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Introductory note

The Agreement on Inflation Targeting between the Government of the Republic of Serbia and the National
Bank of Serbia, effective as of 1 January 2009, marks a formal switch of the National Bank of Serbia to
inflation targeting as a monetary policy regime. The main principles and operation of the new regime are
defined by the Memorandum on Inflation Targeting as a Monetary Strategy.

Since one of the underlying principles of inflation targeting is strengthening the transparency of monetary
policy, the NBS prepares and publishes quarterly Inflation Reports to improve the efficiency of
communication with the public. As the main communication tool, the Inflation Report provides key
economic facts and figures that shape the MPC’s decisions and activities of the National Bank of Serbia.

Inflation Report aims to cover information on the current and expected inflation movements and to provide
analysis of underlying macroeconomic developments. It also aims to explain reasoning behind MPC’s
decisions and to provide an assessment of the monetary policy effectiveness during the previous quarter.
Also integral to this report is inflation projection for at least four quarters ahead, assumptions on which the
projection is based and an analysis of key risks to the achievement of inflation target.

The information contained in this report will help raise public understanding of the monetary policy
implemented by the central bank and its commitment to achieving the inflation target. Moreover, it will
play a role in containing inflation expectations, as well as in achieving and maintaining price stability,
which is the main task of the NBS.

The February Inflation Report was adopted by the NBS Monetary Policy Committee in its meeting of 12
February 2009.

Earlier issues of the Inflation Report are available on the NBS website (http://www.nbs.rs).

Monetary Policy Committee of the National Bank of Serbia:

Radovan Jelasi¢, Governor
Ana Gligorijevié, Vice-Governor

Mira Eri¢-Jovi¢, Vice-Governor
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I. Overview

As of January 2009 the National Bank of Serbia is
targeting CPI headline inflation. The inflation targeting
regime was officially adopted through agreement between
the NBS and the Government, pursuant to which the
Government, in consultation with the NBS, sets numerical
guidelines for growth in regulated prices, while the NBS
continues to use its monetary policy instruments, most
notably the key policy rate, to achieve the inflation target.

Core inflation target for 2008 has not been achieved.
End-2008 core inflation measured 10.1% year-on-year,
which is 4.1 pp above the upper bound of the targeted
range. The overshooting was caused primarily by record
growth in global oil prices in the first half of the year,
increase in food prices and expansionary fiscal policy.
Volatility in the foreign exchange market, rise in risk
premium and sluggish inflow of foreign capital fuelled
high inflation expectations and neutralised the
disinflationary effects of significantly dampened
aggregate demand.

To ease inflationary pressures in the period under
review, the National Bank implemented restrictive
monetary policy. This, however, was not sufficient to
ensure the achievement of the target. Although we get
the impression that monetary policy should have been
more restrictive, the NBS refrained from further
tightening of monetary reins by the end of the year
because of the unpredictability of inflationary shocks
and an assessment that raising the key policy rate amid
turbulences in the financial markets would not produce
the expected results. In addition, in the second half of
the year, the NBS shifted its focus from RPI core
inflation to its new target — CPI, which allowed for a
lower degree of monetary restrictiveness.

Despite high inflationary pressures stemming primarily
from the depreciation of the dinar, core inflation
slackened in Q4. This slowdown came about on the back
of the year-end cut in food prices, decline in costs
resulting from lower prices of petroleum products and
the drop in aggregate demand which has so far managed
to ward off price increases by enterprises in the face of
strong depreciation of the dinar. Headline inflation

Table |.0.1 Key macroeconomic indicators

2007 2008
Dec Mar June Sep Dec
Retail prices
(y-0-y growth, in %) 101 118 121 99 638
Core inflation
(y-0-y growth, in %) 54 7.0 100 102 101

Belibor (90 days, monthly

average, annual level) 10.3 141 164 164 185
M3 (y-o-y growth, in %) 425 425 337 245 98
GDP (y-0-y growth)” 64 85 63 49 297
Consolidated fiscal result

(% of GDP)"

Ministry of Finance

methodology =71 21 -31 -07 -65
IMF methodology -7.8 1.2 32 -07 -66

Balance of goods

and services (% GDP)”
Y Quarterly data.

2 NBS estimate.

-23.8 -247 -252 -223 -223

recorded an even stronger slowdown mainly owing to a
steep drop in world oil prices.

Even though the key policy rate was raised by 200 basis
points in October, monetary policy was less restrictive in
Q4 on account of strong depreciation of the dinar.

Appreciation gap of the real exchange rate is nearly
closed now, and the key policy rate, notwithstanding the
October increase, is below its neutral level due to the
rise in the real interest rate trend. The MPC’s decision to
lower the key policy rate in January marked an
additional relaxation in monetary policy stance.

Such decision was underpinned primarily by the likelihood
that Serbia was slipping into recession — its GDP recorded
negative quarterly growth rates in both Q3 and Q4. At the
moment, nearly all investment indicators point to further
deterioration in economic activity. Negative output gap
signals a sharp drop in both domestic and foreign aggregate
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Inflation projection
(y-o-yrates, in %)
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demand. Negative trends are reflected in the changed
composition of domestic aggregate demand to the benefit
of household consumption boosted by fiscal expansion and
to the detriment of investment spending.

As of this Report, our projection is based on CPI headline
inflation. The central projection places end-2009 inflation
at 9.3%, within a wide band of 6.7-14.2%. The projection
assumes stabilisation of the exchange rate and regulated
price growth of 13%.

We expect that the weakening of the dinar, high growth
in regulated prices, and the late 2008 increase in
household consumption induced by stronger fiscal
expansion will generate strong inflationary pressures in
the first half of 2009. Stabilisation of the exchange rate,
together with significantly lower growth in regulated
prices (assuming that the Government sticks to the

11 v | 1 11
2009 2010

agreed framework), will cause inflation to decline in the
second half of the year once the inflationary effects of
the recent depreciation of the dinar wear off.

The projection is consistent with keeping the current level
of monetary restrictiveness in the coming period. A
further cut in the key policy rate is only likely if the fiscal
policy tightens and the Government adheres to the
planned increase in regulated prices.

What monetary policy will be like also depends on the
fallout from the world economic crisis. Many central
banks are faced with recession and deflation and have
no dilemma whether or not to relax their monetary
policy. In Serbia, however, economic slowdown is
accompanied by inflationary pressures from weakening
domestic currency, which makes the role of monetary
policy in the coming period all the more complex.
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II. Inflation developments

The 6% core inflation target for 2008 fell victim to the rise in oil and food prices in the first half of the year, expansive
fiscal policy and high inflation expectations. As a result, core inflation turned out significantly higher and measured as

much as 10.1%.

The slowdown in quarterly core inflation growth rates continued in the last quarter of 2008. Although not insignificant
(2.2%), the rise in core inflation was lower than expected given the substantial depreciation of the dinar, surge in imported

inflation and expansionary fiscal policy.

Retail price growth lost pace in Q4 and measured mere 0.1% mainly owing to a marked drop in global oil prices in H2. Year-

on-year, retail price growth measured 6.8% at end-2008.

In 2008 core inflation amounted to 10.1%, which is
significantly above the upper bound of the targeted range.
Core inflation departure from the target was occasioned
by a number of factors. Observed by quarter, the greatest
departure from the projected level was recorded in Q2,
when core inflation reached as much as 3.7% vs. the
projected 1.7-2.2%. This discrepancy was brought about
by rising prices of food, most notably meat, as well as
prices of construction material. Record high world oil
prices in the period under review also played a part.

Chart 1.0.1 Movements in prices
(quarterly growth, in %)
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Core inflation measured 2.2% in Q4, which is lower
than a quarter earlier. Two thirds of this growth are
attributable to the rise in prices of non-food products and
services, while the greatest contribution came from the
prices of textile products and beverages (0.3 pp each) and
firewood (0.2 pp). Of the food products included in the
calculation, major contributor to core inflation was the
growth in prices of processed and canned meat.

Chart1.0.2 Movements in prices
(y-o0-y growth, in %)
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Chart 11.0.3 Contribution to retail price growth
(in percentage points)
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Lower-than-expected core inflation in Q4 was for its
major part attributable to lower growth in food prices.
Hence, monthly core inflation' slowed down despite
inflationary pressures from the nominal exchange rate,
exceptionally high imported inflation, expansive fiscal
policy and high inflation expectations. In the second half
of the year, disinflationary pressures came from a steep
decline in global crude prices, economic downturn and a
slowdown in wage growth.

In the last quarter of 2008, retail price growth hit its ten-
year low (0.1%) as a result of decrease in regulated prices
(-1.5 pp contribution). By contrast, growth in market-
determined prices and prices of agricultural products
contributed 1.1 pp and 0.5 pp, respectively.

Regulated prices declined by 3.1% in Q4 primarily on
account of a 25% decrease in prices of petroleum
products (-2.3 pp contribution). The decline in regulated
prices was also aided by the drop in prices of
medicaments, bread and flour. The expected impact of the
rise in prices of postal and telecommunication services
was moderated by the authorities’ decision to raise the
residential landline telephone rental charges (15.2%) in
late 2008 and to defer the increase in prices of telephone
call units until January 2009.

! October 1.1%, November 0.7% and December 0.4%.

Chart 11.0.4 Contribution to core inflation
(in percentage ponts)
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Table 11.0.1 Indicators of price growth
(growth rates in %)

1112008 VI 2008 |X 2008 XIl 2008
1112007 V12007 IX 2007 XIl 2007

Retail prices 11.8 121 9.9 6.8

Core inflation 7.0 10.0 10.2 101

Consumer prices 13.6 14.9 10.9 8.6

Cost of living 14.6 15.9 10.6 7.9
Prices of goods 16.5 17.8 11.4 8.1
Prices of services 3.1 3.8 5.0 6.6

Industrial producer

prices 12.8 13.1 13.2 9.0

Agricultural producer

prices 36.5 488 253 181"

" November on November.

Prices of agricultural products rose by 13.3% in Q4.
Thus, their year-on-year growth reached 1.2% at end-2008.

Growth in prices of processed food products, most
notably of fresh and processed meat and milk,
contributed 4.5 pp to the 10.1% year-on-year core
inflation growth. Within non-food products, major
contributors were the prices of construction material,




Table 11.0.2 Retail price growth by component
(by quarter, in %)

2007 2008
Q4 Q1 Q2 Q3 Q4

Retail prices 30 28 32 05 041
Core inflation 22 15 37 24 22
Prices of agricultural products 94 128 -14 -19.7 133
Regulated prices 33 33 32 04 -31

Electricity 00 35 00 89 00
Petroleum products 71 100 99 -11.6 -25.1
Utilities 06 04 06 09 438
Social welfare services 08 08 02 19 30
Transport services (regulated) 00 22 04 58 04
Postal and

telecommunications services by @p o 0.0 15.2
Bread and flour 97 90 135 -09 -19
Milk 201 03 12 -06 -26
Cigarettes 79 00 00 95 0.0
Medications 05 04 00 00 -32
Other 09 03 35 57 00

beverages and textile products, while significant input
also came from the rise in the costs of transport services.

To sum up, the target for 2008 was overshot due to a
number of factors, the most important being record
growth in global oil prices in the first half of the year;
growth in food prices, which continued into the

Table 11.0.3 Contribution to retail price growth
(by quarter, in percentage points)

2007 2008
Q4 Q1 Q2 Q@3 Q4

Retail prices 30 28 32 05 041
Core inflation 11 07 18 12 141
Prices of agricultural products 03 05 -01 -08 05
Regulated prices 16 16 15 02 -15

Electricity 00 03 00 07 00
Petroleum products 06 09 10 -12 -23
Utilities 01 00 00 01 04
Social welfare services 00 00 00 0.0 00
Transport services (regulated) 00 01 00 02 00
Postal and

telecommunications services 00 00 00 00 06
Bread and flour 02 02 04 00 -01
Milk 03 00 00 00 00
Cigarettes 03 00 00 04 00
Medications 00 00 00 00 -01
Other 00 00 01 0.1 0.0

second half of the year despite good harvest;
expansive fiscal policy and persistently high inflation
expectations. Volatility in the foreign exchange
market, rise in risk premium and sluggish inflow of
capital fuelled high inflation expectations and
neutralised the disinflationary effects of significantly
dampened aggregate demand.



National Bank of Serbia

Inflation Report

Consumer price index

Beginning from 2009, in cooperation with the
Government, the National Bank of Serbia will be setting
the target range for headline inflation, measured as an
annual percentage change in the consumer price index.’

CPI core inflation in Q4 declined from a quarter earlier
(2.0%), to 1.7%. Such change was mainly driven by non-
food prices (1.6 pp contribution), while prices of
industrial food products recorded negligible growth (0.1
pp contribution).

Year-on-year core inflation continued its downward trend,
begun in H2 2008, to level off at 10.3% at the end of the year.

Chart 11.0.5 Headline inflation

(in %)
2.1 16
1.8 14
1.5
1.2 12
0.9 y 4 10
0.6
8
0.3
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0.3 a
0.6
0.9 2
1.2 0
12 1 2 3 4 5 6 7 8 9 10 11 12
2007 2008

mm Core inflation - monthly growth rates
Headline inflation - monthly growth rates
Y ear-on-y ear headline inflation growth
Y ear-on-y ear core inflation growth

2 For more information on the difference between CPI and RPI see text box on p. 13.

Total consumer price growth of 1.1%° in Q4 was mainly
due to the increase in market-determined prices (1.1 pp),
while the rise in prices of agricultural products was fully
offset by the decrease in regulated prices. The country’s
2008 CPI headline inflation ended at 8.6% year-on-year,
with core inflation contributing 6.8 pp to its growth.

Compared to a quarter earlier, the prices of agricultural
products recorded an unexpectedly strong growth of
11.4% or 9.6% year-on-year.

Regulated prices declined by 3.1% in Q4, mainly as a
result of downward price revision for petroleum products
(-18.8% year-on-year). At end-2008 regulated price
growth equalled 4.1% year-on-year.

Chart1.0.6 Contribution of individual commodity
groups to consumer price growth rate in

Q4 2008

(in percentage points)
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* Monthly breakdown: October 1.8%, November 0.2%, December -0.9%.
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Composition of Consumer Price Index, its advantages over
Retail Price Index and regional comparison

Using Consumer Price Index (CPI) data from January 2009 onwards as an official measure of inflation in Serbia displays
a series of advantages over the use of Retail Price Index. First, as the share of regulated prices and services is smaller in
the composition of CPI, the effect of monetary policy measures is stronger. Second, the CPI is a more reliable inflation
indicator as the weights used in its calculation reflect components of household consumption from the Survey on
Household Consumption. On the other hand, the RPI weights reflect composition of retail trade in goods and services.
Hence the difference in the share of individual groups of goods and services in the two indices. Further, the CPI enables
monitoring of changes in prices of services not included in the RPI (hotels and restaurants, health care and insurance),
while prices of construction material and intermediate goods are captured by RPI only.

Official statistics also publishes the cost of living index. Although its weighting structure is similar to that of CPI, the cost
of living index does not cover hotels and restaurants, health care and insurance.

Besides, CPI allows for a global comparison of inflation rates as it represents the official inflation rate reference in most
countries in the world.

Chart 1
S1% N Utities
8.1% 6.9% Electricity
21% < 42% Petrol duct
7.6% 0 etroleum products
12.7% Other
Regulated 47% 8.9%
prices 7.0%

Agricultural products

21.8%

Food
23.3%

Services included under

Core prices 49% core inflation

7.8%

Retail price index Consumer price index

Chart 1 shows the difference in the composition of the two indices. Note that some products are excluded from the group
of regulated prices (milk, white bread, mobile telephony services, coal and bottled butane gas) so that the share of products
with regulated prices in CPI amounts to around 27% as compared to 47% in RPI before exclusion of the above products.

The pattern of year-on-year changes is rather similar in the two indices, but there are periods of obvious divergence
in their movements. To illustrate, consumer prices have been rising more rapidly since August 2007 due to the increase
in prices of foodstuffs (including agricultural products) over the same period. However, the share of those prices is
higher in CPI (34%) than in RPI (22%) and resulted in divergent movements of the two indices. Similarly, the decline
in prices of petroleum products since mid-2008 had a lesser impact on CPI (as the share of those products in CPI [4%)]
was half their share in RPI [9%]). Another reason for the divergence in movements of the two indices'is the difference in
the methodology applied in calculation of the share of prices of seasonal products, hence the significant difference in the
movement of the two indices in the group of agricultural products.
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The CPI is somewhat more volatile than RPI as the share of the most volatile component, agricultural products, in CPI is
double that in RPI.

As the CPI is a universally recognized measure of inflation in many countries and assumes application of a standardized
methodology, its use ensures a better-quality comparative analysis.

Table 1 Consumer price index
(composition in % share)

Components Euro zone Bulgaria Hungary Romania Slovenia Croatia Serbia
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Food and non-alcoholic beverages 15.8 23.9 19.8 36.9 174 318 352
Alcoholic beverages and tobacco 3.7 4.8 7.7 6.2 51 55 5.6
Clothing and footwear 6.8 3.9 4.8 7.0 6.5 8.4 6.9
Housing, water, electricity, gas and 153 99 135 18.9 04 142 163
other fuels

Furnishings, household equipment

and routine maintenance of the 7.0 4.8 6.6 4.3 6.9 53 53
house

Health 4.0 47 42 3.0 39 2.8 42
Transport 15.7 19.1 15.2 7.8 18.1 114 115
Communications 3.3 6.4 5.0 54 4.1 4.2 3.2
Recreation and culture 9.7 54 8.9 4.7 9.9 6.1 5.4
Education 1.0 1.1 1.2 0.9 1.3 1.0 1.2
Restaurants and hotels 9.3 12.6 8.2 1.9 9.0 3.5 1.5
Miscellaneous goods and services 8.4 3.5 5.0 3.1 8.4 58 3.8

The composition of CPI, namely the share of individual components in the sum total of weights, differs from one country
to the other (Table 1). In the euro zone, the highest share is taken up by the food and non-alcoholic beverages, followed in
approximately equal shares by transport (including petroleum products), and housing, water, electricity, gas and other fuels.
The share of the above three groups in CPI is the highest in Serbia as well, but the share of the food and non-alcoholic
beverages group in the total is much higher. In comparison to the euro zone, the share of clothing and footwear, health care,
communications and education is more or less the same in Serbia, but the share of some other groups, like for example,

hotels and restaurants is much lower.

! Prices of seasonal products used in the RPI calculation during the months outside the season are the last recorded prices before the new season begins,
while the average price for the group to which such seasonal products belong is applied in the CPI calculation.
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As for the two major groups of products and services, food and non-alcoholic beverages and the energy group?, Chart 3
shows that their share in the total basket is the highest in Romania and the lowest in the euro zone. Breakdown by country
reveals that the food and non-alcoholic beverages group have the highest share in Romania, which is followed by Serbia.
The lowest share of the above group is recorded in the euro zone. The share of energy is also the highest in Romania and
the lowest in the euro zone, and more or less equal in all other countries observed.

In 2008, for example, the contribution of changes in prices of food and non-alcoholic beverages to total inflation was much
higher in Serbia than in Romania although the share of this group of products in the total basket of goods and services was
much higher in Romania. The difference in terms of relative contributions is due to different rates of price growth. Namely,
food prices in Serbia were rising much faster than in Romania and their contribution was much higher despite a somewhat
smaller share in the total.

Chart 3 Weights for food and non-alcoholic beverages and energy in 2008
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Inflation outlook for Q1 2009

HCPI headline inflation is expected to be significantly higher
in QI than a quarter earlier and to settle at around 4.4%.

Substantial inflationary pressures are likely to be
generated by the following factors:

1) exchange rate of the dinar, in light of the strong
depreciation pressures;

2) planned increase in regulated prices;
3) announced increase in food prices;

4) inflation expectations.

The factors likely to produce disinflationary pressures in
the medium run are:

1) slower economic and credit activity;
2) plummeting domestic and global demand;

3) declining world prices of primary commodities.

Quarterly core inflation growth is likely to reach around
2.8% and contribute around 1.9 pp to headline inflation.
Such a strong growth in core inflation in Q1 will be
primarily due to the wave of depreciation, set in motion in
late December and early January, and to the effects that a
more expansionary fiscal policy in Q4 had on demand.

Table 11.0.4 Major revisions of regulated prices
expected in Q1 2009

Growth rate Contrlputhns to
retail price

i 0,

In%) " growth (p.p.)
Cigarettes 15.0 0.7
Petroleum products 17.3 0.6
Postal and
telecommunications
services 10.6 0.2
Medications 10.0 0.2
Utilities 8.1 0.2

Seasonally-induced growth in prices of agricultural
products is expected to provide a contribution of around
0.5 pp to total consumer price growth.

The anticipated increase in regulated prices of around
7.8% will exert the greatest impact on headline inflation
in QI (contributing around 2.0 pp). The highest price
growth is expected for cigarettes and petroleum
products due to increased excise duties, followed by
postal and telecommunication services where call unit
prices were raised.

Within regulated prices, considerable growth is also
anticipated for utility costs (most notably heating) and
somewhat lower growth in costs of transport services.
Note that the effects of the late 2008 increase in prices of
medicaments will be registered in January.

If the above (7.8%), or possibly higher growth in
regulated prices considering the unexpected movements
in oil prices and the USD exchange rate, should
materialize, a half of total regulated price growth
projected for 2009 will be used up as early as in Q1.

Finally, based on the above, year-on-year CPI inflation is
expected to reach around 10.0% at end-Q1, falling within
the range targeted for March.

Chart1l.0.7 Short-term inflation projection
(year-on-year growth, in %)
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Inflation targeting as the National Bank of Serbia’s
monetary policy strategy

In December 2008 the National Bank of Serbia’s Monetary Policy Committee adopted the Memorandum on Inflation
Targeting as Monetary Strategy (see Appendix 2, p.59), which defines the main principles of using inflation targeting regime
as the official monetary policy strategy from 1 January 2009. The Memorandum is fully in line with the Agreement between
the National Bank of Serbia and the Government of the Republic of Serbia on Inflation Targeting, (see Appendix 1, p. 51),
whereby the NBS and the Government agree that the monetary policy regime of inflation targeting is the most adequate
means for preserving price stability as a prerequisite for sustainable economic growth in the long run.

The Memorandum on Inflation Targeting as Monetary Strategy defines the main principles and functioning of the National
Bank’s new monetary policy regime. The principles of this regime have been gradually introduced into practice by the NBS
since August 2006 pursuant to the Memorandum on the New Monetary Policy Framework. The main principles are as
follows: 1) inflation target represents the only numerical guideline for the conduct of monetary policy; 2) by using the policy
rate as its main monetary instrument, the NBS will strive to maintain inflation within the set target range. At the same time,
the NBS will support the Government’s economic policy to the extent that this does not threaten either the achievement of
its inflation target or the stability of the country’s financial system.

Through the above changes, the NBS has now taken on the responsibility for headline, in addition to core inflation, and will
take part in the planning of changes in regulated prices. Headline inflation targeting will enable a more efficient
communication with the general public and stronger impact on inflation expectations, which is essential for long-term
business planning and decision-making. Headline inflation targets will also ensure a clear demarcation of responsibilities
between the NBS and the Government in achieving and preserving price stability. The NBS can effectively control only
inflation in competitive markets (the so-called core inflation). On the other hand, the Government is responsible for inflation
stemming from adjustments in administered prices and plays the key role in regulating legal and institutional framework
affecting the stability of prices. In an environment where a large proportion of prices are under Government regulation, either
direct or indirect, its cooperation with the NBS is absolutely essential for achieving and preserving the stability in prices.

In addition to assuming responsibility for headline inflation, the NBS has switched to CPI-inflation targeting as an
international standard practiced by other inflation targeters. Inflation measured by changes in the consumer price index
provides a more comprehensive picture of movements in prices as CPI data also include catering and healthcare services,
education, financial services and rentals, while the share of food prices is more than 50% higher than in RPI, etc. (see text
box on p.13).

In December 2008, the NBS Monetary Policy Committee also adopted the Memorandum of the National Bank of Serbia on
Setting Inflation Targets for the Period 2009-2011 (see Appendix 3, p.63). Inflation targets are set as a linearly declining
band of headline CPI inflation rates. The band, with a midpoint, is defined for each month of the year. The trajectory of
inflation targets until 2011 is consistent with the need to achieve medium-term price stability which, in view of Serbia’s
medium-term ambition to converge to EU price and income levels, is defined as annual inflation of 2—4%. The monetary
policy objective for 2009 is to lower the beginning-of-year inflation (8—12%), with a midpoint of 10%) to 6-10%, with a
midpoint at 8% by the end of the year (see Appendix 4, p.65).

The NBS Monetary Policy Committee will regularly inform the general public about the progress in achievement of the set
inflation targets and the measures taken to ensure their realization in the future. Should the departure of inflation from the
set target last for more than six consecutive months, the National Bank of Serbia will notify the Government in writing about

the reasons for such departure, the measures to be taken and the time needed for inflation to return within the target range.
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II1. Inflation determinants

1. Monetary conditions

Monetary policy eased in Q4 2008 relative to a quarter
earlier, as a result of increased risk premium and
nominal depreciation of the dinar. The appreciation gap
of the real exchange rate is closing and the real interest
rate is running below the trend.

The RMCI* points to significantly eased, but still tight
monetary policy in Q4, attributable primarily to the
negative effects of the global financial turmoil on the
value of domestic currency which worked through both
increased risk premium and drastically reduced foreign
exchange liquidity.

The disinflationary pressures produced by the

appreciation gap of the real exchange rate (RMCI
component) were less pronounced in Q4 than a quarter

Chart 111.0.1 Monetary Conditions Index (MCI)
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earlier due to the combined effect of 9.2% nominal
depreciation of the dinar and slowing inflation.

Lower investment demand caused a change in the real
exchange rate trend — according to our estimates, the
appreciation trend declined from around 4% in Q3 to
mere 1.5% in Q4.

As the nominal depreciation of the dinar continues, the
appreciation gap will most likely close altogether in QI
2009 and generate inflationary pressures for the first time
in almost two and a half years.

The level of the real interest rate, the second RMCI
component, indicates eased monetary policy in Q4 2008.
January revision of the key policy rate from 17.75% to
16.5% contributes to further monetary policy easing.

Chart 11l.0.2 Real exchange rate and its trend
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Based on our estimates, though relatively high, the real
interest rate was running below its trend in Q4 (7.11%).
Namely, despite steep decline in world interest rates, the
increased risk premium and nominal depreciation of the
dinar have pushed the real interest rate trend
dramatically up.

Chart 111.0.3 Real interest rate on repo
operations and its trend
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Assuming average inflation expectations of around
10.6%”’, the current level of the key policy rate (16.5%) is
by around 180 basis points below the trend.

Whether and to what extent will eased monetary policy
generate inflationary pressures depends primarily on its
impact on further strengthening of depreciation pressures,
and to a lesser degree, on its impact on lending through
anticipated decrease in bank lending rates.

* Based on the findings of the Strategic Marketing inflation expectations survey for
enterprises and the financial sector.

Interest rates

The rise in nominal yield on NBS securities did not lead to
an increase in their stock, but rather to a hike in all money
market interest rates.

Chart lll.1.1 NBS repo interest rate
(w eighted average, in percent per annum)
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Anticipating further fiscal expansion and assessing that
most of the relevant factors would generate inflationary
pressures in Q4, the NBS Monetary Policy Committee
decided to raise the key policy rate in late October from
15.75% to 17.75% p.a.® Interest rate on 6-month NBS
bills sold in outright auctions increased more than the
key policy rate — from 14.95% in September to 19.19%
in December.

As the Q4 rise in interest rates on NBS securities was
accompanied by an inflation slowdown, their real yield in
dinars picked up. Nevertheless, investment into NBS
securities declined by around RSD 156.8 billion (63.4%).
Of this amount, banks deposited around RSD 100 billion
on their gyro accounts with the NBS (a portion of foreign
currency required reserves allocated in dinars)’, and spent
bulk of the remaining funds in the forex market on buying
foreign exchange needed for the settlement of obligations

¢ Weighted average interest rate on 2W repo securities of the National Bank experienced
a relatively smaller increase — from 15.75% to 16.89% p.a.
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in respect of frozen foreign currency savings and foreign
credits. In addition, foreign investors showed less interest
in purchasing NBS repo securities due to the general
liquidity crunch, increased country risk and stronger
depreciation pressures, which pushed the real euro-
denominated yield on these securities down.

Chartlll.1.2 Interest rate movements
(daily data, annual level, in %)
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As banks pulled out of NBS securities and government
spending gathered pace, liquidity of the banking sector
increased. As a result, there was no major borrowing by
banks in the money market in Q4. The consequent drop in
money market liquidity exerted stronger impact on
BEONIA’s increase (from 15.54% in Q3 to 16.95% in Q4
p-a.) than the upward revision of the National Bank’s key
policy rate®. The drop in money market liquidity was
accompanied by heightened volatility measured as the
coefficient of variation in the BEONIA-NBS key policy
rate spread.

The movements of BELIBOR for all maturities were
similar to those of BEONIA. The largest increase relative
to the previous quarter was recorded for the shortest
maturities — T/N (1.4 pp), and smallest for the longest, 6-
month, maturity (1.32 pp). As a result, the trend of

7 Pursuant to the MPC’s decision, effective as of October, the portion of foreign
currency required reserves to be allocated in dinars was raised from 10% to 20%.
As of December, this portion was raised to 40%.

decrease in the yield curve slope, set in motion at the
beginning of the year, continued. Such position of the
yield curve points to expectations of an inflation
slowdown and decline in interest rates. The decline in
yield curve slope could also indicate that the Serbian
economy has slipped into recession.

Chartlll.1.3 Interbank money market
yield curve
(monthly average, annual data in %)
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Source: National Bank of Serbia and Reuters.

In Q4, the Republic of Serbia treasury bills were sold in
three primary auctions. Lack of interest in the purchase of
these securities in the October auction led to a decline in
their net stock in Q4 (from RSD 1.9 billion to RSD 1.4
billion), while their weighted average interest rate rose
from 4.84% to 9.61% p.a. The level of yield on
government treasury bills will depend on the features of
possible future issues.

Weighted average lending rate rose by 0.76 pp relative to
September, reaching 18.11% p.a. in December. The fact
that this rate declined from 18.48% to 17.56% p.a. is, for
its major part, attributable to the decrease in EURIBOR.
Commercial bank deposit rate went up amid worldwide
liquidity slump and upward revision of the key policy rate.
Weighted average deposit rate equalled 7.32% p.a. in
December, up 0.92 pp on September.

*Bank liquidity is calculated as the ratio of monthly averages of excess reserves
and transaction deposits with banks. Money market liqudity is calculated as the
ratio of quarterly average volume of overnight bank lending transactions and
average absolute values of daily changes in the BEONIA interest rate.
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Chartll.1.4 NBS key policy rate and commercial
bank interest rates
(w eighted average, per annum, in %)
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As a result, the interest rate margin of commercial banks
narrowed down. If the weighted average interest rate on
total bank lending is used in the calculation of the
interest rate margin, it shows a slide from 10.95 pp in
September to 10.80 pp in December. However, if the
weighted average interest rate on bank credits is used in
the calculation, the interest rate margin shows a
relatively sharper decline — from 12.8 pp in September
to 10.25 pp in December.

Assessing that the disinflationary effects of the
significant and dampened
aggregate demand are likely to gather pace in the
coming period, the NBS Monetary Policy Committee
decided in its first January meeting to lower the key
policy rate from 17.75% to 16.5% p.a.

economic slowdown

Belgrade Stock Exchange

After significant investor flight in October caused by the
global financial meltdown, the domestic stock market
recorded a mild recovery in the two months that
followed. The market of bonds issued against frozen
foreign currency savings saw an increase in price, yield
and capitalisation.

The effects of the world financial crisis, which escalated in
September and October, quickly spilled over into the

Chart lll.1.5 EURIBOR 6 M and bank loans
interest rates
(monthly average, in percent per annum)
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Chart lll.1.6 Weighted average interest
rates on securities
(in percent per annum)
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domestic capital market. The liquidity of the stock market
was at an extremely low level in October, and especially in
the discontinuous trading segment of the market.’ If
account is also taken of the heightened uncertainty and
pessimistic expectations of market participants, the
October record decline in price indices comes as no
surprise: BELEX15 lost more than one third, while
BELEXIline shed around 28% relative to September." The
capitalisation of shares in the Belgrade Stock Exchange

(3]
(3]
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declined by around 17.3%, of which 9.3 pp referred to
shares traded continuously.

November and December saw a mild improvement in
the general BSE movements relative to October. A
liquidity rebound and eased uncertainty slowed down
the decline in market indices. Besides, in December
enterprises made public their preliminary business
results for 2008 and plans for 2009. This probably
played a role in the easing of investor pessimism,
evidenced by the discontinued decline in the BELEX
sentiment index trend. As a result, BELEX15 rose in
December, marking the first monthly increase since May
2008. Relative to September, BELEX15 lost 43.7% in
value, while BELEXline shed 38.3%.

Movements in the prices of shares in the BSE in Q4
largely matched those in other stock markets across the
region. The most commensurate movements were
recorded in the Macedonian Stock Exchange, followed
by the Zagreb Stock Exchange, Ljubljana Stock

Chartll.1.7 BELEX15 index in 2008
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° Liquidity is measured as the value of turnover per unit of capitalization and as the
rato of aggregate absolute values of daily changes in the BELEX1S5 index to the
relative change in the volume of trading in shares included in the basket of that
index (market width).

'"Market uncertainty is measured as the ratio of spread between the highest and
lowest value of BELEX15 in the course of a quarter (including intraday changes

Exchange, Montenegrin NEX Stock Exchange, while
movements in the Vienna Stock Exchange (the NTX
index) showed lesser similarity." As stock markets are
clearly under the sway of the global financial crisis, any
major rebound may be expected only once its effects
wear off.

The bond market picked up in Q4 in terms of both the
turnover (by 6.6%) and the number of transactions (by
7%). This indicates that liquidity, in terms of the bond
market width, remained broadly unchanged. On the other
hand, bond prices rose for all series maturing before 2015,
and together with the depreciation of the dinar against the
euro, represent the main reason behind the 21% increase in
capitalization. As expected, the weighted average yield on
frozen foreign currency savings bonds hiked from 6.7% in
Q3 to 7.2% p.a. following the increase in the key policy
rate. Although average yield on all bond series rose, the
strongest increase was recorded for shorter maturities. The
yield curve formed at a higher level, and its negative slope
increased relative to September.

Chartlll.1.8 BELEX15, CROBEX and NTX
index in 2008
(in index points)
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in this index) and their average value. Market uncertainty is also measured as the
quarterly coefficient of variation of the BELEX15.

""The NTX index basket comprises 30 most liquid shares of companies from
Austria, Romania, Bulgaria, Slovenia, Croatia, Hungary, the Czech Republic,
Poland and Slovakia.
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Exchange rate

In the context of global financial turmoil and weaker
supply of foreign exchange, the dinar depreciated against
the two major world currencies in Q4 2008. In November
and December, trading volumes in the interbank foreign
exchange market also plummeted to record lows.

In Q4, the dinar weakened by 9.2% against the euro. As
daily fluctuations strengthened, the exchange rate moved
inside a band of 76.7 to 91.6 dinars per euro.

The dinar weakened as a result of sluggish inflow of
foreign capital and tighter access to foreign sources of
finance caused by the world financial crisis and buoyant
demand for foreign exchange of bank clients. Around
EUR 1 billion in household foreign currency savings was
withdrawn from banks in Q4, while enterprises purchased
EUR 1.1 billion, net.

Both the ECB and the FED trimmed their policy rates in
three instances in the course of Q4 — they currently stand
at 2% and 0-0.25%, respectively. The dollar rebounded in
early Q4, only to resume declining against the euro in
early December. At year-end, the exchange rate for the
dollar was around 1.39 USD/EUR.

With the weakening of the nominal effective exchange
rate for the dinar and faster growth in domestic relative to
foreign prices, the dinar depreciated by 12.7% in real

Chartlll.1.9 Movements in the RSD/EUR
exchange rate and the two-week repo rate
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terms (real appreciation by 13.0% against the euro and
11.8% against the dollar).

Foreign exchange market was rather volatile in Q4.
Peaking at EUR 4.3 billion in October, trading volumes
spiraled down over the following two months, while the
quoted spread between the buying and selling exchange
rates soared from 10 paras to a whole dinar. Owing to
exceptionally high levels recorded in October, overall
trading volume in Q4 (EUR 6.5 billion) rose by 12.3%
on a quarter ecarlier. Already in October, the National
Bank of Serbia stepped up its participation in the IFEM
to ease excessive daily fluctuations of the exchange
rate. December saw resumption of fixing sessions
suspended since 2007.

Daily trading volume in the interbank foreign exchange
market averaged around EUR 100.0 million.

To boost foreign exchange liquidity of banks, the NBS
adopted a number of measures in the period under review.
The first set of measures included the following: change
in the composition of allocated foreign currency required
reserves (the dinar share was raised from 10% to 20%),
lifting of reserve requirements on new foreign borrowing
by banks, lowering of default rate on the difference
between allocated and calculated required reserves, and
allowing banks to calculate foreign currency required
reserves against lower reserving base as a considerable
amount of household savings was withdrawn from banks.

Chart1ll.1.10 Daily changes in RSD/EUR
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Chartlll.1.11 Nominal exchange rate
of the dinar (in dinars, end of period)
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The second set of measures, adopted in December,
included raising the dinar share of foreign currency
required reserves from 20% to 40%, and discouraging
foreign debt repayment by banks (by prescribing the
average September base to apply in calculation of foreign
currency required reserves over the next six months).
Banks were also obligated to reduce their foreign
exchange risk ratios by the end of January from 20% to
10%, which is expected to bolster foreign exchange
liquidity in the domestic market.

As the world financial crisis deepened, EMBI stepped up.
At one point, it reached the record level of 1,351 bp. In

Table lll.1.1 Composition of trade in the IFEM
(total trade)

Q3
IFEM 5,814,909,352
NBS - Banks 9,000,000
Bank - bank 5,805,909,352
Q3
IFEM 100.00
NBS - Banks 0.15
Bank - bank 99.85

Chart lll.1.12 Risk premium indicator -
EMBI and CDS
(monthly averages, in basis points)
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late December, the yield on Serbian sovereign bonds
traded in the Luxembourg Stock Exchange was roughly
1,225 bp above the yield on US Treasuries. Such
increase in the EMBI reflects diminished investors’
propensity to invest in Serbia, which adds to current
depreciation pressures.

January 2009 saw further decline in the value of the dinar
against the euro. On 9 January, the dinar slumped to a
historical trough of 94.4 RSD/EUR. Interbank trading in
the IFEM remains rather low (below EUR 20 million).
The National Bank of Serbia continues to organize fixing
sessions and to take part in the IFEM trading.

EUR
Q4 Total 2008
6,531,011,455

933,500,000
5,597,511,455

25,004,670,788

1,335,500,000
23,669,170,788

(in % of total trade)

Q4 Total 2008
100.00 100.00
14.29 5.34

85.71 94.66



Depreciation pressures across Europe

Depreciation of the dinar against the euro (13.5%) in Q4, though significant, was by no means an isolated case.
Namely, in the last quarter of 2008, weakening against the euro was recorded by local currencies of most Central and
East European countries, as well as some advanced economies (UK, Norway, Sweden). As illustrated by the table
below, among countries pursuing a flexible exchange rate policy, Serbia is mid-ranking in terms of the intensity of
depreciation pressures. The strongest pressure on currency was seen in Poland.

Table 1 Depreciation of national currencies against the euro
(end of period)

Q4 2008
Poland -18.3
Great Britain -17.0
Norway -14.5
Iceland -14.4
Serbia -13.5
Russia -11.8
Sweden -9.9
Czech Republic -8.4
Hungary -8.2
Romania -6.3
Croatia -3.1

Source: ECB and national CBs.

Increased exchange rate volatility is largely attributable to the global financial turmoil and heightened investor risk aversion.
Depreciation pressures in transition countries are also a result of capital outflows and tighter access to foreign funding.
Besides, many central banks eased their monetary policy due to significant slowdown in the global economy — deepening
recession in the United States, euro zone and Britain — and the falling world prices of food and primary commodities, which
altogether contributed to a faster-than-expected decline in inflation. Thus, in the majority of the countries observed, central
banks lowered their policy rate at least once in the course of Q4 2008.

Turning to advanced economies, depreciation of as much as 17% was recorded in Great Britain. This country used to be
recognized as the European centre for securitisation, and its pound sterling as the carry trade currency owing to high
interest rate policy implemented in the prior period. However, with the onset of the current financial crisis and loss of
confidence in securitisation and carry trade benefits, the British currency started losing in value.

Credit for the strengthening of the euro, US dollar and Swiss franc goes to the traditional view of these currencies as safe
havens in times of crisis. It may be concluded, hence, that the financial crisis is affecting currencies of many countries
and that the weakening of the national currency is a not a phenomenon faced by Serbia only.
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2. Import prices

Due to significant weakening of the dinar, imported
inflation recorded a sharp increase in Q4. This
increase, however, had no effect on core inflation, but
considerable

is likely to generate inflationary

pressures as early as in Q1 2009.

As a result of the 39.7% depreciation of the nominal
effective exchange rate of the dinar”? (per annum
average), imported inflation in Q4 measured as much as
35.2% at annual level”. Such increase in imported
inflation was somewhat eased by the 3.2% price drop in
the EU and USA"™ (per annum average). As strong
depreciation pressures were registered already in late Q3,
the growth in imported inflation came as no surprise.

The falling world prices of crude, however, managed to
offset the impact of imported on core inflation, which
turned out even lower than a quarter earlier (11.1% vs.
11.6% year-on-year).

As depreciation pressures show no sign of abating, imported
inflation is most likely to remain positive in Q1 2009.

Chart lll.2.1 Core and imported inflation
(average annualized quarterly grow th rates)
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Oil and commodity prices

When the price of Ural oil plummeted from its July peak
of USD 147 to USD 91 pb in late Q3, a sharper downfall
seemed hardly conceivable. How then should we assess
the movements in Q4 during which oil prices slumped
by half, reaching USD 44 pb at year-end? It appears that
nothing can halt the downward trend in oil prices — not
even the OPEC’s decision to reduce output by 2.2
million barrels a day, which is the cartel’s largest cut
ever. Some OPEC members and outside producers, such
as Russia, are deeply concerned about the oil collapse as
their budget expenses for 2009 were projected with
reference to the average price of at least USD 75 pb. As
this scenario is now practically unfeasible, the
realisation of many projects and objectives is called into
question. On the other hand, a dizzying slump in oil
prices slightly eased the effects of the world financial
crisis, which spilled over in the real sector and pushed
advanced economies (United States, Japan and euro
zone countries) into recession. For oil importing
countries, the decline in oil prices turns out to be the
only good news amid a deluge of pessimistic
assessments and macroeconomic forecasts.

Chart1ll.2.2 Qil prices
(in US dollars)
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It is a well-known fact that the main reason for the
drastic downfall in oil prices lies in a significant
weakening in demand caused by the recession in
advanced economies. Demand for oil has also subsided
in China and India, economies that vigorously expanded
in the prior period and largely contributed to global oil
demand growth. Last year, however, marked the end of
the cycle. As projected by the International Energy
Agency, demand for crude will continue to decline
throughout 2009. The factors that could reverse the trend
in oil prices (OPEC’s production cut, geopolitical
factors) lack weight or strength at the moment, and the
global decline in oil demand appears to be unstoppable.

Most oil price forecasts, including ours stated in the
previous Inflation Report (USD 75 pb at end-2008),
have proved wrong. Our forecast for 2009, like those of
others, is much lower now and is based on the expected
decline in global oil demand and a sharp and prolonged
recession in the most advanced world economies. On the
other hand, our projection also assumes further
production cuts by OPEC and worsening of the
geopolitical situation in the Middle East. Hence, the
average price of Ural oil in 2009 is projected at around
USD 45 pb, and around USD 42 pb at end-QI.

The prices of other commodities are also heading down.
After peaking at USD 8,715 per ton in April 2008, the
price of copper, for instance, halved by October and
declined still further in mid-January 2009 (USD 3,290
per ton). The price of aluminum, another non-ferrous
metal, has also hit its five-year low, while gold, as a safe
haven, even rebounded and now revolves around USD
840 per troy ounce.

3. Balance of payments

Spillover effects of the world economic crisis, manifested
in the lack of capital on the world financial markets and
economic recession, exerted a strong impact on Serbia’s
balance of payments in the fourth quarter of 2008.
Current account deficit narrowed, but contrary to trends
that persisted over many years, a deficit was also
registered on the capital and financial account, which
resulted in a decrease in foreign exchange reserves.

Current account

In Q4, current account deficit reached its lowest point in
2008, whereby its share in GDP fell appreciably (15.1%).
Current account deficit narrowed primarily in response to
lowered foreign trade deficit, and only partly, in response to
the surplus on current transfers which registered an
exceptionally strong inflow of capital from remittances
(USD 1,167 million).

Relative to the same period a year before, the deficit on
trade in goods narrowed by 15.3%, as a consequence of
more rapidly declining growth in imports (11.7%) than that
in exports (7.3%). Consequently, the ratio of export to
import rose from 45.3% in Q4 2007 to 47.6% in the
comparable period of 2008, whereas the share of deficit on
trade in goods in GDP fell negligibly (from 24.1% to 22%).

According to seasonally adjusted data on trade in goods, the
dynamics of imports and exports is consistent with a fall in
industrial production.

In terms of economic destination, growth in exports was
recorded only for consumer goods, whereas the growth in

Chart ll.3.1 Net disbursement of financial
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Table I11.3.1 Balance of payments in % of GDP

1 1 \ \%
2007 2008 2007 2008
Current account -13.8 -16.6 -16.4 -15.0
Balance of goods and services -21.7 -223 -24.8 -22.3
Income 09 -13 27 -42
Current transfers 89 71 110 114
Capital account 01 00 0.0 0.0
Financial account (excluding
changes in foreign exchange
reserves) 185 183 187 -3.0
Direct investment - net 56 15 93 24
Portfolio investment - net 16 03 12 -04
Commercial credits - net 12 -19 1.8 25
Financial credits - net 97 146 155 85
Currency and deposits - net 03 39 91 -161
Other 02 0.0 01 0.0
Errors and omissions - net 02 10 04 -22
Overall balance 50 28 1.9 -20.2

all other items declined. All import items, particularly
capital goods, witnessed a decline in growth.

The deficit on balance of services was on the steep decline
(64.5%), mainly owing to the decrease in outflows in
respect of transport, whereas the deficit on receipts
registered a more moderate year-on-year growth in Q4
relative to Q3, owing to a lower contribution of net outflow
of investment receipts.

Chart 1l1.3.2 Composition of net capital inflow
(in USD million)
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In Q4, the deficit on goods and services, as well as the
deficit on receipts were at a somewhat lower level relative
to the same period a year before. The coverage of these
deficits by current transfers rose from around 40.2% to
43.2%, which impacted on the contraction of current
account deficit (official grants excluded).

The fourth quarter saw the highest surplus on current
transfers in 2008. The high surplus was driven mainly by the
substantial seasonal inflow of remittances, which is
customary for the last quarter. Net inflow from remittances
came to RSD 1,167.1 million. However, in addition to the
seasonal component and the influence of holidays, a great
portion of the said amount came through exchange offices
from the conversion into dinars of foreign currency savings
withdrawn from banks.

Capital and financial account

Excluding changes in foreign exchange reserves of the
National Bank of Serbia, financial transactions showed a
deficit for the first time in a number of years.

The deficit was induced mainly by a fall in foreign
exchange reserves of banks that suffered a great liquidity
pressure in Q4 due to the withdrawal of foreign currency
savings. Spillover effects of the world economic crisis
and limited access to external sources of funds resulted
not only in the net outflow of portfolio investments, but
also in an exceptionally low net inflow of foreign direct
investments (USD 275 million) and financial loans (USD
968 million). A modest inflow of foreign direct
investments for the second quarter in a row was prompted
by the lack of revenues from privatization and capital
increase of banks (which was evident in the first half of
the year). In Q4, foreign direct investments consisted
mainly of investment in the financial sector, industry, real
estate, and construction.

Limited possibilities of external financing of both
enterprises and banks resulted in an exceptionally low net
inflow of financial loans in Q4. Under increased pressure
on foreign exchange liquidity, banks attempted to obtain
necessary funds through short-term borrowing. As a
result, total net borrowing of the banking sector in the
period under review was mainly short-term, and
amounted to USD 542 million. In the same period, net
borrowing by enterprises came to an unprecedentedly low
figure of USD 408 million. During October, there was
almost no direct foreign borrowing by enterprises (mere
USD 12.8 million), whereas an increase in net inflows
was registered in November (USD 321 million).
December, however, saw a strong decline in this respect
(USD 94 million).
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Chart I1.3.3 Current account deficit and net
capital inflow
(in USD milllion)
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The deficit on the capital and financial account (excluding
changes in NBS foreign exchange reserves), coupled with
current account deficit, resulted in an overall balance of
payments deficit and a USD 2,301.4 million decline in
foreign exchange reserves of the National Bank of Serbia
(inter-currency changes excluded).

At end-2008, foreign exchange reserves of the National
Bank of Serbia came to USD 11,477 million, which is a
decline by 19.3% relative to the comparable period a year
before. In Q4, foreign exchange reserves covered 6.3
months of imports of goods and services.

The decrease in NBS foreign exchange reserves in Q4
may be put down primarily to lower allocations of foreign
currency required reserves of banks (contribution of 11.4
pp), the National Bank’s sale of foreign exchange in the
IFEM (7.4 pp), exchange rate losses, the repayment of
obligations in respect of frozen foreign currency savings
and redemption of bonds issued against the Economic
Development Loan.

The main contribution to growth in NBS foreign
exchange reserves came from net foreign exchange
purchases in respect of exchange transactions of the
National Bank (1.6 pp), foreign exchange inflow from
transactions with Kosovo and Metohija (0.6 pp), foreign
credits to the government and grants (0.2 pp each).

Chart 1l1.3.4 Coverage of imports by foreign

exchange reserves
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Table 111.3.2 Contribution to NBS foreign exchange

reserves growth
(in percentage points)

NBS foreignh exchange
reserves (growth in %)
Foreign exchange market
Exchange transactions
NBS's foreign currency net-
sale in the IFEM
Temporary payment
transactions”
Reserve requirement on
foreign currency deposits and
credits, and new foreign
currency savings deposits

Foreign credits to government

Grants

Frozen foreign currency
savings deposits and
Economic Development Loan

Other?

2007
Q4

5.6
28
3.0

0.6

-1.9
0.2
0.2

0.2
44

Q1

6.1
-1.3
1.3

0.4

0.0
0.1
0.1

-0.1
7.2

2008
Q2 Q3
-47 -31
07 15
14 09
-1.2 0.0
05 06
25 15
04 0.0
03 02
-1.7 -04
-1.8 -5.9

Q4

-17.6
5.2
1.6

-7.4

0.6

-11.4
0.2
0.2

-0.1
-1.3

" Payment transactions with Montenegro (until 26 June) and Kosovo and

Metohija.

2 Includes privatization receipts, IMF credit, etc.
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4. Monetary flows

Money demand declined further in Q4, mainly as a result
of the slowing economy and increased bank interest
rates. Lending by domestic banks decelerated further,
most notably lending to enterprises. Direct cross border

borrowing by enterprises has also been declining.

Monetary aggregates

Monetary flows in Q4 were primarily influenced by the
world economic crisis, both in terms of lower inflows of
funds from abroad and higher withdrawal of foreign
currency deposits from banks as confidence in the
banking system deteriorated. As a counter measure, the
National Bank adopted a set of measures to strengthen
foreign exchange liquidity of banks, while at the same
time, intervening more heavily in the interbank foreign
exchange market. The increase in reserve money creation
through dinar-denominated transactions was occasioned
by an exceptionally expansionary fiscal policy stance.

Movements in monetary aggregates in Q4 were in total
reverse to what was recorded in Q3 - reserve money
almost doubled, while all other aggregates recorded a
minimal increase in nominal terms. The Q4 increase in
reserve money was almost fully induced by the sale of
repo securities and the drawdown of RSD 45 billion in
government deposits. The resultant increase in money
supply was withdrawn through interventions of the
National Bank in the inter-bank foreign exchange market.

Though the key policy rate was raised in October by 200
basis points (to 17.75%), banks sold back a larger portion
of securities purchased in repo transactions. This was also
prompted by the decision of the National Bank to increase
the dinar share of foreign currency reserve requirements
of banks, first in October (from 10% to 20%) and
subsequently in December (from 20% to 40%). A
withdrawal from repo securities for the purpose of
replenishing required reserves released about RSD 100.5
billion. Banks used the rest of the funds from redeemed
repo securities to buy foreign exchange in the foreign
exchange market in order to settle their liabilities in
respect of frozen foreign currency savings and due
foreign loans. Thus, the end-December stock of
purchased repo securities declined to RSD 90.2 billion.

Table 111.4.1 Growth rates of monetary aggregates
(in percent)

2007 2008 Share in
M3
\% | Il 1} IV (Dec)
M3 142 55 -07 40 08 1000
Foreign currency
deposits 104 141 -08 41 -13 60.2
M2 19.7 -58 -05 39 40 39.8
Dinar time
deposits 312 -08 -01 126 -25 15.5
M1 140 -87 -08 -16 86 243
Demand
deposits 123 87 -06 -36 04 15.2
Currency in
circulation 178 -87 -12 30 257 9.1

Chartlll.4.1 Movements in monetary
aggregates deflated by retail prices
(y-o-y growth rates, in %)
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The structure of the reserve money shows an increase in
funds retained by banks in their accounts and cash in till,
as well as the usual seasonal growth in currency in
circulation (by 25.7% from September). Late in
December, banks increased their excess reserves partly in
order to meet the average reserve requirement in dinars
for that particular maintenance period.
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Chart ll1.4.2 Banking sector balance sheet (December 2008)
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Though other dinar monetary aggregates (M1 and M2)
recorded an increase (primarily resulting from the
seasonal growth in cash holdings), real movements in
these categories stayed below the long-term trend. The
last quarter of 2008 was characterized by the withdrawal
of both dinar and foreign currency savings deposits. A
drawdown of around EUR 1 billion in foreign currency
savings deposits of households had a negative impact on
the total stock of liquid assets in real terms (M3).

Liabilities

Chartlll.4.4 Real domestic credits and cross
border
quaterly growth rate (in %)
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Luckily, the drawdown of foreign currency savings
deposits from banks died down in December and their
end-2008 position was EUR 4.8 billion. Such reversal
was partly due to the raising of the limit on guaranteed
deposits from EUR 3,000 to EUR 50,000 and temporarily
abolishing tax on savings.

In the course of the last quarter of 2008, the growth in M3
resulted mainly from the drawdown of government
deposits with the National Bank and commercial banks.
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Bank lending

Slowdown in lending continued into Q4 and the amount
of loans granted to the private sector in 2009 to date is
RSD 230 billion. Total lending growth in GDP equals 9%.
The share of loans to the private sector in GDP is 39.4%,
of which 14.1% refers to household loans.

A slowdown in bank lending was most pronounced in the
enterprise sector; it declined in real terms in Q4, and in
both real and nominal terms in December relative to
November. The year-on-year nominal rate of growth in
December was 40%, while declining in real terms" from
35.2% in September to 24.9% in December 2008. As for
public enterprises, no major increase in borrowing was
recorded in the course of Q4.

On the other hand, lending to households increased in real
terms primarily on account of the increase in housing
loans, while a decline was recorded in respect of cash
loans, consumer loans, use of current account overdrafts
and lending on credit cards. If we analyse long-term
trends, however, lending to households is slowing down
as shown by the year-on-year nominal growth of 25% and
real growth of 13.2%.

Although the share of NPLs in total credits increased in
the last quarter to around 5.6%, the quality of bank credit

Chart1ll.4.5 Sources of bank lending growth
(% of balance sheet total of banks)
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1" Excluding the effects of exchange rate differentials and inflation.

portfolio remains satisfactory, especially in view of the
fact that bank provisioning for potential loan losses
exceeds the amount of total NPLs.

Though cross-border borrowing by enterprises has been
slowing down, it is not fully halted yet. Stronger growth was
recorded in November, whereas in December new foreign
borrowing was negligible.

Dinar and foreign currency deposits continue to
constitute the main source of bank lending despite the
decline in both dinar and foreign currency savings
deposits in Q4. Still, in comparison to a quarter earlier,
the share of foreign sources of funds in total lending
by banks rose in Q4. The increase in cross-border
borrowing by banks, particularly pronounced in
October, came as a result of a measure taken by the
National Bank to lift reserve requirements on new
foreign borrowing. Almost 75% of all new foreign
borrowing by banks is accounted for by short-term
credits.

It is expected that bank lending in the period ahead
will have a disinflationary impact as movements in
real credits'® in Q4 are substantially below the trend
and mimic movement in negative output gap, which is
most probably a portent of economic recession.

Chart lll.4.6 Relationship between real credits
to the private sector and economic activity
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' Which include domestic borrowing by both households and enterprises and
cross-border borrowing by enterprises.
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5. Supply and demand

Economic activity

Serbia is probably teetering on the verge of recession —
its GDP registered negative seasonally-adjusted growth
rates in Q3 and Q4 2008. In annual terms, real GDP
growth is expected to abate in Q4 (to around 2.9%)
primarily in response to declining industrial production.
The non-agricultural value added (NAVA) output gap in
04 is estimated to be negative.

Third quarter of 2008

According to the most recent report of the RS Statistical
Office, deceleration of real GDP growth (4.9%) exceeded
our estimates presented in the previous issue of the Inflation
Report (6.7%). The deviation from official statistics relates
mainly to overestimation of the item “taxes” (minus
subsidies). Measured by NAVA, economic activity growth
slowed down to 5.8%, chiefly as a result of slackening
transport activity and industrial output. Seasonally-adjusted
data reveal a 1.6% decrease in Q3 GDP growth p.a., whilst
NAVA growth decelerated relative to the preceding quarter
(2.3% compared to 5.5% p.a.).

In Q3, gross value added (GVA) contributed 5.2 pp,
whereas taxes (minus subsidies) had a negative
contribution of 0.2 pp to year-on-year GDP growth. In
terms of production, a hike in total economic activity
growth, even despite the registered slowdown, came
mainly from transport activity (1.8 pp) and financial
intermediation (0.9 pp).

On the supply side, the composition of GDP growth did not
change significantly from the previous two quarters — the
services sector (7.5%) is still in the lead relative to material
production (3.5%), although their growth rates are trending
closer. A comparison with the same period of the previous
year points to notable changes as services growth was by
even 12.2 pp stronger than that of material production.

Fourth quarter
Based on our expectations and data by sector, we

estimate that year-on-year GDP and NAVA rates
equalled 2.9% each. Shrinking GDP and NAVA came

mainly in response to lower industrial production
(21.9% pa) and a decline in wholesale and retail trade
(8% pa). In seasonally-adjusted terms, real GDP and
NAVA in Q4 fell by 3.1% and 2.4% p.a., respectively.

Chart l1.5.1 Contribution to y-o-y GDP growth
(in percentage points)
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Chart lll.5.3 Growth in economic activity
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In Q4, industrial production registered a fall (5.1% y-
o-y) relative to Q3. December data have confirmed the
declining trend of industrial production that has
persisted since August. According to seasonally
adjusted data, December output declined by as much as
12.4% from July. In addition, the processing industry,
within the industrial sector, retreated in Q4 by 5.9%
(by contrast to the Q3 growth of 0.7%). The production
of basic metals and metal products has been hit by
recession most severely.

A significant slowdown in growth was recorded in
stocks of finished products, most notably stocks of
capital goods, which is an obvious proof of the loss of
liquidity on the part of producers.

In line with waning demand, data on Q4 retail trade
point to a slower real year-on-year growth, whereas
seasonally adjusted data indicate an 8% fall in wholesale
and retail trade (down from 12.6% p.a. in Q3).

Forecasts of an even steeper downturn in the world
economy in 2009 suggest additional weakening of
industrial production in the coming period. Numerous
domestic producers have announced or already
embarked on the adjustment of their production patterns
to falling foreign demand. For instance, US-Steel has
announced suspension of production in several plants
from early January, while Tigar Tyres, with 90% of its
output channelled into exports, suspended production
for three weeks in mid-December.

Chart 111.5.4 Growth in economic
activity indicators
(year-on-year grow th rates)
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According to our estimates, Q4 agricultural production
growth rate will remain high, mainly as a result of a
lower 2007 base. Nonetheless, owing to limited access
to foreign borrowing, the global economic crisis is likely
to exert a negative influence on agricultural production.

In light of the expected decline in industrial production
in Q4, we estimate that the NAVA negative gap has

36



Inflation Report

National Bank of Serbia

widened to around 2.2%, which may be indicative of
stronger demand-side disinflationary pressures. The
gap is likely to grow deeper in the months to come.

Taking into account estimated real GDP and price
growth, fourth-quarter GDP growth in nominal terms is
likely to amount to around RSD 735 billion, up by
around 10.1% on the same period a year earlier.

Balance of payments data indicate that the disposable
GDP could equal around RSD 899 billion (122.2% of
GDP), with exports and imports of goods and services
accounting for 28% and 50.2% of GDP, respectively.

Foreign demand

Each new forecast of the economic outlook for 2009 by
eminent financial institutions and economic analysts
paints a bleaker picture. Some forecasts, announced in
October 2008 and revised a month later, now seem
completely out of step. The most recent ones, released in
early 2009, acknowledge that advanced economies have
fallen into recession, which will probably prove the
deepest and longest since World War II. Global demand
has collapsed and practically no region is spared of the so-
called synchronised recession. According to the
Economist Intelligence Unit (EIU), global GDP in 2009
will be by as much as 0.9% lower than in 2008. Only a
month earlier, the EIU projected a 0.4% decline in global
GDP. Such a downgrade, however, has hardly raised any
eyebrows — the projections change as the deterioration in
economic data gathers pace.

Serbia’s major trade partners — the euro zone countries are
heading towards a 2% decline in GDP in 2009 according to
the EIU, or 1.8% according to the European Commission.
The previous EIU forecast was less pessimistic and
envisaged a 1.2% contraction. The outlook has particularly
worsened for the world’s leading exporter, Germany,
whose economy is expected to shrink by more than 2%.
What makes Germany particularly exposed to recession is
the sharp weakening of demand in emerging markets. The
prospects for other large European economies, including
France, Spain and the UK are none the less gloomy.

In addition to significantly weaker demand in the euro
zone, our neighbouring countries are facing the fallout
from the global financial meltdown on their real
economy. Croatia, for instance, is likely to record

Chart l11.5.6 Euro zone GDP and inflation
(y-o-y grow th rates)
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negative growth in Q4 2008 and thus, after two straight
quarters of negative growth, officially slip into recession.
Sharp economic slowdown and decline in the real estate
market are registered in Montenegro, while Bosnia and
Herzegovina, being a small and rather closed economy
mainly oriented towards the Serbian market, remains in a
way protected from the effects of the global financial
turmoil. Still, it can not be expected that the volume of
trade between BIH and Serbia will be the same as in 2008.

Serbian exports are likely to be markedly lower in 2009
than a year earlier because of intense recession in the euro
zone and neighbouring countries.

The EIU expects the world growth to resume in 2010,
but the pace of expansion will be very slow, at just
1.4%. Some experts even predict a faster recovery for
national economies. The German government, for
instance, holds that the worst of the downturn had
happened in Q4 2008 and is foreseeing an
improvement from the middle of the year. President of
the Bundesbank presented an even more optimistic
forecast of positive growth resuming as early as in Q2
2009. However, despite the projection of a modest
rebound as of Q2, the German government expects
GDP to contract by 2.25% for the year as a whole.

According to the EIU, global trade is projected to decline
by around 2% in 2009 relative to 2008.
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Common European currency and the current financial crisis

The very beginning of 2009 is marked by the celebrations of the tenth jubilee of the euro, the common European
currency. Over the last ten years, the euro went a long way — from the currency many predicted would soon collapse
to a safe haven for investors. The strongest contribution to the resounding success of the euro came from the anti-
inflationary monetary policy conducted by the European Central Bank in the best tradition of the Bundesbank.

It was exactly when the financial crisis hit the countries still clinging to their national currencies (Iceland, Hungary)
that the clear advantages of membership in the euro zone became most obvious to those countries which have been
strongly resisting the adoption of the euro. Even some British politicians have made public their conviction that the
UK would have been spared the full brunt of the crisis had it been a member of the euro zone. On the other hand,
countries with high public debt and large banks, like Belgium, or those running high balance of payments deficits,
like Spain, would have been faced with serious challenges had they not been protected by their membership in the
euro zone. Likewise, Irish bank deposit guarantees would not have had such weight had their national currency been
preserved rather than replaced by the euro.

However, the flip-side to the protection from external shocks by the euro zone umbrella is that it effectively slows
down the structural reform processes. The moment a country achieves compliance with the convergence criteria and
gains pre-accession status, it discontinues efforts on further structural reforms. Italy, for example, never resumed its
attention to cutting down its public debt or the budget deficit once it gained EU membership status and could enjoy
the benefits of lower interest rates. Likewise, once Spain joined the EU and its currency risk declined, investors
intensified their activities, thereby inducing a spending boom and a growing balance of payments deficit. However,
with the emergence of the financial crisis, many euro zone members saw multiplication of the risks they were facing.
The best illustration is that investors were more or less equally willing to invest in sovereign bonds of Germany and
Italy before the crisis struck. At one point during that period, the difference in spreads on sovereign bonds with 10
year maturity issued by these two countries was 16 basis points only. Now that the crisis is full-blown, the difference
has increased to 140 basis points with a tendency of further growth as investors are worried by the state of public
finances in Italy and its deteriorating economy. Spanish sovereign bonds are telling much the same story. The
difference in spread between German and Spanish sovereign bonds is 92 basis points, and even 232 basis points if
compared to Greek bonds. Hence, Standard&Poor’s has announced the possibility of downgrading the credit rating of
these two countries which, being members of the euro zone, qualify among the most trusted borrowers. In addition to
Greece and Spain, such warnings were also issued to Ireland and Portugal. In the meantime, Standard&Poor’s
downgraded Greece from A to A-, which is as much as six steps down the ladder from the best credit rating of AAA.

The fact remains that the euro zone has proved to be a safe haven for its member countries during the current global
financial crisis. As noted above, some non-member countries are of the opinion that they would have fared better
during the current crisis had they enjoyed the protection of the euro zone umbrella instead of having their national
currencies. As a currency, the euro is attractive because of the vastness of the monetary union, its political stability
and restrictive monetary policy. Still, in spite of it all, the dollar has strengthened against the euro in the midst of the
crisis which originated in the USA. The question arises as to the actual cause of such phenomenon.

Some financial analysts hold that the euro will never be a threat to the dollar as long as it is the currency used by a
group of countries. And for that very reason, liquidity in the euro bond market with 16 different issuers will never be
able to compete with the market of US sovereign bonds supplied from a single source. Central banks investing in US
sovereign bonds are doing so for one reason only - their high liquidity, i.e. ease and low cost of conversion into cash.
Of all euro zone sovereign bonds, only German bonds meet the liquidity criteria.



In addition to liquidity problems, investors also fear the rising risk that certain issuers of euro zone bonds will default

on their debt (examples of countries with rising spreads on sovereign bonds are given above).

Investors are right in observing that the euro zone financial market is fragmented. Moreover, policy coordination
among member countries in response to the credit crunch is either weak or non-existent — from issuing bank
deposit guarantees, bailing out European banks to granting fiscal incentives. Composition of the euro zone
financial market, as well as poorly synchronized activities to moderate the effects of the credit crisis, represent
a clear signal to investors to stick to the dollar as a safe haven whereby they are strengthening its reserve
currency status. The status of a reserve currency undergoes a serious testing only in a crisis situation, and this
time, the dollar obviously passed the test with a better grade.

As for the prospects of the euro becoming a fully fledged reserve currency, such status may be attainable within
Europe only and in relation to the Swiss franc or the pound sterling, but not in relation to the US dollar. However,
a major benefit to the common European currency from the current financial crisis is the fact that its newly acquired
status of a safe haven will slash the number of euro sceptics in countries aspiring to become members of the EMU.
Likewise, tight monetary policy of the European Central Bank can no longer be used as an excuse for all current
and future economic hardships by some euro zone member countries. It is much more likely that the real cause of
their problems lies in excessive public and personal spending. It has become clear only now, in the midst of the
current economic crisis, that macroeconomic imbalances in countries like Spain, Portugal, Greece and Ireland are
caused by their economic irrationalities. Protected by membership in the monetary union, they indulged themselves
more than they could afford. However, notwithstanding their economic irrationalities, these countries fared better
in the current crisis than those with a similar degree of economic irrationality and a currency of their own. Hence,
membership in the euro zone, now that the crisis has hit globally, has become a much more attractive objective and

practically an imperative to all those European countries with wobbly local currencies.

Now that the crisis is in full swing, it is doubtless that its overall costs to Serbia would have been much lower had
our country been a member of the euro zone. It is clear that in such a hypothetical scenario Serbia would have been
less exposed to the decline in capital inflows, currency depreciation and the threat of growing inflation. It is,
however, of no use to us to think in such hypothetical terms as the process of gaining EU candidate status is long
and involves compliance with the convergence criteria. At the moment, it is important that Serbia conducts
responsible and transparent monetary and fiscal policies, which shall enable low inflation and macroeconomic

stability in the medium term.
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Indicators of household consumption

Q4 saw a robust increase in social transfers and slower
growth in wages. Overall, it is estimated that household
consumption will generate inflationary pressures in the

coming period.

Based on selected indicators, household consumption
(excluding savings and credits) is estimated to have
increased in Q4 2008 relative to the same period a year
earlier by 6.1% in real terms.

In Q4 household consumption was under the
dominant influence of the following factors:

Wages. The share of net wages from the statistical sample
in estimated GDP declined from the comparable period a
year earlier by 0.4 structural points to reach 12.8%.
Assuming that employees not included in the sample
(excluding farmers and labour active members of their
households) earned on average as much as those included
in the sample, the ratio of net wages to estimated GDP
was 30.3% or 0.5 structural points higher than in the same
period a year earlier.

Social transfers accounted for 17.8% of estimated GDP,
which is 2.6 structural points more than in the same
period in 2007. The largest nominal increase was
recorded in pension payments (29.3%).

Chart l11.5.7 Household demand and GDP
(y-o-y real growth rates, in %)
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Remittances and exchange offices. Registered
remittances and net inflow from exchange transactions
accounted for 10.2% of estimated GDP, 0.5 structural
points more than in Q4 2007.

Savings and credits. As houschold deposits withdrawn
from bank accounts in the last quarter of 2008, are
estimated to have ended in large part as mattress money,
changes in the stock of savings were not taken into
account when assessing the Q4 dynamics of consumption.
The share of credit in GDP declined by around 0.6%.

The share of household income in GDP, excluding
savings and credits whose movements may be described
as incidental rather than regular, rose by 3.6 structural
points (from 54.8% to 58.3%).

Based on the above, it may be concluded that household
consumption is likely to generate inflationary pressures in
Q4 2008 as its real growth rate outpaces that of GDP.

Public consumption

Calculated by the IMF methodology, budget deficit in
the fourth quarter of 2008 came to RSD 48.2 billion, and
resulted in creation of RSD 46.5 billion.

Total consolidated budget revenue, excluding grants, reached
RSD 303.0 billion in Q4 2008 (up by 7.7% y-o-y in nominal
terms, and down by 1.0% y-o-y in real terms), whereas total
consolidated expenditure came to RSD 351.2 billion (up by
5.3% y-o-y in nominal terms, and down by 3.2% y-o-y in real
terms), resulting in budget deficit of RSD 48.2 billion.
Consolidated fiscal deficit in Q4 equalled 6.6% of GDP.

Unprecedentedly high expenditure (but also revenue) in Q4
2007, especially in December, should be taken into account
when analysing the indicators of nominal and real growth,
and the decline in revenue and expenditure. The effect of
budgetary flows on demand, equivalent to the creation of
RSD 46.5 billion, was somewhat lower than the deficit, but
it nevertheless attests to record expansiveness at the
quarterly level. The cumulative annual effect on demand of
as much as RSD 76 billion was also unprecedentedly
strong in the period since 2001.

The share of budgetary revenue and expenditure in GDP
saw a mild decline relative to the fourth quarter in each of
the previous two years, but the composition of expenditure
changed to the detriment of capital expenditure, and to the
benefit of current expenditure.
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Tax on profit was the only revenue category that recorded real
y-o-y growth (albeit mere 0.9%), which is a tendency that
persisted throughout 2008, but without playing a significant
role in either total revenue, or income tax receipts (6.3%). The
most significant revenue items, VAT and excise duty,
registered a lower real y-o-y decline in Q4 (2.3% and 5.7%
respectively), also partly induced by
extraordinarily sound revenue in the previous year, especially
in December. December revenue was exceptionally high this
year again, particularly in terms of excises.

which was

On the expenditure side, the strongest growth in real terms
(even compared to the record-breaking Q4 2007) was
recorded in expenditure for social security, most notably
outlays for pensions (18.7% and 22.2%, respectively).
Expenditure for employee salaries went up by 4% in real
terms. Relative to the year before, outlays for subsidies and
capital expenditure fell in real terms by 1.8% and 8.1%,
respectively. Although their execution was significantly
stepped up in December 2008, which added to fiscal
expansion, capital expenditure of RSD 96.6 billion at year-
end represented only 71.5% of the total amount planned.
As total budget expenditure planned for 2008 was executed
in full, the difference between the planned and executed
amount of capital expenditure was re-allocated to current
expenditure, mostly to item “transfers to households”. This

Chart 111.5.8 Public revenue and
expenditures (IMF methodology)
(as % of GDP)
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tendency in budget execution, dating several years back,
poses a threat not only in terms of long-term budget
sustainability, but in terms of price stability as well.

Given that the budget planned for 2009 is somewhat tighter
than the budget for 2008, and that the fiscal policy usually
tends to be mildly restrictive or neutral in the first half of
the year, inflationary pressures, as seen over the past
several months, are not expected to continue in the coming
quarter. Still, bearing in mind the uncertain intensity of the
impact of the global crisis on fiscal revenue, the possibility
of continued expansionary character of fiscal policy in the
period ahead should not be excluded cither.

To achieve a desirable budget outcome, the Government
would need to stick to the announced increase in
investment in capital projects and the economy and, at the
same time, maintain a freeze on outlays to households
(primarily for employee salaries and pensions). If, in
addition, borrowing in the domestic capital market were to
prevail in the course of 2009 (which is neutral from the
aspect of influence on demand as opposed to spending
privatisation receipts or resorting to cross-border
borrowing), the resulting anti-cyclical effects would not
exert too high a pressure on prices. It remains to be seen
which of the announced steps the Government will take.

Chart 111.5.9 Structure of public expenditures
(in RSD bln)
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Table 111.5.1 Fiscal balance
(by quarter, in RSD billion)

2007 2008 Indices 'dices:
real
Q4 2008 Q4 2008
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 W W
I. Consolidated revenues and grants 220.36 232.94 240.56 281.74 263.58 273.39 275.21 303.32 107.7 99.0
o/w grants 013  0.27 035 042 0.16  0.52 0.30 0.32 76.6 70.4
1. Consolidated expenditures and debt repayments 219.91 230.14 259.82 343.19 258.05 308.83 286.53 353.90 103.1 94.8
foreign debt repayment 1.32 0.47 2.07 081 1.30 2.01 2.84 1.54 190.7 175.3
frozen foreign currency savings repayment 0.59 13.19 3.75 8.94 0.50 12.71 3.56 1.20 13.4 12.3
debt pre-payment 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
lll. Consolidated revenues without grants 220.23 232.67 240.21 281.32 263.41 272.87 274.91 303.00 107.7 99.0
IV. Consolidated expenditures and debt repayments
(excluding foreign debt repayments, pre payments and 218.01 216.48 254.00 333.44 256.26 294.12 280.12 351.17 105.3 96.8
FFCD repayments)
Fiscal balance - IMF methodology (Il - IV) 223 16.19 -13.79 -52.13 715 -21.24 -521 -48.17 92.40 84.9
GDP 496.28 557.60 607.75 667.78 593.05 663.06 712.70 735.24 110.1 101.2
Fiscal balance - IMF methodology in % of GDP 0.45 290 -227 -7.81 121 -320 -0.73 -6.55 83.9 771
Source: Calculation based on RS Ministry of Finance data.
Table 111.5.2 Consolidated public expenditure
(by quarter, in RSD billion)
2007 2008 Indices Indices real
Q42008 Q42008
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 m m
Total expenditure and debt repayment” 220.0 230.1 259.9 342.1 258.1 308.8 286.5 353.9 103.4 95.1
Outlays to households: 150.5 156.4 167.1 183.6 182.7 200.7 197.0 224.0 122.0 112.1
Net wages 531 575 594 697 639 713 686 789 113.2 104.0
Employee contributions 94 105 108 123 112 124 125 139 112.7 103.6
Social transfers 88.0 884 969 101.6 107.6 117.0 116.0 131.2 129.2 118.7
Pensions and unemployment benefits 702 720 746 794 848 917 938 1056 133.0 122.2
Social benefits 151 137 194 183 191 20.7 173 205 111.8 102.8
Other transfers to households 2.7 2.7 2.8 3.9 3.6 4.6 4.9 5.2 132.6 121.9
Subsidies 95 118 200 265 133 222 139 283 106.8 98.2
Material expenses 271 328 364 56,6 343 43.0 425 56.6 100.0 91.9
Investment 179 153 222 506 106 211 242 4038 80.7 74.2
Interest expenses 5.8 3.1 4.2 29 53 25 4.8 3.3 112.6 103.5
Debt repayment 109 138 58 142 70 182 9.2 5.5 39.1 35.9
Payments in respect of frozen f/c savings 96 133 38 134 57 127 36 12 8.9 8.2
and pension arrears
Foreign debt repayment 13 0.5 2.1 0.8 13 2.0 2.8 15 192.2 176.6
Repayment of outstanding internal debt 4.5 0.3 3.1 -1.6 4.4 3.5 2.8 2.8 -173.5 -159.5
Other® 7.7 74 149 200 161 169 100 11.9 59.7 54.8

" The sum does not include employee contributions and repayment of outstanding internal debt.

2 Jtem Other includes: other transfers, net purchase of financial assets and other current expenses.

Source: Calculation based on RS Ministry of Finance data.



Indicators of investment spending

The decline in key financial indicators of investment activity
highlights significantly tightened access to funding for
investment into fixed assets. Net medium- and long-term
foreign borrowing by enterprises fell in Q4 by 63.8% (as
opposed to growing by 20.2% in Q3). Such year-on-year
drop was the steepest in the past two years. Domestic bank
credits to enterprises in real terms also experienced a decline.

Heavy constraints on access to finance in Q4 took their
toll on domestic demand for capital goods. On the supply
side, following 3.6% growth in Q3, the production of
capital goods in Q4 fell by 7.3% in volume terms.
However, a cut in production volumes was offset in part
by the decrease in stocks. The decline in domestic
demand is still more pronounced in the context of a
notable contraction of the Serbian deficit on trade in
capital goods. Imports of capital goods also experienced a
considerable decline (19.8%), while exports continued to
grow, albeit at a slower pace (16%).

By contrast to a quarter earlier when government investment
spending went up by 9.1%, in Q4 it declined by 19.3%.

Table 111.5.3
Investment indicators

Real indicators

Physical volume of industrial production of capital goods
Imports of intermediate goods

Exports of intermediate goods

Stocks of intermediate goods

Imports of capital goods

Exports of capital goods

Stocks of capital goods

Financial indicators

Medium- and long-term external borrowing by enterprises (net)

Loans approved to households and enterprises, in RSD billion

Government investment spending

Based on the above, it may be concluded that the
investment activity of enterprises witnessed a sharp
downturn in Q4. The estimated drop in the share of
investment in GDP tallies with the estimated growth in
consumption, and is partly attributable to the re-
allocation of budgetary spending to households
(wages, social transfers, pensions, etc.).

Chart ll.5.10 Growth in imports of
capital goods
(year-on-year grow th rates)
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Note: As the USD 806 million credit approved to Telekom Srbije a.d. by Citygroup in June was intended for purchase of Telekom
Republike Srpske and did not induce a rise in investment activity in the country, it has been excluded from the calculation of long-

term external borrowing by enterprises.
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6. Labour market flows

Wages

The growth in nominal net wages slowed down
appreciably in Q4, whereas deceleration in real wage
growth was less pronounced.

The year-on-year growth in nominal net wages of 15.1%
declined notably from the preceding period. As the
slowdown in nominal wages was sharper than that in the
cost of living (quarterly year-on-year growth of 9.8%),
real wage growth subsided to 4.9%.

Year-on-year wage growth slackened in all branches
of activity, fully in line with weakening economic
activity and shrinking employment. The strongest
slowdown in wage growth was registered in the
services sector.

In Q4, the year-on-year growth in public sector wages
continued down relative to total wage bill — it touched
13.2% and 3.2% in nominal and real terms,
respectively. The year-on-year growth accelerated
mildly only in respect of wages paid to public
administration employees. The average public sector
net wage equalled 40,520 dinars, thereby exceeding the
average net wage in Serbia of 35,517 dinars.

Chart lll.6.1 Net average wage - all sectors vs.
public sector
(y-o-y growth, in %)
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A mild acceleration of gross real wages in industry,
coupled with slackening productivity, prompted a 6.3%
rise in unit labour costs. Similar movements were
observed in the processing industry, followed by an even
stronger rise in unit labour costs. Namely, gross real
wages in the processing industry recorded a more rapid
growth compared to average trends in the industry, which
resulted in an 11.7% rise in unit labour costs.

Chart lll.6.2 Net average wages
(y-o0-y grow th, in %)
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Chart lll.6.3 Movements in productivity,
real gross wages and unit labour costs
in the industrial sector
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Employment

Economic slowdown is taking toll on both total

employment and new employment in the sector of

economy in general and entrepreneurship in particular.
Increased unemployment is also captured by the official
unemployment rate.

In the period between September and December,
employment declined by 2.5 thousand. The decline in
employment was registered for both legal entities and
entrepreneurs. As in the previous reporting period, the
decline was strongest in the processing industry -
approximately 7,000 persons (about 2% of total
employment in that sector). The increase in employment
was recorded in the public sector only where 6,000 jobs
were created in education and health care services.

Based on the National Employment Service data,
unemployment has increased negligibly from September.
The official unemployment rate is estimated to have
increased from 21.4% in September to 22.0% in December.

As the slowdown in economic activity reflected on
movements in the labour market, the year-on-year increase
in both the number of new employment contracts and the
number of job vacancies is negative. Hence, we may expect
a further rise in official unemployment.

The labour force survey is conducted bi-annually since
2008. Based on the most recent survey conducted in

Chart Ill.6.4 Unemployment
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October 2008, unemployment stood at 14%, which is an
increase on the April survey findings (13.3%). In addition to
registered employment (legal entities and natural persons),
the survey also provides data on unregistered employment
in the agricultural sector where a seasonal decline was
recorded in terms of the number of farmers and labour
active members of their households (around 80,000).

Chart 1l1.6.5 New employment
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Labour taxation in the region

Dynamic GDP growth rates in the Balkans recorded in recent years did not have a positive impact on the labour
market which continues to display high unemployment rates, low rate of contributions and employment and the
continued existence of the “grey” labour market. High income taxes constitute an additional impediment to the
creation of new jobs and threaten competitiveness of the overall labour costs. On the other hand, social needs
(pensions, health care, unemployment benefits) should be financed from receipts from contributions and income
taxation, while at the same time, ensuring fiscal sustainability with minimum restrictions on new employment.

Table 1 Income tax, share in GDP

2003 2004 2005 2006 2007 2008
Albania 0.9 0.9 0.9 1.0 1.3 22
Montenegro 45 42 4.0 3.8 3.3 3.3
Bosnia and Herzegovina 1.8 2.0 2.0 1.6 1.2
Serbia 5.4 5.4 5.4 5.8 4.9
Bulgaria 6.5 5.8 55 55 6.6 55
Romania 5.7 6.4 5.3 6.1 6.9
Croatia 1.6 1.4 1.6 1.4 0.7 0.6
Macedonia 3.0 29 2.8 2.7 2.4 23
EU-27 average 12.4 12.4 12.7 13.2 13.4

Table 2 Social contributions, share in GDP

2003 2004 2005 2006 2007 2008

Albania 4.1 44 4.4 4.4 3.8 45

Montenegro 10.6 1.2 10.5 10.8 10.9 10.6
Bosnia and Herzegovina 12.8 13.7 134 134 134
Serbia 9.9 11.0 10.5 11.0 11.3

Bulgaria 10.6 10.5 10.3 8.7 8.7 8.9

Romania 9.8 9.7 10.3 10.3 10.8

Croatia 13.8 13.7 13.9 13.7 13.6 13.1

Macedonia 11.0 10.6 10.1 9.9 9.2 9.7
EU-27 average 14.0 13.9 13.9 13.7 135

In Serbia, gross wages represent a general base for the calculation of all taxes and contributions to which a uniform tax
rate of 12% is applied. Contributions for social security schemes account for 35.8% of the gross wage bill.

As different methodologies are applied in the calculation of income taxes (uniform or progressive tax rate, as well as
different bases of taxation), we have made a comparative analysis of total revenue from income taxation and
contributions for social security. The system of labour taxation in almost all of the countries observed has been
reformed in the course of several recent years and the income tax rates have generally been lowered, while the level of
contributions from income has remained high. In Serbia, however, revenue from income taxation is low and much
below the average for the EU-27, which confirms that the system of social contributions represents the dominant form
of labour taxation, while low formal employment rate, which is a common feature for the region as a whole, is the
reason why these revenues remain below the average for EU-27. High rates of social contributions and a lack of tax
benefits and credits have resulted in the creation of a substantial total tax and contributions burden, especially in case
of low paid jobs which should, in fact, constitute the main source of formal employment creation.
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7. Inflation expectations"’

One year-ahead inflation expectations of the financial
sector fall in line with the announced inflation targets,
while those of enterprises exceed them. In terms of
monetary policy, expectations are for the key policy
rate to decline and for the dinar to depreciate relative
to the euro.

The latest Reuters survey, conducted on the sample of 15
respondent banks, shows that inflation expectations for
January 2010 (8.8%) are broadly in line with the
announced NBS targets.

Chartlll.7.1 Inflation expected in
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Source: Strategic M arketing Research.

Expectations of bank dealers are that the National Bank of
Serbia will gradually decrease the level of monetary
policy restrictiveness in the course of 2009 and that the
key policy rate will average 13.7%. Further weakening of
the dinar is also anticipated —exchange rate expectations
average 94.1 RSD/EUR at end-February and 97.5
RSD/EUR at end-2009.

'"In line with the switch to headline inflation targeting, inflation expectations are
expressed in terms of consumer price growth expectations.

Similar to the Reuters survey, the Strategic Marketing
Research'® survey reveals that the financial sector expects
8.9% inflation in January 2010, which is in line with the
inflation target set by the NBS in cooperation with the
Government. What raises concern, however, are inflation
expectations of enterprises (around 13.2%) as it is them
who form the prices in the market. As anticipated, the
highest inflation expectations for January 2010 are
recorded for households (18.3%), while the annual
inflation rate of 10 % is expected by the trade unions.

Expectations with regard to the level of the exchange rate
range from 97.0 RSD/EUR (financial sector) to 111.3
RSD/EUR (trade unions).

Chartlll.7.2 Exchange rate expected in

January 2010
15
10 Households
109.0
Enterprises
105 105.7
129 Financial

sector
95

90

85

Source: Strategic M arketing Research.

The results of the survey show that enterprises expect the
economy to grow by 1.6% in 2009, which is significantly
less than projected by the Government (3.5%).
Expectations of other sectors are closer to the
Government’s projection: 3.7% for the financial sector
and 3.1% for households and trade unions.

'* This year the NBS entrusted the conduct of survey on inflation and business
expectations to the Strategic Marketing Research agency. The survey is conducted
in four sectors: financial sector, enterprises, households and trade unions.
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IV. Inflation projection

Inflation is expected to revolve around the midpoint of the target band in H1 and to rise above it in H2. The central projection
places end-2009 inflation at 9.3% (within the band of 6.7-14.2%) provided that the exchange rate stabilises and that the
regulated price growth does not exceed the agreed 13%. This projection is consistent with keeping the current level of
monetary policy restrictiveness in the coming period. The risks to the projection are running high and are mostly tilted to
the upside due to uncertainties surrounding the world financial crisis, growth in requlated prices and scope for fiscal policy
adjustment.

The medium-term inflation projection shows expected movements in inflation (CPI) in the period ahead, the main factors behind
such movements and the underlying risks. Inflation projection is expressed as both a range and a central projection figure. This
projection presupposes an active monetary policy which aims to keep inflation within the target band and thus fulfil its principal
role as defined by the new monetary policy framework. The projection of CPI headline inflation adjusted to the new monetary
policy framework is presented for the first time in this issue of the Inflation Report (p.65). The new medium-term inflation

projection model is shown in Appendix 4.

Initial background conditions

The world financial crisis and the spill-over of its effects
in Serbia show no signs of subsiding: the dinar is
weakening, economic activity and foreign and domestic
aggregate demand are on the decline, while world prices
of primary commodities remain very low despite their
January rebound.

Inflation went down in the closing months of 2008 (p.10)
on account of a decline in both its core and non-core
component. The latter resulted primarily from the
decrease in prices of petroleum products.

Strong depreciation of the dinar has still not reflected on
core inflation growth. Core inflation actually declined,
which is largely attributable to the fact that the summer
fall in prices of agricultural products started feeding
through into lower processed food prices only by the end
0f 2008. Core inflation drop may also be partly explained
by the abovementioned slide in petroleum product prices
(by more than one third in the period July-December), i.e.
by the resulting decline in costs.

The most important, however, from the aspect of
monetary policy, is that many enterprises decided not to
raise their prices for the time being due to weaker

demand. High profits, i.e. margins, most notably in
trade, have managed in the prior period to offset to a
certain extent the cost push effects coming from
imported inflation.

We expect, however, that a new surge of depreciation
from late December and early January, coupled with
expansionary fiscal policy in Q4, will cause a wave of
price increases in the next period. Together with a very
high growth in regulated prices in early 2009, this will
accelerate inflation growth (p.16). Nevertheless, year-on-
year, inflation in Q1 will remain within the boundaries of
the target range.

Inflation movements will continue to be under the
dominant impact of growth in regulated prices. Given that
regulated price growth in Q1 is likely to use up more than
half of the increase planned for the year, the risk looms
large that it would shoot past the agreed upper bound of
15% for the whole of 2009 (13+£2%).

Economic activity declined and output gap was negative
in Q4 due to weakening in domestic demand, as well as in
foreign demand, especially for some of our most
important exports, such as steel and copper (p.37).
Domestic aggregate demand declined despite strong
fiscal expansion.
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Table IV.1.1 Projection assumptions for 2009

External assumptions

EU inflation (Dec to Dec)

ECB policy rate (end-year)

Euro area GDP growth

Ural oil price per barrel (intra-year growth)
Internal assumptions

GDP growth

Regulated prices excl. petroleum products (Dec to Dec)

Prices of agricultural products (Dec to Dec)

Fiscal budget deficit (share of GDP)
Trends

Real exchange rate trend (average)

Real interest rate trend (average)

Though foreign inflation is plummeting and many
countries have even recorded deflation in the past several
months, imported inflation in Serbia shows sizeable
growth due to the depreciation of the dinar (p.28). After
their collapse in H2 2008, world prices of primary
commodities recovered mildly in January this year, but
being still very low, they will continue to be a
disinflationary factor in the period ahead.

Even though the key policy rate was raised by 2
percentage points in October, the level of monetary policy
restrictiveness was significantly lower in Q4 due to strong
depreciation of the dinar and break in real trends. Namely,
the last quarter saw a substantial rise in risk premium,
decrease in the appreciation trend of the real exchange
rate of the dinar and increase in the real interest rate trend.
Appreciation gap of the real exchange rate is now almost
closed, and the key policy rate, despite its October
increase, is below the neutral level, due to the
abovementioned rise in the real interest rate trend (p.18).
The MPC’s decision to lower the key policy rate in
January marked an additional relaxation in monetary
policy stance.

Projection assumptions

The projection of growth in regulated prices is based on
agreement reached between the National Bank of Serbia
and the Government (13+2%).

We expect that numerous factors — such as dampened
domestic and global demand, slowdown in credit
activity and lower FDI — will have a negative effect on
economic growth.

1.5%
1.5%
-1.0%
3%

1.8%
13%
12%

-1.75%

1.4%
8.0%

The projection assumes that the real interest rate trend and
the appreciation trend of the real exchange rate will
remain broadly unchanged from their Q4 levels until the
end of the projection horizon.

In terms of external factors, the projection assumes
stabilisation of world oil prices at their January levels,
decline in inflation and economic activity in the EU and
continued relaxation of the ECB’s monetary policy.

Inflation projection

The central projection places end-2009 inflation at 9.3%,
within a wide band of 6.7-14.2%. The central projection
for 2010 revolves around the midpoint of the targeted
range.

Demand, on one hand, and exchange rate, on the other,
will be the main determinants of inflation movements in
the coming period. Although price increases by
enterprises were warded off in the prior months by the
plummeting demand, we expect that the depreciation of
the dinar will reflect on market-based prices to a greater
degree in the first half of the year.

A hefty rise in regulated prices in Q1 will also give strong
impetus to inflation. However, given the 13% growth
limit for the whole of 2009, regulated prices are expected
to increase at a much slower pace from Q2 onwards (on
average by around 2% per quarter).

Stabilisation of the exchange rate (expected in the coming
period), together with assumed low growth in regulated
prices, will cause inflation to decline in the second half of
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Chart IV.1.1 Inflation projection
(y-o-y rates, in %)
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The fan chart depicts probability of various inflation outcomes in the next seven quarters. Central projection is
within the darkest central band and the probability that inflation would lie in it is 10%. Outturns of inflation are
also expected to lie somewhere within the entire fan chart with probability of 90%. In other words, the
probability that inflation in the next seven quarters will lie outside the band in the chart is 10%.

the year once the inflationary effects of the recent
depreciation of the dinar wear off.

Year-on-year inflation rates are expected to revolve
around the midpoint of the target band in late H1 and to
rise above it in H2 (Chart IV.1.1.). It should be noted that
such outlook for year-on-year inflation rates will not only
be a result of likely movements in monthly inflation rates
this year, but also, and to a greater degree, of inflation
movements in the matching period a year earlier, i.e. the
base year. The projection is consistent with keeping the
key policy rate in the coming period at its current level.

A wide projection band, asymmetrical to the upside, reflects
our perception of the risks underlying the projection.

Risks to the projection

Risks to the projection are very high and tilted to the
upside, i.e. inflationary risks outweigh the disinflationary.
Major risks relate to the effects of the global economic
meltdown and growth in regulated prices.

The previous Inflation Report noted numerous channels
through which the global financial crisis may affect
inflation: the exchange rate, domestic and foreign demand,
world inflation and global prices of primary commodities.
The impact of these factors could depart significantly from

their path assumed in the projection, depending on how
long and how deep the financial crisis proves to be.

With all the increases in regulated prices announced
early this year, the Government’s plan of keeping a lid
on 13% regulated price growth in 2009 appears thrown
into doubt. Although a good portion of the planned
growth was anticipated to take place early in the year,
QI regulated price growth of as much as 7.8% is well
above our expectations. However, it yet remains to be
seen whether the Government will manage to contain
regulated price growth within the agreed framework or
not. The risk of overshooting the 13% limit looms large.

Any departures of the above factors from the projected
path would not only reflect on inflation projection, but
on the projected monetary policy stance as well.

Outlook for the key policy rate

Taking into account the current projection and all its
underlying risks, the NBS Monetary Policy Committee
holds that the key policy rate is more likely to remain
unchanged in the next period (currently 16.5%) than
revised either upwards or downwards.

It is also important to note that uncertainties regarding the
future monetary policy stance remain high and that both
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upward and downward departures from the above
projections are possible.

A further cut in the key policy rate is only likely if the
fiscal policy tightens and the Government adheres to the
planned increase in regulated prices.

When taking decisions on the level of the key policy
rate, the NBS will carefully consider the effect of the
policy rate on the exchange rate of the dinar and on
bank lending rates. Given the circumstances, the NBS
will continue to make active use of other monetary

policy instruments, most notably interventions in the
foreign exchange market and reserve requirements.

What monetary policy will be like also depends on the
fallout from the world economic crisis. Many central
banks are faced with recession and deflation and have no
dilemma whether or not to relax their monetary policy. In
Serbia, however, economic slowdown is accompanied by
inflationary pressures from weakening domestic currency,
which makes the role of monetary policy in the coming
period all the more complex.
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Table A
Indicators of external position of Serbia

Q1 Q2 Q3 Q4

2001 2002 2003 2004 2005 2006 2007 2008 2008 2008 2008

EXTERNAL LIQUIDITY INDICATORS (in %)
Forex reserves/imports of goods and

services (in months) 3.1 45 5.2 43 5.9 9.5 8.3 71 6.0 5.8 6.3
Forex reserves/short-term debt 1141 2235 336.3 4249 3859 7173 729.7 8920 7924 5057 3359
Forex reserves /GDP 10.1 149 180 17.9 23.0 402 357 353 311 28.0 235
Debt repayment/GDP 0.8 1.4 2.0 3.9 4.7 6.8 10.0 121 10.1 8.0 12.9
Debt repayment/exports of goods and
services 3.7 71 9.1 16.8 17.9 231 334 370 31.8 26.3 46.1
EXTERNAL SOLVENCY INDICATORS (in %)
External debt/GDP 96.1 735 68.7 59.3 61.0 66.2 658 66.3 63.7 59.4 62.9
Short-term debt/GDP 8.9 6.7 5.3 4.2 6.0 5.6 4.9 4.0 3.9 55 7.0
External debt/exports of goods and
services 456.9 379.3 3115 253.7 2342 2237 2200 187.0 1942 1947 2049
FINANCIAL RISK EXPOSURE INDICATORS (in %)
Forex reserves/M1 1359 1433 1953 2210 2911 3565 3069 346.1 319.0 3345 299.6
Forex reserves/reserve money 136.3 1320 1680 166.2 1703 1778 1739 1858 1664 177.0 1405
OPENNESS OF ECONOMY
(EXPORTS + IMPORTS)/GDP 599 59.0 635 73.3 73.0 80.6 83.1 90.2 89.0 82.9 78.2
Nov July Feb June
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MEMORANDUM:
(in USD million)
GDP (in USD million) 11,581 15,277 19,755 23,776 25361 29,604 39,851 10,761 12,776 13,893 11,383
External debt 11,125 11,230 13,575 14,099 15,467 19,606 26,236 28,356 29,447 29,516 30,708
External debt servicing 91 211 397 935 1,183 2,021 3977 1,302 1,295 1,106 1,467
Central bank foreign exchange 1,169 2,280 3550 4,245 5843 11,888 14,216 15,084 14,383 13,936 11,477
Short-term debt 1,026 1,020 1,056 999 1514 1657 1,948 1691 1815 2,756 3,417
Current account balance 280 -650 -1,532 -3,281 -2,194 -2986 -6,334 -1954 -2,757 -2,300 -1,710

Methodological notes:
Foreign exchange reserves/imports of goods and services (in months) - ratio of foreign exchange reserves at end-period to average monthly imports of goods
and services.

Foreign exchange reserves/short-term debt (in %) - ratio of foreign exchange reserves to short-term debt at end-period.
Foreign exchange reserves/GDP (in %) - ratio of foreign exchange reserves at end-period to GDP.

Debt repayment/GDP (in %) - ratio of debt repayment to GDP during period under review.

Debt repayment/exports (in %) - ratio of debt repayment to exports of goods and services during period under review.
Debt/GDP (in %) - ratio of outstanding debt at end-period to GDP.

Debt/exports (in %) - ratio of outstanding debt at end-period to annual value of exports of goods and services.

Foreign exchange reserves/M1 (in %) - ratio of foreign exchange reserves to money supply at end-period.

(Exports + imports)/GDP (in %) - ratio of value of exports and imports of goods and services to GDP during period under review.

Notes:

1. As of October 2006, the IMF publication "International Financial Statistics" features a page on monetary statistics of the Republic of Serbia. This required the
NBS to bring its statistical reports in compliance with international statistical standards and methodology which apply to all IMF member countries. We have
therefore adjusted the financial risk exposure indicator.

2. Trade with Montenegro is registered within relevant transactions as of 2003.

3. Foreign debt repayment does not include early debt repayment; net changes in short-term debt have been excluded from foreign debt servicing in Q1 and
Q2 2008.

4. GDP for 2008 as estimated by the National Bank of Serbia.
5. In accordance with BPM 5, a portion of estimated remittances was transferred from the financial account to the current account.



Table B

Key macroeconomic indicators

Real GDP growth (in %)

Retail prices (in %, relative to the
same month a year earlier)

Core inflation (in %, relative to the
same month a year earlier)

NBS foreign exchange reserves
(in USD million)
Exports (in USD million)?
- growth rate in % compared
to a year earlier

Imports (in USD million)?

- growth rate in % compared

to a year earlier

Current account balance®
(in USD million)
as % of GDP
Unemployment, official data
(in %)?
Unemployment according to the
Survey (in %)5)

)

Wages
(average for the period, in EUR)
RS budget deficit/surplus
(in % of GDP)®
Consolidated fiscal result
(in % of GDP)

- Ministry of Finance

methodology

- IMF methodology
RS public debt
(external + internal, in % of GDP)G)
RSD/USD exchange rate
(average, in the period)
RSD/USD exchange rate
(end of period)
RSD/EUR exchange rate
(average, in the period)

RSD/EUR exchange rate
(end of period)

Memorandum
GDP (in USD million)”

Y NBS estimate.

2001
54

40.7

20.5

1,169.1
2,435
17.9
-4,499
28.3

280
2.4

0.0
-0.5

97.6

66.68

67.67

59.78

59.71

11,581

2002
3,6

14.8

4.4

2,280.1
2,961
21.6
-6,059
34.7

-650
-4.3

245

13.3

151.7

-4.3

-1.8
-2.6

76.4

64.46

58.98

60.68

61.52

2003 2004
2,8 8.2
7.8 13.7
6.1 11.0

3,550.1 4,244.5
4358 5,557
47.2 27.5
-8,177 -11,863
35.0 45.1
-1,5632 -3,281
-7.8  -13.8
26,1 239
14.6 18.5
176.7 194.4
-2.6 -0.3
-2.1 1.1
-2.7 0.7

69.9 55.4

57.56 58.39

5464 57.94

65.05 7257

68.31 78.89

15,277 19,755 23,776

2 Trade with Montenegro is registered within relevant transactions as of 2003.
9n accordance with BPM 5, a portion of estimated remittances was transferred from the financial account to the current account.
9 Source: Serbian Bureau of Statistics; before 2003, unemployment rate was calculated based on the number of job seekers, while as of 2004 it is calculated based on the

number of unemployed persons.

% Source: Labour Force Survey, Serbian Bureau of Statistics.

% Source: RS Ministry of Finance Bulletin.

" GDP in 2008 - NBS estimate.

2005
6,0

17.7

145

5,842.8
6,605
18.9
-11,901
03

-2,194
-8.7

253

20.8

210.4

0.3

1.2
0.7

48.0

66.70

72.22

82.92

85.50

25,361

2006
5,6

6.6

5.9

11,887.5
8,763
32.7
-15,086
26.8

-2,986
-10.1

26.6

20.9

260

-1.9

-1.1
-2.0

41.6

67.10

59.98

84.16

79.00

29,604

2007
71

101

5.4

14,215.8
11,923
34.6
-21,401
36.9

-6,334
-15.9

240

181

347

-1.7

1.4
21

33.7

58.44

53.73

79.98

79.24

39,850

Q12008 Q22008 Q32008 Q42008

8.5

11.8

7.0

15,084.1
3,522
42.6
-6,184
37.8

-1,954
-18.2

22.9

13.3

365

21
1.2

29.8

55.11

52.13

82.65

82.31

10,761

6.3

121

10.0

14,382.6
4,074
42.6
-7,294
45.6

-2,757
-21.6

221

-3.1
-3.2

26.9

51.89

50.01

81.08

78.98

12,776

4.9

9.9

10.2

13,935.8
4,210
29.9
-7,306
32.7

-2,300
-16.6

21.4

14

428

1.6

-0.7
-0.7

25.4

51.27

53.28

7714

76.60

13,893

29"
6.8

101

11,477.0
3,184
-5.1
-5,7117
-10.6

-1,710
-15.0

22.0

418

-6.5
-6.6

64.44
62.90
84.95

88.60

11,383
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APPENDIX 1: Agreement on Inflation Targeting

The National Bank of Serbia, for the purpose of implementing Articles 3 and 10 of the Law on the National Bank of
Serbia (“RS Official Gazette,” Nos. 72/2003 and 55/2004) and achieving and maintaining price stability, and the
Government of the Republic of Serbia, for the purpose of creating a legal and institutional framework for the pursuit of
monetary policy conducive to macroeconomic stability and economic growth, hereby enter into the following

AGREEMENT
ON INFLATION TARGETING

1. The National Bank of Serbia and the Government of the Republic of Serbia (hereinafter: the Government) agree
that, with a view to achieving price stability, the National Bank of Serbia shall implement the inflation targeting regime,
the principles of which it has gradually introduced in practice pursuant to the Memorandum on the New Monetary Policy
Framework adopted in August 2006.

Inflation targeting regime means maintaining inflation within a defined target range, by using the key policy rate
as the main instrument and other monetary policy measures when objectives cannot be achieved by means of the
main instrument.

2. The National Bank of Serbia and the Government agree that the only numerical guideline for the monetary policy
conducted by the National Bank of Serbia shall be defined in terms of the annual percentage change in the consumer
price index measured and reported by the Statistical Office of the Republic of Serbia.

3. The National Bank of Serbia and the Government agree that inflation targets shall be set by the National Bank of
Serbia, in cooperation with the Government, and shall be publicly announced by the National Bank of Serbia.

The National Bank of Serbia and the Government agree that the trajectory of inflation targets over the next few years
shall be consistent with the need to achieve and maintain medium-term price stability, which, in view of Serbia’s
medium-term ambition to converge to EU price and income levels, shall be defined as annual inflation of 2—4%.

Inflation targets for 2009 and 2010 shall be set in consistence with the already defined targets for core inflation as
measured by retail prices.

The National Bank of Serbia and the Government agree that inflation targets based on the consumer price index set
in the above defined manner reflect price movements more fully and enable a clearer division of responsibilities for
achieving and maintaining their stability, as well as that the announcement of such targets ensures a stronger impact on
inflation expectations.

The National Bank of Serbia, in cooperation with the Government, may revise the agreed and announced inflation
targets. Such revisions shall be initiated only under exceptional circumstances, and the National Bank of Serbia shall
provide an adequate explanation of each such revision.

4. The National Bank of Serbia and the Government agree that, in cooperation with the National Bank of Serbia, the
Government shall define and announce numeric guidelines for increase in prices of products and services under its direct
or indirect regulation (the list of such products is set out in Annex 1 hereto).

In consultation with the National Bank of Serbia, the Government shall announce a single range as a numerical
guideline for the increase in prices of all products in the list of products set out in Annex 1. For the purpose of setting
medium-term targets and preparing inflation projections, the Government shall also communicate to the National Bank
of Serbia its plans regarding any changes in prices for each individual product, together with the schedule for
implementing such changes.

The Government, upon consulting with the National Bank of Serbia, may revise the agreed and published guidelines
as well as the list of products set out in Annex 1, and shall provide an adequate explanation of each such revision.

5. Consistent with the agreed monetary policy framework, the Government and the National Bank of Serbia agree
that the National Bank of Serbia shall implement a managed floating exchange rate regime, but that no numerical targets
for the exchange rate shall be set.
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6. The National Bank of Serbia shall decide on the monetary policy instruments to be used in its pursuit of inflation targets.

The National Bank of Serbia shall conduct its monetary policy in a sustainable, consistent and predictable manner in
order to avoid any unnecessary macroeconomic fluctuations. By regularly enacting regulations, the National Bank of
Serbia shall select monetary policy instruments based on its assessment of the current economic situation, current
developments and the medium-term inflation projection.

The National Bank of Serbia shall be transparent and accountable to the public in pursuing the inflation targets. The
National Bank of Serbia shall regularly inform the Government and the public on the achievement of its targets, factors
behind economic developments and measures to be taken in order to achieve such targets. To that end, the National Bank
of Serbia shall use the quarterly inflation report as one of its key tools for communicating with the general public.

If the departure of inflation from the set target lasts for more than six consecutive months, the National Bank of
Serbia shall notify the Government in writing about the reasons for such departure, measures to be taken and the time
needed for inflation to return within the target range.

7. Supporting full independence of the National Bank of Serbia in its pursuit of the monetary policy aimed at
achieving inflation targets, the Government shall:

— conduct a sustainable and predictable fiscal policy consistent with inflation targets;

— revise prices of products and services coming under its remit in compliance with the announced numerical
guidelines referred to in Section 4 hereof.

The Government shall timely inform the public and the National Bank of Serbia about any changes in the
economic policy that could threaten the achievement of the inflation targets, and, in particular, of any plans related to
market regulation and the budget.

8. The Government and the National Bank of Serbia agree to cooperate in creating institutional preconditions
necessary for effective and efficient inflation targeting by developing regulations that ensure the independence of the
National Bank of Serbia and by encouraging the development of the financial market and activities relating to the
strengthening of trust in the national currency.

The Government and the National Bank of Serbia agree that the conduct of monetary policy aimed at achieving the
primary objective of the National Bank of Serbia as defined by the law should not have to rely solely on the funds
currently available to the National Bank of Serbia for covering the costs arising from the use of monetary policy
instruments.

The Government agrees that, subject to the Law on the National Bank of Serbia, the losses recorded by the National
Bank of Serbia that cannot be covered from special reserves and fixed capital of the National Bank of Serbia shall be
covered by liquid assets transferred from the budget of the Republic of Serbia, including the securities issued for that
purpose by the Republic of Serbia and transferred to the National Bank of Serbia. The Government and the National
Bank of Serbia agree that the National Bank of Serbia may sell and effect collection in respect of the securities issued
to cover the losses even prior to their maturity.

The Government and the National Bank of Serbia agree that, if the National Bank of Serbia records a positive
financial result but does not have sufficient liquidity to conduct its monetary operations, the required liquid assets shall
be transferred from the budget of the Republic of Serbia to the account of the National Bank of Serbia to enable smooth
conduct of monetary policy.

The Government and the National Bank of Serbia agree to regulate their mutual relations in respect of interest on
government deposits held with the National Bank of Serbia depending on the financial result achieved by the National
Bank and its available liquid assets.

9. The Government and the National Bank of Serbia agree to entrust the preparation of supporting materials for the
implementation hereof to the working group comprising members of the Government and the National Bank of Serbia.

10. The National Bank of Serbia and the Government agree that inflation targeting is the monetary regime most
conducive to the achievement of price stability, long-term sustainable growth and even development of the economy of
the Republic of Serbia.

11. This Agreement is made out in four (4) identical counterparts, two (2) of which are to be kept by each party.

12. This Agreement shall be applied as of the day of its signing.
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Annex 1

List of products and services for which price growth numerical guidelines are set by the
Government of the Republic of Serbia in cooperation with the National Bank of Serbia

By implementing rules established in law or by taking economic policy measures, the Government of the Republic
of Serbia regulates movements in the prices of the following products/services:

1) basic food commodities (bread made from wheat flour type 850, the so-called “common bread”) — legal basis for
regulation shall be the Law on Terms and Conditions of Commaodity Trade, Provision of Related Services and Inspection
Control;

2) petroleum products (heating oil, motor fuel BMB-95, motor fuel MB-95, diesel fuel D-2, euro diesel, eco-3
diesel) — these prices are not directly regulated; the price caps are set by the Decree on Petroleum Product Prices, and/or
Rules on Producer Price Ceilings, in line with movements in international crude oil prices (+1.5% change) 15 days from
the last adjustment (note that the price of pipeline transport of oil and/or petroleum products is regulated by the Energy
Agency subject to the Government’s consent) — legal basis for regulation shall be the Law on Terms and Conditions of
Commodity Trade, Provision of Related Services and Inspection Control; indirect regulation of petroleum product prices
is possible through excise duties;

3) electricity: The Government of the Republic of Serbia issues consent regarding the level of electricity prices for
tariff buyers, subject to positive opinion of the Energy Agency — legal basis for regulation shall be the Law on Public
Enterprises and Performance of Activities of General Interest and the Energy Law;

4) natural gas (natural gas for remote heating systems and households): consent of both the Government and the
Energy Agency is needed, prices are adjusted each quarter, based on a contract with the supplier and in line with the
movements in prices of reference products and the US dollar selling exchange rate — legal basis for regulation shall be
the Law on Public Enterprises and Performance of Activities of General Interest and the Energy Law;

5) housing and utility services (water supply for houscholds, waste water disposal, rubbish removal services, central
heating) — legal basis for regulation shall be the Law on Public Enterprises and Performance of Activities of General
Interest and the Decree on the Procedure of Temporary Suspension of the Transfer of Funds from the Budget of the
Republic of Serbia to Local Government Units, and/or Transfer of the Appertaining Portion of Proceeds from Income
Tax and Profit Tax to Autonomous Provinces;

6) transport services (railway freight and passenger transport and toll) — legal basis for regulation shall be the Law
on Public Enterprises and Performance of Activities of General Interest;

7) telecommunications and postal services (postal services, telephone services) — prices for services in the fixed
line telephone market, line rental market, interconnection market and cable-distribution system market are under the
scope of authority of the Republic Telecommunications Agency, as well as for services in other markets for which the
Agency establishes an operator with a significant market share; as for postal services, consent is needed only for reserved
postal services, including letters (up to a certain weight and price limit), postages (in classic or electronic form) and case
documentation (court, criminal and administrative procedures);

8) TV subscription;

9) medicaments — legal basis for regulation shall be the Law on Medicaments and Medical Devices; medicament
prices shall be set in line with the Decree on the Price Formation Criteria for Medicaments;

10) tobacco (cigarettes) — indirectly regulated as the product prices include excise duties;

11) social protection services (kindergarten and student/pupil residence facilities) legal basis for regulation shall be
the Decree on the Procedure of Temporary Suspension of the Transfer of Funds from the Budget of the Republic of
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Serbia to Local Government Units, and/or Transfer of the Appertaining Portion of Proceeds from Income Tax and Profit
Tax to Autonomous Provinces;

12) tolls — legal basis for regulation shall be the Law on Public Enterprises and Performance of Activities of General
Interest and the Decree on the Procedure of Temporary Suspension of the Transfer of Funds from the Budget of the
Republic of Serbia to Local Government Units, and/or Transfer of the Appertaining Portion of Proceeds from Income
Tax and Profit Tax to Autonomous Provinces.
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APPENDIX 2: Memorandum of the National Bank of Serbia
on Inflation Targeting as Monetary Strategy

In its meeting held on 22 December 2008, the Monetary Policy Committee of the National Bank of Serbia adopted the text
of the memorandum on formal implementation of the inflation targeting regime as of 1 January 2009. This memorandum
defines the main principles and workings of the new monetary policy regime of the National Bank of Serbia.

This memorandum is consistent with the Agreement between the National Bank of Serbia and the Republic of Serbia on
Inflation Targeting, adopted in the session of the Government of the Republic of Serbia held on 19 December 2008.

Building an environment of low and stable inflation is a process which requires coordinated efforts of the National
Bank of Serbia and the Government of the Republic of Serbia as inflation in Serbia is a matter of their shared
responsibility. In order to ensure price stability conducive to sustainable economic growth, the National Bank of Serbia
and the Government of the Republic of Serbia entered into the Agreement on Inflation Targeting (hereinafter:
Agreement), as a framework for achieving medium-term price stability, to announce the formal adoption of the inflation
targeting regime by the National Bank of Serbia in 2009. The principles of this monetary policy regime have been
gradually introduced into practice by the National Bank of Serbia pursuant to the Memorandum on the New Monetary
Policy Framework adopted in August 2006.

1. Main principles of the inflation targeting regime

The inflation target, defined in terms of the annual percentage change in the consumer price index, is the only
numerical guideline for the monetary policy conducted by the National Bank of Serbia. The National Bank of Serbia will
also support the conduct of the Government’s economic policies to the extent that this does not threaten the achievement
of its inflation targets or the stability of the financial system.

The National Bank of Serbia will achieve the inflation target by changing the interest rate applied in the conduct of
its main monetary policy operations (currently, the interest rate on two-week repo operations). This interest rate will be
its main monetary policy instrument. Other monetary policy instruments will have supporting roles, as they should
contribute to a smooth transmission of the key policy rate to the market and balanced development of financial markets
without threatening the stability of the financial system.

The National Bank of Serbia will pursue a managed floating exchange rate regime, which means that the National
Bank of Serbia will have the right to intervene in order to limit excessive daily oscillations in the foreign exchange
market, contain threats to financial and price stability and safeguard an adequate level of foreign exchange reserves.

The National Bank of Serbia will continue enhancing the transparency of its monetary policy and upgrading efficient
communication with the public. The Monetary Policy Committee will take decisions on the monetary policy on pre-
announced dates and will regularly inform the public about the achievement of the set inflation targets and measures
taken in order to meet these targets in the future.

2. Setting inflation targets

Inflation targets will be set by the National Bank of Serbia, in cooperation with the Government, on the basis of an
analysis of current and expected macroeconomic movements and the plan of changes in prices under direct or indirect
regulation of the Government. The targets will be set for several years ahead as a continuous headline inflation band with
a midpoint, and defined in terms of the annual percentage change in the consumer price index.

The key advantages of defining the target in the above described manner are:

— Defining the target in terms of headline inflation allows for more transparency, while measuring the target by the
consumer price index ensures consistence with the international practice and comparability with a majority of other
countries.

n
=



National Bank of Serbia Inflation Report

— The band indicates the comfort zone for inflation and provides for the fact that there will occasionally be smaller
shocks causing short-term volatility of inflation, but not requiring a monetary policy response. Setting a midpoint will
help better anchor inflation expectations.

— The target will be continuous, enabling inflation to be monitored at all times and not only at a particular point in
time (end of year).

— Targets will be set for several years ahead to ensure focus on medium-term price stability, account for the lags in
the transmission of the impact of monetary policy instruments on inflation and help anchor inflation expectations.

The trajectory of inflation targets will be consistent with the need to achieve and maintain medium-term price
stability. Pursuant to the Agreement, the National Bank of Serbia and the Government hold that medium-term price
stability should be defined as annual inflation of 2-4%. In setting inflation targets, account will also be taken of medium-
term economic growth and preservation of external stability.

The setting of inflation targets will require cooperation between the National Bank of Serbia and the Government. In
an environment where a large proportion of prices is under direct or indirect regulation of the Government, the National
Bank of Serbia can effectively control only the part of inflation that is determined in competitive markets (the so-called
core inflation).

On the other hand, the Government is responsible for the part of inflation stemming from adjustments in regulated
prices. The procedure of setting inflation targets will, therefore, be as follows: the Government, in cooperation with the
National Bank of Serbia, will define the medium-term plan of changes in prices under direct or indirect regulation of the
Government.

Upon consulting with the National Bank of Serbia, the Government will announce a single range as a numerical
guideline for the increase in prices of all relevant products. Thereafter, the National Bank, in coordination with the
Government, will set headline inflation targets. The targets will be announced by the National Bank of Serbia in the form
of a memorandum on setting medium-term inflation targets.

The Government will inform the National Bank of Serbia in a timely manner about any planned changes to its fiscal
policy, including all relevant details on the plans relating to budget and deregulation of prices.

The National Bank of Serbia, in cooperation with the Government, may revise the agreed and announced inflation
targets. Such revisions will be initiated only under exceptional circumstances, and the National Bank of Serbia will
provide an adequate explanation of each such revision.

3. Achieving inflation targets

The National Bank of Serbia will achieve inflation targets by selecting monetary policy instruments in a
sustainable, consistent and predictable manner in order to avoid any unnecessary macroeconomic fluctuations. The
selection of monetary policy instruments will be based on the analysis of the current economic situation, assessment
of future developments and the medium-term inflation projection.

The National Bank of Serbia will use monetary policy instruments to ensure that inflation targets are met and that
departures of inflation from the target are only temporary. Inflation may not be expected to equal the target level at
all times. In case of serious shocks, it is not always possible or desirable to bring inflation back to the target level over
a short time horizon given the lags in the transmission mechanism and the possible effects on the overall
macroeconomic and financial stability. Therefore, the National Bank of Serbia, just like other central banks, will
allow such temporary departures of inflation from the set target if restoring inflation to the target level over a short
time horizon calls for major changes in monetary policy that could cause added macroeconomic volatility. In
particular, this refers to instances of sudden changes in prices of commodities or departures from the planned growth
in prices of products that are under direct or indirect regulation of the Government.

Main monetary policy instrument

The key policy rate will be the main monetary policy instrument in the inflation targeting regime. Other monetary
policy instruments, including interventions in the foreign exchange market, will only have supporting roles.
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The key policy rate is the interest rate applied in the conduct of main monetary policy operations (currently, two-
week repo operations). The key policy rate is an operational objective for short-term money market interest rates. Its role
as an operational objective will be supported by a corridor of interest rates on lending and deposit facilities and other
open market operations.

Adjustments in the key policy rate will be based on the assessment of the current economic situation, inflation
developments and their projections. The key policy rate will be adjusted with a view to maintaining the projected
inflation within the target range, over a time horizon deemed adequate by the Monetary Policy Committee in view of the
nature of the shocks and the overall macroeconomic situation. The size and timing of such adjustments will be aligned
with the mechanism of monetary transmission, respecting its lags and the currently dominant role of the foreign
exchange channel. The projections will be prepared on a regular basis and updated in line with new data and assessments
of future macroeconomic movements.

Other monetary policy instruments

Other monetary policy instruments, such as open market operations involving longer-term securities or the reserve
requirement, will have a supporting role in achieving inflation targets. They should contribute to a smooth transmission
of the key policy rate in the market and balanced development of financial markets without threatening the stability of
the financial system. Some of these instruments can facilitate the monetary policy transmission through the credit
channel and others (such as the reserve requirement) have an important prudential function as well.

Interventions in the foreign exchange market

In an inflation-targeting regime, foreign exchange interventions are an infrequent secondary instrument used to
support the achievement of the inflation target only after the potential for influencing inflation effectively through
changing the key policy rate is exhausted.

The exchange rate is an indicator of monetary policy transmission. When evaluating the impact of the key policy rate,
it is important to monitor movements in the foreign exchange market as the exchange rate channel remains by far the
strongest means of influencing inflation.

However, no numerical objectives for the exchange rate will be set.

The National Bank of Serbia will resort to foreign exchange interventions with a view to: 1) limiting excessive daily
oscillations in the exchange rate for the dinar, but without accumulating pressures in a single direction over a longer period
of time, 2) containing threats to financial stability, and 3) safeguarding an adequate level of foreign exchange reserves.

Prudential measures

The National Bank of Serbia will not enact prudential or administrative measures in order to support the achievement
of monetary policy objectives, but only with a view to preserving financial system stability. However, as these measures
may produce monetary effects, the National Bank of Serbia will make sure that they are applied in a transparent manner
and that they do not hamper the efficacy of the main monetary policy instrument.

4. Communicating the Achievement of Inflation Targets

In pursuing the inflation target, the National Bank of Serbia will be transparent and will continue to be
accountable to the public. This means that the National Bank of Serbia will regularly inform the public, primarily
through the Inflation Report, on the achievement of the inflation target, expected inflation outturns and the
underlying macroeconomic developments, as well as monetary policy measures to be taken in order to achieve
inflation targets in the future.

If the departure of inflation from the set target lasts for more than six consecutive months, the National Bank of
Serbia will have the obligation to notify the Government about the reasons for such departure, measures to be taken and
the time needed for inflation to return to target level.

The National Bank of Serbia will communicate with the public and specific interest groups through a series of regular
publications, press conferences and press releases, as well as through irregular analytical seminars, conferences and
publications on special topics.
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The Monetary Policy Committee will decide on adjustments to the key policy rate at preannounced meetings. The
decisions and their reasoning will be made known to the public on the same day in press releases and/or press
conferences.

The Inflation Report is the key tool of communication of the National Bank of Serbia with the general public. It is
published quarterly and contains the assessment of the current economic situation and the monetary policy stance, as
well as their future course. The Inflation Report contains the inflation projection and the analysis of key risks to meeting
inflation targets as well as an analysis of the impact of future developments and risks on monetary policy.

Through efficient communication with the general public, the National Bank of Serbia will try to “anchor” inflation
expectations, thereby contributing to the achievement of targeted inflation.

5. Coordination of monetary, fiscal and wage policies

In an inflation targeting regime, the coordination between monetary and fiscal policies is of key importance as any
inconsistency between the two policies may threaten not only the achievement of the target but also the credibility of the
inflation targeting regime itself. The Government indisputably has a significant influence on inflation, given the
relatively high proportion of products the prices of which are under its direct or indirect regulation as well as the fact
that the Government plays a key role in ensuring the legal and institutional framework conducive to price stability.

In the Agreement, the Government has committed to pursuing a sustainable and predictable fiscal policy consistent
with inflation targets. The Government has also committed to timely informing the public and the National Bank of
Serbia about any changes in the economic policy that could threaten the achievement of the inflation targets, and, in
particular, about any plans relating to market regulation and the budget. Moreover, pursuant to the Agreement, the
Government and the National Bank of Serbia agree to cooperate in creating institutional preconditions necessary for
effective inflation targeting by developing regulations that ensure the independence of the National Bank of Serbia
and by encouraging the development of the financial market and activities relating to the strengthening of trust in the
national currency.
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APPENDIX 3: Memorandum of the National Bank of Serbia
on Setting Inflation Targets for the Period 2009-2011"

In line with the Law on the National Bank of Serbia, which defines the achievement and maintenance of price
stability as the principal objective of the central bank, the Agreement between the National Bank of Serbia and the
Government of the Republic of Serbia on Inflation Targeting” as a framework for achieving medium-term price stability
and the Memorandum of the National Bank of Serbia on Monetary Strategy®', pursuant to which the National Bank of
Serbia has committed to set inflation targets in cooperation with the Government, the Monetary Policy Committee
hereby sets the headline inflation target (band with a midpoint), measured as an annual percentage change in the
consumer price index, for the period 2009-2011 with the following parameters:

— 2009 starting level: 8-12% with a midpoint of 10%,

—2009 end level: 6-10% with a midpoint of 8%,

—2010 end level: 4-8% with a midpoint of 6% and

— 2011 end level: 3-6% with a midpoint of 4.5%.

Headline CPI inflation targets for the period 2009-2011

14

2009 starting|level

_ 190,
12 8-12%

2009 end |evel
6-10%

10 1 070 end level

4-8%
8 20ttendtevel
3-6%

2009 2010 2011

Inflation target is set as a linearly declining band of headline CPI inflation rates (see the chart). The band, with a
midpoint, is defined for each month of the year. The trajectory of inflation targets until 2011 is consistent with the need
to achieve medium-term price stability which, in view of Serbia’s medium-term ambition to converge to EU price and
income levels, is defined as annual inflation of 2—4%.

' The Memorandum was adopted in the NBS Monetary Policy Committee meeting of 22 December 2008.
* The Agreement was adopted in the meeting of the Government of the Republic of Serbia of 19 December 2008.
' The Memorandum was adopted in the NBS Monetary Policy Committee meeting of 22 December 2008.
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CPI inflation targets for 2009 and 2010 are consistent with the already defined targets for core inflation as measured
by retail prices. Although still formulated as continuous bands with a midpoint, the targets are now defined in terms of
headline CPI inflation rather than core RPI inflation.

CPI inflation targets reflect movements in prices more fully and ensure a clear demarcation of responsibilities of the
National Bank of Serbia and the Government for achieving and maintaining their stability. Thus formulated inflation
targets also enable a more efficient communication with the general public and stronger impact on inflation expectations,
which are essential for the stabilization of economic activity.

Inflation targets for the period 2009—2011 have been set by the National Bank of Serbia in cooperation with the
Government based on the analysis of current and expected macroeconomic developments and numerical guidelines for
the increase in prices of products and services under the Government’s direct or indirect regulation.”

Important features of inflation targets:

— Target inflation rates are gradually declining. The set inflation targets reflect intention to achieve price stability
through gradual disinflation, without causing any disruptions to the macroeconomic processes in the economy. Gradual
lowering of inflation targets is based on the assessment of long-term macroeconomic movements and the need to ease
the pressures on the nominal exchange rate, and reduce the resulting risks from potentially negative impact on the
competitiveness of the country’s economy.

— The target is set as a band with a midpoint. The width of the target band (£2 until 2011, £1.5 pp for end-2011)
reflects interest in the stabilization of economic activity, as it provides scope for the flexibility of monetary policy in the
period ahead without any detriment to its credibility. The band indicates a comfort zone providing for the fact that there
may be many small transitory shocks causing short-term volatility of inflation, but not requiring a monetary policy
response.

— The target is continuous. The midpoint and the band are defined for each month of the year. This means that the
achievement of inflation target is watched continuously, not only at a particular point in time. The continuity also helps
anchor inflation expectations in situations when a large shock pushes inflation temporarily away from the targeted level.

— The target is defined for several years ahead. This represents the MPC’s focus on achieving medium-term price
stability and helps anchor inflation expectations.

In cooperation with the Government, the National Bank of Serbia may change the set inflation targets. Such changes
will be undertaken in exceptional circumstances only and subject to the provision of an adequate explanation by the
National Bank of Serbia.

2 Following consultation with the National Bank of Serbia, the Government may revise the numerical guidelines subject to the provision of an adequate explanation for
such revision (according to the Agreement between the National Bank of Serbia and the Government of the Republic of Serbia on Inflation Targeting).
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APPENDIX 4: New medium-term inflation projection model

Policy shift from RPI core inflation to CPI headline inflation targeting called for the development of a new model
for medium-term inflation projection that will be used as of January this year. The key change is that the monetary policy
rule is now based on both the deviation of CPI (headline) inflation from target and the output gap (in contrast to the
previous model). CPI is divided into three basic components:

1) core inflation,

2) non-core inflation excluding petroleum products,

3) petroleum products.

Projections are made for each component, and then combined, in proportion to their individual shares, into a single index.
By changing the key policy rate, monetary authorities primarily aim to affect core inflation. This rate influences

prices through both the nominal channel (exchange rate) and the real channel (real exchange rate and output gap,
i.e. demand).

Although the prices of petroleum products are primarily under the sway of world oil prices, monetary authorities
manage to affect them to a certain extent through their exchange rate policy.

The projection of non-core inflation excluding petroleum product prices is based on the National Bank’s agreement
with the Government on regulated prices and price assumptions for agricultural products. The model assumes no effect
of monetary policy on those prices.

The diagram below shows the simplified version of the new model:
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The new model is run on four basic equations — for inflation, exchange rate, key policy rate and output gap, and a
number of supporting equations and identities. The basic equations are as follows:

1) Core inflation
core = all-core(-1) + al2-inf expect + (1-al1-al2)-(imp inf — real ex rate trend) + al3-real ex rate trend(-1) +
al4-output gap(-1)

2) Exchange rate — uncovered interest rate parity

ex rate = exp ex rate(+1) + (-int + eur int + prem)

3) Key policy rate

pol int = a31-pol int(-1) + (1-a31)-[neutr int + a32-(a33-expected infl deviation from target +
(1-a33)-output gap]

4) Output gap — demand side

output gap = a41-output gap(-1) + a42-[a43-real ex rate gap
+ (1-a43)-real int rate gap| + a44-for demand(-1)

Headline inflation is calculated as a weighted average of core inflation, non-core inflation excluding petroleum
product prices and growth in petroleum product prices:

inflation = a51-core + a52-non-core excl.petr.products + (1-a51-a52)-petroleum products

As noted above, non-core inflation excluding petroleum products is influenced by government decision making, and the
prices of petroleum products by movements in the exchange rate and world oil prices.

1) Inflation — Phillips’ curve

This equation presents movements in core inflation with reference to lagged core inflation, inflation expectations,
import prices, real effective dinar exchange rate gap and output gap:

core = all-core(-1) + al2-inf expect + (1-al 1-al12)-(imp inf-real ex rate trend) + al3-real ex rate gap(-1) +
al4-output gap(-1)

The equation consists of the following elements:

®  Lagged inflation (core(-1)) reflects a degree of persistency in inflation movements. When significant
changes to factors influencing core inflation occur, their effect on inflation is felt only after a time lag, due to
inertia in the behaviour of business entities.

® Inflation expectations (inf expect) are expectations of business entities regarding price movements in the
period ahead. High inflation expectations can have a very important effect on actual inflation movements and
trigger a rise in inflation, even if no real factors act to prompt such a rise.

® Imported inflation (imp inf) varies with the exchange rate and foreign inflation movements. As the
exchange rate customarily oscillates more than foreign inflation, it has a predominant impact on movements in
imported inflation.

®  Real exchange rate trend (real ex rate trend) is an indication of the average long-term tendency in real
exchange rate movements. In other words, it shows how much faster domestic prices will grow over the long term
compared to foreign prices (expressed in the same currency). As productivity in Serbia is expected to grow faster
than abroad, domestic prices are likely to rise more quickly than foreign ones (real appreciation).
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® Lagged real exchange rate gap (real ex rate gap(-1)), or deviation of the real exchange rate from the trend,
is the amount of excessive depreciation or appreciation. The real exchange rate may be understood as an
approximation of the real marginal cost, which is the share of the cost (import component) in income (domestic
price). Appreciation gap opens when the marginal cost falls short of the level expected in view of the long-term
trend of the real exchange rate. This means that there is scope for the increase in marginal cost in the coming
period through slower rise in domestic relative to import prices (exchange rate + foreign inflation) adjusted for
the real exchange rate trend. In other words, appreciation gap generates disinflationary pressures. The real
exchange rate is indicative of demand for domestic products and of the level of competitiveness of the country’s
economy. Therefore, if the appreciation gap remains open over a longer term, a slowdown in economic activity
may follow (see output gap equation).

® Lagged output gap (output gap(-1)) is a demand side measure, defined as the difference between actual
output and its equilibrium level (in further text: trend), i.e. optimal output achievable with the currently available
labour force, capital and productivity without exerting any pressure on price growth. By contrast to the trend
which is defined by long-term factors, the gap is determined by shorter-term factors, such as wages, lending
activity or character of monetary policy. Positive output gap means that inflationary pressures are coming from
the demand side of the economy, and vice versa.

2) Exchange rate — uncovered interest rate parity

The uncovered interest rate parity (UIRP) equation shows that yields on two currencies, adjusted by risk premium,
have the tendency to even out. Assuming zero risk premium for the dinar and the euro, the dinar exchange rate is
expected to depreciate by 14.5% against the euro over the next year, which is the level of depreciation needed in order
for yields on these two currencies to level out as there is currently 14.5 pp difference between the two relevant key policy
rates (16.5% on dinars and 2% on euros). This calculation, however, does not take into account that foreign exchange
markets demand additional yield, the so-called risk premium, on currencies carrying a higher level of risk. Risk premium
makes investment in dinars as attractive as investment in euros. Therefore, in order to calculate the expected
depreciation, we would need to adjust the spread between the two interest rates for the risk premium:

expected depreciation = pol rate — eur int — prem

As expected depreciation is equal to the difference between the expected exchange rate in the period ahead
(ex rate exp. (+1)) and the current exchange rate (ex rate), rearranging the equation gives the UIRP equation used in the
model:

exchange rate = ex rate exp (+1) + (-pol rate + eur int + prem)
The equation consists of the following elements:

®  [nterest rates (pol rate and eur int). In the model, we use the market counterparts of key policy rates in
Serbia and the EU: two-week BELIBOR (for the dinar) and one-week EURIBOR (for the euro).

®  Expected exchange rate (ex rate exp (+1)) shows expectations of business entities regarding exchange
rate movements in the period ahead.

®  Risk premium (prem) depends primarily on the attitude of foreign investors.

3) Nominal interest rate — monetary policy reaction function

This equation identifies the key elements which support decision-making on the level of the key policy rate and
is essential for stabilizing the economy. Monetary policy rule — deviation of projected inflation from the target and
output gap — is the key element prompting the decision to change the key policy rate. When the weighted average
of deviation from the target and output gap is positive, monetary policy needs to become restrictive and the key
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policy rate to rise above its neutral level. The opposite applies when the weighted average of deviation is negative.
However, in order to avoid instability and prevent sudden leaps in the conduct of monetary policy, the equation takes
in the lagged policy rate as well:

pol int = a31-pol int(-1) + (1-a31)-[neutr int + a32-(a33-expected inflation deviation from target
+ (1-a33)-output gap]

The equation consists of the following elements:

® Lagged policy rate (pol rate (-1)) provides for a certain level of persistency in the model and for
stability in the key policy rate movements. The coefficient preceding the lagged policy rate can range between
0 and 1. This coefficient indicates how likely monetary authorities are to make sudden changes in the key
policy rate.

®  Neutral interest rate (neutr int)  represents the policy rate level that has a neutral impact on inflation.
In other words, when the key policy rate is neutral, the monetary policy is neither restrictive nor
expansionary.

®  Monetary policy rule (inflation deviation from target) defines the desired position of the key policy

rate relative to its neutral level. The monetary policy rule includes both expected inflation deviation from
the target and output gap. The coefficient a33 indicates the relative significance of inflation and output gap
in the conduct of monetary policy. For instance, if the economy is in recession (negative output gap) and
inflation is running high, the character of monetary policy will depend on the importance attached to each
of the two factors.

4) Output gap — demand side

Monetary authorities affect movement in demand for domestic products and services, i.e. output gap, through the real

exchange rate and the real interest rate. The real appreciation of the exchange rate means a relative increase in prices of
domestic relative to imported goods, leading to a drop in demand for the former. The opposite is true in case of real
depreciation. An increase in the real interest rate (nominal interest rate minus inflation expectations) leads to an increase
in savings and dampens demand for credits, hence inducing a slump in demand for goods and services. The equation
shows that a restrictive monetary policy stance, i.e. appreciation gap of the real exchange rate and a positive real interest
rate gap, results in a negative output gap and vice versa. Apart from this, the output gap is also determined by the foreign
demand cycle — the stronger the foreign demand, the larger domestic exports and output.

output gap = a4 l-output gap(-1) + a42-|a43-real ex rate gap
+ (1-a43)-real int gap| + a44-for demand(-1)

®  Quiput gap lag (output gap (-1)) defines persistency in output gap movements. Changes in the
monetary policy stance do not reflect on output gap straight away, but rather gradually.

®  Real interest rate gap (real int gap) represents the deviation of the real interest rate from its equilibrium
level, which is most frequently defined as the interest rate level consistent with the equilibrium level of output
and stable inflation. If the real interest rate is above its equilibrium level (positive gap), disinflation and slowdown
in output will ensue, and vice versa.

® Lagged foreign demand (for demand(-1)) is approximated by the output gap of the European Union to
which a bulk of out export is oriented. The output gap of the EU also correlates with the economic cycles of other
Serbian foreign trade partners (most notably CEFTA countries).
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Projections of other relevant factors are either based on supporting model equations or adopted assumptions.
In addition to the above four basic equations, the model also contains a significant number of supporting
equations describing movements in factors such as inflation expectations, expected exchange rate, risk premium
and trends in output, real exchange rate and the real key policy rate.

Assumptions of future movements in external factors — world oil prices, foreign inflation, ECB policy rate,
USD/EUR exchange rate — are based on the expectations of reputed economists, while assumptions of movements
in regulated prices (excluding petroleum products) and prices of agricultural products are made by the NBS
management with reference to government plans (state government and local governments) and staff assessments.

Based on different assumptions, several scenarios are developed using this model. The scenario which is
deemed most likely to come about is used as the baseline scenario and the results are presented in the Inflation
Report. Alternative scenarios serve to indicate possible course of action for monetary policy makers in the event
less likely assumptions should materialize.
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B) Temporary measures

The Decision on Temporary Measures for Preserving Banking Sector Stability in the Republic of
Serbia ("RS Official Gazette", no. 116/2008) (in further text: the Decision) entered into force on 23
December 2008.

As provided by Section 2 of the Decision, banks which fail to comply with the ratio prescribed by the
Decision on Adjusting Gross Household Lending to Share Capital of Banks due to volatility in the
exchange rate of the dinar recorded after 30 September 2008, shall be exempt from the obligation to
deposit funds on a special account with the National Bank of Serbia, except when such non-compliance is
only partly due to exchange rate volatility recorded after the above date, in which case the amount of
deposit prescribed by the said decision shall be reduced by the effect of the recorded changes in the
exchange rate of the dinar.

Under the terms of the Decision on Adjusting Gross Household Lending to Share Capital of Banks, gross
household lending does not include dinar loans, foreign currency clause-indexed dinar loans, foreign
currency loans approved to households for direct investment into agricultural production and to
entrepreneurs for direct investment into production of goods and/or provision of services within their line
of business.

Measures stipulated under Section 2 of the Decision are temporary and shall apply to the gross household
lending to share capital ratio from 31 December 2008 until 31 December 2009.

As provided by Section 3 of the Decision, at borrower’s request, banks may extend the repayment period
of approved and disbursed dinar loans or loans converted into dinars up to twelve months from the
originally established maturity date, without charging any extra fee on repayment period extension and/or
loan conversion into dinars.

Borrowers may file a request for the extension of loan repayment period until 31 December 2009.

In line with Section 4 of the Decision, ending with the 18 June—17 July 2010 maintenance period, banks
shall calculate required reserves in accordance with the Decision on Banks’ Required Reserves Held with
the National Bank of Serbia by applying 0% ratio on the increase in average daily book value of dinar
and foreign currency obligations under deposits and loans received from abroad and foreign currency
subordinated obligations relative to the average balance of such obligations in September 2008.
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Meetings of the Monetary Policy Committee of the National Bank of Serbia and
key policy rate changes

Date Key policy rate Change
(annual level, in %) (in basis points)
MPC meetings held

2008
17 January 10.00 0
6 February 10.75 +75
18 February 10.75 0
28 February 11.50 +75
13 March 14.50 +300
28 March 14.50 0
17 April 14.50 0
24 April 15.25 +75
15 May 15.25 0
29 May 15.75 +50
12 June 15.75 0
1 July 15.75 0
17 July 15.75 0
29 July 15.75 0
2 September 15.75 0
16 September 15.75 0
1 October 15.75 0
17 October 15.75 0
31 October 17.75 +200
18 November 17.75 0
1 December 17.75 0
8 December 17.75 0
22 December 17.75 0

2009
22 January 16.50 -125
29 January 16.50 0

Scheduled MPC meetings

12 February
24 February
5 March

20 March

6 April

23 April

5 May

21 May

4 June

25 June

6 July

23 July

6 August

21 August

4 September
24 September
6 October

22 October

5 November
20 November
4 December
24 December

The calendar of regular MPC meetings was changed in the MPC meeting of 22 January 2009 in view of the fact that the NBS
monetary policy objective is as of this year defined as CPI headline inflation and that the RS Statistical Office publishes data
on CPI for the previous month around the middle of the current month.
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Press Releases from the NBS Monetary Policy Committee Meetings

Press release from the MPC meeting held on 18 November 2008

After reviewing current economic circumstances, the NBS Monetary Policy Committee announced today its decision to
keep the key policy rate unchanged at 17.75 percent.

Press release from the MPC meeting held on 1 December 2008

After reviewing current economic developments, the NBS Monetary Policy Committee decided at its today’s meeting to
keep the key policy rate unchanged at 17.75%.

Press release from the MPC meeting held on 8 December 2008

After looking at its regular basket of factors, the National Bank of Serbia’s Monetary Policy Committee decided in its
meeting today to keep the key policy rate unchanged at 17.75 percent.

However, in view of current developments in the world financial market and their potential impact on the domestic
financial system, the MPC adopted amendments to the Decision on Banks’ Required Reserves Held with the National
Bank of Serbia with regard to the establishment of the reserving bases for the calculation of dinar and foreign currency
required reserves in respect of foreign liabilities and foreign currency subordinated liabilities. These amendments are
geared at buttressing the stability of prices by way of providing banks with extra foreign currency liquidity and
withdrawing any excess dinars from circulation.

Subject to today’s amendments, the share of required reserves calculated in euros but kept in dinar accounts has been
raised from 20 to 40 percent. The dinar and foreign currency reserving bases, comprising foreign deposit and loan
liabilities as well as foreign currency subordinated liabilities, will be calculated as the average daily carrying balance
of such dinar and foreign currency liabilities in the course of September 2008. This methodology for calculating
required reserves will be applied exceptionally, from the 18 December 2008 — 17 January 2009 maintenance period
through the 18 May 2009 — 17 June 2009 maintenance period. It is expected to encourage banks to keep the released
foreign currency liquidity within the domestic banking sector, rather than to use excess liquidity to repay foreign debts
or to reduce foreign deposits.

The National Bank of Serbia also issued a decision to lower the net open position of banks from 20 to only 10 percent,
in order to reduce banks’ exchange rate risk exposure. This decision will come into force on 31 January 2009.

Press release from the MPC meeting held on 22 December 2008

At its meeting today the Monetary Policy Committee adopted the Memorandum on Inflation Targeting as a Monetary
Strategy, the Memorandum on Setting Inflation Targets for the Period 2009-2011 and the Monetary Policy Programme
of the National Bank of Serbia in 2009. These documents are scheduled to apply as of 2009. The key principles of
inflation targeting as a monetary strategy were first introduced in Serbia in September 2006 and were since put into
practice on a step by step basis. The above documents will be presented in greater detail by Governor Jelasic in today’s
press conference.

Press release from the MPC meeting held on 22 January 2009

After looking at its regular basket of factors, the National Bank of Serbia’s Monetary Policy Committee decided to lower
the key policy rate by 1.25 percentage points, i.e. from 17.75% to 16.50%.

The MPC’s decision will be explained in greater detail by Governor Jelasi¢ at a press conference today.

Press release from the MPC meeting held on 29 January 2009

After reviewing current economic developments, the NBS Monetary Policy Committee decided to keep the key policy
rate unchanged at 16.5 percent.

The next MPC meeting is scheduled for 12 February 2009.
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