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TESTING THE MONETARY TRILEMMA THEORY ON
THE EXAMPLE OF SERBIA:

Abstract

Monetary trilemma (MT) is an economic concept based on the idea that a country
cannot concurrently have exchange rate stability, free capital flows and monetary
independence, which is why it has to choose two of these three available options. The
purpose of this article is to determine the validity of the MT hypothesis in Serbia, in the
period from 2006 to 2022. After constructing the MT measures, the article approaches
to multiple linear regression with the aim of establishing the binding relations among
these variables. Serbia has a stable exchange rate policy and extensive capital flow
controls, as well as monetary independence that could be much greater. Serbia
appears to have voluntarily given up its monetary autonomy in _favour of its exchange
rate stability and financial closure. The originality of this article stems from the novel
approach to this issues, being informative for domestic policy makers in their further
policy considerations.

Key words: monetary trilemma, exchange rate stability, financial openness, monetary
independence, Serbia, linear regression.
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TECTUPAILE TEOPUJE MOHETAPHE TPUJIEME
HA ITPUMEPY CPBUJE

AnCTpakT

Monemapra mpunema (MT) je exoHOMCKU KOHYenm Koju ce 3acHuéa Ha uoeju o
mome 0a 3emmba He Modice UCHOBPeMeHO 0a UmMa CMabuiHoCm 0esusHoe Kypcd,
€10600y MOKOBA KANUMAILA U MOHEMAPHY He3A8UCHOCT, 3002 Yeea Mopa 0a usadepe
06e 00 oge mpu pacnonodicuse onyuje. Cepxa 06oe unanxa je 0a ymepou 6anuoHoCm
xunomese o denosary MT y Cpouju, y nepuody oo 2006. do 2022. zooune. Haron
Konempykyuje mepa MT, y unauky ce cnpogoou GuuecmpyKa TUHeapHa pespecuja ca
yuwem ymephusaroa npupoode eese uzmely osux sapujabnu. Cpouja ce kapaxmepuuie
CMAOUTHOM NOTUMUKOM O€BU3HOZ KYPCA U OOUMHUM MEPAMA KOHMPORe MOKO8d
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Kanumana, Kao u MOHemapHoM He3asucHowhy Koja 6u moeia da 6yoe danexo eeha.
Haume, uunu ce oa ce Cpbuja 006pososbHO 00pekia c8oje MOHemapHe aymoHomuje
Y KOpucm cmaduaHocmu c8oe 0egu3Ho2 Kypcd U (DUHAHCUJCKe 3aIM8OPEeHOCHIl.
Opueunannocm 0802 U1aHKA nPOCmute U3 NOMNYHO HO802 NPUCTIYNA 08UM RUMAFUMA,
U3 Yeaa U MPOUBUNA3U Fe208 3HAUA] 3a Kpeamope oomahe MOHemapHe NOAUmMuKe y
FoUXOBUM OA/bUM PASMAMPAFLUMAL.

Kwyune peuu: monemapna mpunema, cmaduiHocm 0esusHoz Kypca, uHancujcka
omeopenocm, monemapna nezasucrnocm, Cpouja, nuneapha pezepcuja.

Introduction

The Monetary trilemma is a term in economic theory that indicates that a country
has three equal options at its disposal when conducting its monetary and economic policy.
These three goals of economic policy include: a) exchange rate stability, b) freedom of
cross-border capital flows, i.e. financial integration, and c¢) independent monetary policy.
Although the trilemma indicates that the country is faced with three possible policy
choices, these options are mutually conflicting and exclusive because they cannot be
all realized at the same time. Therefore, the trilemma suggests that a country can in a
given time pursue and choose between any two of the three offered monetary policy
objectives. The Monetary trilemma, or the so-called Impossible trinity, has its foundation
in the Mundell-Fleming trilemma model, which indicates inherent instability during the
simultaneous application of all three available policy options within the framework of
the country’s monetary policy (Tica, Globan & Arcabic¢, 2019, p. 63). In this way, the
vertices of an imaginary triangle, as illustrated in Figure 1, can also represent these
available and mutually exclusive economic and monetary policy options.

Figure 1: Policy choices in the Monetary trilemma issue
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Source: Rieber (2017)
Thus, the Mundell-Fleming trilemma framework suggests that in a regime of

free capital flows and a fixed exchange rate, the central bank cannot have monetary
autonomy, nor it can contribute to the internal stabilization goals of its economic policy.
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For example, when a country pursues a policy of fixed exchange rate and financial
openness, its interest rate must follow the interest rate of the base country, in which case
it gives up its monetary autonomy. Conversely, if a country does not peg its interest rate
to the interest rate of the base country and has a liberal capital account, it breaks the peg,
thus achieving its monetary independence, but it may at the same time deter investors
from further investments, thus generating domestic currency depreciation. Another
implication of the Mundell-Fleming trilemma is that in the case of closed capital flows or
a flexible exchange rate, a country should be able to achieve its domestic economic and
monetary policy objectives. In this way, and according to the postulates of the Monetary
trilemma model, a flexible exchange rate compared to a fixed exchange rate gives the
economy a certain amount of agility and freedom, whenever it has a need for an inflow
of fresh capital (Carmi, 2020, p. 14).

In the context of this article, monetary policy independence is perceived as the
ability of the central bank to set independently its interest rates from the movement of
the interest rate in the base country (Aizenman, Chinn & Ito, 2012, pp. 6-7), as well
as a capability of realization of the defined objectives of its monetary policy. At the
same time, the choice of exchange rate regime represents a fundamental macroeconomic
issue, especially in small open economies that need fresh capital inflows. This article
is dedicated to testing the hypothesis about the Monetary trilemma functioning in the
Republic of Serbia (RS), as a good example of small open economy, in the period
from 2006 to 2022 for which there are available data. Thus, the time horizon under
investigation includes the beginning of the 21st century when Serbia, after its period
of international isolation from the 1990s, opened up and began its extensive economic
reforms. However, this period has broader implications as it includes stages of large
capital inflows and substantial appreciation of its real exchange rate (Petrovi¢ & Gligoric,
2010, pp. 23-24), especially in the wake of and after the global financial crisis of 2008,
but also the recent global health Covid-19 and Ukrainian crisis.

The next section of the article provides a brief literature overview on the Impossible
trinity of macroeconomic policies, while the third one explains the construction of the
Monetary trilemma measures used in this analysis. The fourth section discusses the
obtained results, while the last section concludes the article, with a hint of the general
characteristics and problems of the current monetary policy framework in Serbia. The
scientific contribution of this article is reflected in its novelty, as well as in the fact that, at
least according to the author’s knowledge, no one has investigated the issue of Monetary
trilemma in Serbia.

Theoretical Backgrounds

Up to this point, many authors have researched and addressed the issue of the Monetary
trilemma and its feasibility in practice. As already indicated, the Monetary trilemma theory is
often attributed to Robert Mundell and Marcus Fleming, who, in the middle of the last century,
completely separately described the relationships among the stability of the exchange rate,
the freedom of cross-border capital flows, and the autonomy of monetary policy. However,
Maurice Obstfeld and Alan M. Taylor, who presented the modern Monetary trilemma model
in their epoch-making article from 1997, laid its deeper foundations. Obstfeld and Taylor
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(1997) studied the impact of global capital market integration on the trend of international
capital mobility in the period from the 19th to the end of the 20th century, with an extensive
discussion of capital movement controls and the achievement of domestic policy goals under
conditions of changing monetary regimes. They were the first who introduced the notion of
the macroeconomic policy trilemma, which forces policy makers to make trade-offs among
these mutually conflicting economic policy goals. The goal of capital mobility prevailed in
the circumstances of broad policy support for conducting a monetary policy subordinated
to the exchange rate, as well as in the conditions of a monetary regime put in the service of
fulfilling domestic policy goals, at the expense of exchange rate stability (Obstfeld & Taylor,
1997, p. 1).

In their somewhat later article, Obstfeld, Shambaugh and Taylor (2004, p. 75) conclude
that even in the disordered period between World War I and World War II, economic policy
was burdened with a choice among a fixed exchange rate policy, open capital markets,
and independent monetary policy. Latter, Obstfeld, Shambaugh and Taylor (2008, pp. 1-9)
broadened the scope of their analysis and examined the role of rapid growth in international
reserves in the contemporary era of globalized capital markets. They concluded that the
share of domestic financial obligations (M,) in GDP, financial openness, the possibility of
accessing foreign currency, and the exchange rate regime are among the main factors of
holding foreign exchange reserves. All these factors are very important, while they multiply
and mutually compound each other in their impact on the level of international reserves of
a given country. Here again, the role of the Monetary trilemma comes to the fore, but in a
somewhat different context. From this aspect, the demand for central bank reserves in its
role as lender of last resort (LLR) is growing in all those economies where there is a risk of
capital flight. The role of holding international foreign exchange reserves goes even further,
indicating that they represent a key instrument for managing domestic financial instability,
as well as a key tool for defending the exchange rate in conditions of increasingly strong
financial globalization. In addition to affecting terms of exchange and improving the trade
balance, foreign exchange reserves protect the domestic banking sector and credit markets,
and thus prevent the depreciation of the national currency.

Among others, the authors Helen Rey and Joshua Aizenman further expanded
the scope of this analysis, pointing out its complexity in the conditions of contemporary
global capital flows. Aizenman, Chinn and Ito (2013, pp. 447-458) introduced entirely
new measures for measuring key aspects of the Monetary trilemma (metrics of exchange
rate flexibility, monetary independence, and capital account openness), also considering
the role of significant accumulation of international reserves that has taken place since the
beginning of the 21st century. The authors, by testing the linearity of the binding Monetary
trilemma model, provided substantial empirical evidence of the existence of an /mpossible
trinity of the three aforementioned macroeconomic policy objectives. In their more recent
paper, Aizenman, Chinn and Ito (2022, pp. 24-27) also introduce international reserves as
a fourth variable, turning the trilemma of essential macroeconomic policies into a kind of
Monetary quadrilemma. They point out that economic policy makers change its goals and
configurations with the aim of stabilizing economic and financial conditions or minimizing
vulnerability. In a financially highly globalized world, in addition to these three mutually
exclusive standard goals, the holding of international reserves also plays an important role
since they serve as a tool to ensure liquidity. The authors finally conclude that, in general,
developing countries increased their foreign exchange reserves after the Asian Financial

58 EKOHOMUKA EEX3]



http://www.ekonomika.org.rs

Crisis (AFC), which especially applies to those ones that were exposed to higher terms of
trade (TOT) shocks and higher rates of economic decline. Their findings indicate that holding
international reserves is a good incentive to insure against some future financial crisis.

Finally, Helen Rey (2015) recently challenged the existence of the Monetary policy
trilemma, pointing out that regardless of whether a country implements a fixed or flexible
exchange rate regime, there is only a Monetary dilemma that refers to the choice between
free cross-border capital flows and independent monetary policy. Rey emphasizes that in
the conditions of the global capital flows financial cycle, asset prices and credit expansion,
countries with greater capital inflows become more sensitive to its components. At the same
time, the global financial cycle is not adapted to the economic specificities of the given
country, leading to a possible excessive growth of the volume of loans and to the asset bubble
bursting, and therefore to potential financial crises. Since in circumstances of capital mobility
the global financial cycle constraints domestic monetary policies, the trilemma turns into a
dilemma suggesting that monetary autonomy is possible only in the presence of imposed
controls on the capital account. Rey (2013) concludes that, in addition to implementing capital
control measures, the issue of monetary dilemma and financial instability can probably be
solved by directly targeting the source of the problem, i.e. of excessive leverage and abundant
credit expansion.

Construction of the Monetary Trilemma Metrics

The purpose of this article is to determine the validity of the hypothesis of Monetary
trilemma in the case of Serbia, in the period from 2006 to 2022 for which there are available
data. The methodology for calculating the indicators of the Monetary trilemma is taken from
the article by Aizenman et al. (2013, pp. 448-449). In doing so, the data used are derived from
the IMF’s International Financial Statistics database and the IMF’s relevant Annual Reports
on Exchange Arrangements and Exchange Restrictions (AREAER). As already mentioned,
monetary independence is treated as a deviation of the domestic interest rate from the interest
rate of the base country (Cevik & Zhu, 2019, p. 6). For this purpose, the Index of the extent of
monetary independence (MI) was used, which is calculated based on the annual correlations
between monthly money market rates in Serbia and the Eurozone as the currency area to
which Serbia has unofficially pegged its currency. In addition, the European Union (EU) is
Serbia’s largest trading partner, while the euro is often used as the currency of denomination.
Thus, the MI index is calculated based on the following formula:

MI,=1- —EW{“'; )+ (1)

where i indicates the domestic money market rate, while i, indicates the Eurozone money
market rate. The MI index ranges from 0 to 1. While its lower values suggest monetary
policy dependence, higher values of this indicator imply greater monetary autonomy levels.

The stability of the exchange rate is calculated by the Index of exchange rate stability
(ERS) in the form of the annual standard deviations of the dinar monthly exchange rates
against the euro in the observed period, based on the following mathematical expression:

0.01
@)

0.01 + stdev (A{loglexch_rate))

ERS, =
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The ERS index also has a range from 0 to 1, where higher values of this index
indicate a more stable trend of the dinar exchange rate against the euro. This variable was
further coded in such a way that if the monthly rate of the exchange rate change stayed
within its bounds of +0.33%, the exchange rate was treated as fixed and assigned a value
of 1. On the other hand, if its monthly rate of change went out of its bounds of +0.33%,
the exchange rate of the Serbian dinar was perceived as flexible and was assigned a code
of 0. Furthermore, if the exchange rate of the dinar during 11 of the 12 months of a given
calendar year had a percentage change of 0, it was considered fixed exchange rate for that
observed year (code 1).

Following the approach of Aizenman et al. (2013, pp. 448-449) and Mody & Murshid
(2005, pp. 254-255), the Index of financial openness, i.e. financial integration (KAOPEN
index) was compiled based on data on imposed control measures on current and capital
transactions from the IMF aforementioned AREAER documents for all observed years. The
indicators that contributed to the construction of the KAOPEN index included the following
variables: a) a variable indicating the presence of dual and/or multiple exchange rates (k, ), b)
a variable indicating restrictions imposed on current account transactions (k,), ¢) a variable
indicating the restrictions imposed on capital account transactions (k, ), and d) a variable
indicating the surrender of export proceeds and/or the earnings repatriation requirements
(k,). For this purpose, binary dummy variables were created based on the tabular presentation
of restrictions on external accounts from the AREAER reports, with the note that their values
were reversed to emphasize the effects of financial openness (code 1). On the other hand,
the complete absence of financial integration was given the code 0. When it comes to the
third variable (k, ), the paper covered all 13 categories of restrictions on the capital account,
which mainly refer to the controls of the short-term and long-term capital market functioning,
commercial and financial loans, granting guarantees, direct investments, personal capital and
real estate transactions, as well as to the control of the credit institutions and institutional
investors operations.

Research Results and Discussions

Figure 2 clearly shows that in the observed time frame from 2006 to 2022, periods of
monetary autonomy and absence of monetary independence alternated, with pronounced
periods of monetary dependence, especially in the aftermath of the global financial crisis
0f'2008, during the Covid-19 crisis and at the beginning of 2022 when the Ukrainian war
began. The average value of the MI index in the observed period was 0.4637, indicating
more the absence than the presence of monetary independence. At the same time, Serbia
achieved its greatest monetary independence, measured by the deviation of the money
market rate from the Eurozone money market rate, near the beginning of the observed
period in 2007 (MI index = 0.9549). On the other hand, the country had the lowest
monetary autonomy in 2015, when its MI index was only 0.0337. The average value of
the MI index of Serbia was MI index = 0.4637, pointing to a moderately strong monetary
dependence of the country in the observed period (Table 1).
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Figure 2: The MI index trend by years
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Table 1: Summary descriptive statistics of all Monetary trilemma variables in the period

from 2006 to 2022
Variables Mean Median Maximum Minimum Standard
deviation
MI index 0.4637 0.4408 0.9549 0.0337 0.3651
ERS index 0.4829 0.0349 1.0000 0.0199 0.5026
KAOPEN, 0.1124 0.1500 0.1500 0.0000 0.0452
index

Source: Author s calculations

In Figure 3, after a period of marked flexibility of the exchange rate (the code
0) and some fluctuations, a long-term growth trend of the ERS index can be observed,
suggesting an increase in the stability of the dinar exchange rate in the observed period.
The average value of the ERS index was 0.4829, also suggesting moderate stability of
the dinar exchange rate against the euro (Table 1). At the same time, Serbia had the
highest stability of its exchange rate, measured by the annual deviation of the monthly
exchange rate of the dinar against the euro, in 2014 and in the period from 2016 to 2022,
when the ERS index had a value of 1. On the other hand, the country experienced the
highest recorded instability of its exchange rate in 2007, 2008 and 2010, immediately
after the outbreak of the global financial crisis from 2008 (ERS index = 0.0199).

Figure 3: The ERS index trend by years
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For the purpose of clarification and construction of the KAOPEN  index, Principal
component analysis (PCA) was applied to all four variables included in this indicator.
The goal of applying the PCA method was also to determine the variable that made the
greatest contribution to explaining the variance of the data. In this way, the Financial
openness index (KAOPEN) of the Serbian economy was reduced to the first standardized
principle component of the variables k,, k,, k, and k, in time t. Given the fact that there
was no change in the variables k, k, and k, in the observed period, it was not even
possible to implement their standardization and normalization, which is why the PCA
method was applied to the variables on the level. Despite this, the first eigenvector of
the constructed KAOPEN, index amounted to (k, k,, k,, k,) = (0.00, 0.00, 1.00, 0.00),
indicating that the variability of this indicator was largely determined by the third variable
k,, — restrictions imposed on capital account transactions.

The trend of the Serbian KAOPEN, index in the observed period indicates
considerable financial closure and the extensive presence of measures to control cross-
border capital flows (Figure 4). The average value of the KAOPEN, index was 0.1124
(Table 1), suggesting that throughout the observed period there were abundant capital
flow control measures. At the same time, in 2007, the highest intensity of financial closure
was recorded (KAOPEN, = 0), while in the period from 2014 to 2022, the financial
openness of the Serbian economy was slightly higher (KAOPEN, = 0.15).

Figure 4: The KAOPEN  index trend by years
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After applying the Augmented Dickey-Fuller (ADF) unit root test and
determining the stationarity of all considered variables, in its next step, the article
approached to testing the validity of the hypothesis about the existence of the
Monetary trilemma in Serbia. In other words, at this point, the article focused on the
examination of the mutually binding relationship among these variables in the context
of the Monetary trilemma, that is, on the consideration of the question whether Serbia
was faced with trade-offs based on an Impossible trinity. For this purpose, a specific
functional form of the relationship among these three macroeconomic policy goals
could be conceptualized, being expressed in a linear mathematical form. If it were the
case, the linear expression of the trilemma would imply that the weighted sum of all
three variables generates a constant number, in which case the growth of one of them
would cause the fall of weighted sum of the other two variables. Therefore, following
the approach of Aizenman et al. (2012, p. 18) and with the aim of testing the validity
of the Monetary trilemma hypothesis in Serbia, the article uses the following linear
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functional form (Equation 3) that equates the weighted sum of observed variables with
a constant, i.e. in this case with the number 1:

aMI, + bERS, + cKAOPEN, + e, =1 (3)

where a, b and ¢ are the coeficients of the considered macroeconomic variables, while ¢
is the error term.

However, from the conducted regression analysis, and in accordance with the
approach of Aizenman et al. (2012; 2013, & 2022), it follows that the Monetary trilemma
hypothesis is not valid in the case of Serbia since very small values of the tests’ validity
parameters were obtained. More precisely, very small values of the adjusted coefficient
of determination were obtained both in the case of simple ERS index calculation based on
the Formula (2) above (Adjusted R-squared = 13.66%) and also in the case of the Coded
ERS index calculation corrected for coding effects (Adjusted R-squared = 17.29%).
These findings indicate that there is still no linear relationship between the observed
variables. In addition, neither the values, nor the obtained probabilities of the F-statistics
gave the expected results (Table 2). Serbia, especially in recent times, is characterized
by a policy of stable exchange rate and controlled capital flows, but also by moderate
monetary autonomy, which, at least according to the postulates of the Monetary trilemma
theory, could be much greater.

Table 2: Results of the performed linear regression

Model A — ERS index Model B — Coded ERS index
Variables Coeff. Std. | t-Statistic | Prob. Coeff. Std. t-Statistic | Prob.
error error

ERS 0.1604 | 0.8079 | 0.1985 | 0.8455 | 0.2282 | 0.2820 | 0.8094 | 0.4318
KAOPEN, | -4.6240 | 3.7677 | -1.2273 | 0.2400 | -6.0315 | 3.1342 | -1.9244 | 0.0749

C 0.8678" | 0.3116 | 2.7849 | 0.0146 | 1.0311" | 0.2670 | 3.8615 | 0.0017
R-squared |0.2445 0.2763
Adjusted 0.1366 0.1729
R-sqared
F-statistic | 2.2658 2.6722
Prob. 0.1404 0.1040
(F-statsitic)

Note: " indicate significance at the level of a. = 0.05
Source: Author s calculations

Subsequent post hoc tests indicated the normality of the distribution of the
residuals (Jarque-Bera = 0.9460, p = 0.6231 > 0.05), the absence of serial correlation
in the residuals of the estimated regression model (Breusch-Godfrey Serial Correlation
LM test: F-statsitic = 1.2183, Prob.(F(2,12)) = 0.3298 > 0.05) and the absence of
heteroskedasticity (Breusch-Pagan-Godfrey heteroskedasticity test: F-statistic = 0.1197,
Prob.(F(2,14)) = 0.8881 > 0.05). All these findings suggested that it is a valid and well-
fitted model.

With these findings, the article did not fit with the research results of Aizenman
et al. (2012; 2013, & 2022) and Obstfeld et al. (2004; 2008, & 2015) and only partially
fitted in the findings of Rey (2013, & 2015), since in the regime of its stable exchange
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rate, Serbia can still choose between the regime of financial openness and monetary
independence. However, it seems that the country has simultaneously chosen its financial
closure and low independence of its monetary policy. The objective limitation of this
study is reflected in the relatively short time series given the availability of data for
analysis. It is possible that with a slightly larger sample and a longer time horizon, the
results of this research would be somewhat different. The other limitation of this research
is also reflected in the fact that there was not enough space in the article to examine the
influence of foreign exchange reserves on the management of the Monetary trilemma
macroeconomic policies in Serbia. Therefore, the inclusion of international country
reserves in these considerations could be the subject of some further future research.

Concluding Remarks

This research has proven that Serbia, unlike many other countries, does not face
the challenges of choosing two of the three policy options of the Impossible monetary
trinity. In the observed period from 2006 to 2022, the country showed a gradual increase
in exchange rate stability with pronounced and long-standing restrictions on the capital
account, which was accompanied by a moderate absence of monetary autonomy, at least
measured by the deviation of the domestic money market rate from the Eurozone money
market rate. Although, according to the postulates of the Monetary trilemma theory,
Serbia’s monetary independence could be much greater, the latest AREAER report states
that the country de jure implements a soft managed floating exchange rate regime, while
in essence, i.e. de facto it is classified as a stabilized arrangement (IMF, 2023, pp. 3285-
3286). This implies that the short-term dinar exchange rate has remained within its range
of 2% for the last six months or longer, it does not float, and that its stability appears
as a result of the actions of the official monetary authorities. All this further refers us to
the conclusion that there is enough room left for the country to increase its monetary
sovereignty, assuming that this stand is in line with the official and unofficial goals of its
monetary and economic policy.

Serbia has been conducting a noticeable policy of a de facto fixed, i.e. stable
exchange rate for a long time. At the same time, fixing the exchange rate actually implies
renouncing of monetary autonomy and placing monetary policy in the function of its
defence, thus essentially prioritizing the maintenance of the exchange rate in relation to
inflationary goals, financial stability and economic growth. In this way, a fixed exchange
rate leads to the absence of active monetary policy and monetary sovereignty, that
is, to a kind of voluntary renunciation of the free management of domestic currency
(Obradovi¢, 2020), which can lead to the accumulation of numerous financial and
economic difficulties. Namely, this kind of exchange rate regime, and especially its hard
pegs, leads to the absence of an independent monetary policy because in such regimes
it cannot be adjusted, while the country’s interest rates are tied to those of the monetary
anchor country (Stone, Anderson & Veyrune, 2008). Among other things, Serbia decided
to adopt the de facto fixed exchange rate of the dinar due to the activities of various lobby
groups and foreign investors, whose economic interests are favoured and supported by
this kind of monetary regime (Soski¢, 2015, p. 18). These facts also explain the absence
of a linear relationship among the observed variables, and therefore the non-functioning
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of the Monetary trilemma in Serbia. Namely, it seems that Serbia, in its quest for a stable
exchange rate, voluntarily renounced its monetary sovereignty, but also the freedom of
its capital flows.

In addition, domestic monetary policy has been actually more restrictive than
necessary for a long time, as it has de facto shifted from inflation targeting, as the officially
proclaimed monetary model, to exchange rate targeting. This shift also contributed to
somewhat lower rates of economic growth, while the domestic monetary policy prevented
itself from managing the amount of dinars in circulation more freely. Also, this kind of
monetary model, among other things, does not represent an acceptable solution for getting
out of the crisis. Finally, a high degree of unofficial euroization is also present in the country,
which in itself implies monetary stability and the absence of a certain degree of monetary
sovereignty. Euroization in Serbia, combined with the growing current account deficit and
the decline in price competitiveness of the domestic economy, has turned into a serious
threat to the sustainability of such monetary regime (Jankovi¢ & Stanisi¢, 2012, p. 397).

Bearing in mind that the policy of using the exchange rate as a nominal anchor in
conditions of consistently higher domestic inflation than that in the Eurozone has caused
the emergence of high unofficial euroization, we can conclude that Serbia missed an
opportunity to continue with conducting a successful exchange rate policy (Miljkovié
& Vuckovié, 2006, pp. 253-254). For 17 years, Serbia has been officially implementing
pure inflation targeting in the circumstances of its financially underdeveloped and highly
euroized economic environment. However, since the results of this monetary strategy did
not give the expected outcomes, it should be resorted to reducing euroization, increasing
the institutional independence of the monetary authorities, reducing the sensitivity of
inflation to commodity prices, reducing non-performing loans and increasing the level of
transparency of the central bank foreign exchange operations with the aim of increasing
efficiency of the inflation targeting strategies in the country (Sogkié, 2015, pp. 26-27).
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