
 
Based on the Article 17 of the Law of the Central Bank of Montenegro (Official 
Gazette of Montenegro, No.52/00 and 47/01), and with reference to Articles 26, 
27 and 28 of the Law on Banks (Official Gazette of Montenegro, No. 52/00 and 
32/02), the Council of the Central Bank of Montenegro, on its session held on 
August 3, 2002, issued 
 
 

DECISION 
ON CRITERIA AND PROCEDURE FOR CLASSIFYING ASSETS AND 

FORMING ASSETS RESERVES 
 
 

I. General Provisions 
 

Article 1 
 

This decision establishes the criteria for: classification of bank assets exposed to 
risk, calculation and suspension of unpaid interest, capitalization of interest and 
write-off of loans, and determines minimum amounts of reserves for potential 
losses under bank’s operations.   
The bank assets exposed to risk, in the context of this Decision, are: loans, credit 
facilities, advances, investments, acquired assets, equity participations and all 
other balance sheet items of assets exposed to repayment risk, as well as issued 
guarantees, other securities, letters of credit, approved but unwithdrawn loans 
and other off-balance sheet items of assets representing potential obligations of 
the bank. 
 
 

Terms and Definitions 
 

Article 2 
 
The terms used in this Decision shall have the following meanings: 
 

"Non-performing assets" are assets that do not contribute to income and 
other bank assets if:  
(1) the principal or interest are due, and have not been collected for over 90 days 

after the original due date and they are therefore classified as: Substandard, 
Doubtful or Loss under Article 6, 7 and 8 of this Regulation; 

(2) interest debt, due for over 90 days after the original due date, was capitalized. 
 

“Quality collateral” means qualified and marketable collateral if:  
(1) it is deposited at the bank or at the central depository agency at the financial 

market, 



(2) there is a collateral contract providing the bank as the only trustee claiming on 
the collateral, and providing that the beneficiary's outstanding debt is the only 
reason to claim the collateral and 

(3) the deposit value is at least 50% greater than the bank’s claims. 
 

“Fully collateralized loan” refers to a loan that is secured by tangible assets, 
valued independently with a market value that exceeds the outstanding amount 
of the loan, including accrued interest, by at least 25%, and where the bank's 
rights in the collateral are established and guaranteed as the first class rights in 
accordance with the law. 
 

“Interest capitalization” means addition of accrued, uncollected interest to 
unpaid principal at the interest payment date or maturity of or a loan, including 
unpaid interest that is refinanced or renewed into new bank credit. 
 

“Past due” are assets where the principal or interest payments are due, but 
have not been paid for 30 days or more, or the interest has been capitalized 
other than as allowed in this Decision.  
 

“Collection process” means collection of claims: regularly and in due time, or 
by regulation through out-of-court settlement, or by legal procedure, including 
lawsuit against the beneficiary as well as bankruptcy and liquidation procedure. 
 

“Account of reserves for covering losses from asset items” (hereinafter: 
“Reserves for assets losses”) means an amount charged to bank earnings and 
allocated to cover potential assets losses, that can thereby absorb estimated 
losses in the bank’s loan portfolio, plus all off-balance sheet credit instruments 
and other asset items. 
 

“Restructured loan” means a loan the terms or conditions of which have been 
modified, principally because of a deterioration in the borrower's financial 
condition, to provide for a reduction in interest rate or principal, or a capitalization 
of interest accrued. A loan in which effective interest rates remain unchanged 
from the original terms, but principal repayment terms have been extended 
because of unforeseen circumstances (such as delays in completion of a project) 
beyond the control of the borrower, need not be considered a restructured loan 
as long as interest payments continue to be made on time, without capitalization 
of interest. 
 
 

II. Asset Classification 
 

Asset Categories 
 

Article 3 
 



The loans issued by a bank and other risky assets shall be classified by the 
bank, at least quarterly, into one of the following categories:  
 

1. Category A-“Pass”; 
2. Category B-“Special mention”; 
3. Category C-“Substandard”; 
4. Category D-“Doubtful”  
5. Category E-“Loss”  

 
Category A- Pass 
 

Article 4 
 
  A “pass” credit is a credit that has not matured, the quality of which does 
not create doubts as to its repayment or expose the bank to more than a normal 
risk of loss.  A loan that is considered pass generally  has the following 
characteristics:  

 
a) the loan was made in accordance with standards of credit 

analysis; 
b) the borrower is financially stable, having a sound equity or capital 

position and profitability; 
c) the loan payments are made timely (i.e., when due or within a 

few days after the due date); 
d) the borrower has a strong history of complying with his payment 

obligations; 
e) the loan is fully collateralized or, if not fully collateralized, the 

financial condition of the borrower or  guarantor is stable and 
reliable;  and 

f) all documents pertaining to the collateral are written as required 
by law, and give the bank the right to enforce its rights in the 
collateral in the event of default by the borrower. 

 
  Loans that are fully collateralized by cash or cash-substitutes are normally 
considered as “Pass” regardless of arrears or other adverse credit factors. 
 

 
Category B-Special Mention  
 

Article 5 
 

  “Special Mention” loans involve potential risk, but not to a sufficient 
degree to warrant adverse classification.   
  »Special Mention« loans deserve management's close attention because 
if not adequately monitored, checked or corrected, this potential risk may result in 
deterioration of the repayment prospects for the loan. 



  Loans that are classified as special mention possess one or more of the 
following characteristics:   

a) incomplete financial information on the borrower;  
b) the loan was not made in compliance with the bank's internal 

policies; 
c) capitalization of  interest was not done in accordance with article 

16 of this Regulation; 
d) failure to properly/fully evaluate collateral;   
e) failure to aggregate interconnected borrowers in the credit 

analysis;  
f) the borrower’s financial situation is stable, but includes some 

characteristics (such as growth of debtor’s indebtedness, extra 
supplies of goods or finished products, adverse conditions in the 
industrial sector, etc.) may indicate repayment difficulties in the 
future; or  

g) the loan is 30 days (but not more than 90 days) past due. 
 

Loans that are past due more than 30 days must be classified as "special 
mention" or worse. 

 
 

Category C – Substandard 
 

Article 6 
 

  A “substandard credit” is a credit that has well-defined weakness or 
weaknesses that jeopardize the repayment of the credit.  The credit is 
inadequately protected by the current sound worth and paying capacity of the 
obligor and may have at least one of the following characteristics:   

 
a) the primary sources of repayment are insufficient to service the debt 

and the bank must look to secondary sources for repayment, including 
collateral, refinancing, fresh capital etc.;   

b) the borrower’s current financial capability or cash flow is not sufficient 
to meet currently maturing debt; 

c) the borrower's business is  undercapitalized; 
d) for short-term loans and advances, the borrower’s ability (or inability) to 

convert assets to cash indicates that he will be unable to repay the 
debt at maturity; or 

e) it is at least 90 (but not more than 180) days past due; 
 

A credit must be classified as "substandard" or lower if it is over 90 days 
past due. 

 
 
Category D – Doubtful 
 



Article 7 
 
  A “doubtful credit” is a credit for which collection in full, on the basis of 
currently existing facts, conditions, and collateral values, is highly improbable and 
when: 

 
a) regardless of payment status, it exhibits at least one of the 

weaknesses inherent in assets classified “substandard” and is not fully 
collateralized;  or 

b) it is at least 180 days (but not more than 270 days) past due.  
 
  A credit must be classified as "doubtful" or "loss" if it is at least 180 days 
past due.  

 
 Doubtful category also includes: 
 

a) credits given to legal entities that are illiquid, undercapitalized, heavily 
indebted, nonprofitable, with serious difficulties or showing long-term 
non-competitiveness, with poor development prospects, forced to sell 
their assets in order to survive, etc.; 

 
b) credits that involve a significant risk and are very problematic with 

respect to their full collection, but that also possess a specific, 
identifiable factor which suggests that at least partial collection may 
reasonably be expected in the near future, and therefore makes a 
“loss” classification unnecessary until their final status is more clearly 
developed. 

 
  “Specific and identifiable factors” making a “loss” classification 
unnecessary include such factors as: 

 
− the loan is in the process of collection;  
− the borrower’s actual commencement of action to provide additional 

collateral which, if completed, would result in the loan being secured in 
full, or 

− actual commencement of legal action to foreclose on the additional 
collateral. 

 
  The Central Bank may recognise other items as “specific and identifiable 
factors” if their evaluation of such factors show that timely realization of the 
collateral, or enforcement of the borrower’s obligation or guarantees within 60 
days of call can be expected. 

 
 

Category E – Loss 
 



Article 8 
 

 Credits which are classified “loss” are considered uncollectable and of such little 
value that their continuation as bankable assets is not warranted, even though 
partial recovery may be eventually effected.  

 
  A credit is classified as “loss” if:    
 

a) regardless of payment status, it contains at least one characteristic of 
doubtful assets, is not fully secured, and there is no specific, 
identifiable factor that would warrant a “doubtful” classification; 

b) it is at least 270 days past due. 
 
A credit must be classified as "loss" if it is more then 270 days past due. 

 
 

Classification of Assets Other Than Loans 
 

Article 9 
 

Assets other than loans shall be classified in appropriate categories on the basis 
of the applicable criteria stated in Articles 4, 5, 6, 7 and 8 above, as well as other 
facts that have impact on determining the level of potential risk of loss involved in 
such assets. 

 
 
 

Off-Balance Sheet Items 
 

Article 10 
 

The bank must classify all off-balance sheet assets where the bank is exposed to 
credit risk according to the criteria defined by the provisions of this Decision. 
 
The factors analyzed in evaluating a direct loan (financial performance, ability 
and willingness to pay, collateral protection etc.) are applicable to the 
classification of off-balance sheet lending arrangements (such as loan 
commitments, commercial letters of credit, standby letters of credit etc.). 
 
When evaluating off-balance-sheet credit transactions for classifying the 
approved and unused portion of a loan, consideration must be first given to 
whether the bank is irrevocably committed to advance additional funds under the 
credit arrangement.  

 
Appropriate classification must be determined and applied if the bank must 
continue to fund the commitment and if:   



 
a) a potential weakness exists that, if left uncorrected, may at some 

future date result in the deterioration of repayment prospects; or 
b) there is a well-defined weakness that jeopardizes repayment of a 

commitment.  
 
 

Split Classifications 
 

Article 11 
 
Assets may be classified into more than one category.  
 
A credit, which is secured by collateral and is non-performing, whose collateral 
value is less than the outstanding balance, is classified as follows: 

 
a) the portion of outstanding balance at the market value of the collateral, as 

determined by independent appraisal and if the bank’s foreclosure rights 
are determined and warranted as the first lien, is classified as 
substandard; 

b) the remaining portion is classified as doubtful or loss, by applying the 
following criteria: 
- the portion of the outstanding balance equal to the expected collection 

is classified as doubtful. 
- the remaining portion is classified as loss. 

 
 
 

Borrowers with Multiple Loans 
 

Article 12 
 

For a borrower with more than one loan, if one or more loans to the borrower is 
adversely classified, all other loans and commitments to that borrower shall be 
similarly classified at the most severe classification level of those assigned. 
 
The exceptions from paragraph 1 above are the following: 
 
1) The Bank may classify certain credits into a higher category if it can 

demonstrate that the characteristics of any one loan are clearly and materially 
separable from other loans and: 

a) an assessment of the loan has been carried out demonstrating that 
there is no uncertainty with regard to the borrower’s ability to repay 
the loan.  The assessment must include an evaluation of the 
likelihood of repayment, taking account of the borrower’s business 



and financial conditions as well as cash flows, and the reliability of 
the main source of funds to be used for repayment; 

b) the relevant documents used in the assessment of the loan must be 
prepared and ready for examination; 

c) the bank must be able to follow-up and closely monitor how the 
loan is repaid, and be able to provide supporting reports and 
documents; and 

d) an amortization schedule reflecting the borrower’s ability to repay 
the loan has been prepared in line with the borrower’s income or 
cash flows. 

 
2) If more than 90% out of the total book value (including accrued interest) of the 

borrower’s loans mentioned in paragraph 1 above is classified into category A 
– Pass, the Bank may continue to classify this portion of the credit in the 
same category (Pass).   

 
3) Any new credit to a given borrower must be classified under the same 

category as any previous credit to the same borrower which was classified 
other than pass, unless: 

a) it is fully secured by cash or equivalent collateral which is in the 
possession of the bank; or 

b) it is given in connection with a troubled debt restructuring and is 
classified according to the provisions of Article 14 of this decision. 

 
 

Other Classification Criteria 
 

Article 13 
 
The Central Bank may require a more severe classification of assets, or 
determine a greater percentage to calculate the reserves for assets losses within 
the same category, if dictated by: 
 

− the structure and diversification of the bank credit portfolio; 
− the losses the bank experienced with similar credits; 
− weaknesses of the managing bodies of the bank, especially connected 

with paying  non-performing assets; 
− existing high credit concentrations; 
− economic trends and business conditions of economic sectors the bank 

has high credit concentrations in; 
− analysis during the examination process by the Central Bank on the 

financial status of the borrower and his repayment capabilities. 
 
Where the Central Bank requires a more severe classification of assets, or 
determines a greater percentage to calculate the reserves for credit losses within 



the same category, the bank shall be obligated to make the correction 
immediately upon direction by the Central Bank. 

To ensure quality documentary support for examination and analysis of 
the bank’s condition, the Central Bank may direct such reclassification, in the 
context of Article 2 above, to apply to reports from the previous reporting periods. 
 

When the exposure of the bank to a particular credit risk cannot be 
determined precisely, the bank is obliged to choose a stricter category. 
 
 

Classifications in Connection With Debt Restructuring 
 

Article 14 
 

A bank has restructured a loan of a borrower when it has made one or more 
concessions or term changes, in cases where a debtor has economic or financial 
difficulties and for that reason the bank may have problems in collecting the debt.   

 
The concessions or terms changes are: 

a) taking other property as a complete or partial payment for the 
bank’s claims; 

b) prolonging the payment terms for either principal or interest; 
c) decreasing the applicable interest rate; 
d) decreasing the amount of debt, principal or interest; and 
e) other similar concessions to accommodate a borrower. 

 
A bank is obliged to perform analysis of a borrower’s financial condition in order 
to assess whether the borrower will be able, upon debt restructuring, to provide 
sufficient cash flow to repay principal and interest. 

 
In cases from paragraph 1 of this article, the bank must apply prudent accounting 
treatment in accordance with International Accounting Standards and provide 
adequate information on the restructuring results, namely: 

a) define and determine a real value at which the bank will account for 
the assets gained in the restructuring and properly recognize any 
loss associated with the transaction, if any; and 

b) provide for the orderly accounting of all elements of the transaction 
performed in the process of the restructuring. 

 
When a bank acquires either material or financial assets in partial satisfaction of 
the initial debt, the bank must apply the concept of fair value assessment.   

 
If there is a stable market, the fair value assessment of assets equals the market 
value. When the market is unstable or a value cannot be determined, fair value 
assessment is determined by applying professional standards.   

 



The bank’s Board shall provide assessment of assets acquired in the process of 
debt restructuring to be done by professional standards. 

 
If the bank, through either full or partial payment of its claims, acquires the claims 
of the borrower against a third party, the bank must apply the principles and rules 
from this article and estimate the credit capabilities of the third party and/or the 
quality of the claim assigned.   

 
As for the new claims that are the result of the restructuring, the bank must apply 
the same procedure of classification as for other asset items and form adequate 
reserves.   

 
A loan that is restructured may not be reclassified to a less adverse classification 
until regular payments of principal and interest have been received for at least six 
months. 
 
 
 

III. ACCRUAL, SUSPENSION AND CAPITALIZATION OF INTEREST  
 

Non-Accrual Status and Suspended Interest 
 

Article 15 
 

The bank has to terminate accrual of the interest on non-performing assets until 
the beneficiary makes true cash payment of the interest.   

 
The bank must suspend the accrued uncollected interest and terminate any 
further calculation of interest on non-performing assets unless the non-
performing assets are secured by quality collateral and are in the process of 
collection, with recovery of the asset expected within a reasonable period of time 
generally not exceeding six months.   

 
After the bank suspends accrual of the interest on non-performing assets, the 
bank is still obliged to record later matured interest under the same principle in its 
off-balance sheet records. 

 
A bank must eliminate the interest mentioned in paragraph 3 above in the 
process of assets classification. 
 
 

Capitalization of Interest 
 

Article 16 
 
Interest may not be capitalized on a loan unless: 



a) the bank determines the borrower has the ability to repay the debt in the 
regular business operations out of regular operating cash flow; 

b) the interest capitalization is regulated by the initial contract and based on 
the borrower’s planned possible temporary lack of cash flow; 

c) the bank’s claims are fully collateralized;  
d) repayment, including capitalized interest, is established on definitive 

expected future business activities of the debtor; and 
e) there is no doubt about the final collection of the entire principal and 

interest. 
 
 
 

IV. FORMATION OF ASSETS RESERVES 
 

Writing off Bad Debt 
 

Article 17 
 

The bank has to write off and remove from the official reports all assets identified 
and classified as category E - Loss, as soon as they have been identified as 
such, in the following manner: 

 
a) by debiting the expenses of the assets reserves accounts and by crediting 

reserves for potential asset losses; and 
b) by debiting assets reserves accounts and by crediting asset items 

accounts identified as category E – Loss. 
 
 

Provisioning Rules 
 

Article 18 
 

The calculation of reserves for potential loan losses should be based on 
following rules: 
 

1) The amount of the reserve must be based on facts and circumstances as 
of the evaluation date, and after write-off of all asset items classified as 
Category E - Loss; 

2) For Categories C and D - Substandard and Doubtful assets, all estimated 
losses over the remaining life of the loan must be covered by the reserve. 

 
 

Determining Reserve Amounts 
 

Article 19 
 



The Bank is due to form and maintain continually the reserves for asset losses 
according to the categories of the classified assets, at least in the following 
ranges of percentages: 
 Category A – Pass     1% 
 Category B – Special mention    2% - 10% 
 Category C – Substandard    20% - 30% 
 Category D – Doubtful     50% - 75% 
 Category E – Loss     100% 
 
The minimum provisioning requirements for asset losses are calculated by using 
the book value of the debt, multiplied by the determined classification 
provisioning percentage.  However, the bank may first deduct from the book 
value of the item of assets for which the reserve is calculated, the following 
collaterals, by applying the following criteria: 
 

1) cash and cash deposit collateral are deductible by 100% of their value; 
2) near-cash collateral such as readily marketable publicly-traded securities 

are deductible by 90% of their market value. 
 
 

Reports on Assets Classification 
 

Article 19 
 

The bank is due, in accordance with special regulation of the Central Bank, to 
submit quarterly to the Central Bank the reports on asset classification and a 
separate list of non-performing assets. 
 
 

Final Provision 
 

Article 20 
 

This Resolution shall supersede the Decision on Criteria and Procedure of Asset 
Classification and Forming Reserves for Potential Loan Losses (Official Gazette 
of the Republic of Montenegro No. 24/01). 

 
Article 21 

 
This Resolution comes into force on the eighth day following its publication in the 
Official Gazette of the Republic of Montenegro. 
 
 
 

COUNCIL OF THE CENTRAL BANK OF MONTENEGRO 
 



Reg. No. 0101-42/1-2002        PRESIDENT, 
Podgorica, August 12, 2002     Ljubisa Krgovic 
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