about 78% of all 

deposits,
94

 and that the aim of that provision is to 

maintain depositors’ confidence in the stability of the 

financial system to which they entrusted their 

deposits, and that due to this reason the currency that 

is associated with most deposits should be used for 

determining the amount of the insured deposit. 

However, we believe that these reasons are not 

sufficient. Because most deposits are held in foreign 

currencies, the insured amount should be fixed in 

dinars, with valorisation of the prescribed amount by 

the consumer price index or even without any 

valorisation to comparatively support saving in dinars 

and thus support dinar as a unit of value and a store of 

value. Another point is that the insured amount is set 

at the same level for deposits in dinars and in foreign 

currency. By treating these deposits equally in this 

respect the legislator missed the chance to encourage 

dinar deposits which might be done if the insured 

amounts were different. In respect of the collection of 

premium for deposit insurance (Art. 9 to 15) there is 

no explicit provision that the premium for foreign 

currency deposits would be higher. This means that 

foreign currency and dinar deposits are treated equally 

in respect of risk. This is another missed opportunity 

to encourage dinar deposits. Under such 

circumstances, domination of foreign currency over 

                                                 
94 See: National Bank of Serbia (2011). 

dinar deposits is not unexpected. We believe that these 

provisions are very important, since they indicate the 

government’s intention to continue the present state of 

affairs and maintain the imbalance between foreign 

currency and dinar deposits. In this way, the functions 

of the dinar as money are abandoned and deliberately 

replaced by the functions of a foreign currency. 

The new Law on Capital Market (“RS Official 

Gazette”, No 31/2011) sets forth in Article 9 that 

financial instruments issued by domestic issuers and 

traded in the Republic of Serbia shall be denominated 

in dinars, unless the issuer, prior to the issuing of a 

financial instrument, obtains the approval of the 

National Bank of Serbia, which shall prescribe, in a 

by-law, detailed conditions for granting this 

approval.
95

 The legislator in this way enabled the 

National Bank of Serbia to prescribe the conditions for 

the issuing of securities that are not denominated in 

dinars. This bank is thus granted an instrument of 

control over the issuing of these securities and hence 

can contribute to the dinarisation process. However, 

looking at other provisions of the Law on Capital 

Market it is evident that this law uses euro as a unit of 

value in all instances when money is used as a unit of 

value: setting assets and income thresholds for 

professional investors (Article 14), conditions when 

the issuer does not have to prepare a prospectus 

summary (Article 16), minimum capital requirement 

for a market operator (Article 99), conditions for 

admission to the regulated market (Article 121), initial 

contribution for the membership in the Investor 

Protection Fund (Article 136), amounts of secured 

Investor Protection Fund members’ client claims 

(Article 140), minimum capital requirements of an 

investment company (Article 149), conditions for 

determining a professional client (Article 172), 

minimum capital requirement of the Central Securities 

Registry, Depository and Clearing House (Article 

217), etc. The only provisions where the euro is not 

used as a unit of value are punitive provisions. Such a 

wide use of the euro as a unit of value in the Law on 

Capital Market creates an impression that one of the 

objectives of this law is euroisation of the capital 

market, despite the fact that Article 9 confers authority 

to the National Bank of Serbia to grant approvals for 

the issuing of securities that are not denominated in 

dinars.  

In the Law on Banks (“RS Official Gazette”, Nos 

107/2005 and 91/2010) the euro is used as a unit of 

value for setting the amount of pecuniary portion of 

initial capital of a bank (Article 12), specifying that it 

cannot be less than EUR 10,000,000 in the dinar 

equivalent. Foreign currency is also used for setting 

the obligation of the members of the bank’s board of 

                                                 
95 On the other hand, the provisions of the Law on Public Debt apply to the 

issuance of financial instruments denominated in a foreign currency issued by 

the Republic of Serbia, autonomous provinces, municipalities, legal entities 

which are budget beneficiaries and organisations of compulsory social 

insurance (Article 9, paragraph 7 of the Law on Capital Market). 
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directors and executive board to submit a statement in 

writing to the board of directors on proprietary rights 

of such persons and members of their families the 

market value of which exceeds the dinar equivalent of 

EUR 10,000 (Article 78), while the dinar is only used 

in prescribing the substance of criminal offences (Art. 

135 to 136а) and the amount of fines. The same 

situation is with the Insurance Law (“RS Official 

Gazette”, Nos 55/2004, 70/2004, 61/2005, 81/2005, 

101/2007, 63/2009 and 107/2009), which refers to 

dinar equivalent of amounts in euros in respect of the 

pecuniary portion of the initial capital of an insurance 

company (Article 28), pecuniary portion of the initial 

capital of an insurance brokerage company (Article 

76), contract of insurance against liability for damage 

arising from an insurance brokerage activity (Article 

78), pecuniary portion of the initial capital for 

insurance agencies (Article 91), etc. Similarly to the 

Law on Capital Market and the Law on Banks, the 

dinar is only used for setting the amount of fines.
96

 

The situation is the same in the case of the Law on 

Voluntary Pension Funds and Pension Plans (“RS 

Official Gazette”, Nos 85/2005 and 31/2011). 

A positive exception is the new Law on the Protection 

of Financial Services Consumers (“RS Official 

Gazette”, No 36/2011), which sets forth in Article 17 

that the bank and the lessor shall offer the service to 

the consumer primarily in dinars and shall only at the 

request of the consumer enable him to negotiate the 

service in the dinar equivalent of a foreign currency. 

In this way it is clearly stated that the dinar is the 

currency of the Republic of Serbia and that financial 

services providers are required to offer all financial 

services in dinars as well. This provision is an 

important step forward in the process of dinarisation, 

because due to its imperative character the offer of the 

banks has significantly changed, although it has been 

noted in practice that certain providers of financial 

services try to avoid the implementation of this 

provision by setting considerably less favourable 

terms for a service in dinars than for the equivalent 

service in a foreign currency. However, that is a 

matter of implementation and not of law-making. The 

Law on the Protection of Financial Services 

Consumers also uses dinar in all instances where 

money is used as a unit of value. 

The Law on Companies 

The new Law on Companies (“RS Official Gazette”, 

No 36/2011) represents an example of proper 

legislative treatment. In this Law, the dinar is used as 

a sole unit of value, for example in setting the 

minimum initial capital of a limited liability company 

(Article 145), nominal value of shares (Article 258), 

minimum initial capital of a joint stock company 

(Article 293), protection of creditors (Article 319), 

                                                 
96 Moreover, such treatment of the dinar in financial laws may lead to the 

wrong conclusion that the dinar is a kind of a penalty instrument. 

etc., as well as in punitive provisions, with complete 

absence of the euro as a unit of value. If this systemic 

law can be written without using the dinar equivalent 

of amounts in euro, that is sufficient evidence that 

other laws may also be written in the same way. 

Law on Property Restitution and Compensation 

The Law on Property Restitution and Compensation 

(“RS Official Gazette”, No 72/2011) is among the 

recent laws that completely ignore the fact that the 

domestic currency is not the euro but the dinar. In this 

law, all monetary vales are expressed in euros, with 

the exception of punitive provisions. The amount of 

compensation is determined in euros (Article 31), the 

value of confiscated property is expressed in the dinar 

equivalent of the respective value in euros (Article 

32), the value of existing chattels to be returned is 

determined in euros according to their market value 

(Article 33). In addition, to regulate public debt 

occurring on the basis of compensation, the Republic 

of Serbia will issue bonds denominated in euros 

(Article 35), etc. 

By-laws of the National Bank of Serbia 

The National Bank of Serbia has already done a lot in 

achieving a greater degree of dinarisation. This is 

evident from by-laws it adopted which, among other 

things, aim at a higher degree of dinarisation. One of 

the most important regulations is the Decision on 

Banks` Required Reserves with the National Bank of 

Serbia (“RS Official Gazette”, No 3/2011), which 

governs required reserves of banks as an instrument of 

monetary and foreign exchange policy.
97

 This 

Decision recognizes two types of required reserves – 

in dinars and in foreign exchange. Required reserves 

in dinars are calculated against liabilities arising from 

dinar deposits, loans and securities, as well as against 

other dinar liabilities, with the exception of liabilities 

indexed by a currency clause. Foreign exchange 

required reserves are calculated against liabilities 

arising from foreign currency deposits, loans and 

securities and other foreign currency liabilities, as well 

as against dinar liabilities indexed to a currency 

clause. However, the most important thing is that 

required reserve rates differ significantly depending 

on whether the reserving base is in dinars or a foreign 

currency. For example, liabilities in dinars with the 

maturity of up to two years entail a required reserve 

rate of only 5%, while for the same kind of liabilities 

with the maturity of over two years the required 

reserve rate is 0%, meaning that these liabilities are 

not subject to any required reserve. On the other hand, 

required reserve rate on foreign-currency liabilities 

with the maturity of up to two years is 30%, and with 

a longer maturity 25%. In addition, there is an 

obligation to allocate required dinar reserves against 

liabilities in a foreign currency amounting to 15% for 

                                                 
97 See Article 34 of the Law on the National Bank of Serbia. 
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liabilities maturing within two years and 10% for 

liabilities maturing in more than two years. In 

addition, point 10 of this Decision prescribes that the 

National Bank of Serbia shall pay an interest on 

allocated dinar required reserves, which is not the case 

with allocated foreign-currency required reserve. This 

represents an incentive to dinar sources of bank 

financing. This also encourages dinarisation of total 

deposits and savings with banks, since banks incur 

significantly lower costs in respect of dinar sources of 

financing, providing them with the possibility to 

encourage the growth of these sources under more 

favourable terms. A very important characteristic of 

this decision is that it treats foreign-currency indexed 

dinar liabilities as foreign currency liabilities, thus 

recognising that in such cases the dinar is a mere 

payment instrument, while the liability in economic 

sense operates as a liability in a foreign currency. We 

think that this is a very good example of a responsible 

pursuit of monetary and foreign-exchange policy to 

achieve a higher level of dinarisation in the manner 

that strengthens the stability of the financial system, as 

one of the two legally defined objectives of the 

National Bank of Serbia. 

The Decision on the Conditions and Manner of 

Extending Daily Liquidity Loans to Banks Against 

Collateral of Securities (“RS Official Gazette”, Nos 

52/2008, 40/2010, 3/2011 and 18/2011) prescribes that 

the National Bank of Serbia may extend a liquidity 

loan to a bank only against a collateral of dinar 

securities issued by the Republic of Serbia without a 

currency clause and short-term securities issued by the 

National Bank of Serbia. Insistence on dinar securities 

without a currency clause should contribute to a 

growth in banks’ demand for these securities and 

reduce the demand for securities of the Republic of 

Serbia denominated or indexed in a foreign currency. 

This in turn may have an influence on easier 

borrowing of the Republic of Serbia against dinar 

securities. Encouraging the development of a dinar 

securities market is among the factors contributing to 

the success of the dinarisation effort.
98

 

The next decision, complementing the Decision on 

Banks’ Required Reserves with the National Bank of 

Serbia, is the Decision on Interest Rates Applied by 

the National Bank of Serbia in the Implementation of 

Monetary Policy (“RS Official Gazette”, No 45/2011). 

In point 5, indent 1 it lays down that the National 

Bank of Serbia shall pay interest on allocated dinar 

required reserves at the rate of 2.5%. No interest is 

payable on allocated required foreign currency 

reserves according to the same decision. As we have 

already noted, this provision encourages dinar sources 

of financing. 

The Decision on Performance of Financial Derivative 

Transactions (“RS Official Gazette”, No 85/2011) was 

                                                 
98 See: Anne-Marie Gulde, David Hoelscher, Alain Ize, David Marston, 

Gianni De Nicolo (2004), p. 23. 

adopted pursuant to Article 16 of the Law on Foreign 

Exchange Operations and enables negotiation of 

financial derivatives for the purpose of, among other 

things, hedging against the exchange rate risk. A 

financial derivative contract for hedging against the 

exchange rate risk involves negotiation of the value of 

liability or receivable depending on the change in the 

exchange rate. This decision does not have a direct 

impact on the process of dinarisation, but is important, 

because it enables control of the exchange rate risk 

(foreign exchange risk) which in euroised economies 

affects the performance of financial institutions (and 

the economy and population as well) in the manner 

that strengthens the financial stability of the country. 

The Decision on the Classification of Bank Balance 

Sheet Assets and Off-Balance Sheet Items (“RS 

Official Gazette”, No 94/2011) prescribes as one of 

the cumulative reasons to classify receivables from a 

debtor into category E (category with the highest risk 

for which reserves for estimated losses equal 100%) 

the condition that a considerable amount of the 

borrower’s total monthly credit obligations is 

contracted in foreign currency or in dinars with a 

foreign currency clause. The same Decision prescribes 

that total monthly credit obligations are contracted in a 

considerable amount in foreign currency or in dinars 

with a foreign currency clause if at least 20% of those 

obligations are contracted in this way. It is important 

for the use of the dinar that this Decision addresses 

considerable assumption of foreign exchange risk. In 

addition, like the Decision on Banks’ Required 

Reserves with the National Bank of Serbia, this 

Decision treats dinar liabilities with a currency clause 

in the same way as foreign currency liabilities by 

recognizing their economic substance rather than their 

legal form (substance over form doctrine). 

Also, in accordance with point 368 of the Decision on 

Capital Adequacy of Banks (“RS Official Gazette”, 

No 46/2011), which regulates capital requirements for 

foreign exchange risk, foreign currency assets and 

foreign currency liabilities imply assets and liabilities 

denominated in dinars and indexed to the currency 

clause. Point 371 of this Decision imposes an 

obligation for banks to maintain their foreign 

exchange risk ratio, as the ratio of net open foreign 

exchange position to the bank’s capital, at the level of 

up to 20%. This allows the control of foreign-

exchange risk assumed by a bank, which may be 

significant in euroised systems. As regards the use of 

foreign currency as a unit of value, in point 243 of the 

same decision the annual income is expressed as the 

dinar equivalent of an amount in euros, while point 5 

imposes an obligation on a bank to maintain the 

amount of its capital at all times in the amount higher 

than or equal to the dinar equivalent of 

EUR 10,000,000 (the latter is a provision taken over 

from Article 22 of the Law on Banks and the National 

Bank of Serbia may not, in a by-law, independently 

change the condition expressed in euros, as this would 
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require a prior amendment of the law). On the other 

hand, amounts in points 150 and 151 are expressed in 

dinars. 

The treatment of the dinar in positive regulations 

discussed above is manifestly inconsistent, since some 

regulations favour the use of foreign currency, while 

others encourage the use of the dinar. At the same 

time, in certain regulations we can find the provisions 

which encourage both the use of the dinar and the use 

of foreign currency. One of the causes of this 

vacillation is the absence of a clearly defined legal and 

political goal at the state level, which should demand 

that all regulations take care of the performance of the 

functions of the dinar as the domestic currency, in 

other words to aim at practicing monetary sovereignty. 

With this aim, it is necessary to develop regulatory 

mechanisms and instruments which encourage a 

greater use of the dinar. 

Treatment of the dinar in Government decrees 

Performance of functions of the dinar as a unit of 

value, a store of value and a medium of exchange is 

under considerable influence of Government decrees 

which lay down incentives for the development of 

various fields. Due to this, they will be discussed as a 

separate group of regulations. In the continuation we 

will present an analysis of the use of the dinar in these 

decrees in the last three years by areas governed by 

these decrees to be able to determine the legal and 

policy trend of the use of the dinar in Government 

acts, i.e. the attitude of the executive authority 

regarding the performance of the functions of the 

dinar. 

Incentives for agricultural production 

The Decree Determining the Programme of Measures 

for Agricultural Production Crediting in 2009 (“RS 

Official Gazette”, Nos 18/2009, 21/2009, 43/2009, 

49/2009 and 77/2009) establishes the Programme of 

Measures for Agricultural Production Crediting in 

2009. In its Section III, sub-section 1, which regulates 

short-term crediting, this Decree prescribes that loans 

repayable within three, six, nine and twelve months 

are extended in dinars without a currency clause, with 

maximum effective interest rate equal to the key 

policy rate of the National Bank of Serbia + 5%. The 

incentive is exercised through subsidising the interest 

rate in the amount of the key policy rate of the 

National Bank of Serbia and in some cases key policy 

rate + 2%. This means that, according to this Decree, 

short-term loans are dinar loans without a currency 

clause. However, in sub-section 2, which refers to 

long-term crediting, the Decree stipulates that long-

term loans (repayment period five years, except for the 

construction of facilities, establishment of vineyards 

and kernel fruit plantations, where the repayment 

period is eight years) are extended with the 

compulsory application of the currency clause by 

determining the loan amount and instalments in euros, 

while the borrower repays instalments in the dinar 

equivalent of the relevant amount. In addition, the 

maximum interest rate on these loans, for the part 

financed by the bank (60% of the loan amount) is 

determined as six-month Euribor + 10% or 12.5%, 

whichever is higher, while the government-financed 

portion is interest-free. In this way the Government 

has obviously shown that dinar may perform its 

functions as a unit of value and a store of value only in 

the short run – up to one year, while in the longer run 

foreign currency has to be used as a stable unit of 

value and store of value. However, it is important to 

note that funds allocated for short-term crediting 

pursuant to this Decree amount to 300 million dinars, 

while funds intended for long-term crediting are ten-

fold higher, amounting to three billion dinars.
99

 This 

enables foreign-currency denomination of an amount 

which is ten-fold higher than the amount in dinars. 

The cause of this imbalance is probably a greater 

demand for long-term sources of financing compared 

with short-term sources, which is justified. However, 

what cannot be justified is prescribing that long-term 

loans will be extended only with the currency clause, 

since this adversely affects the performance of the 

function of the dinar as a unit of value.
100

 

The situation was similar in 2010, when three decrees 

governing incentives for agriculture crediting were 

passed. The Decree Determining the Programme of 

Measures for Long-Term Crediting of Agricultural 

Production in 2010 and 2011 (“RS Official Gazette”, 

Nos 6/2010 and 5/2010) prescribes that long-term 

loans (repayment period five years, except for the 

construction of facilities, establishment of vineyards 

and kernel fruit plantations, where the repayment 

period is eight years) are extended with compulsory 

application of the currency clause by determining the 

loan amount and instalments in euros, while the 

borrower repays instalments in the dinar equivalent of 

the relevant amount. In addition, the maximum 

interest rate on these loans, for the part financed by the 

bank (60% of loan amount), is determined as six-

month Euribor + 10% or 13.5% (an even higher rate 

than a year ago), whichever is higher, while the 

government-financed portion is interest-free. Funds 

intended for this kind of crediting amounted to 3.5 

billion dinars.
101

 The practice of extending long-term 

loans with a compulsory currency clause obviously 

persisted.  

The Decree Determining the Programme of Measures 

for Subsidising Interest for Short-Term Crediting of 

                                                 
99 See Section II of the Programme of Measures for Agricultural Production 

Crediting in 2009. 

100 This case also raises doubts whether it is justified to subsidise foreign 

currency indexed loans with such high interest rates amounting to Еuribor + 

10% or 12.5%, which calls for an explanation whether these are usurious 

interest rates paid by the government. 

101 See Section II of the Programme of Measures for Long-Term Agricultural 

Production Crediting in 2010 and 2011. 
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Agricultural Production in 2010 (“RS Official 

Gazette”, Nos 6/2010 and 20/2010) prescribes that 

short-term loans (with repayment period of three, six, 

nine and 12 months) are extended in dinars without a 

currency clause, with maximum effective interest rate 

equal to the key policy rate of the National Bank of 

Serbia + 6%. The incentive is provided through 

subsidising the interest rate in the amount of key 

policy rate of the National Bank of Serbia and in some 

cases key policy rate + 3%. Funds intended for this 

kind of crediting amounted to 300 million dinars.  

Another decree passed in 2010 is the Decree 

Establishing the Programme of Measures for Long-

Term Crediting of Agricultural Production through 

Banks in Collaboration with Units of Local Self-

Government in 2010 and 2011 (“RS Official Gazette”, 

No 11/2010). This Decree prescribes that long-term 

loans (repayment period for the principal is between 

three and five years, following a 12-month grace 

period) are extended with compulsory use of the 

currency clause by determining the loan amount and 

instalments for repayment in euros, while the 

borrower repays due instalments in the dinar 

equivalent of the relevant amount. In addition, the 

maximum interest rate on these loans, for the part 

financed by the bank (50% of loan amount) is 

determined as six-month Euribor + 10% or 13.5%, 

whichever is higher, while the portion financed by the 

government and local self-government units is 

interest-free. Funds intended for this kind of crediting 

amounted to 700 million dinars. The Government 

obviously, until the end of 2010, persisted on the 

principle that in the long run the dinar cannot perform 

the function of a unit of value.  

However, the approach changed in 2011 with the 

adoption of the Decree on the Incentives to 

Agricultural Production Through Loan Support by 

Subsidising a Part of Interest Rate in 2011 (“RS 

Official Gazette”, Nos 33/2011, 38/2011 and 80/ 

2011). Article 8 prescribes that a loan under that 

Decree shall be granted for a repayment period of no 

longer than three years and that it shall be granted in 

dinars. This made possible the extension of long-term 

loans with incentives in dinars, representing a shift in 

practice present in decrees passed in 2009 and 2010. 

The same Article sets forth that the borrower shall pay 

a fixed interest rate of 8% on the outstanding part of 

the loan, while the remaining interest shall be 

subsidised by the government, making these loans 

very favourable. This represented a shift in the policy 

of subsidising incentive loans for agricultural 

production, which implied that long-term loans were 

granted only with a currency clause. Therefore, this 

change contributes to the performance of functions of 

the dinar as a domestic currency. 

Incentives for livestock breeding 

Pursuant to Article 8 of the Decree on the Distribution 

and Use of Incentives for Genetic Promotion of 

Livestock Breeding in 2009 (“RS Official Gazette”, 

Nos 14/2009 and 53/2009) incentives are established 

per head as a one-off amount in dinars. The same 

situation is with the Decree on Distribution and Use of 

Incentives for Genetic Promotion of Livestock 

Breeding in 2010 (“RS Official Gazette”, Nos 17/2010 

and 57/2010), and the Decree on Distribution and Use 

of Incentives for Genetic Promotion of Livestock 

Breeding in 2011 (“RS Official Gazette”, Nos 13/2011 

and 91/2011). 

The Decision on the Establishment of the Programme 

for Distribution and Use of Funds for Livestock 

Breeding Development and Promotion for 2009 (“RS 

Official Gazette”, No 16/2009) uses amounts in dinars 

as the unit of value and payment instrument. 

Likewise, in Article 6 of the Decree on the Conditions 

and Manner of Use of Incentives for Rural 

Development by Investments into Farm Households 

for the Production of Vegetables, Cereals, Industrial 

Crops and Investments into the Purchase of 

Foundation Stock in Livestock Production for 2010 

(“RS Official Gazette”, No 15/2010), maximum 

amounts of incentives have been set in dinars.  

In Article 8 of the Decree on the Use of Incentives for 

the Development of Livestock Breeding in 

Collaboration with Units of Local Self-Government in 

2011 (“RS Official Gazette”, Nos 56/2011, 74/2011, 

82/2011 and 100/2011), the maximum amounts of 

incentives have been set in dinars. 

Obviously, when decrees relating to incentives to 

livestock breeding are concerned, the dinar is the unit 

of value applied.  

Incentives for the producers of food and farm 

produce 

Article 2 of the Decree on the Use of Funds for 

Subsidies to Producers of Agricultural and Food 

Products for 2009 (“RS Official Gazette”, No 16/2009 

and 21/2009) lays down incentives in percentages of 

the export price of products, while Article 5 defines 

that the basis for the calculation of subsidies (export 

price of products) is the dinar equivalent of foreign 

currency collected for exported products. The same 

refers to the Decree on the Use of Subsidies to 

Producers of Agricultural and Food Products for 2010 

(“RS Official Gazette”, No 20/2010, 24/2010, 46/2010 

and 58/2010), which was adopted a year later, and to 

the Decree on the Use of Funds for Subsidies to 

Producers of Agricultural and Food Products for 2011 

(“RS Official Gazette”, No 14/2011). That is one of 

the rare examples when it is justified to use the dinar 

equivalent of foreign currency when determining the 

incentive, since it refers to the export of goods which 

are actually sold for foreign currency and the incentive 
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in dinars should correlate to the value in foreign 

currency. 

The Decree on the Establishment of the Programme 

for Distribution and Use of Funds for Crediting 

Enterprises Engaging in Food Industry for 2009 (“RS 

Official Gazette”, No 70/2009) specifies that loans 

under that Decree are granted with the application of 

the currency clause. The decree under the same title 

for 2010 (“RS Official Gazette”, No 43/2010) 

specifies the same condition. Unlike the incentives for 

the export of goods, in this case there is no valid 

reason for the use of the currency clause. 

Incentives for the production of milk and meat 

Article 5 of the Decree on Milk Premium for 2009 

(“RS Official Gazette”, Nos 21/2009, 28/2009 and 

59/2009) establishes milk premium amounting to 1.40 

dinars per one litre of delivered milk. Likewise, 

Article 5 of the Decree on Conditions and Manner of 

Using Milk Premium for 2010 (“RS Official Gazette”, 

Nos 7/2010 and 93/2010) prescribes milk premium in 

the amount of 4.00 dinars per litre of delivered milk. 

In addition, Article 5 of the Decree on Conditions and 

Manner of Using Milk Premium for 2011 (“RS 

Official Gazette”, No 9/2011) defines milk premium 

amounting to 5.00 dinars per litre of delivered milk. 

That means that dinar has been continuously used as a 

unit of value to determine the amount of milk 

premium. One may wonder why the use of dinar as a 

unit of value does not represent a problem here, since 

milk premium may be a very high amount in the total 

sum. This shows that the Government has the power, 

when choice of the unit of value is concerned, to opt 

for the dinar, making it a generally accepted 

convention, as in the case of milk premiums. This 

approach would be welcome in many other areas. 

Article 6 of the Decree on Conditions and Manner of 

Using Incentives for Rural Development Through 

Investments in Farms for Milk and Meat Production in 

2010 (“RS Official Gazette”, Nos 15/2010 and 

33/2010) sets forth that incentives are established as a  

percentage of the total value of the completed 

investment, without VAT, and that the percentage is 

50%. Article 6 of the same Decree prescribes 

maximum amounts of incentives by types of 

investment in dinars.  

The same approach has been applied in the Decree on 

Conditions and Manner of Using Incentives for Rural 

Development Through Investments in Meat and Milk 

Processing Facilities in 2010 (“RS Official Gazette”, 

Nos 15/2010 and 59/2010) In this way, by using the 

dinar as a unit of value, the value of incentive funds is 

preserved, making us wonder why the same approach 

is not used in other cases. 

This approach is also applied in Article 13 of the 

Decree on Conditions and Manner of Using Incentives 

for Rural Development Through Investments into 

production and Processing of Milk, Meat, Fruit, 

Grapes and Vegetables and Support to Activities 

Aimed at Creating Products with Higher Added Value 

in 2011 (“RS Official Gazette”, No 86/2011). 

Incentives for investment without specified 

purpose 

The Decree on Conditions for the Use of Co-financed 

Loans for Investments, with the Guarantee of the 

Development Fund of the Republic of Serbia in 2009 

(“RS Official Gazette”, Nos 9/2009, 34/2009, 36/2009 

and 43/2009) lays down co-financing of loans for 

investments in 2009. According to Article 6 of this 

Decree, a loan is granted with the application of a 

currency clause in the dinar equivalent of the relevant 

amount in euros, with repayment period of three to 

five years and grace period from six to 12 months. 

According to Article 2 of the Decree, the 

Development Fund of the Republic of Serbia co-

finances every individual loan in the amount of 30%, 

while banks provide the remaining 70% from their 

sources and the Guarantee Fund guarantees 75% of 

the latter portion. Funds intended for this type of co-

financing totalled five billion dinars. This is obviously 

a regulation that ignores the functions of the dinar as a 

unit of value and a store of value.  

The Decree on Conditions and Manner of Attracting 

Direct Investments (“RS Official Gazette”, Nos 

34/2010 and 41/2010) was adopted the following year. 

In Article 4 it defines the amount of funds in euros 

that may be awarded to an investor for every new job. 

The authors of this Decree obviously thought that 

direct investments may be attracted only by promising 

amounts in euros. It is interesting that Article 17 of the 

same Decree stipulates that in the pay-out application 

to be submitted by the beneficiary, the amount of 

requested funds is expressed in dinars. Article 17 

evidently has only a declarative character, i.e. it states 

that the amount will be paid in dinars, while the 

amount is linked to the value of euro. Thus, in this 

case dinar is only a mere payment instrument 

(medium of exchange), while all economic substance 

is in the foreign currency. 

The Decision on Conditions for Subsidising Interest 

Rate on Loans for Investments in 2010 (“RS Official 

Gazette”, Nos 34/2010 and 41/2010) was passed in the 

same year. Its Article 3 lays down that loans for 

investments shall be extended through a bank in the 

Republic of Serbia, with the application of the 

currency clause, repayment period of up to five years 

and grace period from six to 12 months. In addition, 

maximum amounts are set in euros, with a note that 

they relate to the equivalent value in dinars. Article 4 

sets maximum nominal interest rate in the amount of 

three-month Euribor + 4%, which is interest applied to 

euro-denominated loans. Funds earmarked for this 

kind of subsidy amounted to 235 million dinars. The 

authors of the Decree obviously followed the general 
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practice that when investments are concerned, the 

relevant currency is the euro. 

The Decree on Conditions and Manner of Attracting 

Direct Investments (“RS Official Gazette”, Nos 

42/2011, 46/2011 and 84/2011) was passed a year 

later. It preserved the same treatment of the dinar as 

currency described in respect of the Decree with the 

same title adopted in the previous year. Like the 2009 

Decree, the 2010 Decree prescribes in Article 4 the 

amount of funds which may be allocated to an 

investor, in euros per each new job. However, the only 

difference is that the amount of funds requested in the 

pay-out application to be submitted by the beneficiary 

does not have to be stated in dinars. It appears that no 

actual importance of the former declarative provision 

has been noticed. 

The same refers to the Decree on Conditions for 

Subsidising Interest Rate on Loans for Investments in 

2011 (“RS Official Gazette”, No 1/2011). In respect of 

the treatment of the dinar, it fully corresponds to the 

Decree with the same title passed in 2010. In Article 3 

it specifies that loans for investments are extended 

through a bank in the Republic of Serbia, with the 

application of the currency clause, repayment period 

of up to five years and grace period of six to 12 

months. In addition, maximum amounts are set in 

euros, with a note that they relate to the equivalent 

value in dinars. Article 4 sets maximum nominal 

interest rate in the amount of three-month Euribor + 

4%, which is the interest applied to euro-denominated 

loans. Funds earmarked for this kind of subsidy in 

2011 amounted to 700 million dinars. 

It is obvious, when decrees relating to subsidies for 

investments in unspecified sectors are concerned, the 

Government firmly advocates the position that it is 

more useful in such cases to use foreign currency than 

the dinar. By doing this, they send a negative signal to 

investors about the preservation of the domestic 

currency's value.  

Incentives for construction industry 

Article 5 of the Decree on Measures of Support to 

Construction Industry Through Subsidising Interest 

Rate on Housing Loans and Long-Term Housing 

Crediting in 2009 (“RS Official Gazette”, Nos 

77/2009, 78/2009, 96/2009 and 103/2009) prescribes 

that the maximum amount of the loan that may be 

granted to a borrower under this Decree may amount 

to the dinar equivalent of EUR 100,000.00 on the date 

of loan disbursement. Article 7 of the same Decree 

prescribes that the interest rate on housing loans to 

which the Decree applies may not exceed six-month 

Euribor + 4.9%. Since that interest rate applies to 

euro-denominated or euro-indexed loans, in this way 

the Government exempted dinar loans without a 

currency clause from financial support, in other words 

encouraged the application of the currency clause or 

crediting in foreign exchange for housing loans. Funds 

intended for that type of financial support in 2009 

amounted to 750 million dinars. 

The same refers to the Decree with the same title, the 

Decree on Measures of Support to Construction 

Industry Through Subsidising of Interest Rate on 

Housing Loans and Long-Term Housing Crediting in 

2010 ((“RS Official Gazette”, Nos 2/2010, 4/2010, 

5/2010, 72/2010, 76/2010, 94/2010 and 98/2010), 

adopted a year later. Article 5 of that Decree 

prescribes that the maximum amount of the loan that 

may be granted to a borrower under this Decree may 

amount to the dinar equivalent of EUR 100,000.00 on 

the date of loan disbursement. In addition, Article 7 

specifies that maximum interest rate equals six-month 

Euribor + 4.9% Funds intended for that type of 

financial support in 2010 amounted to 2.78 billion 

dinars. 

Another regulation adopted the same year was the 

Decree on Measures of Support to Construction 

Industry Through Subsidising Interest Rate on Loans 

for the Financing of Housing Construction in 2010 

(“RS Official Gazette”, Nos 4/2010 and 91/2010). 

This Decree in Article 5 lays down the conditions 

under which the borrower may sell apartments built 

from the funds allocated under that Decree. One of the 

conditions defined by that Article is the maximum 

price per square metre of a newly-built apartment in 

euros (e.g. for apartments built in Belgrade in 

buildings located in zones as defined by the relevant 

zoning decision as follows: in zone 2 – 

EUR 1,595/sq.m; in zone 3 – EUR 1,290/sq.m; in 

zone 4 – EUR 945/sq.m; in other zones other than 

extra zone and zone 1 – EUR 695/sq.m – Article 5 of 

the Decree). In addition, Article 8 of the Decree 

specifies that the amount of loan funds is calculated in 

euros and paid out to the borrower in the dinar 

equivalent at the middle exchange rate of the National 

Bank of Serbia on the date of payment. Funds 

allocated for this type of financial support in 2010 

equalled two billion dinars. 

The Decree on Measures of Support to Construction 

Industry through Long-Term Crediting of Housing 

Construction in 2011 (“RS Official Gazette”, Nos 

1/2011, 3/2011, 12/2011 and 87/2011) treats dinar in 

the same way as the decree with the same title passed 

in 2010. Funds allocated to that kind of financial 

support in 2011 amounted to 1.854 billion dinars. 

Another regulation passed in the same year is the 

Decree on Measures of Support to Construction 

Industry through Subsidising of Interest Rate on Loans 

for Financing of Housing Construction in 2011 (“RS 

Official Gazette”, Nos 44/2011, 89/2011 and 

93/2011). This Decree in Article 5 lays down the 

conditions under which the borrower may sell 

apartments built from the funds allocated under that 

Decree. One of the conditions specified by that Article 

is the maximum price per square metre of a newly-

built apartment in euros. In addition, Article 9 of the 
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Decree specifies that the amount of loan funds is 

calculated in euros and paid out to the borrower in the 

dinar equivalent at the middle exchange rate of the 

National Bank of Serbia on the date of payment. 

Article 10 prescribes that the interest is also calculated 

in euros. Funds intended for that type of financial 

support in 2011 amounted to 500 million dinars. 

When regulating subsidies for various forms of 

housing loans, the Government obviously proceeded 

from the assumption that the loans concerned are of 

high value and granted over a long term and hence 

denies the possibility that the dinar may be a unit of 

value in these contracts. We think that such reasoning 

is not justified, since dinar is the currency proclaimed 

by law to be the national currency.  

Incentives for the production of automobiles, 

tractors, buses and trucks 

Article 4 of the Decree on Conditions and Manner of 

Implementation of Subsidised Purchase of 

Automobiles Manufactured in the Republic of Serbia 

through Old-for-New Swap in 2009 (“RS Official 

Gazette”, Nos 15/2009, 25/2009, 66/2009, 72/2009, 

94/2009 and 103/2009) prescribes that subsidised 

purchase is implemented by reducing the sales price of 

a new car by the amount of EUR 1,000 in the dinar 

equivalent at the middle exchange rate of the National 

Bank of Serbia on the date of sale. Funds allocated to 

this kind of financial support in 2009 amounted to 1.3 

billion dinars. 

The same refers to the Decree on Conditions and 

Manner of Implementation of Subsidised Purchase of 

Automobiles Manufactured in the Republic in Serbia 

through Old-for-New Swap in 2010 (“RS Official 

Gazette”, Nos 3/2010, 26/2010, 43/2010 and 

67/2010). Funds intended for this type of financial 

support in 2010 amounted to 800 million dinars. 

Similar characteristics can be found in the Decree on 

Conditions and Manner of Implementation of 

Subsidised Purchase of Automobiles Manufactured in 

the Republic of Serbia through Old-for-New Swap in 

2011 (“RS Official Gazette”, Nos 1/2011, 47/2011 and 

85/2011). Article 4 of this Decree sets forth that 

subsidised purchase is carried out by reducing the 

price of a new car by 600 euros or by 1,000 euros for 

automobiles using natural gas as fuel, in the dinar 

equivalent at the middle exchange rate of the National 

Bank of Serbia on the date of sale. Funds allocated to 

that kind of financial support in 2011 equalled 250 

million dinars. 

Article 4 of the Decree on Conditions and Manner of 

Supporting Manufacturing and Sale of Tractors in the 

Republic of Serbia (“RS Official Gazette”, Nos 

28/2009 and 96/2009) prescribes that manufacturing 

and sale is supported by reducing the manufacturer’s 

price of a new tractor by the dinar equivalent of 2,000 

euros. Funds allocated for that kind of financial 

support in 2009 equalled 400 million dinars. 

However, Article 4 of the Decree on Conditions and 

Manner of Supporting Manufacturing and Sale of 

Tractors and Tractor Implements in the Republic of 

Serbia in 2010 (“RS Official Gazette”, Nos 3/2010, 

50/2010, 72/2010, 87/2010 and 94/2010) sets forth 

that support to manufacturing and sale is carried out 

through percentage reduction  of the manufacturer’s 

price. In this way, the amount in foreign currency that 

was used in the relevant Decree in 2009 is replaced by 

a percentage, so that the use of foreign currency as a 

unit of value was thus smartly avoided. Funds 

allocated for that kind of financial support in 2010 

equalled 298 million dinars. 

We have an identical situation in the Decree on 

Conditions and Manner of Supporting Manufacturing 

and Sale of Tractors and Tractor Implements in the 

Republic of Serbia in 2011 (“RS Official Gazette”, 

Nos 1/2011, 39/2011, 43/2011 and 96/2011). Article 4 

of the Decree specifies that manufacturing and sale is 

supported through a percentage reduction of the 

manufacturer’s price. Funds allocated for that kind of 

financial support in 2011 totalled 250 million dinars.  

Similar provisions are contained in the Decree on 

Conditions and Manner of Supporting Manufacturing, 

Sale and Implementing Subsidised Purchase of Buses 

Manufactured in the Republic of Serbia in 2010 (“RS 

Official Gazette”, Nos 6/2010 and 38/2010). Article 4 

of the Decree specifies that manufacturing and sale is 

supported through a percentage reduction of the 

manufacturer’s price of a new bus. Funds allocated for 

that kind of financial support in 2010 totalled 300 

million dinars. 

Likewise, the Decree on Conditions and Manner of 

Supporting Manufacturing and Sale and Implementing 

Subsidised Purchase of Buses Manufactured in the 

Republic of Serbia in 2011 (“RS Official Gazette”, 

Nos 28/2011 and 96/2011) specifies in Article 4 that 

support to manufacturing and sale is effected through 

a 20% percentage reduction of the manufacturer’s 

price. Funds allocated for that kind of financial 

support in 2011 totalled 500 million dinars. 

Subsidised purchase through a percentage reduction of 

the manufacturer’s price by 10% was also applied in 

Article 4 of the Decree on Conditions and Manner of 

Implementing Subsidised Purchase of Trucks 

Manufactured in the Republic of Serbia through Old-

for-New Swap (“RS Official Gazette”, No 81/2009). 

Funds allocated for that kind of financial support in 

2009 totalled 50 million dinars. 

The same principle (percentage reduction of the 

manufacturer’s price) was applied in Article 4 of the 

Decree on Conditions and Manner of Subsidising 

Manufacturing, Overhaul and Sale of Construction 

Machinery and Freight Motor Vehicles – Trucks and 

Implementing Subsidised Purchase of Freight Motor 

Vehicles – Trucks Manufactured in the Republic of 

Serbia through Old-for-New Swap in 2010 (“RS 



Financial Stability Report                                                                                                                                                  National Bank of Serbia 

 

125 

Official Gazette”, Nos 3/2010, 49/2010 and 67/2010). 

Funds allocated for that kind of financial support in 

2010 totalled 350 million dinars. 

The same principle of providing incentives to 

manufacturing was applied in the Decree on 

Conditions and Manner of Supporting Manufacturing, 

Overhaul and Sale of Construction Machinery, 

Manufacturing and Sale of Freight Vehicles and 

Special Superstructures on Truck Chassis and 

Implementing Subsidised Purchase of Freight 

Vehicles Manufactured in the Republic of Serbia 

through Old-for-New Swap in 2011 (“RS Official 

Gazette”, Nos 1/2011 and 96/2011). Funds earmarked 

for that kind of financial support in 2011 equalled 350 

million dinars. 

It follows from the foregoing that the Government has 

shown how the value of a certain incentive can be 

maintained without necessarily resorting to foreign 

currency, and even without any use of domestic 

currency either. As can be noticed, in certain decrees 

concerning the incentives for the manufacturing of 

automobiles, incentives are expressed in foreign 

currency, while in the others, referring to incentives to 

manufacturing of tractors, buses or trucks a different 

method was applied and the use of foreign currency 

was avoided. Changes should be made in all these 

decrees and they should also involve the introduction 

of incentives expressed in dinars, as that would 

contribute to the performance of the function of the 

dinar as a unit of value. 

Incentives for consumption 

Article 3 of the Decree on Conditions and Criteria for 

Subsidising Interest Rate on Consumer Loans and 

Loans for Legal Entities or Financial Leasing for the 

Purchase of Certain Durable Consumer Goods, 

Services and Tourist Trips in 2009 (“RS Official 

Gazette”, Nos 9/2009, 28/2009, 29/2009, 34/2009, 

81/2009, 94/2009 and 96/2009) prescribes that 

consumer loans or financial leasing under that Decree 

are granted using currency clause, with repayment 

period up to five years. However, certain 

modifications were introduced a year later. Article 3 

of the relevant Decree in 2010 (“RS Official Gazette”, 

Nos 2/2010, 6/2010, 20/2010, 28/2010, 40/2010, 

43/2010, 50/2010, 53/2010, 67/2010 and 76/2010) 

prescribes that consumer loans and financial leasing 

are granted using currency clause with repayment 

period of up to seven years for automobiles, tractors, 

buses, construction machinery and freight motor 

vehicles – trucks, while in the case of purchase of 

farm machinery, furniture, carpets, flooring, 

construction materials, sanitary appliances, household 

appliances, computers with monitor and speakers, 

domestic software, services of application of software 

solutions and purchase of tourist trips – consumer 

loans and loans for entrepreneurs and legal entities are 

also granted in dinars with repayment period of up to 

three years with a 12-month grace period. It is obvious 

that the enacting authority for this Decree formerly 

advocated the approach that only foreign currency can 

be a unit of value, but later changed this approach and 

enabled also loans in dinars. However, it is important 

to note that these dinar loans have repayment period of 

up to three years and grace period of one year, making 

it four years in total. In this way the Government 

supported the maintenance of the purchasing power of 

the dinar in the long run, which is a positive signal. 

The same approach was applied in the Decree on 

Conditions and Criteria for Subsidising Interest Rate 

on Consumer Loans and Loans to Legal Entities or 

Financial Leasing, for the Purchase of Certain Durable 

Consumer Products, Services and Tourist Trips in 

2011 (“RS Official Gazette”, Nos 1/2011, 26/2011, 

52/2011 and 93/2011). Funds earmarked for the 

implementation of these Decrees amounted to 375 

million dinars in 2009, 550 million dinars in 2010 and 

790 million dinars in 2011. 

Incentives for tourism 

Article 8 of the Decree Establishing Criteria and 

Detailed Conditions for Incentive Loans to Support 

the Quality of Catering Offer by Natural Persons, 

Small and Medium-Sized Enterprises in the Area of 

Tourism for 2009 (“RS Official Gazette”, No 3/2009) 

sets forth that loan funds under that Decree are 

effected through the Development Fund of the 

Republic of Serbia with the use of currency clause. 

The same approach was applied in the Decree on 

Conditions and Manner of Award and Use of Funds 

for Incentive Loans to Support the Quality of Catering 

Offer in the Area of Tourism for 2010 (“RS Official 

Gazette”, Nos 4/2010 and 72/2010), and in the Decree 

on Conditions and Manner of Award and Use of 

Funds for Incentive Loans to Support the Quality of 

Catering Offer in the Area of Tourism for 2011 (“RS 

Official Gazette”, No 1/2011). When incentives to 

tourism are concerned, the Government seems to 

persist in only supporting the loans denominated in 

foreign currency. 

Subsidies – liquidity maintenance and financing of 

long-term current assets 

Article 3 of the Decree on Conditions for Subsidising 

Interest Rates on Loans for Liquidity Maintenance and 

Financing of Long-Term Current Assets in 2009 (“RS 

Official Gazette”, Nos 9/2009, 34/2009, 36/2009, 

47/2009 and 49/2009) prescribes that loans under that 

Decree are extended with the use of currency clause 

for a period of 12 months and may also be granted in 

dinars.  

However, there was a shift in Government policy next 

year. Consequently, Article 3 of the Decree on 

Conditions for Subsidising Interest Rates on Loans for 

Maintenance of Liquidity and Financing of Long-

Term Current Assets and for Export Deals in 2010 
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(“RS Official Gazette”, Nos 2/2010, 5/2010, 28/2010, 

38/2010, 43/2010, 50/2010, 53/2010, 67/2010, 

79/2010, 81/2010 and 94/2010) lays down that loans 

under that Decree are granted for a period of 12 

months, solely in dinars. The only exception are loans 

for export deals concluded for a period of 24 months, 

where currency clause applies (Article 4). This is one 

of the examples how a positive shift in Government 

policy supports dinarisation. 

Article 3 of the Decree on Conditions for Subsidising 

Interest Rates on Loans for Liquidity Maintenance and 

Financing of Long-Term Current Assets and for 

Export Deals in 2011 (“RS Official Gazette”, Nos 

1/2011, 61/2010 and 93/2011) lays down that loans 

under that Decree are granted in dinars for a period of 

12 months, with the application of currency clause for 

loans used to finance a specific export deal. The 

example of these decrees suggests a conclusion that 

the Government made certain positive steps in 

supporting dinarisation.  

Funds allocated for the implementation of these 

decrees amounted to four billion dinars in 2009, 3.817 

billion in 2010 and 1.87 billion in 2011. 

Incentives for employment in devastated areas 

Article 11 of the Decree on Conditions for Incentives 

to Production and Employment in Devastated Areas in 

2010 (“RS Official Gazette”, Nos 11/2010, 38/2010 

and 94/2010) prescribes that loans under that Decree 

are extended in dinar equivalent of the relevant 

amount in euros, with the application of currency 

clause. The same approach is maintained in the Decree 

on Conditions for Incentives to Production and 

Employment in Devastated Areas in 2011 (“RS 

Official Gazette”, Nos 3/2011, 48/2011 and 84/2011). 

Conclusion regarding the treatment of dinar in 

decrees 

Based on the decrees analysed, it is obvious that a 

certain shift has occurred in the past three years in 

certain groups of decrees referring to incentives in the 

same filed toward greater use of the dinar in all its 

functions as the domestic currency. These positive 

trends are observed in respect of incentives for 

agricultural production, for the manufacturing of 

tractors, buses and trucks, incentives for consumption, 

as well as in subsidies for liquidity maintenance and 

financing of long-term current assets. Areas where 

dinar has already been used as an indisputable unit of 

value, such as incentives for livestock breeding and 

for milk and meat production, should be added to this 

group. However, there seems to be no progress in 

certain areas. This refers primarily to incentives for 

construction industry, investments in unspecified 

purposes, manufacturing of automobiles and 

incentives to tourism. In some of these areas there are 

no valid reasons for using foreign currency instead of 

the dinar (e.g. incentives for automobile 

manufacturing), since foreign currency is not used in 

incentives for the manufacturing of tractors, buses and 

trucks. In some other areas the Government until 

recently may have had certain reasons to justify not 

using dinar as a unit of value. For example, when 

subsidising interest rate on housing loans, it is 

presumed that a housing loan may only be 

denominated in euros or indexed to euros. In this case 

one may wonder how successful a program of 

subsidies to dinar housing loans without currency 

clause could be, when these loans are not available on 

the market at all. However, Article 17 of the Law on 

the Protection of Financial Services Consumers 

prescribes that the bank must offer the service to the 

consumer primarily in dinars and one may expect that 

the decrees will be adjusted to the new reality. When 

adopting decrees, the Government should take into 

account that dinar is the currency of the Republic of 

Serbia and that it has the responsibility to promote its 

use in every way to achieve monetary sovereignty. 

The next section contains, among other things, 

recommendations for possible Government measures 

that could contribute to the performance of all 

functions of the dinar as a domestic currency. 

VI.1.5. Regulatory dinarisation policy and 

its instruments 

Regulatory dinarisation policy 

If follows from the analysis of the treatment of the 

dinar in positive legislation that there is no uniform 

state-level regulatory policy regarding the use of the 

dinar. From the legal point of view, the state should be 

interested in maintaining its monetary sovereignty, i.e. 

in exercising monopoly over the use of money on its 

territory. However, it is also necessary to achieve a 

greater degree of dinarisation to preserve the stability 

of the financial system, in view of available statistical 

data on positive correlation between the level of 

financial euroisation and systemic risk of the financial 

system,
102

 and also to increase efficiency of monetary 

policy instruments. That is why we find it necessary to 

define regulatory dinarisation policy which should 

complement the monetary (economic) dinarisation 

policy pursued by the National Bank of Serbia. For 

this to become a public policy, it is necessary to define 

the objective, implementing body and instruments of 

that policy. 

The objective of that policy should be maximum 

accomplishment of all three functions of the dinar as 

domestic currency (medium of exchange, unit of value 

and store of value). It would not be correct to set full 

accomplishment of the functions of the dinar as a goal, 

since it is unlikely to be feasible. One may realistically 

expect that the degree of euroisation becomes reduced 

and kept under control. As for the issue of 

                                                 
102 See: Anne-Marie Gulde, David Hoelscher, Alain Ize, David Marston, 

Gianni De Nicolo (2004), p. 5. Table 4. 



Financial Stability Report                                                                                                                                                  National Bank of Serbia 

 

127 

implementing body for regulatory dinarisation policy, 

it would be desirable that they are government 

authorities with the greatest powers to influence the 

drafting of regulations affecting the use of the dinar. 

One of them is certainly the Government which, 

pursuant to Art. 1 to 3 of the Law on the Government 

of the Republic of Serbia (“RS Official Gazette”, Nos 

55/2005, 101/2007, 65/2008 and 16/2011), is the 

holder of executive power. It follows that it is in 

charge of defining and pursuing the policy of the 

Republic of Serbia and proposing laws, budget and 

other general and specific acts to the National 

Assembly. However, an important implementing body 

of that policy should be the National Bank of Serbia. 

According to Article 72а of the Law on the National 

Bank of Serbia, the National Bank is empowered to 

propose laws within its competence. On the other 

hand, competencies of the National Bank of Serbia 

also include definition and implementation of the 

monetary and foreign exchange policies, as well as 

activities and measures to maintain and strengthen the 

stability of the financial system (Article 4, points 1 

and 3). In addition, given the nature of the tasks it 

performs, it is expected to possess greater expertise in 

this area than other government bodies. 

The most important part of the policy of regulatory 

dinarisation are policy instruments. In other words, it 

is necessary to define efficient regulatory instruments 

by which the set objective may be attained. The legal 

basis for the use of these instruments, as far as the 

National Bank of Serbia is concerned, should be found 

in the mentioned authorisation of that bank, or more 

specifically its Executive Board, to undertake 

measures and activities to maintain and strengthen the 

stability of the financial system, which represents an 

authorisation for pursuing the so-called 

macroprudential policy and for applying 

macroprudential instruments (Art. 4 and 14 of the Law 

on the National Bank of Serbia). It is worth noting that 

the Executive Board of the National Bank of Serbia 

has already used that authorisation when undertaking 

regulatory measures to control systemic risk of 

euroisation. The Board adopted the Decision on 

Measures for Maintaining and Strengthening the 

Stability of the Financial System (“RS Official 

Gazette”, No 34/2011), which, among other things, 

prescribes that a bank may grant to an individual a 

loan indexed by currency clause, provided the 

currency of the liability is the euro. In this way, the 

National Bank of Serbia prohibited banks from 

extending loans with currency clause unless the 

currency of indexation is the euro (e.g. Swiss franc, 

dollar, etc.). 

Regulatory dinarisation policy instruments 

When creating instruments of regulatory policy 

dinarisation, one should start from identified 

regulatory problems, elaborated in preceding sections. 

One of the main thus identified problems is the 

problem of free use of the currency clause. That is 

why it is necessary to define possible restrictive 

measures on the use of currency clause. That can be 

done in a number of ways. First, according to the 

authorisation of the Executive Board of the National 

Bank of Serbia in undertaking and implementing 

measures and activities to safeguard and strengthen 

the stability of the financial system, the National Bank 

of Serbia could undertake a measure that would put a 

cap on the total amount of foreign currency-indexed 

loans (cap on foreign currency lending).
103

 Secondly, 

use of currency clause could also be restricted by 

various forms of prohibition to extend loans to 

borrowers who are not protected from exchange rate 

risk (e.g. prohibition of extending loans to borrowers 

who do not have income in foreign currency or 

denominated in foreign currency). In addition, it is 

possible to make various combinations of these 

instruments. We think that the advantage of these 

measures is that their implementation helps avoid 

direct administrative ban of currency clause, which 

could produce serious problems in the operation of 

financial institutions, but still results in restriction of 

that clause. 

One of the most serious problems and possible major 

source of risk for financial stability that has already 

been mentioned and that requires regulatory action, is 

a high degree of euroisation of deposits.
104

 To prevent 

the emergence of the problem of high euroisation of 

deposits, it is possible to restrict the possibility of 

holding foreign currency deposits, for example by 

introducing caps. Outright prohibition of holding 

foreign currency deposits is mentioned in literature as 

an extreme measure,
105

 which should not be 

implemented in systems such as ours which already 

have high euroisation of deposits. We have already 

mentioned that Article 35 of the Law on Foreign 

Exchange Operations sets forth that the National Bank 

of Serbia shall prescribe the conditions under which 

banks may open foreign exchange accounts and the 

manner of maintaining of these accounts and 

residents’ foreign exchange savings deposits. That 

article is a legal basis for possible introduction of 

certain limitations for opening of foreign currency 

accounts to encourage dinarisation. 

If euroisation of deposits is already high, in order to 

control systemic risk it is possible to use instruments 

such as minimum maturity for foreign currency or 

foreign currency-denominated deposits in the way that 

restricts liquidity risk which is higher for foreign 

currency than for dinar deposits (owing to the fact that 

                                                 
103 See: Jose Vinals (2011), “Macroprudential Policy: An Organising 

Framework”, International Monetary Fund, p. 29, Figure 3. 

104 This problem may be particularly grave in the case of sudden withdrawal 

of deposits (bank run), when it is not possible to quickly ensure a high level of 

foreign currency liquidity. 

105 Complete prohibition of holding foreign currency deposits was a measure 

implemented in Mexico. See: Anne-Marie Gulde, David Hoelscher, Alain Ize, 

David Marston, Gianni De Nicolo (2004), p. 14. 
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banks have greater availability of dinar liquidity 

relative to foreign currency liquidity), and, on the 

other hand, also encourages dinar deposits.
106

 In the 

same aim, it is possible to prescribe higher liquidity 

requirements for foreign currency and foreign 

currency-denominated deposits, as well as higher 

amounts of required reserve for this type of deposits 

(an instrument already implemented in our country). It 

is also possible to introduce a limit on maturity 

mismatch. An interesting instrument is legal 

requirement imposed on foreign banks – owners of 

domestic banks to provide foreign currency liquidity 

as necessary. For example, in Paraguay that was a 

precondition for bank licensing.
107

 There is also the 

possibility of using instruments which imply 

administrative restrictions of the depositors’ right to 

deposit withdrawal, such as administrative extension 

of deposit maturity, limit on the amount that may be 

withdrawn, definition of periods when deposits may 

not be withdrawn or even introduction of a withdrawal 

fee. As the last resort, in the case of urgent need for 

foreign currency liquidity that cannot be provided 

otherwise, it is necessary to develop a legal framework 

for loans for the provision of foreign exchange 

liquidity with the central bank.  

Furthermore, in the system of deposit insurance it is 

possible to introduce different amounts of premium 

for insurance of dinar and foreign currency deposits 

and thus encourage dinarisation of deposits. The same 

goal may be pursued by a measure that would reduce 

the amount of insurance cover for foreign currency in 

relation to dinar deposits.  

Efficient instruments of regulatory dinarisation are to 

be found in the area of fiscal policy. They may 

include, e.g. taxation of loans using currency clause, 

which would considerably increase the cost of this 

type of loan and contribute to attractiveness of dinar 

loans for the same purpose without currency clause. In 

addition, it is possible to use tax reliefs, e.g. for 

income from capital in case of interest on dinar 

deposits, as laid down in Article 65 of the Law on 

Personal Income Tax.
108

 However, it is important that 

tax burden and tax reliefs are considerable rather than 

negligible in order to be able to create great difference 

in the amount of costs of using foreign currency 

compared with the use of dinar. 

It would also be desirable that the state and local self-

government units borrow only in dinars without the 

use of currency clause, while borrowing in foreign 

currency may be allowed only exceptionally, under 

                                                 
106 This instrument was applied in Israel in 1985 as part of a stabilisation 

package, when a minimum holding period of one year was imposed on new 

dollar and dollar-indexed deposits, see: Anne-Marie Gulde, David Hoelscher, 

Alain Ize, David Marston, Gianni De Nicolo (2004), p. 15. 

107 Anne-Marie Gulde, David Hoelscher, Alain Ize, David Marston, Gianni 

De Nicolo (2004), p. 15.  

108 Since tax rate on income from capital is 10%, (Article 64 of the Law on 

Personal Income Tax) the difference in income earned on dinar deposits 

compared with foreign currency deposits is not significant and may be the 

reason for small effect of this tax relief in our country.  

strictly predefined conditions. The state and local self-

governments would thus be exposed to lower foreign 

exchange risk. High assumption of foreign exchange 

risk, due to depreciation of domestic currency and 

conversion of foreign exchange risk into credit risk, 

may cause public debt crisis and possible bankruptcy. 

One of the instruments of regulatory dinarisation 

policy is a cap on net open FX position. 

As one of the elements important for successful 

implementation of dinarisation – it is necessary to 

insist on enhancing the attractiveness of domestic 

currency by eliminating the risk associated with its 

use.
109

 This can best be achieved by developing 

instruments whose value is adjusted to changes in 

prices of goods and services expressed by price index 

established by authorised organizations (index clause). 

This would eliminate currency risk brought about by 

foreign currency indexation and also the risk of 

reduced purchasing power of money. One of the steps 

in this direction would be to proclaim the principle of 

monetary valorism by a new Civil Code, which would 

also restrict the use of currency clause. It is also 

possible to prescribe caps on different types of fees for 

financial services in dinars, thus making the same 

services in foreign currency much more expensive. 

Confidence of the public in the commitment of the 

National Bank of Serbia to preserve the purchasing 

power of the dinar in the long run also contributes to 

greater use of the dinar.
110

 

Dinarisation is also encouraged by issuing banknotes 

in higher denominations, thus also facilitating physical 

use of banknotes for payment of higher amounts. 

Another important factor is the quality of banknotes 

production, because it also contributes to easier and 

safer payment in domestic currency.
111

 

Development of financial derivatives market, where 

two parties take the opposing positions, is also 

desirable. In this way it is possible to eliminate 

liquidity risk, but not counterparty credit risk, which 

the National Bank of Serbia, as already mentioned, 

supported.
112

 

In view of inconsistencies regarding the use of the 

dinar as a unit of value in our legislation, it is 

necessary to propose that amendments to the Uniform 

Methodological Nomotechnical Rules (“RS Official 

Gazette”, No 21/2010) prescribe an obligation to use 

dinar in regulations as a unit of value. 

In addition, in all bylaws issued by the National Bank 

of Serbia the dinar should be introduced as the sole 

unit of value (unless otherwise required by the law). 

                                                 
109 Ibid., pp. 22 and 23. 

110 Ibid., p. 22. 

111 Ibid., p. 23. 

112 Ibid., p. 22. 
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Possible Government measures in respect of the 

control of prices of certain products with the aim of 

safeguarding the purchasing power of the dinar 

Monetary sovereignty vested with the state 

encompasses, among other things, the right of the state 

to determine and change the value of money. That is 

primarily the task of the National Bank of Serbia, 

pursuant to Article 4 of the Law on the National Bank 

of Serbia, which specifies that this bank defines and 

implements monetary and foreign exchange policy, 

and pursuant to Article 14 of the same law, which 

specifies that the National Bank of Serbia determines 

the dinar exchange rate policy. However, this does not 

mean that the executive power (the Government) 

should not take care about the exercising of monetary 

sovereignty. It is one of the three state powers, and in 

this regard it has the responsibility for exercising all 

three functions of the dinar as domestic currency. 

Moreover, Article 36 of the Law on Trade imposes 

expressly that it has to ensure market and price 

stability through economic policy measures. Provision 

of price stability also presents an opportunity to 

influence the maintenance of the purchasing power of 

the dinar, i.e. performance of the function of the dinar 

as a unit of value and a store of value 

In addition to the foregoing, as we have seen in Part 3 

of this paper, in order to pursue economic policy the 

Government, by its decrees, prescribes incentives for 

the development of different areas. These decrees 

provide the Government with the possibility that using 

solely dinar as a unit of value, as well as in its other 

functions, significantly influences the performance of 

all functions of the dinar. 

Price control instruments 

To fulfil its task of preserving the stability of market 

and prices, the Government may undertake measures 

to exclude those unwilling to restrict the growth in 

prices of their products up to specified level from 

eligibility to benefit from incentives. For example, that 

approach has been used in the Decree on Measures of 

Support to Construction Industry through Subsidising 

Interest Rate on Loans for Housing Construction in 

2010 (and in the decree with the same title adopted in 

2011). This Decree in Article 5 lays down the 

conditions under which the borrower may sell 

apartments built from the funds allocated under that 

Decree. One of the conditions defined by that Article 

is the maximum price per square metre of a newly-

built apartment, e.g. for apartments built in Belgrade 

in buildings located in zones as defined by the relevant 

zoning decision (in zone 2 – EUR 1,595/sq.m; in zone 

3 – EUR 1,290/sq.m; in zone 4 – EUR 945/sq.m; in 

other zones other than extra zone and zone 1 – 

EUR 695/sq.m – Article 5 of the Decree). One may 

conclude that the Government, by prescribing this 

condition, wanted to contribute to the stability of 

prices of real estate and their maintenance at a specific 

level. The reasons for laying down this provision are 

manifold. Social factor is certainly among them. In 

this way, a wider circle of citizens is able to obtain 

housing. The second reason is financial stability, by 

which the intention is to prevent unrealistic or 

procyclical growth of prices of real estate which may 

create consequences for the stability of the financial 

system. Unfortunately, since this condition is 

prescribed in euros, performance of the function of the 

dinar as a unit of value is not among its objectives. 

However, had this condition been prescribed in dinars, 

it would certainly contribute to the strengthening of 

the function of the dinar as a unit of value. 

For example, in the discussed decrees that prescribe 

the amount and eligibility conditions for milk 

premium, the amount of premium is determined in 

dinars per litre of delivered milk. In this way the 

enacting authority contributed to the performance of 

the functions of the dinar by using it as a unit of value. 

However, another possible approach could be that 

those who want to benefit from milk premium would 

have to comply with the additional condition – milk 

price ceiling. This would have impact on price 

stability and inflation, and hence on the maintenance 

of the purchasing power of the dinar – performance of 

its function as a unit of value. In this way, prices of 

certain products would not be administratively 

regulated and those who do not want to observe price 

ceilings determined by a decree would have a 

legitimate right to do so, but then would not be 

eligible for incentive. In addition, beneficiaries who 

have exercised their right to incentive and 

subsequently failed to comply with the obligation of 

observing the specified price level would lose the right 

to incentives in the following years
113

, so that the 

freedom of market would be preserved. Exercising of 

the right to milk premium was given here as an 

example, but the same mechanism could be used for 

practically any kind of incentives. However, from the 

point of monetary sovereignty it would be justified to 

use it where there is high rise in prices which 

influence the overall inflation, and thus cause erosion 

of the purchasing power of the dinar, weakening of its 

function as a unit of value, ultimately resulting in its 

actual substitution with foreign currency. Of course, 

the efficiency of this mechanism depends on the scope 

and amount of subsidies, meaning that the mechanism 

would be efficient in the areas where incentives are 

high and encompass the majority of producers. In our 

country that is certainly agricultural production and 

this is where considerable influence may be exerted on 

the prices of agricultural products. The provider of 

subsidies is entitled to request behaviour that would 

                                                 
113 Such measures are already implemented as regards the eligibility for 

incentives. Namely, to become eligible for incentives in the current year the 

beneficiary must have complied with all obligations referring to incentives 

used in previous years. See, e.g. Article 4 of the Decree on Incentives to 

Agricultural Production through Loan Support by Subsidising a Part of 

Interest Rate in 2011. 
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contribute to the fulfilment of interests of society, 

which is by definition incorporated in any subsidy.  

An alternative to the described mechanism of 

moderate influence could be (un)popular measure of 

administrative control of prices of certain products 

with greatest impact on the level of inflation, and 

which would take into consideration the social aspect 

of the issue. In our country this measure belongs to the 

abandoned concept of command economy and its use 

under the conditions of free market economy should 

be only exceptional, although it is sometimes 

necessary when all other options have been exhausted. 

This measure could be undertaken pursuant to Article 

46 of the Law on Trade, which the Government used 

as a basis for enacting the Decree on Special 

Conditions for Trade in Specific Goods (“RS Official 

Gazette”, No 102/2011). That Decree, for a period of 

six months, restricted the maximum total margin rate 

to 10% in the trade of certain goods of vital 

importance for human life and health.  

Control of prices of medicines 

Certain regulations in the areas with extreme public 

interest limit the prices of products and services that 

serve toward fulfilment of that interest. In addition, 

there is no efficient market for certain products or 

services and government intervention is necessary to 

ensure availability of these products at appropriate 

prices. One of the areas which fulfil both these 

conditions refers to medicines and medical supplies. 

This area is regulated by the Law on Medicines and 

Medical Supplies (“RS Official Gazette”, No 

30/2010), which stipulates in Article 58 that the 

Government shall lay down criteria for the formation 

of prices of prescription-only licensed medicines for 

use in human medicine as well as the highest prices of 

these medicines, on the basis of a joint proposal of 

ministers in charge of health and trade respectively. 

Pursuant to this Article, adopted were the Decision on 

the Criteria for the Formation of Prices of 

Prescription-Only Medicines for Use in Human 

Medicine (“RS Official Gazette”, No 87/2010 and 

41/2011), as well as the Decision on Maximum Prices 

of Prescription-Only Medicines for Use in Human 

Medicine (“RS Official Gazette”, No 41/2011).  

According to Article 2 of this Decree, different criteria 

have been laid down for the pricing of medicines. 

However, it remains unclear why Slovenia, Croatia 

and Italy have been taken in Article 4 as benchmark 

countries for the formation of these prices, since these 

countries are ahead of us in terms of economic 

development, although in Article 9 of the same Decree 

the price parity for a generic medicine is established at 

the level of 80%, for an original medicine at 95%, 

while the price parity for an innovative medicine is as 

much as 100%.
114

 

Since these are medicines dispensed on medical 

prescription and their price is usually covered by the 

Republic Health Insurance Fund, which indicates that 

market principles cannot apply to prices of medicines, 

it would be justified to place this area under full 

control of the Government. 

That is why we believe that it is necessary to use more 

resolutely the instrument referred to in Article 58 of 

the Law on Medicines and Medical Supplies, which 

allows the Government to set the maximum price of 

medicines dispensed on prescription. This is a lawful 

and legitimate way to control the rise in prices of 

medicines and hence to control inflation. This helps 

maintain the purchasing power of the dinar and fosters 

the performance of its function as domestic currency. 

VI.1.6. Conclusion 

In the conclusion we will present the reasons why it is 

necessary to dinarise financial transactions, propose 

instruments to achieve this goal and offer possible 

regulatory classification of euroisation. 

From the legal point of view, euroisation may be 

divided into informal and formal. Informal euroisation 

exists when foreign currency is used on a territory of a 

state although the legal order does not allow that. In 

this case, euroisation occurs due to the inability of 

apparatus to ensure enforcement of regulations. On the 

other hand, formal euroisation exists in the case when 

the government with its legal order established that 

foreign currency is a legal tender on its territory and it 

is therefore used in accordance with the legal order. 

                                                 
114 A surprising fact is that the National Programme for Integration into the 

European Union (2008) reads: “In the upcoming period, the policy of 

eliminating disparity in prices between domestic and imported medicines will 

continue, as the prices for domestic medicines are on average approximately 

50% of the level of the prices for medicines in the benchmark countries.” In this 

way, the Government has shown its orientation to increase the prices of 

medicines, and consequently cause rising inflation, along with higher 

expenditures of the Republic Health Insurance Fund. This is completely 

unjustified and even absurd since prices are adjusted to prices of medicines in 

countries at higher level of economic development, while efficient market of 

medicines is hardly conceivable because of compulsory public health insurance. 

In addition, this policy is in stark opposition to the primary objective of another 

public authority – the National Bank of Serbia, and that is price stability. 

Chart VI.1.1. Share of FX and FX-indexed loans in total 
loans, excluding cross-border loans  
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Formal euroisation may further be divided into full 

and partial. Full formal euroisation exists in the case 

when a state by its legal order accepted foreign 

currency as the domestic currency in all its functions 

(as a medium of exchange, a unit of value and a store 

of value), while partial euroisation implies that the 

legal order guarantees a foreign currency one or two 

of the three functions of money. 

By Article 34 of the Law on Foreign Exchange 

Operations (“RS Official Gazette”, Nos 62/2006 and 

31/2011), which allows free use of the currency 

clause, it became legally possible for foreign currency 

to perform the function of a unit of value in the 

territory of the Republic of Serbia. Furthermore, 

points 12 and 13 of the Decision on the Conditions for 

Opening and the Manner of Maintaining Foreign 

Exchange Accounts of Residents (“RS Official 

Gazette”, No 67/2006), which enable residents – 

natural persons to freely open foreign exchange 

accounts and place savings deposits in foreign 

currency, foreign currency was given the possibility to 

perform the function of a store of value. This means 

that in our country foreign currency only lacks the 

function of the medium of exchange to fulfil the 

conditions for full formal euroisation. Consequently, 

the Republic of Serbia is in the group of countries 

with partial formal euroisation. In this way dinar is 

almost completely deprived of two of its functions as 

domestic currency, since foreign currency is used in 

these functions instead of the dinar. Adverse effects of 

the provisions which liberalise the use of foreign 

currency in the territory of the Republic of Serbia are 

illustrated in charts VI.1.6.1. and VI.1.6.2. which 

show the rates of euroisation of loans and deposits in 

the Republic of Serbia. In the first quarter of 2012 the 

rate of euroisation of loans was at the level of 

approximately 75%, while euroisation of deposits in 

the same period was about 80%. The cause of high 

euroisation of loans is legalisation of the currency 

clause, because under such conditions creditors opt to 

use the currency clause to hedge against the risk of 

depreciation of the domestic currency, instead of using 

other hedging instruments (use of foreign currency 

instead of the dinar in the function of a unit of value). 

On the other hand, the cause of high euroisation of 

deposits is the freedom of holding savings deposits in 

foreign currency, which is guaranteed to residents – 

natural persons (use of foreign currency instead of the 

dinar in the function of the store of value). However, 

one may note that in Chart V.1.6.2. the degree of 

euroisation of deposits of natural persons (about 91%) 

considerably differs from the degree of euroisation of 

deposits of legal entities (about 55%). The explanation 

is that legal entities do not have full freedom to hold 

foreign currency in their foreign currency accounts, 

but may procure and hold foreign exchange in 

predetermined cases, specified by foreign exchange 

regulations and which usually require the use of 

foreign element (payment to/from abroad, etc.). It is 

obvious how big is the influence on euroisation of a 

legal provision which allows or does not allow certain 

behaviour, having in view that economic decisions are 

always made within a specific regulatory framework 

which regulates the operating conditions. That effect 

of a legal provision can also be seen on Chart 

VI.1.6.3, which shows that in November 2011 foreign 

currency deposits accounted for 98% of all newly-

placed deposits of natural persons, while at the same 

time that percentage for legal entities was about 40% 

or as much as 59% lower. There is no such difference 

between natural and legal persons when newly-

extended loans are concerned (Chart VI.1.6.4.), since 

currency clause is allowed in loan contracts with both 

legal and natural persons. Chart VI.1.6.4. shows that a 

downward trend of the share of FX and FX-indexed 

loans in newly-extended loans to the household sector 

started at the beginning of the third quarter 2011 and 

in October dropped to 35%. However, the trend was 

reversed the next month and the percentage of FX 

loans in newly-extended loans reached 78% (a 122% 

increase over the previous month), and then in January 

2012 fell again down to about 43%. Obviously in the 

conditions of deregulation of currency clause it is not 

possible to have effective influence on the share of FX 

and FX-indexed loans. 

The situation is even more serious taking into account 

government’s borrowing and cross-border borrowing 

of residents and government in foreign currency, as 

shown on Chart VI.1.6.5. This chart shows that the 

rate of dinarisation of all loans in the territory of 

Serbia in December 2011 was about 17%, which 

means that the rate of euroisation was 83%. High 

degree of euroisation shows how important are legal 

provisions in the control of that process. 

Source: National Bank of Serbia.
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There are three groups of reasons why the government 

should ensure priority for the domestic currency. 

Classification of euroisation is useful for the first 

group of reasons, since that group belongs to the scope 

of the theory of state and law, i.e. theory of 

sovereignty which states that sovereignty is a fact that 

the state exercises the highest authority in its territory. 

A state authority which cannot ensure that domestic 

currency performs the functions of money on its 

territory (whether it is formal or informal euroisation) 

is not sovereign in monetary matters and thus loses a 

part of state sovereignty, which produces adverse 

effect on the stability of state institutions. Its 

sovereignty in these affairs is indirectly left to 

monetary authorities of other states, which issue and 

determine the value of the currency which is accepted 

in financial transactions instead of domestic 

currency.
115

 Although states differ by whether they 

relinquished their monetary sovereignty voluntarily (in 

case of formal euroisation) or not (in case of informal 

euroisation), they do not differ in terms of the 

consequence that they are subordinated in their 

monetary affairs to monetary authorities of a foreign 

state. An important question for these states is with 

how much effort they can regain their monetary 

sovereignty which they had previously 

relinquished.
116

It is certain that resumption of that 

sovereignty must be accompanied by many coercive 

provisions that would prohibit the use of foreign 

currency where it became common, and certainly 

causing resistance among those who would have to 

adjust their behaviour to the new rules and to the 

government’s coercive measures. That is why 

monetary sovereignty should not be abandoned 

without a valid reason, without benefit for society and 

the state that would be obtained in exchange for that 

sovereignty. For example, member states of the 

European Monetary Union have transferred their 

monetary sovereignty to the European Central Bank 

because in this way they gained certain benefits. They 

were most explicit for certain states in lower interest 

rates they had to pay on government bonds after 

                                                 
115 A recent example is weakening of the euro compared to other world 

currencies. This deterioration was caused by a number of reasons, but primarily 

by the public debt crisis of member states of the European Monetary Union. 

However, one of the reasons is certainly monetary policy pursued by the 

European Central Bank as a body to which members states of the European 

Monetary Union have conferred their monetary sovereignty. Measures of this 

monetary policy also affect the countries with high degree of euroisation, such as 

our country. Thus, the European Central Bank, willingly or not, exercises a part 

of monetary sovereignty in euroised countries. 

116 There is an interesting example from Chile in 1959. In order to attract 

Chileans who used to invest abroad to return the invested money to the country, 

Chile by a new regulation in 1958 abolished prohibition for the banks to receive 

deposits in dollars and to extend loans in dollars. The country soon witnessed an 

upsurge in dollar deposits to over 70 million dollars. This in turn reflected on 

abrupt rise in inflation in domestic currency, although money supply in pesos did 

not increase. In this way, dollar became the second currency, along with peso, 

and those who had dollars enjoyed an advantage of being protected from 

inflation in domestic currency, which became significant precisely as a 

consequence of sudden dollarisation, see: Kenneth L. Karst, Keith S. Rosenn 

(1975), “Law and Development in Latin America, A Case Book”, University of 

California Press, pp. 459 and 460. This information is also important because it 

shows positive correlation between the extent of dollarisation and the level of 

inflation in domestic currency. 

joining the European Monetary Union. However, due 

to inadequate fiscal policy certain member states 

became overindebted which ultimately culminated in 

public debt crisis. Had these countries pursued 

responsible fiscal policy, they would have enjoyed 

obvious advantages.
117

 

The next group of reasons for implementing 

dinarisation arises from the right of the state to print 

money and to determine its value. By issuing money 

the state earns seigniorage revenue, which is the 

difference between the real value of issued money and 

the costs of its production (printing). The government 

can always use that difference to finance its 

expenditures.  

The right to determine the value of money also means 

that the government may fix interest rates at a low 

level even though they are high on international 

markets. This cannot be done in euroised systems, 

                                                 
117 In case of the European Monetary Union, monetary sovereignty is only 

delegated to one of its institutions, in which every member state, in accordance 

with the rules, may exercise certain influence. Therefore, this does not mean that 

monetary sovereignty is abandoned, but only transferred. 

Source: National Bank of Serbia.
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because any reduction of interest rates on borrowings 

in domestic currency causes flight to foreign currency 

and in that case the monetary system cannot be 

controlled efficiently. To maintain control, it is 

necessary that the central bank pays interest rate that is 

at least equal to interest rate on foreign currency, plus 

country risk premium plus additional premium for risk 

of currency depreciation.
118

 Тhat is the price of high 

euroisation. 

In conditions of high euroisation, by changing 

reference interest rate the central bank cannot 

influence the price of servicing debt denominated in 

foreign currency, which significantly reduces the 

efficiency of monetary policy and restricts the 

possibility of the influence of the central bank to 

control systemic risk. The exchange rate policy of the 

domestic currency, as one of the channels of monetary 

policy, is also affected, because changes of that rate 

have a direct effect on available household income.
119

 

According to the foregoing, to protect financial 

stability in euroised systems, in the case of sudden 

depreciation of domestic currency relative to foreign 

currency used as a unit of value for loans, the central 

bank must react by stopping the increase in exchange 

rate and spending foreign exchange reserves to 

prevent the occurrence of systemic risk. This is a joint 

moral hazard of financial institutions and borrowers 

who are not protected against exchange rate risk (since 

they earn income in domestic currency), which is 

manifested in their expectation that the government by 

its intervention in the foreign exchange market will 

prevent depreciation of the domestic currency. That 

expectation is based on the fact that this depreciation 

would result in increased share of non-performing 

loans.
120

 This would affect capital adequacy of 

                                                 
50 See: Manuel Hinds (2006), “Playing Monopoly with the Devil, Dollarisation 

and Domestic Currencies in Developing Countries”, Yale University Press, p. 

xxxi. 

119 National Bank of Poland (2011), Financial Stability Report, December 2011, 

p. 51. 

120 This refers to the transformation of foreign exchange risk into credit risk. 

financial institutions, whose deterioration may 

threaten the stability of the financial system, which is 

the concern of the government. Namely, both creditors 

and borrowers expect that the government would 

protect them. It is a vicious circle, the cost of which is 

always ultimately paid by the government, in fact by 

its taxpayers. That is also the cost of euroisation paid 

by the society. 

In terms of financial stability, the right to print money 

enables a state, i.e. its central bank, to be the creditor 

of last resort in case of the need of financial 

institutions for liquidity to prevent liquidity crisis, 

occurrence of systemic risk and creation of conditions 

for the onset of financial crisis. On the other hand, in 

euroised systems in this case it is necessary to use 

money from the country’s foreign exchange reserves 

which is not issued by the domestic central bank and 

the quantity of which is always limited by the amount 

and liquidity of these reserves. 

In addition, another reason why a country should not 

abandon its monetary sovereignty is that the right to 

issue money enables the government to influence the 

growth in credit activity when the market experiences 

a declining tendency of aggregate amount of loans. 

The third group of reasons why it is necessary to 

dinarise financial transactions is in the possibility to 

encourage export by decreasing the value of domestic 

currency in relation to foreign currencies. This is one 

of the very important instruments of economic and 

monetary policy. Decrease in the value of domestic 

currency may be a very useful instrument in the case 

of external shocks.
121

 

It is also important to stress that in euroised systems 

loans indexed by currency clause are usually used for 

the purchase of real estate and not for the financing of 

productive activities. In this way, increase in debt and 

foreign debt is not accompanied by the increase in 

output that could ensure successful servicing of that 

debt in the future,
122

  all of which contributes to build-

up of systemic risk in the financial system. 

Let us now give some recommendations regarding the 

choice of instruments for achieving a higher rate of 

dinarisation in the Republic of Serbia. In respect of the 

manner of operation, these instruments may be 

divided into indirect and direct. Indirect instruments 

are those that work toward creation of economic 

conditions conducive to dinarisation, as well as 

instruments for hedging against currency risk that 

reduce currency risk, under the assumption of high 

level of euroisation. On the other hand, direct 

instruments are those that by use of imperative 

provisions directly affect regulatory causes of 

dinarisation that we have previously identified. 

                                                 
121 See: Andrew Berg, Eduardo Borensztein (2000), “The Pros and Cons of Full 

Dollarisation”, IMF Working Paper, International Monetary Fund, March 2000, 

pp. 18-21. 

122 National Bank of Poland (2011), p. 52. 

Source: National Bank of Serbia.
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Indirect instruments have been laid down in the 

Memorandum on the Dinarisation Strategy of the 

Serbian Financial System.
123

 They include monetary 

and fiscal policy measures aimed at strengthening the 

macroeconomic environment by delivering low and 

stable inflation with managed floating exchange rate 

and sustainable economic growth, activities aimed at 

the development of dinar securities market and 

creation of conditions for introduction of new dinar 

products, as well as activities aimed at the 

development of hedging instruments against foreign 

exchange risk. The Memorandum defines the 

government’s orientation toward increasing the share 

of strictly dinar debt in the total public debt. Another 

important measure is the request from the Government 

to provide any new loan subsidies only if the loans are 

in dinars, thus recognizing the importance of 

Government decrees which regulate various incentives 

for the dinarisation process, as discussed earlier. One 

of the steps defined in this document is the 

development of primary and secondary securities 

market for dinar securities, as well as issuing of long-

term dinar securities of the Republic of Serbia. All 

these measures should create conditions for enhanced 

attractiveness of the dinar compared to foreign 

currency and lead to higher dinarisation of the 

financial system in our country. 

However, it is questionable whether these measures, 

along with liberal foreign exchange policy that allows 

free use of foreign currency as a unit of value 

(currency clause), can increase the level of 

dinarisation to any significant degree. That is why it is 

necessary to consider including in dinarisation 

process, in addition to the first group of indirect 

measures, a second group of measures that have a 

direct effect on regulatory causes of dinarisation, 

which we have already defined as instruments of the 

regulatory dinarisation policy.  

Direct instruments can be applied in major areas 

where the level of euroisation is high and which may 

be the cause of systemic risk. The first of these areas 

is euroisation of loans. To keep the level of 

euroisation under control, it would be necessary to 

review, as already mentioned, a cap on currency 

clause for all newly-extended loans. It would imply 

prescribing a cap on aggregate amount of loans that 

may be extended with the application of the currency 

clause. If applied, that measure should also include an 

adequate form of control of cross-border borrowing by 

residents in foreign currency to prevent regulatory 

arbitration, i.e. avoiding the restriction by increasing 

cross-border borrowing. Along with the application of 

this measure, it would be necessary to appeal to 

international development banks and funds to support 

dinarisation and extend loans to residents in dinars. 

                                                 
123 See: National Bank of Serbia and the Government of the Republic of Serbia, 

Memorandum o strategiji dinarizacije finansijskog sistema Srbije, 

[Memorandum on Dinarisation Strategy of the Serbian Financial System,], 

March 2012. 

Another proposal worth considering is levying a tax 

on crediting with the application of currency clause in 

order to internalise negative externalities produced by 

this type of crediting. Through assumption of high 

exchange rate risk (arising from the contracting of 

currency clause) by many financial institutions for the 

purpose of profit of these institutions, the whole 

financial system is exposed to exchange rate risk, 

which now turns into systemic risk, risk to the stability 

of the financial system. The problem of negative 

externalities is solved by taxing the behaviour that 

generates them (so-called Pigouvian taxes) by 

internalizing negative externalities (polluter pays 

principle),
124

 and in the event of occurrence of 

systemic risk, proceeds collected by Pigouvian taxes 

can be used to eliminate the consequences of that 

occurrence. In addition, levying of the tax on currency 

clause would contribute to attractiveness of dinar 

loans without currency clause. One of the effects of 

these two direct measures may be lower aggregate 

loan amount. However, one should not forget that 

application of these instruments controls systemic risk 

in the financial system, the occurrence of which may 

incur enormous costs for society and that it is better to 

pay “insurance premium“ in advance than sustain 

damage caused by the occurrence of risk. On the other 

hand, in this case the aggregate amount of credit can 

be regulated by monetary measures (money issue) 

which in the conditions of reduced level of euroisation 

become much more effective. 

The second area where euroisation degree is even 

higher is euroisation of deposits. There is a variety of 

measures that could be introduced to stimulate dinar 

deposits by reducing the attractiveness of deposits in 

foreign currency. They may range from introduction 

of significant taxes to an indirect measure that would 

make distinction in the amount of premium for 

insurance of foreign currency and dinar deposits, and 

also reduce the amount of insurance cover for foreign 

currency deposits relative to the cover for dinar 

deposits. It is not justified that dinar and foreign 

currency deposits have the same amount of deposit 

insurance premium although the risk for insurer is 

much greater in case of the need to pay out foreign 

currency deposits compared with dinar deposits. 

Foreign exchange liquidity is limited, while dinar 

liquidity is more readily available to the government, 

since most government revenues are in dinars. Also, in 

case of foreign currency deposits there is greater risk 

of occurrence of the loss event than in the case of 

dinar deposits, owing to the absence of foreign 

exchange risk in the lending of dinar sources of 

financing.  

The third area where measures toward greater 

dinarisation can be undertaken is borrowing by public 

bodies – state and local self-government bodies. By 

                                                 
124 See: Vladimir Petrović (2011), “Regulisanje sistemskog rizika” [Systemic 

Risk Regulation], Pravni život, No 11/2011, Belgrade, pp. 608 and 617. 
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the law regulating public debt it is possible to impose 

an obligation on the state and local self-government 

bodies to borrow only in dinars, with exceptions when 

borrowing in foreign currency would be allowed due 

to predefined reasons (i.e. excluding discretionary 

decisions). The Memorandum on the Dinarisation 

Strategy of the Serbian Financial System establishes 

that the government would strive to increase the share 

of purely dinar debt in total public debt. However, it 

would be necessary to go a step further and prescribe a 

statutory obligation of borrowing in dinars, thus 

changing the character of this measure from indirect 

into direct. This would reduce the level of currency 

risk to which the budgets of the state and of local self-

governments are exposed, which may easily turn into 

credit risk.  

It would also be desirable to define at the state level 

the commitment to application of the principle of 

monetary valorism and to this end develop instruments 

whose value is adjusted to changes in prices of goods, 

commodities and services (index clause). This 

eliminates currency risk entailed by foreign currency 

indexation, and at the same time the risk of reduced 

purchasing power of money, which contributes to 

attractiveness of domestic currency. 

In Table VI.1.6.1. we provide a list of possible direct 

and indirect instruments of dinarisation which are 

classified according to the areas of application (loans, 

deposits, public debt), together with possible time 

frame of their application, and the public authority in 

charge of their application or which is authorised to 

propose amendments of relevant legislation to enable 

their use. Due to the need for adjustment of business 

models of commercial banks to the new regulatory 

requirements, it would be necessary to define a 

transitional period with the aim of ensuring the 

transition to new rules with minimum risks. 

Transitional period of five years is more than 

sufficient to adjust the business model to new 

requirements. Besides, in case of decision to 

implement the mentioned instruments, it is very 

important to establish a strategy of communication 

with the public, which should, first, create awareness 

among all social factors about the benefits of 

dinarisation in terms of social welfare and, secondly, 

enable transparency of all planned measures. It is 

important not to change the measures during their 

implementation so as not to harm the principle of legal 

security. 

There is a fourth set of measures that should be added 

to the above mentioned ones and they refer to the 

maintenance of price stability. In addition to 

traditional monetary measures of the National Bank of 

Serbia, they also include measures of the Government 

by which it may influence the level of prices through 

government subsidies for agricultural products and 

housing construction by setting the maximum level of 

prices whose observance would be required as a 

condition to enjoy subsidies. In addition, it is also 

necessary that the Government resolutely controls the 

level of prices of medicines, because there is no 

efficient market in that segment. Stable and low 

inflation is very important for citizens’ confidence in 

domestic currency, and hence for dinarisation process. 

These measures are presented in Table VI.1.6.2. 

Topicality of the implementation of certain mentioned 

direct and indirect measures is illustrated by the fact 

that the European Systemic Risk Board issued seven 

recommendations
125

 in October 2011 referring to the 

prevention of extending foreign currency denominated 

loans to borrowers who are not protected against 

currency risk. Recommendations refer to Member 

States, national supervisory authorities and the 

European Banking Authority. The Board 

recommended the introduction of the following 

measures: 

1. Recommendation A defines that Member States and 

national supervisory authorities should require 

financial institutions to provide borrowers with 

adequate information regarding the risks involved in 

foreign currency lending, and to encourage financial 

institutions to offer customers domestic currency loans 

for the same purposes as foreign currency loans. 

Financial institutions should also offer customers 

financial instruments to hedge against foreign 

exchange risk. 

2. Recommendation B defines that national 

supervisory authorities should monitor levels of 

foreign currency lending and of non-financial sector 

currency mismatches. They should also adopt the 

necessary measures to limit foreign currency lending 

by allowing foreign currency loans to be granted only 

to borrowers who are to some extent protected against 

foreign exchange risk. It is also necessary to consider 

introduction of DTI and LTV
126

 ratios.  

3. Recommendation C defines that national 

supervisory authorities should monitor whether 

foreign currency lending is inducing excessive credit 

growth. 

4. Recommendation D specifies that national 

supervisory authorities should draw up guidelines to 

financial institutions so that they better incorporate 

foreign currency lending risks in their internal risk 

management systems. 

5. Recommendation E defines that national 

supervisory authorities should implement specific 

measures under the Second Pillar of Basel II, and in 

particular to require financial institutions to hold 

adequate capital to cover risks associated with foreign 

currency lending. 

                                                 
125 www.esrb.europa.eu/recommendations/html/index.en.html 

126 DTI –Debt-to-Income and LTV –Loan-to-Value. 

http://www.esrb.europa.eu/recommendations/html/index.en.html
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6. Recommendation F sets down that national 

supervisory authorities should monitor liquidity and 

funding risks in connection with foreign currency 

lending. 

7. Recommendation G defines the need for reciprocity 

so that home Member States of financial institutions 

should impose measures at least as stringent as the 

measures in force in the host Member State where 

lending is effected, with the crediting of residents in  

the home Member State exempted from this measure. 

Some of the proposed measures are already 

implemented in our country, such as the 80% LTV 

ratio for housing loans indexed in foreign currency.
127

 

On the other hand, 30% deposit is required for all 

other loans denominated in foreign currency.
128

 It is 

also prohibited to extend loans indexed in foreign 

currencies other than the euro.
129

 Besides this, the 

National Bank of Serbia concluded with the 

Government the Memorandum on the Dinarisation 

Strategy of the Serbian Financial System, which lays 

down a list of measures to be taken and which have 

                                                 
127 Point 4 of the Decision on Measures for Maintaining and Strengthening the 

Stability of the Financial System. 

128 Point 3 of the Decision on Measures for Maintaining and Strengthening the 

Stability of the Financial System. 

129 Point 2 of the Decision on Measures for Maintaining and Strengthening the 

Stability of the Financial System. 

2012 2013 2014 2015 2016 2017

Loans

Estimated client income in FX1) •4) • • • • •

FX risk hedging instrument1) • • • • • •

Tax on currency clause use2) 0% 0.5%  0.5% 1% 1.5% 2%

Subsidies for dinar loans only2) • • • • • •

Deposits

Minimum FX deposit maturity1) 6М 1 год. 1,5 год.

Introduce

minimum

standard

•

Required reserve1) • • • • • •

Different insured amounts

FX/dinars in €2)    

25000/ 

50000

15000/ 

50000

10000/ 

50000

10000/    

50000

10000/   

50000

Public debt

Borrow ing in dinars, 

exceptionally in FX2) • • • • • •

Development of dinar securities 

market2) • • • • • •

Table VI.1.6.1. Instruments of regulatory dinarisation (shaded area - transitional period)

Currency clause limit1), 3) 70% 50% 45% 40% 35% 30%

Tax on interest on FX deposits2) 20% 25% 30% 35% 40%

1) Instrument in the competence of  the National Bank of  Serbia.              

2) Instrument that the Gov ernment may  use by  or propose its use to the National Assembly .

3) From aggregate loan amount.

4) Continuous implementation.
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already been taken. Some of them include 

government’s orientation toward increasing the share 

of purely dinar debt in total public debt, activities 

aimed at developing dinar securities market and 

creating conditions for the introduction of new dinar 

products, as well as activities aimed at development of 

instruments for hedging against foreign exchange risk. 

A very important provision is the one stating that any 

new loan subsidies by the Government will only be 

provided if loans are in dinars. We think that this 

measure will have a significant influence on 

increasing loan dinarisation. One of the steps defined 

in this document is the development of primary and 

secondary markets for dinar securities, as well as 

issuing of long-term dinar securities of the Republic of 

Serbia. Different required reserve rates for dinar and 

foreign currency base with the aim of boosting 

dinarisation should be added to this list of measures. 

However, it is also necessary to consider the 

introduction of additional measures, such as direct 

measures discussed above. 

It should be stressed that direct dinarisation 

instruments do not restrict freedom of the market. 

Namely, they neither interfere with the freedom of 

making payments to or receiving payments from other 

countries nor with commodity trade, which is a 

requirement referred to in Article VIII, Section 2(а) of 

the Articles of Agreement of the International 

Monetary Fund, which is binding on the Republic of 

Serbia as a member of the Fund. These instruments 

only restrict the use of foreign currency on the home 

territory, which is an exclusive competence of the 

state and represents a component of its monetary 

sovereignty. In addition, states with the most 

developed market economies guarantee their domestic 

currencies the performance of the functions of money, 

without threatening free market competition. 

The need for implementing direct measures is 

illustrated by the fact that in March 2012 the Austrian 

Financial Market Authority and the Austrian National 

Bank issued the Supervisory Guidance on the 

strengthening of the sustainability of business models 

of large internationally active Austrian banks.
130

 The 

Guidance lays down a special Loan-to-Local Stable 

Funding Ratio (LLSFR) for subsidiaries of Austrian 

banks, which are mainly located in South-Eastern and 

Eastern Europe. The rules require that the amount of 

total lending should not exceed 110% of total stable 

local funding. The Guidance lists positive effects of 

this measure, including the reduction of foreign 

currency lending on local markets. Austrian 

supervisory authorities have obviously identified the 

risk to their banking groups which lent their parent 

banks’ funds in Eastern and South-East European 

countries with the currency clause and have therefore 

undertaken a measure aimed at restricting this form of 

risky behaviour. Austria’s credit rating is threatened 

by significant exposure of Austrian banking groups in 

East and South-East Europe, which affects the price of 

borrowing by the Austrian state. Developed countries 

are obviously determined to protect sustainability of 

their banks by a direct measure which, no doubt, 

results in interference into South-Eastern and East-

European states, since subsidiaries of Austrian banks 

are residents of the host countries and therefore 

subject to domestic regulations and decisions of the 

host country supervisory authorities rather than 

decisions of the Austrian supervisory authorities. 

Our country pursues extreme monetary valorism 

which allows denomination of all contractual 

obligations in foreign currency. Therefore, the issue of 

"dinarisation" of our primary and secondary 

legislation is also important. In this regard it is 

necessary to consider amendments to the Law on 

Foreign Exchange Operations, particularly Article 34 

thereof, which allows free use of currency clause and 

payments for purchase or lease of real estate in foreign 

currency. Also, it is necessary to amend other laws 

that affect the use of the dinar, such as the Law on 

Advertising, financial laws, etc.
131

 as well as 

                                                 
130http://www.fma.gv.at/en/companies/banks/special-topics/supervisory-

guidance.html 

131 See section two. 

2012 2013 2014 2015 2016 2017

Stable and low  inflation1) •3) • • • • •

Subsidies to agricultural 

products2) • • • • • •

Subsidies to housing 

construction2) • • • • • •

Control on prices of medicines2) • • • • • •

Table VI.1.6.2. Dinarisation instruments – price control 

1) Instrument in the competence of  the National Bank of  Serbia.               

2) Instrument in the competence of  the Gov ernment

3) Continuous implementation.

http://www.fma.gv.at/en/companies/banks/special-topics/supervisory-guidance.html
http://www.fma.gv.at/en/companies/banks/special-topics/supervisory-guidance.html
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Government decrees that may exert considerable 

influence toward dinarisation of crediting operations, 

particularly subsidised loans. 

It is evident that monetary sovereignty cannot be 

achieved only by indirect measures, but it is possible 

to consider the use of measures based on state 

imperium in order to reverse the trends of euroisation 

in certain areas.  

In addition, the power of a currency usually correlates 

with economic power and importance of the issuing 

state. Therefore, it should not be surprising that 

currencies that are accepted as standards of value in 

euroised countries are those of economically and 

otherwise strong states. Due to this, development of a 

strong currency which performs all functions of 

money also implies the development of a strong state 

in economic and every other sense. 
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Statistical Annex
1. Capital Adequacy

Chart 1. Regulatory Tier 1 capital to Risk-weighted assets 
of the banking sector 
(%) 

Note: An adjustment is made in the deductables of Tier 1 capital for 
period from QIII 2008 to QIV 2011. 
Source: National Bank of Serbia. 
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Chart 2. Banking sector leverage indicators 
(%) 

Source: National Bank of Serbia. 
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Chart 3. Distribution of Capital Adequacy Ratio  
(number of banks in each category) 

Source: National Bank of Serbia. 
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Chart 4. Disribution of Capital Adequacy Ratio: market 
share of banks in each category (measured by the share in 
total gross assets of the banking sector, %) 

Source: National Bank of Serbia. 
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Chart 5. Distribution of the Regulatory Tier 1 to Risk-
weighted assets ratio 
(number of banks in each category) 

Source: National Bank of Serbia. 
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Chart 6. Distribution of the Regulatory Tier 1 to Risk-
weighted assets: market share of banks in each category 
(measured by the share in total gross assets of the banking 
sector, %) 

Source: National Bank of Serbia. 
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2. Asset Quality

Chart 7. NPL coverage by the banking sector capital 
(%) 

Source: National Bank of Serbia. 
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Chart 9. Quality of classified assets of the banking sector 

Source: National Bank of Serbia. 
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Chart 10. Risk profile of assets 
(%) 

Source: National Bank of Serbia. 
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Chart 11. Banking sector financing 

Source: National Bank of Serbia. 
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Chart 12. Selected components of the banking sector 
assets 
(%) 

Source: National Bank of Serbia. 
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Chart 8. Bank claims on corporate sector by sectoral structure 
(March 2011, RSD bn and in %) 
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3. Profitability

Chart 13. Selected components of the banking sector 
liabilities 
(%) 

Source: National Bank of Serbia. 
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Chart 14. Banking sector off-balance sheet assets: 
contingent liabilities 
(%) 

Source: National Bank of Serbia. 
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Chart 15. Basic banking sector profitability indicators 
(%) 

Source: National Bank of Serbia. 
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Chart 16. Banks whose ROE is below 5% 

* Measured by the share in total gross assets of the banking sector. 
Source: National Bank of Serbia. 
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Chart 17. Banks which have suffered losses 

* Measured by the share in total gross assets of the banking sector. 
Source: National Bank of Serbia. 
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Chart 18. Main components of the banking sector 
operating profit 
(%) 

Source: National Bank of Serbia. 

0

10

20

30

40

50

60

70

80

90

100

III IV I II III IV I II III IV I II III IV I

2008. 2009. 2010. 2011. 2012.

Net interest margin Net fees and commissions margin

 

Wholesale and 

; 



Chart 19. Contributions to the operating profit growth, by 
components 
(y-o-y growth rates, pp) 

Source: National Bank of Serbia. 
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Chart 20. Staff costs 

Source: National Bank of Serbia. 
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Chart 23. Main components of the operating profit  to the 
average banking sector assets 
(%) 

Source: National Bank of Serbia. 
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Chart 24. Interest revenues and interest expenditure to 
average interest-bearing assets and liabilities  
(%) 

Source: National Bank of Serbia. 
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Chart 22. Banks whose Cost to income ratio is over 80% 

* Measured by share in total gross assets. 
Source: National Bank of Serbia. 
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Chart 21. Banking sector eficiency indicators 

Source: National Bank of Serbia. 
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4. Liquidity

5. Sensitivity to Market Risk

Chart 25. Spread between active and passive interest rates 
on new business of housholds and corporate sector 
(%) 

Source: National Bank of Serbia. 
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Chart 27. Banking sector liquidity indicators 
(%) 

Source: National Bank of Serbia. 
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Chart 28. Banking sector Liquidity ratio 
(eop values) 

Source: National Bank of Serbia. 
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Chart 29. Share of housholds' and corporate sector 
deposits in main monetary aggregates 
(%) 

Source: National Bank of Serbia. 
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Chart 30. Net open FX position, breakdown by currencies 
(%) 

Source: National Bank of Serbia. 
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Chart 26. Loans to deposits ratio (LTD) 
(%) 

Source: National Bank of Serbia. 
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6. Interest rates and the exchange rate

7. Housholds and corporate sector

Chart 31. Indicators of the banking sector exposure to 
foreign currency risk 
(%) 

Source: National Bank of Serbia. 
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Chart 32. Key policy rate of the National Bank of Serbia -
2w repo 
(eop values, %) 

Source: National Bank of Serbia. 
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Chart 33. Interest rate premium of new loans to households 
(over 3М BELIBOR, EURIBOR and LIBOR for RSD, EUR and 
CHF loans, respectively, bp) 

Source: National Bank of Serbia. 
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Chart 34. Interest rate premium of new loans to 
nonfinancial enterprises 
(over 3М BELIBOR, EURIBOR and LIBOR for RSD, EUR and 
CHF loans, respectively, bp) 

Source: National Bank of Serbia. 
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Chart 35. Volatility of the RSD/EUR exchange rate 
(%) 

Source: National Bank of Serbia. 
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Chart 36. Blocked accounts of the corporate sector 

Source: National Bank of Serbia. 
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Chart 37. Average net wages 
(y-o-y growth rates, %) 

Source: National Bank of Serbia. 
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Chart 38. Unemployment rate 
(%) 

Source: Statistical Office of the Republic of Serbia. 
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Chart 39. Currency structure of domestic loans to corporate 
sector 

Source: National Bank of Serbia. 
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Chart 40. Currency structure of domestic loans to 
households sector 

Source: National Bank of Serbia. 
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Chart 41. Housholds loans growth 
(y-o-y growth rates, %) 

* Adjusted for exchange rate changes and inflation.   
Source: National Bank of Serbia. 
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Chart 42. Corporate sector loans growth 
(y-o-y growth rates, %) 

* Adjusted for exchange rate changes and inflation. 
Source: National Bank of Serbia. 
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Chart 43. Quarterly change of bank loan volumes of 
households by maturity 
(RSD bn) 

Source: National Bank of Serbia. 
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Chart 44. Quarterly change of bank loan volumes of 
corporate sector by maturity 
(RSD bn) 

Source: National Bank of Serbia. 
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Chart 45. Cross-border loans of corporate sector 

Source: National Bank of Serbia. 
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Chart 46. Growth of total cross-border loans of 
corporate sector 
(y-o-y growth rates, %) 

* Adjusted for exchange rate changes and inflation. 
Source: National Bank of Serbia. 
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Chart 47. Housholds' savings by currency and maturity 
(%) 

Source: National Bank of Serbia. 
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Table 1. Serbia: Key Macroprudential Indicators, 2008-2012

(in % unless otherwise indicated)

2008 2009 2010
Q1  

2011 

Q2  

2011

Q3  

2011

Q4  

2011

Q1  

2012

Capital Adequacy
Regulatory capital to risk-weighted assets 21.9 21.4 19.9 20.4 19.7 19.7 19.1 17.3

Regulatory Tier I capital to risk-weighted assets
1)

17.9 16.5 15.9 16.5 16.1 16.1 18.1 16.3

Regulatory capital to total assets 20.5 17.1 16.1 16.7 16.4 16.0 12.2 11.1

Capital to assets 23.6 20.7 19.7 20.9 21.0 21.1 20.6 20.6

Asset Composition and Quality

Sectoral distribution of bank claims on corporate sector
2)

Agriculture, forestry, fishing - - 5.3 5.2 5.0 5.2 5.2 4.9

Mining, processing industry, water supply, waste water 

management,  waste disposal control and similar activities
- - 31.8 31.0 30.6 30.4 29.6 28.9

Distribution of electricity,  gas, steam and air conditioning - - 1.5 1.6 1.6 1.5 1.5 1.7

Construction - - 11.7 11.5 11.3 11.2 11.1 10.6

Wholesale and retail trade, repair of motor vehicles and 

motorcycles
- - 29.3 29.4 28.5 27.5 26.9 25.2

Transport and warehousing, food and lodging services, 

information and communications
- - 10.6 11.0 11.0 12.2 12.5 14.3

Real estate activity, professional, scientific, innovation and 

technical activities, administrative and supporting service 

activities, arts, entertainment and recreational activities

- - 6.1 5.9 6.2 6.0 6.9 6.5

Education, health and social care - - 0.6 0.6 0.6 0.7 0.6 0.6

Other claims - - 3.0 3.7 5.1 5.3 5.7 7.3

Non-performing loans and NPL coverage

Gross non-performing loans to total gross loans 11.3 15.7 16.9 17.1 18.6 18.8 19.0 20.4

Non-performing loans net of provisions to Tier I capital
1)

18.9 34.9 44.5 45.3 52.1 53.5 55.1 70.2

Non-performing loans net of provisions to total gross loans 4.9 7.7 8.9 9.1 10.3 10.4 9.3 10.4

Specific provisions of total loans to total gross loans 8.2 9.6 9.1 9.0 9.2 9.4 10.8 10.9

Specific provisions of total loans to gross NPL 73.2 61.4 53.9 52.8 49.8 50.0 57.0 53.8

Specific provisions of NPL to gross NPL 56.9 50.9 47.2 46.7 44.4 44.7 51.0 49.0

Total provisions to total gross loans
3)

21.2 26.4 25.3 25.5 26.2 26.3 24.6 25.6

Total provisions to gross NPL
3)

187.8 168.1 149.4 149.0 141.3 140.1 129.2 125.7

Loan loss reserve to gross NPL
4)

153.6 142.5 133.6 134.3 127.1 128.2 121.4 118.7

Profitability

Return on Assets - ROA 2.1 1.0 1.1 1.6 1.4 1.4 1.3 1.4

Return onEquity - ROE 9.0 4.6 5.3 7.6 7.0 6.5 6.1 6.9

Net interest margin to average assets 5.7 5.3 4.6 4.7 4.8 4.8 4.7 4.3

Net interest margin to net operating income
5)

74.5 75.9 76.2 77.9 77.6 77.3 76.9 76.7

Net fees and commissions margin to net operating income 24.0 23.9 23.2 21.9 22.2 22.5 22.9 22.5

Net fees and commissions margin to average assets 1.8 1.7 1.4 1.3 1.4 1.4 1.4 1.3

Staff costs to total operating expenses 41.2 41.9 41.1 42.3 42.2 42.3 41.9 42.4

Cost to income ratio 68.5 70.9 70.9 64.7 63.6 64.2 66.0 66.1

Liquidity

Liquid assets to total assets
6)

43.3 41.5 35.1 36.0 36.4 36.7 37.7 34.6

Liquid assets to short term liabilities 68.6 63.6 56.3 58.3 59.2 59.4 62.8 59.3

Core Liquid assets to total assets
7)

31.1 28.7 23.8 24.3 23.1 24.4 27.4 25.1

Core Liquid assets to short-term liabilities 49.3 43.9 38.1 39.4 37.5 39.5 45.6 42.9

FX-loans to total loans to households and enterprises
8)

73.8 78.6 71.9 70.6 71.1 72.3 73.3 74.6

FX-deposits to total deposits of households and enterprises
8)

72.4 74.4 80.2 81.0 80.1 79.5 78.5 80.8

Loans to deposits (ratio) 1.22 1.15 1.27 1.31 1.32 1.27 1.26 1.33

FX-loans to FX-deposits of households and enterprises
8)

132.5 127.1 115.6 114.4 116.4 114.7 115.4 120.8

Deposits of households and enterprises to total assets 41.4 42.4 42.5 42.8 43.2 44.0 44.3 43.3

Liquidity ratio
9)

1.81 1.86 1.96 1.96 2.08 2.11 2.17 2.23

Sensitivity to Market Risk

Net open FX position (overall) to Tier I capital 5.1 1.4 2.0 1.0 1.4 1.4 4.5 1.8

Market-based Indicators

Credit rating

S&P BB- BB- BB- BB- BB- BB BB BB

Fitch BB- BB- BB- BB- BB- BB- BB- BB-

Country`s risk premium - EMBI (in bp) 1,224.0 370.4 427.3 375.2 415.4 555.6 596.0 471.0



2008 2009 2010
Q1  

2011 

Q2  

2011

Q3  

2011

Q4  

2011

Q1  

2012

Key Macroeconomic Indicators

Real GDP growth (y-o-y rates) 3.8 -3.5 1.0 3.0 2.5 0.6 0.6 -1.3 

Policy rate - 2w repo 17.75 9.50 11.50 12.25 12.00 11.25 9.75 9.50

Inflation (y-o-y) 8.6 6.6 10.3 14.1 12.7 9.3 7.0 3.2

Current account deficit (in % of GDP) 21.6 7.2 7.4 10.9 7.9 8.6 10.8 0.0

Public debt (in % of GDP) 29.2 34.5 44.0 43.6 43.5 46.7 47.7 51.1

Consolidated fiscal result (in % of GDP) -2.5 4.5 -4.8 -4.4 -5.4 -4.7 -5.7

Exchange rate developments (Dec 2007 = 100) 91.2 82.9 74.9 77.0 79.7 78.6 77.3 71.8

International Reserves Adequacy Indicators

International reserves to months of imports (in mos)

Gross international reserves 5.2 9.4 8.1 7.7 7.5 8.4 8.6 7.8

Net international reserves 3.7 5.7 4.1 4.0 4.1 4.8 4.8 4.3
International reserves to short-term liabilities at remaining 

maturity
10)

Gross international reserves 142.7 196.0 169.4 198.0 205.3 247.6 272.7 255.8

Net international reserves 102.8 120.0 85.9 101.9 111.1 142.1 150.7 141.8
International reserves to the sum of short-term liabilities at 

remaining maturity
10)

and CA deficit

Gross international reserves 118.7 155.6 123.7 131.5 135.0 181.2 197.6 184.3

Net international reserves 85.5 95.2 62.7 67.7 73.0 104.0 109.2 102.2

External Debt (in % of GDP) 64.6 77.7 84.9 79.6 77.1 78.8 77.5 77.6

Long-term debt 58.0 70.7 78.4 75.7 73.8 76.0 75.4 75.7

Public sector 19.9 26.8 32.4 31.1 31.0 34.5 34.6 34.3

Banks 6.7 9.0 12.0 11.8 11.6 11.7 12.1 12.2

Enterprises 31.3 35.0 34.0 32.8 31.3 29.8 28.7 29.2

Short-term debt 6.6 6.9 6.5 3.9 3.3 2.8 2.1 1.9

Source: National Bank of Serbia.

1)
An adjustment is made in the deductables of Tier 1 capital.

2)
Table shows data as of mid 2010 due to entry into force of a new Decree on the Classification of Activities. 

3)
Total provisions for potential losses for on and off-balance sheet exposures.

4)
Provisions for potential losses for balance sheet exposures.

6)
Sum of first- and second-degree liquid receivables of the bank.

7)
Cash and cash equivalents, repo and FX mandatory reserve.

8)
FX-loans and depostis include both denominated and indexed positions.

10)
Including short-term debt and instalments of long-term debt.

5)
Net operating income is the sum of net interest, fees and commissions income and other net income (on dividends and equity 

investments and net gains/losses on securities).

9)
Sum of bank`s first- and second-degree liquid receivables to the sum of liabilities payable on demand with no agreed maturity and 

liabilities due within a month from the date of liquidity ratio calculation.



Table 2. Serbia: Financial Sector Structure, 2008-2011

RSD 

billion
%

RSD 

billion
%

RSD 

billion
%

RSD 

billion
%

RSD 

billion
%

RSD 

billion
%

RSD 

billion
%

Financial sector 85     1,989     100.0 88     2,378     100.0 84     2,759     100.0 84     2,673     100.0 85     2,697     100.0 86     2,753     100.0 87     2,868     100.0 

(in % of GDP) 74.7 87.4 95.7 90.1 88.2 88.3 90.3 

Banking system 34     1,777     89.3 34     2,160     90.8 33     2,534     91.8 33     2,453     91.8 33     2,476     91.8 33     2,538     92.2 33     2,650     92.4 

State-owned banks 8     284     14.3 9     378     15.9 8     454     16.4 8     457     17.1 8     461     17.1 8     465     16.9 8     472     16.5 

Local private banks 6     154     7.7 5     178     7.5 4     217     7.9 4     217     8.1 4     209     7.7 4     214     7.8 4     213     7.4 

Foreign-owned banks 20     1,339     67.3 20     1,605     67.5 21     1,863     67.5 21     1,778     66.5 21     1,806     67.0 21     1,860     67.5 21     1,965     68.5 

Nonbank financial institutions 51     212     10.7 54     218     9.2 51     226     8.2 51     220     8.2 52     220     8.2 53     215     7.8 54     218     7.6 

Leasing companies 17     123     6.2 17     111     4.7 17     99     3.6 17     89     3.3 17     84     3.1 17     79     2.9 17     80     2.8 

Pension funds 10     5     0.2 11     7     0.3 8     10     0.4 8     10     0.4 8     11     0.4 9     12     0.4 9     12     0.4 

Insurance companies 24     85     4.3 26     99     4.2 26     117     4.2 26     121     4.5 27     125     4.6 27     124     4.5 28     126     4.4 

Source: National Bank of Serbia.
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