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Abstract: The aim of this paper is to analyse all capital buffers that are currently applied in Serbia. Regulation
that transposes Basel Il regulatory standards in Serbia was adopted in December 2016. These buffers increase
the resilience of banks to losses, reduce excessive or underestimated exposures and restrict the distribution of
capital. An assessment of the long-term trend of the credit-to-GDP ratio is based on using a one-sided Hodrick-
Prescott filter and the selected value of the parameter A equals 400000. Also, this paper used the following
methods of research: inductive and deductive methods, methods of analysis and synthesis, classification method
and the method of comparison. Analysis has shown that capital buffers that are currently applied in Serbia are fully
harmonized with European Union regulations and international best practices.
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Caxetak: Liurb oBor paga je aHanusa CBWX 3alUTUTHUX CIOjeBa KanuTana Koju ce TPEHYTHO MpUMEkbYjy Y
Cpbujn. Y neuembpy 2016. roguHe ycBojeHu cy nponucy kojuma cy basen Ill ctaHgapav yeegenn y Cpbujn.
YBohereM 3alWTUTHUX crojeBa kanutana nosehasa ce OTMOPHOCT 6aHaka Ha rybutke, cMatbyjy npekomepHe
UNW MOTLiEHEHE U3NOXEHOCTW 1 OrpaHu4yaBa pacnogena kanutana. lNpoueHa oactynawa ydyelha kpeauta y
BM-y o cBor gyropoyHor TpeHAa 3acHuBa ce Ha Kopuwhewy jegHocTpaHor Hodrick-Prescott dwuntepa u
n3abpaHa BpegHocT mapametpa A usHocu 400000. Takofe, y oBom pagy kopuctuhe ce cnepehe metoge
UCTpaxwuBara pafga, a TO Cy WHOYKTMBHE W [EAyKTWBHe MeToge, METOde aHanu3e W CUHTe3e, MeToda
knacudukauuje n Metoge ynopefara. AHanusa je nokasana ga Cy 3alTUTHWU CPOjeBM KanuTana koju ce
TPEHYTHO nNpumetbyjy ¥ Cpbuju y notnyHocTM ycknaheHe ca nponucuma EBponcke yHWje M Hajborbom
MeflyHapoaHOM npakcoMm.

KrbyyHe peum: 3alTWHM CrojeBM KanuTana, (uHaHcujcka CTabWNHOCT, MakpomnpydeHUMjanHa nonuTuka,
KanuTtanuu 3axtesu, basen Il

JEJ knacudpmkaumja: E22, E50, E58, G28

Introduction

The need to improve the financial regulatory framework, as well as the lack of instruments
that would act on systemic risk have been pointed out during and after the global financial
crisis of 2007/2008. According to Annual Financial Stability Report (2019), ,,new standards
and instruments have been developed and implemented at the global level in order to
preserve and strengthen the stability of the financial system* (p. 14). One of the responses
of the shortcomings of the system highlighted by the global financial crisis has been the
establishment of adequate regulatory bodies. At the level of the European Union, the
European Systemic Risk Board has been established, which is according to Annual
Financial Stability Report (2019), ,.entrusted with the responsibility for macroprudential
supervision of the financial system of the European Union and the prevention and
mitigation of systemic risk. After the weaknesses of the financial system were identified,
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which manifested during the financial crisis, as well as the shortcomings of the Basel 11
standards, the process of amending those regulations began” (p. 15).

Capital buffers symbolize one of the key novelties of Basel III standard and
represent an “additional Common Equity Tier 1 capital that banks are obliged to maintain
above the prescribed regulatory minimum. Capital buffers should limit systemic risks in the
financial system, which can be structural (systemic risk buffer and capital buffer for a
systemically important bank) or cyclical (capital conservation buffer and countercyclical
capital buffer)” (Annual Financial Stability Report, 2019, p. 15). In this regard, a financial
stability function has been developed with the aim of limiting the effect of systemic risk in
the financial system (Puzanova & Dullmann, 2013; Tomuleasa, 2015). In the most general
case, systemic risk can be defined “as a risk that affects the normal functioning of the entire
financial system, and not just individual financial institutions” (Annual Financial Stability
Report, 2019, p. 14).

The aim of this paper is to analyse all capital buffers that are currently applied in
Serbia. An assessment of the long-term trend of the credit-to-GDP ratio is based on using a
one-sided Hodrick-Prescott filter and the selected value of the parameter A equals 400000.
Also, inductive and deductive methods, methods of analysis and synthesis, classification
methods, and comparison methods will be used in this paper. This paper is organized in the
following way: literature review will be presented in Section 1, while Section 2 deals with
the analysis of all capital buffers. Domestic regulation for each capital buffers in Section 2
will be displayed, then indicators for activating and changing their rate, as well as proposals
for their improvement. The paper ends with a Conclusion, where all the main points of this
paper will be summarized.

1. Literature review

The development of macroprudential policy, which is a relatively new regulation, began
after the global financial crisis of 2007/2008. This policy includes “activities and measures
aimed at preventing the existence of systemic risks, i.e. risk disruption to financial services
in the financial system that could pose serious negative consequences for the real economy”
(Annual Financial Stability Report, 2019, p. 15). It is a regulation that did not formally exist
before 2008, and in that period, in order to limit systemic risks, the states applied the
instruments of monetary, microprudential and fiscal policy. Since then macroprudential
policy and its instruments have been constantly evolving taking into account preservation
and improvement of financial stability as one of the aims for the central bank, together with
the achievement of price stability.

In order to increase banks' resilience to losses, as well as to reduce excessively or
underestimated exposure and to limit the distribution of capital, capital buffers have been
introduced (Abbas et al., 2019). The level of capital requirements influences financial
soundness indicators (Ercegovac et al., 2019; Vesi¢ et al., 2019). In good times, banks, in
accordance with the recommendation of the Basel Committee on Banking Supervision
(BCBS, 2010), create capital reserves that will then be used when the systemic risk
materializes (Ayuso et al., 2002; Seidler & Gersl, 2012). Fonseca & Gonzalez (2010)
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indicated in their analysis that banks need to keep capital above minimum set levels due to
market discipline, by reason of expectations of quasi-earnings (shareholders are interested
that the bank has enough capital to prevent operating losses) and the third reason is the need
to adjust to the capital requirements set by the regulator. Higher capital requirements
indicate better soundness and safety of a bank (Chen et al., 2014), they are built up in an
expansion phase and are used during a recession (Drehmann et al., 2010; Heid & Kriiger,
2011; Montagnoli et al., 2018), increase stability and resilience of financial system
(Noreen, Alamdar & Tariq, 2016) and maintain financial system resilience (Bui et al.,
2017). Besides the aforementioned, it is equally important to access the influence of capital
buffers on level of risk (especially credit risk), supervisory discipline, impact on insurance
buffer, economic growth, and competition between financial institutions (Lindquist, 2003).

The global financial crisis revealed the pro-cyclicality of the financial system and
the need to use adequate instruments and regulations. The pro-cyclicality of the financial
system influences the decision-making process, risk management, and implications of
macroprudential policy (Moudud-Ul-Huq, 2019, 2019a). In this respect, it is equally
important to analyse the cyclical behaviour of capital buffers and evidence is mixed.
According to Jokipii & Milne (2006), and data for the European Union, there is a
significant positive relationship with the business cycle for co-operative and smaller banks,
while negative is present for commercial and savings banks. In the case of Colombian
banks and period 1996-2010, analysis by Garcia-Suaza, Goémez-Gonzalez, Pabon and
Tenjo-Galarza (2011) indicates a negative co-movement between the business cycle and
capital buffers, while for six largest Canadian banks in period 1982-2010 Guidara, Son Lai,
Soumaré & Tchana (2013) concluded that there was positive movement between capital
buffers and business cycles. Stolz & Wedow (2005) found that in the case of German banks
(savings and cooperative banks) for the period 1993-2003 capital buffers fluctuate
anticyclically over the business cycle.

2. Capital buffers in Serbia

The Law on the National Bank of Serbia prescribes how “the National Bank of Serbia
contributes to the preservation and strengthening of the financial system of the Republic of
Serbia” (p. 1), and accordingly, the National Bank of Serbia Executive Board determines
and implements instruments and measures. The National Bank of Serbia has at its disposal
all instruments and measures of macroprudential policy that are fully in line with the
recommendation of the European Systemic Risk Board on transitional goals and
instruments of macroprudential policy (ESRB/2013/1). The National Bank of Serbia
consultative document "Macroprudential Framework", published in March 2015, regulates
the goals, “instruments, and decision-making process of macroprudential policy and
specifies its ultimate goal — to contribute to preserving and strengthening the stability of the
financial system by preventing new systemic risks and reducing and eliminating existing
ones, ensuring the contribution of the financial system to sustainable economic growth”
(Annual Financial Stability Report, 2019, p. 15).
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Figure 1: Capital buffer rates — Common Equity Tier 1 capital as a percentage of total risk
exposure amount

Systemic risk buffer*
1-3%, with the possibility of higher

Capital conservation buffer
2.5%

*Note: Only the highest buffer rate is applied in exceptional cases. O-SII refers to Other Systemically Important Institutions, while G-
SII denote Global Systemically Important Institutions. There are currently no banks in Serbia that are identified as Global
S ically Important Instituti

Source: National Bank of Serbia

With the adoption of the Decision on Capital Adequacy of the Bank, the Directive
2013/36/EU (CRD IV Directive) was transposed into the domestic regulatory framework
which regulates capital buffers. These buffers additionally increased “the resilience of
banks to losses, reduced excessive or underestimated exposures, and restricted the
distribution of capital. Since June 30, 2017, the following capital buffers are applied in
Serbia (Chart 1):

1. systemic risk buffer

2. capital conservation buffer

3. countercyclical capital buffer

4. capital buffer for a systemically important bank” (Annual Financial Stability

Report, 2019, p. 16).

2.1. Systemic risk buffer

The key risk in the financial system of the Republic of Serbia is the high level of placement
and deposit euroisation. The “euroised financial system itself contains a systemic risk that
can be realized in case of a sudden depreciation of the domestic currency” (Annual
Financial Stability Report, 2019, p. 101). In that case, foreign currency liabilities
denominated in domestic currency suddenly increase, and as most borrowers earn their
income in domestic currency, this causes a sharp increase in their indebtedness. In this way,
due to systemic foreign currency risk, systemic problems with solvency and liquidity of
both corporates and households can occur. According to Windischbauer (2016) countries
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with a level of euroisation, both to deposit and placement side, higher than 40% can be
categorized as highly euroised economies, while another study (Alvarez-Plata & Garcia-
Herrero, 2008) concluded that the degree of euroisation between 10% and 40% is
considered moderate, while the degree of euroisation below 10% is considered low.
Indicators used for assessing the level of euroisation measure the share of “foreign currency
and foreign currency-indexed placements in total placements to corporates and households
and the share of foreign currency and foreign currency-indexed deposits in total deposits of
the corporates and households” (Annual Financial Stability Report, 2019, p. 20-21).

The banking sector of the Republic of Serbia is characterized by a high level of
euroisation both of deposits (in December 2020, 59.9% of total deposits of corporates and
households were foreign currency and foreign currency-indexed deposits) and placements
(in December 2020, 62.7% of total placements to corporates and households were foreign
currency and foreign currency-indexed placements) — Figures 2 and 3.

Figure 2: Share of foreign currency and Figure 3. Share of foreign currency
foreign currency-indexed deposits in total corporate and foreign currency-indexed placements in total
and household deposits (in %) corporate and household placements (in %)
100 100
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Source: National Bank of Serbia Source: National Bank of Serbia

The systemic risk buffer (hereinafter: SRB) is a macroprudential instrument, which
represents additional Common Equity Tier 1 capital that banks are obliged to maintain in
order to prevent and mitigate systemic risks of a long-term, non-cyclical nature. In addition
to strengthening the resilience of the banking sector to potential shocks, the SRB
encourages banks to reduce exposure to identified structural risks, if an exposure-based
measure is applied. According to the Decision on the Rate and Manner of Maintaining the
Systemic Risk Buffer valid from June 30, 2017, ,,all banks whose share of foreign currency
and foreign currency-indexed placements to corporates and households in Serbia in the total
placement of that bank to corporates and households in Serbia exceeds 10% are obliged to
maintain the SRB equal to 3% of their total placements of that bank approved to corporates
and households in the Republic of Serbia“ (Annual Financial Stability Report, 2019, p.
102). The advantage of a unique rate is, among other things, easier communication with
banks and the public. The maximum SRB rate does not exist, but the European Union
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Member States are obliged to notify the competent authorities (European Commission,
European Systemic Risk Board, European Banking Authority) for rates above 3% or obtain
their opinions. SRB is a flexible instrument and can be implemented in all or certain parts
of risk exposure, on domestic exposure or on third-country exposure, on all financial
institutions, or on some part of the financial sector (Gabrieli & Jimborean, 2020).

The basic specificity of the use of the SRB in Serbia relates to the base for
calculating capital requirements. While in most other EU countries the SRB is applied to
the total risk-weighted bank assets, the base for calculating capital requirements in Serbia is
foreign currency and foreign currency-indexed placements of the bank approved to
corporates and households in Serbia. In this way, although all banks are required to
maintain the same rate (i.e. 3%), the capital requirements of individual banks vary,
depending on their degree of euroisation. With such application of the SRB, banks are
directly encouraged to reduce their degree of euroisation, because in the case that the
amount of euroised placements is reduced, the amount of capital requirements will also be
reduced. It is precisely this way of applying the SRB that the European Systemic Risk
Board recognized and recommended to the European Commission, which was subsequently
implemented in the Capital Requirements Directive V (Directive EU 2019/878), stating that
if the rate is directly applied to the exposures that cause systemic risk, as is the case in
Serbia, then it directly affects the limitation of that systemic risk. “On the other hand, by
applying SRB to entire risk-weighted bank assets, i.e. without targeting specific exposures,
less impact on systemic risk mitigation is achieved” (Annual Financial Stability Report,
2019, p. 56).

,»In order to decrease the level of euroisation in the financial system of the Republic
of Serbia, the National Bank of Serbia and the Government signed Memorandum on the
Strategy of Dinarisation of the Serbian Financial System in April 2012* (Annual Financial
Stability Report, 2019, p. 101). Having in mind that since the dinarisation strategy was
introduced nine years ago, macroeconomic stability has been maintained ,,and financial
stability strengthened, the Government and the National bank of Serbia signed a new
Memorandum on the Dinarisation strategy in December 2018 (Annual Financial Stability
Report, 2019, p. 101). Aware that dinarisation is a gradual and long-term process, the
Government and the National bank of Serbia reflected on the achieved results from the
measures and activities taken thus far and, based on them, agreed and defined additional
measures and activities so as to encourage further dinarisation. The objective of this
Strategy is to support greater use of the dinar and reduce foreign currency risk in the
domestic financial system.

In the previous period, the National Bank of Serbia applied different measures in
order to promote the use of dinar in the financial system. From monetary policy stance
following measures are adopted:

1. Only dinar securities without a currency clause can be used as a collateral in the
National Bank of Serbia monetary operations, related to open market operations, credit
facilities and short-term liquidity loans to banks;

2. According to the Decision on Amending and Supplementing the Decision on
Conditions and Manner of Implementing Open Market Operations (2020) ,,dinar
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securities, without a currency clause, issued by an international financial organization
and development bank, or a financial institution which was founded by a foreign state
and whose credit rating was set at "AAA" by Standard & Poor’s or Fitch-IBCA, and/or
“Aaa” by Moody’s, included into the list of collateral for the National Bank of Serbia
monetary operations (beside dinar securities, without a currency clause issued by the
National Bank of Serbia and Republic of Serbia)” (p. 2);

3. By means of required reserves, the National Bank of Serbia promotes the use of dinar
by differentiating required reserves rate on dinar vs. foreign exchange sources of
funding. At the moment required reserve ratios are 5%/0% on dinar sources vs.
20%/13% on foreign currency sources up (depending on the maturity of sources) and
100% on foreign currency-indexed liabilities in dinars.

From financial stability perspective, the following measures were applied in order to
promote dinar lending and mitigated the risks arising from excessive use of the currency
clause:

1. The LTV (loan to value) limit of 80% was introduced for mortgage loans indexed in
foreign currency. The LTV limit is applied only to foreign currency and foreign
currency - indexed loans, while dinar loans are exempt from its application in order to
stimulate long-term dinar lending;

2. Loans to natural persons may be indexed only to euro. This measure was introduced in
order to limit systemic foreign currency risk stemming from the use of currencies other
than the euro;

3. The introduction of mandatory downpayment by borrowers in the amount of 30% for
all foreign currency-indexed or foreign currency loans that do not relate to housing
loans and credit cards, while all dinar loans are excluded from this measure.

2.2. Capital conservation buffer

The aim of applying a capital conservation buffer is to preserve the bank's capital. In the
case that a bank breaches this buffer, automatic protection measures are applied in order to
limit the payment of dividends and bonuses to that bank. Basel Committee of Banking
Supervision prescribed that banks are in obligation to introduce capital conservation buffer
in the phase-out process. According to Basel III in January 2016 capital conservation buffer
was set at the level of “0.625% of risk-weighted assets and then increased by 0.625 pp at
the beginning of each following year, reaching 2.5% of risk-weighted assets” (Annual
Financial Stability Report, 2019, p. 56) at the beginning of January 2019.

According to section 434 of the Decision on Capital Adequacy (2021), banks in
Serbia are “obliged to maintain a capital conservation buffer on an individual and
consolidated basis equal to 2.5% of their risk-weighted assets” (p. 335). The capital
conservation buffer may consist only of Common Equity Tier 1 capital and applies in
Serbia as of 30 June 2017. Since its introduction capital conservation buffer in Serbia is set
at the level of 2.5% of risk-weighted assets.
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2.3. Countercyclical capital buffer

“Countercyclical Capital Buffer (hereinafter: CCyB) is a macroprudential instrument used
for mitigating the procyclicality of the financial system. CCyB represents an additional
buffer of Common Equity Tier 1 capital above the prescribed regulatory minimum that a
bank maintains to prevent and mitigate long-term, cyclical systemic risks” (Annual
Financial Stability Report, 2019, p. 53). According to the Decision on Capital Adequacy of
Banks (2021) the National Bank of Serbia sets the CCyB rate for the Republic of Serbia
“on a quarterly basis, taking into account:

(1) Reference indicator based on the difference between the credit-to-GDP ratio and its
long-run trend (credit gap in GDP), which is calculated on a quarterly basis, in line with
the recommendations of the European Systemic Risk Board regarding the method of
measuring and calculating difference between the credit-to-GDP ratio and its long-run
trend;

(2) Valid recommendations of the FEuropean Systemic Risk Board and any
recommendations of that Board regarding the determination of the CCyB rate;

(3) Other indicators it considers relevant to monitoring the cyclical dimension of systemic
risk” (p. 336).

Figure 4: Credit-to-GDP ratio and its long run trend

100
80
Credit-to-GDP ratic

Long term trend of credit to GDP
— Gap

40 40

2002 2004 2006 2008 2010 2012 2014 2018 2018 2020
Source: the author’s research.

The CCyB rate is determined on the basis of an expert assessment as a
combination of analysis on reference indicators and additional optional indicators. The
main indicator of excessive credit activity is the share of the credit gap in GDP.
Empirical research, done by Drehmann & Tsatsaronis (2014), has shown that this is
one of the most reliable indicators for the early prediction of an upcoming financial
crisis. CCyB is introduced in order for regulators to increase capital requirements during
the credit expansion period (Castro, 2020). Credit growth is considered excessive if the
credit-to-GDP ratio is greater by a minimum of 2 pp than its long-term trend, and the credit
growth rate does not support economic growth. The long-term trend of the credit-to-GDP
ratio is estimated using a one-sided Hodrick-Prescott (HP) filter. HP filter is a mathematical
tool used in macroeconomics to evaluate the trend of variables over time. A one-sided,
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recursive, HP filter for trend calculation uses only the information available at the observed
time. In order to determine the long-term trend of GDP, the selected value of the parameter
A equals 400000 (Figure 4).

According to the Decision on Capital Adequacy of Banks (2021) “CCyB rate for the
Republic of Serbia ranges between 0% and 2.5% of the bank's risk-weighted assets, setting
the rate in steps of 0.25 pp or multiples of 0.25 pp” (p. 336), which is in line with Basel III
standard. Since its introduction CCyB is set at the level of 0%. According to the
Explanation of the countercyclical capital buffer rate for the Republic of Serbia (2021) “at
its meeting in March 2021, the Executive Board decided to keep the countercyclical capital
buffer rate at 0%, considering the following:

e guide for setting the CCyB rate: 0%;

e credit-to-GDP ratio: 80.2%;

e deviation of credit-to-GDP ratio from its long-term trend (credit-to-GDP gap): -0.04
pp” (p- 2).

According to the Expert Group of the European Systemic Risk Board, it is allowed
that additional indicators be selected from country to country (Detken et al., 2014). Besides
the credit-to-GDP gap from its long-term trend, additional optional indicators are taken into
account for the purpose of setting the CCyB rate for Serbia such as the real estate market
(real estate DOMex index and indices of the number of newly issued building permits),
external imbalance (current account deficit and net foreign direct investments) and main
banking sector indicators (capital adequacy ratio, non-performing loans and loan-to-
deposit). The analysis of the reference indicator and additional indicators points to
sustainable lending activity. Given that the estimated credit-to-GDP gap is still below its
long-term trend, i.e. that this deviation is below the reference value of 2 pp, the CCyB rate
for the Republic of Serbia was maintained at 0%, in order to mitigate the potential negative
consequences of the pandemic on the financing of the corporates and households.

In order to improve CCyB we can propose the following suggestions:

1. In the case of emerging market economies with a more volatile behaviour, such as
Serbia, the parameter value A of 1600 could be alternatively used in order to monitor
higher frequency movements in the credit cycle which can be significant.

2. It is recommended to use the Vulnerabilities Barometer, as part of the monitoring
framework for cyclical risks. This could improve quantitative tools for the timely and
adequate introduction and release of the CCyB rate as well as indicators that could
point to risk accumulation in the financial system. Duprey & Roberts (2017) make an
analysis of using the Vulnerabilities Barometer in the case of the Bank of Canada to
measure financial system vulnerabilities.

3. The credit activity should be forecasted for the Republic of Serbia in order to assess the
trend of the reference indicator and the moment of introduction or relaxation of the
CCyB rate.

4. It is recommended that a Dashboard/Heatmap with clear alert and signalling thresholds
are developed.

5. Recent analyses have found that a one-sided HP filter suffers from major ex-post
revisions, although the Basel III regulations explicitly prescribe the use of a one-sided
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HP filter. Edge and Meisenzahl (2011) and Alessandri, Bologna, Fiori and Sette (2015)
have indicated in their analysis that the credit gap assessment based on a one-sided HP
filter is subject to significant ex-post audits and thus has a major impact on the
macroprudential policy decision. Thus, the "false positive" share of credit activity in
GDP would affect the unnecessary tightening of this capital requirement. On the other
hand, authors such as Darracq Pariés, Fahr and Kok (2019) suggest that the credit-to-
GDP gap could be downward, after prolonged credit growth, to the extent that this
growth causes an increase in bias in the estimated trend component. Based on an
analysis by Alessandri, Bologna and Galardo (2021), it is recommended to assess the
gap between credit and GDP from its long-term trend using a two-sided HP filter.

2.4. Capital buffer for a systemically important bank

Systemically important financial institutions are financial institutions whose liquidation or
bankruptcy can jeopardize the functioning of part or the entire financial system. The risks
affecting these institutions grow into the systemic risks of the financial system. For this
reason, it is necessary to take measures regarding the special treatment of these institutions
in relation to other institutions, given their importance for the stability of the entire financial
system. The bankruptcy of Lehman Brothers in September 2008 and American Insurance
Group (AIG) bailed during the global financial crises in 2008 have indicated how single
financial intuition can influence the entire financial system (Co-Pierre, 2011).

Table 1: The list of systemically important banks in the Republic of Serbia and rates of the capital buffer rates for
systemically important banks

Bank Capital buffer rate for

systemically important banks
Baca Intesa 2%
Unicredit Bank 2%
Komercijalna banka 2%
OTP banka 1%
Raiffeisen banka 1%
Erste Bank 1%
Banka Postanska Stedionica 1%
AIK bank 1%
Vojvodanska banka 1%

Source: National Bank of Serbia

Banks determined by the National Bank of Serbia as being systemically important
for the domestic economy (based on the following criteria: the “size of a bank, the
importance for the economy, the importance of the cross-border activity of a bank, the
interconnectedness of a bank with the financial system, substitutability of a bank in the
financial system or the complexity of a bank™) (Decision on Capital Adequacy of Banks,
2021, p. 344) are obliged to maintain additional capital equal to 1% or 2% of their risk-
weighted assets. The criteria and the method of their fulfilment are the basis of the
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methodology for identifying systemically important financial institutions. According to the
Decision on Capital Adequacy of Banks (2021) “the National Bank of Serbia reviews the
capital buffer for systemically important banks and the methodology for identification of
systemically important banks at least annually” (p. 344) and the last revision was in June
2020 (Table 1).

Capital Requirements Directive V requires that systemically important banks, on a
consolidated, subconsolidated or individual basis, maintain a capital buffer for a
systemically important bank of up to 3% of the total risk exposure amount, taking into
account the criteria for the identification of the systemically important banks. That buffer
shall consist of Common Equity Tier 1 capital. Taking into account this requirement in
forthcoming period for the systemically important bank the possibility that Serbia uses
capital buffer for a systemically important bank up to 3% of the total risk exposure can be
analysed.

Conclusion

The global crisis 2007/2008 has highlighted the shortcomings of existing regulations and
the need to introduce new ones in order to maintain and improve financial stability and
create adequate instruments in the fight against systemic risk. Systemic risk is a risk that
threatens the normal functioning of the entire financial system and due to its limitation, the
function of financial stability has been developed. “One of the novelties introduced by the
implementation of the Basel III standard refers to the introduction of capital buffers, which
represent an additional Common Equity Tier 1 capital that banks are obliged to maintain
above the prescribed regulatory minimum” (Annual Financial Stability Report, 2019, p.
15).

The capital buffers applied from June 2017 in Serbia are systemic risk buffer, capital
conservation buffer, countercyclical capital buffer, and capital buffer for a systemically
important bank. Systemic risk buffer is a capital buffer introduced to limit the high degree
of euroisation, which increases the financial system's exposure to foreign exchange risk so
that the exchange rate channel is one of the main channels of risk spillover to the financial
system and real economy. Capital conservation buffer is applied to preserve the bank's
capital and countercyclical capital buffer to prevent unsustainable credit growth that is not
supported by economic growth. Capital buffer for a systemically important bank is used for
identifying systemically important institutions whose liquidation or bankruptcy can
jeopardize the functioning of parts or the entire financial system. The analysis showed that
all capital buffers currently applied in Serbia have harmonized with the regulations of the
European Union and the best international practice.

In addition to the application of capital buffers, in order to assess the vulnerability
and resilience of the financial system, the National Bank of Serbia develops and uses
various tools to adequately monitor and timely indicate systemic risks. In addition, the
National Bank of Serbia conducts quarterly macroprudential stress tests of the banking
sector, the aggregate results of which are made public within the Annual Financial Stability
Report, providing information related to stress tests, as well as assumptions used,
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projections of positions at the banking sector level and finally the effects on bank
capitalization. This greatly contributes to strengthening confidence in the domestic financial
system, but also to the transparency and accountability of the National Bank of Serbia in
implementing its legal objectives. All this additionally contributes to the strengthening of
financial stability, which, in addition to price stability, is a legally defined goal of the
National Bank of Serbia.
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